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Abstract

This paper examines the implications of regulatory change for the input mix and technology
choices of regulated industries. We present a simple neoclassical framework that emphasizes
changes in relative factor prices faced by regulated firms under different regimes, and investi-
gate how this might affect their technology choices through substitution of (capital embodied)
technologies for tasks previously performed by labor. We examine some of the implications of
the framework empirically by studying the change from full cost to partial cost reimbursement
under the Medicare Prospective Payment System (PPS) reform, which increased the relative
price of labor faced by U.S. hospitals. Using the interaction of hospitals’ pre-PPS Medicare
share of patient days with the introduction of these regulatory changes, we document a sub-
stantial increase in capital-labor ratios and a large decline in labor inputs associated with
PPS. Most interestingly, we find that the PPS reform seems to have encouraged the adoption
of a range of new medical technologies. We also show that the reform was associated with an
increase in the skill composition of these hospitals, which is consistent with technology-skill or
capital-skill complementarities.
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1 Introduction

There is broad agreement that differences in technology are essential for understanding pro-
ductivity differences across nations, industries and firms. Despite this agreement, we know rel-
atively little about the empirical determinants of technology choices and of adoption of capital
goods embodying new technologies. The lack of empirical knowledge is even more pronounced
when we turn to regulated industries, such as health care, electricity and telecommunications,
which are not only important for their sizable contributions to total GDP, but have been at the
forefront of technological advances over the past several decades. In this paper, we investigate
how input and technology choices respond to changes in regulation regime.

Starting in the mid-1980s, a number of different industries in a variety of countries expe-
rienced a change in regulation regime away from full cost reimbursement towards some type
of “price cap”.! These new regulation regimes often entailed a mixture of “partial cost reim-
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bursement” and “partial price cap”. Under this mixed regime—which we refer to hereafter as
“partial cost reimbursement”—only expenditures on capital inputs are reimbursed, while labor
expenses are supposed to be covered by the fixed price paid per unit of output. A change from
full cost to partial cost reimbursement therefore increases the relative price of labor inputs,
among other things.

Despite many examples of this type of partial cost reimbursement, including the Medicare
Prospective Payment System (PPS) reform in the United States which we study in this paper,

partial cost reimbursement has received little theoretical or empirical attention. For example,

in his recent survey, Joskow (2005, p. 36) notes:

“Although it is not discussed too much in the empirical literature, the develop-
ment of the parameters of price cap mechanisms.... have typically focused primarily
on operating costs only, with capital cost allowances established through more tra-

ditional utility planning and cost-of-service regulatory accounting methods”.

To investigate the implications of changes in regulation away from full cost reimbursement,

we develop a simple neoclassical model of firm behavior under regulation. The most common

!Examples include the telecommunications sector in the United States and United Kingdom, gas, electric and
water utilities in the United Kingdom, New Zealand, Australia, and parts of Latin America (see, for example,
Laffont and Tirole 1993, Armstrong, Cowen and Vickers, 1994, Joskow, 2005) and the Medicare Prospective
Payment System for US hosptials which is the focus of this paper.



approaches to regulation are the optimal regulation models, for example as in Laffont and
Tirole (1993), and the rate of return regulation of Averch and Johnson (1962). Neither is
appropriate as a framework for guiding empirical work in this setting, however, for at least two
reasons. First, cost reimbursement regulation, both in general and in the health care sector
in particular, does not have the optimal screening structure posited in Laffont and Tirole-type
optimal regulation models, nor does cost reimbursement in the health care sector regulate
the rate of return on capital as in the Averch and Johnson model. Second, neither of these
two approaches provides a framework for analyzing technology adoption decisions resulting
from a change in regulation regime (although it may in principle be possible to consider such
extensions of these approaches).

Our framework is similar to Averch and Johnson (1962), but focuses on cost reimbursement
rather than rate of return regulation. It links the input and technology choices of firms to the
relative factor prices they face, which are themselves determined by the regulation regime. We
show that under fairly mild assumptions, a change in regulation regime from full cost to partial
cost reimbursement will be associated with an increase in capital-labor ratios.

The implications of the change in regulation for the overall level of labor and capital
inputs (and the scale of activity) are ambiguous, and depend on the generosity of the partial
price cap replacing cost reimbursement. In the context of the Medicare PPS reform, existing
qualitative and empirical evidence suggests a relatively low price cap, and we present evidence
that the reform is associated with a decline in overall labor inputs and in the Medicare share
of hospital activity, both of which would be predicted by our framework if the level of the price
cap is sufficiently low. Despite the decline in labor inputs, our simple framework shows that
capital expenditures can increase, and perhaps more surprisingly, the firm may be induced to
adopt more advanced technologies. This configuration is more likely when there are decreasing
returns to capital and labor (or technology and labor) jointly and the elasticity of substitution
between these factors is high. Intuitively, the increased relative price of labor induces the firm to
substitute technology and capital embodying new technologies for tasks previously performed
by labor. This result has implications for the famous labor push theory of innovation suggested
by Hicks (1932)and Habakkuk (1962), which claims that higher wages encourage innovation.
Although such a configuration cannot happen in the basic neoclassical growth models with
competitive markets and constant returns to capital and labor, we derive conditions under

which such a result might obtain, and show that these conditions are not very restrictive.?

2Strictly speaking, the labor push theory of innovation refers to the case in which the only change is an



The bulk of the paper empirically investigates the impact of the Medicare Prospective
Payment System (PPS) in the United States. PPS, introduced in October 1983, switched re-
imbursement for hospital inpatient expenses of Medicare patients from full cost reimbursement
to partial cost reimbursement. The motivation behind this reform was to reduce the level and
growth of hospital spending, which had been rising rapidly (as a share of GDP) for several
decades.

The PPS reform provides an attractive setting for studying the impact of regulatory change
on firm input and technology choice for several reasons. First, the health care sector is one
of the most technologically-intensive and dynamic sectors in the United States. Indeed, rapid
technological change is believed to be the major cause of both the dramatic increase in health
spending as a share of GDP and the substantial health improvements experienced over the
last half century (Newhouse, 1992, Fuchs, 1996, Cutler, 2003). Second, government regulation
is ubiquitous in this industry. Third, the PPS reform provides an opportunity to study the
impact of a change in regulation regime from full cost reimbursement to partial cost reimburse-
ment, with significant changes in relative factor prices faced by hospitals. Finally, because of
substantial differences in the importance of Medicare patients for different hospitals, there is
an attractive source of variation to determine the effects of such a regulatory reform on input
and technology choices.

Our empirical strategy is to exploit the interaction between the introduction of PPS and the
pre-PPS share of Medicare patient days (Medicare share for short) in hospitals. We document
that before the introduction of PPS, hospitals with different Medicare shares do not display
systematically different trends in their input or technology choices. In contrast, following PPS,
hospitals with different Medicare share show significantly different trends.

Consistent with the predictions of our motivating theory, there is a significant and sizable
increase in the capital-labor ratio of higher Medicare share hospitals associated with the change
from full cost to partial cost reimbursement.? Interestingly, this pattern is not only detectable
in our panel data approach, which analyzes differential trends by hospitals with different pre-
PPS Medicare shares, but the effect of PPS seems to have been large enough to be also visible

in the aggregate time series, where there is a notable increase in the average capital-intensity

increase in the price of labor. In the theory section, we derive the conditions under which such a change in the
price of labor will encourage technology adoption (or capital deepening). However, in our empirical setting, the
introduction of PPS is associated with both an increase in the price of labor and some increase in the price of
output (increased reimbursement for health services provided to Medicare patients). Our empirical results on
the effect of PPS on technology adoption therefore do not provide direct evidence for the labor push theory.

3Hospital labor consists of nurses, technicians and administrators. Most doctors are neither hired nor paid
directly by hospitals.



of hospitals. This change in the capital-labor ratio is made up of a decline in the labor inputs
of high-Medicare share hospitals, with approximately constant capital inputs. Again, the same
pattern is present both in the panel data analysis and in the simple time series.

Perhaps most interestingly, we find that the introduction of PPS is also associated with a
significant increase in the adoption of a range of new health care technologies. We document
this pattern both by looking at the total number of different technologies used by hospitals,
and also by estimating hazard models for a number of specific high-tech technologies that are
in our sample throughout.* The increase in technology adoption and the decline in labor inputs
associated with the increase in the relative price of labor also suggests that there is a relatively
high degree of substitution between technology and labor. We present suggestive evidence of
one possible mechanism for this substitution; the introduction of PPS has been associated with
a decline in length of stay, which may represent substitution of high-tech capital equipment
for relatively labor-intensive hospital stays.

Finally, we present evidence that the introduction of PPS is associated with an increase
in the skill composition of hospital nurses. This pattern buttresses our results on increased
capital-labor ratios and technology adoption, since the consensus view in the literature is that
skilled labor is complementary to capital and/or technology (e.g., Griliches, 1956, Krusell et
al., 2000 Berman et al. 1994, Autor et al. 1998, Acemoglu, 2002).

Our finding that PPS is associated with an increase in technology adoption, as well as in
capital-labor ratios, is consistent with the predictions of the motivating theory. We consider a
number of alternative interpretations for the empirical patterns that we document below, and
conclude that the balance of evidence does not favor any of these alternatives. We therefore
interpret the post-PPS changes in input mix and technology adoption in the health care sector
to be a response to the changes in relative factor prices induced by the change in regulation
regime. Consequently, to our knowledge, this makes ours the first paper to document that

technology adoption in the health care sector is affected by relative factor prices.’

4As we discuss below, increased technology adoption, combined with more or less constant overall capital
expenidtures, suggests that there was likely a decline in some other type of capital expenditures, such as
structures.

’In this respect, our paper is related to that of Newell et al. (1999) who look at the effect of environmental
regulation, as well as as energy price increases, on the energy efficiency of a variety of appliances. See also
Greenstone (2002) on the effect of environmental regulations in general on plant level investment. In the
hospital sector, past work has suggested that hospital technology adoption appears to increase in response
to traditional fee for service health insurance (Finkelstein, 2005) and to slow in response to managed care
organizations (Cutler and Sheiner, 1998, Baker, 2001, Baker and Phibbs, 2002). There is also evidence that the
rate of pharmaceutical innovation appears to increase in response to increased (expected) market size (Acemoglu
and Linn, 2004, Finkelstein, 2004) or to tax subsidies for investment (Yin, 2005).



It is also noteworthy that our finding runs counter to the general expectation that PPS
would slow the growth of expensive technology diffusion (see, for example, Sloan et al., 1988,
Weisbrod, 1991 and the discussion of initial expectations in Coulam and Gaumer, 1991). How-
ever, most prior analyses of PPS have conceived of it as a move from full cost reimbursement to
full price cap reimbursement and have overlooked the fact that it was only a partial price cap
on non-capital expenditures; both our theoretical and empirical results show the importance
of the increase in the relative price of labor resulting from the partial price cap structure.

The rest of the paper proceeds as follows. In Section 2, we develop a simple neoclassical
framework to investigate the implications of the change in regulation regime on input and
technology choices. Section 3 reviews the relevant institutional background on Medicare re-
imbursement of inpatient hospital expenses. Section 4 describes the data and presents some
descriptive statistics. The econometric framework is presented in Section 5. Our main empiri-
cal results are presented in Section 6, while Section 7 shows that they are robust to a number of
alternative specifications. Section 8 concludes. Appendix A contains the proofs from Section

2, and Appendix B discusses a number of further theoretical issues.

2 Motivating Theory

There are many conceptual difficulties in modeling both the demand for and supply of health
care, since the demand for health care is often determined by the technologies and the diagnoses
that are available, and neither the supply nor the demand for health care can be separated
from various private and social insurance policies and government regulation. Our purpose
here is not to present a comprehensive model of the health care market, but rather to develop
an organizing framework for the empirical work, and also to provide some simple insights that

are applicable to other industries regulated by full cost or partial cost reimbursement.

2.1 A Neoclassical Model of Regulation

2.1.1 Environment

Four simplifying assumptions in our approach are worth highlighting at the outset.

The first is that hospitals, despite many being non-profit or public organizations, maximize
profits. Clearly, non-profit or public organizations have other objectives as well, but starting
with the profit-maximizing case is a useful benchmark. It is also consistent with a large

empirical literature that finds essentially no evidence of differential behavior across for-profit

6The literature on PPS is revised in Section 3.



and non-profit hospitals (see Sloan, 2000 for a recent review of this literature). Second, we
assume that, at least at the margin, there is considerable fungibility between labor and capital
inputs used for Medicare purposes and labor and capital inputs used for non-Medicare purposes
(OTA, 1984, CBO, 1988). This allows us to model Medicare input reimbursement as taking
a simple form in which hospital ¢ is reimbursed for a fraction m; of its capital and labor
costs, where m; is the “Medicare share” of this hospital. Appendix B shows that the basic
implications of our analysis of the impact of a change in regulation regime continue to hold
when we no longer allow fungibility between Medicare and non-Medicare inputs. Third, we
assume that the hospital is a price taker in the input markets, facing a wage rate of w per unit
of labor and a cost of capital equal to R per unit of capital.” Finally, we assume that hospitals
are price takers for Medicare patients.®

Suppose that hospital ¢ has a production function for total health services given by
F (A, Li, Ki, 2) (1)

where L; and K are total labor and capital hired by this hospital, z; is some other input, such
as managerial effort (or perhaps, other medical inputs, such as doctors who are not directly
hired and paid by hospitals themselves), and A; is a productivity term, which may potentially
differ across hospital, for example because of their technology choices or other reasons. We
assume that F' is increasing in all of its inputs and twice continuously differentiable for positive
levels of inputs.

For simplicity, we will interpret (1) as the production function of the hospital, though
equivalently, it could be interpreted as its revenue function (with the price substituted in as a
function of quantity). We also assume that z; is fixed, and, without loss of any generality, we

normalize it to z; = 1, and begin with the case in which A; is exogenous. This gives:
F(Ai, Li, K;) = F (Ai, Li, Ki, 2 = 1), (2)

which we assume exhibits decreasing returns to scale in capital and labor (for example, be-

cause the original production function F exhibited constant returns to scale). Since F was

"In practice, some hospitals might have monopsony power for some component of their labor demand. For
example, Staiger et al. (1999) find evidence of hospital monopsony power in the market for registered nurses.
Incorporating any such monopsony power would have no effect on our main results.

®In practice, however, unlike in the standard model of perfectly competitive firms, hospitals may not be able
to choose the total number of Medicare patients. Either a hospital is the only one in the area, thus facing an
essentially constant demand for Medicare services, or it may be competing with other hospitals in the area, in
which case, the number of Medicare patients will depend on the quality of service. This would require a more
involved analysis where the firm chooses both quantity and quality, and there is quality competition. Although
we believe this is an important area for theoretical analysis, it falls outside the scope of our paper.



increasing in its inputs and twice continuously differentiable for positive inputs, so is F, and
we denote the partial derivatives by F, and Fx (and the second derivatives by Frr, Fxx and
FrK). Moreover, we make the standard Inada type assumption that limy, .o Fr, (4;, Li, K;) =
limg, 0 Fi (Ai, Li, K;) = oo and limp, o0 Fi (Ai, Li, K;) = limg, 00 Fi (Ai, Li, K;) = 0. In
addition, we will often look at the cases in which F'(A;, L;, K;) is homothetic or homogeneous

in L; and K;, or in A; and L;.°

2.1.2 Full Cost Reimbursement Regulation

Under the original regulation, which we refer to as full cost reimbursement, the hospital re-
ceives reimbursement for some fraction of its labor and capital used for Medicare purposes.!’
It also receives a copayment from Medicare patients as well as revenues from non-Medicare
patients (where the hospital might have some market power, which we are incorporating into
the F' function). Denoting the total price per unit of health care services under the cost
reimbursement regulation system by ¢ > 0, the maximization problem of the hospital is

max 7l (i) = qF (A;, Li, K;) — (1 — mysp) wL; — (1 — mysg ) RK;, (3)
where s;, < 1 and sg < 1 are constants capturing the relative generosity of labor and capital
Medicare reimbursement and m; € [0, 1] is the Medicare share of the hospital.!! In subsection

2.2 we will endogenize m;, but for now, we take it as given.

The first-order conditions of this maximization problem are
qFr, (Al-, L{,K{) = (1 —mysg)w, and (4)

aFic (A L] K] ) = (1 = misic) R, (5)

for labor and capital, respectively, where the superscript f refers to full cost reimbursement.

ng F (1417 Li, Kl) is homothetic in LZ and Ki, then FK (Al, Li, Kl) /FL (1417 Li, Kl) is only a function of Kl/Ll
Alternatively, homotheticity in L; and K; is equivalent to F' (A;, L;, K;) = Hq (A;) Ha (¢ (L;, K;)), where Hy ()
and Hs () are increasing functions, and ¢ is increasing in both of its arguments and exhibits constant returns
to scale.

If F(A;, Li, K;) is homogeneous of degree v in L; and K;, then Fx (A;, L, K;) /Fr (As, L;, K;) is again only
a function of K;/L;, but in addition F (A;, L;, K;) = Hi (A;) ¢ (L, K;)®, where ¢ is increasing in both of its
arguments and exhibits constant returns to scale.

