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How did the Bra7.ilians do it? One key factor was a new program known as 
Bnlsa Familia (family grant). This program-modeled on a similar program in 
Mexico, but carried out on an even larger scale-offers what are known as "condi
tional cash transfers": payments that are available to poor families provided they 
meet certain requirements designed to help break the cycle of poverty. In particu
lar, to get their allowances, families must keep their chiklrcn in school and go for 
regular medical checkups, and mothers must attend workshops on subjects such 
as nutrition and disease prevention. The payments go to women rather than men 
because they are the most likely to spend the money on their families. 

As of 2010, Balsa Familia covered 50 million Brazilians, a quarter of the 
population. The payments don't sound like much by U.S. standards: a monthly 
stipend of about $'13 to poor families for each child age 15 or younger attend
ing school, slightly higher payments for older children still in school, and a 
basic benefit of about $40 for families in extreme poverty. But Brazil's poor 
are very pom- indeed, and these sums were enough to make a huge difference 
in their incomes. 

The success of Bolsa Familia has led lo Lht~ eslablishment of similar programs 
in many countries, including the United States: a small pilot program along simi
lar lines has been established in New York Cily. 

1. Explain how the negative income tax avoids the disincentive to work that characterizes 
poverty programs that simply give benefits based on low income. 

2. According to Table 18-4, what effect does the U.S. welfare state have on the overall 
poverty rate? On the poverty rate for those aged 65 and over? 

Solutions appear at back at beak 

" Means-tested programs are 
designed to reduce poverty, but 
non-means-tested programs do 
so as well. Programs are classified 
according to whether they provide 
monetary or in-kind benefits. 

.. "Welfare," now known as TANF, is 
far less generous today than a gen· 
eration ago due to concerns about 
its effect on incentives to work 
and family breakup. The negative 
income tax addresses these con· 
cerns: it supplements the incomes 
of only low-income working families. 

"' Social Security, the largest pro
gram in the U.S. welfare state, is 
a non·means·tested program that 
provides retirement income for the 
elderly. It provides a significant 
share of the income of most elderly 
Americans. Unemployment in sur· 
ance is also a key social insurance 
program that is not means·tested. 

Overall, the American welfare state 
is redistributive. It increases the 
share of income going to the poor· 
est So% while reducing the share 
going to the richest 20%. 

orrncs 
Who Paid for U.S. 

!'!GIJI'H: 18-5 Health Care in 2009? 

large part of the welfare state, in both the united States 
and other wealthy countries, is devoted to paying for 
health care. In most wealthy countries, the government 

pays between 7CY1n and 80% of all medkal costs. The private 
sector plays a larger role in the U.S. health care system. Yet 
even in America the government pays almost half of all health 
care costs; furthermore, it indirectly subsidizes private health 
insurance through the federal tax code. 

Figure 18-5 shows who paid for U.S. health care in 2009. 
Only 13% of health care consumption spending (that is, all 
spending on health care except investment in health care 
buildings and facilities) was expenses "out of pocket"--that 
is. paid directly by individuals. Most health care spending, 
72%, was paid for by some kind of insurance. Of this 72%, 
considerably less than half was private insurance; the rest was 
some kind of government insurance, mainlv Medicare and 
Medicaid. To understand why, we need to exa·;11ine the special 
economics of health care. 

The Need for Health Insurance 
In 2009, U.S. personal health care expenses were $8,086 per 
person-17.6% of gross domestic product. This did not, how
ever, mean that the typical American spent more than $R,OOO 

In the United States in 2009, insurance paid for 
72% of health care consumption costs: the sum 
of 34% (private insurance), 22% (Medicare), and 
16% (Medicaid). The percentage paid for by private 
insurance, 340/o, was a uniquely high number among 
advanced countries. Even so, substantially more U.S. 
health care was paid for by Medicare, Medicaid, and 
other government programs than by other means. 
Source: Department of Health and Human Services Centers lor 
Medicare and Medicaid Services. 
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Under private health insurance, 
each member of a large pool of 
individuals pays a fixed amount 
annually to a private company !hat 
agrees to pay most of the medical 
expenses of the pool's members. 

on medical treatment. In fact, in any given year ha\f the population incurs only 
minor m etlical cxpt,nses. But a small percentage of the population faces huge 
m edical bills. with 10% of the population typically m:counting for a lmost two
thirds of medical costs. 

Is it possiblt' to predict who w ill have h igh med ical costs? To a limi ted extent, 
yes: there a 1·e broad patterns to il lness. Fur example, the elderly are more likely to 
need expensive surgery and/or drugs than the young. But the fact is that anyone 
can suddenly find himself or her·self needi ng very expensive medical treatmen t, 
costing many thousands of dollars in a very shor t time- far beyond what most 
families can easily afford. Yet nobody wants to be unable to afford such treatmen t 
if it becom es necessary. 

