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Executive Summary

Declining productivity growth in the delivery of healthcare is not
innate to the sector. It simply reflects the current policy environment.
Incentivizing a more productive and cost-effective healthcare provider
sector is possible but requires comprehensive policy reforms that
eliminate the obstacles blocking progress. These reforms include:

% Implementing the insurance reforms discussed in Part 5 that, from a
provider perspective, will incentivize the creation of innovative payment
models. New payment models create opportunities to better align the
incentives of providers and patients.

#+ Implementing regulatory reforms that include eliminating certificate of
need laws, scope of practice laws, and interstate licensing obstacles.
Reforming these laws would create a more competitive healthcare sector
and empower providers to develop innovative methods of delivering
higher-quality care at lower costs.

#= Sustainably addressing the persistent tort liability costs. The problems
created by frivolous and excessively costly litigation drives-up overall
healthcare costs and decreases the quality of care. Eliminating this pall of
the healthcare sector is essential as a result.




Productivity growth, or our ability to produce more
goods and services with the same or fewer resources,
is the sine qua non for improving living standards.
Thanks to productivity growth, our prosperity
today is vastly higher than that experienced by our
grandparents’ generation. And there is no reason why
the healthcare industry should be different; yet it is.

According to the data maintained by the Bureau of
Labor Statistics (BLS), overall productivity growth
(i.e., total factor productivity) increased 13.4 percent
between 2000 and 2020, see Figure 1. Industries
such as mining and information technology have
experienced exceptionally strong productivity gains
over this period, exceeding 40 percent. In stark
contrast, the healthcare sector was less productive in
2020 than it was in 2000 — overall productivity was
1.9 percent less.
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This decline in productivity occurred during a
time when exciting treatment innovations were
introduced; for instance, the introduction of new
technologies that more efficaciously treat cancer. The
National Institutes of Health (NIH) documented
several innovations revolutionizing cancer treatment
including’

* Crispr, which is a gene editing tool that
can precisely delete, insert, or edit specific

bits of DNA inside cells;

* Artificial Intelligence that allows
physicians to run accurate treatment
simulations to develop personalized
treatment options to patients;

s Telehealth technologies that allow patients
to access remote health monitoring,
video monitoring, and even in-home
chemotherapy treatment; and

* Cryo-electron imaging technologies
that provide physicians with a better
understanding of patients’ specific cancer
cells and how treatments are interacting
with the cancer cells.

Many of these technologies have applications well
beyond cancer as well. For instance, researchers are
leveraging the Crispr platform to help doctors and
scientists cure different forms of muscular dystrophy.
Exemplifying the broad-based innovativeness of
the U.S. healthcare sector, the FREOPP World Indesx
of Healthcare Innovation ranked the U.S. as having
the most innovative science and technology sector in
the world.?

It is not just the numerous innovations that
indicate the healthcare industry can be much more
productive. Information technology gains have been
revolutionizing the broader U.S. economy for decades,
but these gains have not yet been broadly applied to
the healthcare sector. The combination of exceptional
advances in science and medicine coupled with the
broad-based technological revolution indicate that
healthcare has the potential to be significantly more
productive. If empowered, entrepreneurial providers
can usher in a more efficient system that treats
devastating diseases more effectively while using
tewer resources.

Unfortunately, the
underperformed its potential due to the flaws that the

industry has  consistently
Coverage Denied series has emphasized. The fixes
suggested in Part 5 focused on addressing the flaws
inherent in the current health insurance system. And
beyond the consumer benefits emphasized in Part 5,
these reforms will also empower providers to address
the waste that pervades the healthcare system as well
as the sector’s lack of innovativeness.



