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STRACT

TH: COPPER COUNTIYY MUEDICAL INDUSTIYY OFF MICHIGAN
AS IT SERVES RURAL PEOPLE
By
Shyvamalendu Sarkar

The Copper Country, which comprises fourr counties in the
vestern Upper Peninsula of Michigan (Hbuéhton, Keweenaw, Baraga
and Ontonagon), 1s & medically indigent region. Four major
problems of the area mostly responsible for thls sltuation are:
(1) high preportion of aged residents; (2) high morbldity and
rortality rate due to chronic illness; (3) a declining industrial
base and low income opportunities, ard (4) a declining young
population. These problems indicate that the rural people of the
Coppier’ Country need much medical care but that their abllity to
obtain and pay for it is limited.

- 8ince the reseérch was aimed at estimating the additional
redical {acilitles needed, the sources of finance and the plan
required, the investigation concentrated on four features: (1)
studylng the levels and-distribution of medical care expenditures
in the Copper Country by types of services: (2) estimating the
possible savings of medical dollars in the Copper Country which

would result from eliminating the operational inefficiencies of



Shyamalendu Sarkar
the hospitals, "high" incomes in the medical profession and "high"
profits of the drug and medical eguipment industfies; (3) studying
the role of voluntary health insurarnce in increasing the cost of
medical -care; (4) investigating the possible sources of financing
the medical nggds of the Copper Country.

In 1967 the total medlcal expenditure in the Copper Country
vas $9.4 million, vhich is about seven percent of the gross income
of the region. Of this total, the hospitals received about 37
percent, the physicians 20 percent, dentists nine percent, drugglsts
14 percent, nursing homes 10 percent, while eye glasses, net insurance
costs, ete. accounted for the rest.

Or..the average, the net income of physiclans was $42,000, which
is -atout 60 percent more than the average net lncome of dentists.
Only.about:IV-perceht of this difference could be explalned by longer
ard costlier training in medlcine, and the remainder may be attributed
to the difficulty of entry into the profession. This "unexplainable
income Jifference of a physician and dentist 1s about $11,000. For
all the physicians in the Copper Country, the total difference is
about $£300,000, |

The drug manufacturers and retallers earned a high rate of profit.
Their total unadjusted (accounting) and adjusted "unexplainable'
profits, wvere about $46,000 and $118,000, respectively. The unadjusted
(accounting) rates of "unexplainable profit-difference" of the drugm
ranufactwers and drug retallers vere computed by deducting average

profit rates of all manufacturers and all retailers from profit rates
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of drup manufacturers and drupg retallers respectively. And their
adjusted rates of "unexplainable profit-difference" were computed
by deducting a 'normal" rate of interest for industrial capital
from the adjusted profit rate on equity (adjusted for intangibles,
royaities ard advertising) of the drup manufacturers and drup
retailers. \

The "unexplainable" unadjusted and adjusted profits in the
medical equipment industry vere about $4,000 and $14,000, respectively.
The method of ccmputation in this case was the same as in the drug
irdustry.

Except for one hospltal, DS, all hospitals in the Copper Country
did show some amount of operational ineffliciency. The total "loss"
due Lo this vas about $510,000 which is about 13 percent of the total
costs of operaling all hospitals in the area.

ihe insurance companies pald about one-third of the total medical
expenditure. Insured persons used more medlical care than the uninsured.
Hoviever, this did not necessarily mean that voluntary health insurance
has caused an lncrease in the price of the medlcal care,

For adequate health care the Copper Country needs, at least, an
additional. 140 long-term beds, 13 physicians, seven dentists, 45
licensed practical nurses, 40 registered nurses and nine laboratory
techniclans. These facilities and persomnel would cost about $2.17
million per year. The alleged savings from elimination of operational
ineff'iciercies, and the "unexplainable'" high incomes and profits in the

medical industry amount to about $850,000 to $9%50,000 per year. It
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would be difficult to raise the remainder withlin the area, because
the counties already sperd about 38 percent of their total revenue
(ircluding, state aid) on health and medical assistance. The
chances of any sutstantial state fund are also slim, because state
aid already. accounts for about 58 percent of total revenue of the
area. And this 1s very high considering the state's share of
only 37 percent for the rest of the counties in Michigan. It is
evident that topether with local and state participation, more
federal aid through usual channels (medicaid, medicare, old age

assistance, etc.) 1s needed to increase medical facilities in the

Copper Country. lovever, present needs for externsl ald and medical

fucllities are lilely to be temporary, because the population of the

_Copper: Country. 1s declining and incomes of familles are gradually

rising. K Before any permanent constructlon is undertaken it must be

.determined whether present needs are likely to continue; for which

additional studies are needed on demographic trend and compositlon,
trerd of morbidity and mortality rate and future income and employ-
ment possibllities in the Copper Country.

Further, for a moré comprehensive and practical plan to provide
adequate medical care in the Copper Country, additional research needs
to be done.on such things as optimum location of medical facilitles,

incentive plans to attract trained manpower, alternative methods of

~dellvering medical services, ways to tap possible savings in the system

ard thelr redistribution to those who need them most, and above all,
specific modificatlons needed in the state and f'ederal programs for more

effective financirg of medical care.
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CHAPTER 1
INTRODUCTION

In the last quarter of a century medical sclence has developed
spectacularly. Modern medical care 1s a better and more sclentific
product than ever before. A better informed American public, with
a higﬁer- standard of living, is demanding and receiving a greater
quantity and a higher quality of medical care than in the past. In
fact, medlcal care today 1s considered to be one of the basic
rnecessities of human life. An averesge American spends about six
percent of his disposable incane on medical care. About two decades
ago, 1t was half of this, and at the pace medical care costs are
increasing, expenditures may double in the next two decades. In
fact, the rise in price of medical care during the last decade has
been more than for most other consumer commodities.

These conditions have ralsed the problem of flnancing medical
needs of aged, disé.bled, low-incame and unemployed people. A
significant proportion of these people can nelther purchase pre-
pald protection at adequate levels, nor pay at the time of illness.

People of the Copper Country (in the Western Upper Peninsula
of Michigan, the area of the present study) are faced with similar
problems. With its unique social, economic, and medical problems, the



2
Copper Country is typlcal of medically indigent regions. Four
factors are responsible for this situation. (1) The proportion
of aged residents is higher than the state average. About 15
percent of the population is above 64 years, whereas for the state
it i1s only 8.? percent. (2) The rates of morbidity and mortality
caused by chronic illness are higher than for the rest of the state.
(3) The income opportunities are lower. About 35 percent of all
families and 71 percent of families with aged family heads have
an annual income of less than $3,000. (4) The population of this
area 1s gradually declining due mainly to migration of young
people ard death of high proportion of aged.

All these problems indicate that people of the Copper Country
need much medical care but their ability to obtain and pay for
it is limited. The present medical facilities in the Copper
Country are inadequate both in quantity and quality. We believe
that some alternative arrangements, beslides voluntary health
insurance, must be made to provide needed additional medical care
facilities. They can be provided in two ways: (1) by getting
more furds from private; county, state and federal sources, and
(2) by reducing present costs of medical care.

For the former, we need to study local sources of funds and
the present experditure pattern of county govermment. The present
state and federal aid to the area and future possibility of additional
furds must be examined also.



3

Tor the latter, we need to measure possible operational
inefficlencies of hospltals and nursing haneé, differences
in incomes of physicians and other comparable professionals,
ard differences in profit rates of the drug and medical equip-
ment industries fram the aversge profit rate of all the manu-
facturing industries. We also need to know whether voluntary
health Insurance is acting as a bargaining agent for hospiltals
ard physlcians, and causing price rises by encouraging insured
people to overuse and misuse medical care facillties.

The share of hospitals in the consumer's medical dollar has
been increasing continuously during the last decade. The phenomenal
rise in hospltal costs may be one reason for this. The index
of hospital costs increased from 100 in 1957-59 to 200 in 1967,
whereas 'general price levels increased to only 116 points during
the same period. The reasons for this could be many, but we are
Interested in knowing if operational inefficlencles of hospltals
are partly responsible. Under the present institutional payment
system, nonprofit status of hospitals may not provide enough
incentive for an efflclent operation. If this 1s so, then there
is some scope for reducing medical costs of the consumer by
increasing operational efficlency of hospitais.

The general concensus is that physiclans are in short supply,
and their incomes are increasing faster than their number. Many
believe that this is due to restrictions on the supply of physiclans
accomplished by restricting admission in medical schools and

1

licenses for professional practice.”™ A few relevant questlions are:

1 See Apperddix A for specifilc cltations.
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liow do incomes of physicians compare with those of other comparable
professionals? Are earnings of physicians higher than those of
dentists by a wider margin than éan be explained by factors
responsible for determining differences in lncomes 1n different
professions? ;f this is true, elimination of "unexplainable" higher
incame of physiclans will reduce medical expenditures of consumers.

On several occasions drug manufacturers have been criticlzed
in congréssional hearings. They are accused of rigging prices,
monopolizing markets by getting patent rights, and creating serilous
barriers to entry by extraordinary sales promotion and advertising
of branded drugs to reap exorbltantly high profits for many years.2
The opponents of this view feel that patent privileges to drug
companies are essentlal to their continuing efforts in drug research
and development of new drugs. They assert that investment in the
drug industry is very "risky". The high profit rates are a sort of
risk premium. It is important to study the real situation, particularly
f'or the Copper Country, because there 1s no drug company in this reglon;
all drugs are bought from ocutside. So profits of drug manufacturers
would be & drain on the resources of the area. A camparison of profit
rate of the drug industry with that of all manufacturing industries
viould show whether profit rate of the drug industry is more or less
than the average profit rate of all other manufacturing industries.
If profit rate of the former is consistently hlgher than of the
latter, then savings can be made in drugs if this profit difference

2 See Appendix A for specific examples.
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is eliminated. For simllar reasons we need to study the medical
equipment Industry which now accounts for a'sizable proportion
of the consumer's medical expenditures.

The scaring burden of medical expenditures 1s shouldered to
& great extenp by health insurance companies--and they are assuming
greater roles every day. As medlcal costs have increased in recent
years, so have health insurance premiums. Many feel that voluntary
health lnsurance systems have encouraged overuse and misuse of medleal
facilities and supported high prices of doctors and hospitals.
This 1s one of the major causes of the phencmenal rise in medical
costs.3 A contrary view is that high premiums are in fact an
effect of high medical cost, and insured people use more medical
facilitles because health lnsurance provides them the opportunity to
buy needed medical care.

The above 1ssues need to be glven proper consideration because
a large proportion of people in the Copper Country can neither
afford health insurance nor pay at the time of 1llness.

Objectlves

In view of the above problems and issues objectives of this
thesis are geared to two primary questions: (1) What are the present
medical needs of the Copper Country? (2) How can they be financed?

More specifically, the objectives of this thesis are:

3 see Chapter 1I1 and Appendix A for specific citations.
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(1) To study the levels ard distribution of medical care expen -
ditures in the Copper Country by types of services.

(2) To estimate the total possible "savings" of medical dollars
by eliminating possible operational inefficlencles of hospitals,
unexplainable h;gher incames of physicians canpared to other pro-
fesslons, and the unexplainable higher profits of the drug and
medical equipment industries compared to that of all manufacturing
industries and the normal rate of lnterest on industrial capital.

(3) To study the role of voluntary health insurance in increas-
ing the cost of medical care.

(4) To investigate possible sources of financing the medical
care needs of the Copper Country.

Thus, this thesls focuses on the medical needs and financlel
problems of a primarily rural area with a declining population, in-
adequate medical facilitles, low income familles, a high proportion

of old people, and_a high incidence of chronic illness. Another Ph.D.
thesis with similar objectives and approach is being prepared by

Neville Dol'u=.'1"t:y.ll He 1s studylng the Traverse City area of Michigan,
which is primarily an urﬁan area; wlth an increasing population,
adequate medical facilities (among the best in the nation), and

families having relatively high income. In other words, the situations
in. the Copper Country and Traverse City area are dlametrically opposite.
These two theses, when completed, will provide insight into specific
problems of two types of communities, and the possible direction of

4 Neville Doherty 1s presently working with the U.S.D.A., but is
enrolled for his Fh.D. at Michigan State University.
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efforts needed to handle problems in these two different situations.
A comparative study of these two regions may yield useful results

of wider applicability for the nation as a whole.

- Plan of Work

Chapter I presents the problems of the Copper Country and out-
lines the objectlves geared to the problems. Chapter II presents a
brief' description of the general characteristics (population, education,
incomes, employment, etc.) of the Copper Country and its medical
industry (hospitals, nursing homes, physiclans, etc.). Chapter III
discusses the sources of data and methods of estimatlon, and provides
an overview of the relevant literature. The total medical expenditures
of the Copper Country and the total possible savings from
elimination of operational inefficlencies of hospitals, unexplained
income-difference between physicians and dentists, and unexplained profit-
difference of the drug and the equipment industrles from all manu-
facturing industries are examined 1n Chapter IV through IX. More
specifically Chapter IV présents and compares the level and distrlbution
of medical care dollars in the Copper Country and the Unlted States.
Chapter V campares the incames of physlcians and that of dentists to
determine the total amount of unexplained higher incomes of physlclans.
Chapter VI ard VII estimate the differences in the profit rates of
drug and medical equipment industries fran that of all manufacturing

industries. The amount of consumers' medical dollars "lost" due to
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operational inefficlencies of hospitals 1s estimated in Chapter
VIII. The general expenditure and medical use patterns for
insured and uninsured people are discussed in Chapter IX to see if
insurance 1s assoclated with rising costs and medical care.

. Chapter X presents estimates of medical needs in the Copper Country
ard explores possible ways of obtaining funds to finance these
needs. Chapter XI sumarizes g1l the chapters and presents

conclusions.
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CHAPTER II
A DESCRIPTION OF THE COPPER COUNTRY

The Copper Country is in the Vestern Upper Peninsula of Michigan.
It is bounded on the east by Marquette and Lake Superior; on the west

by Gogebic County; on the north by Lake Superior, and on the south by

Iron County. The Copper Country 1s comprised of four countles:
Houghton, Keweenaw, Baraga and Ontonagon. The followlng pages describe

the general characteristics and health care facllities of thls area.

Population

There is & declining trend in the population of the Copper Country.
Vhile the state population has increased from 2,810,173 in 1910 to
8,584,000 in 1967, the Copper Country population has decreased from
110,031 to 51,410 during the same period.1 Table 2.1 shows that the
Copper Country 1is primarily a rural area. Except for Houghton, there
is no really urban population in this reglon.

Although there has been a general declining trend in the total
population of this area, the percentage of pecple of age 65 and over

has been increasing continucusly (see Table 2.2).

1 Adapted from Gordon Smith, p. 4. An estimate by Thaden shows that
the population of the Copper Country will decrease to 49,520 by 1970.
John F. Thaden, et al., The Need for a Retirement Home in a Twenty-seven
County Area of Michigan and Viisconsin, Michigan State Unlversity. Cited
by Gordon Smith, p.5.

9
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ABLE 2.l--Population, by Age, Residence and County in the Copper Country

in 1967

County Total? Age a Urban Rural
: : 65 and over™ : + Farm : Nonfarm
. gegmp nur;lber ----- ———-CT E.ercent o —
Houghton 32,406 1,981 32.2 5.6 62.2
Keweenaw 2,081 324 0.0 5.0 95.0
Baraga 6,577 843 0.0 S.Mb 94.6
Ontonagon 10,346 1,186 0.0 6. 0b 94.0
. Copper Country 51,11100 7,332 20.2 5.6b 74.2
Michigan 8,584,000° 729,640 73.4 5.6 21.0

2 The figures for- 1967 were computed by straightline projections of
1960 figures given by Gordon Smith and 1970 figures given by Thaden. See
Gordon Smith, pp. 4-5.

Pryocational Technical Education Study," Gogeblic-~-Ontonagon, Intermediate
School District Studies, mimeo. (June, 1967), Teble 1, p. 10.

¢ "Prends,” State Data and State Ranking in Health, Education and
vlelf'are, Part 2 (1960-67).

TABLE 2.2--Trend of Population, 65 and Over in the Copper Country, 1940-70

Year : Population of Age 65 ard Over : Percent of Total Population

----- NUMbEr = = w = = = - =——percent - - - - - -
1940 5,653 7.81
1950 7,258, 11.89
1960 7,384 13.23
1970 7,310 14,70

Source: Gordon Smith, "Multiple Factors Assoclated with Chronic
Diseases ard Aging in the Copper Country of Michigan,"
(1965), mimeo, p. 8.



11
This éituation is primarily due to migration of young people
to the metropolitan areas in pursult of better .jobs and earnings. The
rising number of older people has an important significance in our
study; they need more medical care than youngef- people, but they
provide less tax money and have less incame to pay for medical expenses.

-

Families

In the year 1960, the total number of famillies was 14,054° and
the average number of persons per family was about 3.97. In 1965
average family size decreased to 2.53 which was about 1.2 persons per
family less than the state figure in the same year. The median age
of family heads in thils area is alamingly high--about 20 years more
than for the average famlly head 1n the state,

Education

Educational levels in this area are low. The medlian education of
the heads of the families is only nine and one-half years. The older
people in general are less educated., As attitude toward health care
is influenced by level of educatlon, this factor may have an important
bearing in our study. The followlng table shows the percentage of
people with different levels of education.

2 U.S. Department of Cammerce, Bureau of the Census, County and City

Data Book (1967), pp. 172-181.

3 Gordon Smith, p. 16. Unlike the Bureau of Census, the definition
of family includes the single urmarried person. So the size of family here
is smaller and number of families is larger (20,564) than would have been
according to census definition.
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§ TABLE 2.3~-Fducation of the Heads of Families
i in the Copper Country.

? Years 1ln School : Percentage

§ percent

f no education 0.4
5-6 grades 8.4
7-8 grades 32.3
9-10 grades 16.0
11-12 grades 27.7
1-2 years college 4.8
3-4 years college 3.2
more than 4 years college 1.2

Source: Gordon Smith, p. 19.

IncaneslI

The Copper Country 1is an economically depressed area. About 35
l percent of all families and about 71.6 percent of familles with head
of the family 65 and over recelve less than $3,000 per annum. Table

2.l shows percentage of people in each incame group.

TABIE 2.4—Families by Incoame Categories in the Copper Country in 1967

Incame ; Houghton ; Keweenaw ; Baraga ; Ontonagon : Michigan
dellars =TT e - - ; Eercent. ------ .— pe———
$ 2,000-2,499 34.9 37.7 35.7 30.6 17.5
2,500-3,999 23.8 29.3 23.1 20.7 14,3
4,000-6,999 27.2 25.2 26.9 3.4 33.4
7’000—9)999 8-1 5'3 9-1 8-7 1507
10,000 & over 6.0 2.5 5.2 5.6 19.1

Source: Gordon Snith, p. 26.

4 Only monetary incames fram all sources are included. Excluded are

incames in kind and values of other income producing potentials.
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As medlical care is costly, income levels influence effective
demand for medical services.
people are in an unfavorable situation.

proportion of people are not able to meet thelr minimum medlcal

Four major employers in the Copper Country are:

lumber and wood products, mining and wholesale and retall trades.

13

needs. Thils polnt_1s elaborated more fully in Chapter X.

Occupation

Probably a significant

goverrment,

Fran this polint of‘view, Copper Country

These

are followed by food, textile, farming, construction, camunication and

transportation. EServices including health care, account for only six

percent of employment.

The following table shows this.

TABLE 2.5--Employment by Occupatlonal Categoriles

in the Copper Country in 1967

Places of FEmployment : Percentage
: of total
percent
Wholesale ard Retall Trade 17
Goverrment 15
Mining 14
Lumber and Vood Products 14
Food, Textlle and Farming 12
Construction, Camunication and
Transportation 11
Services including Health Services 6
Metal Products 3
Finance, Real Estate and Insurance 1
Paper ard Paper Products 1
Other 6
Total 100
Source: Adapted from Gordon Smith, p. 39.
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Out of the four countles in the Copper Country, Houghton generates
the most income, followed by Baraga, Ontonagon and Keweenaw in that order.
The following table presents the employment potential and income

of each county.

TABLE 2.6--Employment and Aggregate Income by County in the Copper Country

e

County :  Number Employeda é Aggregate Inccmeb
number (million dollars)
Houghton 10,241 86
Keweenaw . 615 l
Baraga 1,862 27
Ontonagon 3,145 2y
Total 15,863 141

a8 Figures are for the year 1960.

b Figures are for the year 1967 and were cbtained by projecting
figures of 1958 and 1963. The trend between 1958-63 and 1963-67 was
assumed to be the same.

Source: 1, S, Department of Commerce, Bureau of Census,
County and City Data Book (1967) pp. 172~-181.

Medical Care Facilities”

Health care facilities in the Copper Country are inadequate both in
terms of quantity and quality. The situation is aggravated due to lack
of adequate transportation and communication facilities.

5 For more detalled description of medical care facilities, see
Gordon Smith, pp. 52-102 and Leo Reich, pp. 12-i6.
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Facllitles

The Copper Country has five acute-care hospitals, five long-term
care units and three service-providing units. They are:

a. Acute-care Hospitals

1) Calumet Public Hospital in Laurium

2) St.-Joseph's Hospital, Hancock

3) Baraga County Memorial Hospital, L'Anse

4) Ontonagon Memorial Hospital, Ontonagon

5) La Croix Hospital, White Pine
b. Long-term Care Units

1) Maresh Nursing Hame, Ontonagon

2) Winkler's Nursing Home, Baraga

3) Houghton County Medical Care Facillity, Houghton

4) Lady of Mercy Nursing Home, Houghton

5) Long-term Care Unit of St. Joseph's Hospital, Hancock
c. Service-Providing Units

1) Western Upper Peninsula District Health Department

2) Western Upper Peninsula Health Service Council, Inc.

3) Rice Memorial Clinic

Pesides these, Michigan Technological University has one First Ald
Unit; however, lts services are limited to the Unlversity only. A brief
description of utilization and inventory of these facilities 1is presented
in Table 2.7 and Table 2.8.

The ser'vice-provid:l.ng agencles furnish various kinds of services
related to health. The Westerm Upper Peninsula District Health Department
provides many services such as: sanitary inspection of trailler parks,
kitchen, food hardlers, nursing homes, milk processing plants, drinking
water, etc.

The Western Upper Peninsula Health Service Council, Inc. presently

has three main projects: heart, cancer and stroke; alcchollsm; and
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TABLE 2.7—Utilization and Inventory of Acute Care Hospitals in the Copper Country in 1967

LA ¥ 3

&

Items Hospltals
. Bs Bs : Cs Dg Es
Beds, nurber 80 155§J1 70 37 20
No. of patient days 25,138 51,102 20,930 16,041 2,067
new born days 1,166 1,650 683 336 -
No. of admissions 223 330 170 67 36
Rate of occupancy (percent) 86.0 87.9 82.0 95.8 28.3
Average length of stay (days) 13.7 11.4 9.0 8.8 b.0
new born (days) 5.3 5.0 4.0 5.0 -
No. of patients discharged;
of the county 1,540 e 2,867 1,638 1,563 20
(83.18) (92.6) (75.4) (96.1) (100.0)
not of the county, but fram 280 145 501 13 0 —
Copper Country (15.1) (4.6) (23.1) (.8) (0.0) o
outside Copper Country 31 88 33 50 0
Qa.mn (3.0) (1.5) (3.1) (0.0)
Total no. of persomnel 125 225 1569 65 23
No. of persomel per bed 1.56 1.450 176 1.75 1.15
No. of physicians on staff 6 13 & 3 2
No. of registered murses on staff 17 28 13 10 6
No. of licensed practical nurses 12 10 6 6 b h
No. of major surgical procedures 217 854 357 162 n.a.
No. of minor surgical procedures 436 426 806 659 n.a.
Other services 2 b 2 1 1

% includes 45 long-term beds

c

Source:

includes 15,813 long-term patient days

q figures under parentheses are percentages of total
includes 45 part-time workers

Hospital Audit Reports of respective hospitals, supplemented by Leo Reich's study.

e
f

h

includes 1 part-time worker
does not include the murrsing students
€ does not include 12 consultants

n.a. = not avallable

Note: The names of the hospitals have been replaced by code names (A, B, C., D, E S)

to avoid identification.
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TABLE 2 ,8—Utilization and Inventory of Long-term gare Units in the Copper
Country in 1967

Items ‘ . Long-term Care
T

No. of beds ) 26 124 42 26
No. of patient days 9,400 43,030 15,215 9,491
Occupancy rate, percent 99.0 95.0 99.0 99.0

No. of patlents discharged
of the county 20, 99 34 20
(77.0)° (80.0)  (80.0) (80.0)

not of the county but

from Copper Country 6 21 7 5
outside Copper Country - H 1 1
(3.0) (3.0} (3.0)
No. of sgtaff - total 14 82 39 16
No. of staff per bed .54 .66 .92 .62
No. of R.N. on staff 2 10 2 -
No. of L.P.N. on staff 1 3 2 1l

Iong—tem care unit of‘ St. Joseph's hospltal is lncluded in the
acute care unit.