Tn particular, as discussed in Section 3, under the pre-PPS system, Medicare-related capital and labor
expenses were reimbursed in proportion to Medicare’s share of patient days or charges (see Newhouse, 2002, p.
22).

"'The assumption that sy < 1 and sx < 1 ensures that, at the margin, labor and capital costs are always
positive for the hospital. In fact, all we need is that m;s; < 1 and m;sx < 1, so in practice when m; < m for
some m < 1, we can have s;, > 1 and sx > 1. The case in which there is true cost plus reimbursement whereby
the hospital makes money by hiring more inputs is discussed in Appendix B.



The Inada and the differentiability assumptions imply that these first-order conditions
are necessary, and the decreasing returns (strict joint concavity) of F' implies that they are
sufficient. Taking the ratio of these two first-order conditions we have

7 f oS
FK (AwLi7Ki) o (1 _m’LSK)R

Fr, (Ai,Llf,Kif) (I —=mysp)w’ (6)

which shows that the relative input choices of the hospital will be similar to that of an unregu-
lated firm (hospital) with the same production technology, except for the relative generosity of
capital and labor reimbursements. It is an immediate implication of (6) combined with decreas-
ing returns that a decline in sk /sr, which corresponds to capital reimbursements becoming
less generous relative to labor reimbursements, or an increase in the relative price of capital,
R/w, will reduce K;/L;. The impact of changes in m; on K;/L; will depend on whether sg is
greater or less than sy. In the former case, capital is favored relative to labor, so higher m;

will be associated with greater capital intensity.

2.1.3 Partial Cost Reimbursement Regulation

Our main interest is to compare the full cost reimbursement regulation regime described above,
which is a stylized description of the regulation policy before PPS, to the partial cost reim-
bursement that came with PPS. As described above, under this new regime, capital continues
to be reimbursed as before, but labor reimbursements cease, and instead, hospitals receive ad-
ditional payments from Medicare for health services provided to Medicare patients. We model
this as an increase in ¢ to (1 4+ 0m;) g, where # > 1 incorporates the fact that the extent to
which a hospital receives the subsidy is also a function of its Medicare share.!?
Now the maximization problem of hospital 7 is
gl%é (1) = (1 4+ 0m;) qF (A;, Li, K;) —wL; — (1 — m;sk) RK;. (7)

Once again, the first-order necessary and sufficient conditions are
(14 0m;) qFL, (Ai, LY, KP) = w, and (8)

(1+0mi) qFK (AZ,Lf,Kf) = (l—misK) R, (9)

2Tn practice, the price subsidy under PPS is a function of Medicare (diagnosis-adjusted) admissions. Modeling
it as a function of the Medicare share, m;—which corresponds roughly to Medicare share of total output (see
Section 2.2)—is a simplifying assumption, with no major effect on our theoretical results.



where the superscript p refers to partial cost reimbursement. These first-order conditions

jointly imply
Fg (A, LY K?)  (1—mysi) R (10)
Fr (A, LV KP) w '

Comparison of (10) to (6) immediately yields the following result (proof in Appendix A):

Proposition 1 The move from full cost reimbursement to partial cost reimbursement will
wncrease capital-labor ratio, i.e.,
KP K/
— > —=. (11)
Ly~ !

In addition, if F (A;, Li, K;) is homothetic in L; and K;, then this effect is stronger for hospitals

with greater Medicare share, 1.e.,

A
0 (Kf/Lf) Jom; > 0. (12)

This proposition is the starting point for our empirical work. It shows that the move from
full to partial cost reimbursement should be associated with an increase in capital-labor ratios.
Moreover, equation (12) provides an empirical strategy to investigate this effect by comparing
hospitals with different Medicare shares (especially using the pre-reform period).

Next, we would like to know the impact of the change in regulation regime on the level of
inputs and the total amount of health services. It is clear that the results here will depend on
the generosity of the price subsidy (price cap) § > 0. We can obtain more insights by focusing
on the case where the price cap, 0, is sufficiently low. This case is particularly relevant, since,
as the empirical work below will show, the price cap appears to have been less than sufficient
to overturn the effects of decreased cost subsidies. The existing evidence is also consistent with
a relatively low price cap.?

We focus on the extreme case where § = 0 (clearly, by continuity, the same results apply
when 6 is sufficiently small around zero). In this case, we can simply analyze the effect of the
change in the cost reimbursement regime as comparative statics of sy; a reduction in sy, from
positive to zero is equivalent to a change in regulation regime from full cost reimbursement the

partial cost reimbursement.

13The qualitative description of the institutional details of PPS suggests a relatively low level of the price cap,
particularly after the first year of the program (Coulam and Gaumer, 1991). The empirical evidence reviewed
by Cutler and Zeckhauser (2000) and Coulam and Gaumer (1991) indicates that the introduction of PPS was
associated with a decline in hospital profit margins, which is also consistent with a relatively low level of the
price cap.



Proposition 2 Suppose that 8 = 0, and let L; (sp) and K; (sp) be the optimal choices for
hospital © at labor subsidy rate s;,. Then

dL; (sr,) _ -miFri
dsr, FrrFri — (Fri)?

> 0. (13)

Moreover, let F (A;, L;, K;) be homogeneous of degree o < 1 in L; and K;, i.e., F (A;, L;, K;) =
Hy (Ay) ¢ (L, K;)®, with ¢ (-, -) exhibiting constant returns to scale. Let the (local) elasticity of

substitution between capital and labor of the ¢ (-,-) function be o4. Then

<. I
= 0 if and only if 10 5% (14)

dKi (SL)
dsy,

This proposition, which is also proved in Appendix A, shows that when the price cap is
not very generous, the firm will respond to the switch from full to partial cost reimbursement
by reducing its labor input, i.e., dL; (sr)/dsy, > 0 (since the move from positive to zero
sy, corresponds to the switch to partial cost reimbursement). Moreover, it shows the close
correspondence between the Medicare share, m;, and this response, which is crucial for our
empirical strategy.

Nevertheless, it is noteworthy that even in this case, capital inputs may increase, i.e.,
dK; (s1) /dsg, < 0is possible. Whether they do so or not depends on the amount of “decreasing
returns” to labor and capital, which is measured by the a parameter, and the elasticity of
substitution, o4. If 04 < 1, so that labor and capital are gross complements in the ¢ function,
capital will always decline as well. Similarly, if & = 1, so that there are constant returns to
scale to capital and labor jointly, again, capital will always decline. However, if o < 1 and
there is sufficient substitution between labor and capital, i.e., o4 > 1, the firm can (partially)
make up for the decline in its labor demand by increasing its capital inputs.

This is an important result both for understanding the response of capital inputs to an
increase in the cost of labor in general, and for our specific case. The general relevance of this
result stems from the labor push theory of innovation suggested by Hicks (1932) and Habakkuk
(1962) as discussed in the Introduction. Despite a lengthy literature on this subject, there is
still no agreement on the relevance of these ideas, especially since in the standard neoclassical
growth model with constant returns to scale, this can never happen.!* Proposition 2, on
the other hand, shows that this result is possible when there are diminishing returns (either

in terms of production technology or revenues) and when capital and labor are sufficiently

"This is obvious in Proposition 2, because of constant returns to scale, i.e., & = 1. Alternatively, with
constant returns to scale in labor and capital, the Euler theorem implies that Frx > 0, so (32) immediately
yields dK; (SL) /dSL > 0.

10



substitutable. The specific interest of this result for our investigation comes from the fact
that we are interested in how capital and technology (which is often embodied in capital) will

respond to the change in regulation regime. This issue is discussed in greater detail next.

2.1.4 Technology Choices

The overall amount of capital inputs used by the firm is a combination of capital embodying
new technologies and other types of capital, such as structures (e.g., buildings). These dif-
ferent types of capitals may respond differentially to the change in regulation. To study how
technology will respond to the regulation regime, we now model technology choices.

Suppose that technology is always embodied in capital, and it can be measured by a real
number, i.e., A; € R, as specified by the production functions in (1) or (2). In particular, let us
posit that there is a large number of (perfectly substitutable) technologies that can be adopted
by the firm, each indexed by z € [0, 00). Technology x requires a capital outlay of & (z).!> We
rank technologies such that k (x) is increasing. Furthermore, to simplify the analysis, let us
assume that & (-) is continuously differentiable. Since the productivity of the firm depends on
how many of these technologies are adopted, i.e., on A;, the firm will adopt low = technologies
before high = technologies, i.e., there will exist a cutoff level x} such that firm 7 adopts all

*

technologies = < z7,

and moreover, clearly x7 = A;. Hence the capital cost of technology for

hospital ¢ when it adopts technology A; will be

A;
Ka’i:/o k(x) dx, (15)

which is in addition to its capital costs for structures. Note from (15) that the marginal cost of
adopting technology A; is k (4;) (from Leibniz’s rule), and moreover, since & (z) is increasing,
this marginal cost is increasing in A;.

Naturally, there may be other non-technological differences in productivity across firms,
but we ignore those here for simplicity (these can be easily introduced). Since we now allow
for the adoption of new technologies embodied in capital, the remaining capital is interpreted

as “structures” capital and denoted by K, ;. Hence, we write

F(Ai, Li, Ko ) = (Ai, L) K7, (16)

'5In practice, new technologies may differ in their productivity and may also require both capital and labor
inputs for their adoption and operation. In the latter case, changes in the relative prices of capital and labor
will also affect which technologies are more likely to be adopted. We do not model these issues explicitly both to
simplify the analysis and also because we have no way of measuring the relative capital intensity of technologies
in our empirical work.

11



where 1 € [0,1 — ) and v exhibits constant returns to scale, which imposes homogeneity of
degree B < 1 between A; and L;. This assumption is reasonable when the remaining capital
expenditures are interpreted as structures capital. The rest of the setup is unchanged.

Once again, since for arbitrary 6’s, total output (health services) and inputs can increase
or decrease, we focus on the case of § = 0. In this case, we have the following result mirroring

Proposition 2 (again, the proof is in Appendix A).

Proposition 3 Suppose that § = 0 and the production function is given by (16) with ) (-,-)
exhibiting constant returns to scale. let L; (sr), Ai(sr), Ka,i(sp) and K, ; (s1) be the optimal
choices for hospital i at labor subsidy rate sp. Let €, be the (local) elasticity of substitution
between L; and A; in the function ) (-,-). Then we have

dL; (SL) dK,; (SL)
L) R S 74 . 1
s, >0 and dsy >0 (17)
and
0K, (s1) < 04Ai(sL) <, - L 1=n <
8—SL;Oanda—%;()zfandonlyzfl_ﬁ_n;Ew- (18)

This proposition generalizes Proposition 2 to an environment with labor, capital and tech-
nology choices, and is the starting point of our empirical analysis of technology choices. It
indicates that the same kind of comparison between the elasticity of substitution and returns
to scale also guides whether or not technology adoption will be encouraged by the change in
the regulation regime. In this case, the comparison is between the elasticity of substitution
between technology (or capital embodying the new technology) and labor, £, and a composite
term which captures both decreasing returns to labor and technology and to the structures
capital. In particular, when n = 0, the condition in (18) is equivalent to that in (14), but when
n > 0, this condition becomes harder to satisfy, because structures capital also adjusts, leaving
less room for technology adjustment. Nevertheless, the qualitative insights are similar, and
indicate that the essence of the labor push theory will apply with sufficient decreasing returns
and a sufficiently large degree of substitution between technology and labor.

The important implication for our empirical work is that even if the price cap under the par-
tial regulation regime is not very generous, so that overall labor inputs decline, technology-labor
substitution may increase technology adoption. Naturally, technology and capital expenditures
on technology are more likely to increase when 6 is positive (i.e., with > 0, they may increase

even when ¢y, < (1—7)/(1 - —mn)). Nevertheless Proposition 3 gives a useful benchmark
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and emphasizes the role of decreasing returns to scale and the substitutability between labor
and technology (or capital).!®

Another interesting implication of Proposition 3 is that we could have a configuration in
which expenditures on technology (and overall technology adoption) increase with the switch
from full cost reimbursements to PPS, while total capital expenditures may decrease or re-
main unchanged, because they also include the component on structures expenditure. This is

relevant for interpreting the empirical results below.

2.1.5 Skill Composition of Employment

Finally, in our empirical work we will also look at changes in the composition of the workforce,

in particular, of nurses. To do this, the production function can be generalized to
F (A;,U;, S, K;) (19)

where U; denotes unskilled labor (nurses) while S; denotes skilled labor (nurses). As is standard,
an increase in capital/labor ratio and technology adoption will increase the ratio of skills to
unskilled labor as long as technology and/or capital is more complementary to skilled than
unskilled labor. To state the result here in the simplest possible form, suppose that A; is
fixed, so that the main effect of the change in regulation will work through an increase in the
capital stock overall (including equipment as well as structures capital). Then the following

proposition is immediate (proof omitted):

Proposition 4 Suppose that F (A;,U;, S;, K;) is homothetic in U;, S; and K;, and denote
the (local) elasticity of substitution between U; and K; by oy and the elasticity of substitution
between S; and K; by og. Then

P gf
L2 —Zf if and only if og ; oy-

Ul < u:

This proposition therefore shows that when capital is more complementary to skilled than
unskilled labor, the removal of the implicit subsidy to labor involved in the change from full cost
reimbursements to partial cost reimbursement will increase the skill composition of hospitals.

A similar proposition could be stated for the case in which the main margin of adjustment is

16Tn the health services sector, there is a natural substitution between technology and labor, which takes place
by varying the length of stay in hospital. Use of more high-tech equipment saves on labor by allowing patients
to leave earlier, which amounts to substituting technology for labor. We investigate this issue empirically below.
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technology (embodied in capital), which would correspond to technology-skill complementarity
rather than capital-skill complementarity.

As discussed in the Introduction, the existing view in the literature is that capital and
technology are more complementary to skilled labor than unskilled labor. Changes in the skill
composition of affected hospitals’ workforces therefore gives us an indirect way of verifying the
results on capital-labor ratios and technology adoption. Moreover, despite this general belief,
there are few empirical estimates of capital-skill or technology-skill complementarity, so this
proposition suggests that PPS might provide us with useful evidence on the extent of such

complementarities.

2.1.6 Price Cap Regulation

Our framework also enables us to investigate the implications of a change from partial or
full cost reimbursement to “pure” price cap regulation. The latter naturally corresponds to a
situation in which there is no longer any reimbursement of capital and labor, and the revenue
function of a hospital with Medicare share m; is simply (1 + H’mi) qF (A;, L;, K;), where we can
think of @ > 6 so that the pure price cap regime is more generous in terms of reimbursement
for health services to Medicare patients. The maximization problem of hospital 7 then becomes

Elaj?( m° (Z) = (1 + lei) qF (Az, Ll‘, Kl) - le‘ - RKZ', (20)
where we now use superscript ¢ to denote choices under pure price cap.

The following result is immediate (proof omitted):

Proposition 5 Consider a move from partial cost reimbursement requlation to pure price cap.

Then we have

Ky _ Kf
_p > _—,
r =L

i.e., capital-labor ratio will decline following the change in regulation. In the case of a move
from full cost reimbursement regulation to pure price cap, we have

K¢ > K/
L

NIV
NIV

F if and only if s; = sk,

i
i.e., capital-labor ratio will decline following the change in regulation only if the full cost reim-

bursement regime treated capital more generously than labor.

As with the comparison of full and partial cost reimbursement, there are no unambiguous

results on the overall level of inputs without specifying the level of €’ relative to . But a similar
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analysis to the one above shows that if #’ is sufficiency close to 6, the total amount of capital
input (and technology) will decline when there is a change from partial cost reimbursement to
price cap. Moreover, exactly the same type of analysis also establishes that the total amount of
labor will increase or decrease in this case depending on the elasticity of substitution between
capital and labor and the extent of decreasing returns. Since the move from full to partial cost

reimbursement is our main focus in this paper, we do not spell out these results.

2.2 Choice of Medicare Share

The analysis so far treated the Medicare share of hospital i, m;, as exogenously given. We now
briefly discuss how this can be endogenized without affecting our main results.

Suppose that the hospital produces two distinct “products,” Medicare health services and
non-Medicare health services (the latter may also include outpatient Medicare, which is reim-

bursed differently). Let the production functions for these two products be
Fm (Am,i7 Lm,iv Km,z) and Fn (An,i7 Ln,i: Kn,z) 5

with respective prices ¢, and ¢,, and exogenous technology terms A,,; and A, ;, and let

Fm (Am,i, Lm,ia Km,z)
Fm (Am,’ia Lm,i» Km,z) + Fn (An,ia Ln,i7 Kn,z) ’

(21)

m; =

be the Medicare share of total output. Alternatively, we could have defined m; as the Medicare
share of total operating expenses, m; = Ly, i/ (Lm, + Ln,i), or the Medicare share of capital
expenses, m; = Ky i/ (Kmi + Ky i), in both cases with identical results.
The maximization problem of the hospital under full cost reimbursement is:
max 7Tm (Z) = QmFm (Am,’i» Lm,i’ Km,z) + QnFn (An,ia Ln,ia Kn,z) (22)

Lm,iva,h
Ly, Kn,iym;

— (1 — misL) w (Lmﬂ‘ + Lmz‘) — (1 — misK) R (Km,i + Kmi) ,

subject to (21).

