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MEDICARE AND MEDICAID ADMINISTRATION AND
REIMBURSEMENT REFORM ACT

TUESDAY, JUNE 7, 1977
U.S. SENATE,

SuBcoMMITTEE ON HEALTH OF THE
CoMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 8 :35 a.m., in room 2221,
Dirksen Senate Office Building, Hon. Herman E. Talmadge (chair-
man of the subcommittee) presiding.

Present : Senators Talmadge, Dole, and Danforth.

Senator TaLmapce. The subcommittee will come to order. Today,
we begin 4 days of hearings on S. 1470, the Medicare and Medicaid
Administrative.and Reimbursement Reform Act. S. 1470, which I
introduced joined by Senators Long, Ribicoff, Dole, and 16 other col-
leagues, is the successor proposal to'S. 3205 of the last Congress. S. 8205
was the subject of 5 days of hearings last July.

[The committee press release announcing these hearings and the
bill S. 1470 follows: "

[Press release, Committee on Finance, SBubcommittee on Health]

FINANCE COMMITTEE ANNOUNCES HEARING ON MEDICARE AND MEDIOAID
ADMINIBTRATIVE AND REIMBURSEMENT REFORM

Senator Herman E. Talmadge (D., Ga.), Chairman of the Subcommittee on
Health of the Senate Finance Committee, announced today that the Subcom-
mittee will hold a hearing in early June on the various Medicare and Medicald
administrative and relmbursement reform provisions of 8. 1470, introduced by
Senator Talmadge on May 5, is cosponsored by a total of 19 Benators.

The hearing will be held beginning at 8:30 a.m. each day beginning June 7
through June 10 in Room 2221, Dirksen Senate Office Building.

Senator Talmadge stated : “8. 1470 i{s an improved version of 8. 3205, a similar
proposal introduced in the last Congress. The present bill incorporates construc-
tive testimony received last year during five days of hearings on 8. 3205. 8. 1470
is designed to deal with, among other things, the problem of the continued ex-
plosion in the costs of the Medicare-Medicaid programs, Last year, I pointed
out that those programs would cost Federal and State taxpayers more than
$38 billion in fiscal 1977. Bad as that was, just one year later these programs are
estimated to cost Federal and State governments more than $47 billion in fiscal
1978." Senator Talmadge said; with respect to soaring health costs: “The Con-
gress and the Administration share a common concern; however, I believe we
can best control costs by providing hospitals with equitable incentives and with
the right kind of penalties.”

Requests to testify.—Senator Talmadge advised that witnesses desiring to
testify during this hearing make their request to testify to Michael Stern, Staff
Director, Committee on Finance, 2227 Dirksen Senate Office Building, Washing-
ton, D.C. 20510, not later than Friday, May 27, 1977. Witnesses will be notified
as soon as possible after this date as to when they are scheduled to appear.

(1)
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Once the witness has been advised of the date of his appearance, it will nat be
possible for this date to be changed. If for some reason the witness is unable
to appear on the date scheduled, he may file a written statement for the record
of the hearing in lieu of a personal appearance.

Consolidated testimony.—Senator Talmadge also stated that the Subcommittee
urges all witnesses who have a common position or with the same general interest
to consolidate their testimony and designate a single spokesman to present their
common viewpoint orally to the Subcommittee. This procedure will enable the
Subcommittee to receive a wider expression of views than it might otherwise
obtain. Senator Talmadge urged very strongly that all witnesses exert a maxi-
mum effort to consolidate and coordinate their statements.

Legislative Reorgaenization Act.—In this respect he observed that the Legis-
lative Reorganization Act of 1946, as amended, requires all witnesses appearing
before the Committees of Congress “to file in advance written statements of their
proposed testimony, and to limit their oral presentations to brief summaries of
their argument.”

Senator Talmadge stated that in light of this statute and in view of the large
number of witnesses who have already formally requested an opportunity to
appear before the Subcommittee in the limited time available for the hearing,
all witnesses who are scheduled to testify must comply with the following rules:

(1) A copy of the statement must be filed by the close of business the day
before the witness is scheduled to appear.

(2) All witnesses must include with their written statement a summary of
the principal points included in the statement.

(3) The written statements must be typed on letter-size paper (not legal
size) and at least 75 copies must be submitted before the beginning of the
hearing.

(4) Witnesses are not to read their written statements to the Subcommittee,
but are to confine their ten-minute oral presentations to a summary of the points
included in the statement,

(5) Not more than ten minutes will be allowed for the oral summary. Wit-
nesses who fail to comply with these rules will forfeit their privilege to testify.

Written statements.—Witnesses who are not scheduled for oral presentation,
and others who desire to present their views to the Subcommittee, are urged to
prepare a written statement for submission and inclusion in the printed record
of the hearings These written statements should be submitted to Michael Stern,
Staff Director, Committee on Finance, Room 2227 Dirksen Senate Office Build-
ing not later than June 20, 1977



Mrir CONGRESS
S, 1470
]

Mr.

IN THE SENATE OF THE UNITED STATES

May 5 (legislative day, Arriw 28), 1977

Tarmangr (for himsclf, Mr. Loxe, Mr. Rircorr, Mr. Dore, Mr. Nuxn,
Mr. EastrLany, Mr. Martsuxaaa, Mr. Ranooverr, Mr. Howvives, Mr, Inouye,
Mr. Graven, Mr, Forn, Mr. Javits, Mr. Prrr, Mr. Pency, Mr. Brookr,
Mr. Bornick, Mr. Stoxe, Mr. Merzexeava, and Mr. Harraway) intro-
duced the following hill; which was read twice and referred to the Com-
mittee on Finance

A BILL

To provide for the reform of the administrative and reimburse-

o~ B - I

ment procedures currently employed under the medicare and
medicaid programs, and for other purposes.

Be it enacted by the Senate and House of Representa-
tives of the United Siates of America in Congress assembled,
That this Act may be cited as the “Medicare-Medicaid

Administrative and Reimbursement Reform Act”.

TABLE OF CONTENTS
HOSPITAL REIMBURSEMENT REFORM

Sec. 2. Criteria for determining reasonable cost of hospital services.

Sec. 3. Payments to promote closing and conversion of underutilized
facilities.

Sec. 4. Federal participation in hospital capital expenditures.

1I
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PRACTITIONER REIMRURSEMENT REFORMS

Agreement by physicians to nceept assignments.

SCIVICES.

. IMospital-ussociated physicians,

. Payment for certain antigens under part B of medicare,
. Payments on behalf of deceased individuals,

. Use of approved relative value schedules,

LONG-TERM CARE NEFORMS

. Hospital providers of long-term earve serviees,
. Reimbursement rates under medicaid for skilled nursing fieilitios

ad intermediate care facilities,

. Medicaid certification and wpproval of skilled nursing amd inter-

mediate earve facilitios,

. Visits awuy from mstitution by patients of skilled nursing or

mtermedinte eare facilitivs,
ADMINISTRATIVE REFORMS

Establishment of Health Carve Financing Adninistiation.
State nedicaid administration.

Regulations of the Secretary.

Repeal of section 1867,

MISCELLANEOUS REFORMS

Procedure for determining reasonable cost and reasonable chiarge,

Ambulance service.

Grants to regional pediatric pulmonary centers.

Waiver of human experimentation provision for medicare and
medicaid.

Disclosure of aggregate payments to physicians.

Resowrees of medicaid applicant to inclwle property disposed of
to applicant’s relative.

Rate of return on net equity for for-profit hospitals,

CRITERIA FOR DETERMINING REASONABLE COST OF

HOSPITAL SERVICES

Sec. 2. (a) (1) The fiest sentence of section 1861 (v)

(1) (A) of the Social Security Aet is amended by striking

ont “The” and inserting “Subject to subseetion (aa), the”.

(2) Section 1861 (v) of the Aet is also amended by

adding at the end the following paragraph :
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“(8) For additional requirements applicable to deter-
mination of reasonable cost for services provided by hos-
pitals, sce subsection (aa).”.

(b) Scection 18G1 of the Act is amended by adding
after subsection (z) the following subseetion:

“CRITERIA ¥FOR DETERMINING REABONABLE COST OF
TIOSPITAL SERVICES

“(aa) (1) To more fairly and effectively determine
reasonable costs incurred in providing hospital services, the
Sceretary shall, not later than Api*il 1, 1978, after consult-
ing with appropriate national organizations, establish—

“(A) an accounting and uniform functional cost
reporting system (including uniform procedures for al-
location of costs) for determining operating and capi-
tal costs of hospitals providing services, and

“(B) a system of hospital classification under
which hospitals furnishing services will initially be clas-
sified as follows:

“(i) by size, with each of the following groups
of hospitals being classified in separate categories:

(I) those having more than 5, but fewer than

25, beds, (II). those having more than 24, but

fewer than 50, beds, (III) those having more thau

49, but fewer than 100, beds, (IV) those having

more than 99, but fewer than 200, beds, (V)
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those having more than 199, but fewer than 300,
beds, (VI) those having more than 299, but fewer
than 400, beds, (VII) those having more than
399, hut fewer than 500, heds, and (VIII) those
having more than 499 beds,

“(ii) by type of hospital, with (I) short-
term general hospitals being in o separate category,
(IT) hospitals which are the primary affiliates of
aceredited medical schools (with one hospital to
be nominated by each aceredited medical school)
being in one separate eategory (withont regard to
bed size), and (IIT) psychiatrie, geriatrie, ater-
nity, pediatrie. or other specialty hospitals heing in
the same or separate categories, as the Secretary
may determine appropriate, in light of any differ-
ences in speetdty which significanty affect the rou-
tine eosts of the different types of hospitals, and

*(iii) other criteria which the Seerctary may
find appropriate, inclnding modification of hed-size

categories;

hut the system of hospital classification shall not differ-
entiate hetween hospitals on the basis of ownership.
“(2) The term ‘routine operating costs’ used in this

subsection does not include:

“(A) capital and related costs,
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“(B) direct personnel and supply costs of hospital
education and training programs,

“(C) costs of interns, residents, and non-adminis-
trative physicians,

“(D) energy costs associated with heating and
cooling the hospital plant, and

“(E) malpractice insurance expense, or,

“(F) ancillary service costs.

“(3) (A) During the calendar quarter beginning on
January 1 of cach year, beginning with 1979, the Secretary
shall determine, for the hospitals in each category of the
system cstablished under paragraph (1) (B), an average
per diem routine operating cost amount which shall (except
as otherwise provided in this subsection) be used in deter-
mining payments to hospitals.

“(B) The determination shall bé based upon the amount
of the hospitals’ routine operating costs for the preceding
fiscal year.

“(C) In making a determination, the routine operating
costs of cach lLospital shall be divided into personnel and
nonpels?nncl components.

“(D) (i) The personnel and nonpersonnel components
of routine operating costs for each of the hospitals (other
than for those excluded under clause (ii)) in each

category shall be added for all hospitals and then divided
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hy the total number of days of routine care provided by the
hospitals in the category to determiue the average per diem
routine operating cost for each category.

“(i1) In making the ealeulations required by clause
(i), the Seeretary shall exclwde any hospital which has sig-
nificant understafling problems or which otherwise eaperi-
ences significant cost differentials resulting from failuve of
the hospital to fully mecet the standards aud conditions of
participation as a provider of services as determined by the
Secretary.

“(E) There shall he determined for cach hospital in
cach category a per diem paywent rate for rontine operating
costs. That payment rate shall equal the average per diem
rowtine operating cost amonnt for the category in which
the hospital is expected to he classified doring the subsequent
fiscal vear, except that the persounel component shall he
adjusted using a wage index based upon general wage levels
(ineluding fringe henelit costs) in the arcas in which the
hospitals are located. If the Scevetary finds that, in an arca
where one or more hospitals in any category are located,
for the fiseal vear ending June 30, 1977, the wage level
(including fringe henefit costs) for hoxpitals is significantly
Igher than the general wage level (including fringe hene-
fit costs) in that area (relative to the relationship hetween

hoxpital wages and general wages in other areas), then
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the general wage level in the area shall be deemed equal
{o_ the wage level for hospitals in that area, but only during
fiscal year 1979.

“(4) (A) (i) The term ‘adjusted per diem payment rate
for routine operating costs’, means the per diem payment rate
for routine operating costs plus the average percentage
increase in prices determined under succeeding provisions
of this subparagraph.

“(ii) In making payments for services, the Secretary
shall add a semiannual average percentage increase in the
cost of the mix of goods and services (including personnel
and nonpersonnel costs) comprising routine operating costs,
equal to the lesser of: (I) the average percentage increase
cstimated by the hospital, or (II) the average percentage
increase in the area estimated by the Secretary.

“(iii) At the end of the fiscal year; the amounts paid
under clause (ii) shall be adjusted to reflect the lesser of
(I) the actual cost increase experienced: by the hospital
or (IT) the actual increase in costs which occurred in the
mix of goods and services in the area. Adjustroents shall also
he made to take account of unexpected changes in the hos-
pital’s classification.

“(B) For purposes of payment the amount of routine
operating cost incurred by & hospital shall be deemed to
equal—



10

8
1 “(i) for a lospital which has actual routine oper-
2 ating costs cqual to or greater than that hospital’s
3 adjusted per diem payment rate for routine operating
4 costs, an amount cqual to the greater of:
5 “(I) The hospital’s actual routine operating
G costs, but not exeeeding 120 pereent of the hos-
7 pital’s adjusted per diem payment rate for routine
3 operating costs, or
9 “AI1) the amounts determined for the lospital
10 uuder clanse (I) if it had been elassified in the
11 hed-size eategory nearvest to the category in which
12 the hospital was elassified. but not exceeding the
13 hospital’s actual routine operating costs; and
14 “(ii) for a hoxpital which has actual routine operating
15 costs less than that hospital’s adjusted per diem pay-
16 ment rate for routine operating costs, an amount equal
17 to (I) the amouut of the hospital’s actual routine op-
18 crating costs, plus (II) whichever is smaller: (a) 5
19 percent of the hospital’s adjusted per diem payment
20 rate for routine operating costs, or (b) 50 percent of
91 the amonnt by which the hospital’s adjusted per diem
99 payment rate for routine operating costs excecds the
23 hospital’s actual rontiue operating costs.
94 “(C) Any hospital excluded hy the Secretary under

95 paragraph (3) (D) (ii), shall be reimbursed for routine
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operating costs the lesser of (i) actmal costs or (i) the
reimbursement determined under this subsection.

“(D) April 1 of the year in which the Secretary deter-
mines the amount of the average per diem operating cost for
each hospital category and the adjusted per diem payment
rate for each hospital, the determinations shall be published
by the Secretary; and the Secretary shall notify the hospital
administrator and the administrative governing bedy of each
hospital with respect to all aspects of the determination
which affect the hospital.

“(E) If a hospital is determined by the Secretary to
be—

“(i) located in an underserved area where hospital
services are not otherwise available,
“(ii) certified as being currently necessary by an
appropriate planning agency, and
“(iii) underutilized,
the adjusted per diem payment rate shall not apply to
that portion of the hospital’s routine operating eosts attrib-
utable to the underutilized capacity.

“(F) If a hospital satwfactorily demonstrates to the
Becretary that, in the aggregate, its patients require a sub-
stantially greater intensity of care than is generally provided
by the other hospitals in the same category, resuking in
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unusually greater routine operating costs, then the adjusted
per diem payment rate shall not apply to that portion of
the hospital’s routine operating costs attributable to the
greater intensity of care required.

“(G) The Secretary may further increase the adjusted
per diem payment rate to reflect the higher prices prevailing
in Alaska or Hawaii.

“(H) Where the Secretary finds that a hospital has
m.nipulated its patient mix, or patient flow, or provides less
than the normal range and extent of patient service, or where
an mnusually large proportion of routine nursing service is
provided by private-duty nurses, the routine operating costs
of that hospital shall he decmed equal to whichever is less:
the amount determined without regard to this subsection,
or the amount determined under subparagraph (B).

“(3) Where any provisions of this subsection are in-
con~istent with section 1861 (v), this subsection supersedes
section 1861 (v).”

(¢) (1) The Secretary shall, at the ecarliest practical
date, develop additional methiods for reimbursing hospitals
for all other cosis, and for reimbursing all other entities
which are reimbursed on the basis of reasonable cost. Those
methods shall provide appropriate classification and reim-
bursement systems designed to ordinarily permit comparisons

of the cost centers of one entity, cither individually or in
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the aggregate, with cost centers similar in terms of size
and scale of oper:ation, prevailing wage levels, nature, ex-
tent, and appropriate volume of the services fumished, and
other factors which have a substantial impact on hospital
costs., The Secretary shall provide I;rocedures for appropriate
exceptions.

(2) The systems of reimbursement shall not permit
payment for costs which exceed 120 percent of the average
cost incurred by other institutions or agencies in' the samé
class, unless an exception has been allowed.

(3) The Secretary shall, as classification and reimburse-
ment systems methods are developed, but not later than two
years from enactment, submit appropriate legislative recomt-
mendations to the Congress.

(d) The provisions of section '1861(::3) (2), (3)‘,-
and (4) of the Social Security Act—

(1) shall apply for informational purposes for

services furnished by a hospital before October 1, 1979,

and

(2) shall be effective for fiscal y;ears. beginning

with fiscal year 1981. “ oo '

. (e) Notwithstending any other pl;ovion. of this Aet,
where the Secretary has-entered into a contract with a State,
a8 authorized under section 222 of Public Law 92-603 or
section 1533 (d) of the-Public Health Service Act, to estab-
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1 lish a reimbursement system for hospitals, hospital reim-

9 bursement in that State under titles XVIIT and XIX shall

3 be hased on that State system, if the Secretary finds that—

4
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(1) the State has mandated the reimbursement
system and it applies to all hospitals in the State which
have provider agreements under title XVIII or title
XIX;

(2) the system applies to all revenue sources for
hospital services in the State;

(3) all hospitals in the State with which there is a
provider agreement conform to the accounting and uni-
form reporting requirements of section 1861 (aa) (1)
(A), and furnishes any appropriate reports that the
Secretary may require; and,

(4) (A) based upon an annual evaluation of the
system, aggregate payments to hospitals in the State
under title XVIII and title XIX for those com-
ponents of hospitals costs determined under section
1861 (aa) for the fiscal year following an annual
evaluation are estimated to be less than payments would
be under section 1861 (aa) or, (B) where a State
that is unable to satisfy requirements of subparagraph
(A) demonstrates to the satisfaction of the Secretary

that total reimbursable inpatient hospital costs in the
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Btate are lower than would otherwise be payable under

title XVIIT and title XIX.

If the Secretary finds that any of the above conditions
in a State which previously met them have not been met
for a year the Secretary shall, after due notice, reimburse
hospitals in that State according to the provisions of this
Act unless he finds that unusual, justifiable and nonm-
recurring eircumstances led to the failure to comply.

(f) (1) Bection 1866(a) (1) of the Social Security
Act is amended by inserting ¢, and” in place of the period
at the end of subparagraph (C), and by adding a subpara-
graph: “(D) not to increase amounts due from uﬁy indi-
vidusl, organization, or agency in order to offset reductions

made under section 1861 (2a) in the amount paid, or ex-

. pected to be paid, under title XVIIL.".

(2) Section 1902 (a) (27) of the Bocial Security Act is
amended by deleting “and” at the end of subparagraph
(A), by inserting “, and” in place of the semicolon at the
end of subparagraph (B) and by adding a new subpara-
graph: | |
“(C) not to increase amounts due from any individual
organization, or agency in order to offset reductions made
under section 1902 (2) (13) (D) in the amount paid, or ex-
pected to be paid under title: XIX;”
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(h) Section 1902 (a) (13) (D) is amended to read as
follows:

“(D) for payment of the reasonable cost of inpa-
tient hospital services provided under the plan, applying
the methods specified in section 1861 (v) and section
1861 (aa), which are consistent with section 1122;

- and”.
PAYMENTS TO PROMOTE CLOSING AND CONVERSION OF
UNDERUTILIZED FACILITIES
Sec. 3. (a) Part A of title XI of the Social Security
Act is amended by adding at the end the following new
section:
“PAYMENTS TO PROMOTE CLOSING AND CONVERSION OF
UNDERUTILIZED FACILITIES
“Sec. 1132. (a) (1) (A) Before the end of the third

full month following the month in which this section is en-

acted, the Secretary shall establish a Hospital Transitional

Allowance Board (referred to in this section as the ‘Board’).
The Board shall have five members, appointed by the Sec-
retary without regard to the provisions of title 5, United

States Code, governing appointments in the competitive

- service, who are knowledgeable about hospital planning and

hospital operations.
“(B) Members of the Board shall be appointed for

three-year terms, except some initial members shall be ap-
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pointed for shorter terms to permit staggered terms. of office.
“(C) Members shall be entitled to per diem compen-
sation at rates fixed by the Secretary, but not more than
the current per diem equivalent at the time the seryice in-

volved is rendered for grade GS-18 in section 5332 of title

‘5, United States Code.

“(D) The Seoremry shall provide technical, secrefarial,
olerical, and other assistance as the Board may need.

© ““(2) The Board shall receive, and act upon applications

" by hospitals certified for participation (other than as ‘emer-

gericy hospitals’) under titles XVIIT and XIX for' transi-
tional allowances. :
“(b) For purposes of this section—

(1) The term ‘transitional allowance’ means an amount

"“which—

“(A) shall, solely by reason of this seotion, be in-
cluded in a hospitals reasonable cost for purposes of cal-
culating payments under the:programs authorized by
titles V, XVIII, ‘and XTIX, of this'Act; and

“(B) in accordance with this section, it ia estab-
lished by the Becretary for a hospital in recognition of
& reimbursement detriment (as defined in paragraph

"~ (3)) experienced because of a gualified facility ‘con-
version (as defined in paragraph (2)).
-“(2) - The term ‘qualified facility conversion’ 'meang
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cloaiﬂg, modifying, or charging usage of underutilized hos-
pital facilities which is expected to benefit the programs au-
thorized under title X VIII and title XIX by (i) eliminating
excess bed capacity, (ii) discontinuing an underutilized
service for which there are adequate alternative sources, or
(iii) substituting for the underutilized service some other
service which is needed in the area and which is consistent
with the findings of an appropriate health planning agency.

“(3) A hospital which has carried out a qualified con-
version and which continues in operation will be regarded
a8 having experienced a ‘reimbursement detriment’ (A)
to the extent that, solely because of the conversion there is
a reduction in the aggregate reimbursement (but only to
the extent the capital was accepted as reasonable for pur-
poses of reimbursement) which is considered in determining
for payment purposes under title XVIII or title XIX to the
hospital the reasonable cost (as the term is used for purposes
of those titles) incurred by the hospital; (B) if the conver-
sion results, on an interim basis, in increased operating costs
to the extent that operating costs exceed amounts ordinarily
reimbursable under titles XVIII and XIX, or (C) in the
case of complete closure of & nonprofit, nongovernmental
(except local governmental) hospital, other than for re-
placement of the hospital to the extent of actual debt

obligations previously recognized as reasonable for reim-
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bursement, .where the debt remains outstanding, less any

- salvage value.

“(e) (1) Any hospital may file an application with the
Board (in a form and including data and information gs

- the Board, with the approval of the Secretary, may require)

for a transitional allowance with respect to any qualified
conversion which was formally initiated after Décember 31,
1977. The Board, with the approval of the Secretary, may
also establish procedures, consistent with this sect_ion, by

-means of which a finding of o reimbursement detriment may

be made prior to the actual conversion.
“(2) The Board shall consider any -application ﬁled
by a hospital, and if the Board finds that— -
“(A) the facility conversion is a qualified Eaclhl:y
conversion, and
“(B) the hospital is experiencing a reimbursement
detriment because it carried out the qualified facility
conversion,
the Board shall transmit to the Secretary its recommendation
that the Becretary establish, a transitional allowance for the
hospital in amounts reasonably related to prior or prospee-
tive use of the facility under titles XVIII and XIX, and for
a peried, not to exceed twentj years, specified by thie Board;
and, if the Board finds that the criteria i clauses (A) and:
(B) are not met, it shall advise the Secretary not to estab-
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lish a transitional allowance for that hospital. For an ap-
proved closure under subsection (b) (3) (C) the Board may
recommend or the Secretary may approve a lump-sum
payment in lien of periodic allowances, where such payment
would constitute a more efficient and economic alternative.

“(3) (A) The Board shall notify a hospital of its find-
ings and recommendations.

“(B) A hospital dissatisfied with a reccommendation
may obtain an informal or formal hearing at the discretion
of the Scerctary, by filing (in the form and within a time
period established by the Secretary) a rcquoét for a hearing.

“(4) (A) Within thirty days after rceeiving a rccom-
mendation from the Board respecting a transitional allow-
ance or, if later, within thirty days after a hearing the Sec-
retary shall make a final determination whether, and if so
in what amount and for what period of time, a transitional
allowance will be granted to a hospital. A final determination
of the Secretary shall not be subject to judicial review,

“(B) The Secretary shall notify a hospital and any other
appropriate parties of the determination.

“(C) Any transitional allowance shall take effect on a
date prescribed hy the Secretary, but not earlier than the
date of completion of the qualified facility conversion. A tran-

sitional allowance shall be included as an allowable cost item



11

13
14
15
16
17
18

19

21
22

21

19

in determining the reasopable cost incurred by the hospital
in providing services for which payment is authorized under
this title”: Provided, however, That the transitional allow-
ance shall not be considered in applying limits to costs
recognized as reasonable pursuant to the third sentence :of
section 1861 (v) (1) and section 1861 (aa) of this Act
or in determining the amount to be paid to a provider
pursuant to section 1814 (b), section 1833 (a) (2), section
1910 (i) (3), and section 506 (f) (3) of this Act.”. ¢

“(d) In determining the reasonable cost incurred by
a hospital with respect to which payment is authorized
under a State plan approved. under title V or title XIX,
any transitional allowance shall be included as an allowable
cost item.

“(e) (1) The Secretary shall not, prior to January 1,
1981, establish a transitional allowance for more than a total
of fifty hospitals.

“(2) On or before January 1, 1980, the Secretary shall
report to the Congress evaluating the effectiveness of the
program established under this section including appropriate
recommendations.”

(b) The amendments made by subsection (a) shall
apply only to services furnished by a hospital' or skilled
nursing facility for fiscal years beginning on and after the
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first day of the first calendar month following enactment
of this Act.

FEDERAL PARTICIPATION IN TOSPITAL CAPITAL

EXPENDITUKES

Sec. 4. (a) Section 1122 (b) of the Social Security
Act is amended to read:

“(b) For purposes of this section, the State Health
Planning and Development Agency designated under sec-
tion 1521 of the Public Health Service Act shall serve as
the designated planning agency.”

(b) Section 1122 (¢) is amended to read:

“(c) Expenses incurred by planning agencies shall be
payeble from—

“(i) funds in the Federal Hospital Insurance Trust

Fund,

“(ii) funds in the Federal Supplementary Medical

Insurance Trust Fund, and

“(iii) funds appropriated to carry out the health

care provisions of the several titles of this Act,
in amounts as the Secretary finds results in a proper alloca-
tion. The Secretary shall transfer money between the funds
as may be appropriate to settle accounts between them. The
Secretary shall pay the planning agencies without requiring
contribution of funds by any State or political subdivision.”

(c) Section 1122 (d) is amended to read:
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1 “(d) (1) Except as provided in paragraph (2), ¥ the
2 Secretary determines that—
3 “(A) ncither the Health Systems-Agency nor the
4 designated planning agency had been notified of any
5 proposed capital expenditure at least sixty days prior o

6 obligation for the expenditure; or

-1

“(B) (i) the designated planning agency had net
S approved the proposed expenditure; and

9 “(i) the designated planning agency had granted
10 to the person proposing the capital expenditure an op+
1 portunity for a fair hearing with respect to the findings}
12 then, in determining Federal payments under titles V,
13 XVIII, and XIX for services furnished in the health care
14 facility for which the capital expenditure is made, the Becre-
15 tary shall not include any amount attributable to deprecia-
16 tion, interest on borrowed funds, a return on equity capital
17 (in the case of proprietary facilities) , other expenses related
18 to the capital expenditure, or for direct operating costs, té
19 the extent that they can be directly associated with th¢
20 capital-expenditure. In the case of a proposed capital ex-
21 penditure in a stqndard metropolitan statistical area which
22 encompasses more .than one jurisdiction, that expenditure
23 shall require approval of the designated planning agency of
24 each jurisdiction who shall jointly review. the proposdl:
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Wlhere the designated planning agencies do not unanimously
agree, the proposed expenditure shall be deemed disapproved;
where the designated planming agencies do not act to approve
or disapprove the proposed expenditure within one hundred
and eighty days of submission of request for approval the
proposed expenditure shall he decmed approved ; any deemed
approval or disapproval shall be subject to review and
reversal by the Sceretary following a request submitted to
him within sixty days of the deemed approval or disapproval,
for a review and reconsideration based upon the record. With
respeet to any organization which is reimbursed on a per
capita, fixed fec, or negotiated rate hasis, in determining the
Federal payments to be made under titles V, XVIII, and
XIX, the Seecretary shall exclude an amount reasonably

equivalent to the amount which would otherwise be excluded

" under this subsection if payment were made on other than a

per capita, fixed fee, or negotiated rate basis.

“(2) If the Becretary, after submitting the matters in-
volved to the advisory council, deterinines that an exclusion
of expenses related to any capital expenditure would dis-
courage the operation or expansion of any health care facility
or health maintenance organization which has demonstrated
to his satisfaction proof of its capability to provide compre-
hensive health care services (including institutional services)

effectively and economically, or would be inconsistent with
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effective organization and delivery of health services or ef-
fective administration of title V, XVIII, or XIX, he shall
not exclude the expenses pursuant to paragraph (1).”

(d) Bection 1122 (g) of the Secial Security Act is
amended to read:

“(g) For purposes of this section, a ‘capital expenditure’
is one which, under generally accepted accounting principles,
is not properly chargeable as an expense of operation and
maintenance and which (1) exceeds $100,000, (2) changes
the bed capacity of the facility, or (3) substantially changes
the services of the facility, including conversion of existing
beds to higher cost usage. The cost of studies, surveys, de-
signs, plans, working drawings, speci:“ioations, and other ac-
tivities essential to the acquisition, improvement, expansion,
or replacement of the plant and equipment shell be included
in determining whether the expenditure exceed 3100,__000.

(e) Section 1861 (z) of the Social Security Act ‘is
amended to read:

“Institutional Planning

“(2) An overall plan and budget of a hospital, skilled
nursing facility, or home health agency shall—

(1) provide for an annual operating budget which
includes all anticipated income and expenses related to
items which would, under generally accepted account-

ing principles, be considered income and expense items
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1 (except that nothing in this paragraph shall require
2 that there be prepared, in connection with any budget
3 an item-by-item identification of the components of each
4 type of anticipated expenditure or income) ;
5 “(2) provide for a capital expenditures plan for
6 at least a five-year period (including the year to which
7 the operating budget applies) which identifies in detail
8 the sources of financing and the objectives of each
9 anticipated expenditure in excess of $100,000 related to
10 the acquisition of land, improvement of land, buildings,
11 and equipment, and the replacement, modernization, and
12 expansion of the buildings and equipment, and which
13 would, under generally accepted accounting principles,
14 be considered capital items. The capital expenditures
15 plan shall be a matter of public record and available in
16 readily accessible form and fashion;
17 “(3) provide for annual review and updating; and
18 “(4) be prepared, under the direction of the govern-
19 ing body of the institution or agency, by a committee
20 consisting of representatives of the governing body,
21 administrative staff, and medical staff (if any) of the
29 institution or agency.”

23 AGREEMENT BY PHYSICIANS TO ACCEPT ASSIGNMENTS
24 Sec. 10. (a) (1) Title XVIII of the Social Security
25 Act is amended by adding the following section:
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“AGREEMENTS OF PHYSIOIANS TO ACOEPT ASSIGNMENT

“Sro. 1868. (a) For purposes of this section the term
‘participating physician’ means a doctor of medicine or oste-
opathy who has in effect an agreement by which he agrees
to accept an assignment of claim . (as provided for in section
1842 (b) (8) (B) (ii) ) for each physicians’ service (other
than those excluded from coverage by section 1862) per-
formed by him in the United States for an individual enrolled
under this part. The assignment shall be in a form prescribed
by the Secretary. The agreement may be terminated hy
either party upon thirty -days’ notice to the other, filed in &
manner prescribed by the Secretary.

