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WHAT IS A CON LAW ?

A permission slip to compete
Not a quality gate

Designed to assess "need”

Unusual in a market economy
A barrier to entry that restricts supply

Anticompetitive
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A SHORT HISTORY OF CON LAWS

Ensure an adequate supply of HC
Ensure rural access to HC
Promote high quality HC

Promote charity care

Encourage hospital substitutes
Restrain the cost of care
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FLORIDA'S CON LAW

intermediate care facilities /
mental disabllities

burn care Nursing home beds

psychiatric services Substance/
NICLJ drug abuse

renhabilitation
hOSpice swing beds

acute hospital beds

organ transplants home health

open-neart surgery
cardiac catheterization

long-term acute care
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THE STATED GOALS OF CON LAWS

Ensure an adequate supply of HC
Ensure rural access to HC
Promote high quality HC

Promote charity care

Encourage hospital substitutes
Restrain the cost of care
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Limited supply of dialysis clinics (Ford and Kaserman, 1993)
Limited supply of hospice care (Carlson et al., 2010)

Fewer hospitals per capita (Stratmann and Russ, 2014)
Fewer hospital beds per capita (Stratmann and Russ, 2014)
Fewer hospitals with MRls (Stratmann and Russ, 2014)
Fewer CT, MRI, PET scans (Stratmann and Baker, 2017)

More out-of-county CT, MRI, PET scans (Stratmann and Baker, 2017)
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THE STATED GOALS OF CON LAWS

Ensure an adequate supply of HC
Ensure rural access to HC
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30% tewer rural hospitals (Stratmann and Koopman, 2016)
Less access to rural hospice (Carlson et al., 2010)

Longer travel distance to care (Cutler et al., 2010)

More out-of-county CT, MRI, PET scans (Stratmann and
Baker, 2017)
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THE STATED GOALS OF CON LAWS

Ensure an adequate supply of HC
Ensure rural access to HC
Promote high quality HC
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Mixed early research on particular conditions

No effect on all-cause mortality (Bailey, 2016)

Higher mortality rates following heart failure,
pneumonia, heart attacks (stratmann and Wille, 2016)

Higher rates of post-surgery complications
(Stratmann and Wille, 2016)

Lower levels of patient satisfaction (Stratmann and
Wille, 2016)



Estimated mortality rates
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Estimated readmission
rates In Florida
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THE STATED GOALS OF CON LAWS

Ensure an adequate supply of HC
Ensure rural access to HC
Promote high quality HC

Promote charity care
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No evidence of higher rates of charity care
(Stratmann and Russ, 2014)

Greater racial disparity in the provision of
services (Delia et al., 2009)
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Ensure an adequate supply of HC
Ensure rural access to HC
Promote high quality HC

Promote charity care

Encourage hospital substitutes
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ASC-specific CON states have 14% fewer ASCs per

capita (Stratmann and

ASC-specific CON states have 13% fewer rural ASCs

Koopman, 2016)

per capita (Stratmann and Koopman, 2016)

CON limits use of new

poroviders, but not existi

Baker, 2017)
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Ensure an adequate supply of HC
Ensure rural access to HC
Promote high quality HC

Promote charity care

Encourage hospital substitutes
Restrain the cost of care
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Do Certificate-of-Need Laws
Limit Spending?

Matthew D. Mitchell

September 2016
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Do Certificate-of-Need Laws
Limit Spending?

Matthew D. Mitchell

September 2016
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A review of 20 peer-reviewed
academic studies finds that CON
laws have worked largely as
economic theory predicts and
that they have failed to achieve
their stated goal of cost
reduction. The overwhelming
welght of evidence suggests that
CON laws are associated with
both higher per unit costs and
higher total expenditures.
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4 decades of research

20 studies
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THE REALITY OF CON LAWS
Restrain the cost of care”?

Access to Community-Based
Long-Term Care:

POLICY
Medicaid’s Role

Journal of Health Economics 7 (1988) 259-284. North-Holland

The Effects of CON
Repeal on Medicaid
Nursing Home and
Long-Term Care
Expenditures

David C. Grabowski
Robert L. Ohsfeldt
Michael A. Morrisey

The Effect of Certificate-of-Need Laws on Hospital Beds

NANCY A. MILLER, PhD and Healthcare Expenditures: An Empirical Analysis
University of Maryland Baltimore County
CHARLENE HARRINGTON, PhD
University of California, San Francisco
b Care Resoarch and R ELIZABETH GOLDSTEIN, PhD
70(2) 185-205 Health Care Financing Administration
©The Author(s) 2012
Reprints and permission: .
sagepub.comijourmalsPermisions.nav _— C ertificate-of-need programs attempt to curtail the COMSITUC: g n e

Fred J. Hellinger, PhD

COMPETITION AMONG HCSPITALS*

Monica NOETHER eregulation
Abt Associates, Cambridge, MA 02138-1168, USA .
— - - - - care Costs
Certificate-of-need (CON) and construction moratorium laws are used widely by states as
tial mechanism for constraining Medicaid nursing home expenditures. However,
James Bailey. “Can Health Spending Be Reined In through Supply Constraints? An Evaluation is only limited empirical work examining whether these policies are effective at
of Certificate-of-Need Laws.” Mercatus Working Paper, Mercatus Center at George Mason ing Medicaid spending. Using aggregate state-level data from 1981 through 1998,
iversity, Arlington, VA, July 2016. dy found that states that repealed their CON and moratorium laws had no
ant growth in either nursing home or long-term care Medicaid expenditures. In the
of declining occupancy rates within the nursing home market, this study provides |
Abstract evidence that states have little to fear in terms of increased expenditures with the g Ku-Goto
of CON and moratorium laws.

DOL 10.1177/10775587 12459681 tion of unnecessary healthcare facilities and to limit the of-need legisistior or. hospital bed supply and
acquisition of costly equipment that provides little benefit S T
by g hosmitals and aches Eealthe e Study Dasign: This study uses state dato on
 compelling hospitals and other healthcare entitics t0 acqUITE PFIOT  Sovars vorsias,inclocing nesknesre expan
approval from a governmental entity.* Indeed, ts to control the tures, hospital bed supply, and the existence of &
growth of healthcare facilities and acquisition of expensive equipment e S
have been ongoing for more than 60 years.! o catimate 2 mmstivaiats regrossion
"The 1946 federal Hill-Buron progam provided funds for new hospi-  equations.Inthe st cquaton,hosptl bed
tal construction contingent on the adoption of a state health plan thar Seppl) St teoendent werieute; snd cr oar Journal of Economics; 3:137-154 (1991)
of nead Is incluged ss on indepsndent varisbi. In
detailed the process by which proposed projects would be cvaluated.  the second equation, healthcere expenditures is ©1991 Kluwer A« Publishers
The Hill-Burton program encouraged local planning to ficilitate the i I:ﬂ:"';:ﬁ'
recognition and classification of local needs.

State and ocal Comprehengive Heslth Planning agehcies (o-called  Result:Certfcsteatnoed lows have reduced he
) : narmber of hospital eds by sboat 10% o
EFFECTS OF REGULATION ON H( Awd I\agcnucs) were created by the 1966 amendments to the'Public  foducad healtheors expondiures by olmost 2%
COSTS AND INPUT USE Health Servi . These agencies were obligated to produce 4 state C;mﬁcn:o';n::d nme'n:gdid not have a direct
pla for heleheae facltis growh, b <hey were given o situgery SN on eshcor xpendres. . .
s o mplencos et e andre bl of mandaing Cosevircotensrornatee Hospital Regulation and Its Effects on
FRANK A. SLOAN and BRUCE STEINWALD  the submital of capiral [§éts Conscquently, their cffcctiveness was  beds, and this has led 1 a sight reducion i the . ~ : :
Vanderbilt University lisised. Nevercheless, maay Bldc Crod plats refuscd to rejmbuse for " IPRGRIIIE, Sp“al and Non hospltal Expendltures
the'interest and depreciation expénsed ssoeiated with unapproved capi- '

e e Objective: The authors explore state variation in expenditures for Medicaid community-
based care services for the period 1990 to 1997. Method: A random effects panel
model is used to explore the relationship between state demographic, supply, eco-
nomic, programmatic, and political factors and states’ Medicaid community-based

i esults: Although states increased provision of services over the
study period, significant state-level variation was evident. Expenditures were posi-
tively associated with state per capita income, regulation of nursing home bed supply,
and the number of Medicarc
home bed supply. Conclus
strated preferences of most |
cies to foster the expansion
relationships that are amen;
and long-term care supply 1

e Cardiac Care mecsgepubcom
®SAGE

For 50 years, US policymakers and economists have searched for ways to slow the growth of
spending on health care. One approach currently taken by 35 states is to restrict the supply of
health care by requiring new and growing providers to show that they serve an “economic need
: L Hospitals and certain other health providers must obtain a certificate of need (CON) from a state
Hospital competition is .14 before opening or expanding. | show that in a simple model where CON restricts supply,
Other mdnstnu where pric the effect of CON on spending depends on the price elasticity of market demand for health care.
b‘h“‘"o' Various charact CON will work to restrain spending when demand 1s elastic; however, most estimates show the
incentives and M“ ©  demand for health care to be quite inelastic. | therefore predict that CON will increase prices for
Hospital competition ma ey care without much reducing its use, leading to an increase in spending. Using data from

ely known that certificate of need (CON)  This paper fills this void in three ways. First, it
have been incffective in controlling  empirically examines the effect of nursing home . . "
Couts (Lanning, Monrisey, and Ohsfeld:  CON and consirucsion moratoria on Medicaid | SUggests that Certificate of Need (CON) regulations for cardiac care
Conover and Sloan 1998). However, many  nursing home expenditures over the 1981 to in improving quality, but less is known about the effect of CON on
gued that such programs have limited the 1998 period. During these years, 16 states re- ‘e analyzed Medicare data for 1991-2002 to test whether states that
of the nursing home industry, and thereby  pealed their CON nursing home laws for some experienced changes in costs or reimbursements for coronary artery
state Medicaid expenditures. Feder and ABG) surgery or percutaneous coronary interventions.We found that

C . (1980) were among the first to make this d CON i d | i for CABG b
the National Health Expenditure Accounts, [ estimate that CON laws do not reduce spending by v & ict “ON Vi i i i gPpe experlencac Jower costs per patient for e noe
*This paper was for the most P pending by “They argued that CON restrictions were  CON programs without imposing & MOraorium. U/, "corohar incervention, Average Medicare reimbursement was lower

Trade Commision. I rebecs any major payer or for any major type of provider and that they increase spending on some types y less visible than low Medicaid nursing  Second, it examines the effects of CON programs ) . .
of health care. ¥ . y or moratoria on Medicaid long-term care expen- dures in states that dropped CON. The cost savings from removing

. As a result, CON could be an effective  diture may be effective in limiting nursing ~~ ns slightly exceed the total fixed costs of new CABG facilities that
ot‘cnnuining Medicaid long-term care ex-  home expenditures, but also may lead to greater deregulation. Assuming continued cost savings past 2002, the savings
. Over the years, many Medicaid com-  use of home health care services by people eligi- ing CABG surgery outweigh the fixed costs of new entry. Thus, CON

ble for Medicaid. Indeed, it has been argued that CABG may not be justified in terms of either improving quality or

son 1998). Surpnsmgl\' there has been  such substitution is a goal of some nursing home
pirical work that directly supports or re-  CON programs (Harrington 1994). The study
view. estimates the effects on combined Medicaid

The Medicaid progran

ing long-term care for tal projects.
& long-term care for) I INTRODUCTION The Meditire program Walenabted inf1966 and adoptéd a cost-based

I reimbursement rethod for short-term hospital services. Following the
N the first half of this century, most regulations affecti . e\cicare, arge increases in hospial and healtheare costs

designed to promote quality assurance through accreditatic crcaccdan intenseinserest amfong third parcy payers, lawmakers, and the
facilities and personnel. Then health planning, initially on  public is'the size and expense of shortsterm hospicdls”
and subsequently made compulsory, arose from a dual co In 1967, New York became the-first'stafe t0"enact a cerificate-
ing access to health services and for correcting alleged m  need program. Shoetly thereafter, Rhode Island, Maryland, and Califor-
health care marketplace. During the past decade, the g ", passed centifgaegfperd lepiarignd L <
. on 1122 of the 1972 amendrments to the Public Health Service

expenditures has led to more targeted efforts to regulate | 54 incarmamted cantrols o capital expandion by heiltheare faciliics
cost increases. At present, hospitals in the United States through the withholding of Medicare and Medicaid funds for the interest g regulation conclude that mature have been effective in
wide variety, and still growing number, of controls deve  and depreciation expenses associated with unapproved projects. States H«r«wor if rate regulation is influenced by higher hospital expen-
'state, flnd local governmental agencies and by some priy,  Were allowed to designate cither ‘;‘;fua‘:r‘;:‘:f:: ‘;hl:";:‘i:::i‘!;: » x‘mmfm“&‘m
including Blue Cro§. Siiiis need for new capital expenditures. pital exponditures on the docision 1 regulate from the effects of
- y The case for hospital regulation is buttressed by a genel n 'ka' article The National Health Planning and simultancous-equation results indicate that mature rate setting is
correspondence . A Hea 3. University the hospital market is far from the competitive ideal.! Resources Development Act of 1974 e dictomer alth care expendituros, including hospital and non-hospital expends-
at Birmingham, RPHB hon 52 . hospitals are nonprofit and therefore may not be as subje( " Flie and Por required states to enact certificate-of-
efficient production as are profit-maximizing firms in comp
Overinsurance also undermines incentives to implement c(
vations and has probably led to overuse of hospital services
are local monopolists and perhaps monopsonists as well. Other structural
characteristics of the industry, including medical-staffing privileges, severely
limit patient and physician choice of hospital. Finally, given the “merit
want” aspect of health and hospital care, society may not be satisfied with a
market solution, even if the above impediments were not important.