Eliminating Waste and
Incentivizing Innovation

It is widely recognized that the U.S. healthcare system
is rife with unnecessary expenditures and waste. Shrank
et al. (2019) estimated that the “cost of waste in the US
health care system ranged from $760 billion to $935
billion, accounting for approximately 25% of total health
care spending”.* A 2022 review of the literature by
Health Affairs found that just the clinical waste “caused
by failures of care delivery, failures of care coordination,
and overtreatment, account for 5.4-15.7 percent of all
health spending in the US.”™ Based on a 2017 survey
of physicians,

20.6% of overall medical care was unnecessary,
including 22.0% of prescription medications,
24.9% of tests, and 11.1% of procedures. The
most common cited reasons for overtreatment
were fear of malpractice (84.7%), patient
(59.0%), and difficulty

accessing medical records (38.2%).°

pressure/request

While estimates vary regarding the precise size, the
evidence clearly demonstrates that the healthcare system
is exceptionally wasteful. Spending less resources to
obtain the same output is, by definition, an increase in
productivity. Eliminating waste is, consequently “the
low-hanging fruit” for obtaining large potential
productivity gains in the U.S. healthcare system.

Eliminating waste is not the only opportunity for
increasing the healthcare sector’s productivity. Like
Henry Ford’s advent of the assembly line in December
1913 that transformed automobile production, there are
opportunities to change how healthcare is delivered that
will help providers deliver better care at lower prices.
The goal from reforms should be to ensure providers are
incentivized to both squeeze out wasteful expenditures
methods of

and search for new, transformative,

delivering care.

The current healthcare payment system, which is
intertwined with the issue of our current health
insurance system, has misaligned incentives such that
waste is endemic and innovative means for delivering
care are discouraged. Consequently, the payment

system has become an obstacle to increasing the sector’s
innovativeness. Not surprisingly, the provision of
healthcare remains stagnant to the detriment of both
cost and the quality of care. Importantly, the insurance
reforms discussed in Part 5 can help usher in new
payment models that will significantly improve the
sector’s productivity.

Incentivizing Payment Model
Competition

The (FFS)

predominant payment system despite its many flaws.

tee-for-service model remains the
FFS compensates physicians and healthcare providers
based on pre-set fees for specific services and the volume

of those services performed.

Payments based on the volume of office visits, procedures,
tests, and treatments ties provider revenues to the
amount of healthcare services performed rather than
the quality of healthcare outcomes achieved. Ultimately
patients seek quality healthcare — care that helps patients
maintain their good health or efficaciously treat any
adverse health conditions that arise. While the quantity
of care can be an integral part of providing higher quality

care, the two concepts can diverge.

The FFS model incentivizes the divergence because
providers maximize their revenues when they provide
the highest quantity of services that create the same
quality of healthcare. When coupled with the flaws of the
current health insurance system and the issues created
by excessive tort liability risks, the FFS model strongly
incentivizes an excessive volume of services. Importantly,
these excessive services are not connected to improving
patient outcomes.

For example, ordering excessive tests will often protect
providers from potential litigation risks, particularly
frivolous litigation. Thanks to the fee-for-service model,
ordering extra tests also enables providers to earn higher
incomes. Healthcare administrators are therefore asked
to choose between two options: (1) earning more money
while protecting themselves from lawsuits and (2)
earning less money while leaving themselves exposed to
litigation risks. Such a choice is not difficult. The harmful



incentives inherent in the fee-for-service model, when
coupled with the other flaws of our insurance system,
are responsible for a large share of the well documented
problem of wasteful healthcare expenditures.

Critics also claim that the disincentives of the FFS
model create significant obstacles to holistic or value-
based care. A great deal of high-value holistic care,
such as preventive care or better disease management,
is low-cost and eliminates the need for costly hospital
stays. The incentives of the FFS system makes it more
difficult for medical professionals to provide this type
of care because it denies their institutions of revenues.
Hunter, Kendall and Ahmadi (2022) also note that
the FFS model has accountability problems that,

allows

companies, and pharmaceutical companies

doctors,  hospitals,  insurance
to point the finger at one another when
things go wrong. The result? Fee-for-service
hurts patients and drives up costs. Due to
tee-for-service, some patients get too much
care, some do not get enough, and others get

the wrong care.®

There are some advantages to the FFS model, of
course; in particular, FF'S ensures that the provider’s
time is adequately covered. The goal of reforms,
consequently, should be to encourage payment model
innovations that can compete with the current fee-
for-service model and empower patients to choose the
model of care that best suits their needs.

