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Addressing Cost Drivers in U.S.
Healthcare Through Transparency,
Competition, and Value

by John O’Shea, MD

U.S. Healthcare Costs: What Is the Problem?

The United States spends substantially more on healthcare than other nations,
and this spending is expected to grow at a rate that is cause for serious concern
(OECD, 2019). In 2019, National Health Expenditure (NHE) in the U. S. grew
4.6% to about $3.8 trillion or about $11,582 per person (Centers for Medicare
& Medicaid Services [CMS], 2020a). Over the next decade, NHE is expected
to grow at an average annual rate of 5.4%, 1.1 percentage points faster than the
gross domestic product (GDP) per year on average, to reach $6.2 trillion and
19.7% of GDP by 2028. (See Figure 1 for a breakdown of where the nation’s
healthcare dollars came from in 2019 and Figure 2 for a breakdown of where the
nation’s healthcare dollars went in 2019.)

In addition, survey data show that roughly 3 in 10 Americans have delayed or
forgone seeking medical treatment due to costs (Saad, 2018). These trends are
unsustainable and do not include the impact of the COVID-19 pandemic, which,
although not yet fully known, is likely to drive up the cost of healthcare even
further (Cox et al., 2020).

A number of factors drive healthcare cost growth in the United States. Some of
the more important drivers include prices of labor and goods; pharmaceuticals;
administrative costs; market consolidation; the burden of chronic disease; waste;
excessive regulation; and new technology (Papanicolas et al., 2018). However,
underlying these factors is the common theme of a dysfunctional market where
healthcare consumers lack the information they need to make decisions based
on value and a financing system that insulates most patients from the true cost
of goods and services, making prices largely irrelevant. This systemic lack of
price transparency is exacerbated by arcane and opaque business practices, along
with market consolidation and other anti-competitive behavior, compounded
by excessive regulation that, however well-intentioned, fails to correct perceived
“market failures” and often exacerbates the problem it was meant to address.

A comprehensive discussion of healthcare cost drivers is beyond the scope of this
endeavor. However, this paper will provide a brief overview of three key areas
that drive healthcare spending—hospital prices, health insurance, and pharma-
ceutical drug costs—and discuss some examples of how a dysfunctional market
and excessive government intervention contribute to rising healthcare costs.
Policy efforts to increase transparency and foster competition and consumer
choice in these areas will also be discussed as a way to promote value and slow
the growth of healthcare costs in the United States while avoiding unnecessary
government intervention.

Key Points

- Rising healthcare costs are a

concern for patients, policymakers,
and taxpayers. Roughly 3in 10
Americans have delayed or forgone
seeking medical treatment due to
costs.

- Hospitals, health insurance, and

pharmaceuticals represent three
areas with opportunities to address
some of the main drivers of health-
care costs in the US.

- Underlying the various drivers

of healthcare costs is the com-
mon theme of a dysfunctional
marketplace hampered by anti-
competitive behavior and excessive
regulation.
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Figure 1
Source of Healthcare Dollars 2019
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health, vocational rehabilitation, Substance Abuse and Mental Health Services Administration, school health, and other federal and state local

programs.

2 Includes co-payments, deductibles, and any amounts not covered by health insurance.

Note: Sum of pieces may not equal 100% due to rounding.

SOURCE: Centers for Medicare & Medicaid Services, Office of the Actuary, National Health Statistics Group.

files/document/nations-health-dollar-where-it-came-where-it-went.pdf

Hospitals

Hospital Prices

Although it is clear that overall growth in providers’ prices
drives growth in healthcare spending on the privately
insured, it is important to differentiate the growth rates of
hospital prices and physician prices. In 2018, hospital care
represented 32.7% of personal healthcare spending while
physician services accounted for 15.5% (Rama, 2020). In
2019, hospital spending grew 6.2% to $1,192.0 billion, con-
siderably faster than the 4.2% growth in 2018 (CMS, 2020a).

According to an analysis published in Health Affairs in 2019,
between 2007 and 2014, hospital prices grew substantially
faster than physician prices. Prices for inpatient hospital
care grew 42%, while physician prices grew 18%. Similarly,
prices for hospital-based outpatient care grew 25%, while
physician prices grew 6%. The authors of the study sug-
gested that, although the overall growth in provider prices

is concerning, efforts to reduce healthcare spending should
focus primarily on addressing growth in hospital prices
rather than physician prices (Cooper et al., 2019a).

