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	An Intellectual Odyssey




WHEN GERALD MUSGRAVE and I wrote Patient Power1 two decades ago, we had no idea we were starting a revolution in thinking about health policy. At the time, just about everybody in the field was advocating managed care and managed competition. And I really mean everybody. The large insurance companies, the employer trade groups, the medical organizations, even the American Medical Association—all were in support of the prevailing ideas.

Aside from the libertarian Cato Institute (which published Patient Power), the conservative think tanks were just as enthusiastically advocating conventional thinking as the liberal ones. Conservative Republicans were as much on board as liberal Democrats. Historians will record that Hillary Clinton's healthcare reform plan went down to inglorious defeat. What they probably will neglect to say is that a very similar proposal had the support of most Senate Republicans at the time.

The Clinton health reform failed because of White House ineptitude and grass roots resistance. It did not fail because of any major disagreement between the two political parties about health policy.

It was a lonely time. At least for me.

When I took the idea of Health Savings Accounts (HSAs) to Capitol Hill in the early 1990s, only five members of Congress agreed to sign onto a bill creating them. When The Independent Institute published an important book on health policy a few years later, American Health Care,2 they could find only one economist on a university campus anywhere in America who would defend the idea of patients managing their own healthcare dollars.

In retrospect, what we said was not all that radical. Or even all that insightful. What mattered was that we dared to say it. We were like the child who declares that the emperor has no clothes. What we were saying was what thousands of others thought all along, but didn't quite know how to express.

Our book began an intellectual sea change in thinking about health policy. Even today, I meet people who tell me that their entire approach to health policy was shaped and molded by Patient Power.

So why do we need a new book? In part because the policy landscape has changed. In the not-so-distant future we may be living with the Affordable Care Act (ACA). In addition, there are four important things I have learned since I wrote Patient Power.

First is the importance of liberating doctors. Our focus in Patient Power was on freeing the patient. A good part of the book was devoted to the idea that when people are spending their own money they behave very differently than when they are spending other people's money. Give patients control over their own healthcare dollars, we argued, and they will become more careful, prudent consumers of medical care.

All that was true. What I didn't anticipate was that the changes on the supply side of the market would be far more profound than the changes on the demand side. On the consumer side of the market, patients spending their own money will shop, compare prices and decide to buy or not to buy. When you stop to think about it, there's not much more they can do. On the provider side, however, we are unleashing a torrent of entrepreneurial activity that would have been unthinkable only a decade ago.

When patients aren't spending their own money, there is no way doctors can compete for their patronage based on price. When they don't compete on price, they don't compete on quality either. The services they offer will be only those services the third parties pay for and only in settings and ways the third parties have blessed. But give patients control over their own healthcare dollars and the provider community will begin to meet needs in ways the third-party-payer bureaucracies could never have dreamed of. Who do you think is going to be more creative about meeting unmet needs? Executives at a handful of insurance companies? Or 800,000 doctors dealing with real patients day in and day out?

At one point, I was tempted to title this book, Doctor Power. Its central message could not be more radically different than the prevailing thinking in the health policy community. The orthodox view is that doctors are the problem. They have too much freedom, we are told. They need to be constrained and told what to do. But the orthodox view is wrong. Doctors are not the problem. They are the solution.

Have you ever heard the phrase, “We are paying for volume, not value”? If not, just attend a few more health conferences and you surely will. The problem with that point of view is that it suggests that we can make things right by changing the way buyers pay for care. Wrong. What we need is a system in which the provider side of the market competes to provide value because it is in their self-interest to attract patients in that way. We will never solve America's healthcare crisis from the buyer side of the market. It can only be solved from the provider side.

Over and over again I have discovered that every center of excellence, every example of exemplary care, every example of high-quality, low-cost medicine originated on the supply side—not the demand side—of the market.

The second thing I missed the last time around was the importance of prices. The single worst public policy decision in all of heath care was the decision to eliminate money prices from the market for medical care. Have you ever wondered why the panhandler on the street corner has a cell phone, but no access to primary care? It's because he can buy a cell phone in a real marketplace, but he can't buy healthcare that way.

As this book goes to press, a new study finds that enrolling children in the Children's Health Insurance Program (CHIP: essentially, Medicaid for children) does not result in their receiving more medical care. But when CHIP pays higher fees to doctors, the children do get more care.3 Think about that for a minute. We encourage low-income families to enroll their children, usually by making the insurance absolutely free. Many of them drop their private coverage to take advantage of the offer. But we make it illegal for the family to add to CHIP's fees and pay the market rate for their care. They can have free health insurance only if they agree not to purchase the same care everyone else is able to buy.

When we expand a government insurance plan for low-income patients, we are spending billions of dollars in a way that doesn't increase their access to care. At the same time, we forbid the enrollees to do the one thing that would expand access to care.

Contrast this foolishness with the Food Stamp program. Low-income shoppers can enter any supermarket in America and buy almost anything the market has to offer by adding cash to the “voucher” the government gives them. They can buy everything you and I can buy because they pay the same price you and I pay. But we absolutely forbid them to do the same thing in the medical marketplace.

The third thing I failed to fully appreciate in the earlier book is the second biggest mistake in all of health policy: making it illegal for insurers to charge premiums that reflect real risks. In every other insurance market, insurers try to find people who face important risks and they try to sell them on the idea that it is rational to insure against those risks. In the health field we do the opposite. In most places we make it against the law for a health insurer to charge a fair premium to a person who has above average expected healthcare costs. This means that insurers have an economic self-interest in avoiding people with health problems and in failing to encourage them to seek optimal treatment once they do enroll.

One of the most amazing features of the healthcare sector—both in this country and in other countries—is the persistence of so many unmet needs. Millions of diabetics, asthmatics, people with hypertension, people with high cholesterol, etc., are not getting the drugs they need. Many are not getting medical treatment at all. According to one calculation, if these chronic conditions were being treated optimally, we would double, triple, and even quadruple the number of drugs being dispensed for these and other conditions.4

The absence of real prices for health insurance and real prices for medical care combines to completely deter what should be a vibrant market to solve the problems of people with medical problems.

One reason for this policy mistake is erroneous thinking about pre-existing conditions. Ninety percent of all the people with private health insurance in this country are already in a health insurance plan that is legally barred from charging anyone a higher premium because of a pre-existing condition. Once the ACA kicks in, no plan will be able to charge an enrollee a high premium based on health status.

The solution to this problem is not to outlaw insurance for pre-existing conditions, but to legalize it. In an unfettered market, you would be able to insure against the possibility of developing a pre-existing condition that results in above average premiums, should you need to change health plans. When you enter a new health plan, you and your previous insurer would pay a premium that fully reflects the expected costs you bring to that plan. In such a market, the sick would be just as desirable as the healthy to an insurance company. And there would be an active, entrepreneurial market to find low-cost ways to solve your health problems—in order to lower costs both for you and your insurer.

Notice that both of these policy mistakes share the same basic problem: the suppression of the price system. That is why I chose to title this book, Priceless.

It is clearly a double entendre. On the one hand, most of us would probably describe good health as a priceless asset—something money can't buy. On the other hand if something goes wrong and we need help, the system we have erected to correct our problems is also priceless. In a normal market, prices convey information. A high price tells innovators and entrepreneurs the market places a high value on getting a problem solved. It communicates that the reward for finding a solution could be high as well. When the price system is artificially suppressed, that information does not get communicated. Almost all of our problems in health policy stem from this central fact.

There is a fourth factor that I ignored in the earlier work. Normally I do not comment on the motives or the psychological makeup of people I disagree with. I don't want to be guilty of argument ad hominem. Yet through the years I have discovered that the most important differences people have over health policy have little to do with facts, reasoning or logical argument. The most important differences stem from differences in fundamental world views. There are a very large number of people in this field who find the price system distasteful—at least for medical care.

Why is it important to know this? Because most of the health policy community is at least nominally committed to the idea of using pilot programs and demonstration projects to find out what works and what doesn't work. Put differently, most health policy experts are committed to “evidence-based” public policy.

But the truth of the matter is that there is no amount of evidence that is going to convince most of the orthodox health policy community that prices should be allowed to allocate resources in the market for medical care. For well intentioned reasons perhaps, they are emotionally predisposed to favor the suppression of normal market processes.

For better or for worse, I think it is valuable to know this, before the intellectual discussion even begins.

This book could not have been written without my first learning something about health economics, and for that I am most grateful to Gerald Musgrave, who taught me much while we were writing Patient Power.

Mark Pauly (Wharton School) helped refine my thinking on how the government should optimally subsidize private health insurance. Our Health Affairs article5 laid out the case for fixed-sum, refundable tax credits and Roth Health Savings Accounts. I think of this as the economists' approach because almost all the health economists I know like the ideas. The tax credit concept we developed has been incorporated in most of the more radical Republican health reform proposals over the past two decades and in some Democratic proposals as well.

Mark, Gerald and University of South Florida professor Philip Porter also helped refine my thinking on managed competition, discussed in Chapter 8.

Almost the whole of Chapter 11 on designing ideal health insurance comes from a paper solicited by Harvard Business School professor Regina Herzlinger, for her book, Consumer-Driven Healthcare.6 Many of the ideas on reforming the malpractice system in Chapter 12 were inspired by the early writings of New York University law professor, Richard Epstein.

Some of the key ideas here also first appeared in Lives at Risk,7 written with Gerald Musgrave and Devon Herrick, and Handbook on State Health Care Reform,8 written with Michael Bond, Devon Herrick, Gerald Musgrave, Pam Villarreal and Joe Barnett. Also important, especially in comparing our own healthcare system to that of other countries, is the National Center for Policy Analysis paper “Health Care Reform: Do Other Countries Have the Answers?”,9 which I wrote with Linda Gorman, Devon Herrick, and Robert Sade.

Readers will note that a number of the graphics and quite a few endnotes in this book refer to studies produced for the National Center for Policy Analysis by Thomas R. Saving and Andrew J. Rettenmaier with the Private Enterprise Research Center at Texas A&M University. Needless to say, I am greatly in their debt. Also important to this book's message is the work I have done over the years with Boston University professor Laurence J. Kotlikoff.

John Goodman's Health Policy Blog has become the place where the economic approach to health policy is debated by health policy wonks from across the political spectrum. I have borrowed shamelessly from the posts of fellow bloggers Linda Gorman, Greg Scandlen, John Graham and Devon Herrick, and from like-minded bloggers at other sites, including David Henderson and Arnold Kling at Econlog, Jason Shafrin at Healthcare Economist and Avik Roy at The Apothecary. But I've also learned from the pushback I get in the comments section from such people as Princeton University health economist Uwe Reinhardt, Don McCanne with the Physicians for a National Health Program, and by Austin Frakt, Aaron Carroll and their colleagues at The Incidental Economist blog.

My blog, by the way, would not be possible without the tireless behind-the-scenes work of Amber Jones. In fact, in some ways the blog is more Amber's than it is mine. After all, I just write. She does everything to actually make the blog work. Amber also tirelessly worked on all the many drafts of the manuscript of this book. In fact, without her help this book would not have been published.

I am deeply indebted to my colleague Devon Herrick—especially for many hours spent fact-checking and verifying source material. Also at the NCPA, I am indebted to Courtney O'Sullivan, Joe Barnett and Pam Villarreal.

David Theroux and his colleagues at The Independent Institute have been a pleasure to work with every step of the way. Jaqueline Tasch is a terrific copy-editor, whose careful editing and assiduous attention to detail improved the manuscript considerably.

I hasten to add that any errors of reasoning or judgment are my own.









	1
	 
	Introduction




FORGET EVERYTHING YOU know about healthcare for a moment. I want to introduce you to a new way of thinking about it.

Our healthcare system is an example of what social scientists call complex systems. These systems are so complicated that no one person can ever fully grasp everything that is going on. As individuals, all we ever really see is a small slice of the system. That's usually the part of it we experience.

For example, the typical patient sees a doctor only a handful of times during any given year. A primary care doctor takes care of only about 2,500 patients. These interactions are important, but when we stop to realize that there are 300 million potential patients and 800,000 doctors, it's clear that the perspective of any one doctor or any one patient is extremely limited.