Private Health Insurance Market economies have a n answer 10 !his problem : 
health insw·ance. Under private health Insurance, t.~at·h member of a large 
pool of individuals agrees to pay a fixed amount annually (call ed a premium) in to 
a common fu nd that is managed by a private company, which then pays most of 
the medica l expens<:'s of the pool's members. Although members must pay fees 
even in years in which they don't have large medical expenses, they b enefit from 
the reduction in risk: if they do turn out to have high m edical costs, the pool wi ll 
take care of those expenses. 

Thet·e are, however, inh erent problems with the market fur private health 
insurance. These p roblems arise from the fact that medical expenses, 
although basically unpredictable, aren 't completely un predic table. That is , 
people often have some idea whether or no t they are li kely to fa ce la rge medi
cal bills ove r the n ext few year s. This creates a serious prohlem for private 
h ealth in s ura nce companies. 

Supp()se that an insurance company offers a "one-size-fits-all " health care 
policy, under which customers pay an annual premium equal to the average 
American's a nnual medical expenses, plus a bit more to cover the company's oper
a ting expenses and a normal rate of profit. In return, th e insurance company pays 
the policyholder's mt:d ical bills, whatever t.hey arc. 

If all potential customers had an equal risk of incurring high medical expenses 
for the year, this might he a workable business proposition. In reali ty, however, 
people often have ver_y different risks of facing high medical expenses- and, cru
cially, they often know this ahead of time. This reality would quickly undermine any 
attempt by an insurance company to offer one-size-fils-all health in surance. The 
policy would he a bad d eal for healthy people, who don't face a significant risk of 
high medical bills: ()n average, th ey would pay m uch more in insurance prem iums 
than the cost of their actual medical bills. But it would be a very good deal for people 
with chronic, costly conditions, who would on average pay less in premiu ms than 
the cost o f their care. 

As a r esult, some hc.althy people are likely to takt: their chances and go with
out insurance. This would make the insurance company's average customer less 
healthy than the average America n . This raises the medical bills the company will 
have to pay and 1·aist:s the company's costs pe r customer. That is, the insur.:1nct: 
company would face! a problem called adverse selection, wh ich is discussed in 
detail in Chapter 20 . Because of adverse selection, a company that ()fft,r s hea lth 
insurance to everyone at a price reflecting average medical costs of the general 
population, and that gives p eople the freedom to decline coverage, would fi nd 
itsdf losing a lot of money. 

The insurance company could respond by charging more-raising its premium 
to reflect the higher-than-averagt: medical bills of its customers. But this would 
drive off even more healthy people. leaving the company with an even sicker, higher
cost clientele, forcing it lu raise the premium even more, driving off even mure 
healthy people, and so on. This phenomenon is known as the adverse selectinrt deatlz 
spiral, which ultimately leads the health insurance company to fail. 
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- FOR INQ UIRIN G MINDS r 
A CALIFORNIA DEATH SPIRAL 

At the beginning of 2006, 116,000 work
ers at more than 6,000 California small 
businesses received health coverage 
from PacAdvantage, a "purchasing pool" 
that offered employees at member busi
nesses a choice of insurance plans. The 
idea behind PacAdvantage, which was 
founded in 1992, was that by banding 
together, small businesses could get bet
ter deals on employee health insurance. 

But only a few months later, in August 
2006, PacAdvantage announced that 

i t was c losing up shop because it 
could no longer find insurance 
companies willing to offer plans to 
its members. 

What happened? It was the adverse 
selection death spiral. PacAdvantage 
offered the same policies to everyone, 
regardless of their p rior health his
tory. But employees didn't have to get 
insurance from PacAdvantage-they 
were free, if they chose, to opt out 
and buy insurance on their own. And 

sure enough, healthy workers started 
to f ind that they could get lower rates 
by buying insurance directly for them
selves, even though that meant giving 
up the advantages of bulk purchasing. 
As a result, Pac Advan tage began to 
lose healthy clients, leaving behind an 
·Increasing ly sick-and expensive-pool 
of customers. Premiums had to go up, 
d riving out even more healthy workers, 
and eventually the whole plan had to 
shut down. 

This de.scr·iption of the problems \·dth health insurance might lead you 
to believe that private health insur ance can'L work . In fac t, however, most 
America ns Jo have priva le health insurance. In surance companies a re able, to 
sorne extent, ro overcome the problem of adverse selection two ways: by care
fully screening people who apply for coverage and through employment-based 
health in surance. With screening (which we'll learn more about in Chapter 19). 
people who an~ likely to have high medica l expenses arc charged higher-than 
average premiums-or in many cases, refusing to cover Lhem at al L The next 
section explains how employment-bast:d health insurance, a unique feature of 
the American workplace, also allows priva te health insurance to work . 

