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The Health Savers Initiative is a project of the Committee for a Responsible Federal Budget, Arnold
Ventures, and West Health, which works to identify bold and concrete policy options to make health care
more affordable for the federal government, businesses, and households. This brief presents an option meant
to be just one of many, but it incorporates specifications and savings estimates so policymakers can weigh
costs and benefits, and gain a better understanding of whatever health savings policies they choose to pursue.
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Background on Hospital Market Power, Consolidation, and Prices

Medicare’s administratively set payment rates pay hospitals based on the national average of reported
costs, accounting for both operating and capital expenses. On the other hand, commercial insurers
rely on negotiation to arrive at hospital payment rates. In a well-functioning competitive market, this
negotiation would take place against a backdrop where there would be many providers and no one
provider would have the ability to unduly influence prices. Furthermore, in a well-functioning market
the prices paid by insurers would reflect the value of the service, taking into account the actual cost
and the perceived quality of the service.

This is not a description of the market for hospital care in the United States. Many hospitals are able
to demand high prices relative to prices set by the government in Medicare. For example, our analysis
found more than 300 hospitals! with a three-to-one ratio of commercial-to-Medicare payment rates.
They are able to achieve this, in part, because of market power bolstered by increasing consolidation
along with limited information on value and quality.

It is well-documented that per capita health spending in the U.S. relative to other countries is
substantially higher.? In a seminal Health Affairs article, authors Gerard Anderson, Uwe Reinhardt,
and others made the case that the high prices in the U.S. drive our health care spending.?

Consolidation in the United States hospital market has increased steadily over the past few decades.
This has led to less competition in the hospital market, an imbalance in negotiating power between
insurers and hospitals, and higher prices. Research has shown the following: Hospitals are able to
charge significantly higher prices to commercial insurers than they would have in an otherwise
reasonably competitive market?; in most markets, a single hospital system accounts for more than 50%
of inpatient admissions®; hospital consolidation is associated with significant price increases but no
corresponding improvement in quality of care®; and that high hospital prices are passed along to
consumers, employers, or the government in the form of higher premiums and/or cost-sharing.”

Another contribution to hospital market power is the existence in many communities of so-called
“must-have” hospitals. Despite the limited availability of transparent information on the value and
quality of care across hospitals, certain hospitals have brand name recognition. They are “perceived
to provide the best care for complex and less common conditions”® and are considered to be essential
in plan networks. As a result, these hospitals have more leverage in negotiations and use that power
to obtain higher reimbursement from employers and insurers.

To be sure, not all hospitals charge exorbitant prices. The commercial market is characterized by wide
variation in payments for similar services across communities. For the same service, commercial prices
can range from 150% of Medicare prices to 400% or more.’ Prices vary not only across regions, but
among hospitals within the same region and even within hospitals for the same services.!® On average,
intrastate variation in hospital prices is actually higher than variation between states.!! Addressing
this variation in prices could lead to substantial savings.

Comparing commercial reimbursement rates to Medicare payment rates allows for transparency and
provides a benchmark for examining prices across geographic regions. Our analysis found on average
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hospitals are reimbursed by commercial payers at slightly more than twice (210%) Medicare rates (see
Figure 1).

Figure 1: Commercial Payment Rates as a Percentage of Medicare Payment Rates
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Notes: Analysis using 2017 RAND Hospital Cost Report data. The data set includes 2,733 hospitals after excluding
rural and critical access hospitals, as well as hospitals in Maryland, Puerto Rico, and the Virgin Islands and those not
paid through the inpatient prospective payment system. The data has been trimmed to exclude outliers.

Hospitals often point to “cost-shifting” to justify charging higher commercial rates, claiming that
Medicare rates are not sufficient to cover their costs. There has been substantial, consistent research
on this issue and as noted in a recent analysis by the Medicare Payment Advisory Commission
(MedPAC), there is little to no evidence to suggest that cost shifting is a driving factor in hospital fees.
Instead, “research suggests that hospitals engage in traditional price discrimination in areas where
they have the market power to negotiate higher rates charged to insurers.”!?

