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Abstract

Proposals to restrain the cost of health care by imposing price controls
ignore their long history of failure. Regulated prices prevent markets
from efficiently allocating resources, leading to pervasive shortages
and deteriorating quality, while stifling innovation and diverting care
to inequitable black markets. Tight price controls in Japan manifest
many of these failures, while the Netherlands has enjoyed improve-
ments in cost and quality by abandoning them for market-based pric-
ing. Government-fixed prices for hospitals in Maryland and under
Medicare have served only to inflate costs and the power of providers.
With Obamacare about to increase the taxpayers’ responsibility for
financing health care, all experience suggests that attempts to regu-
late provider prices will likely prove costly and counterproductive.

he United States spends far more on health care than any other

country. With the government funding about half of this spend-
ing, some have suggested that price regulation could rein in the cost
of care and help to secure a better deal for employers, taxpayers, and
individuals purchasing health coverage.

Yet the history of price controls is extensive, consistent, and
uninspiring. Tight caps on prices lead resources to be wasted and
production to be cut short. Widespread shortages guarantee pro-
viders areliable demand for substandard services and prevent them
from profiting by innovating or improving quality. Prices fixed by
fiat reduce incentives for providers to cut costs and encourage them
to seek profits by playing politics rather than by serving their cus-
tomers. While some have suggested that regulation can check the
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KEY POINTS

» With the United States already
spending more on health care
than any other country and
Obamacare shifting even more of
that cost onto the taxpayers, some
have suggested that price regula-
tion could reign in the cost of care.

» A close investigation of the
cases in which price regulation
is claimed to be most success-
ful demonstrates that replacing
price signals with politics yields a
predictable pattern of systematic
shortages, deteriorating quality,
and inflated costs.

» In the Netherlands, centrally
negotiated prices yielded a pauci-
ty of high-technology services and
long waiting lists for treatment,
while deregulation has reduced
costs and improved quality of
care.

» Maryland's rate-setting system
has effectively functioned as a
cartel agreement, secured by a
substantial federal subsidy, rather
than serving to cut costs.

» Regulated pricing creates artificial
scarcity which tends to make
health care more of an exclusive
privilege than ever before rather
than reserving care for the needy.
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capacity of monopolists to inflate prices, it will be
more likely to squeeze out whatever facets of compe-
tition remain in the market.

Critics of a free market have suggested that reg-
ulated pricing can cut costs without undermining
quality of care, and they point to a number of cases in
which they claim it has done so. Hospital price regula-
tion systemsin Japan, the Netherlands,and Maryland
have allbeen advanced as models for the United States
to follow. They have also called for price controls on
prescription drugs and an expansion of Medicare’s
systems of hospital and physician reimbursement to
cover all care. Yet closer investigation of these cases
reveals the familiar catalogue of woes and shows that
these claims of a free lunch are wildly exaggerated.

Struggling With the Cost of Care

Over the past half century, real per capita spend-
ing on health care in the United States has risen
steadily—doubling roughly every 17 years.' Several
factors have combined to bloat the cost of health
care. Technological improvements have vastly
increased the opportunities to heal the sick, while
medical progress has allowed people to live for years
into illnesses that would once have led to a swift (and
cheap) death. Federal and state legislatures have
expanded public entitlements for this care, while
restricting cost sharing and inhibiting market inno-
vations that might constrain its cost, but threaten
entrenched providers. Even before the full rollout of
the Affordable Care Act (ACA or Obamacare), gov-
ernment health care spending had soared from 3.5
percent of gross domestic product ($165 billion) in
1987 to 8.4 percent ($1,215 billion) in 2011.2

Obamacare has exacerbated this budgetary pres-
sure, stretching resources even more thinly. While
the government provided health insurance to 99
million in 2011, the expansion of Medicaid and cre-
ation of federally subsidized exchanges are project-
ed to extend the taxpayer’s responsibility to 36 mil-
lion more by 2017.

The expansion of Medicaid and
creation of federally subsidized
exchanges are projected to extend the
taxpayer’s responsibility to 36 million
more by 2017.

An all-star cast of Obamacare advocates recently
reassembled in The New England Journal of Medicine
to call for a follow-up reform whereby “public and
private payers would negotiate payment rates with
providers, and these rates would be binding on all
payersinthestate.” Several of these scholars seemed
even to suggest that price controls might yield a free
lunch, by checking the monopoly power of health
care providers. They suggested that price regulation
could compensate for an “inability or unwillingness
of private insurers to resist the pricing power of con-
solidated health systems.” As evidence of potential
benefits of deploying the government’s supposedly
superior skill at bargaining, they cited the ability of
Medicare and Medicaid to purchase care at cheaper
rates than private payers.®

—
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However, this contention is shaky. Fixed costs
account for 84 percent of hospital costs, which is to
say that the cost of providing care—the cost of main-
taining a hospital, equipping an operating room, staff-
ing, and so forth—is largely incurred whether or not
an additional individual is treated.® A hospital may
therefore spread these costs unequally, by charging
different amounts for different cases. Therefore, the
government’s capacity to oblige hospitals to charge
less for Medicare and Medicaid patients does little to
prove that it can reduce the costs for all.

While price controls on a monopolist may theo-
retically yield lower prices and higher output, in the
absence of government intervention or structural
barriers to competition, any market power will tend
to be a short-run phenomenon. Indeed, the ability
to charge more than the marginal cost of providing
services—at least for a time—is essential to attract-
ing the substantial fixed capital investments that are
necessary for modern health care.

