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The wrong kinds of competition have made a mess of the American 

health care system. The right kinds of competition can straighten it 

out.

 

The U.S. health care system has registered un-
satisfactory performance in both costs and
quality over many years. While this might be
expected in a state-controlled sector, it is
nearly unimaginable in a competitive mar-
ket—and in the United States, health care is
largely private and subject to more competi-
tion than virtually anyplace else in the world.

In healthy competition, relentless improve-
ments in processes and methods drive down
costs. Product and service quality rise steadily.
Innovation leads to new and better ap-
proaches, which diffuse widely and rapidly. Un-
competitive providers are restructured or go
out of business. Value-adjusted prices fall, and
the market expands. This is the trajectory com-
mon to all well-functioning industries—com-
puters, mobile communications, banking, and
many others.

Health care could not be more different.
Costs are high and rising, despite efforts to re-
duce them, and these rising costs cannot be ex-
plained by improvements in quality. Quite the
opposite: Medical services are restricted or ra-

tioned, many patients receive care that lags
currently accepted procedures or standards,
and high rates of preventable medical error
persist. There are wide and inexplicable differ-
ences in costs and quality among providers and
across geographic areas. Moreover, the differ-
ences in quality of care last for long periods be-
cause the diffusion of best practices is extraor-
dinarily slow. It takes, on average, 17 years for
the results of clinical trials to become standard
clinical practice. Important constituencies in
health care view innovation as a problem
rather than a crucial driver of success. Taken
together, these outcomes are inconceivable in
a well-functioning market. They are intolera-
ble in health care, with life and quality of life at
stake.

We believe that competition is the root of
the problem with U.S. health care perfor-
mance. But this does not mean we advocate a
state-controlled system or a single-payer sys-
tem; those approaches would only make mat-
ters worse. On the contrary, competition is also
the solution, but the nature of competition in
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health care must change. Our research shows
that competition in the health care system oc-
curs at the wrong level, over the wrong things,
in the wrong geographic markets, and at the
wrong time. Competition has actually been all
but eliminated just where and when it is most
important.

There is no villain here. Poor public-policy
choices have contributed to the problem, but
so have the bad choices made by health plans,
hospitals, and the employers who buy their
services. Decades of “reform” have failed, and
attempts to reform will continue to fail until
we finally get the right kind of competition
working.

The health care system can achieve stun-
ning gains in quality and efficiency. And em-
ployers, the major purchasers of health care
services, could lead the transformation.

 

Zero-Sum Competition

 

In any industry, competition should drive up
value for customers over time as quality im-
proves and costs fall. It is often argued that
health care is different because it is complex;
because consumers have limited information;
and because services are highly customized.
Health care undoubtedly has these character-
istics, but so do other industries where compe-
tition works well. For example, the business of
providing customized software and technical
services to corporations is highly complex, yet,
when adjusted for quality, the cost of enter-
prise computing has fallen dramatically over
the last decade.

Health care competition, by contrast, has
become zero sum: The system participants di-
vide value instead of increasing it. In some
cases, they may even erode value by creating
unnecessary costs. Zero-sum competition in
health care is manifested in several ways: First,
it takes the form of cost shifting rather than
fundamental cost reduction. Costs are shifted
from the payer to the patient, from the health
plan to the hospital, from the hospital to the
physician, from the insured to the uninsured,
and so on. Passing costs from one player to an-
other, like a hot potato, creates no net value.
Instead, gains for one participant come at the
expense of others—and frequently with added
administrative costs.

Second, zero-sum competition involves the
pursuit of greater bargaining power rather
than efforts to provide better care. Health

plans, hospital groups, and physician groups
have consolidated primarily to gain more clout
and to cut better deals with suppliers or cus-
tomers. But the quality and efficiency gains
from consolidation are quite modest.

Third, zero-sum competition restricts choice
and access to services instead of making care
better and more efficient. As the system is cur-
rently structured, health plans make money by
refusing to pay for services and by limiting sub-
scribers’ and physicians’ choices. Health plans
and care providers restrict patients’ access to
medical innovations or limit the services that
are covered. Many health plans pay hospitals a
set amount per admission for a given ailment
rather than for a full treatment cycle. This cre-
ates an incentive for hospitals to use cheaper
treatments rather than more effective, innova-
tive ones—and if patients consequently must
be readmitted, the hospitals are paid again.

Fourth, zero-sum competition relies on the
court system to settle disputes. Yet lawsuits
compound the problem. They actually raise
costs directly (through legal fees and adminis-
trative expenses) and indirectly (through the
practice of unnecessary, defensive medicine)—
none of which creates value for patients. More-
over, of the billions of dollars that doctors and
hospitals pay annually for malpractice insur-
ance, less than 30% goes to injured patients or
their families.

 

What Happened?

 

Zero-sum competition in health care is the
consequence of a series of unfortunate strate-
gic choices made by nearly all the actors in the
system—encouraged, and in some cases rein-
forced, by bad incentives introduced through
government regulation. These include:

 

The Wrong Level of Competition. 

 

The most
fundamental and unrecognized problem in
U.S. health care today is that competition op-
erates at the wrong level. It takes places at the
level of health plans, networks, and hospital
groups. It should occur in the prevention, di-
agnosis, and treatment of individual health
conditions or co-occurring conditions. It is at
this level that true value is created—or de-
stroyed—disease by disease and patient by pa-
tient. It is here where huge differences in cost
and quality persist. And it is here where com-
petition would drive improvements in effi-
ciency and effectiveness, reduce errors, and
spark innovation. Yet competition at the level
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How Reform Went Wrong

 

Attempts to reform the U.S. health care system 
have failed because they have been based on the 
wrong diagnosis of the problem.