Note. Figure taken from The Nation’s Health Dollar: Where It Came From, Where It Went, Centers for Medicare and Medicaid Services, 2020d, p. 1 (https://www.cms.gov/

Transparency and Hospital Prices

Price transparency is an essential element in any well-
functioning, competitive market, including healthcare.
However, because of widespread opacity regarding hospital
prices, most patients have no idea of the cost of an episode
of care until they receive the bill. Complex terminology
and arcane hospital accounting and billing practices con-
tribute to the lack of hospital price transparency that drives
up costs (Arora et al., 2015; Gottlieb et al., 2018). In fact,
hospital pricing is so opaque that not only are patients con-
founded, but studies have observed that, when asked to give
a complete price estimate for a common elective procedure
(total hip arthroplasty), even a majority of hospitals were
unable to do so (Mahomed et al., 2018).

On November 27, 2019, following an executive order (Exec.
Order No. 13,877, 2019), CMS finalized its price transpar-

ency requirements for hospitals to make their standard
charges public, including payer-specific negotiated charges,
the amount the hospital is willing to accept in cash from

a patient for an item or service, and the minimum and
maximum negotiated charges for 300 common services

Texas Public Policy Foundation


https://www.ama-assn.org/system/files/2020-08/prp-annual-spending-2018.pdf
https://www.cms.gov/Research-Statistics-Data-and-Systems/Statistics-Trends-and-Reports/NationalHealthExpendData/NHE-Fact-Sheet
https://www.healthaffairs.org/doi/abs/10.1377/hlthaff.2018.05424?journalCode=hlthaff
https://journalofethics.ama-assn.org/article/challenge-understanding-health-care-costs-and-charges/2015-11
https://www.healthaffairs.org/doi/10.1377/hlthaff.2017.1325
https://jamanetwork.com/journals/jamainternalmedicine/fullarticle/2682615
https://www.federalregister.gov/documents/2019/06/27/2019-13945/improving-price-and-quality-transparency-in-american-healthcare-to-put-patients-first
https://www.federalregister.gov/documents/2019/06/27/2019-13945/improving-price-and-quality-transparency-in-american-healthcare-to-put-patients-first
https://www.cms.gov/files/document/nations-health-dollar-where-it-came-where-it-went.pdf
https://www.cms.gov/files/document/nations-health-dollar-where-it-came-where-it-went.pdf

March 2021

Addressing Cost Drivers in U.S. Healthcare Through Transparency, Competition, and Value

Figure 2
Healthcare Spending 2019
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SOURCE: Centers for Medicare & Medicaid Services, Office of the Actuary, National Health Statistics Group.

Note. Figure taken from The Nation’s Health Dollar: Where It Came From, Where It Went, Centers for Medicare and Medicaid Services, 2020d, p. 2 (https://www.cms.gov/

files/document/nations-health-dollar-where-it-came-where-it-went.pdf

(Medicare and Medicaid Programs, 2019). Although the
United States District Court for the District of Columbia
dismissed a lawsuit challenging the authority of the
Department of Health and Human Services to enforce the
rule in June 2020 (American Hospital Association v. Alex
M. Azar, I1, 2020), the American Hospital Association

is appealing the decision. The rule went into effect on
January 1, 2021.

The Role of Consolidation

Another critical factor propelling the increase in hospital
prices is the decades-long trend of hospital consolidation, as
well as hospital acquisition of physician practices. A central
argument in favor of consolidation is that economies of
scale can reduce excess capacity, lower overhead, improve
standardization, and reduce costs (Noether et al., 2019).
However, according to a recent Medicare Payment Advisory
Commission (MedPAC, 2020) report to Congress on pro-
vider consolidation, market power has a statistically signif-
icant association with higher costs per hospital discharge
for non-Medicare patients; “commercially insured patients
appear to pay higher prices for care and higher prices for

insurance in consolidated markets”; and increasing com-
mercial prices could “create pressure to increase Medicare
prices as well” (p. 459).

A number of studies of hospital markets have found that
concentrated markets lacking competition are associated
with higher hospital prices, and when mergers occur in
these concentrated markets, the resulting price increases
can exceed 20%. A further concern is the finding that the
price increases do not appear to be associated with an
improvement in the quality of care, and, in fact, greater
hospital concentration is actually associated with higher
mortality rates in some cases (Gaynor & Town, 2012).

