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MEDICARE PAYMENT POLICIES

WEDNESDAY, JULY 19, 1995

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 9:30 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. Bob Packwood
(chairman of the committee) presiding.

Also present: Senators Grassley, Simpson, Moynihan, and Gra-

am.

OPENING STATEMENT OF HON. BOB PACKWOOD, A U.S. SEN-
ATOR FROM OREGON, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN, The committee will come to order. If the wit-
nesses want to come forward and take their places at the table.
Bring Dr. Colby and Dr. Young with you. We welcome Gail
Wilensky back again. She was just here last week and I told her
that I hoped she would not get any questions on colds.

Senator MOYNIHAN. She got to the beach, though. I can see that.

The CHAIRMAN. This is another in a continuing series of hearings
on Medicare. And, as the witnesses are well aware, the Finance
Committee has its work cut out for it. We have been ordered to at-
tempt to restrain spending to about 7 percent instead of 10 or 11
percent, and try to save $270 billion over 7 years.

We also know that Medicare is not on the verge of bankruptcy,
but for all practical purposes is bankrupt. I am hoping the wit-
nesses today, in a brief period of time, can tell us exactly how to
come up with the savings that we need in a manner that will be
bigartisan and unif orml{:ccelgted by all groups concerned.

want to also say to both Dr. Altman and Gail Wilensky, thank
you very much for the work that your staffs and your respective
groups have done. They have been sensational in working with our
staff and I appreciate it very, very much.

Senator Moynihan?

OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN,
A U.S. SENATOR FROM NEW YORK

Senator MOYNIHAN. Thank you, Mr. Chairman. Welcome, of
course, to our distinguished witnesses. What I have to say now
does not apply to them in the least.

Just as a matter of maintaining our standards in this committee,
on May 17th Dr. Nancy Dickey appeared before us representing the
American Medical Association and she testified in writing that
“physicians now spend over 25 percent of their time processing
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paper work and complying with the technical requirements of an
unending blizzard of Medicare regulations.”

We wrote to her to ask the statistical or analytic basis for that
finding, and there was none. I do not think people should come be-
fore this committee and make statements that they cannot sub-
stantiate.

I have written a letter, Mr. Chairman, to Dr. Dickey expressing
our disappointment. With your permission, I would like to have it
placed in the record.

The CHAIRMAN. Without objection.

Senator MOYNIHAN. Thank you, sir.

[The letter follows:]

M@M«Z’W
N 3ok
Dnitoct Ates Hovsale
July 13, 1995
Dear Dr. Dickey:

In the course of your testimony before the Senate Comumittee on Finance you
were asked to provide data substantiating your claim that "physicians now spend
aver 25 percent of their time processing paperwork and complying with the
technical requirements of an unending blizzard of Medicare regulations.” Your
response was that although you did not have the information with you, it did exist
and you would be more than willing to provide it.

What was received constituted a collection of irrelevant anecdotes
accompanied by data which not only failed to substantiated your testimony, but
was in fact wholly contradictory. :

Beyond the irrelevant, your letter attempted to restate the question. And
while the assertion that: "It is no exaggeration to say that a quarter of t!!e time I
spend serving Medicare patients is consumed by personal administrative

responsibilities,” (your emphasis) may be true, it was made abtmdantl)" c_lear that
yo.Ir testimony and the data requested was to the experience of all physicians.

Testimony before the Senate Committee on Finance is carefully considered
with particular attention to research and data. Mistakes are acceptable, efforts to
mislead are not. Members of this Committee rely on such testimony in the
formulation of pubiic policy; this cannot be based on the experience of one
doctor when there are more than half a million nationwide. You were asked for
data, you responded with anecdotes.

Even the anecdotes themselves are highly suspect. No distingﬁon is made
between unnecessary Medicare administrative costs and administrative cost.:':
associated with quality patient care. For example, you state that you spend "five
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minutes of 'chart time' for evety 15-20 minutes spent with a Medicare patient.” A
complete patient chart, however, is an integral part of quality patient care. Do yqu
regard recording a patient's temperature as a needless demand of the Medicare !
bureaucracy?

In addition, the only data you did provide, generated from the 1993 AMA
survey of physicians, demonstrates that only 5% of the time spent by those
physicians surveyed was consumed with utilization review, claims, and billing.
The Senate Finance Committee is debating the future of Medicare; different parties
may disagree on the most appropriate actions, but we must come to some
agreement on the facts of the current situation. For this rigorous research is
demanded. Your testimony did not meet this standard.

Failure to submit data supporting your claim, leads to the conclusion, with
some reluctance, that the Committee was misled. If any data corroborating your
testimony does exist, please send it immediately.

Sincerely,

The CHAIRMAN. Senator Graham. :

Senator GRAHAM. Thank you, Mr. Chairman. I do not have a for-
mal opening statement, but I do look forward to hearing from the
panel today. I am going to be particularly interested in issues relat-
ing to payments under managed care arrangements. I am very con-
cen('lned at the current provision of 95 percent reimbursement stand-
ard.

I would be interested in your recommendations of what you think
are going to be the practicalities of altering our managed care ar-
rangements, how expeditiously can they be put in place, and what
effect might they have in terms of achieving the budget marks that
have been set for this committee within the Medicare program.
Thank you.

The CHAIRMAN. The two groups that Dr. Altman and Gail
Wilensky represent, the Prospective Payment Assessment Commis-
sion for Dr. Altman, and the Physician Payment Review Commis-
sion for Gail Wilensky, probably have had more to do with advising
us about Medicare expenses—one in hospitals and hospital-related,
the other in physicians and physician-related—than any other two
people or two groups in the last decade. So we look forward very

much to what you have to tell us today, and we will start with Dr.
Altman.
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STATEMENT OF STUART H. ALTMAN, PH.D., CHAIRMAN, PRO-
SPECTIVE PAYMENT ASSESSMENT COMMISSION, WALTHAM,
MA, ACCOMPANIED BY DONALD YOUNG, EXECUTIVE DIREC-
TOR, ProPAC

Dr. ALTMAN. Well, thank you, Mr. Chairman. It is a pleasure to
be here. Both Senators and I go way back. It is always a pleasure
to be here,

In the 10 minutes that are allocated, I just want to summarize
a few things. My testimony is quite detailed and I am sure it will
be in the record, and I know your staff and our staff have been
working on it quite intensely.

Let me make a few over-arching comments. We have been tryi
to look through our bag of areas that we focus on to understan
where cuts can be made that do not do irreparable harm to the
health care system and to the beneficiaries.

In the areas that we have focused on in our responsibility, Part
A, for the most part, I would like to make a few comments. With
respect to hospitals, it is possible for the government to do a better
job of bringing its payment down much closer to the success of hos-
pitals in controlling costs.

I think we have gone through a very historic ?eriod in the last
2 years where hosgltals—they should get a lot of credit for this—
have been able to bring their costs down to below inflation for the
first time in my memory, and in the last 2 years cost increases
have been running, in real terms, at negative one and 2 percent.

The Medicare program, however, because of legislation, has not
completely taken account of that. And, as a result, hospitals which
had been losing significant amounts of money under Medicare PPS,
on average, now are earning profits which 1n other circumstances
would be fine, but, given our current budget situation, I think the
program could bring those rates down.

The CHAIRMAN. Say that again. On average, the hospitals are
now making money on Medicare?

Dr. ALTMAN. Yes. We estimate for 1994 that hospitals will be
earning about 2.3 percent profits on PPS, where two, three years
ago they were losing, on average, 2 percent.

Senator MOYNIHAN. Medicare profits? ~
Dr. ALTMAN. On Medicare. And they are earning significantl
more overall. It is the PPS part. But, for the private side, overall,
their profits are closer to about 4.5 to 5 percent. So, we can bring

that down.

Now, one group of hospitals, which I know well and I know Sen-
ator Moynihan knows well, are teaching hospitals. They make the
largest profits on Medicare. Their profit rate, on average, was close
to 12 percent.

The reasons are fairly clear, and that is that Medicare has been
providin% teaching hospitals with added payments, both for teach-
ing and for disproportionate share and, as a result, their profits on
Medicare PPS are quite sizeable.

But I should also point out that when you look at teaching hos-
pitals as a whole, their overall profits are among the lowest, so that
while fairness would dictate that teaching hospitals do take a re-
duction in their payments from Medicare to bring their payments
more in line with their costs, we need to be very careful about our
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teaching institutions if we want to preserve them as the quality in-
stitutions they are.

Therefore, while we have recommended at ProPAC that we bring
the teaching adjustment down by 13 percent next year and up to
40 percent over 3 years, my fellow commissioners want to empha-
size that we think you should be very careful.

I would even sugiest that you set up maybe some informal mon-
itoring group to make sure that we do not do serious harm to them,
but we do need to bring the Medicare payments more in line, I
think, with the costs.

We are particularly concerned if you add up all of the cuts and
they hit the same hospitals, if you are talking about teaching cuts,
disproportionate share cuts, and overall, that we make sure that
we target the limited funds that are left to the hospitals we really
want to protect. We are working with your staff to to do that.

A few other areas are particularly troublesome. ile we have
maintained a good degree of control over both hospitals’ payments
under Medicare, and Gail is going to talk about ihys:cian ay-
ments, the two areas of the biggest growth over the last a
dozen years have been home health care and skilled nursing care.

Now, there are some very good reasons and some very positive
reasons for that growth because we have Jearned how to provide
care in the home where before it had to be done in the hospital and
you can save money doing that. We also are keeping people out of
the hospital. That is also a ‘5ood thing. But the growth rates are
far in excess of what we would have expected from those savings.

Unfortunately, one of the reasons is that, while we have all these
nice, fancy controls, on hospital side and on the physician side,
both gkilled nursing facilities and home health, essentially, are in
the old mode; they are cost-based, there are no deductibles and co-
insurance in home care, and they have just grown by topsy 40 and
50 percent a year. If you add up over a 10-year period, they have
grown by 3.6 times in skilled nursing care.

So we have made several recommendations in our testimony to
deal with that and I will be glad, in questions, to go through it in
more detail.

Now, I want to focus just very briefly on managed care. I know
Gail is going to be talking about that at some length and we sort
of share this thing. I do not want to take all of her thunder. But
let me make it very clear. We strongly support the movement of
many more seniors into managed care, but we have to understand
something. -

If the Medicare ﬁrogram is to achieve the savings that you need,
some very tough choices have to be made. One, in certain parts of
the country, beneficiaries that it:ninbo managed care get very size-
able extra benefits —I am talking about $140 a month—$140 a
month—in extra benefits—because they go into managed care,
where in other areas, like Oregon, when they go into managed care
thg)(; %&t very little extra benefits.

edicare, which always prided itself on having comparable
benefits around the country, you cannot say that anymore. If you
sign up for managed care in southern Florida and in southera Cali-
fornia, you wind up, as a beneficiary, getting sizeable extra bene-
fits, and that is the way the program was set up. I do not have any
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objection to that in and of itself, but you cannot do that and still
expect the savings.

o if you are going to get the savings out of managed care, that
95 percent rule currently works to hurt the program. It helps the
beneficiaries and it helps the plans, but it does not save money for
the program. If you are going to get those savings you are going
to have to reduce those benefits.

On the other side, if you start reducing those benefits and do
nothing with the fee-for-service side——

The CHAIRMAN. Let me ask you a question. Any of us can inter-
rupt if we want since there is just the two of you here.

Do you mean, you take a State like Oregon where the costs are
80 low, the 95 percent is a low enough payment that the providers
cannot afford to give many more than just the basic Medicare serv-
ices.

Dr. ALTMAN. Exactly.

The CHAIRMAN. You go to a high-cost State and go to managed
care, managed care can significantly cut their cost and give the
benefits.

Dr. ALTMAN. Exactly.

The CHAIRMAN. All right.

Dr. ALTMAN. That is exactly what it is. And the payment rate,
even though it costs more in those areas, is even higher than the
costs would justify. And HCFA knows it, but, by legislation, they
cannot change it, which means if you lower it, then the plans are
going to be forced to cut back.

Now, if you do that, you could wind up making things worse for
managed care than they are today, so you need to be very careful.
In our view, the only way to balance that equation is to say to
beneficiaries, if you stay in fee-for-service you are going to have to
pay something in addition for the high costs, or you could wind up
g}h less people in managed care 5 years from now than you have

ay.

My testimony covers a number of other areas in out-patient care,
capital payments, and so on, but those are the three points I want-
ed to make. Yes, we can cut hospital payment increases, but we
need to be careful about not hitting the same hospital every time;
two, we need to sort of do something in the skilled nursing facili-
ties and home health, and I have a number of suggestions there;
three, we should move more seniors into managed care, but we do
need to change that managed care structure if we expect to see sig-
nificant savings.

The CHAIRMAN. When you say hitting the hospitals at the same
time, you mean, you take a great teaching hospital that is also in
an urban center that has a disproportionate share, and if we did
nothing but apply cuts uniformly, gfxt it happened to hit three or
four of their programs, we could absolutely devastate them.

Dr. ALTMAN. Yes. And then if you realize that it is those institu-
tions that really rely on Medicare and Medicaid. Other institutions
could take the cuts because most of their patients are in the pri-
vate sector and they get plenty of money from them, although they
are having their own problems with tough managed care, as they
should. But, if you hit a hospital which has 50 percent Medicare
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and Medicaid and 10-20 percent bad debts and you hit them three
times, you are going to find a hospital really in serious problem.
Thank you, Mr. Chairman.
The CHAIRMAN. Thank you.
[The prepared statement of Dr. Altman appears in the appendix.)
The CHAIRMAN. Gail?

STATEMENT OF HON. GAIL R. WILENSKY, PH.D., CHAIRMAN,
PHYSICIAN PAYMENT REVIEW COMMISSiON, WASHINGTON,
DC, ACCOMPANIED BY DAVID COLBY, PRINCIPAL POLICY
ANALYST, PPRC

Dr. WILENSKY. Thank you. Mr. Chairman, I am going to follow
Stuart Altman’s role and try to summarize the main points that I
would like you to take away from the testimony. As you know,
there are a lot of technical issues that are in this testimony. I
would be glad to respond to them. The PPRC staff has been work-
ing with your staff to make sure that they understand the technical
issues.

Let me try to answer your direct question to us, which is, how
can the Congress go about trying to achieve the substantial savings
that are set before it? This is not part of my testimony and, there-
fore, it is not really my role as PPRC Chair, but I want to try to
answer it.

I believe it will take a combination that will build on traditional
ways that the Congress has found to secure savings from Medicare.
That means going after hospital payments, going after home care,
either in co-pays or some bundling, skilled nursing home, physician
payment, either through the conversion factor or some other mech-
anism, also, the other parts of Part B that I would like to touch
on in my testimony, looking to the beneficiaries, the elderly as well,
in terms of possible premium payment increases or some deduct-
ibleé the kinds of mechanisms that the Congress has used in the
past.

I think you need that because it will provide savings with some
certainty. It can start the savings ball rolling and give you a num-
ber of years to accumulate those savings, but I also want to say
ve;i' strongly that I believe those kinds of changes alone will not
make Medicare sustainable in the long run, nor will they provide
you with the long-term savings that you need. You must also rede-
sign the basic incentives of the program.

ight now, there are not incentives in place. I am going to touch
on them—Stuart has already touched on some of them. Current
policy does not reward the elderly for seeking cost-effective health
care plans and cost-effective providers, and does not give the elder-
l{l very many options or very much information on which to base
their choices.

Unless there is that fundamental restructuring which can also
give you savinfs—although, in all honesty, it will probably take a
ew years until you begin to see those savings—I believe you will
not accor:flish long-term goals. So, I think you need to look to the
traditional ways of having savings. The commissions, CBO, and
your staff are working hard to give you options, but I want to em-
phasize the issue about long-term restructuring.



8

Let me talk a minute about the fee-for-service part of Medicare
because, while all of us have been looking to a restructured Medi-
care program that will offer many more options and that will prob-
ably, therefore, increase the enrollment in managed care, the fact
of the matter is, over 90 percent of the elderly are now in fee-for-
service medicine, so we cannot just ignore it.

There are some technical problems that need to get fixed with re-
gard to fee-for-service medicine. One of them has to do with the
spending goal. As you may recall, in 1989 when you passed the leF-
islation creating the resource-based relative scale, there were really
two parts to it.

One, was to try to set a fee schedule in a different manner, rath-
er than having it just be what turns out from the insurance world,
to try to rationalize the differences between what specialists were
paid arnd what primary care physicians were paid.

I have personally had some qualms about the notion of govern-
ment trying to set 9,000 prices, but, having engaged in that activ-
ity, there was the rationale of trying to e extreme values, and
particularly the distortion, that encouraged procedures rclative to
primary care and to get them in better order and also o try to re-
duce the very large differences between urban and rural payments,
far greater than any cost-of-living measure would have justified.

In addition to trying to rationalize the fee structure, it was also
an attempt to try to moderate spending by linking the increases in
that fee structure to how well physicians did in terms of meetix;s
spending goals. That spending goal has a complicated name call
the Volume Performance Standard.

What has happened is that some problems have developed, some
which people saw early on, some of which got introduced in legisla-
tion later, that really need to get fixed.

One of them is that we use different updates for three different
groups of services: for surgical, for primary care, and then for the
rest.

And, while there is some justification for trying to disaggregate
spending goals and increases in fees for different services, you
would have to do it far more disaggregated if you were really to try
to do it as a direct incentive to praclice more conservative medi-
cine.

What has happened in the present world is that the attempt to
try to redirect money toward primary care services is i&zttinf un-
done because it turns out that surgical sgending has been lower
and therefore increases in surgical fees have been substantially
greater than for other services.

So, while that is what Congress said the rules of the game would
be, you are undoing the fundamental rationale for trying to reprice
these 9,000 services.

The commission has proposed going to a single standard and a
single update. I do not want to say it is entirely equitable, but, on
balance, it will continue what I gather was your very strong inter-
est in trying to increase payments to primary care physicians.

In addition, there have been some problems with the spending
goal. Because there was a concern that there were a lot of ineffi-
ciencies in medical care, Congress legislated that the standards
ought to be decreased to make up for these inefficiencies.

t
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In 1993, the deduction from the standard got up to four percent-
age points, and that is a rather unreasonable built-in factor into
the spending goal. No matter what physicians do, if they do not do
at least four percentage points better than their previous perform-
ance, it impacts their updates.

The commission has suggested substituting the growth of Gross
Domestic Product and may%e making little allowances for increas-
ing technology and using that rather than this complicated spend-
ing goal, less four percentage points. So there are some technical
issues, but as long as we are 90 percent fee-for-service we really
need to do some of these fixes. So, I want to encourage that the
FPRC staff and commissioners work with the Congress to try to fix
those particular problems.

Let me talk for a minute, though, about the rest of Part B. This
is an area that is not directly under the charge of PPRC, but it is
not under the charge of anyone else so it tends to get ignored.

Like the fact that home care and skilled nursing have grown so
much faster than hospitals, the fact is, the other non-physician
component of Part B has been growing and is continuing to grow
much faster than the physician part and it represents 49 percent
of Part B spending. That is, out-patient hospital charggs, clinical
labs, durable medical equipment. All of those ought to be regarded
as important areas to look for savings.

Again, these are areas where the commission or your staffs can
give you some guidance. But, because you tend not to hear about
those areas from us so much, please do not ignore them, they are
important.

t me talk for a minute about graduate medical education and
then I want to finish with a couple of comments on managed care.

Stuart made some comments about how some hospitals may be
hit in multiple ways, depending on the kinds of reductions that
Oﬁcur, and I agree with that. I want to encourage you to consider
that.

I hope, if not this year, sometime soon, however, that the Con-
gress will look at the more fundamental question about exactly
what is the appropriate role of government in graduate medical
education, not just whether the numbers for direct and indirect
medical education are the right numbers to reimburse for costs.
That is important, and you have had recommendations from both
of our commissions about that.

But I think it is important to look at the bigger question which
is, exactly what is the role? Why is there a role for graduate medi-
cal education when the Federal Government typically does not
have roles for graduate engineers or bench scientists, or other
areas? It is an issue that we are going to spend some time lookin,
at at PPRC, and it is an issue I encourage you to consider as well.

Finally, a few minutes about managed care. Many of us think
that managed care provides important w?{ys for seniors to get more
benefits for a given amount of money and is the direction that the
&ﬁvaw sector 18 going, and that, just as Medicare was made to look

ike the private sector of the 1960’s, it seems important to incor-
porate the kinds of changes and innovations that are going on now.

There are a number of problems with the payment mechanism
that is used, the so-called CC. Part of it has to do with the vol-
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atility in terms of 1 year to the next, part of it has to do with the
variation in terms of being in one county versus another county.

The reason is, it keys off the average spending in the county in
which somebody lives and if the average spending is different sub-
stantially in the next county, even though people may cross county
borders, it has a very big impact and that has led people to suggest
using a little bigger geographic area.

Now, Stuart raised an issue that had to do with the fact that
there is a lot of unfairness because of the different value of bene-
fits. I think it is unfair. I actually do not think it impacts the sav-
ings to the government, but I think it is fundamentally unfair. But
it raises an issue that I think you are going to have to deal with,
and this has to do with competitive bidding.

A lot of (Feople, and myself in the past, have talked about com-
petitive bidding as a way to get a better tpricing. But, if we do not
use the competitive bid price for th2 fee-for-service physicians and
hospitals in that area as well, we do not have the same price going
to both sides, and we will put, potentially, the managed care plans
at a coinpetitive disadvantage.

So, while I think it is important to figure out a way to get better
pricing to get around some of the problems, I want to urge a little
caution in something that has been raised frequently as the wave
of the future, competitive bid.

Competitive and negotiated bids are just fine. The fixed price,
the price the government pays, needs to be the same for fee-for-
service as for managed care or you will, in fact, widen the discrep-
ancy between those two. So, I would urge you to look forward to
that as a strategy with some caution if you cannot make a fixed
payment in both areas.

We have outlined a number of areas that we will be working on
in the future in order to try to help the Congress, and look forward
tn those activities.

Thank you.

The CHAIRMAN. Let me ask both of you. Paul Ellwood thinks that
if we go to managed care you are going to go to national managed
care; you will not have to worry too much after four or 5 years
about geographic differences, that if Oregon happens to be $3,300
Medicare cost year and Louisiana $5,500, that you are going to
have companies bidding in Louisiana and willing to provide care
for $3,500 or $3,600. Do you think his theory is right, that you will
have this National leveling out?

Dr. WILENSKY. Well, I think you will have some, but, in fact, if
you look at how medicine is practiced arcund the country, there -
really are some significant differences in practice style.

The CHAIRMAN. Practice style?

Dr. WILENSKY. Style. In the amount of technology and the level
at which procedures are used and the mix between in-patient and
out-patient.

So, while I think that there will be less of a difference than we
now have, part of that is something that the government can deter-
mine if it wants to. The way you would do that is, if you started
on a national average as a per capita payment and only made ad-
justments for cost of living, you would force practice styles to con-
verge toward some average level.
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This is a big-issue in Florida. Florida is a high-cost area. Part
of the reason that the Florida average payment is high is that costs
in Florida and New York are higher than a lot of other places, but,
frankly, they are also high-volume areas and the average payment
now represents both an increase in price and the increasc in vol-
ume.

Whether or not you want to try to negotiate a bid in the local
market and accept some differences or whether you literally want
to drive to a national average is a serious issue and it is a policy
issue, it is not just a budget issue. Because you can get your sav-
ings either way, there is also some fairness involved.

The CHAIRMAN. Dr. Altman?

Dr. ALTMAN. Let me support what Gail said. I am surprised that
Paul said that, knowing what he does know about differences in
the costs, not only in the Medicare program, but if you go into the
under 65 population and you look at large corporations-—I have
spent a lot of time with large corporations—they pay different
amounts for essentialll,: the same kinds of individuals in different
parts of the country. They would like to standardize it.

And it is true that when you go to the under 65 population the
differences are not as great as Medicare, so they will be reduced,
but they will not be eliminated as long as physicians not only prac-
tice diﬂ%rently, but have different resources at their fingertips, the
ability to do testing, more nurses per patient, and so on.

So I do not think we are going to go to national rates. You have
to watch out. You could wind up going to national rates where the
national rates get kicked up to the high-cost areas, not to the low-
cost.

So I think Gail and I share the same feelings, that unless we
change the practice of medicine fundamentally in high-cost areas
overnight, we are not going to see that happen very quickly.

The CHAIRMAN. Dr. Altman, you mentioned moving to prospec-
tive payment for home care.

Dr. ALTMAN. Yes.

The CHAIRMAN. Can you expand a little bit as to how you think
we can do it, and what kind of savings we can get?

Dr. ALTMAN. Well, there are several parts of the home care issue
that are troubling to me. The first, is that as you know, home care
now regluires no co-insurance. It was based originally on the idea
that individuals would leave the hospital having had a three-day
stay and already paid the deductible, but now many people go to
home care without ever having been to the hospital.

So one possibility is to introduce a co-insurance rate only for in-
dividuals who have not been hos&italized and to limit the maxi-
m&n to the same deductible that they paid if they went in the hos-
pital.

This way you could not hit an individual too hard but still get
some savin%:, even though it is not likely to im?act on utilization
that much because most of that would be paid for by some insur-
ance policy, but there would be savings to the government.

But this basic change that is being discussed where you would
begin to provide incentives to the agencies to limit, hopefully in ap-
propriate ways, the use of services 1s very attractive and it 18 being
proposed by the industry.



12

We have some problems with it, especially limiting too many new
people from coming on, but we are encouraged by that kind of a
proposal where you essentially establish prospective rates and pro-
gpective budgets. Don Young has been working with Julie and

usan to make something like that work, both consistent with the
industry and with helping the government.

The CHAIRMAN. Do you want to comment, Gail?

Dr. WILENSKY. I very much like the idea of prospective payment,
of bundling of the payment. There are occasionally people who have
suigested putting that into the DRG payment for hospitals, which
I think is not a good idea. I think you ought not to leave this as
a monopoly to the hospitals, but having the bundled payment so
that you put this together is one that I think that you ought to pur-
sue.

The real question is, can you do it fast enough? If you cannot do
it right away it is an area that ought tc be looked to for savings.
There has been huge growth in the number of people served and
a 50 percent increase in the number of services per person served,
so both of those have grown.

I think that co-insurance is a reasonable way to go. I think I
would probably consider a co-insurance, maybe a step-down co-in-
surance, if it was following a hospital stay, but, given the huge vol-
ume increases, I think that we have just got to do that.

Hopefully it will encourage some people to give, again, another
look at managed care as a way to not have to pa‘y the co-insurance,
since that is frequently a part of the package of benefits, not forc-
ing people into managed care, but giving them one more reason to
consider it.

The CHAIRMAN. Senator Moynihan?

