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» Part 1: The Problem of Rising Costs
» Part 2: Medicare

« Part 3: Medicaid

« Part 4: Managed Care



Part 1: High Costs / Rising



The Two Cost Problems in Health Spending

» Spending that is not cost worthy

— Lesson: How to tell if waste is a problem
« Spending that grows too fast

— Lesson: How to tell if growth is too fast



Not worth it? How can anvone sa

 Joe spends $20 on a pound of gourmet cheese
« Mary spends $2 on a pound of Velveeta

“Not a problem!”
“De gustibus non est disputandum”

Does this apply to whole nations?
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Global Health Production Function
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« Every American is spending $5000 every year and
getting the same or worse life expectancy as
poorer countries

— Less consumption opportunities, Less health

— De gustibus non est disputandum???

« Worthwhile if other welfare gains to USA like:
— Getting awesome risk protection from insurance

— Getting great solutions to health disparities
— Getting great plastic surgery and rehab
— Getting amazing art galleries in hospital lobbies

— Short waiting times, respect, care, dignity ...



What is the right amount to spend?

Health

Production Function

Health Spending GDP



We are not on the frontier

Health

Wasteful Production Function

Health Spending Consumption



Focus on cost control as “the” problem

Health

Wasteful Production Function

Health Spending Consumption



ine a health reform like this...

Health

Post System Adaptation Production Function

Wasteful Production Function

Health Spending Consumption



If wasteful production is the problem...

« What health production inputs are we using?
« What adaptations to consider?



Where we get health dollars

THE NATION’S HEALTH DOLLAR ($3.6 TRILLION), CALENDAR YEAR 2018:
WHERE IT CAME FROM

Governme
> Public
Health
Activities,
Fe)
Health Insurance, 75%:

Cther Third
Party Payers
and
Programsi Medicaid [Title X1X)
B% Federal, 10%:

Investment, 5%
VA&, DOD, and CHIF [Titles XX

and Title XX1), 4% Mediceid (Title XIX)

State and Local, 6%

CMS.gov, 2020 National Health Expenditure Data



What we spend health dollars on
THE NATION'S HEALTH DOLLAR ($3.6 TRILLION), CALENDAR YEAR 2018,

WHERE IT WENT
Mursing Care Facilities and
Continuing Care Retirement Government Administration
Communities, 5% and MNet cost of Health

. . Insurance, 8%
Other Professional Services,

¥

Durable Medical Equipment,
2%

Dental
Services, 4%

_ In'u'nastmem:..1 5%

Other Hon-Durable
Medical Products,
2%

Public Health Activities, 3%

1ncludes Noncommercial Research and Structures and Equipment.

CMS.gov, 2020 National Health Expenditure Data



Problem 2: Cost growth




US Health Spending Level and Growth

18.00%
$3,525
16.00%
o
$3,025 =
14.00% |5
c
$2,525 a
, 12.00% | ¢H
<
T 10.00% | &
I
(/)]
8.00% |D
$1,525 -
1 o
6.00% |93
: ©
$1,025 | o
4.00% g
o
$525 bt
2.00% |
. ,,_....llllll 0.00%

ND DA DN DD N DN
0 ©0° 00 O A AP A A
NN N NN

> N A
D” O DO
NN

US Health Spending Since 1960

O N DO A ODOND
DD D" P D DL O L
PP FF P PSS S S



0
0
)
S
1 4
<
\
S
o
e
o
o
o
o
g~
&
S
0
T
S
o
" =
=
S
0
L

N
I
&1
[0}
o

18.00%

s21eY Yimolo

X X X X o °
S ) ) =) X = X X 3 BN 8
S S S S S S =) S o) 3 3
o < ~ = e e = 2 o ai -
— — = — 0 © < o~ o ' i
s
e ———
I
e —
T E—
I
I
=
——
—_—
—_—
T ——
e
e
e
_—
—
]
-_——
_——
. ————
=
- ]
_——
—
I —
———
e EEEEEEEE——
_—
e —
——
————1
e
_—
_-—--—
—
e
¥l LN
o o
0 »
0

