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Chapter 8
Resolving the Conflict Between
Cultural Values and Limited
Resources in Providing Health
Services to the Elderly

Sylvester J. Schieber

Mounting costs of health care in the United States have stimulated an
increasing interest in the allocation of health care services. The discus­
sion about the allocation of health care resources has proceeded down
two distinctive paths. One focuses on the macroallocation of resources
to the health care sector of our economy. This path generally concludes
with the idea that the sustained high growth of the health care sector
relative to other sectors in the economy must be curtailed. This conclu­
sion implies that the aggregate flow ofresources to the health sector should
be stabilized or even diminished, which, in turn, implies that some health
services currently available for delivery may be not be available to every­
one in the future who might benefit from them.

The other path focuses on the microallocation ofresources in the health
sector and the ethical issues raised when a wealthy society limits the re­
sources used to sustain individual lives. Microallocation of health care
resources is often construed, sometimes pejoratively, as rationing. This
path often concludes with the idea that imposing rationing on the health
sector is unacceptable. Proponents argue that the emphasis should be
on making the existing system of delivery more efficient by simplifying
administration and eliminating ineffective services to free added resources
for the delivery of necessary care. If these resources are then insufficient
to meet overall needs, then the next step is to free resources currently
committed to national defense or other governmental activities, to en-

The comments and opinions expressed in this chapter are solely those of the author and do
not necessarily represent the opinions of The Wyatt Company or any of its associates.
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sure that resources are adequate to provide medical services for every­
one who needs them.

Although the debate on whether to ration health care has only re­
cently unfolded, practical realities already have resulted in the relatively
widespread rationing of health care services in the United States. Today,
between 35 and 40 million people in the United States do not have health
insurance, and, without insurance, they do not have the same access to
health services as those who are insured. The government has tried to fill
this gap through the Medicaid program, but as many as half the poor
Americans do not qualify for Medicaid. To address the limits in coverage
under Medicaid, the State of Oregon has proposed an explicit limitation
on services given under its Medicaid program, to broaden coverage to all
the poor. The Clinton administration has approved implementation of
this proposal.

The prospect of any sort of rationing in health services is particularly
important to the elderly for many reasons. As a group, the elderly tend
to suffer from more chronic illnesses, which are generally incurable, than
other groups. Many chronic illnesses, like rheumatoid arthritis and dia­
betes, can be managed effectively over long periods, but doing so requires
an ongoing level of expenditures. Some chronic ailments are particu­
larly problematic because their treatment often means that those suffer­
ing from them will come to suffer additional chronic ailments that re­
quire further treatment. Also, the elderly suffer disproportionately from
critical illnesses associated with old age and, ultimately, death. As a re­
sult, they consume disproportionately greater amounts of health service
resources.

Advances in medical science and the underlying demographics of the
American society portend that, in the future, the elderly will need even
more health services than now. The general level of resources that will
be available to provide medical services to the elderly and the allocation
of those resources cannot be ignored. Before investigating why Ameri­
cans feel that all medical services should be available to everyone and
before investigating whether this philosophy should be curtailed, it is
important to assess the nature of the resource limitations giving rise to
the debate over health care rationing.

Are Resources Really Limited?

The United States spends more of its national economic output on health
care than any other major developed country. Not only do we spend
more on health care than other countries, there is a growing sense that
Americans are now limiting consumption of other goods and services
because of their spending for health care. Figure 8.1 shows the level of
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FIGURE 8.1 United States national health care expenditures as a percent ofGDP:
1960 - 1990'
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•Source: Health Care Financing Administration. Office of the Actuary. Data from the Office
of National Health Statistics.

national health care spending as a percent of gross domestic product
(GDP) for the period 1960 to 1991. Certainly, the figure indicates that
the United States has been dedicating an ever growing segment of its
GDP to delivering health services. Other segments of the economy grow
and shrink over time, however, without raising the same concerns that
health care expenditures have elicited recently.

An International Perspective on Health Care Spending

George Schieber, jean-Pierre Poullier, and Leslie M. Greenwald have com­
pared the economic performance of the health systems in the 24 coun­
tries who are members of the Organization for Economic Cooperation
and Development (OECD). They found that in 1990 the 24 countries
spent an average of 7.6 percent of their GDP on health care, compared
with the United States expenditure of 12.1 percent. They also found that
the United States had experienced the largest absolute growth in health
care expenditures between 1980 and 1990, growing 2.9 percentage points,
compared with 0.6 percentage points across the OECD (Schieber et al.
1992).

In an earlier analysis, the same authors had documented a relation­
ship across nations between national income and spending on health.
Richer countries tend to spend more on health care than poorer coun­
tries (Schieber et aI. 1991). In their more recent analysis, the authors
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estimate three regressions to show the relationship between GDP and
health spending across the 24 countries for 1980, 1985, and 1990. These
results indicate that between 83 and 87 percent of the variation in per
capita health spending across the various nations can be explained by
variations in levels of per capita income. When applying this model of
the 24 countries to the United States, Schieber et al. found that actual
per capita expenditures exceeded expected expenditures by $150 in 1980,
$350 in 1985, and $700 in 1990 (Schieber et al. 1991). In other words,
the United States has been spending relatively more on health care than
other major developed nations in relation to American income levels,
and the extent to which this has been happening is steadily increasing.

Joseph Newhouse has taken the data developed by Schieber, Poullier,
and Greenwald for the seven largest industrial countries in the OECD,
looking at the real growth in per capita health spending over the period
1960 to 1990, and he develops somewhat different conclusions (Newhouse
1993). His results are shown in Table 8.1, where he concludes that in
inflation-adjusted terms, the rate of increase in health care spending in
the United States is not so different from the rate of increase in other
maJor industrial countries. The most significant numbers in Table 8.1
are those in parentheses. They indicate the difference in the rate ofgrowth
in GDP and health spending for each of the periods. On this basis, dur­
ing the 1960s,the United States was in roughly a median position ofgrowth
in health care expenditures relative to its overall economic growth. Dur­
ing the 1970s, except for Canada, United States' health care expendi­
tures grew less rapidly than in the other comparison countries. In the
United States, however, relative growth in health expenditures compared
against GDP outstripped all other countries during the 1980s. Although
Newhouse did not show the difference in the health and GDP growth
rates over the 30-year period (1960 to 1990), he indicates that the United
States' rate was the median for the countries shown. Over the 30 years,
the difference in the two rates for the United States was 4.6 percent, com­
pared with 7.7 percent for Japan, 5.7 percent for Italy, 5.2 percent for
France, 4.4 percent for Canada, 4.2 percent for Germany, and 3.5 per­
cent for the United Kingdom.

The conclusions drawn by Schieber et al. and Newhouse might seem
inconsistent. The former conclude that the United States is spending a
constantly increasing share of its resources on health care compared with
the other six countries in the group. Newhouse's analysis suggests that
the United States growth in the share of resources devoted to health care
is in the middle of the other countries. The reason both conclusions are
right relates to the underlying base of expenditures devoted to health
care in the various countries. Table 8.2 shows the share of GDP devoted
to health care for selected years in each of the seven countries in
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TABLE 8.1 Real Per Capita Growth Rates in Health Spending and Difference
Between Growth Rates in Health Care and GDP for Seven Countries:
1960-1990'

1960-1990 1960-1970 1970-1980 1980-1990

Annual Growth in Health Spending Per Capitd'

Canada
France
Germany
Italy
Japan
United Kingdom
United States

4.7%
5.5
4.4
6.1
8.2
3.7
4.8

6.1 %(2.8)
7.8 (3.5)
5.6 (2.2)
8.9 (4.1)

14.0 (5.1)
3.7 (1.5)
6.0 (3.6)

3.7%(0.5)
5.3 (3.0)
6.3 (3.9)
6.2 (3.4)
7.1 (4.2)
4.4 (2.9)
4.2 (2.5)

4.3%(2.5)
3.3 (1.7)
1.4 (-0.4)
3.4 (1.3)
3.7 (0.1)
3.1 (0.8)
4.4 (2.9)

"Source: NewhousejP. An Iconoclastic View ofHealth Cost Containment. Health Affairs 1993.
Supplement; 163. Calculated from Schieber Gj et al. U.S. Health Expenditure Performance:
An International Comparison and Data Update. Health Care Financing Review. Summer 1992;
1-88. Gross domestic product (GOP) deflator for country used to deflate.
"Difference between health and GOP growth rates, in percentage points, is shown in
parentheses.

Newhouse's analysis. The reason why the aggregate shift of resources to
the health care sector is widening relative to the other countries is that
the United States started with a larger base of health spending.

TABLE 8.2 Share of Gross Domestic Product Devoted to Health Services in
Selected Countries for Selected Years'

1960 1970 1980 1990

Canada 5.5% 7.1% 7.4% 9.3%
France 4.2 5.8 7.6 8.8
Germany 4.8 5.9 8.7 8.1
Italy 3.6 5.2 6.9 7.7
Japan 2.9 4.4 6.4 6.5
United Kingdom 3.9 4.5 5.8 6.2
United States 5.3 7.4 9.2 12.1

'Source: Calculated from Schieber Gj, et al. U.S. Health Expenditure Performance: An
International Comparison and Data Update. Health Care Financing Review. Summer 1992; 1­
88.

Even though the United States may have had lower rates of growth in
the shifting of resources for some periods relative to other countries, more
money was devoted to health care services to begin with. Therefore, when
the lower growth rate is applied to the bigger base, the United States
continues to redeploy relatively more resources into health care services
than other countries. For example, the difference inJapan's health ex­
penditure growth rate and their GDP growth rate exceeded that of the
United States (2.9 versus 2.8) over the period 1960 to 1990. Japan, how-
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ever, was spending only 2.9 percent of its CDP on health services in 1960
compared to 5.3 percent in the United States. By 1990,Japan was spend­
ing 6.5 percent of CDP on health compared with 12.1 percent in the
United States. Although their rate of redeployment was greater over the
period, theJapanese redeployed 3.6 percent of their CDP to health care,
compared to 6.8 percent of the CDP in the United States.

Whether analysts focus on the rate at which resources are being rede­
ployed into health care or on the relative magnitude of resources de­
voted to health care, the international comparisons lead many to con­
clude that too much of the CDP is devoted to this sector of the American
economy. There is no absolute measure, however, that certifies that the
American level of expenditures on health care is too high, or that other
levels of spending in other countries are just right. If those paying for
health care are willing to bear the burden of higher expenditures or more
rapid redeploymen t of resources to health care, then no pressure should
be exerted to limit the allocation of these resources.

Third-Party Payers

During 1992, 19 percent of the health services delivered in the United
States were financed by direct consumer payments. Most of the remain­
ing services were financed through government transfer programs for
needy individuals, social insurance programs to cover the disabled and
aged, and private insurance, most of which is paid through employer­
sponsored health benefit programs. Various federal government pro­
grams accounted for 32 percent of the purchases of health care services.
State and local government programs accounted for 14 percent. Private
insurance paid for 31 percent of the services delivered. Other private
financing, including philanthropy and special grants, accounted for 4
percent (Burner et al. 1992). The major payers for health services deliv­
ery have become significant forces in the movement to limit financing
for health services.

