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Praise of New Way to Care

“John Goodman is a national treasure whose book New Way to Care: Social Protections That Put Families First should be national policy. It is pragmatic, knowledgeable, and accessible. Read it and help to accomplish John’s wise advice.”

— Regina E. Herzlinger, Nancy R. McPherson Professor of Business Administration, Harvard Business School

“John Goodman is an extraordinarily deep, knowledgeable, and original architect of American domestic policy. His book New Way to Care provides a compelling path out of our terrible social insurance policy morass. It is a must read for anyone truly seeking to make America great again.”

— Laurence J. Kotlikoff, William Fairfield Warren Distinguished Professor and Professor of Economics, Boston University

“Long one of the nation’s leading health policy experts, Goodman has a history of proposing the next big thing in market-based reforms. New Way to Care takes readers on a tour of federal entitlement programs in search for win-win policy changes that can leave everyone better off. Anyone alarmed that the safety net will not remain safe can find cause for hope here.”

— Mitchel E. Daniels Jr., President, Purdue University; former Governor of Indiana; former Director, U.S. Office of Management and Budget; Co-Chair, Committee for a Responsible Federal Budget

“No one has worked longer and more effectively at creating a modern, people-oriented and affordable health system than John Goodman. He is an amazing pioneer and his book New Way to Care reflects his knowledge and his insights. In the book, he shows what’s wrong with our antiquated system of social insurance. Other countries, he writes, have found better solutions that merit our attention.”

—Newt Gingrich, former Majority Leader, U.S. House of Representatives

“John Goodman is someone everyone should listen to when it comes to healthcare policy—with his book New Way to Care, the same can now be said for social insurance. While many misdiagnose the problems with our healthcare and social insurance systems, Goodman correctly identifies one of the most serious problems—inefficient regulations. While others propose more regulation to cure the ills caused by past regulations, Goodman proposes the types of market-based reforms that can make our social insurance system function better.”

— Kevin M. Murphy, George J. Stigler Distinguished Service Professor of Economics, University of Chicago; Member, American Academy of Arts and Sciences; MacArthur Fellow

“John Goodman is one of the most creative thinkers of our time in the complex world of health care policy. In his book New Way to Care, he puts forth important, thought-provoking ideas about the role of government in the personal lives of Americans. Read it!”

— Scott W. Atlas, M.D., Member, White House Coronavirus Task Force; Robert Wesson Senior Fellow in Scientific Philosophy and Public Policy, Hoover Institution

“In New Way to Care, John Goodman is consistently ahead of his time with market solutions which align incentives that respect the agency of individuals while ensuring there is a social safety net. What he writes today will be policy in the coming years.”

—Bill Cassidy, M.D., U.S. Senator

“In his book New Way to Care, John Goodman again demonstrates the creativity that led to his invention of ‘Health Savings Accounts.’ John shows that the major risks of life—health, premature death, outliving one’s assets, disability, unemployment—are made worse by inefficient government policies. John shows in detail how elimination of many government policies would enable people to use the private market to minimize these risks at a much lower cost. Under the right circumstances, this book could improve many areas of life in the same way that Health Savings Accounts have improved markets for health insurance.”

— Paul H. Rubin, Samuel Candler Dobbs Professor of Economics and Law, Emory University

“Whether the topic is the FDA, Medicare, the VA or telemedicine, John Goodman uses his characteristic clarity and vast storehouse of knowledge in the book New Way to Care to shed light on the arcane technicalities and perverse rules that stand between all American families and the healthcare that they need, deserve and can afford.”

— Richard A. Epstein, Laurence A. Tisch Professor of Law, New York University; Peter and Kirsten Bedford Senior Fellow, Hoover Institution; and James Parker Hall Distinguished Service Professor Emeritus of Law, University of Chicago

“For the last quarter century, John Goodman has been one of the nation’s best and most original thinkers on the economics of health care. The book New Way to Care is more of his good and original thinking about how we can improve both the efficiency of the health care system and the quality of care that it provides. I commend this book to you because it contains a whole new way of organizing the American health care system—something that is desperately needed.”

—W. Philip Gramm, former U.S. Senator; former Chairman, Senate Committee on Banking, Housing, and Urban Affairs; Senior Partner, US Policy Metrics; former Vice Chairman, UBS Investment Bank

“John C. Goodman’s book, New Way to Care, should be mandatory reading for every politician in Congress and state legislatures. It is an instruction manual to escape the morass of the current stifling bureaucratic government-controlled healthcare system designed by politicians focusing on votes. Goodman clearly explains how to build a patient-centric medical system where the patient has choice, control, and responsibility for their medical insurance and physicians. Highly recommended for everyone in the USA!”

— Donald J. Palmisano, M.D., J.D., FACS, former President, American Medical Association; Adjunct Professor of Surgery and Clinical Professor of Medical Jurisprudence, Tulane University School of Medicine

“John Goodman has kept up a high standard of commentary on social policy in America for several decades and New Way to Care is no exception.”

—David G. Green, Director, Civitas, United Kingdom

“In New Way to Care, once again John Goodman’s clear and down-to-earth writing style has provided a clear and convincing argument for increasing individual freedom as a way to increase the population’s well-being. This book covers a wide range of government infringements on the freedom of individuals to improve their wellbeing. Its discussion of the current COVID-19 pandemic is especially on point.”

— Thomas R. Saving, Director, Private Enterprise Research Center and University Distinguished Professor of Economics, Texas A&M University

“New Way to Care is a provocative book. Even those of us who don’t fully share John Goodman’s fundamental world view should carefully consider many of his arguments for making social programs more efficient.”

