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402 Elliott Hall:  TEL:  248-370-3291
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TENTATIVE EXERCISE ASSIGNMENTS (by initials)
For Jan. 23:  Ch. 2 (#s1,2RA; #3AA; #s5,6MC)
For Jan. 30:   Ch. 2 (#9PA—also draw a graph; #8BC)
For Feb. 6:  Ch. 17  (#1MC; #2MD;#3RG; #4FIS; #6DK); Ch. 5 (#1ML) 
For Feb. 13:  Ch. 19 (#2GL; #3 DM; #4SM; #5CN); Ch. 9 (#s1,2NMN;#3KR;#s4,5JS) 
For Feb. 27:  Ch. 6 (#4RS;#5DS;#8BW); Ch. 10 (#1MZ, #2--)
For   Mar. 12:  Ch. 15 ( None ); CH 8 (#1,2PA;#6AA;#7,8 MC;#9BC);  Ch. 11 (None)
For Mar. 19:  Preliminary paper presentations (everyone); Ch. 12 (#1,2MCC ;#3--); Ch. 14 (#1MD ,#2RG ,#3FIS,#4--,#5DK); CH 16(1,2ML,4,5GL)
For Mar. 26:  Ch. 4 (#2DM,#3SM,#4CN,#5NNM,#6,7KR); Ch. 20 (#1,2JS;#6RS)
For Apr. 2:  
Apr. 9:   Ch. 22 (#1DS; #6MZ);  Paper presentations ( FIS, ML, MZ, others?).   Everyone else presents on Apr. 16.

COVERAGE & ASSIGNMENTS
Weeks 1/2:  Introduction/Micro Review

CH:  1—Introduction
Skim through the chapter but note pp. 14-17.
Discussion Questions:  1-3
Exercises:  1,2,4
Supplemental Reading:  Paul Feldstein (PF): CH 1 (The Rise of Medical Expenditures)
 CH: 2—Microeconomic Tools for Health
Health economics is based largely on microeconomics.  Most of the material in Ch. 2 is covered in introductory courses but the concepts on pp. 30-33 and 37-39 are often left to intermediate courses.  I will cover the entire chapter.
Discussion Questions:  3,5,6,7
Exercises:  1-9

Week 3:  Applying the Basic Tools

CH: 17—The Pharmaceutical Industry:  emphasis on pp 348-355
Discussion Questions:	3,5,7-9
Exercises:    1-3,4*,5*,6*
PF: CH 25 (The High Price of Prescription Drugs); CH 26 (Ensuring Safety and Efficacy of New Drugs); CH 27 (Why are Prescription Drugs Less Expensive Overseas?); CH 28 (The Pharmaceutical Industry: A Public Policy Dilemma)

CH: 5—The Production of Health:   Note:   pp.  86-88, 95; otherwise skim
Discussion Question:  2; Exercise:  1
PF: CH 3 (Do More Expenditures Produce Better Health?)

Week 4:  Demand and Supply of Health Care

CH:19—Government Intervention in Health Care Markets:  emphasis on pp. 389-96
Discussion Questions:   2,4,8
Exercises:   1-5
PF: CH 30 (The Role of Government in Medical Care)
CH:  9—Consumer Choice and Demand:  emphasis on pp. 167-76.
Discussion Questions:  3,7,9
Exercises:  1-6
CH:  6—The Production, Cost, and Technology of Health Care:  emphasis on pp.  105-18  
Exercises:  3-5,8
Week 5:  Information Issues

CH:  10—Asymmetric Information and Agency
Discussion Questions:  1,3-8
Exercises:  1,2
PF:   CH 4 (In Whose Interest Does the Physician Act?)
CH: 15—The Physician’s Practice  (will not be on midterm)
Discussion Questions:  5,6
Exercises:  1,2
PF:  CH 12 (The Changing Practice of Medicine); CH 13 (Recurrent Malpractice Crises)

Week 6:  Midterm

Week 7:  Insurance/Managed Care
CH:  8—The Demand and Supply of Insurance:  pp.  143-148; 154-162 
Exercises:  1-2, 6,7,8,9*
PF:  CH 6 (How Much Insurance Should Everyone Have?); CH 7 (Why are Those Who Most Need Insurance Least Able to Buy it)
FGS: 11—The Organization of Health Insurance Markets:  
I will briefly talk about “who pays for insurance” (pp. 206-209) and the “uninsured” (pp. 218-24).  Note also Tables 11-1 and 11-2 and Box 11-4.
No assignments.
FGS:12—Managed Care:  pp. 230-249; 253-255
Discussion Questions:  5,9
Exercises:   12.1-12.3
PF:  CH 19 (The Evolution of Managed Care)
Week 8:  Nonprofit Firms and Hospitals
Preliminary Paper presentation as per template
CH:  13—The Role of Nonprofit Firms  (skim)
No assignments.
CH: 14—Hospitals and Long-Term Care 
Discussion Questions:  1,2,8,10
Exercises:  1-5
Week 9:  Labor Markets
CH: 16—Health Care Labor Markets and Professional Training 
Discussion Questions:  5,7,13,14
Exercises:  2,4,5
Week 10:  Regulation/Social Insurance/Cost-Benefit Analysis
CH: 4—Economic Efficiency and Cost-Benefit Analysis:  pp: 64-68; 76-79
Discussion Questions: 4,6
Exercises:  2-7
CH:20—Government Regulation:  Principal Regulatory Mechanisms:  pp. 406-415; 424-426:  (you just need to have some general knowledge of the material in this chapter)
Exercises:  1,7 
 CH:21—Social Insurance:  pp. 436-450; 454-464 (you just need to have some general knowledge of the material in this chapter)
No assignments 
Week 11:  International Health Systems
CH:22--Comparative Health Care Systems (you just need to have some general knowledge of the material)
Exercises:  1,6
Week 12:  Health System Reform
CH: 18—Equity, Efficiency and Need
The material on need and equity is very interesting but I won’t have time to deal with this chapter.  Econ majors should have a good knowledge of Pareto efficiency and its relevance to health economics.  
CH:23--Health System Reform
This is an extremely relevant and timely chapter that you should read carefully.
No specific assignments.
Week 13:  Presentation of Papers/Celebration

Final:  April 23:  7-9pm

OTHER ASSIGNMENTS
Assignment 1:  Due Jan. 23 (Everyone):  Go to the Kaiser Family Foundation (KFF) Web page:  www.kff.org.  Go to ‘Kaiser Slides’ (middle of page).  Browse through the slides and select one slide that you find interesting or insightful or important.  Write a brief paragraph that describes the information and explains your interest (or importance/relevance of the information).  Staple your paragraph (typed or word processor) to the slide and turn in on Jan. 23.  Be prepared to discuss it in class.
Assignment 2:  Due Feb 27 for those whose last names begin with I-M (N-Z was Feb 6; A-G was Feb. 13).  Find an article from: (1) Health Affairs (www.health affairs.org) published since January 2010, or, (2) select one of the chapters from Feldstein, Health Policy Issues (the 4th edition is on reserve at KL).  Prepare a 1-page double-spaced overview with:
	1.  The article title, authors, date, etc.  i.e., proper citation
	2.  Main Issue(s) that the article or chapter deals with
	3.  Main conclusions
	4.  Your thoughts/critique
Be prepared to provide a brief overview in class.  I will collect your page along with the 1st page of the article.
Assignment 3:  Due Mar. 19 (Preliminary paper presentations)
Exercise Assignments (2)

LINKS TO USEFUL MATERIAL
I will provide links when possible.  Otherwise access sources through Kresge Library home page (http://library.oakland.edu).    ABI Inform and EconLit are excellent databases.  Also Google Scholar and the Web of Science.
The 2010 NHE data were just released: http://www.cms.gov/NationalHealthExpendData/02_NationalHealthAccountsHistorical.asp Total expenditures:  2.6 trillion (17.9% of GDP & $8,400 per capita)


POTENTIAL PAPER TOPICS
	Health Reform (U.S)
	Individual Mandate
	Health Care Systems/Reform (other countries)
	Electronic Health Records
	State Initiatives (e.g., Massachusetts, Oregon) 
	Malpractice Insurance Reform
	Markets for Organ Transplants
	Alternative Health Care Providers
Long-term Care
Uncompensated Care and Cost Shifting
Cost Effectiveness Analysis/Health Care Guidelines
Managed Care
Pharmaceutical Industry
DTC Marketing
Mental Health, Alcoholism, Substance Abuse
Using Market Forces to Reform Health Care Delivery
Reimbursing Providers
Medical Tourism
Small Area Variations (SAV)
Workplace Wellness Programs
Economic of Obesity, diabetes (and/or other major diseases)
CDHPs/Medical Savings Accounts (MSAs)
Antitrust Issues
Please review the plagiarism tutorial.  Go to http://library.oakland.edu/ click on ‘Tutorials’ and select ‘Plagiarism Tutorial’.  
Reminder:  The papers are due on Apr. 16.  Remember to follow the format/requirements that I described in class and to include a signed checklist page as your first page.  Be sure also to have appropriate cites for you reference material. The date accessed for Web references should also be noted.  
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Microeconomic Tools for Health Economics


Chapter 2
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Chapter Outline


			Scarcity and the Production Possibilities Frontier


			Practice With Supply and Demand


			Functions and Curves


			Consumer Theory:  Ideas Behind the Demand Curve


			Individual and Market Demands


			Elasticities


			Production and Market Supply
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Chapter Outline - continued


			The Firm Supply Under Perfect Competition


			Monopoly and Other Market Structures


			Welfare Losses


			Conclusions
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SCARCITY AND THE PRODUCTION POSSIBILITIES FRONTIER
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Society’s Trade-Off Between Guns and Butter
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			Point			Butter			Guns			Opportunity Cost:  Butter Given up to Produce 100 Units of Guns


			A			936			0


			B			891			100			45


			C			828			200			63


			D			732			300			96


			E			609			400			123


			F			444			500			165


			G			244			600			200


			H			0			700			244
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Society’s Trade-Off Between Guns and Butter
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PRACTICE WITH SUPPLY AND DEMAND
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Demand Curve and Demand Shifters


			Income


			Prices of Other Goods


			Insurance


			Tastes
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Supply Curve and Supply Shifters


			Technological Change


			Input Prices


			Prices of Production-Related Goods


			Size of Industry


			Weather
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Equilibrium
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Market Effects of Supply and Demand Shifts
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Comparative Statics


			A national health insurance program is passed that that provides comprehensive health insurance to everyone – demand curve shifts to the right resulting in an increase in the equilibrium price and quantity.


			A new law requires that hospitals hire only nurses with B.A. degrees – cost of hospital care rises shifting supply curve to the left resulting in an increase in the equilibrium price and a reduction in the equilibrium quantity of care.
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FUNCTIONS AND CURVES
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Linear Functions














			y = a + bx





			y is dependent variable and x is independent variable


			a is the y-intercept, the value of y when x is 0


			b is the slope of the function, the amount that the variable y changes when x changes a little
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Demand Functions


			Qd = a – bP


			where, Qd is quantity demanded and P is price


			when graphing demand functions, economists customarily put the independent variable, P, on the vertical axis and the dependent variable, Qd on the horizontal axis
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Multivariate Demand Function


			Qd = f (Ps, Po, Y, Z )


			for example, the quantity of spaghetti demanded is a function of the price of spaghetti (Ps), the price of related goods (Po), the individual’s income (Y) and tastes and preferences (Z)





*


Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Theoretical Demand Functions


			Economic theory says only a few things about a demand function: It is downward sloping in its own price, shifting rightward (leftward) with higher prices of substitutes  (complements), shifting rightward (leftward) with income increases for normal (inferior) goods, and shifting rightward with a positive shift in tastes.
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Derived Demand


			Demand by consumers for a final good or service may stimulate the provider of that service in turn to demand factors of production.
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CONSUMER THEORY: IDEAS BEHIND THE DEMAND CURVE
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Utility


			Utility is a measure of an individual’s satisfaction with various combinations of consumer goods


			Marginal utility is the extra utility achieved by consuming one more unit of a good
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Indifference Curves


			Indifference curves summarize a person’s preferences with regards to two goods


			They are downward sloping and convex


			The combinations A, E, F and G on indifference curve U1 provide the same level of utility
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Budget Constraint


			The budget constraint indicates the set of bundles the consumer can afford with a given income


			Slope of the budget constraint to the right is Pc/Pb, and measures how much beef must be sacrificed to get one more pound of chicken
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Consumer Equilibrium


			To maximize satisfaction given a budget constraint, the consumer will seek the highest attainable indifference curve


			In the diagram to the right, point A on indifference curve U2 represents the best the consumer can do
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Individual Demand Curve
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INDIVIDUAL AND MARKET DEMAND
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Individual and Market Demand


*


Copyright © 2010 Pearson Education, Inc.  Publishing as Prentice Hall 





Copyright © 2010 Pearson Education, Inc.  Publishing as Prentice Hall 








ELASTICITIES
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Price Elasticity


			Elasticity is defined as the responsiveness of a dependent variable to changes in an independent variable, for price elasticity that would be the responsiveness of quantity demanded to changes in price











			Ep = % change in Qd ÷ % change in P, or (ΔQ/Q) ÷ (ΔP/P)
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Empirical Elasticities


			Numerical values for price elasticities are often reported in absolute values, eliminating the minus sign. Absolute values for price elasticities indicate the responsiveness of demand to price in that the greater the elasticity, the greater the responsiveness. Absolute values greater than 1 are considered relatively responsive and are called elastic. Elasticities less than 1 in absolute value are called inelastic.
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Price Elasticity and Policy


			Policy makers may impose a tax on the sale of cigarettes both to raise revenue and curb smoking.  The concept of elasticity helps us to see these as contradictory goals.
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Price Elasticity of Demand for a Variety of Goods
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PRODUCTION AND MARKET SUPPLY
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Production Function


			A production function shows the maximum sustainable output that can be obtained from various combinations of inputs, with existing technology.  A simple one input production function is illustrated here.
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Multivariate Production Function


			Q = f(X1, X2, X3, …), where X1, X2 and X3 represent inputs.


			Cobb-Douglas production function:





		Q = L0.8 + K 0.2


*
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Isoquants and Isocost Curves


			Isoquant Q* represents all the combinations of capital and labor that could be used to produce 10 units of output.


			Isocost TC = 686 represents all combinations of capital and labor that cost $686.
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Marginal and Average Cost


			The long-run average cost curve represents the minimum cost per unit of output achievable when all inputs are variable.


			The long-run marginal cost curve represents the increment in total cost resulting from a one unit increase in output.
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FIRM SUPPLY UNDER PERFECT COMPETITION
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Competitive Model


			A sufficient number of buyers and sellers of the good exist so that no single buyer or seller has any power over the price.


			The good is homogeneous; that is, all producers produce the exact same good.


			Information is perfect. All buyers and sellers have information on all relevant variables such as prices and qualities.


			No barriers to entry or exit are present. 
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Competitive Firm’s Supply Curve


			Competitive firm’s supply curve is the firm’s marginal cost curve for all prices above the minimum point on the average variable cost curve.
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MONOPOLY AND OTHER MARKET STRUCTURES
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Monopoly


			Industry with a single seller of a product or service that has no close substitutes.  Pharmaceutical companies that control patents for certain drugs are a good example of monopoly.
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Monopolistic Competition


			Industry with many sellers of a product or service that is differentiable between sellers.  Individual physician practices differentiated by reputation, patient loyalty, and patient/practice distance would be an example of a monopolistically competitive market.
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Oligopoly


			Industry with few sellers of a good or service.  Many towns have only a couple of hospitals to choose from making the market for hospital services in that town oligopolistic. 
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WELFARE LOSSES
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Welfare Loss Due to Monoploy


			Monopoly results in a restriction in output that produces a higher market price for the product, this produces a welfare loss indicated by the triangle ABC in the diagram.
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CONCLUSIONS
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Key Concepts


			Production possibility frontier


			Demand-and-supply analysis


			Utility and indifference curve analysis


			Production and cost curves of a typical firm


			Firm behavior under competition and monopoly


			The measure of welfare loss
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TABLE 24 Production Schedule for X-ray Se

K L Q P AP
5 0 0.00 - -
5 1 138 138 138
5 2 240 1.02 1.20
5 3 332 092 111
5 4 418 086 1.05
5 5 5.00 082 1.00
5 6 579 079 097
5 7 654 075 093
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Statistical Tools for Health Economics


Chapter 3
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Chapter Outline


			Hypothesis Testing


			Difference of Means


			Regression Analysis


			Multiple Regression Analysis


			Statistical Inference in the Sciences and Social Sciences


			Conclusions
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HYPOTHESIS TESTING
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Statement of Hypothesis


			Null hypothesis (hypothesis we wish to disprove):





		


		H0: cm = cw 





			Men and women smoke the same number of cigarettes 





			Alternative hypothesis (hypothesis that theory suggests to be the case)





		H1: cm ≠ cw





			Men and women do not smoke the same number of cigarettes
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DIFFERENCE OF MEANS
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Samples


			Consider the example of men’s and women’s smoking.  To compare men’s and women’s smoking rates we could ask a sample of people from the population at-large how many cigarettes they smoke per day. 
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Sample Selection


			Since many things other than gender may effect the number of cigarettes a person smokes, we can account for this by selecting a sample of people randomly from the universe of all people.


			We could also select a sample of people from a relatively homogeneous group, like, college sophomores from a given college.
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Types of Data


			Continuous - natural measures that in principle could take on different values for each observation, examples include height, weight, income, or price.


			Categorical - refer to arbitrary categories such as gender (male or female), race (black, white, or other), or location (urban or rural).
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Smoking Data


			For the smoking example, we are considering continuous data, the number of cigarettes a person smokes per day.


			Using NIH data for smokers from 2001 and 2002 it was found that:





	For 4,714 men, cm = 15.60 cigarettes per day


	For 4,841 women, cw = 13.47 cigarettes per day


		d = cm – cw = 2.13 cigarettes per day	
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Variance of a Distribution


			While the data shows a difference in the average number of cigarettes smoked per day by men and women, does the difference represent a true difference between men and women smoking or did the sample randomly draw a higher average level for men (15.60) than for women (13.47)?
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Distribution of Cigarettes Smoked by Gender


			Based on the distribution, some men and some women smoked far fewer and some smoked far more than the average.


			Variance is a measure of the dispersion of cigarettes smoked around the average.
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Standard Error of the Mean
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			The square root of the variance is the standard deviation, s.








			The standard error of the mean is the standard deviation divided by the square root of the number of observations, in this case 0.14..
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Central Limit Theorem


			A powerful theorem in statistics, the Central Limit Theorem, states that no matter what the underlying distribution, the means of that distribution are distributed like a normal, or bell-shaped, curve. Hence, we can plot the normal distribution of means of women’s levels with a mean of 13.47 and a standard error of 0.14.
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Confidence Interval


			Statisticians have demonstrated that a little more than 68% of the are under the curve lie within 1 standard error of the mean – in this case, for women that would be between 13.33 and 13.61.  About 95% lie within 2 standard errors of the mean, or between 13.47 and 13.75.
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Difference of Means Test


			To test the hypothesis formally, we then construct a “difference of means” test. We wish to compare the measurement               d = cm – cw, to zero, which was the original hypothesis.
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Conclusion to the Cigarette Smoking Study


			From the sample, d = 2.13 and the standard error of the difference,


			About 68 percent of the distribution lies between 1.91 and 2.35.  About 95.4 percent of the distribution lies between 1.69 and 2.56.


			This experiment would find very good evidence that among smokers women smoke fewer cigarettes than men. The males have higher levels than the females, and the probability is well over 95 percent that this difference is statistically significant.
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REGRESSION ANALYSIS
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Effect of Price on Smoking Behavior


			Suppose that we wish to relate the amount of cigarettes smoked per day to the tax price of the cigarettes, that is, the responsiveness of quantity demanded to changes in the tax price.


			Since the database collected by the NIH included smokers from all over the country and since the cigarette tax varies from state to state, this same data may be used to estimate this relationship.
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Ordinary Least Squares


			Ordinary least squares produces the “best fit” straight line to describe a relationship between two variables.


			“Best fit” means that it produces the line that minimizes the sum of the squared deviations from the line.
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Ordinary Least Squares


			The resulting equation would have the following form: Q = a + bP + ε, where P and Q refer to price and quantity, and a and b are the parameters to be estimated. Parameter a is sometimes referred to as the constant, or the intercept and parameter b refers to the slope of the line and shows the direction and magnitude of the impact of a change in P on the quantity demanded.
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Demand Regression


			Q = 16.83 – 3.24 x tax per pack, R2 = 0.01





                      (0.34)


			This equation indicates that a $1 increase in the tax per pack of cigarettes is correlated with a decrease in quantity demand of 3.24 fewer cigarettes per day among those who smoke.
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Hypothesis Testing


			H0: Tax price doesn’t matter; that is, b = 0 against the alternative hypothesis, which is:


			H1: Tax price is inversely related to quantity consumed; that is, b < 0. The test of the hypothesis is similar to a difference of means test. In particular, we are testing the difference between -3.24 (estimated with standard error 0.34) and 0.
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Conclusion


			The t-statistic here is 9.5; that is, the value of the coefficient, 3.24, divided by the standard error of 0.34. The value of 9.5 suggests that we can be more than 99 percent sure that the tax price has an effect on quantity of cigarettes consumed.
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MULTIPLE REGRESSION ANALYSIS
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Multiple Regression Equation


			Q = a + bP + cY + dA + eE + fG + ε, where Q is the number of cigarettes smoked per day, P is the price of cigarettes per pack, Y is annual income, A is age, E is education level and G is gender.


			The coefficient b identifies the impact of tax price on quantity of cigarettes smoked, holding income, age, education level and gender constant.
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Dummy Variables


			Dummy variables are used in regression analysis to determine whether groups of people differ from others.


			For example, maybe we would want to know if Hispanics smoke more than non-hispanics.  We can create a dummy variable that assumes the value 1 if the person is Hispanic or 0 otherwise.
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STATISTICAL INFERENCE IN THE SCIENCES AND THE SOCIAL SCIENCES
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Controlling Variation


			Scientists control unwanted variation by conducting highly controlled experiments in a laboratory setting.


			Social scientists control unwanted variation by using statistical techniques, like multiple regression.


			Occasionally, social scientists are able to design costly real-world studies, like the RAND health insurance study in the late 1970’s.
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CONCLUSIONS
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Critical Statistical Competencies


			It is important to be able to formulate questions in terms of hypotheses


			Read statistical test results to determine if the result is significant


			Understand statistical significance


			Interpret reported regression results
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ECONOMIC EFFICIENCY
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Economic Efficiency Defined


			Economic efficiency exists when the economy has squeezed out every opportunity for net benefits possible through voluntary means.
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Demand Curve


			The demand curve for apples represents consumers’ willingness to pay for various amounts of apples.
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Supply Curve


			In a competitive market, the supply curve measures the marginal costs for producers to bring apples to market
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Maximum Social Welfare


			The economic criterion for maximizing well-being is to maximize the sum of the consumer and the producer surplus.
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Efficiency of Competitive Markets


			In competitive markets, supply and demand provide the efficient quantities of goods to the market—prices ration supply and demand according to consumer preferences and producer costs.
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Market Failure


			There is a wide range of goods for which such market signals are not readily available, these include bridges, parks, water purification systems, or mandated clean air.


			Decisions on whether to screen for certain types of cancers or whether to provide vaccines to the public, for example, must also be evaluated on criteria that do not easily lend themselves to market tests.
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COST-BENEFIT ANALYSIS: BACKGROUND
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Public Policy


			By it’s nature public policy makes some people better off and others worse off and therefore from a societal perspective creates both benefits and costs.


			Cost-benefit analysis (CBA) measures benefits and costs of projects in money terms.
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Cost-Effectiveness Analysis (CEA)


			CEA applies to problems where the goal is accepted at the start and the problem is only to find the best, most efficient, means to achieve it.
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Cost-Utility Analysis (CUA)


			CUA is a special form of CEA that introduces measures of benefits that reflect individuals’ preferences over the health consequences of alternative programs that affect them.
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COST-BENEFIT ANALYSIS: BASIC PRINCIPLES
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Overview


			CBA rests on the premise that a project or policy will improve social welfare if the benefits associated with it exceed the costs.


			The benefits and costs that are counted must include not only those directly attributed to the project but also any indirect benefits or costs through externalities or other third-party effects.
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Measurement Issues


			Costs are measured as opportunity costs.


			In public projects, both costs and benefits may not have a market to serve as a guide for monetary evaluation.


			For example, a dam can destroy animal habitat or attract waterfowl.


			Public investments may have side effects that create additional measurement difficulties.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Marginal Analysis in CBA


			The graph to the right shows the marginal social benefits and the marginal social costs from a pollution abatement program.


			Social welfare is maximized at Q1, where MSB = MSC.
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Discounting


			Many public projects incur the costs immediately but have benefits that occur well into the future.


			Because benefits or costs that occur in the future are not equivalent to benefits or costs that occur today, the future benefits and costs must be discounted.
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Reasons for Discounting


			First, a dollar today has opportunities other than the project of study. 


			Second, people have a tendency to prefer the present when allocating spending.
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Risk Adjustment and CBA


			In the market, there are many rates of interest reflecting differences in associated risk.


			Public projects inherently differ in terms of their riskiness, so it is important that benefits and costs be discounted at a rate that accounts for the riskiness of the project being evaluated. 
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Distributional Adjustments


			CBA primarily deals with the efficient use of society’s scare resources; however, when benefits are disproportionately distributed across the population, adjustments may need to be made in the analysis.
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Inflation


			Inflation can be accounted for by introducing an inflation factor into the discount rate used in the analysis.
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VALUING HUMAN LIFE
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Overview


			One of the most difficult but often unavoidable tasks in health care CBA is to place a value on human life.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Methods


			The human capital approach, estimates the present value of an individual’s future earnings.


			The willingness to pay or willingness to accept approach measures what individuals are willing to pay (accept) to avoid (accept) additional risk to life and limb.


			The contingent valuation approach elicits individuals valuation of alternative contingent risks.
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Why do we Spend so Much on Health Care in the Last Years of Life?


			For many of the very old and sick, their resources have very low opportunity costs.


			They may rationally have “hope” for living, including the hope that more advanced health care will be developed within their extended lifetime.


			Their “social” value of life may be very high.


			The value of an extended life year may be as high for frail patients as it is for those of higher quality health.
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Cost-Benefit Analyses of Heart Care Treatment
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COST-EFFECTIVENESS ANALYSIS
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Overview


			CEA compares the costs of achieving a particular nonmonetary objective, such as lives saved.


			In cost-effectiveness analysis, one assumes that the objective is desirable even if the benefits have not been evaluated in monetary terms.
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CEA Measurement


			Let the change in social costs incurred due to a particular project be C1 - C0, and let the gain in health output be E1 - E0. Then the various projects are compared by the ratio:
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Advantages of CEA


			Conceptually, this approach amounts to identifying the lowest cost approach of producing a given benefit.


			CEA can be a useful first step toward undertaking a cost-benefit study. If analysts run into significant problems in undertaking a CEA, it is unlikely that a CBA will be feasible.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









COST-UTILITY ANALYSIS, QALYS, AND DALYS
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Overview


			Cost-utility analysis is a more practical variation of cost-effectiveness analysis.


			Quality-adjusted life-year (QALY) is one type of CUA.
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Measurement


			Projects are evaluated on the basis of their incremental costs per extra QALY delivered to the patients or other subjects (Garber and Phelps, 1997; Ried, 1998).
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where Fi is the probability


that the person is still alive


at age i; d is the time


discount factor; and the


value qi is the quality weight
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QALYS REVISITED: PRAISE AND CRITICISM
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Praise for QALYs


			Provides another technique for judging public projects.


			Accounts for the notion that each person is entitled to a life in which he or she can use a basic set of capabilities to achieve personal goals in life. Importantly, these capabilities would include basic health and functioning.
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Critique of QALYs


			QALYs are not consistent with standard Pareto based welfare economics.


			A developing criticism of CUA with QALYs focuses on the method’s linear valuation of medical interventions as the simple sum of quality gains times life-years saved times the number of people treated.


			It has long been pointed out that QALYs tend to place a reduced value on older people when evaluating a medical intervention.
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CONCLUSIONS
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Key Concepts


			Cost-Benefit analysis


			Cost-Effectiveness analysis


			Cost-Utility analysis (QALYs)





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall








APPENDIX - DISCOUNTING
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The Problem


			An analyst might be asked to compare Investment A, which provides $20 at the end of Year 1 and $20 at the end of Year 2, with Investment B, which provides $12 at the end of Year 1 and $29 at the end of Year 2. Although Investment B returns $41 over the 2 years compared to $40 for Investment A, most of the return on Investment B comes later, at the end of Year 2.
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What is Discounting?


			Discounting is a method that accounts for differences in the timing of benefits or costs associated with different projects.
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How does it work?


			Suppose George is offered the opportunity to buy a bond that will return $1, one year from now. How much is he willing to pay now?





			Since George always has the option to keep his money and earn interest rate r, the present value of $1 to be received 1 year from today (x1) is:
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In General,


			In summation notation, the present value of a stream of returns R and costs C, over time, is given by:
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Supply and Demand
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THE PRODUCTION FUNCTION OF HEALTH
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Definition	


			The production function of health defines the relationship health and the health inputs, like, practitioner provided health care, needed to produce health.
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Total Product
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			Health status increases as more and more health care inputs are added to the production process.
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Marginal Product


			Diminishing marginal product – as more and more health care inputs are added to the production process, the increments in heath status diminish.
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Marginal Product and Health Care Policy


			Often, the marginals, rather than the totals, are relevant to policy propositions. For example, no one seriously recommends that society eliminate all health care spending. However, it is reasonable to ask whether society would be better off if it could reduce health care expenditures by $1 billion and invest those funds in another productive use, such as housing, education, transportation, defense, or other consumption.
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THE HISTORICAL ROLE OF MEDICINE AND HEALTH CARE
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Overview


			Many medical historians agree that practitioner-provided medical interventions played only a small, perhaps negligible, role in the historical decline in population mortality rates.


			A larger role, one of the most significant ones, might be attributed to public health measures and the spread of knowledge of the sources of disease.


			A number of scholars in this field attribute the largest share of the credit to improvements in environment, particularly to the greatly increased supply of foodstuffs that became available due to the agricultural and industrial revolutions.
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Rising Population and the Role of Medicine
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Historical Death Rates (per million)
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Did Medicine Cause the Decline in Mortality Rates?
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Nutrition Reduced Mortality


			Two of the most respected students of the mortality decline, medical historian Thomas McKeown (1976) and economic historian Robert Fogel (2004), argued strongly that the main cause was improved nutrition.
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Public Health Reduced Mortality


			Public health advocates claim contrary to McKeown that the major declines did not start until around 1870, and if they began this late, then public health, which began about 1850, would have come in time to contribute.
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What Lessons Are Learned from the Medical Historian?


			We cannot conclude that medical research is unimportant in history or in the present day.


			The argument regarding the role of medicine is a historical one, today, the arguments must be different.


			Perhaps the best result of this overview is a healthy skepticism toward the effectiveness of any given medical practice, and more importantly, to its significance and benefit to the population.


			These historical puzzles have relevance to the progress and public investment practices of lesser developed countries.
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THE PRODUCTION OF HEALTH IN THE MODERN DAY
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Preliminary Issues


			Challenges with the measurement of health – mortality rates, morbidity rates or disability days?


			Challenges with estimation biases due to the estimation of reduced form equations rather than structural equations.
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Contribution of Health Care to Population Health:  Modern Era
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Is Health Care Worth It?


			We have found that health care is a statistically significant contributor to health on the margin, but that its marginal effect on health is small.


			Research suggests that the elasticity of health care at the margin is 0.10.  Given current levels of expenditure on health care, a $100 billion expenditure on health care would result in an increase in life expectancy of 0.76 years spread over the population.
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Issues of Race and Gender


			Research by Hadley suggest that blacks and females benefit more at the margin from health care expenditures.


			Studies of neonate mortality reinforce higher marginal benefit that accrues to blacks from higher health expenditure.
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The World’s Pharmacies


			Recent research (Shaw, Horrace, and Vogel, 2005; Miller and Frech, 2004) finds that Organization for Economic Cooperation and Development (OECD) countries with higher drug consumption have greater life expectancies. The magnitude of the effect is on a par with the effects of reduced cigarette consumption and increases of fruit and vegetables in the diet.
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Morbidity Studies


			Mortality rates tell only part of the health care story, other measures of health also should be examined. These include morbidity data and other indicators of health. Work also is being done on developing a measure of the quality of life, and quality of life may become the subject of production studies.
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HOW DOES HEALTH CARE AFFECT OTHER MEASURES OF HEALTH
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RAND Experiment


			The RAND Health Insurance Experiment (RHIE), one of the largest randomly controlled economic experiments ever conducted, discovered that the greater the portion of the health care bill that individuals are required to pay, the less health care they choose to purchase.


