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STATE HOSPITAL PAYMENT SYSTEMS

WEDNESDAY, JUNE 23, 1982

U.S. SENATE,
SuBcOMMITTEE ON HEALTH,
CoMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 1:36 p.m., in room
2221, Dirksen Senate Office Building, Hon. David Durenberger
(chairman) presiding. »

Present: Senators Durenberger, Chafee, and Bradley.

[The press release announcing the hearing and the opening state-
ments of Senators Durenberger and Dole follow:]

[Press Release]

SuBcoMMITTEE ON HEALTH SETS HEARING ON STATE HospITAL PAYMENT SYSTEMS

The future of the Government'’s two largest health care progx;ams——Medicare and
Medicaid—will be the focus of a series of hearings before the Senate Subcommittee
on Health, according to Subcommittee Chairman Dave Durenberger (R-Minn.).

In the last 6 years, Medicare and Medicaid have increased in cost from $27.5 bil-
lion to $67.9 bi{lion. The subcommittee’s hearings will examine proposals to hold
down the cost to taxpayers while still providing quality health care to elderly and
poor persons.

“We are at a crossroads in national health policy,” said Durenberger, “There’s a
growing consensus among experts that changes are needed in the way we pay for

ealth services. We have to build incentives to reward the efficient provider of
he.';lylth care as well as the individual who takes the time to become a wise consum-
er.
The first of the hearings will be held on Wednesday, June 23 at 1:30 p.m. in Room
2221 of the Dirksen Senate Office Building.

Hospital reimbursement issues will be the first major focus of the series, and that
session will focus on the experience of States in designing payment systems to con-
trol hospital costs.

Senator Durenberger noted that, “a growing number of States have implemented
some form of rate setting or prospective budgeting. There exists tremendous diversi-
ty among the States in the methods chosen, providing us with an opportunity to
assess various options and the problems experienced by the States in implementing
these systems. We have a great deal to learn from the States as we begin our own
discussions on how the Federal Government might apply some of these lessons to
the Federal level.” ;

“A great deal of interest has been expressed in a prospective payment system for
hospitals. The subcommittee shares this interest. Among the questions we will have
to look at is whether such a system will encourage efficiency while still guarantee-
in%qualit{l health care for patients.”

uture hearings in the subcommittee’s series will examine the role of the consum-
er in the health care marketplace, especially the use of cost-sharing, vouchers, or
other incentives that encourage the individual to make wise health care choices.
The subcommittee will also look at the role of the health care provider—physicians
as well as nurses, psychologists and other non-physician providers—in delivering
quality, cost effective care.

1)
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STATEMENT OF SENATOR DURENBERGER

Today we begin an extensive series of hearings on the future of the Medicare and
Medicaid programs. From 1976 to 1982, the cost of these two programs increased
from $27.5 billion to $67.9 billion—and that’s only the federal share. There is almost
universal agreement that the rate of these cost increases is unacceptable.

At the same time, there is almost universal disagreement over the causes and so-
lutions for the cost problem. With one exception, there is virtual consensus that ret-
rospective cost-reimbursement has all but destroyed the financial reasons for health
providers to strive for efficiency. Although retrospective cost-based reimbursement
is universally condemned, we have become so_wedded to this form of payment that
proposals for major change are generating strong expressions of concern. Any
change in the status quo is disruptive, particularly if it threatens payment mecha-
nisms for existing providers.

Even the relatively modest changes we're proposing this year in the Medicare 223
limits are causing a major stir in the hospital community. These changes are de-
signed to encourage efficiency and minimize waste. But they will undoubtedly result
in the reallocation of some resources, and hospitals are worried. Any change, even
in the right direction, is tough to achieve.

There is widespread agreement among hospitals and other institutional providers,
and policymakers that a move from retrospective cost reimbursement to prospective
reimbursement makes a lot of sense. But there is a good deal of disagreement over
the details of what such a system should look like.

Fortunately, we have the opportunity to study a variety of prospective reimburse-
ment systems that have been implemented around the country. Providers and gov-
ernment officials in many states—some of whom we will hear from today—have
learned a great deal from their years of experience in rate review and rate setting.
In my state of Minnesota we have had a hospital budget review program operating
for all the state’s hospitals since 1975.

What all of these programs have in common is that they calculate rates of pay-
ment in advance, antf those rates are paid regardless of the actual costs subsequent-
ly incurred by the institution. The programs are designed to realign incentives and
motivate institutional providers to keep costs down.

Most of you know that I have been and continue to be a strong advocate of con-
sumer choice and competition as a mechanism for better controlling medical costs.
In the long-run, I believe the consumer is in a far better position to seek out and
demand more efficient care than are government regulators. Not surprisingly, I'm
interested in how prospective rate setting affects consumer choice and competition.

Of course, I'm also interested in the effective::ess of prospectively set rates in con-
taining costs. Have hospital costs risen less rapidly where rates have been set pro-
spectively? And if they have, why? Are hospitals being run more efficiently, are
they shifting costs to other payors, or are hospitals forced to consume their capital
base in order to remain financially viable? And what’s happened to quality of care?

I am also interested in exploring the extent to which state rate-setting programs
are the product of particular political and fiscal conditions within a state. I wonder
whether a program, for example, which works in New York will work as well in
Minnesota. -

Most of you know that I am concerned about the effect of cost-shifting. This year
as part of the budget we will cut the growth of program costs in Medicare and Med-
icaid, yet a good portion of these cuts may well result in cost-shifting rather than
cost-containment. The Council of Community Hospitals in Minneapolis and St. Paul
released a study showing that in the Twin Cities Metropolitan area, hospitals have
already shifted $40 million in costs to private patients in reaction to government
reimbursement policies. To the extent that this cost-shifting distorts price signals, it
compromises the workings of a rational market. One of the attractions of a rate-
s}e]t}ing program which includes all payors is that it can or should correct the cost
shift.

On the other hand, externally-imposed rates which reduce or eliminate cost shifts
may very well stifle beneficial competition. In a functioning market there’s nothing
wrong with providing discounts and special rates to certain buyers. That's the
nature of private enterprise. Prospectively set rates may control cost-shifting at the
expense of effective competition. It's an issue I'd like to explore.

For any reimbursement program to work well in the long run, it must move in
harmony with the developing market forces being generated throughout the coun-
try. Prospective reimbursement rates should reward the efficient and send punitive
signals to those which are not. And we don’t want prospective rate-setting to simply
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put hospitals into fiscal distress, thus forcing the next generation to rebuild what
we don'’t pay for.

~I'm most interested in learning more about state rate-setting programs, and 1 look
forward to hearing from each of you today. Thank you.

OPENING STATEMENT OF SENATOR DOLE

The Nation’s health care expenditures have been increasing at an alarming rate.
The largest and most inflationary component of health care spending is hospital
care, which accounts for about forty cents of every health dollar.

National hospital expenditures have risen from $13.9 billion in 1965 to $39.6 bil-
lion in 1980—an increase of 717 percent. The daily cost of a hospital stay has risen
from $41 in 1965 to $256 in 1980—an increase of 620 percent. During this period we
have also seen significant increases in hospital admissions, the length of stays, and
the number of outpatient visits.

The Federal Government has tried to control these increases by a varietg' of a
proaches, such as cost limits, limits on the supply of facilities—in the form of certifi-
cate of need and planning legislation—and utilization controls. However, these pro-
grams have had only an indirect effect on the problem, and their impact lags far
behind their implementation. As a result, more attention is being focused on alter-
native modes of hospital reimbursement—particularly prospective payment systems.

Currently, most hospitals are paid retrospectively for the services they providc
Retrospective payment systems are viewed by many experts as an important con-
tributing factor to the increase in hospital expenditures. These payment mecha-
nisms—whether based on costs or charges—are widely viewed as inherently infla-
tionary, since they provide little or no inducement for hospitals to control costs or
operate more efficiently.

Many States have established rate-setting programs, some as far back as the late
1960s. {dore than half the States currently have some type of rate review program.
Almost all of these rate review programs involve the concer* of prospective pay-
ment. It has been estimated that at least 25 percent of the “ation’s hospitals are
involved in varying degrees with prospective payment in one form or another.

The degree of variation among the different programs is great. We believe the ex-
periences of the States and lessons they have learned from their programs provide
an invaluable resource on which we can draw. Our purpose in conducting this hear-
ing today is to learn from those experiences—both positive and negative—as we give
further attention to the various methods of hospital reimbursement.

Senator DURENBERGER. Thé hearing will come to order.

Today we begin an extensive series of hearings on the future of
the medicare and medicaid programs. I can’t tell you how long that
series will last nor the content of all of the hearings. It may never
conclude. But it is a serious attempt to take a look at what this
country has done over the last 17 to 18 years. We will seek recom-
mendations on how the role of Government in meeting the health
care needs of the people of this country should be changed.

From 1976 to 1982 the costs of the medicare and medicaid pro-
§rams has increased from $27.5 to $67.9 billion, and that’s only the

'ederal share. There is almost universal agreement that the rate
of these cost increases is unacceptable to the people of this country.
At the same time there is almost universal disagreement over the
causes and solutions to the cost problem, with one exception: There
seems to be a virtual consensus that retrospective cost reimburse-
ment has all but destroyed the financial reasons for health provid-
ers to strive for efficiency. ’

Although retrospective cost-based reimbursement is universally
condemned, we have become so wedded to this form of payment
that proposals for major change are generating strong expressions
of concern. Any change in the status quo, as everyone on this com-
mittee knows this year, is disruptive, particularly if it threatens ex-
isting providers.
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Even the relatively modest changes we are proposing this year in
the medicare 223 limits are causing a major stir in the hospital
community. Changes are designed to encourage efficiency and
minimize waste. They will undoubtedly result in the reallocation of
some resources, and hospitals are worried. Any change, even in the
right direction, is tough to achieve.

here is widespread agreement among hospitals and other insti-
tutional providers and policymakers that a move from retrospec-
tive cost reimbursement to prospective reimbursement makes a lot
of sense. But there is a good deal of disagreement over what the
details of such a system should look like.

Fortunately, we have the opportunity to study a variety of pros-
pective reimbursement systems that have en implemented
around the country. Providers and government officials in many
States—some of whom we will hear from today—have learned a
great deal from their years of experience in rate review and-rate
setting. In my State of Minnesota we have had a hospital budget
review program operating for all the State’s hospitals since 1975.

What all of these programs have in common is that they calcu-
late rates of payment in advance, and those rates are paid regard-
less of the actual costs subsequently incurred by the institution.
The programs are designed to realine incentives and motivate insti-
tutional providers to keep costs down.

Most of you know that I have been and continue to be a strong
advocate of consumer choice and competition as a mechanism for
better control of medical costs. In the long run I believe the con-
sumer is in a far better position to seek out and demand more effi-
cient care than are Government regulators. Not surprisingly, I am
interested in how prospective ratesetting affects consumer choice
and competition.

Of course, I am also interested in the effectiveness of prospective-
ly set rates in containing costs. Have hospital costs risen less rapid-
IX where rates have been set prospectively? And if they have, why?

re hospitals being run more efficiently, are they shifting costs to
other payers, or are hospitals forced to consume their capital base
in order to remain financially viable? And what has happened to
the quality of care?

I am also interested in exploring the extent to which State rate-
setting programs are the product of particular political and fiscal
conditions within a State. I wonder whether a program, for exam-
ple, which works in New York will work as well in Minnesota.

Most of lZlmu know that I am concerned about the effect of cost-

shifting. This year as part of the budget we will cut the growth of
program costs in medicare and medicaid, and yet a good portion of
thest: cuts may well result in cost shifting rather than cost contain-
ment. . : -
_ The Council of Community Hospitals in Minneapolis and St.
Paul recently released a study showing that in the Twin Cities
metropolitan arca hospitals have already shifted $40 million in cost
to private patients in reaction to Government reimbursement poli-
cies. To the extent that this cost-shifting distorts price signals, it
compromises the workings of a rational market. One of the attrac-
tions of a ratesetting program which includes all payers in that it
can or should correct the cost shift.
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On the other hand, externally imposed rates which reduce or
eliminate cost shifts may very well stifle beneficial competition. In
a functioning market there is nothing wrong with providing dis-
counts and special rates to certain buyers. That’s the nature of pri-
vate enterprise. Prospectively set rates may control cost shifting at
the expense of effective competition. That is an issue I would also
like to explore.

For any reimbursement program to work well in the long run, it
has to move in harmony with the developing market forces being
generated throughout the country. Prospective reimbursement
rates should reward the efficient and send punitive signals to those
which are not. We don’t want prospective ratesetting to simply put
hospitals into fiscal distress, thus forcing the next generation of
people to rebuild what we refuse to pay for.

I am most interested in learning more about State ratesetting
programs, and I look forward to hearing from each of you today.

First we will hear from Robert Derzon, former bureaucrat, now
vice president of—{laughter]—Lewin & Associates, Washington,
D.C. Now an expert.

Robert, welcome.

STATEMENT OF ROBERT DERZON, VICE PRESIDENT, LEWIN &
ASSOCIATES, WASHINGTON, D.C.

Mr. DErzoN.- Thank you very much for that gracious introduc-
tion, Senator. It is a pleasure to be here, really.

Today I am here representing only myself and my experience
principally, first as a hospital director, and second as the first di-
rector of the Health Care Financing Administration. My job, as I
understand it, is to give you an overview of prospective reimburse-
ment, and its relationships to State ratesetting, and I will try to do
that in the next few minutes. I have provided a statement which I
would ask be filed in the record.

Senator DURENBERGER. Without objection, it will be.

Mr. DErzoN. Today’s hearing starts a series of discussions on
prospective. reimbursement of hospitals, and I like to think that
what we are really asking is, What’s the best way to-purchase care
from hospitals?

It is too bad, during the time I was in government and before
that, that we have not brought this issue out for more discussion.
As you know, medicare is a payment program wherein three-quar-
ters of the dollars goes directly to hospitals. It is basically a hospi-
tal and doctor insurance program with the lion’s share going to
hospitals.

Hospital cost increases you have described; I need not go over
that, except that they are clearly continuing to outrun the CPI, the
ability of Government to generate revenues, the ability of the
social security funds to gear up for the onslaughts against it with
respect to hospital expenditures. Medicare's practice of paying ret-
rospectively incurred costs has created strong incentives for hospi-
tals to spend more, not less; and what is worse and is sometimes
forgotten, I think, is that it encourages hospitals to believe that
almost all capital investment is risk {ree—the expectation that
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whatever they spend on capital will be either passed through or ab-
sorbed in cost-based reimbursement.

Now there are certain prospective payment programs that
change these incentives to overspend and, as I have pointed out in
my statement, may moderate the rates of cost increase in hospital
expenditures. You will hear more about that today.

I really want to touch on four matters briefly and suggest that
you and your committee members read the staff working paper on
this subject. It is an excellent document that goes through the
basic issues.

I do want to highlight, though, that there is a definition, a work-
ing definition, for prospective reimbursement that has been used;
and, basically, what it says is that hospitals will know in advance
what they will be paid for for their product or products regardless
of the cost of producing that product. They will also know, by the
way, whether this will apply to certain payer classes or all payers.

Last, they will be at risk if indeed their costs outrun these pre-
established prices. -

Now there is also an inference that hospitals at risk should be
allowed to retain all or a portion of their savings below those
target reimbursement rates, and that is something I hope you will
examine closely with respect to the State programs that are now in.
existence.

The four matters I propose to touch on are: First, the objectives
that are usually cited for a prospective program; second, some of
the important criteria that one would want to see developed in
most good prospective payment plans; a few key issues that I will
touch on; and a caution.

Now, as far as objectives go, and I don’t want to suggest that
they are always met or that all of these are all of the objectives of
all of the prospective programs that have been developed, but the
advocates of prospective reimbursement say that Government can
budget more effectively what it will spend on hospital- services;
and, second, that hospitals will know what they will have to spend
and can make better investment decisions, better operating deci-
sions because they know what f{inances will be available to them.

There is a suggestion, too, that cost-saving behavior will be re-
warded or at the very least not penalized; and as you have pointed
out, often in medicare if a hospital spends less money it in effect
gefﬁ less money, a roughly 100-percent tax on saving the medicare

ollar.

Some advocates suggest that hospitals can be motivated to
reduce the intensity of acute care without hurting the quality of
care. That depcuds a little bit on what the reimbursement program
looks like.

Cost shifting—the problem you cited earlier—and market seg-
mentation, that is, the ability of hospitals to sort out various pur-
chasers of care, can be lessened or eliminated depending on the
extent to which hospital costs or prices are averaged across all
payer classes.

ome argue that prospective reimbursement allows States to get
into the act, and indeed you have several States represented today.
They are the locus of the more important experiments and demon-
strations in prospective reimbursement.
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Another reason for going toward prospective reimbursement is
that it is possible to get some health care delivery reforms; in other
words, change the system a little-bit. There are prospective pro-
grams that can reassemble the distribution of health service re-
sources in a community, and I think the Rochester experiment is
an interesting example of one that does that.

One of the objectives that is often cited for prospectwe reim-
bursement is that it is the best opportunity to keep hospitals
viable. I think that is a tougher objective to swallow; but I think
that basically what those advocates believe is that when all payers
pay about the same rates for equivalent services to hospitals, that
there is less discrimination against the hospital, and the hospitals
which have a bigger balance of underfinanced patients have a
better chance of success. And indeed in the various State programs
and in some of the State statutes you will see language that basi-
cally says one of the purposes of prospective payment is to keep
hospitals viable.

Some believers in prospective reimbursement believe that it is
compatible with competition—a subject that I know you are deeply
interested in. They believe that it is possible to interject greater
price competition among providers and insurers through prospec-
tive ratesetting. And one of the reasons they cite, of course, is that
prospective price setting basically does set a price, a visible price—
it can be a visible price—and therefore various buyers can see the
difference in prices from institution to institution, and in fact we
can inform the buying process as a result.

Of course, the last objective is one that is perfectly obvious. It's
the flip side. It’s one of the few ways you can move from cost-based
reimbursement.

Now, you will hear a lot about the State programs, and I don’t
intend to go into those because I think you have people here who
know more about it than I. But I do want to say that I think those
of us who have watched these programs and have helped stimulate
the program of State ratesetting—one of the jobs HCFA does have
at the present time—can draw a few conclusions. And I have just
drawn a few in this paper.

One is that reimbursement systems, prospective as well as retro-
spective, really do influence hospital behavior. We can look at sev-
eral examples; I have drawn a couple here: 223 limits on routine
costs not only does set a prospective target for routine costs, but it
does allow hospitals to do all kinds of things to moderate the
impact of that—build intensive-care-unit beds, I think one of the
big results of the current 223, shift costs to ancillary-care services,
and so forth.

Practically any formula is going to have impacts on the hospital.
In my conversations with hospital administrators in States that
have State ratesetting, they will tell me that State ratesetting has
been beneficial, at least in some States, often not in New York be-
cause that is a tough program, but in other States they talk about
the advantages to them of giving them leverage with their depart-
ment heads in containing their expenditures. The ny talk about the
ability to negotiate with organized labor more effectively because
they only have a limited amount of money; and they talk about im-
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proving their budget and accounting capacity. There is no question
that in some of those States these have been some of the resuits.
Second, one can conclude—at least I have concluded—that all rate-

setting in the various State ﬁro ams, though it's called some-

times prospective, may not really be prospective reimbursement by
the way I have defined it; because some of the plans, in my view,
have not offered hospitals extremely-strong incentives to save, nor
have they allowed them to keep the savings. Further, they have pe-
nalized them in subsequent years for having performed well. So I
think we have to be careful to recognize the differences in State
ratesetting programs.

Third, I think that, as I will say later, State ratesetting is not
going to solve all of the problems. State ratesetting has been pro-
ductive; it has constrained the rate of increase in costs, I am con-
vinced. There are disagreements about that, but I think these pro-
grams ought to be allowed tn flourish. And if you will recall cor-
rectly, even during the Carter proposals for cost containment there
were suggestions made to allow States to continue doing what a
State was doing if in fact ratesetting was as successful as a cost-
containment program for the Nation would be.

Just a few comments on how you know when you see a good
prospective program. Let me just touch on a few critical elements:

What you really want to do in a prospective reimbursement pro-
gram is affect hospital decisionmaking. You can't do that if people
don’t know how much they are going to have to spend a day or two
before the beginning of the fiscal year in which they have to oper-
ate.

So, obviously, we have to have prospective rates set well in ad-
vance, probably, in my view, for more than 1 year’s period, al-
though there can be adjustments along the way—predictable ones.
The program ought to be firm and durable. Part of the problem
hospitals have is trying to outguess the regulators, and they don't
take regulators very seriously because they are sure things are
going to change next year. That does not af};"ect hospital behavior.

There ought to be incentives in a program for efficiency, adjust-
ers for differences in patient mix—and we know more about that
now than we have ever known; it is not perfect but there are ways
to adjust for differences in case mix—and some special provisions
for educational and capital costs. You may note in my statement
that I do not believe in cost passthroughs. 1 think cost pass-
throughs have hurt the reimbursement programs that we have. I
know that's a touchy subject. And I've said the gains for 1 year
should not limit the incentives for the next.

The program must be understandable, and some of our programs
and even some of the proposed cost-containment legislation was
beyond even my understanding of how it might work. Obviously,
‘hospital behavior will not be affected unless it is a program that
can be understood; and, of course, it has to be administerable. -

One of the difficult problems in prospective reimbursement is its
impact on utilization, and that’s a very important element, as I
will explain in just a moment.

I think a good program should encourage communitywide health
cost savings by encouraging hospitals to effect cooperative service
programs which are less duplicative. That can be done in a variety
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of ways. Rochester does it with global budgeting, but there are
other ways to do that.

Now just a few comments, if I may, on what I think are susc of
three or four very critical questions, the first being whether we can
have a national prospective program for all classes of payers at this
point in time. I have said no. I don’t think we know how to design
that program at the present time, nor do I think we should design
such a program. But we could design a prospective A)rt’)]gram for
medicare and- medicaid, and that should move ahead. That pro-
gram would {)robably build off 223 by adding ancillary-cost limits,
and that could be done on a per stay, not a per day, basis as the
routine costs are. That should be done by grouping hospitals, which
is the way 223 currently operates. My only suggestion would be
that in a good prospective formula, low-cost good performing hospi-
tals ought to be able to generate a surplus above their incurred,
allowable costs. I have not heard that discussed very much, but I
think that'’s the kind of incentive that hospitals need in order to
perform more effectively. )

Now, as a complementary course of action, the State programs
are evolving toward all payer classes, and the Federal Government
has been assisting in that process by giving waivers under the
medicare program so that essentially the State sets rates for all
payers including medicare. There is nothing wrong with that, pro-
vided the State can do an effective job. And, indeed, in the cases
where this is being applied, I think it is working quite well.

If there is an immediacy in protecting all payers from the infla-
tion in hospital services right now, it seems to me that about the
only option available is the type of plan proposed either by the ad-
ministration or by the various congressional committees which was
really a prospective revenue ceiling, which did not reward hospitals
for superb performance but it sure penalized hospitals that couldn’t
live within those limits. I think if one felt the urgency to do some-
- thing about hospital costs immediately across the board, one might
want to look at the criteria I suggested for prospective reimburse-
m«_ett;t and see how a program could be tailored to better fit those
criteria.

The second issue around all prospective programs has to do with
what is the product you want to pay for. Do you want to pay for a
hospital day? A hospital stay? An individual lab service? An indi-
vidual X-ray service? Outpatients? Or do you want to leave outpa-
tients out and just keep inpatient services within that umbrelfa"‘

My preference today—and it could change; but basically my pref-
erence—is for a per stay reimbursement. There are risks in per
stay reimbursement, but I think there are fewer risks in per stay
reimbursement programs than in others, and I think more and
more we know how to do it.

New Jersey and Maryland are two examples of programs that
are at work. The New J‘{arsey plan is not in my view applicable to
the entire Nation, and we need time to see how that one works out.
Maryland’s program seems to be working quite well and is reduc-
ing lengths of stay and reducing the amount of ancillary activity
per stay. It is having a positive effect, as far as I know.

I have said that I don’t think you can treat prospective reim-
bursement as a stand-alone issue. i,think you have to think about



10

other things that need to be done; because prospective reimburse-
ment primarily gets at the price of the goods, it doesn’t get at the
volume issues. And the volume issues are very important.

Medicare patients—the ones that-I am -particularly concerned
about and this committee is—average 3.7 days of care J)er person
per year. But-if you you look at the distribution around the coun-
try, you see that some areas have about 2 days of care per medi-
care patient and some have as high as 5 days. Now, there may be
some age differences in those figures, but that’s what is currently
being reported out. Obviously these are differences in utilization
patterns, and not all of them can be explained; but one looks at
this problem and sees differences in lengths of stay that are rather
extraordinary, and differences in rates of admission.

I think that if one wants to move toward prospective reimburse-
ment that you have to bolster the system with other strategies. I
have listed a few in this paper, basically: ,

First, trying to revise some of the fee schedules of physicians to
provide incentives for outpatient services. We would have to make
a departure from UCR and I think it’s high time we do. -

Second, medicare copayments, a very controversial subject. I
think medicare copayments at the very nominal level might influ-
ence people’s use of hospital services and physicians’ ordering
habits. I think, by the way, that we are going to have to make
some provisions for the low-income aged if we do that.

Third, legislating a ’Frogram that would encourage more medi-
care access to HMO'’s. There are bills pending now in the Congress
that I think would be ver helpful. And you have to make a deci-
sion, then, as to whether HMO's would be obliged to pay the same
rate, as a class of payers, as others; or leave them out of the system
and let them negotiate rates.

Fourth, I think there is a real problem in controlling hospital ca-
pacity. This is not a popular subject in this Congress; but, as I have
said in my statement, the Government’s problems with respect to
agricultural surpluses, for example, are going to be small potatoes
compared to the extra cost of financing excess hospital capacity
and duplicative programs. At least with corn and wheat you know
your price and may be able to sell the surplus, but with medicare
we pay an indeterminate price to a hospital for a nonreturnable or
nonresalable commodity at a cost which escalates with the level of
inefficiency and excess assets.

Should the Federal Government support prospective ratesetting
programs in the States? I think they should send technical assist-
ance, not a lot of money. The States who want to do it will do it,
and the Federal Government ought to assist and continue to study
the problem and the progress that is being made.

I should point out that some States are more willing to do this
than other States, because some States are more willing to adapt to
regulatory frameworks; on the other hand even a State like Arizo-
na has been willing to consider it. That’s a State that wasn’t inter-
ested in regulation except in the health area, and only in recent
times.

One of the difficulties is that States with large numbers of hospi-
tals have a real problem, and I think in the course of discussion
you may want to sort out the differences between States with small
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numbers of hospitals versus States with large numbers of hospitals.

My impression is that the States with smaller numbers of hospitals
= can do a much more sensitive and accurate job of pegging and ne-

gotiating the rules, the prices, and so forth, the terms by which
_ prices are determined. :

I think the Federal Government, this Congress in particular, is
concerned about whether ratesetting would preclude competition. I
have already said something about this. I think it can be comple-
mentary to competition, but it does take one competitive element
out, namely the ability of individual buyers to negotiate prices with
individual sellers. That takes some curious turns. In New Jersey 1
am told, for example, that HMO's have to pay an average price.
They feel discriminated against because they do more work out of
hospital; so for the same diagnosis, they apparently have to pay the
same price and can’t get the benefit of their practice patterns.
Those are the kinds of problems one has to deal with.

On the cautionary side, I think you realize that hospitals and
their products are highly differentiated. And those differences
affect the costs. When it comes to prices, hospitals set their prices

-based on their costs first, and then they need to determine their
operating margins or their profits. Those prices therefore are set
differently by different classes of hospitals. And if one simply
moves to looking at prices as they are now, we have some prob-
lems; because some hospitals have very high markups off of costs
and some have very narrow markups.

Another caution, is the fact that we have serious problems in
hospitals that carry very high expenses for bad debts. That prob-
lem is growing not shrinking, and is a serious problem. New Jersey
has solved that problem, as I understand it—and you may wish to
ask them about that—by spreading that bad debt across all pur-
chasers, if my information is correct.

But if we don’t take care of that particular problem, we are
going to see a collapse of a vital sector of the nonprofit charitable
hospital group that does make a real commitment to the care of -
the underinsured and the uninsured.

In closing, I just mention that the American Hospital Associ-
ation, as you know, has proposed a prospective reimbursement pro-
gram. I think that’s to be applauded. It is not a perfect set of ideas;
but it is certainly a start, and other ideas are coming forward now.

Now, in the ideal world, hospitals are like any other industry
which produces services. They would love to set their own charges
unilaterally and expect that all buyers would pay for them. Some
have even suggested the medicare beneficiaries should be entitled
to an indemnity insurance program, not a service benefit, and
should pay the difference between the hospital’s rates and the Gov-
ernment allowance. In my view, as a person who is very much con-
cerned with medicare and medicaid, that course of action would be
tragic and would be a sop to the vagaries of hospital charge prac-
tices.

What would not be tragic would be a medicare incentive prospec-
tive program for beneficiaries that would pay the covered services
in full except for modest patient copayments and allow hospitals
which operate at lower comparable costs to retain surpluses and to
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improve their services or to meet their charitable responsibilities to
the poor and to the uninsured.

As I said, I don’t think the Federal Government is prepared to
deploy a prospective system at the moment; however, States are at
work, additional States could be brought into the fold, and as
States wish to garner all payers together under one umbrella to get
sufficient leverage in the system, I see no reason why the Federal
Government shouldn’t waive its own and hopefully new incentive
reimbursement program to add to that purchasing power in order
to deal effectively with hospitals.

That is essentially what I came to say, and I thank you for the

time.
[The prepared statement of Robert A. Derzon follows:)
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TESTIMONY OF ROBERT A. DERZON
on
Prospective Reimbursement of Hospitals
before the
Subcommittee on Health of the
Senate Finance Committee
June 23, 1982

It is a pleagure—tu-reappear before this subcomittee. I am
Robert Derzon, first Administrator of the Health Care Financing
Administration, a former hgﬁgiggl director at New York University Medical
Center and the University of California Hospitals, and now a
Vice-President of Lewin & Associates, a Washington based health policy
and health management consulting group. 1 represent only myself and my
experience. Those who know me well recognize that I am a strong
proponent of the public and private hospital sector, but that I am
equally determined that our hospitals do not price themselves beyond our
population's ability to pay for care and our government's ability to
pay. Hospitals do provide unique and essential services to all Americans
and it is unavoidable that government programs for the aged and poor are
paying and will continue to pay a spectacular portion of those essential
services.

Today's hearing subject is prospective reimbursement of
hospitals. The question you are addressing, simply stated, is how to
purchase care from hospftals? Tragically, that question has been on the
back burner for almost all of the sixteen years of Medicare and
Medicaid - it should not have been.

The fssue is vitally important to hospitals, their patients, and
the tax-paying public at large. Today, about three-fourths of every
Medicare dollar goes fo:' hospital payments, making Medicare the largest

97-561 0 - 82 - 2
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single purchaser of hospital services. Medicare plus Medicaid represents
one-third of all hospitals' income; a payment in 1980 of $35.8 billfon to
our short term acute care hospitals. Total government expenditures for
hospital services -- encompassing monies paid by federal, state and local
government units -- were $54.2 billion in 1980 and made up more than half
of all funds received by the nation's hospitals. Hospital cost {ncreases
along with increases in nursing home expenditures have and are expected
to continue to outstrip the CPI, and government and Social Security
revenue growth. Medicare's practice of retrospectively paying incurred
costs has created strong incentives for hospitals to spend more, not
less; and what is worse, has encouraged hospitals to believe that almost
all capital investment is risk free.

Certain prospective payment programs change the incentives to
overspend and may moderate rates of cost increases. We have a wealth of
experience with alternative prospective payment programs about which
subsequent witnesses will testify.

Contrary to most beliefs, prospective payment for Hbspitals is
not a brand new idea. In 1974, Bi11 Dowling found that there were 22
ron-legislated separate schemes already operational. Additionally, in
the early 1970's, hospital prices along with other prices on other goods
and services were capped 1n advance by the Economic Stabilization
Program. The wage-price board had also prepared but never implemented a
Phase IV plan to pay hospitals prospectively on a per stay basis.
Interestingly, price increases but not hospitals' incurred cost increases
were successfully dampened during the wage-price control period.

Today 1 want to discuss four basic matters with you, as well as
to urge your reading of your staff's working paper which describes the
basic fundamentals of prospective reimbursement and its application in
selected regions or states. I will only once reiterate that prospective
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payment means hospitals will know in advance what they will be paid for
their product regardless of their production costs; they will know which
classes of payors will be obligated to pay those prices; and as a
consequence, hospitals will be at risk if their costs outrun the
pre-established prices. Hospitals at risk should be allowed to retain
all or a portion of their savings if, in fact, their actual costs are
less than their revenues. In contrast, today Medicare and Medicaid pay
on the basis of allowed reasonable costs incurred for the “efficient
production” of services.

The four matters I wish to present are:
1. The purposes or objectives of prospective reimbursement. In

other words, when the government purchases hospital care on
a massive scale, what are we trying to accomplish?

2. My judgment of the most important elements to build into a
prospective payment plan.

3. Key issues that have to be resolved early on, and
4. A caution to observe, as you consider the many prospective

payment alternatives, which though imperfect are less
defective than the retrospective system the law now requires.

THE OBJECTIVES OF PROSPECTIVE REIMBURSEMENT

Proponents of prospective hospit&] payment argue that the
following objectives can be met:
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Government and other payors can budget their expenditures in
advance. -

R rl’
Hospitals know their prospective income anérée able to make the
short and long range investment and operating decisions to live
within their available finances.

Cost saving behavior can be rewarded, or at the very least, not
penalized. 1In Medicare today, if a hospital spends less, the
hospital gets less (effectively a Medicare 100% tax on savings.)

Hospitals can be motivated to reduce the intensity of acute care
where such care is appropriate.

Cost shifting and market segmentation can be lessened or
eliminated, if all payors are required to participate and pay
equivaient prices for equivalent services.

State flexibility can be maintained. States have played a major
role in early prospective reimbursement demonstrations and have
(at least currently) a Medicaid stake in costs. Individual
state initiative can be enhanced in a revised national program
to pay hospitals.

Health care delivery reforms can be 1nduced by prospective
payment schemes by rewarding regionalization, sharing of support
services among hospitals, and promotion of non-inpatient
alternatives to acute hospital care. i

Access can be better assured, because essential hospitals can
remain more viable if reimbursement is structured fairly.
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9. Paraduxically, competition can be promoted. Despite the
regulatory aspect of government involvement in establishing and
operating prospective payment systems, such systems can be
consistent with very real efforts to interject greater price
competition among providers and insurors. Prospective prices
could be used to inform the buying public of what each
individual hospital's price or cost, on average, would be.

10. Last, but not least, prospective reimbursement can eliminate the
curreny retrospective method which rewards increased spending
and faulty over-investment decisions.

A brief comment 1s in order about these objectives. First,
Congres<;bf it chooses to mose toward prospective paymenyust decide on
which objectives are most important. The design of a prospective system
- hinges on which objectives matter. For instance, {f all payers are going
to pay equally, some Blué Cross plans which now receive largé discounts
from charges and even Medicare which disallows certain ordinary costs
such as non-Medicare patient bad debts, could find that a prospective
payment system would raise their payment obligations. In effect,
discount purchasers could face higher short run costs, but total hospital
expenditures might be more effectively managed.

We know that the several state programs were established for
very specific objectives. In New York, Connecticut, and Massachusetts
the intent was to curb the rate of increase in the unit price of services
By certain payors. In Maryland, Washington State and Minnesota the
objective was to control the rate of increase in overall expenditures for
hospital services. In Hashington, Maryland, and New Jersey, one goal was
to eliminate payment inequities among payors and among hospitals.
Maryland and Washington's history suggests these states really wanted to
create an alternative to Federal management of hospital payment.

-
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Today as you will hear there is considerable and unresolved

- debate over whether current prospective rate setting and rate review
states have controlled hospital expenditures better than non-rate setting
states. In more typical states charges set by the hospitals determine
most payor prices except for Medicare, Medicaid and some Blue Cross plans
which continue retrospectively to pay allowable costs. The conflicting
evidence suggests to me that the mandatory rate setting states, as a
group, started with higher hospital costs and have moderately tempered
their increase. Some rate setting states with very stringent formulas,
su-lii as New York, can dramatically lower the rate of increase in hospital
expenditures even to the painful point of closing down some providers.

In the 1972 Social Security amendments O‘f\ﬁsu‘}\cas authorized to
provide development funds to states interested 1n rate-setting. The
states have tried a wide variety of approaches, from allowable inflation
formulas to, ﬁegotiated budget review. Rates have been seﬁ:‘p:r diem or
per case,?%’rious adjustment and appeal mechanisms have been tried.
Overall, however, experience in these state programs suggests the
following:

o First, that all payment systems, prospective or
retrospective, 1f they affect large portions of hospital's
business, do influence hospital behavior. We know that when
HCFA set 223 1imits on only inpatient routine costs,
hospitals built fntensive care units which are excluded from
routine costs and hospitals shifted costs to ancillary
services and outpatient clinics. 1If a formula pays by the
day, one can expect more hospital days and longer hospital
stays. If we set a stringent rate for only Medicare and
hospitals can get more from other buyers, they will shift
costs before they cut costs.
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Second, not all rate setting is wholly prospective and some
plans really do not offer hospitals strong incentives to
save and to keep the savings.

Third, any national program would be wise to recognize that
current state rate setting efforts are worthwhile and should
have a chance to deve1op further. They should be monitored
closely by government evaluators because there are

ach stare pxMnis
innovative ideas in most plans. Engx_ua_ueh‘somewhat
different but all have had to address all of the gewerdes.
tougﬁ‘issues in reimbursement. That does not mean, however,
that 1n every state Medicare waivers should be granted.

Last, that there i1s increasing human capacity in the design
and management of incentive prospective payment programs
that can be tapped by others who are interested.

SOUND ELEMENTS 1N A PROSPECTIVE PROGRAM

1 wish to touch on a few criterta. 1 will warn you that they
are obvious in concept; complex in application. -

a.

b.

The program must be firm and durable. Hospitals will not
make hard decisions 1f the formula is going to change every
year or is 1ikely to be abandoned. By necessity most state
programs have taken several years of evolution.

