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1

Introduction

There is something of a consensus among health policy experts, though it
is less than unanimous, that the U.S. health care system represents a prime
example of the wrong way to organize and finance a health-care delivery
system. The World Health Organization (WHO) has ranked the perform-
ance of the U.S. health system thirty-seventh out of 191 member countries,
approximately equal in performance to those of Chile, Costa Rica, Cuba,
Dominica, and Slovenia, and well behind France (ranked first) and Italy
(ranked second).1 The primary factor contributing to this relatively poor
ranking is assignment by the WHO of demerits for a lack of fairness in
financing in the U.S. system (that is, coexistence of the well-insured and
uninsured), coupled with mediocre population health outcomes (such as
less than stellar life expectancy at birth), despite high levels of spending. 

The Organization for Economic Cooperation and Development
(OECD) is similarly unimpressed in its assessment of U.S. health care
system performance. In an OECD review, Docteur, Suppanz, and Woo con-
clude it is “doubtful that mere marginal reforms could adequately deal with
the problems [of] soaring costs, low value for money relative to population
health status and unsatisfactory coverage and access to health services.”2

They do acknowledge that “fundamental reform lacks sufficient political
support” in part because “the U.S. system is seen domestically to have con-
siderable advantages” (emphasis added). 

Numerous ills of the U.S. system also have been characterized in sev-
eral recent books. Many of the critics cite the apparently adverse effects of
services being provided by private organizations seeking profit rather than
serving the public. For example, Mueller, in As Sick as It Gets, laments 
that the system is “contaminated by its focus on money and its exploitation
of the massive cash flow that modern medical technology has created. Its 



mission should be to maximize the well-being and health of every individ-
ual and our society as a whole.”3 In Critical Condition, Bartlett and Steele
complain that “as long as Washington remains wedded to the illusion that
market-based medicine will cure health care’s woes, tens of billions of dol-
lars per year will vanish into waste, inefficiency, fraud, and profits to com-
panies that make money by denying care.”4 Kassirer asserts in On the Take
that health care providers have been corrupted by profit-seeking producers
of prescription drugs and devices, caring too much about what is good for
these producers and not enough about what is good for their patients.5 In
a similar vein, Abramson in Overdosed America describes a “transformation
of medical science from a public good whose purpose is to improve health
into a commodity whose primary function is to maximize financial returns.”
He concludes that, as a result, “the commercialization of medicine [is not]
just causing doctors to prescribe unnecessary drugs and procedures [but is]
actually subverting the quality of medical care.”6

Another common theme in these critiques is the needless complexity of
the U.S. system, with its diffuse sources of funding and resulting multiplic-
ity of payment systems and policies. In Oxymorons, Kleinke laments that the
fragmented sources of financing and the plethora of health plans create “an
administrative fiasco for health insurers that has drained billions of health
insurance dollars otherwise marked for health care.” This fragmentation
means that “the kind of care you receive in [the United States] has less to
do with how sick you are and more to do with the kind of insurance you
carry.” In Kleinke’s view, federalism compounds the problem: “The arbitrary
state versus federal bifurcation of health plan regulation, played out state by
state—and all of the extra administrative cost, inefficiency, and Chaos 
Factor they generate—is not only stupid but futile.”7

What can be done to correct these deficiencies in the U.S. system? In
Mueller’s vision, the solution entails (among other things) banning for-profit
hospitals and health insurance providers. Bartlett and Steele contend that a
government-managed, single-payer system would cure what ails the U.S.
system, by improving access to needed care while reducing the resources 
wasted on the promotion of unnecessary care by profit-seeking service pro-
viders and the shifting of payment responsibility by profit-seeking insurers.8

In some cases, critics of the U.S. health system seem to compare it to a
hypothetical nirvana state, where issues of resource scarcity, moral hazard,
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adverse selection, and imperfect information play a minor role. But, more
often, the comparisons are to health systems in other developed nations, sys-
tems thought to produce superior outcomes at a lower cost. The common
refrain is, “If only the United States could adopt a health system more like
Canada’s [or Germany’s, or whatever health system the critic finds attractive],
we, too, could achieve better health outcomes at lower cost.” As noted, the
culprit thought to be responsible for the relatively mediocre performance of
the U.S. health care system is typically some combination of destructive com-
petition and for-profit medicine or corporate greed, or, more generally, the
“business model” of health care. The implication is that health system per-
formance in the United States would be enhanced substantially if the adverse
impact of the business model could be purged by government, either through
direct ownership of the system or rigorous controls on expenditures through
comprehensive, administered pricing systems or global budget caps.

On the other side of the argument are those who interpret the available
evidence on system performance to imply, more generally, that on balance
consumers would benefit if market forces were encouraged (or at least per-
mitted). These authors cite evidence that market-oriented incentives gener-
ate better outcomes than less competitive alternatives within many of the
components of the health care system. Examples of these perspectives are
David Cutler’s Your Money or Your Life, David Dranove’s From Marcus Welby
to Managed Care, James Robinson’s The Corporate Practice of Medicine, 
Market Driven Health Care and related research by Regina Herzlinger, and
Cannon and Tanner’s Healthy Competition.9 These authors acknowledge
progress but conclude there is ample room for improvement in the U.S.
health care system. Unlike the largely negative accounts of the critics, how-
ever, they envision improvements as primarily a challenge of harnessing the
benefits of markets while extending coordinated support through all levels
of government for those who fall between the market’s cracks, mainly the
uninsured and indigent and the providers who disproportionately serve
them. The challenge, as described by a recent report by the U.S. Federal
Trade Commission and the Department of Justice, is to encourage the
development of a health care system that takes full advantage of the cost
and quality benefits of competition while employing efficient regulatory
and redistributive policies to aid those who, for a variety of reasons, cannot
share in the benefits of competition.10

INTRODUCTION   3



In this book, we review the role of profit-seeking and competition 
in health care. Chapter 1 provides an overview of U.S. health system 
performance in comparison with systems in other developed countries.
Specifically, we take a close look at the assertion that U.S. health care expen-
ditures are excessive, and that system performance is poor. Data from the
OECD are used to show how the United States aligns with other high-
income developed countries. Our main contentions are that, although mar-
ket and government imperfections exist, the U.S. health care system does
not produce clearly excessive expenditures, nor does it woefully underper-
form systems in other developed countries. 

Chapter 2 considers the question whether profit-seeking behavior in
health care is inappropriate, as many market critics have averred. We review
the evidence and reach the general conclusion that—consistent with eco-
nomic theory—profit-seeking behavior is not antithetical to good health care.

The profit-seeking chapter sets the stage for the three chapters that 
follow (3–5), which discuss specific aspects of profit-seeking as it relates
to the case of specialty hospitals, managed care reform, and direct-to-
consumer prescription drug marketing, respectively. Throughout the book
we examine the proposition that profit-seeking on the part of providers of
health services contributes to excess spending or adversely affects the
health of the public, and the corollary proposition that government own-
ership or control of service provision reduces costs and improves health
outcomes. Our conclusion offers some closing remarks and a discussion of
policy implications.
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1

U.S. Health System Performance: 
An International Perspective

According to data collected by the Organization for Economic Cooperation
and Development, the United States spends more on health care than any
other OECD country, measured either as health spending per capita
(adjusted for purchasing power parity)1 or as a percentage of gross domes-
tic product (GDP). This fact, coupled with the lack of correspondent
superlative health outcomes—at least as indicated by broad population-
level health measures—generally is interpreted as providing proof of the
inherent inefficiency of the U.S. system. In turn, this apparent inefficiency
often is attributed to wasteful duplication of facilities and administrative
infrastructure (due to a lack of centralization), wasteful competition among
health service providers, and the provision of unnecessary services by
profit-seeking providers. 

To begin our discussion, we focus first on the fundamental question:
Does the U.S. health system significantly underperform health systems in
other high-income developed countries? We suggest that the factual basis for
this common conclusion may be open to interpretation. In the remainder of
the chapter, we focus on three aspects of underperformance: excessive
expenditures, mediocre health outcomes, and inequitable access to care. 

Health Expenditures

Clearly, definitional complexities abound in any crossnational comparisons
of “health care” spending, but let us take it as a given that per-capita spend-
ing on health care is greater in the United States than any other OECD



country. Let us also take it as a given that per-capita GDP, adjusted for pur-
chasing power parity, generally has been greater in the United States than
in any other OECD country (excluding tiny Luxembourg).2 Under these
circumstances, one would expect the higher GDP in the United States to
translate into higher health care spending relative to other OECD countries,
because health care is a “normal” good. Individuals choose to consume
more of a normal good as income rises.

One method to summarize the association between GDP per capita and
health spending per capita is a regression model, where a simple mathemat-
ical relationship between per-capita health spending and GDP that best
“fits” the data is identified. A graphic based on a linear model specification
for the regression analysis often has been employed to illustrate the magni-
tude of excessive health spending in the United States. A recent example is
presented by Docteur, Suppanz, and Woo3 and is replicated in figure 1-1,
based on a linear regression model using data for all OECD countries
(except Luxembourg) for 2000.4 In the figure, the positions of three specific
OECD countries are highlighted by labels: the United States (USA), Sweden
(SWE), and Turkey (TUR). The United States represents the maximum
value of both health spending and GDP per capita in the OECD sample,
while Turkey represents the minimum value of both. In contrast, the values
of health spending and GDP per capita for Sweden are both relatively near
the OECD sample mean.

The result illustrated in figure 1-1 indicates a strikingly large differ-
ence between actual and predicted health spending per capita for the
United States (referred to as the U.S. “residual”). The common interpre-
tation of this result is that it demonstrates not only that the United States
spends more on health care per capita than any other OECD country, but
it spends much more than expected even given higher per-capita GDP in
the United States. In other words, health spending in the United States
appears to be substantially greater than expected, even after accounting
for the impact of higher income on health spending. Thus, this substan-
tial excess spending must be attributable to other factors, such as waste
and inefficiency.

At this point, however, it might be helpful to recall that under the least-
squares criterion for best fit used in standard regression analysis, the esti-
mated regression coefficients are those that minimize the sum of the squared
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residuals across all observations in the sample. The specific coefficients 
providing the best fit for the data thus are influenced by where in the sam-
ple distribution most of the data reside. For a sample following a “normal”
distribution, about two-thirds will reside within one standard deviation of
the mean. By design, the regression model will, in general, provide a better
fit in the neighborhood of a sample distribution where data are dense, com-
pared to portions of the sample distribution where data are sparse. Thus, for
a particular observation in a “sparse” region of the sample distribution, the
fit of the regression model will tend to be more sensitive to changes in the
assumed functional form, or “shape,” of the regression line than for a par-
ticular observation in a dense region of the sample. 

In this context, it should be noted that values for health spending and
GDP per capita for the United States clearly are not clustered near OECD
countries with similar values (see figure 1-1). Indeed, as mentioned above,
the United States represents the extreme value for both health spending per
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FIGURE 1-1
FITTED REGRESSION LINE FOR HEALTH EXPENDITURES PER CAPITA AND

GDP PER CAPITA, OECD COUNTRIES, 2000: LINEAR SPECIFICATION1

SOURCE:  Authors’ analysis of OECD data.
NOTE: 1. Linear Regression: HealthExpPC = --628.74 + 0.1113 GDPPC, R2 = 0.846
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capita and GDP per capita in the OECD sample for 2000. Thus, the United
States is positioned in a “sparse” region of the sample distribution. As a
result, the size of the estimated U.S. residual in a regression model can be
very sensitive to the choice of the shape assumption for the regression line.
In contrast, Sweden is positioned in a relatively dense portion of the OECD
sample distribution. As such, one might expect estimated residuals for Swe-
den to exhibit comparatively less sensitivity to the shape assumption used
for the regression analysis.  

To illustrate this point, consider a common variant of a linear regression
model specification: a semilog model. In a semilog model, the dependent
variable (in this case health spending per capita) is transformed into its
natural logarithm. An analogous graphic for the semilog regression model
is provided in figure 1-2.5 Note that, in stark contrast to figure 1-1, the U.S.
residual in this case is close to zero, and clearly smaller than the residual
value for many other OECD countries. 
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FIGURE 1-2
FITTED REGRESSION LINE FOR HEALTH EXPENDITURES PER CAPITA AND

GDP PER CAPITA, OECD COUNTRIES, 2000: SEMILOG SPECIFICATION1

SOURCe: Authors’ analysis of OECD data.
NOTE: 1. Semilog Regression: log (HealthExpPC) = 5.66 + 7.7E-05 GDPPC, R2 = 0.926
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Of course, the small U.S. residual for the semilog model does not prove
that the level of health spending is about what one should expect given
GDP in the United States, any more than the large residual in the linear
model proves U.S. health spending is substantially greater than expected.
These are but two of any number of possible assumptions for the shape of
the regression line. Indeed, as shown in figure 1-3, a loglinear model
(where both per-capita health spending and GDP are transformed to loga-
rithms) produces an estimated U.S. residual of a more intermediate magni-
tude. A quadratic model specification (where GDP per capita and its square
are used to predict health spending) produces a relatively “small” positive
residual, whereas a cubic regression model specification (where GDP per
capita, its square, and its cubed values are used to predict health spending)
produces an estimated U.S. residual that is negative. Thus, the size of the
estimated U.S. residual is very sensitive to the assumed shape of the regres-
sion line.6 By contrast, for countries with per-capita health spending and
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FIGURE 1-3
FITTED REGRESSION LINE FOR HEALTH EXPENDITURES PER CAPITA AND

GDP PER CAPITA, OECD COUNTRIES, 2000: LOG-LOG SPECIFICATION1

SOURCE: Authors’ analysis of OECD data.
NOTE: 1. Log-log Regression: log (HealthExpPC) = --6.35 + 1.38 Log(GDPPC), R2 = 0.954
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GDP near that of many other OECD countries (for example, Sweden), the
estimated residuals are small in all of these alternative regression model
shape specifications. 

The fundamental point of our discussion is that quantifying the extent
of excessive health spending in the United States from a residual value in a
regression model is inherently problematic, given that the answer depends
on an essentially arbitrary choice of shape for the regression line. However,
in most model specifications, the estimated U.S. residual is positive and not
small. This is especially evident when this exercise is replicated with the
most recent OECD data.7 Thus, it seems unlikely that higher rates of health
spending in the United States can be explained by higher income alone.
Although it would be difficult to quantify with any degree of precision the
extent to which the level of spending is greater than expected spending, it
probably is safe to assume it is at least somewhat higher than expected rela-
tive to other high-income developed countries. If so, what factors, other
than waste and inefficiency, might explain the higher expenditures? 

One possibility relates to differences in access to discretionary health
care services across countries. The use of such services will tend to increase
with income, in the absence of nonmarket constraints. However, health sys-
tems in many high-income OECD countries restrict access to services
deemed to be not medically necessary. Residents of these high-income
countries might be willing to spend more on discretionary health care serv-
ices if their governments helped them to pay for them, or allowed such
services to be purchased at all. Revealed preference suggests that consumers
place some value on the use of these services, even if they have no particu-
larly obvious impact on health outcomes such as life expectancy. In the
absence of access constraints other than price, health spending in high-
income countries might be closer to U.S. spending levels. 

Another possible source of higher cost is seemingly redundant capacity
in the U.S. system, in the form of underutilized capital equipment or the
coexistence of similar providers or health plans within a particular market
area. However, greater capacity contributes to shorter waiting times,8 which
is likely to have some value to consumers even if it does not directly trans-
late into better health outcomes. Greater capacity is also useful in the event
of unexpected spikes in demand for medical services, such as those caused
by disease outbreaks, natural disasters, or large-scale accidents.9 Likewise,
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the ability to choose between two seemingly similar products may have
value to consumers, even if it does not improve health. 

Using a non–health-related analogy for excess capacity, suppose that
there are two gas stations on opposite corners of an intersection. Suppose
further that, at many times over the course of the day, few if any consumers
use the gas pumps at either station. Does this indicate an “excess capacity”
of gas stations at the intersection? Although some urban planners might
answer that question in the affirmative, most consumers recognize on an
intuitive level that there are distinct advantages to this situation. The first is
that the likely waiting time required to fill their gas tanks at the time most
convenient for them to do so is reduced. The second is that the existence
of two competing vendors of gasoline undoubtedly translates into lower
prices and a higher quality of service than they would have encountered in
the absence of competition. The advantages of seemingly redundant capac-
ity are also evident in the supply-chain contracting practices of Japanese
automobile manufacturers, who typically contract with multiple parts-
suppliers even if capacity exceeds production needs.10 The rationale is that
maintaining at least two viable parts-suppliers fosters competition and
reduces the uncertainty associated with unanticipated increases in final-
product demand.

Consumers also may attach value to seemingly irrelevant differences in
product characteristics, and may be willing to pay a premium for them. To
use another non–health-related analogy, suppose an objective observer
notes that there are few functional differences between a Toyota Camry and
a Honda Accord. Would the welfare of car buyers be improved if apparently
meaningless choices of this sort could be eliminated? Those who would
answer in the affirmative argue that savings could be achieved by eliminat-
ing duplicative product development effort, by improving efficiency in pro-
duction through scale economies, and by reducing unnecessary marketing
and sales costs. However, in the absence of competition between Honda
and Toyota (and Ford and Nissan and . . . ), it is doubtful that a single car
manufacturer would have been driven to the sorts of innovations required
over time to produce a car equal in quality to either an Accord or a Camry. 

In the U.S. health system, recent trends in insurance markets indicate
a clear preference for plans with fewer restrictions on patient choice.11

This suggests that consumers are willing to pay some positive value for
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choice. The extent of the willingness to pay for subtle differences in health
plan characteristics affecting choice is likely to be exaggerated by tax
incentives that insulate consumers from cost differences in employer-
sponsored health insurance options. The recent movement by employers
toward defined-contribution health benefits represents an effort to address
this phenomenon. 

While a preference for more discretionary services and choice may in
part explain higher levels of health spending in the United States, a more
basic explanation relates to differences in the prices of inputs used to pro-
duce health care.12 The popular press has directed considerable attention
to the higher prices of certain brand-name prescription drugs in the United
States than in Canada and other developed countries. But most inputs used
to produce health care services also have higher prices in the United States
than in Canada. For example, physicians, nurses, and other skilled, hospital-
based employees in the United States earn more than their counterparts in
Canada.13 Thus, even if residents of the two countries consumed exactly
the same quantities of health services, expenditures per capita would be
higher in the United States, even after adjusting for economy-wide differ-
ences in price levels using a total purchasing power parity index. 

The usual interpretation of the higher prices for brand-name drugs in the
United States is that the prescription drug prices here are too high, but some
(mainly for generics) are, in fact, lower than in Canada. Whether prices on
average are higher or lower depends on the choice of consumption weights
used to define “average”—a classic index number problem.14 It is commonly
assumed that the higher prices for brand-name drugs in the United States
enable drug manufacturers to sell their products at lower prices in other high-
income developed countries, while retaining an overall return on investment
sufficient to finance research and development for new products. If this is the
case, reducing cross-subsidization would reduce U.S. health spending and
increase health spending in other high-income OECD countries.15 However,
a more likely explanation for the pattern of cross-national prices is price dis-
crimination, where a monopolist charges more in less price-sensitive markets.
If so, as Morrisey explains in the context of hospital pricing, reducing the
extent of price controls in other high-income countries would not necessarily
result in a reduction in U.S. prices, nor would the imposition of controls in
the United States cause price increases in other countries.16
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Some might contend that significant reductions in U.S. health spending
could be achieved by cutting payments to providers of health services.
Indeed, simply reducing the earnings of physicians and other skilled health-
sector labor in the United States to Canadian levels would (in a static model)
eliminate a substantial portion of the alleged excess in U.S. health care
expenditures. But are the incomes of physicians and other skilled health
workers in the United States really too high? With the possible exception of
some subspecialties, the return on investment in medical education is pretty
much in line with the rates of return on education for other professional
occupations, such as attorney or business executive.17 The health sector
must compete with other sectors for labor, so it is doubtful that physicians’
incomes could be reduced substantially without adversely affecting the sup-
ply of physician services. Likewise, significantly reducing the wages of
nurses would almost certainly exacerbate the current nursing shortage.

While it is plausible to suggest that higher levels of U.S. health spending
can be explained in part by higher input prices and higher levels of discre-
tionary health care utilization, waste and inefficiency undoubtedly also play
a role. However, a practical difficulty in measuring the contribution of waste
and inefficiency to excess health spending is the definition of terms. Label-
ing a particular input or output as waste requires an explicit differentiation
between that which is useful and that which is not. Those who contend that
waste and inefficiency are significant contributors to excess health spending
in the United States often point to administrative costs as a salient metric.18

There are two fundamental problems with treating administrative costs
as a proxy for waste. First, as the recent experiences with Enron, Health-
South, and WorldCom have amply demonstrated, accountants have a fair
amount of discretion over the allocation of costs to different functions within
an organization. Financial statements are, in essence, report cards that
organizations generate for specific audiences to judge their performance.
Tax-exempt organizations have as a mission the provision of service; thus,
they have an incentive to use their discretion to maximize their reported
levels of expenditures for services and minimize costs attributed to adminis-
tration or overhead in reports to donors and regulators. In contrast, the audi-
ence for the financial statements produced by for-profit organizations in
general will tend to focus on the difference between total revenue and total
costs; the share of costs classified as administrative at any point in time is not
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an especially salient issue. This makes any meaningful comparison of admin-
istrative costs across organizations with very different missions inherently
difficult.19 Thus, a study finding that the share of total costs classified as
administrative in a tax-exempt organization tends to be lower than in a for-
profit organization20 has no particularly meaningful interpretation. 

Second, defining administrative costs as waste requires the assumption
that administration (which includes management) is essentially a superflu-
ous function that produces nothing of value. Yet a managerial function is
essential to the operation of any organization, and can serve to ensure
access to needed services while reducing utilization of less valuable ones.21

This has obvious implications for the “administration is waste” construct.
For example, Danzon argues that the Canadian health system makes very
limited use of patient or provider financial incentives or utilization manage-
ment mechanisms to avoid unnecessary care.22 The result is queues for
“free” services,23 which impose substantial costs on health care consumers.
In contrast, Kahn and colleagues, using data from Milliman USA, found
that more than one-third (3.7 percentage points) of the total administrative
costs of commercial health insurance plans in California (9.9 percent of pre-
miums) was attributed to customer service, information systems, and major
clinical activities, such as case management.24 Presumably, these functions
serve to make needed services available in a convenient and timely manner
for health plan members. Thus, simply comparing self-reported costs for
management effort across different types of organizations in different health
systems, and asserting that this is a valid measure of waste, fails to provide
any useful evidence concerning comparative efficiency.

The liability environment in the United States also is frequently cited as
a potential contributor to excessive health spending.25 Kessler and McClel-
lan conclude that various forms of tort reform enacted from 1984 to 1990
reduced the costs of health care without any discernable impact on patient
outcomes.26 Thus, a relatively tort-friendly legal environment seems to
induce physicians to provide excessive care (practice “defensive medicine”)
in the hope that doing so will reduce their liability exposure. By one esti-
mate, tort reform could reduce total medical care expenditures in the United
States by 5–9 percent per year, or $70 billion to $140 billion in 2003.27

Other studies find a less dramatic effect of liability on health care costs.
Anderson and colleagues conclude that medical liability claims paid per
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capita are only modestly higher in the United States than in other high-
income developed countries.28 Morrisey, Kilgore, and Nelson find modest
effects of tort reform on employer health insurance premiums, which pre-
sumably reflect the impact of reforms on both liability insurance rates and
the liability-induced provision of excess service.29 Measuring the cost
impact of defensive medicine is inherently problematic,30 but, based on the
available evidence, it would be difficult to conclude with any reasonable
degree of certainty that the liability environment is a major contributor to
differentially higher health spending in the United States. Nonetheless, it
seems clear that effective tort reform would reduce spending on health care
at least modestly, and might be socially beneficial for other reasons.31

Although the level of health spending in the United States is consis-
tently higher than in any other OECD country, the rate of growth in spend-
ing here has not been markedly greater than in other high-income
countries. As illustrated in figure 1-4, many other health systems have expe-
rienced growth in spending similar to that observed in the United States.
This similarity exists despite the higher rate of growth in GDP in the United
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FIGURE 1-4
GROWTH IN HEALTH SPENDING PER CAPITA (PPP$), 

SELECTED OECD COUNTRIES, 1980–99

SOURCE: Organization for Economic Cooperation and Development (2003).
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States, and despite the administered pricing, centralized global budgeting,
access restrictions, and other cost-control measures often employed in
other systems. The surprisingly similar trend in expenditure growth is most
likely attributable to common trends across developed countries, such as
aging of the population. Whatever the defects of the U.S. system, if they
contribute to an unusually high level of spending, they cannot also be said
to contribute to unusually high rates of growth in spending. 

Health Outcomes

Given that the United States spends more on health care than other devel-
oped countries, it might be reasonable to expect its health care system to
produce outcomes superior to those of systems spending less. A common
theme among those expounding on mediocre U.S. health outcomes relates
to the fair-to-middling values for the United States among several broad,
population-level measures of health, relative to other high-income devel-
oped countries. The most commonly used measures are life expectancy or
healthy (quality-adjusted) life expectancy at birth or specific ages, and
infant or child mortality rates (see examples in table 1-1). Taken at face
value, these data provide very little indication that higher health spending
translates into better health outcomes in the United States. This result gen-
erally is interpreted as further evidence that much of the additional health
expenditure in the United States is wasted—that is, not spent on something
that creates value as measured by these common indicators.

These population-health outcomes data for the United States clearly
leave much to be desired. The abnormally high child mortality rate (par-
ticularly among blacks) in so wealthy a nation is especially disconcerting.
Population-health metrics such as life expectancy at birth and child mortal-
ity, however, reflect a complex combination of population characteristics
and social, economic, or cultural conditions, in addition to health systems
characteristics. The latter obviously can have an impact on child mortality
or life expectancy at birth by affecting care received by pregnant women
and children or the prevention and treatment of disease in adults. However,
other conditions beyond the purview of the health care system per se can
also have a profound impact on child mortality or life expectancy. As a
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result, broad population-health metrics may not be sufficiently sensitive to
differences in health-systems characteristics to serve as a meaningful meas-
ure of health-systems performance.

