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Previous chapters have revealed the scope of government involvement in health care delivery. We have seen that (1) government spending accounts for a substantial portion of all health care spending, (2) governments are deeply involved in producing as well as financing health care services, and (3) governments regulate the health care industries. In all advanced countries governments are at the center of most contemporary health care policy issues. In the United States, initiatives to control costs and increase access to care under the ACA have dominated the policy debate since the Act’s passage in 2010.  
<para><link olinkend="ch20" preference="0">The current chapter provides a framework for assessing the role of governments in health care markets. We begin with the conventional approach favored by economists, which emphasizes market failure as the rationale for government intervention. We follow with a historical review, including examples of federal, state, and local involvement in the health economy.  </para></section> We then focus on regulation of the hospital sector, one of the major cost drivers in all advanced economies. Finally, so that we can evaluate government programs with a more critical eye, we finish with a discussion on government failure to identify impediments in developing effective programs.  Chapter <xref olinkend="ch20" label="20"><inst> <link olinkend="ch21" preference="0"><xref olinkend="ch21" label="21"><inst>20</inst></xref></link> will provide detailed coverage of the main social insurance programs in the United States. <link olinkend="ch22" preference="0">Chapter <xref olinkend="ch22" label="22"><inst>21</inst></xref></link> will examine health care systems in other countries, while <link olinkend="ch23" preference="0">Chapter <xref olinkend="ch23" label="23"><inst>22</inst></xref></link> will focus on the ACA and other recent reform efforts in the United States.
<section id="ch19lev1bm" role="bm"><title id="ch19lev1bm.title"/><section id="ch19lev1sec1"><title id="ch19lev1sec1.title">Economic Rationale for Government Intervention</title>
<para>As we have seen, efficiency is one common standard for evaluating the desirability of economic allocations. Inefficient allocations are associated with various distortions that lead to market failure. The previous chapter introduced the distortion resulting from beneficial externalities as one justification for social programs in health care.  We have also described licensure of physicians in Chapter 16 as response to information failure.  Here we review the major contributors to market failure.</para>
<section id="ch19lev2sec1"><title id="ch19lev2sec1.title">Monopoly Power</title>
<para>Monopoly power provides the classic example of market failure. A profit-maximizing monopo-list produces to the level at which marginal revenue equals marginal cost. Because the marginal revenue lies below the demand curve, the monopolist will reduce production below competitive levels, and the price charged by the monopolist will exceed the marginal cost of production. The reduced production and the price-marginal cost gap together create the welfare loss.</para>
<para><link linkend="fg19_00100" preference="1" type="forward">Figure <xref linkend="fg19_00100" label="19-1"><inst>19-1</inst></xref></link> summarizes these standard results. With a perfectly elastic competitive supply in the long run, which also represents the industry’s average costs (<emphasis>AC</emphasis>) and marginal costs (<emphasis>MC</emphasis>), the competitive price and quantity are <emphasis>P<subscript><inst></inst>C<inst></inst></subscript></emphasis> and <emphasis>Q<subscript><inst></inst>C<inst></inst></subscript>.</emphasis> If this industry is monopolized and no changes occur in demand or costs, the profit-maximizing output is given by <emphasis>Q<subscript><inst></inst>M<inst></inst></subscript>,</emphasis> where <emphasis>MR</emphasis>  <emphasis>MC.</emphasis> The higher monopoly price is <emphasis>P<subscript><inst></inst>M<inst></inst></subscript>,</emphasis> and triangle <emphasis>ABC</emphasis> represents the welfare loss<emphasis>.</emphasis></para>
<para>However, monopoly power need not be associated solely with pure monopoly. The monopoly model is applied commonly to markets in which one or a small number of sellers are dominant. Several health care markets seem to hold a potential for the exercise of monopoly power. Examples include hospital services in markets with few hospitals, pharmaceutical products protected by patents, and some health insurance markets, often dominated by Blue Cross and Blue Shield associations.</para>
<para>The potential for monopoly power exists even in markets characterized by a large number of sellers, as in the markets for doctor and dental services. Licensure laws and other forms of regulation restrict entry into some professions. Furthermore, professional associations may be able to reduce price competition by setting minimum fee schedules or by inhibiting the flow of information to buyers.</para>
<para>Several issues arise regarding monopoly power. First, some barriers to entry result from government intervention itself. These include licensure and patent laws. Licensure intends to ensure minimal standards of quality; patent laws seek to promote innovative activity.</para>
<para>Second, monopoly power may be inevitable in some situations and does not necessarily lead to economic profits. In a small market, for example, demand may be sufficient for only one hospital to survive while it just covers costs. If enforcing competition diminishes demand, even the one existing hospital might not be able to survive unless it either receives subsidies or donations, or cuts its costs.</para>
<para>Third, the proposed cure to monopoly inefficiencies may be worse than the problems posed by the existence and exercise of monopoly power. Some have argued that direct intervention through public provision or price controls could worsen the situation because of government failure. These critics suggest that countervailing forces and other constraints on the full exercise of monopoly power will tend to arise in private markets, especially where antitrust laws are enforced vigorously.</para>
<para>In the simplest case and in the absence of government failure, price controls can theoretically reduce the welfare loss caused by monopoly. In <link linkend="fg19_00100" preference="0" type="backward">Figure <xref linkend="fg19_00100" label="19-1"><inst>19-1</inst></xref></link>, suppose a price ceiling of <emphasis>P<subscript><inst></inst>R<inst></inst></subscript></emphasis> is established. The monopolist’s marginal revenue is constant, equal to the price, <emphasis>P<subscript><inst></inst>R<inst></inst></subscript>,</emphasis> up to an output of <emphasis>Q<subscript><inst></inst>R<inst></inst></subscript>.</emphasis> Because marginal revenue exceeds marginal cost up until output <emphasis>Q<subscript><inst></inst>R<inst></inst></subscript>,</emphasis> the monopolist will produce at least to <emphasis>Q<subscript><inst></inst>R<inst></inst></subscript>.</emphasis> Beyond <emphasis>Q<subscript><inst></inst>R<inst></inst></subscript>,</emphasis> the marginal revenue comes from the usual <emphasis>MR</emphasis> curve because the monopolist would have to lower prices to attract more buyers. Marginal revenue then will be below marginal cost and eventually will become negative. The profit-maximizing output is <emphasis>Q<subscript><inst></inst>R<inst></inst></subscript>,</emphasis> and the welfare loss now falls from area <emphasis>ABC</emphasis> to area <emphasis>AEF.</emphasis> While it appears in this case that price regulation can be an effective instrument in reducing prices, monopoly profits, and welfare losses, consider that a typical hospital or physician provider may produce many different services. Consider also that demand and technology change constantly and that it may be difficult to monitor quality. As we will discuss later, price regulation under such circumstances becomes far more difficult.</para></section>
<section id="ch19lev2sec2"><title id="ch19lev2sec2.title">Public Goods</title>
<para>A public good should not be confused with the public provision of a good. The postal service and local garbage collection are examples of public provision of private goods. Government may provide such goods because of natural monopoly, or a desire to subsidize certain users (e.g., rural postal customers who might not otherwise be served by a profit-maximizing postal service). In contrast, a pure public good is one for which consumption is nonrival (i.e., consumption by one individual does not reduce someone else’s consumption) and nonexcludable (i.e., a consumer cannot be excluded from consuming the good either by having to pay or through some other mechanism). Economists often use national defense as an example of a pure public good. Other examples of goods having some degree of “publicness” include highways, bridges, and parks.</para>
<para>Market failure arises because an inefficiently small quantity of pure public goods will typically be provided without government intervention. <link linkend="fg19_00200" preference="1" type="forward">Figure <xref linkend="fg19_00200" label="19-2"><inst>19-2</inst></xref></link> develops this proposition. Begin with a simple case involving two persons whose demands and marginal benefits for a public good are represented by <emphasis>D<subscript><inst></inst>A<inst></inst></subscript></emphasis> and <emphasis>D<subscript><inst></inst>B<inst></inst></subscript>.</emphasis> Because a public good is nonrival and nonexcludable, each person must consume the identical quantity that is made available. Thus, the marginal social benefits (<emphasis>MSB</emphasis>) are the sum of the two individuals’ marginal private benefits. Since, unlike private goods, each will get the same amount of the public good, the combined willingness of the two consumers to pay for the public good, the <emphasis>MSB,</emphasis> is the vertical summation of <emphasis>D<subscript><inst></inst>A<inst></inst></subscript></emphasis> and <emphasis>D<subscript><inst></inst>B<inst></inst></subscript>.</emphasis></para>
<para>Assuming constant costs, the efficient quantity is <emphasis>Q<subscript><inst></inst>E<inst></inst></subscript>,</emphasis> where <emphasis>MSB</emphasis> equal the marginal costs of production, <emphasis>MC.</emphasis> Will the efficient quantity become available without government intervention? Knowing that their contributions are important, the two consumers may decide to cooperate by making voluntary contributions to fund at least some of the good. In fact, if each contributes according to his or her marginal private benefit at <emphasis>Q<subscript><inst></inst>E<inst></inst></subscript></emphasis> by paying <emphasis>P<subscript><inst></inst>A<inst></inst></subscript></emphasis> and <emphasis>P<subscript><inst></inst>B<inst></inst></subscript>,</emphasis> respectively for every unit, enough money will be collected to cover the cost of providing the optimal quantity <emphasis>Q<subscript><inst></inst>E<inst></inst></subscript>.</emphasis> It is not certain, however, whether this solution will be reached.</para>
<para>More realistically, public goods usually involve a large number of individuals. In principle, determining the optimal quantity, using a vertically summed marginal social benefit curve, follows the two-person example. The major difference is that these people are unlikely to cooperate to fund efficient amounts of the public good through voluntary contributions. Instead, more are likely to become free riders (i.e., make no contributions) because they cannot be excluded from consuming the good and because any voluntary contribution one makes to the provision of the good will have a negligible impact on the good’s availability. The predicted undersupply of public goods in private markets has led many to conclude that governments should be responsible for making them available.</para>
<para>Are health care services public goods? Health services provided to one person are not consumed by others at the same time. Also, those who do not pay can be excluded from receiving care. Therefore, health care services are private goods even though they may involve public provision (e.g., through the Department of Veterans Affairs) or public financing (e.g., through Medicare and Medicaid). Thus, the public goods rationale for government provision of health care is not immediately apparent.</para>
<para>Despite this caveat, economic theories of public goods are highly relevant to certain health care issues. Consider the following cases:</para>
<section id="ch19lev3sec1"><title id="ch19lev3sec1.title">Information</title><para><inst>  </inst>Information is an economic good with a large public goods content. Especially with digitized material such as entertainment, music, newspapers, and the results of medical research, one consumer’s obtaining the information does not reduce the information available to another. Although those who do not pay often can be excluded from receiving information, e.g., through copyright and patent protection, the marginal cost of providing information to another individual is relatively small. Because of this, one can argue that information will be underproduced in private markets and that government intervention is needed to increase its availability.</para>
<para>The government may take on two distinct roles. The first is to help disseminate existing knowledge to the public, either through direct provision or through subsidizing private sector activities. Second, governments may expand the stock of knowledge by taking an active role in scientific research, again by direct provision or through subsidizing private sector research. The federal government has pursued both strategies.</para></section>
<section id="ch19lev3sec2"><title id="ch19lev3sec2.title">Redistribution</title><para><inst>  </inst>Voluntary giving also has a public goods dimension. Donations help raise lower-income persons’ standards of consumption, including their consumption of health care. By letting others donate and knowing that one’s contribution will have little impact on total contributions, individuals often choose not to pay, becoming free riders. To help offset this effect, we may need mandatory programs to correct the undersupply of voluntary giving.</para>
<para>However, considerable disagreement can arise over the form of the redistribution. Should redistribution occur through cash transfers to let recipients spend their additional incomes as they see fit? Or should some programs take the form of in-kind transfers (e.g., Medicaid) where recipients must use the transfers to purchase health care services? The many issues relating to equity and mechanisms for redistributing income are discussed in <link olinkend="ch18" preference="0">Chapter <xref olinkend="ch18" label="18"><inst>18</inst></xref></link> (“Equity, Efficiency, and Need”) and Chapter 20 (“Social Insurance”).</para></section></section>
<section id="ch19lev2sec3"><title id="ch19lev2sec3.title">Externalities</title>
<para>In contrast to pure or nearly pure public goods, externalities refer to those goods that have third-party effects. Recall that externalities arise when a third party is affected by another party’s consumption or production of a good. If a neighbor’s loud music or smoke from burning leaves bothers you, it constitutes a negative externality.</para>
<para>Moreover, to be considered an externality, the effects must be transmitted outside the price system. An increase in demand for lower-cholesterol meats that raises their prices, adversely affecting consumers of these products, is not an externality. The higher prices ration the supply of low-cholesterol products to those who value them the most. </para>
<para>The major problem is that the prices of the goods and services may not fully reflect many negative or positive externalities. Thus, even when competitive forces drive prices to the marginal private cost of production, social efficiency requires that marginal social benefits equal the marginal social costs. Marginal social benefits sum the marginal private benefits and any marginal external benefits that might exist, while marginal social costs similarly sum the marginal private costs and any marginal external costs.</para>
<para>When a negative externality, such as pollution, creates a marginal external cost, a competitive market tends to overproduce the polluting good relative to the socially efficient quantity.  Consider the case of junk food. If consumers do not bear the full cost of consuming it because the additional cost of treating the adverse health effects are passed on to others, the market price of junk food will not reflect the external cost and consumption of junk food will be too great.  Conversely, competitive markets tend to undersupply goods that create beneficial (positive) externalities. Marginal social benefits exceed the price at the competitive output. Positive externalities can be important in health care, as when a charitably minded person derives satisfaction from knowing that the sick, poor, or uninsured consume more health care. More tangible externalities occur when others are inoculated against communicable diseases.</para>
<para>We should not confuse positive externalities with health benefits that are largely private. Subsidies that lead to improved health are often supported on the grounds that recipients will benefit society by being more productive. However, the gains from an individual’s increased productivity are largely private (the individual earns higher wages and/or the employing producer earns more money, both market outcomes). Thus, the effects of the consumption of health care on productivity are not externalities.</para></section>
<section id="ch19lev2sec4"><title id="ch19lev2sec4.title">Other Rationales for Government Intervention</title>
<para>Several other arguments favor government intervention. An important responsibility of the federal government is to stabilize the economy through macroeconomic policies. Although macroeconomics does not usually focus on specific sectors of the economy, changes in monetary, fiscal, and debt policy can have major effects on federal and state health care programs, as well as on private health care spending through changes in taxes and interest rates.</para>
<para>Another distinct category involves government’s role in promoting the consumption of merit goods. Merit goods are commodities thought to be good for someone regardless of the person’s own preferences. Supporters of the arts, compulsory education, and mandated consumption of other goods argue that individuals do not always know what is in their best interests. Undoubtedly public policy with respect to public health interventions, such as vehicle seat belts and alcohol, tobacco, and drug use, has reflected the merit goods idea.</para>
<para>A final role for government involves incomplete markets which occur when private markets fail to meet an existing demand. Certain insurance markets, such as those for patients with cancer, HIV/AIDS, or other pre-existing conditions who seek new insurance, may represent incomplete markets in the sense that patients may be unable to buy insurance at any price. Government may fill these gaps by providing insurance or requiring insurers to do so.</para>
We must<para>We mustW determine, however, whether some of these markets are truly incomplete. Is there sufficient demand by those willing to pay actuarially fair rates so that a market would emerge? Because premiums would, on average, match insurance payments, they would be very high; this happened in the early years of the AIDS epidemic of the 1980s. Are such patients seeking subsidies by having legislation guaranteeing access to insurance at lower than actuarially fair rates?</para></section></section>
<section id="ch19lev1sec2"><title id="ch19lev1sec2.title">Forms of Government Intervention</title>
<para>Governments can adopt a variety of policies and instruments to influence the allocation of resources or the distribution of income. The principal categories relevant to health care are selective commodity taxes and subsidies, public provision of health care, transfer programs, and regulation.</para>
<section id="ch19lev2sec5"><title id="ch19lev2sec5.title">Commodity Taxes and Subsidies</title>
<para>We already have established that a competitive market is inefficient when beneficial (positive) externalities result from the consumption of a commodity. Using inoculations against infectious disease as an example, we extend our previous work to show how taxes and subsidies can, in principle, correct for the externality.</para>
<para>Let demand, <emphasis>D,</emphasis> and supply, <emphasis>S,</emphasis> in <link linkend="fg19_00300" preference="1" type="forward">Figure <xref linkend="fg19_00300" label="19-3"><inst>19-3</inst></xref></link> reflect the marginal private benefits (<emphasis>MPB</emphasis>) and marginal private costs (<emphasis>MPC</emphasis>) of inoculations. <emphasis>MPB</emphasis> equals <emphasis>MPC</emphasis> at the equilibrium quantity, <emphasis>Q</emphasis><subscript><inst></inst>1<inst></inst></subscript>. However, the competitive allocation is inefficient when those inoculated confer a marginal external benefit (<emphasis>MEB</emphasis>) on others. Too little is produced at <emphasis>Q</emphasis><subscript><inst></inst>1<inst></inst></subscript> because marginal social benefit, the vertical sum of the <emphasis>MPB</emphasis> and <emphasis>MEB,</emphasis> exceeds marginal social costs (here equal to <emphasis>MPC</emphasis> because there are no external costs). Pareto efficiency and the elimination of the welfare loss shown by triangle <emphasis>ABC</emphasis> require output <emphasis>Q</emphasis><subscript><inst></inst>2<inst></inst></subscript> where <emphasis>MSB</emphasis> equals <emphasis>MPC.</emphasis></para>
<para>The imposition of a commodity tax or subsidy provides a method of correcting for the externality. Assume for simplicity that the marginal external benefit is constant at $5 per inoculation. To correct for the externality, Congress can provide producers with a subsidy of $5. The supply curve facing consumers will shift down by the amount of the subsidy to <emphasis>S</emphasis><superscript><inst></inst>*<inst></inst></superscript> because producers will need to receive $5 less than before from consumers to produce the quantities shown along the original supply, <emphasis>S.</emphasis><footnoteref preference="1" label="1" role="generated" linkend="ch19fn01"/>
 With the new supply, the equilibrium price paid by patients decreases to <emphasis>P</emphasis><subscript><inst></inst>2<inst></inst></subscript>, and the equilibrium quantity rises to the optimum <emphasis>Q</emphasis><subscript><inst></inst>2<inst></inst></subscript>. Governments pay 

