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FOREWORD

In the Spring of 1960, the Chancellor of the Berkeley campus
of the Uhiversity of California appointed a committee t¢ develop plans
for an appropriate observance of the 25th anniversary of the passage
of the Social Security Act of 1935.

The result of the committee's deliberations was a series of
four public lectures held on the campus in April and My, 1961. The
lectures were co-sponsored by the Depar.ment of Eccromics, Department
of FPolitical Science, School of Iaw, School of Sécial Welfare, and
Institute of Industrial Relations, all of which contributed to the
expenses associated with the series.

The opening lecture, delivered by Robert J. Myers, Chief Actuary
of the Social Security Administration, focussed on the changes in the
social security program that are likely to be considered in the next
decade or so, while Professor Eveline M. Burns of Columbia University,
our second lecturer, discussed issues in social security financing.
Because of the sharp differences in public opinion on problems of
financing medical care, the committee decided to invite two speakers ==
Dr. James P. Dixon, President of Antioch College, and Professor Arthur
Kemp of Claremont Men's College == who would present distinctly dif-
ferent points of view on the issues in the health insurance field.

In response to many requests, the lectures are being published
under the auspices of the Institute of Industrial Relations, in cooper-
ation with the Chancellor?!s Committee.

MARGARET S, GORDON

Acting Director, Institute
of Industrial Relations, and

Chairman, Chancellorts
Committee on the 25th
Anniversary of the Social
Security Act
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SOCIAL SECURITY: THE YEARS AHEAD

by

Robert J. Myers
Chief Actuary, Social Security Administration
U, S. Department of Health, Education, and Welfare

In the past twenty-five years, the role of the Social Security
program in the social and economic life of our country has grown rapid-
ly. The term "Social Security" is generally used in this country to
denote the Old-Age, Survivors, and Disability Insurance system, which
is this nation's pension program covering long-term risks. Actually,
as the term "Social Security," is used internationally, it is mumch
broader =- including programs covering unemployment, industrial
injuries and diseases, medical care, and temporary sickness. This
paper, however, is confined to the development of OASDI,

Any prudent person before planning or predicting the future,
will first study the past and present situations. The younger gener-
ation today would have difficulty in visualizing the economic society
that existed only a quarter of a century ago, when there was no broad
protection against the potential absence of income occurring in the
event of death, disability, or retirement of the vast majority of
workers in the country. It seems as natural as having automobiles and
television that if a worker ceases employment after age 65, he should
receive OASDI benefits even though the amount involved may seem to
many persons far too small., Yet, a mere quarter century ago no such
economic security protection was widely available. Vi might now wonder
what happened then to persons in those situations, but this is beyond
the scope of this paper.

Rast Development

vhen the OASDI program began in 1937, it applied only to
employees in industry and commerce. Beginning in 1950, as both
public opinion crystallized and administrative processes matured,
coverage was widely extended. By 1956, virtually all types of employ-
rent, including self-employment, were covered by the system or by some
other public retirement program.

Over these two and a half decades, the types of protection
furnished by the 0ASDI system were gradually expanded. The "OA"
portion of the program was in the initial 1935 Act, which provided
only old=age retirement benefits and certain lump-sum refunds upon
death. The "S" was added in 1939 when monthly survivor benefits were
added for dependents of retirement beneficiaries. The "D" was added
by the 1956 Amendments, which introduced limited monthly permanent
and total disability benefits., The disability benefits since have
been extended so that they are available regardless of the age at
disability and are supplemented by dependentts benefits.
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The relative benefit level of the OASDI program has risem over
the years so as to keep pace with, or exceed, rises in the price level,
although it has not risen as rapldly as the general wage level. In
part, this trend has resulted from the desirability of maintaining the
purchasing power of the benefits, and in part from a change in basic
philosophy by relating benefits more to immediate social needs than to
individual equity principles based on contributions paid or length of
time in covered employment.

Current Basic Principles

Now, having seen briefly where we came from, let us review
where we now stand. There is no need for a detailed explanation of
the present OASDI program because adeguate summaries of the system
are available. & may be worthwhile to consider the current basic
underlying principles: (1) benafits are based on presumptive need;
(2) benefits should provide a floor of protection; (3) benefits
should be related to earnings; (4) a balance of socisl adequacy and
individual equity should be present in the benefits and (5) financing
should be on a self-supporting, contributcry basis.

Certain categories of social risk are established by the law,
and benefits are paid when these eventuate, For example, old-age
benefits are payable only upon retirement, and not automatically upon
attainment of a given age. Likewise, benefits for surviving widows
are payable only as long as they are not remarried and not substane-
tially employed. The retirement criterion is frequently misunderstood
as a means test that is unfairly applied only to earnmed income and not
to investment income. The test is logical for a program covering the
risk of retirement, without pemalizing individual and group thrift.

It is generally agreed that OASDI benefits should provide only
a minimm floor of protection against the various risks. There is,
however, a great diversity of opinion as to how far apart ths floor
and the ceiling should be. At one extreme are those who believe that
the floor should be so low as to be virtually non-existenmt. At the
other extreme, some believe that the floor should be high enocugh to
provide a comfortable standard of living, disregarding any economic
security that private or group methods might provide. The middle
ground is that the benefits along with other income and assets reason-
ebly to be anticipated, should be sufficient to yield a reasonably
satisfactory minimum standard of living for the great majority of
individuals. Any small residual group still in need should be taken
care of by supplementary public assistance.

Because of the "floor of protection® concept, it seems desirable
that benefits should be relatively larger for those with low earnings
than for those with high earnings. Accordingly, the OASDI benefit
formmla has always been heavily "weighted," with a higher benefit rate
applying to the lower portion of earnings than to the higher portion.
Since contributions (or taxes) are directly proportional to earnings
(up to the maximum earnings base) there is some public appeal in the
fact that higher earnings (and taxes), will lead to higher benefits.
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Whenever a social security system requires contributions from
the potential beneficiaries, the question of individual equity versus
social adequacy arises. Individual equity means that the contributor
receives benefit protection directly related to, or actuarially equiv-
alent to the amount of his contributions. Social adequacy means that
the benefits will be sufficient to provide a certain standard of living.
The two concepts thms conflict. Social security systems usually adopt
a benefit basis falling between complete individual equity and complete
social adequacy, but with the tendency more toward social adequacy than
individual equity. If individual equity were to prevail completely
when a system is started, the benefits paid in the early years of
operation would be small, and many years would elapse before the system
would begin to meet the purposes for which it was established. None=-
theless, it is possible to maintain a degree of individual equity.

Individual private insurance policies are, of course, necessarily
based on the individual equity concept. This does not mean that each
individual will necessarily always get back exactly his payments plus
interest (as in the case of a savings-bank account or some government
bands). Rather, insurance company comtracts have premium rates actu-
arially determined for the benefits provided, so that policyholders in
the same risk class pay the same amount for the same benefit. Due to
random chance, the relationship between premiums paid and benefits
received under a private insurance company contract will vary consider=
ably for a given selected group of presumably identical risks. But no
one can foretell in advance which of the group will die early (and
thus receive benefits far in excess of premiums) and which will die
after many years of premium participation.

The conflict of individual equity and social adequacy can be
well seen by considering the proportion of current OASDI benefits that,
from an actuarial standpoint, have been "ought" by the contributions
of the covered workers involved., At the present time, for all benefi-
ciaries on the roll, this ratio is probably about 5 per cent == the
other 95 per cent, it could be said, coming from the pooled contri=-
butions of all covered employers (past, present, and future). In
certain extreme cases, the ratio can be well less than 1 per cent.

The concept that covered workers and beneficiaries have ™ought
and paid for" their benefits is not applicable in a social insurance
system, such as CASDI. Consider a covered worker who retired at the
beginning of 19L0 with the maximum monthly benefit then payable, %.1.20
and who had paid 390 in employee contributions. At the present time,
he would be receiving a monthly benefit of $89. From an individnal=-
equity standpoint, he had "paid for" none of the subsequent increases
in his benefit, which more than doubled. Such a result is, of course,
not consistent with individual equity principles but is both reasonable
and desirable for a social insurance system in a dynamic economy. Some
persons might go so far as to say that his original contributions were
made under the principle that they would buy all future increases in
benefits that might result from an expanding economy or legislative
liberalization, including expancion into new areas, such as medical care.
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The principle of self-support means that no general revemme
appropriations will be needed; instead, the OASDI benefits and admin=-
istrative expenses will be paid out of the comtributions (taxes) from
workers and employers, plus the interest earrned on the fund that re-
sults from the excess of income over outgo. The assets are invested
in United States govermment securities; interest on these securities
does not represent M"subsidy" from the General Treasury, since interest
on the National Debt has to be paid, whether the securities are held
by the trust fund or by private investors.

The basic financing principle for QASDI is that the program
should be completely self-supporting from contributions of workers
and employers. Self-support can be achieved by any number of different
contribution schedules =~ ranging, at one extreme, from a scheduls
sufficiently higher in the early years than in the later years to pro-
duce a "fully funded reserve" to, at the other extreme, a schedule
slowly graded upward so that "pay-as-you-go® financing would result.
The actual basis adopted for OASDI has been between Ppay-as-you=-go"
and "fully funded," but much nearer the former.

In carrying out this principle, the basis adopted is that the
employer and employee share the cost equally, each paying a percentage
tax rate on earnings up to a specified maximum amount, such rate grad-
ually increasing to an ultimate level which was originally scheduled to
be reached in 1949, but under present law is to be reached in 1969, At
the same time, self-employed individuals pey a tax rate equal to 75 per
cent of the combined employer-employee rate == a "political"” and"prac=-
tical® compromise between the employee rate and the combined employer=
employee rate,

Possible Future Developments

In considering possible future developments, we may state
broadly that there are four different viewpoints prevalent among
those who think seriously about the role of OASDI in our econorty.
These groups are by no means equal in number of adherents or in their
importance, and it is not always possible to draw exact boundaries
separating the groups.

The first view, held by a relatively small but vocal group, is
that the OASDI program and anything of the same nature is undesirable,
Accordingly, this group believes that the system should forthwith be
repealed and, at best, replaced by a strict means test program.

The second view == also probably held by a relatively small
group, but one that is not so vocal -~ is that the vresent 0ASDI
system should be maintained at exactly its present scope as to pro-
tection provided and amount of benefits. The basis for this position
is that any development in our economy in the form of higher wages
and greater productivity should enmable individuals to provide any
necessary supplementary and additional protection themselves through
private means.
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The third view == quite widely held == is that the level of
benefits and the scope of protection should remain about the same
relatively as at present. This would mean that benefits should be
adjusted upward from time to time to reflect rises in prices and in
the general level of earnings.

The fourth view =-- again, held by a sizable number of people,
including many whose opinions are quite influential == is that the
nature of the OASDI system should be extended and expanded so as to
provide a significantly greater degree of economic protection in the
areas covered. At the extreme, under thig view, the system would be
extended to the point where virtually all economic needs for those
affected by any long=-term social risks would be provided for.

Now, let us look at the specific directions in which development
can occur in the future. Probably the most important element is the
general benefit level., For present retirants, the benefits now average
close to one=third of gross pay -- disregarding earnings in excess of
the maximum crediteble amount; most married retirants get benefits close
to half pay. Based on past Congressional action, it would seem that as
wages rise, and especially if prices also rise, the general benefit
level will move upward as a result of periodic amendments.

Some countries have introduced automatic procedures for adjusting
benefits to changes in prices or wages, but it does not seem likely
that, considering the political situation in this country, such pro-
cedures will be adopted here. Instead, the ad hoc measures taken from
time to time in the past will 1likely be continued.

In addition to the changes in benefit level to "keep up-to-date™
with prices and wages, there may be proposals for drastically raising
the benefit level, possibly by as much as 50 per cent or more, in
gradual steps. This would mean that single workers would get benefits
of about half pay, and married workers about three-quarters of pay, or
relatively close to their former take-home pay. If this procedure were
followed, it would, of course, largely eliminate the function of private
rension plans and individual savings for old-age.

Closely related to the question of the benefit level is the maxi-
rum earnings base subject to contributions and creditable for benefits.
This is an area of great controversy. One school of thought would keep
this base unchanged at the present §,,800 a year, arguing that any in=-
crease in the earnings level means that people can afford to buy more
private protection.

Another school of thought would argue for maintenance of this
maximum base at the same relative level as in 1958 when it was first
adopted. At that time it covered the full earnings of about half the
regularly employed male workers -~ or viewing it from another aspect,
about 80 per cent of the total payroll. Thus, as earnings rise in the
future, according to this theory the maximum base would be advanced
from time to time in a proportionate manner, as has been done since
1950 when the base was set at $3,600. By this criterion, an-increase
to $5,400 should be made now.
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The remaining school of thought would increase the earnings base
to a level such that virtually all except the very highest peid workers
would have all their earnings covered, as was the case with the origimal
$3,000 base in the late 1930's, The required base would now have to be
somewhat over $10,000, which the proponents of this theory would reach
gradually over the next few years. Such a proposal, when interrelated
with that for a sizable increase in the benefit level, would mean that
virtually all workers could derive sufficient economic support from the
OASDI system sc that little supplementary savings for old age, either
on a group or individual basis, would be necessary =- other than perhaps
home ownership.

Another important area where changes may occur in the OASDI
system is in regard to the retirement test. If public opinion on
desired changes were measured by the number of bills introduced in
Congress, the popularity leader by an overwhelming margin would be
the repeal or liberalization of the retirement test, In the past,
the Congressional committees responsible for OASDI legislation have
recommended only moderate changes in this provision, apparently recog-
nizing that most of the public criticism has been due to misunder-
standing. Furthermore, interested rational groups, such as labor
organizations and business associations, have always strongly favored
a retirement test.

