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Can Hospitals And Physicians Shift The Effects
Of Cuts In Medicare Reimbursement To Private
Payers?
Cost shifting is more pronounced under certain conditions, but there
definitely is an economic basis for its existence.

by Paul B. Ginsburg

ABSTRACT: Leaders of health insurance companies, hospital systems, and physician orga-
nizations believe that when Medicare and Medicaid reduce payment rates to hospitals or
physicians, these providers respond by raising prices to private insurers to offset a portion
of the loss in revenue. This would mean that payment reductions in public programs con-
tribute to increasing premiums for private insurance. But on both theoretical and empirical
grounds, economists have been skeptical about the existence of this “cost shifting.” I show
that more realistic models of the behavior of hospitals and physicians than exist in basic
economics texts provide a conceptual basis for cost shifting.

R
e c ent d e v e l o pm ents in health
care financing have rekindled the in-
terest of policymakers in provider

cost shifting. The Balanced Budget Act (BBA)
of 1997 led to a substantial decline in
Medicare hospital payment rates and a de-
layed (to 2002) decline in physician payment
rates. Sharp drops in states’ revenues raise
concerns about the prospect for sizable re-
ductions in Medicaid payment rates to hospi-
tals, physicians, and other providers. At the
same time, private insurers are complaining
loudly about the higher payments demanded
by hospitals and some physician organiza-
tions. Policymakers need to incorporate esti-
mates of the magnitude of cost shifting into
making decisions on Medicare and Medicaid
payment rates.

Most executives in hospitals, physician or-
ganizations, health plans, and businesses have

long been convinced that reductions in rates
paid to Medicare and Medicaid lead directly to
higher payment rates charged to private pay-
ers. But most economists who have published
on the topic express strong skepticism about
the possibility that cost shifting can and does
occur.1 Not only do they point to empirical
analyses that fail to obtain results supporting
the existence of cost shifting, they also argue
that cost shifting is conceptually impossible.
The crux of their argument is the question of
why providers with the ability to increase rev-
enue through increases in prices to private
payers would not have already exhausted such
capacity prior to reductions in payment rates
from public programs. Indeed, these econo-
mists maintain that even if objectives other
than profits are maximized, such as providing
uncompensated care, cost shifting is still not
possible.
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This paper attempts to reconcile this strik-
ing divergence between the perspectives of
health care executives and those of many econ-
omists. After a discussion of what exactly is
meant by the term cost shifting, the paper turns
to explaining how cost shifting can occur. It
shows that when one leaves the Economics 101
textbook and confronts the challenges of man-
aging complex health care organizations, espe-
cially large nonprofit ones, maximization of
profits or other objectives is not that useful a
working assumption. The pa-
per concludes with analysis of
the conditions under which
cost shifting is likely to be
more pronounced, pointing
out that present conditions
are much more favorable to
cost shifting than was the
case eight to ten years ago.

Defining ‘Cost
Shifting’

There is no “correct” an-
swer to the question of what
cost shifting is, but some answers are more
useful than others. Using the criterion of use-
fulness to policymakers, my preferred defini-
tion describes cost shifting as the phenome-
non in which changes in administered prices
of one payer lead to compensating changes in
prices charged to other payers. An example
would be if hospitals raised prices to private
payers in response to Medicare payment rate
reductions. This definition is consistent with
the one used by Michael Morrisey, who has
probably written the most on this subject.2

Another author has referred to such a defini-
tion as “dynamic cost shifting.”3

In this definition, the word cost is some-
what of a misnomer, since the focus is really on
prices. Indeed, much of the discussion of cost
shifting is really focused on the difference be-
tween prices charged private payers and the
costs of treating the patients they cover. “Mar-
gin shifting” might be more descriptive of the
phenomenon that concerns policymakers.

But changes in administered prices also
could affect the costs of providing services to

privately insured patients. Hospitals and phy-
sicians usually find it impractical and other-
wise undesirable to provide care in a very dif-
ferent manner for patients covered by different
payers. Thus, if hospitals work harder to re-
duce costs in response to Medicare payment
rate reductions, such as by increasing produc-
tivity or providing smaller wage increases, pri-
vate payers may indeed gain some benefit from
lower Medicare payment rates. Of course, such
a change would be in the opposite direction to

cost shifting that is based on
changes in margins between
price and costs. Such re-
sponses tend to reduce the
magnitude of the total change
in price to private payers, al-
though the shifting of mar-
gins could be even greater.
These impacts on the costs of
providing care (as opposed to
the costs faced by the payer)
are often labeled “spillover ef-
fects” rather than “cost shift-
ing.”

