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The health-care system in the United
States is beset by problems. After years
of feeling shortchanged by managed
care, doctors and hospitals are

demanding and getting greater compensa-
tion; the elderly (under Medicare) have no
prescription coverage; and many people find
health insurance of any kind unaffordable.
Managed care, which was hailed as the
answer to spiraling costs, is under legislative
and legal assault, while health-care costs are
rising at double-digit rates. Proposed solu-
tions range from a Canadian-style single-
payer system to medical savings accounts to
staying the course with managed care.

First, before discussing these issues, some
characteristics of the health-care system that
get little attention:

Inefficiency. In 1999, health-care costs in
the United States totaled about $1.2 trillion
(13 percent of GDP). One measure of the
medical industry’s inefficiency can be
gleaned from examining the experience of a
2,000-patient clinic in Renton, Washington.
Using a concept known as SimpleCare, the
clinic has been able to reduce the price of
outpatient care by requiring patients to pay
in full at the time they are seen. The clinic
charges 30–50 percent less than what a reg-
ular clinic would charge for such things as
office visits and X-rays. The savings come

from bypassing the bureaucracy: No staff
are needed to get managed-care approval,
file endless claims, or coax payment from
insurance companies. (Patients are encour-
aged to get low-cost insurance to cover cata-
strophic illness.)1

Preventable Disease. Tobacco use, diet,
obesity, and lack of exercise can be linked to
nearly two-thirds of cancer deaths in the
United States.2 A proper diet can substan-
tially lower high blood pressure.3 Sedentary
habits account for a substantial portion of
deaths due to coronary artery disease, type 2
diabetes, as well as loss of functional ability
in older adults.4 Osteoporosis can be pre-
vented by not smoking, consuming calcium
and vitamin D, engaging in weight-bearing
exercise, limiting alcohol and caffeine con-
sumption, and (for some women) taking
supplemental estrogen.5 According to Dr.
Christopher Fanta, head of the asthma treat-
ment program at Brigham and Women’s
Hospital, “Asthma is considered the most
common preventable cause of hospitaliza-
tion.”6 Fewer than a third of women of
childbearing age take the vitamin folic acid,
which has been shown to prevent disabling
birth defects.7

Although making lifestyle changes that
prevent disease is not easy, the fact remains
that consumers have neither the financial
motivation nor the access to information
that would allow them to select doctors who
have a proven track record in educating and
motivating their patients.
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Unnecessary Treatment. Studies have
shown that various medical procedures and
regimens are overused. Examples include
treatment for Lyme disease,8 back surgery,9
myringotomies (insertion of tiny tubes to
prevent ear infection),10 hysterectomies,11

and laparoscopic gallbladder and anti-reflux
surgery.12 A common assumption is that
treatment is driven by medical necessity.
However, in a series of studies, Dr. John E.
Wennberg found that the amount of health
care consumed by individuals is highly
dependent on where they live, on the capac-
ity of the local health-care system, and on
the practice styles of local physicians.13

Poor Performance. A substantial number
of physicians are falling short in the practice
of medicine. Examples include poor control
of hypertension,14 potential errors made by
sleep-deprived interns,15 lack of cardiac
stethoscope proficiency,16 under-use of beta
blockers for preventing subsequent heart
attacks,17 inadequate control of choles-
terol,18 under-use of blood-clot dissolving
therapy,19 inadequate pain management in
cancer patients,20 and poor communication
with patients.21

Imperfect Knowledge
Medical Uncertainty. Standardized algo-

rithms and guidelines based on scientific 
evidence have shown themselves to be suc-
cessful in treating disease and saving lives.
However, in a 1997 article Dr. David Mirvis
made these points: Uncertainty remains a
fact of life in medical practice. Physicians
don’t know the full extent of a patient’s dis-
ease or the best single approach to diagnosis
and treatment. Biological variability is a
major challenge. The same condition may
result in different outcomes in different
patients due to genetic predispositions, co-
morbidity, or other factors. Knowledge of
the characteristics of disease and the effects
of therapies is far from complete. Diagnostic
tests are imperfect and many treatments are
based not on scientific principles but on
learned practices, assumptions, and other
nonscientific formulations. Much uncer-
tainty results from lack of knowledge of the

outcomes of what physicians do. A conse-
quence of the high level of medical uncer-
tainty is the existence of a range, rather than
a single point, of acceptable practice. This
range is broad enough to allow substantial
variations in practice patterns.22