The Federal Government As Health Services Purchaser

The federal government is the largest single purchaser of health ser­
vices in the United States. The two health care programs on which it
spends the most money are Medicare and Medicaid. In addition, it spon­
sors many smaller programs aimed at special groups. For example, the
Veterans Benefits program provides health services to military veterans,
along with other services. The Department of Defense sponsors
CHAMPUS to provide health benefits to current military personnel and
their dependents. In addition, the federal government subsidizes the
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purchase of health insurance by its civilian employees. It also is a major
funding source for much of the health research in the country. The
relative level offederal government expenditures under five major group­
ings of programs is shown in Table 8.3. Although the government is
concerned about all of these programs, the relative size of Medicare and
Medicaid and their growth patterns over the years make them the focal
point of most policy discussions related to the federal government as a
payer for health services.

The Medicare program was established in 1965 under the auspices of
the Social Security Act. At that time, Medicare extended health insur­
ance coverage to individuals over age 65 who were eligible to receive So­
cial Security benefits. Medicare consists of two separate programs: Part A
is the Hospital Insurance (HI) program, and Part B is the Supplementary
Medical Insurance (SMI) program. In 1973, Medicare coverage also was
extended to disabled individuals who were entitled to Social Security or
railroad retirement cash benefits. At the same time, coverage was ex­
tended to individuals who suffered from end-stage renal disease (ESRD).
Medicare is funded through the payroll tax system.

TABLE 8.3 National Health Expenditures by the Federal Covernmentas a Share
of COP for Calendar Years 1960-1990'

Share of Veterans
Gross Medicaid/ Administration

Domestic Public and Defense
Product Medicare Assistance Department Research Other

1960 0.0 0.0 0.3 0.1 0.1
1965 0.0 0.1 0.3 0.2 0.1
1970 0.8 0.3 0.4 0.2 0.2
1975 1.0 0.5 0.4 0.2 0.2
1980 1.4 0.5 0.4 0.2 0.2
1985 1.8 0.6 0.4 0.2 0.1
1990 2.0 0.8 0.4 0.2 0.2

'Source: Health Care Financing Administration. Office of the Actuary. Data from the Office
of National Health Statistics.

Medicaid was also established in 1965 to provide health benefits to
low-income families and individuals. Medicaid is ajoint venture between
the federal and state governments. The federal government provides
funding to the states for Medicaid based on a formula that relates each
state's average per capita income to the national average. The federal
government also establishes guidelines under which the states establish
program provisions and then administer them.

When Medicare and Medicaid legislation was being considered, there
was grave concern in the medical profession that the government would



Sylvester J. Schieber 201

intervene in the doctor-patient relationship and also would establish a
system of administered prices for services delivered under the programs.
To ameliorate these concerns, the original legislation had specific lan­
guage that prevented intervention in the doctor-patient relationship and
provided that charges for health services delivered under the programs
would be reimbursed on the basis of "reasonable and customary" charges
for similar services.

The federal cost of Medicare and Medicaid exceeded original expec­
tations. Beginning in the early 1980s, numerous modifications were in­
troduced to bring costs under control. The steady rise in the federal
government's cost of its health benefits programs has pushed it into an
increasingly aggressive posture oflimited budgets and administered prices.
Limiting federal health care expenditures when the elderly population is
growing and the need for subsidized health services is expanding in the
low-income population suggests that something has to give. Some policy
analysts believe that aspects of the federal budget other than health care
should be limited (Etzioni 1991). They argue that cutbacks should be
made on defense spending, space exploration, or other things that have
far less merit than providing health services to those who need them.

TABLE 8.4 Federal Budget Expenditures, Revenues, and Deficits as a Percent of
GDP For Fiscal Years 1979 and 1990" b

1979 1990

Expenditures 20.7% 21.9%
Social Security 4.3 4.6
General Operating Budget 16.4 17.3

Health Care' 1.7 2.7
Net Interest 1.8 3.4

Subtotal 3.4 6.1
All Other 13.0 11.2

Defense 4.8 5.5
Civilian 8.2 5.8

Revenues 19.1 18.9
Social Security 4.0 5.2
General Operating Budget 15.1 13.7

Surplus or Deficit -1.7 -3.0

'Source: Schultze CL. Paying the Bills. In: Aaron H, Schultze CL, eds, SettingDomestic Priorities,
What Can Government Do?Washington, DC: The Brookings Institution. 1992; 298.
bFor 1990, the expenditures and deficits exclude the deposit insurance outlays associated
with the savings and loan bailout because of their special and temporary nature.
'Excludes administrative costs and the inflow of Part B Medicare premiums, both of which
are included in the "all other" civilian category,

Charles Schultze's analysis, as presented in Table 8.4, suggests that some
of these other limitations already may have been made. He picks 1979 as
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the baseline year for his analysis because it was the last nonrecessionary
year before Ronald Reagan became President. The 1979 budget reflects
the federal government's broad spending priorities before President
Reagan's election, without the abnormalities that recessions introduce
into government spending. Schultze picks 1990 as the year that best rep­
resents the nonrecessionary spending priorities of the federal govern­
ment toward the end of the Reagan-Bush era. His analysis indicates that,
during President Reagan's and President Bush's tenure, there was a de­
cline in most government operations relative to the size of the economy.
Social Security increased a small amount, but that was primarily because
of growth in the elderly population. Interest expenditures increased, but
that was related to the overreliance on deficit financing of government
operations during the period. Defense expenditures increased, but Presi­
dent Reagan had made that a central tenant on which he campaigned
and was elected. By 1990, defense expenditures accounted for 15 per­
cent more of domestic output than in 1979. Expenditures on discretion­
ary spending on other civilian programs, not including Social Security
or major health care programs, had declined by nearly 30 percent over
the period, but health care expenditures had expanded by nearly 60 per­
cent.

TABLE 8.5 Projected Federal Budget Expenditures, Revenues, and Deficits as a
Percent of GDP for Selected Fiscal Years" b

1992 1997 2002

Expenditures 23.8% 23.0% 24.3%
Social Security 4.9 4.8 4.9

Health Care' 3.4 4.5 6.1
Net Interest 3.4 3.7 4.2
Subtotal 6.8 8.2 10.3

All Other 12.1 10.0 9.1

Revenues 18.6 19.0 19.0

Surplus or Deficit -5.2 -4.0 5.3

'Source: Derived by the author from Congressional Budget Office. The Economic and Budget
Olltlook. Washington, DC: Congress of the United States. August, 1992; 39.
bThe expenditures and deficits exclude the deposit insurance and Desert Storm outlays
because of their special and temporary nature.
'Includes only Medicare and Medicaid.

With the collapse of the Soviet empire, priorities in federal spending
are again under political review. During President Bush's tenure, expen­
ditures on military operations began to be curtailed. There was also a
growing concern among public policymakers over the magnitude and
persistence of the federal deficits incurred in the Reagan-Bush era. Much
of the rhetoric surrounding the 1992 presidential campaign focused on
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the overall level of federal deficit spending and the priorities for future
spending on government programs. During the summer of 1992, in the
midst of the national campaign, the Congressional Budget Office (CBO)
released their annual analyses on the economic and federal budget out­
look (CBO 1979). In their report, the CBO projected government op­
erations 10 years into the future, under the assumption that current poli­
cies would remain in place over the decade. A summary of their projec­
tions is presented in Table 8.5. These projections suggest that to con­
tinue existing federal policies for Medicare and Medicaid would increase
federal government expenditures for health care by 2.7 percent ofCDP
over the period, an expansion of nearly 80 percent above current levels.

When President Clinton assumed office in January 1993 he was con­
fronted with the intransigent federal deficit. At the same time, he was
trying to develop policies to deliver on one of his major campaign prom­
ises: access to adequate health care services for everyone. It quickly be­
came clear that curtailing the growth in federal health care expenditures
was crucial to dealing with the government's deficit problem. Table 8.6
shows the effect of bringing Medicare expenditure growth in line with
projected growth in Social Security cash benefits and Medicaid in line
with expected growth in CDP.

TABLE 8.6 Projected Federal Budget Deficits as a Percent of GOP, Assuming
Control of Federal Health Costs for Selected Fiscal Years'

1992 1997 2002

Deficit under current
policy assumptions -5.2% -4.0% -5.3%

Savings if Medicare growth
constrained to growth rate
in Social SecUlity 0.0 0.7 1.6

Savings if Medicaid growth
constrained to growth rate
of domestic output 0.0 0.5 1.1

Savings in interest payments
if health costs constrained
as assumedb 0.0 0.1 0.5

Deficit under assumed
control of federal
health expenditures -5.2 -2.7 -2.0

'Source: Derived by the author from Congressional Budget Office, The Economic and Budget
Outlook Washington, DC: August, 1992; 39.
hAn assumed 4.0 percent rate of interest was used to de,;ve the estimated savings in interest
payments.
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Over time, Social Security benefits increase as the number of retirees
grow and as benefits get larger. Each succeeding cohort of Social Secu­
rity beneficiaries receives higher real benefits than prior cohorts because
of general growth in wages. From Table 8.5, it is clear that the CBO
projection suggests that Social Security benefits will grow at the same rate
as the national economy over the next 10 years. In other words, assum­
ing that Medicare benefits would be constrained at the same rate as So­
cial Security benefits, then some real increase in Medicare expenditures
would be permissible.

If the growth of Medicare and Medicaid expenditures can be slowed,
it would reduce future federal deficit financing at the margin needed to
reduce future interest payments. In developing Table 8.6, a 4 percent
annual interest rate was used to calculate the interest savings if Medicare
expenditure growth could be held to the Social Security rate growth and
if Medicaid could be held to the rate of growth in CDP. Compared to
current policy projections, the reduction in each year's reduced program
outlays was assumed to accrue evenly during the year. So, the reduction
in program outlays nets only a 2 percent savings in the year in which it
occurs; but the reductions in deficit financing are cumulative, and a bil­
lion dollars saved last year is a billion less in debt now and for future
years. Because the United States is projected to remain in deficit financ­
ing for the immediate future, a billion dollars borrowed in one year grows
in each subsequent year as more money is borrowed to pay the interest.
When the savings from each year are added to a cumulative total, the
interest savings become significant, growing to a total of 0.5 percent of
CDPby 2002.

Indeed, Table 8.6 suggests that bringing Medicare and Medicaid ex­
penditure growth under control is potentially the most effective means
of reducing federal deficit financing in the future. It can be argued that
more resources should be redeployed from national defense expendi­
tures to meet health care needs, but the practical matter is that defense
spending already is being cut significantly to the point that some
policymakers are concerned about going too far.

