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on any state failing to have a fully designated state agency by the required data
would involve any "allotment, grant, loan and loan guarantee made to and each
contract entered into with an individual or entity in cuch State ... under this
Act (Public Health Service Act), the Ccnmunity Mental rie&lth Centers Act, the
Conprehansive Alcohol Abuse & Alcoholism Prevention Treatment and Rehabilitation
Act of 1970 and the Drug Abuse Office & Treatment Act of 1972."

If a final designation agreement is not in effect during the first year after the
applicable expiration date, the Secretary of HEW must reduce the above mentioned
funds by 25 percent; in the third year by 75 percent; and all funds under these
acts are to be withheld after three years have elapsed.

The penalties in the new amendments are more stringent and comprehensive than

those contained, in the original Health Planning Act, P.L. 93-641, Section 1521 (d).
The new amendments add funds under the Drug Abuse Office & Treatment Act of 1972

to the list of sanctions. More importantly, the amendments include all funds

under the stated acts, not just those for "the development, expansion and support
of health resources"” as stated in the original act.

NCSL requested the Bureau of Health Planning to compute for each state the total
dollars involved if the penalties were imposed. They have done this based on FY 1973
figures. States should be able to obtain these dollar figures through their

regional HEW office of by contacting NCSL directly.

Federal Regulations Pursuant to the New Amendmei ;s

Federal law requires HEW to promulgate rules and regulations to implement the new
amendments within six months of enactment. The Bureau of Health Planning intends

to publish a Notice of Proposed Rulemaking ujpRfl) in .he Federal Register in mid-
January, 1930. The NPRM will outline the issues on whicn further regulatory guid—
ance is necessary. Inrerested parties will be given a period of time, probably sixty
days, to review .and cavment on these issues before the final iLagulations are published
in April, 1980.

NCSL mil 1insure that everyone receiving this mailing will also receive the January
NPRM. Legislative response to the proposed rules can be addressed directly to DHEW
or channeled through NCSL. The Human Resources Committee of NCSL"s State Federal
Assembly will be actively involved in the review of the regulations and would
appreciate receiving at least copies of the comments or concerns of state legislators
and their staffs.

SFA Resolution Supporting a Timetable Extention for States

During the NCSL seminars on the health planning amendments, it became apparent that
the timetable for compliance with the new amendments presents a llordship on those
states which will have to amend CON statutes in the 1980 legislative sessions, ?lany
states have to enact legislation even before the final federal regulations are
published in April.

In response to this problem., the State-Federal Assembly of NCSL, the body which gives
policy guidance to the organization in areas of state-federal relations, adopted the
enclosed policy resolution at its Decsnber 7, 1979 meeting. The resolution urges
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passage of an amendment to the recent Congressional amendments (P.L. 96-79) which
would give states until the close of the first regular session after the promulgation
of the HEW regulations to enact complying CON legislation.

Because Congress was near recess at the time of passage of the SFA resolution, it was
impossible to find a Congressional sponsor for such an amendment before the holiday
recess. However, efforts will continue to find a sponsor as scon as Congress
reconvenes in January.

For additional information regarding the status of this amendment, contact: Dick
flerritt, Human Resources Staff Director, NCSL Washington, (202) 524=5413.

sk



Certificate-of-Need—No Panacea but
Not without Merit

JOHN T. TIERNEY, WILLIAM J. WATERS, and
WILLIAM H. ROSENBERG

ITH thecurrent Administration in Washington promot-

“ ingcompctition,theccrtiGcatc-of-nced (CON) program

is experiencing critical scrutinv. The National Health

A Planning and Resources Development Actof 1974 Pub-

lic Law 93- 641, required all states to establish certificatc-

of-need programs to control major hospital and nursing

home construction, renovation, and development proposals. However,

many states had ccrtificate-of-nccd programs long before Public Law 93-

641 was enacted, and many are likely to maintain ccrtificate-of-nccd pro-
grams for many years to come.

An extensive literature has developed over the past few years regarding
the effectiveness o f ccrtificate-of-necd (1). W hile the empirical evidence is
mixed, the current academic perspective appears to be largely negative on
ccrtificatc-of-nced. Evidently, ce.tificate-of-nccd has enjoyed some success
in restraining the number of hospital beds, but many researchers indicate
that ccrtificatc-of-nced has not been greatly successful in controlling health
care costs. Apparently, in those areas where beds have been controlled, hos-
pitals have shifted investment to service-intensifying expenditures. Many
analyses point out the fact that a high percentage of all ccrtificate-of-nced
applications are approved. However, most ccrtificatc-of-nced analyses give
little attention to three of its most important features: deterrence, guidance,
and institutional planning.

The very existence of ccrtificatc-of-nced acts as a deterrent to frivolous
or obviously misdirected projects. Few institutions arc likely to expend the
time, energy, and money to traverse the complex ccrtificatc-of-necd pro-
cess for a project that cannot withstand the test of public scrutiny. This isa
powerful deterrent to unnecessary and inappropriate development in the
health carc industry.

178
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The deterrent effect appears to be working in Rhode Island where the
physician supply has been expanding more rapidly than the acute hospital
bed supply. 1Lthe absence ofccrtificatc-of-necd, one would have expected
the hospital bed supply to expand in accordance with an expanding supply
ofpracticing physicians. From 1956 to 1971 the number oflicensed physi-
cians in Rhode Island increased by 49%, and the number of community
hospital beds during the period 1958 to 1973 (assuming a two-year lag pe-
riod) increased by 3l%. That is, for every new physician, 63 beds were
added. .After ccrtificatc-of-nced was operational in Rhode Island, that is,
from 1971 to 1980 the number of licensed physicians in Rhode Island in-
creased by 13%, but during the period 1973 to 1980 the community hos-
pital bed supply actually decreased by 2.3%. Had the trend of the previous
fifteen years continued after certificatc-of-nccd, Rhode Island would have
300 more hospital beds today (see Table 1).

TABLE 1

Hospital Bedland Physician Supply2
in Rhode Island, 1956- 19s0

Resource 1956 1958 1P713 1973 1981
PHYSICIAN SUPPLY
Number 1264 1889 21i'0
Rate per 100,000 population 152 197 226
HOSPITAL BED SUPPLY
Number 2107 3550 3420
Rate per 1,000 population 3.2 3-7 3.6
Beds per physician4 2.1 1-9 15

1 Short-term, acute, community hospital beds. Source: AHA Annual Survey.

2 Licensed physicians. Source: Division of Professional Regulation, R1DH.

s Rhode Island ccrtificate-of-necd program was instituted in 1968 but did not
become fully operational until around 1971

4Beds inyear X + physicians in year x -2. For 1978, the number o flicensed
physicians was 2238.

Further, one cannot minimize die potential of certificatc-of-need in
terms of guiding institutional actions. While ccrtificatc-of-nced may not
have had the effect of reducing overall hospital investment, it may very
well have had a positive impact 011 the types ofinvestments which hospitals
have been making. Certainly, the desire 011 the part ofhospitals for success-
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ful ccrtificate-of-nced applications would tend to guide diem into areas
which arc compatible with the goals and policy positions ofccrrificate-of-
nccd bodies and agencies. For example, the certificate-of-nccd program in
Rhode Island has promoted anumber ofimportant policies: die utilization
of tax-exempt bonds where appropriate, the pursuit of community fund
drives as a source of financing capital e xpenditures, the employment of
debtlequity ratio limitations to moderate: community debt burden, the use
of insolvency insurance as a substitute for large capital reserves for devel-
oping health maintenance organizations (HMOs), and the gradual and
thoughtful introduction of CAT scanners. The appropriate funneling of
provider activity is an obviously critical but largely uncvaluated area of
certificate-of-need impact.
. Thirdly, ccrtificate-of-need tends to promote better institutional plan-
ning. This is especially true m states where hospitals arc required to submit
annual long- and short-range plans as part of the ccrtificate-of-need pro-
cess. This isthe case in Rhode Island, hi Rhode Island, institutional plans
serve as the noriccs-of-intent for ccrtificate-of-nccd purposes. That is, no
certificatc-of-necd proposals will be accepted unless they have previously
~N: appeared in die institution’sdocumented plan for the future. Informal re-
,\ ports seem to indicate that hospitals themselves agree that cerrificate-of-
necd requirements have encouraged them to upgrade dicir institutional
planning processes. In addition, the Rhode Island experience indicates diat
the certificatc-of-necd process can promote greater inter-institutional plan-
ning. In fact, over the last ten years the certificate-of-necd process in Rhode
Island has encouraged or required significant increases in inter-institutional
planning affecting nine hospitals, almost half die hospitals in die nation’s
smallest state.

Thus existing empirical evaluations of ccrtificatr-cf-nccd do not tell the
whole story. There may be certain beneficial aspects of ccrtificatc-of-nced
which are difficult to measure. In fact, effective institutional/system plan-
ning encouraged by a credible ccrtificatc-of-nced process should result in
very few ccrtificate-of-nccd denials, hi this context, happiness in ccrtifi-
cate-of-need issaying yes. That is, effective, upfront planning and dialogue
between the institutional and systemwide levels should minimize the num-
ber ofcertificate-of-need denials. In any event, controlling total health ex-
penditures is not the only policy objective of ccrtificatc-of-nced. In fact,
ccrtificate-of-need by itselfisnot well suited to controlling total health ex-
penditures. Nevertheless, ccrtificate-of-need can be ?2.neffective mechanism
for restraining health care costs, affecting the supply of heal di care resources,
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and guiding health policy and planning at both the institutional and system
levels. Therefore, certificate-of-need programs should not be abandoned
without careful consideration of all the foreclosed opportunities which
abandonment implies.

Finally, ccrtificate-of-need would be a more effective cost-control de-
vice if there were a capital expenditure limit associated with the ccrtificate-
of-need process. As things stand now, there arc no financial boundaries
conditioning the number ofcertificate-of-need proposals which can be ap-
proved in a given time-frame. This is unrealistic and cripples the cost-con-
trol potential of the certificate-of-need process. No industry can afford to
operate forever without some form of capital budget. Ccrtificate-of-need
capital limits would not only serve to restrain costs, they would also induce
a healthy priority-setting process within ccrtificate-of-need. Perhaps we
should direct our energies toward improving the certificate-of-need pro-
cess rather than dismantling it.

In conclusion, ccrtificatc-of-nced was designed to avoid unnecessary du-
plication which rcsultTTrTunderutilization and mllated costs iiTaTargcly
cost-based reimbursement system. From this perspective, certificatc-of-
necd has been successful in Rhode Island and elsewhere. Rhode Island’s
high overall community hospital occupancy rate (85.6%) and the absence
ofpatently wasteful developments attest to tliis. At the same time, itisrec-
ognized in Rhode Island and elsewhere that effective overall cost control
also requires use ofa combination ofother mechanisms such as prospective
reimbursement, utilization review, consumer choice, and health mainte-
nance organization (HMO) development.

REFERENCE

1 Steinwald, 13 and F. A. Sloan. Regulatory Approaches to Hospital Cost Contain-
ment: A Synthesis ofthe Empirical Evidence, Nashville, Tcnn.: Vanderbilt Uni-
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Original Article an Health Economics

THE SOCIAL CONSEQUENCES OF FREE TRADE IN
HEALTH CARE: A PUBLIC HEALTH RESPONSE TO
ORTHODOX ECONOMICS

Milton I. Roemer and John E. Roemer

In recent yean, difficulties in U.S. health service* have been ascribed to excessive
govemment intervention and regulation: high costs and other problems would be
Solved, it is argued, bY “return to the tree market and competition." Kxamination of
the past operatjons ill tree trade and competition in health care, however, shows
that In this market not one ol'al least live conditions necessary tor effective competi-
tion exists. Numerous adjustment* made by soplet¥ reflect Strikingly the problems
caused by these market deficiencies (such &S seriously inadequate intormation or the
presence of major social '-ex_ternalltles”L, f urthermore, even these adjustments-sueh
as medical ethics or health insurance_have generated serious secondary Problems.
Many types of waste and sucial inequity also persist, in spite of all the attempts to
compensate for market failure. In effect, the so-called free market in health care
has survived only because of the extensive re?ulatlons and other actions taken to
Batch it up. Abandoning these adjustments would further aggravate current problems.

nly replacement of free trade by Systematic social planning could hope to achieve
a réealth, tcabrle system that allocates resources and distributes services hath efficiently
and equitably.

In recent years it his become increasingly fashionable to attribute the many serious
problems of the American health care system to "excessive government regulation."
It is argued that a deliberate return to the classical entrepreneurial model of free
trade and competition would solve or greatly reduce our problems of spiraling health
care costs and inaccessibility of needed services. From this viewpoint, then: follow
many political actions to minimise the entire role of governntent-with respect to
both regulation and planning-and to enhance the private sector in health care (1).
Under the Reagan Administration, such strategies have become explicitly dominant.

INTRODUCTION: THE BAMIC ISSUE

The question of whether free Uade with competition, or social planning with
regulation, is the most effective mechanism for governance of the health care system,
has very complex ramifications. Comprehensive analysis of these issues would require
a lengthy book. In this paper, we shall offer only an introductory statement of our

This paper is based on an address on “Cumpelilion in the Health Cate System" presented b
Dr. Millon 1. Koemcr to the Third Annual Michigan Statewide Health Planning Conference, hel
in Dctruit on May 21, 1980.

International Journal o' Health Services, Volume 12, Number 1,1902
0 1982, Daywood Publishing Co., Ine.



112 / Roemer xnd Roemer

nrcument (hat a policy or greater free trade and lesser public regulation of health
services would not reduce but would increase the problems of the U.S. health care
system.

We contend that the current health care systems in the United States and other
capitalist nations have survived to the present day only because they have been con-
tinuously modified by planning and regulation. Without those modifications, the
efTeds of free market dynamics in the health care sector would have been so dis-
astrous, so unacceptable politically, that these systems would have collapsed long ago,
and beer ‘'placed by completely planned and regulated health care systems. In order
to solve .ie still persistent liealtn care problcms-involving costs, accessibility, quality,
and other features-America requires not greater free trade and competition, but
rather much more planning and regulation.

The Wrtues of free trade and competition have long been acclaimed in the modem,
parliamentary, and capitalist world. From early childhood, we become so deeply
convinced of the wisdom of free competition as the best incentive for diligence-in
the classroom, on the athletic field, evcrywhere-that in later life it becomes naturally
accepted as the obvious path to sound social policy.

As well summarised by Anne Somers (2. p. 468). in the wind-up ofa 1977 national
conference of economists on Competition in the Health Care Sector:

Competition ii generally. the moil desirable method of quality control, PFICG-
setting, ar.J resource allocation. In theory, af least, the consumer has the final say,
while “ptoducers ot_providers compete for his favor in terms of quality as well as
price, thus maximizing the incentive to efficiency.

Continuing with her statement of this ideal. Professor Somers states further:

Interference by Government or any other third party in the consumer provider
relationship is non-existent or minimal.... Lvcn in the heal’h care economy, with
all its idiosyncrasies, nty philosophical bus is in the same direction.

Most Americans probably share this notion of the virtues of free trade and compe-
tition in all sectors of society, including the health field; the basic trouble, many
think, is tlia. the concept has not really been faitly tested. Some regard ‘“government
interference" as the major obstiuction. While most would acknowledge problems
caused by monopolistic producers (i.e. health care providers) and by the non-soplusti-
cation of consumers (i.e. patients), these characteristics of the health care industry are
viewed as only minor disturbances that do not nullify the basic soundness of a free
market policy—perhaps modified in small ways

Examining the actual dynamics and experience of free trade and competition in
the health care systems of the United States and other countries, however, one
becomes increasingly skeptical of the whole idea. With respect to a goal of social
justice, one finds not only the inadequacy of the free competition model for governing
the complex processes of a modern health economy, but even its ultimate perversity.
In countless ways, free trade and competition have operated and still operate to thwart
the attainment of social justice in the health sector. Regulation, controls, and numer-
ous other instruments of public policy have been necessary to overcome or neutralize
the harmful social consequences of unbridled competition. These “interventions"
have been gradually replacing free competition with a strategy that may be epitomized
in the phrase “systematic social planning."
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It b relevant to recall the origins of the concept or Tree trade and the theoretical
rationale of competition as its regulatory mechanism. After this, some of the major
consequences of this mechanism in the health sector can be better understood.

ORIGINS OF FREE TRADE AND COMPETITION

Theoretical formulation of the principles of free enterprise-with competition,
its reguiator-as the best path to a just and efficient social order, we all know, came
from a Scottish economist. Adam Smith. His classic Inquiry Into the Namrc and
Causes o f the Wealth i> A'ations was published in 1776, the same year, interestingly,
that another kind of freedom was formulated by American revolutionaries in their
Declaration of independence. In light of the restrictions of free trade and various
other vestiges of feudalism, one can welt appreciate how principles o f oisscz-faire
economics and unlettered competition were a great step forward at the time.