$3,025

$2,525
$2,025

suol||ig $ ul Bulpuads yieaH sn

$1,525

$1,025

LT0C
9T0¢C
ST0C
¥10C
€10¢C
¢10C
TT0C
010¢C
600¢
800¢
L00¢C
900¢
S00¢C
¥00¢
€00¢C
¢00¢
T00C
000¢
666T
8661
L66T
9661
S66T
66T
€661
66T
T66T
0661
6861
8861
L3861
9861
S86T
86T
€861
86T
1861
0861
6L6T
8L6T
LL6T
961
SL6T
V.61
€61
L6t
TL6T
0L6T
6961
8961
L9617
9961
S961
961
€961
96T
1961

US Health Spending Since 1960

s GDP Growth —@— US Health Spending in Billions

mm Growth of US Health Spending

DI. DISIdL S gldpll DASCU UI1 U1v1D JUdld



In how many years out of 56 years shown did
GDP grow faster than health spending?
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Health and GDP are complementary inputs in

production
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Health and GDP are complementary goods in
utility—>As C grows, H
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Health spending

» Being healthy is a universal complement
« Whatif U(H,C)=U[H2+CP+ (H x C)9]
« Grossman model

— The richer people are the more want to be healthy because
health makes all consumption better

— Demand for health rises
— Investment in health capital rises
— More spending on health inputs

« Countries should see health spending grow as C grows
« USA: A pity because health production function is wasteful !



Health Costs Consuming US GDP

Health Spending’s Share of US GDP
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Decomposing health cost growth

» Health costs grow because:
— Unit prices for inputs (drugs, labor, capital) are higher
« Monopoly power not checked by monopsony power
— Proliferation of technologies and specialization

» More drugs, tests, procedures in each encounter
» Moral hazard—we never say “no” to tech

— Admin costs rising in private insurance system
» Billing arms race between providers and payers
— Population is bigger, older and sicker->more services

— Focus on disease treatment rather than public health

See Rice and Unruh 4% edition pp 388-401



Decomposin

US Cost Growth

Figure 3. Changesin Annu
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al Spending Associated With Each Factor
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Where did prices and intensit

Figure 4. Changes in Annual Spending Associated With Each Factor in the 5-Factor Decomposition

by Type of Care, 1996-2013
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Decomposition graphs show

 Prices and intensity driving US costs
— Happening most inside hospitals

— But also ambulatory care, pharmaceuticals, Ers
« Why?
— Private health insurance system has trouble
saying “no” to FDA approved new technology

— Price negotiations in US are limited

» One US insurance company can get a modest price
concession, but nothing like what UK, Japan,
Germany can get.



Health prices for labor (should grow

« Baumol Disease
— Consider two goods String quartets and Corn

— Two inputs Labor and Capital

» Technical change makes farmers more productive but string
quartets stay same

— Farmer w 1 acre goes from 100 bushels to 1000 bushels
— 4 musicians still produce 1 quartet per hour
« Musicians’ wages will rise faster than farmers’



Baumol Disease and Health Care

« Qutpatient visit still one doctor + one exam room

— Has technical change made visits more
productive of health?

— Doctors w tech can make more health “per visit”
— Don’t see this in studies of life expectancy vs visits

« Baumol disease cannot explain rising drug prices
and rising hospital prices



US Health Policy Levers

« Reforms to US public spending on health
— Medicare
— Medicaid
» Rules about private sector insurance
— Managed care
— Medical spending accounts

» Public health reforms (later lecture)
— How public health departments operate



Part 2 Medicare




Medicare Basics

« Covers all people over 65

« Covers some permanently disabled people under 65
— Kidney dialysis

* Federal program
— States play no role

* Funded by a payroll tax on working people
— Transfers money from young to old



Medicare Parts

« Part A
— Mandatory

— Hospital care
 Part B

— Voluntary

— Qutpatient care

e Part C

— Also called “Medicare Advantage’

— Managed care version of A and B

« Part D

— Prescription Drugs



Medicare Histo

« <1965 Half of all seniors lacked health insurance
» 1965 Medicare passed by Congress
» 1980 Medigap plans allowed and federally regulated