Each American can look to a host of other activities funded by the
federal government and point to some things that could be dispensed
with happily, but spending on most of these activities was reduced signifi­
cantly during the Reagan-Bush administrations, and many government
programs are in line for further reductions in the future. While the fed­
eral government is undertaking its budget trimming exercise, opinion
polls show that the public is not willing to limit the types of health ser­
vices generally available. Americans say they want to have more new tech­
nologies and provide more services for the elderly (Callup 1992). This
philosophy must be reconciled, however, with a 10-to-15 year record of



Sylvester J. Schieber 205

political unwillingness to collect the taxes needed to fund such public
commitments, along with everything else.

State Governments As Health Services Purchasers

State and local governments also are large purchasers of health ser­
vices through various programs, the largest being Medicaid, which finances
health care for some 27 million low-income people. In addition to Med­
icaid, states also fund the delivery of health services through workers'
compensation, vocational rehabilitation, and temporary disability pro­
grams. They are responsible for general public health programs, as well
as prenatal health and programs aimed at young children. In many com­
munities, public hospitals and clinics are funded to provide health ser­
vices for the lower income populations. Table 8.7 shows the level of ex­
penditures as a percent of CDP through these various state and local
programs for selected years between 1960 and 1990.

As stated earlier, Medicaid is funded jointly by the federal, state, and
local governments, with the federal contribution being determined by a
formula based on the per capita income in each state. John Iglehart
calculates that between 1980 and 1988, the cost of the states' share of
Medicaid expenditures grew at a compound rate of9.3 percent. Between
1988 and 1992, the costs grew at a rate of 21.1 percent. Iglehart points
out that this rapid, uncontrollable cost of Medicaid, carrying with it a
matching obligation on the part of the federal government, is crowding
out federal grants-in-aid aimed at supporting cash welfare payments,
school-lunch and nutrition programs, subsidized housing, highways, and
education (Iglehart 1993).

TABLE 8.7 National Health Expenditures by State and Local Governments as a
Share ofGDP for Calendar Years 1960-1990'

Workers' State and
Share of Comp.; Local

Gross Medicaid/ Voc. Rehab/ Publici Hospital
Domestic Public Short-Term Matemal/ plus
Product Assistance Disability Child Health School Health Other

1960 0.1 0.1 0.1 0.4 0.1
1965 0.1 0.1 0.1 0.4 0.1
1970 0.3 0.1 0.1 0.3 0.1
1975 0.4 0.2 0.1 0.3 0.1
1980 0.5 0.2 0.2 0.2 0.1
1985 0.5 0.2 0.3 0.2 0.1
1990 0.7 0.3 0.3 0.3 0.1

'Source: Health Care Financing Administration. Office of the Actuary. Data from the Office
of National Health Statistics.
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Many factors are behind the rapid increases in expenditures on Med­
icaid benefits. First, Medicaid is subject to most of the same inflationary
pressures that plague the health sector in general. Second, Congress
recently has mandated a variety of expanded services aimed at pregnant
women and infants. It also established more stringent quality-of-care stan­
dards for nursing homes (Pallarito 1991). Lately, many of the cases that
qualify for Medicaid benefits are extremely expensive. Today, more than
50 percent of the long-term care provided in the United States is funded
through Medicaid (Gallant 1992). In California, nearly half of all AIDS
patients and the majority of children with AIDS are treated under Medi­
Cal, its Medicaid program. California also reports a growing population
of children born to drug-addicted mothers under Medi-Cal. The annual
costs of treating a single infant can run to several hundred thousand dol­
lars per year (Rosenblatt 1993). Another reason that Medicaid costs have
risen over the last few years is the recession in the American economy,
which has resulted in higher levels of unemployment and increased num­
bers of unemployed workers who now meet the need criteria for eligibil­
ity.

For many states, deficit financing of government operations is pro­
hibited by their constitutions. Thus, rapid increases in costs in any major
segment of state budgets can cause immediate, significant fiscal prob­
lems. The states responded to their Medicaid cost increases in several
ways. Some of them imposed rate freezes on benefits provided under
their programs. In many instances, however, hospitals sued the states be­
cause they were paying unreasonably low rates under the program. The
right of the providers to bring these cases was confirmed by the United
States Supreme Court in Wilder v. Virginia Hospital Association, which set
precedent. Several states then were forced to provide higher rates through
court rulings (Rosenblatt 1993).

In response to their budgetary problems, some states pursued creative
financing schemes to support the state-level Medicaid expenditures and
to qualify for larger federal matching contributions. One scheme had
the states impose provider taxes on doctors and hospitals that were treat­
ing Medicaid patients. These taxes then were added to the bills for ser­
vices provided under the program, thus raising the overall cost of ser­
vices provided and, in turn, leading to an increase in the federal contri­
bution. Pennsylvania was one state in which the hospitals had brought
suit against the state because it was paying inadequate rates for acute care
provided under the program. The federal court ordered a substantial
increase in the rates to be paid by the state, thereby increasing the Medic­
aid budget by $340 million. To deal with the resulting budget shortfall,
170 hospitals that were treating Medicaid patients formed a foundation
and borrowed $365 million from a bank. They then donated this money
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to the state treasury to fund Medicaid benefits, generating enough match­
ing money from the federal government to pay the higher rates without
having to raise anyone's taxes. The hospitals were reimbursed immedi­
ately for their original donations (Morgan 1993).

In response to these creative funding devices, Congress passed the
Medicaid Voluntary Contribution and Provider-Specific Tax Amendments
of1991, sharply curtailing the use ofsuch funding approaches. The states
increasingly find themselves in an untenable situation relative to Medic­
aid. They are caught between soaring costs, budget limits on spending,
declining federal contributions, and federal mandates to expand eligibil­
ity. In many cases, less than half the poverty population of a state is eli­
gible for benefits, and the provision of benefits is based more on cat­
egorical eligibility than on medical need. Providers are increasingly re­
luctant to give services under the program, and they are restive about the
reimbursement received when they participate. The result is that some
states are looking for alternative ways to provide services to their needy
populations.

The most widely heralded effort is Oregon's plan to expand Medicaid
and private insurance coverage to many citizens who currently do not
have any insurance. Because the state already has limited resources, it
has proposed that coverage be dropped for some medical procedures
that had been covered previously, albeit for a narrower population. Jean
Thorne has listed many reasons why Oregon is moving away from the
traditional Medicaid program. These include the fact that, in Oregon,
the current system provides benefits to a working poor woman if she is
pregnant but not before she conceives the child; benefits are provided to
a poor five-year-old, but not to an eight-year-old sibling; poor men and
women without children are excluded; coverage for a poor woman is dis­
continued when her children complete school; and the system requires
open-ended treatment to those who meet the categorical criteria but de­
nies the most basic benefits to those who do not (Thorne 1992). Al­
though Oregon has received approval from the federal government to
implement this plan, it has not yet made the necessary funding provi­
sions, and it is possible that the plan may never be put into effect.

Recently, Governor Ned McWherter ofTennessee announced that he
would ask the Clinton administration to allow his state to withdraw from
Medicaid. Tennessee's Medicaid expenditures went from just under $1
billion in 1987 to $2.8 billion in 1993. Tennessee provides benefits to
more of its population than required under the federal rules. Medicaid
now covers 20 percent of the total population in the state. The program
covers the cost of half the state's births and half the expenses incurred in
catastrophic illness cases.

Tennessee was one of the states that had used the creative financing
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techniques outlawed by Congress in 1991. To make up for the budgetary
shortfall that arose because those financing opportunities were no longer
available, Governor McWherter unsuccessfully attempted to get the state's
first income tax passed in 1992. He then pushed successfully for a 6.75
percent tax on the revenue of the state's 152 acute care hospitals. This
measure fell apart, however, when the state announced that the 1994
budget would still be $764 million short of the $3.4 billion needed to
continue the existing Medicaid program. When state officials indicated
they would make this up by cutting payments to hospitals, the hospitals
turned on the prior legislation and got the tax repealed. The loss of the
revenue from the tax, along with its matching federal contributions, trans­
lates into a budgetary shortfall of nearly $1 billion for Tennessee Medic­
aid. In response to the Medicaid funding shortfall, Governor McWherter
has proposed and the federal government has approved that the existing
system be replaced with a managed care program, where those eligible
would be turned over to an HMO. The state and federal governments
would set rates, quality standards, and eligibility requirements under the
plan (Morgan 1993).

It is easy to think of Medicaid as a program oriented primarily at low­
income families with small children. In 1990, nearly 68 percent of all
Medicaid recipients were children or eligible adults in Aid for Families of
Dependent Children (AFDC) families. But the Medicaid participants in
AFDC families received only 27 percent of the benefits provided under
the program. By comparison, the elderly comprised 13 percent of the
recipient population but received 33 percent of the benefits. The re­
mainder of the recipients, 19 percent, were blind or permanently and
totally disabled individuals who, in the aggregate, received 39 percent of
the benefits paid by Medicaid in 1990 (Social Security Administration
1991) . The Medicaid program was envisioned originally as a general
poverty program, but because it is the only source of public money for
long-term care in nursing homes, the spending on care for the aged and
disabled has crowded out the spending for young, poor families. To­
gether the low-income elderly and disabled populations depend almost
entirely on these programs and are allotted the majority of resources under
them. The prospect that money is going to be readily available to resolve
the budgetary and distributional concerns now facing the states appears
slim. The states therefore are being forced to limit the availability of
resources to fund the health services that have fallen to their responsibil­
ity. The allocation decisions implied here cannot be avoided.

Employers as Health Services Purchasers

Employer-sponsored health benefit programs constitute the second
largest purchaser of health care services in the United States, larger even
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than the state governments. Tabulations of the March 1992 Current Popu­
lation Survey (CPS) indicate that 60 percent of the American population
benefits from employer-provided health insurance. Among the non-eld­
erly, 64 percent of the population enjoys such coverage. Among those
over age 65 (eligible for Medicare), only 33 percent have employer-spon­
sored health insurance. Although employers have played a predominant
role in the provision of health care insurance since the end ofWorld War
II, the inflation that has occurred in the costs is now straining that com­
mitment. Table 8.8 shows the level of health care expenditures made by
employers and other private payers for selected years between 1960 and
1990.

Like other major payers for health care benefits, employers are paying
more for the benefits provided under their health plans, going from 0.8
percent of CDP in 1965 to 3.1 percent in 1990. And the expenditure
levels shown in Table 8.8 do not reflect the full increases in the cost of
benefits for those employers who actually provide them. The reason is
that as the cost of employer-provided health benefits has risen, the extent
of employer-provided health insurance coverage has fallen. The rising
total cost is being distributed then across a smaller base of companies
every year.

TABLE 8.8 National Health Expenditures by Private Payers as a Share of CDP
for Calendar Years 1960-1990'

Share oJ Consumer
Gross Payments! }\mployer-

Domestic Out-oJ-Pocket Paid Private
Product Payments Benefits Insurance Other

1960 2.6 NA NA 0.2
1965 2.7 0.8 0.6 0.3
1970 2.5 1.2 0.5 0.4
1975 2.4 1.5 0.6 0.4
1980 2.2 2.1 0.6 0.4
1985 2.3 2.6 0.7 0.5
1990 2.5 3.1 0.9 0.6

•Source: Health Care Financing Administration. Office ofLhe Actuary. Data from the Office
of National Health Statistics.

