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- Price Per Unit x Number of: Units-Phrchased pelicies aimed at

controlling one will not necegsarily control the other, given such

factors as increased demand dpe tc grewth in health insurasnce, SN
including Medicare and Hedicaid, and prod;/tzon costs resulting froa

‘ 0gy. lack of systematic - -
policy coardination also bindexs control. It is recommended, ihen,? -

e

that policies to limit hcspital expansion and tc zegulate rates be 9<§

Lap¢enented in concert,'along vith review mechanisss tc. reduce

‘J ﬁ'znappropr;ate service utxlzzation in cosbination with polxc;es thaz }

leaa to a relatively scarce supply of hcspital beds. (CP)
—_— ".s\‘

"‘. r ] , E . ) ) [ ‘. ‘<-f' ’ . . 4.’-.. ._.‘_ ‘ “- ] AN

-

*#t**##tﬂt‘****#**#*****t****#ﬁtsﬁﬁﬁ##*##*ttit****#**#**##t*##********$
R

¥ Repraductiong,supplied by EDRS are the best that can be. pade

ok . from the criginal document. v S
natttttatttttgwmttntittt‘ntttwtttttstn**¢t¢¢¢*ttqftwtasittt*t***tﬁtiv*t

N . .
R ST L " . :
- . . - . - - . + . . .
$ ¢ . c f : . . - e, : e e
: : : PR ot . ‘. . C. .
N - . \ L . : . . ¢ e : « . . o
- P . . . - B .‘ N . N . . . - .
~ . | . : . : . s te
provided by ERLC [ . ‘ . . ! . ’ : - ¢ o
. . + . N . ¢ - . N R . .

o . oo
. . . ) )" K . e . )

./“ . N . . i

* "

L

i'*'

PN



P

Y DESCRIPTION AND ANALYSIS OF RISING - *
. - HEALTH CABE EPENDITRES .

A0
LN
.
-
.

<" Edtension Studies g7 e R
R ' Decmber ve . i

?’i

-
e .

S '!his puhlication 18 one plrt °f a 1‘1?89-1? “-d“‘:“m“l program. the
L, c:o-mity Health Services Project, which was funded under a SpeCial '

Projnctﬁreement with USDA, SEA, pxtensinn Service. - P

o 'I‘he Pemwylvmis Coo;:erative Extension Service offers. educational
T progrm and, ‘materials without regard to race, color, ‘8eX, . or national

/

™M otix.in and 1s al:o t,n equal opportunity mployer. T
Q RS o ‘ﬁ,s DEPARTMENT OF NEALTN, . I e S -,"PERM!SﬁI_DNTO REPRODUCETHL&"" '
LU : " EOUCATION & WELFARE St o ST -MATERlA.LHASBEEN GRANTEDBY
V.

Mﬂouskmnwuuow i N .
- EDUCATION | - i‘ . S

a . *

> I ) . THIS DOCUMENT HAS BEEN nenm L - . . o
S : , DUCED EXACTUY Ay RECEIVED EROM & s
ol . THE PERSON OR ORGANIZATION ORIGIN- - ‘ K ( :atgl ‘ Bld ﬁh Ek
: ATING IT PQINTS OF VIEW OR OPINIONS [ . )
o "z;A‘;EDDO NOT NECESSARILY REFRE- - R N 2 .

" Q . C SENTOREICIAL NATIONAL INSTITUTR OF S <! Co
‘ERIC .~ KOUCALION POSITION OF moLicY  © - " YOTHE EDUCATIONAL RESOURCES

, 2. T e : o o ... 1. INFORMATION CENTER (ERICL"

- - o . Lo o »

A Lo
(S



- + - . L)
N . T 3
-~ t
L]
3 (Y ) P ! N v
- it ) . ] j
1 P . . -
[ -
~ N -
-~ . - .
) s . . .
- X
. - D
. . L
- » \ = "~
~ ’ -
- ) .
 J . o ‘
s o,
) ‘ - . ;
Y ~
. ) ‘ . : .
< . - : .
‘ : . -
‘ . e

. "= A -

- . . :
< ‘. | . * '
5 \ o . ' .

3 ) y : ‘ R “ho ‘
,‘; a o “—«\ - N\. = - A . .:_ . - Se
» * R 'WS ! ‘ v i .
!\““‘ - » i . * “ . A
" . . - a v & ) » : .M‘
. -~ : K i - . . . “* ‘# "'.;‘Lf
e L
‘ ~ . . ‘( - R 5:;\
: . ar :
Y ” ) L& .‘
i ‘ > N o Ny
- ’ - ' 4 & ~
w 4 W ) R , :
! p . : .
. o ¥
) 4 ~— - .
: Y a . . ...\...:
ot : * , T a N .
. - '\. ' . ..
1 - . [ ‘ -
R . ’ ; ' ) ’ . ’ N
! San M. Cnrdes is an Assoc.iate Professar of Agricultural Economics - R
at The Penusylvania State University. He received his B.S. from -
~ South Dakgta State University (1967) and his Ph.D. from. Washington -
‘State University (1973). His major professional interests’and : L
, -activityes deal with the socio—ecanomic aspects of rural health . .
o care de very. R . . L SR
b l - : . R . : L ,‘v
',&; ' . ) - * ' . .
! . . > RPN \:' . o A - ‘-
‘ - ! - . : ' N
| - o ‘ | . o . _ o ,\
- s - ﬁL - B 4 . o
M - I . . \ | ‘. ' ' ‘ .
ST . a o
. - - ' ¢ A . : ot <o
!. ‘k " - ;( ‘A-s' ¢ \‘\ * R Y . Lo
. « - r . “ © R - : ) . . o
<y * - . T T J ' R +
o~ - r, . T T
‘ - ' . Ve ’ ) - . L
" ;‘ f A : . “ v‘
¢ ' v . . \ . .
AT : - - B = =
’ Y e ¢ - o . e S
- N
. .. . . » .-‘
: BT R



o ‘ : ‘o < - ' 4
= 5 IR
) ¢ - CONTENTS ST
o M - AR  Page- o
¢ oor i : b
List of Figu:cs AL R AR SRR © v
List/ Of Tahlﬁs: - - ..ﬂ,. » .Q,‘ - L ] . . .. ” - - [} . [ ] ) [ . ! L. .0 ;i ‘ )
. l. . - ' % | ! T . ! . e - . ‘ o -
IntI'DductiDn. LI } . e ‘, ,.. . n«_ LR c" . ‘o- e o e 8 = o ‘.'.‘ . « & @ .'. vii .
RE Why the aneern with B.ising Realth Care Expenditures? R S
2. A Dcscriptiocucf the Nation ‘8 Health Care Expengitures.'. .« oo - c‘ 4:“
. oo > By o
L ‘ﬂHow Much Is Spent on Health Care? T . 4
. _ Uhat Health Care Services Are Purchased?. C e o0 e s . 6
| ~,,How Are Health Care . Serviccs Financed? . . 3.;‘n‘.:Jk\fp‘$ .9
. 3.,7A Simple Foqmula fot Analyzing Health Carc Expenditures .. 4*13fi
e Rcasons Behi?d R:Lsing Health Care Expendit}.tres. N ¢ 3
R Cost Of PrOductiQnu € o o e -‘L_ - . - . e .c‘ . v e “n'q o '. . 0 llg o
Mical TeChnelogYo_,.. . R .. "'.» “,- . v.‘ v e . ’-- L L e e . ) ZO "
4, , o . ‘
Pricgs Paid by Providers for Their Inputs e 8 g e e " ;251,
| Efficiency In tug Use of Inputs . ._.‘;‘i ..;{c .. « e 27
: Dm‘l fOI’ Health SeWiCQSA . .. o‘. ,“ ‘o Ve "- o , ® S ee @ [ n ;— 5‘ 38 . . ‘
) Y *w He‘lth Sé&tus Df the Pomlation . ‘ « 9 e .' . . o " e . Q . 38 ’
. A - S . \
‘ Ahility and Wiliingness to Purchase Health Gare .' 3:.'; .39 g
LA Proposed SQlutions gor Curbing Heclth Care, Expenditures'.ﬁﬂ . o 44
Reducing Cost af Prcducticn .‘.;g .. ;'._? . o ﬁ‘i”;cL;, L &Zc
. ~.?;‘ Monitoring the- Introduction nf New Hedical Technology', : n 7&4
A—Rnducing‘Prices~Pcid-b% Providera—for Their Inputs. O Y L
. 8 N
; Increascd Efficiency In the Use of Inputs .o .;.f;r- g) .46 -
The Alternct ve of Government Provision . 34
- ‘_L‘J'.. v ) ~1. :.. o . ‘.“‘ :‘ -
P - R AZA .
‘ o ’ o R . | R b
‘ - i | ) ;1 a3 ) ) *
. . . M :



IIPrOVing uulth st‘t“’ * ._-_ e o o. e v e
Reducing the Abilit:y an.d Uillingneu to Purchane
‘e w. . oo'- ‘-_9_- . . q.-c_-‘c

6. Sunurynnd Concluliom T IR R AP R
b1 LU
. \' . N * -

‘ /.
Referénces. . . .

N .
\ -
Al r JQ - .
s . -
; - K 2
.
. sh -
0 + LA -
.- . - % 4
- . ] .
. &
3 ' ) .
L .
e : - .
. : "
. Lt
- v -
. ! .
- a

Reducing the Deshnd for Hulth Care .
AR B R

'L}

- Health Care . . .

]
/ .
|
!




T - = P ’
w o . -
AT N LR o X
i’ 1 * 4
.
: 4 .
Foa v . '
] [ ) . y
;’ . . - - v Cox
. .
) - TN .
A L. . S
| K . T
* . .
.f . L ) { R . £ .
‘ A ' . i . - ) . L Y .
J » . ¢ ’ ) .
! 2 ) e - R .
; x / -
i : : . R T
L M
1 “ ’ i ‘
. - :\‘ F L
xi . ' . N “ L
! : . N AR ]
! N | . -
. .
x5 v { | -
’ ) , .
. : B
. 3 * « ar
/ B
' . S . .
( ) 4
N @ «
i
C ot LY L
) ./ »
! K] /’ #? - -
, ; - .
..... * —— ) . .
. o
'.‘ .
- -
v
- =
.o ~ s <
"v o .- -.. ‘w iY ,
. - ;'. - N
o P . L.
M . N .
. * .
- ~ ‘
* s .
,
¥ - -
f
! ]

$L  Figure 1
R Naticnal Healt

.

¢
’

S ( g
L Pisure . -
o Pcr Capit:a Hult.h Expenditure.s Age, Race, and Income. T
Fiwre . ‘ ‘ - '- o .» . o ‘ | ‘__.. . -A
R Sourcaa of Fundx for Variws Health Care Expanditures,
. j. " L 1977 ;",. -c e . MR N q" LI S .
< Figure«'o Tay L i .
LI Sumry of Pactors It;flue.ncing- Health Care. Expendituren_
apd Potential So;uripns\fqr.bbde,gatin‘g Expenditures, . + . . .,
' T . - . oot o .
) . '.. - ‘ . L . '
. . ) O
2;f~,\. _ 'A ‘. - ' b }
S : - v R
3 N S ' . ' .“H e ‘ 'c,_. - .
'—f . f - .“\ | ‘
r ' ’

- «
LA

.
r“ v

t

. .

p,

Ciu:e Expenditures :Ln 'Billions of Dollars
and as a E;rcentage of Gross National Product 1950—1977

Ty
-

£ 4T



-
-

Tahle 1

‘ Share of the Health Care Collar Allocated to Specific 3
‘ Services, 1950—1977 . .

"‘Table 2

Personal Health €are Expenditures by Source $f Funds,‘ .
‘o o‘: “--A- c»

1950~1977 . .

'l‘able 3

Average Annual Price Chjn ges for All Goods and'Services
and for Selected Hedi al Caxn‘Services, 1950—1973 . e
.Table 4 .

Utilization of Sflected Health Services, 1957-1976. _—

<
. e @

e o » e ._lv

-

o

-

- -

- *

P

Q -
f £

e e

P
P

v‘.f“

LIRS

}ita .

10

15

e

| Tahla S h . (-Qg -
- Cf : : . LI . < "
For~Profit ‘and Noanrofit Non-Federal Sﬁort~Ierm ( ' |
: HOWit&lB hy 5118, 1973 . Q_ » - . . . c ) .-c e n " e . ,i‘ [y ‘. ’ 31 !
;jTﬂﬂeﬁ ’ "”f)':' h
Average Number of Total Patient Visita Per Hour by Type a .
of Pr‘ctice m SpéCi&lty. 1975 e ‘'@ : Je . e o . LI P . . 3" '
: S r R s
A R | T
ST N N E .
. . . * ’ ~ : I
- W\\"' 3 i " .
/ .‘,- " | - | - ‘“ | , .' .
- j My SR o
R o . ' S . .



- . be the nation 8 singlemoet iqportant bealth care issue.,

-’

- .'-‘ -. . .
. ‘-t,m'. R o

i'hcare and 15 divided into the folloving six chepters‘h

tcare.

ey
¢

*A recent national eurvey found that physicians viewed "the high

[87, b, 36] o

o & r

« o i . )
E o Imonucnon
L e e . o ' | o
*Medical care expeunses are?the single lergest cause of personal - °
benkruptc in the United Statesnﬁéh P 16] -:' e ~

' .cost of medical treatment" as the biggestaprobiem‘in health care delivery |

. *Two of the four besic gprposes Qf the recentl§ eetabiiahed Health P

Systems Asencies foeus on curbing the nation s expenditures for health ,

Ihese purboses are. -
: s '

1. To resé(ain inereasee in the cost of providing health servicee.

-~

ll~12]

kS

\J‘ The above items indicete ghat there 1s 1ittle disagteement that B

increased expenditures for heelth care are’'a major public concern and may

”and what should be done to ;urb their incredse.

This report focueqq.on the iaeue of increased expendituxea for health

P I
4

*wyy thefnoncern with Risins Health Care Expenditures? ; :

‘ *A«Deseriptipn of the Nation 8 HeaIth Care Expenditures.‘le

T 2.f To' privent unnegeseery duplieation of heslth resources [93, pp.‘

Considerably more

v:fdjgigreenent existe on the queetions of why expenditures are increasing, .

C .

‘ '2*A Simvle Forqula fot Analgzins Health Care Expenditdree.,“”'ﬁ\'

- *Beasans Béﬁind Risipg pealth Care Expendituree. S g
'*Proposed, Sorlutione for Curbing Health Care upenduures‘:
*sunnary and Conclusionn. fﬁu R '\'d- o ' "‘ | ._d o <.Q N
- ' ‘ .‘\' “‘“ ) "‘ , . .‘ ' . “ ’ ' . . .
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'© " . uHY THE CONCERY WITH RISING
: |  HEALTH CARE EXPENDITURES?, ¢
| | S

Although heelth ca:e expenditures—-both in total dollars and as a percentage 1}

of Gross Netional Prodnct (GNP)—:vae risen drametically in the past twenty-'J

e /five yearn there is nothing inherentlg wrong with such a situation. Inde&d, o

™

-"; b e N
' chenge in what ‘a society chooses to produce is'a naturnl consequence Of

econoqic growth and development. Compated to the pah@ more dollars and

mOIe of our GNP are aloo Being spent on a, number of other goods and services |

-.‘. o including transportation,»recreation, electricity, and pousehold appliances.
Yet riding health care expenditures seem to be.a focus of particula: concern.
;j?v' ~ Why all the qus? E 'i” T ‘;"" | }) .