			For dozens of measures of health, virtually no differences were found between the groups studied.
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The Importance of Lifestyle and Environment


			Victor Fuchs studied the death rates in two states similar in many ways except lifestyle and environment, Nevada and Utah.  The table to the right shows the excess death rate in Nevada compared to Utah. 
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Cigarettes, Exercise and a Good Night’s Sleep


			Recent research (Balia and Jones, 2008; Contoyannis and Jones, (2004) addresses a common problem in studying human behavior by estimating both the determinants of lifestyle behaviors as well as the determinants of health status, giving a clearer picture of the importance of lifestyle. The authors showed that a good night’s sleep, avoiding smoking, and regular exercise each contribute importantly to self-reported health.
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The Family as Producer of Health


			In understanding health impacts it may be valuable to view the family as a producer of health.  Research (Rosenzweig and Schultz, 1983; Rosenzweig and Wolpin, 1995; Joyce, Racine, and Mocan, 1992; and Kaestner, Joyce, and Wehbeh, 1996) suggests that maternal lifestyle issues, like, smoking and drug use can negatively impact the production of newborn health.
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Social Capital and Health


			Social capital may improve health in several ways:





it may relieve stress to have more beneficial social contacts


more contacts can provide additional information on healthful behaviors and health purchases


satisfying social relationships may provide reasons to reevaluate risky health behaviors
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Impact of Social Capital on Health


			The research has produced a mixture of findings, but most support the hypothesis that social capital improvements lead to health improvements.
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Environmental Pollution


			That pollution effects on health are sizable and statistically significant can be shown in both industrialized and lesser-developed countries (Cropper et al., 1997)
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Income and Health


			Research by Deaton and Paxson (2001) examining in detail both U.S. and British data over time, they find the relation of income and health to be complex and contradictory. There was a substantial decline in mortality after 1950, but rather than growing incomes as the cause, they conclude that “a more plausible account of the data is that, over time, declines in mortality are driven by technological advances, or the emergence of new infectious diseases, such as AIDS” (p. 29).


			Pritchett and Summers (1996) leave little doubt that extremely low incomes have a strong effect on people’s health.
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THE ROLE OF SCHOOLING
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Two Theories About the Role of Schooling


			Michael Grossman’s (1972a, 1972b) theory of demand entails a central role for education. Grossman contends that better-educated persons tend to be economically more efficient producers of health status.





			In contrast, Victor Fuchs (1982) has suggested that people who seek out additional education tend to be those with lower discount rates.  Individuals with relatively low discount rates will be more likely to invest in education and in health as well.
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Empirical Studies on the Role of Schooling in Health


			Recent evidence supports the view that education makes one a more efficient producer of health (Lleras-Muney, 2002).


			Lleras-Muney’s study inspired new research of the effects of new laws extending the length of compulsory education in England and Ireland (Oreopoulus, 2006; Auld and Sidhu, 2005). These supported the earlier findings; an additional year of schooling caused an improvement in the affected student’s health.
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CONCLUSIONS
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Key Concepts


			The health production function exhibits the law of diminishing marginal returns.


			While the total contribution of health care is substantial, the marginal product is often small.


			Historically the contributions of health care, at least as provided by the health practitioner, were probably small until well into the twentieth century.
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Key Concepts


			The small, modern-day marginal product of health care is statistically significant.


			In the major, controlled health insurance experiment, the better insured exhibited little or no health gain from the extra health care they consumed.


			Health care benefits people differentially and is generally more productive on the margin for women and blacks.
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Key Concepts


			Certain categories of health care have greater marginal effects on the population than others; prenatal care programs are examples of the more productive categories.


			Education has a strong association with health status.
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Chapter Outline


			Production and the Possibilities for Substitution


			Costs in Theory and Practice


			Technical and Allocative Inefficiency


			Technological Changes and Costs


			Diffusion of New Health Care Technologies


			Conclusions
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PRODUCTION AND THE POSSIBILITIES FOR SUBSTITUTION
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What is Meant by Substitution?


			Economists often note that there is more than one way “to skin a cat,” that different techniques are available to produce the same product, for example, health.
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The Theory
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What Does the Research Suggest?


			The work done by economists suggests that substitution possibilities could be substantial.  Depending on the number of physician hours employed, one physician extender could substitute for 25 percent to more than 50 percent of a physician’s services (Brown,1988; Deb and Holmes, 1998; Liang and Ogur, 1987; Okunade and Suraratdecha, 1998)
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Elasticity of Substitution


			The elasticity of substitution (ES), which measures the responsiveness of a cost-minimizing firm to changes in relative input prices.
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What does the elasticity of substitution mean?


			If a firm, like a hospital, were a cost minimizer, then it would be responsive to changes in input prices, and it would tend to respond by shifting away from the now costlier input to the now relatively cheaper input.  For example, if physician salaries increased relative to nurses salaries, then we would observe hospitals substituting nurses for physicians.
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Empirical Evidence for Input Substitution in Hospitals
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COSTS IN THEORY AND PRACTICE
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Deriving the Cost Function


			The expansion path CFG shows the cost-minimizing combinations of capital and labor that can be used to produce  100, 150 and 200 physician office visits, respectively.
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Deriving the Cost Function - continued


			Wt prices, given input prices, r = $1,200 and w = $1,000, it can be determined that the cost of producing 100, 150 and 200 physician visits would be $50,000, $78,000 and $105,000, respectively.
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Economies of Scale
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This total cost curve leads to an average cost curve like


this one at the right.
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Average Costs and Economies of Scale


			When long-run average cost falls the firm is said to experience economies of scale and when long-run average cost increases the firm is said to experience diseconomies of scale.
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Economies of Scope


			By definition, economies of scope are possible only for a multiproduct firm and because many health care firms are multiproduct in nature, the concept is highly relevant. Economies of scope occur whenever it is possible to produce two or more goods jointly more cheaply than they can be produced separately.
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Why Would Economies of Scale and Scope Be Important?


			The concepts of economies of scale and scope are of considerable interest to both public policy and to managerial policy.


			Simply put, society gains when firms are big enough to produce at the lowest average cost possible.
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Empirical Cost-Function Studies


			Of those who chose the theoretically most consistent “structural” approach, some (Conrad and Strauss, 1983) found economies of scale, some (Cowing and Holtmann, 1983) found constant returns to scale, yet others (Vita, 1990) reported diseconomies of scale. Researchers who applied the behavioral cost-function approach (Granneman, Brown, and Pauly, 1986) found economies of scale for the emergency department.
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Difficulties Faced by All Hospital Cost Studies


			Case-mix problem.


			Treatment of quality.


			Lack reliable measures of hospital input prices.


			Most hospital cost-function studies omit physicians’ input prices entirely.
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Modern Results


			The most recent research supports claims that economies of scale exist in hospitals.


			Preya and Pink (2006) studied costs of Canadian hospitals prior to a massive consolidation, finding “large scale unexploited gains to strategic consolidation in the hospital sector” (p. 1049).


			Dranove and Lindrooth (2003) studied a large number of hospital consolidations, they found “significant, robust, and persistent savings for mergers, 2, 3, and 4 years after consolidation” (p. 996).
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TECHNICAL AND ALLOCATIVE INEFFICIENCY
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Technical Inefficiency
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Technical inefficiency results when a firm uses more


resources than necessary to produce a given level


of output.
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Allocative Inefficiency


			Allocative efficiency requires the efficient allocation of inputs between firms and between outputs. Essentially, it requires that each type of capital and labor be put to its most rewarding use in society.
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Frontier Analysis


			The Data Envelope Analysis (DEA) approach – with observations of the capital and labor combinations used by different firms to produce a common level of output, DEA analysis identifies the efficient outer shell enveloping the data.
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Frontier Analysis


			The Stochastic Frontier Analysis (STFA) approach treats each firm uniquely by assuming it to be affected by a potential shock to its ability to produce care.
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Significance of Hospital Efficiency Studies


			Reported overall efficiency has been quite high.


			The earliest DEA study (Valdmanis, 1990) reported technical efficiency levels of about 90 percent, while Magnusson’s DEA (1996) study reached similarly high levels.


			SFA studies have tended toward similar levels; early SFA studies (Zuckerman, Hadley, and Iezzoni, 1994; and Folland and Hofler, 2001) found the sum of technical


			and allocative inefficiency to be only a little more than 10 percent.
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For-Profit vs. Nonprofit Efficiency


			In nearly all recent studies, nonprofit and for-profit hospitals appear approximately equal in efficiency.


			While the earliest studies (Valdmanis, 1990; and Ozcan et al., 1992) found differences between samples of public and for-profit hospitals, studies since then found no significant differences (Sloan et al., 2001).


			James Burgess and Paul Wilson (1998) concluded: “We find no evidence that differences in ownership affect technical efficiency after controlling for other factors” (p. 100).
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Efficiency and Quality


			Mary Deily and Niccie McKay (2006) explain that hospital inefficiency may reduce the quality of care. They found, using the STFA approach, that the inefficiency measure was a highly significant and positive contributor to a measure of hospital mortality rates.


			Laine and colleagues (2005) attempted similar tests for long-term care. Although they detected no inefficiency effect on “clinical quality,” they found inefficiency to contribute to the prevalence of pressure ulcers, “indicating poor quality of care was associated with technical inefficiency” (p. 245).
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Performance-Based Budgeting


			Yaisawarng and Burgess (2006) report success in devising an application of hospital efficiency data to the financial reimbursement methods of the Veterans’ Administration hospital system.  They have made a preliminary application to the hospitals, a method of payment to each hospital group in which the more efficient groups receive the highest payment.
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TECHNOLOGICAL CHANGES AND COSTS
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Technological Change: Cost Increasing or Decreasing?


			Here is an example of a cost decreasing technology.  The technological improvement shifts isoquant Q = 100 toward the origin (i.e. same output can be produced with fewer inputs).  The result is a reduction in the costs of producing 100 cases.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Technological Change: Cost Increasing or Decreasing?


			Here is an example of a cost increasing technology.  The technological improvement shifts isoquant Q = 100 away from the origin (i.e. same output requires more inputs).  The result is an increase in the costs of producing 100 cases.
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Health Care Price Increases When Technological Change Occurs


			How do we measure the cost of a treatment when the treatment changes radically over a mere one or two decades? For example, heart attack treatment (myocardial infarction) changed substantially from 1975 to 1995. Some new effective inputs proved extremely inexpensive – like aspirin. Some materials did not exist in 1975, such as the intraortic balloon pump. Treatment practices changed; the average length of a hospital stay is now much shorter. Most important to the patient, the treatments are now more effective and have improved the length and quality of life for heart attack victims.
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Comparing Unadjusted with Quality Adjusted Price Indexes
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DIFFUSION OF NEW HEALTH CARE TECHNOLOGIES
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Who Adopts and Why?


			Two basic principles guide adopters:  profit and information channels.


			The first posits that physicians, for example, tend to adopt a new surgical technique if they expect to increase their revenues—this could happen through enhancing their prestige or by improving the well-being of their patients.


			The second is a compatible principle deriving originally from sociology, and it emphasizes the role of friends, colleagues, journals, and conferences in informing and encouraging the adoption decision.
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Classic Pattern of Diffusion – Logistic Function
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Empirical Findings


			Escarce (1996) emphasized the “information externalities” inherent in adoption by the first physician to adopt.


			Escarce’s data fit this time pattern quite well. He studied a new surgical procedure, laparoscopic cholecystectomy, introduced in 1989, which is a minimally invasive technique to remove diseased gall bladders. He found the diffusion curve to fit the logistic pattern common to diffusion studies.
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Other Factors that may Affect Adoption Rates


			Economists believe that a firm will tend to adopt an innovation when the present value of future profits due to the innovation is positive. Waiting too long may provide competitors with an advantageous share of the market, which may be permanently sustained. However, waiting has benefits in that one may take advantage of future advances and learn from the experience of others. Waiting may reduce risks so more risk-averse firms may choose to wait somewhat longer.
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Experience With Other Factors


			Sloan and colleagues (1986) found that mandatory rate-setting programs retard diffusion of technology in some cases, particularly in the instances of coronary bypass surgery, morbid obesity surgery, and intraocular lens implants.


			Teplensky et al. (1995) conclude that restrictive rate-setting programs tend to retard significantly the adoption of new technology.


			Caudill et al. (1995) report a slowing of the adoption of new blood dialysis technology when faced with restrictions on health care capital investment imposed by Certificate-of-Need (CON) legislation.
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Diffusion of Technology and Managed Care


			Baker (2001) compared penetration of HMOs with adoptions of a new technology, magnetic resonance imaging (MRI); he found a slowing of adoptions associated with HMOs.


			Hill and Wolfe (1997) examine a managed care-like system in Wisconsin and reported a retardation in the rate of adoption of several of the technologies but continued growth of several others.


			Friedman and Steiner (1999) investigated the availability of intensive care units and found no difference in admission rates under managed care versus fee-for-service care.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









CONCLUSIONS
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Key Concepts


			The production function, which summarizes the relationship of inputs and outputs, also embodies the technology.


			Technology that permits substitution between inputs provides better flexibility to the manager.


			Cost estimation describes the cost curves, which identify the economies of scale and scope.


			Health firms may differ in technology because the adoption of new technologies differs among firms and is never instantaneous.
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Nonteaching Case-Mix Teaching Case-Mix

Input Pair Adjusted Admissions Adjusted Admissions
1. Medical Staff with Nurses 0547 0.159
2. Medical Staff with Beds 0175 0155
3. Nurses with Beds 0.124 0211
4. Nurses with Residents - 2127
5. Medical Staff with Residents — 0292

Source: Jensen and Morisey (1986). Copyright © 1986 MIT Press Journals, All ights reserved.
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THE DEMAND FOR HEALTH
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Consumer as Health Producer – Part I


			It is not medical care as such that consumers want, but rather health. People want health; they demand medical care inputs to produce it.


			Consumers do not merely purchase health passively from the market. Instead, they produce health, combining time devoted to health-improving efforts with purchased medical inputs.
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Consumer as Health Producer – Part II


			Health lasts for more than one period. It does not depreciate instantly, and it can be analyzed like a capital good.


			Perhaps, most importantly, health can be treated both as a consumption good and an investment good. As a consumption good, health is desired because it makes people feel better. As an investment good, health is desired because it increases the number of healthy days available to work and to earn income.
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A Schematic
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A Model for Time Spent Producing Health


			I = I(M,TH), where I is investment in health, M is market health inputs and TH is time used in the production of health


			B = B(X,TB), where B is other goods produced, X is market purchased goods and TB is time used producing other goods


			The ultimate resource is time:





   T = TH (improving health) + TB (producing other                goods) + TL ( lost to illness) + TW (working)
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LABOR–LEISURE TRADE-OFFS
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Labor-Leisure Model


			VS represents the labor-leisure trade-off faced which reflects the wage rate.


			Given labor-leisure preferences represented with indifference curves, utility is maximized at income of Y2 and leisure time A.
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Impact of Investments in Health


			Over time investments in health reduce time lost to illness, TL, and thereby increase leisure time 365 –TH – TL.


			The labor-leisure tradeoff line shifts to the right allowing for a choice with more income and more leisure time at E’.
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THE INVESTMENT/CONSUMPTION ASPECTS OF HEALTH
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Production of Healthy Days


			This illustrates the production of healthy days using a single input, health stock.


			If health stock falls below Hmin, it indicates death.


			The shape of the function indicates diminishing marginal returns.
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Production of Home and Health Goods


			AECD represents production possibilities.


			If health is an investment good only, indifference curves look like U1.


			If health is a consumption good  then indifference curves look like U2.
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INVESTMENT OVER TIME
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The Cost of Capital


			We demand health capital because it helps us earn more and feel better. What does it cost? By analogy, a health clinic purchases thousands of dollars of X-ray equipment. The return to the X-ray equipment is in the future earnings that ownership of the equipment can provide.
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The Cost of Capital


			Suppose that an X-ray machine costs $200,000, and that its price does not change over time. Suppose that the annual income attributable to the use of the X-ray machine is $40,000. Is purchasing the machine a good investment?
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The Cost of Capital


			Consider the alternative: Instead of purchasing the X-ray machine, the clinic could have put the $200,000 in a savings account, at 5 percent interest, yielding the following:





		200,000 x 1.05 = 210,000 at the end of Year 1


		210,000 x 1.05 = 220,500 at the end of Year 2


		220,500 x 1.05 = 231,525 at the end of Year 3


		231,525 x 1.05 = 243,101 at the end of Year 4


		243,101 x 1.05 = 255,256 at the end of Year 5
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The Cost of Capital


			For the investment in an X-ray machine to be desirable by these criteria, it should provide at least $55,256 in incremental revenue over the five years.


			The problem is more complicated, however, because capital goods depreciate over time.


			For an investment in an X-ray machine to be worthwhile, then, it must not only earn the competitive 5 percent return each year, but it also must provide enough return to cover depreciation.
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THE DEMAND FOR HEALTH CAPITAL
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Marginal Efficiency of Investment and Rate of Return


			MEI is the marginal efficiency of investment.  As investment in the stock of health increases, the rate of return on additional investment declines.


			If the foregone interest rate plus depreciation is    r + δ0, then optimal investment is H0.
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CHANGES IN EQUILIBRIUM: AGE, WAGE, EDUCATION, AND UNCERTAINTY








Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Impact of Age on Investment in Health


			As we age, our health stock depreciates faster, that is, the depreciation rate rises from δ0 to δ1 to δD.


			The result of aging in this model is a continuously falling optimal level of health stock.
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Wage Rate


			As the wage rate rises, so does the return from healthy days and therefore the MEI curve shifts to the right.


			It is now optimal to increase health stock from H0 to H2.
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Education


			Education is seen as improving the efficiency of producing health which shifts the MEI curve to the right.


			The optimal investment in health stock increases from H0 to H2.
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Uncertainty


			According to Chang,1996, two effects can occur when we treat investment in health as a risky assts.





Either investment now can increase the efficiency of investment in the future (shift MEI to MEI’) and increase optimal investment from H0 to H2, or


It does not, which results in a return to investment below r + δ0.
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EMPIRICAL ANALYSES USING GROSSMAN’S MODEL
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Results


			Sickles and Yazbeck (1998) developed and estimated a structural model of health production that looks at the demand for leisure and the demand for consumption for elderly males. They find that both health care and leisure consumption tend to improve health.
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Results


			Demand for health is estimated by Gerdtham and Johannesson (1999) and their results are consistent with the theoretical predictions and show that the demand for health increases with income and education and decreases with age, urbanization, being overweight, and being single.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Results


			In a retrospective essay on research achievements and directions in the 30 years after Grossman’s pioneering analysis, Leibowitz (2004) finds that increases in the parents’ valuations of time will also affect the relative costs of alternative inputs to children’s health.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









CONCLUSIONS
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Key Concepts


			People benefit from health in four important ways:





They feel better when well.


They lose less time to illness, and hence can work more.


They are more productive when they work and can earn more for each hour they work.


They may live longer.
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Key Concepts


			By analyzing the demand for health in this way, we recognize that the demands for health care inputs— from physicians’ services, to drugs, to therapy—are demands that are derived from the demand for health itself.
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			What Is Insurance?


			 Risk and Insurance
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WHAT IS INSURANCE
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A Simple Example


			Consider a club with 100 homogeneous members. It seems that about once a year one of the 100 members gets sick and incurs health care costs of $5,000. The incidence of illness seems to be random. Club members, worried about potential losses due to illness, decide to collect $50 from each member and put the $5,000 in the bank for safekeeping and to earn a little interest. If a member becomes ill, the fund is used to pay for the treatment. This, in a nutshell, is insurance. The members have paid $50 to avoid the risk or uncertainty, however small, of having to pay $5,000.
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Desirable Characteristics of an Insurance Arrangement


			The number of insured should be large, and they should be independently exposed to the potential loss.


			The losses covered should be definite in time, place, and amount.


			The chance of loss should be measurable.


			The loss should be accidental from the viewpoint of the person who is insured.
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Insurance vs. Social Insurance


			Insurance is provided through markets in which buyers protect themselves against rare events with probabilities that can be estimated statistically.





			The government programs are insurance programs with the government as insurer and are distinguished by two features:





Premiums (the amounts paid by purchasers) are heavily and often completely (as in the case of Medicaid) subsidized.


Participation is constrained according to government-set eligibility rules.
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Insurance Terminology


			Premium, Coverage—When people buy insurance policies, they typically pay a given premium for a given amount of coverage should the event occur.


			Coinsurance and Copayment—Many insurance policies, particularly in the health insurance industry, require that when events occur, the insured person share the loss through copayments.  This percentage paid by the insured person is the coinsurance rate. With a 20 percent coinsurance rate, an insured person, for example, would be liable (out of pocket) for a $30 copayment out of a $150 charge.   The insurance company pays the remainder.
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More Insurance Terminology


			Deductible—With many policies, some amount of the health care cost is paid by the insured person in the form of a deductible, irrespective of coinsurance. In a sense, the insurance does not apply until the consumer pays the deductible. Deductibles may be applied toward individual claims, or, often in the case of health insurance, they may be applied only to a certain amount of total charges in any given year.


			Exclusions—Services or conditions not covered by the insurance policy, such as cosmetic or experimental treatments.
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Still More Insurance Terminology


			Limitations—Maximum coverages provided by insurance policies. For example, a policy may provide a maximum of $3 million lifetime coverage.


			Pre-Existing Conditions—Medical problems not covered if the problems existed prior to issuance of insurance policy. Examples here might include pregnancy, cancer, or HIV/AIDS.


			Pure Premiums—The actuarial losses associated with the events being insured.


			Loading Fees—General costs associated with the insurance company doing business, such as sales, advertising, or profit.
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RISK AND INSURANCE
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Expected Value


			Suppose Elizabeth considers playing a game in which a coin will be flipped. If it comes up heads, Elizabeth will win $1; if it comes up tails, she will win nothing.


			With an honest coin, the probability of heads is one-half (0.5), as is the probability of tails. The expected value, sometimes called the expected return, is:








	ER = (probability of heads) x (return if heads, $1) +


          (probability of tails) x (return if tails, 0) = $0.50
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In General


			With n outcomes, expected value E is written as:





		E = p1R1 + p2R2 + … + pnRn


			where pi is the probability of outcome i, (that is p1 or p2, through pn) and Ri is the return if outcome i occurs. The sum of the probabilities pi equals 1.
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Actuarially Fair Insurance Policy


			When the expected benefits paid out by the insurance company are equal to the premiums taken in by the company the insurance policy is called an actuarially fair insurance policy.


			In reality, insurance companies must also cover additional administration and transaction costs to break even, but the definition of an actuarially fair policy provides a benchmark in talking about insurance.
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Marginal Utility of Wealth and Risk Aversion


			Suppose that the coin flip in the previous example is changed so that the coin flip yields $100 or nothing, but Elizabeth is now asked to pay $50 to play.


			This is an actuarially fair game but Elizabeth may choose not to play because the disutility of losing money may exceed the utility of winning a similar amount.
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Utility of Wealth


			The utility of wealth function pictured to the right exhibits diminishing marginal utility and describes an individual who is risk averse, that is, will not accept an actuarially fair bet.
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Purchasing Insurance


			Suppose that Elizabeth can buy an insurance policy costing $1,000 per year that will maintain her wealth irrespective of her health.


			Is it a good buy? We see that at a net wealth of $19,000, which equals her initial wealth minus the insurance premium, her certainty utility is 198. Elizabeth is better off at point D than at point C, as shown by the fact that point D gives the higher utility.
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What Does this Analysis Tell Us?


			Insurance can be sold only in circumstances where the consumer is risk averse.


			Expected utility is an average measure.


			If insurance companies charge more than the actuarially fair premium, people will have less expected wealth from insuring than from not insuring. Even though people will have less wealth as a result of their purchases of insurance, the increased well-being comes from the elimination of risk.


			The willingness to buy insurance is related to the distance between the utility curve and the expected utility line.
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THE DEMAND FOR INSURANCE
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How Much Insurance?


			We address Elizabeth’s optimal purchase by using the concepts of marginal benefits and marginal costs. Consider first a policy that provides insurance covering losses up to $500.


			The goal of maximizing total net benefits provides the framework for understanding her health insurance choice.
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How Much Insurance?


			Suppose that Elizabeth must pay a 20 percent premium ($100) for her insurance, or $2 for every $10 of coverage that she purchases.
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This worksheet describes 


Elizabeth’s wealth if she gets


sick.
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How Much Insurance?


			Her marginal benefit from the $500 from insurance is the expected marginal utility that the additional $400 ($500 minus the $100 premium) brings. Her marginal cost is the expected marginal utility that the $100 premium costs. If Elizabeth is averse to risk, the marginal benefit (point A) of this insurance policy exceeds its marginal cost (point A).
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How Much Insurance?


			The marginal benefits of the next $500 in insurance will be slightly lower (point B) and the marginal costs slightly higher (point B’).


			Total net benefits will be maximized by expanding insurance coverage to where MB = MC, at q’.
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The Effect of a Change in Premiums on Insurance Coverage











			Suppose the premium rises to 25% instead of 20%.
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Increase in Premium


			Elizabeth’s marginal benefit curve shifts to the left to MB2 and the marginal cost curve shifts to the left to MC2.


			Elizabeth’s insurance coverage will fall to q’’.
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Effect of a Change in the Expected Loss


			Back to the original example, with a premium of 20%, how will Elizabeth’s insurance coverage change if the expected loss increases from $10,000 to $15,000, if ill?





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall








Increase in Expected Loss


			Elizabeth’s marginal benefit curve shifts to the right at MB3 but the marginal cost curve remains unchanged at MC1.


			Elizabeth’s insurance coverage will increase to q’’’.
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Effect of a Change in Wealth








			Suppose Elizabeth was starting with a wealth of $25,000 instead of $20,000.
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Increase in Wealth


			The marginal benefit curve will shift to the left to MB2 and the marginal cost curve will shift to the right to MC3 and Elizabeth’s insurance coverage will be identified with point W, which could end up being to the right or left of q’.
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THE SUPPLY OF INSURANCE
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Competition and Normal Profits


			In a perfectly competitive market, insurers will earn zero excess profit.


			Profit = Total Revenue – Total Cost


			Following the previous example, revenues are $100 per policy.
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What Would the Insurer’s Costs Be?


			For those who do not get sick (90% of the policies), the only cost would be the cost of processing the policy payments, say $8 per policy.


			For those who do get sick (10% of the policies), the cost would be the $500 payment plus the $8 processing cost, or $508.
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Insurer’s Profit
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Profit = $100 - (probability of illness X cost if ill)


         - (probability of no illness X cost if no illness)





Profit = $100 – (0.10 X $508) – (0.90 X $8)





Profit = $100 - $50.80 - $7.20





Profit = $42
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Role of Competition	


			These are positive profits, and they imply that another similar firm (also incurring costs of $8 to process each policy) might enter the market and charge a lower premium, say, 15 percent, to attract clients.


			Such entry into the market would continue until all excess profit was competed away.
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Competitive Premium	


			a = p + (t/q)


			The competitive premium will be equal to the probability of illness, p, plus the processing (or loading) costs as a percentage of policy value, q, or t/q.
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THE CASE OF MORAL HAZARD
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What is Moral Hazard?


			So far, we have assumed that the amount of the loss was fixed—that it did not change merely because people bought insurance. However, in many cases, buying insurance lowers the price per unit of service at the time that the services are purchased. If people purchase more service due to insurance, then many of the insurance propositions just presented must be modified.
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Demand for Care and Moral Hazard


			Suppose Elizabeth faces a probability of .5 that she will contract Type I diabetes and without insulin, she will die.


			Her demand for insulin will be perfectly inelastic and she will purchase insurance to cover expenditures P1Q1.
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Demand for Care and Moral Hazard


			Consider, instead, Elizabeth’s demand for dermatological care.


			If she purchases insurance that pays her entire loss, then this insurance makes treatment (ignoring time costs) free. Because the marginal price to Elizabeth is zero, she would demand Q2 units of care for a total cost of care of P1Q2.
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Moral Hazard
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Predictions of Economic Theory Concerning Health Insurance 


			Deeper (more complete) coverage for services with more inelastic demand.


			Development of insurance first for those services with the most inelastic demand, and only later for those with more elastic demand.
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Effects of Coinsurance and Deductibles


			A deductible of $700 would mean that Elizabeth must pay the first $700 of expenses out-of-pocket.  This would lead her to purchase Q3 units of health care rather than Q2, therefore the introduction of deductibles and counteract the impact of moral hazard.
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HEALTH INSURANCE AND THE EFFICIENT ALLOCATION OF RESOURCES
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Efficient Allocation of Resources


			The efficient allocation of society’s scarce resources occurs when the incremental cost of bringing the resources to market (marginal cost) equals the valuation in the market to those who buy the resources (marginal benefit).


			If the marginal benefit is greater (less) than the marginal cost, one could improve society’s welfare by allocating more (fewer) resources to the sector or individual, and less (more) resources to other sectors.
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No Insurance


			With marginal cost P0 and no insurance the consumer will demand Q0 units of care and the consumer’s marginal benefit will be equal to the marginal cost.
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20% Coinsurance


			With 20% coinsurance, the price in the market is reduced to P1 and Q1 units will be demanded.


			The marginal benefit measured by point C will not fall below the marginal cost measured at B.
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Deadweight Welfare Loss


			The deadweight loss comes from a misallocation of resources among goods (i.e., more health care is provided than should be, according to consumer preferences). The deadweight loss from the insurance-induced overproduction of health services can be measured as triangle FKJ.
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The Demand for Insurance and the Price of Care


			Martin Feldstein (1973) was among the first to show that the demand for insurance and the moral hazard brought on by insurance may interact to increase health care prices even more than either one alone.


			More generous insurance and the induced demand in the market due to moral hazard lead consumers to purchase more health care.
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The Welfare Loss of Excess Health Insurance


			Insurance policies impose increased costs on society because they lead to increased health services expenditures in several ways:





increased quantity of services purchased due to decreases in out-of-pocket costs for services that are already being purchased;  increased prices for services that are already being purchased;  increased quantities and prices for services that would not be purchased unless they were covered by insurance; or increased quality in the services purchased, including expensive, technology-intensive services that might not be purchased unless covered by insurance.
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Empirical Estimates of Welfare Loss


			Martin Feldstein found that the welfare gains from raising coinsurance rates from .33 to .50 would be $27.8 billion per year in 1984 dollars.


			Feldman and Dowd (1991) estimate a lower bound for losses of approximately $33 billion per year (in 1984 dollars) and an upper bound as high as $109 billion.


			Manning and Marquis (1996) sought to calculate the coinsurance rate that balances the marginal gain from increased protection against risk against the marginal loss from increased moral hazard, and find a coinsurance rate of about 45 percent to be optimal.
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THE INCOME TRANSFER EFFECTS OF INSURANCE








Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Insurance Payments as Income Transfers


			John Nyman (1999) argues that in contrast to the conventional insurance theory, we should view insurance payoffs as income transfers from those who remain healthy to those who become ill, and that these income transfers generate additional consumption of medical care and potential increases in economic well-being.
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Nyman’s Decomposition of Moral Hazard


			Here is an example. Suppose that Elizabeth is diagnosed with breast cancer at her annual screen. Without insurance, she would purchase a mastectomy for $20,000 to rid her body of the cancer.


			With insurance, Elizabeth purchases (and insurance pays for) the $20,000 mastectomy, a $20,000 breast reconstruction procedure to correct the disfigurement caused by the mastectomy, and an extra two days in the hospital to recover, which costs $4,000. Total spending with insurance is $44,000 and total spending without insurance is $20,000, so it appears that the price distortion has caused $24,000 in moral hazard spending.
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Is this Spending Truly Inefficient?


			To answer we must determine what Elizabeth would have done if her insurer had instead paid off the contract with a cashier’s check for $44,000 upon diagnosis.


			With her original resources plus the additional $40,000, assume that Elizabeth would purchase the mastectomy and the breast reconstruction, but not the extra days in the hospital.


			The $20,000 spent on the breast reconstruction is efficient and welfare increasing, but the $4,000 spent on the two extra hospital days is inefficient and welfare-decreasing, consistent with the conventional theory.
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CONCLUSIONS
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Key Concpts


			No other good in people’s day-to-day budgets is so explicitly tied to the arrangements for insurance as is health care.


			We have characterized risk and have shown why individuals will pay to insure against it. The result, under most insurance arrangements, is the purchase of more or different services than might otherwise have been desired by consumers and/or their health care providers.
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Overview


			The production possibilities frontier illustrates the trade-off between health investment and the home good.


			Indifference curve U* represents a consumer with a high rate of time preference and U** a consumer with a low rate of time preference.
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Applying the Standard Budget Constraint Model


			Model assumptions –





Consumer is rational and perfectly informed


There is no uncertainty about the future


Important decisions are made as if the future were known with certainty
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Logic of Consumer Choice


			Consumers can choose any affordable combination or bundle of goods, and from among these affordable bundles, they will choose the one preferred.