D Figures in the parentheses are percentages of total.

Source: Collected fram Nursing Homes.

L3
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aging. The Councll at Houghton covers the whole of the Copper Country
area and Gogeblc County. ‘
I The Rice Memorial Clinic provides diagnostic treatment and con-
sultation service for psychiatric problems of children, and cooperates
with other state and local agencies. The mentally 111 patients are
) usually referred to Newberry State Hospital for treatment because

there is no in-patient service availlable in the Copper Country.

Health Manpower

The ratios of physiclans and dentists to population are much lower

in the Copper Country than for the state and the nation. The ratio of

e L,

physiclans to population in the Copper Country is about 1:1773, whereas

i

for the state and the nation, it is 1:814 and 1:780, respectively. The

dentists are also in short supply. For each 10,000 persons there are

T it ATy

only 3.6 dentists in Houghton, 2.8 in Baraga and 1.9 in Ontonagon. The
national figure is 5.4 dentists per 10,000 persons. Table 2.9 shows

these ratios.

s e Ll

)

It 1s relatively more difficult to glve exact figures for

A

nursing personnel by number and type, because they change continually.

Many of the nurses presently employed are wives of universlty

o gy i o

students or alrmen stationed at the radar base in Keweenaw County.7

Due to lack of campetent graduate nurses less qualified persons scmetimes

RN

are employed to do the work of graduate nurses. Table 2.10 shows

{

o

nunber of nursing staff in 1967.

7 Gordon Smith, p. 50.

&0 T NN (03
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TABLE 2.9—The Ratlos of Physicians and Dentists to Population
by County in the Copper Country in 1967

County ; Physicians* : Physiclans : Dentists : Dentists
: MDand DO : Ratio to : : Ratio to
: ¢ Population : : Population
. number . ratio ) humber, —Tatio
Houghton
and 21% 1/1642 12 1/2874
Keweenaw
Baraga 4 1/1644 2 1/3289
Ontonagon 4 1/2587 2k 1/4138
Copper Country 29 1/1773 16% 1/3116

* Two physlcians are employed by the goverrment, one 1s
specialized in tuberculosis and the other 1s a psychiatrist.

Source: ILeo Reich, pp. 36-38, supplemented by personzl
investigation.

TABLE 2,10—Nursing Persormel in the Copper Country in 1967

Practicing ; Private

County : Practicing :
:+ Reglstered : Licensed ¢  Nurses
:  Nurses ¢ Practical Nurses :
--------- number - - —.— - - - - -
Houghton and
Keweenaw 124 22 10

Baraga 23 T 1
Ontonagon 27 9 1
Total 174 38 12

Source: Leo Relch, Tables 51-53.
Note: The above figures do not include nursing students
or voluntary nurses.,



CHAPIER III
METHODS OF ESTIMATION AND REVIEW OF LITERATURE

The present study is for the year 1967 and is limited to the
Copper Country area of Upper Michigan, which 1s comprised of
four counties: Houghton, Keweenaw, Baraga and Ontonagon. The
data for all hospitals, nursing homes and related facllitles
have been gathered fram hospltal and nursing home administrators,
physicians and other knowledgeable persons. Additional secondary
data on the facilitles were obtalned fram three studles by Gordon
smith?, Leo Reich®, and Williams and Works3. Data on demand
and supply of doctors, profits on drugs and medical equipment,
heﬁlfh insurance, and on many other related topics have been

obtalned from varlous secondary sources.

1 Smith, Gordon, '"Multiple Factors Assoclated with Chronic
Disease ard Aglng in the Copper Country of Michigan," (mimeo, 1965).
¢ 2 Relch, Leo, "Inventory of liealth Services and Facilitles in
Michigan's Western Upper Peninsula," ed. John S. Hiblock, Copper
Country Health and Welfare Councll, Inc., Hancock, Michigan,

(mimeo, September 1967).

3 Williams and Works, "The Economy of Houghton County, Michigan,
Engineers - Surveyors - Planners'(mimeo, March 1967).
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Vle have used secondary data and in some cases secondary tech-
niques in estimating the magnitude of possible savings due to
elimination of the "higher" incomes of physicians over that of
dentists (d comparable bmf‘ession), and the “higher" profit rates
of the drug and the medical equipment industries over that of all
manuf‘écturing industries. The secondary data have been updated
and modified to suit the need. However, many limitations in
data and estimation techniques still remain. Due to these limita-
tions, we do not claim to have made precise estimates of '"loss"
of consumers' medical dollars. In many cases alternative estimates
(lower and upper bounds) have been presented. These estimates are,
however, adequate for the purpose of this thesis.

It 1is difficult to measure the monopoly power of any industry,
and we havé 'rnade no attempt to measure the degree of it in the
medical profession, or"in the drug or equipment industries. The
estimates of the "um=.-xpla:lnexb1e"14 higher incomes of physiclans and
the "unexplainable" high profits of the drug and medical equipment

industries may indicate the possible presence of monopoly elements,

4 The word "unexplainable" used in the case of the Incomes of
physiclans and the profits of the drug and equipment lndustry is
synonymous with "income-difference" and "profit—diifference." In
other words, the difference between the incames of physlclans and
dentlsts that cannot be explained by non-pecuniary advantages, vari-
abllity of income and longer and costller training in medicine was
termed as "unexplainable" higher income of physicians. Similarly,
the difference in the profit rates of the drug industry and all manu-
facturing industry was termed as "unexplainable" higher vrofits of
the drug industry. The words "unexplainable incomes" and "unexplainable
profits" have been interchangeably used with the words "incame-dif-
ference" and "profit-difference" amd have the same meaning throughout
the thesis.
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but a valid estimate of the degree of monopoly in them would require
more thorough amalysis. The following section presents scme of

the major difficulties in measuring monopoly.

The Nature of Difficulties in Measuring Monopoly5

It 1s very difficult, if not lmpossible, to measure preclsely
the degree of monopoly power of an industry. To be able to measure
“monopoly power we must know all the causal factors, and effects of
monopoly. [Further, these causes and effects must be numerically
describable. Machulp nicely sumarizes the basic difficulties 1n

measuring monopoly.

Any measurement of monopoly depends thus, first of all,
on whether we are satisfled that our theorles are valld;
second, on whether they are complete; third, on whether
the phenamena selected as the relevant ocnes can be dis-
cerned in reallity; fourth, on whether they lend them-
selves to numerilcal descriptlon; and fifth, whether such
numerical descriptions of all relevant phenomena are
actually avallable.

3 (Assuming that these conditions are fulfilled)

There would still remalin two difficulties that cannot be
overcome: 1in the first place, we can never know whether
all the monopoly power was used or whether much more power
still exists than was used; secondly, the phenanena selected
as affected or conditioned by monopoly may possibly be also
affected or cordltioned by other factors and it may not be
feaslble to separate the effects of the exarnise of monopoly
power from the effects of other forces.6

5 In the discussion of this sectlion,I have heavlly borrowed from
Machulp's analysis of the difficulties in measuring monopoly. Fritz
Machulp, The Political Econ of Monopoly (Baltimore: John Hopkins
Press, 1952) pp. g-524d.

Fritz Machulp, The Political Economy of Moncpoly, (Baltimore:
John Hopkins Press, 1952), pp. 472-73.
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Three major factors that may cause monopoly are: collusion,
concentration and barrier to entry. .

The barrler to entry and collusion can take different forms,
and though their effects can be percelved, thelr expresslon in
nunmerical terms i1s very difficult. The study of concentration in
tﬁis respect 1s much easier. It can be numerically expressed, but
the problems here are of a different nature. The magnitude of
concentration ratio depends upon the methods of camputation and
geographic differentiation (concentration in the local markets may
be different from that in the national market). Further, the high
concentration figures may not have much mea.ni_ng if there is com~
petition from foreign markets, or if close substitutes are avall-
i

Two of the major effects of monopoly are: price inflexibllity
ard high rate of profit. The prices must be controlled to keep
them i‘r‘gq_fluctuating, and an industry having control on prilces must
have some monopoly power.

Profit rate 1s by I_‘ar the best and most used criterion for
measuring the degree of monopoly, but there are some basic difficulties
in estimating profit rates. The magnitude of profit rate depends upon
how it 1s measured -- the short-run profits may be different from
long-run profits; profits camputed on the book value of assets may be
different from those calculated on the econanic value of necessary
assets., If the book value of the assets 1s more than the replacement

costs of these assets, and 1f there are idle assets and unused capacity,
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the camputed profit rate may seem to be very low. Similarly, if
profit rates are camputed only on the necesséry earning assets,
the figures may be very high. Many other similar factors may
distort the profit plcture.

~

The Accounting Rate of Profit

The accounting rate of profit 1s a poor indicator of the degree
of monopoly. In the short run, as demand Increases, profits go up,
and may remain high until more productive resources flow in, and
supply adjusts to demand. Sco high profit rate may be Just scarcity
rent rather than monopoly profit. Even a competitive industry may
have high profit rates under rapidly increasing demand, especially
if the values of the assets are not adjusted upward accordingly. As
the:assets are only revalued after a conslderable lapse of time,
profit rates may seem higher than they actually are. Similarly, a
monopolistic Industry may show only a slim profit rate. Such an
industry may have excessive outlays to maintailn monopoly position,
or the assets may have been valued so high that the total depletion

and depreciation items might have been exaggerated.

The Adjusted Rate of Profilt

The above discussions show that the accounting profit rate cannct
be a reliable indicator of the degree of monopoly. Some adjustments
have to be made for the items that affect 1ts magnitude. Bain suggests
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that a "theoretical profit rate' then can be compared with com-
petitive profit rate (interest rate for industrial capital) to
determine the actual rate of excess profit.7

To adjust the accounting profit rate one

«+«o Would have to examine revenues, operating expenses,

fixed charges, depreciation, the type and amount of assets

really necessary for the production of the actual output

volume, and the valuation of these requlred assets at a

'replacement-cost-of-gservice-value'., The examination

would be a frightfully laborious task and the adjustment,

even if well-defined principles were agreed upon, would

Jeave an embarrassingly wide leeway Eo the judgment and

the imagination of the investigator.

Although the adjusted rate of profit, admittedly, provides a
much more reliable picture of profit, it 1s not without some limita-
tions. It does not indicate whether the profits are high due to
monopoly or monopsony position of the firms. Further, the profit rates
of-an industry, with excessive assets, may be low but it 1s difficult
to say whether excessive assets are the results of free entry into
industry (with product differentiation), or a device to block entry.
When entry into an industry ls easy more new firms may enter. A
part of thelr assets may remain idle in the beginning, and also a part
of the assets of the older firms may be rendered idle due to
encroachments of the new firms on their (old firms) business. On the
other hand, the older firms may increase thelr assets to create barriers
to entry. The adjusted rate of profit cannot be used to differentilate

between the two siltuations.

7,Joe S. Bain, "The Profit Rate as a Measure of Monopoly Power,"
Quarterly Journal of Economics, Vol. LV, (1941), 290,

& Machulp, pp. 495-496.
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Lerner's Index provides another good measure of the degree
of monopoly. Abba Lerner suggests that the relative gap between
price (P) and marginal cost (MC) gives a measure of the degree
of monopoly. His index was a ratio of price to the difference

between price and marginal cost, i.e., E ; Me + In perfect com-

petition (P = MC), this index 1s equal to zero because the
numerator (P - MC) becomes zero, and if price is infinity the
index becames equal to one. The values between zero and one
indicate the different degrees of monc':upoll.y.9

It is difficult to use this method because the computation of
the m&irginal cost of an industry 1s not always easy. This is further
camplicated by the dlfference 1n the short-run and long-run marginal
costs. Enough data are not avallable on these to make any meaningful
2;gijﬁate of the degree of monopoly.

The above discusslons indicate that any precise measurement
of the degree of monopoly is a very difficult task. However, an
approximate estimate can be made, but 1t must be interpretated in
the light of the limitations of such measurements.

Kamerschen used adjust;ed profit rates in estimating "welfare
losses" from monopoly in the American economy. His estimates were
based on Internal Revenue's Statistics of Income data for corporatilons,
partnerships, and sole proprietorships for the entire econony. Kemer-

schen adjusted the accounting profit figures for royalties, intangible

9 P. Lermer, "The Concept of Monopoly and the Measurement of
Monopoly Power," Review of Economic Studies, Vol. 1 (1934) pp. 157-75.
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assets, and advertising expenditures. Further, he computed rates
of return on total capital and equity using incomes both before and
after tax, then cambined the above results to obtain average profit
rates for all business establishnents.lo
Kamerschep also used Lerner's Index to measure degree of

monopoly. As marginal cost (MC) 1s difficult to measure, he assumed
constant cost industry (AC = MC). In such cases, the ratio of monopoly
profits to total revenue (sales) coincides with the Lerner's Index. Lata

of this kind were easier to secure,

10 David R. Kamerschen, "An Estimation of the 'Welfare Losses' from
Monopoly in the American Econamy," Unpublished Ph.D. thesis, Michigan
State University, 1964. He based his work on Harberger's study, which
estimated the loss due to monopely in the manufacturing industry, and
found that 1t was only one-tenth of one percent of the national incomes.
Arneld C. Harberger, "Monopoly and Resources Allocation," Proceedings of
American Economic Review (May 1954), pp. 77-87; '"The Measurement of Waste,"
Proceedings of American Economic Review (May 1964). Stigler criticised
Harberger's study on three grounds: (1) It (Harberger's study) was based
on only manufacturing corporations, that too only for the period of
1924-28, (2) Many of the assumptions were rather "heroic'. (3) The
statistical procedures were dubious. George J. Stigler, "The Statistlcs
of Monopoly and Merger," J. of Political Econamy (Feb. 1956), pp. 33-10;
Valter Adams, "Consumer Needs and Consumer Sovereignty in the American
Economy," J. of Business (July 1962), pp. 264-277.

A few other quantitative studles on monopoly are: David Schwartzman,
"“The Effect of Monopoly on Price," J. of Political Econcmy (Aug. 1959),
pp. 352-362; "The Burden of Monopoly," J. of Political Econcmy (Dec. 1960)
pp. 627-630. A.H.D. Kaplan, Big Enterprise in a Competitive System,
(Washington: Brookings Institution, 1950). J. Fred Weston, 'f%e Role of
Mergers in the Growth of Large Firms, (Berkeley, University of California
Press, 1953).
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Kamerschen considered the pericd of 1956-57 to 1960-61 as
reasonably close to "long-run equilibrium," and computed excess
profit by taking deviations of the adjusted and unadjusted
profits from the long-run average proflit rate.

This would provide a reliable estimate of loss due to
monopoly. As Bain said,

.++« the only sort of excess profit, which might be expected

to be reflected in long-term average excess profits of

entire irdustries, are monopolistic excess profits. All

other types of excess profits are likely to occur sporadically

and irregularly, or to be confined to only part of the firm

of an industry... Chronic excess profits are at least prima

facie suspect of resulting fram sitﬁle monopolistic restric-

tions, and if so, are undesirable.

I have used both the accounting profit rates and the adjusted

profit rates in computing the "pr-of.‘.‘Lt;—clifference"]'2

of the drug and

- 1equipment industries. To estimate the rate of "profit-difference",
the accounting profit rates of the drug and equipment industries
vere campared with the average accounting (unadjusted) profit rates
of all manufacturing industrles, and the adjusted profit rates were
campared with the campetitive profit rate (interest rate for
industrial capital). The former provided the lower bounds of
total excess profits and the latter the upper bound. All profit

computations vere based on data after taxes.

11 Bain, pp. 377-378.

12 The word "profit-difference" has been used in denoting the
difference in the profit rates in drug and equipment industries from
that of all manufacturing industries and from the "normal" interest
rate for industrial capital which, according to our assumption, is
equal to the campetitive rate of profit. Henceforth, the word will
be used with the same meaning; but will indicate that the "profit-
.difference" is in favor of the drug and the equipment industries.
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Incomes of Doctors.

The.rising income of physicians has always been a controversial
issue. Men in other professions have been critical about
changing relative financial situation in favor of medical practitioners.
. Their financlal success has been attributed to thelr short supply.

Methods of Estimating Doctors' Incomes

The g;r;oss incames of physlcians and dentists were camputed by
adding thelr incames from different sources such as: patient
visits, snr-gei"y, sales of goods, and other professional and con-
sulting f‘ees."'3 Business expenses of physlclans and dentlists are
about_ 41 emd ll9 per'cent of their respective incomes. These

A g

expenses include mater-ials and supplles, merchandise purchased,

cost of 1abor', salaries and wages pald, depreclatlon, rent, taxes,

r'epairs s Interest, insurance cost, etc.lu

13 An alternative approach vould be to get data on total amount
pald by consuners of Copper Country to doctors as vislting fees. To
this should be added amount paid by insurance companles on behalf
of irdividuals and hospitals. The total figure divided by the
number of physiclans will give gross incame per physician.

14 We expect that deductible income may be grossly inflated. A -
major factor in the understatement of physiciens' net income is the
possibility of charging to on-business expenses certain types of con-
sumption expenditures. See W. Lee Hansen, "Shorteges and Investment
in Health Manpower," i1in Economics of Health and Medical Care, Ann Arbor,
Michigan, Bureau of Public Health Economics and Department of Econamics
(University of Michigan, 1964) p. 85.
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The computation of the "unexplainable" higher incomes of

physlclans compared to a similar profession is a difficult task.
Hardly any estimate can be satisfactory enough to be acceptable without
eriticism. Our estimate of the "income-difference" of physicians is
based on a study by Friedman and Kuznets. They carefully compared

| the incomes of physicians and dentists (though in some cases with limited
data) with respect to different factors (such as cost and length of

* training, variabllity of lincame, non-pecuniary advantages and dis-
advantages, etc.) that could explain the differences in lncomes in
these two professions. They concluded that 17 percent of the higher .
incomes of physiclans could be explained due to longer and costlier
training in medicine. They attributed the remainder of the d!“ference
to restriction of entry into the medical profession.ls' It can be
criticlzed on the grounds that a progressive incame tax falls heavily
on fluctuating incomes, so physiclans generally with a greater variability
of' incame would pay more taxes than dentists with relatively steady

income. However, this is probably balanced ocut by greater non-pecunlary
advantages of physiclans (a.x_frl thus more untaxed advantages) than that
of the dentists.

The estimates of Friedman and Kuznets are stlll relevant, because

the conditions surrounding these two professions have changed very little

15 -Mllton Friedman and Simon Kuznets, Incame fram Independent

. Professicnals Practice, National Bureau of Econcmic Research (New
York, 1905), p. 395.
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(those which could explain the "income-difference of physicians),
except the income gap between physiclans and dentists has rather

16 Further, the educational costs of

widened in the recent years.
me'dicai.students are now subsldized, so the cost of education for

the individual physicians could not have increased more than that

of dentists. Therefore, to estimate the total "unexplainable"
incames of physlcians, we first campute the pe'rcentage difference

in the average lncomes of physiclans and dentists in the Copper
Country, then deduct 17 percent of the incame to allow for

costlier and longer tralning of the physiclans. The rest of the
differencé could not be explained by other factors and may be
attributed to the difficulty of entry into the medlcal profession.

. The ﬁotal amount of the "unexplainable" income of the physicians
ni;?rwt')é visualized as a "loss" to the consumers , and the amount of
additional tax on these "unexplained" incomes, that flows out of
the area, i_s a -1_oss to the commnity. To estimate the total tax
on the '_'unexplainable" incame, we computed the amount of taxes on
the total incomes of physicians without "unexplainable" income, and
with "unexplainable" income. The difference between the two is

total amount of tax on the "unexplainable" income.

‘ 16 Herman Miles Soméré and Anne Ramsay Somers, Doctors, Patients

and Health Insurance (Washington, D. C., The Brookings Institution,



32
The Drug Industry

Expenditures on drugs account for a significant proportion of
the medical bills of consumers, a.nd this prdportion has been rising
steadily. The general bellef 1s that the drug industry has, high
profit rates,\high concentration and market power, and high spurious

product differentiation due to intensive advertisement and sales
7

i . pramotion. Thus, this implies serious monopolistic tr'end.1
tj These general beliefs may or may not be true. Even if true,
: they may or may not have much significance for the Copper Country
i medical industry. In Chapter VI we have estimated the extent of
5’ the possible savings to the consumers of the Copper Country if
profit rate of the drug industry were the same as all manu-

facturing industries. The procedures followed in getting these
estimates are explained below.

Estimation of the difference in the profit rates of drug lndustry

ard all manufacturing industries:

PRI s AP i e I B - e e i L

The Copper Country does not have any drug campany. The drug
stores, hospitals and doctors buy thelr drugs from ocutside. To
canpute total drug expenditures of this reglon, we have added up

18

the sales figures of drug stores, hospltals and others. The total

amount was reduced by the markup of hospltals and drug stores to get

total sales figures for drug c'anpanies to this comunity. This

1 For a detalled review of literature ©h the structure, conduct
and performance of the industry see Appendix A.

18 Hospitals buy 95 percent of their drugs froam outside and only
five percent from local drug stores. So to get the total figure we
added 95 percent of the sales of hospitals to the sales of the drug stores.
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figure multiplied by the "profit-difference" of the drug industry from
that of all manufacturing industries gives.the amount of money that
flows out of the community, but for which no drugs are received. In
other words, thls additional amount goes to the drug industry due
to its comparatively higher profit rates. Simllarly, to compute
the loss of consumer dollars due to higher profits of the drug
retailers, compared to other retallers, we multiplied the total
sales of the drug retailers by their rate of "profit-difference."

We have computed two types of "profit-difference” for both
manufacturers and drug retallers, accounting "profit-difference"
ard adjusted theoretical "profit-difference." To compute the former

we have subtracted the accounting profit rates (on equity) of all

manufacturers from the accounting profit rates of drug manufacturers

ahd the accounting profit rate of all retallers from that of drug

retailers. To get our adjusted "profit-difference" we have first
adjusted the accounting proflt rates on equity for intangibles,
royaltles and advertisements,lg then from thls we deducted a

normal interest rate of seven percent. It is assumed here that
long-run competitive profit rate of an industry should be equal to
the "normal" rate of integest on the industrial capital. The total
sales of drug manufacturers.and of drug retallers are multiplied by

the rate of "profit-difference" on sales (computed on equity then

19 We computed the adjusted profits based on estimates by
Ramerschen (see his method explained in earlier pages). The "unexplained"
profit 1s the difference between present profit rate of the industry
ard long-run average profit rate (competitive rate) of all other industries.
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converted to a percent of sales) to get the estimates of

total amount of "loss" of consumers dollars in buying drugs.
But the amount "loat" due to the higher profit of the drug
manufacturers is a pure drain on the cammunity's resources,

because 1t flows out of the area, 0

The Hospital Equipment Industry

Technologlcal development in hospital equipment has con-
tributed much to the productivity of hospitals and doctors.

But the prices of these highly sophlsticated instruments are also
very high. Whether this is a result of a noncampetitive situation
h' in the equipment manufacturing industry or a legitimate price
rise i1s not clearly established.

To determine whether there is any degree of monopoly in
the medical equipment industry or not, we need to study the

SN O il AT NS 2L L T e

‘ degree of concentration, barrier to entry, rate of profit and

h other performance and structural characteristics of the industry.
However, no attempt has been made to do any thorough market
analysis necessary to determine the degree of monopoly. Further,

such an analysis 1s much more difficult in this industry than in

many others because medical equlpment includes a varlety of

T e el A AP0

things from bilg costly Cobalt and X-ray machines to small,
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20 The "higher" profits of the drug retallers remain in the
area so i1t is not a "loss" for the community as & whole.
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inexpensive surgical tools. And these things are manufactured by

: a nunber of different manufacturing industr.ies. Further, each

of these :}rﬁustries might be making a multitude of other things.

lﬁf ] 'The profit rates reported by Federal Trade Camnission are generally
:', very broad categorles of industries such as for sclentific

; instruments and related products (SIC Code 38), which together
with many kinds of hospital equipment (surgical, orthopedic,

e b

-

R

prosthetic, ophthalmic, dental equipment, etc.) include many other

LIPS

kinds of equipment (engineering, optical, watches, clocks, photo-
graphic instruments, ete.). So to get meaningful estimates of
profit rates of this industry we took a representative 5amp1e of
three fims exclusively producling all kirnds of hospital equipment.