The major reason for the retirement test is that the OASDI pro-
gram is designed to provide benefit protection against presumed loss
of earnings arising from the risks covered by the program. This basis,
insofar as retirement benefits are concerned, naturally differs from
private insurance which necessarily provides annuities at a prescribed
fixed age. The retirement test is a condition of eligibility for
benefits and is not a prohibition of benefit payment (or for that
matter, a prohibition against working).

Cost considerations are also important in connection with the
retirement test. The increased cost would be substantial (about 1 per
cent of payroll, which at present would be over § billion per year)
if benefits were payable solely upon attainment of age 65, rather than
only upon retirement.

Paying benefits to fully=-employed persons is not socially
necessary. On the other hand, to pay partial benefits, or even
possibly full benefits in certain cases, to those in part-time or
low-pald employment is desirable, The improved retirement test pro=-
vided by the 1960 Amendments goes a long way toward eliminating in-
equities and anomlies. It provides some incentive for aged persons
to engage in partial employment and to ™aper off" as they become
older. This new basis will possibly be further improved in the future.

The minimum retirement age, too, is a matter of considerable
significance. Just as in the case of the retirement test, there is
strong popular pressure for lowering this age. From a logical stand-
point, considering the improvements in health conditions and mortality
of aged persons that have occurred in the past and that are likely to
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occur in the future, it could well be argued that the retirement age
should be gradually increased in the future. This has been done in a
few countries, even though it is politically difficult., It is not
impossible that such action might occur at a far-future date in this
country, especially if great breakthroughs occur in the field of medical
care for the aged.

Nonetheless, at the present time the trend seems to be in the
opposite direction. There is strong pressure currently for lowering
the minimum retirement age for men to 62, but with actuarially reduced
benefits. The strength of this movement rests on the fact that in
certain areas of the country there are relatively high levels of un=
employment among workers just below age 65. Further, as the argument
goes, malding this change will have no cost effect on the program. Under-
lying this argument is the thought that making available reduced retire-
ment benefits at an earlier age will not generally result in voluntary
early retirement or in changed employer retirement policies. If such
is not the case, however, there could be very significant effects on
our national economy through loss of production by having a reduced
labor force, so that the absence of cost considerations may not be the
controlling factor.

Currently under consideration is a proposal to increase benefits
for aged widows. Tt is argued, from a social-adequacy viewpoint, that
the widow should receive the full basic benefit that a single retired
worker gets since it takes sach an amount to support one person.

Against such a change is the individual-equity viewpoint that a survivor
who did not contribute, should not receive the same benefit rate as a
covered worker (note particularly the situation of the non-working
widow versus her working nonmarried sister). Fending legislation would
move part way in this direction by increasing the aged widow's benefit
from 75 per cent to 823 or 85 per cent of the basic benefit.

The final major area of possible benefit development in the
OASDI program is into a fourth branch of social security, medical care.
Present proposals would extend limited benefits in this area to aged
beneficiaries only, although proposals have been made in the recent
rest for a much wider scope of benefits to all beneficiaries., In the
more=-distant past, recommendations along these lines would have pro-
vided comprehensive protection not only to beneficiaries, but also to
all insured workers and their dependents,

The provision of health benefits would, of course, change the
"earnings-related principle,® since the same services would be provided
regardless of the previous level of earnings or contributions. This
does not, however, mean that such a change is undesirable, because the
existing principles are not necessarily unchangeable for all time to
come, I shall not go further into this particular area, since I under=-
stand that two subsequenmt lectures will deal with it in more detail.

In any program as complex as OASDI, there are a great many
relatively minor areas where extensions of protection may be urged.
Among these are such matters as liberalizing the definition of dis-
ability, paying benefits to children beyond age 18 when attending
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school, providing benmefits for such other dependents as brothers and
sisters, etc. Time, howewer, does not permit considering in detail
each of these changes. No doubt, many will be adopted in the future,
but from the cost standpoint, and thus from an overall and economic
significance, they do not bear the importance of the items previously
discussed.

The possible developments in the benefit protection afforded by
the OASDI system have been discussed without menticn of the necessary
financing. Hach time legislative activity has occurred, Congress —-=
particularly, the controlling committees concerned =- kas carefully
considered the cost aspects of the proposed changes. The emacted pro-
visions have been financed fully, according to the best actuarial cost
estimates available. Thus, Uongress has attempted to maintain the
system on a self=-supporting basis by keeping benefit costs very closely
4in balance, over the long-range, with contribution incoze.

I would predict that this careful cost consideration by Congress
will continue in the future. Accordingly, the only significant develop-
ment that I can see in connection with the financing is whether the
program should reéemain self-supporting from solely the contributions of
workers and employers, or whether, as is common in some countries and
as some persons urge here, a specific govermment contribution should be
introduced.

Some persons have argued that a government contribution would
result in a more equitable distribution of the cost of the program
among the taxpayers. It is stated that the present OASDI contributions
are, in certain respects, regressive in that they are a uniform perw-
centage on the first $,,800 of earnings. In rebuttal, however, it can
be pointed out that the contributions are not regressive when they are
considered in combination with the benefits, vhich are heavily weighted
for persons with the lowest earnings.

As a practical, political matter, it could be argued that a
general government contribution might become necessary if the contrie
bution rate should rise to a relatively high ultimate figure, made
necessary by liberalizations in the general benefit level., Such
liberalizations, combined with extension of the program into other
areas, could readily result in an overall cost of between 15 and 20
per cent of payroll, Although such a cost seems high in contrast
with that for the present program, advocates of such an expansion can
point to the fact that costs of this magnitude are involved in the
more liberal private pension plans now in existence in this country
and in many foreign social insurance systems. Diverting part of the
cost of the OASDI system to a government contribution from general
revenues would tend to obscure its cost implications, although in
many instances, the covered individuals would still be paying the tax.

All in all, students of social security can expect to have

some interesting years ahead == not only in analysing the developments
as they occur, but also in predicting what will come next.
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ISSUES IN SOCIAL SECURITY FINANCING

by

Eveline M. Burms
Professor of Social Work
New York School of Social Work
Columbia University

The problem of finencing social security systems I take to
involve the question of how the necessary revenues are to be secured.
R is important to note that this is different from, although in some
respects related to, the question of how much social security a
country can afford. This latter problem is essentially one of how
mich of its total income a country wishes to allocate by mechanisms
that operate outside the functioning of the economic market. The
answer given by each country at any given time is a function of its
economic situation, its social values and the nature and extent of
competing demands on incomes that are secured through the operation
of the economic market. Fosed in the form in which it is most commonly
expressed, namely whether there is a limit to the proportion of Gross
National Product, or NMational kcome, that can be allocated to social
security (or even more broadly, to social welfare) the question is one
to which no meaningful answer can be given. Indeed, I would seriously
question the value of the time devoted by such organizations as the
International Labour Office, to laboriocus (and usually not wholly
comparable) calculations of the proportions of national income which
social security expenditures form in different countries.

For very little reflection suggests that the exact proportion
at any given time is the product of a variety of factors. It depends
in part on the level of per capita income. This affects both pre-
vailing attitudes to what is an acceptable minimm level of living for
all menbers of the commmity and also the willingness of those whose
incomes are derived from the economic market to sacrifice some of it
to assist the needy. For with high and rising incomes they can both
allocate more resources to the non-producers and still enjoy a rising
disposable personal income, It depends too on the scope and severity
of interruptions to income. If these affect, or are believed to
affect, large segments of the population, there will be a greater
readiness to assure some minimum flow of income through organized com=
mmity action, i.e. to adopt more comprehensive social security systems.
Thus the depression of the 1930's brought home the fact that unemploy-
ment was not confined to a minority of work=shy people but might be
experienced by any member of the labor force and with this realization
came a willingness to support a comprehensive unemployment insurance
system. In Great Britain, the impact of rising medical costs on even
the middle-classes explains not a little of the widespread support of
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the National Health Service with its attendant costs. The severity of
income interruptions explains too the apparent paradox that it is pre-
cisely when GNP falls, due to extensive unemployment, that the community
is willing to increase the percentage devoted to social security.

The proportion allocated also depends partly on demographic
forces, both actual and desired. A large proportion of people in the
older, non-productive age groups is lilely to increase the proportion
of income that is allocated through non-market mechanisms. A concern
about a low or falling birthrate may bring support for a system of
children®s allowances. Social attitudes are also a vital factor.
Countries vary in the degree of their semsitivity to their economically
less fortunate members. They attach more or less importance to the
concept of "the right to an adequate minimum® or to making sure that
all their menmbers have access to adequate and high quality health care,

Willingness to devote economically secured income to social
security purposes will also be affected by the nature, extent of, and
priorities attached to, other demands on incomes. On the one hand,
they affect the size of disposable personal income; on the other,
some types of governmental expenditure may reduce the need for social
security expenditures by reducing the extent or the duration of income
loss. (Expenditures on education, or retraining, or development of
depressed areas, or on the prevention of family breakdown could all
have this effect.) Finally, the methods of financing, in the sense in
which I have used the term, also play a role though it is probably minor
in relation to these other influences. Undoubtedly, for example, the
use of contributory social insurance as a major financial technique
increased the willingness of the country to devote a larger proportion
of national income to social security measures. A level of income
taxation, which otherwise might have been resisted, was accepted because
the tax was specifically earmarked for the payment of benefits to the
taxpayer in some proportion to the taxes he had paid. Similarly, a
method of financing that threw burdens on workers or enterprisers heavy
enough to cause them to lessen their productive efforts, might, by
reducing levels of national output in subsequent years or by slowing
up ths rate of growth, cause a commnity to feel that ™it could not
afford™ so much social security, whereas a different method of dis-
tributing the tax burden might have caused the same level of expenditure
to be regarded as easily 'bearable.™

B’ thus should not surprise us that differemt countries at any
given time, and the same country at different times, find that they
can fafford"™ to devote widely differing proportions of national income
to social security measures.

What then are the essentially financial questions that must be
faced by any country, regardless of whether its social security expend-
itures form a small or a large proportion of national income? I suggest
they are three in number. Decisions have to be made as to how the cost
is to be allocated among various segments of the popalation, as to the
period of accounting, and as to the financial role to be played by the
tax systems of different levels of government. All three of these
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questions were faced, and answered, in 1935 by the original Social
Security Act. The nature of the answers differed for each of the .

three major social security systems with which the Act was concerned,
namely Old Age Insurance, Unemployment Insurance, and Public Assistance.
For each of the programs enacted in 1935, the financial issues were so
complex, and subsequent developments were so numerous, that time does
not permit adequate treatment of all of them. Ferhaps our best approach
is to ask, for each program, which decisions in the light of 25 years!
experience could one have wished had been different.

OASDI Financing

(2) For the all-important (ld Age Insurance program (as it was
in 1935 before the inclusion of survivors benefits in 1938 and dis-
ability insurance from 1956 onwards) one of the three major financial
policy decisions was easy. If the program was to apply equally to all
Americans in the covered occupations, if people were to be required to
pey taxes over their entire working life in return for legislatively
promised benefits in old age, then with a highly mobile population and
with states dominated by widely differing social philosophies, nothing
short of a federally-operated program, financed by federally levied
taxes, would ensure fulfillment of the promises made.

The answers to the other two more difficult questions, how the
costs were to be distributed among persons and what period of accounting
should be adopted, were in large measure determined by two significant
policy decisions as to the nature of the program. First, it was to be
a benefit system in which legally defined benefits were to be given,
in principle, in return for the payment of contributions by potential
beneficiaries. Second, it was to be a financially self-contained
system, set apart from the general budget, and actuarially sound in
the sense that the legislation which promised benefits should also
contain taxing provisions designed to guarantee adequate funds for
the payment of the benefits as claims fell due.

(b) The decision in favor of a contributory social insurance
type of security system in large measure answered the question about
the distribution of the costs among persons. But not wholly so, for
in strict logic one might have expected the entire funds to have been
supplied by the potential beneficiaries, through some earmarked addi-
tional tax on income or earnings. This was regarded as impracticable
if benefits of some degree of adequacy were to be assured to relatively
low income receivers and would bhave undoubtedly have proved psychologi-
cally unacceptable. Furthermore, there was the example of almost every
other country with social insurance systems which required employers
also to contribute to the cost. But this decision to require employers
as well as workers to pay social security taxes made it more difficult
to know how, in fact, the costs of the program were divided among
persons. For that half of the costs paid by workers, the answer was
easy. But the question of the incidence of the employers! share has
been in dispute for years. As events turned out, the economic circum=-
stances of the last 25 years, namely an expanding economy, characterized
by rising employment, wages and prices, enhanced the probability that

=1l=



employers were able to pass on much of this burden via higher prices or
smller wage increases than would otherwise have been given.

Tt thus seems probable that the total effect of the social
security wage and payroll taxes has been to throw the major burden on
the lower income receivers, and especially on wageearners as a group.

It cannot be denied that this is a non=-progressive, if not a regressive,
method of financing. The tax on wages provides for no exemptions for
earnings below any given amount and there are no deductions. DMoreover
the tax is at a flat rate and, thanks to the taxable limit, applies only
to relatively low bracket earmings. As between income levels, this
system is in no sense redistributive. Such redistribution as exists
occurs within the 3,800 bracket, and exists because of the differential
benefit system. ILower paid workers within this bracket get more out of
the system, in relation to what they psy in, than the higher paid.
Married men with dependents gain relatively more than the single, 4nd
thanks to the liberalizations of eligibility that have occurred during
the last 25 years, those with short period coverage gain more than those
who will claim benefits after paying taxes for an entire working life,

One significant by-product of the natiomwide introduction of
social security taxes in 1935 should never be forgotten. The innovation
of the withholding tax, thus utilizing the employer as a tax-collection
agent, and the pressure on the Treasury after 1935 to occupy itself with
the problem of full collection of taxes from even the smallest income
receiver, opened the door to a general lowering of tax exemptions. For,
until this time, the Treasury had held that it would be both adminis-
tratively difficult and often fiscally unrewarding, because of the costs
of collection, to levy taxes on small income receivers.