Other markets in our economy are also examples of complex systems, but healthcare is many times more complex than a normal market. The reason: in addition to garden-variety economic forces, the medical marketplace is institutionalized, bureaucratized, and extensively regulated. Doctors are heavily influenced by medical ethics and traditional ways of doing things. Almost everything they do is affected by third-party payer bureaucracies (insurance companies, employers, and government) and by regulations that are inconsistent, voluminous, and complex. They also face the ever-present threat of tort law litigation.

To make matters even more complicated, we have completely suppressed normal market processes in healthcare—in this country and all over the developed world. As a result, in healthcare few people ever see a real price for anything. Employees never see a premium reflecting the real cost of their health insurance. Patients almost never see a real price for their medical care. Even at the family doctor's office, it's hard to discover what anything costs. For something complicated, like a hip replacement, the information is virtually impossible to obtain—at least in advance of the operation.

On the supply side, doctors and hospitals are rarely paid real prices for the services they render. Instead, they are paid on the basis of reimbursement formulas. Each payer may have a different formula. Medicare (for the elderly and the disabled) pays one set of fees. Medicaid (for the poor) pays another. BlueCross pays yet a third. All of the other insurers and all of the employer plans may also have separately negotiated fees. As a result, there really is no market-clearing price that brings supply and demand together in a way we experience in other sectors. Enormous amounts of money change hands every day in the medical marketplace, but most of the conventional rules of economics do not directly apply.

An interesting characteristic of complex systems is that when you perturb them (by passing a law, for example), there are always unintended consequences. The less you know about the system, the more unpredictable these consequences can be. Economic history provides numerous examples of governments that adopted policies in an attempt to improve things but ended up making the situation worse. Unfortunately, this happens in healthcare all the time.

For example, one of the goals of many public policies adopted in this country and around the world is to remove price as a barrier to care. Ideal health insurance is often said to be health insurance with no deductible or co-payment, making medical care essentially free at the point of delivery. Yet, if patients have no out-of-pocket costs their economic incentive will be to overuse the system, essentially consuming healthcare until the last amount obtained has a value that approaches zero. Also, if patients are not paying money for the services they receive, they're not likely to shop around for the best buy, so doctors, hospitals, and other providers will not compete for patients based on price, They will have no economic incentive to keep costs low—the way producers behave in other markets. To the contrary, the incentive of the providers will be to maximize against the payment formulas in order to enhance their incomes.

Well-intentioned public policies designed to make healthcare affordable for individuals, therefore, have had the surprising effect of causing healthcare spending to become unaffordable for the nation as a whole. Rising healthcare spending is the principal cause of our out-of-control federal deficit. It is bankrupting cities, counties, and state governments. It has created huge unfunded liabilities for some of our largest corporations. It is contributing to the stagnation in worker take-home pay. It can potentially bankrupt the families of individuals who have the misfortune to become ill—even those with health insurance.

Another well-intentioned public policy initiative—adopted by some states—is to try to make health insurance affordable for people with pre-existing conditions by requiring insurers to charge the same premium to all buyers, regardless of health status. Yet, this legislation has the unintended consequence of encouraging people to remain uninsured until they get sick. As healthy people drop out of the market and only people with health problems remain, the premium needed to cover the insurers' cost begins to soar. In the state of New York, this sort of regulation has produced staggeringly high premiums. For a run-of-the-mill individual policy, United Healthcare Oxford charges a premium of $1,855.97 a month, or more than $22,000 a year. For a family, the premium is $5,707.11 per month, or more than $68,000 a year.1 A policy designed to make insurance affordable, therefore, is pricing thousands of people out of the market.

Federal health programs provide other examples of unintended consequences of public policies foisted on a complex system. In 1965, Congress passed Medicare in an attempt to increase access to healthcare for the elderly and improve their health status. Members of Congress believed they could do so without any material impact on the rest of the healthcare system. Yet MIT professor Amy Finkelstein has discovered that the passage of Medicare had no effect on the health of the elderly—at least as measured by mortality—but the additional spending set off a bout of healthcare inflation for all patients—one that never subsided.2

In 2003, Congress passed a Medicare drug benefit, largely out of concern that senior citizens couldn't afford the coverage themselves. Since the new program (Medicare Part D) had no funding source, Congress created a $15.6 trillion unfunded liability for the federal government, looking indefinitely into the future—more than the unfunded liability in Social Security.3 Yet economist Andrew Rettenmaier discovered that only 7 percent of the benefits actually bought new drugs for seniors. The other 93 percent simply transferred to government (and taxpayers) the bill for drugs the elderly or their insurers were already buying.4 Only one in every thirteen dollars represented a new drug purchase. Interestingly, the help given to the small number of people who were not otherwise getting medications actually reduced Medicare's spending, as drugs were substituted for more expensive doctor and hospital therapies.5 But this profit on the truly needy was overwhelmed by the cost of giving the benefit to those who didn't need it—a cost that has created an enormous obligation for current and future taxpayers.

Here are two other unintended consequences of health policies designed to make healthcare free at the point of delivery. In other markets, producers don't compete only on price. They compete on quality as well. In healthcare, however, it appears that when providers don't compete on price, they often don't compete on quality either. That may be one reason why critics find that the quality of care we receive (including the very large number of avoidable errors and other adverse medical events) falls far short of what we would expect in a normal market.

Also, in most markets, we pay for goods and services with both time and money, and producers and sellers understand that we value our time as well as our pocket book. Public policies designed to suppress the role of money as a medium of exchange in the medical marketplace, however, have had the inadvertent consequence of increasing the importance of waiting times and other non-price barriers to care. These efforts to increase access to care may well have decreased access instead by making people wait longer to get appointments and to see the doctor once they reach her office.

How We Are Trapped

The premise of the book is that most of our problems arise because we are trapped. We are caught up in a dysfunctional system in which perverse economic incentives cause all of us to do things that raise the cost of care, lower its quality, and make access to care more difficult. Perverse incentives are faced by everyone: patients, doctors, nurses, hospital administrators, employees, employers, and so on. As we interact with the system, most of us spot ways to solve problems. We see things we could individually do to avoid waste and make care less expensive, for example. But the system generally penalizes us for doing the right things and rewards us for doing the wrong things. Anything we do as individuals to eliminate waste generally benefits someone other than ourselves.

So what's the answer? Let people out of the trap. Liberate them from the dysfunctionality that is causing us so much trouble.

This message is precisely the opposite of what you are likely to hear from other health policy experts—on the right and the left. The conventional view is that we have too much freedom, not too little. Doctors are said to have too much freedom to provide treatments that are not “best practice” or that are not “evidenced-based.” Patients are said to have too much freedom to patronize doctors and facilities with inferior performance records.

Hence, the conventional solution: put even more restrictions on what doctors can do and where patients can go for their care. Ultimately, the conventional answer to the country's health policy problems is to have government tell doctors how to practice medicine and to tell patients what care they can have and where they can get it.

The biggest problem with this approach is that it would leave us even more trapped than we currently are. Incentives would be even more perverse. We would have a plan designed by folks in Washington. But 300 million potential patients, 800,000 doctors, almost 2.5 million registered nurses, and thousands of others working in the system would find it in their self-interest to undermine the plan. My answer is just the opposite. I want all those patients and all those doctors to discover it is in their self-interest to solve problems, not create them.

Under the conventional approach, every doctor, every nurse, every hospital administrator will get up every morning and ask, “How can I squeeze more money out of the payment formulas today?”

My answer is just the opposite. Under the approach I will recommend, all these people will be encouraged to start each day by asking, “How can I make my service better, less costly, and more accessible to patients today?”

Getting Out of the Trap: Emerging Entrepreneurs

That we need a new way of thinking is almost self-evident. After all, healthcare has been recognized as one of our most important national policy problems for over a quarter of a century. It has spawned thousands of conferences, briefings, speeches, legislative hearings, books, essays, and scholarly articles. It provoked legislation that envisions a complete overhaul of the system in just a few years. Yet even with all of this, we are no closer to a genuine solution to our problems than we were twenty-five years ago.

In complex systems, there are always unmet needs and problems to be solved. The more dysfunctional the system, the more numerous are the unmet needs and the more severe are the problems. In other sectors, needs to be met and problems to be solved are the fertile ground from which entrepreneurs emerge. Where is healthcare's equivalent of a Bill Gates or a Steve Jobs?

The answer: There are literally thousands of entrepreneurs in healthcare. I meet them every day. In fact, I believe I can safely say that there is no serious problem in the business of health that is not already being substantially solved in some way by an entrepreneur somewhere in the system. Unfortunately, these efforts tend to be scattered and limited. Most of the time they run into three major barriers: insurance companies, employers, and government.

These are the three entities that pay most of the healthcare bills. They are the third-party payers. (The first two parties are the doctor and the patient.) With respect to healthcare, they tend to be bureaucratic, wedded to tradition, and resistant to change. They are, in a word, the entrepreneur's nemesis.

Take the subject of hospital costs. It is well known that the cost of procedures varies radically from hospital to hospital, as does the quality of care. So why not take advantage of this fact? In this book, I am going to argue that a version of what some call value-based health insurance could cut the typical health plan's hospital costs in half. How does it work? The insurer pays the cost of care at a low-cost, high-quality facility (which may require the patient to travel) and only that amount. Patients are free to go to another facility but must pay the full extra cost of their choice.

Now, I wasn't the first person to think of this. In fact, an Austin, Texas-based company, Employer Direct Healthcare, is offering employers a variation on that idea at this very moment. They negotiate rates with select hospitals that are from one-third to one-half lower than what other health insurers are paying. Most insurers are at the opposite end of the smart-buying spectrum, however. BlueCross of Texas, for example, not only does not steer patients to one hospital rather than another, there is not a single hospital in Dallas that is not in its network.

Part of the reason why the insurers are so resistant to cost-reducing innovations is that many of their employer clients are also resistant. The typical client of Employer Direct Healthcare, for example, waives the deductible and copayment for patients who choose the low-cost, high-quality facilities, but that is the full extent of the financial incentive. A step in the right direction perhaps, but a timid one. An aggressive strategy would be to let the employee pay the full extra cost of their choices.

Of the three third-party payer institutions, government is by far the worst at resisting entrepreneurship—even when the government itself is implementing radical change. As part of the Affordable Care Act (ACA), for example, states are to establish health insurance exchanges, allowing individuals to electronically select their health insurance from among competing plans. The federal government is offering millions of dollars to set up these exchanges. In some states, officials are arguing about how to spend the money, and in other states, they are actually refusing the money on the grounds that it amounts to acceptance of a health reform they do not like.

But why does any state need to spend millions to set up an exchange? Did you know that eHealth already has an electronic exchange, and more than 1 million people have health insurance purchased online through its system? The Obama administration is asking fifty state governments to spend a great deal of money to invent something that a private company has already discovered—and is ready to implement for the government for pennies on the dollar.

The administration is also spending millions of dollars trying to encourage electronic medical records. But did you know that eHealth already offers many of its customers an electronic medical record (including a record of doctor visits, prescriptions taken, etc.), based on insurance payment records?

Although we often associate the term entrepreneur with profit seeking, the healthcare field is teeming with innovators who are largely motivated by altruism. Take Dr. Jeffrey Brenner of Camden, New Jersey.6 In any other field, Brenner would be a millionaire, but because he's in healthcare, he doesn't know how he's going to make ends meet. Like entrepreneurs in every market, Brenner thought outside the box. He discovered an ingenious way of lowering healthcare costs: focus on the “hot spots” of medicine—the high-use, high-spending patients—and solve their problems with unconventional care.

Brenner discovered that of the 100,000 people who used Camden's medical facilities over the course of a year, only 1,000 people—just 1 percent—accounted for 30 percent of the costs. He began with one of them: Frank Hendricks (a pseudonym), a patient with severe congestive heart failure, chronic asthma, uncontrolled diabetes, hypothyroidism, gout, and a history of smoking and alcohol abuse. He weighed 560 pounds. In the previous three years, he had spent as much time inside hospitals as he spent outside them.

