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Abstract

The growth of monopoly power among health care providers bears
much responsibility for driving up the cost of health care over recent
years. By mandating that general hospitals provide uncompensated
care, state and federal legislators have given them cause to insist
on regulations and discriminatory subsidies to protect them from
cheaper competitors. Instead of freeing these markets to allow the
provision of care by the most efficient organizations, the Affordable
Care Act endorses these anti-competitive arrangements. It extends
the premium paid for treatment in general hospitals, employs the
purchasing power of the Medicare program to encourage the consolidation of medical practices, and reforms insurance law to eliminate
many of the margins for competition between carriers. Institutions
sheltered from competition tend to accumulate unnecessary costs
over time. In the absence of pro-competitive reforms, higher spending under Obamacare is likely to only further inflate prices faced by
those seeking affordable care.

T

he Affordable Care Act (ACA), often called Obamacare, accelerates the pernicious growth of market consolidation in American
health care.1
The national health care law reinforces the trend of providers,
including doctors and hospitals, to merge into large regional health
systems that dominate local markets. The law also introduces new
rules and restrictions that will reduce the degree of competition in
the insurance market.
This growth of monopoly power is not the result of free-market
forces, but the deliberate product of public policy. Instead of hon-
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The Affordable Care Act accelerates the pernicious growth of
market consolidation in American health care—it reinforces the
trend among health care providers to merge into large regional
health systems that dominate
local markets.
Instead of budgeting to finance
health care, policymakers are
sanctioning monopolistic hospital markets in the hope that
dominant providers will use higher revenues to cross-subsidize
indigent and emergency care.
The current growth of monopoly
power is not the result of freemarket forces, but the deliberate
product of public policy. Obamacare also introduces new rules
to reduce competition in the
insurance market.
The Affordable Care Act eliminates many of the essential competitive checks remaining in the
American health care system.
Policymakers should insist
that health care be funded with
honest appropriations, rather
than unfunded mandates that
inhibit competition.
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estly budgeting in order to finance health care, policymakers have repeatedly sanctioned monopolistic
hospital markets in the hope that dominant providers will use higher revenues to cross-subsidize indigent and emergency care. The purchasing power
of the Medicare program has been increasingly
employed by the federal government to shape the
structure of the hospital industry, and its payment
rates are deliberately designed to give incumbent
general hospitals an advantage over less expensive specialty facilities. At the state level, policies
such as certificate-of-need (CON) laws have been
defended by local hospital monopolies to prevent
the construction or expansion of facilities by potential competitors.
Obamacare’s Impact. The ACA eliminates
many of the essential competitive checks remaining in the American health care system. Because the
law relies so heavily on unfunded regulatory mandates to finance the benefit structure, it is obliged
to strengthen the power of incumbent providers to
prevent targeted competition from eliminating their
profit centers. The provisions of the law attempt to
do so by:
nn

nn

nn

nn

Closing off alternatives to paying for health care
by requiring individuals to purchase comprehensive insurance.
Reducing the ability of insurers to compete with
innovations in benefit design by requiring standardized benefit packages.
Increasing the discriminatory subsidies that protect dominant hospitals from competition.
Limiting patient choices by using Medicare payment policies to drive doctors and other medical
professionals into a small number of integrated
hospital systems.

The President’s health care reform therefore
represents a concerted attempt to prevent competition in various aspects of health insurance—includ1.

ing health benefits, provider networks, and cost. In
the process, the law has become a fountain of federal regulation. With the law’s individual mandate,
forcing most Americans to purchase health insurance regardless of cost, the power of insurers and
providers to profit from a captive market is likely to
increase even further. The ACA adds to the array of
regulatory instruments that attempt to contain the
damage of anticompetitive policies.
But, the way to increase provider responsiveness to the needs of patients is not through a second
set of regulations that punishes providers for doing
what the first set of regulations encouraged them
to do. In the absence of competition, highly integrated health care providers tend to be irresponsive
to patient needs, and reliant on crude bureaucratic
instruments to prevent costs from spiraling out of
control. Rather than trusting monopolies to provide
“uncompensated care” as desired, policymakers
should remove the shackles that have been placed
on competition in health care, and transparently
appropriate the necessary funds for the care that
they wish to subsidize.
Combating the Conglomerates. There is no
shortcut for fixing the problem of monopoly power
in American health care. It was deliberately constructed, and policymakers seeking to reform it
must take on a formidable set of entrenched practices and policies. Specifically, they must: Eliminate
unfunded mandates that are incompatible with
competition; repeal legal or regulatory restraints
on market entry; retarget health care subsidies and
tax breaks from institutions to individuals; allow
patients to shop around for less expensive options;
and abolish health care benefit mandates that create captive markets for providers regardless of
value for money.

The Rise of Hospital Monopolies

Within the United States, medical prices vary
wildly. For instance, one California employer found
itself paying between $848 and $5,984 for colonoscopies with no discernible difference in quality, while
MRI scans in the D.C. metro area range from $400

“By next year, about two-thirds of American physicians will be working as salaried employees of large groups and hospitals. This movement
has been underway for years…[b]ut these trends are now accelerating. Many observers point to provisions in the recently enacted Patient
Protection and Affordable Care Act (PPACA) as a primary driver. Starting in 2013, the number of independent physicians will start declining
by 5 percent a year according to a recent report by Accenture Health.” Scott Gottlieb, “Health Care Consolidation and Competition After
PPACA,” testimony before the Subcommittee on Intellectual Property, Competition and the Internet, Committee on the Judiciary, U.S. House
of Representatives, May 18, 2012, p. 2.
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to $1,861, and hip replacements have been found to
cost anywhere from $11,100 to $125,798.2
Physicians order medical procedures for their
patients, but those procedures are largely paid for by
third parties (the government or insurers). Private
insurers are legally obliged to cover “medically necessary” care, whatever the cost.3 As patients have little motivation to travel far in search of competitors
offering the same care at lower prices, if there is only
a single hospital nearby that is able to provide that
care, it can dictate high reimbursement fees.
Because third-party-payment systems insulate patients from the true costs of care, hospitals
without nearby competitors are able to leverage
the strong patient preference for geographic convenience to demand a premium from insurers. The
desire of hospitals to take advantage of this situation has yielded a cumulative process of mergers
into “must have” branded units that dominate local
markets.4 There are roughly 5,000 hospitals in the
United States. Between 1998 and 2012, there were
1,113 mergers and acquisitions involving a total of
2,277 hospitals.5 Thus, hospitals have been aggregating into fewer and larger economic units, inflating market power. The principal effect of the mergers is to reduce price competition by forcing payers
to negotiate with a single entity encompassing most
of the hospitals in a given geographic region. That,
in turn, gives the merged entities greater leverage
to extract higher reimbursement from private and
public payers.
Waste. Yet, the resulting problem is not primarily, or even mostly, one of supersized profits. Prices
have soared at nonprofit and for-profit hospitals

CHART 1

Hospital Mergers on the Rise

In 2012, there were 100 hospital mergers and
acquisitions. Since 1998, there have been 1,113
such deals, averaging about 74 per year.
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Source: American Hospital Association, “Trends Affecting
Hospitals and Health Systems,” Trendwatch Chartbook 2012,
http://www.aha.org/research/reports/tw/chartbook
/index.shtml (accessed June 18, 2014).
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alike.6 Indeed, in 2012 the vast majority of community hospitals in America (3,931 of 4,999, 79 percent)
were either government-owned or not-for-profit

2.

James A. Rosenthal, Xin Lu, and Peter Cram, “Availability of Consumer Prices from US Hospitals for a Common Surgical Procedure,” JAMA
Internal Medicine, Vol. 173, No. 6 (March 25, 2013), pp. 427–432, http://archinte.jamanetwork.com/article.aspx?articleid=1569848
(accessed June 12, 2014); Sarah Kliff, “How Much Does an MRI cost?” The Washington Post, Wonkblog, March 13, 2013,
http://www.washingtonpost.com/blogs/wonkblog/wp/2013/03/13/how-much-does-an-mri-cost-in-d-c-anywhere-from-400-to-1861/
(accessed June 12, 2014); and Elisabeth Rosenthal, “The $2.7 Trillion Medical Bill: Colonoscopies Explain Why U.S. Leads the World in Health
Expenditures,” The New York Times, June 1, 2013,
http://www.nytimes.com/2013/06/02/health/colonoscopies-explain-why-us-leads-the-world-in-health-expenditures.html
(accessed June 12, 2014).

3.

Barak D. Richman and Kevin A. Schulman, “A Cautious Path Forward on Accountable Care Organizations,” New England Journal of Medicine,
Vol. 305, No. 6 (2011), pp. 602–603.

4.

Robert A. Berenson, Paul B. Ginsburg, Jon B. Christianson, and Tracy Yee, “The Growing Power of Some Providers to Win Steep Payment
Increases from Insurers Suggests Policy Remedies May Be Needed,” Health Affairs, Vol. 31, No. 5 (May 2012), pp. 973–981.

5.

American Hospital Association, Trendwatch Chartbook 2012: Trends Affecting Hospitals and Health Systems,
http://www.aha.org/research/reports/tw/chartbook/index.shtml (accessed June 18, 2014).

