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I<section id="ch14lev1bm" role="bm"><title id="ch14lev1bm.title"/><para>n 2013, there were 5,686 hospitals with 915,000 beds in the United States (<link linkend="ch14table01" preference="1" type="forward">Table <xref linkend="ch14table01" label="14-1"><inst>14-1</inst></xref></link>). Of the 18 million persons employed in health services industries, 4.8 million were employed at hospitals. Hospital care is the most visible component of total health care spending, and the hospital remains at the center of an evolving health economy. At the same time, the aging of the population has created a major challenge for the adequate provision of long-term care. This chapter provides an overview of the hospital and long-term care sectors. It also examines several controversies. For hospitals, these include the “medical arms race;” cost shifting; hospital quality; and the effects of managed care, the Affordable Care Act, and hospital consolidation. For nursing homes and long-term care, we examine various quality, demand, and cost issues, as well as the possible substitution of informal care for nursing home care.</para>
<section id="ch14lev1sec1"><title id="ch14lev1sec1.title">Background and Overview of Hospitals</title>
<para>We distinguish among the many types of hospitals by using four criteria: length of stay, type, ownership, and size. Hospitals are categorized as short stay (usually less than 30 days) or long term (usually more than 30 days). The community hospital is the type with which the general public is most familiar. It consists of all nonfederal general hospitals that provide acute, short-term care.<footnoteref preference="1" label="1" role="generated" linkend="ch14fn01"/>
</para>
<para>Many community hospitals are also teaching hospitals, with residency programs approved by the Accreditation Council for Graduate Medical Education. Other hospital types are mental, including those treating alcoholism and other chemical dependencies; tuberculosis and other respiratory diseases; and other specialties (e.g., maternity, orthopedic, and rehabilitation).</para>
<table id="ch14table01" label="14-1" float="1" frame="none" prefix="Table"><title id="ch14table01.title"><inst>Table 14-1 </inst>Hospital Data</title><tgroup cols="5" colsep="0" rowsep="0" align="left"><colspec colnum="1" colname="c1" align="left" colwidth="200"/><colspec colnum="2" colname="c2" align="left" colwidth="100"/><colspec colnum="3" colname="c3" align="left" colwidth="100"/><colspec colnum="4" colname="c4" align="left" colwidth="100"/><colspec colnum="5" colname="c5" align="left" colwidth="100"/><spanspec spanname="s1" namest="c1" nameend="c5" align="left"/>
	<thead><row><entry><para> </para></entry>
	<entry valign="top"><para>1980</para></entry>
	<entry valign="top"><para>1990</para></entry>
	<entry valign="top"><para>2000</para></entry>
	<entry valign="top"><para>2013</para></entry></row></thead>

	<tbody><row><entry valign="top"><para>All hospitals</para></entry>
	<entry valign="top"><para>6,965 (1,365)<superscript><inst></inst>a<inst></inst></superscript></para></entry>
	<entry valign="top"><para>6,649 (1,213)</para></entry>
	<entry valign="top"><para>5,810 (984)</para></entry>
	<entry valign="top"><para>5,686 (915)</para></entry></row>

	<row><entry valign="top"><para>Federal hospitals</para></entry>
	<entry valign="top"><para>359 (117)</para></entry>
	<entry valign="top"><para>337 (98)</para></entry>
	<entry valign="top"><para>245 (53)</para></entry>
	<entry valign="top"><para>213 (39)</para></entry></row>

	<row><entry valign="top"><para>Nonfederal hospitals</para></entry>
	<entry valign="top"><para>6,606 (1,248)</para></entry>
	<entry valign="top"><para>6,312 (1,113)</para></entry>
	<entry valign="top"><para>5,565 (931)</para></entry>
	<entry valign="top"><para>5,473 (876)</para></entry></row>

	<row><entry valign="top"><para>Community</para></entry>
	<entry valign="top"><para>5,830 (988)</para></entry>
	<entry valign="top"><para>5,384 (927)</para></entry>
	<entry valign="top"><para>4,915 (824)</para></entry>
	<entry valign="top"><para>4,974 (796)</para></entry></row>

	<row><entry valign="top"><para>  Nonprofit</para></entry>
	<entry valign="top"><para>3,322 (692)</para></entry>
	<entry valign="top"><para>3,191 (657)</para></entry>
	<entry valign="top"><para>3,003 (583)</para></entry>
	<entry valign="top"><para>2,904 (544)</para></entry></row>

	<row><entry valign="top"><para>  For-profit</para></entry>
	<entry valign="top"><para>730 (87)</para></entry>
	<entry valign="top"><para>749 (102)</para></entry>
	<entry valign="top"><para>749 (110)</para></entry>
	<entry valign="top"><para>1,060 (135)</para></entry></row>

	<row><entry valign="top"><para>  State-local government</para></entry>
	<entry valign="top"><para>1,778 (209)</para></entry>
	<entry valign="top"><para>1,578 (169)</para></entry>
	<entry valign="top"><para>1,163 (131)</para></entry>
	<entry valign="top"><para>1,010 (117)</para></entry></row>

	<row><entry valign="top"><para>Psychiatric and other long-term</para></entry>
	<entry valign="top"><para>702 (256)</para></entry>
	<entry valign="top"><para>892 (183)</para></entry>
	<entry valign="top"><para>631 (105)</para></entry>
	<entry valign="top"><para>487 (79)</para></entry></row>

	<row><entry valign="top"><para>Community hospitals</para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry></row>

	<row><entry valign="top"><para>  Occupancy rate<superscript><inst></inst>b<inst></inst></superscript></para></entry>
	<entry valign="top"><para>75</para></entry>
	<entry valign="top"><para>67</para></entry>
	<entry valign="top"><para>64</para></entry>
	<entry valign="top"><para>63</para></entry></row>

	<row><entry valign="top"><para>  Admissions (per 1,000 pop.)</para></entry>
	<entry valign="top"><para>159</para></entry>
	<entry valign="top"><para>125</para></entry>
	<entry valign="top"><para>117</para></entry>
	<entry valign="top"><para>106</para></entry></row>

	<row><entry valign="top"><para>  Average length of stay (days)</para></entry>
	<entry valign="top"><para>7.6</para></entry>
	<entry valign="top"><para>7.2</para></entry>
	<entry valign="top"><para>5.8</para></entry>
	<entry valign="top"><para>5.4</para></entry></row>

	<row><entry valign="top"><para>  Outpatient visits (per 1,000 pop.)</para></entry>
	<entry valign="top"><para>890</para></entry>
	<entry valign="top"><para>1,207</para></entry>
	<entry valign="top"><para>1,852</para></entry>
	<entry valign="top"><para>2,146</para></entry></row>


