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Abstract

This paper argues that transaction costs are significant in the relation between
healthcare supply chain and health insurance. After briefly reviewing the literature on
healthcare costs and health insurance, the nature of healthcare supply chain is discussed in
order to identify possible sources of transaction costs in the relation with health insurers. The
conclusions thus obtained are applied to succinctly evaluate some recent trends of the
Brazilian health insurance industry. The objective of the research is to provide more
information about transaction costs in healthcare provision and the consequences of such
costs to health insurance, which may help to improve health insurance regulation.
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TRANSACTION COSTS IN HEALTH SUPPLY CHAIN AND

HEALTH INSURANCE REGULATION

That risk and uncertainty are, in fact, significant elements in
medical care hardly needs argument. I will hold that virtually all the
special features of this industry, in fact, stem from the prevalence of
uncertainty.

Kenneth J. Arrow

RONALDO FIANI

INTRODUCTION

Notwithstanding the vast literature concerning health insurance regulation, the scope
of issues usually discussed is usually confined to the relation between insurer and beneficiary,
discussing almost only informational asymmetries like adverse selection and moral hazard
problems, as well as rules to mitigate those problems. The most common results of such
approach are proposals combining consumer protection and solvency controls over the
insurers as an ideal mix of regulatory policy.

However, such approach to health insurance regulation ignores the transaction costs
between the supply chain of health services and health insurers. That limitation is particularly
harmful to health insurance regulation, for it ignores both the problematic interaction between
healthcare providers and health insurers and how regulation may disturb that interaction. The
objective of the discussion presented here will be to provide more information about
transaction costs in healthcare provision, which may help to devise better regulations.
Accordingly, this paper is divided in three sections besides a very brief conclusion. The first
section presents what seems to be the most general hypothesis on the cause of healthcare costs
increases: Baumol’s ‘cost disease’ hypothesis, discussing its problems for neglecting
institutional aspects of healthcare costs.

The second section presents the conventional approach on health insurance regulation,
emphasizing the absence of an analysis of the relation between health insurers and healthcare
supply chain. The third section deals with transaction costs in healthcare supply chain and its
relation to health insurers, also discussing very briefly the consequences of Brazilian
regulation for the transaction costs affecting the relations between private health insurers and
healthcare providers. Because of extension restrictions, a very brief conclusion ends the

paper.

1. The problem of healthcare costs increase: Baumol’s “cost disease” thesis

The author who has devised what seems to be the more general economic explanation
for the production costs pressures in the healthcare sector (as well as other sectors based on
personal services) was William J. Baumol (2012; 1996; 1993; 1990)." Perhaps the most
outstanding feature of Baumol’s explanation is that it simply ignores the presence of
transaction costs in healthcare costs, reducing the problem of healthcare cost increases to
productivity differentials. According to Baumol, the same kind of cost pressures identified in
the healthcare system would also be identified in those sectors with a high content of personal

! See also Heilbrun (1997) for the origin of Baumol’s ideas.
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services, which encompass the educational system, automobile repairs, performing arts,
lawyers’ services, etc.,? all of them suffering from what Baumol calls a ‘cost disease’.

According to Baumol’s cost disease thesis, economic activities involving personal
services in a high degree are consequently labor-intensive activities, not only in the sense that
there is a high proportion of labor in the total sum of factors of production applied in those
activities, but also in the sense that labor input in personal services are usually comprised of
complex skills and know-hows, making it very difficult to substitute capital for labor in
personal services. Those skills and know-hows are necessary because personal services are
supplied in a case-by-case basis: physicians prescribe treatments according not only to the
characteristics of the disease but also to the specific patient conditions, lawyers devise the
best strategies to each case according to its specificities, etc. So the worker in those activities
must discern which solution is the best for each case, and that in a large extent also helps
precluding standardization and the substitution of capital for labor as ordinarily. Finally, to
make productivity gains even more difficult, time reductions in the execution of those
activities frequently are not associated to productivity gains but to quality reduction.
Abbreviating the time necessary to perform either a surgery or a Mozart’s quartet most
probably would result in a total failure and not in a productivity gain.

As it is known since Adam Smith, to increase the capital-labor ratio is essential to
raise productivity and reduce unitary costs. In the case in question, the technological
peculiarity of personal services supply results in such activities presenting gains of
productivity in a much lesser degree than industrial sectors, where the substitution of capital
for labor is much easier and productivity gains grow exponentially.