Definitional issues also can complicate cross-national comparisons of
population-health metrics. For example, measures of child mortality can be
sensitive to the definition of a live birth. A premature birth resulting in a
nearly instantaneous death may be classified as a live birth and infant death
in some countries (such as the United States), but as a fetal death in others.
This definitional distinction affects measures of the oft-cited infant mortal-
ity rate, because a fetal death is absent from both the numerator and
denominator of the infant mortality rate. An alternative health metric that
(partially) avoids this definitional issue is perinatal mortality, where late fetal
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TABLE 1-1
COMPARISON OF GENERAL POPULATION HEALTH METRICS,

UNITED STATES AND SELECTED DEVELOPED COUNTRIES, 2001

Child  Healthy Life Healthy Life  
Mortality Expectancy Expectancy 
(Age ≤ 5)1 (Birth)1 (Age 60)1

United States 9 (7) 66 (69) 15 (17)

White 7 (6) 67 (69)2 15 (17)2

Black 16 (13) 61 (65)2 14 (16)2

Australia 7 (5) 70 (73) 16 (19)

Canada 6 (5) 68 (71) 15 (18)

Denmark 6 (5) 69 (71) 16 (17)

France 5 (4) 69 (74) 16 (19)

Germany 5 (4) 68 (72) 15 (18)

Italy 6 (5) 69 (73) 16 (18)

Japan 5 (4) 71 (76) 17 (21)

Sweden 4 (3) 70 (73) 17 (19)

Switzerland 6 (5) 71 (74) 17 (20)

United Kingdom 7 (6) 68 (71) 15 (17)

SOURCES: World Health Organization (2004); U.S. Department of Health and Human Services
(2004), race-specific data. 
NOTES: 1. Male (female). 2. Imputed from ratio of total to race-specific life expectancy in years. 



deaths are combined with early (neonatal) infant deaths. As shown in table
1-2, although the United States still underperforms relative to many other
developed countries in perinatal mortality, the differences in the perinatal
mortality rate here and in these other countries are considerably smaller
than the differences in child mortality rates, at least for the overall popula-
tion and among whites. However, the apparent underperformance remains
pronounced among African Americans. 

The abnormally high child mortality rate obviously contributes to the
abnormally low life expectancy at birth in the United States. But death rates
among adolescents and youth can also have a dramatic impact on estimated
life expectancy. In that light, it is important to note that some specific cul-
tural aspects of American society largely outside the purview of the health
care system contribute to rates of death from injury, both unintentional
(accidents) and intentional (homicide and suicide). Rates of death from
injury are usually high in the United States compared to other developed
countries, which affects the apparent underperformance of the U.S. health
system (as measured by life expectancy at birth), because deaths from
injury disproportionately affect adolescents and young adults.
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TABLE 1-2
COMPARISON OF PERINATAL MORTALITY RATES,

UNITED STATES AND SELECTED DEVELOPED COUNTRIES, 2001

Perinatal Mortality1

United States 7.2

White 6.2

Black 13.1

Canada 6.7

Germany 6.8

Japan 7.0

Sweden 6.5

United Kingdom 7.9

SOURCES: OECD (2003); U.S. Department of Health and Human Services (2004). 
NOTE: 1. (Fetal Deaths + Neonatal Deaths)/[(Live Births + Fetal Deaths)/1000].



According to data from the World Health Organization, the death rate
from transport accidents (motor vehicle or common carrier) in the United
States is about three times higher than the rate in Sweden or the United
Kingdom, and one and a half to two times higher than in Australia, Canada,
Denmark, Germany, or Japan (table 1-3). In the United States, uninten-
tional injury was the fifth leading cause of death in the year 2000 overall,
but was the leading cause of death among individuals between the ages of
one and thirty-four, and was the second and third most common cause of
death among individuals between the ages of thirty-five and forty-four and
forty-five and fifty-four, respectively.32 By contrast, among individuals
sixty-five years of age and over, unintentional injury was the ninth leading
cause of death. The unusually high death rates from unintentional injury
among young Americans reduce the estimated life expectancy at birth for
the United States, but they do not necessarily signal a deficiency in the U.S.
health care system. 

Although homicide is a much less common cause of death than unin-
tentional injury in the United States, the difference between the U.S. homi-
cide rate and that observed in other developed nations is nothing less than
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TABLE 1-3
COMPARISON OF HEALTH OUTCOMES RELATIVELY INSENSITIVE

TO HEALTH CARE SYSTEM CHARACTERISTICS, 2000

Homicide Transport

United States 7.3 15.3

White 3.2 n/a

Black 26.1 n/a

Canada 1.4 9.3

Germany 0.9 10.1

Japan 0.6 8.3

Sweden 1.2 4.9

United Kingdom 0.7 6.0

SOURCES: World Health Organization (2004); U.S. Department of Health and Human Services (2002a).
NOTE: Death rate per 1,000.



astounding. According to WHO data, the U.S. rate is ten to twelve times
greater than that of Japan or the United Kingdom, eight times greater than
in France or Germany, and five to six times greater than in Australia,
Canada, Denmark, Italy, or Sweden (table 1-3). This difference is even more
dramatic if race-specific rates are examined. In 1998, among non-Hispanic
whites, the homicide rate (per 100,000 population) was 3.2, as compared
to 26.1 for non-Hispanic blacks and 9.9 for Hispanics.33 Indeed, homicide
was the leading cause of death among black males fifteen to thirty-four years
of age in 2000.34 Whatever societal ills contribute to the unusually high
homicide rate in the United States, the health care system per se has little
impact on it.35

Most deaths from unintentional or intentional injury (especially homi-
cide) occur before the age of sixty. Thus, crossnational comparisons of
healthy life expectancy at birth are related to differential death rates from
injury, because estimates of life expectancy at birth are constructed from
hypothetical cohorts based on contemporaneous mortality rates specific to
age groups. To illustrate this point, we used OECD data for the years 1980
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TABLE 1-4
ESTIMATED RELATIONSHIP BETWEEN COUNTRY-LEVEL LIFE EXPECTANCY

AT BIRTH AND FATAL UNINTENTIONAL AND INTENTIONAL INJURY RATES,
OECD COUNTRIES, 1980–99

Parameter Standard 
Variable Estimate Error p-value

Intercept 50.78 1.834 <0.01

Log (GDP per capita) 3.020 0.191 <0.01

Unintentional injury—Transport --0.077 0.010 <0.01

Unintentional injury—Falls --0.137 0.013 <0.01

Intentional injury—Homicide --0.133 0.013 <0.01

Intentional injury—Suicide --0.033 0.011 <0.01

Year dummies Included

Adjusted R-squared 0.79

SOURCE: Estimated using OECD data, 1980–99.



through 1999 to estimate a regression model relating crossnational varia-
tion in life expectancy at birth to variation in injury-death rates. The results
are reported in table 1-4. Obviously, a homicide involving a thirty-year-old
cannot literally affect the life expectancy of an infant, but it can affect esti-
mates of life expectancy at birth constructed from contemporaneous mor-
tality rates specific to age groups. Thus, the associations between the
injury-mortality rates and life expectancy at birth reflect the impact of
injury-death rates on age-specific mortality rates.

The regression estimates reported in table 1-4 can be used to produce
estimates of life expectancy at birth that have been “standardized” by the
mean injury-death rates across all OECD countries for the sample period.
Specifically, for each country (i) in each year (t), a predicted value for life
expectancy at birth is calculated:

EQUATION 1-1

LifeExpit = 50.78 + 3.020 • log(GDPPCit) – 0.077 • [mean(Trans)] 
– 0.137 • [mean(Falls)] – 0.133 • [mean(Homicide)] 
– 0.0326 • [mean(Suicide)] + year-effectsit

In equation 1-1, the term “mean(Trans)” refers to the mean transport injury-
death rate for all OECD countries over 1980–99, and likewise for the other
injury-death rates. The term “year-effects” indicates the presence of a binary
(dummy) variable in the regression model for each year in the sample and
its associated estimated coefficient (not reported).

The standardized estimate of life expectancy at birth is the mean of the
predicted value for each country over the period 1980–99. As shown in
table 1-5, the raw (not standardized) mean life expectancy at birth for the
United States over this period was 75.3 years, compared to 78.7 years for
Japan, 78.0 years for Iceland, and 77.7 years for Sweden. However, after
accounting for the unusually high fatal-injury rates in the United States, the
estimate of standardized life expectancy at birth is 76.9 years, which is
higher than the estimates for any other OECD country.

The differences in estimated standardized life expectancy among most
of the high-income developed countries in table 1-5 are small. Thus, this
exercise merely demonstrates that broad population-health metrics of this
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TABLE 1-5
MEAN LIFE EXPECTANCY AT BIRTH, OECD COUNTRIES, 

ACTUAL AND STANDARDIZED BY OECD MEAN FATAL INJURY RATES, 1980–99

Actual Standardized Ratio 
Mean Mean (Std/Act)

United States 75.3 76.9 1.022

Switzerland 77.6 76.6 0.988

Norway 77.0 76.3 0.991

Canada 77.3 76.2 0.986

Denmark 75.1 76.1 1.014

Germany 75.4 76.1 1.009

Iceland 78.0 76.1 0.975

Sweden 77.7 76.1 0.979

Japan 78.7 76.0 0.967

Australia 76.8 76.0 0.990

France 76.6 76.0 0.992

Belgium 75.7 76.0 1.004

Austria 75.3 76.0 1.008

Netherlands 77.0 75.9 0.987

Italy 76.6 75.8 0.989

United Kingdom 75.6 75.7 1.002

Finland 75.4 75.7 1.005

New Zealand 75.4 75.4 1.000

Czech Republic 72.2 75.1 1.041

Ireland 74.8 75.0 1.002

Spain 77.3 74.9 0.969

Slovak Republic 71.6 74.4 1.040

Greece 77.1 74.4 0.964

Portugal 73.9 74.3 1.006

Hungary 69.7 74.3 1.066

Korea 71.1 73.3 1.030

Poland 71.5 73.2 1.023

Mexico 70.9 72.8 1.028

Turkey 64.4 72.0 1.118

SOURCE: Estimated from OECD data.



sort, after simple adjustments for outcomes essentially unrelated to health-
systems characteristics, are not particularly sensitive to differences in
health-systems characteristics.

In contrast to life expectancy at birth, cross-national comparisons of
healthy life expectancy at age sixty are relatively unaffected by differential
death rates from unintentional injury and homicide. Referring back to table
1-1, the apparent underperformance of the U.S. system is muted substantially,
especially for African-American males, when healthy life expectancy at age
sixty is used as a performance metric. Of course, part of the improvement
may be due to the fact that the United States offers universal health care insur-
ance for persons sixty-five years of age and over in the form of Medicare. To
the extent that economic or racial disparities in access to care contribute to
the low values of the usual population-health metrics in the United States,
this impact would be less pronounced among those sixty-five and over. 

When more specific performance metrics are used that are (at least
potentially) more sensitive to health-systems differences, in many cases the
United States does, indeed, appear to outperform other, less expensive
health systems. Table 1-6 reports age-adjusted five-year survival rates for
several types of cancers. In all cases, the survival rates for the United States
overall exceed those for European nations. Within the United States, survival
rates for whites are higher than those for African Americans. Presumably
this, at least in part, reflects race differences in average socioeconomic status
and access to health care. Even so, survival rates among African Americans
tend to be on a par with the overall survival rates in European nations.

As always, it is important to exercise considerable care in making cross-
national comparisons of specific health outcomes. Such comparisons could
be seriously misleading due to differences in case definitions in other aspects
of measurement across countries. For example, the cancer survival rate esti-
mates reported in table 1-6 adjust for age at diagnosis but do not adjust for
cancer stage at diagnosis. This could result in survivor time bias—those with
cancers detected at an earlier stage would exhibit longer postdiagnosis sur-
vival times, even for cancers that are essentially untreatable.

Survivor time bias, however, should not be a significant concern for
cancers that respond well to treatment if detected early. For such cancers,
early detection makes a substantive contribution to survival time—the
longer survival time associated with early detection thus is not a spurious
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effect of early detection. An example is thyroid cancer. In the United States,
virtually all females with thyroid cancer survive for at least five years. The
lower survival rates for thyroid cancer in European countries suggest some
underperformance in either early detection or postdiagnosis management
in these countries. In contrast, the differences in survivor rates are less pro-
nounced for cancers that are more difficult to treat, such as lung cancers. 

Similar themes are observed in a recent study by the Commonwealth
Fund International Working Group on Quality Indicators, which collected
data on twenty-one health care quality indicators from Australia, Canada,
New Zealand, England, and the United States.36 The measures included
survival rates for nine different diseases and conditions (such as breast can-
cer and ischemic stroke), eight different avoidable events (such as suicide
and hepatitis B), and four process indicators (such as breast cancer screen-
ing rate and influenza vaccination rate for individuals sixty-five years of age
and over). Efforts were made to ensure reasonable comparability across
countries. Among the five countries, the United States ranked either best or
second-best in just over half of the twenty-one categories. It was first or 
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TABLE 1-6
FIVE-YEAR AGE-ADJUSTED CANCER SURVIVAL RATES, 

UNITED STATES1 AND SELECTED EUROPEAN COUNTRIES2

Breast Cervical Colon Lung Prostate Thyroid 
(Female) (Female) (Male) (Male) (Male) (Female)

United States 82.8 69.0 61.7 12.0 81.2 95.9

White 83.9 71.8 62.5 12.0 82.7 95.7

Black 69.2 55.6 52.6 12.0 69.2 93.0

England 66.7 62.6 41.0 7.0 44.3 74.4

Denmark 70.6 64.2 39.2 5.6 41.0 71.7

France 80.3 64.1 51.8 11.5 61.7 81.0

Germany 71.7 64.1 49.6 8.7 67.6 77.0

Italy 76.7 64.0 46.9 8.6 47.4 77.0

Sweden 80.6 68.0 51.8 8.8 64.7 83.7

Switzerland 79.6 67.2 52.3 10.3 71.4 78.0

NOTES: 1. U.S. National Cancer Institute (2003), year of diagnosis 1986–88. 2. International
Agency for Research on Cancer (2003), year of diagnosis 1985–89.



second in three of the nine survival indicators (breast cancer, cervical can-
cer, and leukemia in children ages zero to fifteen), all but one of the eight
avoidable-event indicators, and one of the four process indicators (cervical
cancer screening rate). The authors conclude that “no country scores con-
sistently the best or worst overall, and each country has at least one area
where it could learn from international experience. Each country also has
an area where it could teach others.”37

Differences in population characteristics across countries also con-
tribute to apparent differences in health system performance. Among them
are patterns of health behavior, or “lifestyle.” Traditionally, the United States
has been by far the fattest developed country in the world, though rates of
obesity have been increasing dramatically over the past two decades in sev-
eral high-income developed countries.38 In 2003, according to OECD data,
the U.S. population still was the fattest, with 31 percent of the adult popu-
lation being clinically obese—defined as having body-mass index (BMI)
greater than 30.39 This compares to an obesity rate of 23 percent in the
United Kingdom, 9.4 percent in France, and 3.2 percent in Japan and
Korea. There is abundant evidence that obesity contributes to premature
death and increases U.S. health care costs. McGinnis and Foege conclude
that in the United States obesity is second only to smoking as a contributor
to premature death.40 Sturm finds that total health spending among the
obese (BMI > 30) is 36 percent higher—and pharmaceutical spending 77
percent higher—than among those not obese or overweight (BMI ≤ 25).41

In a regression model using OECD and WHO data, Miller and Frech esti-
mate that a 10 percent decrease in population-level obesity level (for exam-
ple, from the then-OECD mean of 10 percent to 9 percent) increases
disability-adjusted life-expectancy at age sixty by about 0.5 percent (or
about thirty days).42

Other commonly cited lifestyle factors affecting health include tobacco
and alcohol use. These indicators are not as unfavorable for the United
States as obesity. In 2003, according to OECD data, the United States,
Canada, and Sweden had the lowest rates of tobacco use among all OECD
countries, and the United States ranked eleventh in alcohol consumption.
Somewhat surprisingly, however, Miller and Frech found that population-
level rates of tobacco and alcohol use were not statistically associated with
life expectancy after adjusting for per-capita GDP and health spending.43

U.S. HEALTH SYSTEM PERFORMANCE   25



Finally, given the surge in obesity in several high-income countries over the
last twenty years, coupled with a lag between the onset of obesity and its
impact on premature death, one might expect the divergence in life
expectancy at birth and other population-health outcome measures for the
United States and other developed countries to diminish in the future. 

Access to Care

Critics are unanimous in citing the lack of universal access to health care
services or insurance coverage as one of the principal shortcomings of the
U.S. health system, relative to health systems in other high-income devel-
oped countries. Lack of universal access generally is believed to be the most
significant contributor to the underperformance of the U.S. system in terms
of population-health measures. 

The uninsured in the United States have a surprising degree of access
to some types of care.44 Asch and colleagues concluded that, among those
who had at least one visit to a health care provider in the prior year, there
were no differences across four process measures of quality of care between
the uninsured and insured.45 Nonetheless, many studies have found that
those without health insurance tend to use fewer and different types of
health care services than those with insurance, especially for preventive
care. Delays in seeking care or a lack of a usual source of care among the
uninsured can be associated with lower-quality care.46 According to Schoen
and colleagues, the underinsured experience health access problems
remarkably similar to those of the uninsured, including failure to fill pre-
scriptions, forgoing tests and treatment, and forgoing visits to regular doc-
tors and specialists.47 Rising premiums also can result in a larger number of
uninsured as people drop coverage altogether.48

Researchers have devoted considerable effort to analyzing various
aspects of the uninsured in America. According to the Census Bureau, there
were about 46 million Americans without health insurance in 2004.49 How-
ever, such estimates vary depending on who is counting, when, and what
data are used.50 Census estimates based on Current Population Survey (CPS)
data are the most commonly cited. Although they indicate the number of
uninsured has tended to trend upward over time, the percentage of the
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population under age sixty-five without health insurance does not exhibit any
readily recognized trend, as shown in figure 1-5. What is most remarkable
about the percentage of the population under age sixty-five who are unin-
sured in the United States is that it seems to be largely unrelated over time to
variations in the business cycle and general macroeconomic conditions.51

Who are the uninsured, and why are they uninsured? Many are chron-
ically uninsured, meaning they have had no health insurance over a mul-
tiyear period. Many of those who report in cross-sectional surveys that
they are uninsured are not chronically uninsured but are in a transitional
spell without insurance. Most of these transitional spells result from loss of
benefits after a change in jobs or loss of Medicaid eligibility due to changes
in household income; the median duration of these spells is less than
twelve months.52 Data concerning the duration of spells without insurance
yield “half-empty versus half-full” interpretations. On the one hand, the
cross-sectional measure significantly overstates the number of chronically
uninsured individuals. On the other, the usual cross-sectional measure
understates the number of individuals with “unstable” insurance coverage
over time. Moreover, some of the insured have very limited coverage.53
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FIGURE 1-5
UNINSURED POPULATION UNDER AGE 65, 1987–2004

SOURCE: U.S. Bureau of the Census (2005b).
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Individuals who lose health insurance due to job change have the
option to purchase an extension to bridge the spell under the Consolidated
Omnibus Budget Reconciliation Act (COBRA) and the Health Insurance
Portability and Accountability Act (HIPAA). But the purchase of optional
extensions is rare, in part because individuals have to pay the full premium
for an extension of the plan they had while employed—including the por-
tion of the premium previously paid by their employer.54 They cannot
switch to a cheaper policy in response to the higher out-of-pocket pre-
mium. Many states have attempted to reduce spells without insurance for
means-tested public insurance programs (such as Medicaid) by defining a
minimum eligibility duration of twelve months or more, but the cost
impact for state governments often is substantial.55

As shown in figure 1-6, the uninsured are disproportionately young
adults between the ages of eighteen and thirty-four. Most are self-employed,
have jobs in companies with only a few employees, or work only part-time.
Some have existing health conditions that would preclude them from
obtaining insurance in the individual market, but most in this age group are
in good health and should be able to secure private insurance at some pre-
mium. Although any objective definition of the “ability to pay” for health
insurance is problematic, about half of all adults without insurance are in
households whose income exceeds the federal poverty level by 200 percent
or more, and about 20 percent are in households whose income exceeds the
poverty level by 400 percent or more.56

The reason most often given in surveys for not purchasing health insur-
ance is that it is “too expensive.”57 But the meaning of this response is
unclear; individuals who are young or perceive themselves to be at low risk
may view insurance at prevailing premiums as a poor value, even if they
have the financial means to pay. In this sense, some of the uninsured
“choose” to be uninsured.58 State regulations that require insurers to cover
numerous types of services may exacerbate the problem. As will be dis-
cussed in more detail in chapter 4, these regulations, in effect, prohibit low-
cost “bare-bones” or catastrophic health insurance policies.59 But even when
regulations permit bare-bones policies, traditionally they have not fared well
in individual or small-group markets. This is beginning to change, as insur-
ers are more actively marketing new low-cost policies with benefits designed
to address the perceptions of low value among the healthy uninsured.60
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One clear trend in recent years has been a reduction in the percentage
of children under age eighteen without health insurance (figure 1-6), pri-
marily due to expansions in Medicaid coverage for children in low-income
households. Another component of the uninsured population, however,
consists of individuals who are eligible but not enrolled in Medicaid.61 Such
individuals may not be aware that they are eligible for Medicaid (especially
those covered by recent expansions), or they may choose not to enroll, due
to social stigma or other factors. 

Finally, some of the people reporting in surveys that they have no health
insurance do, in fact, have insurance. An estimated 10–20 percent of those
counted as uninsured in the Census Bureau’s analysis of CPS data had some
form of insurance.62 Many of these individuals were covered by Medicaid—
they either forgot that they were covered or preferred not to report Medic-
aid coverage when responding to the survey. For instance, Klerman and
colleagues found that Medi-Cal coverage was not reported in CPS for about
30 percent of recipients.63 According to the Congressional Research Ser-
vice, the most commonly cited estimates of the number of uninsured
derived from CPS data reflect an undercount of individuals with Medicaid
coverage of at least 10 million.64
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FIGURE 1-6
UNINSURED POPULATION BY AGE, 1987–2004

SOURCE: U.S. Bureau of the Census (2005b).
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Whether the number of uninsured in the United States is 30 million or
45 million, or whether the cause of uninsurance is a lack of information
about eligibility or a lack of affordable private insurance among those with
sufficient means to purchase it, there is near-unanimous agreement that the
problem of the uninsured is the most significant shortcoming of the U.S.
health system. There is no consensus, however, regarding the most appro-
priate solution for the problem, in part because the heterogeneous charac-
teristics of the uninsured imply no simple “one size fits all” policy reforms.

In contrast to the United States, the impact of lack of insurance on access
to care is largely a moot issue in other developed countries due to the pres-
ence of some form of universal health care or health insurance coverage.
Individuals in these countries cannot be denied coverage or choose to be
uninsured. However, access to health care services in these systems is lim-
ited by the availability of physicians, equipment, supplies, and spending
caps, as well as policies concerning necessary or appropriate care. Few make
use of financial incentives to control use, such as individual deductibles or
coinsurance. The lack of price-rationing and the often limited availability of
specialized personnel or equipment result in ubiquitous queues for many
types of services in many systems, some of which are exceptionally long, at
least by U.S. norms. For example, the mean waiting time for a magnetic res-
onance imaging (MRI) of the head in Canada in 1997 was one hundred fifty
days, compared to three days in the United States.65 Schoen and colleagues
report that among sicker adults, 8 percent had to wait four months or more
for nonemergency surgery in the United States, compared to 33 percent in
Canada and 41 percent in the United Kingdom. Similarly, in the United
States, 23 percent had to wait more than four weeks for an appointment with
a specialist, compared to 57 percent in Canada and 60 percent in the United
Kingdom.66 Blendon and colleagues report similar findings for hospitaliza-
tions for elective surgery in the same five countries. The percentage of sur-
vey respondents reporting waiting times of four months or more for elective
surgery ranged from 23 percent (Australia) to 38 percent (United Kingdom),
compared to only 5 percent in the United States.67

Mechanisms for managing queues vary across health systems and by
type of service. In some cases, no explicit criteria are used to prioritize indi-
vidual patients in the queue, while in others, clinical criteria are used in an
attempt to place those with a more immediate need for service closer to the
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front of the queue.68 The latter approach often is hampered by a lack of
consensus among experts concerning specific clinical criteria for prioritiza-
tion,69 but even in the absence of explicit criteria, in practice those patients
with at least some characteristics suggestive of more proximate need tend
to be assigned higher priority.70 Nonetheless, an individual’s placement in
the queue is also to a degree influenced by nonclinical factors, such as non-
clinical patient characteristics, characteristics of the referring physician or
facility, or geographic location.71

Although deaths attributable to delays in treatment are rare, studies report
high levels of anxiety among patients about perceived mortality risk during
long delays.72 For many, delays in treatment also delay the alleviation of
symptoms, such as angina, osteoarthritis pain, or impaired vision. One study
of patients’ willingness to pay to reduce waiting time for cataract surgery to
less than a month reported estimates of $128 in Canada, $160 in Denmark,
and $243 in Spain (all in 1992 U.S. dollars).73 In many of these countries,
individuals with the means to do so can bypass queues by purchasing serv-
ices from private providers (sometimes located in different countries). 

A few countries explicitly prohibit the private provision of health care
services. One used to be Canada, where private provision of services offered
by the publicly funded Canadian health system (called Medicare) was not
permitted. However, a recent decision of the Supreme Court of Canada
overruled this prohibition. The majority opinion concluded that “access to
a waiting list is not access to health care.”74 The majority opinion also noted
the “unchallenged evidence that in some serious cases, patients can die as a
result of waiting lists for public health care.” The minority opinion coun-
tered that long waiting times were essential to help ration scarce resources,
given that funds are limited while the demand for health care is not. 