These firms account for about 19 percent of the total sales. We

took a five year average (1963-67) of the rate of profit on equity.
To estimate the accounting "profit-difference" of these firms, we
deducted from their average profit rates a flve-year average profit
rate on equity of all manufacturing industries. To get our adjusted
theoretical profit-difference (as in the case of drug industry), we
made adjustments in the acéounting profit rates, for intangibles,
royalties amd adver'tising,21 and deducted from this a seven percent

22

imputed rate of Iinterest. To estimate the total out-flow of money

el In fact, we dld not have any precise data for these adjustments,

excluslvely for hospltal equipment. So we used Kamerschen's adjustment
for instrument and related products (SIC Code 38), which includes most
of the surglcal, medical and dental equipment.

22 We assumed that the long-run profit rate on equity should be
equal to the "normal" interest rate for the industrial capital.
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fran the Copper Country, due to the "unexplainable" higher profit
in this industry campared to that of all nﬁnuf‘acturing by
rate of “profit-difference" of the industry. To this we also added
the resulting payment of additional interest on investment
in equipment.

The figures for total expendlture on equipment in the
Copper Country medical industry, for the year 1967, were computed
as below:

Total expenses on equirment = Amount of consumable equipment
bought in 1967,

plus total amount of deprecilation
(for the year 1967) of the durable
equipment purchased in 1967,

plus total amount of depreciation
{for the year 1967) of the durable
equipment purchased earlier,

plus total amount of inputed inter-
est on the above investments.

Estimation of the Operating Inefficiencies of the Hospitals

Hospitals today are drawlng more attention than any other aspect
of the medical industry. In the last decade the demand for hospital
services has increased much more than the supply of such facilities.
This is due to both the tendency of physlclans to concentrate their
actlvities in the hospltals, and preference of patients to utilize
more hospltal services. In spite of this pressure, hospitals today
are providing more services of better quality. Thls, together with
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many other reasons, led to a phenomenal rise in the price of
hospital services, The index of prices roéé fram 100 in 1958-59
to 200.1 in the year 1967. This rise is more than for most
other commodities. The stupendous rise in prices may to a
certailn extent seem fictitious, when we consider the quality
of product present hospitals provide. As 1t 1s not possible
to measure wlth any precislon the product of a hospital, we
do not know how much the rise of price 1s affected by an improved
product over time.

In the Copper Country, the hospitals get the largest share
of the consumers' medical dollar. So any amount of inefficlency
in the operation of these hospitals would mean a significant loss
to the consumers. The hospitals in thils region may or may not
be operating at the optimum operatlonal efficiency, but the non-
profit status of these hospitals, and the present instlitutional
payment arrangements do not have any bulit-in incentlve for
efficient operation of these hosplitals.

Recently, a number of studies have been made, on different aspects

of hospltal efficlency by Feldsteln, Deeble, Hayes, Long and Rosentha1.23

23 M. S. Feldstein, Economic Analysis for Health Service Efficlency
(North Holland Publishing Co: Amsterdam, 1967); "sStudying Hospital
Costliness,” Hospital Services Flnances, 1965; "Operational Research
and Efficiency in the Health Service," The Lancet, 1963.

J. S. Deeble, "An Economic Analysis of Hospital Costs,"
Medical Care, 1965.

J. H. Hayes (ed.) Factors Affecting the Cost of Hospital Care.
(New York: Blakiston, 1954).

F. Long, "Efficient Use of Hospitals," in S. J. Axelrod (ed),
The Economics of Health and Medical Care, Ann Arbor, Michigan: 1964.

G. D. Rosenthal, "A Critical Comment," A study of selected
variables on hospital utilization, Hospital Management, (Oct. 1964).
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A review of these studies provides an insight into characteristics
of an efficient hospital. From these and otﬁers, we have gleaned
out five criteria for measuring relative efflclency of different
hospitals based on operating ratios. These are:

(1) Length of stay: the shorter the stay the more
efficient the hospital.

(2) Cost per patient day: the lower the cost per
patient day, the more efficient the hospital.

(3) Cost per bed: the lower the cost per bed, the
more efficient the hospital.

(4) PRate of occupancy: the higher the rate of
cccupancy, the mcore efficlent the hospltal.

(5) Number of personnel per bed: the lower the

number of personnel per bed, the more efficient
the hospital.

It is obviocus that these lndlcators are interdependent, so
they.-must be considered together in judging the operational
efficiency of hospitals. Two other lmportant factors that we
must take into consideration before we can say something mean-
ingful about operational efflclency are equality of care and
types of cases (case mix).

To elucidate the nature of the problem involved in inter-
hospital comparisons of operating efflciency, let us assume that
'‘a' and 'b' are two hospitals. A higher per patient day cost
of 'a' in comparison to 'b' may not mean that 'a' is less efficient

than'b'. The hospital 'a' may have a shorter length of stay, better

quallty of care or might have treated more difficult cases. Again,
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fram the shorter length of stay in 'a' than In 'b' we can hardly

say that 'a' 1s more efficlent than 'b'. 'f'he shorter length of
stay in.'a' may be due to more personnel per bed and more intensive
care, which may be reflected in higher cost per day. Similarly,
higher or lower cost per bed, or more or less personnel per bed
cannot tell us anythling about operatlional efflciency. The rate
of occupancy, 1n thls respect, i1s a slightly better indicator—but
by no means an absolute criteria. If there is unfulfilled
effective demand for medical care, a low rate of occupancy may
show delay on the part of the hospital management to organize and
process patlents through the usual tests before admission. Every
hospital knows that an unoccupied bed also costs money. That is
why they are scmetlimes criticized for keeping patients longer
than required. The cost of an extra one or two days 1s pald by
the insurance companles. This is a tople of our next section, so
we will not develop it here.

Inter and intra-reglonal comparisons of these hospitals and
nursing hames would glve us some ldea of the magnitude of thelr
operational efficlencies. The camparison of the Copper Country
hospltals with the average hospltal of the state or United
States may yleld only a lower estimate of the "loss". This 1s
because present extensive insurance coverage for hospltal costs
allows the average hospital to keep certain amounts of operational
inefficiency. So any interhospital comparisons, in fact, may be a
canparison of one inefficlent hospital with another inefficlent one,
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So in same cases, it may be more meaningful for us to select

relatively efficlent hospltals to develop‘standards of performance

for.making comparisons. Two other considerations may vitlate our

calculations: (1) the cost of providing medical services in

Copper Country may be lower due to lower salarles of personnel

(salaries account for about 60 to 70 percent of total hospital

costs) and (2) the quality of care and the types of cases may

differ widely in other parts of the nation. Because of these two

reasoné, the lower costs of Copper Country hospltals campared to

average hospitals in the United States may not necessarlly mean

that the former are very efficient hospitals.

Tﬁe "losses" due to operational inefficlency, are estimated

separately for each acute care hospital in the Copper Country.

ﬁg know that in a hospital, the length of stay, cost per bed and

the rate of occupancy are interdependent. More intensive care

increases the cost per bed, but reduces the length of stay and

the rate of occupancy, and vice versa. As the rate of occupancy

is a better indicator of operational efficlency and easy to

quantify, we have converted all the adninistratiye inefficlencles

in the hospitals 1n terms of rate of occupancy. We have computed

adjusted rate of occupancy by keeping the length of stay of the

Copper Country hospitals equal to the state and national aversge.

In other words, what would be the rate of occupancy in the Copper 1

Country hospitals, i1f thelr average length of stay had actually been

equal to that of state and national average? {
|
1
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Adjusted Rate of Occupancy (A.R.O.)

Total patient days x Average length of stay x 100
for state and nation

No. of beds x 365 x Present length of stay

~

Average length of stay for
the state and nation

Present length of stay in the
Copper Country hospitals

= Present rate of occupancy x

This A.R.O. 1s then compared with the "efficient"2 rate of
occupancy which is the average of the occupancy rate of relatively
efficienﬁ hoépitals. The difference between the two rates gives
an estimate of how much the rate of occupancy is lowered due to
the obefational inefficlencies of the hospltals. A lower rate

of occupancy means that scme beds are left unoccupied. The number
of uﬁb&cﬁbie& beds was camputed by multiplying the percentage
difference between the "adjusted" and the "efficient" rate of
occupancy by the number of beds in each hosplital. The number of
unoccupied beds multiplied by the cost of maintaining an unoccupied
bed glves the total increase in hospital costs due to maintenance
of unnecesssary beds. In other words, the hospital services could
be provided that much cheaper, if these unnecessary costs were

eliminated,

24 An average rate of occupancy of all the comparable hospltals
was termed as "efficient" occupancy rate. This 1s not necessarily
the rate which would provide medical care at the least cost.
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Hosplital Insurance

Health insurance organizations play an important role in
financing of present high cost of medical care. In the face of
rising medical costs their role in the future will be still
greater. -

" Voluntary health insurance often has been criticized on the
ground that it has helped in the rise of medical costs, supported
‘ ' monopoly income of doctors and high cost of inefficient hospitals,
and encouraged overuse and misuse of medical care facilities.25
It 1s very difficult to say that private health insurance has
caused a rise in medical costs. Perhaps it 1s more approprilate
to say that it has helped perpetuate such situations. It 1s
'usually true that insured people use more medical care than
“uninsured, but 1t does not necessarlly mean the former overuse
, medlcal care facilitles.

] A study of the effects of selected variables on hospital
utilization by Durbin and Antelman shows strong positlve correlation
between length of stay and proportion of people covered by health
insurance.26 The number of admlsslons was also found to be posi-

tively correlated with the proportion of people covered by health

insurance.27
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25

26 Thils, however, does not prove that voluntary health lnsurance

increases the length of stay.

2T R. L. Durbin and G. Antelman (1964) "A Study of the Effects of
Selected Variables on Hospital Utilization," Hospital Management
(August, 1964), p. 57.

e A

For more citations, see Appendix A.
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Ancther study by Ronald Anderson and Odin W. Anderson shows

that uninsured people spent less and used less medical care than
Insured people. The number of admissions per 100 persons per year
was also hlgher for insured persons. Although mean length of

stay was higher for uninsured persons, total hospital days per 100
persons per year were higher for insured persons. From the figures
In Table 3.1 below one may be tempted to con_clude that differences

TABLE 3.1--Health Use and Expenditure of Insured and Uninsured
Persons in the United States in 1963

Items Insured Uninsured

In~-hospital surglcal procedure

per 100 persons per year, nos. 6 3
IAdmission per 100 persons per year, nos. 15 9
Mean length of stay per admission, days 7.0 8.8
Hospital days per 100 persons per yéar, days 101 84
Mean expenditure per famlly, dollars l29 201
Mean expenditure per individual, dollars 133 67

Scurce: Ronald and Odin W. Anderson, A Decade of Health
Services, adapted from Tables 67, 68, 72 and 73.

between expenditures of insured and uninsured persons glves the
extent of contributlon of voluntary health insurance in increasing
costs. It certainly would be ralve to conclude this without con-
sidering many other related things. |

If we assume that uninsured people are able to buy minimal
amounts of medical care necessary to keep them healthy, then it is
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clear that insured people are using more medical care facilities than
necessary, or in other words, taking extra precaution (which may or
may’ not -be necessary) at no Immediate extra cost, but future premiums
are likely to be larger. A contrary argument may be that extra
precautlon enables early detection and cure of 1llness which, if
delayed, may prove very costly. So extra precaution reduces high
future medical costs. High costs of insured people now, thus, may
be evened out by low costs in future,

It 1s possible that the present voluntary lnsurance system has
helped Increase the Income of doctors and hospitals and overall
price of medical care, but it is also possible that this has saved
many families from being financially crippled and many hospitals from
being insolvent. This issue is too clouded for us to make any mean-
ingful estimate-of the contribution of health insurance in increasing
medical cost.  However, most of the effects of voluntary heaith insurance
in raising medical costs, if any, would be picked up in our analysis of

the incomes of doctors and costs of hospltals.

Financing medical care needs:

A significant proportion of the population in the Copper Country
elther gets no medical services or gets only inadequate services. With
its high ineldence of chronle illness, abnormally high percentage of
older pecple and very low per capita incomes, the Copper Country faces
a uniqtie situation of a medically indigent region. There is considerable
need for medical care, wlth very little money to buy it. The need for
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medical care of a particular reglon deperds on the lncidence of
illness, general health status of .the people; age camposition,
on the level of care the soclety considers to be optimum and
many other asscoclated factors. So the estimation of need is a
difficult task. Further, need must be defined in more specific
terms such as by kinds of care: mental, tuberculosis, chronic
diseases, or acute illness, etc.28

The Public Health Services estimates that "the population
will need about 1200-1300 days of service in hospitals equipped
and staffed for the provision of diegnosis and medical treatment,
ard an additional 700-800 days of care per 1000 population in
facilities designed to provide nursing care, but little active
medical treatment."?? The above estimates are believed to be
conservative., ‘They imdicate the present need for general beds
to be about 4,5 beds per 1000 population.

Iee and Jones estimate the need for physicilans to be about
134.7 per 100,000 population. The estimate of need for physiclans

was based on a concensus of expert opinion on the number of

28 cronin, Reed and Baney, "Hospital Beds in the United States,
1950," Public Health Reports, LXV, No. 45 (November 10, 1950).
Quoted by Seymour E. Harris, The Economics of American Medicine
(Macmillan Company, New York, » Do .

. 29 L. S. Reed.and H. Hollingsworth, "How Many General Beds Are
Needed," Public Health Service (September 1963); of Proceedings of
National Health Conference (1938), pp. 44-U5.
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physician hours required to prevent, dlagnose, and treat specific

30

diseases and health conditions. This study was done some 35

years ago; it 1s now hazardous to rely on such estimates, because

since then there has been phenomenal development in all aspects
of medical scilence.

The President's Commission oh the health needs of the nation
made six estimates of physiclan requirements based on a 1960 pro-
Jected population of 171.2 million. The estimates were primarlly
based on existing physiclan-population ratio as the standard.31

The Copper Country is not a typlcal region in the United States,
so 1ts medlical needs may not be comparable to average needs for the
rest of the nation. Any estimate of need in the Copper Country must
take into consideration the abnormally high incidence of chronic

L -
Co Ui

11lness and the ﬁigﬁ proportion of older people in this region. So
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we have estimated the need for additlional medical care in this
reglon by our survey of the area. This was supplemented by information

on facilities avallable in other parts of the state and nation.

We feel that the creation of the needed medical facilities
by itself does not guarantee that the services will be bought by
the people. The effective demand for medilcal care depends on the

30 Roger I. Lee and Lewls W. Jones, The Fundamentals of Goed
Medical Care, (University of Chicago Press, 1933), p. 115.

31 Bu11ding America's Health, Vol. II, "America's Health Status,
Needs and Resources," (U.S. Government Printing Office, 1953),
pp. 183-85. Cited by Rashi Fein, The Doctor Shortage (The Brookings
Institution, Washington, D. C. 1967), p. 9.
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attitude of the people towards use of medical care, prices of
medical services, financing methods, 1ncome§, age dlstribution
of the population, ete. The people of the Copper Country are
in a very unfavorable sltuation from these points of view. The
greatest stumbling block is the lack of funds. Voluntary health
insurance is not a solution, because most of the people cannot
pay for the high cost of insurance, ard those who have such
protection find 1t difficult to maintain the present level of
protection. Some alternative ways of financing must be scught

outside the disposable incomes of the people.

Alternative methods of finsncing:

Fiﬁandes for providing additional medical care to the people
of the Copper Country may be cbtained in two ways: (1) by reducing
the ‘cost’ of medical care through elimination of existing
operétiahal inefficiencies of the hospltals, "unexplainable" higher
incfmeé of physiclans compared to that of dentists, and

"unexplainable'" higher profit rates of the drug and the medical

equipment industries compared to that of all manufacturing industries,

and (2) by getting more furds through county, state and federal
sources.

To estimate the total funds needed to finance additional
facilities, we have multiplied the number of additional beds,
physicians, dentists, and nurses by the existing per unit cost of
these facllities in the Copper Country. More explicitly, the total
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nunber of beds have been multiplied by the average cost per bed
in the area, and the number of physiclans, dentists and nurses
have been multipllied by their respective incomes per annum in
the year 1967. All added together provide the estimate of
additicnal funds needed per year at the level of cosfs existing
in 1967. N -

We have then analyzed whether the eliminatlion of operational
hospital inefficiencies of the hospitals, "unexplainable" high
Incames and “unexplainable" high profits in the medical profession,
drug ard medical equipment industries provide enough funds
(through savings) to meet the needs of the Copper Country. We have
not addressed here the question of how operational inefficlencies ard
"unexplainable" profits and incomes can be removed; nor have we
suggested how can the alleged savihgs be distributed to those who
need them most. More research is needed to say anything meaningful
on these aspects of' the problem.

We have then analyzed the possibllity of getting additional
funds from the county, state and federal sources. To know whether
enough funds can be raised in the countiles internally through
taxatlon or other means, we have analyzed present revenues, expend-
Itures and the percent of revenue allocated to health care and other
programs of the countles. The possibllity of raising more funds and
transferring funds from the counties' other programs to health care
is also investigated. We have also analyzed the state's share in

total revenue of these counties in the Copper Country compared to



R R P N AR

i

AONE I R AN

el

h9
other counties in Michigan. '"This glves us an idea of whether
a substantial amount of state aid can be eipected or Iederal
aid would be necessary. Ve have made no attempt to discuss

the welfare implications of these redistributions of income.



CHAPTER IV
DISTRIBUTION OF MEDICAL DOLLAR

The mediéal care system of the Copper Country, to relterate,
includes (in the summer of 1967) five acute-care units, five
long-term care units (including the one at St. Joseph Hospital),
three service-providing agencies, 29 physicians, 16 dentists, 17ﬁ
registered nurses and 38 practical nurses. Behind these pro-
viders of services stand the drug supplliers, medlical equlpment
manufacturers and many other directly and indirectly related
businesses—all of which makes complete medical care possible.

" l!This chapter presents the total expenditures needed to
support the medical care system of the Copper Country, compares
these expenditures with the national figures and finally, analyzes
the distribution of medical dollars.

National Aggregates

The total national publlc and private expenditures for health
and medical care reached an estimated $47.3 billion in the financial
year 1967 or about 6.2 percent of the gross national product.

Table 4.1 clearly shows that the total and per capita medical

expenditures have been rising steadily. The rise may have been

50
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TABLE 4.1—Aggregate and Per Capita Expenditures for Health and Medical Care in the United States
1959-196C to 1967-1968

Average per Medical Expenditure

Year Total¥ Population Capita : as Percentage of
: : : Expenditure . G.N.P.
‘million : million : dollars : - percent
dollars
1959-60 26,660 179.4 148.61 5.4
1960-61 28,635 182.3 157.08 5.7
1961-62 30,699 185.3 165.67 5.7
1962-63 33,070 188.2 175.72 5.8
1963-64 35,5914 190.9 186.45 5.8 =
1964-65 38,441 193.5 198.66 5.9
1967-68 47,266 197.9 238.83 6.2 |

¥ Includes both private and public expenditures

Source: For the years 1959-60 to 1964-65 see "Medical Care Financing and Utilization,"
Health Econamic Series, No. 1-A (1967), 7.2, p. 5.
For the year 1967-68, see "Trends," Health, Education and Welfare, (1967-68), Part I.
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caused by combinations of lncreases in three things: population,
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per caplta demand and prices of medlcal care.- The overall percentage

rise 1n expenditures has been more than the rate of growth of the national
product. Medlcal care expenditures made up only 5.4 percent of
G.N.P. in 1959-60, but rose to 6.2 percent in 1967-68. This

indicates the growing importance of medlcal expendltures in the

TR e T W,

economy .
The index of medical care prices has been increasing faster

than any other commodity. In the year 1967, the medical care

price index went up to 136.7 points (1957-59 = 100). The greatest
increase was. in hospital charges (200.1). As a result the share
of hospitals in the consumer's medical dollar has been lncreasing
over time (see Table 4.2).

The Copper Country Health Expenditures

The composition of operating costs of hospitals, nursing homes
and service-providing agencies show that salarles account for about
two-thirds of all costs.  In hospltals it is about 61 percent; in
nursing homes 72 percent and in service-provliding agencles 70 percent
of the total operating costs. Other major coamponents of costs in
hospitals are equipment (6.3 percent), food (5.5 percent), drugs
(4.2 percent), supplies (5.5 percent) and depreciation and interest
(4.6 percent). In nursing hames, food is the next major cost and

aqcounts for 7.8 percent of the total operating costs. Besides
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TABLE 4.2-——Private Expenditure for Health Services by Types of Expenditures in Selected Years from 1961-67 in the United States

: 1961 : 1964 H 1967*
: Total : Per- : Per Capita : Total : Per- : Per Capita : Total : , Per- : Per Capita
Types of Expenditures : Expend- : centage : Expend- ! Expend- : centage : Expend- : Expend- : centage : Expend-
: fture : to Total : 1ture ! {ture ¢ to Total : iture : dture : to Total : iture
million percent dollars million percent dollars million percent dollars
dollars dollars dollars
Total 19,978 100.0 110.25 24,842 100.0 131.18 29,706 100.0 150.11
Hospital Care 5,743 28.7 31.69 7,552 30.5 39.88 9,361 31.5 47.30
Physicians Services 5,472 27.4 30.20 6,775 27.3 35.78 8,078 27.2 40.82
Dentists Services 2,048 10.3 11.30 2,341 9.4 12.36 2,634 8.9 13.31 3
Other Professional Services 809 4.0 4.46 850 3.4 4.49 871 3.0 4,50
Drug and Drug Sundries 3,750 18.8 20.69 4,341 17.5 22,92 4,932 16.6 25,92
Eyeglasses and Appliances 783 3.9 4.32 1,043 4.2 5.51 1,303 4.4 ~ 6.58
Mursing Home Care 395 2.0 2.18 789 3.2 4.17 1,183 4.0 5.98
Net Cost of Insurance 978 4.9 5.40 1,151 4.6 6.80 1,324 4.4 6.69 ' ,

Source: For the year 1961-64, Social Security Administration, Social Security Bullerin, "National Health Expenditures, 1%50-64,"
(January, 1966), Tables 11-12.

% Obtained by linear projectiom of 1961 and 1964 figures.
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salaries, the major camponents of costs in service-providing agenciles
are: supplies (6.2 percent), depreclation anﬁ interest (4.1 percent),
and others which include rent, travellng and other miscellaneous
expenses (11.5 percent). For detalls on cost see Table 4,3.

~

Coemposition of the Medlcal Dollar

The national trerd in the distribution of the consumer's medical
dollar indicates that the shares of hospltals and nursing homes have
been steadlly increasing. This is mostly due to two reasons: (1) the
use of hospitals and nursing homes has increased tremendously during
the last decade, ard (2) the index of prices (especlally that of
hospital services) have increased more than most of the commodities.

In the Copper Country, hospitals get the largest share of the
consumer's medical dollar-~-about 37 percent—-followed by physicians
with 20 percent, drugs with 14 percent, nursing homes with 10 percent
and dentists with 9 percent. The rest, 10 percent, is accounted for by
such items as eye glasses and the net cost of insurance. Table 4.4
presents these details. -

In camparison to national figures, the shares of the hospitals
and nursing homes in the Copper Country are substantially larger, but
the physiclan's share 1s substantially lower. The shares of drugs
(14 percent) and net insurance costs and glasses (6 percent) are lower
than the national figures. But the share of dentists is about the

same. Table 4.5 shows these comparisons.



TABLE 14 3—Composition of the Total Operating Costs of Hospiltals, Nursing Homes and Service-
Providing Agencies in the Copper Country in 1967

Types of Expenditures Hospitals S Nursing Homes Ser'vice;PrO'\ridirg
Agencies

Salaries and Wages 2,373,051 61.43 680,666 71.70 20{1,'430 70.13
Equipment 2h2,826 6.29 36,513 3.85 6,825 2.3
Medical and Profess- : .

ional Fees 84,796 2.20 - - - -
Food 212,914 5.51 74,387 7.83 - -
Drugs 161,603 4,18 16,1485 1.74 8,000 2.7
Utilities 95,376 2.47 35,783 3.77 5,799 1.99
Laundry 35,641 0.92 12,333 1.30 100 0.03
Repalr and Maintenance 73,008 1.89 10,020  1.05 2,660  0.92
Supplies 212,536 5.50 26,874 2.83 18,022 6.18
Depreciation and

Interest 179,194 L.64 11,363 1.20 12,046 4.13
Others 192,079 4.97 4l gl5 §.73 33,645 11.54

Total 3,863,064 100.00 949,369  100.00 291,536 100.00

Source: Coamputed from hospital records. For camposition of the tofal operating costs of
individual health care unlts, see Appendix B.



