
CHAPTER 4

Health Status and Medical Care

IN 1965 THE U.S. CONGRESS enacted the medicare and medic-
aid programs. For the first time, the Federal Government made a
major commitment to finance the medical care needs of its elderly
and poor citizens. The purpose of medicare was to reduce the finan-
cial burden of illness on the elderly; the goal of medicaid was to im-
prove the access of specific categories of the poor to medical care.

The price tag for meeting these objectives was not expected to be
great. The medicare hospital insurance program was expected to cost
the Federal Government $2.8 billion in its first year (in 1983 prices),
with growth to about $8.2 billion in 1983, according to Social Securi-
ty Administration actuaries.

This estimate was wrong, massively so. Federal spending on medi-
care benefits reached $57.4 billion in 1983; spending for the hospital
portion of medicare in 1983 surpassed the original projection by
almost fourfold. Medicaid consumed an additional $34.0 billion in
1983.

Experience with medicare and medicaid vividly illustrates the di-
lemma of health insurance. The goal of health insurance is to reduce
the risk that consumers will face large out-of-pocket medical ex-
penses. The means by which this is accomplished is for a third
party—sometimes the Federal Government—to pay a large share of
the bill. Individual consumers, however, tend to purchase more medi-
cal care when the price of additional care to them is reduced. Be-
cause of this additional demand, the cost of the insurance program is
driven up. Thus, the goal and the means of health insurance are in
conflict. How to resolve this conflict is the central problem of public
policy toward medical care.

Rising costs are not limited to public health insurance programs.
Most non-elderly people in the United States have private health in-
surance, usually provided as an employment-related fringe benefit.
The percent of gross payroll spent by employers for health benefits
has increased by as much as 50 percent from 1976 to 1983. The con-
sequence of this increase is lower real wage increases for employees.

There is also widespread concern that the unit costs of medical
care are too high. The cost of a day in the hospital was $369 in 1983,
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up from $41 in 1965 ($119 in 1983 prices), and the average cost per
hospital admission increased from $311 ($901 in 1983 prices) to
$2,789 over the same period.

Calls are heard to curb the increasing costs of medical care. Policy-
makers have an array of options, ranging from increased regulation
to unfettered competition, from which to choose.

Therefore, on the 20th anniversary of medicare and medicaid, it is
appropriate to review the present condition of public and private
health insurance programs in the United States. Positive steps can be
taken toward the goals of delivering appropriate medical care at rea-
sonable prices. Policies must be chosen carefully, however, to pro-
mote consumers* incentives for healthy behavior, reasonable levels of
health insurance coverage, and careful use of medical care services.
Producers must also face incentives to deliver medical care services
efficiently at competitive prices.

HEALTH STATUS OF THE AMERICAN POPULATION

The life expectancy of Americans has improved steadily since
1900, when the average American could expect to live for 47.3 years.
At the turn of the century, females lived 2 years longer than males,
on average, and blacks lived 33.0 years, substantially fewer than the
47.6 years for whites. By 1982 the average life expectancy had in-
creased to 74.5 years. The male-female gap had widened to 7.4 years,
but the black-white gap had narrowed to fewer than 6 years.

The factors mainly responsible for increases in life expectancy
during the first half of this century—improved sanitation, heating,
and other amenities, along with significant breakthroughs in immuni-
zation against communicable diseases—contributed most significantly
to the survival of infants and children. For adults over 65, life expect-
ancy statistics show only modest gains during this period, from 11.9
years in 1900 to 13.9 years in 1950. As of 1982, however, the life
expectancy of older adults had increased to 16.8 years.

Increased life expectancy at older ages, along with declining birth
rates, has led to the well-known "graying" of America. The age dis-
tribution of the population has shifted markedly since 1950, when the
over-65 population represented 8.2 percent of the total population.
In 1983 the elderly accounted for 11.7 percent of the total popula-
tion. Because the elderly spend about 3V2 times as much per capita
on medical care as do the non-elderly, population aging has pro-
found implications for medical care spending. Greater demands are
placed on medicare and on that part of the medicaid program that
finances long-term care for the elderly poor.
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Increasing life expectancy at older ages is evidence of improving
health status of the American population. Additional evidence is that
infant mortality rates and fetal death rates have fallen since 1950.
(Infant deaths occur within the first year of life; fetal deaths are the
deaths of fetuses of 20 weeks or more gestation.) Large declines have
occurred for both blacks and whites. However, in 1981 (the latest
year for which data are available) the infant and fetal death rates for
blacks remained substantially above those for whites.

Between infancy and age 65, there are distinct differences in the
causes of death by age, sex, and race. The leading cause of death for
whites and blacks of both sexes below the age of 15 is accidents. In
fact, accidents are the leading cause of death below the age of 45.
From ages 15 to 24, accidents are the leading cause of death for
whites, whereas homicide is the leading cause of death for blacks.
Cancer is the leading cause of death for black females between the
ages of 25 and 44 and for white females between the ages of 25 and
64. After age 65, heart disease is the major cause of death.

The dominant role of accidents and homicides makes clear that be-
havioral factors play an extremely important role in mortality. More-
over, because many of these deaths occur at early ages, accidents and
homicides have a disproportionate effect on life expectancy at birth.

Other than through mortality statistics, there are problems in
measuring the public's health status. For example, people's willing-
ness to report certain nonfatal diseases may change over time. The
health status indicators must also be adjusted for the age distribution
of the population, because the population is aging and many diseases
appear more frequently among the elderly.

Even with these qualifications in mind, it is useful to examine
trends in the self-reported health status of the American population
from nationwide surveys of households. One measure of health status
is "restricted activity days," which are days that a person cuts down
on his or her usual activities because of illness or injury that occurred
during the 2 weeks prior to the survey. A day spent in bed at home
or in the hospital ("bed-disability day") is, of course, a restricted ac-
tivity day.

Surveys indicate that the number of restricted activity days de-
creased among all age groups from 1957 until the middle or end of
the 1960s, after which the trend has reversed. The number of bed-
disability days per person fell during the late 1950s and early 1960s
and has remained roughly constant since then. Some increase oc-
curred within the 45-to-64 age group.

Another health status indicator is limitations of activity caused by
chronic conditions that began more than 3 months prior to the
survey. A striking trend emerges: the proportion of males aged 45 to
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64 who were unable to perform their major activity increased from
7.2 percent of that age group in 1969 to 11.5 percent in 1981. Small-
er, but very noticeable increases are shown for this activity limitation
among other males and females aged 45 to 64.

Trends in reported activity limitations may be explained, in part,
by the expansion of disability cash benefits and of the number of
beneficiaries. Between 1965 and 1975, cash payments to disabled
persons increased from $9.7 billion ($28.1 billion in 1983 prices), or
1.1 percent of gross national product (GNP), to $33.9 billion ($58.0
billion in 1983 prices), or 2.2 percent of GNP. During the same
period, the number of social security disability insurance beneficiaries
grew by 150 percent while the covered work force grew by only 55
percent. It appears that persons with chronic conditions can, in
recent years, leave the work force with greater disability benefits,
whereas earlier they might have continued to work. Changes in mor-
tality patterns may also partly explain increases in activity limitations.
As mortality rates drop, some people who live longer have chronic
diseases that cause disability.

TRENDS IN MEDICAL CARE SPENDING AND USE

In 1983 Americans spent $355.4 billion on medical care. Table 4-1
shows that hospital care accounted for 47.0 percent of "personal
health care spending" (a category that includes most payments to
medical care providers) in 1983. Following hospital care in impor-
tance were physicians' services and nursing homes with 22.0 and 9.2
percent, respectively, of personal health care spending.

Fifty-five percent of the money spent on medical care comes from
private funds paid directly by consumers and by private insurers. Of
the private funds, insurance is the dominant mode of paying for hos-
pital services and, to a lesser extent, for physicians* services. Con-
sumers pay for most drugs and dental services out of their own pock-
ets. Private insurance provides little coverage for nursing home care.

Government funds constituted 41.9 percent of total medical care
spending in 1983, of which the Federal Government contributed 69.0
percent. Federal spending dominated that of State and local govern-
ments in most personal health care categories and in medical re-
search, while State and local governments were dominant in expendi-
tures for construction and public health activities.

