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A Health Care SEC  

I was stunned. Why were the frequent flyers on my plane applauding a 
movie? When I looked up, the answer was clear: the screen showed 
Helen Hunt's famous tirade against the HMO that denied adequate care 
to her sick son and ignored her suffering.1  

The managed care backlash I had long predicted had clearly arrived. 2 
Earnest elected representatives rushed to the rescue. Their remedies ran 
the gamut from mandated benefits to national health care quality 
standards.  

Well intentioned? Sure. But in the light of day, reality strikes: Regulation 
is no sure-fire problem solver. Will new regulations solve the perceived 
managed care problems of inadequate care, excessive costs, and 
financial fragility? One can doubt their efficacy. Regulations can ossify 
institutions and suppress much-needed innovation, and they can be 
politicized.  

Fortunately, another sector of the economy offers valuable lessons for 
effective resolution of similar problems. Although at one time it, too, 
suffered from lack of public trust and was thought to damage American 
consumers, it is now among the most admired parts of the U.S. 
economy, widely held up as an international model.3  

"It" is the U.S. securities markets. They are appropriate reform models 
because both securities and health insurance policies are complex and 
purchased in similar ways--either directly, from the firm or broker, or 
indirectly, through a mutual fund or the employer. But while the markets 
for health insurance are widely viewed as failures, those for securities are 
viewed as successes. Why?  

To my mind, the U.S. government's Securities and Exchange 
Commission (SEC) served as the handmaiden for the transformation of 
the securities markets. It did so by providing information and oversight, 
not through evaluation and micromanagement. A health insurance SEC 
that contains the essential features described below would replicate this 
success. With such an agency in place, the health insurance markets 
would:  

 Disclose complete and reliable information. 

 Contain fair prices for health insurance policies in the sense that they 
reflect all publicly available information. 
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 Protect consumers with information that helps them to redirect money 
from ineffective insurers that provide too little medical care for their price 
to insurers that give customers the quality and price they want. 

 Lower the transaction costs of buying health insurance. 

These potential benefits would be enhanced if the choice of health 
insurance were in the hands of consumers instead of employers. In other 
publications, the Progressive Policy Institute and I have described 
reforms to increase consumer choice.4  

In what follows, I will analyze the deficiencies of current efforts to protect 
health care consumers, the causes for the SEC's success, the 
characteristics of regulations most likely to replicate its salubrious effects 
in health insurance, and the transformation of the health insurance 
market that appropriate regulation can create.  

I will discuss the characteristics of the SEC and its related private sector 
organizations in great detail because they are frequently misunderstood. 
God is in these details. Those who misunderstand them may convert the 
SEC from a positive overseeing organization that enhances disclosure to 
a negative evaluating agency that micromanages private sector 
organization  

The Pipe Dreams of Patient Protection Legislation  

The many current patient protection bills, to varying degrees, rely on 
three mechanisms to solve the problems of managed care: Government-
controlled information disclosure, standards for medical care, and 
mandated benefits. Superficially, they appear benign, even reassuring; 
but, as presently drafted, some pose a worrisome potential to cause 
harm.5  

Government-Controlled Disclosure  

Substantial problems exist with providing consumer information in a 
sector that has little experience with public disclosure and that lacks 
widely accepted standards of measurement.  

Many agree that, despite a firm scientific foundation, the art of health 
care quality measurement is in its infancy.6 What to measure, how to 
measure and disseminate it, how to adjust for individual characteristics 
and severity of illness--these are but a few of the fundamental unresolved 
issues.7 Small wonder then that consumers simply ignore presently 
available data. They correctly suspect the statistical reliability and data 
integrity of the measures.8 Some data are irrelevant or deficient; for 
example, pooling all of us into a vast sea that neglects the significant 
differences among the information needs of the chronically ill, women, 
and the elderly,9 or focusing exclusively on the clinical aspects of medical 
care and ignoring the busy U.S. consumer's interest in service 
convenience. 10 Moreover, consumers want specific, timely information 
so, when needed, they can readily identify the health professionals who 
can best treat them.  