If in 1935 we had recognized the full social consequences of the
policy of throwing the costs of OASDI on wage and payroll taxpayers,
would we have made a different decision? Probably not very materially.
For while the financial policy had some obvious disadvantages, it also
had advantages and some of these are still relevant. Three major
considerations pointed to adoption of the policy of throwing at least
a major part of OASDI costs on the potential beneficiaries, First, it
seemed necessary, in 1935, to make receipt of a payment from government
soclally acceptable. Inculcation of the idea that one had a "right" to
this benefit because one had paid for it seemed an effective way of
differentiating OASDI benefits from poor relief or the then much
publicized "dole." As we can now see, this objective has been only too
successfully attained. So pervasive today is the idea that OASDI
benefits are "earmed" that individuals who have secured beneficiary
status on the basis of little more than the minirmum contribution of
six quarters still apparently firmly believe that they have "paid for"
or "earned” their benefits., In fact, of course, thanks to the fact
that the full rate of tax is not applicable until 1969 and because of
the extremely liberal eligibility conditions whereby beneficiary status
can be secured after very short periods of covered employment, it will
be many years before any beneficiary can truly claim that he has "earned
or paid for" his beneﬁ%s through his and his employert's contributions.
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The second justification for taxing the potential beneficiary
still holds good, namely it made acceptable a national program which
none-the-less made differential payments. The need for the latter
stemmed from the desire to make meaningful payments to retired workers
in a country characterized by wide geographical and occupational differ-
ences in wages. A uniform formla applicable to wages, as the benefit
determinant, assured equality of treatment, and the payment of a higher
benefit to the higher paid worker could be justified on the grounds
that this worker had paid higher taxes.

The third objective of taxing the potential beneficiary was to
enhance the sense of social and fiscal responsibility, to bring home
to the beneficiary that more liberal benefits cost more money. In this,
the country has been amazingly successful. So generally accepted is
the idea of the close relationship between benefits and taxes that all
proponents of liberalization, and notably organized labor, always
couple their proposals with an assertion of their willingness to pay
higher taxes to finance them if additional funds should be needed. It
is organized labor, for example, that is spearheading the drive to
raise the taxable wage limit above $i,800.

Nevertheless, in at least one respect, one might have wished
for a change in policy. For the loading of financial responsibility
on workers and their employers has applied also to the financing of
the quite heavy costs of the unearned benefits with which successive
liberalizations have burdened the system, and also to the relatively
favorable tex treatment of the self-cmrloyed who do not pay their
proper actuarial share, Had these costs been charged to the general
taxvayer instead of to the comtributors in perpetuity, several advan-
tages might have followed. Folicy makers might have been a little
less lighthearted in the extent of the benefit advantages given to
the already elderly or, after 1950, the newly covered. For not only
were such people admitted to benefit status after extremely short
periods of coverage, but, once admitted, they drew benefits at the
level appropriate to their average wages, rather than at some uniform
minimm sum, applicable as a transition measure to all who qualified
on a less than normel period of coverage. Again, to have assessed
against the general taxpayer the costs of these unearned benefits,
payable because of a desire to use the OASDI system to deal with the
present problem of old age insecurity, might have improved the position
of the federal government vis a vis the states in the increasingly
frecuent disputes as to the extent of federal responsibility for sharing
in 014 Age Assistance costs. The federal case is, of course, that as
OASDI takes over more and more of the people who otherwise would have
been QAA recipients, the need of the states for federal aid to finance
this program is less and the federal share should be correspondingly
reduced, The federal case might have been more effective and appealing
if the costs of the unearned OASDI benefits had been a visible direct
charge on the general federal taxpayer instead of being concealed in
the level premium cost of QASDI, chargeable only to wage and payroll-
taxpayers.

But there are even more important considerations. There is a

-13-



real question whether we can socially justify the policy of charging
the costs of all unearned benefits payable to the present generation
of the elderly against relatively low wage receivers and their
employers in perpetuity. To have assessed them against the general
revenues would have made possible a more progressive method of
financing what is clearly a social charge, attributable to our lack

of foreesight in not adopting OASDI a generation or more ago. 4nd in
view of the fact that the country is beginning to realize the advan-
tages of using contributory social insurance as a method of paying

for other risks such as medical care, we can well ask whether, knowing
what we now do, it was a good idea to burden current and future wage
and payroll taxpeyers with these unearned benefits. For at some time
we shall undoubtedly encounter taxpayer resistance to further tax with-
holdings, even for social security purposes. Had we not had to increase
the OASDI level premium for new entrants from 53 per cent to 9 per cent
to cover the unearned benefits of the present covered group, we would
have had a margin of 3% per cent of payroll to play with for coverage
of new risks, such as medical care. Hence, I believe we must regard it
as unfortunate that the Congress in 193l did not accept the proposals
of the Committee!s old age insurance staff which had envisaged a con=~
tribution from the general taxpayer.

(c) The answer to our third financing question, how should
the costs be spread over time, was not automatically provided by the
decision that the system should be self-supporting from the yield of
the selected earmarked taxes. For it would have been equally possible
to have provided in the law for a schedule of taxes which rose year by
year as anticipated costs rose or to have operated on some reserve
accumulation basis, Wmat the "selfe-supporting principler did was to
impose the necessity of estimating what annual benefit expenditures
were likely to be in future years, and this was tremendously important.
For these estimates showed that annual costs, expressed as a percentage
of payroll, were likely to rise over any period for which it was
feasible to make meaningful estimates, due to the gradual maturirg of
the system and the growing nurbers and proportion of the aged in
relation to the employable ages. Although in the last 25 years suc~
cessive liberalizations of the program have greatly speeded up the
meturing processg, it is still the case that benefit costs are estimated
to rise from 6.85 per cent of payroll in 1970 to 11.81 per cent in 2050.

The 1935 decision to levy taxes higher than were necessary to
cover benefit outgo in the early years of the program and to use the
surplus to build a reserve, the interest on which would meet the anmual
deficit in later years when the earmarked taxes wonld yield less than
anticipated outgo, wms a not unreasonable policy in a new venture of
this kind. I making possible an ultimate maximum rate of tax below
the annual benefit cost of later years, the modified reserve policy had
the further advantage of making more realistic the claim that the bene-
ficiaries of the future were expected to make some significant contri-
bution to the costs of their own benefits, a theory that would have
been hard to sustain if, in the early years, future beneficiaries were
paying only enough to support the then very low benefit expenditures.
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You will have gathered that I attach less importance than do
some students to the issue of whether we cling to the reserve principle
or not., Vhat is important is the pressure to forecast future costs
which the self-sustaining principle has brought about and which, it
can fairly be claimed, has been reenforced by the necessity to determine
how great a role any reserve is to play. Here our financial decisions
of 1935 have been astonishingly successful. Except for a few years in
the early 1940's, the Congress has been extremely responsible in its
financial and benefit policy. Each proposed change has been considered
in the light of its corresponding payroll cost and when, on occasion,
later and more exact estimates revealed that the system was less actu-
arily sound than had been previously thought, subsequent amendments
have raised taxes to redress the situation.

Unemployment Insurance

In 1935 the problem of the financing of unemployment insurance
took up more of the time of the Committee on Economic Security and its
staff and its Citizens! Advisory Committee than any other subject. The
differences of opinion mainly reflected the previous sharp cleavage
between the proponents of this way of handling unemployment. There was
dispute as to whether there should be a single general fund financed by
uniform taxes on all employers out of which all claims should be paid
or whether there should be separate accounts for each employer (the so=-
called isconsin Flan), or at least some form of experience-rating. In
more general terms, it was a difference of opinion as to whether the
central objective of unemployment insurance was to provide funds to
guarantee the payment of benefits or to impose incentive taxes with the
object of encouraging employers to stabilize employment. It is not too
much to say that the resulting decisions on two of the three central
financing questions were highly unfortunate, while the third, though
sound, was never fully adhered to.

(a) On the question of the allocation of costs as between
persons, it was decided that the taxes were to be paid by employers
and although the door was left open for states to impose taxes on
workers, only a handful availed themselves of this opportunity. This
preference for employer taxes stermed in part from the Wisconsin ide-
ology: if incentive taxation was to be important then it was the
employer who had to be given an incentive to stabilize. But it was
also due to the position of organized labor, which, we must never
forget, was formlly opposed to social insurance until 1932 and even
then gave grudging support only on condition that the costs were
charged to the employer ™ecause he was responsible.™ This position
caused the labor movement some intellectual embarrassment in later
years by which time they had become the major critics of experience-
rating. For the justification for charging the employer only was
mainly that he was "responsible" for unemployment and if this view
is accepted, employers have a good case for claiming that if their
workers do not become unemployed then they should be permitted to
Pay lower taxes through some form of experience-rating.

The second unfortunate consequence of sole employer financing
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was that it gave employers, as the group financially supporting the
system, a powerful and persuasive position in the eyes of the state
legislatures and a direct interest in exercising that power to oppose
liberalization. This interest was intensified by the existence of
experience-rating. :

(®) On the question of the relative fiscal responsibilities
of the federal governmeni and the states, the decision was that the
states were to be responsible for benefit costs, while the federal
government would meet the costs of administration and would also enact
a fiscal device, the effect of which was expected to remove the fear
of unfair competition from states desiring to tax their employers even
though some others did not.

Iooking at the federal-state issue twenty-five years later,
after two not very serious recessions in which it has been necessary
for the federal government to enact a supplementary unemployment
insurance program, and recalling the uneven incidence of unemployment
among the states, one might be tempted to wonder why a decision in
favor of a federal system did not seem obvious in 1935. Two obstacles
stood in the way. First, the general sentiment against federal action
and in favor of "states rights." But second, adoption of a federal
system would have involved a once and for all decision on the issue of
employer reserves (or experience-rating) as against a single fund and
a uniform tax rate for all employers. This was resisted by the pro-
ponents of the Wisconsin Flan, who, it should be recalled were strongly
represented on the Committee and by its Executive Director. It is
often asserted that the decision was made on constitutional grounds,
but this can hardly have been so. For, quite apart from the contrary
recollection of persons who were in the battle at the time, if consti-
tutional reasons against a federal system had been decisive, how was it
that the Committee recommended a much larger and more far-reaching
federal old age insurance program?

Purthermore, although the battle for a federal system was lost,
it would still have been possible to adopt a financing system in which
the federal government would play a major policy role, by using some
form of a grant-in=aid financed by the selected taxes. This was indeed
recommended by a majority of both the technical staff and the Citizens!
Advisory Committee. But this too was rejected by the main Committee in
favor of the tax-offset, precisely because, for constitutional reasons
the grant-in-aid would have made possible more stringent federal
standards than would the tax-offset.

The tax-offset did achieve one objective. All the states soon

enacted unemployment insurance laws, either because they had wanted

to do so before but had been deterred by fear of non-action by other
states, or because they did not 1like the idea of the federal government
pocketing the 2.7 per cent tax. And in the end all states adopted
experience-rating either because they believed in it or because, thanks
to the terms of the Act, this was the only way they could achieve a
general lowering of their average tax rate. But because of the absence
of federal standards dealing with minimum benefit amount, duration and

=16~



the like, the objective cof the tax-cffset, as events have turnec out,
have been largely negated. For the states can anc do compete, taxwise,
with each other: employers in a state with a restrictive or illiberal
iaw will pay lower rates and so under=-cut their competitors in more
liberal states.

A second consequence of these financial arrangements has emerged
as it has become more and more evident that, in fact, the American
reople regard the federal government a2s the ultimately responsible
autherity for assuring income to unemployed people if all other measures
rrove inadequate. For it now becomes evident that the federal govern-
ment, through the tax-offset provisions, has in effect ceded to the
states access to the richly productive 2.7 per cent payroll tax without
layirg down any condition that the states shall use these funds to carry
at least some specified proportion of the total unemployment burden.

Due to the absence of any accompanying federal standards regarding min-
imum duration of unemployment benefit, we now have the unsatisfactory
situation that in recession periods there is pressure for federal action
and the federal government finds itself obligated to pay the costs of
benefits to workers who, because of restrictive duration provisions in
some states, have exhausted benefits after as little as 13-1L weeks.

In the third place, the decision that the federal government was
to pay all the costs of administration was unfortunate. It invited
friction between the federal government and the states not only because
the latter had no financial interest in economy but even more because
the former was in the position of meeting administrative costs of a
program over whose substantive features, including the nature of benefit
and experience-rating formulas, it had no control. Furthermore, until
1953, although it was always assumed that the federal administrative
rayments were to be financed out of the 0.3 per cent of payroll tax re-
tained by the federal government, there were years in which the "ccsts
of proper and efficient administration" amounted to less than the yield
of this tax and the states charged the federal government with making a
profit at their expense.

Even more fundamentally, one might wonder at an arrangement which
removed from the states all financial responsibility for and control
over the very parts of the program where one would have thought the case
for lodging responsibility in the states was the strongest. For the
problems of administration, checking abuse, developing counselling and
placement services or assisted relocation of workers would seem to vary
from state to state and be peculiarly appropriate for the exercise of
local initiative and experimentation.

