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INTRaDUCTION

\

*Medi al ca're expenses arethe single lare.a cause of personel

,.
bankruptc in the United Statesj44, p., 36].

. , .

*A recent national survey found that physicians viewed, "the uigh
--

4%.

cost of medical treapment as the biggest problem in health ,cere delivery,

(87i p. 163. i

4
*Two of the four basic pprposes,of the recently established Health

& .

Systems AgeftclesfooUs on curbing the nation's expe7ditures for health

care. 'These pueposes are:
#

To resain.increases in the cost of providing fiealth services.

2. To pr&vent unnggessary duplication of health resources [93, pp.

tli-12].
. 4

The above items indicate iha there is littie disagreement that

increaSed expenditures..for'heelth.care are'a majOr public:concern and'usy

.be the netiOn's singlemost ivortant health care issue. Considerably more

.dagreent exists on the questions .of why expenditures arg

and what ahould be done to curb their increkse.

'This report focue**on the issue of increased expendlturts.for health

-caSe aud is divided into'the following sii:chapte'rs:

the/Concernyith Rising Health Care ExpenditureSa

*A.Description of Ihe Nation's Health Ca* Eipenditures.
4 ; ^

*A.S120a* 10-orRula for Analyzing Health Care.Expenditares.

*Reasons Bind Risiig pealth Care' Expenditures.

*Proposed, Solutions for Curbing Health. Care Etpendituresl:

*Summary and Conclusions.
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WHY .THE CONC

HEALTH CW
WITH .RIS ING

ENDITURESZ

Although health tate expendituresboth in total dollars and as a pereen,tage,'

of Gross National Product (GNP)have risen dramatically in the past twenty-

/five years, there 48 nOthing inherently wrong with spch a Situation. Indeld,

-

change LOwhat a society chooses to produce is.a natural consequence di

econom# growth and. development. Compared to the.pak,t more dollartvand

more of our GNP are'also teing spent on a number of other goods and services

including transportation, teFreation, electticity, and llousehold appliances.:

Yetriding health.care expenditures seem to be,a focuS of partitulat concern..

Wh all the fuse?

.

Thete are at.least two relattd reasons why health tare is sidgled 'out
.4 4

'fdr spetial4contern, The firsc reaSon is the tontern1hat aptietylcaynot
.

.

--be getting a ",reas6able returnP from these increased.expenditares. _For

1 4

example 'r.eSearch indicates that the health of our popufaiion.:at leapt Ss

.measutediby Vlitious:deith-rates and longevity measuresappears to be quite

. unaffected hy recent increases in health care expenditutes- and personnel..

In fact,,there scime evidence 'that same'of the increased expenditures

represent unnecessary use of setvicesespetiaily surgical serviceswhich

may create rather than solve, health problems.[10-3; 20; 50; p).

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

(

pertain.exnenditure le'vel (or change'in eipenditUryevel) koUld.postibly

be made availahle less eipensively. :Ft-1.;damentally, his is.because the

.

.

"market" for health tare deviatea significantly from the kind of market

4
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which tharacterize the AmericAn "competitivejqe eayerprise system."

ktchs describes tIt,s situation as follows;

Most indus r4s'f.nNthe United States consist of profit-SeekIngs
' firms actively engaged in 'competition with one another. The

'fundameatal rationale of the American-economic system is Chat
the hope of-yrofit (and the fear of loss) ):.uider conditions.of

.

.
open competitioa are the best guarantees of,efficiency, an
appropriate price and rate bf output, aild a fair return to pie
virious.factors Of prduction. . -

.

, .

p,
The medical care ind4stry is orgpized along radically

different liaes. Nonprofit operations *are the rule in the hospital
. field;.there are severe restrictions On entry and competition in
medical practice, and advertising and patent controk dominate the
iharket f)r drugs V35, p. IS].

Thus, there.is no.a triori baais for believiag:that the prices and
4!

quantities of medicalzate approaqh.thoSe that wddld:be Socially optimal..

The Ways in which the market for healeh'.care deviates from themarketS4hich

-r

typifythe Amexican economic Systet do 06t end-with Fuchs's list Pevhaps

the most significant deviation is. the-relatively. insignificatt.role of che

7coninter, One of.the most fundaiental premises.of Our competitive economic

.4ystem is that it ia the consumer who determines 'which,goods and service*

.tO purchaste and in what quantitiesoehea tO purchasei-an&where to, purchase,

In such'a scheme theapropcer is at the mercy orthe consnmer, and those

proddcers who do not, respond to,cgasumsrs' demands are forced from the market
-

by their tore resPonsive and efficient .pompetitors. In the case;of health:

--care, exc pt for the initiatdecision to Seek care, it is the prOducer'

prOvider) who tither makes,or 14ps the 4onsumer.Makie the key deonions

Of What, wheA, and where to purchase. In short the varibUsdaViatAns

asisociated with the:health care market create the potential for at least.

two le situatjons:
,

1 0



1, The per.unitCotii.of producing health a'ervices (g.g., what %.t

cost* the Physician to "produce". an office vi#it) could be reduced.

Even if the per unit cos6q producing health-services cannot be

reduced, the prices paid by the' public may be substantially greater

-1Alen the cost of producing those services.
*

The first.sititation leads to inefficiency and che second oneto excelv profits,

'and both problems will contribute to inflated health care expenditures.

`,-

4
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A DESCRIPTION OF THE NATION'S
HEALTH CARD EWENDITURES

In this chapter, information'on three key issues'will be presented:

1. .How much is spent on health caie?,,

2. What haelth qare servicea are.purchased?

3. How,iare bealth.care services financed?

In addressiAg these three;Assues, emphasis itill.frequeatly be placed On
4

changes An expentatures and finangAii rather than eAiining only the current,

,)

situation.

How Mich IS /spent on Health Care?.

"Between 1950 and 1977, the natiniS health care expenditures have,auliiplied

about,fourteen times--froe $12 billion to $103 billion.(Figure 1)4 'Although
, .

part of this increase la.due to the fadt that thejiatioa's population haa

grown, the increase inks ca ita expengtures is also .phenomenal--from

person in 1950 to $737 in.1977* [41, p. $].. Of course it can be argued

k

that'these incriaeelf are not more of a burden if'thp nation's (or individual'.
. .

.ability to pay for health services has increased at.the same rate. GNP, the

-Most comion. measure of a.nation's "abilityto p4y " has, in.fact, increased\ -

significantly sinee. 1950 but nOt'as rapidly4s health care.expanditurea. -Figure

1 indicates that .04 percentage of GNP allocated to'health care 4penditures
4

increased from 4.5 percent cp°8,8,percent be'tWeen 1950 and, 1977.

It is.importait to mote that per capita expenditures vary significantly

deiending.upon. one's age, race, income,-and place of4resideiice 165]. For

exaaple, in 1969 (theIatest year,Jcir which state estimates are availsb1e)

per capita expenditures ranged from a low a $138 in MAssisslypi.to a high .

'.:.
...

i

,

* .
.

Aa will be shown 'in Chapter 3i some of this inciease is to be expected, due .
.

to the general inflationary trend in the economY. However, even-after adjustiag
for inflatioqper capita expenditures for health care have increased ramatically.

k

Ity
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Source:

1956 1960 1965

National Bealtb Care Expeiaditures iu
'Percentage pf Grkoes titstional,.Product

1107 p.51._

1970 H 1977

B1111940 of Pollara alipd as ,a
1950-1977.'
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.., . ,

.' 1

.
4 . 1. .

$146 .in tiassachuset.ts (99, p. 16]. Var4itions by ige; race, .and income.
1 ,. . .

4 .1". r- i... ` ' .

, are- shosm in ligure'2: As would Ve eapected, perPcapita expenditures.for
4 0 I

4 ,,,,, f '1/4

, .

the elderly _Were' higher, than For any...9thers.age grou.. Whitetp and thqse

V with higher Incomes.,421 tiigher--per capita expenditur
, 1

-than, did nonwhiies

-ang ,thoile with lower. incomes,. reari7ectively. Since -Tionwttit.es a& those with
4

lower incomes generally have poorer ,health. status (as me.asurid by mortality

. rates and incidence of, illness,. 'the relarively loweri per capita eipenditUres

for these.-tbrot groups .lefgest -they it;re to have' veater unmet needs' for

'healtt; care than do,iihites and those wIth-taher income-6 1974.

What Health-Care.Services Are Purchased?,

Expenditures on Ilealth.csre, are alloatizol to innuterable specific services..
The infOrmItion in Table A. divides totallealth care expenditures into eight

major categories or items. Although the total amount3.of dollars spent on

each of these itgas has increased tremendptisly since 1950, the share of total-
.,

gelding going to iinme iteis has decreased IX e the share goilig to other:

items has increased,.

In recent times, the iingle largest share o: the health care dollar has

I gone to.hospital: tare.' Moieover; the btopital share of the health care
,

1

Zoller has increased significtt t.ly since 195Q, and in 1977 accounted for
,

.

40 cents of .each dolkr spent. ,,,The share of the health care dollar going
t, .\ , 1

to nursid* home calm has &leo .ncreastitt signific.anctly--from 1.5 cents in
,,

1950 to 7.8 cents in' 1977. ,The only other component which increased its '..--
,..____to

-

share of,-the hea;th care dollar betyeen 1'950 ard 1977,was medical research.
4-

However, this iteNispresents only a

et-

actitin o,f tile health care dollar..
4

41,

a
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,
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*Tab e 1. 'Share of the "Health Care Dollar Allocated tci Specific Se.tvices,
1950-197.7

Servcce,

Hospital Ca,rea

Nursing HoMe .Care

Fbicianst. Servicesa

Dentists' Services

lee Xs,

1950 1960

Year
1965

Drugs and Sundry. Itemsb

Ne4ical Research t..

Medical Facillties Constructionc

Other

30..7%4.

1.5%

22.4%

7.8%

13.7%

. .9%

6.1%.

32.9%

1.9%

'21.6

7.5%

13.4#

2.3Z

-4.3%

156 6%

338%

3.3%

21.6%

7.0%

11.9%

3.6%

4.7%

14.1%

1970

57.4%

19.4%

6.5%

10.3%

2.7%

4.8%

13.4%

Total 100. OZ 100.0%

Source: [414 p. 15)

1977

40,.4Z

7.8%

19,8%

7.1%

42.3%

'3.1%

12..7%

. .

a. Silaried physicianaron hospital staffs,are included as hospital care
rather than as physicians' services.-..

b. Exclude.s .drugs provided to inpatients.

c. Includes both public and private expenlitures.

d. Includes expenditures for. eegi ss, school health; government public
health activities; and health ixcnce companies" operating exPenses,
additioni to reVennes, J.nd profits.

to

41.



*-
(2.3.cents 1,n 1'977) and received a smaller share of,this dollar in'1977

than in 1965. The four itemd.yhich have found ?thei share of.the

,core dollaribrinking since' 1950.are physician ,:serv es, dentists' services,
* v

drugs ahd sundily items, and medical facilities constiuctionl

How Axe/Health Care Services Financed?.

Ultimately, health.carde services.hre finanted by t14"'publiC, b t the ixact
r

. *

iway in which the public's:dalar0 floW into the health care system include.-.

both private and gave t.(federal, state, and'local) penues. Frivate
.

sRending is typically sdbdivided into three categories: direct or out-of-
.

pocket eXpenditures by consumers;.privati-insurance payments ma4e . for.or On

'behalf'of gtinsumers; end'"other" (which includea philanthropic spending40
.

