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The NSS 71st round report (2014) titled “Key Indicators of Social Consumption in India: 

Health” published by the National Sample Survey Office (NSSO) reveals that 58% of the rural 

and 68% of the urban population rely on private hospitals for treatment in India and the average 

cost of treatment in a private hospital is Rs.25850 as compared to Rs.6120 charged in a public 

hospital. Also as much as 86% of rural population and 82% of urban population are still not 

covered under any health insurance scheme. So most of the households have to depend 

primarily on their household income and/or wealth for financing this medical expenditure. 

Despite implementing various health insurance programmes over decades, pricing of health 

services in India is still an unresolved issue 

since there is no universally accepted logical 

consensus as to fixing prices in government 

as well as in private sectors. This leads to 

price and quality distortions. Pricing becomes 

non-transparent and often arbitrary and 

exorbitant. 

After several complaints and Right To Information 

(RTI) applications, investigations led by the 

National Pharmaceutical Pricing Authority 

(NPPA) has revealed that some reputed private 

hospitals are overcharging for medical 

products and procedures and thus are indulging in 

illegitimate profiteering across the country. 

A recent experience at a hospital in 

Hyderabad (Rao, 2018) reiterated the 

problem. With the complain of sleep apnoea 

and suspected pulmonary hypertension, a 

patient was admitted into the intensive care 

unit for two days and then kept in a private 

room for observation for another two days 

before being discharged. In addition to the 

pulmonologist and the internist in the 

intensive care unit, eight other doctors who 

didn’t examine the patient were 

remunerated.     

Last year the Haryana (Jha, 2017) 

government issued notices to one hospital 

after it billed a dengue patient around Rs17 

lakh for 15 days of treatment in its intensive 

care unit. 

In 1997, the central government had 

formed the National Pharmaceutical 

Pricing Authority (NPPA) to regulate 

drug prices. It has been very active in 

the past few years and has brought 

more than 466 drug formulations under 

the list of essential medicines and 

capped their price. NPPA, however, 

doesn’t regulate prices of consumables 

or the profits made on them.  
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There are several ways by 

which a private medical 

institution may overcharge 

the patients. One method 

involves the prescription and 

dispensing of non-scheduled 

branded drugs, instead of 

scheduled drugs from 

National List of Essential 

Medicines (NLEM) that are 

subject to price control. Second is indirect pressure on patients to buy medicines only from 

hospital’s counter at inflated MRP or go by the physician’s branded prescription. Sometimes 

industries are forced to print this higher MRPs to get bulk supply orders and in some places 

hospitals charge huge margin on their purchase price during billing.   

To tackle the problem of overpricing in imparting private healthcare facilities, the central 

government and a number of state governments have taken various legal initiatives. 

In 2017, the Karnataka government  instituted laws to deal with medical negligence and 

overpricing (PTI, 2017). The Karnataka Private Medical Establishments (Amendment) Bill, 

2017 was aimed to provide for emergency treatment as per the need without insisting on 

payment of advance from patient or representative of the patient in specified cases. The bill 

also empowers the state government to fix uniform package rates for treatment and procedures 

under its health assurance schemes. 

Following frequent and violent unrest among the patients availing facilities of private hospitals 

in Kolkata and in the state of Bengal at large, the State Government passed the West Bengal 

Clinical Establishments Bill, 2017 that established the ‘West Bengal Clinical Regulatory 

Commission’. The primary purpose of the commission is to investigate grievances against 

private health service providers for their undue and exploitative actions. The commission aims 

at bringing transparency ending harassment of patients and checking medical negligence in 

private hospitals and nursing homes. 

One critical problem that often triggers the unrest among the patients has to do with 

unanticipated additional charges beyond the initial contracted payments via the well-known 

‘Package deal’. These deals used to be advertised by the private hospitals through prominent 

media outlets. However, often, once the patient is admitted for treatment, they would be 

eventually told that the actual ailment was far more complicated and hence required additional 

Private hospitals overcharged medical items up to a 

whopping 1737 % of their initial estimates of expenditures to 

patients (Porecha, 2018). According to Anand Prakash, 

deputy director, National Pharmaceutical Pricing Authority 

(NPPA), "46% of the total bill is charged for drugs, devices 

and diagnostics, and patients have complained that the initial 

estimate of expenditure had gotten inflated by three to four 

times at the time of final billing in cases of four patients in 

four reputed hospitals". 
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treatment required significant, additional expenses. Casual empiricism suggests that the new 

regulatory act by the government compels the hospitals to provide prior information to the 

patients before they indulge in unanticipated treatment beyond the contracted deal. This, we 

propose, is bound to reduce the incentive for so called package deals for the following reason. 

Dishonest service providers cannot reap the benefits associated with asymmetric information 

through excessive charges when the patients would have a choice to decide on additional 

treatment and they would not be in for a ‘hostage’ situation. Although no systematic statistical 

evidence is available yet, casual observation suggests that this is happening to some extent. 