'ly;[ There are at. leant two relatrd Teasons why health cexe is singled out

2 'l -

o~

'fot 3pecithconcern, The first reason is the concern‘that society may not

-*

-‘be getting a “reasonable return" from these increased expendituxes. For J'

? exenple, reseaxch indicates thet the health of our population—-nt leaet asl"”"
-

neasured{by vetious denth rates and longevity measures—-appears to be quite B
: unaffected by recent inc:eases in benlth care: expenditures and personnel.
In fact, there in some evidence tbet some of the increesed expenditures

repreaent unnecensary use of servicee~-espeeially surgical services--which
! S *

#7,-f mny create rather than solve health problems [103; zo 50; 53]

The second resnon is that the- quantity of health care associated with

-

a certain exgenditure level (or chnnge in expenditure leVel) éould possibly

T - g - —L————»a——_-———— ———— .____._‘ —_— -
be made available less exgensively. Fundamentally, his is. because the

', "mnrket“ for health care deviates significantly from the kind of merket§\~

«




. . . ‘
- ¥ which chsracterize the American "competitive free enterprise sxgtem."

Euchs describes tth situation as follows. ’(: ‘

b Most indus ries in\the United Ststes consist of profit~seeking
' firms actively engaged in ‘competition with one another. The ‘
f)i ‘fﬂ‘fundamental rationale of the Amerigan- economic system is that

the hope of- profit (and the fesr of 1loss) under conditioms of '

open competition are the ‘best guarentees of efficiency, an . .
appronriete price and rate bf output, add a fair return to the
;‘,‘verious fectors bf P oduction. ﬂ - . . . .
K S 7 The medicel care ind stry is oxganized along radicelly
T~ different lines.  Nonprofit operations are the rule in the hospital
: © o field;- there are severe restrictions on entry and competition in
medical practice, and advertising snd patent contro dominate the

 tharket fdr. drugs {‘55 p. 18].-

‘ Thus, there is no a Rriori basis for believins thst the prices and S
quantities of medical care spnszeqh those that would bepsocially optimal |
'iThe ways in which the mnrket for heglﬂh care deviates from the merkets which ,l
typify the Ametican economic systen do nnt end~with Fuchs 8 list Perhsps
| the most significant deviation is the-relntively insignificant role of the ft

'consuner, One of the most fundamental premises of our competitive econcmic A

L) - - -

systea is that it is the consumer who determinee which goods and services _r

- ) {

”“.to purchase and in what quantities,,when to purchsse, end where to purchase.f

}.
-

-~ In such a8 "scheme the'producer is at the mexrcy of the consumer, snd those

| producers who do not, respoqd to.consuners demands are forced from the-market

- ¢ -

P by their nore responsive and efficient competitors, In the case, of health

- ¢

chsre. except for the initisl decision to seek care, it is the producer xr.

,; '(i e, ptovider) who ¢ither makes.or helps the consumer make the key decihinns

of whnt, vhen, end where to purchsse. In sbcrtw‘the various deviatihnx

.sssocieted vith the heslth care market create the potentiel for at lesst

two undesir;tle situations.$_fj: C v SR 1 L




T2, Even 1f the per unit cost of producing henlth servicee cennot be .};
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The per'unit‘cost of producing hedlth eerviges (e e what H:
R coatg the physician to "produee" an office vigit) could be reduced

if S reduced. the prices pnid by the‘publlc MAY be substantiaily 3reater
Y

oy
S “_ %h;n :he coet of ptoducing those services. ,‘i ;

.-

Ihe first .situation leeds to inefficiency and the second one’ to exceeg profits, -

‘and both problena will contribute to inflated health care expenditures.
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. . ‘ o "[
“ A DESCRIPTION OF THE NATION'S , :
. | HEALTH CARP EXBENDITURES L

In this chapter, infomtion on three key issues’ will be presented. |
r “ . . : ~

1 Howmchisspentanhealth cai:e? o « e L .

2._ What health care services are purchased? o )

'.- a1 ?

L T. 3 Hav,are health care smicea financed?

L

¥ In addtessing these three. issues, emphasia will frequently be placed on . _‘ 0

thges 'in expenﬂitures and finmqins rather t:han q@ining only the curre.nt' . '

k]

situation. .

- A . .- ) ] . .-
. 'Y .

" How Huch Is Sgent on Health Care? T

.

a Betueen 1950 and 1977, the nat:i‘\x s health care expenditures have multiplied

| about« fourceen tines—-frou $12 billion to $163 hillion (Figure 1) Alr.hnugh '
part of t.his increase is - due to t.he faé: that :hingtion's population hag
grovn, the increaae 1n Rer capit:a expend;,tures is also phenomenal—-from $'18

_ pe::B persou in 1950 to $737 in- 1977* [41, p. 5] Of courqe :Lt can be a.rguéd
R that’ these increasef are not more of a burdem if thg nation s (or individusl s)
| abilit:y to pay for haalt.h sewices hu incressed at the same ~ra£‘e. GNP. the "
mt common measure of a nat:ion 8 "sbility to. pay," has, in‘ fact, increased\ | ' .
significantl;fsinee 1950 but mt as rspidly ;m health care. expenditures.‘ Figure,';
/' ‘ 1 iudicates that t:ht\. percentage of GNY allocatad tor health care axpe.nditure.s v
| incrcased from 4. 5 Percent qp’S 8. percent between 1950 and 1977. | k

It is importa.qt to mote t:ha: per :apit:a expenditures vary significcmtly

4o

| depending ‘upon. one s age, race, :ancme. and place of residence ;[65] For : -
exuple, in 1969 (the htent year for vhich state estimates are available)\ |

e L T

‘ _per capiﬁ.”expendi:uras ranged fron a low of $138 “in Mississgppi to a high .-““*ffﬁ
: )u will be shmeix ‘in Ctmpter 3, some of this incrma is to be e.xpected\ due

to the general inflationary trend in the economy. However, even after adjusting :
for inflntion. per capita e.xpendit.ures for health care have increased grmtically.

! ‘-" ' - ‘:. ' . . .

-

) g T
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e ?'t of 5366 in Hassnchuse;ts [99. p. 16] Var*stions hy age, raceg and income SN

.fﬁ,;_~ are ahcwn in {iguge 20 As uould be expected per»cspita expenditures for":
i ;f;'; ‘the eIderly were hisher thsn,for sny-other.age groun.. Whites snd thqse \.f‘ '.'..e*'V
; , vith‘higher‘inco-es hse higher per.cspita expenditu; thse}did nonuhites’q.: ;: :; a;;
- asg thnse vith 1ower 1n::ues; resp&:tively {;ince nonehiaes sﬁH thase vith |

\2.‘ ,‘ ,\ ) -
, lower incoaes senerally have pnerer heslth ststus (ss measured hy mnrtali;y RS

rstes and incidence oi illness?- “the relstively 1ouer per capita expenditures
N e

for theseééwosgtoups §p§gest chey are likely to hsve apeater unmet needs’ for

R health care. thsn do vhites and those with higher incomes [924

v . -
. . . '

. . « " Jf : -

Uhat Heslth Csre Services Are Purchased?

’ | :' ' : I f- 't

%, Expenditures on heslth csre sre slloca;eﬂ to innumersble specifie serviees.,f

Tbe infornstion in TabIE ﬂ.divides cotsl‘heslth.csre expepditures into eight T _“;e

¢

-ajor categories or items Although the ‘total amountaof dollars speut on

- e&ch of these inens haa inpreased tremendpusly since 1950, the share of total

_ g?ending going :o &oue itebs has decreased igzle the ehsre going to other f o
‘items has increased. Lo ji - " {.‘Ux A ﬂ ,--vj R

) \

S m recent. tines “the: s:l.ngle lugesr. share of t:he health care dol,lsr has |
'_\k‘e‘ ,gone “to. houpital eate.f Hofeover, the Eqspital share of the heslth care e
| | dollar has incressed signifiesntly since 195Q, and in 1977 accounted for
'TQQ cepts.of each de X ar spent. The shsre of the health csre dollsr going

3te nursiﬂg home csre hss nlne ﬁncreased significsn 1y—-frem 1 5 cents ip -

1950 to 7. 8 cents in 1977. The only ‘other conponent which increased its o e T T

\‘- NTTUU= - s

‘Zahare -ef the health ca.re dollir bet:ween 1950 apd 197? was medicsl reseerch.

re

L Houever, this itethgpresents only a cig;%f;actibn of tbe heelth esre dollar L -
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“Table 1. Share of che .ﬂealch I:lre Doldar Allocated to Specif;lc Services, |
- N ) ' 1950“1977~ l . ’ ’ < L . o W .
L o T T N . Year o _ .
" service . 4. [T1950 ] 1960 | 1965 1970 | 1977 ° =
‘n'osﬁinl w‘e“ T 30.7%| 32.9% | 33,8% | 37.41 | 40.4%
P Nursing Hone Care 1.5% o 1.9% 7 .3.3% | 5.5 | 7.8%
A Px&?icmw' Services | 224z | c21.8% | 2162 | 19.42 | 19.82
. § Dantists Services 7.8% | 7.5 | 7.0% | - 6.5%. | 627
Drugs and Sund'ry Itemsb ;13.72 ' -13.“ -11 92«".' 10.32 | 7.7%
o Micsl Resparch g‘., o S ..9z | 2.3% 3 6z 1 2.7 | .32
“  Medical Facilities Construction | 6.1%2 | -4.32 4 72 |- 482 | 3.2
O other® s 16,92 | 1%62 14,-1:' “13.4% | 12.7%
| Total - *|300.02 |100.0% |100.0% | 100.0% | 100.0%
A . g £ - e S
| - P -
.i Source: T[fol“:p.: 15] *' > ’
| a. ‘Salaried physicians’on hospital staffs are included as hospital care S
"~ rather than a8 phyaic;ians servicas._ e o . - R
i . b. 'Excludes dmgs provided to :anatie.nts. s S ’
. Ce ..vv‘Includes both public and private e.xpem?i.tures. N j '. L B o
d. Includes ex‘penditures for eyegligshns schodl healt:h, govermnent public
.+ “health’ activities; and hesalth ce companies operating expenses, -
. additioq.g to revenuea Jnd prafits. S o o"f ' K
hed i ! .w "‘ "“ ,‘
- T . y - ‘(1 f"«}
. * .‘ ‘ . ‘ - % L )
e § . -l d S 4
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(2 3 cepts in 1977) and received a emaller share of thia dollar in 1977

| than in 1965 The four itend which have found“the ahare of the health =

’ druga and aundry itema, and medical facilities conatruction,
S 2 T
v Heu Are/Health Care Services Financed7 o

r

Ultimately. health care serviees Are financedrby the public, but the eract
iway ia which the public 8 dollare flow into the health care system include
i:‘both private and goverpnent (federal state, and local) avenues.! Private |
! apendins igitypically adbdivided into three categoriea* direct or out~of~
. poeket expenditures by consumers, private insurance paymente made for or on
‘ ‘:behalf -of conaunera, and "other" (which inclpdes,philanthropic spending%;

N The facts in Table 2 ahﬁy the change in the sounce of payment for . f
- peraonal health care axpendiéhrea between 1950 and 1977 Between 1950 and
'1955 there vas 1o change in the percentage of total expenditures financed
‘fren private aoureea (approximately 80 perceut) and the percentage financed
':by gevernnent (apprexiaately 20 percent) H@wever, within this fifteen-yem?

period there vaa a aignificant change within private spending in that the

‘if ; {lahare of total expenditurea from out«of-pocket payments decreaaed from 68 3
percent to 52.5 percent.. During this same. time the ahare of expendituree
“ 7j§ | from insurance benafita increased from 8 3 percent to”’ 24 7 percent

uedical facilitiea coqgtruction, government public health activitiea, and
_hialth insurance conpaniea operating expéﬂﬁiﬁ?’additipna to revenues, and
profite.' : S . | ‘ - , Lo

," .
7
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Lo Table 2. Personal Hc;lth Care Expenditures by Sourca of I-‘undsg l9§0—1977

‘a
R . -
-

. - -
) . o S ¢ . _‘ L . . . Lo .
- S vt . : - ) A AR e C e o . ¢ : . R : . . »
Loy, . - - - . . . - L. R .

1 - R Sev iy ' - L : ~ c, Ty 4 T .

1960 4. 1965 | 1970 . | 1977

. :\1 . A b ’ . 4 . . . . .
| Tore1 *é’“}"f 100,02 | Yoo.ez | 100.03 - |100.0z  *|100.02 |

783 . | 79.2 | e5.8° | 39,9 %

| Private - 79.8

&
-

. #b

ostmofmpockee | . || oo
payments - | . 68.3 |  55.3 | -, 52.5:1 - 403  30.3
}Inlurgncé,.x‘ . o . L. o ‘ ”; )_  a - ‘ | _
'%enefits ot o R y ' | . N
dﬂOther ol sl 2 « 2.0]s 15[ 2.0
‘Governngnt‘ ’_"‘»?;_ZO.Z‘f‘_'3 ©21.7 -, | 20.8. 0 f-34.2 0 | 40.1

U lecal | T10.8 {1248 Y] 012,300 1.9 ¢ 12.2 |7

‘Source: [63,‘p3 ;7;_§l,£p, 71
' - \ * l“‘ . B . ~ R X S J‘-_ - “ 'a' . ™~

S Excludes expendicures for nedical research'vnedical facilities construction':
governncnt public health activities; and health insurance conpanies operating (
expensel. additiuns to revenucs, and- profits - : ‘

N

ay -
A .

N . ~ . U . [ i oo

Source of Funds © ——T T+ — ~— f — ‘ - .r_"'._ . SR
Y O 19§0 - ‘ I .




"1n8nrance benefits hns ntnbilized.’ Howeveri ig i965 thn Medicare program

;.for the elderly end the Medicnid progran for the ponr were enacﬁed. Since y

Since 1965, the share of totnl persqnal health expendituree ﬁrnn

that time tbe shnre of expendituren from outsof-pocket paymenfs by cnnsumers

hnS'cnntinued-its sharp decline,nnd the shnre from the federsl government -
&

| vhes increased drnmntically The net effect was, that by 1977 about 40 piscent

) qf all pereonnl health care expenditures were financed by government, o

v-fboth groups mnde an nut—of-poeket cantributinn which ;epresented npproximately

- 35 percent of their total pernonnl health care expenditure [4, p. 45]

. categorien of pereonal henlth care nervicen arecfinanced. ,Du:—of-pocket

_ prineipally the fede:al government.. ;-n_ "i'. ..j:"

Q65 and to the peor, reapectively, these two groups continue to make

”‘.‘drugs (83 percent). ?Private insurance benefits are a signfﬁicnnt source of

-

Althnugh Hedicare and Hedicaid have been nf benefit to those over age

7

'significant out—o‘-pocket contributions fnr their health care. In- 1970 , L

Finnlly, he informntion in Fignre 3. indicates the wny in which different

'pnynentn respresent a rsther nqnll share (6 percent) of. the tntal payqents

_/'\ . o
mede for hosp tal cnre. At the{gkher extreme. euteof—pocket payments are
'{

-the principle.source of financing for dentis;s services (80 percent) and

*

finnneing for bnth hospital care (37 percent) and physicians services (37 , .