Contrary to the cost-shifting theory, one study found that lower Medicare rates led to lower
commercial rates: a ten percent reduction in Medicare rates led to a reduction in commercial rates of
between 3 and 8 percent.!® Furthermore, hospitals with relatively slow growth in Medicare rates also
had relatively slow growth in commercial rates. Other research shows that higher payment rates are
often associated with higher hospital costs because these hospitals are under less financial pressure to
constrain costs (and in these cases, because their unconstrained costs are higher, Medicare rates may
be below costs).!* Research also shows the converse -- hospitals under significant financial pressure
do constrain costs.!>

Current Efforts to Address High Prices
Lowering commercial hospital prices by enacting some type of cap on outlier prices has been proposed

by state and federal policymakers, researchers and policy analysts from across the ideological
spectrum.!®
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States have begun trying to leverage their own power as purchasers of health care services to limit the
prices they pay for care for their employees or as part of creating a public option. States, such as
Montana, Oregon, Washington, and Colorado, have implemented or are considering approaches that
would cap payment for hospital services at a percentage of Medicare for state employee health plans
or public options. These payment rates range from 160% to 234% of local Medicare reimbursement
rates.!” Many of these proposals are in the development phase and there has been mixed success while
encountering stiff opposition from hospitals.

Other states have broader policies to control health spending. Maryland, for example, has a waiver
from CMS to use an all-payer model which establishes uniform payment rates on a global budget
basis that Medicare, Medicaid, and commercial insurers must pay. A recent five-year evaluation
report of Maryland’s program showed reductions in hospital spending for both Medicare beneficiaries
and privately insured patients. Total Medicare expenditures also declined, but overall commercial
expenditures did not due to increases in other non-hospital spending.!® Rhode Island also imposed
inflation price controls on hospital spending paired with payment increases for primary care, resulting
in lower health care spending for commercially insured adults.

Implementing payment caps in expanded public insurance options could lower provider prices in the
commercial market.?’ Proposals for a “public option” often have provisions that administratively limit
hospital prices. For example, the proposal to add a public option to the Affordable Care Act (ACA)
marketplaces limited payment to around Medicare’s levels. The Congressional Budget Office analysis
of that plan found that many hospitals would still participate, and that it would force hospitals to
lower prices charged to private plans in the exchanges in order to maintain access to the patient
population.?!

Efforts to combat the negative effects of consolidation on competition have varied in success. The
Federal Trade Commission (FTC) has antitrust authority to block anticompetitive mergers and
acquisitions. After a period of losses in the courts and little enforcement, recently the FTC has had
some success in challenging and ultimately blocking horizontal mergers among hospital systems
operating in the same region. But, while efforts by the FTC are important tools to try to constrain
consolidation, they are insufficient on their own to reduce high hospital costs.

Changes to Medicare and other existing public programs could help lower hospital costs by reducing
the incentive for consolidation and establishing a payment structure that could be replicated by
private insurers. We discuss one such option in our Health Savers Initiative brief “Equalizing Medicare
Payments Regardless of Site-of-Care.”?
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Policy Option to Cap Private Hospital Prices

Given the market failure in hospital pricing, we analyzed the effects of capping commercial prices for
hospital services at 200 percent of the hospital’s current Medicare payment rates. In other words,
under this policy, no hospital would be paid more than twice as much by private insurance as under
Medicare for a given service. This would rein in the hospitals with the highest prices and reduce
overall health care costs.

Under this policy option, rural hospitals and critical access hospitals would be excluded from this cap,
along with hospitals exempt from the Medicare inpatient prospective payment system -- though
alternative limitations could be designed in these cases.

By using Medicare rates as the benchmark, this option is administratively feasible and transparent,
and it reduces employer and enrollee costs while addressing the wide variation in hospital rates. With
median commercial payments almost double that of Medicare, this cap would be limiting for less than
half of all eligible hospitals.