State Mandates. A 1989 study found that
states have passed more than 700 statutes
requiring health insurers to cover specific
providers, diseases, or high-risk individuals.
Mandated benefits run the gamut from hair-
transplant and acupuncture coverage to
mental health and maternity coverage.23 A
follow-up study, published in 1999, found
that 20 to 25 percent of uninsured Ameri-
cans lack coverage because of benefit man-
dates. The proliferation of mandated bene-
fits has increased the cost of health insur-
ance, disproportionately hurting employees
who work for small businesses, which can’t
afford to self-insure and thereby avoid the
mandates.24

Bone marrow transplantation, for exam-
ple, is a complex, expensive ($60,000), and
painful experimental treatment for late-stage
breast cancer, which places the patient at
high risk for infection. Beginning in the early
1990s, after preliminary indications of
promising results, lawsuits and political
pressure led to legislation in ten states, forc-
ing insurers to cover the procedure. Such
laws made it difficult to recruit women into
clinical trials because women did not want
to take the chance of being “randomized”
into a control group. By 1999, 5,000 women
a year were undergoing transplants nation-
wide. By the spring of 2000 it became clear
that such transplants were no more effective
than chemotherapy alone at standard
doses.25

Income Tax Distortion. Many writers
have pointed out that for the 90 percent of
people who obtain their health insurance
through their employers, the tax-exempt sta-
tus of employer-provided health insurance
encourages a huge overconsumption of
health insurance and hence overconsump-
tion of health-care services, compared to
how people would spend their money in the
absence of tax exemption.26 For someone in
a 33 percent tax bracket, for example, $2 of
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taxable income turns into $3 of tax-free
income, which can be spent on health insur-
ance without any change in disposable
income.

Stiffing the Piper. Health-care costs have
risen dramatically in the last few decades,
while patients’ out-of-pocket share of those
expenses has declined: In 1960 patients paid,
on average, 20.8 percent of hospital costs
and 61.6 percent of physician costs. By 1999
those figures had dropped to 3.2 percent and
11.4 percent, respectively.27

Failed Prescriptions
Managed care, which came into promi-

nence in the 1990s, was initially successful at
holding down health-care costs. However,
doctors, hospitals, and patients were soon
fighting back, and the inherent weaknesses
of third-party control were revealed: By
requiring patients to pay no more than a
token copayment, managed care removes the
incentive to economize and undermines
patient control of health-care encounters.
The central tenet of managed care is that
consumers are ill-equipped to deal directly
with health-care providers; managed-care
organizations must act as intermediaries,
handling the complexities of medical pay-
ment and quality assessment, leaving con-
sumers to make their wishes known by
choosing from a list of rival health plans
provided by their employers. This is an ane-
mic form of competition, which is as effec-
tive in securing cost-effective health care as a
passenger would be in arriving at his desti-
nation by telling a blindfolded driver when
to step on the accelerator, hit the brake, or
turn the steering wheel. To achieve the goal
of cost-effective care, consumers need to
choose at the level of the individual provider
and medical procedure, and face both the

costs and benefits of their choices.
A more fundamental problem with man-

aged care is that many medical decisions fall
into a gray area where definitive scientific
judgment cannot be rendered for individual
cases. This gray area is the subject of a tug of
war between patients and managed-care
administrators. Patients, many of whom are
being treated for diseases partly of their own
making, want no expense to be spared in
their treatment, since someone else is footing
the bill. Managed-care organizations, on the
other hand, make money (or stay solvent) by
limiting the amount of care rendered to sub-
scribers. This gray area is large enough to
make the difference between financial suc-
cess and failure for the organizations and
large enough to give patients who are 
denied care plenty of ammunition when
seeking legislative and legal action against
those organizations.

