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Praise for Priceless



“John Goodman’s Priceless is a must-read, and accessible, guide to understanding what is needed for real reform in healthcare. It cuts right to the heart of the dilemma in healthcare—the absence of a meaningful price system—to suggest why the Affordable Care Act failed to curb the cost and access problems we face and explains how even ‘priceless’ goods benefit from markets.”


— Bobbi Herzberg, distinguished senior fellow, F.A. Hayek Program for Advanced Study in Philosophy, Politics, and Economics, Mercatus Center at George Mason University


“In 2012, John Goodman’s Priceless became the most comprehensive, readable overview of American healthcare then available. In 2024, John replicates that achievement with a second edition. As a market-oriented conservative, but not an ideologue, he often deviates from conventional right-of-center wisdom and expresses gratitude for criticism delivered by thoughtful voices on the left. After numerous liberal reviewers in 2012 proclaimed Priceless to be a must-read, I asked a top-tier Clinton/Obama advisor whether she could recommend a mirror-image book—a healthcare survey by a liberal scholar which conservatives ought to consider a must-read. She said that, to her regret, no liberal had produced such a work. That’s still true, so in 2024, the second edition of Priceless stands as the single best introduction to American healthcare, regardless of whether one agrees or disagrees with John’s philosophy.”


— Robert F. Graboyes, economic consultant and publisher of Bastiat’s Window, Substack


“John Goodman remains one of the clearest advocates for the value of markets, and not governments, in enabling better healthcare, and this book is a superb illustration of his talents. Although many Americans would be against an industry structure where they were mandated to purchase a product from a single monopoly, that’s how health plans of most of the world are set up, including Medicare and Medicaid in the US. Goodman again brilliantly lays out many of the fundamental problems with such an industry structure and demonstrates why citizens would be better served by an industry with voluntary payments to competing plans.”


— Tomas J. Philipson, Daniel Levin Professor of Public Policy Studies Emeritus, University of Chicago Harris School of Public Policy


“John Goodman, the ‘father of Health Savings Accounts,’ has once again delivered a splendid economic analysis of American healthcare, which now accounts for almost one-fifth of the entire American economy. In this second edition of Priceless, he once again focuses on why Americans are paying so much for healthcare, and why we are still plagued with deficiencies in the quality of our care, gaps in coverage, and even worsening options for persons with preexisting medical conditions. Especially enlightening is Goodman’s data-rich assessment of Obamacare, a massive Medicaid expansion combined with unprecedented federal regulatory control over private health insurance markets. While Obamacare did little to expand private insurance coverage, it accelerated cost increases for taxpayers and patients alike. Meanwhile, we have been trapped, Goodman argues, in a web of perverse incentives. America can break out of this trap only through patient power: giving patients control over their healthcare dollars and incentivizing medical professionals to play at the top of their game. Freedom works.”


—Robert Moffit, senior research fellow, Center for Health and Welfare Policy, The Heritage Foundation


“Health economist John Goodman’s Priceless tells us how to improve US healthcare by using prices. Prices work well in guiding our choices of food, haircuts, and cell phones. Goodman shows that the few areas in healthcare where consumers are faced with actual prices, such as LASIK, do well; prices have actually fallen and quality has improved. Why not, he asks, use that knowledge in the rest of the healthcare system? Read and learn.”


—David R. Henderson, research fellow, Stanford University’s Hoover Institution; and former senior economist for health policy with the President’s Council of Economic Advisers


“John Goodman, widely known as the father of Health Savings Accounts, is as provocative and controversial as ever in Priceless. His prescription for fixing what ails American healthcare is to free American consumers to seek the healthcare that best suits their needs and to free physicians and hospital administrators to provide the best, lowest cost care they can by getting rid of the constraints and disincentives provided by insurance companies and public payers. An interesting read for all who have been frustrated in their search for a workable solution to our healthcare woes.”


—Gail R. Wilensky, senior fellow, Project HOPE


“There’s no question that today’s healthcare system is littered with distorted incentives and what John Goodman calls dysfunctionality. This book is a call to arms to do something about it. Even if you don’t agree with all of Goodman’s ideas—and there are plenty I disagree with—you should read this book if you want to be an informed participant in the debate over the future of healthcare in this country.”


—Peter R. Orszag, CEO of Lazard


“John Goodman is a highly influential health policy analyst, organization leader, and entrepreneur whose ideas are always provocative and simply can’t be ignored. You may not agree with every proposal he makes, but he is right on target when he notes that future solutions to unsustainable health-cost growth must convince consumers and patients that they gain from those reforms.”


—C. Eugene Steuerle, Richard B. Fisher Chair, Urban Institute


“John Goodman’s terrific book Priceless is indeed priceless. It offers a breath of fresh air in a tired healthcare debate that demonstrates once again that markets enjoy their greatest advantage in complex settings that call for imaginative solutions that no government-driven system can deliver. Critics may carp that healthcare markets are never perfectly competitive. Goodman offers chapter and verse to explain why market innovation beats top-down schemes by a mile—ACA especially included.”


— Richard A. Epstein, Laurence A. Tisch Professor of Law, New York University


“In Priceless, John Goodman provides a much-needed perspective on health-care issues—he is the leading proponent of using market-based reforms to solve health policy problems.”


— Kevin M. Murphy, George J. Stigler Distinguished Service Professor of Economics Emeritus, University of Chicago


“John Goodman’s analysis is incisive and compelling. The insight and innovative thinking in Priceless will be invaluable in avoiding the harms of government-run healthcare.”