This maximization problem can be broken into two parts. First, maximize
gmEom (Am iy L, Km i) + @nFrn (Anis L, Kn i) with respect to Ly, i, K, Ly and K, ; for
given m; and subject to (21) and to the constraints that L; = Ly, ;+ Ly ; and K; = Ky, i+ K ;.
Let the value of the solution to this problem be ¢F (L;, K;, m;), which only depends on the
total amount of labor L; = L,,; + Ly ; and total amount of capital K; = K, ; + K, ;. Once

this first step of maximization is carried out, the full maximization in (22) can be obtained as
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the solution to

L n}l(ax am (Z) = qF (Li, Ki,mi) - (1 - misL) le‘ - (l - misK) RKZ

Similarly, with the same assumptions as in subsection 2.1, the maximization problem under
the partial cost reimbursement regulation regime is

| max 7P (i) = (14 qm;) F (L, Kijym;) —wLl; — (1 — msk) RK;.
[ERAS PRYLLZ}

This implies that the analysis in subsection 2.1 can be carried out as before, with the only

addition that now m; is also a choice variable. The following proposition is then an immediate

generalization of Proposition 1 (proof in Appendix A):

Proposition 6 Let the Medicare shares with full and partial cost reimbursement be, respec-

tively, m{ and m¥, then as long as

I mp
L L . (23)

m; (1—m]) 5K

the move from full the partial cost reimbursement requlation increases the capital-labor ratio,

i.e.,
K’ K/
— > —. (24)
LY sz
f

Notice that (23) is automatically satisfied if m; < m!, and we obtain the same results as
in Subsection 2.1 in this extended model with endogenous Medicare share.
Moreover, a similar analysis to the one in Subsection 2.1 immediately establishes that if

0 is close enough to zero (i.e., if the partial cost reimbursement is not very generous), we
f

would have m] > m?. In this case, the additional implication for the empirical work would
be that the Medicare share should decline after the introduction of PPS. Since, as mentioned
above, our evidence on the change in the total amount of labor (operating expenses) suggests
that PPS was less generous than the full cost reimbursement regime, this is an interesting
implication which we will also investigate empirically; it provides a consistency check for the

other results suggesting that the price cap under PPS was not very generous. It is also useful
f

to note that even when m; > m?, (23) is not very restrictive, so empirically we would expect
the capital-labor ratio to increase after the introduction of PPS (i.e., following the transition

from full to partial cost reimbursement) even if the Medicare share is observed to decline.
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3 Overview of Medicare Reimbursement Policies

The Medicare Prospective Payment System (PPS) was introduced in October 1983 (i.e. fiscal
year 1984) in an attempt to slow the rapid growth of health care costs and Medicare spending.
Under the original (pre-PPS) system of cost reimbursement, Medicare reimbursed hospitals
for a share of their capital and labor inpatient expenses, where the share was proportionate
to Medicare’s share of patient days in the hospital (OTA, 1984, Newhouse, 2002, p. 22). By
contrast, under PPS, hospitals are reimbursed a fixed amount for each patient based on his
diagnosis, but not on the actual expenditures incurred on the patient. At a broad level, this
reform can be thought of as a change from cost reimbursement to fixed price cap reimbursement,
and indeed, in practice, it is often described in these terms (e.g., Cutler, 1995).

However, an important but largely overlooked feature of the original PPS system—and a
central part of our analysis—is that initially only the treatment of inpatient operating costs
was changed to a prospective reimbursement basis. For the first eight yeas of PPS, capital
costs continued to be fully passed back to Medicare under the old cost-based reimbursement
system. Capital reimbursement only became fully prospective in 2001; thus for almost its first
20 years, the Medicare Prospective Payment System continued to reimburse capital costs at
least partly on the margin.!” The reason for the differential treatment of operating and capital
costs appears to be the greater difficulty in designing a prospective payment system for capital
(CBO, 1988, Cotterill, 1991). This explains the use of such partial price caps in other regulated
industries as well (Joskow, 2005).

The PPS reform therefore is an example of a switch from full cost reimbursement to partial
cost reimbursement, as described in Section 2. However, in the voluminous economics literature
on Medicare PPS, we have found only two references to the differential treatment of capital
(Newhouse, 2002, p. 30, Weisbrod, 1991, p. 527). To our knowledge, this feature of PPS has
received no theoretical or empirical attention, even though almost all empirical examinations
of the impact of PPS focus on the initial PPS period when partial cost reimbursement was in
effect.

Coulam and Gaumer (1991) and Cutler and Zeckhauser (2000) review the extensive empir-

ical literature on the effects of PPS. Broadly speaking, this literature concludes that PPS was

'"The original legislation specified that the treatment of capital costs would be unchanged for the first three
years of PPS (i.e. through October 1, 1986), and instructed the Department of Health and Human Services to
study potential methods by which capital costs might be incorporated into a prospective payment system. In
practice, a series of eleventh-hour delays postponed any change in Medicare’s reimbursement for capital costs
until October 1, 1991, at which point a 10-year transition to a fully prospective payment system for Medicare’s
share of inpatient capital costs began (GAO, 1986, CBO, 1988, Cotterill, 1991).
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associated with declines in hospital spending and utilization, but not with substantial adverse
health outcomes. However, much of this literature is based on simple pre-post comparisons.
Important exceptions include Feder et al.’s (1987) study of the impact of PPS on spending
and Staiger and Gaumer (1990) and Cutler’s (1995) study of the impact of PPS on health out-
comes. Staiger and Gaumer (1990) pursue an empirical approach similar to our strategy below,
which exploits the interaction between the introduction of PPS and hospital-level variation in
the importance of Medicare patients. Our empirical findings below are consistent with those
in this literature that there has been a decrease in hospital expenditures and in utilization
associated with PPS, but, to our knowledge, our work is the first to investigate the impact of
PPS on labor and capital inputs and the skill composition of the workforce.

Finally, there is a small empirical literature studying the impact of PPS on technology
adoption. Using mostly pre-post comparisons, it has found little conclusive evidence of an
impact of PPS on technology adoption (Prospective Payment Assessment Commission, 1988,
1990, Sloan et al., 1988).!® To our knowledge, ours is the first theoretical or empirical study
to suggest (and document) that PPS might have been associated with an overall increase in

technology adoption.

4 Data and Descriptive Statistics

4.1 The AHA Data

Our analysis of the impact of PPS uses seven years of panel data from the American Hospital

Association’s (AHA) annual census of U.S. hospitals. These data have been widely used to

study the hospital sector and are considered to be of high quality. PPS took effect at the start

of each hospital’s fiscal year on or after October 1, 1983. Our data consist of four years prior

to PPS (fiscal years 1980 - 1983) and three years post PPS (fiscal years 1984 - 1986). In all of

our empirical work, we interpret the year of the data as corresponding to the hospital’s fiscal
19

year.

We restrict our analysis to the first three years of PPS, during which the treatment of

8These studies—like our work below—focus on the adoption of previously existing technologies. By con-
trast, a well-known study by Kane and Manoukian (1989) looks at the impact of PPS on a newly invented
technology—the cochlear implant—and finds substantial negative effects on adoption. They argue that the
effective reimbursement rate for this new technology was set below the break-even level.

19Tn practice, the data may consist of somewhat less than three years post PPS since only about one quarter
of hospitals begin their fiscal year on October 1. In addition not all hospitals report data for the 12-month
period corresponding to their fiscal year. We discuss these issues in more detail in the interpretation of the
empirical results below.
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capital was specified in advance, and do not extend the analysis to cover the subsequent period
of uncertainty concerning the treatment of capital (footnote 17 provides more detail on the
initial treatment of capital and the subsequent period of uncertainty). We also exclude from
the analysis four states (MA, NY, MD and NJ) which received waivers exempting them from
the federal PPS legislation. Because these four states also experienced their own idiosyncratic
changes in hospital reimbursement policy during our period of analysis (often right around the
time of the enactment of federal PPS), the states are not useful for us as controls (Health Care
Financing Administration, 1986, Health Care Financing Administration, 1987, Antos, 1993,
MHA, 2002). These four states contain about 10 percent of the nation’s hospitals, leaving a
sample of about 6,200 hospitals per year.?’

The data contain information on total input expenditures and various components of ex-
penditures, admissions, patient days, employment and various components of employment,
and a series of binary indicator variables for whether the hospital has a variety of different
technologies. The expenditure and utilization data for year ¢ are in principle measured for the
twelve-month reporting period from October 1, ¢t-1 through September 30, ¢; the employment
and technology variables are supposed to be measured as of September 30, ¢. Note that hospital
employment and payroll consist of nurses, technicians, therapists, administrators, and other
support staff; most doctors are not included as they are not directly employed or paid by the
hospital. With the exception of patient days, none of the variables are reported separately for
Medicare. We use Medicare’s share of patient days in the hospital as the key source of our
cross-sectional variation in the impact of PPS across hospitals (see below).

Medicare explicitly defines a hospital’s reimbursable capital costs to include interest and
depreciation expenses (GAO, 1986, OTA, 1984, Cotterill, 1991), each of which we can identify
in the AHA data.?! Since changes in interest expenses may reflect financing changes rather than
real changes in inputs, we focus primarily on depreciation expenses (which are about two-thirds

of combined interest and depreciation expenses). Medicare uses straight-line depreciation to

20Cutler (1995) uses MA as a control state relative to other New England states in his study of the impact
of PPS on health outcomes, as PPS was only introduced in MA in FY 1986. Because Medicare and Medicaid
experimented with alternative forms of rate setting in MA between FY 1982 and FY 1985 (Health Care Financing
Administration, 1987), MA is not suitable to be used as a control state for our analysis of the effect of relative
factor price changes resulting from PPS (although these do not necessarily pose a problem for Cutler’s analysis
of the impact of PPS on health outcomes).

21 Capital-related insurance costs, property taxes, leases, rents, and return on equity (for investor-owned
hospitals) are also included in capital costs. In practice, however, capital costs are primarily interest and
depreciation expenses, which are also the items reported separately in the AHA data and used by the overseers
of Medicare to study Medicare capital costs (e.g. CBO, 1988, Prospective Payment Assessment Commission,
1992, Medicare Payment Advisory Commission, 1999).
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reimburse hospitals for the depreciation costs of structures and equipment (CBO, 1988). The
estimated useful life of an asset is determined by the American Hospital Association; during
the time period we study, it ranged from 4 to 40 years depending on the asset; lives of 5 and
10 year tend to be the most common (AHA, 1983). Depreciation expenses therefore measure
past and current capital expenditures rather than the capital stock, which would be the ideal
measure. Nevertheless, since the cost of capital and equipment prices should not vary across
hospitals, depreciation expenses should be a good proxy for the capital stock.

Our baseline measure of the capital-labor ratio, K;/L; in terms of the model, is therefore
the “depreciation share” defined as depreciation expenses divided by operating expenses. We
define operating expenses as total input expenses net of interest and depreciation expenses.
Just under two-thirds of operating expenses are payroll expenses (including employee benefits),
with the remainder consisting of supplies and purchased services. Depreciation expenses are

on average about 4.5 percent of operating expenses (see Table 1).

4.2 Descriptive Statistics and Time Series Evidence

Table 1 gives the basic descriptive statistics for our key variables over the entire sample.
Changes in these variables over time are depicted in Figures 1-3.

Figure 1 shows the simple time series average of hospital capital-labor ratio (depreciation
share). Consistent with Proposition 1, the time series displays a striking increase in the average
capital-labor ratio at the time of PPS’s introduction (FY 1984) both in absolute terms and
relative to the pre-existing time series pattern. Proposition 2 suggests that if the level of
the price cap 6 is sufficiently non-generous, labor inputs should fall, but that even in this case
capital inputs may rise, fall, or remain unchanged. The time series results are broadly consistent
with this and show a pronounced decrease in labor inputs (real operating expenditures) relative
to the pre-existing trends (Figure 2). They also show no evidence of a deviation in capital
inputs (real depreciation expenditures) from the pre-existing time series trend (Figure 3).22

The time series evidence is only suggestive, however, since it may be driven by other secular
changes in the hospital sector or the macro economy more generally. Our empirical work below
exploits the within-variation for hospitals, in particular, focusing on the interaction between
the introduction of PPS and the pre-PPS Medicare share (the empirical counterpart of m;
in the model). It is nonetheless interesting and reassuring that this very different empirical

strategy will show patterns quite similar to those visible in Figures 1-3.

22To match the emprical work below, the time series in Figures 2 and 3 are presented on a log scale; in

practice, the pattern is similar if we look at absolute levels.
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5 Econometric Framework

The motivating theory developed in Section 2 suggests an empirical strategy for detecting the
effects of PPS reform based on variation across hospitals in their (pre-PPS) Medicare share,
m,;. Proposition 1 indicates that the regulatory change should be associated with an increase
in the capital-labor ratio for all affected hospitals (i.e., for all hospitals with m; > 0), but with
a larger effect in hospitals with a higher m; (see equation (12)). Based on this reasoning, our

basic estimating equation is
Yit = o + v, + Xy - 48 - (POST; - m;) + €41, (25)

where y;; is the outcome variable of interest in hospital ¢ at time ¢. In our first empirical models,
yi+ will represent the capital-labor ratio (measured as the depreciation share) to investigate the
predictions in Proposition 1. We will later use the same framework to investigate the responses
of a number of other outcomes.

In our estimating equation (25), a; represents a full set of hospital fixed effects, 7, stands
for a full set of year dummies, and X;; is a vector of other time-varying covariates. These
other time-varying covariates are not included in the baseline regressions, but will be added in
several of the robustness checks below. Finally, €;; is a random disturbance term capturing all
omitted influences.

The main variable of interest is the interaction term (POST; - m;) with coefficient 5. Here
POST; is a dummy variable which takes the value equal to 1 for the three post-PPS years
(1984-1986). A useful variant of this equation is

yit = o + 7, + Xl -8 - (POST, - m;) + ¢ - (digss - mi) + €t (26)

where djgg3 is a dummy for the year 1983. The interaction term (djog3 - m;) acts as a pre-
specification test; it will be informative on whether there are any differential trends in the
variables of interest by Medicare share before the introduction of PPS.

We will also estimate a more flexible version of these equations of the form
Yir = i + v + Xy -t Z By - mi + it (27)
+>1981

Relative to (25) or (26), the model in (27) allows both time-varying post-PPS effects and also
a more flexible investigation of whether there are any differential trends in the variables of

interest by Medicare share in any of the pre-PPS years.
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In all models, to account for potential serial correlation of the observations from the same
hospital, we adjust the standard errors by allowing for an arbitrary variance-covariance matrix
within each hospital over time (see Wooldridge, 2002, p. 275 for details and for how such a
robust variance estimator takes care of potential serial correlation with fixed effects estimators).
In practice, this does not have much of an effect on the standard errors.

A key question is how to measure m; empirically. In the theoretical section, this variable
corresponds to the Medicare share of total revenue or of total operating expenses. Since in
practice Medicare reimbursed for hospital expenses in the pre-PPS regime based on Medicare’s
share of patient days in the hospital (Newhouse, 2002, p. 22), we define m; as the share of
Medicare inpatient days. Since, as discussed in the motivating theory, the Medicare share m;
is likely to respond endogenously to the regulatory change, we measure m; in 1983, the year
prior to the implementation of PPS.

Figure 4 shows the considerable variation across hospitals in their Medicare share in 1983.
The average hospital’s Medicare share is almost two-fifths (38 percent), with a standard devi-
ation of over one fifth (21 percent). The distribution looks normal, except for the mass point
of almost 15 percent of hospitals which we have coded as having zero Medicare share. This
reflects that fact that certain types of hospitals—specifically federal, long-term, psychiatric,
children’s, and rehabilitation hospitals—were exempt from Medicare PPS (OTA, 1985, New-
house, 2002, p. 27). The exemption presumably stems from the extremely low Medicare share
of these hospitals.??> For our purposes, we code their m; as 0 since they would not be affected
by the reform. In the robustness analysis below, we show that the main results can be obtained
when we identify the effect of PPS using only the variation between zero share and non-zero
share hospitals, or using only the variation in m; among hospitals coded with a non-zero m;.

The identifying assumption in estimating equations (25), (26), and (27) is that, absent
the introduction of PPS, hospitals with different m;’s would not have experienced differential
changes in their outcomes in the post-PPS period. However, m; is not randomly assigned
across hospitals. Indeed, in the cross-section prior to PPS, a larger m; is correlated with

lower operating expenditures and higher depreciation shares (results not shown).?* Any fixed

230n average, the actual Medicare share for these hospitals is only 9 percent in 1983, compared to 45 percent
for other hospitals.

24 These and other results mentioned in the paper, but not shown in the tables are available upon request
from the authors.

Prior to PPS, cost reimbursement of capital was relatively more generous than that of labor. The cross-
sectional relationship between a higher Medicare share and a higher capital-labor ratio prior to PPS is consistent
with the results in Section 2 that, under full cost reimbursement, if capital reimbursement is more generous
than labor reimbursement, a higher Medicare share will be associated with a higher capital-labor ratio.
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differences across hospitals will be absorbed by the hospital fixed effects, the «;’s. However,
such systematic differences raise concerns about whether absent the introduction of PPS in FY
1984, hospitals with different m; would have experienced similar changes in the outcomes of
interest. Equations (26) and (27) allow us to use the pre-PPS data to investigate the validity of
this identifying assumption by looking for differential trends prior to PPS. The results below
will show little systematic evidence of such pre-existing trends, supporting our identifying
assumption.