A Canadian-style single-payer health care
system is nothing more than a massive 
managed-care arrangement with govern-
ment bureaucrats in control and without a
meaningful appeals process for care denied
or delayed. The same problems inherent in
private managed care arise in a government-
run system. Moreover, as a rule, government
programs cannot satisfy consumer demand.
Since all goods and services are finite and
require human effort to produce, rationing is
unavoidable. Only the method of rationing
is subject to choice. The free market rations
on the basis of income; the method of
rationing is the familiar pricing system.
When this system is circumvented by the
government to provide a “free” good or ser-
vice, all constraints on demand are removed,
making inevitable the explicit rationing of
supply by some government authority or the
disappearance of the good or service alto-
gether. Regarding universal access to health
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care, it should be noted that before govern-
ment intervention in the health-care system,
a variety of private organizations provided
free medical care to the poor.28

Medical Savings Accounts
Medical savings account (MSA) health

plans were introduced at the federal level as
a demonstration project in 1996. The central
feature of these employer-provided plans is a
savings account controlled by the insured
individual and used to pay for routine 
health care. An accompanying low-cost 
catastrophic insurance policy covers health-
care expenses that exceed the high yearly
deductible. MSA plans enjoy the same tax
advantage as other employer-provided
health insurance. Although unspent MSA
funds roll over from year to year, they can
only be spent on health care.29

The high deductible associated with MSA
health plans leads to substantial savings in
administrative costs because many low-
dollar claims for routine medical care are
never filed. In addition, having patients
spending their own money on health care
makes them more prudent consumers, which
means less spending on unnecessary health
care services.

However, MSA health plans have draw-
backs. They perpetuate the income tax dis-
tortion of health-care spending (discussed
above) and are subject to legislative manipu-
lation: Under current law, MSA plans are
hamstrung by limited availability and
growth, unnecessary complexity, and design
features that put them at a disadvantage in
the marketplace.30 Finally, MSA critics
argue that the very idea of government direc-
tion or control of consumer spending is
inimical to a free market.

The Solution
The solution to the problems discussed

above is to treat health care more like other
products and services. This means repealing
all tax exemptions for health insurance and
health-care spending, enacting a compensat-
ing tax cut unrelated to individual health-

care consumption, eliminating all health-
insurance mandates and other regulation,
and letting the market sort things out.

The market would probably respond to
such deregulation the same way it did before
government intervened in health care: As
early as the 1940s commercial insurers
included deductibles and copayments in their
sickness insurance offerings and excluded
many elective treatments from coverage, all
in an effort to restrain demand for unneces-
sary and costly medical services. Commercial
insurers also used actuarial risks to calculate
premium payments and paid individual sub-
scribers, instead of hospitals.31 Giving
patients a substantial financial stake in the
cost of their care will make them interested in
the cost-effectiveness of that care.

A second part of a market-driven solution
would likely be giving patients access to
information comparing the performance of
competing physicians, just as consumer mag-
azines provide information on competing
products. To do this, independent organiza-
tions might determine what physicians
accomplish in a clinical setting by measuring
the health status of patients before and after
treatment. To be cost-effective, such mea-
surement would probably make use of elec-
tronic medical records.

Employees on expense accounts spend
much more freely than when making pur-
chases with their own hard-earned money.
Similarly, patients consume medical services
with little regard for cost when someone else
is paying for them. In a climate of unneces-
sary medical care, preventable disease, and
medical uncertainty, insulating consumers
from the cost of choices they or their doctors
make guarantees inefficiency and runaway
costs.