Senator MOYNIHAN. Thank heaven we have these two so we can
coye with this.

just would make one comment and then ask one question. Stu-
art, we keep hearing that prices seem to be coming under control.
Last gear was a long exercise in the assumption that prices were
out of control, but they seem not to be. Qut at Jackson Hole they
indicated that managed care premiums were down somewhere
around 1 percent this year. Your data shows that real hospital
costs grew at 1.7 percent. GDP growth is higher than that, right?

Dr. ALTMAN. Yes. Right.

Senator MOYNIHAN. So that is not an unstable situation, is it?

Dr. ALTMAN. Well, let me comment on hospitals, first. Hospitals,
over the last 2 years, have really taken a very hard look at their
costs in waars that they have never done before.

It has led to tougher wage adjustments, it has led to cuts in em-
ployees, unfortunately, but they are bringing their costs under con-
trol and they are doing it, for the most part, because of the pres-
sure of the market. It has not been the government squeeze, it has
been the market pressures of the managed care companies and oth-
ers, both reducing patients——

EnSeg:dtor MOYNIHAN. That is what we were told to expect by Dr.
wood.

Dr. ALTMAN. Well, I think Paul and the Jackson Hole group were
right in that sense. But let me just put a cautionary note out there.
Just because costs are coming down, prices have not come down as
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much. We need to see more competition and we are beginning to
in the managed care area.

Now, that is the way markets work. The first group of managed
care companies go in, reduce the costs, get the savings from the
specialists in the hospitals and, unfortunately, do not pass all of it
on to lower prices in premiums because they have mined it, first.

Senator MOYNIHAN. Do they make profits?

Dr. ALTMAN. Yes, I think we could say that. But, given markets,
they ultimately have to pay the market price, too, and then other
managed care companies start coming in and squeezing down those
profits. So I expect that in the next round you will see more of
those cost savings reflected in lower premiums.

Dr. WILENSKY. But that is the private sector. I mean, the fact is,
the incentives of aggressive purchasing in the private sector do not
exist in the public sector. The public sector basically works under
direct control. This is direct command and control.

In physicians, it is the relative value scale and the spending
goals and in the hospitals it is the DRGs, and in the clinical labs,
skilled nursing, home care, durable medical equipment and out-pa-
tient, it is not much of anything.

Senator MOYNIHAN. But that is obviously the problem.

Dr. WILENSKY. We should not be too optimistic about Medicare,
although the parts we are direct-controlling are doing better than
the parts that are not direct-control, but neither of them are doing
nearly as well, we think, as a result of the aggressive purchasing
in the market.

Unless we do something to change the incentives that the elderly
face to drive those same kinds of changes, to capture some of those
same kinds of changes, we should not expect they are just going
to fall into our lap.

Senator MOYNIHAN. Well, the teaching hospitals really do have
me concerned. We had a hearing last year. I think you remember
this, Mr. Chairman. A physician from Fordham testified that, we
are seeing the commodification of medicine.

He gave us an example. In Southern California we now have a
spot market for bone marrow transplants. And now you pick up the
papers and find that Los Angeles County General Hospital m%y
close. This is one of the unanticipated consequences of a more effi-
cient pricing, is it not?

Dr. ALTMAN. I think that there are some very positive things we
have talked about and there are some unfortunate areas. I think
we need to be very concerned about our health care safety net.

Senator MOYNIHAN. And our medical schools.

Dr. ALTMAN. Well, yes. Some of the medical schools also are
health care safety nets. Some of the medical schools are doing very
well, thank you.

Senator MOYNIHAN. You mean, Columbia-Presbyterian, which is
in New York. It has such a high level of Medicaid and Medicare
because of the neighborhood in which it is located.

Dr. ALTMAN. That is exactly right.

Senator MOYNIHAN. Neighborhoods happen to be that way, yes.

Dr. ALTMAN. Not all the teaching hospitals in New York are like
Columbia Presbyterian.
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Senator MOYNIHAN. Right. We have got to watch that, Mr. Chair-
man. I know we will. Thank you.

The CHAIRMAN. Senator Graham.

Senator GRAHAM. Thank you, Mr. Chairman.

I would like to ask questions in two areas. First, in the area of
managed care. Dr. Wilensky, you raised some questions about the
implications of trying to go to competitive bids as a means of select-
ing HMO providers for intermediaries. That is a process that has
been used in the private sector and in some non-Federal Govern-
mental programs. .

Do you believe that is inherently inappropriate for Medicare, or
could it be rendered appropriate with some safeguards? If so, what
are those safeguards?

Dr. WILENSKY. I think it is a fine process. It may work better in
terms of a mix between a negotiated and a competitive bid. That
is, ){;)\é sort of look and you peek and you jawbone to try to get bet-
ter bids.

The issue I am concerned about is that if we only do it in man-
aged care and we do not do the same premium equivalent for the
fee-for-service, that you will put the managed care at a disadvan-
tage.

And, since it ig likely to happen first in the areas in which there
are a number of managed care plans, we will take the very areas
that are having a lot of managed care, for whatever reasons—in
Florida’s case because it is a high-priced area, or in Oregon’s case,
because there are a lot of them around for the under-65 popu-
]atioll‘l—-and we run the risk of killing off that part of the Medicare
market,

So my caution has to do with whether or not whatever the com-
petitive or negotiated bid at a capitated level is for managed care,
you have to turn around and arrange that th(;fayments for fee-
for-service in that area, when you combine deductibles, co-pays,
and premiums, is the same payment. If you do not do that, then
you are going to disadvantage managed care.

So if you think about it, think about the FEHB program, or the
CALPERS, the program in the State of California, where there is
a little jawbone, you go out and you do some nzfotiations on what
the premium is. The idea is having the Federal Government pay
its fixed dollar amount, even though some g‘lans m? be more ex-
pensive than others. It should not be the Federal dollar that in-
creases if people take a more expensive plan, it should be what
thgy pay as the residual.

o I think competitive or negotiated bids are a good idea. I
worry, if they are not applied to classic Medicare, the now-domi-
nant fee-for-service world, that we will do a disservice to the very
place that we think offers our solution. So that is my big caveat.

Senator GRAHAM. Maybe I can ask my second question under
manﬁed care and then both of you can comment on it, and also
Dr. Altman, if you would like to comment on the first question.
That is, we are marked to reduce Medicare spending by some $270
billion over the period of this Budget Resolution.

Many have pointed to managed care as being a major component
of that savings. What do you believe are the reasonable levels of
acceleration into managed care? You mentioned, Gail, that 90 per-

*d
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cent of the current Medicare beneficiaries are in fee-for-service.
Five years from now, what, in your opinion, is a reasonable market
share for managed care within Medicare and what kind of savings
do you think that might make available?

Dr. WILENSKY. Well, I think at the outside, getting as high as
40-50 percent by the end of the decade is possible, but, frankly, it
is not going to happen unless there are some financial encourage-
ments or pressure to move it in that direction.

I want to be clear, I think that restructuring Medicare alone is
not going to get anything like the kinds of savings that the Con-
gress has set out for itself, that you are goingl to need the tradi-
tional—foing after home care, skilled nursing, hospitals, physician,
clinical labs, elderly as well—to start that, but that once you have
that as a base, switching to managed care can get you, I do not
know, maybe 20 percent of that, 25 percent of that.

The CHAIRMAN. How much?

Dr. WILENSKY. Twenty to twenty-five percent. But it will take
time to restructure so that you have that dynamic working in your
favor, and I would strongly encourage you to proceed with more
certain savings up front.

Again, if you would only do provider fees and looking to the el-
derly to chip in more, {ou are not going to fundamentally change
those dynamics in the long-term. So, in the long-term, the change
in the managed care is the most important thing you do; in the
short-term, it is not going to get you $270 billion, at least as I cal-
culate it.

Dr. ALTMAN. I think, moving in that direction makes a lot of
sense. It is hard to know what that number will be. 50 percent
Medicare managed care enrollment ought to be thought of as a real
outside shot and is a number which has absolutely no credence.
But there is just no guidance here. I think a third is going to be
a more realistic number by the end of this decade, and then move
it—

i Tl?)e CHAIRMAN. A third out of managed care out of the $270 bil-
on?

Dr. ALTMAN. No, not a third of the dollars, a third of the bene-
ficiaries. You have got to be careful,

The_CHAIRMAN. Oh, into managed care.

Dr. ALTMAN. Yes. And the reason why I say that is several. First
of all are really senior citizens, those in their 80’s and late 70's. It
is hard for them to adjust to change and I think we ought to be
realistic about that. We do not want to force them. They are nerv-
ous enouﬁh about life; my mother tells me that.

The other area is, we have to get capacity out there, It is not a
problem in southern Florida and it is not a problem in southern
California, and the number of managed care firms are growing like
topsy in New York. But, once you get out into smaller towns and
rural areas where a lot of our seniors are, it is going to take longer
so we ought to be moving it.

But I want to really emphasize what Gail said at two levels. One,
is you cannot get the savings if you do not change the program.
Two, if you are not careful, we could have in Medicare managed
care what we almost had in the HMO Act. I worked for President
Nixon back in the 1970’s. We passed the HMO Act in 1973 and we
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almost killed the industry because we saddled the HMOs with so
many extra responsibilities.

We gave them a few benefits and then we said, oh, by the way,
,ylr‘ou have to do this, this, this, and this, and passed the egislation.

hen we woke up 1 day and we almost did not have an mdustgr.
So we need to be caretul in encouraging HMOs. If we do not do
what Gail said, we could wind up with less people in managed care
and we definitely will not get the savings.

So, more than just encouragement and patting on the back is
needed. Some of the changes are not going to be well-received, I am
afraid to tell you. I mean, if you tell a Medicare beneficiary in
southern Florida that, oh, by the way, all those free benefits that
{ou were getting, we have now negotiated a rate which is a third
ower and the plan says, well, we will provide them, but you have
to pay a premium, I do not think they are going to be hap%y with
that. Yet, if you do not do that, you are not going to get the sav-

ings.

%‘he CHAIRMAN. Senator Grassley.

Senator GRASSLEY. I am going to ask Dr. Altman and Dr.
Wilensky about the adjusted average g& capita cost, not in the
sense that we are forcing people into Os, but in the sense of
using this as a basis for vouchers.

I presume, first of all, that the AAPCC levels for my counties in
Iowa is going to be pretty low relative to those values in other
parts of the country.

If we use these values for the Medicare voucher program then I
think I am going to have a situation where I am going to have to
tell Iowa’s Medicare beneficiaries, when they realize what they get,
that they are getting a lot less than the rest of the country. If we
use this as a basis, are we going to then build into the new system
what many in my State think is an unfair allocation?

Dr. ALTMAN. Yes, sir. That is why I think both of us are sayin
that if you go to negotiated and competitive bidding rates, you wi
see an adjustment that the high rates will come down and some
of the lower rates will come up.

I do not think it will be completely flat where it will be the same,
but the differentials will be less. But, as a result of that, the high
areas of today, those plans will be forced to charge beneficiaries
premiums for things they are now giving them for nothing.

Senator GRASSLEY. I assume that if this is a basis for our savings
that comes through reconciliation, we can do this early in the proc-
ess, right?

Dr. WILENSKY. You could if you wanted to move away from the
use of fee-for-service spending as it exists in a county as the driver
for Medicare payments to a different way of calculating it. And you
could also have that be the payment that is made available for geo-
ple through a voucher or through a choice, like a Federal Employ-
ees Benefit Plan, if you choose to do so.

It will, however, cause a lot of redistribution. Some of it, I think
both of us agree, is appropriate. That is, the differentials that have
existed across the country, in part because of pricing differences,
cost of living, and in part because of the volume of health care
services that has grown in certain parts of the country to be very
high, have been greater than you could justify.
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But I think we would both urge a note of caution that, as you
attempt to try to make them more similar—not equal, but more
similar—you are l\ioing to be causing a lot of movement of funds
away from Mr. Moymhan’s State, and Mr. Graham’s State, and
from other States. That balancing is a serious political issue.

Senator GRASSLEY. Well, can we not assume that there are high-
er costs in New York and Florida because maybe they are higher
cost States in which to live and that some of that is reflected in
the cost of delivery of health care, but whatever procedure you
might want to reimburse the medical Eersonnel for, that the value
of their service chould not be any higher in Miami than it should
be in Iowa?

Dr. WILENSKY. To the first part of your question, yes. Some of
the reason for differences in sgending is cost of living differences,
rent and salary levels, and other reasons. Part of it is that parts
of the country are much more aggressive, the health care world is
much more aggressive in what they do. Classic examples have been
New Haven and Boston.

Sengtor GRASSLEY. Well, is that ancther way of saying over-utili-
zation?

Dr. WILENSKY. Well, whether it is over or under, they are dif-
ferent styles of practicing medicine. The question is, do you want
to press or force a common ca{:itated amount, except for measur-
able cost of living differences? I think that most people think that
the differences that now exist, like Florida’s high-volume and high- -
cost that are so great relative to Jowa—or last week I was in Ne-
})_rgska and it was the same—that it is much more than a cost of
iving.

The question is, if physicians and other health care practitioners
in parts of the country do more, do more testing, is that something
that you want to force out of the system completely or do you want
to let how physicians practice have some variation around the
country? I mean, that is a question that you have to answer.

Senator GRASSLEY. Well, obviously I do not think we want to dic-
tate a rigid system of the practice of medicine. Obviously, we do
not. But there is a lot of, what do doctors just know about what
is being done someplace else.

In our own State, 10-15 years ago when we set up the Care Re-
view Commission we found within our own State patient time
spent in the hospital was a lot more in Davenport, Iowa than
across the river in Moline, Illinois. Just within the center of the
State of Iowa. A lot more time spent in hospitals in Des Moines,
Iowa compared to Story County and Ames, Iowa, the county right
north of there.

Dr. ALTMAN. That is right.

Senator GRASSLEY. Doctors did not know that until somebody
told them. Why are your patients being kept in the hospital longer
in Des Moines, Iowa than in Ames, Iowa, or Davenport? '

Dr. WILENSKY. I think providing information is an important ele-
ment, and Iowa happens to have been very active in this area.
They have a very good commission.

Senator GRASSLEY. But we have changed the practice of medi-
cine, not to the detriment of people in our State, but just because
you tell doctors that it can be done differently.
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Dr. ALTMAN. And more is not necessarily better, and often more
is worse. So let us face it, spending more time in the hospital is
not always a positive experience, and could lead to more medical
conditions. So you are absolutely right, the ability to do that.

Senator GRASSLEY. And spending less money does not mean less
quality care—

Dr. ALTMAN. No.

Senator GRASSLEY [continuing]. Lower quality care, right?

Dr. WILENSKY. Well, it can be either.

Dr. ALTMAN. That is right.

Dr. WILENSKY. It certainly does not necessarily mean less qual-
ity.

Dr. ALTMAN. We at ProPAC have recently completed a State-by-
State analysis of resource use, taking out all inflation, and we
ranked States in terms of the resources that that State uses to——

The CHAIRMAN. What do you mean, resource use?

Dr. ALTMAN. All of the peopie care, the technology, all of the
costs, taking out all of the extra inflation. It is an attempt to get
at real spending after you have taken account of the fact that some
States have higher wages, and so on, to look at the services that
are being provided to the beneficiaries, and we rank them from the
most efficient, the lowest resource cost, to the highest. We found
some very interesting and some very surprising results.

Just to give you a little tidbit of that, the most resource-efficient
State just happens to be the State of Oregon. I do not know what
you do there. I do not know, maybe it is the weather. But you do
not use a lot of medical care. Actually, it just beat out Hawaii,
which was number two.

At the other end of the spectrum, you would have expected—I am
sorry, Senator Moynihan is not here—the really high-resource
States to be New York, California, Massachusetts. They were not.
Our very high-resource States were in the South, Louisiana, Ala-
bama, Mississippi, Florida. Then we had States in the middle. Ac-
tually, Iowa is number 15, so it is significantly on the top side in
terms of efficiency. We will be glad to share this list with you.

One of the reasons that tends to correlate with this is the health
status of the population. It is not only the physicians and the medi-
cal community that is more aggressive, it is also true that, even if
you have adjusted for age and sex of the population, the amount
of needs of the population seem to be different. Unfortunately,
some States have lower health status people for the same age and
sex composition than others. So, we will share this with you.

The CHAIRMAN. Senator Simpson.

Senator SIMPSON. Thank you very much, Mr. Chairman. I admire
what you do with regard to presenting these things before us in al-
most machine gun fashion, these various hearings. We all show up
and at least we have a wonderful array of people who can share
with us as to what we should do.

Senator Moynihan and Senator Packwood deserve our com-
mendation, because we know we have to do things and we cannot
Jjust continue to do what we have done for 16 years here, and that
i8, just talk about it and say, well, we will get to it.
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And we are goaded along by twin or triple forces, the Trustees’
Report on Social Security, and those hearings have been fascinat-
ing to hear the trustees tell us what we have to believe, that Medi-
care will go broke in seven years.

We hear people come here on the Floor, talking about how hid-
eous it is to allow the growth of Medicare to only go up 6.4 percent
instead of 10.5. I guess they feel that we should let it go broke,
which does not sound too smart to me, but that is the babble you
hear around here.

Then when you get to issues of the American public understand-
ing when they do not know a COLA from CPI, or inflation from
CPI, or inflation from a COLA, it makes it a little more difficult
for us. The media does not seem to get it all sorted out, either.

Then when you talk about Medicaid, we know there that the skill
at gimmickry is in direct proportion to the amount of money in the
pot, and that has proven to be a corollary of clear import.

So here we are now, faced with things we must do and that very
few of understand, the things you mentioned, things we have not
even talked about, labs, X-rays, durable goods, and hospitals.

I heard you mention hospitals, Dr. Altman. In fact, you stated in
iour testimony that the overall financial condition of the average

ospital continues to be good, although many individual hospitals
are experiencing “financial distress.”

You said that they are doing things, but my experience is what
the hospitals are really doing now is really muscling up. They real-
}jy are whistling. They are frightened. They know that the good

ays are over and they are going to play tough this trip. That is
what I see, real tough, with money, ads, and so on.

But what percentage of all the Nation’s hospitals would you say
are in the category of “financial distress?”

Dr. ALTMAN. I do not want to just mouth off some numbers. We
have the distribution. I think it is like 10-15 percent that are in
serious distress.

Dr. YOUNG. From the Medicare’s point of view, about 50 percent
of hospitals in most groups arve losing money on their Medicare
type of business, but, on their overall business, they are doing
much better.

Now, when you look at those that are losing money on their over-
all business, they come in and out so that in one year you might
have 5-10 percent that are losing money, but in the next year you
have 5-10 percent that is not the same. So they have an ability to
move in and out of financial distress by generating revenue from
other sources.

Dr. ALTMAN. To be more accurate, we estimated, in 1993, about
24 percent of hospitals had negative total margins, not just Medi-
care. But, when you get to the serious financial, the numbers, as
I said, go down close to 10-15 percent.

Senator SIMPSON. All ri%ht. That is helpful. I will come back to
that, but I want to ask Gail a question, if I may.

Has the Physician Payment Review Commission taken a position
on raising the Medicare eligibilitzeto the age of 70? Do you think
that is a strategy which should at least examined to slow the
growth in Medicare spending?
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Dr. WILENSKY. I believe the commission has not taken a position.
My personal view is that, at the least, we ought to bring Medicare
into the same eligibility as Social Security.

I think that when we do that we need to think about whether
or not we want to do something like also exists in Social Security,
where you can start earlier, at 62, because there are some peoli)) e
in their early 60’s who begin to show some signs of disabilitiy, ut
that the amount that Medicare pays would be a reduced level, very
much like Social Security.

We are living lon(fer. It is not clear that we are sicker in that
early age of the mid-60’s in the beginning of the Medicare period.
We have to find ways to eneouram})le to keep working and not
be in the pension and Medicare p , for all sorts of reasons.

Senator SIMPSON. Well, Senator Kerrey and I, in a bipartisan
way, are trying to determine ways to restore solvency to Social Se-
curity, and one of them is to phase up the eligibility to 70 over a
long period of years and deal with payroll taxes, personal invest-
ment accounts, and CPI minus 0.5, and COLAS of realistic dimen-
sion.

Meanwhile, we leave off the table in this arena the one issue
that is worth $360 billion a year. How absurd to be doing what we
are doing and not talk about Social Security. $360 billion a year.

If we just toyed around the edges with it, COLAs, affluence test-
ing, all the rest of it, we would not be in the a.nguish we are. We
just sit, while it will go broke in the year 2031 and begin its decline
in the year 2013, and we all know that, too. We are privy to a lot
of information, but frozen in place.

Dr. ALTMAN. Just as Gail, the ProPAC has not looked at this.
But I want to strongly support what 1{:Iou said, Senator. I think for
many seniors, the thought of losi edicare or significantly cut-
ti;nf back is more am.ﬁfl to them than some small reduction in So-
cial Security. Health care is a very emotional issue; better balance
between income and that important component is something to
look at over time.

Senator SIMPSON. Thank you very much.

Thank you, Mr. Chairman.

The CHAIRMAN. Let me bounce a theory off of both of you. You
have commented about Oregon and, indeed, by any standard, our
stays in hosgitals, our costs, are lower. We are low-cost. We also
have a long history of managed care that came with World War II,
and Kaiser, and big shipy . At one stage during World War II,
Kaiser employed 30 percent of the adult work force in the Portland
metropolitan area and they were all covered by the Kaiser health
plan, so people grew up with it. When the war ended, they kept
it and went into selling it to everybodg.

Oregon, or at least metropolitan Portland, has now, on a vol-
untary basis, passed 50 percent Medicare managed care. We have
seven lcompames competing with each other selling different Medi-
care plans.

One of them does not provide prescription drugs, which I assume
geople buy if they do not think they n:ed prescription drugs. They

ave a little choice. But the intriguing thing is how rapidly this is
t§ioingd to s:?rt to spread to the rest of the State, because you men-
oned rural;.
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Here is my theory. When we adopted the Oregon Medicaid plan
we, in essence, are going to compel everybody in Medicaid to be in
managed care, and they will all be there in a couple of years. Given
that, the medical providers—the hospitals and the physicians—in
the rural areas started to set up to handle Medicaid on a managed
care basis. They had no choice. The normal carriers are bidding to
carry the managed care business.

Basically, if you divide Oregon you have got a populated area,
then you have got what we the Cascade Mountains, and then
Sierra Nevada, and California. Right on the eastern side of those
mountains we still have a fair population. The town of Bend is
what Denver was 100 years ago. But then you go east of that, it
is wheat and cattle, six inches of rain, rural, rural.

But in this rural, rural part, between 1993 and 1994 we went
from 0.1 percent managed care to 12 percent in one year. This is
what Blue Cross/Blue Shield is writing of theirs. In the Bend area,
from 2 percent to 25 percent. Just this one company in 1 year, Blue
Cross/Blue Shield.

This was basically Medicaid coverage. They are starting now to
write their Medicare managed care coverage in this area and the
sign-ups are overwhelming. People are just voluntarily signing up
in droves. I am curious, without any compulsion to sign up, they
seem to be perfectly willing to do it.

Can this experience be replicated? I do not think this is unusual
as to the health of our population or the climate, but they are vol-
untarilKLsigning up.

Dr. ALTMAN. Well, managed care is a very positive concept for
many seniors. We used to think that it was a negative and the only
waI\; you could Fget somebody into managed care was by essentially
bribing them. That is true; we are all lethargic and we need mo-
mentum to char.ge direction. But, once it changes, I think the same
is happening in New York, I know it is happening in Massachu-
setts. I would support the idea that rural areas will not be without
managed care.

I think it is going to be a different form of managed care and you
will not have eight or nine plans competing against each other, but
it can benefit from the kind of coordinated care that managed care
g:ovides. I do believe that there are savings, some of which should

passed on to beneficiaries in the form of other benefits or lower
prices.

So I think Oregon is a very good example, but remember, you
have had this long history. There is not a fear of this. It just takes
awhile for people to get comfortable. I predict that New York is
going to see—and is already seeing—major growth in managed
care. We are seeing it in Massachusetts.

The CHAIRMAN. I was intrigued—then I will let Gail answer—
when I was a young lawyer I did labor law for a large firm. I was
low man on the totem pole in the labor law department. But, even
then, in the late 1950’s, major companies were signing up with Kai-
ser on managed care. All of the plans in those days allowed an opt
out if you wanted to opt out. A monthly plan was maybe then $35-
40, it was not the back-breaking expense that it is now.

What intrigued me was, first—and these would be plans of
4,000-5,000 people—Kaiser would bring the little mobile physical
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exam van out to the plant and then sort of run employees through
primitive physical exams, and they would catch a tew things. Kai-
ser used to testify at the legislature that their hospital costs were
not any cheaper, but they just did not hospitalize as many people. .

The thing that intrigued me about the employees, with this vol-
untary opt out, 90-95 percent stayed with Kaiser. They did not
seem upset. All this argument about, people are going to be mad
if they cannot choose their own doctors. This was voluntary, people
could opt out, and they stayed.

Now, I suppose, therefore, as those people got to 65 and became
eligible for Medicare and they had had a lifetime of managed care
experience, it was nothing to them to stay on in managed care ex-
perience. So you are right, we have a long history. ether that
can be replicated in 5 years in States that do not have that kind
of history, I do not know.

Dr. WILENSKY. Well, I think you have raised a couple of issues
that will be important as the rest of the country begins to follow
suit. One of them, is the opt out issue. For many people, having
it be their choice, even though they may never exercise it, is very
important.

It happens that the largest growth in managed care is in net-
works that have opt out, and that some of the very traditional
plans, like the Kaisers, are also sometimes including opt out provi-
sions directly, althoufh for a long time they did not.

I think this kind of a change, which w11i require some legislative
change, will help seniors a lot, taking advantage of being in a net-
worl:l, getting a lower price, but if you want to opt out, knowing you
can do so.

The other thing, when I was at HCFA, and since, I have tried
to understand better about what goes on in rural areas. I have
gone out with Members of Congress frequently to their rural areas
or done speaking. I am surprised at the interesting variations that
you see on managed care. Stuart said that it may not all be the
same kind, and I think that is important to emphasize.

In some places it may be primary care case management. I was
out in central Nebraska a week ago speaking at a rural referral
center that is setting up linkages with eight hospitals that cover
m?iSt of the rest of where they are to the western border at Colo-
rado.

And, while they are not going at-risk yet, if their prices were a
little higher in Medicare—the issue that Senator Grassley raised,
if you did not level but made it a little more comparable—this was
a group that was ready to go at-risk if, in fact, the financial strat-
egg could be a little better.

o I think you will see Blue Cross/Blue Shield going in and rec-
ognizing a market, you see the Mayo Clinics going and trying to
sign up primary cave physicians in northern Iowa, you see the
Loveless Clinic doing that in rural New Mexico, and you see some
of these rural referral centers that already have these relationships
that they have established with small hospitals, many of which are
probably not going to sustain themselves in the future.

They are very small, they are low-occupancy, and 80 perceni of
what they have is Medicare. There is a good chance they are not
going to continue in their present form, but if we(haye them as the

' a
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holding facilities—the essential Access, primary Access program

started in Montana and is now in a number of other States, and

there are linkages between these centers and rural referral cen-

ters—1 think you will see a different kind of managed care, even

in some of the rural and frontier-oriented places, it just will not

l(c;ok like what managed care looks like in Boston and New York
ity.