This definition concerning the impact of a
change in administered prices is narrower
than one used by some others—differences in
prices charged different payers that do not re-
flect cost differences. This alternative has a
number of problems. First, the phenomenon of
different prices for services sold to different
buyers is common throughout the economy.
Economists call it “price discrimination.” It is
based on the notion that if a business perceives
variation in its customers’ (or suppliers’) will-
ingness to pay more (accept less) for a service,
it will attempt to set different prices for differ-
ent categories of customers or suppliers. The
practice is limited by the ability to keep those
who are targeted for the higher prices from
shifting into the lower-price market. The air-
line industry has particularly elaborate mecha-
nisms to charge people different prices for the
same service. Identifying a phenomenon in
hospital or physician services that is in fact the
norm throughout the service sector of the
economy would not have much significance
for health policy.
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Second, the broader definition does not
align with policymakers’ specific options, such
as whether or not to change payment rates.
Medicaid rates are always lower than Medicare
rates or negotiated rates for private insurance,
but ending this practice has never been a realis-
tic policy option. However, tracking changes
over time in ratios of public program prices to
prices paid by private insurance could be a use-
ful test of the importance of cost shifting.4

The definition of cost shifting is relevant to
policymakers setting administered prices be-
cause they need to know the full impact of
their decisions, not just the budgetary impact.
Consider the implications of a reduction in
payment rates under two polar-opposite as-
sumptions: (1) no induced change in private
payment rates, and (2) increases in private
payment rates that completely offset the re-
duction in administered prices. In the absence
of cost shifting, a cut in administered prices
will reduce profits or incomes to those who
own hospitals or medical practices, limit pro-
viders’ ability or willingness to provide un-
compensated care, and, over time, reduce pro-
viders’ capacity to provide services. The
reduction in payment rates also will spur ef-
forts to reduce costs and change the nature of
services provided. Under the opposite as-
sumption, complete cost shifting, a reduction
in administrative prices will result in higher
private health insurance premiums. This, in
turn, will be reflected in higher product prices,
lower wages, and lower profits in the general
economy. Some view such a situation as simi-
lar to an unfunded mandate—government’s
failure to fund the full costs of public programs
and its reliance on private insurers to make up
the difference. A problem specific to health
care is that higher private insurance premiums
will lead to higher numbers of uninsured peo-
ple.5 The impact of a reduction of administered
prices differs so much under these two assump-
tions that the question of the magnitude of cost
shifting holds great importance for policy.6

Market Power And Cost Shifting
The ability to shift costs is dependent on

providers’ having “market power.” Although

this term is often used imprecisely, economists
would agree that market power for a seller is
the ability to raise prices without losing all of
its sales. A seller has a lot of market power if
raising prices drives away few customers. So,
when hospitals and physicians have a lot of
market power, there is more potential for cost
shifting because there is more discretion over
price. But a provider with a great deal of mar-
ket power will not necessarily shift costs. It all
depends on whether a decrease in adminis-
tered prices finds providers in a situation in
which some ability to raise prices further was
not used when administered prices were
higher. Hospitals and physicians probably
have at least some market power; the critical
question is how much.

In the era before managed care, both hospi-
tals and physicians set charges for private pa-
tients. In the case of physicians, insurers
screened these charges for “reasonableness.”
The most important screen compared the
charges with those of other physicians in the
community. For charges above the screen, pa-
tients were responsible for the difference. So
physicians had a great deal of market power to
raise fees up to the screens, but less to raise
fees further. To set prices higher than the
screens, physicians tested patients’ willing-
ness to pay more than was necessary to see
other physicians. For hospitals, payment of full
charges was closer to the norm, although Blue
Cross plans often had contracts with hospitals
that called for reimbursement of costs; some
commercial insurers used an indemnity sched-
ule or required patients to pay a percentage of
the bill. Hospitals likely had substantial mar-
ket power.

