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Executive Summary

From an economist's point of view, health
care policy in America today is in a com-
pletely predictable cost, service and

access death spiral. 
Ultimately this is not surprising: careful

study and analysis of the health care market-
place played virtually no part in the evolution
of existing policy. Rather, the current U.S. sys-
tem evolved out of a series of poorly informed
attempts to pander to certain constituencies and
mimic policies of other countries�without
fully understanding the weaknesses of those
policies.

Today, also, massive confusion character-
izes the reigning public policy consensus. This
study dissects and refutes eight major myths:

w That the main health policy problem is too
little health insurance,

w That expanded health insurance coverage
benefits the poor,

w That extensive regulation is needed to con-
trol problems in the health care market,

w That we would be better off with single-
payer insurance,

w That the aging of America justifies
increased government involvement,

w That prescription drug prices are the cause
of health care cost inflation,

w That drug company profits are too high,
and

w That drug companies spend too much on
marketing.

In essence, existing policy has for decades
failed to recognize that the person who general-
ly best understands the need and value of med-
ical care is the individual�or in the case of a
child, the parent�who is seeking it.

The result is a long-term trend in America
that has dissipated the potential advantages of
private, competitive markets. Instead of har-
nessing the consumer's powerful ability to con-
tain costs and control quality, policy makers
have chosen to minimize the role of the con-
sumer. Instead of harnessing the private mar-
ket, they have implemented a series of heavy-
handed and ill-considered governmental inter-
ventions in healthcare markets. 

Yet every form of rationing and managed
care is doomed to fail as ways to control costs
because�by their inherent nature�they stand
in the way of consumer sovereignty.
Interestingly, after 110 years, even the grand-
daddy of socialized health care systems, the
German system founded by Bismarck, has rec-
ognized that the solution to runaway health
care costs lies with limiting over-insurance and
reasserting the involvement of the private sec-
tor.

The reassertion of consumer sovereignty in
health care is the only feasible means of con-
taining health care costs while assuring that the
consumers obtain the health care services they
need. Both Singapore and Switzerland have
successful models that well deserve serious
study.
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American
health care
policy has ...
evolved out 
of a series 
of poorly
informed
attempts 
to pander to 
certain con-
stituencies.

It is obvious to most Americans that
health care has become progressively
more expensive and less accessible

with each passing decade. Not surprisingly,
politicians today are calling for aggressive
reforms of the American health care indus-
try. These include cries for universal, sin-
gle-payer insurance coverage and for inter-
vening further in the business of insurers,
prescription drug manufacturers, hospitals
and other providers.

There is great irony in this latest
reform enthusiasm. It is relatively easy to
show that it is not any fundamental flaw or
�specialness� of medical care that is at the

heart of health care woes; rather, it is six
decades of poorly-crafted public policy
that has created today's problems of cost
and access to health care. 

This report describes the sorry history
of the development of American health
care policy and the myths surrounding
health care economics that have come to
be accepted as gospel among reformers.
Until health care policy makers disavow
these myths and understand the correspon-
ding realities discussed below, American
health care policy will continue to founder.
This report concludes with recommenda-
tions for positive health care policy reform.  

INTRODUCTION

The Sorry History of American Health Care Policy1

American health care policy has not
evolved from careful study and analy-

sis of the health care marketplace. Rather,
it has evolved out of a series of poorly
informed attempts to pander to certain con-
stituencies and mimic policies of other
countries without fully understanding the
weaknesses of those policies. 

The result is a trend that has dissipated
the potential advantages of private, com-
petitive markets. Instead of harnessing the
consumer�s powerful cost-containment and
quality control abilities, policy makers
have chosen to drastically minimize the

role of the consumer. Instead of harnessing
the private market, they have implemented
a series of heavy-handed and ill-considered
governmental interventions in healthcare
markets. 

Proponents of socialized medicine
pressed for such intervention throughout
the first part of the 20th century. However,
the watershed in U.S. government inter-
vention in medical care began during
World War II when the first step was taken
to remove consumers from direct responsi-
bility for making their health care spending
decisions.



This first step was the adoption of tax
subsidies for employer-provided health
insurance. This resulted in both the implicit
subsidization of medical services relative
to other goods and services, and reduced
direct consumer involvement in the pur-
chase of care.

The second, later step was the dramat-
ic expansion of government-provided
insurance, through Medicare and

Medicaid, and through increased interven-
tion in health insurance and provider mar-
kets. The third major step in the socializa-
tion of American medicine is being pro-
posed today in the form of single-payer
insurance. The single-payer approach uses
government-mandated insurance, direct
regulation of provider prices and wages,
and controls over the quantity and quality
of services in the attempt to contain costs.
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The Stimulation of Private Insurance

Postwar Reforms

Prior to World War II, health insurance
was a relative rarity, and usually limit-

ed only to coverage of catastrophic care or
insurance pools covering workers in dan-
gerous industries, such as logging and
mining. 

Such pools were formed in the
Northwest logging industry as early as
1870. The health care market was over-
whelmingly private, with less than 10 per-
cent of health care expenditures paid for
by government in the late 1920s versus
approximately 50 percent today. Perhaps
as much as 90 percent of health care
expenditures, therefore, were paid for out-
of-pocket in 1929 versus less than 18 per-
cent today. 

The adoption of tax-subsidies for
health insurance was not an intentional,
carefully thought-out policy innovation. In
fact, it was an inadvertent side effect of the

wage and price controls placed on employ-
ers during World War II. Companies began
offering health care benefits as a way to
attract workers after courts ruled they
could do so without violating wage and
price controls. 