These reform efforts have not resulted in 
meaningful competition at the level of specific 
diseases and conditions—the level at which 
value is created in medicine. With competition 
at the wrong level, all the system participants—
consumers, providers, employers, and insur-
ers—have acted counterproductively. Some his-
torical perspective appears in the exhibit, “The 
Evolution of Reform Models.”

The managed care era was focused largely 
on cost; reformers treated health care as if it 
were a commodity. To cut their expenses, pay-
ers shifted costs and aggressively pursued bar-
gaining power. Providers did the same. Ser-
vices were rationed, and there were few true 
improvements in efficiency. Ironically, costs 
continued to rise.

In reaction to managed care, reformers tried 
to give patients more legal rights. Those efforts 
ended up saddling health care providers with 
extra regulatory layers—and increased costs. 
Requiring hospitals and doctors to adhere to a 
patients’ bill of rights did eliminate some of the 
more egregious examples of cost-driven ration-
ing by providers, but it also left untouched the 
fundamental cause of providers’ behavior—
namely, competition structured to compel 
players to focus on cost. Costs rose even higher.

When their attempts to fix the system 
through legal and regulatory means proved fu-
tile, reformers began to focus on consumer 
choice—a good topic to examine, but subscrib-
ers’ choice of health plan is not the choice that 
really matters. Consumers today have little 
choice about providers and treatments and are 
in no position to make informed decisions 
given the limited information available to 
them.

Recent thinking on health care reform has 
migrated to improving quality and reducing 
medical errors. Employer consortia are at-
tempting to improve hospital practices by re-
quiring that facilities, for instance, enter treat-
ment orders into a computerized system, 
maintain appropriate coverage in intensive 
care units and emergency rooms, and meet 
volume thresholds for some referrals. These 
are useful requirements, but they do not 
change the underlying incentives for zero-sum 
competition. Similarly, employer-proposed 
“pay for performance” initiatives will help in 
the near term to get more providers to comply 
with current accepted medical standards. But 
this will not be enough to reform the system 
because the incentives are to conform to spe-
cific processes, not to achieve real results. Effec-
tive incentives need to be tied to goals rather 
than means.

Some recently proposed reforms will even ex-

acerbate zero-sum competition. For instance, 
some employer groups advocate “system to sys-
tem” competition, in which physicians are forced 
to commit to one closed network or another. This 
actually limits competition at the level of diseases 
and treatments while accentuating the power of 
a few full-line systems to completely avoid com-
peting at this level. Meanwhile, other proposed 
reforms, such as the migration of some consum-
ers from Medicare to private insurance and the 
purchase of prescription drugs from Canada, are 
not reforms at all. Shifting Medicare patients to a 
private system that is not working is not a solu-
tion. And buying drugs from Canada is the sys-
tem’s latest attempt to shift costs rather than cre-
ate value.

Missing in the discussion about health care 

reform is an understanding of the role compe-

tition plays in driving quality, safety, and effi-

ciency improvements and the type of competi-

tion that will best do so. If the objective is to 

create value, then competition to improve out-

comes and increase efficiency in specific medi-

cal conditions is essential. Getting the level of 

competition right will reduce error and encour-

age the spread of new, excellent practices. 

Reform must focus on the rules, incentives, 

information, and strategies that will enable 

positive-sum competition where it counts—at 

the level of individual diseases and treatments.

    

Focus was on 
costs, bargaining  
power, and 
rationing.

System  
characterized by:
• cost shifting among  
 patients, providers,  
 physicians, payers,  
 employers, and the  
 government
• limits on access  
 to services
• bargained down  
 prices for drugs  
 and services
• prices unrelated to  
 the economics of  
 delivering care

System  
characterized by:
• patients’ rights
• detailed rules for  
 system participants
• increased reliance 
 on the legal system

System  
characterized by: 
• competition among  
 health plans
• information on  
 health plans
• financial incentives  
 for patients

System  
characterized by:
• online  
 order entry
• Six Sigma practices
• appropriate  
 ER staffing
• volume thresholds  
 for complex referrals
• mandatory  
 guidelines
• ”pay for  
 performance”  
 when standards  
 of care are used

System  
characterized by:
• competition at  
 the level of specific  
 diseases and  
 conditions
• distinctive strategies  
 by payers and  
 providers
• incentives to increase  
 value rather than  
 shift costs
• information on  
 providers’ experiences,  
 outcomes, and prices
• consumer choice

Focus was on 
legal recourse 
and regulation.

Focus is on 
choice of 
health plan. 

Focus is on 
provider  
and hospital  
practices.

Focus should be on 
the nature of 
competition.

objective:  reduce costs, avoid costs
PA S T

objective:  enable choice, reduce errors
P R E S E N T

objective:  increase value
F U T U R E
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of individual health conditions is all but absent.
The fundamental economics of health care

are driven at the level of diseases or conditions.
Numerous studies show that when physicians
or teams treat a high volume of patients who
have a particular disease or condition, they cre-
ate better outcomes and lower costs. (For more
on this concept, see the exhibit “Experience
Matters.”) The renowned Texas Heart Institute
(THI), for example, prides itself on having sur-
gical costs that are one-third to one-half lower
than those of other academic medical centers
despite taking on the most difficult cases and
using the newest technologies. Because of its
specialization, THI attracts the most complex
and demanding patients, whose needs produce
even more rapid learning. In health care, as in
most industries, cost and quality can improve
simultaneously as providers prevent errors,
boost efficiency, and develop expertise. As we
have learned in many businesses, “doing it
right the first time” not only improves out-
comes but can dramatically cut costs. The

trade-off between cost and quality in health
care, then, is significantly reduced by competi-
tion at the right level.