The market for hospitals, for example, is not a
natural monopoly, but occasionally an artificial one
established by regulation. If providers are perma-
nently shielded from competition, price regulation
cannot substitute for the need to reform the vari-
ous causes of unearned market power, such as bar-
riers to hospital expansion, regulatory restrictions
on the capacity of insurers to bargain with providers,
licensing requirements, or regulations that privilege
favored providers. Far from mimicking the benefits
of competition, government price setting prevents
providers from competing with each other to earn
more by doing a better job.

As a general matter, price regulation is most
effective in a market with substantial natural barri-
ers to competition, a few homogenous products, few
providers to be monitored, and a single measurable
objective. Such circumstances could not be more
different than those prevailing in the health care
sector.’

The Damage of Price Regulation

The essential function of market prices is to sig-
nal opportunity cost—the value of goods and servic-
es that must be forgone to use aresource in a specific

manner. People bid prices higher when the scarcity
or demand for goods increases and bid prices lower
when relatively abundant supply relaxes the need
for thrift and allows them to employ resources for a
greater variety of purposes. Rising prices for goods
encourage producers to find ways of supplying more,
while guiding purchasers to switch to cheaper alter-
natives. Thus, the price mechanism encourages
the productive and careful employment of scarce
resources and directs innovative efforts where they
are most needed.

Price regulations short-circuit this process.
Rather than allowing prices to match supply to
demand, they frustrate producers’ attempts to com-
pete for customers and establish incentives that
antagonize patients and providers. The consequenc-
es of government attempts to fix prices depend on
how much its diktats differ from market forces. The
lower it fixes prices below the market rate, the great-
er the shortages it will likely induce. If it raises pric-
es above the market level, wasteful surpluses will
tend to result.

Shortages. A price ceiling is effectively a ban on
provision of a service at a price that a purchaser would
be prepared to pay. In health care, price controls can
lead to shortages by making it unprofitable to treat
certain patients or to provide the services they need.
If hospitals are not properly reimbursed for the costs
of care, they cannot fund the construction, staffing, or
equipping of units to treat more patients.

Price regulations also encourage the waste and
inefficient use of the scarce resources that do exist.
For instance, if the price does not reflect the full cost
of a hospital room, patients who could recover at
home may be kept in beds that are needed for those
in more acute need of treatment.

Quality Reduced. Shortages set up a seller’s
market in which the customeris no longer king. This
tends toreduce the quality of goods that are provided
because even second-rate providers are guaranteed
substantial demand and revenue. Hospitals with
poor standards of care and outdated equipment will
therefore be deprived of the inducement to improve
their performance. Over time, if the premium
rewarding quality is eliminated, cheap-to-produce

6. Rebecca R. Roberts et al., “Distribution of Variable vs Fixed Costs of Hospital Care,” JAMA, Vol. 281, No. 7 (February 17,1999), pp. 644-649.

7. Richard Zeckhauser and Christopher Zook, “Failures to Control Health Costs: Departures from First Principles,” in Mancur Olson, ed., New
Approach to the Economics of Health Care (Washington, DC: AEIl Press, 1981).




BACKGROUNDER | NO. 2834
AUGUST 9, 2013

threadbare services will be the most profitable and
tend to dominate.

In health care, price controls can lead
to shortages by making it unprofitable
to treat certain patients or to provide
the services they need.

Regulating prices also requires classifying goods
into categories. These categories will inevitably fail
to fully grasp all the aspects of products that are val-
ued, and features omitted from pricing formulas will
be neglected. For instance, if the prices charged for
consultations are capped, physicians may shorten
the duration of those visits or avoid patients that are
difficult or out of their way.

Innovation Stunted. The damage of price regu-
lation accumulates as time passes. If providers can-
not earn a premium by improving quality, they have
little motivation to invest and innovate. Because
improvements in health care are extremely capital-
intensive, price controls make it difficult for innova-
tors to profit from making the substantial up-front
investments in research and development. Therefore,
health care systems subject to price controls tend to
stagnate technologically and to lag in the diffusion of
access to cutting-edge surgical procedures and drug
treatments, which are expensive initially.

Overpayment. Fixing prices tends to entrench
the dominant position of incumbent firms, protecting
them from new competitors that threaten to undercut
their prices or to provide more focused solutions to
patient needs. Regulated pricing also prevents man-
aged care providers from driving down costs by nego-
tiating discounts with provider networks. Therefore,
it removes the incentive for hospitals to provide more
cost-effective care in order to compete. Artificially
low prices may also encourage use of unnecessary,
costly procedures and overuse of diagnostic tests,
which insurers may nonetheless be obliged to cover.

The freezing of price signals also likely gener-
ates geographic and substantive mismatches of
supply and demand. While it is less expensive to
live in remote rural areas, doctors often must be
enticed there with higher pay. Although prices can
be finessed to provide higher compensation for spe-
cialists and those practicing in undesirable areas,

regulators will likely lack the information to make
such adjustments with any great accuracy.

Politicized Pricing. Whereas market prices rise
automatically to encourage the production of goods
to eliminate shortages and fall to reduce spending
on unwanted goods, the pattern of political mobi-
lization determines whether regulated prices are
adjusted above or below the market-clearing rate.
Providers learn that their income depends on manip-
ulating the regulator rather than pleasing customers,
while patients and taxpayers have much less reason
to push back and insist on a good deal.

To avoid the deterioration of services associated
with underpayment, the government is forced to rely
heavily on providers’ claims about their costs of produc-
tion. Unsurprisingly, doctors and hospitals are quick to
protest and demand rate hikes if they are underpaid,
but tend to resist downward adjustments if they are
making high profits when technological improvements
or cheaper supplies make their work easier. Over time,
regulated prices tend to become inflated, and discour-
age the adoption of new cost-saving technology.