Regulation offers the appeal of directly attacking the problems that cause
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and political pressure 1o limit their spending on Medicaid

ina haalth nams cnct incrsacae fnr nrivats haalth
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AND THE RISING COST (

_.fsing homes and home health 2 .

Frank A. Sloan
mﬂuenced by several Medlcare and Medicaid policy change
of prospective payment for Medicare-paid postacute care 1 Ger uction sections cover .
! e ca neral discussions of these issues include Stuart H. Altman & Sanford L. Weiner, Regula- cludes pre-
Cerm home and communitybased care reforms. This ricle  ion Bk e s el S Amen & S Wener Rt L connns oo Does certificate of need really contain
. y . S and 1978, expen.
growth in these sectors was affected by state certificate-of-1 (Warren Greenberg ed. 1978); Alain C. Enthoven, Consumer-Choice Health Plan (pts. 1 & 2), j 196 latory program . . .
; L N 298 New England J. Medicine 650, 709 (1978); Clark C. Havighurst, Controlling Health Care Bsion and per adjusted o lat ta l ai
This article uses data envelopment analysis and multiple regression analy: ~ We'® designed to limit the grf;wth of prc?wders and have | Costs: Strengthening the Private Sector’s Hand, 1 J. Health Politics, Policy, & Law 471 (1977); hospitals grew at an- ¢ I M hospl costs 1n the Unit: States? ; ‘
Abstract ine empirically the impact of various market-structure elements on the te seven:l dlecades. Cq(";P(a:f(;z vlmh states favsllthofut CON Ia:/s ;lglulr)l;r:;:. as:llk:;:z Competition among Hospitals, in Competition in the Health Care ‘md":‘;‘h‘c"l‘r:"“__:':“ ues for private fency for 331 U.S ‘h‘"‘"‘""lr:"""" "‘m'h“ paper. :‘"h" void in :“ "‘"‘I’"“l
Certificate-of-need (CON) regulations can promote hospital efficiency by reducing ciency of the hospital services industry in various metropolitan areas of ~ SPeNding in states wi WS A RO ROK ININERE 2 See, for &x i . lon community hospital 1413 comstitutes : i S i investigating vanations in allocative inefliciency In the short-term hospital in-
- _ s : See, for example, Martin S. Feldstein, The Welfare Loss from Excess Health I 81 oo y hospital o\ accounted Patrick A Rivers:, Myron D Fottler and Mustafa Zeedan Younis f alloca . . "
duplication of services; however, there are practical and theoretical reasons why States. Market-structure elements include the degree of rivalry among hosp ~ for home health care. In particular, we observed the slowe: J. Pol. Econ. 251 (1973). T dramatic, 877 A community hor - T 'h:h’ "gm""g‘:h:j:‘l:: " d‘"" “"m'"? [";‘," Fakin and Kniesner
they might be ineffective, and the empirical evidence ====~==*~ kas bonn —ivad This of HMO activity, and health insurer concentration. The DEA results shoy ~ based care in states with CON for both the nursing home ani qualitative changes in (GECCTY O C ‘“:x:::x; p:‘ 1;‘ < ':rm kwnclbhu :l':n;:r:a:: :—.:1 m:mu‘e[l:iu Soecieat
study compares the cost-inefficiency of urban, acu ::;'I“’I’n“jf;;‘:::‘: Sci (2010) 13:84-100 hospital services industry experienced 11 percent inefficiency in 1999. Moi  Thus, controlling for other factors, public postacute and long : l::r"’l :il ate¢ e pouivis mcml";’ ol m“‘mmm‘)ﬂ
CON regulations against those in states without tiple regression analysis indicates the level of technical efficiency varied dit I CON states have become dominated by nursing homes. ok, examines the Impact of Certficate of Nea R o COMMRMIST have boen favored by o Bet Abstract bst.minimizing. A hospital may choose a non-cost-minimizing set of inputs if it
frontier analysis was performed on pooled time-st metropolitan hospital services industries in response to greater HMO activ 7 dua o bl scurces wer ueed o governments over market-oriented approaches dow prices of inputs as being different from the actual prices. A shadow price is
1552 hospitals in 37 states for the period 2005 to 2 vflfcl health MS:m‘mlnr:gm"on in tk’e ;}m The ;mquils‘ﬁflgesesls  Keywords e et iemal perception of the unit cost of an input. This perception may differ from the
in hospital product mix, quality, and patient burde . . rivalry among hospitals had no marginal effect on technical efficiency at o e ave of need, price if, for example, the input enters directly into the hospital’s objective function
. P 'P q =h P 1 The impact of CON regulation o level. Evidence also implies that the presence of a stafe Certificate of Need | " TATE REGULATION AND HOSPITAL COSTS two major forms of hospital regulation: controls compasses col

cost-inefficiency was less in CON states (8.10%) th: P P care spending Vo pia reg -

This study’s objective is 10 gauge impacts of  Regulation o
is assumed to minimize shadow cost by equating the marginal rate of technical sub-
. sociated wil e of i i i e typil el i : . . on expansion of facilities and services and on expansion, gr¢ . ) ) ) 5 ) ) X
Results suggest that CON regulation may be an €  Gary . Ferrier - Hervé Leleu - Vivian G. Valdmanis “f’of“f”;d _"r’”h a greater degree of inefficiency in the typical metropolitan | John J. Antel, Robert L. Ohsfeldt, and Edmund R. Becker Ulowanle revemscncosts. To anslyre repulatory facd cquipme the ratio of input shadow prices. Thus, it is the shadow cost function that is dual to
era of a new medical arms race. However, broader ices inaustry.

ditional states. In this study, we review the questions that have bee|  ausior s provisional findings, upon further consideration and revision, 0 be republished in an
effectiveness of CON controls and then we develop quantitative es  ecademic journal. The opinions cxpressed in Mercatus Working Papers are the authors” and do not represent
pact of CON on investment. These estimates show that CON did m official pasitions of the Mercatus Center or Gearge Mason

dollar volume of investment but altered its composition, retarding

supplies but increasing investment in new services and equipment.

this finding may be due to (1) the emphasis in CON laws and programs on con-
trolling bed supplies and (2) a substitution of new services and equipment for ad-
ditional beds in response to financial factors and organizational pressures for ex-
pansion. Finally, we caution against the conclusion that CON controls should be
broadened and tightened, though our results might be so interpreted, because of the
practical difficulties involved in reviewing and certifying large numbers of small in-
vestment projects.

offered numerous theoretical models of hospital behavior that suggest ineffi
ovision of hospital services.' Explanations of inefficiency are tied to the organi

ion of the industry, principal-agent problems, and the dominance of third-party
Eakin and Kniesner (3] use a non-minimum cost function to obtain estimates of

Objective This study examines the impact of certificate of need (CON)
Facilities and { regulation on hospital costs.
Design A modified structure-conduct-performance paradigm was
applied to a national sample of US hospitals in order to investigate the
impact of CON regulation on hospital costs.
Methods Secondary data for 1957 US acute care hospitals in 301 stand-

Introduction

In the wake of rapid post-Medicare cost inflation, investment con-
trols have emerged as important regulatory mechanisms for

. . . . . ng technology
oderating the rise in health services expenditures. These controls .

spital is modelled as a multiproduct firm. A modified translog cost function is used to

effects, behavioral reduced form cost and profit  vices (such as |

This article, submitted ¢ Absinci—The effects of vasious reg o hospital costs  Jaga set permits a more complete analysis of the equations are specified and estimated. These are for such regula

/X\

take two forms: (1) legal prohibitions of unnecessary capital in-
vestment, and (2) financial controls, whereby a health care in-
stitution’s eligibility to receive capital or operating funds relating to
an investment project is dependent upon the approval of designated
planning agencies. Presently, both types are widespread. Legal
prohibitions are in effect through certificate-of-need (CON) laws in
twenty-four states, and similar legislation has been proposed in
seven other states (Lewin and Associates, Inc., 1974). Moreover,
with the passage of P.L. 93-641, the National Health Planning and
Resources Development Act of 1974, CON was slated for adoption
by all participating states.

Several types of financial controls have been applied. Under

MMFQ / Healthand Society / Spring 1976 185

MERCATUS CENTER

George Mason University

regulation on efficiency, quality, access, prices, and

policy recommendation can be made. Keywords: technical efficiency; hospital services; data envelopmm

Keywords
certificate-of-need, efficiency, hospitals, stochastic f1 ¢ Gringer Scicnce - Business Medis, LL

Abstract In this paper we propose an empirically imple-
mentable measure of aggregate-level efficiency along the

Received: 22 August 2008 Aceepie: 12 May 2009 ublined onine: 11021t care spending as a percentage of GDP has begun to ris
009 in the United States, spurting upward from 13.3 percent in 200(
cent in 2003 (Smith et al. 2005). A large part of the growth s

lines of Debreu’s (1951) coefficient of resource utilization | gy gicof Care Reseurch and Review, Vol. 63 No. 4, (August 2006) 499-524

This article, submitted to Medicol Care Research and Review on Ap  Put restricted to the production side. The efficiency measure 1y 30 4911 077568706288842

for publication on December 5, 2013. is based on directional distance functions, which allows the | ¢, 3306 6, 06 ublications
overall measure of efficiency to be decomposed into

measures of technical and “structural” efficiency. The latter
measure, which captures inefficiencies associated with the
onganization of production within an indus: further
decomposed into measures of scale and mix efficiency. The
measures developed in the paper are illustrated using U.S.  WiUHn 1he TATKEL (UHE STALE 1 (RIS Case) 16 A1S0 &n TmpOrtant
hospital data. The illustration sheds light on the efficacy of  criteria insuring Pareto optimality in reform. Not only are
certificate of need (CON) regulations. costs relevant, but so is the state wide availability of
mz the proper allocation of resources is
distribution of resources through-
ile health insurance is the dominant issue
in health care reform, it is a premise based on market based
approaches. We take a slightly different tact and assess the
1 Introduction efficiency of resource utilization within each state via
regulation. The direct relationship between regulation, in
th care reform has long been 2 political issue in the  this case centificate of need (CON] and the state-level
ited States. The last federal push for comprehensive  aggregation of hospital produc but the secondary
implication is that for any state based reform to be
_ Successful, cfficient operation is a necessary condition.
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Onver the last two decades state and federal
governments have adopted hospital rate regula-
tions, restricted investment in beds and equip-
ment, and limited medical procedures. Past em-
pircal studies generally conclude that only rate
regulation controls costs.! This paper analyzes
the hospital regulation experience of the last
the need for new € yuenry years, and also responds to recent litera-
tal expenditure is de e reviews which suggest two serious problems
under generally aco  with past studics.”
is not properly cb First, it has been suggested that omitted vari-
expense and that ables which both affect state-level hospital costs
changes the bed ca  and influence the states’ regulatory decisions may
changes the service previous estimates of regulatory cost control,
Under Section 11 Mueh hospital regulation has been at the discre-
N tion of the states. The incentive for higher cost
the designated sttt gates 1o regulate, for example, suggests correla-
hospital constructiot  tion of regulation variables with omitted state-
the use of internal fi  specific cost variables. te-level fixed effects
hospital to finance | timators alleviate the resulting omitted variable
. as.
has stated: Second, the possible interaction of regulations
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last twenty years' diverse set of regulations, and

ates estimation of regulation inte
tions or complementarities. Although many states
adopted multiple regulations, it is unknown
whether regulations acting in concert are more
effective than regulations acting alone.” The
analysis of regulatory interactions may be crucial
to policy design: if single regulation schemes fail
1o control costs, then the feasibility of more com-
plex multifaceted regulatory schemes is of vital
concern.