Competition at the level of individual dis-
eases and conditions is getting even more im-
portant as medical research reveals that diag-
noses and treatments should be increasingly
specialized. Prostate cancer, for example, is
now understood to be six different diseases
that respond to different treatments. Provid-
ers should compete to be the best at address-
ing a particular set of problems, and patients
should be free to seek out the providers with
the best track records given their unique cir-
cumstances. In the current environment,
where patients’ treatments are determined by
the networks they are in, network providers
are all but guaranteed the business.

 

The Wrong Objective. 

 

Competition at the
wrong level has been exacerbated by pursuit
of the wrong objective: reducing cost. Even
worse, the objective has often not been to re-
duce the total cost of health care but to reduce
the cost that is borne by the system’s interme-
diaries—health plans or employers. The right
goal is to improve value (quality of health out-
comes per dollar expended), and value can
only be measured at the disease and treatment
level. Competing on cost alone makes sense
only in commodity businesses, where all sell-
ers are more or less the same. Clearly, that is
not true in health care. Yet that perverse as-
sumption—which neither buyers nor sellers
really believe—underlies the behavior of the
system participants. Payers, employers, and
even providers pay insufficient attention to
achieving better outcomes and improving
value over time, which are what really matter.

 

The Wrong Forms of Competition. 

 

Instead
of competing to increase value at the level of
individual diseases or conditions, the players
in health care have entered into four un-
healthy kinds of competition, all of which
have unhappy consequences. One is the an-
nual competition among health plans to sign
up subscribers. Because of strong network re-
strictions, however, signing up for a health
plan blocks most of the competition at the
level of diseases and treatments. And because
the commitment between the subscriber and
the health plan is for just one year, both pay-
ers and employers are motivated to engage in
short-term thinking rather than invest in prac-
tices and therapies that will improve value

     

Experience Mat te r s
The more experience physicians and teams have in treating patients

with a particular disease or condition, the more likely they are to create

better outcomes—and, ultimately, realize lower costs. By performing 

particular procedures over and over, teams increase their learning 

opportunities and thereby reduce mortality rates.
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over time.
Another form of unproductive competition

occurs when providers compete to be included
in health plan networks by giving deep dis-
counts to payers and employers that have large
patient populations. There is little or no eco-
nomic rationale for such discounts. It does not
cost less to treat a patient employed by a large
company than a patient who is self-employed.
Health care delivery does not become more ef-
ficient from treating twice as many patients
with a random distribution of diseases; pa-
tients are still treated one at a time and accord-
ing to their particular circumstances. Large dis-
counts in return for increased overall patient
flow simply shift revenue from providers to
health plans or to large employers. This creates
artificial benefits for large groups and shifts
costs to small groups, unaffiliated individuals,
patients seeking out-of-network care, and the
uninsured—with little, if any, compensating
value. Such cost shifting ultimately drives up
overall costs—even to large groups—by in-
creasing the number of uninsured patients
who must be treated in expensive settings
(emergency rooms, for instance) and hence the
amount of free care that must be subsidized.

Providers also compete to see who can form
the largest, most powerful group, able to offer
a complete array of services. Here, too, there
are few efficiencies to be gained, apart from
modest opportunities to share overhead. Hos-
pital mergers often result in two departments
in the same specialty rather than one depart-
ment, even when the facilities are close to one
another. Provider groups are formed not to
create value but to boost bargaining power vis-
à-vis health plans and other system partici-
pants. Throughout Florida, for example, large
hospital networks have won price increases far
above the rate of inflation and unconnected to
any improvements made in quality of care
after threatening to cut off one of the region’s
largest health plans. And because their refer-
rals are heavily skewed toward affiliated physi-
cian groups and institutions, large provider
groups further limit competition at the level of
diseases and treatments.

Finally, there is always a squabble over who
pays. This struggle takes many forms. Providers
and payers try to shift costs to each other. Pay-
ers raise rates on subscribers who become ill.
Providers boost their list prices so Medicare
discounts will not cut so deep. Patients seek

coverage for optional or cosmetic care. And
employers allow health plans to deny payment
to their employees. All of this is costly. None of
it creates value for patients.

 

The Wrong Geographic Market. 

 

Competi-
tion should force providers to equal or exceed
the value created by the best in their region or
even nationally. For the most part, however,
health care competition is local. Such compe-
tition insulates mediocre providers from mar-
ket pressures and inhibits the spread of best
practices and innovations. Throughout the
United States, there is an almost threefold
variation in annual costs per Medicare en-
rollee—from less than $3,000 per patient in
some areas to more than $8,500 in others. Ac-
cording to studies by Dartmouth Medical
School’s John Wennberg and the school’s Cen-
ter for the Evaluative Clinical Sciences, the
higher costs are not associated with better
medical outcomes and cannot be explained by
differences in age, sex, race, rates of illness
(which affect the need for care) or cost of liv-
ing (which affects the cost of delivering care).
These studies did find, as have several others,
major differences across regions in outcomes
and in delivery of care at the disease or treat-
ment level. Such differences are sustained by
the absence of competition.

Localized competition is institutionalized
by health plan policies that require subscribers
to pay most of the costs of out-of-network
care—discouraging them from seeking provid-
ers outside their immediate area—or that pe-
nalize physicians for making out-of-network re-
ferrals. Medicare, for its part, computes HMO
capitation payments at the county level, creat-
ing little incentive for hospitals in different
counties to compete, even if they are only a
few miles apart. Localized competition is also
the result of habit, inertia, and information; as
a matter of course, physicians refer their pa-
tients to nearby doctors—even their Medicare
patients, who have no geographic restrictions.