Prices must be determined well 1n advance so management can
plan accordingly. A two or three year planning cycle with
stipulated inflation indicators vould result in better
hospital planning and budgeting.
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c. There must be income incentives for efficiency, sufficient
adjusters for differences in patient mix, and special
provisions for educatiocal and capital costs. Cost pass
throughs should be avoiJ+d. The gains for one year should
not 1imit the incentives for the next,

d. The program must be understandable to large and smal)
hospitals. The authorized commission or agency must have a
program which is administerable.

e, Tﬁe program should encourage appropriate utilization
practices and substitutes for expensive in-patient care.

f. The program-should encourage community-wide health cost
savings by encouraging hospitals to effect cooperative
service programs which are less duplicative.

g. The program must protect the viability of a sufficient

number of efficient, high quality providers.

KEY POLICY ISSUES TO BE DECIDED )

Should all classes of payors (Medicare, Medicaid, Blue Cross,
commercial carriers, self-pay patients) be subject to a single
prospective payment program?

The answer is “no". We would not know how to design a program
that could fit the nation. We could design a program with prospective
features for Medicare and Medicatd. Such a program could build off 223
1imits by adding ancillary costs/stay, weaving in a case mix adjuster,
and allowing Yow cost hospitals within well defined groups to retain
savings for efficient performance. That would be a departure from
current retrospective reimbursement.



21

As & complementary course of action, state programs seem to
evolve naturally toward all payor classes and most will eventually seek
Medicare participation. The Federal government can make clear the
circumstances under which it is willing to assign a state the
responsibility for Medicare payment.

If there is immediacy in protecting all payors from the
inflation in hospital services, then there seems to be few available
options other than the types of plans proposed by the Administration and
various Congressional committees in the 1977-1979 period when prospective
revenue ceilings were set for all hospitals. Those plans, if dusted off,
could be tested against the criteria discussed earlier and a revised
program designed.

Which hospital product should be prospectively priced?

Hospitals produce hospital stays, days of care, and individual
services such as X-ray or lab procedures, outpatient visits, home health
visits, etc. A single payor or group of payors must decide its
preference for a partfcular unit of purchase. Each has advantages and
weaknesses; each can-create undesirable utilization effects. We have the
most experience in establishing prices per day; but price per stay seems
to me to be the most promising, provided there is sufficient monitoring
of the medical necessity of admissions and re-admissions. The price per
admission can be established by group average; by adjustments for case
mix and volume changes, and/or by taking historical cost and accepting a
tolerable mark-up. Hospital prices for less expensive product
alternatives to inpatient care could remain outside the prospective
system.
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What collateral activities to prospective reimbursement for
jnpatient care should be implemented?

Prospective rate systems address only one piece of the total
equation of hospital costs -- namely a unit price. They only \ -
tangentially touch the other principal factors that big buyers are
worried about -- days of care and number of stays. Oifferent and more
vigorous incentives than exist now can and should be put into place.
Medicare patients on average use 3.7 days of care annually, but this
ranges from below 2 days in some areas 'to as high as 5.4 days. Similar
varfations in hospital use are found for other groups. The cost
difference attributable to utilization dwarfs the savings potential of
the best prospective rate system. If one's goal is saving dollars,
prospective reimbursement, in my judgment, should be accompanied by other
supportive changes such as

®_ Revising fee schedules of physicians to provide incentives
for out-of-hospital care, for case management, and for
non-procedural medicine.

o Instituting modest Medicare co-payments in the hospital that
-
will increa§8:§F7ge sensitivity but will not work an extreme
hardship on those aged whose resources are 1imited.

o Legislating a program that would encourage more Medicare
access to HMOs.

o Encouraging states to control hospital capacity. The
Government's problems with respect to agricultural surpluses
are going to be “small potatoes" compared to the extra costs
of financing excess hospital capacity and duplicative
programs. At least with corn and wheat, you know your price
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and may be able to sell the surplus; with Medicare, we pay
an indeterminate price to a hospital for a non-returnable,
or non-resellable commodity at a cost which escalates with
Tevel of inefficiency and excess assets.

The point, simply restated, is that prospective reimbursement should be
in tandem with other policy inftiatives.

Should the Federal Government provide support for prospective
rate setting programs at the state or regional level? If it should, how
could it do it?

We can start with the premise that a state will be more 1ikely
to enact prospective rate setting legislation if it feels the public is
being punished by runaway hospital costs, or if there 1s a crisis in
hospital financing. If Medicaid is federalized, there would be a drop in
state interest, I suspect. State interest in rate setting is renewable
when cost shifting intensifies to the commercials and the Blues and when
the financing crisis hits inner city or rural hospitals. Nevertheless,
some states may wish to move on their own in the direction of prospective
reimbursement.

The large states are at a great disadvantag&. They have several
hundred hospitals and often have the highest per capita hospital costs.
Program administration is much easier for states with under 100
hospitals; rate setting mechanisms are better understood, the hospital
association can train its members, and if there is budget review, that
task is manageable. Larger states such as New York and Massachusetts are
constantly in court defending their agencies against charges of crude
formulas, inequities in implementation, and inadequate due process.'
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The Federal government should assist states technically, not
dissuade them, and adopt a clear policy that Medicare will opt into state
machinery that works well. 1t should only opt into programs that have
positive as well as negative incentives. Too many of our so-called
"prospective programs" set cost limits but do not reward cost cutting. I
would continue the experimental authorities and encourage HCFA to seek
new prospective programs. State programs, in particular, take a few
years to get off the ground.

Does prospective rate setting preclude competition?

Free market economists might say - "Yes, it's devastating". My
view is different. Announcing prices ahead of time could move HMOs and
insurors to use preferred provider hospitals within multi-hospital
communities. The knowledge of price differences among hospitals could
Tead hospitals to try to reduce their costs and consequently their
prices, a normal element of competition which is truly precluded by
retrospective payment. '

ONE CAUTIONARY NOTE

Hospitals and their products are highly differentiated. Those )
differences affect their cost structures. Hospitals frame their pricing
strategies and determine their profit or operating margins depending upon
ownership, the need for profit, and their aggressiveness in acquiring new
capital. Certain hospitals have traditionally cared for the poor and the
underfinanced -- that number of patients is increasing and these
unfinanced costs, reflected as bad debts or charity, become expenses that
show up on hospital operating statements. These differences in hospitals
must also show up in prospective rate formulation. If not, we will
witness the collapse of one vital segment of this industry.
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CONCLUSION

Hospitals, which once supported but now oppose state direction,
have until recently been silent on prospective reimbursement. The AHA is
to be congratulated on initiating a Medicare proposal this year. Other
ideas are coming forward. Obviously, in an 1deal commercial world, -
hospitals would like to set unilaterally their own charges and expect
that all buyers pay them. Some even suggest that Medicare beneficiaries
should be entitied to an indemnity insurante program, not a service
benefit, and should pay the difference between the hospital's rate and
the government allowance. That course of action would be tragic in my

view, and be a sop to the vagaries of hospital charge practices.

What would not be tragic would be a Medicare incentive
prospective program for beneficiaries that would pay the covered benefits
in full except for modest patient co-payments and allow hospitals which
operate at lower comparable costs to retain surpluses to improve their
services or meet their charitable responsibilities to the poor and
underinsured.

At the Federal level, I do not believe the technology nor the
stomach is available to do hospital rate setting for all payors. States
and purchasers of care however should be encouraged to explore new ways
to achieve savings of health dollars. States can use the leverage of
formulating rates for all payors if that is a politically acceptable and
a sound economic course of action. In those situations, the Federal
government should set standards whereby it would waive its own incentive
reimbursement program to add its buying power and leverage to a state
body if that would lead to mere effective care at lower cost.
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Senator DURENBERGER. Thank you very much, Bob. Let me deal
first with the issue of what the product is that we want to buy. To
quote from an editorial in the Denver Post after Colorado quit rate-
setting, as follows:

The real problem clearly stems from the flawed conception of what the rate-set-
ting commission could do. It was given the power and resources to make arbitrary
rgllbacks in charges while doing nothing to control the basic costs underlying those
charges.

Although I’'m not thoroughly familiar with the specific legislative
authority Colorado was given, is that characterization generally
true of ratesetting programs? :

Mr. DerzoN. When we had that wage and stabilization program
from 1972 to 1974, where, remember, we controlled prices, we
found that hospital costs went up very much as they always did—
not quite as fast, but almost as fast—despite the fact that there
were controls on input costs. .

So one can argue that if you only control rates you don't really
get at the problem of costs.

I think that the key to controlling costs is to get hospitals per-
suaded that they really are only going to have so much to work
with; and that maybe two hospitals can get together and be under
the same umbrella, so their costs could be joined together and es-
sentially work toward a less expensive product. Hospitals must
save costs. Once hospitals incur these costs I think ratesetters and
the government feels absolutely obliged to pay for them. After all,
most of our hospitals are in the nonprofit charitable category, they
are community institutions, they have enormous lobby force, and
we are just not going to be allowed to starve hospitals. I think
that’s evident. We don’t want to. But the problem we have is that
when hospitals incur costs, we feel we have to make them whole.

So, whatever formula we used—it can be rates; I think that most
of the ratesetters have moved from at first budgeting costs to rate
formulas; in other words, they have started with costs and then
moved toward the rate side. The place to start, in my view on costs,
in part is on capital, because I think capital costs are turning out
to be one of the hidden costs that is really driving our health care
expenditures.

Senator DURENBERGER. Are there other public policy consider-
ations that we should be looking at in that connection? We have
the problem of the nontax status of certain kinds of corporate enti-
ties; we have the situation relative to the tax-exempt nature of a
bonding authority for hospitals; we have the special preference, in
some cases, given a teaching hospital; we have a situation with
regard to military hospitals and veterans’ hospitals. If we look at
hospitals in the large context, I take it there are other things in
addition to rates that impact capital formation. Is that correct?

Mr. DErzoN. Most certainly. I am going to avoid saying anything
about VA policy, because I got in so much trouble in Government
talking about the VA that I will leave that to others.

But on the tax-exempt issue, I think that that issue is a difficult
one. It is to some extent made easier by the fact that the difference
between taxable borrowing and tax-exempt borrowing has been
narrowing.
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I think that it sends the wrong signal out, though, that kind of
legislation, because basically hospitals that are in tax-exempt
status for a whole lot of purposes begin to worry about whether
their tax exemption is, in fact, being jeopardized.

What is more bothersome is the fact that, regardless of at what
rates the hospital borrows at, medicare will pay for it. So even if
we got rid of tax-exempt bonding authority, it is highly likely that
all it would do is raise the cost-of medicare. =

Senator DURENBERGER. Well, let me continue to explore the issue
of a hospital as, in part, a physical facility. You talked in your
presentation about States with few hospitals and States with many
hospitals. To be blunt about it, how do we get rid of the inefficient
hospitals?

Mr. DErzoN. Well, there is no easy way.,

Senator DURENBERGER. We, as a community, not as Congress.

Mr. DErzON. First of all, I think that there are going to be hospi-
tals scattered throughout the country—and they are in rural Min-
nesota as they are in other rural areas. They are absolutely essen-
tial. And though they are small and underatilized, and so forth,
they are there for good and valid purposes, and they are not the
big expense end of the hospital system. If I remember correctly,
something like 13 percent of the hospitals represent 50 or 60 per-
cent of the expenditures of hospitals in the country; so maybe we
shouldn’t worry too much about some of the smaller rural hospitals
for our discussion here. '

But wé—dohave an inordinate number of localities where there
are too many hospitals. My view is that the only way one can pro-
ductively do anything about it is to create reimbursement incen-
tives for merger and consolidation. I think one way to get that
started is to do it throtigh a prospective reimbursement system.

Senator DURENBERGER. Doesn’t the ratesetting process just tend
to franchise existing institutions?

Mr. DeErzoN. Not necessarily. It depends on what you do. You
could, for example, build into reimbursement programs incentives
to merge in areas that are overcongested with hospitals. It is possi-
ble to do that. And in fact we even thought about doing that in the
Carter proposals a while back. —

If the revenue limits are tough enough, it might be possible for
two hospitals to get together, be treated as a single provider, and
?ctually find the economies to squeeze under a tight prospective
imit.

Right now, though, there is nothing in the reimbursement pro-
grams that gives hospitals any resources in which to conduct that
kind of a merger. In fact, we have just the opposite problem. We
have big hospitals, or hospital systems, or hospital companies,
paying extraordinary sums of money for beds and simply raising
the depreciation base on which medicare has to reimburse. So we
are doing exactly the opposite thing. We have a lot of capital out
there, but it's not really working productively

Senator DURENBERGER. Then part of the answer to the problem
of the inefficient hospitals is providing incentives for community
solutions. I suppose when we get to Rochester, or maybe some
other examples, that we will find out that other things take place
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in the ratesetting process that are not always predicted in the law
but that emerge as a community reacts to ratesetting.

Mr. DErzoN. Sure.

You might ask—in New York there are 50 hospitals which were
taken out of circulation between 1975 and 1980, if I am not mistak-
en, in New York State. Now, some of that may not be attributable
to the effects of ratesetting, but I suspect that some are.

Senator DURENBERGER. The August 1980 HCFA study told us a
number of things, but one of them was that mandatory ratesetting
programs have a significantly higher probability of influencing hos-
pital behavior than voluntary programs. Do you agree with that
conclusion?

Mr. DeErzoN. That’s what the statistics show, and I think they
show it very strongly.

Senator DURENBERGER. Would one or the other be more practical
on the Federal level, or in terms of a Federal reimbursement
policy? .

Mr. DErzoN. Well, I think that it’s hard to imagine a new medi-
care-reimbursement formula that wasn’t applicable across the
board unless a State could show that it could do as well or better.
In my view, the only States that would be able to show that they
could do as well or better are probably States with mandatory pro-
grams. So I think it’s hard to imagine a sort of voluntary acquies-
cence to one payment system in medicare.

Senator DURENBERGER. Let me ask you a little bit about the issue
of quality of care.

Normally you get at quality at least in part by talking about who
has market leverage. If quality is all the same, then in a surplus
market you have price leverage with a buyer, and in a short
market you have leverage with a seller. And I take it we are deal-
ing in a surplus market right now. I would be curious to know
whether or not any of these programs in any way deal with the
issue of quality of care.

Mr. DErzoN. I would tell you that I haven’t seen anything in the
literature that studied the relationship of quality to prospective re-
imbursement, and I can only give you my sort of amateurish view
of that issue. _

It is always argued that if you squeeze hospitals on dollars that
quality will take a bath. And yet very few people have ever heen
able to draw a relationship between hospital expenditures and hos-
pital quality-—mostly because very few people know how to meas-
ure quality of care in a hospital, and it really has to be done almost
on a case-by-case basis.

What we find is that we have huge differences in practice pat-
terns around the country, and that physicians practice different
brands of medicine in different parts of the country, different ways
of practicing. That accounts for some of these wide differences in
lengths of stay, days per thousand, and so forth.

My feeling about it is, though, that very few people make a con-
vincing argument that people do better in a hospital if they stay
there a lot longer than the average person for the same kind of
condition, the same degree of illness. So the argument that “more
is better”” has never been made satisfactorily.
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When we have surpluses, as we do, we have different results,
however. For example, we have very short stays and a big bed sur-
plus in California. We still have very short stays there. That raises
the unit cost of care, and California has one of the highest unit
costs of care in the country.

On the other hand, some argue that, until you have shortages of
beds, and so forth, you don’t get changes in hospital behavior.

I think there is essentially a lot of conflicting evidence, but I
guess where I come out on all of this is that increasingly physicians
who are concerned about economics and concerned about the total
cost of health care are finding less expensive ways to treat some of
the kinds of patient problems that they used to treat in the acute
care setting. Some of our best hospitals in the United States now
do 35 percent of their total surgery on an outpatient basis. That's a
big change, and nobody is shouting about quality.

So I think there is lote of room. And I think when you have in-
centives and pressures, and you bottle up the inpatient side a little
bit, it gives people opportunity to find other substitutes.

Senator DURENBERGER. Let me conclude by asking you about
your obsevations on the general scope of ratesetting. There is a
recent study quoted in Hospital magazine indicating that the aver-
age annual growth of hospital expenditures in States without rate-
review programs in 1980 was 13.7 percent compared with 13.6 in
States with mandatory goals, and it indicates that the margin be-
tween the two groups of States has consistently narrowed since the
4.3-percent spread in 1978. Are we to accuse Hospital magazine of
prejudice, or is there a trend like that developing in the country?

Mr. DerzoN. I think that there may be others who are going to
appear here today that know more about this last year of experi-
ence than I do.

First of all, there are very conflicting numbers on the relative
performances of States with and without mandatory programs. On
balance, at least through 1980—you have asked about 1981 over
1980, but at least through 1980—it is pretty clear to me that there
was a greater dampening of the rates of increase of per capita
costs, per stay costs, and various measures, pretty much across the
board in mandatory States.

Now, the critics say that that is the way it ought to be, because
these are the highest cost States to start with; so they feel that
there is more fat. I think it is very early to make a final judgment
about this year or last year or the years before. And the reason I
say that is that the experience of ratesetting States requires a
rather lengthy period of implementation, and it takes a few years
before any impacts can really be attributable. Some of the rateset-
ters take credit for the first year, and the program wasn’t even in
effect yet. }

So I think we have to be a little more patient about our conclu-
sions as to whether or not one State is doing better than another. I
think that the economists who operate in this area will tell you
that in the first years of ratesetting you get very light savings,
then you go through a period which is unknown at the moment
where you get heavier savings; but then, down the road, things
begin to average out, particularly if other States either come on

97-561 0 - 82 - 3
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board or if the Government tries a new reimbursement program, or
something else.

The biggest change I think was in 1978, the biggest gap between
States with and without ratesetting. And I have the feeling that
the reason for that was that in the States that had mandatory rate-
setting, those hospitals were locked in. In all those other States,
hospitals were behaving as you would expect they would behave—
they were gearing up for cost containment. So they were, in my
view, probably pumping up their costs, covering their bases for
future periods.

So there are a lot of things that tend to confuse these numbers.
Therefore, it seems to me, we are going to have to wait a few years
before we draw a final conclusion. I would simply say that is cer-
tainly not an argument for overriding or preempting the State rate-
setting programs that are going on. They are finding interesting
ways to pay hospitals, and I don’t know who else is.

Senator DURENBERGER. With some familiarity with that period of
time, I would tend to agree with you. It's a lousy period of time to
use statistics for or against anything.

Bob, thank you very much for your time and preparation and
presentation. We appreciate it a lot.

Mr. DerzoN. Thank you, sir.

Senator DURENBERGER. Next we have a panel consisting of Carl
Schramm, vice chairman of the Health Services Cost Review Com-
mission, State of Maryland; Robert Crane, director of Health Sys-
tems Management, State of New York, Albany, N.Y.; and James A.
Block, M.D., president of the Rochester Area Hospitals’ Corp.,
Rochester, N.Y.

_Thank you very much for being here. Unless you have a favorite
way of going, we will proceed as you were introduced.

STATEMENT OF CARL J. SCHRAMM, DIRECTOR, JOHNS HOPKINS
CENTER FOR HOSPITAL FINANCE & MANAGEMENT, AND VICE
CHAIRMAN, MARYLAND HEALTH SERVICES COST REVIEW
COMMISSION

Mr. ScHraMM. Thank you, Senator.

I am Carl Schramm. [ am vice chairman of the Maryland Health
Services Cost Review Commission and also director for the Center
for Hospital Finances & Management at the Johns Hopkins Medi-
cal Institutions in Baltimore.

Senator, I have prepared written remarks for the record, but I
would like to depart from them.

Senator DURENBERGER. All of your remarks will be made part of
the record.

Mr. ScHramM. Thank you. .

Senator, I will try to be very brief today. I want to essentially
tell the story of Maryland briefly, then also present for your con-
sideration some evidence from studies we have been doing at Johns
Hopkins of the behavior of -all six of the mandatory States relative
to the States without mandatory ratesetting.

First of all, at the beginning in Maryland I think there was an
important distinction which flavors the success of Maryland ever-
more. In our State the hospital association is an association of
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trustees, people who in fact have the fiduciary responsibility for
the hospital. It was this group that Eetitioned the State legislature
along with the medicaid agency in the late sixties for legislation to
establish a mechanism to control hospital costs in our State, using
the methods of the State public utility commission in the State.

The theory, legally and economically, was that these hospitals
could in fact be controlled in the marketplace much like other
public utilities. With that in mind, the general assembhly passed, in
1971, our enabling legislation, and the health services cost review
commission was established with a 4-year starting period. I think
that'’s critical. It was in those 4 years that the rate method was de-
veloped and that basic information was gathered which has served
us well ever since. _

In 1975 we began to regulate the 54 hospitals in Maryland. Our
total budgets now are well over $1.5 billion, and our hospitals run
the whole gamut representative of hospitals across the Nation. We
have an 1,100-bed hospital at Johns Hopkins, an internationally
famous medical teaching hospital, and we have a 38-bed hospital
over on the Eastern Shore—a very small hospital—a hospital be-
cause of its geographic remoteness which is necessary, a hospital
that runs at less than 50 percent occupancy, a hospital which by
many accounts would be thought to be inefficient.

From the beginning our system of ratesetting in Maryland has
attempted to accomplish three things. First of all, we have sought
to develop a sense of efficiency in our State’s hospitals. Second, we
have striven after the equity principle, making sure that the
system of ratesetting was equitable among all providers and equita-
ble for all hospitals. And, third, we have attempted to insure the
financial stability of our hospiial industry.

First of all, the efficiency constraint. Obviously, the State estab-
lished this system because it threw up its arms at the absence of
any Federal direction which was effectively controlling either med-
icaid expenditures in the State budget or overall expenditures by
the citizens of Maryland on hospital costs.

Thus, the first thing the commission set out to do was lower the
observed rate of inflation in the cost of hospitals in our State.

I have put up here, Senator, a chart showing the 6 regulated
States versus the 44 nonregulated jurisdictions. Underneath this
;:ha;t, if you will excuse me for a minute, is the story for Mary-
and.

Now, this chart holds several lessons. First of all, it shows us
that immediately after the regulatory authority vested in the com-
mission in 1975 we began to have a marked effect. Every year since
1975 we have had a statistically significant, lower rate of inflation
than the 44 nonregulated jurisdictions and certainly lower than the
extrapolated growth that Margland would have experienced.

Maryland, prior to the establishment of the cost review commis-
- sion, experienced a higher than average rate of inflation and cer-
tainly higher than our neighboring jurisdictions—Pennsylvania,
West Virginia, Virginia, and Delaware.

So the record in Maryland, is I think, clear. We have in fact kept
the rate of inflation down, and we estimate the compounded sav-
ings to the citizens of Maryland over the last 5 years to be in
excess of $200 million. One clear effect of this has been the return
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to Maryiand’s members of Blue Cross/Blue Shield of several mil-
lions of dollars in reduced subscription costs.

Now, the second goal we sought was equity—equity both among
hospitals and equity among payers. Using the section 222 jurisdic-
tion of your 1972 amendments to title XVIII, Maryland was grant-
ed by HCFA a waiver which established the rates set by the com-
yniggion as the rates set for all payers including medicare and med-
icaid.

Thus, from 1976 forward, the rates paid by cash-paying custom-
ers, by Blue Cross subscribers, by commercially insured patients,
and by beneficiaries under both titles XVIII and XIX has been the
exact same rate. This has permitted equity among payers, and I
would submit has also established a system of equity among hospi-
tals such that there is not the major problem of cost shifting ob-
served in other States.

For example, we have in inner-city Baltimore a number of hospi-
tals which deal with an inordinate load of medicaid patients and
patients who are essentially charity and bad-debt patients. By es-
tablishing the major payers as an insurance 1, distributing pay-
ments equally by making the rate base equal among all hospitals,
this bad debt load is shifted across all payers and through all hospi-
tals. I think this is a signal achievement in Maryland, an achieve-
ment which has led us to the third goal, that is assuring the finan-
cial solvency of our hospitals.

One of the critical problems that came before the legislature in
1971 was the issue of inner-city hospitals in Baltimore facing over-
whelming bad-debt experience that threatened the solvency of the
hospitals—and in fact bankruptcy was pending in several of our
hospitals.

By developing a system that shifted the load of bad debt across
the payers and across the hospitals, we have established financial
solvency throughout our system. :

I have included, Senator, at appendix 3, a 10-year history of the
bottom lines in Maryland. You see also in appendix 3 that through-
out this period the bottom line in our hospitals has improved con-
sistently. We in fact have a more financially solid industry than
many other States and certainly much more solid than it was in
Maryland before the commission took hold.

These, I think, are the achievements of Maryland. And I think
the Maryland system in many respects preshadows the systems de-
veloped in the other siz States. When we examine the other six
States, and I will have to excuse myself again to switch charts—our
five sister jurisdictions are, as you know, Connecticut, New York,
New Jersey, Massachusetts, and the State of Washington. These six
states have consistently reported significantly lower rates of infla-
tion throughout what I call the “regulatory era,” I\§>ost;-1975-76.
These data, by the way, were first reported in the New England
Journal of Medicine, and this very chart a{)peared last year in cor-
respondence in the New England Journal of Medicine. The data
used here are from the AHA and are the most current publicly
available consistent data which we could bring to the Senate this
“afternoon.

Throughout this period from 1975-76 to 1980 we see a marked
and statistically reduced rate of inflation in hospital costs in these
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jurisdictions. I think this is the critical index to look at. I think
this is the index that people are concerned about politically, and
this is in fact the index that tells us accurately the size of the total
budget committed to hospital costs across these six jurisdictions.

Senator, I would like to make only three final points. They are
points that essentially anticipate criticisms that those of us who
are on this panel involved in ratesetting hear constantly. I think
they are important criticisms, criticisms you have undoubtedly
heard and will hear in the future.

The first is that the six States where mandatory ratesetting is
established or has been established were high-cost States to begin
with; which is to say, the cost of a hospital stay was high relative
to the other States. That in fact is true. In many respects that is
exactly why you would expect the urgency to have emerged in
those jurisdictions, and I think it is a worthwhile observation but
one which is not as important in 1982 as it was in 1976; because
the unregulated States, as a result of the discrepancy in the rates
of inflation, are catching up very fast with the six regulated juris-
dictions. . .

In fact, in Maryland last year our adjusted average cost of an in-
patient day of care is now below the average for the United States.
This, I think, shows exactly the phenomenon I am referring to.

Second, as I believe was also alluded to in that hospitals’ article
you asked Mr. Derzon about, it is often alleged that per capita costs
in these States are going up higher or are higher than in the non-
regulated jurisdictions. In response to this I think it is imperative
that we point out that increases in per capita costs, in fact, are
lower in these jurisdictions, and certainly it is the case in Mary-
land that per capita costs are lower than per capita costs in the
United States.

Again, these are statistical nuances that critics point to to dis-
miss the overwhelming and statistically robust effect of the impor-
tant indicator, which is the rate of inflation.

Third, many people point to the presence of hospital bankrupt-
cies or hospital closures in the regulated States. As Mr. Derzon
ably observed, the experience here is quite checkered. In fact, in
Maryland we have had no hospital bankruptcies and continued
strengthening of the financial base of our hospital industry.

The overwhelming evidence comes from New York on the ques-
tion of hospital bankruptcies. And while Mr. Crane is to my right, I
can’t help but observe that over the last 5 to 10 years the State of
New York has lost hundreds of thousands of citizens to outmigra-
tion. At the same time that the State of New York is closing ele-
mentary schools, high schools, and colleges, apparently the hospital
industry thinks there is a sacrosanct limit on the number of beds
that can be eliminated in that State. I think that is the important
ball to keep our eye upon when the question of hospital bankrupt-
cies is in the air.

Finally, in conclusion, I think the lessons of Maryland and the
other five regulated States are applicable, as Mr. Derzon observed,
across the Nation. I think this is true for a number of reasons.

The first is that the problem of hospital-cost inflation is not
solely a national problem. In fact, both the economy and the hospi-
tal industry vary immensely from State to State. What was appli-
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cable in New York and in Maryland in the early 1970’s was not
and is not applicable in some of the Southwestern jurisdictions
with booming economies and a great influx of population.

Second, hospitals are financed, apart from medicare, principally
by local enterprise and local economies. Thus, there is a particular-
ly important rolé for State governments, for Governors, and for the
Jocal community and their power elites to control the growth of
their hospital industries. .

Third, I can’t underscore enough the observation of Mr. Derzon
that continued growth of the capital stock of our hospitals must be
continually watched.

The last appendix I have included shows that if Maryland has
had any trouble in containing the per capita costs in our State it is
because over the last 5 years, in a State that has lost population,
our health planning agency has permitted the construction of 1,500
new beds in this State. Given such a growing amount of real debt
service to support, it is difficult to expect Maryland to achieve the
significantly low rates of inflation in per capita expenditures being
achieved by other regulated States.

Thank you very much for this opportunity.

[The prepared statement of Carl J. Schramm and answers to ques-
tions from Senator Durenberger follow:]
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MR. CHAIRMAN, MEMBERS OF THE COMMITTEE:

THANK YOU FOR THE OPPORTUNITY TO SPEAK TO YOU CON-
CERNING THE MARYLAND EXPERIENCE WITH PROSPECTIVE PAYMENT OF
HOSPITALS AND ABOUT THE EXPERIENCE OF HOSPITAL RATE-SETTING
IN GENERAL. FOR THE PAST 5 YEARS I HAVE SERVED AS A MEMBER
OF THE HEALTH SERVICES COST REVIEW COMMISSION. I WAS
APPOINTED IN 1377 BY ACTING GOVERNOR LEE TO FILL THE
"ECONOMIST'S CHAIR" FIRST HELD BY MY DISTINGUISHED
PREDECESSOR, PROFESSOR MANCUR OLSEN OF THE UNIVERSITY OF
MARYLAND. LAST SUMMER GOVERNOR HUGHES REAPPOINTED ME TO A
SECOND FOUR YEAR TERM.

IN ADDITION TO SERVING ON THE COMMISSION, MY PROFES-
SIONAL RESEARCH INTERESTS, PERFORMED AS A MEMBER OF THE
FACULTY AT JOHNS HOPKINS, HAVE CONCENTRATED ON THE PROBLEM
OF CONTAINING HOSPITAL COSTS. 1IN 1980, I WAS A MEMBER OF A
TEAM OF RESEARCHERS WHO REPORTED THE RESULTS OF A STUDY OF
THE RATE SETTING EXPERIENCE IN SIX STATES, INCLUDING
MARYLAND, IN THE NEW ENGLAND JOURNAL OF MEDICINE. I HAVE
APPENDED A COPY OF THAT ARTICLE FOR THEuRECORD. (APPENDIX 1)
OUR STUDY SHOWED THAT IN THE SIX STATES WHERE MANDATORY
STATE INITIATIVES WERE IN PLACE, THE RATE OF INFLATION WAS
CONSISTENTLY THREE TO FOUR PERCENT BELOW THE AVERAGE
EXPERIENCED BY THE NATION AS A WHOLE AND BY THE UNREGULATED
JURISDICTIONS.

TODAY 1 HAVE BROUGHT WITH ME A CHART SHOWING THE SAME

COMPARISONS, ONLY UPDATED, WHERE YOU CAN -SEE THAT THE EFFECT



STILL HOLDS. (APPENDIX 2)

THE KEY TO THIS SUCCESS IS RELATED TO THE METHOD OF
SETTING HOSPITAL PRICES AND IN PROVIDING INCENTIVES FOR
EFFICIENT MANAGEMENT. THE MARYLAND EXPERIENCE OFFERS THE
VERY BEST EXAMPLE OF WHAT I MEAN.

IN 1971, THE MARYLAND GENERAL ASSEMBLY PASSED OUR
ENABLING STATUTE. IT PROVIDES THAT COMMISSION-SET HOSPITAL
RATES SHALL BE PROSPECTIVE IN NATURE AND REQUIRES THE
COMMISSION "TO ASSURE ALL PURCHASERS OF HEALTH CARE EOSPITAL
SERVICES THAT THE TOTAL COSTS OF THE HOSPITAL ARE REAéONABLY
RELATED TO THE TOTAL SERVICES OFFERED BY THE HOSPITAL; THAT
THE HOSPITAL'S AGGREGATE RATES ARE REASONABLY RELATED TO THE
HOSPITAL'S AGGREGATE COSTS; AND THAT RATES ARE SET EQUITABLY
AMONG ALL PURCHASERS OR CLASSES OF PURCHASERS OF SERVICES
WITHOUT UNDUE DISCRIMINATION OR PREFERENCE." THE COMMISSION
BEGAN REGULATING HOSPITAL RATES IN 1975. 1IN 1977, WE
ENTERED INTO A CONTRACT WITH THE HEALTH CARE FINANCING
ADMINISTRATION WHICH PROVIDED A WAIVER OF MEDICARE AND
MEDICAID REIMBURSEMENT PRINCIPLES. AS A RESULT, SINCE JULY
1, 1977, ALL fAYORS HAVE BEEN PAYING MARYLAND'S HOSPITALS
ACCORDING TO RATES SET BY THE COMMISSION.

THUS, MARYLAND'S SYSTEM IS ONE OF PROSPECTIVE RATES
COVERING ALL PAYORS AND ASSURING EFFICIENCY, SOLVENCY, AND
EQUITY. )

OUR SEVEN YEAR EXPERIENCE YIELDS SEVERAL IMPORTANT
LESSONS. FIRST, AS NOTED, LIMITING HOSPITAL REVENUES

THROUGH A PROSPECTIVE PAYMENT METHOD DOES LEAD HOSPITALS TO
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SPEND LESS MONEY. FROM FISCAL YEAR 1975 TO FISCAL YEAR
1981, MARYLAND'S HOSPITALS HAD INCREASES IN COST~WHICH
AVERAGE 2 TO 3 PERCENT A YEAR LESS THAN THE NATIONAL RA&E OF
INCREASE. THIS CUMULATIVE SAVING OF ABOUT 17 PERCENT HAS
OCCURRED WITH NO BANKRUPTCIES. THE CITIZENS OF OUR STATE
HAVE ENJOYED APPROXIMATE SAVINGS OVER THIS PERIOD IN EXCESS
OF $300 MILLION.

THE SECOND LESSON IS AS OLD AS REGULATION ITSELF. IN
ANY REGULATED INDUSTRY, THE AGENCY MUST CONCERN ITSELF WITH
THE HEALTH OF THE INDUSTRY IT REGULATES. I AM PLEASED TO
INCLUDE AS AN APPENDIX TO MY TESTIMONY DATA COM}ILED BY OUR
STATE'S HOSPITALS SHOWING THAT THEY HAVE BECOME PROGRES-
SIVELY STRONGER FINANCIALLY DURING THE LAST TEN YEARS.
(APPENDIX 3) HOW CAN THE APPARENT BENEFIT TO THE CITIZENS
IN SAVINGS COEXIST WITH INCREASED OPERATING MARGINS IN OUR
STATE'S HOSPITALS? 7

THE ANSWER LIES IN LESSON THREE. HOSPITALS RESPOND TO
INCENTIVES IN THE PAYMENT SYSTEM. THUS, A RATE-SETTING
SYSTEM MUST NOT MERELY BE DESIGNED TO PROVIDE A FLOW OF
FUNDS, BUT MUST BE DESIGNED SO THAT DESIRED CHANGES IN
HOSPITAL BEHAVIOR IMPROVE THE HOSPITAL'S FINANCIAL CONDITION
WHILE HOSPITALS ARE AT FINANCIAL RISK FOR THE COSTS
ASSOCIATED WITH UNDESIRABLE BEHAVIOR. WE HAVE ESTABLISHED
MARKET-;YPE INCENTIVES WHICH ARE EXPRESSLY DESIGNED AS A
KIND OF "VISIBLE HAND" TO REPLACE THE MIS-INCENTIVES WHICH
ARE ASSOCIATED WITH COST~BASED REIMBURSEMENT.

UNDER COST~-BASED REIMBURSEMENT, A HOSPITAL IS NOT
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FISCALLY RESPONSIBLE FOR ANYTHING. IF IT SPENDS MORE IT
GETS MORE. PRESENT MEDICARE SECTION 223 LIMITSVARE
RELATIVELY MILD AND MANY HOSPITALS CAN IGNORE THEM. THEY
ALSO DRIFT UPWARD WITH REALIZED, RATHER THAN APPROPRIATE,
INCREASES IN COSTS. UNDER A COMPLETELY "PROSPECTIVE"
PAYMENT SYSTEM, A HOSPITAL WOULD 3E TOTALLY AT RISK FOR ALL
FINANCIAL DEVIATIONS.~ FOR EXAMPLE, IF THE ACTUAL RATE OF
INFLATION PROVED TO BE DIFFERENT FROM THAT PRROJECTED,
HOSPITALS WOULD BE AT RISK FOR THE MISPROJECTION. YET, NO
PROSPECTIVE SYSTEM COULD HAVE FORSEEN THE ACUTE RISE IN THE
PRICE OF X-RAY FILMS WHICH OCCURRED IN 1979 AND NO
REASONABLE SYSTEM WOULD HOLD HOSPITALS ACCOUNTABLE FOR THE
ASSOCIATED UNDERFORECAST OF INFLATION. ACCORDINGLY, A
"PROSPECTIVE" SYSTEM SHOULD NOT BE ONE WHICH SETS FUTURE
RATES IN CONCRETE, BUT RATHER ONE THAT SETS REVENUE
CONSTRAINTS FOR EACH HOSPITAL AND ADJUSTS THEM ONLY
ACCORDING TO PRE-ESTABLISHED METHODOLOGIES. A PARTICULAR
HOSPITAL'S REVENUES ARE ADJUSTED ON A YEAR-TO-YEAR BASIS
WITHOUT RECOGNITION OF ITS ACTUAL COSTS BEYOND THE SPECIFIC
APPLICATION TO THE HOSPITAL OF THE PRE-ESTABLISHED
METHODOLOGY (I.E., ADJUSTMENTS FOR VOLUME CHANGES, CASEMIX
CHANGES, FUTURE INFLATION, MISFORECASTS OF PAST INFLATION,
CERTIFICATE-OF-NEED PROJECTS, NEW GOVERNMENT REGULATIONS,
ETC.). IN MARYLAND WE BELIEVE, WHENEVER POSSIBLE AND MOST
CERTAINLY FOR LABOR, THAT INFLATION PROXIES FROM OUTSIDE THE
HOSPITAL INDUSTRY SHOULD BE USED AS THE MEASURE OF

INFLATIONARY PRESSURE IN THE MARKET PLACE. WE ALSO BELIEVE
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THAT THE SYSTEM SHOULD ATTEMPT TO RESPOND TO CHANGES IN CASE
MIX SO THAT HOSPITALS DO NOT HAVE INCENTIVES TO TRIVIALIZE
THEIR ADMISSIONS OR TO AVdiD PARTICULARLY SICK PATIENTS WHOM
THEY ARE MEDICALLY EQUIPPED TO TREAT.