Providing “equally limited access for all” (instead of highly unequal
access as in the United States) generally is presumed to be a key contribu-
tor to the superior population-health measures for non-U.S. health systems.
Americans with health insurance who are accustomed to relatively unfet-
tered access to care undoubtedly would chafe at the kinds of access restric-
tions that are routine in many other developed nations. Yet expanding the
same sort of unfettered access to care currently enjoyed by the well-insured
to the uninsured, with access unrestricted by queues or by price, almost
certainly is not feasible, at least not at an acceptable cost.
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Concluding Remarks

There is something of a consensus that improving access to care for the cur-
rently uninsured is a critical area for reform in the U.S. system. But there is
no consensus about how to improve access; proposed solutions span the
spectrum of administrative controls versus market incentives, from a single-
payer government insurance system to mandated employer health benefits
to consumer-directed, defined-contribution health spending accounts.

As noted, proponents of sweeping reforms often point to health systems
in other developed nations as models to be emulated. However, as argued
in this chapter, comparison countries have many shortcomings, and it is not
at all clear whether the benefits of centralized control would offset the costs
of a centralized system, were it to be implemented in the United States.
Most health systems in other developed nations face unsustainable growth
in spending and, in some cases, increasingly intolerable lapses in functional
access. The same dynamic forces of population demographics and techno-
logical advances apply in these systems as well. 

For health care consumers in the United States who have coverage,
insurance provides a shield from the costs of the services they demand. This
limited cost-sharing often results in excessive utilization of services. But
even this limited cost-sharing is much greater than in the health systems of
other developed nations, which typically entail little or no cost-sharing. As
a result, global budget caps or other means of rationing access traditionally
have been used. Indeed, health system reforms in these countries often
entail decentralization of budgeting authority, or increasing reliance on
patient cost-sharing, or incentive-based contracting with providers as a
means of controlling expenditure growth.

Some effective means of addressing moral hazard is an essential element
of any U.S. health system reform intending to create something close to 
universal health insurance coverage. There really are only two ways to
accomplish this goal. One is effectively to limit access to care through admin-
istrative means, and the other is to use price incentives to discourage use of
unnecessary care. We suggest that the latter approach is more compatible
with prevailing preferences in the United States, and ultimately more likely
to be successful as well.

32 THE BUSINESS OF HEALTH



33

2

Is Profit-Seeking Inappropriate 
in Health Care?

The most pernicious doctrine in health services research, the greatest
impediment to clear thought and successful action, is that health care is
different. 

—James C. Robinson1

The belief that health care is different and therefore is (or should be)
immune to factors that commonly affect the production or consumption of
“mere commodities in exchange” has a long tradition and is deeply
engrained among many health services and health policy researchers.2 This
self-evident “differentness” translates into a number of specific hypotheses
about the unique consequences of market forces in the health care setting—
market forces such as competition, entrepreneurialism, and price-rationing.
In general, the differentness belief holds that, while such market forces
might indeed work to improve consumer welfare in markets for some types
of products, such as personal computers or household appliances, these
same market forces often will harm consumers of health care. Thus, given
the differentness of health care, the null hypothesis is that competition
among health service providers degrades quality and increases costs, that
profit-seeking entrepreneurs enhance profits by foisting inferior services on
consumers, and that price-rationing is ineffective in allocating goods and
services to those who value use the most.

The differentness belief is founded on two basic observations about
health care. The first is that health care is essential to life. This is true
enough, though it would be more accurate to state that in some circum-
stances health care can be essential. For example, health care is indeed



essential for some types of acute conditions, such as trauma care following
a serious injury. And, over time, health care for more chronic conditions can
significantly extend or improve life. But much of what is termed health care
is not “essential,” in the sense that consumption (or lack of it) will have lit-
tle or no permanent impact on health over the short term. 

Even if most health care consumption is considered essential, as Robin-
son notes, food and shelter are even more essential to life, yet one does not
observe policymakers fretting over the adverse impact of an excess capacity
of grocery stores, or the potential for profit-seeking homebuilders to pro-
duce housing of inferior quality.3 Or, rather, it probably would be accurate
to observe that the degree of concern expressed generally is less pro-
nounced, and focused on different alleged adverse effects. For example,
policymakers often do fret about entry by a “super” Wal-Mart crushing
small local grocery retailers, but the concerns generally relate to community
aesthetics—even the harshest critics acknowledge that one result of such
entry would be lower prices for consumers.4 Clearly, essentiality cannot in
and of itself support the differentness of health care.

Instead, the differentness belief rests on the combination of the essen-
tiality assumption with a second and more salient observation about health
care—that it is a complex good with a value that often is unknown to the
consumer.5 In general, whether or not a particular treatment, such as a sur-
gical procedure or the use of a particular drug, will be beneficial to a par-
ticular individual depends on a number of factors. These include the
clinical features of the consumer, the appropriateness of the surgical service
or product as a treatment for the clinical condition, the quality of treatment,
and the extent of risk associated with variance in treatment outcomes (cure
versus serious adverse effects) when treatment is performed appropriately.
All of these factors make it difficult for the consumer to assess the value of
the treatment. The health care professional presumably is in a better posi-
tion to assess the value of treatment than the potential patient. The concern
is that providers of health care services might exploit this “informational
asymmetry” between themselves and patients for personal gain, to the detri-
ment of patients.

In a now-classic paper, Kenneth Arrow posited that some specific fea-
tures of the health care sector might be attributable to asymmetric infor-
mation between consumers and producers of health care services.6
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Profit-seeking producers of services could enhance profits by exploiting the
relative ignorance of consumers (presuming this tendency to exploit igno-
rance could remain undetected by the consumer). Thus, consumers might
be less concerned about exploitation when obtaining services from not-for-
profit producers (presuming not-for-profit producers are less focused on
earning profits than for-profit producers). Likewise, professional ethics for-
bidding specific types of practice activities could serve to moderate any ten-
dency among physicians and other health care professionals to exploit
patient ignorance for personal gain. 

But this begs the question: If consumers would be more likely to trust
not-for-profit producers not to exploit their ignorance, why would the 
hospital-services sector have been dominated by not-for-profit organiza-
tions, while most nursing homes and virtually all physician practices were
for-profit (or “for-net-income”)? An equally plausible explanation for tradi-
tional dominance of not-for-profit hospitals is based on the historical devel-
opment of hospitals. At the time hospitals bearing any resemblance to
modern hospitals began to appear, most operated as not-for-profit organi-
zations for a very simple reason—few people using hospital services were
able to pay for them.7 Those with financial resources or able family mem-
bers typically were cared for at home, even when severely ill. 

However, as medical science progressed, some types of useful services
could be produced in hospitals more effectively than at home. Those who
were able to pay were now also willing to pay for hospital care. Thus, it
began to become possible to make a profit producing hospital care. The
potential for profit in producing hospital services continued to grow with
the expansion of employer-sponsored health insurance during and after
World War II. In 1946, the federal Hospital Survey and Construction Act,
better know as the Hill-Burton Act, funded a nationwide hospital-building
program “to assist the several States in the carrying out of their programs
for the construction and modernization of such public or other nonprofit
community hospitals and other medical facilities as may be necessary, in
conjunction with existing facilities, to furnish adequate hospital, clinic, or
similar services to all their people.”8

As new hospitals developed in the postwar period, they tended to oper-
ate as tax-exempt organizations, perhaps because of the not-for-profit 
hospital tradition, or because of the availability of Hill-Burton funds; or 
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perhaps because physicians found not-for-profit hospitals to be more com-
pliant with their wishes for resource availability,9 or simply because some
states prohibited entry by for-profit hospitals. 

For-profit hospitals began to become more common after the imple-
mentation of Medicare and Medicaid programs, which provided (then)
relatively generous government payment for hospital services consumed
by the elderly (Medicare) and the very poor (Medicaid). Since many of the
elderly and poor were previously uninsured, these programs substantially
reduced exposure to potential uncompensated care, thereby reducing
financial risk for for-profit entrants. Not surprisingly, for the most part, 
for-profit hospitals entered markets in states experiencing high rates of
population growth, where state-level regulations did not present insur-
mountable barriers to entry. 

The trust argument for tax-exempt hospitals is based on the assumption
that they are less likely to exploit consumers to enhance profits. However,
current evidence calls into question whether there is a “dime’s worth” of dif-
ference in cost efficiency or quality of care between tax-exempt and for-
profit hospitals.10 Mergers between tax-exempt hospitals produce the same
types of postmerger effects as those between for-profit hospitals.11

There is some evidence that for-profit hospitals are somewhat more
aggressive in pursuing new profit opportunities than tax-exempt hospi-
tals.12 Mobley and Bradford argue that some of these apparent differences
are attributable to the endogeneity of ownership form for entry and loca-
tion choice.13 But even if tax-exempt hospitals are less aggressive in pursu-
ing potentially profitable ventures, the practical meaning of this finding is
ambiguous—does it mean that for-profit hospitals are too entrepreneurial,
or does it simply reflect managerial lethargy within tax-exempt hospitals?

In recent years, the fundamental basis for the tax-exempt status of not-
for-profit hospitals has been questioned.14 What social needs do not-for-
profit hospitals fulfill to warrant their tax-exempt status? The most obvious
answer is the provision of care to the uninsured or those otherwise unable
to pay. Many private not-for-profit hospitals do, indeed, provide substantial
charity care and must rely on significant contributions from donors to
remain financially solvent. However, many other tax-exempt hospitals pro-
vide minimal charity care. In aggregate, the level of charity care provided
by tax-exempt hospitals is approximately equal to the tax payments 
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they avoid by virtue of their tax-exempt status.15 Moreover, tax-exempt 
hospitals have been sued for charging higher prices to uninsured individ-
uals who lack the pre-negotiated discounts common in contracts with com-
mercial insurance payers.16 Finally, the extent of charity care provision
clearly is not strongly correlated with the size of the uninsured population,
as illustrated in figure 2-1.

Impact of Competition

Another implication of the differentness belief is that competition in health
care often will result in adverse effects for health care consumers, both in
terms of increasing costs and degrading quality. The notion that competi-
tion among hospitals increases costs usually is based on some variant of the
“medical arms race” hypothesis.17 Under this hypothesis, hospitals com-
peted by continuously acquiring the latest new technology (CT scanners
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FIGURE 2-1
TRENDS IN UNINSURED POPULATION AND

HOSPITAL UNCOMPENSATED CARE, 1991–2003

SOURCE: Adapted from Weissman (2005).

Uninsured (< Age 65)

Uncompensated care

1991         1993         1995          1997         1999         2001         2003

18

17

16

15

14

13

12

11

8

7.5

7

6.5

6

5.5

5

4.5

4

U
n

co
m

p
re

n
sa

te
d

 C
ar

e 
(%

)

U
n

in
su

re
d

 (
%

)

Year



and MRIs were common examples) or expanding service offerings. This
would help the hospital to project an image of higher quality than its com-
petitor. Unfortunately, the competitor would also acquire the new technol-
ogy, setting in motion a vicious cycle of new and costly capacity expansions
among competing hospitals.

The medical arms race, to the extent it occurred following the imple-
mentation of Medicare, was most directly a consequence of the original
Medicare payment method for hospital services, based on reimbursement
for hospital costs, coupled with an increasing prevalence of private hospi-
tal insurance with fee-based payment. The impact of the correspondingly
limited price-sensitivity among buyers was exacerbated by the tax-exempt
status of hospitals, also predominant at the time, which required hospital
profits to be reinvested (for example, in new ventures). Nonetheless, the
solution policymakers selected to address this perceived problem was 
certificate-of-need (CON) programs. CON refers to a process through which
a state regulates overall hospital capacity and offerings of specific hospital
services within the state. Hospitals hoping to enter a market or offer a new
service must demonstrate a justifiable need for the new capacity, to the sat-
isfaction of the regulators, before being allowed to proceed.

The federal Health Planning Act of 1974, through a combination of
incentives and penalties, for all intents and purposes required states to
adopt CON programs. Federal funding for state health planning agencies
was eliminated in 1982, and the federal health planning law itself was
repealed in 1986 after Medicare cost-based payment was eliminated in
favor of the current prospective payment system. Several states, primarily
those experiencing high rates of population growth, repealed their CON
programs in the 1980s, but they remain in effect in a majority of states. 

There have been numerous studies of the impact of CON over the last
three decades, focused on early adopters,18 long-term effects,19 and the
impact of CON repeal.20 In a recent review of the literature on CON,
Conover and Sloan conclude that, “unlike many areas of research in health
policy, research into CON effects on acute care costs provides a rather clear
answer. CON has not succeeded in cost containment.”21 Indeed, the bulk
of the literature indicates that CON increases costs.22 In a similar vein,
according to a recent study of health care markets by the Federal Trade
Commission and the Department of Justice, “On balance, CON programs
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are not successful in containing costs, and . . . they pose serious anticom-
petitive risks that usually outweigh their purported economic benefits.”23

Given its ineffectiveness at controlling health care costs, a more recent
rationale for CON is that it may improve quality for some specific types of
services by concentrating service provision in a limited number of facilities,
thereby increasing the number of patients treated at high-volume facilities.
This hypothesis is based on evidence that hospitals with higher volumes of
specific services have outcomes superior to low-volume hospitals.24

Indeed, a recent study found an association between CON and better out-
comes for coronary artery bypass graft (CABG) surgery.25 If CON can
indeed improve quality for specialized services, would that justify using it
to limit entry? Probably not. Just as CON was an extremely indirect and
ultimately ineffective mechanism to address the underlying causes for the
medical arms race, it is an unacceptably blunt instrument for quality
enhancement in a sector as innovative and dynamic as health care. 

A fundamental problem with CON is that it awards a property right—
a monopoly franchise—to the recipient, often in perpetuity. The resulting
rent-seeking behavior on the part of incumbents is as predictable as it is 
pervasive.26 CON ossifies market structure and stifles innovation. If the state
concludes that a regulatory limit on the number of hospitals offering cardiac
surgery or other specific services is needed to assure an ongoing volume of
services sufficient to maintain quality, a system of contestable franchises
would at least be an improvement over CON. Another superior alternative
would be periodic licensure (and relicensure) of these special-service units
based on volume and other quality assurance considerations.

However, such regulation may not be needed at all. California is one of
several states that repealed CON regulation after federal funding of state
health planning activities was eliminated early in the Reagan administra-
tion. A recent study tracked entry and exit for CABG providers in Califor-
nia over the period 1984–94.27 At the beginning of this period, the
principal factor driving entry was a healthy return on investment resulting
from generous payment from Medicare and other payers (with the excep-
tion of Health Maintenance Organizations [HMOs] and Medicaid). By the
end of the period, declining Medicare payments and increasing price com-
petition for contracts with other payers caused the return on investment to
decline substantially. 
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Payers also have made note of the relationship between volume and
outcomes. The Leapfrog Group for Patient Safety, founded by the Business
Roundtable with support from the Robert Wood Johnson Foundation, has
developed a set of guidelines for large employers as purchasers of health
care services.28 Among other things, these guidelines encourage payers to
develop selective contracts for specific procedures with hospitals that pro-
duce a sufficient volume of the procedure to ensure adequate quality. The
use of selective contracting to channel patients to high-volume procedures,
if pervasive, would provide a powerful disincentive for entry by providers
unlikely to attain target procedure volumes. 

Both the robust price competition observed in California and the qual-
ity competition envisioned by the Leapfrog Group rely on the ability of pay-
ers to engage in selective contracting with providers. However, at least
thirteen states have enacted “any willing provider” laws for hospitals.29

These laws prohibit selective contracting for some types of insurers, and
thus, at least in theory, limit the ability of payers to negotiate lower prices
or exclude “low-quality” providers from provider panels. Recently, in Ken-
tucky Association of Health Plans v. Miller, the U.S. Supreme Court rejected
an attempt by payers to use the Employee Retirement Income Security Act
(ERISA) to challenge the laws.30 This decision may encourage more states
to enact such laws.

Profit-Seeking and Product Quality

There is an extensive literature on the relationship among internal property
rights, ownership form, and internal incentives for efficiency.31 In contrast to
for-profit organizations, in tax-exempt (or governmental) organizations, the
ownership of the “residuals” (that is, rents or profits) produced by the organi-
zation is poorly defined. This lack of clearly defined residual claimants, at
least in theory, mutes the incentive to improve product quality, enhance pro-
ductive efficiency, or take any other action to enhance long-term profitability. 

To illustrate the difference, suppose a manager in an organization comes
up with an idea to increase revenues or decrease costs. In a for-profit organi-
zation, the manager would, in most cases, be rewarded, either with a sub-
stantial bonus or through appreciation in the value of his or her holdings of
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company stock. The same incentive would not be present for a manager in
a tax-exempt organization, because tax-exempt organizations are precluded
from distributing profits to owners according to their share of investment
(because they lack ownership shares), and because they also are limited in
their ability to distribute profit-sharing bonuses to employees. Similarly, a
manager in a governmental organization who found a way to reduce costs,
thereby producing a budget surplus, in all likelihood would be “rewarded”
by having his or her departmental budget allocation reduced in the next
budget cycle.

The theoretical implications of property rights within organizations of
different ownership forms have been evaluated empirically across a wide
array of industries.32 Generally, these studies concluded that for-profit firms
exhibit greater economic efficiency than not-for-profit or governmental
organizations in many industries and similar efficiency in others (such as
hospital-service production). Likewise, for-profit firms tend to be more
innovative and focused on customer satisfaction in most industries, though
less consistently so in the provision of health services. But the most impor-
tant finding is that these differences in performance consistently are smaller
in market areas where competition between for-profit and not-for-profit
organizations is more pronounced.

There is substantial evidence that the quality of care generally improves
with competition among hospitals. Looking at the impact of competition on
costs and outcomes of hospital cardiac care, Kessler and McClellan conclude
that “competition led both to substantially lower costs and significantly lower
rates of adverse outcomes.”33 In a related study, the same authors found that
a “higher market density of for-profit hospitals results in significantly lower
hospital expenditures for [acute myocardial infarction] patients, with no con-
sequential impact on their mortality or cardiac health.”34 Similarly, Kessler
and Geppert found that competition improved the matching of resource uti-
lization to patient acuity level, such that patients received levels of service that
were more appropriate given the severity or complexity of their cases.35

Specifically, patients with greater acuity received more resources and had bet-
ter outcomes when treated in hospitals in competitive market areas relative to
those treated in less competitive market areas. Patients with lower acuity in
more competitive market areas received fewer resources but had outcomes
similar to those treated in less competitive market areas.

IS PROFIT-SEEKING INAPPROPRIATE IN HEALTH CARE?   41



Santerre and Vernon confirm that competition from for-profit hospitals
induces greater productive efficiency in tax-exempt hospitals. As a result,
“Too many not-for-profit and governmental hospitals may exist in the typ-
ical market area . . . [and] more quality of care per dollar might be obtained
by attracting a greater percentage of for-profit hospitals into some market
areas.”36 In a somewhat similar vein, Grabowski and Hirth conclude that
competition from tax-exempt nursing homes induces quality improvement
among for-profit nursing homes.37 Thus, competition between for-profit
and tax-exempt organizations may mitigate potentially adverse effects of
either ownership form in isolation; the reduced temptation to exploit con-
sumer ignorance among tax-exempt providers (because they have less to
gain from doing so) may spill over onto for-profit providers, and the greater
incentive for productive efficiency among for-profit firms may spill over
onto tax-exempt firms. The essential point, however, is that in both cases
the optimal mix includes at least some for-profit providers.

In many cases, however, the diminished managerial incentive to pursue
profits in tax-exempt organizations may not result in a higher quality of
care. A case in point is dialysis treatment for patients with end-stage renal
disease (ESRD). A recent meta-analysis concludes that outcomes of treat-
ment were systematically worse among for-profit as compared to tax-
exempt dialysis centers. Indeed, the authors go so far as to conclude that
2,500 dialysis deaths could be avoided annually if all dialysis treatment
were provided at tax-exempt centers.38 The authors attribute the seemingly
superior outcomes to higher resource utilization (and costs) at tax-exempt
centers. Thus, the implication is that the quest for profits causes for-profit
providers to “skimp” on resources needed to provide high-quality care,
resulting in a higher mortality rate among those treated at for-profit centers.

An important limitation across the studies included in the meta-analysis
is that they assumed any differences in the pattern of patients treated across
dialysis centers of different ownership types could be accounted for using a
few patient characteristics for risk-adjustment across treatment sites. This
approach requires an assumption that any other factors that might affect out-
comes are the same across sites. However, due to historical patterns of devel-
opment and differences in state-level regulation, the prevalence of
tax-exempt and for-profit dialysis centers varies considerably across states—
states with very different population characteristics and ESRD death rates. 
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Further, there is considerable variation in relative distance to for-profit
or tax-exempt dialysis centers among patients. Brooks and colleagues use
differential distance as an instrumental variable (IV) for the patient’s choice
of dialysis center. The basic concept is that patients who are otherwise sim-
ilar (in terms of disease severity or other individual characteristics that may
affect mortality risk) would tend to be more likely to use a for-profit center
if it is relatively closer than a tax-exempt center, and vice versa. Thus, rela-
tive distance maps into “quasi-random” variation in use of different types of
dialysis centers among clinically similar patients. Using this IV model,
Brooks and colleagues find no differences in outcomes between for-profit
and tax-exempt dialysis centers. They conclude that “lower resource use at
for-profit dialysis centers did not jeopardize the survival of new elderly
ESRD patients and policies designed to reduce the number of for-profit
dialysis centers may increase costs without increasing patient survival.”39 

Market versus Nonmarket Organization: 
A Comment on Single-Payer Initiatives

In the previous chapter, the U.S. health care system was compared to the
systems of other developed countries, many of which maintain some form
of universal access to health care services. Comprehensive systems, such as
government-administered, single-payer plans, have been largely kept off
the table of feasible reform alternatives in the U.S.40 In California—long 
the breeding ground for innovations in health care management and
organization—a proposal to create a large-scale, comprehensive, single-
payer government health system—much like those created in Canada and
Great Britain—has surfaced in the form of Senate Bill 840 (SB 840). The
California proposal promises to extend health care coverage to all Califor-
nia residents, administered and funded centrally through state government.

The foremost nominal objective of the proposal—to extend coverage to
all41—is laudable, for many of the reasons discussed in chapter 1. However,
all health care reform proposals are associated with tradeoffs—incentives
versus access, innovation versus stability, and adaptation versus control.
These tradeoffs are complex and interrelated. Moreover, given that the
United States has yet to experience the full feasible set of state and national
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health reforms, much of the knowledge concerning how various reforms
would work here is based on applications of theory from the disciplines of
economics, political science, and organizational sociology, coupled with the
experiences of countries that have systems resembling those envisioned in
various reform proposals. For example, Japan’s system is akin to employer
mandates, and Canada and Great Britain rely on single-payer, government-
run systems.

The California single-payer bill, referred to as the “California Health
Insurance Reliability Act” (CHIRA), would establish the California Health
Insurance System (CHIS), which would be administered by the newly cre-
ated California Health Insurance Agency (CHIA) under the control of an
elected commissioner.42 The bill would make all California residents eligi-
ble for a generous range of services, including inpatient and outpatient serv-
ices, durable medical equipment, hearing aids, rehab care, preventive care,
home health care, prescription drugs, mental health care, and many oth-
ers.43 Providers of these services would negotiate with CHIS on acceptable
fees and minimum quality standards.44 Interestingly, the bill emphasizes
that CHIS will use its monopsony buying power (that is, buying power
associated with a sole purchaser) to negotiate lower prices with pharma-
ceutical companies, but does not use the same language when discussing
physician and hospital-service procurement.45

A number of support agencies would also be created, including a health
insurance policy board, an office of consumer advocacy, an office of health
planning, and an office of health care quality. These organizations would
share responsibilities for technology assessment, coverage decisions, capital
allocations, and minimum quality thresholds. The office of health care qual-
ity would be led by a chief medical officer (CMO), who would be respon-
sible for defining and identifying appropriate and necessary medical
services, implementing evidence-based medicine and clinical practice
guidelines, establishing formularies, and working closely with the Com-
missioner in monitoring virtually all aspects of provider operations.

The act would create up to ten “health planning regions” throughout
the state. Regional planning directors would be responsible for working
with CHIS to establish, for example, global operating budgets for physician
groups and hospitals, capital budget targets for the region (including review
of providers’ proposed capital projects), and physician specialty mixes.
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The plan would effectively eliminate the private health insurance indus-
try in California: “No health care service plan contract or health insurance
policy, except for the [CHIS] plan, may be sold in California for services
provided by the system.”46 As of the July 2005 amendments, the act does
not appear to make any provisions for the effects on the California economy
of eliminating a $51.5 billion industry. 

The total annual costs of CHIS are expected to be $166.8 billion.47

Financing is based on two direct sources: continued funding of existing gov-
ernment programs for Californians, including federal, state, and local pro-
grams ($72.2 billion), and new, dedicated taxes ($94.6 billion). The bulk of
the continued funding is Medicare and Medi-Cal ($54.9 billion). Newly cre-
ated taxes will likely include an 8.2 percent employer payroll tax ($55.7 bil-
lion), a 3.8 percent employee payroll tax, a 12 percent self-employed business
income tax ($8.3 billion), a 4 percent nonwage/nonbusiness tax ($3.5 bil-
lion), and a 1 percent surcharge on incomes over $200,000 ($1.3 billion).
The justification for the new taxes is that there will be significant savings to
employers and employees in the form of shifting health care costs to state gov-
ernment, as well as system-wide savings attributable to greater efficiency and
reductions in administrative costs.48

As we emphasized earlier in this chapter, single-payer plans do not guar-
antee universal access and do not necessarily result in high-quality health
care. But even if universal government systems did deliver better care, access
and quality are not sufficient criteria for administrative feasibility, viability, and
longevity. Single-payer systems must deal with many of the same problems
common to the existing hybrid system, such as financing, adverse selection,
moral hazard, opportunism and fraud, innovation, and adaptation.

