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In this presentation, I shall seek to accomplish three In this presentation, I shall seek to accomplish three 
tasks:tasks:

1.1. to describe as best I understand it how American hospitals to describe as best I understand it how American hospitals 
currently price their services;currently price their services;

2.2. in the process, to explore the pros and cons of price in the process, to explore the pros and cons of price 
discrimination; discrimination; 

3.3. finally, to propose a hospital pricing scheme that might be finally, to propose a hospital pricing scheme that might be 
compatible with what is now euphemistically advocated as compatible with what is now euphemistically advocated as 
““Consumer Directed Health Care,Consumer Directed Health Care,”” but for the main part has but for the main part has 
remained merely health insurance with high deductibles remained merely health insurance with high deductibles 
injected into an opaque market environment.injected into an opaque market environment.



I. THE CURRENT HOSPITAL PRICING SYSTEMI. THE CURRENT HOSPITAL PRICING SYSTEM

PRICING THE SERVICES OF HOSPITALS IN THE AGE OF

“CONSUMER-DIRECTED” HEALTH CARE

A. American fiction: the A. American fiction: the ““chargemasterchargemaster””
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OVERARCHING IT ALL IS THE HOSPITALOVERARCHING IT ALL IS THE HOSPITAL’’S S ““CHARGE MASTERCHARGE MASTER””

That charge master shows a list price for every minute That charge master shows a list price for every minute 
procedure that might possibly be delivered by the hospital, procedure that might possibly be delivered by the hospital, 
along with a price for every conceivable supplyalong with a price for every conceivable supply--item that item that 
might be used in the process of treatment, like this:might be used in the process of treatment, like this:

PP76587658, for example, might be the list price for  a , for example, might be the list price for  a ““Patch Patch KugelKugel LG LG 
19x2419x24””, which, according to Stuart Altman, is, , which, according to Stuart Altman, is, ““like, an brain like, an brain 
enhance, or stuff like that.enhance, or stuff like that.””



EXCERPT FROM CALIFORNIAEXCERPT FROM CALIFORNIA’’S SAMPLE CHARGEMASTERS SAMPLE CHARGEMASTER



Stuart Altman, enhanced by a Patch Kugel LG 19x24



The chargemaster is updated annually by each hospitals in a The chargemaster is updated annually by each hospitals in a 
process that is a great mystery to the outside world. As one process that is a great mystery to the outside world. As one 
hospital recently explained it to hospital recently explained it to The Wall Street Journal:The Wall Street Journal:

““There is no method to this madness. As we went There is no method to this madness. As we went 
through the years, we had these cockamamie through the years, we had these cockamamie 
formulas. We multiplied our costs to set our formulas. We multiplied our costs to set our 
charges.charges.””

William McGowan, CFO of UC Davis Health System, William McGowan, CFO of UC Davis Health System, 
3030--year veteran of hospital financing, quoted in year veteran of hospital financing, quoted in The The 
Wall Street JournalWall Street Journal, December 27, 2004., December 27, 2004.



The list prices in the chargemasters of hospitals The list prices in the chargemasters of hospitals 
can vary enormously across hospitals can vary enormously across hospitals –– reportedly reportedly 
by a factor of up to 17 by a factor of up to 17 –– even within a single state.even within a single state.



SOURCE: Lucette Lagnado, SOURCE: Lucette Lagnado, ““California Hospitals Open Books, Showing Huge Price California Hospitals Open Books, Showing Huge Price 
Differences, Differences, The Wall Street JournalThe Wall Street Journal, December 27, 2004: A1., December 27, 2004: A1.

LIST PRICES FOR SELECTED ITEMS FOR SELECTED CALIFORNIA HOSPITALSLIST PRICES FOR SELECTED ITEMS FOR SELECTED CALIFORNIA HOSPITALS
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1.1. MEDICARE:MEDICARE: fees per diagnosisfees per diagnosis--related (DRG) case, set , Sovietrelated (DRG) case, set , Soviet--style, by the style, by the 
central government for the whole country, and central government for the whole country, and ““OUTLIER PAYMENTSOUTLIER PAYMENTS””
based on based on ““ChargesCharges”” that are calculated with that are calculated with ““chargecharge--toto--costcost”” ratios;ratios;