The companies did not report these
benefits as employee income, thus they
were a tax-subsidized form of income. By
the time the Federal tax authorities realized
what was going on, the tax-exemption was
a political sacred cow. The IRS formally
endorsed the tax-exempt treatment of
employer-provided insurance in 1954. In
effect, a scheme to evade a government
regulation became a major feature of
American health care policy by default.
The proportion of medical payments made
through private health insurance rose
sharply from less than 3 percent in 1940 to
21 percent in 1960.2

In the immediate postwar period, some
American politicians and labor groups

again began advocating direct government
involvement in the provision of health care
or health insurance. The advocates were
enamored of the health care policies that
had evolved in central and southern
Europe, and Great Britain. Otto von
Bismarck had instituted compulsory,
national health insurance in Germany as
early as 1883. Britain began its National
Health Insurance program in 1911, and the

National Health Service in 1948. There
had been earlier attempts by American
reformers to institute national health insur-
ance, but these had been unsuccessful
because the public was relatively happy
with health care services, and providers
were opposed. A number of states consid-
ered single-payer plans between1915 and
1920, but none garnered public support.
For example, in California in 1918 a voter
referendum on state-provided health insur-
ance failed by a 2-to-1 margin. 



Mimicking the policies of socialist
Europe had greater cachet in post-WWII
America, despite the fact that the quality of
U.S. health care was arguably the best in
the world at that time. A Gallup poll in
1945 showed 59 percent of Americans
favorably disposed toward national health
insurance�much greater support than pre-
viously registered. Nevertheless, despite
President Truman�s strong support, the
Wagner-Murray-Dingell national health
insurance bill failed to get out of commit-
tee in 1947. Later, anti-union and anti-
communist popular sentiment killed inter-
est in a national health insurance initiative
for the rest of the Truman administration. 

Truman�s successor, Dwight D.
Eisenhower, was opposed to national
health insurance. President Eisenhower
briefly endorsed Republican Governor
Nelson Rockefeller�s plan for health insur-
ance that covered the costs of catastrophic
care only. Instead, Congress passed the
Kerr-Mills Act in 1961. This act provided
federal aid to existing state public assis-
tance programs to include a new, medical
indigence category as a way of underwrit-
ing care to the elderly poor. 

Although liberal reformers still wanted
national health insurance, popular support
for it was weak, and reform continued to
be focused on expanding Social Security to
incorporate health insurance for the elder-
ly. Public support for Medicare legislation,
as it came to be called, was not particularly
strong in the beginning either. It waned
with the popularity of the Kennedy admin-
istration, but interest was revived and
action finally taken under the Johnson
administration. 

Medicare, the first national health
insurance program in the United States
was born on July 9, 1965, when Congress
approved the Mills Bill (H.R. 6675), and
President Johnson signed it into law
(Public Law 89-97). Under the new law,
Medicare and Medicaid programs became
Title XVIII and Title XIX, respectively, of
the Social Security Act. 

Whereas Medicare is a national health
insurance scheme, Medicaid is a state-
administered, federally-aided medical
assistance program for low-income per-
sons. Each state is allowed to set use and
dollar limitations on the amount, duration,
and scope of Medicaid coverage. Also,
thanks to �waiver authority� in the Social
Security Act, states have latitude in pro-
gram design as well, under sections
1915(b) and 1115 of the Social Security
Act. 

As this brief history illustrates,
American policy to a significant degree
has increasingly eliminated consumer
involvement in health care decisions and
finance. Advocates of such policy would
argue that this direction has been necessary
to ensure that the poor can afford medical
care. But with the consumer now responsi-
ble for less than 18 percent of health care
spending, the important side effect of such
policy has been to put the cost and quality
of health care at the mercy of government
regulatory and insurance policies. It has
been so long since economic logic pre-
vailed in this market that health care policy
is now driven almost entirely by sound-
bite policy concepts, most of which
involve serious misconceptions about the
market for health care.
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If one believed the popular press, all of
our problems with health care would
be solved if everyone had health insur-

ance coverage. It is popular to bemoan the
fact that too many households do not have
health insurance, and that the poor cannot
afford to pay out of their own pockets for
insurance or care because of the high price
of care.3

This is the fundamental fallacy of
modern health care policy. It myopically
focuses on ubiquitous, comprehensive
health insurance as the solution to the eco-
nomical provision of good health care.
This view ignores the fact that poorly
implemented subsidization and overexten-
sion of health insurance are, in fact, the
likely proximate cause of the rising cost of
health care.

The reason is simple. When properly
designed and applied, insurance provides
an efficient means of sharing risks. Risk
sharing through insurance is important and
economically efficient when there are
events that are rare, costly and difficult to

predict. Earthquakes, sudden death, and
house fires are such events, as is treatment
for leukemia, a stroke, or the unexpected
complications of childbirth. Insuring such
events makes good economic sense
because, though rare, such risks are finan-
cially devastating. Consequently, a ration-
al, risk-averse individual will be willing to
pay a little bit, along with others, to be
insured against the consequences of such
events. This in fact is the theoretical reason
for the existence of the insurance market �
insurance against rare, but financially cata-
strophic events.

In contrast, many health events are so
common and minor that they are likely to
befall most everyone in the population,
with the consequence that there is little
advantage of risk sharing through insur-
ance. Specifically, the pro-rata cost of shar-
ing the burden of common and minor
events through private or public insurance
will actually be greater than the cost of
bearing it individually because of the
administrative cost of the insurance. In
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HEALTH CARE MYTHS

This section of the report is dedicated to exposing 
eight significant health care myths, and replacing them

with their corresponding realities.

Myth 1: The main health policy problem is 
too little health insurance.



such cases, there is no natural insurance
market. This is why routine house painting
costs are not insurable, but a house fire is. 

However, when insurance premiums
are subsidized as a result of tax-exempt
treatment of employer-based insurance,
demand for insurance of minor, common
events will increase. For example, one can
be certain that insurance policies to cover
painting your house would exist if their
premiums were tax-deductible.