The percentage of medical care spending devoted to hospital and
nursing home care has risen. This trend has implications for how
these services are financed. Hospital and nursing home care occur in-
frequently and are expensive; both considerations tend to increase
consumers' demands for third-party reimbursement. Thus, it is not
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TABLE 4-1.—National health expenditures by type of expenditure and source of funds, 1983

[Billions of dollars]

Type of expenditure

TOTAL

Health services and supplies

Personal health care

Hospital care
Physicians' services....
Dentists' services
Other professional

services
Drugs and medical

sundries
Eyeglasses and

appliances
Nursing home care
Other personal

health care

Program administration
and net cost of private
health insurance

Government public health
activities

Research and construction of
medical facilities

Research 3

Construction

Total

355.4

340.1

313.3

147.2
69.0
21.8

8.0

23.7

6.2
28.8

8.5

15.6

112

15.3

6.2
9.1

Private funds

Total

206.6

199.8

188.8

68.8
49.7
21.2

5.6

21.6

5.2
14.9

1.8

10.9

6.8

.4
6.5

Consumer

Total

195.7

195.7

185.2

67.3
49.7
21.2

5.5

21.6

5.2
14.7

10.5

Direct
payment

85.2

85.2

85.2

11.1
19.6
13.9

3.3

18.4

4.5
14.4

Private
insur-
ance

110.5

110.5

100.0

56.2
30.1

7.4

2.1

3.2

.7

.3

10.5

Other'

10.9

4.1

3.7

1.5
<*)

.1

"2

1.8

.3

6.8

,4
6.5

Government funds

Total

148.8

140.3

124.5

78.4
19.3

.6

2.5

2,1

1.0
14.0

6.6

4.6

11.2

8.4

5.8
2.6

Federal

102.7

96.8

93.0

60.6
15.6

.3

1.9

1.1

.9
8.1

4.5

2.6

1.2

5.9

5.2

State
and
local

46.1

43.5

31.5

17.8
3.7

.5

1.1

&9

2.1

2.0

10.0

2.6

.6
2.0

1 Spending by philanthropic organizations, industrial in-plant health services, and construction financed privately.
* less than $100 million.
3 Research and development expenditures of drug companies and other manufacturers and providers of medical equ

supplies are excluded from "research," as the value of their research is included in the expenditure class in which 1
falls.

Source: Department of Health and Human Services, Health Care Financing Administration.

iment and
e product

surprising that third-party payments increased from 67.3 percent of
hospital care and nursing home spending in 1950 to 85.6 percent in
1983.

Another trend has been an increase in the Federal share of person-
al health care spending from 3.4 percent in 1935 to 29.7 percent in
1983. The largest portion of this increase occurred between 1965
and 1970 and was accompanied by a fall in the share of private sector
payments. This drop appeared almost entirely as a decline in con-
sumer direct payments.

Table 4-2 shows aggregate and per capita trends in medical care
spending from 1965 to 1983. In 1965 Americans spent $207 per
capita ($599 in 1983 prices) on medical care. Total medical care
spending in that year accounted for 6.1 percent of GNP. By 1983
medical care spending had grown to $1,459 per person. Despite an
expansion in the economy during this period, medical care spending
consumed an increasingly large share of GNP, reaching 10.8 percent
in 1983.
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TABLE 4-2.—National health expenditures, by source of funds and as percent of gross national

product, selected years, 1965-83

Year

1965

1970

1975

1980

1981
1982
1983

Total

Amount

Total
(billions)

41.9

75.0

132.7

248.0

2858
322.3
355.4

(dollars)

Per
capita

207

350

590

1,049

1,197
1,337
1,459

Percent
ofGNP

6.1

7.6

8.6

9.4

9 7
10.5
10.8

J

Amount

Total
(billions)

30.9

47.2

76.3

142.2

164 2
186.5
206.6

'rivate funds

(dollars)

Per
capita

152

221

340

601

688
774
848

Percent
of total

73.8

63.0

57.5

57.3

57 4
57.9
58.1

Government funds

Amount

Total
(billions)

11.0

27.8

56.4

105.8

1217
135.8
148.8

(dollars)

Per
capita

54

130

251

448

510
564
611

Percent
of total

26.2

37.0

42.5

42.7

426
42.1
41.9

Note.—Per capita amounts are based on July 1 Social Security Area population estimates, which include the resident U.S.
population and that of the outlying territories, plus Federal military and civilian employees and their dependents overseas, plus
an estimate of the census undercount.

Source: Department of Health and Human Services, Health Care Financing Administration.

Neither the level nor the rate of increase in medical care spending
in the United States is unique compared with other industrialized
countries. For example, Sweden spent 8.7 percent of its GNP on
medical care in 1975 and 9.7 percent in 1980. Comparable figures
for the United States are 8.6 percent in 1975 and 9.4 percent in
1980. Other countries have attempted, for the most part unsuccess-
fully, to control medical care spending by regulation rather than
through market forces. One exception appears to be the United
Kingdom, where strict central controls have limited medical care
spending to 5.6 percent of GNP in 1975 and 5.8 percent in 1980.
This apparent success masks major costs not measured in the GNP
data, however. For example, consumers in the United Kingdom's na-
tional health system face long waiting times for nonemergency hospi-
talization.

FACTORS RESPONSIBLE FOR RISING MEDICAL CARE EXPENDITURES

The factors responsible for rising medical care expenditures can be
attributed either to changes in price or in quantity. Price changes can
be subdivided further into general inflation and increases unique to
the medical sector. Quantity changes can be partitioned into three
elements: changes in population, in quantity per capita, and in the
nature of services provided per visit or per admission.

General inflation (measured by changes in the GNP implicit price
deflator) accounted for 51.7 percent of the rise in hospital inpatient
spending between 1971 and 1981. The remaining sources of in-
creased hospital spending were increases in hospital input prices in
excess of increases in the GNP deflator, 11.7 percent; population
growth, 7.2 percent; growth in admissions per capita, 8.6 percent;
and growth in real expenses per admission, 20.8 percent. Real ex-
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penses per admission are a proxy, albeit an imperfect one, for
changes in the nature of hospital care.

The share of hospital spending growth attributable to rising real
expenses per admission increased to approximately 39.4 percent
from 1981 to 1982 and 46.1 percent from 1982 to 1983. Those in-
creases occurred at a time of lower general inflation and flat or de-
clining demand for hospital admissions. Real spending growth per
admission fell back to 26.7 percent of hospital spending growth in
the first 6 months of 1984, compared with the same period in 1983.
This rate remains above the average rate from 1971 to 1981.

General inflation caused 58 percent of the increase in expenditures
for physicians' services from 1971 to 1981. Other causes were the
price index for physicians' fees in excess of the GNP deflator, 10 per-
cent; visits, 5 percent; and real expenses per visit, 27 percent.

Some analysts have emphasized the fact that general inflation
caused most of the growth in medical care spending. Although tech-
nically correct, this view is seriously misleading. If spending grew
only 2 percentage points faster than inflation, real expenses per unit
of service would quadruple during the average person's lifetime, with
other factors being constant.

The significance of these numbers is that the extraordinary in-
crease in medical care expenditures results largely from changes in
the nature of the product: the scope, the complexity, and hence, the
prices of medical care products have risen in relation to those of
other industries. In the hospital sector, this trend reflects the grow-
ing number of hospitals that provide highly specialized services. In
the physicians' services sector, the volumes of out-of-hospital labora-
tory tests and surgical procedures have been growing much faster
than the number of physicians* visits.
TRENDS IN USE OF MEDICAL CARE SERVICES

Significant trends have occurred since 1964 in the use of particular
medical services by different demographic groups. Hospital days of
care fell from 1964 to 1981 for younger age groups, but rose for
older people, especially those over 65. This latter increase may be
attributed, in part, to the medicare program, which has provided hos-
pital insurance coverage for the elderly since 1966.

In 1964 poor people (family income under $2,000) had the lowest
rate of physicians* visits. Poor people (family income less then $5,000
in 1976 and less than $7,000 in 1981) had the highest rate of physi-
cians' visits in 1976 and 1981. The hospital discharge rate among
poor people increased, while discharge rates among other income
groups fell. These trends may be attributed, in part, to a variety of
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Federal programs, including medicaid, which have improved the
access of poor people to physicians and hospitals.

