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nn The United States does not have 
a market-driven health insurance 
system, much less a functioning 
competitive market for health 
services.

nn Through overly restrictive 
policies, Medicare, Medicaid, 
and tax subsidies, the federal 
government has dominated the 
operation of the U.S. health care 
system for the past half-century.

nn Federal policies are largely 
responsible for driving up 
costs and making health insur-
ance unaffordable for so many 
Americans.

nn Many economists believe that 
health care is inherently different 
from other industries and cannot 
operate in a normal marketplace. 
Yet, the distortions resulting 
from government policy have 
largely insulated consumers from 
their health care choices.

nn Multiple studies have found that, 
with proper incentives and reli-
able information, Americans treat 
their health care purchases the 
way they do other expenditures—
searching out the best service at 
the best price. It is time for reform 
planners and cost estimators to 
acknowledge these findings.

Abstract
Through overly restrictive policies, Medicare, Medicaid, and tax sub-
sidies, the federal government has dominated the operation of the 
U.S. health care system for the past half-century. It is mainly federal 
policies that are responsible for driving up costs and making health 
insurance unaffordable for so many Americans. The argument over 
the future of U.S. health care is essentially an argument over how best 
to allocate scarce resources in this large and important sector of the 
national economy. Many economists believe that health care is inher-
ently different from other industries and cannot operate in a tradition-
al marketplace. They argue that governmental regulation, however 
unsatisfactorily administered, is better than allowing a dysfunctional 
marketplace to misallocate resources and create inequities. They are 
wrong. Two health policy analysts explain why the market can not 
only work in health care but can also provide substantial benefits to 
the American consumer.

The United States does not have a private-sector health insur-
ance system, let alone a functioning competitive market for 

insurance or health services. In fact, the federal government has 
been the dominant force in American health care for decades, long 
before the recent massive expansion of the government’s role in 
the 2010 Patient Protection and Affordable Care Act (PPACA).1 
Through overly restrictive policies, Medicare, Medicaid, and tax 
subsidies, the federal government has dominated the operation of 
the U.S. health care system for the past half-century.2 It is primar-
ily federal policies that are responsible for driving up costs and 
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making health insurance unaffordable for so many 
Americans.3

The argument over the future of U.S. health care 
is essentially an argument over how to best allocate 
scarce resources in this large and important sector 
of the national economy. Proponents of centralized 
government control of health care are fond of say-
ing that reliance on a private-sector approach in the 
U.S. has been tried and failed. According to their 
arguments, most Americans are enrolled in private 
insurance, costs are high, and the insurance is inse-
cure. They claim that the private marketplace is 
therefore to blame for many of the problems preva-
lent in U.S. health care.

The major flaw in such arguments is that the 
United States is not a competitive market and never 
really has been. It is therefore incorrect to look at 
the broad performance of the largely uncompetitive 
American health care system and make judgments 
about whether a competitive health system would 
work well or not.

Assessing the value of competition in health 
care thus requires taking a more indirect approach 
to searching for evidence, most especially by look-
ing at more isolated instances when consumers 
have been presented with cost-conscious choices in 
health care.4 The findings from this kind of exami-
nation can then be supplemented with reviews of 
what has happened when other previously overreg-
ulated industries were deregulated as well as with 
careful critiques of the theoretical arguments that 
suggest that health care is fundamentally ill-suited 
to a competitive marketplace. From this kind of an 
assessment, a clear picture emerges—a competitive 
marketplace would not only work well in health care 
but would also bring great benefits to the American 
consumer.

Debunking the Claims  
Against Markets in Health Care

Many economists believe that health care is 
inherently different from other industries and can-
not operate in a normal marketplace. They argue 
that governmental regulation, however unsatisfac-
torily it may be administered, is better than allow-
ing a dysfunctional marketplace to misallocate 
resources and generate inequities.

These views generally rest on the theoretical 
arguments offered by distinguished economist Ken-
neth Arrow some two generations ago.5 In a famous 
1963 essay, Arrow identified a number of character-
istics of health care that, he argued, made it unsuit-
able for normal competition in the marketplace:

nn Health care expenses are random and therefore 
not predictable.

nn Health care is plagued by barriers to entry for 
potential new suppliers of services.

nn Health care requires trust in the doctor–patient 
relationship.

nn Providers have more information than patients; 
therefore, patients are not capable of making 
well-informed decisions.

nn Patients do not see bills until after services have 
been offered.

Although some of these points are indisput-
able, collectively they do not necessarily mean that 
the country is better off with a heavily regulated 
approach to health care as opposed to one driven 
more by market forces.

1.	 Patient Protection and Affordable Care Act, Public Law 111–148.

2.	 For an analysis of how U.S. tax and Medicare policy has affected health spending, see Amy Finkelstein, “The Aggregate Effects of Health 
Insurance: Evidence from the Introduction of Medicare,” National Bureau of Economic Research Working Paper No. 11619, April 2005.

3.	 For a longer discussion of this point, see James C. Capretta and Thomas P. Miller, “Beyond Repeal and Replace: The Defined Contribution 
Route to Health Care Choice and Competition,” American Enterprise Institute, December 2010,  
http://www.aei.org/files/2010/12/07/Defined-Contribution-Route-to-Health-Care-Choice.pdf (accessed September 20, 2013).