TABLE 4.4--Distribution of the Consumer's Medical Care Dollar in the Copper Country in 1967

i
}

Types of Expenditures Total Per Capita Average Family Percentage
: : Expenditure : Expenditure® : of Total
e e
Hospital’® 3,517,932 68.43 171.07 37.30
Physicians _ 1,894,725 36.86 92.14 20.10
Dentists 847,110 16.48 41.19 8 .98
Drugs® 1,306,328 25.41 63.53 13.85
Nursing Homes 973,732 18.94 47.35 10.32 -
&
Other Professional Services 338,301 6.58 16.45 3.59
Other” 552,687 10.75 26.88 5.86
Grand Total 9,430,805 183.45 458.61 100.00

2 The total mumber of families is 20 ,56U4 (average size of the family is 2.5

and population is 51,410).

Tot;al amount of drugs sold by hospitals have been deducted before camputation.
d € Includes the total drugs sold by hospitals, doctors and drugstores.

Includes the net insurance cost (3.86 percent) and eyeglasses, etc. (2 percent).

Source: Computed from collected data.
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E TABLE U4.5--A Comparison of the Composition of the Medical Dollars

% in the Copper Country and in the.United States in 1967

b : :

% Types of Expenditure : Copper Country : United States

: | - - C-TTC-<C percent - < - - - -
Hospital > 37.30 31.50
Physiclan 20.10 27.20

% Dentist 8.98 8.90

i Drug 13.85 ' 16.60

Nursing Home 10.32 4,00
Other Professional Services 3.59 3.00
Other# 5.86 8.80

Total 100.00 100.00

5 # Includes shares of eyeglasses and net cost of insurance.

i Source: Table 4.2 and 4.4 of this chapter.
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CHAPTER V
DOCTORS ‘

-~

Physicians play a vital role in the total medical care system.
They activate almost all personnel and all hospltals and
nursing hame facilitles, so 1t 1s quite natural to concentrate more
on them in any study of the medical industry. Besldes this,
physicians account -for about one-fourth of the total expenditure
on medical care. In fact, if the present trend of rising demand
ard prices of their services continues, their share in the consumers'
medical dollars will further increase in the future. The index
of prites for physicians' services increased from 100 in 1957-59 to
137.6 in 1967; whereas during the same perlod the general price
index rose to only 116.3 points. The productivity of physicians
has also increased tremendously due to better transportation and
camunication facllities, reduced home calls, better hospltal
facllitles, etc. But the general concensus 1s that the demand for
physiclans has increased faster than the productivity and the
number of physlcians, and the numnber has failed to increase fast
enough due to restriction of entry into the profession.1 As a result

physiclans are alleged to earn more than what would be Justifiled by

the free working of demand and supply of their services. If this

1 Friedman and Kuznets, p. 395.
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is true, the situation in the Copper Country would be rather
worse, because the ratio of physicians to pépulation 1s about
half the national average. However, scme real questions can
be ralsed at this polnt: whether an unrestricted supply of
physicians would not Jeopardize the quality of care; or whether
it would be "better" for the people to have more physiclans
of inferior quality or less of superior quality; or whether
there 1s any optimum camblinatlon of quality and number of
physicians; or whether 1t 1s at all possible to reach a declsion
on such a combination. Most of these questlons are pedantic
in nature and not essentlial to our immedlate interest in this
chapter.

The Copper Country needs more medical facilitles and more
funds to flnance these facilitles. The funds can be cobtalned
either by getting more money from the local, state or federal
sources, or by reducing the cost of medical care., One of the
possible 1tems of savings could be in physiclans' bills, The
services of physicians account for about one-fourth of the total
medical bill. We need to know if this is due to "unexplainable'
high incomes of physiclans or due to some other reasons. We are
also interested in knowing the total out-flow of money in income
tax on such "t_mexplaimble" incames because this 1s a pure drain

on the comunity's resources,

2 The word "unexplainable" is defined in Chapter III and also
later in this chapter.
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This chapter, first, estimates the gross income, investments,
ard the "unexplainable" higher incomes of the physicians (campared
to that of dentists) in the Copper Country, then camputes the
amount of income tax on such incomes that flows cut of the area.

The details of estimation technlques are presented in Chapter III.

Incomes

The yearly average gross incames of physlelans and dentists in

the Copper Country are about $70,000 to $51,000, respectively. After

TN e T 8 Al 2 e TR A R

allowing for thelr business expenses, the net incomes of physiclans
and dentists (before income tax) are about $42,000 and $26,000,

respectively (see Table 5.1).

:i
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TABLE 5.1—Incomes of Physicians and Dentists in the Copper
Country in 1967

; Incomes & Expenses Physlclans Dentlsts

; E—— dol'lars -----
: Gross Incomes® , 70,175 51,340

% Business Expensesb 28,533 25,259

i% Net Income 41,642 26,081

fi ta, For detalls of computations see Appendix B.

& U.S. Treasury Department, Internal Revenue Service,

o

Statistics of Income, 1964, p. 31.

R

Note: Total deductlble business expenses of the
physicians and dentists were about 40.66
and 49.20 percent of gross receipts, respectively.

e
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Tax

Physicians sometimes under-report their incomes and overstate
their costs. A major factor in the overstatement of physicians'
costs 1s the possibilit& of charging off as buslness expenses
certain types of consumption expenditures.S The data compilled
framn an audit of internal tax returns by the Internal Revenue
Servlice show that physicians under-report income by about eight
percent of thelr net income; other independent professlonals were
also found to under-report incomes more or less to the same extent.u
In other words, physiclans and dentlsts pay taxes only on 92 percent
of their net incomes. Average incame taxes (camputed) paid by
each physician and dentlist are about $11,000 and $5,000, respectively.
Net incame, after taxes, for physilclans is about $31,000 and that
of dentists is about $21,000 (see Table 5.2).

Estimation of the "unexplainable!" difference in the incomes of

physicians and dentists:

We have defined "unexplainable" higher Incomes of physiclans
over that of dentists (a comparable profession) as the amount of

incame that cannot be explained due to variability of incames,

3 W, Lee Hansen, "Shortages and Investments in Health Manpower,"
The Economics of Health and Medical Care, Bureau of Public Health
Economics and Department of Econamics (The Unlversity of Michigan,
Ann Arbor, Michigan, 1964), p. 85.

Marius Fariolettl, "Some Income Adjustment Results fram the 1949
Audit Control Program," An Appraisal of the 1950 Census Income Data,
Vol. 23, Studies in Income and Wealth, (Princeton, N. J., Frinceton
University Press), p. 258.
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TABLE 5.2--Net Income (before and after tax) and Income Tax of
Physiclans and Dentists in the Copper Country in 1967

Names ‘Net Incame * Untaxeg ¢ Total Incame Net Income b
: (before ! Income™ : Taxable : Tax : (after tax)
: tax) ¢ ¢ Income : s
----------- T T dollars - - = - --<---—-
Physiclans 41,642 5,131 36,511 10,670 30,972
Dentists 26,081 3,886 22,195 5,082 20,999

8 Tneludes under-reported incomes--elght percent of net
inceme (before taxes) and tax exemptions for three
persons ($1,800).

b
Includes untaxed inccmes.

non-pecuniary advantages and disadvantages, condltions of demand, and
length and cost of training, etc. in the two professions. Of course,
1t is not easy to assess the quantitative lmportance of each of the
above factors responsible for the difference in average incames. In
some cases, the effects of different factors are merged, and in
others only a subjective evaluation is possible.

In computlng the 'iunexplainable" incame difference between
physiclans and the dentists, I have made no attempt to collect and
analyze the data on thé above income determining factors, partly
because 1t 1s a very tedious and time consuming process and mainly
because an excellent study by Friedman and Kuznet:e.,5 dealing par-
ticularly with this aspect, is available.

3 ¥riedman and Kuznets, p. 394-95.
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Friedman and Kuznets compare the income in medicine and
dentistry and conclude that, at most, 17 pércent of the
additional incomes in medicline can be explained by the longer
and costlier training needed to get into this profession.
The influence of remaining factors such as: greater variablility
of incame in medicine than in dentistry; non-pecuniary advantages
arnd disadvantages of the two professions; condltions of demand
for services, etc., go in favor of mediclne. In other words,
these factors partly counterbalance the extra cost of physiclan's
training.

Friedman and Kuznets found that physiclans' average incomes
(arithmetic mean) were 32 percent more than that of dentists'.
This difference in income evidently 1s not a temporary aberration.
The difference in incomes has persisted for a long time and, in
fact, widened in the recent years in favor of physicians. The
difference in the costs and length of training in the two professions
has remained more or less the same. In fact, today, medlcal
education is heavily subsidized. So it seems relevant to use
Friedman and Kuznets' estimate of the explainable difference
between the incomes of physiclans and dentists.

Friedman's original analysis neglected the effects of individual
incane tax. A progressive incame tax collects more from fluctuating

incames, and physicians' incames are more f{luctuating than dentists' .6

6 William J. Shultz and C. Lowell Harris, Amerlcan Public Finance,

Tth ed. (Englewood Cliffs, N. J., Prentice Hall, 1959), p. 220.
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But this 1s more or less compensated bv the greater non-pecuniary

advantages of' physicians which are not taxed.

Another criticism may be that physlclans work longer hours

: per week than other professionals, so the mean annual incame of

physiclans may not be a good measure.7

Based on Friedman and Kuznets' estimates we have camputed
"unexplainable" higher incomes of physiclans over that of dentists

in the Copper Country in Table 5.3.

fy
i TABLE 5.3--The Total "Unexplainable" Higher Incomes of
Physiclans Compared to That of Dentists
in the Copper Country in 1967
Items ¢ Amount
dollars
1. Net Income (before taxes)

a) Physiclans h1,642

b) Dentists 26,081

) 2. Difference (la - 1b) 15,561
(59.66)%

PPN

3. "Explainable" Difference

] [17 percent x $26,081] 4,434
A (17.00)
K 4. "Unexplainable" Difference

[ 2-3] 11,127
& (42.66)
§ 5. Total "Unexplainable" Incomes of

Physicians 300,429
[27 (number of physiciens)x 11,127]

#
Flgures under parentheses show percentages of
dentist's income.
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7 For other criticlsms, see Herbert E. Klarman, The Economics
of Health, (Columbia University Press, New York and London, 1965),

pp. 9§"§3 *
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Table 5.3 shows physiclans 1n the Copper Country earned
about 60 percent more than dentists, and about U3 percent of
the difference ($11,127) cannot be explained by the factors
enumerated before., There are 27 independent physicians in the
Copper Country, so the total "unexplained" income of the
physicians is equal to 27 x $11,127 = $300,429. This 1is the
amount the consumers "lose", which they would not have if
incame of physlclans were comparable to that of dentlsts, i1.e.,
if the physlclans earnings were only 17 percent higher than

dentists. -

Tax on "unexplainable" incames of physiclans and out-flow of money

A portion of the "unexplained" income of physicians flows
out of the community in income tax. This can be visuallzed as a
pure draln on the camunity's resources., Total tax on the
"unexplained" income per physician is about $4,200 and for the
whole Copper Country, with 27 private physlcilans, the amount 1s

about $113,000.8

From our previous'calculationsvwe know that the
total "unexplained" incomes of the physiclans were about $300,000.
So about 38 percent of their "unexplained" incomes is taxed by
goverrment and never becanes directly avallable to them or to the
camunity. The computations of tax on the "unexplained" incame

are as follows:

8 The total out-flow of money actually may be less than $113,000
because a part of the medical expenditure of the people (patients) is
not subject to tax, so if this amount had stayed with patients, they
would have pald higher taxes. In fact, this wlll happen only if
patlients' savings in physicians' blll put them in higher income brackets.
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Amount

Net Income (before tax) per Physiclan

a) with "unexplainable" income H1,6H29

b) without "unexplainable" income 30,515
Tax on (a) 10,670
Tax on (b) 6,479
Tax Paid per Physician on "Unexplainable"

Income 4,191
Total Tax on "Unexplainsble'" Income of

Physicians (27 x $4,191) 113,157

9 $26,081 (dentist's income) + 17 percent of $26,081 = $30.515.
The rest 1s computed as in Table 5.2.
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CHAPTER VI
THE DRUG INDUSTRY

Drug manufacturers have always been criticized for having
serious monopolistic trends exhibited by collusion, price
fixing, intense advertising, misuse of patent privileges ard
high profit rat;vs:s;.1 The opponents of this view argue that
high profit rates in the drug industry are Justified because of
the high risk of investment In the industry. Further, patent
privileges are essential for the contlinuing research programs
of the drug companies. The pros and cons of these arguments are
presented briefly in Appendix A.

This chapter compares the profit rate of the drug industry
with that of all manufacturing industries and the "normal" interest
rate for industrial capital, which by our assumption is equal to
the competitive rate of p_rof‘it. This comparison provides an
estimate of the magnitude of the "unexplainable" higher profits
in the drug industry compared to that of other industries. The
higher the profit of the drug industry the higher the prices
drugs are likely to be, and as there 1s no drug company in the
Copper Countr'y s the higher the out-flow of money fram thls area

would be.

1 For specific citatlons see Apperdix A.
67
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In other words, ir the profit rate of the drug industry were
the same as that of all manufacturing industries or equal to the
"normal" rate of interest for industrial capital the drugs would
have been cheaper and people would have saved money on drugs.
Estimating theqp possible savings is the main objective of this
chapter,

This analysis is carried out at two levels: manufacturers
and retallers. The high profits of the drug manufacturers and
drug retallers have different effects on the resources of the
people and the economy of the Copper Country. Both are a "loss"
to the consumer. They are paying more for the drugs than they
would have if the prices were less, but the high profits of
drug retallers located in the area are not a loss to the community
except for the lncome tax on such profilts which flows out of the
area; whereas the high profit of the drug manufacturers, since
they are not located in the area, is a pure loss to the comunity.

The magnitudes of these are estimated in the following pages.

Profits in the Drug Industry

The profit rates of the leading drug manufacturers have been
much higher than the leading firms in other industries. Table 6.1
shows the profit rates of 22 irdustries (12 firms in each) in the
year 1966. The rate of return on stockholder's investment in the

drug industry was double that of about one-third of all irdustriles.,
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TABLE 6.1---Rates of Return of 12 Leading Firms
in Selected Industries, 1966

Industry : Rate or
. : Return

percent

Drug and Medicine ’ 21.1

Perlodicals 20.1

Radio and Television Equipment 19.8

Motor Vehicles 17.1

Camputing Machines 16.3

Glass Containers 14.7

Aircraft 14.6

Nonf'errous Metals 14.4

Motor Vehicle Parts 14,1

Clgarettes 13.9

Baking Products 13.5

Petroleun Refining 12.2

Dairy Products 12.0

Malt Liquors 11.5

Pulp Paper 10.6

KEnit Apparel 10.5

Distllled Liquors 9.1

Steel 8.5

. Plunbing Fixtures 8.4
) Cement 6.1
‘ Meat Products 5.3

Source: Federal Trade Commisslion ~ Rates
of Return for Identical Companies
. in Selected Manufacturing Indus-

tries, 1957-1966.

If we compare the profit rates of the drug campanies with all

the manufacturing companies, we find similar differences. Except

for the year 1956 and 1966, the profit rates of drug industry were
the highest among the 26 leading industries (see Table 6.2).
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TABLE 6.2--Rates of Return of Drug Manufacturers and All
Manufacturing Industries, 195667

. Profit Rates After Taxes as a Per-
cent of Stockholders' Equity

Profiit Rank of the Drug
Industry Among All Mamu-

e B9 o4 &9 OB #8

Year :  All Drug : A1l facturing Industries®

: Manufacturers : Manufacturers

------- percent = = = « « - - rank
1956 17.6 12.3 2
1957 18.6 11.0 1
1958 17.7 8.6 1
1959 17.8 10.4 1
1960 16.8 g.2 1
1961 16.7 8.8 1
1962 16.8 9.8 1
1963 16.8 10.3 1l
1964 18.2 11.6 1
1965 20.3 13.0 1
1966 20.3 13.5 2
1967 18.7 11.7 1

¥ Rank among the 26 industries for which profits are reported
separately in the Quarterly Financlal Reports.

Source: Federal Trade Cammission and Securities and Exchange
Commission, Quarterly Financial Report, 1967.

A few researchers argue that due to the high risk of investment in
the drug industry, the high rate of profit is justified in this Industry.
Conrad and Plotkin attempt to test the hypothesis that the level of an
Industry's profit rate is positively correlated with the degree of risk
faced by firms within the industry. In other words, the more risky an
industry, the higher its average profit-2

2 U. S. Congress Senate, Campetitive Problems in the Drug Industry,

Hearlings, before the subcommittee on Monopoly of the Select Committee on
Small Business, a report by Gordon R. Conrad and Irving H. Plotkin, 90th
Corgress, 1st and 2nd Session, Part 5, 1967-68, pp. 1747-1748.
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It is true that the drug industry is not risk-free, and risk
does play a part in the high profits of the drug industry. But
risk premiums for drugs are low. In 1959-1964 drug campanies
earned an average return of 18.32 percent. Fisﬁer and Hall
attribute 1.68.percent of this to risk-3 Muller analyzes the
report of Conrad and Plotkin and concludes that though the vari-
ability of profit 1n the drug industry 1s more than in others, it
does not mean that the chance of losses 1n the drug industry is

more, or the incentlve to invest there 1s less. Muller compared

profit rates of the aluminum industry (relatively risk-free) with

Ff that of the drug industry (so-called high-risk industry) and found
: that the average profit rate of the former is 7.8 percent with a
standard deviation of 1.3 percent whereas the averagé rate of the
latter was 17.5 percent with a standard deviation of 8.6 percent.
This means that two-thirds of the time, aluminum company profits
fell in the range of 6.5 and 9.1 percent and that of the drug
irdustry was between 8.9 and 26.1 percent. This clearly shows that
chances of making high profit in the drug industry are more than in
the aluminum industry 1n'spite of large varlabllity in the drug
industry. Muller after further analysis concludes that ".... the

Conrad-Plotkin measure of risk turns out to be a better proxy of

3 Irving N. Fisher and George R. Hall, Risk and Corporate Rate of
Returns, a paper presented before the Econcmetric Society (December 29,
1967). Cited by Willard F. Muller, Senate Hearings on Monopoly of the
Select Committee on Small Business, 90th Congress, lst and 2nd Sessions,
1967-68, p. 1835.
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relative market power than of risk." In other words, high con-
centration, high entry barrlers and a high deéree of product dif-
ferentiatlion are the important factors that are behind the persistent
high profits in the drug industry.

Estimation of "profit—dif‘ference"5

From the above evidence and discussion 1t is clear that com-
pared to other lndustries, the drug industry usually earns a
higher rate of profit. The reasons for this cannot be fully ascribed
to investment risk in this industry. We have analyzed separately
the effects of higher profits of the drug retallers and drug manu-
facturers on the resources of the indlviduals and the camunlity. We
have canputed in Table 6.3 the difference between the profit rates of
drug manufacturers and all manufacturers, and between drug retaillers
and all retallers. As mentioned earlier 1in Chapter III, two types of
"profit-difference" have been computed: accounting (unadjusted)
"profit-difference", and adjusted "profit-difference".

The computations in Table 6.3 show that the rate of "unexplailnable"
higher profit rate of the drug manufacturers was about 6.8l percent of
equity. As the total average equity (1963-67) of the drug industry
was about $3,906 million, the total profit in absolute dollars was about
$267 million ($3,906 million x 6.84 = $267.17 million), which expressed .

i U. S, Congress, Senate, Competitive Problems in the Drug Industry,

Hearings, before the subcommittee on Monopoly of the Select Committee on

Small Business, & statement by Willard F. Mueller, 90th Congress, lst and
2rd Sessions, Part 5, 1967-68, pp. 1829-1843,

? The term "profit-difference" is explained in Chapter ITI.



73

TABLE 6.3--Total "Unexplainable" Profits of Drug
Manufacturers and Drug Retallers

Marufacturers and Retailers ; Profits on

: Equity

percent

Drug Manufacturers 18.811a
All Manufacturers 12,00
Dif'ference 6.84

Drug Retailers 36.362
All Retallers 19.19
Difference 17.17

2 Source: F.T.C., Quarterly Financial Report
of manufacturing corperations, 1963-1967, The
computed profit rates (after taxes) are averages
of give years {1963~1967).

Source: Orin E. Burley, Albert B. Fisher, Jr,
and Robert G. Cos, Drug Store Operating Costs and
Profits, (McGraw-Hill Book Company, Inc., N. Y.
1956; Tables 16.1 and 17.1, pp. 221, 242,

: Source: Internal Revenue Service, Statistics
| of Income, 1965, p. 32.

Note: See Chapter IIT and Apperndix B.5 for a
: detalled discussion on the methods of estimating
the profilt rates of drug retallers and all retailers.
as a percentage of total sales ($6,407 million) cames to 4.17 percent.
As only the figures for the sales of drugs are avallable in the

Copper Country, expfessing the "profit-difference" in terms of sales

et oo i ks e < £k T & rmts ermemnen s -+

(though computed on equity) will facllitate our computation of the

flow of money from the Copper Country, and the "loss" of consumers'

medical dollars due to the "unexplainable" higher profits of the drug
industry. Multiplying the total drug sales of $712,657 by the rate

of profit-difference of 4.17 percent, we get $29,718 as the "unexplainable"
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high profits of the drug manufacturers from the Copper Country.
Similarly we have computed this for the drug retallers.

The total "unexplainable" profit-difference of the drug
retallers was 17.17 percent (see Table 6.3) of equity. The
total unexplalned profit in absolute dollars was about $20,829
[equity ($121,H55) x «1717]. The figure $20,829 when expressed
as a percentage of the total sales ($505,936) comes to 4,12
percent. The mark-up of drug retailers on prescription and pro-
prietary drugs was about 43 percent of total sales, and this is
about $393,816. The total mark-up ($393,816 x the rate of
"unexplained profit-difference") is $16,225. As in the case of

drug manufacturers, thls amount could be saved by the consumers

of drugs, if the profit rates of drug retallers were equal to
that of all retallers. So the total possilble savings in drugs
would be a minimum of about $46,000 if the "profit-difference"
of the drug manufacturers and retallers were eliminated.

The adjusted theoretical "profit-difference" of the drug
irdustry was also computed in the above way, except that the
accounting profit rate of the industry was adjusted for intangibles,
royalties and advertlsing (because these are not to be expected
in a perfectly competitive industry) and then was compared with
the "normal" rate of interest for industrial capita1-6 The

6 According to our assumptlon competitive rate of profit
should be equal to "normal" interest rate for industrial capital.
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adjustments raised the profit rate by 5.76 per'cent,7

so the
adjusted profit rate of the drug industry incieased to 24

percent. Deducting a campetltive rate of profit of 7 percent,
which by our assumption is equal to the "normal rate of

interest, we get 17 percent as the "unexplainable" higher profit
rate of the drug industry. The average (1963-67) total equity

of the drug industry was about $3,906 million so the total amount
of "unexplainable" profit was about $687.46 millions, which is
about 10.63 percent of the total sales ($6,467 million). The
total value of drugs sold by hospitals (valued at cost price) and
drug stores 1s $1,106,473, so the total "unexplainable" higher
profits of the drug industry from the Copper Country is $1,106,473 x
.1036 = $117,618 maximum-8 This is the amount that the consumers
céﬁld save if the profit rate of the drug industry were equal to

our assumed campetitlve rate of profit.

7 Computed by Kamerschen for Chemical and Allled Products. We
have used this figure for drug industry because drugs in industry
cane in the same industrial grouping, and other better estimates for
drug industries were not avallable. See Kamerschen, p. 153.

8 Ve have assumed here that the ratio of equity to sales in drug
stores is the same as that of drug manufacturers. Thils may not be a
very realistic assumptlion, but we do not expect the margin of error to
be large, because the rate of profit on sales and high profit rates are
almost the same for both drug manufacturers and drug stores.



CHAPIER VII
THE HOSPTTAL EQUIPMENT INDUSTRY

The technological progress in medical equipment has contributed
much to the development of medical sclence. Sophisticated equipment
has increased the productivity of doctors and enabled hospitals to
provide many more services of better quality. Prices and needs for
this eguipment have been increasing fast, and now eaqulpment constltutes
a major item of the cost of medical care. In the Copper Country,
equipment accounts for about 6.29 percent (second major cost) of
total hospital costs, and 3.85 percent (fourth major cost) of the
total costs of nursing homes.

Ve are Interested in knowing whether the prices of eguipment
could be lovier without lowvering the profit rate of medical equip-

ment Industry below comparable industries.

As ve have mentloned earlier, the Copper Country needs more
medical care of better quality, but the abillty of people to pay
for this service 1s very limited. Therefore, if the medical equip-
ment industry really earns a very high profit, thils would not only
Jecpardize the quallty and kirnd of servlces provided, but also
further limit the already deflcient resources.