6.

Emmett B. Keeler, Glenn Melnick, and Jack Zwanziger, “The Changing Effects of Competition on Non-Profit and For-Profit Hospital Pricing
Behavior,” Journal of Health Economics, Vol. 18 (1999), pp. 69–86.
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organizations.7 Rather than increasing profits for
investors, inflated hospital incomes instead tend to
be dissipated across a multitude of medical personnel, auxiliary staff, and suppliers—as well as wasted
on unused capacity. The reality is that monopolies
in economic sectors dominated by nonprofit organizations (such as health care or education) produce broadly diffused inefficiency, overpayment,
and organizational bloating rather than supernormal profits.
These problems are particularly acute in small
local markets. Empty beds can cost around $75,000,
and raising occupancy from 59 percent to 79 percent
has been estimated to reduce hospital operating
costs by around 9 percent.8 In some cases hospital
mergers can indeed increase efficiency by eliminating duplicative overhead, reaping economies of scale
in procurement, or improving quality with a greater
volume of specialized procedures. Indeed, the initial wave of mergers proved beneficial to consumers, yielding average price reductions of 7 percent.9
Thus, if markets were truly competitive, there would
still likely be some hospital mergers, and those
mergers would produce consumer benefits in the
form of quality and access improvements as well as
price reductions.

Savings from such mergers, however, are likely
to be substantial only for small hospitals. While
the consolidation of hospitals has often generated
cost efficiencies, in hospital markets dominated by
only a few providers, mergers have enabled hospitals to retain the savings rather than passing them
on to consumers.10 Beyond a modest scale, mergers
tend to inflate costs, and to be sought for the sake of
increasing pricing power.11 Increasingly, hospitals
are consolidating into larger systems—a process that
boosts their ability to demand high prices, but does
little to generate efficiencies or shed costs.12 There is
a clear consensus in the peer-reviewed economics
literature that prices tend to increase by at least 20
percent following hospital mergers in concentrated
markets.13
Market Power. Pushing back against rising
hospital bills, managed-care organizations (MCOs)
became increasingly prevalent during the 1990s.14
As motivated, capable, and price-sensitive purchasers, MCOs were able to check the ability of providers to inflate costs.15 By threatening to steer patients
from one provider to another (“selective contracting”), MCOs had leverage to insist that prices be kept
within reason.16 This proved highly effective: A comparison of heart attack patients revealed that MCOs

7.

American Hospital Association, “Fast Facts on US Hospitals,” January 2, 2014, http://www.aha.org/research/rc/stat-studies/101207fastfacts.pdf
(accessed June 12, 2014).

8.

Martin Gaynor and Gerard F. Anderson, “Uncertain Demand, the Structure of Hospital Costs, and the Cost of Empty Hospital Beds,” Journal of
Health Economics, Vol. 14 (1995), pp. 291–317. Estimate adjusted to 2013 dollars with Bureau of Labor Statistics, CPI Inflation Calculator,
http://data.bls.gov/cgi-bin/cpicalc.pl (accessed September 15, 2013).

9.

Robert A. Connor et al., “Which Types of Hospital Mergers Save Consumers Money?” Health Affairs, Vol. 16, No. 6 (1997), pp. 62–74.

10. Heather Radach Spang, Richard J. Arnould, and Gloria J. Bazzoli, “The Effect of Non-Rural Hospital Mergers and Acquisitions: An Examination
of Cost and Price Outcomes,” Quarterly Review of Economics and Finance, Vol. 49 (2009), pp. 323–342.
11.

David Dranove, “Economies of Scale in Non-Revenue Producing Cost Centers: Implications for Hospital Mergers,” Journal of Health Economics,
Vol. 17 (1998), pp. 69–83.

12.

David Dranove and Richard Lindrooth, “Hospital Consolidation and Costs: Another Look at the Evidence,” Journal of Health Economics, Vol. 22
(2003), pp. 983–997, and Alison Evans Cuellar and Paul J. Gertler, “Trends in Hospital Consolidation: The Formation of Local Systems,” Health
Affairs, Vol. 22, No. 6 (November/December 2003), pp. 77–87.

13.

Martin Gaynor and Robert Town, “The Impact of Hospital Consolidation–Update,” Robert Wood Johnson Foundation, The Synthesis Project,
June 2012, http://www.rwjf.org/en/research-publications/find-rwjf-research/2012/06/the-impact-of-hospital-consolidation.html
(accessed June 13, 2014).

14. Robert J. Town, Douglas Wholey, Roger Feldman, and Lawton R. Burns, “Revisiting the Relationship between Managed Care and Hospital
Consolidation,” Health Services Research, Vol. 42, No. 1 (February 2007), pp. 219–238.
15.

David Dranove, Mark Shanley, and William D. White, “Price and Concentration in Hospital Markets: The Switch from Patient-Driven to PayerDriven Competition,” Journal of Law and Economics, Vol. 36, No. 1 (April 1993), pp. 179–204.

16. Matthew S. Lewis and Kevin E. Pflum, “Diagnosing Hospital System Bargaining Power in Managed Care Networks,” working paper,
Forthcoming, in American Economic Journal: Economic Policy, http://www.kevinpflum.com/wp-content/uploads/hospital-systems.pdf
(accessed June 13, 2014).
4



BACKGROUNDER | NO. 2928
August 1, 2014

were able to provide the same treatments and health
outcomes as indemnity plans at 30 percent to 40
percent lower prices.17
The bargaining power of hospitals, and their ability to impose price increases, therefore depends on
the ease with which insurers may omit them from
their provider networks.18 Their consolidation into
multi-hospital systems, which bargain collectively
with insurers across multiple markets, enables hospitals to make themselves harder to exclude—allowing them to command price increases twice the
size.19 Thus, the effectiveness of selective contracting
in checking hospital cost growth has been blunted in
highly concentrated hospital markets.20 The ability
of insurers to insist on good prices from hospitals
has further been hobbled by “any willing provider”
laws in the majority of states, which require insurers to reimburse any providers willing to accept
the insurer’s rates, effectively limiting the ability of
health maintenance organizations (HMOs) to divert
patients to preferred hospitals.21 The effect has been
to reverse the slowdown in the growth of health care
expenditures that had been achieved in previous
years in areas with high HMO penetration.22
Although dominant providers claim that their
ability to command higher reimbursements allows
17.

them to invest in improving treatment outcomes,
the absence of competitive pressures tends to actually produce organizational slack, weaker accountability for performance, and lower-quality care.23
Local hospital markets dominated by a few providers are less likely to employ the best medical equipment, and it appears that heart attack patients are
more likely to die when treated by hospitals in markets with less competition.24 Indeed, better outcomes for heart attack and pneumonia patients in
more competitive markets appear to be associated
with the relative prevalence of private payers, who
are able to vary payments to reward higher quality.25
Government Regulations. Evidence that
monopoly power has allowed hospitals to push up
prices without improving quality has led some policy
analysts and political activists to claim that expanded government regulation and control of providers
can make health care more affordable. To this end,
a number of prominent Obamacare advocates have
called for a follow-up round of reforms—subjecting
hospitals to regulatory caps on prices, aggregate
spending limits, cost-effectiveness requirements,
and heightened antitrust prosecution.26
Yet, such proposals attack the symptoms of
monopoly power instead of addressing its causes. As

David M. Cutler, Mark McClellan, and Joseph P. Newhouse, “How Does Managed Care Do It?” RAND Journal of Economics, Vol. 31, No. 3
(Autumn 2000), pp. 526–548.

18. Robert Town and Gregory Vistnes, “Hospital Competition in HMO Networks,” Journal of Health Economics, Vol. 20 (2001), pp. 733–753.
19. Glenn Melnick and Emmett Keeler, “The Effects of Multi-Hospital Systems on Hospital Prices,” Journal of Health Economics, Vol. 26 (2007),
pp. 400–413.
20. Glenn A. Melnick, Jack Zwanziger, Anil Bamezai, and Robert Pattison, “The Effects of Market Structure and Bargaining Position on Hospital
Prices,” Journal of Health Economics, Vol. 11 (1992), pp. 217–233, and Anil Bamezai, Jack Zwanziger, Glenn A. Melnick, and Royce A. Mann,
“Price Competition and Hospital Cost Growth in the United States,” Health Economics, Vol. 8 (1999), pp. 233–243.
21.

Yu-Chu Shen, Vivian Y. Wu, and Glenn Melnick, “Trends in Hospital Cost and Revenue, 1994–2005: How Are They Related to HMO
Penetration, Concentration, and For-Profit Ownership?” Health Services Research, Vol. 45, No. 1 (February 2010), pp. 42–61, and David Dranove,
Richard Lindrooth, William D. White, and Jack Zwanziger, “Is the Impact of Managed Care on Hospital Prices Decreasing?” Journal of Health
Economics, Vol. 27 (2008), pp. 362–376.

