
Year-over year increases in the price of healthcare 
services are the predominant reason for our high 
growth in annual health spending, particularly in 

the commercial sector and for inpatient hospital services 
and prescription drugs. Policymakers need to consider 
a wide range of the health system issues, like addressing 
social determinants of health and encouraging adher-
ence to treatment guidelines, but failure to address 
excess healthcare prices and price growth will ultimately 
undermine their efforts to create a patient-centered, 
high-value healthcare system.

States are an important stakeholder when it comes to 
identifying high healthcare prices and, through their role 
as regulators and payers, are well positioned to address 
them. This brief explores state options for controlling 
healthcare costs and notes that policy options vary in 
effectiveness depending on the presence (or absence) 
of competition between providers, prescription drug 
companies and device manufacturers.

When are Prices Excessive? 

When U.S. healthcare prices are compared to those 
in other countries or when healthcare price growth is 
compared to the growth of non-healthcare commodities, 
there is general agreement that prices seem excessive. 
But there is no universal consensus on the point at 
which healthcare prices become excessive. Early efforts 
to quantify excessive prices stem from the Institute of 
Medicine’s identification of “pricing failures” as a category 
of waste. Pricing failures occur when the price of a 

product or service exceeds “the cost of production plus 
a reasonable profit.” Using this definition, researchers 
estimated that excess prices added $84-$178 billion to 
healthcare spending in 2011.

Commercial sector prices are often compared to 
Medicare prices in order to gauge reasonableness. 
For example, efforts around the country to address 
surprise medical bills often include a suggested amount 
that providers should be paid for a particular service, 
typically based on a multiple of what Medicare pays. 
Although Medicare’s payment systems are replete with 
critics, the program does make an effort to establish 
prices using the cost of production plus a reasonable 
profit. 

Another approach that tries to gauge the 
reasonableness of a price is “reference pricing,” which 
attempts to mitigate excessive prices by identifying 
unwarranted price variation within a geographic area 
and examining the distribution of prices to determine a 
reasonable (i.e., “reference”) price.

The Role of Concentrated Markets

Competition—or lack thereof—plays a large role in 
determining how much providers and drug and device 
manufacturers can charge for their products and services. 
It also affects the set of solutions available for states to 
address high and rising unit prices. 

Provider consolidation through mergers and 
acquisitions increases the market power of providers and 
strengthens their ability to negotiate higher prices in their 
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testified that, despite limited public awareness of the 
price transparency tool, publicly identifying high-
priced providers shifted the balance of power towards 
the state’s insurers and narrowed price variation over 
time.

Reference Pricing

Reference pricing aims to contain healthcare costs by 
establishing a “reference price” that a payer will contribute 
towards the cost of a certain procedure and requiring 
patients to pay expenses in excess of the established 
amount. 

While the primary goal of the strategy is to incentivize 
patients to seek care from lower- to moderately priced 
providers, a now famous study from the California Public 
Employees’ Retirement System (CalPERS) showed that 
high-priced providers of knee and hip replacement 
surgeries lowered their prices to meet the established 
rate in order to remain competitive. It is important to 
recognize, however, that reference pricing—like other 
forms of price transparency—could theoretically cause 
low-price providers to raise their prices to meet the 
market rate. However, this phenomenon has not been 
widely observed. 

States can increase the likelihood that reference 
pricing will effectively lower costs by focusing on 
procedures that are routine, elective and non-urgent; 
have high variation in prices; have little variation in 
quality; and are widely identified as the appropriate 
mode of treatment.
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contracts with insurers, regardless of whether they provide 
higher quality care. A 2016 Federal Trade Commission 
report found that hospitals that held monopolies charged 
15 percent more than those with four or more competitors. 
Hospitals with one or two competitors charged 5-6 percent 
more than those with four or more competitors.

