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ABSTRACT

THE EFFECT OF THE INTRODUCTION OF MEDICAL ASSISTANCE
AND MEDICARE ON THE STRUCTURE OF THE MICHIGAN
NURSING HOME INDUSTRY

By

Lec Allen Bair

In 1960, the Michigan nursing home industry was
characterized by small, proprietary homes constructed for
other uses and providing terminal care for the aged. A
decade later the majority of nursing home care was provided
in large, modern structures built exclusively as nursing
facilities. Not only was terminal care available to the
aged in 1969, but convalescent and rehabilitative care was
also provided to those capable of returning to a uninstitu-
tional setting.

One of the major reasons for the transformation of
the nursing home industry was the passage of the Social
Security Amendments of 1965, providing for long-term care
under the Medicare and Medical Assistance programs. These
two programs caused major changes in the industry's
operating environment. One institutional change was a

sharp shift in the source of funds which financed nursing



Lee Allen Bair

home services. Whereas nursing home services were usually
paid from private sources before the introduction of these
two programs, Medicare and Medical Assistance resulted in
the majority of care being reimbursed by the public sector.
Another change was the tightening of operating regulations
by the public sector to assure that adeguate care was being
provided by gqualifie- personnel in suitable surroundings.

A third change was that the demand for nursing care services
increased sharply. These three changes caused a fourth, the
rapid expansion of corporate ownership as a type of facility
ownership. The purpose of this study is to determine what
effect, if any, the changes resulting from the introduc-
tion of Medical Assistance and Medicare have had on the
Michigan nursing home market structure, and therefore,
ceteris paribus, on the competitiveness of that industry.

Cross-sectional data for the years 1960 to 19695
were utilized in the analysis. On an annual basis, the
name, location, type of ownership, and total beds were
available for each facility. The analysis was two-fold
including both a descriptive comparative static analysis
and a regression analysis of the data, employing a least
sgquares technique,

The descriptive analysis indicated that the market
structure of the Michigan nursing home industry changed
gradually during the early 1960°'s, shifted sharply in 1964
to 1966, and again changed—more slowly after 1966.
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Esjecially with respect to concentration as measured by the
four-, eight~, and twenty-firm concentration ratios, it
appears that the long-term trend throughout the decade was
toward decreased concentration. This long-term decline
was not continuous with sharp decreases in the middle of
thc decade, followed by constant or increased concentra-
tiocn in several markets in the late 1960's. Since the
Michigan Medical Assistance program and the long-term
care portion of Medicare became operational on October 1,
1966 and January 1, 1967, respectively, the net effect
of changes resulting from the two programs' introduction
appears to have been to cause concentration to increase.
This conclusion was confirmed by the regression
analysis. Two theories were posed, regarding changes in
nursing home industry structure during the 1960's. Recog-
nizing only long-term changes in structure, the first
thcory stated the differences in concentration between
recions and over time can best be explained by changes
in the demographic characteristics of the market. Three
incependent variables were included in the analysis: the
percentage of aged persons to total population, population
density, and per capita income. A second theory included
the same independent variables, but included a dummy
variable to account for the introduction of Medical
Assistance and Medicare. Best fits were attained by

using the four- and eight-firm concentration ratios as
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d¢;endent variables. Egquations were estimated for both
thecories for each dependent variable. An F-test was then
corducted to determine, if the second theory was a sig-
nisicantly better predictor of concentration than the
first. For both four- and eight-firm concentration ratios,
the second theory was a significantly better predictor
than the first, indicating that the two programs did

alter concentration. 1In both cases, the sign of the dummy
variable for the introduction of Medical Assistance and
M¢dicare was positive, showing that the two programs
caused concentration to increase, and therefore, ceteris
paribus, market competition to decrease. Thus, the effect
of the shift in funding sources and the tightening of
operating regulations outweighed that of the increased

demand for nursing care services.
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CHAPTER I

INTRODUCTION

The nursing home industry, unlike other industries
providing medical care, was almost completely transformed
during the decade of the 1960's. At the beginning of the
decade, the industry was characterized by small, propri-
etary homes, typically constructed for other uses and
providing terminal care for the aged. Of 497 nursing
care facilities in Michigan in 1960, 259 were proprietary
homes with an average size of 19.4 beds. At the same time
there were only 79 corporate-owned facilities with an
average size of 49.5 beds. A decade later the majority
of nursing home care was provided in large, modern struc-
tures built exclusively as nursing facilities. While
intermediate care facilities, providing a lesser intensity
of nursing care services than skilled homes, were still
usually proprietary homes in 1969, skilled homes had
largely become corporate entities with professional adminis-
trators. Of the 475 nursing care facilities in Michigan in
1969, 179 were corporate-owned and had an average of 87.4

beds. The number of proprietary homes had declined to 168



1 Not only was terminal

with an average size of 42.0 beds.
care avalilable to the aged in 1969, but convalescent and
rehabilitative care was also provided to those capable of
returning to a noninstitutional setting.

One of the major reasons for the transformation of
the nursing home industry was the passage of the Social
Security Amendments of 1965, providing for long—-term care
under the Medicare and Medical Assistance programs. These
two programs caused major changes in the industry's
opcrating environment. One institutional change was a
sharp shift in the source of funds which financed nursing
hore services. Whereas nursing home services were usually
paid from private sources before the introduction of these
two programs, Mcedicarc and Medical Assistance resulted
in the majority of care being recimbursed by the public
sector. Another change was the tightening of operating
regulations by the public sector to assure that adegquate
carc was being provided by qualified personnel in suitable
surroundings. A third change was that the demand for
nursing care services increased sharply. These three
changes caused a fourth, the rapid expansion of corporate
ownership as a type of facility ownership. The purpose

of this study is to determine what effect, if any, the

lMichigan Department of Public Health, Bureau of
Health Facilities, Michigan State Plan for Hospital and
Medical Facilities Construction Fiscal Year IQEI-Igﬁg to
Fiscal Year 1970-1971 (Lansing, Michigan: Michigan Depart-
ment of Public Health, 1962-71).




crhanges resulting from the introduction of Medical Assis-
tance and Medicare have had on the Michigan nursing home
market structure, and therefore, ceteris paribus, on the
ccmpetitiveness of that industry.

One basic assumption of this study is that increased
competition is preferable to decreased competition. While
this is the assumption usually adopted in most industrial
organization studies, there are cases where it does not
apply. One such set of cases are natural monopolies, i.e.,
instances where economies of scale are sufficiently large
to preclude the efficient operation of more than one firm
in a given market. Public utilities are examples of natural
monopolies. A second set of cases are those instances
where consumer knowledge is lacking and the purchase is of
sufficient importance to the consumer to warrant regulatiocn
of the industry's output. An example of this might be
short~term general hospitals, particularly for medical
emergencies. The question that must be examined before
undertaking the study is how appropriate is the asgumption
that increased competition is preferable to decrcased
conpetition for the Michigan nursing home industry.

As the discussion of the nursing care industry
suggests, there are economies of scale in nursing care
facilities and these were operative in the industry during
the 1960's. However, economies of scale were limited and

the minimum efficient size firm contained a relatively



small portion of industry capacity in most markets, Both
the study conducted by Kottke and Trainor and this study
show the existence of significant economies of scale in a
facility until facility size reaches 50 to 60 beds. As
the size of the facility increases beyond that, few
economies were found. A limitation of both studies is
that economies of scale were estimated using the survivor
technique and not measured directly.2 The problem with
th.s is that any estimating technique must utilize data
from actual operations, and these are set legally, not as
a result of possible cost minimization. Specifically, a
chief explanation for economies of scale is that some
resources, including personnel resources, are indivisible.
In Michigan, state licensing requirements specify staff-
bec ratios, the ratios varying according to the time of
the work shift and the number of total beds in the
facility.3 This introduces an artificial divisibility
which would not be present if operators were free to
minimize per-unit costs. If it is possible to operate

a nursing home with a lower than required staff-bed ratio,
or if the staff-bed ratio varies with the scale of opera-

tions under optimal conditions, any observable minimum

2Frank J. Kottke and John F. Trainer, The Nursing
Home Industry in the State of Washington (Pullman, Washing-
ton: Frank J. Kottke, 1968), p. and Chapter Vv, pp.156-158.

3Michigan Department of Public Health, Division of
Health Facility Standards and Licensing, Rules for Nursing
Homes, Draft Number 17, September 27, 1968.




efficient scale will understate the size of the firm. The
issue then becomes whether the true minimum efficient
scale occurs only under conditions of monopoly. An
acceptance of the preference for competition then is based
upon a finding that the true minimum efficient scale would
give a market structure that would lie between the present
market structure and one of very high concentration. Given
the large number of beds in most markets, relative to the
average size of both new and existing facilities, it is
unlikely that the nursing home industry fits the case of

a natural monopoly.

While the nursing home industry has similarities
to those cases where consumer knowledge is lacking and
the purchase is of sufficient importance to warrant regu-
lation of the industry's output, differcnces also exist.
Onc¢ similarity arises from the majority of nursing care
services being purchased under the Medical Assistance
program. These purchases are made at one of two flat
rates, which are based on patient service needs. This
means that, from the consumer's viewpoint, price competi-
tion has been removed from the purchase division.

However, even though price competition is not a
factor in the purchase decision of a person receiving
Medical Assistance, it is for a private pay patient or
a Medicare patient, who will need nursing care beyond the

period covered by Medicare. Price is important to such



Mcdicare patients, since they are more likely to remain in
the facility first entered than to transfer to another
after using their long-term care benefits. This portion
of the industry's product, which is not reimbursed by
Medical Assistance, represents a substantial majority of
all persons in nursing care facilities.

A second similarity is that since nursing care
facilities in many cases regard minimum licensing and
certification requirements as the maximum levels to be
attained, there is a tendency for the industry to produce
a fairly homogeneous output. That is, since the nursing
home reimbursement rate is relatively low and minimum
licensing and certification requirements are mandated by
the state, there is little incentive for nursing homes
to compete on a nonprice basis. This is especially the
case, if the Medical Assistance payment rate is sufficiently
low to create an excess demand for publicly financed nursing
home care.

Despite this, there are areas where competition
with respect to the quality of care can and does exist.

The failure to strictly enforce licensing and certification
standards, which results in less than full compliance to
those standards, or the meeting of more than minimum
requirements will result in nonprice differences among
nursing care facilities. Also, since standards do not

completely specify the operating environment of facilities,



there is leeway for nonprice competition. Nonprice
competition will exist if vacancies exist for Medical
Assistance patients or if private pay patients are more
profitable than publicly subsidized patients. The latter
will occur, if the cost of the additional guantity and
guality of care provided private pay patients is less
than the added revenue from their higher rates. Possible
sources of additional care for private pay patients include
better rooms, better food, and more attention by staff.
These can be made effective by placing private pay
patients in one section or wing of the facility.

A third similarity is that consumer knowledge of
the quality of nursing care services is largely absent.
Also, the purchase of nursing care services is of prime
importance to the consumer, since it often determines
where he will spend the rest of his life, not to mention
where his life's savings will be spent. As such, it is
in his and his children's interests, the latter possibly
due to conscience, that the alternatives available to him
are explored., Consumer knowledge, even though largely
lacking and uniformed, does exist, either through visits
to various nursing care facilities, talks with patients,
or talks with former patients or their children. The
purchase decision is also important to the public assis-
tance recipient, at least for nonprice factors, since he

has a free choice of facilities to be admitted to. Thus,



dcspité similarities to cases which warrant regulation of
irdustry output, there are differences that allow for both
price and nonprice competition.