DOES MORE MEDICAL CARE PRODUCE BETTER HEALTH?

Trends in medical care spending parallel improvements in some
measures of health status in the United States. It would seem natural,
then, to assume that more medical care produces better health.
Spending some amount of money on medical care is indisputably
worthwhile. But this does not imply that, beyond some point, spend-
ing more money on medical care necessarily leads to further im-
provements in health.

Statistical studies, for the most part, indicate that differences in
mortality and sickness among States or regions in the United States
cannot be explained by differences in the distribution of medical care
resources. One such study examined the relationship between an
area's medical resources and physiological measures of health. In the
context of the health conditions and levels of resources considered, it
was found that additional medical resources made little or no contri-
bution to a person's health.

The strongest evidence that an across-the-board increase in medi-
cal care use will not improve the health of the average person comes
from the RAND Corporation health insurance experiment. About
4,000 nondisabled people between the ages of 14 and 61 were ran-
domly assigned to insurance plans for 3 or 5 years. One plan provid-
ed free care; the others required enrollees to pay a share of their
medical bills. The experiment showed that when cost-sharing was
higher, visits to physicians and adult hospitalizations were fewer.
However, the only statistically significant positive health effect of free
care for the average participant was for corrected vision. Other meas-
ures of health were similar among the cost-sharing groups and the
free care group.

Numerous studies of Health Maintenance Organizations (HMOs),
which are prepaid medical care plans, also show that more medical
care does not necessarily lead to better health. Prepayment gives
physicians an incentive to practice conservative styles of medicine. As
a result, enrollees in prepaid plans use up to 40 percent fewer hospi-
tal days than enrollees in fee-for-service health insurance plans.
There is no evidence that the conservative style of medical care in
prepaid plans is inferior to that in the fee-for-service sector.

Additional spending for some types of medical care makes a signif-
icant positive contribution to health. Research conducted in the
United States and other countries has shown that hypertension (high
blood pressure) can be controlled by appropriate treatment. This
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result is significant because hypertension is a key risk factor in car-
diovascular disease, which accounted for approximately half of all
U.S. deaths in 1980. Other studies have shown that hypertension
control has improved significantly in recent years. Improved rates of
hypertension control have been cited as a factor responsible for the
dramatic decline in age-adjusted death rates for heart disease, which
fell from 253.6 per 100,000 population in 1970 to 188.5 in 1983.

Evidence that poor people with hypertension can benefit from free
medical care comes from a "natural experiment*' in which some
adults were terminated from the California medicaid program in
1982. Blood pressure levels among terminated people with hyperten-
sion increased significantly during the 6-month study period, com-
pared with a control group. The RAND health insurance experiment
also found that poor people with high risk of hypertension benefited
from free medical care.

A growing consensus also suggests that infant and prenatal care
can improve health outcomes. One study showed that neonatal death
rates (deaths of infants in the first 28 days of life) were reduced by
the medicaid program. Another study found that women who seek
medical care earlier during pregnancy are less likely to deliver infants
with low birthweights. This finding is significant because women cov-
ered by medicaid tend to seek medical care earlier than those with no
insurance coverage.

Evidence from these studies, taken together, points to the follow-
ing conclusion. An across-the-board increase in medical care spend-
ing does not appear to be justified. However, additional medical
intervention does produce positive benefits for some conditions and
at-risk populations.

THE EFFECTS OF LIFESTYLE ON HEALTH

If the effectiveness of additional medical care in producing better
health is questionable, the opposite can be said about the importance
of lifestyle factors such as smoking, consumption of alcohol, and diet.
Studies of middle-aged men have identified three risk factors—smok-
ing, cholesterol, and blood pressure—as the major determinants of
the risk of death from any cause. These factors are all influenced by a
person's lifestyle.

A number of investigators have estimated that 30 percent, or more,
of coronary heart disease deaths can be attributed to cigarette smok-
ing. Smoking is the major single cause of cancer deaths in the United
States, and it is a contributing factor to deaths from stroke and em-
physema. In fact, the U.S. Surgeon General calls it "the chief, single
avoidable cause of death in our society, and the most important
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public health problem of our time.1* The total annual U.S. mortality
from smoking is estimated to exceed the number of Americans killed
in battle during World War II.

According to one estimate, the total direct medical care cost of
smoking was $12.8 billion in 1972 (using 1983 prices). The discount-
ed value of lost earnings attributable to sickness or death related to
smoking was $31.1 billion. The total cost for smoking-induced illness
represented 10.9 percent of all medical care costs in 1972. Focusing
on the smoking-induced direct costs of cancer, there was a marked
increase from 1972 to 1980—from $1.67 billion to $3.15 billion (in
1983 prices).

Alcohol abuse also imposes enormous costs. Direct medical care
costs attributable to alcohol abuse were estimated to be $18.6 billion
in 1971 (1983 prices); discounted costs of lost production from this
cause were $33.4 billion. Alcohol abuse also contributed to motor ve-
hicle accident losses of $10.5 billion and violent crimes that cost $3.3
billion.

PUBLIC POLICY TO ENCOURAGE HEALTHY BEHAVIOR

Evidence shows that people can improve their health if they adopt
healthy lifestyles. It would be inappropriate, however, to conclude
from this evidence that government policy should attempt to pro-
mote healthy behavior. The legitimacy of public action rests on a
finding that private markets do not provide incentives for individuals
to adopt healthy behavior in appropriate situations. This may occur if
consumers do not have access to relevant information or if there are
externalities. In the first case, the government has a legitimate role in
providing information, but the case of externalities is more compli-
cated.

Negative externalities arise if the behavior of one individual im-
poses costs on other individuals. An example is unsafe driving, which
leads to accidents that may involve other people. Cigarette smoking
is another example, in which the behavior of individual smokers cre-
ates negative externalities through smoke pollution.

These negative externalities can be affected by taxing the products
that cause them. For example, the Federal excise tax on distilled spir-
its will be raised from $10.50 per proof gallon (64 ounces of ethanol)
to $12.50 on October 1, 1985. The Federal excise tax per package of
cigarettes was raised from 8 to 16 cents by the Tax Equity and Fiscal
Responsibility Act of 1982. This provision is due to expire later this
year when the Federal cigarette tax will revert to its old level. Several
studies have shown that consumption of alcoholic beverages and
cigarettes falls if the prices of these products are increased by an
excise tax.
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The problem of externalities is sharply distinct from the problem
of costs imposed on the smoker by his or her own behavior. These
costs affect other people if the smoker's health insurance premium is
not increased to reflect the expected additional health costs of smok-
ing. Some individual insurance policies currently practice risk-rating
for poor health habits. In one instance the insurance company gives a
10 percent discount to individuals who report that they do not
smoke. Automobile insurance policies use age, sex, and previous ac-
cident history, among other factors, to distinguish among risks. Simi-
lar rating methods might be applied to the health costs of alcohol.

The role of the Federal Government in this area should be to
ensure that legal barriers are not imposed to restrict the ability of
private insurers to distinguish among risks. In one instance an active
policy may be appropriate. This concerns premiums for enrollees in
the Federal Employees Health Benefits Plan, the Nation's largest,
with approximately 9.2 million enrollees and dependents. The premi-
um for this health insurance plan might be adjusted to reflect the
excess health costs attributable to smoking and drinking.

HEALTH INSURANCE AND MEDICAL CARE COSTS

Studies suggesting that an increase in medical care use would do
little to improve the health of the average person might justify some
concern that rapidly rising medical care costs are "excessive," but
they could hardly explain the widespread belief among both analysts
and policymakers that the medical care system is in a state of distress.
In other industries the principle of consumer sovereignty is generally
the best guide to determine how many resources should be allocated
to the industry. Why doesn't this principle apply to the medical care
industry?

Medical care is different from other major industries because only
about one-quarter of the cost of medical care is paid directly by con-
sumers. The remainder, excluding a small percentage of philanthro-
py, is paid by public and private health insurance programs. Private
health insurance arose because consumers of medical care are gener-
ally uncertain about when they are going to require medical atten-
tion. This uncertainty and the expensive nature of medical care
create a large degree of risk. In order to eliminate much of this risk,
consumers buy insurance for their medical care needs. By paying a
fixed amount each month, consumers protect themselves from large
medical costs.