“(b) To expedite processing of claims from participat-
ing physicians, the Secretary shall establish procedures and
develop appropriate forms under which—

“(1) each physician will submit his claims on one
of alternative simplified approved bases, including mul-
tiple listing of patients, and the Secretary shall act to
assure that these claims are processed expeditiously, and

“(2) The physician shall obtain from each patient
enrolled under this part (except in cases where the Sec-
retary finds it impractical for the patient to furnish it),
and shall make available at the Secretary’s request, a
signed sfatement by which the patient: (i) agrees to

make an assignment with respect to- all' services fur-
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nished by the physician; and (ii) authorizes the release

of any medical information needed to review claims

submitted by the physician.

“(c) (1) Participating physicians shall be paid ad-
ministrative cost-savings allowances (as specified below in
this subsection) in addition to the reasonable charges that
are payable.

“(2) The administrative cost-savings allowance shall
equal $1 and shall be paid to the participating physician for
each claim he submits in accordance with the simplified bill-
ing procedure referred to in subparagraph (b) and these
payments shall be treated as an administrative expense to the
medical insurance program: Provided, however, That:

“(A) mot more than $1 shall be payable to a phy-
sician for claims for services furnished to any par-
ticular patient within any seven-day period; and

“(B) no administrative cost-savings allowance
shall be payable for services performed for a hospital
inpatient or outpatient unless:

“(i) the services are surgical services, anes-
thesia services, or services performf;d by a physician
who, as an attending "or consulting physician who,
has personally examined the patient and whose
office or regular place of practice is located outside

a hospital, and
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“(ii) the physician ordinarily bills directly (and
not through such hospital) for his services;
“(C) no administrative cost-savings allowance
shall be payable for services which consist solely of
laboratory or X-ray services which are for hospital
inpatients or outpatients or are performed outside the
office of the participating physician.”.

(b) The amendments made by paragraph (1) shall
become effective July 1, 1978.

CRITERIA FOR DETERMINING REASONABLE CHARGE Fbl!
PHYSIOIANS’ SERVICES

Sec. 11. (a) (1) So much of section 1842 (b) (3) of
the Social Security Act as follows the first sentence is
amended to read:

“(3A) (A) In determining the reasonable charge for
services for purposes of paragraph (3) (including any
hospital-associated physicians), there shall be taken into
consideration the customary charges for similar services
generally made by the physician or other person furnishing
such services, as well as the prevailing charges in the locality
for similar services.

“(B) (i) Except as otherwise provided in clause (iii),
no charge may be determined: to be reasonable in the case of
bills sebmitted or requests for payment made under this part
after December 81, 1970, if it exceeds the higher of (I)



D

-1

10
11
12
13
14

16
17
18
19
20
21
22
23

24

30

28

the prevailing charge recognized by the carrier and found
acceptable by the Secretary for similar services in the same
locality in administering this part on December 31, 1970, or
(IT) the prevailing charge level that, on the basis of statis-
tical data and methodology acceptable to the Secretary,
would cover 75 per centum of the customary charges made
for similar services in the same locality during the last pre-
ceding calendar year elapsing prior to the start of the fiscal
year in which the Lill is submitted or the request for pay-
ment is made.

“(ii) In the case of physician services the prevailing
charge level determined for purposes of clause (i) (II) for
any fiscal year beginning after June 30, 1973, may not
(except as otherwise provided in clause (iii)) exceed (in
the aggregate) the level determined under such clause for
the fiscal year ending June 30, 1973, except to the extent
that the Secretary finds, on the basis of appropriate econom-
ics index data, that such higher level is justified by economic
changes. Moreover, for any fiscal year beginning after June
30, 1978, no prevailing charge level for physicians’ services
shall be increased to the extent that it would exceed by
more than one-third the statewide prevailing charge level
(as determined under subparagraph (E)) for that service.

“(iif) Notwithstanding the provisions of clauses (i) and
(ii) of this subparagraph, the prevailing charge level in the
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case of a physician service in a particular locality determined
pursuant to such clauses for the fiscal year beginning July 1,
1975, shall, if lower than the prevailing charge level for the
fiscal year ending June 30, 1975, in the case of & similar
physician service in the same locality by reason of the appli-
cation of economic index data, be raised to such prevailing
charge level for the fiscal year ending June 30, 1975.

“(C) In the case of medical services, supplies, and
equipment (including equipment servicing) that, in the judg-
ment of the Secretary, do not generally vary significantly in
quality from one supplier to another, the charges incurred
after December 31, 1972, determined to be reasonable may
not exceed the lowest charge levels at which such services,
supplies, and equipment are widely and consistently available
in & locality except to the extent and under circumstances
specified by the Becretary.

“(D) The requirement in paragraph (3) (B) that a bill
be submitted or request for payment be made by the close of
the following calendar year shall not apply if (i) failure to
submit the bill or request the payment by the close of such
year is due to the error or misrepresentation or an officer,
employee, fiscal intermediary, carrier, or agent of the De-
partment of Health, Education, and Welfare performing
functions under this.fjtle and acting within the seope of his
or its authority, and (ii) the bill is submitted or tl;0 payment
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is requested promptly after such error or misrepresentafion
is eliminated or corrected.

“(E) The Secretary shall determine separate statewide
prevailing charge levels for each State that, on the basis of
statistical data and methodology acceptable to the Secretary,
would cover 50 percent of the customary charges made for
similar services in the State during the last preceding calen-
dar year elapsing prior to the start of the fiscal year in
which the bill is submitted or the request for payment is
made.

“(F) Notwithstanding any other provision of this para-
graph, any charge for any particular service or procedure
performed by a doctor of medicine or osteopathy shall be
regarded as a reasonable charge if—

“(i) the service or procedure is performed in an
area which the Secretary has designated as a physician
shortage area,

“the physician has a regular practice in the physi-
cian shortage area,

“(iii) the charge does not exceed the prevailing
charge level as determined under subparagraph (B),
and

“(iv) the charge does not exceed the physician’s

customary charge.”,
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(2) The amendment made by paragraph (1) shall take
effect upon enactment.

HOSPITAL-ASSOCIATED PHYSICIANS

Sec. 12. (a) (1) Section 1861 (q) of the Social Se-
curity Act is amended by adding “(1)” immediately after
“(q)” and by adding, immediately before the period at the
end thereof, the following: “; except that the term does not
include any service that a physician may perform as an
educator, an executive, or a researcher; or any professional
patient care service unless the service (A) is personally
performed by or personally directed by a physician for the
benefit of the patient and - (B) is of such nature that its
performance by & physician is customary and appropriate”.

(2) Section 1861 (q) is amended by adding the fol-
lowing paragraphs at the end:

“(2) In the case of anesthesiology services, a procedure
would be considered to be ‘personally performed’ in its en-
tirety by a physician where the physician performs the
following activities:

“(A) pre.ﬁnasthetic evaluation of the patient;
“(B) prescription of the anesthesia plan;
“(C) personal participation in the most demanding
proeedu.resm this plan, including those of induction and
~emergence apd assuring that a qualified individual,
who need not be his employee, performs any of the
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less demanding procedures which the physician docs
not personally perform;
“(D) following the course of anesthesia adminis-
tration at frequent intervals;
“(E) remaining physically available for the im-
mediate diagnosis and treatment of emergencics; and
“(F) providing indicated postanesthesia care:
Provided, however, That during the performance of the activ-
ities described in subparagraphs (C), (D), and (L), the
physician is not responsible for the care of more than
one other patient. Where a physician performs the activities
described in subparagraphs (A), (B), (D), and (E) and
another individual performs the activities described in sub-
paragraph (C), the physician will be deemed to have
personally directed the services if he was responsible for no
more than four patients while performing the activities de-
seribed in subparagraphs (D) and (E) and the reasonable
charge for his personal direction shall not exceed one-half
the amount that would have been payable if he had person-
ally performed the procedure in its entirety.

“(3) Pathology services shall be considered ‘physicians’
services’ to patients ouly where the physician personally
performs acts or makes decisions with respect to a patient’s
diagnosis or treatment which require the exercise of medical

judgment, These include operating room and clinical con-
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sultations, the required intérpretation of the significance of
any material or data derived from a human being, the aspira-
tion or removal of marrow or other materials, and the ad-
ministration of test materials or isotopes. Such professional
services shall not include professional services such as: the
performance of autopsies; and services performed in carrying
out responsibilities for supervision, quality control, and for
various other aspects of a clinical laboratory’s operations
that are customarily performed by nonphysician personnel.
(3) Bection 1861 (b) of such Aect is amended—
(A) by striking out “or” at the end of paragraph
(6), '
(B) by striking out the period at the end of para-
graph (7) and inserting ‘; or”, and
(C) by adding at the end the following paragraph:
“(8) a physician, if the services provided are not
physicians’ services (within the meaning of subsection
().
(b) (1) Section 1861 (s) of the Social Security Act
is amended by adding at the end: “The term ‘medical and
other health services’ shall not .in-clude services described in

paragraphs (2) (A) and (3) if furnished to inpatients of a

- provider of services unless the Secretary finds that, because

of the size of the hospital and the part-time nature of the

services or for some other reason acceptable to him, it would
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be less efficient to have the services furnished hy the hospital

-t

o (or by others under arrangement with them made by the
3 hospital) than to have them furnished by another party.”.
1 (2) Section 1842 (b) (3:\) of such Act, as added by

section 20 of this Act, is amended by adding:

]

6 “(G) The charge for a physician’s or other per-
7 son’s services and items which are related to the income
3 or receipts of a hospital or hospital subdivision shall not
9 be considered in determining his customary charge to
10 the extent that the charge exceeds an amount equal to
11 the salary which would reasonably have been paid for
12 the service (together with any additional costs that

13 would have been incurred by the hospital) to the physi-

14 cian performing it if it had been performed in an employ-
15 ment relationship with the hospital plus the cost of other
16 expenses (including a reasonable allowance for travel-
17 time and other reasonable types of expense related to
18 any differences in acceptable methods of organization
19 for fhe provision of services) incurred by the physician,
20 as the Secretary may determine to be appropriate.”.

21 (c) Section 1861(v) of the Social Security Act is

99 amended by adding:
23 “(8) (A) Where physicians’ services are furnished
24 under an arrangement (including an arrangement under

95 which the physician performing the services is compensated
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on a basis related to the amount of the income or receipts of
the hospital or any- department or other subdivision). with
& hospital or medical school, the amount included in any
payment to the hospital under this title as the reasonable
cost of the services (as furnished under the arrangement)
shall not exceed an amount equal to the salary which would
reasonably have been paid for the services (together with
any additional costs that would have been incwired by the
hospital) to the physician performing them if they had
been performed in an employment relationship with the
hospital (rather than under such arrangement) plus the
cost of other expenses (imeluding a reasonable allowance for
traveltime and other reasonable types of expense related to
any differences in acceptable methods of organization for the
provision of the services) incwrred by the physician, as the
Secretary may determine to be appropriate.”.

(d) (1) Section 1833 (a) (1) (B) of the Social Secu-
rity Act is amended by inserting “(except as provided in
subsection (h))” immediately after “amounts paid shall”.

(2) Section 1833 (b) (2) of such Act is amended by
inserting “‘(except as otherwise provided in subsection
(h) ) ” immediately after “amount paid shall”.

(3) Section 1833 of such Act is amended by adding:

“(h) The provisions of subsection (a) (1) (B) and
clause (2) of the first sentence of subsection (b) shall not
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apply to any physician unless he has entered into an
agreement with the Secretary under which he agrees to bhe
compensated for all such services on the hasis of an assign-
ment the terms of which are deseribed in section 1842 (h)
(3) (B) (i1).”.

(¢) The amendments made by this section shall, except
those made by subsection (d), apply to services furnished
in accounting periods of the hospital which begin after the
month following the month of enactment of this Act. The
amendment made by snbsection (d) shall be effective July
1. 1978.

PAYMENT FOR CERTAIN ANTIGENS UNDER PART B OF
MEDICARE

SEC. 13. (a) Seetion 1861 (s) (2) of the Social Seeurity
Act is amended—

(1) by striking out “and” at the end of clause

(C),

(2) by inserting “and” at the end of clause (D),
and

(3) by adding after clause (D) the following new
clause:

*(K) antigens (subject to reasonable quantity lim-
itations determined by rhe Secretary) prepared hy an
allergist for a particnlar patient. including antigens he

preparcs which are forwarded to another qualified per-
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son for administration to the patient by or under the
supervision of another physician;”.
(b) Subsection (a) shall apply to items furnished after
the month of enactment of this Act.

PAYMENT UNDER MEDICARE OF OCERTAIN PHYSICIANS’
FEES ON ACCOUNT OF BERVICES FURNISHED TO A
DECEASED INDIVIDUAL
Sec. 14. (a) Section 1870 (f) of the Bocial Security

Act is amended, in the matter following clause (2) thereof,

. by—

(1) inserting “ (A)” immediately after “‘, and only
if”, and -

- (2) by inserting immediately before the period the
following: “, o;f (B) . the spouse or other legally desig-
nated representative of such individual requests (in
such form and manner as the Becretary shall by regula-
tions prescribe) that payment for such services without
regard to clause (A)”.

(b) Subsection (a) shall apply to payments made after
the month of enactment.
USE OF APPROVED RELATIVE VALUE SCHEDULE
8rc. 15. (a) To provide common language describing
the various kinds and levels of medical services which may
be reimbursed under titles V, X VIII, and XIX, of the Social
Security Act, the Secretary of Health, Education, and Wel-
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fare shall establish a system of procedural terminology, in-
cluding definitions of the terms. The system shall be de-
veloped by the Health Care Financing Administration with
the advice of other large health care purchasers, representa-
tives of professional groups and other interested parties.
In developing the system, the Health Care Financing
Administration shall consider among other things, the
experience of third parties in using existing terminology
systems in terms of: implications for administrative and
program costs; simplicity and lack of ambiguity; and the
degree of acceptance and use.

(b) Upon development of a proposed system of proce-
dural terminology and its approval by the Secretary of
Health, Education, and Welfare, it shall be published in
the Federal Register. Interested parties shall have not less
than six months in which to comment on the proposed sys-
tem and to recommend relative values to the Secretary for
the procedures and services designated by the terms. Com-
ments and proposals shall be supported by information and
documentation specified by the Secretary.

(c) The good faith preparation of a relative value sched-
ule or its submission to the Secretary by an association of
health practitioners solely in response to a request of the
Secretary as authorized under this section shall not in itself

be considered a violation of any consent decree by which
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an association has waived its rightlto make recommendations
concerning fees: Provided, That tlie proposed relative value
schedule shall not be -disclosed to anyone other than those
pors?)ﬁs actually preparing it or their counsel until it is made
public by the Secretary.

(d) The Health Care Financing Administration shall
review materials submitted under this section and shall
recommend that the Secretary adopt a specific terminology
system and its relative values for use by carriers in calculat-
ing reasonable charges under title XVIII of the Social
Security Act, but only after:

(1) Interested parties have been given an oppor-
tunity to comment and any comments have been
considered ;

(2) Statistical analyses have been conducted assess-
ing the economic impact of the relative values on the
physicians in various specialties, geographic areas and
types of practice, and on the potential liability of the
program established by part B of title XVIII of the
Social Security Act;

(3) It has been determined that the proposed ter-
minology and related définitions are unambiguous, prac-
tical, and easy to evaluate in actual clinical situations
and that the unit values assigned generally reflect the
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relative time and effort required to perform various

procedures and services.

(4) That the use of the proposed system will en-
hance the administration of the Federal health care
financing programs.

(e} A system of terminology, definitions, and their
relative values, as approved by the Secretary, shall be pe-
riodically reviewed by him and may be modified. An ap-
proved system (as amended by any modification of the
Secretary) may subsequently be used by any organization
or person for purposes other than those of this Act. Nothing
in this section shall be considered to bar the Secretary from
adopting a uniform system of procedural terminology in
situations where a relative value schedule has not been
approved.

HOSPITAL PROVIDERS OF LONG-TERM CARE SERVICES

Seo. 20. (a) Section 1861 of the Social Security Act
is amended by adding after subsection (aa) (as added by
section 10 (b) of this Act) the following:

“Hospital Providers of Extended Care Services

“(bb) (1) (A) Any hospital (other than a hospital
which has in effect a waiver of the requirement imposed by
subsection (e) (5)) which has an agreement under section
1866 may (subject to paragraph (2)) enter into an agree-

ment with the Secretary under which its inpatient hospital
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facilities may be used for the furnishing of services of the
type which, if furnished by a skilled nursing facility, would
constitute post-hospital extended care services.

“(B) (i) Notwithstanding any other provision of this
title, payment to any hospital for services furnished under
an agreement entered into under this subsection shall be
based upon the reasonable cost of the services as determined
under this subparagraph.

“(ii) The reasonable cost of the services will consist of
the reasonable cost of routine services and ancillary services.
The reasonable cost of routine services furnished during any
calendar year by a hospital under an agreement under this

- subsection shall equal the product of the number of patient-

days during the year for which the services were furnished
and the average reasonable cost per patient-dey. The aver-
age reasonable cost per patient-day shall be established as
the average rate per patient-day paid for routine services
during the previous calendar year under title XIX to skilled
nursing facilities located in the State in which the hospital is
located and which have agreements entered into under sec-
tion 1902a (28). The reasonable cost of ancillary services
shall be determined in the same manner as the reasonable
cost of ancillary services provided for inpatient hospital

gervices.
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“(2) (A) The Secretary shall not enter into an agree-
ment under this subsection with any hospital unless—

“(i) for a period specified by the Secretary (not
less than twelve months) which immediately precedes
the date the agreement is entered into, the hospital has
had an average daily occupancy rate of less than 60
percent,

(i) the hospital is located in a rural area and has
less than 50 beds, and

“(iii) the hospital has been granted a certificate
of need for the provision of long-term care services
from the agency of the State (which has been desig-
nated as the State health planning and development
agency under an agreement pursuant to section 1521
of the Public Health Service Act) in which the hospital
is located.

“(3) An agreement with a hospital entered into under
this section shall, except as otherwise provided under reg-
ulations of the Secretary, be of the same duration and
subject to termination on the same conditions as are agree-
ments with skilled nursing facilities under section 1866,
unless the hospital fails to satisfy the requirements defined
in paragraph (2) (A) of this subsection and shall, where not
inconsistent with any provision of this subsection, impose

the same duties, responsibilities, conditions, and limitations,
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as those imposed under such agreements entered into under
sectioﬁ 1866; except that no such agreement with any hos-
pital shall be in effect for any period during which the hos-
pital does not have in effect an agreement under section
1866, or where there is in effect for the hospital a waiver of
the requirement imposed by subsection (e) (5). A hospital
whose agreement has been terminated shall not be eligible
to undertake a new agreement until a ¢wo-year period has
elapsed from the termination date.

“(4) Any agreement with a hospital under this sub-
section shall provide that payment for services will be made
only for servioces for which payment would be made as post-
hospital extended care services, if those services had been
furnished by a skilled nursing facility under an agreement
entered into under section 1866; and any individual who is
furnished services, for which payment may be made under an
agreement, shall, for purposes of this title (other than this
subsection) , be deemed to have received post-hospital ex-
tended care services in like manner and to the same extent

as if the services furnished to him had been post-hospital

. extended care services furnished by a skilled nursing facility

under an agreement under section 1866.
“(5) During a period for which a hospital has in effect
an agreement under this subsection, in order to allocate rou-

tine costs between hospital and long-term care services for
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purposes of determining payment for inpatient hospital serv-
ices (including the application of reimbursement limits speci-
fied in section 1861 (aa) ), the total reimbursement received
for routine services from all classes of long-term care patients,
including title XVIII, title XIX, and private pay patients,
shall be subtracted from the hospital’s total routine costs
before calculations are made to determine title XVIII reim-
bursement for routine hospital services.

“(6) During any period during which an agreement is
in effect with a hospital under this subscction, the hospital
shall, for services furnished by it under the agreement, be
considered to satisfy the requirements, otherwise required, of
a skilled nursing facility for purposes of the following pro-
visions: sections 1814 (a) (2) (C), 1814 (a) (6), 1814 (a)
(7), 1814 (h), 1861 (a) (2), 1861 (i), 1861(j) (except
1861 (j) (12)), and 1861 (n); and the Secretary shall
specify any other provisions of this Act where the hospital
may be considered as a skilled nursing facility.

“(7) (¢) Within three years after enactment, the Secre-
tary shall provide a report to the Congress containing an
evaluation of the program established under this subsection
concerning:

“(1) The extent and effect of the agreements on
availability and effective and economical provision of

long-term care services,
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#(2) whether the program should be continued,
md i :

“(8) whether eligibility should be extended to
other hospitals, regardless of bed size or geographio lo-
cation, where there is a shortage of long-term care
beds.”.

(b) Title XIX of such Act is amended by adding at
the end thereof the following new section :
“HOSPITAL PROVIDERS OF SKILLED NURRING AND INTER-
MEDIATR CARB EERVIOES
“Beo. 1911. (a) Notwithstanding any other provision

- of this title, payment may be made, in aceordance with
" this section, under an approved Btate plan for skifled nurs-

ing services and intermediate care services furnished by a
hospital which has in effect an agreement under section
1861 (bb). '

“(b) (1) Pdyment to any such hospital, for any skilled
nursing or intermediate care services furnished, shall be at a
rate equal to the average rate per patient-pay paid for routine
services during the previous calendar year under this title
to ekilled nursing and intermediate care facilities located in
the State in which the hospital is located. The reasonable
cost of ancillary services shall be determined in the same
manner as the reasonable eost of ancillary services provided

for inpatient hospital service
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©. *(2) With respect to any period for which a hospital

has an agreement under section 1861 (bb), in order to allo-

cate routine costs between hospital and long-term care serv-
ices, the total reimbursement for routine services received
from all classes of long-term care patients, including title

XVIII, title XIX, and private pay patients, shall be sub-

tracted from the hospital total routine costs before caleula-

tions are made to determine title XIX reimbursement for
routine hospital services.”.

(¢) The amendments made by this section shall be-
come effective on the date on which final regulations, promul-
gated by the Secretary to implement the amendments, are
issued; and those regulations shall be issued not later than
the first day of the sixth calendar month following the month
in which this Act is enacted.

REIMBURSEMENT RATES UNDER MEDICAID FOR SKILLED
NURSING AND INTERMEDIATE CARE FACILITIES
Sec. 21. Seetion 1902 (a) (13) (E) of the Social Se-

curity Act is amended by inserting *“ (and which may, at the

option of the-State, include a reasonable profit for the facil-

ity in the form of: (a) fixed per diem amounts or, (D)

incentive payments related to cflicient performance, or (c)

a rate of return on net cquity)” immediately after “cost

related basis”,
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MEDICAID OCERTIFICATION AND APPROVAL OF SKILLED
NURSING AND INTERMEDIATE CARE FACILITIES
" SE0. 22. (a) Section 1910 of the Social Security Act is
amended to read:
“CRRTIFICATION AND APPROVAL OF SKILLED NURSING AND
INTERMEDIATE CARE FACILIPIES

“Seo. 1910. (a) The Secretary shall make an agree-
ment with any State which is willing and able to do so
whereby the State health agency or other appropriate State
or local agencies (whichever are utilized by the Sectetary
pursuant to section 1864 (a) ) will be utilized to recommend
to him whether an institution ' the State qualifies as: a
gkilled nursing facility (for purposes of section 1902 (a)
(28) ) or an intermediate care facility (for purposes of sec-
tion 1905 (c) ).

“(b) The Becretary shall advise the State agency ad-
ministering the medical assistance plan of his approval or
disapproval of any institution certified to him as a qualified
skilled nursing or intermediate care facility for purposes of
section 1902 (a) (28) and specify for each institution the
period (not to exceed twelve months) for which approval is

‘granted, except that the Secretary may extend that term

for-up to two months, where the health and safety of patients
will not be jeopardized, if he finds that an extension is
necessary to prevent irreparable harm to the facility or



© 00 ~N S s W e

[ S = S =Y
mmn—ng

14
15
16
17
18

19

21

22

25

50

48

hardship to the facility’s patients or if he finds it impracti-
cable within the twelve-month period to determine whether
the facility is complying with the provisions of this title and
applicable regulations. The State agency may upon approval
of the Secretary enter into an agreement with any skilled
nursing or intermediate care facility for the specified approval
period.

“(c) The Secretary may cancel approval of any skilled
nursing or intermediate care facility at any time if he finds
that a facility fails to meet the requirements contained in
section 1902 (a) (28) or section 1905 (c), or if he finds
grounds for termination of his agreement with the facility
pursuant to section 1866 (b). In that event the Secretary
shall notify the State agency and the skilled nursing or inter-
mediate care facility that approval of eligibility of the facility
to participate in the programs established by this title and
title XVIII shall be terminated at a time specified by the
Secretary. The approval of eligibility of any such facility to
participate in the programs may not be reinstated unless the
Secretary finds that the reason for termination has been re-
meoved and there is reasonable assurance that it will not
recur.

“(d) Effective July 1, 1978, no payment may be made
to any State under this title for skilled nursing or intermedi-

ate care facility services furnished by any facility—
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“(1) which does not have in effect an agreement
with the State agency pursuant to subsection (b), or

“(2) whose approval of eligibility to participate in
the programs established by this title or title XVIII
has been terminated by the Secretary and has not been
reinstated, except that payment may be made for up to
thirty days for skilled nursing or intermediate ocare fu-
cility services furnished to any eligible individual who
was admitted to the facility prior to the effective date of
the termination.”.

- “(e) Any skilled nursing facility or intermediate care
facility which js dissatisfied with any determination by the
Becretary that it no longer qualifies as a skilled nursing
facility or intermediate care facility for purposes of this
title shall be entitled to a hearing by the Secretary to the
same extent a8 is provided in section 205 (b) and to judicial
review of the Secretary’s final decision after such hearing as
is provided in section 205 (g) . Any agreement between such
facility and the State agency shall remain in effect until the

‘period for filing a request for a hearing has expired or, if a
- request has been filed, until a decision has been made by the

Secretary: Provided, however, That the agreement shall
not be extended if the Secretaly makes a written determina-
tion, specifying the ressons therefor, that the continuation

of provider status conmstitutes an immediate and serious
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threat to the health and safety of patients, and if the Sccre-
tary certifies that the facility has been notificd of its defi-
ciencies and has failed to correct them.”,

(b) Section 1869 (c) of the Social Security Act is
amended by adding at the end the following sentence: “If
the Secretary’s determination terminates a provider with an
existing agreement pursuant to section 186G (b) (2), or if
that determination consists of a refusal to renew an existing
provider agreement, the provider’s agrecement shall remain in
cffect until the period for filing a request for a hearing has
expired or, if a request has been filed, until a final decisioq
has been made by the Secretary: Provided, however, That
the agreement shall not be extended if the Secretary makes a
written determination, specifying the reasons therefor, that
the continuation of provider status constitutes an immediate
and serious threat to the health and safety of patients and if
the Secretary certifies that the provider has been notified
of such deficiencies and has failed to correct them.”.

(¢) The amendments made by this section shall be-
come effective on the date on which final regulations, promul-
gated by the Secretary to implement the amendments, are

issued ; and those regulations shall be issued not later than
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the first day of the sixth calendar month following the month
in which this Act is enacted.
VISITS AWAY FROM INSTITUTION BY PATIENTS OF SKILLED
NURSING OE INTERMEDIATE CARE FACILITIES

Sgc. 23. Section 1903 of the Social Security Aect is
amended by adding: -

“(1) In the administration of this title, the fact that an
individual who is an inpatient of a skilled nursing or inter-
mediate care facility leaves to make visits outside the facility
shall not-conclusively indicate that he does not need services
which the facility is designed to provide; however, the fre-
quency and length of visits away shall be considered, to-
gether with other evidence, in determining whether the in-
dividual is in need of the facility’s services.”. Pt

ESTABLISHMENT OF/.BEAL‘I‘H CARE FINANCING
ADMINISTRATION

SEc. 30. (a) Section 702 of the Social Security Act is
amended—

(1) by inserting “(a)” immediately after “Skc.

702.”, and -

(2) by adding at the end the following subsection:

“(b). The. Secretary shall establish; withisi ‘the De-

-partmient of :Health, ‘Edueation, and Welfare, a separate

organization to be known as the Health Care Financing
Administration (which shall include the fanetions and per-
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sonnel of administrative entities known as of January 1, 1977
as the ‘Bureau of Health Insurance’, the ‘Medical Services
Administration’, the ‘Bureau of Quality Assurance’ (includ-
ing the National Professional Standards Review Council),
and the ‘Office of Long-Term Care’ and related rescarch
and statistical units (including the Division of Heglth In-
surance Studies of the Social Security Admindstration)
which shall be under the direction of the Assistant Secre-
tary for Health Care Financing, who shall report directly
to the Secretary and who shall have policy and adminis-
trative responsibility (including policy and administrative
responsibility with respect to health care standards and certi-
fication requirements as they apply to practitioners and in-
stitutions) for the programs established by titles XVIII
and XIX, part B of itle XI, for the renal dispase program
established by seetion 226 and any other health care finane-
ing programs as may be established under this Act. The
Assistant Secretary may not have any other duties or func-
tions assigned to him which would preveat him from carrying
out the duties required under the preceding sentence on a full-
time basis.

(b) (1) There shall be in the Department of Health,
Kducatian, and: Welfare an Assistant Secretary for Health

Care Financing, .ﬂho,‘ shall bhe appointed by the -President,

by and. with the advice and eonsent of the Senate.
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(2) Beotion 5315 of title 5, United Btates Code, is
amended in paragraph (17) by striking out “(5)” and
inserting in lien thereof “ (8) ”,
STATE MEDICAID ADMINISTRATION
8Ero. 31. (a) Section 1902 (a) is amended by adding at
the end the following:
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“(87) provide—

“(A) for meking eligibility determinations on
the basis of applications for coverage, within forty-
five days of the date of application for all individ-
uals: (i) receiving aid“or assistance (or who ex-
cept for income and resotrces would be eligible for
aid or assistance) under a plan of the State ap-
proved under title IV, part A, (ii) .receiving aid or

~ assistance (or who except for income and resources

would be eligible for assistance) under any plan
of the State approved under title I, X, or XVI
(for the aged and the blind), or (iii) with respect
to whom supplemental security income benefits are
being paid (or who would except for income and-
resources be eligiblé to have paid with respect to

‘them supplemental security income benefits) under-

title XVI on the basis of age or blindness; and
“(B) for making eligibility determina-
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tions based upon applications for coverage, within
sixty days of application for all individuals:
(i) receiving aid or assistance (or who except for
income and resources would be eligible for aid or
assistance) on the basis of disability under any plan
of the State approved under title XIV or XVI, or
(ii) for whom supplemental security income bene-
fits are being paid (or who would except for income
and resources be eligible to have paid to them
supplemental security income bencfits) under title
XVI based upon disability;

“(C) for making redeterminations of eligi-
bility for persons specified in subparagraphs
(A) and (B): (i) when required based upon
information the agency has previously obtained on
anticipated changes in the individual’s situation, (ii)
within thirty days after receiving information on
changes in an individual’s circumstances which may-
affect his eligibility, and (iii) periodically but not
less often than every six months for persons speci-
fied in subparagraph (A) (i), and not less often
than annually for persons specified in subparagraph
(A) (ii) and (A) (iii) ;

“(38) establish procedures to assure accurate

determinations of eligibility and provide that the error
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rate for eligibility determinations made on or after
October 1, 1977, shall not exceed the rate specified in
section 1911 (b) ; and

“(89) establish payment procedures to assure that

+ -~ (A) 95 percent of claims for which no further written

information or substantiation is required to make pay-

" ment, be paid within thirty days of receipt of the claim

from a provider, and that 99 percent of such claims be
paid within ninety days, and (B) both prepayment

‘*and postpayment claims review procedures are per-
_ _formed, including— i :

“(i) review, on a reasonable sample dr more
_extensive basis, to determine the accuracy of data
submitted and processed;

“(ii) review to determine that the provider is a
participating provider;

“(iii) review.to determine whether the service
is egvered under the State’s plan;

“(iv) review to determine whether the recip-
* jent iB eligible;

“{v) review of care and services provided
‘where such review has not been assumed by an
-organization designated by the Bécretary under
part B of title XI of this Act;
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“(vi) review to determine that payments made
do not exceed those allowable;
“(vii) review to determine and recover any
third party liability ;
“(viii) review which reasonably safeguards
against duplicate billing.”.