producers $5<emphasis>Q</emphasis><subscript><inst></inst>2<inst></inst></subscript>, or rectangle <emphasis>P</emphasis><subscript><inst></inst>1<inst></inst></subscript><emphasis>BDP</emphasis><subscript><inst></inst>2<inst></inst></subscript>.</para>
<para>This simple example illustrates several important features of a commodity subsidy. First, the price paid by consumers will fall by the full amount of the subsidy only when the supply is perfectly elastic, as in <link linkend="fg19_00300" preference="0" type="backward">Figure <xref linkend="fg19_00300" label="19-3"><inst>19-3</inst></xref></link>, or when the demand is perfectly inelastic. In other cases, as with a positively sloped supply, the price paid by consumers will not fall by $5. Including the subsidy, producers will receive a higher price than before. Both consumers and producers share the benefits of the subsidy even though the government pays it to producers.</para>
<para>As the elasticity of demand increases, or elasticity of supply decreases, the equilibrium price falls by smaller amounts, and the equilibrium quantity increases by larger amounts. In the long run, the competitive market supply will be highly elastic (perfectly elastic in a constant-cost industry). Thus, the benefits of a subsidy will accrue mainly to consumers in competitive markets.</para>
<para>Second, to achieve efficiency, decision makers need accurate estimates of both the monetary value of the externality and elasticities of demand and supply. The costs of administering taxes and the difficulties of accurate estimation are strong arguments against the use of a corrective subsidy unless the positive externality is substantial.</para>
<para>Finally, we note that in theory policy makers can achieve the results described in <link linkend="fg19_00300" preference="0" type="backward">Figure <xref linkend="fg19_00300" label="19-3"><inst>19-3</inst></xref></link> by taxing those who are not inoculated rather than subsidizing those who are (see Exercise 4). By imposing a cost on those who refuse inoculations, the opportunity cost of an inoculation is its price minus the tax. The lower effective price increases quantity. The administrative complexity of monitoring whether people are inoculated argues against this approach.</para>
<para>When consumption of a good, such as smoking, leads to harmful (negative) externalities, the marginal external cost must be added to the marginal private cost to determine the efficient solution. The competitive output will be greater than the optimum. To reduce consumption, price must be raised. A price increase can be achieved either through a corrective tax to shift the supply curve up (<link preference="0" linkend="ch19sb01">Box <xref label="19-1" linkend="ch19sb01">19-1</xref></link>) or through a subsidy to nonsmokers that raises the effective price of smoking.<link linkend="ch19sb01" preference="1" type="forward"/></para></section>
<section id="ch19lev2sec6"><title id="ch19lev2sec6.title">Public Provision</title>
<para>Roads, education, water, and police and fire protection are just a few examples of the many goods and services provided by governments. Most of these goods are not pure public goods. Although national defense often serves as an example of a good that is both nonrival (my use does not prevent your use) and nonexcludable (I cannot keep you from enjoying the good even if you don’t pay for it) we cannot say the same about water, education, and most health care services. Inoculations are rival and excludable even though they may generate substantial positive externalities.</para>
<para>Public provision of health care is a complex process requiring a decision for each of the three basic economic questions (what? how? and for whom?) faced by every society. The “what” question relates to the types of health care to be provided (e.g., limited services, such as inocu-lations or comprehensive health care) as well as their quantity and quality. Whether governments themselves produce the services and how they do it, or whether they contract with the private sector, is a part of the “how” question. The “who” question deals with the financing and distri-bution of the services. Will the program be created as a universal entitlement, as an entitlement for some groups, or as one with other eligibility requirements? Furthermore, should the program be “free” at the point of service and funded mainly by tax revenues, or should the beneficiaries be charged user fees? The funding mechanism could have large impacts on the resources allocated to health and on the possible redistributions as from rich to poor and young to old.</para></section>
<sidebar id="ch19sb01" label="19-1" float="1" type="bx1"><inst>Box 19-1</inst>
<title id="ch19sb01.title">Is There a Case for a Sugar-Sweetened Soda or “Junk Food” Tax?</title>
<para><link olinkend="ch07" preference="0">Chapter <xref olinkend="ch07" label="7"><inst>7</inst></xref></link> described some of the health care consequences of obesity. To the extent that individual insurance premiums do not fully reflect the additional costs of treating obesity-related diseases, and recognizing the burden that obesity places on publicly funded programs, the obese population unquestionably imposes negative externalities on others. For obvious reasons, legislating a corrective tax on individuals considered obese, i.e., Body Mass Index (BMI) > 30, is not generally practical or realistic.  Nevertheless, a growing number of employers have adopted wellness programs that penalize employees who fail to take steps to manage their weight, or reward those that do so. For example, in 2008, Alabama required its state workers to undergo free screenings. Those who refused the screenings or who refused to take action for problems such as high blood pressure, high cholesterol, or obesity faced higher insurance premiums beginning in 2011.  According the the Kaiser Family Foundation, about 50 percent of all firms, and 80 percent of those with 200 or more employees, offering health benefits in 2015 had wellness programs (Pollitz and Rae, 2016). </para>
<para>In addition to wellness programs, health care experts have directed considerable attention to “junk food.” Junk food is generally associated with calorie-dense food that has high levels of sugar, glycemic starch, and saturated fat. The experts often associate such products with obesity, especially childhood obesity (e.g., Harris et al., 2009), but we caution that a causal relationship between junk food and obesity is more difficult to establish (Collins and Baker, 2009).
Although economists have examined the possibility that excess caloric consumption at restaurants is offset by reduced caloric intake at other times (Anderson and Matsa, 2011), their research has focused on demand elasticities for various junk foods and the effects of taxes on consumption. <para>Powell and Chaloupka (2009) review the literature on food price policy and taxes in the United States. Food is subsidized for those who qualify for SNAP (formerly known as the Food Stamp Program) and several other programs such as the National School Lunch and Breakfast Program. For the most part, there are no restrictions on the types of food that are allowed under these programs. As for taxes, many states impose sales taxes on at least one category from among soft drinks, candy, and snacks (Kim and Kawachi, 2006). However, with relatively price-inelastic demands for these products, even tax rates as high as 20 percent would have little impact on annual consumption.</para>
<para>From a review of nine scholarly articles that met certain selection criteria, Powell and Chaloupka reach a sobering conclusion regarding the effects of food and restaurant prices on BMI and weight. The relatively small taxes on junk food which we have experienced have not produced significant changes in weight outcomes. More substantial price increases might lead to some measurable effects, especially for children and adolescents.</para>

