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Abstract

In October 1983, the U.S. Federal Government introduced the new Medicare
Prospective Payment System (PPS), which replaced the cost-based reimbursement
system. The PPS was intended to continue to ensure the quality of hospital services
and to reduce the growth of hospital costs, as well as to foster market competition and
to promote the efficiency of hospital operation. In addition, under the PPS, hospitals
are paid a prospectively determined and fixed payment per case or Diagnosis-Related
Group (DRG); i, e., fixed reimbursement rates.

G.C. Pope developed a model of nonprice competition among hospitals in this PPS
and he considered the effects of nonprice competition on the quality of hospital services
and the efficiency of hospital operatiton. He came to the theoretical conclusion that
nonprice competition raises the quality of hospital servies and reduces managerial slack
(inefficiency). This conclusion indicates that nonprice competition does play an
important role in the PPS.

In this paper we consider the effects of the Medicare reimbursement rates on the
quality of hospital services and managerial slack, since Pope dit not consider the effect
of a change in the Medicare reimbursement rates in his study. As a result, we showed
that government regulation of reimbursement rates results in a tradeoff between the
quality of hospital services and the efficiency of hospital operation. There is no such
tradeoff, however, in the case of the effects of nonprice competition, which Pope
considered. Therefore, it is evident that a policy of promoting nonprice competition
among hospitals is clearly superior to government regulation of reimbursement rates
when both government policies are compared in view of the purpose of PPS. When
these results are considered, the importance of policy implications on nonprice
competition in the Medicare PPS, as shown in Pope’s nonprice competition model,
becomes clearer.
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