The facts in Table 2"sh7 the change ip the source of payment kor

I
00

,--- ... `Iv *
. personal health care expendireres betweei,1950 and 1927. .Between 1950 and

.
. .

1965 there was no change in thi percentage of total expenditures financed

fram private sources (approxipately_80 percent).and the percentage financed

by government (apprOximately 20 percent). Nowever,igithin' this flfteen-yese*

period
4
ther e WAS a significant change within private spending in that the

share.of total expenditures from out-of-pocket payments decreased from 68...3

percent to 52.5 percent. During this same time the share of expenditures

from insurance benefits,increased-froui 8.5 percent to'24.7.percent.

*
Partonal _health care_expenditures excluda_spending forjaedica.L_research.;..
medical facilities construction; gavernent public health activities; and
health insurance companies' operating expiarar: additions to revenues, and

profits.



?' Table 2. Personal Health Care Expenditures. by Sourdi of FUnda, 110-1971

,

Source o FU1104

'Year.

9

TotO.

Private.

,clut....ofpoOcet

payments.

:4Insurance,.-

oemefits oi

PAYm.e.hts.

**Other

Government

Federal.

'State and
Local

100 0%

79 8
yak

3

. 8.5

20.2

9.4

.1460 1965

i00.0% 106.0Z

7g.3 79.2_

55.3

20.7

2.3

21.7

12.5

1.970 1477

..52.5:

24.7

20 8 .

8:5

12.3

*Az., ,

4
65.8:

40.3

24.0

1.5

34.2

22 3

11.5

100

59.9

30.3

27.6

2.0

40.1

27.9

Sou= : (65, 7; p.

. .

Excludes expenditures for medical- research; liedical facilities Construttion,-
. _government 'public health activities; and health insurance: companies' operating

expenses to -tevenuei, and. profits, \



Since 1965, the shire of totel personal he4th expeiditures

inguriume benefits,has atabilized. :Howeveri inZ9.4!5;t4a 'Medicare program

for the'elderly and the Medicaid program for the poor weri enacted. Since
..

th4 time the share Of expenditures,from out-,of-pocket ptyments by c6nsumers

has cont-inuedits sharp deci4ne and tIle shese from the federal government
.*

has increased dramaticelly. The net effect was.thatiby 1977-about 40 p cent.

of all perlonal health care .exp'enditures were financed by government,

principall,y the federal government.

..Although Medicare and Medicaid hive been of benefit to those over age

65 an4 to t4e poor, .respectively, these two'groups continue to make
0

significant out-all-pocket contributions for their health'care. In 1970,

both groups made an, o4i-Of,pocket contribution which Fepresented approximatel.Y:

35 percent Of their total personal health care .expeaditure [4, p.45].

Finally, the information in Figure 3.indicateLithe way.in which different

i#

categories of personal health care services are, financed, Out-of-pocket

payments respresentA rathir small share (6 perCent) of the total paymints .

made for hospilal care. Atithelother extreme, out-of-pocketpayments are

0,

.the,principle_source of financing for'dentisrs' services (80'percent) and

. drugs (83 percent). Private insurance benefits are a significant Source 9f

financlng for both hospital care *(37 percent) and physicians' services (37

percent).- Mbwever, the chief sOurce of financing for 'hospital care is the

government.(55 percept)

/
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LE,FORMULA FOR ANALYZING.

TH CARE EXPENDITURES

A nation s Qr an 1.ndividual s total expenditures for health-care are

determined,by the following "formula":

'Total...Expenditures Price Pet Unit xLNuMber of VaitlipUrchst,j

. 1

.It is.eitremely important to realtze that price and'expendithres are two.
--T , -

. very different conce ts. Price refers to the amount of money which_ must be

paid to,purchase ea h unit of health-care. /Xpenditures refer to the total
,

,

. ...

amount of money spent on health care over a certain time period such as a
a

year, and is calculated by multiplYing the.price per Unit tipes .the number

of units iurchiied. In complisg expOditureslor two differenttime periods

it is quite possible that expenditures and price have moved in opposite

'directions. For example, if the price of 4eittres decreas the number of

dentures purchased wttuld be expected to increase. _If the number purchased

increaSed sufficiently then total ekpenditures for,dentures would also

increase.

Recognizing the fundamental difference between the concepts of price .

and expenditure* becomes Particul:rly iMportant when developing legislation

and other types of pub34c policies. -iashi Fein a well-knownliarvard.health

economist emphasizes this point-in noting thit:

Solutions that would attempf to restrain price or expenditure increases

are not necessarily the same. -To suggest that tontrolling Altos
necessarily contrOls exIlenditures or vice versa is really a

simplification that borders on mythology., J.
%



4 0 Indeed, it is not at all difficult to,imagine a spt of
policy meas4res,thai would limit increases in expenditures ut
stlaulate more rapiein4.isees in prices, and vice versa. Thus

4
for example, an,eff'ective program to reduce dolXar inflc4s into
thehospteaesector by 1Varly discharge and.by liiiting re only
to those who absolutely need it might tutn.out.to be effective
-in re'ducing the amount of mOney expended inithat sector and thus
in the totaldilealth care bill,for the natiorit. . . Yet, if only
the most sick weie in the hosiiital. per diem costs of hospital

,

care you'd rise. ,

The-design of policy must take account of the differences
between pricetand expenditures, and the designers'must decide
which of these two variablfs to address. We,s4ould not use the
word "Inflation" to mean bath an inerease in prices and an
increase,in expenditures. We must be more precise than that
unless we purposefully want to confuse things [28, p. 388].

\ Because changes in total expenditures are determined by changes insprice

\ per unit and number.of. units purchased, it is important to examine how these

'two determinants of total expenditures have changed. Trends in 41:ese two

determinants 'are refledted in the information contained in Tablea 3 and 4.
\_

The'Ndata in Table 3 show that With one exception the annu jate'ofncreaae
%

in medical care prices has far-outpaced the overall inflationary trend in
N w

, N

our economy
*

(as measured by the Consumei(rice Index for ali goods and

.services),L. The one exception is for 1971-1974, during which time medical

..care pricasfiid-nOt increase quite as rapidly as did priCes for all consuier

gooda and.servicee. This was a unique periodin-that.controls were placed

c.

It has been argued that this rapid inflatioRary trend in medical care prices
overstates the true price increase because adjustments have not been made far
improvements in.the quality of medical care. If this argument were correct, a

__mom val .21g. auxe could be, obtained by_talculatilig_ li.axiges la Ow total cogt

of treating apecific illnesses. Such a study was undertaken by Scitovsky. In

this study changes in the costiof treating five common illnesses were calculated
for the period 1951-1965. Contrary'to expectations, the research results
indicated that the cost of treatment had increase4 considerably more than the
increase in medical gare prices [81].



Table' 3 Average Annual.Price'Clianges for All Goods 4nd Services and for

Seiactid Medical Care Services, 1950-1975:

Sexvice
Annual Percentage

, .

Change in Prices,

1950-0 1965-71 1971-74 1974-75

All ricioda and prvices 2.1 44 _6.2 10:2

Medical Care 4.5 7.2 ., 4.5 1j.9

Sami-Private HosPital
Room 10.0 19.2 5.s9 19.2

Physicians' F4s 4.0 7.8 4.1 14:0

. ,

Dentists' Fees 34, 6.3 4.2 11.8 %

Drugs and Prescriptions _ r9

, ,

.9 .7;;_.

...
8'9

:

.Calculated from dais in reference 101 p. 159

a

,
4
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..Table 4. Utilization of Selected Health'Services, ;957-197'6.

.

Type of Health Service and iiasure of
.Utilization

.

11
Period'Time

.1957-1959 1968 1976

,
.

Physician services *

-p-average number Q f visits per perpon
Pt per year

Dental services .

--average number of visits per person
Per year .

Hospital services
--average number of discharges ptr

1,000 population ,

.

--average length of stay per hospital
discharge (in days)

.

,
.

,

.

5.0

,

1.4
.

.

...

--

.

4.2

1.3

122

9.2

-

4.9
,

.

1.6

\

141

7.9

.

Sourcel, L100, pp.. Z4 and 3 96, p. ; 95,



0
.con medical care prices, and since the_lifting of. the controls these prices-

. 4

have.resumedtheir escalation'. The component ofiniaital,care prites which

has' risen most dramatically is hospit4-care. For example, b'etween 1974 and

1975 the price of a semi-private hospital room increased by over 19 percent.

The rate for a semi-private room in 1975 was' wore than seven times greater

than itwas in 1950, and apprOxir441y tWite as great as it.wasin:1968

1101, p. 159]. Although increases in phYsidiabiand dentists' fees have

also-outpaced the,prite increase ft:ix' "ail consumer goods atrd:services, their

rates of increase have lagged far behind hoiVital prices.' Finally, prices

for drugs and.prescription have actually increased At a slower pace' than

prices for all consunier goods and aervicei.

Treads in the use of servites are presented in Table.4. Unlike the' rapid

_increase in prices, the amount of services used pef person has not thinged

Ar

dramatically in the paste-two decades. Physician visits per person per year-

haVe remained stabre,' and dental visits per person-per year have increased

only,moderately. Al.though,Ithe number of persona hospitalized per 1,000

population has increased, the average number of days asSociated with 'an

episode of hospitalization has decreased.: The end result pf these
.c.rm .

counterVailing forces-4s that the number of ho pital dayseper

population has not changed significantly.
'

.

. v

t.

Thl:general conclusion that the use of medical services for the average
, -

person haill riot changed dramatically in recent times.is not true for specific

population groups. In par,ticulixr, recent :evidence -shows that the -use of

medic;:t1 ;ervices has,,increased rather dramatically for the Poor, e14ttly:.'

and nonwhites [4,96; 100]. Although these groupsT-at least the poor and

4.



nonwhites,are still ltiss likely tlikave their needs ;met than.are the
.

UCDPOQ whites, their increased ust;of services is 4411 sigiifict
amd like* reflects- the impact. of the Medicaid- p4gram- which, was enacted

f

Am 1965. Simi1ar1y,-t1e iRpreised .use o medical serviees by the -elder1Y0

, likely 11410cts the impact of'the Medicare prOgFam whict also was enactee

V

r



in.the prVigue 4t4epter the 011owing formulae fin
,

ures was presented

an4yeing 'health are

, Total Havonditures )0 Price Per Unit t Number of Units Purchased.

134.0 forgreila.../is. useful for ,understanding the two basic components afitecting,

exPenditure4 but ;it -does not get at the root Of the issue. In- perticUlar,

mhat specifically influences the level and changes in health care piices
d

and the number of u4ts of health care services purchased? One of the-key

influenceithe "skerket struCture". for ,heeltb services-la's discussed in an

earlier chapter. However, given a particular market structure, two

additional factors axe instrumental inJraluencing ,price and the iumsber of

'units purchased. These two factors are the cost of prgduction and the

demand .for health aervies. To some extent these two factors cann`olt be

*operated neatly' fro* the effect of ."aarket stnicture" and the reader 'must'

keep this factb in mind* 'Inth following two Octione the fsctors affecting

coat of production and demand for health eeivices will be discussed,.