(c) The third financial question in unemployment insurance, the
period of accounting, was answered reasonably enough in 1935. In view
of the fluctuations of unemployment from year to year, it made obvicus
sense not to try to balance the books on an annual basis. Otherwise it
would have been necessary to raise taxes or to cut benefits precisely
at the time when such action was least socially and economically desir=-
able, namely in a period of rising unemployment. But here, although the
initial decision was a wise one, the states have not, in practice, been
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prepared to abide by its consequences. For this policy implies an
effort to estimate the severity of unemployment over some period of
time and the fixing of a rate of tax that will ensure a balance of
income and outgo over this period. In fact, the states have so little
trusted their own estimates that they have never been prepared to use
their reserves when necessary, including the limiting case of allowing
them to fall below zero. Instead, the reserve has become an object of
worship which rmst never be allowed to fall below some specified amount.
Indeed, because of the linkage of experience-rating schedules with
specified reserve levels, we have even seen the fantastic situation of
states with sizable millions in their reserves borrowing money from the
federal government rather than allowing their reserves to fall below the
sacred minimum}

Furthermore, because current experience-rating formulae fail to
distinguish between that degree of stabilization that is due to indi-
vidual employer efforts, and that which results from general economic
conditions, we have built in a mechanism for ensuring that if a
recession lasts more than one year tax-rates are likely to rise == the
exact reverse of what would make economic sense.

Public Assistance

In the field of public assistance the financial decisions that
had to be made were to some extent more restricted. Ooviously, in a
program meking payments to needy people no question of requiring the
beneficiaries to share in the costs could arise. Equally obviously,
in a residual program whose scope was in large measure determined by
the adequacies or inadequacies of the insurance system and where long-
run costs were expected at the time to decline as insurance expanded,
both the possibility of, and good reasons for, long=-period financing
and the accumlation of reserves did not exist. The central question
in 1935, as today, concerned the respective financial roles of the
federal government and the states. And here, with the advantage of
hindsight, we can see that two very unfortunate decisions were made,
First, federal financial responsibility was limited to some categories
only of public assistance recipients, Second, it was decided that
federal aid should take the form of an egqual matching grant; for all
states the federal government would contribute half of the cost of
cash payments up to a stated monthly amount per individwal, Both of
these decisions were to plague us in subsequent years.

(@) First, the limitation of federal aid to some categories only
not merely fastened on the country a categorical approach to pablic
assistance which is increasingly deplored by most students in the field,
but it also gravely prejudiced the position of the none-federally aided
groups. One may admit that, at least prior to 1935, the only way in
which to breach the wall of the deterrent poor law was by sslecting for
more favorable treatment certain groups for whom there was general
sympathy (such as widowed mothers or the blind) or whose economic
initiative would not be impaired by the receipt of assistance because
they were obviously no longer menbers of the labor market (such as the
aged or mothers of young children). Yet it is an open question whether
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a determined effort to use the newly available federal aid on a per-
manent basis to improve the levels of assistance for all needy people,
as was suggested by one of the expert committees, might not have met
with success. Admittedly there were serious obstacles: the very
recency of federal financial participation in any kind of relief pro-
grams, the deliberate selection, under the WFA program, of the "employ-
ables" as the proper object of federal concern, President Roosevelt!'s
own attitude as expressed in his famous remark ™he federal government
must and shall get out of this business of relief," together with the
increasingly powerful pressure of organizations of the aged for special
treatment == all these no doubt made a categorical approach to federal
aid for public assistance seem the easier course. But, so far as I
recall, no other alternative was even seriously considered by the policy
makers.

The results have, as I said, been unfortunate. Such improvement
in the condition of public assistance recipients as has taken place in
the last 25 years has, apart from a relatively few states, been confined
to persons who fell within the federally-aided categories. Although the
number of these has been increased (by the addition of the disabled in
1950 and, on a t rary basis, dependent children whose fathers are
unemployed in 1961) the condition of the truly residual group, the
recipients of general assistance, has remained deplorable in most parts
of the country. This is especially the case in those states where
financial responsibility for this program is wholly carried by the
localities without any state aid., Indeed in some states general assist-
ance can scarcely be said to exist, and in all too many areas access is
uncertain., Fayments are low in comperison even to the none-too-adequate
rayments on the federally-aided categories and the tests of need are
more rigorous. For these people the old deterrent poor law is still
with us,

Categorization of federal aid took the form not only of re-
striction of aid to some types only of needy people; even within the
aided categories the terms of federzl aid differed. The maximum
matchable monthly payment for ADC was, and has remained, vastly lower
than that for the other categories, Indeed, until 1950 federal aid
was not available for payments to the adult caring for the children
(usually the mother). Wiy this federal policy of discrimination against
children was adopted it is difficult to say, for even if it be granted
that the costs of supporting a child are lower than for an adult, the
differential (430 as against $5) far exceeds any that could be justi-
fied on cost of living grounds, as the Federal Advisory Council pointed
out last year. Nor can this consideration account for the fact that
the lower ADC limit applies also to the adult caretaker.

Surely what one would have hoped for would have been a federal
grant-in-aid where the matchable maximum might have differentiated
between adults and children by some realistic approximation to relative
costs of living and that the offer would have applied to needy
person in receipt of public assistance. This would have left the states
free to categorize or not as they wished and their decision would no
longer have been influenced by the knowledge that failure to categorize

=]19=



would involve the loss of federal aid.

(b) The consequences of the second decision in the financing of
public assistance have been equally serious. Admittedly the federal
bait induced all states to establish programs for the federally-aided
categories, conforming to the federal requirements within a relatively
few years after 1935. However, it is interesting to note that even
today not all states have taken advantage of the grant for the perma-
nently disabled, instituted in 1950. But it soon became clear that
there was something unsatisfactory about a matching grant available on
the same terms to all states. If its intent was to make it possible
for the poorer states to reach some minimum level of adequacy of pay-
ments this result was not achieved because to reach any given level the
poor state had to provide from its own limited resources exactly as
many dollars per case as the rich state and, being poor, the proba-
bilities woere that it would also have a proportionately larger case-
load, Furthermore, although the amount of federal money flowing to the
richer states was in one respect limited (by the matchable dollar maxi-
mum), there was already by the 1940's complaint that the lion's share
of the federal money in absolute terms was received by the richer states
which could afford peyments at or above the federal matching limit.

Despite considerable discussion about the advantages of a
variable grant, no change was made until 1946. The policy adopted at
that time, which has remained in force until now, divided federal aid
into two parts. The amount of the monthly grant was still the decisive
element, but henceforth the federal sbare was much greater for the first
so many dollars than it was for the remainder. By successive amendments
both the dollar amount qualifying for the more favorable grant and the
proportion matched have been liberalized so that today for the three
adult categories the federal government pays 80 per cent of the first
$30 and between 50 per cent and 65 per cent of the remainder up to 5,
But the new formula, while giving relatively more help to the taxpayers
in states making relatively low grants, did little to encourage them to
ralse their payments above the limit of the first part of the formula.
Because the formla applied equally to all states, it was still true
that to reach any given level, the poor state had to suprly the same
nunber of dollars from its limited resources as the rich state, Mny
of the richer or more liberal states did indeed pass the additional
federal money on to their assistance recipients sooner or later. But
in others, the gain accrued mainly to state taxpayers. One consequence
of the new formula was certain. There was an increase in the proportion
of costs carried by the federal government in all states. Indeed,
because the federal law contained no definition of need, the new formula
offered a positive inducement to a calculating state to put as many
reople as possible in the assistance rolls, for so long as the average
rayment wag held below $30 this would bring into the state four federal
dollars for every one put up by the state.

The weakness of this formala lay of course in its use of the
average wonthly grant as the single determinant., It is true that, in
general, the lowest grants are found in the poorer states (though they
also occur in such wealthy states as Delaware) and this evidently
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appealed to the Congress which seems to have thought mainly in terms of
proportions of total peyments carried by the federal government. For
under this formula it could truthfully be said that in the (mainly
poorer) states making payments of only 330 or less the federal govern-
ment was carrying four-fifths of the cost whereas in the richer states
with payments of #65 or more the federal share of the total was only
two-thirds or less. Not until 1958 was the fact accepted that if rela-
tively more help was to be given to the poorer states then the formula
must discriminate in their favor. Not all states could get assistance
on the same terms.

But while at that time the decision was made to vary the federal
share in relation to the state's ranking in terms of per capita income
(thus introducing a new variable), the full implementation of this
policy has been hindered by the original 1935 decision that the federal
share should be 50 per cent in all states. It is politically unreal=-
istic to assume that the richer states, who in any case could not gain
by a variable forrula, would vote in favor of a change that yielded them
absolutely less than they had previously received. Variation, if it
were to be adopted at all, had to leave all states with at least 50 per
cent, and in view of the undesirability of a federal share approaching
100 per cent, this greatly narrowed the range of variability and thus
the extent to which relatively more help could be given to the poorer
states, The unwillingness of the states to give up that which they had
found to be so good led to the further restriction of the variability
principle to the second part of the formula, i.e. to payments in excess
of the amount carrying the highly favorable matching proportion. As a
result, much of the effectiveness of the variable principle is lost.
For since, as we have seen, most of the poorer states pay lower grants,
they benefit relatively little from the fact that if they were able to
pay hisgher grants they would receive more than 50 per cent ol the excess
over 3$30.

In Retrospect

What tkea must our judgement be as we gather here to celebrate
the twenty=-fifth anniversary of the Social Security Act, regarding the
w.sdom of the crucial financial decisions? Clearly the highest marks
must go to the OASDI program., Here, the major weakness was the failure
to provide that the costs of unearned benefits should be carried by the
general taxpayers rather than the wage and payroll taxpayers, In public
assistance serious errors were made, some of which, such as restriction
of federal aid to limited categories of needy could even now be remedied,
but others, such as the failure to realize that the objectives of more
adequate assistance in all states required variable, rather than match-
ing, grants, will be more difficult to remedy because a certain pattern
has now been established. Unemployment insurance fared least well.

Zven the most ardent advocates of a federal system would admit today
that the state system created in 1935 is supported by too many powerful
interests for it to be replaced, despite the fact thzat the arguments
for a federal program are as strong as ever. The federzl government is
left holding the bag and has relinquished to the states a rich source
of revenue which might have been used for a more adequate program for
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all Americans. And because of the failure to enact federal bemnefit
standards while permitting experience-rating, interstate competition
is still possible and serves to depress benefit standards.

Ooviously one could not have expected the framers of the Act to
have foreseen all subsequent events, many of which, as I have shown,
have served to aggravate the undesirable consegquences of some of the
1935 decisions. But, in an academic atmosphere of this kind, we may
perhaps take some wry comfort in the reflexion that, on most of these
issues, it was the academic experts who were more right than the
politicians and administrators. & was they who wanted a contribution
from general revenues for QASDI: it was they who wanted a grant-in-aid
for general assistance and it was they who as a majority favored a
fedsral unemployment insurance system (or a grant-in-aid as the next
best thing) and who opposed experience-rating or employer reserves.
Perhaps after all, there is something to be said for the academic study
of social security policies!
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EMERGING ISSUES IN THE FINANCING OF MEDICAL CARE
by

James P. Dixon, M.D.
President, Antioch College

Recently Fleanor Roosevelt has written these charming words
about imagination:1l

"The power of imagination is a kind of defense in
childhood. You get away from the realities. It makes
you important to yourself. If used correctly, it makes
it more possible for you later on to imagine what other
people are like and what they think and feel. It helps
to keep you curious, anxious to understand....Of course
unless 1t is checked, imagination can remain only a means
of escape; but if it is nourished and directed, it can
become a flame that lights the way to new things, new
ideas, new experience." .

In light of the fact that available data concerning the financing
and distribution of medical care are inadequate, any identification of
trends or predictions must contain elements of imagination. This is
rarticularly true when events are interpreted by a person who has de-
clared judgments between possible courses for future action. But as
we shall see, there are other sources of indeterminacy. For many of
the issues are related to the dialogue upon which we depend to reach
denocratic consensus.

I shall endeavor first to identify some data on general phenomena
in human affairs which may bear on the special problems under discussion.
Then I shall proceed to review selected data describing the financing
and distribution of medical care in this country. Finally, I will iden-
tify and discuss four issues which I judge to be important at the present
time as we look into the decade ahead,

We are living on a pycnotic planet., Technology, war, and come
runication have effectively condensed the environment of the human
species, International dialogue is difficult. But one of the most
effective topics of conversation in short-circuiting ideological con=
flicts has been health. There are common concerns of all people to
improve sanitation of the environment and reduce the devastations of
preventable illness.

-1. You Iearn by Living (1960). Quoted in University College
Quarterly, Michigan %t_ife_ iﬁ'iversity (Spring, 1961).
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One billion of the world's population live in countries committed
to democracy. One billion live in countries committed to totalitarian-
ism, The remaining third live in countries not yet committed to either
of these positions. An essential dilemma of all nations is to struggle
with the relationship between technological production as measured by
gross national product and human reproduction as measured by population.
Social overhead capital is scarce, particularly in the uncommitted
countries.

In the United States the total production of goods and services
increased in the period from 1929 to 1957 at an average rate of 2.93 per
cent per year,2 The gross national product reached $505 billion in
1960, It is predicted that the rate of increase will accelerate in the
next decade to an average of 3.3 per cent per year. We are, then, in
an expanding general econony.

: The population of the United States is expected to increase by
30 million by 1970, Five-sixths of this increase is expected to occur
in metropolitan areas which by 1970 will contain two-tkirds of the popu=-
lation.”’ While it is expected that the population in the center of
cities will be less by 1970 than now due to out-migration, it is also
expected that center cities will more uniformly than now be populated
by racial and ethnic minorities who are relatively disadvantaged in
socio-economic terms. The suburban rings will be populated by middle-
class wvhite families., There will be then an expending market for
medical care generally and present trends will further differentiate

the social characteristics of this market within the geography of the
urban complex.

Medical care in consonance with the technological explosion is
increasing in complexity. Evidence for this is found in the growth of
medical specialization.4 In 1923 there were in the United States
146,000 physicians of whom 15,500, or 11 per cent, were specialists.