When insurance coverage is broadened
to include common events, there is no sig-
nificant risk-spreading function performed.
What remains, however, is a powerful, dis-
tortionary phenomenon economists call
price illusion. Price illusion occurs when
the perceived price of something does not
reflect the true cost of that good or service,
and creates instead the illusion of low or
even zero cost. The effect of price illusion
is that we as consumers tend to not care
about costs of the insured service, and
behave accordingly, because someone else
will pay for it. It is a basic precept of eco-
nomics, however, that unless the consumer
cares about the price of a service when
making an individual spending decision,
there will be no price discipline in the mar-
ket. After all, the providers of the service
have the opposite incentive � to make
prices high! 

The tax-advantaged treatment of health
insurance generally, and the extension of
this treatment to non-catastrophic care
insurance in particular, has dramatically
increased the importance of the price illu-
sion in health care trends. In the medical
care realm, about 80 percent of all medical
visits4 involve relatively minor, commonly
anticipated medical events. This includes
such events as seeking care for common
colds, flu, infections, minor injuries, nor-
mal pregnancy, etc. Though there is little
risk-sharing function performed by insur-
ing such events, a potent price illusion
effect is created which results in the false
perception that the service is essentially
free, at the margin.5

Price illusion stimulates additional
spending, with no assurance that the addi-
tional spending is cost-beneficial. Indeed,
everything else being equal, the lack of
consumer discipline in the process virtual-
ly guarantees that the additional spending
will be excessive and inefficient. As in the
case of a group of diners who agree
beforehand to split the restaurant bill even-
ly, the insurance of common health care
services causes us to all spend more than
we otherwise would have. The result is
over-spending, yielding either over-con-
sumption of services or inflation in the
price of services or both. The over-con-
sumption effect will dominate in markets
where the supply of services is responsive
to demand, and inflation will dominate in a
market where the supply of services is rel-
atively inflexible. In the market for med-
ical services, there are elements of both
these supply conditions, with the result that
there is both over-utilization and relative
inflation of health care services. By this
line of reasoning, it is apparent that the
problem with American health care policy
is not too little insurance, but too much
insurance and dominance of the price illu-
sion effect. American health care policy
has virtually extinguished consumer price
discipline, with the result that prices of
medical services tend to inflate much more
rapidly than otherwise.

The inflationary effect of excessive
coverage can be documented by examining
the pace at which the unit cost of medical
services has risen with the broadening of
insurance coverage. Even anecdotally, the
coincidence of increased coverage and
medical services inflation is clear. For
example, in 1965 when Medicare was
being debated, it was widely lamented that
the cost of a day�s hospital stay in 1963
was an outrageous $40. After 35 years of
expanded Medicare spending, the cost of
hospital room and board (when billed sep-
arately from nurse and medical services)
now exceeds $500 per day in many urban
markets. This is twice the cost that can be
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explained by general inflation alone.
Similarly, a simple appendectomy that cost
less than $75 in the 1940s cost over $800
by 1989 and costs in excess of $3,000
today. This is nearly four times the cost
that can be explained by general inflation
alone. According to one analyst of the
Medicare program, failure to anticipate the
over-utilization and relative inflation
caused by Medicare resulted in a six-fold

underestimate in projected 1990 costs.6
Using the available medical services

price index data,7 the phenomenon can be
demonstrated more comprehensively.
Under the pressure of expanded govern-
ment and private insurance coverage over
the years, the price of medical services has
risen more than twice the rate expected
from general inflation factors. This is illus-
trated vividly in Figure 1.
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The effect on utilization has followed a
similar path. The price illusion created by
broad health insurance or government
health care provision has caused con-
sumers to increase the consumption of
health care services relative to other goods.
Health care spending increased from less
than four percent of per capita gross

domestic product (GDP) to 12 percent in
1996 (and 14 percent today). (See Figure
2.) When the price illusion sparks such
runaway growth in spending, of course, it
is virtually certain that much of the growth
is in the form of over-utilization and/or
low-productivity expansions in the features
of the services provided. 

Figure 1: Expanded insurance coverage leads to 
medical inflation in excess of general inflation

Source: Author from U.S. Bureau of Labor Statistics and Health Care Financing Administration data, 1940-1996. 



Concern over access to health care
by the poor has long driven health
care policy in the United States and

elsewhere. What advocates of this view
fail to understand, however, is that if
expanding public or private health care
services results in excessive increases in
the unit cost of health care, it creates
accessibility problems for the poor. 

If the inflation rate in medical services
exceeds the nominal rate of income growth
of low-income households, the result can
be an absolute reduction in the ability of
poor households to afford health care serv-
ices. Even if household income growth
among poor families is greater than med-
ical services inflation it will cause a rela-
tive reduction in accessibility to health care

if the income growth of low-income
households is less than that of high-income
households.

In the case of the United States in the
last 50 years, the effect of medical services
inflation has been to significantly degrade
the relative, but not absolute, accessibility
to health care by the poor. Income growth
has been sufficiently high among all
income quintiles to permit increases in
spending on health care while maintaining
spending on non-health services. However,
the high rate of medical service inflation
caused by overextension of health insur-
ance, coupled with income growth differ-
ences, has resulted in a smaller improve-
ment in accessibility to health care by the
poorest quintiles.
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Figure 2: Utilization of health care services rises with 
increased insurance coverage.

Myth 2: Expanded health insurance coverage 
benefits the poor.

Source: Author from U.S. Bureau of Labor Statistics and Health Care Financing Administration data, 1940-1996.