— Susan Dentzer, Senior Policy Fellow, Robert J. Margolis Center for Health Policy, Duke University; former Editor-in-Chief, Health Affairs

“In the innovative book New Way to Care, John Goodman takes the reader on a tour through the labyrinth of government-run social insurance programs—Social Security, Medicare, and other programs that are supposed to help those who are most in need. The book explains how even the most sophisticated individual can be caught up in contradictory program rules that can mean the devastating loss of benefits. Goodman argues that instead of uprooting the whole system, let Americans decide how much they want to rely on the government or on their own actions through the private sector to meet their families’ needs. That’s a reform we can live with.”

— Joseph R. Antos, Wilson H. Taylor Scholar in Health Care and Retirement Policy, American Enterprise Institute

“In his book New Way to Care, John Goodman, rightly credited with conceiving of the Health Savings Account, presents a series of practical suggestions to improve American social insurance programs such as Medicare and Social Security. His combination of analysis and proposals can help citizens understand the flaws in the current systems and help guide lawmakers who are serious about improving them.”

— Howard A. Husock, Senior Fellow and Director, Tocqueville Project, Manhattan Institute; author, Who Killed Civil Society? The Rise of Big Government and Decline of Bourgeois Norms

“In New Way to Care, John Goodman holds a mirror up to our emerging reality under government-designed and regulated social-protection programs. What we clearly see is an unsustainable economic reality, coupled with benefit delivery that falls short for everyone. He also reminds us of the power of individuality and creativity, suggesting that everyone would do better if we put families first, and let them secure their own futures. Unlike the current communications style, Goodman offers a fact-based, calm and respectful approach to negotiating the path to a better future.”

— Stephen B. Bonner, former President and CEO, Cancer Treatment Centers of America

“John C. Goodman’s New Way to Care: Social Protections That Put Families is an essential guide to the shortcomings of politicized social insurance in the U.S., including the government’s failure to deal with the COVID-19 crisis. Goodman gives Americans a path forward that will empower individuals. Drawing on careful research, and backed by compelling analysis, Goodman discusses lessons to be learned from such diverse real-world alternatives as Medi-Share, an innovative private cooperative health-care sharing plan, and Chile’s tremendously successful private retirement plans which have brought ordinary people higher returns than were ever possible under the governmental system. Goodman has written a first-rate book that both reveals the flaws of the status quo and points the way to a better future.”

— David T. Beito, Professor of History, University of Alabama; author, From Mutual Aid to the Welfare State: Fraternal Societies and Social Services, 1890–1967; co-editor, The Voluntary City: Choice, Community and Civil Society
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Introduction

A New Approach to Public Policy

AS THIS BOOK goes to press, the entire world is in the midst of an economic and health care crisis. No country seems untouched.

The prime minister of the United Kingdom was infected with the coronavirus. The chancellor of Germany was in quarantine. One of our most popular actors and his wife were in self-isolation in Australia. NBA basketball players, U.S. senators, TV anchors—the virus is no respecter of wealth, occupation, or social status.

Claims for unemployment compensation in the United States hit the highest weekly spike in the history of the program. The stock market endured the largest weekly crash in its history. Everybody is expecting a severe economic contraction. The only question is: how deep and how long?

There are two observations worth making. First, we weren’t ready for this. That’s not surprising. There has never been a time in the history of the world when a country was prepared for a pandemic. The second observation is less obvious. Social institutions that allegedly were designed to protect people in the face of unforeseen bad luck not only didn’t work, they actually interfered with the ability of people to get the help they needed.

America’s greatest strength is that it is a place where inventors, creators, entrepreneurs, and just about anybody with a new idea on how to meet other people’s needs are free to try out their ideas. If their ideas work, they might become very, very rich. We’ve seen that happen time and again.

But when the coronavirus hit our health care sector, entrepreneurs faced roadblocks, no matter where they looked. Health care is the most regulated sector in our economy. Those regulations comprise what I call a huge “social insurance” system, shaped and molded by public policy. It is defended on the theory that we want people to get care when they need it. And we want the care they get to be safe and based on the best treatments medical science has to offer.

Yet the very system we created to insure people against bad health outcomes turned out to be the patient’s biggest obstacle. To echo Ronald Reagan, in 2020 we discovered that in health care, more often than not, government is not the solution; it is the problem.

A little over sixty years ago, Earl Bakken invented the pacemaker in his garage. The value of this life-saving product was soon recognized, and his company Medtronic grew rapidly from its humble beginnings to a multinational medical technology corporation. By the time he retired, he was a multimillionaire.

Today, no one could do what Earl Bakken did. The reason: the heavy hand of government regulation.

Think about everything that is involved in treating a patient with the coronavirus: testing kits, masks, gloves, gowns, respirators, ventilators, hospital beds, etc. Three months into 2020, there was a nationwide shortage of all of these. But you couldn’t make any of them in a garage, or anywhere else, without the government’s permission. Entrepreneurs knew that. They also knew that getting permission would be a long, arduous, and possibly unsuccessful process.

The private sector was more than ready to do the job. For example, there were tests approved in Europe that could be administered anywhere—in schools, airports, homes, etc.—and give results in only a few minutes. But when the coronavirus hit the United States, the only place allowed to conduct a coronavirus test was the Centers for Disease Control and Prevention (CDC); and it could only do a few tests a day, with results expected several days (and maybe weeks) later.

When the CDC finally realized it was being overwhelmed by a pandemic, it bent its own rules. The agency sent testing kits out to about one hundred labs and facilities around the country so that more testing could be done in a shorter amount of time. Unfortunately, half the kits didn’t work.

Think about that. While our health care bureaucracy was fumbling around and making error after error, people in other countries had access to tests at the drop of a hat.

We learned quickly that the private sector stood ready to fill the shortage gap in all kinds of creative ways. For example, masks designed for industrial use can be retrofitted for hospital use. The same is true for ventilators. Not only was this not allowed under existing regulations, there was an additional threat. In health care, every time a patient dies, there is a potential lawsuit. What company wants to step outside the established regulatory system and send medical supplies around the country, knowing that there is a potential lawsuit every time a patient doesn’t make it? Hospital beds were also regulated. Medicare even told hospitals how many beds they could have.