'percent) Howevnr. the chief nouree of finnncing for hQSPital care in the

‘govennnent (55 Efreent) o “' - '; o S . ’f, , l T ‘- é_‘
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R Y PLE FORHULA FOR ANALYZING IR A .
I TH CARE Exrrnnxrunzs T )

..
Lo

\\
A nation s or an ;ndividunl's total expenditures for health cere are

¢

deternined by the folzowing "fornule”‘ e o

Tottl Expenditures - Price Per Unit x”Nnmber of Unit1’Pnré;as?f} B

-It is- extremely important to reallze that price and exgenditures are two

.very different conoeﬁts. Price refers to. the anount of noney whioh.must be - N

paid to: puxchnae en h unit of henlth cere. 'Expenditures refer to the total

Y e 9 ,

;-.anount of noney spent on health care over a certain time period such es a

i

year, and is cnlculeted by nnltiplying the price per unit tines the nunber

of units purehnsed. In conpq.nsg expenditures for two different tine perioda

it is quite poenible that expenditures and priee have moved in opposite

directions., For exnnple, if the price of dentures decreas the nunber of

inorensed suf!ioiently then totnl expenditures for dentures would.also

Recognizing the fundnmentel differenoe between the concepts of price .

. nnd expendituree becones perticularly important when developing leginlation

’and other types of puhl&c policies. Reshi Fein, a wellnknnwn Herverd health _f

economist, emphnsizea this point in noting thnt* }*“*_ ‘-_ i

‘are not mecessarily the same. To suggest that controlling ﬂEices
necessarily controls erpenditures or vice versa is really ‘

~Solutions that vould attempt to. restrain price or expenditure inoteeees '

, dentures purehaaed would be expected to increase. JIf the number purchnsed :"_1'

;sinplification thnt borders on nytholoayﬂ , .

. .
R . . . i . . - . o /
BN . . ! B ) . N ' .
. . : . oo
. . . . N



v for example, an efﬁective progran to reduce dollar infl s into
‘ _the, hoepitel?sector by ®arly discharge and.by limiting
to those who absoluteély need it might turn out, to be effective
oo -in reducing the amount of money expended inéthat sector and thus .
.. in the totel‘pealth care bill for the nationt . . Yet, if only ‘ .
the most sick were in the hospitel. per diem costs of hospital <
“care would rise. R N : ‘ ' ’

r : B . B »

;\A_' . A& The design of policy must take account of the differences -
. " between pricet and expenditures, and the designers must decide
e ‘ “which of these two variab ' to address. We _8hould not use the
. "word “inflation" to mean bdth an ingrease in prices and an
~ ircrease-in expenditures. We must be more precise than that -
unless wve purpoeefully want to confusé things [28 p- 388], ’

'\'{u : Because changes in total expendituree are determined by changee in price
i'.\‘ per unit- end number of units purchased it is important to examine how these

‘two determinants of total expenditures heve changed. Trends in these two |
\ Co
"detexminxnts ere reflected in the information contained in;Tables 3 and 6.

\

“The' deta in Tahle shew'that with one exception the ennu ate ‘of increesete

\ \

'in medicel cere prices hee fer.outpeced the overell infletionary trend in
' our economy (es measured by the Consumé*[}rice Index for ell goods end
| ';eervices)- The dne exception ie for 1971 1974 during which time medical ,~tr. ' .

‘_L‘cere pricee did not increase quite as repidly as did prices for all coneumer
: E]

. goode'end serg%cee. This was a unique period in that controls Were placed

. -" - - “ ."l; ! . v .
It has been argued that this rapid inflatiogary trend in medical care prices
overstates the triue price increase because adjustments have not been mede for

: - improvements in_the quality of medical care.  If this argument were correct, & .

RS _more valid measure could be obtained by calculatifig changes in the totgl eoet ) .

o of treating specific illnesses.” Such a study was undertaken by Scitovsky. 1Im ‘

. this study changes in the cost 'of treating five common illnesses were calculated

- .for the period 1951-1965. Contrary'to expectations, the research results

ind{cated that the cost of treatment had increased<considerably more than the
increese in medical care prices [81] E . R =

.M,

. T | . L A




Tnhle 3

<

Average Annual Price Changes for All Goods and Services and for
- Selected Medical Care Services, 1950-1975. |

bR
¢

 '.Service e

—

Annual7Pe§§entage Changé invﬁxiies.’

195065

1965-71

197174

- 1974-75

"

'All*Gocds and §ervicqa
Medical Cara |

Sani*Private Hospital
- Room :

; _Physicians' F\ps
‘*Dentista' Fees

'Drugs and Prescriptions

iR
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~-Table 4. Utilization of Selected Health'Services, 1957-1976, .

o " e

e«

| Time Period -

I Type of Health Service and dzasure of . S . _Time Per ——— -

Utilization | . 5 cie 1. 1957-1959 1968 | 1976 | = -
; ‘ ‘ . ] ‘ - ) ) . . . .' ' /- ..

‘ e R . R B )

Physician services , L ' - I A R
B w~average number of visits per person PR S S £ aa
R per yea.r KNS e _ % T 5.0 | 42 b 4.9%

A

Deutal 8ervices S e & -
’-average number of visits per person - o o \ o
‘ pex year . , | L4 - 1.3 _"blaé

Hoapital services‘ . i | R B
--average number of discharges per | ' oL e N
- . 1,000 population T -——— . 17122 0 141} f
--average -length of stay per hospital o S SR R W
discharse (in days) - S R 9.2 | 79 .

‘ ) ‘v | ..‘ ‘- _k . q. . . . . . " “ -‘
Source:, [100, pp. 24 and 34; 96, p. 4; 95, p. 2]~ o o
.0 [’ . "& . ) R . KN ) | ) \ ‘ “; . . ' ‘ ‘. s . ) ’)_ v




_on nedical care prieea, and aince the_lifting of the coatrela theae prieea
. have resumed their esealation.‘ The component of medieal .care pricea which
has risen mOSL dranatically is hospital care. qu example, Eetween 1974 and‘:
1975 the price of semi—private hospital Toom increased by over 19 percent.
The tate for a semi—private roam in 1975 waa'more than aeven timea greater
than it vas in 1950, and approximafgiy twice as great as it vas in 1968
[101 p, 159] Although increases in physiciana' -and deatista' fees have
: ;lso Qutpaced the. price increase for all conaumer gooda and servicea, ‘their
ffﬁ‘ rates. of inqreaae have lagged far behind hoapital pricea. _Finally, prieea |
Mfor drusa and prescription have actually increased.at a slower pace than .
e_pricea for all eonaumer gooda and aerviees.-, | | |

-

w Trenda in the uae of services are presented in Table 6. ‘Unlike the’rapid
Lo { s

ﬂinerease in: pricea, the amount of aervicea used per peraon has not changed
A"
dramatically in the paat “two decadea. Physician visits. per person per year
vfhave renained stable, and dental viaits per peraon per year have increased

I only. noderately. Althoughtthe number of peraona hospitalized per ILDOO

v ..population has increaaed, the average number of daya aaaociated with an
> 3 episoda of hoapitalization has decreased The end result of theae : 1 "
- countervailiégjforcea is that the number of hDSpital daya per I*UBO | ~
$\§v a»_’POPulation bas not changed aignificantly‘ ’ e

Th?:general cancluaion that the use of medical servicea fbr the average'

person hag not ehanged dramatically in recent timesfis not true fer apecifie )

-r *

Y

3 uedical aervicee haa increased rather dramatically for the poor, elderly,

& ‘
> and noowhites {2 96 100] Althoush theae groupar*at least the poer and '

™

R ~—pepulatian greupa. - -In partieular, reeent~evidence ehowa that the use of - . .

. -



‘4-

nom&hitu-—«irc still less likely téqu{re the’ir'#aads-get ‘than'are.the B
nonpoar lnd whitcs, their incrmed un‘of servicea 15 M:ill siguifiwt

And likely reflectl the il,psct:. of the Hedicaid pragram which, was enact:ed‘
¥ ! T
in 1965.

Sinilu'l.y, the incrmed use o nedical servicea by the elderlyé

N liksly i'eflects the impact of the Hadicare pr&&tam whici‘i also was enacted

dn 1965. -

-y

L S e 4



- \mit.s purchucd. ;

| up&ut;ad nmcly fma r.he effecc af "mrket structurc" a.nd the rea.der uust
ecting

W

REASONS BEBIRD RISING |

HEAL'IH C.ARE EXPENDITURES

ure.. wu pruentod

‘Iot;a;l I.xp@.ndituren F' Price Per Unit x Hunbe.r of Units Purchaaed. .

4w

 d

Cow s

: ‘:‘.._.m thC Ptm m“ :h. gquqﬂgg foml; fnr mlyzing he&lth G‘-&Iﬁ!

-

.,i,Ih:Li fornula il usc.fu.L for undersr.gnding !:he two b&sic cmpcnents aé?ectins

‘ﬂhlt spacific;lly mflumcu the level and changes :Ln health care prices

\ 'Hn&ld; mswnwmu are typ:!,cslly providqd in hOpes of treatins, preventing, N i,
- or niniaiﬁna ttu inpqct of m ﬁrtic:ulnr d,ismq. :Lllngss. r.u: injury. e

L

-

e wliar cluptcr.

2
(N

e

N

dmnd ,fm: hulth nrv:l.cns.

Cost of Production

E axpenditurug but it doal not get at the root of the :Lssue.

-

A b e

1 oy
LIS PYOR Y

. n".;

However, given a particular mkec stmcture. two
'l‘hese two f:ctars are’ the coat: of prgduction and the

k«p chi.n fu:n in nindu. In,*xl%g follouing tu? gectiona the cht:ors sff
" cosr. of producr.icm And dmnd for hulth services vill be discussed.}

el

"\‘uod t:o produca hu},th smicg, and (3) hw nff.icimx;ly thme :anugs are

e

In particuln‘ ,

¢

~and the nunbcr of u.q.it.a of hulth cue se;-vices purchnsed? One of the key

.“"i.nflnmces--the "anket struéture" for health aervices-—u,as discusaed in an

e

‘¢dd1tiou1 fu:r.ou arq inntmnental in influencing price and the mmbqr of

N

‘Io ;mne ext.ent thea; twn fac;ors cannoe be '

L

IS

Thﬂ cost of prnduction unociate(d ui-th this pxo‘;us is dnpendent: upon (1)
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| “f‘,;.t.achnolasy, (2) pricu ppid by« :hc prcvi.dcr for ths labor: and capital :l.nputs' «
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oy '*‘ used. Aa .the cost of productiqn of haslth services incre‘anes. the price 05
, -these. ecrvices voum be e.xpect:ed to :anrease a&uould t.ot;al expenditures L LT

for, _th_ese services. LT 5 e e

.*‘ C | o . I ' L o V_" > ‘ S '
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. Hedical “Iechnologx . o e T e N
AT SR ‘ » ' ’ B I : ‘ R =
. A recent report ap rieing health care cost:s notee that. L C , ‘
' B ‘ b ‘ e T . MR
T '_Hedical innovations «.1n recent years have been ‘characterized o f-»g:
“by an emphasis upon complex dimgnostic and therapeutic techgiques B R
: ly requiring hospitalization and co&plicated, expensive N
' equ t Examples of this trend: include chemotherapy, cancer . »¥ .. o

. " radiation therapy, renal dialysis, open-heart surgery, orgdn y . *
- transplants, intensive care units for heart ttackd, burns ) _ .
~and’ trauma, and electronic Brain and vwhole-body scanners. This RV
trend has dbeen- aesocia:ed with. conside.rable advances in medical S
oy technology as well as the spread «of e.xis‘ting technalogy [22 P 20] L
S N C

S iy

_effi.cient prcduc:ion PIOC“& - Ill recent year:s. t:h;a ixmcvations in t;he B B

- more expensive, rl.ther ttum le.sa expens;tve, way of delivering healt:h catre. -

‘,
B A}

: ‘ | In noat indust:rier technologicel mnovations are usually accepted P

.

r-rnt:her rexdily hecauae they t:ypically lead to .a Ie.Bj ekpensive or uore L

~

. e@lth care :Lpduatryj guch es t:hose examples listed abqve, ha?e 1e.d to a ' -.-- "“ Q

,Gaua sumrim }his sit:uat;lon as followe ‘ R _" : | 4‘,’: ' " . | "" 1: ; “‘
o During the 19408 a.nd early 19508, ;echnological change ins @ | .
" *" " health care was synonymous with new. drugs vhich could often = LT Ty

be dispersed.on an ‘ambulatory basis, were highly effeepive . Loy

© - against pneumonia, dnfluenza, tuberculo and other infecgious

. disecases, and which had. ujor 1.mpacts on morbidit;y and N - wl

N wmortality ‘related to ;he.se dis,eases. o S T '&'\
< . [But’ more recently the] effect of dhealth care t;echnology k : ':

oo Am this ccunt.ry, in combination witmspital—oriented costehaaed SRR

;. health insurance, has been to encoursge the shift An the health S s

_ care system avay from office~based, primary .cdre medical prac.tice

'. ”* " and “tovard the mriexpenaive mdpital-hased, spec-talty-otiented e

prsctice LSS, Py l3l ,

' I RPN L.

s e \ o L et ‘ SR s

s pemrea . anarda i S o K ) . “ _' ' ' {
T e . : . oo RN

At noted eerlicr, an increu' 1n pr:Lce does not necessarily lead to highex
vtoul expcndiguru._ Whether. or not it does dnpende upon the econemic: concep§

" af “price elasticity-of demand.” The nagure of the demand for most health.

.services is generally thought to be quite igelastic, éghich means pfice and ,
qpendir.uru vj.u ga up and dwd together 185, pp. 2 35] PN . - "
Sl g s ;egasg_guf,ﬁt;4n T P
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Tuo recent ex:nplcs of tha sdopcion of tec&nology which havs 1ncreasad

-~

;nd thB Cﬂlputed ta-ograﬁhy (CT) 8C3n0g§ “hich represents a«major adv;nce in .
di‘“‘“‘tic ﬁidiolqu in the caie of intenxive care units;for haart &ttacks,‘ e

f;; only 11 pe::ent of priyate nonprofi; hospi;glg had such units 1n 1960 By‘ -f’;

. ;'~ 1973 such unicy veze in place 1“ over 70 Percant Qf these hospitala Izi. PP-,.  ‘J§
87‘88] :In he case af CT aclnners, uhich cost upward of $500 000 per unit, k f

. " onlY 12 bolpzxall had inatalled thene aystems by 1974. By 1976. 321 units 7‘_ gl;;fé
wexe inntclled ~another 330 were on order nnd/9r approved far 1n3tgnt&ti°n by;f \: kj§
hult‘.h lem authorities. an4 mther 200 . &pplicants were pendins o | ’
An‘IFSt' predic: th‘t as many as 2 500 T scannar§ will be in use by 1980 [19] | ‘ﬁf

, The exacc cuntribution of technological advances to rigins health care i'ﬁffg

cnlts canna: bc estinated directly. Hnuever, tu thg extent the gew technology ‘fkvffﬁ

requirea sdditional 1abor and othe puts its effect can be gauged by

af hospital-, tverage cast per patiant ay increaaed by an annual average of

BN 9 9 percent betv:an 1955 and 1975. Feldstein estinltea that 47 percent of :5

‘ ', :hin -nnual 1ncreane was due to 1ncrcased usa of 1nputs-15 percent dua to ‘ }:

1ncraased Jabor inpu:n and 32 percent dua to increased nanlabar inpnts. ¥g1 7 :
phy-ictl term, labor foputs increased from 2.2 full-—time emplgym w; I

’?g&inn& dny in«1955 to 4. .0 full-time employees in 1975 [106, pp. 24-25] " {’1'-* 

g,. Hhathnr or not thc grauth in.axpenditure: axtributahle to recant nhanges

e e s i e o e et eripe e o s T B

' .‘in nndicll knnu*hou nnd :echnolngy 18 de&ixable or undeairdble depeuds largely - i}%ﬁ

o

:fon the effect :hnle ncdical 1nnov;tionn and tnchnnlogy hnve had on, health o \Itfl g

status. Unfortunataly} ths effect is frequently either unknown or of
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quaatianabln vnlue. Excerpts from several srticles illustrate the point, R
G:iner compared adult patients suffé\ing from pulmanaxy edema , ‘”fﬁ