Therefore, the basic assumption of this study is
that increased competition is preferable to decreased
competition, at least in those markets sufficiently large
to allow two or more firms to realize economies of scale.
Irn those markets in the upper peninsula or the upper half
of Michigan's lower peninsula the concentration of industry
capacity into one or a few firms is probably justified
from an efficiency standpoint. Little would be gained by
increasing the number of alternatives to consumers in
those markets, while significantly increasing the cost
per patient day of nursing care services. In markets in
the lower half of Michigan's lower peninsula, the demand
is large enough to support more than one nursing care
facility in each market. As long as areas of competition
exist, consumers should be allowed as many alternative
facilities as feasible from which to purchase nursing
care services. In that way, consumers will make the best
purchase decision possible and facilities will have the
least opportunity to combine to set the conditions of

selling nursing care services.

Study Outline

Chapter II will be a review of the relevant liter-

ature and experience. After defining the nursing home



industry the remainder of the chapter will be divided into
two parts. In the first part the literature and experience
of nursing home operations will be reviewed. This will
include scctions on personnel and licensing standards,
quality and abuses, investment opportunities, and reim-
bursement. The second part will review ecconomic analyses
of the nursing home industry and industrial organization
literature on the evolution of market structure.

Chapter III will examine the scope and extent of
the Medicare and Medicaid programs. First, this will
involve a congideration of the types of services prowvided
ancé the eligibility requirements for those services. lNext,
reimbursement rationales imployed by the federal and state
government and their conditions for facility participation
in the programs will be discussed. Finally, the people
served, the gquantity of services utilized, and the cost
of these services are surveyed for each program.

Chapter IV presents a theory of market structure
determination. After discussing the major changes which
occurred as a result of the introduction of Medicare and
Mgdicaid and their effect on nursing home market structure,
the state's role as the principle purchaser of these
services is examined., Next, the major elements of market
structure are discussed. Finally, two theories of evolution
of the Michigan nursing home industry's market structure

during the 1960's are posed.
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Chapter V examines the changes which occurred in
the nursing home industry market structurce during the 1960's.
The market for nursing home services is first defined.
Then an analysis of changes in the structure of each
market, including changes measured by industrial organi-
zation concepts, is prescnted.

Chapter VI develops a model, containing the two
thecories of cvolution of the industry's market structure.
This is then tested to determince the extent to which
changes in market structure were attributable to Medicare
and Medicaid and were not part of long-term trends in the
growth of the industry.

Chapter VII summarizes the argument and then dis-
cusses the policy implications arising from it. These
include not only the effect upon nursing home industry
competitiveness of future policy changes but also the
implications for similar expansions of public support

through these programs.



CHAPTER 11

REVIEW OF LITERATURE AND EXPERIENCE

In this chapter, the nursing home industry will be
defined. Then, a review of the literature and experience
concerning nursing homes and the services they provide will
be presented. Finally, economic analyses of the nursing
home industry will be discussed and industrial organization
literature dealing with market structure evolution will be

reviewed.

Industry Definition

What is a "nursing home" and what types of facilities
are included is this definition? The American College of
Nursing Home Administrators defines a "nursing home" as
follows:

A Nursing Home or its equivalent is a facility,
institution, or an identifiable unit of an acute
hospital or other care service facility or insti-
tution licensed for:

l, Care for persons who because of physical or mentadl
conditions, or both, require or desire living
accommodations and care which as a practical
matter, can best be made available to them through
institutional facjilities, other than acute care
units of hospitals, providing a protective and/or
supervised environment, and

2. Care of persons and patients who require a com-
bination of health care services and personal

. 11
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care services which are in addition to the above
and may include, but are not necessarily
restricted to one or more of the following

care services:

a. Therapeutic diets,

. Regular observation of the patient's physical
and mental condition,
c. Personal assistance including bathing, dressing,

grooming, ambulation, transportation, house-
keeping (such as bed making, dusting, etc.) of
living guarters,

d. A program of social and recreational activities,
e. Assistance with sclf-administered medications,
f. Emergency-medical care including bedside

nursing during temporary periods of illness,

y. Professional nursing supervision,

h. Skilled nursing care,

i. Medical care and services by a licensed
practitioner,

j. Other special medical and social care services
for diagnostic and treatment purposes of
rehabilitation, restorative, or maintenance
nature, designed to restore and/or maintain
the person in the most normal physical and
social condition attainable.

The above definition refers to two separate and
distinct types of facilities, The first part of the defini-
tion refers to personal care and residential care facilities.
These include homes for the aged, permit nursing homes, and
permit homes. The second part of the definition refers to
extended care facilities, skilled nursing homes, and inter-
mediate care facilities. Separating the two types of
facilities is the distinguishing characteristic of the
provision of nursing care services. The first group is

not licensed to perform nursing care services, whereas

lAmerican Nursing Home Association, Nursing Home
Fact Book 1970-71 (Washington, D.C.: American Nursing
Home Association, 1970}, p. 1.
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the second group must do so to retain its license. 1t is
the second group with which this study is concerned.
Extended care facilities (LCF's) have their legal
basis in Title XVIII of the Social Security Act (Medicare).
Care in ECF's is designed to be an extension of hospital
care, albeit a less intensive and extensive one. Services
are provided 24 hours a day but are rehabilitative and
cenvalescent only, which results in a relatively short
length of stay. Skilled nursing homes arc recognized
under Title XIX of the Social Security Act (Medical Assist-
ance, also called Medicaid). Services arc essentially the
same as those of ECF's, except that the degree of licensed
nursing supervision may be less in some states. All ECF's
automatically qualify as skilled nursing homes but not
vice versa.2 The principal difference between the two
types of facilities is in the length of patient stay.
Since skilled nursing homes provide terminal care as well
as rehabilitative and convalescent care, their length of
stay is considerably longer than that of ECF's. Inter-
mediate care facilities (ICF's) or basic nursing homes were

funded under Title XI of the Social Security Act until 1972,

2The Social Security Amendments of 1972 changed the
name of "extended care facilities" and “skilled nursing
homes" to "skilled nursing facilities" and provided for the
same level of care requirements in those facilities under
both Medicaid and Medicare. U.S5. Congress, Public Law 92~
603, 92nd Congress, H.R. 1, October 30, 1972, Section 247
and 278. During the time period and for the purposes of
this study, the two types of facilities were and will be
considered similar, but distinct.
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when they become part of the Medicaid Program.3 Care
provided in these institutiois is less intensive, at least
from the standpoint of the utilization of licensed nursing
resources, and usually does not require 24 hour a day
licensed nursing supervision. Since the vast majority

of care in ICF's is terminal care for the aged, the
average length of stay is relatively long.

ECF's are federally administered under the Medicare
program, even though certification may actually be through
a state agency. Skilled and basic nursing homes, on the
other hand, are both administered under state programs.

In nursing homes providing basic care, the State of Michigan
requires that "the home shall employ sufficicnt nursing
personnel to provide continuous 24 hour nursing care and
services sufficient to meet the nursing nceds of ecach
patient in the home."4 Minimum sufficient licensed
personnel for basic homes has been defined as one licensed
practical nurse (LPN) working 40 hours per week and serving
as director of nurses. Additional requirements for skilled
nursing homes include "at least one registered nurse or
licensed practical nurse shall be on duty at all times

during a shift in charge of nursing personnel providing

3U.S. Congress, Public Law 92-223, 92nd Congress,
H.R, 10604, December 28, 1971, Sec. 4.

4Michigan Department of Public Health, Division of
Health Facility Standards and Licensing, Rules for Nursing
Homes, Draft Number 17, September 27, 1968, [R., 325, 1961
(8)].
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care to patients in the home."S In addition, staff personncil
must include one registered nurse (RN) working 40 hours per
week and serving as director of nursing. For homes with 30
or more beds the director of nursing cannot also be a
licensed supervisor. Finally, one LPN or RN must serve

24 hours a day as a supervisor for each seven nursing
cmployees.

Nursing Home Literature and
Experience

This part of the chapter will review literature
concerning the operation cf nursing homes. While a large
portion has only appeared in the popular press, there is
a limited body that has been published in journals or in
pamphlet or book form, Primarily the latter will be
discussed herein. Even though most literature overlaps
several areas of study with respect to nursing homes, it
has been divided into four sections for ease of presenta-
tion. These are personnel and licensinc standards,
quality and abuses, investment opportunities, and reim-

bursement.

Personnel and Licensing Standards

The definitive work in this area is Jordan Braverman's

Nursing Home Standards: A Tragic Dilemma in American Health.6

®1bid., [R. 325, 1963 (3)].

6Jordan Braverman, Nursing Home Standards: A Tragic
Dilemma in American Health (Washington, D.C.: American
Pharmaceutical Association, 1970).
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It analyzes the licensing regulations of all 50 states and
the District of Celumbia. lle divides his analysis into

four areas: administrative management regulations, patient
care regqulations, environmental health regulations, and

fire safety and construction regulations. Braverman's
methodoleogy is to sum the various states' licensure com-
ponents. His conclusions are disheartening when the increase
in industry capacity and dollar volume of business are con-
sidered as they occurred in the 1960's. It must be remem-
bered throughout this discussion that licensure requirements
are minimums and that many homes will provide more than

the minimum in many cases. Also, many states have clauses

in their regulations which provide for care above the

minimum requirements--"Additional nursing personnel shall

be provided for each shift, over and above the minimums
specified in these rules, as is necessary to care adequately
for and meet the nursing needs of each patient in the home."7
Unfortunately, these are vague and not strictly interpreted.
One effect of licensing regulations is that many homes

view the minimum requirements as the maximum to be

attained, largely because of limited reimbursement rates

under state Medicaid Assistance programs. Where this

7State of Michigan, Department of Public Health,
Bureau of Health Facility Standards and Licensing. Rules
for Nursing Homes, Draft Number 17, September 28, 1968
(Lansing, Michigan: Department of Public Health, 1968),
{R 325, 1962 (4)].
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occurs it tends to standardize the gquality of nursing care
services and, therefore, to reduce product competition.
With respect to nursing home administrators’
qualifications, Braverman found that "9 States reguire that
the administrator have the minimum of a high school edu-

cation while the U.S. Department of Health, Education and

Welfare recommends rather than requires this gqualification.'

Even the House Committee on Ways and Means' version of the
Social Security Amendments of 1971 did not recommend any
formal educational requirements for nursing home adminis-
trators. Their reasoning was,

that persons who have demonstrated their capability
as nursing home administrators over a period of time
should not be precluded from serving in this capacity
because they fail to meet certain formal requirements
imposed for purposes of the medicaid program. Your
committee bill would, therefore, permit the States

to establish a permanent waiver from such require-
ments for those persons who served as nursing home
administrators for the three-year period preceding
the year the State established a program for the
licensing of nursing home administrators.?

While it might appear that three years' experience would
gqualify a person to be a nursing home administrator, this
is not necessarily the case in each area of expertise
required. For example, it probably would qualify the

person with respect to the financial health of the home,

BBraverman, Nursing Home Standards, p. 5.

9U.S. Congress, House of Representatives, Social
Security Amendments of 1971, Report of the Committee on
Ways and Means on H.R.1, 92nd Congress, 1st Session
(Washington, D.C.: U.S5. Government Printing Offijce,
May 26, 1971), p. 120.

8
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but there is no guarantee that the same would be true with
respect to patient care. Because of self interest,
administrators have more incentive to become capable in
finances, since about one half have a direct financial

interest in the home they administer.10

Obviously, even
thocse who do not have a financial interest in the home

are concerned with finances, since their employment depends
upon it.

In other arecas of administrative management regula-
tions, Braverman found, 26 states require that current
employee records be maintained, 26 States require visiting
hours for the patients, 9 States require that patient
transfer agreements or arrangements with other institutions
such as hospitals must be available or in effect, 39 States
require that therapeutic diets be prepared and served as
prescribed by the attending physician, and 49 States
require that sanitary laundry/linen services be provided.ll

With respect to patient care, Braverman states,

it appears that only those services which may be
considered very minimal and basic to patient care

are required by most jurisdictions. On the other
hand, those which may be regarded as being relatively
recent innovations for nursing home operation are
still in the embryonic stage of development in so

far as their being required by State authorities
for licensure., An example of the former minimal

10“Average Nursing Home Administrator Earns $10,000
to $15,000 a Year, Cornell University Study Shows," Nursing
Homes, 19 (March, 1970), p. 31.