22. Michael G. Vita, “Regulatory Restrictions on Selective Contracting: An Empirical Analysis of ‘Any-Willing-Provider’ Regulations,” Journal of
Health Economics, Vol. 20 (2001), pp. 955–966.
23. Martin Gaynor, “What Do We Know About Competition and Quality in Health Care Markets?” National Bureau of Economic Research
Working Paper No. 12301, June 2006, http://www.nber.org/papers/w12301.pdf (accessed June 13, 2014).
24. David Dranove, Mark Shanley, and Carl Simon, “Is Hospital Competition Wasteful?” RAND Journal of Economics, Vol. 23, No. 2 (Summer 1992),
and Daniel P. Kessler and Mark B. McClellan, “Is Hospital Competition Socially Wasteful?” National Bureau of Economic Research Working
Paper No. 7266, July 1999, http://www.nber.org/papers/w7266.pdf (accessed June 13, 2014).
25. Gautam Gowrisankaran, “Competition, Payers, and Hospital Quality,” National Bureau of Economic Research Working Paper No. 9206,
September 2002, http://www.nber.org/papers/w9206.pdfs (accessed June 13, 2014).
26. Ezekiel Emmanuel, Donald Berwick, David Cutler, Tom Daschle, John Podesta, Uwe Reinhardt, Andrew Stern, and Peter Orszag et al., “A
Systemic Approach to Containing Health Care Spending,” New England Journal of Medicine, Vol. 367, No. 10 (September 6, 2012), pp. 949–954,
and Robert A. Berenson, Paul B. Ginsburg, Jon B. Christianson, and Tracy Yee, “The Growing Power of Some Providers to Win Steep Payment
Increases from Insurers Suggests Policy Remedies May Be Needed,” Health Affairs, Vol. 31, No. 5 (May 2012), pp. 973–981.
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a result, they are more likely to create new problems
than to solve existing ones. Any attempt to drive
down costs with regulatory price controls can be
expected to induce artificial scarcity that further
reduces incentives for providers to invest to improve
quality and respond to patient needs.27 Similarly, the
problems of inflated costs and excess capacity are
unlikely to be solved by preventing mergers. Nor
is genuine competition between providers to meet
patient needs at the lowest cost likely to be advanced
by encouraging hospitals to pursue profits through
antitrust suits against each other.
Ultimately, the advocates of these regulatory
solutions invariably fail to acknowledge the degree
to which the problem of hospital monopolies is
an artificial one—deliberately created by government regulation.

How Innovators Can
Shake Up Hospital Monopolies

Absent government subsidies and regulations
that protect them from competitors, hospitals are
unlikely to enjoy outsized market power for long.
Health care is not subject to substantial natural barriers to entry, and increased institutional size can
often be more of a burden than an advantage.
Larger hospital systems face greater administrative challenges when identifying waste and motivating doctors and staff to keep costs under control.
General hospitals lack internal price signals to allocate resources between departments, and must rely
on bargaining and cajoling to shift them where most
needed. Upgrading and rationalizing capabilities is
also likely to be more difficult. Administrators have
incentives to hoard spare capacity, while physicians

are motivated to deem all care “necessary” to prevent resources from being reallocated elsewhere.
That makes it hard for hospital managers to crosssubsidize care in practice, even when their intentions to do so are sincere.28 Indeed, cross subsidies
often tend to be dissipated by higher spending on
technologies and services of uncertain value.29
Mature organizations often find themselves
trapped in an outdated and costly web of commitments to various clients, partners, and capital projects—with the result that bloated costs are more
often the product of organizational lethargy than
greed. That makes it hard for larger systems to fully
benefit from cost-saving innovations. Large hospitals’ administrative expenses are also notoriously
elevated. For example, at one Oklahoma “non-profit” hospital system, inexpensive items are routinely
billed to patients at outrageous prices ($77 for a gauze
pad; $200 for a toothbrush).30 That creates opportunities for more nimble and efficient competitors to
deliver less expensive alternatives—but only if they
are not stymied by regulations and reimbursement
systems designed to protect incumbent providers.
Specialized Care. Ambulatory surgery centers
(ASCs), for instance, have emerged as independent
specialized providers of outpatient surgery, providing an alternative to costly overnight hospital care.
New technologies, such as minimally invasive laparoscopic surgery, enable providers to simultaneously reduce costs and improve results. Surgeries
for hernias and cataracts, and arthroscopies, can
increasingly be performed on an outpatient basis.31
In the United States, outpatient procedures rose as a
proportion of total surgeries from 20 percent in 1981
to 80 percent in 2003, and these are now mostly per-

27. Christopher M. Pope, “Legislating Low Prices: Cutting Costs or Care?” Heritage Foundation Backgrounder No. 2834, August 9, 2013,
http://www.heritage.org/research/reports/2013/08/legislating-low-prices-cutting-costs-or-care.
28. Sujit Choudhry, Niteesh K. Choudhry, and Troyen A. Brennan, “Specialty Versus Community Hospitals: What Role for the Law?” Health Affairs,
August 9, 2005.
29. Barak D. Richman, “Antitrust and Nonprofit Hospital Mergers: A Return to Basics,” University of Pennsylvania Law Review, Vol. 156 (2007)
pp. 121–150.
30. Tina Rosenberg, “The Cure for the $1,000 Toothbrush,” The New York Times, Opinionator blog, August 13, 2013,
http://opinionator.blogs.nytimes.com/2013/08/13/the-cure-for-the-1000-toothbrush/?_r=0 (accessed June 13, 2014) and Jim Epstein,
“Oklahoma Doctors vs. Obamacare,” Real Clear Politics, November 15, 2012,
http://www.realclearpolitics.com/2012/11/16/oklahoma_doctors_vs_obamacare_296138.html (accessed June 13, 2014).
31. Don E. Detmer and Annetine C. Gelijns, “Ambulatory Surgery: A More Cost-effective Treatment Strategy?” Annals of Surgery, Vol. 129
(February 1994), pp. 123–127.
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formed outside of hospitals.32 By 2010, there were
5,316 federally certified ASCs.33
Some have rightly suggested that “simplicity and
repetition breed competence.”34 Managers at these
smaller facilities are better able to learn the specific needs of medical specialists, and to dedicate
themselves to clearing away obstacles to the production of cost-effective care.35 By focusing on elective
surgeries, specialty hospitals are also able to avoid
cancellations and disruptions arising from emergency cases, allowing them to schedule more operations for the same number of doctors and operating
rooms.36 This allows expensive trained personnel
and costly equipment to be used more efficiently, just
as Southwest Airlines was able to slash costs simply
by reducing the time needed to “turn around” aircraft between flights.37 Using their most expensive
inputs—aircraft and skilled crews—more efficiently,
Southwest and its imitators were able to offer lowercost tickets to the flying public.
In the case of ASCs, their smaller scale allows freestanding facilities to be physician owned—reducing
the agency problems inherent in the separation of
ownership and control. This improves incentives for
reducing waste, and frees physician control of deci-

sion making from some of the many bureaucratic
intrusions.38 This is also true of specialty hospitals.
Adjusting for the mix of patients, there were 40 percent fewer adverse outcomes in specialty orthopedic
hospitals than general hospitals.39
The market share of general hospitals has fallen
significantly in areas that have seen greater ASC
penetration—reducing revenues, costs, and profits.40
As a result, the proliferation of specialty facilities
focused on specific procedures has made it harder
for general hospitals to cross-subsidize waste, inefficiencies, and uncompensated care. Not surprisingly, general hospitals have focused on the latter. The
American Hospital Association accuses specialty
hospitals of selecting the best insured, healthiest,
and hence most lucrative, patients.41 Cardiac services, for instance, can account for 25 percent to 40
percent of hospital revenue and are seen as vital to
cross-subsidizing other services.
It is true that there is some evidence that medically complex cases are increasingly being avoided by ASCs and left to hospital outpatient departments.42 However, the filtering of patients by case
complexity might be exactly what makes lowercost routine high-volume production possible, and

32. James C. Robinson, “Entrepreneurial Challenges to Integrated Health Care,” in David Mechanic et al., eds., Policy Challenges in Modern Health
Care (New Brunswick, NJ: Rutgers University Press, 2005). This increase was partly driven by provider attempts to evade Medicare’s fixed
pricing for inpatient care, following the establishment of prospective pricing in 1983. By re-categorizing services as outpatient care, hospitals
remained able to receive reimbursements according to whatever “costs” they claimed to incur. 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.
33. American Hospital Association, Trendwatch Chartbook 2012: Trends Affecting Hospitals and Health Systems, Chart 2.5,
http://www.aha.org/research/reports/tw/chartbook/2012/chapter2.pdf (accessed June 13, 2014).
34. Wickham Skinner, “The Focused Factory,” Harvard Business Review (May/June 1974), pp. 113–121.
35. Regina E. Herzlinger, “Specialization and Its Discontents: The Pernicious Impact of Regulations against Specialization and Physician Ownership
on the US Healthcare System,” Circulation, Vol. 109 (2004), pp. 2376–2378.
36. Glenn M. Hackbarth, chairman of the Medicare Payment Advisory Commission, “Physician-Owned Specialty Hospitals,” testimony before the
Committee on Finance, U.S. Senate, March 8, 2005, http://www.finance.senate.gov/imo/media/doc/030508ghtest.pdf
(accessed June 13, 2014).
37. Seth Stevenson, “The Southwest Secret,” Slate, June 12, 2012,
http://www.slate.com/articles/business/operations/2012/06/southwest_airlines_profitability_how_the_company_uses_operations_theory_
to_fuel_its_success_.html (accessed June 13, 2014).
38. John E. Schneider et al., “The Economics of Specialty Hospitals,” Medical Care Research and Review, Vol. 20, No. 10 (2008), pp. 1–23.
39. Peter Cram et al., “A Comparison of Total Hip and Knee Replacement in Specialty and General Hospitals,” Journal of Bone and Joint Surgery,
Vol. 80, No. 8 (August 2007), pp. 1675–1684.
40. Kathleen Carey, James F. Burgess, and Gary J. Young, “Hospital Competition and Financial Performance: The Effects of Ambulatory Surgery
Centers,” Health Economics, Vol. 20 (2011), pp. 571–581.
41.

