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REFORM OF MEDICARE PAYMENTS TO
PHYSICIANS

FRIDAY, DI)hEMRIF 6. 1985

U.S. SENATE,
COMMITTEE ON FINANCE, SUBCOMMITTEE ON HEALTH,

Washington, DC.
The subcommittee met, pursuant to notice, at 9:15 a.m. in room

SD-215, Dirksen Senate Office Building, Hon. David Durenberger(chairman) presiding.
Present: Senators Dole, Durenberger, Heinz, Baucus, and Boren.
[The press release announcing the hearing and a background

paper by the Congressional Research Service on Physician Reim-
bursement under Medicare, and the opening statements of Senator
Durenberger and Senator Dole follow:]

[Press Release No, 85-082, Wednesday, October 9, 19X]

SUBCOMMIr'rEE ON HEALTH SETS HEARING TO REVIEW POSSIBLE REFORM OF MEDICARE
PAYMENTS TO PHYSICIANS

Ongoing studies and evaluations of possible changes in the Federal supplementary
medical insurance program (Medicare Part B) payments for physicians' services will
be reviewed by the Senate Committee on Finance's Subcommittee on Health at a
November 18 hearing, Chairman Bob Packwood (R-Oregon) announced today.

The Subcommittee hearing is scheduled to begin at 9:15 a.m., Monday, November
18, 1985, in Room SD-215 of the Dirksen Senate Office Building.

Senator Packwood said Senator Dave Durenberger (R-Minnesota), Chairman of
the Subcommittee on Health, would preside at the hearing.

Senator Packwood explained the hearing has been called to examine the efforts
under way by the Department of Health and Human Services (HHS) and others
which assess the current payment mechanism and develop reform options.

(1)
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PHYSICIAN REIMBURSEMENT UNDER MEDICARE

I. OVERVIEW

Medicare's expenditures for physicians' services increased at an average

annual rate of 20.6 percent over the 1979-1983 period. As an interim measure

to control these escalating costs, Congress approved in 1984, a 15-month freeze

on physicians' fees under the program. The freeze period was slated to end

September 30, 1985. P.L. 99-107 and P.L. 99-155 extended the freeze period

through December 14, 1985. On November 14, 1985 the Senate amended and passed

H.R. 3128, making it the Consolidated Omnibus Budget Reconciliation Act of 1985.

This measure extends the freeze until September 30, 1986 for "nonparticipating"

physicians and lifts the freeze for "participating" physicians. The freeze

provisions are viewed, however, as a temporary means of stemming increases in

program expenditures for physicians' services.

Medicare pays for physicians' services on the basis of Medicare-determined

"reasonable charges." The reasonable charge is the lowest of:

(1) the physician's actual charge for the service;

(2) the physician's customary charge for the service; or

(3) the prevailing level of charges made for the service by
all physicians in the same geographic area.

Prior to the freeze, customary and prevailing charge screens generally were

updated annually, with increases in prevailing charges limited by an economic

index that reflects general inflation and changes in physicians' office practice

costs.
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Medicare payments ar made directly either to the doctor or the patient

depending on whether the physician has accepted assignment (or the claim. In

the case of assigned claims, the beneficiary transfers his payment rights under

Medicare to the physician. In return, the physician agrees to accept Medicare's

reasonable charge as payment in full (except for applicable cost-sharing). If

the physician does not accept assignment, Medicare payments are made to the

beneficiary who, in turn, pays the physician. Beneficiaries are liable for

required (eductible and coinsurance amounts and, in the case of non-assigned

claims, for any difference between Medicare's reasonable charge and the physi-

cian's actual charge.

The Deficit Reduction Act )f 1984 (DEFRA) froze Medicare recognized cus-

tomary and prevailing charges for all physicians' services provided during the

15-month period beginning July 1, 1984 aL the levels in effect on June 30, 1984.

However, subsequent legisLati)n extended the freeze period through December 14,

1985.

DEFRA also established the participating physician and supplier program.

Participating physicians or suppliers agree to accept assignment for all serv-

ices provided to all Medicare patients during a 12-month period. The first

such period began October 1, 1984. The primary incentive for physicians to par-

ticipate is the ability to raise actual charges during the freeze period so that

such increases may be reflected in the calculation of customary charges in sub-

sequent years. Nonparticipating physicians cannot raise their actual charges

during the freeze period above the levels they charged during April-June 1984.

The Medicare fee-for-service payment system has undergone relatively few

changes since the program's inception. It has been criticized by some because

it allegedly pernsits distortions in payments and fails to provide adequate
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protection for the elderly agalst rising physicians' fees. These concerns are

reflected In:

(1) imbalances in payments for individual services, and

(2) in the unit of payment.

With respect to payment imbalances, Medicare frequently recognizes a higher fee

when the same service is performed by a specialist rather than by a general

practitioner or when provided in a hospital rather than in an office setting.

There is also a wide variation in recognized fees between various geographic

regions. Further, physicians generally are paid substantially loes for their

primary care skills than for their technical skills. Finally, new procedures

generally are priced at a high level and charges generally are not lowered

over time even though increased experience and higher volume actually have

reduced both the costs and time involved.

Use of the individual service as the payment unit also has been the subject

of criticism. While some surgeons are essentially paid a single comprehensive

fee for an inpatient case, including both pre- and post-operative care, the major-

ity of all physicians' payments are made for each unit of service. It has been

argued that this reimbursement system encourages physicians to provide additional

services (such as laboratory tests), order additional consultations, or perform

additional surgeries. While these actions may not be outside the broad range of

accepted medical practice, other less costly alternative treatment patterns may

be equally, or in some cases more, appropriate. Another frequently cited problem

with the current unit of payment is the phenomenon known as unbundlingg," i.e.,

billing separately for services that previously had been consolidated into a

larger service category and therefore payment unit; the total amount paid for

such multiple individual services may exceed the amount which would have been

paid if they had been grouped under a single category, i.e., "bundled."
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It also has been suggested that existing coding policies are somewhat

inflationary. Procedure codes for some high volume procedures such as office

visits are not precisely defined; it may thus be possible to describe the same

service by more than one code, giving the physician the option of selecting the

code with a higher allowable charge (so-called code-creep).

Physicians' decisions about pricing and billing have a direct economic

impact on beneficiaries both in terms of the required 20 percent cost-sharing

amounts and the amounts in excess of approved charges on unassigned claims.

For several years, both the Congress and the Administration have been ex-

ploring alternative approaches to containing escalating expenditures for physi-

cians' services. Three long-term reform options which have been suggested are:

(1) fee schedules based on a relative value scale (KVS);

(2) predetermined comprehensive payments for physicians'
services provided to hospital patients based on the
paLient's diagnosis (so-called physician VRGs); and

(3) capitation.

The first option for revising Medicare's reimbursement system would be to

establish a uniform natiotial tee schedule fou all physicians' services. Fee

schedules are set payment amounts tor each service. The most frequently sug-

gested method for establishing a fee schedule would be to utilize an KVS which

weights each service in relation to other services. The RVS is then translated

into a fee schedule (dollar amount) by use of a predetermined conversion factor

or multiplier. The use of a national fee schedule has the following advantages:

(1) Wide payment fluctuations among physicians in payments
for similar services would be removed, though certain
area-wide adjustments for cost-of-living differentials
might be permitted;

(2) Medicare payments to physicians would be known in advance; and

(3) Medicare would exercise control over the amount the program
wuold pay tur individual services.
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The primary disadvantage of this approach is that it would not provide control

over total expenditures since it retains the individual service as the payment

unit. Thus, this approach could have leas impact than other reform options

such as capitation unless controls on intensity and volume were also incor-

porated in the now system.

The second reform option which has been suggeeted is the use of pre-

determined comprehensive payments for physicians' services provided to hospital

inpatients based on the patient's diagnosis. The "Social Security Amondments of

1983" (P.L. 98-21) established a prospective payment system (PPS) for inpatient

hospital services based on diagnosis-related groups (DRGs). P.L. 98-21 also

required the Department to study the advisability and feasibility of extending

this approach to physicians' services. The report, due July 1, 19115, has not

been transmitted to the Congress. It was expected that a physician Mrs payment

system for inpatient services would involve the establishment of a predetermined

rate for each of the 468 DRGs used under the PPS system. However, there is some

concern that the existing DRG classification system, which was designed to re-

flect hospital costs, may not adequately reflect differences in physician input

costs. Another issie in designing a physician DRG payment system is determining

to whom the payment should actually be made; payments could be made to the admit-

ting physician, medical staff of the hospital or the hospital itself. One con-

sideration in making this choice is the degree of financial risk that may be

imposed on the various parties involved. This risk reflects the proportion of

sicker patients treated and how widely the risk is spread.

A physician DRG payment system would give physicians (or physician groups)

the incentive to practice more efficiently since they would be at risk for any

costs in excess of the package price. This payment approach would directl:1 ad-

dress the problem of unbundling for services provided in the inpatient setting.
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It would also address the divergence of economic incentives that currently exist

between hospitals and physicians. However, the concern has been expressed that

if hospital and physician incentives are too closely aligned, the quality of

patient care may be affected adversely.

While a physician DRG payment approach would limit expenditures for individ-

ual admissions, it might not control overall expenditures. For example, physi-

cians could change their practice patterns such that:

(1) certain complex cases would be managed in two or more
admissions instead of one; and

(2) some services related to the inpatient stay could be
performed iii outpatient settings either before or after
the hospital stay and be billed for separately.

A third reform option is capitation. Under this type of system, Medicare

would pay entities, such as health maintenance organizations or private insurers,

a predetermined per person monthly fee or capitation payment. In return, the en-

tities would be responsible for financing a specified set of benefits, including

physicians' services. One advantage of this approach is that the organization

would have a financial incentive to control costs. However, if the capitation

payment is too low, the approach could lead to underutilization and a decline

in the quality of care. Medicare currently pays risk-contracting health main-

tenance organizations and competitive medical plans on a capitated basis for

benefits provided to a small proportion of the Medicare population who have

voluntarily enrolled in these plans. It has been suggested that capitation pay-

ments could also be made to insurers who would provide benefits to all benefi-

ciaries in a geographic region. However, there is little experience with this

approach. A major issue in the design of a capitation system is how to determine

the appropriate level ot the capitation payments.

Regardless of the reform option chosen, physician assignment/participation

issues would need to be examined. One approach would retain current policy.
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Another would require physicians to accept Medicare's payment rate as the full

payment (plus the required coinsurance).

In connection with its continuing interest in physician reimbursement

issues, the Congress required the Department to prepare two reports for sub-

mission in July 1985. The first report, noted above, concerns the possible

application of a DRG type payment system to physician services provided in the

inpatient hospital setting. The second is to examine the impact of the freeze

on the volume and mix of services provided. The Congress also required the

Office of Technology Assessment (OTA) to prepare a report on physician payments

to be submitted by December 31, 1985.
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II. CURRENT PROGRAM

A. Medicare Coverage of Physicians' Services

Total Medicare outlays were $62.7 billion in FY84; of this amount, $42.3

billion were Part A outlays and $20.4 billion were Part B outlays. Of Part b

outlays, 73 percent represented payments for physicians' services ($14.9 billion).

Physicians' services covered by Medicare include those provided by doctors of

medicine and osteopathy, whether furnished in an office, home, hospital or

other institution. Also included under certain limited conditions are services

of: dentists (when performing certain surgeries or treating oral infections),

podiatrists (for certain non-routine toot care), optometrists (for services to

patients who lack the natural lens of the eye), and chiropractors (for treatment

involving manual manipulation of the spine, under specified conditions). Medi-

care payments accounted for 18 percent of the income of all physicians in i982.

The Part B program generally pays 80 percent of the "reasonable charge"

for covered services after the beneficiary has met the Part B annual deductible

amount of $75. The beneficiary is liable for the 20 percent coinsurance charges,

plus, in certain Lases, physicians' charges in excess of the Medicare-determined

"reasonable charge."

Five specialties accounted for over half of Medicare physician spending

in 1983. These were:

(1) internal medicine (20 percent of the total);
(2) ophthalmology (10 percent);
(3) general surgery (9 percent);
(4) radiology (8 percent); and
(5) general practice (b percent).
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Medical care (primarily physicians' visits) accounted for 37 percent of

Medicare spending for physicians' services while surgery accounted for 34 per-

cent in 1983. (The remaining 29 percent includes diagnostic laboratory and

x-ray services, anesthesia services, and consultations). Sixty-two percent of

spending is for services delivered in hospital inpatient settings while 29 pet-

cent is for services rendered in physicians' offices. (The remaining 9 percent

includes services rendered in hospital outpatient departments and skilled

nursing facilities).

For the aged, Medicare spending accounted for an estimated 57.8 percent of

the per capita expenditures for physicians' services in 1984 ($502 out of total

$868). Out-of-pocket spending by the aged accounted for $227 (26.1 percent);

private insurance spending represented SIl (or 13.5 percent) and other govern-

ment spending $22 (2.5 percent).

Medicare is administered by the Health Care Financing Administration (HCFA)

within the Department of Health and Human Services (DHHS). The day-to-day func-

tions of reviewing Part B claims and paying benefits are performed by entities

known as "carriers." These are generally Blue Shield plans or commercial insur-

ance companies.

B. "Reasonable Charges"

Medicare pays for physicians' services on the basis of "reasonable charges,

sometimes referred to as "approved charges." A reasonable charge for a service

,(in the absence of unusual circumstances) cannot exceed:

-- the actual charge for the service;

-- the physician's customary charge for the
service; and

-- the prevailingn charge' billed for similar services in
the locality (set at a level no higher than is necessary
to cover the 75th percentile of customary charges).
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Carriers delineate localities for purposes of determining prevailing charges

on the basis of their knowledge of local conditions. Localities are usually

political or economic subdivisions of a State. There are 225 Localities

nationwide.

Prior to 1984, customary and prevailing charge screens (i.e., benchmark

limits against wtich actual charges are compared) were updated every July 1.

Since 197s, the annual update in the prevailing charge screens has been subject

to a limitation. This limitation (expressed as a maximum allowable percentage

increase) Js tied to an economic index known as the Medicare Economic Index

(MEl) that reflects changes in operating expenses of physicians and in earnings'

levels.

Because DEFKA froze physicians' fees through September 30, 1985, the annual

increases in the customary and prevailing charge screens slated for July 1,

1984, did not occur. Subsequent updates were slated to occur October 1 of

future years beginning in 1985. However, recent legislation postponed until

December 14, 1985 the update otherwise slated to occur on October 1, 1985.

C. Assignment and Participation

Medicare payments are made directly either to the doctor or to the patient

depending upon whether or not the physician has accepted assignment for the

claim. In the case of assigned claims, the beneficiary transfers his right to

the Medicare payment to the physician. In return, the physician agrees to ac-

cept Medicare's reasonable charge determination as payment in full for covered

services. The physician bills the program directly and is paid an amount equal

to 80 percent of Medicare's reasonable or approved charge (less any deductible,

where applicable). The patient is liable for the 20 percent coinsurance. The

physician may not charge the beneficiary (nor can he collect from another party
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such as a private insurer) more than the applicable deductible and coinsurance

amounts. When a physician accepts assignment, the beneficiary is therefore

protected against having to pay any difference between Medicare's reasonable

charge and the physician's actual charge.

In the case of non-assigned claims, payment is made by Medicare directly

to the beneficiary on the basis of an itemized bill paid or unpaid. The bene-

ficiary is responsible for paying the physician's bill. In addition to the

deductible and coinsurance amounts, the beneficiary is liable for any difference

between the physician's actual charge and Medicare's reasonable charge.

A physician (except a "participating physician") may accept or refuse

requests for assignment on a bill-by-bill basis, from different patients at

different times, or from the same patient at different times. However, he is

precluded from "fragmenting" bills for the purpose of circumventing reasonable

charge limitations. He must either accept assignment or bill the patient for

all of the services performed on a single occasion. Additionally, when a

physician treats a patient who is also eligible for Medicaid, the physician

essentially. is required to accept assignment. Total reimbursement for services

provided to these dual eligibles is equivalent to the Medicare-determined

reasonable charge with Medicaid picking up the required deductible and coinsur-

ance amounts.

The law specifies that a physician who knowingly, willfully, and repeatedly

violates his assignment agreement is guilty of a misdemeanor. The penalty for

conviction is a maximnm $2,000 fine, up to 6 months' imprisonment, or both.

In calendar year 1983, approximately 56 percent of claims were paid on an

assignment basis. In 1984, the figure rose to 59 percent. By May 1985, the

the figure was 69 percent. This recent increase primarily was attributable

to two factors -- the beginning of the participating physicians program on
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October 1, 1984, and the requirement that, effective July 1, 1984, claims for

independent laboratory services be assigned.

DEFRA established thc concept of a "participating physician." A part ici-

pating physician is one who voluntarily enters into an agreement with the

Secretary to accept assignment for all services provided tu all Medicare patients

for a future 12-month period. The first such period began Oct. 1, 1984; the

second period began on October 1, 1985. The law requires physicians to sign

up prior to October 1 for the following 12-month period. After this date, only

new physicians in an area or newly licensed physicians may enter into a partici-

pation agreement until the beginning of the next designated time period.

Participating- physicians ire subject to the freeze which has been extended

through December 14, 1985. They are, however, permitted to increase their

billed charges during the freeze period as an incentive to encourage participa-

tion. While increases in billed charges will not raise Medicare payments during

the freeze period, these charges will be refle,'ted in the calculation of future

customary charge screen updates. The l1w includes additional incentives for

physicians to agree to become participating physicians. These include the

publication of directories identifying participating physicians and the main-

tenance by cv 'riers of toll-free telephone lines to provide beneficiaries with

names of participating physicians.

Non-particpating physicians (i.e., those who have not signed A voluntary

participation agreement) can continue to accept assignment on a case-by-case

basis. They cannot, however, increase their billed charges during the freeze

period over the amounts charged for the same services luring the April 1 -

June 30, 1984 base period. For example, if during that period a physician

charged S22 for a service and Medicare's reasonable charge was $20, he could

bill the beneficiary the 20 percent insurance (S4) plus (if he did not accept
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assignment on this claim) the S2 in excess of the reasonable charge. During the

freeze period, the nonparticipating physician's fee is frozen at $22 -- he can

not raise his charges to beneficiaries in an attempt to circumvent the freeze.

The law requires the Secretary to monitor charges of nonparticipating phy-

sicians to determine whether or not there is compliance with the fee freeze.

The monitoring is to compare actual charges of individual physicians with their

corresponding charges during the base period (Apr. 1, 1984, through June 30,

1984). Nonparticipating physicians who do not comply with the freeze could be

subject to civil monetary penalties or assessments, exclusion for up to 5 years

from the Medicare program, or both.

HCFA reported that in FY85, 29.8 percent of physicians were "participating;"

34.0 percent of limited license practitioners (i.e., chiropractors, dentists,

podiatrists) were "participating;~ and 23.8 percent of Medicare suppliers were

'participating."

D. Consolidated Omnibus Budget Reconciliation Act of 1985 (H.R. 3128)

On November 14, 1985 the Senate amended and passed H.R. 3128, making it

the Consolidated Omnibus Budget Reconciliation Act of 1985. The Senate amend-

ment includes a provision which would extend the current freeze on customary

and prevailing charges through September 30, 1986 for physicians who are non-

participating physicians during FY86. Prevailing charges for services furnished

after the freeze would not include an allowance for the lack of an increase

during the freeze. The Senate amendment would also extend the freeze on actual

charges on nonparticipating physicians. This freeze is tied to the April-June

1984 levels. A physician who converts from a participating physician in FY85

to a nonparticipating physician in FY86 would have his actual charges made

during the 12-month period beginning April 1, 1984 reflected in the calculation
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of customary charges for FY86; further, this physician would not be allowed to

increase actual charges in FY86 above the level in effect for the 3-month

period beginning April 1, 1984. The monitoring of honparticipating physicians'

actual charges would continue through FY86.

The Senate amendment would provide that any physician who signs a partici-

pation agreement for FY86 would receive an increase in Medicare payments in

that year. Boti participating and nonparticipating physicians would receive

an increase in Medicare payments beginning in FY87. However, there would be a

permanent I-year lag in prevailing charge levels applicable for nonparticipating

physicians versus participating physicians. The Senate amendment would require

publication of directories (rather than a single directory, as is currently

required) identifying participating physicians. In addition, the Explanation

of Medicare Benefits (EOMB) notices sent to beneficiaries would be required,

for nonassigned claims, to include a reminder of the participating physician

and supplier program.

The Senate amendment would also specify that the penalties for-noncompliance

with the fee freeze provisions would not be applicable in those instances where

no payment is requested or billed for under Part B.
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Ill. CURRENT SYSTEM PROBLEMS

Part B is currently financed through enrollee premiums (approximately

25 percent of Part B expenditures) and Federal general revenues. The rapid

cost increases and the resulting impact on the Federal budget are causing

increasing concern. Since approximately three-quarters of Part B outlays are

for physicians' services, the primary focus has been on ways to curb these ex-

penditures. Initially, consideration was given to refining the existing reim-

bursement system. However, more recently attention has turned to consideration

of alternative payment methodologies.

A. Prices for Individual Services

As noted, Medicare pays for individual services on the basis of "reasonable"

charges. Reasonable charges cannot exceed the physician's customary charge or

the prevailing charge for the service in the locality. The prevailing charge

was originally set at the level necessary to fully cover at least the 75th

percentile of customary charges. However, annual increases in recognized pre-

vailing charge levels are subject to the economic index limitat n (which is

expressed as an allowable percentage increase). Physicians' fees generally have

increased at a faster rate than the-economic index. Between 1973 and 1984, the

economic index increased by l06 percent while physician fees for services to

all patients, as measured by the physicians' services component of the Consumer

Price Index (CPI), increased 157 percent. Thus, each year an increasing percent-

age of physicians' customary charges are likely to exceed the index-adjusted
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prevailing charge limit. In these cases, the limit determines the approved

payment amount. Estimates vary on the percentage of claims which are subject

to the economic index-adjusted prevailing charge screen; it is generally be-

lieved that at least one-half of charges are subject to this limit.

The Index-adjusted prevailing charge screens are serving as de facto fee

schedules in many localities. Fee schedules are set payment amounts for each

service. (For example, if the fee schedule amount is S20 for an initial brief

office visit, this is the amount paid for the visit regardless of the physi-

cian's charge.)

These de facto fee schedules, which vary considerably throughout the country,

reflect and lock into place historical imbalances in charging patterns. Hany

feel that these imbalances have encouraged physicians to locate in high-income

areas, to choose specialty over primary care practice, to treat patients in

hospitals rather than outpatient settings and to perform surgical rather than

medical procedures. Some of the major problems which have been cited follow:

I. General Practitioner/Specialist Differential. Considerable variation

exists in Medicare-determined reasonable charges for services performed by phy-

sicians in general practice versus reasonable charges for similar services

performed by specialists. For example, the prevailing charge for a routine

follow-up office visit may be $25 for a general practitioner and S30 for a

specialist. In the 1984 fee screen year (i.e., July 1, 1983, through June 30,

1984), Medicare carriers recognized specialty reimbursement differentials in

all areas of the country except for Florida, the area of Kansas served by Blue

Shield of Kansas, North Dakota, South Dakota and the area of New York served

by Blue Shield of Western New York.

The specialist/generalist differential recognized by Medicare and many

private insurers was originally intended to reflect the fact that specialists
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often charge more because they provide a different type or higher quality of

service. It has also been argued that specialists deserve higher fees In order

to compensate them for the additional years of training they must receive in

order to become a "board-certified" specialist. However, it has been noted .

that not all doctors paid as specialists under Medicare are board-certified.

While some believe that specialists may deserve higher fees when practicing

within their specialty, many specialists also provide a significant amount of

primary care. The fee differentials mean that Medicare is paying significantly

more for what many feel are comparable services. For example, in fee screen

year 1984, the mean prevailing charge for specialists was 16 percent higher

than that for generalists for a "brief follow-up hoaptial visit" and 24 percent

higher for a "brief follow-up office visit."

Neither Medicare nor the medical community generally have established a

single uniform definition for the term specialist. A report by the General

Accounting Office (GAO/HRL)-84-94, Sept. 27, 1984) reviewed how carriers estab-

lish prevailing rate structures and identified several problems areas. It

stated that HCFA had given little guidance to the carriers in determining

whether specialty differentials in fees were warranted for particular proce-

dures, and that in turn, the carriers had conducted little or no analyses of

this issue. The report cited wide difference- in the way carriers recognize

physician specialties in establishing prevailing charges. Some carriers did not

recognize any specialties and had only one prevailing charge for a particular

procedure. Others developed prevailing charges for each specialty individually.

Others combined numerous specialties into several prevailing charge groups.

The report noted that the use of more than one prevailing charge could lead to

significant variations among physician specialties. For example, the prevailing

charge for a "consultation requiring a comprehensive history" in an urban area



21

CRS-18

of Massachusetts ranged from $40.00 for a general practitioner to $89.50 for a

cardiologist or pulmonary disease specialist.

The GAO report also examined the practice of "self-designation" -- i.e.,

a physician classifying himself as specialist without being board-certified

(i.e., certified by the specialty organization as having met certain training

and competency requirements). In a review of three carriers, it was noted

that approximately one-half of the physicians who self-designated a specialty

were not board-certified in that specialty and about one-fourth of the physicians

who designated themselves as subspecialists in internal medicine were not even

board-certified in internal medicine.

2. Geographic Variations. Significant variations in Medicare-determiaed

reasonable charges exist by geographic area. Differences occur between urban

and rural areas, among the States and between various regions. For example,

an analysis of fee screen year 1984 data showed that for a brief follow-up

hospital visit (one of the most frequently billed services) the prevailing

charge ranged from $8.30 in one locality in Wisconsin to $50 in New York City,

a difference of 500 percent. In part, these geographic variations in fees

reflect differences in the cost of doing business, such as differences in the

cost of office space, salaries of support personnel, and malpractice insurance.

Also, since physicians generally can not charge Medicare patients more than

they charge their private pay patients for the same service, these differences

in charges reflect variations in private sector charges. However, some have

expressed concern that the magnitude of these variations encourages physicians

to locate in h.gh-fee areas, such as large cities, while reducing the availabil-

ity of medical care in low-fee areas, such as rural communities.

3. Failure of Prices to Fall as Practice Patterns Change. Physicians'

charges for new procedures generally are set at a high level reflecting the
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fact that new procedures initially may require special skills and a substantial

amount of a physician's time. However, the charge accepted for a new procedure

becomes the base for future increases. Physicians generally do not lower their

charges even though increased experience, higher volume, and technological

changes have actually lowered the costs and time required to provide the serv-

ice. An example frequently cited of a failure of charging patterns to reflect

changes in practice patterns is that of coronary artery bypass surgery which

is now a frequently performed procedure (50,000 under Medicare in 1982) but one

whose charges have remained relatively high.

Some analysts have suggested that it might be appropriate to lower or

modify the calculation of the reasonable charges for certain procedures.

However, limited data exists on which procedures should be targeted and what

charge levels would be appropriate.

4. Variations by Place of Performance. Physicians' services provided in

an inpatient hospital setting are generally associated with higher reimburse-

ment levels. For example, in fee screen year 1984, the mean prevailing charge

for a "brief follow-up visit performed by a general practitioner was 21 percent

higher in a hospital than in an office. For the same service performed by a

specialist, the mean prevailing charge was 12 percent higher in a hospital than

in an office. While hospitalized patients may require more intensive care, the

physician does not bear the associated office costs such as overhead. Similarly,

the cost to a physician of providing a service in a hospital outpatient depart-

ment is lower than the cost of providing the identical service in his private

office. The Tax Equity and Fiscal Responsibility Act of 1982 (P.L. 97-248)

authorized the Secretary to limit the reasonable charge for services furnished

in a hospital outpatient department to a percentage of the prevailing charge
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for similar services furnished in an office. The implementing regulations

set the limit at 60 percent.

5. Medical/Surgical ("Cognitive/Procedural") Differentials. Hospital-

based procedures, particularly surgical procedures and those requiring expen-

sive fixed equipment (such as certain diagnostic tests) generally are priced

higher than office-based services. This raises the concern that the existing

payment mechanism may encourage the performance of services, particularly

surgical procedures, which not only command high physicians' charges but

also consume large amounts of support and technical resources. A parallel

concern is that the system may discourage physicians from spending time with

patients to counsel or examine them. Thus, rather than spending the time

needed to determine the minimum set of diagnotic tests that are medically

necessary, the physician has a financial incentive to order additional tests.

There are also some patients with problems that could be treated either medi-

cally (such as with drugs or other therapies) or surgically. While it is

arguable that tor some cases a medical approach is less risky and should be

preferred, the current payment system encourages a surgical approach to treat-

ment. The resulting payment imbalances are sometimes referred to as the "cog-

nitive/procedural differential."

A few attempts have been made to determine the relative value of surgical

procedures and medical office visits on * basis of resource costs as opposed

to charges. A study by William Hsaio and William Stason l/ focused on the pro-

fessional time expended and the complexity of the service. After standardizing

for complexity between selected procedures, the study showed that physicians

l/ Hsiao, William C. and Stason, William B. Toward Developing a Relative
Value Scale for Medical and Surgical Services. In Health Care Financing Review,
v. 1, n. 2. Fall 1979, p. 23-38.



24

CRS-21

were paid as much as 4-5 times more per hour for hospital-based surgery than

tor office visits.

B. Unit of Payment

Another concern about current Medicare reimbursement methodology is the

use of an individual service as the payment unit. For example, physicians can

bill separately for an initial office visit, a follow-up office visit and for

each individual lab test or x-ray procedure performed. While some surgeons

are essentially paid a single comprehensive fee for an inpatient case including

both pre- and post-operatLive care, the majority of all physician payments are

made for each unit of service.

It has been argued that the reimbursement system encourages physicians to

provide additional services (such as laboratory tests), order additional consul-

tations, or perform additional surgeries. While these actions may not be out-

side the broad range of accepted medical practice, other less costly alternative

treatment patterns may be equally, or in some cases, more appropriate. These

treatment decisions also have an impact on total health expenditures. It is

estimated that physicians' decisions directly influence 70 percent of all health

spending.

Another frequently cited problem with the current unit of payment is the

phenomenon known as "unbundling," i.e., billing separately for services that

could be consolidated into a larger unit of service and therefore payment. For

example, instead of charging a single comprehensive fee for a surgical case, a

physician could submit separate charges for the surgery and for each of the pre-

and post-operative office arid hospital visits. It has been argued that the

total amount the program pays for such multiple individual services frequently

exceeds the amount which would have been paid If they had been grouped under
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an individual service category, i.e, "bundled." Unbundling is frequently

cited as a significant contributor t) increases in expenditures for physicians'

services.

It also has been suggested that existing coding policies may be inflation-

ary. Procedure codes for some high volume services such as office visits are

not defined precisely. It therefore may be possible to describe the same

service by a code with a higher allowable charge, for example a "brief visit"

might become an "intermediate visit." This phenomenon has been labeled "code

creep." There is also some question whether the increased number of individual

procedure codes (rising from 2,000-2,500 in 1966 to ove-r- 6,000 today) may fa-

cilitate code creep.

The impact of these factors on Medicare expenditures is reflected in his-

torical data on the components ot increases in recognized charges per enrollee

for physicians' services. The 1985 Annual Report of the Board of Trustees of

the Supplementary Medicil Insurance Trust Fund ,isaggregates increases in ex-

penditures per enrollee for physician services into two components: price in-

creases per unit of service and "net residual factors." The latter component

includes increases in expend!tures due to additional physician services per

enrollee, greater use of specialists, use of 'ore expensive techniques and

technology, and other factors. For the year ending June 30, 1983, over half

of the total percentage increase in physician expenditures per enrollee was

due to the "net residual factors (10.8 percent out of a total of 20.6 percent).

For the following year, the residual factors were expected to account for

about a third of the total increase per enrollee (3.2 percent out of a total

10.4 percent). Projections for subsequent years show a decline in the rates.

During FY85 (while the freeze was in effect) the overall projected rate of

increase was 5.5 percent with net residual factors accounting for 3.2 percent.
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Volume increases, unbundling, code creep and more extensive use of.expen-

sive services are thus important factors determining the level of overall

expenditures for physicians' services. Several studies have shown that when

limits are placed on allowable fees, increases in these residual factors may

result. Experience during the Economic Stabilization Program (ESP) during the

early 1970s is frequently cited as an illustration of this phenomenon. Analysis

by the Urban Institute of the impact of the ESP in California showed that physi-

cians countered attempts to control prices by increasing the volume of services

provided and changing to a more complex service mix. In fact, gross Medicare

incomes of these physicians actually increased more during the 2 years of price

controls than in the year after the controls were lifted.

C. Patient Liability

Physicians' decisions about pricing and billing have a direct economic

impact on patients. All Medicare patients are liable for the 20% coinsurance

charges, though Medicaid or privately purchased "Medi-Gap" insurance may pay

for some of these costs. In addition, when the physician does not accept

assignment, beneficiaries are liable for amounts in excess of Medicare's

approved or reasonable charge, an amount frequently not covered by "Medi-Gap"

insurance policies.

The difference between the physician's billed charge and Medicare's reason-

able charge is referred to as the "reasonable charge reduction." Reasonable

charge reductions were made on 83.1 percent of unassigned claims in FY84. The

amount of the reduction was 23.6 percent of billed charges or $29.69 per approved

claim. Beneficiaries thus faced an effective coinsurance of 43.6 percent on

unassigned claims. Aggregate reasonable charge reductions on unassigned claims

in FY84 were $2.7 billion. Beneficiaries were liable for these reduction
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amounts. Comparable reasonable charge reductions were recorded for assigned

claims though the beneficiaries were not liable for the reduction amounts.

The impact of reasonable charge reductions on unassigned claims is spread

unevenly across the population. Nationwide, 59 percent of claims were paid on

an assigned basis in 1986. The AMA Center for Health Policy Research 2/ reported

that for physicians who treated some Medicare patients in 1984, 83.9 percent

accepted assignment for at least some patients, an increase over the 75.6 per-

cent recorded in 1982. In 1984, 32.1 percent of physicians always accepted

assignment, and 16.1 percent never accepted assignment. The average percentage

of patients assigned was 51.3 percent. Physician assignment behavior varied

by region with the percentage of physicians that accepted assignment for one

or more Medicare patients ranging from 78.2 percent in the North Central

Region to 89.0 percent in the Northeast. Similarly, variations were recorded

by specialty with the percentage accepting assignment for one or more patients

ranging from 79.5 percent for general and family practitioners to 91 percent

for internists,

Until recently, all physicians have been able to accept or refuse assign-

ment on a claim-by-claim basis. However, under the provisions of the Deficit

Reduction Act of 1984, physicians may become "participating physicians."

Participating physicians agree to accept assignment on all claims for the

forthcoming year. Nonparticipating physicians can continue to accept or refuse

assignments on a case-by-case basis. As of this time, data is not available

on how the implementation of the participating physician provision has affected

beneficiary out-of-pocket payments. Individual beneficiary payments may go up,

2/ Medicare Assignment: Recent Trends and Participation Rates, Socio-
economic Monitoring System Report. American Medical Association, v. 4, n. I,
February 1985.
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down or remain constant depending on whether the physician does or does not

become a participating physician, and in the case of a nonparticipating physi-

cian. whether there is a change in the percentage of cases paid on an assigned

basis.
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IV. REFORM OPTIONS

For several years, the Congress and the Administration have been exploring

alternative approaches to contain escalating expenditures for physicians'

services under Medicare. Both have been wary of proposals to freeze customary

and prevailing charges primarily because of the concern that more physicians

would refuse assignment, thereby passing along to the beneficiary the cost

increases not reflected in the program's approved charges.

DEFRA included a 15-month freeze on physicians' fees and established the

concept of "'participating" physicians. The law attempted to protect benefici-

aries from increased liability in connection with non-assigned claims by pro-

hibiting nonparticipating physicians from raising their billed charges during

the freeze period. The Consolidated Omnibus Budget Reconciliation Act of 1985

(H.R. 3128). as passed by the Senate, extends the freeze for non-participating

physicians through FY86. However, the freeze provisions have been viewed as an

interim approach until more permanent changes could be incorporated into the

system.

Serious consideration of major reform options has been hampered by the

following factors:

(1) major gaps in the data on what the program is currently
paying for;

(2) physician opposition to a major alteration in the current
fee-for-service/voluntary assignment-system; and

(3) uncertainty concerning the actual impact of major reforms
on both the program and beneficiaries.

58-202 0 - 86 - 2
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However, in addition to rising fiscal concerns, changes in the health

services marketplace as a whole and the Medicare program itself have generated

increasing interest in reform options. The health services marketplace is in-

creasingly subject to competitive pressures. This is reflected in increasing

competition among physicians for patients in response to the developing over-

supply of physicians (which is estimated by the Graduate Medical Education

National Advisory Committee at 63,000 in 1990); the increasing emphasis given

by employers to obtaining lower cost insurance protection; the growth in the

number of health maintenance organizations (HMOs); and the rapid rise of pre-

ferred provider organization (PPO) arrangements under which services are pro-

vided to subscribers at discounted prices.

At the same time that these changes are occurring in the health services

marketplace, Medicare is implementing a major new prospective payment system

(PPS) for hospitals which is replacing the earlier "reasonable cost" reimburse-

ment system. The PPS system has altered the economic incentives for hospitals

by encouraging them to keep patients hospitalized for as short a period as is

medically necessary and to perform as few tests and procedures as are needed

while the patient is hospitalized. The economic incentives for hospitals under

PPS are thus significantly different from those for physicians who are providing

and ordering services in the inpatient setting.

These changes have served to focus attention on ways of changing the exist-

ing economic incentives for physicians by changing the method of payment. Studies

of a number of options and related issues are currently being conducted by HCFA,

the Office of Technology Assessment, and other public and private entities.

The major alternatives which are being examined are:

(1) fee schedules (based on a relative value scale);
(2) physician DRGs; or
(3) capitation.
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Reforms to the existing reimbursement system could be limited to services pro-

vided in an inpatient hospital setting (approximately 62 percent of physicians'

expenditures) or could be applied to all physicians' services. Payment reforms

either might be taken apart from or in concert with reforms in the current

assignment system. Finally, reforms could be included as part of more extensive

reforms in the Medicare program as a whole.

A. Fee Schedules

Fee schedules are set payment amounts for each service. For example, if

the fee schedule amount is S20 for an initial office visit, this is the approved

payment amount regardless of the physician's charge. As noted earlier, Medi-

care's limit on year-to-year increases in prevailing charges (i.e., the economic

index limit) has led, in effect, to the use of de facto fee schedules in some

localities. These de facto fee schedules are more often reflective of histor-

ical. charging patterns rather that actual input costs.

One option for revising Medicare's reimbursement system would be to replace

the current de facto fee schedules based on local charging patterns with a uni-

form national fee schedule. This would have the advantage of removing the wide

payment fluctuations for similar services though certain area-wide adjustments

for cost-of-living differentials might be permitted. Physicians would know in

advance what Medicare's payment would be. This approach would not provide

control over total expenditures since it retains the individual service as the

payment unit.

Several methods have been suggested for developing a uniform fee

schedule. The schedule could be based on a relative value scale, existing

charging patterns, or negotiation with representatives of the physician com-

munity. These methods are not mutually exclusive. Elements of all three
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frequently are incorporated in discussions of a fee schedule based on a relative

value scale (RVS).

An RVS is a method of valuing individual services in relationship to each

other, An RVS is a table of weights that defines the relative values of serv-

Ices. Each service is assigned i weight. For example, an initial office visit

could be assigned a weight of 2.5 and other services assigned higher or lower

weights to indicate their "value" relative to in initial office visit. An RVS

is not a fve schedule. It is translated into a fee schedule by use of a "con-

version factor" or multiplier. For example, if the multiplier were $6, a service

with a relative value of 2.5 would be priced at S15.OO. There are a number of

factors that might be considered in determining the appropriate level of the

RVS multiplier. Since the multiplier determines how much will be paid, it could

be used to control or limit aggregate expenditures for physician services.

RVSs are frequently discussed in terms of a weightLig system that would

reflect the physician's time, skill, and overhead costs required to provide

each service. The goal would be to establish RVSs that yield fee schedules

which eliminate or reduce the existing payment imbalances.

To date, RVSs have generally been developed on the basis of historical

charging patterns. The best known RVS was developed by the California Medical

Association (CMA). The Califotnia RVS (CRVS) was established in 1956 and

subsequently revised several times. The most recent editions were based on

charge data derived from claims files of third party payers in the State. No

attempts were made to adjust the charge data to reflect alternative measures

of relative "value," such as physician time or resource consumption. Several

other professional societies also developed RVSs though many of these were

based on the California model.
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The use and development of RVSs was generally halted by the antitrust

action of the Federal Trade Commission (FTC) in 1979. The FTC issued a consent

notice which required the CMA to cease publishing, promulgating, or partici-

pating in the use of RVSs; further, previously issued schedules had to be with-

drawn. In early 1985, the FTC issued an advisory letter to the American Society

of Internal Medicine expressing the concern that Rt Ss developed by medical

societies could be viewed as price fixing schemes.

There are several studies underway which attempt to determine the relative

values of physician services. Hsaio and Stason 3/ have developed a method for

creating an RVS based on physician time, complexity of service and similar

factors. Egdah! and Manuel 4/ have used a -consensus panel* (i.e., expert

group decision making) approach to utilize expert opinions to measure the

relative complexity and severity of common surgical procedures. The Insti-

tute of Medicine is planning a 2-year study which would develop a set of prin-

ciples for valuing physicians' services and then apply them to establish rela-

tive values for selected services.

A number of segments of organized medicine including the Americat Medical

Association (AA) and the American Society of Internal Medicine (ASIM) have ex-

pressed strong interest in developing or assisting In the development of an RVS.

A study by the Urban Institute 5/ attempted to explore various means of

constructing RVSs. The study concluded that available information on such

factors as time per procedure, complexity, severity, and resource costs Is

3/ Hsiao and Stason, op. cit.

4/ Egdahl, Richard H. and Manuel, Barry. A Consesus Approach to Deter-
mine the Relative Complexity-Severity of Frequently Performed Surgical Serv-
ices. Surgery, Gynecology and Obstetrics, May 1985, v. 160, p. 403-406.

5/ Urban Institute. Final Report on Alternative Methods of Developing a
Relative Value Scale of Physicians' Services, October 1984.
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insufficient to allow timely development of a reliable cost-based RVS. The

authors concluded that an initial RVS based on charge data was the preferable

alternative. The report suggested that a "consensus development" process such

as the method utilized by Egdahl and Manuel could serve a useful role in the

review, evaluation, and adjustment of an RVS based on charges. Using this

approach, an "expert panel" would modify the charge-based index values which

appeared out of line based on subjective valuations of other factors such as

production costs or complexity. rhe final report recommended the following

three-step process:

(1) development of a relative "cost" scale based on modifica-
tions of a relative charge scale;

(2) conversion of the relative cost scale into a relative
value scale based primarily on i'isurers' views of services
benefits, appropriateness for subscribers, risks, efficacy,
and spillover implications for other services and costs; and

(3) conversion of the relative value scale into a tee schedule.

A key issue in the establishment of a fee schedule is the payment unit

determination. If separately identifiable payments continued to be made for

each individual service, the existing incentives for unbundling, code creep,

and volume and complexity increases would remain. It may be possible to counter

these incentives by defining frequently provided services more precisely and

aggregating certain services into larger more comprehensive units. However,

it is not clear what services should be included in these larger packages, par-

ticularly for ambulatory care.

A second set of issues relates to the initial level at which fees are

established. Implementation of a uniform payment amount would mean that

some persons would receive higher payments and some would receive lower

payments than they would under the current system. If desired, this effect
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could be partially otfset through a phase-in approach though this could result

in higher overall expenditures.

It is expected that a fee schedule would he established with a certain

target budget amount in mind. The conversion factor therefore would need to

be calculated to ,'el ect projections of volume, unbundling and other change,.

A third set of issues relates to the differentials, if any, which would be

permitted by specialty, setting where the services are rendered, or geographic

area. A nationwide fee schedule could increase fees to non-Medicare patients

in areas where the Medicare fees would be higher than those being billed by

local physicians. In areas where the Medicare fees would be far belou the

previously recognized prevailing levels, physicians would be less apt to accept

assignment. The beneficiary then would be expected to pay fees significantly

in excess of Medicare's reimbursement levels.

Theoretically, the fee schedule cruld be designed in such a way as to

alter certain econoraic incentives in the -urrent system. For example, the mul-

tiplier amount might be increased for medical visit procedures and lowered for

surgical procedures.

The fee schedule amounts might be established un a competitive basis.

Doctors could bid proposed conversion factors to Medicare with the program

accepting a certain percentage of the bids. For those whose bids were not

accepted, beneficiary cost-sharing might be higher. Additional incentives

night be included for participating physicians.

B. Physician DRGs

The Social Security Amendments of 1983 (P.L. 98-21) provided for the es-

tablishment of a prospective payment system (PPS) for inpatient hospital serv-

ices based on diagnosis related groups (DR~s). The legislation also required
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the Secretary to report to Congress in 1985 on the advisability and feasibility

of paying for physicians' services provided to hospital inpatients on the basis

of a DRG-type classification system. The report was due July 1, 1985, but had

not been forwarded to the Congress as of November 1, 1985.

It was expected that a physician DRG payment scheme for inpatient services

would involve the establishment of a predetermined rate for each of the 468 DRGs

used under the PPZ system. 1he rate could be based on the average of allowable

charges per admission during a base year. Rates which appeared out-of-line

might be repriced, vis-a-vis rates for other services. Census division and

urban/rural variations comparable to those under PPS might be included.

Physician DRG payments would provide a single predetermined payment for

all physicians' services (whether provided by one or more physicians) rendered

during the inpatient stay. The payment unit is generally thought of as

starting with the hospital admission and ending with the hospital discharge.

It would thus be consistent with the PPS unit of service which is the hospital

stay. In some cases, e.g., certain surgical DRGs, the pricing package might

be defined to include certain preadmission and/or post discharge services or

time periods of services. This would counter incentives to unbundle some serv-

ices; that is, to perform some services that are currently rendered during the

inpatient stay either before or after the hospital stay such that they can be

billed as separate services. However, for many DRGs, particularly nonsurgical

DRGs, it would be difficult to define what preadmission and/or post discharge

time period or services should be considered part of the inpatient episode for

reimbursement purposes.

There is soine concern that the existing 0R -classification system which

was designed to reflect hospital costs nay not fully reflect differences in phy-

sician input costs. One approach to evaluating how well the DRG classification
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captures differences among patients in physician-related treatment costs is to

compare what physician payments would be under a DRG approach to those made

under the current system. If current payments are relatively consistent within

a DRG, then the-hospital-based DRG classification might be viewed as a reason-

able means of classifying patients for physician payments. A recent study by

Jaffet Mitchell 6/ showed that while there is relatively little variation in

the cost of total physician services within many surgical DRGs, there were

wide variations in such costs within medical DRGs. There are several possible

explanations of this finding. One may be that the attending physician in a

particular medical DRG may represent one of a number of specialties while the

attending physician in a surgical DRG is generally representative of a single

specialty. Another explanation may be the fact that the degree to which physi-

cian involvement is fixed or nondiscretionary is higher for surgical than for

medical DRGs. The treatment for some medical cases simply may be less well

defined than for surgical cases. For example, the treatment of a surgical

case almost always involves both a surgeon and an anesthesiologist whereas the

attending physician for a medical case may have many options including which

diagnostic tests to order and whether or not to use other physicians as consult-

ants on the case.

This study found that making payments on the basis of physician DRGs could

thus result in inequitable losses for some physicians and windfall gains for

others. Potential gains and losses were also found to be associated with physi-

cian specialty. General practitioners would gain on the average because they

generally have lower fees than specialists admitting patients in the same DRG.

6/ Mitchell, Janet. Pi.ysician DRGs. New England Journal of Medicine,
Vol. 313, n. II, September 12, 1985, p. 670-675.
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Ophthalmologists generally would gain because they control their area of special-

ization while thoracic surgeons frequently would lose because they perform sub-

stantial amounts of less complex surgery for which there is a moderately large

amount of fee competition from less highly trained specialists. Differences

among winners and losers may also occur because of differences in practice

styles (e.g., whether or not an assistant surgeon is used during cataract

surgery) and tha triaging of more seriously ill patients within a given DRG to

certain specialties. As a result of the findings of this study, a number of

persons have suggested that it might be appropriate, at least in the initial

implementation stages, to limit a DRG payment system to inpatient surgical

procedures.

One of the key issues in designing a physician DRG payment system is

determining to whom the payment actually should be made. Payments could be

made to the attending or admitting physician, the medical staff of the hospital

or the hospital itself. One consideration in making this choice is the degree

of financial risk that is imposed on the various parties involved. For example,

an individual physician's caseload may consist ot a higher proportion of

sicker patients within a DRG category, requiring more intensive care than the

average for that DRG. Placing an individual physician at risk potentially

could encourage the provision of less care than was medically appropriate or

the avoidance of more severe cases. Further, this approach would impose

additional administrative burdens on physicians. If the payment were made to

the attending physician, he would be responsible for obtaining requisite serv-

ices from other physicians and paying them for services rendered. Problems

could arise if physicians could not agree on how to subdivide the single payment.

Alternatively, physician DRG payments could be made to the medical staff

of the hospital which would then be responsible for distributing the payments.
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It has been suggested that the distribution of payments among individual phy-

sicians could be based on their percentage of total billings. If total billings

e0cceeded DRG payment amounts, each staff member would receive proportionately

less, while if total billings were less than payments, each staff member would

receive proportionately more. Thus, the physicians collectively would be at

risk for either excessive utilization or excessive billings by individual mem-

bers. This approach is similar to the method used by some health maintenance

organizations (liMOs) to reimburse their member physicians. While placing

additional burdens on hospital staffs, this approach would have the potential

advantage of creating a risk pool of sufficient size to avoid unacceptable

risks associated with increases in case severity (i.e., increase in the percen-

tage of sicker patients requiring more care than average for a particular DRG).

Another approach would be to pay the hospital directly which would in

turn distribute the funds. Payments could be made either as a separate phy-

sician DRG payment or as a combined amount for both physicians' and hospital

services rendered during the inpatient stay. This approach places strong

incentives on the hospital to contain expenditures. However, it would place

the institution in the position of arbitrating payment disputes among physi-

cians and, in the case of combined payments, among physicians and its own

competing interests.

A physician DRG payment system would give physicians (or physician groups)

the incentive to practice more efficiently since they would be at risk for any

costs in excess of the package price. This payment approach would directly

address the problem of unbundling for services provided in the Inpatient setting.

It also would address the divergence of economic incentives that currently

exist between hospitals and physicians. Und'ehrS, hospitals have the incen-

tive to hospitalize patients for as short a period as needed and to perform a
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minimum number of tests and treatments. Conversely, physicians have the incen-

tive to keep patients in the hospital longer and to perform additional billable

procedures. Implementation of a physician DRG system would align these incen-

tives. However, the concern has been expressed that if hospital and physician

incentives are too closely aligned, the quality of patient care may be affected

adversely. The physician may no longer be as strong an advocate for needed

medical services. Patient access to care may be affected if hospitals practice

'skinsning," i.e., admitting large numbers of patients who require less care

than average for the DRG while referring elsewhere patients who require more

care than average.

While a physician DRG payment approach would limit expenditures for indi-

vidual admissions, it might not be effective in controlling overall expenditures.

For example, physicians could change their practice patterns such that certain

complex cases are managed in two admissions instead of one. It is also likely

that many services would be trainsferred to outpatient settings and billed for

separately.

The DRG payment limitations would not apply to services provided in out-

patient settings -- roughly 35-407 of total physician expenditures. It generally

has been agreed that the capability does not exist to extend the DRG approach

beyond the hospital setting. DRGs for inpatients have been defined in terms

of specific diagnoses which require comparable resources and are delimited by

the hospital episode itself. However, identification of payment units for pur-

poses of outpatient services is more difficult.

A recent study 7/ explored the possibility of creating a DRG-like -las-

sification scheme foc categorizing outpatient visits. This classification,

7/ Fetter, Robert, et. al. Ambulatory Visit Groups: A Framework for
Measuring Productivity in Ambulatory Care. Health Services Research, Vol. 19,
No. 4, October 1984, p. 415-437.
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known as Ambulatory Visit Groups (AVGs), seeks to create homogeneous types of

patient visits based on the presenting problem, principal diagnosis, patient's

age, visit status (old or new patient with old or new problem), and other

factors. An analysis of 1976 data resulted in the formation of 154 AGVs. This

research is being extended to explore the use of AVGs for paying physicians

for ambulatory services.

Using AVGs as the payment unit for ambulatory care has many of the same

advantages and disadvantages as the use of DRGs as the basis for paying hospi-

tals for inpatient services. Services are bundled into larger units of payment,

removing the incentives for over-utilization within the individual payment

unit. As in the case of hospitals, the bundling could lead to under-utilization

of medically necessary services. As with hospitals which can increase their

revenues under PPS by increasing their admissions, physicians could increase

their incomes under an AVG reimbursement system by increasing the number of

visits per patient. Therefore, implementation of an AVG reimbursement system

would probably have to include provisions for quality and utilization reviews.

C. Capitation

A third reform option is capitation. Under a capitation system, Medicare

would pay an organization, (either a provider or insurance company), a set

monthly fee, or capitation amount, for each Medicare beneficiary covered under

the capitation contract. In return, the organization receiving the payment

would be responsible for financing the care of the covered beneficiaries,

including, but not limited to, that provided by physirlans. A capitation pay-

ment is similar to an insurance premium. In essence, Medicare would purchase

health insurance for its beneficiaries providing a specified scope of benefits.
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At the same time, the risks assc iated with providing these benefits would

be transferred from Medicare to the "insuring" organization.

A capitation system incorporates financial incentives that differ from

these of a fee-for-service system. Under a capitation system, the organiza-

tior, receiving the capitation payments bears the financial risks of overutili-

zation and inefficiency. Thus, these entities have financial incentives to

control utilization (through case-management and utilization review) and to

develop cost--effective patterns of care. However, if these incentives are too

strong (such as if the capitation amounts are too low), they could lead to under-

utilization and a decline in the overall quality of care.

Two general approaches to a capitation system have been suggested. The

first is to make capitation payments to provider organizations, such as Health

Maintenance Organzations (HMOs) or Competitive Medical Plans (CMPs). The

second is to contract with entities, such as insurance companies, that would

then serve as "at-risk" insurers for all beneficiaries residing within defined

geographic areas.

Medicare currently pays some providers (risk-contracting HMOs and CMPs)

on a capitation basis. Qualifying HMO/CMPs can enroll Medicare beneficiaries.

For each enrolling member, the HMO/CMP is paid a monthly capitation amount

equal to 95 percent of an amount known as the Adjusted Average Per Capita Cost

(AAPCC). The AAPCC is an estimate of the expected cost to Medicare if the

beneficiary had not enrolled In the HMO/CMP. The AAPCC levels take into account

geographic differences in the (-(ist of providing care, and certain characteristics

(f the enrolling beneficiarie- (age, ;ex, whether institutionalized and whether

eligible for Medicaid). Under current law, participating HMO/CMPs are finan-

cially responsible for all Medicare benefits, either both Part A and R benefits

or Part 8 benefits only, depending on whether or not the enrollee is eligible
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for both Parts. Enrolling beneficiaries are "locked-in" to the plans they

jotn. That is, beneficiaries are liable for the cost of any non-emergency

care they receive outside of the HMO/CMP without prior authorization from the

plan.

It is predicted that the number of Medicare beneficiaries who are covered

under these arrangements will grow substantially over the next few years. As of

June, 1984, thete were about 200,000 beneficiaries enrolled in risk-contracting

MO/CMPs under demonstration contracts. HCFA expects this number to increase

by as many as 600,000 beneficiaries over the next 3 years. In spite of this

growth, beneficiaries covered under capitation contracts will still represent

only a small fraction of the Medicare population. Even if this program's

growth could be accelerated, it appears unlikely RMO/CMP enrollees would repre-

sent a majority of Medicare beneficiaries in the near future.

Under an alternative proposal, Medicare could contract with an entity, such

as a carrier or insurer, that would serve as an at-risk insurer for all Medicare

beneficiaries residing in a defined geographic area. This type of plan is some-

times referred to as a geographic capitation system. Medicare would essentially

purchase a specified package of benefits for a specified capitation amount.

The capitation amount could be based on the AAPCC as currently used for paying

risk-contracting HMO/CMPs. Alternatively, the capitation amount could be

determined by allowing potential carriers to bid or negotiate a set price. The

entities would be responsible for determining provider payment amounts and pay-

ment units. These entities could also be allowed, and/or encouraged, to make use

ot HMOs and CMPs, where such organizations exist. To assure beneficiary access

to care, the contracting organizations could be required to obtain physician

participation agreements from a certain percentage of providers in the trea.
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There is relatively little experience with the concept of geographic cap-

itation systems. The State of Texas has contracted on a capitation basis with

a private insurer to provide acute care benefits under its Medicaid program.

The State maintains control over eligibility and payment amounts while the

insurer provides claims processing and utilization review services. The con-

tract also provides for a sharing of risk between the State and the insurer.

Recently, Blue Cross/Blue Shield of Maryland proposed a variation of a

geographic capitation system as a Medicare demonstration project. This proposal

would offer Medicare beneficiaries in certain Maryland counties three options:

(i) continuation of existing Medicare program benefits;

(2) enrollment in an HMO; or

(3) enrollment in a Preferred Provider Organization (an
organization of providers who continue to bill on a
fee-for-service basis but who agree to bill discounted
fees and to participate in the plan's utilization
control programs).

A potential drawback of geographic capitation systems, and to a lesser

extent certain types of HMOs, Is that they do not necessarily change how physi-

cians are paid. While Medicare's payments to the insuring organizations would

be capitated, payments from the insurers to providers could retain the current

mix of fee-for-service and capitation through established HMO/CMPs. The capi-

tation limit would provide the insurers with incentives to implement effective

utilization review programs and to develop new programs (such as PPOs) to en-

courage the use of low-cost providers. however, to the extent that physicians

continued to be paid on a fee-for-service basis, many of the current problems

(code-creep, unbundling, and incentives for over-utilization) could remain.

A second problem with capitation systems is determining the appropriate

level of the capttation payments. Medicare currently pays risk-contracting

liMO/CMPs 9S percent of the AAPCC. Sit.tlar calculations could be made for other
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types of capitation systems. However, many persons feel that the AAPCC does not

adequately reflect variations in the health status of enrolled populations.

If capitated plans are permited to compete, such as two HMOs with similar

service areas or a capitated plan with traditional Medicare, failure of the

AAPCC to reflect enrollees' health status accurately could result in overpay-

ments to some plans and underpayments to others. If all Medicare beneficiaries

in a geographic area are assigned to a particular carrier or HMO (i.e. making

the capitated system mandatory), there would be less concern regarding how

accurately the AAPCC reflects variations in health status. This is due to the

fact that, over a large geographically designed population, average utiliza-

tion and costs, and thus average AAPCC payments, would be relatively stable

and predictable. However, a mandatory capitation system would create other

problems. For example, the current methodology for estimating the AAPCC uses

claims data for non-capitated Medicare beneficiaries. With mandatory capita-

tion, this source of data would disappear. Without current data, it could be

difficult to update the AAPCC amounts after the capitation system was fully

implemented.