Some of what Brenner did to help Hendricks was simple doctor stuff, but a lot of it was social work. For example, Brenner and his colleagues helped Hendricks apply for disability insurance so that he could leave the chaos of welfare motels and have access to a consistent set of physicians. The team also pushed him to find sources of stability and value in his life. They got him to return to Alcoholics Anonymous, and when Brenner found out that Hendricks was a devout Christian, he urged him to return to church. As a result, Hendricks's health improved, and his medical expenses plummeted.

Following that success, Brenner formed the Camden Coalition to apply his methods to more patients. He tells me he can drive down the streets of Camden, point to entire buildings, and say how much the people who live there are costing the taxpayers. By targeting these patients in unconventional ways, Brenner is saving millions of dollars for Medicare and Medicaid. Were others able to do the same thing in other cities, the savings for taxpayers would be huge.

Now for the bad news. How much does Medicare reward Brenner for all the savings he creates for our nation's largest health plan? Zero. How much does Medicaid pay for all the savings it realizes? Not a penny. In fact, Brenner is able to do what he does only because of grants from private foundations.

Getting Out of the Trap: Overcoming Unwise Policies

Like many other providers of low-cost, high-quality care, Brenner and his colleagues leave tons of money on the table when they fail to practice medicine in conventional ways. Of the thousands of tasks that Medicare pays doctors to perform, social work is not among them. Brenner's attempts to get Medicare and Medicaid to pay him in a different way have all drowned in a bureaucratic morass, even as Medicare is spending millions on pilot programs and demonstration projects “to find out what works.”

Experiences just like Brenner's are repeated again and again, day in and day out, around the country. No one knows if Brenner's techniques can be replicated (any more than we know if the medical practices of the Mayo Clinic or the Cleveland Clinic can be replicated). But there's one way to find out: Let Brenner out of the trap. How do we do that? By letting him become rich. Rich? Yes, rich.

The federal government should offer to let Brenner and his colleagues keep twenty-five cents of every dollar they save the government. Then let every other doctor, nurse, social worker, hospital administrator, and so on in the country know that the government is willing to change the way it pays for care. The message should be: If you can save taxpayers money, you can make money—the more money you save us, the more you earn for yourself. Let a thousand millionaires bloom.

Sadly, the trend of federal health policy right now is in the opposite direction. Not only will it not let Brenner out of the trap, it will make the trap more confining. Under the new health reform law, doctors are being encouraged to join Accountable Care Organizations (ACOs), where a federal bureaucracy will virtually dictate the way medicine is practiced.

Brenner, in fact, is trying to get his organization qualified as an ACO. In my opinion, this is a mistake. Under the new rules, bureaucrats will ask: Did Brenner have the prescribed electronic medical record? Did he follow the checklist of inputs ACOs are supposed to follow? Did he manage all of the care—including hospital care? Sadly, the answers are no, no, and no.

It is almost impossible for an entrepreneur to flourish in an environment that fundamentally dislikes entrepreneurship. Fortunately for the innovators, however, patients are paying for more healthcare bills out of their own pockets. And wherever we find health markets dominated by patients paying for care directly, entrepreneurship is thriving.

Getting Out of the Trap: Emerging Markets

In fields as diverse as cosmetic surgery and LASIK surgery, we are discovering that healthcare markets can give patients transparent package prices and that costs can be controlled—despite a huge increase in demand and enormous technological change (of the type we are told increases costs for healthcare generally). For services as diverse as walk-in clinics and mail-order drugs, we are seeing that price competition is possible and that price competition promotes quality competition as well. In the international market for medical tourism, we are discovering that almost every type of elective surgery can be subjected to the discipline of the marketplace; that discipline is increasingly evident within our borders in the emerging market for domestic medical tourism, where patients willing to travel to other cities can find cheaper, higher-quality care.

In each of these cases, new products and new services have cropped up to meet the needs of patients spending their own money. These are products and services that were made possible precisely because the third-party-payer bureaucracies were not standing in the way. If the private sector is left free to continue with such innovations, there is much more to come.

Among the current buzzwords in Washington policy circles are such terms as electronic medical records, medical homes, coordinated care, integrated care, and so on. To hear the policy wonks tell it, the ACA is designed to bring all these new ideas to the practice of medicine—prodded by the guiding hand of government regulators.

But did you know that sensible, workable electronic records systems (including the ability to electronically prescribe drugs) have been in use for over a decade by walk-in clinics, by private telephone and email consultation services, and by concierge doctors (who give their patients more time, more services, and special attention) without any guidance from Washington or from any employer or insurance company? Did you know that sensible, workable medical homes—together with diverse doctors providing integrated, coordinated, low-cost, high-quality care—have been emerging in the private sector for some time, without any federally funded pilot program or any advice, encouragement, or harassment from any third-party payer?

I stress the words sensible and workable because in the hands of impersonal bureaucracies, shielded from marketplace competition and subject to pressures from every special interest group imaginable, we are likely to get systems that are neither sensible nor workable.

Liberated from the confinement of legal impediments and suffocating bureaucracies, doctors, patients, hospital personnel and profit-seeking entrepreneurs are perfectly capable of solving our most serious health policy problems. All they need is the freedom to be able to do so.
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COMPLEX SYSTEMS, by definition, are systems that are too complex for any single individual (or group of individuals) to grasp and understand. What difference does that make? It makes a huge difference.

Most of us wouldn't walk into a chemistry lab and start pouring solutions from one beaker into another—at least if we don't know anything about chemistry. Similarly, we wouldn't walk into a biology lab and start moving substances from one petri dish to another if we're not trained biologists. And if we don't know anything about nuclear power plants, most of us wouldn't walk into one and start pushing buttons.

We wouldn't do any of these things because most of us have common sense. We know intuitively that if we don't know what we are doing in a complex environment, odds are great that anything we do will mess things up.

Not everyone has this common sense-based humility, however. The late Nobel laureate economist, Friedrich Hayek, called the hubris of people who want to tinker with systems they do not understand the “fatal conceit.”1 The term is apt. Just about everything that has gone wrong in health policy can be directly attributed to this very error. In what follows, I want to look more carefully at what goes wrong in health policy and why.

No Reliable Model

For more than 200 years, economists have been studying the complex system we call the economy. How do they do it? They don't try to understand the economy in all its complex detail. Instead, economists use highly simplified models to predict some general effects of parameter changes in ordinary markets. For example, we can say with some certainty that rent controls will cause housing shortages and price supports in agriculture will cause crop surpluses.

Unfortunately, there is no model of the healthcare system that allows us to make anything like these kinds of predictions. In just a few years, ACA will insure an additional 32 million people. In addition, most of the rest of us will have to convert to health plans that have more generous coverage than we now have. We know that when people have more insurance coverage they try to consume more care. But what happens when there is a system-wide increase in demand and no change in supply?

Will the excess demand drive thousands of people to hospital emergency rooms? Will clinics run by nurses start springing up to meet the demand that doctors cannot meet? If service is rationed by increasing the waiting time, will everyone who can afford it turn to concierge doctors, who will be paid extra fees for prompt service? As more doctors become concierge doctors, how will the system manage the even greater rationing problem faced by all those left behind? Will patients start going out of the country—seeking care in the international medical marketplace?

Unfortunately, there is no model that allows us to answer these questions with any confidence.

Why can't we apply ordinary economic models to healthcare markets? One reason is that price doesn't play the same role in healthcare as it does elsewhere in the economy. Although many would like to think that our system is very different from the national health insurance schemes of other countries, the truth is that Americans mainly pay for care the same way people all over the developed world pay for care at the time they receive it—with time, not money.

On the average, every time we spend a dollar at a physician's office, only 10 cents comes out of our own pockets. As a result, for most people, the price of care in terms of the time (getting to and from the doctor's office, waiting in the reception area, waiting in the exam room, etc.) tends to be greater—and probably much greater—than the money price of care.

In general, we have no reliable model to tell us who gets care and who doesn't when the time price of care rises for everyone, as we expect to happen once ACA gets fully implemented.

The Role of Prices

Take a look at Table 2.1, which shows representative prices for a knee replacement for different patients in different settings. The most shocking thing about the table is that prices for essentially the same procedure are all over the map. Here are some obvious questions:


	How is it that a Canadian can come to the United States and get a knee replacement for less than half of what Americans are paying?

	Why are Canadians coming to the United States paying only a few thousand dollars more than medical tourists in India, Singapore and Thailand—places where the price is supposed to be a fraction of what we typically pay in this country?

	Why do fees US employers and insurance companies pay vary by a factor of three to one (between $21,000 and $75,000), when foreign and even some US facilities are offering a same-price-for-all package?

	Why is the price of a knee replacement for a dog—involving the same technology and the same medical skills that are needed for humans—less than one-sixth the price a typical health insurance company pays for human operations? Why is it less than one-third of what hospitals tell Medicare their cost of doing the procedure is?



It's amazing how often people cannot see the forest for the trees. Think how many volumes have been written trying (and failing) to explain why our healthcare costs are so high. Sometimes the answers to complex questions are more easily found by asking the simplest of questions.

Let's turn to the canine question. When you recover from your knee replacement surgery, let's say you spend two nights in a hospital room. If you are like some patients, you may be enjoying all the comforts of a luxury hotel. Fido recovers in a cage, which presumably costs much less. But even with meals, two nights in a hotel should come in under $1,000. The price difference we are trying to explain is many times that amount.

Then, there is the difference in surgeons' skills. Presumably, the surgeons who operate on humans are more talented and therefore more valuable. But an orthopedic surgeon in Dallas typically gets paid an amount equal to about 10 percent of the $32,500 an insurer pays to the hospital.


Table 2.1. Knee Replacement Costs





	Location/Type
	Amount1



	Asking Prices

	 




	Hospital Gross Charge2
	$60,000–$65,000



	What Private Insurers Pay

	 




	Range (Dallas)3
	$21,000–$75,000



	Average (Dallas)3
	$32,500



	Medicare (Dallas)4

	 




	What Medicare Pays
	$16,000–$30,000



	Cost Reported to Medicare
	$14,627–$15,148



	Physician Fees
	$1,400–$1,700



	Domestic Medical Tourism

	 




	Medibid Rate (US)2
	$12,000



	Canadian Citizen US Cash Price5
	$16,000–$19,000



	International Medical Tourism

	 




	Medibid Rate (overseas)2
	$7,000–$15,000



	Bumrungrad (Thailand) Median Price6
	$14,916



	US dog (Dallas)4

	$3,700–$5,0001.





 

1. Does not include the physician fees, except for the veterinary charge.

2. Source: Medibid.com

3. Source: Group and Pension Administrator, Inc.

4. Source: NCNelink.com

5. Source: North American Surgery Inc.

6. Source: http://www.bumrungrad.comlthailandhospital

I suppose you (as a patient) would get more attention than Fido from nurses and support staff for the one or two days of recovery. Guess how much a nurse gets paid in Dallas? It's about $30 per hour. That is nowhere near the explanation we are searching for.

Let's take the actual cost hospitals tell Medicare they incur for this procedure.2 It's about $15,000, not including surgeon's fees. But if veterinarians can do it for a third of that amount, it's hard to see why the human hospital cost isn't at least half of what it actually is.

The only explanations I can come up with for why human knees cost so much more are (i) government regulations, (2) malpractice liability, and (3) the inefficiencies created by the third-party payment system. It looks like these three factors are doubling the cost of US healthcare.

Let's take regulations first. In terms of rules, restrictions, and bureaucratic reporting requirements, the healthcare sector is one of the most regulated industries in our economy. Regulatory requirements intrude in a highly visible way on the activities of the hospital medical staff and affect virtually every aspect of medical practice. In Patient Power, Gerry Musgrave and I described the burdens faced by Scripps Memorial Hospital, a medium-sized (250-bed) acute care facility in San Diego, CA. Scripps had to answer to thirty-nine governmental bodies and seven nongovernmental bodies.3 It periodically filed sixty-five different reports, about one report for every four beds. In most cases, the reports were not simple forms that could be completed by a clerk. Often, they were lengthy and complicated, requiring the daily recording of information by highly trained hospital personnel.