Employment-Based Health Insurance For the most part. however, insur
a nce companies overcome adver·se selection by selling insurance indirectly, to 
peoples' employers rather than to individuals. The big advantage of employment
based health insurance-insu rance that a company provides to its employees- is 
that these employees ar·e l ikely to contain a represen tative mix of healthy and 
less h ealthy people, rather than a selected group of people who want insu r
anct: because they expect to pay high medical bills. This is especia lly true if t he 
employer is a la rge company with thousands or tens of thousands of workers. 
Employers require their employees to participate in Lhe company health insu r
ance p lan because a llowing employees t.o opt out. (which healthier ones wil l be 
tempted to do) r a ises the cost of providi ng insurance for everyone else. 

There's ano ther reason employment·based insu rance is widespread in the 
United States: it gets special, favorable tax trea tment. Workers pay taxes on their 
paychecks, but workers who receive ht~a lth insurance from their employers don't 
pay taxes on the value of t.ht~ benefit. So employmenl·based health insurance is, 
in effect, subsidized by the U.S. tax system. Economis ts estimate the value of this 
w bs iJy at about $150 billion each year. 

Tn spite of this subsidy, however, many wor·king Amer icans don't receive 
emplo)'ment-hased health insurance. Those who aren't covered include most older 
Americans, because relatively few employers offer workers insurance that continues 
after they retire; the many "1-vor·kers whose employers don't. uf[er coverage (especially 
part-time workers); and the unemployed. 

Government Health Insurance 
Table 18-6 shows the breakdown of health ins urance coverage across the lJ .S. 
population in 2010. A majority of Americans, alm ost 170 million people, receive<.! 
health insurance through their employers. The majori ty of those who didn't have 
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TABlf. 18·6 Number of Americans Covered 
by Health lnsurance, 2010 (thousands) 

private ·insu rance were covered by two government programs, 
Medicare and Medicaid. (The numbers don't add up because 
some people have mo1·e than one form of coverage. Fo r exam
ple, m any recipients of Medicare also have supplemental cover
age either through Medicaid or private policies.) 

Covered by private health Insurance 

Employment-based 

Direct purchase 

Covered by government 

Medicaid 

Medicare 

Military health ca re 

Not covered 

Source: U.S. Census Bureau. 

195,874 

169,264 

30,147 

95,003 

48,580 

44,327 

12,848 

49,904 

Medicare, financed by payroll taxes, is available to all 
Americans 6S and older, regardless of their income and wealth . 
Tt hegan in 1966 as a program to cover the cost of hospi tali za
tion but has since been expanded to cover a number of other 
med ical expenst:.s. You can get a n icka of how much difference 
Medicare m akes to the fin ances of elderly Americans by com
paring the median income per person of Americans 65 and 
older- $18.819- w ith average annual Medicare payments per 
recipient, wh ich were more than $11 ,000 in 2010. As with health 

care spending in general, however, the average can be misleading: in a given year, 
aboul 7% of Medicare recipients account for 50% of the costs. 

At the beginn ing of 2006. lherc was a major expansion of 
Med icare. this time to cover the cost of prescription drugs. 
At the time Medicare was created, dr ugs p layed a rela tively 
minor role in meJkine and were rarely a m ajor expense for 
pa tients. Today, however, many health problems, especially 
among the dderly, are treated with expensive drugs that must 
he taken for years on end, placing severe strains on some peo
p](''s finances. As a r esult:, a new Medicare p rogram, known as 
Part D, was created to help pay these expenses. 

Medicare pays 6o% of the cost of hip and knee replacement 
surgery for ser1iors, which com es to more than Ss billion annually. 

Unlike Medicare, Medicaid is a means-tested program, 
paid fur wi th fe deral and state government revenues. There's 
no simple way to summarize th e criteria for d igibility 
because it is par tly paid for by state governments and each 
stak sets its own rules. Of the 48 million Americans covered 
by Medicaid in 2009, 25 million were children under 18 and 
many of the r est were parems uf children u nder 18. Most 

of the cost of Medicaid, however, is accounted for by a small number o f older 
Americans, especially th ose needing long-term care. 

M.ore than 12 million Americans receive health insurance as a con
sequence of military servict~. Unlike Medicare and Medicaid, w hich pay 
medical bills but don't d eliver health care d irectly. th e Vet erans Health 
Adm inistration , which has more than 8 mill io n clit~ nts , runs hosp itals a nd 
dinics around the countr_y. 

Th~ U.S. health care system , then, offers a mix of private insu ra nce. mainly 
from employers, and public insurance of various forms. Most Americans have 
h ealth insurance either· from private insurance companies or through various 
forms of government insurance. However. in 2010 almost 50 mill ion people in 
America, 16.3% of the population, had no health insura nce at al l. "What accounts 
fur the uninsured, and how much does the problem of the uninsured matter? 