D. Assignment/Particpation Issues

Regardless of the reform option chosen, the issues related to assignment

would need to be examined. Should physicians be required to accept Medicare's

payment rate ae the full payment (plus any required coinsurance) or should

they be permitted to charge additional amounts? That is, should assignment be

mandatory or optional? The issue of mandatory versus voluntary assignment has

been the focus of debate for several years. The American Medical Association

(AMA) is strongly opposed to mandatory assignment while a number of beneficiary

groups have indicated their support.
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Proponents of mandatory assignment note that under the current system,

a number of beneficiaries have been faced with high and in some cases unantici-

pated out-of-pocket costs in connection with their doctors' bills. In FY84,

beneficiaries etfectively faced a coinsurance of 43.6 percent on unassigned

claims; they were financially responsible for the 23.6 percent average reduction

from billed charges in addition to the 20% statutory coinsurance amount. In

many cases these out-of-pocket expenses were not anticipated because of bene-

ficiary misunderstandings of the complex Medicare payment system. Even If

they are anticipated, it may be difficult for many beneficiaries to budget for

the reduction amounts associated with unassigned claims. Frequently, these

amounts are not covered under health insurance policies supplemental to Medicare

(-o-called "Medi-Gap" policies).

Proponents of mandatory assignment suggest that the existing problems will

be exacerbated if Medicare piaces additional limits on approved charges. They

s;uggest that physicians may be less likely to accept assignment and that Medicare

cost-savings will be transferred to beneficiaries in the form of increased

out-of-pocket costs for unassigned claims. In addition, any incentives for

efficiency that are incorporated in a new payment system could be largely

offset unless assignment were mandated. It has been suggested that mandatory

assignment would be particularly important under a physician DRG payment system.

Otherwise, physicians could accept assignment for cases whose costs were less

than the DRG rate and not accept assignment and bill the patient the additional

amount when the costs were more.

Mandatory assignment would, in effect, limit overall payments for covered

services provided to enrollees. Opponents of this approach contend that manda-

tory assignment would represent an unwarranted infringement into the private

practice of medicine. It would interfere with the existing doctor-patlent
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relationship by preventing physicians from freely entering into -contracts"

with their patients. Advocates of the voluntary assignment approach state

that since physicians currently have the option of accepting or rejecting

assignment, Medicare beneficiaries are able to select from virtually the entire

physician population. They argue that if assignment were mandated, a number

of physicians might drop out of the program. Beneficiary access in certain

geographic areas and/or to certain physician specialities would therefore be

jeopardized. Patients who have established long-standing relationships with

particular physicians might be forced to seek care elsewhere if they wished to

receive program payments for services. Advocates of mandatory assignment have

countered this argument by stating that the developing oversupply of physicians

coupled with the importance of Medicare revenues in many physicians' practices

make a significant access problem unlikely in most areas.

Opponents of mandatory assignment indicate that physicians as a group have

been responsive to the financial concerns of their patients. Physicians are

sore willing to accept assignment in cases of financial hardship and are more

likely to accept assignment as annual charges increase and as beneficiaries

get older. They also note that the majority of beneficiaries have relatively

modest annual liability in connection with physicians' claims.
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V. CONGRESSIONALLY MANDATED STUDIES

A number of entities, both governmental and private, are studying various

aspects of physician reimbursement under Medicare.

The 97th Congress required the Department to prepare the following two

studies which were due in 1985:

I. Physician DRG Study. P.L. 98-21, the Social Security
Amendments of 1983, established the prospective payment
system for hospitals based on DRGs. This legislation
also required the Secretary to begin during FY84 the
collection of data necessary to compute the amount of
physician charges for services furnished to hospital
Inpatients for each DRG. The law required the Secre-
tary to report to Congress in 1985 on the advisability
and feasibility of paying for inpatient physicians'
services on the basis of DRGs. P.L. 98-369 specified
that the due date was July 1, 1985. This report had
not been submitted as of November 15, 1985.

2. Study of Change in Volume and Mix of Services.
P.L. 98-369 required the Secretary to monitor physi-
cians' services to determine any change during the
15-month fee freeze in the per capita volume and mix
of services provided to enrollees. The Secretary was
required to report to the Congress by July 1985 on
any changes that had occurred. The report was to
include legislative recommendations for assuring that
any restrictions in the growth of Part B costs which
Congress intends to be borne by providers and physi-
cians is not transferred to beneficiaries in the form
of increased out-of-pocket costs, reduced services or
reduced access to needed physicians' care. This re-
port had not been submitted as of November 15, 1985.

The Department is conducting a series of studies on a broad range of phy-

sician reimbursement issues both in connection with the congressionally mandated

reports as well as its ongoing Interest in these issues. While some of these

studies have been completed, the results have not yet been released by the
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Department. It is anticipated that the findings will be included as part of

the Congressionally-mandated reports.

P.L. 98-369 also required the Office of Technology Assessment (OTA) to

report to Congress by Dec. 31, 1985, on findings and recommendations with

respect to which Part B payment amounts and policies may be modified to:

--eliminate inequities in the relative amounts paid
to physicians by type of service, locality and
specialty with attention to any Inequities between
cognitive services and medical procedures; and

--increase incentives for physicians and suppliers
to accept assignment.

The report is to include information on methodologies which could be applied,

consistent with the study's findings, in the development of fee schedules on

a National or regional basis. The Secretary is required to review the OTA

report and provide comments and recommendations to the Congress.
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STATEMEN-r OF SENATOR DAVE DURENBERGER

This past April the HMO Competitive Medical Plan option was made available to
Medicare beneficiaries. This reform process will lead Medicare out of the insurance
business as it provides Medicare beneficiaries with a premium subsidy which they
can use to buy a health plan of their choice. The federal government's role will then
be comparable to that of an employer, who offers his employees a set of health plans
to choose from and assumes an active interest in the quality and the mix of services
provided by the health plans it offers.

This goal will not be reached tomorrow. Reform is by nature incremental. In the
transition, reform has taken a parallel track. This track features prospective pay-
ment for services and it has concentrated on Part A, inpatient hospital services.

The Senate has proposed in its Reconciliation package expanding the prospective
payment system to include outpatient surgery.

This would be the first effort to reform Part B since its creation in 1965 based on
Blue Shield and Aetna outpatient and physician's plans models.

Today's hearing will examine recommended alternative payment systems for phy-
sicians-the largest part of a rapidly growing Part B expenditure.

We are fortunate today to have the benefit of testimony from most of the best
qualified persons in this country. Representing providers, insurers and beneficiaries,
thEy will provide us a look at our opportunities from every possible angle.

We begin with one common ground from which all witnesses launch their testimo-
ny" the present physician reimbursement system is complex, unfair, inefficient and
must be changed. Prospective payment changes for hospital inpatient services have
increased both need and opportunity for change. Here are some current problems:

First, there are tremendous regional variations in "reasonable charges" as deter-
mined under Medicare. Differences in fees across this vast nation are to be expect-
ed. But, there is no reason that the average prevailing rate for by-pass surgery in
Manhattan should be 100% more than in the Twin Cities.

Second, there is little or no incentive for prices to change as practice patterns
change. Physicians' charges are set high for new procedures. When efficiency is
gained through improvements in technology, or when formerly complicated or high
risk procedures become routine, the change is not reflected in lower fees.

This is true with cataract surgery, for example, a procedure which has changed
dramatically over the last seven years. The procedure used to take hours, now it can
be done without general anesthesia, at much less risk in a matter of 25 minutes.
And there are many other examples.

Third, there is a considerable variation between what Medicare pays general prac-
titioners versus specialists for virtually identical services. There is evidence to indi-
cate that Medicare may not always be paying for higher quality care, or a truly dif-
ferent product, but the bias remains towards paying the specialists' higher fees.

Fourth, there are significant variations between the fees paid for hospital visits
versus office visits, variations which are not always appropriate. In some areas of
the country follow-up hospital visits can cost 25% more than those in an office.

Finally, under the current system the physicians actually doing the procedures
are rewarded disproportionately to those spending time with the patients for exami-
nation and counsel. The incentives are for the physician to act, by the numbers
rather than thinking through the possibilities.

Beyond this set of concerns, the so-called "reasonable and customary" system
Medicare uses is simply too complicated and difficult for physicians, let alone bene-
ficiaries, to understand.

The alternative payment systems we will discuss today include: refinement of the
current system; payment based on fee schedules; and payment for packages of serv-
ices. There are many options within each of these models. The subcommittee is open
to alternatives at this point and will be looking to the experts for their advice and
suggestions.

Before I introduce our first witness, I am compelled to express a concern which all
of us in this room must share as we meet here today. Reform of this nation's health
care system is being pushed to the back of the bus by the rowdies more concerned
about the budget policy. Despite the fact that Medicare has contributed more than
$30 billion dollars to deficit reduction over the last four years and will be cut fur-
ther when we do the Reconciliation package, it remains vulnerable to further cuts.

While national defense spending has doubled, national debt service has tripled,
and income tax revenues have been held static, the beneficiaries and the providers
through reform of Medicare will give-and have given-the federal government and
private health payers real dollar savings with which to finance all this other spend-
ing increase and tax decrease. If we freeze reform, the quality of health care for
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Medicare beneficiaries in America, as well as, access to that health care will surely
die of frost bite.

Costs for physicians have increased substantially, especially through outrageous
professional liability premiums. Who would blame some if they forsake Medicare
beneficiaries? Rural health care is facing a real crisis; and inner city hospital serv-
ice to a fast-growing under-insured population are not being financed at all ade-
quately.

The American public, particularly the elderly and the disabled deserve the. best
medical care available. It will be "penny wise and pound foolish" to cut too deeply
today, or to disrupt the process of health system reform which I am confident will
make this nation's health care system more cost effective and of higher quality.

OPENING STATEMENT OF SENATOR BOB DOLE
Mr. Chairman, our job today is a particularly critical one. The purpose of the

Medicare Prbgram is to provide our elderly and disabled citizens with financial pro-
tection against the cost of medical care. While there are many key players in the
program, the physician remains the team leader and coordinator of our health care
delivery. We are here today to discover the status of the Medicare physician pay-
ment system, what works and what does not work, and to begin to figure out what
we can do to get us headed in the right direction.

Nobody is happy with the current system of physician payment. Physicians and
beneficiaries need to know what will and what will not be covered, and we all need
to know what it is we are really buying and at what price. The system should be
fair, equitable, monitorable, supported by appropriate incentives, and, although this
may be asking too much, it should be understandable to everyone.

In the Deficit Reduction Act of 1984, we envisioned the 15-month physician fee
freeze as a temporary fix for rapidly escalating costs that threatened the future of
the program. Even now, we can count on another year of that freeze. Frankly,
viable alternatives for the short run were unavailable, and we knew better than to
make major changes precipitously. We must still keep that in mind as we prepare to
move forward. We did, however, deliver a clear message in 1984. We wanted an-
swers.

Several major studies have been undertaken that should help light our way. I
trust we will now gain the benefits of those inquiries. I am particularly concerned
that these studies and any future planned demonstrations provide us information
that can be used to study a number of options for reform-not simply give us one
answer and nothing to compare it to. However, I am beginning to sense that some-
one may have decided what the answer should be and is bound and determined to
give us only information that will foster this case. I would hope today's testimony
will prove me wrong.

As I noted earlier, it seems that an interest in changing the system can be found
among all parties to the system; consumers, physicians, other providers, and Medi-
care. We should be able to begin the reforms sooner, rather than later. It's already
later than many of us would like. Physicians and beneficiaries deserve to know that
we are trying to do more than simply force a 3rd year of the freeze because of the
absence of anything else to do.

I welcome the witnesses, and I look forward to the information and guidance you
will share with us. You represent a broad range of expertise and interests. Some of
you are reimbursement experts, others are purchasers, providers and beneficiaries
of physician services. In this area of physician payment reform, you are all essen-
tial, and we need your help and your support to achieve a workable solution.

Medicare beneficiaries must continue to have access to quality health care serv-
ices both now and in the future. And the providers that have so willingly worked
with us in the past, deserve to be treated fairly and equitably. We absolutely cannot
achieve that goal with a system that does not adapt to meet the needs of our chang-
ing health care environment.

Thank you Mr. Chairman for holding this hearing.

Senator DURENBERGER. The hearing will come to order.
Good morning, everyone. The Chair is going to save his opening

statement for whenever it arrives. [Laughter.]
Senator DURENBERGER. I thought I did a great job on it last

night, and my staff brought me down this morning, so maybe Max
can use some time on a brilliant opening statement. If not, I am
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going to introduce Henry, then Vita is right after Henry, and then
we go to some of our panels.

On our first panel, Keven Fickenscher, who represents a con-
stituency terribly important to Max and myself and lots of other
people-the Rural Health Care Association-has an airplane prob-
lem; so he will speak first on that panel. Otherwise, everything is
as printed.

Max, do you have an opening comment?
Senator BAUcus. None, Mr. Chairman.
Senator DURENBERGER. All right. Let us begin, then, with Dr.

Henry Desmarais. Welcome back; we appreciate your coming. It is
often nice to have somebody representing the administration who
has an administration view on things, but we haven't had that
lately. That is all right, because we know you have been around a
long time, and we know you are good, and we know that HCFA has
done a lot of things on some of these health policy issues including
this one. So, we welcome your testimony, and your full statement
will be part of the record.

STATEMENT OF HENRY R. DESMARAIS, M.D., ACTING DEPUTY AD-
MINISTRATOR, HEALTH CARE FINANCING ADMINISTRATION,
WASHINGTON, DC
Dr. DESMARAIS. Thank you, Mr. Chairman.
I have with me this morning Carol Kelly, the Acting Associate

Administrator for Policy, and Dr. Allen Dobson, the Director of
HCFA's Office of Research.

We are here today to talk about physician reimbursement under
Medicare and the available reform options. As you know, the cur-
rent system is one that is predicated on customary, prevailing and
reasonable charges. Essentially, those are charges from one period
which our contractors subject to a series of calculations. They are
then used to set customary charges for each service performed by
each physician, and prevailing charges for each type of service ren-
dered in an area.

When Medicare was enacted by the Congress back in the midsix-
ties, great deference was given to the local billing situation and
charging practices of physicians. As a result, there was a great lack
of uniformity across the country; in some places each State is a
single locality, so there is a single prevailing charge in that whole
State for a particular service. Other States have multiple localities;
and, in fact, in Texas we have 32 localities.

That kind of lack of uniformity also applies to the way special-
ties are treated. Some States have no specialty differentials; so, no
matter who performs the service, the same prevailing charge ap-
plies. In other places, there are specialty differentials. Further-
more, the definition of what is a specialty varies across the coun-
try.

Suffice it to say that this customary, prevailing and reasonable
charge system has been criticized by a number of thoughtful
bodies: the Advisory Council on Social Security, the Grace Commis-
sion, and so on. These criticisms include the fact that the system is
inflationary, that it is confusing, that it is biased in favor of high
technology procedures instead of primary care, that it is biased in
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favor of inpatient over ambulatory care, biased in favor of urban
practice settings instead of rural, and, finally, biased in favor of
specialists over generalists.

Over the 10-year period which ended in fiscal year 1983 we know
that Medicare spending for physician services averaged an annual
rate of increase of about 20 percent.

In 1984, Congress decided that the Deficit Reduction Act provi-
sions were an appropriate response to these increases. The act cre-
ated a participating physician program, froze the Medicare prevail-
ing and customary charges for all physicians, and, as well, froze
the actual charges of nonparticipating physicians. We should re-
member that these price freezes are just that-they are freezes ap-
plied to prices, not utilization and not to mix or intensity of serv-
ices. And that certainly is important.

We believe that the freeze had a significant impact. In fact, when
we look at fiscal year 1985 we believe that the rate of increase, in-
stead of the usual 20 percent annual rate, was somewhere in the
neighborhood of 11 to 12 percent.

Senator DURENBERGER. Do you attribute that to the freeze?
Dr. DESMARAIS. Not solely to the freeze, no, sir. We had the

impact of prospective payment in hospitals which decreased length
of stay and decreased the use of ancillary services, all of which
have a physician component to them as well. There was lots going
on in the system-HMO's, competitive medical plans, and so on.
So, no, not solely to the freeze.

Senator DURENBERGER. But you don't have any sort of a scientific
study that says "so much is attributable to freeze," so we can prove
freezes are good, and so much is attributable to that?

Dr. DESMARAIS. I don't think we will ever be able to have that
kind of determination. But we do have additional work ongoing
with respect to what was physicians' response to the freeze. That is
a several-year project that has been started by one of our contrac-
tors.

One of the positive outcomes of the decreased rate of increase
was the Secretary's ability to announce that the part B monthly
premium would remain at $15.50 for one more year, a very unusu-
al development. Normally we announce increases in the monthly
part B premium. We were able to avoid that this year. And along
with that, of course, there would be less cost sharing for our benefi-
ciaries if the Medicare-allowed charges were lower.

However, despite the good news, there still is a problem. The
physician component of the CPI is still growing faster than the
overall CPI; in 1985 it was 6 percent on the physician component
versus 3.2 percent overall.

Of course, you would be the first to agree that a freeze is not
reform. As I pointed out earlier, the freeze provides no control over
utilization and intensity. So we do need to march along and think
of other alternatives.

Congress mandated that we examine alternatives, and the con-
gressional mandate was rather specific: it said to report back on
the advisability and feasibility of using DRG's to pay for inpatient
physician services. Approaching that task, we determined immedi-
ately that we would not confine ourselves solely to a study of that
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question, but we would incorporate into the study other alterna-
tives as well. This is what I am here to report on.

The report itself is in the final stages of review. We hope to
transmit it to the Congress in the near future.

Senator DURENBERGER. That is a phrase we ought to encapsulate
in some way: It is in the final stages of review. Very good. And we
promise it in the near future. [Laughter.]

Dr. DESMARAIS. The three options which are discussed in the
report are the following: The physician DRG's; the use of fee sched-
ules and/or refinements in the current, customary, prevailing and
reasonable charge system; and, third, capitation. I would like to
discuss each of these options in some detail and give you our
thoughts at this time.

The first is DRG's. This would obviously be a prospective pay-
ment per discharge for inpatient physician services that are associ-
ated with each of the hospital DRG's. We did a great deal of work
inhouse, and we also had a number of contractors work for us on
the whole issue of DRG's and their suitability. And many of those
contractors are here at your invitation this morning. Their report
back to us was that DRG's did a reasonable job of explaining the
variability of cost-per-case, but much of that was due to the fact
that surgical cases were more predictable than medical cases.

As we looked at the whole issue, we determined that one of the
difficult questions to settle in a DRG system for physicians would
be the question of whom to pay. There seem to be three possible
alternatives-paying the hospital, paying the attending physician,
or paying the medical staff as a whole.

Paying the hospital would be an administrative burden on hospi-
tals and would probably strain the hospital-physician relationship.
Paying the attending physician is difficult because most attending
physicians see only a few dozen Medicare patients during the
course of a year and, as a result of the variability in the cases,
would face a level of risk, that would be unacceptable for any
single individual physician to assume.

While paying the medical staff would solve the risk-pooling prob-
lem, we're not sure that it would work. It has not been done before,
essentially, in any major way, and it is unclear whether the medi-
cal staff could organize to handle this kind of situation.

The other observation we should make in distinguishing the phy-
sician DRG issue from the hospital DRG issue is the question of as-
signment. As you know, hospitals cannot extra-bill beneficiaries.
So, the DRG payment is a great incentive toward efficiency. Under
current policy, non-participating physicians have the option of
taking assignment on a case-by-case basis. If that were to stay in
place, the incentive, for efficiency would be diluted somewhat be-
cause they could in turn extra-bill the beneficiary if they chose to.

I want to be very clear here that by making this observation, I
am not in any way encouraging a move toward mandatory assign-
ment. This Administration remains steadfastly opposed to manda-
tory assignment, and we believe that market forces and the grow-
ing supply of physicians are really a better course of action regula-
tory schemes.

We also need to observe that, even if we use DRG's, we would
only be covering about 60 percent of physicians services. In fact,
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that percentage seems to be dropping as more and more is moved
to the outpatient and ambulatory side of the equation.

Suffice it to say that the DRG's approach seems to have serious
policy and implementation problems.

The second major option is the use of fee schedules, which would
set a maximum allowable charge for each procedure. One way of
doing this would be to use a relative-value scale, where each serv-
ice would get a weight-the higher the weight, the higher -the
value, the higher the payment that would be made. We have about
7,500 described physician services at this point in time.

There are two approaches here for relative values: one is charge-
based, simply taking historic charges and arraying them to come
up with relative values. Of course, that maintains the current
built-in biases. Another approach is the resource-based way of con-
structing a relative-value scale; value meaning time, risk, value to
patient, value to society, training costs, and so on.

A fee schedule might be a simplification, but it does have some
serious handicaps: again, no control over utilization and intensity,
and limited additional control over the price component of the
problem.

As I have said, the charge-based approach is biased, and a re-
source-based relative value scale we feel would be a long, very diffi-
cult and less than objective process to create-that is sitting down
with panels of expert physicians and other groups to try to decide
what the value of each of those physician services is. And of course,
finally, it is an inherently regulatory approach.

The third option, and the one we prefer, is the capitation option,
because it addresses both price and utilization/intensity; and pay-
ment would be made for all physician services and, in fact, all serv-
ices during a period of time.

We are already well on our way on the road to capitation as the
result of the Tax Equity and Fiscal Responsibility Act, which for
the first time gave us true risk-sharing HMO's and competitive
medical plan contracts.

We have 78 of those contracts now, covering about 400,000 of our
beneficiaries, and other risk contracts such as demonstrations
bring us to a total of 460,000 beneficiaries now being served by
risk-based HMO's and CMP's. And we hope that 1.4 million of our
beneficiaries would be so sen,'ed by fiscal year 1987.

We are also moving in other directions in capitation. A voucher
proposal is on the table. This would be voluntary for beneficiaries
and would expand the entities that can get these kinds of capitated
payments. Beyond the HMO's and CMP's we would add indemnity
insurors. We also propose to add additional flexibility, so that there
could be some benefit restructuring, there could be cost-sharing re-
structuring, and a variety of other things.

In addition, we have a lot of research underway to foster capita-
tion-improving the way we pay HMO's and CMP's today by refin-
ing the payment mechanism, the average adjusted per-capita cost,
AA, PCC, trying, for example, to perhaps adjust for prior use or se-
verity of illness and so on.

We also are discussing other alternatives such as geographic
capitation and employer-at-risk.
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In conclusion, capitation is our goal with respect to physician
payment, and it will be the focus of our attention and our energy,
because we believe that this is the way to consumer choice and
competition. It is deregulatory, and it will deal with price as well
as utilization and intensity.

In the meantime, we plan to examine appropriate ways to refine
the current CPR system. Examples of such refinements could be
correcting for overpriced procedures and seeing whether locality
and specialty differentials remain appropriate.

I would be happy to stop here and take your questions.
[Dr. Desmarais's written testimony follows:]
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I AM PLEASED TO BE HERE TODAY TO DISCUSS OUR EFFORTS TO

DEVELOP OPTIONS FOr PHYSICIAN PAYMENT REFORM UNDER THE

rILDICArE PKOGKAi,

fHE CUKmENT SYSTEM DEMANDS REFORM BECAUSE IT OUES NOT PROVIDE

THE INCENTIVES REQUIRE) TO CONSTRAIN SPENDING AND ASSURE

APPROPRIATE UTILIZATION OF SERVICES, ME HAVE EXPLODED VARIOUS

OPTIONS FOU REFORM OVER THE PAST FEW YEARS, THROUGH RESEARCH

LFFOKTS AND INTENSIVE DISCUSSIONS 8OTH WITHIN THE

ADMINISTmATION AND WITH REPRESENTATIVES OF THE MEDICAL

COMMUNITY, IHREE MAJOR STRATEGIES HAVE EMERGED,

ALTHOuGm THERE At<E ASPECTS OF TWO OF THESE APPROACHES -- FEE

SCHEDULES AN,) uRO-BASED PAYMENT -- THAT MIGHT MAKE EITHER AN

IMPROVEMENT OVER THE CUKKENT SYTEM, BOTH APPROACHES HAVE

SERIOUS DRAWBACKS, LAPITATIUN IS THE ONLY OPTION THAT

ADDRESSES BOTH THE PRICE AND THE uTiLiZATION OF SERVICES WHILE

STILL PROVIuING QUALITY CARE,

IN THE SHOT TERM, IN ORDER BOTH TU AbbKESS SOME OF THE

PROBLEMS WITH THE CURRENT SYSTEM AND TO MAINTAIN CONSTRAINT

OVER EXPENDITURES, WE ARE CONSIDERING SYSTEM REFINEMENTS,

HOWEVER, IT IS ONLY THROUGH THE CONTINUED GROWTH OF hliUs AND

WTr)S, THE INTRulD)iTION OF MEDICARE VOUCHERS AND ThE

DEVELOPMENT OF NEW APPROACHES TO CAPITATION, CONSUMER CHOICE

ANo COMPETITION THAT WE CAN ACHIEVE MEANINGFUL SYSTEM REFORM,
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MLUICAKE'S METHODOLOGY FON PHYSICIAN PAYMENT, kEFENNEb TO AS

CUSTOMAt Y, PREVAILING AND REASONABLE LPi)i, WAS DESIGNED TO

CONFUxM TO EXISTING PxACTICLS IN PRIVATE HEALTH INSURANCE AT

THE TIME OF MEDICARE'S ENACTMENT, UNDER CPR. MEDICARE'S

PAYMENT FUK A PARTICULAR SERVICE IS CALCULATED STATISTICALLY

FROM ACTUAL PHYSICIANS' BILLINGS. MEDICARE'S PAYMENT,

hEFERKEo TO AS THE REASONABLE CHARGE, IS DEFINED AS THE LOWEST

OF: THE PHYSIA.ANS' ACTUAL BILLED CHAhbL; THE PHYSICIAN'S

CUSTOMARY CHARGE DEFINED AS THE PHYSICIAN'S MEuIAN CHAI OE

DURING THE PmEvIUUS YEAc; AND THE PREVAILING CHARGE (DEFINED

AS THE /7TH PERCENTILE OF THE CUSTOMARY CHAmGES OF ALL

PHYSICIANS IN AN AREA, WEIGHTED BY THE NUMBER OF TIMES EACH

PHYSICIAN PErFORMS THAT SERVICE). IU RESTRAIN CONTINUED

INCREASES IN MEDICARE PHYSICIAN SPENDING, CONGRESS, IN IDOZL.

ENACTED THE "MEvICAL ECONOMIC INDtx" PROVISION WHICH LIMITS

THE KATE OF INC, EASE IN PREVAILING CHARGES,

[HE LPI SYSTEM HAS BEEN CrITICIZED IN THL FOLLOWING wAYS.

O REASONABLE CHANGES DO NOT DECLINE WHEN IMPROVEMENTS IN

TECHNOLOGY OR SURGICAL TECHNIQUES RESULT IN A

KEDuCTION IN PNUOULTION COSTS.

0 LP DOES NOT ASSUkE APPRUPNIATE UTILIZATION OF

SEkVICES,
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IT IS CONFUSING TO SOME. WHILE CUSTOMARY ANJ)

PREVAILING CHANGE INFuRMATiON IS AVAILABLE TO THE

PUdL.IC, BENEFIClAkIES, AND Tv A LESSER EXTENT

PHYSICIANS, OFTEN DU Nul KNOW lOW MUCh MEDICARE WILL

PAY FUr A GIVEN PkOCEDURE UNTIL ThE CARRIER ACTUALLY

PAYS THE dILL,

U Ip.E OTHjE THIRD-PArTY PAYORS, iEDICAnCS RELATIVE

ChAeuE PATTERNS AKE ARGuED TO FAVOR SPECIALISTS uVER

GENERALISTS, URBAN AREAS OVER RURAL AREAS, INPATIENT

TrEAIMENT OVER AMbULATONY CARE AND SUkGICAL PROCEDURES

DVYE P.'IMArY CARL,

f[E LIMITEv CONTROL EXERTED bY tYK OVER THE PkICE OF SERVICES

ANO THt LACk OF RELIABLE CONTROLS OVER Tli UTILIZATION OF

SLNVICES kESULTrU IN A HISTORY OF RAPIu GROwTi OF riEDICARE

PAYMENTS FUK PHYSICIAN SERVICES.

UVEr\ IHL TLN-YEAm PERIOD ENDING IN rY I o), 'IEICAKE SPENDING

FOR PHYSICIAN SItKvICES INCREASED AT AN AVERAGE ANNUAL RATE OF

CLOSE lu Lu PERCENT, IT IS IMPUKTANT TU NOTE THAT CHANGES IN

THE UTILIZAIIUN AND INTENSITY UF SERVICES -- THAT IS, THE

INCKEASEu USE OF SERVICES AND THE USE OF MOmE COMPLEX AND MOnt

EXPENSIVE PkUCEDUrmES -- WErE A MAJOri FACTOR IN THIS GROWTH.

1I ACLOUNTEu FOR 41 PERCENT OF THE INCREASE UUhING THE LATE'

HALF OF IHL PERIOD. IHUS, REFORM OPTIONS MUST ADDRESS
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THEMSELVES lU BUTH UNIT PRICES AND UTILIZATION/INTENSITY IF

THE GROWTH UF rIUICAkE SPENDING FOR PHYSICIAN SERVICES IS To

BE SUCESSFuLLY CUNSTRAINED.

DUhING THE SAME PEIOUD THAT NEDICAmE SPENDING FUK PHYSICIAN

SERVICES WAS INCREASING AT ZU PERCENT A YEAR, THE FEDERAL

bUDGET AND THE GRDSS NATIONAL PRODUCT GREW AT ANNUAL RATE OF

i. PERCENT AND ,.7 PERCENT, RESPECTIVELY. CLEAKLY. NEITHER

THE GOVERNMENT NOR THE MEDICARE bENEFICIARIES, WHOSE PmEMIDMS

FINANCE zz PERCENT OF PROGRAM OUTLAYS, COULD AFFORD THIS 2U

PERCENT RATE OF ijRUWTH INuEFINITELY.

IN THE DEFICIT REDUCTION ACT OF i o1 .LFRA), CONGRESS ACTEu

TO CONSTRAIN THIS GtOWTH, ALTHOUGH SIGNIFICANT CHANGES HAD

bEEN ENACTED TO THE MEDICARE PKOGi;AM DURING THE PREVIOUS THREE

YEAN., IT WAS NOT UN[IL LtFRA THAT LEGISLATIVE CHANGES hAD A

DIKELT IMPACT ON ALL PHYSICIANS.

AS PART UF UCFKA, LUNGiESS ENACTED:

O A PARTICIPATING PHYSICIAN PROGRAM;

U A FJhEEZt ON THE CUSTOMARY AND PkEVAILING CHANGES OF

ALL PHYSICIANS; AND

O A FREEZE ON THE ACTUAL CHARGES OF NON-PARTICIPATING

58-202 0 - 86 - 3
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PHYSICIANS.

IN rY 16'4, DUE TU BOTH THE UROP IN ADMISSIONS AND LENGTH OF

STAY RESULTiN6 FROM THE IMPLEMENTATION OF THE HOSPITAL

PkOSPECTIVE PAYMENT SYSTtM AND THE IMPACT OF THE FEE FREEZE

MANDATED BY uLtrA, THERE WAS SOME DECELERATION IN THE RATE OF

GROWTH IN PIEDICARE PAYMENTS FOR PHYSICIANS' SERVICES, iHE

KAlt UF GRvoTH IN FY 1904 WAS NEArLY HALF THAT OF THE PREVIOUS

TEN YEAKs AND, IN F ! THIS LOWER RATE OF GROWTH

CONTINUED,

llOT uNLY HAS THIS BENEFITTED THE tEDEKAL BUDGET BUT IT WILL

ALSO HAVE A POSITIVE IMPACT UN THE FAMILY BUDGETS OF OUR 5u

MILLION ENROLLEES, bECAUSE PKDGRAM OUTLAYS GREW AT A LOwEb.

KATE THAN HAD BEEN ANTICIPATED, THE PAkT b PREMIUM IN 196D

WILL BE THE SAME AS THAT IN 1 o5, [HIS IS ONE OF THE FEN

TIMES THAT THE PkEMIUM HAS NOT INCREASED. IN ADDITION, THE

LOWER GrOwTH IN PROGRAM PAYMENTS RESULTED IN SAVINGS TO

BENEFICIARIES FROM COINSUANCE AND EXTKA-BILLING BEING LOWEL,

THAN iT WOULD HAVE BEEN OTHILRWISE, SOME HAVE SUGbESTEo THAT

ADDITIONAL FINANCIAL PkOTECTION COULD 8E PKOVIDLD TO

oENEFICIARIES BY MANDATING ASSIGNMENT FOR PHYSICIAN SERVICES,

iHE ADMINISTRATION IS FIRMLY OPPOSED TO THIS APPROACH. WE

BELIEVE THAT MARKET PLACE FORCES, INCLUDING THE GROWTH IN THE

NUMBER OF PHYSICIANS AND SUbSEJUENT COMPETITION, WILL BETTER

SERVE BENEFICIARY INTERESTt IN CONSTAINING PHYSICIAN FEES
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THAN NOULD REGULATORY SCHEMES,

ALTHOUGH PkOGRESS HAS BEEN MADE ON REDUCING THE RATE OF GROWTH

IN SPENDING FUR MEDICARE PHYSICIANS' SERVICES, THERE IS STILL

CAUSE FOR CONCERN:

--LE INCREASE IN OUTLAYS DURING FY 196) IS LARGE. THAN

THE RATE OF GROWTH FOR Z/3 UF THE FUNCTIONS IN THE

BUDGET;

ALTHOUGH THE FREEZE CONTROLLED THE PRICE OF SEkVICES,

GROWTH OF UTILIZATION/INTENSITY STILL REMAINS A

PkOBLEM;

IHE PHYSICIAN COMPONENT OF THE CHI IS STILL GROWING

FASTEN THAN THE OVERALL CPI, IN 98:, IT INCREASED BY

u,u PERCENT AHILE THE OVEmALL CP INCREASE WAS 5.L

PERCENT,

IHE FREEZE IS NOT PAYMENT REFORM, BUT ONLY A TEMPORARY MEASURE

TO RESTRAIN SPENDING WHILE WE DETERMINE THE REFORMS THAT ARE

NEELJED. PrkIO TU THE FREEZE, CONGRESS IN THE SOCIAL SECUkITY

AMENDMENTS OF ii&3 MANDATED A STUDY ON "THE ADVISABILITY AND

FEASIBILITY OF ,, DETERMINING THE AMOUNT OF PAYMENTS FOK

PHYSICIANz' SERVICES FURNISHED TO HOSPITAL INPATIENTS BASEL ON

THL VKU TYPE CLASSIFICATION OF THE DICHAKGES OF THOSE
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IN PREPARING THIS REPORT, THE UEPAKTMENT DETERMINED THAT THE

ADVANTAGES AND DISADVANTAGES OF A UR(-BASED PAYMENT SYSTEM

SHOULD BE EVALUATED AS PART OF A REVIEW OF SEVERAL REFORM

OPTIONS, IHE REPORT, WHICH IS IN THE FINAL STAGES OF REvIE"

WITHIN THE ADMINISTRATION ADDRESSES THREE OPTIONS FOR KEFDKM:

PHYSICIAN tR6S. FEE SCHEDULES ANi/Uk MODiFICATIONS TU THE

CURRENT SYSTEM, ANO CAPITATION, I WOULD LIKE Tu PRESENT AN

OUTLINE UF EACH OF THESE OPTIONS ANO THEN DESCRIBE SOME OF THE

SYSTEM REFINEMENTS WE ARE CONSIDERING FUR THE SHuKT-RUN,

QKb-BASU PAYr.NIS FV PHYSICIAN INPATIENT SlRV1(S

AN INPATIENT PHYSICIAN Ur{b SYSTEM WOULD SET PROSPECTIYE

PAYMENTS FOK A PACKAGE OF PHYSICIANS' SERViCES ASSDLIATEb WiTH

EACH OF THE 4U7 HOSPITAL URuS. IT WOULD CONTAIN SIMILAR

INCLNTIVtS TO CONTROL COSTS AND TO ENCOURAGE EFFICIENCY

UTILIZEu BY THE HOSPITAL PKUSPECTIVE PAYMENT SYSTEM,

Uuk RESEARCH, USING NATIONAL DATA AND DATA FROM FOUR STATES,

HAS SmOWN THAT UKu'S DO A REASONABLE JOb OF EXPLAINING THE

VARIABILITY IN COSTS PER CASE FOR INPATIENT PHYSICIAN

SERVICES. MOWEVEr, THE EXPLANATORY POWER OF Jh{S AS A WHOLE

IS ALMOST ENTIRELY DUE TO SUKGICAL ADMISSIONS WHICH ARE

ALREADY BILLED AND PAID BASED ON GLOBAL FEES. URI6S ARE NOT A

GOOD PREUICTOr% OF THE PHYSICIAN RESOURCES REQUIRED FOR MEDICAL

ADMISSIONS BECAUSE RESOURCE USE FUR THESE ADMISSIONS IS
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ExTEMELY VARIABLE. AS A RESULT, FUR MEDICAL ADMISSIONS, IT

WOULD bE ABOUT EQUALLY VALIu TO $ASE-PAYMENT ON EITHER THE

ACTUAL JRb OR THE AVERAGE PAYMENT LEVEL ACROSS URUS,

IN ADDITION TO THE QUESTION OF WHETHER L)KGS COULD PROVIDE A

REASONABLE FRAMENOUK FUN PROGRAM PAYMENT, THERE ARE

SIGNIFICANT IMPLEMENTATION ISSUES SUCH AS HOW PAYMENT SHOULD

BE MADE. UNbER HOSPITAL PP, IF THE 0Kb PAYMENT DOES NOT

COVER kESuurCL USE. THE INSTITUTION HAS TO ABSORB THE LOSS.

UN AVERAGE, LOSSES ON SOME CASES '4HUULD BE COVERED BY GAINS ON

OTHER CASES. HOWEVER, THE HOSPITAL IS NEVER ALLOWED TO BILL

THE BENEFICIARY FUR THt CASES WHFKE LOSSES OCCUR SINCE THIS

WOULD CLtAKLY DILUTE THE INCENTIVES FOR EFFICIENCY,

CURRENTLY, NUN-PARTICIPATING PHYSICIANS HAVE THE OPTION TO

ACCEPT ASSIGNMENT ON ALL, SOME OR NONE OF THEIR CASES. IF

THIS CUroiENT ASSIGNMENT POLICY IS MAINTAINED UNDEN A PHYSICIAN

ihU SYSTEM, PHYSICIANS WOULU BE ABLE TO BILL THE BENEFICIARY

WhEN THE CASE PAYMENT DOES NOT COVEN COSTS. tHIS WOULD TEND Tv

DILUTE THE INCENTIVES FOR EFFICIENCY COMPARED TO THOSE

CONTAINED IN THE HOSPITAL PPS SYSTEM, IT WOULD ALSO SUBJECT

THE SICKEST BENEFICIARIES TO CATASTROPHIC EXTKA-BILLING

LI AB IL I TY.

ANOTHER PAYMENT ISSUE IS THE UUESTIUN OF WHOM TO PAY, lHE
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PHYSICIAN J{U PAYMENT COULD BE FOLUEU INTU THE HOSPITAL P

PAYMENT, UR PAID AS A SEPARATE ADD-ON, WITH THE HOSPITAL

DETERMINING HOW PAYMENT SHOULD BE MADE TU THE INVOLVED

PHYSICIANS. IHIS APPROACH WOULD PLACE AN ADDITIONAL

ADMINISTRATIVE BUkDEN ON HOSPITALS AND WOULD UNDOUBTEDLY

RESULT IN STRAINED HOSPITAL-PHYSICIAN RELATIONS,

PAYMENT COULD BE MADE To THE ATTENDING PHYSICIAN, WHO WOULD BE

,ALSPUNSIbLE FOR OTAINING SERvikES FROM OTHER PHYSICIANS AS

hEQuIKEj AND FUN bEAkING IHL FINANCIAL RISK FUR THE COST OF

THE CASE. IHIS ARkANUEMENT WOULD SEEM TO MAXIMIZE THE

INCENTIVES FUN CuNTROLLINb COSTS AND ENCOURAGING EFFiCIENCY,

HOWEVEk, IN ORDER FUN A IRu SYSTEM TO WORK FAIRLY, AN

INbIVIuUAL PHYSICIAN MUST TREAT A LARGE VOLUME OF CASES WITHIN

THE SAME DKU. 1T IS ONLY IN THIS WAY THAT THE PAYMENTS WOULD,

UN AVERAGE, LuVLm RESOURCE USE, SINCE MOST PHYSICIANS WOULD

NOT TREAT ENOUGH PATIENTS WITHIN THE SAME R6U, A JKG-bASED

PAYMENT SYSTEM COULD SUBJECT THE ATTENDING PHYSICIAN TO MONF

RISk THAN HE ON SHE COULD BEAR,

IMIS LEAVES PAYMENT TO THE HOSPITAL MEDICAL STAFF, HOWEVEr,

SUCH STAFFS CUliKENTLY ARE NOT ORGANIZED TO ACCEPT AND

OISTKiUTE PAYMENT AND IT IS UNCERTAIN NHEFIiK THEY CuULv BE

ORGANIZED TO bO SO. IN ADDITION, NO EVIDENCE EXISTS AS TO

WHETHER THE INCENTIVES FUN EFFICIENCY, WHICH IS THE MAJOR
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THrUST OF TIS PAYMENT SYSTEM, WOULo BE EFFECTIVE WITH THIS

METHOu OF PAYMENT.

ANOTHER ISSUE THAT hAS BEEN RAISEb IN REGAKu TO A ORb-BASED

PAYMENT SYSTEM IS THE IMPACT THAT IT COULD HAVE ON QUALITY OF

CAKE. UNULR PPS, HOSPITALS HAVE TIHE ECONOMIC INCENTIVE TO

CONTROL THE PROVISION OF SERVICES IN OkDEk TO FUNCTION WITHIN

A FIXED PAYMENT, hOWEVEr, THE ATTENuING PHYSICIAN DOES NOT

HAVE THE SAME ECONOMIC INCENTIVES AND THUS SERVES AS A PATIENT

ADvuvA7t, hum WOULU THIz RELATIONSHIP CHANGE IF THE

INCENTIVES OF THE HuSPITAL AND PHYSICIAN WERE ALIGNED

SINCE INPATIENT SEkVICES ACCOUNT.FUK ONLY bU PERCENT OF

PHYSICIAN SERVICES, A U U-6ASEU PAYMENT SYSTEM WOULU NOT

AvLDNESS THE KEST OF THE SYSTEM, AS MOKE PROCEDURES AKE

PEoFukhEo IN AN OuTPATIENT Ok OFFICE SETTING, THE PERCENT OF

PAYMENT COVELEO BY THIS SYSTEM WOULD DECLINE,

IN SUMMARY, ALTHUUOH A UKU-1ASEU PAYMENT MAY SEEM SOMEWHAT

TLtANICALLY FEASIBLE THEmE AKE MANY SEKIuuS IMPLEMENTATIUN

ISSUEs THAT NEEu To bE kESOLViD. IHE SYSTEM CUULD HAVE A

NEGATIVE IMPACT UN QUALITY OF LAKE AND WOULD NOT AFFECT 4u

PERCENT OF PHYSICIAN PAYMENTS. FINALLY, ALTHOUGH THE MEDICAkL

HUSPTIAL PKUSPLCTIVL PAYMENT SYSTEM, BASED ON UKUS, IS A

DRAMATIC IMPRuVEMENT UVEr( COST KEIMBURSEMENT, THE

ADMINISTRATION VIEWS IT AS OVERLY REGULATORY,- 1. SHOULD BE
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SEEN AS A TRANSITION TOWARD ULTIMATE IvtEDICAkE REFORM THROUGH

CAPITATION, ANO THEREFORE SHOULD NOT BE EXTENDED TO INCLUDE

THE PAYMENT OF PHYSICIANS.

UNE APPROACH TO REFORM WOULD bE TO REPLACE THE OPR SYSTEM WiTh

A FEE SCHEDULE WHICH WOULD LIST rlEDICARE'S MAXIMUM ALLOWANCE

FOK EACH PROCEDURE, IHIS FEE SCHEDULE COULD BE BASED UN

CURRENT CHARGES OR ON A RELATIVE VALUE SCALE kKVI) WHICH

WOULD HAVE A "WEIGHT" FOX EACH PRUCEDURE BASED ON THE

ASSOCIATED RELATIVE RESOURCE CUTS. REGARDLESS OF THE

METHUDOLOGY. THE MAXIMUM ALLOWANCE WOULD BE THE SAME FUR ALL

PHYSICIANS WHO PROVIDE A SERVICE IN AN AREA,

INLE IMPLEMENTATION OF A FEE SCHEUULE WUULD ELIMINATE THE

CUSTOMARY AND PREVAILING CHARGES SCREENS, ONE COULd ARGUE THAT

THE SYSTEM WOULD BE EASIER TO UNDERSTAND THAN CPR, HOWEVER,

OTHER PRUbLEMS THAT CURRENTLY ARE A SOURCE OF CONFUSION WOULD

KEMA I N,

O PHYSICIANS WOULD STILL. HAVE 7, Uu CODES UNDEK WHICH TU

BILL, WITH THE DIFFERENCE BETWEEN THE SERVICE INPUTS

P!,iVIuLD IN, FOR EXAMPLE, THE u DIFFERENT LEVELS OF

MEvICAL OFFICE VISITS NOT CLEARLY DEFINED,

o ALTHOUGH BENEFICIARIES WOULD HAVE AN EASIER TIME
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DETERMININi THE MEDICARE ALLOWANCE UNOER A FEE

SCHEDULE THAN UNDER C$K, WITH THE EXCEPTION OF

PARTICIPATING PHYSICIANS, THEY WOULD STILL NOT KNOW

THEIR POTENTIAL EXTRA-BILLING LIABILITY IN ADVANCE

SINCE THEY WOULD NOT KNOW THE PHYSICIAN'S ACTUAL

CHARGE. IHUS, A FEE SCHEDULE WOULD ONLY MARGINALLY

IMPROVE BENEFICIARIES' ABILITY TO SHOP AROUND FUR THE

BEST PRICE,

ALTHOUGH, PRIOR Tu IHE ENACTMENT UF THE ECONOMIC INuEX,

PHYSICIANS' ACTUAL BILLINGS DETERMINED FUTURE CUSTOMARY AND

PEVAILING CHARGES UNDER .PK, THE ECONOMIC INDEX NOw ACTS TO

LIMIT THE INCREASE IN PrEVAILING CHARGES. (HUS, CPK IS

INCREASINGLY RiSEMBLING A SERIES OF SPECIALTY SPECIFIC LOCAL

FEE SChEDULES SET AT THE ECONOMIC INDEX-CONSTkAINEU PREVAILING

CHAbE LEVEL, ANY UPDATE FACTOR FOR A FEE SCHEDULE WOULD

PXOVAbLY RESEMBLE THE CURRENT ECONOMIC INDEX. IHUS, FEE

SCHEDULES WOULD PRuVIOL LIMITED ADDITIONAL CONTROL OVER THE

PmICE COMPONENT OF PUGKAM INCREASES,

NEITHER WOULD FEE SCHEDULES PROVIDE ANY ADDITIONAL INCENTIVES

FOR CONTROL uVER UTILIZATION/INTENSITY. WITH .5UU CUDES TO

BILL UNDER, THERE IS AN OPPORTUNITY TO UPCUDE SERVICES,

UNBUNDLE SERVICES UK FURNISH SERVICES NOT PREVIOUSLY

PROVIOLD. lo THE EXTtNT THAT A FEE SCHEDULE WUULD HAVE

REDISTRIBUTIVE EFFECTS AMONG SPECIALISTS OR REGIONS OF THE
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COUNTRY, PRODUCING "WINNERS" AND "LOSERS" AMONG PHYSICIANS,

THE INCENTIVES WOULD BE STRONGER THAN UNDER THE CURRENT SYSTEM

TO GENERATE INCREASED UTILIZATION/INTENSITY IN ORUER TO

MAINTAIN INCOME,

IHESE INCENTIVES TO INCREASE UTILIZATION/INTENSITY WOULD MAKE

IT MUKE DIFFICULT TU DEVELOP A SYSTEM WHICH WOULD BE BUDGET

NEJ
T
KAL SINCE ESTIMATES OF THE POTENTIAL INCREASE IN

UTILIZATIUN/INTENSITY WUULD HAVE TU BE MADE IN ORDER TO

PROVIDE FOR AN OFFSET IN THE FEE LEVELS. IT MAY bE NECESSARY

TU INCORPORATE FEATURES UTILIZED IN CANADA AND WEST OERMANY.

WHEREBY, IF UTILIZATkjN/INTENSIIY INCREASES BY MORE THAN THE

PROJECTED AMOUNT, THE FEE SCHEDULE INCREASE IN THE FOLLOWING

YEAm IS REDUCED TO OFFSET THL HIGHER THAN PROJECTED

UTILIZATION, IHESE nEUuCTIONS WOULD AFFECT ALL PHYSICIANS,

THJS THEY WOULO PENALIZE NUT ONLY THL OVERUTILIZEkS BUT ALSO

THE PHYSICIANS WHO HAVE BEEN ATTEMPTING TU RESTRAIN COSTS.

SOME ARGUE THAT A FtE SCHEDULE INCUMPUNATING A RELATIVE VALUE

SCALE bASED UN RESOURCE INPuTS WOULD ELIMINATE THE PERCEIVED

PAYMENT 6IASES IN LPK. ALTHOUGH MANY SECTORS IN THE HEALTH

CARE COMMUNITY BELIEVE THAT SUCH A RELATIVE VALUE SCALE WOULD

WORK, THERE IS NO CONSENSUS ON HOW IT SHUULD BE DEVELOPED.

SUCH AN EFFORT WOULD BE TIMt CONSUMING AND NOT AS OBJECTIVE AS

IS SOMETIMES PERCEIVED.
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IN SIMPLIFIED TERMS, A RESOURCE-BASED RVS AMOUNTS TO A

COMPARABLE WORTH APPROACH, RELATING THE VALUE OF THE SERVICES

PROVIDED BY ONE SPECIALTY TO THE SERVICES PROVIDED BY OTHER

SPECIALTIES, RATHER THAN BASING PRICES ON MARKET MECHANISMS.

IT RELIES ON A CONSENSUS OF "EXPERTS" TO DETERMINE WHAT

RELATIVE PRICES SHOULD BE. IF THE KVS WERE USED IN THE

CONSTRUCTION OF A FEE SCHEDULE, IT COULD RESULT IN THE PRICE

OF SOME PROCEDURES BEING SET SIGNIFICANTLY HIGHER THAN

PHYSICIANS NORMALLY CHARGE, WHILE OTHER PROCEDURES COULD BE

REDUCED BELOW MARKET CHARGES, ALL THESE ADJUSTMENTS WOULD

PRUOUCE SIGNIFICANT REDISTRIBUTIONS OF BENEFIT PAYMENTS AMONG

SPECIALISTS AND BETWEEN GEOGRAPHIC AREAS, [HIS COULD HAVE A

Nz6ATIYE IMPACT ON PHYSICIAN WILLINGNESS TO PROVIDE SERVICES

AS WELL AS ON BENEFICIARY OUT-OF-POCKET EXPENDITURES.

IN SUMMARY, WHILE FEE SCHEDULE" MIGHT BE SOMEWHAT LESS

CUNFUSING THAN LPK, THEY WOlLD NOT IMPROVE OUR ABILITY TO

CONTROL EITHEK THE PRICE OR L'TILIZATION/INTENSITY OF SERVICES.

ALTHOUGH FEE SCHEDULES BASED ON RELATIVE VALUE SCALES COULD BE

DESIGNED TO CORRECT PERCEIVED BIASES IN LPr,-THE APPROACH IS

NOT MARKET BASED AND CUULD POTENTIALLY HAVE MAJOR

kEDISTRIBUTIVE EFFECTS THAT WOULD HAVE A NEGATIVE IMPACT ON

ACCESS AND BENEFICIARY FINANCIAL PROTECTION. FINALLY, FEE

SCHEDULES ARE INHERENTLY REGULATORY IN NATURE, AND THEREFORE

ARE COUNTER TO ADMINISTRATION POLICY, WE BELIEVE THAT ULTIMATE

MEDICARE REFORM MU0T BE CENTERED ON COMPETITION AND CHOICE
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THROUGH CAPITATION,

AP11AI1UN
IHE ONLY APPROACH WHICH AuDRESSES BOTH PRICE AND

UTILIZATION/INTENSITY OF SEmVICES IS CAPITATION. UNDER SUCH

SYSTEMS, A SINOLI PAYMENT IS MADL TO AN ENTITY FUN THE

PROVISION OF ALL NECESSAkY HEALTH CARE SERVICES IN A YEAR,

INCLUbINU BUT NOT LIMITED TO PHYSICIAN SERVICES.

WE CUkRLNTLY HAVE CAPITATEu SYSTEMS IN HIIJS AND L:'VS, WE AmE

PmUPUSING LEGISLATION TU EXPAND ON THE OPTIONS AVAILABLE TO

OUR BENEFICIAkIES THROUGH THE USE OF VOUCHERS. WE AKE ALSO

EXPLORINg, THROUGH DEMuNSTRATIONS, A VYnIETY OF NEW APPROACHES

Tu CAPITATION,

ALI7UUGH PAYMENT TU Hi'IUb FUN Tmt FULL MEUICAhE BENEFIT PACKAGE

HAS BEEN AUTHOKILE SINCE IJ/L, ONLY RECENTLY IN THE IAX

LuJITY AND FISCAL KESPUNSI3ILITY ACT OF -Iio (ILHA) WEtL RISK

SHAKING CuNTKACTS AT J PERCENT OF THE AbJUSTED AVERAGE PER

CAPITA COSTS AAP LL MAbE AVAILAbLE. WE BELIEVE THAT THIS AND

OTHEN CHANoLS IN FilU REIMdURSEMENT MANDATED BY ILtIA WILL

KESJLT IN INLKEASED BENEFICIArY ENROLLMENT IN CAPITATED

SYSTEMS, AS OF LAST MONTH, /6 RISK CONTRACTS WERE SIGNED IN

L) STATtS WITH AN ADDITIONAL 84 CONTRAuTS PENDING. IF THESL

ADDITIONAL CONTRACTS AmE SIGNED, THEiE WILL BE IEFRA HMU/CliS

OPERATING IN )U STATES. UVER 4bU,UUU BENEFICIARIES ARE
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ENROLLED UNUER THESE KIvK CONTRACTz WITH A PROJECTED 1,4

MILLiON BY THE ENU OF FY bi,

UNDEK UUR VOUCHER PROPOSAL WE WILL BUILD UN THE REFORMS TU

MMUI/Lrk FINANCINU IN ILrRA, Uuh Pr uPUSAL WOULD:

LXPhNU THE POUL OF ENTITIES THAT COULD QUALIFY FOR

CAPITATED PAYMENTS BY ALLOWING INDEMNITY iNSUkEmS AS

WELL AS HPhU'S AND OiP'S TO PROVIDE ALTERNATIVE

COVERAGE;

IAKE ENROLLMENT IN PRIVATE PLANS MORE AlTkACTIVE Tu

BENEFICIARIES BY ALLOWING EMPLOYEES TO COMBINE THE

ILkuICAmE PAYMENT WITH THEIR OWN PrEMIUMS FUR

ANNUITANTS TO SECURE A UNIFORM PLAN WITHOUT

0UPLICATIVt COVERAGE, ANO

LLIMINATE Ct0TAIi4 CURRENT REQUIREMENTS THAT ARE OVERLY

REGULATUOY; SUCH AS THE REQuIrEMENT THAT HPIUS AND UP.)

UFFcJ THc ACTUAL hEDICAkE BENEFIT PACKAGE, SUbJECT To

A TEST OF ACTUARIAL EQUIVALENCE OF BENEFITS, PLANS

WOULD BE FREE To RESTRUCTURE THE hEDICAE BENEFIT

PA KAUE.

WE ARE CON IUERINu, AMON6 OTHER POSSIBLE ALTERNATIVES, THE

DEMONSTKATION OF A GEO0RAPHIC CAPITATION APPROACH. IN



74

CUNTrASI Tu AN HMU OR Cl THAT SEkVES ONLY THOSE INDIVIDUALS

WHO ENROLL IN IT, UNDER GLUGrAPHIC CAPITATION AN ENTITY WOULu

dE RESPONSIdLE FOR ENSUING THE PkUVIlIuN OF BENEFITS TO ALL

BENEFICIAklEz IN A GEOGRAPHIC AREA, [HE ENTITY WOULD OFFER A

NUMBER OF OPTIONS Tu BENEFICIARIES INCLUDING TRADITIONAL

MEOICAkE AS WELL AS OPTIONS INCORPORATING COMPONENTS OF

PNEFERxEi PROVIDER ORGANIZATIONS,

SOUR] (LRM SYSILf RLFINL'UIS

CLEARLY, NOT ALL OF OUR BENEFICIARIES WILL 6E SERVED BY

CAPITATED SYSTEMS IMMEDIATELY, InEREFURE, WE AmE EXAMINING

STEPz THAT COULD BE TAKEN IN THE NEAR TERM TO REFINE LPR AND

TO MAINTAIN CUNSTmAINT ON SPENDING FOR PHYSICIANS' SERVICES.

I WOULD LIKE TO BrIEFLY DISCUSS TWO OF THESE POSSIBLE

INITIATIVES: ADJUSTING OVERPKICED PROCEDurES AND EXAMINING

Cur,<ENT iIFFErLNT'ALS FOR LOCALITY AND SPECIALTY,

IN OU. INITIATIVE UN OVERPmICEU PkvCEDUIES, WE WILL BE

EXAMINING PmOCEDUIE WHERE THERE HAVE BEEN SIGNIFICANT

IMPROVEMENTS IN MEDICAL TECHNOLOGY OR SURGICAL TECHNIQUES THAT

HAVE RESULTED IN LOWER PRODuCTION CUSTS IN ORDER TO DETERMINE

wHETHEr A REDUCTION IN CURRENT PUuukAM PAYMENT IS WARRANTED,

PACEMAKER INSETION IS AN EXAMPLE OF THE TYPE OF PKUCEUDKE

WHICH WOULu FIT INTO THIS LATEGORY.

IN THE PhUCESS OF PmEPAiING THE REPOiT TO LUNGRESS ON
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PACEMAKER , WE HAVE DETERMINED THAT THE AMOUNT UF TIME

xEQUIKEO TO PERFOkh A PACEMAKER INSERTION HAS DECREASED

SUBSTANTIALLY SINCE THE PROCEDURE WAS INTRODUCEUo IF THE

MARKET WERE WUKKING PRoPERLY, WE WOULD HAVE SEEN A DROP IN

CHARGES FOR ThIS PKOCEuumE, INSTEAu, HOWEVER, REIMBURSEMENT

FOK THE PROCEDURE HAS INCREASED STEADILY, NEITHER THE FLoEKAL

bOYEXNMENT NOR THE VIEDICAkfE BENEFICIARIES HAVE BENEFITTEu

FINANCIALLY FKOM THE DECLINE IN PRODUCTION CuSTS, AS WOuLu

HAVE dEEN THt CASE IN MURE COMPETITIVE SECTORS O THE ECuNOMY.

LLEAkLY, THERE APPEARS TO BE A STk)NG JUSTIFICATION HERE FOR A

DOWNWARD ADJUSTMENT OF CuRkENT PAYMENT LEVELS.