In spite of his eloquent call for a free market, Adam Smith recognized the need,
even in the 18th century, for a certain amount of government regulation. He saw
.this as necessary to prevent monopolies, and he accepted tariffs (trade barriers) as
justified to protect young industries in a nation. This was before the Industrial
Revolution was far along, with its urban slums, sweat shops, 12-14 hour workdays,
and child labor. As against monarchistic and feudal despotism, economic and political
freedom seemed a far preferable general policy.

Adam Smith's 1776 model was also formulated before the great llowering of
science in the 19th century. The monarchy and the chur-.h were being rejected as
the guides to truth Mid justice, but science had not yet acquired the stature to replace
them. Electricity, bacteriology, and other instruments to achieve control over natuic
for the sake or human welfare were to come later. Likewise, rational or scientific
social planning, by which societies could be effectively controlled for the sake of
human welfare, were also to come later. Labor laws, public health legislation, and
social security were products of the 19th century (3).

Thus, the notion of letting each individual be free to pursue his own self-interest
seemed a sounder path to social justice than royal or religious dogma. Unreasonable
or improper outcomes of this freedom would be averted, or at least minimized, by
the “invisible hand" of competition in a free market. The scientific method had
not yet won recognition as a better strategy. It has been the development of science,
and its application both to nature and to society, that makes possible the replacement
of competition by systematic social planning, particularly to meet essentia! neeo such
as health care.

Bef" reporting some of the health consequences of free enterprise and competi-
tion ic last two centuries or so, the relationship between free trade (laissez-
faire) kj.u competitive market dynamics should be clarified. These considerations
are, of course, not limited to the health sector.

FREE TRADE MARKET STRUCTURES

Free trade is the umbrella concept encompassing many types of market mechanisms
which may arise as each individual pursues his own self-interest, unrestrained by
regulation from any source, such as the state. A competitive market is one structure
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which, under certain circumstances, may emerge in a laissez-faire environment. Other
economic structures may also emerge, as often occurs in the health sector.

Thus, as schematized in Figure 1, at least four market structures may evolve under
free trade capitalism. Monopoly or oligopoly can result if one or a few of tire com-
peting producers beat out the others in the competitive struggle. As noted later, this
often occurs in the health sector when technology can yield huge economies of scale,
so that many atomized producers cannot remain viable. A second possible outcome is
long-term contractual arrangements, as when producers and consumers decide to
handle their tram actions through a "health maintenance organization.” The third and
fourth outcomes i.i Figure 1require elaboration.

The process of competition under free trade may also yield a more complex
dynamics. Before reaching an outcome of competitive equilibrium, the market
typically passes through a stage we describe as turbulent competitive disequilibrium.
In this stage, consumers are shopping around (usually with very limited information)
and providers are offering diverse sorts and qualities of product at various prices. The
idealized description of the free market assumes this period of disequilibrium to be
transient, leading rapidly to competitive equilibrium, in which the faulty products
are eliminated from the market. Due, however, to the nature of the doctor-patient
relationship, seriously inadequate consumer information, and other features of the
health sector discussed below, the period of turbulent competitive disequilibrium is
typically protracted. Competitive equilibrium is probably the rarest outcome of free
trade dynamics in the health sector. But even if such an equilibrium is attained, it
may be inefficient, as well as inequitable, in the allocation of health resources (hence
the representation in Figure | of two types of competitive equilibrium).

Figure . Free trade dynamics: tome alternative outcomes.



Consequences or Free Trade ip Health Care / 115

The frequent outcomes of monopoly/oligopoly or turbulent competitive dis-
equilibrium, unless averted by regulation, may be very deleterious to consumers.
Occasionally the outcome of a free market is a long-term contract, which can be
beneficial for consumers (although, as we shall see, even such contracts may require
substantial regulation to protect consumers). In a sense, systematic social planning
aims to extend this contracting phenomenon to a universal one, under specified
conditions.

To understand why the invisible hand of Adam Smith’s free trade seldom leads to
a balanced market structure, with its famous property for efficient allocation of
resources, one may identify at least five necessary conditions for achievement of that
outcome (4):

1. Many buyers and sellers freely interacting. If there are few seller/, at often
characterizes the health sector, competition can hardly operate.

2. No substantial economies o fscale. If such economies are possible, a competitive
solution is not efficient. It is often more efficient to have one large producer (a
"natural monopoly") than many small ones. Price and quality, however, must then
be regulated to protect consumers, in place of competition.

3. Low transaction costs. If arranging the pm-'hasc of a commodity or service is,
itself, a complex transaction, then the use of the market can be very costly and ineffi-
cient. The commonest solution in industry is the firm, which avoids these costs by
internal planning and authority. The hospital is an obvious analogue.

4. Adequate information. If buyers are to exercise reasonable choices in a market
of competing sellers, they must have knowledge about the product being sold. Adver-
tising is intended theoretically to enlighten consumers on the merits of various com-
peting products (although it has been found necessary to regulate to reduce biased
or misleading information). Without clear and reliable information, how' can “con-
sumer sovereignty" be exercised to lead to selections of the "best" product?

5. Absence o f externalities. A transaction entails "externalities" if people beyond
the buyer and seller are directly affected by it. (With significant externalities, even
pure competitive markets arc seldom efficient.) Immunization Is an obvious example;
if one person is not immunized, many others may be harmed. Even if all the other
conditions necessary for a competitive equilibrium hold, with significant externalities
it will not be efficient.

These five conditions are not the only ones necessary for static efficiency of a
competitive market, but they are sufficient to show the inapplicability of the concept
to the health sector. On the other hand, free competition is often heralded for its
dynamic efficiency, in leading to technological innovation. Adam Smith’ invisible
hand, some argue, is more important in this dynamic sensc-that is, competition as
the mother of invention, the stimulus to technological innovations and advances.
However valid this may have been in the past, how true is it today? By far, the lion’s
share of scientific research is funded by government and philanthropy, not by com-
peting entrepreneurs. In 1978, private industry supported 28 percent of the cost of
health-related research, compared to 72 percent from government and philanthropy
(5). The contribution to basic scientific knowledge from entrepreneurial research ts

doubtless smaller than 28 percent.
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Before proceeding to empirical facts on free competition in the health sector,
enether word is necessary on the process schematized in Figure 1. By what mechanism
docs laissez-faire dynamics lead to competitive market equilibrium? In theory, with
many buyers and sellers, those with a poor product or too high a price lose out and
disappear. Competition supposedly weeds out the inferior sellers, until only those
r/ith an optimal combination of price and quality (for the consumer) remain. Nc
one claims any harmonious efficiency during this period of disequilibrium, but it is
commonly assumed to lead rapidly to efficient competitive equilibrium.

We have noted five conditions necessary for that outcome; if any one of these is
absent, an efficient market equilibrium will not be reached. Instead,, the injurious
instability wD! persist, monopoly will emerge, a long-term contract may result, or an
inefficient equilibrium may occur which misallocates health resources (each with its
own persistent problems, fis discussed below). Even if an efficient competitive
equilibrium is attained, social equity still cannot be as'.ured.

What, in fact, are the workings of free trade and competition in the medical
market: To what extent do the operations of the market result either in the long run
or the shOit run, in “quality control, price-setting, and resource allocation"” that is
“desirable™ or optimal for achieving the best results for the individual and for society?
What is the empirical evidence on the consequences of the free trade and competition
model in the health sector?

The harmful effects of a social or socioeconomic idea can be reflected in two ways:
first, by identification of actions taken by society to reduce those effects, and second,
by recognition of problems that persist and have not yet been fully corrected. Below
we offer evidence of the first type: adjustments found necessary to compensate for the
ill effects of the free market over the past century.

ADJUSTMENTS FOR THE ILL EFFECTS
OF FREE TRADE AND COMPETITION

One might offer scores rf examples of social programs launched to intervene in
the free market, insofar a> its normal operations have yielded significant social
problems. Many of these problems are perceived as failures to achieve social justice,”
or more specifically equitable response to the personal health needs of people. Some
of the problems, as we will see, relate to economic waste; still others involve explicit
herm to people.

Exposition of these social adjustments may be offered in accordance with the five
conditions necessary for the effective operation of a free competitive market, as
explained earlier.

The Need for Many Buycm and Sellers Freely Interacting

The ordinary medical cate process is L/.illy conducive to comparative shopping
by patients among many sellers of medical care. An essential requirement for effective
doctor-patient relationships is long-term continuity in the linkage of the patient with
a particular doctor; the very act of consulting another physician jeopardizes this
relationship. Yet the initial choice of a doctor is often based on happenstanccs such
as geographic location or a chance recommendation.
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Little has been done deliberately to assure free interaction of many buyers and
sellers of primary health care. An unpinned or spontaneous social adjustment,
however, has been the great expansion of hospital “emergency" services, in response
to the difficulties of patient access to ordinary primary care (6). In effect, the spiraling
utilization of hospital emergency departments for non-urgent primary care has been
an adjustment to the lack of adequate numbers of primary care docton in American
communities.

Perhaps a more deliberate adjustment to the sparsity of sellers of primary medical
care has been the U.S. movement of the 1960s and 1970s to train substitutes for the
general practitioner, in the form of physician assistants and nurse practitioners. It is
noteworthy that other affluent nations with adequate supplies of geneulists have not
employed such a strategy (7). Many types of federally subsidized community health
centers in poverty areas have been another American adjustment.

With respect to secondary care, specifically surgical operations, intervention to
permit comparisons between sellers has been deliberate. Health insurance plans have
introduced procedures for “second surgical opinions"-not to determine (he lowest
price bid. but to permit the patient to decide whether the surgery is truly necessary
in the first place (8). Yet even this process has been opposed by medical societies as
“interference in the doctor-patient relationship."

No Substantial Economics o fScale

The social adjustments induced by the clear existence of economies of scale and
the associated “natural monopolies" have been numerous.

After discovery of the Salk vaccine against poliomyelitis, the restricted licensing
of a few large pharmaceutical firms to produce ihe vaccine was done in obvious
recognition of the economics, as well as quality controls, in such restriction of com-
petition. The same policy is pursued with respect to production of all vaccines in
many capitalist countries, not to mention the socialist countries.

In organized health care settings, the irrationality of the competitive free market
model has long been evident. Hospitals, for example, continue to make exclusive
contracts with radiologists and pathologists, even though this bars competition in
these specialties (9). Without such contracts, hospital care would be less efficient end
even more expensive than it is. The same basic concept of structured “closed staff"
hospitals has been found to promote efficiency and quality for ail specialty services
in general hospitals throughout most of the industrialized world (capitalist and
socialist) (10).

In normal comprehensive health planning, the implementation of “certificate of
need" legislation to authorize new hospital construction is an obvious recognition of
the value of restricting competition due to the benefits of natural monopoly (I1).
Quite aside from the wastefulness of superfluous hospital beds generating unjustified
utilization (sec below), multiple small facilities in a community are moie costly and
less effective than a larger integrated facility. Similar policies govern the authorization
of new pharmacies in an area, even in an entrepreneurial nation like Belgium (12).

Low Transaction Costs

The bewildering complexities of the medical care system have induced all sorts
of adjustments to the high costs of the whole transaction process.
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Group medical practice is one such adjustment (1?). Over the last 40 years it has
grown rapidly, as an adjustment to the complexities caused for the patient by speciali-
zation in medicine, and in spite of its reduction of competition. Thus, a reduced
choice of specialists is traded off for the benefits of professional teamwork and greater
convenience for the patient. The elaborate integrated mechanism of the general
hospital is also, of course, an adjustment to the economic and logistical monstrosity
that would result if each of the hospital's hundreds of services were to be sold as a
separate market transaction.

The operations of virtually all programs of organized health care delivery are
further demonstrations of the high cost and inefficiencies of multiple separate
transactions. Tliis may be illustrated by governmental health programs from the
magnitude of the Veterans Administration 175-hospitaJ network down to a Health
Department prenatal clinic in cne small town.

Consider the transaction costs involved in the rehabilitation of a patient with 3
serious disability. His needs for physician services, drugs, hospitalization, physical and
occupational therapy, perhaps prosthetic appliances, occupational retraining, job
placement, and much more are bewildering. The process is so complex that highly
directive vocational rehabilitation programs have had to bo organized in all states,
under which “vocational rehabilitation counsellors" cut through the complexities
xnd make decisions for the patient, rejecting the competitive process with its high
transaction costs.

Adequate Information

The (uficicncies of information available to the consumer are perhaps the most
widespread obstacles to the efficient operation of a free health care market. A catalog
of fill the social adjustments stimulated to cope with this problem would be very
lengthy, i.idced, and only a few can be cited.

f te competition gave rise to countless numbers and types of unqualified practi-
tioner., particularly with the growth of cities in 19th-century Europe and America.
How could the average consumer be expected to distinguish the knowledgeable
physician from the imposter? Licensure in medicir.e (and later other professions) was
the solution adopted throughout the world, even though it dearly reduced competi-
tion (14). Such restriction of the free market was preferable tc the tragic consequences
of treatment by chafi.'ans.

But even licensure his been an irnperfert solution in the United States, as state
legislatures, clinging to free market concepts, have licensed chiropractors in almost
every state; this is not merely to treat vertebral disorders (lor which there may be
limited justification), but to handle every type of disease (IS). Moreover, medical
licensure laws have been widely misused, to protect the “competitive pos>'.,on" of
existing practitioners rather than to safeguard consumers. Yet no state has been
willing Jo risk the disasters that might follow from revoking licensure legislation.
Instead, licensure boards are being reconstituted to include consumers as spokesmen
for the public interest (16).

Some have looked upon professional licensure and similar forms of regulation
as a strategy for prohibiting innovation that might be sound. They point to the lung
history of opposition to new ideas by orthodox medicine—o" isition to smallpox
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vaccination, to the infectious cause of "childbed fever” and even to the pasteurization
of milk (17). The negative American attitudes today about the use of trained midwives
'for norma] obstetrical deliveries or of New Zealand-type "dental nurses” for the care
cf children are put in thr same class. But the latter types of health personnel are, In
fact, productively used in dozens of countries. Their non-acccptance in the United
States is not caused by regulation but by the political effectiveness of the medical and
dental professions in suppressing competition. When and if public pressures are
mounted to change the licensure laws, these reasonable types of health personnel
will be licensed in t* e United States, as they are elsev here.

The countless tragedies from misiufomiation-oftcn deliberately false claims-about
drugs make a long and distressing saga. In the United States at the end of the !9th
century, the unfettered free market was particularly adventurist; among other things,
drugs were manufactured, labelled, and sold with complete abandon. The result was
enormous deception of people by grossly false claims on packaged medications, with
resultant waste of millions of dollars and doubtless thousands of lives, in response,
the U.S. Congress passed the tint Food and Drug Control Act in 1906, greatly restrict-
ing the free market in drug production and sales. It took additional tragedies in 1939
(scores of infant deaths from a lethal "elixir" of sulfanilamide) and in 1962 (hundreds
of limbless babies born to mothers taking "thalidomide") to bring further lightening
of drug control legislation against the abuses of competitive free enterprise in the
U.S. pharmaceutical industry (18). .

The workings of hospitals have long been far too complex to be evaluated by the
average patient, even by the average community physician. Many facilities lacked
proper laboratories, surgical equipment, or nursing staffs, but how was the outsider
to know? In response, non-governmental action was taken first in 1919; this evolved
into the Joint Commission on Accreditation of Hospitals in 19S2 (19). Thus, infor-
mation about hospitals is provided to potential users (or buyers of hospital service)
through an emblem of appraval, in spite of this indirect interference with free com-
petition for the patient’s peonage. Even so. an emblem of quality may not protect
the consumer, since the hospital is ordinarily chosen not by him but by the docior-
who may (and often docs) have his own reasons for selecting a non-acctediled facility.

Absence o f Externalities

In the health sector, externalities abound with particular force. Each person’s
health status affects the health and welfare of everyone else. As a practical matter,
therefore, nations at all stages of capitalist development have taken actions to assure
the distribution of health care quite outside the mechanism of a free competitive
market. One may not always appreciate the abandonment of laissez-faire dynamics
that these actions constitute.

The rise of insurance for health care-first voluntary, later mandatory-was an early
response to recognition of the societal importance of assured medical care at times of
need. In the 19th century, as medical care became a market commodity (available only
from charitable sources for the very poor and destitute), mutual insurance societies
grew up in Europe to pay doctor bills for low-wage workers. Eventually in the 18S0s,
Germany enacted a law mandating "sickness insurance” for low-wage workers, and
launching the concept of social security. Both the private and public forms of health
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care insurance spread to many other countries (20). Not until 1965 did the United
States enact any social insurance for general medical care, limiting it to the aged.
Mandatory or social insurance constitutes a major adjustment to the problems of the
free market ideology (21). To a lesser extent, the same is true of voluntary health
insurance. By spreading sickness risks over many people and over periods of time, the
constraints of price on individual demai.d, when sickne..." strikes, are greatly reduced;
the degree, of course, depends on the nature of copayments, deductibles, and other
“cost-sharing” requirements that may be imposed (22). Prevention of insurance
“abuse” by either patient or doctor-the so-called “moral hazard" of insurance-en-
gendcrs all sorts of surveillance and policing in any insurance program. With all their
weaknesses and faults, which are many, both voluntary health insurance and Medicare
for the aged mollify the worst effects of the classical market mechanism in the dis-
tribution of medical care (albeit through introduction of another market for insur-
ance).