The Problem of the Uninsured 
The Kaiser Family Foundation, a n independent nonpartisan group that studies 
health care issues, offers a succinct summary of "vho is uninsured in America: 
"The uninsured are la rgely low-income adult workers for whom coverage is unaf
fordabll' or unavailable." Tht' reason the uninsured a re primar ily adults i s that 
Medicaid, supplemented by SCHIP (which provides health care for ch ildren in 
families that ar·e above the poverty threshold but still have relatively low income), 
covers many, though not all. low-income children but is much less likely to pro
vide coverage to adults, especially if they do not have children. 
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Low-income worker s tend to be uninsu red for two reason s: they ar e less 
likely than workers ·with h igh er income to have jobs that provide hea lth insur
ance benefi ts, and they are less likdy to be able to a fford to direc tly p urchase 
heal th insura nce themseh·es. Fi nally. insurann.~ companies frequencly r efuse 
to cover people , rega rdless of their income, if t hey have a preexisting medica l 
condi tion or something in their med ica l history suggesting tha t. they a re li kely 
to need expensive medical t reatment at some future da te. As a re.c;ult, a si.gni fi
cani numb er o f Americans w ith inco mes that m ost would conside1· middle class 
cannot get insurance. 

It's impor tant to n::a lize that lack of insu rance is n ul synonymous with pov
erty. Most peo ple in Amer ica without health insurance have incomes above the 
poverty th resh old, a nd 35% o f the u ninsured h ave incomes m ore than l'l.vice 
the poverty threshold . We should a lso note that some of the uninsured a n: 
relative ly healthy people w ho could a fford in surance but prefer to save money 
and ta ke th eir chances . a lthough the re is dispute abou t how la r·ge the g roup 
of voluntarily u ninsured is. 

Like poverty, lack o f health insu rance has ser ious conseq uences, both medical 
and financial. On the med ical side, the tminsured frequently have limited access 
to hea llh care. Panel (a) of Figu re 18-6 shows one summary of comm on p roblems 
associa ted with access to car e, all of wh ich are much worse for the uni nsured 
than for the insured . On the monetary side , those who are uninsured often face 
serio us financial problems when illness s tr ikes. Panel (b) shows a su m mary of 
the ma in financia l problems associa ted with medical can::, all of wh ich are much 
worse for those without hea lth insu rance. 

~r r.;urtE 18-6 The Consequences of Being Uninsured 
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(a) Barriers to Receiving Health Care, 2009 (b) The Finandal Burden of Paying Medical Bills, 2010 

No regular 
source of care 

Postponed seeking 
care because of cost 

Needed care but 
did not get it 

due to cost 

Could not afford to 
fill a prescription 

0 10 20 30 40 50 60% 
Percent 

Contacted by 
collection agency 

about medical bills 

Used up all or most 
of savings to pay 

medical bills 

Unable to pay for 
necessities due 
to medical bills 

20 30 40% 

Percent 

• Unin5ured . Insured 

-~-....... -_. .... ..,._ . .,, __ ..,. ... ____ ~~---···~--... -------..... -~-·······---~-· ... ~ · ----.. ----~~---·---··--------

As panel (a) shows, the uninsured face significantly 
greater b arriers to receiving health care than the 
insured. C ompared to the insured, a much higher 

proportion of the uninsured needed care but either 
did not rece1ve it or postponed it. Panel (b) illustrates 

the heavy financ ial consequences of being uninsured. 
C ompared to the insure d, a much higher proportion 
of the uninsured had problems payng a medical bill. 
Source: The Henry J Kaiser Family Foundat ioo. The 
Uninsured; A Primer. 
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A single-payer system is a health 

care system in which the government 
is the princtpal payer of medical bills 

funded through taxes. 

Health Care in Other Countries 
Health care is one area in whh.:h the United States is very different from other 
wealthy countries, induding both European nation s and Canada. In fact. we're 
di stinctive in three wavs. First, we relv much more on private heallh insuranc e 
th an any other wealthy-country. Seco nd , we spend much more on health care per 
person. Third, we're the only wealthy nation in whit:h large numbers of people 
lack h~lth insur·ance. 

Table 18-7 compares the l.inited States with three other wealthy wuntries: 
Canada, France, and BriL;.1in. The United States is the only one of Lhe four 

rM:~u 18·7 Health Care Systems in Advanced Countries 
(2009 data unless indicated) 

countries that relies on private 
health insurance to cover most 
p eople; as a r·esult, it 's the on ly 
one in which private spend
ing on health care is (sli ghtly) 
larger than public spending on 
health car·e. 

