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CHAPTER I

INTRODUCTION'

P a r k i n s o n ' s  l a w  i s  t he  t h e o r y  t h a t  work expands t o  

f i l l  t h e  t i m e  a v a i l a b l e ,  even i f  t h e  work i s  o f  dubi ous  

v a l u e .  Economi s t s  f i r s t  r e c o g n i z e d  t h i s  p r i n c i p l e  a t  work  

i n b u r e a u c r a t i c  s e t t i n g s .  I t  was not  u n t i l  1975 t h a t  t he  

h e a l t h  e c o n o m i s t ,  Uwe R e i n h a r d t ,  a r gued t h a t  he saw a 

v a r i a n t  o f  t h i s  p r i n c i p l e  a t  work i n  t h e  me d i c a l  

m a r k e t p l a c e ,  s p e c i f i c a l l y ,  i n  p h y s i c i a n s '  b e h a v i o r .  T h i s  

l a w ,  as i t  r e l a t e s  to p h y s i c i a n s ,  i s  now f a m i l i a r l y  r e f e r r e d  

t o as t h e  t h e o r y  o f  " p h y s i c i a n - i n d u c e d  demand,"  meaning t he  

p o s s i b l e  i n f l u e n c e  o f  p h y s i c i a n  s upp l y  on t h e  demand f o r  

t h e i r  s e r v i c e s .  I n  R e i n h a r d t ' s  v i e w ,  "an i n c r e a s e  i n  t h e  

p h y s i c i a n - p o p u l a t i o n  r a t i o  t ends  to i n c r e a s e  t h e  number o f  

s e r v i c e s  ( t e s t s ,  r e v i s i t s ,  med i ca l  p r o c e d u r e s )  p h y s i c i a n s  

p r e s c r i b e  f o r  g i v e n  me d i c a l  c o n d i t i o n s ,  and n e i t h e r  f e e s  nor  

p h y s i c i a n  incomes a r e  l i k e l y  to f a l l "  ( 1 9 7 8 ,  p.  1 2 1 ) .

Gi ven t h e  i n c r e a s i n g l y  i m p o r t a n t  r o l e  o f  s o c i a l  

programs i n  t h e  m e d i c a l - c a r e  system and t h e  gr owt h o f  

f e d e r a l  h e a l t h  c a r e  e x p e n d i t u r e s ,  t he  p h y s i c i a n  i nduc e me n t  

h y p o t h e s i s  has i m p o r t a n t  i m p l i c a t i o n s  f o r  n a t i o n a l  h e a l t h  

p o l i c y .  I f  t he  n o t i o n  o f  a medi ca l  v a r i a n t  o f  P a r k i n s o n ' s  

l aw i s  c o r r e c t ,  t hen  m e d i c a l - c a r e  c o s t s  m i g h t  be r e duce d  by

1
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l i m i t i n g  t he  q u a n t i t i e s  o f  r e s o u r c e s  a v a i l a b l e ;  i . e . ,  

r e s t r i c t i n g  t he  number o f  p h y s i c i a n s  t r a i n e d  i n me di c a l  

s c h o o l s ,  and l i m i t i n g  t he  supp l y  o f  h o s p i t a l  beds and new 

t e c h n o l o g y .  I f  i t  i s  i n c o r r e c t ,  t hen c o s t s  mi g h t  be 

c o n t r o l l e d  by e x a c t l y  t he  o p p o s i t e  p o l i c i e s - - i n c r e a s i n g  t he  

number o f  p h y s i c i a n s ,  h o s p i t a l s ,  and medi ca l  r e s o u r c e s  

( T u s s i n g ,  1 9 8 3 ,  p.  2 2 8 ) .

The p h y s i c i a n - i n d u c e d  demand de ba t e  c e n t e r s  on t he  

assumpt i on t h a t  s upp l y  may c r e a t e  i t s  own demand.  S i nce  i t  

i s  e s s e n t i a l  t h a t  p u b l i c  h e a l t h  p o l i c i e s  be based on 

" f a c t s , "  i t  i s  i m p o r t a n t  t h a t  h e a l t h  a n a l y s t s  t e s t  t he  above  

h y p o t h e s i s .  The p h y s i c i a n - i n d u c e d  demand i s s u e  i s  

e s p e c i a l l y  c r i t i c a l  i n  l i g h t  o f  demands by some p r o mi n e n t  

Amer i can p o l i t i c i a n s  t o  r e o r g a n i z e  t he  e n t i r e  h e a l t h - c a r e  

d e l i v e r y  system i n t o  a g o v e r n m e n t - c o n t r o l 1 ed e n t i t y  f o r  t he  

purpose o f  s l o wi n g  t h e  r a t e  o f  i n c r e a s e  o f  h e a l t h - c a r e  c os t s  

and m a i n t a i n i n g  access  to q u a l i t y  medi ca l  c a r e .

I n  o r d e r  t o  assess  t he  i s s u e  o f  p h y s i c i a n  

i n duc e me n t ,  two a s p e c t s  o f  t he  m e d i c a l - c a r e  ma r k e t  must  be 

a ddr e s se d :  ( 1 )  What  m o t i v a t e s  p h y s i c i a n  b e h a v i o r ?  and ( 2 )  

What i mpa c t  does t he  supp l y  o f  h e a l t h  r e s o u r c e s  have on

u t i l i z a t i o n  p a t t e r n s ?  These c r i t i c a l  q u e s t i o n s  must  be

answered b e f o r e  any changes i n t he  m e d i c a l - c a r e  d e l i v e r y  

system a r e  e n a c t e d .