In the United States, numerous jurisdictions have attempted to levy additional sales taxes or impose other restrictions on junk food in the United States with the most visible effort led by former New York City mayor, Michael Bloomberg. In 2012, the city approved a regulation baring restaurants and many other types of businesses from selling sugar-sweetened drinks in cups larger than 16 ounces.  Although the New York Supreme Court subsequently ruled against the ban, in 2015 Berkeley, California became the first city to impose a tax on sugar-sweetened sodas at the rate of $0.01 per ounce. The impact of the tax will depend on the extent to which it is shifted to consumers and the demand elasticity for such beverages.

On a national scale, Mexico introduced a one peso per liter tax, or roughly 9 percent of average retail price, on sugar-sweetened beverages in January 2014.  Grogger’s (2015) preliminary work shows that prices of regular sodas increased by 12-14 percent relative to other beverages right after the tax.  With a unitary price elasticity of demand in Mexico (Colchero, et al., 2015), it appears that consumption of sugar-sweetened beverages there has been significantly reduced through tax policy.
Other countries have adopted even more aggressive legislation. In 2011, Denmark introduced a tax of about $1.30 per pound of saturated fat in a product.  After strong consumer resistance, including significnt numbers who traveled to neigboring countries to purchase dairy products, the Danish government repealed the tax in 2012.  Hungary pursued a far more ambitious strategy.  To help deal with a life expectancy that is about five years below the European Union’s 77-year average, in 2011, Hungary imposed a substantial tax on foods with high contents of fat, sugar, and salt. <para> The New York Times reported that many Hungarians see the tax largely as a revenue-raising measure and that food manufacturers are in a constant cat and mouse game with the government as they try to reformulate products in ways to escape the tax.
While junk food taxes may raise significant revenues, analysts have found little evidence that they make any meaningful dent in obesity levels.<footnoteref preference="1" label="2" role="generated" linkend="ch19fn02"/> As a result, there is interest in other interventions to replace or supplement tax policy. These include “traffic-light” systems that rely on food labeling with visual cues on nutritional content. The United Kingdom adopted a voluntary red-amber-green color program to reflect the nutrient levels of fat, sugar, saturates, and salt in processed foods. Using a choice experiment survey to gather data on willingness-to-pay for reductions in these nutrients, Balcombe et al. (2010) found traffic-light labeling to be promising. Econometric analysis of the survey data indicated a high willingness-to-pay for a shift from red to green for all four nutrients with much lower willingness-to-pay for shifts from amber to green, i.e., consumers are especially concerned about high levels of these nutrients. 

Regulation and taxes on junk food have, not surprisingly, encountered industry opposition and legal action.  But, at least in the United States, there is also substantial public opposition to taxation of sugar-sweetened beverages and candy (Min 2013) or placing restrictions on portion sizes served in restaurants.  Many consider these actions as too “paternalistic” and infringing on the freedom of choice for both producers and consumers.  Mississippi, considered the most obese state in the nation (as measured by BMI), went even further in 2013 when its governor approved an “anti-Bloomberg” bill that would prohibit its “cities and counties from implementing bans on oversized food or beverage portions or mandating restaurants list calorie counts.”
Sources: Suzanne Daly, “Hungary Tries a Dash of Taxes to Promote Healthier Eating Habit,” New York Times, March 2, 2013:  www.nytimes.com/2013/03/03/world/europe/hungary-experience: Accessed March 9, 2014, and Helena B. Evich, “Mexico Soda Tax to Re-ignite U.S. Debate,” Politico Pro, January 14, 2014: plitico.com/story/2014/01/mexico-soda-tax: Accessed March 9, 2014;  ICTMN Staff, “Law Bans Restricting Portion Size in Mississippi, Nation's Fattest State,” Huffington Post, March 19, 2013: Accessed February 9, 2016. </para></sidebar>
<section id="ch19lev2sec7"><title id="ch19lev2sec7.title">Transfer Programs</title>
<para>Cash transfer programs usually are intended to meet society’s equity concerns by redistributing income, with recipients free to spend their incomes in any way they want. Social Security for the elderly and some disabled is the principal example, but income supports also are provided for the poor. Cash transfers to the poor include Temporary Assistance to Needy Families (TANF), funded by the federal government and administered by the states.</para>
<para>In-kind transfers (benefits other than cash) also redistribute income, but their main purpose is to increase a recipient’s consumption of specific goods or services. Important in-kind transfers include Medicare for the elderly, food through the SNAP program, housing, and Medicaid for those who pass means tests. Medicare and Medicaid are described in detail in <link olinkend="ch21" preference="0">Chapter <xref olinkend="ch21" label="21"><inst>21</inst></xref></link>.</para></section>

<section id="ch19lev2sec8"><title id="ch19lev2sec8.title">Regulation</title>
<para>Governments influence the allocation of resources by establishing rules and regulations. In the extreme, governments can prohibit certain goods or activities entirely, such as the production and consumption of illicit drugs. More commonly, governments regulate the form or terms under which goods are produced or consumed. Regulation may appeal to legislators because it appears to tackle problems without incurring substantial government spending in the process. For example, regulating managed care to prevent “drive-through” deliveries appears to respond to a public concern at little direct cost to government. However, as described in <link olinkend="ch12" preference="0">Chapter <xref olinkend="ch12" label="12"><inst>12</inst></xref></link>, the legislation imposes significant costs on others.</para>
<para>Regulation in health care markets can take many forms: licensure laws; mandates; and regulation of price, quality, and quantity of services. The following overview of the scope of government involvement in the health care sector contains several examples of regulation. <link olinkend="ch20" preference="0">  With hospitals as a focal point for regulatory measures, it will be followed by sections describing various forms of hospital regulation, especially the Prospective Payment System (PPS).  We will finish with a discussion of models of government failure in regulating.</para></section></section>

<section id="ch19lev1sec3"><title id="ch19lev1sec3.title">Government Involvement In Health Care Markets</title>
<para>Government intervention in the health comes mainly through three activities: provision of goods and services, redistribution, and regulation. Through public or VA hospitals, and other programs, they provide substantial amounts of health care, though this activity is overshadowed by social insurance programs for the elderly and many poor. The provision of health care and of health insurance is also the major means used to redistribute income to lower-income groups from higher-income groups.</para>
<para>Less obvious to many is government’s role as a regulator. At the federal level, the Securities and Exchange Commission (SEC), the Environmental Protection Agency (EPA), and the Occupational Safety and Health Administration (OSHA) are regulatory agencies that affect nearly every business and working individual. In addition, states and localities impose various requirements such as those governing building and safety codes.<link linkend="ch19sb02" preference="1" type="forward"/></para>
<para>However, when economists and others speak of regulating or deregulating the health care industries, they are not referring to the kinds of social and commercial controls cited earlier but rather to regulations such as HIPAA (<link preference="0" linkend="ch19sb02">Box <xref label="19-2" linkend="ch19sb02">19-2</xref></link>) targeted specifically at the health care industries. Government involvement in the health economy takes on many forms, some of which are developed elsewhere in this text. Here we provide examples to highlight the variety and scope of government intervention in health care markets.</para>
<sidebar id="ch19sb02" label="19-1" float="1" type="bx1"><inst>Box 19-2</inst>
<title id="ch19sb02.title">What Is HIPAA?</title>
<para>The Health Insurance Portability and Accountability Act (HIPAA), that passed in 1996 and required compliance by October 2003, is one of the most far-reaching health care regulatory measures ever approved. A principal goal of HIPAA is to protect workers for loss of coverage when they change jobs, especially to reduce “job lock” for those with pre-existing conditions. It also prohibits discrimination by insurers based on health status. Among other goals, including standards for electronic data interchange, the Act also was intended to guarantee the security and privacy of patient health data. Patients now “own their records” and must be able to access their records and know how their personal information will be used. Changes in 2009 introduced guidelines on how to protect health information appropriately. In 2013, new requirements dealing with privacy, security, and breach notification were introduced.  Rules and guidance on securing protected health information through encryption were among the most important changes.</para>
<para>HIPAA requirements are complex, and the penalties for failure to comply are stiff. As a result of the complexities, a cottage industry consisting of legal experts, information specialists, and consultants has emerged to help physicians, hospitals, insurers, and other providers to achieve and maintain HIPAA compliance. The economic effects of HIPAA requirements on costs and other consequences, including restrictions on the ability of researchers to access health care data, have not yet been fully evaluated.</para></sidebar>
<section id="ch19lev2sec9"><title id="ch19lev2sec9.title">Support of Hospitals</title>
<para>As described in <link olinkend="ch14" preference="0">Chapter <xref olinkend="ch14" label="14"><inst>14</inst></xref></link>, the modern hospital did not begin to emerge until the confluence of several developments in the late nineteenth century, such as major improvements in anesthesia, antisepsis, and in the invention of X-rays. Temin (1988) characterizes hospitals prior to this period as being more like municipal almshouses funded by taxes or voluntary contributions. Hospitals “existed for the care of marginal members of society, whether old, poor, or medically or psychologically deviant” (pp. <link role="pageref" preference="0">78</link>–<link role="pageref" preference="0">79</link>).</para>
<para>In retrospect, one can argue that public support for hospitals reflected a redistribution motive and by a desire to deal with the negative externalities associated with living with the insane and those harboring communicable diseases, such as tuberculosis. With the improvements in physicians’ abilities to diagnose and to treat patients surgically, hospitals grew rapidly in the first decades of the twentieth century. Public hospitals continued to serve the poor but also focused their attention on the growing middle classes. Ultimately, patient payments and insurance became the primary sources of funds for many of these institutions.</para></section>

<para>Federal support for private hospitals was minimal until the passage of the Hill-Burton Act in 1946. At that time, about 40 percent of (over 3,000) U.S. counties did not have a community hospital, with many existing hospitals considered substandard. The Hill-Burton Act sought to expand rural health facilities by providing for matching grants to nonprofit institutions. The program, which helped finance about one-third of all hospital projects, contributed substantially to the rise in hospital bed per capita between 1947 and 1975 when funding under the Act ended.</para>
<section id="ch19lev2sec11"><title id="ch19lev2sec11.title">Department of Veterans Affairs and Department of Defense</title>
<para>Governments are major providers of health care.  Federal, state, county, and municipal hospitals account for approximately 17 percent of total hospital beds in the United States. The largest public provider is the Department of Veterans Affairs (VA). In 2013, the VA spent $55 billion for health care that included 90 million outpatient visits and 632,000 hospital discharges.  The VA’s primary purpose is to provide care for service-related injuries through institutions that specialize in providing and undertaking research for such care. However, it will treat veterans for other conditions unrelated to service injuries if facilities are available and the veteran indicates an inability to afford treatment from other sources. As a result, most patients in VA hospitals are lower-income people treated for conditions not related to their military injuries. A large portion of the substance abuse treatment in the U.S., for example, comes through the VA system.</para>
<para>In addition to direct care provided by the VA, the Department of Defense (DoD) provides coverage to active-duty service members as well as reservists and various other categories of military personnel, their families and survivors. Coverage comes through its TRICARE program which provides several options including HMO and fee-for-service plans. TRICARE spent over $52 billion in 2012 to provide coverage for almost 10 million service member, retirees, and their families.  Health spending, as a share of total DoD spending, increased from 6 percent to nearly 10 percent in 2012. While much of this increase is due to growth in the number of beneficiaries, Congress has been concerned about the cost burden facing DoD.  In 2016, President Obama called for limiting TRICARE to two plan alternatives and requiring all retired service members to pay an annual enrollment fee.

