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rivate insurers often pay more to hospitals

than public insurers like Medicare or Medicaid

for the same services.! This leads some stake-
holders to conclude that hospitals engage in “cost
shifting,” the notion that relatively lower public-sec-
tor payments cause hospitals to raise private prices
to make up for losses.? Whether or not cost shift-
ing occurs is key to accurately assessing the impact
of policy or budget decisions that change provider
payment levels by public insurers.

This review first looks at key definitions and concep-
tual issues important for understanding discussions
around cost shifting. It then examines the empirical
evidence of whether substantial cost shifting occurs.
Key findings of the review include the following:

» There is little evidence of a strong and continu-
ing potential for cost shifting by hospitals. The
most recently published studies tend to find
the opposite — that reductions in payments by
public payers are associated with reductions in
private prices.

» Hospitals do not appear to regularly have excess,
unused market power at their disposal, which
tends to leave them without the ability to cost

shift.

» In response to public payment reductions, hospi-
tals are more likely to reduce costs than engage
in cost shifting. Such reductions may decrease
quality of or access to care for patients.

Although this review focuses mainly on hospitals,
it has implications relative to physicians and other
health care providers.

Introduction

Private insurers often pay more to hospitals than
public insurers like Medicare or Medicaid for the
same services.® This and other similar observations
lead some stakeholders to conclude that hospitals
engage in “cost shifting,” in which hospitals respond
to relatively lower public-sector payments by rais-
ing private insurer prices to make up for losses.*
Importantly, the notion of cost shifting entails not
only that lower public prices and higher private prices
are observed together, but also that the lower public
prices caused the higher private prices and that fur-
ther changes in public prices could be expected to
induce offsetting changes in private prices.

Determining that cost shifting is occurring is not
as straightforward as it may sometimes seem, and
evidence for its existence has notable weaknesses.
Although simultaneously observing lower public
and higher private prices may appear to suggest
cost shifting, it does not demonstrate that the cause
of the higher private prices is lower payments from
public insurers.® In addition, although some —
often older — academic studies report evidence
consistent with the existence of cost shifting, newer
empirical studies, often carried out with stronger
data and improved study designs, have not found
evidence consistent with cost shifting.®

This report first reviews some of the conceptual
issues important for understanding discussions of
cost shifting. It then examines evidence on whether
cost shifting occurs. It focuses mainly on hospitals
but also has implications relative to physicians and
other health care providers.
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It is important for policymakers to understand
the evidence about cost shifting.” With cost shift-
ing, reductions in Medicaid or Medicare payments
would increase the amounts paid by private insur-
ers. What's more, higher private prices could
raise the premiums paid for insurance by employ-
ers and, ultimately, by their workers, prompting
concern for policymakers. In the absence of cost
shifting, changes in public payments could have
very different effects. The amounts paid by private
payers would not change, but providers may have
to respond to lower receipts from public payers
through cost-cutting measures or other actions.

Market Power, Hospital
Obijectives, and Cost
Shifting

One important focus of discussions about cost shift-
ing concerns the conditions that must exist for it to
occur. This often brings in questions about mar-

ket power, private pricing methods, and hospital
objectives.

Hospitals commonly have “list” prices for services
but are not usually paid these prices by either pub-
lic or private insurers. Unlike public payers, private
insurers commonly negotiate with hospitals over
whether the institution will be included in the
insurer's network and, if so, the prices to be paid
for services.?

Negotiations are often affected by the amount
of market power held by the hospital (along
with other factors, such as market power held by
insurers).” Hospitals with little market power could
lose too much business and not benefit if they try
to raise prices above a baseline competitive mar-
ket price. On the other hand, hospitals with market
power may be able to negotiate for and benefit
from prices above this level.

The amount of market power held by any given
hospital can be a function of many things.
Hospitals that private insurers would find more
difficult to exclude from their network tend to
have more market power. For example, insurers
may hesitate to exclude hospitals that serve a
large share of a local market with few nearby hos-
pitals providing similar services for the insurer’s
members, or hospitals that are highly regarded
or prestigious. On the other hand, hospitals for
which there are multiple nearby competitors
offering similar, and similarly regarded, services
tend to have less market power.

If hospitals have little or no market power, the
private prices they can negotiate tend to be
constrained by their competitors and generally
unable to vary much above the market price. In
this situation, they would be unable to raise pri-
vate prices to offset changes in public prices,
and there would be no cost shifting. As hospitals
gain market power, the potential for cost shifting
increases.

