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Section 1110 of the Social Security Act provides for a cooperative research grants program.
The grants given by the Social Security Administration (SSA) under this program are to nonprofit organizations for research in the broad
area of social security. Reports on six recently
completed grants projects are summarized below,
accompanied by a list of completed SSA research
grants projects, with the name of the grantee and
project director. Similar summaries will be pupas the projects are conlished in the BULLETIN
cluded.

INCOME-TESTED SOCIAL BENEFITS IN NEW YORK:
ADEQUACY, INCENTIVES, AND EQUITY*

In general, the level of benefits under social
programs has been raised over the years, reflecting the humanitarian goal of providing a reasonably decent standard of living for those in need.
This increase in benefits led, however, to concern
about the impact of the benefits on incentives
to increase income through work, especially with
regard to female-headed families in the aid to
families with dependent children (AFDC) program.
The study, undertaken with SSA Research
Grant No. 56074, was conducted by Blanche
Bernstein with Anne N. Shkuda, and Eveline ill.
Burns as consultant. It examines a variety of federally, State, and locally funded income-tested
programs available to individuals and families
in New York City.
The study investigates the following programs :
Public assistance, food stamps, school lunches,
medical assistance, subsidized housing, day care,
dental clinics and dental rehabilitation,
foster
care and homemaker services, and veterans’ pensions for non-service-connected disabilities. The
programs are dealt with individually
and as
they operate in various combinations. For each
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program the following elements are examined:
The role of different levels of government in
determining pohcy and operating rules and regulations ; the income eligibility criteria; the value
of benefits and how they are reduced as income
increases; the definition of income for purposes
of eligibility and how this relates to gross income
as it is generally understood ; and how eligibility
criteria are administered.
The examination of these factors reveals where
notches occur, that is, points at which increases
in income result in a loss of benefits in excess of
the gain in income after taxes and w&k expenses or where there is little or no net gain ;
whether there is equity of treatment of different
types of families; and how reasonable the benefit
schedules are in determining need and ability to
pay for services. Finally, an overall evaluation
is made of the adequacy of benefits available
from different combinations of social programs to
families at various income levels ; the resulting
impact on equity and incentive is assessed.
Throughout the study the 4-person family is used
as the basis for analysis.
For, the 4-person family with no income, the
annual public assistance grant including rent is
$3,912. equivalent to a gross income of $4,700
taking account of taxes and work expenses. These
benefits are reduced as income increases but the
rate of reduction varies by family type. The cutoff points range from $4,700 for the intact family
to as high as $9,400, for an AFDC mother who
is working and benefiting from the $30 plus onethird of earnings disregard.l Families on welfare
are automatically eligible for food stamps, school
lunch, Medicaid, dental clinic, and day care benefits, as long as they receive some public assistance
grant.
The annual food stamp benefit for nonwelfare
families ranges from $312 for the 4-person
family whose income is just at the welfare level
down to $288 for the family whose gross income
reaches the eligibility maximum of $6,000 a year.
Free school lunches, valued at $95 & year per
child, are available to all families whose gross
income is no more than $5,000, and free care in a
1 The program
rules permit
a keclpient
work to deduct the first $30 of monthly
one-third
of the remainder
for purposes
her grant
A working
woman who applies
not eligible for these deductions,
however.