Though many health care services should
be provided locally, health care competition
should take place regionally, or even nation-
ally, especially for more complex or uncom-
mon conditions. In this way, all providers
would be subject to competitive pressures to
improve. And providers treating less common
conditions, drawing from a wider area, could
serve enough patients to develop the expertise
and efficiency that come with repeated experi-

As we have learned in 

many businesses, “doing 

it right the first time” not 

only improves outcomes 

but can dramatically cut 

costs.
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ence and learning.
An ideal health care system would encour-

age close working relationships between local
providers (for most routine and emergency ser-
vices and follow-up care) and a wide array of
leading providers (for definitive diagnoses,
treatment strategies, and complex procedures
in certain areas). These relationships would
speed up the diffusion of state-of-the-art clini-
cal care and would help to increase quality and
efficiency throughout the system—but they
are often resisted today.

 

The Wrong Strategies and Structure. 

 

Al-
though value is created by developing deep ex-
pertise and tailored facilities in a set of areas
where providers can truly excel, most hospitals
and networks have instead pursued wide ser-
vice lines to negotiate better with health
plans. Hospitals and physician groups have
broadened their services by merging with or
acquiring other institutions, resulting in
roughly 700 hospital mergers between 1996
and 2000 and very high levels of local industry
concentration. In North Carolina, for instance,
only 18 of 100 counties had multiple hospital
systems in 2000. Rivalry is severely limited as
a result.

This reduction in competition produces few
offsetting benefits. As we have discussed, con-
solidation has led to few efficiencies. Nor is it
at all clear that quality is better when the
breadth of services is wider. Though some pa-
tients have multiple diseases, focused institu-
tions can easily cope with this. The M.D.
Anderson Cancer Center in Houston, for exam-
ple, has staff cardiologists but does not main-
tain a full-line cardiology practice. When diffi-
cult cases arise or heart surgery is required, the
physicians at M.D. Anderson consult with out-
side colleagues or refer their cancer patients to
leading cardiac centers.

 

The Wrong Information. 

 

Information is in-
tegral to competition in any well-functioning
market. It allows buyers to shop for the best
value and forces sellers to compare themselves
to rivals. In health care, though, the informa-
tion really needed to support value-creating
competition has been largely absent or sup-
pressed. There is plenty of information about
things that have a modest impact on value—
health plan coverage and subscriber satisfac-
tion surveys, for instance. But much more
relevant is information about providers’ ex-
periences and outcomes in treating particu-

lar conditions. Even this basic information is
unavailable. For example, most hospitals and
physicians do not even provide data on how
many patients with a particular diagnosis or
condition they have treated. Instead, available
information about medical experiences and
outcomes is largely word-of-mouth, even
among physicians, and may be unsupported
by evidence.

There have been efforts to collect the right
kind of information—among them, Cleveland
Health Quality Choice, the Pennsylvania
Health Care Cost Containment Council, and
New York State’s Cardiac Surgery Reporting
System. But these have been small-scale exper-
iments. Providers argue that data on the out-
comes of treatments—appropriately risk-ad-
justed to reflect the complexity or severity of
the patients’ initial conditions—are complex
and difficult to measure in meaningful ways.
Indeed, the collection of outcome information
has been actively opposed by some system par-
ticipants—sometimes for good reasons (the
difficulty of performing risk adjustments, for
instance) and sometimes for not so good rea-
sons (fear of comparison and accountability,
for instance).

Some observers have tried to discredit the
attempts that have been made so far to collect
relevant information. But these experiments
demonstrate both the critical value of having
the right information and the feasibility of de-
veloping it. In Cleveland, the information col-
lected was not disseminated to patients or re-
ferring doctors. Employers, faced with short-
term cost pressures, did not use the data to se-
lect high-quality providers. Patients and doc-
tors were left in the dark. Meanwhile, in New
York, information was collected on risk-ad-
justed mortality rates following cardiac bypass
surgeries performed statewide, and the data
were made more widely available. In response
to the data, cardiac surgery groups pursued
process improvements, and some hospitals re-
voked the privileges of cardiac surgeons with
low volume and high mortality rates. After
four years of published data, New York had the
lowest risk-adjusted mortality following by-
pass surgery of any state in the country.

Encouraging competition at the level of spe-
cific diseases or conditions will speed the devel-
opment of the right kind of information. For
instance, insurer Preferred Global Health
(PGH) helps its subscribers choose among the

Providers should 

compete to be the best at 

addressing a particular 

set of problems.
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world-class providers and treatments it offers
for the 15 critical diseases it covers. To find the
highest-quality providers, PGH identifies those
with the most experience in the most advanced
treatments, documents their effectiveness and
outcomes, and asks them to participate in
quality-improvement processes. PGH’s experi-
ence belies the argument that there is too little
information available for meaningful con-
sumer choice in health care. America cannot
afford to wait for perfect information to be de-
veloped before it can be disseminated. Noth-
ing will drive improvements in information
faster than making the existing data widely
available.

 

The Wrong Incentives for Payers. 

 

Health
insurers should be rewarded for helping their
customers learn about and obtain care with
the best value; for simplifying administrative
processes; and for making participants’ lives
easier. Instead, payers benefit financially from
enrolling healthy people and from raising pre-
miums for or denying coverage to sick people.
Payers have incentives to complicate billing;
they can shift costs by issuing incomprehensi-
ble or inaccurate invoices and by delaying or
disputing payment. They also have incentives
to shift costs or reduce services by putting
roadblocks between patients and care provid-
ers, restricting patients’ access to expensive
treatments and most out-of-network treat-
ments. (Although out-of-network care is not
inherently more expensive, hospitals charge
out-of-network patients list prices that may be
twice as high as negotiated in-network prices.
The difference between the amount the payer
will reimburse and the artificially high list
prices essentially makes out-of-network care
prohibitively expensive for many patients.) Fi-
nally, payers benefit from slowing down inno-
vations that do not show immediate, short-
term cost savings. All these incentives rein-
force zero-sum competition and work against
value creation in health care.

