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ABSTRACT

There are two main mechanisms for allocating social resources in traditional economics,
namely the market and the government. However, the medical industry is featured with very
strong specialties and natural market failure. Therefore, whether the traditional way to
allocate resources can play a role in the medical industry has always been the focus of
academic discussion and the concern of policy makers. In medical industry, medical services
price is an important means for hospitals and doctors to get compensation (income) as well as
the main economic incentive for hospitals and doctors. A reasonable price system plays an
important role in improving the enthusiasm of medical personnel, reducing the total cost of
medical treatment, standardizing doctors’ behaviours, alleviating the contradiction between
doctors and patients, allocating medical service resources and maintaining the sound
operation of the entire medical system.

Due to the dual nature of Chinese public hospitals both being as the government department
and enterprise, when setting prices of medical services, the government should both consider
the availability of medical services from the point of a patient / citizen and the sustainability
from the point of hospitals. In order to ensure the availability of basic medical services, the
government set a lower price for basic medical services. Meanwhile, to ensure the income of
public hospitals cover operational cost, the government set a higher price for laboratory test
items, the price of which is higher than the cost for the hospital to provide such services. In
addition, the government also allows public hospitals to charge 15% more than the cost of
drugs. The government is trying to cross-subsidize price-cost gaps via different healthcare
programs to make up for the loss of hospitals for offering basic medical services.

However, the distorted price system has changed economic incentives for the hospital / doctor
and doctors’ behaviours as well, resulting in the rapid growth of medical expenses, irrational
allocation of medical resources and waste, and a series of issues such as “expensive medical
bills and difficult access to quality medical services”. The root cause of all these problems is
the distorted pricing of medical services. Therefore, whether or not the government can
reasonably price medical services is not only related to economic incentives for hospitals /
doctors, but also changes the behaviour of hospitals / doctors and affects the allocation of
medical resources, the growth of health care costs, patient satisfaction, and the overall
efficiency of the medical industry. Therefore, it is very important to perform theoretical
explanation and guide the government or medical authorities to reasonably price medical
services.



This paper tries to analyze the theoretical basis of government adjusting medical services
price by establishing a sequential game model (medical services price adjustment model)
including three parties, namely the government, the supplier (hospitals / doctors) and the
purchaser (patients). Based on statistical data and model parameters, the paper analyzes the
current price level of medical services in public hospitals in China and the feasibility of
medical authorities to adjust medical services price. In addition, this paper establishes an
analytical framework for the multi-factor cost model of medical services, portrays model
parameters through the survey data, case sample data and interview data, and estimates
surgery cost (thoracoscopic lung tumor resection) of a specific type of cancer disease in a
third-grade hospital in Beijing. Taking this as an example, this paper tries to explore a viable
path for pricing other medical services.

According to the medical service price adjustment model, whether the government should
raise medical services price depends on two factors, namely the government’s trade-off
between interests of suppliers and purchasers and the current relative price of medical services.
If more focused on interests of suppliers, the government will increase the welfare of the
whole society by raising the price of medical services. If more focused on the interests of
purchasers and if current medical service prices are relatively low, then the government will
increase medical services price so as to increase the welfare level of the entire society.
Otherwise, if the current price of medical services is relatively high, then medical service
prices should be appropriately reduced. This paper uses survey data and case data to estimate
the current price level of the medical industry in China, and finds that the current price level
of the medical industry in China is relatively very low, thus prices of medical services should
be substantially raised. This conclusion remains unchanged after taking medical insurance
into consideration.

In the medical services price calculation model, the paper calculates the personnel costs of a
specific medical service (thoracoscopic lung tumor resection) by using the established
multi-factor cost model, research data and case data, and performing adjustment according to
the profit target of public hospitals. It is estimated that the reasonable price of this surgery
should be 5,078 yuan, increasing by 142% compared with the current surgical costs, which is
consistent with expectations of doctors interviewed.

Keywords: Medical services price; sequential game model; cost calculation; multi-factor
pricing model
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