‘Hcf itage ‘Foundat:oq- o

No.g»g The Heritage Foundation 214 Massachusetts Avenue N.E.  Washington, D.C. 20002-4999  (202) 546-4400

March 8, 1993

WHY GLOBAL BUDGETS AND PRICE CONTROLS
WILL NOT CURB HEALTH COSTS

It is our pleasure, therefore, that those prices, which the concise
items in the following list indicate, be held in attention throughout
our whole domain, in such a way that all men understand that
freedom to exceed them is removed.

-Roman Emperor Gaius Aurelius Valerius Diocletian
(Edict of 301 A.D. fixing maximum prices and wages)

P = Z ( Pl(T)X(ZJ )”

Carter Administration Council on Wage and Price Stabil-
ity, Fact Book: Wage and Price Standards, October 31,
1978. (How to figure company-wide average price in any
quarter.)

“Payment = ((RVUws X GPClwa} + {RVUpes X
GPCliped} + {RVUms x GPClima}) x CF”*

Federal Register, “Medicare Program; Fee Schedule for Phy-
sicians; Proposed Rule," June 5, 1991, (How the federal gov-
ernment now calculates physician fees under Medicare.)

Those who cannot remember the past are condemned to repeat it.

George Santayana
(1863-1952)

Note: Nothing written here is to be construed as necessarily reflecting the views of The Heritage Foundation or as an attempt
to aid or hinder the passage of any bill before Congress.



INTRODUCTION

Members of Congress should recall the firestorm of protest that followed the imposition of
higher taxes on the elderly in the Medicare Catastrophic Act of 1988 to gauge the likely pub-
lic reaction to a policy that would explicitly deny medical services to Americans, or reduce
the quantity or quality of those services. For that would be the result of imposing government-
dictated national budgets, known as “global budgets,” and price controls on the United States
health system, moves now being contemplated by the Clinton Administration and many in
Congress.

Some lawmakers believe government-imposed national health budgets would lead to a
more careful allocation of medical resources, reducing costs and improving efficiency. But
the real effect has been bluntly but accurately summed up by Stanford University Professor
Alain Enthoven as more similar to “bombing from 35,000 feet, where you don’t see the faces
of the people you kill.”!

For over four thousand years, rulers and peoples of every time, place, and culture have at-
tempted to repeal the laws of economics by legislating price controls. Sometimes price con-
trols were imposed on entire economies, while at other times only on certain goods or ser-
vices such as food, housing, or medical care. Yet in every instance, the imposition of price
controls produced harmful results. In some cases, the human suffering caused by a price con-
trol experiment was mild or short-lived. Lawmakers need look no further than the 1970s to
see the failure of President Nixon’s wage and price controls and the gas lines created by price
controls on oil. In other cases, price controls inﬂictgd such colossal damage on the economy
that they profoundly changed the course of history.

Price controls would not work in health care because they attack the symptoms of runaway
costs, not the cause. Medical costs today are soaring because consumers are largely insulated
from them by the illusion that employers pay for their health insurance coverage, and because
the tax system discourages consumers from seeking good value for money in health care. This
situation leads to calls for price controls on visible out-of-pocket medical costs, such as outpa-
tient pharmaceuticals, and on insurance premiums, while more rapidly rising medical costs go
unnoticed by most Americans who do not pay them directly.

1

2

Enthoven, one of the architects of the managed competition approach to health care reform, made the comment during a
recent conference on health care reform, as reported in Health News Daily, January 11, 1993, p. 2.

Having completely undermined their national economies through long-standing price controls, when Soviet and East
European communist leaders attempted reform, the entire social and economic structure quickly collapsed beneath them.
Yet the contribution of price controls to the collapse of communism, and the resulting dramatic shift in the course of
history, is not unprecedented. For example, the decline and collapse of ancient Egyptian civilization in the third century
B.C. also resulted in large measure from the prolonged imposition of price controls. For a fascinating, detailed historical
examination of price controls, see Forty Centuries of Wage and Price Controls: How Not To Fight Inflation, by Robert
L. Schuettinger and Eamonn F. Butler, The Heritage Foundation, 1979. Some of the most notable historical examples of
price control regimes include the Babylonian experiment in the 21st century B.C., ordained by the Code of Hammurabi,
the Roman emperor Diocletian’s comprehensive wage and price control regime (301 A.D.), and the experience of Nazi
Germany, 1933 to 1945.



A fixed “global” budget also would attack the symptom, not the cause. Further, the interna-
tional experience shows that enforcing a tight budget not only produces unwelcome results
and inefficiency, but also would require the kind of tough rationing decisions few lawmakers
seem prepared to make.

Price controls not only do not work, but international and U.S. experience shows they pro-
duce severe side effects that would be unacceptable to the vast majority of Americans, includ-
ing:

¢ Price controls lead to shortages of the goods or services subject to control
which, in turn, results in waiting lists for the limited supply.

Example: At any given time, approximately 1 million Britons and 250,000 Cana-
dians are waiting months or even years for needed tests and operations
because their governments limit the funding of hospitals through global bud-
gets.

¢ Price controls benefit well-connected and richer consumers at the expense of
others.

Example: When Robert Bourassa, the Premier of Quebec, needed treatment for
potentially fatal skin cancer, he crossed into the U.S. and obtained treatment
at his own expense at the National Cancer Institute in Bethesda, Maryland.

¢ Price controls encourage black markets and bribery.

Example: In Japan, patients seeking quicker and better quality care can expect to
pay bribes of between $1,000 and $3,000 to obtain treatment from a senior
specialist in a university hospital.

Congress should resist the idea of imposing price controls on the health care industry as a
solution to the soaring cost of medical care. Inevitably, such a remedy will end in failure or
create more problems than it solves. Lawmakers should carefully examine the substantial, ac-
cumulated evidence of historical experience with the failures of price controls. If they are as
wise as their predecessors in the Continental Congress, who passed a resolution against price
controls in 1778, today’s Congressmen will also conclude that price controls are a dangerous
mistake. “If they do not, they will yet again condemn America to repeat the errors of the past.

3 Ibid., pp 41-42. After Washington's army nearly starved to death at Valley Forge during the winter of 1777-1778, largely
as a result of Pennsylvania’s price controls on goods needed by the military, the Continental Congress &:izzw:24 in June of
1778 a resolution which read in part: :

"Whereas...it hath been found by experience that limitations upon the prices of commodities are not onily ineffectual for
the purposes proposed, but likewise productive of very evil consequences to the great detriment of the public service and
grievous oppression of individuals...resolved, that it be recommended to the several states to repeal or suspend all laws
or resolutions within the said states respectively limiting, regulating or restraining the Price of any Article, Manufacture
or Commodity.”




WHAT ARE PRICE CONTROLS?

Price controls are government restrictions on prices. Usually these take the form of ceilings
that stipulate the legal maximum price a producer can charge for a particular good or service.
Governments impose such controls normally in an attempt to stop a rapid rise in the cost of a
good or service during a shortage, in an attempt to benefit a favored constituency, or in an at-
tempt to hold down a general increase in inflation. Usually controls are applied to specific
goods and services such as on oil during the Arab oil embargo of 1973-1974. But price con-
trols can also be imposed on an economy-wide basis, as they were in 1971 during the Nixon
Administration, in an attempt to moderate general inflation.

Government officials often cling to dubious economic theories to justify price controls. But
in reality, governments impose price controls either to compensate for the adverse conse-
quences of their own policies or in response to pressure from a segment of the population that
is angry about the rising cost of a good or service.

Economy-wide price controls, for instance, are an attempt to compensate for the harmful ef-
fects of the government’s own inflationary monetary policy.” As such, they have at best a
temporary impact—if any-—on general inflation. Only dealing with the root monetary policy
causes of inflation ever produces a real impact.

In cases where governments impose price controls only on certain goods or services, the
motive normally is to provide benefits to a favored constituency.

But selective price controls usually end up harming the very constituency the politicians
are trying to help. For example, long-standing rent controls destroy incentives to build and
maintain low-income housing, resulting in lgss housing for the poor—the very ones who
were supposed to benefit from the controls.

In the case of health care, calls for price controls are seen as fulfilling both purposes. Most
policy makers who favor health care price controls view them as a way to curb rapid medical
inflation. But most of the blame for that same inflation can be traced directly to previous gov-
ernment health care policies that they support or maintain. Health care price controls also are
attractive to Members of Congress because they provide a benefit (cheaper medical care) to a
favored constituency (health care consumers) at the expense of less favored constituencies
(doctors, hospitals, pharmaceutical manufacturers, and insurance companies). This is why
some Members of Congress are so.quick to blame the health care industry for escalating medi-

4  History contains many examples of economy-wide inflation sparked by a government devaluing the currency by printing
or minting too much money too quickly. Usually governments turn to such inflationary practices as an alternative to
raising taxes to finance large expenditures on wars, political constituencies, public works, or the rulers themselves. The
Roman Empire, for example, spent lavishly on all these categories — spending which it tried to finance by repeatedly
debasing the Imperial coinage. Diocletian and other Roman Emperors then attempted periodically to tame the resulting
inflation by imposing prices controls, all to no avail.

§ For example, the governments of some Third World countries impose price controls on farmers to win favor among the
urban population by providing them cheap food. Ironically, the effect of such a policy is to reduce farm income and drive
farmers off the land and into poverty in the cities—where at least they can get cheap food! Of course, fewer farmers
means less food and thus increasing discontent among the now growing urban population.