11Braverman, Nursing Home Standards, pp. 5-6.
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and basic standards rcquired for extended care facility
certification and State licensure includes the fact
that 42 to 50 States include for licensure . . . a
patient having a physician to care for him; an emergency
physician being available to the facility; a registered
or licensed practical nurse being the nurse in charge.
. . « There is a very marked decline in the number of
States which require those medical care services which
are necessary in order to keep abreast with the demands
of providing health care in all its complex forms. For
example, States which require the provision of physical
therapy, dental, social and laboratory/x-ray services
range from 3-14 in number. When it comes to discerning
those aspects of the basic services which may be con-
sidered innovative . . . the findings are egually
bleak.12

When environmental health regulations were con-
sicered, Braverman found most of the states followed those
regulations set forth for the certification of extended
care facilities under Medicare. While this accounted for
80-90 percent of all states for most categories, there
were still lapses in the requirements. For example, only
"22 States specify the maximum number of patients per
bedroom while the Federal extended care facility standards
suggest the maximum number which a bedroom ordinarily
contains."13

The aspect of nursing home licensure which has
come under the greatest amount of attack are the fire
safety and construction requirements and their enforcement.
Since nursing home patients are by definition unable to

take care of themselves, a fire can quickly become a

121bid., p. 11.

131pid., p. 14.
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major disaster. When this is added to the fact that many,
although not a majority, of nursing homes are located in
older converted buildings, the need for strict regulations
becomes evident. The failure to adopt and enforce strong
such regulations became a political issue in 1970, when
the Harmar lHouse Nursing Home in Marietta, Ohio burned
taking the lives of 32 of the 46 patients in the home.
This issue was raised before Congress by Representative
bavid Pryor of Arkansas, who had become an advocate for
the aged, especially those in nursing homes and related
facilities. Harmar House was an extended care facility
certified for Medicare. In pointing up the inadequacies
of the regulations Pryor cited the prcamble to Medicare's
Conditions of Participation=--~Physical Environment:

The following standards are guidelines to help State

agencics to evaluate existing structures which do

not meet Hill-Burton construction regulations in

ceffect at the time of the survey, and to evaluate

in all facilities those aspects of the physical

environment which are not covered by Hill-Burton

regulations. They are to be applied to existing

construction with _discretion and in light of community

need for service.
He then concluded, "The inspector now is armed with vague
and subjective standards which he 1is instructed to apply

with discretion."15

14David Pryor, "Commercialization of Our Aged, Part
11, The Nursing Home Patient," Congressional Record, 9lst
Congress, 2nd Session (March 26, 1970), pp. 112676-112581.

15

Ibid., pp. 112576-112581.
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In surveying fire safety and construction regula-
tions, Braverman concluded that these requirements were
not as comprchensive as they should be. 1lle found that only
22 States require fire alarm systems and 23 States reqguire
sprinklexr systems. 1In addition only 25 States specify
that nursing homes have a written evacuation plan which
is to be followed in case of disaster.16

The result of these ineffective regulations is a
lessening of incentive for the nursing home industry to
provide adequate guality patient care. As will be seen
in the next section, most nursing homes provide adequate
care for their patients. Unfortunately, there is a small
minority who do not and are allowed to remain in operation

because of nonexistent or lenient regulations or an

inability by inspectors to enforce existing regulations.

Quality and Abuses

Probably the issue concerning the nursing home
incdustry that has caused the most attention is quality of
care. In the late 1960's and very early 1970's reports
were forthcoming that cited cases of patient neglect and

abuse.l7 It was generally concluded, however, that most

16Braverman, Nursing Home Standards, p. 1l6.

17In addition to presenting the aged's case before
Congress, Congressman Pryor held hearings which pointed up
cases of patient neglect and abuse. See Howard Kohn,
"Nursing Home Negligence Told," Detroit Free Press (May 8,
1971), p. A-3 and Mary Lou Butcher, "Mistreatment is Charged
at Nursing Home Hearing," Detroit News (May 8, 1971), p. A-2.
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nursing homes did an adequate job in providing services and
that only a small minority of homes did not. This section
will review three studies of nursing home patient care to
determine the extent to which nursing homes arc providing
adequate nursing care services.
One study, the Nursing Home Research Project, is
a three year study to examine the determinants of services
to nursing home patients and to discover the processes
through which services in nursing homes are innovated.
Chosen for the study were a sample of nursing homes in
the Detroit Standard Metropolitan Statistical Area. Since
the study is still underway as of this writing, only
initial reports have been published to date. With respect
to publicly supported patients, the Project's first report
stated:
Contrary to the general expectations of Medicare
legislation, however, few patients in Michigan now
come to nursing homes for ‘'extended care facility'
benefits. The reason for this is that when
application for 'extended carc facility' services
is made, it is genecrally denied; often the basis is
that the Medicare provision of rehabilitation potential
will not be met. Today, half of the nursing home
patients in Michigan go first to a general hospital
under Medicare and then are transferred to a nursing
home where they are supported under provision of
Medicaid. . . . 'Our impression is that for most
patients Medicare and Medicaid have added a new
costly step before nursing home admission, but have

not changed the need for nor the utilization of
long term care.

laLeonard Gottesman, Nursing Home Research Project:
The Study of Aged Patients and Nursing Home Services, Report
to Respondents (Prepared by Philadelphia Geriatrics Center,
Philadelphia, Fall, 1971), p. 6.




A second study, conducted by the General Accounting

Office, addressed itself to two questions. Are skilled
nursing homes providing proper care to patients? Are
patients being provided with levels of care more intensive
than needed? The study examined patient care and needs of
persons in 30 nursing homes in each state for Michigan,
New Yosk, and Oklahoma. It concluded,

Many of the skilled nursing homes GAO visited may not

have provided proper care and trecatment for their

Medicaid and Medicare patients.

Many patients in the nursing homes GAO visited may

not have neceded skilled care and should have been
provided with less intensive--and less costly--care.

19
The study implicitly defined proper care as being
provided when the nursing home met the state's licensing
or program-ccrtification requirements, whichever was more
stringent. Thus the GAO was looking for failure to provide
required levels of services. It found 63 nursing-service
deficiencies in 48 of the 90 nursing homes surveyed. Of
these deficiencies half were found in Oklahoma nursing
homes, with the principal deficiency being failure to have
a gqualified nurse in charge of cach B-hour shift. In
Michigan and New York, two-thirds of the deficiencies were

failure to meet state nurse-patient ratios. The GAO also

found that in 47 of the 90 nursing homes physician visits

19U.S. General Accounting Office, Comptroller General,
Problems in Providing Proper Care to Medicaid and Medicare
Patients 1n S8killed Nursing Homes (Washington, D.C.: U.S.
Government Printing Office, 1871), p. 2.
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were not always made every 30 days, although this is a
requirement under both Medicare and Medicaid. 1In Michigan,

for example, physician visits in 12 homes were made ir-

reqularly, ranging from 35 to 210 days apart.20

Michigan was the only one of the three states to
have delineated objective criteria for skilled care.

State and county medical personnel who normally evaluate
patient needs accompanied us to 15 of the 30 homes
reviewed., . . . these personnel made determinations

as to the level of care needed. They concluded that
about 297 (79 percent) of the 378 patients whose neceds
were evaluated did not require skilled care as

defined by Michigan's criteria. . . . recent studies

in New York showed that about 25 to 35 percent of the
patients in skilled nursing homes were inappropriately
placed. In addition, in a limited test, we were
advised by the evaluators that, if the medical and
nursing care characteristics required by New York
and Oklahoma were measured against the Michigan
criteria, a similar high percentage of patients 21
probably would not require skilled-nursing home care.

To assure that patients in nursing homes were
receiving proper care, the homes, as a condition for par-
ticipating in the Medicare program, were required to
establish utilization review procedures. Under Medicare
the overall objectives of these procedures were, "The
maintenance of high gquality patient care, more effective
utilization of extended care services . . . , the encourage-

ment of appropriate utilization and the assurance of

201hia., pp- 10-12.

2l1hbid., p. 26.



continuity of care upon discharge. . . .22 Similar pro-

visions were made for utilization review procedures for
Medicaid under Title XIX of the Social Security Act.23
Dressler has analyzed the utilization review

procedures of 101 extended care facilities in Connecticut
with a total licensed capacity of 9,467 beds. At the time
of his survey the homes had 7,655 patients of which 7 per-
cent were Medicare beneficiaries and 51 percent were
Medicaid recipients.

Some of the facilities assess the care administered

to various categories of their total patient popu-

lations, but the majority of the E.C.F.'s have

designed their review processes primarily to meet

the minimum requirements of the law.

There appears to be more concern within the surveyed

population with claims benefit determination than

with patient care monitoring. Nor is this concern
confined within the individual E.C.F.'s; it appears

22U.S. Department of Health, Education, and Welfare,
Social Security Administration, Conditions of Participation;

Extended Care Facilities: Regulations, Code of Federal
Regulations, Title 20, Chapter 111, Part 405 (Washington,
D.C.: U.S. Government Printing Office, 1970).

23Section 1902 (a) {(30) states, "A State plan for
medical assistance must provide such methods and procedures
relating to the utilization of, and the payment for, care
and services available under the plan as may be necessary
to safeguard against unnecessary utilization of such care
and services and to assure that payments . . . are not in
excess of reasonable charges consistent with efficiency,
economy, and quality of care." U.S. Congress, House of
Representatives, Compilation of the Social Security Laws,
Vol. 1 (Washington, D.C.: U.S. Government Printing Office,
1968).
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to filter up and down the administrative channels

through the state agency and fiscal intermediaries

to the Social Security Administration.24

One additional guestion needs to be answered. That

is, does the type of ownership affect the guality of care?
This has been addressed by Holmberg and Anderson in a
survey of 118 proprietary and nonproprietary nursing homes
in Minnesota. They found very few significant differenccs
whcn the two kinds of homes were compared on quality-of-
care measures involving facilities, staff, and activity.
On¢ significant difference that was found was that the
nor.proprietary homes reported more physician time per week

in the home.25

Investment Opportunities

The history of the nursing home industry as an
investment opportunity is simple. It has only two phases,
a rise and a fall, and they are quite distinct. The
groundwork for the spectacular rise in nursing homes,
particularly extended care facilities under Medicare, was
laid in the first four months of Medicare's extended care
program. In a survey of 255 E.C.F.'s, conducted by the

Social Security Administration and covering the first two

24Forrest G. Dressler, Jr., Patient Care Assessment
in Extended Health Care Facilities (New Haven, Conn.: The
Connecticut Health Services Research Series, 1971), p. 8l.

25Hopkins R. Holmberg and Nancy Anderson, “"Implica-
tions of Ownership for Nursing Home Care," Medical Care,
VI, No. 4 (July-August, 1968), pp. 300-307.
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to three months of the program, it was found that Medicare
had increased occupancy levels. "Half of the E.C.F.'s
surveyed reported that they were unable to accommodate all
of the patients who sought admission, usually because of

a lack of available beds. About one-third of those surveyed
reported they were moving rapidly to provide additional

2 . .
6 Medicare reimbursement was on

skilled nursing beds."”
a reasonable cost basis. Since actual costs were not
known interim rates were set, so that extended care
facilities did not have to wait until final audit for
reimbursement. In the early months of the program, the
Social Security Administration was reimbursing almost
everything and the belief existed that the final audits
would be similar to those for hospitals, i.e., almost all
expenses would be allowed.