4.	 Kevin Dayaratna, “Medicare Reform Debate: What Really Works in Health Care Competition,” The Heritage Foundation, The Foundry, 
September 13, 2012, http://blog.heritage.org/2012/09/13/medicare-reform-debate-what-really-works-in-health-care-competition/, and 
Kevin Dayaratna, “Competitive Markets in Health Care: The Next Revolution,” Heritage Foundation Backgrounder No. 2833, August 19, 2013, 
http://www.heritage.org/research/reports/2013/08/competitive-markets-in-health-care-the-next-revolution.

5.	 Kenneth J. Arrow, “Uncertainty and the Welfare Economics of Medical Care,” American Economic Review, Vol. 53, No. 5 (December 1963),  
pp. 941–973.
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For starters, the question is one of balance. The 
health system will always be regulated to some 
degree, such as with licensure requirements for phy-
sicians and oversight of insurance. The question is: 
To what degree will market prices and competition 
in the health sector be given the necessary space to 
work, or will Arrow’s arguments lead policymakers 
to adopt a completely regulated approach to allocat-
ing health resources?

Recently, Avik Roy of the Manhattan Institute 
studied Arrow’s points and made the case that they 
should not prevent a move toward a market-based 
system.6 First, Roy points out that the concept of 
unpredictable expenses is not unique to health care. 
From durable goods to services, people purchase 
extended warranties to protect against unforeseen 
catastrophic failures. Health insurance serves the 
same purpose.

Additionally, Roy suggests that in many indus-
tries—including the airline, finance, and legal sec-
tors of the economy—there are barriers to entry for 
new entrants. Barriers to entry, however, are no 
reason to completely abandon a market system. Of 
course, market barriers in medicine are particularly 
onerous and fundamentally distort provider supply. 
Certificate-of-need laws make it difficult for hospi-
tals to expand, for instance.7 These barriers, how-
ever, should not be accepted as unchangeable facts; 
on the contrary, policymakers should work toward 
lowering them.

Evidence from other countries illustrates why 
lowering these barriers to entry is important. In 
India, Devi Shetty, a surgeon, has taken advantage 
of economies of scale to develop large, 1,000-bed 

hospitals that make health care more affordable. Dr. 
Shetty’s heart treatment hospital charges $2,000 
for open-heart surgery—American hospitals aver-
age slightly more than 150 beds and charge between 
$20,000 and $100,000—while providing high-quali-
ty care.8 Dr. Shetty is currently setting up a chain of 
similar hospitals in the Cayman Islands to make his 
services more accessible to patients from the United 
States as well as the rest of the world.9

Roy also points out that the significance of trust is 
not unique to health care markets. Trust is required 
in many simple economic transactions, such as pur-
chasing a car or buying a plane ticket, and is impor-
tant in many other industries, ranging from clothing 
stores to airlines. In these and other industries, the 
concept of building trust has become an important 
aspect of customer relationship management.10

Furthermore, informational asymmetry is not 
nearly as much of a problem today as it may have 
been in the past. A number of academic studies sug-
gested that, when offered meaningful information, 
consumers make well-informed decisions. Addi-
tionally, as a result of the proliferation of comput-
er technology and websites such as WebMD.com, 
NJHospitalCompare.com, and PharmacyChecker.
com, health care information has become radically 
more accessible to consumers of all income levels.11

Arrow’s final criticism, that delayed billing is 
inherent in health care, is not true, as a growing 
number of examples indicate. When consumers are 
more directly engaged in paying for health services, 
pre-service price transparency becomes the norm 
rather than the exception.

6.	 Avik S. A. Roy, “Liberals Are Wrong: Free Market Health Care Is Possible,” The Atlantic, March 18, 2012,  
http://www.theatlantic.com/business/archive/2012/03/liberals-are-wrong-free-market-health-care-is-possible/254648/#  
(accessed September 20, 2013).

7.	 T. L. Eichmann and R. E. Santerre, “Do Hospital Chief Executive Officers Extract Rents from Certificate of Need Laws?” Journal of Health Care 
Finance, Vol. 37, No. 4 (Summer 2011), pp. 1–14.

8.	 Geeta Anand, “The Henry Ford of Heart Surgery,” The Wall Street Journal, November 25, 2009,  
http://online.wsj.com/article/SB125875892887958111.html (accessed September 20, 2013).

9.	 Shurna Robbins, “Indian Surgeon Devi Shetty Targets Medical Tourism in Cayman Isles,” Reuters, March 23, 2011,  
http://in.reuters.com/article/2011/03/23/idINIndia-55824320110323 (accessed September 20, 2012).

10.	 R. M. Morgan and S. D. Hunt, “The Commitment-Trust Theory of Relationship Marketing,” Journal of Marketing, Vol. 58, No. 3 (1994), pp. 20–38.