—Steve Forbes, chairman and editor-in-chief, Forbes Media


“John Goodman’s timely and important book Priceless has much to like. The presentation of healthcare economics is clear as is the discussion of the perverse incentives in healthcare. Good writing and clear explanations have always been hallmarks of Goodman’s writing. I particularly like three aspects of this book: the consideration of the role of time prices and the surprising winners and losers that emerge from the healthcare reform legislation; the analysis of the political economy of healthcare systems and Goodman’s explanation of why European systems look and act so differently from ours; and the policy prescriptions to reform health insurance, Medicare and Medicaid. Anyone seriously interested in understanding healthcare reform should look carefully at the proposals offered here.”


— Michael A. Morrisey, professor of health economics and health insurance and director of the Lister Hill Center for Health Policy, University of Alabama at Birmingham


“In the sea of perplexity and inefficiency that characterizes health policy, John Goodman’s book Priceless provides fresh and original insights to help steer us into a system that harnesses individual choice, aligns price and quality, and more effectively utilizes financing to achieve these ends.”


— June E. O’Neill, board member for the Committee for a Responsible Federal Budget


“Priceless illustrates the importance of market-based solutions to drive affordability, access, and higher quality experience for today’s empowered health-care consumers.”


— Angela F. Braly, former chair, president, and chief executive officer, WellPoint, Inc.


“Everyone who wants to understand the mess Washington has made of health policy should read John Goodman’s incisive book, Priceless. Generations of health reformers have tried to engineer a new system based on regulation and centralized control, only to find higher cost for healthcare that too often fails to provide value to patients. Goodman has a better idea: replace the perverse economic incentives of first dollar coverage and top-down regulation with real insurance, and let competition work.”


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


“Too many American health economists have looked to government to solve healthcare problems, without realizing that government is the fundamental cause of these problems. John Goodman is the welcome exception and his innovative work has been influential in his creation of health savings accounts. His book Priceless is now full of equally useful ideas for restoring healthcare to the market, and when ACA disappears this book will provide the framework for truly reforming healthcare for all.”


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


“Priceless makes a very persuasive case that liberating people is the key to health reform. When we free the patients and the healthcare professionals from payer and government shackles, we will drive quality up and price down and eliminate an enormous amount of waste.”


— Stephen B. Bonner, president and chief executive officer, Cancer Treatment Centers of America


“America is in perilous times. In Priceless: Curing the Healthcare Crisis, John Goodman deftly explains how to jettison the overgrown dysfunctional gridlock that prevents reform of healthcare and healthcare entitlements.”


— Earl L. Grinols, Distinguished Professor of Economics Emeritus, Baylor University


“From the author of Patient Power, Priceless is a new book about why we need to empower doctors as well as patients.”


— Daniel H. Johnson Jr., MD, former president, American Medical Association
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Preface



An Intellectual Odyssey





AS THE FIRST edition of Priceless was going to press, the nation was on the cusp of implementing Obamacare.


The promises were numerous and bold. For starters, we were going to insure the uninsured. Then, we were going to require that everyone’s insurance cover all the medical care anyone might need. Every health plan would be required to cover “essential benefits,” for example, and preventive care would be available free of charge.


In a nutshell, Obamacare promised universal coverage, and those with coverage would never have to go without care because of an inability to pay.


There were also implicit promises. In pointing to the large number of people without health insurance, the advocates of Obamacare were implicitly suggesting people weren’t getting the care they needed. In pointing to insurance plans that failed to cover every healthcare need, advocates again raised the specter of unmet needs. These problems would be remedied by high-quality, comprehensive health insurance.


Could we afford to do all that?


Although the reform was slated to cost a trillion dollars over the following ten years, the average family would see no increase in financial burden, we were told. In fact, the cost of care was predicted to decrease by $2,500 per family, according to President Obama—who all the while assured us that “if you like your doctor, you can keep your doctor.”


How was that supposed to work?


Obamacare not only promised to eliminate money as a barrier to care, it promised to completely reform the practice of medicine itself. With more efficient delivery of healthcare, quality would rise and costs would fall.


To produce these results, the administration prepared to spend billions of dollars on pilot projects designed to find out what works and what doesn’t work in medical practice. The administration would then make its “efficient medicine” discoveries available to doctors everywhere—so they could adapt their clinical practice to them.


All of the above is a fair description of the Obamacare rhetoric early on. But then legislation appeared to be stymied in Congress, and Senator Chuck Schumer claimed he had discovered the problem.


The uninsured don’t vote, Schumer announced.1 About 95 percent of people who do vote have insurance, and people with insurance say they like the plan they are in.


A new argument for change had to be found, and polling soon pointed the way. It turns out that people with employer coverage worried about what might happen if they lost their coverage because of being laid off, retiring, or becoming too sick to work. In most states, people could be denied coverage if they were sick enough, or they could be subject to exclusions for care they needed. There were risk pools. But they charged higher premiums, and in some states there were waiting lists for enrollment. Bottom line: There was no general guarantee that health insurance would for certain be available and affordable for people with preexisting health conditions.


In the weeks that followed, this became the one and only argument used to urge passage of Obamacare by its advocates—on TV, on radio, on social media, and anywhere else voters were listening.


Note: This argument was not directed at people who had the problem. It was directed at millions of people who were already insured through an employer but who were encouraged to think that this was a problem they could face in their personal future.


How serious was the worry? We now know. In the first few years of Obamacare (while the exchanges were being constructed in the individual market), a federal risk pool became available to anyone denied coverage in the private marketplace.