The pur pose  o f  t h i s  t h e s i s  i s  to exami ne t he  i s s u e

of  p h y s i c i a n - i n d u c e d  demand and to d e t e r m i n e  i t s

A
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3

s i g n i f i c a n c e  i n  t he  medi ca l  syst em.  I w i l l  f i r s t  d e s c r i b e  

t he s t r u c t u r e  o f  t he  medi ca l  m a r k e t p l a c e ,  i t s  d i s t i n g u i s h i n g  

c h a r a c t e r i s t i c s ,  t he  components o f  medi ca l  e x p e n d i t u r e s ,  and 

the r o l e  o f  t he  p h y s i c i a n  w i t h i n  t he  e x i s t i n g  ma r k e t  

f r ame wor k .  Then,  I w i l l  a n a l y z e  t he  two b a s i c  models of  

p h y s i c i a n  b e h a v i o r ,  s t r e s s i n g  t he  i m p o r t a n t  p r e d i c t i o n s  

emergi ng f rom each model .  I n t he  f o u r t h  c h a p t e r ,  I w i l l  

examine e m p i r i c a l  e v i d e n c e  r e l a t i n g  to t he  p h y s i c i a n - i n d u c e d  

demand c o n t r o v e r s y  and t hen I w i l l  e x p l a i n  some o f  t he  

e m p i r i c a l  and m e t h o d o l o g i c a l  probl ems e n c o u n t e r e d  when 

t e s t i n g  f o r  p h y s i c i a n - i n d u c e d  demand.  F i n a l l y ,  I  w i l l  

summarize t he  c o n t r i b u t i o n s  o f  t he  e x i s t i n g  e m p i r i c a l  work  

and o f f e r  my s u g g e s t i o n s  f o r  f u t u r e  r e s e a r c h .
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CHAPTER I I

MEDICAL-CARE MARKET 

I s  Me d i c a l  Care D i f f e r e n t ?

Me d i c a l  c a r e  i s  a v a r i e d  and complex commodi t y .  As 

suggest ed by We i s b r o d ,  medi ca l  c a r e  i n c l u d e s  a v a r i e t y  o f  

r e s o u r c e  i n p u t s  ( e . g . ,  p h y s i c i a n s ,  n u r s e s ,  dr ugs)  t h a t  a r e  

p r o v i d e d  in many oppos i ng o r g a n i z a t i o n a l  s t r u c t u r e s  ( e . g . ,  

sol o  medi ca l  p r a c t i t i o n e r s  wo r k i n g  on a f e e - f o r - s e r v i c e  

b a s i s ,  p r e p a i d  group p r a c t i c e s ,  h o s p i t a l s ) ,  and t h a t  o p e r a t e  

s i m u l t a n e o u s l y  i n  t h e  p u b l i c  s e c t o r ,  p r i v a t e  f o r - p r o f i t ,  and 

p r i v a t e  n o n p r o f i t  s e c t o r s .  Fuchs ( 1 9 7 2 ,  p.  211)  d e f i n e s  

h e a l t h  c a r e  as " t h o s e  a c t i v i t i e s  t h a t  a r e  u n d e r t a k e n  w i t h  

t he o b j e c t i v e  o f  r e s t o r i n g ,  p r e s e r v i n g ,  or  enhanc i ng  t he  

p h y s i c a l  and menta l  w e l l - b e i n g  o f  peopl e . "^-  The t erm h e a l t h  

c ar e  encompasses a wi de  gamut  o f  goods and s e r v i c e s - - s o m e  

consumed f r e q u e n t l y  and e a s i l y  u n d e r s t o o d ,  l i k e  c o l d  

m e d i c a t i o n  and r o u t i n e  p e d i a t r i c  c a r e ,  and o t h e r s  e x t r e m e l y  

t e c h n i c a l ,  o f t e n  e x p e r i m e n t a l ,  and consumed r e l a t i v e l y  

i n f r e q u e n t l y ,  l i k e  h e a r t  t r a n s p l a n t s .  Med i ca l  c a r e  can be

^Kennet h Ar r ow d i f f e r e n t i a t e s  between t h e  me di c a l  
c ar e  i n d u s t r y  and h e a l t h .  "The causal  f a c t o r s  i n  h e a l t h  
c ar e  a r e  many,  and t h e  p r o v i s i o n  o f  medi ca l  c a r e  i s  o n l y  
one . "  Ot h e r  a u t h o r s  i n t e r c h a n g e  t he  t erms f r e e l y .  I  have  
adopt ed t he  l o o s e  i n t e r p r e t a t i o n .

4
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5

s t r i c t l y  I n f o r m a t i v e  I n n a t u r e ,  or  can I n v o l v e  a p a s s i v e  

a c c e p t a n c e  o f  some I n v o l v e d  t h e r a p e u t i c  p r o c e d u r e .  T h i s  

d i v e r s i t y  i n  t h e  k i n d s  o f  medi ca l  c a r e  o f f e r e d  and t h e  k i nds  

of  s i t u a t i o n s  i n  whi ch medi ca l  c a r e  i s  d e l i v e r e d  makes an 

e c o n o mi c  a n a l y s i s  o f  t he  medi ca l  c a r e  i n d u s t r y  more 

c o m p l i c a t e d  t han o t h e r  i n d u s t r i e s .

