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Abstract!
This study examines cost-shifting in private, investor-owned Pennsylvania hospitals to construct 
a model of joint cost-shifting and cost-cutting strategies in healthcare finance.   Rather than add 
to the debate about the cause, magnitude, and intensity of cost-shifting, which this study re-
views and for which the jury is still out, it addresses questions about why, when, and how cost-
cutting might be complementary to cost-shifting.  It suggests that cost-cutting may be blended 
with cost-shifting when overheads and transaction costs (typically for administration and regula-
tory compliance) are substantial and cannot be cross-subsidized.  Cost-cutting might also blend 
well where increased charges or list prices to offset reimbursement shortfalls and uncollectible 
payments are capped by payers who will have to bear the financial burden.  The net profit (in-
come) generated from the former method — which this study refers to as indirect (or 
“backdoor”) cost-cutting — represents a variable fraction of the original cost of care.  That per-
centage may be adjusted depending on the amount of operating expenses that needs to be 
covered and based on successful (re)negotiation with payers.  The latter method — which refers 
to direct cost-cutting — seeks at minimum a break-even outcome.  A hospital will not likely real-
ize any net gain under the direct method, but it totally eliminates the net loss arising from price-
capping.  This it achieves by reducing the cost of care to patient cohorts.  Joint and mutually re-
inforcing cost-shifting and cost-cutting strategies should nonetheless be considered along with 
other viable options or alternatives, and in light of the reciprocal choices and actions that payers 
of the new or additional charges are bound to make.!!
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Introduction !!!
Although cost-shifting in the healthcare industry has been discussed and debated, it 
remains today a controversial concept and strategy from a financial, political, public pol-
icy, and welfare standpoint.  As health expenditures continue to rise both microeconom-
ically (household and firm level) and macroeconomically (vis-a-vis GDP), and the United 
States federal government further reins in Medicare and Medicaid costs, the issue 
seems to command even greater attention from healthcare, legislative, and cause-ori-
ented circles more than ever before. !1!
Cost-shifting commonly refers to the practice of charging certain private payers more for 
the same healthcare treatments and services to make up for reimbursement shortfalls, 
given that hospital costs, including staffing, supplies, equipment, and space are general-
ly fixed.  Cost-shifting can also make up for uncompensated care from uncollected debt 
and charity (indigent) care, regardless of how negligible these may be.   In those in2 -
stances, select payers subsidize non-payers and the uninsured.  !!
However, cost-shifting does not usually imply cross-subsidization.  From a healthcare 
financial standpoint, the latter is generally understood to refer to the allocation and 
transfer of a certain portion of hospital revenues collected from profitable practice areas 
or departments and patients (e.g., surgical care and cardiology) to less profitable ones 
(e.g., psychiatry and substance abuse).  While cross-subsidization may be more widely 
used in hospitals, it differs from cost-shifting in that it does not automatically lead a hos-
pital or healthcare organization to charge other departments or patients more simply 
because some departments or patients are less profitable, as cost shifting is bound to 
do.  !!
Neither is cost-shifting synonymous with price discrimination, although the two are re-
lated.  In price discrimination, different payers are treated differently for pricing purposes 
based on their respective market power or influence.  Thus, the intensity of price com-
petition for large employers, or among managed care plans (in placing their enrollees in 
a particular provider network), sharply contrasts with some patients or employers having 
to individually negotiate charges for the same healthcare treatments and services.  
Price discrimination does not imply any causal connection between the different, profit-
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maximizing prices each payer or payer class (cohort) is charged.    On the other hand, 3

while it may imply some form of price-discrimination, cost-shifting is based on the price 
that one payer (such as a private or commercial insurer) is charged to make up for the 
lower price contracted with another payer (e.g., social insurance), and the payment 
shortfalls arising therefrom. ,   One health insurance CEO illustrates the causality by 4 5

means of a balloon analogy: “If you clamp down on one side of a balloon, the other side 
just gets bigger.”  !6!
The debate over cost-shifting in hospitals and other healthcare organizations  — both 
theoretical and practical — is multi-faceted.  The academic literature has had its own 
share of qualifications and reversals.   Is the effect of cost-shifting minimal in absolute 
terms and are occurrence rates relatively low, in comparison to what had been widely 
assumed and reported three decades earlier?   One literature review finds for the affir-
mative,  while another study reports that Medicare in-patient reimbursement rates actu7 -
ally lead to lower private payment rates.    Market (pricing) competition seems to ac8 -
count for a hospital’s general aversion to cost-shifting.7, 8   The implication is that cost-
shifting might be politically useful in fostering support for larger payments or to reverse 
declining payments from social insurance programs, but it is economically flawed.  !!
Yet, others report mixed findings.  There is evidence that private insurance companies 
do not resist hospital cost-shifting and can, in fact, be financially motivated to overpay 
hospitals.  This is because most employer-sponsored private health insurance are cov-
ered entirely by employers who self-insure, while a private insurer’s revenue is tied di-
rectly to its expenses.   Hence, the more health insurance companies spend each year, 
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the more revenue they earn via premium increases the following year.    A recent study 9