When hospitals have some market power, which is
not an uncommon occurrence, the key consider-
ation for discussions about cost shifting becomes
what they may be expected to do with it." One
possibility is that hospitals will seek to use it to
their advantage in negotiations. Theoretical
frameworks developed to study cost shifting com-
monly assume that a hospital will do just that by
seeking to maximize the net revenue or profit it
obtains from privately insured patients so that it
can use the resulting resources to help achieve
its overall goals."" Beyond providing high-qual-
ity care, hospital goals may include providing
community benefits; serving publicly insured or
uninsured patients at lower prices; investing in
new equipment; or, in the case of for-profit hos-
pitals, distributing profits to owners. The hospital
can then further these goals by getting the best
possible set of private prices.
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Seeking to maximize net revenues or profits would
not allow for cost shifting. If a hospital always seeks
to take full advantage of whatever market power
it has, it would have no further ability to benefit
from increasing its private prices if public prices fall.
Trying to raise private prices would either not work
or be counterproductive to the interests of a hospi-
tal that already had private prices at the net revenue
or profit-maximizing level.

For a hospital to cost shift in response to a public
payment reduction, it must not already have been
seeking its most desired private prices. Put another
way, it must possess unused market power that it
could have used to get better prices but elected
not to use until the point at which public payments
were reduced. Repeated cost shifting over time
would require a reservoir of market power that was
somehow not exhausted over time.

These theoretical frameworks also offer another
observation. A hospital facing a fall in public
prices might decide to seek to attract more private
patients, which may generate more revenue. In
most economic circumstances, this would require
reducing private prices in order to get more pri-
vate insurer contracts and patients. In this setting,
hospitals would respond to a reduction in public
payments with a reduction in private prices, which
is the opposite of cost shifting."

Since cost shifting does not appear possible for
hospitals that seek to maximize net revenue or
profits, some investigations have considered
whether hospitals maximize revenue at all. One
researcher argued that the complexity of many
health care provider organizations may mean they
do not maximize net revenues or profits.”® Other
analysis raises the possibility that hospitals seek to
attain a goal or set of goals other than revenue
or profit maximization. For example, if a hospital
desires a high volume of privately insured patients
to increase its “prestige,

"

even when that would

not maximize net revenue or profit, the theoretical
opportunity for cost shifting arises.™

The overall takeaway of these analyses is that the
circumstances in which cost shifting could occur
are limited and involve adopting the perspective
that hospitals do not seek to maximize their net
revenues or profits from privately insured patients.
Moreover, even if some market power was to be
available at some point to support a cost shift, that
ability is often finite and does not easily recur.

The Role of Hospital
Costs

Hospital costs are also an important consideration
in cost shifting. Hospitals provide the infrastruc-
ture, staffing, supplies, and other inputs needed
to treat the patients in their facilities. Their costs
can often be separated into fixed and variable cat-
egories. Fixed costs, such as the costs of buildings,
equipment, or staff who are present regardless of
patient volume, don't change with the number of
patients. Variable costs, such as costs for supplies
or meals consumed by patients, or staff whose
presence varies with patient volume, do change
with the number of patients.

Some costs are affected by decisions made by
hospital leaders about the characteristics of the
hospital, such as the extent and types of facilities,
equipment, staffing, and other expenses. Costs
can also be affected by external factors, such as
market prices for supplies or wages. This means
that two hospitals equally able to provide medi-
cally necessary care for a given patient may have
very different cost structures, partly as a result of
managerial decisions.

Conceptual arguments for cost shifting often
incorporate assumptions about the choices hospi-
tals face about their costs when they encounter a
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reduction in revenue from public payers. In some
discussions, there is a presumption that hospital
costs cannot be adjusted: A hospital must incur
some cost to operate and take adequate care of
patients, and this cannot be changed. This can
give rise to the argument that hospitals have no
choice but to raise private prices — to cost shift
— in response to reductions in public payments if
they are to avoid going out of business."

On the other hand, if at least some hospital costs are
under the control of hospital leaders, then hospitals
do, in fact, have another choice: They may reduce
their costs." In this case, private price increases are
not an inevitable response to declining revenue
from public payers. Making changes to the opera-
tions of a hospital to reduce costs may have other
implications for the hospital, its staff, or its patients,
which would be important to consider.

Empirical Evidence on
Hospital Cost Shifting

A body of literature looks at the existence and
importance of cost shifting in practice and consid-
ers alternative potential effects of changes in public
payments. Important groups of findings from this
literature are briefly summarized below.