			The depiction of this choice requires two elements:





The consumer’s preferences—described by a set of indifference curves


The consumer’s budget constraint—described by the straight budget line
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Consumer’s Equilibrium


			Budget Constraint = MN


			U1, U2 and U3 represent indifference curves of higher and higher levels of utility.


			E represents the consumers utility maximizing choice.
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Utility Maximization


			At point E the slope of indifference curve U2 (marginal rate of substitution) is just equal to the price ratio PV/POG.


			The marginal rate of substitution (MRS) is a measure of the rate at which a consumer is willing to trade other goods for physician visits and the price ratio is a measure of the rate at which she can trade other goods for physician visits.
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The Demand Curve


			As the price of physician visits  change the budget constraint pivots out around point M.  This causes a change in consumer choice from E1 to E2 to E3, resulting in an increase in physician visits.
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The Demand Curve


			As price changes from PV1 to PV2 to PV3, with all else constant, it produces an increase in the quantity of visits demanded by the consumer from V1 to V2 to V3.
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Price Elasticity


			The responsiveness of the consumer’s demand to price is measured by the price elasticity.  Price elasticity, Ep, is the ratio of the percentage change in quantity demanded to the percentage change in price. Algebraically, it is:
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Change in Income


			With an increase in the consumer’s income the demand curve shifts to A’B’C’.
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Income Elasticity


			The responsiveness of demand to changes in income is measured by the income elasticity.  Income elasticity, EY, is the percentage change in quantity demanded divided by the percentage change in income:
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Changes in the Price of Substitutes and Complements


			One would expect that increases in the prices of substitutes to physician visits (hospital outpatient services, visits to other providers) would increase the demand for office visits. In other words, an increase in the price of a substitute will shift the demand curve to the right. Increases in the prices of complements (diagnostic services) would reduce demand for office visits.
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Change in Health Status


			People will tend to consume more physician visits when ill than when well.
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TWO ADDITIONAL DEMAND SHIFTERS-TIME AND COINSURANCE
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The Role of Time


			As an example of time cost effects, suppose that Ellen must go to the doctor for a 10-minute visit. It will take her 15 minutes to travel each way (30 minutes in all), 20 minutes to wait in the office, and 10 minutes with the doctor. Suppose further that the money cost of the visit is $25, and that she values her time at $10 per hour. Traveling and parking cost $5 total. The full price of each visit is then $40:





One hour of time valued at $10


One visit priced at $25


Travel and parking costs at $5
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How Might This Apply?


			Assuming that the poor have a lower opportunity cost of time than the well-to-do, one would predict that they would more likely tolerate or endure long waiting times in clinics or physician offices. At the same time, even those poor whose physician fees are subsidized (e.g., by Medicaid) must pay their time price. Wishing to increase physician visits among the poor, we might choose to reduce the time price by building nearby clinics and expanding outreach programs, a strategy that has been developed in many localities.
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In Practice, Does Time Price Affect Demand?


			Acton (1975, 1976) examines the effects of travel times, waiting times, and other variables on quantity demanded of outpatient visits and physician care. The table to the right reports his elasticity estimates.
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			Dependent Variable			Outpatient Visits			Physician Visits


			Elasticity with respect to Tout			-0.958			0.640


			Elasticity with respect to Tphys			0.332			-0.252
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Role of Coinsurance


			Coinsurance effectively pivots the demand out from D0 to D1 and increases the demand for health care.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Market Effects


			For the market as a whole, coinsurance shifts the market demand curve from D0 to D1, resulting in an increase in the price of office visits and an in crease in the number of visits.


			Overall health expenditures will rise from P0V0 to P1V1.
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ISSUES IN MEASURING HEALTH CARE DEMAND
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Overview


			In this section, the focus is on variables of interest to science and public policy.


			We examine how health care demand responds to money price, insurance coverage, and time price.


			In addition, we examine the effects on market demand of income and other variables.
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Individual and Market Demand Functions


			It suggested the following type of demand function for physician visits, referred to as V:





        V =f(P, r, t, P0, Y, HS, AGE, ED,…)


			where P is price per visit, r is the patient’s coinsurance rate, t is a time price, P0 is the price of other goods, Y is a measure of income, HS is the patient’s health status, and AGE and ED stand for variables such as age and education to reflect other need and taste factors.
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Measurement and Definitions


			Investigators often measure the quantity of services in dollar expenditures. One problem is that expenditures reflect a complex combination of price of care, quantities of care, and qualities of care.


			Alternative measures include quantity of visits, patient days, or cases treated, yet these do not necessarily measure the intensity of care.


			A related problem is to define the price of services. Because of the prevalence of health insurance, most patients do not pay the full price for their treatments.
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Differences in Study Populations


			Different researchers, naturally, use different samples or populations. Elasticities will differ between populations and even within populations at different points in time. For example, many health economists believe that income elasticities for health care have become smaller over the years in the United States, presumably because of the effects of programs like Medicare and Medicaid.
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Data Sources


			A common source of health care data is the insurance claim. Claims data, however, are limited to services covered by insurance and used by the insured. Furthermore, claims data often lack detail on individuals’ characteristics, such as education and income.


			In contrast, health interview survey data often incorporate personal data, but their accuracy depends on the recall ability of the people being interviewed.
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Experimental and Nonexperimental Data


			Much of health care demand research used nonexperimental data, and thus the researcher could not control the environment or assure that other extraneous variables were held constant.


			A useful alternative involving the natural experiment is sometimes possible. A natural experiment, for example, may occur when a given area changes its health insurance plan.
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EMPIRICAL MEASUREMENTS OF DEMAND ELASTICITIES
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Price Elasticities
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Firm Specific Price Elasticities
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Individual Income Elasticities
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Income Elasticities Across Countries


			An early cross-national study published by Newhouse (1977) found elasticity estimates ranging from 1.15 to 1.31.


			Parkin and colleagues (1987) pointed out several potential weaknesses in most existing crossnational studies, but despite their objections, offered improved results that tended to support the finding of cross-national income elasticities greater than 1.0.


			Gerdtham et al. (1992) and Getzen and Poullier (1992) also lend support to the result.
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Insurance Elasticities
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IMPACTS OF INSURANCE ON AGGREGATE EXPENDITURES
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Summary


			According to the RAND investigators, coinsurance and income accounted for about one-fifth of the total increase in real health expenditures.


			Subsequent research (Peden and Freeland, 1998) determined that about half of the expenditure increase was due to induced technological innovation.
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OTHER VARIABLES AFFECTING DEMAND
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Ethnicity and Gender


			Many studies of demand examine the influence of race, and find that blacks tend to consume less medical care than the other large, self-identified ethnic groups when other factors are held constant.


			Females differ from males most clearly in their time pattern of medical care usage. During childbearing years, women are relatively heavy users of health care, but women are healthier in the long run and they predominate in the numbers of the elderly.
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Urban vs. Rural


			Studies sometimes find differences in health care usage due to rural status. If rural residents use less care, the reasons why are not necessarily clear. Rural dwellers may differ culturally, and some analysts argue that this factor is more important to one’s perception of life than ethnicity is.
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Education


			Education is strongly associated with better health. If you are a college student, the odds are very good that you are healthier than your noncollege counterparts. As in the demand for health capital model, this may be because you are a more efficient producer of health, you are less likely to smoke, and you are more likely to eat a healthful diet.
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Age, Health Status and Uncertainty


			Older people consume three to four times more health care than the younger population. 


			Wedig (1988) finds that the price elasticity of the decision to seek health care tends to be lower in absolute value for those with poorer health status, regardless of which measure is used to record health status.


			Finally, uncertainty will affect health care demand. When a consumer, worried about a future health risk, seeks advice or preventive treatment, we call this a precautionary demand (Picone, Uribe, and Wilson, 1998).
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CONCLUSIONS
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Key Concepts


			Demand theory is crucial to our understanding of health care markets.


			The substantial increases in out-of-pocket costs for prescription products experienced by many patients have affected utilization of drugs in the expected negative direction.


			Time and distance can also be important as theory suggests.
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Key Concepts


			An analysis of the demand for physician care in 12 European Union countries illustrates the universal relevance of demand theory. Jiménez-Martin and colleagues (2004) show that one-third to one-half the variability in demand across countries is explained by differences in age, income, and the physician’s role in the health care system
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Key Concepts


			Finally, a good understanding of demand theory serves as the rationale for market-based, consumer-driven approaches to health system reform. In 2007, there were nearly 5 million enrollees in consumer-directed health plans (CDHPs), and their numbers were increasing rapidly.
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Study Dependent Variable Price Elasticity
All Expenditures

Rosett and Huang (1973) Expenditures for hospital -03510-15°

and physician services

Manning et a. (1987) All expenditures -01710-022
Physician Services:

Fuchs and Kramer (1972) Physician visits per capita ~0.1510-0.20

Newhouse and Phelps (1976) Physician office visits 008

Cromwell and Mitchell (1986) Surgical services ~0.1410-0.18

Wedig (1988)>

Health perceived excellent/good Physician visits -035
Health perceived fairpoor Physican visits -0.16

Hospital Services:

Feldstein (1971) Hospital adrmissions per capita 063

Newhouse and Phelps (1976) Hospital length of stay 006

Manning et a. (1987) Hospital adrmissions -0.1410-0.17
Nursing Homes

Chiswick (1976) Nursing home residents ~06910-2.40
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Lamberton et a. (1986) Nursing home patient days 06910076

per capita elderly
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Study Dependent Variable Income Elasticity

Al Expenditures

Silver (1970) Expenditures 12

Rosett and Huang (1973) Expenditures 02510045
Hospital Services

Newhouse and Phelps (1976) Admissions 00210004
Dental Services:

Silver (1970) Expenditures 24010320

Anderson and Benham (1970) Expenditures 06110083
Physician Services

Silver (1970) Expenditures 085

Anderson and Benham (1970) Expenditures 02210041

Fuchs and Kramer (1972) Visits per capita 02010057

Newhouse and Phelps (1976) Visits 00110004
Nursing Hormes

Chiswick (1976) Residents per elderly 060t0 090

population






Likelihood

One or More

Total Expenses.

Plan of Any Use (%) (5 1991)
Free 368 982
©8) (50.7)
Farmily Pay
25 percent 788 84 831
1.4 ©6) (692)
50 percent 772 72 884
@3) ©8) 189.1)
95 percent 677 79 679
a8 ©6) ©8.7)
Individual Deductible 723 96 797
as ©6) (603)

Source: Reprinted by permission of the publisher fom Free for A7 Lessons from the RAND Health Insurance Experimen
by Joseph P. Newhouse, Cambridge. MA: Harvand University Press. Copyright © 1993 by the RAND Corporation.
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Overview of Information Issues


			Adverse selection, a phenomenon in which insurance attracts patients who are likely to use services at a higher than average rate, results from asymmetric information because potential beneficiaries have better information than the insurer about their health status and their expected demand for health care.


			The possible preference for health care delivery by nonprofit hospitals and nursing homes has been attributed to patients’ lack of information and inability to discern quality. For some patients, a nonprofit status might be taken as reassurance of higher quality because decisions are made independent of a profit motive.
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Goals for this Chapter


			Introduce information asymmetry, describe its relative prevalence, and determine its consequences, especially for insurance markets.


			Describe the agency relationship and examine some of the problems arising in health care markets from imperfect agency.


			Examine the effects of imperfect consumer information on the price and quality of health care services.
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ASYMMETRIC INFORMATION
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On the Extent of Information Problems in the Health Sector


			Certainly information gaps and asymmetries exist in the health sector. They are perhaps more serious for health care than for other goods that are important in household budgets.


			However, one should not assert that information gaps preclude the possibility of having a high degree of competition. In particular, mechanisms to deal with information gaps should not be overlooked. These mechanisms include licensure, certification, accreditation, threat of malpractice suits, the physician-patient relationship, ethical constraints, and the presence of informed consumers.
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Asymmetric Information in the Used-Car Market – The Lemons Principle


			Nobel Laureate George Akerlof (1970) is often credited with introducing the idea of asymmetric information through an analysis of the used-car market.


			First, it tells us much about adverse selection and the potential unraveling of health insurance markets.


			Second, Akerlof’s example leads right into the issue of agency.
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The Lemons Principle


			When potential buyers know only the average quality of used cars, then market prices will tend to be lower than the true value of the top-quality cars. Owners of the top-quality cars will tend to withhold their cars from sale. In a sense, the good cars are driven out of the market by the lemons. Under what has become known as the Lemons Principle, the bad drives out the good until no market is left.
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APPLICATION OF THE LEMONS PRINCIPLE:  HEALTH INSURANCE
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Overview


			Adverse selection applies to markets involving health insurance and to analyses of the relative merits of alternative health care provider arrangements.


			Information asymmetry will likely occur because the potential insureds know more about their expected health expenditures in the coming period than does the insurance company.


			In this market, the higher health risks tend to drive out the lower health risk people, and a functioning market may even fail to appear at all for some otherwise-insurable health care risks.
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Inefficiencies of Adverse Selection


			If the lower risks are grouped with higher risks and all pay the same premium, the lower risks face an unfavorable rate and will tend to underinsure. They sustain a welfare loss by not being able to purchase insurance at rates appropriate to their risk.  Conversely, the higher risks will face a favorable premium and therefore overinsure; that is, they will insure against risks that they would not otherwise insure against.  This, too, is inefficient.
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Evidence of Adverse Selection


			Evidence of adverse selection has been found in markets for supplemental Medicare insurance (Wolfe and Goddeeris, 1991) and individual (nongroup) insurance (Browne and Doerpinghaus, 1993).


			In more recent work with a sample of single, employed persons, Cardon and Hendel (2001) found that those who were insured spent about 50 percent more on health care than the uninsured.
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Experience Rating and Adverse Selection


			Group insurance can be a more useful mechanism to reduce adverse selection.


			Group plans enable insurers to implement experience rating, a practice where premiums are based on the past experience of the group, or other risk-rating systems to project expenditures. Because employees usually have limited choices both within and among plans, they cannot fully capitalize on their information advantage.
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THE AGENCY RELATIONSHIP
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What is the Agency Relationship?


			An agency relationship is formed whenever a principal (for example, a patient)  elegates decisionmaking authority to another party, the agent.


			In the physician-patient relationship, the patient (principal) delegates authority to the physician (agent), who in many cases also will be the provider of the recommended services.
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Agency and Health Care


			The perfect agent physician is one who chooses as the patients themselves would choose if only the patients possessed the information that the physician does.


			The problem for the principal is to determine and ensure that the agent is acting in the principal’s best interests. Unfortunately, the interests may diverge, and it may be difficult to introduce arrangements or contracts that eliminate conflicts of interest.
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CONSUMER INFORMATION, PRICES AND QUALITY
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Overview 


			Would relatively poor consumer information reduce the competitiveness of markets?


			Does increasing physician availability increase competition and lower prices as traditional economics suggests?


			What happens to quality? 


			How do consumers obtain and use information?
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Consumer Information and Prices


			Satterthwaite (1979) and Pauly and Satterthwaite (1981) introduced one of the most novel approaches to handle issues involving consumer information and competition.


			The authors identify primary medical care as a reputation good—a good for which consumers rely on the information provided by friends, neighbors, and others to select from the various services available in the market.


			Physicians are not identical and do not offer identical services.


			Because of this product differentiation, the market can be characterized as monopolistically competitive.
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Reputation Goods


			Under these conditions, the authors show that an increase in the number of providers can increase prices.


			The economic idea is that reduced information tends to give each firm some additional monopoly power.
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The Role of Informed Buyers


			The degree to which imperfect price information contributes to monopoly power should not be overemphasized.


			A growing body of literature shows that it is sufficient to have enough buyers who are sensitive to price differentials to exert discipline over the marketplace.
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Price Dispersion


			Juba (1979) found that the variations in physician fees appear to be larger than those found in other relatively competitive markets. It is not clear, though, that variations in effective transactions pricing resulting from insurance agreements lie outside of competitive norms.
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Consumer Information and Quality


			Consider the consumer’s direct role through the Dranove and White argument that the physician–patient relationship enables patients to monitor providers and encourages physicians to make appropriate referrals.


			To the extent that many specialists rely on referred patients, these specialists would seem to have incentives to maintain quality. Are they also rewarded with higher prices for higher-quality services?
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Haas-Wilson study


			To the extent that many specialists rely on referred patients, these specialists would seem to have incentives to maintain quality. Are they also rewarded with higher prices for higher-quality services?


			The evidence shows that patients rely on informed sources (agents) for information and that higher quality, as measured by informed referrals, is rewarded by higher fees.
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Other Quality Indicators


			The National Committee for Quality Assurance (NCQA), a private accreditation body for HMOs, issues report cards based on about 50 standardized measures of a plan’s performance (such as childhood immunization rates, breast cancer screening, and asthma inpatient admission rates).


			A key assumption behind efforts like this is that information about quality will, like price information, help discipline providers through patient choices.
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Evidence


			Initial evidence on the intended effects of plan performance ratings brings the report card strategy into question. Tumlinson et al. (1997) found that independent plan ratings are relatively unimportant to consumer choices.


			Chernew and Scanlon (1998), employing multivariate statistical methods on consumer choice of plans, confirm that “employees do not appear to respond strongly to plan performance measures, even when the labeling and dissemination were intended to facilitate their use” (p. 19).
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More Evidence


			In subsequent work, Scanlon and colleagues (2002) examined a flexible benefits system introduced by General Motors in 1996 and 1997 and found that plans with many above-average ratings were not much more successful in attracting enrollees relative to plans with many average ratings.


			Together with other results on plan switching (Beaulieu, 2002), we can conclude that the provision of quality information does influence consumers, particularly when the quality ratings are negative.
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CONCLUSIONS
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Key Concepts


			There is little doubt that information gaps, asymmetric information, and agency problems are prevalent in provider–patient transactions.


			Although there is a potential lack of competition, even wide information gaps do not necessarily lead to market failure.
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Chapter Outline


			Loading Costs and the Behavior of Insurance Firms


			Employer Provision of Health Insurance: Who Pays?


			Employer-Based Health Insurance and Labor Supply


			The Market for Insurance


			The Uninsured: An Analytical Framework


			Technological Change, Higher Costs, and Inflation


			Conclusions
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LOADING COSTS AND THE BEHAVIOR OF INSURANCE FIRMS
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Overview


			Consumers can improve their well-being by sacrificing a (relatively) small but certain premium to insure against the probability of a considerably larger loss. It is important now to demonstrate how the policies will be offered to specific groups and why, in fact, some groups will find it difficult to get insurance at all.
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Impacts of Loading Costs


			Insurance firms incur costs of doing business that are added to the claims payouts.


			These loading costs are largely related to the numbers and types of customers and claims processed and must be passed on to consumers in order for insurers to cover their costs.
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A Model of Loading Costs
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Benefits of Insurance


			Near A, high probability of the uncertain event, or B, low probability of uncertain event, the marginal gain from insurance is zero and the consumer will not purchase.


			Between A and B, the marginal gain increases, reaches a maximum and then decreases.
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Insurance for Heart Attacks and Hangnails


			Because the loss associated with a heart attack is larger than the loss associated with a hangnail, the marginal gains from insuring against a heart attack dwarf the marginal gains from insuring against a hangnail.


			Insurance for a heart attack will occur for probabilities lying between C’ and D’, while no insurance will be offered for hangnails.
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Loading Costs and the Uninsured


			This analysis provides one avenue for addressing the problem of the uninsured.


			It is apparent that the per-person costs of processing information and claims of those individuals who are outside larger organizations (either companies or unions) may be higher. This would result in an increase in the insurance firms’ marginal costs relative to the consumer’s marginal benefits and would reduce or eliminate the range of services that may be offered.
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EMPLOYER PROVISION OF HEALTH INSURANCE: WHO PAYS?
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Overview 


			The largest segment of the American population acquires health insurance through the workplace, and this began almost by accident over 60 years ago.
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Labor Market


			We assume that a lower market money wage rate leads an employer to hire more workers for two reasons:





the employer can substitute labor for more expensive equipment or resources


the employer can sell more products at lower prices, hence requiring more workers


			Employers will hire workers as long as the incremental (marginal) revenue from the goods those workers produce exceeds the per hour wage.
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Labor Market With Health Insurance Benefits


			Suppose that workers negotiate a health insurance benefit worth $1 per hour to them, and costing exactly $1 for the employer to provide. The employer, who was previously willing to pay a wage of $20, will now be willing to pay $20 less the $1 cost.


			The workers are no worse off at a wage of $19 with the health insurance than at $20 without the health insurance because the insurance is worth the $1 that it cost in reduced wages. The employer earns no less profit for providing the health benefit.
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Labor Market Model


			D is initial labor demand


			S is initial labor supply


			Market clears at wage W1 with L1 employees


			D’ is labor demand after insurance benefit of $z


			S’ is labor supply after insurance benefit of $z


			Market clears at wage W2 with L1 employees
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Spousal Coverage: Who Pays?
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How the Tax System Influences Health Insurance Demand


			The tax treatment of health insurance benefits to employees amounts to a subsidy fro employees which results in the purchase of more health insurance than in the absence of the subsidy.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Who Pays the Compensating Differentials?-Empirical Tests


			Gruber and Krueger (1992) examine workers’ compensation insurance, and Gruber (1994) looks at mandated maternity benefits coverage. Both studies confirm the existence of “group specific” average wage adjustments.


			Jensen and Morrisey (2001) use 1994 and 1998 data from the Health and Retirement Survey (HRS) to examine the wage–coverage tradeoff for workers born between 1931 and 1941and found evidence of compensating differentials for older workers.
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More Empirical Results


			Bhattacharya and Bundorf (2005) found that the incremental health care costs associated with obesity are passed on to obese workers with employer-sponsored health insurance in the form of lower cash wages.


			Adams (2007) examined the impacts of the 1993 New York imposition of pure community rating on firms in the small group market and found the reform did increase the relative wages for older workers, both in relation to older workers in other states and in relation to older workers at large firms within the state.
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Other Impacts of Employer Provision of Health Insurance


			Lower insurance costs may occur because of the large size of employers relative to individual consumers.


			Group purchases through employers may address the problem of adverse selection.
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EMPLOYER-BASED INSURANCE AND LABOR SUPPLY
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Overview


			The two major potential impacts of  employer-based health insurance relate to retirement age and job mobility.
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Health Insurance and Retirement


			Gruber and Madrian (2002) show that compared with those age 35 to 44, those age 55 to 64 are:





twice as likely to report themselves in fair health and four times as likely to report themselves in poor health


seven times as likely to have had a heart attack and five times as likely to have heart disease, and


40 percent more likely to have a prescribed medicine (with twice as many medicines if  receiving a prescription).


			Gruber and Madrian summarize 16 studies and report that the availability of retiree health insurance raises the odds of retirement by between 30 and 80 percent.
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Health Insurance and Mobility


			Employer provided health insurance may create job lock which may have several economic effects: 





Less productive workers may stay at jobs for insurance reasons only, leading to decreased economic output because they would not be replaced by more productive workers.


Even if all workers are equally productive, some workers may stay in jobs for fear of losing the health insurance benefits to the exclusion of those who would otherwise fill the jobs. 


Those who do change jobs may be denied coverage, face higher premiums, or only obtain insurance subject to a waiver that excludes coverage of their health condition.
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The Empirical Evidence


			The empirical evidence generally shows that employer provided health insurance adversely affects job mobility.


			Rashad and Sarpong (2006) provide a good review of the recent literature.
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THE MARKET FOR INSURANCE
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The Market for Private Insurance
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Insurance Practices


			Payment of claims – there is a conflict between insurers and the insured (most often represented by the health care providers) regarding the amounts of claims, and indeed whether the claims should be paid at all.


			Rating – community rating or experience rating?
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The Past 30 Years


			In a wide-ranging interview (Iglehart, 1995), Blue Cross of California chief executive Leonard Schaeffer offered three reasons for the changes in the Blue Cross system:





Most Blues plans were big and had not reacted quickly to marketplace changes.


The Blues were successful for a long period of time, and traditional operations got “embedded.” This led to a resistance to change.


The national association consisted of an “unwieldy” national association with 69 independent plans.
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THE UNINSURED: AN ANALYTICAL FRAMEWORK
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The Extent of the Problem


			Various surveys have shown that well over 45 million Americans have no health insurance at any moment in time.


			In 2006, 3 out of every 8 families with annual incomes below $20,000 had no health insurance.


			27.1 percent of those ages 25–34 were uninsured in 2006.


			In the 35-to-44 age range 18.9 percent were uninsured in 2006.


			Of the 29.6 million people working in firms with 25 or fewer employees, about 9.7 million people (or 33.0 percent) were uninsured.
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The Working Uninsured


			Small businesses face several barriers to providing health insurance benefits to their employees:





The first, affordability, is a price-related barrier.


The second involves insurance redlining or preexisting-condition clauses, which may exclude specific individuals, or companies that employ them, from insurance coverage.


A third barrier to the provision of coverage may be termed attitudes. Many firms are uninterested in offering insurance.
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Impacts of Mandated Coverage


			Mandates may increase the cost of insurance coverage an produce two adverse responses by employers:





First, the company may stop offering insurance entirely because it is too expensive.


Second, companies may employ fewer employees resulting in a rise in unemployment.
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TECHNOLOGICAL CHANGE, HIGHER COSTS, AND INFLATION
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Overview 


			Increased insurance coverage increases demand for health care which leads to higher prices.


			Health insurance can also induce innovations in health care which can be either cost decreasing or cost increasing.


			New health products can also stimulate an increased demand for health insurance.
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The Cost-Increasing Bias Hypothesis


			Because increased health insurance usually reduces the out-of-pocket portion of the bill, patients may be willing to spend considerably more when insured. Consumers and their providers may realize that premiums will tend to rise if all patients act likewise, but they wish to make use of the best, new, expensive technology to the maximum extent affordable, often beyond the point where the marginal benefits equal the full marginal costs. Consequently, the payoff to owning a patent to new costly health care technology increases.
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Goddeeris’s Model—Innovative Change over Time


			More generous insurance coverage offering lower coinsurance rates, will cause the innovator to switch from an emphasis on cost-reducing innovations, to cost-increasing innovations.
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Evidence on Technological Change and Inflation


			Newhouse (1978b, 1988) set out the basic empirical models designed to test the underlying hypotheses and measure the contribution of health insurance to health care inflation.





First, the conventional view emphasized the role of insurance as a demand shifter; this is measured by the variable “change in insurance.”


Second, the level of health insurance (indicated by the average coinsurance rate) was hypothesized to induce innovations, thus causing inflation indirectly through cost-increasing technological change.
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Evidence - continued


			By 1988, Newhouse had found, though somewhat tentatively, evidence that supported the induced-innovation hypothesis, leaving uncertain whether any role at all existed for the conventional demand-shifting avenue.


			Peden and Freeland (1998) found that between 1963 and 1993, about half of the 373 percent increase in real per capita health spending was due to the level of coinsurance, giving support to the induced-innovation hypothesis.
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CONCLUSIONS
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Key Concepts


			We established that in a market setting, insurance constitutes an important part of the wage package, and to the extent that it is valuable to the workforce, higher insurance is reflected in lower money wages. This market result occurs irrespective of who contractually pays for the insurance.


			We have also shown how many of the trappings of the U.S. health care system are related to the employer base of the health insurance.
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Key Concepts


			The decline in the primacy of the Blues in the late 1980s and 1990s has led to profound changes in the provision of health insurance and the delivery of care.


			The chapter also included several implications about the uninsured. Some are not employed and hence ineligible for health insurance. There are others, however, whose health, employment, or lifestyles may not permit commercial insurers to provide insurance profitably.


			We finished the chapter by looking at the impact of insurance on cost-increasing technological change.
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Overview


			The previous chapter described how conventional health insurance will generally increase consumers’ health care utilization.


			With this in mind, we turn to the issue of managed health care. One might argue that physician practice must be managed in order to address high health care costs.


			This suggests that networks of providers, including HMOs (health maintenance organizations), PPOs (professional provider organizations), and individual practice associations (IPAs), are widely seen as means to restore competition to the health care sector and as means to control expanding heath care costs.
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WHAT IS THE ORGANIZATIONAL STRUCTURE?
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Managed Care Organizations Defined


			Analysts speak of an organized delivery system as a network of organizations (for example, hospitals, physicians, clinics, and hospices) that provides or arranges to provide a coordinated continuum (from well care to emergency surgery) of services to a defined population. This system is held clinically and fiscally accountable for the outcomes and the health status of the population served.  It is tied together by its clinical (treatment) and fiscal (financial) accountability for the defined population. Often the organized delivery system is defined by its association with an insurance product.
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Distinctive Features of Modern MCOs


			Modern MCOs have an extensive reliance on health care information systems.


			Modern MCOs are also characterized by their deemphasis of the acute care hospital model.
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WHAT ARE THE ECONOMIC CHARACTERISTICS?
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Overview


			Managed care features a health care delivery structure involving the integration of insurers, payment mechanisms, and a host of providers, including physicians and hospitals.
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How do Health Insurance Plans Seek to Contain Costs and/or Improve Quality?


			Selective contracting, in which payers negotiate prices and contract selectively with local providers such as physicians and hospitals. 


			Steering of enrollees to the selected providers.


			Quality assurance through meeting voluntary accreditation standards. 


			Utilization review of the appropriateness of provider practices. 
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Conceptual Difference Between MCOs and Fee-For-Service Plans


			Cutler, McClellan, and Newhouse (2000) provide a useful conceptual model that asks how much a patient would have to be compensated to move from FFS to MCO coverage.


			If an MCO and an FFS plan were identical, the compensation would be zero; if the MCO leads to less (more) utility, compensation must be positive (negative) to make the client indifferent.
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Three Differences Between MCOs and FFS


			Difference in health. If the MCO provides reduced health (relative to FFS) due to reduced treatment, then the compensation must be positive for those who choose the MCO.


			Cost savings. If, holding health constant, the MCO provides savings due either to less treatment or cheaper treatment, then the compensation must be negative, because the MCO is saving money for its clients.


			Financial risk from different out-of-pocket payments. Clients may prefer an MCO if it ensures them from having to make large out-of-pocket payments.
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THE EMERGENCE OF MANAGED CARE PLANS
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Growth in Managed Care
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Health Maintenance Organizations (HMOs)


			Provide relatively comprehensive health care, entail few out-of-pocket expenses, but generally require that all care be delivered through the plan’s network and that the primary care physician authorize any services provided.
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Preferred Provider Organizations (PPOs)


			Provides two distinct tiers of coverage. When subscribers use the PPO’s preferred provider network, the required cost sharing with deductibles or coinsurance is lower than when they use nonnetwork providers. Although a network is formed, PPOs have no physician gatekeepers.
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Point of Service (POS) Plans


			Are a hybrid of HMOs and PPOs. Like PPOs, POS plans offer two tiers of insurance benefits. Coverage is greater (out-of-pocket costs are lower) when members use network providers and less generous (out-of-pocket costs are higher) when they use nonnetwork providers. Like HMOs, however, POS plans assign each member a physician gatekeeper, who must authorize in-network care in order for the care to be covered on in-network terms.
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Medicaid Managed Care Plans


			As with employer plans, Medicaid managed care plans vary considerably. In some areas, states have contracted directly with HMOs that already exist in local markets. In others, states have created their own loosely structured provider networks, which contract with selected providers for discounted services and use physician gatekeeping to control utilization. Some Medicaid programs use a combination of the two approaches.
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Managed Care Contracts with Physicians


			Most HMO and POS plans pay their network physicians on a capitation basis.


			Under capitation, the plan pays the physician’s practice a fixed fee, generally an actuarial per-member-per-month (PMPM) dollar amount, in return for the treatments provided to members of the insurance plan.
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Managed Care Contracts with Physicians - continued


			PPO contracts with physicians rarely involve capitation. Instead, they specify the discounted fees for various services that the plan will pay in exchange for the privilege of being in that plan’s network.


			Utilization review procedures are commonly covered in managed care contracts, whether they are HMO, PPO, or POS plans.
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Managed Care Contracts with Hospitals


			HMO and PPO plans contract with only a subset of the providers (physicians and hospitals) in the areas that they serve. This key feature of the managed care sector allows plans to promote price competition among hospitals that might otherwise lose plan business.
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Managed Care Contracts with Hospitals - continued


			The probability and characteristics of contracts between individual managed care organizations and hospitals appear to depend on three sets of factors:





Plan characteristics, including whether it was a PPO or an HMO (and possibly what type of HMO), plan size, whether the plan serves several localities, and how old the plan is.


Hospital characteristics, including size, ownership (including for-profit versus nonprofit status), location (city versus suburb), teaching status, and cost structure (reflecting prices).