<section id="ch19lev2sec12"><title id="ch19lev2sec12.title">Food and Drug Administration</title>
<para>As noted in <link olinkend="ch17" preference="0">Chapter <xref olinkend="ch17" label="17"><inst>17</inst></xref></link>, the U.S. has passed several acts of drug legislation beginning with the Food and Drug Act of 1906. Legislation in 1962 required increased testing and evidence of efficacy and increased the control of the Food and Drug Administration (FDA) over the introduction of new products. Among many provisions found in the most recent amendment (in 2007), the FDA’s authority and resources to conduct reviews were considerably expanded.</para>
<para>The pharmaceutical industry believes that regulatory requirements lengthen the period to FDA approval to about 10 to 14 years and raise the cost of introducing new drug products, estimated by DiMasi and colleagues (2003) to be as high as $800 million (in 2000 dollars) to the point of marketing. The economic issues of drug regulation pit the relative gains in drug safety and efficacy against the discouragement to innovation and the delays in availability attributable to the approval process.</para></section>

<section id="ch19lev2sec13"><title id="ch19lev2sec13.title">Mandated Health Insurance Benefits</title>
<para>The insurance industry is mainly regulated at the state level. The states traditionally seek to ensure financial solvency of insurance companies, but in both auto and health insurance, the states have expanded their roles considerably. One relatively recent phenomenon in health insurance is the proliferation of mandated benefits. Mandates can require coverage for specific health care services, such as breast reconstruction; provider types, such as physical therapists; or even who is eligible for coverage, such as domestic partners. Such laws have exploded from 48 in 1970 to almost 1,100 in 2016). They often pass after lobbying by previously excluded special interest groups, or after highly publicized cases involving persons who find they are not covered for heart transplants or certain expensive experimental therapies.

With the passage of the ACA and its 10 categories of essential health benefits, much of the action on mandates has shifted from the state to the federal level.  Chapter 11 describes those essential benefits in detail and analyzes their wage and employment effects.  The ACA also introduced the popular mandate requiring all employer plans and those purchased in the individual market to cover dependent children (whether single or married) through age 26.  
<section id="ch19lev2sec14"><title id="ch19lev2sec14.title">Tax Policy</title>
<para>Federal and state governments provide substantial tax subsidies for the consumption of health care and purchases of insurance. In particular, employer contributions to group health plans are not included in an individual’s taxable income (escaping federal, state, and Social Security taxes). Individual payments for health insurance as well as many health care expenses can be itemized if they exceed 7.5 percent of adjusted gross income in 2015 for those ove 65 and 10 percent for those over 65.</para>
<para>Some have argued that the substantial reductions in the after-tax prices of insurance and health care represent a major reason for the growth of insurance and consequent growth of health care spending that began in the 1960s and 1970s. Thus, a proposed cost-containment strategy is to reduce such subsidies. Without discussing the merits of this argument here, we point out that there is little justification for the extensive tax subsidies. Ironically, the tax advantages accrue most to those in the highest marginal tax rates, meaning that the subsidies do not promote equity.</para></section>
<section id="ch19lev2sec15"><title id="ch19lev2sec15.title">Public Health</title>
<para>We have thus far focused largely on the study of personal health and health care decisions. Public health, in contrast, deals with communicable diseases, epidemics, environmental health issues, and other activities with significant third-party health effects, such as smoking and the use of drugs and alcohol.</para>
<para>Until the latter part of the nineteenth century, public health was a state and local responsibility. However, in 1878, the U.S. government created the Marine Hospital Service, which became the U.S. Public Health Service in 1912. Total federal spending on public health activities was $79 billion in 2014 with another $11 billion in state and local spending. Odin Anderson (1990) provides an excellent history of public health in the United States; Mays and Smith (2011) provide current estimates on the significant reductions in preventable causes of death associated with increased public health investments.</para></section>
<section id="ch19lev2sec16"><title id="ch19lev2sec16.title">Other Government Programs</title>
<para>Numerous other channels for government involvement exist. Some are obvious—such as support for medical education and medical schools, which will influence the supply of providers. Similarly, support for health care research undertaken directly by a government agency, such as the National Cancer Institutes or undertaken by other public and private organizations, can have a substantial impact on the spread of technology and the direction of the health care system. For example, critics of the U.S. system claim that it has placed excessive emphasis on high-tech medicine at the expense of preventive medicine and that this bias stems in part from the kinds of research projects supported.</para>
<para>Other forms of intervention are rather less obvious. Changes in immigration policy can affect the supply of health care personnel at all skill levels. Also easily overlooked is the federal government’s role as the nation’s largest employer in providing fringe benefits to its employees. The Federal Employees Health Benefits Program (FEHBP) offers numerous insurance options to employees and their dependents. Because of its size and its ability to experiment with alternatives, the FEHBP has the potential to influence and serve as a model for the private sector.</para>
<para>To summarize, in the United States governments at all levels have intervened heavily in the health care sector. The intervention has taken the forms of direct provision of care, financing of health insurance (especially of Medicare and Medicaid), subsidizing of medical education and the construction of health facilities, subsidizing of purchases of health insurance through the tax structure, and the regulation of health care industries. This intervention has major effects on the total resources devoted to health care as well as on the distribution of resources within the health care industries.
Table 19-1 shows national health expenditures by sponsor for 2014.  The Centers for Medicare & Medicaid Services (CMS) defines sponsor as the “entity that is ultimately responsible for financing” the health care spending.  Governments financed 45 percent of the $3.03 trillion in national health expenditures with the federal government’s share at 62 percent of the $1.36 trillion government component.  In the brief period since the passage of the ACA, the government’s share has been relatively steady but analysts at CMS project that additional obligations will increase the share to 47 percent by 2024 (Keehan et al., 2015).  These obligations include expanded Medicaid eligibility, growth of the Medicare population, and federal tax and premium subsidies for insurance coverage for those between 100 and 400 percent of the federal poverty level.</para></footnote>
____________________________________________

<table id="ch19table01" label="19-1" float="1" frame="none" prefix="Table"><title id="ch19table01.title"><inst>Table 19-1 </inst>National Health Expenditures, by Sponsor, Selected Years</title><tgroup cols="7" colsep="0" rowsep="0" align="left"><colspec colnum="1" colname="c1" align="left" colwidth="75"/><colspec colnum="2" colname="c2" align="char" char="." colwidth="75"/><colspec colnum="3" colname="c3" align="char" char="." colwidth="75"/><colspec colnum="4" colname="c4" align="char" char="." colwidth="75"/><colspec colnum="5" colname="c5" align="char" char="." colwidth="75"/><colspec colnum="6" colname="c6" align="char" char="." colwidth="75"/><colspec colnum="7" colname="c7" align="char" char="." colwidth="75"/><spanspec spanname="s1" namest="c1" nameend="c7" align="left"/>
	Type of Sponsor
	  2008
	  2011
	  2014

	
	
	
	

	National Health Expenditures ($ billions)
	2,403
	2,697
	3,031

	    Businesses, Household and Other Private Revenues
	1,412
	1,506
	1,673

	        Private Businesses
	   514
	   547
	   606

	        Household
	   725
	   778
	   844

	        Other Private Revenues
	   173
	   182
	   222

	    Governments
	   991
	1,191
	1,359

	        Federal
	   581
	   731
	   844

	        State and local
	   410
	   460
	   515

	Government’s share of NHE (%)
	     41.2
	     44.2
	     44.8


Source:</emphasis> Martin et al. (2016, Exhibit 5).  
______________________________________________________
</para>
Expenditures for the largest government programs, Medicare and Medicaid, amounted to $619 billion and $496 billion, respectively, in 2014. The federal government was responsible for 61.5 percent of Medicaid spending, while the states picked up the remaining 38.5 percent.  Other important federal programs include public health, research, the Departments of Defense and Veterans Affairs, and the Children’s Health Insurance Program.  Expenditures for all these programs totalled about $174 billion in 2014.</para></section></section>
HEALTH SECTOR REGULATION and the Prospective Payment System <section id="ch20lev1sec4"><title id="ch20lev1sec4.title">
We have established that most health care providers (hospitals, clinics, physicians) face portions of downward demand curves because patients do not or cannot shop among providers, and do not immediately abandon the provider who raises its price. As such, the desirable outcomes of competitive markets become much more difficult to achieve. Using competitive markets as a comparison group, consider three major categories of policies:</para>
<orderedlist numeration="arabic" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><para><inst>
1.
</inst>Recognize providers’ monopoly powers and try to control them. These policies include some traditional features, such as utilization review, capital controls such as Certificate-of-Need (CON) regulations, or rate controls.</para></listitem>
<listitem><para><inst>
2.
</inst>Prevent the accumulation of monopoly power. Most antitrust policies fall into this category.</para></listitem></orderedlist>
<listitem><para><inst>
3.
</inst>Make monopolistic firms act like competitors. These policies include prospective payment plans for physicians and hospitals.</para></listitem>
Traditional health economics texts (and earlier editions of this one) gave particular weight to items 1 and 2.  In terms of controlling monopoly powers, policy-makers (most often at the state level) sought to regulate provider behavior by attempting to control utilization, control rates, or control  the construction of (expensive) new facilities.  Most evaluations of these policies showed modest, and often short-lived impacts.

  Antitrust policies have been directed most often at hospital mergers.  Prospective merger partners argue in terms of inadequate demand or inefficient scale.  Opponents argue that merging two hospitals, for example, replaces competition with potential monopoly power.  Traditional antitrust criteria have included industry descriptors four- or eight-firm concentration ratios, or Herfindahl-Hirschman indices (see Chapter 17), rather than perceived provider behavior.  Over the first 15 years of the twenty-first century, particularly in the face of rapidly changing market structures due to improved transportation, and the decreased costs of searching among potential competitors, antitrust enforcement, particularly with respect to hospitals, has decreased.
We will concentrate on item 3, making firms compete, for two reasons.  First, hospital prospective payment schemes through programs like Medicare have dominated the regulatory activity in the United States and in other advanced countries.  Second, the passage of the Affordable Care Act has changed the regulatory environment in which insurers and providers operate.  We will discuss those impacts in Chapter 22.   