So far, Baumol’s cost disease thesis amounts only to an explanation of why there is a
divergence in productivity gains across the economy; or better, it amounts to an interpretation
of why personal services would tend to show gains below the average of the economy. Then
comes the second part of Baumol’s thesis: in the long run wages must grow at the same rate in
all activities in the economy, otherwise the activity in which wages have grown behind the
general growth rate will suffer from a shortage of labor supply.®

Given that wages grow at the same rate across sectors but productivity grows much
slower in personal services than in industrial sectors (not only because there is no substitution
of capital for labor in a significant extent in personal services activities, but also because
productivity in industry has risen at astonishing rates since the last century), then it results that
costs in personal services rise well above costs in the rest of the economy, or as Baumol
(2012) writes, as healthcare becomes more and more expensive computers become cheaper
and cheaper. Those fast rising costs affect healthcare, education, car repairs, lawyers’
services, art performances etc. According to Baumol, those rising costs are a kind of long run
technological fate and there is not much to be done to prevent it. Baumol emphasizes the
generality of the cost disease phenomenon by collecting data about costs increases in personal
services in different countries, in order to show the pervasiveness of the problem of cost

2 Baumol’s original concern with the ‘cost disease’ started much earlier indeed, and was at first only related to
performing arts, and not to healthcare. See Heibrun (1997, 91).

® It must be noted that Baumol does not suppose that wages have the same level in all economic activities, for the
value of the marginal product of labor is different in each activity and in each job in the same activity. What he
says is that the relative level of the wage structure in the economy has to be preserved in order to keep supply
and demand of labor in equilibrium in each activity in the long run.
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growth independently of the institutional frame: “(...) the problem of rising healthcare costs is
not overcome either by private or public sector operation” (1993, 19).

Thus, to Baumol the continuous increase in health insurance may be attributed in a
large degree to a health costs increase, for there are evidences that labor-saving technological
change in insurance, as well as in other financial branches (basically through computing and
information systems) have significantly reduced insurance administrative costs (Hecht, 2001).
Those reductions in administrative costs, however, would have not compensated for the
increase in healthcare costs (Baumol, 1990).

Notwithstanding its simplicity and generality, as well as his efforts to fundament the
claim of productivity differentials empirically (Baumol 1993; 2012), Baumol’s ‘cost disease’
thesis has not avoided severe criticism. To mention just a few critics of Baumol’s ‘cost
disease’ thesis, Ferris and West (1996) point to the fact that Baumol does not take into
consideration the possible effects of organizational changes on the productivity of low-
productivity sectors; Cowen (1996) argues that the attribution of a stagnant productivity to
performing arts is a mistake for it does not make allowances for the quality improvements that
have taken place in those arts; Triplett and Bosworth (2003) found that services productivity
was the same as the productivity of the rest of the U. S. economy in the 1977-1995 period
(and in fact that it was accelerating), and Gallouj and Savona (2009) point to the usual severe
problems in defining and measuring the output of services, which affect not only Baumol’s
analysis but have also posed obstacles to a better analysis of innovation in services.

But even if one accepts Baumol’s ‘cost disease’ thesis without criticism, some puzzles
of central importance to his thesis still remain: First we have the puzzle of the high level of
administrative costs in healthcare, especially in face of the aforementioned general reduction
of administrative cost in financial and insurance services produced by the increased use of
computers and information systems. In effect, some researchers found nothing less than 31%
of administrative costs in the total costs of the U. S. healthcare system (Woolhandler,
Campbell, and Himmelstein, 2003). Even those evaluations being subject to methodological
issues (Kahn et al., 2005), there is a rather broad consensus that the share of administrative
costs in total healthcare costs is significant in the U.S. Comparing data on administrative
workers in the U. S. and Canada, Cutler and Ly (2011, 8 emphasis added) have found that:

Perhaps the most troubling difference between the U. S. and Canadian
healthcare systems is the differential amount spent on administration (...). For
every office-based physician in the United States, there are 2.2 administrative
workers. That exceeds the number of nurses, clinical assistants, and technical
stuff put together. (...) Canada, by contrast, has only half as many
administrative workers per office-based physician.