6 Fora good analysis of the adverse effects of rent controls on housing markets and the poor, sce William Tucker, the
Excluded Americans: Homelessness and Housing Policies (Washington, D.C.: Regnery Gateway, 1990).



cal costs, when in fact it is largely government laws, regulations, and policies that are respon-
sible.

WHY THE PRICE OF MEDICAL CARE IS RISING

To understand why health care price controls will not work, and are likely to make matters
worse, it is necessary to understand why the cost of medical care is rising in the first place.

Under normal market conditions, when supply exceeds demand, prices drop until equilib-
rium is restored. Economists call the price at which supply and demand are in balance, or
equilibrium, the “market clearing price.” Conversely, when demand exceeds supply, the oppo-
site occurs. Prices rise, stimulating producers to meet the demand. Once supply and demand
are matched, prices stabilize.

Some analysts note that this fundamental law of economics does not seem to apply to the
health care market. They observe that in health care, supply, demand, and price are all increas-
ing. This leads some policy makers to conclude that health care markets do not function ac-
cording to the normal 1z« »f supply and demand. Following this logic, they argue that the
only way to prevent he e costs from escalating is by restraining demand, supply, and
prices through governme::: :zgulation.

THE “FREE GOOD” ILLUSION

Policy makers favoring such regulation recognize that consumer demand for health care ser-
vices is politically and technically the most difficult element of the equation to regulate. There-
fore, these policy makers are more inclined to advocate imposing controls on medical prices
and on the supply of health care personnel, facilities, and technology. The idea is to simply,
and forcibly, ratchet down the prices consumers pay and—if necessary to keep total costs
down—the supply of services.

What is invariably missing from this analysis, however, is an accurate understanding of
why health car= markets seem to behave differently from other markets. The real reason is not
¢ tz:lure,” but rather the huge distortions in health care financing incentives cre-

ated by gov t policy. Having misdiagnosed the underlying cause of the problem, policy
makers favor:s price regulation therefore propose remedies which only will make the prob-
lem worse.

Rising American health care prices are not the result of free market forces. The reason:
there is no “free market” in health care. In a normal market, consumers would buy medical
care and health insurance directly and consider the relative costs and benefits in making their
purchases, as they do, say, in buying automobiles or houses. In other words, consumers would
seck the best value for money in medical care and health insurance. Health care providers and
insurers would then compete to satisfy consumer demand by adjusting the price and quality of
their goods and services to provide consumers with the best value for their money. Govern-
ment’s role would largely be limited to providing the disadvantaged with subsidies to help
them buy needed medical care and health insurance at market prices.

The problem is that health care markets are dysfunctional, both in the U.S. and abroad, be-
cause they have been disrupted by unwise government policies. The biggest disruption occurs
when governments make medical services “free,” or artificially inexpensive, to consumers at
the point of service. This policy generally characterizes national health insurance systems. In




Britain, for example, this is accomplished by the government operating a single, nationalized
system of health insurance which pays health care providers directly. In Canada, most of the
funding and administration is carried out at the local (provincial) level, under uniform guide-
lines established by the national government. In still other cases, such as Germany, the gov-
ernment compels citizens to purchase health insurance from regulated quasi-private plans.

What these systems have in common is that they all divorce the payment for health care
(taxes or contributions) from the consumption of medical services. This leaves consumers
with little or no basis on which to compare the quantity, quality, cost, or value of the services
they obtain. Consequently, consumers view health care as a “free good” and have a natural in-
centive to demand more of it. At the same time, providers are freed from the economic discipl-
ine imposed by consumers seeking the best value for money in a normal market. Hence, pro-
viders have every incentive to offer an ever-increasing quantity of goods and services, of ever-
increasing sophistication, at ever-increasing prices. Invariably that leaves government facing
high demand for “free” services and overstretched budgets trying to accommodate the real
cost of care.

The U.S. government has also adopted these mistaken policies. Today, 44 percent of all
U.S. health care expenditures are directly paid for by government programs, and delivered to
the public free of charge or at artificially low prices. They include: the federal Medicare pro-
gram for the elderly, health care scrvices for veterans through the Department of Veterans Af-
fairs and the joint federal/state Medicaid program for the poor, as well as a number of smaller
federal and state health programs. All these programs are subject to heavy demand and severe
budget problems.

HOW TAX POLICY UNDERMINES THE HEALTH MARKET

In much of the rest of the U.S. health care system the market is distorted in another way.
This is the private health care sector serving most working Americans. In this sector, medical
care is paid for mainly by widespread, tax-supported, employer-sponsored health insurance
for workers and their dependents. Workers often have little or no control over the cost or cov-
erage of their employer-sponsored insurance. And even though such benefits are part of a
worker’s compensation package, employees tend to view their insurance and the medical care
it funds as paid for by their employer. Consequently, they have little direct incentive to con-
sider the relative prices and benefits of medical treatments—something they do every day
when buying other goods and services in the rest of the economy. Furthermore, federal tax
policy provides workers with substantial tax relief on the money effectively taken from their
wages by employers to pay for employer-sponsored insurance. But the government gives little
or no tax relief for health insurance purchased outside the work place or for medical care paid
for other than through employer-sponsored insurance. As a result of these tax policies, work-
ers have few realistic alternatives to employer-sponsored plans, which effectively resemble
miniature national health insurance systems. Thus consumers are largely insulated from the
costs of the medical goods and services they consume, while doctors, hospitals, and insurers
are largely insulated from normal consumer pressure on providers to boost quality while trim-
ming costs and prices.7 It is this “breakdown” in the market, due to government policy, that
triggers demands to control medical care prices directly.

7  For amore complete explanation of perverse incentives in the health care system see Stuart M. Butler, "A Policy



Ultimate Irony. Perhaps the ultimate irony is that these perverse incentives, which now
lead to demands for price controls, themselves stem from government price controls imposed
fifty years ago. When the federal government imposed comprehensive wage and price con-
trols during World War II, employers responded by offering workers increased compensation
in the form of non-cash benefits, such as health insurance, to evade wage controls and attract
scarce labor. These benefits were further encouraged because the federal government did not
tax the value of those non-cash benefits as income to the workers. Following the war, the con-
trols were removed but the health benefits and tax breaks remained.

Thus was born, not by any gr.::: design but rather as a side effect of price controls,
America’s unique system of hexvily tax-favored, employer-sponsored health insurance. Half a
century later, the perverse incentives for both consumers and providers inherent in this system
continue to generate escalating health care costs and declining access to care.

WHY PHARMACEUTICALS ARE TARGET NUMBER ONE

fP;lno{Jheér i;only his that oneksecitor Pharmaceutical Expenditures as a
of the U.5. health care market less Percentage of Total Health Expenditures

distorted by government health in Twenty-Three OECD Countries, 1988
care financing policies, and there-

fore functioning more like a nor- .
mal market, is also a sector that is
a prime target for price control-
lers. That sector is outpatient pre- 18.8 (EC)
scription drugs. Medicare does 18.2 (EC)
not cover outpatient pharmaceuti-
cals, and most employer-spon-
sored insurance plans either do
not cover them or cover only part
of their cost. Thus, Americans are
more aware of the cost of pharra-
ceuticals, and so are easily led 1
believe that increasing prescrip-
tion drug prices are a leading
cause of health care cost escala-
tion. In fact. the opposite is true.

Outpati=::: prescription drugs ac-
count for oniy 8.3 percent of total
U.S. health spending. Further- Norway 5.3
more, the share of national health Souroe: *OECD Heslth Systems: Facts and Trends." OECD, forthcorning:
spending devoted to pharmaceuti- I TwentyFour Countios+ chieber, Poullr and Greenmd péat
cals in eight developed countries Affairs. Fell, 1991.

Maker’s Guide to the Health Care Crisis, Part I: The Debate Over Reform," Heritage Foundation Talking Points,
February 12, 1992, and Edmund F. Haislmaier, "Why America’s Health System Is in Trouble," in Stuart M. Butler and
Edmund F, Haislmaier, eds., A National Health System for America (Washington, D.C.: The Heritage Foundation, 1989).



is more than twice the U.S. figure.
Indeed, the U.S. percentage is the Per Capita Spending on Pharmaceuticals

third lowest among 23 developed in Twenty-One OECD Countries, 1988
nations. Only Sweden and Norway

spend proportionately less, and |
Australia spends the same share as France $492 (EC, G7)
the U.S. Ironically, Japan, Canada, .

and eleven of the twelve nations of
the European Community (EC) all
have some type of pharmaceutical
price controls, yet spend propor-
tionately more than the U.S. on
drugs. In the one EC country with- Britain
out price controls, Denmark,
spending on pharmaceuticals ac-
counts for only 9.3 percent of na-
tional health spending—a share
that is lower than any of the other
eleven EC nations. Indeed, among
the 23 developed nations only the
U.S., Australia, Sweden, and Nor-
way spend proportionately less on
pharmaceuticals than Denmark.

Even when drug spending is mea- Portugal 88 (EC)
sured on an annual per-capita * Calculated Using OECD Pharmaceutical Purchasing Power Parities.
Yy

. . Source: "OECD Health Systems: Facts and Trends,* OECD, forthcoming;
basis (adjusted for currency pur- and OECD Health Data, 1991, as reported in: *Health Care Systems

chasing power differences), the in Tvyemy-Four Countries,* Schieber, Poullier and Greenwald, Health
U.S., at $182 per person, falls Aol Fal, 1991,

below the $218 average for the 21

industrialized nations for which data are available, and well below some other major nations.
For example, the U.S. spends less on drugs not only in percentage terms but also in per-capita
terms than any of the other six nations which comprise the “Group of Seven” (G7) with the
world’s biggest economies.