Econometric Model
I General Model Specification

Hospitals are complex producers who operate
in a complicated regulatory environment, Various
other studies have theoretically modeled the
complex hospital industry (4 Newhouse, 1970;
Morriscy et al,, 1984; Pauly and Redisch, 1973). A
complete theoretical model would account for the
non-price or “quality” aspects of hospital pmduc-

on, mogmn |h|. ociated

ence of lhird party payers (1l\sur.\rwc) on con-
sumption. Technical change is also possibly an
important factor. The hospital regulatory en
ronment is also complicated by the fact that hos-
pitals are often subject to numerous regulatory
al cost implications
of multiple regulatory constraints are generally
ambiguous, the evaluation of hospital regulatory
programs remains very much an empirical matter.
The empirical model regresses the log of state-
Tevel hospital costs on regulatory variables, hospi-
tal output demand and input price measures (X)),
a log time trend (1), and state-level fived effects
).
In COST,, = B,PRATE,, + B,CON,
+ B,S1122,, + B, PSROM,
+ B,PPSM,, + B,ESP,
+ B X + By In(1) +f, + ¢,.

* Shoan et al. (1985) along with Coelen et al. (1986) lachaded
y & limited nussber of Beeractions.
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. Caleusted rom data provided in American Hospial As-
sociation (1979). The adpustments. developed by the AHA
Convert outpaticnt \isits into inpaticnt.day equivalents Noa
ral, short-stay (mean length of stay less than 30 days)
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in costs following removal of CON regulations. Mature CON pro
in a slight (2 percent) reduction in bed supply but higher costs perd
sion, along with higher hospital profits. CON regulations generally |
effect on diffusion of various hospital-based technologies. It is doubt
ulations have had much effect on quality of care, positive or negative
may have improved access, but there is little empirical evidence to (

For more than two decades, health care cost containmi
the forefront of the health policy agenda. However, the a
to achieve cost containment have changed. One of th
adopted by states (and that for a time was required by tegera

was certificate-of-need laws (CON). Such laws, which focused on hospl-
tals and nursing homes, were adopted to curb needless duplication of ser-

ard metropolitan statistical areas (SMSAs) from the American Hospital
Association’s Annual Survey of Hospitals in 1991 were used. The depend-
ent variable was hospital costs per adjusted admission in 1991. Predictor
variables were the existence of a CON law in each hospital’s state and the
dollar limit (if any) required for CON approval. Control variables were
environmental, market, and institutional characteristics. Associations
between predictor and dependent variables were investigated using
multiple regression analyses.

Results The results indicate that CON laws had a positive, statistically
significant relationship to hospital costs per adjusted admission.
Conclusion These findings suggest not only that CON do not really
contain hospital costs, but may actually increase them by reducing com-
petition. Implications for public policy are discussed.

Key words: certificate of need, costs per adjusted admission, hospital costs, hospital
markets
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lem of observed cost and share equations which is estimated via seemingly unrelated
gressions. Empirical results indicate that overcapitalization and underemployment of
crease short-term hospital costs by about 5 percent. Hospital care expenditures are
rcent of the gross national product, which is almost three times the percentage in

, 5 percent represents a large amount in actual dollars. Further investigation identi-

size, market share, regulations and geographic region as the hospital characteristics
measure of allocative inefficiency.

per is organized as follows. In section 11, I develop the empirical model based on
um cost function. The traditional minimum cost function is a special case and thus

Griffin, Thomas Kniesaer, Knox Lovell and  referee have made helpful comments.
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1. Introduction

Hospital competition is generally perceived to differ from that observed in
other industries where price competition and profit maximization govern firm
behavior. Various characteristics of the hocpilll industry may alter normal
incentives and reduce constraints on the prices hospitals may charge.
Hospita! competition may instead focus on quahly' in order to attract

*This paper was for the most part
Trade Commission. It
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other situations where quality competition has been important such as the regulated airline

industry, the increased services offered, while not welfare maximizing in a first-best sense, M
provided some utility to consumers. This may not be the case for some hospital

only physicians and/or hospital administrators may benefit.

0167-6296/88/53.50 © 1988, Elsevier Science Publishers B.V. (North-Holland)

James Bailey. “Can Health Spending Be Reined In through Supply Constraints? An Evaluation
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Abstract

For 50 years, US policymakers and economists have searched for ways to slow the growth of
spending on health care. One approach currently taken by 35 states is to restrict the supply of
health care by requiring new and growing providers to show that they serve an *
Hospitals and certain other health providers must obtain a certificate of need (CON) from a state
board before opening or expanding. | show that in a simple model where CON restricts supply,
the effect of CON on spmding depends on the price elasticity of market demand for health care.
CON will work to restrain spending when demand 1s elastic; however, most estimates show the
demand for health care to be quite inelastic. | therefore predict that CON will increase prices for
health care without much reducing its use, leading to an increase in spending. Using data from
the National Health Expenditure Accounts, [ estimate that CON laws do not reduce spending by
any major payer or for any major type of provider and that they increase spending on some types
of health care.
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Expenditures

Certificate-of-need (CON) and construction moratorium laws are used widely by states as
a potential mechanism for constraining Medicaid nursing home expenditures. However,
there is only limited empirical work examining whether these policies are effective at
lowering Medicaid spending. Using aggregate state-level data from 1981 through 1998,
this study found that states that repealed their CON and moratorium laws had no
significant growth in either nursing home or long-term care Medicaid expenditures. In the
context of declining occupancy rates within the nursing home market, this study provides
strong evidence that states have little to fear in terms of increased expenditures with the

repeal of CON and moratorium laws.

It is widely known that certificate of need (CON)
programs have been incffective in controlling
hospital costs (Lanning, Morrisey, and Ohsfeldt
1991; Conover and Sloan 1998). However, many
have argucd that such programs have limited the
growth of the nursing home industry, and thereby
limited state Medicaid expenditures. Feder and
Scanlon (1980) were among the first to make this
point. They argued that CON restrictions were
politically less visible than low Medicaid nursing
home payment rates or restrictive eligibility con-
ditions. As a result, CON could be an effective
means of containing Medicaid long-term care ex-
penditures. Over the years, many Medicaid com-
missioners have agreed (Wiener, Stevenson, and
Goldenson 1998). Surprisingly, there has been
little empirical work that directly supports or re-
futes this vie

‘This paper fills this void in three ways. First, it
empirically examines the effect of nursing home
CON and construction moratoria on Medicaid
nursing home expenditures over the 1981 to
1998 period. During these years, 16 states re-
pealed their CON nursing home laws for some
period of time, 25 imposed moratoria on new
nursing homes, and 10 states repealed their
CON programs without imposing a moratorium,
Second, it examines the effects of CON programs
or moratoria on Medicaid long-term care expen-
ditures. CON may be effective in limiting nursing
home expenditures, but also may lead to greater
use of home health care services by people eligi-
ble for Medicaid. Indeed, it has been argued that
such substitution is a goal of some nursing home
CON progrems (Harrington 1994). The study
estimates the effects on combined Medicaid
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Abstract

Past literature suggests that Certificate of Need (CON) regulations for cardiac care
were ineffective in improving quality, but less is known about the effect of CON on
patient costs.We analyzed Medicare data for 1991-2002 to test whether states that
dropped CON experienced changes in costs or reimbursements for coronary artery
bypass graft (CABG) surgery or percutaneous coronary interventions.We found that
states that dropped CON experienced lower costs per patient for CABG but not
for percutaneous coronary intervention.Average Medicare reimbursement was lower
for both procedures in states that dropped CON. The cost savings from removing
CON regulations slightly exceed the total fixed costs of new CABG facilities that
entered after deregulation. Assuming continued cost savings past 2002, the savings
from deregulating CABG surgery outweigh the fixed costs of new entry. Thus, CON
regulations for CABG may not be justified in terms of either improving quality or
controlling cost growth.

Keywords
Certificate of Need, (CON) coronary artery bypass graft (CABG), percutaneous
coronary intervention (PCl), panel data methods
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For 50 years, US policymakers and economists have searched for ways to slow the growth of
spending on health care. One approach currently taken by 35 states is to restrict the supply of
health care by requiring new and growing providers to show that they serve an “economic need
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& long-term care for) I INTRODUCTION The Meditire program Walenabted inf1966 and adoptéd a cost-based

I reimbursement rethod for short-term hospital services. Following the
N the first half of this century, most regulations affecti . e\cicare, arge increases in hospial and healtheare costs

designed to promote quality assurance through accreditatic crcaccdan intenseinserest amfong third parcy payers, lawmakers, and the
facilities and personnel. Then health planning, initially on  public is'the size and expense of shortsterm hospicdls”
and subsequently made compulsory, arose from a dual co In 1967, New York became the-first'stafe t0"enact a cerificate-
ing access to health services and for correcting alleged m  need program. Shoetly thereafter, Rhode Island, Maryland, and Califor-
health care marketplace. During the past decade, the g ", passed centifgaegfperd lepiarignd L <
. on 1122 of the 1972 amendrments to the Public Health Service

expenditures has led to more targeted efforts to regulate | 54 incarmamted cantrols o capital expandion by heiltheare faciliics
cost increases. At present, hospitals in the United States through the withholding of Medicare and Medicaid funds for the interest g regulation conclude that mature have been effective in
wide variety, and still growing number, of controls deve  and depreciation expenses associated with unapproved projects. States H«r«wor if rate regulation is influenced by higher hospital expen-
'state, flnd local governmental agencies and by some priy,  Were allowed to designate cither ‘;‘;fua‘:r‘;:‘:f:: ‘;hl:";:‘i:::i‘!;: » x‘mmfm“&‘m
including Blue Cro§. Siiiis need for new capital expenditures. pital exponditures on the docision 1 regulate from the effects of
- y The case for hospital regulation is buttressed by a genel n 'ka' article The National Health Planning and simultancous-equation results indicate that mature rate setting is
correspondence . A Hea 3. University the hospital market is far from the competitive ideal.! Resources Development Act of 1974 e dictomer alth care expendituros, including hospital and non-hospital expends-
at Birmingham, RPHB hon 52 . hospitals are nonprofit and therefore may not be as subje( " Flie and Por required states to enact certificate-of-
efficient production as are profit-maximizing firms in comp
Overinsurance also undermines incentives to implement c(
vations and has probably led to overuse of hospital services
are local monopolists and perhaps monopsonists as well. Other structural
characteristics of the industry, including medical-staffing privileges, severely
limit patient and physician choice of hospital. Finally, given the “merit
want” aspect of health and hospital care, society may not be satisfied with a
market solution, even if the above impediments were not important.
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JOYCE A. LANNING

MICHAEL A. MORRISEY

ROBERT L. OHSFELDT

University of Alabama at Birmingham

Pickwick Place, Room 118, UAB Station, Birmingham, AL 35294

AUTHORS® NOTE: An ea
the 6th National Disability Stat
Policy Analysis and Managem

JEL codes: 111, 118, H7S

Keywords: healthcare spending, certificate of need, healthcare supply, regulation JOURNAL OF AGING AND HE|
growth. © 2002 Sage Publications

Author Affiliation and Contact Information

The Impact of
Certificate-of Nee
on Hospital Invest

James Bailey . . X Need, (CON) coronary artery bypass graft (CABG), percutaneous
Assistant Professor, Department of Economics and Finance i ntion (PCI), panel data methods
Heider College of Business '
Creighton University
only p\y-:-s for hospital JamesBailey@creighton.edu
0167-6296/88/53.50 © I Else d to Medical Care Research and Review on June 29,201 |, was revised and accepted for
o1 Acknowledgments i 05146157 S s e : Pl Inc. 7.2012. ! e mar Galarraga',

v e v
DAVIDS. SALKE id C. Grabowski®

THOMAS W. BICE ‘Thanks to Eleanor Lewin; Michacl Kotrous; Anna Chorniy; Mohamad Elbarasse; Matt Mitchell; louston, TX, USA
m Hamami; participants in the Creighton Business, Economic Environment, and Policy A Medicine, Houston, TX, USA
Seminar and the Association of Private Enterprise Education 2016 meetings; and several mer.sagesub.com
anonymous reviewers for helpful comments ®SAGE Corresponding Author:
| g Vivan Ho, PhD, Rice University, Baker Institute for Public Policy-MS 40, 6100 Main St., Houszon,
Certificate-of-Need (CON) controls over hospital investment have TX 77005, USA.
number of states in recent years and the National Health Plannii Email: vho@rice.edu

. ¥ Al studies in the Mercatus Working Paper series have followed a rigorous process of academic evaluation,
Development Act of 1974 provides strong incentives for adoptio ¢ o o 0 e woted) at least one double-blind peer review. Working Papers present an .
Rexford E. Santerre
University of Connecticut

and political pressure 1o limit their spending on Medicaid

ina haalth nams cnct incrsacae fnr nrivats haalth

Novemser 1981 Numser 4

AND THE RISING COST (

_.fsing homes and home health 2 .