of value-based and cost-containment measures introduced under the Affordable Care 
Act (ACA) of 2010  found that nearly 70 percent of the costs of penalties from hospital 10

non-compliance with these measures are shifted to private insurance patients in the 
form of higher private insurance reimbursements to hospitals.  These increased pay-
ments are unrelated to hospital quality improvements, changes in treatment intensity, or 
changes in service mix.1  Uncompensated care may, in some instances, factor into the 
cost-shifting equation.    And cost-shifting from one time frame or market does not ap11 -
ply at another time or place.  Instead, there is growing empirical evidence that private 
and public prices and margins for provider products and services reciprocally influence 
each other.7  These mixed results have led one economist to concede that “[t]o the ex-
tent that hospitals still have some unexploited market power, perhaps some cost shifting 
is possible, but … it is likely to be at a rate closer to twenty cents on the dollar than the 
dollar-for-dollar rate suggested by industry-funded reports.”7 (p.123)!!
In addition to cost-shifting, this study inquires into one under-explored aspect of shortfall 
recovery: cost-cutting.   Cost-cutting measures are often designed in response to the 
refusal of payers to pay increased charges to make up for the healthcare organization’s 
revenue deficit from reimbursement shortfalls (in which case payers might simply opt for 
other insurers).  It could also be because third-party payers refuse to pay for costs unre-
lated to the products and services received by their insured members.    !12

!
Some of the academic literature suggest that cost-shifting at a low rate might depend on 
whether the vast majority of public payer shortfalls are or can be accommodated by 
cost-cutting, rather than cost-shifting.7  The greatest cost-shifting, in fact, occurs in hos-
pitals with higher shares of private insurance patients.1   One study reports a slightly 
nuanced finding:  Reduced Medicare payments were offset dollar-for-dollar by price in-
creases to private insurers in the 1980s.  However, just a decade later, Medicare pay-
ment reductions had directly resulted in much lower hospital profits and directly trig-
gered reductions in beds and nurses (but not high-tech equipment purchases), assum-
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ing the affected hospital had not close down.   Then, as now, because few studies have 13

examined cost-shifting in specific, local healthcare markets,  the joint effects of cost-14

shifting and cost-cutting have not been sufficiently identified and analyzed.  !!
Premises considered, this study explores the interdependency of cost-shifting and cost-
cutting measures against the backdrop of increasing cost of care, declining reimburse-
ments, and profit (or income) losses, whether actual or potential.  In doing so, it draws 
attention to the complementarity of financing options that otherwise tend to be disre-
garded or deemed mutually exclusive.  From there, it discusses their theoretical and 
practical implications for the financial management of healthcare organizations.!!!!

Methods!!!
Appendix A shows the nine (10.5 percent) out of 86 for-profit or “investor-owned” hospi-
tals in the Commonwealth of Pennsylvania, as of July 2018, that we selected at random 
from a combined spreadsheet list generated from the Commonwealth of Pennsylvania 
Department of Health  and The Hospital and Healthsystem Association of Pennsylvania 15

(HAP).   These two spreadsheet lists were matched to eliminate duplicate and incom16 -
plete entries.  Pennsylvania’s 86 for-profit hospitals constitute 34.5 percent of the 249 
state-licensed hospitals and VA-operated hospitals in July 2018.  The average licensed 
bed capacity for these 86 for-profit hospitals was 100.  The average was 185 licensed 
beds for our nine sampled hospitals, which reported an average total margin of $7.98 
percent in 2018 ($7.98 left over, post-tax, for each $100 in revenues).  Of the remaining 
hospitals, 148 (59.5 percent) were non-profit and 15 (6 percent) were public hospitals 
owned by the federal government, state government, and city of Philadelphia.15, 16!!
Random hospital selection continued until we were able to identify from the lists nine 
hospitals that met our predetermined criteria and 10 percent minimum target for in-
vestor-owned hospitals in the state.   This meant gathering preliminary information from 

! �5

 Cutler DM (1998).  Cost shifting or cost cutting?: The incidence of reductions in Medicare 13

payments.   Tax Policy and the Economy, 12(1998): 1-27.

 Johnson AN, Aquilina D (1982).  The cost shifting issue.  Health Affairs, 1(4): 101-106.14

 Commonwealth of Pennsylvania, Department of Health (2016).  Hospital Reports  (Pennsyl15 -
vania Health Statistics).  Available at:  https://www.health.pa.gov/topics/HealthStatistics/Pages/
health-statistics.aspx#.WqBIToJG3MU (accessed July 30, 2019).