A s i d e  f rom t he  f a c t  t h a t  medi ca l  c a r e  i s  not  a 

homogeneous commodi t y ,  t he  i m p o r t a n t  i s s u e  p e r t a i n i n g  t o  

t h i s  s t udy  i s  w h e t h e r  med i ca l  c a r e  i s  s u f f i c i e n t l y  d i f f e r e n t  

f rom o t h e r  goods and s e r v i c e s  t h a t  i t  r e q u i r e s  d i f f e r e n t  

suppl y  and demand models to e x p l a i n  t he  o p e r a t i o n  o f  t he  

m a r k e t .  Are a n a l y s t s  c o r r e c t  i n d e f i n i n g  t he  s t r u c t u r e  o f  

t he  m e d i c a l - c a r e  ma r k e t  in t he  c o n t e x t  o f  a t r a d i t i o n a l  

economic mode l ,  e i t h e r  c o m p e t i t i v e  or  m o n o p o l i s t i c ,  or  do 

t he  un i que  c h a r a c t e r i s t i c s  a s s o c i a t e d  w i t h  t h i s  ma r k e t  

n e c e s s i t a t e  t he  f o r m u l a t i o n  o f  an a l t e r n a t i v e  model? T h i s  

i s s u e ,  as y e t  unanswer ed ,  i s  o f  ut most  i mp o r t a n c e  to p u b l i c  

p o l i c y m a k e r s  who u s u a l l y  base t h e i r  c o n c l u s i o n s  on e x i s t i n g  

c o n v e n t i o n a l  mode l s .

The l i t e r a t u r e  v a r i e s  f rom Kennet h A r r o w ' s  w i d e l y  

a c c e pt e d  v i ew s t a t i n g  t h a t  ob v i ous  c h a r a c t e r i s t i e s  o f  t he  

m e d i c a l - c a r e  i n d u s t r y  do d i f f e r e n t i a t e  t h i s  ma r k e t  f rom 

c o n v e n t i o n a l  m a r k e t s ,  to a more r e c e n t  c o n d i t i o n a l  appr oach  

pr oposed by P a u l y  ( 1 9 7 8 ) .  Pa u l y  cont ends  t h a t  t he  

a p p r o p r i a t e  answer  t o  t he  q u e s t i o n  i s  not  "yes or  no" b u t ,  

r a t h e r ,  " y e s ,  no,  or  maybe. "  He b e l i e v e s  t h a t  i t  i s
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i m p o r t a n t  to make d i s t i n c t i o n s  among t ypes  o f  medi ca l  ca r e  

in o r d e r  to a p p r o p r i a t e l y  answer  t he  q u e s t i o n .  Pa u l y  a r gues  

t h a t  t h e r e  a r e  c u r r e n t l y  some forms o f  medi ca l  c a r e  t h a t  

respond to or t hod ox  economic a n a l y s i s  w h i l e  t h e r e  ar e  o t h e r s  

f o r  which " t h e  usual  k i n d s  o f  m a r k e t - l i k e  a n a l y s i s  w i l l  not  

work ,  or  mi g h t  not  work p e r f e c t l y ,  but  mi gh t  work r e a s o n a b l y  

w e l l "  ( 1 9 7 8 ,  p .  1 1 ) .  The main i s s u e  I  want  to emphasi ze  i s  

t h a t  both a n a l y s t s  agr ee  t h a t  i m p o r t a n t  d i f f e r e n c e s  do e x i s t  

between most  t ypes  o f  medi ca l  c a r e  and o t h e r  goods.  T h e i r  

uni que c h a r a c t e r i s t i c s  f a l l ,  i n  g e n e r a l ,  under  two 

r u b r i c s :  ( 1 ) t he  l a c k  o f  consumer  i n f o r m a t i o n ,  and ( 2 ) the

r o l e  o f  p h y s i c i a n s  as both s u p p l i e r s  and demanders o f  

medi cal  s e r v i c e s .  Both Pa u l y  and Arrow acknowl edge t h a t  i f  

t hese  f e a t u r e s  a r e  not  a c count e d  f o r ,  s p e c i f i c a t i o n s  o f  

economic models f o r  t h i s  ma r k e t  mi gh t  be m i s l e a d i n g  and 

coul d r e s u l t  i n  a n a l y s t s  maki ng t he  wrong recommendat i ons  

f o r  p u b l i c  h e a l t h  p o l i c y .

Consumer I n f o r m a t i o n

The f i r s t  un i que  f e a t u r e  o f  t he  h e a l t h  c a r e  ma r k e t  

i s  t he  l a c k  of  consumer  i n f o r m a t i o n  on both t he  p r i c e  and 

q u a l i t y  o f  medi ca l  s e r v i c e s .  A common assumpt i on made about  

consumers o f  me d i c a l  c a r e  i s  t h a t  t he y  a r e ,  f o r  t he  most  

p a r t ,  " p o o r l y  i n f o r m e d . "  I f  t h i s  s t a t e m e n t  i s  t r u e ,  i t  i s  

necessar y  to q u e s t i o n  j u s t  what  d e t e r mi n e s  " r e a s o n a b l y "  or  