11.	 WebMD, http://www.webmd.com/ (accessed August 9, 2012); New Jersey Hospital Care Compare, http://www.njhospitalcarecompare.com/ 
(accessed August 9, 2012); and PharmacyChecker.com http://www.pharmacychecker.com/ (accessed August 9, 2012). For information about how 
resources for the poor, including computers and Internet access, have steadily improved over time, see Robert Rector and Rachel Sheffield, “Air 
Conditioning, Cable TV, and an Xbox: What Is Poverty in the United States Today?” Heritage Foundation Backgrounder No. 2575, July 18, 2011, p. 3, 
http://www.heritage.org/research/reports/2011/07/what-is-poverty.
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Empirical Evidence:  
Consumer-Directed Health Plans

The U.S. health care system is generally not a 
competitive marketplace. In particular, current law 
largely restricts consumers to purchasing insur-
ance within their own states.  Additionally, current 
tax policy offers a tax advantage to employer-based 
health insurance but not individually purchased 
insurance, causing most Americans to gravitate 
toward job-based coverage instead of buying insur-
ance on their own. These distortions, generated by 
government policy, have largely insulated consum-
ers from their health care choices.12

The dearth of true competition in the health 
care industry does not mean, however, that there is 
no evidence of what type of health care consumers 
might choose in a competitive environment. In fact, 
there have been numerous academic studies that 
shed light on the subject and point to the very posi-
tive impact consumer choice would have on costs 
and quality.

Several studies strongly suggest that health 
care shares many common characteristics with 
competitive industries. In a 1994 study published 
in the Journal of Health Care Marketing, Goutam 
Chakraborty, Richard Ettenson, and Gary Gaeth 
studied patient choice in health insurance and 
determined nearly 20 factors significantly affected 

what consumers selected in terms of health insur-
ance. The most notable factors were hospitaliza-
tion coverage, the choice of physicians, insurance 
premiums, dental coverage, and options for choos-
ing hospitals.13

Since the Chakraborty study, a series of peer-
reviewed academic papers have consistently shown 
consumers to be highly sensitive to health insur-
ance premiums, with a willingness to switch to more 
cost-efficient plans.14 Other research has found that 
providing consumers with information about qual-
ity raises this sensitivity.15 A number of other stud-
ies have found that even hospital choice is driven 
by consumer decision making.16 The proliferation 
of information online, accessible by people of all 
income levels, has made comparing medical provid-
ers easier than it has ever been.17

One of the most important developments in 
health policy in recent years has been the rapid 
growth of consumer-directed health plans (CDHPs). 
CDHPs constitute a fundamental change in the 
manner in which health care has traditionally func-
tioned by placing the focus on consumers. Through 
tax-free health savings accounts (HSAs) and health 
reimbursement accounts (HRAs), CDHPs allow con-
sumers to treat their health care expenses as they 
would other expenses. These plans are often asso-
ciated with high-deductibles for catastrophic care. 

12.	 Dayaratna, “Competitive Markets in Health Care: The Next Revolution.”

13.	 G. Chakraborty, R. Ettenson, and G. Gaeth, “How Consumers Choose Health Insurance,” Journal of Health Care Marketing (Spring 1994), pp. 21–32.

14.	 David Cutler and S. J. Reber, “Paying for Health Insurance: The Tradeoff Between Competition and Adverse Selection,” Quarterly Journal of 
Economics, Vol. 113, No. 2 (1998), pp. 433–466; A. Atherly, A. B. Dowd, and R. Feldman, “The Effects of Benefits, Premiums, and Health Risk on 
Health Plan Choice in the Medicare Program,” mimeo, Division of Health Services Research and Policy, University of Minnesota, 2003;  
J. M. Abraham and R. Feldman, “Taking Up or Turning Down: New Estimates of Household Demand for Employer-Sponsored Health Insurance,” 
Inquiry, Vol. 47 (2010), pp. 17–32; A. B. Royalty and N. Solomon, “Health Plan Choice: Price Elasticities in a Managed Competition Setting,” 
Journal of Human Resources, Vol. 34, No.1 (1999), pp. 1–41; B. A. Strombom, T. C. Buchmueller, and P. J. Feldstein. “Switching Costs, Price 
Sensitivity and Health Plan Choice,” Journal of Health Economics, Vol. 21, No. 1 (2002), pp. 89–116; Thomas Buchmueller and Paul Feldstein, 

“The Effect of Price on Switching Among Health Plans,” Journal of Health Economics, Vol. 16, No. 2 (April 1997), pp. 231–247; and J. D. Ketcham, 
C. Lucarelli, E. J. Miravete, and M. C. Roebuck, “Sinking, Swimming, or Learning to Swim in Medicare Part D,” American Economic Review,  
Vol. 102, No. 6 (2010), pp. 2639–2673.

15.	 Katherine M. Harris, “Can High Quality Overcome Consumer Resistance to Restricted Provider Access? Evidence from a Health Plan Choice 
Experiment,” Health Services Research, Vol. 37, No. 3 (2002), pp. 551–571, and G. J. Wedig and M. Tai-Seale, “The Effect of Report Cards on 
Consumer Choice in the Health Insurance Market,” Journal of Health Economics, Vol. 21, No. 6 (2002), pp. 1031–1048.