From a policy perspective, implementing the reforms
discussed in Part 5 would empower patients (e.g., the
demand-side of the market) to seek out the healthcare
services that provide the payment model they desire.
On the supply-side, these reforms would also enable
providers to provide services based on alternative
payment systems to discover which provider service
model(s) best meet patients’ needs.

For example, a growing trend in the healthcare
sector is to replace the current fee-for-service model
with value-based payment models. Value-based care
links provider reimbursements to the value of the
services provided and encourages providers to focus

on efficiency and results rather than the volume of
services provided. In theory, value-based care is easy
to describe, but is difficult to implement in practice
under the current third-party payer system. And the
reason is simple — the current system does not allow
patients to express which healthcare services they
value and which ones they do not value.

The coverage of most commercial insurance is
determined by patients’ employers. The government
establishes the criteria for Medicare, Medicaid, and
the healthcare exchanges. The pathway for patients
to reward the practices providing higher quality care
is obstructed as the payers (e.g., insurers, employer

self-funded plans, or government) pay a large share of
the bills.

Due to these constraints, providers experimenting
with value-based healthcare face obstacles such as’

* Resistance from physicians due to the
difficulty of aligning the doctor’s income
with value-based care under the current
system;

* Missing and inaccessible data that makes
measuring the performance of value-based
care difficult;

* Outdated computer systems and practice
workflows (e.g., relying on paper records)
that make value-based care difficult to
achieve;

* Lack of interdisciplinary cooperation
between general practitioners and
specialists that fragments care and makes
comprehensive care more difficult to
achieve; and

* Financial risks from failure that are large
relative to the potential return from
success.

Empowering patients to control their healthcare
spending would help address these obstacles. Practices
that devise value-based care models and networks that
better serve patients’ needs can now be financially
rewarded. Put differently, those practices that become
more productive by providing timelier, more efficient,



healthcare services are directly rewarded with higher
incomes. Letting patients control their resources would
incentivize the hundreds of thousands of physicians,
nurse practitioners, and physician assistants to design
better industry practices for managing care. The
disempowering of third-party payers would enable
these providers to pursue these innovations. Over
time, the result will be higher quality care at lower
costs — rising productivity.

To the extent the delivery models switch to capitated
and concierge medicine practices — a direct doctor-
to-patient practice where patients pay a flat rate to
receive comprehensive general practitioner care as
well as coordination with specialists should such care
be required — further progress toward eliminating
waste can be gained. These delivery models are based
on a flat fee; therefore, the practices lose money when
there are wasteful procedures and expenditures. They
also lose money if the quality of care provided is
substandard as patients would avoid such low-quality
practices.

Alternatively, the practices earn more income when
they successfully integrate technology into the
practice. Perhaps these practices provide integrated
care, like the Kaiser health model, where providers
from pharmacists to general practitioners and
specialists all work as an integrated team. Perhaps
the practices develop a new model to ensure better
quality care. Likely, there are promising innovations
that are currently unknown that could meaningfully
improve care. The relevant point is the practices are
both empowered and incentivized to find better ways
to deliver higher quality care more cost-effectively
(e.g., increase productivity).

Unshackling providers so they can leverage their
knowledge to deliver better healthcare is the supply-
side benefit enabled by the reforms described in
part 5 of this series. It is the essential counterpart to
empowering patients and can meaningfully improve
the delivery of healthcare in this country. But these
reforms are not enough. Fully empowering providers
to deliver higher quality care for patients requires
regulatory reforms that still constrain the amount
of productivity enhancing innovations that are
achievable.