ANOTHER REFINEMENT UNUEK CONSIDEXATiON IS Tu EXAMINE WHETHER

CURRENT LOCALITY AND SPECIALTY DESIGNATIONS WITHIN CAKrIERS

ARE JUSTIFIEu, A LOCALITY IS A GEOGRAPHIC AREA USED bY A

CAKRIER TU DERIVE PKEVAILIN6 CHARGES FUR SERVICES, SOME

CAKRIEeS HAVE STATE-WIDE LOCALITIES, OTHERS REGIONAL

LOCALITIES, STILL O1HEiS HAVE SEPARATE LOCALITIES FOR URBAN

ANC RUNAL AiiEAS. WHILE INTEk-CAQRIER VARIATION IN PREVAILING

CHARGE LEVELS MAY JUSTIFY MULTIPLE LOCALITIES IN oNE CARRIER,

IT SEEMS QUETIONAbLE THAT ONE CAN JUSTIFY 5Z LOCALITIES IN

ONE CARKILR, AS EXISTS IN IEXAS.

JuSl AS PRA0TILE IN REGAKJ TO LOCALITY VARIES BY CARRIER. SO

TOO DOES PmACTICE IN REGARD TU SPECIALTY RECOGNITION.

LARkIEKS CUkRENTLY HAVE WIDE LATITUDE IN DECIDING HOW TO SET
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UP SPECIALTY'PkEVAILING CHANGE SCREENS AND IN DETERMINING

WHETHER A PHYSICIAN IS A SPECIALIST, WE AKE EXAMINING THIS

AREA TO DETERMINE WHERE SPECIALTY DIFFERENTIALS ARE

APPRUPRIATE,

IN SUMMARY, WE HOPE 7O ADDRESS SOME OF THE LONGSTANDING

CRITICISMS THAT HAVE BEEN MADE ABOUT CPR ANJ TO MAINTAIN

CONSTRAINT UN SPENDING Fok PHYSICIAN' SERVICES. WHILE

WORKING ON THESE SHUmT-TLKM SYSTEM REFINEMENTS, WE WILL FOCUS

UUK ATTENTION ON OUR INITIATIVES TO IMPLEMENT tIEUICAKE REFORM

THROUGH CAPITATION. IT IS ONLY THROUGH CAPITATION THAT WE CAN

STRENGTHEN 1HE COMPETITIVE FUr<CES IN OUR HEALTH CARE SYSTEM,

LOMPETLTIJN AND CONSUMER CHOICE. NATHEk THAN MORE ELABORATE

KEGULATOY OPTIONS, ARE THE BEST RAYS Tu ACHIEVE THE PROVISION

OF QUALITY CAKE SEKVIcES WHILE KESTIAINING THE GROWTH OF

SPLNdJING FUR HEALTH CAKE,

I THAN,, YOU FUR THt OPPORTUNITY TU DISCUSS THESE ISSUES WITI

YOU. I'D BE HAPPY TU RESPOND TO ANY QUESTIONS THAT YOU NAY

HAVE,
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Senator DURENBERGER. Thank you very much for the presenta-
tion and the larger effort behind it.

Let me just say for the record that I think the process that we
have been involved in for the last 21/2 years, from the time that we
passed the Social Security amendments and suggested an analysis
of prospectively pricing all provider products, has been an excellent
one. And let me just compliment everybody at HCFA, all the con-
tractors, all of the professional association groups, and the benefici-
ary groups. A lot of people are in this room today not because they
are here to be against something, but they are here4o be for some-
thing. It is just a real good feeling to sit up here and know that
there is a lot of disagreement in this room about exactly how to do
something, but that everybody seems to be working toward a more
rational process.

As I look through this big thick book here of all this testimony, I
see varying views on how to do this-you have encapsulated them
into three areas, Henry-but I think we have come so far in a
couple or 3 years in our attitudes toward these things that it is a
real pleasure to be able to sit up here and not ask you pushy, nit-
picky kinds of questions.

I will ask you one like that, which is on the issue of tbe physi-
cian freeze in part B. I started down that track a little bit in terms
of statistics to find out what you do know about it, because it is my
feeling that if reconciliation isn't going anywhere, we need to do
something about that October 1 date. Can you give us any advice
on the consequences, for example, of doing nothing? What happens
to accessibility? What happens to physician participation? What
could we look forward to in the next year or so if we do nothing, if
we just leave that freeze in place for another year and don't make
changes to participating physicians?

Dr. DESMARAIS. Well, certainly you would have to do something;
because, if you do nothing, then the freeze comes off at the appro-
priate time, and we would go and provide for an increase.

But one thing we have observed, and it has been somewhat sur-
prising to us, is that, despite the freeze that we have had now for
over 17 months, the assignment rates for part B services have risen
pretty dramatically, and now nearly 70 percent of services being
provided under part B to Medicare beneficiaries are provided under
assignment. That is much higher than the historic trend. In prior
years, there had been small increases, but in fiscal year 1986 it
rose dramatically even in the face of a freeze.

Now, certainly, as I have observed earlier, there is a lot going on,
and it makes some of our estimating and guesstimating a little dif-
ficult.

We also know that in the first year of this freeze 30 percent of
physicians--and I define that broadly to include the limited-license
practitioners-were participating physicians. We are able to tell
you today that for fiscal year 1986, 28 percent of physicians are
participating physicians. Some of these physicians are new en-
trants to the participating program; some dropped out. But still, in-
stead of 30 percent the first year of the freeze, we have 28 percent
at the moment.
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Senator DURENBERGER. My problem at the moment-and you
don't know where to go to prove anything-is that you are not
going to convince me with statistics, because I know that behind all
of those physicians are rising costs. I sit out there and I just listen
from State to State to what is happening on malpractice premiums.
I know what those people are facing. So, you can't do it to me on
statistics.

Now, if I say, "How many obstetricians?" or how many of this or
how many of that-obstetricians aren't appropriate, I guess, for the
elderly-or how about small towns? I mean, take me way out in
rural Minnesota some place. Yes, you can get something out of just
plain economic pressure, but that doesn't mean that we still have
an equal access across this country to adequate physician services,
and I think that is what is bothering me. You don t have the data
that proves that this is uniform all across the country, do you?

Dr. DESMARAIS. No, we don't.
The other observation that is surprising-and this is not reported

or collected by us-Medical Economics published a report that said
that physician incomes in 1984 rose on the average a 7.8 percent, to
a median of $101,970. It is interesting, given all the things going
on, to have the median income rise.

Now, I am not vouching for the validity of that particular
survey; but it is a pretty respected organization, they perform this
survey every year. An interesting fact.

Senator DURENBERGER. Yes. And it makes great material when
you get into a debate on whether Medicare ought to have the hell
shot out of it in a Gramm-Rudman. I mean, they can quote that
stuff up and say, "Look, all we are doing, and physicians are still
getting richer. The hospitals are still getting richer. Let's cut some
more.

So, all I am going to say is that I am bothered by the macro sta-
tistics.

Let me ask you what "geographic capitation is," as the Depart-
ment considers demonstrations?

Dr. DESMARAIS. OK. Geographic capitation would simply take an
area-a county, a State, even a smaller area-and select an entity
at risk like an insuror and iay that entity, "In return for receiv-
ing a capitated payment, you will be responsible fQr paying for the
health care services provided to each beneficiary in this area."
Now, the beneficiaries in the area will have choices. One choice
they will certainly have will be traditional Medicare. They may be
offered additional choices, some may involve wraparound of cost-
sharing and deductibles, copayments, additional benefits, and so on,
but the entity would be at risk.

So, in that situation we clearly don't have any selecting of pa-
tients; everybody in that geographic area would be served and cov-
ered by that entity.

Senator DURENBERGER. I should have told you I was going to ask
this kind of question, but I didn't think of it until just now.

Take the area where my folks spend 9 months out of the year, in
Clearwater, FL. Now, I spent Thanksgiving with my mother, and
she is debating getting out of her $78-a-month ripoff Minnesota
Medicare something-or-other Medigap plan and into what the next
door neighbor has. The next door neighbor has Gold Plus. I take it



79

that is some kind of a demonstration by HCFA, because it says
that on there. Is that right?

Dr. DESMARAIS. I think it was a demonstration; I believe it is now
a regular part of the HMO Program.

Senator DURENBERGER. Well, the literature down there that I
read and the phone calls that she made to somebody in Miami, who
happens to be from Minnesota, says-and this is just what it says-
"It's free. It doesn't cost you anything to be in this plan; everything
is covered, with a few very, very small exemptions. But there is no
premium."

Now, she has nothing to compare that with. I said, "That sounds
too good to be true." I asked some of the local doctors if they would
be in it. They said, "Well, obviously what is going on here is that
they are sending her to certain physicians in certain places, so she
is going to lose her freedom of choice." Well, she doesn't mind
losing her freedom of choice as long as she knows she is getting
quality health care. But she doesn't have another plan similar to
that to compare it to.

Now, I guess the question I am asking you is not to give me the
details of what Gold Plus is doing for my mother or whatever; but
if you are going to do one demonstration in an area, are you going
to do a demonstration in another area? Can you do it with only one
entity?

Dr. DESMARAIS. No. Although the entity would cover the bulk of
the people in the area, we would certainly want to have traditional
HMO's, competitive medical plans, also in that area as alternatives
available.

Senator DURENBERGER. You wouldn't put your demonstration
into Clearwater/St. Pete, that area, if there wasn't already in exist-
ence similar plans that priced their products in similar ways, like
"It's a prepaid plan, no premiums, we work off of benefits and cost
sharing" and that sort of thing?

Dr. DESMARAIS. I would state it in a little different way. If there
were an HMO there, that would be great, and it would be allowed
to continue. If there weren't one there, we would allow one to come
in. But it is a question of allowing other alternative capitated ar-
rangements, even in that environment.

Senator DURENBERGER. Because you know enough about how the
elderly buy health care. Now, maybe Vita can tell us differently,
but it seems like No. 1 is, If you can get rid of all of this horrible
paperwork, and "reasonable and customary charges" and ripoffs,
and all that sort of thing, I want it. You know, I'll buy into it. But
you know enough about how they buy so that you wouldn't permit
them to be subjected to a noncompetitive demonstration, would
you? In your notion?

Dr. DESMARAIS. Well, that is exactly what we are trying to avoid.
We want a competitive environment, so we are certainly not going
to start a demonstration that will take us in the opposite direction.

But I will say that in the discussions of geographic capitation,
the issue of the competitiveness of that approach has been one of
the things at the forefront of the debate, about whether or not we
should do this, and if we do it, how do we do it, and where do we do
it?
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We have had some discussions with interested parties. Some of
our own Medicare contractors in a variety of States have expressed
some interest. We are also getting interest, I might add, from large
employers who say, "Gee, I might want to keep my annuitants in a
kind of an employer-at-risk program." That is a different kind of a
capitation, and you might want to call it geographic; it's by em-
ployeees, if you will. But it is another alternative capitated ap-
proach.

Senator DURENBERGER. But we do understand that, just because
there is 97 HMO's in the Boston area, that does not mean we have
got competition. Or just because there is a PPO in town, it does not
mean there is marketplace competition. You understand that.

Dr. DESMARAIS. Well, it certainly helps to have those alternatives
available. It is certainly far better than not having an HMO in
your community.

Senator DURENBERGER. Not if they can't get to the market. I
mean, if they have got 10,000 members in a community of 2 million
people, that is not competition. I mean, they can't get into the
Boston Globe; they can't get into the Minneapolis Tribune; they
can't get to the market. They have got to be big enough so that
they can compete with your demonstration or Tresnowski's Blue
Cross and Blue Shield market leverage. You understand that, don't
you?

Dr. DESMARAIS. Well, what I am trying to say is that we are
trying to avoid anything that would smack of anticompetitiveness
as we move along, whether it is a new demonstration or a new pro-
gram policy. We are trying to avoid anything like that.

Senator DURENBERGER. All right.
Max.
Senator BAUCUS. I am curious, as you are so strongly committed

to the capitation approach here, whether the Department, HCFA
included, is continuing to look aggressively at the other options,
too-that is, the relative value of the DRG approaches.

Dr. DESMARAIS. We have done an awful lot of work on the DRG's.
We have also done work both in-house and with contractors on rel-
ative values.

Senator BAUCUS. The question is, are you looking at those with
the same intensity? Or are you backing off on those other options?

Dr. DESMARAIS. I think we are looking at them with somewhat
less intensity now, based on what we know. But we haven't stopped
work completely on all of the others.

Senator BAUCUS. Considering that less than 2 percent of Medi-
care's current beneficiaries are now enrolled in a capitated plan
such as an HMO, what percentage of the total beneficiary popula-
tion do you seriously believe could be ultimately covered?

Dr. DESMARAIS. Well, we hope that by 1990 we will have about 25
percent of our beneficiaries in those kinds of environments.

I might add that certain private-sector analysts are talking about
maybe 30 percent of the entire population in HMO's and 40 per-
cent in PPO's by 1990. Now, whether that is exaggerated or not, I
don't know; but the degree of change that has occurred over the
last 5 years is certainly enormous, and I would even hate to predict
what we will face in the next 5 years.



81

Senator BAUCUS. What do you base that on? I ask because, for
example, in States like Montana there is not a single HMO or
PPO. And I talked to various HMO officials who say, "no way is
there going to be an HMO in Montana." So, what about these more
rural areas where there aren't any HMO's? How are you going to
cover beneficiaries in those areas?

Dr. DESMARAIS. That is why we don't expect capitation to occur
overnight. But I will say that since April 1 we have signed 78 con-
tracts, we have 84 pending, and when those are approved we will
have HMO's in 36 States. I think we are making dramatic strides.

You are right. And we say very clearly in my statement that-
Senator BAUCUS. But I am trying to understand why you think

there is going to be an HMO in some of these rural areas.
Dr. DESMARAIS. Well, there may not be an HMO. There may be,

but other alternatives might be available like a geographic capitat-
ed approach, which would cover the whole area.

Senator BAUCUs. Well, would you explain that? I am not quite
sure how that works, either. You know, there are some pretty
sparsely populated counties in some parts of our country, particu-
larly in the West.

Dr. DESMARAIS. There is an insurance company that would serve
that area, and we would make a capitated payment to cover every
Medicare beneficiary. And for the beneficiary, not much might
change in some respects.

Senator BAUCUS. How many insurance companies are willing to
go along with this?

Dr. DESMARAIS. Many, many have expressed tremendous interest,
and I think that will increase.

Senator BAUCUs. What will happen to the beneficiary who hap-
pens to reside in a certain rural county that is not covered by a
particular insurance company that, say, HCFA has desigated as the
insuror under some capitation program? How is that beneficiary
going to be taken care of?

Dr. DESMARAIS. I am sorry, I am not sure I understood your ques-
tion.

Senator BAUCUS. Well, what happens when a certain beneficiary
is not insured by the company selected by-HCFA?

Ms. KELLY. Senator Baucus, in a geographic capitation scheme
all the beneficiaries in a defined geographic area would be capitat-
ed to the insuror who would go at risk. So, in that particular geo-
graphic area, everyone would be part of this demonstration.

Dr. DESMARAIS. We would be the insuror, essentially. We are
paying the insuror.

Senator BAucus. And are you convinced that all insurance com-
panies are willing to go along with this?

Dr. DESMARAIS. No, I am not saying that. I am saying, clearly we
want to make sure that every beneficiary has an available alterna-
tive, and we are moving toward capitation. We know that we won't
get there overnight. We are not jettisoning what we have today,
which is the customary, prevailing and reasonable charge system.
We will try to refine that in the meantime, and then we will see
where we are in the next 5 years.

But certainly, the more people covered by capitation, the less im-
portant this reasonable-charge alternative is or the fee for services.
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Senator BAUCUS. What happens if an HMO goes broke? If HCFA
makes a certain payment to an HMO and the HMO goes belly up?
What is going to happen to the beneficiaries?

Dr. DESMARAIS. First we have in place a mechanism to try to pre-
vent that. Before they sign a contract with us they have to run
through the gamut of a number of tests and an analysis by the
Public Health Service, and among the things we look for is to pre-
vent insolvency-that they are adequately capitalized, that they
may have some reinsurance, and so on. That is taken care of.

Senator BAucus. Are you suggesting there will be a 100-percent
guarantee to the beneficiary, or an 80-percent guarantee?

Ms. KELLY. Well, Senator, if the HMO or the CMP for some
reason would happen to become financially unsound, the benefici-
ary would revert to the regular fee-for-service system. They would
revert if any particular HMO or CMP would unfortunately go out
of business. The beneficiaries enrolled in that organization would
go back to the regular fee-for-service "system; so, they would still
have insurance coverage.

Senator BAUCUS. And are you also fairly certain that, when all
this is said and done, if we go this route, there will be less paper-
work and fewer regulations?

Dr. DESMARAIS. That is certainly our goal, and certainly there
wouldn't be a need to do claims processing if you are making capi-
tated payments. So, there should be some tremendous administra-
tive improvements and a lot more flexibility in the system.

I want to emphasize to you: While we say we want capitation, we
are not sitting here saying we have all the answers; we have a lot
of work in place to get some of those answers, to get better at
paying capitated systems, to try new approaches to making capitat-
ed payments. We just see it as a way of dealing with not only price
but volume, and a way of getting more competition into the system.

Senator BAUCUS. Fine. I appreciate that. And obviously from the
questions I am asking I am encouraging you to pay a lot of atten-
tion to the rural problem, because it is very serious. You can't get
doctors in the rural areas-that hurts. And if we go this route,
before we go this route, we are going to have to come up with good
answers and good ways to make sure that seniors in rural areas
are adequately covered.

Dr. DESMARAIS. As I said earlier in my statement, part of the ex-
olanation for that may be the old system we have in place today,
which pays doctors in urban areas more per service than it does for
rural doctors. Work done by many people suggests that if you look
at the practice cost, the cost oi ractieing medicine, in those two
settings, there is not that great a disparity, that while there may
be greater expenses for some items in an urban setting, there are
other offsetting kinds of things that rural doctors must face in set-
ting up their own practices. So, these geographic disparities may in
part explain the fact that we haven't been able to get as many
people into the rural areas.

Senator BAUCUS. Thank you.
Senator DURENBERGER. Thank you all very much, and Henry.
Dr. DESMARAIS. Thank you, Mr. Chairman.
Senator DURENBERGER. Carol and Allen, thank you.
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Our next witness is Vita Ostrander, the leader of the American
Association of Retired Persons.

Vita, welcome back to our set of hearings. I will obviously in-
clude the American Association of Retired Persons in my compli-
ments to the organizations that have contributed so much to
moving the policy issue on reimbursement, prospective reimburse-
ment. I think not only is your statement, which will be made part
of the record, an excellent statement, but the work that AARP has
done on examining the various issues involved in physician reim-
bursement-the consulting research that you have contracted, and
so forth-is certainly a major contribution to the effort as well.

So, we welcome you today, and you may abbreviate your state-
ment or deliver it, as you wish.

STATEMENT OF VITA R. OSTRANDER, PRESIDENT, AMERICAN
ASSOCIATION OF RETIRED PERSONS, WASHINGTON, DC

Ms. OSTRANDER. Thank you, Senator Durenberger.
I appreciate being given this opportunity to discuss AARP's

views on reforming Medicare's method of paying physicians. As I
am sure each of you realizes, continuing escalation in the cost of
seeing a doctor is not only straining the Government's ability and
willingness to pay, it is limiting access to care for many older per-
sons who simply cannot keep up the pace.

I commend you for recognizing the urgency with which we must
address questions of health care access and affordability. But I
would also caution lawmakers against rushing too quickly into a
system that may look good at first but have unforeseen pitfalls
such as we are experiencing with Medicare's new payment system
for hospitals.

While the Nation's largest membership organization of older
Americans does believe changes in the fee-for-service system must
be made, we hope changes will be made gradually and that no one
method will be substituted for the current system.

I know my time is limited, Mr. Chairman, but I would like to dis-
cuss why AARP feels new payment methods must be stopped. Per-
haps the most important reason stems from the new PPS system
for hospitals. PPS and its diagnosis-related group system has cer-
tainly saved money for the hospital insurance trust fund, but costs
for beneficiaries have increased. Early discharge incentives inher-
ent in PPS have left patients sicker at discharge, often needing ex-
pensive nursing care in their homes. Such expenses, of course, are
paid under Medicare's part B, which has the 20-percent copayment
feature.

Cost containment measures have also encouraged the perform-
ance of more services on an outpatient basis. Again, outpatient
vists are paid under part B and therefore increase the burden on
the patient. And this burden is not a light one. It would not be an
exaggeration to say Medicare's coverage for physician services is
inadequate. In fact, patients are now responsible for over 60 per-
cent of the total charges due under part B.

And while we are thrilled to see an increase in the rate at which
doctors are accepting assignment, we are not too pleased that over



84

the past few years patient liability for unassigned claims has risen
by over 200 percent.

Runaway inflation in physician services at nearly twice the rate
of other goods and services has made Medicare's supplemental in-
surance, part B, the fastest growing Federal domestic program with
expenditures growing at 11.5 percent last year. This is three times
the rate of general inflation. And who is the biggest beneficiary of
one of America's most expensive domestic programs? Not the poor
and the elderly or sick-although benefits to them are undeniable,
but doctors, whose average annual incomes are over $100,000.

The current system of reimbursement, not overutilization by the
elderly, is largely to blame for this situation, contrary to what
some would have you believe. As was true with hospitals, Medi-
care's practice of reimbursing doctors for whatever services they
perform only encourages them to perform more and more. Making
the situation worse is the system's bias toward use of technological
toys while slightiog doctors who take the time to talk to their pa-
tients.

Any restructuring of the physician payments, AARP feels,
should correct inequities such as this, along with other anomalies
such as differentials in payment by specialty, setting for the serv-
ice, and geographic location of the physician.

It is the kind of problems I have outlined here that account for
most of the increases in the cost of this program. I want to state
this clearly so everyone will hear it: Beneficiary overuse cannot be
linked to increasing part B costs. No study has ever demonstrated
excessive or inappropriate use of reimbursed physician services by
the elderly. Moreover, the elderly's per-capita visits to the doctor
have remained stable at 6.5 visits per year since 1970.

It is for this reason that we reject the notion that increasing ben-
eficiary copayments will keep older Americans from abusing physi-
cian services. It is not the beneficiary who is responsible for uncon-
scionable increases in costs, and it should not be the beneficiary
who suffers from attempts to bring down those costs. Let us learn
from our mistakes with PPS for hospitals.

To that end, we have commissioned a study which we will be
leaving with you today. It has not been approved by our National
Legislative Council, which will meet in January. At that point we
will make decisions.

I know I have already spoken too long, but before I stop I would
like to add that AARP strongly urges Congress to keep its promise
to physicians who participated in cost-cutting measures during the
Deficit Reduction Act of 1984. The Conference Committee on
Budget Reconciliation will approve that updated schedule retroac-
tive to October 1, 1985.

Thank you.
[Ms. Ostrander's written testimony follows:]
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Thank you, Mr. Chairman, for this opportunity to present

the views of the American Association of Retirei Persons (AARPt

on Medicare physician payment reform. My name is Vita Ostranler ant

I am President or the Association. AARP is the nation's largest

membership organization of older citizens, representing more thin 20

million older Americans.

I commend you and your committee for your leadership on this

complex issue. AARP believes that Congress should begin now to bring

about change in Medicare's current methods of paying physicians for

the following reasons:

1. The establishment of the DRG system for Medicare hospital

payment will continue to shift care provision from the

inpatient to outpatient setting. If nothing is lone to

reform Part B, the move towards outpatient care will exacer-

bate Part B's current spending problems. In addition, bene-

ficiaries' out-of-pocket costs will significantly increase

since coverage under Part B is less comprehensive than

coverage under Part A.

2. Even with the enactment of a freeze on Medicare payments to

physicians, Medlicare Part B expenditures will continue to

rise at a significant rate, currently projected to be 14'

per year through 19R8. This rapid rate of increase places

pressure on the federal budget, leading policymakers to look

for program cuts based upon program savings alone rather than

ways ro create efficiencies in Part B which would benefit

both physicians and beneficiaries.

AARP believes that Congress should begin now to implement
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long-term reform in Medicare physician payment and redress current

payment discrepancies. My testimony today will address five areas:

1. current problems in Medicare physician payment:

2. beneficiary out-of-pocket liability for physician ser-

vices;

3. options for reforming Medicare's current method of paying

physicians;

4. AARP's views on the freeze on Medicare payments to physi-

cians as adopted in the Reconciliation bill; and

5. the Cabinet Council's recommendation of a capitation system.

Current Problems in Medicare Physician Payment

Total national expenditures for physician services totalled $76

billion in 1984 (an amount representing 20% of national health ex-

penditures) and they have risen by 13% per year since 1971. Growth

in Medicare expenditures for physician services has been even more

rapid; between 1980 and 1984, such payments rose by 18i annually

for a total expenditure in 1984 of $14.6 billion.

Like the Hospital Insurance Trust Fund (HI or Medicare Part A),

the Supplementary Medical Insurance Trust Fund (SHI or Medicare

Part B) is heading for financial disaster. Part B is the fastest

growing federal domestic program with expenditures projected'to

grow by 14% per year. And while the general revenue financing to

the SMI program protects it from insolvency, the rapid infusion of

general revenues into the SMI program to meet rising expenditures

strains the federal budget, further exacerbating the deficit.

While prices for physician services have been increasing at
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nearly twice the rate of general inflation, price alone cannot

explain the rapid increases in Part B expenditures. Increasing

"intensity of services", as measured by the number of services

per enrollee, represents another important contributor to rising

Part B costs. Between the 1980 - 1982 time period, increasing

intensity accounted for nearly 40 percent of the growth in tht

Part B program. Any reform in payment policies will have to

address not only price increases, but also volume increases.

Beneficiary overuse cannot be linked to increasing Part B

expenditures. No study has ever demonstrated excessive or

inappropriate use of medical services by the elderly. Each year

only 60 percent of beneficiaries use reimbursed physician services.

Moreover, the elderly's per capita visits to physicians have re-

mained stable at about 6.5 visits per year since 1.970.

It is now generally understood that Medicare's physician

reimbursement system which is based upon what physicians customarily

charge each year (the CPR methodology) encourages physicians to set

higher prices and deliver more services, even though such prices

and services may not be warranted in terms of costs and medical

appropriateness. Moreover, the CPR methodology has generated numer-

ous discrepancies and anomalies in physician payment such as:

- The gap in compensation for the use of technology and

procedures over cognitive services;

- Differentials in reimbursement by specialty, place of

service, and geographic location;

- The presence of payment incentives that discourage the

treatment of the sickest and frailest segments of the

population;
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- The presence of payment incentives that encourage the

use of expensive hospital care over less costly office-

based care.

Beneficiary Liability for Physician Services

While Medicare coverage for hospital services is fairly

comprehensive, Medicare coverage for physician services (both in-

hospital and out-of-hospital) is less than adequate. Under existing

law, Medicare beneficiaries have substantial liability for the

cost of physician services. Beneficiaries pay:

1. An annual Part B premium, which totals $186 in

1985 and has risen 116% since 1977;

2. An annual Part B deductible currently $75 which represents

approximately $100 in actual out-of-pocket costs since

only Medicare "allowable" charges count towards the

deductible and the Medicare reduction rate (the amount

by which actual charges are reduced by Medicare) is

currently 24%;

3. Twenty percent coinsurance of Medicare's "allowable"

charges for services which has doubled over the past five

years; and

4. Charge reductions associated with unassigned physicians'

claims which totalled $2.7 billion in 1984, representing a

100% increase since 1980.

As a result of these charge components, beneficiaries are now

responsible for over 60 percent of total physician charges due

under Part B.

Under current law a physician may accept or refuse assignment
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on a bill-by-bill basis. If he agrees to "accept assignment," he

agrees to accept Medicare's reasonable charge determination (20%

of which the patient must pay) as payment in lull. If the physi-

cian refuses to accept assignment, the patient is liable for the

same 20% plus the difference between Medicare's reasonable charge

and the physician's actual charge.

Approximately 59% of all Part B claims submitted to Medicare

for reimbursement at this time are "assigned" compared to less

than 50% in 1977. AARP is pleased to note the increase in the

assignment rate over the past several years. Nevertheless, bene-

ficiary liability for "unassigned" claims has increased substantially

in the past several years, eroding the insurance protection avail-

able under Part B for the cost of physician care.

In ti- 7hsence of comprehensive reform in physician payment,

the Association approaches the issue of mandating Part B assignment

with caution because of the risk of diminishing the current 59%

physician assignment acceptance rate. The Association supports

legislation that provides: (1) financial and administrative incen-

tives such as streamlined billing to encourage physicians to accept

assignment; (2) "participating" physician programs like those con-

tained in the Medicare Physician Fee Freeze; (3) and the development

of regional or local directories that identify physicians who accept

assignment. The Association notes with approval HCFA's decision to

publish assignment data and has urged HCFA to distribute the infor-

mation widely in a usable format.

Public and private payments for physician services provided

to Medicare beneficiaries now account for almost one-third of

total physician-expenditures; moreover, Medicare reimbursement to physi-

cians represents on average nearly one-fourth of physician income.
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Mindful of these factors, the Association supports manda-

tory assignment but onl as part of a more comprehensive payment

system for physicians that establishes rational and fair

reimbursement rates.

Physician Payment Reform

Congress took an important first step towards addressing

the complex problem of rising physician fees when it enacted

the Medicare physician fee freeze. AARP believes that Congress

should build upon this initiative and enact legislation which

would serve as the basis for the institution of a more rational

physician payment methodology. AARP believes that no one

payment methodology (DRGs, fee schedules, capitation. etc.) will

be appropriate for all types of physician services. While AARP

does not endorse at this time a particular mix of payment

mechanisms, AARP would like to suggest a number of proposals that

could comprise a legislative package for long-term physician

payment reform.

Earlier this year the Association commissioned Health Policy

Alternatives, Inc. to study the issue of Medicare Physician

Payment Reform. I respectfully request the Chairman's permission

to submit a copy of this study for the record. The report presents an

assessment of the policies and practices used by MIedicare to pay

physicians for the services they provide to beneficiaries under the

program. AARP is still reviewing the legislative proposals outlined

in the report. AARP's National Legislative Council will meet in

January to establish policy in this area. The Association
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does, however, agree with the basic methods under-

lying the proposals for reform raised in the report.

AARP supports the report's recommendation for

incremental implementation of payment reform, both

through use of a transition system and by allowing

for correction of certain payment problems to take

place over a period of time. Thus, reform could

be accomplished without unduly sharp or unpredict-

able reductions or changes in payment levels that

could disrupt the continuing availability of physi-

cians' services to beneficiaries.

AARP urges the Committee to consider the fol-

lowing legislative proposals:

1. The establishment of a national Medicare

relative value scale (RVS) for physician

payment consisting of nationally defined

units of services.

2. The development of a standard amount by which

to convert the service weights to fees. The

standard amount should be indexed to allow

updates by a measure of inflation in future

years.
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3. A mechanism for regular recalibration and reconsidera-

tion of service definitions, including a methodology

to adjust payments as the cost of *technology and

services change over time.

4. Improvements in the program's physician participation

provisions through practitioner incentives and by en-

hancing the "prudent purchaser" responsibilities of

the government.

The Assuciation suggests a number of other proposals for

the Committeo's considerations

1. A mechanism to adjust payment by severity of illness

in order to prevent discrimination against care of

the frailost segments of the population.

2. A national decision on whether and to what extent

medical specialty should affect the payment rate.

3. An allowance for geographic variation in payment re-

latel to costs in the goographic location where the

Service is provided,

The Proezo on Medicare Physician Payments

In recognition of the problem of rapidly rising Medicare

expenditures for physician care, Congress enacted a freeze on

Medicare payments to physicians as part of The Deficit Reduction

Act of 1984. AARP supported the freeze provision because the

freeze provided a temporary, but necessary restraint, on rapidly

escalating physician foes and contained protection for older

persons against the rising cost of physician care. In addition,

58-202 0 - 86 - 4
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the freeze provided clear incentives to encourage the acceptance

of Medicare assignment.

This year both Houses of Congress adopted reconciliation

proposals which continue to freeze payments to doctors for care

of Medicare patients. AARP believes it is important that those

doctors who, as participating physicians last year, receive

their promised update retroactive to October 1, 1985. Thirty

percent of physicians elected to become "participating" under

the current freeze, a 10 percentage point increase (the equiva-

lent of a 501 increase) over the previous 201 who agreed to_

accept assignment in all cames. Not providing the update would

break faith with the "participating" physicians. The likely re-

sult is a drop in the participation rates and higher costs to

beneficiaries. AARP urges the Conference Committee on Budget

Reconciliation to provide the promised update in physician fees.

Th._eC binet Council's Proposal

Lastly, Mr. Chairman, I would like to comment on the Cabi-

net Council's recommendation that a voucher system be implemented

as the method of physician payment reform.

As I mentioned earlier, AARP does not believe any one

payment methodology will be appropriate for all typos of phy-

sician services. Rather, a mix of payment mechanisms which would

assure the quality of care to Medicare patients would be best.

Very little research is available upon which to judge the impact

of a voucher on Medicare beneficiaries. Thus, the Association

Is cautious and reserved about the efficacy of a voucher to pro-
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vide adequate care to a retired population.

The Association believes that the greatest difficulty in

the development of a Medicare voucher system les in establish-

ing a realistic voucher amount. It is the Assocation's posi-

tion that the health status of the individual would have to be

taken into account in the calculation of voucher amounts it

beneficiaries were to obtain coverage related to their actual

needs. However, consideration of health status could not be

permitted in setting the health premium charged to the benefi-

ciary) otherwise, those elderly parsons with the greatest need

for health sorvicos--that is, the oldest and sickest benefici-

dries--would and up paying the highest premiums.

Th Association believe that tho key to the success of

any voucher proposal is informed consumer choice among com-

poling qualifiod plans.and the ability to choose butween a

vouuher system and the current system. Any voucher plan must

contain provisions requiring extensive and specific disclosure

of the terms and conditions of coverage provided by participa-

ting qualified plans. Further, bonaficiaries must be assured

access to meaningful and comparative cost, quality, and por-

formance infu ,., ron if they are to make Informod health ciaio

decision. "C 4i1t1,es o. CongressionAl action )n his 'nuo

reform in thu fec system will still be needed.

Conclusion

Woll-documented problems in Part B expenditure escalation

and payment inequities illustrate that reform of Medicare Part B

is long overdue. AARP looks forward to working with the Congress

to establish a rational and fair method of physician reimburse-

ment that would both encourage the delivery of cost-effective

care by physicians and protect beneficiaries against ever-

Lnoreasing out-of-pocket medical expenses.
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Senator DURENBEROER, Thank you very much.
Your testimony urges the committee to consider the establish-

ment of a national Medicare relative-value scale for physician pay.
ment, and you have heard the administration's tendency toward
some kind of a capitated approach, and you heard some of my ques-
tions around my mother. What do you consider the major advan.
tages or disadvantages of a capitated payment system?

MS. OSTRANDER, Well, first of all we must indicate that a capitat.
ed system does not meet everyone's needs; so we must recognize
that up front, Your question about the paperwork and the answer
is a legitimate one, because the elderly still are finding it difficult,
And I find now, in traveling through the country, we are getting
new business services of charging fees every 6 months to file
claims, which is a little bit on the negative side,

But a capitated system must be good. It must meet certain crite
ria, And let me say that AARP, in that direction, has provided one
piece of educational Imaterial and is now currently in the process
of reevaluating that piece of material, We have also brought not
only consumers, we have brought some good HMO.s into it to give
us some assistance in looking at areas that we must make sure
that the educational materials do make clear to the beneficiaries
what they need to ask for.

We believe, if that education is going to be profitable then we
must look at all of the angles that must be watched. There are
problems still both in enrollment and disenrollment, and those
areas still must be addressed,

I think Senator Baucus' question about rural areas is a very le-
gitimate one, because we are seeing some action in that area, and
we are hoping that as time goes on we can help erase those prob.
lems.

Senator DURENBEROER. Now, the American Association of Re-
tired Persons represents everyone from their 50th birthday on if
they sign up, as I well know, And most 6f us when we buy health
insurance in our employed status and buy doctor and hospital cov-
erage, we buy sort ora package of services. And it is only when we
reach retirement or eligibility for Medicare that it sort of split,
and we get one policy sort of automatically that covers hospitals,
and we get another one that we have to buy into for doctors.

The reality seems to be, with more services, as you indicated in
your testimony, moving from hospital inpatient to outpatient, and
so forth, that we reallY ought to be thinking seriously about selling
people the same kindof health plan that they used to get when
they were employed-in other words, they buy their doctor and
their hospital and their medical in one plan.

Does AARP encourage us as a matter of policy to move in the
direction of combining hospital and medical services into one
choice or one plan from a choice of plans for the elderly in Amer-
ica?

Ms. OSTRANDER. I have some problems with only one plan, be-
cause not all elderly would fit int the one plan. I think you your.
self talked about one in choices out there. Senator Baucus raised
the point about the rural area that may not have the similar access
to that.
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So I think what we are saying is that we need a mix, and we
need mix out there that then people could choose from.

Senator DURENBEROaR. What is the current position of AARP
relative to catastrophic? Should we be incorporating a catastrophic
feature into Medicare benefits?

Ms. ORTRANDER. Perhaps Marty Corry, our legislative representa-
tive could answer that,

Mr, CoRRY. Senator, from time to time we have had proposals
put before us on catastrophic. First of all, any catastrophic pro.
gram needs to at least acknowledge that if it only deals with acute
care, it is not dealing with the total catastrophic health care cost to
the elderly, which is really long-term care, We have another study,
which I think the staff has, that addresses some of that, particular.
ly for women.

But second, none of the proposals have been fleshed out to a
point that either we were in favor of them or opposed to them, I
think only in one case did we have a bill introduced-and I think It
was your proposal-with an area with respect to the manner in
which beneficiaries are liable, and we did have reservations about
it,

We are open to looking at proposals. We have said that to var.
ous offices who have "run it by us," so to speak; but we haven't
seen anything at this point that we can endorse.

Senator DURENBERoER, All right,
Max Baucus,
Senator BAucUs. Ms. Ostrander, in your testimony you suggested

there be a combination, because different seniors are in different
conditions and situations.

MS. OSTRANDER, That's right.
Senator BAUCUs. I understand that, and I think basically in an

ideal world that makes sense. Is there one of the three, though,
that makes most sense, or considerably more sense, from your
point of view?

Ms. OSTRANDER. That is a difficult question to answer. I think
one of the things is that, whatever we look at as a group-and I am
talking all of us: Congress, Government, and all-that whatever
transition has to take place must be done on a gradual basis, for
those very reasons.

We don't know at this point which makes better sense, and I
think we do not want to duplicate the traumatic experiences that
the elderly have undergone, particularly as we implemented the
DRO's and the prospective payment.

I think, in this instance, we need to go through a very slow tran-
sition and be willing to recognize when adjustments must be made
in that transition.

I don't think any one plan at this point looks more favorable
than the others.

Senator BAucus. Are you concerned that under the capitation
approach, the beneflciarfes will get less service? HCFA will have
more cost control they may lower the number of Federal dollars
going to the beneficiaries?

Ms. OSTRANDER. One of the concerns that I have on capitation is,
and we are talking about an amount of money, that the sicker
ones-will they be left out of that capitation system because they
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require more care? And then the question of access becomes one
for those sicker groups. They will not be as desirable by an HMO to
take on.

I think we have to recognize that with the older group, with the
population growing faster, that they will be the ones that will need
the greater services. If we look at just through HMO's and not a
voucher system, how can you build in protection for that group? If
you look at the voucher system, then is the group that is sicker
going to be charged the highest premium in order to obtain the
services they need?

I think you have to be realistic here.
Senator BAucus, If we have a combination approach with vouch-

ers, capitation, relative value, DRG, wouldn't that create more un.
certainty for beneficiaries? Potentially, the plan that would be pro.
vided a beneficiary in a certain area of the country would change
as HCFA might change its mind? For a while it is capitation, and
later it is fee-for-service or the relative-value system, and then
later a DRG system? That would, arguably, cause more redtape
and a lot more uncertainty for beneficiaries. Does that concern
you?

Ms. OSTRANDER, I know what you are driving at, and there is no
question of it as you get the older group and they become more
concerned about their health care. It is Just like I said to Mr.
Haddow recently: I said, "You are wanting the patients rights at
admission, and that's fine; but every time a patient comes Into ad.
missions, their frame of mind is such that they are too sick to care
about what is up on the board to read."

My concern is, yes, we don't confuse, we don't create uncertainty.
But whatever we put out there, one of the things as an association
we would say is that there has to be good disclosure about what It
has, what it doesn't have, and there must be good education. With.
out that, in reaching the beneficiaries the confusion will grow and
not lessen.

Senator BAucus, Senator Dole.
Senator DURENBERoER. Senator Dole.
Senator DOLE. I have no questions Mr. Chairman.
Senator DURENBEROER, Vita, thank you very much.
Ms. OSTRANDER. Thank you,
Senator DURENBERoER. I appreciate your being here,
Our next panel will begin with Dr. Kevin Fickenscher, president-

elect of the National Rural Health Care Association, who comes to
us from North Dakota and has to leave quickly. There is only one
plane a week to North Dakota, and he has to catch it. [Laughter,]

And Janet Mitchell, president, Center for Health Economics,
Chestnut Hill, MA, Dr. Richard Egdahl the director of the Health
Policy Insttute, Boston University, Boston, MA; Dr. William
Stason, associate professor of health policy and management, Har.
vard School of Public Health Cambridge, MA; and Dr. Stanley S,
Wallack director of Health Policy Center, Holler Graduate School
of Brandeis.

Senator Dole.
Senator DOLE. Mr. Chairman, I would like to insert a statement

in the record and indicate very briefly-because I don't want to
hold up any of the witnesses-that I want to commend both you
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and Senator Baucus, because I think this subcommittee is getting
into an area that has needed some attention for a long, long time.

No one is happy with the current system of physician payment.
Physicians and beneficiaries need to know what will and what will
not be covered, and we all need to know, since we are really buying
it, at what price,

I just suggest that we thought in 1984 that we at least had laid
the ground work for some alternative system. We did envision a 15.
month physician pay freeze at that time, and now that has been
extended; but, frankly, there weren't any viable alternatives avail.
able for the short run, and we knew better than to make major
changes precipitously.

But I think we delivered a clear message in 1984, and I would
only suggest in addition to my statement that the Department
must complete their studies, they must provide us with data that
will allow us to consider various options for payment reform and
not Just capitation. Demonstration projects that actually test differ.
ing methods of payment, not just capitation, are absolutely essen-
tial so that we can avoid making completely uneducated changes.

It would seem to me that, of the three different options, we are
going to have to come to some agreement here, or some under.
standing, and I would hope that we can do that with the invaluable
assistance and direction of the chairman of this subcommittee.

Senator DuRENBEROER. Thank you very much.
I said before you got here that it was kind of nice to sit in a room

full of people who are thinking positively rather than negatively
for a change. That is a change over a period of time, and once we
made it clear that we were looking for positive thinkers, certainly
under your leadership and around this committee, it became much
easier to get people to think that way.

So we are really sitting here today making choices among people
who are thinking positively about reform, and that is coming a
long way in a short period of time.

Well, to the other four of you from the Boston area, I want you
to know there is a place called North Dakota, and in western
North Dakota they have a big sign as you go in to Max Baucus'
State which reads, "Custer was alive when he left North Dakota,"(Laughter.]Then, when you get into Montana and are headed east, the sign
says, "A whole lot of people are dying to get out of North Dakota."
[Laughter.]

Wfth that we will introduce the director of the Rural Health Di.
vision of the University of North Dakota, Kevin Fickenscher.

STATEMENT OF KEVIN FICKENSCHER, M.I),, PRESIDENT.ELECT,
NATIONAL RURAL HEALTH CARE ASSOCIATION, KANSAS CITY,
MO
Dr. FiCKENScHsR. Senator Durenberger, Senator Dole, it is a dis.

tinct pleasure to be here, not only because of the opportunity to
present testimony on rural health but also to get some respite from
the weather in North Dakota. I also want to thank you for allow.
ing me the opportunity to speak early and catch a plane to North
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Dakota; since deregulation it has gotten increasingly difficult to get
back home.

Senator DOLE. You ought to talk to the Secretary of Transporta.
tion about that. [Laughter.]

Dr. FIC ENSCHER, You might want to pass that along to her, I ap-
preciate that. (Laughter.]

Of course, that is a hearing for another time, perhaps,
I am pleased to be here to share with you the rural perspective

on the important issues related to Medicare reimbursement for
rural services. On behalf of the rural providers throughout the
Nation, we sincerely appreciate the opportunity to share our ideas
with you on this very important issue.

But before proceeding, I Just briefly want to share with you some
of the differences that I think exist between urban and rural areas,
I know both of you are very sensitive to this, because you come
from rural States.

In many respects, ruralness is a state of mind, and it differs
throughout the country. The ruralness of Minnesota and North
Dakota and Wyoming and places like that is markedly different
from the ruralness of Delaware New Jersey, and other places in
the East and in the Far West. Yet, from our perspective there is a
common weave to the fabric of rural America which highlights
many common strengths and weaknesses, and in my prepared testi.
mony I have highlighted those, but because of the impending de.
parture of my plane I won't go into a lot of detail.

I think it is important to consider those strengths and weakness-
es as we look at some of the issues related to rural health care and
as a way of demarcating the distinct differences of rural areas from
urban areas,

One in four Americans, one in three elderly, and over half of the
Nation's poor reside in rural America, as defined by the Bureau of
the Census, Although these groups do not represent a distinct ma-
jority, they clearly represent a sizable proportion of the population
whose interests need to be represented in policy decisions,

It is our experience that decisions made here in Washington rela.
tive to a whole host of issues, including Medicare generally do not
consider the impact on rural areas. Because rural areas in general
have a larger percentage of their populations who are elderly or
impoverished changes in the reimbursement system that we are
discussing today impact more directly on the type and level of serv-
ices that are provided by rural physicians. In fact, a study was com.
pleted in 1977 by Davis and arshall which concluded that the
Federal reimbursement program systematically discriminates
against rural residents and providers and acts as impediments to a
more equitable distribution of medical services,

Several States such as North Dakota have independently re-
ceived approval to adopt such a policy of change so that they can
have unified State systems for Medicare reimbursement. Other
States, such as Alabama have not done this, and the inequities of"
rural reimbursement differential continue.

There are other factors which I also believe exist that can magni-
the pre-existing variation in allowable charges for given proce.

Xures. It seems obvious to me as an individual who is involved in
rural health care that physicians with the same training, ortified
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by the same boards, providing the same types of service with the
same liability for the same type of problem should be compensated
at the same level. And really, that is what we are talking about
when we are talking about reimbursement for rural physicians.

Under the current system, however, many rural physicians are
compensated at a level far below that of their urban counterparts,

We are not suggesting that the existing Medicare fee for.service
reimbursement system be discarded; in fact, there are advantages
and disadvantages with that system, and they have been highlight.
ed in multiple testimony before your committee, and I don't intend
to get into that.

Think what I would rather do is highlight the issues or the six
criteria that we in the National Rural Health Care Association be-
lieve are important in looking at rural health care.

The first one is geographic equity. Any payment system should
provide equity in reimbursement among all physicians for a given
service. In our estimation, there is simply no rational justification
for continuing the current inequity between urbar and rural rates
for physician payments. Often it is argued that rates are higher in
urban areas, and in fact that is not the case. And to make such an
assumption is to assume that nothing has changed in rural Amer.
ica in the last 25 years. In fact, in this last issue Of Medical Eco.
nomics which is the best information that is available to us, the
November 1985 issue, it is revealed that the average total cost for
rural physicians and urban physicians were essentially identical
that there was very little difference. And in fact, as a percent of
overall growth income the overall costs for rural practices were
higher than those of suburban and urban practices.

It is clear from these figures, which were just released this last
month, that the supposed urban-rural differential in fact does not
exist; and if we were to shift the discussion to access, one could
even suggest that physicians who practice in rural and remote
areas should perhaps receive a bonus for practicing in those areas
as well.

The second issue is specialty equity. Any physician who is quali.
fled to perform a service should be reimbursed in an equivalent
amount regardless of their specialty. From my experience, a rural
board-certifled family physician performing a physical examine.
tion, a proctoscopic exam nation, or interpreting a Holter monitor
should be paid thesame as an internist, or a gastroenterologist, or
a cardiologist conducting the same type of service. Each of these
examinations are considered basic training for primary care physi.
clans and are inherent skills in practicing quality medicine, To re-
imburse one specialty at a higher level than another implies that
the procedure is reimbursed based on particular prerequisites of
that specialty.

Senator DURENBGROR You are going to have to catch your air,
plane.

Dr. FICKENSCHER, I know. Three more points, and then I will
quit, OK?

Senator DtIRKNBSROsR. All right, go fast.
Dr. FICKENSCHER. The third one is service equity. I think it is im.

portent for physicians that we consider the cognitive skills as equal
to procedural skills.
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The fourth one is incentives. We favor a reimbursement system
that provides incentives for high-quatity community based practice
and are not necessarily adverse to capitation; we just feel It needs
to be studied, and the implications looked at as it relates to rural
areas.

And then access, that any system needs to consider access in
dealing with health care. And unfortunately that has been a major
problem in rural areas; it is a continuing problem. There is a physi.
clan surplus. But I-can tell you that it exists in Washington, DC, it
Is in Minneapolis and in New York, but It is not in rural North
Dakota, and it is not in rural Kansas and rural Montana.

I think that the type of reimbursement system that we consider
needs to take those kinds of issues Into consideration,

Thank y'u very much. I appreciate the opportunity of presenting
before you today.

Senator DURENBERGER. Thank you very much, and we will
permit you to be excused from the panel.

Senator DOLE. If you would like some light reading, here is a
copy of the tax bill, if you want to read it on your way home.
[Laughter.]

Dr, FICKENSCHER. I'll take that on the plane.
Senator DOLE, It's only 184 pages.
Senator DURENBEROER. That is right. They will charge him extra

to take it on the plane.
Our next witness is Dr. Janet Mitchell.
(Dr. Fickenscher's written testimony follows:]
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Mr. Chair,-in and Ilebor f tho 'n, naco Committee:

Thir, 1 fnr r rj - :,hirc, t, ".ruri'. |orn pcct.",'o" r

the important issues rolatod to Medicaro rourburo ont for physician

services, My name is Yovn Fickonischor, I dr. a board-cortified,

Agsiutint krofusuor of Farmly Modivino at the Unrivornity of North

Dakota School of Medicinet and, Director of tho Nlorth Dakota Oftfico

of Rural Health, Over the pant five yoarn I hav0 worked extensively

with rural hospitals, phynician's practices and communities in evaluating

approtichon for outiLininej loct], quality primary health caro services

in tourtoon rf the Mid wctorn ar] Wo'torn sitaton. It is my distinct

priviloqo ind honnr to htiro thtn "rural povmpotivo" with you an

Pronidont-I !oct of thn Nionil frii Ho4ilth Care Asqociation, a

multi-dinciplinary aaioci,ition of health caro professionals involved

in all ao;pnctn of rural hromIth dolivory throughout tho country. We

aro an antociation concerned with maintaining equity in our health

care oyntor, for people in ill arann, rural and urban.

On behalf of rural provider-i throughout the nation, we appreciate

the opportunity to share vith tho momhrrn of the Committo concerns

related to the Modicaro phynician lI'ymont syntom. Howavor, before

prooodino, I would liko tr, briefly shirn noro thruqhts on the differences

botw',,"n rural and urban mrwin. In rmy rnopocts, ruralnoas is a state

ot mini. The rural aro.as of lMinnonot,, North Dakota, Montan and

Wy(,1nq ditfur approci-0tl, from theue of Dolawaro and Now Jersey.

Yet, thoro is a common wote,.' to tho fabric of rural America which

hlqhlijhtn common strength:; and woaknossoa (Soo Table I) regardless
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of qooqrnpliy. Rural Aruor i or c-, si' cnf r~nt

impact directly on tho type Intl l'sln of he.t, iro heiozv "c ' z'ric" .'to

in riril riio Th'e irm.lui'1 1) lhcY of i.ritical rarn to

support aolectol proqrirs a norvicvt., 2) a fluctuatinq economy duo

to the Inhoront do1pondoneo upon agriculture in local communitios,

3) transportation diffticulties duo to the lack of public syptoms,

4) 4 shortage of profoauionAls despite excellent opportunities in

rural areas and, often, oxceun supply in urb.n aroan of the country,

5) lower average income for the. rural pnpulAtion %us a whole, 6) skewed

population doogJraphicn with n rol it.i,,lly larejor porcmnt of Population

over age 65 and a concommitant doclino in the young, active working-ago

population: and, 7) other actoro which idvorioily impact on the delivery

of health care ner'/lioo.

Despite thuno diffioultion, rural Amorica han inherent otreangth

which mako creativity And chAnqO moro foaoitle at a time when our

health care ayntor noeds those attributed. Specifically, rural communities

possees an established intordopeintionco and cohoolvenons in attempts

to resolve prohlors. Thono ch~iractorinticq allow for groator mutuality

in identifyinq barriors teN suntaitninwej norvicon and program, related

to rural health care, Ruril people ha.'o ejroator access to local govornmont

which and oustAin. a mututlly supportive nctwo'k between the five

critical sectors of ruril A o rica: education, commerce, health, reli ion

and qovrnront. Unlike url, n aroatu of the country whore norvicis

operate more Jn(lopondcently thon five sectors munt cooperate in the

rural communition to suotiln an array of local services including health

care,
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I highlight the relative strengths and weaknesses of rural areas

as a uay of derarcatin the distinct differences from urtan areas.

One in four Americans, one in three elderly, and over half of the

nation's poor reside in rural America as defined by the Bureau of

the Census. Although these groups do- not represent a majority, they

clearly represent a sizeable proportion of the population whose interests

need to be represented in policy decisions.

It is our experience that decisions made in Washington relative

to a host of issues including Medicare payments generally do not consider

the impact on rural areas. Because rural areas, in general, have

a larger percentage of their populations who are elderly or impoverished,

changes in the system impact more directly on the type and level of

services provided by rural physicians. A study completed in 1977 by

Davis and Marshall concluded that Federal reimbursement programs

systematically discriminate against rural residents and providers;

and, acted as impediments to a more equitable distribution o*T medical

services. In fact, a task force commissioned by then Secretary qalifano

came to similar conclusions that the policy of differential rural

and urban Medicare payments was inconsistent and inequitable. The

task force recommended thzt each state be considered a single "charge

area" for Medicare payment. Several states (e.g. North Dakota) have

adapted such a policy although may other states (e.g. Alabama) continue

the inequities of a rural reimbursement differential. Now nearly

ten years later, little has changed except that the gap between urban

and rural rates of payment appears to be widening
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Those inequities continue to contribute to considerable variation

in the Medicare program from region to region based upon the authority

hold at the intermediary love!. The malar di:!ficulty with the individual

Medicare carrier is the discretionary authority on the application

of whether or not rural and urban physicians are to receive the same

fee for the same procedure. There ani other factors can magnify the

pro-existing variation in allowable charges for givn procedures.

It seems obvious that physicians with the same training, certification

by the same board, providing the same service, with the same liability,

for the same problem should be compensated at the same level. Under

the current system, however, many rural physicians are compensated

at a levpl far below that of their urban counterparts sometimes as

little as half as much.

One of the inherent dfficultien with the current Medicare

reimbursement system is tne application of the "usual, customary and

reasonable" (UCR) fee system. The application of the UCR system under

Medicare has resulted in the institutionalization of capricious differences

among urban and rural physicians related to fees for given procedures.

Lynn Etherodge in a paper entitled: "Medicare - Paying the Physician:

History, Issues and Options" from March, 1983, cites multiple differences

between the high and low prevailing Medicare charges. Although the

examples cited in Table IT relate to charges, in general, indopth

analysis of the data would reveal that the lower fees schedules are

disproportionately represented by rural physicians.

We are not suggesting that the existing Medicare fee-for-service

reimbursement system be discarded. In fact, there are advantages
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HIGH AND LOW PRE7AI.1!l( MYEDICARE CHARGES

Procedure/Fre Screen Yeir

1. Brief follow,-up visit by
intern i st

1576 ............................. $18 .18
1980 ............................. 33.10

2. Extriction of lens by an
OphthalImolcg i tt

1976 ............................... 9,0.00
1080 ................................ 1 0o.70

3. E1ctr,scction of prcnt,.ta by
a urologist

1576............................... 862.70
4i80 ............................. 1,410.40

4. Hysterectomy by an obstetrlcain/
gynecologist

1976 ............................... 850.06'"
1980 ............................. 1,305.20

5. Chast x-ray single view by a
rad ioloqist

1976..... .......................
1980 . ...........................

25.00
35.00

$6.70 2.71:1
7.00 4:73:1

412.56 2.1:11
536.5" 2.'):.

356.46 2.42:1
475.25 2.97:1

450.00
536.50

2.13:1
2.43:1

4.00 6.25:1
5.50 6.36:1

Source: IiCA "Medicare Part H Char',jes, Ovor'viowe'a-ndl° tr'agnds, Fee"
Screen Years, 1976-1980, Feb. 3, 1982, pp. 44-48.

----.-.---..--..-....

Cited in Lynn Etheredge, "MEDICARE: PAYING THE PHYSICIAN, History,
Issuer and Options," Mimcographod, March, 1983.

High Lo': R T :
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and disadvantages fSee Table 1ll) for each of the reimbursement systems

currently under examination by the Cornittee, the Health Care Financing

AIinistraticn, and others at all levels of government. Professor

Lwe Reinhardt of the Department of Economics and Public Affairs at

Princeton University has described the advantages and disadvantages

of each reimbursement systems in numerous papers and lectures. It

seems probable that we in this country will have a pluralistic system

of physician reimbursement that may well include elements of all of

the systems under discussion.

The current debate on iledicare physician reimbursement revolves

around the relative merits of: 1) a modification of the fee-for-service

system through the use of fixed fees and possibly relative values

scales; 2) a physician diagnostic related group system; or, 3) a capitation

mechanism. You have received substantial testimony on the relative

merits and demerits of each of these systems. Rather than provide

you with a comprehensive analysis of each potential system. I would

like to share with you criteria to be considered that relates to rural

providers for all of the proposed systems. The National Rural Health

Care Association strongly suggests that the various reimbursement

methodologies should be judged against the following six criteria,

or values, that are important in providing equity and assuring continued

access to rural health ca-c systems:
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TAFA.! : ."
C'.!L.':rAD C'3,::' Cr ~i'.::;CI:: FPACT:Cr::, C,

FA!I . GEI!EPAL
UPBAN SUBURBAN

Office Payroll $28,050 $30,550
Space $12,180 $12,030
Malpractice $5,(50 $5,220
Drugs/Supplies $3,930 $5,520
Depreciation $6,600 $7,630
/Equipment

Continuing Education $2,0 0 SZ,0CC.
Miscellaneous/Other $3,.00 $3,500

TOTAL $61,810 $66,750

So6 urce: -1 Medic6a- E- on o :-- tivebe !1,_- -- -- -

RURAL

$28,640
$9,220
$4,720
$6, COO
$6,9.0

$2, 000
$5,800

$63,330

1985 ...

PRACTICE PRACTICE

$33,5r0
$10,640
$3, 5(,n,
$6,470
$7,020

$, 50

$62,750

1. Geographic equity. Any payment system should provide equity

in reimbursement among all physicians for a given service. There

is simply no rational justification for continuing the current

inequity between urban and rural rates for physician payments.