These trends are displayed in Figure 3. 
Current health policies have hurt poor

consumers in more subtle ways. Before the
advent of broad-coverage insurance, the
poor often benefited from progressive
price discrimination practiced by physi-
cians and other providers. Poor households
were routinely charged lower fees than
well-to-do households. Indeed, prior to the
formation of the American Medical
Association in 1901, doctors were expect-
ed to provide hospital services for the indi-
gent for free.8 In contrast, under most
insurance schemes, a single fee is estab-
lished for insurance reimbursement pur-
poses, and the provider has little incentive

to charge lower fees to the poor. 
In summary, it is clear that relative

access to health care by the poor has not
been improved by the policy broadening of
private and public health insurance.
Incomes have grown rapidly enough to
indulge significant increases in health
spending and health care. However, much
of the health care purchasing power of this
income growth has been lost to excessive
inflation stimulated by the coverage itself.
In addition, in an environment of over
stimulated utilization and prices, it is diffi-
cult to even develop a yardstick against
which to measure the adequacy of health
care services for the poor. 

12

Prior to the
formation of

the American
Medical

Association
in 1901,

doctors were
expected to

provide 
hospital 

services for
the indigent

for free.

Figure 3: Trends in affordability of health care services, 1947 to 1996

Source: Author, from U.S. Census, Current Population Survey, Annual Demographic Supplements and Bureau of Labor Statistics data.



Many policy makers believe that
the ominous inflation and access
trends they are observing in the

marketplace are an indication of private
market failure, and thus the need to regu-
late the health care market. In fact, regula-
tion of the health care market has been
schizophrenic and generally counterpro-
ductive. Some regulation has had the effect
of expanding non-catastrophic insurance
coverage excessively, with the primary
effect of enhancing price illusion and infla-
tionary pressures. A myriad of other regu-
lations and policies then have been adopt-
ed to try to contain the resulting inflation-
ary pressures. In essence, many regulations
exist primarily to offset the deleterious
effects of other regulations or policies �
not inherent market failures.

This is not to say that there is nothing
for policy makers to do in the realm of
health care. There is an important role for
government in helping private insurers
avoid attracting only high-risk insureds
(the so-called adverse selection problem).
For example, government mandates that all
individuals obtain basic, catastrophic care
insurance is one way to help insurers in
this regard. It focuses policy on those med-
ical events that are appropriate to risk shar-
ing, and creates sufficiently large pools to
avoid the adverse selection risk to the
insurer. The Swiss implementation of this
policy option will be discussed later in this
report.

Policy makers in the United States,
however, have been reluctant to mandate
that individuals obtain only catastrophic
care insurance. Nor have they been content
to limit themselves to the narrow goal of
containing adverse selection in catastroph-
ic care. Instead, they have focused on
employer mandates and in many cases
have mandated coverage of non-cata-

strophic events.
The focus on employer, rather than

universal, mandates has resulted in a seri-
ous distortion of labor markets by health
policy. As documented in a recent Federal
Reserve System study, making the employ-
er the locus of insurance access distorts job
mobility, retirement, and labor-force partic-
ipation behavior. The effects are dramatic
in some cases. For example, the study�s
authors found that women�s job mobility
was 30 to 50 percent lower than it should
have been because of the so-called �job
lock� effect of linking employment and
health insurance.9

Many regulations are focused on
requiring insurers to offer broader cover-
age than they might otherwise offer, even
with the tax subsidy enjoyed by insurance
premiums. For example, most states
require coverage of such events as normal
maternity and childbirth services. Indeed,
many states, including Nevada, have made
it difficult for catastrophic-care-only cover-
age to be offered, even when promoted by
federal policy experiments.

Mandating expanded coverage simply
amplifies the effect of price illusion and
further fuels medical inflation fires. So,
apparently adopting the view that two bad
policies equal one good policy, policy
makers add other regulations to control the
price spiral they facilitated. For example,
Medicare, Medicaid and other public
insurers try to control health care cost
inflation by imposing limits on the prices
they will pay for procedures or by limiting
the types of procedures that they will pay
for. In still other cases, policy makers try to
intervene in the structure of the private
market, by permitting the formation of
buying cartels to counter the perceived,
excessive market power of physicians,
pharmaceutical firms, and other providers.
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In other cases, public insurers and pub-
lic hospitals limit the type or price of drugs
they will support through, respectively, so-
called restricted formularies or reference-
based pricing. The latter policy is mainly
practiced outside the U.S., but was a recent
thrust of aggressive policy in Oregon.
Private insurers, struggling to compete in a
general rising tide of costs, will themselves
seek ways to contain costs or reduce actu-
arial risk. The result has been the introduc-
tion or growth in the private sector of pre-
ferred provider networks, restricted formu-
laries, coverage restrictions, health mainte-
nance organizations and other such efforts.
All of these initiatives can be seen as
attempts to remedy a weakness that should
not exist in the first place: the lack of con-
sumer involvement in the selection of and
payment for medical services.

It should come as no surprise that in a
marketplace dominated by the inflationary
forces of price illusion, regulation is inef-
fective because the consumer still per-
ceives a price distortion, and the market
reacts to thwart or nullify the effects of
regulations. Regulations to limit the prices
paid by public insurers lead to withdrawal
of, or adverse selection of, private
providers willing to offer products and
services. Regulations to force insurers to
bear unacceptable risks lead to the depar-

ture of insurance and health care providers
from the market. Managed care and other
rationing schemes, whether implemented
by private or public insurers, substitute a
bureaucrat�s judgment for the judgment of
the patient and her doctor. These schemes
have alienated consumers and have been a
notorious public relations failure, even for
good providers. 