" w e l l - i n f o r m e d "  consumer s,  why t h e y  ar e  not  w e l l  i n f o r m e d ,  

and what  occ ur s  i n t he  m a r k e t p l a c e  when t he y  a r e  no t  w e l l
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i n f o r me d .  Pa u l y  suggest s  t h a t  consumers can be c o n s i d e r e d  

to have o b t a i n e d  f a i r l y  compl e t e  i n f o r m a t i o n  i f  t hey  a r e  

a b l e  to s e l e c t  t he  h i g h e s t  q u a l i t y  s e r v i c e  p r o v i d e d  f o r  a 

gi ven p r i c e  f rom t hos e  a v a i l a b l e .  Most  economi s t s  agr ee  

t h a t  consumer  i n f o r m a t i o n  f o r  " s t a n d a r d "  goods and s e r v i c e s  

i s  r a r e l y  p e r f e c t .  A c c o r d i n g  t o  S a l o p ,  "as l ong as enough 

peopl e  a r e  we l l  i n f o r m e d ,  t he  r e ma i n d e r  can a p p r o p r i a t e l y  

j udge  q u a l i t y  by p r i c e  and so t h e r e  i s  no need f o r  them t o  

become we l l  i n f o r m e d . "  The i s s ue  t h a t  must  be addr essed  

i s :  Are enough pe op l e  we l l  i n f o r me d  i n  t he  ma r k e t  f o r

medi ca l  c a r e  t o  make t he  a p p r o p r i a t e  d e c i s i o n s  r e g a r d i n g  

t h e i r  medi ca l  c a r e  purchases?

Pa u l y  acknowl edges t h a t  " r e a s o n a b l y  we l l  i n f o r me d"  

i s  not  easy to d e f i n e  and cannot  be measured e m p i r i c a l l y ;  

however ,  he suggest s  t h a t  some t ypes  o f  medi ca l  c a r e  are  

purchased by r e a s o n a b l y  i n f o r me d  consumer s.  T h i s  group o f  

s e r v i c e s  woul d i n c l u d e  t hose f o r  which consumers have 

e x t e n s i v e  e x p e r i e n c e  or  t hose whose outcomes ar e  easy to  

j udge  e i t h e r  d u r i n g  or  soon a f t e r  t he  p e r f o r ma n c e  o f  t he  

s e r v i c e .  P a u l y  ( 1 9 7 8 ,  p.  16)  e s t i m a t e s  t h a t  on l y  one-  

q u a r t e r  o f  t o t a l  pe r s ona l  h e a l t h  c a r e  e x p e n d i t u r e s ,  m a i n l y  

t hose o f  a r o u t i n e  n a t u r e ,  a r e  made by r e a s o n a b l y  i n f o r me d  

consumers.  The r e m a i n i n g  t h r e e - q u a r t e r s  i s  s u b j e c t  to  

v a r y i n g  degr ees  o f  consumer  i g n o r a n c e .

Many f a c t o r s  c o n t r i b u t e  to t he  l a c k  o f  consumer  

i n f o r m a t i o n  i n  t he  m e d i c a l - c a r e  m a r k e t .  To begi n w i t h ,  i t
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i s  we l l  a p p r e c i a t e d  t h a t  l a c k  o f  common know!edge c o n c e r n i n g  

t he  p r i c e  o f  me di c a l  c a r e  i s  l i m i t e d  due to t he  s t a n d a r d s  o f  

" e t h i c s "  i mposed on t h e  medi ca l  p r o f e s s i o n  by t h e i r  own 

a s s o c i a t i o n .  T h i s  code o f  " e t h i c s "  c o n t r o l s  a t t e m p t s  by 

p h y s i c i a n s  to p u b l i c i z e  t h e i r  m e r i t s .  " Or g a n i z e d  m e d i c i n e  

has t r a d i t i o n a l l y  j u s t i f i e d  a d v e r t i s i n g  bans on t he  grounds  

t h a t  u n r e s t r a i n e d  c o m p e t i t i o n  among p h y s i c i a n s  woul d l o we r  

s e r v i c e  q u a l i t y "  ( S l o a n  and Fe l dman,  1 9 7 8 ,  p.  9 1 ) .  Such 

l i m i t a t i o n s ,  s p e c i f i c a l l y  t hos e  on t he  a d v e r t i s i n g  o f  p r i c e ,  

r e s t r i c t  consumers f rom maki ng i n t e l l i g e n t  c h o i c e s  w i t h o u t  

u n d e r t a k i n g  a c o s t l y  sear ch f o r  i n f o r m a t i o n  t h a t  would  

r e q u i r e  s e e k i n g  a d v i c e  f rom numerous p h y s i c i a n s .

However ,  t he  i m p o r t a n t  i s s u e  r e g a r d i n g  l a c k  o f  

consumer  i n f o r m a t i o n  does not  p e r t a i n  to p r i c e  bu t  to l a c k  

o f  knowl edge r e g a r d i n g  q u a l i t y  o f  me d i c a l  c a r e .  I n  t h i s  

r e s p e c t ,  me d i c a l  c a r e  does d i f f e r  f rom o t h e r  t y p i c a l  

commodi t i es  such as a u t o m o b i l e s ,  f u r n i t u r e ,  and TVs .  By f a r  

t he  most  i m p o r t a n t  r e a s on  why consumers have d i f f i c u l t y  

j u d g i n g  q u a l i t y  i n t h e  me d i ca l  marke-t  i s  because t he  outcome  

t h a t  i s  e x p e c t e d  f rom t he  consumpt i on  o f  me di c a l  s e r v i c e s  i s  

more u n c e r t a i n  t ha n  what  i s  e x p e c t e d  f rom most  o t h e r  

p r o d u c t s .  The i n a b i l i t y  t o  j u d g e  q u a l i t y  occur s  because t he  

human p h y s i o l o g i c a l  system i s  an a d a p t i v e  sys t e m,  and a l s o  

because each i n d i v i d u a l  r esponds  d i f f e r e n t l y  t o  i l l n e s s  and 

to s p e c i f i c  m e d i c a l - c a r e  t r e a t m e n t s  ( W e i s b r o d ,  1 9 7 8 ,  p .  4 0 ) .

