The Pri sone Ecommi®Oledsemsma :
from the Failures of North American Health Care Systems

The title of my speech today is AThe Prisoner
of North Ameri can Hwal wilhshoawas how I®sltk taeeniNortho

America fits the economic definition of the negative sum game known as HBiei soner 0s
Dilemma why health care is the only product or serviceomr economy that has grown
progressively worse and more expensive over the past half cesntdrizow Singapore andnatr

Asian nations can avoid ouoristakes

The Prisoner’s Dil emma

Let meillustrate the absurdprocess of procuringpealth caren the United States, wherbe
average working adulknows nothing about the cost of health ¢dvecause sheloes not
purchaeit. Insteadsheallows her employerwho knows nothing her healtto purchase it for
her, decidng which doctor she can seeften forcing her to visit two doctors, when she only
needs to see oneAnd worst of all, neither the patiemor herdoctor, will decide how she will
be treated. That decision will be made by a ndrsemployed bythe insurel® who has never
met either of them, and who may be several hundred kilometers a&sy/is what iknown in
the United States as fimanaged care. 0

The common sayingBChibtdeeasnet mpppl asté heal't
where A, buys health care from But whichispai d for by C. The comm
company, but threebs a crowd, Oesysem.eTheasonple r at el
health care transaction between the pat{@ytand doctor(B) is complicated by a third party

(C), the employer. The interference &yhird partyC, creates tension between the A and C, and
between B and C, which resultsinapriser 6 s di | e mma.

ThePr i s o Dbilermm@ $s a subset of the economic disciplifiehoice theory, which was the
creation of James Buchanan, and for which he was awarded the Nobel Prize in Economics in
1986. Buchanan definegrivate choices, such asetfood you eat, clothes you wear, or car you
drive. You get exactly what you want based on your personal preferefeds/our choice®

whether good or bad do not affect anyone else.

Then thereare public choices, such as the politicians we elect, the BiRWay schedule, and

the temperature in this room. These decisions are based, not on your personal preferences, but
on the aggregate preference of the group. These choices are forced on you, and you have
virtually no chance of changing them, regardlafslsow hard you try.

One would think that health care, which is persppaVate,and delivered one patient at a time,
would be a private choice. ButAndnt Ner Ph i & mn8
Dilemma represents a scenario whereryaeferences are ignoregour actions are futile, and

your fate is decided by someone else.
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PHOs, HMOs andManaged Care

Perhaps théest way tasummarizethe severity of the health care crisis in North America is to
tell the story of the fast rise anfall of the institution know as Physician Hospital
Organizations, or PHOs PHOs were extensions of HMOsr Health Maintenance
Organizatios, which weremandated by lawack in 1973

Despite the fact that evemytroductoryeconomics courseeacles thano one can simultaneously
control both the price and quantity of anything, PH®spagated the myth thphysicians and

hospitals could provide all the health care needsgiwen population for a fixed dollar amount.
This was known as capitated healtre, priced on a per member/per month, or PMPM, basis.

Common sense dictates that when someone is sickhtreg physician to diagnosand teat
their illness. And when someone facedirancial risk, they hire an actuary to designna
insuranceproduct. However, PHOswvere founded on the idea that actuadesvho have no
medical trainingd would tell doctors how to practice medicine. While physicidnsvith no
actuarial trainingd would manage health insuraneske PHOs no longer existhd HVOs are
dying out. Like so many datom starupsduring thelnternet bubble of the 1990they had a
shortlived meteoric rise and crasleaving a trail of bankruptcies among the physicians and
hospitals who invested in them.

Severalyears agpl atterded aSociety of Actuariesconference where the featured speaker was
an actuary who made higing designing PHOs. Reflecting on the failure of the capitated PHO
model, he placed the blame solely the doctors. fiBecaus&) as he said in exasperation,
fidoct ors dondét understand insurance. 0

I tried to explain to him that parhapsabettiece s d o n
division of labor would be for actuaries to manage insurance risk, and to let doctors practice
medicine. He resolutely held o hi s positi on. I n retrospect,
capitated PHOs he designed madm kwvealthy. It would have been much easier to have a

dialogue with him, had he lost his life savings, &eeéndriven into bankruptcy. Impoverished

doctos| 6 ve di scus s ehdve nohrouble itleatifyingcthe iundarnental flafvthe

PHO model because they have paid an enormous price to learn this painful lesson.