Anecdotal illustrations of the counter-
productive nature of regulation abound.
When the state of Washington compelled
insurers to offer guaranteed issue of indi-
vidual plans, most insurers simply stopped
issuing new individual plans altogether.
When the states of Pennsylvania and West
Virginia failed to restrain malpractice set-
tlements, most insurers and many doctors
simply left those states, leaving them
undersupplied with medical services.
Conning Research recently published a
comprehensive study10 indicating that,
across the 50 states, nearly 1000 separate
laws have been passed since 1984 regulat-
ing the health insurance market alone, and
more than 1800 are on the books. The
report concludes that these regulations
have increased the cost of health insurance
by 15 to 25 percent and increased the unin-
sured population. Indeed, the report found
that uninsured populations are largest in
states with the most regulations.
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Myth 4: We would be better off with single-payer
insurance.

The notion of national health insur-
ance has been resurrected in U.S.
policy debates under the name of

single-payer health insurance. Ever since
Great Britain adopted its National Health
Insurance plan in 1911, such plans have
been advanced repeatedly, though unsuc-
cessfully, by the likes of Presidents Wilson,
Truman, Kennedy and Clinton, generally
at the urging of organized labor. Today,
these calls are being renewed by some pol-

icy makers.
Under a single-payer plan, there is one

insurer and, hence, one arbiter of coverage
and compensation policies. Ubiquitous
health insurance coverage does nothing to
contain the price illusion � indeed, it
amplifies it because such plans typically
have virtually no consumer or employer
involvement in cost containment. Thus,
single-payer plans pose even greater over-
utilization risk than today�s private system



of health insurance. For example, hospital
admission rates and lengths of hospital
stays historically have been much higher
under socialized medical schemes, since
patients have no incentive to limit the
length of their stays.11 According to Walter
Sulzbach, in his 1947 book German
Experience with Social Insurance, a pri-
mary effect of ubiquitous insurance was to
increase the length of time it took a sick
worker to recover.12

With the price illusion so aggressively
unleashed, the only way that single-payer
plans can contain medical costs is to
directly regulate provider compensation
and/or utilization. According to a recent
analysis by opponents of single-payer
plans, if the U.S. adopted the management
policies of the Canadian national insurance
plan there would be 171,000 fewer physi-
cians, seeing on average 921 more patients
each per year.13 This may or may not be
bad. But there is no way of knowing
whether this is a result that is consistent
with efficient or welfare-maximizing care.
Under a single-payer plan consumers have
literally no voice because they do not even
have a choice of insurer. In those cases
where service provision is also socialized,
they have no choice of provider either.
This can only adversely affect both the
quantity and the quality of care consumers
receive. 

Countries with single-payer plans
appear to spend less on health care than
does the U.S. However, this observation is
superficial and misleading, because all sin-
gle-payer implementations simply have
chosen a non-price system for rationing
access to care. Namely, queues and other

bureaucratic means of discouraging utiliza-
tion are used instead of prices. The wait for
even simple diagnostic procedures in some
Canadian provinces, for example, can be in
excess of 30 weeks.14 Queues and poor
service quality are an unaccounted-for cost
burden of such plans. As any first-year
economics student can demonstrate,
rationing through queues is actually more
costly to the economy than rationing
through prices.15

In addition, most European countries,
where national health insurance systems
dominate, keep poor track of private health
care expenditures, in contrast to the United
States. This is not a trivial data problem,
because dissatisfaction with the quality of
national health services has stimulated pri-
vate provision in many countries or the
seeking of care from other countries, so the
total cost of health care is higher than
reported. Nevertheless, even when reported
spending on health care is adjusted by per
capita GDP and relative prices, socialized
systems show no cost-control advantage
over the American system.16 In other
words, if these other countries had the lev-
els of income enjoyed by Americans, and
the relatively lower cost of non-health care
goods, they would be consuming the same
or higher amount of health care services.
These factors are not typically considered
by proponents of national health insurance,
making their claims of cost savings for sin-
gle-payer plans at best a gross misstate-
ment. Just as importantly, the highest qual-
ity and lowest cost health systems can be
found in countries that rely on the private
sector in an intelligent manner, as we will
see below.
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America is an aging society, and as a
society ages the demand for health
care service increases. The elderly,

like the very young, have about twice the
rate of medical visitation as middle-aged
individuals. Proponents exploit this fact to
increase public sentiment for intervention-
ist health care reforms. Indeed, Medicare
legislation was promoted in the early
1960s by creating the impression of a
growing catastrophe in hospitalization
access by the elderly. 

In fact, the catastrophe, such as it was,
was at least partly created by government.
The percentage of elderly in the population
had increased by only about one percent in
the 13 years between 1950 and 1963. The
cost of a day�s hospital stay was only $29
in 1960, and the proportion of elderly with
private insurance was growing.
Nevertheless, under pressure from support-
ers of a national health insurance system
including President Kennedy and organ-
ized labor, Congress passed the Kerr-Mills
Act in 1961. Designed to provide federal
aid to the elderly, the act created a new
medically indigent category for state pub-
lic assistance programs. In response to the
new federal largesse hospital costs jumped
immediately from $29 in 1960 to $40 per
day in 1963, and private hospitalization
insurance use stopped growing.17 This
contrived catastrophe contributed to the
passage of Medicare two years later. 

In 2000, Medicare had grown to be a
$220 billion program, paid for primarily
by a 2.9 percent tax on worker�s income
and general tax revenues.18 The Medicare
spending frenzy has undoubtedly con-
tributed to today�s high daily cost of hospi-
talization, and its failure is creating anoth-
er, contrived catastrophe � the lack of cov-
erage for prescription drugs. 