One of the arguments frequently cited in support of higher urban

payment rates is that practice costs are higher in urban areas,

but such an argument is not supported by fact. Too make such

an assumption is to accept the notion that nothing has changed

in rural America in the last twenty-five years. Having lived

in New York City and ir North Dakota, I can assure you that the

cost of eggs in the country are the same as in the city. In

fact, the November, 1985 issue of Medical Economics, revealed

that the average total practice costs for rural practices are

$26,650
$8, ;80
$3,470
$5,780
$5, 380

$1,000

$50,760
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greater than the cost of urban practices. (see Table IV). Overall

professional expenson for sub~rln medical practices v.,ere only

about five percent higher than the cost., that rural practices.

Additionally, as a percent of overall income, the highest overall

costs were associated with ruril practices (39.8%), followed

by suburban practices (38.8%); and, finally, urban practices

(36.9%).

At least partially because they are paid at lower rates,

rural physicians see about 201 more patient visits than their

urban counterparts and worh more hours. In many areas of the

country they are further hindered by the absence of a substantial,

proceduro-based hospital practice, which for urban physicians

represents nearly 30% of their overall income - an income where

the overhead expense is not covered by the practice but by the

hospital. It is clear from these figures - which were released

in the last month - that the supposed urban-rural differential

for practice overhead costs does not, in fact, exist. If we

were to shift the discussion to "access", one could oven suggest

that physicians practicing in both remote rural areas and inter-city

urban areas should roccive a bonus for their selection of those

sites for their practices because of cost and commitment.

2. Specialty equity. Any physician qualified to perform a service

should be reimbursed an equivalent amount regardless of their

specialty. A rural, hcard-certified family physician performing

a physical examinatior, a proctoscopic examination or interpreting

a Holter monitoring should be paid the same as an internist,
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gastrZerterclcjist or carliclei ist ccniucting the sa-e exa-inati:n

or 'tc ;t. Fich of tlhc~r exir~nitii,'s ire c--s-cred Iba-: tlni

fc-r anr:t-r care ianv .ni arc n i-ho.erenrt skill" r F-racticng

quality rehlcine. To reiniurse one specialty at a higher level

than arothcr irplies that the procedure is reimbursed based on

particular pre-rcqu:sutes of tht specialty. in our estinatlon,

the pre-requisites thc-F;e ty| cs of primary care proce.ures are

equivalent between the specialties.

3. Service equity. Physician services which require cognitive

skills should be given an equivalent value to those services

requiring procedural skills. Current physician payment rates

are skewed heavily in favor of procedural services and high technology

applications. As a result, physicians in the radical specialties

and subspecialties which tend to practice procedure-oriented

care receive disproportionate reimbursement for the degree of

services rendered. As a case in point, a rural family physician

from South Dakota and I were recently discussing this issue.

The physician indicated that he had recently seen a patient with

an upper respiratory complaint and performed a physical assessment

with appropriate lab work. He also ordered a chest x-ray as

a diagnostic aid. Th( family physician then interpreted the lab

findings, read the x-ray, rade his diagnosis, communicated his

instructions to the patient and for the nearly one-half hour

of effort received a e16 payment. Later in the week, the consulting

radiologist visited his clinic and spent several minutes

"over-reading" the chest x-ray taken on the patient and received
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$15 for her effort. The inequity ig ct'vio-s.

It is our contern:ion that the rural physician's skill in

soliciting infcrratin fr - the patient, digisn theo Jin the

and treating the patient's problem were ot significantly more

overall value to the health of the patiert than the radiolcgist's

brief encounter with the x-ray film. The current reizbursenent

system is based on an archaic model when the physician's armamentarium

was often limited to a few procedures. Contemporary medicine

has given us new approaches to health care that are not procedural

and require careful analysis of information and the examination

of patients.

4. Incentives. The National Rural Health Care Association favors

a reimbursement systcm that provides incentives for high quality,

community-based practice that encourages appropriate utilization

of services. One of the problems of the current fee-for-service

system is that it does not reward R-ibulatory and preventive medical

practice which may keep people well and out of the hospital.

The extra time spent by a physician on patient education usually

with no compensation of results in a savings for the patient

or the insurer. Capitation systems tend to reward this type

of practice behavior by giving the provider a payment which is

"vertically integrated."

5. Access. Any systcm of payment for physicians' services should

maintain or improve access for the disadvantaged, the elderly,

the handicapped, the poor and the unemployed. Our early reports

on the hospital Prospective Payment System seem to show that
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acCes , fr the poor not hper by the irplerent tion of the

DPG py7yent r,,chni:n.. In a,iiticn, the special needJs of '.er'

rerto, or frontierr" -.rc, a h J be t.hon int:;

is one thi nt to put the fi nnc;ia c I- on !-h,' ici-ns n an

over-doctored area like Minneapolis or Trenton or Varhinton,

D.C. It is quite another thing to indiscrimatcly squeeze the

small group practice in Carollton, Alabama; Terry, !ontana: or,

Lusk, Wyoming.

6. Simplicity. The current Iledicare payment system is a cc:plex

maze of rules, reiula" ions, policies and interpretations that

foils all but the most dedicated or the most fortunate. %e recognlz.

that any bureaucratic system must have rules by which it is

administered in order to make it fair, but we respectfully request

your consideration of rural people and their providers whe are

dependent on the system for their care or their livelihood. Rural

practices do not have full-time fiscal managers, accountants,

medical records technicians, billings clerks and lawyers which

interpret and respond to the results of your deliberations.

The complexity is mace worse by the differing interpretations

often obtained from different intermediary staff at different

times of the day.

In closing, it is tire to end the inequity in payments to roral

physicians once and for a!l. There is little, if any, justification

for paying rural doctors less for the same service than their urban

counterparts. All of the primary care specialties, but especially

F,,mily Practice since the bulk of rural providers are of this specialty,
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should be reirbursed at the same rite as other speciltier. Cg-nitive

services should be at least as highly valued as procedural services.

payments to physicians sh~'i encc-:r1e apprcPri ite use cf eces

and should maintain access for the indigent. Finally, every effort

should be made to simplify the system, to allow the rural health system's

scarce energies an reSou:rcCs to be allocated to providing care rather

than filling out complex claims forms.

It is a cruel irony that the federal government recognizes the

need to provide health services and resources to medically underserved

populations through the strong and vigorous support of the National

Health Service Corps, the Community and Migrant Health Centers Programs,

and the Indian Health Service; and, yet, rewards those physicians

who practice in such areas with lower reimbursement rates. Such

schizophrenia is further compounded by the major problems of our state

Medicaid programs which follow Medicare's lead related to reimbursement

policy. Our federal Medicare reimbursement policy should reflect

and support the federal access policy for rural areas to assist us

in resolving the manpower shortage problems that still linger in rural

America.

Thank you for the opportunity to testify on behalf of tne membership

of the National Rural Health Care Association on this issue of vital

importance to rural Americi.
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STATEMENT OF JANET B. MITCHELL, PH.D., PRESIDENT, CENTER
FOR HEALTH ECONOMICS, CHESTNUT HILL, MA

Dr. MITCHELL, Thank you, Senator Durenberger and Senator
Dole, for inviting me to speak with you today. I have been studying
physician DRG's somewhat intensively over the last couple of
years, and I am delighted to be able to talk with you about them.

Physician DRG's are identical in concept to DRG payment under
the Medicare prospective payment system-a single fixed payment
for all inpatient services. There is one major difference, though, in
that they package together services for multiple physicians who
normally bill separately.

What are the advantages to physician DRG's over our current
fee-for-service system? Well, first of all, they simultaneously con-
trol both the price paid to physicians and the number of services,

Under our current system, physicians bear no financial risk In
ordering tests or requesting assistance during surgery. They use
services from other physicians in their treatment of patients with-
out having to pay for them. The financial burden is borne wholly
by the Medicare Program and by the beneficiary.

Physician DRG's would encourage physicians to cut back on mar-
ginally necessary procedures like x-rays and consultations, since
their cost must come out of the fixed payment.

Second, physician DRG's are a relatively nonintrusive approach
to controlling utilization. For example, there is some concern over
the excessive use of assistant surgeons, and this has led to legisla-
tive proposals disallowing any Medicare reimbursement of assist.
ants during lens procedures. I find this a somewhat cumbersome
regulatory approach.

Physician DRG's, on the other hand, lets primary surgeons use
their own judgment. It allows them to determine what mix of serv-
ices they will use-within the financial constraints, of course, of
the case payment.

Third, physician DRG's would help reduce unwarranted geo-
graphic variations. My work has shown, for example, that a Medi-
care patient is two to three times more likely to receive a specialty
consultation in New Jersey than a patient with the identical illness
in North Carolina. Using national physician DRG weights, just like
Medicare PPS does, would help reduce these disparities,

And finally, physician DRG s would build on the prospective pay.
ment system now in place for hospital care by more closely aligi-
ing the incentives of physicians and hospital administrators.

But if DRG-based payment for physicians has one major short-
coming, it is the DRG's themselves. The DRG classification system,
does a poor job of explaining physician or hospital costs from medi-
cal cases-that is, for nonsurgical admissions.

Now, while better case-mix measures are clearly needed, adjust-
ments such as those used by PPS can help compensate, that is,
extra payments for outliers, indirect medical education, et cetera.

A critical question is: Who would receive the DRO payment? Do
we pay the individual physician responsible for the admission, or
some other entity?

Any case payment system like physician DRG's involves- averag-
ing across more complex and less complex cases, but averaging re-



119

quires that you have enough admissions to make the law of large
numbers work.

Many attending physicians, as Dr. Desmarais testified this morn-
ing, have small Medicare inpatient caseloads, and DRG payment
would be a lottery.

An alternative is to pay the hospital medical staff, who of course
have large numbers of Medicare admissions. The organization of
the staff and the distribution of physician payments might resem-
ble an IPA, an independent practice association.

Now, under physician DRG's, medical staffs would be at financial
risk, just as hospitals are now under the Medicare prospective pay-
ment system. But the whole concept of risk sharing is undermined
if the staff is allowed to make assignment decisions on a case-by-
case basis. Assignment would be taken on the easy cases and not
accepted on those expected to be more difficult.

A solution would be to treat inpatient ph3 sician services just like
Medicare handles hospital care-the DR( rate would represent
payment in full for all inpatient services, with the beneficiary
liable only for any deductible or coinsurance. This means, of
course, that the medical staff must sign a Medicare physician-par-
ticipation agreement as a group.

There are a number of other packaging alternatives that are de-
scribed in my written testimony that are somewhat less compre-
hensive than physician DRG's but might be more easily introduced
into our current fee-for-service system, and I would be happy to dis-
cuss those at a later time if there is any interest.

Thank you.
Senator DURENBEROER. Janet, thank you very much.
Dick Egdahl.
[(Dr. Mitchell's written testimony follows:]
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Introduction

My name Is Janet B. Mitchell. I am the President of the Center for

Health Economics Research, a non-profit research firm In Chestnut HIll,

Massachusetts. Much of my research during the past decade has been devoted

to Issues of physician reimbursement under Medicare and Medicaid.

I would like to thank the Committee for inviting me to testify on the

possible use of DRO-based payment for Medicare physician services. I have

studied the feasibility of "physician DROs" Intensively over the past two

years and am pleased to share my thoughts on this Issue with you.

The Problem As -VojAM"Q2t u

Only a small part of the escalation in Medicare expenditures for

physicians' services is attributable to physician foe increases, above and

beyond economy-wide inflation. Right out of every ten added dollars are due

to growing utilization and service intensity, e.g., more surgeries per

hospital stay, more lab tests, more In-hospital visits per admission. This

happens in three ways: unpackaging of physician services, procedure code

inflation, and the involvement of multiple physicians.

Unpackaging is the practice of submitting an Itemized bill for every

service performed; like ordering a Ia carte from a restaurant menu, the

total charge is invariably higher. Examples Include charging separately for

post-operative visits instead of including them with the fee for the surgery

itself, or charging separately for each lab test rather than Including them

In a global office visit fee.

Procedure inflation is the practice of billing under a more complex and

expensive procedure code for the same service.' This is particularly likely

to occur as the number of categories grows larger and the distinctions
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between them become blurred. In 1965 physicians could bill one of 2,000

codes for a given service; they now have over 6,000 to choose from.

Finally, Medicare expenditures for physicians' services are Increasing

In part because of the sheer number of physicians involved during a single

episode of illness, all of whom submit independent bills. Take a routine

surgical admission, for example. Besides the surgeon and the

anesthesiologist, there may be an assistant surgeon, a radlologist, a

pathologist, and a variety of consulting specialists, as well as the

patient's personal family physician providing routine hospital visits,

These routine visits, of course, are La a tj the follow-up cure that

Is to be provided by the surgeon who performed the operation.

Traditional cost control approaches like fee freezes will [g. curb these

sources of expenditure increases, and could actually exacerbate them.

Effective cost control can only be achieved by controlling prices lad the

number of services simultaneously, and this requires an innovative approach

to reimbursing physicians.

How can this be done? One solution Is to "package" physician services,

to re-define the payment unit from a narrow procedure to a more

comprehensive bundle of services.

Tho Case for Physician DRO Payment

HOs, of course are the ultimate package; all physician and hospital

services are bundled together and a single payment made. While capitation

is certainly the preferred payment option, It remains a longer-run

solution. There are a number of packaging approaches, however, that are

les comprehensive than HMOs but which might be more easily Incorporated

into the current fee-for-service reimbursement system. One approach Is to

package all inpatient physician services Into a single payment; this has

become popularly known as "physician DROs" or "%-D0Os".



. 123

What exactly is a physician DRO? What I mean by physician DRG. Is a

prospective payment system for inpatient physician services, much like that

currently used by Medicare for Inpatient hospital care. A fixed case

payment per hospital admission is made, where the size of the payment is

determined by the patient's ORO. Under this approach, all services

performed by physicians and normally billed as Medicare Part D services

would be combined in a single bill, and a single payment made. Surgeons

have traditionally been reimbursed on a package basis, receiving a single

payment for both the operation itself and routine postoperative care.

Physician DROs go a step further by packaging all other physician services

provided during the hospital stay, such as anesthesia, x-rays, and

consultations.

Physician PRO have several important advantages for payment purposes.

finjo they simultaneously control both the prices paid to physicians (the

DRO rate) and the number of services. Second, they are a nonintrusive

approach to controlling volume. Thiir, physician DROs would reduce

unwarranted geographic variation in service use. Fourth, they build on the

prospective payment system now in place for hospital care. Let us examine

each of theso In more detail.

The major advantage to physician DROs is that they encourage the

physician to take a broader view of the patient care process, with

incentives to cut back on marginal procedures. Under the current

reimbursement system, the physician bears no financial risk in ordering

diagnostic tests or requesting assistants during surgery. He/she uses the

services of other physicians In his/her treatment of the patient without

having to pay for them. The financial burden of this care Is borne wholly

by the Medicare program and the beneficiary. Physician DROs would encourage

physicians to out back on marginally necessary x-rays or consultations, for

example, since their costs must come out of the fixed case payment.
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Physician DROs are also loss Intrusive in that responsibility for

M onitoring utilization rests with the Individual physician rather than with

an outside agency. Some Institutional safeguards, like PROs, would clearly

remain necessary, but a cumbersome regulatory approach could be avoided.

Rather than regulations dictating that assistant surgeons could never be

reimbursed for lens procedures, for example, DRO payment would allow the

primary surgeon to use his or her best Judgement. This approach recognizes

that patients vary in casemix complexity and gives the attending physician

the flexibility to make decisions on a patient by patient basis within the

financial constraints of a fixed case payment,

Ny studies have documented tremendous unexplained geographic variation

in discretionary services like assistant surgeon and consultation rates.

This Is true even within very narrowly defined DROs, such as lens procedures

and major joint surgery, where rates vary two-three fold from one state to

another. Differences In physician practice patterns have financial

implications far beyond their nominal costs. The decision to call In a

consultant, for example, raises total physician Inpatient charges, not only

because of the consultant's fee, but also because of the additional tests he

or she may order, These added tests, and the longer stays that may ensue as

a result of them, drive up total hospital costs as well. The use of

national physician DRO weights, like those currently used in Medicare

hospital reimbursement, would eliminate these geographic disparities.

Finally, physician DROs would build upon the hospital prospective

payment system by more closely aligning physicians' Incentives with those of

hospital administrators. r know that physicians have voiced the notion that

the current fee-for-service payment system acts as a "check and balance" on

the skimping Incentives ii, 'edlcare's hospital PPS, This "watch doS"

function could be undermined If physicians were also reimbursed on a ONO
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basis. This view implicitly assiues that an adversarial relationship Is

necessary to assure quality care, a view I categorically reject, for two

reasons. First, under a global fixed payment, both hospitals and physicians

would be competing for patients primarly on the basis of quality, a

competition heightened dramatically in recent years by declining

admissions. Second, I reject the notion that any untoward incentives of PPG

can, and should, be offset by continuing to permit physicians totally free

access to all of the hospitals' staff, Including other physicians.

j, citations ,,theORGClasslficat, ion System

If the idea of DRO-based payment for physicians has one major

shortcoming, it's the DROs themselves. Although the DRG classification

system can predict average Part B charges quite well for surgical

admissions, it performs poorly for medical cases For those patients not

undergoing surgery, the DRO averages will be of little value in describing

expected physician resource use.

Does this mean that the DRO system is not adequate for Physician

reimbursement? Rot necessarily. As a matter of fact, my research shows

that DROs do not do any better job of predicting oiptiLJ costs, yet despite

this, ORO-based payment has been generally acknowledged a success, probably

for two reasons. First, hospitals are able to average large numbers of

admissions across all the medical DROs, offsetting large losses on a few

very sick patients with small gains on the majority of healthier patients.

Second, PPS includes a number of adjustments, Including extra payments for

outliers and indirect medical education, that help capture unmeasured

sources of casemix variation, Presumably, similar adjustments could be made

for physician DROs, so that physicians would not have to bear all the risk,

58-202 0 - 86 - 5
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Nevertheless, a system which reimburses differentially for classes of

potlents who statistically are no different in terms of resource use may

send the wrong signals to hospital and physician decisionmakers. New and

ongoing research Into ways of refining the DRGs to better measure severity

of Illness should continue.

Whom To Pay?

Under the current, fee-for-service reimbursement system, each physician

bills, and is paid separately for his or her services. A key question Is

who would receive the DRO payment under a system that would package the

services of many physicians together, Two primary payment models have been

Identified direct payment to the attending physician; and payment to the

medical staff.

My simulation analyses have clearly shown that payments to Individual

attending physicians would be a lottery, with Inequitable losses for some

physicians and windfall gains for others. This results largely from the

small Medicare inpatient caseloads for many physicians. Any case-payment

approach, such as physician DR0s, Involves some sort of averaging. It Is

assumed that some admissions will require more physicians' services and

others will require loss, but that on average the DRO payment Is a

reasonable reimbursement for the services provided. Averaging, however,

requires sufficient numbers of admissions In order for the law of large

numbers to work. In general, the fewer cases admitted by a physician, the

higher the likelihood there is of random bias, The randomness introduced by

small inpatient caseloads Is exacerbated by the varied range of DROs treated

by Individual physicians (producing even fewer admissions within any one

DO) and by the inadequacy of the medical DROs themselves.
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Given the potential for unacceptably large losses for Individual

attending physicians, an alternative is to pay the hospital medical staff.

Because of their high volume of cases, there should be greater opportunity

for risk pooling and for the averaging principle to work, just as it does

under the hospital PPS. In fact, per case gains and losses are calculated

at the same level as hospital PPS.

Although there are many ways in which the Part B carrier could pay staff

members, It is probably easiest to conceptualize the hospital medical staff

as an Independent Practice Association (IPA) for reimbursement purposes.

The carrier would credit a total medical staff account based on the

actuarial value of each physician DRO, while accumulating Individual

physician billings in separate accounts, Periodic disbursements from this

account would be made to individual physicians based on either actual

billings or number of services. When total medical staff credits deviate

from the sum of individual accounts, disbursements would first be

pro-rated. A typical IPA method would hold back a small percentage of DRO

payments to produce a bonus pool. The medical staff presumably would

allocate bonuses based on individual physician contribution to the overall

staff goal of cost control, I.e., staying within the DRO allowable,

At the present time, hospital medical staffs are generally not

constituted as legal entitles empowered to receive and distribute physician

payments. Some amount of start-up time would be required to enable staffs

to reconstitute themselves as payment organizations and to develop

algorithms for bonus allocation. Members of the medical community at large

have recently shown remarkable flexibility and versatility in the speed with

which they have developed and joined IPAs, HMOs, PPOs and the like. Given

the large dollars at stake, I would not expect this re-organization to be a

mrjor problem in the implementation of DRO-based case payments for

physicians.
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Medicare Particlpation Ar.reements for Physician DRGA

Once we move from fee for-aorvice to package reimbursement for physician

services, we must reconsider the meaning of assignment. Under any packaging

arrangement like physician DROo, medical staffs are at financial risk. If

the case Is more complex than the DRO average or if the attending physician

utilizes more services than average, the staff will "lose money", i.e., the

PRO payment will be less than actual billings. On the other hand, If the

case is less complex or receives fewer physician services than the DRO

average, the staff will receive a payment greater than billings and can

retain the difference (or profit). The whole concept of risk-sharinS for

physicians is undermined, however, if the medical staff is allowed to make

assignment decisions on a case-by-case basis. Assignment would be taken on

the easy admissions and not accepted on those expected to be more

difficult. Such an outcome would leave the Medicare program with the worst

of both worlds: paying the physician considerably more than necessary when

the case is assigned, and the beneficiary paying considerably more

out-of-pocket when it is not. The net effect Is an income transfer from

beneficiaries to physicians although the government's outlays are

unaffected.

The solution would be to treat Inpatient physician services'Just like

Medicare handles hospital care: the PRO rate would represent payment-in-

full for all inpatient care, with the beneficiary liable only for any

deductible and coinsurance. This means, of course, that the medical staff

must sign a Medicare physician participation agreement as a group.
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Some Qther ackazing Alternatives

Paying physician# on a IRO case bau represents a major departure from

the current tee-for-service reimbursement system, but so too was the

hospital PPS from cost-based reimbursement. It is only with sweeping reform

that we can expect to check the growth in expenditures for phyilcian

services. Nevertheless, Congress may decide that this Is not yet the time

for such a step, Are there alternative packaging arrangements that are

narrower in scope but possibly more acceptable to physicians and easier to

implement in the short runt Yes, first of all, Part B radiology,

anesthesia, and pathology services could be redefined as hospital services

and paid through Part A under the current prospective payment system.

(Recalibration of the PPS cost weights to include these other services could

be easily accomplished,) Since patients do not choose their own

radiologist, anethesioloist, or pathologist, and hence can not shop based

on price (or willingness to accept assignment), it seoms more appropriate to

include these physicians' services in the hospital bill.

A second alternative would be to base the package on a specific

procedure, rather than a ORO. What we call a special procedure package

would consist of all related components of a diagnostic or therapeutic

procedure, including the services of all involved physicians. Procedures

suitable for this packaging arrangement include all surgical operations,

major diagnostic procedures such as andoscopies, and complex radiological

procedures. The difference between this package and the physician DRO is

that only those services directly and immediately related to the special

procedure are packaged. For a coronary artery bypass graft, for example,

the package would include services provided by the surgeon, assistant

surgeon, anesthesiologist, and any other physicians Involved in the

operating room.

Conclusions

Io sum, physician DU0s represent a Medicare payment reform aimed at

controlling not only fees but also the number of services provided. The DRG

payments themselves are best made to IPA-lik* organizations constituted by

each hospital medical staff. In order to minimize selection bias and ensure

equity for both beneficiaries and physicians, each staff would sign a

Medicare Participation Agreement as a group.
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STATEMENT OF RICHARD EGDAHL, M.D., DIRECTOR, BOSTON
UNIVERSITY, HEALTH POLICY INSTITUTE, BOSTON, MA

Dr. EQDAHL. Senator Durenberger, Senator Dole, I appreciate the
chance to testify before your committee. It is clear that some kind
of reform in Medicare prevailing fees is needed, based upon the
geographical variations and some excessive fees that have been de-
scribed very adequately before various committees.

I do have some problems with some of the suggested changes. For
example, as a practicing endocrine surgeon, I know that DREG's
would have great financial risk, because the risk is not spread
among enough cases. Also, I don't know how I would pay the other
doctors because there is no coordinating mechanism.

As far as capitation is concerned, I disagree with the predictions
of continued rapid growth. I belong to the two IPA's in my area,
which are growing rapidly, and yet they provide a very small per.
centage of the surgical practice I have. Therefore, I do not agree
that there will be very rapid rate of growth in capitation systems
as predicted. Most of the growth that does occur will be largely in
the fee-for-service sector.

The resource cost-based RVS, also has some basic problems from
my perspective. The equations concentrate heavily on time; practic-
ing physicians are not usually involved in the fundamental as-
sumptions; they reflect a comparable worth approach for profes.
sionals with good incomes; but the most important factor is that
the malpractice premiums are going up so high for some specialties
important to elderly individuals-orthopedists, neurosurgeons, and
the like-that I think all bets on manpower and accessibility are
off for the short range; we just don't know what is going to happen.

Our Health Policy Institute has developed a consensus approach
to help resolve some of the problems created by the way Medicare
prevailing fees have been determined, which basically is initial
charges, inflated yearly, without any judgment involved in chang
ing those fees.

We convened a group of senior surgeons, had multiple iterations
of independent judgment plus discussion, and finally came out with
relative valves for 25 surgical services that they could agree upon
and that represented a reform and a considerable change from
what the prevailing fees were.

The problem with this approach is that it is cumbersome; As we
began to work with surgical specialties and began to work with the
internists, it became apparent that this was not a short fiX; it
would take 2, 3, or 4 years to really work through this kind of ap-
proach, gaining physician consensus which then would provide the
basis for physicians accepting the kind of new schedule that would
come out.

Therefore, looking around in the course of carrying out ,the
study, we found a group that actually had done it. My basic rues
sage to you today is that fee reform, comparable to the consensus
approach that we were looking for, has been achieved by the Cater-
pillar Tractor Co. of Peoria, IL, It is a completely self-fiunded colp.
ration with over $6.5 billion in annual sales and over 71,000 indi.
viduals across the country covered by their health plan. -
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The key to this has been Dr. Robert Hertenstein, who is a 51.
ear-old retired surgeon, mayor of Morton, IL, who for 4 years has
een the full-time medical director of insurance for Caterpillar, Dr.

Hertenstein, who is with us today, has developed a maximum-fee
schedule for most physician services. He has the goal-which is ex.
actly the same goal that you seem to be talking about today-of in-
suring access to quality services for Caterpillar employees and
their dependents across the country, with cost containment an im.
portant but secondary consideration.

I suggest that you look Into the experiences of Caterpillar with
physician fees, and see if It is readily adaptable to Medicare physi-
cian payments-and I predict that it is. The framework is already
there, and various groups, I'm sure, including ours, would be
pleased to work with you to catalyze the evolution of Caterpillar's
experience into a reformed Medicare physician reimbursement
system. This can provide a basis for reform, while the practicality
capitation and the predictions about growth in capitation plans can
be assessed.

Mystaff and I have had the occasion to spend several hours with
Dr. Hertenstein, and have learned a great deal about how he has
handled the conflicts that have arisen across the country, involving
both medical and surgical specialties. Some of the principles he has
employed I think would be of great interest to your committee.

Thank you.
Senator DURENBERGER. Thank you very much, Dick.
Dr. Stason,
(Dr. Egdahl's written testimony follows:]
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Testimony of Richard He Egdahl, MD,, Boston UniViraity

Health Subcommittee of Senate Finance Committee, U.S. Sqnato

December 6, 1985

SUMMARY STATEhMENT

1. PHYSICIAN REIMBURSEMENT UNDER MEDICARE HAS TWO BASIC PROBLEMS
THAT NEED REFORM:

Large geographical variations
* Some excessive fees

2. OPTIONS FOR CHANGE INVOLVE MAJOR OBSTACLES

Physician DRGs and CAPITATION

, Financial risk from adverse selection
. Coordination of many individual practitioners

3. IF FEE-FOR-SERVICE IS TO BE CONTINUED

Resource cost-based RVS is flawed

. Problems with basic assumptions in equations (e.g. time as dominant
factor)

. Could decrease access by lowering fees in specialties with high risk
of malpractice. Current predictions of manpower needs may be grossly
incorrect.

4. A CONSENSUS METHOD TO ACHIEVE FAIR PHYSICIAN FEES was developed by the
BosLon University Health Policy Institute. Consensus was achieved in 25
commonly performed surgical procedures. The process is time-consuming
and cumbersome.

5. AN EXAMPLE OF A MORE PRACTICAL ALTERNATIVE for physician fee reform has
been achieved by a large self-funded American corporation--Caterpillar

Tractor Co. in Peoria, Illinois. Dr. Robert Hertenstein, a Caterpillar
employee, has developed a maximum fee schedule with the goal of achieving
access for employees across the country to a wide range of local
physicians.
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GOOD MORNING. My name is Richard Egdahl. I am Director of the Boston

University Medical Center. I am also Academic Vice President for Health

Affairs at Boston University, Vice Chairman of the Board of Trustees of

University Hospital, and Director of the Boston University Health Policy

Institute. I am a practicing endocrine surgeon with s long-standing interest

in cost-effectiveness and quality in medical practice. Thank you for Lhe

opportunity to testify on reforming Medicare payments to physicians.
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INTRODUCTION

It has become increasingly apparent over several years that there are

serious problems with the way Medicare pays physicians for their services.

It is generally agreed that the customary, prevailing and reasonable (CPR)

payment system currently being used by Medicare has resulted i wide

geographic variation in fees for the same services and relatively excessive

fees for some procedures (Table I). Concern over this issue has led to

discussions about the possibility of introducing new methods of physician

payment including capitation, DRG-based payment, and modification of the -

fee-for-service system. However, this interest emerges in an environment

where little is known about the costs and benefits of different ways of

compensating physicians for their services. Until recently, research has

focused primarily on hospital expenditures which consume the largest portion

of the health care dollar. Consequently, much less information is available

on physician payment options compared to the volume of studies on hospital

reimbursement when prospective payment was enacted.

Some insights about different payment models have been gained by looking

at ways other countries have dealt with physician compensation. Uwe

Reinhardt, in a recent report for HCFA, summarizes the advantages and

disadvantages inherent in each of four distinct bases that can be used for

physician compensation: fee-for-service, fee per case (RD DRG), capitation,

and salary. He concluded that in the six countries studied (Canada, France,

Italy, West Germany, United Kingdom, and the United States) no singlE method

was obviously preferable to all others. Each has strengths and weaknesses.
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TABLE I

MEDICARE PREVAILING CHARGES FOR SELECTED AREAS* (1984)

DC M1) ,MA MN NY

CABG (46) 3922.90 2940.70 3543.20 3665.10 5500.O0

HIIP REPLACE (47) 1547.10 2063.00 2358.00 2124.20 412b.00

CARDIAC CATIt (51) 540.50 537.80 515.75 b18.90 1196.70

PACEMAKER (52) 1428.40 1238.00 1237.80 1165.60 1547.00

APPENI)ECTOXY (54) 515.60 515.70 515.75 515.bO 1134.70

CHOIE (57) 845.80 722.00 866.50 742.60 1753.60

EXT OF LENS (67) 1237.80 1031.70 1031.50 928.20 1547.25

* FEES INDICATED ARE FOR "SPECIALISTS" AND URBAN AREAS (IN DOLLARS).

U.S. Department of Health and Human Services, Health Care Financing Adminis-
tration, Medicare Directory of Prevailing Charges 1984, Washington, DC: U.S.
Government Printing Otfice, 1984.

Paying physicians by DRG raises the question of who to pay. Physicians

in private practice are not experienced in directly paying their colleagues

and consultants. Moreover, DRGs were designed using only hospital data, and

their suitability for physician services is questionable. Generating a

manageable number of physician DRGs that are sensitive to variations in case

complexity would be most difficult. Both DRG-based physician'payment and

capitation pose problems of financial risk from adverse selection which has

been a root cause for the failure of many health plans. This danger would

be magnified many-fold in the 'case of individual physicians taking care of'

capitated patients.
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Reforming physician payment within the tee-for-service system is not

without problems, either. One prominent method that has been tried in

assachsetts uses "resource costs" to determine fees. This method attempts

to identify all the Components of medical practice and to estimate the costs

associated with each of these elements. Every effort is made to quantify

the unquantifiable. The resource cost-based-4odel developed by Drs. Itsiao

and Stason is the most elaborate effort ot this type. My primary concern

with this method inVolVes the logic and assumptions underlying the resource

cost-based eqtuations. I disagree with the assumption of the appropriateness

of all physicians having similar lifetime earnings, with modest corrections

for time of training, skill, risk, and other variables. This formulaic

approach is not unlike the "point- factor" job evaluation systems used by

Willis Associates or Hlay Associates for ,:alculating comparable worth across

occupations. IHowever, a formulaic assessment process becomeb progressively

loss valid as the ingredients of the "job" being evaluated are more complex

and hard to measure, as is especially true in the practice of medicine.

Another important objection to the formulaic approach is not theoretical

but practical. Curret trends in malpractice premium increases, and the

continually decreasing hours worked per week by new physicians result in a

fundamental challenge to the attractiveness of some surgical and medical

specialties and cold lead to real shortages of physicians performing high

risk procedures. The most current and frightening example is the increasing

tendency of individuals with obstetric and gynecology training to either

limit their practices to office gynecology, or.to retire early in order

not to deliver babies as obstetricians, which involves 'i high risk of

malpractice. A recent article in the Wall Street Journal reported on a
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stLuidy by the Florida obstetric b Gynecologic Society that found that 25 of

Florida's obstetricians have stopped practicing their specialty, and another

25" plan to stop. The primary reason is malpractice liability. Similar

trends are being observed in orthopedics and neurosurgery. It would be most

unwise at this time of tlux, in the face of con: iderable uncertainty about

fulture specialty manpower needs, to introduce a change that has the potential

for grossly penalizing surgeons and internists who perform needed but high

risk procedures.

Since there is considerable agreement that the present Medicare physician

payment system is Ilawed, and, given the major problems with the options

outlined above, what is needed is an interim reform that will correct

discrepancies without major disruption in the organization of services,

preserve access, and be viewed as fair. My testimony develops the theme

that reform of Medicare fees can be obtained by building on currently

available analyses and experiences to develop a maximum and fair fee

schedule. First, I will describe the Massachusetts experience with changes

in Medicaid fees in 1983 and 1984, which led to the involvement of the

Boston University Health Policy Institute in developing a consensus method

to achieve fair physician fees. I will then describe the method used in a

large self-funded corporation, where reform in fees has been achieved by

effective shortcuts to our labor-intensive consensus process. Finally, I

will suggest that Congress authorize an appropriate reform of the current

Medicare Part B program by following a process of rational fee development,

building on the rich experiences of individuals in industry such as Dr.

Robert Hertenstein, physician employee of Caterpillar Tractor Co. in Peoria,

Illinois,
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THE MASSACHUSET[S EXPERIENCE

In tile fall of 1983, the Massachusetts Rate Setting Commission introduced

a new fee schedule for Medicaid, based upon the "resource cost-based" model

developed by Hsiao and Stason. Time needed to perform a service is a major

determinant of the value of that service. Rates were increased for eight

services including three categories of visits, and decreased for 20

procedures. Although individual physicians offered some input regarding the

complexity of the services, estimates and assumptions about tile relative

importance of timo, costs of training (including income foregone during

training) and overhead expenses were developed by tne researchers and

provided tile basis for the equations that resulted in these changed fees.

Experlenced clinicians were at a loss to reconcile tile new fee schedule

with what they knew made sense regarding the relative complexity of services,

when all aspects of tile experience were taken into account. Surgeons in

Massachusetts pointed out that the substantially decreased fee for an

appendectomy as compared with that for hernlorrhaphy (Table II) did not take

into account tile significant "down" time involved in making the preoperative

diagnosis of appendicitis, in contrast with tile rather routine elective

situation that exists for a herniorrhaphy. By the summer of 1984, public

Table It

Changes in Medicaid Fees in Massachusetts
Fall 1983

Service Old New Change (per cent)

ierniorrhaphy $225 $154 -32
Appendectomy $225 $136 -39
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outcry by the physician population led to a rescinding of this new fee

schedule and a restoration o the lowered fees to their initial level. The

increased fees remained at their new, higher level.

The Massachusetta Medicaid program viewed the fee experiment as an

attempt to improve access. They wished to promote participation in the

program by increasing the rates for primary care services, relative to

specialty services. The resource cost-based method was seen as a vehicle

for achieving that end. One unanticipated outcome, however, was that by

applying the model, many OB-GYN services had their fees decreased. Shortages

of OB-GYN services have been, and continue to be, a problem for the Medicaid

program in Massachusetts. Having fees in this specialty decreased could only

exacerbate the problem. This situation points out the need for caution when

"objectively" manipulating any fee syste-m, particularly at a time when the

organization and financing of health services are in a state of flux.
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11EAT P't)rI I Y INST I ru'r'.'s CONSENSUS APPROACH

As an expression of dissatisfaction with the formulaic approach to

fee;setLing, the Boston Ut ei rsity IHealth Policy Institute convened a group

of senior surgeons experienced in several different practiCC settings to

devise a new consensus ttheod tor developing a complexity/severity index for

phyt;icians' services. Such an index would provide an appropriate basis for

surgical fees. The results ot tlese initial explorations were published in

the spring of 1985. Using an open discussion preceded by exchanges of

opinions on the relativity of various surgical services, agreement was

reached on relative complexity and severity of 25 standard surgical services.

This process appeared to permit reform of some excessive surgical fees. We

proposed to ext end this consensus process to surgical specialties and other

fields of medicine. Our goal was to create a maximum fee schedule covering

the majority ot physician ser-vices paid for under Medicare Part B.

The essence of tLhe consensus process was a give-and-take among experienced

surgeons, involving an ast;sessment of all the difficult-to-measure factors

that go into a given service such as risk, complexity, severity of the case,

necessary technical skills, etc. In contrast with a formulaic or Delphi

method, the participants with strong opinions expressed themq but as

discussion proceeded, compromises were made, and the surgeon most experienced

in the procedure under discussion could exert influence upon the group. This

is particularly important because a significant conceptual underpinning of

many methods of obtaining consensus is the emphasis on lack of confrontation

by individuals with differing personal intensities. This consensus method

brought together experienced and respected surgeon panelists from a range of

practice environments, and emphasized the sharing of their perspectives and

impressions.
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The process was designeId to encourage tile panelists to rate individual

services based upon Collective experience, rather than individual

preferences. The rating i of complexity and severity between meetings was

done independently and anonymously to prevent individual pane lists from

exerting undme infljutence over the ratings. After tLree or four sessions, a

consensus was reached, because the group had a common goal and works within

a syst-matic process. However, this process, albeit professionally appealing

and reasonable, was labor-int ensive, time-consuming, and cumbersome.
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A C)RPORArI APPROACH 10 D.mERRMINArION OF FIES

During the complexity-severity pilot project, the Health Policy Institute

contacted many individuals across the country with experience in analyzing

physician fees. We came across a person with much experience who had

truncated our consensus process to reach the goal ot a reformed and fair fee

schedule that met the neds ot his company and that apparently has been

accepted by most physicians taking care of the company's employees around

the country. Dr. Robert Hertenstein, a 51-year old surgeon, retired three

years ago from activt practice to work as an employee in the claims

department of Caterpillar Iractor Co., a corporation in Peoria, Illinois

with annual salts ot 1/.' billion dollars and Over -01,000 employees, lie

developed a maxiimum tee schedule for ,iat ,rpillar employees and their

dependents across tile country fhat involves the majority of "big ticket"

items, and comes to grips with both the issues of geographic variations and

excessive fees. In those specialties of medicine in which Dr. Ilertenstein

has not had personal experience, he colsultod'paiWls of experts who are

widely respected by their peers. b~y cross-checking their fees with other

respected specialists in their areas, le developed a fee schedule for

caterpillar that has been effectively applied. Unless the physician has

made prior arrangements with tile patient, Caterpillar holds the patient

harmless for paying the physician more than the Caterpillar fee schedule,

and the company position has usually been upheld in the courts.

Starting with maximum fee schedules developed by Caterpillar Tractor Co.

and other private sector employers, and using physician expert consultants,

a lee schedule could be rapidly developed for Medicare that will both
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rationalize geographic differences and correct excessive fees in inpatient

physician billings. the same process could be used to reform fees in

outpatient settings, in which there is much greater variability. If the

Congress were to mandate such a process, the two greatest objections to

Medicare prevailing fees could be rectified--that of large and unexplainable

geographic differences for given services and of excessive fees for some

services.

I believe there would be considerable promise and applicability for the

kind of system developed by Dr. Hlertenstein for Caterpillar Tractor Co. It

is a system which allows for the necessary flexibility required by regional

differences, labor costs, etc. It is a system which will allow us to begin

to develop a cost-effective but fair -chedule for physiciaii services. I

suggest the Committee strongly consider the Caterpillar experience and others

like it, in its efforts to come to grips with this problem. I am happy to

offer my services and whatever expertise our Health Policy Institute can

bring to the Committee and its staff or whatever agency you determine should

further explore the subject.

Thank you again for this opportunity.
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STATEMENT OF WILLIAM STASON, M.D., ASSOCIATE PROFESSOR
OF HEALTH POLICY AND MANAGEMENT. HARVARD SCHOOL OF
PUBLIC HEALTH, CAMBRIDGE, MA

Dr. STASON. Senator Durenberger, thank you very much for the
opportunity to present my opinions to you here today.

I agree with many of the points made by niy predecessors. Clear-
ly, there is no one panacea for restructuring physician payments
under Medicare.

The focus of my testimony today will be on the advantages of
using an objectively determined relative-value scale for restructur-
ing physician payment under Medicare. Although I will be talking
primarily about fee-for-service, I also will argue that such a rela-
tive-value scale is equally important for reimbursement under capi.
tation or the various packaging options.

There is widespread belief-and we have heard this expressed
here today-that current physician charges favor technology-inten-
sive procedures over cognitive and preventive medical ones. Distor-
tions, we believe, result from the absence of a reasonably free
market for physician services. This is due to a variety of factors
which are well known to you: Widespread existence of insurance
coverage, of which Medicare is an important part, the limited abili-
ty of the patient to determine the services he 'or she needs and to
evaluate the skills of his physician, and the very real difficulty of
shopping for the best buy when one is seriously i 1.

Charge-based relative-value scales, such as the CPR formula and
the multiple manifestations of the California relative-value scale,
institutionalize and perpetuate distortions created by this absence
of a free market.

For this reason, we have been interested in developing an obj ec-
tive relative-value scale to document any distortions and provide a
basis for establishing a level ground for physician fees and bal-
anced incentives, we hope, between technologically intensive proce.
dures and so-called cognitive or preventive medical ones.

Our premise is that resource inputs are fundamental measures of
value for medical services, as they are for many other products or
services. Under this premise, Drs. Hsiao, Braun, and myself at the
Harvard School of Public Health have developed what we call a re-
source-based relative-value scale. The primary emphasis in this
model is on measuring the physician time required to perform a
procedure, and also estimating the complexity of this procedure in
terms of the clinical judgment, the technical skill, and the mental
and physical effort requires on the part of the physician.

We also include practice overhead expenses, including malprac-
tice premiums, and an estimate of the of the amortized costs of
training. 1,

We have intimately involved physicians in our work, and we be-
lieve that the expert judgments provided by physicians are crucial
to developing a scale which will be valid and widely acceptable.

What we find from our studies is that there is considerable dis-
parity between resource-based relative values and those deter-
mined from Medicare charges. Under charges, surgical procedures
are paid at two to three times, and up to seven times, the rate rela-
tive to office visits, as indicated by the resource-based relative
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values. Similar findings exist for diagnostic procedures such as co-
lonoscopy and cardiac catheterization.

Admitting the preliminary nature of our results to date, we are
nonetheless confident of our conclusion that significant price dis-
tortion does exist and that charge-based schedules are not optimal
bases for reimbursement under Medicare.

An important feature of any relative-value scale is that it deter-
mines relative values and not prices. A conversion factor is used to
convert or translate relative-value units to dollars. Policy objec-
tives, then, can be met through manipulating the conversion
factor-for example, to achieve cost control, a relatively restrictive
conversion factor could be chosen.

In addition, it might be felt wise to reward the physician who
has a demonstrably more severe case mix than other physicians, or
to reward better clinical outcomes.

The advantage of the resource-based relative-value scale under
fee-for-service reimbursement includes the following:

First, it will create incentives to increase the use of cognitive and
preventive medical services and to decrease overuse of medical
technologies. Also, it might well affect the specialty selections of
medical school graduates in favor of primary-care specialties, over
the relatively overpopulated technologically intensive specialties.

Second, it is relatively easy to implement, in that the mecha-
nisms for fee-for-service reimbursement already exist. Further-
more, it would relieve the administrative burden of having to
update physician profiles on a regular basis which is required the
CPR formula.

Third, it would continue fee-for-service as one option available to
Medicare recipients. Medicare recipients should have the same
freedom of choice of insurance plan that is accorded to other mem-
bers of society. This is a fundamental equity issue, in my view.Limitations of the resource-based relative value scale approach
need to be ackowledged, however. Two to three years will be
needed to develop a sound resource-based relative-value scale.

Second, no relative value scale guide, fee-for-service mechanism
will directly control utilization. However, if the RVS were linked to
a regional cap on physicians' expenditures, it could do so.

The need for an objective relative-value scale extends fully as
much to the capitation and packaging options, and to HMO's,
PPO's, IPA's, as it does to fee-for-service reimbursement. Under
capitation, a resourci-based relative value scale would help us to
determine the physician component of the capitation rate. While
providing incentives for reduced use of costly technologies and hos-
pital services.

Under packaging, it would provide an objective basis to set rates.
Current charges are not adequate measures. Under HMO's, it
would help to establish physician salaries in relation to specialty
and work schedules.I In conclusion, we believe that development of an objective rela-
tive-value scale is one important step to ensure a smooth transition
to whatever method(s) of physician reimbursement are chosen. The
method you choose for paying physicians under Medicare is going
to have very important implications for access to care and the qual-
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ity of services provided to Medicare recipients. Carefully conceived
incremental changes are the prudent course, I believe.

Thank you very much.
Senator DURENBERGER. Dr. Wallack.
And let me just remind you that Dr. Stason used up Dick Eg-

dahl's extra minute, so you don't have it.
Dr. WALLACK. Well, I think I am probably the only one that

originally came from Boston, and I talk very fast. (Laughter.]
[Dr. Stason's written testimony follows:]



147

Physician Reimbursement: The Role of Relative Value Scales

William B. Stason, M.D., M.S.

Associate Professor, Health Policy and Management

Harvard School of Public Health

Testimony Given to the Subcommittee on Health

of the U.S. Senate Finance Committee

on

December 6, 1985



148

Summary

Distortion.i exist in current charge-based physician reimbursement

formulas which favor technologically intensive procedures over

cognitive or preventive medical services. Under charges procedures

appear to be reimbursed at a minimum of 2 to 3 times the levels

suggested by a resource-tased relative. value approach. Physician

reimbursement under continuation of Medicare's current CPR formula

or under a charge-based RVS would perpetuate these distortions. An

objective relative value scale (RVS) would provide "level ground"

for physician fees and would help to balance incentives for the use

of different types of services.

Our work on rescurce-based relative value scales suggests that

this approach could provide a rational basis for altering financial

incentives in tho medical marketplace. Cost control could be

achieved either by selecting a restrictive of the conversion factor

for translating relative values to dollars or through regional

physician expenditure caps.

Adoption of an objectively-determined RVS would be useful not

only under fee-for-service reimbursement, but also would important

contribution to setting rates under capitation or other packaging

options.

Debate on physician reimbursement under Medicare concerns both the

need to control the rising costs of physician services and the
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need to select a method of payment that will best protect Medicare

recipients' access to needed medical serviceg. Policy options to

achieve these ends include modifications to the current CPR system

for setting fee-for-service reimbursement levels, payments based

on packaging services or episodes of illness, and capitation.

Each method has its own strengths and limitations; no one is

a panacea; and each will impose significant challenges to

development and implementation.

My testimony today will focus on a fundamental building block

for restructuring physician payments; namely, on the advantages of

using an objective relative value scale (RVS) to guide physician

reimbursement. Though I will be speaking primarily about

fee-for-service reimbursement, I will also argue that such a RVS

would provide a critical input to reimbursement methods based on

capitation to the packaging of physician services.

Current charge-based relative value schedules for physician

services favor technologically intensive services over cognitive

or preventive ones. Economists argue that these "price

distortions" result from the absence of a reasonably-competitive

market for physician services. Many factors contribute to this

situation. Widespread insurance coverage, of which Medicare is an

important part, is one of these. Another is the fact that patients

usually lack adequate knowledge to judge their needs for medical

services or to evaluate the technical skills of their physicians.
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Furthermore, an individual whose medical condition is urgent or

life-threatening is hardly in a position to shop for the *best

buy.* Price competition for physician services is, and will

continue in the future, to be limited.

In the absence of a free market for physician services, charges

well may not provide socially desirable guides to physician-

reimbursement. Charge-based RVS's such as Medicare's CPR formula

or the widely pervasive California Relative Value Scale (CRVS)

institutionalize and perpetuate any distortions that exist. On

the other hand, an objective RVS could provided Tever--round"

for physician fees and help to create incentives for the

appropriate use of primary care and preventive services as well as

technologically intensive ones.

To explore possibilities for correcting charge-based relative

value schedules, we (Hsaio, W., Braun, P., Stason, W.) have

developed a method to measure the resource inputs required to

perform physician services. We call this a-Resource-Based Relative

Value Scale (RBVS). Our premis is that resource inputs into

physician services provide the fundamental measure of their

values. Primary emphasis in our model is to measure the physician

time required to perform the service and the complexity of the

service, as determined by the degree of clinical judgement,

technical skills, and physical and mental effort required. In

addition, practice overhead costs, inUTuding malpractice premiums,
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and the amortized opportunity costs of the additional training

required for some medical specialties are included.

Significant disparity exists when RBRVS values are compared

to current medical charges. Table 1 shows examples for selected

surgical subspecialties. Our basic finding is that the values of

surgical procedures relative to office visits are, at a minimum, 2

to 3 times higher when calculated on the basis of charges than

when calculated from resource inputs. We also found similar

disparities for diagnostic procedures such as colonoscopy and

bronchoscopy.

Even admitting the preliminary nature of our results, we are

confident of the general conclusion that significant physician

price distortion does exist in the favor of procedure-oriented

medical practices. This distortion argues strongly against

continuation of the CPR formula and against use of a charge-based

RVS under any method for reimbursing physicians.

Our current resource-based model should be refined to include

the effects of practice setting on overhead expenses and the

effects of substituting the time of technicians or other health

professionals for physician time in surgical or diagnostic

procedures as well as office practices.

In addition, many argue that the expected health benefits of

a given service should be taken into account. For example,
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coronary bypass surgery in a patient with severe angina and

three vessel disease might deserve a premium over the same type of

surgery in a patient with one vessel disease and mild angina

because of the stronger evidence that surgery is the treatment of

choice and because benefits in terms of prolongation of life and

relief of morbidity are likely to be greater. Valuation of health

benefits, however, is a complex matter, and techniques for

measuring effects of medical care on the quality of life are still

in their infancy. The subject is of considerable importance to

decisions- on the allocation of resources within medical care,

however, and should, in my view, be a high priority for future

research.

An important feature of all RVS's is that they determine the

value of one medical service relative to another, but do not

directly set prices. A conversion factor is used to translate

relative value units into dollars. Clinical decisions on relative

values are thereby made distinct from policy-relevant decisions.

A variety policy objectives can be met through the selection of

the conversion factor. Cost control is one such objective.

Varying the conversion factor to reward physicians with

demonstrably more severe case-mixes or those who achieve better

clinical outcomes are other possible objectives.

Development of a RBRVS should intimately involve physicians

in the selection of procedures and other services that typify
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each specialty and to ensure that the values derived accurately

reflect key variables such as the technical skills, clinical

judgement, effort, and time required to perform a procedure. The

relative values derived need to appear reasonable to physicians, if

they are to provide an acceptable standard for reimbursement.

The advantages of a RBRVS under the fee-for-service method of

reimbursing physicians are several. First, as state previously,

such a scale would help greatly to "level the ground" of physician

fees and create balanced incentives for the use of technologically

intensive procedures and primary care and preventive medical

services. A resource-based RVS also might well curb the current

tendency toward overuse of medical technologies. Second, a

resource-based RVS, in many ways, might be the easiest

reimbursement method to implement. The mechanism is already

in place to pay physicians by fee-for-service, and use of an

RVS would remove administrative burden of continuously updating

physician profiles as is done under the CPR method. Third,

continuation of the fee-for-service option under a RVS, perhaps as

one of several options, will allow Medicare recipients the same

freedom of choice of payment method as exists for other members of

society. This, in my opinion, is a significant equity issue.

Limitations of a RBRVS also need to be acknowledged. There

is no question that it will take time to develop a RBRVS that

will stand the test of scrutiny both by the medical profession and
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by society. Two years is a reasonable estimate. Temporizing

changes in the CPR formula could be used to control costs in the

meantime, if this were deemed necessary. A second limitation is

that, fee-for-service payment under a RBRVS does not directly

control utilization. Selection of a restrictive dollar conversion

factor would be one way to control costs. Alternatively, payment

by RVS could be coupled with a regional cap on physician

expenditures. This would act, in some respects, like a capitation

fee but at a regional, rather than on individual patients, level

and only for the physician component of medical costs. If properly

conceived, such a cap could serve as an incentive to physicians to

limit marginally necessary medical services, and hence be

cost-effective, as well as being an effective way to control costs.

The need for a RBRVS is not limited to the fee-for-service system

of reimbursement. Our RBRVS could also make an important

contribution to other methods of reimbursement, including

capitation. One of the major challenges to the capitation method

is to determine of appropriate capitation rates. This challenge

is particularly difficult in the elderly whose needs for medical

services is both high and highly variable from one individual to

another. Use of an RBRVS could have a favorable effect on

capitation rates both in terms of the physician fee component

itself and in terms of the incentives it might create for decreased

use of costly hospital services.



155

An RBRVS could also make important contributions to the various

packaging options, including physician DRG's, and to HMO's, PPO's,

and IPA's. For the packaging options, an RBRVS would provide an

objective basis for setting rates; for HMO's it would facilitate

establishment of physician salaries and work schedules; and for

PPO's and IPA's in would provide an objective basis for setting

relative reimbursement rates for the physicians who participate in

these organizations.

Finally, creation of an RBRVS would be an important building-block

in insuring a smooth transition from fee-for-service to other

methods of reimbursement, if these were deemed preferable for the

Medicare program. The method chosen for physician reimbursement

will have important implications for access and the quality of

services available to Medicare recipients. Prudence dictates that

we move carefully, and incrementally, toward an improved system

for phyrician reimbursement.
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Table 1

Comparison of Relative Values Calculated

from 1983 Medicare Charges and

Estimates from Resource Inputs

Initial Complete
Office Visit

Initial Intermediate
Hospital Visit

Appendectomy

Total Abdominal
Hysterectomy

Initial Complete
Office Visit

Initial Intermediate
Hospital Visit

Insertion of Pacemaker

Coronary Artery Bypass

Initial Comprehensive
Eye Exam

General Surgery

Char5e-Based'arges Ratio

$ 52 1.0

100

550

1.9

10.6

1,100 21.2

Cardiovascular Surgery

Charges Ratio

$ 80 1.0

110 1.4

1,060 13.3

3,000 37.5

Ophthalmology

Charges Ratio

50 1.0

Simple Extraction of Lens

Resource-Based

0.4 1.0

1.0 2.5

2.1 5.3

Value Ratio

0.5 1.0

1.6

7.5

3.2

15.0

Value Ratio

0.5 1.0

1.5 3.01,100 22.0
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STATEMENT .OF STANLEY S. WALLACK, PH.D., DIRECTOR,
HEALTH POLICY CENTER, HELLER GRADUATE SCHOOL, BRAN.
DEIS UNIVERSITY, WALTHAM, MA
Dr. WALLACK. I appreciate the opportunity, Senator Durenberger

and Senator Heinz, to speak. I would like to emphasize two points
today.

First, I think physician capitation is the preferred option in deal-
ing with the physician-related problems of today and the physician
marketplace of the future; but it is a very limited option, as we
currently conceive the traditional HMO.

The second point is that a physician capitation option, where you
would capitate only for part B services, has a lot of advantages
over traditional HMO's. First, you could have capitated plans in a
lot more areas of the country, particularly rural areas; second, the
Federal Government or the insurer would directly receive some of
the savings from the reductions in hospitalizations, which now go
to the traditional, HMO plan. Third, under a partial capitation
model, or what I call a physician plan, you don't put the benefici-
ary under the threat of a reduction in the quality of care occurring
in the future. And finally, from a long-run-care policy perspective,
the partial capitation the program provides a better balance be-
tween the managers of the Medicare Program, and providers, be-
cause you would share not only the risks with these plans but also
the policy control. I want to emphasize the last point.

The current HMO is too much like a black box for payers. You
don't know what is going on inside them. With shared policy or
shared risk arrangements, you would have a lot more control over
what is going to happen in capitated plans in the future.

The first point is why physician capitation makes sense. We have
heard today about the physician expenditure problem-intensity
and higher volume. These issues are addressed with a capitated ap-
proach since physicians have to deliver all the care for an individ-
ual efficiently.

Another advantage of a physician capitation approach is that it
forces providers to plan care for the enrolled population. As a
result, you find much less variation in utilization rates across the
country in HMO's, than in the fee-for-service system. We have, for
example a large variation between hospital days in Boston and
California with fee for service whereas in HMO's in these commu-
nities, variation is very minimal. HMO's, prepaid plans, or man-
aged plans by their very nature have to deal with treatment proto-
cols.

The third reason why a physician capitation model is more desir-
able-is that you can take advantage of the increased supply of

physicians, and in the future cost of physician care. If you move to
a ratesetting model, what are you going to do? You are going to
freeze in the existing system and rates, and you are going to have
to regulate them.

The final reason for wanting a capitated system is that it means
less administrative burden and cost at the Federal Government
level. All the other models you have heard about today lead to a lot

58-202 0 - 86 - 6
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of intervention and a lqt of administration. A capitated system
would not.

However, traditional capitated models are very limited in design
and there are some real problems with the current HMO's. The
physician capitation models, or partial capitation models, as I call
them, offer some alternatives or ways to improve on the existing
HMO models.

First, is the issue of price. The issue of prospective price it is
saying to the provider: "Be efficient." Now, you can go too far with
the prospective price, to the point of reducing quality; and that is
an issue we will have to address.

The second element of the capitation payment is insurance. You
ar syng ascll,"Care for the population, and you set up un-

derwriting factors as if they were caring for the whole population.
It Is very likely that the Medicare HMO Program, is not caring for
a representative population because it is a voluntary program for
providers and beneficiaries. The HMO enrollment, whether paid
for by private sector or the Medicare Program, does not have a rep-
resentative population. We have heard that today from the AARP
representatives. Because HMO's have relatively fewer sick individ-
uals, and more is beingpaid out under this insurance underwriting
program than under a fee-for-service environment. If we evaluated
the cost-effectiveness of existing TEFRA Program, we find we are
losing money 4s the numbers enrolled grows. That is, we would be
saving only 5 percent if HMO's enrolled a. representative popula-
tion. However, since they enroll a healthier population, total pro-
gram costs are probably higher.