Thls chapter estimates the magnitude of '"unexplainable"

higher profit rate of the medical equipment industry compared to all

manufacturing industries. This will provide a measure of the possible
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savings of the consumers' medical dollars through elimination of

the "unexplainable" higher profit rate. The procedures for

v

estimating thils profit are outlined in Chapter III.
Hospital equipment is manufactured by several manufacturing

industries. In most of them, such egquipment accounts for only an

p——

insignificant proportion of the total preoduction, so 1t is very

difficult to compute profit rates separately. Chapter III describes

; . in detall the computational difficulties and our estimation tech-
niques in calculating the profit rate of the hospital equipment
irdustry.

Estimation of the Difference in the Proflt Rate of the

Medical Eguipment Industry and All Manufacturing Industries

The conputation of "profit-difference" in the equipment industry

1s based on a sample of three flrms excluslvely producling all kinds
of hospital equipment. Together they account for about 18.7 percent
of the total sales of medleal equipment. Table 7.1 glves a cam-
parative plcture of the net profits of the equipment Industry and
all manufacturing industry.

fable 7.1 shows that the average rates of profits (after taxes)
on equity in the last five years (1963-67) were 15 and 12 percent for
the equipment industry and all manufacturing industries, respectively.
Therefore, if we take the profit rates of all manufacturing industries

as a standard for our comparison we find that the rate of "profit-

difference" 1s only three percent in the eguipment industry. Expressed
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TABLE 7.1-—Profit of Hospltal Equipment and All Manufacturing
Industries, 1963-67.

Year : Total equity : Net Profit : Total equity

: Net Profit

of hospital : (after _ : of all b (after b
equipment : taxes)” : manufacturing  : taxes)

- --- T T mililons of dollars - - - - = = - -
1963 72.42 8.36 189,678 19,483
1964 82.13 10.41 199,764 23,211
1966 100.76 16.64 230,281 30,937
1967 112,87 19.96 247,584 29,008
Total 459,56 68.96 o 1,079,024 130,160c
(15.00) (12.00)

? Obtained from the records of individual fimms. I am
indebted to Neville Doherty for providing this information
and advising me on the camputation of the rate of "profit-
difference".

b Source: Federal Trade Commission, Quarterly Financial
Report, 1963-1967.

¢ Figures in parenthesls are percentages of totals.

In dollars, this three percent profit rate is equal to $2.76 million
[3% (rate of profit-difference) x 91.91 million (average equity from
1963-67) = $2.76 million] which is about 1.04 percent of the average
sales ($265 million) of the industry. The total expenditure on

equipment in the year 1967 was $286,164, Multiplying this figure by
1.0l percent, we get the amount of "unexplainable" profits of $3,176
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in the equipment industry. The cost of medical care in the Copper
Country would have been lower by this amount if the rate of profit
in the medical equipment industry were equal to that of all manu-
facturing industries.

It would probably be instructive to look into the adjusted
theoretical "profit-difference" of the medical equipment industry.
The procedure of estimating this is outlined in Chapter I1II and 1s
the same as used in the case of the drug industry.

The average profit rate (after taxes) of the equipment industry
from 1963-67 was 15 percent of the total equity. Adjusting this
profit rate for royslties, intangibles and advertlsement, we get a
profit rate of 19.40 percent of the total equity-l As we defined
earlier, the adjusted "profit-difference'" i1s the difference between
the rate of return on equity and the interest rate on industrial
capital, The interest rate used 1n this case 1s seven percent. So
the adjusted theoretical profit-difference is 12,40 percent of the
total equity. Converting this into the total amount of profit in
dollars it is $11.4 million [.1240 x 91.91 (average equity) = $11.39
million, which is 4.30 pércent of the average sales ($265 million).2

. Kamerschen estimated that profit rate increased by about 4.40
percent when adjusted for royalties, intanglbles and advertlsement.
The figure 4,40 percent is actually for professional, sclentific and
controlling instruments, photographic and optical goods, watches and
clocks, etc. But most of the major hospltal equlpment comes under this
industrial group. Therefore, we do not expect the error to be signifi-
cant. See Kamerschen, p. 153.

2 We have converted the profit rate on equity as a percent of sale
because this facllitates our computation of the total "loss" of Copper
Country due to high profits of this lndustry.
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In the whole Copper Country medical lndustry, the total

expenditures on equipment in the year 1967 was $286,164,
Multiplying this figure by 4.30 pefcent, we get the amount

of "unexplainable" higher profits in the equipment industry.

In other words, this 1s the amount the Copper Country has
"ost" due to the higher profit of this Industry compared to
the campetlitlve profit rate. Adding the total interest paid
on thls amount glves the total outflow of money from the com-
munity for which no equivalent amount of equipment was recelved
(see Table 7.2).

From the results of Table 7.2, it seems that the outflow of
money due to the "profit-difference" in the equipment lndustry
is not substantial. Of course, in evaluating these results we
must keep in mind that our estimate of profit was based on a
sample of only three {irms which accounted for 19 percent of
total sales. However, we can safely conclude that the "loss"
of consumers' medical dollars and the draln on the resources of
the Copper Country, due to the "unexplainable" "profit-difference"

in the equipment industry, are not very significant.



TABIE T.2—Total "Loss" of Consumers' Medical Dollars Due to "Adjusted” and "Unadjusted"
Profit-Difference of the Medical Equipment Industry in the Copper
Country in 1967

t

Types of Rate of Total : Total . "Loss" to

Profit-Difference : Profit-Difference : '“Unexplainable" : Interest : Consumers
: ' : Profits : pald :

percent ] dollars ° dolliars . dollars

Adjusted .30 12,305 1,476 13,761

18

Unadjusted 1.04 3,176 384 3,560




CHAPTER VIII
HOSPITAL EFFICIENCY

Hospitals, today, are the center of most medical activitles.
Both physiclans ard patients have tended to use them more ex-
tensively in recent years. The former find them suitable for
their professional work, and the latter use them for better
treatment and to be ellgible for institutionalized payments. Also
there have been extraordinary price increases for hospital
services in the last decade. The index of prices of hospital
services increased from 100 in 1958-59 to 200 in the year 1967;
vhereas in the same period the general price level went up to
only 116. 1In fact, the rise in the prices of hospital services
was more than for most other consumer cammodities. The possible
reasons for this could be many, but a few of the important ones
are general expansion in the services offered by hospltals, general
inflation, increase in pbpulation ard increase in the individual
demarnd for hospital services.

Hospitals today are mostly non-profit enterprises and receive
most of their payments through health insurance organizatlons
and the government. The non-profit status of hospitals under
present institutionalized payment system (insurance, goverrment

payments, etc.) does not provide the necessary incentive for an
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efficient operation. Also the lack of inter- and intra-hospital
coordination among administrators, physicians; and trustees results
in unoccupled beds, unused equipment and general excess capaclty
in the hospitals.

In a place like the Copper Country, where 35 percent of the
families are below the poverty line, and where a significant pro-
portion of the people recelve only inadequate medical care, any
existing lnefficiencies in the operation of medical facilitles
becone a matter of great concern. The hospltals and the nursing
homes receive about 48 percent of the total medical expenditure
in the Copper Country, and this l1s significantly higher than the
national figure of 36 percent. Therefore, any operational
inefficiency in these facilities would mean a substantilal "loss"
of consumers' medical dollars. In view of the extenslve medical
needs of the people, wilth very limited funds to buy them, it is
imperatlve that the existing operational inefficlencies be
eliminated from the system.

The main objectlve of this chapter 1s to estimate the amount
of operational 1nefficieﬁcy in the Copper Country hospitals and
nursing homes. This will enable us to campute the amount of money
that can be theoretically saved and made avallable for financing
the medical needs of the people of this area.
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Estimation of the Operational Inefflciency of the

Hospitals Based on Their Operating Ratios

The term "efficiency" used in this chapter does not conform
to the definltion of market efficiency. For that reason "a
hospital is efficient" does not mean that the hospital is of
optimum size and the medical care is provided at the minimum
posslble cost. In fact, we have made no attempt to do any'market
analysis of the hospitals and medical care. All measure-
ments of efficlency are strilctly based on operating ratios of
the hospltals, and the word “operating efficlency'" has been used
mostly in the relative sense. Five criteria have been selected
to measure the operating efficlencles of the hospltals. They are:

1) length of stay

2) cost per patient day

3) cost per bed

4) number of personnel per bed

5) rate of occupancy

According to our aésumptions, for a given quallity of care ard
type of patient, a hospital is a more efficlent operation if it has
higher rate of occupancy, lower cost per patient day, shorter length
of stay, lower cost per bed, and fewer personnel per bed. These
irdicators are interdependent, and the magnitude of one of them,
without reference to the magnitude of the others, tells very little
about the level of the operational effilciency. In other words, high

per patient day cost in a particular hospital by itself does not
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mean that that hospital is lnefficlent. The length of stay may
be short enough to compensate for the high cdst.l A coamparison
of the magnltude of the indlicators in the Copper Country hospitals
with that of the State and National averages would give us a
better idea of their relative efficiency (see Tables 8.1, 8.2
and 8.3).

These tables, 8.1 and 8.2, show that the number of personnel
per bed, on an average, i1s less in the Copper Country than in the
rest of the state (2.56) and nation (1.87). Intensity of care
in any hospltal to a great extent depends on the number of personnel

per bed. The more intensive the care ceteris paribus, the shorter

the average length of stay. This may be one of the reasons for
more than average length of stay and less than average per patlent
déy'cost for these hospltals. Personnel per bed is the lowest in
hospital Eg (1.15); but it may not mean E; has the greatest opera-
tional efflclency, because the rate of occupancy in this hospltal 1is
the lowest, which necessarlily means & low requirement for personnel.
In hospital B_ personnel per bed is only 1.45, This is actually an
underestimation of the real situation. First, because it does not
Include the services received from student nuraes,2 and second,
because 1t includes beds and persomnel of 1ts long-term unit. In
other words, 1.45 personnel per bed is a combined figure of both

! See Chapter III for detailed discussion.

2 There are 65 nurses each working minimum of 16 hours per week.
This is equivalent to 26 full-time nurses.
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TABLE 8.1—Irdicatars of Operational Efficiency, Acute Care ard Long-term Facilities in Michigan and in the United States

State ar il.ength of Stay . Cost per Patient Day P T ' Rate of Occupancy “ Cost per Bed
United States : in Acute Care : Acute Care : Lorg-term : Acute Care : Long-term : Acute Care : Lorg-term : Acute Care : Lang-term
— @ Thas T — T — doTiars
Fichigan 8.10° 17.50% 2319 2560 n.a.J 79.4° 82.oh 13,397° 5,921t
United States 7.50% 48.28° 21.8°  1.87° 0.98° 76.0° gs.0® 1,87 2,585

2 e figures for 1967 were cbtained by straightline projection of figures of 1945-60 in "Medical Care Financing and
b Utilization," Health Economic Series, No. 1 (Washington, D. C., 1962) pp. 126, 160.
The figures for 1967 were obtalned by a straightline projection of the trend from 1961-65 in "Medical Care Financirg
o and Utilization,” Health Econamic Series, No. 1-A (wWashington, D. C., 1967) pp. 60-61.
Source: Michigan State Plan, 1967-68 for Hospital and Medical Facilities Construction, Michigan Department of Public
Health, pp. UBA4-55.
% Source: "Health Marpower,” Social Security Bulletln, (September 1968), pp. 5-9.
£ Caomputed from ¢ amd d above.

Source: Leo Reich, Inventory of Health Facilities, p. 26.
£ Computed by dividing total cost by rumber of beds as ( %‘-‘%5@= 2,586).
h Source: "Nursing Hare Dtilization and Cests 1n Selected States,” Health Ecommics Serfes, No. 8 (Washirgtam, D. C., 1968) p. 1.
! comuted as (o2t = 1630570 . 500y,

J n.a. = not available.
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TABIE 8.2--Indicators of Operational Efficlency, Acute Care and Long-term Facilities in
the Copper Cocuntry in 1967

Names Average

: Cost per : Per'sonneI; Rate of

: Length of Stay : Patlent Day : per Bed : Occupancy nggsged
: days : dollars : number : percent : 'dolla.rs
ACUTE CARE
Hospital A 137 31.03 1.55 8.0 9,751
Hospital B, 11.4 29.58°¢ 1.45% 87.9 9,752°
Hospital C_ 9.0 36.10 1.76 81.9 10,781
Hospital Ds 8.0 32.07 1.75 95.9 13,883
Hospital E_ 4.0 146.58 1.15 28.3 15,150

.8



TABLE 8.2--(Continued)

MNames Average Cost per Personnel§ Rate of : Cost

: Length of Stay : Patient Day : per Bed : Occupancy : per Bed

: days : doliars : number : percent : dollars

“ IDNG-m

Nursing Home A b 6.94 .5k 99 2,509
Nursing Home BL - 14.91 .66 95 5,175
Nursing Home CL | - 10.00 .92 99 3,86é
Nursing Home D - 8.45 .62 99 3,085

2 Includes long~term persormel and beds.
b Calculation of average length of stay in long-term care is not very meaningful,
because most of the patients are residents of the mursing homes.

C This is, in fact, an average cost for long-term and acute care patients.

Note: Excluded fram our analysis are: Rice Memorial Clinic, W.U.P.H.S.C. and Western
U.P. District Health Service. This is because they do not provide direct medical
services and are not camparable with others. Also the names of the hospitals
have been replaced by letters to avoid identification. The subscripts s and L
designate shart-term and long-term, respectively.

8



89
long-t.erm and acute care units. As Lhe requirement of personnel
per bed for long-term care is less than for.acute care, the
estimate of 1.45 personnel per bed is actually an underestimation.

Except for hospitals E ($15,150) and Dy ($13,883), the cost
per bed in the Copper Country, on an average is lower than the state
($13,397) or national ($11,817) averages. High costs per bed for E
and DS may not necessarlly mean inefficiency in the operation of
these hospltals, because the number of beds is much less than 1n
others. And, as necessary overhead costs do not decrease pro-
portlionately with decreases in the number of beds, the lower the
nunber of beds, the higher the cost per bed is likely to be. Besides
this, variable cost per bed In the above two hospitals 1s also more,
vwhich again may not mean operational inefficlency because care
in these two hospitals may be more lntensive than in others. This
is partly evidenced by their short length of stay per patient.

Average length of stay lor Michigan and United States hospiltals
is shorter than for all hospltals in the Copper Country except hospltals
DS and ES, but the reverse seems to be true for the cost per patient
day. Length of stay and cost per patient day are lnterdependent. Both
are influenced by types of cases, intensity of care and gquality of
services. More intensive care of better guality increases the cost
per patlent day, but reduces the averege length of stay. Complex
cases are likely to 1ncrease both cost and length of stay. So all

other factors must be considered together before anything can be sald

3 see Table 8.2.
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about the relative operational efficiency of the hospitals. In
our inltial analysls, we would assume that the quality of service,
intensity of care and types of cases (severlty of illness) are
the same in the Copper Country and in the United States hospit:a.lss-tl

To make the Copper Country cost figures camparable to that of
state and national figures, we adjusted the per patient day cost
figures of the Copper Country hospitals, based on elght days as
the average length of stay which 1s about the average for the state

and the nation. The followlng computations will make 1t clear.

TABLE 8.3--Adjusted per Patient Day Cost at Hospitals
in the Copper Country in 1967

Hospital : Length of Stay 3 Per Patient Day Costs
: Present : Standard : Present : Adjusted
: — géxg — : — 1: —
Ag 13.7 8.0 31.03 47.30
BS 11.4 8.0 29.58 38.86
CS 9.0 8.0 36.10 39.33
D 8.0 8.0 32.07 32.07
E h.o 8.0 146.58 90.50

AdJusted per patent day cost =

present length of stay X presentfper patient day cost + X
standard length of' stay -

A This evidently is not true, but this will enable us to know whlch
hospitals in the Copper Country, even under such heroic assumptions, show
significant inefficiency. We wlll later relax this assumption.
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Vhere X = decrease or increase in per patient day cost due
to release or occupancy of few beds. If length of stay in the
hospitals decreases to elght days, a few beds will remaln
unoccupied, and unoccupied beds cost only 74 percent of an
occupled bed. So total cost will decrease. For the same reason,
cost will increase for hospltals with length of stay less than
eight days.

This means 1f length of stay in hospital AS was elght days
instead of 13.7 days, per patient day cost would be $47.30
instead of $31.03, and similarly for the others. From the above
computed figures, it is clear that hospitals AS and ES are pro-
viding care at a relatlively higher cost than other hospitals in
the area ard Ds seems to be the most efflecient one. Ve may note
here that guality differences and other related matters have not
been considered at this point.

From the abtove computations, adjusted per patient day costs
in Ag is about equal, and in Es about $43 ( 90.50 - U47.50 = 43.00)
more than the state averasge. The total number of patient days in
B, 1s 2067 days, so the total loss due to operational inefficiency
is 20€7 x $43 = $88,881.

In comparlson viith the rest of the state and nation, the
quality of care in the Copper Country hospitals 1s generally poorer
and patient treatment there is of a relatlvely simpler type. Ve

are judging quality based on existing technlcal manpover, and other



92

facilities in the hospital. The number of physiclans, dentists
and nurses per 100,000 population ls much 16wer in the Copper
Country compared to the rest of the nation (see Table 10.1).
Individual departments in the hospital also seem to be insuf-
ficliently equipped with respect to speciallists and equipment.5
Due to lack of the proper facllities, complex cases cannot be
treated effectlvely. This is partly substantiated by the
attitudes of the people in the area. A study done by Gordon
Smith shows that, in the case of a majJor lllness, the majorlity
of the people preferred to go outslde Copper Country to get
tr'eatment.6

This shows that 1f adjustments could be made regarding quallty
of care ard types of cases, a significant amount of inefficlencles
could be located 1in other hospltals, too. Since the patients
treated in the Copper Country are of a less oerlous type, ard
quality of care poorer than for the rest of the nation, 1t can be
said safel& that the length of stay in the Copper Country hospitals
is longer than can be justified by other factors. Usually there is
a tendency on the part of the hospitals to keep patlents longer than
required, if there are no patlents walting to occupy the beds. The
cost of extra days 1s pald by the insurance canpanies.7 In other

5 For departmentwlse information on faclilitlies, see Leo Reich,
pp. 26-35. He gives a list of things that the Copper Country hospitals
do and do not have.

6 Gordon Smith, p. 37.

7 Miiton I. Roemer, and Max Shain,"Hospital Utilization Under
Insurance,"American Hospital Association, Hospital Monograph Series 6.
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words, the present rate of occupancy 1is not as high as it seems

to be. An adjusted rate of occupancy would glive a better indlcatlion
of the number of unoccupled beds.

The average length of stay 1ln the hospital for the state and
the nation 1is about elght days, but the length of stay in most of
the hospitals 1n the Copper Country is more than this. Based on
elght days as a standard length of stay, we have computed
adjusted rate of occupancy for all hospitals (see Table 8.4).

TABLE 8.l4--Adjusted Rate of Occupancy of Copper Country
Hospitals in 1967

Hospital { Beds ! Patient { [ILength of Stay ! Adjusted
: + Days : Present : Standard : Rate of
: : : : +_Occupancy
number = = = = = - - = days - - - - percent
Ag 80 25,138 13.7 8.0 50.27
BS 110 35,289 11.4 8.0 61.68
CS 70 20,930 9.0 8.0 72.82
Ds 37 16,041 8.0 8.0 95.80
ES 20 2,067 4.0 8.0 56.63

Adjusted rate of occupancy (A.R.0.) was computed as follows:

Total patient days x Standard length of stay x 100

A.R.Q. = No. of beds x 365 x Present length of stay

or

Ratio of standard length of stay

A.R.O. = Present rate of occupancy X present length of stay

Rate of occupancy 1s, as we have indicated bhefore, a good relative
indlcator of hospital efflciency. A low rate of occupancy certainly
1ndicates'1nefficiency of operation. The unadjusted occupancy rate
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in the Copper Country hospitals ls generally high except for
hospital ES where it is only 28.3 percent. . Hospital Ds has
highest rate of occupancy (95.8 percent) followed by By (87.9),
Ag (86.0) and Cq (81.9) The average rate of occupancy is about
85 percent. We have indicated that this seemingly high rate of
occupancy is due to the existence of "disguised" unoccupied
beds, and when adjusted for length of stay, the rate of occupancy
drops to about 67 percent. A review of the rate of occupancy
in different hospltals in the state and nation, indicates that

average rate of occupancy is about 85 percent.8

Consldering 85
percent as the "efficient! rate of occupancy, we have camputed
nunber of beds that are unoccupied in the Copper Country hospitals.
An unoccupled bed 1s not a free bed. Green and Ober estimated that
an unoccupied bed costs about 73.63 percent of the cost of an

occupied bed. J

8 In fact 85 percent may be a slight underestimation for an
efficient hosplital. Long suggests that hospitals can keep high rates
of occupancy by incorporating some flexibility in the hospital system.
He made three suggestions: 1) coordination between hospitals to enable
transfer of patients from one hospital to another; 2) having multi-
purpose swing beds; 3) shifting patients from peak to off peak periods.
In fact, one of the hospltals under Long's study, which had scme of
these flexibilities, had the rate of occupancy as 93 percent. Lee
Millard F. Long, "Efficient Use of Hospitals," The Econamics of Health
and Medical Care (The University of Michigan, Amn Arbor, Michigan, 1964)
pp. 211-226.  Also in Copper Country hospital D_ could achieve an
occupancy rate of 95.8 percent even after ad;]usgments were made for
length of stay. There seems no reason why other hospitals might not
achieve that rate of occupancy.

7 H. W. Green and G. R. Ober, Jr., "Hospitals and Their Use in
Northeast ; Ohio," Pt. 5 (1960) pp. 10-13 (mimeo.). Cited by Sooners,
pp. 197-98.
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The cost of an unoccupied bed in the Copper Country hospitals
ranges fram $7,180 to $11,154 per year. From this 1t is evident
that keeping unoccupied beds is a costly affair for hospitals.

This cost is finally paid by the users of these beds. Table 8.5
glves the number of unoccupied beds in each hospital and total
cost of maintaining these beds. This amount can be saved by
efficient administration and medlcal care can be provided to the
consumer at lower prices.

Hospital DS does not appear in Table 8.5 because its rate of
occupancy is 95.8 percent even after adjustment for length of stay
(see Table 8.4). According to our standards of operational efficiency
hospital Ds 1s very efflcient in the utilizatlon of its beds. In
fact, it may be even a little overcrowded. Hospital DB probably
could use more acute care beds.

There seems to be a significant amount of operational inefficlency
of the utilization of beds 1n hospital As; however, certain points
must be clarified here. Hospital AS does not have a long-term unit,
but occasionally some long~term patients are also admitted. This
might have inflated the length of stay figure and consequently our
estimate of unoccupied beds.

Hospital BS also admits long-term patiehts, but there 1s a
separate unit for it. So length of stay for acute care in this
hospital 1s not 1likely to reflect the length of stay of long-term
patients. Therefore, existence of unoccupled beds must be attributed
either to surplus acute care beds or inefficient organization of

hospital activities—both indicate inefficient operation.



TABLE 8.5--Number and Total Maintenance Costs of Unoccupied Beds in Hospitals in the Copper Country, 1967

Hospitals E.R.0.2 : A.P.R.0.% : Difference between : Unoccugied
: Beds

a% *8 *e

Cost per Maintenance Cost 81‘

+*
e " d S

: A.P.R.0. and E.R.O. : Unoccupied® :  Unoccupied Beds
: percent  percent : percent T :’ ~dollars
A 85.0 50.27 34.73 27.78 7,180 199, 460
By 85.0 61.68 23.32 25.65 7,180 184,167
Cq 85.0 72.82 12,18 8.53 7,938 67,711
Eg 85.0 56.63 28.37 5.67 11,154 63,243
Total - - - 67.63 - 514,581

96

2 E.R.0. and A.P.R.O. designate "efficlent" rate of occupancy and "adjusted" present rate of
occupancy. The term "efficient" rate of occupancy is actually the average rate of occunancy
of the camparable hospitals in the United States.

Camputed by multiplying percentage difference between adjusted and efficient rate of
occupancy by the mmber of beds in the hospital.

b

© Obtained by miltiplying total cost per bed by 73.63 — the cost of maintaining an unoccupied bed.

9 Obtained by miltiplying "b" and "c".
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The reason for the present census problems (unoccupied beds)
both in As and BS can be traced back to Jul&, 1951 when Es was
constructed with Hill- Burton funds. The original plan was to
make B a "regionél" center and close A_. But the plan did not
succeed for & number of reasons-lo The result was that both
hospltals exist slde by side and nelther has enough demand for
acute care beds,

The Es hospital is in a speclal situation. It 1is owned and
operated by the mining corporation of White Pine. Out of its 20
beds only 10 are avallable for comunity service. Actually, this
hospltal has been constructed for the workers ln the copper mines.
As there are only 20 beds, the overhead ccst per bed 1s the highest
of the hospitals studied. Thils partly explains the high patient
day cost of thls hospital. So our estimate of total loss of
$63,243 due to operational inefficiencies may actually be an under-
estimation.