But the key political fact is that Americans pay for most prescription drugs out-of-pocket.
Thus drug treatment for an ailment may be far less expensive than surgery, but cost much
more as far as the patient concerned. For example, it may cost a patient $500 a year in drugs
to treat an ulcer, while ulcer surgery can cost $7,000 or more (with far more risk to the pa-
tient). Similarly, a $1,000 a year drug treatment for heart disease compares quite favorable to
the alternative of $30,000 or more for heart surgery. The problem, of course, is that because
of the peculiarities of the America’s health care financing system, the choice to the patient is
between paying a great deal out-of-pocket with after-tax dollars for a drug therapy, or paying
very little directly for much more expensive surgery covered by their tax-free employer-pro-
vided insurance or a government program. Thus while patients may still choose the drug treat-
ment because it is more effective or less risky, they are likely to complain loudly about its
high cost (to them, directly) and blame the drug manufacturer for rising health care costs,
when in fact the opposite is the case.

332 (67)

New Zealand

St 2
Finland 158




THE UNINTENDED SIDE EFFECTS OF PRICE CONTROLS

Because the problems of today’s U.S. health care system result from policies that distort the
health care market and introduce perverse incentives for consumers and providers, trying to
suppress costs with price controls only tackles the symptoms, not the root cause. Like clamp-
ing down the lid of a pot of boiling water in an effort to stop it from boiling—rather than turn-
ing dogwn the heat—price controls ultimately are ineffective and often produce even greater
harm.

Price controls inevitably lead to serious side effects that compound the original problems
they were intended to solve. This has been the case in every part of the economy in which
they have been applied, in the U.S. or in other countries.

Some Members of Congress and officials in the Clinton Administration want price controls
imposed on the health care system, with the aim of keeping total U.S. health spending within
a national—or “global”—budget. These policy makers would be wise to examine the side ef-
fects that accompany price controls in the economy. As a later section of this Backgrounder
shows, health care is not exempt from these effects. Indeed, if price controls were to be im-
posed on the U.S. health care system, not only would they fail, but they would undermine seri-
ously the quality and availability of medical care.

Among the side effects generally associated with price controls:

Side Effect #1: Price ceilings result in shortages of the goods or services subject
to control.

History shows that shortages vccur after government mandates lower prices. Perhaps the
clearest and most frequent examples found throughout history are the food shortages which
quickly follow the imposition of price controls on farm products. Unable to obtain a reason-
able price for their goods, farmers simply withhold their existing produce from the market
and cut future production. The same is true of other commodities. For example, price controls
on oil and natural gas during the 1970s led producers to cut production, resulting in an energy
shortage or “crisis.” As later sections of this study will show, when the controlled price of a
medical service is below the market clearing price, patients demand more than doctors and
hospitals are willing or able to supply.

A classic example of price controls making a bad situation much worse occured in 1584-85, when Spanish forces under
the Duke of Parma besieged the port city of Antwerp on land and gradually blockaded it from the sea as well. As food
became scarce, the city fathers imposed price controls. While food was plentiful elsewhere, and merchants could have
delivered vast quantities of supplies before the Spanish tightened their blockade, relief never came. The reason:
Antwerp’s price controls meant that merchants would get only the same price for their goods in Antwerp as they would
get for selling them elsewhere at a much lower cost and risk. Naturally, the merchants sold elsewhere. At the same
time, the artificially low prices set by the government discouraged the citizens from limiting their consumption of
scarce foodstuffs. The result: The popuizt:cx: continued to eat heartily as if there was no shortage until the food ran out
and they were forced to surrender. In the words of one historian, "the city, by its own stupidity, blockaded itself, far
more effectively than the Duke of Parma could have done.” Schuettinger and Butler, op. cit., pp. 33.




Side Effect #2: Price ceilings lead to reductions in the quality of the goods
or services subject to control.

Since imposing a cap on the price of a service does not change the cost structure of provid-
ers, one common side effect of price controls is that providers cut quality, and hence cost, to
maintain their income. This is a common response to price controls by manufacturing indus-
tries, and, for example, was a widespread result of price controls in the U.S. and Canada dur-
ing World War IL.”

The deterioration of rental housing subject to rent control is also a classic example of this
phenomenon.w The reason is that when landlords are prohibited from charging a true market
price for their units, the only way to keep from losing money under rent controls is to reduce
their costs. One of the few ways to reduce housing costs is to lower the amount of money
spent on upkeep and maintenance. The response of tenants, of course, is to approve of low
rental prices while condemning landlords for cutting maintenance.

As indicated later, the same phenomenon occurs in medical care. In countries with a price-
controlled health system, such as Britain, the system remains popular despite offering poor
quality service. Typically, citizens express the view that “the care may not be great, but at
least it’s free,” and complain that not enough is spent on the system.

Side Effect #3: Price ceilings divert economic activity and investment from
heavily controlled sectors into less controlled, or uncontrolled,
sectors.

Price controls on oil and natural gas dramatically reduced the amount of money spent
searching for new energy sources. The money did not disappear; it was invested in other areas
of the economy. Similarly, as later sections of this Backgrounder will show, government-im-
posed price controls prevent doctors, hospitals, research organizations, and pharmaceutical
companies from realizing a competitive return on certain types of investments. That distorts
investment, leading to medical investments determined by bureaucratic regulation rather than
potential value to society.

Side Effect #4: Price controls benefit well-connected and richer consumers
at the expense of others.

When prices are controlled, those with good contacts or plenty of money receive a larger
slice of a smaller pie. When gasoline price controls were in effect, friends of the gas station
owner received a full tank despite the shortages. In rent-controlled New York, the rich simply
pay “under the table” to obtain an apartment, while the less affluent wait or move into shoddy
‘buildings.

The same holds true of health care. Canadian and British politicians—and their friends—
receive good care, as do the affluent. The others have to compete for what is left.

9 Ibid.,pp.81-84.
10 Ibid., pp. 85-90.
11 The wealthy and well-connected can also go elsewhere to obtain medical care. For example, in 1990 when Robert
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Side Effect #5: Price controls encourage black markets.

A typical consequence of price controls is the evolution of black markets for controlled
goods and services. Many buyers and sellers will simply make mutually beneficial transac-
tions regardless of legal prohibitions. The back streets of price-controlled Eastern Europe
thrived for decades with sales of black market goods.

Black market prices are almost always above true market prices, since sellers incur greater
costs and risks in producing the product and finding customers. This would especially be true
of medical services, where the demand is intense for cures or treatments to preserve life or in-
crease the quality of life. Moreover, doctors prepared to circumvent the law would want to be
compensated for their added costs and risks.

Side Effect #6: The longer price controls are in effect, the more serious the
shortages of goods and services become and the more
painful the adjustment process back to market prices.

Long-term imposition of price controls causes deep distortions in an economy. Much of the
problem today in former communist nations is in making the transition from controlled to
market prices. One reason policy makers often give for not removing long-standing price con-
trols is that removing the controls will cause prices to soar immediately, while it will take
time for supply to grow to meet pent-up demand and bring prices down again. Consequently,
any period of adjustment following decontrol will have high transitional costs, leading to pub-
lic anger, which politicians fear. This is exactly the situation found today in the former com-
munist countries of Eastern Europe. But the alternative of continued controls would only per-
petuate a failed system. The real lesson is that price controls should be avoided in the first
place.

Side Effect #7: Price controls lead to costly and unpopular methods of
allocating goods and services, such as queuing, rationing,
and bribes.

Since price controls create shortages, there has to be an alternative way of allocating the
quantity of the product being supplied among consumers. Unfortunately there are no good re-
placements for market prices. One traditional method is simply forcing citizens to wait in line.
But queuing, whether for bread in the old Soviet Union or gas lines in America during the
1970s, is widely recognized as a waste of human resources. Every man-hour spent waiting in
a line is time unavailable for more productive or enjoyable activities.

Explicit rationing is another common response to price controls. Rationing eliminatse lines
by giving consumers a legal claim to a set amount of the controlled good or service. In theory,
the amount of claims distributed matches the limited quantity which will be produced at the
control price. Rationing, however, is beset by many flaws, including the inevitable inability of
government planners to judge what level of output will occur at any given fixed price. Even

Bourassa, the Premier of Quebec, needed treatment for melanoma, he obtained it at his own expense in the U.S. See
Nancy Wood, "Missing, But Not Forgotten,” McLean’s, December 10, 1990, p. 14.
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$0, the government has to set forth a regulatory standard as to who will, or will not, get the
claims. In the case of health care, the State of Oregon in 1992 proposed precisely that: setting
up a list of the medical treatments it will and will not fund in its Medicaid program—thus ef-
fectively determining who would and who would not be eligible for treatment. Waiting lists,
of course, characterize the national health insurance systems of Great Britain, Canada, and
Sweden, among others.

Side Effect #8: Price controls reduce the penalties for discrimination by sellers.

In a free market, sellers who try to favor one group and discriminate against another penal-
ize themselves by avoiding possible business. A landlord who does not rent to blacks, for in-
stance, or a car dealer who ignores female potential customers will pay a price in lost income.
But with heavy demand and shortages of supply induced by price controls, discrimination im-
poses no costs on the seller.