A 2018 analysis of insurance claims data from three of the
five largest private insurers covering 28% of individuals in
the United States with employer-sponsored health insur-
ance showed that competition in hospital market struc-
ture is strongly associated with price levels, with prices at
monopolistic hospitals 12% higher on average than those
in markets with four or more rivals (Cooper et al., 2019b).
The analysis also examined 366 mergers and acquisitions
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that occurred between 2007 and 2011 and found that prices
increased more than 6% when the merging hospitals were
geographically close (e.g., 5 miles or less apart), but that
similar increases were not seen when the hospitals were
over 25 miles apart, supporting the claim that higher prices
resulted in areas where the level of competition was reduced
by the merger.

Excessive Regulation Stifles Competition

Although legislative and regulatory efforts are generally
meant to address legitimate concerns or perceived health-
care market failures, excessive regulation too often stifles
competition and can exacerbate the problem it was attempt-
ing to correct. Two examples of this are certificate of need
regulations and restrictions on physician-owned hospitals.

Certificate of Need Regulations

Certificate of need (CON) regulations vary by state but

in general require providers who wish to expand certain
services, open or expand a facility, or even purchase new
equipment, such as CT or MRI scanners, to first prove to a
state regulator that their community “needs” the particular
service. The approval process, intended to reduce excessive
healthcare spending, is, however, often long and expensive.
CON regulations were first introduced in New York state
in 1964. Within a decade, the federal government added a
strong incentive for states to adopt CON laws by withhold-

ing federal funding from states that failed to do so (National

Health Planning and Resources Development Act, 1975,
p. 2,246). However, research over the next decade (Salkever

& Bice, 1976; Sloan & Steinwald, 1980) generally showed
no evidence that the regulations were achieving the goals
of an adequate and equitable supply of healthcare services,
higher-quality care, more charity care for indigent and
underserved communities, or lower costs, and the federal
mandate was lifted. More recent research comparing states
with and without CON laws supports earlier findings that
the laws restrict access to facilities and services, do not
expand indigent care, are not associated with higher quality
care, and do not lower costs (Mitchell et al., 2020). It is clear
that, by creating regulatory barriers rather than incentiv-
izing competition, CON laws have failed to address and
may even have exacerbated the problems they were meant
to solve. Currently, 36 states and the District of Columbia
maintain CON laws.

Limits on Physician-Owned Hospitals

In response to concerns that providers at physician-owned
hospitals (POHs) may have adverse financial incentives and
cherry-pick healthier and better-insured patients, Section

6001 of the Patient Protection and Affordable Care Act
(ACA) effectively banned new POHs and prohibited exist-
ing POHs from expanding, unless the hospital satisfies the
requirements of either the whole hospital exception or the
rural provider exception to the physician self-referral law
(ACA, 2010). However, research shows that the concerns
that prompted the ban are likely to be overstated. For exam-
ple, a comprehensive analysis of POHs in the U.S. from
Harvard University and the University of California, San
Francisco, compared 219 POHs with 1,967 non-POHs and
found no evidence that POHs systematically avoid poorer
patients or those from ethnic and racial minority groups.
Furthermore, the POHs in the study performed as well as,
or better than, non-POHs on a variety of quality and cost of
care measures. Based on these findings, the authors of the
study suggested that blunt public policies that penalize all
hospitals with physician ownership need to be re-evaluated
(Blumenthal et al., 2015).

Insurance

The increasing cost of health insurance is a central con-
cern for healthcare consumers, employers, and policy-
makers. The cost of health insurance premiums, as well as
the amount individuals pay out of pocket for healthcare
through deductibles and co-pays, have been steadily rising,
amounting to nearly 12% of median income for individuals
with employer-based insurance in 2017 (Collins & Radley,
2018). According to the Kaiser Family Foundation, in 2019,
49.6% of the population had employer-based health insur-
ance coverage,' 5.9% had non-group coverage,’ 35.4% were
covered in a public program,’ and 9.2% were uninsured*

(Kaiser Family Foundation, 2019).

Consolidation

In parallel with hospitals, health insurance markets have
become increasingly concentrated. According to the most
recent update to the American Medical Association (AMA,
2020) study of competition in the health insurance market,
in 2019, 74% of metropolitan statistical areas (MSAs) had
markets that were highly concentrated; in 92% of MSA-level
markets, at least one insurer had more than 30% market
share; and in 48% of MSA-level markets, one insurer had at
least a 50% share of the market (p. 2). High levels of market
concentration can be the result of consolidation, in the form
of mergers and acquisitions, as well as barriers to entry into
health insurance markets (Robinson, 2004).