Black Markets. Tight price caps are often hard to
enforce because sellers profit from providing services
under the table at elevated prices to willing customers.
Where there is ascarcity of doctors, briberyis regularly
employed to skip to the front of the line. Black markets
are also common where price controls on pharmaceuti-
cals create shortages of drugs. This encourages specu-
lative hoarding by those who can procure products at
regulated prices, exacerbating shortages.

Neediest Worst Hit. Where black market pay-
ments are substantial, the need to avoid detection
ensures that care becomes directed toward those
who can afford to pay large sums out of pocket. Price
caps also make it harder for providers to cross-sub-
sidize the poor by charging according to the abil-
ity to pay. Moreover, the mere risk of price controls
likely deters investment in facilities serving the
poor because the controls are expected to under-
mine profitability. If the government fixes a single
low price for all cases, hospitals may be at risk of
bankruptcy if they treat only the sickest patients.
Therefore, they may avoid admitting them or pro-
vide only perfunctory care.

Hindering Real Reform. When governments
attempt to shift prices against the forces of supply
and demand, the need to repair the resulting damage
often produces another cycle of damaging interven-
tions. Shortages of one service often lead to spikes
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in demand for another, which creates pressure for
further controls and thus further shortages. In the
absence of market signals to increase prices, the
damage accumulates over time, increasingly impair-
ing investment, quality, and availability of services.

When governments attempt to

shift prices against the forces of
supply and demand, the need to
repair the resulting damage often
produces another cycle of damaging
interventions.

Most importantly, price controls tend to obscure
the underlying causes of high medical costs and the
institutions in serious need of reform. The upshot of
price controls is a seller’s market of pervasive short-
ages, in which providers are insufficiently compen-
sated and customers are taken for granted. Such cir-
cumstances generate a climate of opinion that only
makes it harder to relieve the onerous underlying
regulatory mandates and supply constraints that
are truly responsible for driving up costs.

The Experience of Regulated Pricing

The desire of governments to distribute resourc-
es without raising taxes is as old as recorded history.
The history of price controls is therefore extensive,
and the above pathologies of artificial shortage often
develop quickly.?

Nonetheless, regulated pricing is ubiquitous in
countries that use private enterprise to provide
health care. Such pricing is often lauded for reduc-
ing health care costs, and it appears to have minimal
side effects from a distance. However, closer examina-
tion reveals the same old tale of woe repeating itself
in case after case.

Price Regulation in Japan. The Japanese sys-
tem of regulated pricing is often cited as a model for
the United States to emulate.” While some coun-
tries operate loose price controls that make little
difference to market outcomes, price caps in Japan
are tight. Between 1980 and 1992, physician fees
declined by 19 percent while real wages grew by 11
percent.!” Therefore, the Japanese system enables
evaluation of a meaningful attempt to regulate
prices.

Japan uses price controls to contain spending
without explicit rationing." A nationwide fee sched-
ule sets prices for services accounting for more than
95 percent of hospital and physician revenue. The
prime minister decrees a cap on national health care
spending as part of the government budget, and pric-
es are then revised to deter or encourage the provi-
sion of various procedures, based on a survey of past
provider claims and profit margins.

Japan has an unusually healthy population with
the lowest obesity rates in the Organisation for
Economic Co-operation and Development (OECD)
and very low rates of crime, divorce, teenage births,
drug use, vehicle accidents, and HIV infection.!?
Nonetheless, universal insurance coverage is failing
to guarantee adequate access to care for all members

8. Robert L. Schuettinger and Eamonn F. Butler, Forty Centuries of Wage and Price Controls: How Not to Fight Inflation (Washington, DC: The
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States”; White, “Cost Control and Health Care Reform"”; and Gerard F. Anderson, Amber Willink, and Robin Osborn, “Reevaluating ‘Made in
America'—Two Cost-Containment Ideas from Abroad,” New England Journal of Medicine, Vol. 368, No. 24 (June 13, 2013), pp. 2247-2249.
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Approach to Containing Costs,” Health Affairs, Vol. 31, No. 5 (May 2012), pp. 1049-1056, http://content.healthaffairs.org/content/31/5/1049.

full (accessed July 24, 2013).

12. Randall S. Jones, “Health-Care Reform in Japan: Controlling Costs, Improving Quality and Ensuring Equity,” Organisation for Economic Co-
operation and Development, Economics Department Working Papers No. 739, December 4, 2009, http://dx.doi.org/10.1787/220005270870
(accessed July 24, 2013), and Naoki lkegami and John C. Campbell, “Health Care Reform in Japan: The Virtues of Muddling Through,” Health
Affairs, Vol. 18, No. 3 (May 1999), pp. 56-75, http://content.healthaffairs.org/content/18/3/56.full.pdf+html (accessed July 24, 2013).
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of the community, and attempts to control costs with
price controls have caused much of the health care
system to break down."®

The consequences of Japanese price regulation
have been summarized as “cheap stuff is profit-
able and expensive stuff is unprofitable. A doctor
who sees a few extra patients and prescribes drugs
for them makes money; coronary bypass surgery at
an urban hospital loses money.”* Even though the
Japanese are four times less likely than Americans
to suffer heart attacks, they are twice as likely to die
from them."”

With the fixed price for each consultation, doc-
tors are forced to prioritize quantity over quality
of interactions with patients. In 2010, there were
13.1 doctor consultations per capita in Japan—more
than twice the average for countries in the OECD.'
This also causes doctors to waste much time on
frivolous or unnecessary patient visits, and patients
to book appointments that they frequently do not
use.”” In Japan, doctors work an average of 71 hours
per week, compared with 51 hours per week in the
United States.”® Scarce specialists, in particular,
tend to spend their time on patients who do not truly
need them, and the system is notorious for “three-
hour wait, three-minute contact” consultations.'