Such novel information will require many perspectives and considerable 
experimentation. It is unlikely to emanate from the agencies designated 
to implement an information policy under both Democratic and 
Republican proposals, such as the Departments of Labor and Health and 
Human Services. Because they both regulate and buy health care 
services, these agencies have an intrinsic conflict of interest. For 
example, regulators may unintentionally bias the information to focus 
only on the intended impact of their regulations and not on unexpected, 
possibly pernicious, side effects. Moreover, government organizations 
often politicize standards. For example, in 1998, to mollify the powerful 
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teachers union, the Massachusetts government lowered the "standard 
grade" it initially required of new teachers on a statewide examination to 
include 263 teachers who had failed the exam.11  

Further, designation of any one agency as the sole source of information 
about health care is downright chilling. Consumers want multiple 
perspectives for their information. Investors, for example, choose from 
hundreds of excellent sources of information, ranging from Morningstar 
for mutual funds to easily available public media analysts. No one source 
is sufficient: even the estimable Consumer Reports' automobile ratings 
are unlikely to meet the needs of Harley-Davidson drivers. Similarly, 
consumer ratings of HMOs differed substantially from those of 
physicians.  

Medical Care Standards: Science v. Art  

More worrisome is the insistence on national standards for the 
appropriate medical care for each patient. Some managed care plans are 
no doubt guilty of arbitrarily overruling doctors' judgments about patient 
care; but the proposed federal rules that purport to put providers back in 
charge of patient care may well have the opposite effect, creating more 
pressure to comply with increasingly rigid standards.  

Useful standards are typically based on replicable empirical experiments 
and sound theoretical footings; for example, standards for metal fatigue, 
although imperfect, are, nevertheless, useful because of the advanced 
theory and practice of materials science. But, because many agree that 
present-day medicine is art more than science,12 the requirement for 
standards is akin to specifying the width of Van Gogh's brush strokes.  

Indeed, the insistence on national standards may curb critical innovation 
in the practice of medicine, such as the efforts of many research groups 
and professional societies to develop and disseminate standards of care 
and best practices.13 Notes Dr. Robert Waller, the distinguished CEO of 
the Mayo Foundation, "Regulations put a stake in the ground that says, 
You have to meet that standard.' But what's quality on Monday is not 
what's quality on Tuesday."14  

Mandated Benefits  

Many pieces of legislation contain a shopping bag full of mandated 
benefits, such as direct access to specialty care for women and children, 
to overcome a perceived reluctance by managed care to provide 
important needed services. The overseers of managed care know they 
must tackle the 20 percent of events that account for 80 percent of the 
costs.15 For example, their 24- hour limit on a new mother's hospital stay 
may have been partially motivated by the 80-20 rule: There are four 
million births annually in the United States.16  

These legislative mandates were primarily induced by consumer 
activists.17 On an anecdotal basis, individual mandated benefits appear 
perfectly reasonable. Take Mary Jo Sadosky's complaint when, 
exhausted and in pain, she was asked to leave a hospital 12 hours after 
giving birth to twins. No wonder she fought for a ban against "drive-
through deliveries."18  

While one cannot argue with individual complaints like these, the overall 
strategy has undesirable effects. A one-size-fits-all medical care strategy 
is unlikely to prove cost effective because Mother Nature designed us in 
infinite variety. Worse yet, mandated benefits may suppress the 
innovations in medical care delivery that offer the best hope for improving 
its cost-effectiveness. For example, according to a 15-year study, a 
program of frequent, at-home visits by a nurse for low-income mothers 
lowered their rates of drug and alcohol abuse and dependency on 
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welfare and the abuse rates of their children.19 Will a health insurer that 
is forced to follow a one-size-fits-all mandate invest in innovative 
programs to supplant it? Do not count on it.  

To consider the pernicious impact of mandates on innovation, think about 
Dick Fosbury, the 1968 Olympic Gold Medalist in the running high jump. 
Unlike other jumpers who faced the bar, Fosbury backed into it and 
flopped 7 feet and 4-1/4 inches over it.20 His unlikely innovation, the 
Fosbury Flop, is now routinely used.  

But, imagine if well-intended Olympic officials had mandated forward- 
facing high jumps. Although they might have plausibly reasoned that 
backward jumps increase the chances of injury or are aesthetically 
unpleasing, the resulting bottom line--or, more correctly, the top line--no 
Fosbury flopping, no innovation.  

What Works: Information Disclosure  

Fundamentally, the primary complaint about the health insurance market 
is that con- sumers are not getting a good deal because they do not 
really know what they are buying. As a result, health insurers allegedly 
can offer too little health care for the money, skim off too much for 
themselves, or operate with excessively risky infrastructures. The paucity 
of information enables insurers that offer a bad buy to flourish. In 
contrast, many experts agree that the prices of publicly traded securities 
are fair, in the sense that they fully reflect the impact of all publicly 
available information.21 The information reflected in these prices serves 
to redirect capital from ineffective firms to effective ones.22 If health 
insurance markets operated like these "efficient" securities markets, 
consumers would have access to complete, reliable information and the 
prices of health insurance policies would reflect that information. Bad 
buys would become good ones.  