Cost-sharing refers to the requirement
that patients bear a significant share of the
cost of all medical care rendered in their
behalf. It does not refer to paying insurance
premiums (which do nothing to constrain
health-care consumption). The RAND
health-insurance experiment showed that
patients who have to pay for part of their
care cut back substantially on the use of
medical services.32 While the market will fig-
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ure out the right mix of deductibles and
copayments, it seems likely that as an indi-
vidual’s yearly health-care expenses rise, his
out-of-pocket share of new health-care
expenditures will decline. However, from an
economic point of view, it would be optimal
if no one’s out-of-pocket share of medical
expenses ever dropped to zero, giving every
consumer a stake in the cost of every medical
visit, test, procedure, hospitalization, or pre-
scription drug he consumes. An immediate
effect of such cost-sharing would be to give
physicians a newly found interest in cost
control for the benefit of their patients and
as a means to attract business.

Measuring Physician Performance
In many cases, poor physician perfor-

mance (discussed above) is due to lack of
feedback; in the absence of evidence to the
contrary, it is natural to assume that one’s
performance is adequate or even superior to
that of one’s peers.

In an attempt to control costs, managed-
care organizations have been measuring the
process of health-care delivery, rather than
identifying physicians who keep their
patients healthy. In a newly deregulated mar-
ket, one can imagine managed-care organiza-
tions dropping their review and oversight
functions in favor of collecting and dissemi-
nating (for a fee) information on the perfor-
mance of physicians (and eventually hospi-
tals). If such a service were to periodically
measure a patient’s health status during the
course of treatment, the change in these mea-
surements, collected for a sufficient number
of patients (and adjusted for severity of ill-
ness, co-morbidity, and patient demograph-
ics), could be used to measure doctors based

on the results they achieve in their patients.
Assessing outcomes is appealing because

of its narrow focus: As long as a patient’s
health status can be objectively measured,
none of the intervening steps that are part of
medical treatment need be evaluated. Con-
cern about the number and type of tests 
performed, improper use of high-tech equip-
ment, medications prescribed, or the appro-
priateness of the treatment chosen would be
superfluous. Poor choices by a physician in
such matters would either be reflected in
higher costs or worse outcomes than those
of other physicians.

For preventive medicine and most chronic
diseases the performance of physicians is
inextricably linked to patient compliance
and cooperation. As a result, the perfor-
mance of physician and patient would prob-
ably have to be measured jointly. Nonethe-
less, in the context of a system controlled by
any third party, measuring a physician based
on the behavior of his patients would likely
be unacceptable to the marketplace.

However, in a health-care system that
includes patient cost-sharing, measuring the
performance of physician and patient jointly
makes sense. No third-party coercion would
be needed; a patient’s financial stake in the
cost of care would serve as a necessary and
sufficient constraint on his behavior.

Doctors with performance scores showing
a low-key approach to smoking cessation,
for example, would attract patients with no
intention of quitting. Such doctors would
suffer no financial penalty other than that
brought on by the indifference of smokers
looking for a more aggressive approach to
their problem. Moreover, doctors with low
cessation scores who have high scores in
other areas would attract nonsmokers who
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have no reason to care about quitting.
Meanwhile, patients with a desire to quit

smoking, lose weight, improve their diet, or
begin an exercise program could choose
physicians with performance scores showing
a successful track record in preventive medi-
cine. And doctors who felt certain patients
weren’t living up to their end of the bargain
(regarding compliance with treatment plans)
would be free to refer them elsewhere. Thus
the goals of physician and patient would be
in alignment.

Indicators to be measured would probably
be those known to be closely related to good
health and closely related in time to physician
intervention. Examples of possible indicators
are cholesterol levels, blood pressure, blood-
glucose levels, and patient satisfaction.

The government would play an important
role in establishing and enforcing a patient’s
right to control his medical information.
Beyond that, patient privacy would be pro-
tected because the measurement system
would not need identifying information.

The health-care market has failed to pro-
duce high-quality, low-cost medicine for 
two reasons: Consumers are insulated from
the cost of medical care by third-party pay-
ers, and information on the performance 
of competing physicians is not available. Fix-
ing the incentives and providing consumers
with physician performance data will cause
unnecessary surgery to decline, physician
performance to improve, disease prevention
to increase, and health-care efficiency to 
rise. �
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