<row class="5" role="tfoot"><entry spanname="s1"><note><para><superscript><inst></inst>a<inst></inst></superscript>Numbers in parentheses are beds in thousands.</para>
<para><superscript><inst></inst>b<inst></inst></superscript>Percent of beds occupied. The latest value shown is for 2012.</para></note>
<source><emphasis>Sources:</emphasis> U.S. Department of Commerce, <emphasis>Statistical Abstract of the United States,</emphasis> 2016: Proquest Online Edition, and earlier issues of the Statistical Abstract); and U.S. Department of Health and Human Services, <emphasis>Health, United States</emphasis> (2014 and earlier issues).</source></entry></row></tbody></tgroup></table>
<para>Hospital ownership can be private or public (federal, state, county, or local). The former category consists of either nonprofit or proprietary (for-profit) hospitals. <link linkend="ch14table01" preference="0" type="backward">Table <xref linkend="ch14table01" label="14-1"><inst>14-1</inst></xref></link> indicates that there were 1,010 state and local short-stay hospitals in 2013.  Nonprofits dominate the remainder.</para>
<para>Hospital size is generally measured by number of beds. This does not mean that one doubles hospital size by putting a second bed in each room, but rather that the support services, types of equipment, and to some extent administrative staff, are related to the number of people that the hospital can house, and hence the number of beds.</para>
<para>Most short-stay hospitals are relatively small with fewer than 200 beds. However, hospitals that have more than 200 beds account for 68 percent of all beds. The largest hospitals usually are affiliated with university medical schools and provide tertiary care in addition to primary and secondary care. Tertiary care consists of the most complex procedures such as organ transplant surgery and open-heart procedures. The typical community hospital is limited to secondary care, consisting of the more common surgical and medical procedures. Primary care consists of the kinds of preventive and curative care received by patients who are not hospitalized.</para>
<section id="ch14lev2sec1"><title id="ch14lev2sec1.title">History</title>
<para>Hospitals date back to ancient Egypt and Greece. Since then, places of healing in many countries were organized by religious establishments. Illness was closely associated with a lack of faith or superstition, and priests often administered care. Even today, it is not unusual for the afflicted to believe that they are being punished or cursed, and in some parts of the world, shamans and other “medicine men” are called upon to exorcise evil spirits.</para>
<para>Early hospitals in the United States were associated with the poor or with mental and infectious diseases, and medicine was practiced mainly at the home. This picture changed as more effective surgery became possible following scientific and technological advances in the last half of the nineteenth century. The modern U.S. hospital emerged at the turn of the twentieth century. In particular, important advances in antisepsis to help fight off infections greatly increased the probability of surgical success. Major advances in anesthesia, anatomy, and physiology and the invention of the X-ray also contributed.</para>
<para>Two nonscientific factors helped accelerate the process. One was the rapid pace of urbanization resulting from industrialization. Rural areas could not support sophisticated hospitals because of transportation problems and low population densities. Urbanization also created health problems, such as outbreaks of infectious disease that were much less common in rural areas and that required hospitalization.</para>
<para>The second factor was a financial one. Early hospitals relied on philanthropic contributions or state and local government funds. These alone would have been inadequate to support the growing numbers and costs associated with the modern hospital. Urbanization created wealth, and the rise of an urban middle class led to a greater ability to pay, as well as third-party payment through private insurance and workers’ compensation, which originated shortly in the early 1900s.</para>
<para>The opening of The Johns Hopkins Hospital in Baltimore in 1885 was a significant milestone. Though few other hospitals would ultimately be able to emulate or compete with its international reputation, The Johns Hopkins Hospital introduced the latest advances in medical technology and hospital design. Through its affiliation with The Johns Hopkins University, it became a model of the teaching and research hospital.</para></section>
<section id="ch14lev2sec2"><title id="ch14lev2sec2.title">Organization</title>
<para>The typical nonprofit community hospital is governed by a board of trustees that selects the president and approves most major decisions. Traditionally, board members were often leading members of the community known for their ability to contribute or raise funds. In recent years, the increasing financial complexity of decisions facing the modern hospital has made a strong business background an extremely important qualification.</para>
<para>The hospital’s decision-making power rests with the medical staff rather than the administrators or the board. To appreciate the significance of this phenomenon, consider that the medical staff in most hospitals is composed of admitting physicians, who are not hospital employees. Physicians apply for staff privileges to admit patients and perform certain procedures. Because physicians often have admitting privileges at several hospitals and bring patients to the hospital, admitting physicians have considerable influence on hospital decision making by serving on many committees relating to hospital governance and patient care. As such, the hospital has been referred to as the physician’s “rent-free workshop,” where the physician can direct substantial resources for patient care but is not held directly accountable for those resources. Physicians also bill separately for their services.</para>
<para>To deal with the conflicts and cost pressures created by the traditional system, more hospitals now rely on permanent physician-employees who are paid salaries or combinations of salaries and bonuses, the latter driven by various incentives. As these staff physicians are no longer the driving force to admit patients, hospitals with permanent staff physicians must have other means to attract patients. The source of patients for such hospitals is often affiliation with or ownership of HMOs. Hospitals also advertise directly through the broadcast or print media or purchase physician practices to gain new patients.</para>
<para>The hospital industry has undergone major change. Due to declining inpatient utilization, many smaller hospitals have closed while others have merged or reorganized. Hospitals face considerable pressure to join networks of providers in order to participate in managed care plans and to become diversified health care centers with expanded primary care facilities. Many hospitals have concentrated resources on freestanding outpatient surgery units and other outpatient programs such as cardiac rehabilitation. <link linkend="ch14table01" preference="0" type="backward">Table <xref linkend="ch14table01" label="14-1"><inst>14-1</inst></xref></link> reveals the extent of these changes. Inpatient admissions per capita in community hospitals dropped 33 percent from 1980 to 2013, the average length-of-stay by 29 percent, and the occupancy rate dropped from 75 to 63 percent. Over the same period, the number of outpatient visits per capita more than doubled, increasing by 141 percent.</para>
<para>Despite this dramatic shift to outpatient care, hospitals will continue to face challenges, especially as Medicare and Medicaid budgets tighten. Governments account for about 38 percent of hospital revenues, although this figure can be far higher for many urban and small hospitals that rely heavily on poor and elderly patients. The ACA and other proposals to reform Medicare and Medicaid also tend to focus on reducing hospital spending and reimbursement rates. Thus, hospitals that disproportionately depend on Medicare and Medicaid are especially vulnerable. Nevertheless, in an increasingly competitive, cost-conscious environment, all hospitals are under considerable pressure to respond quickly to new incentives and opportunities.</para></section>
<section id="ch14lev2sec3"><title id="ch14lev2sec3.title">Regulation and Accreditation</title>
<para>Hospitals are subject to a wide variety of state and federal regulations over quality, costs, and reimbursement. Hospitals are licensed at the state level, although licensure is often focused on the adequacy of the hospital’s physical plant and other inputs. Hospitals have their own quality assurance programs but federal legislation established professional standards review organizations (PSROs) in 1971 to monitor quality while limiting utilization. After considerable controversy regarding their effectiveness, PSROs were replaced in 1984 by peer review organizations (PROs) that performed case-by-case peer review and monitored Medicare utilization in hospitals and other facilities. PROs were often dominated by physicians and hospitals and their impact was questioned. In the mid-1990s, the Centers for Medicare and Medicaid Services (CMS) adopted the position that case-by-case inspection brings only marginal improvements in quality. In 2002 PROs were replaced by quality improvement organizations (QIOs), intended to monitor and improve care.</para>
<para>Hospitals also are subject to numerous other regulations and requirements. Many of these relate to reimbursement, such as Medicare’s prospective payments system (PPS) and various forms of state rate regulation. Certificate-of-Need (CON) laws limit capital spending, and hospitals are subject to antitrust laws intended to promote competition.</para>
<para>In addition to meeting licensure and regulatory requirements, most hospitals and many other health care facilities seek accreditation from the Joint Commission on the Accreditation of Healthcare Organizations (JCAHO). The JCAHO is a private, nonprofit organization that was founded in 1952 and has a board dominated by representatives from physician and hospital associations. It sets standards for patient safety and quality of care. Hospitals seeking accreditation are evaluated by a visitation team, which examines hospital compliance with JCAHO standards. To maintain accreditation, the hospital must undergo an on-site review every three years.</para>
<para>Many third-party payers reimburse only for care provided in accredited hospitals. Although hospitals can be evaluated by federal inspectors to qualify for Medicare and Medicaid reimbursement, JCAHO accreditation also satisfies the federal requirement. The JCAHO is clearly a powerful organization, and the potential for conflict between professional self-interests and public interests is evident. The influence of the JCAHO can be used to limit hospital competition and to protect physicians against other groups of providers, such as chiropractors and doctors of osteopathy, by denying them access to hospitals or influence within hospitals.</para></section></section>
<section id="ch14lev1sec2"><title id="ch14lev1sec2.title">Hospital Utilization and Costs</title>
<para>The relentless growth of hospital costs has served as the impetus for many forms of regulation and other policy initiatives. <link linkend="ch14table02" preference="1" type="forward">Table <xref linkend="ch14table02" label="14-2"><inst>14-2</inst></xref></link> shows the increases in total hospital costs, as well as costs per day and costs per admission. Hospital costs account for 32 percent of national health expenditures and although they have decreased over the past 2 decades as a percentage of all health care costs, they have nonetheless increased at an annual rate of 9.2 percent since 1960. <link linkend="ch14table02" preference="0" type="forward">Table <xref linkend="ch14table02" label="14-2"><inst>14-2</inst></xref></link> also shows that a small and dwindling share has been paid out of pocket, especially after Medicare and Medicaid were introduced in 1965.  These programs now represent 43 percent of all hospital costs. 

Despite a growing and aging population, the hospital cost increases do not result from more inpatient admissions. The number of hospital beds has been declining for many years (<link linkend="ch14table01" preference="0" type="backward">Table <xref linkend="ch14table01" label="14-1"><inst>14-1</inst></xref></link>), and occupancy rates for community hospitals are only slightly higher than the 62 percent bottom reached in 1997. Rather, the cost per day and cost per admission and the shift to outpatient services, leaving hospitals with high fixed costs, are the main driving forces. The influence of these determinants of hospital costs is intertwined closely with numerous features of health care markets including changes in technology and reimbursement methods. We develop these issues and many others relating to hospital costs and health care system reform in other chapters. In this section, we address two of the many other concerns relevant to the growth of hospital costs. The first concerns the effect of competition on costs, and the second deals with cost shifting.<link linkend="fg14_00100" preference="1" type="forward"/><link linkend="ch14sb01" preference="1" type="forward"/></para>
<table id="ch14table02" label="14-2" float="1" frame="none" prefix="Table"><title id="ch14table02.title"><inst>Table 14-2 </inst>Hospital and Nursing Home Costs</title><tgroup cols="7" colsep="0" rowsep="0" align="left"><colspec colnum="1" colname="c1" align="left" colwidth="200"/><colspec colnum="2" colname="c2" align="char" char="." colwidth="70"/><colspec colnum="3" colname="c3" align="char" char="." colwidth="70"/><colspec colnum="4" colname="c4" align="char" char="." colwidth="70"/><colspec colnum="5" colname="c5" align="char" char="." colwidth="70"/><colspec colnum="6" colname="c6" align="char" char="." colwidth="70"/><colspec colnum="7" colname="c7" align="char" char="." colwidth="70"/><spanspec spanname="s1" namest="c1" nameend="c7" align="left"/>
	<thead><row><entry><para> </para></entry>
	<entry valign="top"><para>1960</para></entry>
	<entry valign="top"><para>1970</para></entry>
	<entry valign="top"><para>1980</para></entry>
	<entry valign="top"><para>1990</para></entry>
	<entry valign="top"><para>2000</para></entry>
	<entry valign="top"><para>2013</para></entry></row></thead>

	<tbody><row><entry valign="top"><para>National health care spending ($ billions)<superscript><inst></inst>a<inst></inst></superscript></para></entry>
	<entry valign="top"><para>27.4</para></entry>
	<entry valign="top"><para>74.9</para></entry>
	<entry valign="top"><para>256</para></entry>
	<entry valign="top"><para>724</para></entry>
	<entry valign="top"><para>1,377</para></entry>
	<entry valign="top"><para>2,919</para></entry></row>

	<row><entry valign="top"><para>Hospital care ($ billions)</para></entry>
	<entry valign="top"><para>9.0</para></entry>
	<entry valign="top"><para>27.2</para></entry>
	<entry valign="top"><para>101</para></entry>
	<entry valign="top"><para>250</para></entry>
	<entry valign="top"><para>416</para></entry>
	<entry valign="top"><para>937</para></entry></row>

	<row><entry valign="top"><para>  Percent of total health spending</para></entry>
	<entry valign="top"><para>32.8</para></entry>
	<entry valign="top"><para>36.3</para></entry>
	<entry valign="top"><para>39.4</para></entry>
	<entry valign="top"><para>34.5</para></entry>
	<entry valign="top"><para>30.2</para></entry>
	<entry valign="top"><para>32.1</para></entry></row>

	<row><entry valign="top"><para>Percent of hospital care paid by</para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry></row>

	<row><entry valign="top"><para>  Out-of-pocket</para></entry>
	<entry valign="top"><para>20.6</para></entry>
	<entry valign="top"><para>9.0</para></entry>
	<entry valign="top"><para>5.4</para></entry>
	<entry valign="top"><para>4.5</para></entry>
	<entry valign="top"><para>3.2</para></entry>
	<entry valign="top"><para>3.5</para></entry></row>

	<row><entry valign="top"><para>  Private health insurance</para></entry>
	<entry valign="top"><para>35.6</para></entry>
	<entry valign="top"><para>32.5</para></entry>
	<entry valign="top"><para>36.7</para></entry>
	<entry valign="top"><para>38.7</para></entry>
	<entry valign="top"><para>34.1</para></entry>
	<entry valign="top"><para>37.1</para></entry></row>

	<row><entry valign="top"><para>  Medicare and Medicaid</para></entry>
	<entry valign="top"><para>0</para></entry>
	<entry valign="top"><para>29.4</para></entry>
	<entry valign="top"><para>35.3</para></entry>
	<entry valign="top"><para>37.5</para></entry>
	<entry valign="top"><para>46.8</para></entry>
	<entry valign="top"><para>43.4</para></entry></row>

	<row><entry valign="top"><para>    Medicare</para></entry>
	<entry valign="top"><para>—</para></entry>
	<entry valign="top"><para>19.7</para></entry>
	<entry valign="top"><para>26.1</para></entry>
	<entry valign="top"><para>26.9</para></entry>
	<entry valign="top"><para>29.7</para></entry>
	<entry valign="top"><para>25.9</para></entry></row>

