






















The percentage of firms requirIng reviews before a patient is admitted
to a hospital and requiring second opinions prior to surgery has also
increased. By 1987, preadmission certification was required by over one­
third of company-offered health plans,so compared with 2 percent in 1982.:Sl

In 1987, more than 40 percent of employee health plans mandated a second
opinion prior to surgery,S2 while only 28 percent of plans did so in 1984."
Finally, the use of copayments and deductibles in private health insurance
plans has increased.M These changes increase incentives for consumers to
purchase less expensive health care and forego unnecessary treatments.S6

Government-funded programs have also introduced changes. The
Medicare system has converted payment of hospital operating costs to a
prospective payment approach, in which standardized payments are based on
the patient's diagnosis, rather than on the costs incurred in each individual
case.S6 In addition, many states have been experimenting with cost

so DiCarlo Ga bel (1988), p. II.

SI Goldsmith (1984;" p. 14.

S2 DiCarlo and Gabel (1988), p. 11. Moreover, an additional 10 percent
required a secoD.d opinion in ,orne cases.

" Goldsmith (1984), p. 14.

M Between 1982 acd 1984, the percentage of insurance plans paying 100
percent of hospital charges for the first days of hospital care fell from 67
percent to 42 percent. The percentage paying 100 percent of surgical fees
fell from 42 percent to 26 percent. In 1982, only 4 percent of plans
required an annual deductible of $200 or more per family. (Goldsmith (1984),
p. 12) By 1987, the average plan had an deductible of $330. (Computed
from figures in DiCarlo and Gabel (1988), p. 14.)

35 A recent Rand Corporation study funded by the Department of
Health and Human Services demonstrated that consumers demand less health
care when they have to pay a higher portion of the cost of that care.
(Willard G. Manning, Joseph P. Newhouse, Naihua Duan, Emmett B. Keeler,
Arleen Leibowitz, and Susan Marquis (1987), -Health Insurance and the
Demand for Medical Care: Evidence from a Randomized Experiment,"
American Economic Review, 77 (June), pp. 251-277)

S6 In contrast to operating cost reimbursement, prospective
reiinbursement for the capital costs of hospjral care has been delayed until
at least 1991. (See Omnibus Budget Reconciliation Act of 1987, Pub. L. No.
100-203, Section 4006 (b)(l), 101 Stat. 1330-52 (1987) (amending 42 V.S.C.A.
J39Sww; delays implementation of prospective reimbursement for capital­
related costs until 1991.) As a result, it is difficult to predict the effect of
Medicare prospective reimbursement on hospital investment activity.
However, there arc several reasons to believe tha t changes in Medicare
reimbursement already made and those proposed will pressure hospitals to

(continued... )
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containment strategies for their Medicaid programs. Several states have
begun using HMOs or other capitation and case-management strategies to
provide care to Medicaid patients.s7 In addition, some states have used
prospective reimbursement plans to pay for nursing home costs.sa

These changes have had substantial effects on the demand for health
care. Between 1975 and 1986, hospital usage rates declined more than one-

S6(...continued)
reduce any unnecessary investment even today. First, the costs of any
major capital investment programs undertaken now will have to be recovered
in hospital charges long past 1991. Therefore, current investment plans will
be substantially affecte1 by any anticipated changes in reimbursement for
capital costs in 1991. Second, some studies have found that increases in
hospital capital investment result in increases in hospital operating expenses.
(See Gerard Anderson and Paul B. Ginsberg (1984), "Medicare Payment and
Hospital Capital: Future Policy Options," Heallh Affairs, 3 (Fall), p. 37,
citing a 1982 study by Arthur D. Little, Co., "Development of an Evaluation
Methodology for Use in Assessing Data Available to the Certificate of Need
(CON) and Health Planning Problems: Office of the Assistant Secretary for
Health, Department of Health and Human Services, Contract No. 233-79-4003)
Thus, existing restraints on operating expense reimbursement may restrain
capital spending as well. Finally, there have been substantial declines in
hospital admissions and average length of stay for Medicare patients since
the prospective reimbursl':ment system was put in place. During the first
three years of the program, total Medicare admissions fell by 11.3 percent,
and admissions per Medicare enrollee fell by 15.9 percent. During the same
period, the average length of stay for Medicare enrollee fell 17 percent
(Stuart Guterman, Paul W. Eggers, Gerald Riley, Timothy F. Greene, and
Sherry A. Terrell (1988). "The First 3 Years of Medicare Prospective
Payment: An Overview: Heallh Care Financing Review, 9 (Spring), pp. 68­
69). Such a significant reduction in hospital utilization is likely to make it
more difficult for hospitals to justify new capital expenditures.