With this optimistic future, and limited funds
available from private sources to kuild the expensive
facilities, it did not take long for entrepreneurs to
enter the stock market for the necessary capital to build
ana expand facilities. At the same time, eXxXisting corpo-
rations, usually with no experience in providing nursing
horme services, entered the industry. This optimism
purveyed much of the investment world, and when stock

offerings were made, they were met with enthusiastic

26Leon Bernstein, "E.C.F.'s Report on Impact of
Medicare," Modern Nursing Home, 21, No. 6 (November/December,
1967), p. B3.
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acceptance. In the spring of 1969, Richard Elliott wrote,
"dMore significantly for investors, nursing home operators
have been selling shares to the public at a dizzying

rate. . . . Almost without exception, these nursing home
stocks come to market at high price-earnings multiples--

n2?

and move straight up from there. For example, Four

Seasons Nursing Center of America was selling in early
1969 for S112 per share on earnings of $.61 per share, a
price-earnings ratio of 184. Price-earnings ratios under
50 were uncommon and in a few cases they exceeded 400.
Elliott recognized, however, that not everyone

was certain to win.

. - » the sure-thing prognosis is hardly more applicable
to nursing homes than to any other enterprise, par-
ticularly one so0 new-in terms of basic economics
wrought directly and indirectly by Medicare, and the
overnight competition for capital. For one thing,

few firms as yet show anything approaching a fair
return on equity (or the kind of profit margin or
revenues usually considered adequate), much less a
sustained record of profitability; they are, of course,
too new. Furthermore, a number of companies now
public . . . actually have suffered earnings
relapses.28

He went on to continue caution by stating that both Medicare
and Medicaid would be more tightly regulated in the future.
By early summer in 1969 expansion in nursing home

beds still continued. "Four Seasons Nursing Center of

27Richard J. Elliott, Jr., "Unhealthy Growth? The
Nursing Homes Industry is Expanding at a Feverish Pace,”
Barrons, 49 (February 10, 1969), p. 3.

28ypia.
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America, a 40-home Oklahoma chain that grossed more than

-

$6,000,000 in fiscal 1968, is negotiating to borrow $45
million to promote a home franchising program."29 Despite
this, the picture had started to darken. "Some of the
largest chains net only 5 percent or 6 percent yearly on
investment v. an average of 10 percent for all of U.S.
inaustry last year. The stocks of several big chains

30 In addition, the Social Security

have dropped sharply."

Administration had not completed its final audits and several

of the chains had not set aside reserves to cover possible

rebates. Throughout the rest of 1969, optimism continued

to wane. "Nursing homes are unhappy with welfare programs

and with what they feel is unjust, arbitrary treatment by

the Government. Many have begun to evict or turn away

Medicare and Medicaid patients. Federal and state

cfficials are unhappy over spiraling costs and flagrant

abuses in . . . overbilling . . . and charges for services

not rendered."31
Finally, by mid-1970, investment in the nursing

hore industry had lost its glamour. The final Medicare

aucits were completed and it had become obvious that in

many cases reserves were not sufficient to cover rebates.

2%9vGo1d in Geriatrics,” Time (June 6, 1969), p. 103.

301hi4.

31Sandra Blakeslee, "Booming Homes for Aged Face
Rising Discontent,” New York Times, 119 (February 16,
1970).
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Nursing homes, uniike hospitals, werc not allowed to

include almost any expense in their charges under Medicare.
At the same time Medicare enrollees werec finding it dif-
ficult to cash in on extended care benefits, as benefit
eligibility requirements were being tightened. In addi-
tion, Congress was attempting to pare Medicaid spending.

"So heavily did nursing homes rely on public money last

year (1969) that three out of every four patients were
non-private., Some 60 percent were supported by a combination
of Medicaid and welfare money, and 15 percent on Medicare."32
Four Seasons Nursing Centers of America, the most glamorous
of the nursing home chains, had had the trading of its

stock halted and was on the verge of its subsequent bank-

ruptcy.

Reimbursement

The last area of nursing home literature to be
reviewed is reimbursement., Along with the quality of
nursing home care, reimbursement for nursing home services
has attracted considerable attention to the nursing home
industry. Whereas the former was largely published in the
popular press, the latter appeared in journals and as
proposals before the various state legislatures. The

reason for the focus of the controversy being at the

32“Nursing Homes Show Disturbing Symptoms,
Week (June 27, 1970). p. 110,

Business
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state level is that the Federally-sponsored Medicare
program purchased only a small portion of the industry's
services, while the state-administered Medical Assistance
programs were the largest single purchasers of those
scervices. Since the state was such a large purchaser of
services, it was of prime importance to the industry to
have adopted a reimbursement formula favorable to it.
The 1968 Nursing Home Survey, conducted by the

National Center for Health Statistics, reported charges
for all nursing homes in the United States. It reported,

In 1968 the charges for care of 743,293 nursing home
residents ranged from no charge to over $500 per month.
These extreme charges were the exception, however.

. .« « More typically a home charged about $253 per
resident per month; this was the average most frequent
charge . . . made by all homes. The average lowest
charge was $220, and the average highest charge was
$310. In 68 percent of all homes . . . the most
frequent charge ranged from $139 to $367. The lowest
charge, which ranged from $116 to $324, had the least
variability. The highest charge, which ranged from
$150 to $470, had the greatest variability,.33

When compared with a similar study for 1963, it was found

that the most frequent charge had increased 49 percent, from

34

$170 to $253. It was also found that homes with Medicare

recipients averaged $135 higher per month than charges in

35

homes not certified for program participation. This was

33U.S. Department of Health, Education, and Welfare,
Public Health Service, Vital and Health Statistics Data from
the National Health Survey, National Center for Health
Statistics Report, Series 12, No. 14, Charges for Care in
Nursing Homes: United States--April-September, 1968 (Washing-
ton, D.C.: U.S. Govt. Printing Office, May, 1372), p. 2.

34

Ibid., p. 2.

351pid., p. 8.
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probably due to the more stringent requirements which must
be met to qualify for certification. "Of the 743,293
residents in nursing homes, 45 percent received benefits
frowm public or medical assistance programs, . . . {In
addition, ] Five percent of all residents were receiving
Medicare benefits, and 7 percent had exhausted their
Medicare bencfit."36 The percentage of persons in nursing
homes and receiving public assistance increasced from 1968
to the early 1970's. This increasc resulted from the
increase in costs of nursing home services, cutbacks in
the Medicare extended care benefit program, and the
expansion of the Medical Assistance program to all but

two states.

LaVance has summarized the various ways states
reimbursed nursing homes for services provided. His 1970
survey of 33 states concluded,

The spectrum of rationales for distribution of appro-
priated monies ranges from an apparently arbitrary
uniform payment per recipient, with apparent disregard
of the recipient's level of need for service other than
a medical determination of need for nursing home care,
to rather sophisticated rationales which include
numerical ratings of participating nursing homes and
detailed evaluation of recipient requirements.

The most realistic rationale from the standpoint of
costs of service and administration of payments is

the distribution of appropriated monies on the basis
of audited costs of the nursing homes combined with

an arbitrary maximum reasonable cost limitation. This

rationale has the effect of forcing the nursing homes
with audited costs in excess of the maximum reasonable

361bia., p. 9.
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cost to withdraw from participation in caring for

welfare recipients or to participate presumably at

a loss. The rationale assures payment of audited

costs to nursing homes with costs below the maximum

reasonable costs limitation.37

Of the 33 states responding, only 13 reguired that

nursing homes submit costs periodically.38 Twenty-two
states had established maximum, maximum recasonable, or
maximum budgeted payments.39 Finally, LaVance declared that
all 33 states were considered to be receiving appropriations
which were inadequate to pay the costs of the nursing home

10 These three findings

care for their welfare recipients.
arc significant, since they indicate that most rates were
set without the knowledge of cost and were insufficient to
reimburse nursing homes completely for services provided.
This forced most states to make the difficult decision as
to the maximum quality of care that would be reimbursed
by the state. Usually, this decision has been made by the
availability of appropriations, as viewed by state legis-
latures.

One issue that continually arises in the reimburse-

ment of public assistance clients in nursing homes is how

to reimburse the homes in such a way that they will provide

37Willis H. LavVance, "The Ideal Nursing Home Payment
Program" (Presented to the State Welfare Finance Officers
Conference, Hartford, Connecticut, August 18, 1970), pp. 1-2.

381bid., p. 12.

391bid., p. 13.

C1pid., p. 14.



a desired level of services. That is, how can the state
structure the reimbursement mechanism so as to provide
adequate incentives for the provision of adeguate care
at an acceptable cost. No reimbursement mechanism yet
devised has successfully addressed itself to both of these
matters. In an attempt to overcome this dilemma, Breinholt
has analyzed the conceptual framework of a nursing home.
He concludes,
. « . it is important to anticipate and explicitly
design a reimbursement system around the desired
incentive effects because every method will have
incentive effects of some kind. . . . while it is
difficult to base incentives on final outcomes because
the outcomes [of providing care] are often difficult
to measure, it may be even more risky to aim incentives
toward specific attributes of the management process
in the absence of a comprehensive normative model
of that process.4l
Included in the management process are such items as staff,
organization, and technology; all items that traditionally
have been regulated to insure proper performance. For
example, those reimbursement rationales which are based
on available services (staffing, etc.) assume that care
is directly related to the availability of those services,
although such is not always the case.
In Michigan, as in other states, the search for

the ideal nursing home reimbursement rationale was a

frustrating search as late as 1971. Attempts to determine

41Robert H. Breinholt, "Reimbursement Incentives and
the Management of Nursing Home Care" (Presented at the
Annual Meeting of the American Public Health Association,
Philadelphia, Pennsylvania, November, 1969).
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costs of providing nursing home services met with limited
success. Responses to a cost survey sent out for the
Governor's Committee on Nursing Home Rates were limited

to such an extent that no assurance could be given as to
the randomness of the sample. Also, it was not possible
to determine the extent or direction of the bias in the
responses. This limited response resulted from nursing
homes simply refusing to report costs.42 In an attempt

to get cost data the Michigan State Legislature included
in the Department of Social Services appropriation's bill
for Fiscal 1971 a provision that 75 percent of the nursing
homes participating in the Michigan Medical Assistance
program had to submit cost data to the legislative Auditor
General, and that within 60 days of receipt thereof the
Devartment would adjust the daily reimbursement rate

43 The data was collected

upward a maximum of $.50 per day.
and rates were adjusted, but the study itself was not
released as the data was considered confidential and
intended for rate setting only. Following a ruling by

the Supreme Judicial Court of Massachusetts, which declared

that it was within the power of the state to reguire nursing

homes receiving reimbursement for publicly aided patients

42Ernst and Ernst, Study of Nursing Home Costs in
the State of Michigan (Lansing, Michlgan: Ernst & Ernst,
June, 1963).

435tate of Michigan, Public Acts of 1970, No. 99,
75th Legislature, H. 4076, July 20, 1970, Sec. 14.
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to supply cost data for rate setting, it should now be
casier to obtain costs of providing nursing services.44
During this same period the State of Michigan was
attempting to develop a reimbursement rationale that
provided more incentives to the nursing home industry to
assure adequate care than the then employed flat-rate
rationale, The method employed by the Governor's
Nursing Home Study was to analyze the various proposed
reimbursement rationales and available data about the
industry, to present to the decision makers the knowledge
upon which a rational decision could be made. The Study's
reports did not themselves recommend any reimbursement
rationale over all others. Instead they attempted to
point out the incentives created and costs of each
rationale so that decision nlakers would be aware of the
consequences of their choosing a particular rationale.45
Two other issues deserve mention with respect to
reimbursement. The first is the dissatisfaction of the
nursing homeé industry with the reimbursement mechanisms

and rates of both Medicare and Medicaid. 1In hearings held

by the American Nursing Home Association in 1969, it was

44Lexington Nursing Home, Inc. v. Rate Setting
Cormission, 266 N.E. (Massachusetts) 317 (1971).