who goes to
earnings
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SOCIAL

SECURITY

school dental clinic, valued at around $100 per
chilcl, is available to children from families with
gross incomes up to $10,000 annually.
The family whose gross income is no more than
$5,700 is considered medically indigent and eligible for Medicaid, but the level of benefits depends on family type. Some benefits are available
for families whose incomes are above the medical
indigency level, but the amount depends on the
size and type of the medical expense in relation
to the amount of the family’s income.
The values of housing subsidies range from
$156 to $2,100, but in the main they fall between
$540 and $1,200 per year. Families with gross
incomes of up to $25,000 a year may obtain annual housing subsidies of as much as $540.
Day care, valued at $2,600 a year per child, is
available at minimal cost (about $115) to families with annual gross incomes up to $8,500, at
$640 to families with incomes of $10,000, and at
$1,313 to families with incomes of $12,000 or
more.
The benefits provided from dental rehabilitation, foster care, and homemaker services are also
valuable-approximately
$1,500 for complete
dental rehabilitation and $5,100 and $2,400 a year
for some types of foster care and homemaker
service, respectively. But, although the income
limit for dental rehabilitation subsidies is around
$11,400, families may continue to receive subsidized foster care and homemaker services with
incomes as high as $20,000. Subsidies for more
expensive types of foster care or homemaker
services may be given to families with incomes
substantially in excess of $20,000 per year.
The eligibility standards described above have
been simplified greatly by converting all criteria
into gross income. In fact, each program states
eligibility in terms of its own definition of income-that is, “net,” “adjusted,” “countable,” or
“surplus”- allowing different deductions from
gross income. Net income under public assistance
allows work expenses, income, and social security
taxes to be deducted from gross income as well as
different earnings disregards that vary by type of
family, The food stamp program definition of
net income, however, does not allow deductions
for work expenses, but certain medical costs, “excess” shelter costs, and “unusual” household expenses may be deducted. Medicaid defines net income as gross income minus income taxes, health
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insurance premiums, and court-ordered support
payments but does not allow social security taxes
to be deducted. In contrast, several of the housing programs allow a deduction to cover social
security taxes or contributions to private pension
funds, but none allows a deduction for income
taxes. Among the 12 housing programs in New
York City, however, there were no less than nine
patterns of definitions of income for purposes of
determining eligibility.
There are serious notches for the intact family
on home relief or the AFDC household in which
the mother is working when she applies for welfare and thus is not entitled to generous earnings
disregards. When the intact family’s gross income increases from $3,000 to $4,000, equal to a
$691 gain in disposable income when taxes and
work expenses are taken into account, welfare
benefits are reduced by $922. A further income
increase to $5,000, a $773 gain in disposable income, results in the loss of a $632 welfare grant.
The AFDC family not benefit.ing from the large
disregards is only slightly better off. Its benefits
decline by only $571 when gross income increases
from $3,000 to $4,000, but another increase to
$5,000 is totally absorbed by a $773 reduction in
the welfare grant. It is only the AFDC mother
who has been receiving welfare and then becomes
employed, entitling her to disregard the first $30
plus one-third of the remaining monthly gross
income, who always has a net gain for each
increase in income. The general disincentives
fonncl in the structure of welfare benefits are
compouncled by the fact that the family will continue to receive Medicaid, food stamps, free
school lunches, and day care as long as it remains
on welfare.
Serious notch problems also exist under Medicaicl. As the female-headed family moves from
the medical indigency level of $5,700 gross income to $7,000 gross income, even $500 of medical expenses will absorb over 50 percent of the
family’s additional disposable income and medical expenses of $1,000 would absorb the entire
incsea,se. Matters are worse for the intact family
since they must pa,y a greater portion of medical
bills, For the welfare family receiving full Medicaid benefits, the complexity of the regulations
may in itself create disincentives to increase income in that the family may seek to retain its
welfare status rather than face the incredibly

complex eligibility criteria for the medically indigent.
Other notches and disincentives are found
throughout the programs. An increase of $372 in
disposable income when gross income increases
from $5,500 to $6,000 results in the loss of a
food stamp benefit of $288. Families living in
subsidized housing face significant notches once
income exceeds the maximum limit for continued
occupancy in a particular program, since even if
the family remains eligible for another program,
an apartment may not be available; rentals in the
private housing market are substantially higher.
At the present time, however, families are not
being required to move when incomes exceed
maximum limits. The dental rehabilitation program also contains a serious notch: a small increase in gross income from $11,400 to $11,500
results in a loss of potential benefits worth close
to $1,000. Notches are less severe in the dental
clinic and school lunch programs since the benefits are fairly small and eligibility procedures are
flexible. In the day care, foster care, and homemaker programs, notches are largely avoided because of the gradual increase in fees and the provision of subsidies at higher income levels.
Serious questions of equity are also evident in
many of the social programs. Perhaps the most
dramatic is the inequity of the treatment of the
intact and female-headed families in the public
assistance program (where the latter is entitled
to greater public assistance benefits because of
more generous earnings disregards), followed
closely by Medicaid, which offers more complete
coverage of medical expenses to the femaleheaded family than to the intact family,
In summary, the present package of social programs provides neither equity among different
groups in the population nor incentive to increase
income. The bewildering variety of eligibility
criteria, definitions of income, income disregards,
and procedures for verifying income fails to assure either that those who are eligible will understand what they are entitled to receive or that
those not eligible will be denied benefits. In addition the variety of policymaking bodies involved
has led to serious inconsistencies regarding who
should benefit and to what degree from various
programs.
* * *
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EMPLOYMENT OPPORTUNITIES FOR NEGRO
AND WHITE YOUTH

