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only 114 percent. In just the 7 yecars from the introduction of Medicare and
Medicaid in 1966 to middle of 1974, hospital costs increased 160 percent, Today
hospital costs are continuing to rise at an annual rate of more than 15 percent,

The dramatic increasc in hospital costs reflects a rapid change in
the quality and style of hospital care. Other factors affecting hospital costs,
including the greater than average rise in hospital wage rates, are responsible
for relatively little of the overall cost increase, Unlike the other forms
of price incrcasc that are measured by the Consumer Price Index, the cost
inflation of hospital care does not mean that consumers are paying much more
for the same old product that they bought before but that they are buying a
different and much more expensive product today, Today's care is morc complex,
more sophisticated and, hopefully, more effective.

The very great increasc in hospital costs may not be justified by the
resulting improvement in the cffcctiveness of care, The current high price of
hospital carec may instead entail a serious misallocation of resources and a
failure of the health carc system to reflcct individual preferences, Moreover,
high medical care costs arc the primary source of inequity in our health
systems, imposing financial hardship and a barrier to adequate medical care.

The major reason for the hospital cost inflation has been the very
rapid growth in insurance. Extensive health insurance lowers the nct price of
care that the paticent pays out-of-pocket at the time that he consumes services,
There is now substantial evidence that hospital insurance makes patients and
their doctors consume more services and more exjensive scrvices than they
otherwise would,

Sonc sinmple but striking numbers will illustrate this point, In




1950, when average cost per day was 316, private insurance paid 37 percent of
hospital bills, This means that on the average the net cost to a private
patient was $10, In 1974, average cost per patient day jumped to about $125,
but private insurance was paying 77 percent of the private hospital bill,
leaving a net cost to the patient of 323,50, Although the net cost per
patient day was up from $10 to $28,50, the general increase in all consumer
prices meant that this 328,50 really only bought $13 worth of general goods
and services in 1950 prices, Thus, in real terms the net cost to the patient
hardly changed at all dufing the past 25 years, Consumer demand has therefore
stimulated and supported the growth of more sophisticated and expensive care,
Looked at somewha; differently, with 77 percent of private hospital
costs paid by insurance, an extra $10 of expensive care only costs the patient
about $2 out-of-pocket, It is not surprising, therefore, that patients and
their doctors continue to encourage the growing sophistication and expense of

hospital care,

2, Direct Negulation of Hospital Costs

Direct regulation of hospital .costs has becen proposed as a way to
stop the rapid rate of hospital cost inflation.v At first it seems natural to
apply the mechanism of public utility regulation to hospitals. Ilowever, a
nore detailed examination of this proposal shows that the problenm of controlling
hospital costs is fundaméntally different from the issues now dealt with by
public utility regulation, And, more important, the direct regulation of
hospital costs would in the long-run make the nature and quality of hospital
services completely unresponsive to the preferences of the patient§ and their

physiéians.



ansider first the expericence of hospital cost regulation under the
Economic Stabilization Program of 1971 to 1974, A special subcommittee of the
Cost of Living Council continued to regulate hospital costs during the entire
period of price controls. At first, controls were limited to hospital wages
and to the prices charged for each specific type of hospital service (e.g. an
x=ray, a particular laboratory test, etc.). Although this limited the increase
in hospital costs, it did not get at the fundamental cause of hospital cost
increase: the rapid increase in the quality or sophistication of services,
During the final phase of the Economic Stabiiization Program, the regulation of
hospital costs was changed to a comprehensive limit on the overall increase in
the cost per patient day (with minor adjustments er changes in occupancy
rates, etc.). The Américan Hospital As#ociation then filed suit against the
Cost of Living Council, charging that such control of the quality of hospital
care went beyond the stabilization progran's legislative mandate, The issue
became moot when the legislation expired in 1974,

The experience of the Economic Stabilization Program confirmed that
the central issue in controlling hospital costs is to limit the quality of
hospital care, Thé problem is thus fundanentally different from the usual
subfect of public utility regulation, In other fields public utility regulation
is used to control the exercisec of monopoly power, to set a fair rate of profit
on invested capital, and to assume that minimum quality standards are maintained,
In contrast to the typical public utility, most'hospitals are nonprofit
institutions that éarn no profits, Minimun standards are alrcady regulated
through annual accreditation by a professional association,

A\ Direct regulation of hospital costs is inappropriate because there is














































































