‘of nonsurgical causes who were admitted to the intemnsive care
“unit of a university hospital with those admitted to a general
* medical floor immediately before the opening of the special

. unit. In Criner's words, “The most noticeable change in the S ¥
o . overall experience of adult patients hospitalized with acute A
. _pulmonary edema...since the opening of an intensive care unit - o
a S  has been a marked increase in the cost of rendering care to \
O these patients." Other studies have cast doubt on vhether e S
- . i corosary care units have any effect. on mortality from myocardial -
* infarctipn, yet these expensive units'are pxoliferatins Jn our T

_hospitals. The U.S. health care system.has fallen rather blindly
1n love with 80phistic&ted medical technnlogy [101, pp.. 33—34]

 And 5 , Lo o - -""?;, . | ' . o . o~
i At the ssme time, because of the much greater use of tests "and e
¥ procedures and the electrical hazards posed by the equipment - - = ",.é§
A ysed, intensive care exposes all patients in the unit to a higher B
T level of medical risk than does ward care. A study of the risks
o of hnspitalization in general has suggested ‘how important those A
. risks can be: . 20 percent "of the patients in the study suffered - ', '
canplicatinns, ranging from minor to fatal, from tests, drugs . 0
" and thcrapeutic me;sures intended to help them, The study v LT
concluded that "the many reagtioms reported here, and the ~ . o
“vartety of drugs and procedures incriminated, emphasize the need : o .
to hold 811 measures sulpect [78 P 4]: "o A R -

=5 ',‘ * : R

«. ..  Many q;tuntions ‘can . be deacribed in which technology has proved
; .. " 'to be of no benefit or even harmful. A Tecent, oftemn cited
example is "freezing" of the gtomach for ulcer disease. First-
.~ used in 1962, gastric freezing was finally abandoned in. 1969. . e
s ~In 1963, at a panel symposium sponsored by the American - L a DR
. Gnntruenterological Association, it was recommended that adoption oo

- of the procedure he delayed to allow time for further testing, g

e s but? ‘the procedure was widely. accepted by the profession. By -
‘”ﬂ“‘ © o~ .0 1964, doctors were using 1,000 gastric freezing machines to . :
PR : treat 10,000 - 15,000 patients per year in the U.S. By 1969, e
. 2,500 machines were in.use. [The] xesults of a large-scale, : R
 carefully controlled clinical trial, publiahed in 1969, proved o 3 R
e . definitely that gastric. freezing was no more effective than o S :
R T dotng nothing, At this point], mo” technology" wids enough. ~The = o
L o pracedure\uxs rather quickly discafded [52 PP 14—15] %" 4 o Qi«
4 i O T R
- <f§ff . , 5 ~ —
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i B§§’ﬁ£§£’(bodt those ésﬁé: vhe%é'éipéﬁsivé'ngw technolﬁgy‘an&'"
- inﬁévation do ha#ila pdsitiQefiﬁééét on héalth‘statnb?vﬁThe réiévan£'  _”f

. 'cconnuic 188ue in thsne cases is the size of the positive inpact relaﬁive
e the cogt of tha technology.. In othar words, how cast~effective is the
::nau technolosy? For exgmple, suppoae a new nediéal procedure costs $1°

R ‘aillion per life savad. s this proc&dure too castly to be adopted? -The

-~typicnl reactinn to this question is "Of course nat, you just can t placg

| - a vaius on a hunnn life!“ f!tse faw vho may see fit tc question this ;i;ﬂ

D
_/i'eaction are likely to run the r:Lsk of bein.g called callousad and accused |
- ef. not Agprecisting the value of hunan 1ife. This accusntion is not

¥

"A'nucelllrily true becsuse resources are 1inited and $1 millian spent in-

one nﬁdical procedure e

_Jvay vhich WaY) for le. save 1, 000 lives. In xeality then 1t is thoae
who do not raile tha cost~effectiveness question uho. by default. are

' f:ilins to appraciatc the value of human’ life. In particular, they are

!

not 1pprccinting thc 1nportance of thg 1, 000 livns which in this exanple - -

"vill not be -awcd by spending the $1 nillion on the new uadical procedure

' 'vhich uvum life., . .' ._*‘.u .

- . .
2 . . " -

"‘ Sinca Inny cxpnnlive nedical tschnnlogies &nd procndures may. not be _ -

‘east~cf£.ct1vc. uhy then are chay adopced and difquQA so rapidly throughout :*ﬁf ” .

.ths hanlth CATe -y-tnn? Ihs nnswnr o thi- question is liksly found in thc*

; there is $1 -illion less to npend 1n some nthgr‘

N .

7p-rv¢rac 1nc¢ht1vq nystcu found 1n th‘ hn;lth care sya:ea, psrticullrly B

‘..

-

P e ——— ——

incqpcivcp rci;cgd to the larvican q;ferod in houpicals.~ Perhapa thz two

| most inport;nt di:inccntiv- relatad to the 1gg;giggg adoptio“ and diffusinn A!
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of tlchnology are the nonprofit nature of most hospitals and third—party

>

3

the pre-enc ccst—bnled financing system. ‘-ﬁ. \r'

-, These tvo disincqntivds will be discussed in more detail later. Ricq and
‘Lﬂilson include these two ressons alang vith severql othgrs in analyzing the .
- rapid adoption of technology. | R - ' '

" Ina regine Lf full-cost reinhursemsnt, there is little"

- incentive on the part of the patight, hospital administrator,

" or the physician to .create a situation favorable to the )
adoption of *resource-saving technology. Instead, perverse,

incentives  towards the adqptiun pf resonrce-usins t*‘.hnolo);y

are: present. SR

Supportive of the same phenoaenon is a tendency of

adainistrators and hospital staff to maximize their prestige
«by connandeering certain key inputs to their hospitals. It

has also been noted that the modern hospital under extensive o
hospital-based insurance is essentially a phys;cian's rent-free .

“fworkshop, and that the physician staff will press administrators "'
" and trustees to add those inputs that enhance staff income and-

prestige. Technological acquisitiveness 1s reinforced by a’
strong technologfcal inper&tive instilled in physicians in
their medical training programs, and is tac.itly encouraged by

There may be, in faec. a feedback uechanisn at: wark :hat '

. is leading the health-care system down an explosive growth path.
" The new high-cost hospital-based technology necessitates - (
,j'lpﬁciilization, and fosters a narrow professionalism Anong nevw '5
physicians. For reasons relating to income, preatige, and th
" .way that modern medicine is practiced, new. physicians are dr

away from ‘primary care office~based settings and towaxd the

. practice of apecialized medicine within an urhan institutionalizod a

. setting. Thias trend toward medical specialization, in turn, .

‘prnlifcrntns physicians' de-ands to inducc ho-pitalu to ndopt L
,ntill wore technolbgy. o , : x""

An sdditicnal effect of cachnology on individual hospitals

" .is to attract more conplcx cases which redquire more resources.
____In terma of all hp;pi;;lp; the increased technology has the

tendency of making many cases that were untrestabln.previnull§_A__

 become subjects of complex treatments. Scitoveky sugggsta that -
this is trud;“even with cases that are relatively ntrnightforward.“ ‘

For axample, it is relatively unheard-of to deliver a baby outside

Z;*q;honpital or to have a broken arm tet 1n a physician's office
' [77, pe 33]. ‘

a2y

e

1,insntlnce csrriex: policy of reinbu:sing hospitals on thn basis of cost.

RN
Mo
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-'V.Ptices Paid by Providers for Their Inputs

' Doct:arc, phsmcists ’ hospitals. and other health care providets feel

L ‘the Sabor and ccpital inputs naednd ‘to produce their services. ’mese

7
the cffects of inflation in r.erns of the higher prices they m.st pay for
¥

| higher priccn for inputs obviously drive. up the cost of production Qnd

‘production is best docunented in. the cage of hosPital care. Research

." indicates that between 1951 a.nd 1973 about: cne-ha.lf of the increase in "

t:hcse cg-ts are, in turn, generally _passed on to the consumer in tg fom o ':.rsl_,f

of higher prices. .

\' . ) -«-..,.

‘The mct effect of ‘the higher prices providars nus_t pay on- ccst of. o /

o

\

* cost per patient day vas duc to increased wages and prices. paid by

for rising health care pricen-—npeci&liy hoapital ca.rer--t:o rising wage ‘

_ hocpitah {99 p. 39]- The balsnce wu due prinrily to the t:echnologically
.rclsted incrme in the quanti:y of inputa used in producing hoépital carn. .

_ In thq case. of physicim nervices, the research is not as cxtensivs but

3

| a pattem ainilar to tha:: found for hospital care appears to hold [106].

In tcnn of the cffcct of increased priccp paid by proviiers, three

| itm-—-—hbor, nlpractice pruium and borrowed cngital*—an worthy of

p;rticulu: cttcntion. Cuual oblq_rvers oft:en attnch nuch of the blm -

g rates. Although the avcuge eamings of ho:pitcl enployecs have ricen .

._"fnt:er thnn other workqu, thcse incrcuad urnings hsve noc had as e .

' ‘drmtic an effdct as aizht bc cxpactcd Ecldstein’s analycis indicates . T ﬁ_"-~

-in?ly kept pacu wit:h the urningl of other qmplcyeu, the ;nnual rate A

N
i
T om-

ttw.: if the ingrease in m aveme earnins‘ of hospital worhars had ——~

5

-
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'of”inc‘ﬁnse in averege co t per patient dey between 1955 and 1975 would -
have been rediced. onIy mod y-fron 9 9 percent to 8.8 percent {33 P Igi.

'In recent Yyears, increased prices ef.nenlehor inputs purchased by hespitals—-

' npec‘ielly food, energy, nelprcctice premiums, and bow)c:;i-t-al——have _

1likely incre&sed et a much nore repid rete then the wages of hcepital .-

__elployeee. Houever, the inpect of price rises fer nonlabor inputs will

. have a elightly snaller effect than wage increases on cost per patient dsy ' /fff\\\f

becauae a elightly greeter proportion of. the inputs ueed in preducing hospital e

“care are 1ahcr inputs rether than nonleber inputs. In partic T, labor

* -

costs eccounted for about 53 percent of the everege cest per petient &ey

in 1975. However, this percentage hes declined since 1955 when about 62

: percent of the average caet per patient day was attributehle to labor-inputev

}

[33. LR 16]

‘e

Malpractice insurence is one nonleber input which. has received extensive

' attention in recent ye&rs. Hnlprectice premiums increased at ‘8 phenomenal .

| *rete in 1974—1975 and at thet time cost soue - high—risk specielties more then s L'

$35, 000 ennuelly [16, p. 240}. Hqspitels also feel the impact. Fbr‘fxemple,'
An 1975 the everase mﬁlpracticeirsureece qest increased.from $348-tc‘$1,447
per dbed fer New York hoepitele. This translates into an increaeed cost per
bed of about §4 per dey {21, p 51 -

Intereat peid on borrowed capital 1§ encther nenleber input wprthy of

- speciel uentiqn. The problem is|not so much thet interest retes, per 8e,

hsve increased significantly, but thet pravidere are now tending to use more

' co.nercinl.sources of funds rether-than gcvernment grents-and philanthropy.

R
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. x . i :
Commercial loans,’ unlike philanthropic and government grants, must be
'r?paid witﬁ 1ctereer; The eources cg—cepicel fcrihoeprtal construction.
1n iQGS‘uere:- geverﬂnect (32;p§£ge:t}, philanthropy (20 percent) heepital'
reserves (14 percent),_end loans (34 percent). By 1973, gcvernmeng gﬁa
A(philanrhropic sources had decreaseslre 21 percent and 10 percent,
. ‘1respeccive1y. lnd 1oans as a eeurce of financing had increased to 54

( t [101, p. 180}. = R o
percent [101, p. 1801. ,, R ;.

Effic{ency in the Use of Inputs ' | o _ ‘ N

‘Given a certain level of - technology eud a set of prices for the inpﬁts
used to produce servgces, the amount of output fcrthecning from a particular _
anount of inputs can still vary tremendously. This variaticn in output
relative to input use reflects different levels of efficiency in the use ef
.inpute. The cost uf prqéucins a unit of health care ehviously decreases |
as efficiency increeees (i e., as more outpur is produced from a given amount

' cf inpute) Although & lerge nunber of factors influence*d!’ﬁomic efficiency

. the ones most relevent to the discussien of health care costs relate te:
1egislation that restricts the wey in which inputs can be combined or
erganized- eccnnnies of size"' the nonprcfit nsture of much of the heaiyh

- care industry; and the reimbursement poldicies associeted with most health

. insurance plans.

: gisletion that Restriete How Inputs Can Be Cemhined- Any part cular item,

lincluding health serviceql can typically‘%e preduced by coubining inputs in

.an infinite number of weys. However, some of the ways in which inputs are -

B ~ o

g
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. combined will be more efficient (less costly) than other ways. For
' exanple, the nstion s coal supply could be produced by using littlekor |
no expensive machinery and much more hand labor. In the U.S, tnis would
be a 1ss§éefficientffmore costly) way‘of.comhining'inpnts relative to a | " - //T
‘gteater use of nachinery,and‘less'use of labor. In India, however, where | |
‘lsoor is réhstively chesp~and nachinerffrelstive expensive; the most

o efticient eay of combining inpnts will be greetet use of labor and less
.nse of mschineré, . | |

| If restrictionscexist on the.way in which.inpots may ‘be comtineo,'it

is quite possible that the most efficient we&iot production is not,neing
‘used. In the health care indus'trjr-lthe nost significant teStriction on }'xg{a
Ainputs can be combined is in terms of health care personnel Many"sutnorities‘ .
have srgued that some of the relatively simple tasks and procedures typicslly
o_performed by doctors could be done just as effgctively by persons with less

1

'formal training If so,.cost of production would be‘feduced. However, this

potentisi'sub ftution of the skills of iess expensive personnel for the
,\"nuch more:expeZsive skills of the physician is often precluded or inhibited
gy state'lioensure and statutes Thes% ststutes and licensure systems have
1ikely contributed to the unusual distribution of earnings in the health
profession. Personnel-in most industries are cnsractetized by a continuum h -
of skills sn&:earnings with the heeviest'conoenttstion'in the middle tange

4 —

of the continuum.~~By contrast, the health care industry is chsrscterized
vby 8 bimodsal distribution with one lsrge group of perbons earning relatively A v_. -

low incomes and'snother sizeable gtoup earning relatively high incOnes, with -
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Y fsirly smsll numbsr of persons earning middle~range incomes [38].

_In the pas\*decade, a sumber of "new heslth practitioners" (NHPs) ..
have emerged and begun to £ill the »ofd of wmedical personnel in the midole

range of skills and income. Inclu&ed among these NHPs are physicisn's

-

assistants and nurse practitioners, both of whom are "trained to carry out

many of the tasks in the'provision of primary care which heretofore have

1

4 been the sole province of the physician or to perform important_tssks which

2

~ have been oftentimes fcrgctten [54, p. 571 " These tasks often include

‘ taking medical histories, performing physicsl examinstions, msking simple ;

disgnoses,‘tresting relatively minor medical problems, snd'encoursging proper

‘health practices.

[}

' Evslustive studies of NHPs have been'virtuslly unsnimoﬁs in concluding,.

thst (1) the quiiity of csre providediusa-st Jeast as. good as that provided

; by physicians, (2) patient acceptance of NHPs is consisisntly high snd (3)

NHPs have the potential for increasing efficiency snd.productivity in the;

. delivery of hesltﬁ care. ﬁnfortunately, the fuli ootentisl.of NﬁPs has not
- been. realized due to restrictive licensure provisions and other restrictive
statutes in_ some states, mslprsctice considerations, and failure of many
' ﬁesith insu::kce plans to reimburse for‘services ﬁrovided'oy Nﬂfs [lpl,ygp.

