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ABSTRACT 
 
The effect of competition on quality in home health care is not well understood, 
especially given extensive entry regulation. We analyze the universe of hospital 
discharges during 2006 for Medicare beneficiaries (about 4.5 million) and a subset of 
522,232 transitions from hospitals to home health agencies to determine whether there is 
a significant difference in home health utilization, hospital readmission rates, and health 
care expenditures in states with and without entry regulation. We identify these effects by 
looking across regulated and non-regulated states within Hospital Referral Regions, 
which characterize well-defined health care markets and frequently cross state 
boundaries. We find entry regulation in home health to result in lower resource intensity, 
yet similar rates of hospital readmission for patients admitted to home health. 
Nevertheless, entry restrictions substantially lowered the use of home health and 
increased overall hospital readmissions with little or no effect on overall health care 
expenditures.  
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INTRODUCTION 

The effect of competition on quality in health care markets is not well understood. While 

the evidence generally points to a positive relationship between competition and quality, 

especially under regulated prices, the quality of care implications of policies aiming to 

slow the growth of health care costs by limiting firm entry and thus competition are 

unclear.  One such policy tool is Certificate of Need (CON) laws designed to provide 

states with control over entry, expansions, and substantial capital investments by health 

care facilities. Since the effectiveness of CON laws in restricting utilization is disputed, 

there is large variation across states in the degree of regulatory oversight.  

 

CON laws exist for various types of health care providers including hospitals, nursing 

homes, rehabilitation centers and home health agencies.  CON for hospitals and to a 

lesser extent for nursing homes and rehabilitation centers give state governments the 

authority to restrict major capital investment such as the construction of new facilities, 

expansions to existing ones, and the purchasing of expensive technology (MHCC, 2001). 

Hence, CON imposes restrictions on both incumbent hospitals and potential entrants. 

This is not the case in home health, a labor intensive industry with no major capital 

investment, where CON operates exclusively as a mechanism to restrict entry of new 

home health agencies.  With fewer agencies in CON markets, state regulators may be 

more effective at having a positive influence on standardizing the care delivered by the 

home health agencies in their state.  However, restricted entry leads to markets with 

fewer providers and, thus, reduced market competition among agencies.  In a market with 
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regulated prices, such as in home health, reduced competition may have a negative effect 

on the quality of home health care delivered. 

 

On the other hand, CON for home health may also influence the rate of hospital 

discharges to home health.  With evidence that effective use of home health care services 

can lower the rate of hospital readmissions (Sochalski, et al. 2009, Naylor, et al. 2004, 

Kane, et al. 2000, Penrod, et al. 1998, Penrod, Kane and Kane 2000, Hadley, et al. 2000), 

understanding the role of CON for home health can have broad health care implications. 

In particular, if there are fewer hospital discharges to home health in CON states and 

admissions to home health contribute to lower rates of rehospitalization, CON for home 

health may have important downstream effects on health care system rehospitalization 

rates and expenditures.    

 

There are two main objectives of this paper.  First, we will evaluate whether there are 

significant differences in the delivery of home health care between states with and 

without entry regulation in terms of the resource intensity of home health services and the 

quality of home health care among patients discharged to home health.  Second, we will 

describe the broader implications of such regulations in terms of the rate of hospital 

discharge to home health care, overall hospital readmissions, and total health care 

expenditures.   
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BACKGROUND 

Hospital expansion in the 1970s, associated with excess bed capacity (Joskow 1980) and 

reduced social welfare (Robinson and Luft 1985), led to the 1974 Federal Health 

Planning and Resources Development Act, which mandated states to develop CON to 

control utilization and third-party expense by controlling or reducing supply. When states 

universally adopted CON for hospitals in the 1970s, 38 states also applied CON 

regulation to the home health care sector.  When the federal mandate was repealed in 

1987, only 18 states continued active CON regulations for home health care (AHPA 

2005, MHCC 2001).   