Efficient Markets  

The conclusion that securities prices reflect the impact of all information 
is surprising. After all, many individual owners of securities are incapable 
of fully evaluating the complex, publicly available information. How can 
they incorporate this information into the price?  

At least two explanations for this seeming paradox exist.23 First, the 
consensus estimate of a group on say, football game results, is generally 
better than the average knowledge of the individuals within the group. As 
Stanford's William Beaver explains, our individual evaluations are based 
on some kernel of valid knowledge and some idiosyncratic opinions. 
When we are grouped, our idiosyncratic opinions have little impact 
because they are not widely shared by other group members, while the 
kernel of truth within us is culled out as the group's consensus because it 
is shared by many other group members.24  

Additionally, experts in the interpretation of information help investors to 
evaluate the price. Some experts' analyses are freely available through 
the mass media--TV, radio, newspapers, the Internet, and magazines--
and to the clients of brokerage houses. The experts are themselves 
rated. For example, The Wall Street Journal's annual "All-Star Analysts" 
section evaluates the performance of analysts who specialize in different 
industries and the overall performance of their brokerage houses.26 Other 
experts offer their skills through the mutual funds they manage. These 
experts, too, are rated in readily available and understood information 
such as the mutual fund ratings of Forbes and Consumer Reports.27 
Investors use this to reward recent good performers, by allocating more 
money to them, and less to poor performers.28  

The growth in information retrieval services, especially the electronic 
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information retrieval component which increased by over 100 percent in 
one year,29 will support the continued efficiency of the market. These 
services are estimated to grow from their 1997 level of $19.8 billion to 
$42.4 billion in 2002.30  

The SEC: The "Truth" Agency  

Many knowledgeable observers contend the U.S. Securities and 
Exchange Commission (SEC) is a critical element of the efficiency of the 
securities markets.31 (While the issues of state insurance commissioners 
and state vs. federal regulations are important, they are beyond the 
purview of this report.) (See Sidebar A.)  

The SEC was created in 1934, to much fanfare, during the administration 
of U.S. President Franklin Delano Roosevelt, to correct the woeful 
abuses of small investors in the markets: insider trading, stock watering, 
nonexistent or misleading information, and outright fraud.32 The hope 
was that the SEC would restore public confidence in the markets and 
succeed where lax, inconsistent, inadequately funded state "blue sky" 
regulations-- meant to check promoters who would sell "building lots in 
the blue sky"--had failed.33  

Regulation of securities was not a new idea. As early as 1285, the 
English King Edward I required licensure of London brokers.34 Much of 
this early regulation relied on authorities to evaluate the worthiness of a 
security before permitting its public sale.35 But, from its inception, the 
SEC, unlike its predecessors, was not a "merit" agency. As Roosevelt 
noted: "The Federal Government cannot and should not take any action 
that might be construed as approving or guaranteeing that . . . securities 
are sound. . . ." Rather, the SEC was to insure full disclosure of all 
material facts about the securities. In Roosevelt's words, "It puts the 
burden of telling the truth on the seller."36  

There was plenty of truth waiting to be told. At the time of the SEC's 
creation, there were minimal requirements for listing of securities on the 
stock exchange and no source of generally accepted accounting 
principles. Information disclosure was limited and not subject to 
oversight. In 1923, only 25 percent of the New York Stock Exchange 
firms provided reports to their shareholders.37 Sound familiar?  

To put teeth in its mission, the SEC was given the power to enforce "truth 
in securities" (the Securities Act of 1933) and to regulate the trading of 
securities in markets through brokers and exchanges (the Securities 
Exchange Act of 1934). Firms that trade their securities in inter-state 
markets must register with the SEC and file regular information reports. 
Exchanges and inter-state brokers must also be registered. The SEC 
also reviews the rules for market operations and requires that brokers 
meet minimum capital requirements and submit information about their 
transactions. The 1934 act also protects investors against deceptive 
practices.38  

These SEC powers to regulate information and the functioning of the 
securities markets are key elements of the efficient U.S. markets.  

The Private Sector Sources of Information  

The information that lies at the heart of the efficiency of the markets wells 
from the delicately balanced interaction among three private sector 
groups: the firms, the FASB (Financial Accounting Standards Board, the 
accounting information standards promulgator), and the accounting 
profession.  

The presence of three different groups provides checks and balances 
and fuller consideration of diverse points of view. Unlike a government 
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agency, this troika does not sing out of one hymnal. And their private-
sector nature requires political and financial support for their continued 
existence. If they hit a sour note with their diverse supporters, they can, 
and have been, forced to change their ways.  