Frank A. Sloan
mﬂuenced by several Medlcare and Medicaid policy change
of prospective payment for Medicare-paid postacute care 1 Ger uction sections cover .
! e ca neral discussions of these issues include Stuart H. Altman & Sanford L. Weiner, Regula- cludes pre-
Cerm home and communitybased care reforms. This ricle  ion Bk e s el S Amen & S Wener Rt L connns oo Does certificate of need really contain
. y . S and 1978, expen.
growth in these sectors was affected by state certificate-of-1 (Warren Greenberg ed. 1978); Alain C. Enthoven, Consumer-Choice Health Plan (pts. 1 & 2), j 196 latory program . . .
; L N 298 New England J. Medicine 650, 709 (1978); Clark C. Havighurst, Controlling Health Care Bsion and per adjusted o lat ta l ai
This article uses data envelopment analysis and multiple regression analy: ~ We'® designed to limit the grf;wth of prc?wders and have | Costs: Strengthening the Private Sector’s Hand, 1 J. Health Politics, Policy, & Law 471 (1977); hospitals grew at an- ¢ I M hospl costs 1n the Unit: States? ; ‘
Abstract ine empirically the impact of various market-structure elements on the te seven:l dlecades. Cq(";P(a:f(;z vlmh states favsllthofut CON Ia:/s ;lglulr)l;r:;:. as:llk:;:z Competition among Hospitals, in Competition in the Health Care ‘md":‘;‘h‘c"l‘r:"“__:':“ ues for private fency for 331 U.S ‘h‘"‘"‘""lr:"""" "‘m'h“ paper. :‘"h" void in :“ "‘"‘I’"“l
Certificate-of-need (CON) regulations can promote hospital efficiency by reducing ciency of the hospital services industry in various metropolitan areas of ~ SPeNding in states wi WS A RO ROK ININERE 2 See, for &x i . lon community hospital 1413 comstitutes : i S i investigating vanations in allocative inefliciency In the short-term hospital in-
- _ s : See, for example, Martin S. Feldstein, The Welfare Loss from Excess Health I 81 oo y hospital o\ accounted Patrick A Rivers:, Myron D Fottler and Mustafa Zeedan Younis f alloca . . "
duplication of services; however, there are practical and theoretical reasons why States. Market-structure elements include the degree of rivalry among hosp ~ for home health care. In particular, we observed the slowe: J. Pol. Econ. 251 (1973). T dramatic, 877 A community hor - T 'h:h’ "gm""g‘:h:j:‘l:: " d‘"" “"m'"? [";‘," Fakin and Kniesner
they might be ineffective, and the empirical evidence ====~==*~ kas bonn —ivad This of HMO activity, and health insurer concentration. The DEA results shoy ~ based care in states with CON for both the nursing home ani qualitative changes in (GECCTY O C ‘“:x:::x; p:‘ 1;‘ < ':rm kwnclbhu :l':n;:r:a:: :—.:1 m:mu‘e[l:iu Soecieat
study compares the cost-inefficiency of urban, acu ::;'I“’I’n“jf;;‘:::‘: Sci (2010) 13:84-100 hospital services industry experienced 11 percent inefficiency in 1999. Moi  Thus, controlling for other factors, public postacute and long : l::r"’l :il ate¢ e pouivis mcml";’ ol m“‘mmm‘)ﬂ
CON regulations against those in states without tiple regression analysis indicates the level of technical efficiency varied dit I CON states have become dominated by nursing homes. ok, examines the Impact of Certficate of Nea R o COMMRMIST have boen favored by o Bet Abstract bst.minimizing. A hospital may choose a non-cost-minimizing set of inputs if it
frontier analysis was performed on pooled time-st metropolitan hospital services industries in response to greater HMO activ 7 dua o bl scurces wer ueed o governments over market-oriented approaches dow prices of inputs as being different from the actual prices. A shadow price is
1552 hospitals in 37 states for the period 2005 to 2 vflfcl health MS:m‘mlnr:gm"on in tk’e ;}m The ;mquils‘ﬁflgesesls  Keywords e et iemal perception of the unit cost of an input. This perception may differ from the
in hospital product mix, quality, and patient burde . . rivalry among hospitals had no marginal effect on technical efficiency at o e ave of need, price if, for example, the input enters directly into the hospital’s objective function
. P 'P q =h P 1 The impact of CON regulation o level. Evidence also implies that the presence of a stafe Certificate of Need | " TATE REGULATION AND HOSPITAL COSTS two major forms of hospital regulation: controls compasses col

cost-inefficiency was less in CON states (8.10%) th: P P care spending Vo pia reg -

This study’s objective is 10 gauge impacts of  Regulation o
is assumed to minimize shadow cost by equating the marginal rate of technical sub-
. sociated wil e of i i i e typil el i : . . on expansion of facilities and services and on expansion, gr¢ . ) ) ) 5 ) ) X
Results suggest that CON regulation may be an €  Gary . Ferrier - Hervé Leleu - Vivian G. Valdmanis “f’of“f”;d _"r’”h a greater degree of inefficiency in the typical metropolitan | John J. Antel, Robert L. Ohsfeldt, and Edmund R. Becker Ulowanle revemscncosts. To anslyre repulatory facd cquipme the ratio of input shadow prices. Thus, it is the shadow cost function that is dual to
era of a new medical arms race. However, broader ices inaustry.

ditional states. In this study, we review the questions that have bee|  ausior s provisional findings, upon further consideration and revision, 0 be republished in an
effectiveness of CON controls and then we develop quantitative es  ecademic journal. The opinions cxpressed in Mercatus Working Papers are the authors” and do not represent
pact of CON on investment. These estimates show that CON did m official pasitions of the Mercatus Center or Gearge Mason

dollar volume of investment but altered its composition, retarding

supplies but increasing investment in new services and equipment.

this finding may be due to (1) the emphasis in CON laws and programs on con-
trolling bed supplies and (2) a substitution of new services and equipment for ad-
ditional beds in response to financial factors and organizational pressures for ex-
pansion. Finally, we caution against the conclusion that CON controls should be
broadened and tightened, though our results might be so interpreted, because of the
practical difficulties involved in reviewing and certifying large numbers of small in-
vestment projects.

offered numerous theoretical models of hospital behavior that suggest ineffi
ovision of hospital services.' Explanations of inefficiency are tied to the organi

ion of the industry, principal-agent problems, and the dominance of third-party
Eakin and Kniesner (3] use a non-minimum cost function to obtain estimates of

Objective This study examines the impact of certificate of need (CON)
Facilities and { regulation on hospital costs.
Design A modified structure-conduct-performance paradigm was
applied to a national sample of US hospitals in order to investigate the
impact of CON regulation on hospital costs.
Methods Secondary data for 1957 US acute care hospitals in 301 stand-

Introduction

In the wake of rapid post-Medicare cost inflation, investment con-
trols have emerged as important regulatory mechanisms for

. . . . . ng technology
oderating the rise in health services expenditures. These controls .

spital is modelled as a multiproduct firm. A modified translog cost function is used to

effects, behavioral reduced form cost and profit  vices (such as |

This article, submitted ¢ Absinci—The effects of vasious reg o hospital costs  Jaga set permits a more complete analysis of the equations are specified and estimated. These are for such regula
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take two forms: (1) legal prohibitions of unnecessary capital in-
vestment, and (2) financial controls, whereby a health care in-
stitution’s eligibility to receive capital or operating funds relating to
an investment project is dependent upon the approval of designated
planning agencies. Presently, both types are widespread. Legal
prohibitions are in effect through certificate-of-need (CON) laws in
twenty-four states, and similar legislation has been proposed in
seven other states (Lewin and Associates, Inc., 1974). Moreover,
with the passage of P.L. 93-641, the National Health Planning and
Resources Development Act of 1974, CON was slated for adoption
by all participating states.

Several types of financial controls have been applied. Under
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Abstract In this paper we propose an empirically imple-
mentable measure of aggregate-level efficiency along the

Received: 22 August 2008 Aceepie: 12 May 2009 ublined onine: 11021t care spending as a percentage of GDP has begun to ris
009 in the United States, spurting upward from 13.3 percent in 200(
cent in 2003 (Smith et al. 2005). A large part of the growth s

lines of Debreu’s (1951) coefficient of resource utilization | gy gicof Care Reseurch and Review, Vol. 63 No. 4, (August 2006) 499-524
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for publication on December 5, 2013. is based on directional distance functions, which allows the | ¢, 3306 6, 06 ublications
overall measure of efficiency to be decomposed into

measures of technical and “structural” efficiency. The latter
measure, which captures inefficiencies associated with the
onganization of production within an indus: further
decomposed into measures of scale and mix efficiency. The
measures developed in the paper are illustrated using U.S.  WiUHn 1he TATKEL (UHE STALE 1 (RIS Case) 16 A1S0 &n TmpOrtant
hospital data. The illustration sheds light on the efficacy of  criteria insuring Pareto optimality in reform. Not only are
certificate of need (CON) regulations. costs relevant, but so is the state wide availability of
mz the proper allocation of resources is
distribution of resources through-
ile health insurance is the dominant issue
in health care reform, it is a premise based on market based
approaches. We take a slightly different tact and assess the
1 Introduction efficiency of resource utilization within each state via
regulation. The direct relationship between regulation, in
th care reform has long been 2 political issue in the  this case centificate of need (CON] and the state-level
ited States. The last federal push for comprehensive  aggregation of hospital produc but the secondary
implication is that for any state based reform to be
_ Successful, cfficient operation is a necessary condition.
Q. D. Ferzier . Rising health care costs and the increasing share of GDP
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Fayetioville, AR, USA accounted for by health care spending have been concems
i for some time now; hospital costs are an important part of
H. Lelew these issues. Prior to the implementation of the Medicare's
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Lille France reimbursed on a fee-for- (FFS) basis." Under the
FFS model, hospitals were reimbursed on a cost-plus basis
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Onver the last two decades state and federal
governments have adopted hospital rate regula-
tions, restricted investment in beds and equip-
ment, and limited medical procedures. Past em-
pircal studies generally conclude that only rate
regulation controls costs.! This paper analyzes
the hospital regulation experience of the last
the need for new € yuenry years, and also responds to recent litera-
tal expenditure is de e reviews which suggest two serious problems
under generally aco  with past studics.”
is not properly cb First, it has been suggested that omitted vari-
expense and that ables which both affect state-level hospital costs
changes the bed ca  and influence the states’ regulatory decisions may
changes the service previous estimates of regulatory cost control,
Under Section 11 Mueh hospital regulation has been at the discre-
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last twenty years' diverse set of regulations, and

ates estimation of regulation inte
tions or complementarities. Although many states
adopted multiple regulations, it is unknown
whether regulations acting in concert are more
effective than regulations acting alone.” The
analysis of regulatory interactions may be crucial
to policy design: if single regulation schemes fail
1o control costs, then the feasibility of more com-
plex multifaceted regulatory schemes is of vital
concern.

Econometric Model
I General Model Specification

Hospitals are complex producers who operate
in a complicated regulatory environment, Various
other studies have theoretically modeled the
complex hospital industry (4 Newhouse, 1970;
Morriscy et al,, 1984; Pauly and Redisch, 1973). A
complete theoretical model would account for the
non-price or “quality” aspects of hospital pmduc-

on, mogmn |h|. ociated

ence of lhird party payers (1l\sur.\rwc) on con-
sumption. Technical change is also possibly an
important factor. The hospital regulatory en
ronment is also complicated by the fact that hos-
pitals are often subject to numerous regulatory
al cost implications
of multiple regulatory constraints are generally
ambiguous, the evaluation of hospital regulatory
programs remains very much an empirical matter.
The empirical model regresses the log of state-
Tevel hospital costs on regulatory variables, hospi-
tal output demand and input price measures (X)),
a log time trend (1), and state-level fived effects
).
In COST,, = B,PRATE,, + B,CON,
+ B,S1122,, + B, PSROM,
+ B,PPSM,, + B,ESP,
+ B X + By In(1) +f, + ¢,.

* Shoan et al. (1985) along with Coelen et al. (1986) lachaded
y & limited nussber of Beeractions.
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in costs following removal of CON regulations. Mature CON pro
in a slight (2 percent) reduction in bed supply but higher costs perd
sion, along with higher hospital profits. CON regulations generally |
effect on diffusion of various hospital-based technologies. It is doubt
ulations have had much effect on quality of care, positive or negative
may have improved access, but there is little empirical evidence to (

For more than two decades, health care cost containmi
the forefront of the health policy agenda. However, the a
to achieve cost containment have changed. One of th
adopted by states (and that for a time was required by tegera

was certificate-of-need laws (CON). Such laws, which focused on hospl-
tals and nursing homes, were adopted to curb needless duplication of ser-

ard metropolitan statistical areas (SMSAs) from the American Hospital
Association’s Annual Survey of Hospitals in 1991 were used. The depend-
ent variable was hospital costs per adjusted admission in 1991. Predictor
variables were the existence of a CON law in each hospital’s state and the
dollar limit (if any) required for CON approval. Control variables were
environmental, market, and institutional characteristics. Associations
between predictor and dependent variables were investigated using
multiple regression analyses.