 

The idea behind CON regulation was that it would prevent unnecessary duplication of 

services and ensure appropriate care by concentrating the location of sophisticated 

medical services to high-volume regional facilities with sufficient expertise and resources 

(Smith-Mello 2004).  Proponents of CON laws view restrictions on acquisitions and 

expansions of hospitals as a way to achieve this goal (Ho 2004). Nevertheless, evidence 

on the effectiveness of CON in lowering hospital costs of care, procedure volume and 

mortality is mixed (Salkever 2000, Popescu, Vaughan-Sarrazin and Rosenthal 2006, Ho 

2006, Ho, Ku-goto and Jollis 2009).  

 

In home health markets, with little to no capital investment (CMS 2003) and labor as the 

dominating input, the potential for cost savings from major capital expansions by 

incumbent agencies is nonexistent.  Furthermore, there is no evidence of a volume-

outcome relationship which would be needed for a home health CON to enhance quality 
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(Kass 1987).  In home health, service delivery is decentralized and provided by 

individuals as opposed to teams; therefore individual-nurse volume is more relevant for 

outcomes than agency volume. However, since nurses tend to work at full capacity even 

in small-scale agencies, there is little rationale for concentrating volume at a small 

number of agencies through entry restrictions.  An alternative rationale for CON 

programs in home health is that they can enforce appropriate standards of care through 

enhanced ability to monitor agencies.  However, to date there is no evidence to suggest 

CON in home health care is quality enhancing.  

 

While the effect of CON on quality of home health care is not clear, the ability for CON 

regulations to effectively limit entry of new agencies into the market is evident.  Most 

states with CON regulations follow specific policies and guidelines for the approval of 

additional home health agencies in a given market, but in practice new agencies are rarely 

approved. Therefore, markets in CON-regulated states are not contested, as incumbent 

agencies are not threatened by potential entrants.1  Figure 1 characterizes the market for 

home health by CON status in 2006.  CON states have almost half the number of 

agencies for their Medicare population (14.6 vs. 28.2 per 100,000 Medicare beneficiaries) 

and are therefore more concentrated as measured by an agency-specific Herfindahl-

Hirschman Index (HHI) (3,964 vs. 2,745).2    

 

                                                 
1 These states include: Alabama, Alaska, Arkansas, Georgia, Hawaii, Kentucky, Maryland, Mississippi, Montana, New 
Jersey, New York, North Carolina, South Carolina, Tennessee, Vermont, Washington, West Virginia, and District of 
Columbia. 
2 The Agency-HHI measures the degree of concentration for each agency in our sample. Competitive 
markets are defined separately for each agency based on a weighted average of the agency’s market 
concentration in the zip-codes of the clients they serve (zip-code level HHIs are calculated by squaring the 
market share of each firm competing in the zip-code and then summing the resulting numbers). 
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The price of a home health episode is fixed by Medicare through a Prospective Payment 

System (PPS) for home health services.3  Under PPS, a single payment is given for a 60-

day episode of care, with payment for additional 60-day episodes if the patient is 

recertified for continuing home health care. The reimbursement amount is a per-episode 

fixed rate set at admission according to the severity of the patient's condition.  To 

determine severity, each Medicare episode is classified into one of 80 mutually exclusive 

severity groups, called Home Health Resource Groups (HHRGs), which determine the 

payment rate.  Each episode payment is adjusted for differences in labor costs across 

geographic areas.4 Since prices are regulated, providers can no longer compete for 

patients based on price of services and instead must compete for patients on other 

dimensions of their services such as resource intensity or quality of care.  If the regulated 

price is set above marginal cost for some baseline level of quality, then firms will 

continue to improve service delivery to try to attract more of the available pool of 

patients until marginal cost of delivering care equals the regulated price.  Thus, economic 

theory suggests that market competition in the presence of regulated prices can lead to 

quality improvements (Beitia 2003, Brekke, Nuscheler and Straume 2006, Brekke, 

Nuschler and Straume 2007, Calem and Rizzo 1995, Karlsson 2007, Gravelle and 

Masiero 2000, Gravelle 1999, Lyon 1999, Wolinsky 1997, Ma and Burgess 1993, Allen 

and Gertler 1991, Held and Pauly 1983, Pope 1989). 