The situation is no better in hospitals. In the United States there are
1.5 administrative personnel per hospital bed, compared to 1.1 in Canada. (...)
On top of this are the administrative workers in health insurance. Health
insurance administration is 12 percent of premiums in the United States and
less than a half that in Canada * (...).

The finding that administrative workers cost amount to an expressive proportion of
total premiums in health insurance is a very relevant fact when one considers that: (a) as

* See also Davis, Schoen, and Stremikis (2007).
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shown before, there has been significant productive gains in insurance administration thanks
to growing incorporation of computing and informational systems; (b) techniques of managed
care were first devised and applied in the U. S. in the 1970’s, which has accumulated since
then a voluminous literature and a large debate on such procedures to contain health costs.

It seems so that not only administrative costs in health insurance have grown despite
the aforementioned productive gains, but they have grown notwithstanding the creation and
further development of managed care techniques, and it seems to be a general pattern, or
general enough to be identified in countries with very different characteristics and regulatory
institutions. It will be then argued here that: (1) both the high level of administrative costs and
its occurrence in different countries can be explained by transaction costs, which is
completely absent from Baumol’s analysis; (2) managed care techniques, which themselves
help to explain administrative costs increase in health insurance, must be understood as an
effort to cope with the high transaction costs in the sector.

The second puzzle is the difference in the levels of healthcare total expenses in each
country. In fact, notwithstanding the fact that healthcare costs increase everywhere (as
Baumol has correctly emphasized), there are significant and persistent differences in
healthcare costs levels across countries, as shown in Graph 1 where the polar cases of U.S.
(private and not universal healthcare) and United Kingdom (public and universal healthcare)
are contrasted.

In Graph 1 one can see that not only the levels of healthcare expenses as a percentage
of gross domestic product in countries with so different institutional frames are very distinct,
but also that such difference seems to be increasing in the last ten years. If Baumol was right
and healthcare cost pressures were a pure technological phenomenon, then different countries
(at least developed ones, which are able to adopt the best technology) would show the same
level of costs independently of their institutional frame. But Graph 1 presents a quite different
picture. One could argue that the higher level of U.S. expenses would be the result of
providing healthcare to a greater proportion of U.S. population than in the United Kingdom,
but the opposite is true. In fact, while there is a significant number of Americans that have no
coverage at all,” since 1948 the United Kingdom has provided universal health services for its
population through its National Health Service. Actually, the United States is an exception
concerning developing countries in relation to universal healthcare coverage (McKee et al.,
2013).

® According to the U. S. Census Bureau, in 2011 a share of 15.7% of all Americans had no coverage at all
(http://www.census.gov/hhes/www/hlthins/data/historical/HIB_tables.html). That amounted to more than 48
million people.
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Graph 1
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The conclusion is that there is significant evidence on the impact of the institutional
frame on healthcare costs. It seems that hierarchies — specifically public sector management
and provision of healthcare — do reduce healthcare costs level. If the institutional frame is
relevant and healthcare costs are not exclusively a technological phenomenon as Baumol
supposes, then there are good reasons to incorporate transaction costs in the analysis of health
economics. But before proceeding to discuss transaction costs in healthcare provision, the
conventional theory of health insurance regulation must be considered.

2. The conventional approach on the regulation of health insurance

There is a broad consensus among economists that insurance is subject to severe
informational problems, especially in the insurer-insured relationship. That consensus has
resulted in a voluminous literature analyzing insurance informational problems through
principal-agent lenses, as some combination of moral hazard and adverse selection. But few
contributions have extended the informational problem analysis beyond the insurer-insured
relationship, notwithstanding the publication of Kenneth Arrow’s seminal article (Arrow,
1963) on health economics fifty years ago (from which the epigraph of this paper was
borrowed), where Arrow presented health informational problems as rather severe. The
answer may be in the fact that there are few studies investigating the sources of transaction
costs in the supply chain of healthcare. So, before proceeding to the discussion of transaction
costs in healthcare supply chain it is necessary to consider briefly the conventional view on
health insurance problems and its regulation.

The conventional view is well illustrated by contributions like Preker et al. (2012),
where the authors study the problem of private voluntary health insurance regulation as an
appropriate balancing of three kinds of regulation: solvency regulation (for, as they sell
insurance, companies in the sector are required to meet financial reserves standards),
prudential regulation (aiming to anticipate adverse impacts provoked by financial crises on
health insurers), and consumer protection (given the lack of information by consumers on the
scope and nature of rights and obligations in health insurance contracts). There is no further
analysis on how health insurance interacts with the healthcare supply chain. The problem of
health insurance is accordingly described as a problem of excessive demand by the insured.