Thus, health insurance serves a useful function in the economy.
However, the benefits of health insurance can be offset if the policy
premium is not based on expected medical care costs incurred under
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the policy by specific risk classses of consumers. If premiums are not
risk-rated, then the costs of each individual's behavior are spread
throughout the insurance pool and are negligible to the individual.
Because the benefits of using more medical care, however slight,
accrue to the individual, each person will have little incentive to use
medical services carefully and to buy services from the most cost-
effective providers.

Perfect risk-rating for every individual would be exceedingly com-
plex. Nevertheless, certain observable characteristics—such as smok-
ing—can be used to distinguish among health risks for the purposes
of determining health insurance premiums. To the extent that such
practices are not followed, the distorting effect of health insurance
on individual choice is magnified by another feature of the health in-
surance policy. Policies that subsidize the cost of additional services
or more expensive services will increase the consumer's incentives to
use medical care without regard to costs. Because many policies pro-
vide such arrangements, including free care at the point of purchase,
the undesirable effects of imperfect risk-rating are magnified. More-
over, the subsidy for additional services reduces providers' incentives
to hold down their prices and to control the complexity of their
products. Price increases make it more difficult for uninsured con-
sumers to purchase medical care and may explain, in part, why public
insurance programs have arisen.

Numerous studies, conducted in the 1960s and 1970s, showed that
demand for medical care services is directly related to the level of
health insurance coverage. Data sources for these studies were re-
gional (often statewide) aggregates, individual consumer data collect-
ed by surveys, and several "natural experiments" in which the level
of cost-sharing was changed for a particular group of consumers. All
of these studies showed that total medical expenditure per capita was
greater when cost-sharing was lower, although estimates differed
among studies.

Reliable estimates of the impact of insurance on demand for medi-
cal care services have been provided by the RAND health insurance
experiment. Interim results from the RAND experiment show that
total medical expenditure per capita rises steadily as the fraction of
the bill paid by the family falls. Controlling for other determinants of
medical care spending, individuals with full insurance coverage spent
approximately 50 percent more than individuals in families that paid
95 percent of the bill.

Individuals with health insurance may choose more expensive pro-
viders than those without insurance, either because the insured indi-
vidual demands more complex services or devotes less time to
searching for cost-effective providers. One study using 1963 data
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suggested that complete insurance coverage would raise the hospital
room and board price by 23 percent and the price of the physician
selected by 18 percent, compared with the prices of hospitals and
physicians chosen by persons with no insurance. This finding has not
been substantiated by experimental data, however.

Several studies have shown that physicians' styles of practice are
related to the average level of health insurance coverage. In one in-
stance, it was found that more extensive insurance coverage may lead
physicians to provide more services per visit or to itemize charges
that were previously included in a single professional fee. Another
study calculated that insurance was responsible for more than half of
the rise in hospital prices from 1958 through 1967. This contrasts
with general inflation, which accounted for only 10 percent of the in-
crease.

Current insurance policies leave the consumer little or no incentive
to find cost-effective suppliers. Nearly 100 percent insurance cover-
age weakens the concept of a competitive medical care market. Such
high levels of insurance permit hospital prices to rise much faster
than prices in less insured markets for drugs and dental and physi-
cian services. This suggests that health insurance creates a "vicious
cycle" in which insurance drives up prices, causing consumers to
demand more insurance to protect themselves against large health
care bills, which leads to further price increases.

Finally, the purchase of health insurance is heavily subsidized by
the tax system. Even if perfect risk-rating were achieved and the use
of additional services were not encouraged by the insurance policy,
the tax subsidy would be a subject of public policy concern.

THE TAX SUBSIDY FOR PRIVATE HEALTH INSURANCE

Private health insurance is a relatively recent phenomenon in the
United States. Prior to World War II the vast bulk of the population
did not have such protection. However, in the 1940s and 1950s the
spread of employment-related health insurance was given special im-
petus after the Internal Revenue Service ruled that employer health
insurance contributions were excluded from the wage base for deter-
mining income and social security taxes. Recent estimates indicate
that about 82 percent of the population has private health insurance
and 85 percent of private health insurance is employment-related.

The tax exclusion can be viewed as a special Federal subsidy for
the purchase of employment-related health insurance. From this per-
spective, the exclusion reduces the price of insurance to employed
consumers and thereby provides an incentive for employees to pur-
chase more health insurance than they would if they were using tax-
able income.
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Several studies have used various measures of the tax subsidy to
obtain estimates of the responsiveness of the demand for health in-
surance to price changes. All have concluded that the demand for
health insurance would fall if the tax subsidy were reduced.

REFORMING THE TAX TREATMENT OF HEALTH INSURANCE BENEFITS

Several policies have been proposed to reform the tax treatment of
health insurance benefits. One proposed by the Administration in
1983, and included in the Treasury Department's 1984 tax proposal,
would limit tax-free health benefits paid by an employer to $175 per
month for a family plan and $70 per month for individual coverage.
These limits would be indexed to increase yearly in proportion to the
rise in the consumer price index.

Some employers with contributions over these limits would reduce
their contribution to health benefits and increase cash wages or other
benefits. Employers might also offer employees a choice of health
care plans, with some of the plans having premiums below the limit.
Both of these strategies would affect total health insurance premiums
and, therefore, medical care costs. In addition, there would be a rev-
enue effect. The Treasury Department estimates that a tax cap im-
posed on January 1, 1987, would produce approximately $11 billion
in additional income and payroll taxes in fiscal 1988.

The tax cap proposal might also improve the efficiency of the
group health insurance market by encouraging employers to make a
fixed contribution to the health insurance premium. One study
showed that companies currently following this policy have lower
premium costs than companies that contribute a level percent (in-
cluding 100 percent) toward the health insurance premium. This evi-
dence implies a more careful plan choice by employees who have to
pay for additional premium costs out of their own pocket.

INDEMNITY INSURANCE AND PREFERRED PROVIDER ORGANIZATIONS

Even if the tax subsidy for health insurance were reduced or elimi-
nated, health insurance would have a distorting effect on medical
care markets, as long as the insurance policy subsidizes the costs of
additional medical services. Most health insurance policies currently
incorporate this undesirable feature. However, some insurers and
self-insured employers are experimenting with indemnity insurance,
in which the insurance company makes a fixed payment per unit of
care. An indemnity payment provides protection against risk without
encouraging the consumer to choose expensive providers. The
reason is that the cost of services in excess of the indemnity is paid
entirely by the consumer.
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Ideally, indemnity payments would be based on episodes of illness,
rather than units of medical care. This system would reduce the tend-
ency of insured consumers to use additional services as well as to
choose expensive providers. However, the difficulty of defining ill-
ness might make an ideal system exceedingly complex. Therefore, in-
demnity payments based on units of care may represent an accepta-
ble, albeit imperfect, alternative.

Private indemnity plans typically allow providers to bill consumers
for amounts above the indemnity. However, some insurers have ex-
pressed an interest in establishing agreements with providers who
will accept the indemnity as payment in full. The insurer would chan-
nel patients to these providers. This is the basis of the preferred pro-
vider organizations that are springing up around the country in in-
creasing numbers. A preferred provider organization represents a
method for determining the insurer's indemnity payment at a level
equal to the full-billed charge of the low-priced providers. In prac-
tice, other criteria, such as quality, can also be used to select the pre-
ferred providers.

Many employers have expressed an interest in the preferred pro-
vider organization concept as a means to control their soaring health
benefit costs. The major barrier to the development of preferred
provider organizations appears to be restrictive State insurance laws.
Fortunately, a number of States have passed enabling legislation that
permits the development of preferred provider organizations.

PUBLIC POLICY TOWARD DISCOUNTS

Although the basic preferred provider organization concept does
not involve a discount, i.e., payment less than the hospital's full-
billed charge, many insurers are attempting to negotiate discounts as
part of the preferred provider organization arrangement. If success-
ful, they will join some of the Nation's 90 Blue Cross and Blue Shield
plans, which have already obtained discounts from hospitals. Many
HMOs have also negotiated hospital discounts.