Eliminating Regulatory
Restrictions on Providers

As a compliment to payment reforms, regulations on
providers misalign incentives and cause excessive waste,
higher costs, and a less productive health care system.
Consequently, reforms that remove the regulatory
burdens hampering the ability of providers to better
serve patients are essential. Such reforms would make
the provision of healthcare more competitive, leading
to greater innovations, improved productivity, and
lower costs. When coupled with reforms that empower
patients, reforms that enable providers to provide new
and better ways to deliver care is an essential part of
a comprehensive healthcare reform plan that ensures
the delivery of care is consistently improving and
reflecting the needs and wants of patients.

There are many regulations that are creating
unnecessary restrictions on how medical providers
practice that thwart how providers can compete with
one another. While not comprehensive, key reforms
include eliminating certificate-of-need laws, reforming
scope of practice laws, expanding licensing reciprocity
across the states, and addressing tort liability risks.

Certificate-of-need (CON) laws require hospital
administrators to obtain government certification
before they can build new facilities, expand existing
facilities, or purchase certain medical equipment.
Currently, 35 states plus Washington, D.C. operate
a CON program, which can vary significantly across
jurisdictions.®

Ostensibly, CON laws control healthcare costs by
eliminating duplicative services and optimizing the
amount of investment across the whole medical
community. For instance, proponents of CON laws
claim that without controls, the healthcare sector
will over-invest in healthcare resources and impose
unnecessary costs on the system. In practice, CON
laws impose excessive costs and do not achieve the
goals of its proponents.



According to a joint 2004 report by the Department of
Justice (DOYJ) and Federal Trade Commission (F'TC)

the Agencies believe that, on balance, CON
programs are not successful in containing
health care costs, and that they pose serious
anticompetitive risks that usually outweigh
their purported economic benefits. Market
incumbents can too easily use CON
procedures to forestall competitors from
entering an incumbent’s market...the vast
majority of single-specialty hospitals — a
new form of competition that may benefit
consumers — have opened in states that do
not have CON programs. Indeed, there is
considerable evidence that CON programs
can actually increase prices by fostering
anticompetitive barriers to entry.’

The impacts highlighted by the DOJ and FTC are
precisely what should have been expected. CON laws
reduce the supply of healthcare facilities and create
unnecessary costs and regulatory roadblocks for
healthcare providers considering investing in new or

expanded healthcare facilities and technologies. As
Mitchell (2019) notes,

Providers can spend years and burn through
tens or even hundreds of thousands of dollars
to prove this need and thus obtain what is
called a “certificate of need” (or CON). The
CON process can be required for both small
and large investments: from hospital beds and
gamma knives to new hospitals and neo-natal
intensive care units."

Restrictions on capital reduce productivity, reduce the
number of healthcare facilities, and increase healthcare
costs. With respect to the number of facilities, a 2016
analysis by the Mercatus Center found that CON
laws lead to

30 percent fewer total hospitals per capita in
states with a CON program when compared
to those that do not have a CON program.

Moreover, our findings are also not consistent
with the claim that CON programs protect

access to health care in rural areas. In
particular, as a tool for protecting rural health
care, our findings suggest that these CON
programs have failed. CON requirements
are associated with fewer rural hospitals and
rural ASCs [ambulatory surgical centers].
While CON programs may be viewed as a
protective measure to ensure access in rural
communities, the data show otherwise.!!

In a review of two decades of peer reviewed studies of
the impact from CON laws, Mitchell (2019) noted
that

None find that CON reduces per-unit costs.
Three of the four find that it is associated
with higher per-unit costs. The most recent,
for example, finds that five years after repeal
of CON, charges are about 5.5% lower than
they would otherwise be. The fourth study-
which only focuses on per-diem Medicaid
charges for nursing home and long-term
care-found no statistically significant effect.