Many people believe that vocational opportunities for minority youth have become more open,
more equal. Bernard Levenson of the Bureau of
Applied Social Research, Columbia University,
was given SSA Research Grant No. 164 to determine if this was in fact the case.
For his study he selected a group of vocational high school graduates with social security
work history records : their employment and
earnings records were followed for from 1 to 7
years after graduation. The sample was composed of 1,950 persons who graduated from the
High School of Fashion Industries in New York
City between June 1956 and June 1963. The
author limited his study to one vocational school
so that he could concentrate on just a few job
skills, a few occupations, and a few industries.
The findings show that blacks and Puerto
Ricans are not making great strides toward economic progress, that discrimination is not mainly
a Southern problem, and that education is not
able to solve racial inequalities and lift minorities
out of their poverty.
Within
each of the four core curriculafashion design (technical) , fashion design (vocational) , trade dressmaking (vocational),
and
garment operating-black
graduates were more
likely to be employed in manufacturing,
and
whites in wholesale and retail trade. Graduates
of the same ethnic group showed greater similarity in job placement than did graduates of the
same curriculum. Whether a graduate finds employment in manufacturing
depends more on
whether she is black or Puerto Rican than on
whether she has completed a program in garment
operating or trade dressmaking. Thus, the overall
effect of the placement process is to put graduates in racially and ethnically more homogeneous working environments than the ethnic environments in the various curricula at the school.
Four to six months after graduation this process
is already quite marked.
When the earnings of the members of the more
recent graduating classes are compared with
those of earlier classes, no narrowing of the earnings gap is seen. In 1956-58 the odds that a
randomly selected white trade dressmaker would
earn more than a black trade dressmaker were
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about 2 to 1; in 1962-63, the odds were even
higher. Even though the garment operator curriculum requires less training and aptitude than
does the trade dressmaker curriculum, the odds
are 8 to 5 that a white garment operator earns
more than a black trade dressmaker.
There is no evidence that differences in earnings narrow with increased experience on the
labor market. In trade dressmaking (vocational),
for example, the differences in earnings between
whites on the one hand and Puerto Ricans and
blacks on the other persist for at least 5 years
after graduation.
The most interesting and perhaps the most important results of the study were derived from
component analysis. This type of analysis permits the identification of the sources of differences in the rates of high earners among whites
and blacks. The most important component was
the differential
mobility rates of whites and
blacks in the first job. Curriculum placement at
t’he school, which intuitively would have seemed
60 produce most of the differences between blacks
and whites with respect to employment and earnings, turned out to be negligible. What this means
is that if blacks were placed in the various curricula according to white rates and whites placed
in the various curricula according to black rates,
the effects on subsequent earnings would be minor.
Differences in earnings rates were mainly due to
mobility rates and level of first job placement.

Q
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DRUGS AND PHARMACY SERVICES UNDER THE
BRITISH NATIONAL HEALTH SERVICE