Ironically, growth in the elderly popu-

lation per se should have contributed very
little to health care inflation. A study by
Organization for Economic Cooperation
and Development (OECD) economists in
1995 found that the higher utilization rates
and greater numbers of the aged per se
explained only 3 percent of the growth in
health care spending in the U.S. between
1960 and 1990. The other 97 percent was
the result of increases in demand (i.e., ris-
ing income and the inflationary effects of
the price illusion). Even for the OECD
countries as a whole, most of which have
more serious societal aging problems than
the U.S., the proportion of health care cost
inflation attributed to aging is less than 10
percent.19

So, the primary effect of the well
meaning but ill-conceived Medicare pro-
gram has not been to solve a looming
medical catastrophe brought about by an
aging society. It has been to create a catas-
trophe, by making medical care more
expensive and less accessible for everyone,
especially those not eligible for Medicare,
i.e., those under 65. The great irony is that
those under 65, as a whole, have signifi-
cantly less financial capacity than those
over 65. According to Census statistics,
Americans over 65 have an 80 percent
home ownership rate (twice that of adults
under 35) and 80 percent of these older
homeowners own their homes outright,
versus only 24 percent of those under 65.
Total assets per capita of the elderly, at
$147,000 are twice that of all age groups,
and 15 times that of workers under 35,
who are also paying through Social
Security taxes for the retirement support of
rich and poor elderly alike.20

An even greater irony, according to a
recent analysis, is that the 19 percent share
of the personal incomes of the elderly
devoted to health care is no lower today
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Pharmaceutical firms are the new
whipping boys in the debate over
health care policy reform. For exam-

ple, two Harvard professors who are edi-
tors of the New England Journal of
Medicine recently railed, �It�s time to take
a hard look at the pharmaceutical industry
and hold it accountable.�22 In Senate testi-
mony on June 6, 2002, Senator Ted
Kennedy asserted that it was �irresponsible
to accept the excessive [drug] cost increas-
es that patients face today� and recom-
mended limiting drug companies� patent
rights and their right to market directly to
consumers. 

Germany, sagging under the weight of
its out-of-control national health insurance
costs, issued a 39-page regulation to
impose price ceilings on 112 major drugs,
by package size and dose.23

Closer inspection of the facts, however,
reveals that growth in drug spending actu-
ally has been a blessing in disguise. It is
true that drug prices and drug utilization
have been rising rapidly. Between 1990
and 2000, total spending on prescription
drugs has grown at a rate of about 10 per-
cent per year versus 6 percent for physi-
cians� services and health services general-
ly.24

But, in fact, higher drug spending is
actually helping to bring down the cost of
health care. How can this be, if drug prices
and utilization are on the rise? The answer
is that drugs are an economical and pro-

ductive substitute for more-expensive,
alternative modes of medical care. 

Health care historically has been very
labor intensive, requiring the efforts of
doctors, nurses, orderlies and other support
personnel. In the modern regulated con-
text, it also requires fleets of lawyers, regu-
latory compliance staff, insurance claims
administrators, and other non-medical
staff. In many instances drugs are highly
economical substitutes for the hands-on
efforts of medical staff labor and hospital
services, and are increasingly used in lieu
of such services. More than 60 percent of
the growth in drug spending is due to such
increased utilization, and less than 40 per-
cent is due to drug price inflation per se,
according to a recent, federally sponsored
study. 25

Although prescription drug price infla-
tion has been greater than the non-medical
consumer price index, it has been less than
the inflation rate for the services of med-
ical professionals (doctors, dentists, nurses,
etc.), and less still than that of hospital
services.26 Thus, if drugs are good substi-
tutes for non-drug spending, substituting
drug spending for other spending will
lower the cost of medical care. Thus, it is
not the price of the drug that matters, but
its total effect on the cost of care. 

For example, in the United Kingdom
health officials recently determined that a
new, antipsychotic drug (Seroquel®) was
more cost effective than the older drugs
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than it was when Medicare was passed.
And after 35 years of so-called cost con-
tainment efforts by the Medicare bureau-
cracy, unit costs of Medicare services con-
tinue to grow much faster than general
inflation and, by some measures, faster
than non-Medicare services.21

Clearly, an aging society is insufficient

reason, per se, to further enlarge govern-
ment�s role in the direct provision of health
care or health care insurance. To date, gov-
ernment�s role on this pretext has been
mischievous and inflationary. A better role
for government would be to assist the indi-
gent, of whatever age, in obtaining basic,
catastrophic care insurance as needed.



even though the new, specialized drug
costs almost 20 times more per person per
year than the traditional drugs.27 The rea-
son is that the old drugs� effectiveness was
limited, and affected individuals remained
a costly burden on doctors and hospitals.
More comprehensive studies have con-
firmed that drugs in general are a cost-
effective substitute for other medical care
spending. Some of these studies are on
specific drugs and drug classes.28

However, Columbia University professor
Frank Lichtenberg recently measured the
productivity of this substitution phenome-
non comprehensively using the 1996
Medical Expenditure Panel Survey data.29

He found that an $18 increase in spending
on new drugs was associated with a $72

decrease in other components of medical
spending.30

The attacks on the pharmaceutical
industry and drug prices divert public
attention from the role that public policy
has played in inflating health care costs
and diminishing accessibility. Political pos-
turing aside, the reality is that prescription
drugs have been the salvation of health
care cost inflation in the past, and are like-
ly to offer the most significant opportunity
for health care productivity improvement
in the future. If the evidence from the
European experience with drug market
intervention is any guide, this opportunity
to reduce total health care costs will be dis-
sipated by the heavy-hand of government
intervention.31
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Myth 7: Drug company profits are too high.

Politicians are fond of pointing to
drug company profits as an indica-
tion of the excessiveness of drug

prices. They argue that drug companies
should be spending less on marketing,
such as direct advertising to consumers,
and more on R&D. They also assert that
drug companies use loopholes in the 1984
Hatch-Waxman Act to monopolistically
suppress generic competition.