Then there is the malpractice system. Estimates place the burden of the system at between 2 percent and 10 percent of the cost of US healthcare. But it's hard to separate out the effects of malpractice from the effects of regulation. Remember, both institutions are trying to do the same thing: reduce the incidence of adverse medical events (no matter how imperfectly). If a hospital fails to follow a regulation and that failure leads to a patient death, the failure would undoubtedly be the basis for a malpractice lawsuit. So the existence of the malpractice system helps encourage compliance with regulations—making them more costly.

Finally, there are the inefficiencies produced by the third-party payment system. I noted in the Introduction that when providers do not compete for patients based on price, they typically do not compete on quality either. In the hospital sector, they tend to compete on amenities instead. The way you compete on amenities is to spend more on amenities. This adds to costs.

Now let's consider medical tourism. If you ask a hospital in your neighborhood to give you a package price on a standard surgical procedure, you will probably be turned down. After the suppression of normal market forces for the better part of a century, hospitals are rarely interested in competing on price for patients they are likely to get as customers anyway.

A foreign patient is a different matter. This is a customer the hospital is not going to get if it doesn't compete. That's why a growing number of US hospitals are willing to give transparent package prices to foreigners, and these prices often are close to the marginal cost of the care they deliver.

North American Surgery (an enterprise that facilitates medical tourism) has negotiated deep discounts with about two dozen surgery centers, hospitals, and clinics across the United States, mainly for Canadians who are unable to get timely care in their own country. The company's cash price for a knee replacement in the United States is $16,000 to $19,000, depending on the facility a patient chooses.4

Now here is what is interesting: The same economic principles that apply to the foreign patient who is willing to travel to the United States for surgery also apply to any patient who is willing to travel. That includes US citizens. In other words, you don't have to be a Canadian to take advantage of North American Surgery's ability to obtain low-cost package prices. Everyone can do it.

US patients willing to travel and able to pay cash may get an even better deal by taking advantage of the online service, MediBid. People register and request bids or estimates for specific procedures on MediBid's website for the services of, say, a physician, surgeon, dermatologist, chiropractor, dentist, or numerous other medical specialists. MediBid-affiliated physicians and other medical providers respond to patient requests and submit competitive bids for the business of patients seeking care. MediBid facilitates the transaction, but the agreement is between doctor and patient, both of whom must come to an agreement on the price and service.

The company facilitated more than fifty knee replacements in 2012. Each request got an average of five bids, with some getting as many as twenty-two. Most prices were between $10,000 and $12,000, and the average was about $12,000.5

The implications of all this are staggering. Many US hospitals are able to offer traveling patients package prices that are competitive with the prices charged by top-rated medical tourist facilities around the world. (You don't have to travel to Thailand, after all.) However, I would insert this note of caution: Although a hospital with excess capacity gains by charging the marginal customer the marginal cost of care, it may not cover the full costs it needed to stay in business if it charges every customer that price. So the prices we are looking at may not be long-run equilibrium prices.

The final question is: Why are US employers and insurers overpaying by so much, and why does the amount they overpay vary so much?

In part, because in the entire medical marketplace, there is no natural evolution to uniform, market-clearing prices, the way markets work in other sectors of the economy. Even MRI scans vary by over 650 percent in a single town. Furthermore, most providers don't even know how to price their services because they don't know what their costs are.6

Both the Right and Left Go Wrong

Despite the fact that prices in healthcare do not play the same role as they do in other markets, there is a tendency on both the political right and the political left to ignore this fact.

The right, for example, issues frequent calls to make prices transparent. A number of proposals would even require doctors and hospitals to post their prices. Doctors find these proposals perplexing because they know that there are no prices at a typical physician's office. There are only different payment rates. What possibly could be gained by posting these rates on the wall? If you are a BlueCross patient, how does knowing what an Aetna patient is paying help you in any way?

On the left, a common view is that health costs are too high because healthcare prices are too high. They believe that the way to control costs is to push prices down. This idea is actually written into the ACA legislation. All kinds of efficiency ideas are included in the new law, but when all else fails—and most knowledgeable people believe that all else will fail—ACA will try to solve the problem of rising Medicare costs by squeezing the providers. Medicare's chief actuary predicts that by the end of the decade, Medicare fees for doctors and hospitals will be lower than Medicaid's.7 And it may not end there. At least one organization advocates imposing Medicare-type price controls on the entire healthcare system.8

The problem with this way of thinking is that prices in healthcare are symptoms of problems, not causes of problems, in the same way that a high body temperature is a symptom of a fever. Just as it would make no sense to try to treat a fever by lowering the body's temperature, it makes no sense to try to control prices while ignoring why they are what they are. Plus, when we treat symptoms rather than their causes, there are inevitably unanticipated negative consequences. For example, if we tried to impose low fees on every provider for all patients, we would begin to drive the most capable doctors out of the system—into alternative pay-cash-for-care services and perhaps even out of healthcare altogether.

But there is an even more fundamental problem with trying to solve the problem of cost by suppressing prices. The suppression of provider payments is an attempt to shift costs from patients and taxpayers to providers. Even if we get away with it, shifting costs is not the same thing as controlling costs. Doctors are just as much a part of society as patients. Shifting cost from one group to the other makes one group better off and the other worse off. It does not lower the cost of healthcare for society as a whole, however.

Finally, both the right and the left—but especially the left—too often assume that the ideal price of care for low-income patients is zero. After all, if price is a deterrent to care, doesn't it follow that you maximize access by making healthcare free at the point of consumption? Not necessarily.

Which Matters More: The Time Price or the Money Price of Care?

What I call health policy orthodoxy is committed to two propositions: (1) The really important health issue for poor people is access to care, and (2) to ensure access, waiting for care is always better than paying for care. In other words, if you have to ration scarce medical resources somehow, rationing by waiting is always better than rationing by price.

(Let me say parenthetically that the orthodox view is at least plausible. After all, poor people have the same amount of time you and I have, but a lot less money. Also, because their wages are lower than other people's, the opportunity cost of their time is lower. So if we all have to pay for care with time and not with money, the advantage should go to the poor. This view would be plausible, that is, so long as you ignore tons of data showing that whenever the poor and the non-poor compete for resources in almost any non-price rationing system, the poor always lose out.)

The orthodox view underlies Medicaid's policy of allowing patients to wait for hours for care in hospital emergency rooms and in community health centers, while denying them the opportunity to obtain less costly care at a walk-in clinic with very little wait at all. The easiest, cheapest way to expand access to care for millions of low-income families is to allow them to do something they cannot now do: add money out of pocket to Medicaid's fees and pay market prices for care at walk-in clinics, doc-in-the-boxes, surgical centers, and other commercial outlets. Yet, in conventional health policy circles, this idea is considered heresy.

The orthodox view lies behind the obsession with making everyone pay higher premiums so that contraceptive services and a whole long list of screenings and preventive care can be made available with no co-payment or deductible. Yet, this practice will surely encourage overuse and waste and, in the process, likely raise the time prices of these same services.

The orthodox view lies at the core of the hostility toward Health Savings Accounts (HSAs), Health Reimbursement Arrangements (HRAs), and any other kind of account that allows money to be exchanged for medical services. Yet, it is precisely these kinds of accounts that empower low-income families in the medical marketplace, just as food stamps empower them in any grocery store they choose to patronize.

The orthodox view is the reason so many ACA backers think the new health reform law will expand access to care for millions of people, even though there will be no increase in the supply of doctors. Because they completely ignore the almost certain increase in the time price of care, these enthusiasts have completely missed the possibility that the act may actually decrease access to care for the most vulnerable populations.9

The orthodox view is the reason there is so little academic interest in measuring the time price of care and why so much animosity is directed at those who do measure such things. It explains why MIT professor Jonathan Gruber can write a paper on Massachusetts health reform and never once mention that the wait to see a new doctor in Boston is more than two months.”10

The evidence we will examine in this book suggests that the orthodox view is totally wrong.

The Cost of Non-Price Rationing

The orthodox approach to health policy is obsessively focused on the burdens of price barriers to care, and at the same time inordinately oblivious to the burdens of non-price barriers. Yet non-price barriers to care can be very costly.

In Britain, for example, hundreds of thousands of patients relying on the British National Health Service are waiting months for hospital surgery. Many are waiting in pain. Many are risking their lives by waiting. The cost of such waiting for many of them is undoubtedly greater than the cost (to the government) of their surgery.11

Not only is rationing by waiting costly, it is usually socially wasteful. To employ a numerical example, consider a hospital emergency room where people come for free primary care. Let's say the real cost of a doctor visit is $100 per patient, on the average. In a normal market, the market-clearing money price of care would also be $100—and that would be the fee patients pay.

If the services are free, however, a much larger group of patients will try to take advantage of them, including patients who value doctor visits at only $5 or $10. Since demand greatly exceeds supply at a price of zero, the doctor's time is available in this example only to those who are willing to wait the longest. How long will people wait, on the average? Someone who values a doctor visit at $100 will be willing to spend $100 worth of time. (Consider a patient who values his time at his wage rate. If he is paid $20 an hour, he will wait five hours; if he is paid $25 an hour, he will wait four hours, and so on.)

Just as price rationing produces a market-clearing money price of care, rationing by waiting time produces a market-clearing time price of care. In this example, the market will clear at $100 worth of time for the marginal patient. But remember, other people (probably taxpayers) have to pay the doctor $100 in money. That means that the care is being paid for twice: once with time and again with money. Non-price rationing, in this example, effectively doubles the social cost of medical care.

By the way, a surprising number of patients—about one in five, on the average—get discouraged and leave emergency rooms without ever being seen. Just as people at an auction get outbid by others who are willing to pay a higher money price, patients in emergency rooms often get outbid by others who are willing to pay a higher time price for their care.

Six Billion Physician Fees

Even though prices don't have the same meaning in the medical marketplace that they do in other markets, they still have the power to influence provider behavior.

Take Medicare, which has a list of some 7,500 separate tasks it pays physicians to perform. For each task, there is a price that varies according to location and other factors. Of the 800,000 practicing physicians in this country, not all are in Medicare, and no doctor is going to perform every task on Medicare's list.

Yet Medicare is potentially setting about 6 billion physician fees across the country at any one time.

Is there any chance that Medicare can set fees and approve transactions in a way that does not cause serious problems? Not likely.

What happens when Medicare gets it wrong? One result is that doctors face perverse incentives to provide care that is costlier and less appropriate than the care they should be providing. Another result is that the skill set of our nation's doctors becomes misallocated, as medical students and practicing doctors respond to the fact that Medicare is overpaying for some skills and underpaying for others.

Every lawyer, every accountant, every architect, every engineer—indeed, every professional in every other field—is able to do something doctors cannot do. They can repackage and reprice their services. If demand changes or if they discover a way of meeting their clients' needs more efficiently, they are free to offer a different bundle of services for a different price. Doctors, by contrast, are trapped.

Suppose you are accused of a crime and suppose your lawyer is paid the way doctors are paid. That is, suppose some third-party payer bureaucracy pays your lawyer a different fee for each separate task she performs in your defense. Just to make up some numbers, let's suppose your lawyer is paid $50 per hour for jury selection and $500 per hour for making your final case to the jury.

What would happen? At the end of your trial, your lawyer's summation would be stirring, compelling, logical, and persuasive. In fact, it might well get you off scot free if only it were delivered to the right jury. But you don't have the right jury. Because of the fee schedule, your lawyer skimped on jury selection way back at the beginning of your trial.

This is why you don't want to pay a lawyer, or any other professional, by task. You want your lawyer to be able to reallocate her time—in this case, from the summation speech to the voir dire proceeding. If each hour of her time is compensated at the same rate, she will feel free to allocate the last hour spent on your case to its highest valued use rather than to the activity that is paid the highest fee.

Six Billion Tasks

The problem in medicine is not merely that all the prices are wrong. A lot of very important things doctors can do for patients are not even on the list of tasks that Medicare compensates.