A key consideration is whether this trend in insurance
market consolidation allows for adequate competition or
whether insurers have inappropriate market power that can

Includes individuals and dependents covered by a current or former employer or union.

1

2 Includes individuals and dependents covered by a policy directly purchased from an insurance company in the individual market.

3 Includes Medicare, Medicaid, the military and Veterans Administration.

4 Includes individuals without health insurance and those covered under the Indian Health Service.
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disadvantage healthcare consumers. Theoretically, consoli-
dation should allow insurers to negotiate lower prices from
providers, as well as create economies of scale that lower
costs, and there is some evidence that this occurs. However,
given the substantial rise in premiums in recent years, there
is little evidence that any of the savings are being passed

on to healthcare consumers (Scheffler & Arnold, 2017).

In fact, evidence from case studies suggests that increased
market concentration due to mergers and acquisitions result
in a significant increase in health insurance premiums
(Guardado et al., 2013). There is also evidence that the ACA
has contributed to insurance market consolidation in the
program’s insurance exchanges (Haislmaier & Senger, 2017),
and in 2018, Jessica Van Parys found that in ACA market-
places with only one local payer, premiums were 50% higher
than in areas where consumers had a choice of two or more
insurers (Van Parys, 2018).

Transparency

While concentration in the health insurance market limits
choice for healthcare con-
sumers, a lack of trans-
parency also means that
consumers do not have suf-

ficient knowledge about the  SAViNGs by insurers are being passed on to

value of the health insur-
ance products that they
choose, often leaving them
underinsured or causing
them to pay for coverage that they do not need. According
to a national consumer survey conducted in 2019, 27.2%

of respondents said that they avoided medical treatment
because of uncertainty about what services their health
plan covered, and a significant number did not understand
basic insurance terms such as “co-pay;,” “deductible,” and
“premium” (Ma, 2019). In a 2014 Kaiser Family Foundation
survey, a majority of U.S. adult survey respondents were
unable to calculate their out-of-pocket expense in various
health insurance payment scenarios (Norton et al., 2014).
Such health illiteracy is an important cause of inefficiency
in the U. S. healthcare system that can result in poor health
outcomes (Fabbri et al., 2020) as well as needless costs
(Vernon et al., 2007).

On November 27, 2019, the same day that the hospital price
transparency rule was finalized and prompted by the same
executive order that led to the hospital rule, CMS released

a proposed rule that set forth recommended requirements
for health insurance issuers in the individual and group
markets to disclose cost-sharing information to enrollees,
including an estimate of cost-sharing liability, in order to
give patients a better understanding of their out-of-pocket

There is little evidence that any of the

healthcare consumers.

expenses (Transparency in Coverage, 2020). The rule, which
was finalized on October 29, 2020, will require issuers to
disclose the cost-sharing information along with in-network
provider negotiated rates, historical out-of-network allowed
amounts, and drug pricing information. Unless held up by
legal or congressional challenges, the requirements will be
phased in over 3 years, beginning January 1, 2022.

Medical Loss Ratio: Unintended Consequences

With the goals of providing “greater transparency and
accountability around the expenditures made by health
insurers,” set standards intended to “help ensure policy-
holders receive value for their premium dollars” and to
“brin[g] down the cost of health care coverage” (Health
Insurance Issuers Implementing, 2010, p. 74,865), the ACA’s
medical loss ratio (MLR) provision requires health insurers
“that cover individuals and small businesses to spend at
least 80% of their premium income on health care claims
and quality improvement, leaving the remaining 20% for
administration, marketing, and profit” (Kaiser Family
Foundation, 2012). For
insurers in the large group
market, the MLR threshold
is 85%. Insurers who fail to
meet the specified percent-
ages must pay rebates to
their customers. However,
since the amount the insur-
ers get to keep is based on
a fixed percentage, there is no incentive for them to curb
premium growth.

Pharmaceuticals

U.S. Spending on Pharmaceuticals

Although the U.S. represents roughly 4.5% of the world’s
population, it accounts for a disproportionate (more than
40%) of spending on pharmaceuticals globally (Emanuel et
al., 2020). Drug spending in the U.S. has increased by 330%
over the past 20 years, far outpacing the growth in overall
healthcare spending (208%; Kirzinger et al., 2019).