37 Under a capitation plan, a provider receives a fixed payment per
month which depends on the number of covered patients who select that
firm or individual as their primary care provider. This payment is
independent of the costs of any care provided to any particular patient. In
some cases, states have used partial capitation plans where the provider
receives a fixed fee to cover some set of basic services. However,
additional payments are made if the patient needs care not covered under
the capitation agreement. (Deborah A. Freund and Edward Neuschler (1986),
·Overview of Medicaid Capitation and Case-Management Initiatives," Health
Car~ Financing Review, (/\ .lnual Supplement), pp. 21-30)

II James H. Swan, Charlene Harrington, and Leslie A. Grant (1988),
-State Medicaid Reimbursement of Nursing Homes, 1978-86," H~allh Care
Financing Review, 9 (Spring), pp. 33-50.
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third.3~ While some of this decline was probably the result of technological
change in health care, economic incentives also appear to have played an
important role. Before Medicare introduced its prospective reimbursement
system, hospitalization rates declined more slowly for senior citizens than
(or younger patients. Since 1983, when prospective reimbursement was
iDtroduced, senior citizen usage has declined at 8.3 percent per year, the
same rate as for the population at large.4O

As consumers and health insurers become more cost-conscious, hospitals
with inflated costs and prices will increasingly risk losing business. This is
particularly true where HMOs and PPOs can direct their large numbers of
patients to hospitals that charge lower fees. Thus, the growing cost
sensitivity of consumers and health insurers should increase incentives for
hospitals to provide quality service at the lowest possible price.

D. Other Arauments iD Favor of Certificate of Need ReaulatioD Do Not
Support Such laterrereDce With the Competitive Market.

Several other rationales for Certificate of Need frequently crop up. I
would briefly like to comment on three: (I) that CON regulation is necessary
to assure quality health care; (2) that state taxpayers will face higher costs
to provide hospital care for the poor if CON regulation is eliminated; and (3)
that the State's Medicaid costs for nursing home care will increase if CON
regulation is ended.

1. CON regulation is not necessary to assure Quality in the orovision of
health care.

States often suggest that assuring quality is one of their reasons for
enacting Certificate of Need legislation.41 However, CON does not appear to
be effective in assuring quality. A Certificate of Need review occurs only
when a hospital or other health care facility wishes to make an investment

3~ In 1975, the rate of hospital utilization was 1,254.9 days of care per
1,000 persons. (National Center for Health Statistics, Health. United States,
1978, DHEW Publication No. (PHS) 78-1232, Public Health Service, U.S.
Government Printing Office, 1978, table 101, p. 308) In 1986, the rate was
only 833.1 days of care per 1,000 persons. (Health. United States, 1987, table
63, p. 109.

40 Between 1975 and 1980, hospital use by persons aged 65 and above
declined at a rate of 0.33 percent per year. For the population as a whole,
the rate of decline was 1.98 percent. Between 1980 and 1983, the rate of
decline was 0.77 percent per year for seniors and 2.05 percent (or the
population as a whole. (Based on data in Heallh, United Stales, 1978, table
101, p. 308, and Health, United States, 1987, table 63, p. 109.)

.1 See. e.g., James B. Simpson (1986), -Full Circle: The Return of
Certificate of Need Regulation of Health Facilities to State Control: Indiana
Law Review, 19, pp. 1028·1030.