	<row><entry valign="top"><para>    Medicaid</para></entry>
	<entry valign="top"><para>—</para></entry>
	<entry valign="top"><para>9.7</para></entry>
	<entry valign="top"><para>9.2</para></entry>
	<entry valign="top"><para>10.6</para></entry>
	<entry valign="top"><para>17.1</para></entry>
	<entry valign="top"><para>17.5</para></entry></row>

	<row><entry valign="top"><para> Other government and private<superscript><inst></inst>b<inst></inst></superscript></para></entry>
	<entry valign="top"><para>43.8</para></entry>
	<entry valign="top"><para>29.1</para></entry>
	<entry valign="top"><para>22.6</para></entry>
	<entry valign="top"><para>19.3</para></entry>
	<entry valign="top"><para>15.9</para></entry>
	<entry valign="top"><para>15.9</para></entry></row>

	<row><entry valign="top"><para>Average hospital cost ($)</para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry></row>

	<row><entry valign="top"><para>  Per day</para></entry>
	<entry valign="top"><para>—</para></entry>
	<entry valign="top"><para>—</para></entry>
	<entry valign="top"><para>245</para></entry>
	<entry valign="top"><para>687</para></entry>
	<entry valign="top"><para>1,149</para></entry>
	<entry valign="top"><para>2,157</para></entry></row>

	<row><entry valign="top"><para>  Per stay</para></entry>
	<entry valign="top"><para>—</para></entry>
	<entry valign="top"><para>—</para></entry>
	<entry valign="top"><para>1,851</para></entry>
	<entry valign="top"><para>4,947</para></entry>
	<entry valign="top"><para>6,649</para></entry>
	<entry valign="top"><para>11,651</para></entry></row>

	<row><entry valign="top"><para>Nursing home care ($ billions)</para></entry>
	<entry valign="top"><para>0.8</para></entry>
	<entry valign="top"><para>4.0</para></entry>
	<entry valign="top"><para>15.3</para></entry>
	<entry valign="top"><para>44.9</para></entry>
	<entry valign="top"><para>85.1</para></entry>
	<entry valign="top"><para>155.8</para></entry></row>

	<row><entry valign="top"><para>  Percent of total health spending</para></entry>
	<entry valign="top"><para>2.9</para></entry>
	<entry valign="top"><para>5.3</para></entry>
	<entry valign="top"><para>6.0</para></entry>
	<entry valign="top"><para>6.2</para></entry>
	<entry valign="top"><para>6.2</para></entry>
	<entry valign="top"><para>5.3</para></entry></row>

	<row><entry valign="top"><para>Percent of nursing home paid by</para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry>
	<entry><para> </para></entry></row>

	<row><entry valign="top"><para>  Out of pocket</para></entry>
	<entry valign="top"><para>74.7</para></entry>
	<entry valign="top"><para>49.5</para></entry>
	<entry valign="top"><para>40.7</para></entry>
	<entry valign="top"><para>40.3</para></entry>
	<entry valign="top"><para>31.9</para></entry>
	<entry valign="top"><para>29.4</para></entry></row>

	<row><entry valign="top"><para>  Private health insurance</para></entry>
	<entry valign="top"><para>0</para></entry>
	<entry valign="top"><para>0.2</para></entry>
	<entry valign="top"><para>1.3</para></entry>
	<entry valign="top"><para>6.2</para></entry>
	<entry valign="top"><para>8.8</para></entry>
	<entry valign="top"><para>8.1</para></entry></row>

	<row><entry valign="top"><para>  Medicare and Medicaid</para></entry>
	<entry valign="top"><para>__</para></entry>
	<entry valign="top"><para>26.8</para></entry>
	<entry valign="top"><para>48.2</para></entry>
	<entry valign="top"><para>40.4</para></entry>
	<entry valign="top"><para>50.1</para></entry>
	<entry valign="top"><para>52.3</para></entry></row>

	<row><entry valign="top"><para>    Medicare</para></entry>
	<entry valign="top"><para>—</para></entry>
	<entry valign="top"><para>3.5</para></entry>
	<entry valign="top"><para>2.0</para></entry>
	<entry valign="top"><para>3.8</para></entry>
	<entry valign="top"><para>12.7</para></entry>
	<entry valign="top"><para>22.2</para></entry></row>

	<row><entry valign="top"><para>    Medicaid</para></entry>
	<entry valign="top"><para>—</para></entry>
	<entry valign="top"><para>23.3</para></entry>
	<entry valign="top"><para>46.2</para></entry>
	<entry valign="top"><para>36.6</para></entry>
	<entry valign="top"><para>37.4</para></entry>
	<entry valign="top"><para>30.1</para></entry></row>

	<row><entry valign="top"><para> Other government and private</para></entry>
	<entry valign="top"><para>25.3</para></entry>
	<entry valign="top"><para>23.5</para></entry>
	<entry valign="top"><para>9.8</para></entry>
	<entry valign="top"><para>13.1</para></entry>
	<entry valign="top"><para>9.8</para></entry>
	<entry valign="top"><para>10.3</para></entry></row>


<row class="7" role="tfoot"><entry spanname="s1"><note><para><superscript><inst></inst>a<inst></inst></superscript>All monetary values are in nominal dollars.</para>
<para><subscript><inst></inst>b<inst></inst></subscript>Includes the Department of Veterans Affairs, CHIP, other state and local spending, workers compensation,  and other public and private sources.</para></note>
<source><emphasis>Sources:</emphasis> U.S. Department of Health and Human Services, <emphasis>Health, United States</emphasis>, 2014; and U.S. Department of Commerce, <emphasis>Statistical Abstract of the United States</emphasis> (2016 and earlier issues).</source></entry></row></tbody></tgroup></table>
<section id="ch14lev2sec4"><title id="ch14lev2sec4.title">Competition and Costs</title>
<para>Consumers generally welcome increased competition as a driver of lower prices, greater availability, and improved innovation and quality. Whether increased competition among hospitals provides similar benefits is of considerable policy and academic interest. Such concerns are interesting and unique. With the exception of natural monopolies resulting from economies of scale, economists usually endorse competition as being in the best interest of consumers. Evidence is substantial that higher levels of seller concentration in most markets lead to higher prices and reduced choices. Indeed, this is the premise behind federal and state antitrust laws.</para>
<para>Some analysts suggest that the hospital market is an exception to the standard paradigm. They argue that hospital competition has encouraged an unproductive and costly medical arms race (MAR), as described in <link linkend="ch14sb01" preference="0" type="backward">Box <xref linkend="ch14sb01" label="14-1"><inst>14-1</inst></xref></link>, with unnecessary duplication of expensive capital equipment as well as unnecessary expenditures on advertising in order to attract patients. Competition also may create pressure to fill beds through questionable admissions.</para>
<para>Why should hospital care be different? The answer lies with the reimbursement mechanisms traditionally used by insurers, which paid hospitals on a retrospective cost basis. Higher costs generally meant higher payments to hospitals. Unlike other industries, where sellers must compete on the basis of price for customers, retrospective reimbursement meant that hospitals were largely immune from the discipline exerted by the competitive process.</para>