In the health care field, this problem becomes acute. If a doctor harbors certain prejudices,
say, against AIDS patients or the poor, then the doctor can choose not to supply the same
level of limited services to those he or she dislikes. Since shortages created by price controls
mean the doctor is assured of being able to find enough patients to justify the maximum fund-
ing he or she is allocated by the government, there is no loss of income to punish discrimina-
tory behavior. The government’s likely response: more laws, more regulations, and more offi-
cials to enforce them. ‘

Side Effect #9: Price controls reward those sellers who “game” the system,
and penalize those who do not.

Any seller willing to evade price controls, such as by offering goods and services under the
table for a premium, or by offering only the goods and services that provide the best return,
can maintain or even increase his income under price controls. Those sellers who obey the
rules strictly, by contrast, invariably see their incomes fall.

The same is true in medical care. When controls are placed on fees for certain procedures,
as they are in Medicare and in many other countries, doctors who simply increase their vol-
ume by providing unnecessary tests and treatments maintain their income. Those doctors who
continue to practice as they did before controls—doing only what is medically necessary—
see their incomes fall.

THE DISMAL RECORD OF GLOBAL BUDGETS FOR HEALTH CARE

Despite the sorry history of price controls, President Bill Clinton, along with many congres-
sional liberals, advocates extensive federal price controls in health care. Clinton has proposed
a regime of price controls within government-imposed “global budgets” for all U.S. health
spending, both public and private.

The claim is that this policy would directly attack escalating health care costs by setting a
fixed limit on total health spending, and then use various price controls to keep spending
within the official budget. Proposals of this kind usually would establish several layers of
fixed budgets, with a national budget divided into state and local budgets, and ultimately into
fixed budgets imposed on individual hospitals, clinics, and other health care facilities. Some

_proposals also call for separate fixed budgets for pharmaceuticals and medical equipment.
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Global Budgets in Britain and Canada

The British government has operated its National Health Service, (NHS) on the principle of
fixed budgets and price controls for over four decades. But recent British reforms have lifted
these restrictions on some doctors and hospitals in an effort to make the system more respon-
sive to patients.

Global budgets can, if rigorously enforced, constrain health care spending simply by deny-
ing funds to the medical industry. The problem is that they do nothing to restrain consumer de-
mand-—since patients view medical care as a free good, resulting in virtually unlimited con-
sumer demand. The result is the classic first effect of price controls: the creation of shortages
(Side Effect #1). These shortages are expressed primarily in the form of waiting lists for medi-
cal care (Side Effect #7). According to official government figures, almost 1 million Britons
(the equ uivalent of 5 million Americans) are on a waiting lists for medical care at any given
time. “ Independent experts estimate that the real figure may be as much 200,000 greater than
the official figure.

Such experiences are not unique to Britair;.. #“or example, the fixed-budget Swedish health
system also experiences persistent waiting lis:: /Side Effect #7). A recent independent survey
estimates that 250,000 Canadians (the equivaicnt of 2.5 million Americans) at any given time
are kept waiting for medical care in a system that is frequently touted by some Members of
Congress as a model for the U.S. to emulate.'® In these and other systems, it is not uncom-
mon for patients to wait months or even years for treatments such as cataract operations, hip
replacements, tonsillectomies, gallbladder surgery, hysterectomies, heart operations, and
major oral surgery.

A Great Success? Not Quite.Just how persistent these shortages can be is seen from the re-
cent attempt of the British government to reduce NHS waiting lists. In the spring of 1991, the
British government set as a goal the elimination of waits of more than two years by the spring
of 1992. In April 1992, the government announced that the number of patients waiting two
years or more for treatment had indeed been cut from 50,000 patients to 1,67} ::stients and
ziix of over two years had been completely eliminated in 153 of 186 disirict health au-
ities. William Waldegrave, Britain’s Health Minister at the time, termed this “an outstand-
ing success” and recalled that in 1986 the figure had stood at over 90, 000.!

Critics charged that the reduction in waits of over two years merely had come at the ex-
pense of an increase in waits of between one and two years. The waiting lists, in other words,
had not so much been cut as rearranged. In July 1992, the annual survey of the National Asso-
ciation of Health Authorities and Trusts lent support to claims by both the government and its
critics. It reported that the two-year waiting list had indeed been reduced by 97 percent, and
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The figure reported in April of 1992 was 925,663. See: David Fletcher, "Hospitals’ Two-Year Waiting List Slashed
From 50,000 to 1,600," Daily Telegraph (L.ondon), April 3, 1992,

Michael A. Walker, Joanna Miyake, Steven Globerman, and Loma Hoye, "Waiting Your Turn; Hospital Waiting Lists in
Canada," Fraser Forum (The Fraser Institute, Vancouver, B.C.), February 1992,

David Fletcher, "Hospitals’ Two-Year Waiting List Slashed from 50,000 to 1,600," Daily Telegraph (London), April 3,
1992, An English school teacher of the author’s acquaintance told ki she spent nine years waiting to have her wisdom
teeth extracted under the NHS. She spent four and a half years on iting list while attending college. Following
graduation, she found employment in another part of the country wi:r« she spent another four and a half years on
another wating list before the operation was performed.
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that the number of patients waiting between one and two years had also been cut by 40 per-
cent. But the overall reduction in the waiting lists was only 3 percent, and the number of pa-
tients waiting six months or less had actually grown by 10 percent over the previous year. The
survey attributed most of the success in reducing waiting times to the government’s increas-
ing the NHS budget by 13 percent in 1991—hardly an example of health care spending re-
straint.}

Not surprisingly, given this sorry record, a growing number of Britons are turning to the pri-
vate health care market. While this is a positive development, it is, of course, also a classic ex-
ample of economic activity flowing from controlled to uncontrolled sectors (Side Effect #3).
Today, approximately 6.6 million Britons—including middle-income and even unionized
workers—are covered by private health insurance, and even more do not bother to buy pri-
vate health insurance but simply pay cash for operations in private hospitals rather than wait
for treatment under the NHS.

Canadian Experience. Shortages produced by global budgets in the Canadian health sys-
tem are less severe that those found in Britain. But Canada’s track record in controlling health
care costs with budget limits also is much less impressive.

Unlike Britain, the Canadian federal government does not impose a national health budget
on the provincial governments, who are responsible for most of the financing and virtually all
of the management of the system. But in recent years, the Canadian federal government has
tried to keep its spending down by steadily reducing the size of its contribution to provincial
health plans, from the original 50 percent to less than 38 percent today.

Until recently, Canada’s provincial governments also have been rather lax in enforcing
global budgets on hospitals. The result: Canadian health spending, when measured as a per-
cent of GNP or in per capita terms, is the second highest in the world after the U.S. Further-
more, the rate of growth in Canadian health spending during the last two decades has been vir-
tually identical to the U.S. growth rate.!

Provincial governments are well aware of these budget realities, and are now stricter in en-
forcing global budgets on their hospitals. The results are quite predictable, given the long his-
tory of price controls. In addition to growing waiting lists (Side Effect #7), there have been
cutbacks in services as hospitals eliminate beds, temporarily shut down departments, and peri-
odically lay off staff to meet their budgets (Side Effects #1, #2, and #6 )

Closer examination of the Canadian system, moreover, reveals some puzzling statistics.
While Canada has only a 5.2 percent higher rate of hospital admissions than in the U.S., Cana-
dian hospitals have 29 percent more beds per 1,000 population than their American counter-
parts; a 27 percent higher bed occupancy rate; a 52 percent longer average length of stay rate;

15 David Fletcher, "NHS Treats Record Number of Patients: Two-Year Waiting List Almost Eliminated," Daily Telegraph
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The average annual rates of real (inflation adjusted) per capita health spending for the period 1967 to 1987 are 4.38
percent per year for the U.S., versus 4.58 percent per year for Canada. Edward Neuschler, "Canadian Health Care: The
Implications of Public Health Insurance,” The Health Insurance Association of America (Washington, D.C.), June 1990,
pp. 39-40.

For a detailed discussion and recent examples of these reductions in hospital services in Canada, see Edmund F.
Haislmaier, "Problems in Paradise: Canadians Complain About Their Health Care System," Heritage Foundation
Backgrounder No. 883, February 19, 1992,
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and 63 percent more patient days per 1,000 population.lSAn obvious question arises: Just
what are all these Canadians doing in hospitals? The answer lies in the perverse effects of
global budgets on Canada’s hospitals.

Consider the incentives. For an administrator of a private American or British hospital, the
incentive system is clear. The more patients he treats, the more revenue his hospital receives.
But those paying the bills, whether patients or insurance companies, want the hospital to treat
patients quickly and effectively, and then discharge them to recuperate in a less costly setting.
These conflicting incentives encourage the administrator to make his hospital a more efficient
treatment center, with shorter patient stays and a high turnover rate.

But imagine the incentives driving the behavior of an administrator of a Canadian or British
NHS hospital. His budget is fixed by the government. Treating more patients will not bring in
any more revenue. Instead, it will simply eat up his budget. Furthermore, treating patients
with costly illnesses will consume his budget even faster. He certainly will not look compe-
tent if he uses up his entire budget before the end of the year. On the other hand, if he does
not treat many patients, he will not use up his budget—but he will not look competent either.
How does he respond to this very different set of incentives?