One of the commonly reported virtues of single-payer plans is their sup-
posed advantage in cost-control and efficiency. One part of the cost and effi-
ciency attributes of single-payer plans is, at least in theory, the reduction of
administrative costs. As the preceding discussion emphasized, this advan-
tage is illusory. There are sure to be reductions in overall administrative
costs, but those reductions will be small if the single-payer plan continues to
provide a reasonable level of value-added organizational and patient-care
management, including such activities as disease management, patient edu-
cation, provider management, quality control, and fraud and abuse moni-
toring. In addition, there are likely to be reductions in duplicative services,
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although not nearly to the extent supporters generally believe. Canada, for
example, has been shown to have less medical equipment per capita than the
United States,49 but the lower levels of duplication are more commonly
attributed to the fact that the structure of the Canadian health care system
was essentially frozen in its 1960s state—when the laws creating the national
system were passed—rather than to the ongoing effects of the system on
capacity control.50

There are no structural attributes of single-payer plans that can effec-
tively mitigate the cost effects of technological advances, an aging popula-
tion, growing demands for high-quality care, and moral hazard. Bulk
purchasing is often touted as a cost-saver, but the savings are most likely
exaggerated. In order for bulk purchasing to work, the state has to be will-
ing to walk away from the table when a large pharmaceutical manufacturer
refuses to lower the price of a patented drug. This poses a potentially
volatile problem of having abruptly to withdraw popular drugs from the
formulary, or cease coverage for other popular products, such as cardiovas-
cular stents. Moreover, Canada is often cited as a successful example of bulk
purchasing, but strict price controls and lower GDP per capita are likely to
play a much more prominent role in cost control.

These factors, and others, have resulted in cost pressure in virtually all
of the single-payer systems internationally, particularly Canada and the
United Kingdom, causing the systems to undergo significant reform against
a backdrop of considerable consumer and provider discontent.51 For exam-
ple, annualized growth rates in per-capita spending from 1970 to 2002
were 5.1 percent for the United States, but countries with universal cover-
age were close behind, with average annual rates of increase of 3.1 percent
(Canada), 3.7 percent (United Kingdom), 4.1 percent (Australia), and 4.9
percent (Japan).52 Canada’s health care spending is expected to increase
between 7 percent and 10 percent annually in the next several years.53

Another potential health expenditure issue is adverse selection. Adverse
selection occurs when consumers at comparatively higher risk in terms of
predicted health care costs (“high-risk” consumers) purchase or enroll in
risk pools comprised of a mix of high-risk and low-risk enrollees. To the
high-risk consumer, enrolling in a plan comprised of a mix of enrollees is
attractive because the average premiums will normally be lower than if they
were to purchase insurance individually. As this process recurs, predicted
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costs for the entire risk pool rise. This phenomenon is quite common in pri-
vate health insurance markets, and is one of the main justifications for con-
straining the ability to enter and exit group insurance policies (by imposing
limited “open enrollment” periods, for example).

The proposed CHIS is only partially protected from adverse selection.
By compelling all Californians to enroll in the CHIS plan, the program will
pool low-risk and high-risk patients. However, the legislation as it is cur-
rently written does not explicitly call for a mandatory waiting period for
new-resident eligibility.54 The Lewin simulation models assume that the
commissioner will implement a three-month residency requirement as a
condition of eligibility, but then further assume (correctly) that the com-
missioner will have to make an exception for those relocating to California
for the purpose of employment.55 Presumably, it would be impractical to
define or discern “eligible employment” from other kinds of employment
(for instance, part-time versus full-time); thus, the employment exception
will essentially neuter the effects of a waiting period.

The California plan relies extensively on rate and capacity regulation,
which throughout the economy has been shown to result in low efficiency
and high costs. Schneider, for example, recently reported that hospitals
located in all-payer, rate-regulated states in 1984 and 1991 had operating
costs approximately three to four percentage points lower than their less-
regulated counterparts.56 By 1996, however, the effect of rate regulation on
hospital costs was reduced to approximately –0.4 percent, a result that nar-
rowly achieved statistical significance (p ≤ 0.10). Hospitals in less compet-
itive markets were more likely to have higher operating costs, an effect that
increased in magnitude over time. The results imply that hospitals in mar-
kets with comparatively less rate regulation or more competition have lower
operating costs than their regulated or less-competitive counterparts.

Capacity regulation, which appears to be a critical component of
CHIRA,57 has also been shown to have deleterious effects on efficiency.
Studies of the impact of CON programs have consistently found them to be
ineffective at controlling costs and enhancing access, and, in some cases,
they have been shown to increase costs.58 In sum, while protecting incum-
bent hospitals from competitive entry may help achieve planning goals, the
same insulation from competition is likely to allow incumbent firms to
maintain higher prices and higher costs.
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The financing of single-payer plans typically relies on tax revenue,
either from general collections or targeted taxes, as have been proposed
under CHIRA. Growth in public systems is controlled by bureaucrats and
politicians, rather than consumers and market forces. Conversely, in a pri-
vate system, increases in demand for certain kinds of services and increases
in consumers’ “willingness to pay” for medical services (including new tech-
nologies and procedures) will be countered with a supply-side response to
adapt to those changes in demand. Financing for the changes will typically
be generated by the industry; if consumers want it, they will be willing to
pay for it.

A public system must also find a way to adapt to changes in consumer
demand, but the financing necessary for adaptation flows from a single state
government source. There is no guarantee that bureaucrats and politicians
will be able to finance the system at levels aligned with consumer demand,
nor is there any guarantee that, in the aggregate, consumers will be willing
to vote in favor of tax increases sufficient to fund adaptation and growth.
Funding adjustments are a function simultaneously of 

• voter preferences for higher or lower taxes, 

• competing demands from other state-funded programs, 

• weak political property rights (such as funding or defunding to
garner votes in election years),

• competing demands from within the system (such as the com-
missioner wanting to cut costs while general practitioners want
to increase funds), and 

• changes in medical practice patterns and consumer demand.

Residents of countries in which single-payer plans are available consis-
tently indicate that the single most important action government can take
to improve the system is “spend more money.”59 Budget cutbacks in
Canada in the mid- to late-1990s, for example, resulted in a precipitous
drop in the proportion of Canadians describing their health system as excel-
lent or very good.60 According to Abelson and others, “Canadians’ anxiety
seems to have peaked when reductions in federal government health care
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contributions were most severe. Since then, federal government increased
its contributions as part of its 2000 pre-election health care budget.”61

A final comment on CHIS financing has to do with the public financing
climate in California. It would be difficult to argue that K–12 primary educa-
tion is of less value than health care. Nevertheless, California has systematically
underfunded K–12 education, choosing instead to maintain unusually strict
limits on growth in property taxes. Since the passage in 1978 of Proposition
13, which limited property tax increases to a maximum of 2 percent per year,
California’s public school system has steadily degraded and currently ranks
among one of the worst in the nation in terms of funding and performance.62

Although there is no direct evidence to suggest that CHIS financing will be
similarly constrained, it is reasonable at least to question whether CHIS financ-
ing will somehow be immune to the tenacious forces that passed and continue
to uphold the current funding levels for public education in California.63

There are a number of ways in which to organize economic activity, the
most prevalent examples of which include free markets, regulated markets,
hierarchical organizations, and government organizations (that is, public
administration or public governance). No form of organization is, per se,
superior; each has its merits, and each is designed to facilitate specific kinds
of transactions.64 A critical component of the assessment of centralized gov-
ernment health care systems is to identify the comparative strengths and
weaknesses of public versus private governance. Public governance seems
to work well for defense, parks, police and safety, and the like. But apart
from those familiar examples, there are many goods and services for which
the public versus private question is largely unresolved. These include util-
ities, education, prisons, health care, transportation, and other traditionally
governmental services, such as the armed services.65

For a given organizational problem or issue, such as extending health
care to all, the pivotal question should be, “What does public administra-
tion have to offer?” The key differentiator, as Williamson has maintained,
lies in the ability of these types of organizations to adapt to change.66

An important omission from preliminary reports on the California single-
payer proposal is a simulation of how private plans and government plans are
likely to differ in their ability to adapt to changes in the health care market-
place. Bureaucracies are relatively good at adaptation that requires a coordi-
nated response,67 but the set of feasible responses within a bureaucracy are
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typically small in number, due in part to bureaucratic inertia and established
routines.68 Conversely, autonomous organizations are better at the kind of
adaptation that requires timely responses to changes in demand, prices, and
operating costs.

For example, coordinated government bureaucracies such as the U.S.
Postal Service are relatively good (that is, efficient) at performing certain
tasks, but they have clearly been followers in the delivery industry, as inno-
vative and adaptive firms like Federal Express and United Parcel Service
captured large market shares by out-innovating their government counter-
part.69 All else equal, gains from bureaucratic coordination, which the U.S.
Postal Service does well, are often offset by incentive attenuation. This
includes reduced incentives to attract new customers, invest in up-to-date
capital and equipment, and innovate (processes and products), and
reduced productivity from the reduced ability of decision-makers and risk-
takers to share in entrepreneurial returns.

The health care system is dynamic and evolving. The evidence suggests
that the vast majority of health care innovations have positive economic
value, the total value of which exceeds the costs.70 For example, the most
expensive and, in many cases, valuable prescription drugs in the United
States are newer drugs that are under patent.71 A state health insurance
system like CHIS is at risk of failing to innovate quickly enough to keep
pace with the rapidly changing health care industry. Health care is a mov-
ing target; consumer preferences evolve and change as often as every year.
How will a state-run program handle changes in consumer demand, in
medical technology, and in input prices, such as wages? How will a state
program handle geographic variations in charges? Will more concentrated
provider groups command higher reimbursement rates? Will rural physi-
cians be paid less than urban physicians? These are just a few examples of
some potentially very difficult choices that could become intractable under
the state-run system as the smallest of details requires legislative action.

Some more general characteristics of public administration are also of
particular importance in the delivery of health care, and they add complexity
to the aforementioned adaptation problems. One is the issue of “weak
political property rights.” Heclo observed that, in public administration,
“would-be leaders among political executives are in a peculiarly weak politi-
cal position in relation to each other and in relation to career bureaucrats.”72
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Similarly, Moe observed that “in politics, people with very different interests
engage in a struggle to control and exercise public authority . . . because pub-
lic authority does not belong to anyone—it is up for grabs—and because it is
enormously valuable.” He further asserted that the process produces winners
and losers, and the winners can “promote their own interests through poli-
cies and structures of their own design [which] may entail very substantial
costs for the losers, who have no choice but to accept what the winners dish
out” and that “people can be forced to accept outcomes that make them worse
off, outcomes they would never agree to in a world of voluntary exchange.”73

The implications of these structural characteristics are far-reaching,74 but
in simple terms the problem with regard to CHIRA can be expressed as “politi-
cized medicine” or “politicized health.” The CHIS is structured much like any
other government bureaucracy, governed externally by elected leaders (the leg-
islature, the governor, and the commissioner) and internally by what Heclo
describes as “career bureaucrats.” Compared to the private health care system,
the centralized system creates two new issues: elected leaders will govern the
system so as to maximize political return (among their voting base), and inter-
nal bureaucrats will generally resist change in favor of the status quo.75

An additional and particularly troublesome feature of centrally planned
health care governance is that, by design, elected leaders can win voter
approval by using the system to further political agendas; for example, by
excluding coverage for diseases and conditions that disproportionately
affect gays, immigrants, drug users, and so on. A reporter for the Ottawa
Citizen wrote, “For far too long Canada’s health care system has been treated
like a political football by Canada’s politicians . . . the system has been used
and abused for political attacks and political gains.”76

Concluding Remarks

When Kenneth Arrow wrote his now-classic 1963 paper, the “Marcus Welby”
model of medical practice was predominant. Physicians would issue orders;
the patient’s role was to comply with orders. But development of the infor-
mation age has substantially attenuated the traditional informational asym-
metry between physicians and patients. As Robinson notes, “Patients,
consumers and citizens are ever more educated with respect to their own
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health and health care.”77 The development of the Internet has been espe-
cially important, as it gives patients the ability to “Google” a topic and
download information about diseases from authoritative sources with mini-
mal effort. Thus, some patients—particularly those with chronic diseases or
rare conditions—will “have more, not less, information than their treating
physicians.”78 The information explosion means that physicians, particu-
larly primary care physicians, cannot know everything about every condi-
tion they treat. They often find themselves faced with a patient bringing in
“a stack of articles downloaded from clinical journals that the doctor has no
time to read.”79 Clearly, not all patients possess the means or initiative to
acquire such information, or the capacity to translate what is learned into
an appropriate treatment plan. “Obviously,” writes Robinson, “the typical
physician will always understand clinical medicine better than the typical
patient; that is why we send young people to medical school.”80

At least in principle, clinical practice has been making a transition from
the paternalistic command-and-control model of old to a model of shared
decision-making between patients and physicians, which in many ways is
simply an extension of the concept of informed consent.81 This movement
in the conceptualization of the physician-patient relationship is consistent
with the trends in information technology cited by Robinson,82 though
many physicians remain resistant83 and at least some patients prefer a more
passive role.84 Nonetheless, even a minority of active and informed con-
sumers can have a dramatic and disproportionate impact on the function-
ing of markets.

Clearly, health care is not a simple, virtually homogeneous commodity,
such as a barrel of “West Texas Intermediate” crude oil, and simplistic mar-
ket models that may be applicable to such simple commodities are for the
most part not applicable to it. But many of the aspects of health care that
make it seem unique are observed in other complex services and goods. A
variety of institutions and organizational forms have evolved to enable mar-
kets for such products to function effectively, despite their complexity.
Within the context of these institutions and organizational forms, however,
the available evidence suggests that competition in health care spurs inno-
vation, induces efficiency, and enhances quality, just as it does in other types
of markets. 
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Competition in Hospital Markets: 
The Case of Specialty Hospitals

In the previous chapter we discussed some of the ways in which market
organization has generally worked well in health care markets, and how
the suppression of market forces has generally resulted in higher costs
and, at best, no appreciable increases in quality and outcomes. In this
chapter we discuss an instance in which the benefits of competition are
constrained by regulatory policy. Hospital specialization has become a
controversial topic in recent years, culminating in a moratorium issued 
in 2003 by Congress directing the Centers for Medicare and Medicaid
Services (CMS) to cease reimbursements to new physician-owned specialty
hospitals for Medicare and Medicaid patients referred by physicians with
a financial interest in the facility.1 The moratorium, which was added to
existing laws in many states prohibiting the operation of some types of
specialty hospitals, was in part a response to the concern among incum-
bent general hospitals that specialized facilities might harm the community
by undermining the ability of general hospitals to internally cross-subsidize
unprofitable services, many of which might be considered essential to 
the community.2

This chapter focuses on two interesting and important economic ques-
tions raised by the moratorium. First, are there meaningful economic advan-
tages associated with hospital specialization, such as lower costs or higher
quality? If so, barriers to entry, such as the moratorium, could adversely
affect consumer welfare. Second, does the presence of specialty hospitals in
a market reduce the operating margins of general hospitals? If so, specialty
hospitals may reduce consumer welfare by inhibiting the ability of general
hospitals to cross-subsidize necessary but unprofitable services, such as



emergency care and other services disproportionately provided to low-
income groups.

This chapter has three sections. The first addresses the efficiency ration-
ale for hospital specialization, providing a review of the theory and evidence
regarding hospital economies of scale, economies of scope, learning, and
core competencies. The primary sources of data are published literature,
reports, a survey of specialty hospitals,3 and site visits to specialty hospi-
tals.4 The second section reviews the literature on the effects of specialty
hospitals on costs, case mix, volume, quality, and competition. It relies on
many of the same sources as the first, but it also reports the results of a sta-
tistical analysis of the effects of specialty hospitals on general hospital oper-
ating margins. The final section discusses some of the important policy
implications of these findings.

Hospital Specialization

During the latter half of the twentieth century, industries began exploring
new ways to organize production. One of the most prominent of these
changes was the adoption of lean production, flexible specialization, and
focused factories, which resulted in many business establishments becom-
ing less diverse and more focused.5

The hospital industry appears to be following a somewhat similar path
with the growth of freestanding specialty hospitals and specialized units
within general hospitals.6 Specialty hospitals are typically defined as those
that treat patients who have specific medical conditions or are in need of
specific medical or surgical procedures.7 The former specialize in psychi-
atric care, cancer care, rehabilitation, women’s care, children’s care, and 
certain chronic diseases; the latter specialize in cardiac, orthopedic, and
general surgery. As of 2002, the total number of specialized hospitals 
(that is, all categories combined and including Medicare psychiatric and
rehabilitation distinct-part units of general hospitals) was approximately
2,500 (table 3-1).

Recent political controversies surrounding specialty hospitals have
focused primarily on facilities specializing in cardiac, orthopedic, and gen-
eral surgery and, to a lesser extent, obstetrics and gynecology. There are
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approximately 100–120 of these hospitals currently operating in the United
States. Growth in surgical hospitals ranged from 33 percent (orthopedic
and general surgery) to 70 percent (cardiac surgery) during the seven-year
period from 1995 to 2002. Most of these facilities are located in states with-
out CON programs,8 which regulate the construction and augmentation of
health care facilities.9 States with the highest concentrations of surgical spe-
cialty hospitals are South Dakota, Kansas, Oklahoma, Texas, Louisiana, Ari-
zona, and California. The focus of controversy on surgical hospitals appears
to be rooted in concerns over physician ownership and self-referral.10

Approximately 70 percent of surgical hospitals have at least some level of
physician ownership.11

Economic Rationale for Hospital Specialization

Recent reports on specialty hospitals suggest that the primary motivations
for entry fall into three categories: consumer demand, administered pricing,
and economic and clinical efficiency.12 Demand for specialized inpatient
and outpatient services has been growing rapidly in the past decade.13 This
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TABLE 3-1
TRENDS IN NUMBERS OF SPECIALTY HOSPITALS, 1995 AND 2002

Percent Change
Facility Type 1995 2002 1995–2002

Short-Term General Hospitalsa 5,194 4,927 --5.4

Psychiatrica, b, c 1,402 1,436 2.4

Rehabilitationa, b, c 675 936 38.7

Cancerb 9 11 22.2

Obstetrics and Gynecologyd, e 12 18 41.7

Orthopedic and General Surgeryd, e 60 80 33.3

Cardiac Surgerye, f 10 17 70.0

NOTES: a. American Hospital Association (1997, 2004); b. Centers for Medicare and Medicaid Services
(1995, 2002); c. Includes both freestanding hospitals and distinct units (as defined by CMS) within
general hospitals; d. Based on authors’ survey of ASHA members conducted in 2004; e. U.S. General
Accounting Office (2003a); f. MedCath Corporation (2006). 



is most likely due to a combination of factors, including increased incidence
of specific diseases, new treatment processes and technologies, and changes
in consumer preferences. Analogous to industries unrelated to health care,
the hospital industry has been the subject of renewed emphasis on quality
of care and customer satisfaction. In response, general and specialty hospi-
tals alike have developed consumer-oriented centers of care focused on pro-
viding a limited range of services tailored to the specific needs of patients.14

An additional motivation for market entry is likely to be the existence of
above-average profit margins on certain procedures. Prospective administered-
pricing mechanisms create incentives for general and specialty hospitals
alike to focus on diagnosis categories and procedures where the adminis-
tered price exceeds average costs. Medicare’s prospective pricing system
(PPS) has been shown to affect the scope of services offered by acute-care
hospitals. The PPS employs a fee schedule based on approximately five
hundred diagnosis-related groups (DRGs); each is mapped to a price, with
some hospital-specific adjustments. Payment by DRG provides strong
incentives to hospitals to specialize in those for which they have relatively
low production costs.15 In the context of specialty hospitals, Robinson
posits that “the success enjoyed by the specialized firms reflects astute selec-
tion of services and markets as much as efficiency in delivering care.”16 As
is the case in any industry, we would expect to observe market entry into
products and services for which operating margins are relatively high. 

Specialty hospitals are likely to capture clinical and economic efficien-
cies. Clinical efficiencies include the ability of physicians to directly control
quality of care, scheduling, the triaging of patients to the most appropriate
settings, and equipment utilization and purchasing.17 For example,
Casalino, Pham, and Bazzoli report that one of the motivating factors for
single-specialty medical groups was to “avoid the complicated governance
and operational issues engendered by having primary care and specialty
physicians in the same organization.”18 Economic efficiencies include
economies of scale and scope in specialized procedures, learning-by-doing,
and focus on core competencies.

Economies of scale exist if the average costs of producing a product or
service decline as the volume of production increases. The evidence on
economies of scale in the production of hospital services, while highly vari-
able, indicates that U.S. general hospitals typically experience scale economies
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up to approximately ten thousand discharges per year.19 However, the same
evidence suggests that scale economies vary significantly by product and serv-
ice line. In order to assess the potential role of scale economies in specialty
hospital efficiency, scale economies for specific services (for example, total
knee replacement) in specialty hospitals would need to be compared to those
in general hospitals. While we are not aware of any study that does this, we
do know that the volume of many specific surgical procedures performed at
specialty hospitals typically exceeds that performed at general hospitals
within the same market area.20 Thus, to the extent economies of scale exist in
these specific procedures, they are likely to be realized to a greater degree in
specialty hospitals as compared to general hospitals. 

In some cases, the joint production of two or more products or services
can be accomplished for less than the combined costs of producing each
individually. This is often the case when production relies on common
resources, such as technology, workers, inputs, and general overhead. Such
cases are said to exhibit economies of scope.21 The decision to specialize
will depend in part on the extent to which firms’ existing scope of products
and services exhibits diseconomies of scope (that is, where joint production
is more costly than separate production). Conversely, the decision to diver-
sify will in part be based on the extent to which joint production costs are
less than separate production costs.

Evidence on economies of scope in the U.S. hospital industry is incon-
clusive. Menke found limited evidence of inpatient-outpatient scope
economies in chain and nonchain hospitals.22 Similarly, Fournier and
Mitchell found significant scope economies among select outpatient serv-
ices and surgery services, but their study was based on twenty-year-old data
from one state.23 Sinay and Campbell examined 262 merging acute-care
hospitals in the United States during the period 1987–90.24 Of the service
pairings studied, evidence of economies of scope was found between acute
care and subacute care (in merging hospitals) and between intensive care
and outpatient visits (in control hospitals); all other pairings showed either
diseconomies of scope (for instance, acute care and outpatient care, and
intensive care and subacute care) or were statistically insignificant. Rozek
failed to observe scope economies in general hospital diversification into
psychiatric services, and Li and Rosenman’s study of hospitals in the state
of Washington was inconclusive.25 As the lack of consistent findings on
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economies of scope suggests that they are not likely to be a significant
source of production economies for general hospitals, it would be difficult
to argue that specialty hospitals are less efficient than general hospitals due
to their absence.

Skinner stressed that “simplicity, repetition, experience, and homo-
geneity of tasks breed competence.”26 Learning occurs as the experience of
production in one time period influences the production in a later period;
that is, the production process is assumed to have some degree of flexibil-
ity and can change over the relevant range of output.27 The implication is
that the costs of producing the first batch of output are greater than those
of producing a subsequent batch due to the learning that occurred during
the production of the first batch. Assuming that experiences of producing
the first batch can be applied to the second (and other subsequent batches),
the average costs of production are expected to decline as output cumulates
over time. The learning effect will depend on the ability of the firm to
process information during the production process and then apply that
information appropriately.

The learning process is critical to the formation and adaptation of organi-
zational routines, which include rules of thumb, guidelines, templates, and
protocols.28 Specialized routines are the subcomponents of organizational
“know-how” and “core competencies,” and are often sources of comparative
advantage and production economies.29 Core competencies refer to firms’
existing stock of knowledge assets (including tacit knowledge and know-
how), skills, and resources. By diversifying and expanding into activities that
are related to core competencies, firms are typically able to take better advan-
tage of the learning process and improve managerial efficiency.30 In addition,
limiting expansion into related business lines is likely to minimize some of the
negative tradeoffs associated with growth in firm size, such as influence costs
and other forms of incentive attenuation.31 Consistent with Skinner’s empha-
sis on the value of repetition, concentrating on core competencies is believed
to enhance the learning process by ensuring that decision-making situations
are repeated in sufficiently large numbers. According to Teece and colleagues,
“If too many parameters are changed simultaneously, the ability of firms to
conduct meaningful quasi experiments is attenuated.”32 Given the complex-
ities of the learning process, the costs of learning in some cases may be lower
for smaller specialized firms. Smaller firms may have the advantage of being
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able to allocate the majority of the resources available for learning and adap-
tation to a relatively small set of related production processes.33

Learning and core competencies have been shown to be important
determinants of the performance of health care organizations. In health care
settings, the learning process is to some extent evident in the positive asso-
ciation between procedure volume and outcomes (discussed in greater
detail in the next section). For example, during our specialty hospital site
visits, we consistently observed a culture supportive of coordination and
cooperation aimed at achieving ongoing improvements in efficiency and
quality. Specialty hospital managers generally attributed their success in
process adaptation to three factors: relatively small size, which enables
more rapid and efficient decision-making; flat hierarchical structures,
which allow decision-making and process improvement to migrate to the
most appropriate level; and focused and consistent management goals,
which make it easier for team members to learn and practice their roles.
Managers also emphasized the importance of performance feedback,
mainly through surveys of customer satisfaction,34 again indicating that
their relatively small size allowed them to spend more time collecting, ana-
lyzing, and acting on customer feedback. While it is possible that diversi-
fied general hospitals are able to achieve similar learning effects, the smaller
scale of specialty hospitals may lower the costs associated with learning.