<sidebar id="ch14sb01" label="14-1" float="1" type="bx1"><inst>Box 14-1</inst>
<title id="ch14sb01.title">Game Theory and the Medical Arms Race (MAR)</title>
<para>The 2002 Academy Award–winning movie <emphasis>A Beautiful Mind</emphasis> brought considerable public attention to John Nash and his contributions to game theory. Game theory is a powerful analytical tool used increasingly in economics and many other disciplines. It can be used, for example, to show why it may be in the best interests for each hospital to engage in a MAR even when hospitals as a whole are negatively affected. Game theory begins with a payoff matrix of the type shown below<link linkend="fg14_00100" preference="0" type="forward"><xref linkend="fg14_00100" label="14-1"><inst></inst></xref></link>. Suppose there are two large hospitals, A and B, in a market, each facing the decision of whether to add an expensive heart transplant unit without knowing what its rival will do. The payoff matrix shows the total profit for each hospital (with values for A’s profit shown first) resulting from the four combinations of strategies. For example, if both adopt (the “northwest” cell), each hospital will have a total annual profit of $100 (million). If A alone adopts (the “northeast” cell), assume that it will have a significant advantage resulting in a profit of $200 (million), while B loses $50 (million).</para>
<para>Game theory tries to predict a solution, that is, the strategy chosen by each participant. It is clear that both hospitals with a combined profit of $300 (million) will be better off if neither introduces the unit. However, if the hospitals cannot agree (e.g., they may not trust each other or they may believe that antitrust laws preclude cooperation), game theory predicts a solution in which each hospital will adopt the unit and combined profits will be $200 (million). Why? Given the payoff matrix, each hospital has a dominant strategy. That is, regardless of what Hospital B does, A will always have a higher profit by adopting rather than not adopting, that is, $100 (million) versus $50 (million) if B adopts and $200 (million) versus $150 (million) if B does not adopt. Similarly B’s dominant strategy is to adopt and, hence, a scenario results consistent with the MAR hypothesis.</para>
<para>Students of game theory will recognize this as an example of the prisoner’s dilemma and the solution as a Nash equilibrium. McKay (1994) and Calem and Rizzo (1995) provide other applications of game theory to other decisions including hospital quality and specialty mix. In addition to decisions involving the acquisition of technology and introduction of new services, game theory can provide insight into hospital advertising and other forms of nonprice competition.
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<para>This situation has greatly changed over the past two decades. Hospitals as well as insurance companies must compete for their managed care business through price and quality. Hospitals also are now reimbursed by many major third-party payers on a prospective basis at rates that are independent of their actual costs. It would thus appear that hospitals have a strong financial stake in being efficient and in avoiding capital investments that are not profitable.</para>
<para>Kessler and McClellan (2000) examined the effects of hospital competition on the costs and outcomes for Medicare beneficiaries who incurred heart attacks. They found that, prior to 1991, competition improved outcomes in some cases, but also raised costs. After 1990, there were substantial decreases in costs and substantial improvements in outcomes. A part of the welfare improvement resulted from the higher HMO enrollments over this period.</para>
<para>Elsewhere, Zwanziger and Mooney (2005) studied HMOs in New York State which until 1996 regulated the rates (determined largely by historical costs) private insurers were required to pay for inpatient care. After the 1996 reforms, HMOs were able to negotiate lower prices with hospitals that were located in more competitive markets.</para>
<para>Finally, we observe other effects of managed care, including its role in the large decline in the number of hospitals and beds since 1980. Dranove and colleagues (2002) describe the financial pressures created by managed care for hospital consolidation and improved efficiency. Their work demonstrates the substantial impact associated with the growth of managed care. For the average market, the consolidation between 1981 and 1994 attributable to managed care represented the equivalent of a decrease to 6.5 equal-sized hospitals from 10.4 such hospitals.</para>
<para>A second study by Dranove and colleagues (2008) examined whether the “managed care backlash” and consequent easing of restrictions on patient choices beginning in the mid-1990s affected the relationship between hospital prices and hospital concentration. MCOs should be able to extract greater price concessions in more competitive hospital markets especially when their members are more willing to be directed to selective hospitals. In the limiting case of a single hospital in a market, the MCO will have no bargaining ability. The research results show that the price-concentration relationship grew stronger between 1995 and 2001, but that it peaked in 2001, and possibly even reversed after 2001. The authors conclude (p. <link role="pageref">374</link>) that despite growing concentration, there has not been a “collapse in the price-concentration relationship. MCOs still appear to be continue to be playing competitive hospitals off against each other to secure discounts, though with possibly less effectiveness than in the peak year of 2001.”</para>
<section id="ch14lev3sec1"><title id="ch14lev3sec1.title">Hospital Cost Shifting</title><para><inst>  </inst>For various legal and ethical reasons, hospitals provide substantial amounts of uncompensated care. Most of this care is provided to uninsured indigents, but uncollectibles from incompletely insured patients are also considerable. In addition, many third-party payers place stringent limits on reimbursement rates, and proposals to reduce Medicare and Medicaid expenditures typically call for further reductions. After an initial period of generous payments under PPS, by 1993 the payment-to-cost ratios for both Medicare paid Medicaid were only 90 percent, compared to 130 percent for private patients. The ratios for Medicare and Medicaid subsequently increased but dropped back to the 1993 levels by 2004.<footnoteref preference="1" label="2" role="generated" linkend="ch14fn02"/>
 They have remained at about 90 percent compared to a private payer rate of 144 percent in 2013.</para>
<para>Are the costs of uncompensated care and “discounts” to some third-party payers passed on by hospitals to other patients as is often claimed? If Medicare and Medicaid cuts are passed on to others, there would be no savings to society but merely a shifting of the hospital cost burden. Similar shifting would occur if the number of uninsured or poorly insured increases because of an increase in part-time employment in the services sector and cutbacks in fringe benefits by some employers.</para>
<para>Intuition suggests that these costs are shifted. After all, services must be paid for and it stands to reason that the burden for nonpayers must be picked up by others. However, the issue may not be as simple as it first appears. To see why, we develop a model of hospital fee determination.</para>
<para>We examined a variety of hospital behavior models in <link olinkend="ch13" preference="0">Chapter <xref olinkend="ch13" label="13"><inst>13</inst></xref></link>, but for simplicity assume that hospitals maximize profits (or the undistributed residual in the case of nonprofits).</para> <para>Suppose also for simplicity that there are just two groups of patients: private (insured or self-pay) and Medicare. The downward-sloping demand curve for the private sector and the constant Medicare hospital reimbursement rate (<emphasis>R</emphasis><subscript><inst></inst>1<inst></inst></subscript>) per patient are shown in <link linkend="fg14_00200" preference="1" type="forward">Figure <xref linkend="fg14_00200" label="14-2"><inst>14-1</inst></xref></link>. The private demand curve (panel A) is negatively sloped because at least some patients economize or substitute other services as their out-of-pocket obligations increase, and hospitals that raise fees lose patients to other hospitals. Assume further that <emphasis>R</emphasis><subscript><inst></inst>1<inst></inst></subscript> covers the average variable cost (<emphasis>C</emphasis><subscript><inst></inst>1<inst></inst></subscript>) for a fixed number of Medicare patients seeking admission (i.e., <emphasis>Q</emphasis><subscript><inst></inst>2<inst></inst></subscript> Medicare patients in panel B) but that the rate does not necessarily cover all costs. Finally, assume that the hospital is operating below capacity, as is the case for many hospitals, and that <emphasis>C</emphasis><subscript><inst></inst>1<inst></inst></subscript> is constant over the relevant range and equal to marginal cost.
Figure 14-1  </inst><mediaobject float="0"><imageobject><imagedata fileref="/fg14_00200.eps" width="256" depth="256"/></imageobject><caption><para>Analysis of Changes in the Medicare Hospital Reimbursement Rate  (FGS7 Figure 14-2 goes about here)

</para>
<para>If the hospital is unable to price discriminate in the private sector, it will accept <emphasis>Q</emphasis><subscript><inst></inst>1<inst></inst></subscript> private patients (the quantity where marginal revenue equals marginal cost) and charge the price, <emphasis>P</emphasis><subscript><inst></inst>1<inst></inst></subscript>. It also will accept all Medicare patients (<emphasis>Q</emphasis><subscript><inst></inst>2<inst></inst></subscript>) at the Medicare rate<footnoteref preference="1" label="3" role="generated" linkend="ch14fn03"/>
 so that the hospital treats a total of (<emphasis>Q</emphasis><subscript><inst></inst>1<inst></inst></subscript>  <emphasis>Q</emphasis><subscript><inst></inst>2<inst></inst></subscript>) patients. Total revenues of <emphasis>(P<subscript><inst></inst>1<inst></inst></subscript>Q</emphasis><subscript><inst></inst>1<inst></inst></subscript>  <emphasis>R<subscript><inst></inst>1<inst></inst></subscript>Q</emphasis><subscript><inst></inst>2<inst></inst></subscript>) produce a surplus over variable costs equal to (<emphasis>P</emphasis><subscript><inst></inst>1<inst></inst></subscript>  <emphasis>C</emphasis><subscript><inst></inst>1<inst></inst></subscript>) Q<subscript><inst></inst>1<inst></inst></subscript>  (<emphasis>R</emphasis><subscript><inst></inst>1<inst></inst></subscript>  <emphasis>C</emphasis><subscript><inst></inst>1<inst></inst></subscript>) <emphasis>Q</emphasis><subscript><inst></inst>2<inst></inst></subscript>.</para>
<para>Suppose that the Medicare reimbursement rate is lowered to <emphasis>R</emphasis><subscript><inst></inst>2<inst></inst></subscript>, but that the rate still covers the average variable and marginal costs so that the hospital continues to accept <emphasis>Q</emphasis><subscript><inst></inst>2<inst></inst></subscript> Medicare patients. Contrary to intuition, it makes no sense to increase prices in the private sector. Hospital 

surpluses diminish at prices above <emphasis>P</emphasis><subscript><inst></inst>1<inst></inst></subscript> because the hospital will lose private-sector patients whose marginal revenue exceeds marginal cost. The optimal private rate remains at <emphasis>P</emphasis><subscript><inst></inst>1<inst></inst></subscript> for the <emphasis>Q</emphasis><subscript><inst></inst>1<inst></inst></subscript> private patients, and no cost shifting occurs.<footnoteref preference="1" label="4" role="generated" linkend="ch14fn04"/>
</para>
<para>This is not the end of the story because the hospital’s revenues are reduced. In the long run, revenues must cover all costs, or else the hospital cannot survive. If revenues exceed costs for the hospital in <link linkend="fg14_00200" preference="0" type="backward">Figure <xref linkend="fg14_00200" label="14-2"><inst>14-1</inst></xref></link> after the lower Medicare rate, then the private rate may be unaffected in the long run as well. Suppose, however, that the hospital’s revenues now fall short of total costs. If it cannot reduce costs, the hospital and others in the same situation may be forced out of business or forced to merge. As this happens, demand will increase for the remaining hospitals and, as a result, the private rate also could rise.</para>
<para>Determining the burden of lower public reimbursement is complex. The burden ultimately can be borne by many groups through reductions in the number of hospitals, lower compensation to hospital employees as the demand for their services diminishes, reduced access to care for those with public insurance or those receiving uncompensated care, and higher fees to the private paying groups.</para>
<para>A review of the evidence on cost shifting by Morrisey (1995) indicates that cost shifting through higher prices has taken place but that it is far from complete. One study included in his review shows that California hospitals reduced the amount of uncompensated care by 53 cents for every $1 decrease in their discounts to third parties. This would have been unnecessary if the hospitals could have shifted the costs to others.</para>
<para>More recently, following reductions in Medicare payments to hospitals, Wu (2010) found relatively little cost shifting overall but large variations across hospitals. Those where Medicare reimbursement was small relative to private insurance were able to shift nearly 40 percent of the Medicare cuts. Hospitals that relied more heavily on Medicare patients were much more limited in shifting costs. 