The SEC recognized the following advantages of ceding some of its 
authority to disclose information to the private sector:39  

 Practicing accountants were closer to the firms and thus could more 
accurately identify emerging issues. 

 The involvement of the private sector in creating disclosure 
requirements would encourage greater compliance than government 
mandates. 

 The SEC could more readily audit the work of the private sector 
information disclosers than its own. Involvement of the private sector in 
disclosing information would resolve a conflict of interest for the SEC.40 

The Firm  

Much of the information emanates from the firm itself: Organizations 
registered with the SEC must disclose both financial and nonfinancial 
information in routine reports, including the firm's financial statements; 
management's discussion and analysis of performance; disclosure of the 
top executives' compensation; and evaluation of the firm's various lines 
of business.  

Although the firm's managers prepare this information, they must use the 
methods promulgated by the FASB and its predecessors to measure 
some financial statement items. (The SEC had legal authority to specify 
these accounting standards but, with active oversight, it generally relies 
on the FASB to do so.)41 The managers hire an independent accounting 
firm to audit whether the financial statements have been prepared in 
accordance with the generally accepted accounting principles (GAAP) as 
defined by the FASB and others. The generally accepted auditing 
standards that guide the auditing process have been defined by the 
American Institute of Certified Public Accountants' Auditing Standards 
Board.42 The auditors render a formal opinion of the firm's financial 
statements. If the information deviates from GAAP, or if the auditor 
cannot issue a clean opinion for other reasons, the SEC may well 
suspend trading in the stock and thus bar the firm from access to the 
capital markets.  

The FASB  

Because the FASB is a private, nonprofit organization, it lacks the 
stability of tax-financed government organizations. To survive, it must 
earn sufficient revenues to cover its expenses and the respect of its 
constituency. These results are not so easily achieved: Two predecessor 
organizations to the FASB folded in part because they could not reach a 
politically acceptable consensus on specific accounting standards.43  

The FASB was designed to remedy some of the structural problems of its 
predecessors.44 Unlike them, it was an independent, well-funded 
organization, sponsored by a nonprofit foundation whose board 
represents auditors, businesses, users, and the public.45 Its $16 million in 
1997 operating revenues were derived primarily from publication sales 
and secondarily from contributors, such as accounting groups and private 
sector businesses.46 To provide independence, the FASB's board 
members serve a full-time, five-year term at handsome rates of pay.47 
Although they are all well-versed in accounting, they come from diverse 
backgrounds, including large and small accounting firms, financial 
analysts, accounting academics, and industry.48  
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In recognition of the political, consensus-building nature of its mandate, 
the FASB's process for issuing an accounting standard elicits 
widespread, thoughtful responses. The process is completely public and 
repeated rounds of exposure drafts encourage wide participation.  

As a result of the open, elaborate standard-setting process, FASB's 
standards incorporate diverse points of view in an acceptable political 
consensus. This process is crucial to the FASB's success. Although 
accounting techniques were codified in 1494 by the mathematician Luca 
Pacioli,49 as in health care, a conceptual foundation that can clearly 
adjudicate all measurement disputes still does not exist.50 As a FASB 
chairman noted, "Accounting, like law, is an art whose rules are not 
susceptible to. . .tests of validity. . . accounting is rather a convention 
supported by general acceptance, consensus."51  

The Accounting Profession  

The independent accountants who audit the financial statements 
represent yet another important check and balance in the process of 
providing market information.  

Certified accountants are professionals who must fulfill stringent 
examinations and educational requirements.52 They frequently work in 
one of the Big Five accounting firms which, in 1996, audited nearly 80 
percent of publicly traded firms.53 Accounting firms can be held legally 
liable for negligence, fraud, and breach of contract.54 One firm, for 
example, was required to pay up to $110 million to the creditors of the 
bankrupt DeLorean Motor Co. for negligent auditing, on top of a private 
$35 million payment to the British government.55 Accountants have been 
found criminally liable for misstatements in cases even where they did 
not directly benefit from them.56  

Accountants are thus subject to three powerful pressures: Their 
profession's standards of ethics,57 the marketplace (accountants must 
satisfy their clients, the corporations that hire them), and their legal 
liability.  