Senator MOYNIHAN. Mr. Chairman, I have to be on the Floor for
the debate that is there now. I just want to thank our distin-
guished panelists, as well as Dr. Colby and Dr. Young. I am en-
coura:lged by what I hear. The end of the world may have to be post-
poned.

The CHAIRMAN. Senator Graham.

Senator GRAHAM. I have done a couple of arithmetic calculations
sitting here this morning.

The first, is that we have approximately 25 plus/minus working
legislative days between now and when this committee has got to
report its part of the Budget Resolution back to the Budget Com-
mittee.

The second arithmetic was a statement that Ms. Wilensky made
that she felt that 2025 percent of the $270 billion Medicare sav-
ings could be accomplished through a movement toward managed
care.

If that statement is correct, the corollary is that 75-80 percent
of the savings have to be accomplished someplace else, which
means approximately $200 billion has to come out of the regular
program.

She emphasized that it ought to be in areas where the savings
were relatively assured, and listed some of those areas, many of
which related to shifts in cost to the beneficiaries, in areas such as
co-payments, deductibles, et cetera.

I think, Mr. Chairman, that what that says is we need to set for
ourselves in this committee an aggressive schedule to get to the
specifics of what it is going to take to find those $2C0 billion plus
of cuts, and I would offer as my rationale, that some of the com-
ments that Senator Simpson made-about the importance of the el-
derly understanding what it is that is about to happen to them so
that they do not feel as if they have been tricked or surprised by
a last-minute proposal.

There also is going to be the importance of us spending some
time on the avoidance of regressivity. The easy thing to do, for in-
stance, is to treat every Medicare beneficiary alike.

For instance, I saw one proposal that called for raising the
monthly premium for Part B up to almost $100 a month. That may
be a fully acceptable thing for some Medicare beneficiaries who are
relatively affluent, but it will have a very adverse effect on the
large number of elderly who are at or below the &overty level.

here also is goiné to be the importance of the relationship, as
you have cited, Mr. Chairman, between Medicare and Medicaid. In
my State, the State pays a very substantial amount of those addi-
tional Medicare costs because it is the one that picks up the pre-
mium, the co-payments, the deductibles for that share of the Medi-
care population, which is also Medicaid-eligible.
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So if we are going to be asking States to substantially increase
their budgets to pick up higher premiums, we need to let them
know as early as possible and let them be part of what we are
going to do here.

Finally, we just had what seems like an unending debate on reg-
ulatory reform. I think one of the lessons that I have learned in
this debate is that we are the culprit in many of the problems that
we have under regulatory abuse because we did not do our crafts-
manship very well. We passed laws that were ambiguous and left
too much discretion.

The CHAIRMAN. We do it deliberately on occasion.

Senator GRAHAM. Sometimes, as in diplomacy, studied ambiguity
is the way that you resolve tough problems. I do not think that this
is an area that lends itself to ambiguity, either studied or other-
wise, and that we ought to be as clear and precise as possible.
That, again, requires time to be an effective legislative craftsman.

So my introductory statement, which may take up all the time
for my question, is to encourage that we set a schedule of bringing
forth the specifics of the Medicare legislation so that we will have
more time 1n these remaining days to spend in fine tuning how we
are going to find that $200 billion in cuts other than those that will
be available through the movement towards managed care.

Having said that, Mr. Chairman, I would like to ask a question
on the issue of Medicare fraud, which has been a long-time interest
of mine. I was struck by another statistic of Ms. Wilensky, which
is that 49 percent of the Part B payments go into areas other than
physicians, and the areas that you ticked off—and the durable
medical equipment particularly cact‘ﬁht my attention—have been
areas that have seemed to be particularly susceptible to fraudulent
activity, defining fraud as either services or products billed but not
paid for, over-billed, or inappropriately billed.

Do you have any sug-gestions of what we might do in order to
ameliora‘;:e the level of fraud, particularly in the Part B area of the
program

Dr. WILENSKY. I think some of them are going on. I do think it
is an area that, when you are so desperate for funds, you should
not ignore. I want to say that I think home care now ranks right
uF there with durable medical equipment and clinical labs as areas
of high fraud. It has been very rapid growth, and that seems to en-
courage some of the problems.

Gocu;f to a small number of payors, as has happened in durable
medical equipment where you have now four regional payors in-
stead of using all of the Part B payors, I think is a good move. It
allows for somebody to monitor what is going on.

The kinds of changes that have mnl;ﬁ, but I do not know
whether they have had any pay-off yet because it has been so early,
is where you keep tabs by name and identification number of
groups that are providing services.

One of the things that happens when g'ou have very small mom-
and-pop shops involved, as you have in durable medical equipment
and as you have sometimes in home care, they come in and out of
business.

Sometimes when you have had bad actors you do not realize the
same bad actors pop up somewhere else because they will get a
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new name, they will change one component of their name and go
and have a different ID number. So keeping better track, which, in
our computerized age ought not to be too difficult or too unreason-
able, is ngl:)ing to be very important.

I think having some greater uniformitﬁr, particularly in areas
where you have had the rapid growth like home care, having great-
er uniformity, going to bundling, will make it easier to the extent
that we can figure out comparable examples in Part B.

Out-patient, for example, is something we have not gotten into,
but bundling out-patient payments, if we can figure out what the
right bundle is, would help, not so much fraud, but with the exces-
sive use problem.

So I think that there are areas that get to excessive use that the
bundling can regpond to. That is an area that Congress has sent
messages to HCFA and the administration to get moving on a pro-
spective ];,ayment for out-patient.

I had thought it was about to happen a year or two ago. I would
encourage lKon to press to see where it is, because the parts we
tend to talk about, in-patient hosgital and physicians, while they
are a lot of money because they have had some attention, really
have grown relatively slower. Everything else has becen explosive
growth. Those are areas where, when you put them all together,
are non-trivial amounts of money.

Again, in the case of Part B, literally half the money is outside
the physician area. It is a little smaller in Part A, but when you
{lave 40 percent growth rates even smaller components can do a
ot.

I would be glad to try and think of some more examples. That
was off the top of my head.

Dr. ALTMAN. I want to, if you do not mind, go back to your first
opening set of comments and just say something that may be obvi-
ous to all of you, but let me say it. If you bring down, or save, or
reduce the rate of growth in the fee-for-service by $200 billion, you
are going to substantially reduce the payments to the managed
care companies. I mean, it is an obvious statement but we tend to
forget that.

e good thing about that is, we will get some more savings out
of managed care. The bad thing about it is, in your area and in
Iowa and places like that what is now a barely acceptable AAPCC
could turn out to be less bearable. If we do not do anything other
than make those cuts in the fee-for-service, you could see this trend
line, :ivhich has been so positive in the last year or two, turn
around.

We tend to forget that one of the reasons whgnmanaged care com-
panies are going into other areas is they are finding it very finan-
cially attractive. One of the reasons whg' it has become very finan-
cially attractive is because of the growth in the fee-for-service side;
a little unfortunate, but something that is obvious.

The CHAIRMAN. Senator Simpson.

Senator SIMPSON. This is an educational experience for all of us
:?1 l:ear these excellent witnesses over these past weeks, and I say

at again.

Let me get back to Part B, because my friend, Senator Graham,
mentioned Part B. This is really going to be an educational exercise
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for the American public. Part B premium is really welfare. What
do you think of that statement? In other words, Part B is vol-
untary.

When you bring it up, the senior groups go crazy and talk about
the contract made with Americans. But Part B premiums are vol-
untary; you decide whether to do that. You have a situation which
Senator Chafee pointed out to us, and others who have worked so
hard in these areas, where, on Part B premiums, a person with a
net worth of $10 million or with earned or unearned income of
$100,000 a year is paying only 30 percent of their premium on Part
B. The guy doing tﬁe dishes at the restaurant is paying 70 percent
of that person’s premium. That is stupefying.

Now, that is where we are with Part B if we cannot get some
kind of affluence testing into Part B premiums. In fact, .10 is
peanuts for a guy, regardless of his net worth or his income.

So I think we are going to have to look into something along the
lines of what I and others on the Entitlements Commission pro-
posed, former Representatives McMillan and Goss, where we were
phasing in a reduction of Part B premium subsidy for enrollees
with incomes above $40,000 for couples and $30,000 for individuals
within the incomes index for general price inflation, until finally
you got up to payinafl 80 percent of your premium if you made
$100,000 a year. Really not a torture, considering that some poor
guy who is making $25,000 is paying $250 or $300 a month for his
or her insurance right now.

If we cannot get these things expressed to the American public
so they can understand it, we will not get anything done. But Part
B premiums must be completely reviewed so that we do take into
effect affluence testing.

Do you have any objection to that theory, any of you? Is that
crude, evil, unAmerican, or whatever?

Dr. WILENSKY. No, I think it is very important. It is an idea that
has been discussed occasionally in the past but not taken very seri-
ously. It is also something we ought to remind ourselves, that the
elderly, by and large right now, own their own homes and own
their own homes outright, so that when you talk about money in-
come for an elderly person and money income for a non-elderly per-
son_ tggou are typically talking about people in very different wealth
positions. :

I feel very much as you have said, it is unfair, the kind of trans-
fer that is going on between some of the low-income working popu-
lation and the high-income non-working population. It is actually
even worse because Part B is growing at 12.5 percent per year.

We talk about the trust fund, the trust fund is going gankrupt,
which it is. But the part that the American public does not think
about is Part B, because it depends on the general fund, the gen-
eral Treasury, as having an even faster growth rate. 12.5 percent
is an unbelievably high growth rate, and that is three-quarters

funded by general revenue.
So, on equity grounds and on the grounds of trying to make Med-
icare sustainable and solvable in the long-term, I think the kinds

of changes that you are suggesting are important. When you get
through with that I think you may even want to look at income re-
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lating the other part as well, but you might not want to take that
all on at once.

Dr. ALTMAN. Let me just respond.

Senator SMPSON. Yes, Dr. Altman.

Dr. ALTMAN. Let me just support, in general concept, and add
two areas of concern. One, is that we have within the seniors popu-
lations very substantial differences in use of health care, given
those who are healthy are very healthy often, and those who are
sick are very sick, which means that you have very different usages
of Part B, both by age and also by health status.

As you increase the amount of premium that dyou ask seniors to
pay themselves, even to 5:)Wﬁercent, you may find the actuary’s tale
of woe, that the system will begin to unravel, where the healthy
leave and the sick stay in, so the premiums that are left have to
keep going up higher. So we need to worry about that. We need to
do more than just raise the rate.

The second area, to make matters worse, we include within the
Part B part substantial funding for our very disabled population,
and we not only include it in there but we also include it into these
Medigap policies, which means those people, because of their needs,
are extracting a lot of money and making everybody else pay.

It is not that they are doing it evilly, but if we move the way you
are suggesting I think we need to take a hard look at whether the
disabled should be categorized differently and whether health sta-
tus should be taken into account.

Senator SIMPSON. Well, I agree with that. But, remember, the
original formula was 50/50. The beneficiary was supposed to pay 50
percent, the government 50. But, because of politicians messing
with it and getting themselves re-elected, they finally got it down
to 25 percent from the poor old beneficiary. Now it is 30, 31. This
is absurd. We ought to get back at least to the original formula.
Does that make your skin creep?

Dr. ALTMAN. With those two caveats, plus some income standard.

Senator SIMPSON. I hear you.

Thank you very much, Mr. Chairman. I mean, we cannot even,
in the Veterans' Affairs Committee, get a non-service conn
disabled veteran to pay $8 for pharmacy instead of $2. In other
words, the co-payment for a non-service connected disabled vet-
eran, they pay $2 a month for pharmaceuticals. We are going to try
to raise that to $8. Can you imagine what fun we are havin'fhfrom
the professional fund-raising veterans groups on that one? This is
non-service connected. It is a great game.

Well, if I felt more strongly about it I would have said something.
You want me to go on, do you? Oh, no. No. Thank you, Mr. Chair-
man. .

The CHAIRMAN. I cannot stop you.

We will let Senator Grassley interrupt for a moment.

Senator GRASSLEY. For 5 minutes.

Dr. Altman, I want to ask for some suggestions from you, and
they come directly from your statement that “many hospitals are
experiencing financial distress. A large number of these hos&itals
treat large numbers of Medicare beneficiaries. The effect on Medi-
care beneficiaries served by these hospitals, therefore, must be con-
sidered as we examine alternative ways to slow spending growth.”
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I do not think I have to go into much detail. I have some sugges-
tions on how to do that, but I would like to hear from you.

Dr. ALTMAN. Well, one of the areas that we have avoided because
we did not want to make this into a regulatory situation was to
worry about the bottom line of an institution and to sort of put our
:xgn over our eyes and make believe that every institution was

e same.

And then we %ot into trouble with rural hospitals and was before
this committee, I remember, back 9-10 years ago, where there was
a strong negative feeling of this committee that we were not worry-
ing about rural hespi so we made a number of special adjust-
ments, and we got the same pressure from inner city hospitals, dis-
proportionate s and teaching. L

e 8o called high Medicare hospitals, their whole financial life
is determine by what Medicare pays them and does not. They do
not have the ability to get extra money from others. We have
looked at that hard, and you find substantial differences. Some of
them, the reason why they are in trouble is because they have high
costs and they need to be concerned about their costs. You do not
want to just let them off the hook. :

But, on the other hand, if we really bring the average, and not
only the average but almost every hospital, into a negative margin,
significant negative margin on Medicare, the ones that have 10
percent Medicare will it from the private patients, but the ones
that have 80 percent Medicare, you are essentially forcing them
into that situation and it is at that point that gou have to say to
yourself, do you want those hospitals to survive? You have become
their financial lifeline. If the answer is yes, we may not want to
treat them quite so negatively as the others.

Dr. WILENSKY. Let me just give one caveat, though, and that is,
we have to be careful—especially for some of the high Medicare
hospitals this is an issue—not to presume that costs as they have
been are necessarily costs as they must be in the future.

OneofthethingsthatMedicarehasbeeng{ingtodointhe
past—not very successfully—is to force hospitals to change how
they do things. In the 1980’s, a lot of what hospitals did was just
pass it on to grivate—pay patients in their bills.

Now that has become very difficult because the aggressive pri-
vate sector is forcing change even much faster than ing Medi-
care has been considering. But the mainly or heavily Medicare hos-
pitals really have not been pushed in the same way frequently by
;.lhe agg:essive private sector; some of them have, some of them

ave not.

But we have to be very careful not to assume that someone says,
this is my cost structure and, therefore, implies this is as my cost
structure must always be as opposed to being able to hire a dif-
ferent mix of health care persennel, a different mix of technology,
or finding better ways to do things, or just down-sizing what is a
very over-capacity area. I do not mean just hospitals, I mean all
of health care.

The kinds of pressures we are seeing in the private sector and
the kinds of pressures you are suggesting you are about to im
in Medicare is going to start down-sizing, squeezing out some of the
excess capacity in the health care system.
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You need to understand that, because it is going to be painful for
the institutions and the people that are involved. If you do not un-
derstand it, as soon as they start coming and screaming you are
going to be apt to want to stols. .

But there are ultimately only two ways to try to moderate s%nd-
ins: do it through incentives or do it through direct controls. Now,
I do not think this Congress wants to try the direct control strat-
ea, although in the past that is mostly what Medicare has been
about. But it will cause c| e.

Now, you have to look and make sure that you are not troubled
by where some of that change occurs, that you do not want to shut
out all of the small hospitals, but a lot of what will happen is
pressing out the excess capacity that is in the U.S. health care sys-
tem because the public sector now is going to combine forces with
&l:ie private sector. That is why the private sector has been success-

Senator GRASSLEY. Well, one of the suggestions that Senator
Dole and I had gotten enacted and now it has run out is the Medi-
care Dependent Hospital Program. We have 29 hospitals in my
State that were making some use of that (Frogram at would be
out of 120 hospitals. I suppose that would be 29 out of maybe 90
rural hospitals that ﬁgu might say we have in our State.

The commission, Dr. Altman, as far as I know, it is my under-
standing, does not like the Medicare Dependent Hospital gram.
I do not want to hear your reasons so much as if you would suggest
if there is some variation of that that might be a solution to our
problems, at least seeing it as a program that might help hospitals
1n transition, maybe not forever, you know.

ALTMAN. Well, in concept, I do not object to it. The problem
was in implementation, who %galiﬁes. You open up a door like that
and a lot of people want to be in. Unfortunately, we have let too
many people in, not so much in that program, but in a lot of these
programs.

So with Gail's comments, it is appropriate that we do not want
to just reinforce spending what existed in the past, I do believe we
need to be very conscious of such institutions, whether it is a tran-
sition period or not.

ile it may require us not to save quite so much money from
them, if we close our eyes to those institutions you are going to do
significant hardship to the beneficiaries in those areas. In other
areas, though, you do have other institutions and other ways of
providin%care 80 I do not think we need to protect anywhere near
all of them.

Senator GRASSLEY. I do not even think with a proiram you are
going to protect them. I do not think with a program that precludes
any of the goals that Dr. Wilensky said are going to be necessary.
I just think what you are doing is helping people over a hump, hos-
pitals over a hur’xlx‘g.

Dr. ALTMAN. That is right. Yes. That is why transition makes
sense,

Senator GRASSLEY. Yes. From that standpoint then you do not
find so much fault with it. I mean, if it does not preclude what Dr.
Wilensky said needs to be done and assuming it 18 not a guarantee
of a certain level of expenditure forever?

20-841 0 - 95 - 2
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Dr. ALTMAN. Yes. And if the criteria for getting in there is tightly
written so that we are talking about a fairly small number of insti-
tutions.

Senator GRASSLEY. Well, if we have 29 hospitals out of 90 rural
hospitals in my State, that is out of 120 total hospitals in our
State, is that——

_DE. ALTMAN. Well, you start multiplying that times 50, you could
wind u

Senator GRASSLEY. Well, first of all, I do not know that we have
that. You find use of these hospitals in a very small minority of the
States, I believe.

Dr. ALTMAN. One of the things that I found is that every State
turns out to be amazingly rural when it was in the best interests
of being rural.

S Senator GRASSLEY. I do not think you multiply 29 times 50
tates.

Dr. ALTMAN. I know that. I do not want to.

Senator GRASSLEY. I think Kansas is the only other State that
has got a significant percentage of hospitals that <iualify.

Dr. ALTMAN. Well, as I said, in and of itself, I am not opposed
to it. We just need to be concerned about allowing in too many in-
stitutions. And I do not know what the right number is because
two things happen: the more you put in there the less you save,
and two, the more you put in there, what could be a temporary pro-
gram could wind up being permanent. Unfortunately, we have had
a lot of those experiences.

But, in and of itself, I think we are goin% to be doing some sig-
nificant changes. Being the kind of person I am, and our commis-
sion, we do not want to just see it done all at once. It is just going
to do some real harm.

Senator GRASSLEY. Thank you.

The CHAIRMAN. Twenty to twenty-five percent on managed care.
CBO might score about that. That is less than all of the optimists
want, but I think Kou are probably right. But I am optimistic.

Let me ask both of you this, We keep Part B at 31 percent and
they are $61 billion, you do 25 percent on managed care, there is
roughly $70 billion. You are halfway toward the goal with those
7two t}u"r’lgs. The other $135 billion is not that undoable, is it, over

years?
thnall.i WILENSKY. I think that you can do it. I mean, I just do not

The CHAIRMAN. I mean, it is doable without overwhelming pain.
tthri'u wll‘LENSKY. Going to 31 percent? I did not realize it was quite

at high.

The CHAIRMAN. It is. We set it by a dollar amount some years
ago and it turns out the dollar amount is not 25 percent, it is 31

rcent. But that sunsets the end of this year. If we do not keep
it at 31 percent we are going to lose. I mean, if we go back to the
25 percent we lose $61 billion. If we just keep it at the 31 percent,
it is $61 billion.

Now, given your $70 billion of managed care and $61 of Part B,
we are at $131 billion out of $270 billion. Dr. Altman was about
to comment, too. It does not seem to me to be beyond comprehen-
sion that we can rationally get the other $139 billion.
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fl‘Dr. ALTMAN. I would like to see where that 25 percent comes
om.

The CHAIRMAN. It comes from Gail.

Dr. ALTMAN. I know. Far be it for me to question my colleague
here, but we are talking about 10 percent of the population in man-
aged care maybe jumping to 20 in the short run. \

The CHAIRMAN. The short run being what?

Dr. ALTMAN. The next 2 or 3 years.

Dr. WILENSKY. No. I think we were clear that that was——

The CHAIRMAN. You mean the Medicare population.

Dr. ALTMAN. Yes.

Dr. WILENSKY [continuing). An end loading of the managed care.
I think you said, and I certainly agree, that what is going to hap-
pen in managed care is probably going to happen in years 4-7.

I mean, what will be required is to make sure that you front load
the direct savings that are the typical kinds of savings. I do think
that the savings are out there in managed care, but I think they
are going to be end year savings and that will require something
about how government pays, how Medicare pays, for the choices
that the elderly make. But I do think it is doable.

Now, you, of course, have to understand that $135 billion is more
than Congress has ever, in fact, legislated in savings in 7 years. We
usually think about it in 5 years. But I can recall having come up
here talking about $5 billion, $6 billion, $8 billion, and $10 billion
over l5 years and not being treated with at least credibility, if noth-
ing else.

The CHAIRMAN. That is because we did not think big enough. You
think small thoughts, you get small results.

Senator Simpson mentioned means testing. It is not an over-
whelming amount of money because there is not enough rich in
this country.

Dr. WILENSKY. Right.

The CHAIRMAN. But the Entitlement Commission, as I recall,
suggested means testing at $40,000, or that is what Senator Kerry
and Danforth suggested, now Senator Simpson. If you were to start
Part B means testing at $50,000 single and $75,000 couple and
work it from 25-75 percent, that is $20 billion, just on the means
test part of that.

Now, you are going to get screams at $50,000 and $75,000, but,
as you both have said, these are people who own their own homes,
by and large. And we are not asking them to pay 100 percent. They
can opt out of this thing if they want. But $20 billion is not to be
sneezed at on just means testing.

Dr. WILENSKY. No. I think, while Stuart raised a question of
whether people will opt out, I think that when you are talking
about subsidies of 20 and 25 percent or more for all but the very
wealthiest, it is hard to beat that incentive.

The CHAIRMAN. Yes. Most people are not going to go without cov-
erage.

Dr. WILENSKY. Certainly not the elderly at that end of the in-
come scale, they are not.

The CHAIRMAN. No.
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Dr. Altman, you also talked about therapy services at nursing
homes. Give me your idea of what we can save there and how we
go about it.

Dr. ALTMAN. Well, our assessment in the skilled nursing area is
that much of the growth is because of more and more testing, pro-
cedures, and services that are being provided.

The CHAIRMAN. Which we reimburse on a cost basis, in many
cases.

Dr. ALTMAN. Which we reimburse on a cost basis. There are sev-
eral possibilities. One, is to pay for those services on a fee basis
similar to the way we pay for the same services through the
RBRVS. My understanding is, actually, CBO is trying to figure out
what kind of savings that would generate.

Two, is to begin to even talk about moving those services into
some prospective system and to go to some form of limited budgets
similar to the way we are talking about for home care so we can
begin to offer these nursing homes a mini-capitated rate, if you
will, or, in fact, a limit that does not allow them to just continue
to provide more services, whether it is a fee or a cost basis.

Some of these things are more thought out than others. What
has happened, Senator, is that these were small programs, home
care, skilled nursing, and we worried about the big programs and
we focused all of our attention on them. All of a sudden, we woke
up 1 day and they are not so small anymore. So the kind of really
thoughtful processes that went into the hospital and the physician
side need to be directed to these other two programs. Unfortu-
nately, we do not have a lot of time. .

Now, I am where you are. I think we should be prepared to
jump, even though we do not have every “i” dotted and “t” crossed,
and try to learn while we are doing it. We will make some mis-
takes, but the alternative is to either hit the beneficiaries with ev-
erything or go after the traditional areas, hospitals and physicians,
where we have already been banging them around, which does not
make a lot of sense to me. So I think we should be aggressive.

The CHAIRMAN. You know, I totally agree with what you say. At
some stage we have got to make a leap of faith. I do not mean un-
justified optimism and bogus figures. But, if we are to sit here until
we are satisfied we have written the perfect bill and we know per-
fectly the answers, we will not write any bill. There is no way we
can know.

We can make a best estimate. You can give us your best judg-
ment and then it requires a bit of faith. But you say, if we do not
do something, some control of some kind, we know what the end
is going to be and the end is not acceptable.

r. ALTMAN. I would just add to that, which I support, that we
develop good monitoring systems so we know what we have done
after we have done it. We had a hearing last week before the Com-
merce Committee in the House and we were talking about some ex-
perimentation and Kicking a few areas and doing it over 3 years.

I, quite frankly, threw my hands up, for two reasons. First of all,
we are not playing with a test tube where you keep the rest of the
system the same and you are playing with a part, we are dealing
with a fundamental change in the whole system.
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I think we ought to think about the total system is up for experi-
mentation and, therefore, be bold, but also monitor, evaluate it on-
going, make sure that if things look bad we change them quickly.
Unfortunately, often we have let good things go too long and we
have let bad things go too long.

So, if we are going to be aggressive we also should develop some
monitoring system that allows us to come before you quickly, as
weg as the administration, to tell you when things are not working
right. _

The CHAIRMAN. But even that should not be hard to put in place,
should it?

Dr. WILENSKY. A lot of it exists. In terms of access for the Medi-
care program, that actually is not so hard. It will be a little more
serious for the Medicaid program. You have been quite careful be-
cause of the aggressive moves that you have made in the hospital
and physician parts. You have required a lot of monitoring for the
Medicare program.

Whether or not some survey work, which is a lot less expensive
than an administrative structure that is a universal measure of in-
dividuals, may need to be put in place if you make the kind of
changes that are being suggested with Medicaid, that is different.
But actually I think you are in quite good shape for Medicare.

Dr. ALTMAN. We need to be a little careful—I am way beyond my
capacity—about the law and what the courts will allow you to do.
One of the lessons we learned is that there was a fairly aggressive
set of steps taken on home care and skilled nursing care by the ad-
ministrations back in the 1980’s.

Then the courts really came on very strong and essentially wiged
out, not only the extra safeguards that had been put in place, but
the safeguards that had been there before. Much of the growth in
home care and in skilled nursing care is a direct result of the ad-
ministration being forced by the courts to sort of just do away with
a lot of things.

The CHAIRMAN. I will give you an example. It is one of the com-
plaints. It is the so called Boren Amendment where the lawsuits
are brought by the nursinf homes, and the courts say, the law says
you have got to do X. Well, whether we intended X or not, I cannot
remember. But that is an example of what you mean by the courts,
such as the Individual Functional Assessments under SSI, where
I am sure we never intended the breadth of coverage in that pro-
gram. Had we thought about it, we would have said, no. But the
courts interpreted it that way.