By 1940, among 175,000 physicians, there were 37,000, or 21 per cent,

in the specialist category. In 1955, 39 per cent of all physicians,

or 84,500 out of a total of 218,000 were specialists. Further indi-
cation of the increasing complexity of medical care is found in the
increasing use of hospitals. In 1931 the use of specialized and general

2. H, Stein and E., F. Denison, "High Employment and Growth in the
American Economy," in Goals for Americans: Pro for Action in the
Sixties, U. S. President's ssion on ona ewo

s, N. J.: Prentice Hall, 1960), p. 168.

3. Catherine Bauer Wurster, "Framework for an Urban Society," in
Goals for Americans..., Op. cit., p. 225.

L. U, S, Rublic Bealth Service Pub. No. 263 (Washington: U, S,
Government Printing Office, 1952-1960).
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hospitals was 900 hospital days per 1000 population. I 1958, with a
substantial reduction in length of hospital stay, the use had increased
to 1300 days per 1000 population, an increase in this period of LO per
cent. Thus the hospital has become increasingly important in the tech-
nology of medicine.

Before completing this sketchy review of general data, there are
two points to be made about government, particularly the federal govern-
ment, The first point is that the citizen's attitude toward government
is ambivalent. This has bee? described by Hutchins as the phenomenon of
the two faces of federalism.” The general notion in a democracy is that
the power of government shall be limited. There is consensus on this
point., However, an argument arises about the criteria to define this
limitation. Two rather distinct viewpoints can be discerned. The first
which flows from the notion that the central purpose is the protection
of individual rights would tend to limit government to those functions
which ensure for the individual the freedom of speech, the freedom of
assembly, the freedom of worship, the freedom of petition and the free-
dom of the press. Such a government builds checks and balances within
itself and permits voluntary associations to act as checks on govern-
mental power. The second view holds that government is a device for
achievement, that its role is to undertake to do for the people whatever
is needed that they cannot do for themselves, or which, if they did it
for themselves, they would not do as effectively as if government did it
for them. There are those who believe that the second view is required
because of the events of technology and urbanization. Hutchins himself
sums up in these words:% :

"It is probably fair to say that although the first has
dominated our way of talking, the second has described our way
of acting."

The second general observation about government flows in part
from the first. There is a growing tendency to explore the transfer
of the power of government to private groups. Examples of this tendency
are to be found in the growth of the device of contract as a means to
procure both goods and advice, the establishment of authorities for
public works purposes which embrace both public and private character-
istics, and the fixing of responsibility on producers for the determi-
nation of agricultural subsidies. Such actions do not deal with trans-
fers of constitutional powers from government to private centers. But
they do show a tendency to incorporate the administrative powers of
government into private groups, which in the view of some has the effect
of weakening the effective power of political government.

5. Two Faces of Federalism, Center for the Study of Democratic
Institutions, Santa Barbara, California, 1961,

6. Did., p. 8.
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We have now established certain facts and conditions. We are in
an expanding economy in a condensing world. In the United States the
market for medical care is increasing, and this market is subject to
geographic definition. Medical care is increasing in complexity. There
is not a consensus on the appropriate role of government in the pro-
vision of services to people. There is a tendency for the power of
government to flow towards private centers.

let us turn our attention now to 2 more specific review of
medical care expenditures in the United States.?

In 1960, 5.4 per cent of the gross national product, or $7
billion a year, was devoted to all health services, This inclanded
expenditures for public health, personal health services, construction
of medical facilities and medical research. The comparetive figure for
1928-1929 was 3.6 per cent. Thus there was a rise in the percentage of
gross national product devoted to these services of 1.8 percentage
points in this period, or an increase of 50 per cent. Bear in mind
that these figures include all health services. For medical eage
services alone we were spending 1l billions of dollars in 1951.° This
was approximately the same as was expended for alcoholic beverages, one-
fifth the expenditure for food, and one-half the expenditure for
clothing. Expressed in terms of proportion of mational income, in 1929
expenditures for medical care were L per cent and in 1951, 5 per cemt,
an increase of 25 per cent. Both medical care and total health expend-
itures appear to be rising relatively and absolutely in the mationmal
economy.

Average family incomes are also increasing. The outlook is for
a continuation of growth.? In terms of 1957 dollars, average family
income in 1929 was $3,910, in 1957, $5,480, and is projected for 1975
at $7,300. Medical care costs are at the same tims increasing. The
increases in hospital costs are greater than in physicianst fees. In
1935, using 1947-49 as a base of 100, the price index for all medical
care costs wvas 70. In that year the index for physicians was 70+ and
for hospital room rates 50. By 1959 the medical care price index for
all services had risen to 150, The index for physicians' fees was 10,
or a 100 per cent increase over 1935. But the increase for hospital
roon rates was to 210, or a 320 per cent increase. From these data one
my conclude that expenditures for health services including medical

7. Beport of the Medical Care Committee to the Mational
Health Council, U.S.P.H.S., 1961 ms. .

8. Michael M. Iavis, "Medical Care for Tomorrow," (New York:
Harper's, 1955).

9. Beport of the Medical Care Committee to the National Advisory
Health Council, U.S.P.H.S., 1961 ms.
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care are increasing in absolute terms, and that families may if they
choose spend more for medical care in the decade ahead.

There are interesting and rtant trends in the distribution
of the private medical care dollar.

In 1948 private medical care expenditures amounted to $52.68 per
capita. By 1959 this had doubled and was $104.93 per capita. Iuring
this period five cents of the physiciant's share of the medical care
dollar was transferred to the cost of hospitalization. Health insurance
accounted for 17 cents more than in 1948. These data reflect both the
growing use and the increasing cost of hospitalization. The proportion
of the private medical care expenditures for hospital services which was
covered by insurance premiums rose from 3L per cent in 1948 to 62 per
cent in 1959. Insuring organizations now have a majority control over
private income to hospitals. They have not yet attained the same
measure of control over the private sector payments to physicians. The
trend here is sharply upward., In 1948 insurance premiums accounted for
about 10 per cent of the costs of physicians?' services. By 1959 this
bad increased to 36 per cent, Taking insurance premiums for both hos-
pitals and physiclans' services together, they accounted for 20 per cent
of these costs in 1948 and SO per cent in 1959. These trends suggest
that if insuring agencies chose to do so they could through financial
control assums management of the entire hospital sector of private
medical care. A similar situation might soon be possible in regard to
the sector of physicianst! services. Conversely, it indicates clearly
that the power of the consumer in managing his expenditures in these
sectors is rapidly disappearing.

Health insurance coverage for private medical care has increased
substantially in the past decade.ll I 1948 expenditures for health
insurance were 862 million dollars, or 8 per cent of private expendi-
tures for medical care. By 1959 health insurance expenditures had
reached $5,139 millions and equalled 25 per cent of private expendi-
tures. At the present time about 127 million persons have some health
insurance coverage, but the rate of increase in coverage is slowing
down. The recent Interim Report on Health Insurance, derived from
data from the U, S. Natiomal Health Survey, showed that two-thirds of
the non-institutional population of the country had some form of hos=
pital insurance at the time of the study. Nearly as many had surgical
insurance and about one-fifth had coverage for physician visits. The
concentration of coverage was in the working urban and non-farm popu-
lations with middle and upper incomes. There was hospital coverage of

10. A, W. Brewster, "Voluntary Health Tnsurance and Medical Care
Expenditures, 1948-1949," Soc. Sec. Bull., V. 23 (December, 1960).

1l. Report of the Medical Care Committee to the Mational Advisory
Boealth Council, U.S.P.H.S., 1961 ms.
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16 per cent of persons 65 and over, while 37 per cent had surgical ine
surance and 10 per cent insurance covering visits of physicians. This
study begins to define the limits of usefulness of health insurance.
Unfortunately the social utility of health insurance cannot be knowm
without knowing the quality of the coverage. I should be clear also
that a large segment of private medical care cost, about LO per cent
including costs of dentists! services, medicines, and appliances, is
not substantially aided under present health insurance plans., It seems
clear that present health insurance tends to be an economic device
rather than a device to program improved health services.

Michael Davis, in introducing the issue of public medical care,
relates a story worth repeating.l?

The vestrymen of Petsworth Farish in Virginia in 1691
promised Dr. David Alexander 1500 pounds of tobacco if he
cured a parish cherge of !distemper.! The patiemt died,
and Dr. Alexander was paid only 1000 pounds.™

The esseptial elements in the public sector of health services
are as follows:13 For health generally in the period from 1950 to
1959 private investment in medical facilities increased more rapidly
than public funds, which at the end of the decade amounted to 55 per
cent of the total., Thirty years ago public expenditures for all
health services were 10 per cent of the total. Now they are 25 per
cent for all health services. There are certain gemeral categories
of public responsibility, including respomsibility for veterans, for
the families of members of the armed services, for certain long-term
illnesses, and for persons on public assistance.

The mblic, insurance and other private expenditures for health
now stand in proportion to each cther as follows. Riblic expenditures
stand at 25 per cent; insurance benefits at 20 per cent; and all other
expenditures represent 55 per cemt. This reflects the pluralism which
now exists in the provision of heslth services.

We may turn now to four issues of the present and future which
are suggested by our discussion to this point. These are: the issue
of the further distribution of responsibility between the public and
private sector; the effect of the increasing importance of insurance
upon the quasi-public operations in the private sector, especially in
the relationships between costs and standards; the effects of the
arganization of medical care on its cost; and the effect of research
and education on the cost of medical care.

12, Michael M. Isvis, "Medical Care for Tomorrow," (New York:
Harper's, 1955), p. 188,

13. Report of the Medical Care Committee to the Matiomal Advisory
Health Council, U.S.P.H.S., 1961 ms.

~28=



The debate on issues relating to the distribution of responsi-
bility between the public and private sectors for the financing of
medical care has in recent years centered on the question of the use
of the machinery of social security for the purpose of implementing the
principle of social insurance in the field of health, Since the passage
of the original legislation in 1935 there has been wide discussion and
debate on this issue. Many times legislation has been proposed and
introduced to accomplish this end. No legislation has been adopted.
Presently the use of the social security mechanism to assist in the
financing of medical care to the aged is under sharp debate.

R seems logical that this should be so, particularly in the
light of the success of the voluntary insurance mechanism in meeting
the demands of the employed group. There are now more than 15 million
persons over the age of 65 in the lhited States. Continuation of our
present population trends, and continuation of success in the appli-
cation of the medical sciences will cause both the number and proportion
of older persons in the population to increase, Older persons are not
likely to disappear. And as our society has increased resources to deal
with its social problems, we tend to view the problems of older persons
with increasing compassion for their comfort and happiness. Decreas=-
ingly are we angered that they are a burden on the productive economy.

Older persons have special health problmes. They have a high
incidence of illness. They are substantially less well protected by
health insurance than younger persons. Their incomes, despite social
security, diminish rapidly at the point of retirement. Although there
is continued improvement of private pensions and social security, prie-
vate savings are insufficient to meet their medical costs., Substantial
nunbers mst have help from public assistance to meet the costs of
medical care.

Granting then that older persons as a group have a special
problem which is aggravated because many cannot carry forward the
voluntary insurance which they had during their working years, what are
the objections to including health insurance for them within the mecha-
nism of social security? There appear to be three which are important
to consider. The first two are questions directed towards the social
security device in principle, They ars the objections that the system
destroys individual initiative, and that its management and fiscal
policies are unsound.

These objections have been present ever since the original
legislation. Fblsom,lh reviewing the progress of the past twenty-five
years under the Social Security Act, finds no evidence that these ob-
Jections are presently valid. Indeed he says, "It would seem that
progress has not been hindered by the Social Security System, but in

;. Marion B. Folsom, "Goals in Governmental and Private Flans
for Social Security." Address on Twenty=-Fifth Anniversary of the
Social Security Act, Washington, D. C., August 15, 1940,
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some respects this system has actually helped. I has reduced the fear
of unemployment and dependent old age for millions in the population,
while for the economy as a whole the payments under the system have
served as a stabilizing factor.® Folsom also finds that the adminis-
tration of the fund has been effective in terms of reducing the expense
ratio to its present level of about 2 per cent of the benefit payment
and that the actuarial phases of management demonstrate an ability to
meintain a balance between the costs of benefits projected ahead and
contributions to the fund.

A third objection to the use of social insurance for health
flows from the idea that it would substantially upset the free market
economy which presently characterizes the health field.

This objection no doubt has validity for those who put a higher
value on the preservation of the health of the present market economy
than they put on the health of the American people. For one thing the
use of social insurance would introduce national system and organization
into the present situation. There is of course very little which at the
present time could be said to be systemtic in the way which people get
their medical care. We operate here on a laissez faire basis in common
with other service industries, However, the imroduction of social in-
surance for older people alone would not drastically disturb the economy.
For as we have seen, older persons are not substantially included in the
present programs of health insurance, and some of the services which
would be provided are already financed by public mechanisms, What is
meaningful about the objection is the fear that this kind of protection
would work so well for older persons that it would be extended to other
groups. This indeed would upeet the economics of medical care.

But it seems that this risk may have to be taken. For there
appear to be only two ways to meet the public responsibility for medical
services to older people at the federal level. One way to do it is
through the general method contained in the EKerr-Mills legislation
passed by the last session of the Congress. The other is the device
of social security. The first method requires a means test for the
control of public charity. The second ties the provision of the service
to past participation in the productive economy.

The means test is a device, vestigial from an era in which
poverty was regarded as a crime against the commnity. In its modern
application it has the effect, so it is said, of protecting the indi-
vidual from unwittingly becoming dependent upon the state. It also has
the effect of maintaining a status quo in the market economy of health
by blocking the uss of government nment in the establishment of health in-
surance programs.