 The Hospital & Healthsystem Association of Pennsylvania (2018).  Interactive Hospital Map: 16

Hospitals and Health Systems of Pennsylvania.   Available at: HAPonline.org (accessed July 29,  
2019).

https://www.health.pa.gov/topics/HealthStatistics/Pages/health-statistics.aspx#.WqBIToJG3MU
http://HAPonline.org


a larger number of hospitals based on our three-fold predetermined criteria: 1) a payer 
mix that includes Medicare, Medicaid, commercially insured (whether employer-provid-
ed or self-purchased), and self-paying in-patients;  2) uncompensated care from bad 
debt, including unpaid out-of-pocket costs, and/or charity care; and 3) adoption by the 
hospital of cost-shifting and cost-cutting initiatives to address reimbursement shortfalls 
and other sources of in-patient revenue loss.!!
Data gathered in 2018 from these nine hospitals was aggregated and averaged to allow 
us to construct a simplified and idealized model of joint and mutually reinforcing cost-
cutting and cost-shifting in the for-profit hospital sector.  Our model is based on a payer 
mix of 1,000 in-patients during a hypothetical hospital fiscal year.  Cost of care (actual 
expenses incurred by the hospital) for each patient was unitized and contained to 
$1,000 for said fiscal year (i.e., before adding in operating expenses).  Cost of care was 
initially held equal to charges (or list prices) either billed to payers or treated as uncol-
lectible before cost-cutting was initiated.  We make no representativeness presumption 
about our randomly selected hospitals. They served mainly to identify and classify 
costs, charges, revenues, and profits (or income) relative to various patient cohorts in 
constructing our cost-shifting and cost-cutting model.!!!!

Key Variables and Premises!!!
Time frame!
In taking into account the time element in our hospital model, we consider the long-run 
as a period in which factors of production and costs for treatments and services are 
variable.   In the long run, hospitals are able to better adjust their costs after cost-shift17 -
ing and cost-cutting (and other recovery measures) based on costs, charges, revenues, 
and profits from an operating year.  Conversely, in the short run, they are only able to 
influence prices and charges largely through adjustments made to production levels.  
Fixed costs (salaries and wages, overheads, administrative expenses, etc.), for exam-
ple, are short-run and tend to be time-related.!!!
Government Reimbursements!
Social insurance (Medicare and Medicaid, including the state Children’s Health Insur-
ance Program or CHIP) reimburse at fixed prices set by law that are considerably less 
than the actual cost of patient care.   The trend among our nine surveyed hospitals also  18
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shows declining revenues from social insurance at least over the last five years, since 
fiscal year 2013-2014.  The prospective payment system under Medicare exemplifies 
this trend, since it is based on predetermined, fixed amounts for specific services under 
a classification system like DRGs (diagnosis-related groups) for in-patient services.18  
Medicare and Medicaid make up the largest sources of financing losses at our surveyed 
hospitals (as well as practically every other hospital reported in the academic literature).  
Joint cost-shifting and cost-cutting in our model is designed to offset these losses by re-
assigning them to certain patient cohorts first, and then addressing any necessary ex-
penditure cuts.  For modeling purposes, we make no judgment as to the market power 
of providers or the net burden of the extra charges on payers, which  is often estimated 
by economists using the actual amount by which annual premiums increase from cost-
shifting.   But any added financial burden might also be moderated, among others, by 19

government subsidization of the costs that hospitals would otherwise be inclined to shift.!!!
Uncompensated care!
Bad debt, unpaid out-of-pocket expenses, and indigent care, regardless of how negligi-
ble they may be, are treated as equal targets of cost-shifting in our model, given the 
trend nationwide and among the nine surveyed hospitals.2, 11  In controlling for extrane-
ous factors, our model does not identify a crossover point in which these collective 
sources of uncompensated care might trigger cost-shifting and/or cost-cutting.!!!
Price differentials!
Price discrimination is excluded in our model, since pricing and charging under that 
strategy are based on what the market can bear relative to a profit-maximizing price 
charged to each payer.   However, we retained three price discrimination premises 
which are applicable to cost-shifting: 1) Hospitals may charge different payers different 
prices (including charges after a negotiated discount) for the same treatments and ser-
vices, as some payers are more price-sensitive; 2) The higher price charged to some 
payers (including self-payers) should average the relationship of cost to treatment or 
service for each patient served;  3) The higher amount paid by certain payers might be 
intended not only to address below-cost reimbursements, but also the volume of payers 
and the desired total margin, especially of a for-profit hospital or healthcare organiza-
tion.  To simplify these price differentials, our model does not include any contractual 
allowances, which are different from underpayments or shortfalls, and which represent 
the difference between hospital charges and social insurance payments.!!
The propensity to shift and cut costs tend to increase when fixed costs rise (especially 
overheads and administrative expenses), the payer mix changes, the number of less 
price-sensitive payers grow, which might cause hospitals to raise their mark-ups on oth-
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er payers,  and/or a hospital’s or healthcare organization’s market power (e.g., to nego20 -
tiate better rates with third-parties) considerably weakens.7  !!!
Joint effect!
Some studies suggest that hospital cost-cutting, if done efficiently, could absorb reim-
bursement shortfalls from either public or private payers.  For this reason, capping hos-
pital reimbursement rates by the federal government has been advanced.  Yet, the con-
verse has also been vigorously asserted:  Cost-shifting is unfair and is the inevitable 
consequence when public and private payers fail to creatively restructure their reim-
bursement policies, so that they can appropriately reward cost-effective providers.14  
This view has been partly operationalized in terms of the value-based payments and 
patient readmission reduction program launched under the ACA, albeit some in ways 
that are yet to be understood. ,  !21 22

!
The effects of cost-shifting and/or cost-cutting from either causality has time and again 
been raised and debated.  It is not our purpose here to inquire about any fundamental 
changes that may be necessary to reform reimbursement policies or encourage alterna-
tive measures to cost-shifting.  Rather, we focus on the joint effects of cost-shifting and 
cost-cutting on revenue collection and net profit, ceteris paribus.  !!! !

