
Presented at Alliance for Health Reform & Health Affairs Briefing

Beyond the $10 Aspirin: How well Does Our Hospital
Financing Work?

Washington, D.C.
January 24, 2006

Uwe E. Reinhardt, Ph. D.

Woodrow Wilson School of Public and International Affairs

Princeton University

PRICING THE SERVICES OF HOSPITALS IN THE AGE OF

“CONSUMER-DIRECTED” HEALTH CARE



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

PRICING THE SERVICES OF HOSPITALS IN THE AGE OF

“CONSUMER-DIRECTED” HEALTH CARE

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



{ P{ P11, P, P22, P, P33, . . . P, . . . P587587, P, P588588, P, P589589, . . . P, . . . P50885088, P, P50895089, . . ., . . .

PP93899389, P, P93909390, P, P93919391, . . . P, . . . P1236112361, P, P1236212362, P, P1236312363, . . ., . . . etc., etc., alletc., etc., all

the way tothe way to . . . , P. . . , P1933619336, P, P1933719337, P, P1933819338 }}

OVERARCHING IT ALL IS THE HOSPITALOVERARCHING IT ALL IS THE HOSPITAL’’SS ““CHARGE MASTERCHARGE MASTER””

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

PP76587658, for example, might be the list price for a, for example, might be the list price for a ““Cath Porta CathCath Porta Cath
Venous BVenous B””, which, according to Stuart Altman, is a, like, popularly, which, according to Stuart Altman, is a, like, popularly
known medical procedure, supply item, orknown medical procedure, supply item, or ““stuff like that.stuff like that.””



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

**



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

““There is no method to this madness. As we wentThere is no method to this madness. As we went

through the years, we had these cockamamiethrough the years, we had these cockamamie

formulas. We multiplied our costs to set ourformulas. We multiplied our costs to set our

charges.charges.””

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



The list prices in the chargemasters of hospitalsThe list prices in the chargemasters of hospitals

can vary enormously across hospitalscan vary enormously across hospitals –– reportedlyreportedly

by a factor of up to 17by a factor of up to 17 –– even within a single state.even within a single state.



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

LIST PRICES FOR SELECTED ITEMS FOR SELECTED CALIFORNIA HOSPITALSLIST PRICES FOR SELECTED ITEMS FOR SELECTED CALIFORNIA HOSPITALS
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I. THE CURRENT HOSPITAL PRICING SYSTEMI. THE CURRENT HOSPITAL PRICING SYSTEM

PRICING THE SERVICES OF HOSPITALS IN THE AGE OF

“CONSUMER-DIRECTED” HEALTH CARE

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

B. The chaos of actual, multiB. The chaos of actual, multi--payer pricespayer prices



{ P{ P11, P, P22, P, P33, . . . P, . . . P587587, P, P588588, P, P589589, . . . P, . . . P50885088, P, P50895089, . . . P, . . . P1838918389, P, P1839018390, P, P1839118391 }}

1.1. MEDICARE:MEDICARE: fees per diagnosisfees per diagnosis--related (DRG) case, set by the federalrelated (DRG) case, set by the federal

central government for the whole country, andcentral government for the whole country, and ““OUTLIER PAYMENTSOUTLIER PAYMENTS””

based onbased on ““ChargesCharges”” that are calculated withthat are calculated with ““chargecharge--toto--costcost”” ratios;ratios;

2.2. MEDICAID:MEDICAID: per diems or DRGs, set by the state governments;per diems or DRGs, set by the state governments;

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

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

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

Actually, though, very few patients are billed the list prices iActually, though, very few patients are billed the list prices in then the

chargecharge--masters, and even fewer pay them. Instead, all manner ofmasters, and even fewer pay them. Instead, all manner of

systems are used actually to pay hospitals:systems are used actually to pay hospitals:



I. THE CURRENT HOSPITAL PRICING SYSTEM

PRICING THE SERVICES OF HOSPITALS IN THE AGE OF

“CONSUMER-DIRECTED” HEALTH CARE

II. HOSPITAL PRICING ANDII. HOSPITAL PRICING AND ““CONSUMER DIRECTEDCONSUMER DIRECTED”” HEALTHHEALTH

CARE (CDHC)CARE (CDHC)



““Consumer DirectedConsumer Directed”” Health CareHealth Care (CDHC)(CDHC) is a code term foris a code term for

““HighHigh--Deductible Health InsuranceDeductible Health Insurance”” (HDHI)(HDHI) coupled with taxcoupled with tax--

preferredpreferred ““Health Savings AccountsHealth Savings Accounts”” ((HSAsHSAs)) which, evenwhich, even

more so than current employmentmore so than current employment--based, taxbased, tax--favored healthfavored health

insurance , makes health care cheaperinsurance , makes health care cheaper on an afteron an after--tax basistax basis

for highfor high--income patients than it does for lowincome patients than it does for low--income patients.income patients.

TheThe ““consumer directednessconsumer directedness”” in this construct lies in thein this construct lies in the

hopehope –– and a mere hope it has been thus farand a mere hope it has been thus far –– thatthat

consumers somehow can be empowered toconsumers somehow can be empowered to ““shop aroundshop around””

smartly for cost effective health care and will have ansmartly for cost effective health care and will have an

economic interest in doing so.economic interest in doing so.



A distinction must be made between two forms of HDHIA distinction must be made between two forms of HDHI--HSAHSA

products:products:

The advantage of employment basedThe advantage of employment based HDHI+HSAsHDHI+HSAs are:are:

1.1. Those offered by employers among the various healthThose offered by employers among the various health--insuranceinsurance

options, andoptions, and

2.2. Those offered in the market for individual health insurance.Those offered in the market for individual health insurance.