October 07-08"™, 2013
Center for Organization Studies (CORS)
USP (University of Sao Paulo); FGV (Getulio Vargas Foundation); Insper (Institute of Education and Research);
UFBA (Federal University of Bahia); UFRJ (Federal University of Rio de Janeiro) and UFSCar (S&o Carlos
Federal University)




8™ Research Workshop on Institutions and Organizations — RWIO
Center for Organization Studies — CORS

e e
o000
o9 e
0 ne®

Zweifel, Krey and Tagli (2007) extend that approach to developing countries, considering that
coinsurance produces a new healthcare demand curve more vertical and above the “true”
demand for healthcare, as in Figure 1.° The demand for healthcare would be perfectly
inelastic at its “maximum” quantity if healthcare were “free” (it means, without charge to the
demander of healthcare).

Figure 1 — The Effect of Coinsurance on Healthcare Demand According to Zweifel, Krey
and Tagli (2007)

Price and
Marginal Costs
of Healthcare Demand with "free" healthcare

Demand with coinsurance

"True" Demand

Marginal Cost

QO Ql Qmax

Quantity of healthcare

Source: Zweifel, Krey and Tagli (2007, 60).

So, even if the healthcare provision were perfectly competitive the effect of health
insurance would be to increase the demand of healthcare from Qg (its “true” level) to Q; (its
level with health insurance), both quantities determined as usual by the equality of price
(defined by each demand curve) to marginal cost. In the situation that healthcare were “free”
to the individual, it means, if healthcare were supplied by a public provider and funded by
taxes the level of healthcare demand would be maximum (at Qmax). Consequently, if
healthcare provision were perfectly competitive the problem would be just an “excess” of
healthcare demand measured by the difference Q; — Qo.

The scenario gets more complicated if healthcare provision is not perfectly
competitive. In Figure 2 marginal revenue curves were added to the demand curves of Figure
1, in order to represent the imperfect competition case. Then the “excess” of healthcare
demanded is less than in the case of a perfectly competitive healthcare market, but now the
price stays above marginal costs. The result is a mix of demand excess and price increase in

® The idea is that insurance (at least to some extent) reduces adverse wealth effects associated to health problems.
So, with the usual hypothesis of risk-averse individuals, the more an insured person is covered against health
problems, the more his/her consumption of healthcare increases (of course after considering the expenses of the
insured with insurance payments).
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relation to what would happen if the demand were the “true” one even with imperfect
competition (P — Po).

Figure 2 — The Effect of Insurance Coverage on Imperfect Competitive Healthcare
Provision According to Zweifel, Krey and Tagli (2007)

Price, RMg
CMg

Demand with coinsurance

Marginal Cost

"True" Demand

Q, Q

Quantity of healthcare

Source: Zeifel, Krey and Tagli (2007, 79).

There are two problems with that analysis usually applied to health insurance. The first
is that the demand for healthcare is not like ordinary demand, as the demand for shoes. A
consumer may autonomously decide how many shoes she/he would buy according to her/his
preferences, given personal budget and prices. That usually does not happen with healthcare
provision. Normally the kind and extent of the healthcare services the insured may demand
are both previously determined and provided by health professionals, who are skilled
specialists with years of formal studies and learning by doing in their activities.” Those
features make the capabilities and knowledge of health specialists a human specific asset in
the sense of Oliver Williamson (1996, 60). The consequence is that no relationship a priori
can be argued between the expert’s decision and the extension of coverage the insured has, for
the simple reason that the specialist decides according to her/his expertise, and not according
to how much the insured wants to pay. It then becomes clear that there is no clear relationship
between the extension of coverage (measured as the level of coinsurance) and the demand for
healthcare, except perhaps for minor health problems and aesthetic corrections. Surely there is
no such relationship for complex and expensive healthcare procedures, like complex or risky
surgeries, cancer therapy, hemodialysis, etc. The second problem is clearly identified by
Hodgson (2009, 104):

! Hodgson (2009, 103) has already made the same point, and before him Hsiao (1995, 132) who wrote: “Unlike
in the markets for groceries or clothing, asymmetry of information between buyers (patients) and sellers
(physicians) vastly undermines consumer sovereignty”.
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“Furthermore, even when affected by a similar injury or infection, the nature
and severity of the outcome can vary from individual to individual. Health
care needs are idiosyncratic, reflecting substantial physiological and
neurological variations between individuals. Differences in health problems
emanate from differences in past environment and genetic endowment. The
peculiarities often vary significantly from person to person; each patient
requires an individual diagnosis and remedy”.