The health insurance was basically a garden-variety Blue Cross plan, and the premium people paid was the same premium healthy people would pay for the same insurance. By the time the pool was closed (and the regular exchanges were open for business), 135,000 people had signed up.


Think about that. Obamacare won public approval and congressional passage for one and only one reason: to solve a problem that affected 3/100ths of 1 percent of 330 million people.


This was the reason given for a federal law that regulated every single private health insurance plan in the country, initially imposed a mandate on individuals to buy this regulated health insurance, imposed a mandate on employers to offer it, and imposed on the health insurance industry a mandate to sell nothing else.


A decade has now passed, and the results are in.


Healthcare has not become more affordable. If you combine the average premium with the average deductible for a family of four buying in the individual market and not getting a subsidy, that family has to pay more than $25,000 before they get any benefit from their health insurance.2 That’s every year. And remember, if the family does get a subsidy, that doesn’t mean health insurance is cheaper. It just means part of the cost is being shifted to people in their role as taxpayers.


High-quality care has not become more accessible. Before there was Obamacare, someone in the Texas risk pool had a routine Blue Cross plan that provided access to just about any doctor or hospital in the state. Yet today, Obamacare insurance is not accepted by MD Anderson Cancer Center in Houston or in Dallas at the Baylor University Medical Center and the University of Texas Health Science Center.3 Similar narrow network restrictions are common elsewhere around the country.


Healthcare delivery has not become more efficient. Despite spending billions of dollars on pilot programs, the Centers for Medicare and Medicaid Services has not found one producing results that are meaningfully both reducing costs and increasing quality.4


We are not getting more healthcare. Spending on Obamacare reached $204 billion by 2022.5 The share of Americans without health insurance dropped from 14.5 percent in 2013 to 7.9 percent in 2022.6 But the number of doctor visits went down7—and there are no plans to significantly increase the number of doctors, nurses, or paramedical personnel.


Emergency room traffic has actually increased. Despite an increase in the proportion of the population with health insurance, traffic to emergency rooms is higher than ever.8 Nearly half of adults under thirty do not have a primary care doctor.9


Waiting for care has become more common. The consequence of increasing demand with no increase in supply has been longer waits for almost every medical service. The average wait time in hospital emergency rooms is one and a half hours.10 Obamacare is making us look more like Canada every day.


Options for patients with preexisting conditions are worse than ever. Take a Dallas family of four with an annual income of $70,000.11 This family will pay zero premium on the Obamacare exchange. If they are healthy, the only care they need is preventive care, and that is also free. As long as the family stays healthy, their options have never been better.


But if a member of that family gets sick and requires expensive medical care, the out-of-pocket exposure is $9,100. If two members get sick, the family’s exposure is $18,200. That’s every year. Moreover, after spending all that money, the family still does not have access to centers of excellence in Texas that may be needed for their care.12


This family would have been much better off in the Texas risk pool that was replaced by Obamacare.13


There has been no increase in the proportion of the population with private health insurance. While there has been an increase in the number of people with individual private coverage (where government subsidies are more generous), that has been offset by a decrease in employer-provided coverage (where the subsidies are less generous).14


Going by the raw numbers, Paragon Health Institute analysts tell us that the number of people with private insurance has increased by 1.6 million. Given $60 billion a year in subsidies for such insurance, that comes to $36,800 a year for each additional person insured.15


But remember, Obamacare came into being as America was recovering from the Great Recession. So even without any change in health policy, we would expect that as more people found jobs, more people would have been privately insured. On balance, there is little reason to think that Obamacare has increased the number of people with private coverage at all.


Almost all of the increase in health insurance coverage under Obamacare has been the result of an expansion of Medicaid. When Obamacare was being debated, its advocates never said they planned to put more people into Medicaid. But that is what happened.16


What is wrong with that? Two things.


First, since Medicaid pays the lowest provider fees, Medicaid enrollees are the last patients doctors want to see. Almost a third of doctors won’t take any new Medicaid patients at all.17 Second, since eligibility for Medicaid is determined by income, people find they are enrolled and disenrolled frequently over the space of a few years.


Families at the bottom of the income ladder find that as their income goes up and down and as their job opportunities ebb and flow, they bounce back and forth among eligibility for Medicaid, eligibility for subsidized insurance on the Obamacare exchanges (which also pay low doctor fees), and employer-provided coverage. No continuity of health insurance usually means no continuity of medical care.


Consider these headlines:




	Infant mortality rises for the first time in twenty years.18



	For those without college degrees, life expectancy reached its peak around 2010 and has been falling ever since.19



	The number of syphilis cases among newborns is ten times what it was a decade ago. In 40 percent of the cases, the mother had no prenatal care.20



	Almost four in ten Medicaid enrollees delay care because of cost.21



	A toe, foot, or leg is cut off by a doctor about 150,000 times a year in America.22






Basically, we are doing a very poor job of providing a safety net for those with less income and wealth. Further, careful studies have determined that Medicaid itself is a poor health insurance plan. In the most meticulous study ever done of the matter, researchers discovered that Medicaid in Oregon had no statistically significant effect on the physical health of enrollees.23 Another study found that after enrollment, emergency room traffic increased.24 A subsequent analysis found that Medicaid enrollees value their participation in Medicaid at as little as forty cents on the dollar.25


Why are so many things going wrong?


American politicans and voters need a better understanding of that question. That was the motivation for this book. As I said in the first edition, Priceless promises to introduce you to a new way of thinking about the medical marketplace. It is different (and, I predict, better) than the approaches offered by other books.


The title of the book is a double entendre. Your healthcare is priceless. But the healthcare system itself is also priceless—in the sense of being devoid of real prices.


