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Induced Demand

Lather, rinse, repeat
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Introduction

• Two key concepts we’ve be stressing 
collide in this section
– The role of incentives
– Asymmetric information

• Lively topic of research

• Lots of suggestive but not definitive results
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• Idea:  when providers paid on a per unit 
basis, they have and incentive to order 
more procedures, whether needed or not
– Still the case in Medicare

• Problem:  patients in poor position to 
understand whether a procedure is 
needed, so they do not have the ability to 
monitor
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• Idea took root when people observed that 
areas with greater hospital beds had more 
higher hospitalization rates

• Why would many dismiss these results 
immediately as simply correlation and not 
causation? 

• Tests have become more sophisticated 
over time
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Plot:  Hospital Beds vs. Hospital Discharges, Health Reportng Region
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Some evidence against

• Dranove et al., looked at the induced 
demand for childbirth

• Compared frequency of childbirth with 
concentration of OB/GYNs

• Found that OG/GYNs ‘induced’ childbirth

• Tongue in cheek paper, but it drives the 
point home  

11 12



4

13 14

15 16



5

17

Some evidence against

• Dranove et al., looked at the induced 
demand for childbirth

• Compared frequency of childbirth with 
concentration of OB/GYNs

• Found that OG/GYNs ‘induced’ childbirth

• Tongue in cheek paper, but it drives the 
point home  

18

19 20

Hillman et al, 1990 (NEJM)

• Doctors can send patients to diagnostic 
clinics

• Sometimes, the clinics are owned by 
physicians, sometimes they are not

• These authors, compared rates that 
physicians referred patients to imaging 
centers based on certain conditions
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• Compared two groups
– Physicians that owned their own imaging 

centers
– Those that did not (had to refer to radiologist)

• Using the previous model, is this a change 
in m or a change in Q?
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Fraction of Visits With a Diagnostic Image
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Gruber-Owings

• Excellent example of empirical analysis of 
SID

• Different type of identification strategy

• Most papers rely on either
– Cross area variation in doctors
– Fee schedules that may induce demand
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• Exploits the fact that
– OB/GYNs paid more if deliver by c-section
– Between 1970-82, fertility declined 13.5%
– C-sections were at 5.5% in 1970, rose 240% 

over the next decade

• Question:  did doc’s respond to the income 
‘shock’ of reduced births by performing 
more c-sections
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• Some key facts
– Tremendous variation across areas in fertility 

rates.  Use this fact in model
– The time, physicians made $500 more 

delivering by c-section (1989$)
• C-section,  $2100
• Vaginal, $1600
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Results in Gruber

• Fall in fertility can explain 16% of the rise 
in c-sections over the 1970-1982 period