<para>The 1965 enactment of Medicare and Medicaid launched the federal government into the reimbursement of services. Program costs increased substantially over the years, and as costs grew, so did interest in cost-containment policies.</para>
<para>Hospital payments and physician payments comprise the two major cost centers. Hospitals and physicians often bill patients separately and receive payment separately. We will focus on hospital payment in this section.  Physician payment regulation in the United States has sought to realign incentives to emphasize general practitioners and de-emphasize specialists, without major success.  The previous physician payment regulation program, called the Sustainable Growth Rate, was eliminated by Congress in 2015, largely because it had to be overridden almost annually.  We elaborate on this more in the section on Government Failure at the end of this chapter.
<para>Here, we focus on the successful Medicare program that converted the financing of Medicare hospital care to a prospective payment system based on Diagnosis Related Groups (DRGs). We discuss the system in the present context because its widespread use in almost all hospital reimbursement stems from its adoption by the Medicare program. However, the PPS under DRGs has wider significance to other segments of the health sector, as well as to the regulation of industry in general.
Numerous advanced countries, including Australia, Germany, England, and France, have </para>also implemented DRGs in various forms.  Even less-advanced countries from Estonia to Mongolia are planning implementation (see Mathauer and Wittenbecher, 2012 for more details).  Although each country’s plans differ, we will see that the core organizing principles are similar.
<section id="ch20lev2sec4"><title id="ch20lev2sec4.title">Description of PPS</title>
<para>Contrast the current prospective payment to Medicare’s previous retrospective reimbursement system. Under retrospective payment, a hospital submitted its bill to Medicare after the care was provided and the costs to the hospital were known. Retrospective payment allowed the hospitals to recover their expenses as allowed by Medicare rules whether these expenses were high or low, excessive or efficient. Retrospective reimbursement provided only modest incentives for hospitals to control costs.</para>
<para>Prospective payment, in contrast, sets payment rates <emphasis>prior</emphasis> to the period for which care is given. By setting a fixed reimbursement per admission, prospective payment provides economic incentives to conserve on the use of input resources. Hospitals that use more resources than covered by the flat rate lose the difference. Those with costs below that rate retain the difference.</para>
Payment from the government is complicated.  As of 2016, Medicare has 19 different payment systems.  <para>We group them as follows:</para>
<orderedlist numeration="arabic" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><para><inst>
1.
</inst>Inpatient acute care in short-term hospitals and psychiatric facilities</para></listitem>
<listitem><para><inst>
2.
</inst>Ambulatory care furnished by physicians, hospital outpatient departments, ambulatory surgical centers, and clinical laboratories</para></listitem>
<listitem><para><inst>
3.
</inst>Post-acute care furnished by skilled nursing facilities, home health agencies, inpatient rehabilitation facilities, and long-term-care hospitals</para></listitem>
<listitem><para><inst>
4.
</inst>Dialysis services furnished in outpatient centers and hospice care</para></listitem>
<listitem><para><inst>
5.
</inst>Ambulance services and products furnished by durable medical equipment suppliers</para></listitem>
<listitem><para><inst>
6.
</inst>Services furnished by private health plans under the Medicare Advantage program


7. Services furnished by accountable care organizations (ACOs) 


8. Part D voluntary drug benefits</para></listitem></orderedlist>

In <para role="continued">InIn2007–2008, CMS adopted a new set of 745 Medicare Severity Long-Term Care Diagnostic Related Groups (MS-DRGs) that replaced the existing 538 DRGs with ones that better recognized illness severity.  These DRGs seek to:</para>
<itemizedlist id="ch20it01" mark="bull" spacing="normal"><listitem><para><inst>•
</inst>Improve the accuracy of Medicare’s inpatient hospital payments by using hospital costs rather than charges to set rates</para></listitem>
<listitem><para><inst>•
</inst>Adjust payment to recognize better the severity of illness and the cost of treating Medicare patients by increasing payment for some services and decreasing payment for others</para></listitem>
<listitem><para><inst>•
</inst>Eliminate biases that had provided incentives for physician-owned specialty hospitals to treat the healthiest and most profitable cases, leaving the sickest and least profitable patients to general acute care hospitals</para></listitem>
<listitem><para><inst>•
</inst>Refine the payment system to provide hospitals with incentives to invest in service areas based on the clinical needs of their patients rather than financial incentives</para></listitem></itemizedlist>
E<para>EEach DRG has a flat payment weight calculated on the basis of costs incurred for that DRG nationally. For example, based on <link linkend="ch20table01" preference="1" type="forward">Table <xref linkend="ch20table01" label="20-1"><inst>19-2</inst></xref></link>, DRG 001, for a heart transplant, has a larger weight, and is about 44 percent more costly (25.3920/17.6399) than DRG 003, the use of an artificial lung (membrane) located outside the body (extracorporeal). It is over 147 times as costly as a normal newborn birth (DRG 795 = 0.1724).

</para><table id="ch20table01" label="20-1" float="1" frame="none" prefix="Table"><title id="ch20table01.title"><inst>Table 19-2 </inst>Fiscal Year 2015 DRGS by Weight—5 highest and 5 lowest</title><tgroup cols="6" colsep="0" rowsep="0" align="left"><colspec colnum="1" colname="c1" align="left" colwidth="100"/><colspec colnum="2" colname="c2" align="left" colwidth="100"/><colspec colnum="3" colname="c3" align="left" colwidth="100"/><colspec colnum="4" colname="c4" align="char" char="." colwidth="100"/><colspec colnum="5" colname="c5" align="char" char="." colwidth="100"/><colspec colnum="6" colname="c6" align="char" char="." colwidth="100"/><spanspec spanname="s1" namest="c1" nameend="c6" align="left"/>
	<thead><row><entry valign="top"><para>MS-DRG</para></entry>
	<entry valign="top"><para>TYPE</para></entry>
	<entry valign="top"><para>MS-DRG Title</para></entry>
	<entry valign="top"><para>Weights</para></entry>
	<entry valign="top"><para>Geometric mean Length Of Stay1</para></entry>
	<entry valign="top"><para>Arithmetic mean Length Of Stay</para></entry></row></thead>

	<tbody><row><entry valign="top"><para>Five Highest</para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry></row>

	001
	<entry valign="top"><para>Surgical</para></entry>
	HEART TRANSPLANT OR IMPLANT OF HEART ASSIST SYSTEM W MCC
	25.3920
	28.6
	36.8

	003
	<entry valign="top"><para>Surgical</para></entry>
	ECMO OR TRACH W MV 96+ HRS OR PDX EXC FACE, MOUTH & NECK W MAJ O.R.
	17.6399
	26.3
	32.2

	002
	<entry valign="top"><para>Surgical</para></entry>
	HEART TRANSPLANT OR IMPLANT OF HEART ASSIST SYSTEM W/O MCC
	15.6820
	15.7
	18.7

	927
	<entry valign="top"><para>Surgical</para></entry>
	EXTENSIVE BURNS OR FULL THICKNESS BURNS W MV 96+ HRS W SKIN GRAFT
	15.5499
	22.9
	28.9

	215
	<entry valign="top"><para>Surgical</para></entry>
	OTHER HEART ASSIST SYSTEM IMPLANT
	15.4348
	11.2
	17.2

	<row><entry valign="top"><para>Five Lowest</para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry></row>

	894
	<entry valign="top"><para>Medical</para></entry>
	ALCOHOL/DRUG ABUSE OR DEPENDENCE, LEFT AMA
	0.4450
	2.1
	3.0

	298
	<entry valign="top"><para>Medical</para></entry>
	CARDIAC ARREST, UNEXPLAINED W/O CC/MCC
	0.4227
	1.1
	1.2

	782
	<entry valign="top"><para>Medical</para></entry>
	OTHER ANTEPARTUM DIAGNOSES W/O MEDICAL COMPLICATIONS
	0.4057
	1.7
	2.3

	780
	<entry valign="top"><para>Medical</para></entry>
	FALSE LABOR
	0.2880
	1.2
	1.4

	795
	<entry valign="top"><para>Medical</para></entry>
	NORMAL NEWBORN
	0.1724
	3.1
	3.1


<row><entry spanname="s1"><source>1 The <emphasis>geometric mean</emphasis> or average is an alternative measure of central tendency, the <emphasis>n</emphasis><superscript><inst></inst>th<inst></inst></superscript> root of the product of the observations. For example, the arithmetic mean of observations <emphasis>a</emphasis> and <emphasis>b</emphasis> is (<emphasis>a</emphasis> + <emphasis>b</emphasis>)/2, while the geometric average is 
[image: image1.wmf]ab

<inlineequation id="ch20ie01"><inlinemediaobject><textobject role="xpressmath">.

Also MCC refers to major complications or comorbidities; OR refers to operating room.</textobject></inlinemediaobject></inlineequation></source></entry></row></tbody></tgroup></table>
<para> DRGs are very complex, like the production systems that they regulate, and some features of the DRG system do allow reimbursement to vary with actual treatment decisions during an admission. Moreover, a look at alternative methods available on the Internet for calculating hospital specific DRG adjusted payments shows how truly complicated the procedure is, with adjustments for differences in hospital labor costs, disproportionate shares of low-income clients, and “hold harmless” clauses (reflecting prior practices). Most importantly, however, the rates are flat in that they do not change for hospitals that spend more than the rate or, for that matter, less.</para></section></section>
<section id="ch20lev1sec5"><title id="ch20lev1sec5.title">The Theory of Yardstick Competition and Drgs</title>
<para>Shleifer (1985) describes the theory of yardstick competition, a close approximation to PPS under DRGs. We can think of yardstick competition as the ideal form, while the actual Medicare payment system is a real-life approximation. Shleifer considers markets where firms have monopoly power. Most medical providers face downward-sloping demand curves so they possess some degree of monopoly power.</para>
<para>Recall that monopolistic firms reduce outputs and correspondingly charge higher prices than perfectly competitive firms, Moreover, many analysts believe that secure monopolistic firms, without the market discipline of competition, may lack some incentives to reduce costs. In U.S. hospital markets prior to PPS, one of the most serious cost-efficiency disincentives was the retrospective payment system already discussed. Shleifer’s yardstick competition describes a regulatory scheme, much like Medicare’s PPS, that restores cost-consciousness incentives.</para>
Return to <para><link linkend="fg20_00100" preference="1" type="forward">Figure 19<xref linkend="fg20_00100" label="20-1"><inst>-1</inst></xref></link> in which the hospital faces demand curve <emphasis>D,</emphasis> and where marginal and average costs equal P<emphasis>C</emphasis><subscript><inst></inst><inst></inst></subscript>. By equating marginal revenue and marginal cost, the monopoly hospital will provide <emphasis>QM</emphasis><subscript><inst></inst>CCc<inst></inst></subscript>MMm units of output and charge <emphasis>P</emphasis><subscript><inst></inst>0<inst></inst></subscript> indicated by point C<emphasis>CCc,</emphasis> with an initial economic profit as indicated in Box PMPCBC. If instead, the hospital received reimbursement prospectively at a rate of marginal cost <emphasis> P<emphasis>C <inst></inst></subscript>, the hospital would produce quantity <emphasis>Q0</emphasis><subscript><inst></inst><inst></inst></subscript> at the intersection of demand <emphasis>D</emphasis> with PC<emphasis><inst></inst></subscript>, at point A<emphasis>Aa.</emphasis></para>
<para>Suppose the hospital guesses that it could produce at lower cost if it hires a team (a <emphasis>fixed cost</emphasis> because it is unrelated to output) of efficiency experts and carries out its advice (also a fixed cost). Recall that economic efficiency requires a firm to produce a quantity at which marginal cost (value in production) equals the market price (value in consumption). The problem for yardstick competition designers is to set up a payment scheme so that these firms have the incentives to spend just the right amount of money and effort on reducing production costs.</para>
<para>What is just the right amount of expense to incur in the effort to reduce production costs? Suppose that a hospital treating 5,000 cases per year discovers that it could reduce its marginal costs of production by $100 per case treated if it spent $150,000 on cost-reduction efforts. Would the cost-reduction effort be worth it? Consider the first line of the following schedule:

<para>Each step will reduce costs per case by $100 and step (1) represents the first of four possible steps. With step (1), reducing per-unit costs by $100 costs a total of $150,000 in cost-efficiency efforts. The extra $1 saved for every case treated generates $500,000 in extra revenue.</para>
<para>This step of cost saving is worthwhile because it costs less ($150,000) than it saves ($500,000). By similar reasoning, one more step of cost-saving also would be worthwhile, costing $270,000, but saving another $500,000. Step (3) is worthwhile, too, but that is where we would stop. Society’s problem is that if competition provides incentives to cut costs, unregulated monopolists or retrospectively reimbursed firms may not have the incentives to take these three steps. It would be good to design a payment system that would induce them to do so.</para>

<para>How does yardstick competition provide this inducement? Shleifer constructs an economic game.  Games occur when firms must engage in strategies contingent on what other firms do. In many geographic markets, there are relatively few hospitals or hospital systems, so each hospital must take the decisions of other hospitals into account in determining its best strategy.