16.	 V. Bhangale, “Marketing of Health Care Services in India: A Study on Factors Influencing Patients’ Decision Making on Choice of a Hospital,” 
Journal of Management and Marketing in Health Care, Vol. 4, No. 2 (2011); Joseph Boscarino and Steven R. Steiber, “Hospital Shopping and 
Consumer Choice,” Journal of Health Care Marketing, Vol. 2, No. 2 (1982), pp. 15–23; and H. S. Luft et al., “Does Quality Influence Choice of 
Hospital?” Journal of the American Medical Association, Vol. 263 (1990), pp. 2899–2906.

17.	 Health Grades, http://www.healthgrades.com/ (accessed August 9, 2012); Vitals, “Where Doctors Are Examined,” http://www.vitals.com/ 
(accessed August 9, 2012); and Rector and Sheffield, “Air Conditioning, Cable TV, and an Xbox.”
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Many studies have confirmed that CDHPs are effec-
tive at decreasing the rate of growth of health spend-
ing and create pressure for much greater price trans-
parency.18

These results should not be surprising. One of 
the most well-known studies of consumer behavior 
in health care, by economist Joseph Newhouse of 
the RAND Corporation, found that those who had 

“free” health care consumed more care than they 
needed.19 In other words, consumers are price sen-
sitive in health care, just as they are in every other 
sector of the economy. Since the RAND study, there 
has been a significant body of academic research 
suggesting that CDHPs can lower spending and 
make people more prudent about their health care 
expenditures, including use of hospital and phy-
sician services and the purchase of prescription 
drugs.20

The CDHP concept was tested prominently in the 
state of Indiana. Then-Governor Mitch Daniels (R) 
signed the Healthy Indiana Plan into law, offering 
HSA plans to employees of the state and their fami-
lies. An evaluation of the plan by Mercer found that 

the HSAs decreased the state’s health care expens-
es by roughly 11 percent. The evaluation suggested 
a distinct change in behavior as consumers had 
begun to ask important questions about providers 
and treatments, as well as about the prices of generic 
medications.21 These results indicate that the HSAs 
worked as planned: Consumers became engaged, 
and the market pressure that resulted produced bet-
ter results for the state’s taxpayers as well as those 
enrolled in the plans.

Some critics have asserted that CDHPs will 
cause people to underuse necessary care.22 There 
is plenty of evidence suggesting otherwise, howev-
er. In a properly functioning market, CDHPs, and 
their variants, will compete with more traditional 
health insurance plans. With easily accessible infor-
mation, consumers will be able to properly decide 
which plans are best for them.23 Some with chronic 
illnesses may choose to stick with more traditional, 
comprehensive plans, whereas others may migrate 
toward CDHPs or their variants.

Other critics contend that CDHPs will attract 
healthy low-risk enrollees and traditional plans 

18.	 A. T. Lo Sasso, T. Rice, J. R. Gabel, and H. Whitmore, “Tales from the New Frontier: Pioneers’ Experiences with Consumer-Driven Health Care,” 
Health Services Research, Vol. 39, No. 4, part 2 (2004), pp. 1071–1090; G. R. Wilensky, “Consumer-Driven Health Plans: Early Evidence and Potential 
Impact on Hospitals,” Health Affairs, Vol. 25, No. 1 (2006), pp. 174–185; and Stuart Butler, “Are Health Costs Really Slowing?” JAMA Forum,  
January 16, 2013, http://newsatjama.jama.com/2013/01/16/jama-forum-are-health-costs-really-slowing/ (accessed September 24, 2013).

19.	 J. P. Newhouse, Free for All? Lessons from the RAND Health Insurance Experiment (Cambridge, MA: Harvard University Press, 1996).

20.	 S. T. Parente, R. Feldman, and S. Chen, “Effects of a Consumer Driven Health Plan on Pharmaceutical Spending and Utilization,” Health 
Services Research, Vol. 43, No. 5 (2008), pp. 1542–1556; K. Nair, G. Vahram, and J. Saseen, “Consumer-Driven Health Plans: Their Impact on 
Medical Utilization, Pharmacy Utilization, and Expenditures,” Journal of Health Care Finance, Vol. 35, No. 1 (2008), pp. 1–12; J. F. Wharam et al., 

“Emergency Department Use and Subsequent Hospitalizations Among Members of a High Deductible Health Plan,” Journal of the American 
Medical Association, Vol. 297, No. 10 (2007), pp. 1093–1102; A. T. Lo Sasso, M. Shah, and B. K. Frogner, “Health Savings Accounts and Health 
Care Spending,” Health Services Research, Vol. 45, No. 4 (2010); and M. B. Buntin, C. Damberg, A. Hayiland, K. Kapur, N. Lurie, R. McDevitt, and 
M. S. Marquis, “Healthcare Spending and Preventative Care in High-Deductible and Consumer-Directed Health Plans,” American Journal of 
Managed Care, Vol. 17, No. 3 (2011), pp. 222–230.

21.	 Cory Gusland, Tyler Harshey, Nick Schram, and Todd Swim, “Consumer-Driven Health Plan Effectiveness Case Study: State of Indiana,” 
Mercer Health and Benefits, May 20, 2010, http://www.in.gov/spd/files/CDHP_case_study.pdf (accessed August 1, 2012), and Kathryn Nix 
and Alyene Segner, “The Promise of Consumer Directed Health Plans: Studies Show Success at Reducing Costs and Maintaining Quality,” 
Heritage Foundation Center for Policy Innovation Research Summary, July 9, 2012,  
http://www.heritage.org/research/reports/2012/07/promise-of-consumer-directed-health-plans-studies-show-success-reducing-costs-
maintaining-quality.