These discounts have become an important public policy issue for
two reasons. First, hospitals claim that discounts force them to shift
costs by raising charges to other insurers. This has led to suggestions
that discounts be banned in favor of so-called all-payers rates, where
all insurers would pay equal rates. Second, some critics have claimed
that the size of the Blue Cross discount appears to be related to, and
is perhaps a consequence of, Blue Cross' relatively large market
share. Noting this relation, the less concentrated commercial insur-
ance industry has sought unsuccessfully to obtain relief from antitrust
laws that prohibit joint insurance company negotiations with hospi-
tals.
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There is little economic justification for banning discounts. All-
payers rates would reduce the competitive pressure on both insurers
and hospitals to control costs. If third-party payers can negotiate dis-
counts, the whole system may benefit. The reason is that when one
insurer negotiates a discount, cost-shifting is not the only possible
outcome. The discount may also reduce the hospital's net operating
margin; the hospital's operating efficiency may improve; and the level
of real expenses per admission may fall. All of these outcomes might
be viewed as positive responses. In particular, because hospital costs
are artificially inflated by insurance, some reduction in real expenses
per admission may be desirable.

This does not imply, however, that commercial insurers should be
encouraged to negotiate together for a discount. In the first place, a
large market share is not necessary in order to negotiate a discount.
Many HMOs recently have negotiated hospital discounts even though
their market shares are small relative to that of Blue Cross. Second,
any insurer, regardless of its size, can form a preferred provider or-
ganization. Through the preferred provider organization, the insurer
can selectively determine its payments to hospitals so that hospitals
with excessively high costs will lose customers in the marketplace.
Third, giving the Federal Government's blessing to countervailing
market power sets a dangerous precedent. Countervailing power ar-
guments could, for example, be used by hospitals seeking to band to-
gether to escape relief from legitimate but vigorous price pressure
from the insurance industry.

The large market shares commanded by Blue Cross plans are most
probably not attributable to anticompetitive conduct by those plans.
State insurance laws usually exempt Blue Cross* policyholders from
State taxes on insurance premiums. These taxes generally range from
2 to 4 percent of premiums. This gives Blue Cross a competitive ad-
vantage over its commercial rivals. Two empirical estimates suggest
that differences in premium tax rates may contribute to Blue Cross*
market share.

Several studies have indicated that Blue Cross plans with premium
tax advantages have relatively high administrative costs and exhibit
other characteristics indicative of poor market performance. Al-
though insurance regulation is a matter best left to the States, these
studies suggest that competition among health insurers might be pro-
moted if tax advantages favoring Blue Cross were reconsidered by
the States.

THE ROLE OF INFORMATION IN MEDICAL CARE MARKETS

Most experts agree that, for the medical care market to function
properly, consumers must have the right incentives and they must be
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informed about the available choices. Critics of pro-competition med-
ical care proposals often point to consumer information as the weak
link in the proposal.

Such objections miss the point that a competitive medical care
system would tend to produce more reliable information than the
present one. For example, only 29 percent of the participants in the
RAND health insurance experiment realized that the following state-
ment is false: "If you have to go into the hospital, your doctor can
get you into any hospital you prefer." When the same statement was
presented to a group of more than 5,000 employees in Minneapolis,
where many employees have a choice among competing HMOs, re-
searchers found a significantly higher percentage of correct answers.
This suggests that consumers in Minneapolis are aware that choosing
a closed-group HMO limits one's ability to choose any hospital.

One area where information is currently poor concerns the prices
charged by different providers. Inadequate price information is, to a
large extent, a wound that the health care system has inflicted on
itself. Most price advertising of medical services has been banned by
State laws or regulations, as a result of organized medicine's deter-
mined effort to ban such advertising. Evidence shows that bans on
advertising have raised the prices of eyeglasses, eye examinations,
and prescription drugs. Recent court rulings, however, have substan-
tially lifted these prohibitions.

It should also be pointed out that not all consumers have to be
perfectly informed for markets to function effectively. If enough
people are well informed, the remainder can judge medical care qual-
ity by observing price differences in the market.

Finally, the problems of weak incentives and poor information are
related: When consumers have complete insurance, they have little
reason to shop for low-priced providers and, thus, they will be poorly
informed about medical care prices. This point is substantiated by a
survey of individuals regarding their health insurance premiums.
People with nongroup insurance coverage were more likely than
those with group insurance to respond correctly that they paid out-
of-pocket premiums. This occurs because nongroup policyowners are
more likely to purchase the health insurance policy themselves; thus,
they have a stronger incentive to learn about the price of the policy.

MEDICARE: PUBLIC HEALTH INSURANCE FOR THE ELDERLY

In 1983, spending for the medicare program benefits was $57.4
billion. This represented 46 percent of government personal health
care spending in 1983 (Table 4-3). Medicare has expanded at a rapid
rate since 1967, when it consumed $4.5 billion ($12.3 billion in 1983
prices).
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TABLE 4-3.—Sources of funds for personal health care expenses, selected years, 1950-83

[Billions of dollars]

Year

1950

1960

1965

1970

1975

1980
1981...
1982
1983

Total

10.9

23.7

35.9

65.4

117.1

219.1
253 4
284 7
313.3

f

Direct
payment

•7.1

13.0

18.5

26.5

38.0

62.5
70 8
77.2
85.2

>rlvate funds

Private
insurance

0.9

5.0

8.7

15.3

31.2

67 3
78 8
90 8

100.0

Other

0.3

.5

.8

1.1

1.6

2.6
30
34
3.7

Government funds

Medicare

7.1

15,6

35.7
43 5
51.1
57.4

Medic-
aid1

5.2

13.5

25.2
29.0
31.3
34.0

Other

2.4

5.2

7.9

10.1

17.2

25.8
284
310
33.1

1 Includes medicaid purchase of medicare coverage for eligible medicaid recipients.
Source: Department of Health and Human Services, Health Care Financing Administration.

The impending crisis in medicare concerns the Hospital Insurance
Trust Fund, which finances hospital, home health, and skilled nurs-
ing care for 30 million elderly and disabled persons. Spending from
the trust fund is expected to grow at the rate of 11.8 percent per
year from fiscal 1985 through fiscal 1995. Given the projected
growth of revenues, the trust fund balance is expected to decline,
starting in 1990. Under projections developed by the Congressional
Budget Office, the trust fund will be exhausted in 1994. It will face a
negative balance of $56 billion in 1995 and even larger deficits in fol-
lowing years. Therefore, it is clear that major reforms are required to
save the medicare program from financial insolvency. Fortunately,
however, policymakers have time to consider carefully the proposed
solutions to medicare's financial crisis.

MEDICARE BACKGROUND INFORMATION

Medicare consists of two parts. Hospital insurance, also called Part
A, covers 90 days of hospital care per spell of illness and allows an
additional 60 reserve days to be used over the beneficiary's lifetime.
Part A also covers 100 days of skilled nursing facility care per spell of
illness and, since 1980, an unlimited number of home health visits.
Hospital inpatient services are subject to a deductible equal to the
cost of a day of hospital care (which increased from $556 to $400 on
January 1, 1985) and coinsurance rates of one-fourth of the deducti-
ble for days 61 to 90 of hospital care, one-half of the deductible for
each reserve day, and one-eighth of the deductible for days 21 to 100
of skilled nursing facility care.

Supplementary medical insurance, also called Part B, helps benefi-
ciaries pay for physician and other outpatient care. Part B is a volun-
tary program open to almost any citizen who is over 65 or disabled.
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Ninety-seven percent of Part A participants are also in Part B. Serv-
ices covered by medicare Part B are subject to a $75 annual deducti-
ble and 20 percent cost-sharing. Medicare is administered by the
Health Care Financing Administration of the Department of Health
and Human Services.

The principal source of funding for the Hospital Insurance Trust
Fund is payroll tax contributions, at rates periodically modified by
the Congress. The trust fund is financed on a pay-as-you-go basis,
that is, current workers pay the costs of current beneficiaries. The
Supplementary Medical Insurance Trust Fund is funded primarily
through premiums from beneficiaries and general revenue contribu-
tions. The 1984 premium was $14.60 per month, which was raised to
$15.50 per month on January 1, 1985. These calendar year rates
were projected to equal 25 percent of the supplementary medical in-
surance program costs of elderly beneficiaries, as required by the
Social Security Amendments of 1983.