4sManagement Sciences Group, “Governor's Nursing
Home Study: First Working Progress Report," Executive
Office of the Governor, State of Michigan (Lansing, Michigan,
June 8, 1971). (Mimeographed. )
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reported that many nursing homes already had discontinucd
or limited their participation in the two programs, and
that many more seemed ready to follow suit unless equitable
reimbursement formulas were developed.46 During this same
period Medicare extended care benefits were being cut back,
often by disallowing claims after the patient had already
spent several days in an extended care facility. This
meant that either the patients themselves had to pay for
services utilized or the facility had to shoulder the
loss. The latter did little to enamor the Medicare program
to the nursing home industry.47
A second issue is the granting of public utility

status to the nursing home industry as a means of regulating
it. Leahmae McCoy, who formalized the issue in 1971,
defines public utilities on the basis of decisions. She
states,

It appears, therefore that public utility regulation

comprises (l) permission from a designated authority

to enter the business; (2) regulation of service,

including the inability of the enterprise to alter

or discontinue such service or to deny it to par-

ticular tustomers without showing good cause; and

{3) determination of rate structures based on long

run average cost, which necessarily includes an

adequate return on investment. . . . Using this
definition of public utility regulation, the nursing

46“Medicare, Medicaid Problems Aired at ANHA Hearings,"
Nursing Homes, 18 (June, 1969), p. 9.

47"Medicare Woes: Elderly Patients Find Nursing
Benefits Hard to Get," Wall Street Journal (April 18, 1970),
p. 26,
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home has characteristics which appear to make such
regulation essential.48

Economic Literature

In this part, economic analyses concerning the
nursing home industry are reviewed., Then, the industrial
organization literature on the evaluation of market struc-

ture is presented.

Economic Analysecs

There have been very few economic analyses of the
nursing home industry. The only recent economic study of
the nursing home industry appeared in 1968, This was an

inaustrial organization study of The Nursing Home Industry

in the State of Washington by Frank J. Kottke and John F.
49

Trainor.

Kottke and Trainor relied primarily upon interviews
with nursing home operators and administrators as their
data source. This was combined with licensing standards
and records of the state government of Washington. Their
statistical data for the analysis of the structure of the
nursing home industry came from Washiﬁgton's annual

Directory of Licensed Homes. These data were reported

48Leahmae McCoy, "The Nursing Home as a Public
Utility," Journal of Economic Issues, V. No. 1 (March,
1971), p. 69.

4gFrank J. Kottke and John F. Trainor, The Nursing
Home Industry in the State of Washington (Pullman, Washing-
ton: Frank J. Kottke, 1968).




for the year 1951 to 1967, with the latter date being
circa July 1, 1967. It is therefore doubtful whether the
full extent of the changes brought about by Medicare and
Medicaid are reflected in this data, since Medicare's
extended care benefits had only been in effect for six
months and the state's Medical Assistance program had
been operative for one year.

Washington has four classifications for those
nursing homes which accept public assistance patients.

Thus the minimum staffing requirements for skilled
nurses in homes of 50 beds or less are as follows:

Group I: One registered nurse on day shift, eovening
shift and relief duty, and a licensed practical nurse
on night shift.

Group II: One registered nursec 40 hours a week, and
a licensed practical nurse on all other shifts,

Group IIT homes with over 25 beds: One licensed
practical nurse on day shift, seven days a week.

Group III homes with less than 25 beds and Group IV 50
homes: One licensed practical nurse 40 hours a week.

Homes are allowed to accept patients certified for
a home with less stringent staffing requirements, but are
paid the correspondingly lower rate. Payment is the same
for each level of care, irrespective of the geographical
location of the home.

The authors were able to identify

five types of markets for general nursing home care:
(a) convalescent and restorative care for private

>O1pid., pp. 8-9.
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patients, including those eligible for extended care
under the Medicare program, (b) heavy care of private
patients who are chronically ill, most of them of
advanced age, (c) light care of patients in similar
circumstances, (d) heavy care and (e) light care of
public assistance patients, almost all of advanced
age and chronically ill.51

With respect to the scope or extent of the market they state,

The distance between nursing homes may be as much as 30
miles in thinly populated areas, but normally it is
much less. The breadth of each market a nursing home
confronts depends on the density of homes offering the
particular type of care, and of course ultimately
depends on the density of population. With rare
cxceptions, each nursing home operator senses that

a small portion of his clientele consider homes at
some distance to be feasible alternatives toc his own
home. Yet by far the greatest part of the competition
of which he is aware comes from a relatively few
nearby homes, and his competitive policies are framed
in light of the rivalry of thesc few homes.>2

In discussing the structure of the Washington State
nursing home industry, they conclude, "Without exception,
the number of competitors for private patients in each
nursing home market of the State is sufficiently small that
each firm, aside from the very smallest, does not signifi-
cantly improve its offer without considering the effect of
rivale' countermoves which are 1likely to follow."53
Implicitly, the authors define the market by stating:

The fewness of substantial rivals is most easily

perceived outside the larger cities., Private patients
and the relatives and friends who select nursing homes
for private patients rarely consider any locations at

distances exceeding 10 miles if homes they deem
comparable are within that range. . . .°4

51 52

Ibid., pp. 12-13. ibid., p. 14.

54

®31bid., p. S4. Ibid., p. 57.
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Even in metropolitan arcas, where homes are fairly numerous,
all homes do not compete with each other. This results in
oligopoly in the Seattle metropolitan areas despite its 40
homes. Such is not necessarily the case in the much more
populous metropolitan areca of Detroit, where monopeolistic
conpetition might exist.
As with Michigan, the Washington State Department

of Public Assistance is the major consumer of nursing home
services, accounting for the purchase of over 60 percent of
all nursing home services.

With each bkiennium there has been a significant increase

in the amount of State funds reguired by the Department

of Public Assistance. In consequence the Department

has been under continuous pressure from the Legislature

to hold down its expenditures, and to justify among

other things the size of its payments for nursing home

care of patients on public assistance.

In actions similar to those of the Michigan Nursing

Home Association, the Washington State Health Facilities
Association attempted to present a unified front during
collective bargaining with the State over changes in the
rate structure for the 1967-69 biennium. Not only did the
Association threaten to cancel contracts with the state, but
it also had legislation introduced which was advantageous
to it.

In any set of negotiations between the state and

the nursing home industry two points are crucial: What

5SIbid., p. 78.
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is an acceptable level of patient care? and How much will
the state reimburse the nursing home industry for providing
that care? Both have a direct impact upon the economic
health of the industry. The former is determined by the
licensing standards adopted by the state, wherecas the latter
is set by the welfare department. 1In the State of Washing-
ton, the Department of Public Assistance reimbursed homes
according to the following rates, cffective July, 1967:
Class I--%$8.78, Class 11--$6.92, Class III--$5.52, and

Class IV--$4.62.°°

These rates are qguite low, when the

increcase from $11.50 to nearly $17.00 enacted by Congress

for the few patients of the Veterans Administration is

considered. They were also low when the rates for public

assistance recipients were compared with private paying

patients. In July 1968, when the Washington State Depart-

ment of Public Assistance was paying $224 for the care of

a public assistance recipient in a Class I home, "The minimum

rates for private patients requiring comparable care varied

from $235 to $480 in metropplitan arcas and from $234 to

$325 in non-metropolitan areas."s7
In considering economics of scale Kottke and Trainor

examined the size distribution of firms which had withdrawn

from the industry from 1952 to 1967. "Of 167 withdrawvals

since the beginning of licensing, all but eight have had a

>61hid., pp. 82-83. >T1pid., p. B7.
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capacity of less than 50 beds, and all but 11 have had a

capacity of less than 30 beds., "8

They also found that
hores with more than 60 beds had a competitive advantage
over those with fewer heds. One piece of evidence to
support this was that of 19 structures originally licensed
for under 60 beds, 10 homes had expanded, resulting in
homes with over 60 beds in each case, and there wecre
obvious recasons why scven of the remaining nine had not
expanded. There appeared to be slight economics of scale
until capacity reached 90 beds after which increased size
did not lead to reduced cost per patient day. Because of
the small number of homes with more than 90 beds, it was
unclear whether diseconomics of scale appeared as capacity
rose.

With respect to ease of entry, Kottke and Trainor
found that, except in larger cities, the opportunity to
buy an existing structure only arose occasionally. 1In
larger cities, however, the greater extent of competition
restricted entry. This means that a larger capital invest-
ment is needed, not only for the erection of the building,
but also to maintain it until it breaks even. In addition
entry was restricted for several years after 1958, due to
adoption of higher standards for new structures, with

grandfather clauses for existing ones,

581pia., p. 31.
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A second economic analysis of nursing homes appeared
in 1970. Conducted by Louis Henry, it examined the impact
of Medicare and Medicaid on the supply and demand conditions
of nursing homcs.59 JIsing the number of beds per state in
1967 for his supply analysis, Henry found that poor quality
conditions were so important that the data do not reveal
the true level of service. Overall he found that the two
programs have been beneficial to the industry, but patient
care had only slightly improved. At the same time, long-~

term care needs have largely been ignored.

Lvolution of Market Structure

There are several theories concerning the evolution
of market structure. One theory is that in its initial
stage of development, the industry is composed of many
relatively small firms. As the industry matures, con-
centration increases to a very high or moderately high
peak before declining to a relatively stable lower level,

A variation of this theory is that concentration is not
lessened as the industry matures, but remains at a relatively
stable high level. An example of an industry whose con-
centration pattern is described by the first theory is the
steel industry, whereas the automobile industry's con-

centration pattern is described by its variant. In the

59Louis H. Henry, "The Impact of Medicare and Medicaid
on the Supply and Demand Conditions of Nursing Homes"
(Unpublished Ph.D. Dissertation, University of Notre Dame,
1970) .



former case U.S. Steel gained dominance in the early 1960's,
but has had its market position gradually reduced by the
growth of the rest of the industry. This decrcase in con-
centration has not occurred in the automobile industry,
where concentration has remained virtually unchanged since
the exit of Studebaker from the industry.

A second theory is that a monopolistic or dominant
firm emerges in the early stages of an industry's develop-
ment and controls almost all of output through the industry's
maturity stage. A variation of this is that the monopoly
gives way to a highly or moderately concentrated oligopoly.
Public utilities are described by the theory, while the
aluminum industry is an example of an industry whose concen-
tration pattern fits the variatfon.

In many industries the level of concentration
attained in the initial stages of development has bheen
moderate and concentration has either increased or decreased
as the industry matures. Other industries have never bheen
even moderately concentrated.so

Weston has suggested that industries go through a
four stage life cycle. In the introduction stage, growth
is slow because product acceptance has not been achieved.
Consumer acceptance of the product and rapid expansion to

meet demand are characteristic of the growth stage. The

60Joe S. Bain, Industrial Organization, 2nd ed.
(New York, N.Y.: John Wiley & Sons, Inc., 1968), pp. 159-
161.
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growth rate during the maturity stage depends on the usages
for the industry's products. Finally, the decline stage
is marked with a rise in availability of substitute products
anc¢ industry output finally declines absolutely.61
Both Nelson and Shepherd have found that concen-
tration is likely to decline in rapidly growing industries
anc¢ increasc in shrinking or slowly growing ones. Shepherd
has also found that there is a weak but significant negative
relationship between initial concentration and subsequent
growth.62 The former finding explains concentration level
throughout Weston's industry life cycle. Concentration
would decline during the growth stage and increase during
the decline stage., If concentration were initially high,
the growth stage would generally be limited and if con-

centration were low during the introduction stage, the

growth stage would generally be grecater.

61Economic Concentration, Part I, Overall and
Conglomerate Aspects, Hearings before the Subcommittee on
Antitrust and Monopoly of the Committee on the Judiciary,
United States Senate, 88th Congress, 2nd Session (Washington,
D.C.: U.S. Government Printing Office, 1965), Statement of
J. Fred Weston, pp. 138-139.