Patients commonly proffer bribes and substantial
tips for higher quality consultations, while doctors
often compensate for per-visit price caps by schedul-
ing patients for multiple appointments.

The consequences of Japanese price
regulation have been summarized as

“cheap stuffis profitable and expensive
stuffis unprofitable.”

With salaries generally low and doctors responsi-
ble for dispensing drugs, physician income depends
heavily on the quantity of tests and drugs that are
prescribed.?® Competition among drug compa-
nies has led to giving discounts to physicians for
prescribing below the fee schedule. This practice
rewards overprescription by allowing doctors to
pocket the difference between the officially reim-
bursed drug prices and discount prices.?! The lure of
such fee-for-service payments has pulled specialist
physicians away from salaried positions in hospitals
toward clinics where they can earn a higher income
by working shorter hours.??

13.  Tetsuji Suzuki et al., “The Imminent Healthcare and Emergency Care Crisis in Japan,” Western Journal of Emergency Medicine, Vol. 9, No. 2 (May
2008), pp. 91-96, http://www.ncbi.nlm.nih.gov/pmc/articles/PMC2672251/ (accessed July 24, 2013).

14. Victor G. Rodwin, Japan’s Universal and Affordable Health Care: Lessons for the United States? (New York: Japan Society, 1994), http://www.nyu.

edu/projects/rodwin/lessons.html (accessed July 24, 2013).

15. “Not All Smiles,” The Economist, September 10, 2011, http://www.economist.com/node/21528660 (accessed July 24, 2013).

16. Organisation for Economic Co-operation and Development, OECD.StatExtracts, s.v. “Health Care Utilisation: Consultations: Doctor
Consultations,” http://stats.oecd.org/Index.aspx?DatasetCode=HEALTH_STAT (accessed July 24, 2013)

17.  Frech, "Physician Fees and Price Controls.”

18. Koichiro Yuiji et al., “Forecasting Japan's Physician Shortage in 2035 as the First Full-Fledged Aged Society,” PLoS ONE, Vol. 7, No. 11 (November

20.
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22.
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Catastrophic Collapse of Morale Among Hospital Physicians in Japan,” Risk Management and Health Care Policy, Vol. 1 (November 2008), pp.
1-6, http://www.ncbi.nlm.nih.gov/pmc/articles/PMC3270896/ (accessed July 24, 2013); and Douglas O. Staiger, David |. Auerbach, and
Peter |. Buerhaus, “Trends in the Work Hours of Physicians in the United States,” JAMA, Vol. 303, No. 8 (February 24, 2010), pp. 747-753.

Nicolaus Henke, Sonosuke Kadonaga, and Ludwig Kanzier, “Improving Japan's Health Care System,” McKinsey Quarterly, March 2009,
http://www.mckinsey.com/insights/health_systems/improving_japans_health_care_system (accessed July 25, 2013), and Hideki Nomura
and Takeo Nakayama, “The Japanese Healthcare System,” BMJ, Vol. 331 (September 24, 2005).

“Not All Smiles,” The Economist.

Naoki Ikegami, Shunya lkeda, and Hiroki Kawai, “Why Medical Costs in Japan Have Increased Despite Declining Prices for Pharmaceuticals,”
Pharmacoeconomics, Vol. 14, Supplement No. 1(1998), pp. 97-105, and Tetsuo Fukawa and Nobuyuki Izumida, “Japanese Healthcare
Expenditures in a Comparative Context,” Japanese Journal of Social Security Policy, Vol. 3, No. 2 (December 2004), pp. 51-61, http://www.ipss.
g0.jp/webj-ad/webjournal.files/socialsecurity/2004/Dec/Fukawa&lzumida.pdf (accessed July 25, 2013).

Blaine Harden, “Health Care in Japan: Low Cost for Now,” The Washington Post, September 7, 2009, http://articles.washingtonpost.com/2009-
09-07/world/36813795_1_medical-care-health-care-health-care (accessed July 25, 2013), and Michael D. Tanner, “The Grass Is Not Always
Greener: A Look at National Health Care Systems Around the World,” Cato Institute Policy Analysis No. 613, March 18, 2008, http://www.cato.
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Specialties offering little scope for such incomes—
namely surgery, pediatrics, and obstetrics—have suf-
fered severe shortages of doctors.?® The scarcity of
obstetricians has caused many maternity wards to
close, with the number of childbirth facilities declin-
ing from 4,200 in 1993 to 3,000 in 2005. This has
forced longer commutes on pregnant women giving
birth.?* In one notorious case, a woman miscarried
in an ambulance on the way to a ninth hospital after
a three-hour search driving from one hospital to
another searching for an opening. Another pregnant
woman died after being turned away from 19 hospi-
tals.?® These are extreme, but not isolated incidents.
In 2007, of 368,266 patients with severe disease or
injury who were transported to emergency hospitals
by ambulance, 58,996 (16 percent) were rejected by
at least one hospital due to lack of physicians.?®

Hospitals prices are fixed per patient and by
length of stay.?” This encourages hospitals to keep
recovering patients in beds longer than necessary,
resultingin an average hospital stay thatis four times
the OECD average.?® Hernia operations, which usu-
ally do not involve overnight stays in the West, often
result in five-day visits in Japan.?® Despite having
an average of only 2.2 doctors per 1,000 population
(OECD average of 3.1), Japan has 13.6 hospital beds
per 1000 residents (OECD average of 4.9).3° A frag-
mented and inefficient hospital system has resulted,
with many small, crowded, and understaffed local

hospitals sustained as long as they have patients to
fill beds, while insufficient resources are available
for big hospitals to provide acute care and emergen-
cy treatment.?!