Twelve studies estimate the effects of CON
on spending per patient or per citizen. Of
these, seven find that CON is associated
with higher spending, two find no
statistically-significant effect, and two find
that it is associated with higher spending in
some areas and lower spending in others.

Only one study finds a connection between
CON and lower spending, and it was
tenuous at best: The author finds that CON
is associated with fewer hospital beds, which
are, in turn, associated with slightly slower
growth in healthcare expenditures per capita.
Importantly, however, the author finds no
direct relationship between CON and such
expenditures.

Taken as a whole, the literature suggests that
CON is associated with both higher per-unit

costs and greater total expenditures.'?



CON regulations that restrict practices’ ability to
purchase the capital or build the necessary facilities
as needed are clear obstacles to developing new care/
payment models that insurance reform is supposed
to stimulate. Consequently, supporting the ability of
providers to better serve patients’ needs requires the
states that impose CON laws to repeal them.

A similar argument applies to scope of practice
regulations, which are state laws that dictate the tasks
that nurses, nurse practitioners, physician assistants,
and pharmacists can perform. These laws exemplify
Adam Smith’s warning from 1776 that “people of the
same trade seldom meet together, even for merriment
and diversion, but the conversation ends in a
conspiracy against the public, or in some contrivance
to raise prices.”

In support of Smith’s caution, there is significant
evidence that the current scope of practice regulations
are excessively stringent imposing unnecessary costs
on patients. Thanks to these laws, costs are higher,
and wait times for service are longer than necessary.

For instance, a study in JAMA Network examined the
primary care outcome differences between patients
seen by nurse practitioners and physicians finding
that “in an ambulatory care situation in which patients
were randomly assigned to either nurse practitioners
or physicians, and where nurse practitioners had the
same authority, responsibilities, productivity and
administrative requirements, and patient population
as primary care physicians, patients’ outcomes were

comparable.”

Examining the impacts from scope of practice laws
on physician assistants and nurse practitioners for

Medicaid patients, Timmons (2016) concluded that

State (and
interested in reducing the cost of care

policymakers taxpayers)
for citizens on Medicaid should consider
relaxing restrictions on nurse practitioners
and physician assistants. The body of
research on this topic suggests that allowing
nurse practitioners and physician assistants

broader scope of practice has little impact on
the quality of care delivered, increases access
to health care, and also potentially reduces
the cost of providing health care to patients.
Research shows that broadening the scope
of practice for these professions is beneficial

for consumers in the healthcare market.'

With respect to promoting innovative care models,
scope of practice regulations prevent entrepreneurial
health professionals from more efficiently dividing
labor across the team of healthcare professionals that
treat patients. Consequently, states should broaden
their scope-of-practice laws to allow non-physician
health care professionals to provide healthcare services
to the extent of their education and training.

Policies that relax scope of practice laws are important
complements to CON deregulation; instead of freeing
entrepreneurial providers to invest in the necessary
capital, relaxing scope of practice laws enables
innovators to better allocate labor empowering them
to potentially redesign how healthcare is delivered.
The results will be the same: patients will benefit
from higher quality, more cost-effective care.

should also

restrictions in practicing medicine across states that

Regulatory reforms alleviate the
could hinder potentially innovative new methods for
delivering care. Currently 37 states participate in the

Interstate Medical Licensure Compact which

is an agreement among participating U.S.
states to work together to significantly
streamline the licensing process for
physicians who want to practice in multiple
states. It offers a voluntary, expedited

pathway to licensure for physicians who

qualify.

The mission of the Compact is to increase
access to health care — particularly for
patients in underserved or rural areas.
The Compact makes it possible to extend
the reach of physicians, improve access
to medical specialists, and leverage the




use of new medical technologies, such as
telemedicine. While making it easier for
physicians to obtain licenses to practice
in multiple states, the Compact also
strengthens public protection by enhancing
the ability of states to share investigative and

disciplinary information.”