Under managed care, hospitals and physi-
cians must agree to a rate schedule with a
health plan to be included in a network. Large
hospitals or physician organizations tend to
negotiate these rates with insurers. Smaller
entities are offered rates and decide whether or
not to accept them. But even in the latter case,
the providers have market power. They can
agree to some plans’ rate schedules but reject
others. Rejecting one plan’s contract can still
leave the provider with patients from other
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health plans and patients who are willing to
see the physician on an out-of-network basis.

Clearly, the degree of providers’ market
power has varied over time. In general, they
have less market power under managed care
than before, in the sense that raising prices
would likely lead to the loss of more patients.
Indeed, the bottom line of Morrisey’s 1995 re-
view is that while there may have been cost
shifting in the past, it could no longer happen,
because providers had so much less market
power as a result of managed
care.7 But some providers,
such as hospitals and some
large single-specialty physi-
cian group practices, appear
to have regained some of the
market power that they had
lost by the mid-1990s, so even
if Morrisey was correct in
1995, it may not be the case
today.8

Hospital Cost Shifting
Whether there can be cost shifting by hos-

pitals and physicians depends on whether
these providers maximize profits (or some
other objective). If prices are often set below
the profit-maximizing level, then there is room
to raise them in response to a cut in adminis-
tered prices. The stories for hospitals and phy-
sicians are quite different, so they are treated
separately.

� Nonprofit status. Most hospitals are or-
ganized as charitable, private, nonprofit enti-
ties. Since they have no shareholders, profits
are useful only to provide capital for plant and
equipment, working capital, and reserves to
get the institution through difficult periods.
Profits certainly are valued, but they are not
the objective of the organization.

The theoretical literature on nonprofit hos-
pitals offers the possibility that nonprofit hos-
pitals will price their services lower than those
of for-profit hospitals.9 Indeed, the courts of-
ten have permitted mergers among nonprofit
hospitals that have greatly increased market
concentration, under the belief that monopoly
power will not be exploited and that the cost

savings from scale economies will be passed on
to consumers.10

Mission. Nonprofit organizations all have
stated missions, which are intended to guide
them in their decisions. But hospital missions
tend to be vague. Hospitals often seek to “meet
the needs of the community.” This can mean
many things, including providing care to the
poor, offering the latest medical technology, or
avoiding delays in physicians’ obtaining care
for patients. The latter might include adequate

emergency department ca-
pacity. These different objec-
tives can be at odds, in that
pursuing one might be at the
expense of others. Different
members of hospital boards
are likely to have different
priorities, so that the direc-
tion of the organization could
reflect a political compro-
mise. The nature of such com-

promises means that it is difficult for hospital
management to maximize one or more objec-
tives.

Governance. Looking at the governance of a
nonprofit hospital reinforces the notion that
behavior is likely to be different from profit
maximization. Hospital boards are often made
up of doctors who practice there and a variety
of community leaders. These might include po-
litical leaders, religious leaders, business lead-
ers (both large employers and businesses that
view the hospital as a customer), and people
with the ability and willingness to raise money
for the organization.

Such boards are likely to guide hospitals in
directions other than profit maximization.
Many leaders are likely to perceive that higher
health insurance premiums would have nega-
tive effects on the community, and they would
not be in favor of setting prices at the profit-
maximizing level. Of course, the potential of
prices’ being less than the profit-maximizing
level depends upon the hospital’s having suffi-
cient market power. Hospitals with limited
market power might need to set prices at a
profit-maximizing level even if their objective
is to meet the needs of the community.
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An additional perspective on the likelihood
that nonprofit hospitals might not maximize
profits comes from the general literature on
corporate governance. In 1932 Adolf Berle and
Gardner Means pointed out that the separa-
tion of ownership and management often leads
to corporations’ not operating efficiently or
maximizing profits.11 Corporations with the
most concentrated ownership can limit these
problems. Hostile takeovers of the 1980s were
perceived as a market response to the problem
of separation of management from ownership.
If management failed to realize the company’s
potential, an outside group would purchase
the organization and replace the management.
Fear of hostile takeovers likely began to moti-
vate management to seek opportunities to re-
alize the organization’s potential. The 1990s
saw increased use of an additional way to mo-
tivate management: stock options.