Market characteristics, generally measured at the metropolitan area level, including the penetration and rate of growth of managed care plans.
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Managed Care Contracts with Hospitals - continued


			Zwanziger and Meirowitz (1998) examine the determinants of plan contracts with hospitals in a study that looks at the three categories. For HMOs and PPOs in 13 large, metropolitan statistical areas (MSAs), they report:





Managed care plans prefer to contract with nonprofit hospitals, preferring even public hospitals to for-profit ones.


Plans will more likely contract with large hospitals compared with medium-sized hospitals, and with medium-sized hospitals compared with small ones.


Hospital cost factors (which reflect hospital prices) do not significantly affect contracts.
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DEVELOPMENT AND GROWTH OF MANAGED CARE—WHY DID IT TAKE


SO LONG?
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Federal Policy and the Growth of Managed Care


			The HMO Act of 1973 enabled HMOs to become federally qualified if they provided enrollees with comprehensive benefits and met various other requirements. Loan guarantees and grants for startup costs were made available, but the main advantage accruing to a federally qualified HMO was that it could require firms in its area with 25 or more employees to offer the HMO as an option. Other regulatory barriers subsequently were reduced.
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Number of HMOs and HMO Enrollment by Selected Characteristics, 2004
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The Economics of Managed Care


			Managed care reduces the demand for treatment from Df to Dm and lowers price of treatment from Pf to Pm.
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MODELING MANAGED CARE
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Modeling Individual HMOs


			Individual HMOs need to determine the number of consumers to serve, or quantity, and the level of service to provide, or quality.


			To keep things simple, we will assume that HMOs provide only one type of service (visits), and that the HMOs are differentiated in quality by how many visits each offers.


			We assume that HMO treatment costs are related to member health status.


			An HMO’s total annual costs are higher if it provides more services per enrollee (quality) or if it has more members (quantity).
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How Much Care?


			An individual HMO may not recognize their cost lowering impact system-wide and will produce at the inefficient level x1mkt instead of at x1opt
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What Types of Care?


			Suppose that increased competition through increased choice raises disenrollment rates.


			In evaluating how much and what types of care are offered by HMOs, we see that the HMO faces an economic externality because it cannot capture fully the gains of its treatment over time. As a result, it will offer less care and lower-tech care than FFS plans.
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Framework for Prediction


			This model provides a framework for addressing possible HMO cost savings relative to FFS plans. FFS plans encourage overutilization to the point where marginal private benefits can be far less than marginal costs. HMOs are widely believed to discourage this deadweight loss and other forms of overutilization, such as supplier-induced demand.
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Where Managed Care Differs from FFS—Dumping, Creaming, and Skimping


			Dumping  - Refusing to treat less healthy patients who might use services in excess of their premiums.


			Creaming - Seeking to attract more healthy patients who will use services costing less than their premiums.


			Skimping - Providing less than the optimal quantity of services for any given condition in a given time period.
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Equilibrium and Adverse Selection in a Market with HMOs


			V is the extra benefit of fee-for-service relative to HMO.


			E is the extra cost of fee-for-service.


			Up to severity of illness s’, a patient would choose the HMO over fee-for-service plan.
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Equilibrium and Adverse Selection in a Market with HMOs


			If the fee-for-service plan increased the coinsurance rate to r, E rotates to E2 leading some to shift from FFS plans to HMO plans.
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HOW DOES MANAGED CARE DIFFER?—EMPIRICAL RESULTS
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Overview


			Economic and organizational theories have suggested that managed care will differ from more traditional fee-for-service plans. One might predict that managed care organizations will spend less per member, reducing health care costs. Theory would also predict, however, that if fewer resources are used, quality of care may also suffer.
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Methodological Issue—Selection Bias


			Selection bias:





On the one hand, HMOs offer comprehensive benefits and so they may attract and retain sicker members. If this is not addressed, studies may make HMOs look more expensive than they really are.


On the other hand, HMOs may attract disproportionately younger members and families who tend to be healthier and for whom the costs of care tend to be relatively lower—studies that ignore this problem may make HMOs look less expensive.
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Methodological Issue—Quality of Care


			Managed care provides incentives to reduce the costs of care. Does it also provide incentives to cut corners by reducing the quality of care? Although some consumers may choose to pay less for lower quality care (just as some buy cheaper tires or cheaper cuts of meat), it is essential both to measure quality and to control for quality differentials in evaluating differences in health care costs.
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Methodological Issue—Quality of Care


			Quality of care is not easy to measure. Donabedian (1980) provides three general descriptors:





Structure - The quality and appropriateness of the available inputs and their organization.


 Process. The quality of the delivery of care.


 Outcome. The ultimate quality of care but the most difficult to measure scientifically.
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Comparative Utilization and Costs


			Some of the earlier studies are more interesting for their historical perspective than for their current applicability.


			Luft (1978, 1981) found that HMO enrollees, especially prepaid group practice members, had lower hospitalization rates.


			Arnould and colleagues (1984) confirmed Luft’s conclusion that length of stay was not significantly different between the HMO and the FFS patients.
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The RAND Study—A Randomized Experiment


			In the RAND Health Insurance Experiment, patients were assigned randomly to different plans in a controlled experiment, thus apparently eliminating selection bias. Would HMO costs still be lower under such circumstances?


			The RAND study (Manning et al., 1984) randomly assigned participants to either a FFS or HMO plan.
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The RAND Study—A Randomized Experiment


			The 431 FFS individuals were in one of four groups:





Free care


25 percent of expenses up to a maximum out-of-pocket liability of $1,000 per family


95 percent of expenses up to a maximum out-of-pocket liability of $1,000 per family


95 percent coinsurance on outpatient services, up to a limit of $150 per person ($450 per family)
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Results of RAND Study
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The Most Recent Evidence


			In a series of studies, Miller and Luft (1994, 1997, 2002) have summarized findings regarding quality of care, utilization, and customer satisfaction.


			In the late 1980s and early 1990s, Managed Care plan enrollees received more preventive tests, procedures, and examinations.


			Outcomes on a wide range of conditions were better or equivalent to those using FFS plans.


			HMO enrollees were less satisfied with quality of care and physician-patient interactions but more satisfied with


			costs.
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The Most Recent Evidence


			Their 1997 article found that HMO plans and providers cut hospitalization and use of more costly tests and procedures, often with little visible effect on quality of care “given the high prices of the indemnity insurance/fee-for-service system.”
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The Most Recent Evidence


			In their 2002 review, which covered the period 1997–2001, they found that compared with non-HMOs, HMOs had similar quality of care, more prevention activities, less use of hospital days and other expensive resources, and lower access and satisfaction ratings.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









GROWTH IN SPENDING
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Overview


			Analysts believe that managed care reduces utilization, especially of hospital care. A different but related question is whether managed care organizations also have lower growth rates in spending. If they do, a continued shift toward managed care will result not only in reductions in spending levels, but also in the long-term rate of increase.
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Empirical Results


			Early studies by Luft (1981) and Newhouse and colleagues (1985) found the growth rate of HMO spending to be roughly the same as the growth rate under FFS, and recent studies have not contradicted those findings.
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COMPETITIVE EFFECTS
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Overview


			Up to this point, we have concentrated on the direct effects of managed care and managed care organizations. We have asked what managed care organizations look like, whether they provide less costly care, and whether they provide different quality care.


			But, what effects are created in the market as existing health providers respond to competition from the managed care sector?
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Theoretical Issues


			In theory, entry of new firms will reduce the demand for existing service providers and reduce their total revenue.


			Existing firms also may respond in other ways. They may attempt to reduce administrative costs. More importantly, they may try to court customers by attempting to market plans that limit utilization of services, and hence the costs of the services, through various devices.
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Theoretical Issues


			We will limit the discussion to three possible impacts:





the impact of HMOs/PPOs on hospital markets,


their impact on insurance markets, and


their impact on the adoption of technological change.
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Managed Care Competition in Hospital Markets


			Dranove, Simon, and White (1998) use a demand-supply framework to address this question. The authors express concern that the low rate of managed care penetration in more concentrated markets may imply anticompetitive behaviors, meriting antitrust considerations.
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Managed Care Competition in Hospital Markets


			McLaughlin (1988, p. 207) argues that the “providers are responding not with classical cost-containing price competition but, instead, with cost-increasing rivalry, characterized by increased expenditures to promote actual or perceived product differentiation.”
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Managed Care Competition in Hospital Markets


			Feldman and colleagues (1990) found that HMOs generally did not extract major discounts. In fact, price did not seem to be the major HMO consideration in the selection of hospitals with whom to affiliate. Rather, it was hospital location and the range of services that the hospital offered
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Managed Care Competition in Hospital Markets


			Four key findings emerged from the Melnick and colleagues (1992) analysis:





Controlling for other factors, the PPO paid a higher price to hospitals located in less competitive markets.


If the PPO had a larger share of the hospital’s business, it was able to negotiate a lower price.


The more dependent the PPO was on a hospital, the higher price the PPO paid.


Hospitals with high occupancy located in markets with high average occupancy charged the PPO higher prices.
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Managed Care Competition in Insurance Markets


			Frech and Ginsburg (1988) identified the dramatic changes that occurred after 1977 when the insurance market was divided about equally between the Blues and commercial insurers. The growth of HMOs and PPOs was accompanied by substantial increases in patient cost sharing, increased utilization review, and self-insurance by many large firms.
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Managed Care Competition in Insurance Markets


			Baker and Corts (1995, 1996) identify two conflicting effects of increased HMO activity on conventional insurance premiums:





Market discipline. HMO competition may limit insurers’ ability to exercise market power, thus driving down prices, a standard competitive argument.


Market segmentation. HMOs may skim the healthiest patients from the pool, thus driving insurers’ costs and prices up.
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Managed Care Competition in Insurance Markets


			Joesch, Wickizer, and Feldstein (1998) investigated nonprice impacts of HMO market competition and found that increased HMO penetration reduced insurers’ likelihood of increasing insurance deductibles, or “stop-loss” levels (the levels limiting losses to those insured).
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Managed Care and Technological Change


			Baker and Spetz (2000) compiled an index using 18 technologies available in 1983 and found that HMO market shares did not matter. Although modest variations were detected, no substantive differences were seen in technology at given points in time or in the dispersion of technologies over time.
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THE MANAGED CARE BACKLASH
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Public Anxiety


			In the first half of the 1990s, many managed care plans placed increasingly severe restrictions on patient choices, including prior approval for access to specialists and certain high-cost procedures.


			Blendon and colleagues (1998) documented the public’s anxiety about the direction of managed care at that time. Only 34 percent of American adults who were surveyed thought that MCOs were doing a “good job,” 51 percent believed that MCOs had decreased the quality of care, and 52 percent favored government regulation even if it would raise costs.
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“Drive Through Delivery”


			MCOs were a pivotal force in reducing the length of stay for mothers following a normal childbirth from 3+ days in 1980 to 1.7 days in 1995.


			This movement toward “drive through delivery” served as a focal point for those opposed to the MCO movement. 
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Response


			Many states passed legislation requiring insurers to cover at least two nights of hospital stay to all mothers with normal deliveries.


			Did consumers respond to the restrictions by “voting with their feet”?


			Marquis and colleagues (2004/2005) examined HMO market penetration in two periods and found little evidence of substantial consumer exit and plan switching even in markets where consumers had more options.
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CONCLUSIONS
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Key Concepts


			Managed care delivery systems combine the functions of insuring patients and providing their care.


			HMOs and other care managers have incentives to curtail costs because they serve as both insurers and providers.


			One key finding is that managed care organizations tend to reduce hospitalization
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Key Concepts


			Little evidence suggests that the quality of the care provided in HMOs is inferior to FFS care.


			Another key finding is that MCOs have been able to reduce fees paid to providers.


			By 2007, traditional fee-for-service (FFS) health care enrollment for covered workers had fallen to 3 percent, from 73 percent less than two decades earlier.
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Key Concepts


			Customers also rebelled against the more stringent cost controls of HMO plans, preferring what some analysts refer to as “managed care light”—as exemplified by PPO or POS plans.
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Plans Enroliments
Characte Number __Percent Number __Percent
Al plans 2 1000 688 100.0
Model type

1PA 176 27 26 358

Group 9% 233 153 22

Mixed 140 340 229 220

Percent of Regional

Geographic Region Number  Percent Population
Total a12 1000

Northeast 77 187 301

Midwest 126 306 187

South 126 306 160

West 83 201 344

Source: U.S. Department of Health and Human Services, Health United Sies 2005, Table 137,
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Admission  Hospital
Rate Days
Plan Per 100 Persons PerPerson
GHC experimental 84 49 13 055
©67) ©8 014 0.02)
GHC control 83 3 47 060
a.on @0 017 ©.02)
Fee for service
Free 138 83 42 041
50 @6 025 ©.03)
25% 100 87 35 032
(1.43) @2 039 0.03)
95% 105 46 29 029
(1.69) @9 034 (0.04)
Individual deductible 88 2 33 027
(1.20) G0 033) (0.03)

(Standand erors)

‘Source: Manning et al. (1984). Copyright © 1984, Massachusetts Medical Society. Al rights reserved.





Favorable Unfavorable

Indicator toHMOs  Mixed  toHMOs  Total
Quality of care 14 18 15 a7
Accessto care 2 a 4 10
Satisfaction 0 3 8 11
Prevention 7 3 0 10
Length of stay 5 5 0 10
Expensive resources 8 7 0 15

Source: Miller and Luft (2002).
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Overview


			Nonprofit firms account for only 5 percent of the GDP, but they make up a significant portion of the health care sector.


			The 60 percent of community hospitals that are nonprofit provide nearly 70 percent of the beds and treat a similar proportion of the nation’s hospital patients.
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AN INTRODUCTION TO NONPROFITS
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What is a Nonprofit Firm?


			In economic language, the important distinction of the nonprofit is the nondistribution constraint. This means that no one has a legal claim on the nonprofit’s residual, the difference between the revenues and its costs, or what an ordinary firm would call its profits.
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Other Distinctions Between For Profits and Nonprofits


			Nonprofits are exempt from corporate income taxes and often from property and sales taxes.


			Donations to nonprofits receive favorable tax treatment.
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WHY NONPROFITS EXIST AND WHY THEY ARE PREVALENT


IN HEALTH CARE
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Nonprofits as Providers of Unmet Demands for Public Goods


			In the case of market failure, the economy often turns to government and when government fails the economy usually urns to the nonprofit sector.
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Market Failure:  Externalities


			An externality is an uncompensated direct effect of the production or consumption of a good on persons other than the producers or consumers.


			Consider the case where one purchases a vaccination for influenza. This good entails a private benefit: The purchaser will less likely suffer from influenza. In addition, there is an external benefit to others because the purchaser will be less likely to infect others.
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Impact of Externalities on Market Outcomes


			Free markets tend to underproduce goods for which there exist significant external benefits. For example, the purchasers of vaccinations will tend to consider primarily  the private benefits and will ignore the external benefits to the community.
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Market Failure:  Public Goods


			A pure public good is one that is both nonexcludable and nonrival.





Nonexcludable means that people cannot be economically excluded from consuming the good even if they refuse to pay for it.


Nonrival means that one person can consume the good without depleting it for others.


			Markets have trouble providing the efficient amount of a public good, if they are able to provide it at all.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









The Public Good–Private Good Aspect of Donations


			Now consider an example of a public good that is conceptually more challenging: charitable donations.


			If you donate toward the health of a poor person, perhaps someone you know or a group of people you have become aware of, you may get a “warm glow” (an increase in utility from the act of giving; Arrow, 1975, Andreoni, 1990).


			However other charitably minded persons will also have this pleasure, whether or not they have donated. They are free riders who receive an external benefit.


			The market provides too little of the charity to be efficient.
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Median Voter Model of Public Goods
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The tendency of the political process is to satisfy the median


voter.
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Relevance to Health Care Markets


			Hospital services, nursing home services, and kidney dialysis services are probably not pure private goods.


			Thus, nonprofit health care enterprises may arise where a sufficient minority of voters are dissatisfied with the quantity or quality of such services provided by the for-profit sector or government.
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Nonprofits as a Response to Contract Failure


			A classic example of the contract failure illustrates the problem. Suppose you wish to contribute food and clothing to suffering people in Ethiopia. You can find a firm to deliver the care. However, it would be prohibitively costly to verify that the firm actually is delivering the desired goods to the designated population. You would hardly fly to Ethiopia just to check on this. Under these circumstances, you may prefer to employ a nonprofit firm.
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Applications of Contract Failure to Nursing Home Care


			Nonprofit nursing homes and for-profit hotels provide very similar services, what is the difference?


			Quality of care is more difficult for residents of nursing homes to assess than it is for hotel customers.


			Nonprofit ownership in nursing homes tends to signal higher quality.
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Do For-Profit Nursing Homes Provide Lower Quality?


			Hirth (1999) demonstrated that an influx of nonprofit homes will drive up the average quality in the market, making the nonprofit a productive agent for change whether or not it exhibits a higher quality itself.


			Much of the available evidence suggests that there is an apparent for-profit advantage in cost without apparently lower quality.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Relevance of Contract Failure to Hospitals and Other Firms


			If contract failure theory applies to nursing home care, it does not appear appropriate for hospitals, a point noted by Hansmann (1980). Hospital patients are under the close supervision of physicians acting as the patients’ agents.
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Financial Matters and the Nonprofit


			No access to equity capital.


			Exempt from corporate, property, and sales taxes, and its bonds are generally tax-exempt as well.


			More likely to attract donations than is the for-profit.
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Nonprofit of For-Profit?


			Past research generally indicated that rapid demand change favored the for-profit as measured by changes in their market share. Hansmann, Kessler, and McClellan (2002) determined that over the past 20 years, the for-profit hospital form has been the most responsive to demand change in an era of declining hospital demand. Chakvarty et al. (2005) support this assessment by finding for-profit hospitals to be quicker to either enter or exit a market as conditions change.
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Summary of the Reasons for the Prevalence of Nonprofits


			In Weisbrod’s view nonprofits arise to provide for unmet demands for public goods, most notably in cases where there are significant external benefits to the provision of a good.


			Hansmann’s view is complementary to this account, emphasizing the special role for nonprofit firms in cases of contract failure (cases where it is difficult to observe the good’s provision or quality).





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









MODELS OF NONPROFIT HOSPITAL BEHAVIOR
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The Quality–Quantity Nonprofit Theory


			When economists study nonprofit hospital responses to policy change, they begin by positing an objective of the hospital decision makers.


			A utility maximizing model most clearly approximating the altruistic firm, was proposed by Joseph Newhouse (1970). For Newhouse, the hospital’s objective was to maximize the utility of the decision makers.
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The Utility Function


			In Newhouse’s model, the hospital’s preferences are defined over quantity and quality of output.


			The utility derived from producing quantity and quality might arise because care to these patients entails an external benefit to the community at large. Technically, in this model, the hospital decision makers have altruistically internalized the community benefit in providing quantity of care.
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The Quantity-Quality Frontier


			Given the quality-quantity frontier available to hospital decision-makers and their preferences represented by the indifference curve Uo, utility is maximized at A, with q*units of quality and Q* units of services.
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The Profit-Deviating Nonprofit Hospital


			Lakdawalla and Philipson (2006) see the nonprofit differently, as a mix of altruism and profit motives. Their model makes clearer the entry and exit responses of nonprofits to changes in market conditions and government regulation.
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Profit-Deviating Model


			The for-profits are the marginal firms and their cost structure determines the market equilibrium price. As the marginal firms they are the ones that determine a new market price. Thus the authors conclude that in markets where the two firm types coexist, the effects of new regulation will be determined by the marginal firms, the for-profits.
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The Hospital as a Physicians’ Cooperative


			A different account of the nonprofit hospital is provided in theories that believe that hospitals maximize the pecuniary gain to the decisive set of decision makers. Mark Pauly and Michael Redisch (1973) describe the nonprofit hospital as a “physicians’ cooperative,” assuming that the hospital is controlled by a physician staff who operate the hospital so as to maximize their net incomes.
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Maximizing Net Revenue Per Physician


			This view of the hospital focuses on the “full price” of the hospital care, meaning the total charges to the patient by both the hospital and the physician.


			The hospital is then run so as to maximize the net revenue (NR) per physician (M), or NR/M.
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Outcome in Physician Cooperative Model


			Optimal staff size, which would also determine the amount of services provided, occurs at M*, where net revenue per physician is maximized.
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A Comparison of the Quantity–Quality and the Physicians’ Cooperative Theories


			The HR curves represent hospital revenue residual contours.


			In the Pauly-Redisch model the hospital ends up at HR=max, while in the Newhouse model, the hospital ends up at point A.
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Effects of Increased Competition


			Competition pushes the maximum hospital residual to HR = 0, in which case the two models produce an identical result.
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The Evidence: Do Nonprofit Hospitals Differ from For-Profit Hospitals?


			Sloan and colleagues (1998), in fact, conclude that there is not a “dime’s worth of difference,” basing this conclusion on studies of quality, cost, and efficiency of hospitals by ownership type.


			Careful observation finds that it is the public hospitals that are first to serve areas of poverty (Ballou, 2008).
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More Evidence: Do Nonprofit Hospitals Differ from For-Profit Hospitals?


			McClellan and Staiger (1999) find higher mortality rates for the elderly in for-profit hospitals overall, but the small difference on average masked substantial variation with a number of markets showing quality superiority in the for-profit hospitals.


			One study finds that competition from nonprofits tends to provide spillover effects so as to improve the quality of the for-profits (Grabowski and Hirth, 2003).
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More Evidence: Do Nonprofit Hospitals Differ from For-Profit Hospitals?


			Norton and Staiger (1994) found that hospitals in the same market area tend to serve the same number of uninsured.


			Ballou and Weisbrod (2003) find substantial differences among religious, secular nonprofit, and government hospitals in patterns of CEO compensation.


			Brickley and van Horn (2002) find for a large sample of nonprofit hospitals that compensation incentives for CEOs are significantly related to financial performance.
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More Evidence: Do Nonprofit Hospitals Differ from For-Profit Hospitals?


			Hansmann et al. (2002) found the for-profit to be quicker in adjusting to market demand changes.


			Chakvarty et al. (2005) find the for-profits to be more “nimble” in adjusting to new economic conditions.
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Realism in Hospital Modelling


			The hospital theory proposed by Jeffrey Harris (1977) represents an entirely different approach. The hospital, under Harris’s account, is the scene of continual conflict within an organization inherently split into two parts—what Harris describes as a noncooperative oligopoly game.


			The Harris model is noteworthy for two additional reasons. Harris is a physician with a Ph.D. in economics and he devised his account after experience as a physician in an urban hospital. As an economist, he is trained in complex economic organizational theories, but he presents his work in realistic words and images describing experience within a hospital.
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The Hospital as Two Firms


			Harris proposes that the hospital’s internal organization is really two separate firms interacting in a complex way.


			The hospital’s structure has two main parts: the trustee-administrator group that serves as the supplier of inputs, and the physician staff that serves as the demanders.


			The hospital, according to Harris, solves the rationing problem with a variety of nonprice-related decision rules. “There are loosely enforced standards, rules of thumb, side bargains, cajoling, negotiations, special contingency plans, and in some cases literally shouting and screaming” (p. 478).
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Implications of Harris’ Model


			Given the role of physicians, we can expect that the hospital’s preferences for new technology will be driven by the preferences of the physician demanders.


			Hospital regulation aimed primarily at the trustee-administrator group may have little effect.


			Reorganization of the hospital along product lines might make it a more effective organization.
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Summary of Models of Hospital Behavior


			Hospitals are depicted in research as being either utility maximizers or profit maximizers.


			Of the utility-maximizing type, the Newhouse model is a prominent example.


			The middle ground is occupied by the Lakdawalla-Philipson theory.


			Of the profit-maximizing models, the Pauly- Redisch physicians’ cooperative version is most prominent.
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What Causes Conversion of Nonprofits into For-Profits?


			Lakdawalla and Philipson (1998, 2006) explain that if nonprofit hospital decision makers value profit goals and output goals, they will convert to for-profit status when opportunities for making and enjoying profits provide greater utility than any other combination of quantity and profits.
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What Causes Conversion of Nonprofits into For-Profits?


			Conversion is frequently motivated in part by financial distress, and the new management often succeeds in relieving the distress by providing new cash and by streamlining operations.
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Does Society Gain from the Conversion of Nonprofits into For-Profits?


			At least two possible efficiency gains have been suggested.





Dynamic efficiency involves better access to capital enabling the rapid development of needed facilities, and efficiency of operation.


Efficiency of operation may occur if new management and control eliminate entrenched practices and streamline operations.
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THE RELATIVE EFFICIENCY OF NONPROFITS VERSUS FOR-PROFITS
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Property Rights Theory and Its Application to Nonprofits


			Property rights theories generally show that when participants in a firm have claims on the firm’s profit, this tends to improve their efficiency at work.
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The Property Rights Model


			Since there is no residual claim to profits in a nonprofit hospital, there will be a tendency to substitute nonpecuniary benefits for profit.


			This moves the hospital to B rather than A.
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Are Nonprofit Health Care Firms Less Efficient?—Hospital and Nursing Home Studies


			Nonfrontier studies matched hospitals pair-wise or compared carefully selected groups of hospitals usually found little, if any, cost efficiency differences between the nonprofits and the for-profits.


			More recently, Kessler and McClellan (2001) found the for-profit hospitals could treat elderly heart attack patients at somewhat less expense (2.4 percent less) without reduction in quality of care.
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Are Nonprofit Health Care Firms Less Efficient?—Hospital and Nursing Home Studies


			Wilson and Jadlow (1982) compared nuclear medicine services in nonprofit and for-profit hospitals and found for-profits more efficient.


			Though an earlier comparison study using DEA (Ozcan et al., 1992) had suggested small differences, more recent work (Burgess and Wilson, 1998) concludes that no significant difference in efficiency can be found between nonprofit and for-profit hospitals.
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CONCLUSIONS
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Key Concepts


			Nonprofit firms exist in health care for two possible reasons:





nonprofit firms might arise to provide public goods that are neglected by the private markets and the government.


nonprofit firms might be formed to reduce or eliminate a contract failure that arises because consumers may not trust the profit-motivated firm to perform faithfully certain functions, often charitable ones.
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Key Concepts


			Three analytical models of nonprofit hospital behavior:





The Newhouse hospital model is motivated by the desire to provide service to the community.


The Lakdawalla-Philipson model exploits a middle ground to explain the entry and exit behaviors of nonprofits.


The Pauly-Redisch hospital model is really under the physicians’ control, who use it to maximize the average physician’s income.
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Key Concepts


			Frech’s theory makes a strong claim for the relative efficiency of for-profit firms because the nondistribution constraint of the nonprofit firms effectively lowers the opportunity cost of nonpecuniary benefits, the “perks” that tempt managers to make inefficient choices.


			The data from recent efficiency studies offer little support regarding hospitals, which have shown little, if any, difference between the ownership types.
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Overview


			In 2005, there were 5,756 hospitals with close to 1 million beds in the United States (Table 14-1). Of the 14.4 million persons employed at all health service sites in 2006, 5.7 million were employed at hospitals.


			At the same time, the aging of the population has created a major challenge for the adequate provision of long-term care.
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BACKGROUND AND OVERVIEW OF HOSPITALS
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Hospital Data
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Types of Hospitals


			Four types:





Length of stay (short-term or long-term)


Type (community, teaching, mental, etc.)


Ownership (private for-profit or public nonprofit)


Size (number of beds)
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History 


			Hospitals date back to ancient Egypt and Greece.


			Since then, places of healing in many countries were organized by religious establishments.


			Early hospitals in the United States were associated with the poor or with mental and infectious diseases, and medicine was practiced mainly at the home.


			The modern U.S. hospital emerged at the turn of the twentieth century.


			Urbanization and the rise of an urban middle class helped to accelerate the development of the modern hospital.
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Organization


			The typical nonprofit community hospital is governed by a board of trustees that selects the president and approves most major decisions.


			The hospital’s decision-making power rests with the medical staff rather than the administrators or the board.


			To deal with the conflicts and cost pressures created by the traditional system, more hospitals now rely on permanent physician-employees who are paid salaries or combinations of salaries and bonuses, the latter driven by various incentives.
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Recent Changes


			Due to declining inpatient utilization, many smaller hospitals have closed while others have merged or reorganized.


			Hospitals face considerable pressure to join networks of providers in order to participate in managed care plans and to become diversified health care centers with expanded primary care facilities.


			Many hospitals have concentrated resources on freestanding outpatient surgery units and other outpatient programs such as cardiac rehabilitation.
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Regulation and Accreditation


			Professional standards review organizations (PSROs) were established by the federal government in 1971 to monitor quality while limiting utilization.


			In 1984, PSROs were replaced by Peer Review Organizations (PROs).


			In 2002 PROs were replaced by quality improvement organizations (QIOs), intended to monitor and improve care.
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Regulation and Accreditation


			Medicare’s prospective payments system (PPS) and various forms of state rate regulation set limits on hospital reimbursement.


			Certificate-of-Need (CON) laws limit capital spending, and hospitals are subject to antitrust laws intended to promote competition.
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Regulation and Accreditation


			Most hospitals and many other health care facilities seek accreditation from the Joint Commission on the Accreditation of Healthcare Organizations (JCAHO). To maintain accreditation, the hospital must undergo an on-site review every three years.


			Many third-party payers reimburse only for care provided in accredited hospitals.
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HOSPITAL UTILIZATION AND COSTS
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Hospital and Nursing Home Costs
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Hospital and Nursing Home Costs - continued
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Competition and Costs


			Some analysts suggest that the hospital market is an exception to the standard paradigm. They argue that hospital competition has encouraged an unproductive and costly medical arms race (MAR) with unnecessary duplication of expensive capital equipment as well as unnecessary expenditures on advertising in order to attract patients. Competition also may create pressure to fill beds through questionable admissions.
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Current Situation


			This situation has greatly changed over the past two decades. Hospitals as well as insurance companies must compete for their managed care business through price and quality. Hospitals also are now reimbursed by many major third-party payers on a prospective basis at rates that are independent of their actual costs.
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Empirical Evidence


			Kessler and McClellan (2000) examined the effects of hospital competition on the costs and outcomes for Medicare beneficiaries who incurred heart attacks and found that, prior to 1991, competition improved outcomes in some cases, but also raised costs. After 1990, there were substantial decreases in costs and substantial improvements in outcomes.
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More Empirical Evidence


			Zwanziger and Mooney (2005) studied HMOs in New York State which until 1996 regulated the rates (determined largely by historical costs) private insurers were required to pay for inpatient care. After the 1996 reforms, HMOs were able to negotiate lower prices with hospitals that were located in more competitive markets.
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More Empirical Results


			Dranove and colleagues (2002) found that for the average market, the consolidation between 1981 and 1994 attributable to managed care represented the equivalent of a decrease to 6.5 equal-sized hospitals from 10.4 such hospitals.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Hospital Cost Shifting


			For various legal and ethical reasons, hospitals provide substantial amounts of uncompensated care.


			Are the costs of uncompensated care and “discounts” to some third-party payers passed on by hospitals to other patients as is often claimed?
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A Model For Considering Cost Shifting
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Empirical Evidence on Cost Shifting


			A review of the evidence on cost shifting by Morrisey (1995) indicates that cost shifting through higher prices has taken place but that it is far from complete. One study included in his review shows that California hospitals reduced the amount of uncompensated care by 53 cents for every $1 decrease in their discounts to third parties. This would have been unnecessary if the hospitals could have shifted the costs to others.
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CLOSURES, MERGERS, AND RESTRUCTURING
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Empirical Evidence


			Cleverly (1993) examined 160 community hospitals that closed between 1989 and 1991.  The analysis shows that high prices and lack of investment in technology drive patients away. With lower utilization, costs per patient increase and cash flows become negative. The deteriorating liquidity ultimately leads to closure.
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Empirical Evidence


			Succi and colleagues (1997) found that rural hospitals gain an advantage and reduce the threat of competition by differentiating their services. Those that offer more basic services and high-tech services compared to the market average are less likely to close.
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Empirical Evidence


			Jantzen and Loubeau (2000) found that price and hospital participation in networks are very important to managed care organizations in awarding contracts. Second, hospitals and hospital systems, through their size and partnerships, seek to counter the pricing pressure and other demands that have been placed on them by managed care organizations.
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Has Restructuring Lowered or Raised Costs?


			There is some evidence supporting the first effect (Sprang et al., 2001).


			However, there is also evidence indicating that merged hospitals charge higher fees than otherwise, especially when the merging hospitals gain substantial market shares (Krishnan, 2001).
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Has Restructuring Lowered or Raised Costs?


			Harrison’s (2007) more recent examination of closures and mergers using comprehensive national data covering the period 1981–1998 found that increased market power, rather than improved efficiency, is the principal driving force for consolidations.


			Melnick and Keeler (2007) found that hospitals that were members of multihospital systems increased their prices between 1999 and 2003 at much higher rates than nonmembers.
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QUALITY OF CARE
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What is Meant by Quality?