To provide medical care for the poor-for those without even, the low but stable
incomes adequate for insurance-other adjustments have long been made. General
revenue support of the U.S. Medicaid program is only the latest in a long saga of
social measures to finance needed medical care that poor people were unable to
purchase in the free market (23). Parliamentary governments could ignore the brutali-
ties of a market price for all care of the sick only at the risk of deaths in the street,
mass rebellion, and social revolution. Compromising the free medical market, with
tax-supported health care for the poor, was a much more prudent solution taken
throughout the world, if only to maintain social order. The introduction of social
security under Bismarck wasmot designed to extend democratic rights and liber-
ties, but rather to weaken the risir." socialist movement among European workers
(24).

The entire field of preventive medicine and public health has developed out of
recognition of the crucial “externality” that each person’s health care affects the
well-being of all others. This has long been obvious for immunizations and other
measures of communicable disease control; compulsory vaccinations, isolation, and
quarantine have been implemented for centuries. Although less obvious, the same
principle applies to health education on behavior to reduce the risk of chronic non-
communicable disease. We need not fall into the trap of blaming the victim for Ids
“life style" in recognizing the Importance of social measures (e.g. bans on cigarette
advertising) to discourage harmful habits (25). Such social measures must operate
not only outside the arena of free trade, but even as a frontal assault upon it.

These specific adjustments to the ill effects of a free market in the health sector
may constitute enough empirical evidence of its grave inadequacies as a means for
reasonable allocation of resources in society. All five of the conditions necessary for
the market to serve as an efficient distributive mechanism are seriously lacking.

But the ill effects of free trade and competition in the health sector are shown
in other ways. Returning to the process modeled in Figure 1, one must recognize
the development of mono|K)ly/oligopoly on the one hand, and semi-market con-
tractual arrangements on the othcr-channcls of development 'hat do not even lead
theoretically to competitive market equilibrium.
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OTHER OUTCOMES OF FREE TRADE IN HEALTH CARE

The obstructive and anti-social rise of monopoly in the health sector has occurrt.d
again and again. Actions taken in response to this problem have led, in turn, to
injurious secondary effects.

The U.S. pharmaceutical industry has engaged repeatedly in collusive price-fixing
in restraint of trade. Convictions, such as that achieved for pegging the price of anti-
biotics to yield superprofits to several major firms after World War 11, were widely
publicized (26). But such exposure of monopolistic practices is probably only the
iceberg seen above the water. Is it not significant that the U.S. phannaceutical
industry has long had the highest rate of profit of any type of enterprise (27)-higher
than the steel industry or the manufacture of romputers?

Medical societies have long used “ethics” as a constraint against development of
innovative patterns of medical care delivery. Their strategy has been essentially
monopolistic. Agreements among producers to stifle innovation sabotaged the ability
of competition to regulate the whole free enterprise system.

There were other more subtle ways, however, that private physicans could block
the development of competitive new patterns of health care delivery, designed to
give consumers a better deal. Consumer cooperatives getting their medical care through
group practice clinics constituted one such pattern; doctors in these clinics could
be barred from admitting their patients to community hospitals, dominated by private
solo practitioners. Exactly such a tactic was used by the Medical Society of the
District of Columbia, along with the American Medical Association, in an attempt
to destroy the Croup Health Association of Washington, D.C., in the 1930s. It took
legal action in the courts to stop this assault on competition from new health care
ideas, resulting in the 1943 conviction of the AMA for criminal conspiracy in
restraint of trade.” (28) In spite of this watershed dcci.-ioii, medical societies continue
to apply social ostracism and other subtle stra n-ies against physicians who would
deviate from the status quo ufprivate fec-for-service medical practice.

The development of long-term contractual arrangements under free trade in the
health sector has taken several forms. While constituting partial departures from
conventional market arrangements, each of these mechanisms has generated secondary
problems, which in turn require regulatory controls.

Recognition of broadly accessible health care as sound social policy led to the rise
of health insurance-first voluntary and then mandatory-as discussed earlier. Insur-
ance overcame the obstacles to accessibility erected by market prices for medical care;
but, in the absence of regulation, it generated much unnecessary service to enhance
the earnings of doctors and hospitals.

In reaction to this abusc-that is, a serious flaw in the very mechanism (health
insurance)-designed to adjust for the inequities caused by the free market-numerous
corrective adjustments have become necessary. In most countries official fcc-schedules
for medical services have been established, freezing price competition, and in the U.S.
Medicare program various constraints have been put on the determination of “reason-
able, customary, and prevailing" doctor fees. Under 1972 law, PSROs (professional
standards review organizations) were set \p throughout the nation to monitor the
propriety of all services in hospitals financed by both Medicare and Medicaid (29).
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It has also been found necessary to establish a federal Office of Fraud and Abuse,
to cope with professional misconduct. Thus, socially planned insurance, organized
to assure accessibility to health care, generates secondary problems, unless the
economic freedom of vendors is regulated.

Health maintenance organizations (HMOs) are the most recent striking expression
of a diversion to long-term contractual arrangements, in response to free market
problems. The HMO is basically a strategy for complete removal from the orbit of the
market of a population of patients and he-; 1th care providers. Buyers and sellers make
an agreement, a fixed-price contract, fo' future delivery (usually for one year) of
needed medical care. This mechanism hai been found to be so effective in controlling
the cost escalations of the free medical market, that in 19.73 federal legislation was
enacted to promote it (30). The growth of HMOs has been slower than some had
hoped; the reasons are many, but a major one is doubtless the opposition of private
medical entrepreneurs precisely because the HMO constitutes such a departure from
free market dynamics. It greatly modifies the profit incentives to maximize sales.
Moreover, the HMO is regarded as an incursion on physician freedom and a first step
in a broader assault on the medical market.

At the same time, HMOs have not been an unmixed blessing; they have given rise
to new forms of abuse. In the early 1970s, to reduce medical care expenditures for
the poor, California and certain other states actively encouraged the establishment of
HMOs for Medicaid-eligibies. But these “prepaid health plans” (PHPs) were allowed
to operate without any official standards; as a result dozens of unscrupulous organi-
zations were formed, giving seriously deficient services (31). With fixed monthly
payments from the state government assured, the PHPs gave grossly inadequate ambu-
lator}las well as hospital care; an indigent patient would have to be at death's door
before he was admitted to a hospital. It took widely publicized evidence of scandalous
medical neglect or fiscal abuses to lead to new state regulation of these Medicaid
HMOs. Only after this corrective action were the corrupt HMOs eliminated (32).

Others have spoken glowingly of the HMO as the crucial strategy for achieving the
benefits Oi free competition in the U.S. health care system (33). The fundamental
merit of the HMO concept is, in fact, its modification of the usual profit motive of
maximizing the sale of medical services, toward an opposite motive of minimizing
serviccs-prcsumably through “maintenance of health.” But the dynamic is far more
complicated than this, and the potential for abuse is enormous, as shown in the
California experience.

The allegedly effective competition among several HMOs in one midwest metro-
politan area has been widely acclaimed (34). Its replication elsewhere or, indeed, its
continued integrity in Minneapolis may be reasonably expected only if cautious state
regulation and painstaking consumer education prevent the abuses experienced in
California in the 1970s. (It is relevant that Minnesota’s current statutory regulation of
HMOs is especially rigorous.) Regulatory safeguards would be needed against still
other potential abuses in “selection of risks" or “preferential pricing," which have
long caused inequities in the commercial insurance industry (35). Whether the burden
of public regulation necessary to assure equity and efficiency-under a system of
HMOs competing with each other and also with other health insurance programs-
would be less than under a wholly planned health care system, is very doubtful.
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UNSOLVED PROBLEMS OF THE FREE MARKET

Beyond all the evidence of free market failure, reflected by the many adjustments
stimulated in response, there are a host of persistent problems on which little action
has been taken or the attempted corrections have been ineffective. Only some of the
most prominent of these unsolved problems need be briefly noted:

High and endlessly rising costs of medical care are probably the most prominent
unsolved problem in the whole contemporary health sector (36). Several of the adjust-
ments just reviewed have been directed to cost controls, but expenditures continue
to mount. Some traditional economists argue that the regulatory constraints on com-
petition are the cause of cost escalations-as though the many inherent obstacles to a
free competitive market in health services, reviewed above, did not exist. The numer-
ous imperfections of the competitive process in the health sector have not been
sufficiently corrected by regulation, on the one hand, nor replaced by systematic
planning, on the other. Prospective global budgeting of hospital operation, for example
(not to be confused with prospective per diem reimbursement), is not implementable
in the current pluralistic American health economy, ft is these realities of halfway
regulation, combined with hallway competition, that yield inflation of health care
costs.

While professional licensure has eliminated the worst chicanery from the medical
care market, it has not gone far enough. Disciplinary actions taken against even grossly
incompetent doctors are notoriously weak. The beginnings of mandatory continuing
education, enforced by requirements for periodic icliccnsure of pharmacists,
physicians, nurses, and others in a few states, point up the need for great extension of
such policies (37).

Excessive medical, and particularly surgical, specialization in America has led to
many difficulties, most prominently a serious shortage of primary care doctors.
Under the Health Professions Educational Assistance Act of 1976, training grants
have been designed to favor residencies in primary fields of medicine. Much more
is needed, however, to assure the appropriate access of everyone to a continuing and
reliable source of primary health care (38).

Geographic maldistribution of physicians and other health personnel-causing
serious handicaps for rural populations-is a problem plaguing the health care system
of every capitalist nation. Wi.ilc many factors account for this problem, the operation
of the free market is important among them;most rural people are relatively poor and
lack the purchasing power for proper medical care. Many countries have coped with
this by scrapping market mechanisms, and requiring a period of rural service from all
new medical graduates. Norway has its highly developed “district doctor" system,
and the United States has its modest “National Health Service Corps." (39) Far more
powerful measures arc needed, if this major inequity of the free medical market is
to be corrected.

Permeating the American free market in health services is the paradoxical problem
of "supply creating dcmand”-fundamcntally because the seller (doctor) rather than
the buyer (patient) makes most of the decisions on the health services to be obtained
and paid for (40). The problem has been most conspicuous with respect to hospitali-
zation and its spiraling costs, and yet one wonders why it took untd the late 1950s
to recognize the dynamics.
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As the rise of U.S. hospital costs accelerated in the 19S0s, attention became
focused on possible "ovcrutilization." It was charged that, because insurance had
eliminated the constraints of price, patients were "abusing" it and consuming more
hospital days than needed. One would have thought patients could check into a
hospital, as into a hotel. Studies at Cornell's Institute of Hospital Administration,
however, showed thzt-with almost any ratio of hospital beds in a community, high
or low-doctors managed to keep those beds filled at about the same occupancy level
(41). As a result, New York State enacted in 1964 the first "certificate of need" law
to control hospital bed supply. Soon many other states did the same, and federal law
in 1974 made such regulation virtually nationwide (11). What a strange commentary
on the operations of the free market model of supply, demand, competition, and
pricel Excess supply did not bring down the price, but caused greater overall
expenditure”

Indeed, excess hospital, beds have resulted not only in higher rates of patient-day
utilization, but even higher costs per day, as competing hospitals acquire superfluous
technology in order to attract doctors. How can more CT (computerized tomography)
scanners be justified in Los Angeles County (some 65 units for a population of
7,000,000) than in all of Great Britain (population of 55,000,000) where the machine
was invented? (42). The low point in hospital enticements to doctors may have been
reached in May 198C, when evidence was disclosed that a supposedly prestigious
institution, with low aed occupancy, was operating a “call girl service" for doctors,
to induce them to ac'mit patients (43). Legal prosecution, of course, was necessary.
With respect to CT scanners or excess hospital beds, planning agency dccisions-hardly
distinguishable from regulaiicn-are necessary to control the extravagances of the free
market in hospital care. Not many states, however, have been as forthright as
Michigan, in passing legislation to deliberately reduce excess hospital capacity (44).

Evidence that supply creates demand has now accumulated for every component
of the health care industry, not only for the use of hospital beds (45). Surgeons create
"demand" for surgical operations, the benefits of which arc far from established (46).
In Canada, the in-migration of foreign medical graduates was stopped a fcwyc«rs ago
when h was learned that each new physician meant an expenditure of some S300.000
-about 40 percent for his own gross income and 60 percent for the hospital and other
secondary services that he generated. Similarly, a steady increase in the U.S. doctor-
population ratio has led not to any decline in prices, but to a rise in aggregate
expenditures.

Partial or half-way planning leaves many problems unsolved. Thus collectivized
financing along with entrepreneurial delivery of service creates enormous problems in
surveillance of quality and expenditures For reasons explored earlier, insurance,
taxation, and other third-party sources of finance have been mobilized everywhere
to help achieve health care equity. At the same time, everyone agrees that third-party
payment inevitably dulls or eliminates both the doctor's and the patient's sensitivity
to price. Such social financing, nevertheless, is quite properly designed to facilitate
the seeking of health service in the first place. Thus, for the lion’s share of total
health care costs now supported by third parties, the free market has already been
largely abandoned (47). Yet, monitoring medical care fee claims under third-party
financing programs is enormously difficult and seldom effective.

Within the field of health insurance, insofar as competition operates among carriers.
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Its effects have promoted inequity. The commercial insurance practice of "experience-
rating"-decreasing premiums for the young and healthy, and increasing them for the
aged and disabled-has forced the non-profit insurance plans to follow suit or lose their
enrollment (48). The only solution to this perverse dynamics would be a system of
universal social financing, within a framework of cither enormously regulated compe-
tition or systematic social planning.

Zealous devotion to concepts of the free market and competition has led to the
rejection of “ethical” bans on medical advertising (49). The importance of consumer
accessibility to complete objective information is one thing; freedom of advertising
is another. Even with the utmost scientific effort, evaluation of cither the “process"
or “outcome" of health services is extremely difficult to carry out, let alone to report
lucidly. Take note of the limited impact of the U.S. Federal Trade Commission on
the advertising of so-called “ethical drugs"-as revealed each month in the highly
authoritative Medical Letter on Drugs and Therapeutics-in spite of the relatively
broad powers vested in government by the Food, Drug, and Cosmetic Act. Objective
information should be broadcast by government or some neutral body, not by parties
obviously trying to sell their own particular products. Are we to welcome to the health
care industry the skillful distortions with which advertising has glamorized cigarette
smoking, liquor consumption, and other garden paths to disease and death?

Inadequate consumer information persists in plaguing a free market health care
model, despite the most earnest efforts, to ameliorate it through education. To the
extent that a patient may have an impact on the doctor's decisions, he must be in-
ordinately knowledgeable. Even if he or she is. it is rare for the patient to prevail over
the judgment of the doctor. Not many patients are as sophisticated as Norman
Cousins who, aided by a physician of exceptional humility, cured himself of an
incurable disease (50). For every Mr. Cousins, (here are thousands of other patients
whose non-compliance with (heir doctor’s prescription of anti-hypertensive drugs,
for example, leads to fatal strokes.

The problems arising from the complexity of medical information, beyond the
understanding of the vast majority of consumers, can be tragic. The choice of a faulty
product (e.g. an incompetent doctor) may be prolonged disability or death. Rapid
technological change creates new information requirements almost daily. If new
drugs could freely enter the market each week, there could be endless human tragedy
and waste as consumers tested each product. (Regulation, of couise, has been neces-
sary to bar this.) Even alter a product has been purchased and consumed, how can the
consumer judge its value? Health outcomes depend on many environmental, genetic,
and other factors outside of medical care.

Market mechanisms may achieve reasonable distribution of some luxury goods
and services, such as fancy clothing or night-club entertainment, but they cannot be
expected to work soundly for health care. Regarding services accounting for 80-90
percent of health care costs, decisions in the last analysis are made by the doctor, not
the patient. How can one expect consumer preferences to govern the flow of products

in the medical market (51)?
Finally, one need only take note of the magnitude of "unfinished business” faced

by the nation’s 212 local health planning agencies, to recognize the enormity of health
deficiencies remaining in the Irec market of health care. It has not been excessive
regulation, but the consequences of the free market that led to establishment of
Health Systems Agencies as mechanisms to cope with excess general hospital beds,
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health carc cost-containment, emergency medical services, environmental health
protection, perinatal intensive care, and rehabilitation scrvices-to name only some of
the problems recently identified in the planning of one local HSA (52).

Health pi. nning (national and local) constitutes, after aU, a series of interventions
in the free market of health care, designed to correct its many failures.