The Existence of Price
Discrimination and Cross-
Subsidization

Prices paid by private insurers often exceed those
paid by public payers. For example, in one analysis,
prices paid by private insurers to hospitals exceeded
those paid by Medicare by more than 250%."” While
this may look like cost shifting at first glance, it does
not itself show that cost shifting is occurring because
it does not show that the lower public prices caused
the higher prices. Rather, this is evidence of what

economists refer to as price discrimination, in which
different prices are paid by different buyers of a
good. Price discrimination is observed in many sit-
uations where prices for goods or services are set
separately for different buyers, and while price dis-
crimination is necessary for cost shifting to occur, it
can happen without cost shifting."

Similarly, it is sometimes observed that revenue
from the care of privately insured patients often
covers more than their share of the hospital’s total
costs, and revenue from the care of publicly insured
patients covers less than their share. For exam-
ple, the American Hospital Association (AHA) has
reported an estimate of payment-to-cost ratios for
hospitals separately for Medicare, Medicaid, and
commercial payers. The measures they report are
the ratio of the payments received for patients in
each given group to an overall measure of the aver-
age cost the hospital incurs to care for its patients.
In 2018, the AHA reported that the average pay-
ment-to-cost ratio for community hospitals was
144.8% for private payers, compared to 89.3% for
Medicaid and 86.6% for Medicare.” Like price dis-
crimination, this may look like cost shifting, but this
is more properly referred to as cross-subsidization,
and it can arise in many situations in which revenues
or costs are determined separately for different
groups even when there is no cost shifting.

Patterns Over Time in Hospital
Margins

Patterns observed over time in reported hospital
margins can appear consistent with cost shifting.
For example, the AHA has reported payment-to-
cost ratios annually for many years for community
hospitals, and these have been frequently refer-
enced in cost-shifting studies.® Figure 1 shows
some periods in which the reported payment-to-
cost ratios for privately insured patients were rising
at the same time that ratios for publicly insured
patients were falling, or vice versa. Such periods of

Does Shift Happen? Key Concepts and Evidence in the Hospital Cost-Shifting Debate

www.chcf.org 6


http://www.chcf.org

“negative correlation” are particularly apparent in
the 1980s, 1990s, and early 2000s, though after this
period the consistency of the pattern wanes.

Some studies have used these kinds of trends to
argue for the existence of cost shifting, at least for
some periods. For example, researchersin one study
reviewed variations in payment-to-cost ratios for
public and private payers and analyzed state-level
correlations between public and private payment-
to-cost ratios.?! They found that higher margins for
private payers were associated with lower margins
for public payers and uninsured patients and con-
cluded that this relationship indicates cost shifting.”?

Other studies offer criticism of these conclusions.
One study notes factors other than cost shifting that
could cause the trends in payment-to-cost ratios.”®
For example, it argues that between about 1992
and 1997, the rise of selective contracting drove
down private prices at hospitals, while hospital cost
growth independently slowed, raising payment-to-
cost ratios for Medicare and Medicaid. These two
separately acting factors — rather than cost shift-
ing — helped explain the negative correlation. This
study also argues that between 1997 and about
2008, managed care backlash reduced the market
power of insurers relative to hospitals, increasing
private payment-to-cost ratios at the same time the
Balanced Budget Act of 1997 reduced Medicare
payments. This could be a possible reason for the
negative correlation during this era that is different
from cost shifting.

Other researchers have pointed out another plausi-
ble explanation for the observed pattern of negative
correlation, which is that hospitals can gain market
power from a variety of sources, such as hospital
consolidation.” Hospitals that gain market power
may use it to negotiate increased payments from
private payers, which would tend to increase the
total revenue of the hospital. They may, in turn,
use the increased resources to make fixed-cost-
increasing changes to hospital operations, such as
increasing staffing, expanding service lines, adding
patient amenities like larger or renovated rooms,
or increasing capital expenditures. Such changes
might make the hospital more attractive, benefit
patients or staff, and help it maintain or improve its
market share. But they also increase its overall cost
of operations for all patients, whether they are cov-
ered by private or public payers.