Table 8.9 shows the declining levels ofemployer-sponsored health ben­
efits coverage by industry for selected years. Between 1980 and 1991,
health insurance coverage declined in virtually every industry, except
among the self-employed. A 1990 survey of senior level executives in
1800 large firms in the United States found that rising health care costs
were the most important human-resource issues facing their companies
(Wyatt Company 1990). Employers look at their health benefits programs
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as an expense of doing business. Recently, some employers have been
facing increases in health benefits as high as 50 to 60 percent per year. In
response to the escalating costs, employers have moved to shift more of
those costs directly to their employees, by requiring higher employee
contributions for coverage and higher out-of-pocket payments for ex­
penses covered under these plans. Wyatt Company surveys indicate that
employee premiums for single and family coverage under comprehen­
sive indemnity plans increased 40 percent between 1987 and 1992. For
the typical family plan, the employee's share of the total premium in 1987
was just under $500 per year but had risen to nearly $1000 per year in
1992. The average deductible under a family plan had risen from $265 to
$460 over the same period. Despite the increases in the employee cost of
participating in employer-sponsored health benefit plans, employers'
shares of total plan costs rose from 77 to 85 percent for single coverage
between 1987 and 1992 and from 69 percent to 80 percent for family
coverage over the period.

TABLE 8.9 Percent of Workers with Employer-Sponsored Health Insurance
Coverage by Industry and Selected Years"

1980 1985 1990 1991

Agriculture, forestry,
and fisheries 24.7 22.7 21.9 20.8

Mining 85.0 78.3 79.3 79.5
Construction 55.2 50.0 47.1 44.8
Manufacturing 80.7 79.8 75.2 74.8
Transportation, communications,
and public utilities 81.3 77.6 74.4 73.4
Wholesale trade 71.5 69.8 64.2 65.6
Retail trade 38.6 36.7 33.6 32.1
Finance, insurance,
and real estate 67.5 69.2 64.8 65.3

Business and personal
services 34.9 35.4 38.3 36.9

Professional services 54.2 57.4 54.3 54.1
Government 69.1 71.1 69.6 66.6
Self-employed,

unincorporated 16.2 15.7 18.5 17.7

All industries 57.3 56.2 53.4 52.3

'Source: Levit KR, Olin GL, Letsch SW. Americans' Health Insurance Coverage, 1980-91.
Health Care Financing Review. 1992: 14(1); 38.

At the end of 1990, the Financial Accounting Standards Board (FASB)
adopted Financial Accounting Standard 106 (FAS 106), entitled Employ­
ers' Accounting for Postretirement Benefits Other Than Pensions. FAS 106 re­
quires employers to account for post-retirement life and health benefits
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on an accrual basis similar to that required for pension plans. The stan­
dard dictates cost and attribution methods and requires recognition of
liabilities on an employer's balance sheet as well as expenses on an
employer's income statement. Although FAS 106 introduced some sym­
metry between the accounting for the accrual of pensions and retiree
health liabilities, tax law treats the two benefits very differently-it allows
tax-effective funding of pension obligations as they accrue but does not
provide similar funding opportunities for retiree health benefits. The
net result ofFAS 106 on the one side and tax law on the other is that any
employer who sponsors a retiree health benefit is faced with the prospect
of creating a sizeable unfunded liability on its balance sheet. For most
employers, the standard becomes effective for fiscal years that began af­
ter December 15, 1992.

Some employers are concerned that the retiree health liabilities im­
plied by FAS 106 could threaten their economic viability in the capital
markets. Some economists argue that investors in the capital markets
already had looked through the veil of accounting rules and considered
retiree health liabilities when assessing the value ofcompanies (Reinhardt
1989). Although the economists may be correct theoretically in their
assessment of the capital markets, it is the employers who can vote with
their feet in this case. Since the promulgation ofFAS 106, many compa­
nies have moved to limit their retiree health liabilities. Some have imple­
mented vesting schedules to curtail sharply the benefits provided to short­
term workers. Other companies have shifted their plans from a promise
ofa defined benefit to the promise to pay a certain amount of the worker's
health care insurance premium at retirement. These defined contribu­
tion benefits also tend to vary with length of service with the employer.
Finally, some employers have eliminated their retiree health plans alto­
gether.

Uwe Reinhardt argues that employers are not adversely affected by
health benefits cost increases, at least not those related to active employ­
ees (Reinhardt 1989). He contends that health benefits costs are part of
the wage bill, and, that as health costs have increased, escalation of other
elements of the wage bill have been retarded. Although Reinhardt might
be correct in theory, 1800 executives of large companies do not agree
completely. Table 8.10 shows their responses to the question, "How does
your company try to cover increases in the costs of employer-sponsored
health benefit plans?" A substantial majority, 64 percent, believe that
some sharing exists for the burden of health benefits cost increases.
Among the respondents, 73 percent believe that at least some health cost
increases are passed on to consumers in the form of higher prices; 71
percent believe that health cost increases retard profits; and less than
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half, 49 percent, agree that health cost increases reduce other forms of
compensation.

How employers perceive their relative role in bearing the costs ofben­
efit plans is important in the context of whether they should be dedicat­
ing ever increasing resources to the provision of health services for work­
ers and retirees. If employers think that health cost increases are borne
by the workers, it is likely they also feel that the workers will let them
know the limit on the health benefit share of total compensation. If
employers think that health cost increases are passed on in the form of
higher prices, however, then their ability to support these benefits indefi­
nitely will depend on competitiveness within the markets in which they
operate. Those companies that operate in strong, internationally com­
petitive markets will be at a particular disadvantage because health costs
and health inflation rates are so much higher in the United States than in
other countries. Ifemployers think that health cost increases are financed
at the expense of reduced profits, then their ability to support these ben­
efits indefinitely will depend on profit levels and management's fiduciary
obligations to owners.

TABLE 8.10 Methods of Covering Cost Increases in Employer-Sponsored Health
Benefits Programs"

Percent

Benefits cost increases are passed along
to consumers as price increases

Benefits cost increases reduce profits alone

Benefits cost increases hold down other
forms of compensation to workers

Combination of lower profits and higher prices

Combination oflower profits and lower wages

Combination of higher prices and lower wages

Combination of all three

14.9

9.8

11.2

26.3

6.0

2.7

29.1

'Source: Wyatt Company. Employer-Sponsored Health Benefits Programs: A Chronic
Mfliction or a Growing Malignancy? Management USA Leading a Changing Work Force.
Washington, DC: Wyatt Company. 1990; 12.

Each perception, whether right or wrong, suggests that some real prac­
tical limits will determine what can be pumped into the delivery of health
benefits by private sector employers. The declines in the provision of health
benefits across almost all sectors of the economy, as documented in Table
8.9, suggest that those limits already are being reached in many firms.
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The Perspective of Individual Consumers

Table 8.8 shows that the level of individual consumer out-of-pocket ex­
penditures has remained relatively stable over the period 1960 to 1990.
Undoubtedly, some consumers could spend more on health care services
than they do now. The elements of society who engender the concern­
those people who do not receive adequate medical services in the cur­
rent environment-tend to be those people in the lower income ranges
who already have extremely limited resources to redeploy for their health
care needs. Certainly, they do not have enough to meet the high costs of
treating many of the chronic and acute illnesses that threaten them to­
day.

Use of Current Resources

If no additional resources are readily available to redeploy to the health
care sector in the American economy, then another alternative to ration­
ing might be the more efficient reallocation ofalready available resources.
Indeed, Arthur Caplan argues that moral ethicists who are asked to pro­
vide rationing criteria should not be willing to develop these criteria un­
til the inefficiencies and fat in the system have been wrung out (Caplan
1992). Three areas ofreorganization or reform are often cited as poten­
tial sources of significant savings. These include the unwieldy and overly
expensive administration of the system, the prevalence and size of mal­
practice awards and the defensive medicine practiced to avoid them, and
the incentive structure that encourages unnecessary services or services
at unreasonable prices.

Reducing Administrative Costs

Joseph Califano, former Secretary of the Department of Health and Hu­
man Services, estimates that the administrative costs associated with the
American health system are close to $200 billion annually (Califano 1993).
At that level, administrative costs would account for 20 to 25 percent of
current health expenditures and would offer a likely target for consider­
able savings. The private health insurance system that operates in the
United States is thought to be particularly expensive because of all the
variation in plans' claims filing and review processes. If a consistent pack­
age of health benefits were to be offered to everyone, and if a consistent
claims process were implemented at the same time, theoretically, much
of the current inefficiency could be eliminated.

InJune 1991, the General Accounting Office (GAO) released an analy­
sis of the costs and effects of moving to a Canadian-style, single-payer
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health delivery system in the United States. The study asserted that a uni­
versal system like the Canadian one, administered by a nonprofit agency,
would reduce costs because it no longer would be necessary to deter­
mine coverage, eligibility for benefits, or risk status. It also would elimi­
nate marketing costs. For providers, it would mean lower billing and
clerical costs. The GAO study estimated that if the United States could
lower its insurance overhead to the Ontario level, $34 billion could be
saved. Under the Ontario system, American physicians would be able to
reduce expenses related to billing, saving an added $15 billion. Similarly,
if hospitals could reduce billing expenses down to the Ontario levels, this
would cut expenses by $18 billion. The GAO posited that these total
savings of $67 billion could be diverted to added health care benefits for
those people who currently get unsatisfactory services (GAO 1991).

In December 1991, the CBO released an analysis of two alternative
approaches to delivering health care in the United States. Under both
scenarios, this study assumed that health insurance would be extended to
everyone now uninsured and that health providers would be reimbursed
on the basis of Medicare's payment rates. Under one approach, the cur­
rent diversity of private and public payers would be retained in an all­
payer system. In the other approach, the current system would be re­
placed with a single-payer system. The CBO estimated changes in admin­
istrative costs under these proposals that would range from an increase of
$4.4 billion to a decrease of $17.5 billion under the all-payer system, de­
pending on underlying assumptions. It is estimated that administrative
cost savings would range from $18.2 billion to $58.3 billion under the
single-payer system (CBO 1991). The early discussions among members
of the Clinton administration about health care reform suggested that
they intended to recommend something that would resemble the CBO
all-payer system more than a single-payer system. This approach will pro­
duce the least administrative savings.

In testimony during March 1993, Robert Reischauer, Director of the
CBO, estimated that potential administrative savings gained by a single­
payer system would be around $30 billion to $35 billion. He went on to
suggest, however, that some of the perceived administrative waste that
exists in the current system actually may be reducing current health care
costs. Copayments and deductibles add to plan complexity but make
consumers more sensitive to the prices involved in their consumption
decisions. Utilization review makes administration more expensive but
reduces the provision of unnecessary care (Reischauer 1993).