— Medigap plans are private policies to pay uncovered co-
pays and deductibles in Part A and B

» 1983 Diagnosis Related Groups (DRGs) used to pay
hospitals prospectively under part A

« 1997 Medicare Part C starts
« 2006 Medicare Part D starts



Medicare’s Contribution to Health Polic

» Capitated payments started in 1983
 Diagnosis Related Groups



Medicare’s Diagnosis Related Groups (DRGs)

* Pre-1983 retrospective payments hospitals submitted
fees for all the tests, drugs, procedures during a stay

— They were reimbursed for both capital and labor

« After 1983 prospective payments mean hospital knows
from the start that there is a flat payment regardless

— Example
 DRG-089 “Simple pneumonia” Weight=1.07
« DRG-416 “Septicemia” Weight= 1.30
 Each hospital given a base rate per admission, say $5000
« Will collect $5350 per pneumonia, $6500 per septicemia



DRG Payments

« Government wants to pay marginal cost
« Cannot ask hospital “What is your marginal cost?”
— They won't tell the truth

« Government says “We will look at the charges of
all the hospitals in your market and we will pay
you the charges of the most efficient hospital.”

» Each hospital has no choice but to try to be as
efficient as its competition.



Incentives under Retrospective/Prospective

Retrospective Payment Prospective Payment
* Moral hazard incentives-> +« DRG caps variable costs
_ Use as much labor and per Medicare admission
capital as provider and so incentive is:
patient like — Keep length of stay short

« Hospitals can still be
reimbursed for capital by
billing other payers grants

— Substitute away from labor

— Use high priced tech

» More drugs
 More machines



Evaluating Medicare

. Did Medicare succeed? * Future prospects

Life Expectancy at Age 65 — Medicare for all?

— Global budgets
« Don’t pay DRGs

» Pay hospitals one
flat payment
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Part 3: Medicaid

» Medicaid is really 50 separate state insurance
plans

 All plans cover
— Low income of all ages

— Low income seniors who need nursing homes

» Cost sharing by federal government



Under the current law, Medicaid provides a guarantee of coverage to
people eligible for services and the federal government matches state
Medicaid payments with no pre-set limit.

Who does Medicaid cover? How are Medicaid funds spent?



Medicaid covers several groups of people:

1 in 7 adults (age
18-65)

2 in 5 children

1in 5 Medicare
beneficiaries

3 in 5 nursing home
residents

2 in 5 people with
disabilities




Most people covered by Medicaid are children and adults.

Children and adults

A

with disabilities
Enrolilment




However, most Medicaid is for care provided to

Children and adults

A

Seniors and people
with disabilities

Enroliment Spending



Because seniors and people with disabilities have more

complex needs, they have higher per-person costs.

o Moas i

$16,643
$13,249

$2,463 et

Children Adults People with Seniors
_____________________________________________________________________ dpgolllies

Spending per person, FY 2011



In addition, seniors and people with disabilities rely on

Medicaid for long-term care.

womo o

Ak

$16,643 ¥ Long-term care
$13,249
Children Adults People with Seniors
disabilities

Spending per person, FY 2011
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Medicaid Cost Controls

« Since political support of Medicaid comes from low
Income groups it can be a race to the bottom

— Compensation is down to marginal cost
— Many providers won't accept Medicaid

— Nursing homes that take Medicaid don’t have to
compete (on quality) for Medicaid patients

 Many State Medicaid programs offer managed care
— States vary in quality of care oversight

— Without quality oversight, vendor bids low and offers
low quality services with low price providers



Part 4 Managed Care



of Kaiser Permanente

Henry Kaiser needed to cover workers’ compensation 1933

Starts an in-house subsidiary “Industrial Indemnity” to self-insure
Contracts with a hospital to serve 5000 construction workers
Capitates the payment at $1.50 per month for work related injuries
There is an incentive to prevent injuries

There is no incentive to increase premiums for in-house insurance

Benefit package grew. Customer Base grew.