Results The results indicate that CON laws had a positive, statistically
significant relationship to hospital costs per adjusted admission.
Conclusion These findings suggest not only that CON do not really
contain hospital costs, but may actually increase them by reducing com-
petition. Implications for public policy are discussed.

Key words: certificate of need, costs per adjusted admission, hospital costs, hospital
markets
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EFFECTS OF REGULATION ON HOSPITAL
COSTS AND INPUT USE

FRANK A. SLOAN and BRUCE STEINWALD
Vanderbilt University

I. INTRODUCTION

IN the first half of this century, most regulations affecting hospitals were
designed to promote quality assurance through accreditation and licensure of

POLICY

The Effect of Certificate-of-Need Laws on Hospital Beds
and Healthcare Expenditures: An Empirical Analysis

Fred J. Hellinger, PhD

c-of-need programs attempt to curtail the construc- Oblective To etimate the affect of conifcato-
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Certificate-of-need (CON) and construction moratorium laws are used widely by states as
tial mechanism for constraining Medicaid nursing home expenditures. However,
James Bailey. “Can Health Spending Be Reined In through Supply Constraints? An Evaluation is only limited empirical work examining whether these policies are effective at
of Certificate-of-Need Laws.” Mercatus Working Paper, Mercatus Center at George Mason ing Medicaid spending. Using aggregate state-level data from 1981 through 1998,
iversity, Arlington, VA, July 2016. dy found that states that repealed their CON and moratorium laws had no
ant growth in either nursing home or long-term care Medicaid expenditures. In the
of declining occupancy rates within the nursing home market, this study provides |
Abstract evidence that states have little to fear in terms of increased expenditures with the g Ku-Goto
of CON and moratorium laws.

DOL 10.1177/10775587 12459681 tion of unnecessary healthcare facilities and to limit the of-need legisistior or. hospital bed supply and
acquisition of costly equipment that provides little benefit S T
by g hosmitals and aches Eealthe e Study Dasign: This study uses state dato on
 compelling hospitals and other healthcare entitics t0 acqUITE PFIOT  Sovars vorsias,inclocing nesknesre expan
approval from a governmental entity.* Indeed, ts to control the tures, hospital bed supply, and the existence of &
growth of healthcare facilities and acquisition of expensive equipment e S
have been ongoing for more than 60 years.! o catimate 2 mmstivaiats regrossion
"The 1946 federal Hill-Buron progam provided funds for new hospi-  equations.Inthe st cquaton,hosptl bed
tal construction contingent on the adoption of a state health plan thar Seppl) St teoendent werieute; snd cr oar Journal of Economics; 3:137-154 (1991)
of nead Is incluged ss on indepsndent varisbi. In
detailed the process by which proposed projects would be cvaluated.  the second equation, healthcere expenditures is ©1991 Kluwer A« Publishers
The Hill-Burton program encouraged local planning to ficilitate the i I:ﬂ:"';:ﬁ'
recognition and classification of local needs.

State and ocal Comprehengive Heslth Planning agehcies (o-called  Result:Certfcsteatnoed lows have reduced he
) : narmber of hospital eds by sboat 10% o
EFFECTS OF REGULATION ON H( Awd I\agcnucs) were created by the 1966 amendments to the'Public  foducad healtheors expondiures by olmost 2%
COSTS AND INPUT USE Health Servi . These agencies were obligated to produce 4 state C;mﬁcn:o';n::d nme'n:gdid not have a direct
pla for heleheae facltis growh, b <hey were given o situgery SN on eshcor xpendres. . .
s o mplencos et e andre bl of mandaing Cosevircotensrornatee Hospital Regulation and Its Effects on
FRANK A. SLOAN and BRUCE STEINWALD  the submital of capiral [§éts Conscquently, their cffcctiveness was  beds, and this has led 1 a sight reducion i the . ~ : :
Vanderbilt University lisised. Nevercheless, maay Bldc Crod plats refuscd to rejmbuse for " IPRGRIIIE, Sp“al and Non hospltal Expendltures
the'interest and depreciation expénsed ssoeiated with unapproved capi- '

e e Objective: The authors explore state variation in expenditures for Medicaid community-
based care services for the period 1990 to 1997. Method: A random effects panel
model is used to explore the relationship between state demographic, supply, eco-
nomic, programmatic, and political factors and states’ Medicaid community-based

i esults: Although states increased provision of services over the
study period, significant state-level variation was evident. Expenditures were posi-
tively associated with state per capita income, regulation of nursing home bed supply,
and the number of Medicarc
home bed supply. Conclus
strated preferences of most |
cies to foster the expansion
relationships that are amen;
and long-term care supply 1
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For 50 years, US policymakers and economists have searched for ways to slow the growth of
spending on health care. One approach currently taken by 35 states is to restrict the supply of
health care by requiring new and growing providers to show that they serve an “economic need
: L Hospitals and certain other health providers must obtain a certificate of need (CON) from a state
Hospital competition is .14 before opening or expanding. | show that in a simple model where CON restricts supply,
Other mdnstnu where pric the effect of CON on spending depends on the price elasticity of market demand for health care.
b‘h“‘"o' Various charact CON will work to restrain spending when demand 1s elastic; however, most estimates show the
incentives and M“ ©  demand for health care to be quite inelastic. | therefore predict that CON will increase prices for
Hospital competition ma ey care without much reducing its use, leading to an increase in spending. Using data from

ely known that certificate of need (CON)  This paper fills this void in three ways. First, it
have been incffective in controlling  empirically examines the effect of nursing home . . "
Couts (Lanning, Monrisey, and Ohsfeld:  CON and consirucsion moratoria on Medicaid | SUggests that Certificate of Need (CON) regulations for cardiac care
Conover and Sloan 1998). However, many  nursing home expenditures over the 1981 to in improving quality, but less is known about the effect of CON on
gued that such programs have limited the 1998 period. During these years, 16 states re- ‘e analyzed Medicare data for 1991-2002 to test whether states that
of the nursing home industry, and thereby  pealed their CON nursing home laws for some experienced changes in costs or reimbursements for coronary artery
state Medicaid expenditures. Feder and ABG) surgery or percutaneous coronary interventions.We found that

C . (1980) were among the first to make this d CON i d | i for CABG b
the National Health Expenditure Accounts, [ estimate that CON laws do not reduce spending by v & ict “ON Vi i i i gPpe experlencac Jower costs per patient for e noe
*This paper was for the most P pending by “They argued that CON restrictions were  CON programs without imposing & MOraorium. U/, "corohar incervention, Average Medicare reimbursement was lower

Trade Commision. I rebecs any major payer or for any major type of provider and that they increase spending on some types y less visible than low Medicaid nursing  Second, it examines the effects of CON programs ) . .
of health care. ¥ . y or moratoria on Medicaid long-term care expen- dures in states that dropped CON. The cost savings from removing

. As a result, CON could be an effective  diture may be effective in limiting nursing ~~ ns slightly exceed the total fixed costs of new CABG facilities that
ot‘cnnuining Medicaid long-term care ex-  home expenditures, but also may lead to greater deregulation. Assuming continued cost savings past 2002, the savings
. Over the years, many Medicaid com-  use of home health care services by people eligi- ing CABG surgery outweigh the fixed costs of new entry. Thus, CON

ble for Medicaid. Indeed, it has been argued that CABG may not be justified in terms of either improving quality or

son 1998). Surpnsmgl\' there has been  such substitution is a goal of some nursing home
pirical work that directly supports or re-  CON programs (Harrington 1994). The study
view. estimates the effects on combined Medicaid

The Medicaid progran

ing long-term care for tal projects.
& long-term care for) I INTRODUCTION The Meditire program Walenabted inf1966 and adoptéd a cost-based

I reimbursement rethod for short-term hospital services. Following the
N the first half of this century, most regulations affecti . e\cicare, arge increases in hospial and healtheare costs

designed to promote quality assurance through accreditatic crcaccdan intenseinserest amfong third parcy payers, lawmakers, and the
facilities and personnel. Then health planning, initially on  public is'the size and expense of shortsterm hospicdls”
and subsequently made compulsory, arose from a dual co In 1967, New York became the-first'stafe t0"enact a cerificate-
ing access to health services and for correcting alleged m  need program. Shoetly thereafter, Rhode Island, Maryland, and Califor-
health care marketplace. During the past decade, the g ", passed centifgaegfperd lepiarignd L <
. on 1122 of the 1972 amendrments to the Public Health Service

expenditures has led to more targeted efforts to regulate | 54 incarmamted cantrols o capital expandion by heiltheare faciliics
cost increases. At present, hospitals in the United States through the withholding of Medicare and Medicaid funds for the interest g regulation conclude that mature have been effective in
wide variety, and still growing number, of controls deve  and depreciation expenses associated with unapproved projects. States H«r«wor if rate regulation is influenced by higher hospital expen-
'state, flnd local governmental agencies and by some priy,  Were allowed to designate cither ‘;‘;fua‘:r‘;:‘:f:: ‘;hl:";:‘i:::i‘!;: » x‘mmfm“&‘m
including Blue Cro§. Siiiis need for new capital expenditures. pital exponditures on the docision 1 regulate from the effects of
- y The case for hospital regulation is buttressed by a genel n 'ka' article The National Health Planning and simultancous-equation results indicate that mature rate setting is
correspondence . A Hea 3. University the hospital market is far from the competitive ideal.! Resources Development Act of 1974 e dictomer alth care expendituros, including hospital and non-hospital expends-
at Birmingham, RPHB hon 52 . hospitals are nonprofit and therefore may not be as subje( " Flie and Por required states to enact certificate-of-
efficient production as are profit-maximizing firms in comp
Overinsurance also undermines incentives to implement c(
vations and has probably led to overuse of hospital services
are local monopolists and perhaps monopsonists as well. Other structural
characteristics of the industry, including medical-staffing privileges, severely
limit patient and physician choice of hospital. Finally, given the “merit
want” aspect of health and hospital care, society may not be satisfied with a
market solution, even if the above impediments were not important.

Regulation offers the appeal of directly attacking the problems that cause
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mﬂuenced by several Medlcare and Medicaid policy change
of prospective payment for Medicare-paid postacute care 1 Ger uction sections cover .
! e ca neral discussions of these issues include Stuart H. Altman & Sanford L. Weiner, Regula- cludes pre-
Cerm home and communitybased care reforms. This ricle  ion Bk e s el S Amen & S Wener Rt L connns oo Does certificate of need really contain
. y . S and 1978, expen.
growth in these sectors was affected by state certificate-of-1 (Warren Greenberg ed. 1978); Alain C. Enthoven, Consumer-Choice Health Plan (pts. 1 & 2), j 196 latory program . . .
; L N 298 New England J. Medicine 650, 709 (1978); Clark C. Havighurst, Controlling Health Care Bsion and per adjusted o lat ta l ai
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in hospital product mix, quality, and patient burde . . rivalry among hospitals had no marginal effect on technical efficiency at o e ave of need, price if, for example, the input enters directly into the hospital’s objective function
. P 'P q =h P 1 The impact of CON regulation o level. Evidence also implies that the presence of a stafe Certificate of Need | " TATE REGULATION AND HOSPITAL COSTS two major forms of hospital regulation: controls compasses col

cost-inefficiency was less in CON states (8.10%) th: P P care spending Vo pia reg -

This study’s objective is 10 gauge impacts of  Regulation o
is assumed to minimize shadow cost by equating the marginal rate of technical sub-
. sociated wil e of i i i e typil el i : . . on expansion of facilities and services and on expansion, gr¢ . ) ) ) 5 ) ) X
Results suggest that CON regulation may be an €  Gary . Ferrier - Hervé Leleu - Vivian G. Valdmanis “f’of“f”;d _"r’”h a greater degree of inefficiency in the typical metropolitan | John J. Antel, Robert L. Ohsfeldt, and Edmund R. Becker Ulowanle revemscncosts. To anslyre repulatory facd cquipme the ratio of input shadow prices. Thus, it is the shadow cost function that is dual to
era of a new medical arms race. However, broader ices inaustry.

ditional states. In this study, we review the questions that have bee|  ausior s provisional findings, upon further consideration and revision, 0 be republished in an
effectiveness of CON controls and then we develop quantitative es  ecademic journal. The opinions cxpressed in Mercatus Working Papers are the authors” and do not represent
pact of CON on investment. These estimates show that CON did m official pasitions of the Mercatus Center or Gearge Mason

dollar volume of investment but altered its composition, retarding

supplies but increasing investment in new services and equipment.

this finding may be due to (1) the emphasis in CON laws and programs on con-
trolling bed supplies and (2) a substitution of new services and equipment for ad-
ditional beds in response to financial factors and organizational pressures for ex-
pansion. Finally, we caution against the conclusion that CON controls should be
broadened and tightened, though our results might be so interpreted, because of the
practical difficulties involved in reviewing and certifying large numbers of small in-
vestment projects.

offered numerous theoretical models of hospital behavior that suggest ineffi
ovision of hospital services.' Explanations of inefficiency are tied to the organi

ion of the industry, principal-agent problems, and the dominance of third-party
Eakin and Kniesner (3] use a non-minimum cost function to obtain estimates of

Objective This study examines the impact of certificate of need (CON)
Facilities and { regulation on hospital costs.
Design A modified structure-conduct-performance paradigm was
applied to a national sample of US hospitals in order to investigate the
impact of CON regulation on hospital costs.
Methods Secondary data for 1957 US acute care hospitals in 301 stand-

Introduction

In the wake of rapid post-Medicare cost inflation, investment con-
trols have emerged as important regulatory mechanisms for

. . . . . ng technology
oderating the rise in health services expenditures. These controls .

spital is modelled as a multiproduct firm. A modified translog cost function is used to

effects, behavioral reduced form cost and profit  vices (such as |

This article, submitted ¢ Absinci—The effects of vasious reg o hospital costs  Jaga set permits a more complete analysis of the equations are specified and estimated. These are for such regula

/X\

take two forms: (1) legal prohibitions of unnecessary capital in-
vestment, and (2) financial controls, whereby a health care in-
stitution’s eligibility to receive capital or operating funds relating to
an investment project is dependent upon the approval of designated
planning agencies. Presently, both types are widespread. Legal
prohibitions are in effect through certificate-of-need (CON) laws in
twenty-four states, and similar legislation has been proposed in
seven other states (Lewin and Associates, Inc., 1974). Moreover,
with the passage of P.L. 93-641, the National Health Planning and
Resources Development Act of 1974, CON was slated for adoption
by all participating states.