Impact of the Private Sector on the Quality of Information  

The managers who prepare a firm's information disclosures are subject 
to many checks and balances. On the one hand, they may prepare 
financial statements and other information disclosures that reflect their 
distinctive economic circumstances. Although they must use FASB 
standards, these are typically not straitjackets: Similar firms may account 
for similar circumstances in substantially different ways.58 On the other 
hand, corporate executives face substantial legal liabilities and the wrath 
of the SEC for failure to disclose material events. And if their auditor 
decides to resign or they decide to switch auditing firms, the SEC 
requires a public filing and explanation of the reason for the change.59  

Although this process can, and likely will, be altered, two characteristics 
are central to its success.60 First, the private sector organizations must 
satisfy their constituencies or, like the FASB's predecessors, they will 
cease to exist. Second, the many participants in the process serve to 
promote the perspectives of diverse interest groups that are essential for 
fair and complete information disclosure.  

The Users of Information: The Markets  

The SEC's oversight of the markets in which securities are traded also 
helps to promote their efficiency. These markets are roughly analogous 
to the markets in which employers purchase insurance on behalf of 
employees because, as in the health insurance markets, people invest 
through registered brokers. The analogy is limited, of course, because 
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unlike investors who could choose their own brokers and the securities 
they wish to purchase, most employees currently have only a limited 
choice of insurance options. Nonetheless, employers run the risk of an 
unhappy workforce if they ignore their employee's preferences when 
selecting coverage.  

Different Strokes for Different Folks  

The securities markets' efficiency has not been achieved through cookie-
cutter SEC market requirements. The many markets in which securities 
are traded have traditionally differed considerably in their operations. For 
example, prior to their merger, the American Stock Exchange (Amex) 
used a central specialist auction system of trading, while the Nasdaq 
relied on dealers networked by computers. The rules for market 
participation differed too.61 Not surprisingly, the exchanges differ in their 
successes. The Nasdaq options trading foray failed but its 1997 stock 
trading volume amounted to 648 million shares daily. Conversely, the 
Amex accounted for a whopping 25 percent share of the options market, 
but traded only 25 million shares daily.62  

The vast amount of public information about these markets enables the 
intensive scrutiny that improves their efficiency. For example, a critical 
academic analysis of the bid-ask price spread on the Nasdaq prompted 
an SEC investigation and ultimately findings of price rigging. In response, 
the Nasdaq agreed to spend $100 million to improve its regulation63 and 
investors are likely to reap more than $1 billion in settlement of a class-
action suit.64 The information also helps Congress to monitor the 
markets. U.S. Rep. John Dingell's (D-MI) investigation of a Nasdaq 
company whose stock price plummeted ultimately caused the SEC and 
Nasdaq to improve their operating procedures.65 The best, and most 
important, monitor is the public. As the New York Times noted, ". . . It is 
the rising power of [average amateur American investors pouring their 
money into mutual funds and retirement accounts that have made] the 
fairness of stock trading systems a populist political issue. . . . Advances 
in technology have made it far easier for regulators, professional 
investors, and even amateurs to figure out who is getting a fair shake."66 
By August of 1998, the SEC received 120 daily e-mail messages from 
the suspicious on-line investors who were the agency's largest source for 
Internet investigations.67  

Competition  

Competition among sellers of securities also increases the fairness of the 
prices on the markets, abetted by the SEC's deregulation of fees.68 For 
example, when the firm E*Trade first established its own Web site for on-
line stock trading, its low $14.95 commission quickly attracted millions of 
trades. But, by April of 1998, E*Trade's on-line competitors had cut 
commissions to less than $10 a trade.69 And when the SEC forced the 
Nasdaq to open its data systems on bid-ask spreads and to permit 
private trading systems to post their prices on Nasdaq's system, a new 
breed of "guerrilla marketmakers" emerged. As the profit margins of 
traditional marketmakers plunged, decreasing by nearly 50 percent in the 
period 1993-1997, investors saved $20 billion in 1997.70  

Such competition is spurred by comprehensive, easily available 
evaluations of transaction costs. For example, SmartMoney's Interactive 
Web site recently ranked Brown & Co. the "best on price," with a 
commission charge of only $5 a trade, while Charles Schwab was rated 
the "worst" with a commission of $116.06 for the same transaction. 
Nevertheless, in the first quarter of 1998 Schwab claimed that it grew 
probably more than all the discounters and on-line firms added 
together.71 Why? Likely because consumers value the research and 
other services it offers.72  

The impact of information on these favorable market characteristics is 
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highlighted by an analysis of security markets in developing countries. It 
revealed that in early stages of market development, improvements in 
information convinced creditors to lend more. As the markets matured, 
firms substituted equity for debt financing. The overall impact of the 
information was to lower the cost of both debt and equity capital.73  

How to Make it Happen: Translating the Lessons of the SEC 
to the Health Insurance Market  

The U.S. securities markets are successful in precisely the ways that 
health insurance markets should replicate:  

 Prices are fair in the sense that they reflect all publicly available 
information, despite the inability or unwillingness of many buyers to avail 
themselves of this information. 