In addition, Medicare has strict rules about how tasks can be combined. For example, special-needs patients typically have five or more comorbidities—a fancy way of saying that a lot of things are going wrong at once. These patients typically cost Medicare about $60,000 a year, and they consume a large share of Medicare's entire budget. Ideally, when one of these patients sees a doctor, the doctor will deal with all five problems sequentially. That would economize on the patient's time and ensure that the treatment regime for each malady is integrated and consistent with all the others.

Under Medicare's payment system, however, a specialist can bill Medicare the full fee only for treating one of the five conditions during a single visit. If she treats the other four, she can only bill half price for those services. It's even worse for primary care physicians. They will generally get no payment for treating four additional problems. Since doctors don't like to work for free or see their income cut in half, most have a one-visit-one-condition policy. Patients with five morbidities are asked to schedule additional visits for the remaining four problems with the same doctor or with other doctors. The type of medicine that would be best for the patient and that would probably save the taxpayers money in the long run is the type of medicine that is penalized under Medicare's payment system.

Take Dr. Richard Young, a Fort Worth family physician who is an adviser for the federal government's new medical Innovation Center. As explained by Jim Landers in the Dallas Morning News:12

[When Young] sees Medicare or Medicaid patients at Tarrant County's JPS Physicians Group, he can only deal with one ailment at a time. Even if a patient has several chronic diseases—diabetes, congestive heart failure, high blood pressure—the government's payment rules allow him to only charge for one.

“You could spend the extra time and deal with everything, but you are completely giving away your services to do that,” he said. Patients are told to schedule another appointment or see a specialist.

Young calls the payment rules “ridiculously complicated.”

Consequences of Suppressing Normal Market Forces

Think of a supermarket. There are probably more than a hundred in the city of Dallas alone. I can walk into any of them—in most cases, at any time day or night—and buy thousands of different products. The only wait I experience is at checkout, but express lanes speed that along if I want only an item or two. When I go to purchase something I want, the product is always there. I can't recall an instance when a shelf space offering something I wanted to buy was empty. Further, the products being offered are produced by thousands of different suppliers, and they travel thousands of different routes to get to market. What is true of Dallas is true of every city of any significant size in the country.

Contrast that with the market for medical care, where almost nothing is available at the drop of a hat. Nearly one in four patients has to wait six or more days for a physician appointment. Less than one-third of physician practices have made arrangements allowing patients to see a doctor after hours when the practice is closed. Sixty percent of patients find it difficult to get care after hours or on weekends.'13 Newspaper reports around the country tell horror stories of the consequences of the shortage of cancer drugs and other life-saving pharmaceuticals. Four- and five-hour average waiting times at hospital emergency rooms are not uncommon.

In fact, the few places in healthcare where waiting is not a problem provide services that are peripheral to the orthodox healthcare system. Teladoc promises a physician will return your call within three hours or the telephone consultation is free. Most calls are returned in less than one hour—during which time, you are free to do other things. MinuteClinics in some CVS pharmacies give you an estimated waiting time so you can shop while you wait for your care. Think of these last two examples as services that developed in the part of medical care where normal market processes have not been suppressed.

Everything I purchase in a supermarket is fee-for-service. There is no prepayment of the type that so many favor in healthcare. I pay the market price for what I get. There is bundling, to use another popular buzzword. I don't pay extra if I ask an employee for directions. There is no extra charge for the butcher to trim fat off tenderloin. These services are included in the price of the products I buy. But the bundling choices are made by the supermarket, not by the buyers of their products. There is no supermarket equivalent of managed care, integrated care, or coordinated care. Market prices are sending continuous signals to producers of thousands of products all over the world, and these prices accomplish the remarkable feat of making sure that everything we want to buy is on the supermarket shelf at the time we want to buy it.

The vast majority of goods sold in a supermarket are not produced by the supermarket itself, using its own employees. They are produced by independent entities in private practice, to borrow another term from the medical world. Supermarkets meet the needs of millions of people without the necessity of employing all of the people who produce all of the products they offer—unlike the Obama administration's plans to force virtually all doctors to become employees of hospitals.

Supermarkets have electronic inventory and monitoring systems—far more sophisticated than anything you will normally find in medicine. When Sam Walton first started electronic inventory control in his Wal-Mart stores, he did it in order to improve the quality of service and lower prices to attract more customers. Unlike healthcare, electronic inventory systems have emerged quite naturally in the supermarket business, without any government guidelines and without any government subsidies.

Now, you might be inclined to argue that healthcare cannot reasonably be compared to items on a supermarket shelf. Okay. I concede that. One is a product. The other is a service. But consider your Blackberry. Or your iPhone. Or your iPad. In some ways these have similarities with our bodies. Things can go wrong. When they do, we want someone to help fix them.

In my neighborhood, I can walk into almost any phone store (Verizon, Sprint, AT&T, etc.) with no appointment, and most of the time I get service immediately. And the phone store has competitors. Independent phone repair companies are popping up every day. There are even tools on the Internet that help you start your phone repair business/14 In most places, repair companies are within ten miles of their customers; repairs are done in fifteen minutes or less; and they are usually inexpensive ($40 to $60, say).15 Shopping malls have phone repair kiosks. Some companies will come to your house to repair your phone/16

Consider customer education. Elderly buyers in particular often have difficulty mastering the electronic devices they buy. The market has a solution. Verizon offers its customers free two-hour classes in how to use their iPhones. Yet, I don't know anywhere in Dallas that will give Medicare patients free counseling (or even paid counseling) on how to manage their diabetes. That's unfortunate. This one disease is costing the country $218 billion a year.17

Why is the marketplace so much kinder to my iPhone than it is to my body? I would argue that it's because one type of service is emerging in a real market, while the market has been suppressed in the other.

Getting Out of the Trap

Is there a better way? Here's one idea.18 Instead of having Medicare fix millions of prices for predetermined packages of care, we should allow providers the opportunity to produce better care and cheaper care by repackaging and repricing their services. Everyone on the provider side should be encouraged to make Medicare a better offer. Medicare should accept these offers provided that (1) the total cost to government does not increase, (2) patient quality of care does not decrease, and (3) the provider proposes a reasonable method of assuring that (1) and (2) have been satisfied.

Instead of maximizing against payment formulas, doctors and hospitals would be encouraged to discover more efficient ways of providing care. They would be able to make more money for themselves as long as they save taxpayers money and patients don't suffer.

Can a Free Market in Healthcare Work?

From time to time, I hear policy wonks claim that the market cannot work in healthcare. Usually, they cite a very old article by Stanford University economist Kenneth Arrow, who claimed that the market for medical care is inherently imperfect.19 True, but most markets are imperfect. The question is: does the market for healthcare work better than a nonmarket for healthcare? I believe the evidence supports an unqualified yes.

Consider some standard complaints that are normally leveled at the current system: that price and quality information is not transparent, that the market is not competitive, that unsustainable rising costs are inevitable, that quality is inadequate, and that providers make inadequate use of technology, including electronic medical records and electronic prescribing. But do these problems exist because of an inherent flaw in healthcare markets? Or do they exist because normal market forces have been systematically suppressed?

As it turns out, healthcare markets seem to work reasonably well wherever third-party payers are not the dominant payers. Wherever patients are paying with their own money, providers always compete on price, and where there is price competition, transparency is never a problem. Moreover, in such markets, we do not find the problem of healthcare inflation that plagues the rest of the system. The real price of cosmetic surgery has actually declined over the past fifteen years. The real price of LASIK surgery has declined by 30 percent over the past decade.20

I know of nothing in health economics that would lead a rational person to conclude that markets cannot work in medical care. Indeed, the evidence all points in the other direction: Markets can work much better than our current system, if they are allowed to do so.

Choosing Public Policies for Complex Systems

Most people in health policy do not understand complex systems. They really don't understand social science models either. As a result, when they advocate or enact public policies, they are almost always oblivious to the inevitability of unintended consequences. The idea that a policy based on good intentions could actually make things worse is beyond their comprehension.

Take health policies designed for low-income patients. Through our insistence on pushing low-income families into free public programs and regulating private alternatives out of their reach, the poor often must rely on bureaucratic medical care that is not very responsive to their needs.

This problem is not unique to healthcare. I think it is fair to say that virtually everything we do to try to help low-income families meet essential needs is deeply flawed:21

 


	The cheapest form of housing, for example, is prefabricated housing. Yet zoning regulations outlaw this low-cost form of shelter in almost every large city. Through unwise regulation, we have literally priced many low-income families out of the market for private housing and forced them to turn to public housing instead.

	Through taxi/jitney regulations, we have eliminated private, low-cost transportation alternatives and forced low-income families to turn to public transportation instead (in most places, a bus system that may or may not take people where they most need to go). When they do turn to the private sector (low-income families take more cab rides than the middle class!), they probably pay two or three times the free-market rate.

	In education, government has established a (frequently inadequate) monopoly, paid for in part by taxes borne by the poor. As a result, very few low-income children are able to take advantage of private-sector alternatives.

	Healthcare fits the same pattern. Through our insistence on pushing low-income families into free public programs and regulating private alternatives out of their reach, the poor often must rely on unresponsive, bureaucratic care.



 

In general, the middle class tends to have access to the benefits of capitalism. The poor must rely on government. The middle class exercises choice. The poor have no alternative to what they are offered. The middle class gets the benefits of competition. The poor are left with public sector monopoly. If middle-class patients are unsatisfied with a doctor or a facility, they can take their dollars and patronize another. The poor tend to be left with whatever doctor or facility is given to them.

No one ever planned for the poor to have services that were inferior, bureaucratic, and unresponsive. These outcomes are the unintended consequences of policies that were often designed to help them.

When dealing with a complex system for which there is no reliable predictive model, the first lesson is to show humility. Restrictions on behavior limit people's ability to meet their own needs and the needs of others. In the absence of better information, we should want people to freely exercise their intelligence, their creativity, and their entrepreneurial abilities to solve problems.

A second lesson is that we should eliminate restrictions on behavior unless there is overwhelming evidence that the limits do more good than harm. This means, for example, allowing low-income families on Medicaid greater access to services whose prices are determined in the marketplace.22 Also, we should make it easier for nurses, physicians' assistants, and other non-doctor providers to deliver care to low-income patients by relaxing occupational licensing restrictions.23

A third lesson is to avoid trying to administer and regulate the system from the top. If we are dealing with a complex system and we don't have a reliable model to predict how it will respond to simple parameter changes, it is more important than ever to avoid trying to solve problems with top-down commands. Instead, we need to begin the process of liberation by working from the bottom up.

Consider a notorious violation of this principle. At one point, leaders in the Soviet Union thought they understood enough about their country's entire economy to manage the whole thing from a central command post. Today, even the Russians admit they were wrong.

A fourth lesson is that complex systems can't be copied. Suppose I said to you: “Let's look around the world, find the economy that seems to work the best, and then replace our own system by copying the one we like better.” If you have any sense, you would respond by saying, “Goodman, that is a really dumb idea; don't you know that complex systems by definition can't be copied?”

You would be right. It is a dumb idea. But did you know that is exactly how President Obama talks about healthcare? Time and again he has said, “Let's find out what works and then go do it.” This is an approach that is destined to fail before it even begins.

On the supply side, we have the islands of excellence (Mayo, Intermountain Healthcare, Cleveland Clinic, etc.). On the demand side, we have a whole slew of experiments with pay-for-performance and other pilot programs designed to see whether demand-side reforms can provoke supply-side behavioral improvements. And never the twain shall meet.

We cannot find a single institution providing high-quality, low-cost care that was created by any demand-side buyer of care. Not the Centers for Medicare and Medicaid Services (CMS), which runs Medicare and Medicaid. Not BlueCross. Not any employer. Not any payer, anytime, anywhere. As for the pilot programs, their performance has been lackluster and disappointing.24

What about other demand-side reforms: forcing/inducing/coaxing providers to adopt electronic medical records, to coordinate care, to integrate care, to manage care, to emphasize preventive care, to adopt evidence-based medicine, and so on? The Congressional Budget Office (CBO) has reviewed the evidence on all these reforms and concluded that the savings will be meager, if they materialize at all.25

What Difference Does Healthcare Make?