Hodgson is simply pointing to the ordinary fact that there is no simple univocal
relation between the health problems the patient has and the therapy she/he needs. The
variance among patients and the fact that the health expert defines the kind of health services
the patient need are sufficient to invalidate any presumption of a typical demand curve of the
insured patient for health services. The inevitable conclusion is that the traditional supply-
and-demand apparatus is definitely inadequate to analyze healthcare economics. One needs to
turn to an alternative approach, and that approach must consider transaction costs in
healthcare.? This will be the next subject.

3. Transaction costs in the provision of healthcare services

It should be clarified first that Oliver Williamson’s (1985) conditions for the
significance of transaction costs are all present in healthcare supply. Since Arrow (1963) it
has been recognized that the provision of healthcare is clearly subject to bounded rationality,
complexity and uncertainty, which together provide the occasion for opportunistic
representations according to Williamson (1985). All those features plus the already discussed
specificity of each patient’s therapy suggest that transaction costs are a significant share of
total costs in healthcare provision. In sequence the sources of transaction costs in healthcare
supply are specified, with particular emphasis on the patient-physician relationship.

3.1 Trust in Patient-Physician Relationship

The new research agenda initiated by Arrow (1963) produced a vast research on
market imperfections produced by moral hazard and adverse selection in the insurance
carrier-insured relation, and the resulting deviation from the competitive ideal.” However,
much less attention has been paid to some very important (although brief) insights from that
seminal work. For example, discussing what he calls ‘third-party control’ over payments,
which means the control insurance companies must have over the relation between the health
services supplier (physicians, hospitals etc.) and the patient (who is insured), Arrow (1963,
962) observes that:

The moral hazard in physician’s control (...) shows itself in those insurance schemes
where the physician has the greatest control, namely, major medical insurance. Here
there has been a marked rise in expenditures over time. In prepayment plans, where
the insurance and medical service are supplied by the same group, the incentive to
keep medical costs to a minimum is strongest. In plans of the Blue Cross group, there

8 It will not be argued here that transaction costs paradigm is the only valid approach to understand all healthcare
economic aspects. The hypothesis here is just that transaction costs are significant for the study of healthcare
economic problems, and it invalidates the usual supply-and-demand approach.

% See, for example, Hurley (2000).
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has developed a conflict of interest between the insurance carrier and the medical-
service supplier, in this case particularly the hospital.

Arrow is pointing here to conflicts in the relations between health services providers
and insurers, something that has not attracted much attention since then. Those conflicts are
exacerbated when the health insurance is of the prepayment kind, when the insured pays a
fixed amount regularly (usually on a monthly basis) in advance of any healthcare expenses. In
this case insured health risks are all borne by the insurer, who must face the variance in the
insured’s health expenses. If the insurer is risk averse — a natural consequence of the fact that
he must comply with the financial requirements made by the insurance regulator — there is a
strong reason for the insurance carrier to be quite interested in the costs of the healthcare
supplier. When one admits informational problems between the insurer and the healthcare
provider and so the possibility of opportunism from both sides, it becomes clear that the
relationship between them is not an easy one, which was illustrated by Arrow in the quoted
passage above with the reference to Blue Cross’ problems with hospitals.

In the sequence Arrow observes that:

The need for a third-party control is reinforced by another aspect of the moral
hazard. Insurance removes the incentive on part of individuals, patients, and
physicians to shop around for better practices for hospitalization and surgical care. The
market forces tend to be replaced by direct institutional control (Arrow 1963, 962
emphasis added).

Here Arrow — of course unintentionally — seems to be anticipating Oliver
Williamson’s governance structure analysis. When there is a third-party paying healthcare
costs with severe informational problems it is not enough to talk about contract clauses to
correct price distortions and to realign incentives: one must have institutional controls, it
means one must have a governance structure — in Williamson’s terms — to contain healthcare
costs.