Ss
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U n c e r t a i n t y  as to e x p e c t e d  outcome i s  not  a probl em 

i n ma r k e t s  f o r  homogeneous p r o d u c t s  and s e r v i c e s .  For  

exampl e ,  t h e r e  i s  l i t t l e  q u e s t i o n  about  t he  e xpe c t e d  outcome  

when one pur chases  gas f o r  h i s  c a r .  In t he  medi ca l  c a r e  

m a r k e t ,  no one,  i n c l u d i n g  p r o f e s s i o n a l s ,  knows f o r  c e r t a i n  

whet her  a p a r t i c u l a r  o p e r a t i o n ,  X - r a y ,  d r u g ,  or  l a b  t e s t  

d i r e c t l y  b e n e f i t s  h e a l t h  or  n o t .  Wei sbrod b e l i e v e s  

"consumers a r e  not  w e l l  i n f o r me d  because t hey  have  

d i f f i c u l t y  s p e c i f y i n g  t he  1 c o u n t e r - f a c t u a l  1 - - i . e . , what  the  

s i t u a t i o n  w i l l  be i f  t he  good i s  no t  o b t a i n e d "  ( 1 9 7 8 ,  p.

4 0 ) .  The i m p o r t a n t  p o i n t  i s  t h a t  q u a l i t y  i s  d i f f i c u l t  to  

e v a l u a t e ,  not  o n l y  b e f o r e  the purchase as i t  i s  i n  t he  used-  

car  case but  a f t e r  t h e  pur chase  as w e l l .

The consumer s '  a b i l i t y  to j u dge  q u a l i t y  i s  made even 

mere d i f f i c u l t  when b e t t e r  i n f o r m a t i o n  i s  a v a i l a b l e  to some 

pe r s o n s ,  g e n e r a l l y  s e l l e r s ,  t han to o t h e r s ,  g e n e r a l l y  

b u y e r s .  T h i s  s i t u a t i o n  i n  t he  h e a l t h - c a r e  m a r k e t  g i ves  

t hose  w i t h  more i n f o r m a t i o n  t he  o p p o r t u n i t y  to t a k e  

a dvant age  o f  t hose  w i t h  l e s s ,  e s p e c i a l l y  i f  t he  f o r me r  are  

i n  p o s i t i o n s  o f  a u t h o r i t y  and t r u s t  ( We i s b r o d ,  1 9 7 8 ,  p.

4 1 ) .  I t  a l l o w s  s e l l e r s  to o f f e r  a s e r v i c e  a t  a p r i c e  h i g h e r  

than t he  " go i n g"  r a t e  on t he  pr emi se  of  o f f e r i n g  b e t t e r  

q u a l i t y  or  t o  s u gg e s t  more s e r v i c e s  f o r  a g i v e n  c o n d i t i o n  at  

t h e e x i s t i n g  p r i c e  i n  t h e  i n t e r e s t  o f  i mp r o v i n g  t he  q u a l i t y  

o f  car e  p r o v i d e d  ( P a u l y ,  1 9 7 8 ,  p.  1 9 ) .
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I t  a p p e a r s ,  t h e n ,  t h a t  u n c e r t a i n t y  about  q u a l i t y  of  

medi cal  s e r v i c e s  d i s t o r t s  ma r k e t  demand cur v es  by e n a b l i n g  a 

consumer to pur chase  a commodi ty a t  some q u a l i t y  l o we r  than  

the e x pe c t e d  u t i l i t y  m a x i mi z i n g  o n e - - a  b a s i c  assumpt i on  o f  

t r a d i t i o n a l  demand t h e o r y .  O v e r a l l ,  l a c k  o f  consumer  

i n f o r m a t i o n  r e s t r i c t s  both t he  p r o v i s i o n  and consumpt i on  o f  

opt i mal  c a r e  a t  any p r i c e .

Ther e  a r e  a l s o  o t h e r  f a c t o r s  t h a t  a f f e c t  t he  

consumers'  a b i l i t y  to assess q u a l i t y .  One i s s u e  c oncer ns  

the l ack  o f  consensus on how q u a l i t y  i s  to be d e f i n e d  or  

measured ( P a u l y ,  1 9 7 8 ,  p.  1 7 ) .  P r o f e s s i o n a l s  and p a t i e n t s  

r a r e l y  shar e  t he  same v a l u e s  when t hey  measure q u a l i t y .  The 

r e s u l t s  e x pe c t e d  by p a t i e n t s  o f t e n  d i f f e r  and f a r  exceed t he  

more r e a l i s t i c  e x p e c t a t i o n s  o f  e x p e r i e n c e d  p h y s i c i a n s .  