THE FOURTH LESSON IS THAT TOTAL SYSTEM COSTS CAN NOT BE
CONTROLLED UNLESS THERE 1S AN EFFECTIVE BRAKE PUT ON
_ CONTINUED REAL GROWTH IN OUR HOSPITAL INDUSTRY. IN MARYLAND
IN THE LAST FIVE YEARS WE HAVE ADDED NEARLY 1500 NEW BEDS IN
A STATE WHICH IS LOSING POPULATION. THESE NEW BEDS ADD
TREMENDOUSLY TO THE PER CAPITA COSTS OF THE SYSTEM AND ARE,
IN ALL LIKELIHOOD, UNNECESSARY. SEE APPENDIX 4. EVERY
DOLLAR MARYLANDERS SPEND IN SUPPORTING -THE DEBT SERVICES ON
A NEW BED IS MATCHED 12 TIMES OVER IN DEMAND FOR OPERATING
DOLLARS. OUR ECONOMY SUFFERS FROM ALL OF THESE RESOURCES
BEING DIVER?ED TO NEEDLESS HOSPITAL SPENDING. FOR EVERY
DOLLAR SO EXPENDED IS A DOLLAR NOT AVAILABLE FOR CAPITAL
INVESTMENT, WHICH IS DESPERATELY NEEDED AND WHICH WILL YIELD
WEALTH TO FUTURE GENERATIONS OF OUR CITIZENS.

MR. CHAIRMAN, THE STATE-LEVEL EXPERIENCE IN MARYLAND IS
ENVIOUS. WE HAVE SUCCEEDED IN REDUCING THE RATE OF )
INFLATION, IN DAMPENING THE GROWTH OF PER CAPITA SYSTEM
COSTS, AND IN STRENGTHENING THE FISCAL CONDITION OF OUR
HOSPITALS. I BELIEVE THE LESSONS THE SENATE MIGHT FIND IN
MARYLAND THAT ARE APPLICABLE TO THE NATION ARE MANIFOLD.
FIRST, THERE IS AN IMPORTANT ROLE FOR STATE GOVERNMENT IN
CONTROLLING HOSPITAL COSTS. SETTING ASIDE MEDICARE, THE

SUPPORT OF OUR NATION'S HOSFITALS IS A LOCAL ENTERPRISE.
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LOCAL PROGRAMS AND SOLUTIONS ARE OFTEN BETTER THAN THOSE
THAT ARE FEDERALLY-IMPOSED., THE RECORD IN REGARD TO SIX
STATE EXPERIMENTS IS INCONTROVERTIBLE EVIDENCE OF THIS.
SECOND, THE DEMAND FOR COST CONTAINMENT. PROGRAMS VARIES
ENORMOUSLY FROM STATE TO STATE. IN JURISDICTIONS WITH
ROBUST ECONOMIES THE PROBLEM IS LESS CRITICAL THAN IN STATES

BT

WITH STAGNANT ECONOMIES AND MORE POOR PEOPLE TO LOOK OUT

FOR.
FINALLY, STATE EFFORTS, IN ORDER TO BE SUCCESSFUL, MUST
ENJOY THE suppqéf_b?“éoVEnnons, STATE LEGISLATURES, AND THE
REGULATED INDUSTRY. THE COMMONWEALTH MUST BE ADVANCED IN
TERMS OF A REDUCED FLOW OF REAL RESOURCES TO HOSPITALS AT
THE SAME TIME WE ENSURE THE FINANCIAL SECURITY OF OUR
NATION'S VERY PRECIOUS HOSPITAL SYSTEM. ONLY PUBLIC EFFORTS
WILL PRODUCE THE SHORT TERM GUIDANCE NEEDED TO ACHIEVE BOTH
GOALS BY INCREASING EFFICIENT BEHAVIOR IN HOSPITALS WHERE
EXISTING PAYMENT SYSTEMS ENGENDER SENSELESS RESOURCE UTILI-
ZATION., I HAVESINCLUDED, FOR THE RECORD, A MODEL STATE ACT
WHICH I HAVE DRAFTED, WHICH IS DESIGNED TO ACHIEVE THESE
GOALS. I ENCOURAGE THE SUBCOMMITTEE TO EXAMINE THE STATE
EXPERIENCE CAREFULLY AND TO STIMULATE THE PROLIFERATION OF
STATE EFFORTS IN THIS FIELD BY OFFERING TO SHARE SAVINGS TO
THE FEDERAL MEDICARE BUDGET WITH THOSE STATES SUPPORTING
EFFORTS TO TONTROL THE INFLATION OF PRICES PAID BY HCFA, AND

BY SUPPORTING TECHNICAL ASSISTANCE TO LEGISLATURES AND

—

GOVERNORS IN ESTABLISHING NEW STATE PROGRAMS.

THANK YOU.
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HOSPITAL COST INFLATION UNDER STATE RATE-SETTING PROGRAMS
Briax Bues, M.D., M P.H., CarL J. Scuraum, Pu D, ] D, axp J GraHau Atkinson, D.PurL

Abstract Evaluations of the early phases of state ef-
forts to control hospital costs led to discouraging con-
clusions about the eftectiveness of such programs To
determine whether cost regutation has improved
since then, we compared the experience of the six
states that have comprehensive, legally mandated
hospital rate-setting programs with that of the states
without such programs during the period from 1970 10
1978. During the fast three years of this period, the

VER the past decade, a number of states have

established programs to set hospital rates on a
prospective basis as a response to rapid increases in
health-care expenditures. During this period, sever-
al authorities have viewed the evidence on the effec-
tiveness of these programs as inconclusive.'* In a re-
cent survey article, for example, Hellinger states:
“Although firm conclusions regarding rate-setting
programs should not be drawn from existing evalua-
tions, few policy makers feel that state rate-setting
commissions are capable of controlling health-care
costs.”” * Others have taken a disparaging view of the
ability of these regulatory agencies 1o limit increases
in health-care costs in general.* Enthaven captures the
view of the pessimistic observers in his comment:
“‘The weight of evidence, based on experience in many
other industries, as well as in health care, supports the
view that such regulation is likely to raise costs and
retard beneficial innovation.”’

Because most studies of the effectiveness of hospital
rate-setting programs are based on their performance
before 1975, when many programs were still in their
early phases and were not yet regulating actively,
more recent data are required for a valid assessment of
the eflectiveness of the programs. Data for the period
from 1970 ta 1978, presented here, show that sub.
stantial reductions in the rate of increase in the cost of
a hospital stay can be attributed to the cost-
containment programs.

STATE PROGRAMS

According 10 the traditional reimbursement sys-
tem, hospitals are paid after services are rendered,
cither on the basis of a schedule of charges {charge re-
imbursement) or, for selected third-party payers, at
the actual cost of the service {cost reimbursement) In
contrast, prospective rate-setting programs attempt to
set the amount that hospitals can charge for services
before the period for which the rate is 10 apply.

From the Johns Hopkins Center for Hospial Finance and Management
and the Maryland Health Services Cost Review Commission (address re-
print requests Lo Dr Schramm st 61S N Wolle St, Batumore, MD 21205)

Supparted in part by the Joha A Hartford Foundauon and the Robent
W ood Johnsan Foundation

average annual rate of increase in hospital costs in
rate-setting states has been 11.2 per cent, as com-
pared with an average annual rate of increase of 14.3
per centin states without such programs (P <0.05). We
conclude that much of the initial pessimism regarding
the electiveness of hospital rate-setting programs,
based on studies thal covered earlier seporting
periods, may be unwarranted. (N Engl J Med. 1980;
303 664-8.)

The approximately 25 prospective rate-setting pro-
grams now operating in the United States vary in
authority, from mandatory rate setting by a legisla-
tively established public agency to advisory budget
review by nongovernmental associations. In addition,
programs differ in the types of payers whose rates are
subject to regulation — ranging from only Medicaid
patients 10 all payers (Medicaid, Medicare, Blue
Cross, commercial insurance, and out-of-pocket
payers).

For this analysis, states are classified as rate-setting
states only if they meet the following criteria: the rate-
setting program is operated directly by a state agency,
compliance by hospitals is mandatory, a majority of
non-Medicare hospital expenses are subject Lo regu-
lation, and the agency has been regulating rates ac-
tively since 1976 or earlier. The six states that meet
these criteria are Connecticut, Maryland, Massachu-
setts, New Jersey, New York, and Washington.
Although a majority of non-Medicare hospital ex-
penses are affected by rate setting in each of the six
states, the states vary in the coverage that their pro-
grams provide. The types of coverage range from that
of Connecticut, where rate setting applies only to
persons with commercial insurance and persons who
pay out of pocket, to those of Maryland and Wash-
ington, where rate setting applies to everyone.

In these s.ates, the appropriate state agency estab-
lishes daily rates as well as a schedule of rates for the
other revznue centers (e.g., !aboratory, operating
room, and radiology) in each hospital. These become
the only schedules that the provider may use 10 com-
pute bills. Thus, the hospital's annual® operating
budget may be computed by multiplying the project-
ed volume of standardized units that are delivered in
cach revenue center by the schedule of rates Payers
pay the provider for services rendered to subscribers
according :0 the schedule. This renders the tradition-
al distinctions among costs, charges, and reimburse.
ment irrelevant. For this reason, we use the term
“expense” 1o refer to money actuaily paid to the hos-
pital Some states allow discounts from the scheduled
rates 1o Blue Cross and Medicaid because of econo-
mues of scale in processing claims, certain contractual
assurances to pay without challenge, and promptness



Table 1. Delayed Regulatory Activity in Six Rate-Setting

States *
Stark © YEaRSTanLIE Yean Acency BrGan
ExscTiD TO REGLLATE
Connecticut 1973 1976
Maryland 197 1975
Mussachuseuts 1968 1975
New Jersey 1971 1974
New York 1969 1971
Washingion 197 1975

SEvciudes 5.0 males with rate-seiling programs that do not meet Lhe Listed criiera In
Arzona, Minacwla, and WIkonsn, Partiipation in Lae review provess 18 mandatony,
but comphance with Lhe proposed rates 1s solunlary Rhode Islaad's program s a man-
dated process of negouston aad coniract among the siate gore.ament, Blue Cross, and
the hospitals Colorado’s carly program wai restewcted to Medicard patients, and
anhough comprehensive 1ate-seiling legislation 85 enacted in 1977, controls were not
imposed until 1978 1lhinows, which passed enabling legnslauon in 1978, has not yet begun.
10 regulate rates (Source mierviens with state agencies )

of payment. Table 1 lists the year of passage of rate-
setting legislation and the year in which regulation ef-
fectively began in each rate-setting state. The periods
between the year of legislation and the year when reg-
ulation became effective reflect start-up periods of
various lengths.

In orderto examine the impact of state rate-setting
programs on the rate of increase in hospital costs, this
analysis compares the rates of increase in expense per
equivalent admission for community hospitals in the
siX rate-setting states with those rates for hospitals in
the 44 non-rate-setting s1ates and in Washington D C.
during the years 1970 to 1978.

DaTa

Data for this study were drawn from the past 10 an.
nual surveys of the nation’s hospitals conducted by
+he American Hospital Association (AHA) and pub-
lished in the 1970 through 1979 editions of the AHA's
Hosprtal Stanstics.® The survey questionnaire, which is
sent to all hospitals registered in the United States, is
usually returned by more than 90 per cent of the hos-
pitals.

We took the raw data from tables in the annual edi-
tions of Hospital Statistics and obtained the number of
admissions and the total expenses for community hos-
pitals in the individual states and in the United States
as a whole from the tables entitled *'Utilization, Per-
sonnel, and Finances.”” For 1972 and subsequent
years, the data are presented as a total for the nation
in Table 5A of the series and by state in Table 5C; for
the years before 1972, these data are presented in
Table 3. Inpatient gross revenue data for communi-
ty hospitals were obtained from the table entitled
“*Revenue for Community Hospitals.” This table is
now presented as Table 11 of Huspital Statistics and
was presented before 1972 as Table 8.

The category of ““community hospitals” was chosen
1o represent the kind of hospital 1ypically subject to
s1ate regulation. Community hospitals denote all non-
federal hospitals except psychiatric institutions, tu-
berculosis hospitals, long-term general hospitals, and
other special hospitals The category includes non-
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governmental, nonprofit hospitals, investor-owned,
profit-making hospitals, and state and local govern-
mental hospitals. After 1970 the AHA narrowed its
definition of community hospitals to exclude **hospi-
tal units of institutions,” primarily prison and college
infirmanes  This change decreased the size of the
category by less than 1 per cent and does not affect the
results of this study.

The expense per inpatient admission and the ex-
pense per inpatient day are the two measures of hos-
pital output that are used most olten to measure the
major goal of state cost-containment programs —
reduction in the rate of increase in inpatient costs.
The fact that hospitals can maintain or increase cur-
rent levels of spending and still show a reduction in
per diem costs by extending the average length of stay
limits the value of the per diemn expense as a measure
of cost savings. Therefore, we chose the expense per
equivalent admission, which reflects the average cost
of treating each hospitalized patient, as the best
index with which to compare rates of cost increase in
rate-setting and non-rate-setting states

METHODS

1n order 1o study the effect of state rate-setting programs on the
rate of increuse in hospital costs, the average increase in the ex-
pense per admission was calculated for all hosputals in each siate
and the District of Columbia for each year from 1970 10 1978

Calculation of increases in total hospital expenses requires a tech-
nique to measure a hospitai’s output of both inpauent and outpa-
uent services  Admissions are a natural umt for inpanent
treatment, whereas patient visus are the natural unit for outpa-
tient services In order 10 obtain an aggregate volume of services,
13 cummon to calculate “equivalent inpatient” services by con-
verting outpatient visits into a fraction of inpauent services The
fraction used 13 the rauo of the average revenue per outpauent visit
to the average revenue per inpatient unit measured This ap-
proach, whrch the AHA employs 10 compute adjusted pauent
days,? was used in this study 10 compute the number of equivalent
admissions

We then obiained the expense per equivalent admission (EPEA)
by dividicg the total expenses by the number of equivaleat admus-
sions Ths number of equivalent admissions 1s the sum of the
number of inpaticnt admissions plus the product of the number of
outpatient visits times the ratio of revenue per outpatient visit to
revenue per inpatient admission

outpatient grosy revenue

. cutpatient visits inpatient
q - P "
admussions visits inpatient ‘E"" revenue admusions
a issrons
The expense per d: was then calculated as the

q

total eapeases divided by the number of :quivalent admussions

The EPEA was thus calculated each year from 1969 10 1978 for
each of the 30 states and the District of Columbia The EPEA was
also calculated for the six rate-setiing states as a group and for the
44 non-rate-setting states and the Disinct of Columbia as a group.
The rates of the increase [rom year 10 year, expressed as a percent.
age of the previous year, were then calculated, the mean rates of in-
crease in EPEA for the rate-setting states were compared with the
mean rates of increase in the non-rate-setting states and the Dis-
trict of Columbia (Fig 1) In addition, the rates of increase in
EPEA for each of the six rate-setung states were compared with the
mean performance of the non-rate-setting states and the District of
Columbia (Fig 2)

Because both the sample sizes and xht)variam:u wee signifi-
cantly different, the Behrens-Fisher statistc® was used tc compare
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Figure 1. Annual Percentage Increases in Expense per Equiv-

alen: Admission (EPEA) of Rate-Setung and Non-Rate-
Setting States, 1970-1978.
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Figure 2. Annual Percantage Increases in Expense per Equiv-

atent Admission (EPEA) for Each Rate-Setting State Com-

pared with Increases in EPEA for Non-Rate-Setling States,
1974-1978. -

the mean rates of increase in EPEA of the rate-setting states with
those of the non-rate-seiting states and the District of Columbia

Rzsurts

Figure t compares the rates of increase in EPEA for
the rate-setting and non-rate-setting states from 1970
to 1978. The annual rates of increase in EPEA show
no discernible pattern of difference between rate-
setting and non-rate-setting states until 1976, when
they begin to diverge. The Behrens-Fisher test shows
that the differences in EPEA between the rate-setting
and non-rate-setting states were significant in 1976
(P<0.05, degrees of freedom = 5,44) and highly sig-
nificant in 1977 and 1978 (P<0.005, degrees of free-
dom = 5,44.).

Figure 2 compares the rate of increase in EPEA
from 1974 to 1978 for the non-rate-setting states with
that of each rate-setting state. The individual graphs
show that of the six rate-setting states only Washing-
ton had a rate of increase above the national average
in 1976, and that in 1978 all six rate-setting states had
smaller increases in EPEA.

DiscussioN

Although comprehensive, legally mandated rate-
setting programs have been in effect for as long as
eight years, it is only in the past three years that
notable differences between rates of cost inflation in
rate-setting and non-rate-setting s.ates have emerged.

One explanation for the difference between the
findings reported here and those reported in earlier
studies is that because the state programs were only
established between 1970 and 1975, earlier reporting
periods did not allow them adequate time to become
effective. There are indications that state programs
and officials refine their administrative procedures
and gain political skill in the early years of opera-
tion.'®" For example, although the Maryland Health
Services Cost Review Commission was established on
July 1, 1971, and given regulatory authority on july 1,
1974, only one hospital had been fully reviewed by
July 1, 1975. It was not until July 1, 1977, that the
rates of all Maryland hospitals had been approved by
the commission.

A second explanation for the recent trend is that
only in the past few years has the concern with high
rates of increase in hospital costs become a sufficient-
ly visible public problem to give the officials of state
programs the incentive (and perhaps the political sup-
port) to reduce the rate of cost increase. The high rate
of increase nationwide during the early part of this
period — 16.9 per cent in 1975 and 13.7 per cent in
1976 — may have increased the commitment of both
the public and the state employees to improvement of
the programs. In addition, the introduction of the
Carter administration’s hospital-cost-containment
proposal in carly 1977 and the subsequent considera-
tion of that proposal by Congress may have increased
the states’ interest and the regulators’ ability to re-
strain cost increases.



Finally, it must be noted that the Nixon adminis-
tration’s Economic Stabilization Program operated
from August 1971 to April 1974 and included specific
rules to limit cost increases in hospitals nationwide.
By reducing the rate of increase in hospital costs in
non-rate-seiting states, the Economic Stabilization
Program may have masked any effect of state pro-
grams during this period.

With the recent Congressional rejection of the fed-
eral cost-coatainment bill, state initiatives to control
hospital cost increases have taken on added impor-
tance. The data reported in this paper reveal a statis-
tically significant reduction in average annual cost
increases in rate-seiting states as compared with
non-rate-setting states from 1976 to 1978. These data
are consistent with the view that mandatory rate-
setting programs that establish rates prospectively
and cover most patients can effectively contain in-
creases in hospital costs.

Further analysis of the effects of state rate setting is
of course necessary. The precise effects of rate setting
on per capita use, the intensiveness of hospital ser-
vices, the salaries of hospital employees, the prices
paid by hospitals for goods and services, and a wide
variely of other factors are all matters of interest.
Ultimately, information on the relation between dif-
ferences in per capita hospital expenditures and the
health status of population groups will be desirabte.
Such analysis, when available, will permit the
development of even more sophisticated hospital pay-
ment policies. Meanwhile, we believe that the results
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of this analysis support a more optimistic view of the
effectiveness of state hospita! rate-setting programs
than that of the studies that covered earlier reporting
periods

We are indebted to Mr Steven Renn and Dr Susan Horn for as-
sistance with 1the computer and staustical analyses, and to Ms
Janet Archer for her comments on the manuxript
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APPENDIX 2
Rates of Increase In Expense per Equivalent Hospital
Admission in States with and without Cost Regulation, 1970-1979.
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TABLE 3

TRENDS_IN MARYLAND HOSPITAL FINANCIAL STATUS
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OPERATING PROFIT/LOSS APPENDEX 3
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OPERATING MARGIN APPENDIX 3
(%) PAGE 3
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APPENDIX 4
TABLE 3
————

TRENDS I INDEX
OF TOTAL BEDS FOR COMMONITY
BOSPITAL, 1975 ~ 1980
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QUESTION: UNDER THE MARYLAND PROGRAM, ARE HOSPITALS AT
RISK FOR LOSSES IF THEIR COSTS EXCEED THE
PROSPECTIVELY SET PAYMENT AND CAPABLE OF
PROFITING IF COSTS ARE LESS THAN PAYMENT?

IF SO, ARE HOSPITALS GENERALLY PROFITING

OR INCURRING LOSSES FROM THIS PROGRAM?

ANSWER: Under the Maryland Guaranteed Inpatient
Revenue (GIR) system, which is the reimbursement
mechanism for most of the states' hospitals, there are
strong financial incentives for a hospital to carefully
monitor its expenditures. If a hospital expends less
than its agency—-approved guaranteed revenue per
admission, the hospital is rewarded by having those
savings added to its approved revenues in the following
year. By the same token, if-the hospital's costs
exceed the prospectively set payment, the hospital,
while not actually being at risk for the loss in the
current year, will be penalized in the following year
by having the excess subtracted from its following
year's approved revenues. Because a hospital's
revenues in a succeeding year are based on the prior
year's revenues, and not on the prior year's costs, the
hospital suffers no penalty for controlling its
expenditures, and can accrue the benefits of its
savings in subsequent years. Combined financial

statements indicate that Maryland hospitals had a net
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profit of over $33 million in 1980, and that both- the
operating margin and totﬁ} margin have~increased

sﬁeadily siﬁce 1975. The hospitals' excess of revenue
over expense has, since 1970, increased at an annual.-..

rate of 20.1 percent,-@nd at a rate of 43.5 percent

since 1975.

QUESTION: YOUR STATEMENT NOTES THE SUCCESS OF SIX
MANDATORY PROGRAMS. DO YOU BELIEVE THAT
VOLUNTARY PROGRAMS CAN HAVE THE SAME PROB-

ABILITY FOR SUCCESS? -

ANSWER: The data we have accumulated indicate that
the past attempts at voluntary solutions have met with
little success. Certainly the formal Voluntary Effort
of the A.H.A. failed and was abandoned by the
Association. Voluntary programs in Arizona, Minnesota,
and Pennsylvania have shown only modest to weak promise
in reducing cost inflation. Smaller scale voluntary
efforts, based in specific communities, may hold more
potential hope. However, like the Voluntary Effort,
one can expect less impressive results simply because
there are no incentives for compliance, and no
sanctions for non-compliance. Additionally, voluntary
programs can only be effective so long as participants
and sponsors feel that their financial interests are

not threatened or that by cooperating they can avoid
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what would be perceived as a worse evil. Without the
threat of a major change in reimbursement mechanisms,
it is unrealistic to expect voluntary programs to be

succecsful in the future.

QUESTION: OPPONENTS OF THE MARYLAND PROGRAMS SAY THAT
OVER THE PERIOD 1976-1980, BOTH TOTAL .
MEDICARE SPENDING PER ENROLLEE AND IN- -
PATIENT SPENDING ROSE FASTER IN MARYLAND
THAN IN THE REST OF THE U.S. THEY ARGUE
THAT COST.PER ENROLLEE IS THE TRUE TEST
BECAUSE IT CONSIDERS CHANGES IN THE-NUMBER
OF ADMISSIONS AS WELL AS ADMISSION COSTS.

- HOW WOULD YOU RESPOND TO THIS?

ANSWER: The FAH study which presented these déta has
several serious drawbacks. First, examining the time
period from 1976 to 1980 is improper, since the
Maryland waiver did not become effective until July 1,
1977. A simple correction of their choice of time
periods yields data indicating that both total Medicare
spending per enrollee and inpatient spending rose
faster in the rest of the United States than in
Maryland. Second, the figures used for Medicare
expenditures were not actual benefits paid, but instead
were estimates based on interim reimbursements.

Likewise, the number of Medicare enrollees is not a
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substitute for the number of Medicare admissions. The
best index to examine, in making a comparison similar
to that attempted by the FAH, would be the ratio of
Medicare inpatient hospital -benefits paid to the number ~
of Medicare hospital admissions in a state. Finally,
aside from ;he above criticisms, it should be
remembered that under the Maryland waiver, Medicare
agreed to pay Maryland hospitals at rates equal to 94
percent of those paid by other payors, instead of the
customary 75 to 80 percent, in hopas of obtaining
long-term cost containment at the risk of a possible

short-term loss.

Senator DURENBERGER. Thank you very much.

Before we go to Mr. Crane, I am informed that both Dr. Block
and Dr. Vasile have somewhat of a time problem in getting back to
Rochester.

And, unless you have a time problem, Mr. Crane, in getting to
Albany, I would like to ask Dr. Block to go next and then ask Dr.
Vasile to come up and follow him so that we can get their presen-
tations.

Is that all right with you?

Mr. CRANE. That’s fine.

Senator DURENBERGER. All right.

STATEMENT OF DR. JAMES A. BLOCK, PRESIDENT, ROCHESTER
AREA HOSPITALS CORP., ROCHESTER, N.Y.

Dr. Brock. Senator, I am very pleased to have the opportunity to
speak to you on behalf of the Rochester community and the Roch-
ester Area Hospitals Corp.

I think it is important to stress that it is in fact because of the
wisdom of this committee and your decision to pass in 1972 the 222
provisions that permitted medicare waivers that we are able to
speak to you today about our experience in Rochester.

I also would like to add, with some humor, that Rochester is not
a State. We are a metropolitan area. We in fact are not a govern-
ment. We are a voluntary corporation, the Rochester Area Hospi-
tals Corp., and it is because of the voluntary nature of our program
that I believe we were invited here today.

It is a most unusual situation and a most unusual corporation. I
believe that there is none quite like it in the United States, and
that is only to suggest that we think there are some lessons to be
learned from this voluntary effort in Rochester.
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Perhaps I should underscore the point that in the first 2 years of
the reimbursement experiment in Rochester, N.Y., we believe that
we have recorded the lowest rate of increase in hospital expenses
in the Nation 2 years in a row. In 1980 our experience was a 9.1-
percent increase; in 1981, a 10-percent increase. These figures, of
course, are approximately half of the naticnal average. And to put
it in a slightly different context, had the hospitals in the rest of the
Nation performed at the same level the national savings would
have been in the range of $10 to $15 billion.

Now, it is important to stress that the Rochester program is
more than a reimbursement experiment. It is more than an experi-
ment in prospective payments. It has all of the attributes of pros-
pective payment systems that have been alluded to this afternoon,
and those attributes are extremely important. That is to say, our
hospitals are able to benefit from cost reductions; if their expenses
are less than their predictable revenue, they keep the entire sav-
ings.

Second, it is important to stress that our hospitals live in a pre-
dictable environment. To the extent that their revenue is predict-
able, management is in a position to manage. They are no longer in
ia position to blame Albany or to blame Washington for their prob-

ems. -
It was also stressed that prospective reimbursement systems are
product oriented. And I think that that is an extremely important
attribute. To me, one of the great weaknesses in our existing reim-
bursement is not only the fact that it is cost-based but the fact that
it has not brought clearly into focus the importance of the product
of the hospital industry. In my mind, as a physician, the product of
the industry is clinical medicine. To the extent that we understand
that product, we not only understand the cost of producing it but
the quality of the product. .

So a very important result of our reimbursement system in Roch-
ester we are now focusing on—the resources required to. produce
the product and the quality of the product—which has resulted in
physicians becoming a very active participant in the management
system of hospitals and are beginning to understand the nature of
what we are providing to our citizens.

Another interesting attribute of this reimbursement system is
that it is global in nature; that is to say, it encompasses all of the
hospitals in the entire metropolitan area and that they have
agreed to a single revenue cap. As a result, there are powerful in-
centives for sharing in services; there are powerful incentives to
support the planning system.

In addition to an overall revenue cap related to operating ex-
penses, there is also included in that revenue cap a cap on addi-
tional operating expenses that could be added to the system as a
result of new certificate-of-need projects. This is extremely impor-
tant.

First, it means that the hospitals together are the first step in
the certificate-of-need process in Rochester. They review each
other’s certificate-of-need applications, and when a certificate-of-
need application is recommended for approval we also recommend
the level of increase in expenditures that are added to the system,
but we do that within the overall revenue cap. So we have not only
capped historical expenses and their rate of increase but we also
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have a cap on the level of increase that is permitted to be added to
the system each year as the result of new projects, and that
amount of money is shared among the hospitals as a group. This
results in very profound cooperation in the planning environment.

What we have, then, is a voluntary system. The hospitals have
voluntarily joined this corporation. They have together designed
this new reimbursement system. But it is an interesting voluntary-
system in that it is in partnership with government. We could not
have done this without the support of New York State, without the
leadership of the Office of Health Systems Management of the Mew
York State government; nor could we have done it without the sup-
port and cooperation of the Federal Government through HCFA.
Together they have given us the authority to design and mauage
our own reimbursement system.

I would like to end by stressing that the reimbursement experi-
ment is in reality an experiment in management, that one <hould
not view prospective reimbursement systems as simply changing
the flow of dollars to hospitals. More importantly, these reiraburse-
ment systems create the opportunity for entirely new approaches
to the management of the hospital industry and to cooperative ef-
forts among hospitals. ,

I would stress that, whatever is done, it should continue to en-
courage prospective reimbursement; it should as much as possible
encourage volunteerism and the opportunity for local initiatives as
has been demonstrated in Rochester; and it should continue to em-
phasize the importance of the product of the hospital industry, and
that is clinical medicine.

It is interesting to bring to your attention that perhaps the most
significant article that has been written on the product of the hos-
pital industry was written in 1913. It was written by a doctor who,
at that time, was the medical director of Massachusetts General
Hospital. His name was Dr. Codman. His paper was entitled ‘“The
Clinical Product of the Hospital,” and it was delivered to the Phila-
delphia Medical Society in 1913.

At that time he suggested to his colleagues that in order for hos-
pitals to be effectively managed, in order for costs to be contained,
and in order for quality to be assured and maintained, we needed
to understand the product of what we were delivering and that the
reimbursement system should reinforce that product.

His ideas were not accepted at that time. The concept that man-
agement should be based on the clinical product was_viewed as
threatening by many, and unfortunately he lost his position. I
think perhaps the time has come to reevaluate his ideas, to rein-
force those ideas with new incentives in reimbursement systems,
and to join those efforts with overall efforts in hospital planning.

Thank you very much.

Senator DURENBERGER. Thank you very much.

Now we will go to Dr. Vasile.

Dr. Brock. All right

(The prepared statement of Dr. James A. Block and answers to
questions from Senator Durenberger follow:] .



Rochester Area James A. Biock, M.D.
Hospltals' Corporation President

220 Alexander Street, Suite 608
Rochester, New York 14807  718-548-3280

June 21, 1982

Senator David Durenberger

Chairman, Senate Subcommittee on Health
Dirksen Senate Office Building
Washington, D.C. 20510

Dear Senator Durenberger:

I am honored to have the opportunity to testify before the
Committee on Finance, Subcommittee on Health regarding pex-
spective payment systems for hospitals. I am submitting,
as my written testimony, the 1981 Annual Report of the
Rochester Area Hospitals' Corporation. We believe that our
Hospitals Experimental Payments Program (HEP), which has
held hospital expense increases during 1980 and 1981 to
approximately 10% per year, slightly over one-half the rate
of national hospital expense increases, represents the
lowest community-wide hospital expense increase in the
nation during the past two years. More importantly, however,
this experiment represents a cooperative effort on the part
of the Rochester hospitals who have joined in a voluntary
alliance to assure the highest quality medical care in the
most cost effective manner.

I look forward to sharing my thoughts with your Committee.
Sincerely,

i, A (3L L

J s A. Block, M.D.
Président

JAB/k
Att.
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Executive Summary

For the second year in a row, the
10% increase in costs at hospitals in
the Rochestes. N.Y. area was just over
half the 18.7% rate of increase experi-

mugmmemgmmhospl  cost

management nitiative.

Under HER the nine Rochester area
hospitals as a group are guaranteed a
predictable income from major insurers
of hospital care—Btue Cross, Medicare
and Medicaid —over a five year period,
with lnjustmcnu to reflect the lmpua
of n volume of

mtheRocheuuuunhospiuls
mmsudthevciwmdpmmtun
they provided. enhanced a variety of
clinical services, and operated in the
black.

How was this accomplished?
The answer Lies in a unique five-year
called the Hosp
Experimental Payments (HEP)
Program, under which all hospitals in
the community ar€ expcsed to powerful

new finandal incentives to improve

mﬁeguummmnm
ective
ha ma.rugemm
|noome

were reduced, have been elim-
inated. In return, the hospitals have
contracted to provide quality care while
living within their community-wide
revenue cap. Under the HEP agree-
ment. funds not
bylhehosplulswmbcstwedwﬂhme
paymwholdvnn:ed funds.

Experience Is demonstrating that the
Rochester area hospital system under
HEP is operating in the black and



1ts financial and clinical
capability to meet future needs — while
malntatning its reputation for excel-
lemce in hospital care and medical
education.
With Lhe Reagan administration’s

tion-prone health care industry HEP is
alrmdy dmumg attenuon nationally :

HEP s parm( p. thc Rochester
Area Hospltalsma‘rp have described
HEP to the U.S. Senate Finance Com-
mittee’s Sub-Committee on Health:
health publications have noied its

the interest of other localities and
states; and continuation of support
;rftxn The John A. Hardorﬂaﬂ Foundadon
New York City similarly recognizes
the potential of the Rochtsxu
experiment.
Newfound fiscal stabllity under HEP
1s freeing Rochester area hospitals to
take a hard look at other tough ques-
tons—such as how many acute .
hospital beds the community needs,
and where they should be located. The
aufficulty of these decisions Is com-
pounded by many factors, including:
0 The back-up of jong-term care
patients in acute beds, a nationwide
problem:
O Continuing rigidity n the long-
term care relmbursement system,
which hampers effective patient
placement.
3 An aging population. with corre-
sponding changes (n health care
needs:

O A voter mandate to the federal
govemnment coupled with a shaky
national moamdy that s forcing
reexamination of all publlc priorities,
including health care.

care, business, industry government
and the community at large, as they
foln the search for new and workable
ways to meet the community’s needs
for hospttal care.

.‘mnvl the local commanity an the sniple |vnmd\x afrinework for commumiy
{puuul e of the \nlnnmr\ hapita) - Ju s it example of uh
AN penment; }
FnrochisnT W
amu‘] Beleve we wall ¢ \P(Tnnﬂ

g casad partiespation by kol .
‘g:mu\ux and community lostes in -« | S Carlyne Daies Th IJ Shepariment

cakh Gue lluxunn LHENTING ll-du s Deatih and foran Serwees, Health
(Care Financineg / H“IHIIISUUII"NI .




HOSPITAL
EXPENSE TRENDS
Percent Increase over previous year

59

Black Ink on the
Bottom Line: HEP's
Second Year

During 1981 the nine hospitals
participating in the Rochester Area
Hospilals Experimental Payments
(HEP} Program continued to lmprove
thetr overall fiscal position. For the
second consecutive year they operated

which is that hospitals and their
medica) stafls can improve productivity
and maintain better control over rising
costs when they are assured predict-
able income and provided ponunma
to respond to positive ﬁmnda.l

within the voluntary ¢ ity-wide
cap on hospitat expenditures estab-
lished under HEP while at the same
time reporting positive operating and
net margins.

The hospnals achieved this goal
despite increased patient days coupled
with declining admissions. This length-
ening of hospltal stays is believed to be
related in part to the backup of long-
term patients in acute hospital beds.
Stnce in-patient revenues under HEP
are related (o numbers of patients
admitted rather than to individual
services provided or length of stay
hospitals are encouraged to seek the
most cost-effective ways to provide
necessary health care.

‘The year's results gave further
support to a basic premise of HER

- v

g incentives.

Hosp(ul costs tn the Rochester area
rose 10%* during 1981, in comparison
with a 12% rise In New York State, and
18.7% nationwide. The HEP hospltals’
cost increase also compares favorably
with the increase (n the medical care
component of the Consumer Price
Index. While the CP1 as a whole rose
8.9% in 1981, its medical care compo-
nent rose 12 5%

The improvement in the Rochester
area hospllals’ overall financial status
is reflected by indicators of liquidity
and cash position Cash flow has been
eased greatly by the prospective
payment process under HEP. which has
helped to reduce average collection
periods for receivables to 34.6 days.
This compares with an industry

a e of almost 60 days.
vﬁ!‘lﬁogynhe 1981 net operating
margin of .011 for the hospltals as a

group remains below ndustry
ages, this indictor shows signlfi-

cant tmprovemnent over its Jevel prior
to HER During the mid-1970s,
Rochester area hospitals, like othess in
New York State, were under Increastng
fiscal pressure As a group, RAHC
hospitals showed operating losses in
two of the three years preceding the
start of HEP in 1980. Operating deficits
were, and rematn. a Siatewide
problem: one study* * shows that nine
of every 10 voluntary hospitals in the
State operated (n the red for at least
two of the five years from 1974 to

*The rate of increase for HEP hospitals in
1981 would be 10 7% f adjusuments were
made for certain changes in physician billing
mm that wouid lower the 1980 cost
used for «x’r\ﬁga »on The unadjusted
dasis ls used here st 1t is mare directly

1978

D HEP Hospitals
[ NY'S Hospials

-m .'\‘a’uonu ide Hospltals H
_— Consumu Price Index I

« HEP Begins

to State and Natonal statistics

**Schwartz WB.MD T‘heﬁ ulation

Stnt y for Controlling Hospital
land Joum:\FoJ' Medwlnt 1981
305 12431255 (Nov 19,1981}



1978. One-fourth of the $2 billion revenues established under HEP cost used (n part to help hospitals adjust to
equity of comumunity hospitals impact is an Important consideration in changes tn patient volume occurring as
Statewide had to be used to under- lanning for any additional services. In the year progresses.
wTite operating losses during the some cases hospitals have found that The & g Fund also provid
study pertod. designed to improve care can > g for appr

By helping to stem this erosion of also reduce costs. One dllustration is a cate of Need > During 1981
equity HEP supports the community’s nutrition support service inltiated at Included the cardiac surgery
efforts to preserve a quality hospital Strong Memorial Hospital during 1981 T at S
system. Connnulngprogmss toward to Improve nutrition of patients Rochester General Hospitals; and
fiscal area 18 or tube feeding. establishment of an out-patient mental
rwspitnlswnmnmnandnplacephys ﬂusmmzhuunprvvedpaﬁemm health facility at Noyes Memorial
ical plants and equipment to maet decreased costs of formula pital in Living: County The
growing or changing health care needs, and fe equipment. and Noyes mental health project will draw
and to remain competitive In the nmpnumuwhoowldbembe-ledas psychiatric staff from The Genesee
marketplace for top-caliber prolessional a subsututz for the more costly Intra- Hmplul in Rochester. thereby
and support staff. I.nsﬁAm;dylsmbd:‘ extending a apecia.uudmicelnm-

oonducwdm P area.