22.	 A. Dixon, J. Greene, and J. Hibbard, “Do Consumer-Directed Health Plans Drive Change in Enrollees’ Health Care Behavior?” Health Affairs, 
Vol. 27, No. 4 (2008), pp. 1120–1131; Buntin et al., “Healthcare Spending and Preventative Care in High-Deductible and Consumer-Directed 
Health Plans”; J. Greene, J. Hibbard, J. F. Murray, S. M. Feutsch, and M. L. Berger, “The Impact of Consumer-Directed Health Plans on 
Prescription Drug Use,” Health Affairs, Vol. 27, No. 4 (2008), pp. 1111–1119; Parente, Feldman, and Chen, “Effects of a Consumer Driven Health 
Plan on Pharmaceutical Spending and Utilization”; and Nair, Vahram, and Saseen, “Consumer-Driven Health Plans: Their Impact on Medical 
Utilization, Pharmacy Utilization, and Expenditures.”

23.	 J. H. Hibbard, J. Greene, S. Sofaer, K. Firminger, and J. Hirsh, “An Experiment Shows that A Well-Designed Report on Costs and Quality Can 
Help Consumers Choose High-Value Health Care,” Health Affairs, Vol. 31, No. 3 (2012), pp. 560–568.
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will subsequently consist of more chronically ill 
patients at a higher cost.24 This phenomenon is 
known as “adverse selection.” A recent study pub-
lished in Health Services Research investigated the 
presence of adverse selection in the health offer-
ings from the University of Minnesota. In the study, 
employees had the option to choose a CDHP or a 
more traditional plan. The study found no evidence 
that CDHPs had disproportionally enrolled lower-
risk individuals.25

Moreover, appropriate risk-adjustment mecha-
nisms should minimize the distortions from risk 
segmentation among competing insurers. In fact, 
proper risk-adjustment mechanisms can help stim-
ulate the development of innovative and integrat-
ed approaches to treating the most chronically ill 
patients, as recent research has suggested.26

The Design of Medicare Part D
One of the best examples of the effects of compe-

tition in a government-controlled health care sec-
tor lies within Medicare. The Medicare drug benefit, 
Medicare Part D, was enacted in 2003 and provides 

a voluntary prescription-drug benefit to seniors.27 
Enactment of the drug benefit added $14 trillion to 
an already insolvent program.28 Nevertheless, the 
authors of the law succeeded in building an element 
of competition within the defined benefit structure 
of Medicare.

The design is straightforward. Private insurance 
plans submit bids indicating the premium they will 
charge to provide covered drugs. Based on these 
bids, the government then calculates what its con-
tribution will be by region. The government’s con-
tribution will not vary based on the plan selected 
by a beneficiary. If a beneficiary selects a relatively 
expensive plan, she must pay the additional pre-
mium herself. Requiring this type of patient-level 
involvement helps ensure that beneficiaries will be 
cost-conscious consumers.29

Some critics question the ability of seniors to 
shop carefully for their coverage.30 Recent research, 
however, suggests that many seniors have indeed 
started to shop around for health care more effec-
tively, such as comparing the use of generic drugs 
with prescription drugs.31

24.	 M. A. McManus, S. Berman, T. McInerny, and S. F. Tang, “Weighing the Risks of Consumer-Driven Health Plans for Families,” Pediatrics, Vol. 117 
(2006), pp. 1420–1424; A. Haviland, S. Marquis, D. McDevitt, and N. Sood, “Growth Of Consumer-Directed Health Plans to One-Half of All 
Employer-Sponsored Insurance Could Save $57 Billion Annually,” Health Affairs, Vol. 31, No. 5 (2012), pp. 1009–1015; and L. Tollen, M. Ross, 
and S. Poor, “Risk Segmentation Related to the Offering of a Consumer-Directed Health Plan: A Case Study of Humana Inc.,” Health Services 
Research, Vol. 39, No. 4, part 2 (2004), pp. 1167–1188.

25.	 Stephen Parente, Roger Feldman, and Jon Christianson, “Employee Choice of Consumer-Driven Health Insurance in a Multiplan, Multiproduct 
Setting,” Health Services Research, Vol. 9, No. 4, part 2 (2004a), pp. 1091–1112, http://www.ncbi.nlm.nih.gov/pmc/articles/PMC1361055/ 
(accessed October 11, 2013).

26.	 R. E. Herzlinger, “Let’s Put Consumers in Charge of Health Care,” Harvard Business Review, Vol. 80, No. 7 (2002), pp. 44–55.

27.	 Medicare Prescription Drug, Improvement, and Modernization Act, Public Law 108–173, 117 Stat. 2066.

28.	 Centers for Medicare and Medicaid Services, 2013 Annual Report of the Boards of Trustees of the Federal Hospital Insurance Trust Fund and the 
Federal Supplementary Medical Insurance Trust Fund, p. 235,  
http://www.cms.gov/Research-Statistics-Data-and-Systems/Statistics-Trends-and-Reports/ReportsTrustFunds/Downloads/TR2013.pdf 
(accessed December 6, 2013).