			Hospital quality is often understood in two ways.





The availability of high tech units and services is one way to think about quality.


Quality can also be understood in terms of hospital mortality and error rates, readmission rates, and the rates at which a hospital meets established treatment processes and protocols.
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Empirical Evidence on Quality


			Williams et al., 2005 analysis of quarterly data for heart attacks, congestive heart failure, and pneumonia indicated substantial gains in 15 of the 18 measures over the two-year study period. The gains were greatest for hospitals that had been the worst performers at the start of the evaluation period.


			Jha et al., 2005 examined 10 quality indicators and found mean performance scores (representing proportions of patients who satisfied the criteria) were 89 percent for heart attacks, 81 percent for congestive heart failure, and 71 percent for pneumonia.
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NURSING HOMES
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Background and Costs


			The first “nursing homes” in the United States were the county poorhouses of the eighteenth and nineteenth centuries.


			The burgeoning nursing home population and the growth of costs are connected closely to Medicare and Medicaid.
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Quality of Care


			One would expect a positive association between size and quality as a result of economies of scale and scope.


			Davis’s (1991) review of a large number of studies, including those that used process and structure measures of quality, suggests that no clear relationship exists.
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Relationship Between Type of Ownership and Quality


			Because analysts have not been able to detect an unambiguous positive relationship between quality and costs, it follows that they would have great difficulty in detecting any relationship between type of ownership and process or outcome measures of quality. Davis’s review confirms this conclusion.
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Do Nursing Homes with Predominantly Medicaid Patients Provide Lower Quality Care?


			Expenditures per resident are lower in homes with higher proportions of Medicaid patients so that structure measures unequivocally support a negative relationship between quality and the proportion of Medicaid residents in a nursing home.


			Troyer (2004) found that Medicaid resident mortality rates were 4.2 percent and 7.8 percent higher than those for private-pay residents after one and two years, respectively.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Excess Demand


			Using national data for 1969 and 1973, Scanlon’s empirical tests indicate considerable excess demand for Medicaid patients.
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Financing Long-Term Care


			The continuous growth of the population that will need long-term care (LTC); the requirement that patients must meet income, asset, and, since 2005, home equity tests to qualify for nursing home benefits under Medicaid; and the budgetary problems created by the growth of Medicaid spending have led to many proposals to reform Medicaid.


			The need to deplete one’s assets is especially irksome to the middle class.


			Proposals range from allowing individuals to have higher incomes and retain a higher proportion of their wealth to qualify for public assistance, to those that would cover everyone who meets certain medical requirements.
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HOSPICE, HOME HEALTH, AND INFORMAL CARE
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Overview


			The budgetary pressure of caring for the growing elderly population in hospitals and nursing homes has promoted interest in other less costly arrangements. Hospice and home health programs are perceived to be cost effective and are heavily funded at the federal level.
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Hospice Care


			Hospice care is intended for the terminally ill.


			Most hospice patients receive care in their own homes, but the use of special facilities is becoming more prevalent.


			In hospice, an interdisciplinary team of health professionals provides individualized care that emphasizes patients’ physical and emotional comfort (i.e., palliative as opposed to curative care), as well as support for family members.
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Home Health Care


			Home health care, the larger and more important program, provides care to patients with acute and long-term needs, including those with disabilities, those recuperating from a hospital stay, and even the terminally ill.


			The rationale for public funding for home health care rests on the premise that it is much less expensive than either hospital or nursing home care.
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CONCLUSIONS
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Key Concepts


			Common perceptions of a wasteful MAR and complete cost shifting do not accurately represent how hospital markets function.


			There are significant deficiencies in the quality of hospital care, and improving quality is one of this nation’s most important goals.
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Key Concepts


			In the long-term care sector, we focused on nursing homes, emphasizing three issues: quality, especially for Medicaid patients; shortages; and financing nursing home care.


			Home health care is a less costly alternative to nursing home care and represents one of the fastest-growing components of health care spending.
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1980 1990 2000 2005

AWl hospitals 6,065 (1,365 6,649 (1213) 5810084 5756 047)
Federal hospitals 350(117) 337(08) 245(53) 226 (46)
Nonfederal hospitals 6,606 (1,248) 6312(1,113) 5565(031) 5530 001)
Communiy 5,830 (088) 5384 27) 4915824 4936 802)
Nonprofit 3,322 (692) 3,191 (657) 3003(583)  2,958(561)
For-profit 730 @7) 749(102) 749(10) 868(114)
State-local government 1,778 (209) 1,578 (169) 11630131 1110(128)
Psychiatric and other long-term 702(256) 892 (183) 631(105) 574(97)
Community hospitals
6-100 beds 4,120 341) 3,730 314) 3480000 352073)
200-499 beds 1,393 @30) 1,369 @17) 1179358 1170355
500 o more beds 31718 285 (196) 247 (176) 2440174)
Occupancy rate 75 67 64 67
Adrmissions (per 1,000 pop) 159 125 17 19
Average length of stay (days) 76 72 58 56
Outpatient visits (per 1,000 pop) 890 1,207 1,852 1976

“Numbers i paretheses e beds in hosands
Percent o beds ccupied.

Sources: U, Department of Commerce, Starstcal Abstract of the United Siates (2008 and ealir ssues); nd U.S. Department of Health and
‘Human Services, Health, United States (2007 and earler isues).





1960 1970 1980 1990 2000 2005
National health care spending (§ billions)* 27 73 26 6% 1353 1988
Hospital care (3 billions) 92 8 102 254 a7 612
Percent of total health spending 31 384 392 %5 038 308
Percent of hospital care paid by
Out of pocket 208 91 52 44 33 33
Private health insurance and other private 370 360 205 24 938 400
Government 22 550 543 532 6.9 563
Medicare - 194 260 267 293 205
Medicaid — 96 104 109 173 173
Other government® 22 260 179 156 103 100





Average hospital cost ($)

Per day -
Per stay -
Nursing home care (§ billions) 08

Percent of total health spending 32

Percent of nursing home paid by

Out of pocket 779

Private health insurance and other private 63

Government 157
Medicare -
Medicaid —
Other government 157

536
5.1
M2
34
23
155

25
1,851
18
71

400
57
542
17
502
23

687
2,947
53
76

75
133
492
32
439
21

1,149
6,649
95

7.0

0.1
131
56.9
106
441

22

1522
8793
122
6.1

265
12
623
157
439

27

Al monetary values are i nominal dolas.
Mncludes the Department of Veterans Affairs and state and lcal spending

‘Sources: US. Degartment of Health and Human Services, Health, United Siaes (2007 and earlies issucs): and U.S. Department of Commerce,

Staistical Abstract of the United States (2008 and earlier issues).
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A BENCHMARK MODEL OF THE PHYSICIAN’S PRACTICE
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Utility Mximizing Physicians


			McGuire and Pauly (1991) describe  physicians as utility maximizers which means that physicians value items besides profit.


			In this benchmark model, the physician gets utility from (1) net income and (2) leisure, and disutility from (3) inducement, the physician’s own efforts to induce patients to buy more care than appears medically necessary.
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Utility Maximizing Model


			Let the physician’s utility function be:





			U = U (p, L, I )


			where p is the net income from the practice; L is the physician’s leisure time, and I is the degree of inducement. The physician can choose any amount of labor and inducement effort consistent with the profit level that is implied by these choices.
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Some Results from this Model 


			A rise or fall in income, for any reason, will cause the physician to reevaluate the choice about how much to work.


			Physicians can induce demand for their services but they dislike doing so.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Do Physicians Respond to Financial Incentives?


			Nassiri and Rochaix, 2006 found that when physicians are paid per service provided, they provide more services than when they are given a fixed total payment, known as capitation.


			Studies also suggest that physicians respond to income pressures on their practice by striving to increase their incomes (Iversen, 2004; Gruber and Owings, 1996; Quast, Sappington, and Shenkman, 2008; Rizzo and Zeckhauser, 2003, 2007).
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PHYSICIAN AGENCY AND SUPPLIER-INDUCED DEMAND
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Overview


			On becoming ill, consumers hire health care professionals to serve as agents. In medicine, we identify the physician as the agent, and the patient as the principal. 


			The policy concern is that out of self-interest physicians may violate their roles as agents.
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Modeling Supplier-Induced Demand


			Health economists have modeled supplier-induced demand for at least two reasons.





First, one wishes to understand the motivations of physicians, how their incentives affect their practice.


Second, models are needed to understand the data we observe.
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The Supply and Demand Model


			We do not need supplier-induced demand to predict increases in quantity of services arising from increase in supply, the simple supply and demand model predicts this result.
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The Target Income Hypothesis


			This argues that physicians have desired incomes that they strive to achieve or to restore whenever actual income falls below the targets. This target income model is a special case of the benchmark model, though a relatively extreme one.


			This extreme focus on an income target, as well as the disinterest in further income in excess of the target, constitute features that have caused many health economists to question the target income idea.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









The Benchmark Model as a Synthesis


			The McGuire-Pauly synthesis tells us that the size of the income effect is critical to understanding and identifying SID behavior. A lower profit rate, m, has two offsetting effects on inducement:





Substitution effect: If inducement is less profitable (smaller m), providers would do less inducement, that is, substitute away from it.


Income effect: Decreased income would make inducement more desirable.
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The Parallel Between Inducement and Marketing


			Stano (1987) argued that an influx of new competition (which reduces the physician’s profit rate) may lead physicians to induce more, or less, depending on the cost structure of the firm’s production and its advertising. Stano felt that if the physician’s SID is analogous to advertising/ inducement, then inducement would usually decline in an increasingly competitive market.
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What Do the Data Say About Supplier-Induced Demand?


			Two criticisms were raised about much of the earlier SID work.





First, many of those studies could not distinguish between the SID model and the conventional supply and demand model.


Second, many estimates of the SID effect proved to be statistically flawed, meaning that the econometric coefficient that was thought to be evidence of SID could not be disentangled from other coefficients.
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Physician Fees, Fee Tests, and Fee Controls


			McGuire (2000) showed that the implications of availability on fees in when physicians operate in monopolistically competitive markets are not so clear.


			Feldman and Sloan, 1988 show that if physicians can adjust their quality in response to increased competition, then higher fees could result even when there is no inducement.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Physician Fees, Fee Tests, and Fee Controls


			Rizzo and Blumenthal (1996) use surveys of physicians to compare their desired incomes to their actual current incomes. Physicians with greater “gaps” were found to demand greater price increases.


			Rizzo and Zeckhauser (2003) find the physicians whose current incomes fall below their reference incomes are observed to show greater income growth than the average of other physicians in subsequent periods.
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DIFFUSION OF INFORMATION AND SMALL AREA VARIATIONS
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Overview


			Are the substantial variations in medical and surgical use rates per capita across small geographic areas caused by information problems?





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Variations by Medical Procedure Category
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Contributions to These Variations


			Much of the SAV work focuses on the contribution of socioeconomic characteristics of the population and the role of the availability of supplies of hospital and physician services (see Alexander et al., 1999). The studies together reached two conclusions:





Supply variables are important and demand characteristics play a somewhat lesser role though both are statistically and materially significant.


Such variables do not seem to suffice, as much variation is left unexplained (Folland and Stano, 1990).
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The Physician Practice Style Hypothesis


			Wennberg (1984) argued that much of the observed variation is closely related to the degree of physician uncertainty with respect to diagnosis and treatment.


			Practice style probably varies among physicians due to an incomplete diffusion of information on medical technologies.
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Formulation of Practice Style


			We assume throughout that physicians have a practice style and that it is created and altered by the irregular diffusion of information.


			Epstein and Nicholson (2005) find that a physician’s residency has relatively little influence on his practice style. Stronger influences are his peers with the hospital where he practices as well as his peers in the other hospitals in his region.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Education, Feedback, and Surveillance


			Studies show that information programs directed at physicians can alter their behaviors and thus presumably their practice styles. One study found that an informational program significantly affected the tonsillectomy rates in 13 New England areas.
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Comparing Utilization Rates in Homogeneous Areas


			Wennberg and Fowler (1977) found that morbidity and many socioeconomic variables were not sufficient in explaining the variations in a region and concluded that variations in use rates probably are due largely to practice style differences across the small areas.
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Multiple Regression Approaches


			Phelps and Parente (1990) found that standard demand and supply variables typically account for between 40 and 75 percent of the variation in their study of 134 separate diagnostic categories.


			Escarce (1993) found that 43 percent of the variation in cataract surgery rates for the Medicare population is explained by socioeconomic variables.
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SAV and the Social Cost of Inappropriate Utilization


			The most important issue in the SAV literature is the proposition that substantial variation in utilization rates is an indication of inappropriate care.


			Phelps and Parente find that the welfare loss due to variations from “true” practice in the nation total $33 billion.
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OTHER PHYSICIAN ISSUES AND POLICY PUZZLES
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Physician Pricing and Price Discrimination


			In principle physicians can increase their revenue by price discriminating, since physicians have some degree of monopoly power and their services cannot be resold.


			By segmenting their market and charging different prices to different patients for the same services, physicians can increase revenue. 
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Paying for Outcomes


			When a customer gets a car repaired, the mechanic usually guarantees the work, and if the outcome is not satisfactory the customer can go back and have the mechanic make things right. Why can’t we do the same with physicians?


			Dranove and White (1987) have argued that the common physician form of contract stems from both the difficulty of evaluating the health status of the returning patient as well as the fact that unobservable patient behavior is very important to the outcome.
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CONCLUSIONS
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Key Concepts


			Our benchmark model depicts the physician as someone who values positively net income, and leisure, and dislikes inducing patient demand.


			The model shows that for the supplier induced demand (SID) hypothesis to be supported, the physician’s income effect must be positive and substantial.
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Key Concepts


			Small area variations can be understood as a result of uneven diffusion of medical information to these same physicians.


			Price discrimination enables a physician with some monopoly power to increase his or her profits.
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Surgical Procedure No. of Cases on _Extremal Ratio
Colectormy 3,190 116 147
Open heart surgery 1439 232 229
Appendectomy 5,381 305 286
Thyroidectomy 949 302 335
Total hip replacement 1717 353 299
Diaphragmatic herria 2178 369 345
Coronary bypass surgery 3744 383 362
Mastoidectomy 560 61 403
Spinal fusion wiwo disc excision 1234 520 520
Total knee replacement 998 525 7.42

Source: Based on Wennberg (1990)
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THE DEMAND FOR AND SUPPLY OF HEALTH CARE LABOR
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Production Functions and Isoquants


			Isoquants illustrate the various combinations of inputs (capital and labor) that can be used to produce a given level of output.
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Production Functions and Isoquants
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Demand for Labor


			The demand for any type of health care labor depends in part on these substitution possibilities.


			The demand for labor also depends on the price of the healthcare output.
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Marginal Productivity of Labor


			Marginal revenue product is the additional revenue that results from employing one additional worker.


			An employer will hire workers up to the point where MRP = w.
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Factor Substitution and Labor Demand


			If the firm finds it can substitute more easily between inputs, it will tend to become more resistant to input price changes, replacing increasingly expensive inputs with cheaper substitutes.


			The market demand for various occupations is determined by horizontally summing the demands of the individual firms.
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The Supply of Labor


			The supply of labor tends to slope upward, implying that the higher the wage rate in a given market, the more workers or labor time will be forthcoming.





First, those workers currently employed may choose to work more hours if higher wages are offered.


Second, similar workers may be attracted into the market from elsewhere.
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Market Equilibrium


			With supply curve S and demand curve D1, the market equilibrium is achieved at E with wage W1 and number of workers L1.
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Increase in Demand for Labor


			Demand curve shifts to D2 and the equilibrium wage rises to W2 and employment to L2.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









FACTOR PRODUCTIVITY AND SUBSTITUTION AMONG FACTORS
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Overview


			The productivity of a factor of production can be measured as the average product of the factor—that is, the ratio of total output (Q) to the amount of a particular labor input (L):





		Average product of labor = Q/L
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Measurement of Physician Productivity


			Reinhardt (1972) undertook a classic study of physician productivity and found that the marginal product tended to increase up until the point where the physician is working a total of about 25 hours per week; the marginal product eventually declines to zero at about 110 hours per week.
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The Efficient Utilization of Physician Assistants: Substitution Among Inputs
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Results


			Brown concluded that physicians were underutilizing nursing inputs.


			In addition, Brown found that physicians in group practices were on average 22 percent more productive than those in solo practices.


			Escarce and Pauly (1998) found that each hour of time for an office-based internist substitutes for $60 in nonphysician costs or vice versa.
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HEALTH MANPOWER AVAILABILITY AND THE MEANING OF SHORTAGES
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Physicians by Type of Practice: 1975-2005
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Availability of Physicians


			Of the 762,000 active medical doctors in the United States in 2005, 718,000 provided direct patient care.


			Physicians form a large number of specialties rather than a homogeneous group.


			Planners and policy makers often worry about having adequate quantities of health manpower and avoiding serious shortages, especially of physicians.
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Economic Definitions of Shortages of Health Professionals


			At wage rate W1 there is an excess demand for labor, this constitutes a shortage.


			For a shortage to persist there must be some impediment to wages rising to eliminate the shortage.
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Relatively Rapid Increases in Wages:  Dynamic Shortages


			Shortages may occur when demand and supply conditions change over time.


			If market conditions change and the equilibrium wage of physicians rises relative to other professionals, we can say a dynamic shortage exists.
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Relative Rates of Return


			Hansen (1964) proposes that the relevant measure of monetary gains to a given health professional group must take into account the various opportunity costs incurred by professionals in obtaining their training. The internal rate of return is a measure that attempts to accomplish this conceptual task.
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Rate of Return and Shortage


			The internal rate of return is the discount rate that equates the present value of the stream of costs to the stream of revenues from education. The higher the rate of return, the greater the financial rewards are to investment in the human capital attained through education. To determine whether a given health professional group is in relatively short supply, we can compare the rate of return to that of other professionals and examine these comparative data over time.
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The Role of Monopsony Power: Shortages of Registered Nurses


			Practitioners who describe health manpower availability often rely on reported percentages of unfilled, budgeted positions.


			A monopsony is a market that in theory has only one buyer; for example, a monopsony would be one hospital that hires virtually all registered nurses in the market.
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Monopsony Power


			A hospital with monopsony power will hire N* nurses and pay wages W*.  At wage W* there appears to be and excess demand for nurses of N’N*.
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MEDICAL EDUCATION ISSUES AND THE QUESTION OF CONTROL
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Overview


			Does the medical profession itself exercise control over access to medical education in order to improve its own profitability?
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Sources of Medical School Revenues


			Medical school education is subsidized heavily by the government.


			Tuition represents a relatively small source (about 4 percent) of medical school revenues so the student pays only a small portion of the true cost of the investment in education.
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Capital Market Imperfections Justify Subsidies


			At least part of the subsidy can be understood as a policy that attempts to overcome imperfections in capital markets where potential medical students would have to go to get the loans needed to pay for their education.


			The economic imperfections stem from the students’ difficulties in getting these markets to lend up to the full value of the investment because lenders cannot fully securitize the loan.
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Empirical Evidence


			Leffler and Lindsay (1981) conclude that with such capital market imperfections, reliance on private markets leads to an underinvestment in medical education. Thus, government support can be justified on economic grounds.
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Teaching Hospitals, Medical Schools, and Joint Production


			Medical education is a good example of joint production. That is, medical schools produce at least three products jointly:





Medical education


Patient care


Research
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Hypothetical Example of Joint Production at a Medical School
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Empirical Evidence


			An examination of the cost differences between teaching and nonteaching hospitals shows that nonphysician costs per day are 21 percent higher in teaching hospitals. However, sorting out the causes for cost differences and making appropriate statistical adjustments refine these data. After this is done, nonphysician costs, though still higher in teaching hospitals, show a difference that is typically less than 10 percent (Sloan, Feldman, and Steinwald, 1983).
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Foreign Medical School Graduates


			Physician supply in the United States depends to a significant degree on foreign medical school graduates (FMGs), and reliance on them continues to grow.


			A frequent concern about FMGs is quality of care but studies of the quality of care provided by FMGs, however, find little difference between the two groups.
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The Control of Medical Education


			In 1974, Victor Fuchs wrote that “most economists believe that part [of physicians’ high incomes] represents a ‘monopoly’ return to physicians resulting from restrictions on entry to the profession and other barriers to competition” (p. 58). Fuchs refers to the claim that physicians restrict entry to their profession in order to drive up prices for their services and make larger incomes for themselves.
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Control over Entry


			The argument is that control over entry in the profession is exercised by the American Medical Association (AMA).


			The AMA has also been able to exercise control over substitute providers (e.g., optometrists, podiatrists, chiropractors) by influencing licensure to limit their scope of practice and later to limit third-party reimbursement for their services.
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Another View: The Donor Preference Hypothesis


			Hall and Lindsay (1980) argue that medical schools do not take larger proportions of applicants and medical school enrollments respond only partially to applicant demand because the administrators of medical schools are responding rationally to their economic incentives.
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Empirical Evidence


			In summary, we may say that organized medicine historically exerted considerable influence over the supply of trained physicians.


			However, data in recent decades indicate that medical school enrollments are responsive to market forces.
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LICENSURE AND MONOPOLY RENTS
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Overview


			The primary controversies with respect to licensure relate to its role in limiting competition and the role of professional societies on state licensure boards.


			The conventional view held by many economists is that organized medicine has used control of licensure for self-interest by limiting entry.
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Overview


			Some, however, have advanced a public interest argument for licensure—that is, as a result of information imperfections, the public demands quality controls.


			The early work of Friedman and Kuznets (1945) and Kessel (1958) suggest that licensure and professional control over medical education ensure that physicians earn economic rents, which are payments to factors over and above those necessary to induce them to provide their services.
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Overview


			A subsequent study undertaken by Burstein and Cromwell (1985) compared the internal rates of return of physicians to dentists and lawyers concluded that “the conventional picture of medicine as a financially attractive profession is strongly confirmed” (p. 76).
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Public Interest or Self-Interest


			The public interest motive is based on theories of market failure, such as information failure. According to the public interest view, the demand for regulatory measures, such as licensure, is due to the limited information patients have about quality and the relatively high costs of obtaining information.
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Public Interest or Self-Interest


			The self-interest motives for licensure and other forms of regulation to reduce competition have long been accepted in economics but only relatively recently have been formalized.


			In this theory, regulation is a return to special interests that provide financial and political support in return for favored legislation.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall








Evidence of Public vs. Self Interest


			Paul (1984) tested the public interest versus self-interest theories and found a strong negative association between the year of initial licensure and the number of AMA-associated physicians in a state per capita.


			Graddy (1991) also tested the competing hypotheses and found that no single dominant motive can be found for regulation.
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Licensure and Quality


			Gaumer’s (1984) review of the empirical evidence questions whether the goals of protecting the public and ensuring minimal standards of competency are being achieved.


			With respect to the quality of physician care, he cites studies indicating that 5 percent of physicians are “unfit to practice,” 8 to 22 percent of obstetrics patients and 61 to 65 percent of well-care patients received deficient care, and that 7.5 percent of all cases in two hospitals indicated physician-inflicted injury (p. 395).
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OTHER PHYSICIAN LABOR ISSUES
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Specialization


			Studies of physician specialty selection are especially important because of widespread beliefs that quality health care requires access to an appropriate mix of specialists.
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Specialization


			Bhattacharya (2005) describes four possible explanations for the wide income disparities across specializations:





differences in hours worked


differences in length of residency and other required training


difference in the attributes and skills needed to perform in a specialty


barriers to entry into some specialties
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Physician Income by Gender


			Women now account for about one-half of new medical school graduates.


			Female physicians earn considerably less than male physicians. A survey conducted by Medical Economics indicated that male compensation in primary care was 23 percent higher than female compensation in 2003; it was 54 percent higher among all respondents. 
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CONCLUSIONS
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Key Concepts


			Basic economic tools can provide important insights into a variety of health care labor issues, including the demand and supply of labor, optimal input decisions and factor substitution and labor shortages.


			Various characteristics of physician training and licensure may be designed to increase barriers to entry into the profession, so as to produce higher-than-normal rates of return.
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Key Concepts


			Rapid restructuring of the U.S. health care system, especially through managed care and post-managed care initiatives, is creating profound changes.
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All Physicians

Input P MW P MW mP P
Physician 2967 0114 2686 0.102 2793 0110
Secretary 0192 0.043 0253 0.058 0105 0023
Registered nurse 0585 0.104 0628 0.109 0625 0.114
Practical nurse 0542 0129 0533 0132 0485 0.109
Technician 0320 0.067 0321 0.059 0278 0.057
Physician assistant  0.231 0.040 ~0.014 -0003 1082 0192

Note: 3P = Marginal product

AP/ = Marginal product per dollar wages spent on input

Source: Reprited from the Journal of Human Resources. Douglas M. Brown, “Do Physicians Undenuilize Aides?™
Originally published in the Journal f Human Resources 23 (1985): 342-55. © 1098 by the Board of Regents of the
University of Wisconsin System. Reproduced by the permission of the University of Wisconsin Press.





Number in Thousands
1975 1985 1995 2005

All Physicians 304 553 720 202
Professionally Active 340 497 625 762
Nonfederal 312 476 604 NA
Patient Care 288 432 564 718
Office-Based 213 20 427 563
Hospital-Based 75 102 137 155

Other Active 2 a 40 a4
Federal 2 2 20 NA
Inactive/Not classifiec/Unknown Address 53 56 3 140

NA=Not wailsble
Source: Based on Health United States, 2007 (Table 107).
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Total cost of school 60

Cost if school produced only patient care 30
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costof patient care i tota cost (60 less the cost of producing only education (50). Jointcasts are total
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Source: Based on Newhouse (1078).
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Overview


			Prescription drugs and the pharmaceutical industry occupy increasingly important places in the health economy.


			Drug therapies traditionally have supplemented nutrition, sanitation, and medical care as methods for preserving health.


			Despite these successes, the U.S. pharmaceutical industry has been under intense media and legislative scrutiny. Pharmaceutical firms are among the largest and most profitable businesses in the United States.
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Overview


			After describing the structure and regulation of the pharmaceutical industry, we focus on the following areas:





The role of pharmaceutical products in the production of health, patient choices of drugs under various insurance schemes, and the effects of technological change on the use of drugs


Drug pricing issues, including price discrimination by sellers and price regulation by the government


Pharmaceutical research, the determinants of innovation, and the effects of price regulation on innovation


Cost containment through use of generic products and other measures
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STRUCTURE AND REGULATION
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Overview


			In 2006, spending on prescription drugs amounted to $217 billion or 10.3 percent of national health expenditures, up from 8.9 percent in 2000 and just 4.7 percent in 1980 (Catlin et al., 2008).


			With its long history of relatively high profits and rich set of features—patent protection, high research and development spending, intense product promotion, and heavy regulation—the pharmaceutical industry always has drawn the attention of economists in the field of industrial organization.
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Concentration in Selected Industries
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Competition


			Based on concentration ratios the pharmaceutical industry appears to be much more competitive than many others.
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Barriers to Entry


			A barrier to entry is any factor that impedes the entry of new firms into an industry or product market. Patent protection granted by government represents a classic example. 


			To gain further protection, pharmaceutical firms adopt a common business strategy of surrounding a product with patents on many variations of that product.
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Barriers to Entry


			Advertising and promotion also can create economic barriers when they successfully increase brand loyalty.


			As a last example of protection from competition, the regulation of drugs itself can create entry barriers.
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Regulation


			The pharmaceutical industry is one of the most heavily regulated of all industries.


			FDA review has become a lengthy, complex process. The FDA review usually takes more than a year. Total development time for a new product stands at about 14 years, nearly double the eight-year period in the 1960s (DiMasi, 2001).
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THE PRODUCTION OF HEALTH AND SUBSTITUTABILITY
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Overview


			Consider the role of prescription drugs in producing health and their relationship to other medical inputs using the concept of a health production function.


			Consider the following production function:





				HS = f(D,M)


	where HS is a patient’s health status, D is prescription drugs and M other health inputs.
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Overview


			There are three different effects of drug products and their relationship to other medical inputs:





Drugs may have to be used in fixed proportions relative to other inputs.


Drugs and other inputs may be perfect substitutes for one another.


Drugs and other inputs may be able to be substituted for one another but subject to diminishing marginal rate of technical substitution.
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Least-Cost Production


			Patients and providers will choose the combination of inputs that produces the level of health desired at least cost.


			As prescription costs rise, rational consumers will substitute the now relatively cheaper other medical inputs into the production of health.
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Insurance and Substitutability


			If insurance policies more generously cover prescription drugs than they do medical inputs, rational consumers will substitute prescription drugs for medical inputs in the production process.
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DRUG PRICING AND PROFITS
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Overview


			Many studies have found that pharmaceutical profits, as reported in financial statements, are consistently among the highest of all industries.
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Overview
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Monopoly Pricing


			The profit-maximizing output occurs where MC equals MR.  The monopolist then charges the highest price the market will bear, which is given by the demand curve.  If price exceeds average cost a profit will be earned.


			Lu and Comanor (1998) examined pricing decisions on new products, and their findings support profit-maximization.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Price Discrimination


			With monopoly power, pharmaceutical companies may be able to engage in third degree price discrimination.  That is, segmenting the market according to differing elasticity of demand and charging higher prices to those segments with the more inelastic demand.
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Monopsony Pricing and Price Controls


			Price discrimination is not the only possible explanation for price differentials. Prices in some foreign countries can be lower because their governments regulate prices or their national health plan serves as a monopsony buyer.
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Competition and Generic Entry


			Once a patent expires, other firms can enter the market.


			Wiggins and Maness (2004) estimated an 83 percent drop in prices of anti-infectives (e.g., penicillins, tetracyclines) as the number of sellers increases from 1 to between 6 and 15, with further drops in price as more firms enter the market.
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R&D AND INNOVATION
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Overview


			Domestic R&D expenditures for members of the Pharmaceutical Research & Manufacturers of America (research-based pharmaceutical firms) rose from just over $1.5 billion in 1980 to $35.4 billion in 2007 (PhRMA, 2008).


			Patents provide protection for pharmaceutical companies so they are able to recover these R&D expenditures.
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Overview


			Mansfield (1986) found that 60 percent of pharmaceutical drugs between 1981 and 1983 would not have been developed without patent protection.


			Although the effects of the patent system are small in most industries, it is critical to pharmaceutical innovation.
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Investment Decisions


			Net present value is:











where Rt and Ct represent the revenue and costs in time t, r is the cost of capital and T is the life of the project  
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Investment Decisions


			Pharmaceutical R&D projects can be broken into 3 parts:





the research, testing, and review period, during which there is no revenue and large costs


the effective period of patent protection after product launch during which revenue will be at its highest and cost will be moderate


The post-patent period when revenue will diminish and costs will increase
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R&D Spending


			DiMasi and colleagues (1991) estimated total costs, computed as capitalized expected costs and discounted at 9 percent, at $231 million in 1987 dollars per new chemical entity that was marketed.


			In a controversial update covering the late 1990s, DiMasi, Hansen, and Grabowski (2003) estimated average out-of-pocket R&D costs for new chemical entities at $403 million, in year 2000 dollars. This figure reaches $802 million when capitalized at 11 percent.
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R&D Spending


			Grabowski and Vernon found that a product has an effective patent life of about 9 to 13 years and a market life of about 20 years. Cash flows do not become positive until the third year after launch, and sales peak in the tenth or eleventh year.
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Firm Size and Innovation


			Henderson and Cockburn (1996) ask the question: “Are the research efforts of larger firms more productive than those of smaller rivals, and if so, why?” They search for evidence of the effects of size on “important” patents granted and find that the returns to size are significant.
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Prices, Price Regulation, and Innovation


			Arguably, no issue is more important to drug policy than the effects of prices on innovation and, by implication, the effects of drug price regulation on innovation and the availability of drugs.


			The theoretical framework presented earlier suggests that higher drug prices and larger potential markets should spur R&D and consequently the rate of innovation.
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Prices, Price Regulation, and Innovation


			Vernon (2005) estimates that a price control policy that would lower pre-tax pharmaceutical profit margins to the average of those in non-U.S. markets would lower industry R&D investment by between 23 and 33 percent. Other studies find a consistent and substantial direct relationship between higher real drug prices and increased innovation.
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COST CONTAINMENT
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Overview


			The rapid growth in drug expenditures has led to great policy interest in cost containment.