Cost-Shifting by Payer Mix!!
Table 1 shows the payer mix in our model Pennsylvania investor-owned hospital, with 
1,000 in-patients and $1,000 in total cost of care per patient. Cost of care covers bed 
days, supplies, therapies, labs, MRI and CT, emergency room, drugs, operating room 
and services.    We made hospital-billed charges (list prices) equal to cost of care for 23
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control.  This parity allows for the initial exclusion of overhead and transaction costs as 
well as any hospital mark-ups,23 until the succeeding section on cost-cutting.  In-patient 
revenues are the payments received by the hospital from fixed reimbursement rates, 
price-discounted rates negotiated directly with commercial insurers, subscriber fees for 
capitation-based plans, and other financing arrangements.  Third-party reimbursements 
include amounts for every service delivered (fee-for-service), for each patient day in the 
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hospital (per diem), for each episode of hospitalization (e.g., DRGs), or for each patient 
counted under hospital care in a given time frame (capitation).23!!
Medicare, Medicaid, and CHIP cover approximately one out of every three patients in 
our model.  These social insurance programs have policies to control pricing, including 
the prospective payment system, physician fee freezes, and non-compliance penalties 
under the ACA’s incentive programs.  The average reimbursements to our sampled 
Pennsylvania hospitals are 85 percent for Medicare patients and 80 percent for Med-
icaid and CHIP patients, which closely resemble statewide trends in Pennsylvania. ,   24 25

Reimbursement shortfalls from these programs create significant financial pressure on 
providers to stop accepting patients, or to at least reduce patient volume, on Medicare, 
and more so on Medicaid.  If trends persist, some Pennsylvania healthcare agencies 
are concerned that Medicare and Medicaid patients will eventually crowd out urgent 
care centers and hospital emergency rooms.!!
Private or commercial insurance — mostly employer-provided — cover half of all pa-
tients in our simplified model.   Because hospitals in Pennsylvania and every other state 
charge different rates to different payers, their list prices bear little connection to what 
insurers and patients end up paying.   It is also the case nationwide.18  Lower than cost 
reimbursements from of many insurers are often the byproduct of discounts obtained 
from their substantial bargaining and contracting power.  For this reason, we divided pri-
vately insured patients into three main classes in Table 1: 1) non-capitated managed 
care plans (mostly PPO, POS, EPO) that pay charges minus rate discounts, with an av-
erage weighted discount across the nine sampled hospitals of about 90 percent;  2) 
capitation-based managed care plans (the vast majority of which are HMOs) whose av-
erage weighted per subscriber price is approximately $830; and 3) private or commer-
cial health insurance which is billed and pays at full charge.   In Pennsylvania, managed 
care refers to capitated and non-capitated plans alike, including HMOs, GPPOs (“Gate-
keeper” Preferred Provider Organizations), IDSs (Integrated Delivery Systems), Hospital 
Plan Corporations, and Professional Health Services Plan Corporations.  !26

!
A small number of patients, comprising less than 3 percent in our model, are paid for by 
other third-parties.  Included in this cohort are payments from Worker’s Compensation, 
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auto insurance settlements, legal liability settlements, a few other health insurance poli-
cies (e.g., VA), and healthcare (i.e., public health) expenditures not otherwise catego-
rized.  In Pennsylvania, several of these payers, like Worker's Compensation, impose 
legislative limits, while some rates may be renegotiated in exceptional circumstances.  
These explain the slightly less than 100 percent collections from the cohort of “other 
third-parties” in Table 1. !!
Self-pay patients consist mostly of uninsured, low-income but Medicaid-ineligible resi-
dents, foreign visitors, and illegal immigrants.   Paradoxically, they also include the 
wealthiest of patients who seek hospital care regardless of the price.  Self-pay charges 
often reflect the hospital’s “chargemaster” prices (or so-called “sticker” prices).  These 
are the top prices used to negotiate discounts with commercial insurers.  Standing at 
almost 11 percent, the self-pay cohort in Table 1 is expectedly lower than public and not-
for-profit hospitals in Pennsylvania.  However, their percentage in our model approxi-
mates the national average, which has been steadily growing since 2016, following 
years of decline after the ACA’s enactment in 2010.   Uninsured Pennsylvania legal 27

residents are required to apply for Pennsylvania Medical Assistance or enroll in the fed-
eral or state health insurance marketplace under the ACA.  !!
Uncompensated care, particularly charity care, has been consistently declining in Penn-
sylvania, which is not the case nationwide.   The combined total of uncollectible debt, 28