Motivated by the theoretical predictions, we estimate equations (25), (26), and (27) for
various dependent variables: capital-labor ratio (depreciation share), log labor inputs (log
operating expenditures), log capital inputs (log depreciation expenditures), Medicare share of
patient days, log average length of hospital stay, and the share of nurse employment that is
high-skill. When the dependent variable is not already a share, we estimate the equation in
logs. A level specification would constrain the outcomes to grow by the same absolute amount
in each year, which would be inappropriate given the considerable variation in size across

hospitals.

6 Main Results
6.1 Results on Capital-Labor Ratio

Proposition 1 suggests that the move from full cost to partial cost reimbursement will increase
the capital-labor ratio. We investigated this in Table 2, which shows that the introduction
of Medicare PPS is associated with a statistically and economically significant increase in the
capital-labor ratio (depreciation share).

Column (1) shows the estimation of our most parsimonious equation, (25). The POST;
variable is simply a dummy for the three years in which PPS is in effect in our sample (1984-
1986). In this specification, the coefficient S on the key interaction term (m; - POST}), is
estimated as 1.129 (standard error = 0.108). This is both a highly statistically significant and
economically large effect. Given that the average hospital has a 38 percent Medicare share
prior to PPS, this estimate suggests that in its first three years, the introduction of PPS was
associated with an increase in the depreciation share of about 0.42 (=~ 1.129 x 0.38) for the
average hospital. Since the average depreciation share is about 4.5, this corresponds to a
sizable 10 percent increase in the capital-labor ratio of the average Medicare share hospital.

Column (2) estimates equation (26) in order to investigate whether the differential growth

in the capital-labor ratio between high and low Medicare share hospitals was present before
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the introduction of PPS. The estimate of the key parameter, 3, is essentially unchanged,
while the coefficient ¢ on the interaction between the 1983 dummy and the Medicare share,
(d19s3-m;), is very small (practically zero) and highly insignificant. This indicates that relative
to the years 1980 through 1982, hospitals with a larger m,; did not experience a statistically
or economically significant change in their capital-labor ratio in 1983 (the year before PPS)
relative to hospitals with a smaller m;. This is supportive of the validity of the identifying
assumption that absent the introduction of PPS, hospitals with different Medicare shares would
have experienced similar changes in their capital and labor demands.

Column (3) shows the results from estimating the more flexible equation (27) in which each
year dummy is interacted with the hospital’s 1983 Medicare share; the omitted year is 1980.
This allows a further investigation of the identifying assumption as well as an examination of
the timing of the response to PPS. The results indicate that relative to their 1980 spending,
hospitals with a larger Medicare share did not experience a significant change in their capital-
labor ratio relative to hospitals with a smaller Medicare share in the pre-PPS years 1981 or
1983, but there is a one-time downward blip in 1982. Thus, the pattern over all four pre-PPS
years suggests that, if anything, the capital-labor ratio may have been declining in hospitals
with a larger Medicare share relative to hospitals with a smaller Medicare share. There is a
pronounced shift in this pattern starting in 1984, the first year that PPS is in place. In this
year, hospitals with a larger Medicare share experience a statistically significant increase in the
capital-labor ratio relative to hospitals with a smaller Medicare share, confirming the results
in the previous two columns.

In a pattern that will repeat itself for many of the other dependent variables that we analyze,
the results in column (3) also indicate that the magnitude of the increase in the capital-labor
ratio associated with PPS grows from 1984 to 1985 and again from 1985 to 1986. This likely
reflects, at least in part, lags in the implementation of PPS both in actuality and as measured
in our data. PPS was effective at the beginning of the hospital’s fiscal year starting on or after
October 1, 1983. Hospitals were therefore added to the new regime throughout its first year in
operation, with some not entering the new system until midway or late in the 1984 calendar
year (OTA, 1985). Moreover, not all hospitals follow the AHA instructions to report data for
year t for the twelve month period from October 1, ¢-1 to September 30, ¢; in any given year,
about half appear to instead report data for the twelve-month period corresponding to their

fiscal year. This also contributes to a staggered implementation of PPS in the data.?® However,

25In practice, it is difficult to exploit this potential source of additional empirical variation because there is
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the fact that the increase in the size of the effect from 1984 to 1985 (i.e., from a year in which
only some hospitals were fully under the system to a year in which all were) is quite similar to
the increase in the size of the effect from 1985 to 1986 (two years in which all affected hospitals
were under the system) suggests that lags in implementation alone cannot fully account for
the time pattern we observe. Lags in the hospital response to the new reimbursement regime
(perhaps due to adjustment costs) may have also played a role.

Whatever its underlying cause, the empirical evidence in column (3) that the impact of
PPS appears to grow over time suggests that a more appropriate parameterization of the post-
PPS period may be a trend rather than a single post-PPS dummy. This motivates yet another

slight variation on our estimating equation,

it = i+, + X8| D (6 —1983) - my | + ¢ - (dioss - i) + €, (28)
+>1984
which imposes a linear structure on the post-PPS effects. This equation has the advantage of
summarizing the post-PPS patterns more parsimoniously than equation (27).

Columns (4) and (5) estimate equation (28) with and without the pre-specification test
term, (digs3 - m;). In both cases, there is a very precisely estimated coefficient of 3 of about
0.53 (standard error approximately 0.05). In column (5) as in column (2), there is no evidence
of a pre-PPS differential effect. With a similar calculation to above, the estimate of 0.53
suggests that, in its first three years, PPS was associated, on average, with an approximately

4 percent per year increase in its capital-labor ratio.26

6.2 Results on Labor and Capital Inputs and Medicare Share

Proposition 2 suggests that if the generosity of the price cap 6 is not very high, labor inputs
should decline with the change from full to partial cost reimbursement. Table 3 investigates the
differential change in (log) labor inputs (log operating expenses) across hospitals with different
pre-PPS Medicare shares; it reports results from estimating equations (25), through (28) with

this alternative dependent variable. Consistent with Proposition 2, the results suggest that the

considerable year-to-year variation in a given hospital’s reporting period.

26Qur estimate of the magnitude of the response of the capital-labor ratio to the change in regulatory regime
may be affected by hospitals’ expectations that continued reimbursement of capital costs might be temporary.
A priori, it is not clear how such expectations (even if they were important) would affect magnitudes. On the
one hand, the response might be larger because the relative subsidy to capital is expected to be temporary and
hospitals may attempt to incur and pass through their capital costs while they still can. On the other hand, if
there are adjustment costs, the response may be smaller than the case in which the change in the regulatory
regime is expected to be permanent.
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move from full cost to partial cost reimbursement was associated with a decline in labor inputs.
Once again, the estimates are quite precise. For example, the estimate of 3, the coefficient on
the interaction term (m; - POST}), in column (1) is -0.141 (standard error = 0.016). Column
(2) shows no evidence of a pre-existing trend. These estimates suggest that during the first
three years of PPS, there was a decline of about 5 percent (=~ 0.141 x 0.38) in labor inputs for
an average Medicare share hospital.

The estimates in column (3) again suggest that the impact of PPS was increasing over the
first three years in which it was in place. Correspondingly, the linear trend specifications in
columns (4) and (5) also fit the data very well and produce precise estimates of about -0.07.27
This implies that, during its first three years, the PPS reform was associated, on average, with
an approximately 3 percent (~ 0.07x0.38) decline per year in labor inputs. These specifications
also show some evidence of a small and marginally statistically significant increase in operating
expenditures in more affected hospitals in some of the pre-PPS years. Although this may raise
concerns about the potential for mean reversion that may contaminate our estimate of the
impact of PPS, Section 7 shows that the results are highly robust to a number of specification
that flexibly deal with potential mean reversion issues.

Perhaps the most interesting theoretical suggestion in Proposition 2 is that even when the
price cap 6 is low enough that labor inputs decline, capital inputs need not decrease, and may
in fact increase. Table 4 estimates our baseline models for log capital inputs (log depreciation
expenses). The results indicate essentially no effect on capital inputs. The coefficient on the
interaction term (m; - POST;) is always very small and typically statistically insignificant.?®
These results suggest that the decline in labor inputs was not associated with a corresponding
decline in capital inputs, which is consistent with the results in Proposition 2 when there is
sufficient substitutability between capital and labor.?

Finally, we note that we have interpreted the results for labor and capital inputs as consis-

tent with the predictions of the theoretical model for the case when the price cap 0 is relatively

TIn addition to the possible lags in implementation and lags in adjustment discussed above, another potential
explanation for the time pattern in the adjustment of labor inputs to PPS is that the level of the price cap
0 was tightened after the first year of PPS (Coulam and Gaumer, 1991), which would naturally lead to further
declines in labor inputs.

*8Given the evidence of a decline in labor inputs (operating expenditures) and no change in capital inputs
(depreciation expenditures) associated with PPS, we would also expect a decline in total hospital expenditures.
We verified that this is indeed the case (results not reported to save space). This is consistent with similar
empirical findings in the existing literature (see, e.g., Feder et al., 1987).

29Recall, however, from Proposition 3 that technology may increase even if total capital inputs do not increase,
since total capital inputs include both capital embodying new technologies and other types of capital, such as
structures. We investigate the impact of PPS on technology adoption in the next subsection.
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low. As discussed in footnote 13, existing qualitative and empirical evidence supports our
interpretation on these results in the context of a relatively low price cap. We can also pro-
vide some additional empirical evidence consistent with a relatively low level of the price cap.
Specifically, section 2.2 showed that for a sufficiently low level of the price cap, the change from
full to partial cost reimbursement should be associated with a decline in the Medicare share
m;. Table 5 reports results from regression analysis where the dependent variable is Medicare’s
share of patient days. To prevent a mechanical correlation between the cross-sectional varia-
tion, m;, and the dependent variable, in this table, we define the right-hand side cross-sectional
variation in m; based on the hospital’s m; in 1980, and exclude 1980 from the analysis.?? The
point estimate in our preferred specification (column 5) is -0.032 (standard error = 0.003),
which suggests that, for its first three years, PPS was associated with, on average, about a 1
percent (=~ 0.032 x 0.38) per year decline in the Medicare share of patient days. These results
are consistent with past research, which has found that PPS was associated with substantial
declines in Medicare patient days (Coulam and Gaumer, 1991), although to our knowledge

ours are the first estimates of the impact of PPS on Medicare’s share of total patient days.

6.3 Technology Adoption

The AHA data contain a series of binary indicators for whether the hospital has various
“facilities”, such as a blood bank, open heart surgery facilities, CT scanner, occupational
therapy, genetic counseling, and neonatal intensive care. These data have been widely used
to study technology adoption decisions in hospitals (e.g. Cutler and Sheiner, 1998, Baker and
Phibbs, 2002, Finkelstein, 2005). Since they contain only indicator variables for the presence or
absence of various facilities, we cannot study upgrading of existing technology or the intensity
of technology use, but we can study the total number of facilities, which provides one proxy
for the A; variable in the theoretical model

Overall, during our time period, the AHA collects information on the presence of 113
different facilities. These are listed, together with their sample means and the years that they
are available in Appendix Table A. They form an unbalanced panel. On average, a given
facility is reported in the data for 4.6 out of the possible 7 years; only one-quarter of the
technologies are in the data for all seven years. Moreover, as is readily apparent from even a
cursory glance through Appendix Table A, the list encompasses a range of very different types

of facilities. Given these two features of the data, we pursue two complementary approaches

30 All of our previous results are robust to this alternative specification.
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to analyzing the impact of the change from full to partial cost reimbursement on technology
adoption.

Our first approach (reminiscent of the perfect substitutability across different technologies
in the model) treats all facilities equally and estimates equations (25)-(28) using the (un-
weighted) number of facilities that hospital 7 has in year ¢ as the dependent variable (in this
specification, year fixed effects take care of the unbalanced panel nature of the data). Our
second approach estimates separate hazard models of the time to adoption (parallel to the
time to “failure” in the typical hazard model) for specific technologies that are in the data for

all of the years of our sample. We discuss this approach in more detail below.

6.3.1 Number of Facilities

In our first approach, the dependent variable is the raw count of the number of facilities of each
hospital. The dependent variable ranges from 0 to 77 with an average of 25. Approximately 10
percent of the hospital-years in the sample have zero facilities. Table 6 shows the results. Panel
A reports the OLS estimates. Since there are a large number of zero’s, we cannot estimate this
equation in logs, nor is there a natural scaling factor to use in the denominator to turn this
into a share estimate. However, since, as discussed above, we prefer a proportional estimator,
Panel B reports the analogous set of results from the conditional fixed effects Poisson model
(Hausman et al., 1984). This latter approach essentially amounts to assuming the following
conditional expectation for the number of facilities for hospital ¢ at time ¢, N, given the

sample mean of the vector of covariates X;, X;, for hospital i:
E [Nit | o, Xi] = exp(ei +7; + Xy - p+8 - (POST; - mi) + ¢ - (digss - ). (29)

Because this equation is nonlinear and cannot be estimated consistently with fixed effects,
we follow Hausman et al. (1984), and estimate the conditional logit transformation of this
equation with quasi maximum likelihood. More specifically, we estimate

exp(y; + Xjy - n+B - (POST, - m;) + ¢ - (digsz - mi))

E [Nzt ’ Oé@,XZ,Nz] = T ;
Yo exp(y, + Xi_-n+B- (POST: -m;) + ¢ - (d1gs3 - m;))

N, (30)

where N is the average number of facilities for hospital i over the sample. This transforma-
tion removes the unobserved hospital effects, the a;’s, and enables consistent estimation (see
Hausman et al., 1984, Wooldridge, 2002, pp. 674-676).

In practice, the results are not sensitive to whether we estimate OLS models or use the
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conditional fixed effect Poisson model in equation (30).3! In either case, the estimates suggest
that the change from full to partial cost reimbursement is associated with a statistically and
economically significant increase in the number of facilities of affected hospitals.

The point estimate from the OLS specification in column (1) is 2.621, suggesting that,
on average, the regulatory change is associated with an increase of about one new facility
(~0.2.621 x 0.38) in a hospital over its first three years; this corresponds to about a 4 percent
increase over the average number of facilities in a hospital (which is about 25). The magnitude
of the estimated effect is quite similar in the conditional fixed effect Poisson specification in
column (6); the point estimate of 0.12 suggests that the introduction of PPS is associated with
an approximately 5 percent (~ 0.120 x 0.38) increase in the number of new facilities for the
average Medicare share hospital over its first three years.

The results in Table 6 are also broadly supportive of our identifying assumption of no
differential trends across hospitals in the number of facilities prior to PPS. Columns (3) and
(8) show some evidence of a differential decline in the number of facilities in higher Medicare
share hospitals in 1981 relative to 1980, but reassuringly, there is no similar pattern between
any of the other pre-PPS years 1981, 1982 or 1983. Although these findings raise potential
concerns about mean reversion, once again our robustness analysis in Section 7 shows that the
results are robust to several different checks against mean reversion.

One difference with the previous set of findings is the time pattern of the impact of PPS
in the most flexibly estimated specification (columns 3 or 8). In particular, rather than the
approximately linear growth for the other variables studied so far, the number of facilities in
the affected hospitals shows a statistically significant increase from 1983 to 1984, and again
from 1984 to 1985, but the effect then appears to decline somewhat from 1985 to 1986 (OLS
specification) or at least not rise from 1985 to 1986 (conditional fixed effect Poisson specifica-

tion).
6.3.2 Hazard Models

A drawback to the preceding analysis is that it treats all technologies as perfect substitutes.
As an alternative, we estimate separate hazard models of the time to adoption for specific

technologies that are in the data for all of the years of our sample. We focus on 10 technologies

31 The standard errors in the conditional fixed effect Poisson model have not yet been adjusted to allow for an
arbitrary covariance matrix within each hospital over time. We plan to do so for the next version of the paper,
and in the meantime have verified that a conditional fixed effect negative binomial model yields very similar
results.
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that were identified as “high tech” and analyzed as such by previous researchers (Cutler and
Sheiner, 1998, Baker, 2001, and Baker and Phibbs, 2002), and that are present in our data
in all years. Two of these technologies are cardiac technologies (cardiac catheterization and
open heart surgery), two are diagnostic technologies (CT scanner and diagnostic radioisotope
facility), four are radiation therapies used in cancer treatment (megavoltage radiation therapy,
radioactive implants, therapeutic radioisotope facility, and x-ray radiation) and two are other
miscellaneous technologies (neonatal intensive care unit and organ transplant). Figure 5 plots
the diffusion pattern over our sample period of each of these 10 technologies; they differ in
both their initial diffusion level and in whether and how rapidly they are diffusing over our
sample period.