Alongside savings estimates of this policy option, we include estimates of two alternative policy
options: only caping hospitals in highly concentrated markets (see Appendix for details on defining
concentrated markets) and capping payment rates at 150 percent of Medicare. The percent of hospitals
and revenue affected under each option are presented below (see Figure 2).

Figure 2: Hospitals and Commercial Revenue Affected Under Specified Policy Options

Cap at 200% of Cap at 200% of Cap at 150% of
Medicare — all Medicare - hospitals in Medicare — all
hospitals concentrated markets hospitals
Hospitals affected 1,199 (44%) 710 (26%) 2,031 (74%)
Average revenue reduction
All hospitals 11% 11% 23%
Affected hospitals 25% 25% 32%
Median revenue reduction
All hospitals 0% 0% 21%
Affected hospitals 22% 23% 30%

Notes: Analysis using 2017 RAND Hospital Cost Report data. The data set excludes rural and critical access hospitals,
as well as hospitals in Maryland, Puerto Rico, and the Virgin Islands and those not paid through the inpatient
prospective payment system.

Estimated Fiscal and Financial Impact

Immediately capping all hospital payment rates at 200 percent of Medicare will reduce National
Health Expenditures by just over one trillion dollars over 10 years (see Figure 3). Specifically, we
estimate that lower payments to hospitals would reduce insurance premiums by $889 billion and
reduce patient cost sharing by $99 billion over a decade. The Appendix outlines the methodology used
to generate these estimates.
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We also estimate that with premiums falling, employers would likely shift a share of compensation
from non-taxable health care benefits to taxable wages. Meanwhile, lower premiums in the Affordable
Care Act exchange marketplaces would reduce federal government premium subsidies. With the
deficit reduction from those changes, along with the related lower interest payments on the national
debt, we estimate the federal budget deficit would be reduced by $216 billion from 2021 to 2030.

Figure 3: Estimated Savings from Capping Hospital Prices at 200% of Medicare
Savings (2021-2030)

National Health Expenditures (NHE) Reduction $1,014 billion
Federal Spending
ACA Marketplace subsidies $26 billion
Federal Revenue* $179 billion
Private Sector $987 billion
Premiums $889 billion
Cost-sharing $99 billion

Total Federal Budget Deficit Impact
(Revenue + Spending + Interest Savings)
*Taxation from higher wages due to less employer spending on tax-free health insurance.

$216 billion

Based on our projections, we expect this policy would affect about 44 percent of eligible hospitals.
These hospitals would see an average revenue reduction of 25%. The majority of hospitals would not
see any change in revenue resulting from this policy.

While these estimates reflect the savings from immediately implementing a price cap at 200 percent
of Medicare, different policy choices could lead to different outcomes. For example, phasing in the
cap would reduce ten-year savings but give hospitals more time to prepare and adjust. We estimate
that limiting the cap to highly concentrated markets, using the Department of Justice definition (see
Appendix), would shrink the National Health Expenditure and deficit savings by about 30 percent,
reducing overall savings to $687 billion and $144 billion, respectively. On the other hand, tightening
the cap to 150 percent of Medicare prices would almost double savings to $1.94 trillion and $421
billion, respectively.
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Appendix: Estimating Methodology

The estimates in this document were produced through the joint effort of The Committee for a
Responsible Federal Budget, Arnold Ventures, and West Health.

The starting points for savings estimates were the March 2020 Congressional Budget Office baseline
and the March 2020 National Health Expenditure projections from the Actuaries at the Center for
Medicare and Medicaid Services. The Health Savers Initiative will use this pre-Covid-19 baseline for all
options to allow for the best comparisons because the full impact of Covid-19 on the baselines is
unknown at this time.

The impact on the federal budget deficit was calculated by adding spending and revenue changes to
interest cost savings estimated using CBO’s October 2020 interactive debt matrix.

This analysis used the RAND Hospital Cost Report Data from 2017. This data includes public cost
report data from CMS Healthcare Cost Report Information System (HCRIS), with key metrics added.