including unpaid out-of-pocket expenses, and charity care (both free and discounted 
care for low-income and indigent patients) accounts for just slightly over 2 percent of the 
total patient population as well as hospital costs and charges in Table 1. Actual 
statewide figures for the cost of uncompensated care relative to net patient revenues 
have declined each year from 2.81 percent in FY 2013 to 1.74 percent in FY 2017.   In 29

contrast, the nationwide figure remains stable at 4.2 percent.2, 11,   30
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Setting aside commercial insurance discounts, the net impact of social insurance un-
derpayments and uncollectible charges in our model is a profit (income) loss of 13.2 
percent, or approximately $132,000 in patient-related hospital expenses.  In seeking to 
recover that loss in the succeeding fiscal year and given its long-run implications, a 
hospital will need to initially identify and segregate the patient cohorts that will have to 
bear and share the loss in terms of increased charges.  Medicare, Medicaid, and CHIP 
prices are set by law and, therefore, quite low.  Their margins for hospitals are also de-
clining over time.  In addition, there are heavy transaction costs associated with renego-
tiating and contracting any better prices with the federal and state governments that 
supply over 30 percent of hospital patients and thus possess practically irreversible 
“veto” power.  On the other hand, managed care on capitation (mostly HMOs) will not 
pay any more than their subscriber flat dollar rates.   Other third-party payers in Table 1 
are either on fixed rates or have legislated limits.  Further taking out uncompensated 
care leaves cost recovery to be assumed by non-capitated commercial insurance with 
discounted rates, private insurers that pay full price, and/or self-payers.!!
The new cost-to-charge (CC) per patient can be obtained by dividing the profit loss 
(delete negative sign) in Table 1 by the number of patients per cohort who will be as-
signed higher charges less applicable discounts.  The resulting quotient should be 
added to the original hospital costs:!!!!
! ! ! ! ! Net profit (income) loss! ! CC  =        __________________________________________    + 1,000!!
!                ! # patients to pay increased charges(discount)!!!
     ! ! ! ! ! ! 131,573!        !        =        ___________________________________________   + 1,000!!
!           !        !        !           230(0.90) + 116 + 106!!!
!        =        1,307.12 ($1,307 rounded)!!!!
Multiplying the CC figure from this cost-shifting equation by the number of patients in 
each cohort yields Table 2.   The profit loss of approximately $132,000 has been redis-
tributed in Table 2 to two commercially insured patient cohorts and self-payers in order 
for the hospital to break-even (consider -$50 only as a “paper loss” due to rounding er-
ror).   Collections from these cohorts, representing 45.2 percent of the total patient pop-
ulation, range from 118 to 131 percent of the cost of care.   The size of this payer subset 
will ostensibly bear on the amount of the extra charge.   !!!!

�12



!
Besides offsetting for profit loss, cost-shifting keeps social insurance reimbursements at 
less than cost of care and managed care on capitation at current subscriber rates.  In 
effect, cost-shifting fully subsidizes uncompensated care.  Most for-profit hospitals will 
typically charge other payer cohorts at higher ranges relative to cost of care, since these 
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hospitals will at this point already to consider other expenses (e.g., operating costs and 
margin and intensity of services) and, of course, any mark-ups.  In Pennsylvania, for in-
stance, average private hospital charges in 2017 were 169 percent more than Medicare 
rates or allowable cost.   Be that as it may, the higher new charges in Table 2 (based 31

on $1,307 per patient) allow for the elimination of the net loss in Table 1, making in-pa-
tient revenues essentially at par with cost of care.!!
Table 2 illuminates cost-shifting as a financial strategy to reverse the adverse effects of 
underpayments and uncollectible payments.  However, some studies assert that the 
cost-shifting justification for escalating price increases is but a myth.  Reductions in 
hospital in-patient revenue from Medicare have been directly linked to greater declines 
in total revenues of hospitals, thus suggesting that hospitals do not engage in robust 
cost-shifting.21,    Another study reported that a 10 percent reduction in Medicare pay32 -
ments from 1995 to 2009 was associated with a nearly 8 percent reduction in private 
prices,  while a third study revealed that a $1 reduction in Medicare in-patient revenue 33

correlated with an even larger reduction of $1.55 in collectible revenue.    These find34 -
ings would probably be inconceivable if hospitals were compensating for lower 
Medicare revenue by charging private insurers and self-payers more.34   One other pos-
sible indication of the lower propensity to cost-shift is a study showing that hospitals 
billed an average of 3.5 times what they actually received in payments for all services 
rendered (in 2015).9   However, this could also be interpreted as the difference between 
heavily marked-up hospital prices and third-party reimbursement rates.!!
What seems to largely account for constantly rising charges is monopoly exploitation, 
especially by so-called “must-have” hospitals and other similarly positioned healthcare 
organizations.    As one health economist noted, “[i]n regions of the country where hos35 -
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pital markets are highly concentrated — with one or two major players — prices are 
substantially higher than where several hospitals compete against each other on quality 
and price.”   Thus, “hospitals that face little competition are less efficient and have 36

higher costs,” and when there are relatively “few competing hospitals to turn to, private 
insurers have little choice but to cover those high costs.”34    Hospitals which are general-
ly averse to cost-shifting tend to adjust their operating expenses over the long run.9, 21, 32  
However, there is no telling yet if monopoly exploitation is firmly entrenched in the hos-
pital or healthcare sector or a current trend that will come to pass.  The hospitals we 
surveyed cost-shift for a variety of reasons, including sheer persistence of conventional 
policy and practice, logistical convenience, strategic bias, insufficient market signals, 
and short-run revenue need and other temporal financial conditions. !!!!