During 1971 community pharmacists in England dispensed more than 248 million prescriptions, valued at about $18’7 million, under terms
of the National Health Service (NHS). This
amount represented nearly 5 prescriptions per
person during the year. The actual cost of the
drugs issued on these prescriptions was approximately $137 million. This study, SSA Research
Grant No. 56096 by Dr. Mickey C. Smith of the
1Jniversity of Mississippi, deals mainly with the
remaining $50 million, the payment to the general practice pharmacist for supplying pharmaceutical services to England.
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The British system works reasonably well
there and differs in a number of respects from
the pharmacy system in the United States. The
much larger number of prescriptions in the
United States, for example, creates potential
problems not likely to be experienced in the
United Kingdom. A variety of State and Federal
regulations (e.g., maintenance of prescriptions on
file) would make the present British system impossible to transfer “as is.”
The pharmacist under the British plan has a
comparatively simple administrative burden. All
prescriptions from a physician or dentist are received on standard forms (with variations for the
different types of practices) that the pharmacist
stamps with his pharmacy identification.
He
certifies the package size from which the prescription was dispensed, and, if the prescription
is exempt from the co-pay charge to the patient
(as mere 57 percent in 1971)) he obtains the signature of the patient on the back of the form.
The pharmacist sorts the prescriptions by names
of physicians and then further into those for
which the patient paid a fee and those that were
exempt. He then counts the number of forms and
the number of prescriptions and sends his count
with the actual forms to one of the NHS pricing
outstations of the Joint Pricing Committee for
England. Thus, the pharmacist maintains no prescription files and engages in no pricing activities
himself unless it is to give occasional information
to the Joint Pricing Committee officials to assist
them in pricing prescriptions for which little
cost information may be available.
The 12 British checking bureaus work under
the Joint Pricing Committee. The bureaus price
the prescriptions and notify the Executive Councils of the total cash accruing to each pharmacist’s account.
General checking is routine. Pricers are trained
to look for excessive quantities, possible forgeries,
and large orders for expensive items. It is general practice for the entire month’s submissions
from any one pharmacist to be dealt with by one
pricer. From a security point of view, close attention is paid to the allocation of individual contractors prescriptions t’o particular pricers. Each
succeeding level of processing acts, to a certain
extent, as a check on the previous one. In addition, periodic and regular internal quality checks
are made on the work of all personnel.
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The pharmacists also keep a check on the pricing bureaus. The National Pharmaceutical Union
maintains a Central NHS Checking Bureau.
Through this bureau the Union reprices a representative sample of all prescriptions. The results
of the repricing are made known to the National
Health Service and to the pharmacists and financial adjustments are made. The amount of error
found in this way has been remarkably low (well
under 1 percent), a fact that has given the pharmacists great faith in the mechanics of the pricing system.
The total remuneration per prescription consists of the following: The cost of the container
+ ingredient cost minus any discount + on-cost
payment + professional fees. Negotiated elements include the container allowance, profit per:
cent, and proprietor’s notional salary.
The container cost allowance is currently 1
pence for each prescription regardless of actual
container cost (if any).
The drug cost is determined by negotiation and
may be discounted. The principle of discounting
is based on the manufacturer’s practice of giving
purchasers price reductions for drugs bought on
large orders. Accordingly, a discount is applied
to the drug price component once a monthly volume of 1,000 prescriptions per contractor-establishment has been reached. The discount operates
on a sliding scale according to the number of
prescriptions dispensed, starting at 0.1 percent
and rising to 3.5 percent when ‘7,001 or more
prescriptions have been dispensed in the month.
The “on cost” allowance and the professional
fee are both based upon surveys (recently conducted at 3-year intervals) to determine average
overhead and labor costs for pharmacies. These
surveys gather data from about 210 pharmacies
statistically
selected to represent pharmacies
throughout England and Wales. The surveys include both analysis of financial records and the
use of work sampling techniques as a labor allocative mechanism. Again, the National Pharmaceutical Union has an opportunity to review survey methods.
One element of the labor cost, the proprietor’s
“notional” (or hypothetical) salary requires special elaboration. This notional salary is designed
to reflect the combination of the ‘(going rate” for
a pharmacy manager plus a figure, mainly the
“proprietorial lead” (supposed to reflect the spe26