Another view of the means test, to which I subscribe, is that it
is a degrading hurdle between the individual and his state which prevents
the use of government in meeting effectively health needs. Surely the
matter of the health of the citizens is a matter of the general welfare.
I would hold that in such a matter wise public policy is to use the
machinery of government for achievement rather than protection. The
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central issue them in the extension of social security machinery to
provide health services to older persons is the issue of the choice
of the appropriate role of government in meeting humen reeds, and
whether we can undertake to use government in a fashion which might
upset the present market economy.

Out of deference to this last problem, most social security
planners have suggested the exclusion of physicians! services from the
program of benefits, hoping in this manner to skirt the economic issue.
Of course this approach dilutes the quality of program, since medicine
is the central profession in the provision of medical care. Apparently
then if the social security approach is adopted it will have to commence
with considerably less than an ideal program of benefits.

Despite the present formidable opposition I believe that we will
legislate to include health insurance for the aged in the social secu-
rity mrogram within the next decade, probably within the next three
years. We will do this because in the end the decision will be a po-
litical one which follows the present trend to use government as a
means to implement human achievement.

Because I believe this to be so, and because it is in the history
of other nations whose culture derives from the same ethos, I believe
also that we will increasingly nationalize health services., Those who
say that health insurance for the aged is only a step toward the wider
use of national health insurance are probably correct. But because of
the present apparent vitality of voluntary health insurance and pre-
psyment, and because we have as yet very little sound knowledge as to
whether the coverages under such plans are qualitatively up to proper
expectations the exact pattern of evolution from this point is by no
meang clear. In the meantime, some groups such as agricultural workers
will not be well provided with health services.

There is of course great resistance to the extension of national
health insurance in any form. One would imagine that this derives from
the fact that health services are in the private entérprise area. " 4nd
when the economy is generally strong we can afford to have these serv-
ices on a profit basis. Government is in general properly loathe to
nationalize industries, at least when they are in no grave danger of
collapse. So to the extent that the economy remains strong, and the
voluntary health insurance programs continue to expand, any movement
towards national health insurance for groups other than the aged is
likely to be slow.

The possibility that the device of moving public responsibility
to private centers of power to avoid the impact of government has been
explored. To date it has not offered much promise for general groups
in the population, largely for the reason that there are some 1150 in-
suring organizations. Surely the commercial insurarnce companie# are
in competition with each other, and as a group they are also in compe~
tition with Blue Cross and Blue Shield, This makes it very diffieult
to develop a single center or a few centers of power with which gevern=
ment might work. That this is a viable type of alternative however is



demonstrated by the operation of Medicare. The posaibility of making
it work for both physician and hospital services for any large group
would involve the introduction of quality and cost controls on a na-
tional basis for both medical and hospital care.

Even under present circumstances the problems of these controls
face us, This is the second issue which I wish to discuss, the issue
of the effect of the growth of private health insurance in causing
operations in the private sector to assume a quasi-public character.

Within the past few years the question of controls has been
brought to the attention of the larger comminity through the public
hearings concerning rate increases for voluntary health insurance,
which is subject to supervision of state insurance commissioners. In
the liglxt of the rather spectacular recent increases in hospital costs,

magy increases in health insurance premiums have been required. Fre-
qusntly the effects of inflation have been so extreme that at the time
when premiums have been increased it has not been possible also to
increase the scope of benefits. This concentration on costs of present
services regarded in the light of a situation in which benefits are not
yet adequate, has meant that many professional matters have been pub-
licly discussed, including the relationship between the physician and
the hospital. There has also been much discussion about the efficiency
of the hospital operation.

The point I am making is that voluntary health insurance is
under public scrutiny under circumstances which raise issues of cost
and quality. And the nature of this scrutiny has political overtones.

The matters which have been opened for public view are largely
Blue Cross problems., Blue Cross of course tends to operate on the
principle of guaranteeing a quantity of service to the subscriber rather
than providing an indemnity to the hospital. It is concerned under
these circumstances to return the largest possible amount of the premium
dollar in benefits. Other types of health insurance tend to indemmify
the hospital and by no means all are matual in character. We have had
very little public review of these programs, but in the end they cannot
stand apart from the same scrutiny as has been directed at Blue Cross.

The Somersl> have reviewed the question of whether cost and
quality controls are necessary. Their general conclusion seems to be
that such controls, if they could be effective, would go a long way
toward the preservation of voluntary health insurance. So far there
are only isolated examples of efforts to establish such controls on a
voluntary basis. These include control by the carrier which is the
essence of the efforts now being carried out by the Blue Crose plan in
thiladelphia, control by medical societies, by union management welfare
funds, and even by appeal to physicians from industry to keep their fees

15. Am R. and Herman M. Somers, "Health Insurance: Are Cost and
Quality Coégtrola Necessary?" The Brookings Institution, washington,
D. C., 1960.
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down., The Somers conclude that, while there are advantages to diversity
in control devices, the present experience projected onto the national
scene would be "formidable,"

Tt seems likely that concern for cost and quality conmtrols will
continue. It seems unlikely that the present insuring organigzations can
in the near future agree upon a device which would be nationally oper=-
able. Uhat would make it possible to do so would be a change in the
character of the hospitals in the country from their present voluntary
nonprofit character to profit-maldng institutions. The nonprofit hos-
pital is a vestige from an era of intense voluntarism. As such it takes
a pos:.tlon that as an institution it should not profit from the pro-
vision of hospital services. In this respect the voluntary hosP:Ltals
behave more like government than private enterprlse. They arée, with
government, the major nonprofit portions of ‘the health iwmdustiy. Fhy-
sicians, the drug industry and the dental profe‘s&:.on all expect a fair
return above the cost of doing busihess., AB lohng 4 hospitals ¥etain
their present character it will be difficult for them to participate
in other than public forms of regulation. They will be difficult to
persuade that they should participate in privaie regulation even if
such regulation is deemed necessary to the existehée of the voluntary
health insurance system.

The Somers ask the question whether voluntary health insurance
can survive without regulation. The answer is by no means clear, but
the evidence points toward the necessity of regulation rathe?r than a
continuation of a hands«off policy. Nor does the evidence indicate
that even with regulation voluntary health insurance would be as uni=-
versally effective as social insurance.

One of the special geniuges of our times is the skill of the
human anirmal in organization. Thée modern e¢orporation is at the center
of our free enterprise system. Organization has ob¥vidus impact upon
the efficient and effective delivery of health services, Indeed, this
is one of the attractive aspects of the use of the social Security
system, for it then becomes possible to bring people and funds together
in an orderly fashion. The provision of medical eare in thi$ country
has been characterized by the rapid development of redical &peciali-
zation and the increased use of hospitals., A generatioh ago the family
physician could handle 2 wide range of problems. Now with the expansion
of knowledge this is no longer so. Indeed the public now Knows this to
be so and demands this sort of service. The physician needs not only
the help of specialists in medicine but also nurses, soeial workers, and
a wide variety of medical technicians. The increased opportunity which
now arises for more comprehensive and continuous medical care introduces
problems of organization.

One form of medical organization which is growing is the group
practice of physicians. In 1946, 3100 physicians were in full=time
group practice., Today 10,100, or 6 per cent, of all practicing phy-
sicians in the country are in groups. Groups can have an effect upon
the financing of medical care. Through the efficient use of scarce
skills they tend to lower the cost of service to the consumer in com-



parison to the traditional referral for fee-fore-service practice. It
is a safe assumption that if one is concermed about comprehensive and
continuous medical care, this care can be performed most economically
by groups. Interest at the present time however is not great in com~

prehensive care, although it may be growing.

Organized medicine has in the past discouraged group practice
and is actively concerned that the corporate form of human organization
not be applied to medical care generally. Since, however, most hos-
pitals could undertake to be group practices if the barriers to corpo-
rate practice were removed, this position of organized medicine does
not appear to be wholly in the public interest either in regard to the
possibilities of improving the quality of medical care or providing it
at lower cost. State legislation defining the role of the hospital could
help this situation, but is not likely to be widely undertaken.

There are two other aspects of organization which deserve to be
mentioned. These are home care and progressive patient care in hos-
pitals. Home care services when they are substituted for more expensive
hospital care have obvious advantages. The development here has been
modest to date. Further attention deserves to be given to this need.
Progressive patient care is a service within hospitals which grades the
intensity of the care to the patient %s need, and as such reflects some-
what the same classification of effort as between the hospital and the
nursing home. These examples suggest that there are relationships be=-
tween organization and cost and quality. Much more research and demon-
stration needs to be undertaken if these relationships are to be fully
exploited. '

A final issue which requires comment is the relationship between
medical edncation, research in the medical sciences, and the cost of :
medical care.

Regardless of its form of organization the provision of medical
care depends upon the existence of an adequate number of adequately
trained physicians. As things presently stand, we are not sustaining
the present ratio of physicians to population. The need for new
graduates in 1975 is estimated to be 11,000 against 7L00 in 1959.
Furtherrmore the mumber of applicants to medical schools has diminished
from 211,000 in 1948 to 15,000 in 1958. One of the economic costs of
financing medical care is in the cost of preparation of physicians.
Clearly if the present situation is to be improved more money will need
to be spent on new medical schools and scholarship assistance for phy-
sicians in training.

As the explosion of knowledge continues, we shall need to con-
tinue to increase support for research in the sciences related to
medicine. And new knowledge will cry for application to help diminish
the effects of pain, disability and premature death. The application
of this new knowledge may make medical care even more expemsive. Prog-
ress has its price.



This has been a review of selected data which seemed relevant to
an understanding of the trends in the financing of medical care. Ve
have undertaken to examine a few of these trends, here and there making
a prediction, but in the main leaving most of the questions unanswered.
In the discussion we have taken the view that health is important to
the general welfare, and that the availability of health services should
not be unduly inhibited by needs to maintain present economic relation=-

ships.

All of this discussion has been within the context of the indi-
vidual of whom Walt Whitman so eloquently wrote:

"I swear I begin to see the meaning of these things.

It is not the earth, it is not America, who is great,

It is I who am great, or to be great =~ it is you up
there, or anyone;

It is to walk rapidly through civilizations, governments,
theories,

Through poems, pageants, shows, to form great individuals.

"Underneath all, individuals,

I swear nothing is good to me now that ignores individuals.

The American compact is altogether with individuals,

The only government is that which makes minute of individuals,

The whole theory of the universe is directed to one single
individual =~ namely to You."
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DISPUTED QUESTIONS IN THE FINANCING OF MEDICAL CARE

by

Arthur EKemp
Professor of Money and Credit, Claremont Ment's College and
Professor of Economics, Claremont Gradumate School
Claremont, California

To ask an unreconstructed liberal, in the classical sense of the
term, to deliver one of a series of lectures commemorating the 25th an-
niversary of the Social Security Act is something like asking a con-
firmed pacifist to give a speech at a banquet of professional military
men commemorating the great victories of the war. Nonetheless, I con~-
sented to do so because, as Mrs. Gordon made clear, the purpose in these
lectures is to present several points of view.

Within the limits of time, tolerance and your pstience, I shall
try to present a brief background of the issues, an ideological position
and an examination of some of the issues in voluntary health insurance,
of which the role of government in financing medical care is but one.

I shall not attempt, in the interests of brevity, to express a
position relative to the emtire social security, welfare structure.
Instead, I shall try to devote the lecture to a consideration of the
issues in the narrower field of health care. FRarticularly, I shall try
to devote time to background issues arising out of the gquestion of pro-
viding for health care, medical care and hospital benefits, undsr the
social security payroll tax mechanism and not to the specific contro-
versy currently surrounding consideration of the King bill (H.R. 4222)
and the companion bill of Semator Anderson (S. 909) by the Congress of
the Thited States.

The political controversy over health insurance is not new, is
not confined to the United States, and is unlilkely to cease sven if a
national health service similar to that in Great Britain were to be
established in this country =~ a unlikely occurrence in the
immediate future. As long ago as 1884, the Bismark government in
Germany created a form of health insurancs to which people within
certain income limits were required to join with their employers and
the government in purchasing medical care. I England, low income
employees having less than $1250 per year were compelled to take part
in 2 prepaid medical service by the 1911 MNational Health Isurance Act.
Since that time almost every large, industrialized country bas produced
some kind of compulsory or semi-compulsory medical care scheme either
through a national, governmental program or by compulsion to join
private sickness funds. Also, up to and including the present time,
questions of cost, nature of service, and of what proportion of resources
shall be devoted to medical and hospital service contimue to be "hot®
political issues in all these countries as well as our omn. I the
thited States, during the formative years of the Social Security Act



(193L4=1936), considerable agitation took place within the Roosevelt
Administration for the adoption of a national compulsory insurance
program wnder Title IT of the Act. Iater, several proposals were made
to enact a limited version which would extend hospitalization benefits
to all those covered under OASDI -= in 1942 by Representative Eliot;
in 1943 and 1945 by Senator Green. In 1948 the Wagner-Mirray-Dingell
bill touched off a vigorous political controversy by advocating a
national compulsory health insurance arrangement among other things,
and a limited version, the Forand bill, resulted in a similar contro-
versy in recent years. In the latter part of 1960, Congress passed
the Kerr-Mills Act (P.L. 86=778) authorizing federal grants to approved
State programs for providing medical care for aged persons of limited
means.

The basic economic question, of course, is: How should people
pay for their health care? Although I am far from certain as to why
this should be so, few other questions seem capable of stirring so much
rassion in the human breast. In a way this is a shame for there are
few subjects other than medical economics =~ a term I use despite my
distaste for it == where it is more difficult to make completely true,
simple statements and few subjects on which it is of so little value to
be rigidly doctrinaire.