The answer is that the administrator tends to avoid admitting many patients who are costly
to treat (Side Effect #8), but keeps recuperating patients, whose costs are lower and more pre-
dictable, in the hospital longer. As one Canadian doctor puts it, “The best way to stretch a
fixed hospital budget is by keeping sick people out and healthy people in.” This is wiy hospi-
tal stays are longer in Canada and Britain than in the U.S. and why Canadian and British hos-
pitals tend to have a higher proportion of older patients needing less acute care services.

Such practices inevitably produce both full hospitals and waiting lists for major medical
care (Side Effect #7). Indeed, the practice of lengthening patient stays is so common in Can-
ada that Canadians have dubbed long-stay patients “bed-blockers,” meaning they are blocking
someone else’s access to & hospita} bed.

THE EFFECTS OF GOVERNMENT FEE SCHEDULES
FOR DOCTORS AND HOSPITALS

The purest form of health care price controls are government-imposed fee schedules on doc-
tors and hospitals. The U.S. already has considerable experience with this approach in the fed-
eral Medicare program and the joint federal/state Medicaid program. Members of Congress
should ponder the hard lessons of this experience, together with the dismal record of medical
price controls in other countries.

The U.S. Experience

Medicare and Medicaid, created in 1965, initially paid hospitals on a “cost plus™ basis—
meaning the government paid the cost of treating a patient, plus a fixed amount or percentage.
Both federal programs also paid doctors according to a system of Customary Prevailing and
Reasonable (CPR) or Usual Customary and Reasonable (UCR) charges. This meant doctors

18 Neuschler, op. cit., pp. 18-19,
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were paid basically whatever they charged for treating Medicare or Medicaid patients, pro-
vided the amounts were comparable to what they charged other patients and to what other doc-
tors in their area charged for the same services.

This open-ended reimbursemen: policy was, of course, an open invitation to runaway spend-
ing. And by 1970, only five years after the two programs were created, spending on them was
outstripping all previous official government projections, with even worse to come. ~ By
19835, the cost, in constant dollars, of Medicaid was three times what it had been in 1970 and
the cost of Medicare almost quadrupled during the same period.

In an attempt to control costs, Congress in the 1970s began to enact various restrictions on
the rates paid by Medicare to doctors and hospitals, while state legislatures imposed similar
limits on their Medicaid programs.

The first comprehensive price control measure was a new system for paying hospitals under
Medicare called the Prospective Payment System (PPS), which took effect in 1983, Under
PPS, Medicare established a fixed schedule of fees that it pays hospitals based on the classifi-
cation of each patient’s illness into one of 487 Diagnosis-Related Groups (DRGs). Separate
DRG rates apply for different geographic areas, and the rates are adjusted annually to account
for changes in a variety of factors which affect the cost of operating a hospital.

Congress enacted a second, and even more sweeping, reform of Medicare’s physician pay-
ment system in 1989. The new price control structure is called the Resource-Based Relative
Value Scale (RBRVS), and is being phased in over the 1992-1996 period. The RBRVS is cou-
pled with controls on the volume of physician services in the Medicare system, plus a limit on
the practice of “balanced billing,” under which the doctor can charge a patient over and above
the Medicare-approved fee.

The RBRVS is based on a complex, theoretical calculation of the supposedly objective
value of a doctor’s work, including the time and other resources required to produce a medi-
cal service, adjusted for differences in geography, practice costs, specialty training, and as-
sumptions about the relative value of different treatment styles. It is applied to approximately
7,000 “procedure codes” for specific treatments performed by over 500,000 doctors. The re-
sult is a ranking of the “relative value” of each of those medical treatments, multiplied by a
fixed dollar amount to yield a set of payment rates. This fixed dollar amount, or “conversion
factor,” is to be adjusted annually by Medicare to reﬂgct changes in inflation, the number of
beneficiaries, medical technology, and other factors.2

19 Medicare Part A (Hospital Care) was originally projected to cost: $2.9 billion in 1970, $5.5 billion in 1980, and $9.1
billion in 1990. The actual costs were: $4.9 billion in 1970, $24.3 billion in 1980, and $66.7 billion in 1990. See Robert
J. Myers and Charles B. Baughman, "History of Cost Estimates for Hospital Insurance,” U.S. Department of Health,
Education and Welfare, Social Security Administration, Office of the Actuary, Actuarial Study No. 61, December 1966,
p. 48; and Committee on Ways and Means, U.S. House of Representatives, "Background Material and Data on Programs
Within the Jurisdiction of the Committee on Ways and Means,” May 15, 1992, pp. 188-189.

20 The formula for making these calculations is: “Payment = [{RVUw; x GPCIwa} + {RVUpes x GPCIpea} + {RVUm;s x
GPClIm,}] x CF” For a complete description and analysis of the RBRVS system, see Robert E. Moffit, "Comparable
Worth for Doctors: A Severe Case of Government Malpractice,” Heritage Foundation Backgrounder No. 855,
September 23, 1991.

16



Congress recog-
nized that one effect
of controlling the
fees of doctors would
be that many would
simply increase the
volume of services to
maintain their total in-
come (Side Effects #2
and #9). So another
feature of the 1989
system is Medicare
Volume Performance
Standards (MVPS). If
spending in one year
exceeds the targeted
amount, then the con-
version factor for the
following year is re-
duced, thus generat-
ing an aggregate cut
in Medicare payment
rates to doctors.

Far from being a
success, these Medi-
care reforms and re-
lated price controls
imposed by states on
their Medicaid pro-
grams have created

Doctors: To Calculate the Impact of
Medicare Payment Reform on Your Practice,
Follow These 11 Simple Steps

Find Total 1991 Medicare Revenues
o From billing records, determine your 1991 Medicare service volume by CPT code.

a Multiply volume for each code allowed amount if participating or limiting charge if not.
If not participating, figure the proportion of claims on which you accepted assignment
for each service and adjust charges accordingly.

0 Add up charges for each code to anive at fotal 1991 medicare billing.
o Subtract uncollected Medicare bills from total to artive at total revenues.
Estimate 1992 Billing Mix

6 Dalete from 1991 Medicare volume figures ali vislts and consultations coded 90000
to 90699 and 90750 to 90764. Bring forward 1991 volume for all other codes 1o serve
as 1992 estimates.

O Using the new code definitions for evaluation and management services (those
numbering 99201 to 99275 in the 1992 CPT manual), track volume of visit and
consultation codes for Medicare patients. Two weeks should be enough to get
an idea of you new visit code volume, but you may want to track volume longer
to teach a more accurate estimate.

wo-week volume for each new code by 26 (52 weeks divided by 2) to
1992 annual volume estimate for evaluation and management services.
Adjus for anticipated seasonal volume changes, if any.

Estimate 1992 Medicare Revenues
0 Muttiply 1992 volume estimates for all codes by new allowed charges If participating
and new limiting changes If not participating. if not participating. figure proportion of
1991 volume by code accepted on assignment and reduce billing estimate accordingly.
€ Add up billing estimate for each code to anive at total 1992 estimate.

@ Figure proportion of 1991 uncollectad Medicare bilis 1o fotal 1991 Medicate bills.
Subtract same proportion from 1992 billing estimate to arrive at 1992 revenue estimate.

The Bottom Line

@ subtract 1991 revenues from estimated 1992 revenues.

Source: Howard Larkin, *Gauging the Impact of RBRVS: Complex Task involves Learning Details of System,*
American Medical News, December 23/30, 1891,

numerous problems. The overwhelming task of central planning required to administer such a
complex price control regime has resulted in planners at the Health Care Financing Adminis-
tration (HCFA), the agency that runs Medicare, getting a lot of the “values” of medical ser-
vices “wrong.” In many instances, the initial reimbursements, based on the federal
government’s calculations of the “value” of medical services were plainly absurd, such as
HCFA’s June 5, 1991, de%elrmination that 50 minutes worth of psychotherapy was equal to
draining a finger abscess.”” A more recent anomaly is that when total reimbursements are ad-
justed for differences in the number of hours worked by doctors in different specialties, der-
matologsts will be paid an effective hourly rate 15 percent higher than that for neurosur-
geons.”” In fact, the task of trying to set realistic price controls is so complex and self-defeat-

21 Ibid.,p. 12,

22 ] amespV, Maloney, Jr., "Commentary: The Resource-Based Relative Value Scale,” Journal of the American Medical
Association,Vol. 268, No. 23 (Tiscember 16, 1992), pp. 3363-3365. While neurosurgeon are still paid at higher rates per
procedure and still earn higher incomes than dermatologists, because they work much longer hours their effective hourly
rate is projected to be lower.
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ing that HCFA officials cannot even comply with the information-gathering necessary to meet
congressional standards for fee-setting now set in law.

As difficult as it has been for HCFA to develop and implement this complex price control
system, it has been a nightmare for physicians to even understand it, let along comply with it.
The accompanying chart outlines the steps that each doctor must go through to calculate the
expected change in his or her income resulting from the new Medicare payment system.

The Side Effects of Price Controls

Beyond enormous internal problems of administration and management, the Medicare fee
system is generating the typical economic consequences of any price control regime. For ex-
ample, doctors and hospitals have compensated for government-imposed fee controls in Medi-
care by increasing their unregulated charges to privately insured patients (Side Effect #3).
This “cost shifting” has brought understandable howls of complaint from private insurers and
businesses who fund and administer most of the U.S. private health system. In response, con-
gressional advocates of price controls now argue that government should try to stop this cost
shifting by requiring private insurers to also adopt Medicare’s fixed rates. Representative Dan
Rostenkowski, the Illinois Democrat, for instance, last year introduced a bill (HLR. 3205) to
do precisely that, and extend the complex and cumbersome Medicare price-fixing scheme to
the entire private health care economy.