As city after city went into total “lockdown,” think how many hotel rooms were completely empty. In theory, that’s an opportunity for supply to meet demand. A lot of coronavirus patients in hospitals don’t actually need to be there. If hotels could be used as intermediate facilities, patients who were less severely ill could be bedded there and monitored and cared for by nurses. Yet that was another opportunity blocked by excessive regulation.

One reason American health care is so expensive is that we don’t allow inexpensive care.

It gets worse. As everyone knows, in the middle of a pandemic you should avoid other people as much as possible. With that in mind, about the worse place to be is in a doctor’s office or in a hospital emergency room—where not only are you around other people, but they are people likely to be sick.

By mid-March, President Trump and the health care experts on the White House COVID-19 team began stressing in their daily briefings the desirability of telemedicine—including phone, email, and video conferencing.

There was only one problem. When Donald Trump took office, in most cases it was illegal (by law of Congress!) for a doctor to charge Medicare for a consultation with a patient that was not face to face, except in rare circumstances. It was also illegal for a Medicare doctor to charge a patient a monthly fee for round-the-clock access to primary care, including nights and weekends. Ditto for Uber-type house calls.

In other words, everything that the health care sector could do to improve patient care and minimize exposure for the most at-risk population (senior citizens) was against the law!

Employers were shackled as well. When Donald Trump took office, it was illegal for private employers to put money in an employee account that allowed workers to choose a doctor who would provide 24/7 primary care, including telemedicine. It was also illegal (under penalty of heavy fines) for an employer to buy insurance for employees that they would own and take with them if they left the firm.

In other words, the kind of insurance that would have been most helpful to the millions of workers who lost their jobs because of COVID-19 was against the law! In the first quarter of 2020, some of these regulations were rescinded by emergency executive orders. Others were rescinded by acts of Congress.

But almost none of these reforms are permanent. A new president could reverse Trump’s executive orders—just as Trump reversed the executive orders of President Obama. And most of the congressional legislative changes were restricted to the duration of the coronavirus threat. Once the threat from the virus is gone, the old system will be back in place.

We live in a world in which I am free to do all kinds of risky things. I can jump out of an airplane with a parachute. I can scuba-dive in caves. I can go into the sea in a metal cage and interact with great white sharks. I can parasail off mountain tops. I can drop out of a helicopter and extreme-ski. I can try to scale a vertical mountainside, without a net. I can join Cirque du Soleil and hang upside down on a rope, thirty feet in the air. I can get on a surfboard and see if I can survive an eighty-foot wave. I can climb Mount Everest, where the mortality rate is 10 percent. I can abuse my body with liquor, tobacco, and fatty foods.

So if the government allows me to do all those things, why does it tell me how I can communicate with my doctor? Or dictate what kind of hospital bed I can lie in? Or what kind of mask my caregiver wears?

This book is concerned with risk. As we go through life, we face all kinds of risks. As noted, government is only involved in some of them. But why some and not others?

Perhaps more fundamentally, why is government involved in any of them?

What we call “social insurance” is insurance provided by government. It is an alternative to all the various ways people can avoid risk and insure against it through private action alone. As we look around the world, we find that insurance against risk has been socialized almost everywhere in certain key areas. They include: retirement, disability, premature death, medical care, and unemployment.

Our look at these institutions will be critical. Like the government’s lack of preparation for the coronavirus, social insurance often does not work well.

For elderly entitlement programs, for example, we have made promises to future retirees that far exceed the revenue that will be there to fund them. In fact, the unfunded liability in elderly entitlement programs alone is about six times the size of the entire economy. Even when a social insurance program is reasonably funded, individuals invariably face perverse incentives to behave in ways that undermine the purpose of the program and increase the costs for others.

Can social insurance be reformed in ways that make it work better? Can the failures of government administration be reformed through privatization? Are there ways of returning responsibility back to individuals—so that society as a whole doesn’t need to be involved at all?

Let’s find out.

Origins of Social Insurance

Human beings have always faced the risks of growing too old and outliving their assets—or dying too young and leaving their families without resources. They have worried about the financial impact of disability or major sicknesses. Today’s political climate is impacted by the frustration of the long-term unemployment for those whose skills are no longer attuned to the job market.

Societies have wrestled with these issues and come up with different solutions in different times and places. In America prior to the twentieth century, nuclear families and extended families served as the principal form of insurance against these risks. In fact, it was not uncommon for parents to view their children as a retirement plan.

As we moved from the nineteenth to the twentieth century, a very important social change took place. For the first time in the history of the human race, nuclear families and extended families ceased becoming reliable means of insuring against life’s most important risks. Whether it was the risk of old age, premature death, ill health, disability, or unemployment, government began to fulfill the role that had been performed by kin for eons.

The reason for the growth of government in the twentieth century was the growth of programs that provided middle-class families with insurance they could not easily acquire on their own in the private marketplace.1 Many people incorrectly assume that governments expanded in the twentieth century, both here and abroad, to take care of the poor and the unfortunate. Even the term “welfare state” suggests that way of thinking. But modern governments in developed countries are not principally focused on welfare for the poor. They are focused on insurance and other benefits (such as public education) for the middle class. More than one commentator has loosely characterized our federal government as an insurance company connected to an army. That insurance is “social insurance.”

But whereas families were typically sensible caregivers, all too often governments have done things that were not sensible. Our elderly entitlement programs are collecting taxes from twenty-year-olds and making promises to provide them with income, medical care, and nursing home care six or seven decades into the future. Yet no money is being saved or invested to cover these costs. In order for these promises to be honored, future twenty-year-old taxpayers must be willing to pay the tab. These are taxpayers who are not yet born. Yet today’s politicians have no idea what the fertility rate will be decades from now. Therefore, they have no idea how many taxpayers there will be or what burden they will be expected to bear. These facts will only come to light long after today’s decision-makers are out of office and departed from the earth.