2.2. MEDICAID:MEDICAID: per diems or DRGs, set, Sovietper diems or DRGs, set, Soviet--style, by the state governments;style, by the state governments;

3.3. COMMERCIAL INSURERS:COMMERCIAL INSURERS: discounted charges or per diems negotiated discounted charges or per diems negotiated 

separately with each of several dozens of thirdseparately with each of several dozens of third--party payers;party payers;

4.4. THE SELFTHE SELF-- PAYING (UNINSURED):PAYING (UNINSURED): full charges, or meansfull charges, or means--tested discountstested discounts

Actually, though, very few patients are billed the list prices iActually, though, very few patients are billed the list prices in the n the 
chargecharge--masters, and even fewer pay them. Instead, all manner of masters, and even fewer pay them. Instead, all manner of 
systems are used actually to pay hospitals:systems are used actually to pay hospitals:



USA TODAY April 13, 2004.

FOR UNINSURED, MIDDLEFOR UNINSURED, MIDDLE--CLASS AMERICANS, HOSPITAL BILLS CLASS AMERICANS, HOSPITAL BILLS 
AT FULL CHARGES CAN BE FINANCIALLY DEVASTATINGAT FULL CHARGES CAN BE FINANCIALLY DEVASTATING



I. THE CURRENT HOSPITAL PRICING SYSTEMI. THE CURRENT HOSPITAL PRICING SYSTEM

PRICING THE SERVICES OF HOSPITALS IN THE AGE OF

“CONSUMER-DIRECTED” HEALTH CARE

A. American fiction: the A. American fiction: the ““chargemasterchargemaster””

B. Price discriminationB. Price discrimination



Price discrimination of the practice of charging different Price discrimination of the practice of charging different 
customers (payers) different prices for identical goods customers (payers) different prices for identical goods 
or  services whose cost of procurement or production is or  services whose cost of procurement or production is 
identical as well.identical as well.

It is common in the U.S. health care business, notably It is common in the U.S. health care business, notably 
among hospitals.among hospitals.



THE U.S. HOSPITAL AS A HYDRAULIC FISCAL SYSTEM:
a.k.a. “Pin-the-tail-on-the-donkey financing”
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In many instances, what hospitals report as “uncom-

pensated care” (or “bad debt expense”) may have been 

merely a book loss rather than an actual cash-drain. In 

the future, however, the problem of the so-called “self-

pay” patients may become a real cash-drain problem.

AN ASIDE ON UNCOMPENSATED CARE (AS DISTINCT AN ASIDE ON UNCOMPENSATED CARE (AS DISTINCT 
FROM OUTRIGHT FROM OUTRIGHT ““CHARITYCHARITY”” CARE:CARE:
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FOR MANY HOSPITALS, UNCOMPENSATED CARE MAY FOR MANY HOSPITALS, UNCOMPENSATED CARE MAY 
HAVE WORKED OUT LIKE THIS:HAVE WORKED OUT LIKE THIS:
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But in the future, as the number of uninsured grows and health cBut in the future, as the number of uninsured grows and health care are 
becomes ever more expensive, it could eventually turn out like tbecomes ever more expensive, it could eventually turn out like this:his:

COLLECTIONSCOLLECTIONSCOLLECTIONSCOLLECTIONS

CASH LOSSCASH LOSS



I. THE CURRENT HOSPITAL PRICING SYSTEM

PRICING THE SERVICES OF HOSPITALS IN THE AGE OF

“CONSUMER-DIRECTED” HEALTH CARE

II. THE ECONOMIC AND ETHICAL FOUNDATION OF PRICE II. THE ECONOMIC AND ETHICAL FOUNDATION OF PRICE 
DISCRIMINATIONDISCRIMINATION



Price discrimination is a natural economic phenomenon for Price discrimination is a natural economic phenomenon for 
any industry whose member firms have the following any industry whose member firms have the following 
characteristics:characteristics:

CONDITIONS FOR PRICE DISCRIMINATION:CONDITIONS FOR PRICE DISCRIMINATION:

1.1. firms have at least some monopolistic powerfirms have at least some monopolistic power

2.2. firms have a high ratio of unitfirms have a high ratio of unit--fixed to unitfixed to unit--variable costsvariable costs

3.3. firms can segment their customers by firms can segment their customers by ““reservation pricereservation price””
that is, by the maximum bid prices buyers are willing to that is, by the maximum bid prices buyers are willing to 
pay, which requires that customers cannot resell the good pay, which requires that customers cannot resell the good 
or service being sold among themselves.or service being sold among themselves.