Gzlbid., Statement of Ralph L. Nelson, pp. 263-272
and William Shepherd, "Trends of Concentration in American
Manufacturing Industries, 1947-1958," Review of Economics
and Statistics, XLIV, 2 (May, 1964), pp. 200-212.




CHAPTER 111

MEDICARE AND MEDICAL ASSISTANCI

LONG-TERM CARE PROGRAMS

In 1965, the last year before Medicare and Medical
Assistance, expenditures for nursing home carc amounted to
$1,324 million, or 3.3 pecrcent of national health expendi-
tures. Of this 61.5 percent were derived from private
sources and 38.5 percent from public funds.l By 1968 most
states had implemented a Medical Assistance program and
the long-term care portion of Medicare was in its sccond
ycar of operation. 1In that year 4.0 percent, $2,282
million, of national health expenditures went for nursing
home care. Only 28.9 percent of this camec from private
funds, while 70.1 percent came from public sources. From
1965 to 1968 the public sector more than tripled its
expenditures for nursing home care from $510 million to
$1,622 million. During the same period private expendi-
tures declined by over one fifth, from $914 million to

$660 million. 2

lRuth S. Hanft, "National Health Expenditures,
1950-65," Social Security Bulletin, XXX, No. 2 (February,
1967), 5-9.

2Dorothy P. Rice and Barbara 5. Cooper, "National
Health Expenditures, 1929-68," Social Security Bulletin,
XXXIII, No. 1 (January, 1970), 6.

47
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This change from private to public sources of
expenditures for nursing home care from 1965 to 1968 was
due to the introduction of the Medicare and Medical
Assistance (Medicaid) long~term care programs. In dis-
cussing these programs in this chapter, each of them will
be examined with respect to the following: eligibility
and benefits, reimbursement, certification, and extent of

the program,

Medicare Long-Term Program

The Social Security Amendments of 1965, adding two
new titles to the Social Security Act, were signed into
law on July 30, 1965. Title XVII1 (Medicare) provides for
hospital and supplementary medical insurance for persons
65 and over. Part A (Hospital Insurance) contains a pro-
vision for extended care benefits. The extended care con-
cept was developed to provide bencfits for thosc aged
persons in need of convalescent or rehabilitative services
and to reduce the cost of providing such services. The
Senate Finance Committee Report of 1965 states,

Care in an extended care facility will frequently
represent the next appropriate step after the
intensive care furnished in a hospital and will
make unnecessary what might otherwise possibly be
the continued occupancy of a high-cost hospital

bed which is ?ore appropriately used by acutely
i1ll patients.

3U.S. Congress, Senate Committec on Finance, Social

Security Amendments of 1965 (Washington, D.C.: Government
Printing Office, 1965), p. 30.
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Alternately stated by the Social Security Administration,

The term "extended" refers not to the provision
of care over an extcnded period, but to provision
of active treatment as an extension of inpatient
hospital care. The overall guide is to provide
an alternative to hospital care for patients who
still require general medical management and
skilled nursing care on a continuing basis, but
who do not require the constant availability of
physician services ordinarily found only in the
hospital setting.4

Thus, Medicare provides benefits for short-term stays in
extended care facilities for the purpose of convalescence
or rehabilitation so that more costly hospital beds can
be used for acutely ill persons.

what are Extended Care
Facilities?

A detailed definition of an extended care facility
can be found in Title XVIII, Section 1861 (j) of the
Social Security Act. For present purposes it can be
defined as

an institution, such as a skilled nursing home
or rehabilitation center, which has a transfer
agreement in effect with one or more participat-
ing hospitals and which is primarily engaged in
providing skilled nursing care and related
services for patients who require medical or
nursing care or in providing services for the
rehabilitation of injured, disabled, or sick
persons., >

4U.S. Department of Health, Education, and Welfare,
Social Security Administration, Bureau of Health Insur-

ance, Intermediary Lettexr No. 370 (Washington, D.C.:
Government Printing Office, April, 1969), p. 2.

5David Allen, "Health Insurance for the Aged:
Participating Extended-Care Facilities," Social Security
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Extended Care Eligibility
and Benefits

The hospital insurance portion of Medicare, and
therefore extended care benefits, is available for all
persons 65 and over who are entitled to monthly retirement
benefits under the Social Security or Railroad Retirement
Acts. 1In addition, persons not entitled to retirement
benefits were allowed to enroll under a transitional eli-
gibility provision after the adoption of the program. The
largest group prevented from enrolling were those covered
under the Federal Employees Health Benefits Act of 1959,
who did not meet Social Security or Railroad Retirement
requirements for benefits under employment separate from
their federal employment.6

Extended care benefits provide payment for up

to 100 days per benefit period7 in a certified extended

Bulletin, XXX, No. 6 (June, 1967), 3. Title XVIII, Section
1861 (j) of the Social Security Act is presented in
Appendix A. The Social Security Amendments of 1972 changed
the name of "extended care facilities" and "skilled nursing
hones" to "skilled nursing facilities" and provided for

the same level of care requirements in those facilities
under both Medicaid and Medicare. U.S. Congress, Public
Law 92-603, 92nd Congress, H.R. 1, October 30, 1972, Sec-
tions 247 and 278.

6Margaret Greenfield, Medicare and Medicaid: The
1965 and 1967 Social Security Amendments (Berkeley, Cali-
fornia: University of Callfornia, 1968), pp. 2-3.

7A benefit period or "spell of illness"
is a period of consecutive days that begins with
the first day (not included in a previous spell
of illness) on which a patient is furnished
inpatient hospital or extended care services by
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care facility. The beneficiary need not pay any deduct-
ible for these benefits as this is met under a pre-
hospitalization condition of eligibility. All covered
services are reimbursable for the first 20 days. After
that, all covered services are reimbursable for an addi-
tional 80 days, except for a co-insurance payment of $8.50
per day. This co=-insurance is paid by the Medicare
enrollee himself.8

To be eligible for payment for a stay in an
extended care facility, a Medicare enrollce must meet the

following conditions:

a qualified provider in a month for which the
patient is entitled to hospital insurance
benefits, . . .
The spell of illness ends with the close of
a period of 60 consecutive days during which the
patient was neither an inpatient of a hospital
nor an inpatient of an extended care facility . . .
An individual may be discharged from and
recadmitted to a hospital or extended care facil-
ity several times during a spell of illness and
still be in the same spell if 60 days have not
elapsed between discharge and readmission.
Commerce Clearing House, Inc., A Complete Guide to Medi-

care as of January 1968 (Chicago: Commerce Clearing
flouse, 1968), PPpP. 105-110.

8Originally the Medicare enrollee was required to
pay only $5.00 per day for days 21-100. This was increased
to $5.50 per day as of January 1, 1969; 56.50 per day as
of January 1, 1970; $7.50 per day as of January 1, 1971;
and $8.50 per day as of January 1, 1972. After 1970 this
coinsurance is to be adjusted to reflect changes in the
inpatient hospital deductible and coinsurance., Specifi-
cally, it will equal 25 percent of the inpatient hospital
initial deductible. See Robert J. Myers, Medicare (Home-
wood, Ill,: Richard D. Irwin, Inc., 1970), pp. 113-114.
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- A minimum of 3 consecutive days of hospital
care is required.

- Admittance, on a doctor's order, to the
extended-care facility is made within 14
days from the date of hospital discharge.

- Admittance to the extended-care facility is
for further trcatment of the condition for
which patient was hospitalized.,

Covered services in an extended care facility
include:

(1) nursing care, provided by or under the super-
vision of a registered professional nurse, (2)

bed and board in connection with the furnishing

of nursing care, (3) physical, occupational, or
speech therapy furnished by the facility or by
others under arrangements with the facility,

(4) medical social services, (5) drugs, biologi-
cals, supplies, applicances, and equipment, for
use in the facility, ordinarily furnished by the
facility for the care and treatment of inpatients,
(6)medical services of interns and residents-in-
training under an approved teaching program of a
hospital with which the facility has in effect a
transfer agreement, and other diagnostic or thera-
peutic services provided by a hospital with which
the facility has in effect a transfer agreement,
and (7) such other health services as are gener-
ally provided by extended-care facilities, 0

9Allen, "Participating Extended-Care Facilities,"
». 3. The Social Security Amendments of 1972 broadened
admittance "within 28 days after such [hospital] dis-
charge, in the case of an individual who was unable to
be admitted to a skilled nursing facility within 14 days
because of a shortage of appropriate bed space in the
geographic area in which he resides, or within such time
as it would be medically appropriate to begin an active
course of treatment, in the case of an individual whose
condition is such that skilled nursing facility care
would not be medically appropriate within 14 days after

discharge from a hospital." U.S. Congress, Public Law
92-603, 92nd Congress, H.R.l, Sec. 248.
10

Commerce Clearing House, Inc., A Complete
Guide to Medicare, p. 33.
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Extended Care Reimbursement
Ratiocnale

Reimbursement to cxtended care facilities must be
made on the basis of "reasonablc cost.” The determination
of reasonable costs under Medicare is made for each indi-
vidual home. First, allowable costs are determined.
Second, the share of allowable costs, as it relates to
the services furnished beneficiaries of the program com-
pared to all persons receciving care in the facility, is
determined. This second step is crucial since the determi-
nation of the share of costs allowable to Medicare must

(A) take into account both direct and indirect
costs of providers of services in order that,
under the methods of determining costs, the
costs with respect to individuals covered by the
insurance programs established by this title
will not be borne by individuals not so covered,
and the costs with respect to individuals not

so covered will not be borne by such insurance
programs, and (B) provide for the making of
suitable retroactive corrective adjustments
where, for a provider of services for any fiscal
period, the aggregate reimbursement produced by
the methods of determining costs_proves to be
either inadequate or excessive.

Following certification as an extended care facility, an
interim rate is established. This interim rate is subject

to audit and retroactive adjustment of costs.12

llU.S. Congress, louse of Representatives, Comgil-

ation of the Social Security Laws, Vol. 1, section
{v} {1} (washington, D.C.: Government Printing Office,
1968), p. 320.

12A discussion of the reasonable cost reimburse-
ment method under Medicare can be found in Commerce Clear-
ing House, Inc., A Complete Guide to Medicare, section
554, pp. 132-143,
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Certification cof Fxtended
Carc Facilities

When Mcdicare was enacted, there werce no nationally
uniform standards for extended care facilities. To pro-
vide the Social Security Administration time to develop
facility standards that would insure a high quality of
care, long-term care benefits did not become operational
until January 1, 1967, In an attempt to provide an ade-
guate number of extended care beds by that date, the
Social Security Administration certified a large number
of facilities that did not fully comply with the condi-
tions of participation. What was required was "substantial
compliance"” and progress toward full compliance. 1In
Michigan, therc were 125 certified extended care facili-
ties with 11,035 beds by July 1, 1967. This represented
15.1 beds per 1,000 hospital insurance enrollees, about
the national average.13 By July 1, 1968, Michigan had
139 certified extended care facilities with 12,641 beds,
or 17.0 per 1,000 enrollees, slightly higher than the

national average.

13U.S. Congress, House of Representatives, lst

Annual Report on Medicare, 90th Congress, 2nd session,
House Document No. 331 (Washington, D.C.: Government
Printing Office, June 24, 1968), p. 70.