Anot her  r eason why consumers have d i f f i c u l t y  a s s e s s i n g  

q u a l i t y  i s  t h a t  t h e y  ga i n  l i t t l e  knowl edge f rom p r i o r  

e x p e r i e n c e s  due to t he  r a p i d  t e c h n o l o g i c a l  changes o c c u r r i n g  

i n  a l l  a r eas  o f  med i c a l  s c i e n c e  t oday  ( W e i s b r o d ,  1 9 7 8 ,  p.

39)  .

T h i s  pr obl em of  consumer  i g n o r a n c e  i s  f u r t h e r  

c o m p l i c a t e d ,  because in most  s i t u a t i o n s  what  consumers a r e  

r e a l l y  buy i ng  i s  p r i m a r i l y  i n f o r m a t i o n  to be used by them as 

a gui de to maki ng d e c i s i o n s  about  f u t u r e  me d i c a l  

pur c has e s .  Pa u l y  ( 1 9 7 8 ,  p.  14)  b e l i e v e s  t h a t  " t h i s  r e s u l t s  

in a m u l t i p r o d u c t  i n d u s t r y ,  where t he  q u a l i t y ,  q u a n t i t y ,  and 

c h a r a c t e r i s t i c s  o f  one o f  t he  p r o d u c t s - - i n f o r m a t i o n - - a f f e c t s
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n

t he demand f o r  o t h e r  p r o d u c t s .  What i s  r e a l l y  demanded i s  

not  a t y p i c a l  commodi t y ,  bu t  i s  i n f o r m a t i o n  i t s e l f . "

The un i que  c h a r a c t e r i s t i c  o f  l a c k  o f  knowl edge about  

q u a l i t y  r e s u l t s  i n  " e v e r y o n e ,  i n c l u d i n g  t he  e x p e r t s ,  be i ng  

i m p e r f e c t l y  i n f o r me d  on much o f  me d i c a l  c a r e  q u a l i t y "

( P a u l y ,  1 9 7 8 ,  p.  1 7 ) .  T h i s  s i t u a t i o n  r e s u l t s  i n  g r e a t e r  

u n c e r t a i n t y  in t h i s  ma r k e t  t han in s t a n d a r d  m a r k e t s ,  which  

coul d be m i s l e a d i n g  to consumer s ,  e i t h e r  p a t i e n t s  or  

p h y s i c i a n s ,  i n  maki ng k n o w l e d g e a b l e  j udgment s  r e g a r d i n g  t he  

v a l u e  o f  medi ca l  c a r e  p u r c h a s e s .

P h y s i c i a n s  as S u p p l i e r s  and 
Demanders

The second un i que  c h a r a c t e r i s t i c  o f  t he  h e a l t h - c a r e

mar ket  concer ns  t he  r o l e  o f  p h y s i c i a n s  as both s u p p l i e r s  and

demanders.  Me d i c a l  c a r e  i s  d i f f e r e n t  f rom most  commodi t i es

in t h a t  p a t i e n t s ,  as consumer s ,  c a n n o t  l e g a l l y  pur c ha se  most

goods and s e r v i c e s  d i r e c t l y ,  nor  do t h e y  have t he  t e c h n i c a l

e x p e r t i s e  to make compe t e n t  medi ca l  d e c i s i o n s .  I n  t h i s

ma r k e t  consumers a l o n e  do not  d e t e r m i n e  demand f o r  most

medi cal  s e r v i c e s .  Ac c o r d i n g  t o  Somers ( 1 9 7 8 ,  p.  3 7 6 ) ,

t he  p e c u l i a r i t i e s  o f  t he  d o c t o r - p a t i e n t - h o s p i t a l  
r e l a t i o n s h i p  mean t h a t ,  f o r  most  o f  t he  h e a l t h  
c a r e  economy,  t h e r e  i s  no such t h i n g  as a 
" s o v e r e i g n  c ons ume r . "  . . . .  At  l e a s t  75 
p e r c e n t  o f  p e r s ona l  h e a l t h  c a r e  e x p e n d i t u r e s ,  
and t he  p u r c h a s i n g  d e c i s i o n s  t h a t  d e t e r m i n e  
t h e s e  e x p e n d i t u r e s ,  ar e  made by p h y s i c i a n s ,  not  
p a t i e n t s .  T h i s  i n c l u d e s  n o t  o n l y  e x p e n d i t u r e s  
f o r  p h y s i c i a n s '  s e r v i c e s  pe r  se ,  b u t  most  
h o s p i t a l  c o s t s ,  a s u b s t a n t i a l  p o r t i o n  o f  drugs  
and a p p l i a n c e s ,  n u r s i n g  home c a r e ,  and o t h e r  
per s ona l  h e a l t h - c a r e  e x p e n d i t u r e s .
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P h y s i c i a n s ,  t h e r e f o r e ,  f u n c t i o n  i n  a dual  r o l e  as t he  

p r i n c i p a l  p r o d u c e r  and p r i n c i p a l  p u r c h a s e r  o f  most  me di c a l  

goods and s e r v i c e s .  Th i s  s i t u a t i o n  r e s u l t s  i n  an 

e nv i r onme nt  where demand i s  not  i n d e p e n d e n t  o f  supp l y  and 

coul d s u b j e c t  p h y s i c i a n s  to p o s s i b l e  economic c o n f l i c t s  o f  