Finally, Robinson (2011) also examined the effects of Medicare payment shortfalls by studying revenue-cost margins for seven specific conditions such as knee and hip replacement.  Hospitals in concentrated markets are more likely to raise prices for privately insured patients, i.e., shift costs, while those in more competitive markets tend to increase efficiency by reducing costs.  This distinction is of increasing importance because, as described below, the rate of growth of payments to hospitals under the ACA is being reduced. Policymakers need to have greater certainty in the consequences of these payment reductions.</para></section></section></section>
<section id="ch14lev1sec3"><title id="ch14lev1sec3.title">Closures, Mergers, and Restructuring</title>
<para>We have already referred to some of the dramatic changes affecting hospitals. The growth of managed care and the introduction of reimbursement methods that discourage inpatient care and long lengths of stay have contributed to declining inpatient utilization. In response, capacity has been reduced through the sharp drop since 1980 in the number of hospitals and beds (<link linkend="ch14table01" preference="0" type="backward">Table <xref linkend="ch14table01" label="14-1"><inst>14-1</inst></xref></link>). Even so, with occupancy running at just 64 percent in 2013, excess capacity remains one of the most visible and significant characteristics of the hospital industry.</para>
<para>Although hospital closures can be painful to a community, the restructuring of the hospital industry should be viewed as a market response to cost-containment efforts. Nevertheless, it remains important to determine just how well the market works for this sector, and, in particular, whether inefficient hospitals are more likely to close.</para>
<para>Cleverly (1993) examined 160 community hospitals that closed between 1989 and 1991. Most were small, located in rural areas, and had sustained progressively larger losses for several years before closing. High costs and high prices, low utilization, and little investment in new technology were common features. From the characteristics of failed hospitals, Cleverly describes the road to failure. High prices and lack of investment in technology drive patients away. With lower utilization, costs per patient increase and cash flows become negative. The deteriorating liquidity ultimately leads to closure.</para>
<para>The relatively large number of small, rural hospital closings has challenged policymakers to maintain access for rural populations. To prepare for unexpected influxes of patients, small hospitals have higher rates of excess capacity and, hence, lower occupancy rates than larger hospitals. Various federal programs provide subsidies to these hospitals. Nevertheless, rural hospitals can increase their chances of survival by practicing good management and responding to competitive pressures. Succi and colleagues (1997) found that rural hospitals gain an advantage and reduce the threat of competition by differentiating their services. Those that offer more basic services and high-tech services compared to the market average are less likely to close.</para>
<para>With the continued growth of managed care in the 1990s and hospitals’ increased reliance on managed care patients, the pace of hospital restructuring accelerated. Nearly every hospital was facing serious financial and competitive challenges. Hospitals responded by merging, participating in multihospital systems, and by forming various strategic alliances with other hospitals and physician practices. There are two intended effects of these activities. First, by downsizing administrative units, eliminating duplication, and taking advantage of economies of scale through integration, hospitals seek to become more efficient and, therefore, more successful in competing for managed care contracts. Jantzen and Loubeau (2000) found that price and hospital participation in networks are very important to managed care organizations in awarding contracts. Second, hospitals and hospital systems, through their size and partnerships, seek to counter the pricing pressure and other demands that have been placed on them by managed care organizations.
The passage of the ACA in 2010 has only accelerated the merger frenzy.  To help cover the costs of coverage expansions under the ACA, Medicare is reducing the payment updates to hospitals for both inpatient and outpatient care. The amounts are substantial, on the order of $100 billion over a 10-year period.  Other ACA changes, directed more at improving quality, can have significant financial consequences.  For example, Medicare payments were cut by one percent in 2015 (about $370 million in total) to hospitals that had excessive ‘hospital acquired conditions’ such as patient falls or leaving a foreign object inside a patient after surgery.   Payments are also reduced to acute care hospitals that have excessive readmissions rates.</para>
Even prior to the ACA, <para>health economists sought a better understanding of the two principal effects of the restructuring, whether hospital care was produced at lower costs than would otherwise have been observed, and whether prices rose as a result of less competition among hospitals. For example, Harrison’s (2007) </para><para>examination of closures and mergers using comprehensive national data covering the period 1981–1998 found that increased market power, rather than improved efficiency, is the principal driving force for consolidations. Consistent with these findings, Melnick and Keeler (2007) showed that hospitals that were members of multihospital systems increased their prices between 1999 and 2003 at much higher rates than nonmembers. 
The ACA has intensified research interest in the effects of hospital consolidation.  A literature review by Gaynor and Town (2012) concludes that “increases in hospital market concentration lead to increases in the price of hospital care” and that “mergers in concentrated markets generally lead to significant price increases” (pp. 1-2).  Surprisingly, the authors also conclude that “at least for some procedures, hospital concentration reduces quality” (p. 3).  More recently, Dafney and colleagues (2016) found that even mergers among hospitals serving different markets can lead to higher prices. 

Because these effects are undesirable from society’s perspective, regulators and policymakers must be up to the challenge of assessing the restructuring efforts especially in light of evidence showing that there are cases where hospital closures on balance increase economic welfare (Capps et al., 2010) and that hospital closures do not adversely impact mortality rates or rates of hospitalization for populations in the affected hospital markets (Joynt et al., 2015).
</para>

<sidebar id="ch14sb02" label="14-2" float="1" type="bx1"><inst>Box 14-2</inst>
<supertitle id="ch14sb02.supertitle">Hospitals and Airlines:</supertitle> <title id="ch14sb02.title">What Are the Lessons?</title>
<para>A provocative article, “Could U.S. Hospitals Go the Way of U.S. Airlines?,” raises important and troubling questions about the potential adverse consequences of downsizing in the hospital sector. Altman and colleagues (2006) draw interesting parallels between the hospital and airlines industries, most notably through their historical lack of price transparency, limited competition, and cross-subsidies. With increased price transparency and competition from specialized low-cost airlines, the legacy airlines downsized, merged, cut unprofitable routes and capacity, and reined in wages and other costs. Despite these efforts, their financial state remains precarious.</para>
<para>What might happen if the hospital industry faces similar pressures? There are already strong efforts to increase price transparency through posting of prices on the Internet and other mechanisms. (See Reinhardt [2006] for his description of hospital pricing as “chaos behind a veil of secrecy.”) Specialized clinics, ambulatory surgery centers, and other freestanding outpatient facilities are increasingly competing with the general hospital. The Altman article suggests that hospitals might be forced to follow the airlines’ example by paring back capacity, services, staff, and the quality of care. Unprofitable patients and hospital units could be the first to go. High-cost communities that depend heavily on Medicaid and Medicare patients would be especially vulnerable if cross-subsidies were to be reduced.</para>
<para>The tight government budgets and cutbacks in employer-provided insurance that are likely to continue in coming years would appear to make prospects for the hospital sector even more dire. However, actual developments in the health care industries often surprise analysts. For example, Courtemanche and Plotzke (2010) show that the growth of ambulatory surgical centers, a seeming threat to hospitals, has had little effect on their outpatient surgical volume and no effect on their inpatient volume. Similarly, Bates and Santerre (2008) found that managed care organizations, another potential threat to hospitals, have not usually taken advantage of their monopsony power.</para></sidebar>