373-381; 543 85, pp. 53-55; 92].

Economies of Size: 'Econonies of size" refers to‘the situstion in which

X S

output increases prcportionstely more thsn the increase in the use of inputs.

<

This increased efficiency (or decresse 1in cost) can occur for a variety of

/

reasons. One reason is that the greater use of inputs creates,the potestisl
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for a more efficieng\divisien of labor. Another reason.is that larger size

operations can use "lumpy" iﬂpets more efficiently. For example, gince'it
is not‘poseible ee have one-half of an-open«heart surgery unit, the small
: hospital which acquires this service must purchase an entire unit‘ This |
unit will not be used as frequently as one purchased by the ‘larger hospital.
Because the total cost -of the unit will be spread among fewer,users in che
smaller hospital, the cost per user will presdmablyAbe higher then in the &
laféer hospital., It is important to note that eéonomiee-of size may -
peventually give way to diseconemies of size as the operation becomes too 1
large and unwieldly to be managed efficiently..

Considerable research has been done on the extent'to which econonies
of si%e exist in\the hehlth industry.. Most of thisdresearch-has.been done
.cn hospitals but these efforts have been hampered by a number of problems.
«Perhaps the singlemost difficult problem is’ hew to aceaunt for differences
in scepe of service and type of patient treated as hospital size*changes.
Despite ;ﬁis difficulty t;hefe appeafs t‘o be fairly general agreementv ;hat '
substential'economies of scale are asseeiated.with larger hospital.§ize—5ip
least until hospitals reach a size of approiimateip 200 beds [36, pp. 82-86;
- 85, pp. 80~85]. Interestingly, over QC percent of tpe\zetion's preprietary
(for-profit) hespitals and over 60 percent of the ﬁgtion s nonprofit
.hospitals have fewer than 200 beds (Table 5). The“general conclusion that
200° bed hespitals.can capture most‘of the efficiencieseaesociated'with\
eeonom§ee of scale must be'ﬁodified depepding upon the scope of eervices

heEpitals offer. Fuchs summarizes this situation as follows:

L} - ) hd
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- Table 5. For—Ptofit and Hon-Ptofit. NonvFaderll, Short-Tern Hospitals
' ' by Sizu, 1973

Number of Beds
in Hdspital

" Percent of
For-Profit

' Hospitals

P

Percent of
_ Non~Profit

- Hospitals

e~

6~ 26

" 25 ~,ﬁ§ ¥
50 - 99

|100 - 109 L B
200 - 209
300 ~ 399
1400 - 499
"Sﬁb'and over |

N 1w
l31 ‘
- 32

21

N

T
2
25~
15

| ALl Sizes

¥

. Source:{lOi;‘p. 302]
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. 1f. hospitals ‘are not going to provide a large number
of complex services, they needn't be very large to be, o
 efficient; but if they are to provide a large number ‘
of services, it is very inefficient for them to be :
' small. A hospital of 200 beds can efficiently provide
most of the basic services needed for routine short-term

< ' care--radiology, laboratory, nursing ‘and thg“like. Should

‘ that hospital grow to 600 beds and still provide .qnly the
* .+ - same basic services, some inefficiencies are likely to '
7 develop because of increasing difficulties of administrative
control. What is likely to happen, however, is that more
specialized eervices will emerge in the 600-bed unit, . ‘
services which couldn t possibly have been provided at a '
reasonsble cost when the hospital hnd only 200 beds {36, p. 83]

In response‘to the presumed econouies of sizc in certain hospital'services,

4‘
_the Departnent of Health, Educetion, and Welfare recently developed

“utilization standards" for a nnnher of services. . For example, the standards.',
include a minimum of 1,500 deliveries for hospitals providing fot complicated )
-obstetrical problens, 200 procedures for an open-heart sutgery unit, and

2,500 pxoeedures for a conputed tonographic scanner [68] These standerds,-

- if approvad, are to be inplemehted through the regionel nationwide network

of Health Syetems Asencies (see P- 69)

Horc research has been done on the potential for economies of size in
" .

hospitals than in the physician's officeg Despite this lack of research on
N

economies of size in the phyaieian's office, group nedical practice (both

fee—for-service and prepaid) has been growing rapidly fgﬁi %37 . Although
'Bailey and Yankeur et al. [6 107] did not find increased efficiedey

(typically measured in terms of physician productivity) in group practice

3 relstive to solo practice, several others-did find a modest increase [76; 27

‘53;.17] However,vthese apparent economies of size may exist only in small

»

" : o ) .
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| ‘sroupg'but not id large groups [27; 53]. The facts in:Tablg_6 are conéistent‘

with tﬁis_conclusion;  . if‘ ~
(’."

Influence of thefNonprofit Mqtiveé Maximizing monetary—profifg is-a basic.

&

.-objective of the privately owned businesses which chafacterize'the American

, . N _
'ecdgomic system. It 1s‘this.gearch-for profit (and,feér of - loss) whicﬁ f:;aé
_‘ﬁusfqesées to tgy to prodﬁce their produéts-ﬁs effipiéntIYIngpossih;é. A A
”iiighifican;ﬂgé?tipn.of‘tﬁe ﬁgaith care'iﬁdustry, namalyvhospi;al care: is
‘uat‘orieﬁtﬁd,ground the:prqfif mof;ﬁé. :In par#icul#r; only 12'perqént of
all ths{hgt;on'é hospitals qte‘prgpfietary (for-profit) hbéﬁita;s. ‘About’

=‘40pe~half é:e private hcnprofit‘iuStitutidns,_and'BS percent a&é:publicly (6;
" gBVérﬁmegt).ognéd'[zi, p. 86].Q.Tﬁe fact iha; only 12 percent of all hospitals

. fare-prcﬁgieéarj éoess;§€,mg$n ﬁhat (15 ghglbéaeﬁ 38 petceﬁt_do'hoF earn a;‘
o ."ptofir\,"f’*/} or (2) all hispitals shoui_c:i become prgfit-oriemted. 4
\\ ;?roprgg£nfy hoﬁpigaig afg iésé like}yftoiprovi&e'qage forlthasg.whpj‘-
camnot. pay, and this is contfary to the basic belief that health clﬁréf should '-l/}_/
_.P“:F”‘iéabiefFQ all. At the'QAmé‘time, the abgence of a éréfigfmétivé -
 .dii&ﬁishés‘the'iq§entive‘to be éff?cient. 'ﬁrow;-éummar*;és ﬁh§ tesgltsupf.
L fthiﬁ’éilémﬁa as‘follows; o o 'i _ o S |
A . R . | . ) o~

/

P R . : K . - - P : I . ‘ o

*In profit-making organizatipns the excess of income qver e ses is called
"profit" gnd is returned to the owners. In nonprofit orgamizations the excess
of income over expenses is called "net income," and gince there are no owners
this money is available to the organization to use as it sees fit, One of the
concerns is that this money is used to expand existing services or to add

- new services without sdequate need existing for these sarvices. In 1573, .

. - the net' income of priwate nomprofit hospitals was $1.3 billion [61, p. 1].
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:_'Averagé'
o 'Practice and Specillty, 1975

X,

4

‘34 |

of Total Patient Vis%cs Per Eour by TyPe of

3-physician.

v2.90 |

2.47

3.04

4

K Y™ P )

. . Total " Speci&ltg )

* Type of Office —— : — - ; : - =

- Practice ‘Based .| General | Internal | Surgeons | Pediatricians | Obstetricians/’

T Physi~ | Practice | Medicine : : : Gynecologist:

- cians - : - o

F — - ) -~ —
‘Solo.-. ‘; 2.66 3.32 2.42 . 2.14 2,86 2.16 .V
2-physician 2.95 | &.16 ]  2.25 2.43 3.22 2.87

i

N 2-84

. S5to 7 . X i - - oL
_physician 3.90. 3.69 f'2.§9 2.82.. 3.01 2.76 |
"8 to2s S I W ' - | -
-§$hyqicitn f2.39 - 3.58 2.76 2.52° 2.79 C 2,94 .
26 physicians N U K . S
' “gnd over 2.23 2.38. .4 2.03 2.30 2.50 2,19 -
All Types 2.75 348, | ~2.40 2.32 2.92 251
’ N N | Tor.
& ‘ "“"‘,“
- Soutceﬁ [9. p‘- 28] . ) = .
DUREE e L
\ v
¢ o ]
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[Renoving the hospital from a concern with prafitsf
has permitted it] to logk at eeeial and community peeds
rather than to investor needs. However, in freeing the
hospital from the discipline of the usual. economic profit
-constraint it left each hospital to its own définitions
of goals and programs. To a great extent hospitals have |

- done what hospitals and doctors wanted to do. They have
' - " looked to their own ingtitutianal aspirations. Being a
- hybrid be;yeen a private and public enterprise they have
. escaped the controls of both the marketplace and the
“ governnent o, p._14] : T S ;

| One nf the results of this nonprofit system ie Ehe increneed likelihned
"that hospitals will tend to compete with eech other nn the basie of prestige, ﬁ_._l'
si;e, or :echnnlogicel sophistication, renher than on the basia of efficiency.t
(In eupport of thie propasition, Repoport 8 research found that in "conpetziive;'
environnents" where there vere lerge numbe:n of hospitals relative te the »
,population, there was a g:eater tendency to ndopt new technologies early and
to ecquire more expensive equipment [75] . '_;' | o .{‘ ‘A R " S
«The apparent tendency for hospitals to be more concerned vith preatige,'
eize, and ocher such factore rnther than effigiency cnn be extremely N
Hexpennive if it does, in fact. result in an overexpsnnion af services. {
i(Unfo;tunetely, this frequently eppenre to be the cgse. Fer exnnple reeent'.
.studies indiente that a hospital occupancy rate of 85 percent is reletively'
'efgieipn: nnd etill lenves sufficient etendby bede in eaee of emergency or
‘unusually henvy utilizatien at any given time [66 pp. 11-121. Nationslly,_ ﬂ
‘the occu;;ney ra:e hnvers eround 75 percent, and it hes been eatipated that
.Ache nntion has between 60, GOO and 100,000 excess honpitel beds [66;. pp. 7, -
“T*n;i*lil Sinee the cost nf‘mnintainins an idle be& in at'letsttﬁﬂ'percent as

Ry

nueh as an oecnpied bed the thousnnde of excess beds is extremely expensive

nnd ineffieienx: [66, p. 15] . o |
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‘ Other evidence suggestins tremendous economic inefﬁiciency includes the -

>

following

LR ’ -

. ;1. The nunber of CT scanners installed or ordered in eouchern Californie |

aione iy be nore than is needed to serve,the en:ire western psrt of

¢

g o ) T . _.;.
| the United Ststes [21, p. 9} ‘
R 2. :In Philedelphie. twenty out of tbirty—two megevoltege redietion | ;;;) :
at o ] ¢ -
. thenspy installstions feiled to neet minimum use criterie [21, p. 91
¢ . . !.

~3._ Of the nearly SOO hospitsls equipped to do open—heart surgery in
| 1972 one—third hsd never performsd such A0 operation and another

;‘- . - one«thirddid fewer thsn twelve per year [8, p. 18].

-

The concern with inefficient utilization goes far beyond ecnnonics. In -

-

”-Fpatticulsr. underutilization of highly complex eervices may rasult in lower o

‘

_quelity care if the stsff does not treat. enough pstients to gst the ueceesery _ | N
'vexperience for providing first~clsse care. For exsnple, the Inter~Society : . -
. Comission for qutt Disease Resburces reconnsnda e ninimum of 2OU~open-heert

- procedures per year to msintlin profsssionel competence [82, p.1106] But, s<+f

in 1971, the number of procedures pexformed at hospitals doing open~heert

‘surgery avereged only 65 per hospital per- year [78, Pe 6]..

~

Reimbursement Policies.. Most health insurance'plane hsve two reinbursement - .

-fentores which may inpinge signijicently on economic efficiency; Dne feature

{8 the zenifncy to reimburse holpitels enn nursing homes on the bssis}of : ‘ ;-w'_:ic
" reasonsble cost," snd to reimhurse physicians on the bssis of & "ususl.'
: 'oultoaary, ‘and prevsiling fee.' The second fe;;ure ie the tendency to |
;'.'reiahurse for eervices only when they ere provide@lon an inggtient (or ;pi | f',i‘:
| hospitalized) besis. s IR o |

| | | ..
- ' . ‘ . * . .
. R . . - . . = N .
. . - oo a . i o L .
. ' ‘t " .
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colt-reinburseannt banis [101, PP. 200—267} Since hoapitaln receiva 92 ‘
percent of their patienn rev;nue frou health 1nsurgnce plans (including
Mcdicarn and Medicaid) the signifie:nc& of the cost-rei-bursensnt approach -
bccnues u;snified The tssenca of . the cost einhurscment basis is. that,h
within linits, nll the costs incurred in tresting an inaured patient will
berﬁiﬁhutsed- Under suth_a pgyment mechanisn there would appear to be,

w.litt;é_ipCentive for tgé hospitai or nursiggvﬁOmg to be éfficient'since o
“the pore spent, thelnore‘tecgived." Edwev;r, few studies h&v; tried tct
an:iyze tht &ftett df cont-reimbursenantrtn‘hospitallcbsts; Surprisingly,
the rese&rch that has been done has not found & strong rel&tionship between '

£

hospitsl costs and the extent to which their revenues are received en a

cost~reimbursement basis [72 v P _ .

Reimbursing physicians on the hasis of a "usual, customxry, and

prevailing fee" waxs initiated && part of the Medicare progrsm. The intent -
cf this reimburseaent approach was. to protect the 1nsurer f:om being charged
~.t more than the physician typically ‘charged the privntely paying patient.r

While this does ptgtect the insurer from being charged‘mnre tha? the

i privately pafing patient is.charged,‘this syste‘tof‘reimhutsenent does not
offer a clear incentive for the physician to provide services in the ‘most
ccun;§ic11 manner. Moreover, givdn the nature of the<medica1 marketplace,

" there is no guardntee that the "usual, custonary, and prevailing fee" is

) ‘related to the physician's tost of providing services,,and may Ee periodically

%

raised even when the physician's costs have not risen significantly. Xlarman

_suggests that the tipid qncalatibﬁ in physician fees since ghe!introdgctiqn .
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of Medicare is, in fnet, due lurgely to the way in which Hedieare reimburses

' physicians, and the inoreesed denond for servioes generated by the Hedieégz

. program is a less signific&nt eontributor to’ the esoalation of fees (55,

Bp. fgi—112~ 56, pp. 228-229].

The second major reiobureemeot concern is'the effeet on'effieieney of
the tendency of insurance plens to. reimburse for eervicee only when provided
on an inpatient (or hospitalized) basis. Since the same service provided in |
ao'outpetient olinio or-physicien s offiee.is generallv much less expensive
to society (but not to the petient whose ineuranoe covers only;hospitelization)

than if- provided on an inpationt ‘basis,; the inappropriate utilization of

'hoepitels'repreaeots considerable-ineffioiency. Much inappropriete utilization

inpperently exists, eith some onelysis estimating that over 25 percent of all

' patieute edmitted to U.S. hogpitsls oould be treeted just as effectively

outside the hospitele [82 p 140].

=~

_Demand for Health Servieee

In addition to cost of production, demand is another major determinant of

the amount and price of health services purchased. Both price and amount of *

health eervioea-purchxeed will generall&linereese es‘demand increeses. The

| demand for heelth servioee is determined primarily by the heelth condition

w

of the population and their abibMty and willingnese to purehese health

N eervices for any porticulor_henlth condition.