Motivations. Compare the threat of hostile
takeovers and stock options to the situation
faced by managements of nonprofit hospitals.
With vague missions and boards comprising
community leaders, nonprofit hospitals are
likely to have serious problems of separation
between their boards and their management.
Furthermore, unlike a corporate board, where
all agree on the need for long-term profit maxi-
mization, hospital boards likely have major
differences of opinion about what are the most
important long-term objectives for hospitals.
Edmund Becker and Sharyn Potter discuss
how nonprofit hospitals with social ties have
difficulties in managing diverse stakeholders
and achieve lower degrees of organizational
efficiency.12

With this limitation in governance, man-
agement could find setting prices below the
profit-maximizing level to be more comfort-
able. For hospitals, raising prices will have un-
certain effects. If all insurers agree to the
higher rates demanded by a hospital, then rev-
enues will rise proportionally. But if some do
not, then the hospital might face a sizable loss
of volume. These uncertainties are more formi-
dable when fewer important insurers operate
in the market.

Hospital managers are more likely to take

these risks if the organization’s viability is at
risk than if surpluses are substantial. In the
course of Community Tracking Study (CTS)
site visits, I recall an interview in which the
chief executive officer (CEO) of a prominent
hospital indicated that the hospital was full
but losing money and that raising prices to pri-
vate payers was the only option to maintain fi-
nancial viability. The implication is that these
risks might not have been taken if Medicare
and Medicaid rates had been higher.

� For-profit status. Not all U.S. hospitals
are nonprofits. Investor-owned hospitals ac-
count for 15 percent of beds in community
hospitals.13 Most are part of corporate entities
that own many hospitals as their primary busi-
ness. Should we expect investor-owned hospi-
tals to shift costs? Two factors could lead to
cost shifting. First, investor-owned hospitals
are competing with nonprofit hospitals. If the
latter keep prices low, then the former will
have to adjust to this. Second, investor-owned
hospitals have traditionally done things that
one would not consider profit maximization
to be accepted in the community. For example,
these hospitals generally provide some charity
care, even though it reduces their short-term
profits. In the same way that investor-owned
hospitals want to avoid the perception that
they do nothing for health care for the poor,
they also want to avoid a perception that they
are “gouging” payers by setting prices higher
than are needed to make a “reasonable” profit.

Physician Cost Shifting
The framework for cost shifting by physi-

cians differs from that for hospitals. Most phy-
sicians practice in small practices, which are
often partnerships of physicians. Such part-
nerships are likely to make decisions that re-
flect the partners’ desire to earn high incomes
as well as labor-supply decisions. These con-
siderations are quite different from those of
large nonprofit organizations, whose mission
is to serve the community.

Economists have argued for decades about
whether neoclassical models are useful in ex-
plaining physicians’ behavior.14 This debate
has been driven by empirical results and infor-
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mal assessments of real-world behavior that
suggests that physicians (1) often do not set
their prices as high as the market will bear, and
(2) induce demand for their services to varying
degrees. The notion is that physicians find it
distasteful to set prices high or induce de-
mand, so either is done only when an external
event, such as a cut in administered prices,
threatens to lower their income. Such behavior
also could be seen as a realistic accommoda-
tion to the complexity of decision making by
medical professionals, who
would rather spend their time
practicing medicine than
running a small business.
This approach often is re-
f lected in anecdotes from
physicians, which focus on
what practices need to do to
break even (after the physi-
cian has been paid his or her
target income). Such informal modeling is of-
ten referred to as “supplier-induced demand”
or the “target-income hypothesis.”

These models provide a basis for cost shift-
ing. If an administered price is reduced, then
physicians will work to offset the effects on
their incomes by both raising prices to pri-
vately insured patients and inducing addi-
tional demand for services from patients.
Thus, private payers (insurers and privately in-
sured patients) will pay higher prices and pay
for additional services.

Economists tend to be uncomfortable with
models of behavior that do not involve maxi-
mization of something. A particular problem
with the model sketched above is the absence
of an explanation for what determines the tar-
get income—at least beyond the short run.
Economists have responded by developing
maximization models that are more elaborate.
For example, James R izzo and David
Blumenthal have developed a model that in-
corporates the notion of relative incomes.15

Physicians have expectations about what their
income should be at a particular stage of their
career (based on their perception of what their
peers earn). Thus, the utility of additional in-
come depends on how physicians’ incomes

compare with those of their peers. Rizzo and
Blumenthal’s model shows how a reduction in
administered prices leads to an increase in
prices that physicians have discretion over.