MEDICARE PHYSICIAN REIMBURSEMENT

Medicare reimbursement for Part B services is based on "reasona-
ble" charges. Private insurance carriers that administer the Part B
program determine the reasonable charge by comparing the amount
actually billed with the billing physician's customary charge and the
locality's prevailing charge. The lowest of these three amounts for
any claim submitted is the reasonable charge. After the Part B de-
ductible is met, medicare generally pays 80 percent of the reasonable
charge and the beneficiary is responsible for the remaining 20 per-
cent.

Increases in reasonable charges are limited by the medicare eco-
nomic index, a formula based on increases in physicians' practice
costs. The rate of increase in the medicare economic index has been
consistently lower than the rate of increase in prevailing charges.
Therefore, the medicare economic index places a limit on increases
in reasonable charges. Estimates are that about 60 percent of medi-
care Part B charges are limited by the medicare economic index.

Physicians can decide on a claim-by-claim basis whether to accept
medicare's reasonable charge as payment in full for the service. If so,
the physician receives payment directly from the program. The pa-
tient is responsible for the 20 percent coinsurance and any remaining
deductible. If not, the physician bills the patient directly and the pro-
gram reimburses the patient for 80 percent of the reasonable charge
(after the deductible has been satisfied). The percentage of claims
paid directly to the physician declined steadily from 61.5 percent in
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1969 to 50.5 percent in 1976, after which it slowly increased, reach-
ing 54 percent of claims in 1983.

The Deficit Reduction Act of 1984 imposed a 15-month freeze, ef-
fective October 1, 1984, on medicare physicians' fees. All physicians
were required to say by October 1 whether they would accept direct
payment for all of their medicare patients for the following year. The
freeze and other provisions in the Deficit Reduction Act were expect-
ed to reduce the rate of increase in medicare physician spending in
fiscal 1985 from 14.5 percent to 11.1 percent.

There are three related issues in the area of medicare physician re-
imbursement: the conditions for direct payment, determination of the
medicare payments, and supplementary private insurance. As noted
above, physicians currently have the option of accepting or rejecting
direct payment on a claim-by-claim basis. Some observers have
argued that this amounts to a license to overcharge patients and
have, therefore, proposed all-or-nothing acceptance of direct pay-
ment. One problem with this proposal is that some physicians who
had previously refused direct payment could simply cease to treat any
medicare patients. Other physicians might continue to treat medicare
patients, but select fewer medicare patients and more private pa-
tients. The total volume of services produced per physician by both
types of physicians would also fall.

The second issue concerns how medicare's physician payments
should be determined. Few observers would defend as reasonable the
present payment system, which freezes in place the existing distor-
tions in physicians' prices. For example, studies show that physicians'
charges for hospital procedures are higher than for outpatient proce-
dures; insurance coverage of inpatient procedures, which predates
coverage of outpatient services and is still more extensive, may cause
these differences.

Numerous proposals have been advanced to reform the medicare
physician payment system. A successful proposal would use market
mechanisms to set the values of the medicare payments. This is desir-
able because values set at competitive levels should assure continued
access to quality medical care for beneficiaries. For example, the per-
formance of certain high-volume procedures might be put up for
competitive bids. The winning low bids would become the basis of a
comprehensive scale that assigns weights to all procedures. Finally,
the multiplier (a number that converts the weights into reasonable
charges) could be auctioned to all willing physicians in the communi-
ty.

The third issue concerns supplementary medicare insurance. In
1967, 45.5 percent of medicare beneficiaries also had private, supple-
mentary insurance; by 1977 this fraction had grown to two-thirds.

148
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Medicare supplementary policies tend to protect consumers against
medicare cost-sharing. This calls into question the effectiveness of
medicare payment strategies based on cost-sharing. One may ask why
the demand for medicare supplementary insurance is so strong, par-
ticularly in the light of allegedly highrpremiums for these policies.

The answer may be that medicare supplementary insurance is
highly leveraged. That is, the supplementary policy that pays 20 per-
cent of the physician's reasonable charge may cause policyholders to
use more services, for which medicare Part B is obligated to pay 80
percent of the bill. Therefore, consumers may regard supplementary
policies as highly attractive, even though they may create substantial
excess use of services for the system as a whole.

MEDICARE HOSPITAL REIMBURSEMENT POLICY

Until October 1983 medicare reimbursed hospitals for their "rea-
sonable costs" of providing care, subject to some limits and exclu-
sions. The Social Security Amendments of 1983 marked a major de-
parture from cost-based reimbursement by establishing the prospec-
tive payment system. Under this system, hospitals are paid a prospec-
tively determined rate for each discharge. The amount of the pay-
ment is determined by the classification of the discharge into one of
468 diagnosis-related groups. Certain types of expenses, such as cap-
ital and medical education, are still paid on a cost basis.

Data indicate that hospitals are responding to financial pressures to
control costs and admissions. Hospitals have reduced personnel and
staffed beds from the second and third quarters of 1983, respectively,
to the second quarter of 1984. The introduction of the prospective
payment system has also coincided with a gradual decline in hospital
admissions and a sharper rate of decline in the length of stay for
people age 65 and over.

The virtue of the prospective payment system is that it uncouples
prices from the costs of individual hospitals. This idea, which lies at
the heart of the prospective payment system, is that hospitals will
strive to reduce their costs below the level of these fixed prices. The
major problem with the prospective payment system is that the
system of prices it established has no relation to the prices that
would cause hospitals to produce the amount of services that con-
sumers desire to buy at the right quality and the minimum cost. A
price that is too low may cause producers to reduce investments so
that the quality of service declines. Of more relevance to hospital
services, a price that is too high in a market with competing suppliers
will lead hospitals to compete in dimensions other than price, driving
costs up to prices.
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Achieving the appropriate set of prices will not be easy. The ap-
proach currently favored by the Health Care Financing Administra-
tion is to revise the existing system to account for unusual cases,
hidden differences in the severity of cases among hospitals, and the
like. However, the prospective payment system—no matter how finely
tuned—creates incentives for cost increases that could be substantial
in the long run. For example, hospitals have incentives to increase
net revenues by increasing admissions, by unbundling services to
shift costs to other parts of the medicare program, and by diagnosing
and "treating patients in the most highly reimbursed diagnostic cate-
gories.

The Health Care Financing Administration may attempt to thwart
these cost-increasing tendencies by setting up regulations to detect
and punish excessive use of services under the prospective payment
system. However, without incentives on the part of consumers, it is
doubtful that extra regulations will be effective. This is because indi-
vidual consumers have no stake in saying "no" to extra admissions,
unbundling of services, or reclassification of admissions into higher
priced diagnosis-related groups. In addition, they have no reason to
shop among hospitals on the basis of price. An efficient hospital can
gain patients by offering higher quality care, but not by offering a
lower price. This will lead to excessive quality competition. The
system is basically one of price control, with all the usual disadvan-
tages of that approach. As a transitional measure to a market-based
system, however, current arrangements are superior to the previous
system of cost reimbursement.

A disadvantage of any price control system is that it tends to
become the target of groups who seek concessions for their special
circumstances. For example, hospitals' capital costs and medical edu-
cation expenses are still reimbursed on a cost basis under the new
system. This special subsidy will tend to increase the amount of re-
sources devoted to capital and medical education. In the long run,
other groups, including large public hospitals that provide charity
care, may also obtain concessions from the prospective payment
system. Such concessions would gradually convert the system from
one that controls the overall level of prices to one that allocates re-
sources on a microeconomic level within the hospital sector.