If this happens, payment-to-cost ratios for public
payers will tend to decline; if payments remain
stable, the increase in costs will reduce the ratio.
But at the same time, ratios for private payers will
tend to increase as the payment rates from private
payers rise even relative to the increase in costs
that is spread over all patients. This may produce
the observed negative correlations but would not
indicate cost shifting. The same authors also found
that hospitals with larger apparent Medicare losses
had higher costs per discharge and were not less
profitable overall than hospitals without Medicare
losses, which is consistent with the explanation
they offer.
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Figure 1. Aggregate Community Hospital Payment-to-Cost Ratios for Private Payers, Medicare, and Medicaid
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Source: Trendwatch Chartbook 2022: Trends Affecting Hospitals and Health Systems (PDF), American Hospital Association, October 2023.

Private Payment Responses to
Negative Financial Events

Many studies have analyzed how negative financial
events, such as reductions in public prices, are asso-
ciated with hospital actions, and these can often
provide evidence about cost shifting.”®

One study looked at changes in Medicare payments
to hospitals induced by changes in Medicare poli-
cies from 1995 to 2009 that led hospitals in some
areas to have faster growth in Medicare payments
than hospitals in others.” The study found that areas
with slow growth in Medicare payment rates also
had slower growth in private prices, contrary to the
theory of cost shifting. This researcher posits that
hospitals may have reduced their operating costs
or negotiated for lower private prices to attempt to
increase demand from privately insured patients.

Another study examined hospitals’ responses to
reductions in Medicare payments between 1996
and 2009.% The authors found that lower Medicare

payments were associated with reductions in hospi-
tal revenues beyond what could be accounted for
by Medicare payments alone. This is consistent with
hospitals responding to lower Medicare payments
with lower private prices and is the opposite of cost
shifting. They also found that the hospitals offset
the revenue reductions one-for-one with reduc-
tions in operating costs so that their net revenues
or profits were not changed, which the authors also
interpreted as inconsistent with the existence of
cost shifting.

A third study examined a Medicaid expansion that
shifted a set of patients with disabilities from pri-
vate insurance to Medicaid, effectively reducing
the amounts hospitals were paid to care for them.
Under the theory of cost shifting, hospitals would
be expected to respond by raising private prices. In
fact, this researcher found that private charges fell.?®
It should be noted that the study looked at charges
rather than amounts actually paid, though the
author argues that charges may still be informative.
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A fourth study examined the effect of the stock
market crash of 2008, which likely stressed hos-
pitals’ endowments.” If cost shifting, a natural
response of stressed hospitals would be to raise
private prices to make up for losses. But this study
found no overall evidence of higher prices con-
sistent with cost shifting (although a small subset
of hospitals — likely those with substantial mar-
ket power — did appear to raise private prices).
The study also found that hospitals did appear to
reduce some costs and services.

Finally, a paper analyzed responses of Florida hos-
pitals to Medicare rate cuts between 1997 and
2008. It found that public rates cuts were associ-
ated with an increase in privately insured patient
volume, which is inconsistent with cost shifting
since private price increases would tend to reduce
private volume.®

Earlier Research

There is a substantial body of earlier research on cost
shifting. One researcher reviewed and synthesized
results from a number of studies, including three
that examined changes in Medicare or Medicaid
payments and private revenue primarily in the
1990s, which found mixed evidence on cost shift-
ing.*" These papers tended to find that the degree
of competition in hospital and insurer markets was
associated with the potential for cost shifting. The
review also considered three papers that looked at
changes in Medicare or Medicaid rates primarily in
the 1980s. All found at least some evidence consis-
tent with cost shifting in the 1980s and tended to
show a greater degree of cost shifting than the stud-
ies focused on the later period. These studies also
tended to find that cost shifting declined with the
competitiveness of the insurance market and the
rise of health maintenance organizations (HMOs).

Overall, the review showed that the strongest evi-
dence for cost shifting came from the experience
of the 1980s, and that the potential for cost shifting
had declined over time.

Earlier studies tended to find that cost
shifting declined with the competitiveness of
the insurance market and the rise of HMOs.

Two earlier studies are also consistent with cost
shifting. Data from a survey of hospitals in 1979
were examined, and indirect evidence was found
that increases in discounts given to Blue Cross may
have been associated with increased prices for
other payers.*? Another study looked at how hos-
pitals in lllinois responded to reductions in state
Medicaid payments in the early 1980s and revealed
evidence consistent with cost shifting of a negative
correlation between changes in Medicaid payments
and private insurer prices.*