Knowledge, Interest and Power: The Structure of Liberty

The decline of the U. S. health care system began 64 years ago in 1948stoltgd as
illustrated bythe A-B-C modelof the patient who knows nothing about the cost of health care,
who will be treated by a doctor chosen by her employer, in a manrtatetidy a nurse she has
never metd hasthree partsposing three problemsepresented by three wordsimmarized
with three stories. The three words reprasgnthe threeeconomicproblemsof fiknowledge)
Finteresld‘) and fpowerp are borrowed from the book, The Structure of Liberfyby Randy
Barnett:
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The story of theknowledge problendates lhckto the 1980s, when the failure of Sovesntral
planning became obvious to everyoarda joke began to circulatbat Mikhail Gorbachewas
retreating fronthe traditionalcommunist goal of world dominationThe new goal of the Soviet
Union was to take over the entire wodd except for SingaporeWhen asked why the Soviets
were not interested iconqueing Singapore, Gorbachev answertht he wanted to leave
Singapore alone so the Soviet central planners would know what market pricesrshlbylb.

The knowledge problem is the problem mfarket prices, which are the most concise and

efficient form of communicatiorever created. Inlieu of an economics lecture on the
fundamentals of market prices, | refer you to the short book by Ludwig von Mises, titled,
Economic Calculation in the Socialist Commonwealthiginally published in 1920, and which

is still in print today. It descrilsein detaild and well in advance of histo§ why socialist

economic systems that deny market prices are destined tdBfthuse market prices represent

reattime information. And fixing tomorro@ prices inadvancdces | i ke trying to f
newspaper headlines in advandgo one can predict the future.

The secondtrue story of theinterest problemalso comes from the Soviet Union, where the
central planners in the Kremlin decided to measure the productivity of factories ipgpdaits

by quantity alone. The unexpected result was ttheg factory managers decided they could
produce the greatest quantity of tiny thumb tacks fronir iaited quota of iron. Thus the
Soviet Union was awash in thumb tacks, while larger nails for building hcarsgé®ven larger
railroad spikes vanished, leaving these industries with shortages.

To correct this situation, the central planners chdrpeir productivity measurement from
guantity toweight. And the result was that the factory managers decidedolody most easily
maximize the weight of their output produéng only railroad spikes.Soonthe Soviet Union
had a surplus afailroad spikes, while nailsnd thumb tackdisappeazd

The interest problens the problemof incentives The besinterests of the Soviet Union were
served by the production of a certain ratio of thumb tacks, nails and railroad spikes. However,
the interests of the Soviet economy had to be compromised because the central planners had no
way of solving the knowledgergblem without market prices Hence the factories producing

nails were operated not in the interests of consumer demandbut in the interest of the

factory managers, whose only goal was to meet their quota, as defined by the central planners.

The third story of the power problemdates back tarhomas Jefferson, one of the founding

fathers of the United States. Jefferson was both a farmer and a slave owner, whose wife died
prematurelyin 1782 There are two major differences between medical practidaanid’
century and modern medicine. First, in Jeffe
to harm a patient than it was to cure.hdhe mostcommonmedical treatments of the 48

centuryd such as leeches and bloodlettidg are now claged as quackery. Second, the

medical profession was so primitive that there was no distinction between a medical doctor and a
veterinarian.Treating a barnyard animal was the same as treating a human being.

Legend has ithatwhen his wifefell ill, Jefferson calledh doctor to his estate. After examining
his wife and recommending treatment, he asked Mrs. Jefferson for her consent to proceed.
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Becauseone of his horsewasill, Jeffersonasked the doctor texamire the horse The doctor

advised aremedy and asked Mr. Jefferson for his conseat proceed Then Jefferson
remembered that one of his slaves was sick, so he asked the doctor to look at him. After
examining the slave and recommending a treatment, the doctor asked Jefferson for his consen
Like the patient in today?o0sdinanmbetgedbte slave, envi
because the slave was a piece of property to be used and discarded at the whim of the owner.