The Health Care Financing Administration (HCFA) has estimated that
the combined administrative cost of public financiers of health care, phil­
anthropic organizations, and private health insurers amounts to only 5.8
percent of national health expenditures (Levit et al. 1991). The HCFA
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estimate does not include providers' expenses incurred in the mainte­
nance of records and filing of claims, so there might be some additional
savings there. Although health care reform may reduce administration
expenses, it cannot possibly eliminate them. Any new system still will
require the collection ofcontributions from various segments of the popu­
lation and payments to providers for people covered or benefits provided.
Providers still will have to collect and maintain information on the people
whom they cover and on the patients whom they treat. Some proposals
for health reform have included recommendations that providers will
collect and disseminate more extensive information on treatments and
outcomes than they already do now, possibly creating a whole new set of
administrative information requirements. The potential savings in this
area appear to be insufficient to cover the costs of the added benefits that
would be provided if health insurance is provided to everyone in the
United States.

One aspect of these potential savings that often is ignored is that much
of the administrative expense that potentially can be saved is related to
relatively labor-intensive activities involved in health plan administration.
If the CBO estimate of potential savings ($30 billion to $35 billion) could
be realized, then that expense level represents a significant number of
jobs lost in insurance companies and provider organizations. The elimi­
nation ofjobs that tend to be clerical and data-processing will not free a
large group of people who can be redeployed easily to provide health
care services to those not currently getting adequate care. Diverting an
extra $30 billion or more to the direct delivery of care is going to put
added inflationary pressures on a delivery system already operating in a
highly inflationary environment.

Restraining Malpractice Awards and Defensive Medicine

One area often cited as contributing to the expensive nature of health
services in the United States is the cost of malpractice insurance and the
related defensive medicine that doctors provide because of their con­
cerns about malpractice claims. Paul Weiler et al. (1993) have found that
the average cost of malpractice liability insurance for a doctor in New
York State in 1949 was $360 per year in 1990 dollars. By 1965, the cost of
such insurance had risen to $1000 per year. Ten years later, it was up to
$7500 per year. By the end of the 1980s, they found that reasonably full
insurance coverage cost an average of $40,000 per year. Although mal­
practice insurance is more expensive in New York than in many states, a
number of large states have similar rates. Even where rates are lower,
there still is a concern about the size of malpractice awards and their
effects on the practice of medicine.
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In 1990, medical malpractice premiums in the United States cost medi­
cal providers $4 billion-0.6 percent of national health expenditures for
that year (Insurance Information Institute 1993). Frank Sloan, Randal
Bovbjerg, and Penny Githens (1991) have undertaken a detailed review
of the medical malpractice market. They conclude that it is reasonably
competitive, that coverage is generally available, that some insurers have
relatively low premium-to-surplus ratios, and that profits are not exces­
sive. They found little wrong with the operations of malpractice insurers
as insurers. They did note that only about half of the premium dollar
paid for medical malpractice goes to claimants. They concluded that the
industry would make a greater contribution to the welfare of society if it
were able to devote less energy to managing claims and litigation and
more to managing injuries and rehabilitation.

Weiler et al. (1993) undertook a detailed survey and statistical analysis
of the incidence and outcomes of medical malpractice injuries in New
York State. Their study was designed to determine the incidence of in­
jury resulting from medical intervention, the extent to which such inju­
ries could have been avoided, the kinds oflosses incurred, how much was
covered by insurance, and the role that potential litigation plays in reduc­
ing such injuries. They performed an in-depth appraisal of the medical
records for a sample of 31,000 patients hospitalized in the state during
1984.

The definition of a medical injury in the Weiler study was "any disabil­
ity caused by medical management that prolonged the hospital stay by at
least one day or persisted beyond the patient's release from the hospital"
(Weiler et al. 1993). They estimated that about 4 percent of hospital
admissions involved an injury, and about one quarter of those resulted
from negligence on the part of the provider. Although many injuries
were minor, 14 percent of the injured died. Applied to the American
population, the authors conclude that 150,000 persons die per year from
medical treatment.

In terms of the tort system's effectiveness at providing retribution to
those injured in the medical delivery process, Weiler et al. found that

On an aggregate basis, one malpractice claim was filed by a New York patient
for every 7.5 patients who suffered a negligent injury (that is, a real tort). Be­
cause approximately one in two tort claims is ultimately paid, this means that the
legal system is actually paying just one malpractice claim for every 15 torts in­
flicted in hospitals. And even when the focus is on only the most "valuable" tort
claims-that is, serious injuries to patients under 70 years of age-the ratio was
one claim paid for every three negligent injuries. (p. 137)

Weiler et al. conclude that no litigation surplus exists but that a litiga-
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tion deficit is evident because so many people who are being injured do
not get any retribution from the system.

Because medical malpractice insurance premiums are such a small part
of total health care costs in the United States, malpractice reform could
save only a small amount directly and might actually increase total system
costs if wider access to retribution is provided to those injured while re­
ceiving services. Some analysts argue that it is not the direct cost of mal­
practice insurance that places the largest burden on the health delivery
system but the unnecessary use of tests and procedures to avoid suits.
The National Medical Liability Reform Coalition, a collection of various
groups that includes the American Medical Association (AMA), estimates
that malpractice reform could eliminate $35.8 billion in defensive medi­
cine over five years (Riley 1993).

Evidence that threats of malpractice affect the nature and level of health
services is often anecdotal. One study that sought to document the rela­
tionship between malpractice claims and child birth by cesarean delivery
found that such deliveries correlated positively with physicians' malprac­
tice premiums, with the number of claims against doctors per 100 doc­
tors at the hospital level, and with the number of claims against hospitals
per 1000 discharges (Localio et al. 1973). In 1970, the rate of cesarean
deliveries was 5.5 per hundred total deliveries in the United States. By
1980, the rate of cesarean deliveries had jumped to 16.5 per hundred
deliveries. By the mid-1980s, roughly one quarter of babies born were
delivered in this fashion (United States Bureau of the Census 1992).
Stephen Myers and Norbert Gleicher have estimated that the number of
necessary cesarean births in this country should be 11.1 percent of total
births (Myers and Gleicher 1988).

It was found that in New York State hospitals during 1984 cesarean
delivery rates varied outside the range of expectations across hospitals
and across doctors who practiced within individual hospitals (Localio et
al. 1993). One underlying problem with the persistently high cesarean
delivery rates in the 1980s appeared to be that the medical system did not
provide enough control over doctors or obstetrical departments in re­
gard to this form ofchild delivery (Gleicher 1984). But Myers and Gleicher
reported on a project at Mount Sinai Medical Center in Chicago to re­
duce the cesarean-section rate at that hospital from 17.5 percent in 1985
to 12.5 percent in 1986, to U.S percent in 1987. The reductions oc­
curred for private and teaching physicians alike. On the basis of their
analysis, the authors concluded that the number ofcesarean sections could
be reduced by up to 450,000 per year nationally without detriment to
mothers or offspring. Of particular interest in the context of malpractice
liability as a motivator for delivery by cesarean section, Myers and Gleicher
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observed that the change in practice pattern had little effect on liability
insurance rates (Myers and Gleicher 1988).

Concerns about liability insurance undoubtedly have resulted in the
expanded provision of certain medical tests and procedures at an added
cost to the system. If the cost of malpractice insurance and most of the
cost of defensive medicine could be eliminated, as estimated by the Na­
tional Medical Liability Reform Coalition, the savings would be less than
1 percent of the cost on an annual basis. Furthermore, the major studies
on malpractice insurance that were cited earlier do not come down on
the side of eliminating compensation for individuals injured in the deliv­
ery of health services but, rather, on the elimination or drastic reduction
of the share of malpractice expense currently skimmed off by people
involved in the legal process. If a more egalitarian process were devel­
oped for compensating everyone injured through the delivery of health
services, then the cost of malpractice could increase significantly.

Economic Motivations That Affect Medical Service Delivery

Myers and Gleicher indicated that neither the hospital nor the doctors
involved in reducing the rate ofcesarean delivery at Mount Sinai Medical
Center had any financial incentives to do so. In fact, the authors esti­
mated that, at the time of their study, vaginal deliveries netted the hospi­
tal $3000 less than cesarean section deliveries. They also estimated that
the doctor's fees for a vaginal delivery usually were $250 to $500 less than
for cesarean sections (Myers and Gleicher 1988). Although the example
of Moun t Sinai indicates that the health delivery system can put the best
interests of patients ahead of its own, the economic motivation ofprovid­
ers plays a major role in explaining the delivery patterns of many services
provided today.

Alan Hillman asserts that "Society subscribes to the technologic im­
perative; patients and doctors generally both prefer arrangements that
encourage the use ofhealth care technology" (Hillman A 1990). If this is
true, then the various means by which doctors are compensated for their
services can affect the extent to which they are rewarded for delivering
more, relative to less, technologically advanced medicine. Doctors typi­
cally are paid in one of three broad fashions: a fee for the services pro­
vided; a salary from an organization of which they are a member or an
employee; or capitation payment based on the number ofpeople assigned
to them and for whom they must provide medical services.

In the fee-for-service arrangement, the doctor typically can realize a
higher income by providing more services. Financially, at least, this pay­
ment mechanism would encourage the use of more expensive treatments,
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even though the treatment may be beyond what is required in some in­
stances.

Doctors who work for a direct salary or who are paid on a flat dollar
basis for each person who is eligible to receive services (i.e., a capitated
basis) will not receive any higher compensation by prescribing more ex­
pensive treatments than necessary and often are affected adversely if they
overtreat patients. Many HMOs withhold a portion of the salary or capi­
tation payments until expenses related to referrals and hospitalizations
have been settled. If a group of doctors exceeds its allotted budget for
referrals or hospitalizations, some or all of the withholdings are lost. In
some cases, the individual doctor may be subject to the penalty solely on
the basis of assigned cases. Some HMOs even impose penalties over and
above the basic withholding in cases of excess referrals and hospitaliza­
tions. Coming in under budget often means a bonus on top of payment
of the withheld amounts. Finally, it is fairly common that doctors com­
pensated on a capitated basis must pay for outpatient laboratory tests out
of their own pocket. Needless to say, this discourages use of outside labo­
ratory referrals.

Financial Incentives and Physician Behavior

Many studies have been done on how these various incentives affect
physician behavior in providing health care services. For example, Alan
Hillman, Mark Pauly, and Joseph Kerstein analyzed a national survey of
HMOs, focusing on financial incentives, resource utilization, and finan­
cial performance. Mter controlling for case mix, they found that finan­
cial incentives affected not only the overall financial performance of the
HMOs but also the ways in which resources are used. They found that
capitation and salary compensation of primary care physicians resulted
in fewer days of hospitalization compared with those proscribed by fee­
for-service physicians. They also found that for-profit HMOs had lower
hospitalization rates than not-for-profit HMOs. Cases in which the doc­
tor was penalized beyond basic withholding for excessive hospital costs
resulted in fewer visits per enrollee, but a higher percentage of the pa­
tients visited their HMOs more frequently. This suggests that heavy pen­
alties on doctors establish an atmosphere that discourages visits to the
clinic, but, that when a truly sick person gets into treatment, the HMO
tends to provide services through multiple clinic visits rather than through
hospitalization (Hillman et al. 1989).