In 2019, prescription drug spending in the U.S. grew 5.7%
to $369.7 billion, faster than the 3.8% growth in 2018 (CMS,
2020a). Over the years 2021-23, the annual growth in pre-
scription drug spending is projected to average 5.4% and
will increase to 5.9% over the years 2024-28 (CMS, 2020b).
Adding to these concerns is evidence that as patients expe-
rience greater cost exposure, the rate of prescription aban-
donment increases, resulting in non-adherence to treatment
regimens, which can undermine treatment goals, negatively
impact health outcomes, and further add to the escalating
cost of healthcare (QuintilesIMS, 2017).
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Utilization, Lack of Competition, and Insufficient
Transparency

Drug utilization is a key factor that contributes to the
growth in spending on prescription drugs. Drug utilization
can reflect demographic changes in the population, changes
in disease burden, or changes in treatment. For example, the
aging of the population, the increased prevalence of chronic
diseases, and the introduction of an effective but costly drug
to treat a condition can all have a significant impact on
drug spending. The mix of drugs that are utilized, especially
brand versus generic, can also drive costs. In 2018, 9 out of
10 filled prescriptions were for generic drugs, but generics
accounted for only about 22% of prescription drug spend-
ing (Tichy et al., 2020). The Government Accountability
Office (GAOQ, 2016) found that, although prices for generic
drugs are generally lower than brand name equivalents, as
many as 20% of established generics had large (more than
100%) price increases in the years 2010 to 2015, offsetting

a general decline in generic drug prices. More recent work
supports this trend (Tessema et al., 2020).

Furthermore, there is clear evidence that generic drug
prices reflect the level of competition in the generic mar-
ket. According to the U.S. Food and Drug Administration
(FDA), when a drug has a single generic producer, the
average manufacturer price (AMP) is 39% lower than the
brand name AMP. The price reduction increases to 79%
with four competitors and to 95% with six or more com-
petitors (EDA, 2019). In the past several years, the FDA has
made a concerted effort to promote competition by reduc-
ing the barrier to entry into the generic market for smaller
companies, streamlining the generic drug approval process,
addressing the issue of multiple review cycles, and opposing
efforts by brand-name manufacturers to impede generic
drug competition (Gottlieb, 2018).

Pharmacy Benefit Managers

The role of pharmacy benefit managers (PBMs) has come
under scrutiny in recent years. PBMs are companies that
manage prescription drug benefits on behalf of health insur-
ers, set terms for how much pharmacies are paid, and can
influence which drug products are used most frequently.
Their revenue comes from a combination of sources: fees
from payers, a portion of the savings from rebates negoti-
ated from drug companies, and fees from the maintenance
of pharmacy networks (Werble, 2017). PBM practices are
largely opaque, raising questions about whether PBMs con-
tribute to rising drug prices.

The process of negotiating rebates is a key tool that PBMs
use to try to address high drug prices. However, there is
concern that rebates based on a percentage of the drug’s

list price may create an incentive for PBMs to prioritize
high-priced drugs, and the higher costs may be passed on
to patients whose cost-sharing is also based on a percentage
of the list price. Rebates have grown substantially in recent
years (Pew Charitable Trusts, 2019), and manufacturers
have argued that this has forced them to raise list prices to
offset those rebates (Walker, 2016).

Additional scrutiny involves the PBM practice known as
“spread pricing,” whereby PBMs are reimbursed by health
plans and employers at a higher price than what the PBMs
pay pharmacies for the drugs, with PBMs keeping the
difference. Since the payment schedules that PBMs generate
for pharmacies are confidential, this lack of transparency
makes it difficult to assess the extent of spread pricing and
the impact on patients through higher prices and out-
of-pocket costs, although it is thought to be substantial

(Langreth et al., 2018).

340B

Although initially well-intended, the 340B program does
not align with the original intent behind it. The 340B pro-
gram was created in 1992 when Congress enacted Section
340B of the Public Health Service Act, created under
Section 602 of the Veterans Health Care Act of 1992. The
law requires manufacturers to sell outpatient drugs to cer-
tain purchasers (safety-net providers and programs iden-
tified in statute’) at a discounted price. The original con-
gressional intent was for the savings from 340B-purchased
drugs to enable covered entities to stretch federal resources,
allowing providers to offer needed services to the most vul-
nerable patients at safety-net organizations (Veterans Health
Care Act, 1992).