The following analytical note tries to provide a discussion on the above. 

A formal model 

Let 𝑍 be the distribution of ailment in the interval between ‘0’ and ‘1’; 𝑍 𝜖 [0, 1]. ‘0’ indicates 

no ailment and ‘1’ denotes severely ill. And 𝑃(𝑍) is the cost/ price of treatment for ailment of 

degree 𝑍 in a private hospital. Therefore, 𝑃(0) = 0 and 𝑃(1) = 𝑀𝑎𝑥𝑖𝑚𝑢𝑚. For brevity we 

assume away the existence of government / public hospitals. Let there be some other private 

hospitals that charge 𝑃𝑂(𝑍)  for the same disease 𝑍 such that 

                      𝑃𝑂(𝑍) < 𝑃(𝑍)                                                                                                                                  (1) 

But to find out the hospital which charges 𝑃𝑂(𝑍) patients need to search which has some search 

cost say 𝑠 > 1. So the effective cost (to the patient) of treatment from other hospitals becomes 

                      𝑠𝑃𝑂(𝑍) > 𝑃𝑂(𝑍)                                                                                                                           (2) 

If 𝑃𝑂(𝑍) > 𝑃(𝑍) , the patient would not search for package treatment. When 𝑠𝑃𝑂(𝑍) < 𝑃(𝑍), 

search for other hospitals is beneficial and the patients would be happy with the arrangements. If 

𝑠𝑃𝑂(𝑍) > 𝑃(𝑍), the hospital can charge at most  𝑠𝑃𝑂(𝑍) to get the patient with the condition that 

this will be a price under ‘take it or leave it offer’. At the time of signing the contract for 𝑃𝑂(𝑍), 

the patient cannot guarantee that the degree of ailment won’t be higher than what is declared at 

the time of the contract. In that case treatment cost is not fully covered in 𝑃𝑂(𝑍). Say the 

probability of having 𝑍 > �̃� is  𝑞, and the cost of treatment for �̃� is 𝑃(�̃�) > 𝑃(𝑍). 

 

REGIME-1: Honest Hospitals    

Case – 1: Contracted Package and No Scope for Further Searching: 

Total cost required for treatment in this situation is   

                      𝐶𝐻𝑊𝑆 = 𝑠𝑃0(𝑍) + 𝑞[𝑃(�̃�) − 𝑠𝑃𝑂(𝑍)]  

                      𝐶𝐻𝑊𝑆 = 𝑠𝑃0(𝑍) + 𝑞[Δ(�̃� − 𝑍)]                                                                                            (3)   
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The exact cost to patient is given by equation (3) if further ailment is detected with probability 

𝑞 and the hospital gets duly paid for extra treatment for  (�̃� − 𝑍) ailment when the exact cost 

is properly notified to the patient. As long as the package costs no more than (3) the patient 

should accept. However, with 𝑞 close to zero, the package is likely to cost 𝑠𝑃0(𝑍). 

 

Case – 2: Contracted Package and Scope for Further Searching: 

Under Case-2 the cost to patient becomes 

                      𝐶𝐻𝑆 = 𝑠𝑃0(𝑍) + 𝑠𝑞[𝑃(�̃�) − 𝑠𝑃𝑂(𝑍)]  

                      𝐶𝐻𝑆 = 𝑠𝑃0(𝑍) + 𝑠𝑞[Δ(�̃� − 𝑍)]                                                                                    (4) 

Note it is apparent that 𝐶𝐻𝑆 = 𝑠𝑃0(𝑍) + 𝑠𝑞[Δ(�̃� − 𝑍)] > 𝐶𝐻𝑊𝑆 = 𝑠𝑃0(𝑍) + 𝑞[Δ(�̃� − 𝑍)] as 

𝑠 > 1. So from patient’s point of view package with no further searching is a better option. 

This happens when hospitals are honest and charge extra cost only for the illness that really 

exists. So as long as 𝐶𝐻𝑆 > 𝐶𝐻𝑊𝑆 , patients would always prefer to go for no-searching. If the 

maximum anticipated cost to the patient is given by (4), any package price that is less than or 

equal to (4) would be acceptable. Hence, contracted package fee should be as given by (4), 𝑠 

can depend on �̃�, which we ignore.  

However, this may not be the case for dishonest hospitals and here lies the main problem of 

the ‘package’ system. If hospital charges an amount equal to 𝑠𝑃𝑂(𝑍) + 𝑠𝑞[Δ(�̃� − 𝑍)], 

patients are indifferent between package and non-package, and searching and non-searching. 