Precisely because they do not have to bear the costs of their own bad decisions—or even witness the consequences—our political representatives have perverse incentives to overpromise. If they sold private insurance that way, they would be committing a crime. But our political system has decided that elected officials and government employees can get away with statements that would land a garden-variety Wall Street hustler in prison.

Based on approximate intergenerational accounting, Social Security and Medicare have unfunded liabilities of $119 trillion—about six times the current size of our entire economy. If we followed sound principles of pension finance, we would have that much money in the bank right now, drawing interest. In fact, there is nothing in the bank.

Just as substance abusers have to dry out and face reality before they can get on the road to recovery, people addicted to unfunded government benefits have to face accounting reality before we can begin generational bargaining. Once young people realize that our trust funds set aside for entitlement spending contain no real assets, it will be far easier to make sensible reforms. Every year the trustees of Social Security and Medicare release reports documenting that we are trillions of dollars in debt. Yet the documentation is buried deeply and is ignored in almost all news accounts. This is by design. These reports are accompanied by administration press releases and briefings designed to convince reporters that, if there is a financial problem, it is decades in the future.

This is true for both Republican and Democratic administrations. Even though George W. Bush advocated privatizing Social Security with individual accounts, every single trustees report issued during the eight years of his administration was accompanied by a press release that completely ignored the unfunded liability in Social Security and suggested that any financial problems were far away.

Those who recognize the problem are likely to propose a draconian remedy: since our elderly entitlement programs are spending more than they are taking in, putting them on a sound financial footing would seem to require tax increases, benefit cuts, or both. That’s what I call the zero-sum approach, under which there are always losers and maybe a few winners.

I think there is a better way.

Policy Changes That Make Everybody Better Off

A typical government social program is funded by taxpayers. It provides goods, services, or money to a group of beneficiaries. Imagine that you could make a change in that program that reduces the cost to the taxpayers and enhances the value of the program for the beneficiaries—at the same time. Who could possibly object to that?

In this book I’m suggesting that thousands of opportunities exist to make policy changes like this in the political system.

Here is an example. Many veterans see private doctors—because of the long waits to see Veterans Affairs (VA) doctors, because of convenience, and perhaps for other reasons. Yet they frequently turn to VA pharmacies to have their prescriptions filled because of the lower cost of drugs in the VA system. Unfortunately, VA pharmacies can only fill prescriptions ordered by VA providers. So the veteran has to get in line with other patients who really need care in order to get a VA provider to give a second approval to a prescription that a private doctor already has written. The same rule applies to refills.

According to one estimate, VA waiting lists could be reduced by one-third if VA pharmacies could do what every other pharmacy in the country can do: fill prescriptions ordered by private doctors.2 This should be a no-brainer. Right?

Well, let’s play devil’s advocate for a moment—if for no other reason than to understand how Capitol Hill’s bean counters think about things. Like everyone else, veterans face a trade-off between time costs and money costs. Right now, they can reduce their out-of-pocket money cost of drugs if they are willing to wait to see a VA doctor. If we get rid of the waiting, however, more veterans will likely get their prescriptions filled in VA pharmacies. To meet the greater demand, the VA might have to hire additional staff or stay open longer hours. That might increase the VA’s costs. Even more important, without the prescription fillers clogging up the access lines, other veterans would find it easier to get their needs met. And meeting more real medical needs also costs more money.

Now, many readers might think these are acceptable burdens for the rest of us to bear. After all, the veterans did their part; we taxpayers should step up to the plate and do ours. But this book is not about fairness. It’s also not about optimal policy. It’s about making all stakeholders in all important policy changes better off.

How can we solve problems for the veterans in a way that wins for the taxpayers as well? Veterans in the current system are able to lower their out-of-pocket costs of care if they are willing to incur waiting costs. Since we know that a trade-off is involved, why not try something in between? That is, we could charge veterans with private doctor prescriptions, say, 10 percent more in return for not waiting as long. The veteran who accepts the deal still comes out ahead. And the new revenue the VA system collects could offset some of the other cost increases we expect to incur.

Whenever two policy extremes exist such that one kind of cost falls and another rises as we move back and forth between them, there is almost always some intermediate point where everyone gains. We can’t find that point by armchair theorizing, however. We must be willing to experiment and adapt—the trial-and-error method. That is, we must be willing to do the kind of experimentation that private markets do every day.

Why do I think there are thousands of opportunities for win/win public policy changes? Because so many government programs are so visibly inefficient. They labor under archaic rules and regulations (like the one we just described)—obstacles that any private entrepreneur would jettison in a second. Further, they inevitably leave all of us with perverse incentives. When we act on those incentives, we do things that make social costs higher and social benefits lower than otherwise.

Economists define inefficiency as a state of affairs in which everyone could potentially be better off by doing things differently.3 If government programs are inefficient, we know that in principle everyone could be better off through some sort of policy change.4 But are those policy changes practical? In this book, we will look at numerous cases where everything suggests the answer is “yes.”

I am advocating new policies that give individuals more choice and control over their lives and resources, while protecting the important social goals that led to the program’s creation in the first place. See if you agree.


SECTION 1

A Better Way to Manage Life’s Risks

IN MOST COUNTRIES around the world, government is deeply involved in protecting people against certain kinds of risk. These include the risk of growing old and lacking the income and assets needed for everyday living. They also include the risk of getting sick, needing medical care, and not having the funds to pay for it.

But why does government typically insure people against some risks and not others? And when social insurance is created, why does it function so differently from private insurance? If we think private pension funds should be funded (with real assets to pay expected claims), why doesn’t government insurance have to follow the same rules? If private insurance charges people actuarially fair premiums (reflecting the enrollee’s expected costs), why doesn’t government insurance do the same thing?