Lawrence P. Casalino, Kelly J. Devers, and Linda R. Brewster, “Focused Factories? Physician-Owned Specialty Facilities,” Health Affairs, Vol. 22,
No. 6 (2003), pp. 53–67, http://content.healthaffairs.org/content/22/6/56.full (accessed June 13, 2014).

42. Ariel Winter, “Comparing the Mix of Patients in Various Outpatient Surgery Settings,” Health Affairs, Vol. 22, No. 6 (2003), pp. 68–75.
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selective competition is what usually keeps providers on their toes. Put differently, it is hard to outlaw “cherry picking” without preventing competition altogether. No major innovation to drive down
costs will be distributionally neutral. The more
fundamental problem is that Medicare’s administrative pricing system overcompensates for some
procedures, such as cardiac services, while undercompensating for others.
Lower Costs. While specialty hospitals may
focus on cases that are easier to treat, they still
handle these specific cases at lower cost. One pioneering surgery center in Oklahoma has been able
to offer laparoscopic hernia repair for $3,975, while
nearby hospitals charge $17,000 for the same procedure—triggering a price war.43 More generally, the
entry of specialty hospitals into a local market has
been found to reduce overall costs without adversely
affecting care.44
By lowering costs, reducing recovery times, and
making possible the treatment of previously inoperable conditions, the development of minimally invasive surgery has nonetheless caused spending to rise
by increasing the volume of procedures. The growth
of outpatient procedures (from 4 million to 23 million) between 1980 and 2005 has far exceeded the
concomitant decline in inpatient surgery (from 15
million to 9 million) over the same period.45 European countries initially restricted outpatient surgery
out of fear that soaring volumes would strain public
budgets. As a result, in the early 1990s, ambulatory
surgery accounted for 50 percent of surgery in the
U.S., but only 5 percent in France.46

Because the expansion of ASCs has been accompanied by a significant increase in discretionary
surgery, some fear that surgeons with an ownership stake in ASCs have an incentive to inflate volumes.47 Facilities that are wholly owned by physicians, which are most often ASCs, are exempt from
the so-called Stark law that prevents the referral of
Medicare and Medicaid patients by physicians to
hospitals in which they have an ownership stake.48
Lobbyists representing general hospitals that stand
to lose revenue by such referrals have suggested that
specialty hospitals represent an “intolerable risk,”
and expressed great concern at physician conflicts
of interest involved.49
Yet, general hospitals are subject to similar conflicts of interest. Moreover, the Stark law is little
more than a gesture toward controlling the volume
of services billed. The problem of incentives for overreferral is a more fundamental one, and intrinsic to
third-party payment, regardless of treatment site.
Indeed, given the astronomic amount of over-treating, over-billing, and outright fraud documented
in Medicare and Medicaid (which dedicates only
a fraction of the resources that private insurers do
to police these problems), there is little reason to
believe that a general hospital’s institutional structure is much of a solution to this situation.50

How Predatory Subsidies
Fuel Market Consolidation

Hospital monopoly power is a problem, but it is
not an accident. The financing of hospitals is dominated by Medicare and Medicaid. In 2011, pub-

43. Tina Rosenberg, “Revealing a Health Care Secret: The Price,” The New York Times, Opinionator blog, July 31, 2013,
http://opinionator.blogs.nytimes.com/2013/07/31/a-new-health-care-approach-dont-hide-the-price/?_r=1 (accessed June 13, 2014).
44. Jason R. Barro, Robert S. Huckman, and Daniel P. Kessler, “The Effects of Cardiac Specialty Hospitals on the Cost and Quality of Medical Care,”
Journal of Health Economics, Vol. 25 (2006), pp. 702–721.
45. Laxmaiah Manchikanti and Mar V. Boswell, “Intervention Techniques in Ambulatory Surgery Centers,” Pain Physician, Vol. 10
(September 2007), pp. 627–650.
46. Detmer and Gelijns, “Ambulatory Surgery: A More Cost-effective Treatment Strategy?”
47. John M. Hollingsworth et al., “Opening of Ambulatory Surgery Centers and Procedural Use in Elderly Patients,” Archives of Surgery, Vol. 146,
No. 2 (2011), pp. 187–193.
48. John K. Iglehart, “The Emergence of Physician-Owned Specialty Hospitals,” New England Journal of Medicine, Vol. 352, No. 1 (January 6, 2006),
pp. 78–84.
49. Charles N. Kahn, “Intolerable Risk, Irreparable Harm: The Legacy of Physician-Owned Specialty Hospitals,” Health Affairs, Vol. 25, No. 1
(January/February 2006), pp. 130–133.
50. Kay L. Daly, “Improper Payments: Reported Medicare Estimates and Key Remediation Strategies,” testimony before the Subcommittee
on Government Organization, Efficiency, and Financial Management, Committee on Oversight and Government Reform, U.S. House of
Representatives, July 28, 2011, http://www.gao.gov/products/GAO-11-842T (accessed June 13, 2014).
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lic spending accounted for 61 percent of hospital
income.51 The expansions of Medicaid and federally
subsidized exchange coverage in the PPACA will further increase this. The organizational structure of
hospitals therefore largely reflects the shape of government spending—and major changes in payment,
such as the introduction of Medicare or its shift to
prospective payment, have altered the practice and
pricing of medicine.52
Hospital costs are 84 percent fixed: Most of the
expense of equipping, maintaining, and staffing a
hospital is largely incurred whether an additional
individual is treated or not.53 Medicare reimbursements are skewed in favor of dominant hospitals,
allowing them to defray overheads, and therefore
do much to shut out competitors. Payment methods
also inflate the marginal costs of care (the expense
involved in treating each additional patient), as
Medicare reimburses the same treatments at substantially higher rates if they are performed in general hospitals.
Medicare’s Role. Until the 1980 Omnibus Reconciliation Act, Medicare did not reimburse freestanding facilities not affiliated with a hospital for
surgeries at all.54 Following the 2003 Medicare Modernization Act, Medicare began to reimburse ASCs

for a comprehensive range of surgeries, but reimbursed 16 percent more for the same procedures
when performed in hospitals.55 As these low-cost
providers have proliferated and taken market share
away from general hospitals, Medicare has adjusted
the rates, so that in 2013 it paid 78 percent more on
average for the same procedures performed in hospitals.56 For instance, Medicare now pays $362 for a
colonoscopy performed in a freestanding ambulatory surgery center, but $643 for the same procedure
performed in a general hospital outpatient department.57 Likewise, under the 2014 Medicare Physician Fee Schedule rate, one hour of intravenous chemotherapy costs $133.26, but the payment rate for
the same service under the 2014 Hospital Outpatient
Prospective Payment Schedule is 125 percent higher
at $299.53.58
This disparity will become worse because reimbursements for outpatient surgery in general hospitals are automatically indexed to medical costs,
while those in independent centers are adjusted by
(much lower) general inflation rates.59 As if that was
not bad enough, the ACA requires that payments to
independent surgical facilities be further reduced
in line with annual improvements in “medical productivity.”60 As a result, the assault on competitors