Cost of -ProduCtion

health cars,eexvices are typically- provi4 e,1 in ,hopes of treating preventing
k 1,Y

or minimiang-the, impact of MSC particular disease" illnees, or inju4.

lb cost of ptoduction associated with this pro4eas is dependent upon. (1)

ItschAologys (21 prices paid by, the provider for the labor and capital inputs!

used to produce health servic,s, and (3) hCer eficiently ...these lipucp are

AV



usid.. di the cost of production of health services increlisea, the price' a,

these, services would be szpected to' increase as,yonld total expenditures

for these services.'

Medical Vechnologi 4

A recent report on rising health care costs notes that:
,

NedicAl inn;vations--.in recent years have been charicterized
by an, emphasis 'upon complex difugnoatic and therapeutic techiiques

' us ly requiring itospitalization ana cottplicated, expensiie
equaent. Bxamples of this trend include chemotherapy, cancer
radiation-therapy, renal dialysis," open-heart surge)ry, orgin
trans9lants, intensive care units for heart ititackii, burns
,and trauma, and e;ectronic 'train and whOle-body scanners. This
trend has been-associated with consider'able advances in medical
technology as well as the spread iof exidting technology [22, p.' 2.0].

1

In most industries- technological innovations are usually accepted

rather readily because they tYpically lead to a teas), etpensive or more

efficient-production process. In recent years, the innovations in the

health care industryl such as those eXamples ,iisted above hafejled tb a
4

more exprlsive rather tha4 less expensive, way of delivering health citre-
c;.

susimarivis,tIlis situation as follows:
,

During the 1940; and early 1950s, tecluiological change in .
health care was synonymous with new-drugs which could often
be dispersed, on an asibulatory basis, were. highly ''effekiVe
against pneumonia, -influenza, tukerculosfis and other infecV,ious
diseases-, and wiiich hid 'major impacts on morbidity snd
mOrtality relafed to these dis#ases.

"` [But more recently the] effect bf jlealth care technology k
A

.in this country, in combination witii-ospital-ioriented, cost-basOd
health indurance, has been to encourage the :shift 41n the health
care system _away from office-based, primary cae medical.practice
-anirtoWard the -morkeipensivellOOltal-based sp eaalty -oriented
practice t39 , pi 13).

As noted earlier, an increas in price ,does not teclissarily lead to higher
total expenditures. yhethet or not it does depends upon the economic concept
'of "price elasticity-Of demand." The nepre of the-denfand for most health
,serVices is generally thought to be quite inelastic,4hich: means price and
expenditures will to taip and (loved. together 185, top. 2635). *

,

tt,,t.'



Top receat.exemples of, the adoption of techt;ology which have iacreased

rather then decreased costs are.inteasive care units for heart attack victims

and the coipute(i.tamogreOly (CT) scannef which represente a major advance in,

diagnostic Adio19kgy. In the case of intensive care uuitskfor heart attacks,

°ay 11 percent of priyate nonprofit hospials bad such units in ,1960. By.

".1973 *Lich units were in place in over 70.percent oi.these hospitals 121, pp.
r

87-88]. .In he case of.CT.seanneri, which cdSt upWard of $500,000 per Unit

only 12 bospi elm had.installed these sYstemsby 1974. By 1976, 321 units:,

'biere'instalied, another 330 vete pa order and/pr approved for insta4ation by-

healthplanning authorities,,,:enkanother200.ipplicauts were pending
,

44nalysts' predict that tot many as 24500 CT scenners will be 4.n use by 1980 (191.

The exact coatribution Of-technological ,advances to rising health.care

_costs cannot be estimated directly,: However, to the extent. the new technology

requires additional labor and,otheALinputs, its effect can be gaugeci by

relatiag cost' changee to changes 1:1\he amount of inputs used. In the' case

of hosiitals, averege cost per patient. ay ihoreased by an annual average of

9.9 percent between 1955 and 1975. Feldstein estimates that 47 percent of

this annual increese was due to increased use of inputs-15 percent due to

increased labor inputs and 32 percent due to increased noulabor inputs.

physical terms, labor inputs increased from 2.2 full-time employees per

Implant day in,1955 to 4.0 full-time employees-in 19751106, pp. 24-25].i

4.

Whether or pot the growth in expenditures attributable to recant changes

ia medical knoW-how and technology is deskrable or un4esizable depends largely

pn the effect these midical innovationa'and tichnology *have had on health

atatui. Unfortunately: the effect is frequently tither 'unknown or of



...questionable value. Excerpts frOi,several articles illustrate the:poinV,F

Griner compared adult patients.puffAing. from pulmonary edeMa .

Of nonsurgiCal causes who, were admitted to the intensive care
unit of a university. .haspital with thpse.admitted to a general
medical floor immediately.before the opening of the.sPicial
unit. In. Griner's words,. "Ihe,most noticeable change in the
overall eiperience 'of adult patients. hospitalized with acute,

..pUlmonary edema....since the.opening of- an intensiye care unit
hao.been.a.marked increase ,in,the cost of rendering care to,
these patients," Other studies have cast-doubt on whether
coronary care-unite have.any effect.on mortality.from Myocardial
'infarction, yet these expensiVe.units'are prbliferatingl.t'our.

The,V.S, health.care sYstem his fallen rather blindly
'in love.with Sophisticated Medical tischnOlogy.1101, pp

At Ole.same time, because of the much greater use of tests'and
procedures and the electrical hazards posed by the ,equipment
used, intensive Care exposes all patients in thelunit to a higher
level of medical risk than does ward care. A' study of the risks

.of hospitalization in general has suggested how important those-
risks can be: ,26percent,of the patients in.the study suffered,
complications,.ranging from minor to fatal, from tests,- drugs

"sm4 therapeutic measures intended to help them. The stuay

concluded that'"the many reytions reported here, and the
Variety of arugs and proced res incriminatedemphastie the need
to bold all measures suspect [78,.p. 4]:"

_Hany.Otuations can.ha described in which technologyhas proved:
totbe.of.no benefit or even harM01. A recent, often cited
eicalple is "freezing" of the..gtomach fcir,' ulcer 'disease.. First-

, used in1962,:gietriC freezins was finally,abandoned
.tn.19634:at a panel syMposiuM Sponsored by the,American .

Castroenterological Association, it wAs recoMMended-that adoption
ofthe procedure be delayed-to ellow,time for.further testing,
but',the procedure was xidely Accepted by the profeasion. By r.

9644-doctOrs werp using 14000 gastriclreezing machines'to-
.treat 10,000 15,000 patients per. year in, the U.S. By 1969,.

2;500 machiges'were in use. [The] results Of a large7scale,
carefully controlled.clinical triali'publiihed in 1905,.. proved
definitely that gattric.freezing was no More effective than .

.doing nothing, ,Ai thii point; lino technology"-was-enough. -The
-procedure,lwisrather quickly discarded [521, pp. 14-153.



But whit ibont those Caies wheiv expensive'new technology and

innovation do have a positive impact on health status? 'The relevant

9

economic issue in these cases is the size of the positive impact relative

to the Coat of the technolog. In other words, bow cost-effective is the

, new technology? For example, snppose a mew medidal procedure costs $1.

e,

million.per life saved. .1s this Procedure too costly to be adopted? The

--tYPical reaction to this question is, course pet you just can't place

a vain* on a human life! Tlkee fewiwho may s.ee fit to question ,this

,...../keaction are likely to run the risk of being,called calloused end accused

of not appreciating the,value of human. life. This accusation is not

necesssrily true.because resources axe limited, and $1 million spent in

QUO madical,procedure

way which,may, for

there is.$1 million leas to spend in some uther

ef save 1,000 lives. In reality then it is tlibsik.

who do not raise the cost-effectiveneas question wh6, by default are

failing to appreciate ths value of human:life:. Iii pirticular, they are

not appreciating the importance of the 1,000 lives which in this example

will not be saved by spending the $1 million on the new medical procedure

which saves on* life.

'Since many expensive medical.technoloes and, procedures.may not be

cost-effective, .why then are they adopted and diffuSed so rapidly,thronghout

the' health care.system? The answer to this question is likelylound in the,'

perverse inCtUtive system found-in the beelth,cars sYstem, Particularly
A

inceaivep related to the services,olfered inhospitals. Perhaps the two

most important disincentives related to the ,judiVaus, adoption and.diffueion

,
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of technology ate the nonprofit nature of most hospitals and third-party

insurance'carriers' policy of reimbursing hospitals on'the bAsis A cost.

These two disinceptives will be discussed in More detail later. Rictand

Wilson include these two-reasons along with selierel others in analyzini the

raPid,adoption of technology.

In a regimie (-.)f full-cost reimbursement, there is little
incentive on the part of the patiofit, hospital administrator,
or the physicia6 to create a situation favorable to the
adoption of4resource-saving technology. Instead, perverse
incentives towegds the adoption of resonrce-using t9Fhno
are'present.

-Supportive.of the same phenomenon is a tendency of
administrators'and hospital staff ,to maxiMize their prestige

,by commandeering certain key inputs,to their hospieils. It

has also been noted that the modern hospital under extensive
hospital-based insurance is essentially a physician's rent-free
workshop, and that the physician staff will press administratOrs
and trustees to add thoee inputs that enhance staff income and.
prestige. Technological acquisitiveness is reiniorced by a'
strong technological imperative instilled in physicians in
their medical training programs, and is iacitly encouraged by
the present cost-.based financing system.

There may bee, in fact, a feedback mechanism atr,work that
is leading the health-care systft down an explosive growth path.
The new high-coet hospital-based technology necessitates
speciilizatibn, and fosters a narrow professionalism Siang new
physicians. For reasons relating to income, prestige, and th
way that.modern medicine is practiced, new physicians are dr
slay from primary care office-based settings and toward the

practice,of specialized medicine'within an urban institutionalized
setting. This trend toward medical specialization, in turn,
proliferates physicians' demands to induce hospitals to adopt
still more tochnolbgy'.

An additional effect of technology on individual hospitals
to attract more complex cases which re4uire more reeources.

tinsit_of all hoenits11, the increased technology has the .

tendency of Making man); cases that were Untrestable.previ:Ously

become subjects of complex treatments. Scitovsky suggOsts,that
this is trueOeven with cases that are relatively itia4htforward.

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

ashospital àr ta have broken arm set in a physician's office

[77, p. 33]-.

M.
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Prices Paid by Providers for_ Their Inputs

Doctors, pharmacists, hospitals and other health care providers feel

the effects of inflation in terms of the higher prices they must pay for
4

the labor and capital,inputs needed.to produce their services. .These

higher prices for inputs obviously drive up the cost of production tad

these crts are, in turn, generally passed on to the-consumer in agiorm

of higher prices..

The exact effect of-the higher prices providers must pay On cost_of.
am,

production is best documented in the'case of hospital care: Research

indicatei that between 1951 and 1973 about one-half of the increase in

'cost per patient day was due to incr.-eased wages and Krices patid by

4,0*

hospitals 199. p.'-39)-. The.balance wasdue:primarily to.the technologically

.rPleted increase in the quantity-ofinputs usedin producing hoipitaicare..

In Out case of physician services, the research is not as extensive but

a pattern-similar to that found for hospitel Care appears to hold [10].