United States 

Canada 

France 

Britain 

Government 
share of 

health care 
spending 

47.7Q,U 

70.6 

77.9 

84.1 

Health care 
spending per 
capita (US$, 
purchasing 

power parity) 

$7,960 

4,363 

3,978 

3.487 

Life 
expectancy 

(total 
population at 
birth, years) 

78.2 

80.7(1) 

81.5(J) 

80.4 

Infant 
mOftality 

(deaths per 
1,000 live 

births) 

4.6 

So11rce: OECD. 2008 data except: (1) 2007 data; (2) 2008 data: (3) 2010 data. 

Canada has a single-payer 
system: a health care system 
in which the government acts 
as the principal payer of medi
cal bills funded through taxes. 
For comparison, Medicare is 
essentially a single-payer sys· 
tern for older Americans- and 

the Canadian system is, in fact, called Medicare. The British system is like the 
American Veterans Health Administration, extended lo everyone: a government 
agency, the British National Health Sen:ice, employs health care workers and 
r uns h ospita ls and clinics that are available free of cha rge to the public. France is 
somewhere in bet 'l.veen rhe Canadian and British systems . In France, the govt~rn
ment acts as a si ngle-payer, providing health insura nce to everyone, and French 
citizens can receive treatment f rum private doc tors and hospitals; but they also 
have t.he choice of receiving care from a sizable health care system run directly 
by th e French government. 

All three non-U.S. systems provide health insu ranL:e lo all their citi7..ens; the 
United States does not. Yet. all th ree spend much less on health care per person 
than we do. Many Americans assume this must mean that foreign hea lth care 
is inferior in quality. But many hea lth care experts disagree wi th the daim that 
the health care systems of other wealthy countries deliver poor-quality care. As 
they point out, Britain, Canada, and Franc~ generally match or exceed the United 
Stales in terms of many m easures of health car e provision, such as the number of 
doctors, nurses, and hospital beds per 100,000 people. IL's true tha t U.S. medical 
care includes more advanced technology in sumt· areas and many rnor·e expensive 
surgical procedures. U.S. patients also haw shorter waiting times for elective 
surgery than patients in Canada or Britain. France, however, also has VCJ1' short 
waiting limes. 

Surve,vs of patients seem lo suggest that there are no sig nifit:an l di frcrences 
in the quality of care received by patients in Cana<.la, Europe, and the United 
States. And as Table 18-7 shows, the United States does considerably worse than 
oth er advanced countries in terms of basic measures such as life expet:Lancy and 
inf-ant mortality, a lthough our poor performance on these measures may have 
causes other than the quality of medical care- notably o ur relatively high levels 
of poverty and income inequality. 

So why docs the United State s spend so much more on health care than 
other wealthy countries? Some of the disparity is the result of high er doctors' 
salaries, but most studies sugges t that this is a secondary factor. One possibility 
is that Americans ar·e get ting better care than their counterparts abroad. hut in 
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CHAPTER 18 THE ECONOM ICS O F THE WELFARE STATE 

ways that don 't show up in either surveys of patient experiences or statist ics on 
health perfon11ance. 

However, the most likely explanation is that the U.S. systt:m suffers from seri
ous inefficiencies that other countries manage to avoid . Critics of the u.S. system 
emphasize the fact that our system's rdi<mce on prival.c insurance companies, which 
expend resources on such activities as marketing and trying to identify and weed ou t 
high-risk patient<>, leads to high operating cost.'>. On average, the operating cos ts of 
private health insurers eat up 14% of the premiums dicnts pay, leaving only 86% to 
spend on providing health ca re. By contrast, Medicare spends only 3% of its funds 
on operating cost.'>, leaving 97% to spend on hea'lt.h care. A study by the McKinsey 
Global Institute found that the united States spend'> ahnost six times as much per 
per·son on health care admini~tral.ion as other \Walthy countries. Americans also 
pay higher prices for prescription dmgs bt~cause in other countries government 
agencies bargain with pharmaceutical companies to get lower drug prices. 

The 2010 Health Care Reform 
However one rates the past performance of th e U.S. health care system, by 2009 
it was d early in trouble. nu'· root of the problem was the rising cost of health 
insurance, both private and public. 

An immediate problem is that the cost of private insurance has been ris
i ng much faster than incomes. From 1999 to 2009 the average premiums for 
employment-based health insurance more than doubled, but the wages of the 
aver-age worker· rose only 35%. By 2009. the average cost of insurance for a fam
ily of four was almost $14,000. 

As a result of these r ising costs, employment-based health insurance, the cen
terpien: of the sy~tcm for Americans under 65. is in declim·. Figur·e 18-7 shows 
selected changes in the insurance status of Americans betw een 2000 and 2009. 
Over that period, while the tot<\1 population rose by 25 million. the number of 
people with employment-based health insurance declined by almost 10 million. 
Despite the expansion of Medicaid by 18 mi Ilion people, by 2009 12 million p eople 
joined the ranks of tht• uninsured. 