Attacking industry profits is not new.
The industry�s profits were investigated by
the Kefauver Commission in the 1950s.
What is new is that the attacks are increas-
ingly successful, as activist senators like
Ted Kennedy, John McCain, and Charles
Schumer have advanced anti-industry leg-
islation. For example, the McCain-
Schumer Bill passed the Senate on a 78-12
vote in July 2002. The bill revises the
Hatch-Waxman Act to further limit the
brand-name drug manufacturers� ability to
fend off generic competition. The bill also
attempts to limit the ability of drug compa-
nies to charge different prices in different
markets by allowing �re-importation� of
drugs from countries where the drugs are

sold at lower prices. Attacking on a differ-
ent front, the State of Vermont in June of
2002 became the first state to pass a law to
discourage drug companies� marketing of
their products to health care providers.32

What is disappointing about these
political trends is the fact that there is vir-
tually no evidence to suggest that drug
companies are too profitable or spend too
little on R&D. In fact, a recent study of the
industry was performed by one of
America�s most renowned professors of
antitrust economics, F. M. Scherer.33 He
concluded that �profit rates of return on
pharmaceutical industry R&D investments
tend to exceed risk-adjusted capital costs
by only modest amounts� and that the
profit-seeking behavior of the industry is,
overall, �virtuous.� Contrary to the indus-
try�s critics, Scherer also found a very high
positive correlation of 92 percent between
profit levels and R&D levels. 

Since there are little, if any, excess
profits from drug development, any gov-
ernment policies that reduce industry prof-
its will reduce R&D spending and drug
innovation with virtual certainty. 



Criticism of the industry�s efforts to
market aggressively is also mis-
guided. More than perhaps any

other industry, pharmaceutical manufactur-
ing is characterized by high fixed costs of
research, development and testing, and rel-
atively low marginal costs of actually man-
ufacturing the medication. 

This unusual cost structure means that
if a drug company were subject to immedi-
ate competition from generic manufactur-
ers who can avoid the fixed costs of devel-
opment , it would never be able to recoup
its development costs. Thus, for a pharma-
ceutical company to profitably develop
new drugs, it must have some mechanisms
to recoup the tremendous fixed costs of
developing a successful new drug. 

There are two, interrelated mechanisms
that companies use to recoup these costs.
The first mechanism is protection from
generic competition. Patent laws provide,
but limit the duration of such protection. In
addition, Federal Drug Administration
(FDA) regulatory procedures significantly
raise the fixed cost elements of testing and
waiting to gain approval for new drugs.
Indeed, government intervention in the
testing and approval of drugs has, over
time, contributed significantly to the cost
of introducing new drugs and has signifi-
cantly reduced the rate of introduction of
beneficial new drugs. For example, accord-
ing to studies of the key interventions
passed in 1962, the effect of FDA policies
has been to reduce the rate of new drug
introductions by nearly two-thirds.34

The second mechanism to recoup fixed
development costs involves increasing
market penetration of the company�s drugs
so as to spread these high fixed costs over
more consumer sales. They do so both by
aggressive marketing and by sacrificing
profits-per-unit to obtain higher sales in
markets where the ability to pay is limited.

For example, selling a new drug in a poor
African country for $20 while the same
drug sells for $100 in America may actual-
ly be beneficial to all consumers, as long
as marginal costs are being covered or
exceeded in both markets. Contrary to the
misguided logic of their critics, if the drug
companies were unable to market their
drugs in this manner, they would have to
charge higher average prices to American
consumers in order to recoup fixed devel-
opment costs from a smaller sales base.

The same logic justifies selling drugs
for lower prices in relatively affluent
Canada than in the U.S. If government pol-
icy in Canada keeps prices below what
drug companies need to recoup high fixed
costs, it still may benefit American con-
sumers for the companies to make those
Canadian sales. American consumers need
to realize that if drug companies were
forced to sell their products anywhere at
prices that reduce their ability to profitably
recoup their development costs, the com-
panies will be less likely to develop new
drugs in the future, as demonstrated by
Scherer�s research. This marketing behav-
ior is not unique to drug companies. Any
company with high fixed costs and low
marginal costs for its products (such as a
software company or an airline) must, and
does behave the same way. Indeed, mar-
keting expenses are a larger fraction of
profits for most software companies than
for most drug companies. And airlines rou-
tinely charge different passengers different
prices for the same flight, in order to make
the service available to as many users as
possible. These strategies benefit the con-
sumer, because they lower unit costs and,
in the long run, encourage innovation. 

What seems to irk the medical profes-
sion most about drug company sales
behavior is direct marketing to the con-
sumer. Restrictions on such marketing
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efforts were lifted in the 1980s after years
of direct marketing bans. For any other
product, of course, giving the consumer
more information would be considered a
good thing. In the topsy-turvy world of
modern health care, where consumer
involvement in decision-making and pay-
ment has been virtually eliminated, having
knowledgeable consumers is an inconven-

ience. As one Oregon legislator, who hap-
pens to be a physician, remarked to the
author in 2001, �I had to spend five min-
utes of my time talking a patient out of
using a medication she had seen on TV.
That is a waste of my time.� This state-
ment reveals the passive role that con-
sumers are expected to assume in modern
American health services markets. 
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As this brief review of American
health care policy makes clear, the
main features in American health

care policy have been four-fold:

Virtual elimination of consumer
responsibility in health care decision
making and finance. The market is
dominated by the effects of price illu-
sion, where prices increase because the
consumer doesn�t pay and therefore
has little reason to care. Clumsy regu-
latory attempts to control the resulting
cost spiral have replaced consumer dis-
cipline with cumbersome and bureau-
cratic rationing and cartel-like man-
aged care schemes.

Over-reliance, as the result of a tax
distortion, on insurance for mun-
dane medical services. Insurance
should be focused primarily on cata-
strophic care. Otherwise, the price 
illusion will dominate health care
spending decisions and price trends.

Excessive and unjustified govern-
ment involvement in the provision of
health insurance. To maintain price
discipline in the marketplace, govern-
ment involvement in health insurance

and the provision of care should be
strictly limited. 