IN CONCLUSION-SYSTEMATIC SOCIAL PLANNING
OF THE HEALTH SECTOR

We trust this is enough of a recitation of the failures, distortions, wastages, and
human inequities of the free market in health carc to clarify our reasons for rejecting
it. and preferring a strategy of systematic social planning. The failures of a free market
in health carc to achieve effective allocation of resources for meeting the needs of
populations have been gigantic. Some entrepreneurial voices even reject as “naive” the
very concent of needs, and wish only to consider "effective demand” in a market.
Yet, the market has not been completely abandoned in capitalist nations, only because
countless corrective measures have kept patching it up.

Entitlement to health care, unlike most other goods and services, has come to oe
recognized throughout the world as a “universal human right.” (53) The rationale is
both humane and pragmatic. To implement its distribution, one cannot be satisfied
with a free market mechanism that treats health carc fundamentally as a commodity
to be produced for profit and sold. A pig trough philosophy of access has been
rejected. The incompatibdities between these two concepts of health care-as a com-
modity for sale versus a basic riglu-arc overwhelming.

In broad terms, an agenda for a systematically planned health care system is not
difficult to summarize: (a) universal population coverage;(b) comprehensive services,
based solely on nced;(c) emphasis on prevention through integration with treatment;
(d) health personnel trained at public expense to serve in coordinated teams; (e) health
facilities public and regionalized; (f) quality regulated through built-in organizational
structure (rather than external surveillance); and (g) fully collectivized financing (54).
In a word, a planned social system would replace the vagaries of the competitive
medical market. Consumer choice would not disappear (e.g. for Doctor A rather than
Doctor B), but it would be constrained by conditions under which one person’s choice
does not thwart reasonable response to another person’s need.

The way of science, which matured only after the days of Adam Smith, has far
more effective strategies to offer, both along the biological and the social dimensions
of health carc. Health services can be effectively distributed not by the tools of price
or non-price competition, not on the basis of personal affluence, gcograpliical location,
social position, educational sophistication, or any other of the features on which free
market dynamics depend. The production and distribution of health services can be
based on their scientifically demonstrated value and on the differential needs of each
human being (55).

The strategics required to construct a soundly planned health carc system are not
simple, nor free from the possibilities of error. Each of the above seven attributes of
such a system requires vast information and sophisticated judgment in the arena of
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both economics and politics. If one prefers an option of modifying the ftee market,
however, the requirements for regulatory intervention are no less-if efficiency and
social justice are to be attained. Programs of this sort, formulated by AUin Enthoven
(33) and others, would require elaborate administration and constant regulation.
These complex issues and options must be discussed, but the issue before us is the
past and present medical markets. We believe it can be demonstrated that deliberate
and systematic social planning of the health services can be more effective, less subject
to the evils of corruption and inequity, than the most judiciously regulated model of
the free competitive market. The lessons of history on the perverse social conse-
quences of the pursuit of individual self-interest in the health sector are abundant.
The human and social benefits of rational scientific health planning are demonstrable
throughout the modern world.

In this paper, we have addressed the ascending wave of opinion in the United States
that current difficulties in the health sector arise from “too much" regulation, and
that the path to efficiency and justice lies in uninhibited competition and free trade.
An objective assessment of past experience, we believe, points to a path in exactly
the opposite direction.
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ices.

Abstract

This study examines hospital capital investment among Massa-
chusetts short term general voluntary hospitals between 1907 and
1976, and assessVs the impact of Certificate of Need (CON) regu-
lation. A profile of capital expenditures for fiscal years
1967 1976 was developed from Massachusetts Rate Setting Com -
mission data for 26 sample hospitals, stratified by teaching status
and Boston versus non-Boston location. Case studies were con-
ducted in nine sample hospitals to explore the determinants and
consequences of major capital projetts undertaken by the institu-
tion. Knormous capital expansion took place from 1967 76.
Hospitals in areas of rapid population growth significantly in-
creased their bed size; other hospitals replaced or modernized in-
patient facilities, and expanded ambulatory care capacity. All
hospitals significantly expanded their ancillary service capacity.
W ith respect to the impact of CON regulation, the evidence re-
vealed that by 1976 and beyond, CON review had reduced all
dimensions of project scale and cost by as much as two-thirds of
Wgii;do-u "i]" eeil
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Broadly speaking, certificate of need laws are grounded on the
assumption that a primary reason for spiralling health care costs
lies in the existence of duplicative and inappropriate facilities
and services. To avoid perpetuating this problem, it is necessary
to curtail the construction of new facilities and the provision of
new services unless they can be shown to be needed. The ra-
tionale for certificate of need is compelling. However, there are
many who doubt that the substitution of a regulatory mechanism
for an admittedly imperfect market mechanism will improve the
situation. On the other hand, it is the failure of the market sys-
tem. embodied in the so-called “Roemer effect” which posits that
the existence of hospital beds creates a demand for them, that
certificate of need programs arc designed to correct. How well
these programs work isstill an open question.

This report presents a summary of Ph.D. dissertation research
supported by the National Center for Health Services Research.
The study examines in detail hospital capital investment under-
taken by Massachusetts short term general hospitals between
1967 and 1976. Patterns of capital expansion arc compared for
teaching versus nonteaching, and for Boston versus nonBoston
hospitals, and special emphasis is placed upon assessing the
impact of certificate of need legislation. It is hoped that this
report will contribute to our understanding of the regulatory
process and the reactions of those who are involved.

Gerald Rosenthal. Ph.D.

March 1981
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During the past decade the rapid and continuing increase in the
costs of medical care has emerged as a major health policy issue
at all levels of government. Leading the health care cost spiral
has been the acute care hospital sector; expenditures for hospital
services constitute the largest portion of total health care spend-
ing, 40 percent in recent years, account for more than halfof the
government share, and since the enactment of Medicare and
Medicaid in 1965 have risen almost twice as fast as outlays for
other categories of medical care. Most efforts to curb the in-
crease in health care costs have therefore been focused on acute
care hospitals.

Analyses by several different investigators have now established
that approximately half of the total increase in hospital costs
since 1960 has been attributable simply to inflation —that is, to
the increase in the wages and prices in the hospital sector that
would have been required simply to produce the same level of
service over time. The remainder of the increase, however, stems
from the inexorable growth in the sophistication of labor and
non-labor inputs required to produce the ever more complex
services that now comprise a hospital admission or “patient
day". Capital expansion —the construction of new facilities, the
addition of new beds and services, and the investment in new
"equipment-embodied technology” —has long been recognized as
one of the major vehicles through which the intensity of hospital
care isincreased. As a result, the creation of mechanisms to limit
capital investment by hospitals, and particularly the enactment
of Certificate of Need (CON) regulation, have received early and
continuing prominence ;n state and. federal government strat-
egies to contain rising health ear<costs.

Despite the importance of hospital capital expansion and of
Certificate of Need, neither the factors influencing hospital
capital investment nor the impacts of CON upon them have been
examined in detail. Not even the actual composition and pat-
terns of hospital capital expenditures over lime have been tie-



termined because the sources of readily available data are too ag-
gregated to reveal any but the most obvious changes in total beds
and total investment. Yet an understanding of the nature and de-
terminants of hospital capital expansion is essential to the evalu-
ation of the impacts of current regulatory mechanisms and to the
design of more effectivt strategies to shape future investment.

This study was conducted to Fill some of the gaps in current
knowledge about hospital investment behavior and its response to
regulation. Previous investigations either examined hospital
capital expansion or attempted to evaluate the process and out-
come of Certificate of Need. By contrast, this study employed a
design that combined an in-depth analysis of the amount and
composition of capital investment across the whole voluntary
hospital industry in one state, both before and after the introduc-
tion of CON regulation, with an examination of the implementa-
tion of the CON program itself and of the changes in the nature
of hospital investment resulting from the presence of CON. Study
findings, therefore, offer insights into the dynamics of hospital
capital expansion and the impacts of CON that previous work
could not provide.

The study focused on short-term general non-government non-
profit (i.e. voluntary) ho.pitals in Massachusetts over the period
Fiscal Years 1967-76, five years prior to the enactment of CON
regulation in the Commonwealth on November 15, 1971, and
five years following CON implementation, and addressed the fol-
lowing major sets of questions:

* Is there a basic pattern of investment followed by all hospitals
or by certain categories of hospitals, such as teaching versus non-
teaching institutions? In particular, how frequently does invest-
ment in beds occur and is there a relationship between invest-
ment in beds and investment in ancillary services?

e What are the incentives, opportunities, and constraints that
have governed a hospital’s choice of investment projects? Have
these determinants varied by type of hospital and/or time-
period?

e How much of hospital capital expenditure falls under the aegis
of CON review and what, therefore, isthe potential of this mech-
anism to limit future capital expenditure?

e What is the lag between the imroduction of CON regulation
and the time that capital expenditures reviewed by CON first
appear in a hospital's asset base? When, therefore, can CON im-
pacts be appropriately examined using "ultimate"” outcome



measures focused on the amount and composition of hospital in-
vestment? What measures of more "intermediate” outcomes can
be used to evaluate CON performance in the interim?

* How have the Certificate of Need program, the prospective re-
imbursement programs ol the Rate Setting Commission, and the
broader planning efforts under P.L. 93-641 affected hospital in-
vestment behavior in Massachusetts? What chrmges in current
regulatory policies and procedures might establish more binding
constraints on hospital capital expansion?



TABLE 1: Sample composition and its determination using optimal allocation

Stratum Stratum Stratum Sample
site standard site
INhi deviation * (on)
tin Thousandsl
tshl
Major teaching .o | rr— 10 5
Boston 7 S7.100 3
NON BOSEON v 3 6,200 2
LeSSEr tRACNING mummmmememsmmemersmssmensrssmensnsssonnes 7 4
Boston 5 8,900 3
~Non Boston 2 6,700 1
Limited teaching... 5 2
Non Boston 5 6,800 2
Nonteaching.... 173 15
B OSTON oorvsvsvrssnsnssmsssssssssssssssssssssssssssen 18 4
+100 Beds 6 130 2
>100 Beds 12 1,240 2
NON BOSTON covvsvrvsrssnsssssssssssssssssssssssssnn 55 1
+100 Beds 14 1,600 2
101-200Beds 18 1,900 2
>200 Beds 23 5,900 7
T O s 95 26

1 Standard deviation of Cortificate-of Need approved capital expenditures 1372-76 ae estimated from
Massachusetts Determination of Need Program Information System
Optimal Allocation Formula (with eoual cost of sampling fortach stratum):

nNpSh n = tola'sample sl/e
nn a o nh = samplesizelnthehthstratum
L Nh =populationsthohlhstratum
II Nh19h 5h = standard deviation in the hth stratum
a

From public information available in the filesof the Common-
wealth of Massachusetts Rate Setting Commission, data were col-
lected on the annual capital expenditures over the period FY
1967-76 made by each sample hospital in total and in the follow-
ing caegorics: land, "plant” (including building, building im-
provemee.'s, and fixed equipment), and major movable equip-
ment (MME). Data on asset values at historical cost and accumu-
lated depreciation were also collected for Fiscal Years 1966, 1971
and 1976.

For all "projects" that involved total expenditures of $100
thousand or more (current dollars), the introduction of a major
new ancillary service, or the addition of 4 or more beds, informa-
tion was then obtained on the specific changes in hospital fa-
cilities and services that resulted from these investment's: number
and types of beds added or renovated, number of square feet
added or renovated, ancillary service changes, etc. Data front the
Rate Setting Commission, the Massachusetts Department of Pub-
lic Health, the Massachusetts Determination of Need Program
(as Certificate of Need is officially known in Massachusetts), and
the sample hospital itself were combined to provide th<- necessary



Methodology

This study was designed to combine a statistically valid quanti-
tative examination of capital investment among Massachusetts
voluntary hospitals with a more qualitative case-study investiga-
tion of the factors that shaped the amount and composition of
this investment. The design was developed because the combina-
tion of quantitative and qualitative analyses could yield comple-
mentary insights into hospital capital investment and the impact
of Certificate of Need upon it that neither approach alone could
provide. The quantitative analyses could offer a basic profile on
the amount and composition of caoital expenditure over time
and on variations in the pattern of investment among hospitals of
different teaching status and geographic location. Against this
background, case-study analysis of selected institutions and spe-
cific investment projects could then offer information on the
motivations underlying a hospital’s capital program, the deci-
sion-making process surrounding capital expansion, and the con-
sequences resulting front it. The conduct of case studies could
also provide an opportunity to explore perceptions of CON and
its effects held by individuals involved with hospitals in a variety
of different capacities.

Development o! the capital expenditure profile

The 9> short-term general voluntary hospitals in Massachusetts
were stratified by Boston versus non-Boston location (with
"Boston” defined by the boundaries of Health Services Area 4)
and by teaching status: major teaching, lesser teaching, limited
teaching, and nonteaching. Nonteaching hospitals were further
stratified by bed sire into those with 100 or fewer beds, 101 to 200
beds, and more than 200 beds. All teaching hospitals had at least
200 beds and therefore did not have to be further classified ac-
cording to total bed complement. A random sample of 20 hospi-
tals was then selected, using the technique of optimal allocation
to determine the number of institutions to be drawn from each
cell (Table 1).

Jq



detail. For projects approved by the Determination of Need Pro-
gram, information was also obtained on changes in design,
scope, and estimated cost that resulted from the process of CON
review.

Data on the amount of capital expenditures, in total and for
“plant” and MME considered separately, were used to examine
general differences in capital investment by teaching status, geo-
graphic location, and time period. Because hospital accounting
conventions recognize a capital expenditure only at the time the
asset is first put into service, a hospital’s capital expenditure pro-
file is quite "lumpy" if examined on an annual basis. Therefore,
total and average annual expenditures over the "pre-CON"
period of 1967-71 versus the “post-CON" period 1972-76 were
analyzed instead. In order to eliminate the effects of the consid-
erable inflation in capital costs that occurred during the study
period, all expenditures were converted to constant 1967 dollars
using deflators derived from two indices employed by the Rate
Setting Commission (RSC) to determine price-level depreciation:
the Marshall and Stevens Class B Eastern Index for plant and an
index for major movable equipment developed specifically for
Massachusetts hospitals by American Appraisal Company at the
request of the RSC.

Within the basic "picture” of hospital capital investment es-
tablished by the expenditure data, "project” data were then used
to determine more specifically the nature and composition of in-
vestment. Eight project categories were defined, and particular
attention was focused on exploring variations across time and
hospital type for "major bed projects" (i.e. new buildings or
wings constructed by hospitals that included at least 20 inpatient
beds), projects devoied to ancillary services and/or ambulatory
care, and projects devoied to research. These project categories
proved most important in institutional development strategy over
the study period for all types of hospitals examined.

Conduct of case studies

Case studies were designed to elicit information on the course of
institutional development among different types of Massa-
chusetts voluntary hospitals by using a specific capital project or
group of projects completed by an institution to focus discussion.
This approach was chosen to assure that the same set of decisions
and outcomes would be discussed with different "actors" in a hos-
pital and ?o0 allow interviews to probe concrete details surround-
ing an actual capital investment as well as more general issues of

6



institutional development. All but 3 of the 26 sample institutions
had either completed major capital projects during the study
period or had submitted applications for such projects for CON
review during this time and. therefore, were considered candi-
dates for case-study. Ultimately, 9 institutions were selected rep-
resenting the range of teaching status both in Boston and the rest
of Massachusetts. In each case-study hospital, extensive inter-
views were conducted with the director or associate director, the
chief financial officer or one of his principal assistants, a senior
member of the board of trustees, the current or past president of
the medical staff, and either the Chief of Radiology or Chief of
Pathology. Selected other members of a hospital’s administra-
tion, board, and medical staff who had played particularly im-
portant roles in the institution’s development and who were iden-
tified during the course of discussion with the hospital director
were interviewed as well. Ir order to gain some insight into the
development of the three sample institutions that had made only
limited capital investments during the study period, the director
or associate director of two of these hospitals was interviewed as
well.

Extensive interviews were also conducted with various mem-
bers of the staff of the Massachusetts Department of Public
Health to obtain information on the structure, function, and
evolution over time of the Determination of Need Program and
with staff of the Rate Setting Commission to clarify details of the
prospective reimbursement system the Commission is developing
for Massachusetts hospitals.



Findings

Both the capital expenditure analyses and case study findings re-
vealed that Massachusetts voluntary hospitals experienced dra-
matic changes in the scale and scope of their operations during
the period under study. Further, an appreciation of these
changes and the forces underlying them proved essential to cor-
rectly interpreting the effects of Certificate of Need regulation
upon hospital expansion. Therefore, the basic patterns of invest-
ment that have been characteristic of different types of Massa-
chusetts hospitals are first summarized before the presentation of
findings on the potential and actual impacts of CON.