The power problemwas phrased most concisely and bluntly by Viadimir Lenin Witk
rhetorical questiomiwho? Whom® Or, whb decides for whont? Are you the customer to be
served? Or therisonerto be manipulated? Madeleine Cosmamedical attorneygddressd

the power problemby posing the questipiWWho Owns Your Body?Are you freeto decide
what 6s best f or vy prisoner, boateolledylyduiremplyer ca goeernyent@ a

The Knowledge Problem of PricesMonetary Segregationand Health Care Inflation

| begin with theknowledge problenof prices, whichdates back to 1943, when theartime

economy was constricted by wage and price controls. Employers were not allowed to combat
thelabor shortage by offering higher wagss they circumvented e law byoffering non-cash

health benefitsas enticements to attract worker& hus a wor ker 6s 1 ncome
segregated between taxable cash wages, anthrahle health benefits.

This tactic spread so quicklthe governmenivas unable to stop it. Rather than combat this
widespread practice of violating the law, the government decided to tax theasiorbenefits.
However, the opposition from citizens was so great, the governdndearful of crippling the
wartime economyd decidedto back down. Thus was born tiphenomenon ofmonetary
segregation of income by the tax cpdehich has driven the cost of health care into an
exponentially increasing spiral that shows no signs of ahadilumng with the institution of
employersponsored group health insurance, whictas | will explaind is an oxymoron

First 1 will explain thephenomenorof increasinghealth care costswhich has consistently
exceeded the Consumer Price Index (CPIyrore than fifty years Despite thiscods for a few
select categories ohealth cared such as lasik and cosmetic surgeri@s have falen
exponentially over the same periodou might be naturally curious as to how this can happen?

Actually, the answer to the puzzle is a mattebagiceconomics The health care costs that have
been rising are thoseonfined to the universe of the-B-C model,covered bythird party
insurance, provided by employerm taxexempt health benefitsWhile the health care costs
that have been falling aréhbse outside the B-C model,not covered byhird partyinsurance
but whichare paid for directly by patientaith aftertax earnings Simply statedinsured health
care costsirerising, while uninsured health care costs are falling

To understand theorrupting influence ofmonetary segregation aflages bythe tax code,
consider the decision facingra@mployerof how to rewardits workforce Does it give each
employee a $0,000 raise, or should it buy medical benefits for theth8alaries are increzd

by $10,000, 15% ¢r $1,500) will go to pay Social Security and Medicare taggbich are the U.
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S. equival ent of Si nga,28% @ §2800Cllmo to pdy fedreralo vi der
income taxand7% (or $700) will go to my state and local tasé leaving employees with an
aftertax raise obnly $5,000, or half the initial amount.

But, if the employer decides to bingalth carebenefits instead, none of these taxes has to be
paid. Essentially, the employer has two options: [1] allocate profits in cash as salary, half of
which will be taxed away, or [2] allocate profits lasalthbenefits, in which case the employees
(apparentlyget to keep it all.

The choice between 50 cents in cash after taxes, or a dollaréxdaxpthealthcare, is an offer

that most people can't refuse. The ultimate effect of this economic perversion is that, while a
fihealth care dollaris nominally worh twice as much as @egulardollar, d@s true value is
reduced by hajfbecause there are artificially twice as manip other words, doubling the
supply of money does not double output; it only doubles prices.

The Health Care Shopping Mall

To see wl, imagine this scenario: tonight theternalRevenueAuthority of Singaporé€IRAYS)

seizes the assets tiie Suntec City Shoppingall. The IRAS reopens # mall tomorrow
mor ni ng RAS Maliohvigh twd Inew rules that separate it from all the othelisrand
storesin Singapore

The first rule states that the AS will double the amount of money in the wallets of shoppers
entering the mall. If you show up at the mall tomorrow with $500, t#eSIRill give you $500

more. So you now have $1,000. Thems®trule states that the AS will confiscate half of the

cash left in your wallet as you leave the mall. So if you buy $900 worth of goods, Al&® IR
confiscates $50 of the $100 you have left, leaving you with $900 worth of goods and $50 in cash.
The net esult of your shopping trip is that you are able to buy $900 worth of goods for only
$450you brought from home.

Sounds like a great deal, doesn't ilf?this actually happened, would you like to shop at the
IRAS mall? Do you think some other people would also like to shop theis?customers

swarm the mald as the IRAS pumps mouins of cash into its new mal what do you think

will happen to the prices of the goods at this mall? If you owned a business, wooldliikieyto

set up shop there? So what do you think will happen to the cost of retail space and the cost of
doing business at the mall?