As laudable as the original aim of the program is, subse-
quent policies have greatly expanded the program and as
the program has grown, so have concerns about whether it
has strayed beyond the original intent. In 1996, the Health
Resources and Services Administration (HRSA), which
administers the 340B program within the Department of
Health & Human Services, issued guidance that “enabled
any 340B covered entity that did not operate its own phar-
macy to contract with a single third-party pharmacy to
dispense 340B purchased medicines to eligible patients on
its behalf” (Vandervelde et al., 2020, p. 4). In 2010, the ACA
greatly expanded the program eligibility® and by 2014 nearly

5 The statute lists 16 groups of eligible purchasers. As a group, they are referred to as ‘covered entities” They include federally qualified health centers, various disease-
specific programs (AIDS drug assistance programs, black-lung clinics, and hemophilia treatment centers), and publicly owned hospitals with a disproportionate-share

hospital percentage of at least 11.75%.

6  The ACA expanded 340B eligibility to the following categories of hospitals: critical access hospitals, sole community hospitals, rural referral centers, free-standing

children’s hospitals, and free-standing cancer hospitals.
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45% of all Medicare acute care hospitals were covered by the
program (MedPAC, 2015, p. 11). In addition, HRSA issued
guidance effective on April 5, 2010, allowing 340B-covered
entities to use an unlimited number of contract pharmacies
and eliminated the limitation that only 340B entities that
lack an on-site pharmacy could utilize contract pharma-
cies (Notice Regarding 340B Drug Pricing Program, 2010).
Consequently, as of 2017, there were more than 12,000 cov-
ered entities participating in the program, and the number
of contract pharmacies grew from about 1,300 in 2010 to
approximately 20,000 by 2017 (GAO, 2018, p. 1).

Although the details of 340B revenues are proprietary,
discounts in the program are substantial. HRSA (2019)
reported that total 340B sales in 2017 amounted to approx-
imately $19 billion, or about 4.3% of the U.S. drug market
(p. 286). Conservative
estimates of savings to
covered entities range
from 25 to 50%, and there
are few requirements on
how the revenue gener-
ated from these discounts
is to be used (MedPAC
2015, p. 8). Recent reports
from Milliman (Bunger
etal., 2019) and the
Berkeley Research Group
(Vandervelde et al., 2020)
suggest that the savings
and profit margins on
340B-purchased medicines
dispensed through contract pharmacies may be substan-
tially higher. Furthermore, a 2018 GAO review found
substantial weaknesses in HRSA's oversight of the 340B
program that hinder the agency’s ability to ensure that con-
tract pharmacies are compliant with program requirements
(GAO, 2018, p. 38).

consumer welfare.

Policy Recommendations

The U.S. healthcare system needs to foster competition in
the provider, health insurance, and pharmaceutical markets
to lower costs and improve quality of care. Policies that
inhibit competition by restricting market entry or fostering
anti-competitive practices, as well as excessive regulation
meant to address a perceived market failure, contribute

to the growth in healthcare spending and fail to enhance
consumer welfare. Detailed and specific policy recommen-
dations to address the entire range of cost drivers in U.S.

Policies that inhibit competition by
restricting market entry or fostering anti-
competitive practices, as well as excessive
requlation, contribute to growth in
healthcare spending and fail to enhance

healthcare are beyond the scope of this analysis. However,
it is possible to offer broader policy recommendations

to address healthcare costs by promoting transparency,
increasing competition, and improving value in the three
major segments of the U.S. healthcare system discussed
above with the intention of encouraging further discussion
and future research.

Hospitals
Policymakers need to address hospital spending through
policies that remove barriers to market entry and address
other forms of anti-competitive behavior. For one thing,
further research is needed to evaluate the overall impact of
hospital consolidation on healthcare consumers in order to
inform policies that can take advantage of efficiencies that
could lower costs while limiting anti-competitive behavior
and maximizing consumer
welfare (Fulton, 2017).

Policymakers also need to
address the decades-long
opacity in hospital prices.
The Trump administra-
tion’s price transparency
requirements (Medicare
and Medicaid Programs,
2019) that were finalized
on November 27, 2019, are
an improvement over past
efforts in that, for the first
time, payer-specific negoti-
ated charges—the amount
the hospital is willing to
accept in cash from a patient for an item or service—and
minimum and maximum negotiated charges will be made
available to the public.

Another way to address the issue of lack of competition is
to consider repeal of CON laws in those states where the
legislation remains. While the evidence strongly suggests
that repeal of CON laws would remove barriers to entry
and increase competition, Mitchell et al. (2020) have noted
that full and immediate repeal is likely to be politically
challenging and suggest a number of alternatives, including
eliminating CON laws for certain services or technologies,
such as those that restrict access to services for vulnerable
populations;” for procedures that are unlikely to be over-
used;® for low-cost modes of care;® and for small invest-
ments. Other options are a phasing-in of repeal, temporary

7 CON laws for substance abuse treatment centers are found in 24 states, for psychiatric care facilities in 28 states, and for intermediate-care facilities for those with

intellectual disabilities in 28 states.