One study by Sheldon Greenfield et al. analyzed 20,000 patients who
visited their doctors during 1986. Resource utilization was measured across
four specialties and five systems of care. The specialties were family prac­
tice, general internal medicine, cardiology, and endocrinology. The sys-
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terns of care were HMO, multi-specialty group fee-for-service, single spe­
cialty fee-for-service, solo practice, and single-specialty group-prepaid.
After conu'olling for patient mix, the authors found that the solo prac­
tice and the single-specialty fee-for-service systems had hospitalization rates
41 percent higher than the HMOs, and that the patients of the solo prac­
tices or single-specialty fee-for-service practices were taking 12 percent
more drugs. HMO patients visited their doctors 8 percent more times
per year. Payment method also affected utilization. Prepaid patients had
lower rates of hospitalization and higher office visit rates than fee-for­
service patients (Greenfield et al. 1992).

Another study by David Hemenway et al. analyzed the treatment pat­
terns of 15 doctOl'S who worked for Health Stop, a chain of ambulatory
care centers, between 1984 and 1986. Health Stop had 20 centers in the
Boston area during this period. Most were staffed by two full-time physi­
cians who each worked shifts of roughly 40 hours per week. Until mid­
1985, the physicians were paid $28 per hour. In mid-1985, the payment
scheme was changed so that each doctor received the higher of a flat
wage, which ranged from $28 to $32 per hour, depending on age and
experience, or 24 percent of the first $24,000 in gross monthly charges
and 15 percent of charges above that amount. The authors of this study
compared the services provided and charges generated by 15 physicians
during two periods: November 1984 through January 1985 and Novem­
ber 1985 through January 1986. They found that 13 of the 15 doctors
ordered more laboratory tests per visit under the revised payment scheme.
The average for the group increased 23 percent. In the latter period, the
number of office visits per month rose by 12 percent, average charges
increased by 15 percent, and total charges per month rose by 28 percent.
Six physicians generated enough revenue for the volume-incentive pack­
age to take effect every month. Seven of them never received more than
their base salary, even though most of them increased the intensity of
service delivery (Hemenway et al. 1990).

Self-Referral and Physician Behavior

Another set of studies focused on physician ownership of health ser­
vice facilities and their referral patterns of patients to those facilities com­
pared with physicians without an ownership position in such delivery units.
Recently, it has become common for physicians to enter into joint ven­
tures that include buying or building various physical rehabilitation fa­
cilities, testing laboratories, radiation therapy centers, and imaging facili­
ties. The concern about these joint ventures is that the doctors who own
such facilities have a potential conflict of interest when they refer their
patients to those facilities for services.
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Jean Mitchell and Elton Scott have evaluated the effects of physician
ownership of free-standing physical therapy and rehabilitation facilities
on utilization. They found that visits per patient were 39 to 45 percent
higher in joint-venture facilities than in those not owned by a group of
physicians. Gross and net revenues in the joint-venture facilities wel'e 30
to 40 percent higher. The two types of facilities tend to be staffed differ­
ently, with licensed physical therapists and licensed therapist assistants
spending about 60 percent more time per visit treating patients in facili­
ties not owned through joint physician partnership. Although the joint­
venture operations tended to hire fewer licensed therapists, operating
income and mark-up were significantly higher. The joint-venture opera­
tions generate more of their revenues from patients who have insurance
policies that cover services provided than nonjoint-venture operations
(Mitchell and Scott, October 1992).

In June 1988, Congress mandated that the Office of the Inspector
General (OIG) at the Department ofHealth and Human Services (HHS)
conduct a study on physician ownership and compensation from health
care facilities to which they make referrals. The resulting report to Con­
gress found that at least 25 percent of independent clinical laboratories
and 27 percent of physiological laboratories are owned partially or wholly
by referring physicians. Patients of the referring physicians who had
ownership in independent clinical laboratories received 45 percent more
total laboratory services and 34 percent more services directly from the
independent clinical laboratories than all Medicare patients in general.
Patients ofphysicians who had an ownership share in independent physi­
ologicallaboratories received 13 percent more physiological testing than
all Medicare patients in general (Kusserow 1989).

Bruce Hillman et al. used a large private insurance claims database to
analyze the use of diagnostic imaging by more than 6400 physicians in
65,500 episodes of care. Their analysis focused on all patients who suf­
fered from acute upper respiratory symptoms, pregnancy, or low back
pain, and on men who had difficulty in urinating. They found that self­
referring physicians ordered imaging examinations 4.0 to 4.5 times more
often than physicians who referred patients to facilities in which they had
no interest. Not only did the self-referring physicians have more tests
done, but they also generated higher average costs for each imaging ex­
amination for chest radiography, obstetrical ultrasonography, and lum­
bar spine radiography. In combination, the higher frequency of exami­
nations and the higher cost per examination resulted in imaging charges
per episode that were 4.4 to 7.5 times higher for self-referring physicians
(Hillman B et al. 1992).

In a separate study that used similar methodologies, Hillman et al.
focused on diagnostic imaging in a Medicare population. In this analysis,
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they looked at differences in imaging use and charges for 10 clinical pre­
sentations. Across the 10 treatment categories they found that self-refer­
ral resulted in 1.7 to 7.7 times more imaging examinations, and that
charges were 1.6 to 6.2 times higher for self-referring physicians (Hillman
Bet al. 1992).

Jean Mitchell and Jonathan Sunshine considered the effects ofjoint­
venture ownership in radiation therapy facilities. They compared the
operations of joint-venture facilities and nonjoint-venture facilities in
Florida against comparable facilities elsewhere in the United States. They
found that joint-venture facilities completely avoid inner city and rural
areas. Where they do offer services,joint-venture operations provide rela­
tively more services to individuals who have well paying insurance cover­
age. The frequency and cost of treatments in joint-venture operations
were 40 to 60 percent higher in Florida than in the rest of the country.
The differences in frequency and cost of treatment could not be explained
by differences in hospital-provided radiation therapy or cancer rates in
Florida. Although radiation physicists in the joint-venture clinics pro­
vided more treatment and charged more, they also spent 18 percent less
time with each patient over the course of treatment than radiation physi­
cists who worked in freestanding clinics. Finally, mortality rates were not
reduced in the Floridajoint-venture facilities relative to the others with
which they had been compared (Mitchell and Sunshine 1992).

Because doctors who own a share in these various facilities apparently
behave so differently from those who do not, the prevalence of owner­
ship could be an important determinant in the overall costs generated in
various categories of services. Kusserow, in the ole report cited earlier,
estimated that 12 percent of the physicians who bill Medicare had owner­
ship interests in facilities to which they made referrals (Kusserow 1989).
Jean Mitchell and Elton Scott cite a 1990 AMA study that estimates that
about 8 percen t of responden ts on a survey of 4000 doctors indicated an
ownership interest in a facility to which they referred patients (Mitchell
and Scott Nov. 1992).

Mitchell and Scott also undertook a detailed study of physician owner­
ship in Florida that was more intensive than prior studies (for example,
see Mitchell and Sunshine 1992). They based their analysis on a mailed
questionnaire with a subsequent vigorous call-back effort to
nonrespondents and an effort to correct any information that was in­
complete or inconsistent. They ultimately received completed question­
naires from 82.4 percent of a potential 2669 facilities. They found that
more than three fourths of the ambulatory facilities and more than 90
percent of the diagnostic imaging centers were owned by referring physi­
cians. By comparison, 5 percent of the acute care hospitals and 12 per­
cent of nursing homes had physician owners. They estimated that at least
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40 percent of the physicians involved in direct patient care in Florida are
joint-venture owners in facilities to which they refer patients but in which
they do not practice (Mitchell and Scott 1992).

Focusing on the structure of ownership for medical facilities and the
incentives inherent in the way doctors are compensated would appear to
have significant potential for freeing resources that could be redeployed
to provide health services to those not receiving them now. This probably
would be more fruitful than expecting large windfall gains from adminis­
trative simplification of the health delivery system or from malpractice
reform. All avenues available to improve the efficiency of the American
health system should be pursued as far as feasible. In the long term, how­
ever, the prospect oflimitations on the general availability ofsome health
services that become unaffordable must be faced, and everyone who might
want these services may not enjoy free access.

The Philosophy of Limits

Ten years ago, Roger Evans undertook a detailed analysis of evolving health
care technology and the implications for resource allocation and ration­
ing decisions. In a two-part presentation of his analysis published in the
Journal of the American Medical Association, he suggested that few clinicians
had been faced with resource allocation or rationing decisions. Indeed,
he observed that many would argue such behavior represents a "conflict
of interest and is contrary to the Hippocratic oath" (Evans 1983). Put­
ting the resource allocation issue in the framework of the Hippocratic
oath provides an interesting perspective on the relative roles of various
players in the provision of health care.

In 1965, when Congress was considering the amendments to the So­
cial Security Act that eventually established Medicare and Medicaid, there
was grave concern about the government's intrusion into the doctor-pa­
tient relationship. The final legislation that established Medicare was
explicit-the government would not exercise "any supervision or control
over the practice of medicine or the manner in which medical services
are provided, or over the selection, tenure, or compensation of any of­
ficer or employee of any institution, agency, or person providing health
services" (Social Security Amendments, Section 1801).

As noted earlier, to fulfill its commitment, the government gave license
to doctors to carry out their Hippocratic oath and to bill the benefits
provided under Medicare back to the government on the basis of "rea­
sonable and customary" charges. Following the practice of Blue Cross,
hospitals were to be reimbursed on the basis of the cost of providing
services. Many employer-provided health insurance programs soon fol­
lowed suit in paying for services provided on the basis of cost, or provid-
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ing services for the reasonable and customary charges. To a large extent,
the whole of society was co-opted into taking the Hippocratic oath im­
plicitly in that everyone seemed willing to write the checks that paid for
services provided by doctors carrying out their explicit oaths. It is now
clear that the costs of some services are unaffordable under that arrange­
ment. The federal government has been attempting to limit its expenses
under Medicare and Medicaid for more than 10 years. State budgets are
at the point of breaking under Medicaid. Employers are scrambling to
get away from the financial burden of benefit programs.

If the federal and state governments and employers can begin to set
effective limits on the aggregate amount of resources made available to
the health sector, and if elimination of inefficiencies is not adequate to
meet everyone's health care "needs," then microallocation decisions will
still need to be made. This creates a direct conflict with what some people
believe to be a "widely accepted social norm that any expenditure is justi­
fied in preserving an individual life" (Blank 1988). Unlimited services
cannot be provided to all consumers at the micro level and be paid for
under limited budgets at the macro level. Any discussion that concerns
limitation of health services in any fashion has to incorporate the elderly,
because they consume a disproportionate amount of the total services
provided in relation to their relative numbers in the population.