(b) Section 1902 (a) (6) is amended by adding the
following at the end: “the reports are to be accurate and
filed within sixty days following the close of the reporting
period for monthly and quarterly reports, and within one
hundred and five days following the close of reporting
periods for yearly reports;”.

(¢) Amend section 1903 by adding at the end the
following subsection:

“(n) (1) Effective with each calendar quarter beginning
October 1, 1978 the amount paid to each State under para-
graphs (a) (2), (a) (3), and (a) (6) shall be reduced or
terminated unless the State demonstrates to the Secretary
that—

“(A) 95 percent of eligibility determinations are
made within the time periods specified under section
1902 (s) (37) (A) and (B), except that in determin-
ing whether a State has met the requirements of this
paragraph there shall not be included eligibility deter-

minations for persons whose eligibility is determined
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under State plans approved under title I, X, XIV; XVI,
or part A of title IV,.or by the Secretary under see-
tion 1684;

“(B) the Btate’s eligibility determination error rate
does not exceed the rate specified in section 1911 (b},
except that in determining whether a State has met the
requirements of this paragraph there shall not be
included error rates for those persons whose eligi-
bility i determined under a State plan-approved under
titles- I, X, XTIV, XVI, or part A of title IV or by
the Secretary under section 1634 ;

“(C) the State is processing claims for payment
within the time period specified in seetion 1902 (a)
(39) (A) and applying prepayment and postpayment.
claims review procedures specified in section 1902 (a) -
(39) (B) ; and .

“(D) the Btate is making timely and complete
reports to the Secretary on the operation of its medi-
cal assistance program within the time period includ-
ing the information specified in section 1902 (a) (6).
“(2) The Becretary shall conduct an onsite survey in

22 each Btate, at least annually, of State performance in each

93 category under paragraph (1). The methodology and pro-
24 cedures ‘(which may involve onsite evaluation) employed,

25 including procedures for any necessary followap of any de-
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ficiencies, must be formally approved by the Comptroller
General of the United States;

“(3) Any State which fails to meet one or more of the
requirements specified in subparagraph (A), (B), (C)
or (D) of paragraph (1) shall be formally notified within
thirty days of the survey of the deficiencies. The State shall
be given an appropriate period of time, not to excced six
months, to correct the deficiencies;

“(4) Any State which fails to correct deficiencies within
the time period specified under paragraph (3) as determined
by the Secretary shall be notified and subject to a reduction
in Federal matching as specified in paragraph (5) beginning
on the first day of the first calendar quarter following the
date on which the Secretary specified the deficiencies must be
corrected under paragraph (3) ;

“(5) (A) Where the Secrefary finds that a State failed
to meet the requirements of one of the subparagraphs (A},
(B), (C), or (D) of paragraph (1) and has not made cor-
rections required under paragraph (4), Federal -matching
shall be reduced to 50 percent of what the State would other-
wise receive under subsections (a) (2), (a) (3), and (a)
(6).

“(B) Where the Secretary determines that a State fail-
ed to meet requirements of two or more of subparagraphs

(A), (B), (C), or (D) of paragraph (1) and that it has
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not made the corrections as determined under paragraph
(4), its Federal matching shall be terminated under sub-
sections (a) (2), (a) (3), and (a) (6).

“(6) (A) Any State which had had Federal matching
reduced or terminated under paragraph (5) shall continue o
have the matching reduced or terminated until the Secretary
determines that the deficiencies have been corrected.

“(B) -A State determined to have corrected all cate-
gories specified as deficient shall be entitled to the matching
rate specified in subsections (a) (2), (a) (3), and (a) (6)
heginning on (he first day of the calendar quarter in which
the corrections were made.

“(C) In a State where matching has been terminated
under subsections (a) (2), (a) (3), and (a) (6) as pro-
vided under subparagraph (5) (B) and where the Secretary
determines that deficiencies continue in only one of the four
specified categories, that State shall, beginning on the first
day of the calendar quarter in which the correction was
made, be entitled to the reduced matching rate specified in
subparagraph (5) (A). )

“(7) Where a State is determined by the Secretary

" based upon an onsite evaluation to substantially exceed the

requirements of at least two of subparagraphs (A), (B),
(0), or (D) of pamgraph (1) and meets the requirements
of the remaining subparagraphs, that State shall be notified
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and entitled to a Federal matching rate under subsection
(a) (6) of 75 percent and that amount shall apply in each
calendar quarter for which the Secretary finds the State con-
tinues to meet the requirements of this paragraph;

“(8) The Secretary shall provide or arrange for the
reasonable provision of technical assistance by experienced
and qualified Federal, State, or local governmental person-
nel to any State which requests assistance in meeting the
requirements of paragraph (1).

“(9) If the Secretary notifies a State of deficiencies, or
a reduction, termination, or increase in Federal matching,
simultancous notification shall also be made to the Governor
of the State, and the respective chairmen of the legislative
and appropriation committees of that State’s legislature
having jurisdiction over the medical assistsnce program
authorized under this title.”.

(d) Title XIX of the Social Security Act is amended by
adding at the end the following new sections:

“QUALITY CONTROL

“Sec. 1911. The Secretary shall—

“(a) determine the eligibility error rates, including
cases incorrectly approved and cases incorrectly denied,
for each State for the six-month period commencing
with the first calendar quarter beginning six months
following enactment of this title. The Secretary shall
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exclude those cases for which the most recent determina-
tion or - redetermination of eligibility was correctly
- made, but where eligibility status subsequently changed,
if the State meets the time requirements specified in
section 1902 (a) (37) ;

“(b) establish a State classification system, with
States classified according to: (1) whether the State
provides medical assistance for persons specified in sec-
tion 1902 (a) (10) (C) ; and (2) population, with those
States with greater populations in one grouping and
those States with lesser populations in another;

“(c) establish an error rate defined as the rate
which equals the 75th percentile of the rates reported
by the States under paragraph (a) for each class of
States under (b).

“BEPORT BY THE SECRETARY

“Spo. 1912, The Secretary shall prepare a biannual
report (beginning with fiscal year 1978) on the character-
istics of the State programs of medical assistance financed
under this title, including, at least (1) a description of the
scope and duration of benefits available in each State, (2) a
description of eligii:ility criteria for all groups eligible for
medical assistance, (3) specification of the reimbursement.
methodology for payments under the State program for the
major types of services, and (4) a listing of all fiscal agents,
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insurers and health maintenance organizations contracted
with for administration of the program. Such report shall be
submitted to the Committee on Finance of the Senate and
the Committee on Interstate and Foreign Commerce of the
House of Representatives no later than six months following
the close of the fiscal year.”
REGULATIONS OF TIIE SECRETARY
SEc. 32. (a) (1) Scction 1102 of the Social Security
Act is amended—

(\\) by inserting ““(a)” immediately after “Sec.
1102.7, and
(B) by adding at the end the following subsection :
“(bY Whenever the Secretary, in compliance with
requirements imposed by law, has published in the Federal
Register general notice of any proposed rule or regulation
to be promulgated by him, that notice shall indicate whether
prompt promulgation is urgent. Where the notice indicates
that prompt promulgation is urgent, the rule or regunlation
shall hecome effective within sixty days after publication of
the notice: in any other ease, the rule or regulation shall
hecome cffective without regard to the provisions of this
subsection in the manner prescribed hy applicahle provisions
of law.”,
(2) Amendments made hy paragraph (1) shall be

effective for proposed rules published in the Federal Register
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on and after the first day of the first calendar month which
begins more than thirty days after the date of enactment of
this Act.

(b) Except as otherwise specified in this Act or
in a provision of law which is enacted or amended by
this Act, any regulation of the Secretary of Health, Educa-
tion, and Welfare (hereinafter in this section referred to as
the “‘Secretary”), which is necessary or appropriate to im-
plement any provision of this Act or any other provision of
law which is enacted or modified by this Act, shall, subject
to paragraph (2), be promulgated so as to become effective
not later than the first day of the thirteenth month following
the month in which this Act is enacted.

BREPEAL OF SECTION 1867

Sec. 33. Section 1867 of the Social Security Act is
hereby repealed.

PROCEDURES FOR DETERMINING REASONABLE COST AND
REASONABLE CHARGE

Src. 40. (a) (1) In determining the amount of auny
payment under title XVIII, under a program established
under title V, or under a State plan approved under title
XIX, when the payment is based upon the reasonable cost
or reasonable charge, no element comprising any part of
the cost or charge shall be considered to be reasonable if, and
to the extent that, that element is—
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(A) a conunission, finder's fee, or for a similar
arrangemnent, or
(B) an amount payable for any facility (or part
or activity thereof) under any rental or lease arrange-
ment
which is, directly or indirectly, determined, wholly or in
part as a percentage, fraction, or portion of the charge or
cost attributed to any health service (other than the ele-
ment) or any healih service including, but not limited to,
the element.
AMBULANCE SERVICE

Sec. 41. (a) Scetion 1861 (s) (7) of the Social Security
Act is amended by inscrting:

*“(Including ambulance service to the nearest hos-
pital which is: (a) adequately equipped and (b) has
medical personnel qualified to deal with, and available
for the treatment of, the individual’s illness, injury, or
condition) ” immediately after “ambulance service”.
(b) The amendment made by subseetion (a) shall

apply to serviees furnished on and after the first day of the

first calendar month which begins after the date of cnact-

ment of this Act.

GRANTS TO REGIONAL PEDIATRIC PULMONARY CENTERS
Src. 42, (a) Scetion 511 of the Social Security Act is

amended—
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(1) Dby inserting “(a)” immediately after “Src.
511.”, and
(2) by adding at the end of the section:

“(b) (1) From the sums available under paragraph
(2), the Sccrotary is authorized to make grants to public
or nonprofit private regional pediatric respiratory centers,
which ave a part of (or are affiliated with) an institution of
higher learning, to assist them in carrying out a program for
the training and instruction (through demonstrations and
otherwise) of health care personnel in the prevention, diag-
nosis and treatment of respiratory diseases in children and
young adults, and in providing (tbrough such program)
nceded health care scrvices to children and young adults
suffering from such diseases.

“(2) For the purpose of making grants under this sub-
section, there is authorized to be appropriated, for the fiscal
year ending September 30, 1978, and each of the next four
sueceadipg fiscal years, such sums (not in excess of $5,-
000,000 for any fiscal year) as may be necessary. Sums
authorized to be appropriated for any fiscal year under this
subsection for making grants for the purposes referred to in
peragraph (1) shall be in addition to any_su'ms authorized
to be-appropriated for such fiseal year for similar purposes
under other provisions of this title.”.

(b) Section 502 (2) of such Act is amended by insert-
ing “ (a) ” immediately after “511”.
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WAIVER OF HUMAN EXPERIMENTATION PROVISION
FOR MEDICARE AND MEDICAID

SEc. 43. Any requirements of title II of Public Law
O3-248 otherwise held applicable ave hereby waived with
respeet to programs established wnder titles XVIITT and XIX
of the Social Security Aet.

DISCLOSURE OF AGGREGATE PTAYMENTS TO IIYSCIANS

See. 44, Section 1106 of the Social Seenrity Aet s
amended by adding:

“(f) The Seeretary shall not make available, nor shall
the State titte XIX agency be required to make available
to the publie information relating to the amounts that have
heen paid to individaal doctors of medicine or osteopathy
hy or on behalf of beneficiaries of the health programs estal-
lished by titles XVIIT or XIX, as the case may bhe. exeept
as may he necessary to carry out the purposes ol those titles
or as may be specifically required by the provisions of other
Federal law.”.

RESOURCES OF MEDICAID APPLICANT TO INCLUDE CERTATN
PROPERTY PREVIOUSLY DISPOSED OF TO APPLICANT'S
RELATIVE FOR LESS TIIAN MARKET VALUE
Ske. 45. Section 1904 of the Social Seeurity Act is

amended by adding the following sentence: “The Secretary

shall not find that a State has failed to comply with the re-

quirements of this title solely becanse it denies medical as-
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sistance to an individual who would be ineligible for such
assistance if, in determining whether he is eligible for bene-
fits under title XVI of this Act, there were included in his
resources any property owned by him within the preceding
twelve months to the extent that he gave or sold that prop-
erty to a relative for less than ils fair market value.”.
RATE OF RETURN ON NET EQUITY FOR FOR-PROFIT
HOSPITALS

SEec. 46. (a) Section 1861 (v) (1) (B) of the Social
Security Act is amended—

(1) in the first sentence thercof, hy inscrting
‘“hospital or” immediately after “Such regulations in
the case of”,

(2) in the second sentence thereof, by striking
out “onc and onc-half times” and inserting in lien
thereof “the percentages, specified in the next sentence,
of” and

(3) by inserting after the last sentence of subpara-
graph (13) the following sentence: “For hospital and
skilled nursing facility fiscal periods beginning before
the month following the month of enactment of the
Medicare-Medicaid Administrative and Reimbursement
Reform Act, the percentage referred to in the previous
sentence is 150 per cent and for subsequent fiseal years,

the percentage is 200 per cent: Provided, however,
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That no payments will be made under this subpara-
graph, in the case of a hospital, for October 1980 or any

month thereafter.”.
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Senator TarLsmapce. Many constructive changes in the present bill,
S. 1470, were included as a direct result of the testimony received on
S. 8205. I believe we have made a good bill better.

Another proposal now receiving active consideration in the House
of Representatives, H.R. 3, might well be ed as the offspring of
S. 3205. H.R. 8 is the “antifraud and antiabuse” bill which includes
among its kel_f ﬁmvisiona important sections taken from S. 8205. House
passage of H.R. 3 is anticipated this month.

It 1s my intention to move promptly in committee as soon as the
House version of m a.ntifra,ug and antiabuse legislation is referred
to us. The need for basic reform of medicare and medicaid is urgent.
The two programs will cost Federal and State taxpayers more than
$47 billion in fiscal 1978—some $9 billion more than in fiscal 1977 and
$15 billion more than the $32 billion cost in fiscal 1976. The increasil?ﬂ
costs of these programs continually outstrip the rate of rise in Fede
revenue.

The choice is a simple one—either we make medicare and medicaid
more efficient and economical or we reduce benefits. Indeed, many
States are already cutting back on their medicaid programs, But, there
is an overriding need to get a handle on medicare and medicaid costs
apart from the Federal, State and local budget effects. ,

There is no question but that the way we pay for care under our pro-

gerves to inflate health care costs for all Americans. That situa-

glon needs correction nﬁow. 'I-‘hlere is an alrilolute need :lflorlf;aderal and

tate government to effective. e existing health care pro-

grams, It would be difficult, i nmdy to extend health insur-

ance coverage to other segments of the popul,a.tion until we are satis-
fied that we can properly manage what we now have.

This hearing, of course, is not on the subject of the administration’s
hospital cost containment proposal. While that bill must ultimately
come before this committee, it is currently being considered by the
Senate Human Resources Committee, which has jurisdiction over a

rt of the bill, and the Ways and Means and Interstate and Foreign

ommerce Committees in the House of Representatives. At such time
as the House completes action on the administration bill, or when the
Human Resources Committee reports out a bill, we will of course give
prompt attention to the proposal in the Finance Committee.

With respect to the hospital reimbursement provisions contained
in S. 1470, support has been expressed based upon it being an equitable
means of rewarding efficient hospitals and penalizing only inefficient
institutions, The thrust of section 2 of S. 1470 is that the reasonable-
ness of a given hospital’s costs is to be determined by comparing those
costs with similar costs in similar hospitals.

But at the hearing last year on S. 3205 and in discussion elsewhere
this year, three principal criticisms have been made of the hospital
provision in both S. 3205 and the counterpart in the present bill, S.
1470. I think it is important that each of these points be addressed at
the outset of this hearing. .

The first argument is that section 2 of the bill applies only to the
hospital care provided to medicare and medicaid patients—that it does
not extend to the balance of hospital care. I indicated when introduc-
ing S. 1470 that, if a consensus developed to apply similar rewards and
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penalties across the board, I would not be averse to extending the pro-
vision to cover all hospitals. That is still my view and the staff of the
committee has been working at my direction on possible approaches
which could be considered if the decision is made to extend section 2
across the board. )

The second argument is that the bill covers only adjusted routine
hospital costs and does not apply to other hospital costs. The reason
for this limited initial approach is simple. We did not believe that we
had the expertise to make reasonable comparisons of costs other than
adjusted routine at the outset of the program, but the bill specifically
provides that, just as soon as that expertise becomes available, the scope
would be broadened to include other hospital cost centers. In response
to this particular concern, I have had the staff working and consulting
to see whether the methodology in section 2 could be applied to more
than just routine costs at the outset.

The staff now advises me that they believe it might be feasible to ex-
tend section 2 in such a way as to apply to something like 75 or 80 per-
cent of hospital costs when it becomes effective. Assuming that the staff
suggestion is reasonably workable and reasonably equitable, and if it
includes appropriate appeals procedures to avoid unfair treatment, T
would certainly be agreeable to modifying S. 1470. The staff advised
me that they will have an outline for possible expansion of hospital
costs initially covered by S. 1470 by the time markup on the bill begins.

The third criticism of the Talmadge bill is that its penalties and
incentives would not apply until fiscal 1981 and that without something
in between, hospital costs will continue to soar. T think that a careful
reading of S. 1470 reveals that it will have a positive impact on hos-
pital costs well before fiscal 1981. While, in fact, the penalties would be
applied and the incentive payments made in fiscal 1981, those amounts
would be based upon fiscal 1979 performance by the hospitals: that is.
in the year beginning October 1, 1978.

The way it works is this—following the close of fiscal 1979, the Sec-
retary has 6 months to gather and compare hospital cost data. By April
1, based upon that data, he announces that, effective October 1, 1980, 6
months later, hospitals will be paid on the basis of their 1979 costs per-
formance adjusted for the average of any inflation occurring between
the end of fiscal year 1979 and the beginning of fiscal 1981.

The point here is that hospitals which are high cost or otherwise in-
efficient will have every incentive to moderate their operations in the
year beginning October 1978, if not earlier, because that will determine
whether they are penalized or rewarded in fiscal 1981. Tt is reasonable
to assume that many hospitals will act in fiscal 1979 to moderate costs.
where they can, in hope of gaining an incentive payment or avoiding
penalty. '

As a matter of fact, under the bill. the Secretary, in 1978, publishes
advisory information showing hospitals where they would rank if the
program had been in operation. The purpose of this is to give high-cost
hospitals more time to adjust or moderate their operations. '

I seriously doubt that in the relativelv short time between now and
October 1.1978, that hospitals would indiscriminately allow their costs
to go up. If they did so—and remembering that fiscal 1979 is the base
year—those hospitals would run serious risk of having costs deter-
mined to be excessive or disallowed. T also think it important to stress
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that the savings in the S. 1470 approach would derive from moderating
the rise in hospital costs rather ﬁlan the actual difference between the
penalties and the incentive payments. .

Some have engaged in a numbers e saying that my bill would
only save such and such an amount, ”nfortunntely, their cs,lculg,t]ons
are based only on simple subtraction—that is, adding up all the incen-
tive payments and then subtracting that total from the reduction in
payments to excessively high-cost hospitals. I cannot stress too much
that the real savings will come from cost moderation and not penalties.

The reason is that high-cost hospitals will act to bring down their
costs to levels which are fully reim'imrsed. Other hospitals will act to
moderate their costs so as to gain incentive payments or to avoid mov-
ing into the range where a portion of their costs are not reimbursable.
T]%e effect of all of this will be to moderate the average costs of hos-
pitals as they are recalculated each year.

This would occur as the high-cost institutions—those hospitals close
to or above the penalty levels—moderated their costs thereby favor-
ably affecting the average cost which is, after all, determined by calcu-
lating in both the higher and lower cost hospitals.

S. 3205 contained a section establishing a new agency, the Health
Care Financing Administration. That agency was intended to consoli-
date medicare, medicaid, the Bureau of Quality Assurance, and some
minor offices in order to cut redtape, eliminate overlapping and dupli-
cative activities and personnel, and do away with the pancake layers
of bureaucracy which repeatedly hampered effective and timely policy-
making by the operating agencies.

I was more than pleased when Secretary Califano and President
Carter announced that, under administrative authority, they were
establishing the new Health Care Financing Administration. This
was the first major reorganization undertaken. Unfortunately, the
concept I had appears to have lost a great deal in translation.

The new Health Care Financing Administration, as proposed, ap-

rs in large part to represent nothing more than another massive
ureaucratic boondoggle. A boondoggle which occurred because the
dismantling of the Social and Rehabilitative Service—the welfare
bureaucracy—happened simultaneously with the establishment of the
Health Care Financing Administation.

The task force established to develop the structure and functions
of the new Health Care Financing Administration consisted princi-
pally of people—not from medicare, medicaid or the Bureau of Qual-
ity Assurance—but rather from the defunct Social and Rehabilita-
tion Service. In fact. the five-member so-called core staff developing
the reorganization plan came directly out of the Social and Rehabili-
tative Service.

The people from the actual agencies consolidated—medicare, med-
icaid and the Bureau of Quality Assurance—those with primary un-
derstanding of the tasks to be accomplished by the new organization,
were not included in this select “core” group. To no one’s great sur-
prise, what evolved was a top-heavy superstructure designed to not
only assure the survival of all existing grade levels and positions, but
also to provide new opportunities for supergrades as well as provide
the potential for a general escalation of grades at all levels,
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Let me be quite specific. Based on information in HEW memoranda
and from HEW staff directly involved in reorganization activities,
the principal concern of the task force clearly appears to lie far more
with the dismemberment of SRS and not the creation of an effective
and efficient Health Care Financing Administration.

There was the task force concern over how to justify all the person-
nel in view of President Carter’s desire to streamline the Government
and make it more efficient. There was concern over how to broaden the
administrative structure since there was no increase in statutory re-
sponsibilities. There was no discussion, however, of efficiencies—such
as elimination of duplicative jobs—that could be gained by consolida-
tion; this was just not addressed.

One of the first tasks of the reorganization task force was not to
develop a structure that would reflect the benefits of true consolidation
where one chief might serve in place of two; it was to justify super-
ﬁrndes. Under the approach taken, the mathematics of consolidation

id not have one and one equalling two or less but equalling three
or more, It gets worse.

Before the so-called consolidation, the Bureau of Health Insurance,
the Medical Services Administration, the Bureau of Quality Assur-
ance, the Office of Long-Term Care, and the Division of Health In-
surance Studies has a total of exactly 138 supergrade employees. In
fact, there was one vacancy within that total of 13.

Our latest information is that the new Health Care Financing Ad-
ministration will now ask for 29 supergrades, nearly 214 times the
current number. This is apart from the confusing and unnecessary
layer upon layer of staff offices that have been part of the problem in
the past and which prompted me to seek a legislative remedy.

By last count there were 21 divisions and 18 offices being proposed
as part of the Health Care Financing Administration superstructure
and we have not started counting the offices and divisions and branches
of the operating programs, many of which are being upgraded to cash
in on the bureaucratic bonanza.

And there is more—the Medical Services Administration, the
agency responsible for medicaid had a total of 387 central and regional
personnel. But, 568 Social and Rehabilitation Service employees are
coming in on top of medicaid’s 387.

Time after time we have been told by responsible and very much
concerned and outraged HEW employees at all levels that the basic
mission has become one of protecting grades and positions, Our files
show instance upon instance where this new agency is breeding dupli-
cation and overstaffing and not eliminating them as we in the Congress
intended.

The proposed Health Care Financing Administration appears to
be another good idea bogged down in the quagmire of bureaucratic
self-interest. The President and the Secretary could use a little help
from the Congress in dealing with these elements of the HEW bureau-
cracy. It may well be necessary for us to specifically legislate the
organization and staffing of the new Health Care Facilities Adminis-
tration. For that reason, S. 1470 includes the section statutorily
establishing the new agency.
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In fact, the simplest thing to do might be to just.incorporate all
the medicare and medicaid activities into the Bureau of Health Insur-
ance and then rename that agency the Health Care Financing Ad-
ministration. I believe we have a representative range of witnesses
this week.

It is my hope that these hearings will provide the basis for timely
co ional action on necessary chanﬁa in the way Government
conducts medicare and medicaid. As I have stated repeatedly, none
of the provisions in S. 1470 are locked in concrete. Ho , CoRn-
structive changes and improvements will be a product of these hear-

mgenator Dole, do you have a statement that you wish to make?

Senator Dore. Thank you, Mr. Chairman. I have s brief statement.

I am pleased to join with you and other members of the subcommit-
tee, when they appear, to hear comments on S. 1470. I can only echo
much of what you have said, Mr. Chairman, regarding the rapid rise
in health care expenditures, particularly the Federal share of these
expenditures. I, like you, Mr. Chairman, feel that the hearings held
last year on your similar proposal provided us with many constructive
suggestions. The result we have before us today is this bill.

As ranking Republican member of this subcommittee, I am par-
ticularly interested in seeing that meaningful improvements are made
in the medicare and medicaid programs.

We are familiar with the figures which show that total health care
spending comprised 4.5 percent of the GNP in 1950, while today 1t
amounts to approximately 8.8 percent. Projected fiscal year 1978 spend-
ing for medicare and medicaid programs alone account for $47.5 bil-
lion. But the significance stretches beyond those expenditures.

The average American citizen is also required to spend inc i
out-of-pocket costs for health care either directly or indirectly throug|
insurance premiums and taxes. We must recognize that the delivery
system itself is not completely responsible, for generating those infla-
tionary pressures. Rising labor and supply costs, the need to constantly
upgrade equipment and physical facilities, skyrocketing malpractice
premiums, and compliance with proliferation of new regulations have
all contributed.

In my view, the proposal we are discussing today addresses many
of these problems realistically. As a Senator from the State of Kansas,
many sections of which are less densely populated, I understand the
importance of provisions that consider the differenees in hospital needs
because of their differing location, size, and patient mix.

Section 11 which provides incentives for physician practice in low-
fee shortage areas is of special importance to States such as my own,
where physicians are y needed. but where recruitment is difficult.

Mr. Chairman, I join you in welcoming the witnesses who are with
us today and those we will hear from in the next 3 days. I believe that
there is a consensus among the members of the eommittee that no pro-
vision of this legislation is written in concrete. We look forward to
hearing suggestions and possibilities for improvement.

I will be particularly interested in hearing Mr. Califano’s remarks
regarding the proposeg organization of the new health care financing



76

administ ration. I share Senator Talmadge’s concern that as proposed,
the new administration would not only not reduce the bureaucracy but
would add to what has already become the catastrophic illness of our
multifaceted, poorly functioning governmental structure.

For example, it has come to my attention that in the Kansas City
HEW regional office, the social rehabilitation service has 76 em-
ployees. Of these, only 14 have responsibility for medicaid. Under the
new reorganization plans, 36 of the 76 employees are being sent to the
health care financing administration. So above the 14 medicaid em-
ployees, 22 additional social rehabilitation service personnel are being
superimposed. The balance—40—will go to the Office of Human
Development and the Social Security Administration,

Mr. Chairman, I am convinced after hearing your remarks and after
having heard of the instance I mentioned, that the issue of the present
reorganization plans should be considered carefully by our subcommit-
tee. It is quite clear that there are serious problems with the proposed
reorganization of the health care financing administration.

I would respectfully suggest that the subcommittee request the
Comptroller General to evaluate the entire situation and report back to
us within 30 days. I think he should find out whether this new agency
1s developing more as a bureaucratic Frankenstein than as a means of
doing a better job with fewer people.

The Comptroller General should be supplied with all of our com-
mittee files dealing with the development of HCFA. He should be
asked to consult with the Civil Service Commission apart from review-
ing the matter with any Health, Education, and Welfare people he
thinks knowledgeable,

It would also be helpful if the Secretary would agree to hold off with
further implementation of the HCFA until we have all had a chance
to review the report of the Comptroller General.

Mr. Chairman, that concludes my remarks, but T would hope that
there would be some immediate action taken in reference to the sug-
gestion, certainly, of the Comptroller General. I am pleased to be
working with you on this. We just successfully completed a farm bill.
Maybe we can have some luck on the health legislation.

Senator Taryapce. Without objection, that recommendation will be
adopted.

[The following is the formal request of the subcommittee to the
Comptroller General :]

U. S. SENATE, COMMITTEE 0N FINANCE,
Washington, D.C., Junc 1}, 1977.
Hon. ELMER B. STAATS,

Comptroller General of the United States,
General Accounting Office, Washington, D.C.

DEAR Mr. STaATS: On June 7, 1977, during hearings before this Subcommittee,
the Subcommittee, on formal motion. agreed to request your Office to review the
development and organization of the Health Care Financing Administration in the
Department of Health, Education, and Welfare. Subsequently, members of our
respective staffs have been in consultation on this request.

As you know, the concept of bringing the Medicare and Medicaid programs,
health standards activities, and the Professional Standards Review Organiza-
tion program under one organization was inclnded in my bill S. 3205 introduced
in the last session,

Because of my concern that this organization has been attributed to a concept
closely identified with myself, on May 5, 1977, I wrote to Secretary Califano
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expressing my dissatisfdction with respect to the new reorganization. Specifically,
my concerns dealt with— (1) the apparent proliferation of new superagencles,
(2) the fragmentation of authority and responsibility through the submergence
of the principal operating bureaus (Medicare, Medicald, and Health Standards
and Quality), and (8) the proliferation and possible overlapping of staff activi-
ties reporting directly to the Administrator.

By letter dated June 2, 1977, the Secretary responded to my concerns, However,
in the judgment of the Subcommittee, this response was not satisfactory. In
fact, detailed information received by the Subcommittee on Health subsequent
lto tt:;'y May b5 letter has served to reinforce the concerns expressed in that
e .

Therefore, I am requesting the General Accounting Office to make an immedi-
ate review of this new organization with emphasis on the following issues:

A. PROLIFERATION OF BUPERGRADES

1. How many supergrades were authorized in the operating agencies
cogsollldaﬁ?

. Immediately prior to the HEW reorganization, how many supergrade -
tions were authorized in the Social and Rehabilitation Service? %ei?ham,m
many were vacant? With the reorganization on March 8, 1977, the Service was
dishanded and its functions were distributed to the new Health Care Financing
Administration, the Office of Human Development, and the Social Security
Administration. In these organizations (i.e., HFCA, OHD, and SSA) how many
suasiergerg?de positions were designated and how many supergrade employees were
assign

8. We understand that supergrade-level job classifications are subject to
approval by the Civil Service Commission. What is the status of the approval
process—hoth within CSC and OMB—for the supergrade positions being pro-
posed for the Health Care Financing Administration;

4. What has been the result of prior reviews by the Civil S8ervice Commission
of the grade structure of the Soclal and Rehabilitation Service as it pertained
to supergrades as well as Grades G8-14's and 16's; :

B. Of the supergrades being proposed, how many would be assigned to a staff
function as opposed to a line or operation function and does the General Ac-
counting Office believe that the mix would be appropriate?

B. FRAGMENTATION OF AUTHORITY AND REBPONBSIBILITY

1. Obtain the views of key officlals of the operating bureaus as to their role
in the new organization and as to whether they view operating effectiveness
and policymaking enhanced or diminished.

In connection with any interviews, it would be appreciated, where requested
by the individual concerned, that confidentiality as to his identlty be observed.

2. Over the years a basic problem at HEW has been the timely promulgation
of regulations pertaining to '‘the health programs. If possible, please provide a
flow chart ehowing how proposed regulations dealing with (a) reimbursement,
and (b) Professional Standards Review, would be developed through the hier-
archy of the new Health Care Financing Administration.’