In the hazard model analysis, we exclude hospitals that have a given technology in 1980
(since they are not “at risk” of failure—i.e., of adoption), and treat hospitals that have still not
adopted the technology by 1986 (the end of our sample period) as censored. Our first model

is an exponential—constant—proportional hazard model of the form:
At = aexp (v, + ¢ - diggs - mi + - (POST; - m;) + X5 - m) (31)

where )\; denotes the conditional probability that the hospital adopts a given technology at
time ¢, given that it has not yet adopted the technology, and « denotes the constant baseline
hazard parameter (which we estimate). The assumption of the proportional hazard model is
that the covariates shift the baseline hazard proportionally.

Since we have at most a single transition (adoption) for each hospital, we cannot include
hospital fixed effects as we have done in all of the prior analyses. Instead, we control for a range
of time-invariant hospital characteristics (denoted by X;). These are m; (i.e., the hospital’s
1983 Medicare share), the square of m;, the number of beds in 1983, and dummy variables for
whether the hospital is a general (non-speciality) hospital, whether it is short term, whether
it is federal, whether it is located in an urban area, and a complete set of state fixed effects.??

Our second model is a Cox semi-parametric proportional hazard model, which allows for a
fully flexible, non parametric baseline hazard Ag, and is estimated by a transformation similar
to that in equation (30)—see Kiefer (1988). In the Cox model, we do not include year fixed

effects, since the fully flexible baseline hazard is also specified with respect to calendar time.

32In practice, conditional on including m; and the square of m;, the results are not sensitive to the inclusion
of the additional baseline covariates.

Note also that reestimating our previous models dropping the hospital fixed effects and instead controlling
for these covariates yields very similar results to those with hospital fixed effects (results not shown).
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Table 7 reports the results from both models. To conserve space, we report results only
from a specification similar to equation (26), which includes a single interaction between the
Medicare share, m;, and the post-PPS period dummy, POST; as well as the pre-specification
test with the interaction between m; and the dummy for the year 1983.33 To illustrate the
magnitude of our estimates, Table 7 also translates the hazard model coefficient on POST;-m;
into the implied change in the proportion of hospitals who adopt the technology between 1981
and 1986 associated with changing m; from its mean to zero. For this calculation, all other
covariates are set at their mean.

Panel A of Table 7 reports the results from the exponential proportional hazard model,
while Panel B reports results from the Cox proportional hazard model. On the whole, both
panels show very similar results and suggest that the shift from full cost to partial cost reim-
bursement was associated with increased technology adoption.

Overall, the evidence in Table 7 suggests that PPS likely increased the adoption of 6 or 7 out
of the 10 specific technologies.?* For technologies, such as the cardiac catheterization and open
heart surgery, which are used disproportionately by Medicare patients, our interpretation of the
apparent increase in adoption associated with PPS is along the lines of Proposition 3, and relies
on technology-labor substitution. Evidence potentially consistent with such technology-labor
substitution is discussed in the next subsection. An impact of PPS on adoption of cardiac
technologies is particularly interesting given the important role that the diffusion of these
technologies appears to have played in both the rise in health care costs and the improvement
in elderly life expectancy over the last decades (Cutler, 2003).

Other affected technologies, such as the neonatal intensive care unit and the organ trans-
plant facilities, are likely to be used almost exclusively by non-Medicare patients. Our inter-
pretation for these results is that they are driven by spillovers and complementarities between
new technologies, or changes in the composition of effort by hospital managers across different

products. We discuss this in further detail in subsection 6.6 below.

6.4 Technology-Labor Substitution

In view of Proposition 3, our finding that a switch to partial cost reimbursement is associated

simultaneously with a decline in labor inputs and increased technology adoption suggests that

33 As with the results for the total number of facilities, the results from hazard model estimates of individual
technologies do not indicate that the impact of PPS grows continually over the three PPS years in our sample.

3 Three of the technologies show , negative effects of PPS on adoption. However the estimated magnitude is
both statistically and economically insignificant.
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these technologies are substitutes for labor inputs (or operating inputs more generally). This
raises the question of the mechanism by which these technologies substitute for labor.?> While
we cannot provide a definitive answer to this question, we provide some suggestive evidence
of one natural mechanism of technology-labor substitution for hospitals, which is by using
technology to reduce the length of stay. The typical hospital day is relatively nurse- or custodial
care-intensive. By increasing the intensity of treatment up front, hospitals may be able to
reduce length of stay on the margin. Consistent with this, Table 8 presents evidence that
Medicare PPS is associated with declines in log average length of stay, defined as log(patient
days/admissions).?¢ This finding is consistent with those in many other studies, reviewed by
Coulam and Gaumer (1991) and Cutler and Zeckhauser (2000), that also found a decline in
length of stay associated with PPS.

The magnitude of the decline in log length of stay associated with PPS in Table 8 is
quite similar to the estimated decline in Medicare share associated with PPS in Table 5.
This suggests that, although we cannot separately examine the impact of PPS on length of
stay among Medicare patients (because we do not observe admissions numbers separately for
Medicare and non-Medicare patients), the decline in length of stay associated with PPS is

likely to have been concentrated among Medicare patients.

6.5 Changes in Skill Composition

Finally, Proposition 4 suggests that when technology (or capital) is more complementary to
skilled than to unskilled labor, a consequence of an induced increase in technology (or in the
capital-labor ratio) will be a change in the composition of the workforce towards more skilled
employees.

Our data permit us to investigate this prediction by looking at changes in the composition
of nurse employment. In particular, we can separately identify full time equivalent employment
of two types of nurses in the data, Registered Nurses (RN’s) and Licensed Practical Nurses
(LPN’s). Together these constitute about one-quarter of total fulltime-equivalent hospital em-

ployment, with RN’s forming 70% of the combined RN and LPN total.>” RN’s are considerably

35 As noted before, hospital labor costs consist of nurses, orderlies, administrators, and custodial staff but
not doctors (who are neither employed by nor paid by the hospitals). Thus the technologies may well be
complementary with physicians (or particular physician specialties) but still substitutes for hospital labor.

30Because the dependent variable is mechanically related to the cross-sectional variation of Medicare share of
patient days in 1983, we again drop 1980 from the sample and re-define the cross-sectional variation as Medicare
share of patient days in 1980.

37The total amount of hospital employment accounted by nurses is about one-third, but the other nursing
categories do not have consistent names across years, making it impossible for us to use them in this exercise.

32



more skilled than LPN’s. RN certification requires about 2 to 4 years of training, compared
to only 1 to 2 for a LPN. This is reflected in their hourly wages, with RN’s earning about 50
percent more than LPN’s.38

Table 9 shows that the introduction of PPS appears to be associated with an increase in
the proportion of nurses that are relatively more skilled nurses (the RN’s). These results are
somewhat weaker than our previous findings; for example, in one specification, there is evidence
of a marginally statistically significant effect prior to PPS in the same direction as the PPS
(column 2). In our preferred specification (column 5), the pre-PPS effect is not statistically
significant, but is still of the same sign as the main effect and about half the magnitude.

Overall, we interpret these findings as broadly suggestive of a potential increase in the skill

content of employment associated with the induced increase in technology adoption.

6.6 Alternative Interpretations

So far we have offered our preferred interpretation that the differential changes in factor de-
mands and technology are a response to changes in relative factor prices induced by the PPS.
Nevertheless, there is a number of alternative interpretations for our results, particularly for the
results on the capital-labor ratio and technology adoption. In this subsection, we discuss these
alternative interpretations, and why they are less compelling than our preferred interpretation.

Let us first consider the increase in the depreciation share in high-Medicare share hospitals
following PPS documented in Table 2. One alternative interpretation is that because depre-
ciation is a backward looking measure, the ratio of depreciation to operating expenses may
mechanically increase in response to a proportional scaling back of capital and labor inputs.
Yet this alternative explanation would also suggest that the effect should attenuate over time,
whereas the results in column (3) of Table 2 indicate that the effect appears to grow over time.
In addition, this explanation is not consistent with the PPS-induced changes in technology
adoption and skill composition shown in Tables 6, 7 and 9.

Another possible interpretation is that the increase in the capital-labor ratio may partly
reflect a strategic response by hospitals to the possibility that capital reimbursement may at
some point be made prospective; if so, hospitals may wish to build up their historical capital
costs to increase their future prospective capital reimbursement rates. The incentive for such
a strategic response is not obvious, however, since it was not a priori clear if and when capital

reimbursement would be made prospective, nor how or whether own historical costs would

3 Hourly wage estimates by occupation are from the 2000 Merged Outgoing Rotation Groups of the CPS. We
are grateful to Doug Staiger for providing us with these estimates.
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affect any prospective reimbursement rates (see e.g., GAO, 1986, CBO, 1988). Moreover, to the
extent that the response reflects the results from such “gaming”, we might expect it to occur
predominantly—or at least disproportionately—on the more easily manipulatable financing
dimension (i.e., interest expenditures, or leveraging) rather than on the depreciation share per
se. However, we find no evidence that PPS is associated with an increase in debt financing
of capital expenditures (“leveraging up”).?® Finally, this type of gaming response would not
be expected to translate into real effects on other margins, such as technology adoption or the
skill composition of the workforce.

Turning to the technology results, our finding of a PPS effect on some technologies not
directly reimbursed by Medicare may be interpreted as casting doubt on our other technology
results. However, we believe that these findings are in fact quite consistent with the growing
body of evidence of “spillovers” from the nature of insurance for one group of patients to
the treatment of another group of patients.*’ In general, the estimated magnitudes of these
“spillover” effects on adoption of non-Medicare technologies are considerably smaller than the
impact of PPS on adoption of technologies used by the Medicare population (see Table 7). One
way to incorporate such spillovers into the framework developed in Section 2 would be to relax
the assumption that the other inputs in the production function (1), F , represented by z;, are
constant. For example, in the model of subsection 2.2, a change from full cost to partial cost
reimbursement may encourage a firm to switch its managerial efforts (a component of z;) from
Medicare-related activities to non-Medicare activities. In this case, we may expect an increase
in non-Medicare related technologies.*! Another possibility is that there are complementarities
in a range of new technologies, and adopting a number of new Medicare-related technologies
may reduce the costs (and/or increase the benefits) of adopting other, non-Medicare, tech-

nologies. Finally, in practice, Medicare’s cost-based reimbursement rules permitted hospitals

39Gpecifically, we find no evidence of an increase in the ratio of interest expenditures to depreciation expen-
ditures (results not shown). Consistent with this, Table 12 (discussed in Section 7) shows no effect of PPS on
log interest expenses.

*0For example, Baicker and Staiger (2004) find that increases in the hospital reimbursement rate of Medicaid—
which primarily reimburses for childbirth and pediatrics—is associated with declines not only in infant mortality
but also in heart attack mortality among the elderly Medicare population. Similarly, Baker (1997) finds that
higher managed care penetration in private insurance is associated with decreased hospital spending on fee-
for-service Medicare patients. Most closely related to our findings, Dafny (2005) finds that in response to
increases in average reimbursement rates for Medicare patients with specific diagnoses, hospitals spread the
increased revenue uniformly across the treatment of all patients. Such “spillovers” could reflect a variety of
factors including charitable objectives of hospitals and jointness in production.

INote that this is a distinct effect on technology adoption from that highlighted in Proposition 3, which
focuses on the technologies directly substituting for the tasks previously performed by the labor that was being
subsidized under the full cost reimbursement regime.
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considerable latitude in determining which costs to assign to Medicare (OTA, 1984, CBO,
1988). A change in the reimbursement rules for Medicare inputs is therefore likely to have
also changed the effective reimbursement for some non-Medicare inputs as well. In light of all
these considerations, we do not find it surprising that there is some spillover of PPS reform to
non-Medicare technologies.

Another potential concern with the technology adoption results is that the time period we
are examining is one of secular increases in medical technology, and the elderly are among the
most intensive users of medical technology. This raises concerns that a correlation between the
underlying secular increase in technology and our cross-sectional variation (hospitals’ Medicare
share) might spuriously suggest an impact of changes in Medicare on technology adoption.
In this regard, the evidence of an impact of PPS on non-Medicare technologies offers some
reassurance, as does the fact that several of the technologies for which we find an impact of
PPS are in fact not diffusing over our sample period (see Figure 5). Most importantly, the
results from our pre-specification test (diggs-m;) also suggest that there were not systematically
differential trends in technology adoption across hospitals with different Medicare share before
the introduction of PPS. As another check, in Section 7 below, we also show results with
linear time trends interacted with Medicare share, which show, in fact, a stronger effect of
PPS on technology adoption, substantially alleviating the concerns that our results are driven
by underlying secular trends.

Finally, an alternative interpretation for our technology findings is that, as has been noted
by McClellan (1996, 1997), PPS reimbursement on the price cap (i.e., output) side is not fully
prospective; the reimbursement a hospital receives for a Medicare patient varies not only based
on the patient’s diagnosis, but also, in some cases, on the type of treatment he or she receives,
particularly the type of surgery if any.*> These features may have increased hospitals’ incentives
to perform these surgeries, and relatedly to adopt the technologies needed to perform them. In
practice, however, several pieces of evidence suggest that this type of incentive effect is unlikely
to be the driving factor behind our technology adoption results. The most convincing evidence
is that we find equally strong results for procedures which are not reimbursed more generously
after PPS. For example, as noted by McClellan (1996), for ad hoc reasons, while use of CABG

or PCTA procedures are associated with higher reimbursement rates for the treatment of a

42For example, there are separate reimbursement rates for patients who have a heart attack (AMI) but do
not undergo certain intensive procedures, patients who have a heart attack but undergo a revascularization
procedure known as percutaneous transluminal coronary angioplasty (PCTA), and patients who have a heard
attack and undergo coronary artery bypass graft (CABG) surgery.
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heart attack, the use of the cardiac care unit (CCU) is not. However, when we implement the
type of hazard model analysis shown in Table 7 for adoption of the CCU, the evidence indicates
that the introduction of PPS is associated with an increased rate of adoption of the CCU even
though this was not a technology whose use was associated with any increased reimbursement
rate. 3

In addition, other evidence, from subsequent changes in the relative reimbursement rates
of various health services, shows virtually no real response of hospitals in the intensity with
which a patient is treated or the resources spent on the patient (Dafny, 2005). There is
evidence of substantial nominal responses (termed “upcoding”) in the reimbursement group
in which the patient is placed in response to changes in the relative reimbursement rates of
various health services; these “upcoding” responses are substantially greater among for-profit
hospitals (Dafny, 2005, Silverman and Skinner, 2004). In contrast, our findings suggest that
the increase in depreciation share, the decrease in labor costs, and the lack of an effect on
depreciation costs associated with PPS were quite similar in publicly-owned, for-profit, and
non-profit hospitals, and that the technology adoption effects of PPS were in fact somewhat
more pronounced in publicly-owned hospitals than in for-profit or non-profit hospitals (results

not shown).*4

7 Robustness Checks
7.1 Alternative Specifications

We present robustness results for our main dependent variables: capital-labor ratio (depreci-
ation share), log labor inputs (log operating expenses), log capital inputs (log depreciation
expenses), and the number of facilities.*> In line with the pattern of results shown in Tables 2,
3, 4 and 6, for the first three outcomes, we report results with the post-PPS period parameter-

ized by a linear trend as in equation (28), while for the number of facilities we report results

3 Information on whether a hospital has a CCU is available from 1980-1985 (see Appendix Table A). The
data indcate a slight decline in the probability that a hospital has a CCU between 1980 (70%) and 1985 (67%).
The other technology adoption results in Table 7 are robust to excluding 1986 from the data.

“Our findings of broadly similar responsiveness to PPS across hospitals of differnet ownership types is consis-
tent with a large empirical literature that has tended to find little differences in hospital behavior by ownership
type (see, e.g., Sloan, 2002, for a recent review). Indeed, Silverman and Skinner (2004) observe that “upcoding”
is something of an anomoly in that it appears to be the one form of hospital behavior that is substantially
different by ownership type.

45 To save space, we only report the robustness analysis of the number of facilities in the OLS specification.
Results from the conditional fixed effect Poisson model were similar, except that we did not estimate the
first-differenced specification (column 4) since this specification can not be consistently estimated within the
conditional fixed effects Poisson model.

36



with the post-PPS period parameterized by a single indicator post-PPS dummy variable as in
equation (26).

Column (1) of Table 10 reproduces the baseline results. As discussed previously, the general
finding is one of no or insignificant pre-PPS differences by Medicare share, combined with a
significant post-PPS effect on three of the four outcomes (all but log capital inputs). The only
exception is in Panel B for log labor inputs, where there is a marginally significant pre-PPS
effect of the opposite sign of the estimated PPS effect.

To investigate the concern that our results may be spuriously picking up underlying differ-
ential trends by hospitals with different pre-PPS Medicare shares, our first robustness exercise
adds an interaction between the Medicare share (in 1983), m;, and a linear trend (i.e., in terms
of our estimating equations above, the vector of covariates X;; now includes m; - t). The es-
timates in column (2) show that our main results are generally robust to the inclusion of this
linear trend.*6

A related but different concern is that of mean reversion. In particular, if high Medicare
share hospitals are adjusting back to some hospital-specific equilibrium level, this may be
picked up by our post-PPS times Medicare share interaction. To investigate this potential
issue, column (3) presents a very flexible (and demanding) specification, in which we interact
the value of the dependent variable for each hospital in 1982 with a full set of year dummies.
This specification thus controls flexibly for potential mean reverting patterns. The estimates
are remarkably similar to the baseline case and show no evidence that mean reversion had any
significant effect on our results.