A single-payer system, which has been pro-
posed, would end the practice of excluding
high-risk subscribers. But it would only exacer-
bate all the other skewed incentives by elimi-
nating competition at the level of health plans
and giving the payer more bargaining power
with which to shift costs to providers, patients,
and employers. A single payer would have
greater incentive to reduce its costs by restrict-
ing or rationing services and by slowing the dif-

fusion of innovation. The only real solution is
to change these incentives and open up com-
petition, not to make health insurance a gov-
ernment monopoly.

 

The Wrong Incentives for Providers. 

 

Pro-
viders should be rewarded for competing re-
gionally and nationally to deliver the best-
value care for particular conditions or dis-
eases. Instead, providers’ incentives, just like
the payers’ incentives, reinforce zero-sum
competition in health care. Hospitals and phy-
sicians have incentives to not refer patients to
other providers who may be more experienced
or to make referrals only within their network.
Reimbursement practices encourage physi-
cians to spend less time with patients, dis-
charge them quickly, and readmit them if
there is a problem. While many physicians re-
sist the pressure to undertreat their patients,
this conflict between good medicine and eco-
nomic self-interest demoralizes physicians and
slows the diffusion of best practices.

The threat of malpractice suits creates op-
posing incentives for physicians to overtest,
overtreat, and overrefer their patients. Unfor-
tunately, these incentives to overtreat do not
cancel out the reimbursement incentives to
undertreat. Instead, the result is less effective
clinical practice and mountains of paperwork
that drain doctors’ time. Worse still, the threat
of malpractice suits creates risks for providers
who try to learn from bad outcomes by mea-
suring and analyzing them. Ironically, while
technology has made knowledge diffusion
faster and easier than ever before, the social
and economic structures of the health care sec-
tor work against the rapid dissemination of
learning.

 

Positive-Sum Competition

 

In a healthy system, competition at the level
of diseases or treatments becomes the engine
of progress and reform. Improvement feeds on
itself. For that process to begin, however, the
locus of competition has to shift from “Who
pays?” to “Who provides the best value?” Get-
ting there will require changes in the strate-
gies of providers and payers and in the behav-
iors of employers purchasing health plans. In
addition, some important system infrastruc-
ture needs to be put in place—rules and regu-
lations that shift the incentives and create the
right types of information. Let’s look at each
needed reform in turn.

The locus of competition 

has to shift from “Who 

pays?” to “Who provides 

the best value?”
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Provider Strategies: Distinctiveness.

 

Under positive-sum competition, providers
would not attempt to match competitors’
every move. Instead, they would develop clear
strategies around unique expertise and tai-
lored facilities in those areas where they can
become distinctive. Most hospitals would re-
tain a wide array of service areas, but they
would not try to be all things to everyone. In
most businesses, it is common sense to de-
velop products and services that create unique
value. For many hospitals, developing unique-

ness is a significant change in mind-set and de-
ciding what 

 

not

 

 to do is an even more radical
idea.

 

No Restrictions to Choice. 

 

Under positive-
sum competition, all restrictions to choice at
the disease or treatment level would disap-
pear, including network restrictions and ap-
provals of referrals. Reasonable co-pays and
large deductibles combined with medical sav-
ings accounts would let patients take some fi-
nancial responsibility for their choices. But co-
pays would be the same inside and outside of

     

P itfalls and Potential:
An Overview of What’s
Plaguing U.S. Health Care

In any industry, competition should drive up

value for consumers over time. In health care,

competition is zero sum—value is divided 

(sometimes destroyed) instead of increased.

The system can change if the participants 

strive for positive-sum competition.

Competition is among health plans, hospitals, and 
networks.

The Wrong Level of Competition

Cost reduction; participants try to reduce their own costs  
by transferring them to someone else without reducing  
the total cost. 

The Wrong Objective

Competition is local.

The Wrong Geographic Market

Competition is to sign up healthy subscribers. Methods 
include discounting prices to large payers and groups, 
consolidating to increase bargaining power, and shifting 
costs.

The Wrong Forms of Competition

Information is about health plans and subscribers’ 
satisfaction surveys.

The Wrong Information

Participants build full-line services, form closed networks, 
consolidate with others (thereby reducing rivalry), and 
match their competitors.

The Wrong Strategies and Structure

Payers try to attract healthy subscribers and raise rates  
for unhealthy subscribers. They restrict treatments and out-
of-network services, shift costs to providers and patients, 
and slow down innovation. 

The Wrong Incentives for Payers

Providers offer every service, but often below prevailing 
medical standards. They refer patients within the network,  
if at all; spend less time with patients and discharge them 
quickly; and practice defensive medicine.

The Wrong Incentives for Providers

The Features of ZERO-SUM  
Competition in Health Care
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the network. Antitrust authorities would scru-
tinize system participants so that one hospital
system or health plan did not unfairly domi-
nate an important market.

 

Transparent Pricing. 

 

Prices would be
posted and readily available. Providers would
charge the same price to any patient for ad-
dressing a given medical condition, regardless
of the patient’s group affiliation. Providers
could and would set different prices from their
competitors, but that pricing would not vary
simply because one patient was insured by

Aetna, another covered by Blue Cross, and an-
other self-insured. Payers could negotiate, but
price changes would have to benefit all pa-
tients, not just their own. The cost of treating
a medical condition has nothing to do with
who the patient’s employer or insurance com-
pany is.

Price discrimination not related to costs im-
poses huge burdens on the system today. Hav-
ing multiple prices drives up administrative
costs. Patients covered by the public sector are
subsidized by private-sector patients. And
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Competition is to prevent, diagnose, and treat specific 
diseases or combinations of conditions.

The Right Level of Competition

Improve value – quality per expended dollars over time.

The Right Objective

Competition is at the regional or national level.