8. Historically, the heads of the operation bureaus for Medicare and Medicaid
have been authorized to submit program related instructions to intermediaries,
to carriers, and to the States. Will this authority remain or will it be diluted
under the new organization? Specifically, what will be the authority of the
Bureau operating heads with respect to developing and signing correspondence
to members of Congress and the public, and what will be thelr authority and
responsibility in issuing instructions to contractors and State agencles?

4. To what extent will staff offices (such as the Assoclate Admlinistrator for
Policy, Planning and Research) be involved in the flow of official communications
between the Burean heads and the Administrator or Deputy Administrator?

[+8 PBOMATIi}H AKND POSSIBLE OVERLAPPING OF STAFF ACTIVITIES

1. Identify any evidence of duplication or overlapping from the functional
statements of the various offices and Bureaus, and divisions of the Health Care
Financing Administration.

2 Does the General Accounting Office see any opportunities to combine or
consolidate any of the offices or divisions of the new organization?
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3. Is there any evidence that the structure was designed to accommodate
grades and personnel rather than to serve to enhance fuuctional efficiency in
timely policymaking and operations?

4. Is there any evidence of duplication or overlapping of stated functions
between the Bureaus' ollices and divisions of the Health Care Financing Adminis-
tration and the similar organizational elements of other organizations within
HEW? For example, what functions of the Associate Administrator for Policy
Planning and Research in the Health Care Financing Administration are dupli-
cated or overlap among the functions of the Office of the Actuary in the Social
Security Administration, and the National Center for Health Statistics and the
National Center for Health Resources Research in the Public Health Service?

Our current bill, 8, 1470, proposes reforms of the administrative and reim-
bursement procedures for Medicare and Medicaid, including a provision for the
legislative establishment of a Health Care Financing Administration. There-
fore, it is requested that you or your representatives be prepared to provide
the results of their review no later than July 18, 1977 for the Subcommittee's
consideration in connection with 8. 1470. We realize that many of the issues
pertaining to the HEW reorganization involve judgments; nevertheless, because
of your staff's extensive experience in auditing the administration of the health
programs involved, their views would be of obvious value to the Subcommittee.
In this connection, we noted that, in his testimony of June 7, Secretary Califano
also welcomed this study of the HEW reorganization which includes the estab-
lishment of the Health Care Financing Administration.

Quite simply, the basic questions are: Does this organizational structure en-
hance or impair effective and timely coordinated policymaking and operations?
Are duplicative or parallel functions and jobs consolidated or eliminated at
central and regional levels?

With every good wish, T am

Sincerely,
HerMAN E. TALMADGE,
Chairman, Subcommittec on Health.

Senator Tararance. Do you have a statement, Senator Danforth?

Senator Daxrorta. No, thank you, Mr. Chairman.

Senator Taraance. The subcommittee is indeed honored to have
the distinguished Secretary of HEW this morning.

Mr. Secretary, you may proceed in any manner that you see fit.

STATEMENT OF HON. JOSEPH A. CALIFANO, JR. SECRETARY,
DEPARTMENT OF HEALTH, EDUCATION, AND WELFARE

Secretary Cariraxo. Thank you, Mr. Chairman.

It is always a pleasure to see you and Senator Dole and Senator
Danforth. T would like, Mr, Chairman, to submit my entire statement
for the record. T will read some excerpts of it. )

I appreciate the opportunity to appear before this distinguished
Subcommittee on Health to discuss S. 1470, the proposed Medicare-
Medicaid Administrative and Reimbursement Reform Act.

I would like to make some general comments on S. 1470. Then per-
haps I will direct some comments to the remarks of the chairman
and Senator Dole, )

Last session. the Finance Committee, through this subcommittee,
again provided leadership in identifying serious problems and devis-
ing needed reforms in the Nation’s health care system. _

In less than 6 months in office, we in the new administration have
moved to support or to implement the most urgent of those reforms.

First, in the 94th Congress, you introduced legislation to remedy
serious problems created by fraud and abuse in the medicare and
medicaid programs. You recognized that fiscal integrity and sound



79

management, practices must characterize these programs if they are
to enjoy the trust and confidence of the American people.

This year, the fraud and abuse legislation has been introduced
separately in both houses of Con, with strong endorsements from
the President and from me. That legislation sﬁould soon pass the
House and we look forward to the opportunity to urge its passage in
the Senate.

Second, your health care reform legislation in the 94th Co:
proposed establishment of an Inspector General for Health within
the Department of Health, £ducation, and Welfare. That proposal—
expanded so that the jurisdiction of the Inspector General includes
all programs of HEW—became law last year, and we have acted
quickly to implement it.

The new Inspector General, Tom Morris, and the new Deputy
Inspector General, Charles Ruff, are men of superb qualifications who
have been moving swiftly to organize their office and to begin the
vital work of reducing fraud and abuse in HEW’s prograims, especially
in the Department’s health programs.

Third, you have proposed, both last session and in the present
Medica.re-i[edicaid Administrative and Reimbursement Reform Act,
that the health care financing functions of the Department be con-
solidated into a single administrative structure.

President Carter endorsed this concept early in the presidential
campaign. As you know, less than 60 da.zs after assuming office, I
effected this much needed reorganization through administrative ac-
tion. As I noted at_the time of the reorganization, we are deeply
indebted to the work of this subcommittee and to the illuminating
hearings that you held last year on the problems of health care
financing.

We have high expectations for this element of the Department’s
reorganization. The Health Care Financing Administration should
significantly improve the effectiveness, efficiency and responsiveness
of medicare and medicaid by coordinating the policies and practices
of the two programs and by eliminating, or reducing, unnecessary
and costly duplication in their operations. .

By joining these programs under one administrative structure, we
should also realize important economies through reduction of fraud,
abuse and leakage. I have with me Mr. Robert Derzon, one of this
Nation’s outstanding hospital administrators, with tremendous experi-
ence in New York City and in San Francisco, who was sworn in as the
head of the Health Care Financing Agency last week. I am delighted
that Mr. Derzon agreed to disrupt his family and personal life. He
has been in San Francisco a relatively short time. )

Wae searched long and hard for someone for this task. He is un-
questionably the finest person in thig country to do it. He did a
spectacular job in New York City and in New York State, and he
will, in tyjudgment, vindicate all the glowing reports that we received
when we checked him out around.the country, as he takes over this
agency and puts it into motion.
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I also have with me Ms. Karen Davis, Deputy Assistant Secretary
of HEW for Health in the office of the Assistant Secretary for Plan-
ning and Evaluation.

Senator Taryapee. I am delighted to have both of them before the
committee.

Secretary Cavrirano. We believe that the structure presently con-
templated 1s an appropriate first step in the development of a sound
HCF A organization, and that it will be fully consistent. with the intent
of your health care financing proposal. At this time, it is essential that
we continue to have flexibility to adapt organizational structure to
the programmatic needs that emerge from practical, day-to-day ex-
perience. We do not, therefore, believe that legislation establishing
HCFA is necessary to achieve the desirable goals of consolidating
medicare and medicaid administration.

Mr. Chairman, there is another problem identified in the proposed
Jegislation that the administration views as being of the greatest
urgency—the methods by which hospitals are reimbursed for services
provided to medicare and medicaid beneficiaries and the skyrocketing
Increases in hospital costs that are caused, in substantial part, by
present reimbursement methods.

I would like to devote much of my remaining testimony to this
fundamental issue because it is a matter of signal importance and
because the President has proposed legislation, the Hospital Cost
Containment Act of 1977, which also addresses the problem.

As you noted when introducing S. 1470, the administration bill is
a stopgap, transitional measure that complements the long-term strue-
tural reform contained in the Medicare-Medicaid Administrative and
Reimbursement Act.

As this subcommittee knows well, the medicare and medicaid pro-
grams presently reimburse hospitals for reasonable costs incurred in
providing services to program beneficiaries. This retrospective pay-
ment method has proven to be highly inflationary, because reimburse-
ment. simply covers rising hospital costs, however unneccssary or
wasteful those costs may be. By reimbursing hospitals for most in-
curred costs, this method provides virtually no incentives for
efficiency.

As this subcommittee also knows well, this method of reimburse-
ment—vwhich also applies in other health programs—has contributed
to rampaging inflation in the hospital industry, which constitutes 40
percent of health care costs. If we take no action now, total health
expenditures will double between 1975 and 1980; hospital costs paid
by medicare and medicaid will double even sooner; total hospital
spending could reach $220 billion by 1986 ; and the share of the Federal
budget that goes to hospitals will rise steeply above the present 9 cents
of every dollar.

Mr. Chairman and members, we must either take some fairly
stringent action or find the way to pick up the tab through increased
taxes onthe American taxpayers.

Section 2 of S. 1470 would establish a prospective reimbursement
system for hospitals participating in medicare and medicaid. In
essence, this is accomplished by classifying hospitals according to
bed size and type and by establishing prospective limits on per diem
routine operating costs for hospitals in that group.
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We believe that the concepts underlying section 2 of the proposed
legislation are sound and another testament to this subcommittee’s
foresight. Reimbursement of hospitals must be shifted from retrospec-
tive to prospective; prospective limits on hospital costs should be based
on different types of hospitals; and these limits should encourage
efficiency and penalize inefficiency. These concepts, as the President
has stated, must clearly be part of meani ui il )

But, although we support the concepts underlying section 2 hos-

ital reimbursement requirements, let me share with you some of the
gifﬁculties we have with that provision as presently drafted.

First, the provision applies only to medicare and medicaid pay-
ments, which constitute about one-third of hospital spending nation-
wide. Holding down medicare and medicaid payments alone could
simply encourage hospitals to refuse these patients, to provide such
patients with second-class care, or to transfer their costs to other
pa.ﬁ»rs.

r. Chairman, I was delighted to notice in your opening statement
that you would consider extending coverage to all hospitals. In Colo-
rado, for example, where the State im limits solely on medicaid,
other hospital costs in that State rose by 40 percent. So if you do not
cover it all, there will be a balloon—it is like putting your hand on
one part of a pillow and watching the rest of it blow out.

Second, we do not yet have adequate data or methodologies to
classify hospitals according to relevant cost-based characteristics—and
such a classification is, of course, necessary for a sound, long-run
prﬁective reimbursement system.

though section 2 significantly improves on the present method of
classifying hospitals—which is required under section 223 of the
Social Security Amendments of 1972—by using local wage base data
as an im¥orta.nt variable, we simply do not have such data at present
for most localities in the United States.

I do not know how long it will take to get such data. I know that
most of the data cha.n%m we made in the m1d-60’s were requested from
the Bureau of Labor Statistics and the Commerce Department. They
were not in effect for several years.

A sound classification should take into account not just bed size
and types of hospitals, as proposed in the bill, but also the types of
patients in hospitals of equivalent size and type. Obviously, a 200-bed,
short-term general hospital with a large fraction of obstetrical patients
will have different costs than a 200-bed short-term general Eospital
with a large fraction of cardiac patients. Unfortunately, we presently
lack the methodology to classify hospitals by types of patient—that is,
by the type of diagnostic patient case mix.

Similarly, the bill proposes that “teaching” hospitals constitute one
of three types of hospitals—along with short-term general and spe-
ciality ho?itals. Again, we presently lack an agreed-upon method-
ology for determining whether, and to what extent, an institution is a
“teaching hospital.” ;

We do not believe that these are insurmountable barriers to a sound
prospective reimbursement classification system, and we look forward
to working with you to develop such a system. But these difficulties are
real obstacles in the short term.
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Third, and related to the point immediately above, section 2 covers
only about 3540 percent of present hospital costs and does not in-
clude such critical expenditures as capital costs, education and train-
Ing costs, malpractice insurance expenses, energy costs, and so-called
ancillary costs—for example, the costs for expensive operating rooms
or high-priced X-ray machines. Hospitals may be able to circumvent,
section 2’s restraint on a limited proportion of their costs by shifting
costs to other. uncovered areas—for example, ancillary costs—or by
Increasing the lengths of patient stays.

I was delighted, again, to notice in your opening statement a flex-
ibility to extend the coverage of this legislation should we, or others,
be able to convince the subcommittee that that is an important thing
to do.

Senator TaLmapce. We would be delighted to have your recom-
mendations in that regard, Mr. Secretary.

Secretary Cavirano. Thank you, sir.

Fourth, we seriously question whether a specific classification sys-
tem should be actually written into a statute, Even when we are able
to devise an adequate classification system for prospective hospital
reimbursement, we will be continually refining our data and meth-
odologies. Flexibility should be buil into the statute to allow for
improvements without additional legislation.

Fifth, section 2 does not place a limit on actual increase in hospital
costs over time but instead bases its limits on the average costs for
types of hospitals. Thus, if all hospitals increase their costs substan-
tially from one year to the next, this provision would permit reim-
bursement to rise accordingly.

The skyrocketing, 15-percent-a-year increase in hospital costs would
continue interminably.

Finally, section 2, while pointing the way toward sensible changes
in reimbursement. techniques, will not, in our judgment, effectively
control costs in the immediate future. Indeed, our preliminary, rel-
atively conservative estimates indicate that section 2 could cost up to
$50 million more in fiscal year 1978—even if it could be fully im-
plemented—than the present cost-limiting provisions already in law.

Not only could section 2 add as much as $50 million to President
Carter’s fiscal year 1978 budget, but its costs appear to increase with
time—to approximately $55 million in fiscal year 1979, $64 million in
fiscal year 1980, and $75 million in fiscal yvear 1981,

If modifications could be devised to meet the difficulties discussed
above, however, then we would expect substantial long-term savings
from section 2.

I might note, Mr. Chairman, in view of your opening statement,
the professional actuaries who did the analysis included a factor for
the effect of incentives, I will submit for the record all of their de-
tailed work, because I think it would be helpful for your experts to
look at what our professional people have done.

Senator Tararapae. We would be pleased if you wonld submit that
data, Mr. Sccretary.

Secretary CaLivaxo. Thank you, Mr. Chairman.

[The following was subsequently supplied for the record :]
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JUKE B, 1977.
Note to the files,
Subject : Summary of selecbed Talmadge bill (8. 1470) provisions and cost esti-
mates for HI.
Following is a brief description of the provisions of 8. 1470 which are expected
to have a significant impact on HI, the expected financial impact of such provi-
sions, and the principal assumptions underlying these estimates.

1
BECTION 2—REIMBURSEMENT FOE ROUTINE OPERATING COSTS OF INPATIENT HOSPITAL
BERVICES

A uniform system of accounting and cost reporting would be established, and
hospitals would be classified by bed size, type of care, etc. Routine operating
costs (l.e., costs other than capital and related costs, education and training
costs, intern-resident-physician costs, heating and cooling energy costs, mal-

pracitce insurance costs, and ancillary service costs) would be reimbursed on the
following basis :

(a) An “adjusted per diem payment rate for routine operating costs” would be
established for each classification cell, based on average routine operating costs
for the cell and adjusted for price increase.

(b) A hospital which has actual routine operating costs greater than or equal
to this rate would receive its actual costs, subject to 2 maximum of 120 percent
of the greater of (1) the rate for its cell and (2) the rate for the cell in the
nearest bed-size category

(c) A hospital which has actual routine operating costs less than the “adjusted
payment rate” would receive itg actual costs plus the lesser of (1) 560 percent
of difference between actual costs and the payment rate and (2) 5 percent of the
payment rate.

Certain other adjustments and exclusions are identified in the bill

This section of the bill would be fully effective for hospital fiscal years begin-
ning with flacal year 1981, The following estimates illustrate the impact of this
gsection without regard ta the implementation schedule, based on a fully imple-
mented, full-year, incurred basis:

COST IMPACT

{in millions]

implementa-  Elimination
tionofS. 1470 of sec, 223 Net impac

—Pﬂ -Hlss +u5
—100 I
—120 175 55
—140

—160 230 - 70

The above estimates, both for Section 228 and Section 2 of 8. 1470, were
based on distributions of Medicare hospital routine cost per day amounts by bed
size, metropolitan-nonmetropolitan, and other classifications. Specific recognition
was given to (1) the types of costs excluded from coverage and the various
exception or adjustment provisions under 8. 1470 and (2) the exception catego-
ries under Bection 228. The net result is a reduction in average hospital reim-
bursement levels of 0.5 percent under 8. 1470 (a reduction of 1.2 percent due to
the upper limit, partially offset by a cost of 0.7 percent due to the incentive pro-
vision) versus ‘0.7 percent under Section 223, Although the 120 percent limit
under Section 2 is more stringent than-the present Hmitation under Section 223,
the “incentive” provision offsets a part of this higher level of savings; this results
in lower total savings than under Section 228.

SECTION 3—PAYMENTS TO PROMOTE CLOBINGS OR CONVERBION OF UNDERUTILIZED
FACILITIES

Capital and increased operating costs associated with the approved closing or
conversion of underutilized bed capacity or services would be recognized as
reasonable costs for reimbursement purposes.
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This section of the bill would be effective upon enactment, with applications
for approval to be accepted beginning with January 1, 1975, but with a maximum
of 50 approvals to be granted prior to January 1, 1981. The following estimates
illustrate the full impact of this section, without regard to the 50-hospital limit :

Cost impact

Fiscal year: (millions)
Lt g RS RS SRR SR S e — - $—85
TOTY: cascsr o s Fali s G e e e S S —100
O e e e e e e —115
198] s e ——————————— —135
198 e —155

These estimates were based on a distribution from a 500-hospital sample of
the number of hospitals, the number of hospital beds, and the amount of hospital
expenses by occupancy rate. A target minimum occupancy rate, for purposes of
this section, was assumed to be 70 to 75 percent; a reduction in the supply of
beds nationally of about 5 percent would result if all hospitals were raised to
this level by reducing the number of beds maintained. Partial or full closing was
assumed to be practicable in settings accounting for 14 to 1% of these beds, on
a dollar-weighted basis (i.e., reflecting the fact that the bulk of the hospitals
with the lowest occupancy rates tend to be smaller hospitals with relatively low
levels of cost, where closing tends to be less feasible). The marginal savings be-
tween (1) maintaining an empty bed and (2) ceasing to maintain such a bed but
recognizing certain residual costs was assumed to average 20-30 percent, based
on the hospital expense categories that could be reduced or eliminated. The net
result is a potential level of savings of about 0.5 percent, under full implementa-
tation and full participation by the hospital sector.

BECTION 46—RATE OF RETURN ON EQUITY FOR PROPRIETARY HOSPITALS

The rate of return on equity recognized by the program would be increased
from 1% times to 2 times the current interest rate on trust fund assets.

The section of the bill would be effective upon enactment, applicable to hospi-
tal fiscal years beginning after the month of enactment. The following estimates
illustrate the full impact of this section :

Cost impact

Fiscal year: (millions)
A i i i e AR T S e e $30
TOTE i o s i s i S e 33
FOR0: o c v s s ST T e e ey 36
OB e emurarnmrnpn s nss s s s e S S 40
L e M Sy et S e it R e S AN . +H

These estimates were derived from data collected from a sample of Medicare
cost reports for proprietary hospitals and from data published by the American
Hospital Association on investor-owned short-term hospitals,

RoxALD HARRIS.

TALMADGE BILL (SUMMARY OF ASSUMPTIONS USED FOR PART B ESTIMATES)
SECTION 10 (ADMINISTRATIVE COST SAVINGS ALLOWANCE)

Based on a National Center for Health Statistics survey and SMI program
experience, i t is projected, that there will be 7 physician visits per SMI enrollee
during fiscal year 1978. 25% million SMT enrollees are projected for fiscal year
1978, Approximately 55 percent of SMI ¢laims are submitted on an assignment
basis. Therefore if $1 is to be paid for each visit paid under assignment, the cost
would be %30 million for the three months that the provision would be effective
in fiscal year 1978 and $115 million during the full year, fiscal year 1979.

SECTION 11 (NEW PHYBICIANS IN SCARCITY AREAS)

Allowing new physicians in scarcity areas to establish their customary charge
levels at the ¥5th percentile rather than the 50th percentile would add about 20
percent to present law reimbursement levels to those new physicians. This esti-
mate is hased on data from a survey of customary charges in Arkansas. From
“The Supply of Health Manpower,” it was estimated that 12 percent of new
physicians (1700 in fiscal year 1978) would be working in scarcity areas. The new
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physicians will be receiving an estimated $13,000 per year in reilmbursement from
Medicare in fiscal year 1978. Therefore, the incurred cost of this program for
fiscal year 1978 is $5 million. .

Section 11 (Statewide prevailing charge limit to locally prevailing charges).
By denying the automatic, yearly adjustment to any prevailing charge level
which is more than 114 times the statewide prevailing, a savings of approxi-
mately 1.6 percent of current physician expenditues would be achieved.

This estimate is based on an analysis of the 1077 prevailing charge levels and
the 50th precentile levels in a sample of high frequency procedures for five states.
Based on estimated current law physician expenditures of 515& in fiscal 1978 the
provision would save $80 milllon. ;

BECTION 12 (REIMBURSEMENT FOR PATIENT B. & D.)

The change in the reimbursement procedure for inpatient radiology and
pathology will affect only those physicians billing Medicare directly. Non-par-
ticipating physicians will be reimbused at 80 percent rather than 100 pereent.
An estimated $200 million is projected for fiscal year 1978 for a total
R. & P. expenditures paid directly. Assuming a 50 percent assignment rate for
hospital based physicians there will be a savings of $5 million in 3 months of
fiacal year 1978 that the provision would be effective, and $25 million in the full
fiscal year 1979.

Summary of provisions and cost estimates for BMI

1. Administrative cost-savings allowance (section 10)—$1 per eligible patient
would be payable to a participating physician, which would cover all services
billed for a patient included in a multiple billing listing. Effective July 1, 1977.

Cost

Fiscal year: (millions)
1978 - $110
1979 —_— 180
1980 ce e —————— 150
1981 166
1982 180

2. New physicians in scarcity areas (section 11)—New physicians in localities
with low fee levels would be permitted to establish their custémary charges at the

75th percentile rather thau the 50th. Effective upon enactment. -
o8

Fiscal year: (millions)
1978 % = $6
1979 i b
1980 = b
1981 . b
1982 1]

3. Statewide prevailing limit to locality prevailing fees (section 11)—The
statewide prevailing fee would be the 50th percentile for all customary charges
in the state. If any prevailing charge in a locality is more than %3 higher than
the statewide prevailing, the locality prevailing would not be automatically in-
creased each year, Effective upon enactment.

Savings

Fiscal year: (milliona)
1978 -- 880
1979 95
1080 - 110
1981 SR 120
1082 130

4. Reimbursement Hmit for inpatient R. & P, (section 12)—Reimbursement for
inpatient radiology and pathology will be 100 percent only for participating
physicians (i.e., those agreeing to accept assignment). Nonparticipating physi-
clans will be relmbursed at 80 percent. Effective July 1, 1978.

; Havings
Fiscal year: _ (miliiona)
1978 $20
1979 — 25

588

1960
Bee
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5. Liberalized coverage of ambulance services (section 41)—Currently, ambu-
lance service to a hospital outside a patient's locality is covered if the hospital is
the nearest institution with appropriate equipment, personuel, and with the
capability to provide necessary services. However, ambulance service to n more
distant hospital solely for the services of a physician in a specific speciality does
not make the hospital the nearest with appropriate facilities.

The proposal includes ambulance service to a hospital for the services of quali-
fied medical personnel. Effectve first calendar month beginning after date of
enactment.

Cost—no more than $2 million.

Secretary Cavnirano. For these reasons, Mr. Chairman, I share your
views that the President’s proposed Hospital Cost Containment Act of
1977 is complementary to S. 1470. The administration’s cost contain-
ment proposal is a transitional program, designed to restrain the in-
tolerable current rate of increase in hospital costs and to gain the time
necessary to work out some of the difficulties that we ~cc i the present
version of section 2’s hospital reimbursement reforms.

As you know, the President’s bill limits increases in total hospital
inpatient revenues to an annual rate of about 9 percent, beginning in
October 1977. The program would cover the inpatient revenues of
about 6,000 acute care and speciality hospitals, but exclude long-term,
chronic care and new hospitals.

The basic limit would be set by a formula reflecting general price
trends in the economy with an increment for increases in services.
Each cost-based third party payor would apply the limits in interim
and final payments, and would monitor hospitals for compliance with
respect to its own subscribers.

Under present estimates, the savings resulting from implementa-
tion of the Hospital Cost Containment Act would be approximately
$1.9 billion in fiscal year 1978—including $657 million in medicare
and Federal medicaid and $879 million in private funds. By fiscal year
1980, net savings would nearly triple to over $5.5 billion, including
$2 billion in medicare and Federal medicaid and $2.6 billion in private
funds.

Thus, Mr. Chairman, as you stated on May 5, 1977, when introduc-
ing S. 1470, the Medicare-Medicaid Administrative and Reimburse-
ment Reform Act “represents a long-term basic structural answer to
the problem of rising hospital costs, whereas the administration is
calling for a short-term interim cap on revenues to be in place only
until a long-term solution can be established.”

‘We recognize that our proposal is only a short-range measure, but
it is no less necessary for being short-term and can serve the critical
function of simply, quickly and effectively curbing the intolerable rise
in hospital costs.

While I will not attempt to describe the administration’s cost con-
tainment proposal in any great detail at this time, Mr. Chairman, I
would like to take this opportunity to respond to several specific ques-
tions and concerns you expressed about the administration proposal
in your statement introducing S. 1470.

You expressed concern that the administration proposal might es-
tablish a floor rather than a ceiling. Initially, when we were devising
the proposal, I was worried about that, but I do not believe that hos-
pitals will increase their revenues to the 9-percent allowable limit un-
der our program. Experience with the economic stabilization program
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indicates that a substantial fraction of hospitals kept costs and rev-
enues within the limits imposed and did not automatically increase
them to the maximum extent allowable. ) - ;
Similarly, approximately one-fifth of all hospitals now voluntarily
keep their cost increases below ‘i[pement annually even th they

are not required by law to do so. Moreover under our plan, we have in-
cluded Etglmons which would reward those hospitals coming in be-
low the limit in any given year.

Mr. Chairman, you also indicated some concern that our exceptions
are excessively generous. )

We believe that we have restricted exceptions to enly those condi-
tions genuinely meriting some flexibility. There are only two basic
grcnmg for exceptions—major changes in patient loads—more than a
15-percent increase in admissions—and major changes in new capital
facilities or equipment.

In both cases local health systems agencies would have to approve
exceptions. The hospital would also have to demonstrate that it had
current assets less than apfmximately twice its current liabilities, and
therefore was in need of additional revenue to make those major
chan,

We also permit an optional adjustment for increases in wages of
nonsupervisory employees. W have not been the driving force in
hospital costs increases. Historic trends in hourly increases have been
7.2 percent for hospital nonsupervisory workers for the past 6 years.
Even assuming that these wages should increase at a rate of 9.5 percent,
the allowable revenue limit would be increased by less than a percent-
age point. This provision is important to protect low-wage hospital
workers from any adverse impact of cost constraints and to recognize
that their average wages y still are 15 Eercent below the wage
for the average wage for nonagricultural workers in our economy.

You also expressed some reservations about our program’s differen-
tial impact on efficient and inefficient hospitals.

‘We do not believe our program penalizes efficient hospitals. Efficient
low-cost hospitals should not need increases greater than 9 percent. It
is true, however, that our program does not eliminate all of the waste
and inefficiency in the m. As I indicated earlier, one of the major
technical deterrents to doing so is the lack of an adequate classification
system for distinguishing efficient and inefficient hospitals. But our
plan would penalize those inefficient hospitals whose costs are currently
rising at a greater rate than 9 percent and put us in much better posi-
tion to ferret out remaining inefficiency in a long-term solution along
the lines you have pn:md.

Furthermore, the inistration proposal does build in & number of
rewards for hospitals which choose to become more efficient.

Hospitals that close unnecessary facilities or eliminate duplicative
equipment would have revenues for these services retained in the base—
if the HSA approved discontinuance of these services. Thus, the hos-
pital would be permitted a greater than 9-percent increase on remain-
ing services.

Hospitals that work with their medical staffs to eliminate unneces-
sary tests, admissions, or days of stay would be permitted higher allow-
able revenue per unit of service—since our limit is on total revenue
increases.
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Mr. Chairman, you also indicated some concern about starting
with a transitional cost containment program and then moving to a
longer term system. As noted, we feel strongly that thp problem of
rising costs is of such disastrous proportions that we simply cannot
wait for a perfect solution before acting. It is important, however, to
provide for an orderl%r evolution. We have designed our transitional
program so that it will be compatible with a number of more funda-
mental structural reforms of reimbursement methods, including the
types of incentives for improved efficiency contained in your bill.

Finally, I would like to respond to one other query about the ad-
ministration’s program—namely, that any slowing of the rate of in-
crease in hospital costs can only be achieved by lowering the quality
of patient care.

hat is absolute nonsense.

Mr. Chairman, your subcommittee has contributed significantly to
our understanding that more is not always better in the health care
system. Unnecessary medication, hospitalization, testing, and surgery
can be positively harmful to health and can constitute poor health care
policy. Our program provides a strong economic incentive for hos-
pitals to work with professional standards review organizations to
curtail this unnecessary utilization. Unlike the current cost reimburse-
ment system, our program would reward the hospital which chooses
to reduce the length of patient stay or reduce unnecessary admissions.

Mr. Chairman, one of the most important points related to the care,
to the impact of our program on hospital care, is the fact that some
hospitals in this country have become so obese that they are literally
endangering the lives of the patients that they serve.

Both title I and title IT of our plan would provide strong incentives
for hospitals to reduce unnecessary specialized facilities. For ex-
ample, studies have shown that to maintain minimum standards of
quality, a cardiac center should perform four to six cardiac operations
weekly. Over 80 percent of all hospitals performing cardiac surgical
procedures do not meet this requirement. In fact, an independent study
of a Massachusetts hospital. where 49 percent of open-heart surgery
patients died during the period 1968-1975—an unusually high death
rate—concluded that an inadequate number of open-heart operations
at the hospital, and the resultant inexperience of the cardiovascular
team, contributed to the poor results.

The administration’s proposal can help eliminate underutilized
cardiac care facilities, promote regionalization, and thus improve
patient care.

Another area where substantial cost savings would be achieved with
an actual improvement in qualitv of patient care in inhalation ther-
apy. Mr. Chairman, vour staff has alerted the Nation to alarming
improper professional practices in this area. One study indicates that
approximately $500 million could be saved by eliminating those in-
halation therapy procedures which are of dubious benefit.

In sum, with the help of this subcommittee, we have identified over
%5 billion in savings that can be achieved without harming patient
care. A “fat list” of those wasteful or unnecessary items which could
be trimmed back without affecting quality of care is appended to my
statement.
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For these, and for other reasons that I will hopefully detail before
this subcommittee when it considers the Hospital Cost Containment
Act of 1977, we believe that the administration’s proposal is a neces-
sary precursor to the major, structural hospital reimbursement re-
forms set forth in S. 1470. -

Mr. Chairman, I will submit the rest of my statement for the rec-
ord. I can either comment on some of the points that you made in
your opening statement if you would like me to, or refer to one or
two other items in your legislation that we think we should deal with
directly, and also comments on Senator Dole’s statement.

Senator Tarmapce. That would be fine.

Secretary Carirano. As far as the Health Care Financing Agency
is concerned, I wrote you a letter on June 2, which I am not sure you
have yet received. I would like simply to make a couple of points
from that letter.

One, the number of supergrades moving throughout the Depart-
ment to the Health Care Financing Agency, those available to move
into that Agency, is 28. We intend to use only 22 of those super-
grades, and possibly an additional 5 in the regions.

If we do not need the five supergrades in the region, there will ac-
tually be a reduction.

The programs that HCFA will deal with involve $40 billion in
Federal Funds and $10 billion in State funds—$10 million beneficiar-
ies, sensitive beneficiaries—the old and the poor—and 4,200 employees.
I think that is a remarkably small number of supergrades to deal
with an organization of that size.

As you well know, there are many organizations in this Govern-
ment with a much larger number of supergrades. One example, in an
area with which you are familiar, is the Foreign Agricultural Serv-
ice, which has 20 supergrades, 751 employees and a $43 million budget.
It has, in effect, one supergrade for every $2 million. We have less
than one for every $2 billion.