Fees for surgery are so low that only about one-
third as many surgical operations are performed in
Japan as in United States.?* Conversely, the ban on
price competition among hospitals leads them to
increase spending on technology to attract patients
without requiring much time from specialist phy-
sicians. Consequently, Japan purchases five times
more MRI scanners per capita than the OECD aver-
age.®* The absence of price signals to optimize the use
of scarce resources ensures that a patient with mild
conjunctivitis is often seen directly by an ophthal-
mologist in a university hospital, when only minor
treatment is necessary.** While the use of drugs
accounts for an unusually large proportion of Japan’s
health care costs, the absence of price incentives
means that generic drugs account for only 19 percent
of the market, compared with 59 percent in U.S.?®

The Japanese Medical Association has resisted
proposals to loosen price regulations by permitting
supplementary “balance billing” payments for unre-
imbursed high-technology services out of fear that
permitting these would subject the fee-for-service
incomes of clinic-based physicians to competition
from hospitals.?® More shamelessly, the chairman
of the Japan Dental Association was arrested for
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bribing members of the government advisory coun-
cil responsible for setting fees.*”

Deregulation in the Netherlands. Until recent-
ly, the Netherlands had a similar system of price
regulation and was lauded as a model for the United
States to follow.?® Yet state-regulated pricing led to
shortages throughout the Dutch health care system
and failed to control spending. Following an elec-
toral backlash against growing waiting lists and
deteriorating standards of care, the government
deregulated prices. The resulting competition has
since driven down costs and substantially improved
quality.

In the 1980s, after decades of expanding public
entitlements to health care, the need to limit the
growth of spending had become pressing. Rather
than allowing cost sharing to constrain demand, the
government sought to regulate the supply side, grad-
ually imposing budget caps and price controls on
hospitals and physicians according to “agreed upon
expected output.”®’

Yet these reforms undermined incentives for
efficiency and innovation. Shortages ensured that
even the worst providers were oversubscribed, and
the system became unresponsive to patient needs.
Those needing heart transplants were hit particu-
larly hard, with only one-third as many operations
undertaken per capita as in the United States, and

approximately 100 cardiac patients died every year
while on waiting lists.*® Despite steadily expanding
government subsidies, shortages were widespread,
and those needing long-term care faced particularly
long waiting lists.*

In 2002, the Dutch Minister of Health, Welfare,
and Sport was forced to admit that waiting lists of
five months for consultations left cancer patients
often unable to see specialists until their condi-
tions had become untreatable.*> A public outcry at
the continued incapacity of policymakers to curb
waiting lists contributed to the heavy defeat of the
governing coalition in the May 2002 election. The
incoming center-right coalition pledged a concerted
series of deregulatory reforms, including removal of
price controls and general liberalization of supply.*?

From 2005, diagnosis-related reimbursement
rates for hospital care became freely negotiated
between hospitals and insurance companies, rather
than fixed by the government.** Providers were no
longer guaranteed income, but obliged to negoti-
ate and compete over price and quality of care. This
competition motivated hospitals to expand services
such as neurosurgery and radiation therapy.*® Single
hospital rooms, which were unseen for decades, have
again emerged.*®

Hospital prices were deregulated procedure by
procedure. Competitive pricing was first introduced
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for more standardized and frequently performed
elective procedures (e.g., cataract surgery, knee and
hip replacements, and diabetes care). It has incre-
mentally expanded from 8 percent of hospital ser-
vices in 2005 to 70 percent in 2012.*” While prices
in the residual regulated segment, which is deter-
mined by collective bargaining, have continued to
increase steadily, prices for deregulated procedures
have risen slower as they have become subject to
deregulation—and in recent years, these have even
begun to fall.*®

The quality of care available has improved sub-
stantially. Mean waiting times have fallen from 16
weeks in 2000 to five weeks in 2011 for cataract sur-
gery, from 14 weeks to six weeks for hip replacements,
and from nine weeks to five weeks for both hysterec-
tomies and prostatectomies. From 2003 to 2009, hos-
pital productivity increased 15 percent, measured by
the cost of treating case mix—adjusted patients.

Over time, reimbursement limits for drugs had
effectively become price floors. A 1991 rule, banning
the sale of drugs above the “lowest price” for thera-
peutically equivalent drugs, discouraged any price
reductions from ever being made to the cheapest
classified product.** Reimbursement levels for on-
patent drugs established effective price floors for
similar generic drugs. Whereas pharmacists pre-
viously had no incentive to pass on the savings for
using generics, deregulation has allowed payers to
benefit from competitive bidding by generic drug
makers. As a result, the list prices of the 10 high-
est-selling generics have fallen by 76 percent to 93
percent.”

Deregulation in the Netherlands has
yielded impressive results. As total
spending has been allowed to rise, life
expectancy has suddenly increased.

Deregulation in the Netherlands has yielded
impressive results. As total spending has been
allowed to rise, life expectancy has suddenly
increased—with mortality declines concentrated
among the elderly, clearly associated with a sharp
increase in specialist visits, drug prescriptions, and
hospital admissions.*!

Rate Setting in Maryland. Maryland’s hospi-
tal pricing system has regularly been endorsed as a
model for further nationwide reform.** To deal with
the acute budgetary pressures resulting from its
health care reform, Massachusetts commissioned
the RAND Corporation to develop a menu of cost
containment strategies.?® Its first recommendation
was for the state to copy Maryland’s system of all-
payer rate setting in which a state commission fixes
prices for all hospital services.