	<informaltable id="informaltable0" frame="none" float="0"><tgroup cols="4" colsep="0" rowsep="0" align="left"><colspec colnum="1" colname="c1" align="left" colwidth="150"/><colspec colnum="2" colname="c2" align="left" colwidth="150"/><colspec colnum="3" colname="c3" align="left" colwidth="150"/><colspec colnum="4" colname="c4" align="left" colwidth="150"/><thead><row><entry><para> </para></entry>
	<entry valign="top"><para>Mgl Cost of Efficiency Effort</para></entry>
	<entry><para> </para></entry>
	<entry valign="top"><para>Mgl Surplus (Revenue) Generated</para></entry></row></thead>

	<tbody><row><entry valign="top"><para>Step (1)</para></entry>
	<entry valign="top"><para>$150,000</para></entry>
	<entry valign="top"><para><emphasis role="strong"></emphasis></para></entry>
	<entry valign="top"><para>$100  5,000  $500,000</para></entry></row>

	<row><entry valign="top"><para>Step (2)</para></entry>
	<entry valign="top"><para>$270,000</para></entry>
	<entry valign="top"><para><emphasis role="strong"></emphasis></para></entry>
	<entry valign="top"><para>$100  5,000</para></entry></row>

	<row><entry valign="top"><para>Step (3)</para></entry>
	<entry valign="top"><para>$490,000</para></entry>
	<entry valign="top"><para><emphasis role="strong"></emphasis></para></entry>
	<entry valign="top"><para>$100  5,000</para></entry></row>

	<row><entry valign="top"><para>Step (4)</para></entry>
	<entry valign="top"><para>$750,000</para></entry>
	<entry valign="top"><para><emphasis role="strong"></emphasis></para></entry>
	<entry valign="top"><para>$100  5,000</para></entry></row></tbody></tgroup></informaltable>


Consider Hospitals A, B, C, D, and E, in a metropolitan area.  If reimbursed for its own efficiency efforts, Hospital A (and Hospitals B, C, D, and E) has the incentive to state high costs for its efforts – in the table above, maybe $1,000,000.  Shleifer’s mechanism, however, sets the reimbursements 
[image: image2.wmf]R

 equal to the averages of the marginal costs of <emphasis>all other hospitals</emphasis> in the market.  So, if Hospital A (and the others) “highball” their estimates, they put themselves at a disadvantage, because their competitors get larger reimbursements – and they don’t.  

To get to the efficient output, the regulator must set the regulated price at firms’ improved (lowered) marginal costs.  If the hospital can convince regulators to assign it a high regulated price, it can increase its earnings.    Once again Shleifer’s mechanism, however, sets the prices equal to the averages of the marginal costs 
[image: image3.wmf]C

of <emphasis>all other hospitals</emphasis> in the market.  Yet again, if Hospital A (and the others) “highball” their marginal cost estimates, they put themselves at a disadvantage, because their competitors are allowed to charge higher prices.  So, the game sets the hospitals’ greed against them.  If they charge too much, others benefit.  If they charge too little, they lose money.  
What do the hospitals do to try to win the game?  Under the yardstick mechanism, hospitals compete, and this competition leads overall to price equaling marginal cost. The competition, known as a “Nash equilibrium” (after the late Nobel Laureate John Nash), refers to a market solution in which each firm does the best that it can, given the decision of others. It is an <emphasis>equilibrium</emphasis> because once the choices are made, no firm has any motive to change its action. Shleifer views it as</para>
<extract><para>. . . essential for the regulator to commit himself not to pay attention to the firms’ complaints and to be prepared to let the firms go bankrupt if they choose inefficient cost levels. Unless the regulator can credibly threaten to make inefficient firms lose money . . . cost reduction cannot be enforced. (p. <link role="pageref" preference="0">327</link>)</para>
<para>Suppose that Hospital A’s new marginal cost 
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<emphasis><inst></inst></superscript> fortuitously equals <inlineequation id="ch20ie04"><inlinemediaobject><textobject role="xpressmath">
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, the average of its competitors</textobject></inlinemediaobject></inlineequation>. Under yardstick competition, it will lose an amount equal to the fixed costs of its efficiency efforts </inst></xref></link>. A lump-sum subsidy from the regulator to the hospital, will defray some or all of the fixed costs required for these efforts.</para>
<para>If the hospital has succeeded in lowering its marginal costs below <inlineequation id="ch20ie05"><inlinemediaobject><textobject role="xpressmath">
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</textobject></inlinemediaobject></inlineequation>, then it will earn a profit. If the hospital cannot lower its costs as low as <inlineequation id="ch20ie07"><inlinemediaobject><textobject role="xpressmath">
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</textobject></inlinemediaobject></inlineequation>, then it will likely lose money. In either case, because the hospital’s actual costs <emphasis>do not</emphasis> enter into the price that it receives, and because the hospital can earn a profit if it reduces costs, the hospital has a considerable incentive to do so.</para>
<para>Return now to DRGs as practiced. Consistent with Shleifer’s formulation a hospital’s actual costs do not enter into its formula for payment rates, so hospitals must become price takers in the strictest sense. If it costs the hospital more to provide the service than the DRGs allow, the hospital either loses money on the service and stops offering it, or cross-subsidizes the service from other services that it can produce at costs lower than their DRGs. Thus, the cost-cutting incentives are strong.  In fact, following the introduction of DRGs, between 1985 and 2002, approximately one-third of the hospitals in nonmetropolitan areas ceased offering obstetrics services (Zhao, 2007).  </para><para>Although yardstick competition applies to the hospital, many of the costs reflect orders from physicians who are generally not even their employees. 
<link linkend="ch20sb01" preference="1" type="forward"><para>How accurate are the yardstick payments generated for DRGs? Although designed to elicit cost-cutting behavior, we would expect DRGs on average to equal provider costs. Ginsburg and Grossman (2005) report that Medicare, and other payers, have found it difficult to devise payment rates that closely follow relative costs. Medicare prospective payment for inpatient care, based on DRGs, determines the relative payment for each DRG on the basis of average charges for patients in that DRG across all hospitals. To the degree that the pattern of charges systematically diverges from the pattern of unit costs, then relative payments for different DRGs will not reflect relative costs. As a result, patients in some DRGs are more profitable than others.


The advent of DRGs immediately led to shorter hospital lengths of stay, and this impact has continued.  According to the Medicare Payment Advisory Commission (MEDPAC, 2016, P. 185),  discharges for short inpatient stays have declined rapidly in recent years. Between 2006 and 2012, the number of one-day inpatient stays declined 23 percent per Medicare Part A beneficiary, a more rapid rate of decline than for longer stays (Table 19-3). From 2006 to 2009, the volume of one-day inpatient stays decreased 10 percent compared with the 13 percent decline from 2010 to 2012. Inpatient stays of other lengths also demonstrated an increased rate of decline between these two periods. Providers reduced inpatient utilization during the two periods, substituting (less expensive) outpatient care.
Government Failure</title>
<para>Market failure is a necessary condition for government intervention. As we have seen, economists associate market failure with monopoly power, externalities, and public goods, including the public goods characteristics of redistribution and information. Government policies, in principle, can correct misallocations resulting from market failure. To do so, governments can use specific commodity taxes and subsidies, public provision of goods and services, transfer programs, and regulation.</para>
<para>We have to ask whether government in practice can improve efficiency and better meet society’s equity objectives. Many might argue that this question has already been answered. Governments in each of the 34 countries that belong to the Organization for Economic Cooperation and Development (OECD) are heavily involved in their health economies, to the point where nearly all have universal health care coverage. The United States had the second lowest public share of total health care spending in 2013 among the 34 countries, but the public share according to OECD data is still substantial—48.2 percent.<footnoteref preference="1" label="4" role="generated" linkend="ch19fn04"/>
</para>
<para>The real issues are the extent and forms of government involvement. The difficulties of agreeing on objectives, choosing from many different policy instruments, and selecting the correct values of these instruments create many opportunities for “government failure.”</para>
<para>The literature on public choice illustrates many of the problems in developing and implementing policy. Public choice attempts to model how decisions are made through the political process. While many models of public choice have been created, we limit our discussion to two features that are relevant to efficiency: special interest groups and bureaucratic behavior.</para>

<section id="ch19lev2sec17"><title id="ch19lev2sec17.title">Who Does the Regulator Represent?</title>
<para>Wherever we have addressed regulatory activities such as licensure or other quality controls, we have assumed that the regulator knows the right actions to take. Most often we treat the regulator as representing an omniscient but benevolent despot who knows what is good for the economy and regulates accordingly. Yet historians of railroad regulation might argue that the railroads played major roles in influencing their regulators. Likewise, some observers believe that the American Medical Association has greatly influenced laws on licensure and legislation on Medicare, and the insurance industry had a prime role in the formulation of the Affordable Care Act. Can the theory of regulation address issues such as these?</para>
<para>It can. An influential school of economists often associated with the University of Chicago has argued that the regulation process, like many others that we have examined, is a “maximizing” process, in which a regulator seeks “votes” from a group of potential beneficiaries. These votes would allow the transfer of wealth, such as monopoly profits, from those regulated to those who benefit from the regulations.</para>
<para>In this model formulated by Peltzman (1976), the regulator seeks the “votes” of supporters by imposing a percentage “tax” on those who are regulated, with the tax receipts being transferred to the beneficiaries. A higher tax rate on those who are regulated (more stringent regulation) may win more supporters, but it also may mobilize more opponents. The successful regulator seeks a certain transfer of wealth while gathering votes to effect this transfer efficiently.</para>
<para>Suppose the regulator starts with a modest tax rate. The imposition and increase of this rate yields favorable votes for two reasons:</para>
<orderedlist numeration="arabic" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><para><inst>
1.
</inst>The revenues increase the probability of support from the potential beneficiaries.</para></listitem>
<listitem><para><inst>
2.
</inst>The revenues increase the value of the transfer to the beneficiaries.</para></listitem></orderedlist>
<para role="continued">The marginal benefit to the regulators is shown as the left-hand side of <link linkend="ch19eq01" preference="0" type="forward">equation <xref linkend="ch19eq01" label="19.1"><inst>19.1</inst></xref></link>. As the tax rate rises, the marginal benefits fall for two reasons. There may be fewer supporters to attract (term [1]), and the taxation or regulation may be reducing the wealth left for the beneficiaries to tax (term [2]).</para>
<para>Expressing this opposition effect in dollars, the regulator’s optimum is found from the usual condition where the marginal benefits from regulation equal the marginal costs, or:</para>
<equation id="ch19eq01" label="19.1"><inst>
</inst><mediaobject float="0"><textobject role="xpressmath">mgl increase

mgl revenue

mgl


in probability

product from

opposition from


of support
x
those regulated

increased taxes


[1] 

[2]

[3]</textobject></mediaobject><inst>
(19.1)</inst></equation>
<para>Opposition also will be heard. Those who would be regulated will oppose a transfer because it is coming from them. Their opposition will grow the higher the tax (the more stringent the regulation), that is, the more that is being taken from them.</para>
<para>The two terms on the left-hand side of <link linkend="ch19eq01" preference="0" type="backward">equation (<xref linkend="ch19eq01" label="19.1"><inst>19.1</inst></xref></link>) suggest that regulation will be sought if there is a large group of supporters (term 1) or if there is a smaller, well-organized group that perceives large expected gains (term 2). Thus, one may see regulations imposed that benefit special interest groups, that is, relatively small but well-organized groups of potential gainers.</para>
<para>While this analysis does not negate the economic arguments in favor of regulation, it provides sobering insights into how regulations may be implemented. Regulators may respond to similar economic incentives as do other economic men and women. The resulting regulations, although possibly addressing issues of economic efficiency, most likely will reflect the particular preferences of the beneficiaries, moderated by the opposition of those who stand to lose under the regulations.