I now want to shift to a fascinating question, about which there is considerable debate. One person who thinks we are getting a good deal for the money we spend is Harvard University health economist David Cutler.26 A 45-year-old man alive in PJ50 had few effective treatments for today's most common killer, heart disease. At that time, little was spent on treatment or prevention. Today, such a man can expect to spend more than $30,000 (in 2004 dollars) on treatment of heart disease over the course of his remaining life, according to Cutler. The benefit: he can expect to live about 4.5 years longer. At a cost of $6,667 per extra year of life, this is a terrific return on our investment in health. In terms of the benefits of healthcare, we largely get a good deal for what we pay for, he argues. Although medical care consumes a greater portion of our economy than in years past, we get a lot back in return.

The reduction in physical disability is another advance that Cutler attributes to the marvels of modern medical science. Thirty years ago, one-quarter of the elderly population was unable to live independently. Hip and knee replacements and other advances have reduced that number to less than one in five today. That's why the nursing home population has hardly changed in the past couple decades or so, he argues.

Against this view is a growing body of research that is highly skeptical about what we are getting for our healthcare dollars—at least at the margin.

In the previous chapter I noted that although the Medicare program led to an enormous increase in healthcare spending, it apparently had no effect on the life expectancy of the elderly.27 Some readers may be surprised at that result. If so, I have a few more surprises for you. People with high-deductible health insurance spend about 30 percent less than people with first-dollar coverage; yet, this lower level of spending apparently has no adverse effect on their health.28 People without health insurance at all spend about half of what insured people spend,29 but, again, with no obvious impact on their health.30

Imagine that you are in an automobile accident. An ambulance rushes to the scene and the emergency medical technicians and then the emergency room doctors save your life. This is the image of heroic medicine that a lot of people project on the entire healthcare system.

But suppose you are choosing to live in one of two cities, and City A spends twice as much on medical care per citizen as City B. City A has more doctors, more medical equipment, more hospital beds; and doctors in that city do more things. Would your life expectancy be longer if you choose to live in City A rather than City B? Probably not.

Researchers have studied this question across the fifty states, across hospital regions, and across Veterans Affairs regions and found that large variations in healthcare spending apparently have little, if any impact on overall population mortality. George Mason University economist Robin Hanson summarizes the literature this way:31

[H]ealth policy experts know that we see at best only weak aggregate relations between health and medicine, in contrast to apparently strong aggregate relations between health and many other factors, such as exercise, diet, sleep, smoking, pollution, climate, and social status…. For example, [one study] found large and significant lifespan effects: a three year loss for smoking, a six year gain for rural living, a ten year loss for being underweight, and about fifteen year losses each for low income and low physical activity (in addition to the usual effects of age and gender).

This conclusion is important to keep in mind as we evaluate the likely impact of health reform. The nation as a whole is probably going to vastly increase the amount we are spending on healthcare. Yet, if we want to improve the nation's health, there may be wiser ways to spend that money.

Who Spends Most of the Healthcare Dollars?

Have you ever read an article in which the writer compares the incomes of the top I percent to the bottom 99 percent over the last decade, say? The problem: The author is encouraging you to think that the people in the top I percent at the beginning of the decade are the same people who are in the top I percent at the end of the decade. But they aren't. People move in and out of this category with surprising frequency. Yet, if they aren't the same people, what's the point of the comparison?

A similar thing happens in healthcare. I frequently see writers say that a small number of people spend most of the healthcare dollars. True. But the small number this year is not the same group of people as the small number last year, or the year before.

As in the case of the income comparisons, readers can be misled into thinking that our healthcare problems boil down to how to take care of a small number of people. Not so. A study by the Agency for Healthcare Research and Quality shows how much fluidity there is among the categories of patients who spend the most healthcare dollars:32


	In 2008, I percent of the population accounted for about one-fifth of all healthcare spending. Yet the following year, 80 percent of these patients dropped out of the top I percent category.

	The top 5 percent of the population accounted for nearly half of all healthcare spending. Yet 62 percent of these patients dropped out of this category the following year.

	Although the top 10 percent spent 64 percent of all healthcare dollars, the following year fewer than half of these patients were still in this category.

	At the other end of the spectrum, the bottom half of the population spent only 3 percent of healthcare dollars. Yet one of every four of these patients moved to the top half the following year.




Here is something else that's interesting:

 


	The top 10 percent are spending almost two-thirds of all healthcare dollars in any one year.

	Of those who remained in this category for both years, 43 percent were elderly, and another 40 percent were under 18 years of age.



 

In other words, the persistently sick tend to be young or old. Among the adult, nonelderly population who were in the top 10 percent the first year, almost three of every four were in the bottom 75 percent of spenders the second year.

Why is this important? If a small number of people spent most of the healthcare money and they were the same people year after year, there would not be much point in having a real market for health insurance.

Consider fire insurance. This makes sense only if fires are largely unpredictable and could happen to any homeowner. But suppose that the small percentage of homeowners who experience a fire in any one year are the very same people who experience a fire every year. In such a world, fire insurance would not be very practical. The same thing is true in healthcare.

Most people in health policy view health insurance as just a way to pay medical bills. This book is one of the very few places in all of the health policy literature where you will find a defense of the idea that there is a social need for real health insurance. It is also one of the very few places you will find an argument that we need a real market for health risks to determine the best way to insure against them and to determine what is the best way to partition insurance products between self-insurance and third-party insurance.

The Role of Medical Ethics

One of the most important differences between this book and the conventional literature on health policy is my belief that patients should be encouraged to choose between healthcare and other uses of money. And that's not just for small expenses. I think patients should be encouraged to make choices involving expensive procedures as well. If I'm right, doctors will have to take a new approach to medicine, and in taking this approach, they may have to rethink how they view medical ethics.

The latest edition of the American College of Physicians manual on ethics created quite a stir with the following passage:33

Physicians have a responsibility to practice effective and efficient healthcare and to use healthcare resources responsibly. Parsimonious care that utilizes the most efficient means to effectively diagnose a condition and treat a patient respects the need to use resources wisely and to help ensure that resources are equitably available.

On the right, American Enterprise Institute scholar Scott Gottlieb reacts by writing, “Parsimonious, to me, implies an element of stinginess, and stinginess implies an element of subterfuge.”34 On the left, Aaron Carroll, a professor of pediatrics at Indiana School of Medicine, writes:35

I would fight tooth and nail to get anything—and I mean anything—to save [my own child]. I'd do it even if it cost a fortune and might not work. That's why I don't think you should leave these kinds of decisions up to the individual. Every single person feels the way I do about every single person they love, and no one will ever be able to say no. That's human.

Similarly, I don't think that it's necessarily fair to make it a physician's responsibility. I also want my child's doctor to fight tooth and nail to get anything that might save my child. Many times, physicians have longstanding relationships with patients. Asking them to divorce themselves from the very human feelings that compel them to do anything that might help their patients is not something that I think will necessarily improve the practice of medicine. They also should be human.

So whose job is it? Well, mine for instance. That's what I do as a health services researcher. That's what policy makers should also do….

That's a roundabout way of saying that only the government can ration care the right way.

My view: people in healthcare have become so completely immersed in the idea of third-party payment that they have completely lost sight of the whole idea of agency. Can you imagine a lawyer discussing the prospects of launching a lawsuit without bringing up the matter of cost? What about an architect submitting plans for a building but completely ignoring what it would cost to build it? Outside of medicine, can you imagine any professional anywhere discussing any project with a client and pretending that money doesn't matter? Of course not.


[image: images]

Figure 2.1. Cervical Cancer Tests: Cost per Year of Life Saved (Women Age 20)

Source: Tammy O. Tengs et al., “Five Hundred Lifesaving Interventions and Their Cost-Effectiveness,” Risk Analysis, June 1995.


Then what is so special about medicine? Answer: the field has been completely corrupted by the idea that (a) patients should never be in a position to choose between health benefits and monetary cost, (b) doctors shouldn't have to think about such tradeoffs either, (c) to insulate the patient from having to choose between healthcare and other uses of money, third-party payers should pay all the medical bills, and (d) since no one else is going to think about what anything costs, the third-party payer is the only entity left to decide which services are worthwhile and which ones aren't.

To appreciate how doctors could do the same thing other professionals do in advising patients on how to spend their own money, take a look at Figure 2.1. Armed with this information, what would a responsible doctor tell her patient about Pap smears and how often the patient should get them?

Note that getting a Pap smear every four years (versus never getting one) costs $12,000 per year of life saved, when averaged over the whole population. What the responsible doctor should say is, “In the risk avoidance business, this is a really good buy. Based on choices people like you make in other walks of life, this is a good decision. This type of risk reduction is well worth what it costs.”

What about getting the test every three years (versus every four) or every two years (versus every three)? Here the doctor should say, “Now we are moving toward the upper boundary of what most other people are willing to spend to avoid various kinds of risks, when the probabilities are small and the amount of money is also small. So at this point, serious thought needs to be given to whether the test is really worth what it cost.”

How about getting the test done every year (versus every two years)? Here the responsible doctor will say, “This is definitely a bad buy (unless there is some specific indication or unless not getting the test is going to keep the patient awake at night). The cost of an annual Pap smear in relation to the amount of risk reduction achieved is way outside the range of choices most people make with respect to other risks.”

Notice what is going on here. The responsible doctor, functioning as an agent of a patient who is not familiar with the medical literature and who is not skilled at evaluating risks or trading off risk reduction for other uses of money, advises her patient in these matters. She helps her patient manage both her health and her money—because both are important.

When Dr. Carroll says, “I'd do it even if it cost a fortune and might not work,” I am sure he is being sincere. But I am equally sure that is not how he normally makes decisions. It is in fact easy to spend a fortune to avoid small-probability events. The Environmental Protection Agency makes the private sector do it every day. But if an ordinary family tried that, they would end up spending their entire income avoiding trivial risks. And that is not what normal people do.

Here is another example of a money-is-no-object-no-matter-how-improbable-the-prospects-if-life-and-death-are-at-stake choice. This is former White House health adviser, Ezekiel Emanuel, writing in The New York Times:36

Proton beam therapy is a kind of radiation used to treat cancers. The particles are made of atomic nuclei rather than the usual X-rays, and theoretically can be focused more precisely on cancerous tissue, minimizing the danger to healthy tissue surrounding it. But the machines are tremendously expensive, requiring a particle accelerator encased in a football-field-size building with concrete walls. As a result, Medicare will pay around $50,000 for proton beam therapy for a patient with prostate cancer, roughly twice as much as it would if the patient received another type of radiation.

Emanuel claims there is no evidence the treatment works for prostate cancer—so the therapy is a waste of $25,000. Is he right? I don't know. If you're paying the extra $25,000 out of your own pocket, listen to what the doctors at Mayo have to say (in favor of its use) and then listen to what Emanuel has to say and make up your own mind.

Bottom line: helping patients manage their health dollars as well as their healthcare should be what doctoring is all about.
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	Why People Disagree About Health Policy




HAVE YOU EVER witnessed an argument in which two people just talk past each other? Neither actually seems to grasp or even hear what the other is saying. In fact, they don't even use the same language to describe the issue they are arguing about. Yes, I know. This is a pretty good description of Congress. But it's also a good description of the field of health policy.

When I talk about healthcare, I often use economic terms. For example, I often refer to the medical marketplace. I frequently refer to patients as consumers and doctors and hospitals as producers or providers of care, and I talk about the time price of care and the money price of care. People in health policy rarely use these terms. Randomly pick up almost any book on health policy and see if you can find the term time price in the glossary. I bet you can't. Ditto for the word consumer.

To me, the economic way of thinking is just common sense. I realize there will be many readers who didn't experience it that way in Econ 101, but stop and think. Wouldn't you be more likely to buy something if the price were lower rather than higher? Of course. Well, that's a commonsensical way of describing the law of demand. Further, all of the economic concepts I will use in this book are commonsensical in just that way. Still, I find that many people don't share my sense of common sense. What follows are some examples.