In this section, our goal is to understand social insurance—why it exists, how it works, and why reform is so urgently needed. In the next section we will show how reform can be successfully accomplished.
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The Case for Change

THE UNITED STATES, like many developed countries in the world today, faces a common problem: we have promised more than we can deliver. Faced with the risky business of life, particularly as they age, Americans as consumers of government benefits have come to expect payments for which, as taxpayers, they may be unwilling or unable to pay. Studies suggest that tax increases to pay for social insurance are going to take a larger and larger portion of their income. The cost might seem less burdensome if the outlays truly resolved the problems they were intended to fix. Sadly, social benefits that government provides are all too often delivered inefficiently, impersonally, and inflexibly, failing to meet the needs of the individuals they are intended to help. Indeed, the system at times encourages behavior that works against the intended goals.

In the United States, the national debt (held by the public) now equals about 100 percent of gross domestic product (GDP), and it will grow even larger in the next few decades.1 With the retirement of the baby boomer generation, seventy-eight million additional people have been turning to the federal government for Social Security, Medicare, and Medicaid benefits—at a rate of ten thousand per day and at a cost of roughly $30,000 per beneficiary per year, on the average.2 If we continue on the current course, the federal government will need to more than double the tax revenues it now collects by the time we reach the mid-twenty-first century, according to the Congressional Budget Office.3 At the same time the government prepares to take more of our income, it is also making it increasingly difficult to earn that income. Despite some improvements under the Trump administration, taxes and regulations raise the cost of labor, reduce the rewards for working, and make the economy less productive than it could be.4

European countries have made even more generous promises to their citizens. Although government spending there recently averaged 40 percent of GDP, by 2050 the average EU country will have to spend more than 60 percent of its national income to meet its entitlement spending obligations.5

Before we can attempt to address this situation, we must understand the underlying historical and social causes.

The Philosophy of Social Insurance

Although social insurance addresses some risks, citizens generally take personal responsibility for insuring against other risks. Individuals purchase their own life insurance, homeowners insurance, and automobile collision insurance, for example. Why is government involved in some of these risks and not others? There’s a good economic reason for these decisions. Most of us essentially are indifferent to whether other people insure to protect their own assets. We have good reasons to care, however, about risks that could create costs for the rest of us.

Through Social Security, we force people to pay for survivors’ insurance that will benefit dependent children, who might otherwise become wards of the state, but not for working-age spouses. All but three states force people to have auto liability insurance (covering harm to others) but not casualty insurance (covering their own cars). We basically don’t care whether people insure their own homes or automobiles, but we force them to contribute to retirement and disability schemes to prevent them from becoming dependent on all the rest of us.

Here is the principle: Government intervenes in those insurance markets where people’s choices to insure or not insure impose potential costs on others. Because of our basic human generosity, we’re not going to allow people to starve or live in destitution. So when people don’t insure for retirement, for example, society will step in if the need is great enough. Implicitly, we have a social contract in which society as a whole takes responsibility for the downside of certain risks. If we allow the upside to be left to individual choice, we will have privatized the gains and socialized the losses. When people don’t bear the social cost of their risk-taking, they will take more risks than they would otherwise, a behavioral response known as “moral hazard.”

One way to think about the problem is in terms of the opportunity to become a “free rider” on other people’s generosity. If people are free to make their own (uncoerced) choices, some will choose to have no life insurance covering dependent children, no disability insurance, and no retirement savings. Because they are not paying premiums or saving for retirement, they can consume all of their income and enjoy a higher standard of living than their cohorts. But if they bet wrong (die too early, become disabled, reach retirement with no assets), they are counting on everyone else to help them out.

A free society allows people to have a wide range of choices. At the same time, social insurance prevents them from becoming free riders on the rest of society if their choices turn out to be wrong.

How Social Insurance Works

At the federal level, social insurance includes Social Security, Medicare, Medicaid, and federal survivors and disability insurance. Under the provisions of the Affordable Care Act (Obamacare), it also subsidizes private and public health insurance for the nonelderly population. At the state level, social insurance includes the state-financed portion of Medicaid, unemployment insurance, and workers’ compensation insurance.

Although many of these programs include the word insurance in their names, they are very different from traditional indemnity insurance. In many respects, they are not insurance at all but merely thinly disguised vehicles for redistributing income. These programs have been insulated from private-sector competition. People who find a better way of insuring on-the-job injuries or health or disability expenses or providing for retirement income are normally not able to take advantage of that knowledge. For the most part, we are all forced to participate in monopoly insurance schemes, regardless of potentially better alternatives. Even where and when competition is allowed (as in health insurance), it is regulated so tightly that no one ever sees a real premium. Government insurance and government-regulated insurance are also subject to special-interest political pressures that undermine rational decisions about their provision.

As a result:


	Social insurance is almost always more expensive than it needs to be. Disability insurance in the United States and Europe, for example, is twice as expensive as private disability insurance in Chile. Medicare’s health insurance for the elderly and the disabled and Medicaid’s long-term care insurance both cost about twice as much as well-designed private insurance should cost.

	Social insurance is impervious to consumer needs. Medicare, for example, covers many small expenses that the elderly could easily afford to pay for out of pocket, while leaving seniors exposed for thousands of dollars in catastrophic costs. Both Medicare and Medicaid prevent patients from adding out-of-pocket expenses to the government’s fees in order to purchase timelier, higher-quality care. Obamacare is forcing millions of Americans to buy mandated packages of benefits, regardless of individual preferences.

	Social insurance is almost always one-size-fits-all, ignoring important differences in individual needs. Social Security, for example, completely ignores other sources of retirement income and prevents seniors from trading some or all of their government annuity in return, say, for assisted living.