In essence, the IS Mall is thefiHealth Care Shopping MallHCSM). You pick up your
paycheckd without having to payny taxed in the HCSM. And you can spend as much in
the mall as you please. The problemtii®e only thing you can buy isealthcare. As you try to
exit the mall to buyeverything else yowant 8 such asfood and clothing 8 the IRAS
confiscatedhalf of your wealth The only way to avoid the KsS is to buy more healthcared
even if it's more than you want or nedthus, ly doubling your money when you enter the
HCSM, the IRAS fuels price increaseg\nd by confiscating half of your income when you exit
the HCSM, the IRS promotes unnecessary useheflthcareto avoid taxation
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If you work for a company witthealthbenefits,this illusion oftaxf r e e heal toith car e
the bother Because, although you have twice as much money to spend, all ¢bs pave

doubled. But if you don'td if you're one of the uninsured and on your own in the HCSM,
without the IRAS subsidyd it doubles the cost ofiealth care This is why the U. S. is
preoccupied with thartificialpr obl em of t h eunifisured are prisoneis who The
do not get the tarxemptiond and who must pay twice the price for health care.

The Interest Problem of Incentives:The Oxymoron of Group Insurance

The second problem ibe interest problem of incentiveshichexplairs the oxymoron of group
insuranceandwhich has two parts. This first is the fact tigedup insurance does not exist in
the modern free market economgwto insurance is not sold to groups, neither is homeowners
insurance. Like most other insurance e tU. S., they are sold to one customer at a time.
Group insurancenly exists in the United States because ofittteme tax-exemption which
provides arartificial 2-1 costadvantagenakingit feasible to underwrite.

One hundred years ago, there wepeincome taxes in the United State&nd of course, there
was no such thing as group insurance. If the income tax rate was ordly 884t was for most
people when the income tax was enacted in I1iBe miniscule 3%incentive of a taxexempt
benefit wouldnd be worth the effort. Thus, the higher the tax rale which today is effectively

50% & the greater the incentive to enter into an economically wasteful contract of group
insurance, because the insurer could cover its unknown excess risthevigiificial subsidy
provided bythe taxexemption.

The abuse®f monetary segregationecame so egregious that in 1974 Congress passed the
Aseparate but e g utax codeknownl as fthe Emptoyee Retirénent Indoree
Security Act, or ERISA. In the threeplus decades sinc&ERISA has been modified and
reinterpreted by the courts numerous times to preserve the notion that income must be segregated
betweerntaxable caslandtax-exemptbenefits

The second part of the oxymoron of group insurandieaighe principles of insurance have been
violated Virtually all health care is purchased under the terms of an insurance arrangement.
This would be like purchasing an auto insurance policy that pays for your gasoline and car
washes. Instead of pruddty insuring yourself against the rare event of large unforeseen health
expensesthe pernicious principlef taxexempt health benefitalong with the economic logic

of t he sdilennmsocoeresrpéopleinto insuring every health care experdseno matter

how smalld to take advantage of the nominal doublingh&fr money in the HCSM.

Thus, group insurance is an oxymoron for two reasons. First, it only exists because of the
incentive of the tasexemption And second, because employer health bendt not meet the
definition of insuranceé® as they approach a zero dollar deductiblethey becomepre-paid

health carehat appears to be free to the employées at twice the cost
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Rati onal |l gnorance and the Prisoner’

Because employemnd the government have been paying for the vast majority of health care,
patientsd or A in the AB-C model of health care deliveéy logically and rationally have not
been responsible for their heal#md have not been held accountable for the heai¢hticay use.
Because they have little or no information about cost or treatment options, their view of health
care is roughly equivalemf a sixyear oldat his birthday partyoffering nothing, while asking

for everything.