14U.S. Congress, House of Representatives, 2nd
Annual Report on Medicare--Operation of Medicare Program,
91st Congress, 1lst Session, House Document No. 91-57
(Washington, D.C.: Government Printing Office, January
20, 1969), p. 102.
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Scope of the Extended
Care Program

As a result of the certification of large numbers
of extended care facilities, utilization of benefits far
exceeded actuarial estimates in 1967. Whereas the program,
as proposed by the Administration to Congress in 1965,
assumed that hospital insurance enrollees would spend 0.16
days per beneficiary in extended care facilities during
1967, they actually did spend 0.80 days per beneficiary
in that year.ls That is, utilization was five times
greater than estimated. This resulted in actual costs
being correspondingly five times greater than estimated
costs, about $250 million during 1967. Cost and utiliza-
tion estimates were originally based on a narrow defini-
tion of extended care benefits but this was not the defi-
nition employed during the early months of program

16

opecrations. It is interesting to note that the upper

15'I‘here were 19,358,000 hospital insurance
enrollees as of July 1, 1967. Of these 354,000 had
covered stays in extended-care facilities with an average
duration of 44 days. See U.S. Department of Health, Edu-
cation, and Welfare, Social Security Administration,
Office of Research and Statistics, "Health Insurance for
the Aged Under Social Security: Number of Persons Insured,
July 1, 1967," HI-1l1l and "Utilization of Extended-Care
Facilities, 1967," HI-25, Health Insurance Statistics
(Washington, D.C.: Government Printing Office, 1969 and
1971); and Myers, Medicare, p. 234.

16U.S. Congress, Senate Finance Committee, Medicare
and Medicaid: Problems, Issues, and Alternatives, st
Congress, 1st session, Committee Print (Washington, D.C.:
Government Printing Office, 1970), pp. 91-96.
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bound of the actuarial estimate, $50 million, was the
amount reimbursed facilities in full compliance. The
remaining $200 million was paid to homes only in sub-
stantial compliance.

Puring the first six months of 1967 admissions to
extended care facilities totaled 198,600 nationally, an
annual rate of 21.2 per 1,000 persons covered. In fiscal
1968 admissions rose to 448,000, resulting in a slight
increase in the annual rate to 23.0 per 1,000 enrollees.
The cost of providing these covered services was $330
million in fiscal 1968. Average reimbursement was $321
per recorded extended care claim and the average number
of covered days per admission was approximately 45 days.17

In an attempt to reduce utilization under the
extended care program, and thus costs, the Social Security
Administration applied a stricter definition of eligibility
for extended care benefits and employed utilization review
to limit the length of stay per case. More direct means
used included cost auditing of homes and a more restric-
tive interpretation of allowable costs and share of allow-
able costs borne by Medicare beneficiaries.

These limitations have posed major problems for
extended care facilities and have resulted in many facili-

ties refusing to admit Medicare patients. One problem

17U.S. Congress, House of Representatives, 2nd
Annual Report on Medicare, pp. 26-27.
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has been the retroactive denial of payment for patients
admitted under the program. Under the current method of
operation, authorization for reimbursement is given only
after the patient has been admitted to an extended care
facility. If the patient is later found to be ineligible
for extended care benefits, then the patient, his family,
or the home is faced with a substantial bill. 1In an
attempt to correct this, the Social Security Amendments
of 1972 contain a provision for prior authorization of
extended care benefits for a minimum number of days, the
number depending upon the beneficiary's medical condi-

18 This should remove one of the stumbling blocks

tion.
to homes participating in the program,

Another problem, and one that is not likely to
be solved in the near future, has been the Medicare cost
audit. After the establishment of their interim rates,
many homes set aside a portion of their Medicare payments
in a separate account pending final audit. In a large
percentage of cases this was not sufficient to cover
repayment to the Social Security Administration following
the Medicare audit, as the audit usually resulted in dis-
allowed costs and therefore lowered rates. This was due

to the restrictive definition of allowable costs adopted

by the program combined with the tendency of the homes to

18U.S. Congress, Public Law 92-603, 92nd Congress,
H.R.1l, October 30, 1972, Sec. 228.
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beiieve that a larger portion of costs would be allowed,
as in the traditional casec of hospital auditing. These
retroactive denials of allowable costs posed hardships
for homes, since the homes were never certain what their
receipts would be until they were audited, often at a
much later point in time. Both of these problems, along
with an attempt to move homes from substantial to full
compliance of the regqulations, caused downward pressure

on the number of participating extended care facilities.

During fiscal 1967, a large number of homes were
certified nationally as extended care facilities.

By January 1, 1967, when the extended-care bene-
fit provisions went into effect, approximately
2,800 facilities were in substantial compliance
with the conditions of participation. . . . By
July 1, 1967, as a result of the assistance pro-
vided by the State agencies, an additiocnal 1,400
facilities had been approved for participation.
This brought the total number of ECF's to 4,160.lg

At the end of fiscal 1968 there were 4,702 certified
extended care facilities with 329,621 beds, an incrcase

of 542 facilities and 36,314 beds.2’

Faced with the
problems discussed above, the number of ECF's declined to
4,656 by July, 1970, despite an increase in the number of
beds of 33,630. It should be pointed ocut, however, that

not all of these facilities continued to accept Medicare

19U.S. Congress, House of Representatives, lst

Annual Report on Medicare, p. 35.
20U. S. Congress, House of Representatives, 2nd
Annual Report on Medicare, p. 94.
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patients. 1In Michigan, for example, there were few pro-
priectary or corporate homes still accepting Medicare
patients in 1970, even though the official number of
participating facilities was 156, representing 15,199

beds.21

Medical Assistance Long-Term
Care Program

Title XIX of the Social Security Act makes provi-
sion for states to enact state medical assistance programs
(Mcdicaid). Section 109 (c) of P.A. 1966, No. 321,
Michigan's Medical Assistance Act, makes provision for
reimbursement of long~term care:

For a person 18 years of age or older, nursing
home service in a state licensed nursing home and
care in a medical care facility, certified by the
State Department of Public Health may be provided
to the extent found necessary by the attending
physician, den%ist, or certified Christian Science
practitioner.2
As of December, 1970 the State of Michigan through its
Medical Assistance program was reimbursing nursing home

care services for 24,093 Department of Social Services

clients in some 459 certified nursing care facilities.

21U.S. Department of Health, Education, and Wel-

fare, Social Security Administration, Office of Research
and Statistics, "Health Insurance for the Aged: Partici-
pating Health Facilities, July 1970," HI-23, Health Insur-

ance Statistics (Washington, D.C.: Government Printing
Office, 1371), p. 18,
22

State of Michigan, Public Acts of 1966, No.
321, 73rd Legislature, H. 4003, July 1%, 1966, Sec. 109
(c).
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These included skilled and basic facilities of three dif-
ferent types: nursing homes, county medical care facili-
tiecs, and hospital long-term care units. This represented
66.8 percent of the capacity of these facilities, 36.088
beds.23 In terms of financial support, the state spent
$117,420,000 in fiséalrl97l, $136,450,000 in fiscal 1972,
and had appropriated $154,260,000 in fiscal 1973 for the
provision of nursing homec care services under Medical

Assistance.24

Long-Term Care Eligibility
and Benefits

Two groups of people may be distinguished for
purposes of eligibility under the Michigan Medicaid pro-
gram. The first group is those in financial need, as
defined by the state's categorical assistance standards.
That is, that group of persons entitled to receive a cash
grant from the state. A second group of persons consists
of the medically indigent. The major distinguishing char-
acteristic between the two groups is that the latter has
income and/or property valued above the assistance level,

but otherwise meets categorical assistance standards.

23State of Michigan, Department of Public Health,
Bureau of Health Facilities, Division of Licensing and
Standards (unpublished data).

245téte of Michigan, Department of Social Services
(unpublished data).
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Financial eligibility for the medically indigent
is determined on the basis of a flexible test of income
in relation to medical expenses. The Medicaid program
recognizes that a family or individual may have enough
income for normal living expenses, but may also have medi-
cal expenses beyond its apility to pay for them. A certain
amount of property and income are protected to meet main-
tenance living needs. As of June, 1969, a four-person
family with a net income not exceeding $3,450 and property
valued at less than $2,400 (excluding a homestead) would
have been eligible to receive Medicaid benefits, provided
it met categorical assistance standards. Income for eli-
gibility purposes is defined as cash received by, or pay-
ments made to, or on behalf of, a family member on a con-
tinuing basis. If the assistance family has any income or
property in excess of the protected amount, the excess
must be utilized to pay for medical expenses before any
medical assistance is provided.25
Once the eligibility criteria are met
payments for skilled nursing home and medical
care facility services are made on behalf of
eligible Group 1 (categorically needs) and
Group 2 {(medically needy) clients age 18 or

older in certified facilities on the basis of
the intensity or level of nursing care and

25State of Michigan, Department of Social Ser-
vices, Annual Report. Fiscal 1969 (Lansing: Department
of Social Services, 19%63).
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services which the patient requires and receives
and the cagabilities of the facility to provide
that care.26

As this policy statement was adopted before the implemen-

tation of an intermediate care (also referred to as basic

care} program in Michigan, all nursing care services

under the Medical Assistance program were considered to

be skilled care, regardless of the level of care provided.
The situation was changed under the Social Security

Amendments of 1967, which permitted states with approved

public assistance programs to include intermediary care

benefits under those programs. Section 1121(b) states

. + « benefits in the form of institutional
services in intermediate care facilities will
be provided only to indiwviduals who:

(1) are entitled (or would, if not receiving
institutional services in intermediate
care facilities, be entitled) to receive
aid or assistance, under the State plan,
in the form of money payments;

{2) because of their physical or mental condi-
tion (or both), require living accommoda-
tions and care which, as a practical matter,
can be made available to them only through
institutional facilities, and

(3) do not have such illness, disease, injury
or other condition as to require the
degree of care and treatment which a
hospital or skilled nyrsing home . . . is
designed to provide.2

26State of Michigan, Department of Social Ser-
vices, Manual of Policies and Procedures for the Adminis-
tration of Medical Assistance (MA) (Lansing: Department
of Social Services, July, 1969), Item 224.

27U.S. Congress, House of Representatives, Compila-
tion of the Social Security Laws, Vol. I, Sec. 1121 ibg,
p. 246.




63

This program was designed to provide states with a less
expensive alternative to skilled nursing home care. 1In
Michigan an intermediary care program went into effect

July 1, 1969, as part of the Medical Assistance program.28

. The daily rate reimbursed nursing care facilities
is a comprehensive rate which includes payment for all
services normally required by patients in such facilities.
The only exceptions are the charges for physician's
scrvices, prescribed drugs for Group 2 patients, and
certain physician-prescribed services (e.g., physical
therapy}). Services defined as being required by long-
term care patients include such items as room and board,
gencral nursing services, records, non-prescription drugs,
and recreational activities. These are to be provided
the patient under the basic daily reimbursement rate and
the nursing care facility may make no extra charges to
the patient, his relatives, or the public for any services
or supplies included in this rate. Deductions may be

29

made from an institutional code by nursing homes for

28while the intermediary care program was origi-
nally part of the Medical Assistance program, its funding
source was the categorical assistance programs. Section 4
of Public Law 92-223 provides for the funding of care in
intermediate care facilities under Medicaid (Title XIX).
U.S5. Congress, Public Law 92-223, 92nd Congress, H.R.
10604, December 28, 1971, Sec. 4.

9County medical care facilities and hospital long-
term care units are not permitted to make deductions from
the institutionsl code. Since these facilities are reim-
bursed on a cost basis, their rate is assumed to be com~-
prehensive for all care.
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non-covercd medical expenses unavailable through Medicare
or other insurance, only if these services are provided

by registered or licensed personnel (nurses, therapists,
etc.) upon the written order of the patient's physician.30
The institutional code is defined as that monthly income
which the patient has available to meet his medical needs
less $20 for personal expenses. When determining the
monthly payment to a nursing home for a patient, this
code, less charges against it for non-covercd medical
expenses, 1is subtracted from the payment that would other-
wisc have been made by the state.

Long-Term Care Reimburse-
ment Rationale

The majority of long-term care reimbursed under
the Medical Assistance program is provided in nursing
homes, county medical care facilities, and hospital long-
term care units. Thesc facilities are reimbursed in two
distinct ways, depending on the type of facility.