cial efforts and other considerations normally
ascribed to pharmacy ownership above and beyond that of a manager). In fact, the notional
salary, plus the, level of profit, are the basic
points of negotiation.
The principal checking procedure with regard
to the pharmacist (other than unusual quantities
or drugs noted by the Pricing Bureau) is with
regard to his endorsement of package size. Payment for ingredient costs is based in part upon
the package size (e.g., 100 or 500 tablet bottles)
from which the pharmacist indicates a prescription was dispensed. A check is made of the pharmacist’s submission for the month and if these
data indicate that his usage of a drug is sufficient
to warrant a larger package size, a notice to that
effect will be issued to him, although on his first
and second notice he will be reimbursed based on
the smaller package size. Repeated notices result
in reduction of fees appropriately. The nature of
the pricing process makes it difficult, hotiever, to’
monitor these figures on any longer term than
a single month.
So many factors are involved in the demand
for prescription drugs that it is not completely
possible to isolate the effect of the charges on
consumption. It is notable, however, that a 7-percent reduction in prescription numbers occurred
in the 12-month period following reintroduction
of prescription charges in June 1968. One effect
is clear although difficult to quantify-when
a
charge for prescriptions is imposed the number
of prescriptions dispensed falls, and the reverse
is also true.
Some State programs in the United States
have already relieved the pharmacist of the burden of pricing. Before this could be applied to
the United States in general, however, a mechanism through which the pharmacist could check
the pricing-such
as the checking bureaus in
England-would
have to be established.
Other comparisons of the British and the U.S.
systems are worth noting. One of these is the copayment mechanism. The 20 pence charge per
prescription is paid by about half of all patients
(there are many categories of patients eligible
for exemption, principally
those aged 65 and
over and children under the age of 15).
Most of the major problems associated with
the NHS drug program have been financial ones.
In 1961, the Minister of Health stated that pharSOCIAL
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macists had been and were being overpaid. There
was serious talk of a “strike” by the pharmacists,
but this failed to materialize. Negotiations that
followed resulted in a drastic cut in the on-cost
allowance. A much more soghisticated scheme for
obtaining data on overhead and labor costs in the
pharmacy also resulted.
Other financial disputes have continued over
the years with one of the more serious being that
brought about by a proposal to relate the charge
made t,o the patient to the total cost of the prescription. Again the pharmacists threatened a
policy of noncooperation. They were supported
by other health professionals and the proposal
was eventually dropped.
It is expected that there will always be a state
of “creative tension” between the negotiating
parties for the NHS drug program. With the
development of sophisticated administrative re;
search studies within pharmacy in the United
Kingdom it may also be expected that the pharmacy’s remuneration claims may become even
more solidly based.
*

*

*

EFFEdTS OF INTERSTATE MIGRATION
THE UNITED STATES

IN

Differential earnings changes of interstate migrants, compared wit,h nonmigrants, were estimated from Social Security Administration
data
for 1960-65 and 1965-70 by fitting separate multiple classification analysis equations for migrants
and nonmigrants by race and sex. Explanatory
variables in those equations included age and
differences in regions of residence, industries of
employment, and size of communities of residence
at the beginning and end of the periods. The
difference between the equation for migrants and
the equation for nonmigrants is the estimated
effect of migration on earnings. When age, region, industry, and community-size effects are
earnings
ignored, migrants had differential
changes ranging from $157 for white women to
$431 for white men during 1960-65 and from
$192 for white women to $526 for white men during 1965-70. These amounts represent earnings
changes over and above earnings changes of nonmigrants in the same race-sex group.
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The author, Gene Laber of the University of
Vermont (using SSA Research Grant No. 56103))
calculated differential earnings changes of migrants for five age groups and each race-sex
group, and capitalized these estimates to Ijroduce
working-life
values of the earnings increments
resulting from interstate migration. In both
periods, capitalized returns were markedly higher for h’egro men and women under age 25 than
for other demographic groups. Capitalized returns for Negro men exceeded $18,000 in both
periods. Among white men, returns in both
periods were higher for those age 25-35 than for
any other age group, averaging about $5,000 for
the two periods of migration. For all race-sex
groups, returns became negligible or negative
after age 55.
Estimated returns from migration were placed
in two perspectives : (1) The effect of interstate
migration on economic growth of the Nation was
assessed; and (2) the impact of interregional
migration on human-capital stocks of the four
regions of the United States (as defined by the
Bureau of the Census) was estimated.
With respect to economic growth of the Nation,
it is estimated that interstate migration increased
the total stock of human capital in the United
States by about 0.12 percent a year during the
period 1960-65, and 0.14 percent a year during
1965-70. Among age-race-sex groups, the annual
increase ranged from zero percent to 0.50 percent
or more. By placing those changes in a growth
equation, it is estimated that interstate migration added 0.09 percentage points to the growth
rate of output during 1960-65 and 0.11 percentage points during 1965-70.
Three of the four regions lost more workers
than they gained during the 1960-65 period, according to Social Security Administration
data.
Two of the four regions lost workers in the 196570 heriod. Estimates were made of the humancapital values associated with the interregional
movements of these workers. Losses of human
capital were often proportionately less than the
loss of labor in regions experiencing net outmigration. The South, for example, actually
gained human capital during the 1960-65 period
when it lost labor.
In both periods of migration, gains and losses
of human capital summed across regions pro27

duced net gains of human capital nationwide. In
$960-65 this gain amounted to $4.7 million, and
in 1965-70 it amounted to $7.7 million.
Overall, the effects of interstate migration are
estimated to be relatively important when compared with other actual and potential sources of
growth. At a higher geographic level, flows of
labor among regions on balance creates human
capital and tends to mitigate the losses of labor
experienced by some regions.
*