In terms

items --labor,

of the effect of increased prices paid by'provisters, three

malpractice premiums, and borrowed capital are worthy of

particular attention. Casual *beepers often attach mueh of the b1ame4*

for rising health'care prices--especialiyihospitai caxe--to rising wage

rates. Althou h the average earnings of hospital employees have ripen

fester than o her worker*, these increased eax4ngs have not had as

dramatic an eff t as might be expectsd. Aldstein/s analysis indicates

that if the tnreaga In the average earningi of hospital workers -had

simply kept padiv,with the earnings Of other employees, tho annual rite'
A



of. intim in.averate co t per patient day:between 1955.and 1975 would

hae bean reddced.Only mod y7-from 9.9. percent to 8.8 perceni- [33, p. 13 .

In recentyears, increased prices of zonlabor inputs purChased by hospitals--

wiped/ally food energy, malpractice premiums, and borr capitalhave

likely increased at a much more rapid rate than the wages of hoapital

employees. However, the impact of price rises for nonlabor inputs will

.hsve a slightly smaller effect than wage increases oh cost per patient day

bacause a slightly greater proportiOn of.the 'inputs used in produeing hospital

.;care ire labor:inputa rather than nonlabor inputs. In garticmlkr,, labor
N)

costs accounted for about 53 percent of the ivetivi cost per patient.day

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

percent of the average cost per patient day was attributable to labor inputs

[33 p. 16].

Malpractice insurance is one nonlabor input which has received extensive

attention. in recent years. Malpractice premiums increased at a phenomenal

-rate in'1974-1975 and at that time cost some high-risk specialties more than

$35 000 annually [16, p. 240]. Hospitals also feel the impact. For example,

in 1975 the average m'alpractice insurance cost increased from $348 to $1,447

per bed for New York hospitals. This translates into an increased cost per

bed of about $4 par day [21, p.

Interest paid on borrowed capital id Another nonlabor'input wurthy of

special mentien. Ths problem is not so much that interest rates, per se,
.

haVe increased significantly, but that proviccers are how tending to use more

cammercial.sources of funds rathir than government grants.and philanthropy.

P
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Comiercial loans,'unlike philanthropic and government grants, must be

xspaid with interest. The sources of capital for hospital construction

in 1968 were: government (32* r eat), philanthropy (20 percent), hospital

reserves (14 percent), and loans (34 percent). By 1973, government and'

philanthropic sources had decreaseklito 21 percent and 10 percent,

respectively, and loans as a -sourc,e of financing had increased to .54

percent [101, p. 180].

Efficiency in the Use of Inputs

Given a certain level of technology and a itet of prices for the inpnts

used to prOduce. services, the amount of output forthebming from a particUlar

amount of inputs can still vary tremendoualy. This.variation in output

relative to input use reflects different levels of efficiency in the use of

inputs. The coet of prqiucing a Unit_of health, care 'obviously decreaset

as efficiency increases (i.e., as more output is produced from a given amount

L,

of inputs). Although a-large numbeF of 'fectors inf1uence-41Knomic.efficiency

the ones most relevant to the dismission of health care costs relate tet

legislation that restricts the way in which inputs can be combined or

organized; "economies of Bizet; the nonprofit nature of much of the hear

care industry; and the reimbursement policies associated with most health

insurance plans.

. Legislation that Restricts Row Inputs Can Be COmbined: Any partrcular item,

Av.

including health servtcee, can typicallyie-produced by combining inputs in

.an infinite 'number of ways. Rowever, some of the:ways in which inputs are

14

0.14,

3

4t/
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combined will be 'more efficient (less costly) than other ways For

example, the nation's coal supply could be produced by using little or

no expensive machinery and much more hand labor. In the U.S. this would

be a lesuefficient (more costly) way of combining inputs relative to a

greater use of machinery and less use of labor. In India however, where

labor is rabatively cheap and machinery relative expensive, the most

efficient way of combining inputs will be greater use of labor and less

use of machinery.
bt.

If restrictions exist on the way in which inputs may'be combined it

is Oitepossible that the most efficient way.of production is not being

used. .In the health care.industry.the most significant restriction on. how

inputs can be combined is-in terms of healthcare personnel. Many authorities

4
have argued that some of the relatively simple tasks and procedures.typically

.performed by doctors could be done just as effrtively'by.persons with less

1

formal training. If so,.cost of- production would be-reduced. Howevet, this.
41"

poitentitI subs itution of the skills of less expensive personnel for the

much more expehsive skills of the physician is often precluded or inhibited

by state 'licensure and statutes. Thes.statUtes and licensure systems have

likely contributed to the unusual, distribution of earnings in the health

profession. Personnel in most industries are characterized by a continuum

of skills andearnings with the heaviest concentration in the middle range
gil

of the continuum..J8y contrast, the health care industry is characterized

by a bimodal distribution ,with one large group of persons.earning relatively

low incomes and-another sizeable group earning relatively high incomes, with



-29

a fairly small.number of persons earning middle-range incomes [38].

iIn the pa4decade, a number of i[tew health practitioners" (NEPs)

have emerged and begun to fill the pi& of medical personnel in the middle

range of skills and income. Included among these NiaPs are physician's

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

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

4 been the sole province of the physician or to perform important, tasks which
....

have been oftentimes forgotten [54, p. 57].." These taskspften inclUde

taking medical hietories performing physical exaMinations, making Simple

diagnoses, treating relatively minor medical problems, an& encouraging proper

health Practices

Evaluative studies of NLIPs have been' virtually unanimous in conCluding

that (1) the quitpty,of care providedies.4at .least as good as that provided

by physicians, (2) pat/ent acceptance of NIIPs is consisvntly high, and (ir

NiiPs hive the potential for increasing efficiency and productivity in the

delivery of health'care. Unfortunately, the full potential of NEN has not

been realized'aue. to restrictive lic,ensnreTrovisions and other restrictive

statutes in some states, malpractice considerations, and failure of many

111 'health inb ce plans to reimburse for services frovided by NEPs [101, pp.

373-381; 54; 85 pp. 53-55; 92],

EcanaM es of Size: "Economies of size" refers to the situation in which

output increases proportionately, more than the increase in the use'of inputs.

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

reasOns. One reason is that the greater use of inputs creates,the potential
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1

for a more efficienylivision of labor-. Another reason.is that larger Size .

operations can use "lumpY" iriguts more efficiently. For example, Since it

is not possible to have one-half-of an.open-heart surgery unit, the Small

Olospital which acquires this service must purchase an entire unit: This

unit will not be used as frequently as pne purchased by the larger 'hospital.

Because the total cost-of-the unit will be spread Smong fewer users in the

smaller hospital, the cost per user will PresUmably be higher than in the' e

larger hospital. ,It is important to note that edonomles.of.size may

eventually giVe way to diseconomies of size as the operation becomes too

large and unwieldly to be Managed efficiently.

Considerable research has.been done OA the extent.to which economies

of-srte exist in the health industry. Most of this research.has been done

.on hospitals but, theSe efforts have beet hampered by a number of problems.

-Ferhapa the singlemost difficult problem is how to account for differences

in scope of serviCe and type of patient treated as hospital sizechanges.

Despite this difficulty there appears to be fairly general agreement that It

substantial' economies of scale are associated with larger hospital.;ize-700t.

least until hospitals reagh a size of approximately 200 beds [36, pp. 82-86;

85, pp:. 80-85]. Interestingly, over 90 percent of thv,lation's proOrietary

(for-profit) hospitals and over 60 percent of the nation's nonprofit

.hospitals have fewer. than 200 beds (Table.5)'. The-general c nclusion that

2001'bed hospiials can capture most of the efficiencies associated'with1/4

' economies of scale must be modified depending upon, the scope. of services

hospitals offer. Fuchs summarizes this situation as follows:

ts
38
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Table 5. For-Profit and Non-Profit NonTlederal., Sbort-Term Hospitals
by Sias, 1973 \

Number of Beds
in Hbspital

Percent of
For-Profit
Hospitals

Percent pf
Non-Profit
Hospitals

t,

6 - 24 10 4'

'25 -,49 31 14

50 - 99 32 22

100 - 199 25

200 - 299 5 15

.300 - 399 1. 9

400 - 499 0

500' and over 0 6

100 100'

Source:(101,,p. 302]
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if-bOspitals.are MOt going to provide a large number
of complex services, they needn't be very large to be,
efficient; but If they are to provide ,avlarge number
of servicet,.it is Very inefficient for.them to be
small. A hospital of 200Hbeds can efficiently provide ,
Most of the basic services needed for routine..short-term
carefradiology, laboratory, nursing..and the:Uke. Should

that hospital grow to 600 beds,and still prOide_only the
ease besiC aerviCes, same ineffiCienciee art likely to
develop becadse of increasing difficulties of administrative.
control. What is likely to.happap, however, Is that more
speciilizeOtervicas will emerim it the. 600,bed unit, .
services which couldn't poseibly have beet provided at a
reasonable Cost'whin the hospital had only 200 beds [36c, 0. 83].

In responseto the preaumed economies of size in ,dertain hospital-services,

41

the Department of Health, Education, and Welfare recently developed

"utilization standards" fin a number of services, For example, the standards

include a minimum Of 1,500 deliveriee for hospitals providing for complicated

obstetrical problems, 200 procedures foi an open-heart surgery unit, and-

2,500 Procedures for a computed tomographic scanner [68]. These standards,

if approved, are to be implemented through the regionainationwide network

of Health Systems Agencies (see p. 49).

14ore research has been done on the potential for economies of size in

hospitals than in the physician's off ices Despite this lack of research on

economies of size in the physician's office, group Medical practices(both.,

fee-for-service and prepaid) has.been growing rapidly *40]. .AlthOugh

'BeileY and Yankeur et al. [6; 107].did not find increased. efficiency

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

relative to solapracy.ce, several othersHdid find a modest increase [76; 27;

53;171., HoweVer, these apparent economies of size may exist only in small
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groups:but not id large groups [27; 53]. The facts in Table, are consistent

Vith tilis conclusion.,

Influende of the Nonprofit Motive: MaximiZing Monetary profits is a basic.

..Objeitive of the kivately owned businesses which characterize the Aierican

economic system. /t is this search for profit (and fear of-Ioss) which lesdi

businesses to try to produce their products as efficiently Ts possible. A

significant portion of the health care industry, namely hospital care, is

not orienttd around the profit motive. In particular, only 12 percent of

all thaJnation's hospitals are proprietary (for-profit) hospitals. About'

one-half are private nonprofit icstitu4ons and'38 percent are publicly (or

iovernment).owned [21, p. 86]. The fact that only 12 percent of all hospitals

'are progrietary does'ncit mean that (1) the other 88 percent do not earn a

ptofito"* Or (2) all.htspitals should become. prgf it-ori;;Ited.

Propri_etary hoipitils are less likely"to providecare for those.who

cannot pay, ind this is conttary to the .basic.belief that health care'should
.

be.avaljable-_to all. At the same time, the absence Of a profit motive

dimAnishes the incentive to be efficient. Brown summaritzes fhe results of

c't4.iedilemMa as follows:

I -

*In profit-making organizations the excess of income over.e4nsep is called

"profit".andls returned to the.owners. Id nonprofit orga zations the excess

Of income over.expenses is.Called "net income,!' and sincw:th'ere are no owners

this money fs available to the organizatiOn tO use.as it sees fit. One of the

concerns is that this money is used to expand existing serviceig or to add

services.without adequate'need existing for thelie sarv4ea. In 1973, .

the nerincame *of prig/rate nonprofit hospital4 4as $1.3. bilflon [61, p. 1].
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Tb1 6. Average -mw :of Total Patient Visits Per,Hour by Type of
practice and Speciklty,-1975

Type of
Practiae

_

7

Total SpeciSlt
Office
Rased .-,General
Physi-
cians

Practice
Internal
Medicine

Surgeons Pediatricians .0bstetriciansi
Gynecologist

So16-

_ .