Hospitals have all of these characteristics. Therefore, price Hospitals have all of these characteristics. Therefore, price 
discrimination is natural to them.discrimination is natural to them.
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1. Price discrimination by hospitals 1. Price discrimination by hospitals doesdoes mean that hospitals mean that hospitals 
firms earn more profits than they would with a single price firms earn more profits than they would with a single price 
policy.policy.

2. But it also means that 2. But it also means that moremore customers will be served (at customers will be served (at 
successively lower prices) who would otherwise not be successively lower prices) who would otherwise not be 
served at all.served at all.

3. Sometimes, price discrimination at the upper3. Sometimes, price discrimination at the upper--end of the end of the 
willingness to pay curve allows hospitals to provide care at willingness to pay curve allows hospitals to provide care at 
outout--ofof--pocket pocket losseslosses for charity and uncompensated care, for charity and uncompensated care, 
that is, price discrimination can be practiced for that is, price discrimination can be practiced for ethicalethical
reasons, on a Robin Hood pricing model.reasons, on a Robin Hood pricing model.

TAKETAKE--AWAY MESSAGE ON PRICE DISCRIMINATIONAWAY MESSAGE ON PRICE DISCRIMINATION



4. It is difficult, however, to justify the price4. It is difficult, however, to justify the price--discriminatory discriminatory 
practices of American hospitals (forpractices of American hospitals (for--profit and nonprofit and non--profit profit 
alike) with appeal to ethical considerations. alike) with appeal to ethical considerations. 

What theory of distributive justice, for example, dictates What theory of distributive justice, for example, dictates 
charging higher prices to small insurers than to large charging higher prices to small insurers than to large 
insurers, and what ethical theory dictates that truly insurers, and what ethical theory dictates that truly 
exorbitant charges be levied on uninsured, middleexorbitant charges be levied on uninsured, middle--class class 
Americans who sometimes are hounded mercilessly for Americans who sometimes are hounded mercilessly for 
payment?payment?

TAKETAKE--AWAY MESSAGE ON PRICE DISCRIMINATIONAWAY MESSAGE ON PRICE DISCRIMINATION
continuedcontinued



5. However, when close to half of a hospital5. However, when close to half of a hospital’’s revenue comes s revenue comes 
from government, which can and does set its administered, from government, which can and does set its administered, 
SovietSoviet--style prices at will style prices at will –– often at levels that do not cover often at levels that do not cover 
the full unit costs of hospitals the full unit costs of hospitals ---- when there are additional when there are additional 
outout--ofof--pocket losses for charity care and, possibly, for pocket losses for charity care and, possibly, for 
uncompensated care, hospitals may have no choice but to uncompensated care, hospitals may have no choice but to 
behave like pure, rapacious profit maximizers in the behave like pure, rapacious profit maximizers in the 
remaining segments of their (private) markets.remaining segments of their (private) markets.

TAKETAKE--AWAY MESSAGE ON PRICE DISCRIMINATIONAWAY MESSAGE ON PRICE DISCRIMINATION
continuedcontinued
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““Consumer DirectedConsumer Directed”” Health CareHealth Care (CDHC)(CDHC) is a code term for is a code term for 
““HighHigh--Deductible Health InsuranceDeductible Health Insurance”” (HDHI)(HDHI) coupled with taxcoupled with tax--
preferred preferred ““Health Savings AccountsHealth Savings Accounts”” ((HSAsHSAs) ) which, even which, even 
more so than current employmentmore so than current employment--based, taxbased, tax--favored health favored health 
insurance , makes health care cheaper insurance , makes health care cheaper on an afteron an after--tax basistax basis
for highfor high--income patients than it does for lowincome patients than it does for low--income patients.income patients.