Capital investment among Massachusetts voluntary hospitals

The period 1967-76 was one of enormous capital expansion
among voluntary hospitals in Massachusetts. Net total capital
asset values per bed of total complement at least doubled for all
categories of institutions. Yet, average total bed complements in-
creased by no more than 20 percent among any type of hospital
(except nonteaching institutions with less than 100 beds) and ac-
tually declined slightly among nonBoston major teaching hospi-
tals and among limited teaching hospitals. Major teaching hospi-
tals in Boston led all other types of institutions in total capital in-
vestment, spending on average $23 million per hospital (constant
1967 dollars), $60 thousand per bed of total complement. Lesser
teaching hospitals, both in Boston and elsewhere in the Com-
monwealth, showed the greatest change in asset values over the
study period, increasing their net total capital assets almost 400
percent through average capital expenditures per hospital of $14
million (constant 1967 dollars), $44 thousand per bed. Non-
teaching hospitals, on average, spent S4 million per institution,
$25 thousand per bed.

Despite this universal expansionary behavior, the pattern of
capital expenditures during the "pre-Certificate of Need" period
1967 71 versus the "post-CON" period 1972-76 proved distinctly



different as a function of hospital teaching status and bed size
(Table 2). Among major, lesser, and limited teaching hospitals
and hospitals with greater than 200 peds in general, total capital
expenditures during 1972-76 in constant 1967 dollars were, on
average, almost twice those during 1967-71; among nonteaching
institutions, particularly those with fewer than 200 beds located
outside of Boston, these patterns were reversed and expenditures
"pre-CON" exceeded those “post-CON" by at least two-fold.
When expenditures for physical plant versus major movable
equipment were examined separately, those for plant exhibited
the same patterns across time found for total expenditures. By
contrast, expenditures for major movable equipment, the cate-
gory most readily identified with hospital investment in "tech-
nology”, were essentially constant across time, except among
lesser teaching hospitals which showed a two-fold increase during
1972-76.

These patterns in total and plant expenditures, apparently
associated with the presence of CON regulation, proved instead
to be a function primarily of the completion dates of “major bed
projects" and the synchrony in the construction of such facilities
among similar hospitals (Table 3). Thus, the higher expendi-
tures in 1972-76 among various categories of teaching hospitals
largely resulted from the fact that these hospitals completed their
major bed projects in 1972 or later. The higher expenditures in
the "pre-CON” era among nonter.ching hospitals arose because
most of these institutions completed their major bed projects
during 1967 -71.

Differences in the completion dates of major bed projects re-
flected during the study period were found to have been present
throughout the years since the conclusion of World War Il. On
average, Massachusetts voluntary hospitals constructed new in-
patient facilities once every 14 years during this time. In general,
construction peaked at different times for different types of insti-
tutions, largely as a function of particular environmental influ-
ences such as the ready availability of Hill-Burton funding to
community hospitals during the early 1950's and the impact on
teaching hospitals of the Medicare regulations requiring the re-
placement of ward care with semi-private accommodations.

Among virtually all types of Massachusetts hospitals, almost
half of total capital expenditures during the entire study period
was devoted to major bed projects, and case studies revealed that
the 25 such projects completed by sampic institutions played the
pivotal roles in hospital development strategy and response to



TABLE 2. Average caﬁ_ital expenditures perhospital 1967-71 and 1972-76 by teaching status

and geographic location—5-yearsums, constant 1967 dollars in thousands

Total TotallBed Plant Plant/Bed MME MME/Berf
196771 1972-76  1967-7L  1972-76 196771 1972.76  1967-71 197276 196771 1972-76  1967-71  1972-76
Major teaching....... SC624 $11833  §$18.2 $28.8  $3,898 $8,006 $10.6 $19.2  $2,558 §3231  $7.0 $8.1
SR (0] — 0425 14766 241 313 5048 9856 144 247 3203 4140 92 10.6
Non Boston.... 2,420 4987 4.6 90 1215 3,687 2.3 63 1,053 1110 20 23
Lesserteaching C 4831 9448 147 289 3553 6,788 107 20.8 987 1721 3.0 5.2
SR (L C 4024 9834 134 3.9 2,756 6.770 9.2 214 885 1789 29 55
Non Boston___ . 6,847 8484 182 239 5546 60835 147 193 1209 1552 3.3 43
Limited teaching....... . 2758 3,383 9.2 108 1991 1,799 6.7 5.7 730 960 24 31
Nonteaching 2513 1688 158 94 2068 1078  13C 5.8 416 455 26 2.5
0L (V] — . 2,236 1314 138 104 1,758 824 111 1.6 437 442 25 2.5
< 100 Beds .. T4 1493 116 19.0 662 1334 102 16.9 86 143 14 1.9
> 100 Beds . 2.980 1224 149 6l 2306 568 115 3.0 612 593 31 2.9
Non Boston..... . 2,604 1810 165 91 2170 1161 136 5.2 410 460 2.7 2.5
< 100 Beds . . 1,229 357 155 39 1,029 62 126 0.7 200 144 29 17
101-200Beds 3,980 1551 261 98 3,522 814 227 45 419 516 3.0 3.2
> 200 Beds 2,364 2,897 9.5 118 1807 2,009 71 8.6 530 609 23 25
Allhospitals .. $3,129  $3273 §$156 $13.0 $2,365 $2,266 $122 $83 § 700 S 867 $31 $3.3

Statistically ps. .01 TEACH None None None TEACH TEACH

S|%n|f|cant TEACH x TEACH x

Diflerencos ' LOCATION LOCATION

p< .05 None TIME x TEACH TIME x LOCATION LOCATION

LOCATION LOCATION BEDSIZE
x BEDSIZE x BEDSIZE

1Four Way Analysis of Vnilnnco by Time Period (TIME). ToarhIno SInlus (TEACHI, Gnooraphic Localion (LOCATIONI.and 9ED SIZE.



TABLE 3. Total capitalexpenditures (in constant 1967 dollars)"Pre CON”
1967-71 versus "Post-CON" 1972-76 among sample hospitals and traction
ot total attributable to major bed projects

Totalcapital expenditures Fraction ot total
tinmillions) attributable to mator
) PreCOtr "PostCON' bed protects

Hospitalcategory T967-71 1972-76 1967-71 1972-76
Major teaChING s v S18.1 $32.4 0 50
LeSSer teaching e oo 9.3 18.1 57 A9
Limited teaChING s o 38 4.6 0 29
NONEEACHING v vt 50.2 33.7 16 38
Allhospitals .. S81.4 $88.8 54 A4

changing market conditions. For all categories of voluntary
hospitals, both before and after the introduction of CON, these
projects provided the opportunity to greatly expand ancillary
service “capacity” necessitated by rapid technological change
and growing numbers of physicians entering practice with spe-
cialty and subspecialty training. Among nonteaching hospitals,
in particular, the increase in the sophistication of the institution's
product that resulted from the ancillary service expansion ac-
companying major bed project completion in the late 1960's rep-
resented a significant change in the hospital's capability to diag-
nose and manage complicated medical problems. Such projects
provided the opportunity to introduce intensive care units, to in-
augurate high-technology ancillary services, such as radiation
therapy, and to greatly expand the scope of basic ancillary serv-
ices such as radiology and laboratory. As a result, the necessity
for community hospitals to transfer difficult cases to teaching
centers was considerably diminished and a marked change in the
structure of the hospital services market occurred.

With the decrease in referrals from community hospitals,
teaching centers had to turn increasingly to their surrounding
neighborhoods as a source of patients and redefined their mission
to include provision of the full range of medical services as well as
tertiary care. The major bed projects completed by major and
lesser teaching hospitals were, therefore, largely motivated by the
necessity to create the commanding institutional presence and to
expand the primary care services considered essential to com-
peting successfully for patients. The implementation of Medicare
and Medicaid contributed greatly to the success ot these efforts
by providing third-party coverage to potential patient popula-
tions that previously had lacked the financial means to seek care
in the private sector. While teaching hospitals also used such
projects to marginally increase total bed complement, only non-
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teaching hospitals in areas of rapid population growth signifi-
cantly increased their bed size during the study period. The 25
major bed projects completed by sample hospitals resulted in the
construction of more than 2200 new beds, but almost two-thirds
of these beds replaced existing old ones. Hence, total bed com-
plement increased by less than 800 beds.

Because most hospitals experienced only minimal increases in
their total bed complements but greatly expanded the size and
value of their physical plant, their resource “intensity” per bed
increased considerably. The increased intensity, however, was
found both prior to and following the introduction of Certificate
of Need and simply reflected that fact that by the late 1960’ and
beyond, the provision of "state of the art™ ancillary services and
ambulatory care had become as necessary a part of a hospital’s
basic "capacity" as the hospital bed itself. A hospital lacking such
services could not fill its beds because it could attract neither the
necessary medical staff nor the requisite patient population.

During the study period, all types of voluntary hospitals con-
structed new inpatient facilities. Major and lesser teaching hos-
pitals in addition significantly expanded their facilities devoted
exclusively to ancillary services and research as these institutions
enlarged their teaching and research commitments in response to
greatly increased medical school enrollments and federal support
for medical education and research.

While much of hospital capital investment during the study
period was motivated by the desire of hospital decisionmakers to
be responsive to the increased technological sophistication ofcur-
rent and potential staff physicians, decisions on the timing and
scope of major investments were still primarily the province of
hospital administrators and trustees. Except in teaching hospitals
where major chiefs of service, such as the Chief of Medicine,
played particularly influential roles in shaping institutional
development, staff physicians were not the primary influences
determining the amount or composition of a hospital’s capital in-
vestment.

During the late 1960's and early 1970’s, because third-party
reimbursement assumed most of both the capital and operating
costs associated with such investment, hospitals were largely un-
constrained in their ability to expand. Some limited constraint
on the overall scale and cost of major construction, however, was
imposed for most hospitals by concerns over maintaining per-
diem rates roughly comparable to those of other institutions in
their market. Hospitals, therefore, had to exercise some caution



in the amount of debt they assumed. By the m:d-1970’s, the pre-
sence of the Determination of Need Program and charge control
policies of the Rate Setting Commission, coupled with more re-
strictive reimbursement policies introduced by Medicare, began
to introduce some further constraints, though not before most
hospitals in Massachusetts had at least inaugurated if not com-
pleted capital expansion on a truly massive scale.

The extent of Certificate of Need coverage

During the period 1967 - 76, on average three-fourths or more of
a hospital’s total capital expenditures either were or would have
been subject to CON review (Table 4). Of the expenditures de-
voted specifically to an institution’s inpatient facilities. 80 per-
cent or more would have or did require CON approval; by con-
trast, only 37 percent of hospital expenditures for major movable
equipment either did or would have come under the aegis of
CON.

Basically, all construction of new facilities and all projects in-
volving the introduction or modernization of high-technology

TABLE 4 Averagze fraction of caFitaI expenditures

per hospital that either was or would have been subject
to Certltlcgﬁt?%th?éed review

Total Plant Major
movable
equipment

MaJOT tRACH TN rnrsrsrmsmsmssmensnns s 60 13 28
BOSEON covvrvnrsmmrsmmssssnns s 66 8l 28
(20) (24)

b

.91) (.46)

88 *35

(03) (31)

C NON BOSEON s s 98 46
Limited Teaching .86 15
. : (03) (13)
NONEEACHING covrrrrsrsmsmsrsrsssrsns s 85 40
BosSton .. T 84 A4
<200 Bod3 85 55

(07) (.24)

>200 Beds... 87 35

Non Boston... W .05 39
<200 BEAS ovvmmsmssnis s 93 A2

. (.05) (19)

5200 B EUS s o 14 34

: (.35) (22)

AT ROSPIEAIS v s 84 37

| )« standard deviation
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specialized ancillary services fell under the authority of CON.
Thus, all of the investments that have served as key elements in a
hospital’s strategy to make major changes in institutional image
and/or product are subject to regulatory control, and Certificate
of Need, therefore, has at least the theoretical potential to have a
considerable influence on the direction of a hospital's future de-
velopment. The minor renovations to existing facilities and pur-
chase of major movable equipment associated with hospital in-
vestment in basic ancillary services, however, for the most part
fall outside of the boundaries of CON authority, and whenever
possible, at least in recent years, many hospitals have “packaged”
even those few investments that should have been submitted for
review in ways that avoided the CON ceiling. Thus, CON regula-
tion has not been an effective mechanism for controlling this
component of hospital capital investment and other approaches
have more potential for Ilimiting the amount of routine
"technological investment”.

The accomplishments and limitations of Certificate of Need
regulation in Massachusetts

Previous investigators have commonly used "ultimate” outcome
measures, such as the change in total hospital capital investment
or investment per bed, to evaluate the effects of CON.46" The
patterns of hospital investment revealed by this study suggest,
however, that such measures are not appropriate at least for sev-
eral years following the introduction of regulation. The majority
of hospital capital expenditures are attributable to infrequent
large-scale “major bed projects” that have been built in different
periods by hospitals of similar size and teaching status. At least in
Massachusetts, the introduction of Certificate of Need regulation
coincided with the conclusion of the peak of construction among
small nonteaching hospitals and the beginning of the construc-
tion peak among leaching hospitals and large hospitals in gen-
eral. Hence, differences in total capital expenditures across time
display a spurious association with the introduction of CON that,
in fact, was not related to the presence of regulation. Further,
because all projects actually under construction when CON regu-
' ‘~n began were exempt from review and because the construe-
ra major new facility takes several years, less than one-

fthe expenditures actually made by sample hospitals dur-

e "p jst-CON" period had in fact been reviewed by the pro-
g*am (Table 5). During the first two years "post-CON", virtually
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TABLE 5. Average fraction oftotalcagital expenditures perhospital
falling underaegis of CON in 1972-76,1972-73 and 1974-76 compared with
average fraction actually approved by CON during each period

Fractionot Fraction Fractionot Fraction Fractionof Fraction
expenditures actually expenditures actually expenditures actually
tailing CON- tailing CON- tailing CON-
under  approved under  approved under  approved

aegis ot aegils ot aecgtsot
CON ON

1972-76*  19T2-T6 1972-73 1972-73 1974-1 1974-76

Major teaching........ .66 21 10 01 56 A4
BOStON v q1 28 75 01 57 37
(.21) (.45 (.24) (.02) 21 A4)

Non Boston ... 56 25 57 0 54 54

. (46) (15 (46) (44) (44
Lesserteaching..., 81 A0 18 11 57 53
Boston .. dg) (.é?) (.3707) .14/ 41 A1

. . 25 32 32

_ NonBoston ... .87 14 80 ( 0 (.89) (.89)
Limited teaching... (.gé) (% (.8%) 8% 61 50
_ . . . . 38 23
Nonteaching....... 53 29 32 (.01) (.43) (.31)
BosSton . 52 21 39 0 50 24
<200Beds... .12 22 58 0 61 24

(.15) (.37) (.52) 0 (13) (.40)

>200 Beds.. . .15 15 0 0 23 23

Non Boston . . 53 30 30 01 41 34
<.200Beds.. 51 34 22 0 A7 38

(35)  (d0)  (44) (3 ()

>200 Beds .. 53 24 40 01 33 31

. (40)  (38)  (30)  (03)  (43)  (44)
AllHoSpitals .. 57 Ril 38 02 46 38

‘Fraction ot Expenditures that according to CON Regulations would be subicct to roviow, including both

expenditures that actually were reviewed and those that would have been it thoy had not been initiated
rior toonactment of the CON stntutom November. 1971.

F ) » Standard deviation

none of the capital expenditures made by hospitals had been sub-
jected to review. By 197*1 and beyond, almost all expenditures
that fell under the aegis of CON had in fact been reviewed and
approved by the program. Nonetheless, during the 197*1 - 76 pe-
riod, the great majority of the expenditures that had been re-
viewed were attributable to projects approved during the first
year of CON operation when the program lacked the rigorous re-
view procedures and standards that characterized the function of
the "mature™ Certificate of Need process in 1976 and beyond
(Table 6).

For these reasons, an ultimate outcome assessment was con-
cluded to be inappropriate during the 1972 76 interval for
which relevant data were available. Instead, this study evaluated
CON effects using two measures of "intermediate"” outcome:
first, changes in project scope and design that resulted from the
process of review, differentiating those achieved during the Pro-
gram?’ "early” phase 1972 - 71 versus its "mature"” period post-
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TABLE 6: Amount and fraction of CON-approved expenditures in millions
(current dollars) made during 1974-76 attributable to projects approved
during 1972, by hospital teaching status

Total Amour 't Fraction
expenditures 0l 1974-76 0t 1974-76
1974-16 CON approved total
thathad total approved in
Peen approved m 1972
CON approved 1972
VN LRECET L1 P— $31.3 $26.7 85
Lesser teaching. 17.5 134 a1
Limited teaching. 6.5 2.2 33
Nonteaching... 23.5 16.8 12
AT OSPILAIS cmrsrsssssrssssmsssrssnn $76.8 559.0 15

1975, and second, changes in internal hospital investment strate-
gy and interhospital relationships attributable to the presence of
Certificate of Need.