2-physician

3-physician

4-phYsician,

5 to 7
physician

-11 to 25

-4hysiciin

26 physicians
and over

2.66

2.95

'2.90

2.80

3.00

2.89

2.23

3.32

4.14

3 68

3.58 ,

j.69

1

-3.58

2.38

Y

-.

2.42 .

2.25

2.47

,

2 36

2.69

2.76

2.03

4

2.14

2.43

2.68

2.53

2.82

2.52

2 . 30

2.86

3.22

3.04

2.89.

3.01

2.79
,-

2 50

2.16

2 87
L
lr. 2.84

2.67

,

2.76

2.94

2.19 -

All Types
.

2.75

_

3.48 4-.2.40 2.32 2.92 2.51'

Source: p. 28]
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[Removing the hospital from a concern with profits
hall permitted it] to look at social and Community peeds
rather than to, investor needs. However, in freeing the
hospital from the discipline of the usual etonomic profit
constraint it left each hospital to its ovn definitions
of goals, and programs. To a great extent hospitals have
done what hospitals and doctors wiinted to do. They-have
looked .to their'ovn institutional aspiratiolia. Being a
hybrid betveen i private and public enterprise they have
escaped the controls of both the aarketplace and the
government [10, p. 14].

One of the results of this nonprOfit system is increased likelihood

that hospitals will tend to compete with _each otioer on the basis df.prestige,..

si4e, or technological sophisticatiou ? rather than on the basis of efficiency.

lh
In iupport of this proposition, Rapoport's research found _that in "competitivei

environments:where therevere 'large numbera of hospitals relative to the

population, there was a greater tendency to adopt nor technologies early and

to acquire more expensive equipment [75].

*
,The apparent tendency for hoepitals to be tore concerned with prestige,

size and othei such factors rather than.efficie4cy can be extremely

expensive if it does in fact, result in an overexpansion of services.

Unfortunately,'this frequently appears to be the case. For example,recent

-

studies indiCate that a hospital ocippancy rate of 85 percent is relatively

effictent and still leaves sufficient standby beds in case of emergency or

unusually heavy utilizatioa at any gtven time [66,' pp. 11-12]. Nationally,

the occupancy rate hovers around 75 peroent, and it has ileen estimated that
.

the natioi has between 60,000 and 100,000 excess hospital beds [66, pp. 7,

Since the coat of maintaining an idle ,bed is at least' 50 -psfcent as

much as an occdpied bed the thousands of excess beds is extremely expenstve
.4

and inefficient [66, p. 15].



Other evidence ouggesting tremendous economic inefficiency includes the

following:

1. The number of CT scanners installed or ordered in southern California

'aTo-tIk may be morrthan is.needed to serve the entire western part of

the United.States f21, p. 9].

2. -In Philadelphia, twenty out of thirty-two megavoltage radiation

-therapy installations failed to meet minimum use criteria [21, p.-91.

,3. Of the nearly 400 hospitals equipped to do open-heart surgery in

1972, one-thitd had never perforted such an operation and another

one-third did fewer than twelve per year. [8 p. 18].

The contern.with inefficient utilization goes fer beyond economics. In

-particular, 'underutilization of highly complex seriaces may result in lower

quality care if the staff does not treat enough patients to get the neceisary

experience for pyoviding first7class.care. For'exemple, the Inter-Society

Commission for ilrt Disease Resburce recommends a miniMum of 20open-heart

procedures per year to maintain professiónal competence.[82, p..I06]. But,

in 1971, the number oUproce4ures erformd at hospitals doing open-heart.

surgery averaged only 65 per hosidtal per'year [78., p., 6 .

Reimbursement Policies: Most health insurance-plane have.tWo reimbUrsement

-featkirei which .maTimpinge significantly on economic effitiency. One-feature

is the tenirnCy to reimburse hospitals and nursing homesop the. basis4of

" reasonable cost," and to reimburse physicians on the .basie of a "usual,
_

customary, and,prevailing fee." The second feapre is the.tendency to

reimburse for eervices only when they are providekon an inutient (or

hospitalized), basis.



Most insurance plans reimburie hospitals and nursing-homes on a

'cost-reimbursement basis [101; pp. 200-207]. Since hospitals receive 92

percent of their patient revenue from health insurance plans (including

Medicare and Medicaid) the significance of the tost-reilbUrsement approach

becomes magnified. The essence of the cosi)eimbursemant basis is that

within limits, all the costs incurred in treating an insured patient will

be reinlbursed. Under such a payment mechanism there would appear to be

little incentive for the hospital or nursing home to be efficient since .

"the more spent, the*more received." However, few studies have tried to

analyze the effect of cost-reimbursement on hospital costs. Surprisingly,

the research that has, been done has not found a strong relationship between

hospital costs and the extent to which their revenues ari received on a,

cost -reimbursemen't basis [72; 24].

Reimbursing physicians 6n the basis Of a "usual; cuatomary, and

prevailing fee" wAs initiated ai part of the'Medicare program. The intent ,

-of.this reimbursement approach wis to protect the insUrer.from being.charged

more dun the physician typically harged the privately paying patient.

While this does protect the insurer from being charged more th, the

privately paYing patient is charged, this systesiof reimbursement dbes.not

.offet A clear incentive for the physiician to provide services in the Most

econ;4ical manner. Moreover, f'41.v.en the nature of the' medical marketplace,

there is no guarantee that the "usual, customary, and prevailing fee' is

related to the physician's cost of providing services and may be periodically

I.

raised even when the physician's dosts have not risen significantly. Rieman

,suggests that the rapid escalatibft in physician fees since the introduction
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of Medicare is, in fact, due largely tO the Way in which Medicare`reimburses
4

A

phyeicions; and the increased demand for service's generated'by th&Medicice

program is a less significant.contributor to'the escalation of fees [55,

Op. 1-112; 56, 'pp. 228-2291.

The second major reimbursement concern is,the effect on efficiency of

the tendency of insurance plans to reimburse for services only when provided

on at inpatient (or hoepittlized) basis. Sinde the same service provided in

t)

an outpatient clinic or physician s office is generally much less expensive

to society (but not to the patient whose insurance covers only,hospitalization)

than if.provided on an inpatient basis, the inappropriate utilization of

hospitals repr seats considerable inefficiency. Much inappropriate utilizatin

tipparently exists, with some analysis estimating that over 25 percent of all

patients admitted to U.S. hoapitals could ke treated just as effectively
,

.1 outside the ho.spitals 182, p. 140].

.Demand for Health Services

In addition to cost of production, demend is anOther,major deterMinant of

the amount and price of health !services purchased'. Both price'and amount of

health servicesopurchased will generally increase as demand increases. The

de7mand for health services is determined primarily bi the health condition

of'the populaticin- and their abi/ity and willingness to purchase health

services for any, particular health condition.

.Health Status of the Npulatiom

Other things equa,l, as the health condition of the Population improves, the

demand for health care services 'will decrease: Although a detailed analysis
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. of the factors affecting the health status of the population is beyond-4,he .

scope of this report, the more significant faCtOrs include heredity, age,

income, occupation environment and personal behavior. Among the important

___aspects of .personal_behavicaLarethose rel.ated to physical activity, idiot-,

stress, And usage 4f alcohol, drugs, and tobacco.'

Ability an4 Willingness to Purchase Health Services
4

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

particular population. 'However, populations with similar needs will often

demand .difterent amounts of health services. This difference in,demand

refied s differences in the ability and.willingness to purchise,health services.

Unlike the purchase of'most goods and services; the ability and willingness

to pUrchase heilth services is determined jointly by the consumer and

,provider. Because of thisjoint involvement, the demand for health service&

given the health status of the population, is both coneumerinduced and

. provider-induced.,

Consumer-Induced J)and wo majoA influences on consumer-induced demand

are the coneumer's income* and the extent Ofilealth insurance coverage.**

-r

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

**Other socioeconomic factors such as age and race also influence the,consumer's
ability end willingness to purchase health services. liar exmnple, although
the elderly and nonwhite have a relatively high neect for health care, this
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].
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Both have indreased significantly during the past quartr."-century and research.,

shows quite,clearly that such increases lead to an increased demand for health

services [85, pp.-28-38, 90-93; 33, p. 36; 104; 94, pp. 7-8]. The reason

deman4 increases in response to rising income is str4ightforWard, but the

effect of health insuzande is a bit more complei than it may appear. This

complexity is cre11 summarized by Feldstein and Phelps:

And -

Health insurance not only provides incentives to patients
to seelelsore,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.,
1?etter equipped hospitals, or simply because they,choose
doctorsand hospitals that provide More amenities "(finely
appointed offices, nicer.neighborhood6 and the like) [73?
p. 234-35]."

Thee'ffect of prepaying health cire through insurance is
to encourage hospitals to produce a more expensive product
than consumers actually wish to purchase at the time of'
illness. The insured patient's demand for care reflects
the net price, the hospitals' charge net of insurance
benefits. Oh is therefbre wilhin.1 to purchase much more
expensive care than he would if he were not insured. This
induted.demand for expensive-care gives a "false'signal!' to
hospitals about the type of tare the public wants. Unfortunately
the production of highLcost hospital care is a .self-reinforcing

-70kocess; the risk of very expensiveilospital care stimulates
) patients to prepay hospital bills through relatively

comprehensive insurance, while the growth of such insurance
makes hospital,care more expensive [31, p. 76].

;

This complexity is further aggravated by two factors 'related to the way in

which healtiLinsurance is purchssed. One factor is the fe4eral income tax'

structure which subsidizes insurance coverage by (1) not counting employer

payments for insurance premiums as part of the employe 4! income and (2)

allowing the insurance premiums paid by the individual toile dedbcted from

taxable income [33, p. 38; 22, lp. 15-161.
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The second, factot stems from the fact that approximately 80percent of

7- \jlealth insurancepremiums are paid tfireugh employient-related group insurance

H.plans, If the employee makett no contribution to ;he plan, he or she Will

not,realize -the cost_of thg coverage._ Even when.the emplo)iei takes a

contribution kt is usually.in the form of a payroll deduction, And'surveys':

indicate that employees do not think of.their health insurance as foregone

income or realize how much feregone take-h e the premiums represent

152, p. 6]. Both of these factors obscure the true premium cost and the

individual.is likely to demand More Coverage .than if the.premium costs Wete

not obscured.

Ptcivider-Induced Demand: The exii4ence of provider-induced demand is apparent

in a number of ways, .It is thephysicitwho decides what tci prescribe when-

and hoW often the patient Should rettiin for te examination;.whether or uot

the patient should be admitted to a hospital.and Where (depending in part,

on which hospital the physician has privileges),,rand when the hospitalized-

\

p4ient Should Ire/discharged. This' is not tO say the.Consumer has no:choice .

inthe-decision-making process, becauseit is the conSumer who makes the

d44ainiti'a1ly to enter the delivery systeM and always has the option

1ofHchanging doctors or refusing.to follow the doctot's orders. Davis

aulmarizes the situation as follows:

-While the consUmercan.atill partitipatein policing
thelearket, that participation is muth'moreA.imited
in the field of health care'than in almost any other
area of private economic activity [23 p. 221.