Doctors and hospitals are responding to Medicare’s price controls with other stratagems
well known to historians of the failure of price controls. One of the more common practices is
“unbundling”—that is, dividing a course of treatment into discrete elements and charging sep-
arately for each item and service to obtain a greater total reimbursement. Another is called
“upcoding”—meaning that in situations where the patient’s illness might fall under one or
more treatment categories, the doctor simply bills Medicare for the category that pays the
highest fee.

Indeed, a whole private sector consulting industry has sprung up selling conferences, manu-
als, and computer software designed to help doctors and hospitals outmaneuver price controls
(Side Effect #9). For example, a brochure for the 1993 edition of one such product for hospital
officials claims that, “...the DRG Working Guidebook helps you check whether cases are
being assigned to the correct and highest-paying DRG allowed.” In similar fashion, a direct
mail solicitation for the 1993 edition of another handbook and companion software is head-
lined, “Get every Medicare dollar you’re entitled to under the new RBRVS payment system.”

23 Moffit, op. cit.

24 Tronically, one of the reasons Congress imposed price controls on doctors and outpatient treatments in the 1989 Omnibus
Reconciliation Act was because of cost shifting within Medicare. As former HHS Chief of Staff Thomas Burke noted at
that time, "From 1981 to 1987, costs per outpatient visit increased 88 percent and the number of outpatient visits per
1,000 persons covered increase 26 percent. Inpatient days for this same period fell 26 percent, whereas the cost per
inpatient case rose 77 percent. Outpatient costs can now range up to 80 to 90 percent of inpatient costs. Twenty percent
of hospital revenues now come from outpatient care. What this seems to indicate is that, as the Medicare program has
ratcheted down on inpatient Part A costs, physicians have been quick to move workloads to an outpatient setting where
they can still be reimbursed on a cost basis." Thomas R. Burke, "A Proposal to Provide and Improve Access to
Affordable and Accessible Health Care to All Americans," Testimony before the U.S. Bipartisan Commission on
Comprehensive Health Care, October 24, 1989, p. 4.
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Yet another common response of doctors and hospitals to price controls is to increase the
volume «f services they provide to compensate for income lost to price reductions. This “gam-
ing” of the system includes such things as shortening the time of each office visit, but increas-
ing their number, and ordering unnecessary tests and treatments (Side Effect #9). The new
RBRVS rates include downward adjustments of fees to compensate for the expected cost of
the anticipated increases in volume. But the effect of this will be that doctors who are adept at
gaming will maintain their income, while other doctors will see their fees and income steadily
fall. Over time, as Medicare fees are cut and tighter controls are placed on the volume of
Medicare services, the results will be declining quality and providers exiting the market (Side
Effects #2 and #1). The ultimate victim of course, will not be the physician but the patient.

This has already happened in some states which severely restrict Medicaid payment rates.
Many doctors now simply refuse to see Medicaid patients, or have moved away from areas
with a high concentration of Medicaid beneficiaries. At the same time some other doctors
maintain a profitable practice seeing only Medicaid patients, running what are derisively
called “Medicaid Mills.” These doctors see each patient for five minutes, prescribe a few sim-
ple tests and drugs, and then bill Medicaid separately for each item. Thus, Medicaid’s price
controls simultaneously produce shortages (Side Effect #1), discrimination against patients
(Side Effect #8), and a declining quality of medical service (Side Effect #2). The federal gov-
ernment could, of course, make matters worse simply by restricting the volume of medical ser-
vice to the indigent, as Oregon already has proposed at the state level (Side Effect #7).

THE CANADIAN EXPERIENCE

In Canada, the provincial health plan is the “single payer” for physician and hospital ser-
vices. Each provincial plan reimburses doctors in its province on a fee-for-service basis ac-
cording to a fixed schedule of fees periodically negotiated with the provincial medical associa-
tion, a system very similar to Medicare’s new RBRVS system. As a condition for receiving re-
imbursement from the provincial plan, doctors are forbidden by law from accepting payment,
in whole or in part, from patients or private insurers.

Naturally, Canada has experienced a significant rise in the volume of health care treatments
because the Canadian provinces have tried to control health spending by restricting doctors’
fees. According to one analyst, between 1971 and 1985, “the increase in the level of U.S. phy-
sician fees exceeded general inflation by 22.3 percent, in sharp contrast to Canadian physician
fees which fell 18 percent behind inflation.” But during the same period, “per capita utiliza-
tion of physician services grew much more rapidly in Canada—67.8 percent, compared to
49.4 percent in the United States. Perhaps more significantly, utilization per physician over
the sam§ 5period rose a total of 25.1 percent in Canada, but only 7.0 percent in the United
States.’ ‘

Another analyst found that, “Provincial attempts to control health budgets by restricting
doctors’ fees have failed. From 1972 to 1984, the provinces cut fees by 18 percens in
terms, but by an amazing coincidence, doctors’ total billing claims rose by 17 per:
larly, when Quebec froze doctors’ fees in the early 1970s, and their real-dollar vaize <
9 percent from 1972 to 1976, doctors increased their billings by almost the same amount, 8.3

25 Neuschler, op. cit., pp. 30, 32.
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percent. Alberta froze medical fees in 1984, but doctors upped their gross incomes that year
by more than 12 percent.”26

Some Canadian provinces have responded to these price control evasions by doctors with
yet another layer of restrictions. Since the mid-1970s, Quebec has set limits on the total bill-
ings individual physicians can charge to its plan each calendar quarter. If a doctor exceeds the
cap, the province reimburses billings above the cap at only 25 percent of the already low fee
schedule, virtually guaranteeing that doctors will lose money on each additional service they
provide. In 1991 the provinces of Ontario and Newfoundland adopted similar measures, and
other provinces are considering them as well. But, two weeks after Ontario’s government
reached agreement with the Ontario Medical Association (OMA) on the new billing limits, a
Canadian Press Association story reported that, “A U.S. company’s job fair to lure Canadian
doctors south drew a flgod of Toronto physicians who say they can’t afford to practice medi-
cine here any more....”

Thus Canadian price controls on doctors, in spite of their poor track record of controlling
health spending, have succeeded in creating shortages (Side Effect #1) as doctors limit their
services to stay within budget caps, leave Canada altogether (Side Effect #3), or refuse to prac-
tice in less attractive, usually rural, areas (Side Effect #8).

THE JAPANESE EXPERIENCE

Unlike the Canadian system, in which provincial governments are the single payers for
health care services, in Japan only 37 percent of the population is covered by the locally ad-
ministered National Health Insurance system. The other 63 percent are covered by one of al-
most 1,900 employment-based health plans. These plans are regulated by the government as
quasi-public entities, offering essentially the same comprehensive set of benefits, and are re-
quired to pay providers according to a uniform fee schedule established by the national gov-
ernment.

Some American advocates of price controls see imposing such a Japanese-style uniform na-
tional fee schedule on both the public and private sectors, as a way to control U.S. health care
spending. They believe it would lead to less disruption of the present system than would result
from adopting the Canadian approach of total government funding.

But a recent review of the Japanese health system by Professor Naoki Ikegami of Keio Uni-
versziéy, notes some of the negative effects of Japan’s government-enforced uniform fee sched-
ule.”” One of these is that Japanese doctors, like their colleagues in the U.S. and Canada who
are subject to price controls, typically respond by increasing the volume of services. Accord-
ing to Ikegami, “In outpatient care, a clinic physician sees an average of 49 patients per day;
13 percent see more than a hundred.” % of course, such a case load can only be sustained by

26
27

29

Milton Terris, "Lessons from Canada’s Health Program," Technology Review, February/March 1990, p. 31.
Canadian Press Service, "Flood of Canadian Doctors Turn Out for U.S. Job Fair,"” The Evening Telegram (St. John’s
Newfoundland), May 23, 1991.

Tkegami, a psychiatrist, is a professor of health and public service management at Keio University and a professor of
hospital and medical administration at Keio’s School of Medicine. Naoki Ikegami, "Japanese Health Care: Low Cost
Through Regulated Fees,” Health Affairs Fall 1991.

Ibid., p. 103,
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drastically reducing the time spent per patient visit, and thus sharply reducing the quality of
service provided per visit.

Ikegami notes that, “While patients have ready access to care, consultation times are short,
and patients end up paying repeat visits to the clinics.”>" Data from a recent survey of the liv-
ing conditions of the elderly in five nations confirm this. The survey found that during a six-
month period, the average number of physician visits per senior citizen was 3.6 in the U.S.
compared with an astounding 17.3 in Japan, while the average length of visits was 30 minutes
in the U.S. compared with just 12 minutes in Japan.”" Thus, as price controls have reduced
quality (Side Effect #2} Japanese doctors and patients have responded in a classic fashion.
They have created a new market clearing price (equal to the controlled price) at which they
buy and sell an inferior quality preduct (short visits).

For Japanese consumers (patients) to obtain the product they desire (adequate physician ser-
vices), they are forced to buy the product frequently in small increments. The added costs this
inefficient system imposes equal the direct costs (such as transportation) plus the indirect
costs (time spent travelling and waiting instead of on more productive activities) associated
with otherwise unnecessary multiple doctor visits. Thus, Japanese doctors and patients have
created a costly method for allocating the controlled product, which is yet another predictable
effect of price controls (Side Effect #7).