 Buyers use this information to redirect capital so that it rewards 
productive firms and penalizes unproductive ones. 

 Information and competition continually reduce the transaction costs of 
buying securities. 

Societal Consequence of SEC-like Regulation  

The presence of these characteristics in the health insurance market 
would achieve two important social goals:  

First, they would divert capital from health insurers that offer a bad buy to 
those that offer a good one. The bad buy insurers would shrink or 
improve. The good buy insurers would flourish.  

Currently, many complain that health insurance is a bad buy. The 
allegations take a number of forms: Too little is expended for medical 
care and service 74 --unfair, inconvenient, horrific restrictions abound; too 
much is spent on administrative salaries and returns to capital; and, 
paradoxically, too little is returned to capital.  

These complaints cannot be easily evaluated. Wharton's Professor 
Patricia Danzon convincingly pegs the administrative costs of large-firm 
insurers at 5.5 percent to 30 percent or more for firms with 20 or fewer 
employees. Are these excessive? Single-payer advocates maintain that 
administrative expenses, which they estimate at 25 percent-48 percent, 
are a dead loss; but Danzon contends that competition among insurers 
likely lowers costs and inhibits adjustment of premiums at the consumers' 
expense.75 (Although the appropriateness of administrative expenses 
appears moot, the hefty compensation of some HMO executives takes 
one's breath away. While Oxford Health Care's providers were left 
languishing for payment,76 the 1996 compensation of its CEO was $29 
million and the total compensation of the top five executives was $58 
million, exclusive of unexercised stock options.77 A study by Graef 
Crystal, a noted compensation expert, concluded that managed care 
companies paid their CEOs 62 percent more than other comparable-
sized firms and 35 percent more than their stockholder performance 
warranted.78 )  

Complaints about the industry's excessive profitability ignore the 
industry's risk--after all, a deep sea diver should be paid more than a 
bank clerk to compensate for risk--and were not as relevant recently 
when many managed care organizations were operating at a loss, as in 
1994 when the ostensibly nonprofit Kaiser Permanente earned a 6.7 
percent profit and, in 1995, when Oxford earned a 5.2 percent rate.79 And 
yet, paradoxically, some health insurers were severely 
undercapitalized.80 For example, the $39 million 1992 capital balance of 
New York's mammoth $7 billion Empire Blue Cross- Blue Shield 81 was 
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comparable to an elephant's balancing on the edge of a razor blade.  

Complaints like these are not unique to the health insurance sector. The 
U.S. automobile sector, too, was characterized by years of poor quality 
ratings; doubt about its leadership; and serious concerns about the 
financial stability of Chrysler.82 But U.S. automobile consumers could act 
more decisively than health insurance consumers because of the 
widespread availability of quality and price information. The information 
redirected capital from bad buys (U.S. cars) to better buys (foreign ones). 
Nor was the process static. Poor results caused dramatic improvement in 
the quality-to-price ratio of U.S. cars, Chrysler became a strong 
company,83 and weak dealers disappeared.84 All in all, information 
improved the entire sector.  

Similar results were obtained when New York State required the 
collection ans dissemination of risk-adjusted mortality rates for hospitals 
and surgeons for coronary bypass surgeries. As a result, statewide 
mortality rates dropped.85 Widespread availability of information will 
similarly impact the health insurance market. Insurers that offered 
inappropriate quality or risk relative to their cost would shrivel or improve; 
health insurers that offered good buys would flourish.  

Second, they would reward and punish effective and ineffective 
purveyors of health insurance.  

Currently, the magnitude of transaction costs for purchasing health 
insurance is a bit of a mystery. One health insurance broker estimates 
the expense of designing policies, communicating and advising 
enrollees, and handling renewals for a 40-person company between 2 
percent to 2-1/2 percent of the total costs. When pressed for more 
specific data, he said, "Asking about this kind of stuff is like asking the 
military for their nuclear weapons plans. It is not top secret--or it should 
not be--but it is treated that way."86 Tracking down comparable prices for 
health insurance policies is also a major research undertaking.  

Contrast this mysterious effluvium with the clarity of information about the 
transaction costs and prices of securities. For example, the online broker 
E*Trade openly compares its transaction costs with those of other 
brokers.87  

In the securities markets, investors can readily evaluate the services 
offered by their brokers relative to their costs. As a result, discount 
brokers flourished and full-price brokers were forced to offer their 
customers additional services, such as proprietary research and 
analysis.88  

If purchasers of health insurance could readily access comparable 
transaction cost and price information, they, too, would benefit from 
competition among brokers. Some would offer only low prices, while 
others would provide extensive research analysis of the merits of various 
policies, among other services, to justify their fuller price. If these 
analyses were publicly available, the health insurance analysts would be 
rated with evaluations comparable to the Wall Street Journal's "All-Star 
Analysts" list.  