Direct and Indirect Cost-Cutting!!!
We find complementarity between cost-shifting and cost-cutting measures in at least 
two specific instances based on the experience of our surveyed hospitals.!!
The first one is what we refer to as indirect (or “backdoor”) cost-cutting.  Hospitals and 
other healthcare organizations are likely to resort to cost-cutting to cover for operating 
expenses, particularly when these expenses are substantial. Moreover, these expenses 
are not typically built into the cost of patient care.23   In Table 1, we made costs identical 
to charges to isolate overheads and transaction costs.   Most of these transaction costs 
arise from record-keeping for claims submission and billing, along with payment collec-
tion, insurance-related costs (of negotiation, contracting, and decision-making), and le-
gal and regulatory compliance.  Transaction costs may be less obvious than patient 
care-related expenses.  But they are often high and fast-growing.  They bear directly 
and heavily on a hospital’s bottom-line, averaging around 25 percent of every U.S. dol-
lar charged by both private and non-profit hospitals nationwide. ,  !37 38

!
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If cost-cutting is intended for (still unbilled) overhead and transaction expenses, the ad-
ditional charge can be calculated and expressed as a fraction of the CC.  Assume such 
additional charge is equivalent to 10 percent of the CC shown in Table 2.  The new 
charge would then be $1,438 per patient ($1,307 + $131).  Table 3 can be constructed 
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similar to the two preceding tabulations.  However, it should be noted that nothing pre-
cludes a hospital from indirect cost-cutting without cost-shifting at all.!!
In-patient revenue and net profit from social insurance programs, managed care on cap-
itation, and other third-party payers remain constant, while uncompensated care 
(though negligible) incurs the same financial burden to the hospital under Table 3.  The 
rest of the commercial insurers and self-payers will assume the added charges to obtain 
a positive bottom line for the hospital that is sufficient to cover for operating expenses.  
While any legitimate percentage for overheads and transaction costs can be substitut-
ed, we added 10 percent to the CC indicated in Table 2.   This is because overhead and 
transaction costs for traditional Medicare and Medicaid hover around 2 percent to 5 per-
cent, a cost-cutting goal for hospitals advanced over the years by some policy-makers 
and patient advocacy groups.    Some studies claim that a 25 percent operating ex39 -
pense per dollar of patient expense is artificially high and ridiculously driven by lack of 
competition and the ensuing price inefficiencies.34, 35, 36  Meanwhile, a few states have 
successfully slashed their overhead and transaction costs to 15 percent or 16 percent of 
hospital costs.  Maryland, for one, has adopted a combination of all-payer rates and 
global budgeting.  Under this scenario, each hospital has a single set of rates it bills to 
Medicare, Medicaid, commercial insurers, and other payers to contain overall cost 
growth to way less than 25 percent. !40!
The net profit in Table 3 exceeds the original cost of patient care by 5.6 percent  
($56,149) to defray operating costs.  For our model, this also means that a 10 percent 
increase in charges (paid by certain payers) translates into slightly more than half of that 
percentage in hospital net profit.  Space constraints do not permit us to enumerate the 
alternative percentages beyond 30 percent of CC that we considered for overheads and 
transaction costs.  Suffice it to say that any percentage increase between 31 percent 
and 40 percent of CC in our estimation generated a positive net profit equal to approxi-
mately 18 to 25 percent of cost of care.  To illustrate, if the CC were increased to $1,712 
(31 percent of CC) or $1,830 (40 percent of CC), the net profit to the hospital would cor-
respond to approximately $180,000 and $250,000, respectively.   Overhead and admin-
istrative expenses currently average around 25 percent of cost of patient care among 
for-profit and non-profit hospitals alike.37, 38    But they could be attributed to monopolistic 
or oligopolistic pricing strategies when market competition is weak.34, 35, 36!!
In contrast to indirect cost-cutting for operating and related expenses, hospitals might 
find the need to cut cost directly when their charges are capped by payers who will pay 
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the increased charges, or by regulation (if ever there be).  In these instances, the 
amount to use for charges will inevitably default to the price cap, or an average cap if 
successfully negotiated with these payers.  Assume that the $1,307 revised charge after 
cost-shifting (Table 2) is not acceptable.  Any new charge is pegged to a $1,140 per pa-
tient maximum by the least able and willing of payers who will pay the extra charges. !
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This leads us to Table 4.  Based on the $1,140 cap, PPO, POS, EPO, and similar plans 
(that pay charges minus a discount) will pay 103 percent of hospital costs, while the 
other (full pay) commercial insurers and self-paying patients will pay 114 percent on av-
erage. The status quo is is preserved for the rest of the (third-party) payers as well as 
the non-payers.  However, the net loss that confronts our hypothetical hospital — and 
that it needs to cut — is $71,693 to at least break even.  !!
In Table 4, in-patient revenues from the new charges yield about 93 percent of cost of 
care.  In many real-life cases, the average yield is much less.  Regardless of the yield 
percentage, a hospital will most likely need to perform a second-step calculation to re-
distribute the net loss ($71,693) from the cap-based charge, and break even. This can 
be accomplished by first subtracting the loss from the collections (in Table 4) by the cost 
of care for all patients. The difference needs to be divided by the entire patient popula-
tion (cohorts) that will be affected by the cuts.  The emerging quotient represents the 
new cost of care per patient, post-cuts.   Hence,!!!!!!      ! ! !   ! ! Total cost of care — Net loss! !          C (capped)   =    !________________________________!!
!                ! ! !      # patients, all cohorts!!!!!! ! !    =! !         1,000,000-71,693!! ! ! ! ________________________________!! ! ! ! ! !
! ! ! ! ! !      1,000!!!
!  ! !    =      $928.31 ($928 rounded)!!!!
The lower, C (capped) will substitute for the original cost of care (C).  This produces Table 
5, which contains the break-even outcome after the entire net loss ($71,693) is trimmed 
off.  Rounding error yielded a minimal net profit (or “paper” profit) of $307.   Under Table 
5, Medicare and Medicaid and CHIP will continue to pay the same rates set by law.  But 
with cost of care down to $928, the proportion of their reimbursements rise to 92 per-
cent (from 85 percent) and 86 percent (from 80 percent), respectively.   The same may 
be said of capitation-based plans (88 percent from 81 percent) and other third-party 
payers (107 percent from 99 percent).   New charges per patient borne by non-capita-
tion plans (PPO, POS, EPO, etc.), full pay commercial insurers, and self-payers range 
from about 111 percent to 123 percent of C (capped).   Bad debt and charity care expenses 
are fully absorbed under this redistribution scheme.!!!!
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!!
Should a hospital find that it still needs to add in overheads, administration, and related 
expenses (e.g., because it has not done so in its charges), a representative percentage 
for these expenses will have to be estimated and then multiplied by the charges per pa-
tient cohort indicated in Table 5.  By proceeding with the remaining steps laid down in 
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Table 3 (i.e., indirect cost-cutting), a net profit shall be realized under the direct method, 
with sufficient allowance for overhead and administrative expenses.!!!!