We have so suppressed normal market forces—year after year, decade after decade—that none of us ever sees a real price for anything in healthcare. No patient. No doctor. No employer. No employee.


I hope to convince you that the problem with the market is not that health-care prices are too high—a common complaint among patients and scholars alike. The problem is that real prices don’t exist at all.


There is no reason why the market for medical care can’t be as efficient and consumer-friendly as the market for cell phone repair. But to achieve that end, we have to be willing to allow the price system to do for healthcare what it does so well in every other market that serves our needs.


The first edition of Priceless would not have been produced without the urging and encouragement of the late David Theroux, founder of the Independent Institute. This second edition would not have been published without the urging and encouragement of Mary Theroux, Graham Walker, and their colleagues at the Institute. They have been a pleasure to work with every step of the way.


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 article laid out the case for fixed-sum, refundable tax credits and Roth Health Savings Accounts.26 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 was incorporated in various Republican and Democratic health reform proposals over the past three decades.27


Mark, Gerald, and former University of South Florida professor Philip Porter also helped refine my thinking on managed competition, discussed in chapter 9.


Much of chapter 12, on designing ideal health insurance, comes from a paper solicited by Harvard Business School professor Regina Herzlinger for her book Consumer-Driven Healthcare.28 Many of the ideas on reforming the malpractice system in chapter 13 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, written with Gerald Musgrave and Devon Herrick, and in Handbook on State Health Care Reform, written with Michael Bond, Devon Herrick, Gerald Musgrave, Pam Villarreal, and Joe Barnett.29


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?,” which I wrote with Linda Gorman, Devon Herrick, and Robert Sade.30


Previous versions of some of the new ideas for empowering patients and liberating institutions appeared in work with the Health Care Consensus Group and Marie Fishpaw in Health Care Choices 20/20 and in National Review.31


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.


Over many years, the National Center for Policy Analysis Health Policy Blog served as the place where the economic approach to health policy was debated by health policy wonks from across the political spectrum. Today, that effort is continued at the Goodman Institute’s Health Blog.32


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 at Econlog, Jason Shafrin at Healthcare Economist, and Avik Roy at The Apothecary. I have been bouncing new ideas off health economist/blogger Robert Graboyes going on three decades. I’ve also learned from the pushback I got from such people as the late Princeton University health economist Uwe Reinhardt; Don McCanne with Physicians for a National Health Program; and Austin Frakt, Aaron Carroll, and their colleagues at The Incidental Economist blog. I’m grateful for work I have done with Brian Blase, Doug Badger, Ed Haislmaier, Bob Moffit, Steve Parente, Grace Marie Turner, and other members of the Health Care Consensus Group.


After the first edtion of Priceless was published, Austin Frakt did a chapter-by-chapter review at the Incidental Economist blog site. Although overly critical at times, Austin introduced the book to a segment of the health policy community who otherwise might not have seen it. We got much feedback and many good comments as a result.


Finally, this edition of the book could never have been completed without the assistance of Marie Fishpaw. Her dedication to excellence, tenacity, and intellectual honesty were the bedrock of this latest work. I don’t believe we would have this edition of Priceless without her help.


I hasten to add that any errors of reasoning or judgment are my own.
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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 1,200–1,900 patients.1 These interactions are important, but when we stop to realize that there are 332 million potential patients and roughly 939,000 doctors, it’s clear that the perspective of any one doctor or any one patient is extremely limited.2


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. Doctors 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, such as 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 payment 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. Blue Cross 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 a principal cause of our out-of-control federal deficit. It is threatening to bankrupt cities, counties, and state governments. It has created huge unfunded liabilities for taxpayers that threaten access to care in old age. It undermines 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—now imposed by federal law and previously adopted by some states—is to try to make health insurance affordable for people with preexisting conditions by requiring insurers to charge the same premium to all buyers, regardless of health status. Yet, this approach 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.


Nationwide, this sort of regulation has produced staggeringly high premiums and reduced choices. Premiums for individual market coverage effectively doubled under the Affordable Care Act (Obamacare) between 2013 and 2019—with some states seeing even bigger swings. In Alabama, for example, average monthly premiums paid in the individual market more than tripled, from $178 a month in 2013 to $613 in 2019 (a 244% increase). Deductibles in this market also soared, increasing an average of more than one-third, from an average for family coverage of $10,333 in 2014 to $13,949 in 2021.


At the same time, choices fell, with provider networks narrowing, until 84 percent of plans in 2021 had more restrictive networks, up from 44 percent in 2014.3 Exchanges overall are 25 percent less competitive, with fewer insurers participating than before the law was enacted.4 A policy sold as making insurance affordable has fallen well short of its mark.


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.5


In 2003, Congress passed a Medicare drug benefit, largely out of concern that senior citizens couldn’t afford the coverage themselves. Because 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.6 Yet economist Andrew Rettenmaier discovered that as the program was implemented, 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 that the elderly or their insurers were already paying.7 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.8 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 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 pocketbook. 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 nonprice 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 most other health policy experts. 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 “evidence-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 332 million potential patients, 939,000 doctors, almost 4.2 million registered nurses, 9 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 that 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, health-care has been recognized as one of our most important national policy problems for more than a third of a century. This problem has spawned thousands of conferences, briefings, speeches, legislative hearings, books, essays, and scholarly articles. It provoked legislation that envisioned 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 thirty years ago, when Hillary Clinton set out to reform the system nationwide.