At the risk of being accused of belaboring the obvious, it may
be helpful to describe the basic ways in which health care can be, and,
to some extent, is financed, The first, and most obvious, method of
paying for health care is to utilize curreat income or a savings fund.
The latter may be a personal savings fund accumulated by the purchaser
of health care or it may be a fund borrowed from others, to be repaid
out of future income or revenues. A second mechanism that has developed
is the service benefit plan, such as most of the Blue Cross and Blue
Shield Flans that sell, on a more or less prepaid basis, hospital and
medical benefits expressed in terms of service rather than in money. A
decidedly restricted variation of the service benefit approach is the
“closed panel™ type under which the purchaser buys a right to receive
the services of a group of affiliated doctors, usually employed on a
salaried basis, together with such hospital or other facilities affili-
ated with the plan. A third mechanism is what I prefer to call medical
care insurance, although popular usage is somewhat broader. These plans
sell some form of cash indemnity arrangement rather than service bene-
fits, S5till a fourth type of financing mechanism consists of group
negotiated contracts, sometimes combining or including forms of service
benefit and medical care insurance, negotiated through some group
device, such as labor unions and management bargaining. The fifth basic
method of financing is through some form of government taxation, whether
the tax paid is related to the service or entirely separate.

Purposely, I make no mention of "free" medical care. Although in
the narrow sense of voluntary charity, or individual care given by a
physician or hospital free of charge, it is possible to speak of "free"
medical care, it is not possible to have a system or mechanism for "free"
medical care. lMst so-called "free" medical care systems are variations
of the fifth mechanism == the payment of medical care by governmental
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coercion and the tax mechanism,

Bow should people pay for health care? How do they do so? How
much health care ought they to buy? Under what circumstances and con-
ditions? Merely asking these simple questions reveals the complexity
of the subject matter. People have different wants in health care.
Just as some people want pink shirts or plaid shirts, and others want
white shirts, so people have different wants for health care. To assert
that people want the highest quality medical care, as the oratorical
phrase goes, or the best shirts, or the best transporation system, or
the best government, all beg the fundamental questions involved. The
pablIc 1s a collection of individuals, and the whole is no greater than
the sum of its parts. The ultimate wants in health care are the wants
of the individuals who form that public; there are no super-individual
values or ends., When we ask what does ths American public want in
health care, we are really asking: What do individual people desire or
want in health care?

At present, the United States still has a system of which it is
probably true to say that the majority of people, in one way or another,
pay for their own medical care. However, it would be both illogical and
inaccurate to overlook the several parts of the system that might well
be called socialized medicine, if these words were not so highly debased
in use. There are, for example, more than 22 million veterans in the
United States, who have a legal right to receive health treatment for
service-comected disabilities and, under certain circumstances, for
non=service=connected disabilities. There are over 300,000 American
Indians, and perhaps 50,000 seamen, who receive a medical service paid
for by the national government. By the extension of the system of
Medicare, wives and children, as well as servicemen, have a legal right
to receive medical services free of charge. All levels of government
in the Uhited States, as you may know, spend something in the neighbor-
hood of $ to $7 billion annually on various items of medical care for
the aged and non=-aged needy, on veterans, on construction of hospitals,
on public health facilities, and on medical research. The nmational
government alone operates a considerable number of hospitals, largely
for veterans and members of the armed services, and both state and local
governments also operate a substantial number of hospitals. Between
2,000,000 and 3,000,000 federal employees have part of their health
costs paid by the government as an employer.

On the other hand, the vast majority of the American people pay
their medical cost directly or through systems of voluntary insurance
or prepayment, at least in part, although I dontt think we have ever
really determined precisely what part of these do not pay the full cost
of the insurance or what part of the premium is paid by employer or
trade union.

Typically, how does the average citizen pay for his health care
and that of his family? If such a typical person exists at all, he
has either a service benefit or medical care insurance plan paying for
a substantial part of his large, unexpected medical expenses, such as
hospital bills and surgical fees, while he pays for most of the smaller,
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or budgetable, medical bills either out of current income or cash
reserve,

Protection against large and unexpected health care typically
has been handled by voluntary financing mechanisms in the United States.
The extent and rate of growth of these mechanisms was largely unforee
seen and unpredicted, and bhas been little short of miraculous. Over
132,000,000 people, well over 70 per cent of the population, have some
form of either service benefit, medical care insurance, whether group
or individual contracts. This is over twice the mumber of people who
had such coverage ten years ago, and well over six times the number
fifteen years ago. Over 50 per cent of the population have the right
to scme fcrm of health care benefit covering more than one of the
categories of hospital, surgical, and regular medical. The most notice-~
able increase in coverage has been major medical expense insurance == a
type of insurance scarcely available a‘ all ten years ago, the rate of
increase of which is greater than any other type of insurance presently
available,

One would expect, from age structure and availability of cover-
age == and this is verified by the evidence =~ that the largest pro-
portion of those having purchased health care benefits would be families
whose chief income earner is a male in the most productive age groups;
that is between age 35 and Li. In the early earning years the indi-
vidual tends to purchase benefits in a variety of ways, and to hold on
to it as he grows older. As one might also expect, the proportion of
families carrying health care coverage is higher among those with higher
incomes than with lower; coverage is greater among urban families than
farm families; coverage is greater in the northeast than in the south-
east; eand in the east than in the west.

Carriers of insurance such as Blue Cross-Blue Shield, offering
for the most part service benefit type contracts, cover fewer people
than do the commercial insurance and cash indemmity plans. Certain
miscellaneous independent plans such as are operated by some of the
unions, or by union management health care operations, are numerically
of less importance. Vhat the medical profession calls closed panel
plans cover about 33 million people, while other independent plans,
including some medical society plans that differ from Blue Cross=Blue
Shield more or less in name rather than in content, have 8 or 9 million
people enrolled in them. These nurbers can be compared with Blue Cross
enrollment of over 55 million, Blue Shield of over L5 million and com~
mercial insurance companies over 75 million., MNaturally these figures
do not add up to the total 125 million persons protected since many
people carry more than one typs.

Few will deny the great progress made by the voluntary mechanisms
during the past twenty-five years. Yet the criticisms are, if anything,
sharper and more extensive than before and the differences -- political,
economic, ideological -~ more violent than before., T fact, some of the
increase in coverage was due to the fact that organized labor, somewhat
reluctantly, accepted group negotiation of health care comtracts as a
poor second-choice to its preference for the tax supported and financed
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mechanism -- particularly under the social security mechanism.

The very violence of these differences, and the political
activities of organized groups, suggest that there may be sufficient
recognition of the nmature of the ideological spectrum. Differences
zmong people can arise from several sources: one type of difference
can be resolved ordinarily by looking at the facts. A second type of
difference, less easily resolved than the first, is that arising from
illogical or erroncous interpretation of facts. For, as was pointed
out so many years ago by the father of modern economics, Alfred Marshall,
facts are of no significance wntil they are examined and interpreted by
reason. As Marshall put it, "The most reckless and treacherous of all
theorists is he who professes to let facts and figures speak for them-
selves,” This is further complicated by our tendency, and we are all
guilty to soms extent, of selecting and interpreting the "facts"
according to our desires == according to what we think should be rather
than what is == and to desist too soon even in pursuing ®scientific®
studies. PRarticularly is this true in the social sciences where objec-
tive measurement is frequently more difficult than in the physical
sciences.

But the third type of difference is the most difficult of allj;
it does not arise out of disagreement over what the facts are, nor out
of illogical and erroneous interpretation of those facts, but out of
diametrically opposed, antithetical philosophical positions. To the
extent that this third type of difference occurs, the matter camnot be
settled by an appeal to fact or to logic; it can only be settled, if at
all, by persuasion or by fighting it ocut in the political arena.

Let me state clearly my own position. I want to preserve, to
protect and to promote the private == that is, non-governmental ==
practice of medicine in the thited States. I am unalterably opposed
to any policy that threatens to obscure or to subvert that objective,

I¥ it could be proved beyond doubt, and to my complete satisfaction
that the best and most efficient medical care could be obtained by some
other system, I should still prefer the private practice of medicine for
only in this way can the real progress of the future be achieved. To me
it is evident that some others have different objectives; and the most
extreme among these are those who wish to establish the practice of
medicine as a monopoly of a group of salaried physician employees of
government. Between these ends of the political spectrum, there are,

of course, a great variety of positions and I leave it to your indi-
vidual judgment as to which end cf the spectrum is left == and which

is right.

The question of whether or not to use the payroll tax, social
security mechanism is only one part of the struggle evolving a system
of health care for the lnited States. Fundamentally there are only
two ways of coordinating the activities of large numbers of people; one
is to provide some sort of central direction involving compulsion and
coercion, This is the technique of the Army, of the centrally planned
state or totalitarian state carried to its logical conclusion. The
second method of coordinating the activities of individual people is
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through their voluntary cooperation and, indeed, this is the technique
of the market place. For a system of health care, the first method
requires government intervention to an ever greater degree into the
health care mechanism; it requires coercion by the government to bring
about a specific end. It is basically paternalistic in outlook, and
seeks to achieve a health care system on a basis of what the individual
should have == as judged by some elite group == rather than what he
wants. A health care system based on the voluntary cooperation of
individuals, on the other hand, is achieved only through some kind of
market mechanism and voluntary exchange bringing about coordination of
activities without coercion. A health care system organized through
voluntary exchange is a free, private enterprise, competitive exchange
system. What we presently have, is not of course, purely one or the
other. R is always mch easier to state the varying principles in
general terms than it is to spell out in detail what actually is, or
even what should be. But it cannot be denied, I think, that this
fundamental clash of philosophical ideology is noticeable as much, if
not more, in the area of health care than in other social problem issues.

Let us consider briefly the normative issues underlying such
issues as social security and compulsory health insurance for all or
for specific groups such as medical aid to the aged == whether of the
Rerr-Mills Act type involving only aid to needy aged, or the social
security mechanism of payroll taxes. The broad, general questions are
these: (1) To what extent, if at all, is it desirable for government
to subsidize by payment of money large groups of heterogeneous, voting
citizens? (2) To what extent, if at all, is it desirable for govern-
ment to subsidize these large groups by paying for, or providing di-
rectly, specific goods and services?

It should be apparent that there are many issues, in addition to
those involving medical and hospital care, or old age pensions, to which
these basic questions apply. It should also be apparent that a person
may logically favor government intervention of the type suggested by the
first question while totally disapproving the type of intervention
suggested by the second question. For myself, although I should wish to
examine carefully each specific application of the principle, I regard
both types of intervention as undesirable but the first, given a choice
among evils, as decidedly less evil than the second.

The views individuals take in answering these questions determine,
to a great extent, the pressures for and against most of the activities
that might be termed the "welfare state" if the phrase were not used in
a derogatory sense., Similarly, the maturs of the spectrum of political
attitudes revealed by the various answers made to these questions indi~
cate the possible compromises among the forces struggling in the legis-
lative or political arena.

To alleviate the extremes of indigency, poverty or starvation
has long been recognized as a moral obligation on the part of the
individual and, to a lesser degree, on the part of the commumity. The
extent of the moral obligation upon family, friends and associates,
upon local governments or national governmemts, or upon voluntary

.hl.



agencies or religious groups is not objectively determinable and is
frequently subject to many interpretations.

Public assistance programs, at the mational level, for example,
are modern adaptations of the poor laws —- devices looked upon by some
as necessary but temporary evils in the development of the econony,
necessary to aid the poor, the wnfortunate, the handicapped or even the

until such a time as rising living standards and educational
levels render such assistance ummecessary.

Those who take this view are lilely to favor sclutions involving
direct monetary payments for the relief of individuals on the basis of
need, measured by some form of needs test = whether income, assets,
net worth or whatever == cbjective if possible, subjective if not.

Quite a different view is held by those who regard the provision
of social services, either directly or indirectly, as a permanent
function of the mational govermment. Instead of a temporary relief
mechanism, this view regards the provision of specific goods and
services as a progressively expanding function covering more and more
goods and services, and entailing an ever growing proportion of gross
national product, national and personal income. It regards as both
necessary and desirable the increasing employment of experts to set
"standards” and to ensure the "proper" selection and distribution of
social goods and services. Those who take this view are less concerned
with poverty as such than with programs designed to increase the quan-
tity and quality (frequently measured by the degree of equality in-
volved) of the social distribution. Instead of favoring money distri-
bution, the social view will favor specific service bemefits; instead
of administration at the local level, the social view will prefer the
mational level.

Between these two viewpoints lies the entire spectrum of shades
of compronise. Some may argue that there will always be a lower level
to be treated as relatively poverty stricken. Others may argue that
elimination of social expenditure programs, once exbarked upon, is too
difficult a task to be undertaken politically and, therefore, that the
existing level, expressed perhaps as an absolute amount or as a pro-
portion of the national income should be meimtained but its expansion
opposed or inhibited. The variety of compromise so far as adminis-
trative levels and other mechanisms for emcouraging frequent reessess-
ment of progrems is very great.

Although these basic consideretions apply to practically all
welfare programs, the mature of the questions can be seen when applied
to the question of medical care for the aged. The use of the Social
Security payroll tax mechanism is clearly the preferred device to those
who regard the social services as a continually expanding function of
soclety. The locally administered medical assistance program exemplified
by the Eerr-Mills Act is certainly the preferred mechanism for those who
regard the problem of poverty as a limited and temporary one.