13



that requires CON approval. Thus, the CON process cannot be used to
discipline an institution that is providing an unacceptable quality of care
unless the institution is regularly applying for new project approvals. On
the other hand, periodic accreditation and licensing reviews provide a way to
monitor quality on an ongoing basis. These mechanisms are probably
sufficient to ensure quality. CON regulation appears both unnecessary and
largely ineffective as a means of quality control.(2

2. Eliminating CON regulation wm not increase the costs of providing
hospital care to the poor.

While the cost of indigent care is frequently cited in debates on
Certificate of Need,·! the relation to CON regulation is unclear. One
possibility is that, absent competition, hospitals can charge paying patients
rates high enough to cover the unreimbursed costs of indigent care.··

If this is occurring, several observations would appear to be in order.
First, such a system may not be able to survive, even with CON regulation,
as cost-conscious private insurers and governments pressure providers to
operate more efficiently. For example, hospitals not subsidizing care for the
poor with higher rates to paying patients will be more successful in
competing foy patients.

Second, hospital rates that cover the cost of subsidizing care for the
poor constitute an indirect tax on paying users of hospital services and on
all holders of private health insurance. While this "tax" is not paid directly
to the government, in its effect, it is as much a tax as a direct levy on

.: The CON quality assurance role is sometimes justified by pointing to
epidemiological studies that show that hospitals that perform certain
operations more frequently have lower mortality rates from those operations.
(See, e.g., Simpson (1986). p. 1030.) However, accreditation and licensing
should be able to assure that adequate levels of quality are maintained here
as well. If a certain volume is necessary to assure quality in certain
surgical procedures, a hospital could be granted only a provisional license or
accreditation to perform that operation. To be fully-licensed or accredited,
the hospital would have to demonstrate that it is generating enough of
patients to assure quality. If, after some period of time, the hospital is not
meeting this requirement, the license or accreditation to perform that service
would be withdrawn. ('lie advantage such an approach would have over the
CON process is that a hospital which can offer the service at a higher
quality level or a lower cost would be abk to enter and compete with
existing providers. This is much more difficult, if it is possible at all, with
a CON process.

., See, e.g., M Lerner, et al. (1987), Investigation of Certain Issues in
Connection With the Virginia Certificate of Need Law, in which one of the
questions asked of all parties expressing opinions on CON repeal was how
repeal would affect the provision of medical care for the indigent.

.. This argument is suggested in Lerner, et al. (1987), p. VII.22.
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hospital services or health insurance premiums.4s In either case, the
consumer -- i.e., the taxpayer - pays a price that exceeds the value of the
service provided. Furthermore, the costs of the current system are probably
greater than would be necessary if an alternative tax was imposed to pay for
indigent care.46

Third, any such indirect tax is highly regressive. The costs of health
care and of health insurance are no lower for low income families and
individuals than for the well-to-do.47 Thus, low income families spend a
higher percentage of the:r income on health insurance and health care.48

46 Several states, including Florida, Wisconsin, South Carolina, and New
York have developed procedures under which funding for indigent health care
is financed from taxes on hospital revenues. (See M Lerner, et aI., (1987), p.
Vll.24, n.·) We take no position on whether a tax on hospital revenues or
on health insurance premiums is superior to other alternatives such as
funding indigent care from general tax revenues.

4& There are two reasons for this. First, as noted above, the CON
process probably inhibits competition and slows innovation. This is apt to
result in higher costs, lower quality, or both. This inefficient provision of
services would be eliminated if CON was repealed and an alternative means
found to fund indigent care. Second, if CON regulation limits entry of new
health facilities for the purpose of guaranteeing prices high enough to cover
the costs of indigent care, the actual payments to health facilities, in
aggregate, are likely to be more than is necessary to do so - even if the
facilities behave competitively in pricing their health services. This occurs
when existing facilities differ in their burden of indigent care. If prices are
high enough to cover the costs of indigent care at a facility with the
highest percentage of indigent patients, the same prices will be more than
adequate to co"Ve~ indigent care costs at the facility with the lowest
percentage of indigent patients. Thu~ while indigent care costs are
·covered" at all facilities, the aggregate of payments by non-indigent
patients wiH be in excC'ss of the minimum necessary to cover indigent care
needs. In this case, use of tax money to subsidize indigent care, coupled
with the competitive benefits of eliminating CON limitations on entry, may
result in lower costs of subsidizing indigent care.