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. 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 reference pricing can potentially lower the typical employer’s healthcare costs by 20–30 percent.10 The first state—Montana—to switch to this approach for paying hospitals in its state employee health plan, saved tens of millions overall, and premiums held flat between 2016 and 2021—a time when average premiums paid by families with employer coverage went up 13 percent.11


How does reference pricing 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.


Why is this not adopted more widely? Marylin Bartlett, who led the effort to introduce reference pricing in Montana said, “It’s a hard, hard thing to tackle.”12 Vested interests such as hospitals resist change and claim reducing costs will harm access to care. As one interview noted, “Bartlett understood something the state officials didn’t: the side deals, kickbacks, and lucrative clauses that industry players secretly built into medical costs. Everyone, she’d observed, was profiting except the employers and workers paying the tab.”13


Of the three third-party payer institutions, government is by far the worst at resisting entrepreneurship. Until COVID-19, for example, it was illegal (by act of Congress) for doctors to bill Medicare for consulting with their patients by phone or email, except in rare circumstances. Even non-Medicare patients were constrained. For example, it wasn’t clear whether visual communication by Zoom or FaceTime satisfied the federal government’s privacy regulations. While some state governments were clearing away barriers, progress was incremental and uneven. It took COVID-19—a sweeping international crisis—for governments to temporarily sweep away these regulations. The result was an explosion in use.14


As regulations began to creep back in at the end of the emergency, reports emerged of patients facing hardships in accessing this care, with some losing the ability to see doctors they relied on.15 Doctors seeing Medicare patients reported facing extra burdens of double-checking where their patient would physically be for a visit out of fear of violating any possible legal requirements that might emerge as the government made changes. Some patients who wanted to keep seeing their physician had to start driving “hours to different states when previously video calls from their homes would have been allowed under COVID-19 emergency regulations.”16


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, through which patients willing to travel to other cities can find cheaper, higher-quality care. Telehealth providers will bring doctors from any state to your home—a boon especially for people needing specialty care, those in rural settings, and even moms and dads who struggle to get to an office with a sick child. Direct primary care doctors give their patients phone and email access to care at nights and on weekends, without any guidance from Washington or from any employer or insurance company.


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 liberated further to continue with such innovations, there is much more to come.


What is the common denominator behind these ideas? Sensible and workable solutions to real problems we face in our lives. 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.







PART I



Why We Are Trapped
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How Healthcare Is Different





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 those 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 commonsense 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 two hundred years, economists have been studying the complex system we call the economy. How do they do so? 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 that 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.


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 also 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.


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:


1. How is it that a Canadian can come to the US and get a knee replacement for much less than what private American insurance companies are paying?


2. Why are Canadians who come to the US 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?


3. Why do fees US employers and insurance companies pay vary by a factor of almost five to one (between $15,000 and $70,000), when foreign and even some US facilities are offering a same-price-for-all package?


4. 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?


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.


Table 2.1. Knee Replacement Costs








	Type/Location of Coverage


	2023 Amount ($)







	What private insurers paya


	15,000–70,000





	





	What Medicare pays (Dallas)b


	 







	Facility fee: outpatient hospital


	12,769







	Facility fee: inpatient hospital


	12,453–47,216







	Physician fees


	1,250







	Cash price (average)c


	 







	Outpatient hospital (Texas)


	18,127







	Surgery center (Texas)


	13,757







	Medical tourism


	 







	Oklahoma Surgery Centerd


	18,119







	MediBid rate (US)e


	20,750







	Medical Tourism Corporationf


	19,995







	Indiag


	7,000–11,200







	Mexicog


	10,000–12,500







	Taiwang


	9,000–10,100







	Thailandg


	12,000–14,200







	Singaporeg


	18,000–22,500







	Cost for US dogh


	Up to 5,000










a. KneeReplacementCost.com, “The Cost of Total Knee Replacement” (cost chart updated May 2023), accessed May 10, 2023.


b. MediBid communication to John Goodman, January 2023. Private insurers estimate based on assumption Medicare usually pays 15 percent to 20 percent of private insurance.


c. Sidecar Health website, “Care Calculator, Knee Replacement Surgery,” accessed May 10, 2023, https://cost.sidecarhealth.com/ts/knee-replacement-surgery-cost-by-state. Average and estimated costs.


d. Surgery Center of Oklahoma Financing, accessed May 2, 2023, https://surgerycenterok.com/. Note that not all fees are included (e.g., hardware for the replacement), but they are still provided to the client ahead of surgery after the doctor has assessed the individual patient’s needs.


e. MediBid.com website cost estimator, accessed May 11, 2023.


f. Medical Tourism Corporation, “Total Knee Replacement Cost Without Insurance,” accessed May 12, 2023, https://www.medicaltourismco.com/total-knee-replacement-cost-without-insurance/. Figures are from 2021 in USD and are “all inclusive,” including “the surgeon’s fees, laboratory charges, pre-operative stage, and follow care & excludes airfare.”


g. India, Mexico, Taiwan, Thailand, and Singapore data from KneeReplacementCost.com. MediBid has even lower prices for India and Thailand, with an email from its CEO, Ralph F. Weber, to John Goodman on May 17, 2023, listing prices of $6,000 in India and as low as $9,500 in Thailand. Further, one vendor in Mexico that MediBid uses charges $14,995, and that is with your surgeon from the US going to Mexico to do the procedure, then doing your follow-up care in the US.


h. Kelsey Leicht, “ACL Surgery in Dogs: Costs & Healing Treatments,” K9 of Mine, April 25, 2022, https://www.k9ofmine.com/dog-acl-surgery-cost-treatment/.