<section id="ch14lev1sec4"><title id="ch14lev1sec4.title">Quality of Care</title>
<para>In discussing asymmetric information in <link olinkend="ch10" preference="0">Chapter <xref olinkend="ch10" label="10"><inst>10</inst></xref></link>, we have already described how quality of care has emerged as a national priority. Hospital quality is often understood in two ways. <link olinkend="ch13" preference="0">Chapter <xref olinkend="ch13" label="13"><inst>13</inst></xref></link> introduced theoretical objective functions for hospitals that include quality, where quality is represented in a broad sense through characteristics such as attractiveness of facilities, and the expertise and prestige of staff. The availability of high tech units and services also falls into this category. However, quality can also be understood in terms of hospital mortality and error rates, readmission rates, and the rates at which a hospital meets established treatment processes and protocols. Much of the current concern with quality, and efforts to improve it, revolves around the latter sorts of performance indicators. Through a variety of voluntary and mandated mechanisms, hospitals are constantly being evaluated on the premise that closer scrutiny and publicly available report cards will encourage quality improvements. Patients can now compare hospital performance measures for specific conditions and procedures under the Centers for Medicare and Medicaid Services ‘Hospital Compare’ initiative (medicare.gov/hospitalcompare/search<ulink url="http://www.hospitalcompare.hhs.gov"> </ulink>). If embarrassment about poor performance is not a sufficient motivator, hospitals have a major financial stake in raising quality to secure managed care contracts and to attract the growing numbers of patients that are choosing consumer-directed health plans.</para>
<para>Two reports published in the July 21, 2005, <emphasis>New England Journal of Medicine</emphasis> provide considerable insight into the quality of hospital care and the impact of public reporting. One (Williams et al., 2005) evaluated an initiative implemented by JCAHO in 2002 that required most accredited hospitals to report 18 standardized performance indicators for several common conditions.</para><para> Seventeen indicators assessed processes of care; one was mortality. Analysis of quarterly data for heart attacks, congestive heart failure, and pneumonia indicated substantial gains in 15 of the 18 measures over the two-year study period. The gains were greatest for hospitals that had been the worst performers at the start of the evaluation period.</para>
<para>A second report (Jha et al., 2005) examined 10 quality indicators for patients discharged at 3,558 hospitals in 2004, also for heart attacks, congestive heart failure, and pneumonia. Mean performance scores (representing proportions of patients who satisfied the criteria) were 89 percent for heart attacks, 81 percent for congestive heart failure, and 71 percent for pneumonia. Performance varied substantially among hospitals, and many failed to provide patients with broadly accepted treatments at surprisingly high rates. It is possible that the scores reflect, in part, record keeping omissions rather than failure to provide treatment, but such omissions themselves would indicate a quality problem.</para>
<para>Regional variations are also startling. Among the 40 largest hospital regions, Boston led the way in treating heart attack, with a performance score of 95 percent. San Bernadino was at the bottom with 83 percent. Overall, hospitals in the Midwest and Northeast outperformed those in the South and West.</para>
<para>Hospital quality has not been ignored in economic analyses and <link olinkend="ch10" preference="0">Chapter <xref olinkend="ch10" label="10"><inst>10</inst></xref></link> describes several quality-related issues. Here we close our discussion with a revealing study by Tay (2003) that examined the impact of quality and distance on (non-HMO) Medicare patients admitted to a hospital for heart attacks. Medicare patients who are not enrolled in managed care plans have a wide range of hospital choices, and price is not an issue to them. Consistent with economic theory, Tay found that distance has a significant negative impact on demand, while quality, measured by various input and health outcomes indicators, has a significant positive impact. Remarkably, some patients are willing to travel much further for higher quality, even for conditions where a small delay to treatment can have a big impact on outcomes.</para>
<para>The bottom line is that quality matters a great deal to patients. It is also of increasing importance to third-party payers.  We have previously described some ACA features that link hospital payment to quality.  Financial incentives to improve quality may in part be driving hospital consolidation.  Larger hospital systems may be able to better coordinate care and invest in technology and information systems that produce better patient outcomes.  The challenge for the hospital is to restructure in ways that actually deliver quality improvements. </para></section>
<section id="ch14lev1sec5"><title id="ch14lev1sec5.title">Nursing Homes</title>
<para>The rapid growth of the elderly population in many countries has led to considerable interest in the problems associated with long-term care. Long-term care encompasses a wide variety of services and arrangements used to care for the elderly and others with serious functional impairments.</para>
<para>In this section, we concentrate on the nursing home. Numerous economic issues have been investigated in the nursing home literature (Norton, 2000). Following some background information, we will focus on those involving quality, cost shifting, and financing the care.</para>
<section id="ch14lev2sec5"><title id="ch14lev2sec5.title">Background and Costs</title>
<para>Traditionally, the elderly were cared for until death by their families so the nursing home is a relatively recent phenomenon. Raffel and colleagues (2002) trace its origins. The first “nursing homes” in the United States were the county poorhouses of the eighteenth and nineteenth centuries, established for invalids and those without families. Most of the patients were elderly, and the conditions were dreadful. Other state and local facilities evolved and some, usually with higher standards, were sponsored by religious and fraternal groups. The Social Security Act of 1935 provided funds for patients in private nursing homes, but the major increase in funding and nursing industry growth came after the 1965 passage of Medicare and Medicaid.</para>
<para>In 1960, nursing home care amounted to less than $1 billion, with 78 percent coming out of pocket (<link linkend="ch14table02" preference="0" type="backward">Table <xref linkend="ch14table02" label="14-2"><inst>14-2</inst></xref></link>). Twenty years later, in 1980, spending reached $18 billion, with Medicaid’s share at 50 percent and only 40 percent coming out of pocket. By 2013, spending had grown to $156 billion, with Medicaid contributing 30 percent (another 22 percent came from Medicare) and patients or their families paying just 29 percent. Between 1963 and 2000, the nursing home population over age 65 grew from 446,000 to nearly 1.5 million. Since 2000, it has leveled off. In 2013, about 1.4 million residents occupied 15,700 nursing homes. About two-thirds are living in for-profit facilities.</para>
<para>The burgeoning nursing home population and the growth of costs are connected closely to Medicare and Medicaid. Medicare typically covers beneficiaries who are discharged from hospitals and require skilled nursing care to help recover from an acute illness. A skilled nursing facility provides round-the-clock nursing care and other medical supervision. Historically, Medicare reimbursed on a cost basis, but the Balanced Budget Act of 1997 mandated a shift to prospective reimbursement with fixed per diem payments determined by the category in which a patient is placed. The goal of this change was to shift the financial risk to nursing homes.</para>
<para>Medicaid, in contrast, pays for the long-term care of the poor including the nonelderly as well as elderly. It covers both skilled nursing care and intermediate (custodial) care. Because Medicaid is administered by the states subject to federal requirements, eligibility requirements and payment methods can vary widely. In the 1980s, many states phased in prospective payment systems that distinguished only between patients in skilled and intermediate care facilities. The rates were often set too low for heavy-care patients, discouraging nursing homes from admitting them. To provide better incentives, states increasingly are adopting case-mix reimbursement systems in which payment depends on a more extensive classification of patient types.</para>
<para>A 1987 legislative change created new standards that drove costs higher. All nursing homes participating in federal programs, including Medicaid-only facilities, must now meet the same standards as Medicare’s skilled nursing facilities. Also, nursing homes participating in federal programs must evaluate each resident’s needs and “provide services and activities to attain or maintain the ‘highest practicable level’ of function (physical, mental, and psychosocial well-being).” These requirements led to large increases in staffing and the use of rehabilitation services.</para></section>
<section id="ch14lev2sec6"><title id="ch14lev2sec6.title">Quality of Care</title>
<para>Despite increasingly stringent state and federal requirements, the public cares most about quality. To many, nursing homes evoke powerful images of neglected and poorly treated patients. It is thus natural that health economists and other scholars have concentrated their efforts on nursing home quality.</para>
<para>As we have seen from those chapters that deal with quality issues, researchers must find ways to define and measure quality. Regulatory standards for nursing homes tend to focus on structure measured by the quantity and categories of inputs used to provide care, rather than evaluating how the care is delivered (process) or monitoring outcome indicators such as patients’ satisfaction or their quality of life.</para>
<para>It follows that the most comprehensive and readily available information on nursing homes and other health care institutions comes from input data—their types and costs. Scholars have used these data to examine the relationship among quality and nursing home size, ownership, expenditures, and source of payment.</para>
<para>One would expect a positive association between size and quality as a result of economies of scale and scope. If such economies occur over some range of output, larger institutions would be able to provide the same quality of care at a lower cost, or a higher quality of care for a given level of spending per patient. Davis’s (1991) review of a large number of studies, including those that used process and structure measures of quality, suggests that no clear relationship exists.</para>
<para>A more important issue involves quality and cost or expenditure per patient. Do “you get what you pay for” in nursing care? Using structure measures of quality, not surprisingly, most analysts find a positive relationship, but these results are not meaningful. If inputs represent quality, one expects a close relationship between various measures of input and quality. Of the 18 process and outcome studies included in Davis’s literature review, only 6 indicate a positive relationship between quality and cost or inputs, while the results in 11 are insignificant (one is negative).</para>
<para>Subsequent research reached similar conclusions. In one of the largest studies of long-term outcomes, Porell and colleagues (1998) found little relationship between quality and facility characteristics, such as size and ownership type. They even determined that higher RN staffing does not improve outcomes. Except for nursing homes at the highest staffing levels, where the top 10 percent were significantly better, Schnelle et al. (2004) also found few quality differences.</para>
<para>The failure to find positive relationships consistently is troubling. It indicates that improvements are needed in measuring quality as well as in formulating the statistical models used to estimate the relationships.</para>
<para>A third area of interest is in the relationship between type of ownership and quality. The previous chapter discussed the concept of contract failure within the context of nursing homes. Put simply, contract failure arises when quality is not easily observable. In the case of nursing homes, patients may believe that nonprofit organizations are more likely to serve their interests than ones motivated by profits. Is this view justified by the evidence? Nursing home costs per patient are higher for nonprofits (which have higher proportions of private-pay patients) so that structure measures are clear on this point. However, because analysts have not been able to detect an unambiguous positive relationship between quality and costs, it follows that they would have great difficulty in detecting any relationship between type of ownership and process or outcome measures of quality. Clearly, the relationship between quality and ownership is a complicated one, where profit status possibly plays a secondary role relative to other factors (Decker 2008).</para>
<para>Finally, Davis also reviews the literature on quality and the proportion of public pay (Medicaid) patients. Many believe that nursing homes dominated by Medicaid patients are inferior. Expenditures per resident are lower in homes with higher proportions of Medicaid patients so that structure measures unequivocally support a negative relationship between quality and the proportion of Medicaid residents in a nursing home. Troyer (2004) found that Medicaid resident mortality rates were 4.2 percent and 7.8 percent higher than those for private-pay residents after one and two years, respectively. However, these differences declined when the analysis included controls for resident, market, and facility characteristics. It appears that, while Medicaid patients may be concentrated in lower quality nursing homes, the care given to patients does not vary by payment source.</para></section>
<section id="ch14lev2sec7"><title id="ch14lev2sec7.title">Excess Demand</title>
<para>For many years nursing home observers have characterized the nursing home industry as having excess demand, and have argued that excess demand is one of the reasons for the allegedly inferior quality of care provided to public pay patients. Economists are naturally intrigued by, and at the same time skeptical of, claims of persistent shortages of any commodity. Put simply, they believe that prices, and ultimately supply, will increase to eliminate the excess demand.</para>
<para>To examine the possibility of excess demand for nursing home care, <link linkend="fg14_00300" preference="1" type="forward">Figure <xref linkend="fg14_00300" label="14-3"><inst>14-2</inst></xref></link> introduces a variant of an approach originally developed by Scanlon (1980). It shows the demand and cost conditions for a representative nursing home. The demand curve reflects only the private demand (self-pay or insured), while R<subscript><inst></inst>1<inst></inst></subscript> represents the Medicaid reimbursement rate.</para><para role="continued"> The segment AC along <emphasis>R</emphasis><subscript><inst></inst>1<inst></inst></subscript> shows the number of Medicaid patients seeking admission. For simplicity, assume a constant (horizontal) marginal and average variable cost (<emphasis>C</emphasis><subscript><inst></inst>1<inst></inst></subscript>) up to the capacity level (<emphasis>Q<subscript><inst></inst>c<inst></inst></subscript></emphasis> patients) where it becomes vertical (no more patients could be served at any cost).
Figure 14-2  </inst><mediaobject float="0"><imageobject><imagedata fileref="/fg14_00300.eps" width="256" depth="256"/></imageobject><caption><para>Analysis of Changes in the Medicaid Nursing Home Reimbursement Rate (FGS7 Figure 14-3 goes about here)

</para>
<para>Under the conditions represented here, the profit-maximizing nursing home will first select all private patients whose marginal revenue exceeds <emphasis>R</emphasis><subscript><inst></inst>1<inst></inst></subscript> and then fill the remainder of beds with Medicaid patients. The nursing home admits <emphasis>Q</emphasis><subscript><inst></inst>1<inst></inst></subscript> private patients paying a price, <emphasis>P</emphasis><subscript><inst></inst>1<inst></inst></subscript>, and (Qc<subscript><inst></inst><inst></inst></subscript>  Q<subscript><inst></inst>1<inst></inst></subscript>) Medicaid patients, leaving an excess demand of <emphasis>BC</emphasis> Medicaid patients.</para>
<para>The shortage can be reduced or even eliminated by raising the Medicaid rate. At <emphasis>R</emphasis><subscript><inst></inst>2<inst></inst></subscript>, nursing homes will raise the private fee to <emphasis>P</emphasis><subscript><inst></inst>2<inst></inst></subscript> and substitute <emphasis>A'D'</emphasis> Medicaid for <emphasis>AD</emphasis> private patients. The excess demand is reduced to <emphasis>B'C'</emphasis> from <emphasis>BC.</emphasis><footnoteref preference="1" label="6" role="generated" linkend="ch14fn06"/>
 Conversely, reductions in the Medicaid rate will lower Medicaid admissions and the private fee but increase the excess demand. Similarly, an 

increase in private demand resulting from higher incomes or more prevalent private long-term insurance will reduce Medicaid admissions and increase the excess demand.</para>
<para>One additional aspect should be considered. If the nursing home industry is profitable, and evidence suggests that it is, one would expect entry of additional nursing homes to reduce the excess demand. However, nursing homes also are subject to Certificate-of-Need (CON) regulations, and it has been argued that legislators have intentionally used CON and other restrictions to limit nursing home entry as a way of limiting Medicaid spending.<footnoteref preference="1" label="7" role="generated" linkend="ch14fn07"/>
 There is a similar theme of legislative aversion to policies that would raise the Medicaid rate which, as shown previously, increases public spending while squeezing out private patients.</para>
<para>Various tests have been proposed for the shortage hypothesis. For example, in our model, changes in reimbursement rates do not affect total utilization, just the composition between private and Medicaid patients. Any new beds will more likely be filled by Medicaid than by private patients because that is the population for which there is excess demand. Using national data for 1969 and 1973, Scanlon’s empirical tests indicate considerable excess demand for Medicaid patients. However, states may vary widely in their willingness to fund public patients, and changes may have taken place in more recent years to reduce the shortages. For example, Nyman’s (1993) estimates for 1988 for Minnesota, Oregon, and Wisconsin generally do not support the shortage hypothesis.<footnoteref preference="1" label="8" role="generated" linkend="ch14fn08"/> The 2013 national nursing home occupancy rate of 81 percent also does not support suggestions of current shortages.</para></section>