29.	 James. C. Capretta, “The Case for Competition in Medicare,” Heritage Foundation Backgrounder No. 2605, September 12, 2011.

30.	 J. Hsu et al., “Medicare Beneficiaries’ Knowledge of Part D Prescription Drug Program Benefits and Responsiveness to Drug Costs,” Journal of 
the American Medical Association, Vol. 299, No. 16 (2008), pp. 1922–1928.

31.	 Patricia Neuman and Juliette Cubanski, “Medicare Part D Update—Lessons Learned and Unfinished Business,” New England Journal of Medicine, 
Vol. 361, No. 4 (July 23, 2009), pp. 406–414. See also Jonathan D. Ketcham and Kosali Simon, “Medicare Part D’s Effects on Elderly Drug Costs 
and Utilization,” American Journal of Managed Care, Vol. 14, No. 11 (November 2008); David A. Mott et al., “Effects of Medicare Part D on Drug 
Affordability and Use: Are Seniors with Prior High Out-of-Pocket Drug Spending Affected More?” Research in Social and Administrative Pharmacy, 
Vol. 6 (2010), pp. 90–99; J. Michael Williams, Alan Zaslavsky, and Haiden Kuskamp, “Implementation of Medicare Part D and Nondrug 
Medical Spending for Elderly Adults with Limited Prior Drug Coverage,” Journal of the American Medical Association, Vol. 306, No. 4  
(July 27, 2011), pp. 402–409; Ketcham, Lucarelli, Miravete, and Roebuck, “Sinking, Swimming, or Learning to Swim in Medicare Part D.”;  
S. Schneewiss et al., “The Effect of Medicare Part D Coverage on Drug Use and Cost Sharing Among Seniors Without Prior Drug Benefits,” 
Health Affairs, Vol. 28 (2009), pp. 305–316; F. R. Lichtenberg and S. X. Sun, “The Impact of Medicare Part D on Prescription Drug Use by 
the Elderly,” Health Affairs, Vol.26, No. 6 (2007), pp. 1735–1744; and W. Yin et al., “The Effect of the Medicare Part D Drug Benefit on Drug 
Utilization and Expenditures,” Archives of Internal Medicine, Vol. 148 (2008), pp. 169–177.

http://www.cms.gov/Research-Statistics-Data-and-Systems/Statistics-Trends-and-Reports/ReportsTrustFunds/Downloads/TR2013.pdf
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The program has also performed better than 
anticipated, because the competitive aspect of the 
program exceeded expectations. As of 2012, over 
60 percent of Medicare participants are enrolled in 
Medicare Part D, and about 90 percent have drug 
coverage of some type (many remain enrolled in 
retiree plans sponsored by former employers).32 In 
addition, approximately 90 percent of senior citi-
zens are satisfied with their Part D coverage, and 
slightly less than 70 percent claim they are better 
off under the program.33 This customer satisfaction 
is illustrated by the high degree of loyalty to Part D 
plans observed among seniors participating in the 
program.34 Obviously, many of the seniors like a 
program that is heavily subsidized by taxpayers and 
thus seniors do not pay the full cost of the program. 
There is data to suggest that the ability to choose 
between many different plans that offer a wider vari-
ety of drugs makes Part D more popular than the 
Veterans Affairs Drug program that tightly regu-
lates the drugs it offers.35

In 2005, prior to full implementation of the law 
in 2006, the Congressional Budget Office (CBO) 
estimated that spending on the drug benefit in 2012 
would be $126.8 billion. Actual spending on the pro-
gram was $55 billion, 57 percent below the CBO’s 
2005 estimate.36 Recent research by CBO shows that 
there are more insurers competing to offer plans 
in Part D than anticipated, which has helped hold 
down cost, because more competition translates 
into lower prices.37

There have been various attempts to explain the 
discrepancy in costs, with one explanation being that 
enrollment levels are lower than initially anticipated. 
However, Joseph Antos of the American Enterprise 
Institute has pointed out that lower enrollment rep-
resents only about 17 percent of lower than projected 
cost experience.38 As a result, the bulk of the reduced 
cost experience is attributable to other factors, such 
as competition among drug plans to reduce prices as 
well as increased use of generic drugs.39

Lessons from Airline  
and Trucking Deregulation

Although health care has unique features as a ser-
vice industry, it is not the only sector of the Ameri-
can economy that has experienced overly exces-
sive regulation. The airline and trucking industries 
were previously much more heavily regulated than 
they are today, but both underwent large and posi-
tive transformations with price deregulation. The 
evidence of what occurred in those industries is 
instructive.

Airlines. From the late 1930s through the late 
1970s, the Civil Aeronautics Board (CAB) regulated 
all domestic airline routes and determined prices, 
routes, and schedules. Concerned that these regu-
lations were fostering inefficiency and unnecessar-
ily raising costs, President Jimmy Carter initiated 
a program of substantial deregulation of the indus-
try. In 1978, he signed into law the Airline Deregula-
tion Act of 1978 that gradually phased out the CAB’s 

32.	 Henry J. Kaiser Family Foundation, “The Medicare Prescription Drug Benefit,” Fact Sheet, October 2012,  
http://www.kff.org/medicare/upload/7044-13.pdf (accessed November 16, 2012).