I think we need talent at the top of this Government. I have spent
a large part of my time since I became Secretary trying to recruit
that talent, and we need the grades to get that talent.

Also, as you know, the supergrades have to be justified independ-
Bllllt]y with the Civil Service Commission and they will be submitted
there.

I think we are doing as well as we can in that arena. I think it is
a very modest request. I was surprised when ultimately we were able
to hold to that number of supergrades, compared to the rest of the
Government. I would be happy to compare that agency with any
number of agencies in the Government.

Secondly, as far as the comment of Senator Dole regarding having
the Comptroller General look at HCFA is concerned, I would be
happy to have the Comptroller General do anything in HEW. I am
trying to build the Inspector General’s Office into our own Comp-
troller General, if you will. You will remember that from my con-
firmation testimony, and I am moving in that direction.

The organization of HCFA has moved along. I do not think there
is any reason to stop the reorganization, pending that examination.
It would have a very serious and deleterious effect on the beneficiar-
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ies of these programs and our ability to meet the cost savings goals
that we are setting.

Further, with the creation of HCFA and the other elements of the
reorganization, I amn trying to save about $1.8 billion between now
and 1981, then $2 billion a year beginning in 1981, as a result of our
reorganization, and I am pressed very hard to keep it on track and
get 1n place the kinds of things that we need in place to meet these
savings goals.

I would be delighted to have Mr. Staats and his people. One of the
first things I did after I became Secretary of HEW was to ask the
(‘omptroller General to come over with his top people to examine
HEW, and I spent hours with him and found out all of the prob-
lems that they felt were there, all the changes they thought could be
made. They are an extraordinarily able group of people. They were
very helpful to me then; perhaps they can be very helpful again in
this and other areas,

Senator Dore. Thirty days more would not disrupt your progran.

Secretary Carirano. No, I think we will have to go forward with
the program. The thing is just on track, like a PERC systemn, the
Navy system, where vou set up points moving to something very
large and complex. We are moving.

There are 15,700 people who are being changed as a result of this
reorganization. It is a very complex organization. It will be comn-
pleted within the next 10 days, 10 or 15 days. I think that it would
be very wrong to delay that, but I would be delighted to welcome the
Comptroller General—there is nothing that will, in any way. inhibit
the Comptroller General’s study or inhibit us in acting on any of his
recommendations that are helpful.

Indeed. I think you will find that many of the suggestions that the
Comptroller General and his people made to me in the meetings I
had with them shortly after I became Secretary are indeed being in-
corporated in the rcorganization of HCFA and the reorganization
of other elements of the departments of HEW.

I share the subcommittee’s concern. I share the concern of every
committee in the Congress that looks at HEW that this Department
needs to be better managed. I have devoted a substantial amount of
time to relatively obscure management questions. For example, I dis-
covered that there was no procurement system in HEW. We had a
system in which we gave out $7 billion a year in grants and contracts
and had no procurement, no true procurement system, nothing com-
pfaﬁrable to NASA, for example. We had no certified contracting
officers.

I put into place 3 weeks ago, after weeks of work, the first procure-
ment system for training those officers, a system for establishing a
cadre of trained people, a system, I hope, that will increase competi-
tive bidding on our contracts and grants and displace some of the sole-
source procurement.

The Department has several management problems. I am trying to
address them.

The investigations undertaken by the committees of the Congress,
including this committee and the Senate Human Resources Commit-
tee over the past several years, have provided ample suggestions and
identification of many of these problems. I am trying to move as fast
as T can on them.
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I want this Department to be a model of efficiency in this Govern-
ment. I intend to exert every energy I have in that direction.

Mr. Chairman, I will make two other comments, and I will then
insert the rest of my statement in the record. These are larger matters
of concern. One is a provision in the bill not directed at the reimburse-
ment area, the provision for the secrecy of the payments made to
doctors which would prohibit the Secretary of HEW from making
available to the public and the press under the Freedom of Informa-
tion Act or otherwise, the amounts of money paid to individual doc-
tors by medicare. We strenuously object to tgat provision. We believe
that sunshine is the greatest disinfectant for health care.

Senator TAryapce. Would you yield at that point?

Secretary Caviraxo. Yes.

Senator Tarmapce. Would you guarantee the accuracy of the re-
port? We inserted that provision in the bill because there has been
Inaccurate information.

Secretary Carrrano. We have taken steps. I deeply regret the list
that went out. It was not in many respects an accurate list. I expressed
that regret directly to Dr. Samson of the AMA. We have taken steps
to improve that.

At this time, in addition to an examination of our whole computer
system, and of the computer systems of our payors, we are setting in
motion a system of sampling payments made to individual doctors
throughout the year, and before we release a list in the future we will
be checking with the people who are being paid.

Senator Taraapge. If you can guarantee the accuracy, I would have
no objection to deleting that provision in the bill.

Secretary Carrrano. Thank you, Mr. Chairman. It is important that
the American people know who is getting their tax money.

The other point, Mr. Chairman, relates to the provision in the bill
that would permit profitmaking hospitals to increase their profits.

Presently, profitmaking hospitals under legislation are permitted
a profit rate of 1.5 times the long term Treasury bill rate. The long
term rate on Treasury bills is now 7 percent. They are permitted a
profit rate of 10.5 percent. Your legislation would permit them to
increase their profit rate by 33 percent to two times the long term rate,
permitting them profits of 14 percent.

We believe, as I pointed out in the fat list, that hospitals in this
country make ample profit. All hospitals in this country made $438
million in profits in 1970. In 1976, their profits were over $1 billion.

We think by letting hospitals get even more profits, we would con-
tribute to inflation. We really would be adding, as I said in another
connection, even more sweets and deserts, pies, candy, and cream puffs,
to the very obese hospital system that we have now in our Nation.

Mr. Chairman, I appreciate the opportunity to express these views.
Let me underline one thing : the concept of prospective reimbursement
is a critical concept for the future. You have identified that early.
Many of the things that T have tried to do, both administratively and
in terms of legislation that has been recommended, have come out of
the work that you have done over the last several years.

I think that you, Mr. Chairman, and Senator Kennedy and your
subcommittees, have made significant contributions to whatever we
have been able to get done in these first few months and what we are
trying to do in the future.
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T think that I and the American citizens and those interested in
the health care system should be deeply grateful to both of you and
both of your subcommittees.

Senator Tarmance. Thank you very much, Mr. Secretary, for a very
fine statement.

On the profit of hospitals, T believe you have overstated the situa-
tion a little. We have limited a 15-percent return on equity, which
we thought was rather reasonable. We think we have the same con-
straints on for profit hospitals that we did earlier. ) )

If you have any recommendations to perfect it, we will be delighted
to have them.

I would also like to say at this point that T invited Senator Kennedy,
chairman of the Subcommittee on Health of the Committee on Human
Resources, to sit with us this morning. Unfortunately, he was unable
to be present. .

M. Secretary, S. 1470 contains a subsection establishing a procedure
for developing and utilizine velative value schedules in determining
the reasonableness of physicians fecs. T believe proper safeguards have
been included to adeqnately protect the public interest.

Do vou have any views on this ~cction of the hill?

Secretary Cartraxo. Mr. Chairman, we think that eventually the
health eave system and the (Govermment will have to deal with
physician’s fees. Early this year, President Carter and T considered a
recommendation that had been made to ns with relation to physician’s
fees. We rejected it, because we felt that we did not know enough
about it.

T cuess my answer to your question is that we believe something
has to be done about, physician’s fees. T am not 100 percent certain that
the precise way that it 1s done in this bill is the best way to do it, and
I think we can provide a more sophisticated response to that question
if we just have a little more time.

Senator Taryabae. Would vou send us a recommendation specifi-
cally on that particular proposition ?

Secretary Cavtrano. I will, Mr. Chairman.

Senator Tararance. And on value schedules?

Secretary Carirano. Yes, sir,

Senator Tararance. On page 12 of your statement, vou say that one-
fifth of all hospitals now keep their costs increases below 9 percent,
voluntarily.

First, are these hospitals gencrally smaller or large institutions?

Secretary Cavirano. 22.2 percent have their costs down below 9 per-
cent: 28.3 percent of small hospitals—those with fewer than 4,000
admissions—keep their costs below 9 percent ; 14.7 percent of the large
hospitals—those with 4,000 or more admissions—kecp their costs be-
low 9 percent.

Of the Government hospitals, 26.3 percent are below 9 percent. Of
the nonprofit hospitals, 19.4 percent are below 9 percent. Of investor-
owned hospitals, 25.1 percent are below 9 percent.

Examples by region: in New England, 20.8 percent of the hospitals.
In the South Atlantic, 18.7 percent are below 9 percent. In the Pacific
area, 21.9 percent are below 9 percent,

Senator Tarmapce. How about by size ¢



93

Secretary Carirano. By size, as I said, the smaller hospitals, with
fewer than 4,000 admissions, 28.3 percent are below 9 percent. Of the
large, those with 4,000 or more admissions, 14.7 percent are below 9
percent.

Senator Dore. Will you yield ?

Senator TaLmapGe. Yes. L.

Senator Dore. Are these the same hospitals each year, or 1s 1t a
changing list ? L

Secretary Carirano. I cannot answer that. I do not think it changes
very much. A lot of hospitals have driven the cost down. I can get
you more detailed data on that, Senator Dole.

Senator Doce. If it is a changing list, the list would not be very
meaningful.

Secretary Carirano. I do not think it is.

Senator TarLmapee. Following on Senator Dole’s question, are these
the same hospitals with a percent below 9 percent? In other words,
how r;'lany have kept their increase below 9 percent for 3 consecutive
years

Secretary CaLirano. I will have to submit that for the record. Some
hospitals are doing that.

[The following was subsequently supplied for the record :]

The Department recently completed a study which determined the number and
types of hospitals experiencing annual increases in total operating expenses of
less than nine percent for the period 1974-75, the most recent period for which
complete data are available from the American Hospital Association. The findings
were as follows:

18.2 percent of hospitals experiences increases in total operating expenses
less than 9 percent;

25.4 percent had increases in total operating expenses per adjusted (for
outpatient visit volume) admission less than 9 percent; and

19.7 percent showed increases less than 9 percent in total operating ex-
penses per adjusted patient day.

Although many hospitals had cost increases below 9 percent, most hospitals
did not. Groups of hospitals with the following characteristics had a less than
average proportion of hospitals realizing cost increases below 9 percent for all
three cost measures :

Hospitals with nonprofit, nongovernment type of control;
Hospitals with a northeastern location;

Hospitals with a metropolitan location; and

Hospitals with more than 4,800 admissions.

A similar study for the periods 1973-74 and 1972-73 is currently underway
iu the Department. As soon as the results are available they will be made avail-
able to the committee.

Secretary CavLirano. I would also note that there are States that have
rate commissions that your bill recognizes and which the President’s
bill recognizes. in which hospital costs, hospital rate increases, or hos-
R;tal revenue increases, are held below 9 percent. Massachusetts is one,
Maryland is another, Connecticut is now putting such a system in
place,, Rhode Island, some other States.

‘Senator Tarmapee. You will submit that for the record?

Secretar_g CarLirano. Yes.

[The following was subsequently supplied for the record :]

HoSPITAL REIMBUESEMENT RESEARCH
PROSPECTIVE REIMBURSEMENT

Prospective reimbursement encompasses those mechanisms of payment to
health eare providers which establish the rate the provider will be reimbursed
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prior to the period over which the rate is to be applied. Traditionally, most health
insurers, including Medicare pay hospitals and other providers retrospectively
on the basis of their reasonable and allowable costs. While this policy guarantees
coverage for almost all hospital expenditures, it provides little economic incentive
to the hospital to moderate costs. Proponents of prospective reimbursement be-
lieve that the rewards and penalties built into such systems wll motivate pro-
viders to allocate resources more efficiently without compromising the quality of
their services.

Fvaluations of nonfederally funded systems

When the Social Security Amendments of 1972 were enacfed, several State
and local prospective reimbursement systems were operating without Federal in-
volyement. Consequently, the Division of Health Insurance Studies decided to
conduct indepth analyses of several of these existing systems in order to deter-
nmine where and how experimental resources should be concentrated. These
analyses have attempted to determine the impact of prospective reimbursement
on hospital administration, cost behavior, and quality of care through compari-
sons with matched control groups of hospitals and/or before and after time
periods.

The seven operating systems selected for empirical study were those in western
Pennsylvania, upstate New York, downstate New York, New Jersey, Rhode
Istand, Indiana, and Michigan. These systems had a variety of sponsors including
Blue Cross plans, State governments, and bospital associations and employed
one of five prospective payment methodologies—budget review, budget reviews by
exception. formulas, negotiation, or some combination thereof. The evaluation
of these systems will soon be available from the National Technical Information
Service. At present, all but the Indiana and Michigan evaluations have been
completed.

In general, the evidence from the analyses suggests that the prospective reim-
bursement programs have been moderately successful in lessening the pace of
hospital eost inflation. Thse findings are significant in that they represent the
first careful documentation in the United States that prospective reimbursement
has a downward effect on hospital costs. Based on these results, seven elements
have been identified which appear to be essential to an efficient prospective rate-
setting program. These elements are as follows:

(1) All hospitals within a given system should submit accounting and reporting
data based on uniform systems.

(2} Health planning and ratesetting should be closely coordinated.

(3) Prospective ratesetting systems should focus on total hospital expenditures
including utilization factors.

(4) Prospective ratesetting systems should cover all payers.

(3) Hospital participation in prospective ratesetting systems should be
mandatory.

(6) Statistical screens should be established to determine what hospital costs
are reasonable.

(7) An appeals or exceptions process should be created to allow hospitals the
opportunity to rectify what they believe to have heen an inappropriate decision.

Resnlts of the statistical measurements of cost savings achieved by the pro-
spective reimbursement systems analyzed are summarized in table 1.

TABLE 1.- COST SAVINGS FROM NONFEDERALLY FUNDED PROSPECTIVE REIMBURSEMENT SYSTEMS*

Percent savings

\I'nlupt‘aryf per year
" Y

Program Duration  Methodology slatus Per day Per case

New Jersey. . ... coeceooooae . 1969-73 Detalled budget review b L
New York (upstate)_ 1970-74 Formula._. Lt 1 2
New York (downstati . 1968-74 . _..do... . 4 2
Rhade Island .. __ _ 1972 Negotiated budgets ... R 3.7 3.1
Western Pennsylvani . 1870-74 Formula and budget review______ do.o__.. 4 2.6
1 Excludes evaluat of the syst perating in Michigan and Indiana which are still in progress. Final reports are

due by the end of 1977.
1 Two-percent savings per year on total costs.
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In viewing these results, it should be cautioned that many findings did not pass
rigorous statistical significance tests. Even where statistics were significant, the
1- to B-precent magnitude of savings attributable to prospective relmbursement
would not suffice to bring hospital cost increases in line with inflation in other
sectors of the economy. Nevertheless such'savings compounded over time offer
a substantial benefit to the economy.

Federally supported research evperimentation

Between 1972 and January 1977 the Social Security Administration imple-
mented five prospective reimbursement demonstrations involving wailvers of
Medicare reimbursement principles for short-term acute hospitals. Concurrently,
over 20 other studies, developmental projects, and evaluative projects have been
initiated. The focus of these activities has been on the hospital, for it is the
hospital sector of the health care delivery system which has experienced the
most precipitious increase in costs. Since the expiration of the Economic Stabili-
ization Act in April 1974, the hospital service charge component of the Consumer.
Price Index (CPI) has risen at an annual rate of approximately 13.4 percent,
as compared with the 7.5 percent increase in the overall CPI. Medicare's outlay
for hospitals has risen commensurately.

In the past 2 years, DHIS's prospective relmbursement research and experi-
mented efforts have expanded rapidly and entered a “second generation.” Six
new projects have resulted from a request for proposals (RFP’s) issued in
September 1975 soliciting offers to develop or implement prospective ratesetting
systems. Two of these new contracts are operational : Washington State Hospital
Commission and Blue Cross of Western Pennsylvania. The other four, to develop
and/or refine prospective ratesetting systems, were awarded to the Massachu-
setts Rate Setting Commission, the New Jersey State Department of Health, the
Blue Cross Association of New York and the Connecticut Commission on Hos-
pitals and Health Care. SSA has also recently signed a two-phased contract with
the Maryland Health services Cost Review Commission. These second generation
ratesetting activities have incorporated and built upon experience gained from
previous research. Each of these new programs is based on mandatory provider
participation. The programs will be carefully monitored and analyzed to deter-
mine how hospitals would have behaved in .the absence of specific prospective
reimbursement models and to determine if broader mandatory statewide pro-
grams, including all payers, are more effective than earlier “first generation”
systems in containing health care costs. Because the procedures used to set rates
are perhaps the most transferrable features of ratesetting programs, these anal-
yses will focus on comparison of alternative ratesetting methodologles.

The relationship of the ratesetting authority to other State agencies will also
be studied to assess the internal structure of alternate ratesetting agencies. Some
of these new programs may ultimately qualify for grants under section 152¢ of
Public Law 93-641. Under this authority, DHIS will examine the impact of
ratesetting models which co-locate the  ratesetting and health planning
authorities.

In addition to these new ratesetting activities, DHIS will continue to monitor
and evaluate a number of ongoing projects, including prospective relmbursement
systems operating in Rhode Island, South Carolina, and Western Pennsylvania,
and evaluate a number of ongoing projects, including prospective reimbursement
at Yale University. The results of these reimbursement activities should provide
the necessary empirical evidence upon which to base sound policy decisions
concerning the financing, organization, and management of a cost-effective hos-
pital and health care system.

Senator TaLMance. In your testimony, on age 7, you state, “We
do not have local wage-base data for most localities.” Ta with you
that this is an important variable in comparing hospitaﬁea

_Are you aware that during the drafting of this section we were ad-
vised by the Office of Research and Statistics of Social Security that
:}mh d‘:t?e%e level indicators could be developed prior to the bill’s effec-

ive .

Secretary Cavirano. I indicated that it would take a couple of years.
to respond to that, they are indicating by fiscal 1981. That’s my ex-
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perience—in fact, we talked about this just yesterday. We believe
such data should be developed. We believe some other data should be
developed as well. I think you are absolutely on the right track.

Senator Taryance. They gave us information last year that that
data could be provided prior to the effective date. In your statement,
you say that the Department will submit comments on the various
sections of S. 1470 during the next several months.

As you know, most of the previsions of S. 1470 were contained in a
similar form in S. 3205.

Last July, your department promised to provide us with comments
on the various sections of the bill. I understand that, in fact, com-
ments were drafted, but never submitted.

In view of the fact that es-entially the same agency people who
were operating medicarce and modicaid are still running the programs
and in view of the failure of it to submit promised comments last
vear, I expected that we will be marking up the bill during the next
few months. rather than waiting aronnd indefinitely.

Once, again, for HEW’s possible reaction, do you think youn could
expedite those comments for us?

Secretary Cariraxo. You bet I will expedite them,

If I may make two other comments, first, we will expedite the sub-
mission of our comments. A Jot of people are the same. But after
the election. there is a different attitude in terms of hospital costs at
the top of HEW today than there was in the past.

There are two other sections of the bill that I am prepared to com-
ment on now so that yon understand our view.

Regarding section 12. in which you would fold in the radiologists,
anesthesiologists. pathologists and others, we helieve theyv should be
folded in under any kind of legislation in this area. As you know. Mr.
Chairman, from other conversations that you and I have had. we feel
strongly that they should be folded in. they should be covered. The
day of getting a percentage of the gross, like Robert Redford. or big
movic stars, has got to end for the ancsthesiologists and radiologists
and pathologists of this country.

We may have some technical amendments and ways in which we
think we can deal with some of the inherent conflict-of-interest
problems,

Senator Tarmanae. We would appreciate that.

Secretary Califano, I might say, incidentally. here, that all three
of those professions have now agreed to accept a fee for service rather
than a percentage of the gross receipts as has been customary.

Secretary Cavtraxo. That is terrific.

The other thing that we have already been trying to move on to the
extent we can administratively. and which we think is another way
in which vou have shown foresight, is found in section 20, in the con-
version of hospital beds to nursine home beds in rural areas where
those beds are clearly excess. We think that is important. We may have
some suggestions for extending an enlarging on that concept.

This may be one way to use excess hospital heds in this eountry.
There are 240.000 emptv heds. 100.000 of which local agencies have de-
termined to be excess. Tt is costing the citizens of this country $1 to 82
billion a year,
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Senator Tarmapee. I could not agree more, Mr. Secretary.

One of my primary objectives in proposing the creation of the
HCFA is to fix accountability, particularly in quality assurance ac-
tivity. Even though a whole new layer of bureaucracy is being pro-
posed in the new organization to deal with this matter, I am informed
that approximately 22 medicare-medicaid related positions are being
retained in the Public Health Service to review and sign off on the
work of the Associate Administrator of Quality and Standards of the
Health Care Financing Administration.

Further, while the PSRO program is being administered by the
Health Care Financing Administration, PSRO policy, and the na-
tional PSRO Counsel, is to remain in the Public Flealt Service. Mr,
Secretary, can you explain how you can fix accountability and respon-
sibility when you have policy in one agency and operations in another?

Secretary Carrrano. I do not think I have quite made that separa-
tion, Mr. Chairman. What seemed to me important, when I announced
this reorganization in February, was to retain an element of quality
control within the office of the Assistant Secretary for Health. We do
that for two reasons. One, that office itself has programs over which
it has control that need quality control, such as HMO’s, community
health centers, what have you. Some people must be kept there to
watch them.

Second, it seemed to me that the broad health professional, medical
doctor input was important to have on a continuing basis in the Health
Care Financing Administration.

I want to make certain that the Assistant Secretary for Health,
which I am trying to build and strengthen as an office, would be ca-
pable of providing the kind of advice that he would need to provide
on the medical doctor’s side to HCFA. That is why I left the organiza-
tion that way.

3 Senator TaLmapee. The Bureau of Quality Assurance has its own
octor.

Secretary Cavrraxo. I know that, Mr. Chairman.

One of the things that I think this part of the reorganization does
which I think you are after, too, is the fact that we have pieces in
health, pieces in SRS, and we have pieces in the Social Security
Administration.

Senator TALMADGE. Scattered all over the lot.

Secretary Cavrrano. That is right.

‘We now pretty much have all the health pieces in health, and pretty
much all the financing pieces in the Health Care Financing
Administration.

I think the bridge—this sort of dotted line—organizational bridge
between the Office of the Assistant Secretary for Health and HCFA,
is important ; at least for the time being we should have the capability
iln the Office of the Assistant Secretary for Health, with the medical

octors.

The medical doctors of this country and the health professionals in
a very real sense look to that Office. They look to the individuals in
that Office as the place to which they best and most effectively relate
professionally. I wanted to make sure, at least for the time being, that
that capability is there.
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Senator Taraance. It seems to the committee, Mr. Secretary, that
the split still continues with the reorganizational plan rather than
with the accountability of one staff and one spot. Rather than getting
into a controversy with you at this time, we will wait for the report
of the Comptroller General and look at it further,

Senator Dole?

Senator Dorr. Thank you, Mr. Chairman.

I understand that in answer to my suggestion that the Comptroller
General take a look at the reorganization. that you have no objection
to that, though you would rather not hold off implementation.

Is that because it might disrupt your long-range program?

Secretary Caviraxo. I think that is right. Senator. We have been im-
plementing it step by step for an extended period of time. There are
15,700 people and $58 billion in programs involved, and it will all be
completed in 10 days to 2 weeks. I just think we cannot do that. That
will not inhibit acting on any recommendations that the Comptroller
General has. As I indicated to you, one of the first things I did was sit
down with the Comptroller General

Senator Dorr. You sat down with him. Did he malke any recommen-
dations?

Secretary Cavnrraxo. I did it about 3 months ago, shortly after I be-
came Secerctary. He had suggestions in this and other areas and I
think you will find, to a very large extent, that we have acted on many
of the ideas that the Comptroller General has given us. Some of them
are legislative ideas which we are still studying. Some of them are
longer-range ideas.

Senator Dore. Are these in writing so that they can be made avail-
able to the committee?

Seeretary Caviraxo. No, I think he left me with boolks and material
that T am sure you can get from him or me. I would be delighted to fer-
ret them out of our records. '

There may have been some comments about individual people and
their capabilitics which I would rather not submit. if you do not mind.
All the substantive material about programs and problems and
changes covered the whole area of HEW, covered civil rights, covered
all facets of the Department, including: this facet of it.

Senator Dorr. I understand the subcommittec will make that request
of the Comptroller General and hopefully we will have it in 30 days.
If he recommends changes, it is my understanding that you are willing
to adjust to those changes.

Secretary Cavniraxo. I would be happy to look at them.

Senator Dore. Maybe we can look at them together.

Secretary Cariraxo. Yes, Senator. '

Senator Dork. I want to correct something here. You indicated since
the election there has been a new fecling at the top. I think both Nixon
and Ford also sought to contain hospital costs with a cap, and we re-
jected that, too. The only difference is that you have raised your cap
to 9 percent. Theirs was 6.7 or 7 percent. They did not do much better
than you are going to do, and I think, based on the lack of enthusiasm
for your bill, could it be presumed that you might be willing to go
along with something like gen ator Talmadge's bill?

Secretary Carirano. I do not think, Senator. that we can sit and wait
without putting some cap on hospital costs. I think that we are in a
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situation where we have an industry that is immune from all of the
traditional incentives of our system.

I think that we have to have the 9-percent cap. If we do not, be-
tween now and 1981, we will spend an additional $18.8 billion, cumu-
latively, as Senator Kennedy has pointed out. I think it is imperative
to have that cap. My own judgment is that the only alternative is to
have some kind of additional taxes on the American people. I do not
think that makes sense.

As I have said repeatedly, there is plenty of fat in hospitals. We
identify it in the appendix here: $5 billion of fat, out of which we are
only seeking $1.9 billion in the first year.

binator LE. Senator Talmadge, of course, does not agree. He sees
some savings before 1981 in the Talmadge bill. I think perhaps we can
reserve judgment on that.

It seems to me, even if the cap were enacted, you are not separating
the efficient from the inefficient operations. You talk about fat hospi-
tals, it seems to be the survival of the fattest. They are going to get
the increase, just as the efficient hospitals are going to get the increase.
That is the reason for some of the resistance in addition to the argu-
ment, how can you guarantee that the hospital costs are going to re-
main at 9 percent. Do you have that worked out ?

Secretary CaLrrano. Let me deal specifically with respect to hospi-
tals that are now increasing at more than 9 percent—and a lot of them
are way over 15 percent. We are dealing with some very obese hospi-
::1&15. e will bring them down to 9 percent, so we would hold them

own.

Secondly, with respect to hospitals that are below 9 percent now,
they have incentive to become more efficient. The 111()Ecpii;sflu3 that we do
not catch is the hospital that today is charging, say, $300 or $400 for a
rloom$and should be charging only $250 for a room. We do not catch
that $150.

We think that hospital should be knocked down to $250, but we do
not know enough about the bed mix of hospitals, about area wage
rates, about a whole host of other things, to do that.

If you are interested in getting after that hospital as well, we are
delighted to agree with any%egislative proposal that you have to knock
that hospital down, but the other hospitals we catch. Senator Tal-
madge’s bill would begin to deal with that hospital with his prosgec-
tive reimbursement formula in terms of averaging out the classifica-
tions of hospitals.

Wae realize that. We want to get the data we need to do that as fast
as we can.

The concern that we have on the other side with respect to the
prosEect.iva reimbursement system is it does not do anything to stop
the hospitals from continu'mE ing up in their mean averages by
15 percent a year. So neither 1]%0 is a perfect world. It is not a simple
problem. - N .

We are trying to do our best to deal with this problem. We think
that we have gotten as much of it as we can, and at the same time be
eminently. fair to the hospitals. We are letting their revenues increase
by one and a half times the rate of inflation, and we think that is a
fairly generous amount, especially with all the waste and inefficiency
and excess capacity that thereis, .- ;
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Some of it is tremendous. In Houston, Tex., which has a very
well-planned hospital system, the most miodern hospital bed in a
private room is $85 a day.

In Miami, 1., which ftbmmds with excess hospital beds, old hospi-
tals, the rates are more than twice that. They are running at about $180
to $190 a day for a private room. There is a tremendous amount of
waste in this system that does not do anything except increase the
taxes on the American taxpayer and increase the bills on the poor
people who have to buy their own health insurance.

Scnator Dore. That is probably correct, but if you deseribe some
of the hospitals as fat, what adjective do you use to deseribe HCF.A?
Is that lean?

Secretary Cavrraxo. T think HCFA will he the Jack Sprat of
Government organizations by the time we get 1t off the ground.

Senator Dork. You are going to have a 9-percent cap on supergrades?

Secretary Caviraxo. Actually, Senator Dole, there are 28 super-
grades available to move into HCFA. We are only moving 22 in for
sure. Another five may go to the regions.

At most. they wonld be the same.

. Senator Dorr. Thirteen existed before. Nine percent of that would
e two.

Seeretary Carmraxo. Thirteen supergrades existed in the medicare
and medicaid bureaus and quality control bureaus, There are an addi-
tional set of 15 supergrades that come from the central office of SRS
and clsewhere, We are moving the grades in. We are not moving the
people in. Not all of the people are qualified for these jobs. Tt is very
important to get qualified people.

Senator Dore. Who is writing the job descriptions for these?

Secretary Cartrano. Someone other than me, after the job descrip-
tion that I wrote for my own chef. I have retired from that business.

Senator Dovk. I just read the job description for the No. 3 man.
You probably could use him somewhere.

What about Mr. Rnﬂ'? What brings him to the Department? His
great work last year?

Secretary Cariraxo. In trying to determine what qualities we needed
for the Inspector General and Deputy Inspector General, reviewing
the hearings that this subcommittee held and that the Fountain sub-
committee held in the Honuse, we need two kinds of skills. One, we need,
if you will. a Comptroller General kind of skill, someone c;ophlstlmtod
in efficiency, economy, government—and T asked Tom Morse to be the
Inspector General, He had 5 years in the Pentagon in these areas and
3 years in the Office of the Comptlol]el General in developing efficiency
systems, efficiencies, and economies.

Also, he studied the delivery of human service care services at
Brookings for a couple of years, where he reorganized the Florida
government, That was onc set of skills.

It alco seemed to me that directed at the fraud problem we needed
the legal <kills, we needed some criminal investigative skills and some
prosecntorial skills, I went after and am delwhtod that I was able
to attract Mr. Ruff to be the Deputy Inspector General and bring in
that set of skills,

I think the combined sets of skills are what I belicve are needed in
our office and from our review of the legislative hearings.
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Senator DoLe. What are his skills?

Secretary Cavrrano. I think his skills in a technical sense are his
proficiency as a lawyer.

Senator DoLe. He embarrassed President Ford last year and myself.
Beyond that, does he have any skill?

ecretary CaLirano. He has skill as a criminal lawyer, as a professor
at Georgetown University, as a prosecutor. I am not familiar with
your personal relationship with Mr, Ruff, My best judgment of him
1s he is first class for that job. )

Senator Dovrk. He will be coming to this committee for confirmation ¢

Secretary CarLirano. This committee or Human Resources, I do not
know. I am sure you can have him any time you want him.

Senator Dore. I just raise that question, it seems so many of the
people in the prosecutor’s office are winding up in the administration.
I did not know they were a bit partisan. I assume they are not hired
on that basis.

Secretary Carirano. Let me say, Senator, he was not hired on that
basis. I have no idea what his politics are.

Senator DoLe. He is a Democrat.

Secretary Carirano. I am glad to know that.

Senatorr{)ow. I wouldn’t want you to go 4 years without knowing.

Secretary CaLirano. Senator, you should be a Democrat. You have
a great sense of humor.

+ Senator Dore. I want to protect minority rights. I will stay where
am.

I just have one other question. I may have some more later.

In one area that you n%dress, there may be good reason for it, you
allow payment for wage increases to nonsupervisory employees with-
out limit. You touch on that in your statement. Maybe if is mecessary.
I do not know. You explain that it is because some are in the lower
pay category. ) ..