i n t e r e s t  ( M i t c h e l l  and C r o mw e l l ,  1 9 8 1 ,  p.  3 3 ) .  S i nce  t h e  

p h y s i c i a n  o f t e n  has a f i n a n c i a l  i n t e r e s t  i n  t he  t r e a t m e n t ,  

the p a t i e n t ' s  h e a l t h  may not  be t h e  on l y  f a c t o r  a f f e c t i n g  a 

p h y s i c i a n ' s  a d v i c e  when he recommends medi ca l  ca r e  

pur c has e s .  T h i s  d e c i s i  on e n v i r o n m e n t  has prompted t he  

deve l opment  o f  a l t e r n a t i v e  t h e o r e t i c a l  demand models o f  

medi cal  c a r e  t h a t  i n c o r p o r a t e  t he  i n f l u e n c e  o f  p h y s i c i a n  

behavi  o r .

I t  i s  obv i ous  t h a t  l a c k  o f  consumer  i n f o r m a t i o n  and 

the uni que i n t e r d e p e n d e n c e  between p a r t i e s  t h a t  a f f e c t  

suppl y and demand a r e  two c o n d i t i o n s  p e c u l i a r  to t he  h e a l t h ­

care i n d u s t r y  t h a t  a r e  not  p r e s e n t  i n  s t a n d a r d  m a r k e t  

model s .  I n  o r d e r  t o  d e s c r i b e  t he  m e d i c a l - c a r e  m a r k e t  

a c c u r a t e l y ,  i t  i s  ne c e s s a r y  to u n d e r s t a n d  how t he s e  

c o n d i t i o n s  a f f e c t  c o n v e n t i o n a l  mode l s .  B e f o r e  d e l v i n g  i n t o  

t h i s  m a t t e r  in any d e t a i l ,  i t  i s  f i r s t  ne c e s s a r y  to exami ne  

the n a t u r e  o f  h e a l t h - c a r e  e x p e n d i t u r e s  i n  our  economy and 

how t hey  a r e  a f f e c t e d  by p h y s i c i a n  b e h a v i o r .
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Expendi  t u r e s

S i nce  the  o nse t  o f  t he  Me d i c a r e  and M e d i c a i d  

programs i n 1966 ,  t he  h e a l t h - c a r e  ma r k e t  has been p l agued  by 

very l a r g e  i n c r e a s e s  i n c o s t  and r a t e s  o f  u t i l i z a t i o n .

These e x p e n d i t u r e s  have p l ac e d  a f i n a n c i a l  s t r a i n  on f e d e r a l  

programs and p r i v a t e  i n s u r a n c e  compani es .  As a r e s u l t ,  

p o l i c y ma k e r s  ar e  i n q u i r i n g  i n t o  t he  causes behi nd  t he s e  hi gh  

cost s  and are  a t t e m p t i n g  to dev e l op  s t r a t e g i e s  to r e v e r s e  

the t r e n d .  Th i s  s e c t i o n  o u t l i n e s  t he  ma j or  f a c t o r s  

c o n t r i b u t i n g  to t he  e s c a l a t i o n  o f  cos t s  and t he  r easons  why 

they have o c c u r r e d .  A r g u a b l y ,  p h y s i c i a n - i n d u c e d  demand i s  

one of  t he ma j or  c o n t r i b u t i n g  f a c t o r s  to t he  r e c e n t  

e s c a l a t i o n  o f  h e a l t h  ca r e  c o s t s .  As t h i s  i s s u e  i s  t h e  

c e n t r a l  concer n o f  t h i s  t h e s i s ,  i t  w i l l  be de v e l op e d  in  

d e t a i l  i n  t he  f o l l o w i n g  s e c t i o n .

The i mp o r t a n c e  of  t he  h e a l t h - c a r e  i n d u s t r y  in t he  

U. S.  economy cannot  be u n d e r e s t i m a t e d .  I t  i s  r a t e d  as t he  

second l a r g e s t  and s t r o n g e s t  i n d u s t r y  in t he  U . S .  i n terms  

of  employment  and p a y r o l l .  Between 1972 and 1 9 8 3 ,  o u t p u t ,  

measured by per sona l  h e a l t h  c a r e  e x p e n d i t u r e s ,  as a p e r c e n t  

of  gross n a t i o n a l  p r o d u c t  ( GNP) ,  grew a p p r o x i m a t e l y  3 

p e r c e n t ,  r e a c h i n g  1 0 . 8  p e r c e n t  o f  GNP i n  1983 ( Gi bson e t  

a l . ,  1984 ,  p.  1 ) .  T h i s  growth has been a t t r i b u t e d  to t h r e e  

maj or  f a c t o r s :  ( 1 ) p r i c e  i n c r e a s e s ,  ( 2 ) p o p u l a t i o n  g r o w t h ,

and ( 3 )  i n c r e a s e d  per  c a p i t a  u t i l i z a t i o n .  Of  t he  t o t a l
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i n c r e a s e ,  90 p e r c e n t  was caused by h i g h e r  p r i c e s  and h i g h e r  

u t i l i z a t i o n  ( U . S .  Gover nment ,  1 9 7 7 ,  p.  3 ) .

A c c o r d i n g  to Gi bson e t  a l . ,  t he  r easons  f o r  t he  

growth i n  e x p e n d i t u r e s  r e f l e c t  both demand and s u p p l y - s i d e  

f a c t o r s  and can be d i v i d e d  i n t o  two c o m p o n e n t s - - e v o l u t i o n a r y  

and s t r u c t u r a l .