8  CON laws for neonatal intensive care units are found in 22 states, for burn care units in 14 states, and hospice facilities in 18 states.
9  Forexample, ambulatory surgical centers (28 states) and home healthcare facilities (19 states).
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repeal to test the impact, a gradual increase in the approval
rate of applications, and other forms of administrative relief,
such as reducing application fees.

Policymakers also need to re-examine the restrictions on
physician-owned hospitals. The recently finalized 2021
Medicare Hospital Outpatient Prospective Payment System
and Ambulatory Surgical Facility final rule (CMS, 2020¢),
released on December 2, 2020, eases some of the restric-
tions on expansion for hospitals that qualify for an excep-
tion as “high Medicaid” facilities.'” Although this rule gives
existing POHs a modicum of flexibility, it does not go far
enough. POHs have been shown to provide high-quality,
efficient care, and they have the potential to foster compe-
tition and value. A blanket moratorium on these facilities
is not appropriate. A more focused approach to the issue of
POHs is needed that will promote equity in access to care
without stifling competition through excessive regulation
(Wilensky & Miller, 2020).

Insurance

The effect of consolidation in the private insurer market is
a complex issue, and the
question of who benefits
or loses depends on the
details of the marketplace
structure. Greater con-
centration in the insurer
marketplace should put
downward pressure on
provider prices, although
the evidence suggests that any savings are not necessarily
passed on to the consumer through lower premiums (Ho &
Lee, 2016). As noted above, consolidation limits choice, and
often healthcare consumers find themselves with coverage
that is not appropriate for their needs or leaves them finan-
cially exposed. Policymakers need to consider options that
increase competition in the health insurance marketplace
and ensure that healthcare consumers and not just payers
and providers benefit.

Healthcare consumers lack the basic understanding of
health insurance needed to make informed decisions. The
recently finalized “Transparency in Coverage” (2020) rule
is an effort to make patients better informed by requiring
issuers to disclose cost-sharing information, in-network
provider negotiated rates, historical out-of-network allowed
amounts, drug pricing information, and estimated out-of-
pocket expenses. However, in addition to greater health
insurance transparency, consumers need incentives to use
the information to make better choices that can lead to
more value for the patient and lower healthcare spending.

Policymakers need to ensure that
healthcare consumers and not just payers
and providers benefit from their policies.

Traditional insurance models that insulate patients from the
true cost of care do not provide those incentives.

Currently, there is an increasing number of value-based
insurance design (VBID) models that give consumers “skin
in the game” and attempt to influence consumer choice
without exposing them to excessive or unexpected financial
risk. These models include high-deductible health plans,
limited provider networks, reference-based pricing (RBP),
and direct rewards programs. Of these, RBP, where an
insurer agrees to reimburse a service based on an estab-
lished price (the reference price), and the patient is respon-
sible for any costs above the reference price, seems to have
the greatest potential to reduce spending by incentivizing
consumers to shop and obliging providers to lower prices
to remain competitive. RBP may be implemented through
contracting with providers, which removes any concern
for balance billing to the patient. Without contracting,
implementation of RBP requires considerable communi-
cation and even decision support on the part of the plan to
avoid exposing patients to unexpected out-of-pocket costs
(Mehrotra et al., 2018). VBID models should be further
refined as a way to increase
choice and add value to the
current health insurance
market.

Pharmaceuticals
Although many nations
use direct regulation of
pharmaceutical prices to
limit spending on drugs, implementing similar drug price
control in the United States would likely incur unwanted
consequences, and any policy that includes a substantial
reduction in prices would need to weigh the considerable
inhibitory effect this would have on innovation (Lieberman
et al., 2020).

Policy options to address the growth in prescription drug
spending should include removing government interven-
tions that distort the market, as well as removing barriers
to entry into the market for generic and biosimilar manu-
facturers, lowering research and development (R&D) costs
without compromising safety and clinical effectiveness, and
increasing transparency concerning the pharmaceutical

supply chain.