Dr. WILENSKY. It does indicate the point that I think Senator
Graham, and that you also raised, that occasionally ambiguity is
desired or at least the unintended consequence. It sometimes has
very profound results.

The Boren Amendment is probably a very good case in point. It
has been an extreme problem for States. They are constantly in the
courts. There does not appear to be a rational economic comparison
that is made. It usually is, the average charge in a State has been
interpreted as what an efficiently organized hospital would other-
wise charge in a system that is running at 60 percent capacity. But
it has had very profound effects.
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What you will have to be very careful about is, as you are writing

new legislation, the potential for having equally profound effecis is
obviously there, and try to catch as much of that as you can going
in,
The fact is, as you sit in session each year and probably, in part,
the optimism we can feel is that, if there are errors and there are
monitoring systems you have a frequent opportunity to correct
them if there is the will to do so.

Dr. ALTMAN. We do need to do better on our quality monitoring,
though. We really do not know as much as we should about what
is really quality medical care. We have often, in spite of all the
talk, defined more as better and less as worse.

The CHAIRMAN. Well, it was encouraging to see the last reports
coming out of the Jackson Hole group of the major HMO and larger
industrial carriers. They are going to start to look now toward
quality. They are getting a handle on costs.

Dr. ALTMAN. And the large corporations are, too. I mean, the
negative comments that corporations are only interested in saving
money has not been my experience. They want to make sure they
are getting good value for their money, but they are not prepared
to let themselves and their workers just get substandard care.

So, yes, I think the managed care companies are doing it and I
think they are being pushed very hard, and should be, by the cor-
porations. I think we ought to be pushing them harder. I do not
really know. »

The CHAIRMAN. We used to see this on Worker’'s Compensation
years ago when I was in the legislature. The way that companies
that wrote industrial accident insurance could make money was to
Eet your safety rate better and better because their premiums were

ased on your past history on safety.

So, to the extent that they could make you more safe, which was
better for the employer and better for the worker, they made
money. You see this in health care. It is not worthwhile to General
Motors to have a sick labor force.

Dr. ALTMAN. Right.

The CHAIRMAN. I do not think I have anything more. Thank you
very much. We will see you again next week, Gail, for something.

Dr. WILENSKY. Thank you.

The CHAIRMAN. Thank you.

Dr. WILENSKY. Any way I can help, Senator.

[Whereupon, at 11:24 a.m., the hearing was recessed, to recon-
vene at 9:30 a.m. on Thursday, July 20, 1995.]
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OPENING STATEMENT OF HON, BOB PACKWOOD, A U.S. SEN-
ATOR FROM OREGON, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. The committee will come to order, please.

Gentlemen, we are glad to have you with us today. This is the
second of the series of hearings on providers.

We have had numerous Medicare/Medicaid hearings all winter,
spring and summer, attempting to prepare this Committee for how
we meet the budget reconciliation’s goal that we slow the increase
in the growth of Medicare from about 10 percent to 7 percent a
year. '

It is still a significant increase, but it is a reduction of about
$270 billion over 7 years from what we would otherwise spend. It
is still up significantly, but down from what we would otherwise
spend if the law was not changed. And this Committee is under
order to produce that $270 billion. If we do not, the Budget Com-
mittee is free to do it in any way that they choose. So I am hoping
that we can find a way to do it in a way that is not harmful to
the basic Medicare system.

Second, as you are aware, Medicare is verging on bankrupt. Ever
since 1992, we have been paying out more money in Medicare ben-
efits than we take in in taxes. And the only way that Medicare has
kept its head above water is that it had some interest income on
surplus bonds that it held, and some other modest income. So its
operational costs roughly equal its operational income.

But, as of 1996, that does not even work, and they have to start
redeeming the bonds that they hold in their trust fund. And, by the
year 2002, all the bonds are gone. At that stage, it is nothing but
pay in, pay out unless we change it. And the pay in from worker
taxes is way, wai' short of the projected benefits. So we have got
to do something, literally to save the system, let alone trying to hit
our total target of $270 billion, in addition.

(36)
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With that, I will call on Senator Moynihan.

OPENING STATEMENT CF HON. DANIEL PATRICK MOYNIHAN,
A U.S. SENATOR FROM NEW YORK

Senator MOYNIHAN. Mr. Chairman, just to echo your views ex-

ac% with one further comment.

en we put this arrangement in place 30 years ago, we had a
model of a Government program which really does not work. All
the incentives are to expand outlays, and not Jtherwise.

I do recall, since I was in Government at the time, in the Labor
Department, that the expectations on what this would cost were
very modest. Medicaid turned out to be an enormous sum, as we
have now learned.

And yet they put in place a system which is open-ended as to
what demands will be met. Next thing we know, as Max Greenfield
said of Medicaid, “It is the program that ate New York.”

We may have to ask ourselves about this whole structure. But,
in the meantime, the fact of a fiscal crisis, which is now upon us,
is clear. I do not know what is on it, but I would not want to see
the budget.

Thank you.

The CHAIRMAN. Senator Baucus?

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA

Senator Baucus. Thank you very much, Mr. Chairman.

Mr. Chairman, I appreciate your calling this hearing. I under-
stand that we are going to hear a lot of identical, but important,
testimony about how we might make our program more efficient.

Where we can make savings that do not harm the level of service
to our seniors, I think we should do so. It is important to make sav-
ings wherever it is appropriate. That is because Medicare clearly
faces serious problems.

And 1 ve?' much hope that we, together, in a bipartisan way, can
work to find those savings and ensure long-term stability.

As we sort through the details, I think it is important that we
keep our eyes on the ball. We must not forget what Medicare really
means to an awful lot of people. Sometimes we in Washington, DC
seem to forget.

Not long ago, for instance, I was going through my mail, and a
letter from Irene Terwolbeck caught my eye. She tells me that she
is German, and that she is the only Terwolbeck in the whole State
of Montana. She wrote telling me t{\at she and her husband, Larry,
live in Joplin, MT. That is a small farming community, up on the
high line. Some of you who may not know Montana very well may
be interested to know that, along the northern tier of our State, we
have a highway that crosses the State, and we call it the “HI-Line
line.” Joplin is a small town on.the HI-Line.

After learning that the budget resolution had just passed Con-

ess, and that it would make deep cuts in Medicare, here is what

rene had to say in her letter to me, and I quote, “I did not sleep
well that night. And I wonder how many other seniors did not ei-
ther. My husband and I could not afford to pay much more. We
have no income except $700 a month Social Security, and $6,000
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a year from land we placed in the Conservation Reserve Program.
To give the wealthy a tax break, at the expense of the needy, is
grossly unfair.”

1 agree with Irene; she makes a lot of sense. And her situation
is hardly unique. In Montana, for example, more than one-eighth
of our total population is age 65 or older. And 70 of those senior
citizens have an annual income below $15,000. Again, one-eighth
of our population is 65 and older. Seventy percent of that popu-
lation has an annual income below $15,000.

So, when ‘you think about it, that is not a lot of money to keep
your lead of above water, especially in the face of in medi-
cal bills, and the grescription drug costs that so many of our sen-
iors must deal with.

Earlier this week, a document was released by the House Ways
and Means Committee that I found very troubling. We all know
that $270 billion, the amount the budget resolution says must be
cut from Medicare, is a lot of money. But what does it mean to peo-
ple like Irene Terwolbeck? The document begins to provide some
answers.

First, it may mean that she has the option of obtaining a voucher
that she could use to join a Government-approved health mainte-
nance organization. If you have ever been to Joplin, you will know
that it will never be anywhere near an HMO. Most areas in large,
sparsely-populated States like Montana simply do not have a popu-
lation base to support an HMO. )

The theory is that HMO’s will bring costs down. But, in places
likaoi.:yural ontana, I do not think this theory will ever become a
reality.

So, for Irene, and most other Montanans, the only option is to
stick with traditional fee-for-service Medicare coverage. And, ac-
cording to this House plan, that means that Medicare costs for
these seniors will skyrociet.

Copayments, the share Medicare recipients must pay out of their
pockets, would go from 20 to 25 percent. So, for example, Medicare
recipients would be forced to directly pay $25 for a $100 doctor bill.

Deductibles would rise. By the year 2002, this plan would require
those on Medicare to pay $270 each year before Medicare kicks in.
That is $170 more than the present $100 deductible.

And, last but not least, this plan calls for more than doubling the
present $46.10 monthly Medicare xpremium.

And what would the millions of Americans, who would be asked
to pay more under this plan, receive in return? Would they get bet-
ter health care, prescription drug benefits, a Medicare system on
more sound footing? Or will they sim'gly be asked to foot the bill
{:Ii‘ltax breaks for the very wealthy? The devil may be in the de-

8.

I look forward to working with my colleagues, Democrats and Re-
Fu_blicans, to protect the Medicare program, but to do so in a very

air way.

Th you, Mr. Chairman.

The CHAIRMAN. If I might just add a geographic twist to that,
Max, as I mentioned yesterday.

In the Portland metropolitan-area, we have now exceeded 50 per-
cent Medicare HMO enrollment on a voluntary basis. There are
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seven companies oompetin%iwith other in selling plans. All of them
have to provide the basic Medicare coverage. You are not allowed
~ to sell any plan other than that. And they get 95 percent of the
normal Medicare fee.

But, beyond that, they have a variety of different benefits. And
people sign up according te what they think they need. One of the
plans does not offer %rescription drugs. And I assume that the
ple who sign up for that do not need many prescription dru%s ey
think, why should I pe;y for a plan that gives them, when I do not
need them?

The interesting thing is in the rural areas. Oregon adopted a
Medicaid pl ome time ago. It has been in effect for a year and
a half now. Basically, everyone in Oregon on Medicaid is going to
be into managed care. '

And this means, in the rural areas, the managed care infrastruc-
ture is now being set up. In fact, it is set up for Medicaid. Doctors
have formed groups, and they are bidding on Medicaid. The seven
carriers are now moving into the rural areas. They started this
year on HMO coverage for Medicare in rural areas. And the sign-
up is tremendous. There is a network among the seniors, and they
do talk to each other. We are having great success, on a voluntary
basis, with people sisning up for managed care Medicare.

Senator BAucCuUS. Yes, that may be, Mr. Chairman. But we do not
have a Portland, which is a base for all of that.

Second, just generally, rural health care over the years has al-
ways been sort of a second cousin. It just has not been as good as
urban health care. -

As you well know, over the years, even when we were on cost-
based reimbursement, and moved to prospective reimbursement,
there is always moblem with rural health care.

Even though O’s may make some attempt in some places to
provide health care in rural areas, I suspect that rural health care
i8 still not going to be quite as good as urban health care.

. It is just clear that this House plan to cut Medicare is one that
is going to have a very deleterious effect on seniors who live in
rural areas over the next several years.

The CHAIRMAN. We will take you gentlemen in the order you ap-
pear on the witness list.

We will start with Kenneth Aitchison, who is the president and
chief executive officer of the Kessler Institute for Rehabilition, one
of the best—if not the best—known rehabilitation institutes in the
country.

Mr. Aitchison?

STATEMENT OF KENNETH W. AITCHISON, PRESIDENT AND
CHIEF EXECUTIVE OFFICER, KESSLER INSTITUTE FOR RE-
HABILITATION, WEST ORANGE, NJ

Mr. AITCHISON. Thank you, Mr. Chairman.

As you mentioned, my name is Ken Aitchison. I am president of
Kessler. I am appearing here today on behalf of the American Re-
habilitation Association.

I have worked in medical rehabilitation for approximately 30
{Iears, the first 13 at the University of North Dakota Rehabilitation
Hospital and, since 1979, at Kessler.
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Kessler is a four-location, 320-bed rehabilitation facility in North-
ern New Jersey. You perhaps best know us through the recent ad-
mission of Mr. Christopher ve, who is currently a patient at our
Keasler West facility.

Medical rehabilitation addresses a single end—the elimination or
mitigation of disability. Most of our patients come to us from acute
care hospitals, about 400,000 per gear Theiy]' are admitted to ap-
proximately 200 free-standing rehabilitation hospitals such as ours,
and about 800 rehabilitation units. In addition, many more are
served as outpatients. '

Many of the conditions that require admission to our facilities
are conditions associated with advancing age. As such, we see a lot
of Medicare beneficiaries. Therefore, the policy changes that you
are considering for Medicare will perhaps affect our field of health
care more than any other aspect.

Rehabilitation facilities are reimbursed under what is known as
a TEFRA system, a system adopted in 1983 as a temporary meas-
ure—reasonable cost per-discharge ceilings. .

There are three particular problems with- that system: One, it
does not adjust for change in case mix or increased acuity; two, it
places pressure upon us to cut average length of stay, as a means
of reducing per-discharge cost and; third, it overtly encourages and
subsidizes new providers.

With respect to this, we recommend that you consider TEFRA
limits for new providers at 150 percent of the national average and,
for established providers, a floor of 70 percent.

A long-term and more permanent solution would be a replace-
ment of that system with a ir:spective anyment system. We have
worked on such a system, known as ctional related groups,
FRG’s. HCFA has looked at it, and they are considering awarding
a contract in that regard. We think it would be a good building
block, and ought to be expedited.

In the long term, compensation to all providers ought to be based
on services provided, and certainlg;nshould eliminate the perverse
aspects of reimbursing, and avoiding the reimbursement, or the
service for severely disabled patients.

A PPS for rehabilitation, even if budget neutral upon adoption,
would result in considerable savings to the Medicare program, if
the subsidies for new providers were eliminated.

We also recommend that the Medicare Act be amended regarding
the definition of a rehabilitation hospital or unit. To qualify under
Medicare, our facilities must currently admit 75 of its discharges
in 10 diagnostic categories.

This is a system based upon practice paiterns of 20 years ago.
We believe that four additional diagnostic categories—pulmonary,
chronic pain, cancer and cardiac—should be added. _

We also recommend that basing TEFRA limits for long-term care
hospitals be placed for current costs. The FRG system, about which
I spoke, does not necessarily apﬂy here. And certainly TEFRA
g:uses the same frustration for this segment of our delivery sys-

m,

Bundling with the acute care hospital reimbursement has been

rogosed as an effective way of reducing costs. The rehabilitation
eld, in general, is opposed to such a bundling prospect because of
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its potentially adverse effects of patient care. Namely, it creates a
conflict. There is a strong financial incentive to deny or to abridge
rehabilitation services.

Further, there is no basis for computing the amounts by which
DRG’s ought to be increased to cover rehabilitation. And, there is
no current system to monitor whether care is appropriately pro-
vided under such a system.

The likely result, therefore, will be higher acute medical costs, as
patients do not regain function and independence.

Managed care, about which you spoke earlier, has been sug-
gested as one of the effective ways to decrease the increase in over-
all Medicare expenditures. In general, there is a low rate of enroll-
ment in such programs—9 percent.

In concept, there are two good reasons that such a program
works. One is to achieve economies of scale. From the provider per-
spective, that is a way of driving hard bargains. And the second is
to avoid the delivery of ineffective or superfluous services.

In fact, there is a third factor, and that is the denial of services.

It is unlikely that a person shopping for HMO coverage will an-
ticipate the need for, and coverage of, rehabilitation services. Man-
aged care should not be used as a way to deny rehabilitation care
or other specialty services.

We recommend that managed care plans enrolling Medicare
beneficiaries fully describe coverage of rehabilitation services. And
any limitations on such coverage should be clearly delineated.

We have presented in our written testimony five suggestions as
to how that might be accomplished—assessment, quality, proper
gatekeepers, due process and an opt-out provision.

Mr. Chairman, Members of the Committee, I thank you for the
opportunity to speak before you. The actions you will take will have
a profound impact upon the Medicare population, and particularly
those with disabling conditions. We hope our ideas will be of bene-
fit in your considerations.

The CHAIRMAN. I thank you very much.
di)l;l]‘he prepared statement of Mr. Aitchison appears in the appen-

The CHAIRMAN. Next we will take Phillip Hoffman, who is the
chief financial officer of Outreach Health Services, but he is speak-
i{lgtlpoday on behalf of the Home Health Services and Staffing Asso-
ciation.

STATEMENT OF PHILLIP I. HOFFMAN, CHIEF FINANCIAL
OFFICER, OUTREACH HEALTH SERVICES, AUSTIN, TX

Mr. HOFFMAN. Mr. Chairman, my name is Phillip Hoffman. I am
the chief financial officer of Outreach Health Services, which pro-
vides Medicare-covered home health services throughout the State
of Texas through both for-profit and non-profit organizations.

I am testifying on behalf of my company and the Home Health
Services and Staffing Association, whose diverse membership in-
cludes both large and small home care providers, which operate
over 1,600 offices in virtually every State, and employ nearly half
a million caregivers.
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My work experience includes participation in both Phase I and
Phase II of the prospective payment demonstration projects funded
by the Health Care Financing Administration.

I have also participated in the PPS work group, which consists
of representatives from for-profit, non-profit, hospital-based and
free-standing home health agencies. It has been working over the
past year to develop a prospective payment system. e work
group has developed the prospective payment proposal 1 will de-
scribe today, as an alternative to copayments.

To place this discussion in context, home health expenditures
currently constitute approximately 11.5 percent of Part A spending,
and just 7 percent of all Medicare spending.

Increasing concern has been expressed by ProPAC and others,
however, over the rate of increase in Medicare expenditures for
home health services, which has approached 25 percent over the
past 2 years.

While much of that growth can be attributed to the trend of pro-
viding health care outside of the institutional setting, there is con-
cern that some of that growth may be caused by the current cost
reimbursement system, which provides an incentive to furnish un-
necessary visits, incur unnecessary costs, and unnecessarily extend
services to patients.

The current system provides no incentive for home health agen-
cies to ((){.)erate efficiently. Overlayin&copayments on the existing
s});stem oes nothing to curb the inefficiency and abuse caused by
that system. Copayments simply shift a portion of the cost of that
inefficient system to the patient, in the form of a “sick tax”, and
_ erect a barrier for those who need care, especially the elderly with
low incomes.

Imposing copayments also creates an incentive for patients to re-
main in the higher-cost hospital setting, because there is no
copayment on the first 60 days of hospital care covered by Medi-
care.

Copayments also further burden the Medicaid program because
certain beneficiaries are eligible to have their copayments and
deductibles covered by Medicaid.

There is general agreement in the home health industry that
high quality services can be provided in a more cost-effective man-
ner through prospective payment.

The PPS work group has developed a plan, and had it scored by
the accounting firm of Price Waterhouse. Their conservative esti-
mate of savin‘fs which can be generated by this plan is between
$19 billion and $29 billion over 7 years.

“Mr. Chairman, at the request of your staff, the proposal is cur-
rently being reviewed and scored by CBO, and we thank you for
your help with that.

A detaijled description of the plan is attached, but the most sig-
nificant features are as follows:

One, & cap would be established on the aggregate payments that
any home health agency could receive from Medicare, in any fiscal
year, based upon the episodes of care rendered by the agency.

Two, providers would be allowed to share in up to 40 percent of
the savings achieved by keepinmeir payments for the year below
the aggregate per-episode cap. viders, therefore, would have an

1
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incentive to control utilization, a concept absent from the current
system. .

Three, to maintain cash flow, home health agencies would be re-
imbursed for visits at a prospectively set rate, based on the average
regional cost of service.

our, the per-visit rates on the per-episode caps would be estab-
lished for a base period and updated annually at a rate that is less
than the projectege growth rate in expenditures.

We believe this proposal has the following advantages: It pro-
vides and effective mechanism for the Government to control the
growth rate in Medicare home health expenditures, while preserv-
ing freedom for clinical decisions to be made by the physician, the
patient and the provider.

It creates incentives for home health providers to become more
cost-effective and innovative, and rewards those who do.

It achieves true savings to the overall health system, rather than
shifting costs to the patient or other programs.

It avoids needless administrative costs, thereby helping to pre-
serve home health services as a low-cost treatment option.

And it significantly reduces the incentives for waste and abuse.

We do not contend that the work group proposal is the perfect
prospective payment system, or the one that might ultimately
evolve. In fact, the plan is designed to be refined as experience is
gained and data is generated over the next 3 years by the Phase
II demonstration project.

We are also coordinating with the National Association for Home
Care in the development of this proposal, and believe that there is
agreement with respect to the plan’s basic concepts. We believe,
however, that the proposal is far superior to the current system
with copayments.

This Committee expressed its intent in OBRA 1987 and OBRA
1990 that home health reimbursement be switched to prospective
payment. That intent has not been fulfilled, reportedly gecause no
prospective payment system was ready for implementation.

r 9 years, it is clear that we will never have a prospective
rayment system ready for implementation without explicit direc-
tion from Congress.

In an exchange yesterday between the Chairman and Dr. Ait-
man, Dr. Altman observed that we cannot afford to wait for the de-
velopment of a perfect plan, or perfect legislation. The work group
has developed a system, with broad industry support. It saves
money, improves efficiency, and avoids penalizing the patients or
cutting the benefit.

Rather than adhering to an antiquated, inefficient system, or
making it worse with copayments, we believe it is cime we got on
with implementing a prospective payment plan.

I appreciate the opportunity to present this rioposal, and I will
be %lla to answer any questions.

The CHAIRMAN, Th you very much.

We have been following with interest what you have been doing.
And you are right. We have had since 1982 to get ready for a pro-
spective payment plan at some stage. And this is definitely biparti-
san criticism. This has gone through Democratic and Republican
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administrations. And, as you say, we have had enough time. If they
are not going to act, we have to act.

Mr. HOFFMAN. Right. We agree.

Senator MOYNIHAN. Mr. Chairman, would you not agree that if
something does not happen, keeps not happening, there is some
systemic reason? I do not know what it is, but there is something
out there that is trying to stop it.

The CHAIRMAN. You may be right. It is not a conscious slipping.
It is that we have decided that nothing should happen.

Senator MOYNIHAN. It is systemic, and needs rehabilitation.

The CHAIRMAN. Next we will take Dr. David Sundwall, who is
the president of the American Clinical Laboratory Association.

Doctor, good to have you with us.
di,[K'I]‘he prepared statement of Mr. Hoffman appears in the appen-

STATEMENT OF DAVID N. SUNDWALL, M.D., PRESIDENT, AMER-
ICAN CLINICAL LABORATORY ASSOCIATION, WASHINGTON,
DC

Dr. SUNDWALL. Thank you, Mr. Chairman.

I am pleased to be here today to testify on behalf of the American
Clinical Laboratory Association. However, I am also a family physi-
cian. And I can tell you from first-hand experience the inestimable
value of clinical laboratory services in the prevention, treatment
and diagnosis of disease.

Given the time limits this morning, I want to make just three
points.

One, Medicare expenditures for clinical lab services have dis-
pg‘((i)portionately declined in recent years, compared with other pro-
viders.

Two, the imposition of coinsurance or copayments, as we have
heard from some other witnesses this morning, we will not reduce
utilization of clinical laboratory services, as proponents intend, nor
will it likely result in the anticipated savings.

Three, currently there are some regulatory obstacles which im-
pede our ability to provide appropriate utilization and efficiency of
clinical lab services, which we would appreciate your attention to.

Let me explain—first of all, declining payment or expenditures
for clinical lab testing. If you would indulge me, I would like to
show some charts. The first illustrates that over th:esast 10 years,
laboratory payments have frequently been targe for cuts in
order to reduce Medicare Part B exvenditures.

Lab services constitute approximately 6 percent of Medicare Part
B. However, as this chart illustrates, budget reconciliation laws en-
actt:d since 1984 have repeatedly sought and achieved cuts in this
category.

__ Please note that this bar graph illustrates the magnitude of re-
ductions in payment, not growth.

The CHAIRMAN. Say that again. I do not have the chart here in
your testimony, so we are trying to read that chart over there.

Dr. SUNDWALL. I e:ﬁologize or that. I should have had that to
you in advance. But the bar graph illustrates the magnitude of re-
ductions in payment, not growth, .

[The graph referred to follows:)
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History of Cuts in Laboratory Payments

Billons
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DEFRA COBRA 0BRA OBRA OBRA OSRA
‘“ " L * ” 3

Figures Reflect Savings from Laboratories

Source: “The Green Book” 1388, 1967, 1889, 1991, OBRA ‘33 Conference Agreement, and HCFA Documents

The CHAIRMAN. All right. The bigger the bar, the greater the re-
duction in payments?

Dr. SUNDWALL. Right.

The CHAIRMAN. All right.

Dr. SUNDWALL. So, when you enacted OBRA 1993, you really did
it to the labs. That is $3.3 billion over the ensuing 5 years.

Also, when you enacted those cuts for laboratory services, I want
you to understand that that translates into real reductions in pai-
ment from 1 year to the next, not just a less than e;gected growth,
as is the case with other providers. In other words, less money
from 1 year to the next.

These Congressional actions, coupled with dramatic changes in
the private sector, have resulted in a decrease of more than 10 per-
cent in Medicare Part B expenditures between 1993 and 1994—
that is payment for those services done by independent labs and in
ph%'sicians’ offices.

he second point I would like to make this morning is that ACLA
appreciates the imperative you are under to reduce Medicare ex-
penditures. We are absolutely committed to working with you and
your staff to identify how additional savings might best be achieved
from clinical laboratory services.

However, I want to take just a minute to tell you why we feel
8o strongly that the 20-percent copayment for clinical labs is a bad
idea. It will not result in reduced utilization, as I have said.

Both the Office of Technology Assessment, and the Congressional
Budget Office have studied this specific proposal for labs. And both
of them concluded that it is not likely to reduce utilization. As the
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CBO said in their report in February, “Generally, these decisions
are left to physicians, and they do not appear on enrollees’ cost-
sharing.” (CBO-—Feb. '94).

Furthermore, while coinsurance is intended to promote cost-shar-
ing, the burden will fall primarily on the labs.

The example I have chosen to illustrate with the second chart is
pap smears. Medicare pays $7.33 for reading a pap smear. It costs
us approximately $3.00 to bill. The copayment for a pap smear, 20
percent, would be $1.47. If we bill twice, which is often the case,
our costs would considerably exceed what we would ever hope to
recover.

[The chart referred to follows:]

COLLECTION COSTS OFTEN EXCEED COINSURANCE

Maximum Medi-
care -p“ t for | 30 Percent Cola- CostBill Average No. Bills Total Cost
$7.33 $1.47 $3.00 2 $6.00

Dr. SUNDWALL. The last point I want to make is that we really
would like to improve the efficiency and appropriate utilization of
lab services. While Congress appears to be working diligently to
simplify Government, and make it more user-friendly, let me point
out one example of what I think is an explicable HCFA policy relat-
ed to payments for lab services.

HCFA is required by law to pay only for what is medically nec-
essary. They should be prudent purchasers of health care, and, as
a taxpayer, I support this. But, in an attempt to accomplish this,
they have come up with an incredibly burdensome and complicated
mechanism for lab payments.