The e v o l u t i o n a r y  component  i n c l u d e s  a v a r i e t y  o f  

phenomena.  F i r s t ,  t he  U . S .  p o p u l a t i o n  i s  a g i n g ,  and,  as 

such,  demands more h e a l t h  c a r e  t han does a younger  

p o p u l a t i o n .  Second,  as t he  U . S .  economy mat ur es  and e n j o y s  

i n c r e a s e s  in r e a l  i ncome,  our  s o c i e t y  d e s i r e s  an i n c r e a s i n g  

p r o p o r t i o n  o f  s e r v i c e s  in a l l  f a c e t s  o f  l i v i n g ,  i n c l u d i n g  

h e a l t h  c a r e .  The t h i r d  reason concer ns  t he i s s u e  o f  

p r o d u c t i v i t y . I t  i s  g e n e r a l l y  a c c e p t e d  t h a t  i n d u s t r i e s  

showing s l o w e r  c a p i t a l  growth ar e  l e s s  p r o d u c t i v e  and 

e x h i b i t  more r a p i d  p r i c e  i n f l a t i o n .  S i nce  h e a l t h  c a r e  i s  

s t i l l  a r e l a t i v e l y  l a b o r - i n t e n s i v e  i n d u s t r y ,  d e s p i t e  t he  

advancement  o f  new t e c h n o l o g y ,  i n c r e a s e d  c o s t s  a r e  endemi c  

to t h i s  i n d u s t r y .

The f o u r t h  c o n t r i b u t i n g  f a c t o r  i n v o l v e s  a v a r i e t y  o f  

i s s u e s ,  r e f e r r e d  to i n  economic a n a l y s i s  as changes i n  t a s t e  

and p r e f e r e n c e .  Some o f  t he  more r e c e n t  t r e n d s  whi ch have  

r e s u l t e d  i n  more consumpt i on o f  h e a l t h  c a r e  per  c a p i t a  

i n c l u d e  the  f o l l o w i n g :  emphasi s on t he  p r a c t i c e  of

p r e v e n t i v e  m e d i c i n e ;  t he  f i t n e s s  c r a z e ;  a new me di c a l  e t h i c  

which s t r e s s e s  p r e s e r v a t i o n  o f  l i f e  a t  v i r t u a l l y  any c o s t ;
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changes in s o c i a l  and economic c o n d i t i o n s  whi ch have 

r e s t r u c t u r e d  t h e  w o r k - f o r c e  t owar d women, n e c e s s i t a t i n g  t he  

p r o v i s i o n  o f  more c o s t l y  forms of  h e a l t h  c a r e ;  and,  perhaps  

most i m p o r t a n t ,  t he  e x t e n s i v e  p r a c t i c e  of  d e f e n s i v e  m e d i c i n e  

r e s u l t i n g  f rom t h e  e x i s t i n g  m e d i c a l - l e g a l  e n v i r o n m e n t .

L a s t l y ,  t he  e x p l o s i o n  o f  new medi ca l  t e c h n o l o g y  has

v a s t l y  expanded t h e  t r e a t m e n t  o f  d i s e a s e .  These

advancements have i n c r e a s e d  both t he  number o f  m e d i c a l - c a r e  

s e r v i c e s  and t he  c o s t  o f  each s e r v i c e  p r o v i d e d  per  p e r s o n .  

A l s o ,  i n  an e f f o r t  to remai n c o m p e t i t i v e ,  h o s p i t a l s  and 

p h y s i c i a n s  i n v e s t  i n  new c o s t l y  equ i pment  whi ch o f t e n  i s  not  

used to i t s  c a p a c i t y  and whi ch f u r t h e r  i n f l a t e s  the c o s t  o f  

medi ca l  s e r v i c e s .

The s t r u c t u r a l  components r e s p o n s i b l e  f o r  i n c r e a s i n g  

h e a l t h  c o s t s  a r e  caused by two uni que  c o n d i t i o n s  p r e s e n t  i n  

t h i s  m a r k e t :  t h e  f i n a n c i a l  c h a r a c t e r i s t i c s  o f  the  i n d u s t r y ,

and t he  b e h a v i o r a l  i n c e n t i v e s  o f  p h y s i c i a n s  as demanders o f  

medi cal  c a r e .

A c c o r d i n g  to Gi bson e t  a l . ( 1 9 8 4 ,  p.  1 ) ,  i n 1 9 8 3 ,  73 

p e r c e n t  o f  a l l  p e r s o n a l  h e a l t h  c a r e  e x p e n d i t u r e s  were pa i d  

f o r  by t h i r d  p a r t i e s ,  a l mos t  e x c l u s i v e l y  in t h e  form of

government  a g e n c i e s  or  p r i v a t e  i n s u r a n c e  compani es .  Gi bson

e t  a l . g i v e  a v a r i e t y  o f  r easons  why t h i s  method of  t h i r d -  

p a r t y  r e i mb u r s e me n t  has l e d  to g r e a t e r  consumpt i on  o f  h e a l t h  

c a r e .  The f i r s t  r eason i s  t h a t  f i n a n c i a l  c o v e r a g e  has t he  

e f f e c t  o f  r e d u c i n g  t he  c o s t  o f  c a r e  to t he  p a t i e n t  and i n
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