According to the Commonwealth Fund, the vast 
majority (90.1 percent) of provider markets (including 
hospitals, specialist physicians and primary care 
physicians) are either highly or “super” concentrated. The 
study found that providers’ bargaining power exceeded 
insurers’ in 58.4 percent of markets studied, whereas 
insurers’ bargaining power exceeded that of providers in 
only 5.8 percent of the markets.

Similarly, drug manufacturers have been accused of 
charging exorbitant prices for drugs when competition is 
limited. Studies show that the prices of brand name drugs 
decline to nearly half their original cost after two generics 
enter the market, and a third of their original cost once 
five generics enter the market.

Public scrutiny and concern has increased in recent 
years in response to growing evidence of anti-consumer 
and anti-competitive practices.

Strategies to Lower Prices: When 
Provider/Product Competition Exists

Forms of provider-facing price transparency can be 
effective means of discouraging pricing outliers when 
there are multiple competitors in a given market. 

Peer Comparisons 

Provider “peer comparisons” are commonly employed 
to control unnecessary utilization, but anecdotal 
evidence suggests that they can motivate high-cost 
providers to lower their prices as well. Prior to 2010, 
payments to New Hampshire’s most expensive 
hospital exceeded those of its competitors by nearly 
50 percent. Historically, the state’s largest insurer had 
been unable to decrease prices due to the hospital’s 
prominent reputation and loyal, wealthy patient base. 
But evidence of excessive prices—made public on the 
state’s price transparency website—enabled the insurer 
to brand the hospital as a pricing outlier, garner public 
support and negotiate lower prices. Market observers 
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Limitations

It is commonly argued that other strategies, like consumer-
facing price transparency and provider payment reform 
are sufficient to lower excessive prices. While consumer-
facing price transparency helps keep consumers safe in 
the marketplace, it does not put downward pressure on 
prices. Similarly, provider payment reforms, like pay for 
performance—which typically seek to improve outcomes 
and/or address utilization problems—have not been shown 
to address excess prices. 

Finally, as demonstrated by the New Hampshire 
example above, the presence of more than one 
provider in a market does not always mean that the 
basic principles of competition are met. Specifically, 
having just a few competitors may not be enough to 
promote price competition. The same holds true for 
the pharmaceutical industry, where “shadow pricing” 
has occurred when lower-priced manufacturers have 
increased the price of a drug to align with higher-priced 
competitors. In these cases, states should look to the 
next set of solutions—strategies to lower prices when 
competition is scarce.

Strategies to Lower Prices: When Provider/ 
Product Competition Does Not Exist

Given the extreme concentration of many healthcare 
markets, states need solutions that don’t rely on the threat 
of taking business away from a provider or product 
manufacturer. The following strategies show potential 
to control high and rising healthcare costs, even in 
concentrated markets. 

Global Budgets

Global budgets are a payment model in which providers—
typically hospitals—are paid a prospectively-set, fixed 
amount for the total number of inpatient, outpatient 
and emergency services provided annually. Hospitals are 
responsible for expenditures in excess of the set amount in 
addition to quality outcomes, thus creating an incentive to 
reduce unnecessary utilization and invest in prevention.

Maryland has incorporated global budgets into its long-
running all-payer rate setting program with notable success. 
Other states, like Pennsylvania, are now testing the utility of 
the model in a non-rate setting environment. Pennsylvania’s 
plan differs from Maryland’s in that it focuses exclusively on 
rural areas, which generally experience limited competition 

due to provider shortages. The Pennsylvania Rural Health 
Model is in the early stages of implementation and has yet 
to be evaluated.

Hospital/Physician Rate Setting

In most states, providers negotiate the price of services 
with each commercial payer, dictate prices to uninsured 
individuals and take prices from Medicare and 
Medicaid—resulting in a vast array of prices being paid 
for a given service. Rate setting decreases price variation 
by establishing uniform rates for some or all payers.

For example, Maryland’s all-payer rate setting system 
for hospitals establishes uniform rates for services paid 
by all public and private payers operating in the state. 
As a result, all payers pay the same price for the same 
service at a given hospital. Evidence suggests that the 
program effectively limited growth in annual per capita 
hospital spending and resulted in considerable savings 
to the Medicare program from 2014-2016. Maryland has 
received federal approval to extend its all-payer model to 
non-hospital providers in 2019, on a voluntary basis.