The quality of care in the hospltals of the Copper Country can
not be taken to be egual. In fact, a substantial difference in
quality does exist in these hospitals. Our'Judgment 1s that BS has
the best quality of care followed by As, Cs’ Ds and Es'll
is based on facllities and services avallsble in these hospitals 12

but, as mere presence of facilities does not always insure their

O Gordon Smith, p. 60.

The ranking

1 See Appendix B for our procedure in arriving at this conclusion.

12 Joint Commission on Accreditatlion also judges quality based on

the facilities and coperation standards of the hospitals.
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efficient use, there is some leeway for argument. Dg and ES do
not meet the standards of the Joint Carmission on Accreditation
of Hospitals, primarily because of deficiencies in operation
standards, but also because of thelr physical plant deficlencies.
This partly confirms our procedure and ranking of hospltals
with respect to the quality of care (see Appendix B).

Another very special characteristic of the Copper Country
which deserves conslderation and has an important bearing on
number of unoccupied acute care beds is the gradually declining
populatlon of this area. As a result, the demand for acute care
beds is not increasing. It seems that increase in per capita
income is not enough to compensate for the decrease in demand due
to decline in population. This may be another reason why the acute
care hospitals are admitting long-term patients. In evaluating
the results of Table 8.5, all of these little details must be taken
into conslderation before any meaningful conclusions can be drawn.

The long~term facilities in the Copper Country are used almost
to full capacity, and there does not seem to be any additional room
for more patients. There is usually a long walting list. The
quality of care in these long-term units, except for BL and CL seems
to be of an inferior type, but quality really does not matter here
as much as 1in acute care hospitals. Most of the patients in the
long-term units are residents of the facility. They come to stay here
as long as they live and many of them are not confined to bed. This

1s either because they do not have anyone to take care of them or
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pecause they get pald under medicare and other programs only
if they are admitted to a hospital. '

All the long~term units are private enterprises (except
for BL) and are run quite efficilently. The long-term unit
BL does have g slightly higher cost per patient day, but in
my judgment the quality of care and other facllitles are good
and Justify the additional costs.




CHAPTER IX
HEAUTH INSURANCE

Since its inception in the 1930's, voluntary health
insurance has grovn very fast. Now about three-fourths of
the Amerlcan public has some form of health insurance, and
about one-third of the total medical cost is paid through
this channel. Health insurance has helped to equallze
distribution of medilcal costs among Individnals and familles.
It has also assured payments to providers of health care,
But many belleve that health insurance 1s not a neutral force
in the medical market and that it has undesirable side effects.
Fealth insurance usually ralses demand for medlcal services by
removing the finaneclal barrier and transferring purchaslng power
from the vwell to the 111.1 The increase in demand for medical
care 1s posltively associated with the lncrease in price of
medical care which in turn pushes up health insurance premiums.
Unlike automoblle and other types of insurance premiums, health
insurance premiums are not regulated. Each company makes 1lts

ovm rate.2 How they reach thls conclusion 1s a closely guarded

1 R. L. Dubin and G. Antelman, p. 57 and J. H. Hayes (ed.),
Factors Affecting the Cost of Hospital Care, 1954,

2 Somers, pp. 246-287.

100
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secrel., VWhether rising health insurance expenditure is a
cause or effect of rising medical costs is not a settled
question. But the important point here is that a large
number of ﬁnderprivileged people in the Copper Country and
elsevhere with no insurance have suffered disadvantages of
spiralling prices without any of the offsetting.advantages.
For those with coverage, there now appears a formidable block
against thelr increasing or even maintaining the present level
of protection.

The general concensus 1s that insured people do use more
medical facillties, but this by ltself does not indicate that
they use unnecessary medlcal care. Certainly, it cannot be
denied that preventive care does payoff 1n the future. Due
to these conceptual difficultles this chapter does not attempt
to estimate effects of voluntary health insurance in increasing
cost of medical care. Instead, it focuses attention on medical
costs and patterns of use of insured and uninswred people in
the nation. This would provide a notlon of the differences 1n
availability of medical care to Insured and uninsured people.
‘he analysis 1s carried further to see vhere people of the Copper
Country stand in the national health insurance plcture. In other
vords, what percentage of people in the Copper Cbuntry are lnsured
against illnéss, and how does 1t compare with the natlonal figure?
The analysls reveals expected financlal support for future medical

needs of the area, and also provides a direction to our next chapter
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vhere alternative methods of financlal medical care in the
Copper Country are explored. .

The health insurance premiums recelved by all private
insuring organizations in 1966 reached a total of $12.7 billion.
The five year perilod from 1961 through 1966 showed a 54 percent
increase in total amount of premiums received by insurers. In
1966, a total of $10.2 billion in health insurance benefits were
pald to insured persons by all United States private insuring
organizations, almost three times the amount for 1956.° The future
role of insurance companies in financing health care 1s expected
to be stlll larger. It appears that insured pepple use more medlcal
services and spend more on their health than uninsured people. In
1962 health expenses per person per year of insured people was $143
and that of uninsured people $96 (see Table 9.1). Insured people
consistently used more services than uninsured people (see Tables
9.2 and 9.3).

The figures in Tables 9.2 and 9.3 indicate that uninsured
pecple use less medical care than insured people, but it is difficult
to say that the former proup uses less medical care because they
carnot afford it or because they think it is unnecessary. Further,
it 1s difficut to distinguish betvieen necessary and unnecessary medical
expenditure. At present insufficlent data are available for a precise

estlmate of the extent of overuse and overexpenditure in medical care

e 1967 Source Book of Health Insurance, Public Health Insurance
Institute.




TAELE 9.1--Health Expenses per Person per Year, by Type of Expense and Hospital Insurance

Coverage in the United States, July-December 1962

Types of Expenses

:Total * Hospital ° Doctor : Dental - Medicine : Speclal and Other

Ttems : :
--------------—--.dollars--. ----------------
All Persons 129 30 43 19 26 11
Insured 143 34 48 22 27 12
Uninsured 96 21 32 11 22 10
Source: Public Health Service, "Personal Health Expenses," Vital Health Statistics,

Series 10, No. 27, (Washington, D. C. 1966), p. 31.

£0T



TABLE 9.2—In-Hospital Surgical Procedure Rate per 100 Persons per Year by Age, Sex, and Surgical
Insurance Status, Twelve-Month Pericd in the United States, 1957-58

Items : Per 100 Person-Year : Insured Persons : Uninsured Persons
: : Years s Years
------------------ NMUIDEY — = = = = = = = = = = " = - - = = =

Total 5 5 4
65 Years and - _

Older 7 7 7
Male 4 h L
Female 5 6 i

10T

Source: Ibid, p. 65, t. 58.
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TABLEE 9.3—Expenditures and Hospital Utilization of Insured and
Uninsured People in the United States in 1963

Items ; All Familles
¢ Insured : Uninsured
Mean Family Expenditures (dollars) l29 201
Number of Admissions to Hospltals
per 100 persons-years (number) 15 9
Mean Length of Stay {(days) 7.0 8.8

Number of Hospital Days
per 100 persons-years (number) 101 84

Source: Ronald Andersen and Odin W. Anderson, A Decade of
Health Services, (The University of Chlcago Press,
Chicago and London, 1967), pp. 131, 136.
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caused by present health insurance institutions and thelr pay-
ment systems. But it 1s certain that those‘who cannot afford
health insurance are really in a difficult situation because
medical costs have gone up so high that any grave illness will be
a financial disaster for them. A significant proportion of people
in the Copper Country are in such a sltuation. In general they
do not and cannot purchase adeguate health protection with their
present income without upsettling a precarious {inancial balance.
The insurance coverage of the Copper Country is well below national
averapges (see Table 9.4).

About 30.7 percent of the npeople dropped policles for financlal
reasons and about 13.8 percent dropped for other reasons; these
figures for people above 65 vere 38 percent and 19 percent, respec—
tively. The lack of proper health insurance, low lncome and higher
medical needs (especlally for the older pecple above 65) puts the
Copper Country in a speclal group of medically indlgent regions.

As vie have mentloned earlier in Chapter II, the Copper Country
has a high preoportion of older people with high medical needs so
insurance companies sometimes are reluctant to insure them with a
high premium rate. About 71 percent of the families with family heads
of €5 years and older earn below $3,000 per annum. This is why most
of them cannot buy insurance protection and those having health insurance
fird it difficult to maintain the present level of protection. If

the present trend continues, it is inconcelvable that in future years




TABLE 9.4—Family Insurance Coverage in the Copper Country and the United States

: Copper Country : United States
Insurance Status . i fomilies : Femily Heads @ A1l Families @ Family Heads
: over 65 : :  over 65
--------------- percent -~ = = = = - = = = = - - - - - -
With Insurance 69 48 78 60
Without
Insurance 31 52 22 Lo

Source: Gordon Smith, p. 32.

10T
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they can finance their medical needs without some alternative
financing arrangements. Some alternative possibilities for

financing medical needs in the Copper Country are analyzed 1n

the next chapter.

-
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CHAPTER X
FINANCING MEDICAL CARE NEEDS
It i1s not easy to estimate the need for medical care
objectively, because 1t depends on the age distribution of
the population, the economlc condition and attitudes of
people toward the use of medical care, and, above all, on
1néidence of illness ard health status of the people. The
need for medical care is actually a need for beds, physlcians,
dentists and the host of other things that make for complete
medical care. A few attempts have been made in the past to
estimate the needs for physiclans ard beds. A brilef review

of them has been presented in Chapter IIT,

Problems in the Copper Country

In Chapter I1 we discussed the general characteristics
of the Copper Country. Thls chapter focuses on the econcmic,
soclal and medical problems of the area, which are to a great
extent responsible for the large number of medically indigent
people ln the Copper Country.

About 15 percent of the population in the Copper Country
is 65 years or older, whereas it is only 8.5 percent in the

state. Further the health of these older people ls generally

109
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very poor; The incidence of chronic illness in the Copper
Country 1s much higher than for the rest of‘the state, For
example, in the Copper Country, 918 per 100,000 persons were
reported to be hospitalized wlth a heart corndition, whereas
the state figure was 388 per 100,000 persons. The number of
people ‘per 100,000 pepulation with tuberculosis, cancer and
diabetes, etc. was also found to be very high. The death rate
from all causes in the Copper Country 1s about 15 percent,
whereas it 1s less than nine percent for the rest of the state.
As a result the medical needs of the people are very high. But,
unfortunately, most of the people cannot get adequate medical
care, because of the high prices of the existing facilities,
and unavallabllity of the types of care they need.

The Copper Country is economically a depressed area. About
35 percent of all famllies and 71 percent of the famllles with
an aged family head have an annual income of less than $3,000.
The median incame of all employed people in the Copper Country
is $2,730 per year or $270 below the "poverty" level.

The general level of education of the people is low, and
the older people have less formal education than the younger
ones. An attltude study by Gordon Smith shows that the clder

people in this area also are less health conscious than the

younger people.1 More of the younger people favored preventive
checkups.

! Gordon Smith, p. 3b.
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Another unique feature of the Copper Country is its
declining general population, but increasing population of
older people. The younger people with generally higher incomes
are migrating to the metropolitan areas. The result is that
tax collectigns in this areé are not increasing enough to
finance the.growing need for more medical care facilltles.

Further, this area has an acute problem of attracting
trained medical specialists. Physiclans, dentists and nurses
are in short supply. Besldes this, the transportation and
comunication facilitles are very inadequate, and the situatilon

further deterlorates in the severe winter of the area.

Medical Needs of the Copper Country

It is evident fram the above discussions that the Copper
Country 1is not a typical region of America. So 1t seems that
the previous estimates of the need for medical care for the
nation as a whole (mentioned in Chapter III) are not really
applicable for the Copper Country. However, a comparison of
the ratios of beds and manpower to population in the Copper
Country with that of the United States would give us scame idea
about the situation of medical facilities in the Copper Country.

Although Table 10.l indicates that the number of acute-care
beds are less, and the long-term beds are more in the Copper
Country compared to the national average, the survey shows that
about 140 additional long-term beds are needed in the Copper
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TABLE 10.1—Medlcal Care Facilities in the Copper Country and
in the United States in 1967

Items : Copper Country ¢ Unlted States
No. of acute care beds 317 1,671,125
No. of acute care beds per :
per 1,000 persons 6.17 8.45
No. of long-term beds 263 512,052

No. of long-term beds

per 1,000 persons 5.12 2.95
No. of doctors 29.0 305,500
Mo. of doctors per

100,000 persons 56.4 154 .40
No. of dentists 16.5 113,700
Ho. of dentlsts per

..100,000 persons 32.0 57 .46
No. of licensed practical

nurses (L.P.N.) 45.0 320,000
Mo. of L.P.N./100,000 persons 88.0 161.73
Ho. of registered nurses (R.N.) 88.0 659,000
No. of R.N./100,000 persons 171.0 333.06

Source: For all figures for manpower see Publlc Health
Service, "Health Manpower," Vital Health Statistics,
Series 14, No. 1 (1968), pp. 4.7.

For beds, see Michigan Hospital, IV, No. II
(Novesmber 1968).
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f;'num,r-_v, Lbut. the number of acute-care beds is about right.
Ml may be due Lo the high proportion of' old and disabled
people in the area who need moure nursing than hospital care.
Half' of the long-term beds should be enough to provide an
extended car? fza.cj.l:l.ty,2 and the rest should provide general
nursing care. The latter type may be located in nursing,
convalescent or permit homes.3

In Keveenaw county, where there 1s no medical facllity of
any kind, the residential type care (permit homes) may be
establlished to serve nursing needs of the area. Establishing
a full-fledged exterded care faclility may not he econcmically
desirable because the area 1s sparsely populated. These homes
may te served by moblle medical units when needed, especlally 1f
patlents cannot be brought to the hospital for treatment.

The number of acute-care beds 1s sufficient for the present

needs.l' In fact a few hosplitals have a census problem. But I

kbelieve this 1s particularly due to the present low lncomes and

2 In an exterded care fecility, the cuality of care 1s hetter than
in nursing, convalescent or permit homes, and only those patients are
admitted here vho need more skllled and intensive care. Most of the beds
in the Houghton County Medlcal Care Facllity are of this type.

3 The permlt homes are Internded to provide shelter and some nursing
care to those vho are disabled by age and chronic illness, and nced scne-
body to take care of them but do not need much medical attention. However,
these homes, due to lower quality of' services and lack of proper supervision
may have difficulty in getting payments under the medicare program.

4 However, the distribution of acute-care beds in the Copper Country
1s not necessarily optimum. Some relocation of beds from Houghton to

Ontonagon may be desirable arnd similar other arrangements are not ruled
out.
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low effective demands of the people and once enough funds are
made available the census problems in the acute care hospitals
will be solved. A significant proportion of the population in
the Copper Country neither can afford to pay for the cost of a
severe iilnegs themselves, nor can they afford to pay premiums
for insurance companies to take care of these eventualitles.
The lack of finances coupled with low education and lack of health
consciousness, have reduced the effective demand for medical care
in the Copper Country.

The shortage of physliciens, dentists and nurses 1s very
evident 1n the Copper Country. Table 10.1 shows that to be equal
to the national averages, the Copper Country needs an additional
50 physicians, 13 dentists, 38 licensed practical nurses and 88
registered nurses. Thls amounts to about double the present number,
But the Copper Country is not a typlcal area of the United States, so
the difference in the number of beds and manpower between the United
States and the Copper Country may not reflect the needs of the area.
The unique situations in the Copper Country must be taken into con-
sideration in estﬂnatiﬁg the medical needs. The Copper Country is a

seml-rural area5

with high proportion of aged people who need relatively
more nursing than dental or hospital care. The estimates show that an
additional 13 physicians and seven dentists are required in this area.

Of the 13 physiclans, there should be two internists, two obstetriclans,

2 In 1solated seni-rural areas, on an average, there are 81 physicians
per 100,000 persons.



115
one gynecologist, one eye-ear-nose-throat specialist, one
uroligist, one pediatrician, two psychiatri‘sts, one radiologist,
and two general practitioners.

More nurses are needed to serve the available beds in the
Copper Countyy s the addition of 140 long-term beds will further
increase the need for ﬁurses, particularly that of licensed
practical nurses. The estimates show that about an additional
45 1icensed practical nurses and 40 registered nurses are needed
in the Copper Country. Besides this to perform the necessary
laboratory procedures the area needs two medical technologists,
one bleood technlclan, one operating room techniclan, two dietitians,
one nurse anaesthetist and one dental hyglenist. For more efficlent
use, these techniclans may have to be shared by the hospitals.

Table 10.2 presents the above estimates of the medical needs
of the Copper Country and the additional funds needed to finance
these needs.

Besides the needs shown in Table 10.2 a few hospltals should
construct or expand thelr dletary area, storage space, in-service
training and meeting rboms, maintenance shops, dining rooms, cardiac
care units, obstetrical areas and ventilated post-mortem rooms,
However, I have made no estimate of the funds needed for these expansions
because these improvements can be delayed for a secornd stage of develop—~
ment after the necessary minimum facilities have been expanded to
provide the immediate needs.
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TABLE 10.2--Additional Needs of Beds, Manpower, and Funds
in the Copper Country in 1967

Items : Number: Funds

: : per year
: doliars
Physiclans 13 $912,275

Internists - 2

Obstetriclans - 2

Gynecologist - 1
Eye-Ear-Nose-Throat Speclalist - 1
Urologlst - 1

Pediatricians - 1

Psychiatrists - 2

Radlologist -~ 1

General Practitloners - 2

Dentists 7 359,380

Nurses 85 422,500
Reglstered Nurses - U0
" Licensed Practical Nurses - U5
Techniclans 9 u5,000
Medical Technologlsts -~ 2
Physical Therapist - 1
Blood Technician - 1
Dietitlans - 2
Nurse Anaethetist - 1
Dental Hyglenist - 1
Operating Room Technleian - 1

Long~-term Beds ' 140 431,270
Extended Care Facility - 70
Others (Nursing, Convalescent
ard Permit Homes) - 70

Total Funds Needed $2,170,425

Note: The furds needed were computed by multiplying the number of

each ltem with the present rate of expenditure for the respective items.

The salaries of R.N., L.P.N. and Techniclans were taken to be $5,500

$4,500, and $5,000 per year, respectively. The funds needed for long-term
beds was estimated by multiplying the number of extended care beds by the
cost of an unoccuplied bed for such care which 1s $3,829 (74% of the cost

of an occupied bed in Houghton County Medical Care Facllity), and other beds
multiplied by $2,332 (74% of the average cost of an occupled bed in other
types of nursing homes).
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Estimating the need for more facilitiles would only be a
statistical exercise, if people are not able to buy them. To
utillze the described facilities, the Copper Country people
must be willing and able to spernd another two and one-half
million doll;?.rs. Consldering the economic conditions of the
people, thls expendlture can hardly be expected to came entirely
out of the disposable incame of the people wlthout upsetting a
precarious financlal balance. Some alternative methods of

financing this need must be sought.

Alternative Methods of Financing the Medical Needs

The possible sources of funds for financing the above
mentionéd medical needs are: private, philanthropy, savings from
the elimination of the operational lnefficlencies arnd "unexplainable"
incames ard profits in the medlcal Industry, county tax, and state
and federal aid.

As we have seen above, under the present financial conditions
of the people, private. financing does not seem to be a very good
possibility.

The role of phllanthropy has decreased very much in recent
years. In the Copper Country, all hospitals together get an
average of about $75,000 a year. This includes imputed wages of
voluntary labors and gifts from other sources. It is difficult to
say how much additional funds could be made available fram this

source, but certainly it is not going to be anywhere near present
requirements.
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The previous chapters estimated the amount of savings
that can be made by eliminating the present.operational
inefficiencies of the hospitals, "unexplainable" higher
incames of the physiclans compared to that of the dentists
and "unexplainable" higher profits of the drug and medical
equipment industries campared to that of all manufacturing
industries and normal rate of interest on industrial capital.
Theoretically, total savings would be between about $860,000
and $950,000 (see Table 10.3). Even assuming that this
saving can be tapped,6 it would provide only 40 to 44 percent
of the total need. It is evident that this saving ls a

difficult tap because 1t involves imposing control on the drug

) and medigal equipment industries, opening more medical schools,

| impr’oi.'ing the existing pollicles of admisslion in medical schools
ard licensing of private practitioners, etc. These changes are
not likely to came 1n the short-run. Therefore, we must look
for other sources of furds like county revenues, state and
federal aids.

| The total revenue of the Copper Country was about five million
dollars in the year 1966 (this included state aid)., Out of this
amount, 37 percent was spent on health, welfare and medical
assistance. In the individual counties, out of the total expen-
ditures, the share of health, welfare and medical assistance was

6 This thesis does not focus on how this amount can be tapped,
ard how this would reduce the cost of medical care to those who need
it most. This is one of the "undiscussed issues" later in this chapter.




TABLE 10.3—The "Loss" of Consumer's Medical Dollars Due to Operational Inefficiency and the
"Unexplainable" Incaomes and Profits in the Copper Country Medical Industry in 1967%

Amount Amount

Ttems :
:  Lower-bourd : Upper-bound
m .y

"Unexplainable" incomes of physicians 300,429 300,429
"Unexplainable' profits of drug industry 15,943 117,618
"Unexplainable" profits of equipment industry 3,560 13,781
Operational inefficiency of hospitals and

mursing homes 514,581 514,581

g

Total "loss" 864,513 9u6,409

* The words'"unexplainable" incames and profits have been defined in Chapter III.
The "unexplainable" incame and profit does not necessarily mean moncpoly incames or profits.
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50 percent in Houghton, 21 percent in Ontonagon, 34 percent in
Baraga ard 19 percent in Keweenaw. Tt doés not seem likely that
a substantial amount of funds can be raised wlthin the area,
tecause the Copper Country is an economically depressed area and
~its people are generally poor. How much additional funds can be
obtained from the state 1s difficult to say, because the state's
share in total revenue of the area is already hilgh; the share 1is
€3 percent in Houghton, 48 percent in Ontonagon, 56 percent in
Baraga and 62 percent in Keweenaw, vhereas it 1s only 37 percent
for all counties in lichigan (see Table 10.4). Two things are
clear from Table 10.4: (1) the contribution of the state to total
reverue of the Copper Country 1s substantially high, and (2) expen-
ditures on health, welfare and medical assistance accounts for a
éubétantial probortion of total expenditures of county govermments.
o it seems that more federal ald must be provided to finance
medical needs of' the area.

In 19€7 the Copper Country received sbout $1.5 mlllion of
medicare and medicaid money, vhich is about 30 percent of the total
experditures of hospltals, nursing homes and service-providing
facllities, but when other medical expenditures (drugs, physicians'
ard dentists' bills, etec.) are included the percentage drops to
16 percent vhich seems low especially when we consider the high
propertlion of old and poor people in this area. Federal ald should
cover larger portions of medlcal expenditures of this area by expanding

its programs and removing payment bottlenecks. The standard of



TABLE 10.4—-Total Revenue, Cost and Expenditure on Health, Welfare and Medical Assistance by Counties
in 1966

-
-

Total Cost ; Share of

; -Tbtai Cost

¢ Expenditures on

+0 e

Per Capita

County : of the County : the State : of the County : Health, Velfare Expenditures-con

: Goverrment : Goverrment : and Medieal : Health, Welfare and
: : ' : Assistance.- : Medical Assistanca
: : : ,: : : :

Houghton 2,542,979 62.83 2,565,764 4g.98 35.97

Ontonagon 1,150,056 48,45 1,007,969 21.31 20.30

Baraga 913,509 56.27 873,7u8 34.12 41.69

Keweenaw 409,217 62.28 371,391 18.52 28.45

Copper Country 5,015,761 58.29 44,818,872 38.68 25,28

All Counties in

the State 52,960,217 37.04 461,686,181 37.70 22.24

County Goverrment Finanecial Report, Department of Treasury, (December

Source: Mic
31, 19225, pp. 8, 9, 12, 13, 18

» 19, 32, 33.

T2t
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eligibility for receiving payments under medlcare and medicaid
propgrams may be too high for supervised residential type nursing
homes, nonetheless these homes are useful in providing nursing
care, Therefore, some changes in procedures must be made to
enable these homes to get payments under medicare and medicaid
programs.

Hovever, it would be urwlse and impractical to expect the
federal goverrment to shoulder the vhole responsibility. A
concerted effort at all levels--private, county, state and
federal--must be exerted before medically indigent pecple of the
Copper Country can be provided viith adequate medical care.