Genius branding—> “Health Maintenance Organization” (HMO)
Capitation incentives—>

Control costs

Compete on low premiums



Post 1970s Managed Care Boom

« HMO Act of 1973
— Federal govt steps in for cost control

— Supported by Nixon and Edward Kennedy

— Mandates firms with >25 employees must offer an
HMO plan as an option



Varieties of MCO all Allowed After 1973

HMO (Health Maintenance Organization)
— Term used when MCOs first invented
— Traditionally a vertically integrated system tying insurance to a
chain of hospitals, salaried doctors, formularies.

» For example Kaiser, CIGNA, Group Health Cooperative
IPA (Independent Practice Association)

— An HMO in which a single doctor group serves the HMO, but
is not tied to a single HMO but sees patients from many
insurance plans

PPO (Preferred Provider Organization)

— An IPA with multiple doctors, and doctor groups contracted to
accept low fees

POS (Point of Service)
— A PPO where the doctors accept capitated rates



No longer MCO vs. FFS

» Elements of managed care pervade most US
Insurance plans

— Provider networks
— Hospital networks

— Managed formularies



 How managed care controls costs

— Actually managing care

« Gatekeeping
« Second opinions
« Managed formularies

— Cherry picking healthier patients
— Incentives

— Consolidated purchasing power in bargaining
with providers



How managed care companies control costs

« Actually managing care
« Capitation

» Cherrypicking

» Provider incentives

« Hardball negotiating



An Insurance Plan that “Produces” Health?

 The Dream= “The business case for quality”
» Keep people healthy and they won’t cost money

« But health production requires agent to demand
health and then have low priced health inputs
« Can Kaiser make someone demand health?
« Can Kaiser alter the prices of health inputs?
« Can Kaiser alter the social determinants?

» The Reality from the Rand Health Insurance Exp
* No evidence that MCO causes better health
« MCOs do have lower costs than FFS with no copays
« MCOs have same costs as FFS with 20% copay



Care: The Realit

Gatekeeping

— Patients not allowed to see specialists without getting a
referral

* Internists prescribe Prozac rather than send to psychiatrist
 Pediatricians give allergy shots after one visit to an allergist

— Substitutes lower price 1° care for high priced
consultant

« Second opinions for procedures

— Limits supply induced demand

— No evidence 2" opinions save a lot of money

 Tacit collusion

Managed formularies
Co-pays



Market Segmentation

* New enrollees in MCOs typically healthier than average

— They have 20-30% lower costs than average in the year
before they sign up for MCO

« Explanations
— MCOs target the healthy

» Low prices and some hassles if you get sick
 Rational to sign up if you think you will be healthy

— The healthy target the MCOs

» People who know they are going to be sick don’t want the
MCO hassle

— Sick people self-select to FFS despite higher premium
« “Adverse Selection”



Provider incentives

 Physician profiling
— Infosystems enable tracking physician practice styles
* Delivery of quality
 Restraint of costs
* Incentivizing lower costs

— Holdbacks: MCO “holds back”™ 15% of annual
payments unless provider group meets cost target

— Selecting lower cost providers to contract with

* Incentivizing better quality
— Bonuses for process quality measures

— Selecting providers based on quality



« How to start an MCO

— Promise premiums that are 10% lower than
competition

— Amass 10,000 patients from biggest employers in
region
— Tell doctors and hospitals that you won’t sign with
them unless they give you a 20% reduction in
fees. Play hardball
« Lower premiums->more patients->more

bargaining power—->lower fees—>lower premiums
etc.



Questions about bare

» Do payers use bargaining power to negotiate for
better quality or just lower fees?

* Why don’t we see more doctor groups
consolidating their bargaining power?

— Amass 10,000 patients who love their doctors at
Wyman Park Physicians

— Tell insurers, we will tell our patients not to sign
with your company unless we get fees that are
10% higher

— Antitrust or Trade Association?



= US’s Public Private System

US has world’s highest per capita health costs
US cost growth has been higher than GDP growth

Cost growth led by growing prices and technology

— High priced and intense health tech has not produced better than
average life expectancy

Medicare and Medicaid
— Have attempted to restrain costs by DRGs and capitation
— This drives growth of high tech approaches

MCOs legislated in 1973 to restrain costs
MCO success in cost control due to

— Cherry picking
— Negotiated lower fees
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