<section id="ch14lev2sec8"><title id="ch14lev2sec8.title">Financing Long-Term Care</title>
<para>The continuous growth of the population that will need long-term care (LTC); the requirement that patients must meet income, asset, and home equity tests to qualify for nursing home benefits under Medicaid; and the budgetary problems created by the growth of Medicaid spending have led to many proposals to reform Medicaid. The need to deplete one’s assets is especially burdensome to the middle class. The Deficit Reduction Act of 2005 even extended the “look-back” period, where Medcaid examines the recipient’s financial records, from three to five years. As a result, a variety of proposals have been introduced to help resolve this contentious issue. These range from proposals allowing individuals to have higher incomes and retain a higher proportion of their wealth to qualify for public assistance, to those that would cover everyone who meets certain medical requirements.</para>
<para>Federal policy to contain public spending centers on two strategies: (1) encourage home care and other potentially less costly substitutes for nursing home care, and (2) encourage more private coverage for LTC. Legislation passed in 1996 allows employers 100 percent deductions on their contributions to group plans. The legislation also provides some tax relief to individuals who itemize their returns and purchase tax-qualified policies. Nevertheless, according to the Kaiser Family Foundation, only 4.8 million had LTC coverage in 2014. Lapse rates are substantial (Konetzca and Luo (2010) provide a detailed analysis), and 2009 marked the first year in which the total number of existing LTC policies did not increase. Since then, many insurers dropped out of the LTC market and those that remain have increased premiums substantially.</para>
<para>What are the barriers to growth of private LTC insurance? They include confusion over the benefits provided by Medicare and private health plans, perceptions that such insurance is unaffordable or a ‘bad investment’ if they are not going to use it (Gottlieb and Mitchell, 2015), and perceptions that governments will somehow meet LTC needs. The low probability (about 1 percent) that employed workers will need long-term care before they retire, coupled with uncertainty over future premiums and medical technology, increase the difficulty of selling LTC insurance to the working population. To overcome these barriers, some analysts propose additional tax incentives by allowing all taxpayers a 100 percent tax deduction for premiums or allowing tax-deductible LTC accounts, similar to retirement accounts. The Medicare drug legislation, effective in 2004, allows individuals to create health savings accounts that could be used to pay for qualified LTC premiums.
The Partnership Long-Term Care Insurance Program (PLTC) is another recent innovation under which states partner with private insurers to allow those with this insurance to keep additional assets as spend down to qualify for Medicaid coverage.  The goal of the program is to encourage more purchases of LTC insurance by those in the middle class.  However, Lin and Prince (2013) found relatively few takers under this program and those who did came largely from those with greater wealth.</para>
<para>The more visible strategy to contain public spending is the federal government’s emphasis on alternatives to nursing home care. The proportion of the elderly found in nursing homes has been decreasing. The elderly population grew nearly 18 percent between 1985 and 1995 and the number of nursing home residents also increased, but there was a striking 8 percent drop in their use rate. Bishop (1999) estimated that had the 1995 nursing home share remained at the 1985 level, a quarter of a million additional elders would have been placed in nursing homes. Where have all these patients gone? The high rates of growth of home health care and other LTC arrangements may provide an answer.</para></section></section>