We close with a recent example in the context of health sector regulation in the United States, the regulation of physician payments.  Physician payment is a major cost in the health economy (along with hospitals and drugs).  Efforts from the late 1980s sought both to control payment levels and to re-align payments so as to emphasize general practice and de-emphasize specialist care.  


Wynne (2015) describes the program called the Sustainable Growth Rate (SGR) which boosted physician payments when the growth rate of spending on physician services fell short of growth in the gross domestic product (GDP) and cut payments when physician spending grew more rapidly than GDP. Prices, the number of Medicare beneficiaries, and changes in law all entered the payment mechanism, essentially leaving utilization rate as the only key factor driving the SGR algorithm.


In 2002 the formula led to a proposed cut Medicare’s base payment rate physician services of 4.8 percent.  Physicians complained bitterly and threatened to refuse new patients.  The U.S. Congress that year, and almost every year thereafter, passed laws to prevent mandated decreases.  Finally, in 2015, Congress eliminated the SGR algorithm entirely.


What happened?  Many analysts believe that in the face of a myriad of complicated rules, doctors started doing more work to offset their stagnant wages in order to keep their income levels constant.  Moreover, they were organized enough to threaten action against the SGR program and to convince Congress that they were serious (return to Equation 19.1).   Congress repeatedly postponed the mandated rate cuts.  Since the repeal of SGR, a host of stop-gap programs have been put together to regulate physician payment, including automatic increases for all doctors from 2015 through 2019.  A sober assessment would indicate that physician payment regulation has been nowhere as successful as the prospective payment hospital regulation under DRGs. 
</para>

</para></section>
<section id="ch19lev1sec5"><title id="ch19lev1sec5.title">Conclusions</title>
<para>This chapter emphasizes market failure as the economic rationale for government intervention. Monopoly power provides the classic example, but public goods and externalities are two additional categories that are relevant to health care. Government policies, in principle, can correct misallocations resulting from market failure. Governments can use specific commodity taxes and subsidies, public provision of goods and services, transfer programs, and regulation.</para>
<para>Through a wide variety of programs, governments at all levels have become major players in the U.S. health economy, accounting for 45 percent of national health expenditures in 2014. However, government activities also are associated with government failure. Information deficiencies, the efforts of special interest groups, and bureaucratic behavior can lead to socially undesirable programs or inefficient levels of these programs. Nonetheless, despite concerns about the effectiveness of government programs, governments will almost certainly continue to dominate the health economy through their various spending programs and heavy regulation.</para>
<para>At the same time, the United States has prompted competitive strategies to deal especially with the cost and access concerns. With the strong political pressure from some groups to downsize the role of government and even rescind the ACA, there will likely be continuing interest in market-driven changes to the private insurance system as well as to Medicare and Medicaid.
Principal regulatory mechanisms used in the United States have included rate regulation, utilization review, capital constraints, and antitrust law.  The most effective ones relate to prospective payments to hospitals, which are theoretically sound, and have been successful in reducing hospital length of stay without adverse long-term patient consequences. 
</para>
<para>The following three chapters will further examine the role of governments in health care. <link olinkend="ch20" preference="0"> <link olinkend="ch21" preference="0">Chapter 20 will concentrate on the main public insurance programs: Medicare, Medicaid, and the Children’s Health Insurance Program (CHIP). Following an examination of health systems in other countries in <link olinkend="ch22" preference="0">Chapter 21</inst></xref></link>, and the lessons learned from them, we will address health system reform in <link olinkend="ch23" preference="0">Chapter 22</inst></xref></link>. We will focus on reforms directed at attaining universal or near-universal coverage in the United States, with special attention given to the ACA. Because many respected scholars and political leaders embrace market solutions to the challenges of access, costs, and quality, we will also evaluate competitive approaches to health reform.</para></section></section><section id="ch19lev1rm" role="rm"><title id="ch19lev1rm.title"/><summary id="ch19sum01">
<title id="ch19sum01.title">Summary</title>
<orderedlist numeration="arabic" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><para><inst>
1.
</inst>Federal, state, and local governments were responsible for 45 percent of total health care expenditures in 2014. The share is projected to increase to 47 percent by 2022.</para></listitem>
<listitem><para><inst>
2.
</inst>Governments’ share of total health care spending in the United States is the second lowest among the 34 OECD countries.</para></listitem>
<listitem><para><inst>
3.
</inst>The traditional rationale for government intervention is market failure. Sources of market failure include monopoly power, externalities, and public goods.</para></listitem>
<listitem><para><inst>
4.
</inst>There is a public goods aspect to information and redistribution that can be used to justify a role for government in health care.</para></listitem>
<listitem><para><inst>
5.
</inst>Commodity taxes and subsidies, public provision, transfer programs, and regulation are the principal policy instruments used by governments.</para></listitem>
<listitem><para><inst>
6.
</inst>Regulation refers to the use of nonmarket means to affect the quality, price, or quantity of a good or service. The principal categories of regulation include fee controls and rate regulation, quantity and capacity controls, and quality controls.</para></listitem>
<listitem><para><inst>
7.
</inst>Governments have participated in a wide variety of activities, including the direct provision of health care, subsidizing the production of health care, the provision of social insurance, public health, and regulation of health care products and providers.</para></listitem>
<orderedlist numeration="arabic" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><para><inst>
8.
Economists view health services regulation as desirable</inst>as when competitive market pressures are not present. One can categorize the policies as those that:</para>
<itemizedlist id="ch20it03" mark="bull" spacing="normal"><listitem><para><inst>
•
</inst>Recognize the monopoly power and try to control it</para></listitem>
<listitem><para><inst>
•
</inst>Try to make monopolistic firms act like competitors</para></listitem>
<listitem><para><inst>
•
</inst>Attempt to prevent the accumulation of monopoly power</para></listitem></itemizedlist></listitem>
<listitem><para><inst>
 9.
</inst>Regulation refers to the use of nonmarket means to affect the quality, price, or quantity of a good or service. Principal categories of regulation include fee controls and rate regulation, quantity and capacity controls, and quality controls.</para></listitem>
<listitem><para><inst>
10.
</inst>The Medicare Prospective Payment System (PPS) based on DRGs predetermines a flat fee per case. Hospitals that exceed this rate suffer losses, while hospitals with case costs below the rate receive profits.</para></listitem>
<listitem><para><inst>
11.
</inst>Medicare’s PPS approximates yardstick competition. By setting the payment rates according to industry average marginal costs, yardstick competition induces the firms to choose the socially efficient level of cost-containment expenditure.</para></listitem>
<listitem><para><inst>
12.
</inst>Medicare’s PPS has reduced hospital length of stay. It is doubtful that PPS has led to reduced quality of care or access to care. Finally, while it is likely that the system has helped control Medicare’s budget, it is unclear it has reduced costs per beneficiary.</para></listitem>
<listitem><para><inst>
13. Traditional economic descriptions depict regulation as a process in which the optimal policy is determined and imposed by an omniscient regulator. Alternative theories suggest that regulations result from political processes. If so, the regulations will reflect the preferences of the beneficiaries or “winners”, moderated by the opposition of those who stand to lose if the regulations are imposed.
</para></listitem></orderedlist></summary><problemset id="ch19ps01" role="qonly">
<supertitle id="ch19ps01.supertitle">Discussion Questions</supertitle>
<general-problem id="ch19ps01gen001" label="1" maxpoints="1"><inst>
1.
</inst><question id="ch19ps01q001"><para>What is meant by market failure? What is the potential role of government in each instance of market failure found in the health care sector?</para></question></general-problem>
<general-problem id="ch19ps01gen002" label="2" maxpoints="1"><inst>
2.
</inst><question id="ch19ps01q002"><para>In what sense can information and redistribution be thought of as public goods? Explain whether private markets will oversupply or undersupply these goods.</para></question></general-problem>
<general-problem id="ch19ps01gen003" label="3" maxpoints="1"><inst>
3.
</inst><question id="ch19ps01q003"><para>What are some examples of government’s providing health care? Of subsidizing the production or consumption of health care? Of providing insurance for health care? Of regulating health care markets?</para></question></general-problem>
<general-problem id="ch19ps01gen004" label="4" maxpoints="1"><inst>
4.
</inst><question id="ch19ps01q004"><para>Why is government needed to provide a public good? Under what circumstances might the voluntary contribution model, described in <link linkend="fg19_00200" preference="0" type="backward">Figure <xref linkend="fg19_00200" label="19-2"><inst>19-2</inst></xref></link>, work reasonably well?</para></question></general-problem>
<general-problem id="ch19ps01gen005" label="5" maxpoints="1"><inst>
5.
</inst><question id="ch19ps01q005"><para>The standard monopoly-competition comparison describes the welfare loss. Develop arguments to support the view that in the real world:</para>
<orderedlist numeration="loweralpha" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><para><inst>
(a)
</inst>the welfare loss is exaggerated.</para></listitem>
<listitem><para><inst>
(b)
</inst>the welfare loss is understated.</para></listitem></orderedlist></question></general-problem>
<general-problem id="ch19ps01gen006" label="6" maxpoints="1"><inst>
6.
</inst><question id="ch19ps01q006"><para>Discuss the nature of the negative externalities associated with the consumption of junk food. Discuss the pros and cons of a ‘junk food tax” and of regulations limiting portion sizes that can be served in restaurants. </para></question></general-problem>
<general-problem id="ch19ps01gen007" label="7" maxpoints="1"><inst>
7.
</inst><question id="ch19ps01q007"><para>Mandated health benefits have proliferated since 1970. Discuss the pros and cons of the ACA mandate requiring coverage of dependent children through age 26.</para></question></general-problem>
<general-problem id="ch19ps01gen008" label="8" maxpoints="1"><inst>
8.
</inst><question id="ch19ps01q008"><para>What is meant by the tax subsidy of employer-paid health insurance? Explain why the subsidy very likely increases health care spending and thus the cost of such insurance. Give an example as to why a $5,000 health insurance benefit provides a greater monetary benefit to someone in the 33% marginal tax bracket than someone in the 15% marginal tax bracket.</para></question></general-problem>
<general-problem id="ch19ps01gen009" label="9" maxpoints="1"><inst>
9.
</inst><question id="ch19ps01q009"><para>Some economists propose a tax policy that would allow individuals who purchase their own insurance to deduct these costs as well as all out-of-pocket costs for health care from taxable income. Explain how this policy could help offset the bias toward more comprehensive insurance resulting from the preferential tax treatment of employer-paid insurance.</para></question></general-problem>
<general-problem id="ch19ps01gen010" label="10" maxpoints="1"><inst>
10. </inst><question id="ch19ps01q010"><para>The pharmaceutical industry has been subject to considerable regulation in bringing drugs to the marketplace. Discuss the benefits and costs to society from such a policy.
<general-problem id="ch20ps01gen002" label="2" maxpoints="1"><inst>11.   </inst><question id="ch20ps01q002"><para>How does prospective payment change the incentive to hospitals as compared to retrospective reimbursement? What predictions would one make due to the adoption of reimbursement based on DRGs?</para></question></general-problem>
<general-problem id="ch20ps01gen005" label="5" maxpoints="1"><inst>
12.  </inst><question id="ch20ps01q005"><para>Under Shleifer’s theory of yardstick competition, why does the firm have an incentive to reduce its costs? If all firms respond by reducing their costs, will the payment rate also subsequently fall? (Students with training in game theory may wish to examine the elegant logic in the original article.)</para></question></general-problem>
<general-problem id="ch20ps01gen006" label="6" maxpoints="1"><inst>
13. </inst><question id="ch20ps01q006"><para>What is the Medicare PPS program under DRGs? How has the Medicare PPS payment under DRGs affected hospital practices? Length of stay? Quality of care? Financial condition?</para></question></general-problem>
<general-problem id="ch20ps01gen007" label="7" maxpoints="1"><inst>
14. </inst><question id="ch20ps01q007"><para>Does the Medicare PPS payment under DRGs reduce costs? Discuss.</para></question></general-problem>
</para></question></general-problem></problemset><problemset id="ch19ps02" role="qonly">
<supertitle id="ch19ps02.supertitle">Exercises</supertitle>
<general-problem id="ch19ps02gen001" label="1" maxpoints="1"><inst>
1.
</inst><question id="ch19ps02q001"><para>What is meant by the welfare loss of monopoly? Who bears this loss? Determine the regulated price in <link linkend="fg19_00100" preference="0" type="backward">Figure <xref linkend="fg19_00100" label="19-1"><inst>19-1</inst></xref></link> that will eliminate the welfare loss. Why will it be difficult in practice to adopt this solution?</para></question></general-problem>
<general-problem id="ch19ps02gen002" label="2" maxpoints="1"><inst>
2.
</inst><question id="ch19ps02q002"><para>Suppose that the public good in <link linkend="fg19_00200" preference="0" type="backward">Figure <xref linkend="fg19_00200" label="19-2"><inst>19-2</inst></xref></link> is associated with increasing costs of production (this would occur if <emphasis>AC</emphasis> is positively sloped.) Will the two individuals be able to fund the optimal amount if each pays according to marginal benefits? Repeat if there are decreasing costs of production.</para></question></general-problem>
<general-problem id="ch19ps02gen003" label="3" maxpoints="1"><inst>
3.
</inst><question id="ch19ps02q003"><para>Assume a positively sloped, short-run supply curve in <link linkend="fg19_00300" preference="0" type="backward">Figure <xref linkend="fg19_00300" label="19-3"><inst>19-3</inst></xref></link> and a constant $5 per unit marginal external benefit. Show what happens with a $5 subsidy given to producers. Who gains the benefits of this policy?</para></question></general-problem>
<general-problem id="ch19ps02gen004" label="4" maxpoints="1"><inst>
4.
</inst><question id="ch19ps02q004"><para>Using <link linkend="fg19_00300" preference="0" type="backward">Figure <xref linkend="fg19_00300" label="19-3"><inst>19-3</inst></xref></link>, explain how a $5 tax on those who are not inoculated will result in the efficient output. Why is this approach unlikely to work in practice?</para></question></general-problem>
<general-problem id="ch19ps02gen005" label="5" maxpoints="1"><inst>
5.
</inst><question id="ch19ps02q005"><para>Take a commodity, such as cigarettes or “junk food,” associated with negative externalities. Assume that the marginal private cost of production and the marginal external cost per unit are both constant. Graph the actual and efficient quantities. Show how a tax on producers (or consumers) can result in the efficient output. Explain whether it is possible to attain efficiency with a subsidy.</para></question></general-problem>
<general-problem id="ch19ps02gen007" label="7" maxpoints="1"><inst>
6.
</inst><question id="ch19ps02q007"><para>Draw a graph showing the marginal revenue (MR) and marginal cost (MC) of increasing the tax rate (t) in the Peltzman model of regulation represented by <link linkend="ch19eq01" preference="0" type="backward">equation <xref linkend="ch19eq01" label="19.1"><inst>19.1</inst></xref></link>. Place the tax rate on the horizontal axis and MR and MC on the vertical axis. Show the optimum tax rate.</para></question></general-problem></problemset></section></chapter></etmfile>
<general-problem id="ch20ps02gen001" label="1" maxpoints="1"><inst>
7.
</inst><question id="ch20ps02q001"><para>In <link linkend="fg20_00100" preference="0" type="backward">Figure 19<xref linkend="fg20_00100" label="20-1"><inst>1919-1</inst></xref></link>, suppose the demand for the good was summarized by the equations:</para>
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<informalequation id="ch20if07"><mediaobject float="0"><textobject role="xpressmath"></textobject></mediaobject></informalequation><informalequation id="ch20if08"><mediaobject float="0"><textobject role="xpressmath"></textobject></mediaobject></informalequation>
<para role="continued">and that the marginal cost equals the average costs at $10 per unit.</para>
<orderedlist numeration="loweralpha" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><para><inst>
(a)
</inst>Calculate the optimum market quantity in a competitive market. (Hint: Set price equal to marginal cost.)</para></listitem>
<listitem><para><inst>
(b)
</inst>Calculate the quantity brought to market by the monopolist.</para></listitem>
<listitem><para><inst>
(c)
</inst>Calculate the monopolist’s profit.</para></listitem>
<listitem><para><inst>
(d)
</inst>Calculate the deadweight loss to society from the monopoly.</para></listitem></orderedlist></question></general-problem>
<general-problem id="ch20ps02gen003" label="3" maxpoints="1"><inst>
8.
</inst><question id="ch20ps02q003"><para>Suppose that Hospitals A through E have the following marginal costs for a given procedure:</para>
<itemizedlist id="ch20it04" mark="none" spacing="normal"><listitem><para>Hospital A—$2,000</para></listitem>
<listitem><para>Hospital B—$2,200</para></listitem>
<listitem><para>Hospital C—$1,800</para></listitem>
<listitem><para>Hospital D—$2,700</para></listitem>
<listitem><para>Hospital E—$2,300</para></listitem></itemizedlist>
<para>