Some of the more recent literature has
noted that under managed care, physicians
have less ability to set prices or induce demand
than in the past.16 But this could be changing,
as physicians have gained more experience in
navigating the managed care market and have
more bargaining power as a result of tighter

capacity and customers’ de-
mands for broad provider net-
works.17

But physician cost shifting
is not the issue of greatest in-
terest to policymakers in con-
nection with changes in
Medicare and Medicaid phy-
sician payment rates. Reduc-
tion in beneficiaries’ access to

care is of greater immediate concern. What-
ever the model of physician behavior, theory
suggests that reductions in public program
payment rates induce physicians to reduce the
proportion of time devoted to these programs’
beneficiaries. Of course, with all practices re-
sponding to these incentives, the ability of
many to increase the proportion of patients
covered by private insurance is necessarily lim-
ited. Nevertheless, physicians’ ability to
change the payer mix of patients distinguishes
them from hospitals.

Conclusions
The potential importance of cost shifting

has never had economists’ extensive support.
Some have been skeptical about whether hos-
pitals and physicians have enough market
power to shift costs and, if they do, whether
they often set prices below the level that
would maximize profits or achieve other ob-
jectives. But this paper has suggested that
there is a solid conceptual basis for cost shift-
ing. The importance of cost shifting to health
policy will depend on empirical research.

Since the potential for cost shifting varies
according to structural factors that in turn
vary by time and geography, empirical re-
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searchers need to bear in mind that testing for
the existence of or importance of cost shifting
requires attention to whether the conditions
under study lend themselves to extensive or
limited cost shifting. Cost shifting will have
the greatest policy importance—and will be
easiest to identify—when conditions are most
favorable toward it. The current situation pro-
vides such an opportunity.

One key factor is the degree of market
power that hospitals and physicians possess.
The conditions of the mid-1990s, with exten-
sive managed care and narrow provider net-
works, are the least favorable to cost shifting
and thus make it less likely that it will be de-
tected through empirical analysis. However,
current conditions, with greater concentra-
tion of hospitals and marketplace demands on
health plans to offer broad provider networks,
has likely increased the market power of hos-
pitals and some physician specialists.

The potential for cost shifting is also likely
to vary geographically. Hospitals probably
have more market power in smaller communi-
ties because concentration tends to be higher.
Providers in small communities also might
face more effective pressures to keep rates as
low as possible. Both combined suggest that
cost shifting has the potential to be more ex-
tensive. Indeed, many in contact with the in-
surance industry have noted sharp increases in
rural hospital payment rates to private insur-
ers in response to Medicare payment rate re-
ductions resulting from the 1997 BBA. Rural
hospitals, which tend to be natural monopo-
lies, could have held rates way below their po-
tential, so that when Medicare payment rates
fell in relation to their costs, they could then
raise rates to private insurers.

I
n sum , prov ider cost sh ift ing re-
quires the ability of providers to raise
prices in the marketplace combined with

a history of not having fully exploited it. To-
day’s environment appears to be particularly
conducive to cost shifting, at least for hospi-
tals, and hospital and insurance leaders tend
to agree on the importance of the phenome-
non. Perhaps the research that is conducted

using today’s data will, over time, convince
the economics profession of the importance
of this phenomenon.

An earlier version of this paper was presented at the
conference “When Public Payment Declines, Does Cost
Shifting Occur? Hospital and Physician Responses,”
sponsored by the Robert Wood Johnson Foundation un-
der its Changes in Health Care Financing and Organi-
zation (HCFO) Initiative and conducted by
AcademyHealth, Washington, D.C., 13 November 2002.
The paper benefited from early comments from Bob
Berenson, Jason Lee, Bonnie Austin, Tom McGuire, and
Mike Morrisey. The author is grateful to Gigi Liu of the
Center for Studying Health System Change for expert
research assistance and to Lisa Fleischer of
AcademyHealth for access to her review of the cost-
shifting literature.
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