	Social insurance is almost never accurately priced. Because unemployment insurance premiums fail to reflect the true probability of unemployment, the program actually encourages employers to provide seasonal, rather than year-round, jobs. Because workers’ compensation insurance is not accurately priced, employers face highly imperfect incentives to make their workplaces safer. Because insurance in the (Obamacare) health insurance exchanges is community rated, sicker enrollees are encouraged to overinsure and healthy enrollees are encouraged to underinsure.6



Three additional problems are also disconcerting. First, social insurance is often poorly designed. Many seniors, for example, pay three separate premiums to three separate health plans and yet still lack the comprehensive coverage that many nonseniors take for granted. As a result of poorly designed social insurance programs, the cost of hiring labor is higher and the take-home pay of workers smaller than what they might otherwise be.

Second, in the United States and in most other countries around the world, social insurance schemes almost always leave individuals with perverse incentives. For example:


	Social Security’s early retirement program and its survivorship benefits discourage work by imposing an implicit marginal tax rate of 50 percent—on top of all the other taxes workers face.

	Our unemployment insurance and disability insurance programs literally are paying people not to work.

	Both Social Security and Medicare have substantially altered the lifetime consumption and saving behavior of most people.

	Both Medicare and Medicaid encourage the overuse of health care and long-term care services.

	Obamacare’s regulations are encouraging employers to hire part-time rather than full-time workers, to use contract labor, and to outsource work rather than hiring more staff. Small firms are discouraged from becoming larger.



Finally, social insurance arrangements that are intergenerational often adopt a chain-letter approach to finance—making promises to the current generation of beneficiaries that have to be financed by future taxpayers. Long-term social insurance is rarely funded by existing resources. Rather than saving to pay for future benefits, elected officials are tempted to use payroll tax revenues that aren’t needed for current benefits to pay for other politically popular programs. As a result, social insurance is almost always operated on a pay-as-you-go basis, with no money saved for the future. Both here and abroad, this strategy has created huge unfunded liabilities. According to a Social Security trustees report, the unfunded liability in Social Security and Medicare is $119 trillion, or six times the size of the entire US economy. If the implicit, unfunded promises in Medicaid, Obamacare, and other programs are included, the government’s total implicit debt is $165 trillion.7

The Cost of Social Insurance

If the federal government continues to fulfill all of its current spending obligations, marginal income tax rates will have to increase dramatically for all taxpayers. According to a Congressional Budget Office estimate, by 2050 (see figure 1.1):


	The lowest income earners will see their marginal rates more than double from the current 10 to 26 percent.

	The highest income earners will face marginal tax rates of 92 percent (from the current 35 percent).

	And the US corporate income tax rate, will skyrocket to 92 percent.8



The expert who later became President Obama’s chief economist made these projections before the passage of the Affordable Care Act (ACA), creating Obamacare. However, the ACA envisions large cuts in Medicare spending as well as reductions in federal spending under Medicaid and in subsidies for private insurance. If these reductions occur, the financial picture will look better. How likely is that?


Figure 1.1 Tax Rates Needed to Pay for Existing Federal Programs

[image: Image]



Source: Peter Orszag, “Financing Projected Spending in the Long Run,” letter to Honorable Judd Gregg, Congressional Budget Office, July 9, 2007.

Case Study: Behind the Medicare Numbers?

Prior to 2010, projecting Medicare’s health care spending was a fairly straightforward exercise.9 Each year, the trustees of the Medicare Trust Fund issued a report projecting the program’s expenditures for the next seventy-five years and a separate projection that extended indefinitely into the future. The Affordable Care Act changed all that. The act not only creates a new entitlement program, but also changes how the actuaries forecast health care spending.

In recent decades, real Medicare spending has been growing at a rate roughly equal to the rate of growth of real gross domestic product (GDP) plus two percentage points, meaning that Medicare has been growing at twice the rate of growth of national income—an obviously unsustainable path. The ACA seeks to limit Medicare’s growth rate to the rate of GDP growth plus 0.5 percent.

This is the growth path assumed by the Centers for Medicare and Medicaid Services (CMS), and it has been incorporated into all subsequent Medicare trustees reports. It is also the ultimate spending path assumed by the Congressional Budget Office (CBO), although both the CBO and the Medicare Actuaries Office also publish an “alternative estimate,” showing what just about everyone believes to be more accurate predictions of future spending.

One way to think about this is to observe that if per capita Medicare spending is growing no faster than the economy as a whole, it will ultimately grow no faster than the dedicated payroll and income taxes and premiums that fund it. In other words, if the ACA can resist future legislative changes, once the baby boom generation works its way through the system, the problem of Medicare spending will effectively be solved!

The table on the next page shows what the ACA means in terms of Medicare’s unfunded liability. Prior to the passage of the ACA, Medicare’s spending obligations minus expected premiums and dedicated taxes equaled almost $90 trillion—looking indefinitely into the future. Yet on the day that Barack Obama signed his health care reform bill, that figure was more than cut in half (see table 1-1). President Obama wiped out $53 trillion of unfunded liability with pen and ink!10

To get an idea of who the winners and losers are under reform, the graph below shows where the spending cuts will occur (see figure 1.2):


Table 1-1. Medicare 75-Year Unfunded Obligations
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Source: Andrew J. Rettenmaier and Thomas R. Saving, “Medicare Trustees Reports 2010 and 2009: What a Difference a Year Makes,” National Center for Policy Analysis, NCPA Policy Report No. 330, October 2010.


	By 2065, Medicare spending on hospital Part A services will be half of what it would have been under the old law.

	Medicare spending on doctors (Part B services) will be 61 percent of what it would have been under the old law.

	Yet remarkably, Medicare spending on drugs (Part D) will barely have changed at all.



How does the ACA accomplish the projected reduction in future Medicare spending? The Obama administration’s Plan A assumed that health care providers will increase their productivity at the same rate as the non–health care sector, indefinitely into the future. However, this has never happened in the past, largely because health is a labor-intensive industry. To assist in the goal of productivity improvements, the administration has funded pilot programs and demonstration projects designed to find more efficient ways of delivering medical care. However, three different CBO reports concluded that these experiments did not produce the hoped-for gains.11


Figure 1.2 Medicare Spending from the 2010 Trustees Report as a Percentage of Spending from the 2009 Trustees Report
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Source: Table III.A2, 2009 and 2010 Medicare Trustees Report. Percentages reflect the 2010 report’s shares of GDP as percentages of the 2009 estimates.