Economists call this actingdm a state of rational ignoranc®ational ignoranceis defined by

the phdas@&t Khow,; and | dondét <care. o Everyor
ignorant about the color of the carpet and the design of the wallpaper in their hotel rHoeys

dondt know ,becadusedhese ddcisiansahawe no effect on.thBEme shocking fact

about conferences in the U. S. is that the participants are also ligtignarant about health

care, becauséney purchase health care in a shoppingl méere the items have no price tags,
using their employerds credit card, whi ch ha:
accountable for thepurchases

Becausehe physicians B in the A-B-C model, have little information about whatatientsare

willing to pay, they logically and rationally have charged prices and delivered services designed

to grow their practices and advance the medical professiagn6 s a f undament al f a
that you candét have answihrationally ignorant @attidipantsa tifi on o
you could, there would be lots of six yedd corporate CEOs managing billions of dollars of
shareholder capital.

Because employers and the governngerthe third party C in the 8-C modeld were paying
for all this health care, they were forced to take dramatic measures to control costiseyAll
could hope to accomplish was to deter and prevatmnally ignorantpatients from seeking
medical careand to deter and preverationally ignoantphysicians from providing it.

Thus the two key participantd patients and physiciand and Bd are acting from a state of

rational ignorance.And the peripheral participané& employersinsurersand the government

C 0 have beemesperatelyrying to control them They have been trying to contain costs with

all of the insight ofa blind man looking for a black cat iadarkroomt h at i smhéet t her
tragedy is that the current structure of the U. S. health care system is designededo/edkbse

who have the least interestdn and place the least value éntheir personal health.

In his book,Free To Choseg the late Nobel Laureate economist Milton Friedman observed that

you are either spending money on yourselipimsomeone else.And the moneyspent is either

yours o r someone el seds. Economic resources ar
spending your money on yourself. While economic resources are allocated least efficiently when
otherpeoples pend ot hery gneothasl &rifostunatedyrines is theBxC model of
health care in North America, where our rat.i
dilemma where we have irrationally chosen the least efficient method to allocate valuable health
care resoures’ All of us came to this conference because we agree that health care is vitally
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i mportant . I hope we donot al | |l eave this ¢
should be allocated in the least efficient manner.

The Power Problem of Detsion: The Seven Categories of Health Carbluda

The consequence difie rational ignoraneand t he pr i sobtineeAdB-& anodeljisl e mma
thatour health care system is purposely designed to do the wrong things. It makes itdharder

not easie® to obtain health care. And it adds waste and cost into the predessthe world

renown Toyota production engineer, Taiichi Ohno, referred tow$ad which is any activity

that adds cost, but does not add value.

Ohno definedseven categories ahudaor waste:Delay, Movement, Oversight, Inspection,

Rework, Overproduction, and Poor Desfgmllow me to provide a sample ahe mudain the

U. S. health care economy

1 Delayd isidle time spent waiting for somethingn Singapore, when you get sick, ycail
a doctor. In the U. S., you call your insurance company first, so you can get permission to
call your doctor.

1 Movementd is unnecessary movement of products, people, or informatiorSingapore,
i f youdve broken a bonaen, Inyhe U. Sspatientsa@enoftemr t h o p ¢
requiredto see ggeneral practitioneror primary care physician, before being referred to the
orthopedist

1 Rework d is performing the same task a second tiosyally to fix a defectIn Singapore,
a specialist carecommend that you have surgery. In the U. S. we require two specialists to
recommend surgery.

1 Oversight 8 is when one worker watches another do his job.Singapore, a doctor will
order a test to diagnosea dlness In the U. S. a doctor has to request permission from the
insurer before ordering a test.

There is a priceless story about Taiichi Ohnothe forward to thecurrentedition of Henry
Fordoés cl assic bTodagand Fomamraw aridinally publishechirg1926. In

198 when the quality of American cars was at
humbly made the pilgrimage to Japaeggingt o | ear n t he A s eagmowtfo of t
engineers from Ford Motor Company bombarded hail©hno with questions about what

inspired his thinking on manufacturing quality. Ohno just laughed and told them that he learned

it all fr om Hedayagd Tenwomové s b ook,

The lesson to take away from this story is that, like the auto indtistrynedical profession is a

case studyf theclassiclhsi ness proverb, Ashirtsleeves to
Just as it took three generations to bring the once mighty U. S. auto industry to its knees, in the
span of three generations wavie brought the U. S. health care system to its knees as well.