What HCFA needs to do under a voluntary capitation program,
is to take on more of the insurance or risk. In a compulsory pro-
gram, like the DRG Program, you wouldn't worry from a budget
perspective about the adverse and the favorable selection; every-
body would be included. But under a voluntary program, it is a
real concern to have the Government give up the insurance func-
tion.

I think we need to move forward in building upon the strategy of
capitation. Besides, that is how I arrived at partial capitation.
What I really have in mind is the Federal Government maintain-
ing some insurance role in a voluntary system.

The other major problem is our traditional idea of an HMO. This
needs to change. There are other ways to conceive of capitations;
one that would allow the Federal Government to get the savings.
For example, with a physician capitation model there is a real po-
tential of HFCA receiving the savings from reduced hospitalization.

In the average HMO plan today, the plan derives the benefits. If
you were to start to capitate for physician services, the savings
would occur and you would share in them.

Let me now discuss with you two models that exist-I've talked
about physician capitation in theory, but there are two models that
Congress could adopt.

The first is the physician plan, where you capitate a group or
plan for part B services. They would then have some incentive or
some bonus arrangement with regard to reductions in hospitaliza-
tion. This model is being used all around the country in the private
sector. There are Blue Cross plans in Illinois, Colorado, and Massa-
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chusetts that are doing exactly this. They are going to the physi-
cian group and capitating them, asking them to operate as the
gatekeeper, and asking them to manage the system. The insurers
are getting some of the benefits from that reduced hospitalization.

Thus, eliminate the middleman and deal directly with the suppli-
er. If you want to get savings from the HMO strategy, the alterna-
tive is the physician group model.

The other model is the geographic model. The geographic model
-would include all beneficiaries who reside in the community and

decide to stay on in the fee-for-service plan. All those in other com-
petitive plans-the traditional HMO's, and the physician plans-
would be outside of the geographic area. You could set this up with
an insurance carrier or another party that is able to efficiently
manage care and pay bills,

Under part B of the plan, you could use, for example, the current
41 carriers that cover the United States. In fact, you could create a
national plan with these carriers and have them take a capitation
arrangement for all the part B services and as a prospective price
on budget, they would have an incentive to manage the physician
market place efficiently. This model, again, is not imagined by me;
it has actually existed to some extent in Texas since the beginning
of Medicaid.

The State of Texas has acted as an insuror and hires an insuree
to manage their whole State's Acute Care Medicaid Program on a
fee-for-service basis. The State maintains the policy control, they
pay a capitated rate, and the insuror is asked to manage the
system.

I have had the opportunity to evaluate that program and have
found the insurer to be very successful in controlling utilization.
The incentives of the system are very interesting and relevant to
the idea of sharing risks-Texas sets a per capita premium based
on what they think the cost is going to be; they give the carrier an
administrative rate, and they then set a risk corridor. In Texas
today the risk corridor is 9 percent. If the carrier goes below the
premium by running a more efficient program, the State gets 85
percent of the savings and the plan gets 15 percent of the savings.

That plan, as I said before, has been effective in reducing utiliza-
tion in the system.

What is also interesting about that plan is that it has been stable
for the last 20 years. It has been in existence since 1965. 1 believe
one of the reasons it is stable, Senators, is because the savings that
result are shared by the State. I must say, wouldn't it be unique if
the Federal Government ran a program whereby they could actual-
ly show savings? So often, when you establish your cost-contain-
ment programs, the savings are invisible. These would in fact be
visible savings. Because they are visible savings, and you are able
to monitor whether or not it is an efficient plan. I believe in the
long run a program like this would be more stable from abrupt
changes in policy.

[Dr. Wallack's written testimony follows:]
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University. I appreciate the opportunity to testify before the

Subcommittee on Health on physician payment reform. My major objectives

today are to identify the alternative physician capitation approaches that

the Federal government 'ould adopt, and to describe their likely

performance. However, before doing that, I will ,iscuss two points that

logically precede a discussion on the capitation alternatives.

First, capitation appears to be the physician payment reform best

suited to deal with the health care problems and environment of the future.

Second, viable physician capitation programs can vary widely in design

features. In deciding which capitation program(s) to pursue, the Federal

government must decide whether it wants to maintain control over key

policy parameters. If the Federal government wants to have policy control

over tIportant issues such as provider participation and payment rates

(ones over which it has no control with traditional HMO plans), it must

accept more of the financial risk. However, despite this, risk-sharing or

partial capitation systems, e.g. physician capitation, may provide a more

desirable long-run outcome. By reducing the risk to providers and the

incentive to underserve, a partially capitated system could yield greater

savings to the Federal government and not place the quality of health care

in jeopardy.

Designing a Physician Payment Plan that Fits the Future

As this Subcommittee knows all too well, physician expenditures

increased more than fourfold, from $1.8 billion to $7.8 billion, between

fiscal years 1970 and 1980. Efforts to control the rates of increase

began, including the fee freeze incorporated into the Deficient Reduction

Act of 1984. Physician expenditures, under Medicare, however, are stilt

expected to nearly double between fiscal years 1980 and 1985.
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these higher expenditures will be Increasingly -ttributed to the

greater intensity or to the quantity of physician services. The intensity

takes various forms, e.g. more surgeries, more consultation per hospital

stay, and longer visits. Higher physician costs per visit have been

attributed to unpackaging (billing for the various components of a visit)

and procedure inflation (billing the same services under a more complex,

expensive procedure.) Insarance protection plus the inability of consumers

to control the content of a physician visit have facilitated this rise in

intensity. With physician fee freezes and the reductions in the hospital

length of stay, physicians might respond by giving more care per visit or

by increasing the number of visits. The possibility of increased physician

serviceslin the future is compounded by the rapidly expanding physician

supply.

It is difficult to control the increase of physician services because

the appropriateness and/or necessity of care is often a question of medical

judgment. Because much of medicine remains an art, a variety of acceptable

medical ways to treat patients and problems are diagnosed differently by

competent physicians. The result-is widely varying Medicare expenditures

per beneficiary within and across geographic areas,

Any new physician payment system must address the "quantity" issue,

recognize the variation in physician practice patterns, and leverage the

increased supply of physicians. It also must be amenable to emerging major

cost containment strategies.

Figure 1 provides a framework for assessing alternative physician

reform strategies along two key dimensions: the unit of service and the

price setting mechanism. As one moves down the column under Unit of
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FIGURE I
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Service, increased "packaging" of physician services occurs, from the

current set of procedures to capitation. The higher the level of

"packaging" the better addressed is the quantity dimension. Across the top

of Figure 1 are the different ways physician prices could be established In

the market; the four approaches (provider determined, competitive bidding,

negotiation, and rate setting by payer) exhaust the alternatives. In a

market of increasing supply, rate setting could lead to higher than

necessary physician payments.

In Figure I I have identified the current physician system (procedure,

provider determined) and the alternatives most feasible with an "x". As

shown in Figure 1, I believe all the reform in physician payment system

rates will be likely payer determined, i.e. regulated rates, except those

that emerge under capitation.

Capitation is also to be the preferred unit of payment for achieving

cost effective car'. Payers are adopting two basic strategies in an effort

to assure an efficient health care system. First, they are seeking to make

beneficiaries and providers more cost-conscious by instituting

cost-sharing. For the beneficiary, this means copayments. For the

provider, prospective prices entail cost sharing, since with fixed prices

higher costs will yield lower net incomes.

The other cost containment efforts can be grouped under the heading of

managed care. Here, I am thinking of efforts such as prior authorization

for admission to a hospital, medical protocols, and programs that utilize

more efficient providers. Managed care efforts may, at times, complement

prospective fee-for-service pricing. For example, under the DRG payment

iystein, both hospitals and payers want to encourage early discharge to home
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be more attractive to a hospital provider than caring for the individual on

an outpatient basis, but more expensive to the payer. Also, if home care

agencies were paid a flat rate, would they be willing to take sicker

patients? If Medicare adopts prospective pricing for all major services,

it must recognize the need for greater patient management and control at

the interface of the different providers.

Capitation is the most attractive prospective unit of payment because

the incentive to manage care efficiently is incorporated into the payment.

The incentive under capitation is to provide all care efficiently, to

provide the care in the least costly setting, and to provide less, rather

than more care.

Medicare has recognized the advantages of capitation and, recently

encouraged Medicare beneficiaries to join HMOs, in turn, Medicare has

encouraged HMOs to serve the beneficiaries under the TEFRA legislation.

HMOs can be expected to reduce total hospital utililzation of Medicare

beneficiaries. -Moreover, the geographic differences in hospital use rates

are likely to be much closer in HMOs than in the fee-for-service markets.

Early evidence of this appeared in the Medicare HMO at-risk demonstration.

Two of the participating plans were the Kaiser Plan in Portland Oregon, and

the Fallon Community Health-Plan in Worcester, Massachusetts. Days of

hospital care per 1000 in 1983 were 1800 and 2000 respectively, while the

community rates under fee-for-service were 2900 and 4400 respectively.

I believe it is reasonable to enact a national capitation payment

system for physician services only since the number of Medicare

beneficiaries joining full-service lHMOs is not likely to exceed a few

million in the next ;4veral years. These capitated programs, (full-service
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national physician capitation systems would provide tile incentive to

control the rate of hospitalization throughout the country.

Physician capitation systems have three key advantages over

full-service capitation programs. First, a physician capitation program

requires a smaller enrollment to break even. This allows plans to prosper

in rural areas, small towns, and other less densely populated areas.

Secondly, Medicare would benefit financially from the reductions in

hospitalization. With traditional HMOs, most of the savings accrue to the

HMOs. Finally, physician capitation programs are less likely to lead to

underservice, since providers would not be at full risk for expensive care.

In summary, physician capitation programs could co-exist with

traditional HMOs and do not need to replace them. As we take steps to

expand capitation, it seems sensible to explore alternatives, particularly

ones that might result in a more preferred outcome In terms of the balance

between the cost and quality of health care.

Alternative Capitation Designs

In designing physician capitation systems, it is important to stress

what capitation is and is not. Let me begin with the definition of

capitation:

Capitation is a fixed per capita payment for a
defined set of benefits for a fixed period of time.

Using this definition, we can see that an entity receiving the payment

for physician services need not be a provider and need not be at total risk

or reward for the differences between payments and costs.

A capitation payment incorporates two features: prospectivity to insure
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effi il ent prodution and it,,zrance or ivtriging to 'over the variation in

costs. Traditional HlIOs have merged insurance and delivery. This,

however, need not hold for the future. Capitation pricing encourages the

entity receiving the payment to deliver care efficiently, and to manage,

plan, and budget the included services on a population basis. In addition

to delivering care, the capitated entity assumes the insurance functions.

Over the past few years, Insurers have earned to manage care. Thus, we

now have capitated systems in which an insurer receives the payment and

manages the care.

Because traditional capitation programs place the entity receiving the

payment at full risk, the establishment of a right or fair price is crucial

to the success of a capitation program. Also, prospective prices in

general, whether fee-for-service or capitation, have a significant built-in

incentive to underserve, since any reduction in costs yields higher

profits. The current concern with early discharges under the DRG hospital

payment system illustrates this problem.

As we explore capitation options, we need to consider how they impact

on our ability to: 1) establish a "fair" per capita price and 2) minimize

the incentives to underserve.

A "fair" price for the capitated entity and the payer would be one that

protected both parties from adverse or favorable selection and from the

"luck of the draw". These are serious problems under a capitation payment

system since the use of services among the elderly is highly skewed. For

Medicare, it has been shown that only 5 percent of the enrollees account

for over half the expenditures, and that the standard deviation of

expenditures is almost 3 times the mean.
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these large variations Lt expenditures to protect the payer and provider

from selection bias and the risk of enrolling a disproportionate number of

high-cost individuals. Also, a plan can protect itself from such risk

through higher numbers. The current AAPCC offers little protection. It

has been shown that the inclusion of health status as a variable in the

capitation or AAPCC payment formula would reduce the risk. Finally, some

sharing of the risk between the government and the plan could prevent

financial catastrophe. If this risk-sharing takes the form of partial

capitation as would be the case with a physician capitation system, the

incentive to underserve would be reduced.

In addition to deciding with whom to share and how much risk should ble

shared, Medicare needs to determine what its role will be in determining

eligibility, provider participation or exclusion, coverage and monitoring

for quality and access. Many of these poli,-ies are relinquished with

traditional HMOs. These plans can restrict the number of providers or

exclude particular providers, and they can establish criteria for receipt

of services as well as method of service delivery. Medicare need not

relinquish as much control over policies to capitated plan', but in

maintaining more controls, Medicare must be prepared to assume more of the

risk and cost.

The previous discussion defined the major issues that must be addressed

by payers in constructing a capitation program for physician services or,

preferably, all Part B services. Two payment alternatives emerge, in the

first, the capitated payment could go to either a provider or insurer for

their enrolled beneficiaries. A second option is to have the program

receive a per capita payment for all roiulents in the geographic area that
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individuals still receiving their care on a fee-for-service basis would

continue doing so, but the capitated entity would have an incentive"to

administer the program efficiently and .manage the care of the

beneficiaries.

These two alternatives are possible and perhaps moredesirable than

existing capitation arrangements, but they are not prevalent. Their

limited presence can be attributed to the minimal experience of most large

payers with capitation, Also, if HMOs achieve their savings and net

income from reduced hospitalization, it is unlikely that they would propose

physician capitation systems. Not surprisingly, therefore, the innovative

arrangements described below were initiated by Medicaid programs.

The Physician Capitation Alternative

A. Voluntary Enrollment in The Health Plan/Physician Group Capitation

To a limited extent, we already have health plan capitation as a result

of TEFRA. As specified in the final regulations, HMOs and Competitive

Medical Plans (CMPs) can receive 95 percent of the AAPCC for Medicare

enrollees, subject to the provisions of the law and regulations. Although

many HMOs are responding favorably, moving to a national capitation program

via this route may be very slow since HMOs still have less than 8 percent

of the total U.S. market.

To more rapidly implement a plan based capitation system, Medicare

could develop a capitation option for Part B services and include

bonuses/penalties for hospital utilization rates or expenditures that vary

from target levels. Since these capitated plans would entail less risk and

smaller capital outlays, the number of participating plans could

significantly increase.
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B services for each Medicare enrollee. This would be payment for all Part

B services and for total management of cases, including hospital

admissions, treatment and discharges. The costs of physician services,

referrals and outpatient tests would be assumed by the plan. HCFA would

pay all Part A treatment costs for those plan members properly referred,

Under such a system, beneficiary care would be managed, potentially

improving continuity of care, dollars would be saved without reducing the

quality of care or increasing beneficiary liability. The power of this

approach is derived from the physician's role as the gate-keeper to

specialists and hospital care.

If the bonus/penalty system for hospitalization is dramatic enough and

the Part B AAPCC payment covers the provision of outpatient hospital

services, Medicare hospital expenditures should be reduced. Furthermore,

much of the hospital savings would accrue directly to HCFA. That is,

unlike HMOs where the savings on hospital care accrue to the HMO,

capitation for Part B only would allow HCFA to retain most of the savings.

A potential shortcoming of the physician plan capitation alternative is

that it establishes incentives to underprovide, such as for referrals to

other physicians. Also, for small group practices, the personal financial

consequences to the physician of underproviding are stronger an4 more

direct. Unlike HMOs and CMPs, most group practices do not have

organizational mechanisms in place to monitor a colleague's behavior.

Monitoring access and quality, therefore, will be a critical federal

responsibility, which could be an expensive undertaking.

Medicare could gain insight into this ot)tion by evaluating the success

or failure that states havt had wit ;uch systems, ifter referred r) as
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Capitated Ambulatory Plan (CAP), closely resembles the Part B capitation

option described above.

1. Michigan's CAP Program

During the past dozen years, the Michigan Medicaid program has been

developing alternative delivery systems. Currently, over 40 percent of the

Medicaid eligibles in Wayne County, Michigan are enrolled in alternatives

to fee-for-service. In addition to the CAP program, individuals can opt

for a Primary Care Sponsor Program (physicians are paid a fee for managing

all the recipient's care) or an HMO. The CAP option is available to

practices that serve between 50 and 5,000 Medicaid clients.

The CAP receives a capitation payment for Medicaid services other than

inpatient hospital services. Hospitals are paid directly by the state at

the standard rates. The capitation payment was set, at least initially, at

100 percent of the community fee-for-service rate. Savings from reduced

hospital use are to be shared equally, but the CAP plan's share cannot

exceed 10 percent of the total capitation amount. The experience to date

with the CAP program is too limited to provide a full understanding of its

potential.

The small number of providers participating in the CAP program suggests

that those providers who are able to go at risk may prefer to establish an

HMO since they receive the net income from reduced hospitalization. While

we do not see payers establishing pysician capitation models, it is worth

noting that private insurance companies and HMO providers have established

networks of physician groups as the cornerstone (case managers) of their

capitated delivery systems. Often, these groups receive a per capita

payment for physician services.
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systems have promise and could ,develop alongside TEFRA authorized liMOs and

CMPs. But the likely preference for larger provider groups to assume

full-risk as well as the time it will take to develop eligible plans,

indicates that this model cannot become the national physician payment

program In the near future. It could, however, become popular with

physicians over the next few years if fees are kept under tight restraint.

B. Carrier Groups Capitation: The Geographic Alternative

In contrast with the group practice/health plan alternative, capitating

carriers for Part B services could be implemented nationally. Currently,

there are 41 private insurance carriers who use 225 geographic areas or

localities for establishing physician payments. These localities (or

states) could be used, and the current carriers given the first opportunity

to participate under a limited risk-sharing arrangement. A carrier-at-risk

system would provide a long-term strategy for containing Medicare's

fee-for-service costs and could co-exist with local capitated plans,

whether they be for Part B or for all Medicare covered services.

While there are two long-running intermediary-at-risk Medicaid programs

in existence, the Texas Purchased Health Program and the Redwood Health

Foundation in California, there are no programs limited to physician

services. Before describing the features of a carrier-at-risk system, it

is helpful to briefly review the experience of these two programs.

1. Texas' Purchased Health Services Program

The Texas carrier capitation program has been in operation since the

inception of the Texas Medicaid program in 1967. Currently, Texas'

Department of Human Services contracts with National Heritage Insurance

Company (NIC), a wholly-owned subsidiary of Electronic Data Services (EDS)



173

to pr,)vi1, ,ite cAre services. A six year coitriut was awarded in March,

1983, with rate negotiations to OCcut annually. NHIC has been the Medicaid

contractor since 1977, succeeding Blue Cross. NHIC receives a premium

payment per eligible person each month, based on two categories: AFDC and

Aged, Blind, and Disabled. The premium payment includes two components:

o pure premium, based on actuarial experience
o administrative charges, which are currently equal

to 5 percent of the pure premium.

The pure premium payment applies to all acute services, (laboratory,

radiology, physician, pediatric, optometric, ambulance and home health care

services). Long-term care, prescription drugs, and a few other minor

services are not included.

The State agency retains policy responsibility for establishing

eligibility and payment to providers. NHIC must pay providers according to

Medicare principles of reimbursement, a generous payment relative to many

other Medicaid programs. All physicians and hospitals that are certified

by Medicare may be Medicaid providers, as long as they agree to accept

assignment and comply with program requirements regarding medical necessity

reviews, retrospective auditing and recoupment.

In the 1983 contract, the State of Texas altered the risk- sharing

arrangement because the substantial profits made by NHIC under its 1977

contract were a source of contention. In the current contract, a "quota

share" insurance arrangement exists within a risk corridor. There is a 9

percent risk corridor surrounding the pure premium, with NHIC at risk for

15 percent and the state for 85 percent. Losses and gains are shared in

these proportions, making the maximum profit or loss for NHIC 1.35 percent

(9% of 15%). The state assumes all risk beyond the 9 percent corridor.
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premium paid to NHIC.

Even with the limited risk, NHIC has a strong incentive to contain per

capita expenses below the pure premium amount. A 1.35 percent maximum

profit or loss amounts to about $7 million on a $500 million dollar Texas

program. Because the fee-for-service payment rates are set by state

policy, NHIC must concentrate its cost cutting activities on the volume of

services. While the medical necessity review techniques pursued by NHIC

may not be "stale of the art" or all encompassing, NHIC has been a pioneer

in these areas and has implemented its reviews aggressively. Through a

reasoned, consistent approach, there is evidence that the program altered

the practice behavior of physicians treating Medicaid beneficiaries*

Despite this level of monitoring, however, there has been a substantial

increase in total expenditures and a shift in the types of services

provided to recipients. The higher Medicaid expenditures can be attributed

primarily to state policy decisions regarding payment methodologies and an

unwillingness to purse delivery system reconfigurations. NHIC has

responsibility for efficient management, including appropriate use; and in

this area, it appears that NHIC has performed well.

2. Redwood Health Foundations

A second example of carrier capitation is Redwood Health Foundation

(RHF), a joint venture of the Foundations for Medical Care of Sonoma,

Mendocino, and Lake Counties in California. RHF has contracted with the

State Department of Health since 1973 to pay all health care claims for all

public assistance beneficiaries in the three counties. Thus, in contrast

to NHIC, this carrier is responsible for long-term care as well as acute

care. It is similar to NHIC in that the recipient's choice of providers is

not restricted.
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determined in negotiations. The negotiated monthly premium/per beneficiary

varies by category of aid (the medically indigent are not part of this

arrangement) and covers the entire Medicaid benefit package as well as

out-of-area use. Providers are paid on a fee-for-service basis in which

the amounts are authorized by the Medi-Cal program.

Since RHF is at risk for costs above the premium, the Plan, which has

no resources to speak of, has transferred the risk to those physicians,

pharmacists, podiatrists, psychologists and physiotherapists that agree to

go "at-risk" for the losses and gains.

RHF's has utilization and quality control mechanisms, much like IPAs,

for both inetttutionhl review and provider review (by review committees

specific to that provider group). These provider or peer review groups

continually meet to establish norms. The utilization monitoring includes

individual claims review and provider profiling. Institutional review is

done by the local PSRO, whose funds were supplemented by RHF after 1981 to

assure full concurrent review.

State and private studies have shown that Medi-Cal costs per enrollee

for Redwood Health Foundation are below the state average and the average

per enrollee in comparable counties. The lower costs have been attributed

to lower use of expensive services, i.e. hospital days, outpatient hospital

visits, and emergency room visits. When compared to prepaid health plans

(PHPs) in the state, the costs of RHF are slightly higher. However, since

RHF does not have marketing costs, and consequently its administrative

costs are lower than PHPs, a higher percentage of RHF payments go to health

care services.
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The lower costs of the P1UPs may result from how the ;tate ;ets the

rates for PHPs and RHF. If the state wants to achieve even lower costs

with RHF, it has the opportunity to do so in their premium negotiations.

In view of RHF's lower risk and administrative costs, RHF may be able to

reach the PHP cost level by intensifying its utilization review, such as

preauthorization approval for hospital care, and by imposing sanctions on

physicians that are high utilizers. Left alone, RHF has little reason to

press for savings much below the negotiated capitation rate.

C. Lessons from the Geographic Carrier-at-Risk Systems

The first and most important lesson that can be derived from these

experiences is that carrier-at-risk capitation models can operate over a

long-period of time in a stable and efficient manner. Secondly, while

administrative costs are higher in this model than when the carrier is

acting only as bill payer, the additional costs are more than offset by

expenditure reductions resulting from more efficient claims auditing and

utilization review. Finally, even limited risk, in terms of a percentage

of premiums, can motivate cost consciousness by carriers. However, much

needs to be learned about how the level of risk affects the behavior of

such organizations.

The two major problems with this model as it currently exists are: the

limited mechanisms available to the carrier to achieve cost reductions and

the negotiation of a "fair" premium. Both NHIC and RHF operate efficient

and effective utilization control programs. While additional utilization

controls and review techniques are possible, other policies that could

reduce expenditures significantly, e.g. reimbursement and limits on

provider participation, are not available to them.
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Finally, having one carrier irvt an entire area places the entity in a

monopoly position. Texas' attempt to secure the best price was to have a

,'competitive bid for the contract. However, in the last round, only NHIC

applied. This- may reflect the previous politics surrounding the awarding

of the contract, or the advantages of an existing contractor. In this

regard, it is important to note that there were six bidders for the

contract to become the Administrator of Arizona's AHCCCS system. The Texas

situation, then, may reflect circumstances peculiar to it and may not

necessarily predict what would happen with a national competitive bidding

process. Moreover, there are only a few places in the country where

carriers can benefit from developing the capability to go at risk for

Medicare or Medicaid utilization. If Medicare were to implement a national

carrier-at-risk program, it is likely that many large insurers and other

entities would develop the capability to compete for the business.

A Carrier-At-Risk Physician Payment System

While there is no existing model for a geographic-based system in which

a carrier is at risk only for physician and other ambulatory services, the

Texas and Redwood experiences suggest that such a system is possible.

Furthermore, it could be adapted to the existing Medicare program, making

it a national program. Figure 2 below describes one prototype system.

Medicare would benefit under a carrier-at-risk system by making Part B

costs more predictable and controllable. This is especially important in

view of the intensifying pressures to deliver care outside the hospital.

Because of the large enrollments, the risk premium would not be based on

the potential adverse selection. Rather, it would provide the carrier

with an incentive to be aggressive in performing medical reviews. Because
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FIGURE 2

A Carrier-At-Risk Alternative
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the carrier-at-risk would not be a direct provider of care and would only

receive a proportion of the savings from reduced utilization,

undertreatment should not be a major problem.

With risk corridors and limited risk-sharing arrangements within those

corridors, most carriers should be willing to participate. However, even

with a 2 percent n aximum risk exposure, this adds up to an estimated two

hundred million dollars nationally. It seems reasonable to assume that

this level of risk could be supported by the existing 41 carriers.

Finally, over time, as more efficient and innovative carriers emerge,

competitive bidding could be introduced. This should bring about a

convergence in fee-for-service utilization rates around the country.

While claims and utilization review could yield substantial cost

savings, they fall short of achieving maximum cost saving in-both the

short and long-run. The carriers-at-risk could be charged with developing

innovative programs, such as ones which have efficient providers

delivering a higher proportion of care. Medicare would maintain veto

authority over such arrangements and beneficiaries would have to find the

arrangements attractive enough to voluntarily choose them. Also, Medicare

would continue to support the development of competitive, prepaid plans,

having direct responsibility for their approval and monitoring.

Conclusions

The continued growth in the volume and intensity of physician services

means that cost containment efforts must focus on the quantity as well as

the price of physician services. Capitating physicians groups or health

plans for physician services is an appealing alternative. While this

capitated plan could not be implemented as a national program it may be a

preferred long-run alternative to a traditional HMO. Physician capitation
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programs could, , r timo, develop In more areas and do !iot erlbody ais

strong an Incentive to undertreat.

A carrier-at-risk capitation system for physician services could be

implemented nationally. Such a system would complement Medicare's HMO

strategy, by providing an incentive to control utilization in the

fee-for-serviee market. This system also would allow Medicare to

continue benefit from its ability to hold down per case hospital payments.

Finally, if incentives to reduce hospital use rates were effective,

Medicare would garner a larger portion of the savings from the reduced

rates.

Both of these physician capitation options will enhance the choices

available to Medicaid beneficiaries. By making the fee-for-service system

more price competitive with prepaid plans and by increasing the

availability of prepaid plans in small towns and rural areas, a national

capitation or voucher system becomes more feasible.

In addition to offering more choices, physician capitation

alternatives may turn out to be the most attractive capitation programs

for payers in the long-run. Because the cost savings of reduced

hospitalization accrue to the government, these programs could result in

lower government expenditures under Medicare. Moreover, because the

government shares the risk and rewards in both the physician plans, there

is less of an incentive for providers to uuderserve and for the government

to squeeze down on the rates. By not relinquishing its role as the

ultimate insurer, the government would maintain its control over major

Medicare policies. However, efficient care still would result since the

plans have a strong incentive to manage care under a per capita payment

program.
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Insert Pages 160 to 180 here
Senator DURENBERGER. All right, thank you all very much.
Let me start with a general question that probably takes off

where Dr. Wallack left us, looking at the issue in terms of the pri-
orities of policy movement on the part of the Federal Government.

It strikes me as I listen to the testimony today that the first
issue we may have to resolve is whether we can wait on capitation
or start moving toward some kind of a capitated system, and on a
parallel track to professional, medical professional, reimbursement
reform. Is that possible? And, if so, how do we lay each of those
tracks? Or is it a matter of saying, "Don't even bother having the
Federal Government try to get into the reimbursement reform
business; leave that to the health plan marketplace. There are all
kinds of experts out there that know better than we how to buy
services from providers. And when you are buying a service in
Rugby, ND, or in Boston, MA, you buy differently. And even the
kinds of professionals, even though they may have a certain sub-
specialty behind their names, they practice somewhat differently in
the Rugby area from the way they might practice in Boston; so
why try to go through either the elaborate resource-based approach
to all of these specialties or the consensus-based approach to it.
Why don't we just let the health plan folks out-there that are going
to buy these services in the long run-why don't we let them
design the payment mechanisms?"

One answer may be, "Gee, we've gone to all of this effort, fi-
nanced by HCFA and all this sort of thing, to develop all these
wonderful opinions. We ought to use those opinions in some way."

So, maybe what I need first from each of you is your recommen-
dation as to whether or not we ought to wait, in effect, put our con-
centration on buying services from capitated plans of one kind or
another, and then we will just get into the debate here with Dr.
Wallack on geographic entities and how you define a group buyer.
It doesn't have to be an HMO, it doesn't have to be a PPO; it could
be the Mayo Clinic-you know, whatever it is. Then we will just
spend our time trying to define the buyer that qualifies for our
system.

Can I get just a brief reaction, starting with Janet, as to where
you think we ought to be starting in this process?

Dr. MITCHELL. Well, my personal preference, as I put in my writ-
ten testimony, is for capitation. And I think that is a preference
probably shared by many. My concern is that we are not ready yet
under Medicare to go there, and what should we do in the short
run?This morning Dr. Desmarais pointed out that, since inpatient
services only account for 60 percent of Medicare part B, why
bother with an approach like physician DRG's that just deals with
the inpatient side? I personally think that 60 percent is a very big
number and not one that should be ignored. Plus, you could com-
bine a packaging approach like physician DRG's with one of the
relative-value scales that Drs. Stason and Egdahl have discussed, to
deal with the ambulatory side, until we are ready to move as a pro-
gram to capitation.

Senator DURENBERGER. All right.
Dick.
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Dr. EGDAHL. There is considerable uncertainty about the time-
frame for capitation. As I said, I think it may be slower than we
think. The primary care gatekeeper concept that Stan Wallack
mentioned is potentially a good one, but we need to get experience
first. Because the elderly population is the one most subject to
under care, especially if the primary care gatekeeper is too parsi-
monious in his use of specialists and hospitalization. And I think
we need to get instruments to evaluate that before we are safe in
moving completely to capitation methods.

Meanwhile, if it does take considerable time, the obvious geo-
graphic disparities and some of the excessive fees simply are going
to have to be dealt with. That is why we are encouraged by what
Caterpillar Tractor Co. is doing. They seem to have done this with-
out all of the tedious processes that we were going through with
our consensus method.

Senator DURENBERGER. All right. Bill.
Dr. STASON. I too believe that capitation is one model that we

should actively encourage for the Medicare recipients, even in the
short run. It should be the only model that we are aiming for, how-
ever.

We should also retain the fee-for-service. I believe that we could
in the short run, if necessary, develop a way of modifying the cur-
rent distorted incentives within the fee-for-service market. -

Moreover, I think that the option of a regional cap on physician
expenditure-which is not that different from what Stan sug-
gests-is something that we ought to consider very seriously.

Senator DURENBERGER. Stan.
Dr. WALLACK. I was suggesting that you could begin a national

capitation program tomorrow, if you wanted to use existing carri-
ers, and give them an incentive to run an efficient system, and at
the same time, maintain the fee-for-service system. I couldn't agree
more with Bill that you want to have more than capitation as an'
option. But, you are only going to have a fee-for-service option in
the long run if the system is managed. Since insurance companies
have learned how to manage the system, I believe we can have
competition between fee-for-service and capitated plans.

We developed the idea of an HMO when we didn't know how to
manage care; we had to put the delivery system and the insurance
system together. We now have insurance companies all over the
country that are learning how to manage utilization.

What I am suggesting is, that we have to think broadly about
capitation. Under capitation, some entity is taking the financial
risk on a per-capita basis. Don't get stuck in the idea of a tradition-
al HMO; but think of capitation from your point, that is, as a
payer, what would you like the system to look like. You could have
insurors or another entity, manage the system and create the sav-

n the long run, you have got to have a fee-for-service system

competing with a series of HMO's, CMP's, and hopefully, physician
plans.

I personally believe that this geographic model-can eventually,
through utilization controls and management, effectively reduce
costs so as to be competitive with HMO's. If so, this would result in
a real choice in the long run for Medicare beneficiaries.
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So, I believe if we think broadly about the concept of capitation,
we can start to think about covering the country a lot faster.

I do think the model of a physician group is an exciting option
for rural areas. I think the only way physicians can prosper in
rural areas is by letting them receive capitation rates. Otherwise,
they have to inappropriately hospitalize their patients. If we can
develop flexible models, ones that can prosper in rural areas, we
can expand the concept.

However, one of the problems with physician capitation, is that
most plans probably will not prefer it because they make their
money from reductions in hospital days. But you are not making
any money, in fact, you are probably losing money under the
TEFRA Program. And I think you are going to have to face this
from a policy control perspective.

This is a key time for you to make decisions. We don't have to
encourage groups to become HMO's anymore; the interest is there.
And, they all want to do it their way. I think it is very important
now that we set the HMO policy, from the payers perspective.
What is the best model? How do we want to set the risk-sharing?

I think capitation happns very fast, because we no longer have
the supply constraints. In Minnesota, where there is one 6f our
social HMO projects, and in other localities such as the one men-
tioned in Florida, beneficiaries face no co-pays. That is happening
because HMO's can be efficient, they also are getting healthier
people.

So, the competition is possible. I think we have to direct it in
order to get w at we want, and not let ourselves just be driven by
the provider system.

Senator DURENBERGER. John. -
Senator HEINZ. Mr. Chairman, thank you very much. First let

me commend you on holding this hearing. This is an area that I
know you and many of us have substantial interest in, trying to
sort out the options to see if there is indeed a better way to reim-
burse physicians for both the Government and the beneficiary than
the present cost-based system.

I am sorry I missed Dr. Desmarais' and Vita Ostrander's testimo-
ny; I was down at the White House for a meeting involving a sub-
ject near and dear to your heart, Mr. Chairman, the steel industry
and the implementation of the program to followthrough on the
President's commitment on voluntary steel import restraint. The
program is alive. It is apparently in intensive care. [Laughter.]

And we look for its recovery.
-I do have some questions, both for Dr. Desmarais and Vita Os-

trander, who I see are still out in the audience. I ask unanimous
consent to submit these questions for the record for their re-
sponses.

Senator DURENBERGER. They will be made part of the record, and
I assume they will respond.

Senator HEINZ. I thank you.
It is also good to see Janet Mitchell here, who testified before the

Special Committee on Aging about a year or so ago.
Dr. Mitchell, you will recall that hearing; it was on Medicare

physician payment options.
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To the best of my recollection, you, at that hearing. testified in
favor of a program to be tested implementing a DRG Program for
physicians. Is my recollection right9 If' it is right. judging trom
what I gather you said, have you changed your mind in tern of
going ahead with a demonstration program of some ' years, as you
suggested?

Dr. MITCHELL. No, Senator, I haven't, and you certainly do have
a remarkable memory.

Senator HEINZ. I have a good staff, too
Dr. MITCHELL. Yes, I did recommend that a demonstration be

conducted. I would still recommend such a demonstration be con-
ducted. There are, however, a couple of problems with conducting a
demonstration. The first is that physician participation in the dem-
onstration would have to be mandatory at the market-area level,
and it is my understanding that HCFA does not feel it can do this
without a clear directive from Congress, from you. So, that is a
major problem, and I think a voluntary demonstration is worthless,

The second problem that we talked about last time is that a dem-
onstration would take up to 5 years before we got definitive results
on the impact of physician DRG's on utilization, quality, access, et
cetera.

I think at this point in time I would prefer to see that we do
something-whether it is physician DRG's or fee schedules-rather
than continue with the fee freeze for anotl'er 5 years.

Senator HEINZ. I don't know that anyone has proposed a 5-year
fee freeze, but Senator Durenberger'' reoinds me that Gramm-
Rudman might prodt~e such a result.

So, maybe I should rethink my assumptions.
I was reading the Washington Post this morning, though. and I

wasn't sure that it was going to prevail.
On the merits of DRG's for physicians, how can we be assured

that physician DRG's aren't going to creat incentives to underserve
patients? What I get worried about-you have got a hospital DRG
and a physician DRG. We are learning some very disconcerting
things about hospital DRG's, where there is clearly an incentive to
underserve, particularly the older, least healthy Medicare benefici-
aries. What happens if we get a physician DRG/hospital DRG
alignment where the two of them end up together in falling victim
to incentives to skimp on medical care, in effect removing what we
now believe to be, or what we hope to be, a very important quality-
assurance mechanism, namely the doctor and his or her oath to
render professional medical care?

Dr. MITCHELL Well, I agree that the skimping incentives inher-
ent in the Prospective Payment System are a very real concern;
but I find it disconcerting that we would expect to offset those
skimping incentives by allowing physicians .to, i. fee-for-service, I-
don't think that the way to ensure quality 0f cai6 in the hosiital
setting is to have physicians act as a watchdog on the hospital.

In other industries, generally, the people involved in producing
the product-in this case, the hospital admissions-work together'
under shared incentives.

I think we also need to keep in mind that, with declining adqi#*
sions and with increased physician supply, both hospitals an 'p,
sicians will have to compete for patients. And since they can'
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that based on price with a fixed DRG rate, they would have to do
so-on quality. But I agree, that is not a complete answer.I Senator HEINZ. In my State of Pennsylvania, the biggest prob-
lems we have with the DRG hospital payment system is where
there is the least competition; it is in the more rural, less metropol-
itan areas. And there is a lot of America that is so served, where
competition as we would define it really is not practical; it doesn't
exist.

Let me ask Dr. Wallack a question. One of the problems that you
mentioned with the current AAPC payment for HMO risk con-
tracts is that it doesn't take into account the health status of the
enrollees. What can be done to include a valid measure of health
status?

Dr. WALLACK. I think a number of things can be done. At the
Health Policy Center, which is one of the major HCFA policy cen-
ters, we are working on issues of how to revise the AAPCC. There
are alternatives for incorporating health status. First, we can try
prior utilization. -

I think, you want to identify not just utilizers, but the chronical-
ly ill people. Those are the people who are likely to cost more
money over time, since chronic illnesses persist in the future. You
can identify those people through their prior utilization using the
diagnosis. That is one alternative. Another alternative is disability
or level of functioning. We have worked with this measure and
have made some suggestions to HCFA. I hope there will be some
changes in the AAPCC, because without health status adjustment
HCFA will be over paying. It is an important adjustment, however,
I doubt we will ever be able to have a perfect health status adjust-
ment. And that is why, to some extent, we must explore partial
capitation. In summary, I think we can make real improvements.

Senator HEINZ. Dr. Stason, you talked about a relative value
scale that could be used with a capitation system for Medicare.
Could you elaborate on that?

Dr. STASON. Yes. As you know, one of the chief arguments
against continuation of the fee-for-service system is that it offers no
inherent constraint on utilization. If one is going to control costs as
a major objective, control of utilization is probably even more im-
portant than the control of the fee for any given service.

It seems to me that a regional cap would be a way of spreading
the risk, over high-risk and lower-risk elderly people, and hence be
a much more equitable way of assuring predictable costs than a
capitation fee based upon individual assessments.

Senator HEINZ. Could you elaborate on the way the resource-base
affects the relative-value scale?

" Dr. STASON. Our work with a resource-based relative-value scale
has shown that significant disparity exists between relative values
calculatefd'on the basis of current charges and those calculated
from resource inputs-in the direction of favoring surgical and di-
agnostic procedures over cognitive and preventive medical services
by a factor of three or more.

By implementing a resource-based relative-value scale as the
basis for physician reimbursement, we would balance or at least,
take a major step toward balancing incentives for the use of medi-
cal procedures and medical technologies and primary care and pre-
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ventive services. Control of the current excessive use of medical
technologies would be one objective.

Senator HEINZ. One last question, and this one is for Dr. Egdahl.
Dr. Egdahl, I gather you testified about the drawbacks of several

different payment systems, including a fee schedule developed from
a consensus process. Would you reiterate for me the characteristics
of a desired system from your perspective, one that you would like?

Dr. EGDAHL. Well, we were attempting and were on our way to
developing such a system, which was to take the current disparities
and come up with a schedule that a group of surgeons and inter-
nists would say is fair, that doesn't deny access to anybody, that
eliminates some of the excessive fees, and eliminates the geograph-
ic disparities that do result in problems.

We started along the line, but clearly this seemed to be some.
thing that would take several years. What we came across with
Caterpillar Tractor Co., to my knowledge, is unique. There is an in-
dividual who for several years has been doing informally with
panels of doctors, what we were doing formally, and has come up
with a set of fees that has accomplished both the geographic as
well as the excessive fee changes I talked about, and ensured-be-
cause that was his principal function-access for all of the employ-
ees of the company and their retirees to high quality specialists
and generalists, while preserving good relationships with the physi-
cians in the areas that he worked.

Senator HEINZ. I have two other questions for you, but in the in-
terest of time I am going to ask unanimous consent that the chair-
man submit them to you for answers in writing, if we may, Mr.
Chairman. I know you have a lot of witnesses. This is, however, an
absolutely vital as well as fascinating subject. And as with most
medical issues, the deeper you get, the deeper the hole, You
wonder where the discussion will end. But it is a very good panel
you have brought to us, and I know you have two other good
panels.

Senator DURENBERGER. Thank you very much, not only for those
comments but for being here to share those insightful questions.

We have a set of detailed questions some of which are from John
and some of which are from Bob Dole, some from me and some
from Max, and I think Bill Bradley wanted to ask some questions,
too, and there may be others, to try to compare the approach of
each of you experts and to make the record complete on transition.
We will ask you those questions to get some precise answers that
we can compare, and we will ask you all of those questions for the
record.

But I have one question that I sort of started to ask when Vita
was up here, and that deals with, again, the cart and the horse
kind of thing.

As we approach the issue of physician reimbursement, should we
also not be thinking about laying another track in terms of benefit
restructuring or restructuring the overall approach to the package
of services that we are encouraging the elderly, the disabled, the
chronically ill, whoever, to buy as part of Medicare coverage? Or is
that an issue that we can just put to the side-don't even .worry
about it. If you want to do some benefit restructuring of one kind
or another, do it or don't do it. Does this really have nothing to do
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with the issue of physician or other professional medical reim-
bursement? I would like each of your views, if you can, on the pos-
sible relationship between those two.

Janet.
Dr. MITCHELL. Senator, could you clarify the kind of benefit re-

structuring that you might have in mind? Because obviously the
kind of restructuring would influence its implications for physician
reimbursement.

Senator DURENBERGER. Well, I was going to leave that to your
imagination. I mean, I could start with something, you know, as
drastic as I suggested to Vita in my question of her-combining
part A ana part B, just pulling it all together. Or, if you had a cat-
astrophic in place.

A lot of these questions deal with the fact that we keep leaving
out of this equation here the consumer and the way that consum-
ers make decisions. We are sitting here talking as though we are
setting up x-dollars for this service and x-dollars for that service,
and that is all there is to it. The reality is that there are a whole
set of consumers out there that, when they look at this system,
they are the ones that interface with the doctors, and they are the
ones that interface with the system in one way or another. And so,
what they are willing to buy and how they are willing to make
that buy, does have something to. do with the way we as the payor
decide to -r :cture our payment schedule, or it may. When we are
dealing here with the buying of a doctor or the paying of a doctor,
if there isn't anything like that, putting in preventive benefits orputting in catastrophic and making us pay for catastrophic out of
copays, what should we do? That is when I am talking "restructur-
ing." Those are just some of those kinds of things you can talk
about in terms of restructuring the benefits.

Dr. MITCHELL. All right. I would like to focus in particular on
your suggestion of combining part A and part B, because I think
that that distinction is an arbitrary one and it has grown more ar-
bitrary over time, especially under Prospective Payment when phy-
sicians' services formerly billed through the hospital have not been
forced outside the hospital.

From an efficiency standpoint, it makes far more sense to com-
bine parts A and B, (which would happen under most capitation ar-
rangements) and allow some gatekeeper to decide on the proper
mix of hospital and physician services.

But I would like to point out one physician reimbursement
reform that would fit in with a redefinition of part A and B, and
that is those physician services provided in the hospital setting
over which the beneficiary has no control-and those are patholo-
gists, radiologists, and anesthesiologists. These are physicians that
are called in at the request of the attending physician to provide
services to the patient, but which the patient must then pay for
under standard part B arrangements.

Anesthesiologists, for example, are clearly necessary for the per-
formance of most operations. Iam sure all Medicare patients would
want to have an anesthesiologist, but they aren't given the choice
of which anesthesiologist they would like.

Senator DURENBERGER. Could I stop you right there, Janet? I
think I am getting an answer to my question with regard to that,
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but at that point I need to ask you another question, and maybe
the other three can respond to-nidt one as we get to them: Why
don't we just expand the hospital DRG to include all of those
people that we talked about?

Dr. MITCHELL. That is exactly what I would recommend, Senator,
Senator DURENBERGER. All right. Great. And then we will deal

with all these other things on the other kinds of physician services.
Dr. MITCHELL. Yes.
Senator DURENBERGER. Would you say, pay the hospital? I mean,

just incorporate it into the hospital DRG, and give the check to the
hospital?

Dr. MITCHELL. For those particular specialties?
Senator DURENBERGER. Yes.
Dr. MITCHELL. Absolutely. And I would just like to point out that

anesthesiologists, for example, have one of the lowest assignment
rates and the lowest Medicare physician participation rates, as well
as the highest income. So, bundling that particular specialty in
with the DRG rate would have obvious implications for reduced
beneficiary liability.

Senator DURENBERGER. Then, if we let Barney and all the other
people who do our buying for us out there get at those anesthesiol-
ogy rates and all that sort of thing through a DRG, we might get
some efficiency into the system.

Dr. MITCHELL. And definite savings for beneficiaries.
Senator DURENBERGER. I don't know what the order here is, but,

Dick, are you next in the way we do this?
Dr. EGDAHL. Yes. Just commenting on Jan's suggestion, I am not

sure there is a continuum from anesthesiologists and pathologists,
(many with outside offices) to other kinds of private practices.
Unless there is an organized group practice that can negotiate as a
corporate unit with the hospital to divide physician fee moneys, I
see many problems and strife with a capitation system.

As far as benefit restructing is concerned, I think the biggest
problem for the future is the continuum-from acute care to long-
term care to home care-that the current design does not deal with
as a whole.

Industry is also now concerned about costs, as is Government.
Previously, industry has been cost shifted to by everybody. This sit-
uation is becoming intolerable to them, and unless Government
and industry work together, progressively greater numbers of both
elderly as well as poor people who aren't elderly will slip between
the cracks.

So I think one has got to view home care, long-term care, and
acute care as a continuum, especially with the elderly. We can no
longer look only at acute hospital care, because so many of these-
problems are chronic, and you sometimes convert a situation into
acute care that doesn't have to be because there is no coverage for
home care.

Senator DURENBERGER. Before you leave, do you want to intro-
duce the mayor of Morton, IL?

Dr. EGDAHL. Dr. Hertenstein? Right here.
Senator DURENBERGER. Great.
Bill, I guess you are next here.
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Dr. STASON. I would agree wholeheartedly with Janet, that there
would be real advantages to folding reimbursement for pathologists
and anesthesiologists into part A. Radiologists, some of whom who
are hospital based and others office based, would be more problem-
atic. You might have to have a double standard for radiologists, de-
pending upon their primary practice location.

The changes in the medicare benefit package that I am most con-
cerned about relate to the long-term care spectrum. Most impor-
tant, we need to develop options, and create incentives, for use of
the more cost-effective long-term care alternatives. Home care sup-
port, foster homes, and respite care are among these.

Catastrophic insurance should certainly be an element in any
reform of the Medicare package.

And, finally, as I said before, I am very much in favor of empha-
sizing benefits that will move care to the outpatient setting and
favor the judicious use of primary care and preventive medical
services.

Senator DURENBERGER. You still haven't answered the question,
which is: Are there any restructuring issues that it would be help-
ful to decide before we put packages out there to reimburse physi-
cians-either capitated packages or something else? And I guess I
am getting the impression that, so far at least, that, no, we can go
ahead with this changing the payment system, and you can re-
structure your benefit package, and there are some good restruc-
turings out there.

I come to this principally by watching the outpatient surgery
thing. Everybody says, "Let's get it done in the most efficient
place." So, there are 150 already on line, and there might be an-
other 1,000 behind them, and we are sitting here talking about
changing the facilities payment and then maybe we will get to
changing the doctor payments, and all that sort of thing. And the
poor folks out there don't really know what it is they are buying.

But that just suggests to me that there is an element in here. I
mean, a lot of these entrepreneurs, if you will, in the facilities-
based delivery systems are doctors, and they are people who used
to work in little boxes inside a big box called a hospital, and they
found out that the hospital was ripping them off to subsidize some-
body else, in fact, so they went outside to compete. And they are
making a lot of money. Or, we catch them making money, and we
rachet them way down, and we take all the incentives away from
them.

So, I ask this question because it seems to me that when we talk
about physicians, we are dealing with the key element in this
whole delivery system. These are the people that know best how to
deliver care. And whether they deliver it in a hospital or in an out-
patient setting or at home, or wherever, these are the folks that
know what they are doing, and maybe we are getting in the way of
their doing it more efficiently by this limited package of benefits
that we are offering to people and we ought to restructure that
before we move in the direction. I don't know this to be the case,
but that is the question I am asking.

Stan.
Dr. WALLACK. I think we have all answered the question by look-

ing at cutting costs in different ways. I think there are three ele-
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ments that have been addressed; one is the administrative side.
Clearly, with the DRG system and paying flat national rates, it
makes sense to put the carrier and intermediary concepts together.
The program will run more efficiently, and the beneficiary would
benefit from one administrator.

You then have the issue of pricing, and today I have said I think
a capitation payment around physician services is peferable, be-
cause they are the gatekeeper.

The third issue is benefits. Clearly benefits cost money. I would
support catastrophic benefits expansion. I think the notion of the
break between chronic and acute care is one that can be dealt
with. I don't think you have to go all the way to unlimited long.
term care. A very small percentage-approximately 10 percent of
the elderly consume 90 percent of the long-term care.

Senator DURENBERGER, And we are shoving them into the State
Medicaid systems, though.

Dr. WALLACK. Yes. We can talk about innovative, public or pri-
vate solutions for that; but there are chronic care needs as opposed
to long-term care. Medicare should be a program for the older
people; it should have a set of chronic-care benefits that make
more sense for this age group.

Senator DURENBERGER. Right.
Dr. WALLACK. So, I greatly support that. Now, whether you can

do that, I don't know; it costs money, as I said, but It makes a lot
more sense.

But, as you know, we are getting these kinds of innovations
within HMO's. They are attracting people not only through lower
price, but also through more benefits, particularly options like
drugs.

Coming back to the geographic model, I would view a model like
that as potentially expanding benefits as well. It seems to me,
under this idea of a geographic cap or regional cap, you have the
traditional Medicare Program, but then you also say it isn't a very
good program, because it has some problems. Why don't we have
options that make it attractive for people to use certain physicians,
such as the PPO concept? Why don't we have other incentives that
make it attractive for people to move into a case management
system and have some benefit increases if they move into one, such
as drugs, and home health care?

So, I see the potential, with an intermediate-at-risk, or carrier-at-
risk system, of expanding the benefits. I think it would be cost-ef-
fective, because there are a lot of savings possible. Finally, you
would be making Medicare a better program while still maintain-
ing the fee-for-service system and freedom of choice.

Senator DURENBERGER. Well, I am glad we touched on this issue,
because, again, everybody in this room is trying to think positively
about how to do this better for the benefit of the elderly and the
disabled, and I think it is good to keep it in the larger context.

As I indicated earlier, there are a series of questions that we are
going to ask you all to respond to, and I hope you will do it fairly.
quickly, because I am going to explain to the staff that I would
hope we could get out some kind of a print on this hearing as soon
as possible, just to stimulate more discussion and more input across

U



the country into- this issue, so that,- -hopefully, it might --be some-
'thing we can deal with substantively in the coming year.

So, you have our gratitude for the work you have put in so far
and our anticipation of our being grateful for your future work.

Thank you very much.
Our next panel, our last panel, consists of Dr. Jim Davis, speaker

of the American Medical Association House of Delegates from
Durhamf NC; Dr. David Utz, FACS, professor of urology, Ma o
Clinic and Mayo Medical School at Rochester, MN, on behalf of the
American College of Surgeons; Dr. Tom Connally, the chairman of
the Governmental Affairs Activities for the American Society of In-
ternal Medicine; Dr. Edith Irby Jones, the president of the Nation-
al Medical Association of Houston, TX.

I read off four names and eight people appeared-no, seven. We
welcome you all. Joe, good to see you back again.

You now know the procedure, and you know some of the trends
that we are looking for. Your full statements, which are all excel.
lent statements-I looked at them last night--will be made part of
the record, and you may proceed now to summarize those state-
ments. We will begin in the order of introduction with Dr. Davis
first.

STATEMENT OF JAMES E. DAVIS, M.D., SPEAKER OF THE HOUSE
OF DELEGATES, AMERICAN MEDICAL ASSOCIATION, DURHAM,
NC, ACCOMPANIED BY: HARRY PETERSON, DIRECTOR OF THE
AMA DIVISION OF LEGISLATIVE ACTIVITIES
Dr. DAVIS. Thank you, Mr, Chairman.
My name is James E. Davis, M.D. I am a physician in the prac-

tice of general surgery in Durham, NC. I also serve as speaker of
the house of delegates of the American Medical Association. Ac-
companying me today is Harry Peterson, director of the AMA's di-
vision of legislative activities.

Mr. Chairman, physicians in this country have continued to pro-
vide high quality services to Medicare beneficiaries and the rest of
the population, even in the face of the current Medicare fee and
reimbursement freeze, and rapidly rising expenses in professional
liability insurance and other practice costs.

The AMA continues to urge physicians to consider each patient's
financial needs when setting charges and to accept Medicare as-
signmefit, reduced fees, or charge no fee at all in financial hardship
cases. This has been beneficial to Medicare beneficiaries, and the
assignment rate, as you have heard, has continued to climb. By last
sUmmer, it was over 69 percent of all Medicare claims accepted
under assignment, although only 30 percent and perhaps now 28
percent of physicians elect the participating status.

The AMA does not believe that further drastic cuts in physician
reimbursement under Medicare are appropriate, especially in light
of the long history of cutbacks in this aspect of Medicare and the
potential negative impacts that further cuts may have,

The AMA is gravely concerned over recent actions modifying
physician reimbursement under Medicare, and is especially con-
cerned over the potential future directions being considered and"
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the implications for Medicare beneficiaries and the physicians who
provide their care.

The American Medical Association believes that a freeze for an
additional year will aggravate the disparity between income and
expenses for physicians and lengthen the already substantial time-
lag in reflecting changes in reimbursement.

A continuation of the fee freeze and reimbursement limitations
will be particularly onerous and will work particularly severe hard-
ships on physicians and their patients in ejtuations where the phy-
sicians' fees have been frozen at a relatively low-charge rate, and
where physicians did not increase their fees during the AMA's vol-
untary fee freeze period.

Failing to allow increases in physician reimbursement, as cur-
rently provided in the law, also will be contrary to a congressional
commitment. Mr. Chairman, continued freezes should be rejected.

The AMA supports research and demonstration projects to exam-
ine various methodologies for physician reimbursement. Without
adequate study, stopgap quick fixes to perceived problems in cur-
rent methodology will be detrimental to the goals of providing
health care services of high quality and continued improvement in
overall health status for elderly and disabled patients.

One methodology of physician reimbursement being studied is to
base payment on a fixed cost, based on diagnosis. Even if such a
plan were administratively feasible, we have grave questions over
how it wQuld affect the quality of care.

Perhaps a most serious drawback to"-h DRG-based payment
system for physicians is that it could break down the essential role
of the physician as a health care advocate for the patient. We
never want to see the day when the best physician would be viewed
as one who was the most cost effective, as opposed to the one who
provided the best individualized care.

We strongly object to a DRG system for physician reimburse-
ment, especially in the absence of demonstrations proving that the
above concerns are unfounded.

The AMA is working with Harvard University on the develop-
ment of a relative value study, RVS, to establish resource cost-
based relative values for physicians' services, of which you have al-
ready heard. This study has been approved by HCFA, but final con-
tracting has not been forthcoming, We urge HCFA to initiate this
important research program and hope that Congress will await the
results of this activity prior to the imposition of substantial modifi-
cations in physician reimbursement under Medicare.

An RVS of this type could ameliorate many of the uncertainties
in current Medicare reimbursement, and it could allow for greater
competition by offering patients a greater understanding of the
charges for each service.

The AMA believes that there io-..erit to the voucher concepts.
However, while a capitated approach offers many benefits in
theory, we believe that any program change of such magnitude
should be studied through demonstrations in a number of areas.

In conclusion, Mr. Chairman, Congress made a major commit-
ment that the health care needs of the elderly will be met. We are
concerned that continued cuts in Medicare will deny the fulfill-
ment of this promise.



193

Medicare services are relied upon by over 30 million people, and
proposals under consideration by this committee will set program
direction for years to come. Actions taken to modify the reimburse-
ment system for the many physicians who provide care to these
beneficiaries will have wide-ranging repercussions, and they should
only be made on the basis of careful thought and complete analy-
sis.

Mr. Chairman, we appreciate very much the opportunity of testi.
fying today. The American Medical Association would be very
pleased to be a continuing part of the process of determining which
is the best and most equitable method of reimbursing physicians.

Thank you, sir.
Senator DURENBERGER. Thank you very much, Dr. Davis. -
Dave Utz.
[Dr. Davis's written testimony follows:]
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STATEMENT

of the

AMERICAN MEDICAL ASSOCIATION

to the

Subcommittee on Health
Committee on Finance
United States Senate

Re: Phys.tcian Reimbursement under Medicare

Presented by: James E. Davis, M.D.

December 6, 1985

Mr. Chairman, and Members of the Committee:

My name is James E. Davis, M.D. I am a physician in the practice of

general surgery in Durham, North Carolina. I am also the Speaker of the

House of Delegates of the American Medical Association. Accompanying me

is Harry N. Peterson, Director of AMA's Division of Legislative

Ac tivities.

The American Medical Association is pleased to have this opportunity

to appear before this Committee to address physician reimbursement under

the Medicare program. We are gravely concerned over recent actions

modifying physician reimbursement under Medicare, and we are even more

concerned over the potential future directions being considered and the

implications for physicians and their patients.
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Mr. Chairman, at the outset let me assure you that physicians have

continued to provide high quality services to Medicare beneficiaries and

the rest of the population -- even in the face of the fee and reimburse-

ment freeze and rapidly rising expenses in professional liability

insurance and other practice costs.

Moreover, the AMA remains strongly committed to real reductions in

health care expenditures. In response to an AMA call to all physicians

in February 1984, physicians voluntarily agreed to freeze their charges

to all patients, not just Medicare beneficiaries, for a one-year period.