51. Centers for Medicare and Medicaid Services, “National Health Expenditures by Source of Funds and Type of Expenditures: Calendar Years
2006–2012,” Table 4,
http://www.cms.gov/Research-Statistics-Data-and-Systems/Statistics-Trends-and-Reports/NationalHealthExpendData/Downloads/tables.pdf
(accessed June 13, 2014).
52. Amy Finkelstein, “The Aggregate Effects of Health Insurance: Evidence from the Introduction of Medicare,” National Bureau of Economic
Research Working Paper No. 11619, September 2005, http://www.nber.org/papers/w11619.pdf (accessed June 13, 2014); Rick Mayes and
Robert A. Berenson, Medicare Prospective Payment and the Shaping of U.S. Healthcare (Baltimore: John Hopkins University Press, 2006); and
Jeffrey Clemens and Joshua D. Gottlieb, “Bargaining in the Shadow of a Giant: Medicare’s Influence on Private Payment Systems,” National
Bureau of Economic Research Working Paper No. 19503, October 2013, http://www.nber.org/papers/w19503.pdf (accessed June 13, 2014).
53. Rebecca Roberts et al. “Distribution of Variable vs Fixed Costs of Hospital Care,” Journal of the American Medical Association, Vol. 281, No. 7
(February 17, 1999), pp. 644–649.
54. “Medicare: Payment for Ambulatory Surgical Centers Should Be Based on the Hospital Outpatient Payment System,” U.S. Government
Accountability Office, November 2006, http://www.gao.gov/new.items/d0786.pdf (accessed June 13 2014).
55. Melissa Szabad, Melesa Freerks, and Meggan Bushee, “Reverse Migration? A Trend of ASC Conversion to HOPD,” McGuireWoods Working
Paper, February 1, 2013, http://mcguirewoods.com/news-resources/publications/health_care/reverse-migration-whitepaper.pdf
(accessed June 13, 2014).
56. “Ambulatory Surgical Center Services,” chapter 5, in MedPac Report to the Congress: Medicare Payment Policy, March 2013,
http://www.medpac.gov/chapters/Mar13_Ch05.pdf (accessed June 14, 2014).
57. Szabad, Freerks, and Bushee, “Reverse Migration?”
58. Barry Brooks, “Keeping the Promise: Site Service Payment Reforms,” testimony before the Subcommittee on Energy and Commerce,
Committee on Health, U.S. House of Representatives, May 21, 2014,
http://docs.house.gov/meetings/IF/IF14/20140521/102250/HHRG-113-IF14-Wstate-BrooksB-20140521.pdf (accessed June 16, 2014).
59. “Ambulatory Surgical Center Services,” chapter 5 in MedPac Report to the Congress.
60. “Ambulatory Surgical Center Payment System Services,” MedPac, October 2012,
http://www.medpac.gov/documents/MedPAC_Payment_Basics_12_ASC.pdf (accessed June 16, 2014).
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by dominant hospitals has finally borne fruit. The
growth of ASCs has slowed down substantially—
from 5 percent annually in the mid-2000s to 2 percent since 2010—and also hastened a shift of physicians back to performing surgeries at hospitals.61
General hospitals claim that these disparities
are justified by the fact that, to be eligible for the
higher rates, general hospitals must provide care
to patients who are sicker, more expensive to reach,
and less able to pay.62 Yet while paying more for such
cases may be reasonable, there is no justification for
paying the same, higher, rates to hospitals for treating patients who are no sicker, no harder to reach,
and no less able to pay.
Such cross-subsidization is not transparent, so
its effectiveness and efficiency are neither measurable nor reliable. Indeed, providing subsidies disconnected from outcomes, to insulate such hospitals
from competitive threats, is a poor way to ensure
that the additional funds reach the neediest people.
This has become clear from disproportionate share
hospital (DSH) programs, which provide lump sum
payments to cover uncompensated costs at hospitals
that depend heavily on Medicare and Medicaid. In
2011, 80 percent of hospitals received disproportionate share payments.63
These programs are in part justified by reference
to the inadequacy of Medicare and Medicaid reimbursement for hospital services.64 Yet, they provide
incentives for nonprofit hospitals to run up huge
bills, purchasing goods at inflated pretend-prices to
make “losses,” so that they can then claim the need

for subsidies for substantial “uncompensated care.”
State governments are often complicit in attempts
by hospitals to pad Medicaid DSH claims, viewing
them as a way to draw matching funds from the federal taxpayer.65 Following Massachusetts’ expansion
of public insurance coverage in 2006, the volume
of uncompensated care provided fell much more
than the funds claimed to reimburse it.66 Claims
of “uncompensated care” by general hospitals (and
states) ought therefore to be treated with a high
degree of skepticism.
Similarly, general hospitals cite their obligation
to provide unprofitable emergency room (ER) care to
all comers as justification for higher reimbursement
rates.67 Yet, the widespread prevalence of ERs, along
with their frequent expansion and refurbishment,
suggest that they are not as unprofitable as subsidyseeking general hospitals often allege.68 Indeed, half
of hospital inpatient admissions originate in emergency departments, and general hospitals have long
viewed the emergency department as a kind of “loss
leader” that generates substantial revenue from subsequent surgery and diagnostic testing.
What is more, freestanding for-profit ERs are
proliferating, offering shorter wait times and greater convenience.69 While they may lack costly helipads, surgery suites, and integrated administrative
overheads, they too, are accused of cream-skimming
“lucrative” insured patients in “the right ZIP code.”70
Although Medicare provides subsidies to integrated
full-service hospitals for “uncompensated” emergency care above the hospitals’ regular rates, it reim-

61. “Ambulatory Surgical Center Services,” chapter 5 in MedPac Report to the Congress.
62. Kahn, “Intolerable Risk, Irreparable Harm.”
63. MedPac, “Health Care Spending and the Medicare Program: A Data Book,” Chart 6-23: “Medicare Margins by Teaching and Disproportionate
Share Status, 2011,” June 2013, http://medpac.gov/documents/Jun13DataBookEntireReport.pdf (accessed June 16, 2014).
64. “Medicaid: More Transparency and Accountability for Supplemental Payments Are Needed,” U.S. Government Accountability Office, Report
to the Committee on Finance, U.S. Senate, November 2012, http://www.gao.gov/assets/660/650322.pdf (accessed June 16, 2014).
65. Teresa A. Coughlin and Stephen Zuckerman, “States’ Use of Medicaid Maximization Strategies to Tap Federal Revenues: Program Implications
and Consequences,” Urban Institute, June 2002, http://www.urban.org/publications/310525.html (accessed June 16, 2014).
66. Greg D’Angelo and Edmund F. Haislmaier, “Health Care Reform in Massachusetts: Medicaid Waiver Renewal Will Set a Precedent,” Heritage
Foundation WebMemo No. 1979, July 2, 2008,
http://www.heritage.org/research/reports/2008/07/health-care-reform-in-massachusetts-medicaid-waiver-renewal-will-set-a-precedent.
67. Kahn, “Intolerable Risk, Irreparable Harm.”
68. Bryan E. Dowd, “Public Policy Regarding Specialty Hospitals,” Medical Care Research and Review, Vol. 65 (2008), pp. 564–570.
69. Michelle Andrews, “Emergency Care, But Not at a Hospital,” Kaiser Health News, May 31, 2011,
http://www.kaiserhealthnews.org/Features/Insuring-Your-Health/Michelle-Andrews-on-Hospital-ER-Alternatives.aspx (accessed June 16, 2014).
70. “Free-Standing Emergency Rooms Causing Controversy,” Charleston Daily Mail, August 8, 2013.
http://www.jems.com/article/news/free-standing-emergency-rooms-causing-co-0 (accessed June 18, 2014).
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burses freestanding ERs only at its heavily discounted outpatient clinic rates. Even though some states
have withheld tax exemptions from freestanding
ERs, and others have banned them altogether, the
number of freestanding ERs grew from 55 in 1978 to
222 in 2008.71
Rural Hospitals. The inadequacy of Medicare
reimbursements is also used to justify special lump
sum payments to providers based on their geographic location. The 1997 Balanced Budget Act designated a quarter of hospitals as rural “critical access
hospitals” (CAHs), and altered Medicare payment
rules to reimburse them according to costs claimed
rather than services provided. Medicare patients
account for 65 percent of CAH inpatient days.72
However, those higher payments come with strings.
The accompanying criteria require that hospitals
provide a broad range of inpatient, lab, and ER services, impose restrictions on patient length of stay,
and limit facilities to 25 patient beds.
The unintended, and perverse, consequence has
been a dramatic reduction in the number of beds in
rural hospitals. When the CAH program was established in 1997, only 15 percent of rural hospitals
had fewer than 25 beds; by 2004, 45 percent did.73
As a result, it has become very difficult for such
hospitals to act as competitors to each other—even
71.

though the majority of them are less than 25 miles
from another facility.74
These Medicare requirements effectively make
nearly every rural hospital a “must have” hospital for
the networks of all other payers, both private (insurers and employers) and public (state-run Medicaid
and Children’s Health Insurance Programs). Conversion to CAH status has significantly increased
hospital revenues, profits, and costs per discharge.75
The result of all these payment provisions is that
CAH hospital revenues increased almost three times
as fast as those for non-CAH hospitals, and CAH closures have all but ceased.76 Thus, largely protected
from the risk of bankruptcy, the longer that hospitals participate as CAHs and the higher their share
of Medicare patients, the more inflated their costs
have become.77 As a result, rural markets have the
most overcapacity (occupancy rates were 45 percent
in rural areas, compared with 65 percent in urban
areas, in 2011), have the greatest additional market
power created by mergers, and are most often dominated by a single hospital.78

Protecting Turf, Preventing Competition

When third parties are obligated to finance care,
hospitals tend to provide ever more expensive services to attract patients whose costs are charged

Mike Williams and Michael Pfeffer, “Freestanding Emergency Departments: Do They Have a Role in California?” California Healthcare
Foundation Issue Brief, July 2009,
http://www.chcf.org/~/media/MEDIA%20LIBRARY%20Files/PDF/F/PDF%20FreestandingEmergencyDepartmentsIB.pdf
(accessed June 16, 2014), and Carrie Feibel, “Patients Can Pay a High Price for ER Convenience,” National Public Radio, August 13, 2013,
http://www.npr.org/blogs/health/2013/08/15/211411828/patients-can-pay-a-high-price-for-er-convenience (accessed June 16, 2014).