Nursing home reimbursement, as of December 31,
1972, was made on the basis of a flat-rate rationale.
Before the adoption of the Medical Assistance program in
Michigan in 1966, nursing home reimbursement rates were

negotiated by individual counties. Thereafter,

3OState of Michigan, Department of Social Services.
MA Manual, Item 224, Section G and State of Michigan,
Department of Social Services, "Letter No. 102," September
21, 1967 which clarifies the MA Manual.
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reimbursement was made at different rates for four levels
of care. Basic care (lowest level} was reimbursed at
$10.00 per day; standard care, at $12.00 per day; intensive
carc, at $14.00 per day; and finally, comprehensive care
(highest level) at $16.00 per day. It soon became apparent
that the persons responsibie for placing patients were
often not capable of distinguishing between the levels
of care. As a result the number of levels was reduced to
two. Standard care was renamed basic care and intensive
carc became skilled care.31 Reimbursement continued at
$12,00 and $14.00 per day, respectively. Since then rates
have been increased periodically. The latest increase,
effective April 1, 1972, was to $14.00 and $18.00 per day
for basic and skilled care. In addition, the reimbursec-
ment rate for basic care provided in a distinct part of
a skilled care facility was set at $15.00 per day.

The rationale for paying an extra $1.00 for
basic care in a distinct part of a skilled facility is
that it will encourage skilled facilities to establish
distinct parts, if the difference between the normal basic
and skilled rates accurately reflects the cost difference
in providing the two types of service. This is desirable
from the state's viewpoint for two reasons. First, the

movement of patients, due to changes in care requirements,

lNursing staff requirements adopted for skilled
care were equal to those for the comprehensive level of
care,



66

would be reduced. This is preferable, since the movement
of aged and infirm patients to a new environment is often
a traumatic experience for them. Second, an increcase in
the portion of patient days provided in basic homes or
parts to total patient days of nursing care reimbursed

by the state would reduce the state's cost of providing
nursing care services.

In calendar 1970, only about one-fourth of all
nursing home patient days reimbursed under Michigan's
Medical Assistance program were provided in basic homes
or parts. Nationally, however, nearly two-thirds of all
state-reimbursed nursing home patient days were provided
in the less costly basic care facilities. One explana-
tion for this is that in Michigan rate differences for the
two types of care do not accurately reflect cost differ-
ences. That is, rate differences exceed cost differences,
giving facilities an incentive to be certified to provide
skilled nursing care services. Since the rate differen-
tial has increased from $2.00 in early 1969 to $4.00 in
1972, either this explanation is not correct or the rate
differential is based on other than cost differences.

In February, 1969 there were 168 nursing homes
and county medical care facilities (including distinct
parts) with 15,662 beds certified as skilled and 263
such facilities with 10,887 beds certified as basic,

By March, 1970 comparable figures were 266 facilities
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with 25,652 certified skilled beds and 198 facilities
with 6,906 certified basic beds. The number of certified
skilled homes {(including distinct parts) increased by 98
with a corresponding increase of 9,990 certified skilled
beds. During the same period, the number of certified
basic care homes decreased by 65 and the number of certi-
fied basic beds declined by 3,981. 1In 1969, the differ-
cntial between the basic and skilled ratces increased from
$2.00 to $2.23. While this does not prove that this was
the cause of the certification shifts, it does indicate
that it was to the advantage of a substantial portion of
the industry to become certified to provide skilled rather
than basic care.

In 1971, the Governor's Nursing Home Study
examined the $2.23 rate differential to determine whether
it was justified on the basis of cost differences. The
Study found that there were three major cost differences,
all relating to staffing requirements. First, skilled
bomes, but not basic homes, require the services of a
consulting dietician for 16 hours per month at a cost of
approximately $2,000 per year. Second, skilled homes
must employ a director of nursing, who in homes with 30
or more certified beds cannot be counted toward meeting
the staff-patient requirements. Third, for skilled homes
at least one registered nurse or licensed practical nurse

shall be on duty on a shift for each seven nurses aides
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or other unlicensed nursing personnel. Taking account of
these cost differences, the Study calculated the size
needed at various rate differentials and occupancy rates
to offset the additional cost of providing skilled over
basic care. Assuming a 90 percent occupancy ratec and the
cost of a licensed superviscor being $1.40 per hour more
than that of a nurses aide, then $2.23 was an accurate
rate differential (i.c., recflected cost differences) for
a home with 21 beds. Forty-five beds were needed if the
rate differential was $1.00 and 60 beds were needed if it
was $0.75 per patient day. The Study concluded that the
size of the rate differential could not be justified on
the basis of cost differences.32
It would appear unlikely that cost differences
would have increased since June 1971 to such an extent
that the current $3.00 or $4.00 differential between the
basic and skilled rates is warranted. The conclusion
which must be reached is that the rate differential is
based on other than cost differences. Assuming that
nursing homes only take into account cost differences,
it is doubtful that the state will be successful in
encouraging a shift in certification from skilled to

basic beds under the existing rate structure.

32Management Sciences Group, "“Governor's Nursing
Home Study: First Working Progress Report," Executive
Office of the Governor, State of Michigan (Lansing:
June 8, 1971), Ch. I1II. {(Mimeographed.)
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County medical care facilities and hospital long-
term care units are reimbursed on a cost plus a percentage
of cost basis. All reasonable costs are reimbursed to a
predetermined level as are a percentage of costs above
that level. For both types of facilities this level has
been set at $18.00 plus 40 percent of additional costs per
patient day for basic care and $21.00 plus 40 percent of
additional costs per patient day for skilled care.,
The legal basis for the rationales in effect in
1972 is found in the Michigan Department of Social Serv-
ices' appropriations bill for fiscal 1973. Section 14
Public Act No. 206 of 1972 reads
Sec. 1l4. The funds appropriated in this act for
nursing home services are to be expended for 2
types of care classified as follows: skilled
nursing home care and intermediate, also known
as basic nursing home care. . . .
The director of the department shall establish
daily reimbursement rates for nursing care facil-
ities., From the appropriations made in section 1
of this act, the state shall pay for nursing care
in chronic care units of general hospitals and
county medical care facilities a daily rate as
determined by the director of social services
plus 40% of the difference between that rate and
the total cost audited for the institution in
those facilities where the total daily costs
exceed the determined rate.33

Actual rates are set by the Michigan Department of Public

Health under contract with the Department of Social

Services.

33State of Michigan, Public Acts of 1972, No.
206, 76 Legislature, H. 5877, June 8, 1972, Sec. 14,
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An additional rate which must be noted is that
for services which are provided to Michigan residents
out-of-state. In this case the rate of reimbursement is
the lower of two rates: the rate for Michigan or the rate
for the state in which the service is provided. Thus, if
a pcrson received care in another state, the provider of
that care would receive either the prevailing rate in his
own state or the Michigan rate for a comparable level of
care, whichever is less.

Long-Term Care Facility
Certification

The Michigan Department of Social Services has
also contracted with the Department of Public Health to
inspect nursing homes and long-term care units of hospitals
for the purpose of Medical Assistance certification,
County medical care facilities are inspected by the Depart-
ment of Social Services as required by state law.34 Vir-
tually all long-term facilities in the state are certi-
ficd to accept Medical Assistance patients, the rare

exceptions being very small proprietary homes which can

fill their few beds with private patients.

34Infirmary or medical care facility; inspection,
appeal to social welfare commission. The state department
(Social Services] shall approve the medical care facilities
by paper notice to the county department. Subsequent to
its approval, the state department shall inspect such
facility as frequently as it deems necessary, but at least
one annual inspection shall be made. . . .

State of Michigan, Public Acts of 1957, No, 170, 69th
Legislature, S. 1218, May 29, 1957, Sec. 1.
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While long-term care facility standards comprise
cvery facet of operation, major violations usually fall
into two categories: buildings which do not meet state
standards, often with respect to fire resistive specifi-
cations; and inadequate nursing personnel, usually not a
sufficient number of trained nurses. When vioclations are
discovered state law requires that facilities only need
move in the direction of full compliance. This is usually
casy to do since each home which has a major violation
also is likely to have minor violations. The facility
need only correct minor vioclations to show good intentions
and to retain its certification. It is therecfore not
improbable that major violations will take several years
to be corrected. Gross violations--over a period of
time--will result in a facility losing its Medical Assist-
ance certification, but it can continue to operate for
up to two years before the Department of Public Health's
decision to close a facility goes through the due process
of law and is made effective.

Extent of Long-Term
Care Program

Michigan's Medical Assistance program became opera-
tional October 1, 1966. It replaced the state's Medical
Assistance to the Aged (MAA} program and medical services

provided under categorical assistance programs, In
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addition, it expanded coverage to include a larger segment
of the medically indigent. Virtually all skilled nursing
care provided by the county welfare departments prior to
Medicaid was provided under the MAA program. This program,
also known as the Kerr-Mills program, had becen enacted in
October of 1960. 1In fiscal 1962, the first year for which
data are available, it provided skilled nursing care serv-
ices to 663 welfare recipients at a cost of $256,526.
Th.is increased to 1,772 clients at a cost of $812,400 in
fiscal 1965. During the next fiscal year and after the
Social Security Aamendments of 1965 had been enacted,
Michigan provided $13,761,600 worth of services to 11,413
recipients under its MAA program. Data are not available
for the transitional year, fiscal 1967. During the last
half of 1967, the new Medicaid program provided services
to 34,020 recipients at a cost of $39,446,619. In calendar
1968 the cost increased to $89,691,433 with the number of
recipients increasing to 49,320.35
More important, for this study, are the number of
welfare recipients receiving care at a point in time and

the portion of industry capacity devoted to providing that

35Michigan Department of Social Services, Annual
Report Fiscal 1969, Fifteenth Biennial Report July 1966~
June 1968, Fourteenth Biennial Report July 1964-June 1966
{Lansing: Department of Social Services, 1966-1969);
Michigan Social Welfare Commission, Twelfth Biennial
Report July 1960-June 1962 (Lansing: Department of Social
Welfare, 1962).
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care., Patient data are limited before the middle of 1969,
since the state did not act as its own fiscal intermediary
until that date. Consequently, data are available for
oniy two points in time: October 1969 and December 1970,
In October 1969, nursing care services were reimbursed

for 15,601 skilled Mecdicaad patients and 4,857 Medical
Assistance recipients receiving basic care throughout

the state.36

At the same time there were 24,585 skilled
and 6,639 basic long-term care beds. Thus, Medical
Assistance recipients accounted for 63.5 percent of
skilled beds and 73.2 percent of basic beds and 65.5 per-
cent of overall industry capacity. By December 1970,
these percentages had only changed slightly. Medical
Assistance patients in skilled nursing care facilities
accounted for 65.7 percent of all skilled beds; those in
basic nursing care facilities, 70.4 percent of capacity;
and all welfare recipients accounted for 66.7 percent of
total industry capacity. Recipients accounted for 65.6
percent of skilled and 71.2 percent of basic beds in
nursing homes.37

Tables 1 through 4 present the number of patient

days and total cost of care provided in nursing homes

36This does not include those in the long-term care
unit of Wayne County General Hospital, for which data are
not available.

37Staut:e of Michigan, Department of Public Health,
Bureau of Health Facilities, Division of Licensing and
Standards (unpublished data).
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under the Medical Assistance long=-term care program for
ca.endar 1970. These figures differ from published data,
since that data reports on reimbursement for care pro-
vided. That is, the figures herein are for actual care
provided in 1970, while published data report care reim-
bursed during the year. The two figures will be equal
only if the amount and time lag in the submission of
bills remains constant, There are two additional sources
of possible differences, although these are quite small.
First, in compiling the data, all bills were rounded to
the nearest dollar. The magnitude of any error from this
source is not significant, since bills are usually sub-
mitted only every 15 or 30 days by nursing homes and,
therefore, are relatively few compared to the number of
patient days. Second, all bills for calendar 1970 might
not have been submitted when the data were compiled.

The error from this source is small as most nursing homes
are quick to submit bills to the state, due to the small
nunmber of bills and simplicity of fee schedules.

Table 1 presents the number of patient days pro-
vided by Michigan's nursing homes under the Med