The compact recognizes that the state licensing
requirements are a barrier to quality care and access,
particularly for patients living in rural or underserved
areas. The consequences of these barriers, as well as
the potential benefits from reducing these obstacles,
was demonstrated during the COVID-19 pandemic
when many licensing requirements were waved to
foster greater access to tele-medicine and other
healthcare innovations.

Despite the positive momentum, greater deregulation
is needed. The deregulatory efforts should include
expanding the number of states reducing the licensing
burden for physicians as well as extending these
deregulatory benefits to other healthcare professionals
such as physicians assistants.®

Then there is the tort system. As noted earlier,
defensive medicine is needlessly driving up medical
costs and creating an adversarial relationship between
doctors and patients that is detrimental to effective
care. While medical malpractice reform is imperative,
it is just as imperative to implement reforms that
strike the right balance — disincentivizing frivolous
claims while still enabling patients who are injured to
receive compensation.

One reform, such as capping malpractice damages,
have been adopted in 29 states. According to Viscusi
(2019) “caps on noneconomic damages reduce
compensation amounts, and there is more moderate
evidence that caps reduce both the frequency of
paid claims and the growth of liability insurance
premiums.””  Given the strong evidence, the states
that are not currently capping noneconomic damages
should consider doing so.

Capping damages is insufficient to addressing the tort
liability problem, however, particularly with respect
to reducing the excessive healthcare costs incurred
due to defensive medicine practices. One reform
evaluated in the AMA Journal of Ethics recommends
alternative dispute resolutions, such as mediation or
arbitration, for addressing medical malpractice cases.
The evidence shows that these alternatives

can be quite effective in resolving disputes
in a less adversarial and less costly manner
than traditional litigation. A number of
health care institutions have experimented
with a unique twist on ADR by developing
communication and resolution programs
(CRPs), novel approaches to addressing
medical error that have paid off in terms
of the costs associated with malpractice
litigation. These programs encourage open
communication and transparency with
patients and their families and facilitate
restitution  for injured parties when
appropriate. They also support physicians in

disclosure conversations with patients.'®

Due to the encouraging data demonstrating that
alternative dispute resolutions can lower overall
costs without denying patients the ability to receive
compensation for errors, wider application of these

programs should be adopted.

Conclusion

The reforms discussed in Part 7 are complementary
to one another. A more effective payment system,
for instance, improves the benefits from effective
medical malpractice reforms. And the benefits
created by payment reforms are enhanced when there
are also deregulatory efforts that enable healthcare
providers to implement innovative delivery models.
Consequently, comprehensive reforms will generate
significantly more productivity gains than a piecemeal
reform approach.



Taking a comprehensive approach also addresses the
varied sources of the current disincentives thwarting
improvements in the sectors productivity. A piecemeal
approach does not. By allowing the disincentives to
persist, the benefits generated by the partial reform
efforts will be diminished relative to their full potential.

Consequently, incentivizing a more productive
healthcare sector requires the insurance reforms
discussed in Part 5 to jumpstart innovative payment
models. It also requires regulatory reforms that
eliminate certificate of need laws, scope of practice
laws, and interstate licensing obstacles. Finally, the
persistent problem of tort liability issues must be

addressed.

Added to this list is an important disincentive, which
is meaningfully impacting the industry’s productivity,
but was not addressed in this paper — the impact
from government healthcare programs on the
sector’s incentives. Accounting for all the programs,
government sponsored healthcare accounts for around
one-half of total healthcare consumption spending in
the country. And these expenditures do not incorporate
the large number of mandates that direct how private
healthcare spending can be spent.

Whether for the elderly or families with lower
incomes, the purpose of most of these expenditures
is to establish an effective safety net with respect to
healthcare. These programs do a poor job of meeting
this safety net goal and create barriers obstructing
the efficiency of the private sector expenditures.
Consequently, comprehensive reforms of these
programs are required. The eight and final substantive
analysis of the Coverage Denied series addresses these
important issues.
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