72. Jeffrey Stensland, Gestur Davidson, and Ira Moscovice, “The Financial Effect of Critical Access Hospital Conversion,” University of Minnesota
Rural Health Research Center Working Paper No. 44, January 2003, http://rhrc.umn.edu/wp-content/files_mf/workingpaper044.pdf
(accessed June 16, 2014).
73. Liz Warren-Pederson, “Assuring Access: Examining the Economic Impact of Rural Hospital Legislation,” Eller College of Management Research
Report, October 2010, http://www.eller.arizona.edu/buzz/2010/oct/research.asp (accessed June 16, 2014).
74. Gautam Gowrisankaran, Claudio Lucarelli, Philipp Schmidt-Dengler, and Robert Town, “Government Policy and the Dynamics of Market
Structure: Evidence from Critical Access Hospitals,” Eleventh CEPR Conference on Applied Industrial Organization, Toulouse, France,
May 27–29, 2010, http://dev3.cepr.org/meets/wkcn/6/6684/papers/TownFinal.pdf (accessed June 16, 2014).
75. Stensland, Davidson, and Moscovice, “The Financial Effect of Critical Access Hospital Conversion.”
76. “Critical Access Hospitals,” chapter 7 in MedPac Report to the Congress, June 2005,
http://medpac.gov/publications/congressional_reports/June05_ch7.pdf (accessed June 16, 2014).
77. Michael D. Rosko and Ryan L. Mutter, “Inefficiency Differences between Critical Access Hospitals and Prospectively Paid Rural Hospitals,”
Journal of Health Politics, Policy, and Law, Vol. 35, No. 1 (February 2010), pp. 95–126, and I. Cristian Nedelea and J. Matthew Fannin,
“Determinants of Cost Inefficiency of Critical Access Hospitals: A Two-Stage, Semi-Parametric Approach,” paper presented at Southern
Economics Association Annual Meeting, Corpus Christi, Texas, February 5–8, 2011,
http://ageconsearch.umn.edu/bitstream/98643/2/Nedelea_Fannin_SAEA_Selected_Paper_2011.pdf (accessed June 16, 2014).
78. Robert Town et al., “Did the HMO Revolution Cause Hospital Consolidation?” National Bureau of Economic Research Working Paper No.
11087, February 2005, and MedPac, “Health Care Spending and the Medicare Program: A Data Book,” “Chart 6-13: Hospital Occupancy Rates,
2005–2011,” June 2013, http://medpac.gov/documents/Jun13DataBookEntireReport.pdf (accessed June 13, 2014).
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to others.79 That results in what some have termed
a “medical arms race,” producing spiraling hospital costs. As early as the 1950s, Blue Cross and
Blue Shield (the then-dominant nonprofit insurer),
with support from the public health establishment,
sought to limit hospital cost growth by advocating
the adoption of state certificates of need (CONs).
CON laws empowered states to regulate hospital
capital expenditures, the number of beds, the expansion of services, and the acquisition of expensive
medical technologies. The stated objective was to
ensure that hospital spending did not grow disproportionately relative to projected clinical needs.80
CON laws proliferated at the state level during the
1960s, before being mandated nationwide as a condition for states receiving federal grants in 1974.81
Although Congress rescinded this requirement in
1986, CON laws remain in force across 36 states.82
To prevent “unnecessary duplication of facilities,”
CON laws require that new hospitals, and existing
hospitals seeking to expand, demonstrate both a
market need for the increased supply and an inability or unwillingness of existing providers to meet
that need.83 Government regulators must decide the
merits of these claims. Incumbents are allowed to
rebut claimed “need” during a review process, and
opposition from competitors is a primary reason
why CON applications are rejected.84 As a result,
CON laws bind only providers seeking to challenge
the status quo, while powerful incumbents find it

easy to obtain approval for expansion so long as they
do not threaten to undercut their rivals’ prices.
States often deliberately employ CON laws to
reserve lucrative captive markets for hospitals. Regulators seek to ensure the financial sustainability of
facilities and manpower in otherwise unprofitable,
or so-called underserved areas.85 Regulators can
also leverage the CON approval process to modify
provider behavior and encourage the provision of
uncompensated care.86 As an exercise in political
economics, the application of CON laws resembles
the practice of ancien régime kings who sought to
avoid the need to call parliaments by chartering
monopolies to raise revenue. Competitive threats
to this arrangement are disparaged as “cherry picking”—even though the empowerment of monopolies is an inequitable, inefficient, and unaccountable
method of ensuring that resources are distributed
to the needy and deserving. It is, therefore, not surprising that specialty hospitals (which pose a substantial competitive challenge to general hospitals)
are more prevalent in states that have repealed their
CON laws.87
Capacity constraints are a major source of hospital leverage in price bargaining.88 Thus, the artificial scarcity induced by CON regulation yields
higher prices at both for-profit and nonprofit hospitals—with the extra revenue generally dissipated in
spending on nonclinical benefits, waste, and inefficient resource allocations. The longer that CON laws

79. James C. Robinson and Harold S. Luft, “The Impact of Hospital Market Structure on Patient Volume, Average Length of Stay, and the Cost of
Care,” Journal of Health Economics, Vol. 4 (1985), pp. 333–356.
80. Sallyanne Payton and Rhoda M. Powsner, “Regulation Through the Looking Glass: Hospitals, Blue Cross, and Certificate-of-Need,” Michigan
Law Review, Vol. 79 (December 1980), pp. 203–277.
81. James F. Blumstein and Frank A. Sloan, “Health Planning and Regulation Through Certificate of Need: An Overview,” Utah Law Review, Vol. 3
(1978), pp. 3–37.
82. National Conference of State Legislatures. “Certificate of Need: State Health Laws and Programs,” November 2013,
http://www.ncsl.org/issues-research/health/con-certificate-of-need-state-laws.aspx (accessed June 16, 2014).
83. Jon M. Ford and David L. Kaserman, “Certificate-of-Need Regulation and Entry: Evidence from the Dialysis Industry,” Southern Economic Journal,
Vol. 59, No. 4 (April 1993), pp. 783–791.
84. Frances H. Miller, “Antitrust and Certificate of Need: Health Systems Agencies, the Planning Act, and Regulatory Capture,” Georgetown Law
Journal, Vol. 68 (1979–1980), pp. 873–918, and David Burda, “CONspiracies to Crush Competition: Hospitals Using CON Laws to Thwart
Rivals’ Projects,” Modern Healthcare (July 8, 1990), p. 28.
85. Blumstein and Sloan, “Health Planning and Regulation Through Certificate of Need.”
86. Ellen S. Campbell and Gary M. Fournier, “Certificate-of-Need Deregulation and Indigent Hospital Care,” Journal of Health Politics, Policy and Law,
Vol. 18, No. 4 (Winter 1993), and Robert B. Hackey, “New Wine in Old Bottles: Certificate of Need Enters the 1990s,” Journal of Health Politics,
Policy and Law, Vol. 18, No. 4 (Winter 1993), pp. 927–935.
87. Hackbarth, “Physician-Owned Specialty Hospitals.”
88. Katherine Ho, “Insurer-Provider Networks in the Medical Care Market,” American Economic Review, Vol. 99, No. 1 (2009), pp. 393–430.
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are in force, the more the cost of those inefficiencies accumulate and compound.89 With the establishment of new facilities constrained, hospitals in
states with more stringent CON regulations have
experienced higher mortality rates.90 For example,
in states where CON laws significantly constrain
capacity and slow the entry of new providers, the
dialysis industry has seen deteriorating quality of
care and increased patient mortality, as firms with
market power have been able to neglect standards
without loss of demand.91
CON laws also divert new investment to unregulated substitutes, rather than constraining costs as
a whole.92 This has led to the inefficient substitution
of non-capital for capital inputs in the provision of
care—for example, by shifting long-term care services toward more costly non-residential settings.93
Indeed, by obstructing the expansion of outpatient
care facilities, CON laws have regularly served to
stymie the development of other more effective
methods of cost-containment.94
As a result, states that have removed CON regulations have not experienced health care cost increases.95 Rather, in states that repealed CON laws, the
cost of cardiac surgery fell so much that total spending fell even as volume increased.96 Indeed, as a
general matter, the negative effects of CON laws on

competition have driven up hospital costs for comparable patients, rather than constraining spending. Thus, under CON laws, any reductions in total
spending achieved by utilization constraints are
more than offset by the additional spending that
results from increased provider prices.97

How Obamacare Consolidates
Insurance Markets

When the Obama Administration lobbied for passage of the ACA, it launched a concerted campaign to
blame the insurance industry for the ills of American health care. Senate Majority Leader Harry Reid
(D–NV) blamed the exemption of insurers from federal antitrust laws for premium increases, for the
underpayment of doctors, and somehow, even for
driving up Medicare costs.98 Yet, private insurers
are largely uninvolved in Medicare Parts A and B,
the traditional parts of the program that are fueling
its rapid cost growth, while the federal “exemption”
only exists to empower states to regulate their own
insurers and to enforce their own antitrust laws.99
President Obama similarly attempted to justify
his agenda by claiming that insurance companies
were making record profits, but fact checkers in the
media noted that insurance profits had actually been
falling due to employees losing coverage during the