			These efforts include price discounting and the exercise of monopsony power, much like their public insurance counterparts. To narrow our discussion, we will describe three other strategies: higher copayments, use of generic drugs, and the adoption of drug formularies.
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Copayments


			A higher copayment seems simple and straightforward. It is intended to shift a larger share of the cost burden to the patient and to decrease consumption of marginally beneficial drugs.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Copayments


			The key question is whether there will be a large substitution toward generics. Motheral and Henderson (1999) examined two plans with tiered systems that increased brand-name copayments more than copayments for generics. They found little effect on total drug utilization. However, utilization of brand-name products decreased about 18 percent relative to a control group that had no price increases.
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Copayments


			Goldman et al. (2004) found substantial decreases in utilization within the most common drug classes from a doubling of copayments. Reductions ranged from a low of 25 percent for antidiabetics to highs of 44 percent for antihistamines and 45 percent for nonsteroidal anti-inflamatory drugs.
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Copayments


			Gibson and colleagues (2005) concluded that these arrangements generally work as intended—by encouraging generic use and limiting overuse. But their study also found reports that higher cost sharing can also disrupt treatment through lower levels of adherence, lower use of essential medicines, and, in some cases, drug discontinuation.
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Generic Substitutes


			About 57 percent of the prescriptions written in 2005 were filled with generic drugs.


			Substitution has increased well beyond the levels of the 1970s, but stood at just 19 percent in1984, when the Hatch-Waxman Act of 1984 was passed. Since then, efforts by managed care and other third-party payers have greatly increased generics’share of the prescription drug market.
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Drug Formularies


			Managed care’s strong financial interest in cost containment has led to policies that go well beyond copayment strategies to promote generics. Many plans monitor physicians and require substitution when generics are available. Many also use pharmacy benefit managers to negotiate discounts and improve the efficiency of their claims-processing and pharmacy operations.
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Drug Formularies


			One of the most ambitious and controversial strategies, however, involves the use of formulary committees to develop a list of approved drugs.


			Mather (1999) observes that, when properly implemented, the formulary can be an effective and well-accepted tool. If drug-product decisions are based largely on cost instead of clinical outcomes, Mather suggests that “the health system may experience higher overall costs and the pharmacy benefit may be sharply criticized by health plan providers, enrollees, and suppliers wishing to see their products on the list” (p. 277).
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CONCLUSIONS
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Key Concepts


			As measured by the percent of health spending devoted to drugs, the United States actually ranks below many other industrial countries.


			Frech and Miller (1999) found that a doubling of pharmaceutical spending at ages 40 and 60 increases life expectancy by 2 and 4% respectively.
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Key Concepts


			International comparisons support views that pharmaceuticals are extremely productive, especially as compared to other health care inputs.
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Shipments

NAICS Code Industry G G HHL N (inS$billions)
325412 Pharmaceutical preparation mfg. 36 53 530 731 147
311230 Breakfast cereal mfg 78 91 2521 45 a1
324110 Petroleum refineries M 64 s 88 1935
334111 Electronic computer mfg. 76 80 2662 934 23
34220 Radio & TV broadcasting & wireless 43 55 584 823 321
325510 Paint and coating mfg. 755 505 1,149 19.9
325611 Soap and detergent mfg 61 72 2006 699 166
336111 Automobile mfg 76 94 1910 164 881
336112 Light truck & utilty vehicle mfg. % 10 W 6 137.1
336411 Aiaraft mfg 81 94 w184 643

Note: W = withheld t avoid disclosure o individual fim data. The undisclosed HHI value wil undoubtedly be very high.

Source: U.S. Bureau of the Census, 2002 Economic Census, “Concentration Ratios: 2002.” Report EC(

SR (May 2006).





Industry Accounting Corrected

Foods. 17.58 14.95
Paper 220 892
Chermicals 13.43 846
Pharmaceuticals 2437 13.27
Petroleum 2203 15.81
Rubber products 1245 205
Fermous metals -677 201
Engines 022 826
Office machines 357 747
Electrical machines 12.26 293
Motor vehicles 007 1.54
Aerospace 10.65 206
Computer software 22.05 2256
Entertainment 549 566
Average 1232 10.19

Source: Clatksan, Kenneth . “The Effects of Research and Promotion on Ras.
of Return”in Rovert B. Helms ed. Competiive Siategies in the Pharmaceatical
Indusiy, Washington, DC: AEI Press, 1006. Reprinted with the permission of the
'American Eaterprise Institute for Public Policy Research, Washington. DC.
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Chapter Outline


			Efficiency and Competitive Markets


			Deviations from the Competitive Model in the Health Care Sector


			Promoting Competition in the Health Care Sector


			An Economic Efficiency Rationale for Social


			Health Insurance


			Need and Need-Based Distributions


			Horizontal Equity and Need


			Theories of Social Justice


			Conclusions
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EFFICIENCY AND COMPETITIVE MARKETS
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Overview


			The meaning of economic efficiency can be made fairly clear within the context of the Edgeworth box for exchange.


			The First Theorem demonstrates that competitive markets under certain conditions are economically efficient.


			The Second Theorem establishes that a society can achieve any desired economically efficient outcome by competitive markets if it starts from the appropriate initial endowments.
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The Concept of Pareto Efficiency (Optimality)


			A century ago, the economist Vilfredo Pareto defined the concept of efficiency most frequently used by economists today. According to Pareto, an economically efficient (optimal) outcome in society is one under which it is impossible to improve the lot of any person without hurting someone else. Pareto efficiency also implies that no further exchanges would be found that could improve the lot of everyone to some degree. An efficient economy necessarily would have exhausted all means for mutual gains.
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Edgeworth Box
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Pareto Efficiency


			In the Edgeworth Box we represent Belinda’s and Abner’s preferences between food and medical care using indifference curves.


			Points like E and Z which lie on the contract curve represent combinations of food and medical that are Pareto optimal.


			A point like B is inefficient because a redistribution can make both Belinda and Abner better off. 





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall








DEVIATIONS FROM THE COMPETITIVE MODEL


IN THE HEALTH CARE SECTOR
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Overview


			A major criticism of the applicability of our theoretical analysis concerns the question of whether health care markets are sufficiently competitive or whether they can be made to be sufficiently competitive for competitive outcomes to be obtained.
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The Assumptions Under Perfect Competition


			For a market to be perfectly competitive, it must have free entry and exit, perfect information, a homogeneous product, and numerous buyers and sellers each with no power over price. Furthermore, the efficiency of competitive markets is derived under conditions where no significant externalities, public goods, or natural monopolies exist. Finally, the actors in the competitive markets are alternatively consumers maximizing their utility or producers maximizing their profits.
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The Assumptions Under Perfect Competition


			The health care markets depart from competition in several ways:





Barriers to entry exist in health care markets. Such barriers include licensure laws and health planning controls on prices and facility construction.


There are often few enough firms that those in the market have some degree of monopoly power.


Health care services are not uniform in quality or other characteristics.
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Departures From Perfect Competition - continued


Motivations other than pure profit are common in health care.


The model depicts the operation of markets under conditions of certainty. However, health events entail a considerable degree of uncertainty.


Information problems exist.


Externalities are prevalent in health care.
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The Role of Uncertainty


			Insurance creates problems for the efficient functioning of health care markets:





Insurance changes the price of care to the insured person, which in turn leads to the distortions described under price discrimination.


Insurance causes the price paid to suppliers to differ from the price paid by the consumer, and this distorts the efficient matching of production to consumption.
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Insurance Problems - continued


Large insurance companies and government programs negotiate payment rates, thus removing price determination, at least in part, from the market.


In some health care markets, insurance coverage is so complete as to distort the health care producer’s incentives to be efficient.
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The Role of Information


			The efficiency results for competitive markets depend on all parties having complete information available.


			Potential problems of information and efficiency arise either when the physician is much more informed about the appropriateness and effectiveness of treatments and techniques than the consumer is, or when the consumer has more knowledge of his or her health status and health habits than the potential insurer does.
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The Role of Externalities


			Finally, health care markets are subject to prevalent externalities. A prominent externality will occur whenever participants in the market are significantly concerned about the health care received by others, not just their own health care.
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PROMOTING COMPETITION IN THE HEALTH CARE SECTOR
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The Theorem of the Second Best


			The Theorem of the Second Best states that we cannot assume competitive policies will improve welfare.
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AN ECONOMIC EFFICIENCY RATIONALE FOR SOCIAL HEALTH INSURANCE








Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Externalities


			An externality occurs when someone external to the market transaction—that is, someone who is neither the buyer nor the seller—is affected directly by the transaction and not compensated.


			In the presence of a beneficial externality, the competitive market will tend to produce an inefficiently low level of output.
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Externalities


			With positive externalities present, the efficient level of output will exceed the level resulting from competitive markets.


			Under certain circumstances, this efficiency may be sufficient grounds to intervene, for example, by providing a program of social insurance.
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NEED AND NEED-BASED DISTRIBUTIONS
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Overview


			In the health care literature, the concerns for equity most often center on the question of whether people are getting the health care they need.
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Defining Need


			Culyer and Wagstaff (1993) define need as:





the expenditure required to effect the maximum possible health improvement or, equivalently, the expenditure required to reduce the individual’s capacity to benefit to zero. (p. 436)


			In contrast, some analysts or policy makers treat health care need as a minimal requirement or standard of adequacy.
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Defining Need


			Here is  production function for health status as a function of health care inputs, given environment (E), lifestyle (LS) and biological endowment (HB).  Society may choose a level of need HCmax or HC0.
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Choice of Health Goal


			The choice of a health goal implies a needed level of health care, that is, a level of health care “utilization.”


			In the early 1990s, economists debated the issue of whether utilization or “access” was the superior choice for defining needs.
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Health Care Needs and the Social Welfare Function


			The utility possibility frontier (UU) shows the various combinations of utility that can be achieved.


			Given the social welfare function illustrated by indifference curves like WW, a social optimum would be at A.
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Welfarist Health Economics


			The social welfare function (SWF) approach is dominant among economists and is referred to as welfarism by its critics and is contrasted with “extra-welfarism” (Brouwer et al., 2008).
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Welfarist Health Economics


			The SWF represents welfarism when it is based solely on the utilities of the individuals who make up society.


			As in much of economics, these individuals are assumed to be rational and they know what is best for themselves.
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Welfarist Health Economics


			Other salient features:





The mathematical form of the SWF and any equity weights that may be incorporated in it come from “outside” of the assumptions, as perhaps defined by a societal advisor


The concept of utility is sometimes defined as “happiness” and sometimes as merely an index of preferences
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Extra-Welfarist Analysis


			The extra-welfarist approach allows there to be valuations other than the individual’s utility in the determination of social choice, and the sources of valuation may be other than the affected individual’s (Brouwer et al., 2008).
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Extra-Welfarist Analysis


			Sen (1980), for example, questions whether a person’s utility is a reliable guide to his or her well-being.


			He argues that utility may be merely a result of or representation of emotions of the moment.


			He proposes, as an alternative to utility in health policy evaluation, that individuals are entitled to an acceptable level of “capability,” which includes health and normal functioning.
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Norman Daniels’s Concept of Health Care Need


			To address the special role of health, the philosopher Daniels (1985) has developed a health care needs definition:





Health care is special.  Must be treated prior to other considerations.


Species-typical functioning.  Necessary to function.


Fair equality of opportunity.  Everyone entitled to a fair share.
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Economic Criticisms of Need-Based Distributions


			The bottomless pit.  Meeting the need could exhaust society’s resources.


			Needs should not be chosen independent of costs.  As one of many societal goals health care costs matter.


			The role of scientific medicine in determining needs.  Scientific knowledge alone cannot determine societal needs.


			Monotechnic needs.  Many opportunities must be considered for meeting health care needs.
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HORIZONTAL EQUITY AND NEED
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Equity


			Horizontal equity is the requirement that equal people be treated equally.


			Health care equity has most often been compared across countries using a modified Gini Index.
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Gini Index


			The diagonal line represents a perfectly equal distribution of income.


			The dotted line represents the actual distribution of income.


			The Gini coefficient is the area A divided by the area under the diagonal.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Other Measures of Horizontal Equity


			van Doorslaer, Koolman, and Jones, 2004; Koolman and van Doorslaer, 2004 prefer a Concentration Index, which is stated as:








			where yi is the health care utilization of income group i, is the mean health care use in the population, and Ri is the cumulative fraction of the population in fractional income group i
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Other Measures of Horizontal Equity


			The same authors have created the Concentration Index for several European countries, and they also have created a Health Inequity (HI) index. The HI is calculated by first creating a Concentration Index for health need, denoted CN. They then subtract CM - CN to control for the need-based variation.
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Health Care Inequality Measures Across Several Countries
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THEORIES OF SOCIAL JUSTICE
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Overview


			An ethical theory serves to identify a context and reasoning by which to determine what ought to be done, as opposed to mere positive analysis which describes the case.


			Ethical theories that serve to determine a fair or just distribution of economic resources are sometimes called theories of social justice.
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Utilitarianism


			Utilitarianism became prominent in the nineteenth century and is still current in modified forms.


			It can be understood as the greatest good for the greatest number.


			Classical utilitarianism in effect defines the social welfare function as the sum of individual utilities.
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Utilitarianism


			Utilitarianism captures the idea of trade-offs among goals.


			Under this construction, society may choose to accept some harm for a few members in return for a greater good for the many.
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Criticisms of Utilitarianism


			Economists generally rejected the idea that utility could be cardinally measurable and comparable among people. It is viewed as unscientific to suppose that one individual’s level of satisfaction could somehow be added to that of another person.


			Whose utilities are to count?


			How does the utility of malevolent individuals in society count?
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Rawls and Justice as Fairness


			To be fair, we should make our choices from a position divorced from arbitrary special interestedness. Such a position, it is proposed, is one from behind the “veil of ignorance.”


			The Rawlsian veil of ignorance is a hypothetical situation in which we can think rationally but for which our particularities of self and economic situation are as yet unknown.
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Some Criticisms of Rawlsian Justice


			It has been pointed out that Rawls assumes that each of us behind the veil of ignorance is extremely risk averse.


			The Rawlsian theory of justice also appears subject to the bottomless pit argument.
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Liberalism, Classical and Modern


			Led by the principles of John Locke ([1690] 1960), classical liberalism, emphasizes the rights of the individual to his property and to himself.


			In this view, a person enters the state voluntarily, and he is free to choose what he deems best for himself and his family
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Some Criticisms of the Modern Libertarian Theory


			If we accept the principle that liberties can be traded off to gain certain efficiencies, this raises the question of whether we must accept the libertarian constraint.
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CONCLUSIONS
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Key Concepts


			Three theories of social justice ground the discussion of optimal choice in health care in the optimal choice of goods and services.


			Efficiency plays a role in optimal choice.


			Health care markets have critical differences from other markets.


			The principal differences in health care markets arise from uncertainty, problems of information and externalities.
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Cm HI Cm HI

GP Visits Total  GP Visits Total _ Spec Visits Total _ Spec Visits Total

Ireland ~0.1323" ~0.0696* 00770 0.1388"
Belgium ~0.1145* -0.0508* -0.0269 00255

Spain -0.0006* -0.0492* 00267 0.0740%
Luxembourg  ~0.0918% -0.0406* -0.0704% -0.0282

Italy ~0.0649* -0.0349* 00179 0.0537*
Greece -0.1258% -0.0308* -0.0418% 0.0492%
Germany -0.0636* -0.0268" 00158 0.0517*
UK -0.1006* -0.0240* -0.0224 0.0524*
Netherlands ~ —0.0535* -0.0113 -0.0178 0.0413*
Denmark -0.0831% -0.0008 00223 0.0844%
Portugal -0.0602* -0.0051 00071 0.1604*
Austria -0.0499% -0.0146 00345 0.0740%

Note: Cy s the Concentration Index and I 1 the Health Inaquality Index, both of which ae described n he ext.
“The table i creatd from data published i van Doorskes, Kooloman, and Jones, Heallh Economics, 2004, teir
“Tables One and Two, pp. 637-38. An asteisk ndicates tha the estimated value i significant at the 5 percent evel
or better, “GP” stands for general practitioner, and “Spec” stands for specialist
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Overview


			The scope of government involvement in health care delivery:





government spending accounts for a substantial portion of all health care spending


governments are deeply involved in producing as well as financing health care services


governments regulate the	health care industries
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ECONOMIC RATIONALE FOR GOVERNMENT INTERVENTION
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Monopoly Power


			Monopoly is the classic case of market failure.  Monopoly produces a welfare loss by restricting output to increase price relative to a competitive market. 





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Public Goods


			A pure public good is one for which consumption is nonrival (i.e., consumption by one individual does not reduce someone else’s consumption) and nonexcludable (i.e., a consumer cannot be excluded from consuming the good either by having to pay or through some other mechanism).


			Market failure arises because an inefficiently small quantity of pure public goods typically will be provided without government intervention.
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Optimal Provision of a Public Good


			Market demand for a public good (MSB) is the vertical sum of individual demands for the public good (DA + DB).  Optimal provision is where MSB = MC at QE.
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Is Health Care a Public Good?


			Health services provided to one person are not at the same time consumed by others. Also, those who do not pay can be excluded from receiving care.


			Thus, the public goods rationale for government provision of health care is not immediately apparent.
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Information as a Public Good


			Information can be thought of as an economic good with a large public content.


			The government may take on two distinct roles with respect to information:





disseminate existing knowledge to the public


expand the stock of knowledge by taking an active role in scientific research
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Redistribution as a Public Good


			Voluntary giving also has a public goods dimension.


			It can be argued that mandatory programs are needed to correct the undersupply of voluntary giving.
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Externalities 


			In contrast to pure or nearly pure public goods, another group is composed of those goods that have third-party effects, also known as externalities.  Externalities arise when a third party is affected by another party’s consumption or production of a good.


			The major problem is that many negative or positive externalities may not be reflected fully in the prices of the goods and services with which they are associated.
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Externalities


			When a negative externality, such as pollution, creates a marginal external cost, a competitive market tends to overproduce the polluting good relative to the socially efficient quantity.


			Conversely, competitive markets tend to undersupply goods that create beneficial (positive) externalities, which may be especially important in health care.
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Other Rationales for Government Intervention


			Macroeconomic policy through the conduct of monetary, fiscal, and debt policy can have major effects on federal and state health care programs, as well as on private health care spending through changes in taxes and interest rates.


			Another distinct category involves government’s role in promoting the consumption of merit goods.


			A final role for government involves incomplete markets which occur when private markets fail to meet an existing demand.
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FORMS OF GOVERNMENT INTERVENTION
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Commodity Taxes and Subsidies


			In a market where there is an external benefit the private demand is D and supply is S so Q1 units are produced.


			 Accounting for the external benefit, the full social benefit is MSB and optimal quantity is Q2.


			A producer subsidy can achieve this outcome.
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Subsidies and Efficiency


			The elasticity of demand will determine whether consumers or producers benefit from the subsidy.


			To achieve efficiency, decision makers need accurate estimates of both the monetary value of the externality and elasticities of demand and supply. The costs of administering taxes and the difficulties of accurate estimation are strong arguments against the use of a corrective subsidy unless the positive externality is substantial.
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Public Provision


			Public provision of health care is a complex process requiring a decision for each of the three basic economic questions (what? how? and for whom?) faced by every society.
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Transfer Programs


			Cash transfer programs usually are intended to meet society’s equity concerns by redistributing income, with recipients free to spend their income in any way they want.


			In-kind transfers (benefits other than cash) also redistribute income, but their main purpose is to increase a recipient’s consumption of specific goods or services.
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Regulation


			Governments influence the allocation of resources by establishing rules and regulations. In the extreme, governments can prohibit certain goods or activities entirely, such as the production and consumption of illicit drugs. More commonly, governments regulate the form or terms under which goods are produced or consumed.
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GOVERNMENT INVOLVEMENT IN HEALTH CARE MARKETS
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Overview


			Hardly any economic activity is free of government intervention. Intervention comes mainly through three activities: provision of goods and services, redistribution, and regulation. Governments have pursued each of these activities in the health economy.
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Support of Hospitals


			In retrospect, one can argue that public support for hospitals was based on a redistribution motive and by a desire to deal with the negative externalities associated with the insane and those harboring communicable diseases, such as tuberculosis.
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The Hill-Burton Act


			Federal support for private hospitals was minimal until the passage of the Hill-Burton Act in 1946. The program was designed to expand rural health facilities by providing for matching grants to nonprofit institutions.
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The Veterans Administration and CHAMPUS


			In addition to direct subsidies for hospital construction, governments are also major providers of health care. State, county, and municipal hospitals account for approximately 20 percent of total hospital beds in the United States. The largest public provider is the Veterans Administration (VA).
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The Veterans Administration and CHAMPUS


			In addition to direct care provided by the VA, the federal government finances care for retired military personnel and dependents of active-duty, deceased, and retired military personnel through the Civilian Health and Medical Program for the Uniformed Services (CHAMPUS).





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Food and Drug Administration


			Legislation adopted in 1962 required increased testing and evidence of efficacy and gave the Food and Drug Administration (FDA) considerably more control over the introduction of new products than previously.
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Mandated Health Insurance Benefits


			One relatively recent phenomenon in health insurance is exhibited by the proliferation of mandated benefits. Mandates can require coverage for specific health care services, e.g., breast reconstruction; provider types, e.g., physical therapists; or even who is eligible for coverage, e.g., domestic partners.
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Tax Policy


			Federal and state governments provide substantial tax subsidies for the consumption of health care and purchases of insurance. In particular, employer contributions to group health plans are not included in an individual’s taxable income.
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Public Health


			Until the latter part of the nineteenth century, public health was a state and local responsibility. However, in 1878, the U.S. government created the Marine Hospital Service, which became the U.S. Public Health Service in 1912. Despite the federal responsibilities, state and local governments spent $59 billion in 2006.
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Other Government Programs


			Government provides direct support for medical education and medical schools as well as health care research.


			Changes in immigration policy can affect the supply of health care personnel.


			The federal government, as the nation’s largest employer, provides health care benefits to its employees.
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GOVERNMENT FAILURE
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Overview


			Government policies, in principle, can correct misallocations resulting from market failure. To do so, governments can use specific commodity taxes and subsidies, public provision of goods and services, transfer programs, and regulation.


			We have to ask whether government in practice can improve efficiency and better meet society’s equity objectives.
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Overview


			The literature on public choice illustrates many of the problems in developing and implementing policy. Public choice attempts to model how decisions are made through the political process. Many models of public choice have been created. We limit our discussion to two features that are relevant to efficiency: special interest groups and bureaucratic behavior.
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Who Does the Regulator Represent?


			Most often we treat the regulator as representing an omniscient but benevolent despot who knows what is good for the economy and regulates accordingly. Yet students of railroad regulation might argue that the railroads played major roles in influencing their regulators. Likewise, some observers believe that the American Medical Association has influenced laws on licensure and legislation on Medicare. Can the theory of regulation address issues such as these?
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Who Does the Regulator Represent?


			We can view the successful regulator as one who seeks a certain transfer of wealth while gathering votes to effect this transfer efficiently.


			The regulator’s optimal tax rate occurs where the marginal benefits from regulation equal the marginal cost.


			Thus, one may see regulations imposed that benefit relatively small but well-organized groups of potential gainers.
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Bureaucracy and Efficiency


			Lawmakers pass legislation, but government bureaucrats are responsible for implementing programs.


			Do bureaucrats try to minimize the costs of their activities?


			Relatively little is known about the technical efficiency of the bureaucracy, but it is clear that government operations do not face the discipline of the marketplace.
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CONCLUSIONS








Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Key Concepts


			Market failure is the economic rationale for government intervention.


			Monopoly power provides the classic example, but public goods and externalities are two additional categories that are relevant to health care.


			Government policies, in principle, can correct misallocations resulting from market failure.
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Key Concepts


			Through a wide variety of programs, governments at all levels have become major players in the health economy, accounting for 46 percent of national health expenditures.


			Government activities also are associated with government failure.
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DO THE LAWS OF SUPPLY AND DEMAND APPLY?
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Overview


			The type of price information that economists view as essential to informed health care market shopping is still very difficult to obtain.


			How do market processes work in such circumstances?
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Monopoly Power


			Most health care providers have some monopoly power because patients do not or cannot shop among providers, and do not immediately abandon the provider who raises its price. As such, the desirable outcomes of competitive markets become much more difficult to achieve.
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Potential Policy Approaches


			Recognize monopoly power and try to control it. These policies include some traditional features, such as utilization review, capital controls, or rate controls.


			Make monopolistic firms act like competitors. These policies include prospective payment plans for physicians and hospitals.


			Prevent the accumulation of monopoly power. Most antitrust policies fall into this category.
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OBJECTIVES OF REGULATION
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Overview


			Concern with excessive monopoly power and natural monopoly arising from economies of scale and high capital expenditures led to the 1888 establishment of the Interstate Commerce Commission, which regulated railroads and shipping.


			The overriding objective in regulation was, and continues to be, rate setting. Its primary goal is to limit the high price-cost margins that would otherwise be expected.
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Overview


			Despite concerns with possible abuse of monopoly power in certain health care markets, advocates of increased regulation do not rely on the traditional monopoly power argument. They focus on the absence of discipline in markets brought on by a lack of consumer information and the prevalence of comprehensive insurance.
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Regulatory Policy


			Regulation refers to the use of nonmarket means to address the quantity, price, or quality of the good brought to market.


			The objective of regulation is not merely to reduce spending; otherwise, rationing or even prohibiting certain services may meet this objective successfully. Rather, its goals are to promote minimal quality levels while eliminating the inefficient components of spending.
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Regulatory Instruments in Health Care


			A variety of price, quantity, and quality controls have been introduced. Here, we provide a brief overview of these controls, leaving more detailed analyses of hospital regulation for the next section.
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Fee Controls and Rate Regulation


			The hospital sector has been the main object of rate regulation.


			In an early review of this subject, Sloan (1983, p. 195) defined rate regulation as establishing “the terms under which public and/or private insurers pay hospitals.”
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Fee Controls and Rate Regulation


			In the 1960’s and 1970’s payment for services were usually on a retrospective basis.


			Prospective reimbursement, adopted by Medicare in 1983, marked an important turning point in regulatory efforts to contain the growth of hospital costs.
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Quantity and Capacity Controls


			The controls on quantity tend to be indirect rather than direct, with the most prominent example being Certificate-of-Need (CON) laws.


			Utilization review (UR) is sometimes called utilization management, and although it is primarily directed at quality, proponents also expect it to reduce quantity.
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REGULATION OF THE HOSPITAL SECTOR
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Empirical Findings on Regulation


			Wickizer, Wheeler, and Feldstein (1989) found that Utilization Review reduced admissions by 13 percent, inpatient days by 11 percent, expenditures on routine hospital inpatient service by 7 percent, expenditures on hospital ancillary services by 9 percent, and total medical expenditures by 6 percent.
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Empirical Findings on Regulation


			Lessler and Wickizer look at readmission rates for medical diagnoses. For those with no days denied, 9.5 percent were readmitted within 60 days, whereas 9 percent with two or more days denied were subsequently readmitted—an insignificant difference.


			Morrisey concludes that there is “remarkably little evidence” regarding the effectiveness of ambulatory utilization review.
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Empirical Findings on Regulation


			Dranove and Cone (1985) carefully discuss the impacts of rate regulation.  They found that those states with a regulation law exhibited approximately a 1.32 percent smaller increase in expenses per admission than other states, a 1.41 percent smaller increase in expenses per day, and a 1.04 percent smaller increase in expenses per person.
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Empirical Findings on Regulation


			CON may cause hospitals to substitute other inputs for capital.  Salkever and Bice note that hospitals appear to have substituted investment for new services in place of investment in beds. Sloan and Steinwald (1980) reported similar results, as well as increased ratios of registered nurses and licensed practical nurses per bed.
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Empirical Findings on Regulation


			Mayo and McFarland find that the direct effects of CON lower hospital costs, and the indirect substitution and market concentration effects raise them. Hospitals react to cost-containment policies not only by changing the costs of the services, but also by adjusting the amounts of the services and the inputs into the services.
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Empirical Findings on Regulation


			Conover and Sloan (1998) find that long-term CON programs were associated with what they termed a “modest (5 percent)” long-term reduction in acute care spending per capita, but not with significant reduction in total spending per capita.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Empirical Findings on Regulation


			Dobson and colleagues (2007) note that arguments in favor of CON laws focus on three areas: 





control of costs, especially unneeded capital costs; 


assurance of quality for selected services; and


 maintenance of access, particularly for underserved populations.
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PROSPECTIVE PAYMENT
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Overview


			The 1965 enactment of Medicare and Medicaid brought the federal government into the reimbursement of services. Program costs have increased substantially over the years, and as costs have grown, so has interest in cost-containment policies.
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Description of PPS


			Under retrospective payment, a hospital submitted its bill to Medicare after the care had been given and the costs to the hospital were known. Retrospective payment allowed the hospitals to recover their expenses.
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Description of PPS


			Prospective payment sets payment rates prior to the period for which care is given. By setting a fixed reimbursement level per admission, prospective payment provides economic incentives to conserve on the use of input resources.
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Description of PPS


			As of 2008, Medicare’s payment systems could be grouped as follows:





Inpatient acute care in short-term hospitals and psychiatric facilities


Ambulatory care furnished by physicians, hospital outpatient departments, ambulatory surgical centers, and clinical laboratories


Post-acute care furnished by skilled nursing facilities, home health agencies, inpatient rehabilitation facilities, and long-term-care hospitals
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Description of PPS


			As of 2008, Medicare’s payment systems could be grouped as follows:





Dialysis services furnished in outpatient centers and hospice care


Ambulance services and products furnished by durable medical equipment suppliers


Services furnished by private health plans under the Medicare Advantage program
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Diagnostic Related Groups (DRGs)


			DRGs are designed to:





Improve the accuracy of Medicare’s inpatient hospital payments by using hospital costs rather than charges to set rates


Adjust payment to recognize better the severity of illness and the cost of treating Medicare patients by increasing payment for some services and decreasing payment for others
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DRGs continued


			DRGs are designed to:





Eliminate biases in the current system that have provided incentives for physician-owned specialty hospitals to treat the healthiest and most profitable cases, leaving the sickest and least profitable patients to general acute care hospitals


Refine the current payment system to ensure hospitals are provided with incentives to invest in service areas based on the clinical needs of their patients rather than financial incentives
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THE THEORY OF YARDSTICK COMPETITION AND DRGS
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Yardstick Competition


			Shleifer (1985) describes the theory of yardstick competition, a close approximation to PPS under DRGs. We can think of yardstick competition as the ideal form of such a system, while the actual Medicare payment system is a real-life approximation.


			Shleifer’s yardstick competition describes a regulatory scheme, much like Medicare’s PPS, that restores cost-consciousness incentives.
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Yardstick Competition


			A yardstick compensation scheme seeks to provide just the right incentive to hospitals to engage in cost reduction activities.


			Yardstick competition sets prices at which the hospital is reimbursed are beforehand at fixed rates. These rates—that is, these regulated prices—are set equal to the averages of the marginal costs of all other hospitals in the market.
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How Accurate are the Yardstick Payments Generated for DRGs?


			Ginsburg and Grossman (2005) report that Medicare and other payers have found it difficult to devise payment rates that closely follow relative costs for different services.


			As a result, patients in some DRGs are more profitable than others.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









On the Effects of Medicare’s Prospective Payment System


			Decreases in length of stay have been found to be pervasive and long lasting. MedPAC data tracing hospital length of stay have shown continual decreases. Length of stay for all hospitals fell by 32.2 percent from 1989 to 1999, with annual declines exceeding 5 percent from 1993 to 1996. The rate of decline fell below 2 percent per year after 1998, and was reported as 1.3 percent in 2003 (MedPAC, 2005, Report to the Congress, Figure 2A-5).
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On the Effects of Medicare’s Prospective Payment System


			MedPAC (2000, p. 61) reports that from 1990 through 1999 there was a net reduction of 340 short-term acute-care hospitals (440 closing; 100 opening or reopening).


			In-hospital mortality declined from 1998 to 2003 for eight conditions or procedures.


			The most recent MedPAC analyses (2008) validate the conclusion that the impact of prospective payment on quality of care remains mixed.
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On the Effects of Medicare’s Prospective Payment System


			Another observed change following the onset of Medicare’s PPS has been the increase in common case-mix indexes. A case-mix index is a numerical measure of the assortment of patient cases treated by a given hospital so that a higher index value indicates a greater average degree of complexity of the cases and consequently a greater need for input resources.
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On the Effects of Medicare’s Prospective Payment System


			Silverman and Skinner (2004) revisit the DRG creep issue. They found that between 1989 and 1996, the percentage point share of the most generous DRG for pneumonia and respiratory infections rose by 10 points among not-for-profit hospitals, 23 points among for-profit hospitals, and 37 points in hospitals converting to for-profit status. After 1996, however, there was a dramatic decline in upcoding ratios, with the greatest drop among for-profit hospitals.
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On the Effects of Medicare’s Prospective Payment System


			Hospital margins have fallen under PPS and the gap in margins between urban and rural hospitals has narrowed.