33.	 “Medicare Part D Continues to Earn Strong Marks from America’s Seniors,” PR Newswire, November 12, 2012,  
http://www.prnewswire.com/news-releases/medicare-part-d-continues-to-earn-strong-marks-from-americas-seniors-69867642.html 
(accessed September 24, 2013).

34.	 Drew Gonshorowski, “Medicare Part D Proves that Competition Lowers Health Care Spending,” The Heritage Foundation, The Foundry,  
June 6, 2012, http://blog.heritage.org/2012/06/06/medicare-part-d-proves-that-competition-lowers-health-care-spending/.

35.	 Robert E. Moffitt, “Medicare Drugs: Why Congress Should Reject Government Price Fixing,” Heritage Foundation Issue Brief No. 3880,  
March 18, 2013, at http://www.heritage.org/research/reports/2013/03/medicare-drugs-why-congress-should-reject-government-price-fixing

36.	 Douglas Holtz-Eakin and Robert Book, “Competition and the Medicare Part D Program,” American Action Forum, September 11, 2013,  
http://americanactionforum.org/research/competition-and-the-medicare-part-d-program (accessed October 11, 2013).

37.	 Andrew Stocking “Competition and Bids in Medicare’s Prescription Drug Plan,” Congressional Budget Office, June 24, 2013,  
http://www.cbo.gov/publication/44367

38.	 Joseph Antos, “What Does Medicare Part D Say About the Ryan Plan?” Real Clear Markets, June 15, 2011,  
http://www.realclearmarkets.com/articles/2011/06/15/what_does_medicare_part_d_say_about_the_ryan_plan_99074.html  
(accessed September 24, 2013.)

39.	 Dana P. Goldman and Geoffrey F. Joyce, “Medicare Part D: A Successful Start with Room for Improvement,” Journal of the American Medical 
Association, Vol. 299, No. 16 (2008).
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ability to set prices, lowered barriers to entering the 
airline industry, and gave airlines greater flexibil-
ity to use less frequently traversed routes.40 In the 
30-plus years since airline deregulation’s inception, 
the results have been astounding:

nn Airline deregulation has reduced costs for con-
sumers by an estimated $19 billion to $20 billion 
per year.41

nn Deregulation led to the evolution of the clas-
sic hub-and-spoke system in Charlotte, Detroit, 
Phoenix, St. Louis, and many other cities. Those 
living near these cities have far more options for 
flights and destinations. Additionally, those liv-
ing in small cities on the spokes of the hub have 
access to myriad destinations via the hubs.42

nn Deregulation has allowed entrepreneurs to build 
successful new companies like Southwest and 
JetBlue that have transformed the industry with 
low-price, short point-to-point service.43

Chart 1, based on airfare data from the U.S. 
Department of Transportation, illustrates the 
decline in the average air fare as a result of the Air-
line Deregulation Act of 1978.44

Contrary to what the skeptics had argued, dereg-
ulation did not diminish the safety of air travel. The 
airline industry has been able to produce exactly 
what its consumers want: high-quality travel, par-
ticularly in terms of safety, at much lower cost.45

Trucking. Since 1935, the trucking industry has 
been controlled by the Interstate Commerce Com-
mission (ICC), which previously imposed heavy reg-
ulations that restricted entry into the market (and 
thus protected incumbent companies), as well as the 
prices and routes of carriers. After it became appar-
ent that overregulation was unnecessarily increas-

ing costs, Senator Ted Kennedy (D–MA) worked 
with President Carter to deregulate the industry. 
In 1980, President Carter signed the Motor Carrier 
Act of 1980, which restricted the ICC’s regulatory 
authority over the industry.46 Like the Airline Dereg-
ulation Act, the Motor Carrier Act eased entry into 

40.	 Airline Deregulation Act, Public Law 95–504.

41.	 Robert W. Poole Jr. and Viggo Butler, “Airline Deregulation: The Unfinished Revolution,” Regulation, Vol. 22, No. 1 (Spring 1999), p. 44.

42.	 Ibid.

43.	 Ibid.

44.	 Airlines for America, “We Connect the World,” http://www.airlines.org/Pages/Annual-Round-Trip-Fares-and-Fees-Domestic.aspx  
(accessed August 19, 2013).

45.	 James Gattuso, “Airline Safety: The Deregulation Critics Were Wrong,” The Heritage Foundation, The Foundry, January 16, 2009,  
http://blog.heritage.org/2009/01/16/airline-safety-the-deregulation-critics-were-wrong/.