89. Monica Noether, “Competition Among Hospitals,” Journal of Health Economics, Vol. 7 (1988), pp. 259–284.
90. Stephen M. Shortell and Edward F. X. Hughes, “The Effects of Regulation, Competition, and Ownership on Mortality Rates among Hospital
Inpatients,” New England Journal of Medicine, Vol. 318 (April 28, 1988), pp. 1100–1107.
91. Jon M. Ford and David L. Kaserman, “Certificate-of-Need Regulation and Entry: Evidence from the Dialysis Industry,” Southern Economic Journal,
Vol. 59, No. 4 (April 1993), pp. 783–791.
92. David S. Salkever and Thomas W. Bice, “The Impact of Certificate-of-Need Controls on Hospital Investment,” Milbank Quarterly, Vol. 54, No. 2
(Spring 1976), pp. 185–214.
93. David C. Grabowski, Robert L. Ohsfeldt, and Michael A. Morrissey, “The Effects of CON Repeal on Medicaid Nursing Home and Long-Term
Care Expenditures,” Inquiry, Vol. 40, No. 2 (Summer 2003), pp. 146–157.
94. Clark C. Havighurst, “Health Maintenance Organizations and the Health Planners,” Utah Law Review (1978), pp. 123–154.
95. Christopher J. Conover and Frank A. Sloan, “Does Removing Certificate-of-Need Regulations Lead to a Surge in Health Care Spending?”
Journal of Health Politics, Policy and Law, Vol. 23, No. 3 (June 1998), pp. 455–481.
96. Vivian Ho and Meei-Hsiang Ku-Goto, “State Deregulation and Medicare Costs for Acute Cardiac Care,” Medical Care Research and Review,
Vol. 70, No. 2 (2012).
97. Patrick A. Rivers, Myron D. Fottler, and Mustafa Zeedan Younis, “Does Certificate of Need Really Contain Hospital Costs in the United States?”
Health Education Journal, Vol. 66 (2007), pp. 229–244.
98. Harry Reid, hearing on “Prohibiting Price Fixing and Other Anticompetitive Conduct in the Health Insurance Industry,” testimony before the
Judiciary Committee, U.S. Senate, October 14, 2009, http://www.gpo.gov/fdsys/pkg/CHRG-111shrg56683/html/CHRG-111shrg56683.htm
(accessed June 18, 2014), and Peter Baker, “Obama Threatens Insurers’ Anti-Trust Exemption,” The New York Times, October 17, 2009.
99. Michelle Andrews, “Are Insurance Companies Still Exempt from Antitrust Laws?” The New York Times, Prescriptions blog, April 23, 2010,
http://prescriptions.blogs.nytimes.com/2010/04/23/are-insurance-companies-still-exempt-from-antitrust-laws/ (accessed June 17, 2014).
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recession.100 When, in an address to Congress, Obama
blamed “Wall Street’s relentless profit expectations”
for the fact that 90 percent of Alabama’s insurance
market was controlled by just one company—it was
pointed out that the insurer was in fact a nonprofit
organization, Blue Cross Blue Shield.101
Despite repeated attempts to scapegoat the insurance industry for premium increases prior to the
enactment of Obamacare, premiums in different
parts of the country largely reflect underlying health
care cost trends in state and regional markets. Moreover, taken as a whole, the reality is that American
health insurance has largely been more competitive
than either popular perception or political rhetoric
would suggest. The four largest publicly traded insurers (WellPoint, UnitedHealth, Aetna, and CIGNA)
offer plans in nearly all states, along with many additional regional providers. Of these, the largest forprofit insurer (WellPoint) has national market share
of only 17 percent.102 For-profit insurers provide the
two largest plans in only 28 percent of local markets.
Market concentration at the state level tends to
reflect the market share of Blue Cross Blue Shield
plans.103 Those plans are often protected by state
regulations to prevent “cream-skimming” by private competitors. Yet, even providers in markets

that are most regulated at the state level have little
pricing power, as these insurers must compete with
national employer-based Employee Retirement
Income Security Act (ERISA) health plans that are
exempt from state regulations. When the option of
ERISA plans is included, Blue Cross controls only 36
percent of even Alabama’s insurance market.104
The profitability (3.3 percent of revenues from
1990 to 2008) of health insurance is not unusual
compared with that of other industries.105 Nor is
there any evidence of faster-rising premiums in
more consolidated state insurance markets.106 If
anything, the consolidation of insurers has balanced
the bargaining power of providers, and encouraged
the cost-effective substitution of nurses for physicians.107 As a result, the American Medical Association is sufficiently concerned by the potential
adverse effect that it publishes an annual report
denouncing consolidation in health insurance.108
Declining Competition. Obamacare, in fact,
brings about the very problem of insurance monopoly power that its champions in Congress and the
Administration promised to solve. The regulations imposed, pursuant to the law, have forced
some insurers to exit the health insurance business altogether.109 Sold as a solution to a supposedly

100. “One Health Insurance Company Turned a Profit, But Not a Record,” PolitiFact, July 22, 2009,
http://www.politifact.com/truth-o-meter/statements/2009/jul/23/barack-obama/health-insurance-company-turned-profit-not-rec/
(accessed June 17, 2014).
101. “Obama’s Health Care Speech to Congress,” The New York Times, September 9, 2009, and Scott E. Harrington and John R. Lott Jr., “Demonizing
the Insurance Industry Is Not the Answer,” FoxNews, March 19, 2010,
http://www.foxnews.com/opinion/2010/03/19/scott-harrington-john-lott-health-care-insurance-obama-monopoly-democrats/
(accessed June 17, 2014).
102. Christopher J. Conover and Thomas P. Miller, “Why a Public Plan is Unnecessary to Stimulate Competition,” American Enterprise Institute
Working Paper No. 162, January 2010, http://www.aei.org/files/2010/01/26/MillerConoverworkingpaper.pdf (accessed June 17, 2014).
103. Ibid.
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105. Scott Harrington, “How Private Health Insurance Really Works,” presentation at the American Enterprise Institute, October 21, 2009,
http://www.aei.org/files/2009/10/21/Harrington%20How%20Private%20Health%20Insurance%20Really%20Works.pdf
(accessed June 17, 2014).
106. Leemore Dafny, Mark Duggan, and Subramaniam Ramanarayanan, “Paying a Premium on Your Premium? Consolidation in the U.S. Health
Insurance Industry,” American Economic Review, Vol. 102, No. 2 (2012), pp. 1161–1185.
107. Laurie J. Bates and Rexford E. Santerre, “Do Health Insurers Possess Monopsony Power in the Hospital Services Industry?” International Journal
of Health Care Finance Economics, Vol. 8 (2008), pp. 1–11, and Dafny, Duggan, and Ramanarayanan, “Paying a Premium on Your Premium?
Consolidation in the U.S. Health Insurance Industry.”
108. David W. Emmons, Jose R. Guardado, and Carol K. Kane, “Competition in Health Insurance: A Comprehensive Study of U.S. Markets,”
American Medical Association, 2012.
109. Grace-Marie Turner, “Private Health Insurers Are Being Driven Out of the Markets, Affecting Millions,” Forbes, January 17, 2012,
http://www.forbes.com/sites/gracemarieturner/2012/01/17/private-health-insurers-are-being-driven-out-of-the-markets-affecting-millions/
(accessed June 17, 2014).
14



BACKGROUNDER | NO. 2928
August 1, 2014

dysfunctional insurance market, it treats competition primarily as a threat (“adverse selection”)
that must be suppressed.110 By mandating the purchase of a government-defined insurance product,
it greatly inflates the power of those able to meet
that definition, and eliminates many margins for
competition.111 Plans must cover “essential health
benefits,” which are statutorily defined to cover all
aspects of conventional medical care.112 This has
been specified by regulation to mean the “state
benchmark plan”—in most states the largest smallgroup plan.113 As a result, the benefit arrangements
favored by the incumbent market leader are often
now imposed on all. In the single year from 2013
to 2014, individual insurance competition nationwide declined by 29 percent, following reorganization to comply with federal rules for insurance sold
through Obamacare exchanges.114
There is a genuine need for competition in
health insurance to bind plan managers to serving the interests of their enrollees. The business
of insurance is not merely a matter of calculating
premiums from actuarial tables, but an operation
that requires increasingly sophisticated benefit
design and administrative capabilities to manage the challenges of moral hazard and fraudulent
claims. The difficulty of these tasks can best be
seen by the government’s spectacularly poor performance when it has assumed this responsibility.
The Government Accountability Office estimated
that Medicare fraud in 2010 amounted to $48 bil-