. .

;-

~ Other things equal, as the health condition of the population improves, the

,‘deoond for health care services will decrease. Although a detailed analysis

. "\ ST . . /
.

»



. of the factors affecting the bealth status of the populatiou is beyaadxtbe .
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. i o "

acope of this repcrt, the more significant f:ctors ineluda heredity, age,

‘.incone, occupation,*anvironaent and peraonal behavior. Anong tbe important

aapects of personal hehavin:ha:e thoae reiated tc physical aetiuity, diet,,.-

._atress, and usage bf alcnbol druga, and tobacco..

- , . . .’ . &

Abilitg and Williqgneas to Puxchaae Health Services

A set af health care naeda will be associated with the health status of any

partieuler population. ‘However, populations'with-ainilar needs will eften

o reflecta differences in the ability and willingnasa to purchase healtb services.vr :

demand‘difierent amounts of'health services. This differenee inkdemand

Unlike the purchase of most goods and aervices, the ability and willingnesa

to. putcbaae he!ltb aervices is daternined jointlg by the consumer and -

gprovider... Becauae of this joint inyolvament tbe demand for health serviceéh

\ given the bealth atatua of the population, is both canaumer-induced and

'-*“provider-indueed. | e 1 | S .

..\

| Consumer—Induced Demand: iyo majon influeneas on consumer-induced deuand

e N | -
**Other socioeeenomic factors auch-aa age and race also influence the consumer's

are the consumer's income* and the extent of.health insurance coverage.**

- . . -

*Estimating the independent effect of income is somewhat diffcult becauae N
as income increases, need for health services typically decreases.  This
means the independent effect of income on ability and willingneas to purchase
health servieen will be underestimated. . . . ‘

2

ability and williogness to purchase health services. For example, although
the elderly and nonwhite have a relatively high need for health care, this s

. need may not be effectively translated into demand. Reasons for this include
the elderly's difficulty in "getting around”" and discrimination encountered

" by nonwhites in the predominantly all-white health care system [51].

*%z;?
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Both hsvefindressed significaniy during the past qusrﬁerécentury and research.

‘shows quite clearly that such increases lead to an increased demand- for health B

ssrvices [85. PP 28—38 90*93 33 p. 36, 104 94 pp 7- 8] The reason

demand incresses in response tc riging inccme is straighcforwsrd, but the

.‘sffect of heslth 1nsunsnce is a bit mnre complex thsn it msy sppesr. This

eouplsxity is ‘Yell sumsrized by Feldstein anci Phelps. ]

Heslth insurance not only provides incentives tc patients
to seek more .care, but it may-provide incentives to seek
more. expensive sources of care. The additional expensiveness '
: may arise from the patient seeking better qualified doctors,
RS setter equipped hospitals. or simply because they choose
’ - doctors and hospitals that provide more amenities (finely
appointed offices, nicer. neighborhsads and the like) {73,

o .- PP. 234-35]. |

The effect of prepsying health care through insurance is :
to encourage hospitals to produce a more expensive product - .
than consumers actually wish to purchase at the time of -
" 1llness. The insured patient's demand for care refleécts
the net price, the hospitals' ‘charge net of insurance -
" benefits. He is therefore willing to purchase much more .
expensive care than he would if he were not insured. This
induced demand for expensive ‘care gives a "false signal’ to ~ ,
hospitals about the type of care the public wants. Unfortunately -
the production of high—cost hospital care is a self-reinforcing
f}jkncess, the risk of very expensive'%ospital care stimulates
1" patients to prepay hospital bills through.reletively S
- comprehensive -insyrance, while the growth of such insurance
nakss hospitsl care more expensive [31, p. 76]. ~ | o N

This cauplexity is further sggraveted by tvo factors'relsted Es theé way‘in v

which health, insursqce is purchssed.. One fsctor 1s the federal ineome tsx‘

*

'.s:ructure which suhsidizes insursnce coverage by. (1) not ccunting employer

,psynsn:s.far iQSurssce preaiuas as pert of the enployee~‘ inconme ~and (2}

#

sllcwing the insurance premiums psid by the individuhl to be deducted frcm

- taxable income [33, p. 38; 22, P 15-16].

§
x
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The second. fsctor stems from the fact thet approximstely 80 percent of

heslth insurance prsniuls are paid through employnent~relsted group insurance o

- plans. If the employee mskes na contribution to ghe plan, he or she will A -

__not reslize the cost_of the coverage Even when the employee makes a

‘\;contribution it is ususlly in the form of a psyroll deduction, dnd’ surveys

indicate that employees do. not think of their healtb insurance as foregone :a

income. or realize how moch fcregone.take-h e. pd' the premiums represent

-'[52 p. 6]. Both of these factors obscure the true prenium cost and the -

- individuel is likely to demand more conersge than if the- premium costs were - .

B

not obscured. - i Co - : N v

~

Provider~Induced Densnd. The eiistence of providerninduced_demsnd is'appsrent

. in & nunber of ways, It is the physici‘ljwho decides‘whst to prescribe, when- -

and how often the'pstient should return for rre-'-eisninstion,? whether or mot

,the pstient should be edmitted to a hospital and vhere (depending, in psrt, ’

-on which hospital the physicisn hss privileges), snd'vhen the hospitalized

A 1

pstient should bsjdischsrged. This is not to say the consumer has no. choice

in‘the decision-making process, beceuse it is the consumer who makes the

de$isié\‘initislly to enter the delivery system and slwsys hss the option

\

. ofichsnging doctors or. refusing to follow the doctor 8 orders. stis

i . »

sunnsrizes the situation as follovs-

N when, and where to purchase invsrisbiy lesds to-a fundsmental question' will

While the consumer” can still psrticipste in policing
the market, that participstion is much more limited
in the field of health care than in almost any other

. area of private econonic sctivity [23, p. 22] i

The sbility of the physician to heavily influence the decision of whst,

—

9
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theiphysicisn's‘influepce‘reflect only the physician's concern for the
patient or will it also reflect at least some concern for the physician's

A self-interest? Two cepects of the cﬁrrent'delivety system increase the
probability that the physician’ 8 self—interest will play at 1eest some role.
One aSpect is the repid growth in malpractice suits, as noted earlier. The
increased probability of being sued‘has likely-led to the practice of
"defensive medicine" ‘i:n vhi‘ch c"ertain labomtory tests end oth‘er pr'ocedures‘
are performed'hhich are;not'medicaily necessetyi. Howeve;, haqiogfpertormed\\
these teste endeotocedu:es,-the phyeicien'is‘hetter orotected'io the courtroom
‘against charges‘of oegligence._ In ahoftd the increase in‘malpractice‘suite
has likely increased physicisn~induced demand for certain health services.
| The fee—for-service-method of paying the physician is the second asPect
of the delivery system which incxeaoes the probability that the physicien s
self—intetest will come 1afo plsy. Under ‘this methodlof payoent; morelincome,
18 generated as more patientsfare seen and as:more procedures a;e performed

‘ While such a method of payment may gerve as an'incentive to keep productivity

high, it may. also serve as an incentive tp overpreScribe. Althoughrthe

' -existence cf significant "unnecessary utilization" is fairly well documented

7Q{36; SZ,}p; 140; 91] it is not clear exactly how‘much of thiseis«due to the

' “fee-for-sefvice eystem of reimbursement‘and hoﬁ much is due to thetbies of

,health insurance toward hospitalized care and the fact that direct out—of-

“

pocket cost to most consumers for using health services (especially hospital
care) is near zero. However, there is evidence that the fee—for—service

‘system of teimbutsement is responsible for at leost some of the unnecessary

utilization. The exﬁfeme example of ite conéiihotion is the practice of

'"ping—ponging“ in the infamous Medicaid Mills [11]. Another example is

»
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~  1in ome hospital audit it was found when an all-specielist
medical staff was paid salaries, the gynecologists did
about 26 hysterectomies per sudit, period, but later on
a fee-for-service basis, they did 130 per ‘audit period
[4&. PP- 314-315] , .

In shert the reliance of the consumer on the previder in. making,-_'

'deeisions abeut the purchase of health services when coupled with a fee-

for-serviee payment meehanism, may lead to 8 situation in which "supply .

: creates its own denahd i Mbreover, some of :his supplier-indueed demand

v

A'may result in unnecessery utilization. The possibility of "supply ereating

subsequen:ly

; suﬁecribe to

™~ 1.

S |
~ . 5
"werking of the Law of Supply and Demand indicate that an -

- in relationship to the number of hospital beds per
100,000 population {18]. .

’its own denand" was first formulated by ﬁr. Milton Roemer in 1959 end has

been neferred to as Rnemer 8 Law [36, P- 96] Those whe

i

Researeh which indicates that the number of surgical
procedures per capita are directly related'to the -

. number of surgeene per cepita [11; 29 45].

Research hy Feldstein and others which found that (l) »

- an increased demand:for physicians followed an increased

supply, and (2) a direct relationship exists between

~incresses in the number of hospital admissions and

increases in the supply of pbysicians, particularly

specialists [71; 37; 32]. o | BN

~

Statistical analysis which indicates that a 1 percent '  ;:

increase in the number of hospital beds raises per.

. capita utilizetion by about .4 or .5 pereent [62; 15].

The numbei of hours per week and the percentage of tetal :
work time the physician spends in the hospital increases

)

1f supply‘dues net create its own demand, then the normal -

increase in: supply will lead to lower prices, other things

~ equal. Research indicates that this is not the easa For
" example,.physician fees tend to rise, not fall, as :
“physieisn—population ratio increases {90, . 12* 83].

_ }g.

Roener 8 st use the follosiug studies as-supporting.evidence:“ ;~

&



f:_existins technology. ‘This excessive diffusion of technology stems primsrily

~

' PROPOSED SOLUTIONS FOR CURBING
HEALTH CARE EXPENDITURES
The previous chspter of this report focused on the ressons behiud the rapid
X .

rise in heslth care expendituros.‘ In thie chspter, various ideas which -

: hsve besn propossd for dealing with this rioe in expenditures will be'

*discussed hriefly. Heny of these ideas or proposed solutions sre extrenely

-

'-complex, remain untested snd unresearched and if implemented msy have hoth

\desirable and undesirshle unintended consequences. Hence, in this brief

discussion of "solutions" the re&ﬁf;kshould guerd sgsinst the tendency to

| find simple answers to such a complex problem.

' 3 - - Reducing Cost of Production

‘Monitoring the Introduction of ‘New Medi_iE}Technology :

‘Most of the concern regsrding the effect &f nedical technology on health

. |
care expenditures centers on the unnecessary duplieation anong hospi:%l _of-‘

from the kinds of incenxives associated with the nouprofit nsture of most

s

hospitals and from-heslth'insurers policy of costfreimbursement.' Wsys of ‘

‘countering these incentives will be disdysaed 17 =tits ectionS. In’ addition

to the problea of excessive diffusion of existing teohnology. snother issue
1] the process by which new medical technology is developed and msde avsila
To the extent some of this technq!?gy is counterproduotive or at least not .

coct effective, Gaus srgues thst-

' : vigorou- eoonomic analysis and tests of efficscy snd :
efficiency must increasingly enter the hiomedical-resesrch
domain .[in terms of] evaluating new techniques not yet .

- diffused, and ‘allocating medical research dollars. This .
would produce vslucble infornstion for veryfdifficolt socletal

-~

ble.. -
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~ decisions in the future concerping who shall live and who - c o
.aggll die. However, information alone will not solve the - : -
- - - resource sllocation problems of the future. A new mechanism ‘-
.f‘; SR .must.be cdeated so that the public is heavily inyolved in .
', - 'these decisions and is educated to accept ‘the fact that while
' : science may be capable of saving lives, the ecqnnmy may not
© be able’ to afford it (39, p.;132] '
| Although Gaus does not sussest a apecific mechanism for evaluating L
nsdin;l technology which is not yet diffused. one pqssihility wnuld be a | ‘ o
', ragulttory authority akin tn the Federal Drus Administrstion (FDA) Gaus ‘. ‘4_*‘~_.'
‘4'17 hintn at nuch s possihility-vhen he notes that‘ , R | T
! . 4 _ D 1
A ; Un;ike pharnaceuticals. which are. not permitted on the market '
., untilpafter they have been extensively tested [by the FDA], new
~ medical procedures remain on: the market until they are found )
unsound or possibly irrelevant [39, p. 13]. :
b ' T _ _ S
Reducing rices Paid hx,Providers for Their quuts C Cl S | 7
In the ahsance of ec nnmy—wide policies to curd inflation there is 1ittle ‘:'
thnt can be #one to reduce the pr}ces heax;h care providers must pay for their ;
N inputs. The reason for thiﬂ is that for the mast part haalth care providern o .
sust ccmpete with .other 1ndustries for their labor and nonlabar inputs and ' ﬁ
L pay fthe goins price., _Qne(netable exggpticn to this generﬂiéxule 1s '
inlpnactice'premiumS. Severni ways havé been'ﬁuséésted_for dealing:with | o

| riling nnlpractice premiums [16 67; 60] The~foiiowing six proposals are ‘f;l -
probably the most frequently mentioned. \.ﬂ B o |
S 1. .Eatnblish common inaurance pools auong‘all insurance‘carriers 1k
‘j_in order. to lprcad the risk over a bro;der base.
‘“7 ‘ ";Zé Establish an upper : limit on the amnunt of malpractice awards. ._’:"H Ca
‘3.‘:Elinin;ta "contingency fees" in which nttorneys are paid & certain |

3 . Sk
perccnt;ga;of the malpractice avard.

-

. 3 - A:.W\f l '£5£;‘. o f‘vf : t t".‘ .
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f involvensnt of NHPs in the delivery of. medical care* malpractice provisions

e

Sonearw 8

£
-

<o

-

-

h.. Stricter 1icensins of physicicns and recertificatian cf physicians
ftb increa:e th& quality of care. | o L ' ﬂ S e
5."Linit the pariod within uhich ualpracticc suitc uny be filed.
6. Remove professional uabui:y claims from the traditionxl |

courtxucn—jury sstticg. : ‘ . ; o | i S

Incrccaed Efficiency in the Use oi Inputs

Rcmovi g strictions on the Usa cf New Health Prnctitioners (NHPs):

| full pozential of NHPs as a curb on rising health care expenditures/can be

‘. :
rcalized cnly when the banriars thnt reatrict their use are rcmovcd Examples_

of these bnrriers include nedical practice acts which simply prohibi: thc R .

which nxka it difficult for physicians to effectively emplcy NHPs' and lack S
of uniform accreditation, 1icen3ure. and certificcticn prccedures for. NHPg.

Another inportgnt barrier to the effective use of NHPs is the tcluctance by.

nany insurancc ccnpsnics to reimburse for services delivered\hy NHPs. In . o i"'\

thin regard a nnjor recent hreakthtoush vas the passage of tfe Rural Heglth

: Clinic- Services Act (PL 95~210) This bill permits Medicnr reimbursement

for lervic-s perfcrncd by a nurhc practiticncr cr physicisn' assigtant in

A4

. rutnl areas even uhen these scrvices cre rendercd in the. abs ice of a

physician'a dircct suparvisicn. S o AN \'

\
\

Achieviqg Eccnonieq of Size. If economies cf size exist in thé provicicn of

h:ilth letviccl. yayn of encnuraging 1argcr hcspitals And graup\practica : . é*f

ahculd be cnn:id red.‘ Hnwevcr, in trying to achieve econcnies nf nize,

‘ ccnaidgra:ion audt cllo bt ‘given to the increased indiract cca: to ‘the paticnt .