Arthur Caplan has observed that "It is far easier to begin a moral dis­
cussion about the allocation of scarce resources, such as kidney dialysis
units, than to ask health practitioners and patients to live with the fact
that society has decided not to fund a sufficient number of machines to
treat all who are in need" (Caplan 1992). It appears that Caplan draws a
distinction between the concepts of macroallocation and microallocation
of resources that were discussed briefly at the outset of this chapter. In
the context of macroallocation, global budgets can be prescribed and
grand allocation formulas can be devised to distribute resources on de­
tailed, risk-related bases without looking a single patient in the eye. Be­
cause Caplan is the Director of Biomedical Ethics and a professor in the
departments of philosophy and surgery at the University of Minnesota,
he undoubtedly sees many of the difficult, real-life choices that doctors
often face in allocating facilities, time, and other resources among indi­
vidual patients.

Larry Churchill argues that philosophical medical ethics has been too
focused on the micro-oriented problems of dealing with individual treat­
ment situations and has largely ignored the macro issues ofjustice. If the
focus truly is on the individual, then to pour fantastic amounts of re­
sources into saving a single life is ajustifiable goal, without considering
the costs levied against society in pursuit of that goal. Part of the prob­
lem is that basic human impulses manufacture susceptibilities to malady.
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If a drowning person calls for help, there is a natural "urge to rescue." In
identifying with another person, humans tend to feel a moral obligation
to help in distress. Ironically, that same moral obligation need not apply
if the individual who wants help is part of a larger, amorphous mass that
collectively and perhaps continually needs aid (Churchill 1987). Churchill
offers an example of this conflicting sense of moral responsibility when
he points to former President Ronald Reagan's appeal to the public for a
liver to save a little girl from Accokeek, Maryland whom he had seen on
television. President Reagan then sent an Air Force jet to fly her and her
parents to Pittsburgh for a transplant operation at the same time that he
was cutting back basic programs for low-income mothers and children.
Unlike the transplant patient, these people were not individually recog­
nizable to the President. Churchill believes that in sorting out moral
obligations concepts of community welfare must be kept in mind. He
argues that religious doctrines of stewardship prohibit the allocation of
resources to extend one life at the great cost ofothers. Great sums should
not be spent to extend a life at the margin if others in society are de­
prived of decent, basic health care (Churchill 1987).

Daniel Callahan contends that Americans have come to see a longer
life as a basic right. The health care system has assumed a role of con­
queror over disease and extender oflife, but at a great cost. Callahan says
that in many cities, it is the hospital that is the newest and most techno­
logically equipped building with the schools among the oldest, forced to
get by with technologically outdated equipment. As this system has de­
veloped, we have lost sight of our finite characteristics, subject to aging,
decline, and death. Like Churchill, Callahan also argues that the focus
of the health delivery system must shift from the individual to the com­
munity. The basic principles behind this system should include a guaran­
teed minimal level of health care for everyone and firm limits on indi­
vidual demands for medical cures. In cases in which curative medicine
no longer can resolve maladies, according to Callahan, "caring medicine,"
which includes social, psychological, and palliative support for the afflicted,
should prevail (Callahan 1990).

Arthur Caplan also feels that the implementation oflimits (i.e., ration­
ing) on the delivery of health services represents a special subset of allo­
cation issues from a moral perspective. He offers the paradigm of a life­
boat. Rationing is needed when everyone on the lifeboat wants the food
and water that is insufficient to sustain the whole group. He argues that
the following conditions are prerequisites for rationing: a shortage of
life-supporting, life-sustaining resources; everyone wants whatever re­
sources are available; resources cannot be replenished; there are not
enough resources to supply everyone; and the amount of resources is too
small to sustain everyone. In applying the lifeboat metaphor to medical
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services, Caplan concludes that "rationing" ought to be limited to cases
where life-saving resources are truly scarce (e.g., supply of donor organs
for transplantation); where existing resources cannot be subdivided fur­
ther or stretched; where it is clear that these resources can save lives; and
where people want access to the resources. Unless these conditions are
met, Caplan concludes that rationing cannot be morallyjustified (Caplan
1992).

Paul Menzel has attempted to sort out the moral issues of allocation
among competing groups. He addresses the vital question of how to de­
velop principles and rules for directing limited resources to the young as
opposed to the elderly, to the severely ill as opposed to the not so severely
ill, toward illnesses that strike large numbers of people as opposed to
those that strike only few people. Menzel concludes that society's pri­
mary priority is not to focus strictly on life extension. In a situation where
young people who need services must compete with the elderly for the
same services, it is not fair to count only the lives saved in allocating re­
sources; it is better to count years oflife saved. Improving the quality of
older lives puts stronger claims on resources than mere life extension. In
analyzing the issues and surveying the work of other philosophers on
issues related to severity and numbers, Menzel unearths some compet­
ing, morally fundamental principles that leave the dilemma of how to
allocate limited resources unresolved (Menzel 1983) . In practical terms,
however, the budget dilemmas discussed earlier are forcing attention onto
the moral dilemmas. If these moral dilemmas cannot be eliminated, then
ways must be found to live with them and deal with them on an ongoing
basis.

The International Experience

Earlier analysis showed that the American experience with spending on
health care had been somewhat different than that of most major devel­
oped countries in the world. Not only do Americans spend more on
health care, but the rate of increase in these expenditures has exceeded
that of most other countries in the last 30 years. Despite a relatively high
rate of spending on health care, 89 percent of the general public in the
United States feels that the system needs fundamental change or needs
to be revamped completely. By comparison, 43 percent of Canadians, 48
percent of Germans, 52 percent ofFrench, 51 percent of Netherlanders,
and 53 percent ofJapanese feel the same way about their respective sys­
tems (Blendon et al. 1990).

One aspect of the general satisfaction with health systems relates to
the accessibility ofcare. Most major developed countries have constructed
health care systems that give access to everyone. In recent discussions on
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health care reform in the United States, considerable time has been spent
in figuring out how to provide universal access to a comprehensive pack­
age of benefits. Colleen Grogan points out that in other countries,
policymakers have spent little or no time on deciding what goes into the
universally available package of comprehensive benefits. In other coun­
tries, it is clear, however, that "comprehensive benefits does not mean
unlimited care" (Grogan 1992). Although other governments do not
define a specific package of benefits, they do control expenditures by
limiting the consumption of certain medical services.

In some instances, they do this by designating specific groups as being
ineligible for certain treatments. Henry Aaron and William Schwartz
point out, that, until the early 1980s, most people in Great Britain over
the ages of 55 or 60 who had chronic kidney failure were not offered
hemodialysis. When costs for dialysis came down, the treatment was of­
fered more frequently to the older population. Another way that other
countries limit expenditures is simply to not provide certain services, or
to limit their availability drastically. Again, Great Britain is a good ex­
ample in that many tertiary-care university hospitals have no computed
tomography scanner (Aaron and Schwartz 1990). In this case, the gov­
ernment can set limits on the procedures offered by fiat or by budget
controls at the provider level.

The Canadian health care system is made up of 12 separate provincial
or territorial plans financed largely through general revenues. Physicians'
charges are fixed through a negotiated fee process, and hospitals operate
on overall global budgets. Consumers can choose their own physicians
who are in private practice and who are paid on the basis of services pro­
vided. The doctors do not bill patients but are paid by the public health
plans. Most of Canada's hospitals are public community or university
hospitals, owned by voluntary corporations, religious organizations, or
local governments. Basic hospital fees are paid by the public system, al­
though private insurance can be used to pay for a private room during a
hospital stay. Hospitals develop separate budgets to cover operating and
capital expenditures. The operating budget establishes the overall limit
on resources available to the hospital but does not dictate the internal
allocation ofresources. The hospital administration and medical staffdo
that. Capital budgets are the mechanisms by which the provinces control
the capacity of the hospital system and the implementation of new tech­
nologies. The result is that the diffusion of expensive technologies is not
nearly as widespread as in the United States. For example, in 1989, Toronto
had one radiation treatment center compared to 13 in Boston. Similarly
the United States had eight times as many magnetic resonance imaging
units per million as Canada. The net result of the limitations on resources
in Canada is that there is considerable queuing for services, yet the Cana-
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dian people appear to be much happier with their system than Ameri­
cans are with theirs (Graig 1993).

In Germany, health services are financed through a network of ap­
proximately 1150 sickness funds. Everyone who earns less than a speci­
fied amount, approximately $41,000 in 1993 in former West Germany
and $30,000 in former East Germany, must belong to one of these funds.
Only about 1 percent of the population, all above the income limits, opt
out of the system. The system provides benefits that are among the most
comprehensive in the world, covering medical, dental, inpatient hospital
care, and prescription drugs, with no deductibles or minimum copayment
amounts. Physicians provide ambulatory care either through a regular
office setting or through a hospital in which they work. Office-based
physicians do not provide services once a patient enters a hospital, and
those physicians who work in a hospital do not provide outpatient ser­
vices. Doctors are paid by regional physician associations but must oper­
ate their practices on a fixed budget. Physician associations monitor the
volume of services provided by each doctor as a cost-control device. If
the volume of services exceeds the budgeted volume, then fee levels are
adjusted downward to bring actual expenditures back in line with the
budget. Physicians must accept the amount paid as payment in full for
the services rendered. At the hospital level, regulated hospital planning
coupled with per-diem rates and physician fees control overall budgets.
The payers and providers of services deal with each other as large organi­
zations that engage in collective bargaining to set rates. Germany had
one of the most impressive records among major developed countries on
controlling health cost growth during the 1980s, yet their system exhibits
scant evidence of rationing or widespread queuing, and their system gar­
ners almost universal support from the general public that it covers (Graig
1993).

In Japan, large companies can set up their own independent plans for
employees. Small- and mid-sized firms are covered by plans managed by
the government. Mutual aid associations provide coverage for govern­
ment workers and school workers, as well as for ship crews and day work­
ers. The National Health Insurance program covers everyone else, in­
cluding the self-employed, unemployed, and retirees. None of the plans
has a deductible, but all have copayments that were introduced in 1984
to stem the rate of growth in national health expenditures that had been
relatively high during the 1960s and 1970s. Employees insured under
employer plans pay 10 percent of covered costs, whereas their depen­
dents pay 20 percent of inpatient services and 20 percent of outpatient
services. Those covered under the National Health Insurance plan pay
30 percent of all costs. These copayments are limited to $400 per month
for most of those covered, or $200 per month for low-income individuals.
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The government sets targets for health spending growth based on the
growth in CDP. To control costs, it sets a uniform, nationwide fee sched­
ule for inpatient and outpatient services. Billing beyond the government
set prices is not allowed. The fee schedules are set by negotiation that
includes representation from health care providers, payers, and consum­
ers. Because no overall global budget exists or no limits have been set on
health care expenditures, some providers tend to increase the volume of
services as they game the system. Still, after fairly strong inflationary in­
creases in health costs during the 1960s and 1970s, Japan was able to
stabilize the growth in their health care outlays as a percent of CDP dur­
ing the 1980s, maintaining more widespread support from their popula­
tion than the United States has been able to maintain from its citizenry
(Craig 1993).