Service Improvemeats betwmlmprwednumdonamlerg\h Another majoc purpose of the

With predictable revenues under of hospitalization. Contingency Fund Is to support special
o Pt | IO | [ i

improved a variety of clinscal 8

services during 1981. In doing 80 the The Con! Fund set several hospitals recetved funding for
hospitals have cooperated closely with each year HEPptog-unls Gerlatric Assessment Teams almed at
State and local planning authorities in -
efforts to yield more rapid approval
and Implementation of needed new
services and t

mox.&u?mmmw

' aneedrormmmemt)ucommu- Hospital Utilization
nity's pacity
tion of the recommended s 1981° 1980 1979 1978
1 .
h'dR A mb?mmmm%m& r; Admissions 96,492 104,263 107,013 105,354
several proposals including expanded
opmhﬂnsurzimlupﬂdty at Strong Patient days 845704 835602 841,697 837.3%6
o m mwmm‘ T bt gency dept. visits 197.201 208048 3207931 208,631
litation program for cardiac patients at Clinic visits 338,903 336.788 316.320 300,969
St. Mary's Hospital. and new cardiac
momoﬂngeqmpnmutdmccmez
Hosplu! Durlngrwicw its applica-
Genesee agreed to M“;’ evale- Hospital Financial Indicators -

auano(v.hisncw upment wi t.hc lmluh
RAHC Medical Ade\q%ory“ 1881° 1 1879 average
:haxpuumtsmdphysﬂdzmatwu Current
hospilals could benefit from Its m&&g,wwm 238 159 1% 188
experience.

Hospital services and support stafl Average Collection M8 4058 528 92
were also her lnometwaoy; Net days in AR
during 1981, Inct pansion
,_Mmuml;: m’{,’ﬂ:"mm Net Operating Margin o1l 012 1o
capacity and implementation of a Net operating income + operating revenue
variety of other s and services.
Since al! hospital care must be
provided within the community cap on *These data qpe preit and include based on b 0 RAHC.




who

proved ol p
need both acute and chronic care.

ungency pport
during 1981 will help hosplitals to inte-
grate HEP incentives into their
ment structures and leamn to use new
p that is b ¢ avaitabl
through the community-wide data base.
The clinkeal and fi

formats yleld data on the interrelation-
ship between clinical decisions and
hospitals’ resource allocations. Analy-
sis of this information will enable better
understanding of the effectiveness of
patient care.

As HEP enlers its third year, Roch-
ester area hospitals continue to benefit
from a stable revenue base that
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All HEP Hospitals
Combined

For the Calendar Years 1978 to 1981°
ts in thousands

Amounl

ancial Statements

Statement of Changes in Cash Position
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1981 1880 1879 1978
Cash from Operstions:
Operating Surplus (Ochick) 8 3578 8 3.3 8 1307 8 &%
Charges to Operations not
m;cﬂiomhy
expense) 14,968 14.081 13.497 12755
Total Cash from Operations 8 13546 8 17420 8 12190 8 1341
Other Bources/(Uses):
Non-Operal Revenue
mn?y‘hwmu 8 7318 8 4677 8 1784 s 1713
Decrease/(Increase in Net
Qurrent Assets,
exchuding Cash {11630 3178 8,850 (2.454)
Onher 13351 337 ©9]) 2.984
Total Cash Provided 8 27,583 8 25,612 8 19133 8 15644
Cash used for Capital
Expenditures:
Additions to Property. Plant &
Equipment 8 17077 8 12154 8 8.I3} 8 9549
Decrease/ (increase] in
Long-Tearm Deixt 3,262 3.440 2453 3.124
Total tions for
&m‘:mu 8§ 20.339 8 15504 8 10,586 8 12,673
Net Increase /Decreass)
in Cash 8 7244 $ 10018 8 8347 8 2771
Monroe C Hosputal, which began lo participate in HEP

For p of comp
tn 1981, ts not included in these iables.




Balance sheets
1981 1980 1979 1978
ASSETS
Cash and Securities 8 37.4954 8 30,250 8 20,230 8 11,683
Other Current Assets
acoounts
receivabies 37.607 38.590 44,566 49,768
Other Asscts 11,241 9.259 7.771 8,548
Fixed Assets 206,153 204136 208,111 211,668
Total Asects 6292625 6282258 6278678 6278.686
LIABILITIES AND FUND
BALANCES
Current Liabilites § 32283 8 44,806 8 47,604 8 43,954
Term Debt and
on-Current Liabilities 134,444 137.027 139,317 139,991
Tota! Liabilsties 0166,727 8181833 6186921 6186945
Fund Balance 135898 100,422 91,757 81,741
Total Liabilities and Fund
8292625 $282,255 8278.678 8278,686
Statement of Revenue
and E 1961 1960 1979 1978
Net Patient Revenue 8307.045 8278,798 $251.605 8230574
Other Operating Revenue 9.238 8,651 7407 8617
Total Operating Revenue 8316283 8287.449 8350,102 $237.191
Total Operating Expenses 8312.706 8284110 8200400 6336535
Operating Surptus Defic) 3578 3390 1,307 658
NonOperaling Revenue 7316 4677 1,764 1,713
Net Surphus Defidt) 8 10894 s 477 $ 2369

8 80l6
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Rochester Area
Hospitals Tackle the
Tough Issues .

Fiscal stabtlity under the HEP pro-
spective payment program has relieved
Rochester area hospltals of many
revenue-related problems. As a result,
the hospital system now has new
opportunities to tackle difficult basic
Issues which, If left unresolved, could
threaten the community's hopes of
maintaining quality hospital care with-
in a health care system it can afford.

Omne such basic issue concerns acute
bed needs—a question which 1s inex-
tricably interwoven with needs for
preventive care and for long-term care.
At present, patients often occupy acute
beds longer than medically necessary
because of various legal and financial
barriers to placement at more appro-
priate levels of care. The severity of the
backup problem In the Rochester area
is revealed by RAHC dala indicating
that the number of patients occupying
acuté beds while awaiting long-tem

placement has doubled since 1977. By

1881 the monthly average

238, about 15% of operated medical-

surgical beds in RAHC hospitals
Thus. In spite of Improvements (n

affecting other sectors of the
system continues to hamper hospitals
In thetr efiorts to secure effective treat-
ment for those requlring acute care.
The result s an apparent “shortage” of
acute beds resulting from distortions In
the natural market factors affecting the
health care system. This condition,
although in a senise artificially created.
is no less real to those patients and

their ph who need access to
hospital beds for acute care.

During 1981 RAHC studied the
backup problem in detall. A survey of
patients in acute care beds awaiting
Jong-term placement showed that the
majority were at least 75 years old and
required skilled nursing care. Most had
entered the hospital from home via the

t. On the aver-

to place tnvolved Medicald patients
who requred high levels of care.
Subsequent analysis led the hospi-
tals to idenulfy several areas for follow-
up. These focused on the emergency
department as the point of entry for
four-fifths of the patients who became

“backed-up, with needs for
closer linkages with home care and
long-term care and better

providers
incentives for nursing homes and other
providers to serve patients with signifi-
cant medical disabllities.

As a result, RAHC approved HEP
Contingency Fund support for several
special hospital-based projects Intended
to help ease the backup problem. These
included development of multi-disci-
pitnary gerfatric evaluation teams at &l
six Rochester and suburban hospitals,
a family care program for long-term

a demonstration SNF level gerlauic
rehabilitation unit at Strong Memorial
Hospital and a unit at Park Ridge
Hospita! especially orienled to gerfatric
patients’ acute care needs. Contingency



Funds were also approved enabling
RAHC, with the cooperation of the
Monroe County Long Term Care
Program. Inc. (ACCESS) to propose
development of a capitation reimburse-
ment system for long-term care.

In the Rochester area, the task of
unravelling such perplexing issues is
made easier by a strong network of
health care planners. providers and
payors coupled with a tradition of coop-
erative action. These assets have made
it possible to pursue solutions on
several fronts simultaneously Thus, in
additlon to its own efforts, RAHC has

develop cooperative solutions to the
community’s long-term care needs.
Rochester’s experience with these proj-
ects will be evaluated. This research is
expected to help advance the ievel of
understanding, which can then be
applied to this national
issue —how best to provide humane,
effective, and affordable care to our
chronically 1ll. elderty population.

avallable for hospltal care. During 1981
important ress was made toward
develop aC Josp
Plan aimed at this goal. Four task
forces were formed that included moce
than 80 representatives of all RAHC
hospitals and the community at large,
plus observers from FLHSA. Organized
along clinical lines, the task forces were
assembled to explore key ssues for
hospital services In pediatrics, obstet-
rics/gynecology medicine and s
Their work was well under way at the
end of 1981,

The community’s overall need for
hospital beds for these services has

State-wide methodology The first phase
of the Community Hospital Plan
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documents: a financial analysis of the
h s own unit costs and

Laia (o
tons as to where these beds might best levels d 1980 compared with
be located. Ultimately these recommen- 1978 and compared to the
dations, when approved by RAHC and of similar hospitals in Rochester or cise-
its b will be where: and & clinical
to the FLHSA for review and on patients’ length of stay at that
ration in their Health Systems Plan hospital compared with similar data
which serves as a frame of refe for from Roch area hospitals collec
Certificate of Need applications. tively and from a group of similar

itis ind! of b hospltals elsewhere. The clinical analy-
commitment to the ses are currently betng enlarged to

mid-1982.
Although the recommendations of
;}tcommunnyuospﬁmt:!y:loanwmbe
far-reaching indeed. not repre-
sent an effort to redesign the tal
system. Rather, are in to

A Vital
Avatlabllity of information from the

include data on usage of ancillary
services such as laboratory x-rax
medical supplies, etc. Eventually the
clinical and financial analyses will be

a communi
mmumrgﬂ*"mmmm\?
providers and agencies.

Coming in 1982
In the

year RAHC will
mnmmmwnhamw

providers and payors to improve the
's abity to serve patients

ity implications carry over into medical
community-wide hospital data base has education as well, as it b more
bea':lvlmadvar‘;:geformicw understood that health care
its member hospitals in many aspacts professionals require training to
of their work. As one of the most exten- respond to new opportunities for
sive sorrces of hosp fc g gerial and
the nat.on, the data base includes skills.
data, and Since information of the caliber
clinical tnformation. provided by the community data base
One purpose of the data base has never before been available, institu-
been to facilitate the fi j ad tonal and information
tration of HER It is also & y are dified in order to
of the development process for the use the new data to maximum advan-
‘Community Hospital Plan. One of the tage. Several hospitals have apptied for
most promising applications of the data mpmwﬁqiwwm
base, however. li¢s in Its role as the integrating new resource into thelr
foundation of an information and management structures.

1 system that will ultimately
MN boards, chief executive
officers and medical staffs with reports
“products™ that the hospital produces,
and the patterns of cost and resource
use associated with them.

Mental Health

RAHC'’s skills in community-wide
approaches Lo hospital service delivery
and finance are now being applied In
the mental health field. During 1961
work was begun on the Monroe-Living-
mmntysms«vmzy.m
Demonstration Project. one of three
being funded by the New York State
Cffice of Mental Health. The purpose of
the three-year project is to develop a

be the proposed ta-
uonrdmbnmm(:yuunhm
talized patients needing long-term care.
By rates which recogr
nmdpabmtydwmabm:o(

syuunwou\dnbleh&-t;mmn
providers to accept 8 larger proportion
of heavy-care patients without undue
risk of financial loss.

A oon

inuing theme through
virtually all RAHC activities and plan-
ning for 1982 and beyond relates to
recognition by hospitals and medical
staffs of their roles not only as provid-
ers of acute care, but also as part of a
continuum of health care services

Hospital Plan, and in the evolution of a
more effective management system to

pravide hospital care that the commu-

nity can afford.
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Rochester Area Hospitals’ Corporation

Balance Sheets
As of Decemnber 31. 1961 and 1380

ASSETS

Carestricted Funds
Lash a Temporan i mtments
Dre tom Restrcted Fand
Accorints Recent e
Prepand Expemse

Faed Assets at Cost fess Acvumuiated
Depraviaton of 813 458 and 55 607

Total Lnrestscred Assets

Restricted Fands
\unacap Contngeney
Cash and

HEF Contingency Fund
Cash and Temporary Jvestmer.'s
Due frumn Meanher Hosp.tais
Loan Recens ot 4 from Submut.uy

1981 1880
S 24112 § 16159

23 806
1043 24 588
15636 1 966
65 747 40 628
130 366 2878}

Fund

Temporan Invesuments 8 604 46
85 283 752 83 625 497
1178064 537 598
137 800 -
S65206:5 54 183 06

LIABILITIES AND FUND BALANCES

Larestricted Funde
Accounts Payatee
Accrued Pavrnd and PayToll Tuves
Dederred Grant imome
Total Ladiives

Uarestricted Fund Balances Deficits)
Oreratng
Fixed Asset

Toral Lruesy~ ted Liatalives and
Fund Baanx s

Restricted Punds
Minacap Corurgerwy Fund Balance
HEP Contingenay Fund
Inve 10 Urrestrcted Fund
F.ovd Baiance

12
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Rochester Area Ho:})itsls' Corporation

Statements of Acti
For the Years Ended Devernber 31 1981 and 1980

___UNRESTRICTEDFUNDS RESTRICTED FUNDS
Da ' Jmukwd OISH Grant
Operations Hartfc
e Foed Cloical Fomdasaa Serdoe Tl Monicap - L2 A
Assets  Analysls Grant ~ System 1981 1980 1881 1380 181 1980
Revenoe and Support
Dues rom “lamuer
Hospetals S0 W S A0 O KT8 6
Grant bworme S1TH T N8 7Y 385 43 w352
nlerest 'wume ‘_:3}#5 e __7‘511‘; 26 847 e
175 7% 2 "y THR2 WO 711135
Expeases
Sa.anes and
Benehits 251271 SISN 260 a2 HE el 543531 Y3714
Drfce Suppies and
Expenises 5 A8 W5 JURe N 2168 147 356 47 X3
Corsuiting and -
Orher
Profesaxna) Fees 113347 222143 Tt SR 232 515436 291 54 e -
460 455 ALINe 225 003 125523 2 655
txmmeﬁdﬂb
of Revenue
Support Over
Expenses 44 413R .05 494 433, 1=
c-:wm
spenditures] -
Amounts Reoenved
and Revet. abe
fren Member
Hospitals - S 2,53 N4 SETTOS
lnieres Eamed I R AR “indAL 206 JuC
Coetrgeny Fund
Dustwrsmrents T 2, 2437 %75
Fund Balaoces
Delick)
Beginning 1447 [RED in B A SRS 4i8308s
Transfers
Funed At
ATuIsibOns ERCS) RS
Brard desynated
Transies 1A 496 413 808 492 24 432 2
Fund Balances
Dehcity, Encing § 40642 EERED a3 *64!"1‘ >IR3 U5

The prveding su=va~y daou

LUE ERT Bl F e addeterd G st merts of Res vest e dveu b

e q0n Ror

the yeurs redert Deverrbar (1 3R] and Q990 Ao, e o maete Rearo i shatetiensy 1 e ndependemt ity et
ereun g te mspen ed al the offars of the Conartnen Lon evest

13
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Rochester Area _ James A Biock, M D
Hospltals' Corporation President

220 Alexander Street. Suite 808
Rochester, New York 14807 716-548-3280

August 12, 1982

The Honorable David Durenberger
Chairman, Subcommittee on Health
United States Senate

Cormittee on Finance

Dirksen Senate Office Building
Washington, D.C. 20510

Dear Senator:

Thank you for your letter of July 30th requesting my reply
to certain questions which should be answered for the re-
cord of the June 23, 1982 hearing on State hospital payment
systems of the Subcommittee on Health. The following are
the replies which snould be entered in the record.

1. Wwho determines the rate of payment to your member
hospitals? The rate of payment to the member hospitals 1is
determined according to a contract defining annual revenue
available to each participating hospital. The amount of
revenue a hospital will receive 1s based upon its actual
costs in 1978 (the base year of our payment program, used
because it was the most recent year for which audited cost
reports were available at the time our program was imple-
mented in 1980), plus inflation trend factors that are com-
puted, plus certain allowances for patient volume, new pro-
jects approved by the State Health Department, and a one
percent adjustment added to the trend factor in 1979 and
1980 to improve the working capital position of the hos-
pitals.

2. Are differences between teaching and nonteaching -
hospitals taken into account 1in calculating the rate of pay-
ment?  Such differences among hosvitals would be reflected
in each hospital's payment rates only to the extent that
they were already reflected in 1978 cost structures of hos-
pitals or related to State Health Department approved pro-
jects approved after 1978.
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3. In what respect is your program voluntary? can
member hospitals withdraw at any time? The experimental
payment program is based on a contract among hospitals and
payors which was entered into voluntarily by all parties.
While there is considerable community peer pressure tc
continue to participate it would be possible for a member
to withdraw on a contract anniversary date. All of the
hospitals are committed to reviewing members' concerns
and resolving issues as they arise on the assumption that
this will enable continued participation of all in the
program, which is viewed as having considerable benefits
to the community.

Sincerely,

James A. Block, M.D.
President

JAB/k

STATEMENT OF GENNARO VASILE, PH. D.,, EXECUTIVE DIREC-
TOR, STRONG MEMORIAL HOSPITAL, UNIVERSITY OF ROCHES.-
TER, ROCHESTER, N.Y.

Dr. VasiLe. Thank you, Senator.

I would like to begin my remarks by indicating that I am the ex-
ecutive director of the University of Rochester Strong Memorial
Hospital. An appropriate perspective on my comments can be per-
ceived via some comments that were made by hospital administra-
tive colleagues 3 years ago when I decided to leave Virginia and to
go to New York State. They wanted to know whether I needed to
have my head examined for going into a State that was as heavily
regulated as New York State and where hospital administrators
were actually fleeing the State because of the perceived inability to
manage the hospital system with the State exerting such a great
influence.

Senator DURENBERGER. What did you tell them then, and what
do you tell them now? [Laughter.]

Is that the subject of your presentation?

Dr. VasiLe. What I told them at the time was that I was going to
New York State, and specifically Rochester, N.Y., because of the
possibility of a reimbursement experiment in Rochester that could
demonstrate that other than regulated systems could contain the
rate of increase in hospital costs.

So what I would like to do is to provide two perspectives: one per-
spective concerning the State’s regulated system; and then the per-
spective of a hospital administrator within the hospital experimen-
tal payments program, the program that Dr. Block oversees.

The New York State system of prospective rate control has been
effective in containing the rate of increase in hospital costs. No one
can deny that.

Between 1977 and 1981, the national rate of increase in hospital
costs ranged from approximately 14 percent to 19 percent. Between
1977 and 1981 in New York State, the annual rate of increase in
hospital costs ranged from approximately 6 percent to 12 percent—
better than a 50-percent differential.
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The price for this effectiveness in containing costs has been the
rapid erosion of the financial base of New York State’s hospitals,
which, in turn, is limiting these hospitals’ ability to adequately
serve the health-care needs of the State’s citizens.

In each year between 1976 and 1980 over 75 percent of our State’s
acute care hospitals incurred operating losses. Over that period,
those loses amounted to $1.2 billion. Exhibit 1 in my material lists
each year; and you will notice—75 percent is conservative.

I might add that the 1980 figure for an operating surplus of $16
million for the State’s hospitals included 38 million from the Roch-
ester hospitals under the experimental payments program.

New York State’s hospitals cannot survive long with these kinds
of financial results. Currently they are borrowing more money at
higher interest rates, which ultimately increase reimbursement
rates. They are using philanthropic funds to reduce operating
losses; they are spending depreciation funds reserved for replace-
ment of plant and equipment; they are curtailing services; some
are seeking bailout funding from governmental sources; and some
go bankrupt or out of business, as 50 have done.

[ would like to make a comment on Mr. Schramm'’s noie that
hospital closures shouldn’t concern us too much because schools
and other kinds of industries are closing in New York State.

[t is one thing to plan the closure of a health care facility. It is
another thing to subvert it through the reimbursement svstem.
The citizens of those areas served by the hospitals might have
something to say about those closures.

The fiscal viability of New York State hospitals has reached a
crisis point, and policymakers are looking for alternatives to the
present svstem. In fact, consensus has emerged in New York State
around a legislative proposal that would significantly change the
system. It is called the Lombardi legislation, and I won’t speak to
that. Perhaps our representative trem the New York State govern-
ment will.

Meanwhile, under the waiver and demonstration provisions of
the medicare program, and with the support of the State, I might
add, and local government, HCFA, Blue Cross, and local industries,
nine hospitals in the Rochester area of New York State are success-
fully demonstrating an alternative to State-controlled systems of
rate regulation.

The alternative is a locally controlled prospective system of reim-
bursement called the Rochester area hospitals experimental pay-
ments program, or HEP.

Exhibit 2 in my statement indicates the experience of Rochester
hospitals in two periods of time, between 1977 and 1979, when they
were under the State system, and from 1980 through 1981 under
the HEP program.

You will notice that the Rochester hospitals compared very well
with the rest of the State in terms of containing costs under the
State system. When the hospitals went under the HEP program
you will notice a significant decrease or a better performance than
the State as a whole in terms of containing costs. Dr. Block has
cited those figures as well.

Under HEP, for example, in 1981 the Rochester area hospitals
were able to contain costs to approximately 10 percent, while costs
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in the State increased at the rate of 12 percent; and that’s roughly
a 20-percent differential.

The dramatic aspect of that, as Dr. Block has pointed out, is that
that was done voluntarily. Services haven't been curtailed, and ex-
hibit 3, which lists hospital utilization in Rochester as well as criti-
cal hospital financial indicators such as net operating margin and
current ratios, shows significant improvements.

The hospital industry in the Rochester area was on the verge of
insolvency in 1979, and it is slowly but surely making a recovery.

The purpose of the HEP program is to demonstrate that the
Rochester area hospitals can voluntarily contain the rate of in-
crease in hospital costs while maintaining or enhancing the quality
of services. HEP’s design provides incentives and flexibility which
facilitate, as Mr. Derzon indicated, responsible local planning and
decisionmaking.

A prospectively determined cap on inpatient and outpatient rev-
enues of the participating hospitals is one major feature of the
design. The cap is based on 1978 operating expenses trended for-
ward, and the cap is adjusted each year for inflation, approved cer-
tificate-of-need projects, and volume changes.

There are also positive incentives. The basis for the revenue cap
determination in subsequent years is independent of expenses. Indi-
vidual hospitals retain the difference between revenues and ex-
penses, contrary to other systems where lower expenses result in a
reduction in future reimbursement.

One of the major benefits of this system is improved cashflow.
Each of the hospitals receives one/fifty-second of their prospective-
ly determined payment each week. Since 80 percent of the hospital
business is under the experiment, a significant amount of cash
enters the system weekly.

There are other features as well. One of the critical ones—and
Dr. Block wouldn't speak for his own organization—is the place of
Rochester Area Hospitals Corp. within the Rochester system.
RAHC is a consortium that was formed by the hospitals for joint
planning and community problem solving. It administers the con-
tract and it facilitates communitywide planning and problem solv-
ing. It has been very effective in administering the contract and as-
sisting the hospitals to adapt to this new program.

These features have resulted in not only the financial results
that have been referred to earlier but also the following:

First, the development of a service-specific community hospital
plan. Can you imagine nine hospitals getting together and essen-
tially planning on a service-specific basis the number and location
of beds in the community? I am hard pressed to find another com-
munity in the country that has done that. Rochester has done that.

Second, the development of a communitywide data system.

Third, a major expansion of cardiac surgery.

Fourth, the establishment of several ambulatory surgery facili-
ties.

Fifth, several new innovative programs to address more appro-
priately the health-care needs of the elderly.

New York State’s publicly regulated system of hospital financing
has contained the rate of increase in hospital costs to levels signifi-
cantly below the national experience. The State has achieved that



74

performance at the expense of the financial viability of New York
State hospitals.

Reform is necessary, and viable alternatives exist. The Rochester
experience with HEP is demonstrating one such alternative. And I
would ask that in the deliberations regarding prospective reim-
bursement that this experiment be given serious consideration as
to its design features.

Senator DURENBERGER. Well, that's why you are here.

[The prepared statement of Gennaro Vasile and answers to ques-
tions from Senator Durenberger follow:]
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TESTIMONY
OF
GENNAROQJ. VASILE, PhD.

HOSPITAL FINANCING IN NEW YORK STATE
AND
ROCHESTER, NEW YORK

DIVERGENT APPROACHES AND RESULTS

My name is Gennaro J. Vasile, Ph.D.. | serve as the Executive Director of the
University of Rochester Strong Memorial Hospital in Rochester, New York. ! am here
today to:

Describe New York State’s regulated system of hospital financing and
highlight the results of the system.
Review the recent experience of nine Rochester area hospitals under the
Hospital Experimental Payments Program (HEP) as an example of a
) successful voluntary alternative to state-controlled rate regulation.
I will deal with thsse subjects briefly. A number of attachments describe more fully the

details of New York State’s system of hospital financing and the HEP Program.

HOSPITAL FINANCING IN NEW YORK STATE

The New York State hospital financing system is based on a prospective rate setting
system. This system accounts for approximately one-half of the hospital costs in New
York State. Reimbursement rates under this system are based on total hospital operating
costs, adjusted by inflation and standards of efficiency, such as 1) average costs of peer
group hospitals; 2) occupancy and length of stay standards for facilities; and 3) prior year
utilization rates.

-1-



76

The New York State system of rate regulation is effective. From 1977-1981, the
percent increase in hospital costs in New York State was considerably lower than that of
nation-wide hospitals. However, the impact on New York State hospitals indicates
problems with the system. As shown in Exhibit 1, during the period 1976-80, over 75% of
all hospitals incurred operating losses. Those losses amounted to $1.2 billion over five
years. These losses are measurable and significant and are compounded by recent cuts in
both State and Federal funding of health care programs.

How do hospitals survive these deficits? They:

. Borrow more money, increasing reimbursement rates;
Use philanthropic funds to reduce operating losses;
Spend depreciation funds reserved for replacement of plant and capital
equipment;
Curtail service;
Seek "bailout" funding from governmental sources

The fiscal viability of the New York State hospital system has reached a crisis point.
New York State, realizing the danger of this situation, is beginning to explore alternatives
to the present system. Nine hospitals in the Rochester, New York area are currently
addressing the problem, res>onding to many of the pressures being felt state-wide. It 1s
their belief that a voluntary system s preferrable, both in terms of quality and cost of

health care, to a state-controlled system of rate reguation.

ROCHESTER HOSPITALS UNDER HEP

- Exhibit Il compares the percentage change in the consumer price index for the
period 1977-198l, to the percentage change in hospital expense for the nation, New York

State and the Rochester area. Rochester hospitals operated under the state-regulated
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EXHIBIT I

PERCENTAGE OF NEW YORK STATE HOSPITALS WITH
OPERATING SURPLUS/LOSSES: 1976-1980

Operating Losses  Percentage of Hospitals Operating Surplus  Percentage of Hospitals

Year in Dollars with L osses in Dollars with Surplus
1976 $167,000,000 79% $ 12,000,000 21%
1977 $230,000,000 81% $ 17,000,000 19%
1978 $247,000,000 76% $ 20,000,000 24%
1979 $263,000,000 80% $ 15,000,000 20%
1980 $256,000,000 81% $ 16,000,000 19%

Total New York State Hospitals: 1976-1980 = 243.

Source: Hospital Association of New York State, 1980 Fiscal Pressures Suvery.

97-5¢1 0 - 82 - &
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EXHIBIT 0

TREND IN HOSPITAL EXPENSE 1977-198!
PERCENT INCREASE OVER PREVIOUS YEAR
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reimbursement system for the period 1977-1979. The performance of the Rochester
hospitals was equal to or slightly above the industry as a whole in New York State. The
performance of these local hospitals was still significantly better than the nation's
hospitals for that period. They achieved that performance by eliminating jobs and eroding
their asset bases.

Local concern among the hospitals, trusiees, physicians, and industrial leaders over
the long-term financial viability of Rochester's hospitals led to the formation of the
Rochester Area Hospital Corporation (RAHC). The Corporation was founded to facilitate
community-wide hospital planning and problem-solving. Working with the support of local
government, Blue Cross, the State Health Department, and the Federal Health Care
Financing Administration, the leadership of RAHC was able to develop a new approach to
the problem of cost containment — HEP.

As Exhibit Il indicates, HEP went into effect on January 1, 1980. Given the HEP
Program design, which I will summarize in a moment, the results are dramatic. Percent
increases in 1980 and 1981 for HEP hospitals were considerably less than that of the

national average and significantly less than tightly regulated New York State hospitals.

Specifically:
HOSPITALS
P N.Y.S. NATION
1980 9.1% 9.5% 17.0%
1981 10.0% 12.0% 18.7%

A's Exhibit Il demonstrates, this cost containment performance was achieved while
maintaining service levels and improving generally accepted indicators of financial health,

What is dramatic about these results is that they have been achieved without
Federal and State reimbursement regulations which were waived as part of HEPs

experimental design. In fact, the purpose of HEP is to demonstrate that Rochester area

-3
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EXHIBIT M ;

TRENDS IN ROCHESTER AREA HOSPITALS
UTILIZATION AND FINANCIAL INDICATORS

1979 - 1982
Hospital Utilization
1881°* 1980 1979 1978
Admissions 99,492 104.263 102.013 105.354
Patent days 345.704 835.692 841.697 837.356
Emerpency dept. vishs 197.201 208.048 207.931 206.631
Clinic visits 338.903 336.788 316 320 300.969
Hospital Financial Indicators
HEP Hospitals Iadus!
1982° msg‘ 1979 -vcn:e’
Quwrront Ravo 233 153 136 188
Current assets + curent ltabilittes
Awrage Collection Partod HE 405 55 $9.2
Netdays i AR ‘
Net Operating Margin o1l 012 on .02
- NCt operaang (come + operaling revenue
b {0 RAHC

*These data are preliminary and include based on spuals”
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hospitals can voluntarily contain the rate of increase in hospital costs while maintaining
or enhancing the quality of services provided to area residents. HEP's design provides
incentives and flexibility which facilitate responsible local planning and decision-making.
Major design features include:
A prospectively determined cap on inpatient and outpatient revenues of
the nine participating hospitals:
- The cap is based upon 1978 actual operating expenses
- The cap is adjusted each year for inflation, approved "Certi-
ficate of Need" projects and volume changes
Positive incentives, because once the initial cap is established, it is a
revenue cap. The basis for revenue cap determination in subsequent
years is independent of expenses. The individual hospital retains the
difference between revenues and expen;es -- contrary to other systems
lower expenses do not result in a reduction in future reimbursement .
. Guaranteed weekly revenue to each hospital:
- From contract payors: Blue Cross, Medicaid, and Medicare
- Contract payors account for approximately 80% of aggre-
grate hospital revenue
. Provision for a community-wide contingency fund that is administered by
RAHC. The fund is used for "Certificate of Need" and volume
adjustments, data system development expenses, case mix adjustments,
research activities, and unforeseen expenses.
. Waiver of Federal and State reimbursement regulations for the
durationof the experiment.
. A voluntary local organizaticnal linkage -- RAHC -- for contract

administration and community-wide planning and problem-solving.

-4 .
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These features have resulted in not only the financial results referred to earlier, but also
the following: development of a service-specific community hospital plan; development
of a community-wide hospital data system; a major expansion of cardiac surgery capacity;
implementation of a cardiac rehabilitation program; establishment of ambulatory sEurgery

facilities; and several new innovative programs to address more appropriately the health

care needs of the elderly.

SUMMARY

New York State’s publicly regulated system of hospital financing has contained the
rate of increase in hospital costs to levels significantly below national experience. The
State has achieved such performance at the expense of the financial viability of New York
State hospitals. Reform is necessary and viable alternatives exist. The Rochester

experience with HEP is demonstrating one such alternative.

-5
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Attachment A
WHO PAYS FOR HOSPITAL CARE?

Hospital services are funded primarily in one of two ways: through
reimbursement by third party psyors or by hospitsl established charges

to private paying patients,
A brief look at each of the major payment sources sets the

framework for an examination of hospital financing in New York State.

Medicare — Medicare is a totally federally funded heaith care
beneficlary program for persons ages 65 and older. In New York State,
Medicare is the payor for spproximately 38% of all hospital care.

Unlike other major third party payors in New York State, Medicare
reimburses hospitals on s retrospective basls. Under- a retrospective
system, hospitals are reimbursed during the yesr a portion of what their
expected costs for treating Medicare patients for that year will be, After
that rate year Is sudited and actusl costs are determined, the rates are
sdjusted to reflect that total shere of the hospital’s overall costs which
Medicare will reimburse,

Alto under Medicare’s retrospective reimbursement system, comin
costs assoclated with operating a hospital, such as costs related to
maternity and pediatric services, are “‘carved out” or totally disaliowed
from payment consideration. The reason for the carve-out is that
persons over 65 are not normally expected to utilize these services. The
carve-out often results, however, in hospitals being reimbursed under
Medicare for less that their actusl cost of providing services,

Becsuse actual sudited costs (minus the carve-outs) are reimbursed
under this retrospective system, there are no incentives for institutions
which control their spending. Further, as hospitals do not know until
well after the fiscal year how much Medicare will be reimbursing in
total, hospitals have no precise revenue expectations and can not
budget nor plan sccurately.

Medicaid — Medicaid is a government funded health care beneficiary
program for persons with incomes under a statutorily established limit,
The progrem Is funded jointly by the feders) government (60%), the
State government (25%) and county governments (26%}, snd pays for
19% of all inpatient hospital care In New York.

Reimbursement rates for Medicald are set in New York by the Office
of Health Systems Management under a methodology spproved by the
New York State Hospltal Review and Planning Council.

"It is an average cost prospective reimbursement system, under which
hospitals are reimbursed fixed rates which sre esteblished in sdvance of
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the billing year so that Institutions can anticipate revenue snd budget
appropriately, The rates asre derived from base year costs (two years
prior to the rate year) to which an inflation factor Is added for the two
Intervening years to project increases in cost to a facility during the rate
year.

The underlying concept of prospectivy reimbursement is that it
projects costs as they should be reasonably expected to occur and, ss
such, encourages hospitals to plan shead. Further, it anticipstes that
efficlencles achieved in the base year should be continued through the
rate year,

A detailed description of Medicsid reimbursement in New York
follows in the next section of this report.

Blue Cross — Blue Cross is a not-for-profit corporation which provides
health care benefits to its subscribers, There are seven Blue Cross plans
in New York offering a variety of coverage plans. The combined Blue
Cross plans pay for approximatsly 26% of hospital care in New York.

Blue Cross reimburses on an average cost basls, ss does Mediceid.
While the Biue Cross plans calculate their own rates of paymert to
hospitals, the rates must be certified by the Office of Health Systems
Management as being relsted to the efficient production of services
before bsing approved for payment by the Superintendent of the State
Insurance Department,

Woarker’s Compensation and No-Fault Insurance -~ Worker's
Compensation and No-Fault Insurance programs also reimburse on a
prospective, average cost basis. Reimbursement rates for these programs
sre calculated by the Office of Health Systems Management, Only 6%
of hospital services sre reimbursed by these two programs.

Private Insurance Carriers and Private Payors ~ Private insurance
companies do not reimburse hospitals on the basis of sverage cost, as do
Medicaid, Blue Cross, Worker’s Compensation and No-Fault insurance.
Nor do they pay on a retrospective basis as does Medicare. Instead,
private Insurance carriers pay hospital charges — the price established
by each individual hospital for the services it provides to private paying
patients,

Private Insurance payments and individuals paying out of pocket for
‘hospital care together pay for 11% of the hospital care delivered in New
York. Since 1078, annual increases in private charges have been
controlled under the Hospital Charge Control Law. This law requires
that hospital charge increases be kept within the smount determined by
the statutorily enscted Panel of Hesith Economists to account for
Inflation,
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REIMBURSEMENT CONCEPTS: WHAT
THEY ARE AND HOW THEY WORK

As noted in the preceding section, Mediceld, Blue Cross, Worker’s
Compensation and No-Fault Insurance reimburse hospitals for care
provided to their beneficiaries under an sversge cost, prospective
reimbursement system, What this prospective system is and how it is
spplied Is the subject of this section of Trustee Topics,

The Basic Formuls — The prospective payors under Stste contrgl —
Medicaid, Blue Cross, Worker’s Compensation snd No-Fault Insurénce
- reimburss hospitals on the basis of sversge dally cost. To derive
average dally cost, the total cost of operating the hospital during the
base year Is calculated, (Note: These costs are reported to the OHSM on
each hospital’s annual financial report), Standards of efficlent operation
are then applied to the operating costs, and, In some cases, certain
hospital costs are dissliowed, or subtracted from the total. To the
remaining sliowsble opersting costs, a percentage increase Is upplIJd to
account for Inflstion from the bass yesr to the rate yesr. For oxarhple,
for the rate year 1980, approximatsly 16% was added to the allowable
1878 costs to account for infistion,

Once the Inflstion, or trend factor, Is applied, capital costs are added
and the resulting totel is divided by the number of days of patient care
rendered in the base year. The result: a dally, or per diem, rate of
reimbursement which reflects the projected sllowable cost of proJldlng
care during the rate year, ’

A word here about the trend factor. This factor Is developed by a
statutorily established Independent panel of economists end is designed
to project, as precissly as possible, increases in costs as s result of wage
and price movements Iin the genersl economy. The factor Is adjhsted
every six months to take Into consideration new ocor{omlc
developments which effect the cost of doing business. Resources used
for projacting economic movement by the panel include the Consumer
Price Index, the Wholesale index, and a number of economic Indicators
perticular to the health care industry, '

t

Standards of Efficiency ~ New York State law governing the Medicald
program requires that rates of reimbursement to hospitals be “related
to the efficient production of sarvice.” Standards which refiect of'ﬂclmt
operation have been developed Incrementally over the years, and sre
spplied to 8 hospital’s reported costs to obtsin the meximum amount
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sllowable under law. The most Important of these messures of hospitsl
efficlency sre peer groupings, occupency standards, and length of stey
standards.