Over the period 1972 to 76, only 9 percent of projects sub-
mitted to CON review by sample hospitals were denied
certificates of need, and even many of these projects were
eventually approved in nodified form. However, as other investi-
gators have also noted, a program’ denial rate merely reflects
the degree to which the review process permits negotiation over
project details before a final decision is rendered.§ The CON
process in Massachusetts involves considerable interaction be-
tween program staff and applicant hospitals in the course of
project evaluation. Consequent!; despite the low project denial
rate, one fourth of all projects ultimately approved by the CON
program were either significantly modified as a result of CON re-
view or were approved only with attached conditions that re-
quired some change in existing hospital operations. The projects
of all types of hospitals, including those of the major teaching in-
stitutions in Boston, experienced such modifications.

Throughout its existence, the CON program devoted its most
careful analysis to projects involving acute care beds. During the
early years of regulation, CON review concentrated on reducing
the increase in a hospital's total bed complement that would re-
sult from the construction of a major bed project. The final
CON-approved form of a project virtually always either included
fewer new beds than an applicant had proposed or required that
existing underutilized inpatient services, such as obstetrics or
pediatrics, be closed as a condition of approval for the proposed
project. During this phase of CON program operation, however,
projects were usually approved at the total cost proposed by the
applicant hospital, and the final costs of many completed facili-
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ties often exceeded even these generous budgets by several mil-
lion dollars before the Rate Setting Commission in 1975 became
aware of the problem and helped to institute more rigorous fi-
nancial analysis and control in the CON review process.

By late 1975, the scope of CON review had been expanded be-
yond a consideration of the number of beds proposed to include a
critical analysis of every aspect of a project. Over the next three
years, the CON Program began to develop the detailed standards
and criteria required to evaluate "need" for various ancillary
services and ambulatory care components as well as for acute
care beds and established a basis for examining many dimensions
of a project's scale and cost. During this mature phase of CON
analysis, the final approved form of some projects was reduced by
as much as two-thirds of that originally proposed, and in several
instances the process of CON review and approval was able to
eliminate several million dollars in proposed expenditures. Case-
study interviews revealed that hospitals had not specifically
“padded” proposed projects in order to provide opportunities for
cuts by the CON Program, and these reductions therefore repre-
sent true savings attributable to the presence of regulation. No
group of hospitals has been immune to such careful scrutiny, and
even cherished projects of influential teaching hospitals were
considerably diminished in scope and cost.

During both its early and mature stages, the Certificate of
Need Program in Massachusetts also achieved considerable suc-
cess in preventing the duplication of high-technology specialized
ancillary services. In particular, for several years CON severely
restricted the diffusion of CT scanners by approving only one
scanner per ITSA region outside of Boston until criteria for the
appropriate use of CT scanning had been established and the
technological development of the necessary equipment sufficient-
ly stabilized to limit the high cost of rapid obsolescence. The
CON Program was also able to reduce already existing redun-
dancy in services such as radiation therapy by denying applica-
tions for new equipment submitted by hospitals lacking sufficient
utilization to justify continuation and modernization of the serv-
ice. In its mature form, the Missachusetts Determination of
Need Program has also marked!} changed the whole hospital in-
vestment "environment”, in the \icw of all hospital decisionmak-
ers. The construction of new facilities and the introduction or
modernization of specialized ancillary services that have played
so prominent a role in institutional development strategy are no
longer the sole province of the individual hospital. Instead, the
details of such projects must now be carefully negotiated with
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TABLE 6: Amount and fraction of CON-approved expenditures in millions
(currentdollars ) made dur|ngb1974 -16 attributable to projects approved

during 1972, by hospital teaching status
Total Amount Fraction
expenditures 0f 1974-76 0t 1974-76
1974-76 CON-approved total
that had total approved m
been approvedm 1972
CON approved 1972
VEYOLRGET (1111 F— $31.3 $26.7 85
Lesser teaching... 175 134 17
Limited teaching... 6.5 2.2 33
Nonteaching..... 23.5 16.8 12
LY N ] L L $78.8 $59.0 15

1975, and second, changes in internal hospital investment strate-
gy and intcrhospital relationships attributable to the presence of
Certificate of Need.

Over the period 1972 to 76, only 9 percent of projects sub-
mitted to CON review hy sample hospitals were denied
certificates of need, and even many of these projects were
eventually approved in modified form. However, as other investi-
gators have also noted, a program?’ denial rate merely reflects
the degree to which the review process permits negotiation over
project details before a final decision is rendered.8 The CON
process in Massachusetts involves considerable interaction be-
tween program staff and applicant hospitals in the course of
project evaluation. Consequently despite the low project denial
rate, one fourth of all projects ultimately approved by the CON
program were either significantly modified as a result of CON re-
view or were approved only with attached conditions that re-
quired some change in existing hospital operations. The projects
of all types of hospitals, including those of the major teaching in-
stitutions in Boston, experienced such modifications.

Throughout its existence, the CON program devoted its most
careful analysis to projects involving acute carc beds. During the
early years of regulation, CON review concentrated on reducing
the increase in a hospital's total bed complement that would re-
sult from the construction oi a major bed project. The final
CON-approved form of a project virtually always either included
fewer new beds than an applicant had proposed or required that
existing underutilized inpatient services, such as obstetrics or
pediatrics, be closed as a condition of approval for the proposed
project. During this phase of CON program operation, however,
projects were usually approved at the total cost proposed by the
applicant hospital, and the final costs of many completed facili-
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ties often exceeded even these generous budgets by several mil-
lion dollars before the Rate Setting Commission in 1975 became
aware of the problem and helped to institute more rigorous fi-
nancial analysis and control in the CON review process.

By late 1975, the scope of CON review had been expanded be-
yond a consideration of the number of beds proposed to include a
critical analysis of every aspect of a project. Over the next three
years, the CON Program began to develop the detailed standards
and criteria required to evaluate "need" for various ancillary
services and ambulatory care components as well as for acute
care beds and established a basis for examining many dimensions
of a project's scale and cost. During this mature phase of CON
analysis, the final approved form of some projects was.reduced by
as much as two-thirds of that originally proposed, and in several
instances the process of CON review and approval was able to
eliminate several million dollars in proposed expenditures. Case-
study interviews revealed that hospitals had not specifically
"padded" proposed projects in order to provide opportunities for
cuts by the CON Program, and these reductions therefore repre-
sent true savings attributable to the presence of regulation. No
group of hospitals has been immune to such careful scrutiny, and
even cherished projects of influential teaching hospitals were
considerably diminished in scope and cost.

During both its early and mature stages, the Certificate of
Need Program in Massachusetts also achieved considerable suc-
cess in preventing the duplication of high-technology specialized
ancillary services. In particular, for several years CON severely
restricted the diffusion of CT scanners by approving only one
scanner per HSA region outside of Boston until criteria for the
appropriate use of CT scanning had been established and the
technological development of the necessary equipment sufficient-
ly stabilized to limit the high cost of rapid obsolescence. The
CON Program was also able to reduce already existing redun-
dancy in services such as radiation therapy by denying applica-
tions for new equipment submitted by hospitals lacking sufficient
utilization to justify continuation and modernization of the serv-
ice. In its mature form, the Massachusetts Determination of
Need Program has also markedly changed the whole hospitai in-
vestment "environment"”, in the view of all hospital decisionmak-
ers. The construction of new facilities and the introduction or
modernization of specialized ancillary services that have played
so prominent a role in institutional development strategy are no
longer the sole province of the individual hospital. Instead, the
details of such projects must now be carefully negotiated with
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other institutions in the hospital’s market area and with the
Health Systems Agency and the CON staff. As a result, internally
hospitals have been forced to evaluate their appropriate roles
and mission much more carefully and to develop more systematic
and precise plans for capital expansion and replacement. Ex-
ternally, interactions and interrelationships among hospitals
have been greatly increased; hospital councils in many areas of
Massachusetts have now become the arenas in which hospitals are
attempting to develop the cooperative relationships that will di-
minish some of the pressures for product competition by allowing
one institution to become the center for renal dialysis, another
for obstetrics, a third for CT scanning, and so forth. These are
negotiations of considerable delicacy because each hospital views
its services as highly interdependent. Therefore, only the pres-
ence of external constraints imposed by CON, planning in gen-
eral, and the emerging prospective reimbursement systems of the
Rate Setting Commission has forced hospitals to alter the natural
tendencies to maintain or acquire specialized services and facili-
ties evidenced by hospital investment during the early years of the
study period.

Nonetheless, Certificate of Need has not established a binding
constraint on hospital capital expenditure. The CON process
achieves only limited control over the acquisition of major mov-
able equipment because the majority of such expenditures fall
below CON review limits and hospitals have been successful in
“unbundling” even some projects that should have been reviewed
to circumvent the CON process. While CON reduced the scale of
new construction, it has not prevented the addition of new phys-
ical capacity because the program now has no overall basis upon
which to evaluate “need” for new replacement construction.
Further, while CON has developed standards for acute-care beds
that now permit precise calculation of the number of beds a hos-
pital requires, the guidelines for the ancillary services and ambu-
latory care that now comprise such a major component of hos-
pital capital expansion are much less specific. Finally, even ma-
ture CON analysis is based upon standards that define optimal
efficient hospital practice on a service-by-service basis. Certi-
ficate ot Need regulation provides no means of establishing an
overall limit to the amount of resources an individual hospital or
hospitals in general "should” commit to capital investment. Even
the presence of a mature CON program, therefore, does not
force an institution to choose among "necessary" projects for
which expenditures can be justified on the basis of current or
projected demand.

18



Implications and recommendations

These findings have significant implications for the conduct of
future evaluations of regulatory impacts, for the ongoing opera-
tion of the Massachusetts Determination of Need Program and
the prospective reimbursement system of the Rate Setting Com-
mission, and for the use of “competitive™ versus regulatory strate-
gies in the effort to contain rising medical care costs.

Implications for the design of future evaluations of regulation

From the perspective of future evaluations of regulatory impacts,
three particularly important lessons emerge from this study.
First, regulation isimposed upon aiready existing patterns of be-
havior that in a realm such as capital investment with its long
lags in planning and implementation are not likely to show an in-
stantaneous response to a changed environment. Unless an effort
is first made to understand these underlying patterns, one risks
serious misinterpretation of the results generated by evaluation.
Second, the implementation of regulation is an extremely com-
plex process. The mobilization of requisite staff and the develop-
ment of defensible procedures necessary to establish a rigorous
and effective program take years, not months, even in the pres-
ence of strong political commitment to the importance of the ef-
fort. Therefore, it is simply unrealistic to expect that the effects
of program action will begin to appear immediately after its en-
actment, especially if measures of ultimate outcome are used to
determine these effects. Essential as it is to evaluate the impacts
of the numerous government interventions that have been intro-
duced in recent years, it isalso important to be realistic in estab-
lishing a time frame w thin which results can be expected. Other-
wise, one risks concluding that a program has been ineffective or
worse, has been counterproductive when, in fact, it is simply too
early to determine what its actual effects have been. Finally,
much as measures of ultimate impact arc eventually the ones that
provide the true test of regulatory accomplishments, it isimpor-
tant to develop and use more intermediate measures of program
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performance until final outcomes do begin to appear. Intermed-
iate outcome measures are currently held in lower esteem than
measures of ultimate outcome and usually require more detailed
and costly data collection. Nonetheless, measures of intermediate
outcome, such as those employed in this study, are the only ones
that can provide the kind of interim assessment of program
strengths and weaknesses necessary to improve regulatory perfor-
mance.

Proposed modifications in current regulatory procedures

As judged on these intermediate outcome measures, the Deter-
mination of Need Program in Massachusetts has clearly been suc-
cessful in creating an external mechanism that can assure the
“necessity” of the investments being pursued by hospitals and
limit the wasteful duplication of some facilities and services that
previously accompanied each hospital’s pursuit of its own indi-
vidual interests. At present, however, the CON process in Massa-
chusetts (and elsewhere in the country as well) is based on stand-
ards of absolute need and does not provide a means for allocating
limited resources. Under present procedures, tradeoffs are not
required, cither among the worthy projects of a single institution
or among those of the various hospitals serving a particular
population. Hence, Certificate of Need does not now constrain
capital investment in total and can therefore make only a limited
contribution to the ultimate objective of restraining further in-
creases in the consumption of real resources by the hospital
sector.

The principal strategy now being advocated to impose a bind-
ing constraint on hospital capital expenditure is the introduction
of a total expenditure “cap", either at the national level as Title
Il of President Carter’s 1977 Hospital Cost Containment legisla-
tion proposed or in selected stales, as New York for example, has
considered. The crucial issues of how a fixed expenditure ceiling
should be allocated across health services areas and how criteria
could be developed to permit the approval of specific hospital
capital projects within this "budget”, however, have not been ad-
dressed in any detail. Given the difficult and time-consuming
process that the development of defensible standards even for the
review of individual projects proved to be in Massachusetts, it is
hard to imagine how the necessary criteria for allocation of a
fixed budget could be generated.

The patterns of hospital investment revealed by this study sug-
gest. however, that a lesscomprehensive and therefore potential-



ly more feasible approach directed at the level of the individual
hospital might be taken to more effectively constrain hospital
capital expenditure in total. Such an approach would combine
the development of a specific capital budget for each hospital to
limit routine annual investment in major movable equipment
and minor plant renovation with the establishment of more strin-
gent criteria to guide evaluation for less frequent capacity and
service expansion projects. The following specific modifications
in current Certificate of Need and rate setting procedures are
proposed as the first steps toward establishing more stringent
limits on the amount of capital expenditure by Massachusetts
hospitals:

* An annual budget for major movable equipment should be de-
veloped for each hospital on the basis of size, teaching status, and
other relevant characteristics and not tied simply to the institu-
tion’sown current MME asset value. The budget should be estab-
lished through the Rate Setting Commission’s prospective reim-
bursement system and once full payer participation in this system
is secured, hospitals should be permitted to spend their budgets
as they wish, submitting only projects involving high-technology
ancillary services or new construction for CON review. Such a
change would free the CON staff from reviewing projects that
rarely have been modified significantly by the CON process,
eliminate current incentives for hospitals to try to subvert CON
review for these types of expenditures, and provide more time for
the analysis of the types of projects that are the major vehicles
used by hospitals to achieve significant changes in product and
image.

e As part of the development of Health Systems Plans and the
State Health Plan, criteria should be formulated to specify the
grounds justifying replacement of existing facilities. In addition,
more precise guidelines must be developed regarding expansion
of facilities for ancillary services and ambulatory care. Such cri-
teria and guidelines are essential to support more rigorous review
of proposals for future major construction and hopefully would
better enable Certificate of Need to counteract the environ-
mental factors that stimulated and facilitated the enormous ex-
pansion in hospital physical plant since the mid-19f>0's.

e The Rate Setting Commission should reinstate its efforts to re-
place the current provision of historical cost depreciation with a
"capital allowance" for each hospital that would include the costs
of principal on current indebtedness and provide funding for fu-
ture capital replacement and, if necessary, expansion. The de-
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velopment of such an allowance was initially intended to be one
important component of the prospective reimbursement system
being established for Massachusetts hospitals. Recently, the
Commission has retrenched from this position, feeling that it
lacks sufficient information on capital formation to make a com-
pelling argument for changing current reimbursement policies.
The vital role that this and earlier studies have shown such poli-
cies to play in contributing to hospital capital expansion suggests
that a capital allowance is an important component of an effec-
tive prospective reimbursement system and should be developed
as initially plan&rd.

The role of “competition” versus regulation in limiting increas-
ing medical costs.

In recent years, numerous voices have been raised against the
failings of “command and control" regulation, and more
"market-oriented" solutions have been advocated as a better
means of overcoming the problems to which regulation has been
addressed.9 In the health care sector, the development of health
maintenance organizations (HMO's) isthe most prominent of the
“competitive” strategies now being promoted.l' Because the fi-
nancial viability of an HMO depends upon careful control of the
costs of hospital care rendered its enrollces, HMO's are sensitive
to the price of hospital services in a way that individuals with
comprehensive insuiance coverage are not. Hence, if HMO?s
gain wide acceptance, hospitals may be forced to compete on the
basis of price as well as product.

Nonetheless, it must be appreciated that at present HMO's still
cover a small fraction of the population, that most physicians
still are in fee-for-service private practice, and that the number
of physicians is still increasing. It is widely recognized that physi-
cian utilization of hospital services is a major contributor to the
total level of hospital costs and that the increasing number of
physicians therefore has ominous implications for future in-
creases in the cost of hospital carc and indeed of medical carc in
general. The findings of this study have demonstrated, however,
that while hospitals have expanded service and facility "capacity”
in response to the "needs" of current and potential medical staff,
the major decisions involving the timing and scale of expansion
reside with hospital administrators and trustees. Therefore, capi-
tal expenditure and rate regulation designed to constrain the fu-
ture options of hospital decisionmakers has the potential to exert
considerable influence on physician behavior as well. Hence, the



continuation and indeed strengthening of existing hospital regu-
lation offers an important instrument for limiting the future cost
impacts of the growth in the supply of physicians.