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 $5,000. The price difference we are trying to explain is several 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 what an insurer pays to the hospital.


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 in the range of $60 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 most half of what it actually is.


The only explanations I can come up with for why human knees cost so much more are (1) 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, California. 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. The burden of the system is estimated to be at least 2 percent (and some older estimates have it as high as 9 percent) of the cost of US healthcare.4 But it’s hard to separate out the effects of malpractice liability 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’s 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.5 In the hospital sector, they tend to compete on amenities instead. The way you compete on amenities is to spend more on amenities. This spending 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.


Medical Tourism Corporation (an enterprise that facilitates medical tourism) has negotiated deep discounts with surgery centers and hospitals in the US, especially for Canadians who are unable to get timely care in their own country. The company’s estimated price for a total knee replacement in the US is $19,995.6


Now here is what is interesting: The same economic principles that apply to the foreign patient who is willing to travel to the US for surgery also apply to any patient who is willing to travel—including US citizens. In other words, you don’t have to be a Canadian to take advantage of Medical Tourism Corporation’s ability to obtain low-cost package prices. Everyone can do it.


US patients willing to travel and able to pay cash can also take advantage of the online service MediBid. People register and request bids or estimates for specific procedures on MediBid’s website for the services of a physician, a surgeon, a dermatologist, a chiropractor, a dentist, or any one of 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 will arrange for you to travel to other countries, including India for $6,000, Thailand for $9,500, and Mexico for $10,000. Want to work with your own surgeon in Mexico? MediBid has a vendor that charges $14,995 for your surgeon from the US to go to Mexico to do the procedure, then do your follow-up care in the US.7


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, if the hospital were to charge every customer that price, it might not cover the full costs the hospital needs to pay to stay in business. So, the prices we are looking at may not be long-run equilibrium prices.


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


The reason, in part, is that in the entire medical marketplace there is no natural evolution to uniform, market-clearing prices, in contrast to the way markets work in other sectors of the economy. Even prices of MRI scans vary by over 650 percent in a single regional area.8 Furthermore, most providers don’t even know how to price their services because they don’t know what their costs are.


The exception to this generalization is in those parts of the market where third-party payment is avoided. Notice that in the international market for medical tourism, prices differ from one another by only a few thousand dollars. Similarly, prices in the domestic medical tourism market also vary by only a few thousand dollars. It is only when third-party payment is involved that prices (costs) show such huge variations.


The Wrong Way to Think About Healthcare Prices


One way to think about the numbers in table 2.1 is to realize that, for most patients and most providers, these are not prices at all. They are payments that third-party payers make for the provision of medical care. On the buyer side, patients rarely see these numbers, and they also rarely pay these amounts. On average, every time a patient spends a dollar in our healthcare system, only ten cents come out of the patient’s pocket. On the seller side, providers aren’t competing on price. And there is no market equilibration, which would make prices uniform across all sellers.


Readers may wonder, therefore, why we even have a price or a cost attached to an episode of care in the first place? Why not save a lot of administrative consternation by just writing hospitals lump-sum checks for the services they provide? This in fact is how hospitals used to be paid. Say Blue Cross patients accounted for half of a hospital’s inpatient days over the course of a year. In the old days, Blue Cross would then pay the hospital for one-half of its annual costs. If Aetna patients accounted for one-third of the patient days, Aetna would pay one-third of the hospital’s costs. And so forth. Gerald Musgrave and I called this the “cost-plus system,” and it shouldn’t take too much imagination to see why that sort of system leads to ever-increasing spending.


Lump-sum payments are also the way Canada pays its hospitals. The difference is that in Canada the payments are capped in the form of global budgets—and these budgets are set, not on the basis of medical need, but on the basis of the government’s willingness to pay.


Although the US and Canadian healthcare systems are often viewed as radically different, in fact they are very similar in one respect: they are both “priceless.” In neither system are prices allowed to allocate resources in a way that maximizes patient well-being—the way the price system works in other markets.


On the left, a common view is that healthcare costs are too high because healthcare prices are too high. They believe that the way to control costs is to regulate prices.


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 costs 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 would 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.


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 nonpoor compete for resources in almost any nonprice rationing system, the poor always lose out because the rich find ways to circumvent the system.)


The orthodox view underlies Medicaid’s policy of enrolling patients while paying doctors at rates they don’t want to accept, so they don’t participate. This has resulted in increased barriers to care compared with the experiences of privately insured patients, with Medicaid being associated with “a 1.6-fold lower likelihood in successfully scheduling a primary care appointment and a 3.3-fold lower likelihood in successfully scheduling a specialty appointment when compared with private insurance.”9 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—or even apply their subsidy to a private plan of their choosing.


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 copayment or deductible. Yet, this practice surely encourages overuse and waste and, in the process, likely raises the time prices of these same services.


The orthodox view lies at the core of resistance 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 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 Massachusetts Institute of Technology professor Jonathan Gruber could 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 Nonprice 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 nonprice barriers. Yet nonprice barriers to care can be very costly. In Britain, for example, a record high of seven million people relying on the British National Health Service are waiting for hospital treatment, up 12 percent from before the pandemic.11 One in ten people in England are now waiting for treatment—a rate 186 times higher than before the pandemic began. Some are waiting in pain. Wait times for emergency treatments are also at their worst level ever, with more than two in five people waiting more than four hours to be seen.12 The cost of such waiting for many of them is undoubtedly greater than the cost (to the government) of their treatments.


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. Because demand greatly exceeds supply at a price of $0, 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 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. Nonprice rationing, in this example, effectively doubles the social cost of medical care.