Compliance with this freeze was substantial, with 63% of all physicians

not raising their fees for the entire year that the fee freeze request

was in effect. The resulting savings from this voluntary activity was an

estimated $3.1 billion dollars that otherwise would have been spent for

physicians' services. The voluntary freeze was a significant factor in

the recent slow-down in the rate of increase in the cost of physicians'

services and in the over-all decrease in the nation's spending rate for

health care services.

Even though the one-year voluntary fee freeze period has expired, the

AMA continues to urge physicians to consider each patient's financial

needs when setting charges and to accept Medicare assignment, reduce

fees, or charge no fee at all in financial hardship cases. This has been

beneficial to Medicare beneficiaries and the assignment rate has

continued to climb: over 692 of all Medicare claims now are accepted

under assignment, although only 30% of physicians elected the "parti-

cipating" status where they are obligated by law to submit all claims on

an assigned basis.
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Physicians have kept faith with the Medicare program and their

Medicare patients. This has occurred oven while the level of physician

reimbursement under Medicare has not kept pace with the rest of the

economy and reimbursement under other programs. This is borne out by the

fact that Medicare recognized less than 20% of claims submitted in 1984

as being at or below the "prevailing" charge screens. Nevertheless, the

percentage of physicians treating Medicare patients also has remained

relatively constant, with 85% of physicians treating Medicare patients in

1984.

Mr. Chairman, physicians today are facing a crisis of nightmare

proportions caused by increases in professional liability litigation that

ia turn have caused a lack of available insurance coverage at reasonable

costs. This professional liability crisis poses a substantial threat to

the very ability of our nation to meet the medical needs of our people.

The AMA is supporting federal legislation introduced by Senator Hatch (S.

1804) to encourage states to enact tort reforms to avoid a paralysis of

our health care system brought about by the increasingly threatening

litigation climate. The proposal supported by the AMA would assure

compensation for those who are injured through negligence.

The AMA does not believe that further drastic cuts in physician

reimbursement under Medicare are appropriate, especially in light of the

long history of cutbacks in this aspect of the Medicare program and the

potential negative impacts that further cuts may have on the individual

physician's willingness to continue involvement with the Medicare pro-

gram. (For the Comittee's information, the attached appendix to this

statement details the history of curtailments in physician reimbursement

under the Medicare program.)
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CONTINUATION OF CURRENT MEDICARE LIMITATIONS
IN REIWUEEMNT AND FEE REEZE

The AMA consistently has opposed the recent activities of Congress to

freeze physician fees and reimbursement for physician services under

Medicare as being unfair and discriminatory.

The Fee Freese and Relmburseent Freeze are Discrininatory - In the

budget cycle for FY85, the only freeze imposed in federal programs was

placed on physicians. Other elements of the economy have not been asked

to undergo similar restraints in payment from the federal government. An

extension of the freeze would be particularly discriminatory asqonl

physicians would be subjected to a two-year freeze. Although inflation

has abated since the double-digit levels of the late 1970's, a freeze for

an additional year will aggravate the disparity between income and

expenses for physicians and lengthen the already substantial time lag in

reflectinS changes in reimbursement.

Selective Increases in Reibursement are Inappropriate - Failure to

allow increases in physician reimbursement as currently provided in the

law will be contrary to a commitment made by Congress.

As evidenced by provisions recently considered in the current

House/Senate budget reconciliation process, some Members of Congress

apparently believe that only currently "participating physicians" are

owed an increase in reimbursement under Medicare. Furthermore,

"participating physicians" were given favorable treatment under the

Deficit Reduction Act of 1984 as their fee profiles were intended after

October 1, 1985 to reflect increased charges made during the original
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fifteen-month freeze. Allowing an increase in reimbursement only for

"participating physicians" would perpetuate and aggravate the current

discrimination in the law.

Congress should not again break faith with physicians who acceded to

inequitable reimbursement levels on the basis of a limited duration.

Such a breach of faith was exemplified in those provisions of the

"Emergency Extension Act" that require a rollback of actual charges by

physicians who "participated" in FY 85 and who decided not to "parti-

cipate" in FY 86, and that continue the fee freeze.

Contimnaton of the Fee Freeae and Rainburseinent Liitations will

Harm Patients of Low-charge Physicians - The current fee and reimburse-

ment freeze has already resulted in some physicians finding it difficult

to continue treating Medicare beneficiaries. This would cause a break in

physician-patient relationships as such patients are forced to seek care

from others. A continuation of the fee freeze and reimbursement limita-

tions also will work particularly severe hardships on physicians and

their patients in situations where the physicians' fees have been frozen

at a relatively low charge level, and where physicians did noE increase

their fees during the AMA's voluntary fee freeze period. These physi-

cians will be penalized for their good faith effort to hold the line on

health care expenditures.

Acceptance of Assigument will be Discouraged - A continuation of

the Medicare reimbursement limitations and the fee freeze will discourage

physicians from accepting Medicare claims on an assigned basis. This

would be contrary to the intent of Congress and could well reverse the
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current trend of increasing rates of assignment. Continuing a trend

started in 1976, the rate of assignment of claims has steadily increased

from 512 in 1976 to 69.4% in August 1985.

ADDITIONAL RMVEUE

The AMA also believes that additional sources of revenue should be

used to avoid further cuts in important health care programs. Speci-

fically, we support an increase in the cigarette tax to 320 per package.

This increase would generate an additional $6.5 billion in revenue. We

also support an increase for the tax on distilled spirits. These

revenues could be channeled to the Medicare trust funds and eliminate the

need for heavy cuts in theie important programs. This action would both

discourage abuse of alcohol and tobacco and it would help fund the care

required for alcohol and tobacco related illnesses.

ALTMATE PHSICIAN PAWhEUT METNODOLOGIZS

While the AMA does not support a continuation of inequitable freezes

in physician reimbursement, we do recognize that changes in the Medicare

program's physician reimbursement methodology may improve program

administration and benefits for patients, those who provide their ser-

vices, and the federal government. We support research and demonstration

projects to examine various methodologies for physician reimbursement.

Such projects and studies are essential if there is to be a fair and

successful modification in how physicians are paid for their services.

Without adequate study, stop-gap quick fixes to perceived problems in the

current methodology will be detrimental to the goals of providing health

care services of high quality and continued improvement in overall health

status for elderly and disabled patients.
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The AMA fully supports a pluralistic approach to the payment for

physician services. We believe that an indemnity payment system should

be viewed as a preferred policy for setting physician reimbursement.

Physician Payments Based on Diagnosis Related Groups (ORG)

One methodology for physician reimbursement being studied is to base

payment on a fixed cost based on the patient's diagnosis. This concept

is the focus of a congressionally-mandated study by the Department of

Health and Human Services that was due by July 1985 but has yet to be

released.

Just as we have continuing concerns over the hospital DRG payment

program, we have strong objections to a DRG-based physician payment

plan. Even if such a plan were administratively feasible, we have grave

questions over how it would affect the quality of care. A DRO system

inherently gives substantial incentives to limit care. The DRG

methodology of payment also fails to take into account severity of

illness. This causes particular problems for those physicians who,

because of specialized skill and training, see patients with the most

severe illnesses. Since the DRG methodology is based on "averages" and

individual physicians (unlike hospitals) do not ordinarily have a large

enough patient population with identical diagnoses to enable costs to be

spread over a larger base, a DRG system could operate as a disincentive

for physicians to accept critically ill patients and could discourage

necessary use of consultants.

We also must oppose any program where all services to hospital

inpatients would be based on DRGa and payment would be made through the

hospital. It is evident that if both hospital and physician payments are
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based on a predetermined amount, all of the economic incentives will be

strongly directed toward under-provision of care.

Perhaps the most serious drawback to a DRG-based payment system is

that it could break down the role of the physician as the health care

advocate for the patient. We never want to see the day when the "best"

physician would be viewed as one who was the most "efficient" as opposed

to the one who provided the best individualized care. Because of its

strong potential for adverse effects on patient care, we strongly object

to a DRG system for physician reimbursement in the absence of demonstra-

tions proving that the above concerns are unfounded.

Relative Value Studies

The AMA is working with Harvard University on the development of a

relative value study (RVS) to establish resource cost-based relative

values for physician services. This study was recently funded by the

Health Care Financing Administration and we hope that Congress will await

the results of this activity prior to the imposition of substantial

modifications in physician reimbursement under Medicare.

A reimbursement system based on a resource cost based relative value

study could ameliorate many of the uncertainties inherent in current

Medicare reimbursement, and it could allow for greater competition among

physicians by allowing patients a greater understanding of charges made

for each service. Such a system could also address many inequities in

payment rates for services that are inherent in the current method of

reimbursement.
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Capitation

There has been a significant amount of discussion concerning capita-

tion as the principal means of administering the Hedicare program.

Specifically, instead of the federal government providing payment for

services (through carriers and intermediaries), a voucher would be issued

by the federal government and each beneficiary would purchase his or her

health insurance coverage in the private sector using the voucher as

payment for all or part of the premium.

The AMA believes that there is merit to the voucher concept. In such

a program competition would operate to respond to the needs of the

patient population. Heavy federal regulation would not be necessary to

direct every aspect of the program, as there would be natural incentives

for economy. Beneficiaries would also benefit from the increased freedom

to choose a health benefit plan that meets their individual needs and

allows them to accept increased responsibility for their health care

choices.

While a capitated approach offers many benefits in theory, we believe

that any program change of such magnitude should be studied through

demonstrations in a number of areas. For the past two years, all

Medicare beneficiaries have been the unwilling subjects of a previously

untested DRG system, and serious questions are arising concerning adverse

effects on quality care. Congress should not again experiment on the

entire Hedicare population. Instead, we urge the committee to require

major demonstrations of the capitation concept before authorizing such a

system to determine what effect it will have on patient care.
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KED FOR LONG-RANGE ANALYSIS AND SOLUTIONS

Mr. Chairman, there can be no doubt that the Medicare program needs

substantial modifications to avoid bankruptcy in the future. Even though

the date of predicted insolvency for the Medicare Hospital Insurance

Trust Fund has recently been set back to 1998, Congress now strould start

addressing the long-range viability of the program.

The AMA has issued two major reports on the Medicare program. The

first report identified a series of proposals to help assure solvency of

the program for the short-term. The second report sets forth a series of

options that should be considered in any reform of the Medicare program.

At this time the Association is continuing its study of proposals to

change funding for health care for the elderly from the current

pay-as-you-go program to a fully funded system where resources will be

set aside to provide real trust funds for the future. We believe that

such a program could be workable.

Congress has made a commitment that health care needs of the elderly

will be met. Continued cuts in Medicare will result in a breakdown of

this promise.

CONCLUSION

Medicare services are relied upon by over 30 million people, and

proposals under consideration by this Committee will set program direc-

tion for years to come. Actions taken to modify the reimbursement system

for the many physicians who provide care to these beneficiaries will have

wide ranging repercussions, and they should only be made on the basis of

careful thought and complete analysis.
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Historical Perspective - Physician Reimbursement under Medicare
(November 1, 1985)

Since the inception of Medicare, Congress and the Department of Health
and Human Services (formerly the Department of Health, Education and
Welfare) have taken actions that have resulted in reductions in Medicare
reimbursement for services provided by physicians for Medicare bene-
ficiaries. The result of these actions has been that physician reim-

bursement under Medicare consistently has been compressed to a point
where the maximum Medicare reimbursement rate, the "prevailing charge,"
usually does not reflect the actual prevailing charge for a service in a
community. This is borne out by the fact that as of the end of calendar
year 1984 only 18.3% of all claims were at levels either at or below
Medicare prevailing charge screens. The following information details
past actions that have served to limit physician reimbursement under
Medicare:

In 1969, the prevailing charge was lowered from the 90th percentile
to the 83rd percentile of customary charges.

In 1970, the prevailing charge was lowered to the 75th percentile of
customary charges.

For the second half of the 1971 fiscal year, physician's customary
charges were based on the physician's median charge during the 1969
calendar year.

In August 1971, nationwide wage and price controls were imposed.
While these controls were lifted seventeen months later for most of

the economy, they still were retained for physicians for an
additional fifteen months -- until May 1974.

In 1972, Congress established further restraints through use of an
economic index as a means to limit the rate of annual increase in

prevailing charges. In 1976, the economic index was used to set the
prevailing charge limits using fiscal year 1973 charge screens that
were based on physicians' charges during calendar year 1971.

In 1984, the Deficit Reduction Act modified physician 'reimbursement
in the following ways.

The act created two classes of physicians, "participating"
physicians who agreed to accept all Medicare claims on an
assigned basis and "non-participating" physicians who may
continue to accept assignment on a claim-by-claim basis;

Medicare maximum reimbursement levels for physician services,
customary and prevailing charge levels, were frozen for the
period of June 30, 1984 to September 30, 1985 (If no freeze had
been imposed by the Deficit Reduction Act, the economic index
would have allowed a 3.34% increase of the prevailing charge
level on July 1, 1984.);

- American Medical Association -

Department of Federal Legislation, Division of Legislative Activities
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The act eliminated the increase in fee profiles that should have
occurred on July 1, 1984 and delayed from July 1 to October 1
any future annual increase or update in fee profiles, with the
next increase scheduled for October 1, 1985; and

Fee increases for services provided Medicare beneficiaries by
'zn-participating physicians" above the level charged for the
period of April, May and June of 1984 were prohibited during
this 15-month period. (Participating physicians were allowed to
increase their fees for Medicare beneficiaries, but they are not
allowed to collect this increased fee because of the agreement
to accept assignment on all Medicare claims.)

The Emergency Extension Act, passed on September 30, 1985, froze
physician payment levels at the rates in effect on September 30, 1985
for 45-days. (This Act prevented a 3.15% economic index increase
from being applied to Medicare prevailing charge levels on October 1,
1985.) This Act also rolled back the actual charge levels allowed
physicians who "participated" in FY85 but who had not agreed to
"participate" in-FY86 to their charge levels in effect during the
period of April, May and June, 1984. This Act effectively prohibited
the October 1, 1985 increase in fee profiles from taking place.

j0
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STATEMENT OF DAVID C. UTZ, M.D., F.A.C. S,, PROFESSOR OF
UROLOGY, MAYO CLINIC AND MAYO MEDICAL SCHOOL, ROCH-
ESTER, MN; ON BEHALF OF THE AMERICAN COLLEGE OF SUR-
GEONS
Dr. UTZ. Thank you, Mr. Chairman.
Members of the subcommittee, I am David Utz, a urologic sur-

geon in Rochester, MN. I am a fellow and an officer of the Ameri-
can College of Surgeons, upon whose behalf I appear before you
this morning.

The college is appreciative of the opportunity to share with you
the views of its members about possible reforms in Medicare pay-
ment policies.

The purpose of our testimony this morning is twofold: First, we
would like to offer to this committee and place at your disposal our
experience and our resources for your consideration in the develop-
ment of alternative approaches for physician reimbursement.

And second, we would like to identify four principles which we
believe are basic to an acceptable payment reform plan.

With regard to the first part of our testimony, the college is con-
vinced that we must express ourselves regarding the concerns of
the impact of changing payment policies on the practice of surgery
and medicine.

We have strong views about the incentives that will make for
good patient care at an affordable cost. We have strong concerns
that other interests of the patient may be adversely affected by in-
flexible or rigidly applied payment changes.

In a word, Mr. Chairman, the members of the College of Sur-
geons want to play a very constructive role in your review of the
changes in payment policies under the Medicare Program,

Our study of Medicare payment issues suggests that the first
highly critical step is to assure that the plan is fair to each of the
parties concerned-that is the patients, the physicians, and the
Government-by defining the services for which payments will be
made. Payment for any service really has no meaning unless every-
body knows what is being provided, and this task, to which the
members of the college have devoted considerable-thought and
effort, will be of great benefit, we believe, to the committee. And
we feel there should be no substitute for the use of surgical experts
in the technical definitions of the quality of surgical care rendered
to patients.

Now, regarding the second purpose of our testimony, it is to set
forth four principles which we believe to be important in the
design of any broadly acceptable payment reform plan. These prin-
ciples are:First, to avoid changes in payment methodology that would
result in any undesirable consequences for beneficiaries. And these
might be limitation to access of care, compromises in quality of
care, and burdensome increases in beneficiary costs.

The second principle is to support the best practice of medical
care that is now provided and to encourage improvements in clinfi-
cal diagnosis and treatment.

Third, to make future costs of services more predictable and ac-
ceptable.
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And finally, to provide a system of administration that will
assure- effectiveness and fairness.

Mr. Chairman, there isn't time this morning to go into detail
about each one of these principles, but I would 1ike to say a few
words about one or two.

Regarding the first principle-that is, to avoid the undesirable
consequences to beneficiaries-the principal purpose of Medicare is
to provide beneficiaries with reasonable economic protection
against certain health care costs.

In establishing a new system of payment, there -is a danger, we
think, that the Government's cost for the program may be reduced
by shifting the burden to the patient. Now, this burden can be
transferred directly in monetary terms or indirectly, making it
more difficult for the patient to obtain access to high quality care.
And unless caution is taken, there is a very real risk that two sys-
tems of care will be established-one for the privately insured, and
second, a less desirable one for Medicare and other publicly spon-
sored patients.

We believe that prospects for achieving the objective of benefici-
ary protection can be improved by recognizing reasonable vari-
ations in the level of fees paid geographically as well as according
to the skill level required by a given service, or the skill level of
the physician providing the care.

We recognize that excessive medical and surgical fees are a prob-
lem in some instances, and this is an issue that needs to be ad-
dressed.

Regarding the third principle, to make future costs of services
more predictable, Mr. Chairman, the health care cost issues are
indeed complex; but it seems possible to provide for reasonable lim-
itations in the rate of increases. Combining services into appropri-
ate units, as feasible, has always seemed desirable to us as sur-
geons, not only to avoid incentives to increase the number of serv-
ices but also to permit patients to know ahead the cost of some of
the major services that they will receive.

Regarding the fourth principle, to provide effective administra-
tion, the system of administration to be applied in the case of any
new payment system is a key element to its acceptability and suc-
cess. Therefore, we- have some concerns about the suggestions of
making individual physicians or hospital administrators the orga-
nizers and payors o all the complex services provided patients.

In conclusion, Mr. Chairman, the American College of Surgeons
wishes to reemphasize its intention to offer assistance to the Con-
gress, to this committee, in the development of any revisions in
Medicare payment policies, and to the administration in imple-

e eating any proposals that are adopted.
i, We understand that economic ana budgetary concerns have been

major factors in recent policy actions under Medicare; but we hope
'that, together, we can participate in finding methods to address
--'these issues in ways that do not disadvantage the patients, the
beneficiaries, or cause unneeded and disruptive strain on the medi-
cal system itself.

Thank you, Mr. Chairman.
Senator DURENBERGER. Thank you, Dave.
Do you want to make a comment now, Senator Boren?
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Senator BOREN. No, I just wanted to join you in welcoming Dr.
Utz here before the committee. He is a distinguished citizen gener-
ally in the State with whom I am acquainted, and it is a privilege
to have him here. He is a leader not only in the medical field but
in the educational field as well. I join you in welcoming him to the
committee.

Senator DURENBERGER. Yes; if we ever goof up on the Republican
side, my colleague here on my left is going to run the Intelligence
Committee; so I sort of take him under my wing on a variety of
things, not the least of which is health policy. I promised him I
wouldn't tell my urologist story on Dave Utz, but I have to do it
anyway, because it was such a wonderful experience-not with
Dave. You are not a very serious professional.

But I was at a dinner up in New York, and it was one of those
dinners-this was before 1982, I think. It was a dinner where there
were more people at the head table than there were in the audi-
ence-one of those 400 people at the head table dinners. Bob Dole
was the chief Republican, and Walter Mondale was the chief Demo-
crat, and they were honoring a third party.

The main speaker was Danny Kaye. They started at 8 o'clock
and at about 11:45 they finally got to Danny Kaye. He got up and
said, "Before I deliver my speech, I want to express my gratitude to
someone who is not here today, for making it possible for me to be
here at 11:45-my urologist." [Laughter.]

Our next witness is Dr. Connally.
[Dr. Utz's written testimony follows:]
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AMERICAN COLLEGE OF SURGEONS

Subcommittee on Health
Committee on Finance
United States Senate

Presented by

David C. Utz, M.D., F.A.C.S.

RE: Possible reforms of Medicare payments to physicians

December 6, 1985

Mr. Chairman and Members of the Subcommittee:

I am David C. Utz, M.D., a urologic surgeon from Rochester, Minnesota.

I am a Fellow and an officer of the American College of Surgeons, on whose

behalf I appear before you this morning. The College is appreciative of

this opportunity to share the views of its members about possible reforms

in Medicare's payment policies relating to the provision of the profession-

al services of physicians.

The American College of Surgeons, Mr. Chairman, is a 72-year-old vol-

untary educational and scientific organization devoted to the ethical and

competent practice of surgery and to the provision of high quality care for

the surgical patient. The College provides extensive educational programs

for it Fellows and for other surgeons in the United States and elsewhere

in the world. It also cooperates in the education of nurses and allied
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health care practitioners. In addition, it establishes standards of prac-

tice, disseminates medical knowledge and provides information to the gener-

al public.

In 1918, the College established the nation's first voluntary hospital

standardization program, designed to improve the level of patient care in

hospitals. It supported this program with its own funds for 35 years. Out

of this effort came the Joint Commission on Accreditation of Hospitals

(JCAH), the nation's principal hospital survey and accreditation body of

which the College is a member. To achieve the goal of excellence in the

provision of quality surgical services for patients, the College also main-

tains strong bonds with physicians in -he various surgical, specialties

through representation on its Boaed nf Governors, as well as through some

11 surgical specialty advisory councils. There are 85 Chapters of the Col-,

lege in the United States and other countries throughout the world.

The purpose of our testimony is twofold. First, we would like to of-

fer to this Committee, and place at your disposal, our experience and re-

sources for your consideration in the development of alternative approaches

for physician reimbursement under the Medicare program. Second, we would

like to identify four principles that we believe are basic to an acceptable

payment reform plan.

With regard to the first puroose of our testimony, we are living in a

period of very rapid change in the organization and delivery of personal

health services to patients. Much of this progress is the result of new

developments in science and technology. These developments are causing

profound effects on surgical care.

Surgeons are gratified to be at the forefront of clinical innovations

that represent major improvements in the care received by patients in this



211

country. Therefore, we believe it is important to weigh carefully the im-

pact of any policy changes in the Medicare program, including changing pay-

ment incentives, on the way surgery and medicine are now practiced, espe-

cially in view of new systems for the provision of surgeons' and other phy-

sicians' services in the future.

Many changes in the way health care is provided derive from changing

payment practices by governmental and private third-party payers and from

rising concerns about the overall costs of care. In the past, the American

College of Surgeons was only minimally involved in these policy areas, but

the College is now convinced that we must express our concerns about the

impact of changing payment policies on the practice of surgery and medi-

cine. The surgeon's relationships to hospitals, ambulatory surgical cen-

ters, health maintenance organizations, teaching and research

centers are all being affected by the various incentives and disincentives

incorporated into new payment methodologies. We have strong views about

what incentives will make for good patient care at affordable cost; we have

equally strong concerns that other interests of the patient may be

adversely affected by inflexible or rigidly applied payment changes. In a

word, Mr. Chairman, the members of the American College of Surgeons want

very much to play a constructive role in your review of changes in payment

policies under the Medicare program.

-Our study of Medicare payment issues suggests that the first, highly

critical step is to assure that a plan is fair to each of the parties con-

cerned--patients, physicians and the government--by defining the services

for which payments will be made. Payment for any service has no meaning

unless everyone knows what is being provided. This is a task to which the
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members of the College have devoted considerable thought and effort, and

there should be no substitute for the use of surgical experts in the tech-

nical definitions of quality surgical care rendered to patients.

We believe that we know how good surgery and medicine should be prac-

ticed today, and how technological changes are reshaping the way in which

that care will be provided tomorrow. We say this even though we recognize

and understand that the pricing of Medicare services is going to be per-

formed by a public agency, and that patients, payers and other profession-

als all have a role to play in the design and implementation process rela-

ted to any new policies.

The second purpose of our testimony is to set forth four principles we

believe to be important in the design of any broadly acceptable payment

reform plan. These principles are designed:

First, to avoid changes in payment methodology that would have

undesirable consequences for beneficiaries from the

standpoint of 1) loss of access to care, 2) compromises

in quality of care, or 3) burdensome increases in

beneficiary costs;

Second, to support the best practice of medical care as now

provided and encourage continued improvements in

clinical diagnosis and treatment;

Third, to make future costs or services more predictable and

acceptable; and,
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Finally, to provide for a system of administration, that will as-

sure effectiveness and fairness.

I. Avoid Lhdesirable Consequences for Beneficiaries

The principal purpose of Medicare is to provide beneficiaries

with reasonable economic protn.ction against certain health care costs. In

establishing a new syster of payment, there is danger that the government's

costs, for the program will be rpduced by shifting the burden to the pa-

tient. This burden can be transferred directly in monetary terms or indi-

rectly by making it more difficult for the patient to obtain access to high

quality care. Unless caution is taken, there is the very real risk that

two systems of care wiil be established--one for the privately insured and

more affluent segments of the population and a second, less desirable one,

for Medicare and other publicly sponsored patients. We would hope that

such unfortunate results can be prevented.

We believe that the prospects for achieving the objective of benefi-

ciary protection can be much improved by recognizing reasonable variations

in the level of fees paid geographically as well as according to the skill

level required by a given service or the skill level of the physician pro-

viding the care. But we recognize that excessive medical and surgical fees

are a problem in some instances and that this is an issue that needs to be

addressed.

Ii. Support the Best Practice of Medicine

Changes in physician payment policies should support the best

practice of medicine. This means that the payment system should be adapted
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to the medical care system, rather than expecting the converse. Medical

care practices are dynamic and changing continuously as knowledge grows and

new technology becomes available. The payment system should be organized

to permit changes in payment concurrently with changes in practice and to

permit improvement in Payment methods as experience with a new approach

reveals problems and possibilities for advances. Above all, we are con-

cerned that payment policies not impede the continuation of these improve-

ments in clinical practice for which this country and American surgery are

renowned. Unless great care is taken in the design of payment methods,

advances in clinical medicine may inadvertently be seriously impeded.

11. Make Future Costs for Services More Predictable

The issues of changing costs of practice, productivity, technolo-

gical and scientific advances, the quality of care provided and long-tern

effectiveness need to be taken into account in making payment adjustments.

These issues are complex, but it seems possible to provide for reasonable

limitations on the rate of increase in health care costs. Nevertheless, we

do not believe in a mechanism such as DRGs for physicians.

However, combining services into appropriate units, as feasible, has

always seemed desirable--not only to avoid incentives to increase the num-

ber of services, but also to permit patients to know ahead of time the

costs of some of the major services they will receive. Today, most sur-

geons charge a fee for a surgical operation that includes a preoperative

visit, the operation itself and visits after operation at least until

discharge from the hospital. The College has supported for years this kind

of "global" fee that packages the cognitive aspects of surgical care be-

fore, during and after the operation, including the operative procedure--
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all in a single fee. The important judgmental decisions made in the pre-

operative, operative and postoperative periods are best performed by sur-

geons. We would be pleased to share our experience in efforts to apply the

packaging concept in the Medicare program.

IV. Provide for Effective kdministration

The system of administration to be applied in the case of any new

payment system is a key element for its acceptability and success. Changes

that require the creation of entirely new organizations not only would re-

quire a lengthy start-up period, but also would introduce the risk that a

new agency might not perform adequately. For example, we are concerned

about suggestions for making individual physicians the organizers and pay-

ers for all of the complex services provided to patients. If the attending

physician were assigned such a task, he or she would be required to perform

large-scale administrative duties for which many physicians are neither

equipped or inclined to assume. Moreover, such assignments could introduce

conflicts among physicians in arranging for the best quality care for 'pa-

tients.

We also consider it highly important to provide for a smooth and or-

derly transition from the present payment system to any changed one. This

would help avoid undue difficulties for both patients and physicians, be-

cause of administratively unrealistic burdens put upon those who receive

and those who provide medical care.

Conclusion

In conclusion, Mr. Chairman, the American College of Surgeons wishes

to re-emphasize its intention to offer assistance to the Congress in devel-

oping any revisions in Medicare physician payment policies and to the Ad-

ministration in implementing any proposals that are adopted. We understand

that economic and budgetary concerns have been major factors in many recent

policy actions under Medicare. We hope that together we can participate in

finding methods to address these issues in ways tba;t! do not disadvantage

patients or cause unneeded and disruptive strain on the medical system it-

self.

Thank you.
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STATEMENT OF N. THOMAS CONNALLY, M.D., CHAIRMAN, GOV-
ERNMENTAL ACTIVITIES, AMERICAN SOCIETY OF INTERNAL
MEDICINE, WASHINGTON, DC, ACCOMPANIED BY JOSEPH F.
BOYLE, M.D., EXECUTIVE VICE PRESIDENT, ASIM
Dr. CONNALLY. Thank you, Mr. Chairman.
My name is Thomas Connally. I am an internist in private prac-

tice here in Washington and chairman of governmental activities
for the American Society of Internal Medicine. With me is Joseph
Boyle, M.D., who is executive vice president of ASIM. You have our
entire statement. I would like to emphasize a few parts of that
statement this morning.

ASIM believes that a reduction in the payment disparity be-
tween physicians' cognitive and procedural services will be the best
thing to create proper incentives for cost-effective medical care. Al-
though the term "cognitive services" is less than perfect, it has
proven to be best for succinctly describing the processes of problem-
solving, diagnostic evaluation, data collection and analysis, thera-
peutic assessment and case management, family and patient coun-
seling, and, of primary importance, consistent, continuing, compas-
sionate care for patients.

These services have always been paid, or certainly for the last
decade have been paid, at lower rates than technical services. Phy-
sicians, finding that insurance programs traditionally have maxi-
mized coverage for procedures, with lesser coverage for cognitive
services, have placed more emphasis on charging separately for
laboratory tests, ancillary procedures, and other covered services.
In marketing terms, the office visit became an unconscious loss
leader.

This disparity continues. A study by the Health Care Financing
Administration has found that cognitive services such as physician
office visits are undervalued by a factor of between 2 or 3 to 1, as
compared to diagnostic or surgical procedures. As a result, a physi-
cian who orders or performs an expensive array of technological
services is well compensated. A physician who spends time with a
patient, carefully assessing his or her need for further tests or pro-
cedures, is penalized for that style of practice.

Logic and research both tell us that reducing incentives to pro-
vide technology-intensive care will lead to fewer tests being or-
dered, fewer procedures being performed, and in all probability
fewer hospitalizations. -

In order to create proper incentives, we propose replacing the ex-
isting customary, prevailing, and reasonable charge system, which
has been already distorted by fee freezes, payment lags, and other
controls, with a prospectively developed schedule of allowances
that would indemnify beneficiaries for services rendered by physi-
cians. This schedule of allowances should be based on a relative-
value scale based on resource costs. Once a resource-cost relative-
value scale is developed, conversion factors can be applied. They
can be based on budgetary and fiscal objectives, among other fac-
tors, to create a schedule of allowances. These conversion factors
could be adjusted on a regional basis to reflect legitimate differ-
ences in the cost of practice in different parts of the country.
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This alternative would be far more rational and predictable than
the current system. Patients, for the first time, would be able to
know in advance exactly what Medicare will pay, thus enabling
them to select physicians whose actual charges are competitive
with the schedule of allowances.

Physicians and patients could voluntarily choose to enter con-
tracts to accept the Medicare schedule as full payment, or could
voluntarily elect some other fee arrangement.

I have asked Dr. Boyle, our executive vice president, to share
with you briefly his thoughts on how a relative-value scale can be
developed.

Senator DURENBERGER. Joe.
Dr. BOYLE. Good morning, Senator, and Senator Boren.
The American Society of Internal Medicine supports the decision

which was made recently by HCFA to contract with Harvard Uni-
versity to develop a resource cost-based relative-value study. This
methodology, we believe, involves assessing the appropriate mix of
time, complexity, investment in professional training and educa-
tion, overhead, the cost of liability risks, and other appropriate re-
source elements.

We believe the involvement of the American Medical Association
assures that this study will have acceptability by the medical pro-
fession.

We believe that, for the first time, it will provide a benchmark in
determining which services are appropriately valued or not. Other
proposals are less likely to address these disparities, much less to
resolve them.

We believe that the resources that have been identified by Har-
vard are generally accepted within the profession as being valid in-
dicators of the value of physician services.

The definition of complexity, for example, includes the elements
that most speakers have addressed today-the necessary diagnostic
skills, clinical judgment, and technical skills required to perform a
service.

Including overhead costs assures that future adequate relative
compensation will be provided. We believe that a project such as
the Harvard proposal will provide a proper mix of both objective
data obtained through surveys and other sources and the consensus
development needed to develop a workable and acceptable RVS.

We will be pleased to respond to any questions.
Senator DURENBERGER. All right. Very good.
Dr. Jones.
[Dr. Connally's written testimony follows:]
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1 Introduction

2

3 My name Is N. Thomas Connally, MD. I am an internist in private practice in

4 Washington, D. C. and chairman of governmental activities for the American

5 Society of Internal Medicine (ASIM). I appreciate the opportunity to express the

6 views of internists throughout the country on alternative payment methods for

7 physician services under the Medicare program.

8

9 In the years since ASIM was founded in 1956, the Society has played perhaps a

10 leading role within the medical profession in studying and formulating innovative

S1I approaches to paying for physician sei;vTis. -Turing the past five years, in

12 particular, the Society has devoted considerable time and resources to Identifying

13 the problems In the current system of payment for physician services--and

14 developing constructive proposals to address and resolve those problems. Based on

15 this tradition of innovation, ASIM has developed specific objectives and principles

16 on payment for physician services, and is in the process of developing specific

17 proposals that could serve as a basis for legislation to alter the current system of

18 payment under the Medicare program. Although this is an ongoing endeavor, It

19 will result in the development of additional proposals in the near future. I am

20 pleased to share with you now the current state of ASIM's thinking on this subject.

21

22 ObJectives of Payment Reform

23

24 In October 1985, ASIM's House of Delegates--a democratically-elected body of

25 internist-leaders from throughout the country--met to consider ASIM's long-term
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1 priorities and objectives on payment for physician services. The House of

2 Delegates adopted several important statements of priority and objectives that

3 are especially relevant to Congress' consideration of alternative payment

4 options. Those statements including the following:

5

6 1. Maintaining a pluralistic approach to the organization deliverYand

7 financing of medical care should continue to be of highest 2E!rty. A pluralistic

8 system will reserve the ability of patients, physicians, and third party payors to

9 participate and experiment with a wide variety of acceptable methods of payment

10 for physician services, including fee for service, capitation, salary, and fee

11 schedules. Under a true pluralistic system, the federal government should not

12 favor any particular method of organization, delivery, and financing of medical

13 care over another.

14

15 2. . _freimobursem r hysicians' cognitive services in

16 comparison to procedural services must be an essential objective ofkroposals to

17 change the system of payment for physician services.

18

19 3. Maintaining the rights of physicians and patients to voluntarily enter

20 into agreements, on a selective claim basis on whether or not assignment will be

21 accepted must be part of any proposals to change the system of payment under

22 Medicare. The individual assignment option clearly establishes that physicians

23 work for their patients, not for the government or other third party payors.

24 Further, the record shows that physicians have been sensitive to the financial

25 needs of their patients in exercising the flexibility permitted under the individual-

26 assignment option, with the vast majority of physicians accepting assignment on

27 claims for services rendered to poorer, sicker, and older patients. Overall,
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I acceptance of assignment haf, increased to approximately 70% of all claims

2 according to HCFA statistics. For these reasons, ASIM continues to oppose

3 mandatory assignment or other proposals that would coerce physicians and

4 patients into Involuntarily giving up their right to establish their own-flnancial

5 arrangements.

6

7 The Society is aware of the concerns expressed by some beneficiary groups over

8 the lack of predictability of Medicare's current individual assignment option and

9 its potential adverse impact on low income beneficiaries. Although the Society

10 believes that the evidence clearly shows that the current assignment option in

11 general serves the interests of patients well, the Society is committed to

12 exploring ways to improve the predictability of the individual assignment option,

13 particularly as it relates to low income beneficiaries. The Society hopes to be

14 able to share with Congress some suggestions In this regard in the near future,

15

16 ASIM also believes that the minority of physicians, including those in internal

17 medicine, who charge excessive or exorbitant fees (i.e., fees in excess of any

18 reasonable standard of compensation based on the resources involved in providing

19 the service) or who increase their Incomes by ordering services that are not

20 clearly medically appropriate provide a disservice to both patients and the

21 medical profession. ASIM intends to investigate legally acceptable mechanisms to

22 strengthen the ability of peer review groups to exert influence over those

23 physicians who charge excessive or exorbitant fees or who increase their incomes

24 by ordering medically inappropriate services, and urges other medical

25 organizations to do the same.

58-202 0 - 86 - 8
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1 As noted above, ASIM believes that reducing the disparity between physicians'

2 cognitive and procedural services must be an essential element of payment

3 reform. Because of the importance of this issue, I think it would be helpful to

4 elaborate on why it is essential that this problem be addressed in any legislation

5 enacted by Congress to change the current system of payment for services under

6 Medicare.

7

8 Reimbursement for Physicians' Conitlve and Procedural Services

9

10 ASIM believes that a reduction in the disparity between physicians' cognitive and

1 I procedural services Is necessary to create proper Incentives for cost effective

12 medical care. Some have suggested that the term "cognitive services" may be less

13 than perfect. It has, however, proven to be the best term in our view for

14 succinctly describing the processes of problem solving; applying diagnostic skills

15 through comprehensive history and physical examination; data collection and

16 analysis; therapeutic assessment and case management; patient and family

17 counseling; and of primary importance--consistent, continuing compassionate care

18 for patients.

19

20 These "thinking and caring" services have always been paid for at lower rates than

21 technical services, and health insurance payment mechanisms have aggravated

22 this Imbalance. Health Insurance was originally created to protect patients from

23 the high cost of hospitalization and later from the cost of surgery. Benefits were

24 later expanded to cover procedural services, such as laboratory tests. Since

25 charges for cognitive services were not covered, they remained low so as not to

26 produce serious strain on the family budget. Physicians, finding that diagnostic

27 and therapeutic assessments were not covered, also began to place more emphasis



223

1 on charging separately for laboratory tests, ancillary procedures, and other

2 covered services. In marketing terms, the office visit became ai. unconscious

3 "loss leader.!' This disparity continues today: A 1979 study by the Health Care

4 Financing Administration (HCFA) found that cognitive services such as office

5 visits are undervalued by a factor between two and three to one compared to

6 surgical procedures.

7

8 Influenced by these factors, an irrational physician payment system has evolved

9 and is having a negative influence on the care Americans receive today.

10 Distortions in the relative valuations of cognitive and procedural services have

11 created financial disincentives and likely contribute to the public perception that

12 medicine today is too costly, inefficient and impersonal. Under the current

13 system, a physician who orders or performs an expensive array of technological

14 services is well compensated. A physician who spends time with a patient,

15 carefully assessing their need for further tests and procedures, is penalized for

16 that style of practice. Logic and research both tell us that reducing incentives to

17 provide technology intensive care will lead to fewer tests being ordered, fewer

18 procedures being performed, and in all probability, fewer instances of

19 hospitalization.

20

21 The importance of improving reimbursement for cognitive services in comparison

22 to procedures is supported by the vast majority of physicians in all specialties. In

23 1984, the House of Delegates of the American Medical Association (AMA),

24 following the lead of many state medical associations and specialty societies,

25 endorsed the principle that there must be a reduction in the disparity in

26 reimbursement between physicians' cognitive and procedural services. The

27 American Association of Retired Persons (AARP), representing a substantial
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number of Medicare beneficiaries, also has come out strongly in favor of this

objective. The concept that improved reimbursement for cognitive services will

bring cost saving to the medical care system is also supported by a large and

4 growing body of research and expert opinion. ASIM will be pleased to share with

the Senate Finance Committee at a later date some of the research and expert

opinion that supports this conclusion.

S Some have misinterpreted the cognitive services concept as an attack on the

. incomes of physicians in certain specialties. This is not the case. A physician's

1r most essential resource is the ability to gather data, analyze it, synthesize It, and

11 formulate appropriate solutions. All physicians, regardless of specialty, use this

1P ability. For surgeons and others, compensation for this talent Is built into the fee

1: for the procedure. ASIM believes simply that a similar measure of recognition for

1, the use of this talent is needed where no procedure or testing is involved. A

1 consultation by a well-trained surgeon that concludes surgery is not needed may

It be worth more to the patient--and be less costly to the system--than one that

17 results in a surgical procedure. From our perspective, it makes no sense to

require a physician to perform a surgical or technological procedure in order to be

', compensated for his or her cognitive services.

21 Unless the disparity in reimbursement between cognitive and procedural services

22 is corrected by future proposals to reform the system of payment for physician

23 services, the potential for cost savings and improved patient satisfaction may

24 prove to be illusory. For this reason, ASIM strongly urges Congress to carefully

'5 analyze any policy proposals for changes in the Medicare system to determine
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1 whether or not they are likely, on one hand, to create incentives for a less

2 technology intensive, more personalized form of medical care--or on the other

3 liand, whether or not-they will simply perpetuate the distortions in the current

4 system.

5

6 eclfice Policy Proposals

7

8 In order to create proper incentives under the Medicare system of payment for

9 physician services, ASIM specifically supports replacing the existing "customary,

10 prevailing, and reasonable" charge system (as distorted by fee freezes, lags in

11 payment, and other regulatory controls) with a prospectively developed schedule

12 of allowance that would indemnify beneficiaries for services rendered by

13 physicians. This schedule of allowances, in turn, should be based on a relative

14 value scale (RVS) based on resource costs.

15

16 Under this proposal, the Secretary of the Department of Health and Human

17 Services (DHHS) would contract with a research group to develop an RVS based on

18 resource costs. The recent decision by the Health Care Financing Administration

19 to award a contract to Harvard University to develop a resource based relative

20 value scale will provide the means for developing a concensus on more appropriate

21 relative values for physician services, based on the amount of time required to

22 provide the service; the complexity of the service; a physician's investment in

23 professional training and education; overhead factors, including the cost of

24 liability risks; and other appropriate resource factors that may be Identified

25 through this study. It is our understanding that the American Medical Association

26 (AMA) will serve as a subcontractor for this important endeavor--thus Insuring

27 direct input in evaluating relative values by physicians in all specialties.
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1 This approach--unlike many other proposals to develop relative value scales-,-

2 should result in more appropriate emphasis being placed on complex, time

3 consuming cognitive services in comparison to procedural services. It would, for

4 the first time, provide a useful benchmark for determining which services are

5 undervalued, and which are overvalued, under the current system of payment. It

6 is our understanding that the Harvard project would use both consensus panels and

7 objective survey data in constructing the RVS--thus providing the right mix of

8 objective data and subjective consensus-making approaches needed to develop a

9 workable relative value scale. Because the American Medical Association would

10 be a subcontractor to this study, it is more likely than other proposals to meet one

11 important test of payment reform--acceptability to the medical profession. ASIM

12 believes that only the AMA, working with its constituent organizations, chn lend

13 the imprimatur of acceptability to such a study.

14

15 The design of the Harvard study--particularly the role of the AMA in providing

16 Input to the researchers-- also would help prevent the problems experienced by

17 the Massachusetts Rate Setting Commission when It Implemented an experimental

18 resource cost based RVS for 25 procedures under Its Medicaid and Workman's

19 Compensation programs. This produced a substantial increase In payment for

20 physician office visits, with the Intent of narrowing the gap in compensation

21 between primary care and surgical and technological procedures. After the new

22 fee schedule was implemented, participation by internists, family physicians, and

23 pediatricians in the Medicaid and Workman's Compensation programs reportedly

24 increased. Many other physicians, however, expressed strong objections to the

25 reduced payment for some of their procedures, ultimately causing the Commission

26 to restore most of the cuts. The Increased payment for office visits, however, has
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1 been maintained. The unpopularity of the new fee schedule among some

2 Massachusetts physicians has led skeptics to conclude that the resource cost

3 approach is neither practical nor desirable. ASIM believes that the reaction to the

4 Rate Setting Commission's actions, however, had less to do with the validity of

5 the resource cost approach than with the manner in which it was implemented.

6 The Commission imposed major changes in reimbursement for physician services

7 without any direct involvement of physicians in determining appropriate resource

8 cost based relative values for those services. It Is understandable and predictable

9 that many physicians who were denied the opportunity to participate In the

10 process have found It difficult to accept the results.

11

12 For this reason, ASIM strongly believes that all specialties of medicine must be

13 involved in developing any future relative value scales that might be adopted by a

14 third party payor for payment purposes. The Harvard study, by asking broadly

15 representative groups of physicians in all specialties to use consensus development

16 techniques to estimate the amount of time Involved, complexity of the problem,

17 and the knowledge, skill, experience, and other costs that go into providing each

18 service, would assure the level of involvement and input by physicians that was

19 lacking In the Massachusetts experiment.

20

21 Once a resource based RVS Is developed, it would be a fairly simply matter for the

22 Medicare program to determine appropriate conversion factors--based on

23 budgetary and fiscal objectives among other factors--for each service included in

24 the RVS. Those conversion factors appropriately could be adjusted on a regional

25 basis to reflect legitimate differences in costs of practice in different parts of the

26 country. Through this process, a schedule of allowances would be created that

27 would be far more rational and predictable than that which exists under the
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1 current system. Patients who are Medicare beneficiaries for the first time would

2 be able to know in advande what Medicare allows for their services--thus enabling

3 them to select physicians whose actual charges are competitive with the schedule

4 of allowances. Physicians and patients could voluntarily choose to enter contracts

5 to accept Medicare's schedule as maximum payment for their services; or they

6 could voluntarily elect to engage in some other fee arrangement.

7

8 Although some details of this proposal may still need to be worked out, it holds

9 the greatest promise of creating proper Incentives in the medical care system,

10 promoting price competition, and enhancing pluralism and patient choice. ASIM

11 strongly urges Congress to carefully consider this option in exploring proposals to

12 alter the current system of payment. The Society urges Congress to take care,

13 however, not to-endorse other proposals for payment reform (including some other

14 relative value scale proposals) that may simply perpetuate the inequities in the

15 current system, particularly between physicians' cognitive and procedural

16 services.

17

18 capitatlon and Other Payment Pr~posals

19

20 President Reagan's Cabinet Council on Domestic Policy reportedly has decided

21 that, In the long term, the Medicare program should move toward a system of

22 capitation to Insurance carriers--and that, in the meantime, the existing

23 "customary, prevailing and reasonable" charge system should be maintained.

24 Although the report from the Administration was not available for review by ASIM

25 at the time the statement was prepared, the Society is strongly concerned if this

26 means further delay in making rational changes in the system of payment for

27 physician services under Medicare.
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1 Maintaining the existing "customary, prevailing, and reasonable charge system"--

2 as presently distorted by fee freezes, delays in payment, and other regulatory

3 measures designed to reduce federal expenditures--clearly is unacceptable to most

4 physicians and patients. Moreover, preserving the status quo would allow no

5 opportunity to make progress on implementing a more rational system. Even if

6 capitation is determined, after further analysis, to be a desirable goal, ASIM

7 believes that for the foreseeable future a large number of Medicare beneficiaries

8 will continue to receive care under non-capitated settings. Therefore, it only

9 seems logical that effort to bring about fundamental reform under the existing

10 fee-for-service system must be pursued. Moreover, a relative value scale based

I I on resource costs is not Inconsistent with a system of capitation. Such an RVS

12 could be employed in determining capitation levels to insurance carriers, it could

13 also be used within HMO systems to determine levels of payment to physicians.

14 For this reason, research into developing a resource based relative value scale

15 should be pursued, regardless of the ultimate policy decision on capitation.

16

17 Further, ASIM questions whether an exclusive system of capitation is workable

18 and desirable. Although capitation can and should be an option available to

19 patients who are Medicare beneficiaries, ASIM Is concerned about any system that

20 would make it impossible for beneficiaries to elect voluntarily to receive care

21 under a non-capitated system. At the very least, considerably more research and

22 experience on the workability of capitation models for Medicare beneficiaries

23 clearly is needed. I
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1 The Society also remains strongly concerned about any proposal to include

2 physicians under the prospective pricing system (PPS) for hospitals. Recent

3 studies and reports suggest that PPS for hospitals has, in some instances,

4 compromised the quality of care provided to patients who are Medicare

5 beneficiaries. The Senate Special Committee on Aging, for example, recently

6 expressed concern that some patients are being discharged prematurely due to the

7 incentives created by PPS. Under the current system, physicians can protect their

8 patients from inappropriate discharges and other cost-saving measures that may

9 adversely affect their care. If, however, physicians are placed under the same

10 economic incentives as hospitals, their ability to act as advocates for the interests

I1 of their patients would be severely compromised. This particularly would be the

12 case if physicians were paid by or through the hospital--in essence placing the

13 physician in the position as acting as an agent or employee of the hospital, rather

14 than as an advocate of his or her patients.

15

16 Conclusion

17

18 in conclusion, ASIM urges Congress to carefully consider the option of converting

19 the Medicare system into a schedule of allowances based on resource costs. Such

20 a system will assure greater predictability for both physicians and patients; would

21 begin creating proper incentives In the system by reducing the disparity between

22 cognitive and procedural services; would allow input by physicians in all

23 specialties, through the American Medical Association, in developing a more

24 appropriate relativity for physician services; and would provide a useful

25 methodology that could be applied even if Medicare ultimately moves towards a

26 system of capitation for all physician services.

27

28 - i will be pleased to try and answer any questions-from the Committee.
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STATEMENT OF EDITH IRBY JONES, M.D., PRESIDENT, NATIONAL
MEDICAL ASSOCIATION, HOUSTON, TX

Dr. JONES. Thank you.
We appreciate the opportunity of relating our views to you this

morning. I am Edith Irby Jones, president of the National Medical
Association.

The National Medical Association was founded in 1895 out of the
need to address a special segment of the population. That need still
exists. We represent more than 13,500 physicians, predominantly
black, who serve significantly the poor blacks and other inner-city
minority persons.

We have served this population to a significant degree prior to
Medicare in 1965, and we continue to serve, sometimes without
pay, and frequently with inadequate pay. We, out of necessity, have
developed an expertise in caring for poor patients with inadequate
pay.

We know that there is a disparity in morbidity and early mortal-
ity between minorities and the majority race in America. We recog-
nize that the quality of health care must be accessible to all at an
affordable cost. We are especially concerned that the disproportion-
ate providers of health care to the poor, elderly, and disabled be
able to continue to do so with adequate compensation and with dig-
nity for the provider and for the patient.

The effects of poverty are manifest in the health of people. Poor
people are less healthy than those who are economically advan-
taged and, thus, our recommendations are made recognizing the
burden of care for these patients, especially the poor, black, and
other minorities.

I have with me Dr. Reed Tuckson, who is a member of the Coun-
cil for Medical Legislation Affairs for the National Medical Asso-
ciation, and I am going to ask him if he will present the recommen-
dations that we have for you.

Senator DURENBERGER. All right.
Dr. Tuckson, welcome.
Dr. TuCKSON. Thank you.
The NMA is well aware of the need for cost-containment. Our

membership has, for many reasons, devoted itself to the health
care needs of a special subsegment of the health care market. We
feel it is our responsibility to advocate that, as we develop innova-
tions in health care financing, that poor minority patients who are
demonstrably burdened with severe, multiple, and chronic health
problems not be unfairly impacted nor disincentives be erected for
physicians to care for this subsegment of the market.

Specifically regarding No. 1, the fee freeze, our membership cannot
afford an extension of the freeze. Medical equipment suppliers and
liability insurance carriers are not concerned that our member-
ship's practices are overwhelmingly comprised of poor people
whose care is disproportionately financed by public health insur-
ance. It seems unfair to continue the freeze as our expenses and
overhead increase, especially when, because of sociological realities
and philosophical commitment, NMA's physicians have a limited
opportunity to bill their patients or to serve more lucrative market
segments.
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Regarding the diagnostic-related groups and their application to
this issue, we are extremely concerned about the implications of
that activity. We are particularly concerned about the inequities
related to the aspects of severity-of-illness. Our patients are not av-
erage; they require higher intensity treatment, and it creates a dis-
incentive to treat critically ill persons, and it creates a strong in-
centive to limit or severely reduce the quality of service.

Regarding the relative-value scales, we look at this with interest.
We are well aware that a critical fault of the current CPR system
is its bias toward procedures versus cognition. Complex patients
who are relatively unsophisticated require time for problem-solv-
ing, counseling, and monitoring. Additionally, outpatients require
preventive services, currently not reimbursed under the regular
system.

This relative-value scale will have the potential to remove the in-
equities in payment rates, and we await with interest the results of
the studies ongoing.

Regarding the capitation and voucher systems, this also may
have merit, especially in its freedom-of-choice aspects. We caution,
however, that the rate must be adequate and the implementation
system flexible enough to provide both for, No. 1, incentives for pri-
vate sector insurers to offer the necessary comprehensive services,
for which the voucher allowance would compensate, and would do
so in a quality manner; and, No. 2, consideration must be given to
catastrophic events that may be beyond the limits of the voucher
policy.

In conclusion, we sincerely hope that, as we consider alternative
financing mechanisms, we will do so in a thoughtful and compas-
sionate manner, and that this country will continue to appreciate
the need for enhancing access to quality care for all Americans.

Thank you for the opportunity.
Senator DURENBERGER. Thank you very much.
[Dr. Jones' written testimony follows:]
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Mr. Chairman and members of the committee, I am pleased to have the

opportunity to testify on behalf of the National Medical Association on the

issue of changes in the reimbursement systems under Medicare (part B) payments

to physicians. The National Medical Association, founded in 1895, now

represents over 13,500 minority physicians nationwide and has as its major

objectives to improve both the overall status of mino"itv medical

practitioners-as well as the quality of health care for all patients.

At present, the Department of Health and Human Services is attempting to

reduce the cost of medical services, particularly Medicare payments to

physicians. It has been indicated that Medicare payments for physician

services have grown more rapidly than payments for hospital services.

Therefore. proposals have been developed to refine a system that would allow

more predictability of physician payments and reduce their rate of growth.

The present system for paying physicians under Medicare, a-customary-

prevailing-reasonable basis system (CPR), has been criticized for being

"inflationary". This system has also been criticized fo- built-in Incentives

for physicians to provide more than the average number of services.

Therefore. a reformulated Medicare payment system and alte-native medical

practice modes are being considered; the arguable objective of these

mechanisms are to encourage physicians to become more efficient and to allow

the federal government to anticipate the costs of physician services jnde-

Medicare.

The National Medical Association is aware of several of these

proposals. They focus around several issues which include:

1. changing physician practice modes with respect' to g- .p r-actice

arrangements to financially encou-age physicians to provide fewe-

services,

BEST AVAILABLE COPY
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2. changing the units of services that are reimbursed under Medicare. This

encompasses collapsing particular services into packages or groupings of

services and paving for these services in this respect. For example,

services might be g-ouped under particular diagnoses or into comprehensive

groupings.

The NJational Medical Association is extremely concerned about the impact

of any prospective payment method on a physicians ability to provide quality

health care to each one of his/her patients. We are particularly concerned

about the potential impact of any p-ospectlve payment system on the ability to

provide quality oa-e to ow-4ncrme populations. We believe that any tyce of

prospective pavnent cysten. as we .,nde-slan it. would have an adverse effect

on the health status 'f s>-.o-!tier and their abilitv tc receive health care.,

NMA py:,-siclans provide me':al ca-e largely to limited income, urban,

Black opulations. Cne se-ious problem with the present DRG system is it does

not include a fair cnns4 er~i'on f^ the intensity of treatment so often

required by low-4ncome oallents. It is not un-easrnable to expect that the

economy ' behav'e of Tndiv -i al rhysiolins as owners/manage"s of health oa"e

delivery entities to be tsila" to that 'f hospitals: to survive as business

entities physicians as wel: as hospitalF must reduce as much as possible the

financial risks associated with the delIvery of health care services. If a

Pompensation syst'm does not provide a fair return for services required-To

meet the health ca-c needs f particular patients, the c .pensation must

increase.:- ve- time, services w"! be -educod or refused altogether. Under

a DRG type formsi* for prospecive oavments. how can a nhvs-cian afford to
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maintain a practice which serves an above' average number of severely ill

patients. These factors must be considered In any objective critique of the

impact of any prospective system on a physician's ability to provide quality

health care.

Aside from the damaging impact on quality care for the severely Ill a DRG

like system--wherein prospective payments are constructed on averages--will!

negatively affect the geographic distribution of doctors. Moreover, a DRG

type prospective system is likely to alter physician approaches to providing

important counseling services with patients with certain potentially high

mortality diseases.

To predict the possitle impact on these patients it is necessary to

examine the experiences of the hospital industrv with respect to the

introduction of Diancsis Pe'ted firoups nrct.ve payment system (DRGs% in

SEI'Eg:TY OF IALNES5

As stated, an important o-iticism of the prospective payment system

(DRs' is that severity -f illnes- and complexitv cf Illness is not

incorporated into this payment mechanism. .v severity we a-'e rfferrlng to the

intensity of an illness, whether the patient's problem is mild o severe. 9v

complexity, we are referring to a patient with multiple illnesses that woIld

complicate a primary health problem, fo- example, a hypertensive patient may

also have diahetes. Under this system. nayment fIr se-vices a-e based o- an

average. UJnde- a i*,'e svsem payments to physicians who are -equired to

serve an abcve a r;7 ncer :f r-verelv Ill rst-'onts will not meet the costs
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of providing them health oa-e services. A DHO tve payment system for

physician services would mean that reimbursement rates would be identical for

physicians that care ftr the severely ill patients as well as those that care

for the less severe il. In essence these phvsicians would be penalized for

treating a "siee" orptfa'inn.

This is particularly crucial with respect to physicians who serve a large

propo-tir of l w-lcn-". e.de-'', nine-it. oatier's. For several reasons

7 ack patir.ts -- . ....... ir illness has -eached a

severe stage. t'vntar'av s':ck oaierts will ec-ve c,erly burdensome to

physicians whoa' Medicare relmt ;-Erents are n-t Ive~ing the total cost of

' 05.-e-t sect i.~era"r en' ,"'e'. tne., s the incentive to

Alternat' vox', Tht's c nr '-~r e ovie mirnimal care. The

phsicIans is faced wt.th "Tt'n- rf chr.-sinr between a h*,Pher and lower cost

prcet;re f-a" tx "... : sc. This.. w-' -. ' th-it *he, TG typr- of rp' ennt

. - -t - ,:-.' ;Iin i's "'T the pr7.vis.ion of czaitv

care for t"e se.:'-"el .11. The -,aonoc. irpa't cf a 2RG type p-ospective

payr",ent nerten f7r '-.-' ' jhe" exacerhate thxe al-eaty p"eSe-'

two-'ti ede he" '-' r. t'a e r-stem for the wralth', and at

best one '" e x-.' "- a- f-'- the rc-.

JTIPFAPHI"_22:TRP:2
0

!.e" 'cer v ':1c ,,F a pa--er. ''at,- heC -',- in its impa-'t cn a

prys ca 't e-, c ?fr-c''ce''i ,. 'e"' a similar syn.stem t n '."'' 'a'

2-
m~S, nh':-'iars wo":2 Ce '."'e n-' -~ tCA e'-"!h thei- oraotioms 'n a-eas
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with "healthy" patient populations. This would result in a greater shortage

of physicians in predominately Black, low-income communities. Young

physicians, especially, would not have a large enough financial base to

practice in those areas where, due to a "sicker" population, payments for

services would be too low to cover physician expenses, which usually include

significant costs for loans associated with their medical education.