. ‘
. o
o : : f;i{
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' if fewzf hut 1erser‘hospitels and doctor s offices were to be developed.

ndirect coets include increased trsnsportetinn coste, lost income

fren increased tize away fron one s job end increased mortality/mor%idity'

be denied a license to operate. Thie concept c ld also be‘extended to

" stated or federal planning egenoie;, are discussed in the next section.

L.

=
fron being futther from heelth services Theee indirect cogts become '

"pertieulerly importent in epareely populated rural areas.

. - ~
f Regionelizetion of eenvices end the related notion of shered eervicee oy
. .

- are. ‘the most common proposele advocated for echieving economies of size in
.the provision of health eervicee——pa{ticulerly hd%pital care. Regionalizetion,

R _in theory, would lead to the closure of snell inefficient~hospitele ‘Qr at

& '
least limit the scope of services small hospitals could offer.( One wdy of-

.t

‘eehievins this goel is through licensure .in wh inefficient hospitals would.

P

spécific services. For example,.e_few eelected hospitele in & region could . -

be given a license for a epecialized‘gervice such ne a neonatal intensive

| care nnit' and ell'otner hospitals in~the.region would'befiorced to trangfer

their high—tisk newborns to the hospitals licensed to provide this unit._ .

Le
Liceneure is only one of ‘the eenctions that could be ueed to cloee or

prevent Tuture development of inefficient fecilities end services. Dther_.r )

-
’

/"eenctions,'eueh as the depinl,of reimhnrsementwfor services not approved by

L]

~

With the threat’ of such 'sanctions,. there appears. to befsome movenent on

the pert of hoepitels to volunterily sherercertein services [47]. TFor example,

a 1971 survey of community hospitals found that 66. 6 percent of the hospitele

3

responding had some kind of sharing arrangement with another hospital. The

s
most frequent kinds of shering involved blood benks, purchesing of

’ . . B . - .
. B .
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nadical/surgical anppliea, data processing, diaaster plans, and prefeaaional

laboratory staff [5] R y R S

Counterinsﬁthe Undes;_able Effects of the Nonprofit Mutive., -At least two

approachas have heen auggested fer delling with the 1neffic1ency (in the fonm o

- of everexpansion and duplicaticn of health aervicea) tpac allegedly reaults

from the health care industry aaheavy relience on-the nenprofit motive. The,.

| nost common approach ia to regulaf% the amount of investment or capital .
expenditnrea cheg flowa into the induatry, with particularly clese scrutiny
given eo praposals fer expanding such heal;h care facilitiea as hpapitala~
and nuraing hcmea. Attenpts to regulate capital expenditures are typically

~inplemented by either (1) enacting certificate~of~need legislation on a
atatewide basis or (2) dsveleping regional health planning agenciea which
cperate under a federal legisletive mandate. -

Under certifieate-of-need programs, capiral expenditures exceeding.a‘.‘
certain ninimun (uaually $100 000) will not be appraved unless the need"
fer the expendifures is clearly juatified. -The agency empowered to grant

approval is usually che state's Department of Health. Varioua sanctions are

_uaed to inaure_that a facility,dQEa ndt enbg;k cn,ira prepoaed expenditure

' plan without the necessary approval. The most common sanction 1is withholding =~

4 .

. ““; o .
- or revoking a license from a facili:y wvhose expenditure plan is disspproved

but who does not abide by that decision {101, pe. 99-104]. Research has
shown that staee certificate;of—need prngrama. as they were being operated
between 1968 and 1972, did not reduce tetal:hoapital investment in comparison

to states that did not have such programs. However, the certificate-of-need

1Y




o offset by an increane‘in investment in other service! end equipment {79}

aResources Developnent Act (PL 93~661) This legielation‘mandateS'n nationwide

‘iprogrnns did hnvc a significant inpsct on .the conposition of investnent.

' Inveltnent in new beds V&S restricted but this reduced investment was

'i.sanctions to limit capital expenditures.‘ The firatvregional plsnning .

must have n-naj ty‘of locel health care "consumers") reviegg.'toposed

: 49  t

e

L

Regional health plnnnins agencies operating under federal 1egislative -

unandate have the same besic purpose as- the older state-implenented certificate-

of-need prograns, but are organized differently and use a different set of ;

Q

}_encies were called comprehensive health plannins agencies and were

..initiated nnder the 1966 Comprehensive Heelth Planning Legislation. In

19?4 this legislntion was superseded by the National Health Planning and

) network‘of Hesalth Systems Agencies (HSAs) ‘ In'noet cases an HSA serues n o 'f'jfi’

- . N

_ population of 500 000 to 3 000 000. .The governing body of an HSA (which

A} -

projects whieh inknlye cepitsl expenditures of $100 000 ot_more, the nddition .

‘of bede,/or a substantial chenge;in serviee [101, pp. 104-108]. “The deeisionj

_ HSA is first forwarded tofa State Health Coordinating Council and

,'-timately to the Secretnry of Health Educntion, and, Welfnre Although

\‘ .
the decision of the HSA can be overtnrned at either of these two leyels, this

 does not normally oceur. However. HSAs are expected to adhere to federal

t,pinnning standards. For exnmple, HEW has established as a etendard a mnximum

of 4. 0 hospitnl beds per 1,000 persons whieh is to be exeeeded only under~
extraordinaty circumstances [68, P:.13045].__The mein’ssnction.of the HSA

is withholding federal reimbursement (primarily Medicare and Medicaid payments)

L
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'f'or disinveataont in those cases ﬁheie isting servicca oF fncilities were

“for all conts onnooiated vith the disapproved capital expenditure.'

- are ths do-:in of :tate(pnd fodcrnl sovcrnntnts.‘ Soan inlurcro-prinnrily "if;‘~.' o

" not noeded._, To d;te. such an npproach has. not besn tried, but its impcct on . -~

In this :cennrio, reseorch indicates that hospital expenditures would be

‘proprictsry. Sinece these hosp tals tend to be smaller, less likely to be

‘rioffioiency of the two differept ‘kinds of hospitals, ‘scattered evidence.does

LIt chould be noted that not all roview procesaes for capitni exponditured B

%

,'Blue Crolo-uill not reilbursc health carc providers fot costs associated

. witb capital oxpcoditures which the igggyer has not approved [101, P 101] S :_“{jf

L4

Althoo&h rcvioﬁ procolses for ccpital expenditurel ‘are typicnlly designed
to doal uitI plans. for new inveotaent, it would also be poosible for such plans RETE

to be retro ctive‘ This appronch'uould, in essencq, amount to decertiﬂicatiou

AP T

health care expeéditutes couid be sisnificant. For example, suppose thi( . =

"(nunher of honpital beds were reduced fron the present figure of b. 4 per 1,000

population to 4.0, Since excess capocity exists, occupancy roteo would increase.

rcducod by 6 perccnt [90, pp. 52-—5a1 : o '_ o o R

» . ,;
The second opproaoh for dealing with the inefficiency that allesedly L ‘-:‘piﬁ

‘tnlurts fron the nonpro%%f motive is to plooe more reliance on the profit"

- notive by encouraging, for example, the development of nore proprietary

4

.honpitnln, As noted earlier, ?niy 12 percent of the nation's hospitals are o i;;

¥

involved in research and teochins, and different in other wcys from nonprofit

| hospitals, it is not cosy to aeke efficiency~teldted comparisons between the

o two groups. Although no definitive research hsq been done on the relative



. ~

égg,ihdicete that prbptietaryphospitals.ate{sigpiiicantly motefeificient
':L .[101; p 29&*305' ?0. P 242} . Even if proprietary hoepitals vere found
' ito be BT e efficient their development would have to he modified sonewbat
'*’"lo thnt unprofitahle (but peeded) services unuld be provided and ‘80 pereons

uhe had limited ability to pey wpuld nut be denied eervices. _ ,
“\\ | . . . f

Initiating Alternetive Reimburéeﬁent'?olicies* Innumerahle specific prcposele

'_- have been advanced thgt serve ae alternatives to the common practice of
: | 4

'reimbursing previders on the basis of their cost or on the basis cf an
.f‘"utual, custouary, and prevailing fee." Although the various preposels
'differ significently in some rather inportent ways they elso have a ccmmon
:Qdenoninator. This common’ dennninetor is reguleting the rntee or fees which
;.-ptoviders may charge for their services [101, “PP. 137~140] ‘ This approach
typically leads to a fixed statewide or regional fee schedule fcr physicians

and vcide the flexibility an& latitude asecciated with the "usual custcmary,

‘and prevailins fee." ‘. .
Ptaspective rate\setting (PRS) is the term freqdently uaed when applying
this approech to hospitals and nursing homee ‘Dowling' describes PRS as
:follcws' | .

" PRS is a cost-containment strategy wherein an external

authority establishes the prices that providers are

allowed to charge and/or.that third parties are required

to pay in advance of :the period in which services are

actually provided. The key difference between PRS and

conventional forms of reimbursement is that providers are

not paid the costs they actually incur each year, nor are

they free to unilaterally adjust their cliarges to cover E
these costs; rather, providers are paid at rates that are ~—
" set in advance of and considered fixed for the prospective ‘
‘year . . . it is assumed that the constraints on revenue

’ . . i . . -
, N , oo
. . -
N
-
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imposed hy;iiizgs provider charges nnd/nr,thir&éparty,_.
payment rates will cause providers to contain costs in

order to cvoid losses (or earn lurpluses) [25, pp. 263-264].

{"k
- Littlc clpirical evidence exiatn on the potenxial of PRS for §6ducing

A 2

By

vf health care co:t. Some in&ight een be gathered by ﬂeflecting on whet occurred

durins thl Econolic Stnbilizetion Pragral (19?1~1974) wﬁen physician fees end

hospital reten wnre not allowcd to 1ncrease by more than p:edeteneined

: percentase. During thic period health care cnets did in fact, moderate

| "’considetably [90, pp XIV; 88] Additionil inhisht on ‘the effect -of PRS will

s “be forthcoming as. nnre :csearch is undertnken on & number of experinental PRS

A

"Aptograns. To. dnte. thn mesearch on- thene experiments has not been ccnclusive
[25; 90, pp. 39-42]. I N
The second reinhur:ennnt cbncern {s ‘the tendency of ineurence plans to

reinburee for scrvicnn on;y when provided on an. 1npatient besie.‘ Two basie |

'uapproecheexexist for dealins'with‘the inapprcpriate utilizatinn of the nere |

;_expensive 1npatien; lervicen whieh nny result from this reimbureement policy. ~
: A

‘The first appronch is to change:the incentive syeten so the petient (ot the

N

‘doctor lerving on bchalf of the patient) will not hlve an incentive to aeek
~ care on an inpatinnt bllil inltuud of on an outpetient baeia.‘ Thie can be

.done by extending innutence.benefitl to servicas provided on. an outpetient

basig.* Tht effact of this can hc gauged by conparing where persons with

*Although p;rtieul:t nedical procedure or treatment performed on an
outpatiemnt basis is generally less expensive than one done on an inpatient
basis, total health care expenditures could still rise {f insurance were
extended to cover outpatisnt services. The reason for. this is that such

_&n extension could result in an increased number of persong,who initially
seek care. . ‘

X T TEEI N
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, different kinde of hea.lth ineuunee covera.ge receive their care. One .‘u‘ch’ ‘
- study enely:ed the eurgicel workloads cf eurgecne uorkins in & Health
Heintenenee Orgenieetion. end cc-pered their uorklceds tc these of non~HMO
eurgeene. The EHO plen encouraged outpatient eurgery, end it is eefe to preeume

| thet the’ pereens involved with the nen—EHO aurgeons Heuld typieelly heve-

ineurence plans which ccvered inpatient eurgery onlyu Renulta ef the etudy 1
‘T‘“Vf showed that the n«HHO eurgeone “perforued very few (outpatient) precedures : _{"1ﬁw;
. ; and for the most pett, adnitted as inpetiente those patients who were treated o ¥

. on amn (outpatient) besis in the (HHO)" [48 Pe 4]
YA eecond eppreech fer preventins inepprepriate utiiizationtof mete _
expensive inpetient eervicee is tc inpose negetive incentives -{no teimburaeaent,
‘“{“i, fines, etc. ) for engaging in such practices. The aoet‘visible ettenpt-of»~» 3~~~<—¥~{
.f' | ueing negetive incentives to uinimize inappropriate utilization patterns | Ve
wee the eetebliehuent in 1972 ef P:efeeeiena1\§tenderde Review Orgenizetions -
(anes) PSROs are. fede:elly nendeted ergauizetiene which are cpereted by :‘.
1ocel phyeiciene Their putpoee is to assure thet the cara provided to _' | ,f | i%
_ pereons covered by federel prcgrems (such as Hedicere end Hediceid) 15 | R
C neceeeary end is' provided in- the most. eeoncnicel wey peeeibie PSROs. operete
| _\by having the hoepitel-releted werk ef local physicians reviewed by their
celleegues to see if it deviates frcm locel etenderde [101, PP- 131-136] _i l j{
An exteneive eveluetion of the PSRO pregrem found that it weg not effective. o
In perticular, the etudy concluded that: |
No etetisticelly ‘significant aggregete PSRO effect was found

,,,,,, ‘ .on hospital utilizetion or admission rates.
K ' PN Tand that]
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- provision of haalth Qervicen.* At feast two objections are typicnlly leveled

~ The Alternative of Governﬁgnt Provision .,l? - ,,hi "3"

* have little potential to countervail or reduce the inflatjon

~ «+ in prices and technology that qomprise the’ major causes o _
- the rapid rise of hospitsl'care expenditures. Thus, PSROs N

should not be considered a standwalone, cost contaimment ST

'PSRQ:, Acting prinarily on nppropriatenesa of utili:stiong

A

'\?ntrattgy. but rather as one 1mportant part of a cnnprehensive e .

strategy of rationalizing the dclivery of ‘health care

%

services [74, p. 3]. 4 - | o R SR

.Although Pssns appear to havesgittle success in reducins insppropriate
utiliz;:icn, othcr PSRO-like approaches hnve been succesnful.‘ For exsnple.,ﬂ
the Cclorndo and Sacransnto Foundatiun fcr Madical Care exper;inced a
$3—$4 n&vings 1in expendituras fcr every $l spent on the revieu progrnn {90
P. 37] Sinilagly§ thare is sana resaarch evidence thnt “utilizaticn :

ravitw" is effective if it is undert;ken in arqns characterized by a

| relutivcly scarce supply of beds in relation to thc deaand for thnse beds.

[V N R - —— . s PN e

Tnis evidance supports the hypothesis that cnly in snch arens is thgre ‘ ‘.

N notivation to cnntrol the use of hospital beds [88, PP- 366—36?]

- &
%

*

Hosc sugxestionq fqr reducing the\cost of production euphasiza changes in
incentiven or thc unp of increased’#‘—‘rnnent :egulntﬁpns in such vays as v*:

linitins cnpitnl expandituren via: ccrtificstevof-need legislation. ‘There ) ﬁig'}f

.

are thnse who rnjcct thele ncasurnnt:fj;é;gue,instead, for direct éavernnent

: 0

*It is extrenely important not to confuse governmental pravinion of heslth
-services or "socialéred medicine™ with national health insurance, National °
health insurance, in pure form, is the use of public fundg to assist
ingividuals in. puxchasing.hsxlth;ncrnices.and.has nothing to do with who
provides those ncrviccs. . I

-
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‘ the more conservative approachee of chengins incentives end increa&ing
_;geverqmgit resulation. One reason is the belief: -that a reduetien in the
Aaeeet of produetion will nut be pessed aleng to the consumer because of the laek
‘ef eompetition end che 1mperfections that exist in the medieel msrketplace.'