How To Make It Happen  

The key to achieving these desirable characteristics in the health 
insurance market is legislation that replicates these essential elements of 
the SEC model:  

 Registration: The SEC requires firms that want to trade their 
securities in interstate markets and all such market-makers to register 
with the agency. A corresponding health care agency would oversee the 
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integrity and require the public disclosure of information for health 
insurers, the policies they issue, the services they provide, and the 
interstate markets in which such insurance policies are sold. It would be 
armed with powerful penalties for undercapitalized, unethical, misleading, 
and fraudulent market participants. 

 Private Sector Disclosure and Auditing: The SEC relies heavily on 
private sector organizations to supply financial and nonfinancial 
information, standardize its measurement, and audit its integrity. The new 
health care agency would delegate the powers to derive measurement 
principles to an independent, private nonprofit organization that, like the 
FASB, represents a broad constituency. The agency would require 
auditing of the information by independent professionals, who would 
render an opinion of the information and bear legal liability for 
misstatement and full disclosure. 

 Private Sector Analysis: The evaluation process is primarily 
conducted by private sector analysts, who disseminate their reasoning 
and frequently divergent ratings. To encourage similar private sector 
analysts, the new health care agency would require public dissemination 
of all health insurance prices and related transaction costs, and the 
characteristics of the policies, such as quality and customer satisfaction. 

How Not to Make It Happen  

Unfortunately, many of the well-intended proposals to achieve patient 
protection undermine one or more of these essential characteristics. (See 
Sidebar B: The Real McCoy.) All too often, the health care regulator(s) 
would evaluate and micromanage health insurers and the markets in 
which they operate. Many would grant the government regulator 
substantially greater powers than those exercised by the SEC.  

 Government-controlled Disclosure: Disclosure requirements would 
be prepared by governments, not the private sector. The open FASB 
process that incorporates professional criteria and the perspectives of 
many different interest groups would likely be compromised with 
government promulgation of the measurement yardstick. After all, while 
the FASB's private sector status requires the respect and financial 
support of many constituencies for its continued survival, these are much 
weaker motivational forces for a government agency. 

One voice may be substituted for many.  

 Government-controlled Analysis: In many proposals, the agency 
will prepare benchmarks or standards of achievement, sometimes even a 
report card. When health insurers and brokers are thus required to sing 
out of the same hymnal, innovations in health care may not be 
recognized and may well be discouraged. And the importance of the 
many analysts who provide evaluations to investors will be curtailed. 

One perspective may override those of many.  

 Government Micro-management: Many proposals require health 
insurers and insurance markets to comply with enormously detailed 
managerial requirements. The likely result? Lack of innovation. Wave 
good bye to the Dick Fosburys of health services and insurance. 

One managerial vision will be substituted for many entrepreneurial ones.  

All of this is not to say that government action is not required. To the 
contrary, the much-abused U.S. health care consumer needs, and wants, 
government protection.89  

But the present crop of patient protection bills is unlikely to fully achieve 
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the results in the health insurance markets that the SEC legislation 
achieved in the securities markets. Indeed, it may inadvertently cause 
government protection to cross the line from providing helpful information 
and oversight to causing paralyzing evaluation and micromanagement.  

God is in the details.  

Sidebar A: 
Is Government Needed for an Efficient Market?  

Is government regulation of information disclosure essential to the 
efficiency of markets?  

In a classic 1964 article, the great University of Chicago economist 
George Stigler answered that question with a resounding "no."a In this 
view, information is like any other competitive asset: If it is beneficial to 
the firm, its managers will advertise it; if it is detrimental, the firm's 
competitors will trumpet it; and, if it exists, whether good or bad, analysts 
will ferret it out. No need for the government in this arena.  

As is usual in works of such significance, Stigler's and similar analyses 
were widely criticized b and other credible studies reinforced the 
important role of the SEC. For example, an analysis of the pricing of 
initial public offerings of stocks demonstrated that SEC requirements had 
a significant downward effect on the prices.c Despite the unusually 
abundant presence of intelligent research, this issue cannot be settled 
solely on the basis of empirical analyses. Is there a theoretical basis for 
government's presence in the information market?  