 

                                                 
3 Medicare payments to home health are $20 billion annually and represent about 80% of payments to 
home health for post-acute home care. Medicare beneficiaries who are determined by a doctor to have a 
medical need for skilled care of limited duration in the home can qualify for coverage of home health 
services on a part-time or “intermittent” basis. This type of home health care comprises a set of services 
provided in the home, most often by registered nurses, rehabilitative therapists, social workers, or home 
health aides (CMS, 2002).   
4 While, in general, the amount of service provided does not affect the amount of reimbursement, certain 
extremely high-cost episodes receive outlier payments. 
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Most empirical studies of the relationship between competition and quality under 

regulated prices found more competition to result in higher quality (as measured by lower 

mortality)(Kessler and McClellan 2000, Gowrisankaran and Town 2003, Held and Pauly 

1983, Kessler and Geppert 2005, Tay 2003, Sari 2002, Shen 2003, Shorten and Hughes 

1988).  

 

While the effect of market concentration on quality has been studied extensively in the 

hospital sector, this relationship has received no attention in the home health care 

industry.  The case of competition in a hospital market will not necessarily apply to home 

health.  Unlike hospitals, where location provides a degree of market power, home health 

agencies deliver services at the patient’s residence. Without location as a natural barrier 

to competition, we might expect home health markets to be a highly competitive.  

Similarly, unlike hospitals and other facilities that require major capital investments in 

order to become operational, home health care is labor intensive and is expected to be 

highly competitive absent of entry regulation. 

 

However, states have imposed an artificial barrier on the number of competitors in a 

given market by restricting the creation of new home health agencies through CON 

regulation.  While regulation may be more effective with fewer agencies to regulate, the 

limited number of evidence-based standards of care in home health on which effective 

service regulation can be based suggests that market competition may provide a superior 

(self-enforcing) mechanism for promoting quality. With CON regulation creating 

potentially opposing effects on quality, the net effect becomes an empirical question.   
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Appendix A: List of HRRs that span more than one state, the number of patients in our sample, and the 
percent of population under CON 

 

Hospital Referral Region Non-CON State(s) CON State N %CON 
Albany MA NY 34,285 94% 
Allentown PA NJ 27,027 5% 
Billings WY MT 9,045 91% 
Dothan GA / FL AL 9,860 94% 
Durham VA NC 24,665 82% 
Erie PA NY 14,415 11% 
Evansville IN / OH KY 12,127 8% 
Fort Smith OK AR 5,865 87% 
Jacksonville FL GA 28,023 13% 
Jonesboro MO AR 6,094 94% 
Kingsport VA TN 8,929 53% 
Lebanon NH VT 4,569 13% 
Louisville OH KY 31,702 84% 
Morgantown PA WV 9,260 97% 
New Haven CT NY 26,509 5% 
Norfolk VA NC 19,784 8% 
Paducah IN KY 10,487 89% 
Pensacola FL AL 15,533 9% 
Philadelphia PA NJ 63,470 15% 
Pittsburgh PA WV 45,421 9% 
Portland OR WA 16,364 24% 
Roanoke VA WV 15,576 17% 
Salisbury DE MD 8,523 60% 
Sayre PA NY 4,527 17% 
Slidell LA MS 2,593 12% 
Spokane ID WA 20,044 81% 
Springfield MO AR 15,914 17% 
Tallahassee FL GA 11,456 60% 
Texarkana OK / TX AR 5,864 5% 
Wilmington DE MD 15,869 13% 
Winchester VA WV 6,135 20% 
Winston-Salem VA NC 17,955 96% 
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