The secend reason is that govermm regulation and those whc are. tO'impose
PR ¢

(cheee regulations‘will respond to | needs and desires of the vested
.interests within the Qealth care 1nduetrx rather ﬁhen to the general public p

[58; 69; 80; 102].-

"t.previeien of health care\is the rule ‘rather than

y eountries,/eueh as Great Britain and Sweden, at leest

Alrhpugh geve:
'the-exeeptien in
‘two argnmente‘ re often raised/ageinst this approach. One argument is. a
fund . tal philesephieal eb%ection to "gcvernment involvement.“ The
-.counterarguments to this position are that (1) gevernment involvement ie

" not intrinsically evil——eeﬁeeially 1f the market pleee is not- function

'-fg'properly--and (2) governient is elready iqvelved in a way which violatee
" f
the pure concept of "free enterprise " Examples of eurrent gg:ernment
. involvenent includé' lieeneing requirements for_phyeiciens and other
personnel' reatrietione on the develapment eed marketing of drugs and
. medical devices; the licensure and seteing af safety -standards fei health
care fac lities, laws which prohibit advertising by health care providers,‘
certifiente-of-need legielatien' and the prqvision "of services through the
| military health cere eyse:m Veteran 8 Administreticn, Netional Heelth
Service Corps, and Indian Health Service N ‘
‘The second argument against governmentprovie{en of;serelces is that- i

it will result in inefficiency and lower quality care. One cbunterargement

s
T
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' to :hin'illegation is that if'inefficiency-wereto result,'it would not -
| surpnee‘the existing level of inefficiency in thel“private“'health.care

system. In;rgierenee to'the qnnlity.issue, horror stories from miiitary
-_ endj?eternnvs:Adninistrntion.hospitnlsvhre‘connonpinee; but on the other

hand our Bresidents and Congressmen presunshly'receive‘the wiltimate in carei~“
~?ctf§laceshlikehethesda Navnlﬂospite¥ ano Whlter Reed Hospital..lSimilerihf
it is frequentlylaréced thatftheiinceniiée‘to nrovideyoeﬁlity.ca;;‘nill
generally decline if physiciane are paid on a salaried basis asﬂ ey

typically are in governnent«opereted health systeme, but at same time

the-nation s hi hest quelity care is provided at places like the Meyo Clinic

" vhere physic

_ \
.serious research‘has beenundertakentn give a better insight into the

s are paid on a saleried basis. Unfortunately, 1ittle
) - .
advantages and dinadvanteges of government provision of health services.,

One methad of gei these insights wo“}d be through a series of international

‘fcomparisonn, and some research efforts in this direction have recently been

\

”initiated [11 57. 98, 105] L . .

Reduci;gﬁthe Demand for Health Care * -

Improviggﬁﬁealth Status_

i

Theoretically, the ﬁnct‘promising wey of reducing health care

A
'expenditures is to inmrove health atatus and. therefore, reduce the demand

“for heklth care. Although a number of factors affecting health status, such

as§ege'and'heredity, cannot be eltered, others such as income, environment,
and personnl behavior can be eltered. Moreover, more emphasis could he.put

. - ‘ o S

on'preventivetrather than curative medical services. 1In assessing the

e,
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\"fsctors sffecting health ststus,‘br. Theodore Cooper recently sssertod that:

It is one of the: great snd sobering truths of our’ .
" -profession that modern: health care Pprobably has less
impact.on the health of the population than economic oY

‘t‘t“st educstion, housing and sanitation [49, P 4]. B

A rather drsnstic exsnple which reinforces Dr. Cooper 8 assertion is tbe
-combined effect on hsslth status of the 55 miles-per-hour speed ligit snd
higher gasoline prices. These factors hsve sppsrently led to a 20 percent
"reduction in auto sccidents, and since tsking effect in 1973 nay hsve been |
the. single grestest contribution ta "better heslthr [59, p-. 457;
The innnmersble possibilities fof improving health status go far beyond
_the scope of this report. A number of the possibilities are covered in

'Kristein et al., snd Somers [59; 84]. Despite the potentisl impsct on health

status of such fsctors a8 improved environment, chsnged personal behavior,

. !

'_ snd gredter use of preventive medicsl services, thesq svsnues should not be

Alviewed a8 a panacea for reducing heslth csre expenditures. ‘Four csutionsrs
_ notes must be kept in mind First, efforts to chsnge personsl hehsgior in ‘*

%‘sress such as smoking, diet, and exercise hsve only Qixed success 52,

,p. 18] ‘Second, msny medicslly oriented preventive servifes such ‘as physicsl
exsminstionrand mass screening may hsve no beneficisl impact [73,-pp. 237~242}
Third nany nedicsl conditions are ?3t currently preventsble with our existins
knowls&gei Fourth, there is an ultimste Iimit. to the sapunt of desth snd

“

~i11ness which can be minimized* i.e., sll persons eventuslly die._..

' deucing~the Ability snd Willingness to Purchase Heslth:Csre . i

*ducing nnscess.sry Consumer-Induced Demsnd- Efforts to reduce unnecesssry

fconsuner-induced demand typicslly focus on chsnging the health insurance snd

‘%q

o
S
&

-
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federal income tax systems. In terms of the tax systee, it hes been

suggested that the employer's health insurance payments could be treated

-.'es incoie to the eepioyee,end &pat-the enéleyee's_ptemiume not be
considered deductible expenses [90, p. 57]. The presumed effect of these'

~ changes vould be to reduee the breadth of insurance covereage, thereby

' redueing the denend for health care.  Even greater attention has been
_ > . . Ly
- given to "reforming" health insurance plans by creasieg the consumer's

' out-of—pocket-et‘net cost of'heelth services at tdme of purchase. The .
most common. way of doing"this-ie threugh co-payment in the ferm of - *

deductibles and co-insurance [30; 36, p. 60; 42; ?3, PP- 236-237 96 p. 5?]

\

Wixh a deguctible provision, the patient is required to pay the first SX
but beyond that point the ineuranee plan will begin payment. fo~insurance
‘ requires the patienttte pay a certain percentage of ‘his or her health care

costs (at 1eest until some maximum limit is reached) Ehelpsvpoints out

-~

that the effect of co-insurance and deductibles can be quite;differentx

A fixed deductible (say $100) might alter slightly :

the demand for admigsions, but it will have no noticeable |

effect on decisions regarding length of stay or general’

‘resource use within the tiospital, because in virtually

any hospitalization, the deductible would be exceeded by

the first day' 8 expenses. etreight ceinsuranpe provision, \
however, would ‘have the same effect -on both: admissiens and o
' length of stay decisions {73, p.. 232] ' :

RN

'_As might be expected a number of objections can be raised ageinet the

co-payment mechanism. The objections e frcm thf preetieel netter of
}edministretive efficieney to the major equity concern that eo-payment may

: créate a sdhstential financial barrier for the poor [73, pp. 226~227].

v
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A companion proposal to increased”reliance on co-payment would be

repealing legislation that prohibits advertising by health cafe providers

and . facilities. In essence, co-payment schemes are designed to make the

J
consumer nore cnst—conscious, ané the 1ogical conclusinn to thi approach
. 1s<5hat the consumer shoulg be informed of the alternative price he or

"she faces. Tne secondary effect of advertising would be. to introdyce an

element of chlhetition into the medical marketplace. Recent 'research on' .
drngs‘and eyeglasses indicates,that where advertisinslis permitted tﬁe

retail prices‘nf these items are‘significantly lower {12; 7].

Redncing_Unnecessary Pravider~1nduced nemand.- One aspect of unnecessary

' provider-induced denand stems from the need te practice "defensive medipine"

wi

;in nrder to reduee the qpobability and size af aalpractice suits. Five

/:ways of achieving such reéuctions vere mentinned earlier in this chapter.

Anather undesirable aspect of prnvider—induced demand is the concern

L

-that a fee—for~service reimbursement nechaniam will increase the amount of

nnnecessaé} medicsl services and prpcedures. Ccncern with this possibility

is particulsrly great in thnse areas where a relatively large number of

o nedical resources are present. Several potential solutions exist for -

B

‘dealing with this situation. S - ‘fi'

First, to the extent-tnst unnecessery prbviderfinnuced demand is
greatest in areas where a reiatively lsrge number.dfinedical'resources are
present, one potential solution is‘tn simply 1imit the supp;y of medical
resources available Note that this is the exact reverse of the kind of

N

pnlicy which would be censidered if the medical marketnlace were . similar

4
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o ﬁo the marketplace for other goods and services. Ina "ncrmel"‘nerketplace

the cppropriate policy uould be to increase supply 8o price {and expendituree*) .
a ﬂf;would chreeae. Varieus proposals for limicing the eupply of health fscilitiee -
ufwere discuss d earlier. To date, only occasional consideration has been given
:o limitins the supply of physicians and other medical perecnnel [90, PP 7—58]
'deepite sone reeent waxninge ebcut an exceseivecg:cwth ln physician numbers {14]

- Another potential eelution is to eliminate che fee~for~serviee relmbursement
~ ~ 4

| nechanien. Phyeiciens in HMOs work typically on a seleried basis and it is

. .argued that they : i IEPRRE . | : R . _ .
. }‘ ) . r . . . . . '
) ~ have no incentive to increase: “their incomes by hospitalizing . L
 patients or providing unnecessary tests; unnecessary procedures
- have, in fact, the effect of reducing net inceme to the JHMO end
- ~ therefore, to the physician {90, p. 59].
' ]

: Reeenrch on EMOs indicates quite cleerly that hoepitalizatien retee for HHO

by

(enrclleee are eignificantly lower thanfor pereons receiving cere on a fee—for-
‘_ services beeis[41 85, pp. 172-178; 99, pp. 223-224, 232, 234} A recent estimate
el suggests thet overell coet eevinge in HHOe average ebeut 20 percent, even after
feuch verieblee as differing populatiens end out~of-plen expenditures are taken
into account [86, p. . 70]. ‘Whet is not clear is hew‘much of the lower l

| hosplteiieation rates and cost savings is due to the fect‘HMd‘phyeiciensegre

£

 paid omva caleried‘beeie rather than a feeéfor—ee:vice.baeis. Other contributing

\gectors may be thnt.HHOs usually operate with a relatively-euell“bed’eupply,

1%

~and that HHG plans relative to most traditional heelth {nsurance plans heve

N T :
a much broader ceverage of outpetient eervices {101, p. 225; 36, P: 140] Atg

b

-any rate,~ - the reduced hcepitalizetia‘{rates and cost savings do not eppear to 5
*This assumes demand is "inelastid" with respect to price (see p. 20).

;-
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- rasﬁlt in lov quality ‘of care. or patient dissatisfaction‘[éo lOl, pp 229~ 233]‘
\\\\\\ If the fepnfor-service reimbursement mechanism is to renain in place, |
at least two additional approachas have been suggested for reducing unnecessary.
. l_provider~induced demand One approach is through ntilizstion review mechanisms

such as PSRDs, which were discussed earlier. Another approach is to increase
« + :

the "bargaining power“ of the consumer in the provider~patient relationship.

Examples of the latter’ approach include implementation of the American Hospital

1

Aasociation 8 "Patient s Bill of Rights" and a program of "second snrgical
opinioosr“ Relevant portions of the "Patient 8 B&ll of Rights" are._

"The patient has the right‘to obtain froq his physician complete ;//f/ -

" current information concerning his diagnosis, treatment and A
prognosis in terms the patient can be reasonably expected to

understand.” o "

Y T . ’ " : R ¥

' "Where medically significant alternativea for care or treatment
. exist, or when the patient. requests’ information concerning -
medical altergatives, the patient has the right to such’

- -information. The patient also has the right to know the name
~of the persons responsible for the procedures and/or treatment"
- [1, pp. 14- 15] :

-

Finally, in recent years. there ‘hab heen growing emphasis on programs

that provide ' second surgical opinion." A general definition of such programs

&

»

-

has~heon developed by Baug.

P When an elective operation is recommended to a patient, . .
-,,r.iék“- the patient is permitted or reqqired depeading on : ,
e hether the program is voluntary or mandatory, to have
' the need for the operation confirmed by a specialist in o,
the . appropriate surgical specialty [46, p. 65]. ’ '

*

‘ . New'York became the first statémto require insurance companies'to offer to
i‘. . . ' . )
the policyholder at no cost a second'surgical opinion benefit.r'Since this

1:; | kind of a program is relatively new its effective ess has not been studied
'thoroughly. However, initial studies indicate that 25 to 35 percent of the :
. ) . " . ‘
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‘ .operatinns reemu:ended were not confirmed by 8 second opinion.. The kind
‘\nf{aurgical pracedures least likely to be confirned wvere hysterectonies,

) prhst;tectouies. and operations on’ the knees [46]
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SUMMARY AND CONCLUSIONS -

" At least two concerns underiie the nation's preoccupation with health

care expenditures. The first .concern is thatHsociety mey not be getting

a ”reaeonable return" from ncreased expenditures on health care.
]

The second cencern isliyﬁt the quantity of - services associated with a

A

'_given‘amount of expenditures could possibly be made available‘less

. the Americeﬁ “free enterp;ise system,".

exbensiveiy; The concern stems from ‘the fact that the "market" for health

care deviates significently from the kinds of markets which characterize

-

In 197?. the natien spent $163 billion on health care. Hereever,

'the recent growth in expenditures——beth on a. per cepita basis and as a

4

percentage of Gross National Preduct—~has been phenamenal. The largest

single share of the, health care dol}ar goes to hospital care. In terms -

of the finencing of health care services,,there has been a considerable

increase since 1965 in the pereentage of tetal expeﬁditures‘financed

‘from government sources--partic¢ularly tﬁe federal government. The

increased role ofgcverﬂsent financing, when combined with the increased
e Sy s )

role of private insuranc ‘payments between 1950 and 1977, has resulted

in a significant decrease in eut-of-pocket payments. 2In 1950, 68‘percent

AY

of total expenditures were ettributed to out—of-pocket expenditures. By, -

_ 1977 this percéntage had decliped ‘to 30 percent However, aut-of-pocket

paymente are the principle source of financjng for dgptiets',services

and drugs,‘but‘fepresent dnly 6 percent of the total payments made for

)

.
' - ?l
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hoepital care.
Total expenditures for health care or eny'eny other good or service
are determined by the following formula: ‘ - ‘ -
| Total Expenditures = Price Per Unit x Number of Units Purchaeed )
: It is extremely ﬁmportent to realize that price and ex ditures are
-f two very different coneepts, end policies aimed at controlling one will
notvnecessarily control the other..
Both‘prieebper'unit and the'nnmber of units potchased are detenmined_
oy‘cost of prcduetion and level_of demand. 1In terns of cost of production
a major tactor in recent years has been the rapid érowth and inttoduction of
.cost—enhencing.technology.- Simultaneously, demand has inoreased due to the
(rapid growth in health insurance, including Medicere .and Medicaid. A host
‘.of.other important factors also‘influence coet-of—p:eguction and demand. |
These faotors are shownieehemetieelly in Figure 4.
One of the problems with the various proposels for eurbiné heelth caqg '
expenditures is that the policies are not coordineted in a systematic fashion.
; For example, limiting the expansion of hospitals‘may decreaae\utilizetion of “{:
hospital Eerﬁices but will not necessarily reduce total expenditures if'. ‘
_ hoepitels simply raige their chargee for the services they provide. This
suggests that policies for.limiting the expansion ;E hospitals should be
. ‘implemented',in ‘concert with policiee that can regulate ho‘sp tal ra:tes.
Similatly, review mechanisms for ;educing inappropriete utilization of
services appear tp be most effective when combined with policies that lead

- . - ) T ‘
to a relatively scarce supply of hospital beds. “\\;

- -~
4
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