Lovever, the gtove needs for additional medical facllities and
external ald are likely to be temporary. This 1s because overall
population of the Coprer Country has been declining continuously,
and although the number of people above 64 years has been increasing
in the last few decades, the rate of Increase has been decreasing.
In fact, projected figures shcw that there is likely to be a decline
in the nurber of old people from 1970.7 Thus, the above trends in
population indicate that the need for beds {both acute-care and
long-term), and medical personnel are likely to decrease in a

decade or tvio.

7 Computed by Thaden et al. Cited by Gordon Smith, p. 9.
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Further the economy of the Copper Country is recovering
from a slump and per capita income 1s likely to increase in the
future partly as the result of redistribution impact of death
of the aged and partly as a result of higher retlrement benefits:
hence, the geed for external ald may also decrease. The real

ageregate income of the area has increased by $55 million between

1959 ard 1967 and the real average famlly income alsc has increased
by about $2,000 between 1950 and 1960.8 With the possible develop-
ment of outdoor ard recreational facilities and better transportation

and conmunicatlon systems the incomes of the Copper Country are

likely to be sipnificantly higher in the future.

As the above facts indicate that the need for medlcal facilities
may decline, constructlon of permanent facilitles to handle temporary
needs may not be economically sound. These facllltles may become
surplus in a decade or two as has happened wlth acute-care facilities.
'Thus temporary arrangements may be an apnroprlate way to handle present
needs., New constructions may be justified by their long-term need.

And, for a long-term projection of medical needs of the Copper Country,
it 1s recommended thaﬁ thorough studies be made on demographic trend
and composition, trend of morbidity and mortality rate and future income

and employment potentialities of the Copper Country,

8
See County and Citv Data Book, 1958 and 1967. Also see Table
3.6 of Chapter 1I11.
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Undiscussed Tssues

For conplete and effectlve planning of medlical care in the
Copper Country, further research 1s needed on the followlng
1ssues.

1) The need for beds and manpower have been estiméted, but

no reference has been made as to thelr optimum location. Keweenaw

county has no resident provider of health care, and the nearest
hospital is Calumet Public Hospital in Houghton county. Similar
problems exist 1n the southern part of Ontonagon, Houghton and
Baraga counties where there 1s no hospital or nursing home within
a 20 mile radius. On the cother hand the two blggest hospitals of
the Copper Country (Bs and As) are within 10 miles of each other,
and these hospitals have sore problems of keeplng a high rate of
occupancy with acute-care patlents. So it seems that locational
aspects may be important and any future plans for additional facil-
ities should take this aspect 1into considerétion.

2) Needed additional trained manpower would not be coming
automatically in this‘region. The Copper Country 1s primarily a
rural area and hospitals are not first class. The Copper Country
provides neither attractions and facllities of metropolitan areas
nor any hope for professional prospects. Therefore, some sort of
incentive must be bullt into the system to attract private practi-
tioners, or more salaried doctors should be appointed with relatively

cpen service. One way to attract private practitioners may be to
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improve their worklng conditlons by providing office space,
modern eauipment, assistants and other profussional attractions
to compensale for. dicadvantages of’ the aren. Also, local students
concerned with medical needs of the commnlty may be financed
to recelve medical education and they might hopefully come back to
serve the community (such conditions may be attached to the financlal
help). However, more study needs to be done to develop a workable
plan for this..

3) Estimates show that sufficlent savings could be made by
eliminating existing "unexplainable' profits and incomes and
inefficiencles in the medical industry. Two important questions need
to be ansvered in this connection: a) how can they be eliminated,
and b) if they are eliminated, how can it be assured that the savings
vlll go to persons vho need them most?

To give a meaningful ansver to these aquestions more research is
needed. Hoviever, casual observatlons show that incomes of physiclans
are higher than other comparable professionals (such as dentists)
because of the short supply of physlecians which 1is partly evidenced
by their longer workiﬁg hours. The restrictlon of entry into the
profession (partly due to restricting licensing of forelgn-trained
physicians and mostly due to control of admission in medical schools)
méy be one of the major reasons for the shortage of physicians. The
supply of physlclans can be augmented by either increasing the capacity
of present schools or by opening more medical schools together with more
freedom of entry into the profession. Of course, freedom of entry
carried too far, may have deleterious effects on quality of doctors

ard conseguently on quality of medical care. However, people do not
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always need the highest kind of medical cate and some inter-
mediate kind may be sufficient in many cases. In fact, such
care exists successfully in Britain (with midwives) ard in
Pussia. In other viords, it may be better to have secord grade
medical care in many cases than none at all,

The patent privileges and intenslve advertisement and sales
promotion of drug companies limit prilce competltion and create
product differentliation--both restrict the competitive nature of
the industry. So I belleve that restrictions on patent privileges
ard the expansion of power of the Focd and Drug Administration to
insure fully adeguate drug plant inspection and control of drug
advertising would help to reduce greatly non-campetitive elements
in the drug irdustry.

It is argued that the restriction on patent privileges
might seriocusly jeopardize the research programs of drug {irms.
But contrary arguments are also avallable. ".... about two-thirds
of the countries in the vorld prohibit them (patents) on the
ground of public policy .... (and) in many foreign countries, drug
research has been ﬂnménsely productive in the absence of drug
patents.9 lMore research is needed to be able to say in preclse

terms vhether abolition of patent privileges will do more harm

than good.

9
U, S. Congrress, Senate, Comnetitive Problems in the Drug

Industry, Eearings before the Subcommittee on monopoly, 90th Congress,
1st and 2nd sessions, 1967-68, pn. 1995-96.
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T have alsoc made come observations for lncreasing operationnl
efflclercy in hoopltals. Hore cooperation.ls neceded amonyr,
hospltals wilth respect to medical staff, dlstribution of patient

loads, use of more speclalized and sophisticated equipment and

similar cooperation is needed within hospitals among hospital
trustees, administrators and medical staff. All of them should
Join in efforts to promote early referral of acute patients to

long~term facilitlies for the care of chronic 1llness and conva-

lescence.

Hovever, I feel that more work is rneeded in these areas to

determine the possibility of the above adjustments in the Copper
Country. In regaréd to the second ocuestion (how can savings be

distributed to the most needy persons?), it is clear that unless
sore alternative arrangement 1s made, the alleged savings would

accrue to those vho are currently spending more on medical care.
These persons may or may not be those who need the most medical

care but cannot afford it.

4) I have suggested redistribution of income through taxation

and alds at county, stéte or federal levels. But I have not spelled
out the precise way this should be done. However, I have indicated
that this can be done through present programs such as medicare,
medicaid, old age assistance, etc. But agaln, no supgestions have
been given about kinds of alternatives or modifications that are
needed in the above program to get money to the right person and in
the right amount arnd at the right time. This 1s a very important

and relevant area of study but due to the limitations of the researcher,
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this aspect has been left ocut of the present study. However,
1t may be instructive to express the feelings of hospital
authorities at this point. ‘'he authorities fecl that since
medicare and medicald payments are cost reimbursed, they do
not provide\any incentive to cut the cost of providing hospital
services. On the other hand, administrative costs have gone
up due to Increased paper work needed to get payments under
these programs. Further, the authorities feel that the proposed
cut of the present tvio percent over the cost of hospltals will
make thelr operation very difflcult. The hospitals will have
to operate in debt because payments for hospital services always
lag tehind expenditures needed to provide thelr services.

5) Every redistribution of income has some welfare implications.
But to keep this thesis to manageable proportions, and to be able
to focus on our main objective without crowding with side issues,
I have avoided getting into the field of welfare economics.

€) The present system of delivering medical care may not be
the test one. Long-term care is traditionally provided by nursing
homes. A new method df providing nursing care by the Visiting
liurse Association 1s possible. Many other preferable alternatives
to present methods of medical care are also possible. But the
present study does not attempt to examine these alternatives. The
discussions and conclusions of this thesis are presented in the light

of the present system of nproviding medical care in the Copper Country.



ClHAPTER XI
SUMARY AND CONCLUSIONS

Summary

The Copper Country is in the wviestern part of the Upper
Peninsula of Michigan and comprilses four counties: Houghton,
‘evieenavi, Ontonagon and Baraga. The population of thls area
is gradually declining and was 51,410 in 1967. Approximately
14 to 15 percent of the population is 65 years and older,
vhich 1s substantially higher than the 8.5 percent for the
state. The current incidence of chronic 1llness and death is
much higher and the available medical services are much less
than for the state or nation. Further, a significant pro-
portlion of the population cannot buy whatever services are
avallable. More facilities, funds and income are needed in this
area to provige adequape medical care to the people.

Since the research vias almed at estimating additional
medical facilities needed, the sources of finance and plan
required, the investigation concentrated on four features:

1.

Studylng levels and distribution of medical care

experditwres by types of services.

129
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2. Estimating, poscible savinms of medical dollars by
eliminating the operational inefficlencies of
hospitals, "unexplainable" high income in the
medical profession and "unexplainable" high profits
of drug and medical eocuipment industries.

3. Studying effects of health iInsurance in Increasing

costs of medical care.

4, Investigating possible sources for financing medical

needs of the Copper Country.

The Copper Country ls primarlly a rural area; only about
one-fowr'th of the population is urban. The population is
gradually declining, but the proportion of people above 64 years
1s increasing. The average size of a family 1s about 2.5 persons
and 35 percent of the families earn less than $3,000 a year. The
general level of educatlon is very low and heads of famllies have
only an average of nine ard one-half years of schooling. The
medical care facllities consist of five acute-care hospitals with |
317 teds, five long-term care units with 263 beds and three service-
nroviding agencles. Trained medical manpover l1s in short supply.
The vhole of the Copper Country is served by 29 physiclans (two
are government employees), 16 dentists, 45 licensed practical
nurses and 88 registered nurses. To equal the national average
the above staff should be about doubled (see Table 10.1).

The total expenditure on all types of medical care in the
Copper Country vas about $9.4 million in 1967. This is about 67

percent. of the gross Income for that year, Of the total consumers!'
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medical expenditures, 37 percent went to hospitals, 20 percent
to physicians, nine percent to dentists, 1lU percent for drugs,
and 10 percent to nursing homes while the rest was used for other
professional fees, eye glasses, net insurance costs, etc. The
composition‘of medical expenditures in the United States is
slightly different. The share to hospltals was 31 percent and
to nursing homes four percent—both less than in the Copper Country.
But the share to physiclans wvas 27 percent and to drugs was 17
percent—-both more than in the Copper Country (see Table 4.5).

The average gross income of physleclans in the Copper Country
is about $70,000 per year. Deducting their business expenses, '
vhich is 41 percent of gross income, their net incomes before and
after taxes are $42,000 and $31,000, respectively, vhereas the
average gross income of dentists is about $51,000 and their
business expenses are about 49 percent. Thelr net incomes before
and after taxes are about $£26,000 and $21,000, respectively (see
Tables 5.1 and 5.2). Physiclans and dentists invested about
three and six percent, respectively, of thelr net incomes in the
redical industr&. Th&s an average physician received about 60
percent more than an average dentist. About 17 percent of this
difference could be explained by the longer and costlier trailning
in medicine and the remairder may be attributed to the difficulty
of entry into the profession. The computations show that each
physiclan received an "unexplainable" higher income of about $11,000
campared to that of dentists, and for all physiclans in the Copper
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Country the total was about $300,000 (see Table 5.3). The total
tax of about $113,000 on "unexplainable" income flows out of the
area and 1s a pure drain on the community's resources.

Drug, manufacturers earn a high rate of profit. In fact, since
1957 (except for 196€) the profit rates in the drug Industry were
the highest among all industries (see Table 6.2). Price competition
in ethical drugs is restricted by patent privileges whlle intensive
advertisement and sales promotion of partlcular brands may create
barriers to entry. The total "unexplainable" higher profits of
drug manufacturers and drug retallers from the Copper Country
(compared to that of all manufacturers and retallers) were about
$30,000 and $16,000, respectively. Unexplainable differences in
profit (profit-difference) ratios (unadjusted profit-difference)
vere computed by deducting the profit rates of all manufacturers
and all retallers from the profit rates of drug manufacturers and
drug retallers, respectively. The total amount of "unexplainable"
profit was computed by multiplying the rate of "profit-difference"
by the total sales. In computing the adjusted "unexplainable profit-
difference," it was aésumed that the competitive rate of profit should
be equal to the "normal" rate of interest for imdustrial capital,
And this interest rate was then deducted from the adjusted accounting
orofit rates of the manufacturers and retallers to compute the rate
of adjusted "unexplainable profit-difference," which multiplied by
the total sales of drugs in the Copper Country equals the total
adjusted "unexplainable" profit of about $118,000.
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The hospital equipment industry showed unadjusted "unexplainable"
profit of only $4,000 when its accounting profit rate was compared
with that of all manufacturing. But when compared with the "normal'f
rate of interest (as in the case of the drug industry), which by our
assumption 1is equal to the competitive rate of profit, the total
adjusted "unexplainable" profit was $14,000. In other words, the
expenditure of the Copper Country medical imdustry would have been
about that much lower 1f there viere no "unexplainable" profits in
the medical equipment industry. Thus, thls amount i1s also loss to
the community.

The hospltals receive the largest proportion of the consumers'
medical -dollar in the Copper Country. In comparison to the national
averages, the hospitals in the Copper Country have lower costs per
patient day (except for hospital ES), longer lenéth of stay (except
for hospital ES), fevier personnel per bed, and generally a higher
rate of occupancy (except for hospital E_, see Table 8.1 and 8.2).
The length of stay and rate of occupancy are interdependent, so to
obtain a rate of occupancy comparable to that of the United States,
it was adjusted for the length of stay. In other words, what would
the rate of occupancy be in the Copper Country hospltals 1f the
length of stay actually were equal to the average for the Unlted
States? The results show that, except for hospitals Ds’ the actual
rate of occupancy is much less in the Copper Country hospitals (see
Tables 8.4) ttan the United States average. Considering 85 percent
as the "efficient" rate of occupancy, the actual number of unoccupled

beds vias computed by multiplying the percentage difference between
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"adjusted" and "efficlent" rate of occupancy by the number of
beds in the hospitals (see Table 8.5). The nurber of unoccupled
beds was then multiplied by the cost of each unoccupied bed to
get the total maintenance cost of such beds. This is about
$510,000, w@ich is about 13 percent of the total cost of all
hospitals. In other wvords, hospital services could be provided
that much cheaper if these coperatiocnal inefficiencies were
eliminated. The rate of occupancy in the long-term facilitles
is about 95 to 99 percent, vhich shows that these facilities are
overcrowded; this is further substantiated by a long list of
vaiting patients.

The role of health Insurance, ln financing medical costs,
has increased tremendously durlng the last two decades. About
tvo-thirds of all medical expenditures are paid by insurance
carpanies. Insured persons use more medical care than uninsured
persons (see Table 9.2 and 9.3). It is difficult to say whether
insured people use more medical care than necessary, or that
uninsured people are not able to pay for the necessary medical care.
Vith the spiralling pfice of medical care, the cost of insurance ls
also increasing, and the poor find it increasingly difficult to pay
for insurance premiums. About one-third of all families in the
Copper Country, and more than half the families with family heads
over 64 years, do not have any insurance protection, but their
medical needs are generally more than others. These are the typical,

medically indigent families of the Copper Country.
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Some alternative financial arrangements, besides insurance
protection, are required to enable the medically indigent people
to buy adequate medical care, To provide medical care to the
presently underserved population in the Coﬁper Country, the
folloving additional facilities are needed: about 140 long-term
beds, 13 ph&éicians, seven dentists, 45 licensed practical nurses,
40 registered nurses and nine techniclans. These facilitlies would
cost the Copper Country people approximately $2.17 million per
year (see Table 10.2). However, expressing the medical needs of

the Copper Country in terms of manpower and dellars may actually

be an oversimplificatiocn of the situation. The need for the

above number of beds and trained personnel 1ls, at best, an
approximate estimate and does not promise any significant improve-
ment in the quality of care. It does, however, glve some idea of
the magnitude of the current need. The total savings from the
removal of inefficiencies and eliminating "unexplainable" incomes
and profits in the medical industry amount to only about $860,000
to $950,000 (see Table 10.3). Even if this amount could be saved,
an additional $1.25 million would remain to be funded through other
sources. Thls could not be raised entirely wilthin the counties
btecause presently 38 percent of the total revenue of the counties
\ (including state ald, which is 58 percent of the total revenue of

the Copper Country) is spent on health, welfare, and medical assistance,

and if the countles had to finance 1t by internal revenues, almost

all the revenues of the counties would be exhausted and nothing
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would be left for other programs (see Table 10.4). The state's
average share in the total revenues of all counties in Michigan
is gbout 37 percent. This shows that the state 1s already giving
more than a proportionate amount of aid to the Copper Country
(see Table 19.15). This reduces the 1ikelihood that state aid
could be increased enough to provide for all medical needs of
the area. It seems clear that under the exlsting siltuatlon more
federal ald in the form of medicare, medicaid, old-age asslistance,
etc. must be added to provide for additional medlcal needs. I
feel that besides removing existing inefficiencies and "unexplalnable"
incomes and profits in the system, financial participation at all
levels—county, state and federal-——1s needed to provide adequate
medical care to the medically indigent people of the Copper Country.
However, the above needs for additlonal medical facilities and |
_ external aid are likely to be temporary, because the overall
population of this area 1s declining and tbe number of old people
about 64 years, which has been increasing in previous years, now
shows stabilizing trends. Further, the economy of thils area is
also gradually recovering from a slump. Consequently, construction
of permanent facllitles and long-term ald programs to handle present
needs may not be economically sound. To determine whether needs are
of permanent nature, 1t 1s recommended that thorough studies be made
on the demographic trend and compositlion, trend of morbidity and mor-
tallty rate and future income and employment possibilities in the
Copper Country.
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However, for a more comprehensive and realistlc plan to
provide adequate medical care, additional research must be
done on the following aspects: (1) optimum location of new
facilities; (2) specific incentlive plan to attract trained
manpower to the area; (3) ways to remove operational ineffi-
clencies in hospitals, eliminate "unexplainable" higher income
in the medical profession and "unexplainable" higher profits
in the drug and medical equipment Industries without jeopardizing
their efficient functioning; (4) ways to redistribute possible
savings in the medical industry to the persons who need them
most; (5) other alternative methods of providing medical care;
(6) improvement needs in the federal programs for more effective
financing of medical needs of the aged and the poor without

reducing incentives of hospitals and nursing homes to decrease

cost.

Conclusions

The Copper Country is a typlcal medically indigent reglon.
With its high proportion of old people and high incidence of
chronic 1llness, the area is in serious need of more long-term
beds and trained manpower. Finances for these additional
facilities cannot be entirely found by eliminating whatever
operational inefficlencles and "unexplainable" income and profits
exlst. Sufficlent increases in funds through county taxation does
not seem to be a possibility either; so I feel that under the
present situation more state and federal aid must be provided to
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finance additional medical needs of the people. However, present
needs for additional medical facilities and external aid may be
temporary because the population of the Copper Country i1s declining
and income per family 1s pradually increasing. Consequently,
before constructing permanent facilitles, 1t must be determlned
vhether the needs are likely to continue.

Other related problems such as optimum location of facllitles,
attracting tralned manpower to the area, and effective ways of
reducing medical costs by minimizing inefficlencles of the medical
industry, redistribution of incomes in favor of those who need it
most, and alternative vays of providing medlcal care, must be
studied before any reallstic plans can be made to meet the medical

needs of the Copper Country.
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APPENDIX A

Incomes of doctors:

The rising incomes of physlcians have always been a
controversial lssue. Men in other professlons have been critical
about the changing relative financial situation in favor of the
medical practltloners. A few of the view polnts on these are
as follows:

In the years 1942-52, an average of 13,400 students was

1

admitted to the practice of law each year.™ Durlng the same

year the number of individuals admitted to the practice of

" medicine averaged 6,259 a year2 or less than half the number

being added armually to the legal profession. The result 1s
that the supply position of doctors per 100,000 population
decreased from 164 in 1910 to 132 in 1955, whereas that of lawyers
increased from 125 to 146 in the same period.

From this it wéuld seem that (if we assume competition
prevalls) the lncomes of lawyers must be consistently higher
than that of doctors., But 1f we look into the income position
of the two professions, we find that though initially lawyers
had slightly higher incames than doctors, this position has long

Schuster, 1955), pp. 17-1

Medical Association, 357 (May 26, 1956).

1 Cunningham and Reedé Guide to lLearning and Living, (Simon &

2 Medical Licensure Statistics for 1966, 161 Journal of American
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been reversed in favor of doctors. In the 1930's lawyers' average

incames decreased to 57 percent as much as doctors'.3
In a comparative study of lncomes of different professionals,

Friedman and Kt:lznets find that the 1ncomes of physiclans are about

32 percent higher than that of dentists. They can explain only

17 percent of the difference by higher cost and longer duration of

training of physiclans. They attribute the unexplained 15 percent

to difficulty of entry into medicine-l' Were the entry into the two

professions equally easy, the number of physicians should have been

three times the number of dentists to wipe out the income d:i.f‘fer'ences5

But the ratio of physleclans to dentists at that time was only 2:1-6

More recently, Friedman points out that the only way physiclans could

ralse’ thelr income 1s by restricting supply. This they have accom-

plished through their control over the state licensure mechanian.7’8

3 Loevinger, pp. 615-618.

4 Milton Friedman and Simon Kuznets, Income from Independent Professional
Practices, Natlonal Bureau of Economic Research (New York, 1945).

> Ibid, p. 133.

6 1big, p. 29.

7 Milton Friedman, Price Theory: A Provisional Text, (Chicego:
Aldine, 1962) pp. 159-181., .

8 For a criticism of Friedman and Kuznets' study see Herbert E.
Klaman's The Econamics Health, (Columbla University Press: New York,
1965), pp. 90-9%,
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In the post-war pericd, the difference between physicians'

income and other professions has wicienecl-‘J And there 1s every
reason to believe that the shortage of physicians has persisted
if not intensified-lo |

Sanders belleves that the published incame figures of physlicians
are too low. ﬁs an evidence he cites many vacancies in the Department
of Health with salaries more than presently reported income figures
of physicians. These positions remain unfilled éven though the
advantages there (shorter ard more regular hours, retirement
benefits, etc.) are much greater than in independent practices. 11
Of course he neglects the fact that these positions include
administrative duty (which many physiclans do not like) and do not
have the charm and freedan of an independent practice.
" There are several opposing views on the subjects of supply and

12

incames of physiclans. But the concensus seems to be that

9 Herman Miles Somers and Anne Ramsey Somers, Doctors, Patients and
Health Insurance, (Wash., D.C.:The Brookings Institute, 1961) pp. 200-5.

10 Paul A. Samuelson, Econamist, First edition (New York, McGraw Hill,
1948), p. 95.

1 Barker S. Sanders, '"Discussion of Structure, Uses and Inadequaciles
of the Official Price Deflectors," Proceedings of the Business and
Economic Statistics Section of the American Statistical Assoclation,
(Wash. D.C.: The Assoclation, 1959) pp. 320-322 cited in Klarman, p. 91.

12 For an interesting discussion of different views see the Economics
of Health by Herbert E. Klarman (Columbia University Press: New York,
19657 pp. 88-101.
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physicians are in short supply. To cope with the increasing
population, ancther 10 to 30 four-year medicail schools need to
be established in the neaf future. This point of view 1s also
shared by the American Medical Association .3

The American Medical Assoclation (AMA) has been very
successful in controlling the supply of physiclans and main-
taining the high incames of the profession. The AMA enjoys a
very large membership and keeps a strong control on its members
because of its ability to both benefit and punish members. A
key function of the AMA 1s inspection and approval of medical
schools. About 50 percent of the applications to enter the
medical profession are rejected. Of course, thls keeps the
standard of medical profession high. But the stricter the
standards set for the profession, the smaller the number of those
able to quallfy and the smaller the supply of professional
services available to the public. Loevinger says ".... reasonable
balance must be struck between standards adequate to maintain
a high level of professional campetence and necessity for per-
mitting a sufficlent number of persons to enter the profession

each year to provide the services required by the public-lu

13 Herman Mlles Somers and Anne Remsey Scmers, Doctors, Patlents
ard Health Insurance (Washington, D. C., The Brookings Institute
1961), pp. 128-125. Cited in Herbert E. Klarman, The Economics of
Health (Columbila University Press: New York, London, p. 101, Somerses,

pp. 124-125, Cited in Klarman, p. 101.
14

Loevinger, pp. 615-6
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The Drug Industry

In the last few decades, the drug companies, through their
research units,have contributed much to the development of new
drugs. The prices of these new drugs are generally very high,
and the general concensus is that 1f a competitlve situatlon
existed in the drug industry, the prices could be much lower. That
is why drug manufacturers were critleized in several congressional
hearings. The followlng pages are devoted to general discussions
of the structure, conduct and performance in the drug industry.