This also leads to still more negative effects, as Ikegami notes:

Because Japan’s fee schedule guarantees uniform payment to all
providers, on the assumption that their quality is uniform, no real
incentives exist to maintain quality. No formal quality assurance programs
exist, and specialty boards do not contribute much to quality assurance.
Under these circumstances, the increasingly quality-conscious public has
turned to the large public and teaching hospitals, perceiving that their
quality is higher. This has resulted in long queues in their outpatient
departments (appointments are not the general rule even in these hospitals)
and waiting lists in their inpatient departments. As a consequence, a black
market exists for those who can afford it. Using the channel of a monetary
gift in the range of one to three tho::sand dollars to the attending physician
in a Tokyo university hospital, wiiich is socially prescribed, a patient
choosing a privageiroom can be admitted sooner and can be treated by a
senior specialist.

In addition to reporting the unsurprising news that price controls generate shortages (Side
Effect #1), black markets (Side Effect #5), and queuing, waiting lists and bribery (Side Effect
#7), Ikegami also raises, in the above passage, another issue; the inherent inability of price-
controlled fee schedules to account for quality differences. As Ikegami notes, Japan’s uniform
fee schedule means that for any given procedure, “the same fee is paid by all insurers to all
providers, regardless of whether the service is performed in a tgxs;uary hospital or a rural clinic,
by an experienced specialist or a recently qualified physician.”

31 Diane Rowland, "A Five-Nation Perspective on the Elderly," Health Affairs, Fall 1992, p. 211.
32 Ikegami, op. cit., pp. 103-104,
33 Ibid., p. 90.
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This same problem now confronts the U.S. Medicare program as it begins to implement the
Resource-Based Relative Value Scale for paying physicians. While quality and benefit are the
two things consumers most desire in medical care, the RBRVS system contains no method for
including them in its complex calculations of the theoretical value of a doctor’s services. Un-
like the Japanese system, the U.S. Medicare program does operate quality assurance pro-
grams, which it continues to expand and refine. There are limits, however, to the effectiveness
of such bureaucratic solutions. At best, they can only reduce or eliminate the more egregious
incidents of poor quality care. At worst, they can add enormous complexity and cost to the
system, generating mountains of time-consuming Medicare paperwork, eventually driving
frustrated doctors out of the Medicare program (most likely the best ones) and discouraging
technological innovation in medical treatment of the elderly.

As a leading U.S. health policy expert, Frank Sloan, Professor of Economics at Vanderbilt
University, observes, “One would like to pay the talented hand surgeon a high price and the
blundering hand surgeon a pittance. As a practical matter a relative value scale cannot make
this type of distinction.” * Itis a critical distinction that no bureaucratic price control regime
has ever been able to make.

In contrast, Ikegami notes the curious rationale for Japan’s uniform fee schedule: “In Japan,
the fee schedule is uniform to all providers, for reasons of both cost containment and equity.
The argument is that since an equal level of services should be provided to all, there should
not be any differences in quality of provider.””~ Thus, Japanese policy makers evidently be-
lieve that if all doctors are paid equally, they will, magically, all provide equal quality service
and thus all citizens will receive equal benefits. It would seem, however, that the Japanese citi-
zens bribing their way into the (perceived) better hospitals do not share that faith.

THE GERMAN EXPERIENCE

Germany operates a physician payment system similar to Japan’s—and with some similar
results. For example, the annual number of physician contacts per capita in the U.S. is 5.3.
The annual number in Germany is 11, %, the second hlghest rate in the industrialized world
(exceeded only by Japan’s 12.9 rate). 3 _

The German system also indicates the folly of setting controls on daily hospital rates. In the
U.S., most private insurance plans limit the in-hospital days they will reimburse fully for cer-
tain treatments, although generally there is flexibility in these limits. The Medicare system
pays hospitals a fixed amount per case according to the illness being treated. As such, U.S.
hospitals typically lose money if they keep patients too long and gain money if they treat and
discharge them sooner. This set of incentives has, in recent years, brought about a substantial
reduction in the length of hospital stays, a reduction in the number of hospital beds, and lower
bed occupancy rates due to higher patient turnover.
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Hospitals in Germany, on the other hand, are paid the same, fixed per-day rate for each pa-
tient, regardless of the patient’s illness or treatment.”’ Until recently, Germany did not at-
tempt to limit a hospital’s total income through global budgets either. Thus, the incentive for
German hospitals is to recoup the expense of treating costly cases by keeping those patients in
the hospital longer. That is why Germans experience longer hospital length of stay rates, a
greater population to hospital bed ratio, and high bed occupancy rates due to keeping more pa-
tients in hospital for longer periods.

The different effects of these reimbursement schemes are revealed in recently published fig-
ures for acute care hospital utilization in seventeen Western nations in 1988.%% The U.S. had
the third lowest ratio of beds to 1,000 population (3.8), while Germany had the second high-
est (7.4). The U.S. had the fourth lowest average length of stay rate (7.2 days), while Ger-
many had the third highest (12.7 days). The U.S. had the lowest hospital occupancy rate (65.5
percent) while Germany had the second highest (85.5 percent). Only Iceland outranked Ger-
many in all three categories. Today, one of the leading concerns of German health care policy
makers is how to reduce hospital utilization. Interestingly, one solution favored by some Ger-
man health care experts is to replace Germany’s current hospital price control system with
one modeled on the U.S. Medicare program’s Prospective Payment System.

THE FOLLY OF PRICE CONTROLS ON PHARMACEUTICALS

One of the easiest political targets in the current health care debate is the pharmaceutical in-
dustry. Patients are aware of the cost of drugs because they pay a larger share out-of-pocket
for drugs than for most other medical goods and services. Members of Congress, conse-
quently, can win easy applause when they complain that drug industry profits are too high. In-
deed, drug companies in the 1990s seem destined to play the same role of villain as the oil
companies played in the 1970s: the target of popular frustration and prime candidates for
price controls. But if Congress adopts price controls on prescription drugs, it can expect re-
sults similar to the disastrous effects of price controls on oil and natural gas.

The most damaging effect of price controls on pharmaceuticals is that they will discourage
spending by drug manufacturers on research and development of innovative new drugs, just
as controls on oil and natural gas discouraged new exploration and drilling. When price con-
trols are imposed on any industry, they reduce returns on investment and thus reduce the abil-
ity of producers to fund research, development, or increased production. And they discourage
outside investment in the controlled industry, as investors find that they can get a better return
elsewhere (Side Effect #3).

In the case of pharmaceuticals, a leading research intensive industry, the results would be
particularly damaging. A recent study calculated that during the 19§gs the average cost of re-
searciing and developing a new drug for market was $231 million.”” Collectively, pharma-
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ceutical companies currently spend almost $11 billion annually on research and development,
or approximately the same as the entire annual budget of the federal government’s National
Institutes of Health (NIH). Indeed, investment in research and development (R&D) by phar-
maceutical companies has been growing steadily since 1970, at a rate that doubles every five
years.

According to another study, pharmaceutical manufacturers invests 16.1 percent of sales in
R&D. In contrast, the rest of the health care industry invests only 8.8 percent of sales in
R&D, while the comparable figures for other “high-tech” industries are even lower: 7.9 per-
cent for the computer industry, 5.5 percent for the electronics industry, and 3.7 percent for the
aerospace industry.4 This higher level of investment in R&D has helped make pharmaceuti-
cals one of America’s most globally competitive industries. In 1990, for example, nine of the
world’s top twenty drug companies were based in the U.S.,"'1 and thirty of the 66 innovative
new drugs marketed worldwide between 1975 and 1989 originated in the U.S.%2

Advocates of pharmaceutical price controls argue that controls will not result in less indus-
try spending on the research and development of innovative, "breakthrough" medicines.
Rather, they believe controls will limit profits and force drug companies to cut -- what is in
their view -- wasteful spending on advertising, marketing, and the development of so-called
"me-too" drugs which offer only marginal improvements over competing products.

There are two problems with this argument. First, it fails to recognize that in any area sci-
ence and technology advance more often by incremental steps than by leaps and bounds.
Second, pharmaceutical price controls produce exactly the opposite results of what their advo-
cates intend.

Price controls in fact encourage manufacturers to shift resources from research and develop-
ment to marketing. The reason: investing money in experimental R&D is much riskier than in-
vesting money in increased marketing of existing products. Only the potential of a high pay-
off justifies a high-risk investment. If the potential payoff is kept low by government price
controls, then only low-risk investments, like increased marketing or incremental R&D, are
justifiable strategies. Of course, with or without price controls, the reason for investing more
in marketing is to increase profits by increasing sales volume.

Thus, if price controls induce pharmaceutical manufacuturers to shift investment from
R&D to marketing, and if those marketing efforts are successful, then the results are: 1) fewer
innovative new drugs; 2) increased consumption of existing drugs; and 3) a consequently
higher level of individual and national spending on drugs, despite lower prices. These are, of
course, exactly the opposite effects of what the price controllers intended.
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France is a good example of how pharmaceutical price controls can backfire in justsuch a
fashion — simultaneously destroying innovation while boosting total costs. One analyst
notes that, “In France, the calibre of pharmaceutical research is seen as having deteriorated,
because severe price control has encouraged French companies to give priority to small thera-
peutic improvements which are useful in price negotiations. Such systems tend to stifle origi-
nality and induce risk aversion.”** Indeed, the French drug industry produced only three of
the 66 world class drugs brought to market between 1975 and 1989, while the U.S. drug in-
dustry produced thirty — or ten times as many.45

Yet, despite lower drug prices, the French spend considerably more on pharmaceuticals
than do Americans. While pharmaceuticals account for 8.3 percent of health spending in the
U.S., they account for twice that level, 16.7 percent, in France (See chart on page 7). Mea-
sured another way, per-capita drug sp«nding is almost three times greater in France ($492 per
person) than in the U.S. ($182 per per:«u1) (See chart on page 8).