Peer groupings — The techniqus used to identify maximum stlowsble
hospitsl costs for reimbursement is 8 normative spprosch called peer
groupings., This technique, which hss been upheld in court decisions
over the past few years as an equitable meens of determining efficient
cost, groups hospitals on the basis of comparable indicators such es case
mix, service mix and utilization. The group sversge cost plus 6%
becomes the standard, or reimbursement “celling,” for all members of
the group,

Hospltals in a group whose costs are sbove the group average are
reimbursed only at the group celling. Hospitals whose costs are below
their group’s sverage recelve full cost reimbursement.

It is important to emphasize that all hospitals in a group are not
reimbursed on the basis of the most efficient hospitsl in the group. Use
of the group average provides a relief corridor for the least efficlent
smong the group, while simuitaneously encoursging elimination of
Inefficiencies.

When making decisions about current and future hospital operations,
trustess should identify what, if any, costs were disaliowed for
reimbursement as o result of peer group ceilings. This Information is
readily available on the complete print-outs of each facility’s
reimbursement rate caiculations, which were sent to sach hospital in
November,

Occupancy Standards — Burdensome costs associated with duplicative,
underused services and unnecessary {and emptyl) hospital beds led to
the development of hospital occupancy standards. These standards,
adopted for all inpatient services by 1876, sre utilization levels deemed
necessary for thae efficlent operation of a service,

Cognizant of utilization fluctuations particular to small

geographically isolated hospitals, two sets of standards for basic services
were adopted:

Services Urban Rursl
Medical/Surgical 85% 80%
Pediatrics 75% 70%
Maternity 75% 60%

As mentioned earlier, 8 hospital’s per diem reimbursement rate is
cslculated by dividing its total allowable costs by the days of care
rendered. However, In the case of a hospitsl whose occupancy rate falls
below the standards, that hospital’s total cost is not divided by the
actual nuinber of days provided, but rather by the number of days that
would have been provided had the hospitsl schieved the occupancy
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than It did in 1978 (keeps utilization betow its target), participating
third perty payors will reimburse at the full per diem rate for each day
of care actually provided, plus 80% of the dally rate for each additional
day over actual utilization to the target, This B0% will compensate the
hospital for costs which remain fixed, such as mortgage payments snd
fuel costs, regardless of the number of patients It treats,

Conversely, if a hospitsl provides more days of care in 1980 than it
did In 1978, or exceeds its volume target, the hospital will be
reimbursed the full per diem rate from esach of the participating psyors
for each of those days of care rendered up to the target, but only 20%
of Its rate for each day over target. The 20% psyment Is intended to
cover the sdditional cost, such as meals, x-ray and fab work, for these
additional patisnt days.

Thus, thers is both s posmn incentive to reduce unnecessary
uthization snd a negative incentive to increase utilization.

The volume target mechanism is perhaps the single most Important
. element in the OHSM's long range spprosch to finencing hospital
Inpatient care. it allows management of s facility the freedom to take
sfficlency promotion efforts and be rewsrded for them. [t removes the
threat of financisl harm to a hospital for eliminating unnecessary days
of care. And, it removes some of the pressure feit by meny institutions
to recruit physicians in order to fill beds,

Medicaid, Blue Cross, Worker’s Compensation and No-Fiult
insurance all participste in this volume sdjustment mechanism.

FROM CONCEPTS TO PER DIEMS |

The reimbursement process, while administered by the OHSM, is Lna
which involves hospital representatives, a broadly representstive
Statewide Council, other agencies of State government and the federal
government. How the methodology by which hospitals sre reimbursed

.comes into being and options svallable to hospitals which don't *fit”
the methodology are the subjects of this section,

Rate-setting = Reimbursement rates are calculsted under a formuls
which is laid out in regulation in a section of the Administrative Rules
snd Regulations of the Department of Health called Part 88.

The New York State Hospital Review and Planning Council is the
body (suthorized by statute to sdopt the hospital reimbursement
regulations found In Part 86,1, This 31-member State Council includes
representatives from the hospitsl industry, government, Blue Cross,
consumers, the medical profession, the health systems sgencies and
other heaith Industry sectors. The Council meets spproximately
monthly st the Biue Cross-Biue Shield building on Third Avenue in
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Manhattan, All the proceedings of the Council are open to the public.
Hospitsl trustees would find the meetings Interesting and pertinent, and
should attend when their schedules permit,

Recommendations for changes or Improvements to State
reimbursement regulations are developed by the OHSM and are
forwarded to the State Council for their review and deliberation, The
Council’s Fiscal Policy Committee reviews in great depth the proposed
methodology, holds open meetings to discuss the proposals at which all
Interested parties are welcome to speak, and makes whatever chenges,
additions or deletions they belleve necessary for Council consideration
on the basis of their snalysis and the public comments. This process
normally begins in June or July preceding the year for which the
proposed methodology would go into effect. In September, the Fiscal
Policy Committee presants the proposal and its review to the full
Councll for their Information., The Council members review the
propossls, obtain additionsl comments from Interested parties, and may
-request alterations before final Council action Is taken, Proposed
regulations are also published in the State Register for public notice and
comment.

Once the methodology is spproved, Medicald rates are then
calculated by the OHSM and are forwarded to the State Division ¢f the
Budget for the Budget Dlm:tor s spproval before being malied to each
institution,

Blue Cross rates sre calculated under methodologies similar to that
used by Medicaid, Once calculsted, they must be certified s
“reasonably related to the efficiznt cost™ of providing services by the
OHSM Director and are then forwarded to the Insurance Department
Superintendent for his approval, Worker’s Compensation and No-Fault
insurance reimbursement rates are calculated by the OHSM and
approved by the Director of the State Division of the Budget before
publication.

Rate Calculation Sheets — Federal law requires that hospitals be
notifled of new Medicaid reimbursement rates 60 days in sdvance of
the rate year. The OHSM publishes retes sach year st the end of
October, and sends the new rates, along with computer printouts of the
sctual rate calculation, to each facility.

The rate calculation sheets contain a wealth of Information for
hospital trustees. They indicate, as noted earlier in this report, to what
extent the reimbursement rate for that Individuel facility has been
adjusted to account for utilization, length of stay, or costs dissllowed
above group average. This information Is Important to trustees as they
spprove budgets for the upcoming year, initiste cost control programs
and contemplate service changes,
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Appcals — Any formyla system of reimbursement must have some
mechanism for handling significant, unique individual facility
aberrations,. A formalized appeal process has been developed to
accomodate these unique situations,

Appeals for increases in Medicaid reimbursement are initiated by the
appealing facility, and that facility is responsible for justifying why an
increase should be approved. In most cases, this involves the
preparation-by the appealing facility of documentation and data to
substantiate an appeal. )

Because of the volume 2nd complexity of appeals and the limited
OHSM staff resources to review the sppeals, a significant backlog of
appeals accumulated in 1978, Many of these appeals, such as those
econcerning case mix, required new analytical technolories to
adjudicate. The OHSM developed the necessary tools — technologies
that didn’t exist anyv/here else in the country — to gat the job done. All
but 2 handfu! of hospital appsals for rate years 1975 through 1979 are
now completed,

Appeals of Blue Cross rates are reviewed by the individual Blue Cross
plans, and any rate changes based on appeal are then certified by the
OHSM and forvsarded to the Insurance Sup:rintendent for approval,

GETTING PAID

To be reimbursed for services rendered, hospitals must submit claims
to patients’ third party payors. In cases of private paying patients, bills
are sent directly to the patient.

All major third party payors, including Medicare, Medicaid, Blue
Cross, Worker’'s Compensation and the commercial insurance
companies, use a uniform bill called the UBF-1 for claims. This
uniform bill, developed by the OHSM in conjunction with the
Statewide Planning and Research Cooperative System (SPARCS),
eliminates the dozens of claim forms hospitals previously had to use for
the varlety of payors.

For services rendered to Medicaid beneficiaries, claims must be
submitted to local social services districts {In New York City, to the
Medicaild Management Information System). Claims for Blue Cross
patients are submitted directly to the Blue Cross plans.

Although claims are also filed with tha Blue Cross plans for Medicare
beneficiaries, Medicare advances regular bi-weekly payments to
hospitals under a periodic interim payment, or PIP, plan. At the end of
the year, the money paid to the hospital in PIP payments is compared
with the actua! number of claims submitted, snd any necessary
payment adjustments are made.
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Attachment B

Experimental payments program

It’s working

by James A. Block, M.D., Donna |. Regenstieif, Ph.D. and Leonard J. Shute

Editor's note: In 1987, Congress authorized the
Medicare program to conduct heaslthcare experi
mental payment projoch lhll would provide incen-
tives for ining or improving
quality of health urvleu.' n uconﬂmnd in 1072,
the Medicere program’s authority to enler Into
incentive contracls with healthcare providers in
chh paymen! wouid be based on negotisled
rates.®

The Health Care Financing Administration (HCFA)
has 8 isrge numbder of walver and demonsirstion
programs, one of the motl imporiant being the

Area Hospitale' r tal Plymmll
Program. itis s t &
by or for & slate nlﬂomog agency. It hu resulted
In significant Improvcmnu fof s area'’s Mspluh
financial conditions. HFi will be
interested because compomnu of this pfogun
may be usable in other parts of the country.

THE SOLVENCY OF ROCHESTER, New York, hospitsls
was seriously threatened as a result of rioornuc
New York State hospital cost L
that limded payments to hospitals from Biue Cross
and Medicaid initially, and eventually brought hos-
pital charges under state control,
This was happening despite a udma ot
factors ributing lo
heatthcare costs in the area.
Prior 1o ihe Hospltals Experimants! P-ymonu

Sand papes "

Moreover, their abilty 10 budsal and plan sfiec-
lively was sdversely stiected by requent changes
in reimbursement rules and reguiations. By 1978,
tha solvency of the hospital system in Rochester
and sisewhare in the state was seriously threat-
ened, and soma hospital adminisirators had re-
sorted to kquidating portions of their endowment
funds 10 underwrite routing sctivities

A locsl system ol self-control

Rochesler hosprisl trusiees were determned 10
develop a positive aemnative 10 these difficuiies
They would, on & voluntary basis, demonsirale
their commiiment (0 & local system of seN-Control.
Tius system required a predeciable fiscal environ-
mem 10 succeed

R was sgainst this background of dithculties tha!
the R Ares Hospltale' Corp: (RAMC)
waB incorporaied 88 8 NoOt- 'ot-pcofu organization in

. July 1978.* alter years of planning among the
area’s hospitals, their boards and medicat l\lﬂl

The HEP program was Dined with
syslems 10 erlddle communny wide planrung i re-
sponse to y needs and ing eftorts to

238Ure Qualty and ovﬂu-n cost effeciveness of

hospial sennces.
RAMC's indtial 1ask waus 10 dcvolop a paymant al-

ernative to lest thy .

hrough voluntary local oonlrol I\M aeeouubl«r

b system's

tors lound it dvificuit 10 eatablish polidn |hll

OEP) program, payment mechanisms for could
wore under Aath mq axcellence and eon-lvol its rate d <08l increase.
were sometimes contradictory, éia not permit accw-
:.n“.ah income p e .;:.mw,mnulw.n»v.m
"‘. o - 402 (2)
when eocl;:d‘uﬂm were lm b Sociel Security Amendments PL 92-603. Section 222 ()

€ Ares-wde hospaal piamno dates Nel over four decades. early
Counc?

couid enhance patient care and mak
sotvency.

eftorts are n e o Mospial
LS and HB M. [ Harvard y
Press, 1958,

10/8epiember 1981 MFM
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for Rochester-area hospitzals

Thus, RAHC's mission is:

o To maintain ard enhance the convnunity's
hospat system;

@ Control the rate of cost ncrease of hospital
sarvices. ensuring the availadilty ol nesded
hospr sl services in an ers of iIncreasing con-
strant on resources,

o Faci locs! making oh e~
hanced N and coof

oM ize the cos! eff: and beneft
to the of Y sorvices p
lnd Dllmd

The b ri ! P (HEP) pro-

oram was dovﬂoo'd o help schwave these goals.
N3 development was supporied by dues from RANC
Mospdaty and a grant from The John A. Martford
Foundahion of New York City. A contracl was de-
veloped wow-no the lerms for & new hospial
ols  prop

by wide cap on
vwomlanwuyouwmlobwhm 1.
1960. R was signed by those representing all acute
cars hospitals in the srea and by the Rochester
Hospital Service Corporation (Biue Cross). The
contract was forwarded to the Siste of New York,
where it recerved approval from the Otfice of
Health Systems Management and the Depariment
of Social Services (Medicaid).

The U.8. Healh Care Financing Administration
(HCFA) approved the project in December 1979,
and g d & waiver of Medi and Medk

ples. HEP was d
on Jan 1, 1000 ite lerm exiended for an addition-
8! two years (through Dac. 31, 1984) with the
sgreement o all contracling parties at the end of
1980.

Nine hospiials are participating in the RAMC ax-
perimant; they range lrom fwo hospitats of under
100 beds in semi-rurs] communities to s leriary
cars university medical center with more thaa 700
beds. In 1980, on entering the payment experi-
men, their agoregate expenses exceeded $270

Generst features of HEP

mullion. They employed nearty 10,000 pacpie and
annusily trained more than 60O residents in a vari-
¢ty of medical education programs. They serve 8
population of one miion® and constitute the North-
o Sub-Ares of the Finger Lakes Health Systems
Agency planning regron
The provision of needed hm oun'y smn

Presumaes an ur " maor

producis and the hon b ot
use (or medice) ice) and tr

costs. HEP ofters pvodtcnbh l-nln ol revenuve n

support of the N

creates 8 need for @ clear lmomont of omc'od
patiend resource usage in order for a hospital lo
stfectively plan, budget and monnor its pertor-
mance. Thus, one imporiant facet of RAMG sctiv-—1
1ies has been the infegration of all hospitals’ fnan-
cial, biling and & ge sbstract on into
& TOULinNG MSnagement feporting system. indridus!
hospitsl sdministrations use these reports n plan-
ning, and quaity
On a community-wide basis, these npom a88ist
in overalt ital system pl HEP's

thus offers hospital ad s totaty
Mlouﬂl financial incentives m & Unique man-

o and pli Q opp ity.

HEP's @ ) 4 are to p |M alfec-
lve and iont dekvery of hospital in
the Rochester ares nM lo mlnuin 1he solvency
of the panik HEP 18

pvod-cclod on the idea that a major cause of infte-
tion in hospdal costs is the faulty desipn of heahh
peymant sy ™e inh in trade
tional payment syslems, and New York's early of-
forts at stete-wide regulation, do not promole
Continued on page 12

¢ The 1wo-county popuistion is 750,000 snd the nane-county
180:0n8! referral srea has & poputation of 1 2 milion

. ’ Seplember 1981 HFW 11



92

HEP: It's working

From page 11

these purposes. HEP encourages hospital cost
contsiument through the nlrodochon of appro-
pnste n the b Q system
that affect both mpslient and outpatient nmcu .
These new ncentives are. for the mosi part, the
resuits of two features of the HEP system They

l) Payments of each hospaal are based. ater
the frs! year of tha program, on thal hosps-
tal's preceding yesr's payments without re-

Exhidit 1: Computation of 1980 final doilar amount

mote mcreased use of outpatient services AN
payment 10r 8.0 $00a) services 18 drawn from
] l y fund. thus b (8
hons ars collectvaly at nisk for unwarranted
ncreases n volumes of service Further,
there i3 & 2 percent cormdor before increased
AdMISI0na are pard and 8 conservalve mar-
gnal cost lacior (40 percent) apphed to pay-
ments for d npatignl
Further, h receive no L2
“for ncreased resource use per patient
2} Planning The operating costs of CON-sp-
proved projects are drawn lrom 8 commundy-
wide contingency fund and are subject to
negoliation betwean RAMC and the hospdals’

Sum over -l
197% trend 1980 trend par 0
tospital's ftactor plus 2% Final 19680 hospdals Final agoregate]
"wre dolar amounl feee g, | doilar amount
jcost base| Plus ad;. for the hospitalf for 1980
for 1979 new
projects
gard to s incurred costa Cost savings real hnancial slalis Thys. the hosprats are col-
leclively sk for plannng decisions and

zed by the hospas! thus sccrue 10 A8 Banelrt
tivoughout the program
2) Yol 0 the s
hospuals is delarmined in uﬁnnct ol sach
year of the program. The
covers ali of lM hounult sxpenses, inchud-
ng asso-
ciated -nh nmnd c.mr-cm of Need
(CON) prok h of ser-
vices, snd costs Auoehlod with unforeseen
events This festure grves the hospitals in-
ives 1o work 10 avoid
sary duplication of service, while preserving
the autonomy of each hospilal.

Causes of hospital cost inflstion

HEP sddresses two principal causes of hospitat

cost inflation. They Include:

1) The volume prodlem —The incentives of tradi-
tional reimbureement 10 rewsrd high rates of
admission, long lengths of stay ang increas-
g resource use per admission;

2} The planning probiem —Planning agencies’
approval of projects under CON reguiation
neither refh an o -
nancisl reasonableness nor Sinks projecied

with actual enp
m-v.mlouaﬂmumohwc
diverse and clearty delneated than in any other
hospital payment system in the United Siates to-
day. These responses are:

thew associated costs; and there is experise
and incentive 10 improve cost eftectiveness.'
HEP 13 a prospeciive payment cyl!om that uses
the ‘1978 " ac-
with M as the basis
for ar*abhshung payment hvoln for the five-year
term of the expervment Two calculations are fun-
damental to the system: 1) an overall kmit on the
annual net patient revenuo for a¥f hospitsls calied
the “tinat dollar amount,” and a kmit on 2) an in-
dividua! hospral's annual net patient revenue,
which is the hospital's “'tnal akowable cost base.”
The binal dollar smount, somelmmes ulonod to
d lor

as the “tola! cap.” was cak

1960 by pvencuna each hocpncl'. 1978 base-yesr
costs {, for the owulino costs
of CON-approved prok "

the base yess and 1980) to the rate year, using in-

o RANC'e civel cons.dent n of MEP
was John 8 Cook. D Phil. lormer civet rate analyst with the
Maryland Heakh Services Cost Review Commuisson. Cenain jea-
twres of the Maryland sysiem snd of the MAXICAP project are 10 be
found in the MEP program. MAXICAP was 8 concurrenl sfiont 1o
deveiop 8 regronal and red which
was developed with the cooperslion of HCFA, Nahional and Aoches-
1er Biue Crots, 1he New York Sisle Hospdal Associalon, and the
Finger Lakes Heakh Systems Agency. bul was never implemented
See Sorenson, A A, Ph D. and Saward, EW,, M.D.; “An Alematve

1) Vokme: Under MEP, fin | depart-
ments are compensated for hevuuu nag-
10 & formul d to
o o dmissions 8nd lo pro-

Approach 10 Hospdal Cost Control the Rochaster Project;” Pubic
Heath Reports 93.311-317, I!'Yﬂ
t Durng recent weh CON

bor y for open heart surgery.
he fnal level of by the

mmn---muwwmmmm«wu
by the

2/Sepiember 1981 HFM
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flatson o¢ ““trend’’ lactors 10 account for pnce -
crenses m the gocds and ssrvices that hospaasl

ncrease over the trend laclors for working capdat
Hospdals® final akowabdie cost bases are also -
d by pay 10f INCTRESEE N §8VICH YOI-

managers use and a 1 percent annual provision éor
working captal. In 1981 and sudbsequent years, the
final doflar amount 18 based on the precedng
year's hnal showable cost bases (which are ex-
planed below), exchusive of adusiments for vol-
ume, phus 83 amount for inflation.

Final doltar amount

Exhidit 2 Computation ol a hospital's 1880 finat allowable cosi base

In 3ddion, 2 percent is added each year 1o the
irend factors to aflow payment lor incressed voi-
umes of prtal sarvices, sl operating

p d with CON projects, unfore-

umes according to contract formuta

A pohcy common 10 ail prospectve payment
systems and used by all hosprtal rate-setting sgen-
cro8 is NOt 10 put hospeal sdminisirations et risk
tor cost increases beyond ther conlrol, ltor gxam-
ple, those associated with general economec mflg-
bon. The combnations of goods and services con-
sumed by hosprals s ditferent trom 1hat of other
sectors of the economy The eHect of inflalwon on
hospitals 18 pot accurstely reflecied n the ndexes
developed by the Bureau of Labor Statistics (BLS)
or other economic forecasters In order (o wmple-

1979 trend 1960 trend VYolume
Mospial's 1978 tactor phus 1% itars 1979] factor pius 1% |Hospitars 19601 4 “soen7s Hosptal's 1960
actual o aNowable cost | final s
costs gl cosls e hal cost base
Pius adi. for Pius ad]. for lov volumne
- 1979 new 1900 new
< projects projects

~ seen events and various other special projects
with the of HEP. This 2 per-

cent of 8 hospital's final dolar amount 1s paxd nlo
8 “contngency fund>’ which is held and disbursed
by RAHC Any dalance remawning i the fund at the
conclusion of the exparment 13 shared equalty by
the hosprials and the payors and distnbuted
among them n proporiion to thewr contributions to
the tund

The sum of all ibe hnal doltar amounts of the in-
dividual hospitals 1s called the “final agoregate
dotar amount.” This ia the maximum amount of net
patent revenue thal all the participant hospitals
may share in a Qiven year and is cuagrammed in
Exhidit 1.

Final showable cost base

While the fnal dollar amount limits the amoumt
the hospital system as a whole may receive. the fi-
nal aliowabdle Cos! dase defines the revenue an in-
drdual hospital can recerve lor asrvices (0 pe-
lenls, 3i0Ce 1 18 the base on which the kabilties
of the conlracting payors are established. i 13 also
2 cap on ravenve because a hospital's totai net
patient revenus rom all sources in excess of the
hnal alowable cost base must be paid into the
contingency fund. Any excess revenue thus sc-
<rues 10 the system as & whole and act 15 s in-
dividusl hospital. This aspect ol the final allowéble
cost base extends the revenve cap to al classes
of payors not only the thvee contracting payors.

Caicuiation of the final showabdie cost base, as
of 1he final dollar amount, uses 1978 base year
costs with ad Of and ia
dugrammed in Exhidit 2. In 1979 and 1980 only,
s 2 were provided & 1 p

ment HEP, & system was developed calied the
trend factor methodology'’ 10 Measure more pre-
cisely the eftect of nfiglion on hospital cosls

This melhodology separates each HEP hospital's
1978 costs nto 50 components These include
wages, beneldt categories (FICA. medical mawr-
ance), lood, medical supphes (blood products,
drugs, X-ray him). deprecistion on movable ecup-
mant, buildng and lued equipment

Each of thess cost components « signed 8
weighl which is s percentsge of total costs A
ptony is as3igned 10 sach of these weghts winch

the pnce in that cost compo-
nent lor 8 stated time period. Some of these prox-
ea are d in the hon of the C:
o Price Index (CP1) snd other indexes pubiished
by BLS.

For example, the subcomponent of the CPI
which measures increases in food prices is the
proxy used for the 100d cost component. Proxies
are speciied in the HEP contract and are calcy-
lated or estimated by RAHC ai given intervals sach
year.

The overalk trend tactor for each hospital is the
sum of the products of the proxy multiplied by the
weight for sach cost component.

Tha HEP trend taclor ditfers trom the maelhodolo-
gy in the pnor paymant lormuls in three ways. They
Include:

1) 'I’hc HEP trand lactor is hospital-specific. The

ights used lM Aati are those
of an indivi Hal ay 10 an av-
erage of many holP"lll

2) The proxy lor depreciation on buildings and
fixtures is the actual movement in this cost
cslegory from one year 10 the next. ¥ a hoe-

Continved on page 14
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HEP: It’s working
From pape 13

pital's deprecistion on buldeg and fixed
equipment increased 10 percent in 1980 over
- 1978, then the proxy used is 10 percent;

3) The proxy lor wages and salaries (abcut 80
to 80 parcent of a hospital's lotat costs) is
related 10 the weighted aversge of actual 3al-
ary increases given to pfodocloon workers
and ing i in the Roch

a This ties IM hospital's sliowance for

salary increases 10 the expenence of the lo-

cal labor market.

Apportionmant of the allowadle cost base

The sRBowable cos! bass defines the labdities of
the contracting payors. Distridution of the alow-
able cost base among the contracting payors is

Hshed vsing dard M, apportion-
ment l!chrdquu Patient days by payor class is
und 10 daum’bulo foutine ooﬂs m ratio of

d-lo-costs (RCCAC) ls
used 10 nwomon ancillary and outpatient coats
among contracting payors.

Under traditional New Yok State reimbursement,

= Bius Cross snZ Medicaid pay hospit
10 1% average cost per day for sN patients. This
has led to shortfalis n revenue and cross-subsid-
Tabon among payors. By applyng the same sys:
tem to all payors, this cross-subsickzation shouikd
be slminated under HEP. Payments 1o hospitals
are made dn a concurrent basis simiar 1o Periodic
intenm Payments (PtP) under Med«care. Interim
payor habilities are establishad using the latest su-
dited apporionment statistics to calculate weaskly
payments

N should be pointad out that the first year's in-
fluence on the change 1o the RCCAC methodology.
the concutrent payments and the provision of the
contingency fund had the effect ol increasing Biue
Cross' Kabilties to the pitals 8 to 7 p
over the trend faclor. However, future increases in
Bive Cross payments should be limited to approxi-
mately the trend factor.

The contingency fund

The hospitals’ weekly psymenia include an
amount for the HEP cantingency tund equal 10 ap-
proximately 2 percent of the hospilals’ akowabdle
cost bases. R is usad to pay hospitals tor in-
creases in volunn of services, CON projects, in-
and various other
purposes lubiocl to lho spproval of the RAHC
Board.

n 1980, the HEP conlract restriciad the use of
the contingency tund 10 volume and CON adjust-
ments. After 1980, the fund spht equally into two
sections: up to one-half [or volume adjustment and
CON expenses, and the dalance for what is re-
(arred to as the “‘other’ aps portion of the fund.

Each ysar's lund balance carmas forwatd mto the
next yeur throughout HEP Any unexpended monaes
19MAINING UPON termanahion will be returned n
eQue: parls to the hospdal admursirations and 1he
contracting payors, proporhionats 10 the ongnal
contridbutions 10 the fund.

Uses of the contingency tund — volume adjustment

The HEP conlract volume adsiment lormula
wat desigred to provide hosprial sdminstrators
with incentives They sre

® Screen elective admissions 1o determine i

they sre medcally requwed,

o To reduce length of slay,

o To replace. when L) . NP8
et admissi0ns with loss cewy Mpamnl
modaimes

Thus is accomphshed prumarity by the melhod

vsed 10 pute the np volume ad;
¥ admissons ere less |Mn in the bou vur
{1978), s is

mansgemenie 10 retain st hloa"tnt revenues lvon
though they a ating tewer inpatients i 8 hoa-
pits! expenences sn increase in admissions over
the base year, it must adbsord the variabie cost per
admission of the first 2 percent incresse. That is,
the hospital will recsive a volume adustment for
only tho dmissons beyond 102 percent of base
veat admissions. For admissions in excess of 102
percent, a hospital receives 40 percen of the
base year's cost per admussion (adunied for inflg-
hon) trom the comingency fund, which is & conser
vative eshmate of vanabdle costs

Yolimae -d)u.llmcul for outpatient services

Fot outpahient services, the ntert of the volume
sdrusiment wilk not reward or penahze 8 hospdasl
for incCreases of decraases in the number ol pa
hents irested Thus, there is no corridor for the

P volume
8dd 1o, or reduce. a hospita!
added (or decreassd) outpatient visit, lab test,
X-ray ptocoduro dunng the bau your (adusiments

ore cak ). he haire-
catves of contrid (0 the L fund an
j equal 10 80 p ol IM 1978 cost

per unit adusted for inflation
RAHC review of all Certrhcate-of-Need projects
is provided ln its dylaws because o! ul goal of im-
oa of hospital While
RAHC l role is advisory to IM Finger Lakes HeaRh
Systems Agency (FLKSA), Ihe intluence of RANC
1aview has been sigruhicantly sirengihengd since
implementation ol tha HEP expenmaent due to the
changes in new services' hnancng
Tre HEP conlract requires thal the net ncre-
menial operating expenses of s CON approved
projects implemenied aher Jan. 1, 1980, be v
nanced from the HEP conlmcncy fund ANer initia!
1 ing, ihese in p are sdded
1o the hospitsl's sikowabie cost base
Continved on page 18
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8ince all exp om the L
musi be approved by the RAHC boerd, the HEP
wmm-m-mmlomnwm
efforts. A i could,

risk for lINancINg new squipment. only 8 cursory re-
view of aQuipment costs occurs. Nonetheless,
through the review of such applcations by RAHC
ities for volume discounis

ably, receive stsle approval for B project rejecied
by RAHC, N would imy

k the project
without y ol adequal for related
d ing exp for the of

the e

xporiment.
The definition of the financial effect of CON proj-
octs is negotisted butw“n RANMC and hospital
stafts. The an eati of the
cost eMeci ol pronct RANHG stalt nvhvn lhl as-

hat

any issues with the Mlpml'l staff. 'l'ho final “ﬂ-
mate is to further by
1ees and, ultimately, the RAHC bura, where autho-
rization 10 expend projeci-related contingency tund
monies Must occur prior 10 disbursements.

Thres ul.gorin of eonu are vwlmd 1) cap&
tat costs d with b
caital costs usocm.d with m)ot movable ow
ment, and 3) &

ion and on nnd fixed
owm is paid based on actust costs. For this
resson, these projects are 358essed on thelr mes-
luhlmuoleommmhy . A simple review for
lud

costs, relatve lolmuepod!hopvohei.h

B HEP p for dep! ion on mov-
abie equipment results from Wrending forward this

cost component from the base year, 8 hospital'e

revenue Is fixed vmrdlou of the addition of mov-
able N the sl

*‘Other” contingency tund taps

(when several lacilities are planning purchases of
similar equipment) becoma apparent and can be

pursved.

A more detalied review occurs tor projects in-
volving i d hospital operating exp
8ince the initial financing of thase projects is trom
the contingency fund, i is RAHC's fidutiary re-
sponsidility 10 assure that thess funds are spent
appropriately. As a8 result, prior 1o presentation ol
an authorizalion request to the RAHC Board, such
projects and their incramental costs are reviewsd®
10 assure that project liscal issues are raised ard
resolved. The RAHC board then votes on the proj-
ect 1o ize the p | for fi ing the proj-
oct.

in 1981 and therealter, one-halt of the contin-
gency fund may be used in connection with ""other
taps.” These “other taps’™ were defined by criteria
[} -bluhoaby nmcm 1880 ta provide incen-
tives tor cost and
may be ap 10 case mix
tion syllcm expenses, unforeseen events and oth-
Continved on page 18

C of the

9. RAHC's review siructre is extensve: The board of RAHC  chnical

The
mw'umnumm nmumw--mumm uuawm
include the Finance Commities | (onch |
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—
’ experiencing s rapidly deterioralng hnsncial condr-
. on.
tiEP. ILs working T 1980, the Rochester hosoial o
10m page crease in expenditures over 1979 was 9.1 percent.

or situstions as determined by the RAHC board.
Currenlly, 8 postion of these funds is supporn ng
development of & dala base thal wikt combine all
hospitals’ madical records, bitlings, and cost infor-
mation. This data base should give hospital man-
agers planning and management information not
previously obtainable in 8 timely fashion on & com-
munity wide basis.
Alsc, 8 meth gy is deing ped to pay
itals for ch in case lexity. This re-
fars not only (0 case mix but atso to changes in in-
ununy lnd 1ot medicsl puelncc pmm
bmitted by par ital ad-
minmuhonl the mh-ulty medicat center, and
othars in the heatthcare community, have been re-
ceived and are being given funding consideration.
These projects would snalyze issues or support ef-
foris 10 enable greater understanding of factors in-
volved in success under HEP. Inltial funding deci-
sions are expecied later this year.

Firsl-year results under HEP

From & i ial viewpoint, HEP was i ded to
accomplish two goats: 1) contain the L
crease in hospital expenditures on a voluntary ba-
sis, and 2) restore solvency o a hospital system s

Exhibit 3: Hospita! expanss lrends Other

Percent increase over previous year

18

16 /
" =
\ m""“___,f

This comparas hmlb'y with expense movemaent
under S slse-
mro in tM state and ie In sharp contrast 10 the
d 17 p t by which i
tures expecied to rin nationalty durm 1980, as
shown In !lelt 3.
The predi and reduced coll
ponodu plovldod m\«r HEP combined with the
* efforts to contain coel
have d the iat for Rochester ares hos-
pitals 10 generate capilal to mest future require-
ments therady betler meeting the health needs of
mo community. Exhlbll 4 puum: some financial
under HEP.
Moreover, the hospitals® unrestricted cash in-
creased by more than $10 milhon, nearty a 50 per-
cenl increase during he year. This favorable in-
aided D and net In-
come due 10 the high hloun rates available in
1980 for short-lerm investments.

It is not d that each
the experiment will yield such dramalic positivi
since the h

nues are not P
be able 10 retain the firs! year's bcncmu and im-
prove their di further th pru-
dent management during the duration of the ex-
periment.

P timulated by HEP
Rochester area hospitals’ progress under HEP
in 1980 ales (hat approp in-

centives can help hospitals improve theirfinanciat - -

standing and contain the
The “crisis"
has been reduced and an ol fiscal
pndicnbblity punlu
are begi 10 seek sohr-
lionu lo some fundamenta! managerial and plan-
ning They now ] that, imp«cn n
the search for quality care at sHordable cost,
nership is needed among sl of the ny
players in the hospital fisld: administrators, medi-
cal stafls and governing boards.
Continued on page 20

rale of cost increase.

Exhidit 4: Hospl!

16 1al I

P hospii
_HEP hosplinls o pntry®
1980 1979 average

Current ratio (current as-

sets + current liabitties) 1.83 1.36 1.90
Aversge collection period in
days ©0s 528 894

mn ‘78 sl ‘80 Net operating margin (net oper-
ating income + by sperating

012 (01 023

-~ Nationwide hospitals & NEP hospital

. sse Consumer price index s«sc NYS hospitals Tdusiy
* HEP begins ciationFinancial Analysls Service.

pet the Financis! M, Asso-

18 /Seplember 1981 HFM



I

R e
Planning must be guided by clinicel forecasiing
because, in the course of caring for thelr patients,
phyuduu hoid the Iwy to consumption of most

Y 88fvices must be
available within each Mpim slructure and as pan
ols y wide 9 bodies

responsidle bolh 'ol qually of care anﬂ the hospi-
1al's jeve! of need
tion which integrates clinical snd financial dats.

in anticipation of these needs, the MEP contract
provided for the acquisition of 8 more complete set
of iinancial, utitization, clinical and siatistica? infor-

Hospris! managers have bnn able 10 receive
teporis d
or associations for some time. The major dﬂlov
ence (other than mathodology) between such re-
poris end the M financial analysis is the pre-
p jons occur (with the hull
of uch | statf), alter p
fions to Ihe RAHC bosrd and finance oommmu.
thal snable ueh lo learn and share the benelits of

the inf L ive, non-punitive 81
mosphere. M lmpoflml ml is 10 focus hownnl
board and on

s7eas within an institution and lo

mation than ever has been tos
ty'sh Technical develop 1o enabdle
the prod of routine reporis for

sach hespital administration to assisl in s quality
assurance, utiization review and budgsting tunc-
tions has been d. This year, hospital man-
agers will receive the initial products of this
meiged chnical/fiscsl dala system based on 1980

Rochester's progressive
healthcare community is act-
ing as a laboratory for the
nation In a significant cooper-
ative reimbursement experi-
ment . . . [t may well provide
a new direction in hospital fi-
nancing. 1 can assure you it’s
being closely watched.

Rep. Barber B. Conable J.

) ubh cost data from Maryiand and RAHC h

axperience. These reporis will enable anslysisof ...

patterns of utilization and the medical practice pal-
terns underlying demands for beds and support
uka:n With these and other types of analyses
tools, bl and
bnllh planners can, for the first time, make man-
which are ly based upon
the hospital's patient care products and heture pro-
jections of these.
In the years to come, major efioris will focus on
further development of ihe data base and en-
hancements of the reporting upcbimu Other im-

poriant ing RAHC 9
uommlumrinn ging positive xpe o

to b this new O I pro-
grams and technical assi Ci in under-
graduate and graduate medical education curricula
are expected s clinical knowiedge becomes un-
detstood.

The 1880 resufts were assisted by various finan-
cially focused management reports called "Finan-
cial Annlyan - mu were completed lor each
Using compa-

obtain the board's support for adminisiration-ini-
tialed actions in lollouwp

o ol ly has siso
aided in bud of the
providod fot in nmc s bylaws. The howun! admin-
r on budget review

criteria such Ihat, H » hospital facility did not meet
one or more of the criteria, a detailed RAHC review
ot IM hospital’s budget would occur. The criteris
d included net patient
and L tests. The de-

talied review was carried out using loﬂnau similar
to tht financial analysis.

L ¢ of making with
akho' pitat the b s 1978
costs (trended to 1931 levels) and the 1981 bud-
gel were compared. The purpose was 1o identify
aress in which cost &
aliowed by HEP trend faciors. Presentation of the
budget reviews waere done in the same coniaxt as
the financial analyses, and were agreed 10 be of
benefit 10 institutions in understanding the long-
term effects of management decisions as well as
factors ouiside of itiona! dwect
_.._Control, such as changes in case complexity or

pattemns of madical practice.

As a result of negotiations in the fall of 1980
(which led to the extension of the initial three-year
term of the experiment 10 & five-year HEP), the ex-

was to p for & mid-
cycle review of the program’s influence on payors
and hospitals based upon | lm board cﬂuﬂn fate
of cost In ; devel
opment and use of : effectiv
ness of hospital care; board and medical stall in-
volvement. Clearly, al parties thus recognize the
broader managerial implications of the program
and are united in their determination o etfect posi-
tive changes in these mumph sectors with the

ided ives and pre-
dictable revenue under HEP, O

wpou is to identify areas within a hospital
for cost savings when com-
pand 1o hospHals with similar eluudorlsucl »

h. The Financial Anstysis was devek

Iy with hospitsl :Ml tinancial officers and is dmma n VRANC
Financiat Anah Aren

1900.