46.	 Motor Carrier Act of 1980, Public Law 96–296, 94 Stat. 793, and Thomas Gale Moore, “Trucking Deregulation,” The Concise Encyclopedia of 
Economics, Library of Economics and Liberty, http://www.econlib.org/library/Enc1/TruckingDeregulation.html (accessed September 24, 2013).
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Source: Airlines for America, Annual Average Airfares, 
http://www.airlines.org/Pages/Annual-Round-Trip-Fares-and- 
Fees-Domestic.aspx (accessed October 3, 2013).
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the market, generated greater flexibility in choosing 
routes by competing companies, and allowed more 
market-based pricing by the companies themselves. 
Once again, the results were extremely positive:

nn Competition in the industry grew dramatically. A 
decade after deregulation, the number of licensed 
carriers in the industry had more than doubled.47

nn Costs for consumers fell. Shipping rates for all but 
the largest shipments dropped by as much as 40 
percent following deregulation.48

nn Inefficient firms were eliminated from the mar-
ket. Just four years after the Motor Carrier Act 
had been signed into law, the number of com-
panies that had ceased intercity operations had 
increased nearly tenfold. 49

nn A marked increase in truckers’ ability to offer on-
time and flexible service made business easier for 
manufacturers.50

Chart 2 depicts the decline in trucking rates in 
terms of truck revenue per truck mile (in dollars) 
over the course of the first 19 years after deregulat-
ing the industry.51

Conclusion
An important component of the national debate 

on health care is cost-estimation. Reform plans 
should be evaluated based not only on how they 
affect federal spending and taxation but also how 
they affect private health insurance premiums and 
insurance coverage rates.

Reforms that rely heavily on regulation and gov-
ernmental control are relatively easy for the esti-
mators to assess. For instance, if the government 
imposes a cap on health spending, most models 

reflexively assume that the cap will hold down costs 
(despite much real-world evidence to the contrary). 
These models fail to capture the subsequent erosion 
in quality that would occur as a result of such caps.

It is far more difficult for researchers to assess 
what would happen with market-driven reforms 
because such reforms rely so heavily on incentives 
to influence behavior, not mandates and controls. 
For instance, both the CBO and Centers for Medi-
care and Medicaid Services vastly overestimated 
the cost of the Medicare drug benefit during its first 
seven years of operation.52 Although it is difficult to 
estimate the effects of market-driven reforms, it is 
by no means impossible. As indicated in this paper, 
there is an abundance of microeconomic evidence 

47.	 Ibid.

48.	 Ibid.

49.	 Ibid., and James L. Gattuso, “Time to Complete Trucking Deregulation,” Heritage Foundation Backgrounder No. 481, January 16, 1986,  
http://www.heritage.org/research/reports/1986/01/time-to-complete-trucking-deregulation.

50.	 Moore, “Trucking Deregulation.”

51.	 ICF Consulting, “Economic Effects of Transportation: The Freight Story, Final Report,” January 2002,  
http://ops.fhwa.dot.gov/freight/freight_analysis/improve_econ/appa.htm (accessed October 17, 2013), and  
http://ops.fhwa.dot.gov/freight/freight_analysis/improve_econ/figa11desc.htm (accessed September 30, 2013).

52.	 James. C. Capretta, “The Top Five Flawed Arguments Against Premium Support,” Heritage Foundation Backgrounder No. 2648,  
February 7, 2012, http://www.heritage.org/research/reports/2012/02/the-top-five-flawed-arguments-against-premium-support.

CHART 2

Source: U.S. Department of Transportation, Federal Highway 
Administration, “Economic E�ects of Transportation: The 
Freight Story,” January 2002, Appendix A, Exhibit 11, 
http://ops.fhwa.dot.gov/freight/freight_analysis/ 
improve_econ/figa11desc.htm (accessed September 13, 2013).
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that consumers behave rationally when confronted 
with market signals in health care. They will seek 
out high-value, lower-cost options when they are 
spending their own money, as has been exemplified 
by Medicare part D, tests of CDHPs, and other dem-
onstrations of consumer incentives.

These market-based approaches rely on defined 
contribution systems to support insurance purchas-
es by consumers, which have far more potential to 
control costs, as illustrated in recent research pub-
lished in the Journal of Law, Medicine, and Ethics.53

Based on this plethora of evidence, one can have a 
great deal of confidence that a market-driven health 
system would work as one would expect it to—driv-
ing out waste and inefficiency and rewarding high 
quality and lower costs with greater market share. 
Fortunately, these benefits of competition in health 

care are starting to become more widely appreciated, 
even in key government agencies.  The CBO recently 
issued a report quantifying the federal  budgetary 
savings that would result from migrating Medicare 
toward a competitive premium support system.54 It 
is very important to build upon this growing con-
fidence in competition so that, in the future, con-
sideration by Congress of health reform plans that 
relay on markets and competition is done with a 
full understanding of the benefits such plans would 
produce for consumers, the federal budget, and the 
American economy.

—James C. Capretta is a Senior Fellow at the 
Ethics and Public Policy Center. Kevin D. Dayaratna 
is Research Programmer and Policy Analyst in the 
Center for Data Analysis at The Heritage Foundation.

53.	 Robert E. Moffit, “Expanding Choice through Defined Contributions: Overcoming a Non-Participatory Health Care Economy,” Journal of Law, 
Medicine, and Ethics (Fall 2012), pp. 558–573.

54.	 Congressional Budget Office, “A Premium Support System for Medicare: Analysis of Illustrative Options,” September 2013,  
http://www.cbo.gov/sites/default/files/cbofiles/attachments/09-18-PremiumSupport.pdf (accessed October 11, 2013).
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