Calculate the yardstick price that would be assigned to each hospital. Which two hospitals will be assigned yardstick prices that do not cover their current marginal costs?</para></question></general-problem>
<general-problem id="ch20ps02gen005" label="5" maxpoints="1"><inst>
9.
</inst><question id="ch20ps02q005"><para>Here is a complex yardstick problem. A monopoly hospital faces the following demand curve</para>
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<informalequation id="ch20if10"><mediaobject float="0"><textobject role="xpressmath"></textobject></mediaobject></informalequation>
<para role="continued">and the following marginal cost (with no fixed costs)</para>
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<informalequation id="ch20if11"><mediaobject float="0"><textobject role="xpressmath"></textobject></mediaobject></informalequation>
<orderedlist numeration="loweralpha" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><para><inst>
(a)
</inst>Calculate the profit-maximizing values of <emphasis>p*</emphasis> and <emphasis>q*,</emphasis> the maximized profit <emphasis>*</emphasis> and the consumer surplus <emphasis>CS*.</emphasis></para>
<para>Suppose that the firm could reduce its costs according to the formula</para>
<para><emphasis>R = 40d2</emphasis>, where <emphasis>d</emphasis> = the original cost (here, 22) – the new (reduced) cost.</para>
<para>A yardstick regulator assigns the hospital the following parameters:</para>
<para>Lump sum subsidy = 300;</para>
<para>Yardstick price = 20;</para></listitem>
<listitem><para><inst>
(b)
</inst>Give the profit maximizing condition for the yardstick regulation.</para></listitem>
<listitem><para><inst>
(c)
</inst>Calculate the profit maximizing values of <emphasis>p*</emphasis> and <emphasis>q*,</emphasis> cost reduction expense <emphasis>R*</emphasis>, maximized profit *</emphasis> and consumer surplus <emphasis>CS*</emphasis></para></listitem></orderedlist></question></general-problem>

Add:

Zhao, Lan, “WHY ARE FEWER HOSPITALS IN THE DELIVERY BUSINESS?” Working Paper #2007-04 The Walsh Center for Rural Health Analysis NORC - Health Policy & Evaluation Division, 2007

Mathauer, Inke, and Friedrich Wittenbecher, “DRG-based payment systems in low- and middle income countries: Implementation experiences and challenges.” World Health Organization, Geneva, 2012
Wynne, Billy, “May The Era Of Medicare’s Doc Fix (1997-2015) Rest In Peace. Now What?” Health Affairs blog, April 14, 2015, http://healthaffairs.org/blog/2015/04/14/may-the-era-of-medicares-doc-fix-1997-2015-rest-in-peace-now-what/, accessed February 25, 2016.

<figure id="fg19_00100" label="19-1" float="1" prefix="Figure"><inst>Figure 19-1  </inst><title id="fg19_00100.title">Welfare Loss of Monopoly</title><mediaobject float="0"><imageobject><imagedata fileref="FG_19_001.eps" width="256" depth="256"/></imageobject></mediaobject></figure><NOXMLTAGINDOC><DOCPAGE NUM="391"><ART FILE="FG_19_001.eps" W="276.135pt" H="225.598pt" XS="100%" YS="100%"/></DOCPAGE></NOXMLTAGINDOC>
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<figure id="fg19_00200" label="19-2" float="1" prefix="Figure"><inst>Figure 19-2  </inst><title id="fg19_00200.title">The Optimal Quantity of a Public Good</title><mediaobject float="0"><imageobject><imagedata fileref="FG_19_002.eps" width="256" depth="256"/></imageobject></mediaobject></figure><NOXMLTAGINDOC><DOCPAGE NUM="393"><ART FILE="FG_19_002.eps" W="268.63pt" H="242.716pt" XS="100%" YS="100%"/></DOCPAGE></NOXMLTAGINDOC>
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<figure id="fg19_00300" label="19-3" float="1" prefix="Figure"><inst>Figure 19-3  </inst><title id="fg19_00300.title">Using Commodity Subsidies to Correct for Positive Externalities
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Table 19-3 – Recent Impacts of Prospective Payment
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Source: MEDPAC, 2016, Table 7-4.
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� <footnote id="ch19fn01" label="1"><in</inst><para>A $5 subsidy <emphasis>to the consumer</emphasis> will shift the demand curve up by the $5 so that the new demand mirrors <emphasis>MSB</emphasis> and passes through point <emphasis>B.</emphasis> The solution remains the same. Consumers buy quantity <emphasis>Q</emphasis><subscript><inst></inst>2<inst></inst></subscript> at price <emphasis>P</emphasis><subscript><inst></inst>1<inst></inst></subscript>, paying <emphasis>P</emphasis><subscript><inst></inst>2<inst></inst></subscript> net of the subsidy. It will generally be easier to administer commodity taxes and subsidies through producers than consumers.</para></footnote>


� Many students are familiar with the “Prisoner’s Dilemma” (PD) game, as discussed in Box 14-1.  PD is but one of many economic strategy games that can provide important insights into economic analyses.





� <footnote label="4" id="ch19fn04"><inst></inst><para>The OECD provides comprehensive annual health care data for its members. For the United States, these data are somewhat different than those reported in its NHE accounts. At 46.6 Chile had a slightly lower public spending share than the United States, with The Netherlands topping the list at 87.6 percent (oecd.org/els/health-systems/health-expenditure.htm: <emphasis role="underline">Accessed</emphasis> February 18, 2016). See Paris (2010) for a comprehensive overview of health financing and other characteristics across most OECD countries.</para></footnote>
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