All-payer rate setting is a legacy of the 1970s
fad for price controls.>* These systems were estab-
lished across the Northeast and in a few other politi-
cally liberal states. Yet following a wave of deregu-
lation in the 1980s and 1990s, they remain in full
force only in Maryland (and partially for privately
funded patients in West Virginia). Massachusetts
abandoned rate setting when rates failed to keep
pace with underlying costs. In New York and New
Jersey, it collapsed under competition from health
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maintenance organizations (HMO), which negoti-
ated bundled discounts from providers. Maryland’s
legislature moved swiftly to protect rate setting
from this form of competition, banning HMO dis-
counts over 4 percent.”®

Because Medicaid and Medicare tend to reim-
burse hospitals less than the average costs of treat-
ing patients, hospitals necessarily cover overheads
by charging private payers a relatively higher rate.
Therefore, any system to fix prices equally for all
payers will likely render hospitals unviable unless
states can secure a waiver from national Medicare
reimbursement rates. Maryland is the only state
with statutory assurance of such a waiver. This effec-
tive Medicare reimbursement bonus of around $1
billion per year is regularly described as the “linch-
pin for the system.”*® Maryland receives this waiver
on condition that its hospital payments per case do
not exceed national increases above 1981 spending
levels.*”

In 1968, Maryland established certificate-of-
need regulations to prevent the establishment or
significant expansion of hospitals and medical facil-
ities without state approval.®® As a result, incum-
bent hospitals were shielded from competition, and
two huge hospital systems (Johns Hopkins and the
University of Maryland) were allowed to dominate
the state market.** By 1971, these regulations existed
in only three other states, and Maryland’s hospital
costs per admission were 26 percent higher than the
national average.®® In that year, the state legislature

established the Maryland Health Services Cost
Review Commission (HSCRC), supposedly to crack
down on this problem of monopolistic pricing.

Little could have been more counterproductive.
Under a free market, cartels are threatened by new
entrants, the risk of cheating on agreements, and
the difficulty of orchestrating collective action in
response to changing economic conditions.® By set-
ting prices for procedures at each of 53 state hospi-
tals, rate setting has protected incumbent hospitals
from each of these competitive threats.

Nor is there much risk that the HSCRC will
impose a good deal for taxpayers and consum-
ers. It is dominated by hospitals, seeks little input
from insurers in setting rates, and three of its four
most recent chairmen have been senior executives
at Johns Hopkins.®? The price premium that larger
hospitals could command is permanently enshrined,
and these hospitals are able to mandate charges for
initiatives that they want to undertake, driving up
costs for potential competitors.

Budget pressures have not led to prices being
tightened. Hospitals are better informed than regu-
lators about their true costs of production and able
to wield the threat of shortages to force adjustments
to increase fees.%® Hospitals and their staff protest
when prices are set below demands, costs, or expec-
tations, but keep quiet when they are set above.
Prices are only adjusted downward under an acute
crisis, and even then only once a year, so they are at
best a year out-of-date.
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HSCRC supporters regularly boast that
Maryland has enjoyed the lowest increase in cumu-
lative cost per hospital admission of any state from
1977-2009.5* Yet a lower relative rate of growth on
top of a higher base is not much to celebrate, and it
largely registers the unique rewards that Maryland’s
Medicare waiver provides the state for targeting
resources on this particular metric. Other states
that have experimented with rate setting, but with-
out a similar Medicare waiver, did not even register
this modest cost improvement.%® By rewarding a low
average per case, the waiver has discouraged policies
to prevent readmissions or unnecessary inpatient
admissions for one-day stays. Maryland saw the vol-
ume of provision soar at the expense of quality, to a
level where the state had the highest rate of readmis-
sions within 30 days of discharge.5¢

The regulation of inpatient prices has also shift-
ed high-cost cases to outpatient hospitals. In addi-
tion to its four hospitals in the state, Johns Hopkins
has three “surgery centers,” which are not subject to
price caps.%” Although this helps to reduce the costs-
per-case registered at inpatient hospitals and allows
the hospitals to circumvent many of the shortages
associated with price controls, it also frustrates the
coordination of care.

When broader measures of health care costs are
examined, rate setting in Maryland appears to have
frustrated competition to a high degree, but done

very little to check prices or volume. The state’s total
health spending and its rate of increase are both
slightly above average, despite a population that is
slightly healthier than average.®® Hospital costs per
capita have continued to grow faster than those
of neighboring states. Medicare reimbursements
per enrollee in Maryland rose 44 percent to $4,150
between 1996 and 2007, compared with a 23 percent
increase to $3,047 across the rest of the nation.®

The Washington Post recently reported that in
Maryland “hospital expenses have risen so relent-
lessly in recent years that the original price controls
now appear unsustainable.”” To avoid losing its
lucrative Medicare waiver, the state is now exploring
a global budget cap to supplement rate setting and is
lobbying the federal government to make a “techni-
cal adjustment” to its Medicare cost target to bring it
closer within reach.

The Washington Post recently reported
that in Maryland “hospital expenses
have risen so relentlessly in recent
years that the original price controls
now appear unsustainable.”

Medicare Reimbursement. In federal health
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policy, the budgetary concerns that push policymak-
ers toward price controls have been the most pro-
nounced where Congress has been responsible for
financing care, most significantly in Medicare.

In its early years, Medicare spending spiraled
beyond all expectations. It provided benefits to
retirees who had never paid in, reimbursed hospi-
tals their costs plus a supplement, and paid doctors
for any consultations at their “prevailing, customary
and reasonable” fees. Consequently, Medicare’s first
year of operation (1967) cost $4.6 billion, instead of
the projected $238 million, with subsequent spend-
ing doubling every five years.”” By the 1980s, with
Medicare obliged to reimburse providers able to
name (and gradually inflate) their prices, the pro-
gram had become widely recognized as a burden on
the taxpayer and a drain on other budget priorities.