At the same time. as private health insurance is faltering and the ranks of 
the uninsured increase, public hea lth insurance is coming under increasing 
financial strain. Partly this is because Medicaid and other government programs 
now cover more people than in the past. Mainl:v. however, it is because tht· cost 
per heneficiary of govermnenl health insurance, like the cost per beneficiary of 
private insurance, has been rising rapidly. 

n c,un t:: 18-7 Changes in Health Insurance Status, 2000-2009 

Since 2000, the U.S. population has grown substantially, 
but the number of people w ith employment-based health 
insurance has actually declined. Growth in public health 
insurance, mainly Medicaid, made up part of the differ
ence. There has also, however, been an increase in the 
number of uninsured. 
Source: U.S. Census Bureau . 
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520 PART 8 M I CROECONOMICS AND PUBLIC POLICY 

I'!Gl.lf~f 18·8 Rising Health Care Costs 

U.S. health care spending as a percentage of GOP, a mea
sure of total income, has tripled since t 965. Similar trends 
can be seen in other countries. Most analysts believe that 
the main force behind this trend is medical progress: we 
spend more on health care because more medical problems 
are treatable. 
Sowce: Department of Health and Human Services Centers for 
Medicare and Medica•d Services. 

Health care 
expenditure 

(percent of GDP) 
20"/o 

15 

10 

5 

~\:) $:)\:) $:)~ 
'\.0) ~ "'(;$ 

Year 

What's behind these rising costs? Figure 18-8 shows overall U.S. spending on 
health care a<; a percentage of GDP, a measure of the nation's total inoome, since the 
1960s. A.~ you can see, health spending has tripled as a share of income since 196'); 
this increase in spending explains why health insurance has become more expensiv<.\ 
Similar trends can be obser·ved in other countries. 

Why is health spend ing rising? TI1e consensu s of health experts is that it's a 
result of medical progress. As medical science pr·ogresses, conditions that could 
not be treated in the past become treatable- but often only at great expense. Both 
private insurers and government program s feel compelled to cover the new proce
dures-hut this means higher costs, which either have to be passed on in the form 
of higher insurance premiums or requir·e I a rgcr commitments of taxpayer funds. 

l11c: combination of a rising number of uninsured and rising cos ts has kd 
to many calls for health care reform in the United States. And in 2010 Congress 
passed comprehensive health care reform legislation. officially known as the 
Pa tient Protection and Affordable Care Act (PPACA), or ACA for short. 

ACA. which won't take full effect unHI2014. i.s the largest expansion of the American 
welfare state since the <.Teation of Medicare and Medicaid in 1965. It has two major 
oqjectives: coveri ng the uninsured and cost control. Lds look at each in turn. 

Covering the Uninsured On the coverage side, the ACA closely foll ows a model 
that has already heen tested in Massachusetts, which intnxluced a very similar 
plan-under Republican then-governor and subse quent presidential hopeful Mitt 
Rumney- in 2006. To understand the logic of both the Massachusetts plan and 
ACA, consider the problem fuc·ing one major (.;ategory of uninsured Americans: 
the many people who seek coverage il1 tht' individua l insurance market but are 
turned down be1.~ause they have preexisting medical conditions, which insurance 
companies fear could lead to large future expenses. (Insura nce companies have 
been known to deny covt,rage for even minor ailments, like allergies or a rash you 
had in college.) How can insurance be made avai lable to such people? 

One a nswer would be regulations requiring that insurance companies offer 
the same polici es to everyone, regardless of m edica l history- a rule known as 
"community rating." In fact, anum her of s tates have such a rule. But community 
rat ing tends to lead to an adverse selection death spira l: Healthy individuals don'L 
huy insurance until or unless they get sick, and because only people wi th health 
problems are gettin g coverage, insurance hecomcs very expensive. 

To make community rating work, it's necessary to supplement it with other 
pol icies. Both the Massachusdts refor·m and ACA add two key features. first is 
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CHAPTER 18 TH E ECON O M IC S OF THE WELFA R E STATE 

the requirement that everyone purchase h ealth insurance-knmvn as the individ
ual mandate. This prevents an adverse selection deat.h spiral. Second, government 
subsidies m ake the required insurance affordable for lower- and lower-middle 
in come families. 

It's imporlant to r eal iz~: that th is system is 1 ike a three-leggt·d stool : all three 
components must be present in o rder for it to work. Take away community rating, 
and those ·with preexisting conditions won't get coverage. Take away the individu
al mandate. a nd community rating w ill produce an adverse selection death spiral. 
And you can't require that people buy insur·ance without providing subsidies 10 

th ose with lower incomes. 
Will this arrangement, once fully imp leme nted, succeed in covering more 

or less everyone? The Massachusetts precedent is encouraging m1 that front: by 
2010. more than 98% o f the slate's resilknts had hea lth insurance and virtually 
all children were covered . Since the ACA is very similar in structure, it ough t to 
p roduce similar r esults. 