There appear to be two possible solutions for the longer run. First,
medicare Part A could be turned into a preferred provider organiza-
tion in which the program pays in full for admissions at low-priced
hospitals. Consumers choosing more expensive hospitals would have
to pay the balance of the hospital's bill. This arrangement would not
preclude using medicare's substantial buying power to obtain dis-
counts from high-priced hospitals.
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The advantage of this approach is that it could be set up quickly in
most parts of the country, including those where organized alterna-
tive delivery systems do not exist. The disadvantage is that it would
not address the structural incentives of hospitals to increase admis-
sions, unbundle services, and diagnose patients in profitable diagno-
sis-related groups. In order to solve these problems, it may be neces-
sary to adopt the alternative approach of combining medicare into a
single program and letting organized provider groups bid to serve
the medicare population at competitive rates.

Under this alternative proposal, each medicare beneficiary would
receive a voucher that would enable him or her to purchase both
physician and hospital services from an approved medical plan. A
successful voucher system would seem to have four characteristics:
(1) it would be based on capitation, that is, a fixed payment per en-
rollee per month; (2) the medicare contribution would be determined
by competitive bidding; (3) consumers would have a choice among
alternative plans; and (4) it would be mandatory.

Medicare payment based on capitation would eliminate the prob-
lems of excessive admissions, unbundling of services, and diagnosis-
related groups' reclassification that affect the present system. Com-
petitive bidding would address the fundamental problem that the
Health Care Financing Administration does not know in advance
what hospitals' costs truly are.

The problem with using bidding to determine the capitation rate is
that of specifying the product to be delivered and ensuring that the
winning bidder actually delivers that product and not an inferior sub-
stitute. To overcome this problem, it is necessary for consumers to
have a choice among competing plans. Then, if a plan did not deliver
its promised services or otherwise inconvenienced its enrollees, they
could go elsewhere. Such plans would acquire a bad reputation so
that consumers need not be harmed before switching to another
plan. In order to ensure an adequate number of competing plans, it
would be necessary to define eligible plans quite broadly. In some
instances, the capitation payment might be given to a primary care
physician who becomes the patient's case manager and is at risk for
additional expenses.

However, choice among health plans entails its own problems—
those of preferred risk-selection and self-selection. Preferred risk-se-
lection refers to the tendency of a health plan to pick off good risks,
thereby making a profit at the standard capitation rate. There are two
ways to prevent this. First, if the plan can charge consumers more
than the standard capitation rate, then it will be willing to enroll all
applicants, with marginal payments tailored to the applicant's risk.
This system may be perceived as unfair to high risks, who have to
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pay positive marginal premiums. An alternative is to risk-rate the
capitation payment itself. Using certain predetermined demographic
factors that are related to health care expenditures, the Health Care
Financing Administration can vary the capitation payment. Although
this system would not be perfect, it is exactly the technique that a
private insurer would use to risk-rate its enrollees.

Standard medicare could remain as one of the choices under this
system, but not as an open-ended choice. Those who remained with
standard medicare would have to pay for premium expenses greater
than their risk-rated voucher. Otherwise, medicare would be forced
to subsidize those individuals who prefer the less efficient delivery
system.

The Tax Equity and Fiscal Responsibility Act of 1982 marked a
significant step toward the goal of medicare vouchers. That legisla-
tion amended the medicare statute to permit payments on a risk basis
to HMOs and other competitive medical plans. The current law has
significant shortcomings, however. One of these is a requirement
that, if medicare payments exceed the estimated cost of serving medi-
care enrollees, the savings must be passed on to enrollees in the
form of additional benefits or reduced cost-sharing. This regulation
is unnecessarily restrictive because medicare enrollees might rather
have cash rebates than additional benefits. A second flaw of the exist-
ing system is that the medicare payment to competitive medical plans
is determined by the 95th percentile of risk-rated expenditures in the
standard medicare plan. The competitive approach to setting this
payment would have plans bid on the payment rate for each distinct
risk class of enrollee.

The choice between the prospective payment system and vouchers
boils down to the question of the appropriate unit of service for
paying providers. The prospective payment system favors payment
for each admission, whereas the voucher system is based on payment
per enrollee. On balance, the argument for vouchers seems to be
stronger, but both systems face similar problems in determining the
appropriate payment rate: the prospective payment system must
make appropriate distinctions among different types of admissions,
whereas the voucher system must distinguish among different risk
classes of enrollees.

In comparing the competing proposals, two points are important.
First, competitive bidding might be used to help set the value of the
medicare payments. Second, either system should include strong in-
centives for consumers to select efficient providers. This can be done
through a preferred provider arrangement or by making the voucher
system mandatory. Without consumer incentives, the medicare pro-
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gram will continue to experience the cost-increasing pressures of in-
sured medical care.

CARE FOR THE DYING

Much concern exists about the appropriateness of medical care
services for the dying. Nowhere is this concern more relevant than
for the medicare program. In 1978 medicare enrollees in their last
year of life accounted for 28.2 percent of total program spending, al-
though they represented only 5.2 percent of all enrollees. An earlier
study had shown that medicare decedents in 1967 comprised 5 per-
cent of enrollees and accounted for 22 percent of total program
spending. Therefore, a disproportionately small number of enrollees
accounts for a large, and apparently rising, share of program expend-
itures.

Much of this medical care is rendered in hospitals, which critics
claim are an inappropriate site to care for the dying. The validity of
this claim rests on the ability of medical science to determine, before
care is rendered, whether or not expensive lifesaving measures are
likely to succeed. Although this is an unresolved question, some re-
search suggests that a large part of care rendered in hospitals' inten-
sive care units is of low lifesaving value. As an alternative to expen-
sive hospital treatment, careful attention should be given to innova-
tive proposals for addressing medical needs during the last year of
life.

One proposal to allow medicare beneficiaries suffering from termi-
nal illness to receive hospice benefits was enacted by the Tax Equity
and Fiscal Responsibility Act. An unresolved issue is whether the
hospice benefit replaces expensive inpatient hospital care, or whether
it primarily serves new beneficiaries. If the second effect dominates,
then, although services to new beneficiaries clearly have some value,
medicare costs will be driven up. An ongoing evaluation of the hos-
pice program will determine its effect on the quality and cost of care.

The medicare hospice benefit recognizes that the purpose of end-
of-life medical care is to provide for the comfort and well-being of
the patient. In these areas, the patient may be the best judge of what
is good medical care. The most difficult question is this: Under what
conditions does a mentally competent patient have the right to refuse
life-sustaining medical treatment? It is beyond the realm of econom-
ics to attempt to answer this question. It is clear, nevertheless, that
expensive medical care, devoted merely to postponing death by
weeks or days, will come under increasing scrutiny by patients, their
families, and third-party payers.
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COVERAGE FOR NEW MEDICAL TECHNOLOGY

An issue closely related to care for the dying is coverage for new
medical technology. Recent advances in technology have enabled
physicians to repair or transplant numerous organs, but at very high
costs and with uncertain long-term outcomes. Should new medical
technology be covered by health insurance programs? This question
is being addressed by private health insurers who have, in some
cases, extended coverage to include organ transplants. These insur-
ers have developed estimates of the costs of new coverages and, if
consumers are willing to pay, the firms offering such options will suc-
ceed in the marketplace. Unfortunately, no counterpart to this proc-
ess exists in the medicare hospital insurance program, because the
program is not financed by premiums and because consumers cannot
express their preferences by choosing among different medicare op-
tions. These problems might be solved by medicare vouchers, but
only if the standard voucher does not include expensive new technol-
ogies. Patients wishing to cover these services could then do so at
their own expense. The alternative of covering new technologies in
the standard voucher would provide protection for all medicare
beneficiaries, but it would tend to add further cost increases to the
medicare program. These increases might exceed the ability of our
society to pay for all new medical technologies.

MEDICAID: PUBLIC HEALTH INSURANCE FOR THE POOR

The public image of medicaid is that of a welfare medical program
oriented largely toward children and other members of families re-
ceiving Aid to Families with Dependent Children payments. Allega-
tions abound that these clients abuse the program. Other critics
point to abuses by medicaid providers; and policymakers have
become increasingly concerned about "medicaid mills" in which low-
quality care is provided.

None of these perceptions is accurate. In fact, medicaid has suc-
cessfully met its legislated objectives. The primary emphasis of med-
icaid was intended to be on persons whose economic status is beyond
their control—dependent children, and the elderly, blind, and dis-
abled. Access to medical care for these groups has markedly im-
proved and with it have come improvements in the health of the
poor.