The ability of ihe physician-to heaVily inflUence the decision of Fhat,

when, and where to putchise inVariably:leads to-a fundamental question: will

't
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the physician's influence reflect only the.physician's concern for the

patient or will it also reflect at least some concern for the physician's

self-interest? Two aspects of the current delivery system increase the

probability that the physician's self-interest will play at least some role.

One aspect is the rapid growth in malpractice suits as noted-earlier. The

increased probability of being sued has likely led to the practice of

"defensive medicine" in Which certain laboratory tests and other procedures

-

are performed which are not medically necessary. However, having performdcf\

these tests and procedures, the physician is better protected in the courtroom

,against charges of negligence. In short, the increase in malpractice suits

has likely increased 'physician-induced demand for certain health services.

The.fee-for-servicemethod of paying tht physician is the second aspect

of the delivery system which increates the probability that the physician's

self-interest will come im&I play. Underthis methOd of payment, more-income

is generated as more patients pre seen and aszmore procedures are performed.

While such a method of payment may serve as awincentive to keep productivity

high, it may.also serve as an incentive tp overprescribe. Although the

.existence of significant "unnecessary utilization" is fairly well documented

-,[34 82 p. 140; 91] it is not clear exactly how much of this.is due to the

fee-for-service system of reimbursement and how much is due to the ,bias of

health insurance toward hospitalited 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 reimbursement is responsible for at least some of the unnecessary

Utilization. The ext4eme example of its cont.ribution is the practice of

"ping-ponging" in the infamous Medicaid Mills [11]. Another example is-.



43

cited by Harris:

fn one hospital audit it was found when an all-speciali t

4vo medical staff was paid salaries, the gynecologists did
about 26 hysterectomies per audit,period, but later on
a fee-for-service basis,.they did 130 per audit period
[44, pp. 314-315].

In short the reliance of-the consumer on the provider in. making

decisions about the purchase Of hearth ServiCes, when coupled with a fee-

for-service payment mechanism, may lead to a situation in which "supply

creates its own demand." Moreover, some of this supplier-inducedIdemand

may result in unnecessary utilization. The possibility of "supply creating'

'its own demand" was first formulated by ir. Milton Roemer in 1959 and has

subsequentlybeenreferredtoasRoemer's Law [36, p. 96]. Those who

subscribe to Roemer's Law use the following studies as supporting evidence:,

1. ResearCh which indicates that the number of surgical
viocedures per capita are directly related to the
number of surgeons per capita [11; 29; 45].

Research by Feldstein and-others which found that (1).
an increased demand.for physicians followed an increased
supply, and (2) a direct relationship exists between
increases in the number of hospital admissions and
increases in the supply of physicians, particularly
spec-Unfits [71; 37; 32].

3. Statistical analysis which indicates that a 1 percent
increase in the number of hospital beds raises per,
capita utilizetion by about .4 di .5 percent [62; 151.

The numbe4of hours per week and the percentage of total
work time the physician spends in the hospital increases
in relationship to the number of hospital beds per

100,000 population f1.8].

4
. If supply-does not create-Its own demand, then the-normal

working of tarLaw-of Supply and Demand indicate that an
ificrease in supply will lead to lower prices, other things

equal. Research,indicates that this is not the cassa Fur
example,ophysician fees tend to rise, not all, as Mk
physician-population ratio increases [90,* . 12; 83].

4

5



PROPOSED SOLUTIONS FOR CURBING
HEALTH CARE EXPENDITURES

The previous chapter of this report focused on the reaMons behind the rapid

rise in health care expenditures. In tbifybapter, varioui ideas which

have bean proposed for dealing Tiath thii rise in expenditures will be

discussed briefly; Many of these ideas or proposed solutions are extremely

complex, remain untested and unresearched, ind if implemented may have both

desirable.and undesirable unintended consequences. Hence, in this 'brief'

discussi6n of "solutions" the re der shouldguard against the tendency-to

find simple answers to such a complex problen.

c
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Reducing Cost'o Production

Monitoring...the Introduction of'New Medicl4Technology

Most:of the concern regarding the effict_bf medical technology on health

care expenditures canters on the unnecessary duplication among hospi s of

existing technology. This excessive diffusion of technology stems primarily.-

from-the.kinds of incentives associated with the nonprofit nature of most

hospitals and from health insurers' policy of cost-reimbursement. Ways of

'countering these incentivea will be discwased in4th2S ection.5. In'addition

to the prk)blea of excessive diffusion of existing technology, another issue

is the process by which new medical technology is developed and nAde availablR.

To the extent some of this techngargy is counterproductive or at least not .

cost effective, Gaus argues that:

vigorous'economic analysis and tests of efficacy and
efficiancymust increasingly enter the biomedical-research
domain[in terms,of] evalnsting new techniques not yet..-
cliffused, andHallocating medical reiearch dollars. *This
would produce Valuable information for verydiffiCult societal

1.1
-
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decisions in the future concerying Vtio shall live and who
shall die. However, information alone will not solve the
resource allocation problems of the future. A new mechanism
alust.be ctieated so that the public is heavily involved in
these decisions and is educated to accept the fact that while
science may be capable Of saving lives, the economy may not
be able`to afford it [39, p. 132].

-
Although Gaus does not suggest a specific mechanism for evaluating

medical technology which: is not yet diffused, one possibility would be a

reSulatory; authority akin to the Federal Drug Administration (FDA). Caus

hints at such Ai possibility when he notes that:

114ike.pharmaCeuticals, which 'are not yermitted on the market
untiltafter 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] .

Reducing Prices Paid by Providers for Their I9uts

In the absence of policies to curb inflation there is little

thac can be gone to reduce the pr,i.ces heakth care Rioviders maist pay for their

inputs. The reason for this ia that for the most part Health care providers

must compete with .other inghistries for their labor itnd nonlabor inpUts 'and

pay "rile going -price." One notable ei,ception to this getierl.rule is

malpractice premiums. Several ways have been suggested for dealing with

rising malpractice premiums [16; 67; 603. The.following six proposals are

,probably the most frequently mentioned.

1. _tablish common insUrance-pools among all insurance carriers

in order. to spread the risk ever a broader bailie.

Establish an <upper .limit on the amount of malpractice awards.

Eliminete "contingency fees" in N;hich 'attorneys are paid .a certain

percentage.of the malpractice avard.

I.
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4. Stricter licensing of physicians, and recertification of physicians

to increase the quality of care.

Limit,tha period within which malpractice suits May be filed.-

114110170 professional liability claims from the traditional

courtroom-jnry setting.

Increased Efficiency in the Use of, I4uts

Removing Restrictitms on, the_laae of New Health Practitioners (MI's): The

full potential of NHPs as a curb en rising health care expimditures/Can be

/
realized only when'the lilahriers that restrict their use are :removed. Examples

of these barriers include medical practice actS which simply, prohibit the

involvement of Ws in the delivery of.medical care; malpractice provisions

which mske it difficult for physicians to effectively employ NM's; and lack

of uniform accreditation, licensure and certifiCation procedUtes for,NHP4.

,A,nother important barrier to tha effective Use of,NHPs is the reluctance by

many insurance companies to reimburse:for sirviees delivered\ icw NHPs. In

this regard a major recent breakthrough was the passage of tbe _Rural Health

Clinics Services Act (PI, 95-210). This.bill permits Nedicar reimburseient

for services performed by a nuree practitioner or-physician assistant in

rural areas even when these services are rendered in the. abse.ce of a

physician's direct supervisioh.

Achieving Economie of Siie: If economies of size exist in the provision of
.

hcath servitem., iays of'encontsging larger hospitals and grouppractice

shodld.be consid red. aowe4ar, in trying:to achieve esonomies'Of size,

abAsi4eration mu4. aisp-.be given to the increased indirect cast:to the patient
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bUt larger-hospitals and doctor's qffices were to be developed.

These ndirect coats include increased trinsportatiqn coits, loet income

from increased time away from o e's job,

from being fumther frosi health services.

#

and increased mortailty/moriAdity
is-

These indirect cgts becoMe

particularly,important in iparsely.populated.rural areas'.

Ragionalitation.of services and the related notion of shared services
( <

arethe MO/It cotmon proposalti adVoeated for achieving economies of size in

the provision of health services--pa4ticularly.hApital care. Regionalization,

in theory, would lead to the closure of small ineffiCient,hospitals qr at

leaeit limit the scope of servicet small hogpitals could offer.. One y of

achieving thiS goal is through licensure.in whLch1 inefficient hospitals wuld.

be denied a license to operate. Thie concept càuld also be extended to

S.
sOcific,servicet.. For exampie,.a few tielect'd hospitalt in a.region could

be'given alicense.for a specialized,Orvice Such as A neonatal intensive. .
care Unit, and all'other hospitalS inthe.region would be forced to transfer.

their high-risk newborns to the hospitals licensed to provide thisunit.

Licensure is-only one of the sanctions that coUld be used;to close or

prevent. /future development of inefficient facilities and services. 'Other.

,shnctions such as the deDial.of reimbursement for services not approved by

stattit-or federal planning agencies, are discussed in the next section.
Av.

With- the threat' of such 'sanctions,. thete appears. rto be- some moiremient on

the part of.hoppitals to voluntarily share.certain services [47]. For example,
?

a 1971 survey of cOmMbhity hospitals found that 66.6 percent of the hospitals

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

most frequent kinds of sharing involved blood banks, purchasing of

4,4
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medical/su gical supplies, data prOcessing, disaster plans, and professional

4

'laboratory steff [5].

Countering the Undesirable Effects-of ihe Nonprofit. .itt least two

approaches have been suggested for da4in with the inefficiency (in the form

.of osVerexpansion and*duplication of health services) quit allegedly results

from the health care industry s heavy relience onthe nonprofit motive: The

most common approach is to regulaee the amount of investment or capital

expenditures tha flows into the industry, with particUlarly close scrutiny

given to proposals for expanding suth health care facilities as hospitals

and nursing hoMes. AtteMpt to regulate capital erienditutes are tyilically

_implemented by eithet '(1) enacti6g certificate-of-need legislation on a

tatewide basii.or (2) developing-regional-health planning egencies.:which
qp.

operate under a federal legislative mandate.

Under certificate-of-need programs,,capitel expenditures exceeding a'

certain minimum (usually $100,000) will not.be approved unless the "need"'
,

for,the expenditurgs'is clearly justified. The egency empowered to grant
.

,
, ,do

approval is usually the state's Department of Health. Various sanctions are

used to insure.that a'fatility dots nOt embask oniteproposed expenditure

plan withoUt the.necessary approval.. The most common santtion-is withholding

.or revoking a license from a- facility Whose expenditure plan is disapproved

but who does not ibide by that decisiOn [91,, pp. 99-104]. Reseerch has

shown that state certificate-of-need programs, as they were being operated

between 1968 and 1972, did not reduce total hospital investment in comparison

to states thai did hot have such programs. However, the Certificate-of-need
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programs.did have a significant impact on the compolgtion of investment.

Inliestment in new beds was restricted but this reduced inveitment wet

offset by an increeveln investment in other servicp., and equipment [79].

Ragional'health planning agencies-operating under federal legislative

msndaee have the same basic, purpose as.the older state-implemented certificate-,

of-need programs, but are organized differehtly and use avdifferent set of

sanctions to limit capital expenditures. The first regional planning.

encies were called comprehensive health.planning agencies and were

initiated under the 1966 Comprehensive Health Planning Legislation.