The Right Geographic Market

Competition is to create value at the level of diseases or 
conditions by developing expertise, reducing errors, 
increasing efficiency, and improving outcomes. 

The Right Forms of Competition

Information is about providers, treatments, and 
alternatives for specific conditions. 

The Right Information

Participants define their distinctiveness by offering 
services and products that create unique value. The 
system has many focused competitors.

The Right Strategies and Structure

Payers help subscribers find the best-value care for 
specific conditions. They simplify billing and 
administrative processes and pay bills promptly.

The Right Incentives for Payers

Providers succeed by developing areas of excellence and 
expertise. They measure and enhance quality and 
efficiency. They eradicate mistakes; they get it right the 
first time. They meet, exceed, and improve standards. 

The Right Incentives for Providers

The Features of POSITIVE-SUM  
Competition in Health Care The Ingredients for Change

No Restrictions to Competition and Choice
• No preapprovals for referrals or treatments
• No network restrictions
• Strict antitrust enforcement against collusion, excessive 
 concentration, and unfair practices
• Meaningful co-payments and medical savings accounts with  
 high deductibles, all of which will give consumers incentives  
 to seek good value

Accessible Information
• Appropriate information on treatments and alternatives is 
 formally collected and widely disseminated. 
• Information about providers’ experience in treating particular 
 diseases and conditions is made available immediately.
• Risk-adjusted outcome data are developed and continually 
 enhanced.
• Some information is standardized nationally to enable 
 comparisons.

Transparent Pricing
• Provider sets a single price for a given treatment or procedure.
• Different providers set different prices.
• Price estimates are made available in advance to enable  
 comparison.

Simplified Billing
• One bill per hospitalization or per period of chronic care
• Payer has legal responsibility for medical bills of paid-up  
 subscribers.

Nondiscriminatory Insurance
• No re-underwriting
• Assigned risk pools for those who need them
• Required health plan coverage, which would create equity and 
 value throughout the system

Treatment Coverage
• National list of minimum required coverage 
• Additional coverage results from competition, not litigation.

Fewer Lawsuits 
• More information means more disclosure of risks and better-
 informed choices by patients. 
• Lawsuits address use of obsolete treatments and carelessness.
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within the private sector, patients in large
groups are subsidized by the uninsured, mem-
bers of small groups, and out-of-network pa-
tients, who pay list prices. Artificially high list
prices make more patients unable to pay, driv-
ing up uncompensated care expenses, which
leads to ever higher list prices and bigger dis-
counts for large groups. The price disincentives
for care outside of the network stifle competi-
tion, which in turn slows quality and efficiency
improvements that would otherwise benefit all
patients. Without service-by-service competi-
tion, costs spiral ever higher while quality lags.
The cost of dysfunctional competition far out-
weighs any short-term advantages system par-
ticipants get from price discrimination—even
for those firms that currently get the biggest
discounts.

Paradoxically, the most practical way to
eliminate price differentials for favored groups
might be to temporarily institutionalize them.
The federal government could limit the spread
between the most discounted price and the
highest price charged by a provider for any ser-
vice and then reduce this spread each year over
a five-year period. Ending the price anomalies
would put a short-run burden on the biggest
beneficiaries of the current system—master
cost shifters like Medicare and the largest
health plans. But over time, all participants
would benefit from the enormous improve-
ments in value and efficiency.

 

Simplified Billing. 

 

A fundamental function
of pricing is to convey information to consum-
ers and competitors. Current billing practices
obscure that information. Unnecessarily com-
plex billing contributes to cost shifting, drives
up administrative costs, and makes price and
value comparisons virtually impossible. Under
positive-sum competition, providers would
have to issue a single bill for each service bun-
dle, or for each time period in treating chronic
conditions, rather than a myriad of bills for
each discrete service. Many other industries
have solved the problem of how to issue a sin-
gle bill for customized services; among them
aerospace, construction, auto repair, and con-
sulting. A competitive health care industry
could figure it out, too. Competing providers
would also figure out how to give price esti-
mates in advance of service. Such estimates
would not only improve consumer choice but
would also spur providers to learn about their
real costs.

The other major source of billing problems
is that currently, the patient bears the legal re-
sponsibility for bills, even with fully paid-up in-
surance. In positive-sum competition, payers
would bear full legal responsibility for the
medical bills of paid-up subscribers. If provid-
ers bill once and payers cannot shift costs to pa-
tients or providers, much of the confusion in
billing will end.

 

Accessible Information. 

 

Under positive-
sum competition, both the providers and the
consumers of health care would get the infor-
mation they need to make decisions about
care. The government or a broad consortium
of employers could jump-start the collection
and dissemination process by agreeing on a
standard set of information that would be col-
lected nationally on a regular basis. Indeed,
medical information is not unlike the corpo-
rate disclosures overseen by the SEC. The ben-
efits of national comparisons are compelling
and will unleash a tidal wave of improvements
in quality and efficiency.

An obvious—and relatively uncontrover-
sial—starting point would be to collect infor-
mation on specific providers’ experience with
given diseases, treatments, and procedures.
The data would be made publicly available
after a waiting period during which providers
could correct any errors. Over time, informa-
tion about providers’ risk-adjusted medical out-
comes also would need to be collected and dis-
seminated, allowing consumers to evaluate the
providers’ areas of expertise. This information
would be specific to particular diseases or med-
ical conditions, not aggregated across different
areas of medical practice. A productive system
would also collect or disseminate pricing infor-
mation, enabling comparisons for specific
treatments or procedures.

 

Nondiscriminatory Insurance Underwrit-
ing. 