47 If anything, families with lower incomes. tend to need more health
care. In 1986, families with incomes below $10,000 had an average of 6.6
visits to a physician. For all income classes above $10,000, the average
number of visits was either 5.3 or 5.4 (Health, United States. 1987, table 57,
p. J03) Hospital care is even more strongly related to income: In 1986,
families with incomes less than $10,000 had J,445.9 days of hospitalization
per 1,000 population. The hospitalization rate fell steadily as income rose.
For families with incones above $35,000, the hospitalization rate was 773.8
days of per 1,000 population. (Health. United States. 1987, table 62, p. 108.)

.. Sec, e.g., Alain Enthoven and Richard Kronick (1989), RA ("'onsumer­
Choice Health Plan for the 1990s: Universal Health Insurance ina System

(conI inued...)
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3. Eliminating CON regulation need not lead to increases in expenditures
(or nursing home beds under the State's Medicaid program.

Turning now to the third argument, states also appear to have used
CON to control the number of nursing home beds for which they must pay
under the Medicaid program.4Q Thus, it is feared that CON repeal will be
accompanied by large, uncontrollable increases in the Medicaid budget.6o

The concern appears to be, not with the cost per bed, but rather with the
absolute number of beds.n

4_(...con tinued)
Designed to Promote Quality and Economy," The New England Journal of
Medicine, 320 (January 12), p. 95.

4Q See, e.g., Simpsor. (1986), p. 1032.

50 M Lerner, et a1. (1987), VII.24.

51 As I noted above, the one study that has examined the effect of
CON regulation on the cost of nursing home care found that per unit costs
were higher io. states with CON regulation. (Lee, Birnbaum, and Bishop
(1983»

The experience in two of the states that first ended CON regulation of
new nursing home bed construction would appear to provide some support for
this expectation: in both Arizona and Utah, deregulation was accompanied by
large increases in the number of nursing home beds. Arizona repealed its
CON regulation of new nursing home bed construction in July 1982,. (Lerner,
et a1. (1987), p. VI.12) The number of skilled nursing facility and
intermediate care facility beds in Arizona grew from 7,148 in 1982 to 13,734
in 1986 - an annual rate of gTowth of 16.3 percent. (Charlene Harrington,
James H. Swan, and L~1ie A. Grant (1988), "Nursing Home Bed Capacity in
tJ1.e States" 197!-i986," Health Care Financing Rel'iew, 9 (Summer), p. 87)
Utah repealed all of its CON requirements in December 1984. (Lerner, et al.
(1987), p. VI.12) In 1984, there were 5,425 nursing home beds in Utah.
(Harrington, Swan, and Grant (1988), p. 87) By 1988, the number had
increased to 6,906 .- a 27.3 percent increase over four years. (Telephone
interview with John Williams, Office of Health Facilities and Licensure,
Department of Health, State of Utah, January 27, 1989)

However, on closer inspection, it is not clear that the experience in
Utah and Arizona would be repeated in other states. Prior to deregulation,
bot.h states had a ratio of nursing home beds to population aged 65 and
above that was below the average for the nation as a whole. Arizona, with
21 beds per 1,000 aged citizens, had the lowest bed rate of any state in the
nation. By 1986, the ratio in Arizona had 'only risen to 33.5, the fifth
lowest ratio among the states. Utah had 42.4 beds per 1000 aged in 1984,
compared with a national average of 51.9 beds per 1000 aged. (Harrington,
Swan, and Grant (1988), p. 89) Thus, it is possible that the construction of
new beds in Arizona and Utah merely represented a catching up with demand
that would not be repeated in other states.
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States may well be interested in limiting their Medicaid expenditures
and may, therefore, conclude that they will limit the number of nursing
home beds for which state Medicaid funds will pay. The Federal Trade
Commission's Bureau of Economics has no expertise here; and therefore we
cannot advise the State of North Carolina on how many beds should be
available for Medicaid patients. However, if the state chooses to impose
such a limit, we would point out that Certificate of Need regulation would
Dot appear to be the best way of doing so.