Price controls also hamper the ability of industries, such as pharmaceuticals, to compete in-
ternationally. The U.S. International Trade Commission, in a study prepared for the Senate Fi-
nance Committee, notes that, “Several countries that have implemented such programs [price
ir pharmaceutical industries weaken or shift outside their borders.’
The study also notes ::at price variations for particular drugs resulting from the imposition of
different drug price control schemes in eleven of the twelve nations of the European Commu-
nity have resulted in the growth of “parallel trade” in pharmaceuticals. Parallel trade refers to
the practice of “brokers” buying a drug in a country that sets the price low and reselling it in
countries that set the price higher, taking their profits out of the margin. For example, Glaxo
makes its popular and very effective ulcer treatm=nt drug, Zantac, in both France and Britain.
In France, the price is set low, so Zantac is impor:=d from there by British parallel traders. A
recent British study of the European parallel drug trade notes even greater distortions caused
by price controls:

In some cases a medicine is made in a high price country, such as
Germany, and then exported to a county such as Greece where a low price
has been set by the government. Parallel importers in Germany buy
supplies of the medicine in Greece and re-import them to Germany. Thus
the product concerned has been transported twice in order to end up being
consumed in the country where i¢ was made. The absurdity of this is clear.
In a properly working market ﬁdundant activities such as double
transporting would disappear.

These and other distortions induced by price controls so far have had only limited adverse
effects. But there is growing concern in EC nations that maintaining such controls could se-
verely damage European drug companies, adversely affecting trade with the rest of the world.
Consequently, there is new interest in restoring free pricing policies in pharmaceuticals as
part of the EC move for greater European economic integration.
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While artificially cheaper drugs may be a politically attractive idea, the reduction in both
economic and medical benefits to Americans would be an extremely high price to pay. More-
over, even if price controls had any merit, pharmaceutical companies would hardly be a sensi-
ble target. As already noted, the share of U.S health expenditures devoted to prescription
drugs (8.3 percent) is not only one of the lowest in the world, but has also been steadily de-
clining. By comparison, in 1965 drugs accounted for over 12 percent of U.S. health spending.
Of course these figures are skewed by the fact the overall health spending has been rising rap-
idly. Thus, a better comparison is that while total health spending has grown from 6 percent to
12 percent of GNP since 1965, the percent of GNP spent on drugs has remained constant at
0.8 percent during the same period. In other words, Congress is dealing with an industry that
has an absolutely flat level of spending, relative to GNP, for 25 years. If nothing else, the data
should convince policy makers that the sources of escalating health care costs lie elsewhere—
especially in the tax distorted health care market itself. If Members of Congress want to help
consumers handle the costs of pharmaceuticals, they can extend tax relief for the purchase of
out-of-pocket medical services such as out-patient drugs. This reform, among others, is em-
bodied in The Heritage Foundation’s Consumer Choice Health Care Plan.*’

- QUESTIONS FOR PUTATIVE PRICE CONTROLLERS

The experience of price controls and global budgets for health care in other nations raises
several questions for lawmakers who advocate their adoption in the U.S.:

Question #1:  Will your proposed global budgets for health care be strictly
or laxly enforced?

It is clear from the experience of Britain, Canada, and other countries that strictly enforced
budgets, especially when combined with price controls, lead to shortages and waiting lists for
medical care. If congressional advocates of global budgets really are serious, then Americans
now receiving good care need to be told they will get less medical treatment. And congres-
sional lawmakers will have to hold their ground when they are attacked politically by Ameri-
cans denied treatment—an unlikely act of courage.

If, on the other hand, global budgets will be honored more in the breach, as was the case
during the early years of the Canadian system, they will not keep down total cost. What, then,
is the point of enacting them? Half-hearted global budgets will do little or nothing to control
health care costs while adding layers of costly bureaucracy to a system already drowning in
government regulation and paperwork.

Question #2. /s the federal government really capable of administering
and enforcing global budgets?

48 Ibid., p.76.
49 See Stuart M. Butler, "A Policy Maker’s Guide to the Health Care Crisis, Part II: The Heritage Consumer Choice Health
Plan," Heritage Foundation Talking Points, March 5, 1992,
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Given the spectacular failure of past Administrations and Congresses to control the federal
government’s own budget, what evidence is there that they will do any better in controlling
the nation’s health care budget?

The U.S. does not have a par/::nentary system of government, in which the leaders of the
ruling party command the party ciscipline to override the parochial interest of individual
members. Can a Congress incapable of deleting pork-barrel projects or trimming back middle-
class entitlement seriously be expected to enforce global health care budgets over the objec-
tions of the members whose constituents are being denied services? In the words of Represen-
tative Jim Cooper, the Tennessee Democrat, “What are you going to do when Ca!*“smia busts
the budget? Cut off their health care? They have 52 votes [in the H()use].”5 Ohtm
that the Veterans Administration has been unable since 1965 to overcome congr
position to closing a single obsolete VA hospital.

Question #3:  Who will protect doctors accused of denying medical
services because of budgetary constraints?

The legal systems of other countries with health price controls severely restrict or all but
eliminate the ability of patients to sue providers or the government for denying them medical
services or delivering poor quality care. In contrast, the U.S. has experienced in recent de-
cades a virtual explosion in medical malpractice litigation. Indeed, the malpractice crisis has
spurred doctors and hospitals to practice defensive medicine—the performance of unneces-
sary tests and procedures primarily for legal protection. By some projections, defensive medi-
cine now adds tens of billions of dollars to the cost of the health care system, on top of the re-
lated costs of malpractice trials and damage awards.

The malpractice problem is crucial to a policy of global budgets because in practice it is
doctors and hospital administrators who will be expected to make the actual on-the-spot deci-
sions to withhold treatments to keep within a budget. But if an angry patient or relative can
sue a doctor or hospital administrator for withholding care to abide by a government budget
limit, the entire system is likely to break down.

Do congressional price controllers plan to eliminate, or heavily restrict, the ability of a pa-
tient to sue providers over the denial of treatment or the provision of poor quality care? If so,
that will require sweeping reforms of the legal system. The prospects for such reforms in Con-
gress are dim. But without them there is little reason to believe that doctors and hospitals will
long continue to practice medicine with government policies forcing them to deny services,
while the legal system threatens to drive them into bankruptcy if they do deny care.

CONCLUSION

Forty centuries of failure should be enough to convince any policy maker that price con-
trols are an unambiguous mistake. No matter where they have been tried, the resu:lis have al-
ways been the same. There is no reason to think health care price controls will succeed when

50 Quoted in Susan Dentzer, "Clinton’s Big Test," U.S. News & World Report, November 23, 1992, p. 30.

27



| all other types of price controls have failed. Indeed, the experience of other nations simply

confirms that price controls in health care produce the very same harmful effects.

If Congress really wants to tame soaring health care costs, it should start not by mistreating
the symptoms with price controls, but rather by examining how the federal government’s tax
policies have created the problems in the first place. Then Congress should consider genuine
market-based, consumer-oriented reforms which simultaneously would control costs, improve
quality, and expand access to health care for all of America’s families. The Heritage Founda-
tion, among others, has proposed just such a reform plan.”" It is embodied in a comprehens-
ive health care reform bill, S. 3348, introduced last October by Senator Orrin Hatch, the Utah
Republican. '

In the meantime, Congress should hold hearings and commission studies, not of the health
care price control systems of other nations, but of domestic and foreign examples of cost con-
trol in market-based sectors of health care. Lawmakers might find the results pleasantly sur-
prising. For example, they will find that:

¢ Even the imperfect market competition present in the 9-million strong Federal Em-
ployee Health Benefits Program (FEHBP), in which they themselves participate,
has produced a rate of cost growth in that program that is lower than the growth
rates of private employer-sponsored plans, despite the fact that its benefit packages
have become progressively richer and that it covers s gver 1.5 million retirees and
their families, including retirees without Medicare.”

¢ A decade ago, the judicious application of government anti-trust policy to foster
competition in vision care resulted in the growth of prescription eyeglass and con-
tact lens centers. The result: dramatic reductions in the cost of those services and
products and significant improvements in timeliness and quality.

¢ Inthe substantial and growing British private medical system, hospitals not only
offer vastly better quality than their government counterparts, but compete on price
as well. Some British private hospitals provide patients with a list of fixed prices in
advance for procedures such as hip replacements, cataract surgery, hysterectomies,
knee replacements, tonsillectomies, and gallbladder surgery. Indeed, in a move that
proved quite popular, during the 1991 Christmas season a number of British private
hospitals ran sales on these and other procedures—offering discounts of as much as
20 percsespt off their regular price—as a way to fill beds during a traditionally slow
period.
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In short, lawmakers will discover that a health system that works with market forces, and
not against them, is the best way to achieve the goal of controlling health care costs and ex-
panding access to millions of Americans who do not now enjoy it.

Edmund F. Haislmaier
Senior Policy Analyst
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