Discussion and Conclusion             !!!
Even assuming market competition essentially drives price differentials in hospital 
charges,34  further inquiry into cost-shifting is warranted by at least two reasons.  !!
First, studies of the propensity of hospitals to cost-shift have produced mixed results, 
leading one scholarly review to concede that cost-shifting exists but likely not on a dol-
lar-for-dollar ratio.7   Absent any legal or regulatory prohibition, cost-shifting remains a 
financial option available to and resorted by hospitals even if the market drives down 
prices and payments.  This we found in surveying nine for-profit or investor-owned hos-
pitals in the Commonwealth of Pennsylvania.  With not much tax incentives and gov-
ernment subsidies to compensate for reimbursement shortfalls and uncollectible 
charges, these hospitals may be more inclined to shift costs than government, commu-
nity, and non-profit hospitals.  And considering that over 80 percent of hospitals in the 
United States,9 and 65.5 percent of Pennsylvania hospitals,15, 16 are public or non-profit, 
investor-owned hospitals do not set nationwide trends, including potential spillover ef-
fects of these trends (e.g., hospital mergers to gain leverage for negotiating with third-
parties and vertical integration to set up their own healthcare plans).  But national trends 
do not put cost-shifting to rest.!!
Besides, hospitals and other healthcare organizations might defy economic theory or 
logic and respond in less rational ways for a variety of reasons: persistence of policy or 
practice, logistical convenience, strategic bias, insufficient market signals, and/or short-
run revenue need and other temporal financial conditions.  Hospital pricing and collec-
tion, for example, have become increasingly isolated from and unrelated to the underly-
ing production costs of patient care, especially in the long-run.   The long-run pattern 
has become one of higher, rather than lower, charges or charge-inflation upon negotiat-
ed rates, and the introduction of complexity to contract terms and their enforcement.23    