Facing the Moral-Economic Conflict

Daniel Callahan noted that health research investment and health care
costs correlate extremely closely. For example, he notes that between
1979 and 1987 costs in health research and development increased by
180 percent and national health costs rose by the same number (Callahan
1992). He concluded that evolving health technology is the culprit be­
hind much of the increasing health cost burden in the United States. He
is especially concerned about the prevalence of life-extending technolo­
gies that get more expensive because they keep health care consumers
around longer in an increasingly debilitated state of existence. He ar­
gues that much of the extension-of-life-at-all-costs philosophy ignores the
quality of life that is being extended.

The trade-offbetween the reasonable extension oflife and the residual
quality oflife most certainly is not a one-to-one relationship in many cases.
The person with end-stage renal kidney failure who undergoes
hemodialysis certainly does not enjoy the same quality of life after the
onset of illness and initiation of treatment as before. Yet, the relatively
normal functioning of patients who receive dialysis suggests that coexist­
ence between life and treatment regimen can be achieved to a tolerable
state that allows them to enjoy much that life has to offer and to contrib­
ute to their families and society in many ways. Egregious cases can occur
at the margin, however, especially when vast sums of resources are de­
voted to treatments and all parties already have conceded that those ex­
penditures will not overcome the hopelessness of the medical situation.
In some cases, the providers make the Herculean commitment; in oth­
ers, the patient's family refuses to let go of a dying loved one; finally, the
state often plays a role in committing resources to extending lives by forc­
ing continued treatment in cases where the medical professionals involved
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and the families involved already have agreed that nontechnological treat­
ment is the only humane way to proceed.

Burton Weisbrod has written an essay that examines the interrelation­
ship between the growth in health insurance in the United States and
evolving technology (Weisbrod 1991). He argues that the expansion of
health insurance, which, for many years, paid doctors and hospitals on
the basis of submitted charges, has encouraged the development of cost
increasing technologies, which, in turn, have increased the demand for
insurance.

Weisbrod observes that some technologies increase expected costs of
treatment for a given disease, whereas others may decrease it. Similarly,
some technologies increase the variance in the cost of treating a disease,
whereas others may decrease it. If a technology increases not only the
expected cost but also the variance in the cost of treating a disease, then
such a technology will increase the demand for insurance. If the technol­
ogy reduces both, it will tend to reduce the demand for insurance. He
views the spectacular growth in private and public health insurance since
the end of World War II as evidence that technologies have increased
both the cost and variance of treating diseases.

Weisbrod uses Lewis Thomas's three levels of technology in medicine
to develop this analysis (Thomas 1975). The first level is "nontechnology,"
which helps patients cope with diseases that are poorly understood or
that have no known cures. Nontechnology medicine is essentially the
equivalent of the "caring medicine" that Callahan advocates in hopeless
cases where no cure is available. Next is "halfway technology," which en­
compasses treatments that are not curative but that sustain life, although
they often produce some reduction in quality oflife. These technologies
include transplants, treatment of cancers, and the like. The third level is
"high technology," which includes truly preventive and curative proce­
dures that can be used because of the disease mechanism and ways to
treat it are well known. Nontechnologies and high technologies tend to
be relatively inexpensive to deliver; halfway technologies, however, can
be expensive.

Weisbrod reasons that the type of insurance available to consumers
affects the kinds of technologies developed in the health sector. He notes
that the historical pattern of providing coverage for new products and
procedures once they move beyond the "experimental" stage is particu­
larly important. If developers of technology believe that the potential
costs of delivering a future product or service will be paid by insurance
upon delivery, even though it might not be covered currently, it still is in
their best interests to invest in the technology. An insurance system that
tends to pay for almost any service once it is no longer experimental and
one that tends to pay for the costs incurred in the delivery of health ser-
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vices on a retrospective basis encourages the development ofhalfway tech­
nologies that extend life with no regard for cost. Weisbrod also contends
that the retrospective payment structure characteristic to health insur­
ance in the United States since the end of World War II has tended to
encourage the development of halfway technologies because no incen­
tive is given to providers to avoid expensive technologies, even if only
marginally effective.

In contrast, a prospective payment system encourages health care pro­
viders to seek out technologies that reduce costs, because prospective
payment gives providers a flat rate without regard to the actual costs in­
curred in delivery. Throwing expensive, unproven, or marginally benefi­
cial technology at a health problem significantly increases the likelihood
that the prospective payment will not cover the costs of treatment. Pro­
spective payment encourages the development of high technologies, but,
in its absence, more nontechnology care would be given than occurs un­
der a retrospective payment system.

If the United States were to move to a universal prospective payment
health delivery system, it would cast many health care providers into a
much different role than they are in today. To adopt such a system would
inevitably raise questions about the general availability of services and
whether or not providers were not reducing overall quantity and quality
of services to meet budget constraints. Alan Hillman has pointed out
that many HMOs already present doctors with a potential conflict of in­
terest because the level of care provided to a patient can directly affect
remuneration (Hillman A 1987). The same is true, however, when a doc­
tor bills an insurance company retrospectively on a fee-for-service basis.
In that case, the conflict of interest operates in the opposite direction. In
trying one more treatment, prescribing one more x-ray, or requesting
one more laboratory test, the doctor influences compensation directly. It
would seem that only doctors compensated on a direct-salary basis, with
no incentives for the economic performance of their employer, are truly
free of the conflict-of-interest situations discussed at length earlier. In
such cases, though, the employer undoubtedly would oversee the doctor's
use of resources in treating patients.

Some doctors have made it clear that they are troubled by having to
take an active role in the explicit allocation of health services among the
service population. Doctors of earlier generations, however, faced the
same dilemma of allocating scarce resources. Under the modern wide­
spread practice of reimbursement for "reasonable and customary" charges
for whatever services provided, many doctors no longer faced the earlier,
traditional need to limit services to individual patients. Even as Medicare
and Medicaid began to curtail reimbursement rates, it often was possible
to shift expenses that were not being reimbursed from patients who had
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public insurance or no insurance to patients covered by private insur-
ance. As employers have become increasingly aware of the extra burdens
that their plans have had to shoulder, they have moved to limit the extent
to which they become a dumping ground for costs that others refuse to
cover. Although some doctors may not want to participate in allocation

TABLE 8.11 Area Variations in Selected Medicare Procedures: Utilization Rates
Per Thousand Beneficiaries·

Number Coefficient
of of

Areas 5th 25th 50th 75th 95th Variation

Office visits
(per enrollee) 344 2.58 3.01 3.36 3.79 4.59 0.18

Hospital visits
(per enrollee) 344 1.57 2.15 2.59 3.16 3.95 0.27

Consultations 340 162.07 221.70 276.72 349.19 548.15 0.42

CT scans (head) 344 34.29 46.01 53.42 64.41 77.84 0.26
CT scans (other) 344 25.45 36.26 44.59 54.55 76.55 0.33
Arthrocentesis 344 7.42 18.81 28.15 41.53 72.83 0.64

Upper GI endoscopy 344 9.84 16.66 20.73 25.36 36.83 0.36
Colonoscopy 344 9.42 15.63 20.30 27.46 422.25 0.44
Electrocardiogram 344 448.96 603.69 708.37 841.34 1130.30 0.27

Coronary angiography 303 2.04 5.08 7.38 9.78 14.05 0.52
Cystoscopy 344 5.80 13.49 19.68 24.16 37.63 0.47
Transurethral resection

of the prostrate 312 11.19 15.96 19.62 22.94 31.40 0.30

Destruction of benign
lesions, facial 339 14.63 29.09 43.02 69.15 112.75 0.63

Destruction of benign
lesions, nonfacial 339 16.93 30.69 49.93 72.12 160.60 0.98

Carotid
endarterectomy 144 0.77 1.41 2.03 2.93 4.66 0.57

Cataract removal!
lens implant 316 6.36 15.76 22.23 29.33 41.02 0.46

Cholecystectomy 233 2.63 3.88 4.81 5.85 8.71 0.38
Modified radical

mastectomy 148 1.87 3.01 3.93 4.77 6.22 0.33

Breast biopsy
with excision 201 2.65 4.66 6.03 7.90 11.20 0.44

Total hip procedures 171 1.19 1.92 2.53 3.54 4.89 0.42

'Source: 1985 Part B Medicare Annual Data Beneficiary File as reported in Holahan J,
Berenson RA, Kachavos PG. Area Variations in Selected Medicare Procedures. Health Affairs.
Winter 1990; 169.
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decisions, the practical reality is that they no longer can avoid it. In many
cases they already are making explicit allocation decisions to limit the
services that they provide to some patients. And the general public may
be more comfortable with a physician in the role ofjudge than a politi­
cian.

A highly variable allocation of health services already exists for some
elderly people.John Holahan, Robert Berenson, and Peter Kachavos have
analyzed area variations in the provision of 20 different medical proce­
dures to Medicare beneficiaries who received fee-for-service benefits in
1985 (Holahan et al. 1990). In developing their analysis, they used a five
percent sample of beneficiaries and aggregated them into groups by
metropolitan statistical area (MSA) for each MSA in the United States
and for non-MSA parts of each state except for Rhode Island and New
Jersey. This gave them 344 potential areas to compare procedures that
were fairly common. Some procedures were not provided frequently
enough in some areas with smaller populations to give statistically reli­
able estimates of the actual treatment patterns for that whole population.
In these cases, the analysis focused only on treatment patterns in areas
that produced enough observations to support the analysis.

The gross results of their analysis are presented in Table 8.11, which
reveals wide variation in the utilization rates for most procedures included
in the study. The authors found several factors to be statistically signifi­
cant in explaining these variations. For example, they found that the
prevalence ofspecialists in a geographical area increased utilization rates.
Their major conclusion, however, was that much of the variation in treat­
ment patterns could not be accounted for by the individual characteris­
tics of the area populations, the service providers, or other criteria that
had been measured. It is possible that the practice of medicine tends to
take on a local pattern as doctors in any given locale adopt treatment
regimens similar to those used around them or with which they are al­
ready familiar. The common practice in one area might differ signifi­
cantly from those in other areas. The overall variations in the provision
of health services under Medicare may be attributed largely to common
practice variations of physicians across localities. This suggests that more
widespread dissemination of information regarding effective treatment
regimens might result in more consistent and appropriate treatment pat­
terns across the country.

One specific finding in this study that relates to the elderly does not
follow from the data in Table 8.11. In their analysis, the authors found
that "The seventy-five and over population is less likely to have CT scans,
both of the head and the rest of the body, and less likely to have upper GI
endoscopies, coronary angiographies, transurethral resections of the pros­
tate, and cataract removal with lens implants. It appears that some proce-
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