lion (more than $1,000 per enrollee), while improper Medicaid payments were responsible for an additional $28 billion.115
More Regulation. As with the desire to crosssubsidize hospital care by maintaining monopolies,
Obamacare does much to prevent price competition
between insurance plans by regulating premiums.
“Community rating” regulations require that insurers charge enrollees the same amount regardless of
the services expected to be provided, while “riskadjustment” provisions tax providers who (even
inadvertently) attract a relatively healthier pool of
patients by cutting prices. With prices and benefits
of health insurance increasingly regulated, only
administration and advertising are left to competition—margins that are likely to reward scale, and
hence consolidation.
The new “medical loss ratio” (MLR) requirement
that insurers spend at least 85 percent of premium revenues for large groups (80 percent for small
groups and individuals) on claims or “activities that
improve health care quality” is also likely to shield
incumbents from competition.116 The need for sufficient scale to comply with MLRs is likely to impede
start-up providers, while the requirement to minimize administration costs as a percentage of revenues can be expected to induce mergers.117 MLRs are
also likely to limit the capacity of small insurers to
invest in the overheads needed to expand, while the
punishment for retaining funds unused for medical
expenses is likely to make external funding neces-
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sary for investment and therefore to lead to market dominance by for-profit plans.118 It can also be
expected to drive out insurers only partly involved
with health care.
An artificial cap on “administrative costs” can
be expected both to undermine efforts by managedcare plans to counter provider attempts to inflate
medical bills, or to force insurers to rely on cruder
methods of limiting access to care. The MLR regulation could make competition-facilitating highdeductible plans harder to provide, and may force
insurers to avoid markets with greater moral hazard
and relatively greater need for administrative costs.
These concerns proved substantial enough that the
Obama Administration provided waivers from MLR
laws to states with highly concentrated insurance
markets out of fear that they would cause the exit of
insurers and leave pure monopolies.119
MLRs may also be expected to induce insurers
to pass administrative and risk-bearing responsibilities “downstream” to providers, so that they can
count as medical costs—increasing provider integration in response to both.120 The desire for vertical integration is, more generally, a deliberate goal of
Obamacare. By increasing the degree of third-party
payment and restricting the scope for cost sharing,
the ACA must rely more heavily on cruder bureaucratic methods of constraining provider prices and
utilization. The former Secretary of Health and
Human Services Kathleen Sebelius, responsible for
the launch of Obamacare, has admitted that aspects
of the ACA pushing for the coordination of care are
in “constant tension” with antitrust laws.121
The ACO Factor. Accountable care organizations (ACOs) represent the most deliberate step in

this direction. ACOs disburse capitated payments
for integrated organizations to provide all-inclusive
packages to Medicare enrollees, rather than reimbursing them for services provided—allowing them
to keep part of the savings relative to Medicare feefor-service. While designed to encourage the vertical integration of providers and insurers, it is also
likely to encourage horizontal integration among
entities that are supposed to be competitors.122
Rather than checking the revenues of dominant hospitals, the development of ACOs is likely to
reduce their exposure to competitive threats, limit
the number of independent competing providers,
and facilitate collusion among incumbents. Hospitals that integrate and take up insurance services to
form the basis for ACOs are unlikely to push patients
towards low-cost outpatient care. Indeed, doctors
may be forced to participate in ACOs if they want
to be reimbursed for treating Medicare patients.123
Attempts to move away from fee-for-service to ACO
reimbursements for patients require physicians to
bear risk beyond their control (such as severity of
patient illness), and their unwillingness to do so is
driving integration into networks of independent
physicians.124
While ACOs attempt to control the behavior of
doctors by bringing them under the aegis of hospitals, other public policies already provide substantial incentives for doctors to abandon independent
practice. For instance, Medicare reimburses integrated providers at substantially higher rates, paying an additional “facility fee” for office visits undertaken in hospitals. This has led to Medicare paying
twice as much for the same electrocardiograms or
diagnostic colonoscopies if they were performed
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in hospitals, yielding reimbursements for hospitalbased physicians up to 80 percent greater than those
to freestanding practices.125
As regulatory requirements increase for physician reporting and compliance with medical practice standards both within the exchanges and in
the Medicare program, physicians are increasingly
impelled to participate in large medical systems
that are best equipped to handle increasingly complex administrative challenges. While only a quarter of medical practices were owned by hospitals as
recently as 2005, since 2008, the majority of physician practices have been hospital owned.126
By requiring higher overhead costs to manage
utilization and contracting with providers, ACO
payments increase the scale that organizations need
to achieve in order to stay competitive.127 While
doctors may easily enter fee-for-service markets as
independent providers, capitation precludes competitive challenge by organizations too small to offer
a comprehensive portfolio of services.
The Exchanges/Medicaid Expansion. The
creation of federally supervised health insurance
exchanges and expansion of Medicaid under Obamacare will further marginalize the ability of new providers to undercut incumbents by offering cheaper
services directly to patients.128 Medicaid is already a
heavily regulated government program, and fear of
competition in the exchanges has yielded requirements that “qualified” health plans secure regulatory approval for premiums, that networks be obliged
to encompass well-established providers, and that
the marketing of plans encouraging risk selection
be prohibited. Under such a situation, insurers are
likely to gain more by merging to improve their bargaining position against the regulatory agency overseeing the exchanges than they are by seeking to
undercut each other on price. Yet, over the long term,
it is hard to imagine that those running the exchanges will not become increasingly cowed by fears of

insurer bankruptcy—thus forcing them to accede to
the demands of the few remaining, dominant firms.

The Monopoly Problem—and
the Competition Solution

Policymakers have increasingly sanctioned
monopoly power in health care as a makeshift
instrument of public finance, designed to redistribute resources without the need for explicit appropriation of tax dollars. However, government policies premised on the operation of cross subsidies
within general hospitals have effectively put health
care payers at the mercy of dominant provider systems. This fostering of monopoly power has proven
more harmful in health care than in other markets,
because widespread third-party payment reduces
the price sensitivity of consumers, which is the natural corrective to monopolistic practices.
Rather than propping up monopolists—and in the
process punishing competitors for their relative efficiency—policymakers would better serve their constituents by limiting their interventions to targeted
and explicitly funded measures to address specific
gaps in the health care delivery system. While the
justification offered for subsidizing general hospitals and allowing them to engage in monopolistic
practices is a need to extend the provision of care,
the result has been to create captive markets that
are unresponsive to patients and able to impose
unnecessarily inflated prices on the broader community. As a result, taxpayers are often forced to pay
several times over for the same supposedly “uncompensated care,” which nonetheless remains inadequately supplied.
Policymakers seeking to ensure that hospitals,
doctors, and insurers are focused on providing
quality care at affordable prices ought to remember
that competition is the only way to impose genuine
accountability, and they should adhere to the following principles to enhance competition in health care:
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Refuse to prop up monopoly power. Government regulation and spending should not shield
dominant providers from competitors. Monopolies are irresponsive to the needs of patients and
payers. They are an unreliable method of subsidizing care that tends to both lower quality and
inflate costs.
Repeal certificate-of-need laws. Legislative
constraints on the construction of additional
medical capacity should be repealed. Innovative
providers should be allowed to expand or establish new facilities that challenge incumbents
with lower prices and better quality.
Subsidize patients, not providers. Public policies should be provider-neutral. Payments should
reimburse providers for providing care, period.
In particular, publicly funded programs should
not operate payment systems designed to keep
certain providers in business regardless of the
quality, volume, or cost of the treatments they
provide. If some individuals are unable to pay for
their care, policymakers should subsidize such
needy individuals directly.
Allow patients to shop around. Wherever possible governments and employers should put
patients in control of the funds expended on their
care, and permit them to keep any savings they
obtain from seeking out more efficient providers.
Repeal Obamacare and its mandates. Forcing individuals to purchase standardized health
insurance establishes a captive market, making
it easier for providers, insurers, and regulators to
degrade services and inflate costs with impunity.
Repealing Obamacare and its purchase mandates
is essential to creating a market in which suppliers have the flexibility to respond to consumer
demands for better value for their money.

Time to Reverse Course

The shackling of competition is an essential feature of Obamacare, not a bug. The health care system it establishes relies on unfunded mandates to
raise revenue, seeks to cross-subsidize care with
regulations, and views genuine competition as a
threat to its funding structure. As a result, it is
obliged to standardize insurance options and eliminate cheaper alternatives that threaten to undercut
its preferred plan designs.
By inhibiting competition between insurers
and encouraging their integration with providers,
Obamacare further erodes the competitive checks
on the monopoly power of hospitals. It strengthens
incentives for hospital systems to buy up independent medical practices and surgery centers, weakens
the competitive discipline on prices, and reduces the
array of options available for patients.
Although some have suggested that price regulation is needed to check the monopoly power of providers, this would only further reduce the responsiveness of health care providers to patient needs.
The only genuine solution to the ills of consolidation,
and growing monopoly power in American health
care, is to attack its root causes.
Policymakers should insist that health care be
funded with honest appropriations, rather than
unfunded mandates that inhibit competition. They
should repeal laws that restrict the entry of new providers, and open up markets to real competition that
allows disruptive innovations in financing and care
delivery to flourish. In particular, Medicare should
be reformed on a competitive basis so that care for
seniors is purchased where the cost is lowest, rather
than employed as a regulatory instrument to drive
health care provision for all Americans into bloated “too-big-to-fail” local hospital monopolies where
unnecessary costs cannot easily be monitored
or controlled.
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