Has that been studied and surveyed and justified

Secretary Carrrano. Yes.

Our basic justification—we looked at the problem and there are
several kinds of problems. One is to try to get lower paid workers
to stick for longer periods on the job. Second, to try and get them a
little better trained. Some of those workers desire to do that. A lot
of them are handling patients. A lot of them provide part of the
comfort that can be very important to a hospital patient.

‘We also looked at the economic impact and, over the last 6 years,
those wages have risen on an average of 7.2 percent a year.

‘We found that there may be several situations, particularly the first
time a hospital recognizes those workers, either as an organized body
for the first time, or the first time a hospital deals with those workers
where there might be a need for a significant wage increase. We did
not want to hurt them.

We also noted that on the average, hospital workers are 15 percent
below nonagricultural workers in terms of pay in our economy. We
thought this exoegtion was justified.

Senator DoLe. I do not quarrel with that.

They are also organized. Is there any more justification for that
exemption than, say, any increase in drug costs or fuel costs or other
necessary costs that may or may not be in the control of the hospital ¢
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Secretary Carirano. We thought there was, for the special reasons

I noted. As far as fuel costs are concerned, I would make two
oints——

P Senator Dore. I think you indicated they could save up to 20

percent.

Secretary Cavirano. There are two points. Qur studies indicate
that within a year or so hospitals can be saving about half a billion
dollars a year if they were just more efficient.

Second, the energy cost piece of this will eventually have to be re-
lated to the energy legislation that is working its way through the
Congress, in which there is provision to ease this problem to some
degree with respect to hospitals.

As far as the other costs, we really thought that this 9-percent cap
would make the hospital administrators a little tougher negotiators
on a lot of things.

Senator DorE. I certainly understand your dedication to try to do
something about it. We commend that.

I think, as you point out, if you carry out your program you might
save $1.9 billion or something in that area, more billions that that
over the years.

I am hopeful that, at the same time we are talking about hospital
costs, we are talking about administrative costs and the costs to the
taxpayer because of HEW or Agriculture or whatever it is. That is
the other half of the coin.

Secretary Cavrrano. I agree 100 percent. I really devote a lot of
time to try to trim administrative costs in HEW, not just in this
area, but in other areas as well, to try to get a systematic procurement
policy in place, just to try to get the Department better managed. I am
not saying that it can be done overnight.

There are a whole host of problems, but we are trying to do it as
fast as we can. Also, not unrelated, I might say, to the personnel issues
here, is the fact that there are almost 16,000 employees involved in
the whole reorganization. There are a host of rights they have under
laws passed by the Congress, and the Civil Service Commission pro-
vides some inhibition on the flexibility that you or I might, in any
particular case, wish to recognize.

When you see it all—as fsaid, I am delighted to have Mr, Staats
and his people look at it, and they may even have better ideas than
they had previously suggested, or that we have had. I am delighted to
get it rolling. I think we can use all of the help available in getting
better management.

Senator Dore. Thank you. J

Senator TaLyapee. Senator Danforth ¢

Senator DanrorTe. Mr. Secretary, let me see if I can summarize
Yyour position.

You view the 9-percent lid as a temporary stopgap method until
some permanent cost containment program is in place?

Secretary Carieano. That is correct, Senator.

Senator DanrorrH. The permanent cost containment program may
turn out to be the kind of program that Senator Talmadge has offcred,
or it may turn out to be something different. Your view is rather than
having Congress push forward and pass this particular bill, you
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would rather keep your options open and see what will be developed
over the next 9 months? .

Secretary Carirano. I would rather state that a little differently.
There are some elements of Senator Talmadge’s legislation that we
think are and we would like to see move pro;igtly, such as the
elements I mentioned related to radiologists, anesthesiologists, and
the very adept manner in which he is attempting mrofvide incentives
to convert excess hospital beds to nursing home or other health
facilities where they can be used for that Eulgvosia.

Also, we like the idea of prospective reimbursement very much. Our
concern about prospective reimbursement is how fast we can develop
the kinds of sophisticated data that we want that is necessary for that.

I am not, here, saying “stop” on the Talmadge bill, roll our bill
through and we will all look at it a year or two from now. We would
like to make technical suggestions on this legislation because there are
a lot of aspects of it that are good.

I dothink I did mention a couple of specifics, such asthe Emﬁt point,
and the medicare payment to doctors secrecy point which the chair-
man agreed with. Also, I would not want to see detailed legislation on
the Health Care Financing Agency, quite frankly. When you start a
new agency, you are moving 4,200 people around. It is going to take
a year or two to get it on the books, to get it as lean as it ought to be.

I think at that point in time we need flexibility. We need all the
watching that I am sure the subcommittee and others will give us, but
we need flexibility to put that in place.

Senator DanNrorTH. Let us concentrate on the reimbursement
problem.

It is your view, I think you said, that this problem is the leading
contributor to the increased cost in health care.

Secretary Cavrrrano. Hospitals are going up faster than anything
else in this arena. That is right.

Senator DanrorTH. The reimbursement problem is right at the heart
of the total concern.

Secretary Carmrano. Yes.

There are other pieces. The fact that we do it retrospectively hurts,
because we are operating in a cost-plus world in which you just put in
your CAT scanner and every hospital has every piece of expensive
gadgetry that it wants, and we just come along and pick up the tab.

Senator DanrorTH. That is & somewhat different problem. That is a
capital acquisition problem.

Secretary Carxrano. It is a part of this, Senator. We, in effect, end
up picking up the tab. They are depreciating that equipment, so we are
also picking up overhead charges on that stuff,

Senator DanrorTH. I understand that. What T would like to focus
on is the reimbursement problem, per se, rather than any limitation on
capital acquisition, or way of financing capital acquisition.

It is my understanding that your view is that the method of reim-
birsement is very much a part of the problem.

Becretary Cavrrano. That is correct. We feel, if in the short run we
can say to a hogpital administrator, vou may have 9 percent more rev-
enues next year than this year, but that is the extent of your increase
in reimbursement. You know that now, go plan your year, and we be-
lieve that that will have a tremendous impact.
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We think that both the Talmadge bill, and our bill are in effect pros-
pective, in that they both say “this is what you are going to get in the
future.”

Senator DanrorrH. They are very different approaches. The 9 per-
cent is saying, here is your total revenue. The Talmadge proposul is
to say, calculate your estimated revenue and, if you go 20 percent over
that, we are not going to pay you the overage. If you go under that,
we will give you some sort of financial incentive, )

Secretary Caviraxo. In the Talmadge proposal, if you go under it
by 90 percent, you get half of that. Youn are allowed to keep half of
that.

In our proposal, if your admissions are as much as 6 percent less
than they were in the prior year, you are allowed to keep all of that
money. So there are incentives on that scale.

Tn both bills, T think ultimately in the long run, Senator. we are
going to end up with all the caveats. We are going to learn a lot in the
nert couple of years. We are going to end up with a system of prospee-
tive reimbursement similar to what Senator Talmadge is snggesting
with some kind of a cap.

His does not pick up the cap part. just as ours does not pick up that
hospitals charging $400 a day that should be only charging $250.

Senator Danrorta. Reimbursement. whether it is prospective reim-
bursement then adjusted at the end of the vear, or whether it is retro-
spec;tiw reimbursement, is still essentially payment for piecework. is it
not ?

Secretary Cavrirano. T guess you could characterize it that way.

Senator DaxrortH. Let me ask you a question. Is this not a part of
the problem ¢

Maxbe we should not be dealing with medical care as thongh it is
piecework. Maybe we should be making grants to hospitals, even
erants to physicians, of a lump sum. That is in essence what the 9-per-
cent Iid does. Then we can say to them. look. we are tired of all of the
paperwork. We are tired of the kind of approach where the more yon
do the more you get paid, the kind of overutilization of health care,
which apparently we have now. What we are going to do is simply
give you a lump-sum pavment and von are the professional. vou make
the decizion as to what kind of service you want to render.

Secrctary Caviraxo., T would say “hnrray” to that. That is exactly
what we are tryine to do. We are saying, yon will get this much money
next vear, Mr. Adnunistrator: how you are going to get it is all in
vour ball park. What yon are going to do with vour board of trustees,
what kind of equipment. you are going to buy, whether you are going
tlo 1"5{[,1]20 savings here or there, or what have you, it is all yours to
decide.

_Also. in the context of paperwork, there is not a single additional
piece of paper that you have to file under this system unless you want
to come in for some kind of special exemption. and that would only
1}9 In a situation where you are really, essentially, over or under
15 percent.

That does make sense, at least in the context of what we tried to
put together,

Senator Daxrortin Ts it politically possible, or is there going to be
a continuing demand, for the Government to audit what doctors do,
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audit what hospitals do, make them justify on a case-by-case basis
on payments received ? .

ecretary Cavmrano. The difficulty is in finding a way between
throwing money away because you are inefficient and you are not
carefully enough monitoring what the taxpayer’s money is being spent
on, and trying to develop a system where we can delegate the fiscal
responsibility, and say to somebody, “you are the expert here.” This
dilemma runs through every program we have got.

We have to find ways, very candidly, over the long haul, over lots
of programs, to effectively audit on a sample basis, the way the IRS
does, and get out of the business of sitting over everybody’s shoulders
with a green eyeshade trying to figure out whether when he added two
and two and got five he was defrauding us or just made a mistake.

Senator DaNrorTH. Your concept is, instead of the present system
of paying @ number of dollars for, say, an aEpendectomy, we would
be in the business of paying a hospital # number of dollars for caring
for people who need to be cared for?

Secretary Cavirano. We would, in a sense. This would be self-
enforcing in the sense that the third party payors would also restrict
their payments to this point. There are provisions in the administra-
tion’s bill, where we would make public, for example through the
health systems agencies, the cost of hospital services or stays in
hospitals—putting a little sunshine in where there was darkness, put-
ting in a little of the free enterprise system.

There is at this time an utter lack of competition. I realize we are
not selling shoes or automobiles, but the fact is, another aspect of the
current reimbursement mechanism, Senator, is that the person who is
getting the service is not paying for the service. In 90 percent of the
cases, the patient does not pick the service. The doctor tells him what
service he needs or his mother needs or his child needs and he does
not pick where he is going to get it. The doctor says, go to this hos-
pital; that is the hospital that I am associated with. I would like you
to go here.

So there is no incentive of any kind, as there are in other aspects of
American life, to be efficient. Within that context, the patient, the
purchaser, really does not have any incentive. Either his employer is
picking up the tab for his health insurance, or he does not notice it

wlﬁen he pays each month, or medicare or medicaid is picking up that
tab.

‘We had hoped——
Senator Danrorra. The worst kind of disincentive to economy is
to tell the hospital, we do not care what you do. We are going to pay

you.

S%NMI'{)CAHFANO. Right.

Senator DaxrorTH. We are presently in the business, are we not, of
financing capital construction and financing the acquisition of
equipment.

Secretary CaLrrano. Yes, we are, Senator.

e Senator DaxrorTH. By reimbursing for interest paid and deprecia-
ion.

Secretary Carirano. We do that, and also we build some hospitals.
We also finance them. We also, through HUD, provide guarantees,

Senator TaLyapce. May I interrupt briefly ?
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There is a record vote in the Senate, Ylow long do you intend to
interrogate?

Senator Daxrorti. One minute.

Senator TaLmapce. Senator Dole?

Senator Dove. I have one question.

Senator Tarmapce. May I make thi- suggestion, then?

I will ask Senator Dole to preside; 1 will go vote, Senator Danforth
can complete his interrogation of the Secrctary, you complete yours.
I will return immediately from the Senator floor and we will continue
the hearings,

Is that agrecable?

Thank you very much, Mr, Secretary. If you will excuse me at this
point.

Senator DaxrorTH. Mr. Secretary, do you think we should continue
to be in the business of paying for building and equipment ?

Secretary CALIFANO. }in very limited circumstances. I do not think
by and large we should be in the business of increasing hospital beds.
That makes no sense at all, because we are paying for it. We just keep
paying for all those idle beds.

I do think there may be situations in which there might be two or
three old hospitals which can be renovated. The VA, for example,
out on the west coast is building, but they are combining a couple of
hospitals, actually reducing the number of beds and hopefully putting
in a more efficient facility.

We have, in our bill, a $2.5 million capital expenditure cap. I hope
that will provide some incentive to hold this down. I think that it is
rare that we should be in the business of building any more hospital
beds.

Senator DanrorTH. The alternative to the cap, of course, is to say,
we do not care what you do. We are not foing to pay you for it.

Secretary Cariraxo. There is enough local money out there. What
we wouldlgave to do is say, not only are we not going to pay you for
it, but if you go to that hospital you are not going to get medicare
and medicaid payments.

I think we could end up with an overly complicated system if we
get into the business that where there is a new wing of the hospital, we
would ask how much does that wing add to the cost?

That is the problem.

Senator Dore. Mr. Secretary, maybe you can supply an answer to
this question. It is regarding the need for physician practice in low
shortage areas found in section 11.

There was a section in S. 3205 last year, at that time HEW was
not prepared to respond to that. If there are any comments or sug-
gestions on that provision, I think it would be helpful to have it for
the record. I do not think you have responded to it.

Secretary Cavrrano, I will provide it for the record.

I would note generally, Senator, that I realize you have been, and
are, a proponent for increasing physician services in rural areas. We
agree with you. We recognize that need. The President has proposed
legislation which would bring within the gambit of medicare payments
physician extenders and nurses.

Basically, we have increased, and hopefully will soon have in place
and ready to go, our National Health Service Corps and our financial
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aid for medical students to try to encourage more and more of them
to go into rural areas.

t is important to do this, and we will look at this issue and respond
constructively.

Senator Dore. Now, throughout your statement you describe the
lack of necessary methodology for comparison of hospitals and hos-
pital costs. If that is the case, how long do you think that it will take
to develop the necessary expertise?

Hospitals are very concerned. It is not 9 percent a year, sort of a
ratcheting effect, as I underestand it, a very complicated formula that
may be less than 9 percent in the second year.

guess the second part of that question would be, do you intend,
with your so-called short interim controls, to apply them indefinitely
until you are satisfied that you have the expertise?

Secretary Carirano. We would like it to apply until we have in
place a more sophisticated and permanent system. I think that we
should be working and we are, I hope, working on getting the kinds
of information, such as wage area rates, or some simple but fair sys-
tem of determining what bed mixes there are in particular hospitals,
or some fair way of figuring out what are teaching hospitals. There
are between 1,100 and 2,000 teaching hospitals in this country. Some
teach one course. Some are full-blown megica.l school-related hospitals
like Harvard, Johns Hopkins, or Georgetown.
l_kThera are also questions of accounting systems, questions on things

1ke that.

Ours is a transitional proposal. I think we can do better with a more
permanent system.

The whole thing is not unrelated to what kind of a system of
national health insurance over what period of time this Nation
ultimately decides to adopt.

Senator Dore. Do you have any notion at this time as to how long it
will take§

Secretary Carrrano. To get some of the information here, Senator
Talmadge indicated that there was a feeling that the wage area rates,
for example, could be in place by 1981. I wﬁl be happy to submit our
best estimate on that for this committee for the record.

[The following was subsequently supplied for the record :]

It is anticipated that adequate data to classify hogpitals in a desirable manner
will be available as follows :

1. area wage data: 1 year.

2, teaching hospital/medical center hospital: 1 year.

3. bedmix/casemix : 2—4 years. :

4. Uniform accounting system implementation : 2 years.

The effort of implementing a classification system includes not only resolving

any data avallability problems but also determining how the data should be
esnplcyed in reimbursing hospitals. Research is continuing in each of the areas
above.

An area wage index may be developed from each of several sources, sevral la-
bor categories, and several levels of aggregation. A report presenting the alter-
natives will be prepared by September 1, 1877. The teaching hospital definition
most commonly used in HCFA research has been any short-term general com-
munity hospital with (1) a ratio of interns and residents per bed greater than or
equal to 0.10 and (2) a major medical school affiliation listed in the Medicare
Provider of SBervices File. Regional Offices of SSA should be able to certify hos-
pitals as medical center hospitals under this definition. No more than 400 hos-
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pitals are estimated to be designated medical center hospitals under this defini-
tion. The aeceptability of this definition has yet to be tested.

The bedmix/casemix measures will take 2 years to develop due to the eurrent
lack of experience in defining hospital casemix. Developing a relinble easemix
index which measures the degree to which hospitals eare for severely ill, re-
source-intensive patients will require advancing the state of the art. Three proj-
ects are bheing initiated in HCFA to test the validity and feasibility of using
Medicare casemix information to infer generally the casemix difficulty of the
entire hospital patient load. The relation between the best casemix measure(x)
and hospital care costs will then be examined. A data collection system whereby
every hospital classified must reveal the number of discharges and patient davs
by discharge diagnosis plus additional patient information such as average age by
diagnosis number or surgical procedure performed, etc., may be considered.

A uniform accounting system has been developed by HCFA and could be pub-
lished in the Federal Register, after responses from interested parties and
subsequent revision, six months from a “go ahead” date. This system will solve
many problems associated with hospitals having different accounting systems
if implemented throughout every hospital.

Senator Dore. I do not want to belabor the Comptroller General's
point. I do not intend to imply any criticism of what you have been
able to do with the reorganization, but I think that it would be helpful,
and we will pursue the Comptroller General route, just as a matter of
being totally objective and thorough, but if he should make recom-
mendations, I want to get back to the question, can we expect some
action on those ?

Secretary Carirano. I will act upon any good recommendation that
he makes.

) .?enator Dore. I do not always agree with the Comptroller General,
either.

Secretary Cariraxo. Obviously T have to reserve the right and the
responsibility to look at them carefully in the context. From my vant-
agepoint, people can disagree about how best to put an organization
together, but as I said, I have found Mr, Staats and his people in this
area and other areas related to HEW to be very good. They provided
a lot of helpful suggestions to me the first few weeks I was in office.

I would cxpect to work closely with him, and I would be happy to
have him look at this or any other part of the reorganization. They
provide a very important service indeed. They are my model for what
I would like to see my Inspector General’s office be. I would like to see
that be the internal control for HEW,

Senator Dotk. I think they do do, for the most part, an excellent

job.
: Senator Talmadge touched on another matter that physicians are
concerned about. You referred in your statement to developing con-
trols on the costs of physicians’ service. I think you may have ad-
dressed that indirectly in response to one of Senator Talmadge’s
questions.

Could you share with us any specific, or even general ideas that you
have along these lines?

Secretary Cavirano. We really do not have any specific ideas. As 1
said, there was a proposal suggested earlier in the year to the President
and to me. We rejected the proposal at that time because we did not
think we knew enough about it to make a fair judgment as far as
doctors were concerned.

I think the only fair thing for me to say is that we just do not know
yet how to deal with the problem.
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Senator Dore. I understand, Mr. Secretary, that Senator Talmadge
has no further questions and I have no further questions.

‘We deeply appreciate your apperance. You may be excused. I
will go over and vote.

We will stand in recess until Senator Talmadge returns. I look for-
ward to seeing you again.

Secretary Cavirano. I am sure that you will, Senator.
[The prepared statement of Secretary Califano follows:]

STATEMENT BY SECRETARY JOSEPH A. CALIFANO, JB., DEPABTMENT OF HEALTH,
EDUCATION, AND WELFARE

Mr. Chairman, I appreciate the opportunity to appear before this distinguished
Subcommittee on Health to discuss S. 1470, the proposed Medicare-Medicaid
Administrative and Reimbursement Reform Act.

By introducing this legislation, you continue the Finance Committee’s tradi-
tion as thoughtful critic and powerful force for reform in this nation’s health
care system.

Your Committee’s concern with development of a comprehensive health care
policy for all Americans—especially for those who are poor, or aged or disabled—
dates to the 1930’s and the original maternal and child health program.

Since then, you have been instrumental in health care innovation and policy-
making with such measures as vendor payment programs supporting medical
assistance to the poor and aged in the 1950's and early 1960's; the development
and expansion of Medicare and Medicaid; and the design of other landmark
health programs including Professional Standards Review Organizations.

Last session, the Finance Committee, through this Subcommittee, again pro-
vided leadership in identifying serious problems and devising needed reforms
in the nation’s health care system.

In less than six months in office, we in the new Administration have moved to
support or to implement the most urgent of those reforms.

First, in the 94th Congress, you introduced legislation to remedy serious prob-
lems created by fraud and abuse in the Medicare and Medicaid programs. You
recognized that fiscal integrity and sound management practices must char-
acterize these programs if they are to enjoy the trust and cinfidence of the
American people.

This year the fraud and abuse legislation has been introduced separately in
both Houses of Congress, with strong endorsements from the President and from
me. That legislation should soon pass the House and we look forward to the
opportunity to urge its passage in the Senate.

Second, your health care reform legislation in the 94th Congress proposed
establishment of an Inspector General for Health within the Department of
Health, Education, and Welfare. That proposal—expanded so that the jurisdic-
tion of the Inspector General includes all programs of HEW—became law last
year, and we have acted quickly to implement it. The new Inspector General,
Tom Morris, and Charles Ruff are men of superb qualifications who have been
moving swiftly to organize this office and to begin the vital work of reducing
fraud and abuse in HEW’s programs, especially in the Department's health
programs. A

Third, you have proposed, both last session and in the present Medicare-
Medicaid Administrative and Reimbursement Reform Act, that the health care
financing functions of the Department be consolidated into a single administra-
tive structure.

President Carter endorsed this concept early in the presidentlal campaign.
As you know, less than sixty days after assuming office, I effected this much
needed reorganization through administrative action. As I noted at the time of
the reorganization, we are deeply indebted to the work of this Subcommitiee,
and to the illuminating hearings that you held last year on the problems of
health care financing.

We have high expectations for this element of the Department’s reorganiza-
tion. The Health Care Financing Administration should significantly improve
the effectiveness, efficlency and responsiveness of Medicare and Medicaid by
coordinating the policy and practices of the two programs and by eliminating,
or reducing, unnecessary and costly duplication in their operations. By joining
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these programs under one administrative structure, we should alse realize
importunt economies through reduction of fraud, abuse and lvakage.

Under the leadership of Robert Derzon, one of this nation’s outstanding hos-
pital administrators, we are trying to make HCFA operativonal as soon as pos-
sible. In the short term, we must take the separate Medicare and Medicaid
functions and employees and weld them into a cohesive unit.

We believe that the structure presently contemplated is an appropriate first
step in the development of a sound HCFA organization that will be fully con-
tent with the intent of your health care financing proposal. At this time, it is
essential that we continue to have fiexibility to adapt organizational structure
to the programmatic needs that emerge from practical, day-to-day experience.
We do not, therefore, believe that legislation establishing HCFA is necessary
to achieve the desirable goals of consvlidating Medicare and Medicaid admin-
istration.

TI0SPITAL REIMBURSEMENT AND HOSPITAL COSTS

Mr. Chairman, there is another problem identified in the proposed legisla-
tion that the Administration views as being of the greatest urgency—the meth-
ods by which hospitals are reimbursed for services provided to Medicare and
Medicald beneficiaries and the skyrocketing increases in hospital costs that are
c¢aused, in substantial part, by present reimbursement methods.

1 would like to devote much of my remaining testimony to this fundamental
issue because it is a matter of signal importance and because the President
has proposed legislation, the Hospital Cost Containment Act of 1977, that also
addresses the problem. As you noted when introducing S. 1470, the Adminis-
tration bill is a transitional measure that complements the long-term, structural
reform contained in the Medicare-Medicaid Administrative and Reimbursement
Act.

As this Subcommittee knows well, the Medicare and Medicaid programs pres-
ently reimburse hospitals for reasonable costs incurred in providing services
to program beneficiaries. This retrospective payment method has proven to be
highly inflationary because reimbursement simply covers rising hospital costs,
however unnecessary or wasteful those costs may be. By reimbursing hospitals
for most incurred costs, this method provides virtually no incentives for efficiency.

As this Subcommittee also knows well. this method of reimbursement—which
also applies in other health programs—has contributed to rampaging inflation
in the hospital industry (which constitutes 40 percent of health care costs). If
we take no action now, total health expenditures will double between 1975 and
1980; hnspital costs paid by Medicare and Medicaid will double even sooner:
total hospital spending could reach $220 billion by 1986; and the share of the
federal budget that goes to hospitals will rise steeply above the present 9 cents
of every T'ederal dollar.

Section Two of S. 1470 would establish a prospective reimbursement systemn
for hospitals participating in Medicare and Medicaid. In essence, this is ae-
complished by classifying hospitals according to bed-size and type and by estah-
lishing prospective limits on per diem routine operating costs for hospitals in
that groan.

We believe that the concepts underlying Section Two of the proposed legisla-
tion are =ound and another testament to this Subeommittee’s foreight : reimburse-
ment of hospitals must be shifted from rotrospective to prospective : prospective
limits on hospital costs should be based on different types of hospitals; and
these limits should encourage efficiency and penalize inefficiency. These con-
cepts, as the President has stated, must clearly bhe part of meaningful reform.

But, although we support the concepts underlying Section Two’s hospital re-
imbursement requirements, let me share with you some of the difficulties we
have with that provision as presently drafted.

First, the provision applies only to Medlcare and Medicnid payments, which
constitute about one-third of hospital spending nationwide. Holding down Medi-
care and Medicaid payments alone could simply encnurage hospitals to refuse
these patients, to provide such patlents with second-class care, or to transfer
their costs to other payors,

Second, we do not vet have adequate data or methodologies tn classify has-
pitals according to relevant cost-based characteristics—and such a classifiea-
ﬁmtl is, of course, necessary for a sound long-run prospective reimbursement
system.
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Although Section Two significantly improves on the present method of clas-
sifying hospitals—which is required under Section 223 of the Social Security
Amendments of 1972—by using local wage base data as an important variable,
g& simply do not have such data at present for most localitles in the United

tes.

A sound classification system should take into account not just bed size and
types of hospitals' (as proposed in the bill) but also the types of patients in
hospitals of equivalent size and type. Obviously a 200 bed short term general
hospital with a large fraction of obstetrical patients will have different costs
than a 200 bed short term general hospital with a large fraction of cardiac
patients. Unfortunately, we presently lack the methodology to classify hospitals
by types of patient (i.e, by the type of diagnostic patient case mix).

Similarly, the bill proposes that “teaching” hospitals constitute one of three
“types” of hospitals (along with short term general and speciality hospitals).
Again, we presently lack an agreed upon methodology for determining whether,
and to what extent, an institution is a “teaching hospital.”

‘We do not believe that these are insurmountable barriers to a sound prospec-
tive reimbursement classification system, and we look forward to working with
you to develop such a system. But these difficulties are real obstacles in the
short term.

Third, and related to the point immédiately. above, Section Two only covers
about 3540 percent of present hospital costs and does not include such eritical
expenditures as capital costs, education and training costs, malpractice insur-
Ance expenses, energy costs, and so-called “ancillary costs” (e.g. the costs for
expensive operating rooms or high-priced x-ray machines). Hospitals may be
able to circumvent Section Two's restraint on a limited proportion of their costs
by shifting costs to other, uncovered areas (e.g. ancillary costs) or by increasing
the lengths of patient stays.

Fourth, we seriously question whether a specific classification system should be
actoally written into a statute. Even when we are able to devise an adequate
classification system for prospective hospital reimbursement, we will be con-
tinually refining our data and methodologies. Flexibility should be built into the
statute to allow for improvements without additional legislatlon.

Fifth, Sectlon Two does not place a limit on actual increases in hospital costs
over time, but instead bases its limits on the average costs for types of hospitals.
Thus, if all hospitals increase their costs substantially from one year to the next,
this provision would permit reimbursement to rise accordingly.

Finally, Section Two, while pointing the way towards sensible changes in re-
imbursement techniques, will not, in our judgment, effectively control costs in
the immediate future. Indeed, our preliminary, relatively conservative estimates
indicate that Section Two could cost up to $50 million more in 1978—even if it
could be fully implemented—than the present cost limiting provision glready in
law. Not only could S8ection Two add as much as $50 million to President Carter's
fiscal year 1978 budget, but its costs appear to increase with time-—to approxi-
mately $55 million in flseal year 1979, 384 million in fiscal year 1980, and 375
million in fiscal year 1881. If modifications could be devised to meet the diffi-
culties discussed above, however, then we would expect substantial long-term
savings from Section Two.

For these reasons, Mr. Chairman, I share your views that the President’s pro-
posed Hospital Cost Containment Act of 1977 is complementary to S. 1470. The
Administration’s cost containment proposal is a transitional program, designed
to restrain the intolerable current rate of increase in hospital costs and to gain
the time necessary to work out some of the difficulties that we see in the present
version of Section Two's hospital reimbursement reforms.

As you know, the President’s bill limits increases in total hospital inpatient
revenues to an annual rate of about nine percent, heginning in October 1977.
The pro would cover the inpatient revenues of about 6,000 acute care and
speciality hospitals, but exclude long-term, chronie care and new hospitals.

_The basic Jimit would be set by a fdrmula reflecting general price trends in
the economy with an mctt;menﬁ for increases in services. Each cost-based third
party payor would apply the Mmits in interim and final payments, and would
monitor hospitals for compliance with respect to its own subseribers. .

Under present estimates, the gavings rpsylting from implertientation of the Hos-
pltal Cost Contalfment Act would be approximstely $1.9 billion in fiscal year
‘1978—including $657 million in Medicare and Federal Medicald and $879 million
in private funds. By fiscal year 1980, net savings would nearly triple to over



112

%55 billion, including $2.0 billion in Medicare and Federal Medicaid and $2.6
billion in private funds.

Thus, Mr. Chairman, as you stated on May 5, 1977, when introducing S. 1470,
the Medicare-Medicaid Administrative and Reimbursement Reform Act “rep-
resents a long-term basic structural answer to the problem of rising hospital
costs, whereas the Administration is calling for a short-term interim cap on
revenues to be in place only until a long-term solution can be established.” We
recognize that our proposal is only a short-range measure, but it is no less neces-
sary for being short-term and can serve the critical function of simply, quickly
and effectively curbing the intolerable rise in hospital costs.

While I will not attempt to describe the Administration's cost containment
proposal in any great detail at this time, Mr. Chairman, I would like to take this
opportunity to respond to several specific questions and concerns you expressed
about the Administration proposal in your statement introducing 8. 1470.

You expressed concern that the administration proposal might establish a
floor rather than a ceiling.

But I do not believe that hospitals will increase their revenues to the 9 percent
allowable limit under our program. Experience with the Economic Stabiliza-
tion Program indicates that a substantial fraction of hospitals kept costs and
revenues within the limits imposed and did not automatically increase them to
the maximum extent allowable., Similarly, approximately one-fifth of all hos-
pitals now voluntarily keep their cost increases below 9 percent annually even
though they are not required by law to do so. Moreover, under our plan, we
have included provisions which would reward those hospitals coming in below
the limit in any given year.

Mr. Chairman, you also indicated some concern that our exceptions are ex-
cessively generous.

We helieve that we have restricted exceptions to only those conditions genu-
inely meriting some flexibility. There are only two basic grounds for exceptions—
major changes in patient loads (more than a 15 percent increase in admissions)
and major changes in new capital facilities or equipment. In both cases local
health systems agencies would have to approve exceptions. The hospital would
also have to demonstrate that it had current assets less than approximately
twice its current liabilities, and therefore was in need of additional revenue to
make those major changes.

We also permit an optional adjustment for increases in wages of nonsuper-
visory employees. Wages have not been the driving force in hospital costs in-
creases. Historic trends in hourly increases have been 7.2 percent for hospital
nonsupervisory workers for the past six years. Even assuming that these wages
should increase at a rate of 9.5 percent, the allowable revenue limit would be
increased by less than a percentage point. This provision is important to protect
low-wage hospital workers from any adverse impact of cost constraints.

Yon also expressed some reservation about our program’s differential impact
on efficient and inefficient hospitals.

We do not believe our program penalizes efficient hospitals. Efficient low-cost
hospitals should not need increases greater than 9 percent. It is true, however,
that our program does not eliminate all of the waste and inefficiency in the sys-
tem. As I indicated earlier, one of the major technical deterrents to doing so is
the lack of an adequate classification system for distinguishing efficient and in-
efficient hospitals. But our plan would penalize those inefficient hospitals whose
costs are eurrently rising at a greater than 9 percent rate, and put us in much
better position to ferret out remaining inetliciency in a long-term solution along
the lines you have proposed.