 

Two anomalies mar the pricing of health
plans. First, people who are included in large
risk pools (such as those who work for big
companies) can get a reasonably priced health
plan even if someone in the family has medi-
cal risks. But those without access to such a
pool (such as people who work for small firms
or are self-employed) will pay very high prices
if a family member has medical risks. Realistic
reform efforts need to assume that health care
coverage will continue to come mostly from
employers. However, risk-pooling solutions
need to be developed for those who are self-
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employed, employed by small firms, employed
part-time, or unemployed. For example,
smaller companies are joining consortia for
health plan purchases. For high-risk people
unable to buy health plans, assigned risk
pools, like those used in automobile insur-
ance, will need to be developed.

In addition, people in small groups or with
individual insurance policies face the likeli-
hood that their premiums will rise sharply if
someone in the family actually develops an ex-
pensive medical condition, even if the family
has paid premiums for years without making
large claims. This practice, known as “re-under-
writing,” negates the purpose of health insur-
ance and must be eliminated.

 

Fewer Lawsuits. 

 

Malpractice litigation and
the associated defensive medical practices
inflict huge costs on everyone, and they have
done little to raise the quality of health care.
Indeed, the threat of malpractice creates in-
centives for physicians and hospitals to hide
their mistakes rather than own up to and
eliminate them. Standards for malpractice
litigation need to change. Lawsuits are ap-
propriate only in cases of truly bad medical
practice, such as negligence, the use of obso-
lete treatments, or carelessness, not when a
patient had a bad outcome despite receiving
appropriate, up-to-date treatment. With
better information and no restrictions on
choice, many lawsuits will be averted. The
money spent on enabling information and
choice is an investment in removing billions
of dollars of administrative and legal costs
from the system.

 

National List of Minimum Coverage. 

 

The
current system of individual negotiation and
litigation over coverage is expensive. A bet-
ter system would mandate a minimum level
of coverage with a national list (such as the
one used in the Federal Employees Health
Benefits Program). Health plans could
choose to cover more services and treat-
ments for competitive reasons, but they
could not be forced to do so by lawsuits. This
change would refocus health care expendi-
tures from malpractice premiums to deliv-
ery of care for more people.

 

Payer Strategies: Choice and Efficiency.

 

Positive-sum competition would induce pay-
ers to compete to create value, not just to
minimize cost. They would simplify billing
and administrative processes. They would

serve subscribers by identifying treatment
alternatives and providers with excellent
outcomes. They would help subscribers to
know when and where it is appropriate to
travel outside of their immediate areas for
quality care. (Some payers have begun to
post information about treatments and pro-
viders on their Web sites, but the informa-
tion is often only about those treatments
and providers within a small radius around
the subscriber’s ZIP code.) The best payers
would be able to recommend effective dis-
ease-management options for subscribers
with chronic conditions. Competition would
shift to providing information and excellent
service. Attempts to limit patients’ choices
or to control physicians’ behavior would
end.

 

Accelerating the Transformation. 

 

Two
other steps would accelerate the transforma-
tion in health care—one a transitional change
and the other a larger, more controversial one.
The transitional step, with major symbolic im-
portance, would be the creation of a short-
term mechanism to encourage the diffusion of
promising new approaches to care that are ini-
tially expensive. One model would be for
Medicare, traditionally slow to adopt new
treatments, to create an Adoption of Innova-
tion Fund to support the spread of promising
FDA-approved therapies to patients. Provid-
ers, working with technology suppliers, phar-
maceutical companies, and payers, would
compete to win the funding under well-de-
fined standards for institutional review and in-
formed patient consent. In time, such a fund
may not be needed as positive-sum competi-
tion takes hold. As a transitional device, how-
ever, it would speed treatments toward lower
cost and wider adoption.

The larger, more controversial step would
be for the government to require health cover-
age for all, with subsidies for low-income peo-
ple. With required health care coverage, every-
one would be a paying customer concerned
with the value of health care. While subsidies
to low-income people would drive up health
care expenditures, there would be offsetting
cost savings and revenues. The huge cost of
free care would be eliminated, and providers
would no longer have to raise their prices to
cover it. Cost savings would result from more
care delivered at the right time rather than
after complications have developed, and in
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cost-effective settings rather than in emer-
gency rooms. Additional revenues would come
from people who can afford coverage but who
choose not to buy it and become part of the
uncompensated care pool if they become ill or
injured.

 

Employers Should Lead the Way

 

Companies have a lot at stake in how the U.S.
health care system performs. Businesses’
health care costs have outpaced inflation in 13
of the last 17 years, reaching more than $6,200
per employee in 2003. Double-digit increases
the last three years, projected to continue in
2004, have caught senior management’s atten-
tion. A Hewitt Associates study of 622 major
U.S. companies found that 96% of CEOs and
CFOs are significantly or critically concerned
about health care costs for 2004, and 91%
voiced the same concern for the impact health
care costs will have on their employees.

As major purchasers of health care services,
employers have the clout to insist on change.
Unfortunately, they have also been part of the

problem. In buying health care services, com-
panies have forgotten some basic lessons about
how competition works and how to buy intelli-
gently. Ignoring differences in quality, compa-
nies have bought health plans based on price
rather than value. They have delegated the
management of their health plans to parties
whose incentives were not well aligned with
the companies’ attempts to maximize value or
with the well-being of employees. Hence, em-
ployers have become unwitting conspirators in
a troubled system.

They should have known better. Few prod-
ucts or services are really commodities—espe-
cially not complex services like providing qual-
ity health care. The relevant standard should
be value, not cost. Companies know that expe-
rience and expertise simultaneously improve
quality and reduce cost. They know that inno-
vation is crucial to progress, not an expense to
be suppressed. And they know that relevant in-
formation is essential to good decision making.