*
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FINNISH AND SWEDISH PENSION
REINSURANCE PROGRAMS

During the summer of 1972 Joseph Krislov of
the Department of Economics of the University
of Kentucky visited Sweden and Finland to obtain information on their pension systems. He
interviewed program administrators,
management leaders, insurance company executives,
trade unionists, employee groups, and government officials. The study, SSA Research Grant
No, 56080, was undertaken with three objectives:
(a) To analyze the actual experience of the two
systems, (b) to determine the attitudes of various
interest groups toward the programs, and (c) to
assessthe relevance of these programs to the programs being proposed in the United States.
Current proposals for pension reform in the
United States call for mandatory vesting provisions, funding requirements, and reinsurance programs for plans that are terminated. The latter
proposal is of considerable interest since some
workers lose their benefit rights when their employer goes bankrupt, merges with another employer, or simply goes out of business. Proponents of reinsurance often cite the Swedish and
Finnish programs as models for the type of program the United States should adopt.
The reinsurance programs in Finland and Sweden differ considerably, but both have functioned
well for more than a decade. They have paid all
outstanding claims, and yet have accumulated
substantial reserves despite recessions in the
1970’s. (The author notes that it is possible that
the programs may have some difficulties within
the next few years because of plant dislocations
as the countries develop new economic relationships with the Common Market.)
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Both programs developed as a result of extensive negotiations between labor and management
and were designed to enable the parties to reach
different goals. Security of pension benefits was
labor’s major objective; management wanted to
retain within the firm the normal pension contributions instead of paying this money to an
insurance company, as existing arrangements required. Both groups were able to incorporate
their goals into the programs, and, as a result,
are very satisfied with the programs.
Several conditions are present in Sweden and
Finland that do not prevail in the United States.
Actuarial practices there, for example, are prescribed by government agencies. The private pension system in the United States has developed
without extensive actuarial supervision and thus
these practices vary widely. The author believes
that it is very unlikely that the actuarial supervision presently prevailing in Sweden and Finland would be politically possible in the United
States at this time. Alternate proposals to such
supervision would be: (1) To prescribe a standard funding model and a simple set of widely
used actuarial assumptions, (2) to permit plans
to petition and attempt to justify alternate actuarial assumptions, or (3) to prescribe an actuarial method that would permit the plans to
choose their assumptions and to justify these
assumptions.
The insured premiums in Sweden and Finland
are uniform, resulting from governmental action
in Finland and collective bargaining in Sweden.
For the United States such a flat-rate premium
would obviously be the simplest to administer,
but some proponents of reinsurance for the
United States want higher rates for “termination
prone” companies and industries. If a differential
premium rate system were adopted, the administering agency would be required to make judgments regarding a single employer’s financial
position. These judgments require the collection
and evaluation of a considerable amount of data.
The author concluded that the reinsurance programs in Sweden and Finland have worked well
because everyone there wants them to work. The
IJnited States could adopt a comparable program
with the cooperation and determination of management, labor, and funding institutions.
*