MEDICAID BACKGROUND INFORMATION

Medicaid was enacted by the Social Security Amendments of 1965
to pay for the medical care of specific categories of low-income
people. It is administered by States and jointly funded by the Federal
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Government and States. The Federal share of medicaid is determined
by a formula related to the State's per capita income. For 1982 and
1983, the Federal share ranged from a statutory minimum of 50 per-
cent in 13 States to 77 percent in Mississippi.

With some exceptions, to be eligible for medicaid, an individual
must receive or be eligible for federally assisted cash welfare pay-
ments. States, at their option,, may cover specific groups of people
who do not receive cash assistance. Because of medicaid's multiple
criteria for eligibility, about 12 million people with income below the
Federal poverty threshold in 1980 were ineligible for medicaid. At
the same time, about 5 million of those eligible had annual family in-
comes at least twice the poverty standard.

Medicaid must cover a broad range of benefits with most services
provided free of charge, including some, such as skilled nursing
home care, that are not often found in private insurance contracts.
Because nursing home care is a catastrophic expense (exceeding
$30,000 for the average admission), nursing home residents often
"spend down'* their resources and income until they become eligible
for medicaid. Many States have also chosen to cover optional services
(for example, dental care, eyeglasses, and intermediate care facilities)
that accounted for 40 percent of all medicaid outlays in 1978.

The overwhelming emphasis of the medicaid program is on institu-
tional care. Of $32.4 billion spent on medicaid in fiscal 1983, hospi-
tals received 27.2 percent for inpatient care and nursing homes ac-
counted for 30.9 percent (up from 23.4 percent in fiscal 1972). Pay-
ments to physicians represented only 6.7 percent of all medicaid pay-
ments in fiscal 1983.

The number of medicaid recipients increased from 18.3 million in
fiscal 1972 to 22.8 million in 1977 and has declined slightly since
then. The largest group of recipients are people who are eligible for
Aid to Families with Dependent Children (5.5 million adults and 9.4
million children). However, this group accounted for only $8.3 bil-
lion of spending in fiscal 1983. A much larger amount—$23.3 bil-
lion—was spent on the elderly, blind, and disabled. This is a reflec-
tion of the medicaid program's emphasis on institutional and, par-
ticularly, long-term care.

Nearly 60 percent of all medicaid patients treated in private physi-
cian practices are seen by physicians whose patient volume is com-
posed of at least 30 percent medicaid patients. However, these large
medicaid practices do not fit the stereotype of medicaid mills. Ancil-
lary services do not appear to be abused; nor is there evidence of ex-
cessive markups over cost. Visit length in large medicaid practices is
comparable with that in other practices. Physicians in these practices
often earn less than other physicians. However, physicians in large
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medicaid practices tend to be older, nonboard certified, and gradu-
ates of foreign medical schools.

AID TO FAMILIES WITH DEPENDENT CHILDREN MEDICAID

Proposals for medicaid reform fall into three broad areas: to
change the eligibility criteria and coverage of the poor, to trim med-
icaid benefits, and to modify the Federal role. For example, the Fed-
eral role might be changed from that of providing matching grants to
payment of block grants to States. The argument behind this propos-
al is that block grants give the States greater flexibility in deciding
how to use medicaid funds.

But this approach might lead medicaid-eligible people to migrate
from States with poor benefits to States with generous benefits. If
that were the case, some States would not be able to set benefits as
high as they might desire for their current residents, because to do
so would invite excessive immigration. Other States would set low
benefit levels to encourage outmigration. Thus, the best strategy for
all States would be to provide levels of benefits lower than they
might otherwise desire.

One alternative is to tie the Federal contribution to a program of
basic medicaid benefits judged to be necessary in all States. Those
States desiring to add more benefits, or to extend coverage to more
people, could do so with their own funds. Another alternative is to
cap or reduce Federal payments by a fixed percentage amount. This
method was used by the Omnibus Budget Reconciliation Act of 1981,
which reduced Federal payments to each State in fiscal 1982, 1983,
and 1984 by 3, 4, and 4.5 percent, respectively.

Proposals to change medicaid eligibility criteria and coverage of
the poor should receive serious consideration, but the first principle
for any change is that it should not reduce the incentives of medicaid
recipients to work. A program that replaces the present categorical
definition of eligibility with an income test would in effect add an-
other tax on the earned income of poor people.

Any proposal to trim medicaid benefits or to introduce cost-shar-
ing should be examined closely. The concern is that such policies ad-
versely affect the health of the poor.

An alternative to medicaid cost-sharing is for the program to con-
tract with selected hospitals on a competitive bid basis. California is
experimenting with this program. Arizona is also conducting a dem-
onstration of a substantially different method of providing medicaid
benefits. Virtually all beneficiaries must choose among competing
prepaid capitated organizations. All care must be provided or author-
ized by the prepaid capitated organization which is at financial risk
for the provision of care. This system is similar to the HMOs volun-
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tarily selected by many employees under their private insurance plan
options.

LONG-TERM CARE MEDICAID

Long-term care medicaid presents different issues. Foremost
among these is the growing demand for long-term care for the elder-
ly. The elderly population doubled between 1950 and 1980 and will
double again by 2030, accounting for almost one-fifth of the U.S.
population. Moreover, the elderly population is becoming older. In
the two decades from 1990 to 2010, the 85-and-over age group will
increase three to four times as fast as the general population. This
will create increasing demands for long-term care.

Most of the long-term care population resides in the community.
Nevertheless, because institutional care is very expensive and many
experts believe that it may be unnecessary in some cases, many
proposals emphasize more community care for the elderly. Among
these are formal sources of care (paid providers of home care, adult
day care, etc.) and informal support by family members. Some have
proposed giving families tax deductions or credits if they maintain
severely disabled family members at home rather than placing them in
an institution.

Other approaches would seek to strengthen private, voluntary fi-
nancing mechanisms for long-term care. One of these is the life care
contract, in which the beneficiary is guaranteed a lifetime continuum
of care in a community that combines residential living with special-
ized long-term care services. The resident usually pays a lump sum
initial fee and monthly charges thereafter. This contract represents a
capitated approach where the provider is at risk and, therefore, has
an incentive to provide a cost-effective mixture of services including
alternatives to institutional care.

CONCLUSION

Medical care spending is rising at an alarming rate, seemingly
beyond control. This despairing attitude is not justified. It is possible
to control medical care costs without harming the health of the aver-
age person. This is because many of today's health problems are
more closely related to eating, drinking, and smoking habits, and to
accidents, than they are to lack of medical care. Thus, people can sig-
nificantly improve their health by taking responsibility for healthy
lifestyles. The private and public sectors can encourage this trend by
adjusting health insurance premiums to reflect the savings from
healthy behavior.

157
Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



Much of the rise in medical care spending is attributable to health
insurance, which insulates both individual consumers and providers
from the costs of using or prescribing additional services. Numerous
proposals would introduce price incentives into the market for medi-
cal services. The use of indemnity payments, which remove the insur-
ance subsidy from the marginal units of medical care, is especially
promising. Another proposal would cap the tax subsidy of employer
health insurance contributions. The goal of these proposals is to use
market mechanisms to determine both the level of medical care
spending and its allocation among services.

Another promising development is that States have recently begun
to take action to control medical care costs. State laws have been
changed to permit the development of preferred provider organiza-
tions. Further attention should also be given to eliminating State reg-
ulations that favor one type of insurance company over another.

Some private health insurers have been able to negotiate discounts
from hospitals. Discounts benefit the policyholders of these insurers
and place pressure on other health insurers to control their premium
costs. However, it would be unwise to encourage insurance industry
concentration in order to obtain discounts. The negative conse-
quences of market concentration might outweigh any benefits from
this policy.

Until recently, the medicare program reimbursed each hospital for
its costs of providing care. This Administration, however, has adopt-
ed a system that pays hospitals a prospectively determined rate for
each medicare discharge. This system may be viewed as a transitional
measure to a market-based approach.

The changes summarized above represent a healthy trend toward
the use of incentives. As such, they indicate that the same principles
used to allocate resources in other industries can be applied success-
fully to medical care. By making a commitment to continue this
trend, society can turn the corner in the fight against medical care
cost inflation.
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