20/September 1981 HFM
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Attachment C

i@

Rochester Area
Hospitals’ Corporation
220 Alexander Strest, Suite 608

Rochuur New York 14807
718-546-3280

Questions and Answers about the
+Rochester Area Hospitals Experimental

Payments Program (HEP)

1. What is the purpose of the Rochester Area
Hospitols Experimental Payments (HEP)
Program?

2. How will the HEP program lead 1o better
health care at less cost?

3. Who developed the HEP program?

4. Was the Rochester Area Hospitals’ Corpora-
tion developed exclusively for this purpose?

5. Which payors of hospital services are partic-
ipating 1 the experiment?

6. In order for the experiment to be carried out,
which parties had to agree to participate?

7. What features of the past hospital financing
systems was the HEP program intended to
improve upon?

8. What were the consequences of these pay-
ment systems for Rochester area hospitals?
9. How did the trustees of Rochester area hospi-

tals try to rectify the situation which has been

10. Wm.thefeahmdﬂ\emprogmnﬂ

11. Does the HEP program a meaningful
imnonon&npublic rcsponsbihy(opay
for hospital costs increases?

12. What are the key features of the HEP pro-
gram that enable it to control increases in
hospital costs while maintaining an efficient,
high-quality hospital care system?

13. How will HEP contribute to greater coopera-
tion among hospitals?

14. What is the role of each hospital's board in
the HEP Program?

lS.Whatisthcmkdead:homital‘sadninktn—
tive staff in the HEP program?
-16. WhyisHB’mpomnl to physicians as
make decisions about patient care? they
17. How is the overall kmit on yearly revenue for
all hospitals determined?

18. How is the yearly revenue for each hospital
determined?

19. What happens if total allowable costs of all the
hospitals exceed the overall limit or cap on
hospna! revenues?

mefaymen:s to hospitals be adjusted ¥
to treat mou patients or ¥ they
m new programs?

21. What happens i a hospital spends more caring
for its patients in a year than it receives
thr HEP, even after all the appropriate
adiustments are made for increases in num-
bers of patients and new approved programs?

22. How do the payors determine how much each
pays into the revenue pool through the partic-
ipating hospitals?

1. What is the purpose of the Rochester
Area Hospitals Experimental Payments
(HEP) Program?

The of the HEP program is to demon-
strate that the voluntary hospital system in the
greater Rochester area can control the rate of
increase in hospital costs and can maintain an
efficient, high quality defivery system.

2. How will the HEP program lead to
better health care at less cost?

This voluntary experimental payment program
is based on positive incentives for changes rather
than the punitive sanctlions associated with exist-
ing cost containment eforts. It is designed to
reduce excessive regulation and emphasizes local
control and responsibility for our hospital system.
As a resuli, planning and investment decisions
nudeonlhcbansolt}nspeaalneedsol
our patients and community, rather than on the
bassdngﬂammmhmbemeappﬁcabk
to other communities.



Under the HEP program, basic hospital oper
ating revenues will be certain. ‘nushmarked
contrast to the unpredictable reimbursement
climate which has characterized our hospital indus-
tzynncmtyean,'lhs mﬁ:rm!ho&
pital managers and physicians to

use of scarce resources and facilitics in response

to the needs of their patients, free from the con-
straints of the traditional nmbunemenl system.

3. Who developed the HEP rogram?

The payment experiment was by the
Rochester Area Hospitals' Corporation, whose
board consists of two trustees of all Rochester
area hospitals and the University of Rochester

School of Medicine and Dentistry.

4. Was the Rochester Area Hospitals'
Corporation developed exclusively for
this purpose?

No. The Rochester Area Hospitals’ Corporation,
incorporated in'July 1978, grew out of years of
cooperative activities on the part of area
hospital administrators, trustees, and physicians.

5. Which payors of hospital services are
paTr{i-.]‘_E';' g in the exp hr:cnt? of
program govems the payments

ucholthemaoott}wdpanypayorllorhosp;u
services—Medicare, Medicaid, and Blue Cr

In addition, the experiment includes the income

for patient care services obtained by the hospitals

for services rendetded to patients who are not

for al \pwemandwtpamhotmalm

6. In order for the experi t to be
carried out, which parties had to agree to
participate?
t

?I%ngmwsrmedhada
for to

® The State of New York, Department of

Health, Office of Health Systems Management
OmStueo{NmYorkDepaﬂmdSochl

® Rochester Hospital Service Corporation
(“Blue Cross™)

@ Health Care Fi Administration,
{Medicare), U.S. nt of Health,
cation and Welfare Nle:Apri!S 1980:
US.Depa.nmuno(Heahhand uman

7. What features of the past hospital
financin systems was the HEP program
intended to improve upon?
Prior to January 1, 1980, the hospi'als in the
Rochester area were sub,ecl to three major pay-
ment :yﬂm and a wide variety of other forms
edicare payments were governed
by Fedcral ugdahons, Medicaid payments
State regulation; Blue Cross by a third set
regulations. The economic incenlives in these sys-
tems were sometimes contradictory, did not per-
mit hospulals 1o accurately predict their income,
and invariably implied that a hospt!is income
would be reduced whenever the hospital reduced
its costs. Each of these elements of the current
reimbursement systems in corrected by HEP.

8. What were the consequences of these
payment systems for Rochester area
hospitals?

Because ihe economic incentives in these sys-

'tm are sometimes contradictory, the hospitals

often found ¢ difficult to establish policies which
could enhance patient care and maintain
hospital . The variations in the systems
from year {0 year limited the hospitals’ ability to
predict their income and hence to and plan
eﬂechvdyAsw!icatedabove,hos cost re-
ductions were invariably

hospltals ﬁnanc:al B:ﬂ%thae the

3 position. aspects
of the thencurrent reimbursement system had
combined 10 threaten the solvency ol the hosptla!

-- - systemin Rochester. In particular, the overall ...

working capital position of Rochester hospitals
waspoormdmhospﬁdshadbemlotcedlo
lquidate a portion of their endowment funds to
une’ swrite routine activities.

9. How did the trustees of Rochester
area hospitals try to rectify the sifuation
which has been described?

The hospital trustees joined t inaco
operative effort which led to the tion of
RAHC and the development of a unique and

imaginative reimbursement experiment. The pur-
poscsdﬂnptoposedwstmmmlold

volntary
response 0 the acknowledged pmblem of hospital
costs containment. Second, it was intended to
prevent any deterioration of the Rochester hospi-
tal industry by protecting it from insolvency.

10. What are the features of the HEP
program? irvoies

The payment experiment 3 pmspecuue
payment system which provides economic in- .
centweslomdiwdudbosputa!ﬂoutiuthewlaei
ties and services in the most cost effective manner.
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3

In particular, lahosputalisablctoreducchs
costs, & can share in the savings.

-The prospective payment system provides
greater ccﬂumyolbospualmAhospuah
guaranteed revenue in a particular year is de-
termined by only four factors: (1) the hospital's
revenue in the preceding year, (2) the reasonable
impact of inflation on the costs of goods and ser-
vices purchased by the hospit:
patient care, (3) the number of patients treaied.
g)thecosts for new programs approved by the
tate.

Finaly, HEP involves a waiver of most Federal
and State reimbursement principles. As a resuit
it reduces regulation in order to permit better
management and to achicve and improve cost
effectiveness.”

11. Does the HEP program assure a
meaningful limitation on the public's
responsibility to pay for hospital costs
increas

Yes. In agreeing to participate in the experi-
ment, the Rochester Area Hosputah tion
and the participating hospitals in the greater
Rochester area have agreed to a mitation on the
rate of increase in the amount of dollars 1o be
made available for care in participating hospnals
This voluntary effort restricts increases in hospi-
tal income to the amounts in the proposed Cost
Containment Act of 1979, a Federal initiative
which was not adopted. In return for agreeing to
an overall Emitation on hospital revenue, the
governance of the hospital system will rest with
the local community.

12. What are the key features of the HEP

program that enable it to control in-
creases in hospital costs while maintain-
ing an efficient, high-quality hospital care
system?

Two reciprocal agreements embody the most
important principles of the program:

" HEP's

purposes specified by the hospital board. Thus,
this income may be used to underwrite a variety
of improved patient care programs.

Also under HEP, a hospital no longer must
debver patient care in a specified setling in order
to be reimbursed. This means that physicians will
have g-rulez discretion in the treatment of their

As a result increasingly efficient medical prac-
tice patterns can be developed. This situation
represents an unprecedented opportunity for the
development of alternative medical practice pat-
terns which can improve patient care.

13. How will HEP contribute to greater
cooperation among hospitals?

There are two primary incentives that will en-
courage cooperation among hospitals participating
in

HEP.

One of these is built into the procedure for
approvalolmprqects that the hospitals want
1o initiate. All such tequesls are first routed to the
HEP program for review and oval, before
being submitted to the Health Systems
Since the HEP program has a mited tot. dollar
amount thal can be applied for new projects by all
hospitals combined, it must set prionties. And,
since the reviewing body (the RAHC board) in-
cludes representatives of the boards of all par-
ticipating hospitals, the review process insures
that investment decisions will be made in the con
text of a community-wide definition of patient

The second incentive for cooperative action
among hospitals is that, for the first time hospitals
can make use of money saved through sharing
facilities and programs with other institutions.

14. What is the role of each hospital's
board in the HEP Program?

Participation in the HEP Program involved
commitment to the purposes of the cxpenment by
each hospital board. As already indicated, HEP
intends to achieve its purposes through positive
incentives, rather than through the types of sanc-
tions that have attended traditional reimbursement
systems. In order for a hospital to respond to
these incentives, both administrative officers and
physicians must understand them. Thus, the first
mleoluchhospul‘mdsboardslo mcw:\dcr

purposes incentives are u
stood by the hospital's administrative staff as well

attending physicians.
horderlorespond to the incentives of HEP
each hospital will 2lso have to realize cost :
improvements. These cost improvements may be
effected by im ﬂndﬂcnencydhospcd
departments, planning and reorganizing the
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In many instances, costs improvemnents will only

be possible ¥ the changes required to make them
ase firmly endorsed by the board of trustees.
Hmcc.athirdrgleoluchhospital’spoardis

15. What is the role of each hospital's
administi ~tive staff in the HEP program?

officers will need to work actively with physicians,
to give them the assistance they need in analyzing
practice patterns in the context of gaining the
most effective use of Emited resources.

16. Why is HEP important to physicians

as they make decisions about

patient care?
Increasinghospitaloostshwbeenaﬁgniﬁcqnt

The HEP program, through the agreements
of the contracting payors, guarantees a certain
amount of revenue to hospitals. Conversely, the
hospitals have guaranteed to the payors and to
the public that the revenue of Rochester area
hospitals will be Emited to this amount.

These agreements make it clear that the
resource available to the are, on the one
hand, imited; and on the other hand, definite.
What is more, the amount of available revenue is
completely unrelated to the setting in which
hospital care is delivered.

To those us who are physicians, this
situation implies that we face a unique challenge.
As a result of the flexibility inherent in the new
hospital payment system, we will have greatly
increased discretion to select the most appropriate
setting and treatment modalities for the care of
our patients, within a clearly defined amount
of resources.

For HEP to be successful, alternatives to, and
cost improvements in, inpatient care must be

These include, where apprcg;'o'l‘e ot;nd

- developed.
feasible, reductions in admissions and

stays, a greater refiance on ambulatory settings,
as well as a careful analysis of our use of ancillary
services including laboratory testing, diagnostic
radiology, and medical supplies. If we
can help curtal the rate of hospital cost increases,
while providing excellent patient care, we will help
forestall further regulation and erosion of our
discretion over the care of our patients.

17. How is the overall limit on yearly
revenue for all hospitals determined?

costs from all hospitals
in 1978. Inflation trend factors are added each year o
the 1978 costs to accoint for price increases in the
goods and services that hospitals use.

Also, two percent is added each year, to allow for
inc d hospital services 10 a growing, and aging,

burden to patients, and have resulted in i g
regulation of the hospital industry as well as con-
tinued efforts to regulate and kmit the discretion
of physicians in the care of their patients. One of
the basic objectives of HEP is to stem this
growing web of regulations by demonstrating that
we can, voluntary effort, curtail the rate
of increase in ital costs.

population in the Rochester area; to pay for new and
{mproved medical ;, and to provide more
working capital to participating hospitals.
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shmolalt}wucom. including the 1978
the inflation trend factors, and

The following diagram (A.) describes how the
“final aggregate doflar amount™ needed for al
participating hospitals is computed.

Rochester Area H;aspllals Experimental
Payments Program

A. Computation of Maximum Allowable

Hospital Revenue in 1980

18. How is the yearly revenue for each
hospital determined?

The amount of revenue a hospital will actually
receive is based on its actual costs in 1978, plus
inflation trend factors that have been computed
for succeeding years, plus certain allowances. The
allowances include one-percent increases for 1979

and 1980, to provide more working capital. (After

1980, no working capital provision will be made.)

1979 Trend Factor
Hospitas 1578 Prazs . : Hospitals 1980 Trend Factor Final 1980 Dllr
Cost Base Pl;as I}gj%st';nents the Hospital
or ew
Projects
Sum Over Al
ot k| Partcpatng Hosprs | B AgeeEne
Each Hospita! 4 for 1980

The sum of all these factors, including 1978
base costs for the particular hospital, inflation
trend factors, the one percent allowance through
1980, and allowances for change in work load and
approved new projects, equals the revenues that
a specific hospital may anticipate for a particular

_ year.
The following diagram (B.) describes how a
hospital's yearly revenue is computed.

A"\ddit'ior:,al;,'u allmaﬁe? are made for {:han'-g:';l‘\j
patient me, and for new projects a;pr
by the State Health Department.

Rochester Area Hospitals Experimental
Payments Program -
B. Computation of a Hospital's
1980 Final Allowance Cost Base

1979 Trend Factor 1980 Trend Factor
Hospital's 1978 Hospital's 1979 F - [Hospital's 1980 Allowable
Actual Pl 3| Projected Plus 1% Cost Base Unadjusted
Plus Adj. For 1979 Pius Adj. For 1980 For Volume
new projects new projects

Volume Adjustment
 1980/78

Hospital's 1980 Final
Allowable Cost
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19. What happens If total allowable costs
of all the hospitals exceed the overall
limll or cap on l-ospital revenues?
because of the way the overall

hikmmed.ﬂmhalmwfotncreased
volume of service provided, as well as inflationary
bcton and rew medical t

the unkkely event that for some reason
ﬂ\ecostbasuolalhospumsaddedtogetlmdid
exceed the approved revenue pool, then the
allowances for increased volume of services would
be uniformly reduced to bring costs into kne
with revenues.

20. How will payments to hospitals be
adjusted if they need to treat more
pllientl or if they start new programs?

Adjustments for volume increases and raung

funds for new programs approved by the
wﬂcomefromas fl.mduiasdelorths

:ﬁmubnhasspecnlhndnnﬂ\edﬂa

by the third-party payors for hospital care, and
the amounts actualy allocated yearly for each

hospital.

At the end of the three-year HEP Program,
any money left in this special fund will be divided
among the payors and the participating hospitals.

21. What b:ppens if a hospital spends
more carlng for its patients in a year
than it receives through HEP, even after

all the -pprop;nate -djuslmenu are made -

fori n s of patients and
new approved programs?
This is not Ekely

ﬁnancalmnagement.

Hf a hospital does spend more than it receives
through HEP, it will be responsible for making up
the difference.

22. How do the payors determine how
much each pays into the revenue pool
through the participating hospitals?
detailed apportionment systemn developed
by the Medicare program has been adopted for
use by all payors in the HEP program. If the

apportionment system determines that, for ex-
ample, 35% of a ital's costs are assoc'nled
with serving Blue Cross beneficiaries,

Cross will be responsible for promcrmg 35% of the
approved revenues for that hospital in that year.
Similarly, # patients not covered by the three

major third-party payors account for 25% of a
hospital's costs, then the hospital can set its
charges 0 as to generate incorne equal to 25%
of its allowable revenue.

~The apportionment system also distinguishes
between inpatient and outpatient service costs
that are assigned to a specific payor. (New York
State law prevents apportionment of hospital
outpatient costs to Medicaid. This exception does
not prevent apportionment of outpatient costs
to other payors, however, and does not endanger
the effectiveness of the payment experiment.)
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Attachment D

Executive Summary

Is It realistic to hope that the Federal Govern-
ment’s plan to scrap burdensome regulations—
in partnership with the best of free enterprise—
can actually curb inflation? In one field—the
inflation-prone hospital industry—the answer
appears 1o be yes
Agroupofhospltalshkodwster N.Y. has
developedanewpresai?(ion to control costs.
After just one year, they're showing that it
- | works: -

1n 1980, Rochester's hospital costs increased
at about one-half the national rate~yet overall

the participating hospitals operated in the
black.
“It’s an interesting " notes a

Rochester business Jeader, “that had the rest of
the nation’s ho~--itals performed as well, we
would have saved $7 billion.”

The Crisis That Sparked A -
Major Change

Rochester shares many of the problems of
other older northeastern cities. Its nine non-
profit hospitals serve a population of one
million in a multi-county area.

By the mid 1970s many of these hospitals

were already facing serious financial problems.
New York State, in an effort to curb rising
hospitat costs statamde. imposed severe new
fimits on hospital reimbursements.

As one community leader put it “Since most
observers agreed that the Rocheswr hospitals
were already operating efficiently, the state
action wasn't cutting fat—it was cutting bone.”
A New Approach

Faced with a major aisis, Rochester’s busi-
ness community and hospital and University
leaders, with the support of several farsighted
officials of local government and Blue Cross,
the State Health Department and the Federal
Health Care Financing Administration,
hammered out a new approach.

Here's how it works:

Under the traditional “old” approach, hospi-
tals are reimbursed for each incident of patient
care they provide on the basis of costs or
charges. Result: If they improve their efficdency
or experience a decrease in volume, their
income goes down . . . so there are no real
Incentives for efficiency.

In contrast, under the “new” approach in
Rochester, the major insurers of hospital care—
Blue Cross, Medicare, and Medicaid—guaran-
teed a specified amount of money each year,
for five years, to the Rochester area hospilals
as a group. This wide revenue cap
is caloulated based on 1978 costs, with annual
adjustments for inflation.

Just as important, a multitude of state and
federal regulations that govern the hospital
industry's reimbr t were walved for the
same period.

In tum, the Rochester hospitals contracted to
continue to provide quality health care under
local community control, and to share any
savings with the health care insurers within the
specified level of reimbursement.  _...

Incentives: Trading Negatives
for Positives

In one stroke—as simple as it was radical—
the Rochester community exchanged years of
punitive regulations for positive incentives to
manage its own hospital industry.

To create the administrative framework for
this plan, the hospitals formalized their organi-
zation as a new corporation named RAHC:
Rochester Area Hospitals’ Corporation.

The simple-yet-radical reimbursement
experiment carries its own acronym, HEP—~
which stands for Hospitals Experimental
Payments Program. It became effective on
January |, 1980.
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Results: Important
Advantages '

Even in the first year, the new approach
offers obvious advantages over the old reim-
bursement system:

1. Overall, Rochester’s hospitals arenot
losing money for the first time in years.

2. The limited rise in costs is striking when
compared nationally, where overal! hospital
oosts increased 70% faster than those in
Rochester.

3. Incentives for improved management are
introduced into the picture, as Rochester hospi-
tals strive for efficiency to make the most of the
finite pool of funds available. i

An important facet in the implementation of
this new approach is development of another
unique resource: the most compiete community-
wide hospital data bank in the nation—an
essential management tool in a competitive
environment.

Under

hospitals’ financial information, will give physi-
clans—as well as administrators—new manage- -—
ment tools for effective use of the community’s

“Rochester’s progressive health
care community Is acting as a
laboratory for the natlon in a
significant cooperative relmbursc-
ment experlment . .. It may well
provide a new direction In hospital
financing. I can assure you it's
belng closely watched.”

The natlonal implications of Rochesters
radical-yet-simple approach are reflecicd by this
comment of Rep. Barber B. Conable, Jt., senbo

Republican on the Bouse Ways and Means
C 1 and an authority on fiscal policy.
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The Rochester Area Hospitals Experimental
Payments Program: The First Year

In its first full year of operation, the HEP
program appears o be fulfilling the promise
that accompanied its formal launching on
January 1, 1980, The rate of increase in
hospital expenditures In Rochester was less
than that achleved by the state or nation
despite the total absence of punitive regulation
to assist in enforcement of cost containment.
Because of successful expense control, coupled
with predictable revenue flows under the terms
of HEP, hospitals were able to restore their
cash position a1 add to the property, plant
and equipment necessary 10 render effective
patient care and maintain strong educational
programs while achleving a reduction in Jong-
term debt. It was an encouraging beginning.
Nationally, the picture remains far less
pleasant. Costs of hospital care have risen
alarmingly in recent years. Now approaching
$100 billion yearly, they represent some 40
percent of the nation's total health care bill.

Hosplta) Expense Trends
Percent Increase over previous year

" [
— / )
\//

=

mn s 79 80
© Nationwide Hospitals @ HEP Hospitals

O Consumer Price Index @ NYS Hospitals

¢ HEP begins

According to Health Care Financing Adminis-
tration estimates, hospital costs will climb to
$335 billion in the next ten years.

HEP was developed in the late 1970s as the
Rochester area’s response 1o these pressures.
Virtually all hospital-refated interests were
represented in the planning process. The hospi-
tals and the University of Rochester created
the Rochester Area Hospitals® Corporation.
Through RAHC, they worked with private
groups and local, State and Federal agencies
including the New York State Departments of
Health 2nd Social Services, the Health Care
Financing Administration of t+e US. Depart-
ment of Health and Human Services, the
national Blue Cross and Blue Shield Assodia-
tions, the Hospital Association of New York
State, the Finger Lakes Health Systems
Agency. and the major insurers of hospital care:
Medicare, Medicaid and Rochester Area Bhue
Cross. Grant support was obtained from the
John A. Hartford Foundation of New York City.

The program they devised works this way:
the major third-party payors contracted fo pay
hospitals specified revenues each year. The
amounts are prospectively determined and paid
acoording to a formula related to the proportion
of hospital costs associated with caring for
patients each payor insures.

The hospitals, in turn, agree to accept a
specified limit on total revenue, thereby creating
a community-wide revenue cap. Two percent of
this revenue cap is paid by the hospitals each
year to a contingency fund administered by
RAHC. The contingency fund provides addi-
tional payments 1o hospitals that have
increases in patient volume or initiate new .
approved projects or services. The contingency
fund also supports special projects which
promote cost-effective resource management.
The participating hospitals voluntarily support
the cost of RAHC activities, including the
administration of HEP.
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By the end of 1980, HEP's financial impact
on participating hospitals was encouraging. The
dual financial objectives of HEP appeared to be
met: Rochester area hospitals not only were
In the black, hnwaeab!dlooomahﬂreuu
of increase in expenditures while
their financial oomiﬁonmdmaln!alrﬂngmabty
care.

Hospital Financial Indicators

HEP Hosphals  Industry
1990 1979  Aversge
Current Ratio 158 1% 230
Current Assets + Current Liobllities
Average Colection Period 405 525 608
Doys
Net Oper. Margin 012 (o1 040

ating
Net Operating Income + Operating Revenue

RocMuhoahgaaalabadwlwlhcndmnc

ﬂwu Rep. Barber auw"fla right),
iy hf" s the with {from

prog

ldl) Stephen White, board member, and Williom D.
RmboadcbmeAMMprvalda
and Donna Reg eff, Ph.D, vice pr , RAHC.

Under HEP's voluntary cost containment
program, hospitals in 1980 controlled expendi-
tures even more successfully than in 1979,

when they were still under the State’s tight
reimbursement regulations. Thelr rate of

tures dropped from 10.1
percent in 1979 t0 9.1 percent in 1980. This
is In sharp contras! o US. haspital cost figures,
which rose an estimated 17 percent during 1980,

Although the statewide trend in hospital
expenditures has paralleled the Rochester
area’s, the great majority of hospitals statewide
have expericnced 8 deteriorating financial
condition.. By contrast, the overall financial
condition of the Rochester area hospitals
improved in 1980,

The stable revenues provided under HEP,
combined with hospital efforts 1o contain costs
and a reduction in collection periods for receiv-
ablu.haveledtoknpwvawmhm
margins. Liquidity has improved significan
although it remains below industry standards,
the hospitals’ collective current ratio rose from
1.36 In 1979 10 1.53 in 1980. This is further”
evidenced by the significant improvement in the
hospitals’ cash position at the end of 1980 as
shown in the Combined Statement of Changes
in Cash Position for all HEP hospitals.

The combination of cost containment and
revenue benefits described above Is creating
the potential for Rochester area hospitals to
generate capital to meet future requirements,
thereby better meeting the health needs of the
commumity.

Hospltal Utilization

1980 1979 1978
Admissiors 104263 107013 10534
Patient Days: 835692 BAL697 831.3%
Emergency Dept. Vistts 208048 207931  206,63)
Clinic Visits 336788 316320 3009¢9
‘These data ore p y and include estimolcs

based on hospitols’ submissions to RAHC.
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Al HEP Hospitals
Combined Financial Statements
For the Calendar Years 1977 10 1980

Statement of Changes in Cash Position
Amounts In thousands 1980 1979 1978 1977
Cash from Operations:

Operating Surphus (Deficit} $3339 $(1307) § 656 $13.232)

Charges o Operations not requiring a Cash Outlay

{principally depreciation expensel 14,081 13497 12.755 11.976

Total Cash from Operations $17.420 $12.190 .513.4" $ 8744
Other Sources/Usesk .

Non-Operating Revernse [principally interest income) $4677 $1784 $1713 $ 718

Decrease/lincrease) In Net Current Assets, excluding Cash 3178 5850 (2,464) 494

Other 337 (691) 2984 5489
Total Cash Provided $25612 $19133 $15644 $15445
Cash used for Capital Expenditures:

Additions to Property, Plant & Equipment $12154 $ 8133 $ 9549 14723

Decrease/lincrease) in Long Term Debt 3.440 2453 3124 {1.783)
Total Applications for Capital Purposes $15594 $10586 $12673 $12940
Net Increase/|Decrease) in Cash $10018 § 8547 $2971 § 2505
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All HEP Hospitals

Combined Financial Statements

For the Calendar Years 197710 1980  ~

Balance sheet

Amounts in thousands 1980 1979 1978 1977

Assets .

Cash and Securities $ 30250 $ 20230 $ 11683 $ 8712

Other Current Assets (Principally Accounts Receivable) 38590 44,566 49,766 46714

Other Assets 9.259 .M 5549 4805

Fixed Assets 204.156 206111 211688 2148
Total Assets $282.255 $278678 $278686  $275.1%

Liabllities and Fund Balances

Current Liabilities $ 44806 §$ 47604 $ 46954 S 46300

Long Term Debt and Non-Current Liabilites 137027 139317 139991 143008
Total Liabilities $181,833° $186921 $186945 $189.374

Fund Balance 100422 91757 91,741 85810
Total Liabilities and Fund Balance $282255 $278678 3278686 . $275.19%0

Statement of Revenue and Expenses

Amounts in thousands 1980 1979 1978 1977

Net Patient Revenve $278798 $251.695 2230574  $209.427

Other Operating Revenue 8651 7,407 6617 6.599
Total Operating Reverue $287.449 $259,102  $237.191  $21602u

Operating Expenses 284,110 260409 236535 219258

Operating Surplus (Deficit 3339 1307 656 1323

Non-Operating Reverne 4,677 1,784 1713 718

Net Surphus (Deficit) $ 8016 $ 477 § 2369 $ (2514

==

97-561 0 - 82 - 8
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Quality Care with Cost Control:
Rochester area hospitals accept the challenge

The progress of Rochester area hospitals in
1980 under the HEP program dearly demon-
strated that a prospective payment program
can indeed help participating hospitals improve
their financial standing. Crisis management has
been reduced and an environment of fiscal
predictability created.

As a result, hospitals in the Rochester area

solutions to some fundamental and
planning concerns. In a nutshell, there has been
an emerging recognition that, implidit in the
quest for quality care at affordable cost, there is
the need for an environment where true
management is possible. And this, in tum,
implies that physicians as well as adminis-
trators must participate on the management
team, because in the course of caring for their
patients, physicians hold the key to consump-
tion of hospital resources. There is a growing
awareness that financial management and din-
ical management are inseparable.

<. qﬁ

.-.x:t:ql:.
k Y

LY P

are now finding the “breathing space” to seek —

The key role of the physician In
cost management is increasingly
recognized:

“The importance of involving
physicians in the routine analysis
of medical practice patterns and
In understanding the impact of
thousands of minute decisions on
the patterns of care available to
patients and the patterns of costs
at hospitals Is obvious. The plans
Jor clinical analysis, which are
currently evolving as a facet of the
HEP program, should be of great
interest to clinicians and policy
makers throughout the country.

1 believe that many other
communities will have much to
learn from the outcome of the
Rochester demonstration

program.”
David E. Rogers, M.D., Ph.D., President,
Robert Wood Johnson Foundation,
Princeton, NJ.

During 1980 the hospitals, working through
RAHC with the continuing assistance of the
John A. HarﬁordFamdabon.explaedwaysto
help develop more i
processes. Oneollheﬁrslpﬁoﬂdshasbem
to develop an information system that permits
blendmgo“irw:dalanddinicalwmnabmfot

management purposes.
The data base that serves as the

information resource for HEP achninislrahon is

one of the most complete hospital § >

systems in the United States. It was designed to

indude financial and utilization statistics, such

as numbers of patient days, length of stay,
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aggregate costs for various hospital functions,
elc. and also dlinical information based on
patients’ medical record abstracfs, billings and
soon

Systems are being developed to integrate
and analyze these data so that pattems of
medical practice can emerge and be associated
with costs of treatment.

With these and other types of analyses as
management tools, hospitals, physicians, and
health care planners can now, for the first time,
make management decisions based upon a
more complete understanding of the hospitals’
ultimate product--patient care—and how this
product relates to ecmmunity need for quality
care at affordable cost.

James A. Block, MD., President of RAHC,
places these management needs In perspective:
“The hospitals have recognized that new plan.
ning and managerial methods are required in
order to define more precisely the ‘product’ of
the hospital industry. This meant developing
detailed financial and dinical analyses.

“Probably the most ‘revolutionary’ direction

of our program is the emphasis on the daily - —.

roleofﬂ':ephysidanasthekeydetzzmhamol
1 and his or her
Iongtamhnpancnhaaua!avaﬂabﬂﬁyd
equipment and services. That means
must become more active participants in the
hospital management team, and they must have
the appropriate support to perform that role.”
Frank E. Young, M.D, PhD,, Dean of the
University of Rochester School of Medicine and
Dentistry and Director of the Medical Center,
notes that, “The development of the HEP
experiment has added a new and important
foaus 10 our educational efforts, to include the
analysis of health care practices and costs, an
often neglected field in medical education and
research. As this new information becornes
available it must be incorporated into continuing

medical education programs as well.”

By obtaining and analyzing equivalent data
from all participating hospitals, RAHC Is able
to create community-wide finandial summaries
and to make available specific information to
each hospital about its own operations. These
documents are intended to provide a frame-
work for comparison and analysis of informa-
tion to hospital administrators and physicians
faced with management decisions. Since hospi-
tals must, under HEP, realize all possible
savings in order 1o operate within revenue
limits, the additional information can help foster
constructive competition without jeopardizing
the community-wide planning process.

For example, after trustees of one Rochester
hospital firmly declared their intent to maximize.
effidencies under HEP, the community-wide
comparative financial information from the data
base helped them discover an opportunity to
trim some $66,000 from the cost of malprac-
tice insurance.

The need to understand and
compare the “products” of the
Tospital industry is hardly new:”

“We must formulate some
method of hospital report showing
as nearly as possible what are the
results of the treatment obtained
at different institutions . . .ina
uniform manner so that compar-
ison will be possible. With such a
report as a starting-point, those
interested can begin to ask ques-
tions as to management and

eﬁiden

he Product of a Hospltal," by E. A.
Codm M.D., Boston; an sddress belore the
ll’;:niddphh County Medical Society on May 14,
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Planning and problem solving:
RAHC provides the forum

In contrast to the usual planning hierarchy
for localities, RAHC serves in concert with the
Finger Lakes Health Systems Agency as a
community discussion forum and planning
umbrella for hospital system-related issues.
The Health Systems Agency takes the lead in
ientifying the overall community need for
}tafwgeblfdwcoordma Wy '}?evelopmen:

es in ting the
of the plans of its member hospitals to meet
these needs.

Th!slsamajorrespomlbﬂily Incanyingom
its planning function, RAHC depends and

builds upon the internal planning processes of
the member hospitals. All hospital applhications
for new fadilities or equipment requiring Certifi-
cate of Need (CON) approval from the New
York State Department of Health are first
reviewed at RAHC. This review is a multi-part
process since it indudes assessments of the
clinical efficacy of the item, the curvent and
anticipated need for it in the Rochester area,
and the impact of the proposed service or
equipment on the nity's overall exp
tures for hospital care.

To illustrate, Highland Hospital in 1979
requested approval to obtain a multi-crystal
gamma camera and computer, a relatively new
technology to evaluate more safely the extent
of heart disease.

The appiication was discussed at length not
only by the RAHC Board of Directors, but also
by its Medical Advisory Committee, which is
comprised of medical staff representing all -

tration

‘h.

report back in a specified time period with a

summary of its experiences with the multi-
crystal gamma camera, since it was the only
such equipment in the area. This analysis will
initially be shared with the Medical Advisory
Committee, so that physicians representing
RAHC member hospitals can be informed
about the clinical outcome of such hospital
investments.

Just as industrial managers are required to
be specific about productivity objectives in a
well-managed business, the CON application
review process in RAHC thus encourages
hospitals to become specific about dinical
objectives and to use these objectives as check:
points for management.

The value of the detatled clinical and finan-
dal planning data becoming available through
RAHC is also undersoored since the data will
permit hospitals and planners to quantify din-
ical activity as never before.

During 1980 public discussions o several
tssues of major concern to the community’s
hospital system were coordinated through

Open heart surgery

One of these was the recent growth in the
demand for coronary artery bypass surgery
mdmassodaﬁedlmgﬂmhgdwmgm\e
for patients referred for this procedure. In
response the RAHC Board of Directors
appointed an Open Heart Sur TaskFom.
which included representatives
nmbwhospitals.ﬂ\eMormCom!yMedal
Sodiety, Blue Cross, the Finger Lakes Health
Systems Agency and the New York State
Department of Health. The initial focus, on
patient need, was addressed by a committee of
cardiologists and cardiac surgeons from each
community hospital affected, including the two
open heart surgical fadlities.
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The Task Force studied the feasibility of
expanding existing surgical capadities at Strong
Memorial Hospital and Rochester General
Hospital; explored the potential for establishing
a third site for this type of surgery; and invited
suggestions of other alternatives for meeting
community need. The dinical committee was
asked to review criteria for cardiac bypass
surgery in Rochester and to develop projections
of need through 1985,

After intensive study the Task Force was
able to recommend specific measures 1o ease
the immediate problem and 1o strengthen long-
term planning for cardiac care needs in the
community. Its report was published in the

November, 1980, issue of the Monroe County

Medical Sodety joumnal, The Bulletin, Its
re;gnmmdaﬁms will be implemented during
1981.

A comment on the Open Heart
Surgery Task Force:

“We should appreciate that . . .
a major problem has been - ---
studied, analyzed, and in my
opinion, solved. It was accom-
plished in record time, with speed
and cooperation necessary to the
urgency of the situation .. . We
can now make the solution work
by standing behind the recommen-
dations, by implementing the
recommendations, and by
realizing that unless we do all that
is required to achleve the goals,

the problem will not be solved.”
E. Cardilio, M.D., Executive
Director of the Monroe County Medica!
Society and a member of the Heart
Task Force, In The
blished by the Monroe County Medical
g:dctv. Novemberz, 1980.
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The Task Foroe approach to an important
and complex community problem was an effec-
tive model for future problem-solving efforts by
RAHC.

Long-term care

Meeting the long-term care needs of patients
al appropriate levels has been a continuing
problem in the Rochester area as well as
nationwide. For many interrelated reasons,
such patients often remain Yonger than medi-

~ | cally necessary in acute hospital beds, rather

than being placed promptly in non-acute facili-
ties or at home with support services. Not only
is this situation difficult for the patient and
family, but it results in costs that are dispropor-
tionate to the level of care needed, and in
reduced availability of hospital beds for patients
needing acute care. Since the supply of acute
care beds is limited as a result of planning
efforts, the backup of long-term patients in
acute care facilities creates a serious drain on
the hospital resources available 1o patients.

As more spedfic data emerged during 1980,
both the scope of the problem and its negative
impact on hospitals, physicians and patients
became increasingly obvious. All of the hospi-
tals have taken action to address the problem.
At St Mary's Hospital, for example, a study led
to reorganization of several separate functions
Into a single department responsible for coor-
dinating discharge plans. The number of
patients at St. Mary's awaiting long-terrn place-
ment dropped by some 60 percent, and the
hospital has been able to devote more of fts
resources to acute care.

Centralized Services: The
Regional Kidney Services
Center

Implementation of the Regional Kidney
Services Center was another 1980 milesione.
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This is a self-care-oriented renal dialysis center,
operaled by the Regional Hospital Services,
Inc., which Is a subsidiary corporation of
RAHC. The Kidney Center serves dialysis
patients from throughout the region. Individual-
ized patient training is an important part of the
peogram. Greater seli-management by dialysts
patients permits lower staffing ratios and lower
costs while at the same time benefiting patients
who feel more control over their treatment.

Development of the Kidney Center has
served as a good experlence in planning for
centralized services. Since the number of poten-
tia) patients to be served in such a setting was
relatively small, administrators of hospital-
based dialysis units agreed it would be suitable
from both economic and patient care view-
points 1o create a single shared center for self-
managed dialysis rather than expand each
existing uhit’s capability in this area. A
committee of the Medical Directors of the four
hospital-based chronic dialysis centers provide
advice and guidance on operation of the Kidney
Center.