In health care settings, there also appear to be distinct advantages to
focusing production within core competencies.35 Shortell, Morrison, and
Hughes, in their three-year case study of eight large hospital systems, found
that the best performing systems and hospitals were those that avoided
diversification into unrelated activities, thereby minimizing diseconomies
of scope and maximizing efficiencies associated with learning.36 Eastaugh
examined a panel of 219 U.S. acute-care hospitals from 1991 to 2000, find-
ing that a 31 percent increase in specialization over the time period was
associated with an 8 percent decline in costs per admission.37 Douglas and
Ryman reviewed and tested the theory of core competencies in hospitals
using data from the thirty-two largest hospital markets in the United States.
They found that the degree to which hospitals focused on core competen-
cies was positively related to financial performance.38

In terms of core competencies, our site visits reached similar conclu-
sions. When asked why their facilities performed one set of procedures or
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services and not another, managers consistently indicated that they had a
strong desire not to venture too far from the core of their collective knowl-
edge. Managers and owners emphasized that the key decision-makers are
typically physician-owners, most of whom are likely to feel most comfort-
able focusing on the delivery of services in their specialty fields. One chief
executive officer and physician-owner stressed that specialty hospitals often
attract the most highly trained and skilled physicians in the community by
allowing them essentially to redesign the care process based on the state of
the art in their field. We found corroborating anecdotal evidence in the
trade press.39

Impact of Specialty Hospitals

This section reviews the literature on the effects of specialty hospitals on
costs, case mix, volume, quality, and competition. The primary sources of
data are published literature, reports, the survey of specialty hospitals, and
site visits to specialty hospitals.

The preceding discussion suggests that there are several areas in which
specialty hospitals are likely to achieve production economies. First, spe-
cialty hospitals are able to take advantage of economies of scale and scope
by producing relatively high volumes of a limited scope of services, and by
lowering fixed costs by reengineering the care delivery process. Second, the
site visits consistently found evidence of learning and core competencies.
Managerial and clinical staff indicated a strong desire to focus on a relatively
narrow array of tasks and indicated a commitment to perfecting those tasks.
The evidence on scale and scope economies and core competencies sug-
gests that there are efficiency reasons for some degree of diversification, but
that expansion into unrelated activities can result in diminished financial
performance. Specialty hospitals also may, in some cases, possess a techno-
logical advantage or resource that is unique in the market. This is likely to
be the case for many entering specialty hospitals, as most have had the
opportunity to redesign care delivery processes from the ground up.40

Perhaps as a result of these efficiencies, specialty hospitals appear to be
capable of offering more intensive services for the same price. They tend to
have substantially higher nurse-patient ratios41 and to place greater emphasis
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on ancillary services identified by patients as important, such as comfortable,
family-friendly rooms, more attention from administrative and clinical staff,
and the mitigation of common inconveniences—by providing, for instance,
appropriately located elevators and convenient parking. Specialty hospitals
also appeal to physicians by offering newer equipment, more staff assistance,
and more flexible operating room scheduling. These are costly services, yet
specialty hospitals must compete for contracts with the same managed care
organizations that general hospitals do; similar to general hospitals, they must
also accept the Medicare fee schedule as payment in full.

There is some evidence that, on average, specialty hospitals treat
patients with lower illness acuity compared to general hospitals.42 These
findings are consistent with the observed case-mix differences between
ambulatory surgery centers and general hospitals.43 The focused nature of
specialty facilities may be better suited to patients whose care involves rela-
tively little uncertainty, or whose conditions are reasonably well-defined.
General hospitals may be more efficient in treating complex cases, particu-
larly ones that allow them to exploit scope economies across service lines.

Several studies have found a positive association between the volume of
services a hospital performs and the quality of the outcomes.44 A criticism
of specialty hospitals is that the volume of cases may be too low to capture
the positive effects of volume on patient outcomes. Recent studies, how-
ever, show that specialty hospitals have higher procedural volumes com-
pared to their general hospital counterparts. Cram and colleagues found
that, compared to general hospitals, hospitals specializing in cardiac proce-
dures had higher procedural volumes.45 In addition, there is considerable
debate over how much volume is necessary to improve outcomes. For
example, a common belief is that outcomes for percutaneous coronary
interventions are better in hospitals that perform more than 400 such pro-
cedures per year. Epstein and others, however, found that there were no sig-
nificant mortality differences between hospitals with medium volume
(200–399 cases per year) and high volume (400–999 cases per year). These
findings suggest that specialty hospitals may be able to capture efficiencies
associated with volume and learning-by-doing.46

Specialty hospitals appear to have outcomes that are at least as good as
those of general hospitals. Dobson used Medicare Part A (MedPAR) data to
compare eight MedCath heart hospitals to 1,056 peer general hospitals that
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perform open-heart surgery in the United States. After adjusting for risk of
mortality, MedCath heart hospitals on average exhibited a 16 percent lower
in-hospital mortality rate for Medicare cardiac cases than peer general hospi-
tals.47 Employing a different study design, Barro, Huckman, and Kessler also
found that cardiac surgery outcomes were similar in markets with and with-
out specialty hospitals.48 Similarly, Cram, Rosenthal, and Vaughan-Sarrazin
found no significant differences in mortality for cardiac patients treated at
specialty hospitals and general hospitals, after adjusting for lower severity
and higher procedure volume at specialty hospitals.49 Analogous results
have been found when comparing ambulatory surgery centers and general
hospitals.50 A comprehensive study commissioned by CMS and undertaken
by RTI International reached similar conclusions, observing that “specialty
hospitals provide generally high-quality care to satisfied patients.”51

Specialty hospitals also reported relatively low patient-to-nurse ratios.
The mean for surveyed hospitals was 3.4 patients per nurse (table 3-2),
compared with, for example, a mean of 5.9 patients per nurse among gen-
eral acute-care hospitals in California.52 This difference suggests that spe-
cialty hospitals may be able to capture some of the positive quality and
outcome effects associated with richer nurse staffing.53

Focusing on a limited number of services is also likely to increase
accountability associated with those services. For example, a leader at one
of the visited specialty hospitals remarked that “four procedures account for
seventy percent of our business; if we develop any kind of quality problem
in one or more of those procedures, it’s a huge problem for our organiza-
tion.”54 In addition, specialty hospitals typically engage in extensive collec-
tion of data on quality and patient satisfaction and use them to modify care
processes.55 Among the American Surgical Hospital Association (ASHA)
member hospitals surveyed, 92 percent reported that they engaged in reg-
ular assessments of customer satisfaction (table 3-2). Finally, there is con-
sistent anecdotal evidence that the kind of care delivered by the typical
specialty hospital is consistent with the general trend toward “consumer-
driven” health care.56

If specialty hospitals erode profits of general hospitals in the same mar-
ket, we should observe lower or at least declining profit margins among
general hospitals in markets where there is at least one specialty hospital.57

In order to examine this issue, we statistically analyzed the extent to which
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profit margins of general hospitals were affected by the presence of one or
more specialty hospitals in the market. We obtained Medicare Hospital Cost
Report (HCRIS) data for 1997 through 2003 for all U.S. acute-care hospi-
tals.58 For each hospital in the dataset, county and metropolitan statistical
area (MSA) market areas were identified, and additional market-level data
from the Bureau of Health Profession’s Area Resource File (ARF)59 were
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TABLE 3-2
MEANS AND STANDARD DEVIATIONS FOR SELECTED SURVEY ITEMS

FROM SPECIALTY HOSPITAL SAMPLE, 2004a

Variable Mean SD

Staffed inpatient beds 19.3 13.8

Percent of facilities with ER 42.1% 50.0%

Total number of facility owners 32.7 27.1

Number of physician-owners 31.6 23.2

Number of physician-owners admitting ≥ 5 patients/year 20.6 13.7  

Percent with 0–1% ownership stake 33.6% 17.9%  

Percent with 2–5% ownership stake 44.7% 9.2%  

Percent with 6–9% ownership stake 12.4% 3.0%  

Percent with ≥10% ownership stake 6.8% 1.9%  

Inpatient discharges per year 835.1 796.9

Inpatient days per year 3,395.7 4,732.4

Inpatient surgeries (overnight stay) per year 717.7 512.7

Outpatient surgeries (no overnight stay) per year 3,105.5 2,849.0

Percent Medicare revenue 32.4% 19.1%

Percent Medicaid revenue 3.7% 3.8%

Percent commercial revenue 46.4% 25.1%

Percent other revenue 18.1% 20.5%

Percent revenue as charity care 2.1% 2.7%

Total taxes paid (previous tax year) $1,924,830 $3,618,221

Patient-to-RN ratio 3.4 1.0

Percent w/patient satisfaction data 92.1% 27.3%

NOTES: a. Based on authors’ survey of ASHA members conducted in 2004.



merged. Mean general hospital profit rates were calculated for all general
hospitals in the sample.60

The analytical approach was to estimate what economists refer to as a
profit function—a mathematical expression of the likely relationship
among profit margin, the dependent variable, and the factors expected to
affect profit margin.61 We estimate a profit function of the following basic
linear form (equation 3-1):

EQUATION 3-1

MARGINit = α0 + α1Dit + α2Sit + α3Pit + α4Zit + εit. 

In equation 3-1, MARGINit refers to the operating margins of the ith general
hospital in year t. Following Younis and Forgione, general hospital profit
margins are a function of demand factors (Dit), supply factors (Sit), input
prices (Pit), a vector of market area characteristics (Zit), and an error term
(εit) representing unexplained or unmeasured factors.62 Demand factors
included in the models are county-level per-capita income, population 
density, and unemployment rate. The last measure is included to capture
the likely indigent-care burden faced by general hospitals. Supply factors
include hospital bed size, length of stay, teaching status, cost per case, own-
ership status, inpatient discharges, outpatient visits per capita, and county-
level physicians per 1,000 population. Price measures include the mean
area wage for hospital workers63 and the Medicare Part A (hospital)
adjusted average per capita cost (AAPCC).

Among the main variables of interest are the indicator variables for spe-
cialty hospitals. We constructed two county-level variables, one measuring
the presence of an established specialty hospital (in existence for at least
two years), the other measuring the presence of a new specialty hospital (in
existence for one year or less). Both measures were based on our survey of
ASHA membership.

The other main variable of interest is a measure of market concentra-
tion. While not ideal, a standard method of measuring market concentra-
tion is the Herfindahl-Hirschman Index (HHI).64 The HHI index equals
10,000 when an industry or market consists of a single seller. For the mul-
tivariate models of mean area profit rates, we assume the county to be the
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relevant geographic market.65 In addition, since we are primarily interested
in the effects of competition, we exclude from the analysis any county with
only one acute-care hospital (that is, counties in which HHI = 10,000).

The model is specified as a fixed-effects panel data regression, which is
designed to estimate the impact of the covariates on profit rates both cross-
sectionally and over time.66 An advantage of this approach is that it allows
for the effects of specialty-hospital entry to accrue over time—effects that
may not be observable looking only at a cross-sectional snapshot. It presents
the problem, however, of the potential endogeneity of specialty-hospital
entry; that is, specialty hospitals may be more likely to enter markets where
general hospitals are earning relatively high operating margins. 

To control for endogenous entry, we also estimate a two-stage model,
where the entry of new specialty hospitals is modeled using instrumental vari-
ables. We select two variables—lagged mean county-level general-hospital
operating margin and the presence of certificate-of-need regulation—as the
primary instruments. In sum, we estimate four separate panel regression
models for the seven-year time period 1997–2003: 

• exogenous entry with hospital random effects; 

• exogenous entry with hospital fixed effects; 

• endogenous entry with hospital fixed effects (instruments are
lagged mean county-level general-hospital profit margin and
certificate-of-need status); and 

• endogenous entry with hospital fixed effects, using state-level
certificate-of-need status as an instrument.

Descriptive statistics for the sample are shown in table 3-3. Mean gen-
eral hospital patient-care operating margins were negative and declining
over the time period, consistent with other analyses of patient-care operat-
ing margins based on Medicare Cost Report data.67 In 1997, only 1 percent
of acute-care hospitals in the cohort were situated in counties with at least
one specialty hospital. By 2003, the percentage had climbed to 9 percent.
Three percent of acute-care hospitals resided in counties with at least one
new specialty hospital, and 6 percent resided in counties with at least one
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established specialty hospital. Operating margins of general hospitals dif-
fered in markets with and without specialty hospitals (figure 3-1).

The results of the four multivariable regression models are reported in
table 3-4. For each model, the unit of observation is the general hospital,
and the dependent variable is general-hospital operating margins. The first
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TABLE 3-3
MEANS OF HOSPITAL AND COUNTY-LEVEL VARIABLES, 1997 AND 2003

Variables 1997 2003

General hospital patient care profit margin --0.0107 --0.0216

Any specialty hospital in county (0,1) 0.01 0.09

New specialty hospital in county (0,1) 0 0.03

Established specialty hospital in county (0,1) 0.01 0.06

General hospital concentration level (HHI) 3,604.66 3,806.04

General hospital inpatient beds per capita 0.16 2.03

Length of stay 5.31 4.91

Teaching status (0,1) 0.07 0.09

Mean general hospital cost per case $18,323.20 $26,352.54

Hospital wage rate per hour $16.48 $21.40

For-profit ownership status (0,1) 0.21 0.21

Number of inpatient discharges 6,797.45 9,148.38

Per-capita income $25,385.59 $35,368.69

Population density (population per sq. mile) 1,880.60 1,758.06

Physicians per 1,000 population 2.28 2.32

Outpatient visits per capita 1.99 2.58

Inpatient admissions per 1,000 population 126.63 132.21

Medicare Part A AAPCC $295.38 $322.38

Unemployment rate 5.00 2.89

1= CON present 0.63 0.53

Hospital bed size 189.42 212.42

SOURCES: Survey of ASHA membership, Medicare HCRIS cost reports, Bureau of Labor Statistics
(BLS), and U.S. Department of Health and Human Services (2004).
NOTE: Sample sizes vary according to missing data in each year. Sample sizes for general hospital
patient care profit margin are the following: 1997 (2,112); 1998 (3,441); 1999 (3,451); 2000
(3,425); 2001 (3,315); 2002 (3,131); and 2003 (2,306).



column shows the results of the exogenous entry with hospital random
effects. The random-effects model estimates parameters for all covariates,
including time-invariant factors. 

All of the covariates have the expected signs. Teaching status has a nega-
tive effect on operating margins, mainly because while teaching hospitals typ-
ically have higher operating costs, many payers face the same price schedules
as they would at nonteaching hospitals. Payment mechanisms are also likely
to play a role in the observed positive association between cost per case (that
is, average cost) and profit margins. Hospitals continue to be paid by some
third-party payers on a fee-for-service (FFS) or cost-plus basis. Thus, at least
for FFS patients, a positive relationship between costs and profits is expected. 

However, we also included an exogenous county-level, wage-rate vari-
able (WAGE) to account for the contamination of the cost-per-case variable
by payment-mechanism effects. As expected, wage rates for health care
workers in the county have a significant negative effect on general-hospital
operating margins. It is likely that the measure of per-capita income is also
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FIGURE 3-1
TRENDS IN GENERAL HOSPITAL PROFIT MARGINS: U.S. COUNTIES

WITH SPECIALTY HOSPITALS COMPARED TO U.S. COUNTIES

WITHOUT SPECIALTY HOSPITALS, 1997–2003

SOURCE: Authors’ analysis of Medicare Cost Report data (CMS 2006a) by county. 
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TABLE 3-4
PANEL-DATA GENERAL HOSPITAL PROFIT FUNCTION

REGRESSION MODELS, 1997–2003

Independent Variable (1) (2) (3) (4)

Hospital bed size 0.00002010 — 0.00000618 0.00000648

Length of stay 0.00088330 0.00159820 0.00026110 0.00011250

1= teaching hospital --0.06994830b — — —

Cost per case 0.00000002b 0.00000002b 0.00000002b 0.00000002b

Hospital wage rate --0.00080760a --0.00175150b --0.00154290b --0.00199730b

per hour

1= for-profit hospital 0.09089290b — — —

Number of discharges 0.00000294b 0.00000177b 0.00000149b 0.00000119a

Per-capita income --0.00000104b --0.00000154b 0.00000001 --0.00000006

Population density --0.00000192b 0.00000468 0.00000998b 0.00001020b

MDs per 1,000 pop. 0.00290340b --0.00042080 0.00234720 0.00284090

Outpatient visits --0.00048780 0.00002220 0.00004150 0.00022630
per capita

Medicare Part A AAPCC 0.00008420b 0.00024170b --0.00002110 --0.00002690

Unemployment rate --0.00125450b --0.00040910 --0.00031000 0.00028860

1= CON present 0.01000060b 0.03585260b — —

HHI 0.00000269b 0.00000076 0.00000148 0.00000059
1= new SCP present 0.00391660 0.00813150 0.19520800a 0.39811130b

1= established SCP 0.02097670b 0.02913170b 0.06328550b 0.10592820b

present

Constant --0.06905830 --0.06822490 --0.03755700 0.02790180

Number of observations 18,506 18,506 16,192 16,192

Number of groups 3,453 3,453 3,118 3,118

R-squared 0.0868 0.0090 0.0074 0.0050

F / Wald Chi-square 544.82 9.79 52.56 48.30

P value < 0.0001 < 0.0001 < 0.0001 < 0.0001

SOURCES: Based on data from a survey of ASHA membership (2004), Centers for Medicare and Med-
icaid Services HCRIS cost reports (2006a) (see chapter 3), Bureau of Labor Statistics (BLS) wage data
(2004), and U.S. Department of Health and Human Services (2004).
NOTES: The four models are: (1) exogenous entry with hospital random effects; (2) exogenous entry
with hospital fixed effects; (3) endogenous entry with hospital fixed effects, instruments are lagged
mean county-level general hospital profit margin and certificate-of-need status; and (4) endogenous
entry with hospital fixed effects, instrument is certificate-of-need status. 

a. Significant at p ≤ 0.10 (t-test).

b. Significant at p ≤ 0.05 (t-test). 



approximating area wages, reflected in its negative association with profit
margins. Tax status (1 = for-profit) has a significantly positive effect on oper-
ating margins, which is expected, given that the earning of profits is nor-
mally an explicit goal of for-profit hospitals. The number of discharges also
has a positive and significant association with profits, perhaps reflecting a
combination of fee-schedule payment mechanisms and synergies between
growth-oriented managerial strategies and margins. Finally, as expected,
significant positive associations are observed for physicians per population
and Medicare Part-A AAPCC.

The remaining rows show the results for the variables of interest. The
presence of CON laws is positively associated with general-hospital operat-
ing margins in the random- and fixed-effects exogenous entry models (the
CON variable was dropped from the endogenous models because it was
used as an instrument). The positive relationship between entry barriers
and higher operating margins is generally expected. The HHI also has a
positive association with operating margins, as expected, but the magnitude
of the coefficient is small in the random-effects model and not significantly
different from zero at p ≤ 0.05 in the other models. The specialty-hospital
indicator variables suggest an unanticipated effect: The presence of estab-
lished specialty hospitals in the market appears to be associated with higher
general-hospital operating margins, even in the endogenous entry models.
New specialty hospitals are also associated with higher general-hospital
operating margins, but only in the endogenous entry models.68

Policy Implications

The debate over specialty hospitals has raised several policy questions, two
of which have received a high level of attention. First, do specialty hospitals
harm the ability of general hospitals to provide indigent care? Some argue
that specialty hospitals take profitable business away from general hospitals,
and, as general hospitals lose market share, particularly in high-margin
product lines, they are hampered in their ability to provide low-margin 
services and meet their implied obligations to serve the community. Second,
does having an ownership stake in the facility create financial incentives for
physicians to provide inappropriate and unnecessary treatment? What are
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the optimal policy options to address these questions? Rather than make
explicit recommendations, we discuss some of the salient economic issues
concerning these two problems.

In this section, policies are discussed in terms of their effectiveness in
accomplishing intended objectives. In order to assess the net effect of a pol-
icy, ideally it is necessary to take into account all direct and indirect effects
attributable to it. The sum of these effects is analogous to what economists
refer to as change in net social welfare—that is, the extent to which the pol-
icy affects aggregate well-being. For example, the Federal Trade Commission
recently emphasized that health care policies intended to mitigate some of the
less desirable side effects of competition must be weighed against the losses
normally resulting from restrictions on market entry and competition.69

The indigent-care issue has several components. The first has to do with
the practice on the part of general hospitals of meeting their implicit obliga-
tion to serve the community70 by cross-subsidizing low-margin services with
high-margin services, combined with other government subsidies. Many of
the former state rate-regulation programs were explicitly designed to help
acute-care hospitals meet these obligations;71 however, all but one were dis-
mantled during the 1990s. In the absence of state rate regulation, hospitals
have relied on six other mechanisms to pay for unprofitable services: 

• tax-deductible donations, 

• tax-exempt bond financing, 

• exemption from income and property taxes, 

• internal cross-subsidization, 

• Medicaid disproportionate share payments (additional payment
for treating a disproportionate share of Medicaid patients), and

• state-administered charity-care risk pools (figure 3-2).72

Tax exemption is perhaps the most widespread subsidy provided to
nonprofit general hospitals. Nonprofit tax status allows hospitals to avoid
property and income tax in exchange for an obligation to serve the com-
munity. However, Kane and Wubbenhorst found that the amount of 
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charity care provided by hospitals is significantly less than the amount of
tax benefit accrued through nonprofit status.73 Thus, even if tax exemption
were the only means for hospitals to fund indigent care, the amount of the
benefit on average appears to be more than sufficient to fund prevailing
levels. Although specialty hospitals generally provide less charity care per
facility (approximately 2.1 percent of gross patient-care revenues; table 3-
2), they contribute on average approximately $2 million annually in state
and federal taxes. This represents an additional 5.1 percent of gross patient-
care revenues. The combined 7.2 percent of gross patient-care revenues
exceeds the average charity-care provision of tax-exempt general hospitals,
which is approximately 5–6 percent of revenues.74 Similarly, Greenwald
and colleagues report that specialty hospitals provide more net community
benefits than their not-for-profit competitors, and that “the higher commu-
nity benefits generated by specialty hospitals were attributable almost
entirely to the taxes they paid as for-profit entities.”75
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FIGURE 3-2
NONPROFIT GENERAL-HOSPITAL METHODS FOR FUNDING INDIGENT CARE

SOURCE: Authors’ review of the literature.
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Hospital internal cross-subsidization is to be distinguished from the
popular notion that hospitals shift costs between third-party payers; that is,
“one group pays more because another pays less.”76 In this case, hospitals
cross-subsidize low-margin indigent services with the proceeds from high-
margin services. Under normal circumstances, internal cross-subsidization
would not be sustainable, mainly because sustained high margins on some
services would encourage market entry, and as firms entered, the excess
profits would be competed away.77 In order for cross-subsidization to work,
government must restrict market entry, either through certificate-of-need or
some other means. Indeed, that is how many states currently approach the
problem, and an important reason Congress has resorted to the specialty-
hospital moratorium.

There are at least two problems with policies encouraging cross-
subsidization of this kind. First, the policy relies on CON to limit market
entry, and there is a large volume of research critical of CON.78 As discussed
in chapter 2, studies of the impact of CON programs have consistently found
them to be ineffective at controlling costs and enhancing access. Sloan and
Steinwald found that mature CON programs had an insignificant effect on
hospital costs, and immature CON programs actually increased costs.79 Stud-
ies by Lanning, Morrisey, and Ohsfeldt and by Antel, Ohsfeldt, and Becker
also concluded that CON is associated with higher inpatient costs and expen-
ditures per capita.80 A possible explanation is that the CON constraint pre-
vents hospitals from employing the least-cost combination of inputs to
produce inpatient services, resulting in allocative inefficiency.81 Further, there
is no evidence that the repeal of CON was associated with an increase in hos-
pital expenditures. As a result of the apparent failure of CON to achieve its
stated goals, many state CON programs have either been terminated or sig-
nificantly reformed since the repeal of the Health Planning Act in 1986.82 It
would be more difficult in theory for hospitals located in competitive markets
in non-CON states to engage in internal cross-subsidization; instead, they
would have to rely on tax exemption, disproportionate share payments, and
charity-care risk pools to fund indigent care.

Second, it is not clear whether the losses in net social welfare associated
with restricting market entry exceed the costs of alternative means of ensur-
ing the provision of indigent care, such as direct subsidies. The Federal
Trade Commission’s recent report on health care competition integrated this
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point into one of its policy recommendations, emphasizing that “[competi-
tion] does not work well when certain facilities are expected to cross-
subsidize uncompensated care. In general, it is more efficient to provide
subsidies directly to those who should receive them, rather than to obscure
cross subsidies and indirect subsidies in transactions that are not transpar-
ent.”83 There is general agreement that, economic tradeoffs notwithstand-
ing, the existing reliance on indirect subsidies is precarious and unstable.84

In addition, the Institute of Medicine (IOM) comprehensive report on
safety-net providers and systems in the United States called for “a targeted
federal initiative” that “should concentrate on both the infrastructure for
[indigent] care and subsidies for the care itself.”85 The U.S. experience with
airline regulation provides an excellent example. In order to develop air
travel infrastructure, airline regulation required carriers to cross-subsidize
unprofitable routes with profitable ones. Cross-subsidization appeared to
contribute to infrastructure development in the early years of regulation,
but eventually it led to high costs.86 Consumer welfare and producer sur-
plus improved markedly following deregulation.87 If subsidizing indigent
care is a policy objective, the economically optimal public policy would be
to subsidize any hospital directly for providing indigent care.88 Protecting
incumbent hospitals from competitive entry may be just as likely to allow
incumbent firms to maintain higher prices and facilitate slack in organiza-
tional processes, rather than permit them to fund additional indigent care.

A related concern is that specialty hospitals engage in unfair competi-
tion with general hospitals by taking only less severe and more profitable
cases—that is, by cream-skimming. As noted, there is some evidence that
specialty hospitals, like their ambulatory surgery center predecessors, treat
healthier patients with fewer comorbid conditions. However, from a policy
perspective, treating healthier patients in less intensive settings is likely to
improve patient welfare, given the extensive literature on the cost and qual-
ity benefits associated with triaging patients from inpatient to outpatient
settings following the implementation of Medicare’s PPS. Thus, the cream-
skimming issue, as others have observed, is predominantly a function of,
first, variation in operating margins within DRGs, and, second, crude case-
mix adjustments in current reimbursement rates. Case-mix adjustment
methodology has improved dramatically in recent years, and CMS maintains
the administrative data necessary for such adjustments.89 Again, according
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to economic theory, establishing administered prices that are more closely
aligned with average costs, together with improvements in case-mix adjust-
ment, would be superior policy mechanisms compared to restrictions on
market entry.