COUNSELING AND MANAGEMEN-

Consideration must also be given to the impa-t of "average" costs of

prospective payment systems on diseases that require extensive patient

counseling and management services. 'hese include illnesses such as hyper-

tension and diabetes that requ -e periodi o mcntc-inr. if the cost of the

physician time is not valued in thIs payment system, the incentive will be for

physicians to provide less consultative services for such chronic illnesses.

This point is critical with respect to minority patients whc exhibit higher

rates of hypertension, cardiovascular disease and diabetes than the majority

population. There would oe little incentive to provide ongeong disease

management services to these patients and this would have se-ious implications

for the successful treatment of these disease.

SUMMARY

The National Medical Association is conce-ned about the impact of a

prospective payment system on physicians in that "uch a system has built-in

incentives to encourage the treatment of patients with less severe and less

complicated diseases. We believe that our particular patient population,
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mainly the urban, poor, minority population, will ultimately be viewed by many

physicians as financial -isks. Therefore, they will be excluded from

receiving the necessa-v health care, due to their ned for more costly

services.

,e a-e also concerned 'hat voine physicians wl be unwilling to

establish pracli-es in low-lncome rnlnorotv communities whe-e patients have

illnesser tha' are n-- revere thar the iverar rrrulation and the-efo-e mn-,e

costly.

The NYen.. :-re vn- onm- tee tc examine methods of ensuring an

equitable pay-rent sv-ten wc'!I n-t per-u' a segment of the population to

be viewed as a (ena-u a. -i t vs'- --- n' T -- et -cv-rity of illness

and 2cm-'exly 'e' ars n'ust he an ersen'la! component of the

proposed payment svsctem.

2. We also sagFest that a measure or valjation of physician time with

respect to pati-nt -u enent and counseling fcr ch-onc illnesses be

incorporated In a ne-hans- for determinng ph-slcian fees.

. The 'IMP is :n fav-r of a sstem for determining physicians' fees that

is based on a relative value scale. This scale, in essence, would assign a

weight to each pror-edu-e and a multiplier to convert that weight to a dolla"

value. The advantage of trls method :s that the multiplier can be a1lusted

for inflation and local c0t of living diffe-ences. Also, a relative value

scale can be anplied tc parents fnr patientt as well as inpatient physician

services.

The 'YA teliev-s t-a' an' pa-tent system unde" Medica'e that is

considered would need to pla-e mnre emphasis on the delivery of quality care,

while e-sulns tha' Ivsclans !c not assume undue financial -isks for

deli-vre'Kr that ca-e.
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Senator DURENBERGER. Let me begin right at that point and ask
each of you-in some cases it is a reiteration-to scope out the re-
ality of most health care services or acute health care services. I
mean, we have been reminded by Dr. Connally, of course, of our
concerns for the cognitive. We are reminded by Dr. Tuckson that,
when a lot of people come into a doctor's office with an ache or a
pain, there is a lot more complicated health care concern on the
part of the doctor than just that precise ache or pain; there is a
larger environmental setting that good physicians need to take into
consideration.

So, beyond the procedural, as Dr. Connally calls it, or doing it by
the numbers, I take it in trying to put together a professional reim-
bursement system we need to take a lot of other things into consid-
eration. And the various approaches to this that were suggested by
our previous panel, I imagine, have various merits and demerits re-
garding the cognitive and some of the other aspects.

So, I wonder if each of you wouldn't suggest to us that there is a
larger picture than the set of procedural steps that need to be
taken, and suggest to us how you think one or the other of these-
RVS versus some other system-might be better as a formula than
the alternatives.

We will start with Dr. Davis.
Dr. DAVIS. Thank you, Mr. Chairman.
Yes, sir, I think we do have some problems, many of us, with the

procedural versus cognitive definitions. Dr. Utz and I are both sur-
geons. We do a great deal of procedures. But some of our most im-
portant work is cognitive work, because surgeons do cognitive
work, and the term really is not very clear.

To answer your question directly, the American Medical Associa-
tion does strongly endorse a resource-based relative-value scale.
And, as has been outlined to you today, that is based on many fac-
tors, including the time involved, the complexity of the procedure
or of the problem at hand, investment that has been made in the
education of the practitioner, overhead involved, and the expense
to provide professional liability protection.

Even the surgeons among us recognize the fact, that the cogni-
tive aspects of practice have perhaps been underpaid, and perhaps
it should be put back in a more relative position. And we think
that a resource-based relative-value scale would do that.

Senator DURENBERGER. Dave.
Dr. UTZ. Thank you, Mr. Chairman.
It is difficult for a surgeon to define the term "cognitive." If it

means that surgery does not involve cognitive activity, that is obvi-
ously not the case. Surgery also involves a feeling of humanism
and of identification with the patient, with his illness, with his
family, with his community in the pre-operative care, and in the
analysis of a patient's problems, as it does in the operating room
and after the surgical procedure, in post-operative visits.

So, nonprocedural-which is a better word-and procedural -ac-
tivities are those that encompass the activity of a surgeon. Nonpro.
cedural and procedural activities also involve internists and gener-
al practitioners, family practitioners, as they do diagnostic tests, as
they prescribe medicine, as they may order some complex diagnos-
tic procedures. I
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I think surgical strategy of combining or bundling the services
into a pre-operative, operative, and post-operative package is a de-
sirable one, and it can be emulated by those who charge for each
office visit.

Mr. Chairman, regarding which payment alternative would be
best as far as surgery is concerned or the medical practice as a
whole, I might observe that medicine has developed recognizing
several pathways to care. And acceptance of any alternative plan
without a careful consideration or trial, specifically regarding its
impact on access to care for the elderly and its definition of quality
of care, I think will destroy what we have accomplished to date and
will impede any future developments in this area.

Thank you, Mr. Chairman.
Senator DURENBERGER. Before I ask the two of you to respond, I

don't know how we are going to do this, but if you all want to sit
here while we go over and vote, you are welcome to do it. I would
excuse the panel, too, if you want to go to lunch, but we have to go
over and vote here in about a minute and a half.

If you are not going to be able to come back, do you have a ques-
tion, Senator Boren.

Senator BOREN; Let me ask a very quick question. They indicated
yesterday in our meeting that they will not hold rollcalls past a
certain time.

I would like to address this to Dr. Utz in particular:
One of the strengths that I think we have in our system is the

diversity that we have had, the fact that we have developed centers
of excellence such as your own clinic. The Mayo Clinic is an exam-
ple of that center-of-excellence approach. I wonder what you be-
lieve that the major changes in physician reimbursement, particu-
larly any move toward capitation for example, might have on the
development of maintaining these centers-of-excellence or future
development of centers-of-excellence like that?

Dr. UTZ. Thank you, Senator Boren.
As far as capitation is concerned, and institutions or private

practitioners who maintain an excellent quality of practice, I think
there are some concerns. There are some disadvantages. A capita-
tion system, while it has worked fairly well in the Twin Cities-
and there may be some argument about that-has not done as well
or performed as well in rural Minnesota.

A single identifiable unit to take care of a particular patient pop-
ulation, so that the individual has no opportunity to select his phy-
sician or perhaps to affect the amount of care that he receives, can
be a disadvantage of capitation.

Capitation does offer some advantages. It would take the govern-
ment out of health care administration to a certain extent, it would
properly emphasize preventive care, preventive medicine, and it
would probably reduce revisits, and readmissions.

But what concerns me about capitation is the risk of reduction of
access to necessary medical services and compromise in quality of
care.

Senator BOREN. Senator Durenberger and I apologize that we are
caught in this situation. Senator Durenberger asked that we go
ahead and excuse the panel because of the time constraints that we
are under. If any of you would like to submit any additional sup-
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plements to your statements, please feel free to do that, and we
will have them included in the record.

He will be returning, and the representative of Blue Cross/Blue
Shield will present his statement just as soon as we get back from
this vote.

Again, we apologize for the situation in which we find ourselves.
I know that members of this- panel understand that as well as
anyone, on the kinds of disruptions that occur.

Thank you very much.
[Whereupon, at 11:59 a.m., the hearing was recessed.]

AFTER RECESS

Senator DURENBERGER. The hearing will come back to order. Our
final witness is Bernard Tresnowski, president of Blue Cross and
Blue Shield Association of Chicago, IL.

Bernie, your full statement will be made part of the record, and
you may proceed to treat it in any way you like, depending on
what time you have to get to lunch.

STATEMENT OF BERNARD TRESNOWSKI, PRESIDENT, BLUE
CROSS AND BLUE SHIELD ASSOCIATION, CHICAGO, IL, ACCOM-
PANIED BY LARRY MORRIS, SENIOR VICE PRESIDENT, HEALTH
BENEFITS MANAGEMENT, BLUE CROSS AND BLUE SHIELD AS-
SOCIATION
Mr. TRESNOWSKI. Thank you very much, Mr. Chairman.
Joining me this morning is Larry Morris, who is the senior vice

president of health benefits management for the association. Larry
is our resident expert on physician payment, he spent almost his
entire professional career worrying about that subject.

You have our testimony and, as you said, it will be in the record.
It does several things: It establishes our credentials for discussing
physician payment. I would simply add to what is in that state-
ment that last year we paid out $8 billion in physician payments
under our private programs and were responsible for the adminis-
tration of another $10 billion under our carrier responsibilities
under Medicare.

The statement also reviews our experience with physician pay-
ment systems in our private programs. I know that is a special in-
terest of this committee. It presents our views of the advantages
and disadvantages of Medicare's current physician payment system
and concludes that it is time to proceed with payment reform.

We present a set of criteria against which possible reforms
should be tested; we review a series of possible reforms ranging
from all the things you have heard this morning-capitation sys-
temsi, per-case fee schedules, per-procedure fee schedules, reasona-
ble modifications to the existing, customary, prevailing, and reason-
able payment system under Medicare.

We note specifically in our statement the importance of selecting
a payment system that relates directly to the level of assignment
and the close correlation between payment and that assignment
level in order to assure predictability and full financing on the part
of the beneficiary.
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We also note the importance of controlling the use of services,
because use is the principal determinant of cost-it is not price- -
and any payment system that doesn't take both into account is
flawed.

With that by way of background, in terms of the statement, let
me proceed and tell you what we believe, and let me put it in the
framework of a question you asked this morning: Do we do one
thing at a time? Or do we move on parallel paths? And let me tell
you what we believe in that context.

First of all, we believe that Medicare should move aggressively to
a capitation payment system, as has been explained this morning.
They ought to exploit the HMO and the comprehensive medical
plan opportunity that is now available.

In addition, we urge that experiments in geographic capitation
be pursued without delay. There is a proposal from the Maryland
Blue Cross and Blue Shield plan that has been on the table in
HCFA now for several months waiting for a decision, and we think
a decision ought to be made on that and tested, to find out'whether
indeed it makes sense.

Senator DURENBERGER. Can I stop you at that point and say, are
there conditions on that proposal, like "we don't want any competi-
tion," or "we want to be the only one intown"?

Mr. TRESNOWSKI. No; the proposal is such that existing HMO's
and CMP's would not be a part of the capitation, but that the re-
maining portion of the population would be covered under a single
carrier.

That is an experiment. If you were to go into a competitive situa-
tion where you would want to broaden geographic capitation, then
you do it on a competitive-bid basis, let any carrier come in and
say, "Given a certain population base"-whether it be a county or
a State or whatever-"let's bid on it," the same thing we do with
major accounts.

Senator DURENBERGER. Is it possible now for anyone to compete
with Blue Cross and Blue Shield in Maryland?

Mr. TRESNOWSKi. Oh, I think so. They certainly do.
Senator DURENBERGER. What if some other Blue Cross and Blue

Shield tried to come in and compete, and they couldn't get in? Isn't
that in the back of my head someplace?

Mr. TRESNOWSKI. Do you mean could another Blue Cross and
Blue Shield come in and compete?

Senator DURENBERGER. Yes.
Mr. TRESNOWSKI. No, they can't, not under our licensing arrange-

ments with regards to the name and mark.
Senator DURENBERGER. But do you think in the State of Mary-

land there are competitive health plans with enough enrollment
and enough marketplace penetration that they could take on Blue
Cross and Blue Shield?

Mr. TRESNOWSKI. Well, I think the question really is to the
degree of risk involved. I think the estimate is there is a billion-
dollar risk under Medicare in Maryland, and the question is, does
the carrier have the capacity to take on that size of a risk. But
frankly, Blue Cross/Blue Shield of Maryland doesn't have the ca-
pacity to take on that risk, and the arrangement that is in HCFA
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at the moment is to take a portion of that risk and to reinsure the
balance of it.

Any carrier, regardless of size, could put together a set of rein-
surers to take on any amount of risk it wanted, depending upon
whether it wanted to take on the administrative challenge.

I point to Maryland not so much as an example of what ought to
be done in terms of an operational situation, but I point to it only
because we need some experience with geographic capitation, and
there is an opportunity to find out some things about it.

Senator DURENBERGER. Yes; I didn't interrupt you to be disrup-
tive but for the same reason I interrupted Henry in his presenta-
tion, because, these demonstrations are a way to, in effect, estab-
lish-I used the Gold Plus in Florida-a big part of the market.

I guess what I am searching for here is some ideas on how to do
demonstrations that ensure that they aren't going to be anticom-
petitive. If HCFA gave a demonstration on physician reimburse-
ment, capitation, to Blue Cross in Maryland, and Blue Cross in
Maryland already has 85 percent of the business, and all this does
is prove that they can reduce costs, it also puts them in the saddle
against anybody who tried to come in in the future and sell either
combination plans or physician plans against them, it seems to me.

Mr. TRESNOWSKI. Well, then I think what you need to do in
Maryland, specifically, under a demonstration is to solicit other
people to come in and offer a proposal to do a similar thing. I think
there are a lot of carriers out there with the capacity to take on a
billion-dollar risk with proper reinsurance opportunities.

I think the critical question isn't so much whether you can struc-
ture a competitive arrangement, it is a question of whether any-
body wants to take it on. And it isn't always the risk involved, it is
the administrative complexity of what is being asked for.

Senator DURENBERGER. All right.
Mr. TRESNOWSKI. And in that case I think the reason we would

urge that capitation be pursued is because it offers the greatest ad-
vantage of the criteria we laid out in the testimony: simplicity, pre-
dictability, efficiency, and financial protection.

The utilization point that we made in our testimony is covered
under a capitation arrangement. It strikes at the critical balance
between money and medicine, and it pushes the decisions down
where they belong, and that is at the time of the medical transac-
tion. I think that is the real advantage of it.

But you are not going to get total capitation arrangements
around the country; and, short of that, we look to the many concep-
tual advantages in a per-case fee schedule, using a system similar
to DRGs.

Now, unfortunately there are some very significant feasibility
problems involved in that kind of reform. Our suggestion is that,
even though there are those feasibility issues, that, as some of the
witnesses said this morning, that ought to be pursued. I wouldn't
give up on that.

You personally made a suggestion some months ago about put-
ting together a per-case arrangement covering the whole spell of
illness, from the physician's office to the hospital and the skilled
nursing facility, the hospice, and so on. I think, conceptually, that
continues to make an awful lot of sense; the question is, how do
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you technically design such a system, and who manages that per-
case payment amount? But it does make an awful lot of sense, and
I think it needs to be explored and pursued aggressively.

With that in mind, we would therefore, in the context of pursu-
ing reimbursement reform, recommend a three-part strategy for
payment reform:

First, that Medicare move to a per-procedure fee schedule. And I
realize that there are problems in that transition-resource-based
relative-value schedules, consensus relative values, and so on. We
think that a resource-base is fine and it ought to be pursued, but I
wouldn't wait around for that to perfect itself; I would move it out
of the area of academics and put it into the area of operations. Con-
sensus building we do all the time on the basis of all sorts of profile
information; you just throw it up on the screen, get a group of guys
in the room and say, "What do you think?" And then you start
paying that way.

Senator DURENBERGER. All right; that is why you are on this
hearing today, because between the two of you you have all the ex-
perience in doing this sort of thing. And is it relatively-the con-
sensus model? It is not a difficult model to follow?

Mr. TRESNOWSKI. No; And you are using judgment. Nothing is
perfect, and so you take the profiles drawn from your chart infor-
mation, look at the inequities that are built in, and some of them
are quite obvious. You get a group of people around a table, and in
a couple of hours they have sorted it all out.

There will always be those who will say, "Well, you didn't do
this, and that, and the other thing"; but you have done a reasona-
ble justice, and then you are going to start paying that way. And
we would urge that that be done.

The second part of the strategy is, we think the assignment ques-
tion has to be dealt with. And as we have said many times before,
we think an all-or-none policy is critical, that at one point in the
year a doctor ought to be asked whether he is going to take assign-
ment and stay with that during the course of the year. We think
that is extremely important in terms of understanding and predict-
ability, especially when you have got a fee schedule arrangement.

With a fee schedule, where the amounts are known, and an all-
or-none policy, you have greatly simplified the payment program
for the beneficiary, and I think that is an important criterion to be
kept in mind.

The third part of the strategy deals with the utilization-review
question, recognizing that you don't have a capitation arrangement
where you have got those incentives turned around. Then what I
think you need to do is to further strengthen the utilization-review
and medical-review capacities of the carriers.

We think we have done a good job with that. We wish we had
more money from the administration to be able to pursue some
things; but there is a lot of capacity out there among the carriers
to do a good job, and we would urge that the existing system be
strengthened.

Now, we understand that making a move to-the three-part strat-
egy I've outlined doesn't happen overnight, and therefore we think
that there are some short-term things that ought to be done right
now with the existing Medicare payment system. And quite frank-



246

ly, the most immediate thing that we would do is to take the CPR
system, the so-called customary, prevailing, and reasonable Medi-
care system, array it, get a group of people in a room and build a
consensus about some of the extremes-high and low-and give
some authority to the carriers to do the sam3 kind of thing and get
on with it.

Senator DURENBERGER. Have you done that already in parts of
the country?

Mr. TRESNOWSKI. We do it all over, all the time. We have a lot of
physicians who work for us. We have worked with panels of doctors
drawn from the medical community.

Let me give you an illustration of this. A comment was made
this morning when Senator Heinz was here about Pennsylvania.
The assignment rate in Pennsylvania is up over 90 percent, and
one would say, "Why is that?" Well, why that is is that there is a
tremendous spillovers from the private sector acitivities of the Blue
Shield plan of Pennsylvania, which has a high percent of partici-
pating physicians. Why are there a high percent of participating
physicians? Because there is a lot of involvement along the lines I
talked about, in terms of consensus building and what constitutes a
perfect fee distribution.

You have to understand that involving the medical profession at
the community level is critical. That doesn't mean you give the
house away; but you use them in order to fashion a system that
has, as I say, a certain amount of justice built into it for everybody
concerned. That's it. That is the sequence we would recommend. Do
something right now with the existing system, move to that three-
part strategy I talked about, and pursue capitation aggressively.

Senator DURENBERGER. Why don't we just take that previous
panel-Janet Mitchell, on down through the rest of them-and put
them together with you? Wouldn't we all come with something?

Mr. TRESNOWSKI. You could do it in a day. And the problem is
that everybody studies the subject to death. I think what you need
to do is put them in the context of paying, against the criteria of
what you are trying to accomplish. And then just put their feet to
the fire and get the job done, aod then start paying that way.

Senator DURENBERGER. I take it one of the concerns on the part
of some of the medical specialties in particular would be that,
"Yeah, we would put everybody together in a 'room, and we would
put a system together, and we would say, 'We will give you so
much for procedural and so much for nonprocedural."' And a year
later we would start ratcheting down. You know, we would just
start cranking it down; because it is so informal that nobody can
rely on it. And good old Congress, with their Gramm-Rudman and
so forth, would start the old winch going, first on the nonproce-
dural side and eventually raise questions about, "Ah, you can do it
for a lot less than that even on the procedural side." Might that be
one of the concerns that the professions would have about a process
that would appear to be so unstructured or informal?

I will agree with you, however, that it is very realistic. I like
your approach. But wouldn't that be one of the problems with it?

Mr. TRESNOWSKI. Sure, but let me explain it this way: If you con-.
vene them in a room, you are dealing with internal equity, and
that is what they are focusing on. You are not talking about the
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conversion factor-in other words, how much you are going to
pay-you are talking about internal equity. And I am talking
about all of them, and I listened to all of them this morning.

Senator DURENBERGER. As between the various forms?
Mr. TRESNOWSKI. As between cognitive, procedural, this, that and

the other thing.
So I think they would all be willing to sit around a table and

deal with that. They would also be willing to deal with some of the
extremes. An example is cataract surgery. They are charging today
as much for cataract surgery as some years ago when they put you
in a hospital for 10 days in sandbags. Now they do it on an outpa-
tient basis overnight; but the charge is the same. So, you have got
those extremes. If you put them in a room, you can kind of iron all
of that out. But that is internal equity, and everybody would agree
to that.

The conversion factor-how much you pay for that, given the
propensity of the Congress to rachet down-you deal with because
of the assignment situation, the all-or-none. If you are interested, if
the Congress is interested, in full payment to the beneficiary, then
you really don't want to ratchet the number down so far that even
the docs who want to stay with you are going to fall off the trolley
because they can't afford to just take the Medicare payment. I
think you made the point this meiningi-You have got to look
behind it at what it costs the doctor to do his job. Even the guys
who would like to stick around will say, "I just can't afford it any-
more; I am not going to be able to take assignments."

Senator DURENBERGER. All right. So, if I follow this now, if I was
concerned about having the right mix of specialties, that will be
taken care of in that first informal phase? I don't have to worry
about pricing certain people or underpricing certain people out of
the market?

Mr. TRESNOWSKI. Right.
Senator DUREBERGER. When you get to the second phase, though,

you start dealing with such things as geographic differentials,
urban-rural, and some of those kinds of issues. Is it appropriate for
us to look at those kinds of issues? And how do we approach that?

Mr. TRESNOWSKI. Absolutely. I think you have to. I think it clear-
ly costs a physician more to deal in one geographic area than in
another, and I think the same kind of consensus building has to go
on there. It is a little different and maybe less of a technical-medi-
cal consideration than it is variations in cost-of-living, inflation fac-
tors, and that sort of thing.

Keep in mind that you are always going to be a little bit arbi-
trary in these situations.

Senator DURENBERGER. But I am wondering what the premise is
on which we get to that phase. I don't have any of this before me,
but a day or two ago I sat with the principal researchers from OTA
who are doing the OTA report on this same subject, and they were
telling me-you should know this, I suppose, as an intermediary-
that the differences from one State to another are almost by a
factor of two in terms of both the charges by some physicians for
some services and the average dollar utilization by Medicare bene-
ficiaries. And that is quite disparate.
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I haste the figures somewhere here in my opening remarks, or
somewhere, that says that Manhattan is 100 percent higher than
Minnesota, or the Twin Cities, for some kinds of surgery. Now, that
is ridiculous.

Mr. TRESNOWSKI. Yes.
Senator DURENBERGER. But are we stuck with that kind of an

historic base as we move?
Mr. TRESNOWSKI. You have two things there. You have, one, the

price, the variation in the price. And then you have the variation
in the total cost, which is a function of the variation in practice
patterns.

In terms of price, I think you have to take some things into ac-
count in terms of the cost of living. Now, whether it is a factor of
two to one between New York and the Twin Cities I don't know,
but you can make a judgment on that.

The real problem, though, isn't price as much as it is variations
in practice, and that is the one that everybody is most concerned
about: "Why does it cost so much more? Why is the length of stay
so different? Why are these intensity-of-care levels different on a
similar diagnosis?"

Senator DURENBERGER. The utilization problem?
Mr. TRESNOWSKI. Yes.
Senator DURENBERGER. In using too many?
Mr. TRESNOWSKI. Yes.
Now, I suppose the expert on that is the group in Boston, and

they weren't here today-although most of them were here today-
that have looked at a small area of variations in New England, the
Phil Caper and the so-called Wennberg Studies.

I have talked to Jack Wennberg, and what he says is, if you have
a range of practice on a particular condition that is this far apart,
that on those extremes they are clearly not explainable; but you go
down here, and they are perfectly justifiable based upon the fact
that medicine isn't scientific, that it is as much of an art as any-
thing, and there are particularly legitimate considerations to be
taken into account.

I think the PRO's would be well advised to look at those area
variations. I know we are looking at them aggressively, because
when we make the judgment, geography-to-geography, we are less
concerned about the differential in price. That is more quantified
in terms of economic indices. But variations in practices is not and
needs to be considered.

Senator DURENBERGER. And your suggestion there is that the
best approach to that issue really is doing good medical-utilization
review?

Mr. TRESNOWSKI. That is right.
Senator DURENBERGER. Rather than trying to capture that

always in the payment system?
Mr. TRESNOWSKI. That is right.
Senator DURENBERGER. A suggestion was made here earlier today

that we might want to consider, as we approach physician reim-
bursement, incorporating the industrial side of this, or the hospital
side of this, the pathologists, anesthesiologists and radiologists, and
so forth-the folks in the surgical suite. Why not just incorporate
that right into the hospital DRG and do everything else either the
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way you are suggesting or some other way? Is that appropriate for
us to continue to explore, or not?

Mr. TRESNOWSKI. Well, you know, we went through a phase, and
I think we are still going through it, of debundling all those hospi-
tal-based specialists. We have always felt that was a little unfortu-
nate, and I think it would be wise to pull them back together
again.

Larry has spent some time worrying about that subject and
maybe he would like to talk to you about it.

Mr. MORRIS. Well, it is an appealing thing to do conceptually; the
thought that the patient does not have a choice between specialists
of that kind, and that therefore the competition inherent in fee-for-
service doesn't work--

Senator DURENBERGER. But the health plan itself? I mean, do you
have much of a choice?

Mr. MORRIS. I'm sorry.
Senator DURENBERGER. Well, the argument has been made that

the patient has no choice.
Mr. MORRIS. Yes, and I think that is true.
Senator DURENBERGER. Then is it true that the health plan

doesn't have much choice, either?
Mr. MORRIS. Oh, yes.

-Senator DURENBERGER. I mean, the referring physician is going
to make his or her selection.

Mr. MORRIS. Absolutely.
Mr. TRESNOWSKI. You have an anesthesiology group working in a

hospital, and you have a radiology group working. You don't have
a lot of--

Senator DURENBERGER. Yes. All right.
Mr. MORRIS. So, you come to the basic question: Where is fee for

service appropriate and where is it not appropriate? I think a lot
less strong case can be made for it, you know, where "the patient
has no choice, and the health plan has no choice, and there is no
incentive to compete on price" than it can be in the other situation
where price clearly is a factor in making a choice.

As someone pointed out on the panel, there are some problems
inherent in that. I think it is going to take some work before we
would be willing to make a final recommendation; but the basic
idea is certainly worth exploring.

Senator DURENBERGER. Is there anything else we ought to touch
on? The hour is getting late.

I put a question mark next. o a comment here in your testimony
relative to changes in the PRO law, that "we ought to remove the
disadvantage carriers now face when bidding for PRO contracts." I
thought I put that in there deliberately. As we said; when we said
"peer review," we want peer review. Now, tell me I am wrong, I
mean, don't tell me I'm wrong.

Mr. TRESNOWSKI. I am not going to tell you you are wrong; I
think you are absolutely right, except in terms of emphasis. We
have a lot of physicians who work for us and they work very--

Senator DURENBERGER. All right; you are just saying the entity--
don't fire the entity as long as it is otherwise qualified to do the
peer review with peers.
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Mr. TRESNOWSKI. That is right, particularly if it is more quali-
fied.

Senator DURENBERGER. And apparently would put you, for exam-
ple, or any carrier at a disadvantage automatically, even though
you might have as many doctors?

Mr. TRESNOWSKI. That is right. If there is a medical group that is
able and ready to go, they get preference.

Now, we do have a couple of plans that are functioning as PRO's,
because they couldn't find any alternative. And our knowledge is
that they are doing well.

Senator DURENBERGER. All right. Thank you very much, Barney,
and I thank everyone.

Mr. TRESNOWSKI. Thank you.
Senator DURENBERGER. That is the end of the hearing.
[Mr. Tresnowski's written testimony follows, as well as testimony

of WFranklin B. McKechnie, M.D., president of the American Society
of Anesthesiologists:]
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The UCR concept involves limiting payment to the lowest of the individual physician's

actual charge for a procedure, theit physician's usual charge, or the typical charge

among physicians performing that procedure in the area. This latter limitation is

referred to as the "customary charge", although Medicare uses the term "prevailing

charge" to describe the same limitation. Many Blue Cross and Blue Shield Plans eliminate

the usual charge limit and base payments on the lower of the actual charge or the

customary charge.

In our private business, UCR-type payment arrangements are typically associated with

medical and surgical "service" benefits programs. 1'o deliver these benefits, all but a

small number of Blue Cross and Blue Shield Plans rely on "participating" physicians who

agree to accept Plan fee allowances as payment in full. Participating physicians are

permitted to bill Plan subscribers only for co-insurance or copayments where those apply.

The physician participation concept is an important part of our private business. It

eliminates paperwork for our subscribers and, most importantly, injects an element of

financial predictability into subscribers' relationships with physicians. A Blue Cross

and Blue Shield Plan's ability to achieve adequate participation among physicians depends

on the existence of a reasonable level of payment and, importantly, on a strong

commitment to prompt claims service and responsiveness to provider problems. Generally

between 75 and 95 percent of area physicians choose to become Blue Cross and Blue

Shield Plan participating physicians where these arrangements are available.

Most UCR systems used by Blue Cross and Blue Shield Plans set an initial customary

charge limit at the 75th-90th percentile of physicians' usual charges and then adjust

this amount downward if it exceeds an established rate-of-increase limit. Some Plans

58-202 0 - 86 - 9
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limit increases in customary charge screens to specific economic indices, such as the

CPI or GNP price deflator, while others base their limit on actuarial recommendations

or Board of l)irectors' decisions. A majority of Plans, including those relying principally

on fee schedules, update payment limits annually. In addition, most Blue Cross and

Blue Shield Plan UCR systems recognize physician specialty in the calculation of

customary charges.

The physician payment systems used by Blue Cross and Blue Shield Plans are very

dynamic. New payment methods are being implemented and existing payment arrangements

are being changed. Many of these changes involve less frequent updating of payment

limits and incorporating incentives to encourage ambulatory surgery.

Though the price paid or payment method used is important it is less important in

containing costs than program,; that deal with variations in medical practice. New cost

containment programs - for example. preadmission review, mandatory ambulatory surgery,

patient care management, - have been established to address inappropriate use of

services and sites of care. Plans have also moved aggressively to develop lIMOs and

Preferred Provider Products. Under these arrangements, Plans can effectively contain

costs for physicians' services through innovative and flexible payment and utilization

management programs that take advantage of the dynamic market forces that now exist

in most areas of the country.

Blue Cross and Blue Shiefd Plans are addressing many of the same issues that Medicare

must face in deciding how to refine physician payment in a way that balances sound

program objectives and cost considerations. Consequently, the developments in the

private market that I have described are an important consideration as the Committee

examines Medicare physician payment.
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MEDICARE'S ('URRENT PHYSICIAN PAYMENT 4Erllol)OI,O(Y

Medicare calculates payments to physicians using the customary, Drevailing and reasonable

charge (CPR) method. Although the terminology is slightly different, the ('PR approach

is generally similar to the usual-customary-reasonable payment arrangements used by

many private payers.

Since the program began, steps have been taken to control increases in the fees paid

by Medicare to physicians. Early on, the prevailing charge limit on Medicare payments

to physicians was dropped from the 90th to the 75th percentile of customary charges.

In addition, the Medicare Economic Index, enacted in 1972, has been employed to keep

physician payment increases in line with general inflation and physician practice costs.

Congress, in the l)eficit Reduction Act of 1984, mandated a 15-month freeze of Medicare's

charge screens and physicians' actual charges to Medicare patients, effective July 1,

1984. This step increased further the disparity between actual charge levels and

Medicare payment levels.

Another important aspect of Medicare's physician payment program is the policy

concerning the assignment of claims. The physician's assignment decision determines

whether or not beneficiaries will experience directly the consequences of Medicare's

efforts to contain physician payment levels. Currently, physicians can choose each fall

to become participating physicians and thereby agree to accept assignment on all of

their Medicare claims for one year, or they can choose to accept assignment on a claim-

by-claim basis.
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F rom our perch etlive, tthe M edicare payment methodholoy, 's it i, currently -,truetured,

ta s numtber of problems,:

o It I, oofuink to h.neflicaries; and ohV'Ocia n".

o It is ,iiml)ersome to ndminister.

o It is not sensitive to changes in the rotil costs of individual procedures.

o It provides an incentive, as do all fee-for-service systems, to perform more

rather than fewr services--the more services provided, the higher the

physiian's income.

o It reflects existing charge patterns in the market for physician services,

which many believe represent payment imbalances. Critics have argued that

the existing .,ysten favors, beyond what is justified by actual resources,

specialists over generalists, urban areas over rural areas, inpatient treatment

over ambulatory care, technologically intpnilve procedures over primary care,

and new procedures over established procedures.

Many of these problems exist to varying degrees in other fee-for-service payment

methods as well. We would note, however, that despite its drawbacks, the Medicare

physician payment system has thus far served the program well. It has helped to

improve the financial access of the elderly and the disabled to high quality physician

services. In addition, the system has been flexible; it has screened and set payment

limits on the fee-for-service charges of large numbers of physicians in different

communities, with different overhead costs and with different types of training, skills,

and experience.

MEDICARE PHYSICIAN PAYMENT REFORM

In our view, Medicare physician payment reform should not be looked at solely as a

reimbursement policy issue. Our experience in designing and administering physician
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payment arrangements in the private sector has taught us that mechanisms to deal with

the volume and rfix of services rendered are more important than the techniques- used

to establish rates of payment. In addition, a critical measure of the adequacy of a

payer's arrangements with physicians is the degree of predictability and financial

protection they provide to patients. Therefore, no discussion of physician payment

policy under Medicare can be complete without a discussion of Medicare's policy regarding

the assignment of beneficiary claims. Finally, as emphasized by the recent debate over

whether patients are being discharged from PPS hospitals prematurely, there is a critical

need to monitor quality of care very closely under any revised payment system that

'would put providers at financial risk, thus providing incentives for underutilization.

Given that background, we would like to suggest six objectives for Medicare physician

payment reform.

1. Simpticity. Any revised payment system should be easy for beneficiaries and

providers to understand. Blue Cross and Blue Shield Plans that serve as Part B

carriers tell us that a significant portion of all the beneficiary and provider

inquiries they receive relate to misunderstandings about Medicare's reasonable

charge methodology and disagreements with the results. A revised payment system

should also be relatively simple to administer, although we recognize that some

complexity may be necessary to assure equity.

2. Reasonable financial protection for beneficiaries nationwide. In designing a revised

payment system, the Congress will have to weigh the advantages and disadvantages

of setting national, regional, statewide, or smaller geographic area payment rates.
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In this effort, we would urge that you give primary emphasis to the need to

achieve some uniformity of financial protection for beneficiaries nationwide, rather

than uniformity of rates. While large geographic variations in Medicare payment

levels for physicians' services are a concern, we believe that large variations in

the Medicare assignment rate are a greater concern. In our view, establishing

rates of payment on a national basis should not, in itself, be an objective of

Medicare physician payment reform. National payment rates could result in greater

disparities than exist now in the financial protection that Part B provides to

beneficiaries.

3. Efficiency, The revised payment system should promote the cost effective delivery

of high quality--care to Medicare beneficiaries. It should provide for payments

that are reasonable, considering the dynamics of the marketplace for physicians'

services and the need to assure that beneficiaries have reasonable access to quality

care.

4, Predictability. Beneficiaries are served best by a payment system that enables

them to predict with reasonable certainty the potential financial liability they

will face when they seek care. Also, physicians and other practitioners can

manage their practices more effectively and engage in meaningful planning if they

know in advance how much Medicare will pay for their services.

5. Maximum use of market forces, where feasible and appropriate, to contain costs.

The growing supply of physicians provides payers with opportunities to negotiate

contractual arrangements having more stringent payment and utilization management

provisions than ever before, while still maintaining high levels of participation. It



259

is important to note, however, that physician supply does vary dramatically from

area to area and among physician specialities. This variation in market conditions

reinforces the importance of program flexibility, which is another key objective

of Medicare physician payment reform.

6. Flexibility. The problems faced by beneficiaries, providers, and the Medicare

program regarding the financing and delivery of physicians' services vary in different

areas of the country. In some areas, Medicare prevailing charges may be overpriced

for certain procedures performed by an excess supply of certain specialists, while

in other areas beneficiaries may have very limited access to needed specialists.

Similarly, the availability of participating physicians varies greatly in different

parts of the country.

In our private business we have been successful in our cost containment efforts

by tailoring solutions to the problems that exist at the local level. Under any

revised payment system for Medicare, HCFA should be provided the authority to

depart from whatever payment methodology is adopted, either through waiver

provisions, exceptions provisions, or experiments proposed by carriers. We believe

that providing this flexibility will be critical to the system's success.

OPTIONS

With these objectives in mind, I would now like to address the options and our

recommendations concerning the three critical elements of Medicare physician payment

reform: the method of paying physicians, utilization review, and the assignment policy.

In addition, I will discuss capitation approaches' because they permit these elements to

be addressed effectively by managed care programs developed by private sector

organizations.
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Payment Methods

The major alternatives to the current CPR system that have been identified are per

case fee schedules and per procedure fee schedules.

Physician payment on a per case basis, possibly using DRGs in some way, is conceptually

appealing because theoretically it reduces any incentives for increases in the volume

and type of procedures and tests. It, therefore, has considerable potential to promote

efficiency. At present, however, per-case fee schedules are infeasible. First, most

physicians are not organized to manage the substantial financial risks per case payments

would pose. Unlike hospitals, most physicians do not treat sufficiently large numbers

of similar cases to be able to balance high and low cost cases with reasonable

predictability. As a consequence, many physicians might have strong financial incentives

to see fewer Medicare patients, to refer the more complex and time consuming cases

to other physicians, or, in extreme cases, to cut corners in delivering or ordering needed

care. In addition, attending physicians would have an incentive not to involve consulting

physicians in patient care management, and this could have adverse effects on quality

of care.

There are other problems as well, such as whether to make per case payments to

individual attending physicians of* to entities such as hospitals, hospital medical staffs

or physician groups. In any event, the difficulties inherent in distributing per case

payments among anesthesiologists, assistant surgeons, and other physicians could, in light

of current assignment policies, result in substantial financial liabilities for Medicare

beneficiaries. For these reasons, we do not believe that per case payment is currently

a realistic option for reforming Medicare's physician payment program.
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Further research of the methodologies and analysis of the policy issues underlying a

per case payment mechanism are, however, appropriate. We recommend that the federal

government continue such efforts, with particular emphasis on determining how physicians

can be organized to manage the risks inherent in a per ease payment system.

We believe that until we have better information and understanding of the issues relating

to per ease payment, Medicare should consider per procedure fee schedules as a more

realistic reform objective. Achieving two key objectives - simplicity and predictability

- will be very difficult unless Medicare moves to fee schedules. Fee schedules could

be developed based on existing charge patterns or a relative value scale. In addition,

flexibility could be provided for adjustments and possibly alternative approaches at the

local level. The fee schedules could be phased in over a multi-year period. Weights

for the relative value scale could be developed from charge data initially and when

feasible using resource cost measurement methods, taking physician concerns into

consideration. Collapsing of procedure codes for related procedures would reduce

Incentives for physicians to fragment their billing for procedures and manipulate codes

to increase their revenues. Implicit in this is that very little purpose can be served

by moving from a distorted CPR system to a distorted fee schedule based upon it. Fee

schedules are a potentially useful reform, but the reform should follow the development

of measuring devices to rationalize payment. In the interim, the unsupportable extremes

of CPR, both high and low, can and should be addressed within the CPR system.

A major advantage of fee schedules is that they are relatively predictable and easy to

understand in that the amounts payable by Medicare ean be readily learned in advance

by beneficiaries and physicians. However, even carefully designed per procedure fee
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schedules can have many problems. Fee schedules do not, by themselves, control service

utilization. Another major concern is the levels at which fee schedule allowances are

set and the effect these levels can have oil physician participation and assignment rates.

It may be very difficult to design fee schedules that produce substantial participation

and assignment rates and also maintain budget neutrality.

As work is underWay to address the design features of a per procedure fee schedule,

some modifications could be made to CPR to make it more acceptable and to facilitate

a smooth transition to a fee schedule. For . example, increases in prevailing charges in

a particular locality could be disallowed where they would bring the area to more than

25% (or some other percentage) above a state's average. Also, if a Medicare relative

value scale is developed before the implementation of a fee schedule is feasible, wide

disparities in the charge screens between specialists and non-specialists could be reduced

in the CPR system by use of such a scale. Collapsing codes for nearly Identical

procedures and implementing more global charge categories could reduce incentives for

physicians to fragment billing for procedures performed during the course of treatment.

The pending Medicare budget reconciliation legislation does contain proposals to direct

an independent body to examine these and other issues related to the CPR system and

to make specific recommendations to the Congress. We believe that this approach

would be an important step in the right direction.

Utilization Review

As indicated previously, the number of types of services furnished to Medicare patients

is the most important variable influencing total costs. Volume increases unrelated to

population growth and changing technology were responsible for 40% of the total growth

in Medicare Part B expenditures from 1980 to the present.
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Revisions to Medicare's current payment ;vstem or the establishment of a per procedure

fee schedule would not by themselves explicitly address the utilization of physicians'

services. We believe that the best approach to controlling utilization under fee-for-

service payment systems is through aggressive medical and utilization review (MR/UR)

by payers.

In recent years, MR/UR has received greater attention. A 1983 GAO report identified

substantial savings that result from Part B carrier pre-payment review activities. Also,

this committee in 1982 in TEFRA, and in this year's budget reconciliation bill, authorized

additional funds for Medicare contractor MR/UR activities in recognition of the program

savings these activities achieve. In the private sector, our *IR/UR activities, coupled

with innovative benefit design features that provide incentives for appropriate utilization,

have contributed to significant reductions in the growth of health care costs.

If medical and utilization review of Medicare services is to be an integral part of any

physician _Rayment reform effort-and we think it should be-a number of critical issues

should be addressed. First, the funding for carrier MR/UR activities and claims processing

activities, which by themselves detect and prevent Medicare payment for millions of

dollars of medically unnecessary care, needs to be more predictable, stable, and adequate

to do the job properly. Second, experiments should be conducted to test the feasibility

and desirability of evaluating carrier performance on the basis of ability to control

Medicare expenditures and providing explicit incentives to carriers for effective MR/UR.

Third, carriers should be provided greater flexibility to develop and implement cost-

effective MR/UR screens based on their private sector experience.

Fourth, and most importantly, changes in the PRO law and its implementation should

be made to assure that Medicare MR/UR is performed in the most effective and efficient
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manner. We urge you not to overlook the considerable MR/UR resource that Medienire

now has in its carriers and intermediaries. Medicare contractors overall have performed

well in this area given current program objectives and constraints, and the system has

the capacity to do much more if efforts are made to address the critical issues outlined

above. We recommend that the Congress not assume it is necessary to expand P3RO

MR/UR activities to all covered services in all areas if an intermediary or carrier that

conducts MR/UR as an inherent part of program administration can do the job more

efficiently and effectively. In such areas, we believe that PRO activity would be more

appropriately directed to the review of the quality of Part B services.

We also recommend that Congress change the PRO law to remove the arbitrary

disadvantage that intermediaries, carriers, and other payer organizations now face when

bidding for PRO contracts. Under current law and policy, while payer organizations

may bid to become PROs, they cannot be selected if there is a qualified physician

organization available. Even if the payer organization scores higher on the selection

criteria, it cannot be selected as the PRO over a less qualified physician organization.

Blue Cross and Blue Shield Plans make extensive use of physicians in both Medicare

and private MR/UR activities. In our view, Medicare should be permitted the option

of selecting whatever organization can best meet the process and outcome measures it

sets for the PRO program.

Medicare Assignment Policy

We have recently seen a dramatic increase in the assignment rate. While these results

are encouraging, we believe that the best policy for Medicare assignment is an "all or

none' system under which a physician must choose periodically whether to accept

- assignment for all Medicare claims or for no Medicare claims. tender an "all or none"
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system beneficiaries would continue to be reimbursed directly by Medicare for services

provided by non-participating physicians. Importantly, this policy would be much easier

for beneficiaries to understand. Also, over time, this policy offers the greatest potential

to increase the Medicare assignment rate without government coercion because it takes

full advantage of the changes that are occurring in the market for physicians' services.

As the supply of physicians and beneficiary understanding of this simpler system increased,

the advantages of becoming a Medicare participating physician would likewise increase.

The "all or none" approach would position Medicare better to experiment with innovative

cost containment approaches now being used by the private sector, such as preferred

provider arrangements. While any change from the current system is likely to result

in some physicians deciding not to participate any longer, we believe that on balance

beneficiaries and the Medicare program would be better off under an tall or none"

assignment policy.

Capitation

Although a modified CPR system, fee schedules, enhanced MR/UR, and "all or none"

assignment are desirable, it is our view that HMO, CMP, and carrier capitation

arrangements offer the greatest potential for efficiency and predictability, while

preserving reasonable beneficiary access to high quality care. Capitation arrangements

that transfer the underwriting risk of Medicare to private organizations will enable the

government to lake advantage of and reinforce the competition now under way in the

private sector. The private sector has taken great strides in fashioning new, locally-

oriented cost containment programs.

Although it is possible to capitate an organization for only Part B benefits, we believe

that integrated benefits management argues strongly for combined Part A and Part B
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capitation. \, indicated previou,;ly, physicifns' decisions have important implications

for the use of hospital and other health services. Capitation, through liMOs and CMPs,

is an approach already being used by Blue Cross and Blue Shield Plans and Medicare.

However, many beneficiaries have no access to liMOs and CMPs or do not wish to

change -physicians.

A number of Blue Cross and Blue Shield Plans are exploring with IICFA a different

approach called "carrier capitation". Under this approach, a Medicare contractor would

receive a capitated amount per beneficiary and all Medicare beneficiaries in a geographic

area would be included except those enrolled in other HMOs and CMPs. The contractor

could offer a variety of health benefit plans, including the traditional Medicare plan, a

fee-for-service plan with enhanced benefits management features, such as pre-admlssion

review, and an IIMO option. Beneficiaries could opt to enroll in alternate plans or

continue to receive the existing Medicare benefit package from their traditional providers.

We strongly endorse geographic capitation and believe that -the approach can be

implemented in the near-term in some areas of the country. Critical to the success of

this approach is the establishment of fair and predictable capitation payment rates that

enable the contractor to effectively manage the considerable risk that would be involved.

CONCLUSION

Mr. Chairman, you and the Members of your Subcommittee face a difficult set of choices

with respect to physician payment under Medicare. The major options are clear, but

there are severe practical limits on the extent to which new approaches can be pursued

in the short term. I have outlined the major directions which we believe offer the

best hope for the future and have suggested some realistic steps which can be taken in

the near term.

I would be pleased to respond to questions.
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Mr. Chairman and Members of the Committee. My name is Franklin B. McKechnie.

I am a practicing anesthesiologist in Winter Park, Florida, and the current

President ot the American Society of Anesthesiologists, a national medical

society with a membership ot approximatelv 21,UOO physicians engaged in

the practice of or interested in anesthesiology.

For a number of years our members have used the Relative Value System as

a basis tor reimbursement and indeed are currently required to do so under

Part B of Medicare. [he Society has published Relative Value Guides for

a number ot years, is familiar with the methodology and the practical

considerations associated with their use, and is, to my knowledge, the only

medical specialty currently employing a Relative Value System for Medicare.

f therefore appear before you to advocate your consideration of the Relative

Value System as a means of physician reimbursement. Mv remarks .ay perhaps

be better understood if I provide ,ou with a brief description of what all

anesthesiologist does. Our r,)st important function, as I am sure you all

know, is to administer a number ot drugs to render patients insensible to

pain during surgical and obstetrical procedures. In most cases, these drugs

suppress the patient's ability to maintain his own life. it is the

anesthesiologist who is responsible for keeping the patient alive by assuring

that essential physiologic systems function properly during the course of
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the anesthetic. This is done by (1) monitoring such vital signs as blood

pressure, pulse rate, color, temperature and heart sounds and (2) diagnosing

and treating any deviations that may arise during the course of the surgical

procedure. Our principal concern then deals with tne status of the

respiratory, cardiovascular, hepatic, renal and central nervous systems.

These activities are performed during, but independent of, the surgical

procedure.

The drugs that are administered to achieve the anesthetic state are in

themselves potentially lethal when used in inappropriate doses or improperly

selected for a particular patient. Each patient must oe evaluated prior

to the administration of the anesthetic which should be done by, or under

the direction of, a qualified anesthesiologist. Responsibility for the

patient's physiologic balance extends into the post-anesthesia period. Simply

stated, the anesthesiologist seeks to maintain the patient's physiologic

function in as near a normal state as possible while rendering the patient

insensible to pain during an operation. The anesthesiologist also has

a responsibility for the patient's care during his or her recovery from

anesthetic agents. It might be said that the anesthesiologist is the patient's

surrogate in the operating room, acting for the unconscious patient who

cannot act for himself or herself.

In any discussion of the Relative Value Guide, it is important for the Committee

to understand how the complexity of the anesthetic procedure relates to

the complexity of the surgery, as well as the severity of the patient's

illness. Since our concern is primarily with the respiratory and cardiovascular

systems, it stands to reason that surgery on these systems adds complexity

to the anesthetic. Such complexity can be further compounded by the patient's

58-202 0 - 86 - 10
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physical condition, his age, whether he smokes or not, his positioning on

the operating table, etc. These considerations form the basis for the Relative

Value Guide, which we believe continues to be the most accurate means

of providing proper compensation for anesthesia services.

The current guide published by the ASA contains a listing of approximately

400 surgical procedures. It is appropriate to note that no individual

anesthesiologist or insurer is under any compulsion to use the ASA guide

and in fact, many different RVGs are in use for anesthesia services by Medicare

carriers. Here are three examples from the ASA RVG:

Anesthesia for procedures on the upper abdomen (e.g., removal of a

gall bladder)

Anesthesia for amputation of the lower leg

Anesthesia for removal of a lung or portion thereof

To create an RVG, one assigns to each procedure a number which, when compared

to the number assigned another procedure, described the relative complexity

of the two procedures. In the examples i just cited, anesthesia for removal

of a gall bladder has been assigned, in the current ASA Guide, a value of

"7", for an amputation of the lower leg a "3", while surgery on the lung

is valued at "15". In comparing these numbers one can see that anesthesia

for lung surgery is regarded as almost twice as difficult as anesthesia

for removal of a gall bladder and four times as difficult as anesthesia

for a lower leg amputation. This illustrates the point that the most complex

procedures involve the respiratory and circulatory systems.

Another extremely important aspect of the Relative Value Guide as used by

anesthesiologists is the factor of time. Merely describing the relative
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* Mplexity of various procedures does not take into account the wide range

of time that surgeons may require to accomplish their tasks. As a consequence,

all anesthesia Relative 'alue Guides also include unit values for time -

usually one unit for each 15 minutes. Again, using one of the examples previously

mentioned, the unit values assigned for anestnesia for removal of a gall

bladder requiring 2.0 hours would be 15 t7 for the procedure and 8 for the

time units).

The American Society of Anesthesiologists believes this to be the fairest

and most appropriate method of assessing the services performed by an

anesthesiologist, in that it considers both the complexity of the anesthesia

service and the time required to perform these services under different

medical and institutional settings. With regard to service, ASA's Relative

Value Guide measures the complexity of the service rendered in the operating

room as well as the pre-operative evaluation and the-post-operative care for

the patient. Regarding the time factor, the guide takes into account the wide

variation of time required to perform that service which occurs not only

within individual hosptals but between surgeons in the same institution

and, indeed, on a case by case basis for eacn surgeon. Applying a simple

average time to each procedure would-T ore these considerations and seriously

Jistort the intensity of care and commitment to any one patient kas illustrated

by our first attachment).

Once an RVG has been constructed, the creation of an RVG-based fee schedule

is simple. One need only determine what will be charged per unit. This

"conversion factor" is then multiplied by the RVG generated number.
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Anesthesiologists tavor the RG method because we feei it ts fair !Or the

patent, the physician and third party carriers, in addition, it provides

a quick and objective measure of the appropriateness ei a )articular fee,

as well as allowing one to make comparisons between anesthesiologists and

their fees for any particular procedure. Attached is a supplemental statement

on the Reiative .al ie Guide, expressing our views in greater detail.

We also feel that the RVG can be made to work tor a host ot medical

services under the Medicare Frogram. Ihis, of course, assuies that the relative

values which are established reasonably reflect the differences and complexity

of the service rendered, taking :nto account the time and skili involved.

We believe establishing a Relative \%alue system can best he accomplished with

major input Irom organized meu cal societies; and any legislation implementing,

the RVG concept or other payment for services aporoacn for Medicare Part [ should

include appropriate tvrovision ! or participation v the ptnvsician cormunitv.

Now, if I nay, I would like to turn to the subject of patient safety. In

our judgment, the issue of reimbursement for services, while important to

our membership, is ot less concern than the strict control ol anesthesia

mishaps and near-misses. Although anesLhesia in this country is probably

the safest in the world, the objective of our Society is to ,iiminate, insofar

as possible, every case of anesthesia-related mortality or morbiditv. We

know from a number of studies that many of the mishaps in anesthesia that

do occur are due to tiuman error and, therefore, preventable.

To this end, the Society has been working closely with the Food and Drug

Administration on a variety of important projects. At our recent annual

meeting, the Society funded the establishment of an Anesthesia Patient Safety
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Foundation. This will enable a cooperative research effort among

anesthesiologists, manufacturers of equipment, hospitals, the insurance

industry, risk managers, the government and others, aimed at improving

patient safety. We have also charged a committee with proposing standards

for anesthesia care, again, in an effort at improving patient safety. These

programs are more fully described in the supplemental materials attached

to this statement.

An excellent summary of contemporary anesthetic practice appeared in a recent

issue of Newsweek (attached). I trust you will forgive this digression

from the subject of reimbursement. How we are fairly paid for our services

to Medicare patients is important, but what we do for our patients and how

well we do it, must br. of utmost concern.

On behalf of the ASA, I wish to express my appreciation for the opportunity

to appear today. I will be happy to respond to your questions.
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December 1985

THE RELATIVE VALUE GUIDE;

ITS USE AND DEVELOPMENT UNDER MEDICARE PART B

What the Relative VMlue Guide Is

The Relative Value Guide ("RVG") developed by the American Society

of Anesthesiologists ("ASA") is a means of describing and measuring professional

services provided by an anesthesiologist. It consists of a list of medical

procedures that are individually described in medical terminology and by

reference to abstract numbers, known as "unit values". These unit values

characterize the relative degree of difficulty, risk and skill and the time

involved n performing the professional anesthesia services relating to

such procedures. By multiplying a monetary value -- a "conversion factor"

-- by the RVG unit values relating to each anesthesia procedure, Individual

anesthesiologists and third.-party payors may construct a schedule of fees

that will be charged or charges that will be paid, as the case may be, for

anesthesiology services.

Why the RVG is Necessary

A unique aspect of the practice of anesthesiology is that there is

no necessary correlation between a given surgical procedure and the anesthetic

procedure performed in connection with such surgery. There are variations

in difficulty, risk, time and other factors vital to the anesthesia problem

that are unrelated to the surgical procedure. For that reason, the charges

of an anesthesiologist typically vary substantially as between different

persons undergoing the same surgical procedure and as between operations

by slow and fast surgeons.

With the rapid growth of third-party mechanisms in the 1950's, third-party

payors needed a commonly accepted method of describing the content and
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defining the extent of professional anesthesia services, in order to evaluate

anesthesia charges and to compute actuarially the premium necessary for

their policies. In order to avoid having payment based upon an arbitrary

formula related to a percentage of surgical fees or a fixed dollar amount

per unit of time, the first ASA RVG was developed in 1962 in order to define

the variables that enter into anesthesia fee determinations.

Factors Measured by the RVG

The RVG system has the benefit of basing compensation for anesthesiologists'

services upon the actual content of those services. The factors that are

reflected in charges for anesthesia services include the following:

1. the time involved in performing anesthetic procedures;

2. anesthesia risk, including the patient's physical status, the

degree of hazard imposed by the depth of anesthesia required,

the type of anesthesia and technique, and the potential complications

incident to anesthesia;

3. the magnitude of the surgical procedure and the degree of anesthesia

hazard imposed by the site of the operative field and the position

of the patient;

4. the technical skill required of the anesthesiologist, including

problems relating to maintenance of normal respiratory and circulatory

physiology and problems incident to specialized techniques and

procedures; and

5. pre-operative evaluatiow-and post-operative care.

The time factor is extremely important in determining charges for anesthesia

services, since the anesthesiologist has no control over how long a given

srgical procedure will take. ASA recently informally surveyed members

of its Committee on Economics concerning the minimum and maximum time involved
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in the ten procedures most commonly performed on Medicare patients, The

survey revealed radical variations in the time necessary for a given surgical

procedure. The differences in time are important -not only to reimbursement,

but to the degree of hazard involved and the technical skill required as

well.

Effectiveness of the RVG

The ASA RVG facilitates communications between anesthesiologists and

third-party payo.Ls and makes the profiling of anesthesiology fees practicable.

Specifically, it enables anesthesiologists adequately to describe the services

that were rendered when they submit statements for services to insurers,

and it provides third-party payors with a method of analyzing anesthesiologists'

actual charges so as to factor out variables associated with the services

rendered. Insurers thus can compare the fees of one anesthesiologist with

those of another, and even compare the fees of a single anesthesiologist

for similar services in different procedures.

Subsequent revisions of the ASA RVG have kept the RVG current with

developments in medical practice. it or other relative value guides are

widely used both by third-partv payors and by anesthesiologists throughout

the country.

i'he RVG and Medicare

Current HCFA regulations call for reimbursement of anesthesiologists

oil an RVG methodology. Medicare carriers employ a variety of RVG's, some

developed by ASA, sone by the carrier itself, and some based on relative

value studies developed in California several years ago. It is believed

that anesthesiology services are the only medical services currently paid

for on an RVG basis, primarily because ASA was successful, in antitrust
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litigation brought by the Justice Department, in defending its right to

develop an RVG as a guide for physicians and third-party payors.

Significant interest now exists in the Congress and HCFA in developing

an RVG-based fee schedule for all physician services under Medicare. ASA

supports these initiatives, as long as any RVG so developed takes appropriate

account of the time lactor involved in anesthesia orocedures and of the

major variations in time which occur in actual practice. ASA believes that

to be workable and fair as the basis for reimbursement, any RVG must in

the last analysis be the product of a joint effort between the physician

community and third-party payors, and believes that any legislation authorizing

development of an RVG for Medicare Part B should include appropriate provision

for participation by tie physician coruninity.
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PEER REVIEW PATIENT SAFETY AND RISK MANAGEMENT:

CURRENT INITIATIVES

One of the most important current areas of ASA activity involves a

comprehensive program to achieve improvement in the quality and safety of

anesthesia care in the United States. Major segments of the program include

the following:

On-site peer review. Since 1982, ASA has through its Committee on

Peer Review made available to the natLion's hospitals and their medical staffs

the opportunity to receive an on-site evaluation of anesthesia services

rendered in the hospital. On-site visits, normally two days in duration,

are made by a disinterested team of anesthesiologist evaluators, and a compre-

hensive, candid written report of the evaluation is provided to the hospital

and medical staff. Approximately 15 requests for this service have been

receive since inception of the program, and some 18 evaluations have been

completed to date, with an additional six to be completed.