Given the nature of the health services “market"”, therefore,
the fostering of “competition” and the further refinement of
regulation should be viewed not as alternative strategies but
rather as complementary mechanisms to introduce some eco-
nomic discipline into a sector that has largely operated without

it.
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DEPARTMENT OF HEALTH AND SOCIAL SERVICES
DIVISION OF PUBLIC ASSISTANCE
FY84 BRIEFING PAPER

l. GENERAL INTRODUCTION

The Division of Public Assistance (DPA) 1is responsible for administration of ten
programs:

Aid to Families With Dependent Children (AFDC)
0ld Age Assistance ToKK)

Aid to the Disabled (APD)

Aid to the Blind (ABLT

Food Stamps

GenerheTief

General Relief Medical

Catastrophic Illness

Medicaid

Energy"Assistance

Several of these programs are funded wholly or in part with federal funds.
Tlies® programs include AFDC (50% Federal), Food Stamps (95% Federal), Medicaid
(48% Federal) and Energy Assistance (100% Federal). Food Stamp funding 1is not
contained in the State budget. The remaining programs are funded entirely from
state general funds. Along with the presence of federal money in these four
programs comes a complete set of federal rules end procedures governing
conditions of eligibility for benefits as well as rules for overall program
operation.

The Division conducts business through a mixture of private vendor contracts and
state staffed facilities. Most activities still administered by state staff are
prohibited by federal 1law from transfer to the private sector. At present the
Division has state staffed client service offices in (21) locations:

SOUTHEAST SOUTHCENTRAL NORTHERN SOUTHWEST
Juneau Anchorage Fairbanks Nome
Sitka Valdez Galena eUnalakleet
Ketchikan Dillingham Ft. Yukon Bethel
Wrangell Kodiak Kotzebue Aniak
Petersburg Kenai

Wasilla

Palmer

Homer

The Division also contracts for application-taking assistance in Barrow with the
North Slope Borough and in Kotzebue through a similar arrangement with Maniilaq
Association. Total Division staff authorized for FY83 is 299 positions.



In addition to these state and contractor operated client service offices, the
Division has paid agents 1in approximately 165 additional communities around the
State, bringing the total number of communities having local Division
representation to approximately 185 locations.

The Division will serve approximately 25,000 families monthly during FY84.
Since a large number of these families will access more than one of the
Division®s programs, the above numbers do not represent an unduplicated count of
families to be served. A conservative estimate would place the wunduplicated
count of families who will receive aid during FY83 at 20,000 families consisting
of approximately 45,000 persons, or roughly 11% of the State®s population. One
out of ten Alaskans will, by these estimates, seek some type of cash, food,
medical, or energy assistance from the Division in FY84.

I1. ADVISORY COMMITTEES

The Division also does business with four aovisory committees. These 1include
the Medical Care Advisory Committee, the Catastrophic |Illness Committee, the
Corrective Action Committee, and the Energy Assistance Committee.

1. The Medical Care Advisory Committee: Comprised of persons appointed by the
Commissioner who provide policy and program guidance for the administration
of the Medicaid and General Relief Medical programs.

2. The Catastrophic Illness Committee: A three member body appointed by the
Governor who provide the Commissioner with policy guidance in the operation
of the Catastrophic Illness Program, which 1is a sub-program of General

Relief Medical.

3. The Corrective Action Committee: Comprised entirely of Division employees
and is chaired by the Division Director. The Corrective Action Committee
meets to review error data compiled by the Quality Control Section as well
as from other surveillance sources, and develops appropriate corrective
action to reduce the occurrence of these errors.

4. The Energy Assistance Committee; Appointed by the Commissioner to evaluate
the"DiviTTonls energy assistance plan.

I11. DIVISION BUDGET OVERVIEW

The Division®s FY84 total budget request is $164.6 million plus $24.0 million 1in
Food Stamps benefits for a total of $188.7 million ($89.9 million SGF).$15.2
million or 87. finances the administrative activities of the Division. The
remaining $173.0 million flows directly to needy Alaskans as ~cash ($60.9
million), food stamps ($24.0 million), medical care ($81.7 million), or energy
assistance ($6.7 million). A comparison of Division administrative and progranm
budgets between FY83 and FY84 is as follows:

Budget Category FY83 FY84 Requ
Human Services N.W. $ 179.3 $ 179.3
Administration 14173.5 15183.1
Cash Assistance 56384.8 60851.5
Food Stamps 26500.0 24000.0
Medical Assistance 74355.9 81720.0
Energy Assistance 7208.6 6747.5
PTD Hold Harmless 12866.5 -0-
TOTALS $191668.6 $188681.4



IvVv. QUALI

FYING LEVELS FOR ALASKA®"S PUBLIC ASSISTANCE PROGRAMS

The following table displays the FY83 income qualifying limits for the

Division"s
FY84 will

programs compared to the poverty level. AFDC and APA benefits for
be approximately 6% higher.

Based On Gross

Programs 1 Person 2 Persons 3 Persons 4 Persons Or Net Income
FOODSTAMPS 636 844 1052 1260 Gross
AFDC 546 614 682 Net
AGED, BLIND 546 802 Net

AND DISABLED

GENERAL RELIEF 300 400 500 600 Gross
ENERGY PROGRAM 851 1113 1375 1637 Gross
OMB POVERTY LEVEL 489 649 809 969 Gross

V. DIVISION PROGRESS REPORT

The Division was faced with serious problems from a number of quarters. These
included:

The AFDC payment error rate was at 30%.

Decision timeframes for new applicants exceeded the federal standard
of 30 days routinely, and in some offices reached 60 days or longer.

The computer system which supported the client service offices and
authorized monthly benefits was developed 1in 1968 and was near
collapse.

The state run medical payment system was taking up to 6 months to pay
medical providers for medical services received by public assistance
recipients.

Recipient failure to report information to the agency was contributing
to a mushrooming overpayment problem with 1inadequate field staff to
impose tighter surveillance of recipients®™ financial circumstances.

The Division set out in 1979 to remedy these problems. The goals were:

to reduce the level of overpayments to recipients and concurrently the
high error rates,

to place the agency on a solid legal footing through introduction of
regulations and statute revisions,

to upgrade the data processing capabilities supporting client service
offices,

to reimburse the medical community in a more timely and cost efficient
manner by transferring the medical payment system to the private
sector, and

to accomplish this with as little harm to truly needy Alaskans as
possible.



The Division accomplished these goals as evidenced by the following milestones:

The Division successfully transferred the processing of medical claims

to the private sector. Complete transfer was completed in August
1982. Tfie present five year contract provides for processing of
medical claims through 1987. The contract <calls for a 20 day

processing standard at one third the cost of the previous Department
operated system.

The Division 1is nearing implementation of 1its new data processing
support for client service offices! This new eligibility system will
integrate all ten of the Division"s programs into a single data base.
The system will permit on-line eligibility determination and benefit
issuance from the central computer from any Division office by late
1983 and further improve client service.

State regulations and policy manuals for each program have been
adopted.

Decision timeframes on new applications of 30 days or less have been
maintained in all programs.

AFDC, Medicaid and Foodstamp error rates are much improved.

Major program reforms were implemented ip AFDC and Food Stamps during
1982. Monthly reporting of financial circumstances, 1introduction of
prior month budgeting, and requiring home visits have reduced error
rates and caseloads.

VI. DIVISION CONCERNS FOR 1983
1. Error Rates
Improved quality in AFDC, Medicaid and Foodstamp eligibility
determinations remains a top priority of the Division. To date

federal expectations Tii each of these programs have been met or
corrective action plans (CAP) been negotiated to achieve reductions.
The Division entered a new penalty period in October 1982 that brings
with it the following payment error rate expectations for the next 12

months:

Program Current Error Rate Required Error Rate
AFDC 11% 4%

Food Stamps 23% 21%
Medicaid 1% 5%

An important factor 1in the error rate calculation 1is that all client
caused errors, such as failure to report information, are counted
against the State when assessing its error rate.

2. AMPS Performance Improvement
The new Alaska Medical Payments System (AMPS) must continue to be

improved to foster a better relationship between the medical community
and low income Alaskans needing medical care.
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Eligibility Information System (EIS)

The detailed design of this new automated eligibility system has been
completed” This new system will reduce much of the risk of agency
caused error in the eligibility determination process, and greatly
improve service timeframes to Alaskans around the State.

Food Stamp Mail Issuance Losses
A new federal vrule has; been established setting a mail 1loss limit of

pr*! \' rkb" khokfc'j
Under federal rules Alaska has the option of sending households an
Authorization To Purchase (ATP) card which can be exchanged for food
stamps at a client-service office or U.S. Post Office, or the State
can mail households their food stamps directly.

The Division currently mails food stamps directly to all recipients
monthly except those residing in Anchorage. Anchorage residents are
issued an ATP which is exchanged for food stamps at the Post Office.
Alaska has periodically experienced a high loss level with the direct

mailing of food stamps. Fairbanks residents were removed from direct
mail for a period of time for this reason but are now back on direct
mail. Because of the rural nature of many addresses, mail losses have
at times exceeded 1%. This loss rate must be watched routinely to
avoid State repayment of any loss amounts that exceed _5%. Backup
delivery methods have been designed in the event that direct mail
creates losses above the .5% level. These backup measures should Ld

deployed if needed.
Food Stamp Rural Allotment

Alaska must push for implementation of a rural Food Stamp allotment.
Since 1973 the State has been lobbying the UTS. Department of
Agriculture (USDA) and the U.S. Congress for a higher food stamp
allotment for rural Alaska. The State has demonstrated repeatedly
that rural food costs exceed urban costs by 40% or better. Congress
gave USDA the authority to create the 2nd standard in Alaska 1in 1981.
USDA has failed to implement this law thus far even though the State
defined the geographic areas to be affected.

HB174 Implementation

During the 1982 Session the Legislature passed HB174 which provided
for an increase of approximately $50 monthly to most AFDC families but
no funds were appropriated. This 1increase was to be "in addition to
the 7.4% annual cost-of-living 1increase also given AFDC families on
July 1. The purpose of HB174 was to close the gap between the payment

levels for two adults receiving APA and two individuals on AFDC. In
view of this, Governor Hammond advised the legislative leadership that
HB174 would be implemented within available funds. The Division has
concluded that funds are available to implement HB174 safely effective
January 1, 1983. The Division has published regulations proposing to
do this. In excess of $2 million has been included in the FY84 AFDC
request in anticipation of this 1increase 1in AFDC grant levels. A

final decision 1is pending whether to effect tin"s increase 1in FY83, or
to wait until FY84, or to forego the increase altogether if funds for
FY84 are determined not available in view of the constitutional
spending limit.



Medical Budget Projections

The Department has perpetually had problems predicting spending levels
in this category. While projection models for administrative and cash

assistance budgets generally were vreliable, prediction of medical
costs were not. Most states have a problem similar to Alaska®s.
Several —changes will 1improve the Division®s ability to predict the

medical costs for a fiscal year and to remain solvent in times of
trouble:

(A) Shift Medicaid and GR Medical expenditure accrual from "month of
service" to "month of billing". Under the present system a
fiscal year is nearly over before the Division can safely predict
its outcome.

(B) Consider adoption of wuniform cost reporting and prospective
reimbursement for hospitals and nursing homes. Hospital and
nursing home expenditures comprise 54% of the medical budget.

(C) Consider new Medicaid regulation vrequiring all non-emergency
hospital admissions be reported to the Department 1in advance. In
its simplest form this requirement would generate needed
information to permit total program liabilities to be more
closely watched.

Strategy to Contain Escalating Medical Costs

In any period, total spending is always a function of the number of
recipients, the volume of services used, and the wunit pr~ce o"
service. With an automatic cost-of-living 1increase that expands
Alaskals eligible population, coupled with no unit price control or
volume Jlimits, Alaska currently has no ability to effectively control
growth in medical costs.

According to a recent study by THE URBAN INSTITUTE, Medicaid payments
rose at an annual rate of 15.5 percent from FY73 to FY79 nationally.
Alaska had the highest annual rate of increase at 41.8 percent during
this same per joTTl Since, FY79 costs have increased 1in excess of 20%
annually 1in Alaska.

This situation will be further complicated in FY84 and later years in
light of Congress®™ actions to reduce Medicaid funding to all States
(TEFRA changes). Alaska is facing a 4 to 5 million dollar shortfall
in FY84 because of these federal changes™ Absent additional funding
to replace these lost federal/State revenues, critical decisions need
to be made to bring program spending in line with available
federal/State resources.

This decision process must arrive at an equitable balance between

persons eligible, covered services and unit price for services
received, particularly hospitals and nursing homes. ATT of these
choices are largely control led By the Alaska Legislature. This

decision process will also cause the State to more precisely define
its health care policy for all areas of Alaska, particularly in rural
areas where the delivery of health care cannot be accomplished as
competitively in large urban areas with more than one hospital.



General Relief Program Review

This state funded program is not meeting the emergency subsistence

needs of employable Alaskans. Strict income®requirementsanda
demonstrated need (such as an eviction notice) must be met. If
eligible, a maximum monthly payment of $80 per person 1is allowed by
state statute. The Division makes these payments to Jlandlords and
utility companies to ensure only critical subsistence needs are met.
Participation in this program has declined, even though the BIA
General Assistance program was ‘terminated, An analysis of this
program is critically needed to determine 1if changes 1in qualifying
conditions and benefit levels are appropriate, No changes have been

made in the qualifying limits since 1978, and the $80 payment limit
since 1957.

Catastrophic Illness Program

This program was funded at $2.1 million for FY83 but has requests
totalling $8-10 million. Any individual with unpaid medical bills of
$1000 may apply- The Catastrophic |Illness Committee determines the
eligibility formula and may adjust it as frequently as necessary to
stay within available funding. Under the current formula, the FY83
program 1is already out of funds. A complete review of this program is
also in order.

Work Programs

Considerable debate continues as to the type of work programs that
should be 1imposed on Alaska public assistance recipients, if any.
TIptTons range from merely registering for employment to requiring
every able-bodied recipient to perform some type of public service
employment. Because of Alaska®s conservative set of public assistance
programs, and the lack of two parent, unemployed households on
assistance in this State, the Division has recommended that a
mandatory public service program not be adopted 1in Alaska. Rather,
the Division has recommended an emphasis towards job search and job
training with built-in program disincentives for recipients who refuse
to cooperate. The following elements are essential to a meaningful
program in Alaska within an acceptable administrative cost:

(a) Focus on high availability jobs
(b) Constructive not punitive 1in nature (Rules out CWEP)
(c) Establish client motivation through AEDC program disincentives
for those who do not cooperate
(d) Prepare client to compete with non-welfare job applicants
- Resume preparation
- Effective job search skills
- Develop a marketable skill through training or education
** typing
** Kkey punching
** general clerical
** day care
- Effective job interview skills
- Agency follow-up on unsuccessful interviews to determine why
- Client preparation to leave AFDC/Medicaid once employed
(e) Coordination with State and private job placement ajencies
(f) Contracts for 0JT leading to permanent position with private
agencies



(9) Minimal surveillance burdens on agency - low state staff needs

(h) Coordination with day care agencies/homes for school ,age Kkids

(i) Recipient workshops - allow successful recipients to enlighten
and encourage others

(J) Fair good cause system for clients who do not cooperate

(k) Pilot project experience

APA Federalization

The State 1is in a position to consider federal administration of its
aged, blind and disabled programs. Although these three programs were
federalized in 1974, Alaska and a number of other states continued to
operate their programs because the uniform national payment was below
that previously received by recipients 1in these states. As a result,
there is a great deal of duplicate administrative effort, conflicting
information and other problems which could be avoided if the State
part of the program were federalized as  well. The Division
commissioned an analysis of this 1issue. The final report will be
available by March 1, 1983 at which time the Department will consider
the merits of complete federalization from both an administrative and
program perspective and then make a recommendation to the Governor.



AID TO FAMILIES WITH DEPENDENT CHILDREN (AFDC)
CaseToad analysis Sept. 1981 thru Tune 1984

7,000

AFDC ACTUAL CASELOAD Sept. 1981 thru Feb. 1983

ANDC PROTECTED CASELOAn FY33 and CY84
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Admin

Admin

Admin

Admin

Admin

Admin

Admin

Admin

Division of Public Assistance

FY84 Contracts/RSA

Component
Admin
Admin
Admi n
Admi n
Eli g Det
El ig Det
Eli g Det

Elig Det

Contract

Dept, of Law
AMPS

AMPS Reports
TPL Collections
Fee Agents
Loomi s

North Slope

U.S. Post Office

FY84
Amount

$ 51.4

736.2

43 .4

40.0

149.7

207 .7

81.7

139.0



Medicaid
GR Medical

Total

(State)
(Federal)

Co-rants

23

CONTINUED

01 I'lb-1(7.071+23

FY83 Projected

Without SBB17

$48,923.5
$14,625.8

$63,549.3

(37,232.0)
(26,317,3)

Estimated costs of
radical cart for
FIGI If SB 317 hart
not Leer fussed by
the 103? Alaska
Legislature. SB
317 coved all low*
Income children
Into the Medicaid
Program col of GR
Heditd |, among
other changes.