Hospitals could also act rather impulsively in opting to cost-shift.  Taking a cue from be-
havioral economics, ,  cost-shifting will be pursued, especially in for-profit hospitals  41 42

irrespective of market realities until they are effectively nudged in another direction or 
course of action.  Hence, rather than add to the prevailing debate about its cause, mag-
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nitude, and intensity, we chose to examine cost-shifting strategy in terms of its key ele-
ments, methods, and internal dynamics.!!
Secondly, our survey of select Pennsylvania hospitals revealed points of intersection 
between cost-shifting and cost-cutting.  This we illustrate in Figure 1.  Cost-cutting could 
be a complimentary and reinforcing financing option when overhead and transaction 
costs of healthcare production are substantial and cannot be accommodated by cross-
subsidization, price discrimination, and other measures.    We relied on the conventional 
notion of transaction costs in economics to account for search and information costs, 
bargaining and decision costs, and monitoring and enforcement costs.   Without factor43 -
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ing in transaction costs, it is difficult to understand even the basic functioning of the 
hospital system and find a sound basis for establishing healthcare finance policy.   After 
all, as Ronald Coase reminds us, a firm — of which an investor-owned hospital is — 
needs to be understood as a system of long-term contracts that emerge when short-
term contracts are unsatisfactory owing to the (high) costs of collecting information, ne-
gotiating contracts and making related decisions, and enforcing them.  !44

!
This framework is well-suited to our model, considering that from a hospital or health-
care facility standpoint transaction costs are predominantly the costs of record-keeping 
for billing, claims, and collection, insurance-related activities, and legal and regulatory 
compliance.  Despite the heavy and growing burden they impose on healthcare organi-
zations, transaction costs are not typically or automatically built into the cost of (patient 
care) production.23   Hospitals make up for them (sometimes exponentially) in their 
charges or list prices.  We suggest here that cost-shifting may incorporate transaction 
costs by way of indirect or “backdoor” cost-cutting.  It is an approach that has not been 
sufficiently explored in the healthcare finance literature.  !!
Our sampling of Pennsylvania for-profit hospitals also suggests that cost-cutting may be 
necessary (or more likely) when net profit or income is in the red, often as a result of 
price caps set by third-party payers against charges (or charges with discounts) based 
on their ability and willingness to pay.  This direct method practically reduces the cost of 
patient care across the board, in effect increasing the proportion paid by “underpayers” 
relative to cost of care.  It ultimately leads to a break-even point, for which there is nei-
ther gain nor loss to the hospital or healthcare organization.  !!
In contrast, the indirect method cuts costs by building overhead, administrative, and 
other operating expenses into charges or list prices, rather than cost of care which is 
held constant.  These expenses are passed on to certain payers (i.e., non-capitation 
commercial insurers and self-paying patients).  The yield is a net profit that equals a 
variable fraction of the original cost of care.  It can be adjusted (most likely upwards) 
depending on the magnitude of overhead and transaction costs, and the ability of the 
hospital to negotiate with payers.  This indirect method may be combined with the direct 
method if, for instance, there is no coverage yet for overheads and transaction costs.   !!
There may, of course, be other points of intersection or mutual reinforcement between 
cost-shifting and cost-cutting.   These are collectively designated as “Other” in Figure 1.  
For our hypothetical illustration, we identified and analyzed two key points in this study, 
one each for the direct and indirect methods.  In any case, these intersections suggest 
that less cost-shifting might occur when the vast majority of social insurance shortfalls 
are or can be covered by hospital cost-cutting, rather than cost-shifting.!!
As with any method of reassigning costs, expenses, and charges, the joint use of two or 
more financing strategies will have attendant costs and benefits that will bear directly on 
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the scope and success of their design and implementation.  For instance, in choosing to 
cut cost of patient care under the direct method, a suitable and timely cost-calculus for 
determining which treatments, services, and patients will be (adversely) affected is im-
perative.  A hospital might further restructure its cost-led pricing scheme as a rather in-
evitable consequence of this cost-calculus.  As one study aptly points out, “cost shifting 
can take place only if hospitals both possess market power and have not fully exploited 
it. This limits both the conditions under which cost shifting is possible and its extent. 
Once market power is fully exploited, as it would be by a profit-maximizing firm, there is 
no more [or not much] room for cost shifting.”7(p. 122) !!
Prudence demands that while cost-shifting and cost-cutting might work jointly and effi-
ciently, they ought to be considered along with other viable options or alternatives in 
healthcare financial management.   They should also be considered in light of the recip-
rocal choices and actions that payers of the new charges are bound to make.  As Isaac 
Newton’s law of motion teaches us, “for every action, there will be an equal and oppo-
site reaction.” !45!!!
Financial disclosure!!
The author has no relevant affiliations or financial involvement with any organization or 
entity with a financial interest in, or financial conflict with, the subject matter or materials 
discussed in the manuscript.  This may include employment, consultancies, honoraria, 
stock ownership or options, expert testimony, grants or patents received or pending, or 
royalties.!!!
Acknowledgments!!
The author acknowledges with thanks the helpful comments and suggestions of this 
journal’s anonymous reviewers, and the invaluable research and editorial assistance 
respectively provided by Courtney Frazer and Katelyn S. Mendoza.   As with any work 
of this nature, the usual caveat applies.!!
 !

�24

 Newton I (1687).   Philosophiae Naturalis Principia Mathematica, 1st ed.  London:  The Royal 45

Society.



!

�25