1974, tbp legislation was superseded 1:;37 the NatiOnal Health Planning and

..Resources Development.Act (PL 93-641) This legislation'mandates -a nationwide

,

network of Health Systems Agenciei (HSAA). 14 no* cases an.HSA serves a

population of 500,000 to 3,600,000. .The governing body of an HSA 6,Thidf

Oust have a suld ty'nf local health care "Consumere),reviemptopoied

projectsyhi5b ine4,ve capital expenditures-of'$100400 or:more, the addition

,pf beds pt a substantial Changejin service 1101, pp.. 104.41081.. 'The deCision
-

HSA ie first folyardedtola State,Health Coordinating Council and'

imately to the Secretary of 44th,. Education, hnd;Welfire- Although:
4

the decision of the HSA can be oVerturned at either of these two 1yels, this

does not normally occur. However, HSAs are expected to adhere to federal

planning standards. For example, HEW has established is a standard a maximum

of 4.0 hospital beds per 1,000-persons which is,to be exceeded only under,

extraordinaty circumstances [68, p,,13045]. The main sanction.of the HSA

is withholding federal reiMbursement (primarily .MediCate and Medicaid payments)
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for all costs associated with pe disapproved Capital expenditure.

It should be noted that not all review processes for capital expenditurea

are the domain af state And federal.governments. Some insurersprimarily

Blue Cross--will not reimburse health care providers for costs associated

with capital expenditures which the has not approved [101, p. 101].

sAlthougA review processes for capital expenditureirare typically, designed

to deal wit plans.for new investment, it would also be possible for such plans

t be retro' cti4e." This approach mould, in essence, amount'to decertification

or disinvestment in those cases *here exiiting servicam'or facilities were

not needed. .To date,,euch.mn approach has.not been.tried, but its impadt on .

)
health Care..expanditures could be significant. For.exaiple, suppose et

number of hOspital beds were reduced*from:the present figure,of 4.4 per 1,000

populatiOn to 4.0. Since excess capacitY eXists, occupandy rates would increase.

In this scenario research indicates that hospitel.expenditures would,be

reduced by 6 percent [90, pp..' 52-54]. -

The second approach.for dealing with the inefficiency thit allegedly

'results from the nonprofit.motive is to place.more reliance on the profit
10

motive by encouraging, for example; the develdpment of more proprietary

hospits* AB noted earlier,

4

y 12 percent of the nation's hospitals are

proprietary. Sinoe'these hosp tale tend to be !mailer, less, likely to be

involved in research and teaching !end different in other ways from nonprofit

hospitals, it is not easy to make efficiency-related comparisons between the

tWo groups.. Although no definitive research las been done on the relative

efficiency of the two different kinds of hospitals, scattered evidence .does,
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not indicate that proprietary hospitals Are significantly more efficient

(101, pp. 299730 -709 P- 2.42).. Even if proprietary hospitals were found
/

to be more efficient their developmeiet would have to be modified somewhat
4

so tIlat unprofitable (but needed) services would be provided, and so persons

Who had .limited ability to pay would not be denied services.

Iliitiating Alternative ReimburseMent:Policiest I.Fanumerable specific proposals

have been advanced that serve ai alternatives to the common practice of

:reimbursing providers On the basis of their cost or oft the basis of an

"uitual, customary, and prevailing fee." -AlthOughthe various propoSals

differ significantly in soie rather important Ways they also have a common

denominator. This oommon.denominator is regulating the rates or fees which

providers may charge or their services [101, pp. 137-140]. This approach

typicallY leads to a fixed stateWide or.regional fee schedule for physicians

and avoids the flexibility and latitude associated with'the "usual .customary,

and prevailing fee."

Prospeetive rate setting.(PRS) is the term frequently used when applying

this approach to hospitals and nursing homes. .Dowling desCribei PaS as

follows:

PR4 is a cost-contain6ent strategy wherein an external
authority establishes the prices that providers are
allowid to charge and/or.that third parties are required
to pay in advance ofsthe period in which services are
actually provided. The key difference between PliS and
conventional forms of reimbursement is that providers are
not paid the costs they actually incur each year, nor are
they free to.unilaterally adjuut their cbarges to cover
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
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imposed by fixing provider charges and/or third-party
payment rail's will CaUsit providers to contain costs in
order to avoid losses (or earn surpluses) [25, pp, 263-264].

A

Little empirical evidence exists on the poterktiallpf PIS foi inducing

health cire cost. Some insiiht can be gathered hy *reflecting on what occurred
Ga.

during the Economic Stabilisatiod Program (1971-1974) 'when physician fees and

hospital rates were notallowed to increase by more than predetermined

percentage. buriug this period health care costs did, in fact, moderate.

'considerably DO, pp XIV; 88].. Additionil ineight an the effect-of PRS will

'be forthcoming as more research.is undertaken on a number of experimental PRS

programs. To date,..the research ,on these experiments has not been conclusive

[25; 90, pp. 39-42].

The second reimbursement ebncern is the-tendency of insurance plans to

. reimburse for services only when provided od an inpatient basis. Two basic

approaches exist for dealing with the inapPropriate utilization of the more

expensive inpatient services which say result from this reimbursement policy.

The first approach is to change the incentive system so the pitient (or the

doctor serving on behalf of the patient).will not hsve an incentive to seek.

care on an i4atient basis instead of on an outpatient basis. This can be'

dime by extending insdrince benefits.to services provide4 on an outpatient

basis.* The effect of this can be gauged by comparing where persons with

*Although a particular medical procedure Or treatment performed,on an
outpatient basis is generally less expeneive than one done on at inpatient
basis, total health care expenditures could still rise.if insurance were
extended to ;over outpatient services. The reason for_this.is that such
.an extension could result in an increased.nuMberof personl,who initially
seek.care.
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different kinds of health insurance coverage receive their care. One ouch

4. study analyzed the surgical Workloads of surgeons working in a Health

Maintenance Organization and compared their workloads' to those of non-HMO

surgeons. The HMO plan encOuraged ourpatient surgery, and it is safe to pr,esum9

that the persons involved with the nios-HMO surgeons would typically have

insurance plans which covered inpatient surgery only.. Results of the study

showed that the non-HMO surgeons "performed very few (outpatient) procedures

ana, for the most part, admitted as'inpatients those petienti who were treated

on au (outpatient) basis in the (HMO)" [48, p, 41.

' A setond approach for preventing inappropriate Utilization of more

expeasive inpatient services is to impose negative ii;centives (ao.reimbursement,

fines, etc.) for engagimg in such practices. The mosCVisible attempt -of

using negative incentives to minimize inSpprápriate utilization patt,e.rns

was the establishment it 1972 of Professicinal\Standards Review Organizations

(PSR0i). ,PSROs are.federally mandeted organiiations which are operated by

local_ physician!". Their purpose is to assure that the care provided to

persons covered by federal prOgrams (such aa Medicare and Medicaid) is

laecessary and is'providild ii-the most ecohomical'werpoesibl4e. PSROs. operate

'by having the hos ital-related work of local physicians reviewed by their

colleagues to see if it deviates from local standards [101, pp. 131-136].

in extensive evaluation of the PSRO program found that it wee not effective .

tn.particular, the study concluded that:

No statistically significant aggregate PSRO effeCt was found

on hospital utilization, or admission rates.
[and that]
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have little'potential to ,countervall or .reduce the inflat ou

PSR0s, acti*g primarily on appropriateness of utilization

in prices and technology.-that comprise the'majOr causes o :
the rapid rise of hospitartare expenditures. Thus, PSROs
should not be coneidered a stsnd.alone, cost contaiment

\th

delivery.of.health care

strategy, but raer as one important part of a comprehensive
strategy of rationalizing the
services [74 p. 31.

'Although PSROs appear to, have little success in reducing inappropriate
Ala

utilization, other PSRO-liks approaches have been successful. For exemplg,

the Colorado and Sacramento,Foundationfor,Medical Care experienced a

$3-$4 sayings in expenditures for.every.$1 spent on the review program [90,

p. 37]. Siailar,14 there is.some research evidence that "utilization

revise' is effective if it is undertaken in areas characterized by a.

relatively scarce supply of beds in relation to the demand for those beds.*

14is evidence supports the hypothesis that only in latch areas is there

motivation to control the use of hospital beds [88, pp. 366-367].

The Alternaiive of' Govern t Provision

Most suggestiolia for reducing the,'cost of production emphasize changes in .

incentives or the uae of increaseernment regulation* in such waye as. .

limiting capital expenditures via.Certificatel-of-need legislation. There

are those who reject these measures gue, instead fOr direet goverment

provision of health eerviCes.* At t two objections are typically leveled

*It is extremely important mit to confuse governmental provisiOn of health
-serOices or "socialftbd Medicine"'witknational health insurance. National
health.insurance in pure form, ix ihe use of public funde.to assist
in4ividuals in Purchaaing health services...and _has nothing to do-with who
provides those services.
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the more conserv tive approaches of changing incentives andincreasing
iN

gdverwat regulation. One reason is the ,belief.that a reduction in the
1

.coet of production will not be passed along to the consumet because of the lack

of competition and the iiperfections that exist in the medical marketplace.

The Second reason is that governm regulation and those who are to impose

these regulations will respond to needs anddesires of the vested

interests within the

[58; 69; 80; 1021.-

Although gove

the exception in

ealth tare industry rather,;than to the-general public

t provision of health carw\is the rulerathet than

y countries f/ such as qreat Britain and Sweden', at- least

two arggments re often raised,against this appfoach.. One argUment is.a

fund al phiload'phical obj/ection gavernMent involvement." The
r-

,Counterarguments to this poSitiOn are that (1). government involvement is
7

-not intrinsically evil--esPecially if the market Place is not.function

properly--And (2) governMent is already.ilvolVed in a way which violates

the pure concept Of "free enterprise." -Examples of cUrrent government

involvement,include: licenaing.reguirements for Aysicians and other

personnel; restrictions on'the development and Marketing of drugs and
,

.

medical devices; the licensnre:and setting-of safety.standards fo health

care fac lities; laws which prohibit

certificate-of-need legislation; and

military health care *vim Veteran

Service Corps, and Indian Health Service.

adVertising by health,care providers;

the provision'Of services through the

s Adminiatration, NationalHealth

-The second argument against government provision of services is that'

.it will result in inefficiency and 1oWer quality csre. One c'ounterargument
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to this illegation is that if, inefficiency vere to result, it would not

surpass the existing level of inefficiency in the "private health care

system. In reference to the quality issue, horror stOries from military

and Veteran's Administration hospitals are commonplace; but on the other

hand our Presidents and Congressmen presumably receive the ultimate in care .

.at places like Bethesda Naval Hospita4 and Walter Reed Hospital.. Similarly,

t

it is frequently argued that the incentive to provide'quality care will

Mr,

generally:decline if physicians arepaid on a salaried basis as

typically are in governmentoperated health systems; but at
. .

time time

the nation's hest quality care is provided atA3laces like the Mayo Clinic

where physic s ari paid on a, salarie&basis. Unfortunately, little

seribus regearch las beenundertaken to 'give a better insight into the-.

'r

advantages and disadvantages of government provision of health services..
A

One method. bf gaiiii these insights wo40.d be through a Series of international

-comparisons,4and sone research efforts in thiS direction ha7 recently been

initiated 111; 57; 105].