In 1983, Congress established a system of pro-
spective payment for Medicare, providing fixed
reimbursements to hospitals according to the diag-
nosed conditions for which they admitted patients.
This only partly reined in providers. By including
the cost of overheads as a markup in the payment for
each additional unit, Medicare pays substantially
more than the marginal cost for such treatments and
therefore makes overprovision highly profitable.”

Hospitals are no longer directly rewarded for
inflating their costs because the 467 Diagnosis-
Related Groups (DRG) ideally function as fixed
voucher payments for the treatment of specific con-
ditions. Yet prospective payment has enabled them
to draw higher income by reclassifying patients
under more expensive conditions (“upcoding”) or by

discharging patients and readmitting them for post-
acute services (“unbundling”). As the DRG only
approximates costs for a group of procedures, addi-
tional compensation (“outlier payment”) is often
required for the most expensive cases. While pricing
could be refined by adding billing codes, this could
backfire by facilitating upcoding.

This problem is growing worse. The two most
expensive relevant billing codes were featured on 25
percent of doctor visit claims in 2001, but 40 percent
by 2010.7 In 2010, the Government Accountability
Office estimated that Medicare lost $48 billion to
fraud—more than $1,000 per enrollee.”

DRG prices have failed to keep pace with chang-
ing market conditions. The relative prices were
set 30 years ago, and the majority have remained
unchanged year-to-year or increased by a uniform
percentage. Cost-cutting technological improve-
ments have rarely resulted in price cuts, further
inflating spending over time.”

Prices are adjusted by geographic area according to
political pressures, rather than in response to supply
and demand. Living in urban neighborhoods tends to
be more expensive, but rural areas have more difficulty
attracting doctors and must maintain smaller hospitals,
which are more expensive to operate.” Hospitals lobby
tobe classified in higher reimbursement areas, increas-
ing costs by 10 percent.”” Yet patients have no incentive
to seek treatment where costs are lowest.

While Medicare’s prospective payment for hospi-
tals at least intends to pay for outputs,’® its physician
payment rewards the use of inputs by reimbursing
according to physician work time and qualifications,
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multiplied by a fixed assessment of the relative effort
and stress involved in performing particular proce-
dures, as determined by a panel of experts.

In practice, payment rates are slow to adjust to
cost-reducing technological improvements—and
rarely adjusted downwards at all. There is no premi-
um for quality. Physicians receive the same fee if the
patient is unsatisfied, incorrectly diagnosed, or pro-
vided with inappropriate and ineffective treatment.
Medicare pays doctors $99 for a 15-minute consulta-
tion in a hospital, but only $58 for the same consul-
tation in a doctor’s office. It pays $188 for an electro-
cardiogram in a doctor’s office, but $452 for the same
electrocardiogram in a hospital.”

Medicare’s physician payment arrangements
have been characterized as more like “a unilaterally
imposed union contract” than an attempt to remedy
shortages and purchase affordable care.®’ The prof-
itability of medical conditions therefore varies sub-
stantially, which draws physicians into specializa-
tion and away from general hospitals.® This inflates
the wages of physicians, who receive 50 percent
more in the United States than the OECD average,
even though nurses are paid about the same.®?

With fees fixed to encourage greater volume of
costly physician services, Congress enacted the
Medicare Sustainable Growth Rate in 1997 to con-
strain spending. This pledged to increase fees for all,
if aggregate spending per beneficiary was kept low.®?
This mechanism still rewards individual physicians

for overtreating. Nor are threats to cut fees credible.
The fear of physicians dropping out of Medicare is so
politically sensitive that Congress has waived 12 of
the 13 scheduled downward adjustments.?*

The degree of unnecessary expense involved when
the government sets Medicare prices by decree is evi-
dentin the recent introduction of competitive bidding
for durable medical equipment, such as oxygen tanks,
power wheelchairs, and diabetic tests. For many years,
medical providers seeking to offload products at inflat-
ed prices viewed Medicare as a cash cow.®® The 2003
Medicare Modernization Act authorized trials with
competition, but these were delayed by lobbyists for
manufacturers that hoped to maintain regulated pric-
es. When trials were finally permitted in nine metro
areas, competition reduced overall costs by 42 percent,
driving down prices and curbing inappropriate utiliza-
tion with no observed negative health consequences.®

Rather than expand the role of competition to con-
strain Medicare’s runaway spending growth, the ACA
has sought to tighten price controls by establishing
the Independent Payment Advisory Board (IPAB). It
is obliged to recommend spending cuts, which take
effect automatically unless Congress acts within six
months. Yet since IPAB is banned from recommend-
ing structural changes, increases in cost sharing, or
hospital payments, its cuts will likely consist of price
controls that focus primarily on medical products.®”
Among these, the juiciest targets are the priciest,
mostinnovative prescription drugs—because capping

79. Robert Pear, “Medicare Panel Urges Cuts to Hospital Payments for Services Doctors Offer for Less,” The New York Times, June 14, 2003,
fhttp://www.nytimes.com/2013/06/15/health/medicare-panel-urges-cuts-to-hospital-payments-for-services-doctors-offer-for-less.html

(accessed July 26, 2013).

80. Roger G. Noll, “On Regulating Prices for Physicians,” in Frech, Regulating Doctors’ Fees, pp. 381-386.

81. Ginsburg and Grossman, “When the Price Isn't Right.”

82. Paul B. Ginsburg, “High and Rising Healthcare Costs: Demystifying U.S. Health Spending,” Robert Wood Johnson Foundation Research

Synthesis Report No. 16, October 2008.

83. Laura A. Dummit, “"Updating Medicare's Physician Fees: The Sustainable Growth Rate Methodology,” National Health Policy Forum Issue Brief
No. 818, November 10, 2006, http://www.nhpf.org/library/details.cfm/2536 (accessed July 26, 2013).