To my mind, two compelling reasons exist. First, the public good nature 
of information disclosure enables free riders to benefit without paying its 
costs. When information is disclosed to the public, everyone can benefit 
from it. Because the disclosers cannot price the information on the basis 
of the benefits that these users derive from it, they lack incentives for full 
disclosure.d As an example, some corporate executives have complained 
that the competitive information in FASB's line-of-business disclosure 
benefits the firm's rivals, with little net benefit to the stockholders.e 
Clearly, if left to their own devices, these executives may not disclose this 
important information. Absent government regulation, the quantity of 
publicly available information will be undersupplied.  

Then too, absent regulation, disclosure may favor some recipients and 
exclude others.25 Such selective discrimination, however temporary, 
violates our national notions of equity. Regulations that penalize insider 
activity and require simultaneous dissemination of information level the 
playing field.  

Some also argue that the government disclosure of public information 
may cost less than the sum of the costs of many private disclosures of 
the same information. But if the economies of collective action are so 
powerful, an industry group could attain them as well as a government 
organization.f  

Endnotes for Sidebar A  

a. George J. Stigler, "Public Regulation of the Securities Market," Journal of Business, April 
1964, pp. 117-142. Reprinted in Gary John Previts, The Development of SEC Accounting 
(Reading, Mass.: Addison-Wesley, 1981), pp. 143-170.  

b. For a similar analysis see George Benston, "Required Disclosure and the Stock Market: 
An Evaluation of the Securities and Exchange Act of 1934," American Economic Review , 
vol. 63, no. 1 (March 1973), pp. 132-155. For critiques, see, for example, Nicholas Dopuch, 
"The Capital Market, The Market for Information, and External Accounting," Journal of 
Finance , vol. 31, no. 2 (May 1976), pp. 611-630 and Edward Deakin, "Accounting Reports, 
Policy Interventions, and the Behavior of Securities Returns," Accounting Review , vol. 51, 
no. 3 (July 1976), pp. 590-603.  
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c. Sela Tinic, "Initial Public Offerings," The Journal of Finance , vol. 43, no. 4 (September 
1988), pp. 818-819.  

d. Joseph E. Stiglitz, Jaime Jaramillo-Vallejo, Yung Chal Park, "The Role of the State in 
Financial Markets," World Bank Research Observor , 1993, pp. 16-61.  
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f. William H. Beaver, Financial Reporting: An Accounting Revolution (Englewood Cliffs, N.J.: 
Prentice Hall, 1989), p. 191.  

Sidebar B: 
The Real McCoy  

For example, in "Promarket Regulation: An SEC-FASB Model," Lynn 
Etheredge proposes a SEC-FASB mechanism for the health care market. 
a While his general proposal is fine--health information is virtually an 
oxymoron today and markets cannot function efficiently in the absence of 
information--his detailed specifications for the health care analogue to the 
real SEC may not replicate the results achieved in the securities markets. 

The SEC provides the environment for what I dubbed DADS in a Harvard 
Business Review article, "Can Public Trust in Nonprofits and 
Governments Be Restored?": It facilitates the d isclosure of information, 
the a nalysis of that information by management, and the ready d 
issemination of that information to all market participants through its 
power to inflict painful sanctions against corporations that seek capital 
but that fail to disclose, analyze, and disseminate information about their 
performance.b Etheredge's version of the SEC-FASB model blurs the 
distinctions between information and evaluation, between oversight and 
micromanagement. For example, as his analogue to the FASB, he 
proposes a Health Care Quality Assessment Board to evaluate quality, 
and he would require his analogue to the SEC to evaluate health care 
benefits and problems in coverage.c But the real FASB does not assess 
the quality of the output produced by corporations, nor does the real SEC 
evaluate whether the markets for the products that corporations sell yield 
effective, efficient outputs. Instead, they ensure the provision of reliable, 
useful information that participants in the market can use to perform their 
own analyses.d  

This misinterpretation is more widely held. For example, a senior health 
plan official said: "If a FASB-like board had been around during the furor 
over how long new mothers can stay in the hospital . . . we would have 
brought forth research, looked at the pros and cons and had a much 
more reasoned debate. . . ."e Notes a leading accountant: "To think that 
the FASB would have something to say about length of stay is pretty 
farfetched."f  
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d. See, for example, Regina E. Herzlinger and Denise Nitterhouse, Financial Accounting 
and Managerial Control for Nonprofit Organizations , (Cincinnati, Ohio: South-Western, 
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e. Marilyn Werber Serafini, "Micromanaged Care?" National Journal , vol. 29, no. 50 
(December 17, 1997), p. 2506.  

f. Correspondence, Robert Forrester, Pricewaterhouse Coopers, to Regina E. Herzlinger, 
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