FY83 FCC FY83 Base FY84 FY84
With SB 817 Revised 10/1/82 Factor Request
$64,924.5 $61,933.4 12.7% $69,809.8
$7,931.4 $10,392.8 14.6% $11,910.2
$72,855.9 $72,326.2 13.0% $81,720.2
(36,413.8) (37,320.1) 14.2% (42,604.8)
(36,442.1) (35,006.5) 11.7% (39,115.2)

Revised FYE3 cstinhtc taking Latest FYB3 estimate show- Factors vary
SB B17 Into account. Several Io%i full costs of Medicaid by type of
key assumptions nude: and CRM.  Assumptions medical
1.°SL.S million would be later Include:

added to S7.9 million GRM from 1. Si.5 Federal Impact
Federal Budget Impact Fund. mone% assumed part of S10.3 GEM These
. Prescripfion drugs would be GRM

gald out_of Medicaid, not SRM, 2. Dru?s moved back Into  cor posjte for Increased; 61.
. B 017 would be implemented GRM (ST million). Medicaid and

on 7/1/82 for 12 month cost 3. SB 817 Implemented GRM..
savmugs. _ 10/1/82 not 7/1/82.

4. Adult medical care would be Based on these assumptions
provided under GPfl for persons the total FY03 medical cost

( assumptions: ¢
service 1In

not eligible fur AFDC, OAA  expected exceed authorised

AlU or E?ZPU._ If fundln% "ell  State funding by #906.3 If

short, services would be the federal impact funds

reduced. arc not made available.

AGENCY. .Ucalth-and-Socia-1- Ser-ui cos.
PROGRAM. -Publi-c-Ueal-th-
BRU. -ModicaT-Ass-is4anco-B£&. tiaoe. 5. Of -
n:J--n.Trrj-ij-rvarvrwrileTr., COMPONENT. Revised Date

ice 1., Medical care costs
Medicaid and  will Increase at 91.
2. Caseloads and there-,
ase. fat .» are a fore persons covered will

3. Ko limits will be
applied to rate of in-
crease In hospital or
long term carc rates.

% Increase
FY84 vs FY83

7.5%
50.2%

12.2%

17.0%
7.3%

Estimate of medical costs The Department rerlous-
for FYC4 with following

FY 84

OUTS

ly question the fore-
cast of a 9i Increase
In medical costs for
FY34. Preliminary
information from the
hospital association
Indicates their facili-
ties aro expecting
increases In costs
rlaﬁngmg from 12: to
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& TAL HEA]1tR ADVISORY COUN&FE AND L-A"B 8&ARD °

APPROPRIATION APPROPRIATION  FUND SOURCES
?g%ﬁﬁ?TIONS I TEMS GENERAL FUND OTHER  FUNDS
SPECIAL PROJECTS AND GRANTS (3 POSITIONS)
APPROPRIATION APPROI RIATION  FUND SOURCES
ALLOCATIONS ITEMS GENERAL FUND OTHER  FUNDS
427 .300
STATE HEALTH PLANNING AND DEVELOPMENT AGENCY
APPROPRIATION APPROPRIATION  FUND SOURCES
ALLOCATIONS ITEMS GENERAL FUND OTHER  FUNDS
711,700 461,300 250,400
HEALTH PLANNING 6 DEVELOPMENT <10 POSITIONS)
APPROPRIATION APPROPRIATION FUND SOURCES
ALLOCATIONS ITEMS GENERAL FUND OTHER  FUNDS
525.300 260,900 264,400
CERTIFICATION 6 LICENSING <6 POSITIONS)
APPROPRIATION APPROPRIATION FUND SOURCES
ALLOCATIONS ITEMS GENERAL FUND OTHER FUNDS
327,800
DOCUMENT - 1 OF 1 PAGE -~ 26 OF 36
ADMINISTRATION <4 POSITIONS)
APPROPRIATION APPROPRIATION FUND SOURCES
ALLOCATIONS ITEMS GENERAL FUND OTHER FUNDS
169,700
HEALTH PLANNING COMMITTEE <1 POSITION)
APPROPRIATION APPROPRIATION [I-IJ\D SOURCES
ALLOCATIONS ITEMS GENERAL FUND OTHER FUNDS
64,200
HEALTH SYSTEMS AGENCY GRANTS
APPROPRIATION APPROPRIATION FUND SOURCES
ALLOCATIONS ITEMS GENERAL FUND OTHER FUNDS
150,000
COMMISSIONER®™S OFFICE
APPROPRIATION APPROPRIATION FUND SOURCES
ALLOCATIONS ITEMS GENERAL FUND OTHER FUNDS
860.300 860,300
COMMISSIONER®"S OFFICE (11 POSITIONS)
APPROPRIATION APPROPRIATION FUND SOURCES
ALLOCATIONS ITEMS GENERAL FUND OTHER FUNDS

860.300
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PROVIDENCE SISTERS OF

HOSPITAL PROVIDENCE
3200 PROVIDENCE DRIVE - POUCH 6604 SERVING IN THE WEST SINCE 1856
ANCHORAGE, ALASKA 99502

PHONE: (907) 276-4511 January 26, 1983

The Honorable Bette Cato _
Alaska State House of Representatives
State Capitol

Pouch V

Juneau, Alaska 99811

Posjtion PaPer on HB 19 and a com"-Ranion bil|. being submitted
t? the Senate — pertaining to an "Act repealing the certificate
of need program.

Dear Representative Cato:

Providence Hospital joins the rest of the hospitals in this
stale in requesting the repeal of the certificate of need law and
endorsing House Bill 19 (Fritz _and Hayes) and the compapjon bill
about. to” be submitted to the Senate. The process which this law
?grtsAII%sﬁlaace IS cumbersome and wasteful ‘and totally inappropriate

The major impetus for ihe law was to control excess hospital
beds in_many large cities and to heIP_ control rising health care
costs. The Dbelief “was that by controlling the number of beds, capi-
tal expenditures and new sefvices, cosiS would be contained. The
results have been much less than desirable throughout the country,
g(r)]sdt’l in Alaska, have been needless, wasteful, cumbersome and

Y.

. The lack of success iri Alaska .is belter termed overkill.
Designed. for areas of heavy population, .excess hospital hods and
comPetmon, the law' does not work and is inappropriate for our
small state for several reasons:

The law only covers private facilities, and does not
cover public health, military or state owned institutions.

Alaska has only one city with more thap one hosgital,
and there are only threé hospitals in the whole state
(eligible for review) of over 100 beds.

The law is reactive to existing decision making proc-
esses. Hospitals in Alaska already have local oPUb“C
review and approval designed in their own budget
review processes. Many hospitals are owned by

M I sistirs 0r providence corporation auvska:providence hospital. anchorac.t_ Washington, providence midicai center. StAtnE-iHE
TIREMENT RISIDENC% AND MOUNT S'lp VINO.NT NURSING SN'IIR. STATIII " PROVIDENCE HOSITTAt fVIR%TT S% rTER HOSPITAL, OLVMPIA ST ELIZABET
ATIMA -ORTGON. PROVIDEN< | HOSPITAL. M| PEOKD PROVIDINCI MEDICALCTMIR PORI[ AND _ PKQVIDE-NO CIUIDGENITR, PORTLAND ~ ST VINCENT HOSPITA
ATITNIER. PORTLAND CAtIKJRNIA IRC'VIDrNCt HOSPITAL. OARLANT) +IKOVIDINCI HIC.I SCHOOL. BURBANK-SAINT I0SIPH MEDICAL CENTER BURBAN

-T- \L



Page 2
January 26, 1983

municipalities, and all have governing hoards or
advisory boards of local citizéns. These citizens, and
municipalities should have control of the expansion
and budgetary decisions of their own institutions.
Several other IaYers of bureaucracy and review are
cumbersome, costly .and inefficient.” For_our Certificate
of Need, the following is an actual review cycle show-
Ing the different bureaucratic levels we had to go
thiough just to have a decision made on one project.

Letter of intent to file certificate of need

Pre-application conference (MSA, Municipal Health
Commission, State)

Public Hearing on Certificate of Need Application
(State)

Joint Project Review (USA and Municipal Health
Commission)

Concurrent Review (USA and Municipal Health
Commission)

Board Review (Municipal Health Commission)

Board Review (MSA and Southcentral Health Planning
& Development Agency)

Commissioner's Review (State)

From the time of holding the application conference io
the ultimate decision by the Commissioner, the process
has taken over a year.

The law places a costly burden on all institutions_who
have to prepare and submit Certificates of Need. The
documents which need to be prepared are massive,
require hundreds of hours of preparation and at least
35 each need to be Rroduced for ‘the review boards and
other parties. The 110 day minimum time period for a
review is unrealistic, and often times, the institutional
cost of delaying im lementation means an eventual
increase in price of the piece of equipment or construc-
tion project due to inflation.

The law also passes on a cost to the public in that
state, regional and local staff are needed to coordinate
the program, prepare staff analyses and hold public
meetingS. We arc estimating thaf the cost of state,
regiondl and local staffs have increased the cost of
health care by at least $8,000,000 in the last six years.
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The dollar limit for what must be reviewed is absurdly
low. In 1982 alone, Providence spent hundreds of man
hours and other monies reBarmg six CON applications
or such th|n%s as a $167,000 replacement incinerator
one Dbeing 25 years old was requwed to be
replaced by both °S tate and EPA codes!); a CT scanner
and Cath [ab replacement; and .a $250, 000 computer
enhancement for ‘an x-ray machme Believe |t or not,
the STATE did not %we approva on the .incinerator
until the 90th and Tinal day for a decision to be made.

The Alaska State Hospltal Assgciation is unanimous in endors-
ing the rep eaI of the CON law, We have alsg received, indications
from severa %lslators and the Alaika Medical Association that
relpeﬂ of the CON law would be best for a growing state such as

Alaska.

We are supportive of local planning for Alaska's health care
needs. The process, . however, should be positive and proactive —
encouraging  Institutions to respond to needs in the community —
not negative, reactive and cumbersome.

Your support in repealm%vthe cert|f|cate of need law in
‘la ska would be appremate ith an ear¥ response and passage
of HB 19 or the companion Dbill in the Senale, a tremendous and
costly burden will be lifted” from Alaska's hospitals.

Thank you for your consideration.

Sincerely,
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371 PROVISIONS RELATING TO PUBLIC HEALTH 145833

14583  [Repealed, 1979 ¢ 323 s 16] 70T
145831 [Repealed. 1979 ¢ 323 s UjJ

m\jIMi ?t acffIHflcrwa ;nXI aCof . H«3*r«yaci aat M

145.832 PURPOSE; CITATION.

Subdivision 1. The legislature finds that the unnecessary construction or
modification of health care facilities increases the cost of care and threatens the
financial ability of the public to obtain necessary medical services. The purposes
of sections 145.832 to 145.845 are to promote comprehensive health planning; to
assist in providing the highest quality of health care at the lowest possible cost; to
avoid unnecessary duplication by ensuring that only those health care facilities
and services which are needed will be developed; and to provide an orderly
method of resolving questions concerning the necessity of construction or modifi-
cation of health care facilities.

It is the policy of sections 145.832 to 145.845 that decisions regarding the
construction or modification of health care facilities should be based on the
maximum possible participation on the local level by consumers of health care and
elected officials, as well as the providers directly concerned.

Subd. 2. Sections 145.832 to 145.845 may be cited as “The Minnesota

Certificate of Need Act."

History: 1979 ¢ 323 s |

& |_NOlTE: Thil section ii repealed by |-aw> 1982, Chapter 614, Section 12 effective March 15, 19H4. See Laws 1982, Chapter 614,
-lion ).

145.833 DEFINITIONS.

Subdivision 1. As used in sections 145.832 to 145.845, unless the context
otherwise requires, the terms defined in this section have the meaning ascribed to
them.

Subd. 2. “Health care facility” means any facility licensed under sections
144.50 to 144.56, or any nursing home licensed under sections 144A.02 to 144A.11;
but docs not include any facility licensed under sections 245.781 to 245.813 or
252.28, unless the facility is a vendor of medical care under section 256B.02,
subdivision 7, and is certified as any type of intermediate care facility or skilled
nursing facility or is operated by the commissioner of public welfare as a state
hospital. "Health care facility” also includes any facility in which services arc
provided primarily for the treatment of kidney diseases.

Subd. 3. "Health services" means all clinically related services, diagnostic,
treatment or rehabilitative, that are cost centers utilized by a health care facility
for its accounting purposes. The cost center shall conform to definitions of cost
centers recognized by generally accepted accounting principles and shall conform
to the cost center definitions utilized in reports of the facility, or organization to
any other state agency or program. The cost centers include alcohol, drug abuse
and mental health services.

Subd. 4. “Predevelopment activity"” means any activity by or on behalf of a
health care facility or any person which occurs in preparation for the offering or
development of a new institutional ,\dlh service if the predevelopment activity
would require an expenditure in excess of $150,000 or if the predevclopment
activity involves any arrangement or commitment for financing the offering or
development of a new institutional health service.

Subd. 5. "Construction or modification" means:

(a) Any erection, building, alteration, reconstruction, modernization, improve-
ment, extension, lease or other acquisition, or any purchase, lease or other
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SOURCES OF HOSPITAL FUNDING

Ak statue: 25% construction cost reimbursement AS 29.90.010
$250,000 or $2500 per bed operating grant
Capital budget process through legislature funds major construction.

Tax free bonding capability via Alaska Medical Facility Authority
provides access to lower rates on bonds.

Approximately 30 to 42% of hospital revenues are from state and federal
funds.

State medicaid has risen from a 2 million dollar program in 1972 to
70 million dollar program today.
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HOUSE HESS
COMMITTEE MEETING
AGENDA

DATE: February 25, 198.3

TIME: 1:00 Pm

l. Call Meeting to Order
A. Note Committee Members Present
B. Welcome Those Observing

C. Remind those wishing to testify to sign up, and those giving
testimony to speak up and state their names.

Il. Announce Legislation Under Consideration:

SSHB 19 An act repealing the certificate of need progranm.

Other notes or reminders: N Jttu . i/

Monday, February 28, 1983
HCR 17 Relating to the state medal for heroism.

HIR 27/ Relating to health care delivery to non-Native
SJR 1llam dependents by the U.S. Public Health Service.

MB 117 An act relating to sexual abuse of a minor.

HB 127 An act to increase punishment for sexual
assault in the first degree.

HB 128 An act raising penalties for promoting
child prostitution.
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Alaska Health Coalition

529 5th Avenue, Suite 8
Fairbanks, Alaska 99701
(907) 456-2553

February 11, 1983

reB

TO: Members of the Alaska Legislature

Proposed legislation (HB 19 and SB 85) would repeal Alaska Statute
18.07.031-18.07.111, better known as the Alaska Certificate of Need
(CON) law. These bills reflect the position of the Alaska Hospital
Association, whose member institutions are subject to the provisions of
the CON process. The attached paper, developed by the Alaska Health
Coalition, was written to provide legislators and the public with a
series of alternatives to consider during discussion of these important
bills. The paper summarizes the provisions of the CON law, discusses
several of the problems which have been identified with the current
process, and reviews the eij.ectiveness of the CON program, both nation—
ally and within Alaska. In addition, a list of recommendations is
provided for consideration in revising the current CON law.

The Alaska Health Coalition is a group of interested citizens with
memberships from the three Alaska Health Systems Agencies and the
Statewide Health Coordinating Council. The primary purposes of the
Coalition are to review the need for health planning, development, and
promotion activities and to develop goals, describe functions, and
recommend structures to achieve optimal health for the citizens of the
state. Therefore, we believe that the subject of public review of
capital expenditures as currently provided for in the Certificate of
Need law is an important issue which deserves a reasonable, objective
discussion. We present this paper for the purpose of initiating this
discussion.

For additional information, please contact any of the iollowing
organizations: Northern Alaska Health Resources Association, Fairbanks
(456-2553); South Central Health Planning and Development, Anchorage
(278-3631); or, Southeast Alaska Health Systems Agency, Ketchikan
(225-9681) .

Best regards,

Giarles M. Kaltenbach, Dr. P_H.
Chairman

CMK. "sem

Enclosure

Coalition Mc.nbers
J. B, Carnahan,_ Fair Jo seph Cladouhos, Juneau
aries Ka ﬂ R? Ealrganﬁ ve Lcsko, Anchorage
John Manning, Ketch?ilkan L 5 R/IccGarvcy, Anchorage; Art Iﬁ |ﬂ<a hﬁargaget Wilson, Anchorage
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