Without boring you with the details, I will just tell you that they
are now encouraging Medicare carriers to require ph%s(s)iciana to put
a diagnostic code, called an ICD-9 code, on many laboratory tests.

I cannot think of a better example of a hassle factor, which drive
doctors nuts, if not out of practice. And the labs are often left hold-
ing the bag, because they are denied payment for services which
we provided in good faith upon a physician’s request, if the order-
in%,physician does not provide the coding information,

ow I will not read this; it is simply a visual aid. But this is our
compilation of the rules published by Medicare carriers in 20
States, all of which are different, complicated, cumbersome and
costly for us to comply with.

We strongly encourage Congress to pass legislation which will
help us serve Medicare beneficiaries more efficiently and economi-
cally, by reducing some of the regulatory hassles. .

The provisions which we think would be helpful include: One, en-
abling labs to deal with a single carrier; two, promote uniform na-
tional policies for medical review; and, three, require direct billing
for all lab services, for all insurers.

The importance and potential benefits of these provisions are dis-
cussed in my written testimony.

Thank you very much. I would be happy to answer questions.

The CHAIRMAN. Doctor, thank you very much.
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dh[:’lihe prepared statement of Dr Sundwall appears in the appen-

The CHAIRMAN. We will conclude our testimony this morning
with Dr. Paul Willging, who is the executive vice president of the
Anll)ericat‘x’ Health Care Association.

octor?

STATEMENT OF PAUL R. WILLGING, Ph.D., EXECUTIVE VICE
PRESIDENT, AMERICAN HEALTH CARE ASSOCIATION, WASH-
INGTON, DC

Dr. WILLGING. Thank you, Mr. Chairman.

You have posed a true challenge for us, today and over the next
few months, to assure the solvency of Medicare program while at
the same time adhering to our social commitment to the elderly,
who are so dependent upon the Medicare program. We look forward
to working with you to achieve those goals. .

When one is looking toward saving money, in either of these enti-
tlement programs, Medicare or Medicaid, there are really only
three places we can look. There are not four, not five, there are
only tﬁree—the number of beneficiaries, the services provided to
those beneficiaries, and the prices we pay for those services.

In today’s hearing, we are not going to be talkinﬁ about the num-
bers of beneficiaries, but we will be focusing on the other two fac-
tors, namely the services provided and the prices paid for those
services.

To some extent, I would ee with my colleague, Dr. Sundwall,
that there comes a point when, in terms of prices, you probably
have squeezed about as much blood out of that turnip as you can.

And | appreciate the recognition by you and many of {our col-
leagues that, if you go begon the point of there being no blood left,
that squeezing has two deleterious effects. You are either going to
reduce the quality of the services provided, or you will occasion
cost-shifting to other payers within the system.

But we still want to work with you. If there is any blood left in
that turnip, we will try to find it with you. And, in the area of
prices, I think there are four or five things we can look to.

First of all, we have—reluctantly admittedly—accepted an exten-
sion of the President’s proposal with respect to routine cost limits,
even though by the year 1997, 2 years hence, 8 out of 10 nursing
facility dprovider:s in this country will have exceeded those cost lim-
its, and essentially will not be receiving reimbursement of those
costs. But, with such an extension, there is $1.3 billion available
over the 7-year period.

We are also working with HCFA to develop a prospective pay-
ment system for the skilled nursing facility benefit in the Medicare
program, which would bring us about $1 billion worth of savings.

I would hasten to add, however, that this is because HCFA has
proposed that full implementation of that system cannot take place
until 1998. That is not our preference. We have, in fact, been work-
inlg closely with HCFA toward a much earlier implementation of a
PtaStsystem for the SNF benefit, but the delays appear to be con-
stant.

We would also restructure the copayment for the SNF benefit.
The copayment in the SNF benefit has a very perverse implication.
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Essentially, it wipes out the benefit after 20 days, since the
copayment under SNF'’s is tied to the hospital payment. After 20
days, when the copayment kicks in, the copayment is at about the
same level as the cost of the day of care in a skilled nursing facil-
ity.

We would substitute for that a 20-percent copayment across the
entire length of stay, which would bring about $2.6 billion over the
7-year period.

Now let me get to the area of ancillaries. Dr. Altman chatted a
tad yesterday about the role of ancillary use in skilled nursing fa-
cilities. And I would propose a three-pronged approach to deal with
that issue, whether it is fraud and abuse, or whether it is
overutilization, and whatever the level of ancillary use.

I would suggest that, one, we pay more attention to the role of
the nursing facility in coordinating and overseeing the bills other-
wise submitted by vendors directly to the Government.

Two, we utilize the plan of care required for every patient in
every nursing facility as a utilization control mechanism rather
than as a method simply to add more and more services into the
equation.

And, third, we begin to look to paying for ancillaries on a fee-
schedule basis, rather than the current system, which is largely
cost-related.

At some point though, Mr. Chairman, we have to move from
looking at prices to looking at coverage and the services provided.
Every managed care entity has recognized that, at some point, they
have to move from what they have traditionally done early on,
which is simply price negotiation, into what is truly managed care.

When we look at managed care, we have to look to services. We
have to look to how much; we have to look to where. And I think,
in terms of copayment, utilizing the plan of care more effectively,
getting physicians more involved in attesting to the need for those
services within the facility, we can perhaps deal with the how
much. However, we have to deal ultimateiy with the issue of loca-
tion. Where the service is provided plays a key role, in terms of the
cost of that service.

Now we have perhaps used the term “subacute” too much in this
town over the last few months. It serves more as a lightning rod
than anything else. I would prefer to simply talk about substi-
tution. I do not know how much of the increased cost of the SNF
banefit has been due to substitution—that is, substituting for more
expensive hospital care.

ut, as some of our managed care colleagues have shown, there
is in fact a direct inverse correlation between the utilization of hos-
pitals, the upper line, and the utilization of the skilled nursing fa-
cility. They tie together.

Indeed, in ProPAC’s June recgort. ProPAC’s prelimin data
shows that, in communities which have a high cost for SNK bene-
fits, there appears to be a corresponding lower cost in terms of hos-
pital utilization.

The last chart will, in effect, show you exactly why that is pos-
sible. There are five DRG's that clinical panels put together by Abt
Associates looked at, which showed that there was, in fact, no rea-
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son that these five DRG’s could not be adequately handled in a
subacute skilled nursing setting.

For one of them, DRG 410, chemotherapy episode, one can take
a $4,500 cost of care, and drop it down to $1,400.

And I will conclude b, suggesting, there are some who have said
that, as we move into this, it might take some time. If we were to
start just with the five DRG’s that the panel suggested did not
need intense hospital care, and could be handled in a skilled nurs-
ing facility, that alone brings us close to the $4 billion in savings
within a 7-year period.

Thank you very much.
di:[:'lihe prepared statement of Dr. Willging appears in the appen-

The CHAIRMAN. Thank you, doctor.
: Br. Sundwall, you are both a practicing physician and a clinical
ab?

Dr. SUNDWALL. I&iﬁ,ht'

The CHAIRMAN. Why is it that the physicians are opposed to the
laboratory direct billing?

Dr. SUNDWALL. Well, actually, I spoke with the head of the AMA
in Chicago about this very issue last November. He told me that
their official policy is not opposed to this provision because their
ethics committee tells them that it is the right thing to do.

The CHAIRMAN. Is their official position not opposed, or will they
now support it?

Dr. SUNDWALL. I am not sure they will come out su’ggorting it.
But he personally told me that they had reviewed this. The reason,
:_f course, that we want it is that it is an administrative simplifica-

ion.

There is a tendency—and it has certainly been well docu-
mented—on the part of physicians to mark up lab services 100 per-
cent, 150 percent, or even more. And that is an expense to the sys-
:ﬁm, sometimes passed on to the beneficiary, that should not be

ere.

We think that there are economies of scale for the Medicare pro-
gram. Although Medicare already pays directly to labs for their
services, we have done a study which shows that in States where
they also require other insurers to pay directly, even Medicare pay-
ment for lab services declined.

Apparently there is a spillover effect in the ordering pattern of
grt:)ysxcians. ere they understand there is no financial incentive

m ordering more lab tests, they are more appropriate in their or-
dering practices.

The CHAIRMAN. You mean fewer lab tests?

Dr. SUNDWALL. Exactly.

The CHAIRMAN. That is interesting.

Mr. Aitchison, let me ask you, your group supports limiting the
costs of the new rehabilitation hospitals, and a prospective pay-
ment system, where feasible. [ was intrigued with your formula.

You realize we have to live and die by the Congressional Budget
Office savings. Senator Moynihan once said that there is no guar-
antee that they are accurate, although they are pretty good. But
at least it is uniform set that we live by. Otherwise, we would have
everybody’s set of statistics.
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Would you support reducing the annual inflaticn rate for your
hosg?itals, if the savings cannot be produced in the way you sug-
ges

Mr. AITCHISON. Depending on the degree, I think yes, Mr. Chair-
man, I think that could be done. Under OBRA 1993, as I under-
stand it, its extension could provide for a reduction of the increase
by taking market basket minus whatever percentage you come up
with. We could do that.

The CHAIRMAN. All right. That is encouraging. This is an encour-
age panel today. Actually, they are very helpful.

Mr. Hoffman, let us give you $25 billion—no, no. (Laughter.}

You have indicated that the current Medicare payment system
just has no cost saving incentives for providers. Would you elabo-
rate a little more?

Mr. HOFFMAN. The way the present Medicare reimbursement
system works in home health is a cost reimbursement system.

here is no incentive for providers to be efficient. There is no in-
centive for them to reduce their costs. As they reduce their costs,
and become more efficient, their reimbursement simply is reduced.

On the contrary, in many cases, it can often have perverse ef-
fects. Since there are cost limits in the Medicare program, if a pro-
vider finds itself over the cost limits, due to inefficiency, one way
to get under the cost limits is to find ways to increase utilization
and average down that cost per unit. That is a perverse effect of
the system, and it has many problems. It increases cost and utiliza-
tion.

The CHAIRMAN. You are one of the six-person working group rep-
resenting your industry. Give me your ideas as to how prospective
payment will work in your industry. Of course, you have been ex-
perimenting with it anyway, but give me your ideas as to how it
will work.

Mr. HoFFMAN. The way our work group put the plan together,
first of all, it takes account of the problems associated with cost re-
imbursement. It recognizes the need for savings in the program.
And \ge believe that an episodic system is ultimately the best ap-
proach.

The CHAIRMAN. A what? An episodic?

Mr. HOFFMAN. An episodic system for home care if ultimately the
best approach. Paanents per-episode, we believe, is ultimately
where you want to be.

Senator MOYNIHAN. Now, help us. What is an episode?

Mr. HOFFMAN. An episode of care. When a patient is admitted for
a particular diagnosis, or for a particular span of illness, payment
for an episode of care.

In the ABT demonstration project, the episode is defined as a pe-
riod of time span.

The CHAIRMAN. As opposed to a fee for service. Every time they
come in, here is $20.

Mr. HOFFMAN. That is exactly right.

The CHAIRMAN. Basically, it is the managed care approach. We
will give you $500 for this episode.

Mr. HOFFMAN. It is exactly the managed care approach.

z‘ggo%HAlRMAN. Give as much or less care as necessary, but you
ge .
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Mr. HOFFMAN. It is similar in concept to the DRG’s.

The CHAIRMAN. Yes.

Mr. HOFFMAN. However, the way the industry is structured
today, it is not accustomed to that. There is not a real good wealth
of data on structuring episodic payments.

So what we have constructed 18 a methodology which combines
the advantages of the current system, which is per-visit reimburse-
ment, with episodic caps, which provide utilization control built
into the system.

Providers would be reimbursed at a regionally-set rate, on a per-
vigit basis. But, depending on what type of an episode was in-
volved, the reimbursement for that episode would be capped at
some level, which would also be regionally determined, and the
case mix adjusted.

Providers would have the incentive to provide efficient care be-
cause, to the extent that they come in underneath those episodic
caps, there would be a savings-sharing provision, whereby provid-
ers would be able to realize up to 40 percent of that savings.

The CHAIRMAN. Senator Moynihan.

Senator MOYNIHAN. We have to find simpler or less coded words.
What would anybody who is listening to us think about our going
on about OBRA '83 and TEFRA ’92, and all these condensations
which help, but not necessarily?

Eﬁisodjc care. It sound like something—

The CHAIRMAN. It sounds like a miniseries. {Laughter.]

Mr. HOFFMAN. I think it is turning out to be that.

Senator MOYNIHAN. It has the virtue, I suppose, of being a word
of Greek origin. Hi{)pocrates would have recognized it.

Mr. Chairman, I want to report to you that I have a note here
from Dr. Joseph Stiglitz, who is Chairman of the Council of Eco-
nomic Advisers. Something is haf)genitxelg. In the last 6 months, we
have had a price increase, our celebrated CPIU, growing at 3.2 per-
cent a year, and the medical price index growing at 3.7 percent. It
is sort of ram agit‘)-ﬁ out of control. Something is working out there.

I wonder if I could just ask the panel-—anybody could volunteer
if they like—we are talking about restructuring and some kind of
voucher program, and I expect you are all familiar with the Federal
Employees Health Benefits Plan. What would you think of trying
to put Medicare into an arrangement of that sort, where an indi-
vidual bought insurance, picked a plan which had variations ac-
cording to pertinent individual needs, or even preferences?

I do not see any enthusiasm. Mr. Aitchison?

Mr. AITCHISON. Senator, I think that, as I mentioned in my re-
marks on managed care, that would be a l210ssibilit:y, providing up
front that a participant, a Medicare beneficiary with that oppor-
tunity, so to speak, were presented with information, and they
were knowledgeable consumers.

Unfortunately, when a consumer is addressing the ;luestion of
health care, they do not always know. And, in our small segment
of health care, rehabilitation, you always sort of think it is going
to happen to the other guy. Four hun thousand people are a
lot in numbers, but it is a small percentage. People do not think
they are going to have a head injury, a spinal cord injury, or a
stroke, or whatever.
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So it is very important, in my opinion, that if that is done, you
have an up front statement as to what the benefits will be, and
make sure that those consumers are knowledgeable.

Senator MOYNIHAN. Well, you would assume that that would be
the objective. But I do not know how knowledgeable anybody is.

Mr. AITCHISON. I will give you a personal example. It is a man-
aged care situation. In New Jersey, we do not have a high degree
of penetration in managed care. We recently had a patient, a resi-
dent of Arizona, who was in our area, suffered an incident causing
admission to our facility. We contacted the HMO to make sure that
coverage for rehabilitation care was provided. The answer came
back, yes, and the services were provided. The end of the story is
that, when the time came for that HMO to pay for those services,
they denied payment. As a consequence, our only recourse was to
Ing }gck to the patient and they, of course, in turn, back to the

Our concern simply is that this happens too frequently which, ob-
viously, none of us would want. So we do not want to see managed
care be a way of denying the benefits.

Senator MOYNIHAN. Well, no. What you are talking about is a
malfunction of the system.

Dr. WILLGING. I do not know, Senator Moynihan, whether the so-
lution is a voucher. I do however, support any system which will
take us closer to letting the market set prices and determine sup-
ply and demand. Once a year—if not more frequently—we all come
together, you on your side, we on our side, and we essentially try
to control the market. We set prices, we determine supply and de-
mand. I think these are things best left to the market itseif.

Now a voucher, if it is begun with an arbitrary determination as
to price, whatever it might be, how many thousands of dollars per
person, per year, I am not sure that is really letting the market
make those determinations.

But certainly, I think we are all frustrated, sitting around these
tables year after year, trying to do what the market does better
than we do.

Senator MOYNIHAN. Well, thank you. Mr. Chairman, I could not
say it as well. There are just inherent limitations on administering
systems, and you see one right there in front of Dr. Sundwall with
his visual aid.

Dr. SUNDWALL. There is a better way. The debate has moved a
gregt deal. Did you see the Washington Post editorial this morn-
ing?

Senator MOYNIHAN. Yes.

Dr. SUNDWALL. The lead editorial was talking about vouchers,
and encouraged their serious consideration. Can you imagine? That
would have been unheard of just a few years ago.

Senator MOYNIHAN. Could I just take one more second?

q I lgl;ppen to be a dear friend of Mr. Reeve's father. How is he
oin

Mr. AITCHISON. I am not first-hand close to him, and I cannot
say very much, Senator.

Senator MOYNIHAN. Please wish him well.
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Mr. ArrcHISON. I will wish him well for you. He is in verr good
spirits. He has a lot of support, and is a very motivated gentlemen.

~ I think he will do well.

Senator MOYNIHAN. Good. Thank you.

The CHAIRMAN. Based upon Dr. Sundwall said about vouchers in
the Washington Post, there may be some hope for tuition tax cred-
its. (Laughter.]

Senator MOYNIHAN. Well, why not?

The CHAIRMAN. Senator Graham?

Senator GRAHAM. Thank you, Mr. Chairman.

Mr. Chairman, I apologize for—

Senator MOYNIHAN. Think of our efforts in the 1970’s, which peo-
ple would kill for today.

Senator GRAHAM. Mr. Chairmean, I apologize for my late arrival.

I would like to ask questions in two areas. First, the managed
care area. The budget resolution which has been adopted calls for
a reduction in expenditures below what would otherwise have been
gnticipated in Medicare of approximately $270 billion over the next

ears.
at proportion of *hat do you think can be accomplished
through managed care or other systemic alterations in the Medi-
care gystem?

Not to answer the question, but to give you someone else’s opin-
iowesberday Ms. Gail Wilensky, the former head of HCFA, indi-
cated that she thought the range was in the 20 to 25 percent cat-

egory.

Mr. AITCHISON. That is a huge number. The way I understand
managed care—

Senator GRAHAM. Which is the huge number? $270 billion or 20
to 25 percent?

Mr. AITCHISON. Twenty to 25 percent.

Mr. HOFFMAN. Both are bi%.

Mr. AITCHISON. The way I understand it works is that a man-
aged care entrepreneur would seek to enter this marketplace be-
cause they would offer to Medicare a percentage savings from the
current costs in that particular area. And they, in turn, would
out and beat up the providers, if you will. And, frankly, they would
beat up the beneficiaries to effect those savings.

If you look through that to the profits of managed care, I think
you will find them to be substantial. In New Jersey, we have a list.
And the top of the list is a profit basis of about 25 percent—23 per-
cent, to be specific—on a book of business in the neighborhood of
$890 million.

So, clearly, there are savings. That is an example on the high
end. I think with 20 to 25 percent, you are going to hear from your
constituents. I believe there is going to be some significant pain
with that degree of cut.

Senator GRAHAM. Would you care to venture an estimate, or can
wed‘ust put you down as less than 20 to 25 percent?

r. AITCHISON. I would sugge#t less than 20 to 25 percent. But
there are savings possible there. There is no question about it. And
we all should be for that.

_Senator Moynihan was talking about price increases. In our par-
ticular facility, for example, we have not increased fees for the past
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4 years, none, zero. And that is a factor of this marketplace, where
we are all trying to cut costs and be competitive.

Senator GRAHAM. You mentioned that New Jersey does not have
a very extensive managed care system. Is that correct?

Mr. AITCHISON. That is correct, not a high penetration.

Senator GRAHAM. Well, what would your penetration level be in
New Jersey?

Mr. AITCHISON. It would be a guess, Senator, but it would be in
the 5 to 10 percent range for Medicare beneficiaries. For other pa-
tients, we have seen a significant increase. Of those patients com-
ing to us who are non-Medicare beneficiaries—the commercials, if
you will—we have seen that number jump, double, in the past cou-
ple of years. It is in the neighborhood of 35 to 40 percent at the
moment. And I think it will go up substantially more, probably an-
other 50 percent.

Senator GRARAM. Why is there such a gap between the penetra-
tion level of Medicare beneficiaries and the rest of the population?

Mr. AITCHISON. The general feeling in our area is that the regu-
latory environment of New Jersey has suggested that it is not a
good marketplace for the managed care population. That has tend-
ed to lighten up under the current administration, and I think you
are seeing more HMO’s seeking to do business in our State. 1
fully anticjgate that there will be more managed care in New Jer-
sey, more directed at the Medicare beneficiary population, and con-
sequently a higher percentage overall.

enator GRAHAM. Would any other members of the panel like to
comment as to what they think is the proportion of this reduction
below expectancy in Medicare that can be accomplished through
systemic changes, such as increased utilization of managed care?
That is not the only system chan%:. If you would like, please sug-
gest others, and put a number behind them as {0 what you thi
they can contribute toward achieving this goal.

Mr. HOFFMAN. I would agree that 20 to 25 percent is a rather
high number. However, I would bring to your attention, Senator,
that for the small part of the world that is covered by the home
health industry, the plan that we have put forward begins to get
close to those percentages.

And I would also hasten to add, I believe in yesterday’s testi-
mony, Dr. Wilensky indicated that, in her view, there were basi-
cally two ways to control costs. One way through providing incen-
tives, and another is throu%h regulation. And, speaking for myself,
I believe that incentives is by far the more efficient and productive
way to go.

Senator GRAHAM. My time is up, so if you might just give a num-
ber, with a brief explanation.

Dr. WILLGING. Well, probably, if we are willing to recognize what
managed care is, I am willing to give you a rosy scenario that says
it is higher than 25 percent. Bob Blendon, Professor Blendon from
Harvard, during the course of health reform debate last year, made
one of the most trenchant statements that anyone has made. The
problem with health care costs in this country is not the price of
aspirin, it is how much aspirin we consume.

long as we recognize that what managed care really means
in its ultimate permutation is not merely continued price discount-
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ing. As I said, we can only get so much blood out of those turnips.
The issue is, is somebody eventually going to say no? No, you can-
not have that MRI, a CAT scan will be sufficient, or perhaps an
X-ray. No;a'ou do not need that extra day in the hospital. No, you
do not need to receive that service in a hospital; you are going to
receive it in a subacute unit.

Somebody has got to say no. The question is, will anyone say no?
Who is going to say no? And will the American public accept that?

But if you indeed go from price discounting under managed care
to truly managingk!clare, yes, you can in fact achieve considerable
savings. I do not know what percentage that is. I think it can be
higher than the 25 percent that Dr. Wilensky suggested.

enator GRAHAM. Do you think most of the reductions that have
occurred thus far in the private sector, that were cited earlier, have
come because of price discounting, as opposed to managing care?

Dr. WILLGING. I believe, yes. And, in fact, peo(ﬁle such as Jay
Greenberg, who is in charge of the long-term care division for Unit-
ed Health Care, says that is how almost every managed care en-
tity, at least in the initial stages of its successes, has saved the
money—discounting prices, getting the hospitals to reduce the
price, the physicians to reduce the price. It is when you go into true
managed care, that you begin to sense the difficulties.

We have seen a little bit of that controversy just over the last
couple of weeks. Is one day of postpartum care sufficient for a new
mother? Or should we allow more than that? I do not know where
the balance is. But that is where the real political difficulties begin
to come in.

Senator GRAHAM. Thank you, Mr. Chairman.

The CHAIRMAN. Dr. Sundwall, you indicate that cost-sharing will
not produce any savings. Of course, CBO says $7 billion in savings.
Where are they incorrect?

Dr. SUNDWALL. Well, I think that is a budgetary figure that they
are extrapolating. Over 7 years, if you take 20 percent copayment,
that is the figure they get.

Unfortunately, I do not think they are going to achieve that.
Th?xi are counting on some reduction in services, which we do not
think will happen. We do not think pelggle will decide, gee, I had
better not get a fostatic antigen test (PSA) because I will have to
pay $10 or $15. If it is in their interest to have this test, I think
the doctor is still going to strongly recommend it.

Of course, our objection is not only that we do not think you will
recoup the savings f'ou anticipate, but that we will not be able to
get our copayment. In fact, some studies estimate that our inability
to collect these small copayments could be as high as 80 percent.
And you can imagine the seniors’ frustration with getting a bill
from someone they have never heard of—maybe from an out-of-
State lab—and then going to their doctor and saying what the heck
ig thi?? all about, or going to HCFA and asking what are you doing

me

It is an annoying way to get at some savings. We think there is
a better way to do it. And we are certainly prepared to work with
your staff to find additional savings from clinical laboratory serv-
ices. But it woudd be less regulatory, less onerous, and not annoy
the beneficiaries so much.
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The CHAIRMAN. Let me ask you this pro{ected question. You indi-
cated that expenditures for independent labs have gone down be-
tween 1993 and 1994, which is correct.

But both CBO and the Health Care Financing Administration
are predicting 9 to 12 percent increases, but they are counting all
labs, of course.

Now we have three basic kinds of labs, do we not? We have your
labs, we have hospital outpatient, we have doctors’ labs. Even if
your costs are staying stable, are those other costs escalating that
rapidly in the other two kinds of labs to make up that kind of a
difference?

Dr. SUNDWALL. It is hard for me to believe that their charges are
going up. I have to wonder if it is volume.

The CHAIRMAN. Volume again?

Dr. SUNDWALL. I certainly do not think it is cost-per-service. Like
Paul said, it is the demand for those services.

And I can only speak for the independent labs. I know our data,
and I do not know how they arrived at the figure for the total. But
I do know, both for doctors’ offices and for independent clinical
labs, the expenditures seem to be on the decline. Even the Medi-
care trustees’ report suggested that the cost per beneficiary was
going to afo down slightly in their projected years.

I am always a bit nonplussed or perplexed by these out-year pro-
jections, but they say that they will be less than they previously
anticipated. And we think the CBO figures will reflect this when
they do their analysis, based on their own new information.

The CHAIRMAN. Mr. Aitchison, you mentioned that New Jersey is
not a favorable climate for managed care. Is that because of some
State anti-managed care prejudice?

Mr. AITCHISON. No, I do not think so at all, Mr. Chairman. [ was
just pointing out that the general statement as to why New Jersey

as not been a popular place for the HMO companies to enter, for
gurposes of serving the Medicare beneficiary, is because of regula-
ion.

I think, in today’s environment, just the opposite is occurring. As
the regulation decreases, and as the receptivity for managed care
has increased, they see this as an opportunity to indeed penetrate
a market, and make substantial dollars.

The CHAIRMAN. I will give l)(rou some figures again, and they al-
ways stun me. We love to look at our own States, and I have indi-
cated before that Oregon had a long history with the Kaiser health
flans because of the shipyards that were built during World War
I. Kaiser, at the zenith, employed 30 percent of the adult labor
f(irce in the Portland area, and they were on the Kaiser health
plan.

But Blue Cross-Blue Shield moved into managed care some time
ago. They saw the handwriting on the wall. And this is how fast
their total coverage has grown. In 1984, they had none, zero, zip
managed care. Five years later, in 1989, 43 percent of their cov-
erage was managed care. Five years later, in 1994, 66 percent. And
they are projecting that, by 1998, that 90 percent of their coverage
is going to be managed care.

en the fetters are off, it just grows immensely. And these fig-
ures are 1994 January. By January of 1994, the entire Portland
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metropolitan area had reached 63 percent managed care coverage.
And my estimate is that it is between 70 and 75 percent now.