Several types of financial controls have been applied. Under
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Abstract In this paper we propose an empirically imple-
mentable measure of aggregate-level efficiency along the

Received: 22 August 2008 Aceepie: 12 May 2009 ublined onine: 11021t care spending as a percentage of GDP has begun to ris
009 in the United States, spurting upward from 13.3 percent in 200(
cent in 2003 (Smith et al. 2005). A large part of the growth s

lines of Debreu’s (1951) coefficient of resource utilization | gy gicof Care Reseurch and Review, Vol. 63 No. 4, (August 2006) 499-524

This article, submitted to Medicol Care Research and Review on Ap  Put restricted to the production side. The efficiency measure 1y 30 4911 077568706288842

for publication on December 5, 2013. is based on directional distance functions, which allows the | ¢, 3306 6, 06 ublications
overall measure of efficiency to be decomposed into

measures of technical and “structural” efficiency. The latter
measure, which captures inefficiencies associated with the
onganization of production within an indus: further
decomposed into measures of scale and mix efficiency. The
measures developed in the paper are illustrated using U.S.  WiUHn 1he TATKEL (UHE STALE 1 (RIS Case) 16 A1S0 &n TmpOrtant
hospital data. The illustration sheds light on the efficacy of  criteria insuring Pareto optimality in reform. Not only are
certificate of need (CON) regulations. costs relevant, but so is the state wide availability of
mz the proper allocation of resources is
distribution of resources through-
ile health insurance is the dominant issue
in health care reform, it is a premise based on market based
approaches. We take a slightly different tact and assess the
1 Introduction efficiency of resource utilization within each state via
regulation. The direct relationship between regulation, in
th care reform has long been 2 political issue in the  this case centificate of need (CON] and the state-level
ited States. The last federal push for comprehensive  aggregation of hospital produc but the secondary
implication is that for any state based reform to be
_ Successful, cfficient operation is a necessary condition.
Q. D. Ferzier . Rising health care costs and the increasing share of GDP
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Fayetioville, AR, USA accounted for by health care spending have been concems
i for some time now; hospital costs are an important part of
H. Lelew these issues. Prior to the implementation of the Medicare's
Pt :;‘i“‘ School of Management, prospective payment system (PPS) in 1983, hospitals were
Lille France reimbursed on a fee-for- (FFS) basis." Under the
FFS model, hospitals were reimbursed on a cost-plus basis
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g to a hospital will necessitate the
of more nurses, maintenance per-
housckeepers, and the acquisition
ment. New equipment will increase
by the amount of the deprecia-
plus the cost of training and em-
onnel to operate and repair it.
Burton program, passed in 1946,
deral funds for the construction of
facilities that received the approval
ning agency. The 1966 Amend-
Public Health Act created state
Comprehensive Health Planning
ncies (A and B agencies) which
d to develop a state plan for health
The CHP agencies, however,
o statutory power to enforce their
ions and were unable to require
capital budgets. Another indirect
on capital expenditures was as-
h these CHP agencies. Many Blue

r, PhD. is an economist wit
earch and Statistics, Social Security Ad-
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. program interaction. The empirical results suggest that
. ous studies have exaggerated regulatary cost savisgs: although
Corresponding Autht  .ume interaction effects are indicated, hospral costs appear
Momotazur Rahman, De  unrespansve to most regulasary programs
G-$121(6), Provicence, |
Email: momotazur_rahm Introduction
Onver the last two decades state and federal
governments have adopted hospital rate regula-
tions, restricted investment in beds and equip-
ment, and limited medical procedures. Past em-
pircal studies generally conclude that only rate
regulation controls costs.! This paper analyzes
the hospital regulation experience of the last
the need for new € yuenry years, and also responds to recent litera-
tal expenditure is de e reviews which suggest two serious problems
under generally aco  with past studics.”
is not properly cb First, it has been suggested that omitted vari-
expense and that ables which both affect state-level hospital costs
changes the bed ca  and influence the states’ regulatory decisions may
changes the service previous estimates of regulatory cost control,
Under Section 11 Mueh hospital regulation has been at the discre-
N tion of the states. The incentive for higher cost
the designated sttt gates 1o regulate, for example, suggests correla-
hospital constructiot  tion of regulation variables with omitted state-
the use of internal fi  specific cost variables. te-level fixed effects
hospital to finance | timators alleviate the resulting omitted variable
. as.
has stated: Second, the possible interaction of regulations
Nevertheless, the s been incompletely analyzed, Our long panel
will probably fai
health planning d |, bouson, Usiversity of Alsbama ot Birming-
to obviate more s Y crity, tespectived
penalty of withhc A preliminary veesin of m- puper wis preseated at nl-c
preciation compa A
der Medicare, M/
child health prog
o - it “ s
sanction, particul P 3 Cohodes (1985), Fried-
control the numby

ailable
ol data. Any crmoes ase the

n
cent lierutu ws sre Lasning e al. (1991) and
Thorpe and Phelps (19901

(4161

last twenty years' diverse set of regulations, and

ates estimation of regulation inte
tions or complementarities. Although many states
adopted multiple regulations, it is unknown
whether regulations acting in concert are more
effective than regulations acting alone.” The
analysis of regulatory interactions may be crucial
to policy design: if single regulation schemes fail
1o control costs, then the feasibility of more com-
plex multifaceted regulatory schemes is of vital
concern.

Econometric Model
I General Model Specification

Hospitals are complex producers who operate
in a complicated regulatory environment, Various
other studies have theoretically modeled the
complex hospital industry (4 Newhouse, 1970;
Morriscy et al,, 1984; Pauly and Redisch, 1973). A
complete theoretical model would account for the
non-price or “quality” aspects of hospital pmduc-

on, mogmn |h|. ociated

ence of lhird party payers (1l\sur.\rwc) on con-
sumption. Technical change is also possibly an
important factor. The hospital regulatory en
ronment is also complicated by the fact that hos-
pitals are often subject to numerous regulatory
al cost implications
of multiple regulatory constraints are generally
ambiguous, the evaluation of hospital regulatory
programs remains very much an empirical matter.
The empirical model regresses the log of state-
Tevel hospital costs on regulatory variables, hospi-
tal output demand and input price measures (X)),
a log time trend (1), and state-level fived effects
).
In COST,, = B,PRATE,, + B,CON,
+ B,S1122,, + B, PSROM,
+ B,PPSM,, + B,ESP,
+ B X + By In(1) +f, + ¢,.

* Shoan et al. (1985) along with Coelen et al. (1986) lachaded
y & limited nussber of Beeractions.
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new services.
-n-vm l'n\n referces for helpful comments on and reactions to  enacted CON

. Caleusted rom data provided in American Hospial As-
sociation (1979). The adpustments. developed by the AHA
Convert outpaticnt \isits into inpaticnt.day equivalents Noa
ral, short-stay (mean length of stay less than 30 days)
hosptals are typcally calied *communsty ~ bospitals

in costs following removal of CON regulations. Mature CON pro
in a slight (2 percent) reduction in bed supply but higher costs perd
sion, along with higher hospital profits. CON regulations generally |
effect on diffusion of various hospital-based technologies. It is doubt
ulations have had much effect on quality of care, positive or negative
may have improved access, but there is little empirical evidence to (

For more than two decades, health care cost containmi
the forefront of the health policy agenda. However, the a
to achieve cost containment have changed. One of th
adopted by states (and that for a time was required by tegera

was certificate-of-need laws (CON). Such laws, which focused on hospl-
tals and nursing homes, were adopted to curb needless duplication of ser-

ard metropolitan statistical areas (SMSAs) from the American Hospital
Association’s Annual Survey of Hospitals in 1991 were used. The depend-
ent variable was hospital costs per adjusted admission in 1991. Predictor
variables were the existence of a CON law in each hospital’s state and the
dollar limit (if any) required for CON approval. Control variables were
environmental, market, and institutional characteristics. Associations
between predictor and dependent variables were investigated using
multiple regression analyses.

Results The results indicate that CON laws had a positive, statistically
significant relationship to hospital costs per adjusted admission.
Conclusion These findings suggest not only that CON do not really
contain hospital costs, but may actually increase them by reducing com-
petition. Implications for public policy are discussed.

Key words: certificate of need, costs per adjusted admission, hospital costs, hospital
markets
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gressions. Empirical results indicate that overcapitalization and underemployment of
crease short-term hospital costs by about 5 percent. Hospital care expenditures are
rcent of the gross national product, which is almost three times the percentage in

, 5 percent represents a large amount in actual dollars. Further investigation identi-

size, market share, regulations and geographic region as the hospital characteristics
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The impact of CON regulation on hospital efficiency
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This article uses data envelopment analysis and multiple regression analysis to exam-
ine empirically the impact of various market-structure elements on the technical effi-
ciency of the hospital services industry in various metropolitan areas of the United
States. Market-structure elements include the degree of rivalry among hospitals, extent
of HMO activity, and health insurer concentration. The DEA results show the typical
hospital services industry experienced 11 percent inefficiency in 1999. Moreover, mul-
tiple regression analysis indicates the level of technical efficiency varied directly across
metropolitan hospital services industries in response to greater HMO activity and pri-
wate health insurer concentration in the state. The analysis suggesis the degree of
rivalry among hospitals had no marginal effect on technical efficiency at the industry
level. Evidence also implies that the presence of a state Certificate of Need law was not
associated with a greater degree of inefficiency in the typical metropolitan hospital ser-
vices industry.