However, the problem actually is even worse than Arrow supposes, for there is more
than a problem of moral hazard induced by the insurer’s promise to pay the healthcare costs
whatever they might be. Trust is deeply involved in the relation between insured and health
provider. It is clearly unrealistic to imagine one quitting over her/his trusted surgeon when
there is the need for a surgery because she/he found a cheaper professional, no matter how
much one loves to ‘shop around’ other goods and services. In fact, the remark on the lack of
motivation of patients to ‘shop around’ for cheaper healthcare is surprising when one
considers the importance Arrow himself attaches to trust in patient-physician relations.

Moreover, discussing the expected behavior of the physician Arrow acknowledges in
another passage the important role trust plays:

It is clear from everyday observation that the behavior expected of sellers of
medical care is different from that of business men in general. These expectations are
relevant because medical care belongs to the category of commodities for which the
product and the activity of production are identical. In all such cases, the customer
cannot test the product before consuming it, and there is an element of trust in the
relation. (1963, 949)

Afterwards, discussing how the physician-patient relation affects the quality of
medical care, Arrow (1963, 951) comments that: “A pure cash nexus would be inadequate; if
nothing else, the patient expects that the same physician will normally treat him on successive
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occasions”. Finally, in the postscript Arrow associates the patient-physician relation to that
kind of “personal and especially family relationships”, which “though declining”, are still
economic relevant “in the most advanced economies” (1963, 967). Not only trust based on
personal relations is actually important to healthcare perceived quality, but also in
contradiction to Arrow’s argument on the decadence of trust in patient-physician
relationships, Hall (2003) presents evidences that trust continues to be strong in those
relations.

The relevance of trust in patient-physician relationship is in the core of the analysis of
transaction costs in healthcare supply in this paper, as that relationship is usually the starting
point for all the health services, which are provided in sequence to the patient. Unfortunately,
until the moment the trust in that particular relationship has not attracted attention from
researchers that employ transaction costs theory. That lack of interest is however
understandable when one considers the fact that Oliver Williamson, the most important
researcher in transaction costs and governance structures has been rather skeptical about trust,
which he has called an ‘clusive notion” (Williamson 1996, 250), but one cannot understand
the patient-physician relationship without incorporating the concept of trust into the
transaction costs analysis. Not surprisingly, Williamson’s lack of interest in non-calculative
trust has attracted some tough criticism from researchers studying the healthcare system,
where trust has an important role in its functioning (Gilson 2003). Yet incorporating trust into
the transaction costs theory is not an easy task, as trust and opportunism (which is one of
fundamental conditions for significant transaction costs) seem to be on opposite sides in
human behavior for opportunism presupposes self-interested calculation, and calculation is
obviously absent when there is trust. Nevertheless some clarifications may help to somehow
incorporate trust in the analysis, trust in the sense of “the emotional bonds and obligations
generated through repeated interaction, empathy and identification with the other’s desires or
intentions, or the desire to treat the other as | would wish to be treated myself” (Gilson 2003,
1456).

First, trust in the patient-physician relation does not exclude opportunism, for trust is
asymmetric in that relation: the patient trusts the physician more than the physician trusts the
patient, as the physician concentrates the knowledge about how to handle the patient’s health
condition. Second, while trust plays an important role in the patient-physician relationship,
trust does not seem to play any significant role in the physician-insurer relationship, which
seems to be governed only by rational calculus on both sides, and that opens way to
opportunism for both parties. Third, and perhaps more important to transaction costs analysis,
trust in patient-physician relationship generates switching costs for the insurance carrier as the
patient will usually resist to abandon his trusted physician, even when the physician
recommends expensive therapies.’® In fact, trust makes the patient-physician relationship a
typical “small numbers relation” (Williamson, 1985), which is the final and essential
condition for transaction costs to be relevant. Trust increases as the physician accumulates
knowledge and particular capabilities suited to the patient’s health idiosyncrasies, which is a
specific asset.

But the small numbers nature of the relationship between patient and physician has
consequences that surpass their immediate relation. As the physician usually is the gatekeeper

19 The point that trust and liking can be sources of transaction costs through switching costs has been already
made by Nicholson, Compeau, and Sethi (2001, 12).
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to the supply chain of healthcare services and products the patient must access to implement
the therapy, the small numbers character of the patient-physician relation extends to the other
parts of the healthcare supply chain the physician recommends to the patient (hospitals,
laboratories, other specialists for more complex and specialized levels of care,* etc.).