If CON regulation is used, the number of nursing home beds available
to everyone is restricted. As a result, citizens paying for their own use of
nursing homes, or those having private nursing bome insurance, may have
more difficulty finding the service and quality levels they desire.n Further,
as a result of CON entry restrictions, such patients will likely pay higher
prices than they would if the market were allowed to function
competitively.53

Moreover, if CON regulation is used to limit the number of beds for
which Medicaid must pay, it is not clear that the state will pay the lowest
possible cost for the use of those beds. Indeed, the one study examining
nursing home costs and Certificate of Need found that costs were higher in
regulated states.54

There are alternative mechanisms for limiting the number of nursing
home beds for which Medicaid reimburses. One approach would be to
control the maximum rate the state pays nursing homes for care of Medicaid
patients.55 Another approach would be to directly limit the number of beds

n In 1987, 51 pelcent of nursing home care was paid for by those
receiving the care or their families. Private health insurance paid for 0.8
percent of care, while government programs, including Medicare and
Medicaid, paid for 47.5 percent of care. (The remainder apparently came
from philanthropy or care (or which the provider received no
reimbursement.) (Health. United States. 1987, table 103, p. 159)

53 Nursing home costs have been found to be higher in states with
CON regulation. (Lee, Birnbaum, and Bishop (1983), p. 1903) In addition,
the rates charged private-pay patients may well be higher in states with
CON regulation, either because the regulations reduce competitive supply or
because nursing homes will be able to exercise market power because CON
regulation reduces the lik :lihood of entry.

54 Lee, Birnbaum, and Bishop (1983), p. 1903.

55 North Carolina currently uses a prospective reimbursement scheme
for Medicaid nursing home beds under which each home is reimbursed at an
individually-determined !ate -- provided that rate is not above an industry­
wide maximum rate. (Telephone interview with Jim Barnhill, North Carolina
Division of Medical Assistance, February 16, 1989.) One way to limit the
number of nursing home beds filled by Medicaid patients would be to keep
the industry maximum reimbursement rate low.
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covered by Medicaid. A third alternative would be to rely on utilization
reviews to limit nursing home care to those Medicaid patients who truly
need care.56

In short, the state may choose to impose some form of regulation
affecting Medicaid patients. However, CON regulation does not appear
Decessary to any effort to limit Medicaid expenditures. Further, CON
regulation is undesirable because it is likely to limit access for self·paying
and privately insured patients, as well as for those on Medicaid.

E. CODc:lusloD

In conclusion, the available economic evidence does not support the
view that Certificate of Need regulation reduces the costs of providing
health care services. Indeed, it seems more likely that CON regulation
increases costs by inhibiting competition and the entry of more efficient or
innovative health care providers. In addition, changes in the organization of
health care and in health insurance have improved the ability of health care
markets to function in an unregulated, competitive environment. Finally,
CON regulation does not appear to be an efficient way to ensure the quality
of health care services, to assure that health care is available to the
indigent, or to control Medicaid expenditures for nursing home beds.

This completes my prepared comments. I thank you for your time and
would be happy to attempt to answer any questions you may have.

Ie Under federal regulations, there must be a utilization review of
patients in skilled nursing facilities at the first scheduled meeting after a
patient is admitted.' That patient must then be reviewed after 30 days and
after an additional 60 days. After that there is a review every 90 days.
For patients in intermediate care facilities, reviews are required every 180
days. While a utilization review is not required at admission, in North
Carolina, there is a review of the patient's need for that type of care prior
to admission. (Telephone interview with Olivia Hill, North Carolina Division
of Medical Assistance, February IS, 1989)
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