4
Reducing the Demand for Health Care

Improving Health Stall*

Theoretically, .the.
ik

expenditures is to ikproVe

itepromising way of reducing health. care

'health status and. therefore reduce the demand

for helilth card. Although a number of factore affecting health status; such

as,age and heredity, cannot be altered, others such as income, environment,

and personal behavior can be altered. Moreover, more emphasis could be put
. A

on Preventive.rather than curative medical services. In assessing the

64
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factors gffecting health status Dr. Theodore Cooper recently asserted that:

It is one of the.great and sobering truths of our'
professioa that modern heelth care probably has less
impactton the health of the population than economic
status', educatioz, housing and sanitation [49, p. 4].

A rather dramatic example which reinforces Dr. Cooper's assertion is the

'cftbined effect on health status of the 55 miles-per-hour, speed litsit and

higher gasoline prices. These factora have apparently led to a 20 percent

reduction in auto sccidents, and since taking effect in 1973 may have been

the single, greatest .contribution.to'n1;etter health [59, p.457].

The innumerable possibilities fo; improving health status.go far beyond.

the scope of this report. A number of the possibilities are covered in

Kristein et al. gpd Somers [59; 84], Despite the potential.impact on health

status of such factors-As improved environment., changed personal behavior,

and gregter use of preventive medical services ihes, avenues should not be

viewed as a panacea for reducing health care expenditures. Four cautionary

notes must be kept in mind. F4rst, efforts to change persoual behat4or in

areas such, as sioking, diet and exercise have b4 only success [52,

p. 18]. Second many medically oriented preventive servItes such 'as physical

eximinatioi.and mass screening may have no beneficial iMpact [73, pp. 237-242].

Third, many medical conditions are Ic?t currently preventable with our existing

knowledge. Fourth, there is an ultimate limit to the aMOunt of death and

illness which can be minimized; i.e., all persons eventually. die.

Reducing the.Ability and 4illingness to Purchase Health 'Care

ducing_ Unnecessary Consumer-Induced Demand: Efforts to reduce unnecessary

efonaumer,induced demand typically focus on changing thd health insurance and
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federal income tax systems. In terms of the tax system, it has been

suggested that the employer,s health insurance payments could_.be treated

incoOe to the employee and Ehat the employee' premiums npi be

considered deductible expenseS [90, p. 57]. The presumed effeCt of these

.chenges would be to, reduce the' breadth of insurance covereagethereby

reducing the demand for health care. Even greater attention has been

given to "reforming" health insurance plans by creasing the consumer's

,

out-of-pocket or net cost of he.alth services at t e of Purchase. The

most common way of doing this is through co-payment in the form of

deductibles and co-insurance [-30; 36, p. 60; 44, 73, pp. 236-237; 90, p. 57].

With a deiuctible provision,:the patient is required to pay the.first $X

but beyond.that point the insurance plan will begin, payment: o-insurance

requires the patient-to pay:a'certain percentage .of'his or her health care'

costs (at least.until some maiimUm limit is reached). Phelps,points out

that the effect of coinsurance and deductibles can be quite.different!

A7-fixed deductible (say $100) might alter slightly
the demand for adtissions, but it, will have no noticeable
effect,on decisions regarding length of stay or general'
resource use within the hospital, because in virtually
any hospitalization, the deductible would be exceeded by

the first day'l expenses. A .straight coinsursApe provision,
however, would have the same effecton both,admissions and
length 'of stay decisions [73 p. 232].

As might be expected, a 'number of objections can be raised againet the

co-payment mechanism. The objections 4111: from tIr practical uatter of

administrative efficiency to the'major equity concern that co-payment may

.
create a sUbstantial financial barrier for the poor [73, pp.'226-2271:
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A companion pioposal to'increaSeereliance on co-paymentwould be

repealing legislation that prohibits advertising by health care providers

.and facilities. In essence, co-payment schemda.are designed t, make the

consumerlmore cost-conscious, and the logical conClUsion to thi approach

isiihat the consumer should be informed-of.the alternative price he br

-she faces. The secondary effect of advertising would be. to introd te an

element of caketition into the 'medical marketplace. Recent'resear h on

drugs-and eyeglasses indicates that where advertising is permitted the

retail prices of these items are significantly lower [12; 7].

Redueing_Unneceasary Provider-Induced Demand:. One aspect of unnecessary

provider-induced thaamid stems from the need too practice "defensive med4pine"

0.n order to reduee the wptbility" and size of malpractice suifs. Five

r

ways of aLieving sch reOuctions were mentioned earlier in this chapter.

,Another-undesirable.aspect of provider-induced.demand is the concern

.thst a fee-for-service reimbursement mechahism'will increase the amount of

unnecessarY medical services and procedures. Concerg with this posiibility

is particularly great in those areas where a relatively large number of

'medical resources are present. SeVeral potential solutions exist for

dealing with this situation.

First, to the extent.that unnecessary prbvider-induced demand is

greatest in areas where a relatively large number.df medical resources are

present, one potential solution is to simplY limit the supply of medical

resources available. Note that this is the exact reverse of.the kind of.

7

policy which would be considered if the medical marketplace were,similar
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eo the marketplace'for other-goods and services. nil "normal" -marketOlace

tha appropriate policy would be to increase supply so price (and expenditures*)

'would crease. Various proposals for limiting the supply of health facilities

wgre discuss d earlier. To date only occasional consideration has .been given
Nr

to limiting the supply of physfciang and other medical personnel [90., 'pp. 57-58]

despite some recent warnings about an excessive,growth in physician numbers [14].
ew.

Another potential solution is to eliminate the fee-for-service reimbursement

mechanism. Physicians in HMOs work typically on a Salaried basis and it is

argued that t6y.:

have no.incentive to increase:their incomes by hospitalizing
patients or providing unnecessary tests; unnecessary procedures
have, in fact, ttle effect of reducing net income to theHMO end,
therefore, to-the physician.[90, p. 59].

Research on HMOs indicates quite clearly that hospitalization rates.for HMO

. w
ehrOliees are significantlylowerthan-for persons receiving care on a fee7for-

services baais [41; .85, pp. 172-174 99, ppe 223-224, 232, 234]. A recent eatimate

suggests that overall cost savings in HMOs average about 20 percent, even after

such variables as differing p'opulations and out-of-plan expenditures are taken

into.account [86, p..70]. What'is not cleer is how:much of the lower

hoipitalization rates and cost saVings ia due to the fact HMO-physicians,are
4

paid ome aalaried basis rather than a fee.4-for-service basis. Other contributing

lectors may be that HMOs usually operate with a relatively small bed Supply,

and that HMO plans relative to most traditional health insurance plans have

a much broader coverage of outpatient services [101, p. 225; 36, p: 140]. .At,

,any rite,..the reduced hospitalizatlOrrates and cost savings do not appear to

*This assumes demand is "inelastid", with respect to price (see p. 20).
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rostilt in low quality of care or patient dissatisfaction [40; 101,,pp. 229-233]T

If the fev-for-service'reimbursement mechanism is to remain in place,
,

at,least two additional approac4s have been suggested for reducing unnecessary

. provider-induce-Oleo:Std. One apProach is through utilization review mechanisms

such as PU0s, which were discussed earlier. Another approach is to increase

the 'bargaining power ,of the consumer in the provider-patieat relationship.

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

Association's "Patient's Bill of Rights" and a program of "second surgical

opinions," Relevant.portions of the "Patient's Will of lights' are:
11.

"The.patiett has the right-to obtain frOri his.physician complete'
current informatiOn.concerning his diagnosis, treatment and
prognosilin terms the patient tan be reas,onably eicpected'to
understand." "

"Where medically significant alterdatives.for.care 'or treatment
eXist, or. when.Phe patient requests'information concerting H
medical alternatives, the patient has the.right to. such'
.informatiot. The patiett also has the tight to know the tame
of the.persons.responsible-for the procedurea and/or' treatment".
[1, pp. 14215].

Finally, in recent years.there'has been grOwitg emphasis ot program*.

e
that prpvide- "second surgical opinion. Jt, general definition of such programs

has -been developed by Haug:

Whet an ele'ctive operation is recommended to *patient,
he pitient is permitted or reqqired, 'depending on
hether the program is voluntary or mandatory, to have
the need for the operation confirsied by a specialist in
the,appropriate surgical specialty [46, p. 65].

4

4

New York became the first sPaiWto require insurance companies to offer to

the policyholder,at to cott a.secOnd surgical opinion benefit.,.. Since this

kind of a. program is relatively new itt effeetive els has noi been studied

thoroughly. However, initial studies indicate that 25 to 35 percent of the
%
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operatiigns recommended were not confirmed by s second-opinion.. The kind

ofewrgical proCedures least likely to be confirmed were hysterectomies,

prtststectomies, and operatious on'the knees [46].
_



SUM4ARY AND CONCLUSIONS

At'least two conc'erns underlie the.nation's preoccupation with health

care expenditures. The first.concetn is that society may not be getting

a "reasonable return" ft-4 pereased expenditures on health care.

The second cOncern is'tfr.he quantity Of.services associated with a
r

given amount orexpenditures could'possibly be made available less

expensively. The concern stems from .the fact that the "market" for health

care deviates significantly from:the kinds of markets which characterize

.the American "free ehterpyise systeM." J

In 1977, the nation spent $163 billion on health care. Moreover,

the recent growth in expenditures--both on a per capita basis and as a

percentage of Gross National Producthas been phenomenal. The largest

single share of the health care dollar, goes to .hospital care. In terms

of the financing of health care services, there has been a considerable

increase since 1965 in the percentage of total expenditures financed

'from government sources-7partidularly the federal goVerament. The

increased role of gover4ient financing, when combined with the increased

role,of private insuranc payments between 1950 and 1977, has resulted

in a significant deCrease in out-of-pocket payments. )In 1950, 68 percent

of total expenditures were attributed to out-of-pocket expenditures. By,

i977, this perantage had decliped.to 30 percent. However, aut-of7pocket

paymeats are the prinCiple Source of financipg for dpptists' services

and drugs, but represent dnly 6 percent of the total payme,nts made for
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hospital care.

Total expenditures for health care or any anl other good or service

are determined by the following formula:

Total Expenditures im Price Per Unit x Number of Units Purchased.

It is extremely important to realize that'price and exicditures are

two very different concepts, and Policies aimed at controlling one will

not necessarily control the other.

Both price per unit and the number of units purchased are determined

by cost of production and level of demand. In terms Of cost Of production

a major factor in recent years'has been the rapid growth and introduction of

.cost-enhancing technology. Simultaneously, demand has intreased -due /to the

rapid growth in health insurance, including Medicare.and Medicaid. A host

.of. other important factors also influence cost-of-ime4action and demand.

These factors are shown\schematically in Figure 4.

One of the problems With the various proposalp for.curbing health,carp

expenditures is that the policies are not coordinated in a systematic fashion.

For example, limiting the expansion of hospitals.may decrease utilization of
.

hospital services but will not necessarily reduce total expenditures if

hoSpitals simply raise their charges for the servites they provide: This

suggests that policies for limiting the expanilon of hospitals should be

implemented in concert with policies that can regulate hosliital rates.

Similarly, review mchanisms for reducing inappropriate utilization of

services appear ts, be most effective when combined with policies that lead

to a relatively scarce supply of hospital beds.

oro
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