Such effect of extending the small numbers character of the patient-physician relation
to other parts of healthcare supply chain put the whole pack of goods and services of a
therapy outside the scope of price and cost control, which is the objective of the health
insurer. Actually, notwithstanding the voluminous literature concerning empirical tests on the
existent physician-induced demand, the issue is not if the physician will or will not induce
demand to increase her/his revenues. The issue is that any independent professional included
in the healthcare supply chain — i.e., independent from a health insurer — does not have the
same objectives as the insurer’s. While the insurer wants to contain costs, the health
professional decides in conformity with her/his knowledge, her/his experience, and her/his
personal evaluation: even when the health professional is not acting opportunistically to
increase profits or revenues, she/he is unconcerned about cost containment, and that ensues
consequences for the management of the health supply chain, as will be discussed in the next
subsection.

3.2 The Management of the Health Supply Chain

Unfortunately Arrow did not develop the insight of the need for a third-party
institutional control on the health provision costs, but managed care® (originally developed in
the United States in the seventies) introduced a form of institutional third-party control in
healthcare services very similar to Arrow’s anticipation, and managed care has assumed a
central role in the working of healthcare systems not only in the U.S., but also in countries
with a large share of private agents in healthcare like Brazil. So, that insight is of great
importance to the comprehension of how the healthcare supply works, and why it is affected
by significant transaction costs in its operation.

One of most common managed care techniques — either in public health systems like
the National Health System of the United Kingdom or in private health insurance companies —
is the gatekeeper. The function of the gatekeeper — usually a general practitioner — is to
control patient access to secondary care, which is not only more specialized but also serve as
the starting point to even more specialized and expensive levels of healthcare, like tertiary

11 Usually healthcare is divided in four levels: first there is primary care (the first level of consultation), then
secondary care provided by more specialized professionals like cardiologists, psychiatrists, urologists, etc. If
necessary, the professional who provided primary care directs the patient to secondary care specialists, who by
their turn manage the network of the more specialized healthcare services the patient should receive at that level.
The same process of directing the patient and managing the network of healthcare at the proper level happens
from secondary to tertiary healthcare (provided usually for inpatients in need of even more specialized services
like cardiac surgery, neonatal complex treatments, cancer therapy, etc.), and from tertiary to quaternary care
(highly specialized and restricted services, like experimental therapy). The important point here is that at each
level of care there is always a professional or group of professionals managing the network of healthcare
services at that level or guiding the patient to the professionals who will act as gatekeepers of the next level.

2 \Which to date seems rather inconclusive: see Rice (2006).

3 Managed care is a set of techniques designed to control health costs. It usually involves: negotiating price
schemes like capitation payments and rebates that transfer some of the risks to healthcare providers, previous
authorization for complex medical procedures, utilization review, copayments, gatekeepers etc. See Glied
(2000).
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healthcare (as surgeries) or even quaternary healthcare (experimental and uncommon
surgeries).™

The first point about the role of the gatekeeper in the working of any health system is
that not only the general practitioner formally appointed as gatekeeper, but also actually any
organization providing healthcare (like a hospital, a clinic, a medical cooperative etc.) acts as
a gatekeeper to some level of the healthcare supply chain, in the sense that these organizations
control the access of the patient either to the first level of the system or to more complex
healthcare supply chain levels, and so they regulate in some extent the nature and volume of
the provision of healthcare services.’> Consequently, besides healthcare “demand” being
‘irregular and unpredictable’ as Arrow (1963, 948) describes it, the usual hypothesis of
independence of demand from supply is not acceptable as a tool for healthcare economic
analysis.

The second point about the gatekeeper is the fact that the specialist or organization
that acts as a gatekeeper also manages the healthcare supply chain necessary to provide the
service. In other words, the physician, clinic, hospital, etc. who gives the patient the access to
some level of the healthcare system usually selects which health services will be provided,
who will provide that services and when. The management of the healthcare supply chain by
the gatekeeper may be indirect — through a network of associated providers — or direct —
through a vertical integrated healthcare organization, as a hospital that has its own
laboratories, medical equipment for long therapies, etc. In the case of an indirect
management, there will be transaction costs in each node of the providers’ network. In the
case of direct management, transaction costs will be present in the relation between the
gatekeeper and the insurance carrier, if the patient is insured.