The The ““consumer directednessconsumer directedness”” in this construct lies in the in this construct lies in the 
hope hope –– and a mere hope it has been thus farand a mere hope it has been thus far –– that that 
consumers somehow can be empowered to chop around consumers somehow can be empowered to chop around 
smartly for cost effective health care and will have an smartly for cost effective health care and will have an 
economic interest in doing so..economic interest in doing so..
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I. THE CURRENT HOSPITAL PRICING SYSTEM

PRICING THE SERVICES OF HOSPITALS IN THE AGE OF

“CONSUMER-DIRECTED” HEALTH CARE

II. THE ECONOMIC AND ETHICAL FOUNDATION OF PRICE DISCRIMINATION

III. HOSPITAL PRICING AND III. HOSPITAL PRICING AND ““CONSUMER DIRECTED HEALTH CONSUMER DIRECTED HEALTH 
CARECARE””
A. The Challenge: Conveying information on pricesA. The Challenge: Conveying information on prices



In the hospital sector, prospective patients (In the hospital sector, prospective patients (““consumersconsumers””) ) 
face sellers who, as already noted, have:face sellers who, as already noted, have:

1.1. have chargemasters that contain close to 20,000 individual have chargemasters that contain close to 20,000 individual 
list prices for as many distinct procedures and supply items;list prices for as many distinct procedures and supply items;

2.2. can update these charge masters in an adcan update these charge masters in an ad--hoc fashion that is hoc fashion that is 
not uniform across the hospital field;not uniform across the hospital field;

3.3. can grant different payers different discounts off the charge can grant different payers different discounts off the charge 
master, or cut other deals based on permaster, or cut other deals based on per--diems or DRGs.diems or DRGs.

It taxes the mind to imagine an individual, prospective patient It taxes the mind to imagine an individual, prospective patient 
((““consumerconsumer””) might shop around smartly within this largely ) might shop around smartly within this largely 
opaque and chaotic pricing system.opaque and chaotic pricing system.



As a general rule, for example, the chargemasters of As a general rule, for example, the chargemasters of 
hospitals are hospitals are notnot publicly available publicly available ---- with the exception of with the exception of 
California, where since July 2004 they are supposed to be California, where since July 2004 they are supposed to be 
available to the public (but rarely found on the website of available to the public (but rarely found on the website of 
hospitals). hospitals). Typically, a hospitalTypically, a hospital’’s s ““chargescharges”” remain a trade remain a trade 
secret unless one is billed selected items at those charges.secret unless one is billed selected items at those charges.

Furthermore, the discount off list prices or per diems Furthermore, the discount off list prices or per diems 
negotiated with private payers are tightly held trade negotiated with private payers are tightly held trade 
secrets as well.secrets as well.



But even if the chargemasters of hospitals eventually were But even if the chargemasters of hospitals eventually were 
made public, how would an individual made public, how would an individual ““consumerconsumer”” cope with cope with 
the information it contains the information it contains –– perhaps through lexicographic perhaps through lexicographic 
ranking of 20,000ranking of 20,000--dimensional price vectors? dimensional price vectors? 

What, for example, would prevent a hospital to price What, for example, would prevent a hospital to price 
popularly known items as loss leaders and then heaping popularly known items as loss leaders and then heaping 
huge markups on items that patients huge markups on items that patients ““consumeconsume”” when they when they 
are under anesthesia?are under anesthesia?

And even if And even if ““consumersconsumers”” actually could cope intellectually actually could cope intellectually 
with price vectors containing close to 20,000 elements, that with price vectors containing close to 20,000 elements, that 
information is only the P in the total cost expression P x Q, information is only the P in the total cost expression P x Q, 
where Q denotes the actual services packaged into a medical where Q denotes the actual services packaged into a medical 
treatment.  treatment.  



To illustrate, behold again the following excerpts from To illustrate, behold again the following excerpts from 
CaliforniaCalifornia’’s sample chargemaster, available Californias sample chargemaster, available California’’s s 
Office of Statewide Health Planning and Development Office of Statewide Health Planning and Development 
(OSHPD) website, which contains some 19,000 separate list (OSHPD) website, which contains some 19,000 separate list 
prices extending over 275 pages:prices extending over 275 pages:

www.oshpd.cahwnet.gov/HOAD/SampleChrgmstr.pdfwww.oshpd.cahwnet.gov/HOAD/SampleChrgmstr.pdf..