Mr. AITCHISON. Yes. Those numbers do not surprise me. In fact,
I think the Blues have made a concerted effort to move toward
manaéed care. In our state, the flat-out statement by the CEO of
Blue Cross is, we no longer will offer an indemnity program. So you
do not have a choice. You are naturally going to have the popu-
lation gravitate to a managed care product, if that is the only one
available.

The CHAIRMAN. I remember, Pat, that wonderful dean of the
UCLA Medical School—it is a complex now. That is the same one
that talked about the spot market.

Senator MOYNIHAN. Yes, the bone marrow transplants.

The CHAIRMAN. He said there is no indemnity insurance left in
Southern California. The only time we see it is if somebody from
Iowa has an automobile accident in Southern California, and they
are covered by an indemnity carrier. He may have overstated it a
bit, but not by much, I think.

Senator Moynihan? Oh, I did not see Senator Grassley over
there. I apologize, Chuck.

You are on.

Senator GRASSLEY. I have a question of you, Dr. Sundwall. And
it is not related so much to the immediate cost containment that
we are ing to adopt for the immediate budget resolution, but
pfx:(g‘)f&y or years beyond that, and directly related to the impact
o .

I have had a lot of relatively small laboratory people express to
me fear that large laboratories are buying up so many of the small-
er ones, or expanding their business, that we are going to have just
a very, very few laboratory oxggnizations or corporations doing this
sort of work in the country. And, at that point, there is not going
to be enough marketplace competition to kzlelp the price down.
Then, when these little people are gone, we really have to fear sky-
rocketing costs on laboratory services. Do you agree with that? Is
that something we need to be concerned about, or is that an erro-
neous statement that was made to me—statements, because there
was more than one statement made?

Dr. SUNDWALL. Senator, let me explain to you what I understand
of the clinical laboratory industry. Over recent years, it has under-
gone a remarkable consolidation. Like other components in a free
market society, there has been a real shakedown, or shakeout, of
corporations merging, downsizing, what have you.

e have witnessed this in the clinical labs. We now have as
members of the American Clinical Laboratory Association only 11
members—that is, 11 companies that we represent—but which in
turn own about 700 facilities in all States of the Union. And these
11 companies compete fiercely with each other. And I would say
that there is a very healthy market economy in labs right now. And
this results in tough competition.

So smaller labs that do not have the economies of scale of larger
companies are threatened. I think they have serious competition,
but my view right now is that this represents a very he thg dy-
gamic. And it certainly is passing on savings to payors and pa-

ients.
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I think the reductions that we have seen in the numbers of labs
are because of a market that is working. If we could get rid of some
of the regulations that I referred to, which are burdensome and
costly, unnecessarily so, market forces could work even better.

But I understand the concerns of the small lab. We are sensitive
to antitrust issues, and we have to be aware of those legal con-
cerns. I do not think we are anywhere near that now, but I under-
stand why you have heard of concerned.

Senator GRASSLEY. Well, we wrote a Federal law on clinical lab-
oratories a few years ago that led to the closing or sale of a lot of
small laboratories. And so we have less competition as a result of
that, and that is not a very good situation. We are impacting the
marketplace, and we should not be doing that.

Dr. SUNDWALL. Well, are you suggesting CLIA?

bSoenat.or GRASSLEY. Yes, that is the legislation I am talking
about.

Dr. SUNDWALL. I do not think I would agree that CLIA is the fac-
tor. I think it is more competition in the whole health care arena—
managed care, contracts, the whole thing.

Let me just give you a personal experience. As a young doctor in
practice, I had vendors of technologies and machines come to me
saying, gee, you ought to buy this and put it in your office. You can
add thousands of dollars to your income every year if you will just
do your own tests. I tried one for a month, free of change. When
I had concerns about the quality, they said, oh, do not worry. We
wihili1 come and check your reagents to make sure it is a good ma-
chine.

However, I had absolutely no confidence in those tests. So I then
sent all my lab tests out to an independent lab because I felt they
were more accurate. It was less income for me, but I thought it was
better value for the patients. And I did not charge them anything
for doing that.

I think that doctors’ offices being regulated by CLIA, along with
smaller labs, has raised the overall level of quality, which is good.
Labs should all be subject to the same kind of quality controls. I
do not know how much you are willing to give up, in terms of qual-
ity control, in return for addressing concerns about the market. I
think it is really more an issue of protecting patients’ interests and
the data provided from their lab work.

Senator GRASSLEY. We had an inspector come to a very small
county hospital in my State within the last 6 months, spend a
whole day there, taking up the time of all the people who are in-
vqlt\llleglt in the supervision of a relatively small laboratory associated
with it.

There were some concerns, not very major ones. But the bottom
line was that it really does not make any difference anyway, be-
cause we are going to write all these new regulations.

Now that is just a comment on what we are doing with existing
%gw,t and the cost of hospitals, and the time consumed by the inves-

igation.

his is not about the immediate costs we have here. But it seems
to me that we are going to have to look and see if CLIA is working
the way we intended it to work. And I have not-drawn any conclu-
sions yet, but I hope it is something that not only myself but the
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staff of this Committee would be interested in, and at least have
a c}uestioning eye.

do not think I am in a position to imply that anything is wrong,
except maybe a Federal law has had an inordinate impact upon
smaller laboratories and larger laboratories.

Dr. SUNDWALL. Well, we would certainly be interested in working
with you on CLIA issues.

Senator GRASSLEY. Thank you.

The CHAIRMAN. Senator Moynihan?

Senator MOYNIHAN. Mr. Chairman, I would just like to make a
general comment about where I think we maiﬁht want to be moving.

In response to a question by Senator Graham, Dr. Willging told
us that somebody is going to have to say no. Well, if that somebody
is an official, they will not say no. Or, if they do, it will be accom-
panied by huge resentment. That is what markets do, because they
diffuse that kind of decision.

And I just would say, Mr. Chairman, if the United States Gov-
ernment administered the income tax system, could you imagine if
we had a Government official decide how much everybody in this
room would be taxed? We have an extraordinary self-assessed tax
system. We have, what, about 110 million tax returns a year? And
people figure it out on their own, they decide how much they owe
the Government, and they send it in. .

If have heard some troublesome things about the new inspection,
but we do keep a quality control. Last I knew, there is a percentage
of people who get it wrong, but the number of J)eople who overpay
is about equal to the number of people who underpay. The number
of people who deliberately try to evade taxes is not high. For all
you hear, we trust the system. )

Now that works. I think what we put in place with Medicare and
Medicaid set some administered decisions that we do not have
enough skills to carry out. Is it not something like that, Dr.
Willginv&?

Dr. WILLGING. Well, when I say that someone has to say no, we
ﬁet to a dirty word that no one wanted to use last year in the

ealth reform debate. It started with an R—it is called rationing.

The issue is not whether health care would be rationed, if you
are going to save on costs. That was not the issue. The issue was
who is going to do it? Is it goinﬁ to be you and me, in terms of our
market-based decisions as to what kind of health care package we
are going to buy?

Or, as you say, Senator, is it going to be an official in Washing-
ton, DC? To me, that was the essential nature of the debate. If we
wish to save on health care costs, I get back to Bob Blendon. It is
not the cost of the aspirin, it is how much aspirin we consume.
And, if you want to get to the point of reducing the costs, somebody
is going to have to consume less aspirin. Personally, as a consumer,
I would rather be the one to make that choice.

On another gro am that this Committee has responsibility for,
called Medicaid, there had been a lot of discussion about long-term
care insurance as a way to begin to shift the burden off the public
sector. But the minute we got into it, we had tons of people telling
us how the product should look. We ought to mandate this, we
ought to mandate that, non-forfeiture, inflation adjustment.
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We were determining the product and the price. And, whether
we like to admit it or not, we end up also then determining the via-
bility of that very product or price, because we start to make deci-
sions that the market should make.

What I say is perhaps not very popular. I have been chastised
a nuraber of times by my own members for being somewhat more
open than I should be. But I think that is what it really gets down
to

We should look at other things. Obviously, we should look at
fraud and abuse; it exists, we have got to ferret it out. But, ulti-
mately, the big cost savings are going to come from true managed
care, with people deciding yea or nay in terms of a basic service.
And, again, the issue is who says it?

Senator MOYNIHAN. Well we have some——

Dr. WILLGING. It should be the consumer, not the Government.

Senator MOYNIHAN. Well, we ration the number of trips people
take to Disney World. [Laughter.]

Dr. WILLGING. And we do it ourselves, do we not?

Senator MOYNIHAN. But you do not have to get a coupon. Some-
thing l'i,ke that, Mr. Chairman. I think we are moving that way, are
we not?

T]he CHAIRMAN. You can get coupons for Disney World? [Laugh-
ter. :

Dr. WILLGING. I think we need a Government bureaucracy to
hanq’]e that. How many coupons do you get for Disney World this
year? -

Senator MOYNIHAN. Yes. Well, if you left it up to me, everybody
would get five. I am the friend of the American family.

The CHAIRMAN. Senator Graham would agree with that.

Senator MOYNIHAN. That is right.

Senator GRAHAM. That is a woefully deficient number. It would
cause psychic distress and downstream health problems to literally
millions of Americans. [Laughter.]

Senator MOYNIHAN. I think we have just illustrated a very im-
portant thought experiment here.

Senator GRAHAM. No one has ever accused Senator Moynihan of
being Santa Claus.

I would like to follow the comment that you just made, Dr.
Willging. And, if I could use a personal example. My daughter has
just gone through a wonderful, but somewhat difficult, pre%nanci's,
which resulted in m{] becoming the grandfather of three little gir
at one time. And I agpen to have a picture of my triplets here,
if you would like to look at them.

ecause these triplets were born somewhat premature and un-
derweight, they had a period in the hospital of 3 weeks plus. Then,
when they came home, they were on various monitoring devices,
which the obstetrician had recommended. ‘

They are under a managed care plan, a plan from the Fairfax
County school system, where my daughter had been a teacher. And
- the O denied some of the costs which had been associated with
this technology.

It struck me as being a rather unfair situation, in that my
daughter was in no position to make an informed judgment as to
whether this technology was or was not appropriate. She was rely-
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ing on professional expertise. And then, after the fact, to have
these services denied coverage will impose a not inconsiderable fi-
nancial burden on them, for what they thought was a covered serv-

ice.
So, i8 the statement that we ought to let customers decide, is
that reality in this process? They are f&ng to depend upon an
intermediary which, in this case, i8 the . And they are goinﬁ
to be essentially transferring their tgu ent to that HMO, an
e

have to have some expectation that O is going to be operat-
inixi)n their health benefit.
d I might say that this is somewhat of an isolated situation,

because their general experience has been extremely positive with
this HMO. But how do you protect the user, particularly when we
are talking about the elderly, who are often less able to protect
themselves than my daughter and her husband?

Dr. WILLGING. I think it is not isolated. I think it is true that
no system is ever going to function perfectly. And I have experi-
enced the same problems. I have been a member of an HMO, the
Columbia Medical Plan, since I first came to Washington 26 or 27
years ago.

As recently as the other day, my wife was ranting and raving—
and my wife can truly rant and rave—about a decision made in
terms of one of my daughters, and whether she should or should
not see a dermatologist for a problem she had.

I think that system is at least closer to the consumer, if you have
appropriate appeals mechanisms. I would probably rather do battle
with the HMO, recrtzgnizing all of the downsides, the uninformed
consumer and so forth.

But I would rather do battle with the HMO than with the Health
Care Financing Administration any day of the week. Three thou-
sand miles away, conceivably, if they even answer their phones, is
not the kind of close to the consumer relationship that I think can
be fostered as you move it down the pike, down the stream, closer
to the consumer.

Will we still hear stories, lots of stories, about what appear to be
in?f)propriate decisions by managed care entities? I suspect we
will, But I would close simply by referencing the statement you
made at the close of mr remarks. In sum, however, we have been
very happy with the kind of general care we have received over the
last 26 years, even though we will rant and rave on occasion.

Senator GRAHAM. Are there any provisions that you think should
be incorporated into the Medicare legislation that we will shortly
be considering, in the context that we-are expecting a larger pro-
portion of Medicare beneficiaries to be in managed care, in order
to insure that the care is of appropriate quality, and that they have
some redress when the standards of quality are not met?

Dr. WILLGING. I think those who study competitive markets do
make it quite clear that one of the critical aspects of any truly com-
petitive market is information. You have got to have a system
which provides adequate information to the consumer to be able to
make appropriate decisions.

And that information has got to include understandable bench-
marks of quality, certainly not the way we assess quality teday, but
true benchmarks that the consumer can understand.
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With those two factors involved in a managed care operation, I
think we can forestall a lot of the abuses that might otherwise crop

up.

Dr. SUNDWALL. Senator, could I just add to that?

Senator GRAHAM. Yes.

Dr. SUNDWALL. This is an unsolicited plug for a Federal effort
which I fear is in jeopardy. And that is the «¥srt on the part of
the Agency for Health Care Policy and Research to promote guide-
lines of care and clinical practice guidelines.

Apparently, that agency has been targeted underfunding, if not
undoing. And I think that effort is very valuable in encouraging ap-
propriate utilization of services. Those guidelines are not intended
to be a recipe for care, but really just guidance to clinicians. And
I think that is a very nice adjunct to your restructuring Medicare,
for the Government to encourage that kind of development of clini-
cal practice guidelines.

. HOFFMAN. If I might chime in there as well, I think back in
the old days in health care, the credo was quality at any cost, and
care at any cost. Clearly, that formula has not worked.

But we cannot run the risk of going to the other end of the spec-
trum completely, and feeling that the only thing that matters is
cost. We need not lost sight of qualiatg and, in any system, there
must be measures taken to assure quality.

Senator MOYNIHAN. Mr. Chairman, there is a vote.

The CHAIRMAN. I see that there is.

We are ioing to have to terminate this here. I think we have
pretty much finished the questions, have we not? We apologize for
aunmng out. We have about 5 minutes left to make the vote on the

oor.
Gentlemen, thank you very much. We are adjourned.

Senator MOYNIHAN. Thank you very much.
[Whereupon, at 10:50 a.m., the hearing was concluded.]

20841 0- 95 - 3






APPENDIX

ADDITIONAL MATERIAL SUBMITTED

PREPARED STATEMENT OF KENNETH AITCHISON

Mr. Chairman: My name is Ken Aitchison. I am President of Kessler Rehabilita-
tion Institute in West Orange, New Jersey. 1 am appearing today on behalf of the
American Rehabilitation Association, which is the principal national membership or-
ganization of rehabilitation facilities.

The American Rehabilitation Association (formerly NARF) is the largest not-for-
profit organization serving vocational, residential and medical providers in the Unit-
ed States. The established leader in the field of rehabilitation for more than a quar-
ter century, American Rehab serves its more than 800 member facilities by effecting
changes in public policy, developing educational and training programs, and promot-
ing research. In addition, it provides networking and communications opportunities,
all of which help to ensure quality care and access to services to more than four
million persons with disabilities each year.

I have worked in medical rehabilitation for almost 30 years, having served as ex-
ecutive director of the rehabilitation hospital of the University of North Dakota for
a number of years before coming to Kessler in 1979. Over this period I have had
the opportunity to chair both the Rehabilitation and Chronic Disease Section of the
American Hospital Association and the Commission on the Accreditation of Reha-
bilitation Facilities. The hospital where I work is one of the largest freestanding re-
habilitation hospitals in the country with 320 beds. Most of these are from northern
New Jersey and other parts of the New York metropolitan area, but because of the
range of services we provide, patients come to us from all parts of the country. As
an example, the actor Christopher Reeve is now in rehabilitation at Kessler.

I understand the subject of this hearing to be the options for changes in Medicare
payment policy for medical rehabilitation, including particularly the implications for
n;habilitation services of higher rates of Medicare enrollment in managed care
plans.

Medical rehabilitation addresses itself to a single end—the elimination or mitiga-
tion of disability. We seek to restore a person’s ability to live, work and enjoy life
after an illness, trauma, stroke or similar event has impaired his or her i&ysiml
or mental abilities. Most patients enter rehabilitation after an acute hospital stay.
In 1994 about 400,000 people per year received such services as inpatients in reha-
bilitation hospitals or rehabilitation units of general hospitals. Many more receive
such services ar outpatients. There are about now 200 rehabilitation hospitals and
800 rehabilitation units in general hospitals.

Many of the conditions requiring rehabilitation services are associated with ad-
vancing age, particularly strokes, arthritis and orthopedic conditions. Accordingly,
a relatively high percentage of the persona who need rehabilitation are covered by
Medicare. In 1994 about 71% of discharges from rehabilitation hospitals and units
and 66% of total days of care were covered by the Medicare program. These figures
do not include Medicare beneficiaries who have chosen to enroll in managed care
plans. Thus, rehabilitation facilities are perhaps more affected by Medicare policy
than any other element of health care. -

My statement will addrees two issues—reform of current Medicare payment policy
for in?atient rehabilitation, and protection of patients who opt for managed care in
lieu of traditional Medicare.

(63)
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I. MEDICARE REFORM

A PPS for Rehabilitation is Badly Needed

Rehabilitation hospitals and units are excluded from the Medicare PPS and are
paid for services to Medicare patients on the basis of reasonable cost, subject to per-
discharge ceilings imposed under TEFRA. TEFRA limits were imposed in 1983 as
a temporary measure. They make no sense and seriously distort the delivery and
cost of hospital rehabilitation services. Because HCFA rcutinely allows new provid-
ers much higher limita than older ones, the construction of new hospitals and cre-
ation of new units is encouraged. There are about four times as many rehabilitation
hospitals and three times as many units now than when TEFRA limits were intro-
duced. Because reimbursement caps are based on historic cost, there is a very
strong incentive to reduce leng:h of staJ' and a bias against takin‘f complex cases.
large incentive payments are being paid to new hospitals while older facilities lose
money on Medicare patients.

While some Erovi ers are helped and others hurt by this irrational system, no one
(including HCFA) defends it. In 1990 the Congress directed HCFA to submit rec-
ommendations for reform by April 1992. Nothing has been forthcoming. .

To try to fill this void rehabilitation providers funded research to design a patient
classification system to serve as the basis for a PPS for rehabilitation. This work
was done at the University of Pennsylvania and was hﬁ?l{l productive. There now
exists a system of 60 classifications that include almost edicare patients. These
classifications, known as functional related groups (FRGs), predict the duration and
intensity of rehabilitation services based on a patient's age, diagnosis and functional
abilities on admission. In other words, they do for rehabilitation patients what
DRGs do for patients in acute care.

. This system exists. HCFA is in the process of awarding a contract to design a pay-
ment system.

Adoption of a payment system whereby hospitals are paid based on the types of
patients they treat is badly needed. It will eliminate the incentive in the present
S{lstem to develop new hospitals and units (adding ever more cost) and compensate
all providers based on services provided rather than the completely arbitrary and
inequitable TEFRA system. Most importantly, a PPS for rehabilitation would elimi-
nate the most corrupt element of the present system—the explicit message to hos-
pitsls to avoid severely disabled patients.

A PPS for rehabilitation, even if budget-neutral upon adoption, would result in
considerable savings to the Medicare program as the perverse incentives of the
TEFRA system are eliminated. In the short term some providers of services—per-
haps even my own—would receive less in Medicare payments. But payments based
on patient need can only serve the legitimate interests of both hospitals and pa-
tients over the longer term.

We ask this committee to set a date certain for adoption of such a system. In the
absence of such a legislative mandate, the 12 years of “tempor: EFRA limits
can easily stretch to 16 or 20 Kears with injury to patients and the Medicare budget.

We urge that a PPS for rehabilitation based on the FRG system be required for
fiscal years beginning on and after October 1, 1996.

Revision of Definition of a Rehabilitation Hospital and/or Unit

We also recommend ‘hat the Medicare Act be amended to include a definition of
a rehabilitation hospital and/or unit. Currently, the definition is controlled by regu-
lation. The rehabilitation field has been tryiné for several years to obtain revision
of this definition to reflect current practices. HCFA has done nothing.

Our principal concern is this: to qualify as a “rehabilitation hospital” or “rehabili-
tation unit” under the present definition, an entity must have 76% of its discharges
in 10 diagnostic categories. These are based on the treatment patterns of 20 years
ago. To meet this standard some hospitals and units have to restrict admissions of
certain types of patients who otherwise meet all criteria for service. We believe that
four diagnoses now common in rehabilitation facilities should be added. These are
pulmonary, chronic pain, cancer and cardiac.

Language to effect this change has been provided to the committee staff.

Rebasing TEFRA Limits for Long Term Care Hospitals

We recommend one further Medicare reform: basing TEFRA limits for long term
care hospitals on current cost.

The FRG system we recommend be adopted for a PPS for rehabilitation does not
cover chronic care patients, those often served by long term care hospitals. It is not,
alteirefore, possible to include these institutions in our proposal of a PPS for rehabili-

on.
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Nonetheless, TEFRA limits have the same inequitable and distorting effects for
these institutions that they do for rehabilitation hospitals and units. rdingly,
in lieu of a PPS for this class of providers, we recommend that TEFRA limits be
based on current costs.

II. BUNDLING OF REHABILITATION WITH ACUTE CARE IS A POOR IDEA

From time to time, it has been suggested, most recently in several House budget
documents, that rehabilitation services should be “bundled” with DRGs. 1 want to
take a minute to tell the committee wh{ this is a very poor idea.

In addressing this matter I assume that “bundling” means increasing a DRG pa{-
ment and making the DRG provider responsible for rehabilitation service. Presently
the DRG payment covers only the acute stay, and the provider of rehabilitation is
paid separately.

The main reason to oppose bundling is its potentially adverse effects on patient

care.
Acute care medicine is addressed to the immediate medical condition of patients.
It focuses on the pathology and chemistry of a given diagnosis. Rehabilitation is con-
cerned with the patient's ability to function—to perform the daily activities of living,
working and otherwise enjoying life. For example, in the acute phase, a yhysician
attending a stroke &}ient is concerned with reducing cranial swelling and the po-
tential for another CVA through drug theragy. Rehabilitation of the patient would
center on restoring or improving his or her ability to walk, talk, use his or her arms
and legs and adapt to any residual limitations of these functions. This is done
through the interdisci linarly provision of physical, occupational, speech and other
therapies, as well as psychological counseling to deal with the depression that often
accompanies newly experienced physical disability. Rehabilitation also involves
working with families and others w{:o are affected by the patient’s condition and
whose response is likely to affect the patient’s progress.

Good medical practice calls for the coordination of these different types of services,
but in concept and philosophy they are quite different.

The fundamental problem with bundling rehab into DRGs is that it creates a con-
flict of interest for acute providers, who will have a strong financial incentive to
deny or abridge rehabilitation services. About 800 hospitals have rehabilitation
units, but most do not. The incentive to give short shrift to rehabilitation is particu-
larly telling in the case of a hospital that must refer the patient to another provider
for services. Thus, bundling would likelky reduce the availability of rehabilitation
services and/or encourage the creation of more rehabilitation units, duplicating ca-
pacity that now exists.

Further, to my knowledge there is no basis for computing the amounts by which
DRGs 11(}!10‘1.\](‘1i be igcrea {or rehab (agd/or other poeé acute ?ervices). Sutchf costs
vary widely depending on the patient’s diagnosis, age, degree of impairment, family
circumstances, medical condition and other factors. As noted, a patient classification
s‘y;atem for rehabilitation patients has been develo and we hope it will serve as
the basis for a PPS. It does not, however, tie to DRGs. Rather, its primary element
is the functional status of a patient upon admission to rehab. Thus, any bundling
of rehab into DRGs would be - ttremely arbitrary and therefore harmful to patients.

Finally, there is no current system tc monitor whether care is appropriately pro-
vided under such a system; in other words, to measure outcomes. Rehabilitation pro- .
viders are unique in the health care system in that they focus on outcomes—the im-
proved functional capabilities of their patients. A decline in utilization of their serv-
ices, which would inevitably accompany bundling, would result in a loss of such
focus and higher levels of residual impairment and dependency.

For these reasons we believe that bundling rehab into DRGs is a very poor idea.
We are, however, in favor of bundling post-acute services and are actively working
on a proposal for doing so. Under such a concept, Medicare would make a single
payment for all post-acute rehabilitation services for a defined period, perhaps six
months. The recipient provider would be responsible for all rehab services during
this period. This would eliminate the potential for patients being shifted from one
provider to another—rehab hospital, SNF, home health or other outpatient service—
without good case management and at high cost.

We hope that such a concept will closely follow in time the adoption of a PPS for
rehabilitation.

111, REHABILITATION AND MANAGED CARE

As I have noted, a high percentage of patients treated in rehabilitation facilities
are covered by Medicare. It has been suggested that one means of reducing the rate
of increase in overall Medicare expenditures is to encourage more Medicare patients
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to enroll in managed care. At present onelg about 9% of Medicare beneficiaries have
cllxosen to move from fee for service Medicare to HMOs and other managed care
plans.

This relatively low rate of enrollment obscures the fact that managed care enroll-
ment is much higher in certain part of the country, particulaily on the west coast.
In California, for example, over 20% of Medicare patients are enrolled in managed
care plans. Those of us in other sections to the country lcok to the experience of
our é:olleagues in the west for enlightenment about the effects of managed care. We
have concerns which I wish to share with you.

It is an article of faith among many iC{. makers that “managed care” is an ap-
propriate way to slow the rate of growth in health care expenditures. Managed care
plans, primarily health maintenance organizations, are replacing indemnity carriers
as the insurer of choice for many corporations. Various members of Congress are
advocating the provision of incentives for enrollment in managed care plans by Med-
icare beneficiaries.

In concept there are two reasons why managed care plans can provide care at
lower cost than traditional forms of insurance and health care delivery. First, it is
assumed that by hiring or contracting with providers of services to significant pa-
tient populations, HMOs and other managed care plans can achieve economies of
scale (or drive hard bargains). Second, through “management” of care through gate-
keeper physicians and other controlling mechanisms, they can avoid delivery of inef-
fective or superfluous services and, thereby, avoid the associated costs. )

In fact, there is a third factor, denial of services. Enrollees may find that certain
services are not provided, either because they are deemed to be unnecessary or be-
cause of contract limitations, the effects of which are not agpreclated until 1t is too
late. This observation is not to suggest that HMOs and other managed care plans
seek to deceive enrollees, but rather that certain specialty services needed by a rel-
atively small number of people do not receive adequate consideration by either the
plan or the enrollee until the service is needed. .

About four million people annually receive some type of therapy service. Of these,
about 400,000 are aJ)r:itted to a rehabilitation hospital or a rehabilitation unit in
a general hospital. Thus, the chance that any given individual will need rehabilita-
tion services is slight.