The third and more important point about the gatekeeper has direct connection with
what has been said above about the way a health professional decides: as the gatekeeper in
practice acts as the manager of the healthcare supply chain (at least until the next level of
care, where the patient will face another specialist who will act as the gatekeeper of that
level), and given the fact that the gatekeeper is a health professional or a group of health
professionals, it follows that the management of the healthcare supply chain has no relation to
cost containment (even if there is no opportunism by the healthcare provider). It has important
consequences to the regulation of health insurance, as will be seen in the next subsection.

14 See footnote 10 above.

!> The fact that physicians (or healthcare organizations) act in practice as gatekeepers to the following level of
healthcare, combined with the significance of trust in patient-physician relationships paradoxically may render
the obligation of previously visiting a general practitioner as gatekeeper to access the public health system quite
ineffective as an instrument of cost savings. In fact, discussing the adoption of the gatekeeper in OECD countries
and the small cost savings that it generated, Reibling and Wendt (2012, p. 502) point out that:

Our literature review indicates that gatekeeping has the potential to increase efficiency and
reduce costs, but savings are probably smaller than political expectations. One reason for low
cost savings is that many people in free access countries have already voluntarily followed a
gatekeeping patient pathway, as indicated by the high number of persons with a family doctor
who also usually forms the first point of contact in free access systems (...). As a result, most
people in free access systems see no problems in the development towards gatekeeping.

See also Dourgnon and Naiditch (2010).
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3.3. Brazilian regulatory rules and transaction costs in private health provision

When facing the problem of a management of healthcare supply which is at best alien
to cost containment, if not contrary to cost containment (because of opportunism), health
insurers have generally adopted four possible reactions, individually or in some combination:
(1) to increase the price or reduce the coverage of health insurance; (2) to adopt more rigorous
managed care controls; (3) to exercise its monopoly power when negotiating with healthcare
providers, and (4) to vertically integrate reducing the importance of independent healthcare
providers along the healthcare supply chain. Let’s consider very briefly (because of extension
restrictions) each of those four reactions in relation to the Brazilian regulatory frame.

Price and coverage adjustments are very limited due to Brazilian regulations. Health
insurance coverage is determined by the Brazilian regulatory agency, ANS (Agéncia Nacional
de Satde Suplementar — The National Agency for Private Health Insurance and Plans).'® The
price of insurance is free for new contracts (though subject to ANS’s supervision), but the
following price increases are determined by ANS, which again limits the possibility of
adjusting price to cope with the cost management difficulties in healthcare supply chain. To
adopt more severe managed care controls — like denials of expensive health treatments —
usually results in three kinds of problems for health insurers in Brazil: bad reputation,
punishments from the regulatory agency and costly litigations (case law shows that Brazilian
courts frequently adjudicate in favor of the insured). Besides those problems peculiar to the
Brazilian case, there are also the additional administrative costs of adopting managed care
controls. Those additional administrative costs of managed care controls help to explain the
high level of administrative costs of health insurers, notwithstanding the mounting use of
computation and information systems, one of the puzzles Baumol’s ‘cost disease’ thesis
cannot explain.

The option of exercising monopoly power against health providers has been largely
used by health insurers, but in the last years it has produced growing discontent with two
large physicians lockouts. Vertical integration to eliminate independent healthcare providers
has been the only option remaining, which has been increasingly used especially by all kinds
of non-financial firms providing some kind of health insurance coverage (like Brazilian health
maintenance organizations — medicina de grupo — and medical cooperatives), with the only
exception of financial health insurers, which are prevented by Brazilian law from operating
outside the financial sector.

Conclusions

There is an intrinsic incompatibility between health insurer cost containment
objectives and the way the healthcare supply chain is managed by its gatekeepers. This fact is
obscured either by a purely technological approach of healthcare costs like Baumol’s cost
disease theory, or by the traditional supply and demand approach. An alternative approach
based on transaction costs is necessary in order to understand movements like vertical
integration waves as the one happening now in Brazil.

16 The word suplementar in Portuguese (supplementary, in English) refers to the role private health insurance
was supposed to perform in Brazilian health system: it was originally supposed that private health insurance
would only complement the public health system supply. In reality the Brazilian private system duplicates the
public health system.
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