On the other hand, other studies during this period
reported at best mixed evidence for cost shifting.
One looked at changes in the amount of financial
pressure facing 128 hospitals between 1980 and
1982 and concluded that hospitals reduced costs
but did not cost shift.*® A researcher who also
studied this period, with a different sample of hos-
pitals, did not find strong evidence for a correlation
between the amount of financial need faced by a
hospital and private payer markups.*® Writing in
1993, another researcher concluded that the litera-
ture up to that point “present[ed] a mixed picture
of dynamic cost shifting” and noted that although
some studies did show a potential for cost shifting,
no studies had indicated that hospitals could fully
offset public price reductions through private price
increases, while some studies reported little evi-
dence for any cost shifting at all.*
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Alternative Responses to
Financial Stress

If hospitals do not cost shift in response to reduc-
tions in public payments, they may take other
actions to maintain their solvency. One researcher
identified several strategies: reducing staffing or
wages, changing capacity or service offerings,
changing quality, slowing the adoption of new tech-
nologies, closing or merging, upcoding diagnostic
information to get higher payments from Medlicare,
or changing the relative payer mix (which may entail
changing private prices).”

A large body of literature considers these possible
actions, with several papers having found links
between public payments and lower intensity of
services.*®

Researchers in another study examined the effects
of changes in Medicare payments on nurse staffing
in hospitals and reported evidence suggesting that
reduced Medicare payments were associated with
lower nurse staffing, particularly at non-safety-net
hospitals.*® A 2005 study reported that hospitals
responded to changes in Medicare payments by
shifting coding of patients toward diagnosis codes
with the largest price increases.* An earlier study
from 1987 reported that hospitals responded to
the reimbursement changes from the implementa-
tion of the Medicare prospective payment system
by reducing patient length of stay.* The authors of
another study showed that a cut in Medicaid pay-
ments led to reduced service levels at hospitals.*

More recently, a researcher looked at the decid-
edly uneven experiences across hospitals during
the COVID-19 pandemic.® Hospitals serving larger
shares of less wealthy patients faced more chal-
lenges than those serving smaller shares. This
researcher offered the insight that during this
stressful period, hospitals serving large numbers of

publicly insured or uninsured patients were appar-
ently not able to cost shift.

A 2021 study examined the idea that financial stress
caused by reductions in public payments could
lead hospitals to close or merge, thereby increas-
ing the market power of the remaining hospitals,
which they might use to negotiate for higher private
prices.* Between 2010 and 2016, the study shows,
hospitals with higher shares of Medicare patients
faced a higher likelihood of closure or acquisition
than other hospitals, raising the possibility that pri-
vate prices could be raised.

Conclusion

This review of the literature leads to several
conclusions.

» There is little evidence of a strong and continu-
ing potential for cost shifting by hospitals. The
most recently published studies tend to find the
opposite — that reductions in prices by public
payers are associated with reductions in private
prices.

» It is not clear that hospitals would regularly have
at their disposal excess, unused ability to obtain
higher prices from private insurers, which would
tend to leave them without the ability to cost
shift in response to changes in payment rates by
public payers.

» In response to public price reductions, hospitals
are more likely to reduce costs than to engage in
cost shifting. Such reductions may decrease the
quality or access to care for patients.

Although most of the cost-shifting literature and dis-
cussion have focused on hospitals, questions about
cost shifting can also arise in other contexts, such
as physician services or pharmaceutical products.
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For example, private payer groups have recently
argued that ongoing attempts to reduce Medicare
payments for prescription drugs would cause a cost
shift to private insurers.* However, for cost shifting
to occur, the entities doing the shifting must possess
market power that they have not yet exercised.® In
any case, there is little or no evidence testing the
existence (or not) of cost shifting in these markets.

With respect to hospitals, the view that there is
unlikely to be widespread cost shifting has gained
support, including in commentary by prominent
observers of cost-shifting literature and some state
health policy organizations, including the Vermont
Green Mountain Care Board and the Colorado
Health Institute.”

If cost shifting is not widespread or substantial, poli-
cymakers should not expect that changes in public
payments will substantially affect private prices or
premiums for private insurance. They should also
not assume that changes to public payments will
be benign for providers in that they will be directly
offset by private insurer payments.

In response to public payment reductions,
hospitals are more likely to reduce costs
than to engage in cost shifting. Such
reductions may decrease the quality or
access to care for patients.

The literature suggests that if public payment
rates are reduced by limiting growth over time, it
is unlikely that hospitals will be able to turn to pri-
vate insurers for higher prices to offset the losses.
Instead, hospitals would be more likely to make
changes in staffing, infrastructure, or amenities that
may be important financially but could affect the
quality or types of care delivered. Cost structures
that maintain quality of care may decrease, and the
number of Medicaid patients that providers are will-
ing to see might decline.
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