Access to care

An underlying assumption in the search for
quality health care Is its accessibility. Frequently
this s understood to apply chiefly to patients:
for example, that patients could be admitted
promptly to hospitals when they need care.
With this interpretation, factors such as the
backup of long-term patients in acute beds
reduce access 10 care because they block beds
that acute patients need.

An additional interpretation of the concept of
accessibility has been emerging, , a8
the community grapples with the nced to limit
health care expenditures to affordable levels.
This interpretation focuses on the opportunity
for physicians to refer and follow their patients
to needed dlinical services. The question
becomes partiaularly relevant as health care

highly dinical services to one or two
Jocations in the region. The question of central-
i2ed services, and-of equitable acoess for physi-
cians and patients, is expected to be an impor-

tant topic in coming months.

Coming in"1981

Many activities initiated at RAHC and its
member hospitals during the past year are
continuing ones. them are solutions to
the problems relating to long-term care, the
tssue of access to hospital facilities and
services, further development of a methodology
for accomplishing clinical analyses using the
data base, and ongoing guidance of HEP.

A major new project for 1981 Is preparation
of a plan for a unique system for Improving the
integration of mental health services in Monroe
and Livingston Counties. Funded by a
$215,000 planning grant to RAHC from the
New York State Office of Mental Health, the
plan will propose ways in which these services
can be coordinated and financed more effec:
tively. As with the HEP program, the mental-—.-. -
health planning project is advised by
committees representing the organizations that
have major responsibility for operating and
planning mental health services in the two
counties.

As the events of 1980 demonstrate, the
Rochester area health care community Is taking
positive, innovative steps at the local level to
address issues that are fundamental to the
continuation of a voluntary health system in
America. It is obvious that many difficult
obstades must be overcome in the community's
and the nation’s search for affordable health
care of high quality that is accessible to those
who need it. Those participating in the cooper-
ative community process 10 resotve these
problems in the Rochester area are optimistic
that success is possible.

planning tends to limit the distribution of more
specialized
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Rochester Area Hospitals’ Corporation

Balance Sheet
As of December 31, 1980 and 1979

Assets

Unrestricted Funds -~

Cash end Temporary Investments

Accounts Receivable

Prepaid Insurance

Fixed Assets, at Cost, Less Acoumulated
Deprediation of $5,607 and $1,461

Total Unrestricted Assets N

Restricted Funds

MINICAP Contingency Fund
Cash and Temporary Investments
Due from Member Hospitals

HEP Contingency Fund
Cash and Temporary bnvestments
Accrued Interest Receivable
Due from Member Hospitale

Liabilities and Fund Balances
Unrestricted Funds

Accounts Payable

Accrued Payroll and Payroll Taxes
Deferred Grant Income

Total Lisbilities

Unrestricted Fund Balances

Operating
Fixed Asset

Total Fund Balances
Total U d Liabilites and Fund Bal

Restricted Funds
MINICAP Contingency Fund
Fund Balance

HEP Contingency Fund

1980 1979
$ 161599 $388.994
245588 85,554
1966 924
40628 16.113
$ 228781 $491,585
$ 604495 -
o 548925
§ 604495 $548925
3 ooa4% an9ze
$3570715 o
54782 -
537,598 o
$4,163.095 o
$ 2675 $119,598
14210 o
185818 388970
$ 227284 $508,568
139,031 133,091
40628 16113
1497 116,983
s 228781 $491,585
3 2288
$ 604495 $548925
603,495 548,925
= —— mif
4163095 -
$4,163095 .
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Rochester Area Hospitals’ Corporation

Statements of Activity .
For the Years Ended December 31, 1980 and 1979

. UNRESTRICTED RESTRICTED
Hospltals Experimental
oriﬂon ayments
Fixed Gramt Totad MINICAP MINICAP Program HLPY
Assets Related 1980 1979 1980 1979 1980
Revenue and Support
Dues from Member Hospitals $328,09 $328,096 $282.833
Geant Income $353,152 353,152
Interest Incorme 3018 26869 29,887
Bulling to Member Hospitals for
1978 Deficit - 9393
Miscellaneous 518
$331,114 $380,021 $711,135 $292,744
Expenses R
Salaries and Benefits 186,784 116930 303714 112936
Office Supplies and Expenses 61,494 35899 97393 59499
Consultants, Contracts and Data
Processing 64,356 227,192 291548 137.292

$312,634 $380.021 $692655 $309.727

Excess Deficiencyl of

Revenue and Support
Over Expenses 18,480 -0- 18480 116,983

Nonexpendable Additions
~ Amounts Recetved and -

Receivable from Member
Hospitals $548925 $3957.705

Interest Eamed $55570 205,390
Fund Balances Defidt),
Beginning (16,983 (16.983) -0- 548925 -0- ~0-

Fund Balances Oeficit),
Ending $ 1492 $ 1497 $(16983) $604,495 $548925 $4,163.095

NOTE: Thae financial. are condensed end do not include all xhc detoils required by
d i les. H the ! ! report for the yeor
1980 wos audited by dega. Wood & Solwlstd Certified Public Accounionts, and their
unqualified report was issued March 19, 1981,




Executive Summary

For the second year in a row: the
10% ncrease In costs at hospitals in
the Rochester, N.Y. area was just over
half the 18.7% rate of Increase expert-
enced nationally Elsewhere in New
York State, where hospitals are subject
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local management inftiative.

Under HEP. the nine Rochcestcr area
hospltals as a group are guaraniced 2
predictable income [rom major insurers
of hospital care — Blue Cross, Medicare
and Medicald - over 8 five ycar period.
:;m_adpsm”n;n{tordm the Impact

10 tight rate regulation. hospital cost

(hcochm;“sln o h“mm&d
Yet the R ares’ tient care. Regulations that fonncrly
the of patient care R:mpavddfeeu\tnwug«mwch

a varjety of as those which efficent

clinical services, and operated tn the hospitals by Income when
expenses were reduced, have been elim-

How was this acoomplished? - tnated. In retum, the hospitals have
The answer lies in & unique five-year contracted L0 provide quality care whik

dumsb'lt:lnmlledwuasplu!s Hving within their community wide

Experimental Payments (HEP) revenue cap. Under the HEP agree-
under which all hosplials tn ment. p‘ ¥ funds not required
the community are exposed to powerfial by the hospitals will be shared with the

new fi J to impe payors who advanced these funds.
productivity freed from the constraints Expertence is demonstrating that the
of traditional reimbursement. and Rnducuuhosplmmmwﬂc

1y under HEP is operating in the and

Tlowed to operate resp

Pl
S
FRL REb
CRE

tion-prone

already drawing attention nationally as
i puxp.thgkosma o«
HEP's parent

Arca * Corp., have described
HEP to the U.S. Senate Finance Com-
mittee’s Sub-Committee on Health:
health publications have noted its

DAnngripopullﬂm.mhm
mﬂqdumuhhd‘hm

O A voter mandate to the federal
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Black lnk on the
Bottom Line: HEP's
Second Year

During 1981 the nine hospitals which is that hospitals and their
participating in the Rochester Area dical staffs can improve prod
Hospitals Experimental Payments and maintaln better controt over rising
(HEP) Program continued 1o improve costs when they are assured predict-
their overall fiscal position. For the able income and provided opportunities
second jve year they op d to respond to positive financial and
within the - P 4
mhosp!ul itures estab- costs in the Rochester area

under HEP, while at the same ros';l liz;dmﬁg lhlga"hmmmd
Ume reporting posltive operal and witha rise in New York Stale,
e 18.7% ide. The HEP hospials’
The hospitals achieved this cost also compares [ bly
d patient days coupled with the increase in the medical care
admissions. This component of the Consumer Price
of stays s believed (o be Index. While the CP1 as a whole rose
related in part to the backup of long- 8.9% tn 198]. its medical care compo
tenm patients tn acute hospital nent rose 12.5%.
Since tn-patient revenues under HEP The tmprovemnent in the Rochester
are redated to numbers of patients area hospitals” overall financlal status
admitied rather than to individual s reflected by indl of I
services provided or of stay and cash position. Cash flow has been
hospitals are to seck the asdguﬂybyﬁ:u;upm\-e
most cost-effective ways to provide lymnent process HEP which has
necessary health care. p=d to reduce average

The year’s results gave further periods for receivabies to 34.6 days.

This compares with an industry
a of almost 60 days.

support (o a8 basic premise of HER

the 196] net operating
margin of .011 for the hospitals as 3
group remains below

W
U
S i
S

homww
&I&INM e 198k



1878 znefowlh of the 52 bitlion
equity of comemunity
Statewide had 1o be
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revenues established under HER cost
Impact ts an important consideration in
planning for any additional senvices. n
some cases hospitals have found that
services designed to care can
abomducem&tnmmmuwhl
nutrition support service initiated at
Strong Memorial Hospital during 1981
1o improve nutritior of patients
requiring intravenous or tube feeding.
This service has improved

Andtwdhg‘ Wd’ a0 sonihed
more patients could be tube-fed as
a substitute for the more cosUy intra-
venous. .Asmdylsnowbdr{
conducted to determine the rel

used In part 10 help hospitals adjunt 1o
changes tn patient volumc occurTiig i

the year progresses.
The Contingency Fund also proviks
ting revenues for approved Cirtlli

pov, p
:‘etwemnnpvwedmmum length

Funding for Cbanging Needs

Another maj of the
Cotith dency 1s 10 support spuxdy
projects that are consistend with U
goals of HEP. For example. during 11K}

a variety of dinica)
services during doing The Cont Fund set aside several hospitals received funding kr
vgm ! each year the HEP program is Gertatric Assessmenl Teams atmed at
sntenmylo‘;,lplmnmhoﬂuuh
efforts Lo more rapid approval
of nxeded new
technologics.
In the area of cardiovascular
:;;:dirmtnéuhlhem Hospital Utilization
ﬂmdthermln'uﬂeaw 1981° 1980 1979 1978
x}c wgm% funding 3192 Admissions 9949 1042683 107013 106NN
e e e oy g | Paueden BSTO BN M AN
mwmﬁ m! gy dept. vists 197.20) 208,048 207831 AGARNY
;_‘mr‘ ‘Wﬁl&’r ents at Ctinie vists 208903 306788 31630 08K
Mary's Hospital. and new
Mmmmumm
Pl Dog et S spsies | Flospital Financlal Idlcators
HEP
-umdﬁﬁmqmn:ntmm Iht” 0810 W 1979 .m-\.‘;.,
that patients and physicians at other Qurrent Ratio 23 153 136 -~
hospitals could benefit from its Current assets + curent aldities
lkﬂllluvtnlnd stafl Average Collection M 405 528 "3
were ways Netdays n A/R
¥ 1081, ! .,':y Net Oporating Margin o 042 1o 022
capacity and implementation of 8 Net operating income + operating revenue
vasiety of other programs and services. S
Since all care must be -
provided within the commmunity cap on d include fo KAIK*

*These dale are p v



Another group of spectal projects
muwzlgam:}qunmmgw
during 1981 will help hospitals to inte-
grate HEP incentives into their manage-
mfmwum:;:mdlumwmm
t is b g

through the communitywide data base.
The tntegrated clinical and financial
formats yleld data on the interrelation-
ship between clinical decisions and

sis o this information will enable better
& g of the eff of
patient care.
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All HEP Hospitals
Combined Financial Statemcnts

For the Calendar Years 1978 to 1881°
Amounts in thousands

Statement of Changes in Cash Position

1981 1980 1979 1878
Casd from Operations:
Oporating Surplus Defictt) 8 3578 8 33% 8 (130N 8 6%
10 not
ST
expense) 14.968 14.08) 13.497 12.75%
Total Cash from Operations 8 18548 8 17.420 & 12190 8 1341}
Other Sources /{Uses) .
'
\principelly interest income) 8 7318 8 48677 s 174 8 1713
Decrease/@increase) in Net
Current Assets. !
exciuding Cash 11,630 3178 5.8%0 Q.464)
Other 13.351 37 631) 2.964
Total Cash Provided 8 27.583 8 23612 6 18.1% 6 15644
Cash usod for Capital
Espenditures:
Additions to Property. Plant &
Equipment 8 17077 8 12154 8 8133 5 9549
Dexrease/fincreasd in .
Long Term Debt 3262 3.440 2453 314
Total tsons for :
Clmm 8 20339 8 15.50¢ 8 105688 8 12673
Net increase /(Decrease)
in Cash 8 7244 8 10018 8 8547 s 2071

Monroe Ci ty Hosplial. which began b participate tn HEP

*For of
6 1561, &8 not included in these tables.
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Balance sheets
1981. 1980 1979 1978
ASSETS
Cash and Securtties 8 37494 6 3025 820200 8 11683
Other Ousrent Asoets .
) SOCOUNts
recesy 37.807 38560 44556 49.766
Other Aseets 11241 92% m 5.549
Fixed Asects 206,198 204,156 208,111 211,688
Total Assets 8292625 6282235 6278678 8278686
LIABILITIES AND FUND
BALANCES
Current Liablites S 32283 6 44808 8 47604 6 46954
Lorg Term Dxtt and
134.444 137.027 139317 139,991
Total Liabiities 8166.727 815)A% 8186821 8186548
Fund Balance 125,608 100422 91,757 917241
Total Liabitities and Fund )
8292625 8262255 SI786T8__ 8278.696
Statement of Revenue
and Expenses 1961 1980 1979 1978
Net Pationt Revernae $307.045 e7a796 6251085  $230574
Other Oporating Revenue 2238 8651 7407 eur
Total Operating Revenue 831628y 8387449 6350102 827141
Total Operating 6312706 6384110 8260400 €236.535
Operating Surplus Deficit) 3578 33% 0.3 56
Noo-Operating Revenue 7318 asT? 1.784 1713
Net Surplus Defics) 8 10804 8 8016 8 4T7 & 230

L
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o ah J analysis of the

tnciudes a review of the State’s

more comprehensive mental health
service sysiam in the two counties, by

y and tlon of hospital's own unit costs and staffing
tions as (0 where these beds might best Jevels during 1880 compared with improvements in coordination and
2"’““% dyvdbyRAHCand :rmsmhospﬁis‘ ocheoter or e |
tons, w Approv simlar mnR er of s first the ex
where: and a clinkal analysts focusing qmmmmm m:grsu
bmwhmmmw on patients' length of stay at that reviewed and models for an
ration in thetr Health Systems Plan hosp(ulmpand\ﬁuumnarm mleeﬂq ysiem were identified. The
which serves as & frame of reference for from Rochester area hospitals proposed will be based
Certificate of Need applications. uv&ywhnlmdshnnnr upnnll’edcauondprm'ldatllm
Tt is inds of RAHC bers’ P The dindcal analy- would thdude receiving state
ho;t“u!*' jons for Soclude data goflndnuy L vakeg uwuﬂdﬂmbc}olmd
that three applications on usage agencies tna
“:uamwmpuuugempb s, e4c. wanly, 10 the community at risk, Al
al itional acute beds were services o "b"_'“”‘ yat
Uon of the Plan's recommendations dhulunniﬁm'n::llnﬂymlﬂ; "*usd 'wldhdp.“:d?e
mid- . merged an sysiam w a
Although the recommendations of | systém almed at helping hosprtal Bocas poi fox Yol
the Community Hospital Plan will be boards and medical staffs health services. would Incude new:
they do not repre- make better resource allocation dect- for effe
mmtﬂmmmmm slons for their patients and tnstitutions. care, and would a community
system. Rather. they are © The ability of the dawa system to wide data base to assist participating
mcudwper on desired associate patterns of care with costs providers and agencies.
directions for (he existing the importance of physt
system. I inh ] 18 Coming in 1983 - —---
ment —since physician decisions Geter- ln!hecum RAHC will
Inf jon: A Vital mine most hospital resource use. The continue to with other agencics,
Availability of iInformation from the smplications carry over into medical and payors to improve the
wide hospital data base has ch a8 weil as it b mare community’s abllity Lo serve patients
been a vital advantage for RAHC and dlearly understood that health care -termn care. An imporiant
1nember hospitals in aspects professionals require tratning to focal potrt will be the proposed capita-
dmmnmdmmm respond to new opportunities system Sor hospt
sive sources p n blrung agerial and talized patients needing long-tam care,
the nation. Lhe data base includes skills. By b rates which 0
financial utilization statistics, and Since information of the caliber varying bility of
clinical m\ﬁd&iby data base d he 4
One of the data base has never before been instity- oyslemwmlduublehg-«umm
been (o facilitate the financia) tional nnd i a larger
tration of HEP It f also a comnerstone modified in order to of hea patients withoust undue
of process for the methemthnwmximm risk of loss.
Comenunity Hospital Plan. One of the have d for A theme through
most applications of the data. HEP 5y Fund assistance in ¥ all RAHC activities and plan.
in s role as the mmmmuu ning for 1982 and beyond relstes o
dmm-mu:‘nimuy o e otes et only 85 provid:
system not &S prow
provide chid executive Mental Health ers of acule care. but also as part of &
officers and medical stafls with reports RAHC's skills in ity wid of health care services
on the type and volume of clinscal approaches 10 hospital ddlivery equired by the by
“products” that the hospital prods and finance are now being apptied In of this responsibiity is growing
and the patterns of cost and resource the mental health fidd. During 1981 on a3 RAHC joins in the
use assoclated with them. memlw ou:nh w?mm
Impariant steps lowand development ston County rﬂm 3
of this type of integratad information Demonstration Project., one of three * Hospital and tn the evolution of 8
an“.nuhnd\mlmlm being Rnded by the New York State more effectve managament sysiem to
o provide each Office of M Health. The purpose of provide hospital care that the
dmmw‘ﬂmb&e the three-year project Is (o develop a Nty can afford.
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IUCLILLLLE £ Gl LaUspiulids” Cuapuraaiusl

Balance Shects
As of Dexumber 31, 1981 and 1980

v

1881 1980
ASSETS
Unrestricted Pundes
Cash and Tanporary Investnents 8 24132 8 161599
Due from Restricied Fund 23.808
Accounts Recovable 1.043 24588
Prepaid Expense 15.636 1.966
Fixed Asscts. &t Cost. Less Accumulated
Deprectation of 813.858 and 85.607 65.747 40628
Tota! Unrestricted Assas 130,366 228,781
Restricted Funds -
M.‘u‘u.hp“ Wl:y\.b':w 8 604495
HEP Contingency Fund
Cash and Temparsry Investnents 85.283.752 83.625.497
Due from Member Hospitals 1,109,064 537.558
Loan Receivabie from Subsidiary 127,800

LIABILITIES AND FUND BALANCES

Unrestricted Punds
Accounts Payable 8 102053 & 26756
Accrued Payroll and Payroll Taxes 53612 1710
Defored Grant Income 15.343 185818

Total Liabiiises 171.008 227284
& Pand Ba o
Operating 1106.389) 089,131}
Fuxed Asset 65.747 40.628
“0.6421 1.497
Total Unrestricted Liabliues and
Fund Balances 8 130366 8 288781

Restricted Fands
Minicap Contingency Fund Balance 6 604.495
HEP Conungency Fund

Due o Unrestricted Fund 8 23608
Fund Balance 6496808  54.163.085
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nochesier Alca lospituls' Curpuiadon
Statcments of Activity
For the Years Ended December 31, 1981 and 1980

UNRESTRICTED FUNDS RESTRICTED FUNDS
D.Il. Joha A. OM;I Grant
°W'_M m“’“‘ m‘“‘ o ~ Total Miicap HEP
Assets  Analysis Grant System 1081 1980 1881 1980 1981 1980
Revenue and Support
Dues from Member
Hospitals 8360.000 8 360.000 6328.098
Grant income: 8176.756 208,789 385,548 353152
Interest income 16.545 16.545 29887
376543 176,756 208.760 762,090 711,138
Expeases
Salartes and
Benefis 251273 8158.260 88.995 5,003 533531 303.7M4
Office Supplics and
Expcrases 76,335 33.405 16.047 21.769 147,556 97383
and
Consukting
Prok Fees 133.347 222143 7).714 88.23%2 5:54% 291,548
460,955 413808 176756 205004 1 . 692.655
Excess
of Revenne
Txpeases B4410  113.808 785 494.433) _1s.uo
R eentires
Amounts Recetved
and Receivable
from Manber
Hosplials 8 21.853 $4.41540) 81857.705
Interest Eamed 60.947 8 55570 828481 205.390
Fund
mmm 1687.295) QRASTATS)
Pund Balances
Deficik).
Beginning 1497 1497 16983 604495 538925 4.163.03
Translers
Fixod Asset -
Aoquisitions 3785 0.785
ted
- 38486  413.808 452.294 52290
Fund Balances
Pefick). Ending 8 H0.642 8 K064 8 1497 6604.495 $6.496.808 64.163.095
The daa were extracied from the audiied financial statemens RMWW‘W#
um::.IQIWIJAmdNW,‘ il and the spends * report
thereon may be nspecied at the offices of the Corporation upon request. .

13
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THE UNIVERSITY OF ROCHESTER SMH DIRECTORS' OFFICE
601 ELMWOOD AVENUE-BOX 8§12

) ROCHESTER, N
MEDICAL CENTER AREA CODE 718 1154805
SCHOOL OF MEDICINE AND DENTISTRY - SCHOOL OF NURSING
STRONG MEMORIAL HOSPITAL

Gannaro J. Vasile, Ph.D.
Executive Director
Strong Memorial Hospital

August 10, 1982

Mr. Robert E. Lighthizer

Chief Counsel

Committee on Finance

Room 2227

Dirksen Senate Office Building
Washington, D.C. 20510

Dear Mr. Lighthizer: .

This letter provides responses to the two questions conveyed by
Senator Durenberger arising from my June 23, 1982 testimony before
the Subcommittee on Health. The questions and related responses are
provided below.

Question #1: "Under the Rochester Area Program, hospitals retain
the difference between revenues and expenses. How
many of the nine mémber hospitals have been able to
to recognize a ‘profit'?"

Response #1: The Rochester Area Hospitals Experimental Payments
(HEP) Program has been in operation for two and
one-half years. The question pertains to the
financial results under the HEP Program for each of
the nine participating hospitals for calendar years
1980 and 1981. In 1980, eight of the nine par-
ticipating hospitals achieved bottom line surpluses
("profits"). The aggregrate excess of revenue over
expense for these hospitals amounted to $8,016,000
or a 2.8% margin. The one hospital that sustained
a bottom 1ine loss did so because of an extraordinary
expense adjustment. In 1981, all nine participatin
hospitals achieved bottom 1ine surpluses (“profits"?.
The aggregrate excess of revenue over expense amounted
to $12,600,000 or a 4.0% margin.

A major factor contributing to these results is the
prospective nature of the reimbursement system's
design that results in improved cash flow. This,
coupled with successful cost containment efforts of
the hospitals (stimulated by additional incentives
of the Program), permits short-term cash investments
which have been yielding interest income in excess
of interest expense.

97-561 O ~ 82 - 9

- e — it —
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Page 2 )
Mr. Robert E, Lighthizer -
August 10, 1982

Question #2: "Do you believe that either the New York State or the
voluntary Rochester area program could be implemented
on the Federal level?” -

Response #2: This is a question which requires a three part response
because the New York State program is in a state of
flux between its current program and a reform program
which would address many of the former's deficiencies.

On June 23, I testified before the Subcormittee con-
cerning the devasting impact of New York State's
current reimbursement program on the financial health
of the State's hospitals. What I did not indicate
was that the system does not provide positive incentives

- (such as those found in the Rochester program) for
the hospitals of New York State to contain costs or
utilize limited resources most effectively. ~The
design of the current State program fosters the most
expensive use of resources -- inpatient -- by re-
imbursing on a patient day basis. Yes, there are
offsetting design features such as group averaging,
ceilings, and penalty provisions. However, these
result ip charges of arbitrariness and in appeals
that take months and years to adjudicate in addition
to being costly.

While it may be possible to implement New York's cur-
rent program at the Federal level, especially if the
grouping of hospitals feature can be applied to smaller
states, I do not believe, based on the program's de-
sign and the experience of New York State hospitals
that such a decision would reflect prudent long-term
public policy. The program would result in short-
term cost containment but, as a consequence, erode
the financial viability of the nation's hospitals
and, thus, their long-term ability to provide needed
health services to the American public.

Concerns, such as the above, have led New York State
to consider other alternatives. Legislation has been
-enacted (Spring 1982) to reform the current inpatient
method of reimbursing the State's hospitals. A waiver
to include the Medicare Program is also being sought
from the Health Care Financing Administration (HCFA).

- The reform program for New York State would have many
of the same design features as the Rochester Program
(e.g., revenue cap and positive incentives) but would
require mandatory participation, administration by
the State, and incorporation of the grouping methodology.
While I have reservations about the program (admin-
istration by New York State government and the grouping
methodology}, I believe the waiver being considered by
HCFA should be approved. Without the waiver, New York's
reform program cannot be fully evaluated for its
potential application on a national basis.
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Page 3 -
Mr. Robert E. Lighthizer
August 10, 1982

The Rochester Program (HEP) does have a Medicare

waiver, covers all payors, is voluntary and is admin-
{stered privately without burdensome regulations and
questionable grouping methodologies. Moreover, the
Program_has been highly successful in containing costs
to levels significantly below national and State rates
of increase. For these reasons, several of .the design
factors of HEP could and probably should be incorporated
into a national program. The features include the
following:

Voluntary participation of hospital providers

A revenue cap approach that covers all hospital
costs and, therefore, all payors

A single methodology for computing the prospective
revenue cap (f.e., it should be prospective

General and specific incentives that promote
improverents in productivity and the use of less
costly but effective alternatives to inpatient
utilization

A simple and equitable methodology for computing
the final settlement based on the proportion of
use by various payors -- RCCAC - ratio of cost
to charge applied to charges.

Provision of an annual contingency fund from the
revenue cap (2 - 4%) for:

- Volume adjustments which are linked to
incentives for the use of less costly
alternatives to inpatient use.

- Incremental operating expense§ associated
with certificate of need applications

- Expenses, pre-approved, for special pro-
Jjects related to improving the effective
and efficient delivery of hospital services

- Expenses associated with developing and
maintaining the relevant integrated clinical
and financial data basis necessary for
monitoring and promoting cost effective
clinical practice

Administration at the local level by an independent
private sector ‘agency with a proven capacity for
effective community-wide planning and problem-
solving for hospitals.
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Page 4
Mr. Robert E. Lighthizer
August 10, 1982

A legitimate argument could be made that Rochester
and its historical leadership experience provided
a fertile environment for the program's success,
which is not typical of most American communities.
In other words, the gereric design features dis-
cussed above might not yield the same results in
another state or community. I maintain that the
program has worked in Rochester because the community
wanted it to work and has labored hard and long to
make it successful. Trhe voluntary feature of the
program should be preserved if it is to become a
Federal program. The current Medicare/Medicaid
program should be maintdined and a HEP-like alter-
native offered to those states and comunities willing
to participate in a voluntary program to contain
costs while providing needed health services. In
Rochester we have guaranteed the payors that our
hospitals will not exceed the community-wide,
equitably-determined cap. After two full years

* we have been able to 1ive up to that commitment.
What I am suggesting is that our states and commun-
ities should be provided an opportunity to make
and live up to similar commitments.

The thought of maintaining two programs (current
Medicare/Medicaid and HEP-1ike programs) seems
overwhelming. I have not thought through the
intricacies or the potential problems. I am sure
there are plenty of both. I would be pleased to
gi:e this more thought if such were deemed appro-
priate.

If any of the above requires clarification or further amp11f\cat10n.
. please feel free to call (716-275-4605) or write.

Sincerely,

P

Gennaro J. Vasile, Ph:D.
Executive Director
Strong Memorial Hospital
GJV:vib
dictated but signed in Dr. Vasile's absence



129 -

Senator DURENBERGER. Now we will go to the public regulators.
Mr. Crane?
Thank you very much for your patience.

STATEMENT OF MR. ROBERT M. CRANE, DIRECTOR, OFFICE OF
HEALTH SYSTEMS MANAGEMENT, STATE OF NEW YORK,
ALBANY, N.Y,

Mr. CRANE. Thank you, Mr. Chairman.

I am Robert Crane, director of the New York State Office of
Health Systems Management. The Office of Health Systems Man-
agement is the component of the State health department that has
responsibility for health-care regulation. And, as other speakers, I
would like to try to summarize my remarks and ask that the full
text be included in the record.

Senator DURENBERGER. Yes. Your full statement will be made
part of the record.

Mr. CRANE. I think that New York State offers a good learning
experience for the committee; in many respects, New York is a mi-
crocosm of the Nation. We have 20-bed hospitals, we have 1,000-bed
teaching hospitals. If one looks at the major indicators comparing
hospitals, I think you will find a great deal of commonality be-
tween New York State in the Nation.

Second, I think that, as you have heard from a number of speak-
ers, there is little doubt that New York State’s system of cost con-
tainment has been effective in containing costs—in the years 1975
}:\lrlrough 1979 nearly halving the rate of increase compared to the

ation. A

I think it is important to build on some of the things which other
speakers have noted, that ratesetting alone is not adequate to do

the\aviob. -

e see a tripartite program in New York State as being neces-
sary for effective cost containment, one which builds upon a pro-
spective reimbursement system, one that includes effective health
planning, and one which includes effective utilization control. And,
like the legs of a stool, those three parfs are necessary, in our view,
in order for the program or the stool to be functional.

Let me briefly highlight the Lkey elements of New York’s pro-
gram: It is a prospective formula-based reimbursement system as
opposed to budget-based systems in other States. A formula-based
system in New York State was viewed as a necessity given the
" large number of facilities—close to 300 acute-care hospitals within
the system. -

The State saw the best way to measure efficiency within hospi-
tals was to compare them, and so the State system includes a peer-
grouping methodology which looks at such factors as teaching
status, age of patients and case mix, and groups like hospitals to-
gether. Then we set efficiency standards for those groupings: A rou-
tine standard, which is applied on a per diem basis; an ancillary
standard, which is applied on a per-discharge basis.

The system includes minimum-occupancy standards in order to
encourage hospitals to be more efficient and to deal with problems
of underutilization. This syslem has encouraged reductions in beds
and service and in some cases facility consolidation.
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The system also includes a series of disallowances for excess
length of stay. Such a system, we believed, was quite important
given the fact that our system pays on a per diem basis. So one of
the ways to beat the system is just to add to length of stay and get

aid more days. In essence, we have tried to solve that by setting
ength-of-stay standards for the system as a whole. ]

e final important part is a recently added aspect, and that re-
lates to volume adjustments. Again, as an incentive to reduce utili-
zation, the system recognizes the fixed costs of providing care if
volume decreases. We pay for decreased volume at approximately
80 percent. But it recognizes only variable costs if volume increases
beyond a certain level. ‘

ew York’s original cost-containment program began in 1970,
and while it covered Blue Cross and medicaid payments, approxi-
mately 40 percent of hospital revenues, these programs were only
loosely linked.

From 1976 through the current period, statutory and regulatory
changes have improved New York's cost-containmentosrogram and
more closely linked medicaid and Blue Cross methodologies, and
covered all other pabyers with the exception of medicare. So we now
control about 60 to 65 percent of hospital revenues.

As our control of an increasingly large share of hospital revenues
became more effective, we found that the ability of hospitals to
shift costs from one payer to another was very much limited. One
of the results of this has been that a number of hospitals in New
York State have suffered operating losses. These losses have result-
ed l:primarily from three factors: \

irst, providing care to those who cannot pay—the bad debt and
charity care, which is a problem, as noted earlier, that has been
solved to a great degree in the Maryland system and perhaps in
the New Jersey system.

Second, the difference in third-party reimbursement, especially
the difference between the way in which medicare reimburses,
compared to other payers.

Then, finally, from the inability of institutions to operate effi-
ciently and to contain yearly increases within the rate of inflation.

As was noted, we are currently working to improve our cost con-
tainment program, focusing in on these problems by recognizing
the cost of bad debt and charity care and by eliminating losses
from the differences in third-party g_ayer formulas, while at the
same time increasing incentives-for efficient operation.

To accomplish this, New York State has submitted a request to
the Health Care Financing Administration requesting a medicare
waiver, which would allow medicare to participate in New York
State’s reimbursement system. .

The highlights of this proposal include: prospective cost-based
rates which would be set for all major hospital payers, includin
medicare; a 3-year revenue cap trended forward for inflation—.
years to give the industr{l some predictability and stability; adjust-
ments for changes in hospital volume, case mix, and service
changes; regional funding to help offset the cost of bad debt and
charity care; regional funding to aid financially distressed hospi-
tals; discretionary fund allowances to provide additional working
capital to hospitals; and a continuation of the peer group ceiling
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and other performance standards that have been part of our
system.

As was noted by one of the previous speakers, this pro 1
comes with a reasonable amount of consensus within New York
State among the health leaderships within the assembly and the
Senate, the Hospital Association of New York State, and the execu-
tive branch. And we are at a point where I believe we must make
these changes, given the history of New York State’s program and
the problems that we have identified with it, if we are to continue
to maintain a strong cost-containment program within the State.

Let me deal briefly with the other two legs of this stool I referred

to.

In 1964, New York State established the first certificate-of-need
program. Our health planning program has been effective and an
effective complement to our overall cost-containment program.
Since 1975, through reimbursement and planning, we have moder-
ated capital expenditures and removed over 12,000 excess beds
from our hospital system, increased the efficient use of our remain-
ing beds, and encouraged the development of alernative modes of
care. -

However, we are now facing new problems which have the-poten-
tial of restarting the cycle that we found ourselves with in 1975
when many of the reimbursement programs were put into place.

To give you a sense of that problem, let me quickly scope out the
levels of approvals of capital expenditures in New York State over
the past several years:

In 1979 the State approved $236 million worth of new projects.

Three hundred and sixty-nine million were sanctioned in 1980.

Last year, capital projects with initial cost estimates of $815 mil-
lion were approved.

This year we are facing requests for capital expenditures of close
to $3 billion.

Senator DURENBERGER. Is this all hospitals?

Mr. CraNE. It is not all hospitals. This would include hospitals,
long-term care facilities, and ambulatory care facilities. The major-
ity of it, however, is in the hospital sector.

This figure is well in excess of anything that we consider reason-
able or acceptable in an era of limited and contracting resources.
And, clearly, if that amount is approved, taking the caﬁital costs,
the related operating costs, and the costs of financing that capital
in today’s environment, we are looking at substantial increases to
both third-party payers, private payers in New York State, and to
the medicare and medicaid programs.

It may be not unreasonable to assume that the cost to medicare
alone from that package of expenditures could reach $6 billion over
a period of time.

We are working actively to deal with this issue. One of the issues
we have been charged by Governor Carey to examine is the notion
of developing a system which would, in our planning process, con-
sider relative need as opposed to absolute need, trying to identif’
these projects which are most important with which to proceec{
And we have a blue ribbon panel which is helping us think
through that issue, hopefully developing a solution before the end
of the year. .

\
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The final leg of the stool deals with utilization review, and the
testimony goes through a litany of things which we have done to
try to strengthen utilization control. I would only underscore the
importance of that as a complementary piece.

Senator DURENBERGER. Excuse me. I think we had better leave it
with that.

Mr. Crane. All right..

[The prepared statement of Robert M. Crane and answers to
questions from Senator Durenberger follow:]
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Mr. Robert M. Crane
Director
Office of Health Systems Management

Before the Senate Finance Comnittee

Wednesday, June 23, 1982
Washington, D.C.

oN
Hospital Cost Contaimment in New York State

Mr. Chairman, members of the Senate Finance Committee, I am Robert M.
Crane, Director of the New York State Office of Health Systems Management. I
appreciate the opportunity to testify before you today because we in New York
have faced the problem of containing rising health care costs. '
In many ways, New York's seeningly large and complex hospital system
is a microcosn of the nation's hospital system.
e New York's hogpitals range in size from 20-bed commmity
hospitals in isolated rural commmities, to 1,000-bed big-city
medical centers serving patients from all over the world, and with
yearly budgets that exceed the Gross National Product of some nations.
e The cost of hospital care in New York is remarkably similar to
.natiomvide hospital costs. In 1980, the average cost of a hospital
day In New York was $255. Nationwide, the cost of a hospital day was
$246. If we exclude the City of New YorK from our calculation, the
average cost of hospital care in upstate New York was only $207 a day.
. In‘bbw York, voluntary hospitals account for 75 percent of total
hospil".al beds, proprietary hospitals 8 percent, and public hospitals
17 percent. Nationally, voluntary hospitals account for 70 percent
of all hospital beds, proprietary hospitals 8 percent, and public
hospitals 22 percent.
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o New York has 3.9 beds per 1,000 population, while nationally this .

figure 18 4.5 beds per 1,000 population.

And by virtually any measure, New York's hospitals are a major part
of the nation's hospital system.

e New York has 8 percent of the nation's hospital beds.

e DNew York's hospitals employ more than 10 percent of the nation's

hospital workers. A

e Hospital expenditures in New York account for 10 percent of the

nation's hospital expenditures, and 10 percent of Medicare's

expenditures for hospital care.

® New York has 15 percent of all teaching hospitals in the nation

and trains more new doci:ors than any other state.

The problem New York has faced, and the problem now more clearly
confronting the nation, is how to meet the demand for essential public
services, such as health care, while emf;'ontmg fiscal and economic
realities. I cannot say that we have the perfect solution, nor can I say that
our solution is problem free, but I can say that New York has been successful

in containing health care costs.

Between 1975 and 1979, total hospital costs in this country increased
by 64 1/2 percent, while New York's hospitals increased at less than half that
rate, 31 percent. During the same period, national per capita hospital
expenditures increased by 58 percent, while during that same period, per
capita expenditures in New York increased by only 35 percent.

In 1980, New York's per diem hospital costs went up by 11 percent,
while national hospital costs rose by 14 percent.



135

CQur success has been based on three principles:

1. effective prospective rate setting;

2, effective health planning; and,

3. effective utilization control.

New York's Public Health Law provided the statutory framework for
this strategy. Under this law, we were required to establish prospective
rates of payment related to an efficient production of services. Because of
the size and complexity of New York's health care system, we started with a
formula-based methodology rather than a time-consuming budget review process.