1.1. The individual is part of a large risk pool;The individual is part of a large risk pool;

2.2. In conjunction with large health insurers, employers can provideIn conjunction with large health insurers, employers can provide

individuals with a sophisticated information base on quality andindividuals with a sophisticated information base on quality and pricesprices

of providers (although that these data bases are still in theirof providers (although that these data bases are still in their infancy);infancy);

3.3. The insuredThe insured’’s maximum out of pocket spending tends to bes maximum out of pocket spending tends to be

manageable and can be linked to ability to pay.manageable and can be linked to ability to pay.



In this regard, insurance products offered in the individual marIn this regard, insurance products offered in the individual marketskets

are much more problematic.are much more problematic.

Yet, so far the bulk of the HDHI+HAS products appear to have beeYet, so far the bulk of the HDHI+HAS products appear to have beenn

sold in the individual market.sold in the individual market.
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SOURCE: AHIP HSA SURVEY, Quoted inSOURCE: AHIP HSA SURVEY, Quoted in PULSEPULSE, Sherlock & Co. June 2005: Figure 1.b, Sherlock & Co. June 2005: Figure 1.b

AHIP CENSUS OF HSA MEMBERSHIP AS OF MARCH ,2005AHIP CENSUS OF HSA MEMBERSHIP AS OF MARCH ,2005
Total enrollment: 1,030,000 membersTotal enrollment: 1,030,000 members



It is a user friendly, InternetIt is a user friendly, Internet--based farmers market, so tobased farmers market, so to
speak, for individually sold health insurance policies,speak, for individually sold health insurance policies,
including HSAincluding HSA--based policies.based policies.

A good feel for the individual market can be had by exploringA good feel for the individual market can be had by exploring
the following website:the following website:



In the following examples, I pretended toIn the following examples, I pretended to

be a single woman, like this lady, in herbe a single woman, like this lady, in her

mid 30s with three children under age 10mid 30s with three children under age 10

living in Dallas, Texas (Zip code 75202).living in Dallas, Texas (Zip code 75202).







Clearly, a family facing these kinds of outClearly, a family facing these kinds of out--ofof--pocket paymentspocket payments
needs to have access to user friendly and reliable information oneeds to have access to user friendly and reliable information onn
differences in the prices hospitals charge in the relevant markedifferences in the prices hospitals charge in the relevant markett
area.area.

Making charge masters public, as California has done, will not bMaking charge masters public, as California has done, will not bee
helpful at all toward that end.helpful at all toward that end.



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



I. THE CURRENT HOSPITAL PRICING SYSTEM

PRICING THE SERVICES OF HOSPITALS IN THE AGE OF

“CONSUMER-DIRECTED” HEALTH CARE

II. HOSPITAL PRICING ANDII. HOSPITAL PRICING AND ““CONSUMER DIRECTEDCONSUMER DIRECTED”” HEALTHHEALTH

CARE (CDHC)CARE (CDHC)

III. POTENTIAL SOLUTIONS TO THE PROBLEMIII. POTENTIAL SOLUTIONS TO THE PROBLEM

A. A common DRGA. A common DRG--based relative value scale for all patientsbased relative value scale for all patients



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

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

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

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



SOME OPEN QUESTIONS:SOME OPEN QUESTIONS:

1.1. Should hospitals be forced to charge every payer theShould hospitals be forced to charge every payer the

samesame monetary conversion factor (the Portermonetary conversion factor (the Porter--TreisbergTreisberg

approach), or should these conversion factors beapproach), or should these conversion factors be

negotiated separately with each thirdnegotiated separately with each third--party payer?party payer?

2.2. If priceIf price--discrimination were no longer allowed (Porterdiscrimination were no longer allowed (Porter--

Treisberg), should the SovietTreisberg), should the Soviet--style pricing approaches ofstyle pricing approaches of

Medicare and Medicaid continue to exist?Medicare and Medicaid continue to exist?

3.3. Should every hospital beShould every hospital be mandatedmandated to post its ownto post its own

meansmeans--tested conversion factors for the uninsured?tested conversion factors for the uninsured?
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II. HOSPITAL PRICING ANDII. HOSPITAL PRICING AND ““CONSUMER DIRECTEDCONSUMER DIRECTED”” HEALTHHEALTH

CARE (CDHC)CARE (CDHC)

III. POTENTIAL SOLUTIONS TO THE PROBLEMIII. POTENTIAL SOLUTIONS TO THE PROBLEM

A. A common DRGA. A common DRG--based relative value scale for all patients`based relative value scale for all patients`

B. Give patients estimates of their outB. Give patients estimates of their out--ofof--pocket payments onlypocket payments only



This approach is now being attempted byThis approach is now being attempted by largelarge private healthprivate health
insurersinsurers –– Aetna, Cigna,Aetna, Cigna, WellpointWellpoint, Humana, etc., Humana, etc.

Rather than revealing to the insured the prices these insurersRather than revealing to the insured the prices these insurers
have negotiated with providers, the insurer uses claims datahave negotiated with providers, the insurer uses claims data
to estimate what the total outto estimate what the total out--ofof--pocket payments would bepocket payments would be
for patients at various health care providers.for patients at various health care providers.

It is the most relevant information from the patientIt is the most relevant information from the patient’’ss
perspective. The question is how easily this can be done andperspective. The question is how easily this can be done and
how reliable the information will be.how reliable the information will be.

To my knowledge, this type of information base is as yet inTo my knowledge, this type of information base is as yet in
the early stages of development.the early stages of development.