By the way, in some of the worst-performing hospitals in the US, one in ten patients—on the average—give up and leave the emergency room without ever being seen.13 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.


In Massachusetts, staffing shortages reportedly have led to emergency rooms being so backed up that patients (sometimes in pain) wait for hours before receiving treatment.14


Setting 9.4 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 ten thousand tasks it pays physicians to perform.15 For each task, there is a price that varies according to location and other factors. Of the 939,000 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 billions of 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.


Paying for 9.4 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. Among the top 5 percent of the most costly patients, annual spending is $73,087 compared with $20,895 for the total adult population.16 These patients typically have five or more medical problems and they consume a disproportionate share of Medicare’s entire budget.17 Ideally, when one of these patients sees a doctor, the doctor will deal with all five of the patient’s problems during the same visit. That would economize on the patient’s and doctor’s time and ensure that the treatment regimen for each malady is integrated and consistent with all the others.


Under Medicare’s conventional 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. Because 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 served as an adviser for the federal government’s medical Innovation Center. As explained by Jim Landers in the Dallas Morning News:


[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.”18


A similar problem exists for surgeons. For example, a doctor who replaces both knees for a patient in the same operation gets the same fee that would be paid for only one replacement. So, the economic incentive is to schedule two separate operations—even though doing so greatly increases risk and discomfort for the patient.


Is Fee-for-Service the Problem?


For as long as policymakers have worried about the rising cost of healthcare (which in the US is almost six decades), commentators have set their sights on the fee-for-service system. Going all the way back to the nineteenth century, doctors have traditionally charged patients separate fees for separate services rendered.


That’s not unusual, by the way. Most of the services we buy in most markets are sold fee-for-service, just as most goods are sold price-per-good. In healthcare, however, that payment structure is thought to cause special problems.


One problem is the incentive to overprovide. Anyone who sells their services piecemeal knows that the more services you sell, the higher your income. If patients tend to be inadequate monitors of physician behavior (because of asymmetry of information and because of a trust relationship), then physicians have the opportunity as well as an economic incentive to provide more services than they otherwise would.


This perverse economic incentive is said to extend beyond doctors to the entire gamut of medical care. If hospitals are paid fee-for-service, they too have an incentive to overprovide. If they are paid based on the number of admissions, they have an incentive to have more admissions. If they are paid based on the number of bed days, they have an incentive to have more bed days. If they are paid based on a percentage of their overall costs, they have an incentive to have more costs.


These are problems that Gerald Musgrave and I reviewed in our discussion of “cost-plus medical care” in Patient Power, and I will not revive that discussion here. It is worth noting, however, that every problem in healthcare along these lines also arises in the market for the repair of iPhones and any other complicated piece of equipment. We will return to that point later.


A second problem with fee-for-service medicine is that in such a system, doctors get paid only for the services that have a price connected to them. One hundred years ago, doctors decided on their own what services to offer, and they tended to provide those services for whatever the market would bear. If knowledge changed or technology changed, they could update their list of services offered and the corresponding prices.


Today, the list of services doctors provide is determined by Medicare, and (as we have seen) virtually all other payers glom on to Medicare’s list. Further, once Medicare sets the fee for a service, all other payers tend to pay as a percent of Medicare’s fee.


If a doctor tried to add a new service (say, a new way of treating diabetes) it would take a decade or more even to get a large private insurer to agree to cover it, let alone Medicare.


When technology changes or knowledge changes, lawyers, accountants, architects, engineers, and all other professionals have the ability to repackage and reprice what they offer to the market.


But no matter how much things change—including the emergence of lifesaving innovations—physicians have literally no ability to repackage and reprice their services the way every other professional does.


What’s the alternative to fee-for-service? One alternative is bundling. That’s the health policy wonk’s term for packaging. Bundling involves taking a group of services, combining them for administrative purposes, and paying a single price for the entire package.


Bundling takes place in a myriad of ways. For example, for several decades Medicare has paid hospitals package prices for patient conditions called diagnostic related groups, or DRGs. At the time of discharge, a Medicare patient may see a lengthy itemized bill with charges for items as trivial as individual aspirin tablets. But Medicare no longer pays hospitals for aspirin tablets. Instead, it pays one DRG lump sum for each patient’s hospital stay.


In the physician arena, Medicare has been experimenting with various forms of bundling—ranging from tacking a bundled reward onto an otherwise fee-for-service arrangement, to capitated fees, adjusted for differences in patient health status. It is not clear what has been gained from the effort. For example, in one demonstration project, Medicare paid a bundled fee for hip and knee replacements; yet, according to an analysis by Amy Finkelstein and her colleagues, the change in payment methods did not lower Medicare’s cost.19


Nationwide, it appears that about half of all payments are fee-for-service, and the other half include some kind of bundling.20 Included in the latter category are Accountable Care Organizations (ACOs), established under the ACA. You can think of these as the Obama administration’s attempt at stealth privatization of Medicare. ACOs are poor cousins of Medicare Advantage plans, and perhaps for that reason they post inferior results.21 Studies estimate that ACOs are saving between 1 percent and 6 percent of costs, and the reality is probably closer to the lower estimate.22


Considering all the time and effort and expense that has been put into all the Medicare demonstration projects, it is amazing how little they have accomplished in comparison to the simple act of giving employees access to a sum of money and letting them buy their own joint replacement in a hospital marketplace.23


The ultimate in bundling, of course, is the traditional HMO, where doctors are paid a salaried fee that is largely unrelated to any specific service. Kaiser Permanente is the best-known national HMO, and its former CEO, George Halvorson, recently made the case for the Medicare Advantage program (where plans receive capitated payments, based on risk) over traditional fee-for-service Medicare. He reports that in key areas such as amputation, congestive heart failure, blindness, and more, capitation approaches like that of Medicare Advantage are returning better quality care, including for those with special needs, because the program financially rewards plans that prevent the need for the higher-cost interventions. By relying on the fee-for-service approach, Medicare pays more to treat someone after he has become blind than to prevent the blindness from occurring.