Plan B was to reduce the fees Medicare pays to doctors and hospitals, relative to what they would have been. Those fees were already well below what the private sector pays, however. For example, Medicare pays doctors almost 20 percent less than what private payers pay. It pays hospitals almost 30 percent less. Under the Obamacare spending cap, that discrepancy would grow wider with each passing year.

To achieve the necessary targets, the ACA gave an Independent Payment Advisory Board the power to recommend cuts in reimbursement rates for providers of health care. Congress was required either to accept these cuts or propose its own plan to cut costs by as much as, or by more than, the board’s proposal. If Congress failed to substitute its own plan, the board’s cuts were to become effective. In this way, the growth rate for Medicare spending was officially capped. Moreover, the advisory board was barred from considering just about any cost control idea other than cutting fees to doctors, hospitals, and other suppliers. According to the Medicare actuaries, if we follow this scenario, Medicare will be paying less than half of what private payers pay and only 75 percent of Medicaid rates by midcentury.

What would these reductions in payments to health care providers mean to Medicare patients? A reasonable assumption is that to get the same care, seniors would have to offset some or all of Medicare’s spending reductions with additional spending of their own. On the plus side, a slowdown in the growth of Medicare would make senior income somewhat higher than otherwise. That’s because a smaller Medicare means lower Medicare premiums and lower taxes. Beyond that, seniors may have to choose between medical care (or the amenities they have come to expect with their care) and other expenses.

The Medicare actuaries also projected what these low payment rates would mean for the financial health of the nation’s hospitals. Overall, the actuaries predicted that by 2030, one in four facilities would become unprofitable and probably be forced to leave the Medicare program. That number was projected to grow to 40 percent of all facilities by 2050.12 Basically, on this spending path, hospitals would not be able to provide seniors with the same kind of services they provide younger patients. We might see an end to private rooms for Medicare patients and an end to gourmet meals. There might even be reduced access to expensive technology.

Will any of this actually happen? One negative indication is the fact that President Obama never appointed any members to the Independent Payment Advisory Board. Then, during the Trump administration, Congress abolished the enforcement mechanism altogether.

Another thing to consider is that the federal government tried to impose a very similar growth path on physicians’ fees—and it failed. In 1989, Congress stipulated that after 2003, physicians’ fees under Medicare could grow no faster than GDP. The CMS was instructed to maintain that growth path by refusing to increase those fees or even by cutting them. Yet in every single year that followed, Congress intervened—seventeen times in all—to prevent Medicare from doing what is was statutorily required to do!13

Presidential budgets and the Social Security Trustees are still publishing forecasts that assume Medicare spending in future years will be held to the cap Congress legislated back in 2010. But almost no one else in Washington thinks that the growth of Medicare can be held substantially below the growth of the rest of the health care system.
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Balancing Individual and Societal Interests

SOCIAL INSURANCE PROGRAMS should not be regarded as ends in themselves. They are instead a means to an end: protecting society’s members against life’s risks. If individuals can find better ways to accomplish this, I argue, they should be allowed to take advantage of those discoveries. If they are willing to take responsibility for their own needs and relieve others of that burden, they should be encouraged to do so. Wherever possible, the goal should be to maximize choices and opportunities for individuals, leaving to government the minimum role of insuring that the needs of the most vulnerable continue to be met.

Why is Amazon creator Jeff Bezos paying into the Social Security system? Why is he paying into Medicare? The technical answer is that the law requires everyone to participate. But is that good public policy? In 2019, Forbes listed Bezos as America’s richest man, with an estimated net worth of $114 billion. While no one argues that he is in danger of becoming destitute during his retirement years, you could argue that his taxes will help pay benefits to other current beneficiaries. But remember: every time Bezos pays a dollar in Social Security taxes, he accumulates a claim for additional benefits during his retirement years. The same considerations apply to Bill Gates, worth an estimated $106 billion.

Warren Buffett raises another set of questions. Forbes ranks Buffett as the third-richest individual in America, with an estimated net worth of $81 billion. Why are taxpayers paying his medical bills under Medicare? Again, the answer is that Buffett paid into the system when he was young and, therefore, is entitled to collect benefits. But is this a good way to run a retirement system?

When Social Security was established more than seventy-five years ago, proponents argued that without a compulsory retirement program, too many people would fail to save for their own retirement needs. They would reach retirement age destitute and impose a financial burden on everyone else. So a compulsory pension program, they said, was needed in order to force people to save for their own retirement. Fifty-five years ago the same argument was made about the compulsory health care program we call Medicare.

Of course, we know that these programs did not do what they promised. Social Security did not result in any personal savings. It simply took money from workers and gave it to retirees. The same thing is true of Medicare. Still, it is clear that we don’t need Social Security or Medicare for people like Bezos, Gates, and Buffett—or their spouses and children and other family members. They are in no danger of ever being destitute. They can take care of their own retirement needs. So why not let them?

If we do nothing to reform our nation’s entitlement programs, we will eventually be forced to cut off high-income individuals. They will not receive any Social Security checks, or if they do get them, the government will take the money back through higher taxes. Instead of getting subsidized Medicare, they will be forced to pay the full (unsubsidized) premium—and then some. Yet these changes will amount to no more than a drop in the bucket for Uncle Sam. Before it’s over, most people will find that they are getting less than what was originally promised. In fact, it’s likely that everyone will face higher taxes, smaller benefits, or both. Such a zero-sum outcome is one in which almost everybody loses. And because everyone will lose, these reforms will be difficult and painful to enact.