How Much Should Individual Preferences Matter?

Years ago, Kenneth Arrow, an economist who was joint winner of the Nobel Memorial Prize in Economics in 1972, argued that Pareto optimality1 (a situation in which everyone is as well off as he can possibly be from his own point of view—given the constraints of the system) is a good thing. Unless you are willing to systematically deny people whatever it is that they want, he said, Pareto optimality would seem to be a value we all should endorse. And almost every economist I know does endorse it.2

Yet, in the world of health policy, I can introduce you to a whole slew of folks who are perfectly willing to deny people whatever it is they want. For lack of a better term, I will call them “paternalists.”

One of the most controversial decisions made by the Obama administration in implementing its health reform has been the notion that health insurance should cover something almost everyone can easily pay for out of pocket: contraceptives.

Why, you might ask, does this decision have to be made in Washington? Why can't decisions like this be left to individuals and the marketplace? Why not let people who want contraception coverage pay higher premiums and get the coverage they want? Why not let everyone else pay lower premiums? In deciding to intervene, the administration paid a heavy political price. Forcing Catholic universities, hospitals, and charities to provide health insurance that includes free contraceptives (as well as sterilization) produced a reaction that was poignant and hyperbolic.

That the Obama administration was willing to take the heat shows just how strong is the desire of many health reformers to tell everyone else what to do. (As of the time of this writing, the Obama administration has decided to let employers off the hook, but require the health insurance company the employer contracts with to provide free contraceptive services3—a distinction economists will find not worth making.)

Interestingly, one of the most controversial decisions made in Hillary Clinton's effort to reform the healthcare system in the 1990s also concerned two other inexpensive procedures: mammograms and Pap smears. In fact, some people believe that her position on these two issues were what finally killed public support for the entire health overhaul.

Fifteen years ago, the experts didn't agree on how frequently women should have these procedures any more than they agree today. I'm sure that when various women asked various doctors they got various answers. And, by the way, there is nothing wrong with that. Whenever there is risk and uncertainty, opinions will differ. That's not the end of the world.


What was the end of HillaryCare, however, was the notion that the White House should decide these questions for every woman in America. When you stop to think about it, that takes a certain amount of chutzpah. It also reflects a degree of meddlesomeness that is really hard for people who are not paternalists to understand. But both the Clinton White House and the Obama White House were staffed by folks who just could not abide the idea of your having a health plan different from the one they think you should have—down to the tiniest detail.

For Hillary and her advisers it came down to this: They decided that sexually active women should have a cervical cancer test every three years, instead of every two. For women in their fifties, they called for a mammogram every other year, instead of every year. And these decisions, unfortunately for Clinton, were different from what most doctors were recommending at the time.4

Now the right way to think about all this is very simple. How much does a mammogram cost? About $100, if you pay cash. If you want one, take the money out of your Health Savings Account and go buy it. How often should you do that? Probably as often as it gives you peace of mind. Is not having the test keeping you awake at night? Then spend the $100 and get the test. The same principle applies to contraceptives. If you want them, go buy them.

And what about the tiny, tiny, tiny portion of the population that really can't afford these services? They can go to a community health center or to Planned Parenthood and ask for them for free.

Incidentally, if there were a good social reason to promote contraception, there are three things government can do that are superior to regulating everyone's health insurance: (1) it can add to the millions of dollars it already spends making contraceptives free through county health programs; (2) it could make contraceptives available over-the-counter rather than by prescription; or (3) it could allow pharmacists to do the prescribing (thereby cutting out the expense of a doctor visit), as is done in many countries and was done in the United States before 1938. (I owe these last two points to economist David Henderson.5)

The Public-Private Double Standard

If a private insurance company denies a breast cancer patient a bone marrow transplant,6 that's considered a moral outrage—even if the procedure is experimental and is later shown not to work. But if the Arizona Medicaid program denies people organ transplants that do work and do save lives, that is considered an unfortunate budget issue.7

If 25,000 British cancer patients die every year because the National Health Service won't buy the drugs that would have prolonged their lives and they cannot afford to pay for those drugs out of their own pockets, that is considered, again, an unfortunate budget problem.8 But if even one uninsured American dies prematurely because he or she cannot afford those very same drugs, that is ethically unacceptable.

What I am describing is, of course, a double standard. Many people in health policy, for example, viscerally dislike the idea of private Medicare Advantage plans, an alternative chosen by about one in four Medicare enrollees. Instead they would like to see everyone in conventional Medicare—a public plan. You would be amazed at how many otherwise knowledgeable people are completely unaware of the fact that Medicare is not actually run by the federal government. It's run by private contractors, including such private insurers as Cigna and BlueCross.

The view that public insurance is good and private insurance is bad really amounts to saying that when BlueCross is called Medicare it is good and altruistic, but when the same company is called private insurer it is bad and selfish. It makes no sense, but there are a lot of people who think exactly that way.

Economic Versus Engineering Views of Society

There are two fundamentally different ways of thinking about complex social systems: the economic approach and the engineering approach.

Social engineers see society as disorganized, unplanned, and inefficient. Wherever they look, they see underperforming people in flawed organizations producing imperfect goods and services. The solution? Let experts study the problem, discover what should be produced and how to produce it, and then follow their advice. Social engineers invariably believe that a plan can work, even though everyone in society has a self-interest in defeating it. Implicitly, they assume that incentives don't matter. Or, if they do matter, they don't matter very much.


Yet to a commonsense observer, incentives seem to matter very much. Complex social systems display unpredictable spontaneous order, with all kinds of unintended consequences of purposeful action. To have the best chance of good social outcomes, people must find that when they pursue their own interests, they are meeting the needs of others. Perverse incentives almost always lead to perverse outcomes.

In the 20th century, country after country and regime after regime tried to impose an engineering model on society as a whole. Most of those experiments have thankfully come to a close. By the century's end, the world began to understand that the economic model, not the engineering model, is where our hopes should lie. Yet healthcare is still completely dominated by people who steadfastly resist the economic way of thinking.

As I see it, healthcare is a field that can be described as a sea of mediocrity punctuated by islands of excellence. The islands always spring from the bottom up, never from the top down; they tend to be distributed randomly. They are invariably the result of the enthusiasm, leadership, and entrepreneurial skills of a small number of people. They are almost always penalized by the payment system.9

Now if you think like a commonsense economist, you will say, “Why don't we reward, instead of punish, the islands of excellence and maybe we will get more of them?” But if you think like an engineer you will reject that idea as completely unacceptable. Instead, you will try to (1) find out how medicine should be practiced and (2) find out what type of organization is needed for doctors to practice that way, so that (3) you can then go tell everybody what to do.

Here is Harvard Medical School professor Atul Gawande, explaining how medicine should be practiced:10

This can no longer be a profession of craftsmen individually brewing plans for whatever patient comes through the door. We have to be more like engineers building a mechanism whose parts actually fit together, whose workings are ever more finely tuned and tweaked for ever better performance in providing aid and comfort to human beings.

Here is Karen Davis of The Commonwealth Fund, explaining (in the context of health reform) how medical care should be organized:11


The legislation also includes physician payment reforms that encourage physicians, hospitals and other providers to join together to form accountable care organizations [ACOs] to gain efficiencies and improve quality of care. Those that meet quality-of-care targets and reduce costs relative to a spending benchmark can share in the savings they generate for Medicare.

The ACA was heavily influenced by the engineering model. Who, but a social engineer, would think you can control healthcare costs by running pilot programs? They are a prime example of the social engineer's fool's errand.

Can Entrepreneurship Be Copied?

Time and again, President Obama has told us how he intends to solve our healthcare problems: spend money on pilot programs and other experiments, find out what works, and then copy it. He's also repeatedly said the same thing about education. The only difference: In education, we've already been following this approach with no success for twenty-five years.

Still, if the president were right about health and education, why wouldn't the same idea apply to every other field? Why couldn't we study the best way to make a computer or invest in the stock market—and then copy it?

I want to propose a principle that covers all of this: entrepreneurship cannot be replicated. Put differently, there is no such thing as a cookbook entrepreneur.

Let's suppose for a moment that I am wrong. Suppose we could study the behavior of successful entrepreneurs and write down the keys to their success in a book that everyone could read and copy. Consider Bill Gates, Warren Buffett and Sam Walton. If we could discover what they did right, and everyone copied their behavior, then we could all become billionaires. Right? Well, not quite.

Here's the problem: In order for each of us to be a billionaire, we have to each be doing something that produces a billion dollars' worth of goods and services. But if all we're doing is copying action items out of a book, then we are not doing anything special. And if we're not doing anything special, we are definitely not producing a billion dollars of value added.

In mathematics, Gödel's Theorem says that no complex, axiomatic system can be both consistent and complete. What I am proposing is something similar for social science. Although some habits of highly successful people can be identified and copied, not enough of them can be copied for each of us to become highly successful ourselves through copycat behavior alone.

This is Goodman's Nonreplicability Theorem.

In healthcare, it's already been borne out. Scholars associated with the Brookings Institution identified ten of the best hospital regions in the country and then tried to identify common characteristics that could be replicated.12 There were almost none. Some regions had doctors on staff. Others paid fee-for-service. Some had electronic medical records. Others did not. A separate study of physicians' practices found much the same thing.13 There were simply not enough objective characteristics that the practices had in common to allow an independent party to set up a successful practice by copycat alone.

By the way, this is not bad news. It is good news. How much fun would life be if we all went around copying what we read in a book?

Health Insurance Versus Healthcare

Do you care whether I have health insurance? If you do care, do you also care if I have other kinds of insurance?

While you're thinking about the initial question, here are a few follow-up questions:


	Do you care whether I have life insurance?

	What about disability insurance?

	Homeowner's insurance?

	Auto casualty insurance?

	Auto liability insurance?

	What about retirement insurance? (A pension or savings plan.)

	Do you care whether I keep my money at an FDIC-insured institution?

	Or whether I bought an extended warranty on my car?

	Or whether I bought travel insurance before taking a scuba-diving trip to Palau? (It pays off if you get sick and can't go.)



There is actually a rational reason (based on economics) why you should care about some of my decisions and not others. Most of us basically don't care whether people insure to protect their own assets (at least we don't care enough to try to make them insure). But we do care about decisions that could create external costs for the rest of us.

Through Social Security, we force people to pay for life insurance benefitting dependent children (who could potentially become wards of the state) but not for a working-age spouse. All but three states force people to have auto liability insurance (covering harm to others) but not casualty insurance (covering their own cars). We basically don't care whether people insure their own homes, but we force them to contribute to retirement and disability schemes to prevent their accidental dependency on all the rest of us.

Here is the principle: Government intervenes in those insurance markets where an individual's choice to insure or not insure imposes potential costs on others. Because of our basic human generosity, we're not going to allow people to starve or live in destitution. So when people don't insure in some areas, society is going to step in and help (where help is needed). Implicitly, we have a social contract that socializes the downside of certain risks. If we leave the upside to individual choice, we have privatized the gains and socialized the losses. When people don't bear the social cost of their risk-taking, they will take more risks than they would otherwise.

Another way to think about the problem is in terms of the opportunity to become a “free rider” on other peoples' generosity. Consider people who have no life insurance (for dependent children), no disability insurance, and no retirement savings program. Because they are not paying premiums or saving for retirement, they can consume all of their income and enjoy a higher standard of living than their cohorts. But if they bet wrong (die while children are still minors, become disabled, reach retirement with no assets), they are counting on everyone else to help them out.

How does all of this apply to health? Considering the extensive interest in insuring the uninsured, you would expect an exhaustive literature. But aside from Robin Hanson's thesis that healthcare is different,14 there is virtually nowhere you can go to find a rational, well-thought-out, consistent analysis of why you should care whether or not I have health insurance.

If we are concerned that the uninsured will impose an external cost on the rest of us, there is a simple remedy: impose a fine equal to the expected cost of any unpaid medical bills they might incur. Note, however, that uninsured middle-income families are already paying higher taxes because they do not have the tax-subsidized (employer-provided) insurance their neighbors have. Far from being free riders, these families appear to be paying their own way. Of course, the extra taxes the uninsured pay tend to go to Washington, while uncompensated care tends to be delivered locally. This mismatch of revenue and expense is not caused by the uninsured, however. It is the result of government not having its act together.