The capping of commercial payments applies to specific hospitals, based on market concentration and
a comparison of commercial payments and revenues to Medicare payments and revenues. The
following hospitals are excluded from the analysis:

¢ Non-short-term hospitals,

o C(ritical access hospitals,

e Rural health clinics,

e Hospitals not paid through the Prospective Payment System and

e Hospitals in Puerto Rico, the Virgin Islands, and Maryland.

After excluding the above hospitals, 2,733 remained in our dataset. Analytic variables were developed
based on the methodology described in Duffy et al.2> The new variables were created as follows.
e Total charges as the sum of inpatient and outpatient charges
e Charges per discharge equivalent as the ratio of charges to discharge equivalent
e Medicare discharge equivalents as the sum of Medicare inpatient discharge equivalents and
an estimate of Medicare outpatient discharge equivalents
e Medicare revenue as the sum of Medicare inpatient and outpatient revenues
e Medicare revenue per discharge equivalent as the ratio of Medicare revenue to Medicare
discharge equivalents
e Marginal operating costs per discharge equivalent as a fraction (100/109) of Medicare revenue
per discharge equivalent
e Commercial discharge equivalents as the product of total discharge equivalents and the ratio
of estimated commercial gross patient revenue to total gross patient revenue
e Commercial revenue as net patient revenue less the sum of revenue attributed to Medicare,
Medicaid, SCHIP, state and local indigent care programs, private grants, donations, or
endowment income for charity care, government grants for support of hospital operations,
and partial payments by insured patients approved for charity care
o Any negative commercial revenue results were replaced with 0
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e Commercial revenue per discharge equivalent as the ratio of commercial revenue to
commercial discharge equivalents

Fields were identified within the RAND dataset to facilitate the analysis of hospital Payment-to-Cost
Ratios (PTCRs), as follows

e Medicare PTCR as the ratio of the sum of Medicare inpatient and outpatient revenues to the
sum of Medicare inpatient and outpatient costs.

e Estimated Commercial Revenue as the maximum of either 0 or net patient revenue less the
sum of Medicare inpatient and outpatient, Medicare Advantage, Medicaid, Medicaid DSH,
SCHIP, and state and local indigent care revenues as well as private grants for charity,
government grants for uncompensated care, and charity payments for insured patients.

e Estimated Commercial Costs as the maximum of either 0 or the sum of total inpatient and
outpatient costs less the sum of Medicare inpatient and outpatient, Medicaid, SCHIP, state
and local indigent care, Medicare Advantage, and unreimbursed or uncompensated costs.

e Commercial PTCR as the ratio of estimated commercial revenue to estimated commercial
costs.

e Ratio of commercial PTCR to Medicare PTCR as the quotient of the appropriate variables
referenced above. In the event of undefined Commercial PTCR or Medicare PTCR, this value
was set to 0, such that these hospitals are unaffected by any proposal. This affected 17
observations.

Only hospitals with positive values for charges per discharge equivalent, commercial revenue per
discharge equivalent, marginal operating costs per discharge equivalent, and Medicare revenue per
discharge equivalent were included. The data was trimmed for outliers, excluding an additional 44
observations, which reduced the average PTCRs.

The payment rate cap is set by examining both commercial and Medicare payment-to-cost ratios and
limiting the ratio between the commercial PTCR to the Medicare PTCR to 200% and 150%.

To estimate the savings from imposing a cap only on hospitals in highly concentrated areas, we sorted
all hospitals into Hospital Referral Regions (HRRs) and hospital systems within those HRRs.?* The
Herfindahl-Hirschman Index (HHI), an indicator of market concentration, is calculated for each HRR
using the hospitals and hospital systems within the region. The HHI is calculated by summing the
squares of the proportion of inpatient discharges allocated to each hospital and system within the
HRR and allows for the categorization of HRRs by HHI level. In our sample, HHI levels range from
527 to 10,000, with 10,000 indicating complete concentration. HRRs were identified as highly
concentrated using the Department of Justice definition of having a HHI over 2,500. The 200%
payment cap was applied using the PTCR for hospitals in HRRs with an HHI score of 2,500 or more.
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