Cost Control But will ACA t:on trol costs? In i tself. the expan sion of coverage 
will raise health care spending, although not by as muc h as you might think. 
The uninsured an: by a n d large rela tively youn g, a nd the young have relatively 
low health care costs. (The e lderly are al ready covered h.Y Medicare.) The ques
tio n is wh ether the reform can suc.x:eed in "bending the curve": r educing the 
rate of growth of hea lth costs over t ime. 

ACA's promise to control cos ts starts f rom the premise that the U.S. medical 
sys tem, a~ cunently constitutt'd, has skewed ·iwxntives that waste resources. 
Because m ost cm·e is paid for by insurance, neithe1· doctors nor patients have an 
incentive to worry about costs . In fat:L, becaust: h ealt h care providers are gener
ally paid for each procedure they p erform, there's a financial incentive to provide 
additjonal care- d o more tests and, in some cases, perform mort• operations
even when there are li ttle or no medical benefits . 

Th e b ill attemp ts to corn:ct these skewed in centives in a variety of wa ys. 
from stricte r oversight of reimbursements , to linking pay ments to a p roce
dur e's medica l va lue , to p aying h ealth car t: pr oviders for improved h ea lth 
outcomes rather th an the numb er· of procedu res, a nd by limi ting the tax 
dedu ctibili ty of employm ent-based plans. Even supporte rs of the reform 
admit that nobody knows how well a n y one of these measures w ill work, but 
they point out that ACA incorporates virtually every idea for cos t control that 
h as bt-t·n propost~d by heal th care econ omists and that some of these ideas 
are li kely to b e h ighly succes sful. Or they wi ll b e successful if the r eform 
ever goes fully into effec t. 

WHAT MEDICAID DOES 

D o sodal insurance programs adually help their beneficiaries? 
The a n swer isn't a lways as obvious as you might think. Take 

the example of Medicaid, which provides health insumnce to low
incom e Americans . Some skeptics about the program's effectiven ess 
have argu ed that in the absence of Medicaid, tht~ poor would still fi nd 
ways to g et essentia l healt h care, and that there is no d ear eviden ce 
that receiving Medicaid actually leads to better health. 

521 

Testin g such assertion s i s tricky. You can't just compa re people 
who are on Medicaid with people who aren't , since th e program's 
be nefi.ciaries differ in ma ny ways from those wl10 are n't on the 
program. And we d on't normally get to do controlled experiments 
in which other wise comparable g roups r·eceive differ ent govern
m ent benefits . 

Medicaid has been shown to make a big difference i o the 
well-being of recipients. 
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"' Health insurance satisfies an impor
tant need because expensive medica I 
treatment is un affordable for most 
families. Private health insurance 
has an inherent problem: the adverse 
selection death spiral. Screening by 
insurance companies reduces the 
problem, and employment-based 
health insurance, the way most 
Americans are covered, avoids it 
altogether. 

·i' The majority of Americans not 
covered by private insurance are 
covered by Medicare, which is non

means-tested single-payer system 
for those over 65, and Medicaid, 
which is available based on income. 

'" Compared to other wealthy coun
tries, the United States depends ~· 
more heavily on private health insur- i• 

ance, has higher health care spend
ing per person. higher administrative ~ 

Once in a while. however, events provide the e4uivalent of a con
trolled experiment- and that's what happened with Medicaid. In 2008. the 
state of Oregon- ·which had sharply curtailed ils Medica id program because 
it lacked suffici enL funds- found itself with cnough money to put some 
but not all deserving recipients back on the program. To allocate the limited 
number of s lots, the state used a lot tery. And there you had it: in effect, a 
controlled experiment., in which resca rchers cou ld compar·e a random 
sample of people receiving Medicaid with similar people:: who didn't win the 
lollerv. 

So .. what were the results? It turned out that Medicaid made a big difference. 
Those: on Mt:dil;aid rel;eivt':d 

• 60% more mammograms 

• 35% more outpatient care 

• 30% more hospital care 

• 20% more choleswrol checks 

Medicaid recipil~nls were also 

• 70% more likely to havt': a t:ons isLcnl source of care 

• 55% more likely to see the same doctor ovet· time 

• 4:-i% more likely to have had a pap test w ithin the last year (for women) 

• 40% less likely to need LO borrow money or skip payment on other bills 
bec.ause of medica l expenses 

• 25% percent mor·e likely Lu report themselves in "good" or "excellent" health 

• 1.5%· more likely to use prescription drugs 

• 15% more likely to have had a blood test for high blood sugar or diabetes 

• 10% percent less likely to screen positive for depression 

In short , Medicaid led to major improvements in access to m edical can~ and 
the well-being of those receiving it. That doesn't necessa rily mean that the pro
gram is a good thing, since it dues, after all, cost taxpayers a signifit:ant am ount 
of money. But the Oregon resulls showed that. one criticism of Medicaid-the 
claim that it doesn't work at all-isn't valid. costs, and higher drug prices, but !' 
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progress. The 2o1o ACA legislation 
was designed to address the large 1. If you are enrolled in a four-year degree program, it is likely that you are required to enroll 

and growing share of American "l in a health insurance program run by your school. 

uninsured and to reduce the rate of 'i a. Explain how you and your parents benefit from this health insurance program even 
·! 

growth of health care spending. though, given your age, it is unlikely that you will need expensive medical treatment. 