			Zwanziger and Melnick (1988) observed that for a sample of California hospitals, those under the strongest pressure from PPS responded by reducing expenditures.
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On the Effects of Medicare’s Prospective Payment System


			PPS payments per case rose only slightly faster than the consumer price index so that by 1993, after the first 10 years of PPS, Medicare’s share of hospital payments remained at 28 percent despite a 23 percent growth in Medicare enrollments.
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On the Effects of Medicare’s Prospective Payment System


			Feinglass and Holloway (1991) argue that the savings from PPS were one-time-only events, occurring in the early years of PPS. This possibility is evidenced by increasing late 1980s inflation rates for U.S. health care expenditures, which in real terms were outstripping the inflation rates of 1980 to 1985.
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On the Effects of Medicare’s Prospective Payment System


			Sloan, Morrisey, and Valvona (1988a) find a significant reduction in hospital patient-generated revenues per capita subsequent to PPS, but they note that the savings are found primarily in reductions in admissions, a category PPS does not provide specific incentives to reduce.
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PROSPECTIVE PAYMENT: RECENT EVIDENCE
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MedPAC Analysis
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MedPAC Analysis


			Costs are measured relative to general price inflation, so the table suggests, for example, that costs increased by 2.5 percent more per year than goods outside the hospital sector from 1985 to 1989. During that period, the most important variable was length-of-stay reduction, which went from an increasing factor (0.8 percent per year) to substantial decreases of -1.3 percent per year from 1989 to 1992 and -3.3 percent per year from 1992 to 1996.
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REGULATION OF PHYSICIAN PAYMENT
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Overview


			Along with hospital payment, physician payment constitutes a second major cost center in the U.S. system. Traditionally, physicians in the United States have been paid on a fee-for-service (FFS) basis. Under FFS, each physician has a schedule of fees and expects to be reimbursed for each unit of service provided.
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UCR Reimbursement, Assignment, and Alternative Payment Mechanisms


			Following the introduction of Medicare in 1965, another system for reimbursing providers became more prevalent. It uses fee screens and is commonly called the usual, customary, and reasonable (UCR) payment mechanism.


			The fee screens are determined by the maximum of the doctor’s median charge (i.e., usual charge) and the customary fees charged by the other physicians in the area.
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Relative Value Scales


			An RVS establishes a weight (or multiple) for each procedure. The weight may reflect the time needed to perform a procedure and its complexity. Although the RVS does not provide fee information, if providers adhere to the guide, the price they set for any one procedure will determine the prices charged for all other procedures.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Relative Value Scales


			William Hsiao undertook the task of developing a “resource-based” RVS, or RBRVS, as an alternative method of reimbursing physicians.
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RBRVS


			The RBRVS has three components:





Physician work, including the time, intensity of effort, skill, and risk to the patient associated with each service. On average, this accounts for 52 percent of the fee.


Practice expenses, including the cost of nonphysician staff, office space, equipment, and supplies. This accounts for 44 percent of the fee.


Professional liability insurance, accounting for 4 percent of the fee (for some services this amount is higher; in the late 1990s insurance accounted for 12.1 percent of the total relative value unit for spinal laminectomy—surgery).


Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









ANTITRUST
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Overview


			A discussion of federal antitrust law in the United States appropriately begins with the Sherman Act.


			The Sherman Act has two main sections. Section 1 specifies that “every contract, combination in the form of a trust or otherwise, or conspiracy, in restraint of trade . . . is declared to be illegal.” The main target of Section 1 is price fixing and market division. Under Section 2, “every person who shall monopolize, or attempt to monopolize, . . . shall be deemed guilty of a felony.”
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Overview


			The Clayton Act, first passed in 1914, addressed practices such as price discrimination (when the price discrimination restrains trade), interlocking directorates, mergers, and joint ventures.


			The Federal Trade Commission Act, also passed in 1914, created an independent agency to help enforce the laws.
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Overview


			The Robinson-Patman Act of 1936 modified the price discrimination provision of the Clayton Act.


			The 1950 Celler-Kefauver Antimerger Amendment focused on vertical mergers.
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Enforcement


			The federal antitrust laws are enforced by two agencies.





The Antitrust Division of the Department of Justice (DOJ) was formed in 1903. The DOJ alone has the power to seek criminal charges.


The Federal Trade Commission (FTC), is an independent agency with exclusive jurisdiction over the FTC Act.
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Exemptions


			It is well known that professional baseball and labor unions have received special exemptions from federal antitrust laws. Many other industries are at least partially exempt.


			In addition, there are some important limits relevant to the health industries.
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Exemptions


			Federal antitrust applies only to entities involved in interstate or foreign commerce, so many firms are excluded.


			The courts have ruled that it is sufficient to show that the seller is receiving substantial reimbursement from Medicare (or other out-of-state payers) or purchasing supplies from out-of-state vendors. As a result of this interpretation, there is a broad applicability of federal antitrust laws to health care markets.
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Exemptions


			Nevertheless, two important exemptions, though not unique to health care, are particularly important in health care antitrust.





The McCarran-Ferguson Act of 1945 exempts the insurance industry to the extent that the industry is regulated by state law.


The Noerr-Pennington doctrine provides private parties and professional organizations with broad immunity from antitrust for lobbying activities.
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Measuring Monopoly Power


			The eminent economist Abba Lerner (1943) proposed the following measure, d, of monopoly power:








			where P = market price and MC = marginal cost.
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Measuring Monopoly Power


			Concentration ratios measure the percentage of total industry sales accounted for by the largest firms in the industry.


			The Herfindahl-Hirschman Index (HHI), calculates the sum of the squares of the market shares, expressed as a percent, held by each firm in an industry.
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Antitrust Procedures


			Gaynor and Vogt (2000) show that in deciding whether anticompetitive behavior should be addressed under the Clayton or Sherman Acts, the courts and the enforcement agencies go through a fairly routine sequence of steps are:





Defining the relevant product market


Defining the relevant geographic market


Identifying the competitors in the relevant product/geographic market
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Sequence continued


Calculating the market shares of the competitors and HHI


Calculating the merging firms’ postmerger share and the postmerger HHI, and determining the likely competitive effect of the merger


Considering any factors that mitigate or exacerbate anticompetitive effects
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Relevant Geographic Market


			Defining the relative geographic market has become critical.


			One common standard for determining market areas involves measurements of product flows into and out of an area—an approach consistent with the economic concept of a market. Here, the work of Elzinga and Hogarty (1978) has been influential.


			The authors define a geographic market as one in which the outflow of goods to other areas is relatively small and the inflow (imports) from elsewhere is also relatively small.
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Hospital Mergers


			Antitrust analysts look at two fundamental concerns:





Hospital services technology involves large fixed costs, which must be spread out over a large demand (we see very few 10-bed hospitals).


Without a merger, one or both of the hospitals might go bankrupt, leaving a monopoly anyhow.
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CONCLUSIONS
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Key Concepts


			Early regulatory mechanisms, including rate regulation, utilization review, and Certificate-of-Need programs sought to control markets that seemed otherwise impervious to competitive forces.


			Rate regulation was somewhat effective in reducing expenses per admission, per day, and per capita.
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Key Concepts


			CON regulation (addressing capital expenses) was largely ineffective.


			Utilization review was somewhat effective in reducing admissions, inpatient days, and expenditures.


			The imposition of PPS in the 1980s can be interpreted as a form of regulation that promotes competition.
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Key Concepts


			Payment by DRG promotes a form of yardstick competition among monopolistic firms.


			Medicare’s PPS has reduced length of stay in hospitals subject to the regulation but has not led to reduced quality of care or access to care.
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% Change Costs % Change Days Services Costs per

Years per Discharge per Discharge per day Ser
1985 to 1989 25 08 22 03
1989 to 1992 13 -13 14 13
1992 to 1996 27 33 08 -03
199 -12 -9 u u
1997 -06 -47 u u
1998 1.1 33 u u
1999 26 00 u u
2000 24 -17 u u
2001 5.1 -17 u u
2002 81 00 u u
2003 66 -18 u u
2004 56 -18 u u
2005 5.1 18 u u
unmailable

Sources: MedPAC (March 1099), Appendix D, Table D-1, MedPAC DataBook 2007, Charts 7-5, 7-10, and 7
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Chapter Outline


			Social Insurance Policies and Social Programs


			Historical Roots of Social Insurance


			Medicare and Medicaid in the United States


			Public Insurance and Health


			The Effects of Medicare and Medicaid


			Criticisms of the U.S. Health Care System


			Conclusions
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SOCIAL INSURANCE POLICIES AND SOCIAL PROGRAMS
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Overview


			Poverty:  Poor people lack purchasing power to buy the amounts of goods that are considered necessary to provide the minimal standards of decent life. Programs directed toward persons experiencing poverty involve either cash or more often goods “in kind,” such as rent vouchers or food stamps.
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Overview


			Old Age:  The elderly have attained a certain age, generally coinciding with retirement from active employment. Programs include income maintenance, such as Social Security, as well as services and considerations (such as old-age housing or Meals on Wheels) that may address the generally decreased mobility of the elderly.
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Overview


			Disability:  The disabled have either temporary or permanent inability to work because of illness or work-related injuries. Programs generally provide cash benefits. Disability programs were among the earliest social insurance programs available.
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Overview


			Health:  Programs cover illness or well-care financing and/or provide facilities for various groups. In the United States, most programs are addressed to the elderly and/or poor, with the government financing the individual’s health care either entirely or in part. In other countries, governments have more direct involvement in the financing and delivery of health services for larger segments (or all) of the population.
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Overview


			Unemployment: The unemployed receive assistance due to a temporary loss of work. While unemployment-related programs generally provide short-term cash benefits, in many countries, longer-term unemployment may lead into poverty-related welfare programs.
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Overview


			Entitlements, are available to all who qualify.


			Many programs are means-tested in that they are available only to individuals or households who meet certain income criteria.


			Aid may take various forms – cash or in-kind.
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Program Features


			Contributions—taxes, deductibles, and coinsurance


			Benefits—how much, who is included, and what types of treatment are included


			Length of coverage


			Means of reimbursement to providers


			Methods of determining payment levels to providers
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Program Features


			Many are funded by tax collections, and care recipients are often also taxpayers.


			To determine whether a social insurance program is redistributive in net—whether it in net causes a transfer of money from the rich to the poor—one must consider not just the tax payments made but also the benefits received.
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HISTORICAL ROOTS OF SOCIAL INSURANCE
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European Beginnings


			The United States is often characterized as the only industrialized country lacking a comprehensive health-related social insurance system.


			Historians date the pioneering legislation for a system of compulsory national health insurance to Germany in 1883.


			National health insurance spread to other European countries at the end of the nineteenth and the early part of the twentieth centuries.
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Early Experience in the United States


			Compared with the European countries, the United States came late to social insurance and to governmental health insurance in particular.


			Health insurance plans began to gain supporters in the early years of the twentieth century.
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Early Experience in the United States


			The major advance of social insurance legislation in the United States occurred with the establishment of the Social Security program in 1935.


			Despite the social insurance thrust of the program and the reform-minded support for it, the legislation made concessions to political opposition to the New Deal, including the omission of governmental health insurance.
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Early Experience in the United States


			Proponents of compulsory health insurance plans were no more successful through the 1940s and 1950s.
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The Establishment of Medicare and Medicaid


			The major social insurance programs for health care in the United States, Medicare and Medicaid, passed in 1965. President Lyndon Johnson had supported health care for the aged, and by winning a landslide victory in the 1964 election, he was able to push for these programs.
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The Establishment of Medicare and Medicaid


			By the mid-1990s, with growing elderly and poor populations as well as continual health care cost inflation, many observers perceived the total costs of the social insurance as having grown out of control.
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MEDICARE AND MEDICAID IN THE UNITED STATES
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Medicare


			Medicare has traditionally consisted of two parts:





Hospital Insurance (HI), also known as Part A


Supplementary Medical Insurance (SMI), also known as Part B


			A third part of Medicare, sometimes known as Part C, the Medicare Advantage program expands beneficiaries’ options for participation in private-sector health care plans.


			In 2006 the MMA established a fourth part of Medicare: a new prescription drug benefit, also known as Part D.
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Medicare Coverage
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Medicare Part A


			Inpatient hospital care coverage, requiring an initial deductible payment, plus copayments for all hospital days following day 60 within a benefit period


			Skilled nursing facility (SNF) care, which generally is covered by Part A only if it is within 30 days of a hospitalization of three or more days and certified as medically necessary
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Medicare Part A


			Home Health Agency (HHA) care, including care provided by a home health aide


			Hospice, which is provided to those terminally ill persons with a life expectancy of six months or less and who elect to forgo standard Medicare benefits and receive only hospice care
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Medicare Part B


			Physicians’ and surgeons’ services (in both hospital and nonhospital settings)


			Some covered services furnished by chiropractors, podiatrists, dentists, and optometrists


			Services in an emergency room or outpatient clinic, including same-day surgery, and ambulance services
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Medicare Advantage plans


			Coordinated care plans, which include HMOs, PSOs, PPOs, and other certified coordinated care plans and entities that meet the standards set forth in the law.


			Private, unrestricted fee-for-service plans, which allow beneficiaries to select certain private providers. For those providers who agree to accept the plan’s payment terms and conditions, this option does not place the providers at risk, nor does it vary payment rates based on utilization.
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Part D Prescription Drug Insurance


			Beginning in 2006, Part D began to provide subsidized access to prescription drug insurance coverage on a voluntary basis, upon payment of a premium, to individuals entitled to Part A or enrolled in Part B, with premium and cost-sharing subsidies for low-income enrollees.
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Part D Prescription Drug Insurance


			Levy and Weir (2007) provide the first substantive evaluation of the Part D Benefit. They find that economic factors—specifically, demand for prescription drugs—drove the decision to enroll in Part D.


			In sum, three years into the program, Part D was providing comprehensive prescription drug insurance for those who previously had none. The program for the most part was proving functional, and enrollment was substantial.
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Program Financing


			The Medicare Part A program is financed primarily through a mandatory payroll deduction (FICA tax). The FICA tax is 1.45 percent of earnings (paid by each employee and also by the employer) or 2.90 percent for self-employed persons. This tax is paid on all covered wages and self-employment income without limit.
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Program Financing


			The SMI trust fund, Parts B and D are financed through premium payments and contributions from the general fund of the U.S. Treasury.
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Beneficiary Payment Liabilities


			Parts A and B beneficiaries are responsible for charges not covered by Medicare and for various cost-sharing features of the plans.


			These liabilities may be paid by the beneficiary, by a third party, such as a private “medigap” insurance policy purchased by the beneficiary, or by Medicaid, if the person is eligible.
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Beneficiary Payment Liabilities


			For both part A and B, the beneficiary is responsible for a deductible and coinsurance.
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Provider Payments


			Before 1983, inpatient hospital payments to providers were made on a “reasonable cost” basis. Since 1983, Medicare payments for most inpatient hospital services have been made under PPS.
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Provider Payment


			Before 1992 for SMI, physicians were paid on the basis of “reasonable charge.”


			Beginning in 1992, allowed charges were defined as the lesser of (1) the submitted charges, or (2) the amount determined by a fee schedule based on a relative value scale (RVS).
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Medicaid


			Medicaid, referring to Title XIX of the Social Security Act, is a federal-state matching entitlement program that pays for medical assistance for certain vulnerable and needy individuals and families with low incomes and resources.
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Medicaid


			Gruber (2002) notes that Medicaid comprises four public insurance programs in one:





the first provides coverage of most medical expenses for low-income women and children families


the second provides public insurance for the portions of medical expenditures not covered by Medicare for the low-income elderly
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Medicaid


the third covers most medical expenses for the low-income disabled


the fourth pays the nursing home expenditures of many of the institutionalized elderly
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Medicaid


			Within broad national guidelines, each state:





establishes its own eligibility standards


determines the type, amount, duration, and scope of services


sets the rate of payment for services


administers its own program
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Medicaid Eligibility


			Although there is a long list, Medicaid “categorically needy” eligibility groups for which federal matching funds are provided to states include:





Those meeting the requirements for the Aid to Families with Dependent Children (AFDC) program in effect in their state on July 16, 1996, or—at state option—more liberal criteria


Children under age six or pregnant women whose family income is at or below 133 percent ofthe federal poverty level (FPL)


All children born after September 30, 1983, who are under age 19, in families with incomes at orbelow the FPL
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Medicaid Financing


			Medicaid is a cost-sharing partnership between the federal government and the states. The federal government pays a share of the medical assistance expenditures under each state’s Medicaid program. That share, known as the Federal Medical Assistance Percentage (FMAP), is determined annually by a formula that compares the state’s average per-capita income level with the national income average. States with higher per-capita income levels are reimbursed smaller shares of their costs.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









The Scope and Duration of Medicaid Services


			A state’s Medicaid program must offer medical assistance for certain basic services to most categorically needy populations, including inpatient hospital services, outpatient hospital services, prenatal care, vaccines for children, physician services, nursing facility services for persons age 21 or older, and family planning services and supplies.
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Payment for Medicaid Services


			Under Medicaid, states may pay health care providers directly on a fee-for-service basis or through various prepayment arrangements, such as HMOs. Each state has broad discretion in determining the payment methodology and payment rate for services.
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Payment for Medicaid Services


			States may impose nominal deductibles, coinsurance, or copayments on some Medicaid recipients for certain services, but certain Medicaid recipients, including pregnant women and children under age 18, are excluded from cost sharing. All Medicaid recipients must be exempt from copayments for emergency services and family planning services.
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The Medicaid-Medicare Relationship


			The Medicare and Medicaid programs work jointly for many beneficiaries, called “dual eligibles.”


			For persons enrolled in both programs, any services covered by Medicare are paid for by the Medicare program before any payments are made by the Medicaid program because Medicaid is always the “payer of last resort.”
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Medicare and Medicaid: Conflicting Incentives for Long-Term Care


			The structures of Medicare and Medicaid can create conflicting incentives regarding dually eligible beneficiaries, without coordination of their care.


			Both programs have interests in limiting their own costs, but neither has an incentive to take responsibility for the management or quality of care.
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State Children’s Health Insurance Program


			SCHIP was designed as a federal-state partnership, similar to Medicaid, with the goal of expanding health insurance to children whose families earn too much money to be eligible for Medicaid, but not enough money to purchase private insurance.
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State Children’s Health Insurance Program


			SCHIP is designed to provide coverage to “targeted low-income children.” A “targeted low income child” is one who resides in a family with income below 200 percent of the FPL or whose family has an income 50 percent higher than the state’s Medicaid eligibility threshold.
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State Children’s Health Insurance Program
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PUBLIC INSURANCE AND HEALTH
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How Does Public Insurance Affect Health?


			In part, this depends on how effective the public insurance programs are in reaching their targeted populations.


			Researchers have identified two categories of impediments to program take-up.





The first is program stigma.


Second, individuals face costs of learning about, and applying for programs
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Gruber (2002) traces 


the potential effects of


a Medicaid improvement
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How Does Public Insurance Affect Health?


			To the extent that the Medicaid coverage provides insurance where none has been available, one observes take-up; to the extent that it replaces  existing insurance, one observes crowd-out. Cutler and Gruber estimate that under Medicaid expansions about half of the increase in Medicaid eligibility has been associated with a reduction in private insurance coverage (crowd-out), with the remainder representing take-up by those who were previously uninsured.
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Impact of SCHIP - % of children without health insurance
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THE EFFECTS OF MEDICARE AND MEDICAID
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Overview


			We consider here a selection of findings on what is known about the effects of Medicare and Medicaid on:





Health care costs


Access to health care


Health status
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Costs and Inflation


			The implementation of Medicare and Medicaid coincided with a considerable increase in health care costs in the United States.
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Inflation Adjusted Expenditures
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Why Spending Has Risen


			The increase in the population that is eligible and covered by Medicare and Medicaid clearly helps explain why program expenditures have risen, but it does not fully account for the inflationary effects that these programs could have.
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Why Spending Has Risen


			Newhouse (1978a) suggests three possibilities:





First, Medicare and Medicaid both tended to increase the insurance coverage of the populations eligible.


Second, insurance coverage may induce technological improvements.


Third, insurance coverage may lessen providers concern for controlling costs.
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The Evidence


			Cutler and Meara (1997) find a dramatic change in medical spending over time per-person spending on infants increased by 9.8 percent per year, and per-person spending on the elderly increased by 8.0 percent per year.
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CONTEMPORARY HEALTH CARE SYSTEMS
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A Typology of Contemporary Health Care Systems


			Traditional sickness insurance, as provided in Germany, is fundamentally a private insurance market approach with a state subsidy.


			National health insurance plans like Canada’s involve a national-level single-payer health insurance system.
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A Typology of Contemporary Health Care Systems


			National health services like the United Kingdom’s have the state providing the health care.


			Mixed systems, as seen in the United States, contain elements of both traditional sickness insurance and national health coverage.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Cross-Country Comparisons


			In comparing economic data across countries, the data show that countries vary substantially.


			Many European countries spend larger percentages on inpatient care than does the United States.


			The U.S. pharmaceutical expenditures were among the lowest percentages of spending.
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Cross-Country Comparisons


			Several countries, including Canada with a rate of 5.4, have lower rates of infant mortality than the United States figure of 6.9 deaths per 1,000 live births.


			Several countries also have higher life expectancies at birth.
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Cross-Country Comparisons


			The United States has the largest expenditures per capita ($6,714). It is also the biggest spender as a share of GDP (15.3 percent by OECD figures—16 percent by U.S. estimates).
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Cross-Country Comparisons


			These figures, as well as concerns about access to health care, are the sorts of indicators that have led many to question what Americans are getting for their spending. However, high expenditures may have three meanings:





High average level of services


High resource costs for services


Inefficient provision of services
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NATIONAL HEALTH PROGRAMS: UNITED KINGDOM AND GERMANY
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The United Kingdom: The National Health Service


			Great Britain established its National Health Service (NHS) in 1946 and provides health care to all British residents.


			In addition to the NHS, there is also a private-sector health system. About 10 percent of Britons purchase private health insurance.


			The general practitioner (GP) serves as the gatekeeper to the health care system.
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The United Kingdom: The National Health Service


			GPs are not government employees. Rather, they are self-employed and receive about half their incomes from capitation contracts.


			Though patients have relatively easy access to primary and emergency care, specialty care is rationed through waiting lists and limits on the availability of new technologies.
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A Model of Rationed Health Care and Private Markets
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The United Kingdom: The National Health Service


			Because most health care cannot be bought and resold, other forms of rationing, largely time related, become important. There are many ailments for which the waiting period for treatment by the NHS is months or even years.
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Performance Under the NHS and More Recent Reforms


			On the one hand, a system such as the NHS that depends on queuing in line for access to care often leads participants to postpone or simply not purchase certain services.


			On the other hand, the NHS devotes considerable resources to such high-return services as prenatal and infant care.
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Performance Under the NHS and More Recent Reforms


			In addition, although the United Kingdom has spent considerably less on health care than the United States and many other countries, by most measures of mortality and morbidity the United Kingdom does about as well.
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Performance Under the NHS and More Recent Reforms


			Evidence has shown that upper-class patients have received substantially more care for a given illness than have lower-class patients (Maynard, 1990). Thus, even where access was universal the results were not necessarily equal.
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Performance Under the NHS and More Recent Reforms


			Since 2000, there have been two major problems.





The first has related to capacity constraints—shortages of doctors and nurses, as well as relatively small levels of acute hospital beds.


Second, incentive problems pervaded the system.
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Performance Under the NHS and More Recent Reforms


			The NHS has made major efforts to reduce patient waiting times. The results have been mixed.





As of March 2007, one in eight NHS hospital patients still must wait more than a year for treatment.


The experience of the NHS in the area of cost containment seems clear. Rationed care cuts money costs.
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Germany


			The German health care system is rooted in the programs laid out by Bismarck in 1883 requiring workers in various occupations to enroll in sickness insurance funds.
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Structure of the System


			In the German system, all working persons must have health insurance with costs divided between employer and employee.


			Approximately 87 percent of Germans have social health insurance, 10 percent have private insurance, and the remaining 3 percent are covered by other, sector-specific governmental schemes.
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Structure of the System


			The social insurance component is organized around 240 sickness funds.


			These funds are independent and self-regulating. Contributions toward the sickness funds constitute the major system of financing health care.
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Structure of the System


			The sickness funds pay providers directly for services provided to their members at rates negotiated with individual hospitals. Regional groups of funds negotiate with regional doctors’ and dentists’ associations for payments for ambulatory and dental care.
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Structure of the System


			Each level of government in the German system has specific responsibilities:





The central government passes legislation on policy and jurisdiction.


State governments are responsible for hospital planning, managing state hospitals, and supervising the sickness funds and physician associations.


Local governments manage local hospitals and public health programs.
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Physicians and Hospitals


			Regarding physicians, general practitioners have no formal gatekeeper function.


			Physicians in the outpatient sector are paid by a mixture of fees per time period and per medical procedure.


			Hospitals are mainly nonprofit, both public and private.
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Physicians and Hospitals


			Salaried doctors generally staff the hospitals, irrespective of their (public or private) ownership.


			Senior doctors may also treat privately insured patients on a fee-for-service basis.


			Since 2004, hospitals may also provide certain highly specialized services on an outpatient basis. Inpatient care is reimbursed through a system of diagnosis-related groups (DRG) per admission, currently based on around 1,100 DRG categories.
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The SHI Modernization Act (2003)


			Its stated objectives were to improve the efficiency and quality of health care, and to stabilize SHI contribution rates in order to avoid disincentives for employers to invest in job-creating activities without rationing.
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The SHI Modernization Act (2003)


			The main elements for savings or cost-shifts were:





Exclusion of some benefits, especially over-the-counter drugs.


Restructuring of copayments by (1) introducing new copayments; (2) standardizing copayment levels across sectors; (3) while children under age 18, antenatal care, and preventive services are still exempt from copayments, abolishing the general exemption of poor people
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Main Elements for Cost-Saving


Annual copayments are now limited for every SHI insured to 2 percent of annual gross household income at the (documented) request of the insured; for the chronically ill, the annual financial burden of copayments is limited to 1 percent. Deductions for spouses and children apply.
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Performance


			Despite the frequent calls for reform in Germany, as well as the recurrent complaints that the system is in crisis, the German health system has been relatively successful at controlling costs.


			Although the absolute share of German health care expenditure increased from 9.9 percent in 1996 to 10.9 percent in 2002, the real annual growth rate was lower than most of the other OECD countries.
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Performance


			Busse and Reisberg (2004) and Busse (2008b) identify issues facing the German health care system in the near future.





Cost containment and reimbursement.


The 2007 Competition Strengthening Act.
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THE CANADIAN HEALTH CARE SYSTEM
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Background


			The Canadian system of financing and delivering health care is known as Medicare, not to be confused with the U.S. Medicare program for the elderly.


			In Canada, each of the 10 provinces and 3 territories administers a comprehensive and universal program that is partially supported by grants from the federal government.
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Background


			Coverage must be universal, comprehensive, and portable, meaning that individuals can transfer their coverage to other provinces as they migrate across the country.


			There are no financial barriers to access, and patients have free choice in the selection of providers.
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Background


			Most Canadian physicians are in private practice and have hospital admitting privileges.


			Although traditional remuneration was by fee-for-service, in several provinces a majority of physicians are now remunerated by systems other than fee-for-service, and this trend is accelerating.
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Background


			Hospitals are private not-for-profit institutions, although their budgets are approved and largely funded by the provinces.


			Since 1972, every province and territory has provided universal coverage for hospital and physician care.
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Criteria and Conditions


			Public administration: The administration of the health care insurance plan must be carried out on a nonprofit basis by a public authority.


			Comprehensiveness: All medically necessary services provided by hospitals and doctors must be insured.


			Universality: All insured persons must be entitled to public health insurance coverage on uniform terms and conditions.
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Criteria and Conditions


			Portability: Coverage for insured services must be maintained when an insured person moves or travels within Canada or travels outside the country.


			Accessibility: Reasonable access by insured persons to medically necessary hospital and physician services must be unimpeded by financial or other barriers.
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Key Provisions


			No extra billing by medical practitioners or dentists for insured health services under the terms of the health care insurance plan.


			No user charges for insured health services by hospitals or other providers under the terms of the health care insurance plan.
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Comparative Data – US and Canada


Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Physician Fees and Quantity


			An early study by Fuchs and Hahn (1990) broke down Canadian and U.S. expenditures by specific services and estimated that spending on health care per capita was 38 percent higher in the United States in 1985.


			Overall, fees were 239 percent higher in the United States for 1985.


			The net incomes of U.S. doctors were also substantially higher than were their Canadian counterparts.
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Why Are Fees and Hospital Costs Lower in Canada?


			Newhouse, Anderson, and Roos (1988) found that the cost per casemix adjusted unit was roughly 50 percent higher in the United States.


			In Canada, physicians cannot evade the fee controls by charging extra to patients who can afford it.
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Why Are Fees and Hospital Costs Lower in Canada?


			Hospital costs are similarly regulated in Canada by the provinces through approval of hospital budgets.
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Administrative Costs


			A 2003 article by Woolhandler, Campbell, and Himmelstein compared 1999 Canadian and United States administrative costs and calculated U.S. excess per capita administrative costs of $752, or $209 billion in aggregate. This implied that a single-payer, Canadian-style health system for the United States would save $0.71 out of every $1 of U.S. administrative costs.
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Administrative Costs


			Aaron’s preferred comparison observes that administrative costs in the United States accounted for about 31 percent of total health care spending compared to 16.7 percent in Canada. This 14.3 percentage point differential, if applied to the United States, would save 46.1 percent of U.S. administrative costs (compared to Woolhander et al.’s 71 percent), or $489 per capita. However, even this more conservative calculation pointed to excess spending at that time of $159 billion per year.
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A Comparison


			The foregoing data suggest that the Canadian system is more effective than the U.S. system in several respects.


			Costs are lower, more services are provided, financial barriers do not exist, and health status as measured by mortality rates is superior.


			Canadians have longer life expectancies and lower infant mortality rates than do U.S. residents.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









A Comparison


			Defenders of the U.S. approach claim that the waiting and queues found in Canada would be unacceptable to many U.S. patients.


			There is a greater level of amenities in the United States, and the greater availability of specialized care, together with high-tech medicine, often is viewed as an indicator of superior quality.
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A Comparison


			June and Dave O’Neill (2008) raise three questions regarding American and Canadian differences:





What differences in health status can be attributed to the two systems?


How does access to needed health care resources compare between the two countries?


Is inequality in access to resources different in the two countries?
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A Comparison


			Regarding differences in health status, the authors decompose differences in life expectancy (Canadians live longer) and causes of mortality (Americans are more susceptible to nondisease determinants such as accident and homicide).





Americans tend to have lower birthweight babies (with higher mortality rates), and Americans tend to be more obese.


The authors argue that although healthcare systems can have impacts (including better  prenatal care), important factors such as obesity are far less directly influenced by the type of health care system.
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A Comparison


			With respect to unmet needs, the authors examine difficulty in receiving health care.


			For those with an unmet need the “wait too long/service not available” reason (56.3 percent) dominates among the Canadians who had an unmet need, while for U.S. residents cost (54.7 percent) was the major factor and “waiting too long” (13.2 percent) was relatively minor.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









A Comparison


			Inequality in access relates individuals’ scores on the Health Utility Index to income.


			Comparisons of subjects in the U.S. and Canada showed the relationship of health to income to be roughly similar in the two countries.
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DIFFERENT SYSTEMS: THE PUBLIC’S EVALUATION
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Public Evaluation


			Schoen and colleagues (2007) surveyed citizens of Australia, Canada, Germany, the Netherlands, New Zealand, the United Kingdom, and the United States who had had recent experience with their countries’ health care systems, regarding general satisfaction, access to care, cost of care, and quality of care.
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Public Evaluation


			When asked to rate their country’s care system overall, the majority of the adults (from 58 percent in the Netherlands to 82 percent in the U.S.) in all countries saw room for improvement (either fundamental changes or the need to rebuild completely). Those in Germany (78 percent) and the United States (82 percent) were most negative, and those in the Netherlands least negative.
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Public Evaluation


			U.S. (62 percent) and Australian (59 percent) patients reported the most rapid access (waits for surgery less than one month), with Canada (32 percent) and the United Kingdom (40 percent) having the lowest measures by this criterion.
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Public Evaluation


			Thirty-seven percent of those in the U.S. sample said that they had had some access problems in the previous two years because of cost, compared to 12 percent in Canada and 5 percent in the Netherlands. Thirty percent of U.S. patients spent more than $1,000 out of pocket in the past year; the next highest percentage was 19 for Australia, and in the United Kingdom and the Netherlands, 4 and 5 percent of the populations respectively paid $1,000 or more out of pocket for medical bills.
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DIFFERENCES IN HEALTH CARE SPENDING ACROSS COUNTRIES
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A Model of Health Expenditure Shares


			Defining the share of national income spent on health care as s, we calculate s as the ratio of E to national income, Y, or:





				s = PQ / Y


			where E = PQ
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Health Expenditure Shares


			Rather than looking just at the percentage changes that occur, we try to examine why they occur, for example,





An increase in the price of health care would increase the share if there were no consumer response.