This means that it is unlikely that a person shopping for HMO coverage will an-
ticipate the need for and coverage of rehabilitation services. Rehabilitation services
are intense and of longer duration that acute care. By their very nature HMOs and
other managed care plans seek to avoid or minimize the cost of such services. Our
association recently surveyed member facilities and found that mang' HMOs do not
refer patients to rehabilitation hospitals or units. The Medicare Advocacy Project,
Los Angeles, California, in its Jan 1993 report, “Medicare Risk Contract HMOs
in California: A Study of Marketien;ﬁ, uality and Due Process Rights” noted the fail-
ure of many HMOs to refer for needed specialty care, including rehabilitation.

For these reasons, we recommend that managed care plans enrolling Medicare
beneficiaries fully describe covera.Fe of rehabilitation services and that any limita-
tions on such coverage be clearly delineated. The following principles are rec-
ommended for inclusion in any legislation designed to foster the use of managed
care plans by Medicare beneficiaries and others.

Plan Information

Plans should provide uniform descriptions of benefits, services and procedures
that clearly and fully disclose limitations of coverage, exclusions and out-of-pocket
costs, including co-payments, deductibles, coinsurance, and established aggregate
maximums on out-of-pocket costs.
Assessment

Patients who have impaired functional abilities from strokes, trauma and other
disabling conditions should receive a rehabilitation evaluation by a trained rehabili-
tation physician or professional. If an enrollee is a candidate for rehabilitation he
or she should have access to and be referred for those services.

Quality

Managed care plans should be accountable for the quality of care provided. Plans
should report sites of treatment and outcomes, both medical and functional, to the
government and to enrollees on a regular basis. .
Specialists as Gatekeepers

Enrollees who require ongoing, specialized health services should be able to

choose a specialist as a gatekeeper in order to effectively manage the services appro-
priate to their conditions. Relevant specialists should also be directly available to
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.ené-pllet::l without gatekeeper approval where continued specialized care is medically
indicated.
Point-of-Service Option

HMO enrollees should have the right to obtain care from out-of-network provid-
ers, assuming they opt to pay any extra costs. This retains the ability of closed-
panel HMOs to contain costs, but also allows enrollees the flexibility to opt out of
the provider network if they pay a little more for this option.

Consumer and Provider Due Process
Plans should set forth procedures to be followed in the resolution of disputes with
enrollees about required services and the adequacy of those provided by the plan.
Grievance mechanisms should be timely and fair. N
Grievance and appeals goroeedures should: .
(a) be available to both enrollees and providers, including timely review of a
service denial;
(b) be clearly communicated to all parties; -
(¢) require independent seccnd opinions to be obtained promptly when covered
benefits are denied for any reason;
(d) require au. expeditedy appeals process leading to a decision within 72 hours
of the initial complaint.

Utilization Maragement Protocols

Utilization review should be performed by qualified personnel knowledgeable in
the field in which a coverage decision is being made. Qualified health professionals,
including rehabilitation providers and other specialists, should be involved in the
deyglci»lpment and implementation of utilization review procedures and practice
guidelines.

Consistency

Plans should be consistent in the information required, i.e.,, data elements and
methods of analysis, evaluation criteria, assurance of non-discrimination among
classes of providers, uniform quality and utilization standards, outcomes assess-
ment, assurance of access, fair and adequate reimbursement, consistency of record-
keeping requirements.
Ability to Opt Out

Ultimately, it may be impossible to adequately protect the interests of severely
disabled persons requiring intensive rehabilitation services through the types of pro-
cedural requirements I have described. We recommend that if such an enrollee is
dissatisfied with the type or quality of rehabilitation service provided, then he or
she have the option to return to Medicare fee for service coverage, as enrollees can
do now by disenrolling from the managed care plan. We recommend that this proc-
ess be made simpler, be clarified and be included in all plan literature.

IV. CONCLUSION

The actions taken by this committec and this Congress with respect to the Medi-
care program will have profound effects on persons with disabling conditions. The
actions we recommend will preserve and enhance the availabili:ly of rehabilitation
services to Medicare beneficiaries while eliminating wasteful and inequitable prac-
tice under current law.

PREPARED STATEMENT OF STUART H. ALTMAN, PR.D.

Good afternoon, Mr. Chairman. I am Stuart Altman, Chairman of the Prospective
Pagnent Assessment Commission (ProPAC). I am accompanied by Donald Young,
M.D., Executive Director of ProPAC. I am pleased to testify today as you consider
alternative ways to control the rapid rise in Medicare spendines. During testi-
mony, I will refer to several charts. These charts are appended to the end of my
written testimony.

MEDICARE SPENDING GROWTH

In 1995, Medicare program spending is projected to be about $178 billion, an in-
crease of about 12 percent over 1994, The Medicare population is growing faster
than the general population, and about 2 percentage points of this spending growth
can be accounted for by more beneficiaries and their increased age. Inflation in the
general economy, as well as additional growth in the price of medical goods and
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services providers purchase, also contributes to the escalation in Medicare spending.
But there is one other responsible factor that I will return to frequently during my
testimony: much of the recent acceleration in expenditures is due to more Medicare
beneficiaries receiving more and more services each year. . .

As the members of this Committee are aware, Medicare continues to be predomi-
nantly a fee-for-service payment system. This gayment methed provides strong in-
centives for physicians and other providers to ish more services to beneficiaries
who are willing to receive them. Many of these services, however, may be of limited
medical value to :lpeciﬁc individuals. The private insurance market is responding to
this problem by developing alternative payment systems based on capitation and
managed care. These methods contain strong financial incentives for providers to
control the cost of each unit of service as well as the number of service units fur-
nished. There also are incentives to furnish high quality care since purchasers and
tbgir enrollees also consider this factor in selecting among competing plans and pro-
viders.

While more and msore Medicare beneficiaries are choosing capitated, managed
care plans, overall enrollment lags well behind that of the private sector. There are
a number of reasons for this, several of which I will discuss in a moment. Today
I am going to focus on changes to the existing Medicare program that might contxpf
spending growth in the short term, but I want to emphasize that much of this
growth 18 due to Medicare policies that encourage increases in the volume of serv-
ices provided, and more fundamental changes in the Medicare program are nec-
essary to correct these incentives. L

Over the past decade, the Medicare program generally has done a good job in im-
E']ﬁmenting policies that controlled increases in payments for individual services.

o first major chanﬁe was the shift from cost-based reimbursement for inpatient
hospital services to the Medicare prospective payment system (PPS). The effects of
PPS and other Medicare policy cha:&les over the past decade can be seen in Chart
1. Between 1979 and 1983, real Medicare spending per enrollee—that is, adjusted
for inflation—v-as growing faster than private health insurance expenditures per in-
sured person. Medicare policies enacted in the early 1980s reversed this trend, with
Medicare spending between 1983 and 1991 rising much more slowly than that in
the private sector. Between 1991 and 1993, however, Medicare spending growth ac-
celerated, exceeding private sector increases.

Spending increases in settings outside the hospital are a major contributor to the
renewed rise in Medicare expenditures (Chart 2). The bulk of Medicare spending
continues to be for inpatient hospital services, however, hospital outpatient, home
health and skilled nursing facility expenditures are growing rapidly. As I will dis-
cuss in a moment, the increase in the number of these services furnished to bene-
ficiaries is & major contributor to this spending growth.

MEDICARE PAYMENT POLICIES

I now would like to turn to a discussion of possible changes in Medicare payment
golicies in the short term that could alter overall spending growth. There are two

road ways of apfroachin these changes. The first is to apply an across-the-board
reduction in the level of the update factors that determine how fast payments for
each unit of service rise. The Medicare program reriodically agplies an update factor
to the base t‘l>ayment. amount for hospitals, skilled nursing facilities, home health
agencies, and other providers. A similar reduction in update factors for all facilities
¢.uld be seen as being fair, in that all providers will contribute to the slowing of
Medicare spending growth. This approach, however, may fail to recognize the special
needs of certain types of providers that Medicare patients relg on. It also fails to
recognize that certain types of services are growing more rapidly and may need to
be constrained. Accordingly, a second approach could target slowdowns in payment
growth to specific grouix‘)s of facilities through differential payment updates or
through refinement of other payment policies that target these facilities.

PPS HOSPITALS

Medicare payments for individual PPS hospitals reflect both capital and operating
expenses. For operating expenses, hospitals receive a payment based on the hos-
pital's location and the assigned diagnosis-related group (DRG) plus additional pay-
ments if the hospital qualifies. These include special payments to teaching hospitals,
hospitals that serve a disproportionate share of low income individuals, and certain
rural hospitals. PPS hospitals also receive additional payments for their capital
costs and, for teaching hospitals, the direct costs of graduate medical education pro-
grams. PPS spending can constrained by controlling increases in the base pay-
ment rate, the individual payment adjustments, capital payments, or a combination



2]
2
]
4
1

69

of t:i)g:vroachee. The route that you choose to slow spending growth will impact hos-
pi differentially, deﬁendi.ng on their current level of overall Medicare payments
and the degree to which they rely on the additional payments. Many of the options
that I am going to discuss would affect the same groups of hospitals, and the impact
of the total pa of spending changes on access to care for Medicare beneficiaries
also must be care assessed.

Limiting the Increase in the PPS Update Factor

Since the third year of PPS, the increase in the annual update factor has been
less than the rise in the market basket index that measures the rate of inflation
in the prices of goods and services hospitals purchase. Inpatient hospital payments
per case, however, have grown somewhat faster than the market basket as hospitals
submitted bills for more complex and costly patients (Chart 3). Until recently, how-
ever, hospital costs have grown even faster than PPS payments. By 1990, hospital
costs began to exceed PPS &aymenu, and their PPS margins (or profits) became
negative in 1990. In 1994, these margins turned positive again, for reasons I will
discuss shortly (Chart 4).

The overall financial effect of Medicare's update policies is related to hospitals’
ability to reduce cost growth or to obtain additional revenue. Until recently, instead
of reducing costs as Medicare (and Medicaid) constrained payments, hospitals re-
sponded by incmasinﬁarevenuea from private payers. Between 1986 and 1990, as

edicare payments relative to costs dropped from 101 percent to 89 percent, spnvate
payers payments rose from 116 percent to 127 percent of their costs (Chart 5). Hos-
pitals used this extra revenue from private payers to cover losses from public payers
as well as the costs of furnishing services to uninsured patients. .

More recently, increasing price competition in the health care market place is af-
fecting the ability of many hospitals to obtain excess revenues from private payers
to subsidize losses from uncompensated care and ernment programs. In 1993,

rivate payments relative to costs declined slightly, from 131 percent to 129 percent.

any hospitals are responding to these market pressures by reducing cost growth.
Hospital cost growth began to fall in late 1992, and the decline is continuing (Chart
6). Prior to 1993, real hospital coste ‘per case—that is, adjusted for inflation—were
growing about 4.7 percent annually. In 1993, this rate dropped to an average of 1.7
percent for the year. This downward trend continued during 1994, and in the first
two months of 1995 the change in both real and nominal costs, compared to the first
two months of 1994, became negative. This decline in cost growth in large part led
to the u&turn in the PPS margins.

This dramatic decline in cost growth must be considered as Medicare determines
its update tgoli(:ieu. Current law sets the PPS update factor at 2 percentage uYoinu
less than the market basket for fiscal year 1996. The update factor is scheduled to
increase by the market basket minus 0.5 percentage points in 1997 and by the full
market basket in 1998, If the current cost slowdown continues, the updates sched-
uled under current law would be higher than anticipated cost increases, and PPS
margins will rise substantially.

Consequently, you may wish to continue with an annual update factor at 2 per-
centage points less than the market basket beyond 1996. You could then examine
this factor each year and adjust it further if hospital cost reductions continue.

Currently, the overall financial condition of the average hospital continues to be
good, although many individual hospitals are experienci ancial distress. A
number of these problem hospitals treat large numbers of Medicare beneficiaries,
as well as Medicaid and uninsured patients. These facilities have a limited ability
to obtain extra revenues from private payers to cover losses from the care of their
other patients. The effects on Medicare beneficiaries served by these hospitals,
the:vettgre, must be considered as we examine alternative ways to slow spending
growth.

Reducing Differences in Base Payment Amounts

The payment each PPS hospital receives for each case is determined by the hos-
ital’s standardized ﬁment amount (SPA) and the relative weight of the assigned
RG (diagnosis-related group), together with certain adjustments and additional
payments. When PPS was implemented, there were two standardized payment
amounts, one for rural areas and one for urban areas. Subsequently, Congress split
the urban hospitals into two &ups, creating one SPA for hospitals located in met-
ropolitan statistical areas (MSAs) with populations of 1 million or more (called large
an areas), and another SPA for all other urban hospitals. In fiscal year 1995,
the difference between the large urban and the other urgan SPAs is about 1.6 per-
cent.
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In the Omnibus Budget Reconciliation Act of 1990 (OBRA 1990), Congress man-
dated a phase-out of the differential in the SPA between rural and other urban hos-
gitals. is phase-out was completed in 1995. Consequently, there are now only two

PAs, one for large urban areas and one for all other areas. Congress could consider
also phasing-out the differential between the large urban and the other standard-
ized amounts. This differential was put in place in the early years of PPS to recog-
nize the slightly higher costs of hospitals located in large urban areas. Since that
time, many of these hoagi’tals have benefitted from increases in the disproportionate
share adjustment and from the teaching adjustment. Payments to these hospitals
account for 54 percent of all PPS payments in 1995 (Chart 7). These hospitals also
receive 74 percent of indirect medical education (IME) pa{yments and 63 percent of
disproportionate share (DSH) payments. The PPS margin for these hospitals in 1993
was also more than a full percentage point better than that for all hospitals com-
bined (Chart 8). It should be recognized, however, that because of the patient popu-
lations many of these large urban hospitals treat, their total margins were less than
average.

Reducing Growth in Payments for Medical Education

The Medicare program ﬁmvides extra payments to hospitals with graduate medi-
cal education programs. There are two t of these payments. First, teaching hos-
pitals receive an adjustment to their PPS payments to reflect the added patient care
costs associated with operating a teaching pyram. This IME adjustment accounted
for about $3.8 billion in 1994 (Chart 9). Medicare also pays teaching hospitals an
additional amount, separate from the PPS payments, for the direct costs of main-
taining graduate medical education programs. These payments (referred to as GME
payments) cover resident salaries and benefits, the salaries of supervising physi-
cians, office space, and other overhead. The Congressional Budget Office estimates
that these payments will total $1.9 billion in 1995. I will first discuss the IME ad-
justment and then return to GME payments. i .

The amount of the IME adjustment depends on a hospital’s teaching intensity,
measured by the number of interns and residents per bed. Currently, payments in-
crease about 7.7 percent for each 10 percent increase in teaching intensity. Each
year, ProPAC estimates the relationashlgl between teaching intensity and atandard-
ized Medicare operating costs per discharge. The most recent analysis indicates
that, on average, a 10 Lgement. increase in teaching intensity is associated with a
4.5 percent increase in Medicare operating costs per discharge.

Since PPS began, the Medicare program has more than adequately compensated
teaching hospitals for the costs of treating Medicare patients. In 1993, major teach-
ing hospitals, those with 25 or more interns and residents per 100 beda, had the
highest PPS margins of any group of hospitals at 11.7 percent (Chart 8). Their total
margins, however, were among the lowest of any grouf. related in part to the large
amount of uncompensated care many of these hospitals furnish. The PPS and total
margins for other teaching hospitale were similar to the average for all hospitals.

This year, as we have for several years, we are recommending & reduction in the
IME adjustment. We recommend lowering the adjustment in 1996 from 7.7 percent
to 6.7 percent for each 10 percent rise in the number of interns and residents per
bed. This is equivalent to a 13 percent reduction in the amount of IME %aymen )
This reduction is the first phase of a three-year uence that would bring the
teaching adjustment in line with the amount our an 8 suggest is appropriate.
We have chosen this phasing approach to allow teaching hospitals time to adjust
to the large reduction in payments this would resent. The Commission also is
concerned that accelerating price competition in the private sector is reducing the
ability of teaching hoagitals to obtain the higher patient care rates from other pay-
ers that traditionally have contributed to financing the costs of medical education.
While we are not suggesting that all of these costs should continue or that all of
the current payments are necessary, we believe that this country should also con-
sider an alternative financing system for graduate medical education.

As | indicated, Mr. Chairman, Medicare also s teaching hospitals a share of
the direct costs of maintaining graduate medical education pro-rams. These GME
payments are based on a hospital's per resident costs in a base year, updated to
the current year. Hoapital-a&%iﬁc per resident costs in 1990 ed from less than
$10,000 to more than $100,000. Consequently, Medicare per resident payments also
vary widely across teaching hospitals. Payments also differ if the resident is in an
initial residency or in a second residency, or in a primary care or specialty program.
GME payments have increased in recent years, as the number of residents has
grown.

There are a number of ways Congress could slow the growth in spending for
GME. For example, it is not clear that the value to Medicare of the increasing num-
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ber of residents is worth the cost. One approach would be to set a cap on total GME
sayments related to the number of residents in a base year. If the number of resi-

ent: increases, then payments per resident would be reduced to keep the pool con-
stant.

As I noted, there are large variations in per resident payments across teaching
programs. Another option, therefore, is to set an upper limit on the amount of the
;::Xment per resident. The annual update in per resident payments could also be

uced for specialty residents or for all residencies. In addition, Medicare could re-
strict payment to only one period of residency training or to a certain number of
years of training.
Targeting Payments to Disproportionate Share Hospitals

Hosgpitals that treat a disproportionate share of low income patients also receive
an adjustment to their PPS payments. Many of these hospitals experience difficul-
ties recruiting physicians and other staff, meeting the special needs of their pa-
tients, and obtaining sufficient revenue to cover the costs of caring for 1 num-
bers of individuals without insurance. The DSH adjustment is intended to help as-
sure access to care for Medicare beneficiaries who rely on these hospitals. In con-
trast to the IME adjustment, the DSH adjustment does not reflect additional Medi-
care o%ratin costs per disci'large, except for large urban hospitals. In OBRA 1989
and OBRA 1990, Congress substantially increased the amount of DSH payments.
}in l?ggﬁgs)e payments were $1.1 billion. By 1994, they had increased to $3.4 bil-

on X

Some hospitals, however, benefit from these extra payments without bearing the
same burden in terms of financial losses as other hospitals. For example, dispropor-
tionate share hospitals in large urban areas have the lowest average total margin
and the highest share of negative margins of any group of hospitals. In contrast,
disproportionate share hospitals in other urban and rural areas have much higher
than average total margins.

One ag:roach the Co 88 can consider is scahns back the substantial expan-
sions in DSH payments that were enacted in 1989 and 1990. It also would be desir-
able to better target the available funds to those hospitals with the largest share
of low income patients that are essential to maintain access for Medicare bene-
ficiaries. Recent ProPAC analyses, however, have not been able to identify a sub-
stantially better mechanism to target funds due to deficiencies in the current meas-
ures and data. A new set of measures and a new source of data will be necessary
to better target available disproportionate share funds.

Targeting Payments to Sole Community Hospitals

Sole community hospitals (SCHs) are considered to be the main source of care for
a_geographically isolated population. SCHs are paid the higher of the applicable
P pxanent or their hospital-specific costs in 1982 or 1987, updated to the current
year, ut 60 percent of SCHs currently receive payment based on their hospital-
specific base year coats. In addition, other Medicare policies allow many of these
hospitals to %uahfy for DSH payments under policies gg)plicable to urban hospitals.

ut 600 hospitals are designated as SCHs. The P ins for these hospitals
have increased substantially as a result of recent changes in Medicare policies. The
?égzanll gl)nancia.l condition of these hospitals also is better than the average hospital

Many of the hospitals that receive special treatment under the SCH provisions
are not truly isolated, because they were “grandfathered” when the current designa-
tion criteria were implemented. The Co 88 may wish to limit the special treat-
ment for SCHs to those that are truly isolated and serve as the only available hos-
pital for Medicare beneficiaries residing in remote areas.

Correcting for Capital Cost Overestimates

The costs hospitals incur to acquire capital were excluded from PPS when it was
implemented beginning in late 1983, with payments continuing on a reasonable cost
basis. In fiscal year 1992, hospitals began a 10-year transition to a fully prospective
pa{ment system for capital. During the transition, each hospital’s capital Hayment
18 based on one of two methods. The determination of the method as well as the
amount of payment to each hospital is based in part on a comparison of each facili-
ty’s “hospital-specific rate” (updated base year ?;Eital costs) and the adjusted “Fed-
eral rate” (a national average capital cost per discharge).

The projections for the expected growth in capital costs from the base year to 1992
were estimated using the best data available at the time. In fact, we now know that
the updates applied to inflate the rates to 1992 were too high. Consequently, both
the hospital-specific rate and the Federal rate are higher than they would have been
if actual data had been available. In OBRA 19293, E)ongress partially corrected for
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the overestimates b{ reducing the Federal capital rate. Both the hospital-specific
rate and the Federal rate, however, continue to be higher than intended. Congress
may wish to reduce the level of both rates to bring them in line with actual capital
costs prior to the beginning of the transition.

In addition, b;gi.nning in FY 1996 the budget neutrality adjustment that has gov-
erned capital update policies expires. Consequently, capital payments per case are
expected to rise more than 20 percent in 1996. This raises the issue of whether the
base payments rates are appropriate. Congress also could adjust the capital pay-
ment rates to reduce or eliminate this substantial rise in payments.

EXCLUDED HOSPITALS

Certain specialty hospitals and distinct-part units of general hospitals are ex-
cluded from PPS, if they meet certain uirements. These facilities include psy-
chiatric and rehabilitation hospitals and distinct-part units, as well as children’s,
lorig-term care, and cancer specialty hospitals. . . .

ach excluded provider is paid on the basis of its current Medicare allowable in-
patient operating costs or a ta.rget amount. The target amount is based on the pro-
vider’s costs per discharge in a base year, updated to the current year by an annual
update factor. This payment mechanism rewards providers that keep their costs
below the target amount and penalizes those that exceed the Amount.

From 1989 to 1993, a market basket measure of price inc.2asees was used to up-
date the tarEet amount for these facilities. In OBRA 1993, Congress reduced the up-
cllsst;;7 factor by up to one percent for certain facilities for fi years 1994 through

Excluded facilities account for a small share of total Medicare spending, although
this share has been growing rapidly as more beneficiaries use these services. Con-
gress could slow spending growth modestly by further reducing the annual update
actor. The number of these facilities is growing rapidly, however, and the major fac-
tor drivin%eMedicare spending growth is the continuing increase in the number of
Medicare beneficiaries receiving services. To slow spending Tﬁrowth over the long
term, major changes in Medicare’s policies will be necessary. The research necessary
to develop these new policies, however, is still incomplete.

HOSPITAL OUTPATIENT SERVICES

Mr. Chairman, I would like to turn now to Medicare reimbursement for hospital
outpatient services. Because of its rapid growth, hospital outpatient spending is an
increasing share of total Medicare expenditures. For the past several years, the
Commission has recommended a correction to the formula that determines hospital
outpatient payments for ambulatory surgery, radiology, and other diagnostic serv-
ices that would generate significant savings.

Currently, hospitals are reimbursed for these services based on a formula that in-
corporates the hospital's costs and charges, and a prospective rate. Medicare lpro—

am payments are then reduced to reflect beneficiary coinsurance. The problem,

r. Chairman, is that the beneficiary’s coinsurance is not based on Medicare’s pay-

ment but on each hospital’s charges. Hospital charges are about two times higher
than Medicare payments, according to HCFA estimates. Thus, the beneficiary coin-
surance is significantly more than the traditional 20 percent of g:yments. Because
the Medicare payment formula does not fully offset these higher beneficiary
cowents, hospitals end up receiving higher payments than Congress intended.
. ile correcting this formula-driven overpayment could generate significant sav-
ings, ProPAC recognizes that beneficiary payments that now rﬂ:resent 50 percent
or more of total payments also is not what nqress intended. The Commission be-
lieves that these amounts could be reduced by linking the coinsurance payment to
an estimate of payments, rather than charges. We are aware that correcting this
flaw would increase Medicare outlays and, therefore, have recommended that the
savings achieved by correcting the payment formula should be used to reduce the
excessively high beneficiary copayments.

SKILLED NURSING FACILITY SERVICES

Mr. Chairman, I next would like to turn to Medicare’s post-acute benefits—skilled
nursing care and home health services. The Medicare skilled nursing facility (SNF)
benefit is intended to be an extension of a hospital stay, at a lower level of care.
As ] mentioned previously, Medicare spending for SNF services is escalating rapidly.
This growth is related to the rising number of beneficiaries using SNF services and
increases in the number of days per person served (Chart 10). These increases are
due in part to decreasing lengths of stay in the inpatient hospital setting. Spending
growth also has increased recently due to substantial increases in average dai



73

SNF reimbursement (Chart 11). ProPAC has examined this recent growth. We be-
lieve it is related to a surge in the number of ancillary services being furnished and
billed for separately from the routine per diem payment.

SNFs are paid their costs for routine per diem operating expenses, subf'ect toa
limit. A separate payment is made to cover capital costs. Free-standing skilled nurs-
ing-facilities are paid the lower of their costs or 112 percent of the average per diem
costs for urban or rural providers during a base year period. Hogpital-based facilities
receive a higher limit that is based on a combination of the free-standing limit and
112 percent of the average costs for all hospital-based facilities. These limits are pe-
riodically updated.

OBRA 1993 froze the SNF cost limits for fiscal years 1994 and 1995. Congress
could continue to freeze or limit the increase in per diem cost limits for these facili-
ties. An alternative is to reduce the cost limit level from the current 112 percent
of the average to a lower amount. Another option to slow spending growth would
be to reduce or eliminate the differential between hospital-based and free-standing
limits. I need to note again, Mr. Chairman, that while these changes would slow
the growth in per diem payments, they would have little impact on the increase in
utilization that is grimarily responsible for driving up spending.

In addition to these payments, skilled nursing facilities receive reasonable costs
(without limits) for the ancillar{, services provided to patients receiving SNF-level
care. They also may bill under Part B of Medicare for ancillary services furnished
to inpatients who have exhausted Part A benefits or to outpatients. Our examina-
tion of the increasing ancillary usage in SNFs indicates that Medicare's current
cost-based payment for these services may be providing inappropriate incentives to
increase the use of these services. One solution is to switch from cost-based reim-
bursement to the Medicare resource-based relative value scale (RBRVS) to pay for
these services. These rates are used when these services are furnished in other set-
tings.

HOME HEALTH CARE

Home health services are the fastest growing spending category in the Medicare
program. As I mentioned earlier, increases in the number of beneficiaries who use
this benefit and the number of services they receive are responsible for almost all
of this growth (Chart 12). The number of beneficiaries using this benefit has dou-
bled over the past 10 years. In addition, the average number of services used by
each of these individuals has increased By almost 25 percent in just the last two

years.

To qualify for the home health benefit, beneficiaries must be confined to the home,
be under the care of a physician who prescribes home care, and require either inter-
mittent skilled nursing or physical therapy services. Prior to OBRA 1980, Medicare
required beneficiaries to have been in the hospital for a minimum of three days

rior to receiving the home health service. Medicare also limited the number of vis-
1ts to 100 per year. Since then, there has not been a hospitalization requirement
or a limit on the number of visits a beneficiary may receive. More recently, HCFA
liberalized the requirements necessary to obtain home health services in response
to a court order.