For high-income families, it's not clear why we should be concerned. People who have, say, $1 million or more in assets—and that's about 1 in every 30 people—can afford to pay their own medical bills without insurance. Also, the argument for intervention becomes weaker the lower a household's income. People who cannot afford health insurance anyway are not willful free riders. They are not making choices that impose new costs on others. So there is no obvious social reason to force them to insure. They will need healthcare from time to time, however.

What is the best way to get healthcare to people with low incomes and few assets? Not Medicaid or state-run Children's Health Insurance Plans (which you can think of as Medicaid for children). Nor is it any other system, inappropriately modeled on the insurance approach to healthcare.

Bottom line: the case for trying to get everyone insured is not an easy one to make. Nonetheless, most people I know in health policy are obsessed with the idea. In fact, they are more concerned with whether people are insured than whether they get healthcare.

Certainly that was the case in Massachusetts. The entire focus of health reform in that state has been on insuring the uninsured. But is anyone getting more care? Not that scholars have been able to verify. Similarly, the entire focus of ACA is on health insurance and getting people insured. But as noted, nothing in the legislation creates more doctors so that more healthcare can be delivered.

Why are so many people in health policy obsessed with health insurance, while remaining almost indifferent about the actual delivery of healthcare? Read on.

Process Versus Results

I've engaged in many, many debates through the years over whether the Canadian healthcare system is better than our own. The reason: I meet a lot of people who advocate single-payer health insurance, by which they mean a system in which government pays all the medical bills. There are basically only three genuine single-payer systems in the world: Canada, Cuba, and North Korea.

On such occasions, I point out that (a) the US system is more egalitarian than the Canadian system (and more egalitarian than the health systems of most other developed countries as well), (b) uninsured Americans get as much as or more preventive care than insured Canadians (as many or more mammograms, PSA tests, colonoscopies; see Figure 3.1), (c) low-income whites in the United States are in better health than low-income whites in Canada, (d) although minorities do less well in both countries, we treat our minority populations better than the Canadians do, and (e) even though thousands of people in both countries go to hospital emergency rooms for care they can't get anywhere else, people in our emergency rooms get treated more quickly and with better results than people in Canadian emergency rooms.

Now I know what you are wondering. Have I ever convinced anyone to change his mind with such arguments? What I discovered after many frustrating conversations was that people who like the way healthcare is organized in Canada do not like it because of any particular result it achieves. They like it because they like the process.

In Canada, what care you receive, where you receive it, and how you receive it is not determined by individual choice and the marketplace. It is determined collectively. For some people, that's an end in itself.


[image: images]

Figure 3.1


Institutionalized Altruism

One of the most important tenets of public choice economics is the observation that we do not become different people when we leave the private sector and enter the public square. We do not become less selfish, for example, when we leave the supermarket and enter the voting booth. Nor do we become more selfish when we leave the voting booth and return to the supermarket. We are the same people—just as altruistic or just as selfish—in both realms. Nonetheless, some would have us see the marketplace as institutionalized selfishness and political systems as institutionalized altruism. Put differently, they romanticize politics and demonize the marketplace—failing in both cases to see reality as it really is.

This is the underlying reason why so many people in health policy believe that for-profit hospitals or for-profit insurance companies should not exist. In fact, profit is the opportunity cost of capital and that cost has to be borne, even by entities called nonprofits. 15

Romanticizing Health Reform

Consider Donald Berwick, President Obama's recess appointee to run Medicare and Medicaid, on his way out of office in the fall of 2011. For starters, he claimed that the Affordable Care Act “is making healthcare a basic human right.”16 Then he went on to say that because of the new law, “we are a nation headed for justice, for fairness and justice in access to care.”17

In fact, there is nothing in the legislation that makes “healthcare a right.” Nor is there anything in the new law that makes the role of government more just or fair. To the contrary, a lot of knowledgeable people (not just conservative critics) predict that access to care is going to be more difficult for our most vulnerable populations. That appears to have been the experience in Massachusetts, which President Obama cites as the model for the new federal reforms. True enough, Massachusetts cut the number of uninsured in that state in half through then-Governor Mitt Romney's health reform. But while expanding the demand for care, the state did nothing to increase supply. More people than ever are trying to get care, but because there has been no increase in medical services, it is more difficult than ever to actually see a doctor.


Far from being fair, the new federal health law will give some people health insurance subsidies that are as much as $20,000 more than the subsidies available to other people at the same level of income.

Right after the passage of the Affordable Care Act, Obama administration health advisers Robert Kocher, Ezekiel Emanuel, and Nancy-Ann DeParle announced that the new health reform law “guarantees access to healthcare for all Americans.”18

In fact, nothing in the act guarantees access to care for any American, let alone all Americans. Far from it. Again, take Massachusetts as the precedent. The waiting time to see a new family practice doctor in Boston is longer than in any other major US city.19 In a sense, a new patient seeking care in Boston has less access to care than new patients everywhere else.

Reformers in other countries also tend to romanticize their accomplishments. With the enactment of the British National Health Service after World War II, the reformers claimed that they had made healthcare a right. The same claim was made in Canada after that country established its single-payer Medicare scheme. Yet in reality, neither country has made healthcare a right. They didn't even come close. Neither British nor Canadian citizens have a right to any particular health service. They may get the care they need, or they may not. Sadly, too often they do not.

There is almost a religious quality to the way some people think and talk about healthcare.

Imagine a preacher, a priest, or a rabbi who gets up in front of the congregation and gets a lot of things wrong. Say he misstates facts, distorts reality, or says other things you know are not true. Do you jump up from the pew and yell, “That's a lie”? Of course not. But if those same misstatements were made by someone during the work week you might well respond with considerable harshness. What's the difference? I think there are two different thought processes that many people engage in. Let's call them “Sunday morning” thinking and “Monday morning” thinking. We tolerate things on Sunday that we would never tolerate on Monday. And there is probably nothing wrong with that, unless people get their days mixed up. In my professional career I have been to hundreds of health policy conferences, discussions, get-togethers, and so on, where it seemed as though people were completely failing to connect with each other. At one point it dawned on me that we were having two different conversations. All too often I was engaged in Monday morning thinking, while everyone else was engaged in Sunday morning thinking.

If people don't come to their convictions by means of reason, then reason isn't going to convince them to change their minds. This principle applies to healthcare, just as it does to other fields.



[For more on the comparison between US and Canadian healthcare, interested readers may consult the sources for Figure 3.1, especially the works by former Congressional Budget Office Director June O'Neill and her husband, Dave O'Neill.]

Source for chart, “Patients Spending More than 20 Minutes with Their Doctor”: Karen Donelan et al., “The Cost of Health System Change: Public Discontent in Five Nations,” Health Affairs 18 (1999): 206-216. doi: 10.1377/hlthaff.18.3.206; Source for charts on mammogram, cervical cancer screening and prostate test: June E. O'Neill and Dave M. O'Neill, “Who are the Uninsured? An Analysis of America's Uninsured Population, Their Characteristics and Their Health,” Employment Policies Institute, June 2009, http://epionline.org/studies/oneill_06-2009.pdf; Source for charts on colonoscopies: June E. O'Neill and Dave M. O'Neill, “Health Status, Healthcare and Inequality: Canada vs. the US,” NBER Working Paper No. 13429, September 2007, http://www.nber.org/papers/w13429.
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“John Goodman has long been the clearest and most insightful healchcare thinker we
have ... . i time we acted on his common sense, fact-based wisdom in Priceless.”
—Mitch Daniels, Governor of Indiana

“There’s no question that today's healtheare system is lttered with distorted incentives and
what John Goodman calls dysfunctionality. Priceless is a call to arms 1o do something about it.”
—Peter R. Orszag, former Director, Congressional Budget Office

“John Goodman, widely known as the facher of healch savings accounts, is as provocative and
controversial as ever in his book, Priceless . . . interesting for all who have been frustrated in their
search for a workable solution to our healthcare woes.”

Gail R. Wilensky, former Administrator, Centers for Medicare and Medicaid Services

“Priceless provides more good thinking from the person who taughe us that incentives matter.”
—Michael O. Leavitt, former Sccretary; US Department of Health and Human Services

“John Goodman is always inceresting, always provocative. His ideas are not to be ignored.”
Jim Cooper, U.S. Congressman (D-TN)

“If liberal commentators wish 1o sharpen their claws, there is no better stone on which to do it
than John Goodman's book Priceless.”
—Uwe E. Reinhardt, Jumes Madison Professor of Political Economy, Princeton Universicy

“Priceless provides fresh and original insights to help steer us into a system chat harnesses individual
choice, aligns price and quality, and more effectively ilizes financing to achieve these ends.”

—June E. O'Neill, former Director, Congressional Budget Office

“Pricelessis an important contribution to a marker-fricndly approach to reforming healthearc.”
—Martin S. Feldstein, President Emeritus, National Burcau of Economic Rescarch

“With Priceless, John Goodman has written a path-breaking book that everyone should read.”
—William A. Archer, Jr., former Chairman, House Ways and Means Commitiee

“John Goodman'sterrific book Priceless . .. offcrs a breath of fresh air in a tired healtheare
debate that demonstrates once again that markets cnjoy cheir greatest advantage in complex

sewtings thar call for imaginative solutions that no government-driven system can deliver.”
Richard A. Epstein, Laurence A. Tisch Professor of Law, New York Universicy

“In Priceless, John Goodman explains why so many Americans ... feel rapped by the US
healch-care system. Thankfully, he demonstrates that there are ways to escape the health-
traps, and his solutions deserve serious artention, regardless of one’s poliical persuasions.

—John Engler, President, Business Roundtable; former Governor of Michigan
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Phone: S10-632-1366 + Fax: 510-568-6040 * wwwindependentorg  91781598113083¢






OEBPS/images/223.jpg
65 Today 65 in 2030

2009 Before ACA Benchits 2,420 345237
“Taxes and Premiums 132,305
Net Benefits S6o.16

2010 After ACA Benefits 156833 si9255 s24023
Taxesand Premiums  —i24.027 —ifiash 660
Net Benefits 32806 Sy Sy

Reduction in Net Benefits

i G 27310 sS40 s b0





OEBPS/images/78_1.jpg
2005 2006 2007 2008 2009 010





OEBPS/images/227.jpg
70%
Prefunding

Demand Side





OEBPS/images/205_1.jpg





OEBPS/images/131.jpg
Cost Per
Pasent

Goseof Care for

™ Sicker Patients

Community-Rated
Dremium

Costof Care for
Healthier Pacients —






OEBPS/images/133.jpg
Cost Per

 Care for
Sicker Parents

Pasent
‘ ' Community-Rated

Dremium

Costof Care for
Healthier Parients —






OEBPS/images/210.jpg





OEBPS/images/178.jpg
Third-Parey

Insursnce





OEBPS/images/211.jpg
50%

0%

30%

200% |

10%

0%

Individually
Purchased






OEBPS/images/179.jpg
Conventional HSA Dew I5A.

== $3,000-
Outof-Pocket





OEBPS/images/212.jpg





OEBPS/images/88_1.jpg
Rank compared with

United States  OECD countries  OECD average
MRl units 259 per million and 122 per million
population population
MRIexams 912 perz,o00 and 466 perr,o00
population population
CTscanners 34 per million sth 228 per million
population population
CTexams 2279 per 1000 and 1318 per 000
population population
Tonsillectomy 25144 per 100,000 nd 1338 per 100,000
population population
Coronary 3772 per 00,000 d 1876 per 100,000
angioplasty population population
Knee 2125 per 100,000 st 118.4 per 00,000
replacements  population population
Caesarean 523pertoo sth 258 per1oo
sections live birchs live birchs






OEBPS/images/214.jpg
N

Insurance
Presniums





OEBPS/images/292_1.jpg
With Subsidy Phaseout

Curtnc Law (2009)

$13.000 $23.000 $33.000

$43.000