Some employers have started to purchase
health care services differently. And consortia
like the Leapfrog Group (a coalition of 150
public and private organizations that provide
health care benefits) are working to improve
the quality of health care; Leapfrog’s focus is
on reducing the high incidence of errors in U.S.
medical care. These efforts are important, but
they will be even more effective when they
focus on the power of competition. Rather
than approve hospitals or tell them how to run
their operations, employers need to insist that
choice and information be made truly avail-
able at the level of specific diseases and treat-
ments so that patients and referring physicians
can choose providers that use efficient, state-
of-the-art methods of care. Leapfrog is moving
in this direction with its efforts to promote re-
gional referrals for high-risk surgeries to highly
experienced providers. Honeywell is also mov-
ing in this direction by hiring Consumer’s Med-
ical Resource, a decision-support service that
provides independent information on diag-
noses and treatments to employees.

The newest employer initiatives, known as
“pay for performance,” set higher reimburse-
ment rates for providers that comply with spec-
ified standards of medical care. These measures
aim to prevent subpar care by encouraging
widespread use of well-established standards
that are too often ignored. Pay for perfor-
mance could be an important transitional

   

What  Employers 
Can Do Immediate l y

Select plans that do not restrict
employees’ access to treatments
or out-of-network providers.

Expect from providers informa-
tion about their experience,
their use of prevailing stan-
dards, and their outcomes.

Ensure employee access to 
information on diagnoses and
alternative treatments. Share
collected information regionally
and nationally.

Insist that employees be 
treated by experienced
providers.

Require a single posted fee for
each service.

Require one bill per hospitaliza-
tion or treatment cycle.

Eliminate billing of employees
by health plans or providers. Co
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measure until experience and outcome data
are widely available. However, it is an inade-
quate long-term solution because it rewards
providers for following mandated practices,
not for achieving excellent (risk-adjusted) out-
comes. The system will improve much faster if
providers face competitive pressure to produce
truly good results, patient by patient and con-
dition by condition.

By setting new expectations for health plans
and providers and by purchasing health care

services differently, employers can realize the
power of positive-sum competition in health
care. (The exhibit “What Employers Can Do
Immediately” outlines what employers should
demand from their health plans.) Most em-
ployers resist the idea of an end to volume dis-
counts, but these discounts contribute to the
vicious cycle of cost increases and cost shifting
in health care. If employers take the lead in
creating productive health care competition,
insisting that competition take place at the
right level, firms and their employees will ben-
efit from the increased value of services and
the broader information available. Pursued se-
riously, such changes would radically alter the
health care system, instigating a transforma-
tion of historic proportions. The system can be
fixed.

 

Reprint R0406D

 

Harvard Business Review

 

 OnPoint 6964

 

To order, see the next page
or call 800-988-0886 or 617-783-7500
or go to www.hbr.org

 

Deeper Diagnosis

 

Improved health care delivery should be a top priority for corporate managers. 
Yet most companies continue to depend on government and industry “experts,” 
whose reform efforts during the past decade have failed to create effective com-
petition in health care. In “Fixing Competition in U.S. Health Care,” professors 
Michael E. Porter and Elizabeth Olmsted Teisberg explain what’s wrong with 
the system from a business perspective and what changes will be required to 
improve the value equation. This report features in-depth analyses and compre-
hensive facts and figures gleaned from the authors’ exhaustive research. For 
more information, visit http://hcreport.hbr.org.

http://hcreport.hbr.org
http://harvardbusinessonline.hbsp.harvard.edu/relay.jhtml?name=itemdetail&referral=4320&id=R0406D
http://harvardbusinessonline.hbsp.harvard.edu/relay.jhtml?name=itemdetail&referral=4320&id=6964
http://www.hbr.org


 

Further Reading

 

To Order

 

For reprints, 

 

Harvard Business Review

 

 
OnPoint orders, and subscriptions 
to 

 

Harvard Business Review:

 

Call 800-988-0886 or 617-783-7500.
Go to www.hbr.org

For customized and quantity orders 
of reprints and 

 

Harvard Business 
Review

 

 OnPoint products:
Call Frank Tamoshunas at 
617-783-7626, 
or e-mail him at 
ftamoshunas@hbsp.harvard.edu

 

Harvard Business Review

 

 OnPoint 
articles enhance the full-text article 
with a summary of its key points and 
a selection of its company examples 
to help you quickly absorb and apply 
the concepts. 

 

Harvard Business 
Review

 

 OnPoint collections include 
three OnPoint articles and an 
overview comparing the various 
perspectives on a specific topic.

 

page 14

 

Redefining Competition in Health Care

 

 is also 
part of the 

 

Harvard Business Review

 

 OnPoint 
collection 

 

Curing U.S. Health Care

 

, Product 
no. 6956, which includes these additional 
articles:

 

Will Disruptive Innovations Cure 
Health Care?

 

Clayton M. Christensen, John Kenagy, and
Richard Bohmer

 

Harvard Business Review

 

June 2004
Product no.  6972

 

Let’s Put Consumers in Charge of 
Health Care

 

Regina E. Herzlinger

 

Harvard Business Review

 

July 2002
Product no.  1415

http://www.hbr.org
mailto:ftamoshunas@hbsp.harvard.edu
http://harvardbusinessonline.hbsp.harvard.edu/relay.jhtml?name=itemdetail&referral=4320&id=6964
http://harvardbusinessonline.hbsp.harvard.edu/relay.jhtml?name=itemdetail&referral=4320&id=6956
http://harvardbusinessonline.hbsp.harvard.edu/relay.jhtml?name=itemdetail&referral=4320&id=6972
http://harvardbusinessonline.hbsp.harvard.edu/relay.jhtml?name=itemdetail&referral=4320&id=6972
http://harvardbusinessonline.hbsp.harvard.edu/relay.jhtml?name=itemdetail&referral=4320&id=1415
http://harvardbusinessonline.hbsp.harvard.edu/relay.jhtml?name=itemdetail&referral=4320&id=1415