84. Daniel P. Kessler, “Real Medicare Reform,” National Affairs, Fall 2012, http://www.nationalaffairs.com/publications/detail /real-medicare-

85.

86.

87.

reform (accessed July 26, 2013).

Barbara Cooper and Bruce Vladeck, “Bringing Competitive Pricing to Medicare,” Health Affairs, Vol. 19, No. 5 (September 2000), pp. 49-56, and
Robert E. Moffit, “Medicare: Congress Is Poised to Block Competitive Bidding for Medical Supplies,” Heritage Foundation WebMemo No. 1959, June
18, 2008, http://www.heritage.org/research/reports/2008/06/medicare-congress-is-poised-to-block-competitive-bidding-for-medical-supplies.
Robert Pear, “In a Shift, Medicare Pushes Bids,” The New York Times, April 18, 2012, http://www.nytimes.com/2012/04/19/health/policy/
medicare-to-expand-competitive-bidding.html (accessed July 26, 2013).

Robert E. Moffit, “Obamacare and the Independent Payment Advisory Board: Falling Short of Real Medicare Reform,” Heritage Foundation

WebMemo No. 3102, http://www.heritage.org/research/reports/2011/01/obamacare-and-the-independent-payment-advisory-board-falling-
short-of-real-medicare-reform.

13



BACKGROUNDER | NO. 2834
AUGUST 9, 2013

reimbursements for these few expensive products
offers the prospect of greater savings than trimming
the prices of many cheap ones.®®

Prescription Drugs. In recent years, drug devel-
opment has generated most of the greatest advances
in medicine. It has been suggested that pharmaceuti-
cal innovation accounts for the entirety of increases
in U.S. life expectancy during the 1970s and 1980s.%
Those being treated with newer drugs have better
post-treatment health than people using older drugs
for the same condition, while cancers for which the
stock of drugs increased most rapidly saw the great-
est increase in survival rates.”®

On average, researching and
developing a new biopharmaceutical
molecule costs $1.3 billion.

Drug innovation is particularly vulnerable to
regulatory predation. On average, researching and
developing a new biopharmaceutical molecule costs
$1.3 billion.”* Yet once developed, it can often be rep-
licated for afew cents per dose. Nor are drugresearch
and development (R&D) investments reliably prof-
itable. Only the top 30 percent of drugs generate
enough revenue to cover the average R&D costs.”?

Unless firms are allowed to reap a substantial share
of the value that their most successful innovations
generate, they have little incentive to make the colos-
sal up-front investments necessary to produce new
drugs. Patents are therefore needed to secure the
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While Americahasshouldered adisproportionate
share of R&D financing, attempts by other nations
to free-ride are not pain free. The effective patent
life in the U.S. is 2.5 years longer than in France or
Germany.”® The launch of new drugs is often delayed
in price-controlled countries, and Americans ben-
efit from better and more effective drugs.”®

Where price regulation does not serve to under-
mine patents, it appears only to inflate costs. As a
result, generic drugs cost 133 percent of U.S. prices
in Canada, 108 percent in France, and 151 percent
in Germany. Countries with highly regulated prices
also tend to use generics less, with 74 percent of off-
patent drugs available as generics in the United States,
compared with 44 percent in France.”® By incentiv-
izing the use of generics over more expensive branded
drugs, the Medicare Part D program has further dem-
onstrated the capacity of competitive pricing to drive
down projected costs over time.'”!

The U.S. government has recently required drug
makers to provide drugs to Medicare and Medicaid
at substantial discounts to the average manufactur-
er price.’ As the ACA increasingly shifts responsi-
bility for financing American health care to the pub-
lic-sector balance sheet, such practices will likely
become more prevalent.

Although price controls can trim budgetary
expenses in the short run by undermining patents,
patents cover drugs for only a temporary period, so
the only lasting effect is to undermine future drug
development. Indeed, since drugs are much cheap-
er to provide than inpatient hospital care, facilitat-
ing drug innovation that provides effective substi-
tutes may even save taxpayers money in the long
run.'%?

The Burden of Price Controls

To some, price regulation appears to offer the
prospect of a free lunch by checking the monopolis-
tic power of health care providers. To others, it pro-
vides a convenient way to lower the forecasted bud-
getary cost of entitlement spending. A third motive
seems to be a desire to redistribute resources to
patients deemed more needy.

Yet a close investigation of the cases in which
price regulation is claimed to be most successful
demonstrates that replacing price signals with poli-
tics yields a predictable pattern of systematic short-
ages, deteriorating quality, and inflated costs.

» InJapan, the regulation of hospital and physician fees
has created a severe shortage of doctors, a surplus of
small inefficient hospitals, and great difficulties in
the provision of emergency and surgical treatment.

» In the Netherlands, centrally negotiated prices
yielded a paucity of high-technology services and
long waitinglists for treatment, while deregulation
has reduced costs and improved quality of care.

» Maryland’s rate-setting system has effectively
functioned as a cartel agreement, secured by a
substantial federal subsidy, rather than serving
to cut costs.

» Medicare’s prospective pricing has incurred vast
expense by establishing systematic incentives to
employ resources inefficiently.

Y

In many countries, fixed prices for prescription
drugs have undermined the patents necessary for
research and development while inhibiting the
adoption of cheaper generics.
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Instead of promoting genuine competition, regu-
lated pricing only enhances the monopoly power of
producers and obscures the factors inflating costs
that are in true need of reform. Rather than reserv-
ing care for the needy, the resulting artificial scar-
city tends to make health care more of an exclusive
privilege than ever before.
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