Keywords: technical efficiency; hospital services; data envelopment analysis

Health care spending as a percentage of GDP has begun to rise once again

in the United States, spurting upward from 13.3 percent in 2000 to 15.3 per-
cent in 2003 (Smith et al. 2005). A large part of the growth spurt can be
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Abstract

Certificate-of-need (CON) regulations can promote hospital efficiency by reducing
duplication of services; however, there are practical and theoretical reasons why
they might be ineffective, and the empirical evidence generated has been mixed. This
study compares the cost-inefficiency of urban, acute care hospitals in states with
CON regulations against those in states without CON requirements. Stochastic
frontier analysis was performed on pooled time-series, cross-sectional data from
1,552 hospitals in 37 states for the period 2005 to 2009 with controls for variations
in hospital product mix, quality, and patient burden of illness. Average estimated
cost-inefficiency was less in CON states (8.10%) than in non-CON states (12.46%).
Results suggest that CON regulation may be an effective policy instrument in an
era of a new medical arms race. However, broader analysis of the effects of CON
regulation on efficiency, quality, access, prices, and innovation is needed before a

policy recommendation can be made.
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certificate-of-need, efficiency, hospitals, stochastic frontier analysis
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zation and regulation of the industry, principal-agent problems, and the dominance of third-party
reimbursement. Eakin and Kniesner (3] use a non-minimum cost function to obtain estimates of
allocative inefficiency for 331 U.S. short-term hospitals. In this paper, I fill a void in the hospital
cost literature by investigating variations in allocative inefficiency in the short-term hospital in-
dustry. This is done by regressing the allocative inefficiency estimates from Eakin and Kniesner
against hospital characteristics predicted by theory as determinants of inefficiency

1 define allocative inefficiency at the firm level, but from a social point of view. Specifically,
allocative inefficiency results from the technically efficient employment of inputs in a combination
which is not cost-minimizing. A hospital may choose a non-cost-minimizing set of inputs if it
evaluates the shadow prices of inputs as being different from the actual prices. A shadow price is
the hospital’s internal perception of the unit cost of an input. This perception may differ from the
actual input price if, for example, the input enters directly into the hospital’s objective function
The hospital is assumed to minimize shadow cost by equating the marginal rate of technical sub-
stitution and the ratio of input shadow prices. Thus, it is the shadow cost function that is dual to
the underlying technology

The hospital is modelled as a multiproduct firm. A modified translog cost function is used to
develop a system of observed cost and share equations which is estimated via seemingly unrelated
non-linear regressions. Empirical results indicate that overcapitalization and underemployment of
physicians increase short-term hospital costs by about § percent. Hospital care expenditures are
about 4.5 percent of the gross national product, which is almost three times the percentage in
1960. Thus, S percent represents a large amount in actual dollars. Further investigation identi-
fies hospital size, market share, regulations and geographic region as the hospital characteristics
related to the measure of allocative inefficiency

This paper is organized as follows. In section 11, I develop the empirical model based on
a non-minimum cost function. The traditional minimum cost function is a special case and thus

*Charles Griffin, Thomas Kniesner, Knox Lovell and a referee have made helpful comments.
1. For example, see Harms [7]. Lee [12]. Newhouse [13]. and Pauly and Redisch [17). The issue of inefliciency
and the non-profit medical firm is addressed in Pasly [16).
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Abstract In this paper we propose an empirically imple-
mentable measure of aggregate-level efficiency along the
lines of Debreu's (1951) coefficient of resource utilization
but restricted to the production side. The efficiency measure
is based on directional distance functions, which allows the
overall measure of efficiency to be decomposed into
measures of technical and “structural” efficiency. The latter
measure, which captures inefficiencies associated with the
ongan: s
decomposed into measures of s

measures developed in the paper are illustrated using U.S.
hospital data. The illustration sheds light on the eff
certificate of need (CON) regulations.

Keywords Hospital efficiency - Certificate of need -
Directional distance function - Structural efficiency

1 Introduction

Health care reform has long been a political issue in the
United States. The last federal push for comprehensive

Department of Ecoaomics, University of Arkansas,
Fayetteville, AR, USA

H.

u
EM and IESEG School of Management,
iversity of Lille,

:d Public Health,

-ars of the Clinton adminis-
tration. More recent health care reform, such as the
implementation of Medicare Part D during the Bush
administration, has been more focused. Reforms have been
initiated at the state level as well [1-4]. The main impetus
for these state level health care reforms is increasing
insurance coverage for individuals who are currently
uninsured or underinsured. However, following one of the
obje s of California’s plan, affordability and cost
containment (5], efficient production of health ¢
within the market (the state in this cz
criteria insuring Pareto optimality in reform.
costs relevant, but so is the state wide
services, implying that the proper allocation of resources is
one that involves a “fair” distribution of resources through-
out the state. While health insurance is the dominant issue
in health care reform, it is a premise based on market based

We take a slightly different tact and assess the

tion within each state via

regulation. The direct relationship between regulation, in

this case certificate of need (CON) laws, and the state-level

aggregation of hospital producti

i ation is that for any state based reform to be
s & necessary condition.

Rising health care costs and the increasing share of GDP

accounted for by health care spending have been concems

for some time now; hospital costs are an imporiznt part o

these issues. Prior to the implementation of the Medicare’s

prospective payment system (PPS) in 1983, hospitals were

reimbursed on a fee-for-service (FFS) basis.! Under the

FFS model, hospitals were reimbursed on a cost-plus basis

" Over time other payers followed Medicare’s lead in sh
o an effort to contain costs. The Balanced Budge
1997 furthered the transition from FFS to PPS.

2 studies: CON increases some measures of efficiency

1 study: CON has no effect on efticiency

1 study: CON reduces efficiency

MERCATUS CENTER

George Mason University



THE REALITY OF CON LAWS
Restrain the cost of care”?

Access to Community-Based
Long-Term Care:

POLICY
Medicaid’s Role

Journal of Health Economics 7 (1988) 259-284. North-Holland

The Effects of CON
Repeal on Medicaid
Nursing Home and
Long-Term Care
Expenditures

David C. Grabowski
Robert L. Ohsfeldt
Michael A. Morrisey

The Effect of Certificate-of-Need Laws on Hospital Beds

NANCY A. MILLER, PhD and Healthcare Expenditures: An Empirical Analysis
University of Maryland Baltimore County
CHARLENE HARRINGTON, PhD
University of California, San Francisco
b Care Resoarch and R ELIZABETH GOLDSTEIN, PhD
70(2) 185-205 Health Care Financing Administration
©The Author(s) 2012
Reprints and permission: .
sagepub.comijourmalsPermisions.nav _— C ertificate-of-need programs attempt to curtail the COMSITUC: g n e

Fred J. Hellinger, PhD

COMPETITION AMONG HCSPITALS*

Monica NOETHER eregulation
Abt Associates, Cambridge, MA 02138-1168, USA .
— - - - - care Costs
Certificate-of-need (CON) and construction moratorium laws are used widely by states as
tial mechanism for constraining Medicaid nursing home expenditures. However,
James Bailey. “Can Health Spending Be Reined In through Supply Constraints? An Evaluation is only limited empirical work examining whether these policies are effective at
of Certificate-of-Need Laws.” Mercatus Working Paper, Mercatus Center at George Mason ing Medicaid spending. Using aggregate state-level data from 1981 through 1998,
iversity, Arlington, VA, July 2016. dy found that states that repealed their CON and moratorium laws had no
ant growth in either nursing home or long-term care Medicaid expenditures. In the
of declining occupancy rates within the nursing home market, this study provides |
Abstract evidence that states have little to fear in terms of increased expenditures with the g Ku-Goto
of CON and moratorium laws.

DOL 10.1177/10775587 12459681 tion of unnecessary healthcare facilities and to limit the of-need legisistior or. hospital bed supply and
acquisition of costly equipment that provides little benefit S T
by g hosmitals and aches Eealthe e Study Dasign: This study uses state dato on
 compelling hospitals and other healthcare entitics t0 acqUITE PFIOT  Sovars vorsias,inclocing nesknesre expan
approval from a governmental entity.* Indeed, ts to control the tures, hospital bed supply, and the existence of &
growth of healthcare facilities and acquisition of expensive equipment e S
have been ongoing for more than 60 years.! o catimate 2 mmstivaiats regrossion
"The 1946 federal Hill-Buron progam provided funds for new hospi-  equations.Inthe st cquaton,hosptl bed
tal construction contingent on the adoption of a state health plan thar Seppl) St teoendent werieute; snd cr oar Journal of Economics; 3:137-154 (1991)
of nead Is incluged ss on indepsndent varisbi. In
detailed the process by which proposed projects would be cvaluated.  the second equation, healthcere expenditures is ©1991 Kluwer A« Publishers
The Hill-Burton program encouraged local planning to ficilitate the i I:ﬂ:"';:ﬁ'
recognition and classification of local needs.
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COSTS AND INPUT USE Health Servi . These agencies were obligated to produce 4 state C;mﬁcn:o';n::d nme'n:gdid not have a direct
pla for heleheae facltis growh, b <hey were given o situgery SN on eshcor xpendres. . .
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e e Objective: The authors explore state variation in expenditures for Medicaid community-
based care services for the period 1990 to 1997. Method: A random effects panel
model is used to explore the relationship between state demographic, supply, eco-
nomic, programmatic, and political factors and states’ Medicaid community-based

i esults: Although states increased provision of services over the
study period, significant state-level variation was evident. Expenditures were posi-
tively associated with state per capita income, regulation of nursing home bed supply,
and the number of Medicarc
home bed supply. Conclus
strated preferences of most |
cies to foster the expansion
relationships that are amen;
and long-term care supply 1
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For 50 years, US policymakers and economists have searched for ways to slow the growth of
spending on health care. One approach currently taken by 35 states is to restrict the supply of
health care by requiring new and growing providers to show that they serve an “economic need
: L Hospitals and certain other health providers must obtain a certificate of need (CON) from a state
Hospital competition is .14 before opening or expanding. | show that in a simple model where CON restricts supply,
Other mdnstnu where pric the effect of CON on spending depends on the price elasticity of market demand for health care.
b‘h“‘"o' Various charact CON will work to restrain spending when demand 1s elastic; however, most estimates show the
incentives and M“ ©  demand for health care to be quite inelastic. | therefore predict that CON will increase prices for
Hospital competition ma ey care without much reducing its use, leading to an increase in spending. Using data from

ely known that certificate of need (CON)  This paper fills this void in three ways. First, it
have been incffective in controlling  empirically examines the effect of nursing home . . "
Couts (Lanning, Monrisey, and Ohsfeld:  CON and consirucsion moratoria on Medicaid | SUggests that Certificate of Need (CON) regulations for cardiac care
Conover and Sloan 1998). However, many  nursing home expenditures over the 1981 to in improving quality, but less is known about the effect of CON on
gued that such programs have limited the 1998 period. During these years, 16 states re- ‘e analyzed Medicare data for 1991-2002 to test whether states that
of the nursing home industry, and thereby  pealed their CON nursing home laws for some experienced changes in costs or reimbursements for coronary artery
state Medicaid expenditures. Feder and ABG) surgery or percutaneous coronary interventions.We found that

C . (1980) were among the first to make this d CON i d | i for CABG b
the National Health Expenditure Accounts, [ estimate that CON laws do not reduce spending by v & ict “ON Vi i i i gPpe experlencac Jower costs per patient for e noe
*This paper was for the most P pending by “They argued that CON restrictions were  CON programs without imposing & MOraorium. U/, "corohar incervention, Average Medicare reimbursement was lower

Trade Commision. I rebecs any major payer or for any major type of provider and that they increase spending on some types y less visible than low Medicaid nursing  Second, it examines the effects of CON programs ) . .
of health care. ¥ . y or moratoria on Medicaid long-term care expen- dures in states that dropped CON. The cost savings from removing

. As a result, CON could be an effective  diture may be effective in limiting nursing ~~ ns slightly exceed the total fixed costs of new CABG facilities that
ot‘cnnuining Medicaid long-term care ex-  home expenditures, but also may lead to greater deregulation. Assuming continued cost savings past 2002, the savings
. Over the years, many Medicaid com-  use of home health care services by people eligi- ing CABG surgery outweigh the fixed costs of new entry. Thus, CON

ble for Medicaid. Indeed, it has been argued that CABG may not be justified in terms of either improving quality or

son 1998). Surpnsmgl\' there has been  such substitution is a goal of some nursing home
pirical work that directly supports or re-  CON programs (Harrington 1994). The study
view. estimates the effects on combined Medicaid

The Medicaid progran

ing long-term care for tal projects.
& long-term care for) I INTRODUCTION The Meditire program Walenabted inf1966 and adoptéd a cost-based

I reimbursement rethod for short-term hospital services. Following the
N the first half of this century, most regulations affecti . e\cicare, arge increases in hospial and healtheare costs

designed to promote quality assurance through accreditatic crcaccdan intenseinserest amfong third parcy payers, lawmakers, and the
facilities and personnel. Then health planning, initially on  public is'the size and expense of shortsterm hospicdls”
and subsequently made compulsory, arose from a dual co In 1967, New York became the-first'stafe t0"enact a cerificate-
ing access to health services and for correcting alleged m  need program. Shoetly thereafter, Rhode Island, Maryland, and Califor-
health care marketplace. During the past decade, the g ", passed centifgaegfperd lepiarignd L <
. on 1122 of the 1972 amendrments to the Public Health Service

expenditures has led to more targeted efforts to regulate | 54 incarmamted cantrols o capital expandion by heiltheare faciliics
cost increases. At present, hospitals in the United States through the withholding of Medicare and Medicaid funds for the interest g regulation conclude that mature have been effective in
wide variety, and still growing number, of controls deve  and depreciation expenses associated with unapproved projects. States H«r«wor if rate regulation is influenced by higher hospital expen-
'state, flnd local governmental agencies and by some priy,  Were allowed to designate cither ‘;‘;fua‘:r‘;:‘:f:: ‘;hl:";:‘i:::i‘!;: » x‘mmfm“&‘m
including Blue Cro§. Siiiis need for new capital expenditures. pital exponditures on the docision 1 regulate from the effects of
- y The case for hospital regulation is buttressed by a genel n 'ka' article The National Health Planning and simultancous-equation results indicate that mature rate setting is
correspondence . A Hea 3. University the hospital market is far from the competitive ideal.! Resources Development Act of 1974 e dictomer alth care expendituros, including hospital and non-hospital expends-
at Birmingham, RPHB hon 52 . hospitals are nonprofit and therefore may not be as subje( " Flie and Por required states to enact certificate-of-
efficient production as are profit-maximizing firms in comp
Overinsurance also undermines incentives to implement c(
vations and has probably led to overuse of hospital services
are local monopolists and perhaps monopsonists as well. Other structural
characteristics of the industry, including medical-staffing privileges, severely
limit patient and physician choice of hospital. Finally, given the “merit
want” aspect of health and hospital care, society may not be satisfied with a
market solution, even if the above impediments were not important.