In case hospitals charge more than 𝑠𝑃𝑂(𝑍) + 𝑠𝑞[Δ(�̃� − 𝑍)]   patient will go for searching for 

a cheaper alternative. The whole thing depends on (�̃� − 𝑍) and the issue of honesty of 

hospitals gradually creeps into the scenario. This may happen in both Case-1 and Case-2. We 

will not talk about Case-1 since if our arguments hold for Case-2, they would automatically 

hold for Case-1. 

 

REGIME-2: Dishonest Hospitals 

 Say 𝜃 is the probability that the hospital is dishonest. So the maximum cost to the patient is 

                𝐶𝐷𝐻 = 𝑠𝑃0(𝑍) + 𝑠Δ(�̃� − 𝑍)[𝑞 + (1 − 𝑞)𝜃]                                                                           (5) 

It is clear if the hospital is honest (𝜃 = 0) and/ or guaranteed certainty of post-contract ailment 

(𝑞 = 1), it won’t matter. (5) actually reveals only one part of dishonesty reflected in 

𝑠Δ(�̃� − 𝑍)𝜃(1 − 𝑞). 
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But it is possible as the treatment is completed without patient’s approval or her ability to 

look for alternative at that stage, the hospital may charge a price higher than above as the 

search option is simply not there anymore. Return to dishonesty is actually greater than the 

above quantity. Thus one can classify the strategies of the hospital in the following manner. 

(1) Misreport the extent of additional treatment and charge as much as possible once the 

treatment is done. Patient has no option. 

(2) Just misreport the possible treatment before actual treatment is done. In that case the 

expected cost to the patient will be given by (5). But the patient may try to cross-check 

the diagnosis in other hospitals. In fact the new regulatory act provides this 

opportunity to the patients. However, the patient may not be in a condition to search 

around but she has an option. 

If the patient searches with probability 𝛼 and if the dishonesty is revealed there will be actual 

costs imposed on the hospital to an extent 𝐹. Then the net pay-off from dishonesty will be 

given by  

        ΔΠ𝐷𝐻 = 𝑠Δ(�̃� − 𝑍)(1 − 𝑞)(1 − 𝛼) − 𝛼𝐹                                                                           (6) 

Thus         ΔΠ𝐷𝐻 ≤ 0 iff 𝑠Δ(�̃� − 𝑍)(1 − 𝑞) ≤
𝛼

1−𝛼
𝐹                                                                                  (7) 

Absent regulations 𝐹 = 0 and (7) does not hold. 

Let  �̅�Δ(�̃� − 𝑍) be the maximum price charged to a hostage patient. Then  

            C𝐷𝐻 = 𝑠𝑃𝑂(𝑍) + �̅�Δ(�̃� − 𝑍)(𝑞 + (1 − 𝑞)𝜃)                                                                       (8) 

            Π𝐷𝐻 = 𝑠𝑃𝑂(𝑍) + �̅�Δ(�̃� − 𝑍)    [where  𝜃 = 1]                                                                        (9) 

To attract patients with the package deal a dishonest hospital may actually ask for a package 

price 𝑃(𝑍) < 𝑠𝑃𝑂(𝑍) as long as  

       𝑃(𝑍) + �̅�Δ(�̃� − 𝑍) >  𝑠𝑃𝑂(𝑍) + 𝑠𝑞Δ(�̃� − 𝑍) > 𝑠𝑃𝑂(𝑍)                                                      (10) 

       [𝑠𝑃𝑂(𝑍) − 𝑃(𝑍)] < Δ(�̃� − 𝑍)[�̅� − 𝑠𝑞] 

The strategy is lower 𝑃(𝑍) relative to 𝑠𝑃𝑂(𝑍), attract patients now and to earn a premium 

Δ(�̃� − 𝑍)[�̅� − 𝑠𝑞] later when they are hostage.  
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Anecdotal evidence and recent report of the National Pharmaceutical Pricing Authority suggest 

that the hospitals charge huge premium on prices of medicines once the patients are admitted, 

relative to the MRP. This is also a classic hostage like situation that can be explained through 

the model. 
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Note that if the hospitals can not engage in further treatment without telling the patient and 

(7) holds, they can at most earn 𝑠𝑃𝑂(𝑍) + 𝑠𝑞Δ(�̃� − 𝑍) which is the same as is before. But 

currently asking for 𝑃(𝑍) < 𝑠𝑃𝑂(𝑍) may allure patients if they are unaware of the realisation 

of ′𝜃′. If the hospital cannot charge the combination (𝑃(𝑍), �̅�), it can at most charge 

𝑠𝑃𝑂(𝑍) + 𝑠𝑞Δ(�̃� − 𝑍). Thus package deal now will be less lucrative for dishonest hospitals. 

If they charge 𝑃(𝑍) and the regulation binds then they would get at most 𝑠𝑞Δ(�̃� − 𝑍) and 

they will lose as 𝑃(𝑍) <  𝑠𝑃𝑂(𝑍). 
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