...... - .. ,,.m•mu•:··••u•;•;•;•;..:.,;..:,;.:;:w;·; ,;uqu,nn~~~~~- : · : · : · : ·~=~:~~~~·,/ b. Explain how your schoors health insurance program avoids the adverse selection 
death spiral. 

2. According to i t s critics, what accounts for the higher costs of the U.S. health care sys

tem compared to those of other wealthy countries? 

Solutions appear a1 back of book. 

The Debate over the VJelfare Stare 
he goals uf the welfare state seem laudable: to help the poor, t.o protect 
against severe economic h ardship and to ensure acc~::ss to essentia l health 
care. But good intentions don't a lways make fur good policy. There is an 

intense debate about how large the welfare state should be, a dehate that partly 
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CHAPTER 18 THE ECONOMICS OF THE WELFARE STATE 

reflects differences in philosophy but also reflects concern about the possibly 
counterproductive cffeus on incentives of welfare stale programs. Disputes 
aboul the size of the welfare state are also one oft he defining issues of modern 
American politics. 

Problems with the Welfare State 
There are two different arguments against the welfare state. One, which we 
described earlier in this chapter, is based on philosophical concerns about the 
proper role of government. As we learned, some political theorists believe that 
redistributing income is not a legitimate role of government. Rather, lhey believe 
that government's role should be limited to rna im aini ng the r'U le of law, providing 
public goods, and managing externalities. 

The more conventional argument against the welfare state involves the 
trade-off between efficiency and equily, an issue Lhat we first encounter·ed in 
Chapter 7. As we explained ther·e, the ability-to-pay-principle-the argument 
that an extra dollar of income matten more to a less well-off individual than 
to a more well-off individual-i rnpl ies lhat the tax syslem should be progres
sive, with high-income taxpayers paying a higher fraction of their income in 
taxes than those with lower incomes. 

Bul this musl be balanced againsl the efficiency costs of high marginal tax 
rates. Consider an extremely progressive tax system that imposes a marginal 
rate of 90% on very high incomes. The problem is that such a high marginal rale 
reduces the incentive to increase a family's income by working hard or mak
ing risky investments. As a result, an extremely progressive tax syslem tends 
to make society as a whole poorer, which could hurt even those the system was 
intended to benefit. That's why even economists who strongly favor progres
sive taxation don't support a return to the extremely progressive system that 
prevailed in the 1950s. when the top U.S. marginal income tax rate was more 
than 90%. So, the design of the tax system involves a trade-off between equity 
and efficiency. 

A similar Lrade-off between equity and efficiency implies that there 
should be a limit to tl1e size of the welfare state. A government that oper
ates a large welfare stale requires more revenue than one that restricts itself 
mainly to provision of public goods such as national defense. A large wel
fare state requires higher Lax revenue and higher marginal tax rates than a 
smaller welfare state. 

Table 18-8 shows "social expenditure," a measure that roughly corresponds 
Lo total welfare state spending, as a percentage of GDP in the United States, 

vuH.E 18-8 Socia! Expenditure and 
Marginal Tax Rates 
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Britain, and France. It also compares this with an esti
mate of the marginal Lax rale faced by an average single 
wage-earner, including payroll taxes paid by employers 
and state and local taxes. As you can see, France's large 
welfare state goes along '.-Vith a high marginal rate of 
taxation. As the upcoming Economics in Action explains. 
some but not all economists believe that this high rare of 
taxation is a major reason the French work substantially 
fewer hours per year than Americans. 

Soc:ial expenditure in 
2007 (perc:ent of GOP) 

Marginal tax 
rate in 2009 

United States 

Britain 

France 

16.2% 

20.5 

28.4 

34.40;() 

38.8 

52.0 

One way to hold down the co sts of the welfare state Source: OECD. Marginal tax 'ate 1s def1ned as a percentage of total labor costs. 

is to means-test benefits: make them available onl:-' to 
those who need them. But means-testing benefits creates a different kind 
of trade-off between equity and efficiency. Consider the following example: 
Suppose there is some means-tested benefit, worth $2,000 per year, that 
is available only to families with incomes of less than $20.000 per year. 
Now suppose that a family currenrly has an income of $19,500 but that one 
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