EXCERPT FROM CALIFORNIAEXCERPT FROM CALIFORNIA’’S SAMPLE CHARGEMASTERS SAMPLE CHARGEMASTER



**
** High income High income ““consumersconsumers”” might opt for the more expensive might opt for the more expensive ““CathCath
PortaPorta CathCath Venous AVenous A,,”” instead of the instead of the ““CathCath PortaPorta CathCath Venous BVenous B,,”” for for 
two reasons: (a) they have more money, and (b) the HSA mechanismtwo reasons: (a) they have more money, and (b) the HSA mechanism
effectively makes the aftereffectively makes the after--tax cost of health care cheaper for them tax cost of health care cheaper for them 
than it is for lowthan it is for low--income people.income people.



American health care American health care ““consumer,consumer,”” newly empowered by a newly empowered by a 
high deductible insurance policy, performing lexicographic high deductible insurance policy, performing lexicographic 
rankings among 20,000rankings among 20,000--dimensional hospitaldimensional hospital--price vectors.price vectors.



How can the bewildering chaos that is hospital pricing How can the bewildering chaos that is hospital pricing 
today be reformed to make it more compatible with the today be reformed to make it more compatible with the 
concept of concept of genuinegenuine ““Consumer DirectedConsumer Directed”” Health Care?Health Care?



I. THE CURRENT HOSPITAL PRICING SYSTEM

PRICING THE SERVICES OF HOSPITALS IN THE AGE OF

“CONSUMER-DIRECTED” HEALTH CARE

II. THE ECONOMIC AND ETHICAL FOUNDATION OF PRICE DISCRIMINATION

III. HOSPITAL PRICING AND III. HOSPITAL PRICING AND ““CONSUMER DIRECTED HEALTH CONSUMER DIRECTED HEALTH 
CARECARE””

A. The Challenge: Conveying information on prices

B. A modest proposal to streamline hospital pricingB. A modest proposal to streamline hospital pricing



SIMPLIFYING HOSPITAL PRICING IN THE U.S.SIMPLIFYING HOSPITAL PRICING IN THE U.S.

1.1. Expand the DRG system to include all health care given Expand the DRG system to include all health care given 
by hospitals to all patients, young and old.by hospitals to all patients, young and old.

2.2. Convert the estimated DRGs into equivalent relative value Convert the estimated DRGs into equivalent relative value 
scales (really, relative scales (really, relative costcost scales) and mandate that scales) and mandate that 
every hospital must use this common scale  to price its every hospital must use this common scale  to price its 
services.services.

3.3. Allow each hospital competitively to set and publicly Allow each hospital competitively to set and publicly 
announce its own monetary conversion factor, which announce its own monetary conversion factor, which 
converts the common, industryconverts the common, industry--wide relative value scale wide relative value scale 
into hospitalinto hospital--specific price schedules.specific price schedules.



SOME OPEN QUESTIONS:SOME OPEN QUESTIONS:
1.1. Should hospitals be forced to charge every payer the Should hospitals be forced to charge every payer the 

samesame monetary conversion factor (the Portermonetary conversion factor (the Porter--Treisberg Treisberg 
approach), or should these conversion factors be approach), or should these conversion factors be 
negotiated separately with each thirdnegotiated separately with each third--party payer?party payer?

2.2. If priceIf price--discrimination were no longer allowed (Porterdiscrimination were no longer allowed (Porter--
Treisberg), should the SovietTreisberg), should the Soviet--style topstyle top--down pricing down pricing 
approaches of Medicare and Medicaid continue to exist?approaches of Medicare and Medicaid continue to exist?

3.3. Should every hospital be Should every hospital be mandatedmandated to post its own to post its own 
meansmeans--tested conversion factors for the uninsured?tested conversion factors for the uninsured?



These are challenging questions, as would be the transition These are challenging questions, as would be the transition 
from the present, opaque, chaotic and largely unfair from the present, opaque, chaotic and largely unfair 
hospital pricing system to one along the lines proposed hospital pricing system to one along the lines proposed 
here.here.

On the other hand, to inject patients with highOn the other hand, to inject patients with high--deductible, deductible, 
individually purchased health insurance into the current, individually purchased health insurance into the current, 
opaque, and chaotic hospital pricing system and to tell opaque, and chaotic hospital pricing system and to tell 
them to behave like the rational, wellthem to behave like the rational, well--informed consumers informed consumers 
of textbook fame strikes me as making a mockery of the of textbook fame strikes me as making a mockery of the 
very concept of very concept of ““Consumer DirectedConsumer Directed”” Health Care.Health Care.