Medicare reimburses home health agencies their costs for ti.c services they pro-
vide, subject to a limit. Each of the six types of services has a separate limit that
is based on 112 percent of the mean cost per visit for all providers. An aggregate
limit is then set for each agency that equals the limit for each type of service multi-
plied by the number of visits of each tygg provided by that agency. Separate limits
are set for rural and urban providers. The cost limits are updated annually usin
the home health market basket and adjusting labor costs by the current hospi
wage index. As you can see, Mr. Chairman, this is an extremely cumbersome pay-
ment system and one that encourages these facilities to increase the number of vis-
its they provide.

Over the past several years, Congress has attempted to rein in spending for home
health care. The cost limits have been reduced from 120 percent to~112 percent of
the mean cost per visit, the annual increases in the limits were frozen for fiscal
years 1994 and 1995, and the administrative and general add-ons for hospital-based
providers were eliminated.

While the Congress could reduce the cost limits per visit from 112 percent of the
mean to a lower limit or continue tq freeze or restrain the annual update, these ac-
tions will not address the fundamental factor driving spending growth, which is the
increased utilization of services.

Similar to the Medicare SNF benefit, home health care was intended oriﬂnally
to be a post-acute benefit. Congress could change the current nature of the benefit
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and return to the policies that were in place prior to the 1980 law. That is, it could
place a limit on the number of visits that a beneficiary could receive. It could also
tighten the rules regardinf the use of this benefit. Alternatively, a more formal
managed care system could be developed to accomplish this goal. Tn 1992, 6.3 per-
cent of all Medicare beneficiaries used home health services. The average number
of visits per person was 64, although half of the beneficiaries used less than 26. On
the other hand, almost 18 percent of the users had more than 100 visits and 10.8
percent of the users had over 150 vigits (Chart 13). -

Congress also could return to the prior hospitalization re«b\lxirement for bene-
ficiaries to be eligible to receive home health services. Because the use of this bene-
fit is growing so rapidly, it is difficult to get good data on the number of bene-
ficiaries that have a hospitalization prior to using home health services. An analysis
by ProPAC using 1990 data indicated that about 40 percent of users did not have
a hospital stay within 30 days. A more recent analysis by HCFA indicated this pro-
portion had decreased to about 35 percent. .

Another option that has been considered is to institute a copayment. Unlike hos-
pital, nursing facility, or physician services, the beneficiary does not have any re-
sponsibility to share in the rapidlg growing costs of this benefit. If Congress were
to consider this option, there would be other questions to address. These include de-
termining the amount of the copayment and whether it would apply from the first
visit or after a certain number of visits.

The average reimbursement per home health visit in 1994 is estimated to be
about $63. A copayment of 10 percent for 100 visits would total $630. This amount
ig less than the deductible for an inpatient hospital stay in 1994. If Congress decides
not to require a prior hospital stay, an alternative would be to require a copayment
only for users who did not have a prior stay.

Finally, Mr. Chairman, I am aware of proposals that would move home health re-
imbursement from cost-based to a prospective payment system, with incentives for
agencies to control the number of visits per enrollee. I generally favor such an ap-
proach, although there are important details to be worked out to accurately measure
Cﬁse mix and to eliminate incentives for agencies to increase the number of enrollees
they serve.

MEDICARE MANAGED CARE

As I have described, much of the growth in Medicare spending is due to increases
in service use inherent in Medicare’s fee-for-service policies. While some of the
growth can be slowed by tightening up on current policies, other approaches are nec-
essary in the lonf-term. Increasingly, private sector payers are turning to managed
care as a way of controlling their rising health care expenditures. Managed care
Elans rely on a limited number of providers and capitated payment rates to manage

oth the price and volume of services.

Medicare offers beneficiaries the option of enrolling in a risk-based managed care
plan that is similar to private sector managed care. Overall enrollment in these
plans has risen since the late 1980s, from 3 percent of the Medicare pol)h\gation in
1988 to 7.3 percent in June 1995. While these figures lag behind the enrollment rate
in the general eé)ulation. in several states, such as California and Arizona, about
30 percent of icare beneficiaries are enrolled in risk plans. At the other end of
the t:pectrum, a number of states have virtually no Medicare managed care enroll-
ment.

THE RISK CONTRACTING PROGRAM

The Medicare risk program has the potential to reduce the rise in Medicare
spending. The evidence to date, however, indicates that it has not achieved this
goal. There are a number of reasons for this. They include the methodology used
to calculate the payment for each plan, requirements regarding differences between
each plan’s payments and expected costs, and Medicare's policies re?rdmg enroll-
ment and disenrollment, including the lack of an adequate adjustor for health sta-
tus. There also are problems regarding Medicare’s extra payments to teaching, dis-
proportionate share, and rural hospitals that I will describe.

e development of Medicare's payment rate is based on a simple idea that has
not worked as intended. The notion was to calculate a capitated amount that gives
HMOs incentives to provide care at less cost than fee-for-service providers. In con-
cei)t, Medicare was to generate savings because its pzlyment to risk plans is set at
a level less than the average spending that would otherwise be expected to occur
in an area. Medicare pays a risk plan a capitated rate equal to 95 percent of the
expected average Medicare fee-for service program spending in the county in which
the enrollee lives. This average county-level spending is ed the adjusted average
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per capita cost or AAPCC. This amount is adjusted to reflect each beneficiary’s age,
sex, Medicaid status, institutional status, and employer-based ooverafe. In practice,
this payment approach has numerous flaws that discourage many plans from par-
ticipating and limit savings to the Medicare program.

Calculating the Amount of the AAPCC

A major problem with the AAPCC is the geographic area used to calculate the
capitated payment rate. This area currently is the county. Many small counties,
however, may not have a sufficiently large population to adequately average year
to year fluctuations in fee-for-service payments. This may result in wide variations
in the AAPCC from one year to another. Between 1994 and 1995, in the top 50
counties in terms of risk enrollment, the increase in the AAPCC ranged from 2.1
percent to 9.5 percent (Chart 14).

There also are large variations in payment rates among areas. In the top 50 coun-
ties, the monthly &)qyment rates in 1995 varied from $292 in Marion County Oregon
to $647 in Kings County New York. In addition, a plan offering services across sev-
eral neighboring counties may receive very different capitated amounts even thot.:gh
their costs per beneficiary may be similar (Chart 15). For examg;le_, in 1995 in the
Washington D.C. area the monthly capitated rate varied from $361 in Fairfax Coun-
ty to $543 in Prince Georges County. In the Minnesota Twin Cities Metro Area, the
rate varied from $277 w'faso. )

The variability and uncertainty regarding the level of the AAPCC may discourage
some plans from participating in the program. Currently, about 28 percent of plans
operating in the private sector participate in Medicare’s risk contracting program.

e wide variation in payment rates at the county-level also provides incentives and
opportunities for plans to attract beneficiaries who live in counties with higher pay-
ment rates and to avoid those in counties with low rates. .

Plaat of the variation ‘tinay befdu% 2 ﬂa;lu in the ?hlculation of the M{Cﬁ,e:hxch
excludes average expenditures for military, or other programs used by icare
enrollees. A recentx%mPAC analysis found that the value of the services provided
to Medicare beneficiaries by these non-Medicare programs averaged about 3.1 per-
cent of total Medicare per enrollee costs across all states. The variation across indi-
vidual states ranged from 1.2 percent to 7.4 percent. The failure to recognize the
value of the services furnished to Medicare beneficiaries by VA and DoD facilities
results in a capitated amount in some counties that is too low, possibly discouraging
plan participation.

While fee-for-service spending may provide a useful benchmark to gauge the level
of the capitated payment, setting the rate at this level may not obtain for Medicare
the savings, especially in high cost areas, that HMOs should be able to achieve.

Comparing Expected Costs and Payments

Rather than sharing in the savings from HMO efficiencies, Medicare allows plans
to choose to either return any difference between ex%ecbed cost and Medicare pay-
ments to the program or to gmvide additional benefits, that otherwise would not
be covered by Medicare, to the beneficiary. Not surprisingly, plans opt to provide
the benefits rather than returning the savings.

These policies limit Medicare savings and result in beneficiaries’ benefit packages
varying by plan and the county in which they reside. ProPAC has recently com-
pleted an analysis of the effects of these policies. Plans that wish to enter into or
continue risk contracts are required to submit an adjusted community (ACR) rate
proposal that calculates their expected cost (which include overhead and profits) to
provide Medicare covered services to Medicare enrollees. If these costs are less than
the expected payment, plans are required to provide additional benefits to the en-
rollee or to return the difference to the Medicare proiram. Our analysis of the ACR
data indicate that managed care plans in areas with high fee-for-service (FFS) costs
have higher costs, as expected, than plans in areas with lower costs. However, the
costs incurred by managed care plans rise more slowly than FFS costs and Medicare
payments. In fact, our analysis showed that in 1994 a $100 increase in Medicare'’s
monthly premium was associated with only a $72 increase in a plan’s cost of provid-
ing Medicare covered services. Consa\uently. in high cost areas plans returned $28
in additional services or reduced liability to the beneficiary for every $100 increase
in the AAPCC, and Medicare did not share in the savings.

There is substantial variation in the monthly value of the added benefits that are
provided at no cost to Medicare risk plan enrollees (Chart 16). The top 10 percent
of enrollees received additional monthly benefits worth between $111 and $139. At
the other end of the spectrum, 10 gercent of enrollees received additional benefits
of less than $10 with some receiving no extra benefits.
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Risk plans ggerating in markets with high HMO penetration may also be discour-
aged from Medicare participation if competition in their area, or other factors, re-
sults in lower FFS costs and hence a lower AAPCC. Our analysis indicates that
markets with high HMO penetration have experienced somewhat lower rates of in-
crease in FFS costs, FHowever, the amount of the difference is small, especially when
compared with the large variation in AAPCCs across counties.

There is one other acpect of Medicare’s treatment of expected plan cost and pay-
ments that [lwould like to mention, Mr. Chairman. As part of their calculations
plans include'the combined percentage of their costs due to administrative overhea
and profits in their private business. Medicare allows them to ki? this same per-
centage of their e ted costs for overhead and profit. Since Medicare’s capitated
payment is much higher than the capitated rate in their private business, the actual
pa{ment per enrollee for administrative costs and profit is also much higher. This
policy encourages plans with high administrative costs and profits to participate in
the Medicare program, and it discourages plans that have kept these costs low.

Teaching, Disproportionate Share, and Rural Hospitals

There also are substantial problems with the way the Medicare risk contracting
program deals with payments to teaching, disproportionate share, and vulnerable
rural hogpitals. Capitation and managued care in the public and private sectors is
designed to increase the pressure on all providers to contain costs in order to com-
pete. Certain providers, such as those located in remote rural areas or urban under-
served areas, may be disadvantaged in responding to such pressure. Other providers
that furnish services such as training of the future hesalth care worl: force and re-
search and those that serve a disproportionate share of low income patients are also
at risk. During 1994, 41 million people had no health insurance at some tin 2 dgmezs
the year. Hospitals, physicians, and other providers traditionally have furnish
needed services to many of the uninsured, by subsidizing these costs.

In 1995, the Medicare program will provide about $10 billion in extra payments
to certain rural, teaching, and disproportionate share hospitals to recognize the
costs they incur that other hospitals do not bear. Because the AAPCC is based on
Medicare's total fee-for-service payments in a particular geographic area, it includes
the special payments to these facilities. Plans, however, are not obliged to use these
providers or pass along the extra ents to them. Hence, hospitals with these
extra costs may not be receiving Medicare’s extra payments. Removing these extra
payments from the calculation of the AAPCC and distributing them to the appro-
priate providers, based on the care they furnish to Medicare beneficiaries, would
allow these facilities to compete for patients on a more equal footing with other pro-
viders in their area. :

LACK OF ADJUSTMENT FOR HEALTH STATUS

Another concern with Medicare's capitation rate is the lack of an effective means
to adyust payments to reflect differences in beneficiary health status. Medicare uses
five factors to adjust the capitated rate—age, sex, institutional status, Medicaid sta-
tus, and employer-based coverage. However, these measures still fail to take into
account other factors that influence the need for care. Since enrolling sicker and
more costly beneficiaries increases financial risk, plans have strong incentives to
avoid these patients. The recent evaluation of the risk contractin, rrogram found
that this lack of an adequate risk adl\}[stor was responsible for the failure of the risk
contracting program to achieve the Medicare glrogram savings that were expected.

Adjusting capitated payment rates to reflect health status will be more important
for the Medicare program than the private sector because Medicare enrollees gen-
erally are sicker than the general population. It is even more critical to do so, how-
gver,rsincg it may be easier for plans to identify and avoid more costly Medicare

eneficiaries.

IMPROVING MEDICARE’S MANAGED CARE PROGRAMS

Megor changes in Medicare’s policies are necessary to achieve the savings that are
possible through managed care. Information presented to the Commission suggests
that mana%t:d care is capable of generating significant reductions in beneficiary uti-
lization without impairing access to quality care. In addition, ProPAC analyses have
shown that those states with the lowest hospital per capita cost increases between
1980 and 1993 generally had the highest percentage of private sector HMO enroll-
ment in 1993. In contrast, all the states with the highest per capita cost growth had
lower than average HMO enrollment (Chart 17).

edicare, however, is not taking advantage of the potential for savings. To do so
requires altering the method for determining the monthly capitated rate and the
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services included within this rate, changing the incentives for beneficiaries to choose
this option, and encouraging HMO growth and participation in the program.

The first step is to change the way Medicare determines its capitated payment
amount, especi breaking the link to fee-for-service spending at the county level.
The county should be eliminated as the geographic area used to determine the
capitated amount. There are a number of alternatives that can be considered, in-
cluding Medicare’s current Tieographic groupings (metropolitan statistical areas)
used for hospital payment. The feasibility of combining counties to achieve a mini-
mum population level or to reflect reasonable managed care market areas also
should be explored. The capitated rate also should not include Medicare's graduate
medical education, indirect medical education, or disproportionate share payments.
Other mechanisms can be used to distribute these payments to the appropriate fa-
cilities when they provide services to Medicare beneficiaries enrolled in the managed
care program.

The capitated rate that is set should cover Medicare's standard benefit package,
although plans should be allowed to offer supplemental benefits to their enrollees
for an additional premium. The current practice of companix;’? a plan’s expected costs
with its expected payments and allowing it to use the difference to provide addi-
tional benefits severely limits the opportunity for the Medicare program to share in
the savings from more efficient service delivery. It also alters the uniform benefit
structure of the Medicare prOfram and raises questions of fairness for those bene-
ficiaries who reside in relatively low cost areas.

Medicare’s beneficiaries also should share in the savings when they choose a cost
efficient plan. This can be done by linking their cost sharing requirements to the
plan’s premium. Beneficiaries that choose a more costly plan should share in the
additional cost of their choice. Such an approach maintains Medicare’s tradition of
freedom of choice but provides financial incentives for beneficiaries to evaluate the
value of a higher cost plan in terms of their added payment responsibilities. Plans,
however, must make price, access, and quality of care information available to Medi-
care enrollees during a coordinated annual open enrollment period.

Newly enrolled beneficiaries also should be given a limited period of time follow-
ing each enroliment period during which they can switch plans or return to the fee-
for-service sector. Thereafter, however, they should be required to wait until the
next enrollment season.

Current program rules require participating HMOs to enroll at least 50 percent
of their membership from sources other than Medicare or Medicaid. When this re-
quirement was established, it was intended to be a quality assurance measure. The
rule was predicated on the assumption that quality care for Medicare beneficiaries
could be enhanced since plans would have to provide an appropriate level of care
to attract private sector enrollees. Since then, quality measures have been developed
in the private sector that allow enrollees to compare plan prices, outcomes, bene-
ficiary satisfaction ratings, and other related information. These measures are now
being refined to reflect the elderly population. Medicare should adopt these more so-
phisticated alternatives for assuring quality of care, rather than relying on arbitrary
enrollment percentages.

Finally, Mr. Chairman, the Medicare program needs to move quickly to improve
its ability to adjust payment rates to reflect differences in the health status of Medi-
care beneficiaries. rdinated annual enrollment and other plan requirements can
help to reduce the ability of plans to select the healthiest enrollees. Healthier bene-
ficiaries will be more likely to enroll in managed care plans, so the Medicare pro-

am will need to risk adjust its payments. Without risk adjusted payments, savings
rom Medicare's managed care program will be constrained.

In addition, the Medicare program needs to better manage the care furnished to
all of its beneficiaries. One way to do so is to move quickly to develop the other
types of managed care products that are available in the private insurance market.
In 1993, 24 percent of insured individuals in the private sector were enrolled in
HMOs, and an additional 40 percent of individuals were enrolled in preferred pro-
vider organizations (PPOs). PPOs use fee-for- service payment methods, with some
limits on the choice of providers. They also manage some of the care that is fur-
nished. Many of them also offer their enrollees the choice of paying an additional
amount to see a provider that is not part of their PPO.

CONCLUSIONS

Mr. Chairman, today I have suggested a number of areas that the Congress could
consider for reducing Medicare spending growth in the short term. These ap-
proaches generally parallel past practices of modifying the payment level for specitic
services furnished by specific providers. I must caution, however, that there are lim-
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its to this ap&roach beyond which cuts could seriously hinder the ability of these
providers to o exiv?uslity services Over time, new strategies are necessary to control
increases in the Medicare program's spending and particularly increases in the vol-
ume of services that are used by beneficiaries. Managed care strategies have the po-
tential to do this. As I have indicated, however, changes are needed in Medicare’s
risk contracting prcﬁ;am to encourage beneficiary and plan icipation and to
achieve the savings that are possible. In addition, new types of managed care prod-
ucts need to be developed. The challenge is to make the short-term adjustments that
are necessary to slow the rise in spending while you also move toward longer-term
reforms of the Medicare grogram

The Commission would be pleased to work with you and your staff as you struggle
with both short and long-term options for controlling the growth in Medicare spend-
ing. This completes my testimony, Mr. Chairman. I would be pleased to answer any
questions you and the men?bers of the Committee have.

Prospective Payment Assessment Commission

Chart 1. Real Annual Change in Medicare Expenditures Per
Enroliee and Private Health Insurance Per Member,
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Chart 2. Real Average Annual Growth Rates Per Enrollee for
Selected Medicare Services, 1987-1993 (In Percent)
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SOURCE: ProPAC analysis of data from the Health Care Financing Administration, Office ot the Actuary.
Chart 3. Annual Increase in Actual Market Basket and PPS
Payments and Costs Per Case, First Ten Years of PPS
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SOURCE: ProPAC analysis ot Medicare Cost Report data from the Health Care Financing Administration.
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Chart 4. PPS Margins for All Hospitals, First Ten Years of PPS
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SOURCE: ProPAC analysis ot Medkcare Cosl Report data from the Health Care Financing Administration

Chart 5. Hospital Payment to Cost Ratios for Medicare, Medicaid,
and Private Payers, 1980-1993

Year Medicare - Medicaid Private
1980 0.96 0.91 1.12
1982 0.96 0.91 1.14
1984 0.98 0.88 1.16
1986 1.01 0.88 1.16
1988 0.94 0.80 1.22
1990 0.89 0.80 1.27
1992 0.89 091 1.31
1993 0.89 0.93 1.29

SOURCE: ProPAC analysis of data from the American Hospital Association Annual
Survey of Hospitals.



Percen!
Change

-6

81

Chart 6. Quarterly Change in Hospital Cost Per Adjusted
Admission
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Nota: Each penod is compared 1o the same penod the previous year.
SOURCE. American Hospttal Association Hospral Panel Survey
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Chart 7. Distribution of PPS Hospitals and Discharges and Estimated Fiscal Year 1995 PPS
Opersting Payments, by Hospital Group

PPS O g Pay {in B
Number of Percent of Percent of

Hospital Group PPS H Discharg Pay Tota Outer IME OSH
All hospitals 5.199 100% 100% $68.5 $29 339 338
Urban 2.908 80 87 57.9 27 e 38
Rursl 229 20 13 LY ] 02 N 02
Large uban 1.599 46 54 357 17 29 24
Other urban 1.307 k2 33 n2 10 o9 13
Rural referral 210 [ ) a0 0.1 . 0.1
Sole communaty 618 4 2 16 M * N
Other rural 1.487 10 6 41 0.1 . 01
Major lesching 229 1" 18 12.1 08 2.6 13
Other waching 806 32 34 228 1 14 12
Non-teaching 4154 58 48 316 12 1] 13
Disproporsonate share

Large urban 768 23 30 203 o9 22 2.4

Other urban 660 20 2t 138 os o8 13

Rura 503 6 4 27 0.1 * 02
Non disproporbonale share 3271 51 45 29.7 13 1.0 0.0
Payment adusiments:

iME and OSH 652 26 as 231 1.1 30 28

IME only 3 18 18 118 06 10 oo

OSH only 1278 23 21 13.7 oS ¢o 1.3

No IME or DSH 2878 35 27 18.0 a7 X} 0.0
Urdban <100 beds 725 5 3 22 o.1 * *
Urban 100-199 beds 904 18 15 100 o4 02 Q.7
Urban 200-299 beds 599 21 29 139 (X} oS Q.7
Urban 300-399 deds 315 14 A1) 106 oS os o7
Urban 400499 beds 174 10 A 7.9 04 [-X ] oS
Urban 500+ beds 189 14 20 133 07 18 1.0
Rural <50 beds 1,188 4 2 1.4 . * M
Rural 50-99 beds 684 L] 4 2S$ M ‘ *
Rural 100-149 bede 28 4 3 17 M * *
Rural 150-199 beds 102 3 2 12 * * N
Rural 200+ beds 9 3 3 19 01 * 01
New England 23 [ 6 42 0.2 04 0.1
Middle Atantc 526 17 20 134 (-] 13 09
South Atlanbc % 17 1 109 oS 0.4 Q7
East North Central 801 1 7 14 o4 o8 04
East South Central 453 8 7 44 02 0.1 03
West North Central 738 8 7 a7 0t 03 0.1
‘West South Central 745 10 9 6.1 03 02 04
Mountan 48 4 4 27 ot 01 o1
Pacific 837 11 13 as 03 03 07
Voluntary : 3.23 76 78 s17 23 32 28
Propnetaly 720 1 10 69 03 0.1 04
Jrdan govemmaent 360 ? 9 58 02 08 7
Rura govemment as1 L 3 21 * . 0.1

Note PPS paymerne sutvnsied weng Ades i eflect 43 of October 1. 1904 Numbers May Ot S 6us 10 OUNANg.  Exciudes Aastal 1 Merylens. WE o
narert maccal educsncn. OSH e deorogononais shere.

* .ot 1han §0 0B bdbon,

SOURCE  Estension besed on ProPAC PPS saymers model, Congressanal Budge: Office Merch 1906 ssamaien. and hecal yesr 1903 MeoPAR his asts Fom
the Hesdh Care Frrarang Admewsssson.
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Chart 8. PPS and Total Margins, by Hospital Group,
Tenth Year of PPS (In Percent)

Percent w/ Percent w/
PPS Negative  Total Negative

Hospital Group Margin Margin Margin  Margi
All hospitals 0.3% 54.1% 4.3% 23.8%
Urban 0.6 54.4 42 23.0
Rural -1.8 53.8 5.0 24.7
Large urban 1.9 50.3 35 25.5
Other urban -1.5 59.3 5.3 201
Rural referrat 0.2 49.5 6.0 8.7
Sole community 0.6 47.5 5.3 25.9
Other rural -4.0 57.1 42 26.5
Major teaching 11.7 17.8 27 232
Other teaching 0.5 48.2 4.6 19.9
Non-teaching -4.0 57.2 48 246
Disproportionate share:

Large urban 7.9 33.6 3.0 27.9

Other urban 1.2 50.2 5.3 16.3

Rural -0.2 47.0 5.7 23.6
Non-disproportionate share -5.1 60.4 4.7 24.4
IME and DSH 7.7 30.8 3.5 2.3
IME only 2.7 59.1 48 17.9
DSH only -0.5 49.2 5.0 22.9
No IME, No DSH -6.6 60.6 46 25.3
Voluntary 0.1 5§5.1 41 222
Proprietary 1.8 47.8 6.4 29.0
Urban govemment 3.0 52.2 4.3 20.9
Rural government -4.8 55.5 44 27.5

SOURCE: ProPAC analysis ot Medicare Cost Report data from the
Health Care Financing Administration.
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Chart 9. Medicare indirect Medical Education (IME)
and Disproportionate Share (DSH) Payments,
1989-1994 (In Billions)

IME Payments DSH Payments

Percent of Percent of
Fiscal Amount Total PPS Amount Total PPS
Year (In Billions) Payments (In Billions) Payments
1989 $2.2 4.8% $1.1 2.4%
1990 25 5.3 1.8 3.3
1991 29 55 2.2 4.1
1992 3.1 57 22 4.0
1993 3.7 5.6 27 4.1
1994 3.8 5.7 3.4 5.1

SOURCE: Prospective Payment Assessment Commission, Medicare and the Amerncan
Heakh Care Systern Report o the Congress, June 1989, 1990, 1991, 1992,
1993, and 1994.

Chart 10. Medicare Skilled Nursing Facility Utilization,

1980-1994 :
Persons Served Days

Per Per

Number 1,000 Number Person

Year (In Thousands) Enrollees (In Thousands) Served
1980 257 9 8,645 33.6
1981 251 9 8,518 339
1982 252 9 8,814 35.0
1983 265 9 9,314 35.1
1984 299 10 9,640 32.2
1985 314 10 8,927 284
1986 304 10 8,160 268
1987 293 9 7,445 25.4
1988 384 12 10,667 27.8
1989 636 19 27,780 43.7
1990 638 19 25,200 39.5
1991 671 20 23,700 353
1992 785 22 28,960 36.9
1993 870 24 34,437 39.6
1994° 925 25 36.865 . --- 399

* Estimatod
SOURCE: Healh Care Financing Administration, Office of the Actuary.
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Chart 11. Skilled Nursing Facility Reimbursement Per Day

Year Reimbursement Annual Rate of Increase
1980 $47.5 -

1982 ) 55.8 8.4%

1984 58.2 2.1

1986 709 10.4

1988 86.7 10.6

1990 98.4 6.5

1992 148.1 22.7

1994° 207.3 18.3

* Projected

SOURCE: Health Care Financing Administration, Office of the Actuary.
Chart 12. Medicare Home Health Care Utilization,

1980-1994
Persons Served Visits
Per Per
Number 1,000 Number Person

Year (In Thousands) Enrollees (In Thousands) Served
1980 726 26 16,322 225
1981 948 34 22,688 239
1982 1,154 40 30.628 26.5
1983 1,318 45 36,898 28.0
1984 1,498 50 40,422 27.0
1985 1,549 51 39.449 255
1986 1.571 51 38,000 242