As another check on the serial correlation properties of the error term and patterns of mean
reversion, column (4) estimates the model in first differences rather than in levels. This speci-
fication is also useful as a check on the strict exogeneity assumption necessary for consistency
of the fixed effects estimator (Wooldridge, 2002, p. 284), and on the potential importance of
measurement error in the data (Griliches and Hausman, 1986). The first-differenced results in
column (4) are very similar to the baseline results; the one exception is the results for number
of facilities (Panel D), which now show a pre-PPS effect of the same sign as the estimated PPS

effect that is significant at 5%. However, since this is the only specification among many where

40The only exception is in Panel C for log capital inputs, where we now find a significant pre-PPS effect.
We find a similar significant pre-PPS positive effect on log capital inputs in the first-differenced specification in
column (4) and the specification excluding small regional hospitals in column (7) as well. Nevertheless, since
neither here nor in our base specifications is there any evidence of an impact of PPS on total log capital inputs,
these results are not a major problem for our approach and simply show that the capital input results are in
general less precisely estimated.
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we find a same-signed significant pre-PPS effect for number of facilities, we interpret this as
partly driven by sampling variability.

Another way of directly dealing with concerns about measurement error in our key variable,
the Medicare share, is to instrument for the 1983 Medicare share with past values. This exercise
is performed in column (5), and once again the results are very similar to the baseline estimates.
The only exception is in Panel C where now there is a small and marginally significant negative
effect on log capital inputs. Since the baseline estimate in column (1) is also negative (but
insignificant) for this variable, this evidence might suggest that there might have been a small
decline in log capital inputs following the introduction of PPS, although this result is not
robust across specifications (see especially column 8). Whether or not this is the case is not
essential for the interpretation of the rest of our results.

Several other specification checks investigated the sensitivity of our findings to differences
across areas and groups of hospitals. Since the price cap of Medicare PPS was phased in
over a four-year period as a combination of hospital-specific historical rates, regional average
rates and national rates (CBO, 1998, Gaumer and Staiger, 1990), regional differences in the
level of the price cap might contribute to differential regional effects of PPS. Column (6)
includes a full set of interactions between the (nine) census region dummies and year effects.
In addition, exceptions to PPS for some small rural hospitals made the reimbursement of
operating costs potentially not as prospective for these hospitals, which constitute about 20
percent of all hospitals, although obviously a much smaller proportion of hospital beds (Staiger
and Gaumer, 1990, Newhouse, 2002, p. 31). Column (7) therefore excludes approximately 20
percent of hospitals that are outside an MSA and had fewer than 50 beds in 1983. The results
in column (6) and (7) are again very similar to the baseline estimates in column (1), with
the only exception that we now find a statistically significant opposite-signed pre-PPS effect
for the number of facilities (Panel D), and a statistically significant positive pre-PPS effect on
capital inputs (Panel C) in column (7).

We also looked at results weighted by hospital size (measured as the number of beds in
1983). Hospital size is extremely right skewed; while the 90th percentile is only four times
bigger than the median, the 99th percentile is more than double the 90th percentile (and
the largest hospitals are over twice as big as the 99th percentile). Consequently, a regression
weighted by hospital size effectively only compares the behavior of the hospitals within the top
5th percentile or so. To avoid this, while still weighting by hospital size, we exclude the top
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ventile (i.e., the top 5%) of hospitals.*” These weighted results are shown in column (8). The
results are on the whole similar to those in column (1), with the only difference that we now
find a statistically significant opposite-signed pre-PPS effect for the number of facilities (Panel
D), and there is a positive effect on log capital inputs (Panel C).

Another dimension of potential heterogeneity in hospitals’ response to PPS concerns whether
or not they are vertically integrated with non-hospital organizations—such as rehabilitation
centers or nursing homes—which were exempted from the PPS reform and continued to be
reimbursed on a cost-plus basis. Hospitals that are vertically integrated with these exempted
units might find it easier to move various forms of care to the parts of the hospital that are
exempted from PPS. To investigate this, we reestimated our models limiting the sample to the
approximately 85 percent of hospitals that are not vertically integrated with nursing homes.
The estimates in column (9) are virtually identical to the baseline results and suggest that our
results are not driven by relabelling of care within a hospital.

Given the evidence in Table 7 of an impact of PPS on the adoption of non-Medicare tech-
nologies such as the neo-natal intensive care unit (NICU), one concern may be that our results
are capturing differential trends across hospitals related to other demographic characteristics
of their patient-bases. To check for this possibility, in column (10) we include additional con-
trols for dygg3 - b; and POSTTREN Dy - b;, where b; is the new born share of non-Medicare
patient days (defined analogously to m;). The inclusion of these variables has no major effect
on any of our results. In addition, the coefficients on digg3 - b; and POSTTREND, - b; are
economically and statistically insignificant (not shown in Table 10), except in the case of the
hazard model adoption of the NICU, where they have the expected sign, but their magnitude
is much smaller than those of the changes in response to relative factor prices induced by PPS.

Finally, we explored potential heterogeneity in the estimated effect of PPS based on the type
of variation in m; used to identify its effects. As discussed, federally-owned hospitals, long-term
hospitals, and certain speciality hospitals—together totalling 15 percent of all hospitals—were
exempted from PPS. Recall that we coded these hospitals as having a zero Medicare share (see
Figure 4). Table 11 explores how the estimated effect of PPS varies depending on whether
we use the variation in Medicare share provided by these exempt hospitals to identify the
effect of PPS. Column (1) replicates the baseline findings. In column (2) (labeled “using

only within variation”), we add a full set of year dummies interacted with each of the three

4TExcluding the top or the bottom ventile or the top or the bottom decile of hospitals from the unweighted
regressions has no perceptible effect on the results (not shown). Moreover, regressions weighted by log of hospital
size without excluding the top 5% also produce very similar results (again not shown to save space).
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categories that provide an exemption from PPS to equations (26) and (28). As a result,
identification of the effect of PPS comes only from within-hospital type variation in m; and
the three types of hospitals that are exempt from Medicare PPS are not used to estimate
its impact. Column (3) (labeled “using only between variation”) presents the complementary
approach in which identification of PPS comes only from between-hospital type variation in
m;; here, we instrument the interaction terms diggs - m; and POSTTREN D; - m; with the
full set of year dummies interacted with each of the three exemption categories. The results
indicate that the basic findings are robust to using either the within or between variation.
Most of the estimated effects of quite similar in size using either source of variation, though
the estimated impact of PPS on the capital-labor ratio is substantially larger with the between
variation than the within variation.

In summary, a wide variety of alternative specifications (some of them reported in Tables
10 and 11) suggest that the PPS-related increase in capital-labor ratio and decline in log
labor inputs are very robust findings. The results on the number of facilities are also robust;
although several specifications produced opposite-signed and statistically significant pre-PPS
results which might raise concerns about mean reversion, the estimated effects on facilities are
highly robust to a number of specification that control for mean reversion. The results on log
capital inputs are on the whole less precise, but they are consistent with our interpretation of

no effect of PPS on capital inputs.

7.2 Alternative Dependent Variables

Table 12 investigates the robustness of our results to alternative measures of various dependent
variables. Once again, the first column repeats the baseline regressions for comparison. Panel
A shows that the results for log labor inputs are robust to using alternative measures of
labor inputs, such as log payroll expenditures rather than log operating expenditures (see
column 2). Log payroll expenditures are a more direct measure of labor costs, but they are
not our preferred measure, since they do not include the full set of costs that experienced the
relative price change under PPS. Column (3) shows that the results are also quite similar when
we use the complement—Ilog of non-payroll operating expenses—as the dependent variable.
Columns 3 and 4 show that our results for log labor inputs are also generally robust to using
log employment or using log nurses, defined as RN’s plus LPN’s, though with both of these
dependent variables, there is some evidence of pre-PPS effects, in one case of the same sign as

the main effect, and in the other of the opposite sign.
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Panels B and C show that the results for log capital inputs and the capital-labor ratio are
robust to using interest expenses as well as (or instead of) depreciation expenses to measure
capital inputs. In particular, in all cases, the PPS effect is qualitatively similar, though in
some specifications there is evidence of an opposite-signed pre-PPS effect. The results in Panel
B suggest that PPS is not associated with any substantive or statistical change in either log
depreciation or log interest expenditures. Consistent with this, the results in Panel C suggest
that the (proportional) increase in the capital-labor ratio is quite similar when depreciation

expenses or interest expenses are used to proxy for capital inputs.

8 Conclusions

This paper has investigated the impact of regulation and regulatory change on firm input
mix and technology choices. We presented a simple neoclassical framework that emphasizes
changes in relative factor prices faced by regulated firms under different regimes and how this
may affect input mix and technology choices. We then investigated this possibility empirically
by studying the impact of the introduction of the Medicare Prospective Payment System (PPS)
in the United States. This reform changed the reimbursement for Medicare-related inpatient
hospital expenses from a full cost reimbursement system for both labor and capital inputs to
a partial cost reimbursement system, and thereby raised the relative price of labor.

Consistent with the framework we developed, the empirical results suggest that the PPS
reform is associated with an increase in the capital-labor ratio. This decline stems mainly
from a decline in labor inputs. We also found that the introduction of PPS is associated
with a significant increase in the adoption of a range of new health care technologies. Within
our theoretical framework, this would be the case when there is a relatively high degree of
substitutability between technology and hospital labor. We presented suggestive evidence of
technology-labor substitution working through declines in the length of stay. We also found
an increase in the skill composition of these hospitals, which is consistent with technology-skill
(or capital-skill) complementarities.

Our empirical findings suggest that relative factor prices are an important determinant of
technology diffusion in the hospital sector and perhaps in other sectors as well. They raise the
question of whether other factors that increase the relative price of labor for hospitals, such as
labor unions or the tax treatment of capital expenditures, also encouraging capital deepening
and technology adoption. This is an interesting question for future research.

Our findings regarding technology adoption run counter to the general expectation that
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PPS would, if anything, likely reduce the pace of technology adoption (Sloan et al., 1988,
Coulam and Gaumer, 1991, Weisbrod, 1991). Such expectations were formed by considering
PPS as a full price cap system, and hence overlooked the relative factor price changes induced
by the partial cost reimbursement regime. This highlights the potential importance of the
details of regulation policy in determining its ultimate impact. Interestingly, after the period
of our study, there was a 10-year period during which PPS was gradually moved to a full price
cap system. Proposition 5 in Section 2 shows that this move from partial cost reimbursement
to full price cap should be associated with a decline in the capital-labor ratio, and may also
retard technology adoption. An empirical investigation of the impact of the move to the full
price cap system is another interesting area for future research.

Naturally, our empirical results only speak to the impact of regulatory change in the health
care sector. It is possible that the health care sector is not representative of regulatory effects in
other sectors, for example because most hospitals are non-profit or public entities. Nevertheless,
the theoretical framework we develop should be applicable to other regulated industries, many
of which operate under some form of partial cost reimbursement (see Joskow, 2005). An
investigation of the response of input and technology choices to similar regulatory changes in
other industries is another obvious area for future research and would be particularly useful

for understanding the extent to which the results presented here generalize to other industries.
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9 Appendix A: Proofs from Section 2

Proof of Proposition 1: (11) follows immediately by comparing (10) to (6). In addition, taking the
ratio of (10) to (6), we obtain

Fre (Ai, L, KY) [ Fr (Ai, LY, KY)
Fx (AZ-,L{,KZ-f) JFy, (AZ-,L{,Kif)

= (1 —misL).

When F (4;, L;, K;) is homothetic in L; and K;, the left-hand side is simply a (decreasing) function of
(K?/LP)/ (Kg” /LI ) which immediately establishes (12). QED

Proof of Proposition ??: Given (1 + 6m;) /(1 —m;sg) > 1, comparison of (4) and (5) to (8) and
(9) immediately implies that Fi (A;, L7, K?) < Fi (AZ-, Ll Kf) and Fy, (A;, LP, K?) < Fy (Ai,L{ K )
Since F' exhibits decreasing returns, this is not possible with K? < Kif and LY < L{ , proving the first
part of the proposition. Next, from Proposition 1, K¥ < Kif and L? > sz is not possible. So to obtain
a contradiction suppose that Kf’ > Kf or Lf < L{ . But given Frx > 0 and Fpp < 0, this implies
Fp (A;, LY K?) > Fy, (Ai, L, Kf), which contradicts the above inequalities, so K” > K/ or L < L!
is not possible. This proves that we must K7 > Kzf and LY > L{ as claimed in the second part of the
proposition. QED

Proof of Proposition 2: To prove this proposition, totally differentiate the first-order conditions
(4) and (5) with respect to L;, K; and sz, and write the resulting system as

Fr, Fri dL \ [ —my ds
Frx Fxr dK ) — 0 L
Applying Cramer’s rule immediately gives (13), and the fact that Frp Frxx — (FL K)2 >0and Frr <0

follows from the concavity of F, thus establishing the fact that dL; (sy) /dsy, > 0 as stated in (13).

Similarly, from Cramer’s rule
dK;(sp) m; Fri

dsL  FppFrr — (Frr)®
Therefore, this will be positive when Fpx > 0 and negative when Frx < 0. When F' is homogeneous
of degree «, i.e., F (A;, L;, K;) = Hy (4;) ¢ (Ls, K;)®, it is easy to verify that

Frrg < (a—1)¢por + drxd-

(32)

Recalling that when ¢ exhibits constant returns to scale, the elasticity of substitution is given by

_ dpdk
C T pLkd’

which immediately implies that Frx < 0 if and only if 1/(1 —a) < o4 and positive if and only if
1/ (1 — @) > oy, thus establishing (14). QED

Proof of Proposition 3: Using the form in (16), the first-order necessary and sufficient conditions
(under full cost reimbursement) are

g

aBY L (Ai, Li)(Ai, L)P ' Hy (K ;) = (1—mysp)w
aBA(Ai, L)(A;, L) Hy (K ;) = (1 —mysk) R (Ay)
q(Ai, L) H, (Ks;) = (1—misk)R.



Taking logs and totally differentiating with respect to A;, L;, Ks; and sz, we obtain the system of
equations

wLL(AIaL ) wAL(AIaL )
Y, Az,Lg L Yr A“Lg L) K"7'
—(1=5) ( (A):L) —(1-5) o L —
Yar(AiL ri(A) Y (A Li) ) — ¢
wAAL(AivLi) HI(A ) ¢AAA(A“L ) . dA; = 0 dsr,.
—(1-p) ¢¢L(E;4DLL1)) —(1-p) 1/;/;;(54 zf)) Ks,i dK,; 0
ﬂ"/)L(AwL ) ﬁwA(Aw 1)“ ' Zl—l
111(A17L ) A’L7L ) Ks,i

Applying Cramer’s rule again, and using the fact that (16) is strictly concave, we immediately obtain
dL; (sp) /dsp, > 0, dK;; (sr) /dsr, > 0 and that dA; (sr) /dsy, is proportional to

(A=) Yar¥+ 1 =08)(n—1)atbp + B avy.

Again using the definition of the elasticity of substitution with constant returns to scale, i.e., g4 =
Y0 /Y ar, and the fact that K, ; is a monotonic transformation of A; yields (18). QED
Proof of Proposition 6: The first order conditions now imply

Fi (Ai, LP,KP) JFy, (A;, L, K?) (1 - meL) (1 —msk)
w (4 L], k7)1 (4 1], K] B (1-msk) '

The right hand side of this equation being less than 1 is sufficient for (24), which is in turn guaranteed
by assumption (23). QED

10 Appendix B: Cost Plus Reimbursement Without Fungibil-
ity

The analysis in the text was simplified by the fact that we allowed the hospital to substitute labor (and

capital) between the Medicare and non-Medicare products, and focused on the case where sym; < 1

and sgm; < 1. The combination of these two assumptions implied that that the hospital always faced

positive marginal costs of hiring more labor, capital and technology.

An alternative model would be one in which there is cost plus reimbursement, in the sense that
for every dollar spent on capital or labor, the hospital receives more than one dollar back, that is,
sy, > 1 and sx > 1, and there is no fungibility. In this case, the model developed in 2.1 needs to be
modified, since it would imply that the hospital would like to choose infinite amounts of capital and
labor (unless Fy, and Fk become negative). This would not only be unrealistic, but would also run
into regulatory constraints. This Appendix briefly discusses how the analysis is modified once these
regulatory constraints are incorporated. In particular, Medicare stipulates that hospitals can charge for
“reasonable and customary” costs for Medicare services. We interpret this as implying that the amount
of reimbursement required by the hospitals has to be less than a fraction of the average productivity of
each factor that is being reimbursed under Medicare.

Let us simply focus on the Medicare services provided by the hospital and ignore technology choices
(which, as before, can be incorporated in a straightforward manner). Moreover, assume throughout
that s;, > 1 and sg > 1. This implies that the profits of the hospital ¢ are

(i) = ¢F (Li, K;) + spwL; + sgk RK; — wL; — RK; (33)

where L; and K; are the total amounts of capital and labor hired by the hospital, while L; and K; are
the total amounts of labor and capital for which the hospital requests reimbursement from Medicare.
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Although we have assumed that there is no fungibility, in the sense that the hospital cannot demand
reimbursement for labor and capital used for other purposes, it can always use additional labor and
capital for Medicare-related activities even if it does not ask for reimbursement. We will see that this
might be useful depending on how tight the reimbursement constraints imposed by Medicare are.