Regulation offers the appeal of directly attacking the problems that cause
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study compares the cost-inefficiency of urban, acu ::;'I“’I’n“jf;;‘:::‘: Sci (2010) 13:84-100 hospital services industry experienced 11 percent inefficiency in 1999. Moi  Thus, controlling for other factors, public postacute and long : l::r"’l :il ate¢ e pouivis mcml";’ ol m“‘mmm‘)ﬂ
CON regulations against those in states without tiple regression analysis indicates the level of technical efficiency varied dit I CON states have become dominated by nursing homes. ok, examines the Impact of Certficate of Nea R o COMMRMIST have boen favored by o Bet Abstract bst.minimizing. A hospital may choose a non-cost-minimizing set of inputs if it
frontier analysis was performed on pooled time-st metropolitan hospital services industries in response to greater HMO activ 7 dua o bl scurces wer ueed o governments over market-oriented approaches dow prices of inputs as being different from the actual prices. A shadow price is
1552 hospitals in 37 states for the period 2005 to 2 vflfcl health MS:m‘mlnr:gm"on in tk’e ;}m The ;mquils‘ﬁflgesesls  Keywords e et iemal perception of the unit cost of an input. This perception may differ from the
in hospital product mix, quality, and patient burde . . rivalry among hospitals had no marginal effect on technical efficiency at o e ave of need, price if, for example, the input enters directly into the hospital’s objective function
. P 'P q =h P 1 The impact of CON regulation o level. Evidence also implies that the presence of a stafe Certificate of Need | " TATE REGULATION AND HOSPITAL COSTS two major forms of hospital regulation: controls compasses col

cost-inefficiency was less in CON states (8.10%) th: P P care spending Vo pia reg -

This study’s objective is 10 gauge impacts of  Regulation o
is assumed to minimize shadow cost by equating the marginal rate of technical sub-
. sociated wil e of i i i e typil el i : . . on expansion of facilities and services and on expansion, gr¢ . ) ) ) 5 ) ) X
Results suggest that CON regulation may be an €  Gary . Ferrier - Hervé Leleu - Vivian G. Valdmanis “f’of“f”;d _"r’”h a greater degree of inefficiency in the typical metropolitan | John J. Antel, Robert L. Ohsfeldt, and Edmund R. Becker Ulowanle revemscncosts. To anslyre repulatory facd cquipme the ratio of input shadow prices. Thus, it is the shadow cost function that is dual to
era of a new medical arms race. However, broader ices inaustry.

ditional states. In this study, we review the questions that have bee|  ausior s provisional findings, upon further consideration and revision, 0 be republished in an
effectiveness of CON controls and then we develop quantitative es  ecademic journal. The opinions cxpressed in Mercatus Working Papers are the authors” and do not represent
pact of CON on investment. These estimates show that CON did m official pasitions of the Mercatus Center or Gearge Mason

dollar volume of investment but altered its composition, retarding

supplies but increasing investment in new services and equipment.

this finding may be due to (1) the emphasis in CON laws and programs on con-
trolling bed supplies and (2) a substitution of new services and equipment for ad-
ditional beds in response to financial factors and organizational pressures for ex-
pansion. Finally, we caution against the conclusion that CON controls should be
broadened and tightened, though our results might be so interpreted, because of the
practical difficulties involved in reviewing and certifying large numbers of small in-
vestment projects.

offered numerous theoretical models of hospital behavior that suggest ineffi
ovision of hospital services.' Explanations of inefficiency are tied to the organi

ion of the industry, principal-agent problems, and the dominance of third-party
Eakin and Kniesner (3] use a non-minimum cost function to obtain estimates of

Objective This study examines the impact of certificate of need (CON)
Facilities and { regulation on hospital costs.
Design A modified structure-conduct-performance paradigm was
applied to a national sample of US hospitals in order to investigate the
impact of CON regulation on hospital costs.
Methods Secondary data for 1957 US acute care hospitals in 301 stand-

Introduction

In the wake of rapid post-Medicare cost inflation, investment con-
trols have emerged as important regulatory mechanisms for

. . . . . ng technology
oderating the rise in health services expenditures. These controls .

spital is modelled as a multiproduct firm. A modified translog cost function is used to

effects, behavioral reduced form cost and profit  vices (such as |

This article, submitted ¢ Absinci—The effects of vasious reg o hospital costs  Jaga set permits a more complete analysis of the equations are specified and estimated. These are for such regula

/X\

take two forms: (1) legal prohibitions of unnecessary capital in-
vestment, and (2) financial controls, whereby a health care in-
stitution’s eligibility to receive capital or operating funds relating to
an investment project is dependent upon the approval of designated
planning agencies. Presently, both types are widespread. Legal
prohibitions are in effect through certificate-of-need (CON) laws in
twenty-four states, and similar legislation has been proposed in
seven other states (Lewin and Associates, Inc., 1974). Moreover,
with the passage of P.L. 93-641, the National Health Planning and
Resources Development Act of 1974, CON was slated for adoption
by all participating states.

Several types of financial controls have been applied. Under
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regulation on efficiency, quality, access, prices, and

policy recommendation can be made. Keywords: technical efficiency; hospital services; data envelopmm
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Abstract In this paper we propose an empirically imple-
mentable measure of aggregate-level efficiency along the

Received: 22 August 2008 Aceepie: 12 May 2009 ublined onine: 11021t care spending as a percentage of GDP has begun to ris
009 in the United States, spurting upward from 13.3 percent in 200(
cent in 2003 (Smith et al. 2005). A large part of the growth s

lines of Debreu’s (1951) coefficient of resource utilization | gy gicof Care Reseurch and Review, Vol. 63 No. 4, (August 2006) 499-524

This article, submitted to Medicol Care Research and Review on Ap  Put restricted to the production side. The efficiency measure 1y 30 4911 077568706288842

for publication on December 5, 2013. is based on directional distance functions, which allows the | ¢, 3306 6, 06 ublications
overall measure of efficiency to be decomposed into

measures of technical and “structural” efficiency. The latter
measure, which captures inefficiencies associated with the
onganization of production within an indus: further
decomposed into measures of scale and mix efficiency. The
measures developed in the paper are illustrated using U.S.  WiUHn 1he TATKEL (UHE STALE 1 (RIS Case) 16 A1S0 &n TmpOrtant
hospital data. The illustration sheds light on the efficacy of  criteria insuring Pareto optimality in reform. Not only are
certificate of need (CON) regulations. costs relevant, but so is the state wide availability of
mz the proper allocation of resources is
distribution of resources through-
ile health insurance is the dominant issue
in health care reform, it is a premise based on market based
approaches. We take a slightly different tact and assess the
1 Introduction efficiency of resource utilization within each state via
regulation. The direct relationship between regulation, in
th care reform has long been 2 political issue in the  this case centificate of need (CON] and the state-level
ited States. The last federal push for comprehensive  aggregation of hospital produc but the secondary
implication is that for any state based reform to be
_ Successful, cfficient operation is a necessary condition.
Q. D. Ferzier . Rising health care costs and the increasing share of GDP
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Fayetioville, AR, USA accounted for by health care spending have been concems
i for some time now; hospital costs are an important part of
H. Lelew these issues. Prior to the implementation of the Medicare's
Pt :;‘i“‘ School of Management, prospective payment system (PPS) in 1983, hospitals were
Lille France reimbursed on a fee-for- (FFS) basis." Under the
FFS model, hospitals were reimbursed on a cost-plus basis
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Email: momotazur_rahm Introduction
Onver the last two decades state and federal
governments have adopted hospital rate regula-
tions, restricted investment in beds and equip-
ment, and limited medical procedures. Past em-
pircal studies generally conclude that only rate
regulation controls costs.! This paper analyzes
the hospital regulation experience of the last
the need for new € yuenry years, and also responds to recent litera-
tal expenditure is de e reviews which suggest two serious problems
under generally aco  with past studics.”
is not properly cb First, it has been suggested that omitted vari-
expense and that ables which both affect state-level hospital costs
changes the bed ca  and influence the states’ regulatory decisions may
changes the service previous estimates of regulatory cost control,
Under Section 11 Mueh hospital regulation has been at the discre-
N tion of the states. The incentive for higher cost
the designated sttt gates 1o regulate, for example, suggests correla-
hospital constructiot  tion of regulation variables with omitted state-
the use of internal fi  specific cost variables. te-level fixed effects
hospital to finance | timators alleviate the resulting omitted variable
. as.
has stated: Second, the possible interaction of regulations
Nevertheless, the s been incompletely analyzed, Our long panel
will probably fai
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last twenty years' diverse set of regulations, and

ates estimation of regulation inte
tions or complementarities. Although many states
adopted multiple regulations, it is unknown
whether regulations acting in concert are more
effective than regulations acting alone.” The
analysis of regulatory interactions may be crucial
to policy design: if single regulation schemes fail
1o control costs, then the feasibility of more com-
plex multifaceted regulatory schemes is of vital
concern.

Econometric Model
I General Model Specification

Hospitals are complex producers who operate
in a complicated regulatory environment, Various
other studies have theoretically modeled the
complex hospital industry (4 Newhouse, 1970;
Morriscy et al,, 1984; Pauly and Redisch, 1973). A
complete theoretical model would account for the
non-price or “quality” aspects of hospital pmduc-

on, mogmn |h|. ociated

ence of lhird party payers (1l\sur.\rwc) on con-
sumption. Technical change is also possibly an
important factor. The hospital regulatory en
ronment is also complicated by the fact that hos-
pitals are often subject to numerous regulatory
al cost implications
of multiple regulatory constraints are generally
ambiguous, the evaluation of hospital regulatory
programs remains very much an empirical matter.
The empirical model regresses the log of state-
Tevel hospital costs on regulatory variables, hospi-
tal output demand and input price measures (X)),
a log time trend (1), and state-level fived effects
).
In COST,, = B,PRATE,, + B,CON,
+ B,S1122,, + B, PSROM,
+ B,PPSM,, + B,ESP,
+ B X + By In(1) +f, + ¢,.

* Shoan et al. (1985) along with Coelen et al. (1986) lachaded
y & limited nussber of Beeractions.
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-n-vm l'n\n referces for helpful comments on and reactions to  enacted CON

. Caleusted rom data provided in American Hospial As-
sociation (1979). The adpustments. developed by the AHA
Convert outpaticnt \isits into inpaticnt.day equivalents Noa
ral, short-stay (mean length of stay less than 30 days)
hosptals are typcally calied *communsty ~ bospitals

in costs following removal of CON regulations. Mature CON pro
in a slight (2 percent) reduction in bed supply but higher costs perd
sion, along with higher hospital profits. CON regulations generally |
effect on diffusion of various hospital-based technologies. It is doubt
ulations have had much effect on quality of care, positive or negative
may have improved access, but there is little empirical evidence to (

For more than two decades, health care cost containmi
the forefront of the health policy agenda. However, the a
to achieve cost containment have changed. One of th
adopted by states (and that for a time was required by tegera

was certificate-of-need laws (CON). Such laws, which focused on hospl-
tals and nursing homes, were adopted to curb needless duplication of ser-

ard metropolitan statistical areas (SMSAs) from the American Hospital
Association’s Annual Survey of Hospitals in 1991 were used. The depend-
ent variable was hospital costs per adjusted admission in 1991. Predictor
variables were the existence of a CON law in each hospital’s state and the
dollar limit (if any) required for CON approval. Control variables were
environmental, market, and institutional characteristics. Associations
between predictor and dependent variables were investigated using
multiple regression analyses.

Results The results indicate that CON laws had a positive, statistically
significant relationship to hospital costs per adjusted admission.
Conclusion These findings suggest not only that CON do not really
contain hospital costs, but may actually increase them by reducing com-
petition. Implications for public policy are discussed.

Key words: certificate of need, costs per adjusted admission, hospital costs, hospital
markets
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, 5 percent represents a large amount in actual dollars. Further investigation identi-

size, market share, regulations and geographic region as the hospital characteristics
measure of allocative inefficiency.

per is organized as follows. In section 11, I develop the empirical model based on
um cost function. The traditional minimum cost function is a special case and thus
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Certificate-of-Need (CON) controls over hospital investment have b rnacted by a There is presently an intense interest among  Cross
number of states in recent years and the National Health Planning and Resources third-party payers of health care, law-makers, f nd depreciation e:
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pact of CON on invest nt. These estimates show that CON did not reduce the total
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