Furthermore. the Administration proposal does build in a number of rewards
for hospitals which choose to become more efficient :

Hospitals that close unnecessary facilities or eliminate duplicative equipment
woulid have revenues for these services retained in the base (if the HSA approved
discontinuance of these services). Thus, the hospital would be permitted a greater
than 9 percent increase on remaining services.

Hospitals that work with their medical staffs to eliminate unnecessary tests,
admissions, or days of stay would be permitted higher allowable revenue per
unit of service—since our limit is on total revenue increases.

Mr. Chairman, you also indicated some concern about starting with a transi-
tional cost containment program and then moving to a longer-term system. As
noted, we feel strongly that the problem of rising costs is of such disastrous pro-
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portions that we simply cannot wait for a perfect solution before acting. It is
important, however, to provide for an orderly evolution. We have designed our
transitional program so that it will be compatible with a number of more funda-
mental structural reforms of reimbursement methods, including the type of in-
centives for improved efficiency contained in your bill.

Finally, I would like to respond to one other query about the administration’s
program—namely, that any slowing of the rate of increase in hospital costs can
only be achieved by lowering the quality of patient care.

Mr. Chalrman, your Subcommittee has contributed significantly to our under-
standing that more is not always better in the health care system. Unnecessary
medication, hospitalization, testing, and surgery can be positively harmful to
health and can constitute poor health care policy. Qur program provides a strong
economic incentive for hospitals to work with Professional Standards Review Or-
ganizations to curtail this unnecessary utilization. Unlike the current cost reim-
bursement system, our program would reward the hospital which chooses to re-
duce the length of patient stay or reduce unnecessary admissions.

Both Title I and Title II of our plan would provide strong incentives for hos-
pitals to reduce unnecessary specialized facilities. For example, studies have
shown that to maintain minimum standards of quality, a cardiac center should
perform four to six cardiac operations weekly. Over 80 percent of all hospitals
performing cardiac surgical procedures do not meet this requirement. In fact,
an independent study of a Massachusetts hospital were 499, of open-heart surgery
patients died during the period 1965-1975—an unusually high death rate—con-
cluded that an inadequate number of open-heart operations at the hospital, and
the resultant inexperience of the cardiovascualr team, contributed to the poor
results. The Administration’s proposal can help eliminate underutilized cardiac
care facilities, promote regionalization, and thus improve patient care.

Another area where substantial cost savings would be achieved with an actual
improvement in quality of patient care is inhalation therapy. Mr. Chairman, your
staff has alerted the natiop to alarming improper professional practices in this
area. One study indicates that approximately $500 million could be saved by
eliminating those inhalation therapy procedures which are of dubious benefit.

In sum, with the help of this Subcommittee, we have identified over $5 billion
in savings that can be achieved without harming patient care. A “fat list” of
those wasteful or unnecessary items which eould be trimmed back without affect-
ing quality of care is appended to my statement.

For these, and for other reasons that I will hopefully detail before this Sub-
committee when it considers the Hospital Cost Containment Act of 1977, we be-
lieve that the Administration proposal is a necessary precursor to the major,
structural hospital reimbursement reforms set forth in S. 1470.

HOSPITAL CAPITAL CONSTRAINTS

The legislation you have introduced also contains important provisions for
dealing with the problem of over-capitalization in the hospital industry. The
Subcommittee’s concern with elimination of unnecessary hospital beds, as
reflected in Section 3 of 8. 1470, and with strengthening sanction against institu-
tions which provide services with unapproved capital facilities or equipment, as
reflected in Section 4, is shared by the Administration.

In the Hospital Cost Containment Act of 1977, we have addressed these con-
cerns in a slightly different fashion. We, too, are convinced that it is important
to restrict Medicare, Medicaid, and Maternal and Child Health payments not
only for the depreciation expenses of unapproved capital expenditures, but also
for their associated operating expenses. Besides limiting the dollar amount
of certificates of need that can be issued within each State, the provisions of
our bill would use a ratio of $10 of operating expenses for every $1 of deprecia-
tion expenses in estimating the relevant operating expenses to be disallowed.

We would also encourage the closing, modification, or conversion of under-
utilized hospital beds by several methods. The Administration proposal permits
hospitals to retain any discontinued beds, services, or facilities approved by
the HSA in their revenue base, It also prohibits net additional bed investment
in Iar:ns which :ar; already overbedded.

ope my 8 can explore with yours the most effective and a; riate
methods of eliminating unnecessary hospital capacity. ppEoP
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OTHER PROVISIONS

As I have indicated, Mr. Chairman, the Administration in less than half a
vear has followed the lead of this Subcommittee in a number of areas. We have
focused on the problems that seemed most urgent.

But the Medicare-Medicaid Administrative and Reimbursement Reform Act
also has identified a number of other problems that beset our present health
care system. These problems are correctly identified, and many of them, such as
devising criteria for determining reasonable charges for physician's services, are
matters of great coneern to the Administration, and to the American people.

Given our emphasis on what we believed were the most pressing problems,
my staff has not yet fully analyzed all other major provisions of the proposed
lesi<tation. The general thrust of those reforms seems correct.

The health team at HEW is considering many proposals that are similar to
the ones set forth in your bill, and we will continue to work at full speed to
evaluate the many complex factors that underlie some of the more far-reaching
reforms advanced in 8. 1470.

We look forward to the informative record that this Subcommittee will de-
velop on these issues in the weeks ahead. I also look forward personally to a
long and productive relationship with you and your staff. We in the Executive
Branch have much to learn from your path-breaking efforts.

Thank you very much.

APPENDIX TO STATEMENT OF SECRETARY JOSEPH A. CALIFANO, JE.

HEW has identified over $5.0 billion savings which could be achieved by hos-
pitals without harming patient care:

First, according to the American Hospital Association's own data, community
hospitals accumulated $1 billion in profits (or surplus revenues) that were put
into hospital cash reserves in 1976. Nearly all of the reduced revenues which we
are requesting could come from cutting out these surpluses for this largely
nonprofit hospital industry.

Second, there are today about 240,000 empty beds in our community hospitals.
At least 100,000 of these beds are absolutely unnecessary.

At a maintenance cost of $10,000 to $20,000 per empty bed, the annual cost of
100.00 ernpty beds 1s $1 billion to $2 billion.

Yet, in 1976, 27.000 additional beds were built in the United States at a con-
struction cost of $2 billion.

The Hospital Cost Containment Act of 1977 would prohibit additional hospital
beds in areus that already have more than 4.0 beds per 1.000 population—the
standard endorsed by the Institute of Medicine. As a positive incentive, a
hospital closing beds with the approval of state and local planning bodies would
be permitted to retain the allowable costs from those beds in its revenue base.

Third, there are now 700,000 people in the nation’s acute-care hospitals. As
many as 100,000 of themi—almost 15 percent—do not need to be hospitalized and
would be better cared for at home, in skilled nursing facilities, or on an out-
patient basis. These patients are generating excess charges of $7 million per day
just for operating costs, or $2.6 billion per year.

Since the limit in the Administration’s cost containment bill is on total
revenues, a reduction in unnecessary admissions will automatically permit the
hospital a higher rate of increase in allowable revenues per patient. Thus
hospitals would have an incentive to work with their medical staffs to reduce
unnecessary hospital admissions.

Changing these economic incentives to the hospital should help existing
utilization review and PSRO programs work more effectively.

Fourth, the Institute of Medicine released a study recently that strongly
urged careful controls on the purchase and use of CT (“CAT') scanners, a
sophisticated x-ray and computer diagnostic tool costing one-half million
dollars or more. Currently, there are approximately 500 scanners in the United
States with a total operating cost of $150 million to $250 million annually. At the
rate that the scanners are being adopted, the bill for scanning could quadruple
in just the next three years, with little noticeable change in the care of the
American citizen.

The Administration proposal would slow the purchase of redundant equip-
ment by limiting new capital expenditures to about one-half the projected in-
creases for new capital equipment and modernization.
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Fifth, hospitals have not carefully examined their use of energy. A recent
HEW study found that hospitals could reduce energy costs by up to 20 percent
in the first year by reducing high water temperature, recycling air, improving
insulation, monitoring heating plant eficiency, and cutting use of nonessential
equipment during peak hours. These measures would have saved $332 million
if in place last year and could save nearly one-half billion dollars by 1980.

The Administration proposal would give hospitals an economic incentive to
institute energy-saving measures—most of which can be achieved without major
capital expenditures.

Sixth, use of expensive and often unnecessary therapies has increased rapidly
in recent years. For example, individual hospitals report that as many as 25 to
30 percent of patients receive inhalation therapy services. Hstimated costs are
$500 million annually. Yet there is limited professional evidence to support the
widespread use of such procedures.

The Administration proposal would encourage hospital administrators to work
with their mediecal staffs to eliminate unnecessary services and tests. Allowable
revenues from these services and tests would remain in the bage. Since the limit
is on Increases in total revenues, hospitals would be permitted greater than 9
percent increases on other services to the extent that these tests are curtailed.

Finally, hospital costs would be cut substantially by not admitting patients
several days before treatment, as is often done now. Pre-admission diagnostic
tests should be conducted on an outpatlent basis. Friday and Satarday admissions
should be eliminated if laboratory and operating facilities are closed on
weekends. 2

The Administration proposal would give hospitals an incentive to reduce
lengths of hospital stays. Any reduction in stays results in an automatic in-
crease in the allowable revenue increase on a per diem basis, Again, these
changed economic incentives should strengthen our existing utilization review
programs. . .

A brief recess was taken.] )
enator Tarmapee. The subcommittee will come to order.

The next witness is Hon. David Hollister, Representative of the
State of Michigan, on behalf of the National Conference of State
Legislatures.

Mr. Hollister, we are delighted to have you with us. We have many
witnesses and the Senate is in session. If you desire to do so, you may
insert your statement in full in the record and summarize it.

STATEMENT OF HON, DAVID HOLLISTER, REPRESENTATIVE, STATE
OF MICHIGAN, ON BEHALF OF THE NATIONAL CONFERENCE OF
STATE LEGISLATURES

thhif.r. HovrisTer. It will be a pleasure, Senator. I will respectfully do
a

I will try to highlight the aspects of my testimony. One aspect relates
to what States are doing now in cost containment areas, specifically
where we as State legislators agree with provisions of the Senate bill
we are considering this morning.

Another aspect involves some suggested changes, or things to keep
in mind for the record.

My background, Senator, is as a second-term legislator in the Mich-
igan House, where I have chaired the mental health committee, The
speaker has appointed me to his special committee on welfare reform
and his committee to investigate welfare fraud. .

‘ I am also representing the National Conference of State Legis-
atures. : .

States are very much concerned with the runaway health care costs.

A decade ago, the medicaid bill was $1.6 billion a year. It is projected
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for next year, 1978, to be $18 billion. That has had a devastating
impact on State budgets across this country.

The States’ response has been multiple. One response has been to
reduce the scope of services available to citizens, the second response
is to reduce the number of individuals who are able to be served.
Another response is to increase patient cost-sharing requirements.

Another response is to eliminate the service coverage, a response
that Michigan has recently enacted. The States are groping for ways
to contain costs, and they are experimenting.

In 1970, New Jersey developed a computer data system which became
the model for the HEW medicaid management system and using that,
it has saved $27 million.

Eleven States have now incorporated the medicaid management
information system. Twenty other States are moving in that direction.

Connecticut created a commission on hospital and health care with
decisionmaking authority over capital expenditures, annual operating
budget reviewing rights, and analyzing costs.

Six other States are operating with mandatory ratesetting systems.

California issued a medicaid card outlining the services available to
an individual. Any services beyond that must be approved by a team
of doctors.

In Michigan, we have initiated several cost-saving procedures.
Michigan was hard hit by the automobile recession. As you know, we
are heavily dependent on the automobile industry. We had a high
unemployment, rate and increased welfare costs—costs which increased
health care costs and put a real crimp into our budget.

We just simply reduced payments to providers by 11 percent. We
discounted their bills, We eliminated physical therapy in nursing
homes. We put a 14-day limitation on inpatient psychiatric care. We
eliminated dental, vision and hearing services for people over 21.

Those were drastic steps that we have had to take in the past to try
to contain the costs. For this year, we are moving to a couple of other
provisions. One, a prepayment review of hospital invoices for patients
staying more than the 75th percentile of hospital stays. We initiated
programs through legislation, recovering costs on third party liability.
making Medicaid a payee of last resort, not first resort.

Finally, we are initiating the generic drug law in Michigan.

Even with these savings, 1 our of every 4 new dollars will go to
the medicaid budget in the State of Michigan.

With that background, we appland you and the committee for
Senate bill 3205 of last year and Senate bill 1470 of this year. We also
thank Mr. Constantine for his openness and sincerity and willingness
to listen to the suggestions that the State legislatures have had in the
past, and which have been incorporated into the changes which you
highlighted in your statement earlier.

Our position has been developed through our human resource
committee, with representatives from all the State legislatures and
the health and welfare committees. In addition the State Federal
Assembly of the NCSL has unanimously endorsed the concept of your
bill and the highlights of my testimony this morning.

Specifically, we enthusiastically support certain provisions of the
Senate bill, First, the exception of states with effective rate-setting
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systems from the bill’s hospital reimbursement provisions, we think,
makes good sense. .

In your opening statement this morning you indicated a willingness
to expand your bill and widen its context to include more than just
medicaid and medicare. We feel this ought to be done. We believe that
the legislation ought to apply to Blue Cross, Blue Shield, and other
private payees. . L

Another point to keep in mind is that cost containment is still an art,
not a science and flexibility and experimentation should be en-
couraged. To designate one approach is too rigid and could be in-
equitable and doomed to failure.

All States should be required to mest Federal minimum standards
with incentives for doing r, and I think your bill moves in that
direction. We should require a good data base collection from the De-

artment of Health, Education, and Welfare, working with State and
ocal agencies in developing evaluation techniques. .

‘We enthusiastically support the provision for technical assistance
to the States for improving management administration and operation
of the program.

We entﬁ:ﬁs‘iastically support the requirement that regulations per-
taining to this act be issued 1n 13 months. )

In developing those regulations, we have some things that we think
ought to be kept in mind. One, that HEW should consult with State
and local officials and the results, as they are developed, should be
issued in advance, with a clear explanation of purpose and objectives.

We also like the President’s recommendation that the Secretary read
the provisions and understand them himself.

We feel, in developing HEW regulations, that State variations
should be allowed. We think, Senator, in mandating requirements, pri-
orities should be established.

Although we want to comply with regulations all the way, some-
times that is not possible.

We think reasonable deadlines ought to be established and agreed
upon by State and local officials and we specifically feel that there
should be an update of present requirements and simplification of
present medicaid regulations.

We applaud and enthusiastically support the provision which dic-
tates that information concerning the inefficiencies of the program be
made available not only to the Governor, but shared with the legisla-
tive leadership and the appropriate legislative committees.

We are always the last to know. Like the poor husband, he finds out
last when things have gone astray, and we in the State legislature are
also frequently the last to find out about a program that has failed. We
applaud the effort to include legislative leadership and committee
leadership in this effort.

This is unprecedented in Federal legislation and welcomed by the
state legislators with enthusiasm.

We also endorse the provisions for strengthening medicaid adminis-
tration. We do have a few concerns that I would like to share with
you, and then answer any questions that you might have.

Our major concern is that performance standards are dependent
upon the MMIS program being in place and not all States have that
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in place and we need to think about phasing that in. There is also a
question of paying for that MMIS program, and whether or not the
present matching ratio ought to be increased. )

Wehave a concern that the medicaid requirements are very detailed
and specific. We question whether they should be locked into statutory
language.

Wehave a concern that some States already meet or exceed perform-
ance standards while others are just beﬁinning. How do we bring those
others up without holding the ones that have moved ahcad behind.
And moving the other States up is gomg to be a considerable cost to
States which have not done this job.

How do we meet their needs?

We are concerned about the Tith percentile quality control rate
as being rigid and arbitrary.

We specifically would like to share our concern with you about the
fiscal penalty, and feel that incentives ought to be built in and not nec-
essarily limitations.

We think that there ought to be periodic corrective action plans and
then, and only if the States refuse or are unable to mect the action
plans, then apply the penalty. Do not apply the penalty immediately.

Performance standards should be a vehicle for ongoing assessment,
not a vehicle for fiscal penalties. We should distinguish between willful
intent not to comply, which shounld have penalties. and inefficiency,
which should have technical assistance. This, the bill ought to recog-
nize. There should be positive incentives of higher matching ratios to
enconrage good programs. Again, we feel that HEW should develop
the data ; HEW should be able to reimburse up to 90 percent of the ad-
ministrative costs of programs that are doing a good job and meeting
the high standards that we all look forward to. And we think MMITS
should be a top priority in every State and should be reimbursed on a
75 to 25 percent basis,

Senator. in summary. the State legislatures are enthusiastic ahout
most of vour proposal. We are hamstrung with increased cost in med-
jeaid. and we desperately want to see some kind of action. We see this
as an excellent vehicle to do that, and with our limited concerns, we
enthusinsticallv endorse the proposal before this committee.

Senator Tarmance. Thank you very much, Mr. ITollister. for a very
fine statement.

T ninderstand the National Conference of State Tegislatures has heen
verv helpful in helping us to draft this bill. We areatly appreciate that.

Virtnally every State government. in the United States has had great
diffienlty with their medicaid payments.

T know that is true in Georgia and is one of Governor Busbv’s prin-
cipal problems. Tf you have any further recommendations to improve
Hieﬂ'}:iﬂ. we woild appreciate you submitting them in writing to the
staff.

Thank vou very much.

Mr. Horuister. Thank you.

[The prepared statement of Mr. Hollister follows:]

STATEMENT OF REPRESENTATIVE DavIp C. HOLLISTER 0N BEHALF OF THE NATIONAL
CONFERENCE OF STATE LEGISLATURES

My name is David C. Hollister and T am a state representative from Michigan,
I have served In the Michigan state legislature for the past three years, during
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which time I have been the Vice-Chairman of the House Committee on Public
Health and Social Services and as Chajrman of the House Committee on Mental
Health. : -

I have also served as a member of several committees relating to social serv-
ices and health care, including,a special committee to rewrite Michigan's social
welfare law and investigate medicaid fraud. 3

My office has also initiated several citizen’s task forces, including a welfare
reform task force and a medicaid review task force. Both these task forces
have worked with the department of soclal services in identifying program areas
in policy and service delivery as well as with legislative committees to address
these problems through legislation. :

Also, as a state legislator I am a member of the National Conference of State
Legislatures and it is on behalf of the NCSL that I appear before you today.
For your information, the NOSL is the only Natlonal organization representing
the interests of the nation’s 7,600 state law makers.

I am delighted, Mr. Chairman, to appear before you and the members of this
committee,

STATE LEGISLATIVE INTERESTS

I need not tell you that the unacceptable growth in Medicald expenditures over
the past few years is undoubtedly one of the most troublesome problems facing
all levels of government today. You will recall that in its first year of operation
a decade ago, state and local governments, along with the federal government,
spent $1.6 billion on the medicaid program. Projections for fiscal year 1978
estimate the cost of the program at nearly $18 billion—an eleven fold increase
that has all levels of government searching for ways to bring the expenditures
back within acceptable bounds. Needless to say, such cost escalations have had
a tremendous impact on state budgets. Medicaid expenditures are already as-
suming a disproportionate share of the limited state funds available to finance
social programs for low income individuals. As you so correctly noted last year
in your introduction of 8. 3205, Mr. Chairman: “the choice is a simple one—
either we make medicare and medicaid more efficlent and economical or we
reduce benefits.”

While the factors contributing to the rapid expansion in the costs of providing
medicaid services are easily discernible—inflation in medicaid prices and fees,
expansion in the number of eligibles served, growth in the utilization per eligible
person—effective and equitable methods for controlling the acceleration of
costs are more elusive. ;

In the face of growing budgetary restraints, the most common response by the
states has been to focus on reducing either the scope of services offered or the
number of individuals served undet the program. Other short term steps taken
to reduce costs would Include spch actions as increasing patient cost-sharing
requirements for basic and optional services and lowering the reimbursement fee
levels for ambulatory services. Random examples of the above include; The
elimination of adult dental services from coverage by Maryland, Florida, Georgla,
New Hampshire, and Louisiana; the institution of a co-payment for eyeglasses
in Virginia and Michigan, and the restriction of one physiclan visit per month
in Alabama and Georgia.

Increasing recognition however, is being given to the contribution poor man-
ag:t::ent and administration of the medicald program makes to the problems of
C .

Waste and mismanagement is likely. to continue unless the conduect of the
administration is appropriately checked. This is the duty and the function of
the state legislature. In addition to its policy and program development role,
the responsibility of the legislature extends to the control of policy and program
after the stage of formulation. The legislature must review the performance of
its administrators—econducting oversight, curbing dishonesty and waste, ensuring
compHance with legislative intent, and challenging bureaucrats. It must also
assess the effectiveness of state policies and programs.

Currently in addressing the problem 'of rising medicald costs state legislatures
have basically three options: Qontinue to appropriate money to the program at
increasing rates; cut benefits and reimbursements; or effect savings within the
program itself. The later option Implies getting a better handle on managing and
administering the program. '

As you are aware, some of the most effective and innovative measures in
containing health costs have been Introduced through state medicaid programs.
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Most of the attention so far, however, has been on curbing fraud and abuse in
the program. For example, during 1970, New Jersey developed a computer system
to detect patterns of fraudulent practice and abuse. The ingredients of that
system were adopted by HEW in developing the Federal medicaid management
information system (MMIS). New Jersey’s system resulted in a $27 million
saving just by prescreening claims. Additional savings were incurred through an
aggressive investigation and prosecution of several nursing home operators,
pharmacists and doctors.

Over the past few years—in cooperation with and encouraged by HI\W—many
state legisiatures have sought to aid the medicaid management process by ex-
pending large amounts of state funds for the development of MMIS systems.
MMIS, including the surveillance and utilization review components, is directed
specifically at controlling utilization, cost effectiveness and maintenance of
quality eare. These systems give medicaid program directors and state legislators
a state wide perspective on how the medicaid program is being used or abused.
Eleven states now have a certified MMIS system; an additional 20 states are
in the process of implementing MMIS this year.

States retain the authority to determine rates and methods of reimbursement.
Although somewhat constrained by Federal statue and regulations, states have
developed a variety of policies in this area. Through the budget process, state
legislatures have dictated reimbursement policy to a certain extent. A few states
have developed sophisticated reimbursement policies, each tailored to a specific
provider program. Some states have experimented with regulating the medical
care indu~try, on the assumption that controlling costs only in one part of the
health care sector will only result in a “ballooning out” effect in other areas of
the sector. As an example, in 1973 Connecticut created a commission on hospitals
and health ecare, with decisionmaking authority over capital expenditures and
annual operating budgets, as well as reviewing rates and anlyzing costs. As a
result, in its first year of operation the CHHC reported that the percentage of
increase in cost per adjusted patient day was 8.4 percent, compared to 10.9 per-
cent nationally, I'resently, six states are operating mandatory rate setling sys-
tems with several other states sponsoring a rate review mehodology of one sort
or another.

Since 1970, several states have supported experiments with the delivery of
services to medicaid recipients through prepayment plans. The experiences of
CHHC programs in Washington, Kansas, Kentucky, Michigan, New Jersey, and
the Distriet of Columbia are worth studying.

The state of California instituted several methods to reduce overutilization.
Hach recipient’s medical card indicates the services the recipient is entitled to.
Additional services sought by the recipient beyond those mentioned on the eard
must be approved by a medical field office before payment can be made. More-
over, a new program implemented at the end of 1975 requires every hospital
serving medicaid patients to include a team composed of a physician, a nurse and
a social worker. The team, in cooperation with the attending physician, must
make a determination regarding the recipient's length of hospital stay. Pre-
li:&ﬁnary results indicate that the average length of hospital stay has been
reduced.

The state legislature in Wisconsin established a 30 member strike force
against medicaid fraud. Investigation and audits carried out by the Illinois
bureau of special investigation and the Governor's task force on medicaid fraud
resulted in the suspension of 60 medicaid providers. Illinois has also reduced
costs by changing the formula for reimbursing pharmacists for medicaid pre-
scriptions. In New York State, audits of the nursing home industry are expected
to help return almost $70 million in overcharges to the state's treasury. Last
year Minnesota began a pilot project of restricting recipients’ use of physician
and pharmacy services in cases where there is documented evidence or abuse or
misutilization of these services.

Michigan probably has a greater degree of experience with medicaid cost
containment efforts than any other state. Recent periods of high unemployment
have increased the state’s welfare rolls and have concurrently reduced state
revenues. This combination, with that of rampant health care cost inflation, has
meant that medicaid has had a devastating effect on our state's budget.

In December of 1975 the Governor issued an executive order containing a
number of medicaid reductions, Because of the immediacy of the state's fiscal
plight, we could not sufficiently assess the ramifications of the measures taken.
Some of the programmatic changes included :
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An 11 percent reduction in payment rate for many medicaid providers;

Elimination of physical therapy coverage in nursing homes;

A 14-day Hmitation on inpatient psychiatric services; and

A reduction of the protected income level for medicaid only recipients, and the
elimination of dental, vision and hearing services for persons over 21,

Most of these measures have long since been abandoned or modified because
they either were not effective cost savings devices or hdad a devastating impact
on clients. .

As the legislature considered the current fiscal year's appropriation for medic-
aid it became apparent that available state funds for this program were salg-
nificantly lower than projected expenditures. The Governor and legislative
leadership joined together in a meeting with representatives of all major pro-
vider associations to outline the dilemma and to seek their help in developing
and implementing effective and appropriate cost containment measures for the
medicaid program. That effort was successful and resulted in a number of posi-
tive policies such as:

Prepayment review of hospital invoices for patients staying beyond the 75 per-
cent length of stay for that diagnosis ;

Increased efforts by providers to identify and bill other third party sources;
and

The establishment of a generic drug policy and revisions in the adult dental
and vision program.

Although these efforts were largely successful, I would like to note that the
Governor’'s statewide budget for fiscal year 1977-78 allocates one out of every
four new state dollars to medicaid. This despite inclusion of substantial savings
collected as & result of the cost containment initiatives.

In summary, despite the fact that we in Michigan have made gignificant efforts
to identify and implement appropriate cost containment measures, it is abun-
dantly clear that these efforts in medicald alone cannot resolve the fundamental
problem at hand—one of uncontrolled health care cost escalation. The need is
great, therefore, for an effort at the Federal level which can effectively en-
courage the application of proven cost containment measures and sound manage-
ment procedures by all levels of government and by the entire medical care
industry. We believe that the Talmadge bill is a major step in the direction of
achieving those goals.

* * * * * * *

8. 1470

Mr. Chairman, we at the state level realize the enormous time and energy
that was devoted to the creation of this legislation. Moreover, we sincerely appre-
ciate the willingness—and even the initiative—taken by your staff to meet with
representatives of state government on the merits of this bill. Over the past year,
your very able staff director, Mr. Constantine, has conferred with members of
our organization on several occasions and, at each meeting, made it clear that
the contributions of state officials are most highly valued by the committee, We
have taken this invitation most seriously, Mr. Chairman. In preparation for
this testimony we have gone through a series of steps to ensure a broad range
of inputs from elected officials and program administrators at the state level.

The recommendations which follow were originally submitted by the Human
Resources Committee of the NCSL. That committee is comprised of chairmen and
ranking members of health and welfare committees from practically every atate
legislature. Those recommendations were then considered by our State-Federal
Assembly (SFA) and were adopted unanimously. The SFA includes over 400
state legislators, representing every state and both political parties, and has
the exclusive authority to speak on behalf of the orgeanization with respect to
issues affecting State-Federal relations.

In general, Mr. Chairman, state legislators are enthusiastic about this bill.
Reasonable attempts to fulfill the many objectives stated in S. 1470 deserve the
attention and support of all levels of government. Those objectives specifically
relate to addressing several problem areas in the medicaid and medicare pro-
grams. Those problem areas include :

The lack of uniform and efficlent program management and administration;

Excessive and steadily rising costs in medicare and medicaid ;

Ineffective enforcement of regulations by HEW ; and
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Inefficient cost-generating reimbursement policies of hospitals, nursing homes,
and to some extent, physicians.

Several provisions within 8. 1470, if implemented, offer an excellent chance
of resolving many of the aforementioned problems, NCSL specifically supports
the following key measures:

1. EXEMPTION OF BTATES WITH EFFECTIVE RATE BETTING BYSTEMS FROM THE BILL'S
HOSPITAL REIMBURSEMENT PROVISIONS

Rising hospital costs have been a major concern to most states for a number of
years, and several of the third-party payers—particularly medicaid and Blue
Cross/Blue Shield—have initiated prograins which aim at restraining hospital
costs., However, what that experience confirms is that policies promoted by dif-
ferent payers acting alone can have only a limited impaet on controlling ho=pital
costs for the whole system. If the reimbursement system is to provide the lever
for controlling costs, a uniform policy which applies to all hospital payers is
highly desirable. The approach coutained in 8. 1470 constitutes a major improve-
ment over the current hospital reimbursement structure but should extend even
further to reach all payers.

The present piecemeal reimbursement structure is an inequitable and ineffee-
tive approach to hospital cost containment, as well as being a disruptive influence
on hospital planning and financing. Reforms which apply to the reimbursement
policies of only a single payer (e.z., medicaid) provide strong incentives for
hospitals which are being squeezed by that payer’s policies to cither opt out of
the program or to pass on the costs to other pnrehasers. In such cirenmsatances
costs are shifted from payers who have imposed reimbursement constraints (e.g.
medieaid) to other payers who do not or cannol control their level of reimburse-
ment (e.g., private insurers and patients without insurance). The result is thaf
total liospital costs are not effectively controlled. privtae payers realize an in-
equitable fiscal burden, and those hospitals which have a high proportion of
medicaid patients bear the brunt of cost containment efforts. Furthermore, hos-
pitals may increasingly view medicaid admissions as undesirable, with the long-
run result that medieaid admissions are shifted to a few hospitals. Since those
hospitals wonld then face increasingly tighter eost constraints relative to other
hospitals, the result might very well be a discernably different hospital delivery
system for medicaid patients.

There is no dixpute that a sen<ible hospital cost eonfrol system must precede
the implementation of a national health insurance program. Substantial dis-
agreement may exist, however, mver what kind of cost control system will prove
offective and what level of government should be responsible for administering
and operating the system.

Given the fact that cost containment is still largely an art, not a science, flexi-
bility and experimentation shonld be key to the eventual discovery of a system
or systems that will function property. The assumption that the colution to cost
inflation in the hospital sector lies in a single approach is a faulty one and. if
allowed to guide our policy, is likely to lead us into a system of extreme rigidity
and inequity.

Henece, we believe, as the bill suggests, that states operating rate review pro-
erams which either meet or exceed minimum Iederal guidelines should be free
to continue to ndminister their own hospital reimbursement programs. The use
of state expertize and staff wonld greatly angment the limited number of Federal
employees who would be available to administer a nationwide program,

We wish to emphasize, however, that the crviteria by which states would be
permitted to operate their own hospital reimbursement systemns should be mini-
mum standards. Sinee the development of a sound incentive system for reimburs-
ing hospitals ix sfill in its infaney, states shonld not be put in the pasition of
having to demonstrate “beyvond a reasonable doubt” they ean do a better job
thun the Federal Government.

The legizlation should encouraze further state experimentation with alternn-
tive hospital reimbursement mechanisms in order to build an information and
data base necessary to exanune and resolve several ervirieal issnes prior to the
establishment of a national health insurance system. Strong evaluation measures
shonld be built into the program to insure that innovations in techinology and
procedure are measured, presceried and made available nationwide.

Vildinonally, the legistation should contain incentives to states to adopt even
toucher ~tandards than federal requirements. For example, if a state operated
system can manage to control hospital costs below a reasonable level, the state
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should be able to retain part of those savings and devote them to such pur-
poses as prevén_tlve services and debt retirement on unnecessary facilitles.