In particular, we model these constraints as follows:

sgRK; < BgF (L, K;) . (35)

Simply put, these constraints require the reimbursement received from Medicare for labor and capital
not to exceed a certain fraction of the health services provided to Medicare patients. To clarify this
interpretation, for example, (34) can be expressed as s;w/By, < F (L;, K;) /L;, which shows that this
constraint equivalently requires the average product of labor (used for reimbursement) not to exceed a
certain threshold.

All the other assumptions from the main model, in particular, that F' is increasing, strictly concave
and twice continuously differentiable in both of its arguments, still apply. The constraints (34) and
(35) also explain why we had to allow for the hospital to be able to choose more labor and capital than
the amounts for which it demands reimbursement from Medicare. In particular, imagine that By, is
very small (in the limit, By, — 0). If we had imposed that 1:42 = L; and labor were an essential factor
of production, then the hospital would have to shutdown; but with our formulation, and in reality, it
can function profitably by choosing L; < L;. This discussion also shows that if the reimbursement
constraints (34) and (35) are not too binding, the solution will typically have L;=L; and K; = K.

Consequently, under full cost (plus) reimbursement, the firm chooses L;,L;, K; and K; to maximize
(33) subject to (34), (35) and the natural constraints arising from non-fungibility that L; < L; and
K’i < K; (so that the amount of labor and capital reimbursed are less than the total amount of labor
and capital used in Medicare-related activities).

Lemma 1 Profit mazimization implies that with full cost reimbursement, both (34) and (35) will be
binding.

Proof. Suppose not, and that for example, (34) is slack. Since F' is increasing in L; and s, > 1,
the hospital can set L; = L; and increase L; until (34) binds, which will increase the value of profits in
(33), yielding a contradiction. The same argument applies to (35), proving the lemma. m

This lemma enables us to substitute for constraints (34) and (35) and write the maximization
problem under full cost reimbursement regulation as follows:

max (¢ + Br + Bk) F (Li, K;) —wL; — RK; (36)

i,Li, K, K

subject to L; < L; and K; < K. Intuitively, if the hospital will hire more labor or capital than what
it demands reimbursement for, the marginal cost of this labor and capital will be given by the factor
market prices, w and R, and the amounts BpF (L;, K;) and BgF (L;, K;) will be perceived by the
hospital as lump-sum transfers. Alternatively, the firm will hire exactly L; and K.

The first-order conditions of this problem are

(¢+ Br + Bk) Fr, (Lfc,Klf) > w and if < Lf (37)

(a+ By + Bi) Fic (L, K] ) = Rand Kf < K/, (38)

both holding with complementary slackness and f denoting full cost reimbursement.
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Lemma 1 has another important implication for our analysis. If the solution to the maximization
problem of the hospital involves sz = Lif and K, lf =K, lf , then (34) and (35) define two equations in two

unknowns E{ and K zf , and moreover, decreasing returns to capital and labor implies that there exists
a unique tuple (L*, K*) satisfying these two equations. Therefore, if we have the second inequalities in
(37) and (38) hold as equality, we must have L] = LI = L* and K/ = K/ = K*. The above discussion
then suggests that as long as (34) and (35) are not very restrictive (i.e., are sufficiently generous), we
will be in a situation in which the firm hires the levels of labor and capital that will exactly satisfy these
two constraints, (L*, K*).

Next let us turn to the partial cost reimbursement regime, where there is no reimbursement for
labor, so the constraint (34), as well as sy, are removed, and the firm now receives ¢ + Bp per unit of
Medicare health services where Bp > 0. The maximization problem then becomes

(i) = (¢ + Bp) F (Li, K;) + sk RK; — wL; — RK; (39)

subject to (35) and K; < K;. We then immediately have the following result which parallels Lemma 1
(proof omitted):

Lemma 2 Profit maximization implies that with partial cost reimbursement, (35) will be binding.

Consequently, the maximization problem of the firm can be written as:

_ max (¢+ Bp+ Bk)F(L;,K;) —wL; — RK,,
L;,L;, K;,K;

subject to K; < K;. In this case, we have the following first-order conditions:
<q+ BP —|— BK) FL (Lf,KZp) =w, and

(¢+ Bp + Bx) Fx (L?, K?) > R and K? < K?,

with the second condition holding with complementary slackness.

The difficulty in the analysis in this case stems from the fact that either of (34) or (35) could
be very tight, with correspondingly large Lagrange multipliers. For example, this would be the case
when Bp, — 0, so that there was effectively no reimbursement of labor because of the tightness of the
“reasonable and customary” constraint. Nevertheless, the following proposition can be established:

Proposition 7 Suppose that under full cost reimbursement L{ =L* and Kif = K*. Consider a change
to partial cost resmbursement with Bp < By, then we have

P < L. (40)
Moreover, if F' is homogeneous of degree B < 1 in L; and K;, then

j2¢i
)24

KP
L

<

(41)

Proof. The first-order conditions for (36) imply that (¢ + Br + Bg) Fr (L*, K*) > w and
(¢+ Br + Bk) Fik (L*, K*) > R, while the first-order conditions for (39) imply (¢ + Bp + Bk) Fr, (LY, K?) =
w and
(¢+ Bp + Bk) Fi (L?,K?) > R. To obtain a contradiction suppose that L? > L{. Lemma 2 implies
that (35) holds as equality. Since L? > L{ = L*, (35) then implies K' > Kif = K*. First, suppose
that K = K*. Then diminishing returns to labor implies that (¢ + Br + Bk) Fr (L*, K*) > w is
inconsistent with (¢ + Bp + Bk ) Fr, (LY, K*) = w, L? > L* and Bp < By, yielding a contradiction.
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Second, suppose that K¥ > K*. Then (38) implies (¢ + Bp + Bi) Fx (LY, K?) = R. Then, Bp < By,
implies that
(¢+ Bp + Bk) Fi (LY, KY)
(¢ + Bp + Bk) Fx (L, K})

> (q+Br+ Bk) Fi (L, K™)
> (¢+ Br + Bk) Fx (L*,K"),
which is inconsistent with K” > K* and L? > L* given decreasing returns, yielding another contradic-
tion, and establishing that we must have L? < L*, i.e., (40).

To obtain (41), first note that if K¥ > Kif = K*, given (40), (41) would apply immediately.
Therefore, we only have to show that it also holds when K? < Kif = K*. Suppose this is the case.
Then, use Lemma 2 and the homogeneity assumption on F, to reexpress (35) as

LP

Since K¥ < K? < K/ = K*, it must be that L?/K? < Lf/ K/, establishing (41). m

Thls proposition generahzes the results from our basic analysis with fungibility in subsection 2.1 to
the case without fungibility, though the results are weaker since they hold under some additional con-
ditions. Most importantly, the main results apply as long as the full cost reimbursement is sufficiently
generous to start with so as to ensure Lf = L = L* and K K = K*, and partial cost reimburse-
ment is less generous than full cost relmbursement as captured by the condltlon that Bp < Br. Both
of these appear as plausible conditions in the context of the PPS reform.
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Figure 1: Capital Labor Ratio
average (depreciation expenses / operating expenses)
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Figure 3: log Capital Inputs
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Note:

Figure 5: Technology Diffusion
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Table 1: Summary Statistics

Standard
Variable Average  Deviation
Medicare Share of Inpatient Days in 1983 0.38 0.21
Real Operating Expenditures (*000) $31,300  $44,500
Real Capital Expenditures (Interest plus Depreciation) (*000) $2,156 $3,459
Real Depreciation Expenditures (*000) $1,379 $2,224
Capital Share (Capital / Operating) 7.09% 4.90%
Depreciation Share (Depreciation / Operating) 4.50% 2.50%
Skill Ratio (Registered Nurses / Registered Nurses + Licensed Nurse Practitioners)  70% 16%
Proportion Short Term 93.6%
Proportion General 86.8%
Proportion Proprietary 14.5%
Proportion Non-Profit 49.0%
Proportion Public, Non-Federal 31.5%
Proportion Federal 5.0%

Note: Table reports averages for the various hospital characteristics. All dollar estimates are in thousands of 2004
dollars. N = 43,188, except for skill composition where N = 43,162. Data consist of a total of 6,280 hospitals, of
which 5,881 (94 percent) are in the data for all seven years, and all are in the data for at least two years. All hospitals
in the sample have information on Medicare share in 1983.

Table 2: The Impact of PPS on the Capital-Labor Ratio

(D 2 3) 4 )
POST*m; 1.129 1.122
(0.108) (0.121)
POSTTREND*m; 0.538 0.532
(0.050) (0.053)
dgl*m,- 0.153
(0.114)
dgz*mi -0.388
(0.131)
dss*m; -0.028 -0.109 -0.060
(0.098) (0.136) (0.088)
dg4*m,- 0.601
(0.163)
dss*m; 1.068
(0.172)
dg6*m,- 1.474
(0.189)

Notes: Dependent variable is depreciation share. Table reports results from estimating equations (35) - (38) by OLS.
All regressions include hospital and year fixed effects. Mean dependent variable is 4.5. POST is an indicator
variable for the years 1984 — 1986. POSTTREND is 0 through 1983 and then takes the values 1, 2, and 3 in 1984,
1985, and 1986 respectively. d; is an indicator variable for year ¢. m; measures the Medicare share of the hospital’s
inpatient days in 1983. Standard errors are in parentheses. Standard errors are adjusted to allow for an arbitrary
covariance matrix within each hospital over time. N = 43,188. In column (3), omitted category is dgo*m;. To interpret
the magnitudes, recall that the average Medicare share in 1983 is about two-fifths.
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Table 3 The Impact of PPS on Log Labor Inputs

(1) D) (3) (4) (5)
POST*m; -0.141 -0.135
(0.016) (0.018)
POSTTREND*m; -0.070 -0.068
(0.007) (0.008)
dsi*m; 0.003
(0.016)
dgz*mi 0.034
(0.020)
ds3*m; 0.021 0.034 0.022
(0.015) (0.021) (0.013)
dg4*mi -0.052
(0.023)
dss*m; -0.138
(0.025)
dse™*m; -0.184
(0.026)

Notes: Dependent variable is log operating expenditures. Table reports results from estimating equations (35)- (38)
by OLS. All regressions hospital and year fixed effects. POST is an indicator variable for the years 1984 — 1986.
POSTTREND is 0 through 1983 and then takes the values 1, 2, and 3 in 1984, 1985, and 1986 respectively. d; is an
indicator variable for year . m; measures the Medicare share of the hospital’s inpatient days in 1983. Standard
errors are in parentheses. Standard errors are adjusted to allow for an arbitrary covariance matrix within each
hospital over time. N =43,188. In column (3), omitted category is dgo*m;. To interpret the magnitudes, recall that the
average Medicare share in 1983 is about two-fifths.
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Table 4 The Impact of PPS on Log Capital Expenditures

(D 2) 3) 4 )
POST*m; -0.011 0.010
(0.035) (0.040)
POSTTREND*m; -0.028 -0.023
(0.015) (0.016)
dgl*m,- 0.011
(0.042)
dgz*mi -0.282
(0.048)
dss*m; 0.077 -0.016 0.049
(0.043) (0.053) (0.039)
dg4*m,- 0.012
(0.053)
dss*m; -0.073
(0.055)
dg6*m,- -0.192
(0.059)

Notes: Dependent variable is log depreciation expenditures. Table reports results from estimating equations (35) -
(38) by OLS. All regressions hospital and year fixed effects. POST is an indicator variable for the years 1984 —
1986. POSTTREND is 0 through 1983 and then takes the values 1, 2, and 3 in 1984, 1985, and 1986 respectively. d;
is an indicator variable for year ¢. m; measures the Medicare share of the hospital’s inpatient days in 1983. Standard
errors are in parentheses. Standard errors are adjusted to allow for an arbitrary covariance matrix within each
hospital over time. N = 40,888. In column (3), omitted category is dgo*m;. To interpret the magnitudes, recall that the
average Medicare share in 1983 is about two-fifths.
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Table 5: The Impact of PPS on the Medicare share

(D 2) 3) 4 )
POST*m; -0.064 -0.065
(0.006) (0.007)
POSTTREND *m; -0.031 -0.032
(0.003) (0.003)
dgz*m,‘ -0.009
(0.008)
ds3*m; -0.004 -0.008 -0.002
(0.007) (0.008) (0.006)
dg4*m,‘ -0.034
(0.008)
dg5*m,‘ -0.085
(0.009)
dgé*mi -0.092
(0.010)

Notes: Dependent variable is Medicare share of inpatient days. Table reports results from estimating equations (35)
- (38) by OLS. All regressions include hospital and year fixed effects. Data from 1980 is excluded from the
analysis and for the cross-sectional variation, Medicare share of inpatient days m; is measured in 1980 (instead of in
1983 as in other analyses). POST is an indicator variable for the years 1984 — 1986. POSTTREND is 0 through 1983
and then takes the values 1, 2, and 3 in 1984, 1985, and 1986 respectively. d; is an indicator variable for year ¢.
Standard errors are adjusted to allow for an arbitrary covariance matrix within each hospital over time. N = 36,611.
In column (3), omitted category is dg;*m;.

58



smoys [oued puey Yo G SI 9[qeLreA juopuadop UBIJA "SI09JJ9 PIxXY 183K pue [eydsoy opnjour suoIssaisar [y

6S

"SUIJIJ-0M] JNOQE ST €86 UI AIBYS JIBIIPIIA 9SRIOAR O} TR} [[BOAI
‘sopmyiuSew oy} Jo1dIojur o], “ur, 08p ST A1039180 PORIwo ‘() Uwn[od uf ‘YY[CH = N 9w} JOAO [e31dSoY] [oes UIyIIm XLIJBW 9OUBLIBAOD ATeN}IqIe Uk J0J MO[[e 0} pajsnipe

oIe SIOLI0 pIepue)§ 'sasdyjuated ur o1e SIOLIQ pIEpUB)S "€86] Ul SAep juonedur s, [eydsoy oy Jo oIeys 9IedIPJA dU} SQINSLIW ‘s 7 J18IA 10J 9[qeLIeA J0JedIpul Ue SI
'p "A1oA100dsa1 9861 PUB ‘GBET “PRGT UT € PUB 7 T SAN[BA AU SA¥E) UY) PUE €86 YSnoIy) O St ANTILLSOd '9861 — #861 SIEAA ) 10J A[qeLIEA J10JEOIPUT UE ST [ SO
‘(0¥) uoryenbs U1 [9pow UOSSIOJ 199JJ2 PAXIJ [BUONIPUOD A} SUnBWNSd WoIj synsax smoys [oued apis puey W3Y ‘STO £q (8€) — (S¢) suonenbs Surjewnsd woij synsax
"SONI[I98] JO Joquinu SI d[qelIeA Judpuddo( :so10N

0£0°0) (619°0)
L90°0 969°0 ‘i , 93p
$20°0) (¥£€9°0)
$90°0 v68°1 ‘. 53p
(€20°0) (L9S°0)
LT0°0- 9610~ ‘. v3p
(800°0) 720°0) (9z€0) (L1s0)  (Fsgo0)
$20°0- SO1°0- 1€9°0- 187°¢C L9Y"0- ‘1, £8p
€20°0) (L10°0) (1¥$°0)
8€T1°0- €200~ $96'C- u, T3p
020°0) (925°0)
901°0- €T ‘ut, 18p
8L100  (bET°0)
€601 9611 w, QNI LLSOd
(£00°0) (L00°0) (#00°0) (S10°0) (10¥°0) (LSE0)
850°0 190°0 vI1°0 0zZ1°0 10S°C 129°C " 1S0d
(1) (6) (8) L) 9 (9] () (©) (0 (1
COmmmom aoo,ﬁm toﬁm EQOS%GOU q ﬁoﬁmm : ST10 'V ~®Cmm :

sapIe, Jo _quny : ] uondopy ASojouydd, uo Sdd Jo 1dedwyayg, :9 dqeL



09

“JOLIO JUSWIAINSBIW SIY) SUean Jo SAem dANBUISI[E 0} }SNQOI AI8 / O[], Ul S)NSAI AU} Jey} PILJLISA JARY oM (AS0[0uydd) B SulAey jou 0} JuiAey

woJy 110dar 119y} 93ueyd A[[eUoIsed00 S[eydsoy pue ‘joued © ur SUOp I8 / S[qB], Ul S9JBWISI Y} S[IYM UOIIIIS-SSOIJ B UL UOP SI G 2INSI{ 9snedaq SI SIY} (986 ] pue

0861 U2am1aq A3o10uro9) oy} aAey jey syeyrdsoy jo uontodoxd ayp ur ¢ a3 ur a8ueyo pardwr ay) woly APYSIs IPIp Aew SIY) 18y} dj0u (9861 Aq paydope jey ojdwres
ysu-1e ay3 Jo Juad1ad ot sojouap el uondope uedA (0861 Ul prdope jou 2aey Jey) s[erdsoy] Jo Jaquinu I ~9°1) djdures Ysi1 Je 9y} JO AZIs A sa10uUP N “sesayjuared