A number of measures have been introduced at the state
level to control drug prices, including greater drug price
transparency, requiring drug manufacturers to give advance
notice and justification for price increases that exceed a
certain limit, and prohibitions on pharmacy “gag clauses”

10 High Medicaid facilities are those that serve more Medicaid inpatients than other hospitals in the same county.
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that constrain pharmacists from informing patients if a
drug is cheaper if not paid for through insurance (Gupta et
al., 2019). The recently finalized Transparency in Coverage
(2020) rule addresses the opacity in drug pricing by requir-
ing health insurance companies to make known the esti-
mated out-of-pocket costs for prescription drugs and dis-
close to the public the negotiated prices they pay for drugs.
Physicians and their patients need this information in order
to make appropriate treatment decisions at the point of care.

Greater transparency is also needed concerning the oper-
ations of pharmacy benefit managers, including financial
incentives that influence coverage decisions, to ensure that
patients and not just PBMs and payers benefit from nego-
tiated discounts and that PBM practices are not contrib-
uting to the growth in pharmaceutical prices. A recently
finalized rule from the HHS attempts to address this issue
by modifying a regulatory provision that had previously
protected certain pharmaceutical manufacturer rebates
from sanctions under the federal Anti-Kickback Statute

(42 US.C. § 1320a-7b(b)) and by creating new protections
for price reductions for rebates that are passed on to the
patient at the point of sale and for PBM service fees that are
not linked to the list price of drugs (Fraud and abuse, 2019).
The rule is likely to face significant political and procedural
challenges that may delay implementation (Sachs, 2020;
Fraud and Abuse, 2021). A separate rule (Most Favored
Nation, 2020) to address drug prices in Medicare Part B
may face similar challenges.

On December 10, 2020, the U.S. Supreme Court upheld the
authority of an Arkansas law to impose certain regulations
on PBMs and that federal law, specifically the Employment
Retirement Income Security Act (ERISA), does not bar
states from regulating PBMs (Rutledge, Attorney General of
Arkansas v. Pharmaceutical Care Management Association,
2020). Although the Arkansas law deals specifically with
drug pricing, the 8-0 ruling could have a bearing on future
state oversight of PBMs (Fuse Brown & McCuskey, 2020).
As of December 3, 2020, 46 states have passed laws aimed
at reducing drug costs through increased PBM oversight
(National Academy for State Health Policy, 2020).

Reform of the 340B program is essential in order to reduce
unnecessary spending on pharmaceuticals and ensure that
the program functions as originally intended. For one thing,
the program needs to become truly patient-centered. A key
feature of the current program is that it makes safety-net
providers eligible for the program rather than a particu-

lar patient category. An individual becomes a “qualified
patient” if the covered entity has an established relation-
ship with the individual, the individual receives healthcare

services from a healthcare professional who is either
employed by or has a contractual or other arrangement
with the covered entity, or the individual receives healthcare
services for which certain grant funding has been provided
(Notice Regarding Section 602, 1996). Importantly, the
patient’s income is not a determining factor. Drugs pur-
chased at 340B prices can be dispensed to insured patients,
and entities that purchase the drugs profit by billing pay-
ers, including Medicare, at the higher rates. Transparency
and clear guidance are needed regarding the definition

of an “eligible patient,” as well as how savings from 340B
discounts are used to ensure that the benefits are passed
through to low income and uninsured patients.

In addition to providing accurate information about which
entities are eligible to receive discounted prices, the pro-
gram needs to confirm that manufacturers are charging

the correct prices. In particular, clear criteria are needed to
address the varied and complex contract pharmacy arrange-
ments, as well as the practice of hospitals acquiring inde-
pendent physician practices, enabling the practices to access
the hospitals’ 340B discounts, which can drive up costs for
patients and payers.

Conclusion

Although the United States spends considerably more on
healthcare than other wealthy nations, some have argued
that the high level of spending may be worth the cost.
However, escalating healthcare costs place a burden on
many families, forcing some to forgo medical care because
of the cost, and there is evidence that a significant portion
of spending does not result in improved health outcomes
(Cutler, 2018).

The drivers of healthcare spending are numerous, and a
detailed examination of each is beyond the scope of this
analysis. However, some of the principal drivers of health-
care costs in three main segments of the U.S. healthcare
system (hospitals, health insurance, and pharmaceuticals)
have been discussed. A key finding of this analysis is that

a common theme of a dysfunctional market underlies
many of the drivers of escalating healthcare costs in the
U.S. Because effective competition is lacking, healthcare
consumers do not have the information and incentives
they need to make better value choices. In addition, gov-
ernment efforts to address perceived market failures often
compound the problem. Excessive healthcare spending is
best addressed through policies that promote competition,
greater transparency, and more choice through elimination
of anti-competitive practices, as well as the avoidance of
excessive regulation.
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