In sum, there are significant drawbacks to the current four-part strategy
to encourage the provision of indigent care. Tax exemption should, in
theory, provide sufficient compensation for indigent care, particularly when
combined with disproportionate share payments and charity-care risk
pools. However, there are no explicit mechanisms in place to control 
how hospitals allocate the proceeds from tax exemption. Internal cross-
subsidization would not be sustainable in competitive markets; therefore, it
must be accompanied by costly entry-barrier regulations. Both of these
policies are suboptimal insofar as they result in net losses in social welfare
that are likely to exceed the value of indigent care delivered. Policies such
as direct subsidies for indigent care and more accurate case-mix adjustment
of payments would likely result in overall gains in net social welfare.

The remaining policy issue involves the potential effects of physician
self-referral. The costs and benefits of this practice have been debated for
many years, mainly because the dominant physician payment mechanism
in the United States has been and continues to be fee-for-service, which cre-
ates financial incentives for self-referral. In the case of specialty hospitals,
the general argument is that physicians may have financial incentives to
admit patients to facilities in which they have an ownership stake. This
argument is, to some extent, based on research that has found utilization of
ancillary services higher when an ownership relationship exists between
referring physicians and the services.90 However, there are at least five
important limitations to applying these arguments to acute-care hospitals:

• The vast majority of studies of higher utilization resulting from
self-referral are based on physician ownership of ancillary serv-
ices, rather than acute-care hospitals. Mitchell and Sass, in their
frequently cited study of physician referral, failed to find higher
utilization rates associated with self-referral to acute-care hospi-
tals.91 This lack of association has been one of the main reasons
that the two phases of Stark anti-kickback legislation92 have
exempted physician ownership of acute-care hospitals.93 In
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addition, there is no direct evidence that the observed higher
utilization rates resulting from self-referral to ancillary services
represent inappropriate or unnecessary care.94

• There is no direct evidence that physician self-referral is moti-
vated disproportionately by financial incentives. Physician self-
referral is motivated by four factors: appropriateness, quality,
efficiency, and financial returns. The relative magnitude of each
of these incentives has been the subject of debate, but there is
no direct evidence to suggest how, on average, physicians assign
weights to each factor. Consistent with the empirical findings,
anecdotal evidence suggests that physicians may disproportion-
ately weight financial incentives when the referral is for stan-
dardized products or services, such as lab or pharmacy, and
disproportionately weight appropriateness and quality when the
referral is for more intensive procedures, such as surgery.95

• There is no evidence that self-referrals result in worse outcomes
than other types of referral.96 A likely reason for these findings
is the endogeneity of three factors: physician quality, the likeli-
hood of self-referral, and the quality of patient outcomes. Site
visits and trade-press literature indicate that physician investors
in specialty hospitals tend to be those who highly value effi-
ciency in the quality and cost dimensions. Thus, for many
physician investors, self-referral is likely to represent the optimal
referral in terms of quality and cost.

• In the case of physician ownership of acute-care facilities, it is
likely that the magnitude of financial incentives is limited. The
U.S. General Accounting Office found that 30 percent of spe-
cialty hospitals surveyed had no physician investors.97 For half
of the facilities with physician investors, the average individual
physician-ownership share was less than 2 percent. In the
ASHA survey, nearly 80 percent of physician investors owned
5 percent or less (table 3-2). Moreover, the entrepreneurial
return (that is, the fraction of the facility fee considered oper-
ating margin) for any single case is likely to be substantially
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less than the professional fee charged by physicians. Given the
order of magnitude difference between these two revenue
streams, physician incentives are likely to be driven more by
professional fees, which do not vary significantly by practice
setting, than by entrepreneurial returns.98 Indeed, in this con-
text the potential for a surgeon to enhance his or her own pro-
ductivity is a more likely source of financial incentive for
self-referral to a specialty hospital. In other words, the primary
financial motivation may be to enhance the return on invest-
ment for the surgeon’s investment in “human capital” (associ-
ated with the number of procedures performed) rather than
any effort to assure a return on investment in the form of
financial assets (associated with the overall financial perform-
ance of the hospital).

• There is often a double standard applied when judging 
the wisdom of physician self-referral. For example, a recent
Wall Street Journal editorial observed that “about 90 percent of
the primary-care doctors in southwestern Wisconsin are
owned by the hospitals” and that “the reason so many hospi-
tals own primary-care physicians is so that they can direct
referrals into their own hospitals.”99 Although the main rea-
sons for hospital-physician integration may also include fac-
tors such as reduction in transaction costs, improvements in
efficiency, and bargaining clout with managed care organiza-
tions,100 there is a widespread belief that such hospital vertical
integration into physician groups is a means to direct referrals
to hospitals, consistent with the concerns expressed in the
Wall Street Journal.101

In terms of policy options, even if we were to assume that these limita-
tions were not important, a more central question is whether creating bar-
riers to market entry is the most appropriate means of addressing the issue.
The net social welfare losses associated with barriers to market entry are
likely to be greater than those attributable to physician referral incentives,
particularly in light of the weakness of those incentives.
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Concluding Remarks

In this chapter we have reviewed the theory and evidence pertaining to some
of the key characteristics of specialty hospitals, including efficiency, demand,
case mix, and quality. These findings were supported by observations from
five site visits to specialty hospitals. We also conducted statistical analyses of
the effects of specialty hospitals on the profit margins of general hospitals.
The main findings of the study can be briefly summarized as follows:

First, there are economic advantages associated with specialization, due
mainly to process redesign, learning, avoidance of diseconomies of scope,
and focus on core competencies. Specialty hospitals appear to have equal
or better patient outcomes compared to their general-hospital counterparts.
Hence, there is no evidence to suggest that specialty hospitals should be
barred from entering acute inpatient care markets on the basis of efficiency
or quality of care.

Second, there is no evidence, other than anecdotal, to suggest that gen-
eral hospitals have been financially harmed by competition from specialty
hospitals, or that such competition is undesirable from a societal perspec-
tive. Specialty hospitals compete with general hospitals in the same manner
in which general hospitals compete with each other. Based on a longitudi-
nal study of general-hospital profit margins in markets with and without
specialty hospitals, we find that profit margins of general hospitals have not
been affected by the entry of specialty hospitals. Contrary to the conjecture
that entry by specialty hospitals erodes the overall operating profits of gen-
eral hospitals, general hospitals residing in markets with at least one spe-
cialty hospital have higher profit margins than those that do not compete
with specialty hospitals. These findings are also consistent with economic
theory, which suggests that firms will enter markets in which extant profit
margins are comparatively higher.

Third, though often cited as a significant policy concern, there is no evi-
dence that physician self-referral is a problem in specialty hospitals. Physi-
cian self-referral is likely to play a relatively minor role in patient utilization
of specialty hospitals because physicians’ ownership interests tend to be
small, and the associated financial incentive to use the specialty hospital is
small and indirect relative to the larger and more direct financial incentive
from the professional fee for providing the service itself.
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4

Competition in Health Insurance Markets:
The Case of Managed Care Reform

The discussion of specialty hospitals in the previous chapter illustrates
some of the impediments to relying on market forces to organize and allo-
cate health care resources. A similar impediment, in some cases, is the regu-
lation of health insurers. One of the most active areas of government
regulation in recent years has been the regulation of managed care organi-
zations and health plans. Just as the last vestiges of classic, utility-style regu-
lation are giving way to regulatory reform—and, in some cases, complete
deregulation—throughout the economy, state and federal legislators over
the past decade have increasingly viewed managed care regulation as the
next best alternative to a national health system. For example, during a
2001 California Senate Insurance Committee hearing addressing health
plan representatives, State Senator Jackie Speier stated emphatically, “With
more than 24 million people enrolled in managed care in California, you
can’t tell me that [health plans] should be treated any differently than any
other public utility.”1 In her comments, Senator Speier invoked the public
interest rationale for economic regulation simply by emphasizing the num-
ber of California residents affected by managed care, which involves roughly
70 percent of the state population. Senator Speier’s public utility thoughts
have been shared by other industry observers.2

State enactment of managed care regulations has diffused rapidly in
the United States during the previous decade.3 Many states have enacted
at least some form of legislation controlling various aspects of managed
care business practices. Regulations typically address two concerns: the
content of the benefit package offered by health plans (that is, coverage
mandates, such as cancer screenings), and the operations of health plans



(such as restrictions on the exclusion criteria for provider networks). 
As contracts between health plans and providers become more complex
and widespread,4 state legislators are likely to view health plan operations
increasingly as an entry point for regulations. Whereas the economic
effects of regulation in general are well understood, the application of 
that body of knowledge to managed care regulation is considerably less
developed.

The goal of this chapter is to apply the economic theory of regulation
to managed care regulation. There is a large body of literature on the costs
and benefits of economic regulation in industries other than health care,
such as airlines and telecommunications. Some studies have applied the lit-
erature on the economics of regulation to hospitals,5 but few have applied
the theory to managed care regulation. Throughout the debates on the
scope and breadth of new managed care regulations, two questions remain
largely unanswered. First, to what extent do current forms of managed care
regulation resemble classic economic regulation? Second, are there specific
lessons from the forty-year experience with economic regulation (and, in
many industries, deregulation) that are relevant to current debates over the
form and scope of managed care regulation? These questions are explored
in the first section of the chapter. The second section reviews aspects of the
economic theory of regulation relevant to managed care regulation, and the
third applies the theory to managed care regulation. The remaining sections
provide discussion and conclusions. 

Economic Regulation

During the forty years from 1930 to 1970, the United States government
enacted more new regulations and created more regulatory agencies than
at any time in its history.6 Regulatory agencies focused primarily on con-
trolling public utilities, such as water, electricity, natural gas, telecommu-
nications, transportation, insurance, and banking. These industries were
believed to be “affected by the public interest,” although the operational
definition of public interest was debated extensively in the courts.7 The
primary administrative control mechanism used by regulators was an
assortment of instruments referred to collectively as economic regulation,

COMPETITION IN HEALTH INSURANCE MARKETS   79



the core features of which include an agency charged with overseeing a
private industry and employing administrative controls on capacity, qual-
ity, costs, or profits, or some combination of these.8 Economic regulation
is often observed in industries where markets fail to operate freely and
competitively, or where the attributes of the markets, products, or serv-
ices add layers of relatively high complexity to transacting and contract-
ing among producers and consumers. Complexity typically stems from
the presence of uncertainty and imperfect information, production and
consumption externalities, the need for cross-subsidization, investments
in non-redeployable assets, and excessive market power. One or more 
of these attributes has been observed in virtually all industries in which
economic regulation has been featured, and two are relevant to managed
care regulation: uncertainty and imperfect information, and excessive
market power.

Uncertainty and imperfect information can lead to difficulties evalu-
ating contractual performance and product and service attributes (that is,
price and quality). Information problems have figured prominently in
various kinds of consumer protection regulations, such as those enforced
by the Food and Drug Administration and other agencies charged with
overseeing product and service quality.9 Another potential source of an
“unfair playing field” is the presence of excessive or unusual market
power. Market power figures prominently in the regulation of traditional
public utilities (such as water), where granting exclusive service privileges
to a single firm exposes consumers to monopoly output and pricing. Eco-
nomic regulation is a means of establishing and enforcing nonmonopoly
prices and output.

In most cases, relatively complex transactions are more efficiently
organized in settings that feature administrative controls.10 Depending on
the magnitude of the additional costs and difficulties associated with more
complex transactions, “first best” (that is, cost-minimizing or most efficient)
organization may take the form of economic regulation, where regulatory
agencies administer implicit contracts between producers and con-
sumers.11 The regulatory agent must determine the appropriate protection
for the producers’ right to serve consumers and the consumers’ right to be
served by the producers. Protecting the producers’ right to serve includes
securing investments in non-redeployable assets, devising flexible pricing
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mechanisms, and assuring firm solvency. Consumers’ right to be served
must be protected from monopoly output levels, price uncertainty, service
holdup, access denial, and quality shading.

Rate and capacity regulation are means of administering the dual con-
tract. Given the duality of the contract and a political structure that allows
input from all sides, however, interested parties have the potential to gain
from regulation by strategically influencing the regulatory process.12 In
administering contracts between producers and consumers, the regulator
allocates resources until the marginal political support for any regulatory
policy change generates no additional increase in political support.13 In
addition to consumers, producers, and other special-interest groups, the
regulatory process can also be influenced by motivated legislative champi-
ons and issue networks comprised of technical specialists, journalists,
administrators, foundations, and political entrepreneurs.14

The cumulative knowledge suggests, rather consistently across stud-
ies and industries, that the imposition of economic regulation on an
industry results in higher costs and prices than would have been observed
in its absence.15 Deregulation occurred in many of the formerly regulated
industries as the costs of regulatory governance began to exceed the costs
of nonregulatory governance. The relative costs of regulatory governance
increased as, first, some of the underlying market problems that led to
regulation abated; second, agencies faced increasingly difficult adminis-
trative tasks; and third, financial control mechanisms, such as rate-of-
return regulation (where allowable operating margins, revenues, or costs
are established by the regulators) caused regulated firms to use inefficient
mixes of inputs.16 Applications of price controls in various components
of the health care industry have also been found to cause distortions in
prices and costs.17

These effects were in part observable in post-deregulation data from the
industries of power (electricity and natural gas), transportation (railroads,
trucking, airlines), and financial services. In the wake of regulatory reform,
many of these industries experienced significant (10–30 percent) decreases
in real prices and net operating costs.18 In addition to efficiency gains,
many of the industries subjected to economic regulation achieved improve-
ments in quality, safety, and access following deregulation.19 

COMPETITION IN HEALTH INSURANCE MARKETS   81



Managed Care Regulation

At the time of their inception in the mid-1970s, managed care organizations
were regulated differently than indemnity insurers, with less emphasis on
financial requirements and more emphasis on the scope of coverage and the
impact of health plan organization on the provision of care.20 The late
1990s was a time of resurgence for managed care regulation, driven mainly
by dissatisfaction on the part of consumers and providers over the limita-
tions that health plans placed on the provision of medical care.21 The back-
lash was likely made worse as indemnity plans exited the market or became
too expensive for most employers and individuals, thereby leaving many
with little choice but reluctantly to join managed care plans.22 Currently,
most states have implemented some form of managed care quality or opera-
tions regulation.23 Examples of these regulations are shown in table 4-1.

The implicit theory underlying most managed care regulations is that,
if left uncontrolled, the business practices of managed care organizations
will tend to trade off quality and access in order to increase revenue and
profits; consequently, the arguments go, managed care organizations will
fall short of providing the socially optimal level of care. This is due in part
to the prevalence of prepaid contractual mechanisms in managed care, such
as administered prices and capitation. The extent to which prepaid con-
tracts lead to problems depends on the complexity of the transaction. Rela-
tively high levels of uncertainty and information imperfections common to
health care transactions are likely to result in “incomplete” contracts
between health plans, providers, and enrollees.24

The prevalence of incomplete contracting opens the door to oppor-
tunistic behavior ex post, examples of which may include skimping (on the
part of plans), moral hazard (on the part of enrollees and providers), and, in
some cases, fraud. The existence of unusually high levels of uncertainty and
information imperfections also increases search costs for consumers (choos-
ing plans and providers) and providers (choosing plan/network affiliations).
Uncertainty and information imperfections, and resultant incomplete con-
tracts, provide the rationale for the vast majority of extant managed care
regulations.25 Most of the remaining regulations are attempts to counteract
perceived asymmetries in bargaining power among purchasers, health plans,
providers, and enrollees.
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Consider the case of managed care regulation in California. During the
fourteen years from 1990 to 2004, California enacted more than 180 dis-
tinct managed care regulations (figure 4-1).26 These laws are in addition to
California’s Knox-Keene Health Care Service Plan Act of 1975, which
enacted an extensive set of rules aimed at the operations of prepaid health
plans and transferred regulatory authority of prepaid plans from the attor-
ney general to the Department of Corporations.27 Many of the laws and
regulations enacted during the 1990–2001 period were amendments and
addenda to the Knox-Keene Act.

The process through which the activities of special-interest groups and
issue networks result in managed care laws and regulations in California is
complex and difficult to generalize about. However, some basic facts can be
drawn from press releases and other public records generated during the
legislative debates. Purchasers are concerned about the quality of the health
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TABLE 4-1
EXAMPLES OF STATE AND FEDERAL MANAGED CARE REGULATIONS

Health Plan Operations Coverage Mandates

Provider access to plan networks

Plan/provider solvency requirements

Physician-enrollee communication

Continuity of care

Plan-provider dispute resolution

Plan-enrollee dispute resolution

Consumer complaint procedures

Out-of-area/emergency coverage

Minimum lengths of hospital stay

Quality audits and reporting

External review

Health plan liability

Administered plan–provider contracts

Provider antitrust waivers

SOURCES: Anders (2001); Butler (1999); Rogal and Stenger (2001); Zelman (1999).

Preventive care

Reconstructive surgery

Pain management

Mental health

Contraceptives

Management of chronic diseases

Experimental treatments

Second opinions

Standing specialist referrals

End-of-life care

Clinical trials



care they get for their money, but they are also highly attuned to the overall
cost of providing coverage to their employees and members, and how infla-
tion in health insurance premiums compares to inflation in other inputs.28

Representing the interests of large employers, the California Chamber of
Commerce focuses primarily on how much proposed legislation or regula-
tory rules will end up costing purchasers. Similarly, the Pacific Business
Group on Health (PBGH) devotes considerable effort to collecting and dis-
seminating quality-related information to its constituents; but members con-
tinue to be concerned about costs.29

Given that health plans enroll the vast majority of their customers
through employer groups and government purchasers, the policy interests
of health plans often correspond with those of purchasers. Provider groups,
such as the California Medical Association (CMA), the California Associa-
tion of Physician Organizations (CAPO), and the California Healthcare
Association (CHA),30 often align themselves with consumer groups, and are
more likely to support legislation and regulatory rules that result in greater
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FIGURE 4-1
CUMULATIVE NUMBER OF MANAGED CARE ORGANIZATION

LAWS AND REGULATIONS ENACTED IN CALIFORNIA, 1990–2004

SOURCES: Authors’ analysis based on data from California Association of Health Plans (1997–2001)
and legislation listed and described at the Legislative Council of California’s website www.leginfo.
ca.gov (last accessed January 15, 2006).
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physician autonomy, broader scope of covered services, timely payment of
claims, and higher payment rates.31 Accordingly, there exists a fundamen-
tal tension between providers, who generally want more money put into the
system, and payers, who generally want less money in the system.

Economic Regulation and Managed Care

To what extent do current forms of managed care regulation resemble eco-
nomic regulation? The majority of managed care laws resemble those
employed in other regulated industries. Most are targeted at mitigating the
effects of uncertainty and information imperfections. Among extant laws
aimed at governing health plan operations, bargaining asymmetry provides
nominal justification for those laws aimed at enrollee access to providers,
provider access to health plan networks, and other laws targeted at health
plan and provider contracting. The other operations laws are nominally
designed to increase the amount of information available to purchasers,
enrollees, plans, and providers, and to provide mechanisms to settle disputes
arising from incomplete contracting.

Although they represent a relatively small proportion of managed care
regulatory activity, laws governing provider contracting have received a
great deal of attention, particularly in California. For example, two bills
under consideration by the California legislature in 1999 involved a sig-
nificant escalation in government oversight of rates and the processes
through which health plans pay provider groups. One would have required
plans to file evidence that capitation rates paid to provider groups were
based on actuarial estimates; submitted rates would have been subject to
review. A similar bill created the new Department of Managed Health Care
(DMHC), which was nominally charged with, among other oversight activ-
ities, ensuring provider solvency. In debates during the deliberations of the
DMHC’s Fiscal Solvency Standards Board over how the department would
fulfill those obligations, the notion of reviewing and approving health plan
capitation rates paid to providers received serious consideration.

Laws intended to govern the scope of benefit packages are, in general,
aimed at formalizing and explicating incomplete contractual terms between
enrollees and plans, with the intent to reduce uncertainty in the scope and
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depth of coverage. However, laws mandating coverage also implicitly address
bargaining asymmetry to the extent that mandates align with specific provider
groups—for example, mental health parity laws and mental health providers.
In these cases, mandated benefits have the secondary effect of compelling
plans to include specific provider subgroups in their networks.

There have been relatively few studies examining the effects of managed
care regulations on costs and quality. Laws intended to govern the scope of
benefit packages share the nominal intent to improve quality, but the extent
to which those laws are capable of doing so and the extent to which they
have succeeded (and at what cost) are unclear, for four reasons. First, there
is some evidence to suggest that mandated coverage of certain kinds of pre-
ventive care (such as cancer screenings) may be beneficial in the long run
due to the access barriers created by the relatively high price-elasticity of
demand for those services.32 However, when subjected to rigorous cost-
effectiveness analyses, many preventive services tend to show no consistent
patterns and often yield perverse findings, such as some cancer screenings
that cost over $1 billion per life-year saved.33 The cost-effectiveness ratios
for other mandated benefits are equally uncertain. Some studies have esti-
mated added costs associated with a typical assortment of mandates rang-
ing from 3 to 15 percent of health insurance premiums, with little evidence
of incremental quality increases attributable to the laws.34

Second, it is difficult to disentangle anecdote from evidence in assessing
the extent of quality-related problems attributable to health plans and managed
care organizations. Numerous empirical studies have found that managed
health plans appear to provide care comparable to or better than their unman-
aged counterparts.35 Studies conducted before and after the diffusion of state
regulations reached similar conclusions. As a result, it is likely that some man-
aged care regulations address problems that are perceived rather than real.36

Third, quality regulation is not exempt from the same kinds of distortions
common to rate regulation. For example, whereas rate regulation encouraged
airlines to compete away excess profits through nonprice (quality) competi-
tion,37 quality regulation may encourage health plans and provider groups
essentially to compete away excess quality through price competition, even if
the excess quality has value to some purchasers and enrollees.38

Finally, mandated benefits force employers to purchase a minimum
benefit package that may differ from what they would be willing to pay for
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in an unregulated market, thereby compelling them to pass the costs of the
richer benefit package on to employees in the form of lower net wages.39

There is also likely to be an adverse selection effect as healthier enrollees
drop coverage at the higher prices.

Similar to laws aimed at the scope of benefit packages, there are positive
and negative aspects of laws aimed at health plan operations. As has been the
case in other industries, there is general agreement that laws aimed at
increasing the overall level of available information and decreasing search
costs generally have positive effects and, in the long run, the potential to
improve quality and reduce costs.40 Examples include plan and provider
reporting requirements (such as financial reporting, solvency standards, and
medical error reporting), plan and provider quality audits, prohibition of
plan restrictions on provider–patient communication (such as “gag clauses”),
and disclosure of “evidence of coverage.” There are also likely to be net ben-
efits from laws aimed at continuity of care, which typically allow patients to
continue seeing their physicians for a limited time even if the provider is no
longer a network participant. Other operations laws are intended simply to
clarify what is covered and what is not, thereby reducing the level of con-
tractual ambiguity among plans, providers, and enrollees.

Many managed care laws, however, have been shown to add significant
costs to health plans while being of questionable value to enrollees. Exam-
ples include minimum lengths of stay for certain procedures (such as
maternity stays) and patients, health plan liability, independent external
review of coverage decisions, administered plan–provider contracts
(including regulated payment rates), provider network restrictions, and
provider antitrust exemptions. A typical assortment of these laws is esti-
mated to add 3–14 percent to plan premiums.41 Laws intended to regulate
payments from plans to providers, regulate plan premiums, or grant
providers exemptions from antitrust laws have been estimated to increase
premiums another 10–20 percent.42

Discussion

What lessons can we learn from the economic regulation of other industries?
The preceding discussion points to four lessons. First, it is very important
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for lawmakers to reassess continuously the need for regulation, and be pre-
pared to deregulate whenever appropriate. This requires assessing more than
simply the relative costs and benefits of specific regulations. The real issue is
whether the overall costs of regulatory governance—which include the costs
of specific regulations in addition to the costs of administering regulatory
programs—exceed the costs of nonregulatory governance. In the case of
managed care regulation, there is ample opportunity to conduct such
research, given the relatively high level of heterogeneity in the design, scope,
and enforcement of regulation across states. In California, the vast majority
of managed care laws were passed in the absence of economic impact esti-
mates ex ante or assessments from other states ex post.

A closely related lesson is that economic regulations should be targeted
at real rather than perceived problems. Airline regulation was designed to
improve safety and increase the overall capacity of the industry by cross-
subsidizing travel on low-density routes. Regulation helped set up the
safety infrastructure while encouraging the establishment of routes and
facilities in smaller cities. Once those tasks were accomplished, there was
little need for ongoing regulation, particularly regulation encouraging costly
nonprice competition. Economic regulation of the telecommunications
industry offers a similar example. Telecommunications regulations were
designed to control the natural monopoly aspects of the telecommunica-
tions network. However, technological advances such as microwave com-
munications created opportunities for new market entrants. Perhaps one
way to distinguish between real and perceived problems is to target only
problems associated with measurable costs and benefits. In the case of man-
aged care regulation, efforts should target aspects of managed care organi-
zation behavior that can be at least partly attributable to measurable
problems in quality or access. Moreover, as Walshe and Shortell argue, “The
extent and nature of regulation should be proportionate to the perceived
quality problems or need for improvement, in the sense that major prob-
lems evoke a major regulatory response, but minor issues receive less reg-
ulatory attention.”43 

Third, in cases where regulation appears to be the lowest-cost form of
governance, regulations should be designed to take advantage of market
incentives within the regulatory umbrella. One of the precursors to deregu-
lation in the electricity sector was the determination that some components
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of the industry were suitable for regulation (transmission lines), but others
were not (generation).44 Currently, most states employ a hybrid approach to
managed care regulation, relying on market-oriented forms of governance,
such as selective contracting, to accomplish some of the otherwise regulatory
goals. There is a risk, however, that state legislatures will overlook hybrid
approaches, as “regulation versus competition” cleavage lines are drawn
along party lines.