Is there an alternative to that? Is there a way to step in now to reconstruct a policy in which everyone gains? Is there a way for people to exit the existing systems to benefit themselves and at the same time leave everyone else better off, too?

Potential Trade-Offs Derived from Risk Differences

Different people have different attitudes toward risk.1 They also have different financial needs. Reverse mortgages, widely advertised on TV, promise to turn the value of an elderly person’s house into an income stream. Many corporate severance packages allow executives who are leaving to choose between a pension benefit payable in the future or a lump sum they can invest as they choose. In general, the financial world stands ready to convert an asset into an income stream or an income stream into an asset. But remember, individuals stand on either side of these transactions. The agreements are possible only because different people have different needs.

Our entitlement programs generate a stream of taxes and a stream of benefits. Looking forward, a young male worker can expect a steady stream of payroll tax payments for as long as he earns wages. What if he made a lump sum payment today in order to avoid all future payroll taxes? Would that be good for him? Would it be good for the rest of us? On the benefit side, what if we could offer him a lump sum amount today in return for his forgoing any future Social Security or Medicare benefits? Or, what if we allowed young workers to pay a lower lifetime payroll tax, provided they make private provision for their future retirement needs?

Are there substantial opportunities for such deals to be struck? There are at least four reasons to believe so.

Differences in Discount Rates. When the Social Security and Medicare trustees calculate the unfunded liabilities in those two programs, they discount future taxes and future benefits at a rate of interest equal to the federal government’s long-term borrowing rate. Historically that has been about 3 percent. But when individuals borrow, they typically pay a much higher rate. Some people, for example, are paying double-digit rates on their credit card debt. If individuals evaluate Social Security’s promised benefits at a discount rate higher than the one the government (on behalf of taxpayers) uses, then they will place a lower value on those benefits.

Take a man who has just reached retirement age and has a life expectancy of about twenty more years. If he evaluates his expected Social Security benefits using a discount rate of, say, 6 percent, he will value a twenty-year stream of expected benefits at about 60 percent of what the government calculates as its cost. If the retiree’s discount rate is 9 percent, he will value the benefits at only one-third of the government’s estimated cost.

Continuing with that last example, let’s say the government offers the retiree a lump sum, upfront cash payment equal to half the present value of his expected future benefits (evaluated at a 3 percent real rate of interest). Since the offered sum is substantially more than the value the retiree places on the income stream it will replace (evaluated at 9 percent), the retiree is much better off. And the government will have cut its liability in half!

Differences in Portfolios. One reason people have different attitudes toward Social Security income streams is that the other assets they hold may vary. Some people have a private annuity or a government pension. If these assets are viewed as highly secure, a rational individual might wish to trade in his Social Security income stream for investments that would round out a more diversified portfolio.

Differences in Attitudes toward Economic Risk. Looking back over a long period of time, the stock market has always generated a higher return than the bond market. For example, over the whole of the twentieth century, the stock market generated a real rate of return more than twice that of the bond market (6.4 percent versus 2.48 percent). Moreover, there never has been a thirty-five-year period in which stocks failed to outperform bonds. In some particular years, however, investors were better off if they were invested in bonds.

Different people respond differently to this information. If you have a reasonable tolerance for risk, you will be the kind of person who wants to get out of bonds and into stocks in making long-term retirement decisions. If you have strong risk aversion, you will have the opposite preference.

One way to think about Social Security is to see it as similar to a government bond. It’s not actually a bond. You can’t buy or sell Social Security benefits; and future Congresses can renege on Social Security promises without creating the kind of financial crisis that would ensue if the Treasury failed to pay interest on US government debt. Still, Social Security’s promises are promises of the US government. In the short run, the right to receive a Social Security check is just as secure as the right to receive interest on a Treasury bill.

Now, suppose we gave people the opportunity to get out of Social Security and into investments that carry a higher risk, but also promise a higher return. Some people would pay for that privilege, just as some people would pay for the opportunity to get out of an investment in government bonds and into other assets.

Of course, in the long run, Social Security isn’t very safe at all, because of its huge unfunded liability. As more and more of the baby boom crosses into retirement age, proposals to alter Social Security are coming faster and growing louder, and the payouts to current beneficiaries are threatened.

Differences in Attitudes toward Political Risk. More than 90 percent of all lawsuits are settled without ever going to trial. The reason: most people are risk averse, especially when it comes to something as variable and hard to predict as jury verdicts. Parties to lawsuits are willing to settle for less than they think they may have gotten in court because they are willing to “pay” something to avoid uncertainty. A similar principle may apply to the looming battle over what to do about elderly entitlement programs. Interested parties may be willing to settle for less than they might have gotten simply to avoid the uncertainty over what some future Congress might do.

Clearly, the US government has promised what it cannot afford. But how confident are you about how you will personally fare when politicians are forced to change the entitlement programs? What if you received an offer to forgo future benefits in return for a cash settlement today? Just as parties to a lawsuit may find it in their self-interest to make an agreement today in order to avoid an uncertain future outcome, everyone who has a stake in our elderly entitlement systems may come to a similar conclusion.

Political risks, incidentally, can be

Viewing Trade-Offs in the Long Term











Case Study: Social Security and Young Workers





	If employees and their employers set aside 4 percent of wages every pay period to be invested in a diversified portfolio and if Social Security’s indexing formulas were subjected to modest reform, not only would a young, average-wage worker receive all the benefits they would have derived, but the Social Security payroll tax could be substantially lower than it is today.10

	If employees and their employers set aside an additional 4 percent of wages, and if some additional modest reforms were made to Medicare, a young, average-wage worker would receive all the postretirement health care benefits they would have derived from the old plan, and the Medicare payroll tax at that time would be lower than it is today.11

	For an additional 2 percent of wages, young workers would be able to securely replace the risk protection promises made by (Social Security’s) disability insurance and by (Medicaid’s) long-term care insurance.
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