Ul 9Je SIOLIO PIBpUER)S 1SNQOI-AJIO1SEPAYSOIAIAH () O3 39S ST yorym ‘i, JSOd 10J 1do0Xa uedw J1ay) 03 J3S dJe SI[QRLIBA [[E JI 0} QANR[A] UBdW JIAY) 0} J3S IR SI[qRLIBA

11 J1 9.1 (9861 Aq) uordope Ur 0USISJJIP AU} SAI0UP () 0} UBIW WO ‘ui, ] SOJ 23ueyo J1 3dope oym s[eydsoy jo o, ur a3uey),, ‘€861 ul sAep juonedur s, [ejdsoy

9} JO 2IRYS JIBDIIPIIA Y} SAUNSBIUL ‘s "£96] TeIK I0J J[qRLIBA JOJRIIPUI UR SI 8D "9 — 86 SIBIA A} 10J J[qRLIBA JOJBDIPUI UB ST [SOd "SI99J9 PaXIJ JBaA opnjoul

os[e [opow prezey [euondodold [eruouodxa ayj uo paseq sajewnsy “(1eadsoy [eIOPa) B IAYIAYM pue ‘[e31dsoy wiad) 1I0ys B Ioyloym ‘[erdsor] [eIouds B Ioylaym SN Ue
Ul JOUIaUM “0Je)S JOJ SI[qRLIBA JOJBIIPUI PUE ‘SPaq JO Joquunu ‘parenbs sAep juoned Jo a1eys a1edIpdJA ‘sAep juaned Jo a1eys oIedIpIJA ‘A[[eol102ads) €86 Ul SONSLIAIOBIRYD
[9A9[-Te31dSOY 10J S9JBLIBAOD IPN]OUT SAJBWNS? [[V "986] Aq pardope jou daey JI s1n050 SULIOSUL)) “S[apout prezey [euontodord WOl SJUSIOFO0d MOYS SI[qR], :SION

8707 SSY'y (4454 056t LEV'S 10€°S 8SLT 6LV 0€1°S 198% N
€L00 ¢60°0 800 9¢0°0 0+0°0 990°0 9¢0 1¥0 £€0'0 990°0 oje1 uondope uesjq

(0 O} ueawx wWoJJy
"ut 1.SOd 23ueyo J1 ydope

£00°0- 200°0- 620°0- 190°0 910°0 710 8800 0600 €50°0 €50°0 oym spedsoy o, ur d3uey)
(955°0) (€15°0) (895°0) (szL0) (¥68°0) (1v9°0) (¢sz0)  (00€0) (LS9°0) (015°0)
7950~ 091°1- 8651~ vSC- €200 S0Z°0 6S9°0-  $0Z°0 980°0- S6L°0- ", 8p
(109°0) (06%°0) (115°0) (98L°0) (€8L°0) (659°0) (997°0) (6ST°0) (089°0) (08¥°0)
881°0- €81°0- 978°0- 69'1 19'1 69°¢ LLSO  €8L°0 8t'C €'l ', 1S0d

[9POIAl piezeH [euonaodoid xo)) :g [Pued

(0 O} ueawn wWoJJ
"ut 1.SOd 23ueyo J1 ydope

100°0- €00°0- 120°0- ¥00°0 €000 800°0 ¥50°0 980°0 ¥00°0 §T0°0  oym sjexdsoy] o4 ur auey)
(10D (8eL'0) (69,00 (920°1) (ocn  (ev8°0) (10 (eve0)  (wso'D  (269°0)
0L'1 800°0 CcL0- L6E'1- LOT 140! ¥20°0- 69L°0 87’1 14 ‘Ut 8p
(109°0) (06v'0)  (80s°0)  (T8L0) (s8L0)  (€99°0) (s9z0) (6sT0)  (€89°0)  (18+°0)
180°0- 960°0- YL 0" 9L1 YLl €8¢ 999°0 860 19°C €Tl 1, 1S0d
[PPOIN p1ezeH [euonaodoad [enuduodxy 1y pued
Adeiay o1Bd
Anoe  sjue[dw]  uoneIpey JATSUIIUL odojost £K1331ng uonezl
uoneipey  adojosiopey oATIO® o3eyjoar  jueldsuer] [ereu -orpey ueos Jeoy  -19J0pe)
Ke1-y onnaderay [, -orpey -83oN ued1Q -00N  omnsougelq 1D uadQ oeIpIe)
(yuouneai] 1oue))) Adeioy ] uoneipey Sa130[0UY99) IO A3o101pry onsouderq SII30[0UYII ], OBIPIL))

uondope A3o[ouyd9) Jo sppow paezey :[[ uondopy A3o[ouydd ], uo Sdd Jo 3dedwy oy, :L dqeL



Table 8: The Impact of Medicare on Log Length of Stay

(1) ) (3) (4) (5)
POST*m; -0.100 -0.102
(0.022) (0.024)
POSTTREND*m; -0.032 -0.030
(0.010) (0.011)
dgz*mi 0.049
(0.021)
dss*m; -0.006 0.019 0.019
(0.017) (0.022) (0.015)
dg4*mi -0.078
(0.028)
dss*m; -0.120
(0.032)
dse™*m; -0.034
(0.035)

Notes: Dependent variable is log length of stay; length of stay is defined as patient days / admissions. Table reports results
from estimating equations (35) — (38) by OLS. All regressions include hospital and year fixed effects. Data from 1980 is
excluded from the analysis and for the cross-sectional variation, Medicare share of inpatient days m; is measured in 1980
(instead of in 1983 as in other analyses). POST is an indicator variable for the years 1984 — 1986. POSTTREND is 0 through
1983 and then takes the values 1, 2, and 3 in 1984, 1985, and 1986 respectively. d; is an indicator variable for year ¢.
Standard errors are in parentheses. Standard errors are adjusted to allow for an arbitrary covariance matrix within each
hospital over time. N =36,609. In column (3), omitted category is dg;* m;
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Table 9: The Impact of Medicare on the Share of Nurse Employment that is Skilled Nurses

(D) D) (3) (4) (5)
POST*m; 3.46 3.74
(0.578) (0.647)
POSTTREND*m; 1.58 1.67
(0.254) (0.272)
dsi*m; -0.280
(0.676)
dgz*mi -0.575
(0.775)
dss*m; 1.09 0.805 0.876
(0.612) (0.819) (0.567)
dg4*mi 2.40
(0.899)
dss*m; 3.56
(0.917)
dgs*m; 4.44
(0.942)

Notes: Dependent variable is RN/(RN+LPN). Table reports results from estimating equations (35) — (38) by OLS. All
regressions include hospital and year fixed effects. Mean dependent variable is 70. POST is an indicator variable for the
years 1984 — 1986. POSTTREND is 0 through 1983 and then takes the values 1, 2, and 3 in 1984, 1985, and 1986
respectively. d is an indicator variable for year 7. m; measures the Medicare share of the hospital’s inpatient days in 1983.
Standard errors are in parentheses. Standard errors are adjusted to allow for an arbitrary covariance matrix within each
hospital over time. N =43,162. In column (3), omitted category is dgo*m;. To interpret the magnitudes, recall that the average
Medicare share in 1983 is about two-fifths.
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Table 11: Estimation using within vs. between variation

Base Case Using only within Using only between
variation variation
(1) ®) (3)
Panel A: Dependent Variable is Capital Labor Ratio (depreciation share)
POSTTREND*m; 0.532 0.176 0.787
(0.053) (0.092) (0.044)
ds3*m; -0.060 0.041 -0.129
(0.088) (0.146) (0.139)
N 43,188 43,188 43,188
Panel B: Dependent Variable is Log Labor Inputs (log operating expenses)
POSTTREND*m; -0.068 -0.076 -0.062
(0.008) (0.010) (0.005)
ds;*m; 0.022 -0.059 0.079
(0.013) (0.018) (0.014)
N 43,188 43,188 43,188
Panel C: Dependent Variable is Log Capital Inputs (log depreciation expenses)
POSTTREND*m; -0.023 -0.030 -0.015
(0.016) (0.022) (0.012)
dss*m; 0.049 0.031 0.067
(0.039) (0.050) (0.039)
N 40,888 40,888 40,888
Panel D: Dependent Variable is Number of Facilities
POST*m; 2.501 2.418 2.561
(0.401) (0.632) (0.404)
dss*m; -0.467 0.135 -0.896
(0.354) (0.553) (0.561)
N 43,188 43,188 43,188

Notes: Table reports results from estimating equations (36) and (38) by OLS. All regressions include hospital and year fixed
effects. Dependent variable is given in panel heading POST is an indicator variable for the years 1984 — 1986. POSTTREND
is 0 through 1983 and then takes the values 1, 2, and 3 in 1984, 1985, and 1986 respectively. dg; is an indicator variable for
year 1983. m; measures the Medicare share of the hospital’s inpatient days in 1983. Base case includes year and hospital
fixed effects. Column 2 (“using only within variation”) adds a full set of year dummies interacted with each of the three
categorical variables that can make a hospital exempt from PPS (federal ownership, long-term stays, or specialty hospital) so
that the identification of the variables of interest comes only from within hospital type variation in Medicare share. Column 3
(“using only between variation”) instruments for the variables shown with a full set of year dummies interacted with the three
categorical variables that can make a hospital exempt from PPS, so that the identification of the variables of interest comes

only from between hospital type variation in Medicare share.
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Appendix Table A: Description of 113 Binary Facilities in data 1980 - 1986

Sample
Facility Description Years in Data Mean
Abortion Services (Inpatient or Outpatient) 1980-85 0.22
Adult Day Care 1986 0.05
Acquired Immune-Deficiency Syndrome (AIDS) Services 1986 0.28
Alcoholism/Chemical Dependency Acute and Subacute Inpatient Care  1980-85 0.26
Alcoholism/Chemical Dependency Services (Outpatient) 1981-86 0.17
Ambulance Services 1980-81 0.17
Anesthesia Service 1980-81 0.72
Ambulatory Surgical Services 1981-86 0.80
Autopsy Services 1980-81 0.47
Hospital Auxiliary 1980-86 0.75
Blood Bank 1980-86 0.64
Burn Care 1980-85 0.09
Birthing Room 1985-86 0.44
Cancer Tumor Registry 1980-81 0.30
Cardiac Intensive Care 1980-85 0.67
Cardiac Catheterization 1980-86 0.16
Chaplaincy Services 1980-85 0.55
Clinical Psychology Services 1980-86 0.33
Community Health Promotion 1986 0.54
Continuing Care Case Management 1986 0.15
Contraceptive Care 1986 0.09
C.T. Scanner (Head or Body Unit) 1980-86 0.34
Day Hospital 1981-86 0.17
Dental Services 1980-85 0.48
Diagnostic Radioisotope Facility 1980-86 0.56
Diagnostic X-Ray 1985-86 0.89
Electrocardiography 1980-85 0.91
Electroencephalography 1980-81 0.50
Emergency Department 1981-86 0.85
Electromyography 1980-81 0.27
Extracorporeal Shock-Wave Lithotripter 1985-86 0.02
Family Planning 1980-85 0.10
Pharmacy Service (Full or Part Time) 1980-85 0.91
Pharmacy Unit Dose System 1980-85 0.71
Fertility Counseling 1986 0.09
Fitness Center 1986 0.09
General Laboratory Services 1980-81, 1984-85 0.88
Genetic Screening 1986 0.06
Genetic Counseling 1980-86 0.06
Geriatric Acute-Care Unit 1986 0.12
Comprehensive Geriatric Assessment Services 1982-86 0.13
Satellite Geriatric Clinics 1986 0.02
General Surgical Services 1980-81, 1983-85 0.87
Hemodialysis (Home Care/Mobile Unit) 1980-81 0.04
Histopathology Services 1980-86 0.56
Hemodialysis Services (Inpatient or Outpatient) 1980-86 0.21
Home Care Program 1980-86 0.18
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Hospice

Health Promotion

Intermediate Care For Mentally Retarded
Intermediate Care, Other

Intravenous Admixture Services
Intravenous Therapy Team

Medical Library

Megavoltage Radiation Therapy
Medical/Surgical Acute Care
Medical/Surgical Intensive Care
Newborn Nursery

Neonatal Intensive Care

Neurosurgery

Nuclear Magnetic Resonance Facility
Obstetrical Care

Occupational Health Services
Open-Heart Surgery

Organ Transplant (Including Kidney)
Organized Outpatient Department
Optometric Services

Organ Bank

Occupational Therapy

Patient Education

Patient Representative Services
Pediatric Acute Care

Pediatric Intensive Care

Percutaneous Lithotripsy

Pulmonary Function Laboratory
Podiatric Services (Inpatient or Outpatient)
Postoperative Recovery Room
Premature Nursery

Psychiatric Acute Care

Psychiatric Consultation And Education
Psychiatric Emergency Services
Psychiatric Foster An/Or Home Care Program
Psychiatric Intensive Care

Psychiatric Liason Services

Psychiatric Long-Term Care
Psychiatric Outpatient Services
Psychiatric Services, Pediatric
Psychiatric Partial Hospitalization Program
Physical Therapy

Radioactive Implants

Recreational Therapy

Rehabilitation

Rehabilitation Services (Outpatient)
Residential Care

Respit Care

Respiratory Therapy

Sheltered Care
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1980-86
1981-85
1980-85
1980-85
1980-85
1980

1980-81
1980-86
1980-85
1980-85
1980-85
1980-85
1980-81
1983-86
1980-85
1986

1980-86
1980-86
1981-86
1981-85
1980-81
1980-86
1986

1980-86
1980-85
1980-85
1985

1980-81
1980-85
1980-82
1980-85
1980-85
1980-86
1981-86
1980-86
1980-82
1983-86
1980-85
1981-86
1981-86
1980-86
1980-86
1980-86
1980-86
1980-85
1981-86
1980

1986

1980-86
1981-85

0.08
0.40
0.03
0.13
0.71
0.25
0.84
0.14
0.91
0.74
0.70
0.09
0.29
0.04
0.70
0.23
0.11
0.05
0.49
0.16
0.03
0.40
0.67
0.49
0.75
0.18
0.11
0.58
0.31
0.83
0.26
0.36
0.29
0.32
0.03
0.13
0.16
0.06
0.18
0.14
0.13
0.79
0.20
0.30
0.30
0.32
0.05
0.09
0.81
0.02



Self Care 1980-85 0.06

Long Term-Skilled Nursing 1980-85 0.16
Social Work Services 1980-85 0.77
Speech Therapy 1980-86 0.36
Other Special Care 1981-85 0.22
Sports Medicine Clinic/Service 1986 0.11
Sterilization 1986 0.23
Toxicology/Antidote Information 1980-81 0.38
Tuberculosis And Other Respiratory Diseases 1980-86 0.34
Therapeutic Radioisotope Facility 1980-86 0.21
Trauma Center 1984-86 0.17
Ultrasound 1981-86 0.69
Volunteer Services 1980-86 0.65
Women's Center 1986 0.09
Worksite Health Promotion 1986 0.35
X-Ray Radiation Therapy 1980-86 0.16

Note: All facilities are coded directly from a single variable in the data except for Neonatal Intensive Care Unit
where we followed the coding procedure of Baker and Phibbs (2002), and the following seven variables which we
generated as a consistent series using combinations of different variables in different years:

1. “Abortion Services (Inpatient or Outpatient)”: coded 1 in 1980 and 1981 if the hospital reports having either
inpatient abortion services or outpatient abortion services or both; coded 1 in 1982 — 1985 if the hospital reports
having abortion services.

2. “Alcoholism/Chemical Dependency Acute and Subacute Inpatient Care”: coded 1 in 1984 if the hospital reports
having alcohol/chemical dependency acute inpatient care or alcohol/chemical dependency subacute inpatient
care or both; coded 1 in 1980-1983, 1985 if hospital reports having alcohol/chemical dependency inpatient care.

3. C.T. Scanner (Head or Body Unit): coded 1 in 1980 and 1981 if the hospital reports having either a C.T.
Scanner Head Unit or a C.T. Scanner Body Unit or both; coded 1 1982 — 1986 if the hospital reports having a
C.T. Scanner.

4. Pharmacy Service (Full or Part Time): coded 1 in 1980 or 1981 if the hospital reports having either a full time
or a part time pharmacist or both; coded 1 in 1982-1985 if the hospital reports having pharmacy services.

5. Hemodialysis Services (Inpatient or Outpatient): Coded 1 in 1980 and 1981 if the hospital reports having either
hemodialysis inpatient services or hemodialysis outpatient services or both; coded 1 in 1982 — 1986 if hospital
reports having hemodialysis services.

6. Organ Transplant (Including Kidney): coded 1 in 1980-1985 if the hospital reports having either organ
transplant capability (other than kidney) or kidney transplant capability or both; coded 1 in 1986 if hospital
reports having organ transplant capability (including kidney).

7. Podiatric Services (Inpatient or Outpatient): Coded 1 in 1981 if the hospital reports having inpatient or
outpatient podiatric services or both; coded 1 in 1980,1982-85 if hospital reports having podiatric services.
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