Patient Satetv videtotapes. In the past 18 months. ASA through its

Committee on Patient Safety and Risk Management has been engaged in production

of a six-part videotape series on patient safety. lhe series is designed

for use by anesthesia staffs and individuals in training. Topics include

proper checkout of anesthesia machines, anesthesia record-keeping, and common

causes of anesthesia mishaps. Three of the six films are being produced

with the cooperation of the Food and Dirug Administration.
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Development I1 generic machine theckout. In collaboration with the

FDA and manufacturers of anesthesia machines, ASA has developed a generic

machine check-out form for use by anesthesia personnel prior to undertaking

an anesthesia procedure. ile otrpose of the effort is to reduce anesthesia

mishaps that may be traceable to equipment failures, by providing operators

with a checklist of step: to be followed, trior to starting a procedure,

to insure the equipment is operating properIv.

Improvement ot DEWS. li a related effort. ASA and the FDA ate wor kini

to establish a system -- known as Devi:e farlv learning Svstem -- for the

reporting of incidents, including "'near n issues , which occur in the course

of administratLion oi anesthesia. rhe essential concept Is to provide a

system to identify pot otial problems with anesthesia equipment and to

provide equipment users with advance inttormation on how to avoid suIch problems.

ql, ab Iishment ot Patient Safel v Foundat ion. III connection ,with its

annual meeting in October, 1985, ASA approved the establishment of the

Anesthesia Patient Safety FoLundation. the purposes of tile -oundation

include lost e'r ing invest igat ions t hat will provides a hett t er understandiig

of preventable anesthetic injuries and encouraging programs that W'll reduce

the number of those injuries. rhe Foundation will lie governed by a 30-person

Board. including representatives of the following: anesthesiologists,

anesthiesia equipment manufacturers, insurers, hospitals.,, non-ptivs iti an

providcrs, attorney and the FDA. ASA has undorwritten the act ivities

of the Foundat ion to the extent of $100,O000 ner year.
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Standtards kI ract ice. ASA's House of teltgdtes in October, 1985,

approved appointment of a cojunittee charged with responsibility foer

proposing ASA-approved standards of anesthesiology practice. In creating

and publicizing such standards, the objective will be to raise the quality

and safety of anesthesia care f.hroughout the United States.
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TIME VARIATIONS FOR ANESTHESIA PROCEDURES

In early 1985, ASA informally surveyed a very limited

number of its members to determine whether, as was believed,

there was substantial variation in the amount of time devoted to

various anesthesia procedures. Respondents were asked to report

minimum and maximum times, during a representative period, 
for

the ten most common anesthesia procedures performed at their

institution or by their anesthesia group.

The following is a brief sampling of the data received

from four of the anesthesiologists surveyed, showing minimum and

maximum time for six common procedures:

AMA CPT-4 NAME OF
CODE NUMBER PROCEDURE

00562 Anesthesia for
procedures on
heart, pericar-
dium and great
vessels of the
chest, with pump
oxygenator

00o90 Anesthesia
for intraperiton-
eal procedures
in upper abdomen

00910 Anesthesia for
transurethral
procedures

DOCTOR A
MIN/MAX*

3.30/
12.30

DOCTOR B
MIN/MAX*

1.25/
11.40

1.05/ 1.10/
6.30 11.40

DOCTOR C DOCTOR D
MIN/MAX* MIN/MAX*

3.30/
9.00

0.45/ 1.15/
8.15 5.45

0.40/ 0.20/ 0.15/ 0.30/
4.40 3.05 2.15 2.30

* Times are stated in hours and minutes, e.g. 5.45 represents five

hours and forty-five minutes. Anesthesia time begins when the

anesthesiologist begins to prepare the patient for anesthesia care

in the operating room or in an equivalent area, and ends when the

anesthesiologist is no longer in personal attendance, that is,

when the patient may safely be placed under post-operative

supervision.
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AMA CPT-4 NAME OF DOCTOR A DOCTOR B DOCTOR C DOCTOR D
CODE NUMBER PROCEDURE MIN/MAX* MIN/MAX* MIN/MAX* MIN/MAX*

00914 Anesthesia for 1.00/ 0.50/ 0.45/ 0.45/
transurethral 2.10 3.40 2.15 2.45
resection of
prostate

01214 Anesthesia for 2.00/ 2.00/ 1.45/
total hip re- 5.45 10.45 3.45
placement or -
revision

01270 Anesthesia tor 2.15/ 1.55/ 0.45/ 0.45/
procedures in- 5.45 9.20 9.15 5.00
volving arteries
of the upper leg

The sampling discloses radical variations, up to a ratio of

about 10:1, between the minimum and maximum times devoted to a

particular procedure. Because of the smallness of the sample,

it is not possible to state whether the sample is

representative, and a broader survey is now underway. ASA has

no reason to believe, however, that the larger survey will

produce results significantly different from the sample.

The time factor is important in measuring

anesthesiology services for two reasons: First, such a

methodology gives recognition to the professional time actually

devoted to a particular patient; second, and equally important,

the time factor gives recognition to the fact that unlike most

surgical procedures, ant anesthesia procedure almost always

carries proportionately higher risk, and therefore complexity

for the anesthesiologist, the longer it is necessary to maintain

the patient in an anesthetized state.
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[Whereupon, at 12:36 p.m., the hearing was concluded.]
[By direction of the chairman the following communications were

made a part of the hearing record:]
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Health Ca,e Fvancng Adm-S~t-aiOn

TW e Ad t.s Ct0at 20
Wa, h~ngto . D C 20201

Mr. Edmund Jf. Mihalski
Deputy Chief of Staff
for Health Policy
Committee on Finance
United States Senate
Washington, D.C. 20510

Dear Ed:

Enclosed are our responses to the questions for the record from Senator

Dole regarding the December 6th hearing on Medicare physician payment
reform.

If you have any questions please contact Nancy Anne Null, Acting Director,

Division of Legislation, at 245-8220.

Sincerely yours,

Henry R. Desmarais, M.D.
,

tm 
1ing Ndrunistrator

Enclosures
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0. You Iave argued that, marketplace forces will better serve, benefilary

intelists in constraining. fee. Could you give us some information about the

demonstrations, research, or evidence to date concerning the likelihood of

maintaining quality and access as well as constraining costs?

A. There Is evidence from our'HMO ,demonstration program that Its pro-

competitive design resulted in reduced cost and improved access o' Medicare

beneficiaries, Over 300,000 Medicare beneficiaries enrolled in 32 HMO

demonstrations up to April' 985. (At that time, the demonstrations became a

part of the TEPRA HMO program.) Thepremiums charged to beneficlaries

were e0 than an amount actuarially equivalent to the tradtlonal coinsurance

and deductible aniounts associated with f e-f'or service Medicare., They were,

also less than the premiums charged bk traditional Insurors for Mtdlcare

supplemental policies. in, several instances there was no premium, yet

beneficiaries received the usual'Medicare benefits plus additional benefits

such as prescription drugs, preventive care, eye examinations," and unlimited

coverage of hospital care.

Based on survey results from HMO enrollees and ifee-f or-service

beneficlarles, HMO enrollees reportedihat they were very satisfied with the

choice they made in terms of access, quality of care, and cost. Overall 88-99

percent of enrollees reported that they, were satisfied with the HMO they

joined. This equklled or exceeded the percent of non-enrollees who reported

they were satisfied wlth-,their current source of medical care. Enrollees
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expressed more dissatisfaction with the fee-for-service system's access,

quality of care and cost than non-eirollees did. Researchers" at 3ohns

Hopkins University have analyzed medical care- services received in HMOs

serving the non-Medlca e population, and concluded that the quality of tare

is'maintained and often improved in HMO settings.

In our research and evaluation agenda, we are going beyond benificlary

survey, data to, examine HMO data related to access, quality and cost. We

will compare measures of access, quality, and cost In the HMO setting to

those in the traditional fee-for-service' system.

Q, What has happqned in the participating physician program-?, How have

participation rates varied by region? By specialty?

A. 'he overall participation rates, Nationally and by region and specialty have

not changed substantially between FY 1983 and FY 1986. In FY 1985, 30.4

percent of physicians signed Medicare participation agreements. In PY 1986,

this number dropped slightly: to 28.4 percent. Most States have had stable oi"

slightly decreasing participation rates However, in six States paticipation

rates declined substantially.

in FY 1986, participation ranged from 21.7 percent- to 37.9 percent. The

,highest rate was for cardiologists andthe lowest, for anesthesioloSists.
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Q. Can '9ou provide some additional' insight on what"is Aactually being billed,

rath than what, the Medicare program is,/ctuaily paying?" Spicifically,

*what h~s happened to the' beneficlar&y/out-of-pocket costs for physician

services?\ How do out-of-pocket costs vary by region?"By, specialty?

A. Beneficiary liability, as, a percent of total payment 'for Part B covered

services (Including physician payments -and payments for other medical

services), has continued to decline over the last three years. In FY 1983t

beneficiaries paid\approximately 32.7 percent of all Part B liabilities, while

hln PY 1985, this figure had been reduced to 31.4 percent. ...

The deductible represented'7.6 percent, of all Part B -liabilities 1n FY. 1983 ad

only 6.3 percent' In FY 1985. Similarly, "reductions", on, unassigned claims

(i.e., the, amount paid by beneficiaries on Medicare claims in which the

physician does not accept assignment) totalled 8.3 of Part B spending in FY

1983 and only 7.9,percent in FY 1985.

Coinsurance faymemts'rose slightly over this three year period. In FY 1983,

coinsurance represented 16.8 percent of Part'B spendir g for covered services.

In PY 1985, this figures has risen to 17.1.

No data lp,currently available which wouldestinate beneacrray liability as It

varies regionally or by specialty. - .. -

BEST AVAILABLE COPY



Q. In 'your view, how long do you think it might take to move toward the

' 4capitated option you have envisioned? And don't you believe It might be wise

as an interim measure to not simply tinker with the current system,.but make

a more concerted effort at exploring other alternatives as well?

A. Clearly, capitation is not. going to be-,chiyed overnight. Congress took a
first, important step toward this goal/' with the enactment of permanent

authority for risk basis contracts for lAMOs and competitive medical plans

(CPs),In the Ta, Equity andi'scal Responsiblli'ty'Act of 1982. The first

TFRA contracts were signed n April 195 and today close to half a millUon.

beneficiaries are enrolled In these plans. In these organizations even with

our tight budget environment, beneficiaries are receiving additional benefits

beyond those available tok enrollees in 'fee-for-service at "no or limited

additional out of pocket crdt. e,are working toward having 25 percent of

our beneficiaries enrolled in 6iaptated settings by 1990.

The TEFRA approach, although a first step, is not all that is required, The

Administr'tion',has proposed to build on the reforms enacted in TEPRA

through a voluntary voucher program. Our proposal if enacted would:

o expand, the pool of entities that could qualify for capitated payments by

allowing Indemnity insurers, as well as HMOs and CMP.s, to provide
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alternative coverage;

', o make enrollment in private plans more attractive to beneficiaries by

allowing employers to, combine the MediCare payment with their own

premiums for annuitants to' secure a uniform plan'without duplicative,'

coverage;

00

o eliminate certain requirements in current ]a . that are over-regula oryl

such as the requirement that HMOs and CMPs offer the actual ,Medicare

benefit package (subject to the test of actuarial equivalence of benefits, a

plan would be free to restructure theMedicare benefit package.).'.

In addition to the voucher p;r0posal, HCFA. iUnpl6ring alternative approaches

to capitation such as geographic capitation ihd employer-at.risk.

In arriving at the policy of pursuing capitatian, we did explore ot! er ptions,

As I stated in my testimony, we found the other options lacking. We believe

that capitation is the' best means to increase competition arid consumer'

choice in our health care system.iln this way, we will be able to provide high

qualify services while 'controlling program costs..I

'In the meantime, we cannot allow Medicare io' continue to grow without, sbine

incentives to control that growth. The regulatory proposals to. refine

physician reimbursement methods in the PY 1987 budget represent a targeted

effort to reducethe rate of Increase in spending. Thebe proposals address an

number of areas where current payments levels are either unjustified or

where payment is for services that are not medically needed.
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Q. How does capitation circumvent the problems you'idenltilfled under physician

DRG's, with respect to aligning, hospital and phycian incentives? 

A. The financial Incentives uhder a capitated -system are very different from

those which would exist uhder physician DRGs, Under physician DRGs, a

closed-end, case-specific payment is made directly to the provider for each

spell of illness. When a case-specific payment s 'made tothe proylder, there

may be an incentive to reduce the level of care furnished to an individual

beneficiary. Further, physicianDRGs only ipply to Inpatient services giving

providers the incentive to fragment ahd shift serviIces to the.outpatient

setting.

Under a capitated system', payment is made to a financial underwriter (e.g.,

an insurance company, HMO or CMP) who would assume the risk of insuring

* all "enefic iarles for all covered services (both. inpatient and outpatient),

Therefore, while the underwriter has an Incentive to offer. lest costly service

options, thEre 'is also a strong incentive t& keep beneficiaries healthy and

prevent serious illness, Case-specific physician DRGs do not provide this

Incentive.
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Q.. Under a plan such as. geographlilc capitation, what kind'of- mechanism do you

envision toesure that beneficiaries are adequately protected with regard to

quality and access?

A. Under geographic capitation, the underwriter would offer a number of

coverage alternatives to Medicare- beneficiaries,. However,, geographic

underwriters would be required to retain "traditional"'Medicare coverage for'

those beneficiaries whq do not ct~oose a coverage alternative. Thus,

beneficiaries would never be forced to accept an alternative benefit package.

Services provided to bpneficia&9s. under a geographic capitation plan would

be subject to the same quality review that 1 performedd today for all

beneficiaries. In regard to the alternative plans, it would be in the interest

of the underwriter to ensure that the quality of services provided are at lest

on par with'those pro.vided under traditional. Medicare in order to attract

beneficiaries to enroll in these options, Disenrolhnent provisldns which are

currrently effective for TEFRA HMOs and CMPs would also apply to these

coverage alternatives. Therefore, beneficiaries would be allowed to switch

back to traditional Medicare it they were dissatisfied with the alternative

plan, '.
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January 27;,1986

United states Senate
Commltoe oil Finance.
Attention:> Shannon Salmon
Waahingtor4 DC 20510

Dear He Salmonl

Knclosie please find responds to your questions of January.6, !966
regarding testimony at 1985 Subeudittee on Health hearing on Hodicarle
physician payment'reform options. -,

If you hove any questions', ples ,
647-2900.

feel fre' to contact s at (617). ,

sincerely,

-4
.1

OW/%a
enclosure

Stanley Ilack

/4

f -
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Question 01 -.'UniformFee Schedule

It to not evident.to me how much more predictability in expenditures

consumers would gain from the int.r~odutIon of a fee schedule'. The reason

" for thlq, relates to the-thousands of procedures and, coned tty, prices

that wouldhe encompassed by a fee schedule. With qo many roceduresi a

visit could be clASified In varioi, ways. ViAtsalso ould be' broken
down into component partsor Into a sequence of visit..Thus, I do not

believe fee schedules should be supported because of their'>otential g in {

in predictability! ./

The attractive feature of the fee scheduleis t/at it'wo ld provide the,

opportunity to realign physician payments --- acaoss procedures, .

'specials and geographic areas# And, if assignment was mandated,

Medicare beneficiarid8 would have a better Idea of the cost they would

incur, 'A physician fee schedule, with or without mandatory assignment,

would alter the behavior of physicians. It is'.behaviorichanes that could

increase utilization ,and, edneequently, eipehnituree,

Question #2 - Cspitetio,

'A, It to because of the strong incentive to undereerve that physician

capitatioi may be preferable'to'full or traditional capitation programs,

Prospective prices, whether DROs or capitation payments, provide a -very

strong incentive for providers to dq lees since the pr6vision of additional

services reduces ,ho .net income of providers.

Selective data should be collected from all 'participating-HO1 on

uttligattoo and outcome - so that access and quality problems can be

identified, Comparative HMO data on ambulatory visits, andillary services,
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and admiasion rates by DRG would identify aberrant behavior, which could

trigger on-site medical audits,

'While monitoring quality Is important, I believe we could gain more in

the long-run by reducing the incentive (or cause) for underutilizatton In

my -ettmony,. spoke of partial capttatton systems and how these would

reduce the. Lneertive to underserve. By hsvtng'the government re-insure

high cost individuals or by capttating for only part of the covered

services, e.g, ambulatory care, providers would have less of a financial

tncentlve to underserve. Since plans or providers would face less

'financial risk, they also may be willing to enroll initivdus'Li.with a

greater likelthoo4iof needing health services.

Because physician capitation would place'less risk on providers but

still maintain an incentive to be0efficient, I believe It may-be preferable

to traditional capitation program%,

Reducti)no in the Capitatign..Rate .

I agree with you that all entities - insurers or providers - must be

quite leery 9f entering into a lotg-run" risk Agreement with Medicare today.

In light of Gram-Rudman and the necessary.budget cuto,,providersmust be

building their prediction-;f future Medicare payments iftotheir decision.,

One likely business strategy it. to require high profits from the outset of

any new-endeavor involvingMedicare beneficiaries.

This rest concern about-being financially squeezed in. the loni-run

-could be addressed by altering the method by which capitation rates are

established. If rates were negotiated or set in the market place rather

than determined unilaterally by Medicare, providers wo4ld have more

assuranceof fair rates being established.. Thesesatternaive'should be

. , I.
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pursued sincerthe current method of establishing the capitation rate based

on the fee-for-service sector must be altered in the long-run since we will

not be able to uge, the fee-for-service sector must be altered in the,

long-run.

I believe a stAble long-run pricing strategy would incorporate risk

sharing between Medicareand the plans. By this I mean t'at if Actual

costs were lower than expected, both parties would'gain. Conversely 1f

'costs turned out to he greater that expected, both parties would do worse

than the expected, By sharing risk, both parties have an Incentive to

establish a j"fair, price'. For example, Medicare would have lee. of an

incentIvp ts at an Inadequate premium because Medicare would end up

absorbing some of the losses Incurred.

In myjtestimony,-I described the risk sharing capitation method

incorpDrated in, the Texas Medicaid program. Ths. program required both

.04rtjes t estimate the likely per capita cost and'negotiate a "pure

premium" 1or'services A separate risk payment is also established with

the statk assumingmost of the loss or gain from the established premium.

Eftitties In'cluded Under Capit.Uin , .

With regard to your question .on which jwitly should receive the

capitation payment, I believe that Medicare should capitate with providers

...or *surance sponsored 'plans as well as 4ith insurers or' carriers on a

geographic, basis." These ar.e not mutually exclusive. The geographic or

intermedtary capitattoh program would'allow a fee-for-service Medicare

program to remain intact and I believe compete effectively with HMO plans,

Sicker Individuals

The government is probably paying more' under the existing ThPRA HHO
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program because sicker, individuals are remaining disproportionately in the

fee-for-service market., In a voluntary program, such as the TEFRA HMO

rpgram, the govornmeht pays more when favorable selection occurs. Since

under a geographic capitation program all bewefictirtes are included, the

government would no longer bear the rtse of favorable selection.

In a capitated, optional program that was bsed'on vouchers or

organized plans, the government-would-'ave to be concerned with th. plight

of sick r. individuals. A subsidized risk poot is one'answer. A better

place to start, may be with the AAPCC factors themselves, With the current

payment formula, a plan is penalized for taking sicker patients. I would

include a payment criteria for health status or chronic illness so that a

plan gained by enrollingsickeT individuals,

We must modify the current.capitation program or gormula so as to

recognize the voluntary participatory basis-of this program, lHMOs decide

whether or not to participate and have great latitude in determining whom

t.jp'nroli, Only by creating the"propir incetives can we i ng about the

desired results of lower costs and equal access.

Inclusion ofLong-Term Care

o Long-term care must be financed so"as to provide risk protection for

individuals. The insuring, of'Iong-term care could be done through a public

or private systems In eithercase, we should strive 'for some integration

with the acute care system. The SocIal/HMO,'which we developed at

Brandeis, begins to fold long-term care into the capitated, acute care

system. Early results ofi the program indicate that we can integrate

chronic and acute care services and, thereby, take better care of the sick

elderly in an atficient manner, The difficufty encountered in marketing

the Social/lHMO, which has a significantly higher premium than'TEFRA HMOs

because lot the chronic care benefits, suggests that thedifficulty of

incorporating risk pooling for long-term care in a competitive mArket. One

solution is to mandate the desired long-term care or chronic care services*.
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CENTER PO HEALTH
ECONOMICS 89*IANOH

824 Boyloon WM
c henuL tso, MA 021?(617) 738.O2l °

January 27, 1986

K,. hannoti Salmon
United states Senate
Committee on Finance
Washington, D.O: 20510

Dear shannon:'

Enclosed are my responses to Senator Bradley's questions.
If I can be of any further help, please do not hesitate to
call.

Sincerely,

Janet b. Nl\toe 1, Ph.D.Preosilent

Enclosure
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Janet B.'Mitchell,'Ph.D.

1. ~n ,,, ,
I. Ouestion, . .

A uniform fee schedule would certainly Impro • the current situation

because It would provide' degree of predictability to the systei--for

physicians and beneficiaries. But how will a f9p schedule affect

• utilization

We know from previous experience with the Econ6mlc Stabilization Prograg

that price controls were accompanied with substantial- Increases Ip .,

physician utilization. This, of course, Is the fatal flaw of any fee

"regulation, Including the curen freeze on physician fees. It not only

Ignor si the utilization side of the expenditure equation (total Part 5

outlays a fees * iorvlicjs), but actually encourages physiclans'tpo.

provide more services than before. If current seryice levels remain

unchanged, a fee freeze represents freeze in physician net Incomes,

and an actual reduction in real earnings over time, given Inflation (and

hence the Incentive to Increase utilization).'

This, Is not nc esaril y the case with a fee schedule. While' soe s

physicians would experience alductions in reimbursement per service,

others would ictually.enjoy an Increase. go while fee schedules

certainly do not-help-constrain volume increase., at least they do not

engender across-the-board Incentives for physician to boost

utilization. Fee schedules also have the advantage of appearing

,nherontly ore'eqiitable to physicians: physicians whe perform the

same service are reimbursed the same amount, unlike the arbitrary

differences produced by the UCR methodology. 4
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Nevertheless, fee schedules can only serve as an interim solution to

controlling physician expenditures. Over the lon$ run, all physicians

will share an.itcentive to increase utilization, especially,in the face

of heightened competition and an oversupply"of physicians.

2. Quesilon

The Administration seems to favor capitation as a method of paying'for

physician services. I am. generally supportive of capitation as well--in

theory. But I ha)e some questions which are still -unanswered:

Prst, how do we ensure that the capitated payment, once established.

would not be cut back to the point that quality of care would be

affected? Ever since establishing hospital DRO's, we have squeezed

reimbursement. Will the same thing happen with capitation for

physician services?

When the hospital prospective payment system was enacted, It was

" always Intended that the DRO payment would be rebased to Incorporate

the efficiencyy gains under the new system. It was assumed that,

considerable slack'linefficiency)exised In the hospital sector to

permit these payment reductions. The validity of this assumption has

7'! , 1

a,

58-202 0 - 86 - 11
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Answer (cont.)

been borne out by the record profits earned by hospitals In the past

year. At some point, payment reductions may threaten quality of

care, not because of inadequate lunds but because of inappropriate

provider response. Th6,eaime would be true of tapikatiorrpayment for

physicians' services. It is up to you (Congress) to ensure that

oversight groups like the PROs are adequately funded-and that payment

rates remain equitable. It Is the responsibility of the research

community to evaluate the effectivenos of the PROs and td help you

determine what constitutes a fair payment rate.

Second, which entities---HNO's, insurance companies, preferred

provider organizations--would be willing totake the risk to accept

Medicare patients through a capitated payment? Insurers may, be just

as concerned as I am that the capitated payment--once established--

would be cut back to 'the point that providers would be put In a bind.

Answer

Again, the willingness ofinsurors and other organiations to accept

capitated payments will depend on' the perceived fairness of the

rate. Some stop-loss provisions mLy be required.
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Answer (cgnt)

There are several alternatives to capitation for physician services

that would lower the potential financial risk, yet still achieve Part

B cost savings. These include physician DRG payments .for inpatient

services as well as other packaging-arrangements, such as special

procedure packages. These were described in detall In' previous

testimony before the Subcommittee. -Such packages provide Incentives

for physicians to cut back on marginally necessary services, yet do

not expose them t the potentially huge financial risks of capitation.

Question

e Third, since sicker patients will be less desirable to tge-m or

insurance compahy,'will these people be left out of the capitated

system or be forced to pay significantly higher costs? If the-

capitated system is optional, would the people who opt out'be forced

Info a high-risk pool with very high costs? And if this results,

will the cost 'to government (through Medicaid and Medicare) rise,

An. ar

Because of the large potential for cream-skimming, all insurors

acceptfn capitated payments should be required to have an' open

enrollment period for Medicare beneficiaries, Otherwise, the

government will enjoy the worst of both worlds, paying more than

actuarially necessary for healthier capitated patients, while making

fee for serVice payments on behalf of sicker patients.
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Ouestion

* FOurth, should we be examining wayq to fold long-tern care 1nto a

capitated system?

"-WC-r

Yes, In the long run, a capitated system with more comprehensive

benefits is socia.lly desirable. Inclusion of long-term care could

raise Medicare outlays dramatically, however, since these services

are currently financed gy Medicaid and by out-of-pocket payments from

patients. .. .
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Tinotry 23, 19:3

" t i i i 't ,i St: .' U'k t.l S11111ol lal,,ld

Comm nl tt oil F I n l n .c.
Was .higton, D.C. 205.10

Dear M.g. Salmon:

Atche el pIcase f ind my respoow.s to Senenator tl t',.t quniti nss. "'li
queltion were -sent to meas follow-up t O ry I o:St irnloy a t the D-comber 6,
19435 Stibc-onlm i tee on' Ile; 1th he rink .oil ; r dica'ir' o iphi i',; a p );,;itIl 0L i 'li
oi~t ions. IC any other committee members h.ive pientloni, I would be happy to
re spo nd

Slneeirel.y your,;,

tcl;.;rd II, il"gali[, MI.D.

" rotor -

idv

rlc( I 081l-i• I
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DR, RICI!.\1,, I!, EGDIIL' 1 1.'ON:IFS 'TO SENArOl liE [NIZ S i-U "

sucTI ITr: * IN HEALTh I(.\RING ON

.M.*I)IC.NRO PHYSICIAN I'AYIENT ifI.:ORM OPTIONS

December 6, 198"5

Sen. lIe nz Que S tion t#1 What is yo r optnoon'of the Al nm'iat ratio(n'q I I r C t

Med Icire ri kk-b, svd 11:10 program?

I!L Is difficult to link of HCFA's current actIVity.with i'cgard to IVIO s

as a prorilm. As I understand it, the Admintstratlon is merely acting on

authorizatton granted by a provision of T.F.RA .ind negotiating, at-rilk'

colitracts 'ilth IIMOs and competitive medical plans (CHP). Aside from

experimenting with the way Medicare orgalizes Its financing, it ts difficult'

to deCipher the goal(s) of this so-called program.

141 th regard to IiCFA' 'current IRhO.-and C lP ,ct vity', three isiv. ue ,,ice :ro

cause for concern. First, there is a danger-of undercare. The elderLy

population Is a gt'oup most subject to underaervice especially if the

'gatekeeper" is too parsimonious in his/her ,ie of dpecialists anl

hospitalIzation. Currently, there aeb vory few ways of (ete( ting

underservIee. Instruments and systems for monitoring and reviewing aiequuacy

of care outside. fhe hospital nebd to be developed before it is'-mafe to move

-completely to capitation.

_. 

% •
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D1. RI t1i'A D 1. I:(;lAL' S RESPOND SES TO EN\AR \o 1:S QUIT IONS

's ( , ''EL' : ONl HEAITI IRINi iG ON

l:rDIJCARI Ii31CIA4 PAYMENT EFOfM OPFiON

itDevenlber 6, 1)85

Sen. Ileln7. Qis e ton /1 (CotAnt ieid)

Seovonl y , t,ht' ,' is. fho pr'oblei n of a yl e w-e a.' -I' Lion. Pr,'pal4 1 ,t1 th "

platis noed to ml llil ze f ftail' inv risk by .erotll ng a hilanlceod MlIX of Iio0,i t y

and s4ick oopie. If too alaly sick people enroll ind iuse a high voluime of

services, the plans ,al becomue"ilstable and imaiy be forced out. of bisio nes.,

Such instahility would he particularly hard ol al eIde rly populatloi. Oi

the other hand, if the plal Is successful (n minimiving adverse selection It

may be more costly for 'ledc~lre in the long ritn. I questioEn whether uiCFA

c(.irrently'has the means an- tle -Will to' detOrmtne appropriate. payment IeV e U;

for l1I ,.

Thilrd'ly, there 1i. the matter of accountability. This lra not unrelated

to the issue oF indehesaivtce. It Is unclear, to date, 'how uICFA will knowi,

in anything but gross mnasLres, what their are g0,tt tp,, from tilOs for their

money. It may he helpful for iICFA to turn to industry and Inquire about

their experience wtlh INlOs. lny la'rpe corporations have had considerable

experipnce selecting, negotiating and working- with a variety of prepaid

.health plans. "Perhaps some lesson-have been learned.

* , -
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DR. RICH0ARD iI, EG+A;l'S R;SPONS.S TO SENATOR lIEIN/Ii QUES O:S, ,

SUBCO1MMT MTE ON 11EALT~i HEARING 0O4

.MEDICAREE PHYSICIAN PA IrNT REFORM OPTIONS,

December 6, 1985

Sen., lieInz Question ti2: What al(out the\'Administrattion' s proposed capititton

plan, espoctially Its geographical Ci' tation -

propoia I ?

To the degrep that the Adminiqtratton's proposed capitatlo-n pihn

Includes 11t and QCIP contracts it raises the same questions discussed above,

I.e., rik 'of underservice, adverse selection and accouitahlIty..

Geographic capitation introduces further compllatlons. Prepayin'g the

Individual ciarrierV' fdr each beneficiary may eliminate fiscal uncertainty at

the federal level but would., slift the burden of determining the "best wa>'

to pay for health services to the local or regional level. Such a shift may

stimulate experilmentation and demonstrations buti unless closely monltored,

also carries with It confusion, Instabllity, uncertainty for the.

beneficiarles, and potential inequities in the provision of benefits. The

potential disadvantages of 'this kind..of program reed to be thought through

very carefuIlty.

3 -
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Blue CrosS -.
and W~~UIU
Blue Shield
Associaton -

1709 New York Avenue, N W
Washington D C 20006
202,783 6222

March 4, 1986

Uni-ted States Senate
-Committee oi Finane
Attention: Shannon Salmon
Washington, I).C. 20510 "

Dear MS. Salmon:

This is to respond for the record tW Senator Dole's questions submitted in response to
our'l)ecember 6 testimony' on Medicare physician payment reform options.

Enclosed .rc Senator Dole's question- and our responses. Please contact me if we
may provide any additional information on this issue.

Sincerely,

Alan P. Spielman

'Executive Washington Representative

APS:am

"EFnclosure"'
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Blue Cross and Blue Shield Association
Response to Senator Dole's Questions

Submitted for the Record for
the Senate Finance. Health Subeommittee

Hearing on Medicare Physician Payment Reform
December 6, -1985

Senator Dole: One-of our concerns with the current payment system is that it is very

difficult to establish what we are actually purchasing. For example, the most common

changes are in the area of "patient visit". What type of suggestions do you have for us

in order to develop a better definition of. what is being purchased?

Response: W !' i rour-queation relates to the practice over the years of physicians

"unbundling" services. As tated in'.our-testmony,. collapsing of procedurec-odes for

related procedures would redue incentives for physicians to fragment their billing for

procedures and manipulate codes to increase -their revenue. Medicare and 'many Blue

Cross and Blue Shield Pians'private business lines use procedure coding and nomenclature

referred to as-Current Procedural Terminology," 4th edition (CPT-4) and HCFA's' Common

Procedure Coding System (HCPCS).

The current coding systken and nomenclature provides overly'discrete descriptions of

many services. This situation leads to increased 'expenditures through coding misuse,

confusion, "unbundling" of services and fee Inflation. In some cases, for example,

services like injections and blood'pressure readings that were once paid for as part of.

a single examination fee can now be billed separately. Thus, we are concerned about

the impact these 'coding systems can have on costs and utilization. The advisory.

comniittees, that oversee the updating of these coding systems are acting to" identity

and modify coding and nomenclature by collapsing and refining certain problematic
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surgical and other procedure codes, in this' effort, the advantages of collapsing codes

from a reimbursement.standpoint must be balanced with the need for sufficiently detailed

coding to permit close scrutiny of benefit use and physician practice patterns..

Senator Dole: Do you have any information concerning whether, there has -been an

increase, In tihe volume of services-and, If .o, in what areas has this occurred? Can

you give some additional insights as to how' we might better explain 'the wide variation

'in both price and volume now being observed in a number of procedures and practices?-

Response: We assume that-you are particularly interested ln information concerning

our private business and In Medicare information not available through public sources.

We do not have any special data gn Medicare. Further, we do not have comprehensive

national survey' data on Blue Cross ind Blue Shield Plan experience with variations in

the price and' volume of specific procedures performed. b/ physicians, or on geographic

variations in price and'volume. However, we do have anecdotal information on this issue.

A major change in recent years has been the shift 'from inpatient to outpatient procedures,

particularly for surgeries. For example, with respect to data for annuitants under the

Blue Cross and Blue shield high-dption Federal Employee Program, the volume of inpatient

surgical services per 1,000' enrollees dropped 5% from 1983 to 1984, while the volume

ot outpatient surgical services increased 5%. However,, variations in other types of

services used by this population show no apparent pattern. For instance, from 1983 to

198,4, the volume per, 1,000 enrollees for x-rays and for lab 'services fell 5%, while

volume for'radioiogy services (professional coMponent) and for Inpatient medical services

each increased by'10%. .
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From a poltey p rspective, the increased use of outpatient care, and corresponding

decline oinpstlnt care, generally whIs been viewed as a positive development. However,

the- concurrent/ development of greater competition for professional revenues and the

growing sophistication and complexity of ambulatory care delivery are creating

elrcumstances that will require greater efforts in monitoring- outpatient services-and

determining the sources of variations In the utilizationand price of those services.

'Finally, we support the need for additional research to explain the wide variations that

do exist for price and volume. For this reason, we support establishment of a Physician

Payment Review Commission as proposed ii the Fiscal 1986 budget reconciliation bill.
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AMERICAN MEDICAL ASSOCIATION

535 NORTH OEARBORN STREET * CHICAGO. ILLINOIS 60610 , PHONE (312)645-5000 - TWX 910-221-0300

JAMES H. SAMMQNS. M.P.
March 14, 1986

The Honorable Robert bole
Committee on Finance
United States Senate
Washington, D.C. 20510

REs Response to Additional Questions as a
Follow-Up to Testimony Presented on
December 6, 1985 to'the Subcommittee
on Health of the Senate F nance
Committee Concerning Medicare
Physician Payment Reform Options

Dear Senator Dole:

We are pleased to respond to your question that were submitted to

the American medical Aosociatioi as a follow-up to testimony presented on

December 6, 1985 to the Subcommittee o6 Health of the Senate Finance
Committee concerning Medicarephysician payment reform options. Our

replies to youth questions are attached' to this letter..

Sincerely,

. . $ mmon. M.D.

*, . j.V',

J1OS/dap2434p

/
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Response to Additional Questions
Follov-Up to Testimony Presented on December.6, 1985
Subcommittee on Health of the Senatte Finance Committee

RE: 'Medicare Physician Payment Reform Options

1. One of our concerns with the current payment system is that it
is very difficult to establish what we ae actuilly'purchasing,
For example, the most common chiges. 'ae fiFthe area of "patient
visit." What type of suggestions do you have for us in order to
develop a better definition of what Is being purchased?

The American Medical Association shares your concerns with trying

to determine what is actually being purchased by the Medicare program

when it pays for a physician's service. To this end, the Association

has been active in the development of and continual updating of 'the,

Physicians' Current Procedural Termlnology. This work, commonly

referred to as CPT-4' (4th edition),',provides numeric codes for over

7,000 qed~cAl.procedvres. Tho AMA believes that Utilixation of CPT-4

is the most effective way to describe medical services,

CPT-4 has been accepted by the Health Care Finaneing Administration

(HCFA) as the means for describing and coding medical procedures.

CPT-,4 Is updated periodically by a panel of twelve physicians,,

including representatives from HUFA, the Blue Cross/Blue Shield Asso-

ciation, and- the Health Insurance Association of America.

CPT-4 provides an accurate mechanilsm to differentiate smong dif-

ferent services,and different levels of physician services. For exarm-

ple, the questionpoints out that the most common charges are in the

area of "patient visits." An examination of CPT-4 shows that there are

-eleven possible codes to'describe-a patient visit in a physician's

office. Proper use of CPT-4 cod ng should provide clear identification

as to what is being purchased when a charge 1smode for a "patient
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visit." Of course,, the Individual physician's record of the patient's

visit should provideinformaton supportIng the eding decision based

on his or her actual practice. We believe that use of CPT-4 allows the

physician to act as the proper arbiter'of the level of services pro-

vided. We do not believe it would-be realistic for another entity to

peruse the patient's confidential medical record to try and describe

the level of services provided.

Wle do recognize that questi6ns have been raised about the appro-

priate dafinitilo of services that are provided. While we believe that

such definitions are adequately provided by CPT-4, it is clear from the

Smany question'outatanding that-a morq accurate question is "whether

the payment for services accurately reflects the physician's work

product?".- The AMA believes that theke is a need to evaluate physician

reimbursement ifnder Medicare. To this end, the Association is working

as a subcontractor with Harvard University on the development of a

resource cost-based relative value study (RVS). -Funds for the firs

year of this, study have becomb available to the contractor from HCFA,

and the study is now'moving beyond the design stage. It is expected.

that this'study will provide a basis for more equitAble reimbursement

' for individual medical services.

2. Do you have any Information concerning whether there has been
an increase in the volume of services and, if so, in what
areas has this occurred? Can you give us some additional
insights'as to how we might, better explain the wide variation
in both price and volume now bIng observed in a number of-.
procedures and practices?

Beyond data generated by HCFA, the iIA does not have in-house

information independently to identify particular stated increases in
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the voltp of services provided Medicare beneficiaries. It is Sner-

ally reco nited that the Medicare population Ilaincreasing, Is living

longer, a d i thereby consuming an increasing proportion of medical

services,

Thor Is no doubt that variations do Exist In both price and volume

in:*-n rof medical procedures and practice. While the extent ofI
such variations mky be questioned, we believe that vmriatiod is Appro-

priate.. Variations reflect legitimate differences In providing medical

services among physicians and in the provision of those services t

different patients. Each physician brings to his or her practice mndl-

vidual characteristics that reflect such'factors as iduc tioO and -

training, experience, skill, area wage rates, area business-costs,-..

professional liability costs, and a host of otherfct ors. In addi-

tion, each patient seen by the physician presents variables'reflecting

individual factors such as tae, iex,-type of work performed, medical

" history, level of'physical activity and physical condition, and stage

of disease condition wherbillnass is preients
' It is inappropriate for goverftont to-apply variation analysis as a

means to.cut reimbursement levels based on the theory that the "least

is always best." While the AMA Tecognizis that iesves raised by goo-

graphic variations must be addreosed, these issues must be approached

using the medical model'to assure the availability of the best quality

care, and not from the strict view of cost cutting. To this end, state -

medical societies have worked to identify and'address riLonsl varia-
tions', and' the AMA currently is working to develop programs to further-

aid state medical societies in examining area variations,

• -

- , .

I --
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The AMA and other organizations are in the process. of analyzing and

acting on issues raised by. such variations. We believe that variations

holdd be eamined with an eye toward the achievement of optimal. ritr

than miutmal levels of care based on a combination of both statistical

analysis and clinical'Judgment. In addition,.we believe that the

development of the RVS, as noted above, will prove beneficial in varia-

tion analysis.

2434p:

/
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March 12,1985

.. Honorable Robert Dole
Chairman
Senate Finance Cominittee1U.8. Senate

Wuhlngton, DC 20510

/ Dear Senator Dolei

1 The American Society of Internal Medicine (ASIM) appreciates the opportunity to respond

/ .2 'to your questions is a follow-up to our December 6 testimony to the Senate Finance

3 Committee on Payment for Physician Services under Medicare.

5, Question Is Qnerof our concern with theocurrent payment system is that It'ls

6, very dIffloult to establish what we are actually purchasing. For example. the most

7 common charges are In the area of "patient'vl&st" What type of sunuestlons do you have
8 for u in order to.dvelop eter definition of what is being puroased?

10 ASIM recognizes that there Is considerable concern that the current "a I carte" billing

1 system (u desoiabd by CurrenTredural Termlnology) may oreata Incentives for

12 ,fragmentation of Services, overutillistion, and upooding of services to obtain higher
13 reimbursement. Some h1ve suggested that many services which now are billed separately

14 could be pckaged" or "bundled' into a more broadly defined unit of paymentk'.Janet

16 MItchel of Health Economics Research, Inc., for example, has suggested that 9ilazet

"~M~d V a*.V A ue . gala SMo. j#~ O,Cc 2W*W445 uiM400 20 00 0

\I.
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Honorable Robert.Dole

March 12, 1986

Page 2

1 for all ancillary services, such as laboratory tests and diagnostic procedures, could be

-2 combined into a single payment for an "ambulatory patient encounter (i.e. an encounter

3 In a physician's office).

4

5 AaIM recognizes that there Is a need to r6view the existing units of definition In CPT-4

6 to determine whether or ijot some serves dould be combined Without resulting In
7 uidesirable changes in patient care. Our Board of Trustees recently'initiated an effort

8 to reylew services in CPT-4 and to recommend appropriate ways to reduce the number of

9 services and/or to "package" certain diagnostic and surgical services. Although
10 compt~ton of this program Is expected to take several montlp, ASIM will be pleased to

11 share with you Its recommendations as soon as they are available. ,
12

13.

The Society has considerable concern, however, over the concept of Including payment
1415 for all diagnostic and ancillary serylces in a newly defined "ambulatory visit package."

As noted In the recent Office of Technology Assessment (OTA) report Payment for
16 Phnelan Servicesi fil pla for Mediates packages of related services would create
17

"a financial Incentive to refrainlfrom using resources whenever possible.and to use the18

least expenslye ancillary services, referral physicians, and, when apllcalle, facilities..
"12

Mandatory assignment will be necessary with packaging to prevent providers frm
2 20 passing that financial risk back to Medicare or on to the beneficiary by billing for

21 amounts in addition (o the packaged rate. In contrast to the present situation, the

22 concern abqut quality of care within packages would be that services would be underused
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Honorable Robert Dole

March 12, 1986 ,

Page 3

1 or have Inferior quality. Access could also be problematic If the variation In th'o cost of

2 treating expensive patients was not adequately reflected In the case-mix adjustment. In

3 that case, physicians mliht refuse to treat beneficiaries with complicated and possibly

4 expensive conditions."
5,

6 ASIM shares the OTA's concern that packaging services In an ambulatory visit encounter

could result in Inappropriat'e withholding of services to beneficiaries.. Internists, in
partlular, tend to treat older, sioker patients with more-oomplex problems than

9 physicians In other specialties (a conclusion supported bY.DHH Hational Ambulatory

Medl d Care Survey and othgr studis). 'Because of the case mix typically seen by
11 Ifiternists, internists on an average require a greater utilization of'ancillary ind
'12 diagnostic procedures than physicians in many other speoialttil Unle. the more
13 complex case mix typicalof Internal medicine practice wa adequately reflected in the

14 payment levels for an ambulatory visit package, strong incentives would be created for

internists to delay or withhold necessary ancillary services, to the detriment o patient
16 care. Similarly, Individual patients with complex oondItions might receive poor quality

17
care if the payment level for an encounter was Inappropriately low., A situation might be

18
- created that Is analogous to that of hospitals that are prematurally disoharging--or
19

withholding necessary services to-patients that, because of complex and costly'*
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Honorable Robert Dole

March 12, 1986

Page 4

I Illhesses, represent a loss to the hospital given the amount of payment allowed for the

2 'particular DRO category. Therefore, ASIM urges caution In mandating major changes in

3 definitions of servIles until adequate study Is conducted on the effect of such changes on

4 patient care.
5.

6 Question Is Do you have any InLormation concerning whether there has been an

7. Increase n the volume of srvioes and, If so, In what aass has this ocurred? Can you
8 give some additional Inslibta a to how we might better exPlain the wide variation In

-9 both ice and volume now being observed In a number of procedures and praotioes?

10

11 ASIM Is concerned about unjustified varlatilons In different localities In the utilization of
12 certain servloek, as well as hospitallzation rates for given diagnoses, which cannot be

13c clearly explained o. Justified by differences In ease mix. )n some Instances, such

14 geographic variations may be justifiable'. IFor example, a community with the lowest

15 utilization patterns may not necessarily be providing as high quality of care as a more

16 expensive community. Differences In praotle patterns might also be explained by the
17 availability of certain Innovative forms Of technology In some communities compared to

18 others. in general, however, ASIM Is concerned that wide varlatlons In practLe patterns
19

in many lIktanees may not be I tifloble or necessary.
20

0
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1 T address this problem, ASIM's Board of Trustees recently decided tot

2 -

3 1. Support the development of data systems that can generate adequate and

4., statlistlaUy valid dateon geographic variations In practice patterns.

6 21 Support the concept that data oo eotloo and publication Is the key to

7 educating Internists and other physicians on variations in practice

8 patterns.

9 .,

10 S. Explore with Internal medicine subspeolalty soolietles the possibility of

11 developing ollaboratlve irofeot to share data on practlee patterns with
12,internist

13

14 As a result of these actions, ASIM will be committing a substantial amount of resources

15 to developing a program to disseminate data on variations In the use of services

16 performed by Internists In differentlocalities as * means to bringing about more
17 appropriate consistency In styios of practice. We anticipate that many of the

.18 .
subspecialty societies of internal medioihe st ae out Interest ln this area and would be

19
willing to coUaborate on this project. ASIM wil be glad to.phare with you more

20 Ill
Information on this proJect s It Is developed further.

21
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* ASIM also believes that geographic differentials in the feei for similar services may be

2 pproprlqtek but only o the extent that such differentJals cn be Justified by legltimat

3 differences in the cgst of Practle In different Rarts of' the country. Unless there are

4 elea differences In the cost of practice, such differentials cannot be justified.

6 For this reason, ASIM favors the development of a schedule of allowances based on a

7 resource cost relative value scale. Dollar conversion factors for such a relative value

8 scaleshould be adjusted by region to reflect only the legitimate differences In the cost'_,

9 of practice In eaoh region or locality. Once the Initial schedule of allowances rkfleoting

10 appropriate practice cost differences Is developed, It should be updated on.an annual

1 bess to reflect changes In the cost of practloe, according to a cost of practice Index that

12 accuratel meuures by locality relative changes In current and future practice costs.

13 Conversion factors would be increased only to the extent that the costof practice has

-14 Increased In given locality.
15

16 The Society ilso'believes that the "pro-tehnology" Incentives In the existing payment
17 system isone of the major factors behind the steady Increase In the volume of anoIlary

18 and diagnostic service jirovided during a gliven.patlent encounter, As explained In

19' ASIM ' December 6 testimOny,.the Society strongly supports the development of a

20 /
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payment system that places relativlylmOre emphasis on physiolans' ognitlVe series

2 compared to procedural services.

3

4 'ASIM appreolateIs the opportunity to share these thoughts with you. Pleae4 feel free to

5 oalU on us If we can be of further assistance.

7 Sincerely,

~8
N. Thomas Connally, NM

.io0 Chairman
Oovernmintal Activities"

/ r

/srl
O-BD-0217
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Amerioan College of Cardiology

HEART HOUSE 9111 OLD GEORGETOWN ROAD BETHESA; MARYLAND 20814 301)897.5400

December' 20, 1985

WIL L'AU A PAML YMU -

0 JRSS JR ,0 Senator David Durenberger
S "o, F , Chairman, Health Subromittee
"N *IP LIAM AU M on Finance

V" Pi SD-,R19 'Dirkeen Senate Ofrice Building
IRANCSKLOCK[ OU Washington, D.C. 20510
J*WAROKINNt~) MO Dear Senator Durenbergero

ANI-<AN N LLUARIA MUT
tow", The American College of Cardiology (ACC), representing
JAs U J tAA0 MU more than 14,000 physicians who are expert in

A"WT1000 the diagnosis and treatment of' cardiovascular
JA$A AONANJH disease, would like the attached statement to

Cho%6W# ofe.v. m be part of the record for the December 6, 1985
-RX NMI M0o hearing on Medicare physfciap payment reform.

IN RNAACOPLAL M1 f We look forward to working with the'Subcommittee,
C klAcoAAT)ok MD on this important issue In the 'near future%
Wi)ONY N LnALA Ut,)

PAUL A FAA Ut, Sincerely,

PALLA C LULL IE MO
WtANUMLANLUR M " William W. Parmley, D. F.A.C.C.
F)14M ) AJIJA Ut, President
J WAADKINNIOY M)
FRANCS FW(CK) Ut, WWPibp
SUIANNF 8 KNXBtL UtD
JAMASJ L)ONARO MD

A JO( NOLE M,
OONALtC OVfIY M 1)
WJLLAM PAHMLAV Ut

V ' CRPARSONNET tD
FAF4K PRL OfF MU

JAMfIIAAI L)NAN J M

)ACYARtDt RUSSELL) JR MO)
R(IPRtCSCHLAN UD
JOsePH V( AL U

,JON A *ALO0A SfN M
AL UtM WRAANAB MD

ARNOM USUES MNO
J"( I LLIAMS 4)) UTC

WBtAQt)FLi )(LAN CAP
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Statement to Senate Committee on Finance Subcommittee
on Health on Physician Reimbursement Reform

The Amer4can College of' Cardiology (ACC), reprosonting
more than 14,000 physicians.who are expert in the diagnosis
and treatment of cardiovascular disease, appreciates the
opportunity to participate in the deliberations of the
Subcommittee coqoerevng reform of the Medicare physician
payment system., We ask that this statement be made a part
*of the permanent record of the December 6, 1985 hearing
of the Subcommittee on Health concerning Medicare physician
payment.

The ACC generally agrees that the current Medicare reimbursement
system for physicians is probably unnecessarily complex
and inflationary. Accordingly, we acknowledge the need
to reform the present system, and would like to offer the
forltwing comments about the major reform proposals under
consideration.

Physician DRGs

One of the options under consideration is the payment of
A fixed foe to the attending physician, based on the patient's
diagnosis, This concept is the focus of a congressionally-mandatod
study by theDepartment of Health 6nd'Ruman Services (DHHS),
the release of which is pending.

The ACC has serious concerns about the concept of M.D.-DR0s.
In any system where "averages".are the standard of payment,
the specialist with a disproportionate number ot severely*
ill patients will inovitably,-bear a largb financial burden.
"Unlike a'hospital or other large administrative unit, an
individual physician, particularly a specialist,-doos not
ordinarily have a large enough case load to make up losses
on individual cases.

We would suggest that any thought of imposing a DRG, system
on M.D. reimbursement is unfounded, especially when the
results 6f th6 Inpatient hospital DRG system are szill
unknown,

Capitation'

It has been reported that the'White House Cabinet Council
on Domestic Policy has concluded that the Mpdicare physician
reimbursement system should eventually be movep toward
a completely capitated system.

We would urge that any capitated system allow true freedom
of choice for patients in terms__ofsolect'i6Fnof their physicians.
We remain unconvinced that' there is any wisdom whatever
in the so-called "gatekeeper" concept, wherebyy .general

. /

/,

/

------------------ '~4,t
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practitioner or a nurse given all responsibil-ity'for referring
patients to specialists, and, is actually given a financial . %
disencentive to refer. The dangee inherent in the gatekeeper
concept i.s in allowing the least-trained member of the
health care team to-make important decisions about the
course of treatment of diseases with which 'ie may be unfamiliar
as well as limited in ability to appropriately diagnose.
Moreover, the financialdlisence'ntives to refer may result
in crucial delays in the provision of care. Additionally,
the difficulty, (and therefore the costs,) of diagnosing
a disease, such as heart disease, are greatly increased
when the provider is not expert in the area of medicine
involved. Clearly, whilb the gatekeeper concept may appear
cost-effective'in the short run,.it probably is just the
opposi.to over th6 long run.

Relative Value Scales'

As you are well aware,: the Health Care Financing Administration
has awarded 'a contact to Harvard University todevelop
a relative value scale, which would assign monetary values
to various medi6al care based on the roourcosexpended
in providing it. We trust that the value of medical training,
including specialty and subspecialty training would be
factored'into the RVS,. TheACC fully intends to work with
Ha rvard University through its subcontraotor, the Amori~can,
Medical Association, in the development of the RVS. We
urge the Congress to encourage HCFA to go forward with
the RVS project expeditiously.

The American. Colloef of Cardiology appreciates the opportunity
to share its initial viows with the subcommiftoe, and looks
forward to wokinq with the Congress in the important effort
to reform the Medicare physician reimbursement system.

/

• /

/

/4

/ //

I.

/
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American Nurses' Association, Inc.
2420 Pershing Road, Kansas Cit y, Missouri 64108

(816) 474-6720

December 20, 1985

Senator David Durenberger
U.S. Senate
154 Russell Senate Office Building
Washington, D.C. 20510

Dear Senator Durenberger:

On December 6, 1985, ihe Senate Committee on Finance held a hearing on the issue of
physician reimbursement. Because of the tremendous interest in this topic, no
representatives of the non-physician practitioner community were able to appear
as witnesses. We hope that the Committee will hold more extensive hearings on
the Issue of physician reimbursement in the future, andthat representatives of
other practitioner organizations with a strong Interest in payment reform have an
opportunity tb present their concerns.

It is important to remember that when ;e discuss the issue of physician reimbursement,
many practitioners other than physicians are.ali affected. in various ways. In any
such-discussion, the impact on practitioners who work closely with physicians should
also be considered. Changes in hospital reimbursement continue to affect those
who work closely or do business -with hospitals, and we would expect a similar outcome
to occur as a result-of changes in ph'ysician pavmeRt.

Specifically, we believe'that changes in physician reimbursement pollc affect the .'
work bf other health ptactittoners in the following ways:

I. Physiciai Supervised Service.s:.Various health practitioners, 'rovide services in
connection with physicians through their own practice, generally as employees.
We believe that, in establishing the appropriate value of physician services, the

- contribution of 9ther health professionals who work closely with these phystclans
must be taken Intb account. The value of nursing services, for example, should -

be an Important part of this calculation when establishing the payment rate for
physician services. Physicians use the professional. services of nurses, in a variety
of ways, and these nursirfg .practice patterns should be reeognized when setting
physician payment rates. -.
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2. Direct Competition: A cornerstone of the current federal approach to controlling
health care costs is a greater emphasis on competition. The lessening of price
inflation in the health industry is due in largepart to this new approach. Changes in
physician payment policies should take into consideration the market value of those
practitioners who compete with physicians, as well as those whose 'services regularly
augment the medical care provided by physicians. In so far as possible, Congress
should encourage the use of competitively priced alternative practitioners.
Decisions regarding phys-lcian payment under Medicare should not ignore the
potential contributionif-other practttioners as substitutes for or as independent
adlunicts to nhvsicans.__

3. "Medicalization" of, Payment Policies: We are concerned that discussions of
alternative physician payment policies overly' haractertze virtually all health
services only as. physlclah services, solely within the purview of doctors; We would
urge the Committee to keep in mind that many Part B services are supplied by other

- health professions, and ought to he priced accordingly, whether or not theyare supplied
under the direct supervision of a physician. We hope thar,' in proposing any change
in physician payment, the Committee will -consult with the various non-physician
health professionals in the design of appropriate payment reform. -

We would appreciate the opportunitvto present these and other concerns regarding
physician reimbursement to the Committee for its consideration. We are aware that
other practitioner. orgaxnizatibni share similar concerns. Physicians are only, one piece
of the larger'issue of physician reimbursement, anAthis Issue is broader than compensation
for physicians alone. - -

Ve ap preciate vour consideration of our interests....

Sincerely, -

Eunice R'. CQle, R.N.
President

---------------

4
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December 20, 1985

The Honorable-David Durenberger
Chairman, Subcommittee on Health r
Committee on Finance
United States Senate
Washington, D.C; 20510

Pear'Mr. Chairman:

The Association of American-Hedical Col-leges welcomes the opportunity to-
submit for the. hearing record a written statement on Medicare payment for
physician serVices.' In addition to its medical schOol and teaching hospital
members, the AANC includes 82 faculty societies many of whose members provide
professional medical services to Medicare beneficiaries.

The AAMC recogilizes the present dissatisfaction and unrest with Medicare's
usual, customary and prevailing system for determining payments for physician
services. While the AAMC does not .have a. particular payment proposal to
recommend, the Associatign must note that the form and content of any revised

-payment system for professional services will provide economic incentives that
influence' the attractiveness of the various specialties and subspec6lties.
Therefore, change in the payment-system must be approached carefully and with,
demonstration projects so that intended benefits and unintended consequences are
understood.

At the-same time, the AAMC believes Congress should not continue to extend
the physician fee freeze. Currently, fees for physician services are based on
information submitted in 1982 with no adjustment provided for increasing pe ctice
Sosts such as the rapid rise in Malpractice premiums.- The AAMC strongly -

recommends halting the fee freez on physician services. .

As new approaches to physician payment- -e-r,-onsc4ered, the AAIC urges
careful attentionto the application of the'approach in'teacting settings. For
more than fifteen years, Medicare officials have been working with Congress and
the AA C to develop a fair and equitable application of the usual,.customary, and.
-prevailing system to physicians who ihvolve residents in the care of their -.

patients. The AAC hopes that any changes in the payment system wil address'the
teaching setting from the beginning. Therefore, the AAMC recommends that the
following principles be inclded in any revised payment system: .

* In a teaching setting, if the level of professional medical services
provided p patient by the physician and documented in that patient's
record' is;aquivalent to-the level of, services ,furnished a patient in a
non Jteacllihg setting, then-the physiCian-in the teaching setting should -

be eligible for payment on th# spoe basis as the non-teachi'hg
physician. -

One Dupont Circle, N.W. Washington, D,C. 20030,

/



331

Their Honorable Divid Du~enberger
Page 2
December 20, 1985

* Wlwre a physicianservice na teaching setting is eligible for,
payment', the payment for that service should be determined'in the same
'manner and procedure as payments are determined for non-teaching
physicians in'the general medical comamunity.

* The determination of the level of payments for professional services.
should not be influenced by the extent to which physiciaps provide
services"to non-paying or Medicaid patients.

* Payments for physicians choosing to practice in teaching 'settings
should not impose requirements which result in artificial or atypical
relationships on the provider organization and its'medical staff.

Finally, the AAMC, believes-tha 'special attention should be given to ensuring,
that any revised payment system does not preclude or discourage resident trainingin the full spectrum of long-term care and ambulatory care settings.

The AAHC appreciates yowr consideratiOn, of these concerns and
recommendations and would- welcome an opportunity to discuss them with you or your
staff.,,

oSincerely,

'J n A. Dl. Cooper, ..

Y


