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WHY ARE HEALTHCARE CHARGES SO MUCH HIGHER THAN REASONABLE

VALUE?
The Real Reasons May Surprise You

In most U.S. industries, “list prices” serve as a sufficient measure of “market value,” a concept which
encompasses terms such as fair market value, reasonable value, and relative market value.” According to economic
theory, prices convey most of the information consumers need to make a purchase and to assign a value to a
product or service. However, in the health industry there is widespread agreement among industry experts and
health economists that prices (which are often referred to as “charges” or “fees” in the U.S. medical and health
industry) are in many cases not reflective of value." Indeed, there is a long tradition in the U.S. medical care industry
of health care providers submitting bills and charges for services rendered and accepting much less than those
amounts in full satisfaction of the charges for the services rendered.

There are three reasons for this persistent disconnect between list prices and transaction prices. First, as
the U.S. health care system grew rapidly in the 1950s and 1960s, the industry was largely organized as non-profit."
As the industry expanded, policymakers put more pressure on non-profit entities to show that they were providing
sufficient levels of “charity” care (or alternatively carrying sufficient levels of “bad debt”) to justify their tax-exempt
status; that is, charity care and bad debt were considered forms of “community benefit.”¥ One way for hospitals
and other health care entities to report sufficient levels of charity care was to maintain comparatively high prices,
negotiate lower rates on a per case basis, and classify the difference as either charity care or bad debt ."" Although
the industry today contains a mix of non-profit and for-profit entities,"" such pricing behavior has largely
continued.""

Second, healthcare providers generally find it more advantageous to bargain and adjust rates from an
arbitrarily high chargemaster (i.e., “price list”) rather than a price list more reflective of fair market value.™ This
behavior is not particularly unusual in the U.S. economy. In addition to healthcare, there are numerous industries
in which transaction prices are routinely lower than listed prices. Some examples include automobiles, commercial
and residential real estate, mortgages, sales commissions, private schooling, telecommunications, and energy.*

Third, healthcare providers typically have unusually high “fixed costs,” which means that in order to treat
one patient, providers must have significant assets in place and available for use. The implication is that the
“average costs” and “marginal costs” of treating a single patient are relatively low; that is, the operating costs
associated with one more surgery on a given day or one more patient seen on a given day would be relatively low,
but the list prices would remain the same. Consequently, this significant gap between operating costs and prices
means that providers can accept amounts considerably less than charged amounts in full satisfaction of the original
charges and still earn a “normal” rate of return. In this regard, health care providers routinely practice what is called
“price discrimination,” whereby they are routinely able to charge different prices for the same services and accept
amounts considerably less than their list prices in full satisfaction of those charges.”

This widespread practice of setting medical prices arbitrarily high suggests that health and medical prices
have at best only a loose relationship with fair market value. This is reflected in part by the exceedingly high rate of
variation in prices for the exact same medical procedures. This variation is driven by the “disconnect” between
charges, costs, and fair market value. A report from the Health Care Cost Institute reached similar findings,
observing that there was “up to a 39-fold price difference for the exact same service, even after removing the top
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and bottom 10% of prices to exclude outlier effects.”” These variations in prices also lead to extremely high levels
of variation in hospital mark-ups, irrespective of the fair and reasonable value of the services rendered.*” That said,
there are ways of using industry data, including charge data, to calculate fair market value.
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