An increase in the number of people in the population who use health care would tend to increase health care expenditures.


An increase in national income, Y, that is unaccompanied by an increase in demand for health care would decrease the share.
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Health Expenditure Shares


			In a follow-up analysis, Anderson and colleagues (2005) revisit the high level of U.S. health expenditures, examining two commonly proposed explanations:





that other countries have constrained the supply of health care resources, particularly for elective services, which has led to waiting lists and lower spending;


the threat of malpractice litigation and the resulting defensive medicine in the United States adds to malpractice premiums and, more importantly, the practice of defensive medicine, hence increasing costs.
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CONCLUSIONS
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Key Concepts


			The United States stands out as the country with the highest expenditures on health care as well as the highest percentage of the GDP devoted to health care.


			Systems that ration their care by government provision or government insurance incur lower per-capita costs.
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Key Concepts


			In the largely private U.S. system, however, waiting times tend to be shorter than in rationed systems.


			Americans have been more dissatisfied with their health system than Canadians or Europeans have been with theirs.
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Key Concepts


			There is a growing agreement that reform of the U.S. health system must address four critical elements:





A health “safety net” for all residents, irrespective of age, health status, or employment status


Mechanisms that promote cost containment


Choice for patients and providers


Ease in administration
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GOALS OF REFORM
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Overview


			There is broad agreement that reform must address four major issues:





A health “safety net” for all residents, irrespective of age, health status, or employment status


Mechanisms that promote cost containment


Choice for patients and providers


Ease in administration
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Basic Issues in Reform


			One fundamental question is service coverage.


			A related issue is whether there will be cost-sharing for covered services and, if so, the extent of it.


			A third major issue is the cost of reform and how it will be funded.


			The most challenging issue is to determine whether health reform will build largely on the existing framework of government programs and private employment-based insurance.
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The Costs of Universal Coverage


			From society’s point of view, the incremental cost of NHI in the United States is the extra total expenditure on health care that would be incurred if we switched to national health insurance.
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Incremental Costs


			The truly incremental costs stem from several sources.





First, the major reason for switching toa NHI plan is to extend coverage to the 46 million uninsured.


Second, the insured population will incur some incremental cost to the extent that an NHIplan provides greater typical coverage than people already choose to buy or have provided to them by other sources.


Third, any tax-supported system of financing care potentially entails a deadweightloss to society.
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ENSURING ACCESS TO CARE
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Employer Versus Individual Mandates


			Under the employer mandate, the employer must procure health insurance for its employees and their dependents.


			Under the individual mandate, all residents are obligated to purchase health insurance for themselves and their families, either from private insurance (individually purchased) or through a group.
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Employer Versus Individual Mandates


			Economists would argue that in either case, the individual will pay the majority of the cost of a mandate.  Employer mandates will ultimately be shifted backwards to individual workers.  Individual mandates are more clearly seen as falling to individuals and their families.
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Separation of Health Insurance from Employment


			In redesigning a health system, a good argument can be made for revising or replacing the prevailing system of employer-provided insurance.


			Health Insurance would no longer be dependent on employment status and coverage would be portable.
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Single Payer Versus Multiple Insurers


			In principle, costs can be reduced by consolidating insurers if there are economies of scale in administration or if gains can be made from pooling those insured.  However, the same administrative technology is available to the private sector, and if further economies were possible, it is likely that surviving private firms would be those who merged to take advantage of the economies, provided the existing firms were not earning monopoly profits.
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Single Payer Versus Multiple Insurers


			However, the single-payer system reduces costs by eliminating the multiple forms and policy rules that face hospitals, clinics, and nursing homes.


			The operation of the government enterprise also raises issues of incentives. Government may fail to reduce costs because it usually lacks the profit incentive and the discipline of market competition.
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Single Payer Versus Multiple Insurers


			A potential benefit of the single-payer system lies with the possibility of common coverage.


			In contrast, the availability of many policies from many companies offers variety, tailoring policies to the individual preferences for cost-sharing features and coverage.
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COMPETITIVE STRATEGIES
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Overview


			The battle is over the superiority of :





 increased government involvement through both expanded regulation and additional government programs to provide or finance health care, or


an increased emphasis on market mechanisms and market forces with corresponding decreases in the use of regulatory instruments.
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Overview


			Proponents of further regulation tend to argue that information imperfections, flawed agency relationships, and other distortions cannot be readily corrected by attempts to promote partial forms of competition.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Overview


			A competitive health care policy is one that relies primarily on financial incentives rather than controls to achieve goals. Those supporting this approach believe that market participants respond to changes in prices in a predictable and substantial way. Supporters of competitive approaches also argue that even imperfections in their strategies are preferable to the distortions caused by imperfect regulation.
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Development of Alternative Delivery Systems


			The dominant competitive strategy, which evolved in the 1970s, has been the promotion of delivery systems that can provide an alternative to traditional fee-for-service with its comprehensive first-dollar insurance coverage.


			The cornerstone of this strategy has been the promotion of health maintenance organizations (HMOs), preferred provider organizations (PPOs), and other forms of managed care.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Consumer-Driven Health Plans and Health Savings Accounts


			In most cases, a CDHP features a high-deductible health plan combined with an Health Reimbursement Arrangement (HRA) or Health Saving Account (HSA).


			The motive for the CDHP is the desire to create highly informed consumers and to give them the incentives and the tools so that they take charge of their health care decisions.
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Evidence on CDHPs and HSAs


			Feldman and colleagues (2007) do not find significant savings for those enrolled in CDHPs.


			Dixon et al. (2008) found that enrollees in the high-deductible CDHP were more likely to cut back on utilization.
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Drawbacks to CDHPs and HSAs


			Healthier individuals are more likely to be attracted to high deductible health plans, leaving sicker higher cost populations to be insured by other plans.


			Patients may have incentive to scrimp on preventive care.


			HSAs are more difficult to administer.
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Drawbacks to CDHPs and HSAs


			A small proportion of individuals with serious chronic and acute conditions account for a large share of annual health care spending. These patients will have exceeded their maximum out-of-pocket requirements and may not have a strong incentive to economize on their use of health care.
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Other Market Reforms


			Two other reforms are important to proponents of market-based solutions:





The first deals with the tax subsidy of employer-provided insurance.


A second important reform under the competitive approach is the elimination of many mandated benefits as a way of increasing the availability of lower-priced insurance policies.
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Representation of the Competitive Approach


			The two broad strategies of the competitive approach are to reduce demand from D1 to D2 and to increase supply from S1 to S2.  Together these can reduce usage and expenditures.
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Government Versus Markets: The Obama and McCain Proposals


			Neither plan proposed during the 2008 campaign promised universal coverage, but the candidates agreed on two principal objectives: reducing the number of uninsured and containing health care costs.
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Obama Plan


			Obama would expand Medicaid eligibility to cover more of the uninsured and mandate coverage for children up to age 25.


			For those that do not qualify for Medicaid or an expanded SCHIP, Obama would create a National Health Insurance Exchange through which the uninsured could purchase a public or private policy that would be subsidized for lower-income individuals and small businesses.
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Obama Plan


			Employers (except for small businesses) would be required either to provide insurance or to pay a percentage of wages into a national fund, that is, “play or pay.”


			Obama would use the government’s monopsony power to negotiate prices with pharmaceutical companies; it would further regulate the insurance industry and eliminate risk-based premiums; and it would require insurance plans to provide a comprehensive level of benefits.
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McCain Plan


			This plan hinged on major tax changes that would treat employer-paid premiums, or a part of these premiums, as taxable income, but it also provided refundable tax credits.


			McCain envisioned the private health care system as one in which employees replace their health fringe benefits with wages, and then purchase insurance or health care that best meets their preferences.
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McCain Plan


			This plan would expand the use of HSAs.
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HEALTH SYSTEM REFORM AND INTERNATIONAL COMPETITIVENESS
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Competitiveness


			Many business leaders believe that the United States is at a competitive disadvantage compared to countries with social insurance programs.


			Economists point out two features of employer-based universal health insurance that contradict such claims:





Health insurance is part of the total labor compensation package, and


the incidence of the implied tax falls primarily on the worker.
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QUALITY OF CARE
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Major Quality Issues


			1. Moral hazard and the overutilization associated with insurance (a theme we have stressed throughout the text).


			2. Applications of cost-effectiveness analyses to distinguish economically efficient from inefficient procedures, technology and levels of care.


			3. The greater use of financial incentives.
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CONCLUSIONS
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Key Concepts


			Cost-containment and reduction or elimination of the number of uninsured are the principal goals of health system reform in the United States.


			Other goals include administrative simplicity and choice for providers and patients.
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Key Concepts


			Improving the quality of care is also emerging as a national priority.


			The most serious obstacle to reform the divide over whether to expand the government’s role through mandates, additional regulations, and tax subsidies or whether to rely increasingly on markets through deregulation and tax changes that neutralize the current bias toward subsidized, employer-based insurance.
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Key Concepts


			Employer mandates do not make firms less competitive internationally, nor will a movement toward a single-payer system funded by government revenues make them more competitive.


			Finally, regardless of the policy direction taken by the United States, the possibility of “government failure” must be recognized.
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AN INTRODUCTION TO BADS
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Economic Reasoning and Bads


			Economic reasoning is helpful for any approach to the analysis of bads, such as cigarette smoking and excessive alcohol consumption.


			Economic models of addiction as well as market failure help determine whether intervention is justified on efficiency grounds.
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Economic Reasoning and Bads


			One economic approach is to assume that there are no grounds to intervene if the consumer chooses rationally and voluntarily, is reasonably informed of the risks, and creates no side effects for others.


			However, because alcohol and cigarette consumption are addictive, the issues of rationality, volition, and information take on closer scrutiny.
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MODELS OF ADDICTION
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Imperfectly Rational Addiction Models


			These models propose that the addict has stable but inconsistent preferences in the short run as opposed to the long run.


			As Schelling (1978) described this person:





Everybody behaves like two people, one who wants clean lungs and long life and another who adores tobacco. . . . The two are in a continual contest for control.
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Myopic Addiction Models


			Nearsightedness about the future harmful effects of the ingested drug provides a variant of the imperfectly rational model.


			Here, the individuals don’t see the facts clearly; they are naïve about the nature of the drug and its side effects.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Rational Addiction


			Becker and Murphy (1988) discarded myopic models and investigated addiction by assuming that people incorporate rationally all information, past, present, and future, into their utility calculations.


			They showed that rationally choosing to ingest an addictive drug was possible under restrictive yet plausible conditions.
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Reinforcement and Tolerance


			Reinforcement means that greater past consumption of addictive goods, such as drugs or cigarettes, increases the desire for present consumption.


			Tolerance occurs if the utility from a given amount of consumption is lower when past consumption is greater.
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Rational Addiction


			The rational addiction theorists have drawn several further implications from their analyses:





Addiction is more likely for people who discount the future heavily, because they pay less attention to the potential adverse consequences.


Addiction is more likely when the effects of past consumption depreciate more rapidly.


Expected rises in future prices will have a dampening effect on current consumption, much like increases in current prices.
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RATIONALES FOR PUBLIC INTERVENTION
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Overview


			Are cigarette smokers well-informed about the risks of smoking so they can make rational choices?


			Lundborg and Lindgren, 2004; and Viscusi, 1995 have challenged the commonwisdom that smokers are ill informed, reporting smokers’ knowledge and responses to risk to be similar to that of nonsmokers.
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Overview


			Economics offers two major tools that may be effective in curbing consumption of a targeted bad: restrictions on advertising and imposition of excise taxes.
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Other Interventions


			Two other potential forms of intervention are prohibitions on the consumption of the product and penalties for consumption or misuse of the product.
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ADVERTISING RESTRICTIONS ON CIGARETTES AND ALCOHOL
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Overview


			At issue is whether advertising can increase the total consumption of bads like cigarettes.
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Theories of Advertising


			There are three main theories of advertising:





advertising alternatively is a form of information, or


a tool for persuasion, or


a complementary good
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Advertising as Information


			Viewed as information, advertising can be seen to lower equilibrium prices, create better access to the market for new entrants, and provide better matches of consumer preferences with feasible consumption bundles.


			Informed consumers find that their dependence on or loyalty to Brand A will be weakened by their improved knowledge of alternatives.
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Advertising as a Barrier to Entry


			Bain (1956) argued that advertising differentiates one brand from another, creating increased brand loyalty.


			By making consumers more resistant to price changes and demand, advertising can result in greater market power and higher equilibrium prices.
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Advertising as a Complementary Good


			Nobel laureate Gary Becker and colleague Kevin Murphy (1993) proposed a theory to account for these competing claims within a single model—one that appeals to an older theory of complements and substitutes.


			Let advertising be considered a good that is a complement to the good advertised.
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The Possible Effects of Brand Switching


			When an imperfectly competitive firm advertises, it potentially improves its demand in part by inducing consumers to switch brands and in part by inducing consumers to consume more of the product in total.


			However, other firms also will advertise for these purposes, and the advertising among the firms may be partially or even totally offsetting.
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Increased Demand or Brand Switching?


			Research tends to find (Gallett, 2003; Baltagi and Levin, 1986) advertising has no significant marginal effect on cigarette demand.


			Lewit, Coate, and Grossman (1981) found that television watching significantly increased the probability that a youth would start smoking.
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Increased Demand or Brand Switching?


			For many years, the single cross-national study of the effect of advertising bans by Hamilton (1975) showed that the bans have no significant effect on cigarette consumption in the country.
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Advertising and Alcohol Consumption


			Although earlier studies reported no effect of advertising on alcohol consumption, Saffer (1991) found that such advertising was a significant factor in drinking.


			Similarly, Saffer and Dave (2003) found such advertising to be especially effective on youthful drinkers
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EXCISE TAXES AND CONSUMPTION OF CIGARETTES AND ALCOHOL
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Overview


			The public commonly believes that taxes on products are always and fully passed on to the consumer, but this is not true.


			By first examining the theory of excise taxation, we learn the importance of the price elasticity of demand and supply in determining the incidence of the tax and the degree to which consumption is reduced.
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The Consumption-Reducing Effects of Excise Taxes in Theory


			Excise taxes will reduce consumption by significantly more if demand is highly price elastic (responsive to price changes) than if demand is price inelastic (unresponsiveness to price changes).
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Excise Taxes and Cigarette Consumption in Practice


			Over the history of the studies of price elasticity of demand for cigarettes, the reported cigarette price elasticities range rather widely, from as low as -0.2 to occasional estimates greater than -1.0.


			Youth tend to be more responsive to price changes.


			Long-run elasticities are larger than short-run elasticities.
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Medical and Social Influences on Smoking


			While health economists often emphasized prices, taxes, and advertising as influences on demand for health bads, there has been a growing interest in medical and social factors.


			Saffer and Dave (2005) find that people with a history of mental illness are much more likely than the average person to consume alcohol (26 percent more likely), cocaine (66 percent more likely) and cigarettes (89 percent more likely).
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Excise Taxes and Alcohol Consumption


			Studies of alcohol consumption, price, and advertising have often focused on youth; these younger age groups exhibit the highest rates of alcohol abuse, such as binge drinking (Cook and Moore, 2000).


			Grossman et al. (1998) find that young adults respond to beer price increases, and the elasticities range from -0.2 to -0.4 in the short run, with long-run elasticities 60 percent higher; other beer elasticity estimates have ranged even higher.
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Illegal Drugs and Prohibition


			Becker, Murphy, and Grossman (2004) ask the question - which is better, criminalization with enforcement or legalization with an optimal excise tax?
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Criminalization or Legalization?


			The authors first make the point that when the consumption demand for the drug is price inelastic, increases in enforcement can cause substantial increases in the money that drug smugglers spend to distribute their product to consumers.
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Criminalization or Legalization?


			Contrast how society seeks to reduce drug use under legalization. The most prominent economic tool of government would be to institute an excise tax on the drug.


			It is well known from the economic theory of externalities and market failures that a properly chosen excise tax can in principle improve social welfare.
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CONCLUSIONS
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Key Concepts


			This chapter examines the economic nature of health bads, and it studies the potential of curbs on advertising and increased excise taxes to reduce the consumption of bads.


			Econometric estimates of the effect of advertising for cigarettes tend to report small and sometimes insignificant elasticities.
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Key Concepts


			Advertising bans entail by definition large reductions in advertising levels; the most recent work reports that bans have some significant effect when studied on an international basis.


			Related studies on alcohol advertising also report statistically significant effects.
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Key Concepts


			Excise taxes, however, appear to be more potent as a means to reduce the consumption of bads.
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Overview


			Analysts have long understood the contact of an infecting agent and a human host as necessary for infection to incur.


			Recently, however, they have come to understand how crucial the behavior of the host is to this process.


			For example, the uninfected person’s demand for prevention may affect choice of geographic location, social milieu, and health information, as well as demand for preventive goods and services.
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CONCEPTS FROM EPIDEMIOLOGY
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Overview


			Analysts describe the magnitude of disease in society in a multitude of ways.





The incidence rate is defined as the number of new cases for a defined population.


The hazard rate, in comparison, is the instantaneous rate of new cases among the uninfected population in a given period.


The fraction of the population that is currently infected is called the prevalence rate.


Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Overview


			Alleviating an epidemic can be achieved either by natural means or by public health measures, such as vaccinations.


			Optimizing the use of vaccinations in a population means expanding vaccinations until marginal benefit equals marginal cost.
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Overview


			This process of vaccination succeeds by bringing immunity to the disease to the greater population.


			Immunity, however, can also be acquired through surviving an episode of the disease.


			For an epidemic to result from the process of infection and contagion, it must also be the case that the rate of new infections among the susceptible population be sufficiently high to overcome the healthful offsetting effects of vaccination, naturally acquired immunity, and other protections.
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Overview


			Though fighting infectious disease without the aid of modern medicine might appear to be a fruitless task, the evidence from medical historians shows that the prevalence of many infectious diseases declined substantially well before the discovery of modern, effective medicines (McKinlay and McKinlay, 1977).
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ECONOMIC EPIDEMIOLOGY
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Rational Epidemics


			What would rational individuals (both those infected and uninfected) do in the face of an epidemic?


			Geoffard and Philipson (1996) incorporate the assumption of rational economic behavior into epidemiological models.
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Rational Epidemics


			Realizing that one’s customary behaviors entail a risk of infection, rational susceptible individuals will demand preventive care to some degree.


			Because preventive care entails costs, they will rationally choose less than the maximal amount of everyone getting preventive care.
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Rational Epidemics


			At the same time, however, individuals may also demand risky experiences. For example, where the disease is transmitted sexually, the individuals’ demand for sexual intimacy becomes a demand for risky experiences, a risk to which the individuals may or may not be fully informed.


			If fully informed, rational people seek to maximize utility, considering both costs and gains; people’s behaviors may still lead to an epidemic.
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The Prevalence Elasticity of Demand for Prevention


			Assume that the susceptible population responds to information regarding an increased prevalence of the disease by demanding more preventive care. Further, define:
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The Prevalence Elasticity of Demand for Prevention


			Philipson (2000) shows theoretically that a sufficiently elastic response (large Ep) leads to a decline in the prevalence rate, thus stemming the progress of the epidemic.
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How Do Susceptible People Respond?


			Data for a measles epidemic were examined in two studies (Philipson, 1996; Goldstein et al., 1996). Both studies found evidence of a significant prevalence elasticity of demand for prevention.


			Researchers found the same sort of demand behavior in a cross-state study of AIDS (Ahituv, Hotz, and Philipson, 1996).
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Rational Epidemics


			Does this imply that we need not worry about rampant epidemics, such as the case of AIDS?





First, in some cases, the model predicts that an epidemic will continue to grow if there is no intervention.


Second, the hoped-for behaviors can go awry.


Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









The Economic Consequences of Epidemics


			An epidemic is potentially costly in several ways.





Persons contracting the illness face direct costs, as do those who have as yet avoided it.


Second, diseases potentially interact with the production of goods and service as well as the growth of the economy and its income per capita.
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The Economic Consequences of Epidemics


			If an epidemic comes, then what is its true cost to society?





The orthodox approach is to estimate the cost of illness (COI) as the product of the prevalence times the cost per illness.


Philipson (1995) shows that this approach neglects the cost of disease-avoidance behaviors.
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The Economic Consequences of Epidemics


			The analysis of the relationships of epidemic illness to poverty, growth in GDP, and income per capita can be illustrated dramatically with the experience of AIDS in Africa. It is clear from available data of world experience that countries with lower income per capita experience greater HIV infection prevalence.
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The Economic Consequences of Epidemics


			Poverty cuts two ways.





The poor may be less well informed about the dangers of HIV infection and how to avoid it.


Also, when AIDS occurs, the poor experience a much greater proportional burden in caring for the ill person (Bloom and Sevilla, 2002).
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THE DIFFICULTY OF ERADICATING DISEASES
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Overview


			The excitement following the first report of the world eradication of smallpox was tempered by reports of the difficulty of achieving the same for other infectious diseases. Of about 40 vaccines available, only smallpox can claim this much success.
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Information


			Controlling epidemics, such as AIDS, requires screening, tracing of partners, and education about the nature and transmission of the disease.


			The problem is one of incomplete information.


			The transmission of information can require clashes of cultures, a medical culture, for example, based more or less on scientific practices and a population culture, based on different and even questionable modes of choosing behaviors.
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The Role of Government in Battling Epidemics


			The standard economic analysis proposes that collective action, generally involvement by government, may be justified when there is market failure or when issues of equity arise.
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The Role of Government in Battling Epidemics


			Rationales of these kinds reasonably arise in the case of many epidemic diseases.





First, where immunity to the disease can be obtained through vaccination or other means, and where the disease is contagious.


Second, the optimality observed in models of competitive markets requires that information be adequate and symmetrically available to the market participants.
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The Role of Government in Battling Epidemics - continued


Third, an equity case could be made for some epidemic diseases.


Fourth, Hilsenrath (1999) argues that the role of government in monitoring and controlling the overall economy forms an analogy to a potential role for government in epidemics like AIDS.


Fifth, health economists have pointed out the market failures entailed in the provision of charity.
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CASE STUDY HIV/AIDS IN AFRICA
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Overview


			The term AIDS (auto-immune deficiency syndrome) first appeared in the Morbidity and Mortality Weekly Report (MMWR) of the Centers for Disease Control (CDC) in 1982 to describe “a disease, at least moderately predictive of a defect in cell-mediated immunity, occurring with no known cause for diminished resistance to that disease.”
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Overview


			By the end of 2006, more than 980,000 cumulative cases of AIDS had been reported in the United States.
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Estimated Numbers of AIDS Diagnoses, Deaths, and Persons Living with AIDS, 2002–2006
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Overview


			Globally, HIV/AIDS is a pandemic, especially in developing countries.


			The current estimate of the number of cases of HIV infection worldwide is 33.2 million, with over 24.9 million found in Africa and another 5.1 million in Asia.


			Of the worldwide cases, approximately half are women.





Copyright © 2010 Pearson Education, Inc. 


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc. 
Publishing as Prentice Hall









Overview


			Many of the economic theories just described take on a great reality in the context of the current African AIDS epidemic.


			Drugs and drug cocktails that stem the progress of the disease now exist.


			Human behavioral change, which might follow substantial improvements in the transmission of information, offers hope as well.
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Costs of AIDS in Forgone Productivity
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			Country			Life Exp. with HIV/Aids			Life Exp. Without HIV/AIDS			Dif.			% Dec. in Labor Force			Pop. Age 15-64(000)			Ann. Loss in $ x 1,000 @ $1/hr.


			Botswana			50			68			18			34.0%			1,095			278,922


			Lesotho			42			65			23			46.0%			1,260			434,630


			Malawi			48			64			16			32.7%			6,965			1,705,793


			Mozambique			42			55			13			32.5%			10,979			2,676,163


			Namibia			52			70			18			32.7%			1,219			299,130


			S. Africa			50			67			17			32.7%			31,475			7,717,507


			Swaziland			40			65			25			50.0%			636			238,476


			Zambia			42			56			14			34.1%			5,961			1,526,556


			Zimbabwe			43			66			23			45.1%			6,045			2,044,644
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Fighting AIDS


			Economic analysis can help to identify the reasons why halting this epidemic will benefit from strong responses from the private, the nonprofit, and the public sectors of these economies.


			But it especially explains why private and voluntary market interactions may not stop AIDS in Africa, and why it has often made things much worse.
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Fighting AIDS


			Sexual practices that were common and acceptable in the culture became deadly with the introduction of the AIDS virus.


			Similarly, common economic practices, such as traveling long distances to look for work or as a part of one’s work, became ready means for the virus to travel.
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Fighting AIDS


			A two-pronged attack on the problem can bring substantial success.





The use of antiretroviral treatment is showing great promise.


Information forms the other major branch in the attack on AIDS in Africa. Low-cost prophylactic measures were not commonly used when the epidemic hit, nor were the causes of the epidemic widely known or understood.
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Economic Theory and African Reality


			Two strands of health economic theory bear most critically on the African experience.





The first among these must be the role of information.


Secondly, the concept of prevalence elasticity of demand for preventive goods and services may also be very important in Africa.


Third, African culture is often not hospitable to Western medical treatments and practices.
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CONCLUSIONS
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Key Concepts


			Economic theory helps inform epidemiological theory by developing the dynamic role of the elasticity of the demand for preventive care as it responds to a growing prevalence of the disease.


			Epidemics have economic consequences most often found in the reduction of the growth rate of GDP, especially through the loss of manpower and the diversion of economic activity away from more productive efforts.
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Key Concepts


			Information theory plays a critical role in epidemics in that the nature of the disease in scientific terms must become clear in order for the demand for prevention to overcome the progress of the disease.


			The chief technology is the vaccine.
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Key Concepts


			Africa provides a sobering case study on the effects of the AIDS epidemic.


			Issues of information and the need to induce prevention responses among susceptible people are foci of attention, as is the treatment of AIDS sufferers.


			Changes in personal behaviors, such as the use of condoms, can involve small capital costs but have substantial effects.
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Cumulative

2002 2003 2004 2005 2006 1981-2006
AIDS diagncses 33132 38538 37,726 36552 36828  0R2498
Deaths of persons with ADS 16,943 16,690 16395 16268 14016 545,805
Persons living with AIDS. 350419 372,067 393508 413882 436,603 NA

'NA. not applicable (the values given for cach year are cumulative). Based on da forthe 50 tates and
the Distict of Columbia.

Source: www.cde. govMiviesources/factsheets/us. him, accessed July 12, 2008,
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Chapter Outline


			What is Health Economics?


			The Relevance of Health Economics


			Economic Methods and Examples of Analysis


			Does Economics Apply to Health and Health Care?


			Is Health Care Different?


			Conclusions
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WHAT IS HEALTH ECONOMICS?
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Who are the Health Economists?


			96% hold academic doctorate degrees, nearly ¾ in economics


			64% work in a university setting, 15% for nonprofit organizations and 12% for government, mainly federal


			Only 24% of health economists hold appointments in economics departments, 26% in schools of public health, 18% in schools of medicine
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What do Health Economists do?


			50% study the behavior of individuals


			34% study the behavior of firms


			50% study government policies


			48% study health insurance


			50% study outcomes research


			31% study other issues





Copyright © 2010 Pearson Education, Inc.


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc.
Publishing as Prentice Hall








THE RELEVANCE OF HEALTH ECONOMICS








Copyright © 2010 Pearson Education, Inc.


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc.
Publishing as Prentice Hall








U.S. Health Expenditure Shares, 1960 - 2007
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Source: Centers for Medicare and Medicaid Services
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Health Expenditures as Percent of GDP in Selected OECD Countries (1990 – most recent year)
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Source:  Organization for Economic Cooperation and Development Health Care Data, June 2008.


			Country			1990			2000			2006 (or most recent year)


			Austria			8.4			9.9			10.1


			Belgium			7.2			8.6			10.4


			France			8.4			9.6			11.1


			Germany			8.3			10.3			10.6


			Portugal			5.9			8.8			10.2


			Switzerland			8.2			10.3			11.3


			United States			11.9			13.2			15.3
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Total Consumption Expenditures in $ Billions, by Type, 2007
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Source: U.S. Department of Commerce, Bureau of Economic Analysis


			Personal consumption expenditures			9,710.20			100


			Medical Care			1,681.10			17.3


			Physicians			387.50			4


			Dentists			95.8			1.00


			Other professional services			261.5			2.7


			Hospitals and nursing homes			783.1			8.1


			Health insurance			153.2			1.6


			Hospitals and nursing homes			783.1			8.1


			Health insurance			153.2			1.6
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Persons Employed at Health Services Sites: 2006
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Source: U.S. Department of Health and Human Services, Health United States, 2007, Table 105.


			Category			Employment (in thousands)


			All Employed Civilians			144,247


			At Health Services Sites			14,352


			Hospitals			5,712


			Offices and clinics of Physicians			1,785


			Nursing care facilities			1,007


			Home health care services			928


			Outpatient care centers			919


			Offices and clinics of dentists			852


			All other sites			3,149
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Active Health Personnel and Number per 100,000 Population (in Parentheses)
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Source: U.S. Department of Health and Human Services, Health United States, Various Years.


			Occupation			1970 Total			1980 Total			1990 Total			2000 Total			2005 Total


			Physicians			334,028 (164)			467,679 (206)			615,421 (247)			813,770 (289)			902,053(305)


			Licensed Practical and Vocational Nurses			—			—			—			679,470 (241)			710,020 (240)


			Registered Nurses			750,000 (369)			1,272,900 (562)			1,789,600 (720)			2,189,670 (778)			2,368,070 (800)


			Pharmacists			112,750 (55)			142,780 (63)			161,900 (65)			212,660 (76)			229,740 (78)


			U.S. Population			203,302,031			226,542,199			248,709,873			281,421,906			295,895,897
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National Health Expenditures and Other Data for Selected Years
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			Price Indices


			Year			NHE			% Growth in NHE			GDP			NHE per capita			NHE % GDP			CPI			Hospital and Related Services			Physician Services


			1960			27.5			526			148			5.2			29.6			21.9


			1970			74.9			10.5			1,039			356			7.2			38.9			34.5


			1980			253.4			13			2,790			1,100			9.1			82.6			69.2			76.5


			1990			714			10.9			5,803			2,813			12.3			130.5			178			160.8


			2000			1,353.60			7			9,817			4,790			13.8			172.7			317.3			244.7


			2005			1,980.60			6.8			12,422			6,687			15.9			194.9			439.9			287.5


			2006			2,112.70			6.7			13,178			7,062			16			202.9			468.1			291.9


			2007			2,241.20			6.1			13,808			7,421			16.2			207.7
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ECONOMIC METHODS AND EXAMPLES OF ANALYSIS
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Features of Economic Analysis


			Scarcity of societal resources


			Assumption of rational decision making


			Concept of marginal analysis


			Use of economic models
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Friedman and Kuznets Study


			Some of the earliest work in health economics addressed several of these issues. Milton Friedman and Simon Kuznets, both later Nobel laureates, studied the so-called physician shortage of the 1930s. They discovered that although physicians earned 32 percent per year more than dentists, their training costs were 17 percent higher. The remaining difference was still large, however, and Friedman and Kuznets (1945) attributed part of the higher returns on investment enjoyed by physicians to barriers to entry into the medical profession. 





Copyright © 2010 Pearson Education, Inc.


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc.
Publishing as Prentice Hall








DOES ECONOMICS APPLY TO HEALTH CARE?
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Does Price Matter?


			The curves shown are similar to an economist’s demand curve in that it shows people consuming more care as the care becomes less costly to the consumer in terms of dollars paid out-of-pocket. More importantly, the curve demonstrates that economic incentives do matter.  Those facing higher prices demand less care.
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Is Health Care Different?


			Presence and Extent of Uncertainty


			Prominence of Insurance


			Problems of Information


			Large Role of Nonprofit Firms


			Restrictions on Competition


			Role of Equity and Need


			Government Subsidies and Public Provision
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CONCLUSIONS
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Key Concepts


			The greatest strengths of economics and economists are a framework of systematic theory, an array of concepts and questions that are particularly relevant to the choices facing policy makers, and skill in drawing inferences from imperfect data. Economists’ framework of systematic theory facilitates the transfer of knowledge drawn from other fields of study to the health field.  








Copyright © 2010 Pearson Education, Inc.


Publishing as Prentice Hall


*





Copyright © 2010 Pearson Education, Inc.
Publishing as Prentice Hall








Key Concepts


			Health economists have also inherited from economics a set of concepts and questions that have proven to be particularly relevant to the policy problems that have emerged in health during the past three decades. Scarcity, substitution, incentives, marginal analysis, and the like were ‘‘just what the doctor ordered,” although in many cases the ‘‘patient’’ found the medicine bitter and failed to follow the prescribed advice. (Fuchs, 2000, p. 148)
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