Over-regulation of the prices, servic-
es and practices of providers, insur-
ers, and pharmaceutical manufac-
turers. Many of these regulations are
unnecessary even under current policy,
and even more would be unnecessary
with proper health care reform.

�Reforms� like single-payer insurance
will only deepen the distortions that cur-
rent policy has already created. What is
needed instead are the following two poli-
cy changes: 

1. The role of the consumer in the 
market for medical services needs to
be reasserted. This can be done by
making the consumer responsible once
again for selecting and paying for
health care services directly. Only
insurance of catastrophic, not mun-
dane, medical events should be 
encouraged by tax policy. 

2. Financial assistance for the purchase
of medical services should be provided
to poor individuals in a way that does
not risk the counterproductive effects
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of the price illusion resulting from
over-insurance or subsidized care.

Therefore, the logical reform is to only
provide insurance against catastrophic
medical costs, and to find a way for con-
sumers to conduct the other 80 to 85 per-
cent35 of their transactions with the med-
ical profession on a cash, or quasi-cash
basis. This lowers administrative
overhead36 throughout the delivery system,
and enhances competition. 

It also focuses insurance on only those
truly catastrophic, uncommon and unpre-
dictable health events that deserve to be
insured.

THE SINGAPORE APPROACH: 
MEDICAL SAVINGS ACCOUNTS

The device preferred by many econo-
mists that can accomplish the above goals
is the medical savings account (MSA).37 It
has been used in Singapore beginning in
1984. (It is implemented today through
Singapore�s Medisave Medishield and
Medifund policies.38) MSAs have been
available in a limited, experimental form in
the United States, as well. The MSA gives
the consumer a special, tax-protected
account from which they may pay their
out-of- pocket health care costs, or allow
the account to grow for retirement, or (in
Singapore) for a first-home purchase. This
approach provides a way of making sure
that adequate funds are available for the
consumer to make necessary payments.
But it also gives the consumer an incentive
to husband the funds carefully, since funds
not spent on medical care can be used in
retirement. The poor can be easily accom-
modated in such a scheme by subsidizing,
as necessary, the initial funding of their
MSA balances. 

Where such remedies have been
applied there is a dramatic reduction in the
unit costs of care. In Singapore the share
of gross domestic product that goes to
health care is a mere 25 percent of the U.S.
level, without significant differences in

outcomes.39 Indeed, the American system
is a target of official scorn in Singapore. Its
official national policy is to ��avoid unre-
stricted and open ended medical insurance
as practiced in the U.S., which leads to the
provision of unnecessary medical services
and escalating premiums.�40 Hong Kong
has elected to adopt the same approach to
containing its health care costs. 

THE SWISS APPROACH: 
MANDATORY BASIC INSURANCE

There is another mechanism, which is
something of a hybrid of U.S. policy
before 1965 and the Singapore approach.
Switzerland mandates that every individual
obtain limited basic insurance. The insur-
ance is not provided through employers or
the federal or cantonal governments.
However, the cost of basic insurance is
assisted through public subsidy, as needed,
for indigent workers and the elderly.
Although consumers are permitted to
obtain supplementary insurance, over-
insurance is reduced by requiring that such
insurance be obtained at the consumers�
expense, without special tax treatment. In
the absence of American-style regulatory
intervention, co-payments are common
and relatively high, further containing the
tendency toward over utilization and cost
inflation.

The results of the Swiss approach are
interesting, and make it obvious that good
quality health care can be provided by the
private sector with limited state involve-
ment. In Switzerland, the provision of
insurance and the provision of medical
services is almost entirely in the hands of
the private sector, with the state only play-
ing a role in defining the features of the
basic insurance care product and providing
subsidies to the indigent. In contrast to the
U.S., this policy has successfully preserved
small private and community fee-for-serv-
ice providers, and care is available without
any artificial queuing. The Swiss spend
approximately 30 percent less of their
GDP on health care than does the U.S.41

22

Where 
Medical
Savings

Accounts
have been

applied there
is a dramatic

reduction
in the

unit costs
of care.



From an economist�s viewpoint,
American health care policy is in a

completely predictable cost, service and
access death spiral. American policy fails
to recognize that the person who generally
best understands the value of and need for
medical care is the individual or the family
who is seeking it. Rationing and managed
care solutions to cost control are doomed
to failure because they inherently stand in
the way of consumer sovereignty.

The reassertion of consumer sover-
eignty in health care is the only feasible
means of containing health care costs
while assuring that the consumers obtain
the health care services they need.
Interestingly, after 110 years, even the
granddaddy of socialized health care sys-
tems, the German system, has recognized
that limiting over-insurance, and reassert-
ing private sector involvement, is the solu-
tion to runaway health care costs. 

Here is what the executive director of
the Institute of Social Medicine and Health
Economics at University of Magdeburg in
Germany had to say last year: 

The German health care system is
stuck. Experts and politicians of any
stripe agree about the urgency of

reforms in health care. From the point
of view of � health economists, the
system should be freed of extensive
regulation imposed by the state and
corporatistic bodies. [Reforms are
needed] on the demand side of health
care. In Germany, health care services
are zero-priced, leading to excess
demand. � The present financing sys-
tem is basically a tax on labour. It
aggravates the existing distortions in
production and labour supply decisions
due to social security contributions and
income taxes. � [In contrast,] financ-
ing health care through [private]premi-
ums does not distort individual deci-
sions, since premiums reflect expected
services of the insurer.42

Americans should not have to experi-
ence 100 years of growing government
involvement in health care before we rec-
ognize what Germans increasingly under-
stand. We can replace the eight health care
myths with economic realities, and return
consumer sovereignty back into our health
care marketplace. Then all Americans, rich
and poor, will have better opportunities to
receive the health care they need at prices
they can afford. 
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