*

*
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EFFICIENCY IN THE PRODUCTION OF
HOSPITAL SERVICES

Ralph E. Berry, Jr. and John Carr, Jr., both
of Harvard University,
used SSA Research
Grant No. 56002 to complete a detailed analysis
identifying
and measuring the effects of factors that significantly
influence the cost and
efficiency of short-term general hospitals in the
United States. Their study consisted of three related parts designed to : (1) Name the factors
affecting hospital costs, (2) identify and analyze
characteristics of hospitals that have unusually
high or unusually low costs (after allowances for
such factors as output, quality, product mix, and
factor prices), and (3) analyze cross section and
time series data on general short-term hospitals
in order to evaluate the role of economic evolution in the selection of efficient institutions for
survival and to determine factors affecting the
supply of hospital facilities.
The statistical analysis of the cost of providing
short-term hospital care has provided insight
into the factors affecting hospital cost. The
authors drew a number of inferences concerning
the relationships among average costs, the level
of output, the quality of services, product mix,
factor prices, and relat.ive efficiency. First, the
types of hospital services produced are subject to
economies of scale initially
and decreasing returns eventually. Second, the quality of services
offered affects hospital costs. Hospitals that are
accredited, for example, have higher costs than
those that are not. Third, product mix differences
-differences in the complexity of the scope of
services-affect
hospital costs in several ways.
Teaching hospitals and hospitals that have more
complex inpatient services and provide community medical services have higher costs than other
hospitals. Fourth, in all the analysis undertaken
in this study, differences in wage rates have consistently been the most significant variable for
explaining average costs. Differences in construction costs, on the other hand, are not consistently
significant in explaining differences in average
costs. And fifth, although costs in proprietary
hospitals are somewhat higher per day than costs
in voluntary hospitals, the average length of stay
in proprietary hospitals is generally lower. The
authors believe that this is because proprietary
hospitals utilize their inputs more intensively per
patient per day and consequently incur a higher
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cost of care per day but a lower cost per patient.
The authors also dealt with the subject of
product differences within the hospital industry.
Whatever else may be characteristic of them, the
units of production in the hospital industry certainly do not produce a homogeneous product,
and hospitals should be viewed as multiproduct
firms in both the sense of patient care-teachingresearch and the complexity of each.
Three separate although related analyses vere
undertaken specific to the product difference
aspect of the production of hospital services, its
effect on hospital cost analysis, and techniques
that can be employed to account for product mix.
The results of these analyses were consistent and
reinforcing. They serve to emphasize the importance of product mix and the implications of
product differences.
First, a factor analysis served to deliheate the
dimensions of product mix in hospital output.
Eight common factors were generated that explained a significant proportion of the variation
in the variables related to product mix. Amohg
the more significant factors identified were: The j
presence of a medical school, the type of basic
services provided, the type of complex services
provided, the length of stay, and the type of
outpatient activities available.
Second, an analysis of the available data served
to indicate a systematic pattern to the expansion
of facilities and services in short-term general
hospitals. There is such a thing as a basic service
hospital. As hospitals add facilities and services
there is a strong tendency to first add those that
enhance the quality of the basic services. Only
after the services that enhance the quality of the
basic services have been acquired do short-term
general hospitals display a tendency to expand
the complexity of the scope of services provided.
The final stage of the expansion process for certain hospitals occurs when they add those facilities and services that essentially transform them
from inpatient institutions to community medical
centers.
Fmally, a comparative analysis was made of
the extent to which hospital costs are explained
by what hospitals have the capacity to provide
and by what they actually do provide. The results indicated clearly that the capacity to provide services explains hospital costs much better
than actual services provided explains them.
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009------
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These results have significant policy implications. The results are not profound, or even
surprising, but they do lend support to the position that hospital costs depend much more on
what hospitals “gear up to do” than on what
they actually end up doing. It would seem that
much more attention/ needs to be paid to the
BULLETIN,
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question of what the appropriate mix of available capacity is and how public policy might best
control that mix.
Much hospital cost analysis has been preoccupied with the question of what is the optimal
size of hospitals. A more fundamental question
(Continued on puge 40)
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tended to .have very few beds or very many beds
relative to the average bed size.
In order to analyze cross section and time
series data, the authors constructed two basic
types of economic models-one of a completely
centralized planning system and the other of a
pure market system. They then used simulation
analysis to determine the relative efficiency of
these two methods of resource allocation under
conditions likely to prevail in the provision of
hospital services. The planning method showed
the greater potential of being more efficient in a
technical sense. The authors noted, however, that
the real alternative to the pure market system is
not a theoretically perfect planning scheme, but
rather a system of basing decisions on an abstraction of a complex reality operating within a
political-bureaucratic
context. Nonetheless, their
comparison of planning and the pure market as
mechanisms for resource allocation in the hospital system should provide some basis for policy
in this area.

(C%ntinued from page $1)

is the optimal mix of complexities of scope of
services or what is the optimal mix of types of
hospitals.
The authors identified several characteristics
of high cost and low cost hospitals. Low cost
hospitals were more likely to be administered by
medically qualified persons-physicians,
dentists,
registered nurses. Average hospital costs also
varied by region: the New England and Pacific
States tended to have high cost hospitals, the
South, low. The ratio of personnel expense to
total expense was higher in low cost hospitals
(0.656, compared with 0.558 in high cost hospitals). Hospitals with relatively high occupancy
rates were likely to have lower costs. The median
occupancy rates for low cost hospitals was 70.7
percent, and for high cost hospitals it was 64.5
percent. Low cost hospitals tended to have a
“medium” number of beds ; high cost hospitals
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