The opposition of the American Medical Association, the American
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Dental Association and the American Hospital Association to the Social
Security, payroll tax mechanism to provide medical and health care
benefits to the aged did not take place against the Kerr-Mills Act's
attempt to aid the indigent and near-indigent; nor would any such op=
position have been aroused by proposals to increase the cash payments

to recipients within the existing OASDI structure. If dollar payments,
rather than service benefit payments, had been proposed sufficient to
permit the individual to buy health care insurance if he chose to do

so, the purveyors of health services would have had only a passing
interest in the legislation. Uhderlying the opposition also is the
belief on the part of the purveyor groups that the ever expanding social
service concept, with standards determined politically by experts rather
than by the market forces, would ultimately lead to similar pressures
for paying for the medical and health care of the entire population in
a similar manner,

Despite my disagreement, I should certainly defend the right of
those who believe in it to advocate using the financial mechanism of
social security to provide health care bemefits, I am much less tolerant
of the approach that advocates it for particular groups, such as the
elderly. In fact, I am not at all certain that they do not harm their
own case. The emphasis placed upon the financial status, indeed the
poverty, of the elderly is a weak logical reed on which to rely. The
mechanisms for alleviating poverty are many and varied —= whether the
poor are the elderly, farmers, negroes, urban slum dwellers or what-
have-you. The medical profession, in my opinion, has been quite correct
in mistrusting the motivations behind the argument. If the social
security mechanism is a logical financial method for purchasing health
care for the elderly, it must be so for all tbe population and for the
same reason. Poverty is a false, if not dishonest, issue,

There can be little doubt that the medical profession mistrusts
the extension of governmental influence in the various aspects of
medical care., With reason, doctors are aware of the evidence strongly
suggesting that governmental intervention into these areas tends to
develop into a monopoly function of govermment and, in so doing, reduces
the freedom and responsibility of the individual to provide for his
current and future health, and other elements of his well-being.
Doctors are aware that once such responsibility is lost, once such
freedom is surrendered, the decision is well-nigh irreversible. They
believe that only with individual freedom of choice can the medical
profession assure high quality of medical service. The House of Dele~
gates of the American Medical Association has expressed its position
emphatically:

“The American Medical Association believes that free
choice of physician is the right of every individual and
one which he should be free to exercise as he chooses.

"Each individual should be accorded the privilege to
select and change his physician at will or to select his
preferred system of medical care, and the American Medical
Association vigorously supports the right of the individual
to choose between these alternatives.
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"Iast there be any misinterpretation, we state unequivocally
that the American Medical Association firmly subscribes to free-
dom of choice of physician and free competition among physicians
as being prerequisites to optimal medical care.

¥The benefits of any system which provides medical care must
be judged on the degree to which it allows of, or abridges, such
freedom of choice and such competition.®

As might be expected, some individual doctors have expressed it
even more forcefully. For example, Norman A. Welch, M.D., Speaksr of
the American Medical Associationt's House of Delegates addressing the
Matiomal Congress on Prepaid Heelth Insurance, May 13, 1960, said:

%At present all the medical profession wishes is time to
expand and improve voluntary mechanisms now available and which
we feel sure will perpetuate the freedom of the individual to
parchase his medical care in a manner we consider fundamental
to the preservation of the way of life for which ocur forefathers
fought and died and which we feel we have a duty to preserve for
future generatioms.

"Iet us not substitute for the patermalistic employer a
paternalistic government which must of necessity regulate the
amount of medical care it will provide. Iet us not overnight
destroy an effective mechanism in which labor, managemsnt, the
public and the profession may take an active part and which
once destroyed will probably never be rebuilt.”

In a speech to the Blison Electric Imstitute at Atlantic City,
F. J. L. Blasingame, M.D., Executive Vice President of the American
Madical Association, summerized the medical view as follows:

¥As far as the medical profession 1s concermed, it is
dedicated to easing pain, healing the aick, and prolonging
human life. Medicine cannot function effectively unless it
is practiced in a climate of freedom.

"Physicians, therefore, recognize their stake in preserving
our compestitive society, with its accent on ability and respon-
sibility of the individual.®

Rutting aside, for the moment, the basic normative issues, let
us consider the weaknesses and strengths of the voluntary mechanisms.
Even here it is impossible, of course, to avoid criteria for weaknesses
and strengths that are essenmtially normative in mature. But at least
it is possible to consider some of the alleged weaknesses. These,
stripped of the emotional words so fregquently used, are essentially
five: first, it is asserted that voluntary medical care insurance does
not or cannot offer complete or comprehensive coverage extending from
the first dollar to the last dollar spemt on health care of all kinds;
second, it is said that the price of medical care has been increasing
rapidly and placing some low income persons in a position of being unable
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to pay for their health care; third, it is often stated that the very
success of the medical and allied professions in prolonging life and
eliminating acute illness has so increased the incidence of chrenic
sickness that a governmental program is necessary to insure continuing
Yadequate medical care for all; fourth, seldom stated explicitly in
this country, it is asserted that the voluntary system requires people
to pay for their own health care and thus prevents using it as an egali=-
tarian instrument for the redistribution of income; fifth, there is
criticism of the number and variety of plans and mechanisms available
among which the potential purchaser must choose.

Each of these criticisms deserves some corment. Truly voluntary
insurance programs cannot meet, and are not intended to meet, the so-
called comprehensive test. Insistence on comprehensiveness can lead
only to one end, and that is the destruction of the voluntary mechanism
and, ultimately, the private practice of medicine. Voluntary health
care programs are based upon the application of certain insuran¢e prine-
cipies. Basically, these are three in nunber: first, that the expenses
be large relative to the individualts income; second, that the individe
uals are awvare of exposure to the risk and are willing to pay the cost,
including the administrative cost, of having that risk shifted to the
insurer on some kind of insurance or prepayment basis; third, that the
risk involved be unpredictable for the individual but predictable for
relatively large groups.

Comprehensive coverage in the sense in which it is frequently
used, covering medical and health care costs of all kinds, would entail
a large number of medical bills that do not measure up to these funda-
mental principles of health care insurance, Some small bills are un-
predictable, such as a doctor's ordinary visit, or simple disgnosis of
a minor disease. Obstetrical charges, although relatively large, are,
for the most part, predictable; and there are a number of charges in a
shadow area that many people, although aware of exposure to the risk,
would be unwilling to pay the necessary cost to have transferred to an
insurer. Further, some expenses need not be involved in a prepayment
mechanism but can be handled less expensively through cash or a poste
payment mechanism. In any event, the more comprehensive the coverage,
the costlier the insurance or prepayment mechanisnm,

Those who criticize the voluntary insurance mechanism in payment
for health care because of the increased costs of medical care, in ny
opinion, prejudice the statement of an issue of considerable signifi-
cance. There is much to be said for the position that the development
of the voluntary insurance mechanism was brought about because of the
increase in medical costs, rather than that the increase in medical
costs was caused by the system developed. But, even leaving this out
of consideration, the criticism of the rising costs of medical care
begs a more fundamental question; namely, in an extended period of
inflation, that is to say, an extended period of rising general price
levels, can all prices be expected to rise at precisely the sarme rate
or by the same amount? In all of the periods of this kind for which
we have data, some groups of prices have risen more than others. So
far as I know, there is nothing to suggest that any of the prices or
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groups of prices that have risen more than the general price level in
the past twenty or twenty-five years have behaved significantly dif-
ferently from other particular groups of prices in previous inflationary
periods. The evidence would indicate that this is a rather typical be-
havior, not of any particular price or group of prices, but of some
prices advancing more rapidly than others.

The facts of the matter are reasonably well-known, although there
are some areas where additional information could be valuable. The
principle inflationary push has occurred since 1939, but the result
would not be much different if one were able to measure accurately from
1933. The total rise in the past two decades in the Consumer Price
Index is slightly greater than the rise in the medical care index. The
greatest increase of course has been in hospital rates. But, it is mis-
leading to look solely at prices in a period of substantial increases in
the price level without examining changes in money earnings. It is
necessary to look at both prices and incomes to determine the questions
of changes in terms of real income or real prices. Disregarding changes
in the quality of medical care that have taken place in twenty years,
the real price of health care to a factory worker is less today than it
was in 1939. I required fewer work hours in 1959 to purchase, even at
a higher price, the same quantity of medical care that could be bought
for a dollar or ten dollars in 1939. In 1939 a factory worker would
have worked 15 hours and 54 minutes in order to buy ten dollars worth
of medical care. In 1959, for the same quantity of medical care, he
would have had to work only 9 hours and 42 minutes =- and this doesn't
take into consideration the increased quality of care that he could have
parchased. At no time in our history has the average person had as
great an ability to pey for medical care as he has at present; and at
no time has he been able to buy as excellent medical care as he can now.

The criticism concerning the change from acute to chronic illness
is a criticism which I consider unwarranted., There is some additional
evidence we need to have concerning the effect upon chronic and acute
illness of so=called "™reak-throughs" in acute illness. I is closely
related to the problem of medical care costs and a few observations are
perhaps necessary to clarify the reasoning. It seems to me that this
is one place in which the economics of health care differ slightly from
the usual economics. We are prone to forget that people ultimately must
die of something. Every medical success, every medical break-through,
creates a new problem that can be, and frequently is, a more costly
problem. There can be no doubt that medical advances have been amazing
during the past twenty-five years; these advances have changed the
nature of sickness to a considerable extent, but it would be foolish
to say that they have reduced it in total or that the increase in total
expenditures on health care results in any absolute necessity for govern=
mental financing.

This latter point, to the economist, is one of the most intriguing
things about so-called medical economics., It is related to the fact that
medical science can never achieve what it seeks to achieve., No doctor
has ever "saved a life" but many doctors have prolonged many lives and,
more important, have enhanced the dignity of living. Unlike innovation
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in other things, medical innovation almost always leads to increased
total costs or expenditures. There seems to be no one in the world of
medical care services having as his primary and direct interest the
reduction of medical costs., People are unwilling to accept the same
services they were getting in the medical care area ten or even five
years ago even at lower prices, To me this is not only desirable but

is also, at least in part, one of the great strengths of the voluntary
system. Successful prolonging of life for a significant proportion of
the population would result either in an increasing percentage of
persons who have chronic illness or in a sharp shift in the nature of
acute illness. One or both of these developments must occur. If it

is the former, persons having chronic illness do not always need general
hospital care; frequently not even care in nursing homes or convalescent
homes. Steps to insure efficiency and economy in all aspects of medical
care are most effective when they work through the patient which means
through the voluntary mechanism,

Unlike Burope, the objective of redistributing income by systems
of health care is seldom expressed specifically in this country, al-
though it seems to have an influence even here, Perhaps such an aim
is not a necessary part of health care systems, or even what one might
call the welfare state itself. But the end result in almost all areas
where non-voluntary systems have been established, including our owm,
has been the development of health care systerms capable of being em=
ployed as tools for the redistribution of income. As one studies the
effects of application of the welfare instruments to health care, it
is impressive that there is first of all a compulsion requiring every=-
body to insure against health risks or to contribute to a system which
purports to insure him against such risks. Coupled with this, very
frequently, has been a requirement that he insure through one unified
state organization; and this requirement is usually based upon asser=
tions that this is necessary for efficiency and economy. The require-
ment is not always stated in so many words but the net effect is
virtually to mke impossible a continuation of the voluntary mechanism.
The instrument, and a monopoly instrument at that, thus produced is
certainly capable of dcing things and providing things that a voluntary
arrangement could also supply. But it also becomes an instrumsnt of
social control and can be used for other purposes., UWhatever assistance,
aid, subsidization and so on, is provided can be made dependent upon the
imposition of all sorts of special conditions. In other countries at
least, this has become in the course of time the governing consideration.
It has the potentiality of being used as an instrument for an unlimited
redistribution of both the quantity and quality of income.

The criticism of the mltiplicity of plans, coverages, rates,

and meny other factors is sometimes referred to as a wealness, I
disagree. To me this is the greatest strength of the voluntary mecha=-
nism. The important thing is to permit the individual to have as ruch
choice in the selection of the type of health care plan which he wants
to receive as is possible under the circumstances. The matter should
be, as far as possible, one of freedom of individual, personal choice,
I may be that some people do not want any health care plan at all. I
confess that I would prefer that they be permitted not to have any; or,
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at the very most, be required to furnish evidence that they have suf-
ficient assets to assure themselves reasonably satisfactory health care.
Even assuming that most people prefer a particular kind of plan, whether
it be employee benefits, with or without Blue Cross or Blue Shield or
soms other device, there is available to them a wide variety of com=
mercial health insurance or medical care insurance if they wish to sup~
plement these plans or to handle their own individual problems in a
somewhat different fashion. In fact, I think the outstanding achieve-
ment of our health care financial mechanism, is the great variety of
plans available for people to buy, using their own judgment in providing
for their own well-being in the purchase of health care,

Whether we like it or not, all of us constantly have to make
judgments that involve setting economic factors on the one hand against
non-economic factors on the other. These evaluations range in importance
from the most insignificant item to the most significant evaluation in
the world == our life == and such evaluations mst be made whether one
is wealthy or poor. It may be as I say, that we don't like to make
them; it my be that we would like to push them off onto somebody else,
but the fact of the matter is that we cannot really avoid them. The
important question it seems to me is not whether or not the individual
is competent to make medical judgments, but whether or not these evalu-
ations which he must mke, in one form or another, can be made by some-
body else for him, ’

We live in a society still essentially free, one that gives to
the individual person the right not only to choose his physician but to
make other choices as well, Indeed, we have even permitted the individ=-
ual person to choose to use his capital and his services to advocate the
abolition of freedom of choice itself., Throughout the history of man=-
kind this sort of society has not been the general rule but the excep-
tion. Perhaps this is inevitable. The totalitarian collectivist prin-
ciple is simple and straightforward; it appeals to those who say, "Do
something now.” The necessity of restraint, group and individual, the
recognition of ignorance and the imperfection of human knowledge, and
the denial of a millennium and the aim of establishing conditions that
make life not perfect but workable =- all these attiributes of a free-
choice society constitute a highly sophisticated doctrine.

It is sobering to see the growing number of so-called leaders of
political thought or politicians who advocate an ever=growing governe
mental assumption of responsibility for all sorts of complex economic
and social problems == fulleemployment, care for the aged, care for the
indigent, government health services, subsidized housing, and so on and
on. Yet the moral ethic on which our civilization rests emphasizes
individual responsibility. Can such a civilization survive? Ferhaps,
but only if it recognizes the difference between freedom of choice and
freedom from choice.
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