Vermont is in the early stages of all-payer rate setting 
for Accountable Care Organizations (ACOs), instead of 
hospitals. Beginning in 2017, all major payers—Medicare, 
Medicaid and Blue Cross Blue Shield of Vermont (the 
state’s dominant commercial insurer)—committed to 
paying participating ACOs using the same value-based 
reimbursement methodology, rather than the traditional 
fee-for-service. In addition to meeting outcome and 
quality targets, the state must demonstrate that the 
model limits annual per capita expenditure growth for 
Medicare and non-Medicare beneficiaries alike. An early 
evaluation of one of the state’s largest ACOs—OneCare 
Vermont—failed to demonstrate cost savings in the first 
year of implementation. However, additional studies will 
be required to see if the model effectively controls rising 
healthcare costs over time.

High and inconsistent hospital spending under 
Montana’s state employee health plan prompted the state 

Given the extreme concentration of many 
healthcare markets, states need solutions that 

don’t rely on the threat of taking business away 
from a provider or product manufacturer. 
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to implement rate setting in 2016. Using Medicare rates as 
a baseline, the state established uniform prices for hospital 
services (priced at 234 percent of Medicare rates). 

Anti-Price Gouging Legislation

Pharmaceutical manufacturers and pharmacy benefit 
managers have come under fire for various practices that 
stifle competition and raise prices. In recent years, several 
states have introduced legislation to prevent harmful, and 
even unethical, activities such as “price-gouging”—when 
a manufacturer uses its competitive advantage to charge 
unreasonably high prices for “essential off-patent or 
generic drugs.” As of October 2018, Maryland is the only 
state to pass such legislation (applicable only to generic 
drugs), which was struck down on constitutional grounds. 
As of this writing, the state’s Attorney General has 
appealed the decision to the U.S. Supreme Court. 

Antitrust Enforcement Actions

Antitrust laws prohibit certain anticompetitive behaviors, 
but they have been largely ineffective at preventing 
high levels of provider consolidation since the 1990s. 
Some state Attorneys General have sought to strengthen 
antitrust enforcement by using their authority to conduct 
investigations independently of the federal agencies charged 
with oversight—the U.S. Department of Justice and the 
Federal Trade Commission. For example, California’s 

attorney general sued Northern California’s largest health 
system—Sutter Health—accusing them of anticompetitive 
behavior that has driven up healthcare prices in the region.

Certificate/Determination of Need

Certificate/determination of need (CON) regulations 
require healthcare providers—primarily hospitals—to 
demonstrate to a public body the clinical need for a 
capital expense, such as a new building or major piece 
of equipment, prior to making an investment. While 
primarily used as a strategy to address oversupply, there 
is some evidence to suggest that CON policies can reduce 
the cost of delivering healthcare if they are effectively 
structured. But mixed evidence on cost-containment 
suggests that other approaches—like global budgeting—
may be needed to augment this strategy.

Conclusion

Researchers, policymakers and consumers have long been 
aware that healthcare prices are not commensurate with 
the quality of care and outcomes we receive. High unit 
prices strain the budgets of state and federal governments, 
crowding out other important investments, and burden 
consumers—the ultimate healthcare payers (through 
increased taxes, premiums, deductibles, etc.). Competition 
is ceasing to be an effective deterrent to excessive prices. 
Through their legislative and regulatory functions, states 
play an important role in tracking price growth, instances 
of price gouging or excessive prices and deploying 
appropriate strategies to address rising costs.

Note: Citations to the evidence can be found on our 
website at www.healthcarevaluehub.org/High-Unit-Prices.

High unit prices strain the budgets of state and 
federal governments, crowding out other important 
investments, and burden consumers—the ultimate 
healthcare payers. Competition is ceasing to be an 
effective deterrent to excessive prices.
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