<section id="ch14lev1sec6"><title id="ch14lev1sec6.title">Hospice, Home Health, and Informal Care</title>
<para>The budgetary pressure of caring for the growing elderly population in hospitals and nursing homes has promoted interest in other less costly arrangements. Hospice and home health programs are perceived to be cost effective and are heavily funded at the federal level.</para>
<para>Hospice care is intended for the terminally ill. Most hospice patients receive care in their own homes, but the use of special facilities is becoming more prevalent. In hospice, an interdisciplinary team of health professionals provides individualized care that emphasizes patients’ physical and emotional comfort (i.e., palliative as opposed to curative care), as well as support for family members. Hospices strive for improved quality of life in a patient’s final days and death with dignity.</para>
<para>Medicare introduced hospice benefits in 1983, but higher reimbursement rates in 1989 accelerated growth in the number of hospices. Higher reimbursement rates will increase significantly the number of Medicare-certified providers, improving access for Medicare beneficiaries. In 2012, about 3800 Medicare-certified hospices served about 1.3 million patients. With evidence that hospice programs offer savings, many private insurers also have added coverage for hospice care.</para>
<para>Home health care, the larger and more important program, provides care to patients with acute and long-term needs, including those with disabilities, those recuperating from a hospital stay, and even the terminally ill. The home care benefit was included in the initial Medicare legislation of 1965 that was extended in 1973 to certain disabled persons under 65. By 1996, about 2.4 million home health care patients were on the rolls of agencies at any time, and their numbers were growing rapidly. With a doubling of patients in just four years between 1992 and 1996, home health care became one of the fastest-growing components of total spending. Between 1992 and 1996, Medicare spending for home health care grew from $7.7 to $18.1 billion. Medicare spending, however, fell to $7.6 billion by 1999 following the Balanced Budget Act of 1997. As with nursing home care, the act mandated a shift from a cost-based to a prospective-based system of reimbursement, and installed an interim system of payment limits over the intervening period. By 2000, there were only 1.4 million home health care patients at any time and national spending on home health care stabilized at $32 billion. Since then, spending has again climbed rapidly with over 12,000 home health agencies serving nearly 5 million clients. Total home health care spending reached reaching $80 billion in 2013 with Medicare and Medicaid accounting for 80 percent.</para>
<para>The rationale for public funding for home health care rests on the premise that it is much less expensive than either hospital or nursing home care. Even though a home health visit is unquestionably far less costly than a day spent in an institution, the effect on total health spending is not entirely clear. The principal issue is the extent to which home health substitutes for “unpaid” care by family members and other caregivers, or for institutional care.<footnoteref preference="1" label="9" role="generated" linkend="ch14fn09"/>
 Policymakers are concerned that more generous public funding for home care will substitute for previously “unpaid” care without significantly increasing the overall care for patients. Yoo and colleagues (2004) have shown that formal and informal LTC are close substitutes. From data for 15 OECD countries, they estimated that the availability of a spouse caregiver, measured by the male-female ratio, reduces LTC spending by $29,000 (in $1995), a figure that exceeded the annual Medicaid payment to an intermediate care facility.</para>
<para>The substitutability of informal care with LTC is confirmed by Van Houtven and Norton (2004), who introduce a utility-maximizing framework to analyze the informal care decisions by children and their elderly parents. Children select the optimal amounts of consumption, leisure and informal care, subject to their budget constraints. The utility function includes the parent’s health status. The utility functions maximized by parents include consumption, formal medical care, and the informal care available from their children. The simultaneous maximization process predicts that informal care could be either a substitute or complement to formal care, and that the substitute or complement effects may vary with the type of formal care consumed (e.g., substitute for LTC and complement to inpatient/outpatient hospital care). The results of their empirical estimation indicate that informal care provided by children is a net substitute for both LTC and hospital care and physician visits. It is a complement to outpatient surgery.</para>
<para>Does it matter whether the caregiver is a son, daughter, or someone else; whether the adult child is married; or whether the recipient is married? Subsequent work by the same authors (Van Houtven and Norton, 2008) focused on these and other differential effects. Informal care by adult children is a net substitute for skilled nursing home and inpatient care. Children are less effective for married than for single recipients and children of single elderly are more effective than other caregivers. However, the gender of the adult child caring for a parent does not matter.</para>
<para>The policy and cost implications of the significant substitutability of informal care for LTC are substantial. Social changes that reduce children’s abilities or commitments to care for their parents would further strain private and public budgets. Conversely, well-designed programs that provide incentives for children or other family members, especially those who are not in the labor force, to care for parents could lead to substantial government savings.
</para></section>
<section id="ch14lev1sec7"><title id="ch14lev1sec7.title">Conclusions</title>
<para>Following a discussion of the history and organization of hospitals and hospital costs, we examined two economic and policy issues—the medical arms race (MAR) hypothesis and cost shifting. Careful analysis indicates that both issues are far more complex than they first appear. Common perceptions of a wasteful MAR and complete cost shifting do not accurately represent how hospital markets function. We also examined the determinants of consolidation and exit in the hospital industry, including the effects of the ACA, and some of the consequences of this restructuring. There are significant deficiencies in the quality of hospital care, and improving quality is one of this nation’s most important goals.</para>
<para>In the long-term care sector, we focused on nursing homes, emphasizing three issues: quality, especially for Medicaid patients; shortages; and financing nursing home care. We found that economic theory and empirical evidence can provide useful and sometimes surprising results. For example, no clear relationship exists between costs and quality. It is also possible to have a persistent shortage of nursing home beds without any mechanism, such as price, that would alleviate the shortage.</para>
<para>Finally we examined potentially less costly alternatives to nursing homes and the role of informal care. Home health care represents one of the fastest-growing components of health care spending. Informal care and LTC are close substitutes, so policies that encourage informal care could substantially reduce public spending for LTC.</para></section></section><section id="ch14lev1rm" role="rm"><title id="ch14lev1rm.title"/><summary>
<title>Summary</title>
<orderedlist numeration="arabic" spacing="normal" inheritnum="ignore" continuation="restarts"><listitem><para><inst>
1.
</inst>The modern hospital evolved at the turn of the twentieth century following the invention of the X-ray and significant advances in antisepsis, anesthesia, and the biological sciences.</para></listitem>
<listitem><para><inst>
2.
</inst>Hospital spending has grown rapidly in recent decades as a result of the growth of private and public insurance and other factors. It accounts for about 32 percent of national health expenditures.</para></listitem>
<listitem><para><inst>
3.
</inst>The hospital industry has experienced rapid change, including reductions in the number of hospital beds and inpatient utilization and significant growth of outpatient services. Hospitals are facing competitive pressure to restructure through mergers, participation in hospital networks, and other partnerships.</para></listitem>
<listitem><para><inst>
4.
</inst>Hospitals are licensed and subject to a wide range of state and federal regulation.</para></listitem>
<listitem><para><inst>
5.
</inst>Many analysts believe that the hospital industry is in a medical arms race resulting in unnecessary duplication of expensive technology. The limited empirical evidence does not support this view.</para></listitem>
<listitem><para><inst>
6.
</inst>Intuitive reasoning suggests that the costs of discounts or uncompensated care to some patient groups must be passed on to other paying groups. More formal analysis leads to a richer set of results including situations where costs cannot be shifted. The empirical literature indicates that cost shifting is far from complete and the welfare loss associated with any shifting is relatively small.</para></listitem>
<listitem><para><inst>
7.
</inst>Increased market power, rather than improved efficiency, has been the principal driving force for hospital consolidations. Less efficient and less profitable hospitals are more likely to exit. The ACA has created financial incentives that is fueling further consolidation.</para></listitem>
<listitem><para><inst>
8.
</inst>Improvements in the quality of hospital care, and the role of publicly available performance indicators, have emerged as major policy and research themes. To improve quality of care, the ACA levies penalties on hospitals that do not meet various quality standards. </para></listitem>
<listitem><para><inst>
9.
</inst>Patients are concerned about and react to hospital quality differences.</para></listitem>
<listitem><para><inst>
10.
</inst>The nursing home population has grown dramatically since the introduction of Medicare and Medicaid. Medicare and Medicaid pay 52 percent of all nursing home costs.</para></listitem>
<listitem><para><inst>
11.
</inst>Nursing home quality has been examined through structure, process, and outcome indicators. Surprisingly, no conclusive evidence relates cost to quality or supports the view that nursing homes with higher proportions of Medicaid patients produce lower-quality care.</para></listitem>
<listitem><para><inst>
12.
</inst>A familiar theme in the nursing home literature is one of persistent excess demand by Medicaid patients. A model of chronic excess demand is plausible, although recent evidence indicates that excess demand is not a universal phenomenon.</para></listitem>
<listitem><para><inst>
13.
</inst>The nursing home population has leveled off, but financing nursing home and long-term care remains a great social challenge. Medicaid has tightened its eligibility thresholds for nursing home care.</para></listitem>
<listitem><para><inst>
14.
</inst>Home health care and other alternatives are growing rapidly in number of patients and costs. They can be cost-effective alternatives to hospital and nursing home care.</para></listitem>
<listitem><para><inst>
15.
</inst>Informal care and long-term care are close substitutes. By encouraging or discouraging informal care, policies have significant budgetary implications for Medicare and Medicaid.</para></listitem></orderedlist></summary><problemset id="ch14ps01" role="qonly">
<supertitle id="ch14ps01.supertitle">Discussion Questions</supertitle>
<general-problem id="ch14ps01gen001" label="1" maxpoints="1"><inst>
1.
</inst><question id="ch14ps01q001"><para>Explain why it is often claimed that hospitals compete for doctors rather than patients. What are some of the implications of this phenomenon, assuming that it is true?</para></question></general-problem>
<general-problem id="ch14ps01gen002" label="2" maxpoints="1"><inst>
2.
</inst><question id="ch14ps01q002"><para>Even nonprofit hospitals must earn a “profit.” Evaluate this statement.</para></question></general-problem>
<general-problem id="ch14ps01gen003" label="3" maxpoints="1"><inst>
3.
</inst><question id="ch14ps01q003"><para>What is the medical arms race (MAR) hypothesis? What features of hospital markets make the presence of an unproductive MAR possible?</para></question></general-problem>
<general-problem id="ch14ps01gen004" label="4" maxpoints="1"><inst>
4.
</inst><question id="ch14ps01q004"><para>Suppose that the Medicare rate of hospital reimbursement is reduced. Explain why the costs may not be shifted to other patients in the short run.</para></question></general-problem>
<general-problem id="ch14ps01gen005" label="5" maxpoints="1"><inst>
5.
</inst><question id="ch14ps01q005"><para>Explain why only about 5 percent of adults buy long-term care coverage.</para></question></general-problem>
<general-problem id="ch14ps01gen006" label="6" maxpoints="1"><inst>
6.
</inst><question id="ch14ps01q006"><para>Hospital costs have grown following the growth of private and public insurance. Describe other factors that could account for some of the growth.</para></question></general-problem>
<general-problem id="ch14ps01gen007" label="7" maxpoints="1"><inst>
7.
</inst><question id="ch14ps01q007"><para>The headline of an August 21, 2005 article in the <emphasis>New York Times</emphasis> was “It’s the Simple Things, but Some Hospitals Don’t Do Them.” Use the “Quality of Care” section to discuss and explain why hospitals may fail to provide some simple and effective life-saving procedures.</para></question></general-problem>
<general-problem id="ch14ps01gen008" label="8" maxpoints="1"><inst>
8.
</inst><question id="ch14ps01q008"><para>The article in <link linkend="ch14sb02" preference="0" type="backward">Box <xref linkend="ch14sb02" label="14-2"><inst>14-2</inst></xref></link> describes similarities between the hospital and airlines industries. What are some significant differences that may prevent or minimize some of the outcomes for hospitals that are suggested by that article?</para></question></general-problem>
<general-problem id="ch14ps01gen009" label="9" maxpoints="1"><inst>
9.
</inst><question id="ch14ps01q009"><para>Explain how excess demand for nursing home beds may persist over long periods. How can the hypothesis be tested?</para></question></general-problem>
<general-problem id="ch14ps01gen010" label="10" maxpoints="1"><inst>
10.
</inst><question id="ch14ps01q010"><para>Nonprofits are dominant in the hospital industry, while for-profits dominate the nursing home industry. Develop some possible explanations for this difference.</para></question></general-problem>
<general-problem id="ch14ps01gen011" label="11" maxpoints="1"><inst>
11.
</inst><question id="ch14ps01q011"><para>Informal care provided by children and other family members are good substitutes for LTC for parents. Describe some potential social and demographic changes that may reduce the availability of such informal care. Develop policies that may help take advantage of the substitutability to delay entry of the elderly into LTC facilities.</para></question></general-problem></problemset><problemset id="ch14ps02" role="qonly">
<supertitle id="ch14ps02.supertitle">Exercises</supertitle>
<general-problem id="ch14ps02gen001" label="1" maxpoints="1"><inst>
1.
</inst><question id="ch14ps02q001"><para>What is a dominant strategy in game theory? Using <link linkend="fg14_00100" preference="0" type="backward">the payoff matrix shown in Box 14-1 <xref linkend="fg14_00100" label="14-1"><inst></inst></xref></link>, replace the entry in the first row and second column with (125, -50). Does A have a dominant strategy? Does B? What is the solution to this game?</para></question></general-problem>
<general-problem id="ch14ps02gen002" label="2" maxpoints="1"><inst>
2.
</inst><question id="ch14ps02q002"><para>Assume that there are three groups of hospital patients (instead of two as shown in <link linkend="fg14_00200" preference="0" type="backward">Figure <xref linkend="fg14_00200" label="14-2"><inst>14-1</inst></xref></link>): private, Medicare, and Medicaid (which has a lower fixed rate of reimbursement than Medicare). Explain how a hospital would select patients in order to maximize profits.</para></question></general-problem>
<general-problem id="ch14ps02gen003" label="3" maxpoints="1"><inst>
3.
</inst><question id="ch14ps02q003"><para>Suppose that Medicaid’s hospital reimbursement rates do not cover the variable costs of patient care. Will a profit-maximizing hospital accept Medicaid patients? If not, under what circumstances will the hospital accept such patients?</para></question></general-problem>
<general-problem id="ch14ps02gen004" label="4" maxpoints="1"><inst>
4.
</inst><question id="ch14ps02q004"><para>Assume that a patient’s health can be improved by home care or institutional care. Use isoquants and isocost curves to determine the condition for efficient utilization of these two forms of care. Under what circumstances will an insurance program promote or fail to promote efficiency?</para></question></general-problem>
<general-problem id="ch14ps02gen005" label="5" maxpoints="1"><inst>
5.
</inst><question id="ch14ps02q005"><para>Consider <link linkend="fg14_00200" preference="0" type="backward">Figure <xref linkend="fg14_00200" label="14-2"><inst>14-1</inst></xref></link>. Suppose that a hospital has the ability to be a perfect price discriminator in the private market, that is, it can charge every private patient the maximum that the patient is willing to pay. Explain how this will affect the number of private patients the hospital will take and the impact on the hospital’s profits.
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<figure id="fg14_00100" label="14-1" float="1" prefix="Figure"><inst>Figure 14-1  </inst><mediaobject float="0"><caption><para>Payoff Matrix (millions of dollars) (part of Box 14-1—don’t need a figure label)</para></caption><textobject>
<figure id="fg14_00200" label="14-2" float="1" prefix="Figure"><inst>Figure 14-1  </inst><mediaobject float="0"><imageobject><imagedata fileref="/fg14_00200.eps" width="256" depth="256"/></imageobject><caption><para>Analysis of Changes in the Medicare Hospital Reimbursement Rate  (FGS7 Figure 14-2)</para></caption></mediaobject></figure>
<figure id="fg14_00300" label="14-3" float="1" prefix="Figure"><inst>Figure 14-2  </inst><mediaobject float="0"><imageobject><imagedata fileref="/fg14_00300.eps" width="256" depth="256"/></imageobject><caption><para>Analysis of Changes in the Medicaid Nursing Home Reimbursement Rate  (FGS7 Figure 14-3)</para></caption></mediaobject></figure>
� <footnote id="ch14fn01" label="1"><inst></inst><para>More extensive discussions of many of the topics in this section are found in Starr (1982), Temin (1988), and Raffel, Raffel, and Barsukiewicz (2002).</para></footnote>


� <footnote id="ch14fn02" label="2"><inst></inst><para>American Hospital Association, <emphasis>Chartbook </emphasis>Table 4-4 (aha.org/research/reports/tw/chartbook/index.shtml: accessed January 26, 2016).</para></footnote>


� <footnote id="ch14fn03" label="3"><inst></inst><para>With capacity limitations, it will first raise the price to eliminate those private patients whose marginal revenue is below the Medicare rate.</para></footnote>


� <footnote id="ch14fn04" label="4"><inst></inst><para>Cost shifting could arise if the hospital was not previously maximizing profit and was accepting “unprofitable” patients whose marginal revenue fell short of marginal cost. The lower Medicare rate would encourage the hospital to reduce the number of these patients by raising the private rate. Santerre (2005) describes the welfare loss that would arise. His estimates for 1992 indicate a maximum welfare loss of just 0.84 percent of private hospital expenditures.</para></footnote>


� <footnote id="ch14fn06" label="6"><ins</inst><para>The rate that would eliminate the Medicaid excess demand is found by sliding the segment <emphasis>A'C'</emphasis> further up the marginal revenue curve until the quantities such as <emphasis>B'C'</emphasis> are eliminated. Clearly, the rate must be above <emphasis>R</emphasis><subscript><inst></inst>2<inst></inst></subscript>.</para></footnote>


� <footnote id="ch14fn07" label="7"><inst</inst><para>CON regulations require health care providers to obtain approval from state planning agencies for capital expenditures exceeding a threshold level such as $500,000. CON was federally mandated until 1987 and then left to the states.</para></footnote>


� <footnote id="ch14fn09" label="9"><inst></inst><para>An extensive literature is available on the impact of home care on hospital utilization. Hughes’s (1997) meta-analysis found that home care unambiguously reduces hospital days for the terminally ill. For others, the effect on hospital days is negative though not overwhelmingly large. See also Forder (2009) and Bonsang (2010) for recent analyses of various substitution effects in European countries.</para></footnote>


� Economic analysis also suggests that policy needs to recognize the adverse effects that informal care giving may have on family and friend caregivers.  Using self-rated life satisfaction to measure well-being, Berg, Fiebig and Hall (2014) found that the negative effects can be substantial.