IL. PROVISION OF TECHNICAL ASSISTANCE TO THE BTATES FOB IMPEOVING THE MAN-
AGEMENT, ADMINISTRATION AND OPERATION OF THE PBOGRAM

On numerous occasions states have sought technical guidance from the fed-
eral and regional offices, only to be ignored or refused because the necessary
technical expertise was unavailable, given the increased number and complex-
ity of federal statutes and regulations, as well as performance standards expected
under the proposal, improved technical assistance is indispensable to the ulti-
mate effectiveness of this legislation. We are, nevertheless, concerned that while
the bill calls for increased technical assistance, no recommendation appears call-
ing for additional federal dollars to be allocated for that purpose. Moreover,
we would like to be assured that if the resources are available, they not be
consumed by monitoring and enforcement functions to the detriment of needed

technical assistance services.

III. REQUIREMENT THAT REGULATIONS PERTAINING TO THIS ACT MUST BE IS88UED BY
THE BECRETARY OF HEW WITHIN 13 MONTHS OF PASSAGE

The record of the department over the past few. years-in issuing timely regu-
lations has been extremely poor. On several occasions states have been plagued
with complying with requirements which become effective before final regula-
tions are published and under which their compliance will ultimately be evalu-
ated. One concern, however, is that the need for expedition not infringe on
the need for greater clarity in the regulations. NCSL offers the following specific
suggestions with respect to medicaid regulations:

Consultation with representatives of state and local governments should pre-
cede the development of medicaid regulations. The regulations shiould be issued
well in advance of the effective dates and the purpose and objectives of the
regulations should be clearly specified.

State variations should be allowed in implementing the regulations, recogniz-
ing the differences in relative wealth and poverty and other socioeconomic fac-
tors. Criteria should be developed in light of these variations. Standards by
which to evaluate state-compllance with regulations must be formulated, with
an emphasis on outcome objectives rather than process measure or technical
requirements.

In view of the fact state and local governments are confronted with several
sets of regulations at the same time, DHEW should, in consultation with the
units of government affected by the rules, establish :some priorities among the
mandated requirements.

Reasonable deadlines for compliance with regulations should be agreed upon
by all levels of government affected by the regulations.

-An updated and simplified compilation of Medicaid regulations is badly needed.
The task should Dbegin with ‘the following regulations specified in order of
importance:

1. Financial eligibility requirements,

2. Hospital reimbursement.

3. Nursing home standards, including quality of care.

4, Cost sharing. .

. B. Freedom .of choice.

6. Single state agency. .

7. Regulations. preventing states from. eliminating or restricting dual certi-
fication of ICFs and SNFs. . & .

Iv. ‘BEQUI‘REM]!I:NT THAT INFORMATION REGARDING DEFICIENCIES IN THE ADMINISTRA-
.TIGN OF A ETATE'§ MEDICAID PROGEAM BE MADE AVAILABLE NOT ONLY TO THE GQV-
ERNOR OF THE 8TATE, BUT ALS0 BE SHARED WITH THE LEGISLATIVE LEADER OF EACH

: HQUSE IN THE STATE LEGISLATURE, A8 WELL AB THE CHATRMAN UF THE LEGISLA~
. TIVE COMMITTEES WITH JURISDICTION OVER THE MEDICAID PROGRAM

Mr. Chairman, it'is an unfortunate reality that leglslators are often among
the 1ast to know when things are going wrotig with the medicald program.

The deference 8. 1470 pays to the importance of the State legislative branch
of governmefit—in récognizing ‘its accountability for .the expenditure of state
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funds and assuring program effectiveness—is unprecedented in federal legis-
lation and welcomed with great enthusiasm. This provision will unquestionably
strengthen the legislatures’ ability to oversee the administration of their Medi-
aid program. Moreover, it should spur greater interest on the part of the ap-
propriate committees to continually evaluate the performance of their own state
agencies,

V. PROVISIONS FOR IMPROVING MEDICAID ADMINISTRATION

8. 1470 calls for specific reforms in the administration of Medicaid by estab-
lishing specitic performance standards in four areas:

1. Eligibility defermination;

2. Quality control;

3. Claims processing; and

4. Program reports and statisties.

Whiie the introduction of performance standards represents an appropriate
step towards improving program administration and management, NCSL feels
the following specific coucerns must be accommodated:

1. Since compliance with the performance standards in the four broad areas
is largely dependent on the assistance of fully operating management informa-
tion systems, state and local governments will need more lead time than the
preposed October 1978 effective date offers. Additionally, we recommend that
the federal government assume the full cost of the development and operation
of these management information systems.

2. ‘Lhe Medicaid requirements are extremely detailed and specific. The advis-
ability of locking such regulatory language into a statute is seriously questioned.

3. While several states already meet or exceed the performance standards in
the bill, many other states will be unable to comply without a substantial in-
crement in state expenditures,

4. The standards related to the area of quality control give us considerahle
difficulty. To begin with, a maximum error rate for eligibility determination set
af the 75th percentile of rates reported by the srates (between a specified time
perind) will always be an arbitrary standard., More equitable measures which
recongnize state capacities could be developed. rather than legislating such a rigid
statisticnl requirement.

5. Even more troublesome is the tying of a fiscal penalty to certain tolerance
levels, Given the fact that “quality control” is still an art and not a precise
seience—that is to say no one has the answer as to what combination of factors
will guarantee a reduction in errors—we find the attachment of fiscal penalties
to tolerance levels unaceeptnble. Instead, we would prefer to see a nationwide
quality control system developed as a management tool which will allow elected
atficials, program managers and the publie to reliably and validly know the
accuracy of the eligibility system at regularly recurring intervals.

The basic principles of this nationwide quality control system should be
applied not only to medical assistance but to AFDC, S8I and food stamps as
well. Additional administrative standards should not be mandated by the
federal government without prior consultation with states and localities and
until there is clear evidence of their cost effectiveness.

We further helieve that no national performance tolerance levels should he
established at this time. Instead. all states should be required to develop periodie
eorrective actinon plans, aceeptable to the department of health, edueation and
welfare, geared to the individual conditions of each state and including the
state’s specific targets for error rednetion,

Sanctions, if necessary, should be applied only through the existing compliance
procedure and only in those instances where a state clearly refuses to propose
an acceptable corrective action or fails to appropriately implement the actions
in the agreed upon plan,

We also recommend that the publicity of quality control findings should be
continned with the following modifications :

More emphasis should be placed on publicizing in each jurisdiction the reeord
of that single jurisdiction (mational publicity makes it difficult for the public
to evaluite the program which operates in their own localities.)

Publie recognition should be given to those jurisdictions with low error rates
or which are making significant improvements,

More emphasis should be placed on clarifying the causes of errors and the
<content of corrective actions plans.
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In addition to the preceding recommendations NCSL offers the following
suggestions for enhancing the quality and effectiveness of the administration
and management of the medicaid program:

Performance standards should be viewed as an essential management or
information device by which an ongoing assessment of the effectiveness and
efficiency of a state’s medicald program can be made and by which areas of
deficiency can be identified and corrected. Standards should not be used as a
vehicle for the application of fiscal penalties.

With respect to the application of fiseal sanctions, efforts should be made to
distinguish between willful intent not to comply and management inefficiencies.
‘Where the latter is the problem, technical assistance should be the initial remedy
with a specified time limit established for compliance,

The application of penalties should be only a measure of last resort. When
program deficiencies are identified, a corrective action plan should be formulated
by the state and technical assistance should be extended by DHEW to help
implement the plan. Only when further review indicates non-compliance should
a penalty be imposed.

Penalties should be levied on a flexible basis, in accordance with the degree
of non-ecompliance.

Positive incentives, e.g., higher matching ratios, should exist to enmcourage
worthwhile programs.

One of the serious deficiencies in medicaid management is the lack of com-
prehensive and comparable program information, DHEW should work with the
states to establish a common set of data describing each state medicaid program,
ineluding information on reimbursement.

DHEW should have the authority to reimburse states up to 90 percent for
administrative costs. In return for the increased match, states must fulfill certain
performance criteria in the administration of the program. HEW would negotiate
with each state on the conditions and standards that must be met in order to
receive the higher match.

The development of MMIS within every state should be a major priority of
DHEW. The matching ratios for development and operation of MMIS should
be reconsidered in view of the disproportionate burden the costs have on
predominantly low income states.

Staff to implement findings from the MMIS systems should be paid on a 75/25
percent matching basis.

The medicaid technical assistance role of the DHEW should be strengthened
and upgraded and added emphasis should be placed on training federal staff
on-site within the states.

DHEW-—in cooperation with the major state and local public interest organiza-
tions—should foster inter-state technical assistance and resource exchanges for
the improvement of medicaid management and administration.

In conclusion, Mr. Chairman, we suggest that while 8. 1470 contains numerous
worthwhile features that deserve widespread support, the bill should not be
represented as the exclusive answer to controlling health care costs. Medicaid
and medicare account for only one third of the total health care dollars spent
nationally ; therefore, the regulation of medicaid and medicare cannot control
costs throughout the entire health care sector. Even if the bill’s provisions
succeed in holding medicaid and medicare hospital costs in line, there are too
few safeguards to prohibit the reallocation of those costs to other third parties.
Furthermore, we feel that action must begin right away on comprehensive health
care cost containment, A delay until 1981 is likely to mean that hospital costs
will have increased another 456 percent before we start to deal with them.

We believe that the development of a national health policy offers the most
effective meansg of containing costs throughout the health care sector in the long
run. Such a policy at a minimum would link decislons on provider reimburse-
ment to effective health planning authorities. It would correct the present im-
balance in the health care system between the emphasis on treatment of illness
and the deemphasis on promotion of health. A national health policy can begin
to grapple with some of the difficult public policy. Issues being forced on
soclety by the proliferation of expensive, sophisticated technologies, such as,
what kinds of health services shall be provided and where shall our limited re-
sources be concentrated?

Last year in your introductory remarks on 8. 3205 you indicated, Mr. Chair-
man, that the kinds of administrative and payment changes advocated in the
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bill “are absolutely necessary prior to any expansion of the federal role in
providing more health insurance to more people”. You went on to _suggest that
absent these changes, “any expansion would be an open invitation to fiscal

disaster”. A .
While, of course, our presence here today is not to debate the merits or de-

merits of the various national health insurance proposals pendin_g before Con-
eress, we do anticipate that that debate may be forthcoming {mrly soon and
when the time comes, state and local governments will be anxious to make a
contribution to a consensus as to the kind of hiealth ecare system America ought to
have.

In preparation for that possibility, state and local organizations have been
working together over the past year to learn how their constituents fell about
certain key issues in the national health insurance discussion, as well as to de-
lineate what roles and authorities state and local governments ought to exer-
cise under any new health eare system. For the record, I would like to submit
some attachments which deseribe in detail our concerns in this area, as well
as zome of the tentative recommendations we have developed.

Thank you once again for this opportunity to meet with you.

Senator TarMapce. The next witness is Dr. Robert P. Whalen, com-
missioner of health, New York State, on behalf of the Association of
State and Territorial Health Officials. )

Dr. Whalen, we welcome you to the committee. You may submit
your entire statement for the record, and summarize it.

STATEMENT OF DR. ROBERT P. WHALEN, COMMISSIONER OF
HEALTH, NEW YORK STATE, ON BEHALF OF THE ASSOCIATION
OF STATE AND TERRITORIAL HEALTH OFFICIALS

Dr. Waarex. Thank you. Senator.

As the chief framer of this legislation, Mr. Chairman, you are to be
congratulated for your foresight and perception. The ever-increasing
costs of medicaid and medicare have indeed become an intolerable
burden for Federal and State governments and for the Nation’s tax-
payers. We at the State level need relief from our burden and we need
it now.

We note with interest and approval your recent comments that this
bill does not compete with President Carter’s Cost Containment Act,
but instead, complements that legislation. We endorse the concept of
adopting immediate interim restraints on health care costs while long-
term solutions are worked out.

At or near the top of every State’s priority list is relief from the
current. provisions of so-called reasonable costs in paying for hospital
and long-term care. This misnamed and misguided policy has pro-
vided the Nation’s health care industry with carte blanche to pass
through to the govermental payer whatever costs the industry chooses
to charge for its services. As a consequence. many States and local
communities have reached the limits of their fiscal resources, even for
such socially beneficial programs asmedieaid.

When hospital rooms cost upward of $300 a day. as they do in some
metropolitan arveas of our Nation, and when medicaid must reim-
burse some hospitals $70 to $80 a day for a single visit to a clinic or
an emergency room, as was true carlier this year in New York City,
I say to you that hospital costs are anything but reasonable.

Thus, our association strongly supports efforts to reform the
administrative and reimbursement mechanisms in the medicare and
medicald programs. The bill before you represents a thoughtful ap-
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proach to this u tly needed reform, and is a signal improvement
over kindred legislation offered last year. i

We wish to offer the following comments concerning the bill and
some of its provisions. 774

Our principal concern is with the level of consultative and adminis-
trative control that this legislation would accord to the States, which
together with localities, are legally responsible for the operation of
the medicaid program and are expected to fund half of its costs.

Many States, New York among them, have been working for years
to refine and implement effective programs aimed at contro%.lin ever-
rising hospital expenditures, and to do so without denying vital health
services to those people who need them. These State programs
represent a pluralism that should be encouraged to continue and

pro i

This would not only give the Federal Government a benchmark
against which to measure its programs of hospital cost containment, it
would also permit these States to serve as laboratories for the develop-
ment of innovative cost control procedures. We strongly recommend
that States with existing and effective programs of hospital cost con-
trol be exempted form the hospital reimbursement provisions of this
bill and that this waiver be granted without prejudice.

We endorse the coneept of rewarding hospitals whose routine costs
are below the average of their groups, and penalizing hospitals whose
costs exceed the group’s average. '

But the classification of hespitals into groups differentiated only
by bed capacity seems inflexible and unwieldy. More sensitive criteria
may be needed to account for geographical differences, different spon-
sorship and variabilities in level of care that is provided. In New York
State, for example, the character of the hospital industry in New York
City 1s far different from that in rural areas upstate.

When New York State first sought to control hospital costs in 1970,
we began by examining certain routine costs of inpatient care, as this
bill does. Many years Jater and wiser, we have become more sophisti-
cated in our efforts to contain hospital eosts. We found that, when cer-
tain cost components are left out of a reimbursement formula, these
costs often become artificially inflated in an effort to counteract re-
straints contained in the formula. Thus, when we placed stringent
controls on reimbursement for inpatient care, we found that the aver-
age length of stay began to increase and that charges for outpatient
and ancillary services shot upward at a precipitous rate.

Accordingly, we found it necessary to broaden our cost contain-
ment efforts to include ancillary costs, to set standards for average
length of stay, and to place a ceiling on reimbursement for clinic and
emergency room services,

I offer this experience as proof that cost control legislation, if it is
to be effective, must cover ancillary as well as routine care.

This bill would allow hospitals to receive full reimbursement for
costs up to 20 percent higher than the average of their peer group. In
our view, this is far more permissive than the limit already set by
some States, In New York State, for example, medicaid and Blue Cross
reimbursement is limited' to the average of the group. Those hospitals
exceeding the average are penalized.
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The concept of conversion allowance is, we believe, an ingenious
answer to the problem of unneeded, underutilized hospital facilities.
We believe such a provision would overcome the opposition many
States have experienced when they have tried to close or consolidate
unnecessary hospitals and hospital services. .

Such efforts, however, should be closely linked to health planning
at the State level, and should involve both health systems agencies and
State health facilities planning agencies. Through this interface, the
States would be in a position to identify those institutions and services
that are redundant to need.

Many States have sought permission for hospitals to convert some
beds to the level of nursing home beds, with appropriately reduced
reimbursement. Heretofore, Federal health policy has not permitted
this. Thus, we are pleased to endorse this provision in the bill.

And we also endorse the constraints placed on reimbursement of
hospital-based physicians, such as anesthesiologists and pathologists,
for services not directly related to patient care. )

The performance criteria. reporting requirements, and penalties
specified in relation to eligibility determination, claims processing. and
data retrieval are, in our opinion. unrealistic.

In summary, may I say that we States, much like the Federal Gov-
ernment, need to coordinate our cost control efforts with related ac-
tivities in health planning and development. The proposed legislation
could be more supportive of such efforts by closely involving the States
with the administration and intent of the legislation. For example,
States could be asked to submit administrative programs that would
integrate cost control. planning. and policy linkages at whatever level
they might be currently operating.

In some States, this would be development of a strong capital ex-
penditure control system. while in others it would be a coordinated and
complex system of ratesetting. planning, and capital expenditures
controls,

This could be at least partially accomplished through a State ad-
ministrative program requirement. Such a requirement would need to
be supported by federally established performance criteria tied to the
intentions of the act, but in keeping with the unique situation of the
various States.

Inherent in my testimony is the belief that something must be done
immediately to cope with the explosive vise in State and loeal. as well
as Federal Government, share in health care costs. But at the same
time, we need a long-term approach, such as this bill, to the problem.
We believe that considerable attention should be given to increa<ing
State resources go that health cave cost containment can be eflectively
planned. implemented, and evaluated.

I want to stress that ASTHO strongly endorses the intentions of
this legislation. Onr commentary is presented from the perspective of
strengthening a useful and necessary proposal.

And if we mav be permitted one final observation, it is that the in-
crease in expenditures by the health care delivery system over the past
decade has not demonstrably benefited the health status of the Amer-
ican people. We are confronted with rapidly increasing expenditures
for new technology, more personnel, and new facilities, without a nee-
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essary relationship to improved health. In addition to capping the
costs of institutional care, we must consider increasing our investment
in the prevention of illness and the promotion of good health prac-
tices on the part of the populace.

Senator T'armange. Dr. Whalen, thank 11:':01: very much for an excel-
lent statement. You are an exﬁ)ert. in this field. Do you think this bill,
as Bresent]y drafted, will do the job# L.

r. WHALEN. I think, Senator, that it is a very ﬁood beginning. .
_ I think, as you move into this field, that approaching it by a group-
ing of hospitals and putting a ceiling on routine costs, making pay-
ments prospectively, and putting in an incentive payment, so those
who are more efficient are rewarded, is a very good approach.

I think that eventually it is going to have to move, as you indicated
in the bill, to ceilings in other areas of cost. This is a little bit more
difficult. Groupings are more difficult as one moves to control anci]]s.r{
costs, but I would heartily endorse the general approach of the bill.

Senator TarLmapce. If you or the Association 0? State and Terri-
torial Health Officials have any further recommendations that might
improve the bill, we would greatly a%preciate your putting them in
writing and submitting them to the staff.

Senator Dole ?

Senator Dore. I have just a couple of—more or less—comments.

In your statement, you indicate :

We strongly recommend that States with existing and effective programs of
hospital cost control be exempted from the hospital reimbursement provision
of this bill and that this waiver be granted without prejudice.

If I am correct, in the bill, if the Secretary is satisfied that a State
hospital reimbursement system results in lower aggregate payments
to hospitals in the State than the system established by the bill, then
payments to hospitals in that State would be based on State system.

Dr., Waairen. That satisfies our needs, Senator. I just wanted to
make the point that the States heartily endorse that.

Senator DoLe. Then in that same general area, fvou talk about classi-
fications of hospitals in groups differentiated only by bed capacity. I
think also that the bill, as drafted, takes into account geographical
differences and other areas of possible difference. It does have the flexi-
bility that you suggest.

Dr. WHALEN, %t does, Senator, when you are talking in terms of
routine costs. I think over time, as one moves to a consideration of
imposing ceilings on ancillary costs that the grouping process becomes
much more difficult. One has to deal with such items as intensity of
service, patient mix, and so on.

The only point that I was trying to make was that grouping of
hospitals is not as simple as it might appear at first blush, and it is
quite & oom;l))lex undertaking and that there ought to be some flexi-
bility in the bill that will allow for changes in groupings and changes
in the criteria.

Senator Dore. I share that view, and I am sure the chairman does.
I believe the language is in the bill, but if it lacks flexibility, we can
probably add it, but X think it may be there.

Thank you very much.
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Senator TaLmapee. Thank you, Dr. Whalen. We appreciate your
contribution.
[ The prepared statement of Dr, Whalen follows:]

STATEMENT BY ROBERT P. WHALEN, M.D., IN BEHALF OF THE .\SSOCIATION OF
STATE AND TERRITORIAL HEALTH OFFICIALS

SUMMARY

The Association of State and Territorial Health Officials supports efforts to
reform the administrative and reimbursement mechanisms in the Medicare and
Medicaid programs. In particular, states need relief from the so-called “reason-
able cost” provisions of the Medicaid program.

A principal recommendation of the Association is that states with effective
programs of hospital cost control be encouraged to continue these efforts by
exempting them from the reimbursement provisions of this bill,

The Association endorses the concept of rewarding hospitals with lower than
average costs and penalizing those with higher than average costs.

Experience at the state level suggests that excepting ancillary costs from the
reimbursement formula may weaken the effectiveness of cost control measures.

The concept of a conversion allowance is endorsed, as is the provision that
would allow hospitals to convert some beds to nursing home level, with reduced
reimbursement.

The Association helieves cost control efforts at the federal level must be
coordinated with activities of state health planning agencies.

Mister Chairman. Members of the Subcommittee, I am Dr. Robert P. Whalen,
Commissioner of the New York State Department of Health, and I am here to
testify on behalf of the Association of State and Territorial Health Officials,
comuwoenly referred to as ASTHO.

As the chief framer of this legislation, Mr. Chairman, you are to be congratn-
lated for your foresight and perception. The ever-increasing costs of Medieaid and
Medicare bave indeed become an intolerable burden for federal and state gov-
ernments, and for the nation’s taxpayers. We at the state level need relief from
our burden and we need it now.

We note with interest and approval your recent comments that this bill does
not compete with President Carter's Cost Containment Aect, but instead, eom-
plements that legislation. We endorse the concept of adopting immediate interim
restraints on health care costs while long-term solutions are worked out.

At or near the top of every state’s priority list is relief from the current pro-
visions of so-called “reasonable costs” in paring for hospital and long-term care.
This misnamed and misguided poliey has provided the nation’s health rare in-
dustry with carte blanche to pass through to the governmental payor whatever
costs the industry chooses to charge for its services. As a consequence, many
states and local eommunities have reached the limits of their fiscal resources,
even far such socially beneficial programs as Medicaid.

When hospital rooms cost npwards of $300 a day, as they do in some metro-
politan areas of our nation. and when Medicaid must reimburse some hospitals
$70 to 880 a dar for a single visit to a clinie or an emergency room, as was true
earlier thiz year in New York City, T say to you that hospital costs are anything
but reasonahle,

Thus, onr Association strongly supnorts efforts to reform the administrative
and reimbnrsement mechanisms in the Medicare and Medicaid programs. The
bill before you represents a thoughtful approach to this urgently needed reform.
and iz a signal improvement over kKindred legislation offered last year. We wich
to nffer the following comments concerning the hill osnd some of its provicions,

Our principal eoncern is with the level of con«nltation and administrative eon-
trol that this legislation wonld accord to the states, whieh together with loeali-
ties. are lezally resnonsihle for the operation of the Medicaid program and are
exnected to fund half of its cnsts,

Manv states, New York among them. have heen workine for vears to refine and
implement effective programs aimed at controlling ever-rising hospital expendl-
tures. and to dn sn withont denying vital health services fn those peanle wha
need them, Thes<e state programs represent a pluralism that should he encournoed
to eonfinue and progress. Thiz wonld not onlvy give the federal government a
benchmark agninst which to measure its program of hospital cost eontainment,



131

it would also permit these states to serve as laboratories for the development of
innovative cost control procedures. We strongly recommend that states with ex-
isting and effective programs of hospital cost control, be exempted from the hos-
pital reimbursement provisions of this bill, end that this waiver be granted
without prejudice. \

We endorse the concept of rewarding hospitals whose routine costs are below
the average of their groups, and penalizing hospitals whose costs exceed the
group's average.

But the elasgification of hospitals Into groups differentiated only by bed ca-
pacity seems inflexible and unwleldy. More sensitive criteria may be needed, to
account for geographical differences, different sponsorship, and variabilities in
level of care that is provided. In New York State, for example, the character of
the hospital industry in New York City is far different from that in rural areas
upstate.

pWhen New York State first sought to control hospital costs in 1970, we began
by examining certain routine costs of inpatient care, as this bill does. Many years
later and wiser, we have become more sophisticated in our efforts to contain
hospital costs. We found that, when certain cost components are left out of a re-
imbursement formula, these costs often become artificially inflated in an effort
to counteract restraints contained in the formula. Thus, when we placed stringent
controls on reimbursement for inpatient care, we found that the average length
of stay began to increase, and that charges for outpatient and ancillary services
shot upward at a precipitous rate. Accordingly, we found it necessary to broaden
our cost containment efforts to include ancillary costs, to set standards for aver-
age length of stay, and to place a ceiling on relmbursement for clinic and emer-
gency room services. I offer this experience as proof that cost control legislation,
if it is to be effective, must cover ancillary as well as routine costs,

This bill would allow hospitals to receive full reimbursement for costs up to
twenty percent higher than the average of their peer group. In our view, this is
far more permissive than the limit already set by some states. In New York State,
for example, Medicald and Blue Cross reimbursement 1s limited to the average of
the group. Those hospitals exceeding the average are penalized.

The concept of a conversion allowance is, we believe, an ingenious answer to
the problem of unneeded, underutilized hospital facilities. We believe such a pro-
vision would overcome the opposition many states have experienced when they
have tried to close or consolidate unnecessary hospitals and hospital services.
Such efforts, however, should be closely linked to health planning at the state
level, and should involve both health systems agencies and state health facilities
planning agencies. Through this interface, the states would be in a position to
identify those institutions and services that are redundant to need.

Many states have sought permission for hospitals to convert some beds to the
level of nursing home beds, with appropriately reduced reimbursement, Hereto-
fore, federal health policy has not permitted this. Thus, we are pleased to endorse
this provision in the bill.

And we also endorse the constraints placed on reimbursement of hospital-
based physicians, such as anesthesiologists and pathologists, for services not di-
rectly related to patient care.

The performance criteria, reporting requirements, and penalties specified in
relation to eligibility determination, claims processing, and data retrieval are,
in our opinion, unrealistic. : ,

In summary, may I say that we states, much like the Federal government, need
to coordinate our cost control efforts with related activities in health planning
and development. The proposed legislation could be more supportive of such ef-
forts by closely involving the states with the administration and intent of the
legislation. For example, states could be asked to submit administrative pro-
grams that would integrate cost control, planning and policy linkages at what-
eve level they might be currently operating. In some states, this would be devel-
opment of a strong capital expenditures control system, while in others it would
be a coordinated and complex system of rate-setting, planning, and capital ex-
penditures controls. This could be at least partially accomplished through a state
administrative program requirement. Such a requirement would need to be sup-
ported by Federally-established performance eriteria tied to the intentions of the
Act, but in keeping with the unique situation of the vartous states.

Inherent in my testimony is the helief that something must be done !mmedi-
ately to cope with the explosive rise in state and local, as well as federal,
governments’ share in health care costs. But, at the same time, we need a
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long-term approach, such as this hill, to the problem. We believe that consider-
-able attention should be given to increasing state resources so that health care
-cost containment can be effectively planned, implemented and evaluated.

I wan to stress that ASTHO strongly endorses the intentions of this legislation.
-Our commentary is presented from the perspective of strengthening a useful and
.necessary proposal.

And if we may be permitted one final observation, it is that the increase in
expenditures by the health care delivery system over the past decade has not
demonstrably benefited the health status of the American people. We are cou-
fronted with rapidly increasing expenditures for new technology, more personnel,
new facilities, without a necessary relationship to improved health. In addition
to cappiug the costs of institutional care, we must consider increasing our invest-
ment in the prevention of illness and the promotion of good health practices
on the part of the populace.

Senator Tararapce. Our next and final witness today i~ M». Anthony
Mott. executive director, Finger Lakes Health Systems A ¢ency, chair-
man. Legislative Committee, American Association for Comprehensive
Health Planning.

Mr. Mott, we welcome you to the committee, We will incert yonr
full statement in the record and you can summarize, if yon will.

Mr. Morr. If we could male one departure, I would like Mrs.
Jacqueline 1Tansen, board chairman of the HSA in Kansas City, to
make a presentation.

Senator Tararance. We would be delighted.

Senator Dore. Rinee Mrs. Hansen is a Kansan, we would be very
pleased to have her appear as a witness this morning.

STATEMENTS OF ANTHONY MOTT, EXECUTIVE DIRECTOR, FINGER
TAKES HEALTH SYSTEMS AGENCY, AND CHAIRMAN, LEGISLA-
TIVE COMMITTEE, AMERICAN ASSOCIATION FOR COMPREHEN-
SIVE HEALTH PLANNING, AND JACQUELINE HANSEN, BOARD
CHAIRMAN OF HSA, KANSAS CITY

Mz, Haxsex. Mr. Chairman and members of the committee, my
name is Jacqueline Hansen. I am delighted to have this opportunity
to appear today on behalf of the Association of Comprehensive Health
Planning to testify on Senate bill 1470,

AACHP is organized to foster and encourage health planning
across the country at the State and local levels. It represents the in-
terests of those involved in health planning and resources development
at the State and local levels: consumers, providers, governmental
bodies, and professional health planners.

Organizational membership includes health systems agencics, State
health planning and development agencies, and a broad cross-section
of business, industry, labor, and universities, as well as several hun-
dred individual members.

T am sure that the members of this committee know the litany of
health care costs only too well. National health expenditures tripled
between 1965 and 1975. In fiscal year 1976, the annual expenditure for
health totalled $139.3 billion up 14 percent over the $122.2 billion
spent in fiscal year 1975. This rate of increase was approximately twice
the CPI for the same period.

The largest expenditure category was hospital care, representing
nearly 40 percent of the total at $55.4 billion. This was a $7 billion—
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14.5 percent—increase over fiscal year 1975. Physicians’ services,
nearly one-half as large as hospital expenditures, were estimated at
$26.4 billion, an increase of 15 percent over 1975 expenditures.

Continued increases of this magnitude jeopardize the availability
of reasonably priced quality medical care for all Americans and delay
any serious.consideration of a national health insurance program.

Any effective program designed to limit the increases in medical
care costs must control both the development and the reimbursement
of héalth care facilities and services. AACHP believes that bmldm&
on the existing certificate of need and rate setting authorities containe
in Public Law 93-641, and on the integrity of the Federal, State and
regional functions and relationships established under that legislation
is the best way of achieving these goals. We believe that S. 1470 takes
this approach and for that reason we endorse the fundamental prin-
ciples embodied in the bill. ) ' ) .

As you know, a majorcontributing factor to the rate of increase in
health care facility costs is capital investment. Unnecessary ca]'iv)ltal
expenditures are doubly inflationary. Not only must the public bear
the development, construction and financing cost of unnecessary fa-
cilities, but it must also pay the significantly increased operational cost
generated by those facilities.

Thus, while efforts are undertaken to control increase in operating
costs through the introduction of measures desi%ned to encourage
efficiency among health care facilities, efforts should also be made to
achieve other compatible basic changes in the health care system.

Specifically, unnecessary expenses for facilities and services should
be prevented, excess capacity should be diminished, unnecessary utili-
zation of facilities should be reduced, and the public should be edu-
cated to the relationship between the proliferation of facilities and
services and increases in medical care costs.

A strong systemwide planning program is necessary to address
these concerns so that imbalance in the distribution and mix of serv-
ices and facilities is reduced and additional medical care resources
are developed according to true regional and community needs. With-
out such an aggressive phmni:nfl program restrictions in reimburse-
ment for operating costs will do little to affect the long-range patterns
of increasing health care costs. .

Another major advantage of linking reimbursement and resource
development controls is that it would more effectively involve wide
public participation in the national effort to contain the rise in health
care costs. This is important because these efforts will ultimately re-
‘quire’ highly unpopular decisions which can best be accomplished by
maxmzngecltlzen involvement, understanding and support. This is
precisely the role of our member agencies, =

As we have been most directly involved in the control and appro-
priate placement of health resources we would lik