Fourth, in cases where regulation is likely to be the lowest-cost form of
governance, careful attention should be given to the design of regulatory
mechanisms.45 Clearly, any sort of rate or premium regulation is not rec-
ommended; the evidence against these forms of regulation is extensive.
Similarly, the evidence strongly suggests that creating barriers to market
entry is more costly than allowing controlled competition.46 Provider
antitrust exemptions are also ill-advised. If there are sustained structural
and behavioral attributes of the industry that consistently favor one eco-
nomic entity over another, such as health plans over physicians, the reso-
lution of such issues is most appropriately left to the U.S. Department of
Justice and the Federal Trade Commission. That leaves a large number of
managed care regulatory mechanisms that fall into a gray area of appropri-
ateness. For example, laws allowing health plans to be sued for coverage
denials are nominally intended to improve quality by discouraging unwar-
ranted coverage denials. But the mechanism relies on the courts, which are
costly both in terms of time and financial resources. Thus, plan liability laws
may disproportionately serve those with greater resources. Moreover, large
punitive awards are likely to cost health plans nontrivial resources but pro-
vide tangible benefits to only a relatively small number of enrollees.

Concluding Remarks

Several aspects of managed care regulation bear resemblance to various
forms of economic regulation in other industries. Most managed care regu-
lations are, in theory, intended to reduce uncertainty and information imper-
fections while creating a level playing field for purchasers, health plans,
providers, and enrollees. However, similar to some aspects of economic
regulation, many managed care regulations are costly, poorly designed, and
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of questionable value in terms of benefit. Future debate over managed care
regulation should take into consideration four important lessons from eco-
nomic regulation: The need for regulation should be continually reevaluated;
regulations should be aimed at real rather than perceived problems; regula-
tors should seek the optimal mix of regulatory and nonregulatory gover-
nance; and regulatory mechanisms should be carefully designed to address
problems directly at minimal cost.
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5

Competition in Pharmaceutical Markets:
The Case of Prescription Drug Marketing

Direct-to-consumer advertising (DTCA) for prescription drugs represents
another case where critics contend that the quest for profits results in harm
to consumers. For example, Hollon states that “reckoning the cost, economic
and otherwise, the public health value of [DTCA] is negligible. Moreover, the
effects of [DTCA] are undesirable,” mainly because it “undermines the pro-
tection that is a result of requiring a physician to certify a patient’s need for
a prescription drug.”1 Abramson contends that “drug ads usually stay away
from the facts that count.”2 The purpose of DTCA, Abramson writes, is not
to inform but to create “the impression not only that health and happiness
can be achieved by using the right drugs, but that drugs are necessary for
health and happiness.” Further, DTCA is designed to

evoke a positive emotional connection to the drug, and finally
challenge the viewer to . . . discuss the drug with their doctor
(in the office, “discuss” usually morphs into “request” or
“demand”). . . . [DTCA also] diverts attention from the healthy
life habits that usually play a far greater role than advertised
drugs in preventing illness and achieving happiness.3

Generally, there are two common themes in the case against DTCA for
prescription drugs. The first relates to an alleged adverse impact on the clin-
ical quality of care. According to this view, advertising for specific prescrip-
tion drug products directed toward consumers is at best inherently useless,
and at worst often misleading. These advertisements can cause patients harm
in the form of unnecessary exposure to risk of adverse events associated with



inappropriate and unnecessary drug use. The second complaint relates to
what might be termed “economic harm” in the form of resources that are
wasted as a result of DTCA. The first and most obvious source of economic
waste is a corollary of the proposition that DTCA is useless—if DTCA is
indeed useless, then, by definition, any resources devoted to DTCA are
wasted. But the greater source of alleged waste relates to excessive use of
expensive brand-name drugs resulting from DTCA for these drugs. 

At first blush, it is hard to image how providing accurate information
about a product to consumers could harm them. Economists have long
argued that firms face relatively strong incentives to advertise “search
goods”—those goods for which important attributes can be observed prior
to purchase.4 Moreover, firms face strong incentives to engage in truthful
advertising of search goods, for two main reasons: First, by definition, the
attributes of search goods are observable ex ante; and, second, 
misleading advertising will in most cases harm reputation, thereby in the
long run limiting market share to only trial purchases—a result any profit-
maximizing firm would find unsustainable.5 Thus, apart from obvious
fraud, abuse, and inappropriate marketing (such as drug ads aimed at
minors), economists have more or less dismissed the notion of advertising
being harmful and have instead focused on the extent of useful information
that may or may not be conveyed.6

The case for harm in the case of DCTA for prescription drugs rests on
the presumption of “differentness,” as discussed in chapter 2. Those who
maintain that consumer-directed advertisements for particular drugs are,
at best, useless suggest that consumers lack the training, skills, and expe-
rience to evaluate the content of DTCA for particular prescription drugs
within the context of their specific clinical condition. If physicians and
other prescribers already possess this information, then DTCA adds no
value. Of course, it is possible that individuals with clinical conditions
conducive to treatment with a particular product would not have presented
to a physician for treatment in the absence of DTCA. Critics acknowledge
that this is a consequence of DTCA, but generally argue that this benefit
could be achieved through the use of disease awareness advertisements
(those describing a condition without any mention of specific treatments),
and that branded DTCA has countervailing adverse effects that outweigh
any benefits. 
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In 1997, the Food and Drug Administration (FDA) issued revised reg-
ulatory guidance to pharmaceutical manufacturers regarding DTCA, which
eased restrictions previously rendering television advertising infeasible.7

This contributed to an increase in DTCA spending. According to IMS
Health data, total DTCA spending rose from $791 million in 1996 to $1.1
billion in 1997, and climbed to $4.0 billion in 2004.8 As shown in figure
5-1, adjusted for general inflation, the dramatic growth in DTCA expendi-
ture following the revised regulatory guidance stalled from 2000 to 2002,
but constant-dollar DTCA spending increased by 20 percent per year from
2002 to 2004. What exactly does all of this DTCA spending do? 

Are Prescription Drug Advertisements Misleading?

Advertisements to consumers for prescription drug products must comply
with regulatory constraints related to accuracy and “fair balance” imposed by
the FDA. The fair balance criterion requires that statements about benefits
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FIGURE 5-1
TREND IN DTCA EXPENDITURES FOR PRESCRIPTION DRUGS, 

IN MILLIONS, 2004-EQUIVALENT DOLLARS

SOURCES: IMS Health (2003; 2006b); U.S. Bureau of Labor Statistics (2006).
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be balanced with information about risks.9 At this point, it is worth noting
that, in regulating promotional activity directed toward consumers, the FDA
uses more stringent requirements for scientific evidence supporting benefit
claims than the Federal Trade Commission (FTC), which regulates consumer
advertising for nonprescription, “over-the-counter” (OTC) products. Further,
although the FTC prohibits deceptive advertising, it does not require fair bal-
ance between statements of benefits and risks for OTC products.

The difference in the regulatory constraints on consumer advertising
imposed by the FDA and FTC is further amplified by the fact that con-
sumers cannot get access to prescription drugs directly, unlike OTC prod-
ucts. To be able to purchase a prescription drug product, a consumer must
find someone legally authorized to write a prescription for it, such as a
physician or nurse practitioner. Such health care professionals presumably
have access to detailed information from other sources about the product
and the potential benefits or risks for use by a particular patient with a par-
ticular clinical condition. With this “learned intermediary” sitting between
the consumer and use of the advertised prescription drug product, how can
an advertisement aimed directly at consumers harm them, even if the
advertisement itself is inaccurate or misleading?

But let us assume for the moment that the additional protection for con-
sumers against adverse effects of misleading advertisements afforded by a
learned intermediary does not exist. Are prescription drug advertisements
often inaccurate and misleading? Even the harshest critics of DTCA for pre-
scription drugs rarely argue that there are any overtly false claims in such
advertisements. Rather, in most cases questions about “inaccurate” or “mis-
leading” content relate to the quality of the scientific evidence available to
support a benefit claim, or to whether the quantity or quality of risk infor-
mation is sufficient to provide a fair balance for benefit claims.10 Thus, pre-
scription drug advertisements that have been labeled “misleading” generally
are alleged either to exaggerate benefits or understate risks, or to employ
more effective means to communicate clinical benefits than risks, such that
risk information is less likely to be understood or retained by the consumer
than benefit claims.11

Allusions to indirect benefits of treatment are one source of alleged ben-
efit exaggeration.12 To illustrate the indirect claim issue, consider the case
of drugs used to treat type 2 diabetes. It is well established and accepted
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that the risks of complications of type 2 diabetes (neuropathy, retinopathy,
and so forth) are greater over time among persons with higher glycosylated
hemoglobin (HbA1c) than among those with lower HbA1c.13 Thus, it would
be reasonable to assume that a drug therapy that improves HbA1c would, at
least on average, reduce the risk of these complications of diabetes among
patients with lower HbA1c over time. Indeed, this firm belief forms the basis
for FDA approval of new drugs for the treatment of type 2 diabetes based on
their efficacy in reducing HbA1c. If the FDA used the “reliable and credible”
standard for scientific evidence used by the FTC, a manufacturer of such a
prescription drug product probably would be permitted to mention in
DTCA that use of the product reduces HbA1c, which has been shown to
reduce the risks of complications of diabetes. However, the FDA considers
any such allusion impermissible in DTCA in which a specific drug is men-
tioned by name, because the reduced risk of complications was not demon-
strated in two large, placebo-controlled, randomized clinical trials using this
specific drug for treatment. Ironically, conducting any such clinical trials
would be unethical, given the strong a priori scientific basis for anticipating
its outcome. As a result, the drug manufacturer in this case effectively is pre-
cluded from ever making any such benefit claim in DTCA for the product. 

Prescription drug DTCA also has been labeled misleading due to the
manner in which benefit and risk information is presented. For example,
advertisements for particular drug products typically acknowledge that
“results may vary” across individuals, but they do not provide detailed
information about the probabilities of treatment responses of different mag-
nitudes. Thus, consumers may overestimate the extent to which use of a
particular drug treatment will result in an acceptable improvement in con-
dition in their case. Critics also complain that advertisements for specific
brand-name drugs fail to mention that other treatments may provide
patients with an equal or even superior improvement in their condition.14

As a result, consumers may overestimate the benefits and underestimate the
risks associated with the use of the advertised prescription drug product.
However, consumer surveys indicate that, in general, DTCA increases con-
sumer awareness of both the benefits and risks of prescription drug use, as
one might expect, given the fair-balance requirement for DTCA.15

In some respects, it is difficult to understand complaints about 
“inadequate” or “unbalanced” risk information in DTCA in the context of
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alternative sources of risk information for consumers. Typically, patients
receive very little information about prescription drug product risks from
physicians or pharmacists.16 Based on a relatively small, unscientific sam-
ple of colleagues in our respective academic institutions, we were unable to
identify anyone who could recall ever receiving as much information about
the risks associated with the use of a prescription drug via verbal communi-
cation with any health care professional as is contained in a typical consumer-
directed, sixty-second television advertisement. In this small sample, the
risk information provided by health care professionals at the time the drug
was prescribed usually related to relatively common—and relatively
minor—adverse effects (“Sometimes can cause an upset stomach”), along
with suggested steps to manage these effects should they occur. Risks for
rare but serious (that is, potentially life-threatening) adverse effects almost
never were mentioned. Perhaps our colleagues’ experiences are atypical, but
more comprehensive surveys (such as those conducted by Prevention mag-
azine) confirm that patients who asked their doctors about specific adver-
tised drugs were more likely to receive information about risks for adverse
effects than patients who did not ask.17 This, then, begs the question: Why
should “less than ideal” risk information conveyed to consumers via DTCA
be considered inferior to the alternative of “almost no” verbal risk informa-
tion conveyed via health care professionals?18

Further, as noted, even if the DTCA for a specific prescription drug mis-
leads consumers, they cannot act on that misinformation and purchase the
product without the approval of a health care professional. This learned
intermediary typically would be expected to protect consumers from acting
on the misleading information. Suppose a DTCA induces a patient who
does not have a condition conducive to treatment with the advertised drug
to approach a physician to request a prescription for it. In practice, what
happens? The following section addresses this question.

Impact of DTCA on Prescriptions

In a recent study, “standardized patients”19 defined to have either major
depression or adjustment disorder with depressive mood were assigned to
three groups for each condition: those who requested a specific antidepressant
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treatment (Paxil) by name; those who requested treatment with an antide-
pressant but did not ask for a specific drug; and those who made no drug
treatment requests.20 The 298 standardized patients presented to 152 pri-
mary care physicians in three cities between May 2003 and May 2004.
While consensus and adherence to treatment guidelines are notoriously
poor in the case of mental health conditions,21 current guidelines suggest
that treatment with an antidepressant would be considered appropriate for
the patients with major depression but would be questionable for those
with adjustment disorder. 

The results indicated that the standardized patients with major depres-
sion who made a general request for antidepressant drug treatment (no
brand specified) were most likely to be prescribed antidepressant drug
treatment (76 percent), versus those who specifically requested Paxil 
(53 percent) or made no drug request (31 percent). Among those making
a general drug request who received a prescription, few were prescribed
Paxil (3 percent), and even among those requesting Paxil who received an
antidepressant prescription, only 52 percent were prescribed Paxil. Among
standardized patients with adjustment disorder, those who requested Paxil
were most likely to receive an antidepressant drug prescription (55 per-
cent), compared to those making a general antidepressant drug request 
(39 percent) and those making no drug request (10 percent). In further
contrast to the results for patients with major depression, among the stan-
dardized patients with adjustment disorder who requested Paxil and
received an antidepressant drug prescription, 67 percent received Paxil,
compared to 26 percent who made a general request and received an anti-
depressant drug prescription.22

Although this study does not address the role of DTCA specifically, it
sheds light on the impact of patient requests for specific drugs or drug treat-
ments on the treatments received. Patients with major depression who
requested drug treatment were more likely to receive appropriate drug
treatment than those who did not. This clearly represents a positive out-
come, but requests for drug treatment also resulted in higher rates of anti-
depressant drug treatment for adjustment disorder. Although the authors
interpret this as a negative outcome of patient drug requests, prescribing an
antidepressant for such patients is a matter of judgment and is not unam-
biguously “inappropriate,” as indicated by the 10 percent who were given a
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prescription without asking for one. It is plausible to suggest that some
physicians responded to a patient’s request for a specific treatment by tak-
ing the patient’s stated preference into account when selecting among an
array of acceptable treatment options. If so, does the resultant greater use of
the requested treatment represent a lapse in quality of care caused by
DTCA, or is it simply (as discussed in chapter 2) an example of “shared
decision-making” among patients and physicians?

But, for the moment, assume that DTCA does induce patients to request
prescriptions for Paxil for an unambiguously inappropriate indication, and
this in turn results in more inappropriate prescriptions. Does this represent
a defect of DTCA? Or does it indicate a deficiency in the quality of mental
health service provision in primary care? Among the standardized patients
with major depression in the Kravitz study, almost all of those who
requested antidepressant treatment received “acceptable” treatment
(defined as any combination of antidepressant treatment, mental health
referral, or follow-up visit within two weeks)—98 percent among those
requesting any antidepressant and 90 percent among those requesting
Paxil. But only 56 percent of those making no antidepressant request
received acceptable treatment for depression. This finding, coupled with
the (possible) overutilization of antidepressants for adjustment disorder,
may simply reflect a lack of proficiency among primary care physicians in
the diagnosis and treatment of mental health disorders. However, studies
focused on other therapeutic areas also find that DTCA results in improve-
ment in the process of care, such as higher rates of appropriate treatment
recommendations and enhanced patient adherence.23

A somewhat curious result in the Kravitz study is that standardized
patients with major depression were less likely to be prescribed any anti-
depressant if they asked for Paxil specifically, versus making a general
request for antidepressant treatment. The source of the patient’s brand-
specific request was not identified in the study, but if the prescribing physi-
cians perceived the request was “caused” by DTCA, this finding is consistent
with another recent study focused on physician attitudes about DTCA.
Zachry, Dalen, and Jackson found that physician responses to patient
requests for specific drugs differed according to the source of information
for the request. Specifically, physicians were more likely to report being
“annoyed” by the request if it resulted from DTCA, as compared to a request
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where the patient indicated the drug information was obtained from the
Physician’s Desk Reference (PDR). Further, physicians were less likely to pro-
vide a sample or write a prescription for the requested drug if the request
resulted from DTCA versus the PDR.24 Thus, if some of the physicians in
the Kravitz study assumed that the brand-specific request resulted from
DTCA, this could in part explain the apparent tendency to “punish” drug
manufacturers utilizing DTCA by not prescribing Paxil (or any other anti-
depressant) for patients with major depression who requested Paxil.

Does DTCA have a negative impact on physician-patient interactions?
Certainly, the results of several provider surveys suggest many, but not all,
physicians dislike DTCA. Virtually all of those surveyed by Robinson and
others concluded that DTCA failed to provide adequate information about
cost (99 percent) or alternative treatment options (95 percent), and most
faulted DTCA for inadequate information about adverse effects (55 per-
cent).25 Physicians also cited several “problems” caused by DTCA: longer
patient encounters (56 percent), requests for specific medications (81 per-
cent), and altered patient expectations about physicians’ prescribing
behavior (67 percent). Overall, only 43 percent believed DTCA helped
their patients become better informed. These results contrast with those
from another recent survey of 459 physicians conducted by the FDA.26 In
this survey, 41 percent of physicians believed DTCA had a “somewhat” or
“very” positive impact on physician–patient interactions, and 28 percent
were neutral, whereas only 5 percent believed the ads had a “very” nega-
tive impact. About 17 percent reported that they felt “somewhat” or “very”
pressured by their patients to prescribe an advertised drug, and about 
18 percent indicated that DTCA had been “a problem” in their interactions
with patients. 

A common complaint about DTCA in these and other studies of physi-
cian attitudes is that the advertisements often forced them to spend time
explaining to their patients why drug X “is not right for you” (to paraphrase
the ubiquitous closing line in television prescription drug ads). Some might
suggest to these physicians that spending time talking to patients is part of
their job. But time is money, and physicians could see another patient or go
home a little earlier if this expenditure of two or three minutes could be
avoided. So some physicians might write a prescription for a drug requested
by a patient simply because it takes less time to do so than to explain why
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an alternative treatment might be more appropriate. This could lead to more
extensive use of heavily promoted drugs.

For the sake of argument, take it as a given that DTCA has a profound
effect on the way physicians provide medical care to their patients. Does
DTCA waste the patient’s (or the patient’s insurer’s) money, or even cause
the patient physical harm? We address each of these questions in turn. 

Is DTCA Wasteful?

A common complaint about DTCA is that it is a significant contributor to
wasteful health spending in the United States. As noted in chapter 1, there are
many differences between the U.S. health system and those in other devel-
oped countries. Prescription drug DTCA is another potential cause for the
alleged excess in U.S. health spending—worldwide, the United States and
New Zealand are the only developed countries that permit DTCA for pre-
scription drug products.27 A recent study funded by health insurers listed the
2000 DTCA spending levels for the most advertised prescription drugs in the
U.S. and DTCA spending as a percentage of each drug’s U.S. sales (see table
5-1).28 The report also noted that total 2000 DTCA spending ($2.3 billion)
represented about 2.5 percent of total U.S. advertising expenditures for all
consumer products that year. These products include Budweiser ($146 mil-
lion, 3.2 percent of sales), Dell Computers ($160 million, 0.9 percent of
sales), and Pepsi ($125 million, 8.9 percent of sales).29 While these sorts of
comparisons tend to make DTCA expenditures appear to be relatively “large,”
total DTCA spending for prescription drugs was less than 2 percent of total
U.S. sales for all brand-name prescription drug products. Further, there is no
statistically significant association between the level of DTCA expenditure and
the rate of growth in sales for the fifty most advertised brands highlighted in
the National Institute for Health Care Management (NIHCM) report.30

In any given year, many of the prescription drugs with the highest
DTCA spending are relatively new to the U.S. market. As shown in figure
5-2, in 2004 the prescription drug with the highest DTCA spending was
Lexapro, with $168 million in DTCA expenditure, representing 10.5 per-
cent of total U.S. Lexapro sales. Lexapro was relatively new to the market
in 2004, as were Crestor ($125 million, 21.9 percent of sales) and Bextra
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($121 million, 10.1 percent of sales). Similarly, referring back to table 5.1,
many of the ten most advertised drugs in 2000 were then relatively new to
the market (Vioxx, Viagra, Celebrex, Flonase, and Meridia). Manufacturers
with new products are more likely to spend for DTCA to make consumers
aware of new treatment options. Most of the other top ten advertised drugs
in any given year were at that time facing some type of competitive challenge,
such as entry by a new brand-name drug within the same class, or patent
expiry of a similar branded drug resulting in within-class generic competi-
tion. In 2004, this category included Lipitor, Vioxx, Zoloft, and Nexium. The
$114 million in Lipitor DTCA in that year represented 1.6 percent of its $7.1
billion in U.S. sales. Moving beyond the ten most advertised drugs, DTCA
spending as percentage of sales generally decreases. For example, DTCA
spending for Zithromax, the drug ranked fiftieth in DTCA spending in the
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TABLE 5-1
DTCA EXPENDITURES FOR MOST-ADVERTISED PRESCRIPTION DRUGS

AND SELECTED CONSUMER PRODUCTS, 2000

DTCA Expenditure
Product (millions of dollars) Percent of Product Sales

Vioxx 160.8 10.6

Prilosec 107.5 2.6

Claritin 99.7 4.9

Paxil 91.8 5.1

Zocor 91.2 4.1

Viagra 89.5 11.0

Celebrex 78.3 3.9

Flonase 73.5 11.9

Allegra 67.0 6.0

Meridia 65.0 57.4

All Rx Drugs 2,258.4 1.7

Pepsi 125.0 8.9

Budweiser 146.0 3.2

Dell 160.0 0.9

SOURCES: National Institute for Health Care Management Foundation (2001); author’s calculations (see text).



NIHCM report, was $9.8 million (0.7 percent of sales). Thus, DTCA spend-
ing as a percentage of sales is small for most of the hundreds of branded
prescription drugs available in the United States with annual sales in excess
of $100 million.

If the only source of alleged waste associated with DTCA is spending on
advertising by drug manufacturers per se, these data indicate that it would
be a relatively trivial contributor to overall spending in the U.S. health care
system. But a greater source of concern among critics is the impact of DTCA
on patterns of prescription drug use—that is, the inducement of inappro-
priate use or use of expensive branded drugs in place of equally effective
and cheaper drugs. 

A claim that inappropriate drug use induced by DTCA is a substantial
driver of U.S. health care costs simply lacks face validity. To illustrate, consider
that DTCA spending for the ten most advertised drugs listed in table 5-1
accounted for 41 percent of all DTCA drug spending in 2000. In the same
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FIGURE 5-2
DTCA EXPENDITURES AND U.S. SALES

FOR THE TEN MOST-ADVERTISED PRESCRIPTION DRUGS IN 2004 

SOURCES: IMS Health (2005b), DTCA spending; NDCHealth (2006), sales.
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year, the cumulative annual sales of these ten most advertised drugs were
about $13 billion.31 Even if as much as 25 percent of the $13 billion in sales
for these ten products was for unambiguously inappropriate utilization attrib-
utable to DTCA (an implausibly large percentage), the resulting $3.25 billion
in “waste” would represent less than 3 percent of the $120.8 billion spent on
all prescription drugs in 2000, and less than 0.3 percent of the $1.14 trillion
in personal health spending in 2000.32 In short, given the scale of health care
expenditures or even prescription drug expenditures, prescription drug DTCA
clearly is too minuscule to be a significant driver of expenditure growth.

Attempts to quantify the impact of DTCA on prescription drug sales are
met with daunting methodological challenges.33 As such, there is no clear
consensus in the literature. Indeed, even the pharmaceutical companies
themselves are uncertain about their return on investment in DTCA.34 Sev-
eral studies conclude that DTCA does contribute to health care cost
growth,35 but the magnitude of the estimated impact varies, and the pre-
sumption of causality in observed associations generally is not warranted.36

Further, existing studies rarely attempt to differentiate DTCA-induced “inap-
propriate” use from “appropriate” use; they merely attempt to measure the
impact on total use. However, many serious conditions conducive to drug
treatment are substantially undertreated; increased use of drugs in such cases
could reduce other health care costs and improve health outcomes over
time.37 Thus, increases in total drug use are likely to include higher rates of
appropriate use, which represent a DTCA-induced improvement in the
quality of patient care, not “waste.” 

Is DTCA Harmful?

Another common complaint about DTCA is that it induces use of highly
promoted prescription drugs by patients with little clinical basis for using
the products.38 This not only wastes money, but exposes such patients to
risks of drug-related adverse events without a corresponding treatment
benefit. A favorite example of those citing harm caused by DTCA in the
form of needless exposure to risk is the case of pain-relieving drugs in the
class known as cyclooxygenase-2 (COX-2) inhibitors, namely Celebrex
(celecoxib), Bextra (valdecoxib), and—especially—Vioxx (rofecoxib).39
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Sales of Celebrex and Vioxx increased rapidly after their introduction
into the U.S. market in 1999.40 At the same time, these prescription drugs
also were among the most heavily promoted in terms of DTCA. In 2000,
spending on DTCA for Vioxx in the U.S. was $161 million, more than any
other prescription drug, and DTCA spending on Celebrex was $78 million,
ranking it seventh in DTCA spending.41 In the same year, U.S. sales totaled
$2.0 billion for Celebrex and $1.5 billion for Vioxx. However, the growth
in sales subsequently tapered off—in 2003, U.S. sales totaled $2.6 billion
for Celebrex and $1.8 billion for Vioxx.42 In that same year, the cost of
Vioxx ($75 per month) or Celebrex ($110 per month)43 exceeded by 
several orders of magnitude the monthly cost for alternative treatments
available over the counter as inexpensive generics, mainly “nonspecific
nonsteroidal anti-inflammatory drugs” (nonspecific NSAIDs) such as
ibuprofen (Advil) and naproxen (Aleve). 