The key point to remember here is that health care serviced) at@mot covered bgmployer

health plans, are not purchased and provided by rationally ignorant participants. Consequently,
these serviced such as lasik and cosmetic surgérydo not have any of the wastefmuda

built into their cost structuree Andthey donot u s eB-G roeel af ecormmic o n a |
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transactionsHence, like other products and services in the economiy,ghces are falling over
time, not rising.

Gammon’'s Law

Nor should you be surprised to learn that over the past 15 years, the percentage of the U. S.
population employed in the health care industry has grown by 50%, while the number of hospital
bedshas fallen by 25%. Over time, the natural progression is to produce more with lEss.
example, he U. S. grows more food with less farmensd builds more cars with less workers.

But for some reason we need more health care workers to provideddibsdare.

ThisisGa mmo n 0 & adtian wamedor Dr. Max Gammon, a British physician who sought

to solve a public policy riddleEvery yearthe government spentgsiificantly more on health

care but the British National Health Service (NHS) didn't seem any better for it. After an
extensive study of the NHE r . Gammon f or nmua lauteaucratichsysterand a w:
increase in expenditure will be matched dyorrespondingall in production. Becausesuch
systems act like 'black holes," in the economic universe, simultaneously sucking in resources, and
shrinking in terms of emitted productior.

Theresult in the U. S.s those with medical training who come in contact with patiéntse.

doctors and nursed are financially and professionally worse off. Whilese in the health

care industry who do not interact with patiedits.e. actuaries, accountants and attorréeyare
financially and professionally better offThe steady increasa employment in the health care
industry is not driven by doctors and nurses treating patients. Rather it represents an exodus of
doctors and nurses from the medical professibtreating sick patientgto the bureaucratic

maze ofmanaged careauda

Medicare and theFolly of Socialized Medicine

Four decades agm 1967, health care procuremend the AB-C modelby rationally ignorant
participantswas broadened to includ&tually all health care services, fal citizens above the
age of 65with the enactment of Medicarén 1994, Robert Myers, the former Chief Actuary of
the U. S. Social Security Administratig@SA) confessedvhat anyone with a basic training in
economics could have predictdtiat the 1990 costs of the Medicare systeanewnore than
seven times greater than he originally projecte&hd Myers concluded that if he was an
honorable mad heshauld commit suicidé.

A few years late another actuary from the SSBen Gottlieb, admitted (and | quot@)went to

work at theSocial Security Administration under Robert Myers. Medicare was in its infancy,
and doing cost estimates was an important job for the office of the actuary. One important lesson
| learned was the superiority of accounting records versus records basedveys. Before
Medicare startedip, surveys were used to ask people about their health care spending in the
previous year. The problem was that the people who had spent the moalresmigdead. The

most expensive people were unavailable to andveequestions’
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Fortunately for Singapore, what Myers and Gottlieb had to learn, Lee Kuan Yew already knew.

In his autobiographyf-rom Third World to FirstlLee Kuan Yew wrotefi | |l earned to
criticism and advice from experts and quesperts, esgcially academics in the social and
political sciences. They have pet theories on how a society should develop to approximate their
ideal, especially how poverty should be reduced and welfare extended. | always try to be
correct, not politically correa™

Medicare forcd every citizen over the age of 65 to use valuable health care resourttes on
rationally ignorantA-B-C mode] and every physician and hospital to be rationally ignorant in
the allocation and pricing of their services. As you miglgeex, when ptientsare allowed to
act like rationally ignorantchildren usng as much health care as they want at no dosind
doctors and hospitals are allowed to charge as much ag#@meyor this limitless demandl the
cost of health carasesexponentially.

Mar x' s Labor Theory of Value and the Co

Hence it wasnot t oo | o n gpatierdsfaad physidianseoafeundr at i o n
themselves n a pr i s o,wkeereshéy hdditd angeimawith their captors igaae of

survival. By 1983, he U. S. governmentas forced to contain the exponential increase in health

care cost bylegally defining hospital servicewith a scheme known as Diagnostic Related
Groups, or DRGs, and fixing hospital prices. It then lggdéfined physician services by a

scheme known as Current Procedural TerminglogCPT codesfixing these prices as well

By forcing the art of medicine into a system of rigidmerical hierarchicaduantification,the

next inevitable step was the dpp cati on of Mar x6s Labor Theory
medical serviceswith the creation of the Resource Based Relative Value Scale, or RBRVS

This assumes that the value of all health care services can be universally numerically quantified

and ordeed into strict ratiogor pricing by central planner$

RBRVS is an attemptto control both the quantity and price of health care, and ultimately the
practice of medicine. BecausBRVS along with DRG and CPT codes, dhe law for all
health care services delivered to patients over the age @f @ho consume a disproportionate
share of health care servic&@sthe rest of the health care industry eventually adopted it in one
form or another.