Pricing Practices:

For more than a dozen years, drug manufacturers have been
involved in a world-wide cartel to fix the price of broad-spectrum
antibotics (effective against both gram positive and gram negative
bacteria) at ldentlecal, grossly Inflated, and unconscionably high
prices. A cartel of five pharmaceutical firms: Charles Pfizer
and Campany, Inc., American Cynamld Company, Bristol-Myers and
Company, Inc., the Squlbb Divislon of 0lin Mathlieson Chemical Cor-
poration, and the Upjohn Campany, fixed the prices of broad-spectrum
antibotles at an unreasoﬁably high level and conspired to follow

- that unilaterally. Pills with production cost of only 1.6 cents

were sold to the American public, until recently, at 51 cents each

and now sell for about 30 cents per p:l.l:L.15

15 Hearings before the Senate Subcommittee on Antitrust and Moncpoly,
87th Congress, lst Session, (December 7-9, 1961), pp. 2407-8,
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In February 1969 the same firms, under antitrust laws, were
accused of harvesting huge profits by rigeging the price of a
worder drug and were forced to offer a payment of $120 million
to settle almost 100 civil law suits-l6

In 1960 Shering bid $17.97 on Prednisone, an important drug
for arthritls, on a contract to the milltary procurement agency.
Its price to the druggist at that time was $170 for the same bottle
(5 m.g. tablets, 1000 per bottle) selling under the trade name,
Meticorten. Shering did not get the order from the millitary. One
of the smaller companies won with a bid of about $10. According
to the 1966 Redbook, which published the prices provided by the
drug companies themselves, Shering is still selling at the price
of $170 to the druggists. If a doctor writes a prescription under
the generic name "Prednisone" instead of "Meticorten," the
consumer can buy the identical drug for less than $20,17

Ancther example is the case of Reserplne, an important hypo-
tensive drug. In 1959 CIBA was bidding 60 cents on sales to the
military. At the same time, its price to the druggist was $39.50
for the same quantity (25 m.g. tables per 1000 bottle). By 1964,
the military people were buying them for around 47 cents and according
to the 1966 Redbook, CIBA's price for the same day sold under its
trade name "Serpasil," was $39.50. Including the drugglst's mark-up
the consumer paid about $65-18

16

17 U.S. Congress, Senate Hearings, 89th Corgress, Session 2, PA 3

18

The State News (Michigan State University), February 7, 1969, p. 3.

Ibid., pp. 2886-2912,
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Similarly, Tetracyclene was sold at prenegotiated prices
urder different names by different companies, Cynamid sold it
as Chromycin, Pfirer as Tetracyn and Upjohn as Parmycin. They
charged almost 50 times the cost of the product. They also
secured patenP rights by misrepresentation in the Patent
orfice.1?

Product Differentiation:

Drug firms are able to differentiate their products by
brand names and intensive advertising. ILvidence at the 1956-60
Senate Antitrust Hearings on the Drug Industry indicates that
drug companies spend about one-~fourth of the sales dollar on
pranotion or about $4,000 a year per doctor'.20 Camanor and
Wilson studied 41 industries and found that all but two had lower
advertising to sales ratios than that of drug manufacturers. Thelir
studies also revealed that advertising outlays represent less than
half of the total selling expenditures of drug ccmpanies.al
In fact, most doctors depend upon the advertlisers to tell them
about the drugs. Due to their busy schedules, doctors camnot keep
pace with the multitude of drugs coming into the market. So doctors

terd to recommend the highly publiclzed brands they are most

19 For a very interesting and 1lluminating discussion of this
see 89th Congress Session 2, part 3, pp. 2886-2912,

20 Administrative Prices in the Drug Industry, Hearings before
the Senate Comittee on Antitrust and Monopoly, 86th Congress, Session
2 (1960) part 18, pp. 1lo4s54-58,

1 Wi111em E. Camanor and Thomas A. Wilson, "Advertising, Market
Structure arnd Performance: An Empirical Analysis," Review of Econamics

and Statistics, (November 1967), Apperdix, Table 2.
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familiar with. This is why about 90 percent of the prescriptions
today are wrlitten with expensive brand names; even though cheaper
generic equivalents are available. The sales of prescription drug322
have been increasing for the last few decades. Between 1929 and
1956 retall prescription sales grew from $140 million to $1.5 billion,
an increase of almost 1,000 percent, and nearly three times as fast
as total drugstore sales.®S This trend is still continuing. It
is 1n the prescription drugs that drugstores and companies make
great profit. If a doctor prescribes a particular brand of mediclne,
the drugstores are legally allowed to fill the prescription with that
brand only.

Scmetimes doctors hold stocks in drug companies, this 1s another
reason why they tend to recommend specific brands-zq A study at the
University of Wisconsin shows that, indeed, doctors holdlng stock
prescribed the brand of thelr companies about 19 percent of the time
in 1963 and 13 percent of the time in 1964 and more than the déctors———
with no stock. More than coincidently, their (doctors with stock)
patients paid an average of 33 percent more for drugs than patlents of
the other physicilans (wiﬁhout stock) did in 1963, and an average of 20
percent more in 196L|.25 ©

2 Prescription drugs are those which are sold under doctors
authorization plus those nonprescription drugs for which doctors wrote
a prescription.

23 Lucy M. Kramer, "Drug and Medicines," Public Health Reports
(October 1958) p. 932,

24 89th Congress, Session 2, pp. 11929-11931.
25 89th Congress, Session 2, (May 19-June 6, 1966) pp. 11929-11931.
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Concentration:

The degree of concentration in the drug industry is also very
high. Seven major drug groups: antibotics, hormones, diabetic
drugs, sulfas, vitamlns, and tranquilizers, accounted for about two-
thirds of the total value of all ethical drugs in 1958. The
Kefauver coammittee analyzed 51 products in these six groups and
found that 15 leadling drug companies controlled the production as
follows: "....In 27 of the preoducts more than one-half of the entire
United States output ls produced by one of the 15 companies... In
sulfa drugs one company accounts for 100 percent of the ocutput in
eight of the nine products. In tranquilizers the conditieons of
monopoly prevalls in six of the seven products. 1In antibotles (other
than penicillin) the total ocutput 1is produced by one company in five
of the products, and in hormones and vitamins, three out of the nine.
In elght additional products concentratlion takes the form of duopoly
(control by two) while in ten others the entire output is produced by
three companies. Agalnst the typlcal structure of concentration in
manufacturing industries, it is indeed, remarkable that in only six of

the 51 products are there as many as four pr'oducers."26

Patent privileges:
Patent privileges seriously limit price competition among ethical
drugs. Holders of patents may control cutput legaliy, thus maln-

taining the price at a high level. Drug patents may not create absolute

26 U.S, Congress, Senate, Report 448 of the Camnittee on judiciary

made by i1ts subcommittee on Antitrust and Monopoly, 87th Congress, lst
Sesslon, Study of Administered Prices in the Drug Industry, June 27,
1961, pp. 68-99.
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monopolles because only a few patents are without substitutes,
but they do create a formldable barrier to entry. Patents are
legal on the ground that they help research and development, but
very 1ittle of the research 1s original. Most of it is just a
molecular juggling of the original products. Drug companies reap
high profit on~ these patented drugs.

Profits:

The profit rates in the drug industry have been one of the
highest among all industries. Especlally after 1956 the drug
irdustry has consistently ranked first or second in the level of
profit rates. The table below glves a camparison of the profit
rates of large drug coampanies and that of all leading manufacturers.

TABLE A.l--Rates of Return of Leading Drug Manufacturers and
All ILeading Manufacturers in 1950 to 1966

Drug All Manu-bf Ranking of Leading Driug Companies Among

Year Indust:r',\,ra facturing ;All Leading Manufacturing Companies

1950 19.6 17.3
1952 12.7 12.7
1954 12,8 12.8
1956 18,2
1958 20.2
1960 18.4
1961 17.6
1962 17.1
1963 17.8
1964 18.9
1965 21.0
1966 21.1 .

Source: Report of the Federal Trade Commisslon, "Rate of Return for
Identical Companies’ in Selected Manufacturing Industries, 1955-66," and
Moody's Industrial Marual, 1952-54, Quoted in 90th Corngress, Part 5,
Session 1 ard 2, p. 1825.

2 Based. on elght largest companies from 1950 to 1953 and 12 largest
companies from 1954 to 1966.

b Based on eight largest companies from 1950 to 1953 and 12 largest
campanies from 1954 to 1966 except for two industries.
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Health Insurance

It 1s sometimes argued that prepaid health insurance, besides
giving financial protection against illness, is encouraging overuse
and misuse of medical care facilities. The role of health insurance
campanies in financing medical care cannot be denled —- it is I1ndeed
an extraordina}y system. However, many ara critical of the effects
of extensive health insurance. Scme criticlsms are presented below.

Health insurance has made it very easy for doctors and hospltals
to get payment of their bills., Some doctors put up thelr charges
after consumers have already bought particular units of services. A
rise in the price of an appendectomy, which has been "bought!" but
which may or may not be necessary, wlll cost the consumer nothing
in the short-run or until the policy is renewea.27“

According to many surveys, private hospltal insurance has
resulted in unnecessary hospital stays, unnecessary dlagnostic

procedures, unnecessary treatments and surgical operations.28

A
study by Columbia University in 1962 showed that over one-third of

all hysterectomies performed were unnecessary.29

21 H. M. Scmers and A. R. Somers, Doctor, Patlients and Health
Insurance, 1961; and M. G. Taylor, The Administration of Health
Insurance in Canada, 1956.

20 J. H. Hayes (ed.), Factors Affecting the Cost of Hospital
Care, 1964,

29 R. E. Trussell, New York Times, May 11, 1962,
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TABLE B.1—The Total Expenditures of the Copper Country Medical Facilities by Major Camponents in 1967 ‘
3 : Salaries : Hedical : : : * Dep. and ¢
Code Names : Total : amd I-‘quipment ard : PFood : Drugs : Utilitles : Laundry : ard : Supplies : Interest : Other
of Facilities : Cost : Wages : Profes. : : : : : Mainten-: : :
: : : : Fees : : : : : ance :
---------------------------- L R i
gs 780,158 470,914 42,431 47,015 k0,185 32,152 16,509 22,170 8,3n 42,685 36,346 21,370
s 1,511,546 996,500 76,039 -- 101,000 &5,600 37,150 5,619 58,000 76,283 56,207 59,148
Asp 56,274 35,009 1,200 -- -- 1,796 - - 1,500 1,663 7,690 7,113
gL 65,238 36,993 3,484 -- 10 803 1,000 3,441 500 597 1,934 3, 2683 2,823
71,674 58,708 1,400 -- - - 2,500 - 924 6,000 1,100 1,042
g’LP 641,718 506,348 17,083 -- 39, 820 8,885 24,042 B,433 9,123 17,466 4,000 6,518
133,588 100,713 3,000 - -- 1,000 -- 155 5,359 ,721 20, 6110
gp 162,213 92,325 10,833 - 15,7631 4,600 4,800 1,000 100 4,974 2,000 25, 817
S 754,690 438,642 51,528 - 35,955 36,955 22 506 2,658 1,443 50,625 53,559 50,719
Dg 513,670 301,912 38,75’* 37,781 23,744 30,620 11, 111 2,194 3,694 27,943 13,146 22,701
3‘4 80,200 45,000 5,113 -- 8,000 2,000 3,500 2,400 200 2,500 1,700 9,787
303,000 16,583 3'4,0714 -- 12,000 16 316 8,000 3,000 1,500 15,000 19,926 28,101
D:p 30,000 10,000 1,225 -- -~ 8,000 500 100 90 5,000 535 4,550 .
Grand Total 5,103,969 3,258,147 286,164 84,796 287,301 186,128 136,958 ug,o74h 85,697 257,432 202,603 270,669

Note: Coamputed fram the audited records of the respective medical care facllities.

Subseripts: s = shart-temm
L = long-term
sp = service providing

9yat
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TABLE B.2-~The Total Revenues, Experditures, and Profits in the Copper
Country Medical Care Facilities in 1967

Code Names of Facilities : fTotal : Total : Net Profit

Reverme : Cost and Loss
------ g dol}ars.-- p———
Ag - 772,681 780,158  -7,477
By 1,564,750 1,511,546 53,204
sp 59,001 56,274 2,820
AL 80,882 65,238 15,604
Bgp 95,694 71,674 24,020
B 641,718 641,718 -
Cep 163,513 133,588 29,925
Cp, 171,122 162,213 8,909
Cg 755,043 754,690 353
D, 514,024 513,670 354
D 100,000 80,200 19,800
Es 267,17 303,000 -35,583
Dsp 30,000 30,000 -
TOTAL ' 5,215,938 5,103,969 111,969

Note: Computed from the audited records of the respective
facilitles.

Subscripts: s = short-tem
L = long-tem
sp = service providing
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TABLE B.3—-Total Income of Physicians and Dentists in the Copper
' Country in 1967

Visits : Fee Inccme Income Income Gross

Profes~ : per Doctor : per ¢ from : fram : from : Income
sions ¢+ per Day : Visit : Visits : Surgery® : Goods :
: : : : : Sold :

;--nm_p_g;h-;----.-—--éollars--'—---;-—-—

Physicians lo 4 48,000 20,675 1,500 70,175

Dentists 26 4 31,200 18,640 1,500 51,340

* In the year 1967, the physicians in the Copper Country performed
1,590 major and 2,321 minor surgeries.

Source: Colleged by survey of the area and hospital records.
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TABLE B.}4--Business Receipts and Expenses of Physiclans and Dentists

Items ¢ Physiclan ¢ Dentist

- - — —percent - - - -

Business Receipt 100.00 100.00
Business Deductions, Total ho.67 49.20
Cost of Goods Sold, Total 2.99 8.39
Inventory, Beginning of Year .06 .02
Merchandlse Purchased 71 .73
Cost of Labor .62 1.69
Materials and Supplies 1.15 3.52
Other Costs 52 2.42
less Inventory, End of Year 07 .02
Depreciation 3.31 3.26
Taxes 1.00 1,18
Rent b,11 4,36
Repalrs 0.39 L8
Salarles and Wages 10.59 11.84
Insurance 1.09 75
Legal and Professional Fees 1.48 2.60
Commissions .0l .05
Amortization .01 .02
Retirement Plans, etec. .02 .01
Interest .38 .56
Bad Debts .02 .0l
Casualty Losses .05 .01
Depletion .02 .01
Other Business Deducticns 15.15 15.64
Net Profit (Less Loss) 59.33 £0.60

Source:

Computed from Table 3, p. 31 of the Statistlics of

Income..... 1964, Internal Revenue Service,
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3.5 'lI'he Methods of Lstimating Prof'lt Rate of Drupstores

A typical drugstore has eight departments: prescription,
proprietary, toiletries, sundries, tobacco, confections, magazines
and fountain. We are interested 1n knowing the profit rates of
only prescription and proprietary departments. These two depart-
ments account for about 45 to 50 percent of the total sales of
the drugstores. To estimate the "rate of unexplainable profit-
difference"” of drugstores (see Chapter VI), I computed the combined
profit rates of the prescription and proprietary departments in
12 stores studied by Burley, Fisher and Cox (see Table B.5 below).

TABLE B.5--Comblined Profit Rate of Prescription and Proprietary

Departments
: : : H
Departments : Total : Gross : Operating : Net Profit
Sales : Margin : Cost : (before tax)
Prescription 329,840 160,302 108,188 52.11R7
(48.6) (32.8) (15.8)
Proprietary 176,096 56,175 37,685 17,081
(31.9) (21.4) (9.7)
Total 505,936 216,477 145,873 69,196
(42.79) (28.83) (13.68)

Source: Adapted from Table 16.1, p. 221 and Table 17.1,
p. 242 of Drug Store Operating Costs and Profits
by Orin E. Burley, Alberts B. Iisher, Jr. and
Robert G. CoXx. New York: McOraw~H11ll Book

Company, Inc. 1956,
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For Table 6.3 in Chapter VI we needed to compute the profit
rate (after tax) as a percentage of equity. But the total equity
fipure is not avallable for the above drugstores. The total sales
figure of $505,936 was multiplied by 0.2#11 to convert it to total
equity figure. The factor 0,2411 was camputed by taking a ratio
of total e&uity to total receipts of all drugstores.l The total
equity of the 12 stores was computed to be $121,425. The profits
after taxes ($44,154) was computed by deducting an income tax of

36 percent2

from the net profit before tax ($69,196). Finally, net
profit of $4d4,15U was expressed as a percentage of the total equity
($121,425), which comes to be 36.36 percent.

The major limitatlions of the above estimates are: (1) the sales
ard profit data of the prescription and proprietary departments of
the drugstores are for the year 1950-51, and the situation might
have changed since then. But as the sales and proflts in the
prescription drugs have increased in the recent years, the profit
rates may be slightly underestimated. (2) The ratic of the total
equity to receipts for all the drugstores was used to compute the
total equity figure of prescription and proprietary departments,
which may underestimate or overestimate (the direction is not clear)
the equity figure. However, this 1s the best possible estimate

that could be obtalned with the data available.

1 Internal Revenue Service, Statistics of Income, 1965, p. 192.

2 The figure 36 percent was computed by taking a percentage of the
total incame tax (paid by all retallers) to total net incame of all
retailers. Source: Ibid, p. 255.
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B.6 'The Procedures for Determining the Ouallty of Care in the

Copper Country Hospitals

The quality of care in hospitals was determined by the rumber
of' services and facilities avalilable in each. These facilitiles,
coammon to all hospitals, were generally eliminated, because we are
interested hére only In the relative quality of care in these
hospitals. The facilities are listed In Table B.7. The hospltals
vere then ranked with respect to the number of facilities in each
department., The one with maximum number of facilities was ranked
1 and so on. 'Tvio or more hospitals with the same number of ser-
vices in a particular department were assigned the same rank.

The rank for each hospital was then added for all 17 items in the
1ist. The one with minimum rank totals was considered to have the
best guality of care, because we assumed that the quality of care
is positively correlated with the number of available facilitles.
The major limitation of this procedure is 1n that the items in

the 1ist are not vielghted according to thelr contribution to the
aquality of care. Further, the availability of facillitles does not
puarantee their efficient use. Hovever, this procedure is partly
in line with the accepted procedure of the Jolnt Commisslon on the
Accreditation of Hospitals.

In Table B.7 it 1s evident that the hospital Bs has the maxi-
mun facilities, followed by As and CS. The hospltals DS and ES'
have equal rank totals. It 1s difficult to say which of them has
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higher quality of care. Nelther of these hospitals meet the
standards of the Jolnt Commission on the Accreditation of
Hospitals. Howrever, Michigan Hospital Service (Blue Cross)
has provisional ly approved Ds but not ES. -So we may say that
hospital Ds has a slight edge over ES.

Based 0;1 the follow;ng analysis, we rank the hospital
BS as having the best quality of care, followed by AS R Cs’
Dg and ES in that order, but the difference between the last

two is negligible.



TABLE B.7—Inventory of Selected Health Services and Facilities
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Hospitals in the Copper Country in 1966

Serial
Nunber

e on ws as

Service Facllitles

*s ¢ se se

H

tals

e o0

B
S

ospl

C
s

pae we

In-service Nurse Program

Board-eligible Surgeon

Surgical Equipment
Gas Anesthesia Equip.
Defibrillator-Cardio-
scope Pacemaker
Suction Equipment
Cystoscopy Room

Laboratory
Pathologlst

Clinical Laboratory

Morgue Facllitles

Pathology Laboratory
Facilities

Blood Bank

Medical Technologlsts

Laboratory Technicians

Radlology
Radio Diagnosticlan
Radiologist
Routine Chest X-ray
X~ray Therapy {(Deep)
Radlologlic Technician

Department of Obstetrics

Delivery Roam
Nursery
Premature Nursery

Pharmacy
Pharmacy Department
Drug Room
Pharmmacist, full-time
Pharmmacist, part-time

1 %™ E 3 B - B | i I » X

I

X
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1 X1 X

"n

E

Lol B 1

E I -

" x

I

»

o 2 T B 2 - 1 XX 1

X o

1 1 %1

>

I - 2 -

o=



165

TABLE B.7--Continued

Serial :

Humber

Service Facllitles

_Hospltals

e we *e se

BS

10.

11.
i2.

13.

14,

Physical Therapy

Physical Therapy Dept.
Physical Therapy Service
Physical Theraplst, Reg.

Department of Pediatrlcs

Pediatric Department
Pediatric Dept., Isolated
from Med./Surg. Patients

Department of Medicine

E.K.G. Facllities
Psychiatric Holding Units
Emergency Department
Medlcal Staff Library
Resplratory Care

Dietary Department

Dietary Department
Dietitian, Reglstered

Laurdry

Cwn Laundry Facllity
Laundry Contract

Hospital Policy

Hospltal Accepts Pts. with
Limited Resources

Hospital Has Nursing
Procedure Manual

Hospital Has Autamatic Stop
Order on Dangerous Drugs

Consultation Required for
C-section

Sterilization

Hysterectomy

Inventorg of Major Equipment
B.M.R.

Infra Red

=

>

EERE

W REX o

won

I -

®

1 X8l =»

»

I B X1

b
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TABLE B.7--Continued

Serial
Number :

Service Facllities

llospitals

BS:.CS

e os

15.

16.

17.

Whirl Pool

Mamography

Defibrillator Pacemaker

Ultra-sonic

Image Amplification

Microtone

Auto-techniclan

Cryostat

Particle Counter

Microtome Sharpener

Deep X-ray

Archilles Tendon
Reflexometer

Spirometer

Aerosol Generator

Tank Respirator

PH Meter

Hubbard Tank

Inventory of Laboratory
Procedures
Electrolytes
Blood Bank
Trypsin

Major Diagnostic Procedures

Pap Smear

A-Beta Hemolytilc

Titer '
Blood O, or CJO2 Tension
Vital Cgpacity

Exerclse Tests
Pulmonary Compllance
Alrway Resistance

Staff
No. of Beds per Physician
No. of Beds per R.N.
No. of Beds per L.P.N,

P T X AHRHEER NN
[ I R I B IR - I I
I T I I -3 -

I I I I A - I |
MH ORI MK MM KKK

I T T I B |
[ I T I I |

r i1 12

E R T B |

I =
i

»
LR

(O I - - -
S T I - B -
r1 11191 X
(I I O I T B -

MM AR MR EN

13.33 8.46 17.50 12.33 20.00
4,71 3.93 5.38 3.70 3.33
6.67 11.00 11.67 6.17 5.00
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TABLE B.7-=-Contlnued

Serial ; Service Facilities

; Hospltals
Number : E Ay i B, : Cq i Dy 3 Eg
Total No. of Personnel
per Bed 1.56 1.45 1.76 1.7% 1.15
Adminis€rator .
Trained X - - - -
Untrained - X X X X

Source: For items 1 through 16, see Leo Reich, "Inventory of
Health Services and Facllitles in Michlgan's Western
Upper Peninsula,” ed. John S. Hiblock, Copper Country
Health and Welfare Councll, Inc., Michigan, (September
1967, mimeo.).

Information in ltem 17 was gathered by survey.

Note: x means that the particular service 1s present.
- means that the particular service is absent.
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TABLE B.8--Rank of the Hospitals with Respect to the Availability
of Different Facilitles in the Copper Country in 1966

Serial i i _Hogpltals _
Number Service Facilltles As B s CS Ds Es
i : : : :
1 In-service Nurse Program 2 1 2 2 2
2 Board-eliglible Surgeon 1l 1 2 2 2
3 Surgical Equipment 2 1 2 3 2
4 Laboratory 2 1 2 3 Y
5 Radiology 2 1 3 3 3
6 Department of Obstetrics 2 1 2 2 2
7 Pharmacy 1 1 1 2 3
8 Physical Therapy 2 1 2 3 3
9 Department of Pedlatrics 2 1 2 2 2
10 Department of Medicine 2 1 2 2 2
11 Dietary Department 2 1 2 2 2
12 Laurdry 1 1l 1 1l 1
13 Hospital Policy 1 1 3 y 2
14 Inventory of Major Equipment U 1 2 3 3
15 Inventory of Laborai:ory
Procedures 2 1 2 3 3
16 Major Disgnostic Procedures 2 1 3 4 4
17 Staff 2 e 3 1 2
Rank Totals 32 18 36 42 42

Note: Rank of 1 means the best facility. So least overall rank
total means the hospltal has the best facllities and services
avallable. The ranks are based on the number of facilities
avallable in each department. A department was ranked 1 if
it has maximum number of facllities.