Pointing to the lack of superior pain relief efficacy for COX-2s versus
nonspecific NSAIDs, critics complained that the growth in COX-2 sales
must have been driven by massive DTCA spending; since the COX-2 drugs
offered “little benefit” over nonspecific NSAIDs for most patients, there was
little clinical rationale for their use. By this argument, DTCA led to overuse
of these new and expensive drugs, resulting in excessive cost. Moreover, as
emerging safety concerns led Merck, the manufacturer of Vioxx, to with-
draw it voluntarily from the market, critics charged that DTCA caused con-
sumers harm by exposing them to needless risk through inappropriate
DTCA-induced use of COX-2 inhibitors. We focus on the Vioxx episode as
a case study to address the more general charge that DTCA for prescription
drugs causes harm to consumers.

Case Study: Vioxx

First, some background information about the clinical challenge motivating
the development of COX-2 inhibitors will help to establish the context for the
case. Chronic pain, such as pain from osteoarthritis and rheumatoid arthritis,
generally is treated with some form of NSAID, a broad class that includes
COX-2 inhibitors and many nonspecific NSAIDs, such as ibuprofen and
naproxen, and the original NSAID—aspirin. Nonspecific or nonselective
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NSAIDs are so labeled because they inhibit both the COX-1 and COX-2
enzymes. The COX-2 enzyme reinforces inflammation that causes pain, while
the COX-1 enzyme protects the stomach and the gastrointestinal system.44

Thus, the concept behind the development of the COX-2 inhibitors was to
find drugs that would specifically or selectively inhibit COX-2 but not inhibit
COX-1, thereby (at least in theory) avoiding the adverse effects of COX-1
inhibition associated with the use of nonspecific NSAIDs.

These adverse effects of nonspecific NSAIDs are not the mere occurrence
of the occasionally upset tummy. The ongoing use of nonspecific NSAIDs 
in doses commonly used for chronic pain can result in life-threatening 
gastrointestinal bleeding. Specifically, the attributable risk of death from gas-
trointestinal adverse effects associated with the use of nonspecific NSAIDs
for two months or more in doses sufficient to achieve arthritis pain relief has
been estimated to be 1 in 1,200.45 While this risk may seem low enough,
given the large number of patients using these drugs, Wolfe and colleagues
conclude that these drug-induced gastrointestinal deaths, if tabulated sepa-
rately in the U.S. vital statistics, would be the fifteenth most common cause
of death in the United States.46 Thus, patients in severe chronic pain often
have had to make difficult decisions, trading off relief from pain and the often
unpleasant and sometimes fatal adverse effects of nonspecific NSAIDs.47

In clinical trials focused on pain relief, patients taking COX-2 inhibitors
generally achieved pain relief similar to what could be achieved using non-
specific NSAIDs. As noted, critics often cite this result as proof that COX-2
inhibitors are no more “efficacious” than older nonspecific NSAIDs. But the
purported benefit of COX-2 inhibitors over the older pain drugs was a
lower incidence of gastrointestinal adverse effects, not clearly superior pain
relief. Clinical trials focused on pain relief supported the conclusion that
rates of gastrointestinal adverse events were less common among users of
COX-2 inhibitors compared to users of nonspecific NSAIDs.48 Further, in
usual practice, many patients cannot tolerate the high doses of nonspecific
NSAIDs used in clinical trials. Thus, the level of pain relief achieved in usual
clinical practice using a COX-2 inhibitor may be greater than the level of
relief attainable using nonspecific NSAIDs.49 Indeed, in usual practice,
patients taking a COX-2 for chronic pain were less likely to discontinue
therapy or switch pain medications compared to those taking nonspecific
NSAIDs,50 presumably due in part to a lower rate of gastrointestinal adverse
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effects or superior ease of use (for example, less frequent dosing). Thus, in
usual clinical practice, treatment of chronic pain with COX-2s could be
more effective and entail lower risk of serious gastrointestinal adverse
events than treatment using a nonspecific NSAID.

However, as more data about COX-2 inhibitors accumulated, a poten-
tial risk for cardiovascular adverse events emerged as a safety question. In
a clinical trial focused on treatment for arthritis pain, patients treated with
Vioxx had a lower rate of gastrointestinal adverse effects compared to
patients treated with naproxen, but they also had a higher rate of cardio-
vascular adverse events.51 One particular NSAID (aspirin) previously had
been shown to reduce the risk of cardiovascular events in clinical trials.
Although such large-scale trials were lacking for other nonspecific
NSAIDs, including naproxen, one possible explanation was that naproxen
reduced cardiovascular risk, in a manner similar to aspirin.52 Thus, the
interpretation of the cardiovascular risk differential in the trial was
ambiguous—did Vioxx increase the risk for cardiovascular events, or did
naproxen reduce the risk? 

A partial answer to this question was provided through a subsequent
placebo-controlled clinical trial focusing on Vioxx as a treatment to prevent
colon cancer. The trial was halted in September 2004 (shortly before it was
scheduled to end) as it became clear that there were more serious cardio-
vascular events among patients treated with Vioxx compared to placebo.53

Merck, the manufacturer of Vioxx, decided to withdraw the product vol-
untarily from all markets worldwide—they did not consult with the FDA
prior to making this decision.54 In a subsequent review of all available data
for NSAIDs, the FDA concluded that all COX-2 inhibitors were associated
with an increased risk of cardiovascular disease events, that available data
did not permit any conclusions about a ranking of this risk within the
COX-2 class, and that existing studies “[did] not clearly demonstrate” that
this risk was greater for COX-2s than for other NSAIDs, in large part due
to a lack of data concerning the cardiovascular safety of the latter.55 Indeed,
in February 2005 an FDA advisory panel voted (albeit by a slim 17–15
majority) to permit Vioxx to reenter the U.S. market—although Merck thus
far has not attempted to reintroduce the product.56 Two recent reviews
essentially affirm the FDA’s conclusions.57 Specifically, Kearney and col-
leagues find no differences in cardiovascular risks among COX-2s, and 
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conclude that cardiovascular risks for high doses of commonly used older
NSAIDs overall are similar to the risks for COX-2s, though these risks may
be lower for a specific NSAID (naproxen). 

The Vioxx episode brings to mind a quote from a now-classic paper 
by Sir Austin Bradford Hill on the role of scientific information in guiding
policy decisions:

All scientific work is incomplete—whether it be observational
or experimental. All scientific work is liable to be upset or
modified by advancing knowledge. That does not confer 
upon us a freedom to ignore the knowledge we already have,
or to postpone the action that it appears to demand at a 
given time.58

One might think that Merck would be commended for conducting a trial
to collect the data needed to better assess the cardiovascular effects of its
product (data that are not available for most NSAIDs), and for its decisive
action to withdraw Vioxx on its own initiative as new data about the prod-
uct emerged.59 The company could have waited to see what action the FDA
might take, or stalled making a decision pending additional data. Of course,
Merck has not been commended; it has been vilified and subjected to
numerous product liability lawsuits.60 Perhaps this episode merely con-
firms a commonly evoked, sardonic variant of an old aphorism: “No good
deed goes unpunished.”

With this background information in mind, the charge that DTCA for
Vioxx harmed consumers rests on the proposition that a substantial por-
tion of the growth in Vioxx sales is attributable to DTCA, causing some
specific patients to use Vioxx when treatment with a nonspecific NSAID
could have been appropriate (namely, patients at low risk for bleeding).61

However, as noted, it is difficult to establish the impact of DTCA for a par-
ticular drug product on its sales, let alone its impact on “inappropriate”
use. Though relatively high rates of DTCA for COX-2s corresponded to
strong sales growth after the products were introduced in the United
States, the case for causality in this association is weakened by the fact that
similarly strong rates of take-up following the introduction of COX-2s
were observed in other developed countries where DTCA is prohibited.62
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Further, while some NSAIDs are “contraindicated” (should never be used)
for patients with a history of gastrointestinal bleeding, all NSAIDs increase
the risk of gastrointestinal bleeding, even among those with no such his-
tory. However, the risk of gastrointestinal adverse effects is lower for 
COX-2s compared to nonspecific NSAIDs. Thus, while it might be rea-
sonable to conclude that patients at high risk for bleeding should not use
some NSAIDs, it is a value judgment to contend that those at low risk
should not use COX-2s. Of course, the issue of uncertainty about the car-
diovascular risks of NSAIDs complicates the picture. Once again, patients
with chronic pain have to make a difficult trade-off between relief from
pain and gastrointestinal and cardiovascular risks. Given the uncertainty,
such decisions must be based on the best data available at the time patients
have to choose their treatment. Patients with different levels of (or toler-
ance for) pain, and different preferences over risks, will have different pref-
erences for treatments. 

But, for the sake of argument, suppose misleading DTCA for COX-2
drugs caused patients to believe these drugs offered more effective pain
relief than older NSAIDs, which in turn led patients to ask physicians to
prescribe a COX-2. Physicians might accede to this request as long as they
believed a COX-2 would be “no worse” for the patient than an older
NSAID. That one treatment has a higher cost than the other has little or
no practical relevance for physicians under prevailing patterns of physi-
cian compensation.

Of course, the cost of alternative treatments should matter to the
buyer. But in the presence of health insurance, the patient does not have
to pay all of the difference in costs between alternative treatments. Doshi
and others found that COX-2 drugs were more commonly used than non-
specific NSAIDs among elderly patients at greater risk for gastrointestinal
adverse effects, as one would expect, but the difference became smaller
with the generosity of prescription drug insurance.63 In other words,
patients who had to pay most of the additional costs themselves were less
likely to use a COX-2 drug when they had less “need” for a COX-2 than
those who paid very little of the additional cost. Thus, any harm from
excessive use of COX-2 drugs resulting from DTCA came, in part, from a
lack of an incentive among physicians and patients to consider value in
making treatment choices. 
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DTCA Regulation

The preceding discussion suggests there is little evidence to indicate that
DTCA is a substantive contributor to excess health spending, or that it gen-
erally causes harm for patients. But suppose DTCA (and other promotional
activity by pharmaceutical companies) in at least some cases induces
patients to make ill-advised requests for treatments, and causes physicians
to offer drug treatments contrary to their patients’ best interests—why not
just ban these activities? After all, DTCA for prescription drugs is banned in
almost all developed nations.64 However, in the United States there are con-
stitutional protections for speech, even (to a degree) commercial speech.
The current “Central Hudson” criteria for the extent of permissible govern-
mental restrictions relate to the following considerations:65

• Is the expression protected (that is, “pure” speech)?

• Is the asserted governmental interest in regulation substantial?

• Does the regulation directly advance the governmental interest?

• Is the regulation more extensive than necessary to advance the
governmental interest?

Permissible restrictions must satisfy the first and fourth conditions in the
negative and the middle two conditions in the affirmative. 

While the government can (and does) regulate the content of DTCA as
well as promotion to physicians (for example, “detail” visits by pharmaceutical
sales representatives), it would be difficult to regulate the frequency of these
activities, or ban them altogether. Indeed, recent court decisions have affirmed
that some regulatory efforts to curtail the promotion of tobacco products were
too restrictive.66 It certainly is easier to make the case for “harm” associated
with tobacco promotion than the promotion of prescription drugs. 

Although the issue of permissible limits on DTCA for prescription
drugs remains unresolved, 67 even critics concede that a broad prohibition
on DTCA for all prescription drugs would be considered “more extensive
than necessary” to advance the governmental interest.68 The FDA does ban
“reminder” advertisements for certain drugs deemed to entail substantial
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safety risks (those with “black box” safety warnings). Reminder advertise-
ments simply mention the drug by name but do not mention a treatment
indication, nor do they provide any risk information. The FDA does not
permit such advertisements because it requires all promotional materials for
these high-risk drugs to include risk information.69 The restrictive DTCA
regulations for black box drugs are directionally consistent with a greater
potential for significant harm associated with inappropriate use as com-
pared to other prescription drugs. Such restrictions may not be needed to
protect the public from potential harm, but the fact that DTCA currently is
permitted even for high-risk drugs indicates that extreme restrictions for
less risky drugs probably would be judged to be unreasonable. 

Even if DTCA for prescription drugs could be prohibited, would it be
good public policy? Probably not. In general, the literature suggests that
information disseminated to consumers improves the functioning of mar-
kets and enhances consumer welfare.70 The case against DTCA for pre-
scription drugs rests on the “differentness” assumption, as discussed in
chapter 2. However, the most salient difference between prescription drugs
and consumer products is the wedge between the product’s price and what
consumers pay, created by health insurance. Thus, it would be more appro-
priate to attribute any excess utilization of prescription drugs associated
with DTCA to moral hazard rather than DTCA per se. 

Manufacturers of brand-name prescription drugs have the incentive to
devote resources to advertising their products. Accurate information about
prescription drugs disseminated through advertising and other promotional
activity may enhance the quality of care. Physicians tend to adhere to 
evidence-based treatment guidelines relating to the use of pharmaceuticals
in treatment more than they do to recommendations in guidelines relating
to other aspects of treatment for which no commercial promotion occurs.71

Further, as noted, DTCA appears to enhance patient adherence to drug ther-
apy to a greater degree than promotion directed toward physicians only.72

Concluding Remarks

There is little evidence that DTCA for prescription drugs is a significant
source of growth in health care costs, or that it commonly causes physical
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harm to consumers. Indeed, it is more likely to be the case that current reg-
ulatory policy concerning DTCA for prescription drugs harms consumers
by unduly restricting the dissemination of accurate information that might
empower them to make better value assessments. DTCA increases the
awareness of information about the benefits of treatment as well as the risks,
directly through the advertisements themselves and by motivating con-
sumers to seek additional information from other sources.73 This enhanced
information contributes to greater use of appropriate drug treatments
among the previously untreated, and better adherence to therapy among
those receiving treatment. 

Even if DTCA creates waste or causes harm in some instances, banning
advertising treats the symptoms rather than the disease. In an ideal world,
a physician would endeavor to compare the incremental costs and benefits
of alternative treatments, using lower-cost generic drugs whenever the
incremental cost of a branded drug exceeded its incremental benefits. In
other words, a physician would help solve what Dranove labels the patient’s
“shopping problem.”74 But physicians are not compensated according to
how well they solve the patient’s shopping problem. In a fee-for-service
practice, they are paid to conduct activities such as patient visits. Even
physicians in salaried practices have productivity quotas to satisfy. It takes
a physician no more time to write a prescription for an expensive brand-
name drug promoted using DTCA when a patient requests the drug by
name than to explain how to use an equally acceptable and inexpensive
over-the-counter treatment alternative. Indeed, writing the prescription
may take less time. If the physician expects the patient to achieve a similar
clinical outcome in either case, under current compensation arrangements
he or she has no particular reason to favor one treatment over the other. The
fact that one means to the desired end costs a lot more than the other is not
the physician’s problem.

One way to make it the physician’s problem is to devise mechanisms of
compensation that provide financial rewards to physicians who do a good
job of solving the patient’s shopping problem. But that is easier said than
done. Capitation (a fixed payment per patient per period of time) provides
an incentive to use cheaper means to produce similar outcomes. But it also
can provide an incentive to use cheaper means to achieve inferior out-
comes. To avoid the latter undesirable result requires a robustly competitive

COMPETITION IN PHARMACEUTICAL MARKETS   111



112 THE BUSINESS OF HEALTH

market for capitation contracts—those physicians who choose to produce
poor care will be at risk of losing contracts. This, in turn, requires reliable
mechanisms to measure and credible means of communicating information
about the quality of care provided. The development of independent third-
party “quality scorecards” for providers represents a movement in this
direction.

In general, health system reforms that seek to make consumers better
“value” shoppers for health care services are needed. The managed care
model made use of agency relationships to make value assessments on the
behalf of health plan members. The development of consumer-directed
health care represents a movement toward assigning this responsibility
directly to consumers. Under this system, consumers have powerful incen-
tives to consider value when making drug purchases, but they must have
access to accurate information to make such decisions. Effectively func-
tioning markets require informed participants, and policies designed to
enhance the dissemination of drug information to consumers are more
likely to be beneficial to consumers than public policies restricting their
access to information.
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Conclusions and Policy Implications

Some common themes emerge from the preceding chapters. First and
foremost, there is no doubt that there is ample room for improvement in
the U.S. health care system. Given the well-documented positive effects
of insurance on health, insuring the uninsured should remain a top state
and federal policy objective. But there is no consensus about how to
improve access; proposed solutions span the spectrum of administrative
controls versus market incentives, from a single-payer government insur-
ance system to mandated employer health benefits to consumer-directed,
defined-contribution health spending accounts. Proponents of sweeping
reforms often point to health systems in other developed nations as mod-
els to be emulated. However, as we have argued, comparison countries
have many shortcomings, and it is not at all clear whether the benefits of
centralized control would offset the costs of a centralized system were it
to be implemented in the United States. Most health systems in other
developed nations face unsustainable growth in spending and, in some
cases, increasingly intolerable lapses in functional access. The same
dynamic forces of population demographics and technological advances
apply in these systems as well.

The balance of evidence suggests that markets have much to offer, and
the unencumbered functioning of health care markets has largely been
untested in the United States. Many of the aspects of health care that make
it seem unique are observed in other complex services and goods, many of
which are organized with markets and prices as the primary means of
resource allocation. A variety of institutions and organizational forms has
evolved to enable markets for such products to function effectively, despite
their complexity. Within the context of these institutions and organizational
forms, the available evidence suggests that competition in health care spurs



innovation, induces efficiency, and enhances quality, just as it does in other
types of markets and industries. But to reap the potential benefits of com-
petition, policymakers need to move beyond knee-jerk discomfort with the
mechanisms of markets. For example, as we discussed in the preceding
chapter, and as has been argued for quite some time by economists, adver-
tising conveys some useful information to consumers.1

As an example of the likely harms of too much market interference,
the case of specialty hospitals is apposite. There appear to be distinct eco-
nomic advantages associated with specialization, due mainly to process
improvement, learning, avoidance of diseconomies of scope, and focus on
core competencies. Specialty hospitals appear to have equal or better
patient outcomes compared to their general-hospital counterparts.
Hence, there is no evidence to suggest that specialty hospitals should 
be barred from entering acute inpatient care markets on the basis of 
efficiency or quality of care. Moreover, specialty hospitals compete with
general hospitals in the same manner in which general hospitals compete
with each other. We found that profit margins of general hospitals have
certainly not been hurt by the entry of specialty hospitals. In addition,
there is no evidence that physician self-referral is a problem in specialty
hospitals. Physician self-referral is likely to play a relatively minor role in
patient utilization of specialty hospitals, because physicians’ ownership
interests tend to be small; and the associated financial incentive to use 
the specialty hospital is small and indirect relative to the larger and more
direct financial incentive from the professional fee for providing the serv-
ice itself.

At least two of the reform initiatives that have surfaced recently—
managed care regulation and California’s single-payer health plan—rely
extensively on regulatory mechanisms that have been shown to result in
inefficiencies and higher prices in other industries. For example, several
aspects of managed care regulation bear resemblance to various forms of
economic regulation in other industries. Most managed care regulations
are, in theory, intended to reduce uncertainty and information imperfec-
tions while creating a level playing field for purchasers, health plans,
providers, and enrollees. However, similar to some aspects of economic
regulation, many managed care regulations are costly, poorly designed, and
of questionable value in terms of benefit. 
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Some Policy Implications

The solution to this conundrum is not immediately obvious; perhaps if it
were, some coordinated version of health reform would have been imple-
mented when the opportunities presented themselves, such as during the
debates over the 1994 Clinton health plan. One way to approach the prob-
lem, however, is to consider the extremes of the continuum: On one end is
a predominantly private system, with most of the incentives of competition
and free enterprise largely intact, and on the other end is a single govern-
mental administrator and payer, similar to the Canadian system.

There are a number of ways in which to organize economic activity, the
most prevalent examples of which include free markets, regulated markets,
hierarchical organizations, and government organizations (that is, public
administration or public governance). No form of organization is per se
superior; each has its merits, and each is designed to facilitate specific kinds
of transactions.2 A critical component of the assessment of a centralized
government health care system is to identify the comparative strengths and
weaknesses of public versus private governance. Public governance seems
to work well for defense, parks, police and safety, and the like. But apart
from those familiar examples of public goods and services, there are many
goods and services for which the public versus private question is largely
unresolved, such as utilities, education, prisons, and even armed services.

We can address the same problem by asking the question: Why does
the United States rely on a hybrid, mixed-market government model to
deliver health care? The usual answers to that question, as we have sug-
gested in the preceding chapters, typically involve concepts like path
dependency, weak political property rights, lack of leadership, and so on—
the implication being that the existing system is suboptimal, and that a
superior alternative exists.

But in theory and in practice, in health and nonhealth industries, dom-
inant organizational designs tend to be the end result of experimentation,
evaluation, and selection, much like the phylogenetic development of
species over time.3 Attempts by policymakers in the United States to
achieve anything other than incremental changes to the health care system
closely follow a classic dominant design story: “As an organization gains
experience and, thereby, proficiency with the current activities, procedures,
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or technologies,” writes Levinthal, “it becomes less likely that experimenta-
tion with alternatives will appear attractive or, if attempted, prove desir-
able.” Radical changes, on the other hand, are observed primarily in cases
of “sustained poor performance” on the part of the organization.4 Although
there are many who would argue that the U.S. system has performed poorly
in past years, the main objective of chapter 1 was to argue that its perform-
ance is at least as good as those of other developed countries, even those
with national single-payer systems. 

Thus, from this perspective, hybrid health care systems are not so much
a compromise as perhaps an optimal solution to the coordinated versus
autonomous adaptation problem. Rather than focus on the endpoints—free
enterprise on one end and government control on the other—a potentially
better alternative would be to work toward optimizing the extant hybrid
system. The primary challenge of a hybrid system is deciding which com-
ponents are suitable for market competition and which are appropriate can-
didates for government control. While the hybrid system might, as a whole,
represent a dominant design, it is unlikely that the allocation of market
forces within the system’s architecture is optimal.

As we have argued throughout this book, some aspects of the hybrid
system appear to be working quite well; the best evidence for this is that the
United States is an international leader in many aspects of health care qual-
ity, innovation, and organization. Although many areas need attention, we
believe five might be considered the best places to start: 

The Reduction, Revision, or Elimination of Laws and Regulations
that Inhibit the Functioning of Markets. First and perhaps foremost, as
many other economists have argued, markets should be allowed to work in
the cases where we know they work well. In order to harness markets’ full
potential, public policies and regulation must be crafted in such a way as to
permit them to work within the larger policy structure. We might think of
this strategy as one of “embedded” markets; for example, a “macro” health
policy objective might be to extend health care benefits to all U.S. residents,
but the tools to accomplish that end might include relying on markets for
the delivery of many of the components of coverage. Many existing regula-
tions, such as CON and certain kinds of managed care regulations, inhibit
the functioning of embedded markets. Many broad-brush solutions, such
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as California’s proposed single-payer plan, throw the baby out with the
bathwater by proposing to eliminate market forces wherever possible.

The Development of a More Coherent Strategy to Evaluate New Med-
ical Technologies and Services. Economic evaluation of health care
processes and technologies does not necessarily have to be something that
only national health systems care about. As Pauly has recently argued, “It is
the reduction of the anxiety associated with this vagueness about value,
rather than guaranteed improvements in quality and efficiency, that would
be the biggest dividend of a transparently competitive health care market.”5

The Infusion of Transparency into the Making of Contracts between
Health Plans and Enrollees. A large number of problems observed in the
relationship between enrollees and their health plans might be addressed
through more transparent and explicit contracting.6 Havighurst submits
that, “to the greatest extent possible, the nature, intensity, and content of the
services provided under competing health plans should be established in
health plan contracts.”7 The application of innovative contracts, particularly
“relational” contracts, has been increasingly relied upon in other industries
where transactions are considered relatively complex.8

The Redesigning of Health Insurance to Imbue a Greater Degree of
Price Sensitivity within Health Services Transactions. The growing
popularity of high-deductible health plans, whether coupled with health
savings accounts or not, offers a promising vehicle through which to intro-
duce greater price sensitivity in health care markets.9 In response to
enrollee demand, some health plans have recently undertaken efforts to
supply their customers with provider price information.10 High-deductible
plans should ideally be designed to eliminate excess utilization (the “bad”
moral hazard) while promoting the consumption of proven preventive serv-
ices (the “good” moral hazard).11

Improved Marketing and Coordination among Existing Public Insur-
ance Programs. Market forces can help control cost inflation, which may
in turn make health insurance more affordable to more people. But cost
control alone is not sufficient to extend coverage to all those who currently
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are uninsured. For this group, there are many existing government pro-
grams. These include, but are not limited to, Medicaid, the Children’s Health
Insurance Program (CHIP; also given state-specific names, like Healthy Fam-
ilies in California), county-sponsored programs, programs for immigrants
awaiting legal status, programs for pregnant women and infants, and other
county-level programs for low-income residents. Many of these programs are
undersubscribed, for a variety of reasons. In some cases, programs are at
only 50 percent of capacity. For example, several years ago California had to
return hundreds of millions of dollars of unused federal CHIP funds. One
reason is insufficient marketing and outreach on the part of the program’s
sponsors. Another is lack of coordination between program administrators
and points of access, such as schools and other state and local assistance pro-
grams. Efforts should be made to improve the coordination, marketing, and
outreach of these programs.

These five points represent areas in which policymakers, business lead-
ers, and health industry leaders might best focus their attention. Too often,
business and policy solutions are perceived as either black or white, or in
terms of “us versus them”; examples include debates over replacing the cur-
rent system with a Canadian-style, single-payer system at one end of the
spectrum, to relying solely on markets at the other. Rather than occupying
extreme endpoints, health care delivery in the United States is more likely
to be made up of a collection of programs, products, regulations, and mar-
kets. Each one of these elements has something to offer. The key to improv-
ing health care delivery lies in striking a balance that maximizes all of the
benefits of markets and consumer choice while using the most appropriate
and efficient government instruments to extend access to care to those who
want it but cannot afford it.
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