The bizarre consequence aivgrnment dictated prices is that health care is the only product or
service in the U. S. economy where higher quality cannot command a higher price. In
Singapore, dinner at My Humble House commands a higher price than dinner at Mc@onalds
even though thy both spply the same number of calorie®\ new BMW commands a higher

price than ausedProtond even though they both supply the same basic transportatiod, |
assume, the services of the best and most experienced surgeon command a highenprice tha
those ofa surgeowho just graduated from medical school. Not so in the UvBereMedicare

prices are fixed and mandated by law.

SAS Conference PagelO Gerry Smedinghoff03-Aug-2007



The Pri sone Ecommi®Oledsemsma :
from the Failures of North American Health Care Systems

The consequence of fixed prices, which are not allowed to fluctuate with changing supply and
demand, and which are natowed to vary to signal higher or lower qualiiythat doctors have
learned to diagnose and treat patients, not according to their illnesses and conditions, but
according to what the government or i nssur er
dilemma game of survival.

The most popular condition to diagnaselepression, becausetad smat t er of opi ni o
be challenged bynanagd carecase mangersThis is why antidepressants are the number one
category of drugs prescribed in the 8/ Two others are hypertension and high chetest of

which Dr. Jane Orient, executive director of the Association of American Physicians &
Sur geon sThe &depatable measur@ments keep getting lower and lower, and the drugs
generate lots ofide effects. T h e r @hing likenturning healthy people into patients to generate

a lot ofrepeat businessom people with a limited, welllefined problena

Because hi s prisoner 0s di | ethenmaedical professiom & glaMdyibemg s um
strangled. Perhaps the hardest dpecialtyis ophthalmology, which has been permanently
corrupted by the legally sanctioned optometatithalmic kickback scheme, which was written

into federal law about 15 years ago

According to Dr. Robert Gervaign ophthalmologist and past president of the Association of
Ameri can Physi cinarnvain aBem@ torcgt eumaway, cost$ in eye care, the
government decided to transfer medical decisions from highoptghalmologistdo low cost
optometristslt legalized the 80/20 splitting of cataracsurgeryfees betweemphthalmologists

and optometristsassuminghat costly follow up visitdo ophthalmologistgould be averted if
optometrists performed that functiofihis intended effect failed to matatize,because patients

needing close postperative care were followed by surgeonot by optometrists. In short,
optometrists received 20 %mpephore calurefey hopatees f ee f

Because the diagnosis of cataracts isyveubjective, gvernment gaveoptometrists an

irresistible incentive to creaté or grossly magnifyd the indications for cataract surgery.
Pathologists cannot verify tke indications because the cataract is liquefied at surgery
effectively destroyinghte pathological specimerAnd because the gover nmen
Theory of Value price fixing scheme continues to drive down the legally mandated fee for
cataract surgery, ophthalmologists are forced to perform more surgeries just to survive.
Tragicdly, for patientsin the U. S.the incentives forcataract surgergre dictatedby central

planners, just like nails in the Soviet Union.

To quotethefamousqu al i ty gur u, Wi | | i am EcdelesydtsmiDe mi ng
desi gned t oyoudesign avhealtha@ s/steinto prevent the treatment of certain
conditions and diseases, you will get fewer casesasfettisease And if you design a system

that forces doctors into a prisonero6s ndil emm;
conditions participant Cis willing to pay for, the data will show an epidemic in these-non

existent diseases.

Dr. Richard Dolinar, an endocrinologist acotauthor of the bookDiabetes 101* describes the
current state of managed care this w®poctors in the U. S. are closely monitored and
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scrutinized by the insurance companies that pay their salaries. If they are emplayddNb®

on a fixed salary, their incentive is to work as little as possible and provide minimal treatment.
When they enaunter someone truly sick, their incentive is to refer them out to a specialist, so
the coss of subsequent treatmerasenot charged to their patient base, thus raising their average
cost and lowering their efficiency scores.