(Note: the term fee-for-service can be misleading in this context. Some of our best Medicare Advantage [MA] plans [ones with high quality ratings] are doctor-run plans that actually pay their own doctors on a fee-for-service basis. The difference between these plans and traditional Medicare is that in the Medicare Advantage plans, doctors work with one another to provide integrated, coordinated care.)


In contrast to the fee-for-service model, the HMO model has its own set of perverse economic incentives. If health plans get a fixed sum of money regardless of what they do, the less they do, the more resources they can keep for themselves. Just as the fee-for-service model encourages overprovision of some services, capitated payment tends to encourage underprovision.


When Kaiser tried to replicate its model and enter the Texas market, for example, it failed and had to retreat. The main issue, according to news reports, was the failure to maintain the quality of patient care.24 And even though Kaiser’s California plan is generally held in high regard, it too has had quality problems. Harvard Business School professor Regina Herzlinger reports that in 2005, 112 of Kaiser’s kidney transplant patients died. She writes: “Twice as many of Kaiser’s patients died as had transplants, while in the rest of California twice as many got transplants as died.”25


In this book, I will argue that both approaches are wrong. That’s because both approaches involve buyers trying to get producers to change their behavior. That’s not what happens in any normal market.


Think about entering a McDonald’s fast-food restaurant. You can purchase everything piecemeal—that is, à la carte. Or you can choose various packages, which include various types of burgers, large or small servings of fries, different sizes of cola—and, in general, you save money in the process.


What’s the difference between bundling at McDonald’s and bundling in Medicare? In the former case, the bundles are created and changed, lengthened or shortened, in order to meet the wants and needs of customers. In the latter case, bundles are created to meet the wants and needs of a third-party payer.


Wherever we look in healthcare, bundling is rarely even an issue if there is no Blue Cross, no Medicare, no employer, and no other third-party payer.


In LASIK surgery and cosmetic surgery, for example, there is usually a single fee that includes doctor, nurse, facility, and other ancillary services. For more than two decades, walk-in clinics (created outside the third-party payer system) have posted prices for bundles of care that include a consultation, easy access to a pharmacy, and, on occasion, handheld devices to notify the patients of their turn in case there is a wait.


Canadians who come to the US for joint replacements face package prices that cover all aspects of their surgery. As noted, they pay about half of what privately insured patients pay. Similar packages are available to Americans who fly to the Cayman Islands for surgery—delivered by a top-notch surgical team.26


Liberated from the suffocating confines of third-party payment, medical care looks a lot more like the fast-food restaurant market, instead of resembling the Department of Motor Vehicles, as conventional healthcare does.


An example of what market-driven healthcare can look like is provided by the emergence of direct primary care (DPC). In times past, this type of service was called “concierge medicine,” and the cost was quite high. These days, the price has plummeted, and it is one of the fastest-growing segments of the medical marketplace.


Atlas MD in Wichita, Kansas, for example, charges $50 a month for a parent under forty-five and $10 for a child. For that amount, the family gets all the traditional services one would expect from a primary care physician. Moreover, these are not just nine-to-five services. The family has a phone number for nights and weekends as an alternative to going to an emergency room.27


Because direct primary care facilities are free to bundle and unbundle in an open market, they don’t look like a garden-variety health insurance plan. For example, Atlas MD provides all primary care doctor services for a package price, but that price doesn’t include drugs or medical testing. Even so, Atlas says it offers generic drugs to its customers for less than what Medicaid pays, and it helps its patients connect with specialists and secure medical tests for reasonable prices.


The emergence of the direct primary care model is exactly what you would expect in a free, competitive market. But government policies not only do not encourage such developments, they actively discourage them. Medicare enrollees, for example, are not allowed to have a direct primary care doctor. And federal law prohibits employers from putting funds into accounts for their employees, from which the employees could pay the monthly fee of a direct primary care doctor of their choosing.


Another example of the ability of markets to solve problems can be found inside the Medicare Advantage program itself. IntegraNet of Houston manages doctor-run Medicare Advantage plans that, along with similar plans around the country, receive some of the very highest quality ratings. Yet although these plans are usually contrasted with fee-for-service Medicare, IntegraNet pays its own doctors on a fee-for-service basis.28


IntegraNet’s doctors don’t practice medicine the way doctors do in traditional Medicare, however. They are expected to share electronic medical records and to integrate and coordinate care with other doctors. They have a goal of keeping patients healthy in order to prevent expensive emergency room visits and hospitalizations. To the degree the doctors are successful, they share in year-end financial bonuses.


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 situation with the market for medical care, where almost nothing is available at the drop of a hat. The average wait in fifteen large US metro markets is twenty-six days, with waits for specialists often longer.29 Half of US adults reported struggling to get healthcare after hours (on the weekends and evenings) without going to an emergency department.30 Ninety-minute average waiting times at hospital emergency rooms are not uncommon.31


Everything I purchase in a supermarket is fee-for-service. There is no pre-payment of the type that so many favor in healthcare. I pay the market price for what I get. There is bundling. 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.
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