If they are paid on a fe@ff service basis, their incentive is to treat the healthy and avoid the sick,
keeping the patient as long as possipl@viding minor recurring treatments and prescription
drugs that do not trigger the higlost alarms of the ewvevatchful insurer, and wbh will
provide a steady annuity of income.

The consequence is that the data on the incidence of diseases, treatments, and services bears
progressively less relation to reality over time. The health care data collected by insurers on the
U. S. populatio areabout as accurate and valuable as the data on the production of nails in the
Soviet Union.

Milton Friedman summedp theA-B-C model of theJ. S. health care systeby staing, W@
have a socialistommunist system of distributing medical care. dast of letting people hire
their own physicians and pay them, no one ghgs own medical bills. Instead, there's a third
party payment systenit is a communist system and it has a communist réSult.

Even George Orwell could not have predicted hbsuad things would get. In his nov&himal

Farm, he makes the classic statement that @Asom
North America, while some animals are more equal than otélsrespect to access to health

care,all animals arelgoerior to human beings.

In North America it is widely reported that it is easier to obtain health care for your pet dog or
cat than it is to get health care for yours@lfAnd in Canada, & fegal to purchasg-rays and
lab tests foyour pet, butillegal to purchasehesesameservicesor yourself'’

The Road To Singapore

The principles of knowledge, interest and power, | have used to describe the decline of health
care in North Americacan also be invoked to construct a robust and vibrant health care system
in Singaporeand southeast Asia

First the knowledge problem of market pricesAre your health careprices distorted by
monetary segregatioandfixed by central planne®s Or ae they set by individual physicians
and do they fluctuate to match the continual changing supply and dem&iitiag at my
computer | can search the riternet to find realistic and reasonable prices for doctors and
hospitals in Singapore, yétcannot fird them for doctors and hospitals in rhpmetown of
Phoenix, Arizona.

Secondthe interest problem of incentives. Is your health care sydésigned to serve and treat
patients? Or is ifounded on the AB-C model, anddominated by incentives to sertiard
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partie® Health care ia private goodielivered one patient at a time. Is your health insurance
sold to one customer at a timeRnd do physicians treat one patient at a time? Or do they
manage their practices to meet quafasigned on the assutign that health care is jaublic
good and thatll patients are alike?

Third: the power problem of decision. Does the dqgdBymwork for the patientA? Or does the
doctor work forC, the employer,government or insurer? Does the doctor makedtagnosis
and treatment decisions? Or are these decisions superceded by faceless thiravpartieser
meet the patiefit

To illustrate just how vital these three economic problems are, go back in time nearly 50 years to
19598 whenCuba was a modernopical tourist paradisentouched by Second World War

while Singapore was a third world state still recovering from the devastation whitsne
occupation Which country would you have invested in? And which country would you have
thought had tabrighter futur@

Lee Kuan Yew and Fidel Castro are only two years apart in age. Both took over formerly
colonized nations at the same point in history, and at the same point in their lives. Castro chose
to follow the path of socialism, statist repressiand rule by force. Lee Kuan Yew chose the
path of capitalism, individual liberty, and the rule of law.

The title of the second v oHramnikird Wdrldtb Eirat Theu an Y e
title of Fi del CastrodosrommbBinrst nWowulra@al tpy Jh
appropriately, AFrom First to Worst.o

Singapore made specific choices in the past half century that migesécond mostree and

most prosperous natioron earth® While Cuba chose the opposite path résglin its
devastatingpoverty Unfortunately, with respect to health care, Canada and the United States
have aimlessly followedimilar paths to slowly strangletheir health care systems. Singapisre
poisedto learn from our failures and create the freest amtgst health care system in the
world.

Before my first trip to Southeast Asia seven years ago, a veteran world traveler game me the
foll owi ng advi c ¥Wietnam gofto Singaporeg # you get sickin Indanesia, go

to Singapore. Ifyouge si ck anywhere in southeast Asi a,
trends continue, we wihavetoadd t he st at ement , Alf you get s
go t o Si Kegpairpmindeahe three problems kriowledge, interest and power, which
represent market prices, incentives and decisi®eshapstireally is as simple AB-C.
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