We then adopted the principle that the best way to measure a
hospital's efficlency 1s to compare it to its peers. We developed groups of
similar hospitals using a varlety of factors such as size, location, teaching
versus non-teaching, average age of the hospital patients, case mix, and so
on. We then set up reimbursement ceilings at slightly sbove the average
routine and ancillary cost for each group. In effect, we made the average
cost our basic standard of an efficient production of services. We then
permitted any hospital with costs exceeding this standard to appeal based on a
wide varlety of factors. )

We further refined this system by incorporating a system for
disallowing _t:he unnecessary cost of excessive patient lengths of stay. We
felt that this was a particularly important measure because excessive and
umnecessary patient stays are too often a common cause of escalating hospital A
costs. In addition, since the system pays on a per diem basis, we wanted to
counteract any incentive to increase patient days thru longer hospital stays.
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We also included in our rate methodology a system for disallowing the
umnecessary costs incurred by hospitals with chronically low occupancy. BEmpty
beds and expensive equipment lying unused for a large part of each day is
another common cause of high unit costs...and without doubt, one of the least
defensible. We developed & schedule of minimun utilization standards that
took into account the type of service, e.g., m;dicallsuxglcal, obstetric, open
heart surgery...and the physical location of the hospital. We also provided
for the special circumstances of isolated rural hospitals.

We then refused to reimburse hospitals for the extra per diem cost
when occupancy fell below these stardards. This provision was not only
effective in reducing expenditures, but it provided an incentive for
consolidations, mergers, and closures.

We then included a volume adjustment that rewarded hospitals for
reducing patient hospital days. We reimbursed any hospital able to reduce
patient days below a predetermined target approximately 80 percent of their
per diem rate of payment for every day of care below the target that the
hospital did not provide in order to cover fixed costs and encourage
appropriate utilization. Conversely, we reimbursed any hospital unable to
control patient days only 20 percent of their per diem rate of payment for
every day of care they provided above this target in order to cover variable
costs. )

New York's original cost contairment programs began in 1970, and
while covering Blue Cross and Medicaid payments -- approximately 40 percent of
' hospital revermes -- to hospitals these programs were only loosely linked.
From 1976 through the current period, statutory and regulatory changes
improved the effectiveness of New York's cost contalnment programs, closely
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linked Medicaid and Blue Cross reimbursement methodologies and covered &ll
other payors except Medicare -- including hospital reverues from private
paying patients. In total, our programs now cover approximately 60 to 65
percent of all hospital revenues. .

However, as our control of most hospital revenues became more
effective we eliminated the ability of a hospital to shift costs from one
payor tc another. The result has been that a number of hospitals in New York
has suffered operating losses. They have resulted primarily from:

) 1. providing care to those who cannot pay (bad debt and charity
care);

2.A the differences in third-party reimbursement, especially the

difference between Medicare and other payors; or,

3. from an inability to operate efficiently or to contain yearly

cost Increases to within the rate of inflation.

We are currently working to improve our cost containment program by
recognizing the cost of bad debt and charity care, and by eliminating losses
€run the differences in third-party reimburgement formulas while at the same
time, increasing incentives for mcre efficient operation.

Two months ago,r New York State submitted a request to the federal
Health Care Financing Administration entitled, A Proposal for the Development
of a Reimbursement Methodology for New York for the Eighties." The highlights
of this proposal are:

1. prospective cost-based rates for all major hospital payors

including Medicare;
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2. a three-year revenue cap trended each year for inflation;

3. adjustments for changes in hospital wvolume, case mix, and

sexrvices;

4. regional funding to help offset the cost of bad debt and charity

care;

5. reglonal funding to aid financially distressed hospitals;

6. discretionary fund allowances to provide working capital to

hospitals; ’

7. peer group cost ceilings arnd other performance standards; and,

8. more specific links to health plamning and certificate of need. -

We believe that this proposal is essential to the astability of New
York's hospital industry, and to the continued success of New York's cost
containment program.

_We in New York have also learned the necessity and value of joining
rate setting to strong health plamning programs and to strong utilization
review programs.

In 1964, Rew York began the nation's first certificate of need
progran. Our health planning program has become an effective complement to
our cost containmment programs. Since 1975 and through these programs, we have
moderated capital expenditures and removed over 12,000 excess beds from our
hospital system, increased the efficient use of our remaining beds, and
encouraged the development of altermative modes of care. However, we are now
facing a new problem, one vhich has the potential of restarting the cycle of
escalating costs, forcing increased taxes, and jumps in employee health
insurance costs.
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The scope of the problem quickly becomes evident when we look at the
statistics on the total dollar amounts of capital construction in health care
approved by New York State over the-last few years. In 1979, the State
approved $236 million in new projects, and $369 million was sanctioned in
1980. Llast year, capital projects with initial cost estimates of $815 million
received State approval. This year, we are faced with projects totalling
nearly $3 billion. This figure is well in excess of anything which we
consider reasonable or acceptable in an era of limited and contracting
resources.

By some estimates, the total capital costs including interest costs,
could be $10 to $15 billion. The cost to the federal Medicare program alone
could be $6 billion. - 3

What is our response to this development? If there truly exists a
demand for $3 billion worth of construction to keep our health care delivery
system operating in an effective, efficient, and responsible mamer, then
there must be aome way of determining which projects are absolutely necessary
now, which are deferrable, and which can be reduced in size and scope in order
to meet needs while reducing costs. If a lesser amount is required, we must
be able to determine the bare minimm. In February of this year, in his
Amnual Health and Human Services Message, Goveamor Carey identified the .
Department of Health's obvious responsibility to dewvelop, ''a capital
allocation process to consider the relative, rather than absolute, merits of
any certificate of need application."
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We have already begun to address this issue. A 'blue ribbon psnel"
appointed by the Comuissioner of Health is assisting us in this task. They
will look at such issues as: the need for capital expenditures in the State,
whether or not we should allow hospitals to make capital investments when
interest rates are high, and how we can detemmine the relative need of the
proposed capital inmvestments that are before us.

New York State has also pursued a strong program for utilization
.mview. Working with the Professional Standards Review Organizatfons (PSROs),
we designed a utilization review program that:

1. targetted effective reviews;

2. prohibited weekend admissions except for emergencies;

3. provided incentives for preadmission testing;

4. required an independent second opinion for all overutilized and

high risk procedures;

5. provided reimbursement penalties for unnecessary preoperative

stays of more than one day; and,

6. provided reimbursement incentives for performing some surgical

procedures on an cutpatient basis. .
Over the last several years, there has been a noticeable decline in the
average mumber of days patients stay in New York hospitals.

In conclusion, I only add that New York has been successful in
controlling costs. New York's cost containment program has provided medical
facilities with the incentive for efficlency and the will to contain yearly
cost increases. But, we are now working on a better gystem:
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1. a system that allows all payors, including Medicare to use a

" prospective rate setting formula; ‘

2. a system that covers several years and provides the hospital
industry with stability;

3. a system that provides incentives for efficlency and econoay;

4. a system that is used by all payors and eliminates the
differences in third-party reimbursement programs;

5. a system that can be sensitive to individual hospitals and
special commumity needs; and,

6. a system that is tied to effective health planning and
utilization control.

) 1 encourage this Oomitteetob\dldaupmt}e lessons that we in New
York have learned. Perspective reimbursement for Medicare and Medicaid is a
necessary but not a sufficient next step. It is not sufficient because it
would still allow hospitals to continue to avold hard management decisions by
merely shifting costs to non-Medicare/Medicaid patients. States given the
proper incentives and encouragement can solve this problem by further mﬂning
or creating progransfhat apply these principals to all third-party payors.

" Such programs can be designed to recognize unique hospital problems and can be
closely tied in a synergistic mamner to health planning, utilization veview,
and other State run programs. -

Ve urge the Committee to move in this direction.

Thank you.

97-561 0 - 82 - 10
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STATE OF NEW YORK
DEPARTMENT OF HEALTH OFFICE OF HEALTH SYSTEMS MANAGEMENT

TOWER BUILDING @ THE GOVERNOR NELSON A. ROCKEFELLER EMPIRE STATE PLAZA e ALBANY, N.Y. 12207

DAVIO AXELROO, M.O. ROOERT M. CRANE
Commtestener Director

~ September 22, 1982

Dirksen Senate Office Building
Washington, D.C. 20510 .

Dear Mr. Lighthizer:

Mr. David Durenberger has requested that I direct to you my
respanses to a series of four questions that he has posed concerning my
testimony to the Senate on June 23, 1982 regarding state hospital payment
systems. My responses, and several attachments, are enclosed. Please
do not hesitate to contact me if you need any additional information.

o e

Robert M. Crane ~
Director
Office of Health Systems Management
Kk
Enclosure(s)
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%timl: Why do you believe a tiree reverue cap, trended for
tion, is more desireable than es ishing an armmwal figure?

: A three-year revenue cap provides hospitals with a predictable,
8 e revenue base. Predictability and a degree of stability in revenue

flows are ameq\dsites of sound long term financial plaming for both
hospital strators and third party payors. Additionally, incentives -~
to control oostarest:na%thmedas the base year will not change for the

three year period. Establishing an ammual figure, possibly based upon the
introduction of new cost containment incentives each year, not only helps

to generate an uncertian reverue environment (thus placing long-term

resource allocations on rather tenuous ground), it also vitiates the good

faith attempts of hospitals to r to presumbly reasmable cost controls
one year because these cost controls may be substantially changed the

following year. A three year methodology is & message to the hospital industry
that third party 8 have developed an empirically sound and equitable
reimbursement me logy that they are willing to maintain for more than

just & year. We are camfortable with this three year commitment and

confident that it protects the interests of both the people of the State of
New York and the hospitals upon which they rely. The support of the

hospitals in New York State indicates that they share our confidence and are
equally content with the long term commitment to the methodology we

have jointly developed, ’
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Question #2: Would you explain your procedures in determining unnecessary
cost related to excessive patient lengths of stay and other umnecessary costs
incurred by hospitals as indicated in your statement.

E?EL“ Three standards have been developed to evaluate the cost performance
of non-specialty hospitals. One standard, applied to the professional
camponent costs (physicians, interns and residents, and supervising physicians),
will hold these costs to a base-to-base (e.g., 1980 to 1981) limitation
Eeﬂecting the physician's salary component of the New York State Inflation
actor.

A second standard is applied to ancillary costs measured on a
per discharge basis. -

- Each hospital's ancillary costs are held to a case-mix-adjusted
standard equal to 105% of its peer %roup's average ancillary cost, i.e., those
ancillary costs in excess of 105% of the group average are disallowed.

Because the ancillary cost standards depend on our peer grouping methodology
as well as case-mix adjustment methodology, these are both described fully
in Attachments A (Peer Gzoupi:? Methodology, B (Case-mix Index Calculation)
and C (Exarples of case-mix Adjustment to Peer Group Ceilings).

The third standard is applied to routine costs, and is most
accurately described as a case-mix adjusted peer group average routine cost
per expected day. In effect, our methodology adjusts each hospital's routine
costs by case-mix as well as by expected length of stay (LOS), before these
costs are coopared to its peer group average routine cost. Again, we have
placed a corridor an this group average, cost, recognizing cost differences
between facility's control. In this case, the corridor is 7.5% above the
group average, i.e., those routine costs in excess of 107.5% of the growp
average are disallowed. This routine cost standard is calculated on the basis
of the same peer groups used for the ancillary cost standard calculations.

The case-mix calculation, this time for LOS adjusted for case-mix, is described
in Attachment D, The application of the facility's case-mix adjusted LOS to
its routine costs, and the calculation of ceiling penalties If any are
described in Attachment E.

The three cost standards described above apply only to non-specialty
hospitals. Specialty hospitals are "one of a kind" hospitals, whose case-mix
and services are substantially different from regular acute hospitals. Such
facilities include hospitals that admit only patients with certain diagnoses
such as cancer and related diseases, or with diagnoses inwolving the eye and
ear, Rehabilitation and psychiatric hospitals are also accorded specialty
status. Attachment F fully describes the cost standards applied to specialty
hospitals, but generally these hospitals are held to a base-to-base limitation
based upon the allowable cost growth for non- ialty hospitals in the
specialty hospital's Health Systems Agency (I-Sige:egj.on.
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tion #3: How were you able to eliminate the ability of hospitals to
costs to patients not covered by your program?

Res, e: I believe that, in referring to our program, you are referring to
the t%ee major third party payors, Medicare, Medicaid and Blue Cross. We
share your concern that, in aur efforts to control the costs of Medicare,
Medicaid and Blue Cross, we do not allow costs to be shifted to commercial
insurers and private pay patients. We have addressed this problem by passing
legislation to limit anmual increases in hospital charges to the hospital
price index which 1s adjusted for the ratio of current charges to costs in the
facility. This legislation has the effect of gradually lowering the charge
level. Begimming in 1984 a further change will be made by having Workers

tion and No Fault pay charges instead of per diem rates calculated
from the Medicaid rates.

For 1984 and 1985, hospitals must set their charges such that the
hospital's Blue Cross rate, adjusted for uncovered services, is at no more
than a specified discount from the charge rate. For 1984 and 1985, this
discount will mot exceed twelve percent for those hospitals which had a
discount of less than twelve percent during the previous year, will be no
greater than the discount in effect during the previous year for those
hospitals whose previous year's discount was between twelve and fifteen
percent, and will not exceed fifteen percent for all others. For 1986 this
discount will mot exceed twelve percent.

stion §#4: Does your program take into account cost differences between
I:L:_ac-ﬁ]@mn-teachmg, large/small and urban/rural hospitals?

We do indeed recognize these cost differences through both our
groq:% methodology and adjustments to specific hospital costs such as wages
and energy. Attachment G describes the wage equalization factor. Attachment
H describes the power equalization factor, .

The grouping methodology described in Attachment A, explicitly
recognizes differences in tea non-teaching and urban/mal hospitals by
particim:lng all New York hospitals into four groups before any seed clustexs,

or peer groups, are developed. The four sets of hospitals created by the
partitioning are upstate teaching, downstate teaching, upstate non-teaching
and downstate non-teaching.

A separate set of grouping variables is developed for teaching
hospitals and for non-teaching hospitals. VWithin each set of grouping variables
is a variable which constitutes a measure of size, i.e., total mumber of
certified inpatient beds. The grouping variables however, acknowledge a
far wider set of cost-influencing variables than a hospical s location, -
teaching status and size. The grouping variables also acoount for cost
differences explained by such factors as patient age, payor mix, services
provided, case-mix and occupancy. As shown in Attachment A, in 1982 there were
ge grt;upi.ng variables for teaching hospitals and 11 for nm—tead'd.rg

pitals.
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Attachment A

1982 GROUPING METHODOLOGY (to be used in 1985 as well) & 1952 GROUPING VARIABLES
Methodology

New York étlte uses a8 grouping uthodol&d called seed clustering.
Mhat is seed clustering? Seed clustering is a process or algoritha which
Tdentifies for each groupable hospital (called the “seed" hospital) at least
four but no more than 14 other hospitals most similar in terms of the values

of the "grouping” variables (Note: group size then can vary from five
to 15).

How are varisbles selected? Regression analysis; t-statistics and r-squared are
used to judge quality of the variables.

Once variables are selected, then what? Ultimately, we would like to compare
each of the seed hospital's grouping variables to the corresponding grouping
variable of every other hospital in the universe and compute a difference and
then somehow summarize these differences across all variables for all

hospital pairs. Therefore, if there are (say) 16 grouping variables and (say)
60 hospitals, then $S9 sets of 16 grouping variable differences must be
calculated for each seed hospital and somehow the 16 differences must be
summarized for 59 pairs. But the 16 grouping variables are all in different
dimensions (e.g.,number of certified beds, number of extracorporeal procedures),
how can the differences be summarized? The grouping variables are just Z-scored
for every hospital so they are all measured in the same dimension (i.e.,standard
deviations from the population mean).

Are all variables weighted equally? No, the variables are weighted by the
beta weights (i.e., standardized regression coefficients) from the regression
equation. .

How are the 16 grouping variable differences between the seed hosvital and
each of the other Eospgtals with which 1t can be ggouuea summarized? A
Summary measure, called the seed distance, is computed. The seed distance,

also called euclidean distance, is the square root of the sum of the
squared differences.

What happens after the seed distances between the seed hospital snd every
other hospital with w it can be grouved are computed?

a. Ranking: The hospitals are rank ordered (from the closest to the
arthest seed distance) from the seed hospital.

b. The "Natural Break' is then computed at largest pairwise difference
in seed distances.

c. Second cut point computed as 1.4 times the average seed distance of
the first five hospitals.

d. The smaller group size (but at least five) is determined from b and ¢
above. '
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Example 1: Find a group for the first of ten men based upon weight.

Mo Neight 2-Score
! 160 1603875 « 122
2 180 -.38
s 178 -.58
4 190 11
H 205 .77
6 156 -1,66
7 210 .96
8. 230 1.88
9 195 .33
10 180 -.33
Y « 187.8 0= 22,8
Rank Order , Man 6 3 2
from Min #1° Seed Distance .44 .67 .89
Group Cut F:—i{v_:se :f? fjf if(_’

sfter Man #7° Differences
Group Cut . Second -
after Man #10° Cut Point

Group for Man #1 = 6, 3, 2, 10

Example 2:

" Seed Distance from Man ?1

0.89 = 1 * (-1.22-(-.33)%
0.67
1.33
1.99
44
2.18
3.10
1.55
.89

10 4 9 5 7 8

.89 -1.33 1.55 1.99 2.18 3.10
180 190 195 205 210 230
.- 44,22 44 19 .92¢

((.44 + .67 + .89 + .89) /5) * 1.4 = .81

Find a group for the first of ten men based upon height and weight

(the similarity or weight is more important than height, so weight, weight and

height, .75 and .25, respectively)}.

Weight Height

Man  Weight 2-Score Height 2-Score Seed Distance from Man #1

1 180 \bs. -1.22 5.8 fr. 0 _

2 180 -.33 6.0 0.8 .89 s .75(-1.22¢.33)%.25(0-.8)2
3 s -.55 5.6 0.8 .70

« 1% a1 6.0 0.8 1.22

5 208 77 6.1 0.8 1.7

6 150 -1.66 5.5 1.2 .7

7 20 .96 5.7 -0.4 1.90
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Neight Height
Man  Weight Z-Score Height Z-Score Seed Distance from Man #]
8 230 1.88 6.2 1.6 2.80
9 195 .33 6.0 0.8 1.40
10 180 -.33 5.8 0 .77
o
T
X = 187.5 ¥ =5.8
N  « 22,6 ¢ = .25
Rank Order
: Man 3 6 10 2 4 9 s ? 8
from Man #1 ° zo0d Distance .70 .71 .77 .89 1.22 1.40 1.77 1.0 2.80
Weight 178 150 180 180 190 195 205 210 230
eight 5.6 5.5 5.8 6.0 6.0 6.0 6.1 5.7 6.2
Group Cut . Pairwise eee eme eem aew .33 18 .37 .13 .90°
after Man #7 Differences i * . : :
Group Cut . Second
after Man #2 ° Cut Point = ((.70 ¢« .71 « .77 + .89)/5) * 1.4 = .86

Group for Man #]1 = 3, 6, 10, 2
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Grouping Varisbles Used . .~

Upstate Teaching Hospitals

1.
2,

Average patient age

Percentage of Medicaid days x percentage of Blue Cross days
Blue Cross service index

Total number of certified inpatient beds

Occupancy Percentage

Total number of residents and fellows per bed

Percentage of Medicaid days

Total Number of extracorporeal vrocedures

Case Mix factors

Downstate Teaching Hospitsls
(Same grouping variables ss upstate teaching hospitals)

Upstate Non-Teaching Hospitals

1.

~

N O s
. by . .

10.
11.

Percentage of Medicaid days x percentage of Blue Cross days
Percentage of new cancer registry cases per discharge -
Blue Cross service index

Total number of certified inpatient beds

Occupancy Percentage

Total number of residents and fellows per bed

Percentage of surgical days

Ratio of ancillary costs to routine costs {less professional
components)

Fercent of Mcdicaid days
Average patient age -
Case Mix factors (which measure variation in proportion of cases

in major diagnostic categories - autogroup patient classification
scheme and diagnostic related groups)

Downstate Non-teaching Hospitals
(Same varisbles ss upstate non-teaching hospitals) R
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Attachment B

CASE MIX INDEX CALCULATIONS

A. Introduction

The 1983-1985 hospital reimbursement methodology contains an
automatic case mix adjustment to the cost ceilings applicable to & facility's
rate. This adjustment recognizes differences in case mix between the facility
and the group that it is compared to for ceiling purposes. Changes in the
facility's case mix from the base year used in the rate calculation to the
rate year will continue to be adjusted upon appeal. This chapter provides
a-background of the State's approach to recognizing case mix differences
and the effect of these differences on costs. It also provides the
methodology to implement the case mix adjustments.

B. Background

Case mix has been a major focus of attention in the hospital
industry during recent years. Research studies have demonstrated that the
complexity of case mix can account for a significant amount of the cost
differences found among hospitals. This information has motivated the OHSM
to institute methods which would appropriately take into account differences
among hospitals’ case mix. Case mix reimbursement methods have been imple-
“mented in Maryland, New Jersey and Georgia, and are being considered for
national application by the Medicare program.

New York State began to develop its expertise in case rix in
1978 with funding by the Federal Health Care Financing Administration of the
New York State Case Mix Study (CMS). The Case Mix Study is conducted under
the auspices of OHSM and with the assistance of the Hospital Association of
New York State (HANYS). Participants were recruited by CMS and HANYS
to obtain a stratified 10V sample of acute care institutions located in
areas throughout the State. Each participant supplied the Study with the
following basic data: (a) an itemized patient bill and medical record
abstract for each 1978 discharge: (b) a copy of the Uniform Financial
Report (UFR) submitted annually to third narty payors for reimbursement
rate computations; and (c¢) 3 Financial Questionnaire designed by OMS
to identify in detail the cost of each hospital department reported on
the UFR. Participating hospitzls receive management reports relating to
case mix data including hospital costs organized by Diagnosis Related
Groups (DRG). a patient classification system developed at Yate University.

Several patient classification systems can be used to determine
the mix of cases treated in a hospital including: (a) Diagnosis Related
Groups (DRGs); (b) isocost groups (John Hopkins University): (c) patient
management algorithms (Blue Cross of Western Pennsylvania); (d) Disease
Staging technique (Systemetrics): and (e) information theory (Marvland
Health Services Cost Review Commission/John Hopkins University). With the
exception of DRGs, these schemes are still largely in development stages.
Currently, OHSM helieves that DRGS are the most viable classification
system available for the purpose of identifying overall resource consumption.
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Patients are assigned to one of 383 DRGs on the basis of primary and
secondary diagnoses, operative procedures, and age, all of which are reported
on the medical record abstract. Each DRG represents an sggregation of similar
disgnoses that are consistent in terms of their snatomical and/or physiopathological
characteristics. In addition, the classification method 1is sensitive to secondary
compl ications, operative procedures performed for the patients, and, to a moderste
degree, patient age. Since 383 mutually exclusive DRCs are used, analysis of
case mix is available in terms of manageable number of groups, most of which
possess a substantial numbar of cases.

Matched hospital discharge data and bills are costed into DRGs through
a cost finding process. Tables 1 and 2, attached, illustrate the summary reports
that can be generated. Table 1 provides the average cost per case for each
of five (5) hospitals for six DRGCs. Table 2 provides detailed cost information
for five (5) hospitals for s particular DRG.

Average cost per case or day is used to establish a relative value
for case complexity in each of the 383 DRCs.

From the data in Table 2 (collected and processed for 3} New York
State hospitals for the 1978 base year), four major indices can be computed for
each DRG: ancillary cost per case, routine cost per day, total cost per case
and total cost per day. The computational approach used is the same for all
four indices. The steps necessary to deternine the routine cost per day index
is as follows: *

Step 1. For all the hoipiuls in the study determine the total
routine costs applicable to each DRGC and also the total
days applicable to each DRG.

Step 2. Determine the average cost for each DRG by dividing total
costs by the total days for each DRG. N

Step 3. Determine average cost per day for all patientsdy dividing
total costs by total days.

Step 4. The relationship of each DRG's average cost per day to
average cost per .day of all patients forms the index for
that particular DRG. For exanple, if the aversge cost per
day for the DRG is $300 and the average for sll patients
is §250, the index for the DRG 1s 1.2.

Since the average for all patients is "1", indices greater than |
indicate cases more expensive than the average and those less than 1 indicate
cases less expensive than the average. Tadle 3 is a sample of some of the
weights which were calculated for each DRG based on an operational cost per
day. The weights show that DRG #1 (Diarrheal enteritis under age 16, wgt. .665)
costs less per day to treat than DRG #127 (Ischemic heart disease except AMI
with shunt oper, other major operations, wgt. 2.099).

The case mix index for a hospital is developed by taking the hospital's
discharges or days for each DRG and calculating a weighted average across all
DRGs for the hospital (an example calculation is shown in Table 4). The group
average {s calculated the same way but using the entire group's data. Hospital
specific and group average case mix index numbers are shown in Table S.



TABLE !

RAIIK ORDER AVERAGE COST PER CASE IN SIX ORGS
TEACHING HOSPITALS A,8,C,0, & E

Average Cost Per Case.

DRG | : Description Rank A 8 C 0 €

127 Ischemic Neart Disease Except AMI with 1 . 11689 7 6547 8139 12930
Shunt or Other Major Operation .

121 Acute Myocardial Infarction 2 5018 63 6687 5250 6238

23 | CA of Breast with Operatfon without 3 2470 2202 J697 258} 2461
Secondary Ulagnosis

204 | Abdominal Hernfa of Age Over 64 with 4 1530 1834 2906 1851 1759
Hinor Repair Operation ‘ :

150 | MHeworrhotds L 1304 1519 1678 1304 1324

159 | Acute URI or Influenza of Age Under 45 6 566 776 836 661 736

Source: 1977, New York State Case Mix Study, Phase I.

Case Mix Profile Analysis.

(44)
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Table 3

15
73
97

120
127

165
a3

ke
80
314

1)
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Examples of Service Intensity Weights for

Selected Diagnositc Related Groups

Enteritis Diartheal Dis of Age
Under 16

Ca of Resp Syst WO Oper WO DX2

Ca of Resp Syst W Bipsy,
Endoscpy, Oth Minor Oper W DX2

Diabetes of Age Under 36 WO Oper
WO DX2 or W Minor 0X2

Epilepsy, Migraine, Brain Dis
{Unspec) WO Oper WO DX2

Hypertensive Heart Dis N Oper

Ischemic Heart Dis Exceptr AMI
¥ Shunt Oper, Oth Major Oper

Pneumonia of Age Under 31

Liver Cirrhosis WO DX2 or W
Minor DX2

" Dis of Pancreas WO Oper

Delivery With C-Section

Cong Anom of Ht (Valve,Unspec)
N Oper on Ht (Valve,Septum)

Norsal Mature Born

Fx (Skull,Face,Forearm,Tibia,
Fibula,Foot, Hand) WO Op,
Age Lt 30

Burn of 2nd Degr Compl, 3rd
Degr, More Than 20Lof Body

Cost/Day )

Routine/Day Ancillary/Cost
SIN SIN SIW
.851 . 205 .665
.926 641 .830
991 1.884 .950
.826 384 672
.87 .408 1747
1.159 1,492 1:112
1.564 $.837 2.099
837 .356 .693
904 .738 848
898 848 848
1,046 1,308 1.113
1,828 4,950 2,039
.722 048 463
.988 .252 .800
2.080 4,062 1,889



© TABLE 4

) CALCULATION OF CASE MIX COMPLEXITY INDEX AT THREE HISPITALS

Ams:::ll"’ Cases% SIM Clses% S Clse's_";’m%:—e_sl. S!Il
:99 13 12.00 29 .71 . 12 11.88
1.70 k]| 52.70 i 52.70 16 21.20
L1 100 117.00 148 173.16 104 215.20
1.91 168 320.88 243 464.13 162 309.42

' .

2.65 78 206.70 98 - 25970 - 82.15
5.74 12 4.8 50 287.00 © 80 459.20
2.51 2 _52.711 ns - _29.18 | _8 _20.08

403 117.14 m 1561.58 493 1125.21
2.44 2.18 ‘ 'o2.28

44541



Group Case Mix Index
Group Cases

Hospital A

Nespital 3

Hospital C
Growp

Hospital and Group Case Mix Index Numders (Ancillary)

$4

78
432
573
207
202
147
1,693

s

.99

1.70

1.17

1.91

2.65

§.74

2.51

Cases

443
712
493
1,693

Cases x SIV

$3.46
132.60
$0S .44
1094.43
548.55
1159.48
368.97

3862,93
Case Mix Index = 2.283

Case Mix Index

2.4
2.18 -
2,28
2.28
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Attachment C

EXAMPLES OF CASE MIX ADJUSTMENT TO PEER GROUP CEILINGS

.(i) Facility Which is More Complex Than its Peers

Before Case Mix Adjustment:

Facility's routine cost per day $230
Group average with 5% corridor 210
Routine disallowance 320

’

Case Mix Adjustment

Facility's routine case mix index 1.10
Group average index 1.00
Difference .10
§ facility's case mix more difficult
than group average 10%
Groun gverage routine cnst per day

(without corridor) $200
§ facility's case mix more difficult 10%
Adjusted group average $220

Since this adjusted group average (without a corridor) exceeds the
previous ceilings, the facility's new routine cost ceiling will be $220, which
results in an adjusted routine disallowance of $10 a day. If the adjusted group
average did not exceed the ceiling, the ceiling will have remained as before.

(ii) Facility Which is Less Complex Than its Peers

1f a facility's case mix index is less than tliat of the group, there
will he an adjustment only if the facility's index is more than 5% below the
average. The group average cost would be decreased by that portion of the
percentage that exceeds 5% and the original 5% corridor then added to this
adjusted group average.

Case Mix Adjustment

A B

Facility's routine case mix index .97 .90
Group average index 1.00 1.00
Difference -.03 -.10
% facility's case mix less

- difficult than group average 3.0% 10.0%
Group average routine cost per day

(without corridor) $200 $200
Sfacility's case mix less diffizult 3.0% 0%
Adjust by 5%

Adjusted group average No adjustment $190
Add original $% corridor less than 5% 10
Adjusted routine cost ceiling $210 3200

' (same as original)

97-561 0 - 82 - 11
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Attachment D

CASE MIX ADJUSTED 1982 LOS STANDARDS (Methodology to be used in 1983-1985 as weli)

Statevide hospital case =iz data wvere clinically and statistically
analyzed to determine the major age/diagnostic cells (MADC's) suitable
for the purpose of setting the 1982 LOS standards. Five hundred
forty-two (542 )MADC's were 1dentified as being significant, resulting
from collapsing 4,316 original cells (83 major diagnostic categories, 13
age categories, the presence or absence of surgery, and the presence or
absence of secondary diagnosis).

' Table 1 shows, for fllustrative purposes, the results of collapsing
the 52 original cells (13 age categories, the presence or absence .cbf
surgery and the presence or absence of secondary diagnosie) for the major
diagnostic categoy, Infectious Diseases. The analysis indicated that the
significant age categories for Infectious Diseases are: less thaa or
equal to 30, greater than or equal to 31 but less than or equal to 80,
and greater than 80. The presence or absence of surgery and the presence
or absence of gecondary disgnosis were doth deterained to be significant;
therefore, as the tabdle illustrates, & cell divisions are retained for
each nev age category defined sdove. Since the originsl 13 age
categories are collapsed into 3, oaly 12 (3 x 2 x 2) of the original 52
cells remain; these are indexed MADC's 1 through 12.

Certain of the original 4,316 veu>no: collapsed because their saall
case frequently makes it difficult to derive meaningful statistical
coaparisons. For this ssme reason, these same cells vere deemed

pon-comparable and so wers excluded from the LOS standard computation.



159

‘om0 ICAYIP )™ 10T, Yoy . . e eoem. .
2ajox 931En0RTIE .s._cm_u_mmmm.- !_l_mm

‘\
NaADC [ X14'Y ake, Pafslnle PutgEnlr .' '.'l‘ TorsL
TR R 0 ﬂLlai"}- TR, tald™ Lo

v 110 W e T ] L] 2007
« oy 117 » »e. o543
hans T o3, Latd [+ b d I
b e iy »_° "0 .
] . (& ﬁ
— 7, 2123 .0 o]
1 [ dos)3 o Lo d
e RADE BRy)P fteenng s 200
. 3%, [l R o L
0 ol = ;1
3 1 o1 - R
i Hi - v
WKW T e
 H 5 YT er .
. o3 13 ”w : ~
e H 30 AT e b d
. ’Io Rl YE gy .
3 % 5 Y¢ Lo
3 1-. 2123 e -~
i 3h Tis " .
Mla #AXC G40 » avenony 3 8
s, . Vg 3 v i
1. . I:. l" . M
ol
—_— '4-——11 N s—— 7 ¥
., o, Roo) . r ves
“WEOBRTC NP T v 133
. 3% 317 L 1) ]
. 9, 4133 .0
. ¥, 31%eY Lo N LB
« a7, a3y [ ] 0
. T 130 1 ~TYYYNST Li1] 117 ;.
Ve - L) JISTF ﬂ "YI§
[ 3 .50 [ C_Yts
———— S - S —— | ———
o, 0, 8320 ~) yes
XL KITT T TR Y +Te
. (30 “Tiedr 3
- 9 o a1e80 " »
* ..' .s.:: :‘ b
w-‘m-nw.—'——rmrsr—,——lﬂ o T,
u-‘-.l N A lh § Vo0 l':"l:o
81! : ] s
—:'——-2! ‘;3%5 Ez vu ‘.l
. [} 8§e! ! N
- 'e. . " N *“ "‘3 ‘
(1O L ] ol T Ta)e HITK
nta RADC SR0uP esseany o0 * ose “0 $es88 - !,,
19 ve?, ovEn s ) es 1,07 18,718 18,048
‘K”m‘ . IO Tie ate (ry 12 o 171 ' Wi,
10 e ONrIY L] L) = 1 34 tR{
We RAXE GO ers0eee 0 0 3o . “l 11,308
12, 186, oved 8a ves_ g ass 11,908 20,19
TYTYYYYY "y Yy L] 7 Zumaamn 2 1) 4 1 Summmmm" 1 ry
IANZ 1




160

Ooe hundred forty-seven thousand cases (6.0 percent of total cases)
representing 6.7 percent of total days were excluded from groups suitable
for standards.

Use of selected disgnoses for standard development involves two
specific changes from prior y;ar applications:

(1) Previously, a hospital's individual case mix-adjusted expected

LOS was compared with its sctual LOS derived from the annusl
financial report. Using selected diagnoses, however, requires
comparing the hospital's expected LOS with discharge dats
submitted by the facility.

(2) To construct complete diagnostic case mix profiles for each

facility, 1980 data were used.

Pour unique sets of LOS standards were developed for the MADC's —
ons each for upstate teaching, upstate non-teaching, downstate tesching,
and dowvnstate non—teaching hospitals — to recognize the significant

variations in lengthe of stay among regions and by teaching status.
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Attachment E

1983 COMBINED ROUTINE/LOS CEILING CALCULATION . .

The nev combined routine/length of stay ceiling would use expected
days rether than actual days in the computation of routine costs per
day. The expected days would be calculated by multiplying the facility's
expected length of stay standard (adjusted for all cases) times its
actuyl discharges. A facility's expected length of stay standard would
be calculated as it currently is in the determination of the length of
stay disallowance. (See Chapter II - C)

Q) (2) (3) 4) (&)
Routine Actual Actual Adtusted
Hospital Costs Days Discharges Standard LOS*
A $ 8,470 77 11 7
(Seed Hosp.)
B 18,000 180 20 10.8
[ 4,500 30 10 6
$30,970 307 41 8.61
(6)=(4)x(S) ' (7)=(2)~(6)"
Expected Routine Cost
Bospital Days Per Expected Day $87.73 would be case
mix adjusted. For
A 7. $110.00 - 1{1lustration assume
no adjustment
B 216 83.33 necessary.
[ 60 75.00 $87.73 with a 7-1/22
corridor = $87.73 x
353 $ 87.73 1.075 = $94.31
ceiling.

Yor seed hospital A, routine cost per expected day less the
Ceiling = $110.00 - $94.31 = $15.69
$15.69 z expected days = $15.69 x 77 = $1,208 dissllovance.

*® The present standard LOS is derived from a saaple of cases. The sctual
hospital LOS of all cases can be efther higher or lower than the actual
10S of these cases included in the sample. Therefors, the standard LOS
should be adjusted to equal the ratio of actual LOS of all cases for that
hospital to actual LOS of the sample for that hospital multiplied by the
present standard LOS.
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Attachment F

LIMITS ON ALLOWABLE COSTS FOR SPECIALTY HOSPITALS
Facilities Affected -

Because of a substantially different case mix and substantial
differences in the services provided compared to regular acute
hospitals, therc are several hospitals which historically have not
had all their costs subjected to normal peer group standards. For
1950, these facilities were held to no routine or ancillary ceilings.

Specialty facilities include one of a kind hospitals,
rehabilitation facilities and psychiatric hospitals, A list of these
facilities in attached.

Froposed Cost Limits for Specialiy Hospitals

Failure to consider any standard of efficiency for specialty
facilities provides no incentive for these facilities to control costs.
To provide a reasonable standard, therefore, a regulation was previously
adopted which limits a specialty hospital's increase in operating cost per
day for 1982 rates to the weighted average operating cost per day increase from
1979 to 1980 for non-specialty hospitals located in the specialty hosnital's
region--a base-to-base limitation. These limited costs would thereafter
be increased by the trend factor similar to non-specialty facilities.
Costs not included in the calculation of routine and ancillary ceilings
would be excluded from this limitation. The regions used would be the
Health System's Agencies (HSA's).

It is anticipated that specialty hospitals could appeal this
limitation 1f the facility added significant approved new services in
1979, thereby causing excessive cost growth,

Examples of Calculation

a) Specialty Hospital A

1979 >perating costs per day $202,90
1930 operating costs per day 221.60
percent change 9.2%
average cost growth for region 8.5%

allowable 1980 base year operating costs = $202.90 x 1.085 = §220.15

pr—

b) Specialty Hospital B

1€79 operating costs per day $178.90
19%0 operating costs per day 188,50
- percent change S.4\
average cost growth for region 8.8%
allowable base year operating costs = $188,50

RCC Adjustment

The RCC adjustment methodology, as described in a prcvious chapter
of this text, will be applied subsequent to the cost limitation described
above.
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Facilities Suhject 2o Limits on Allowable Costs for Specialty Hospitais

Unique Hospitals

Bellevue Marernity

St. Barnabas New Yorh Fyc and Far -
Children's Hospital - Buffalo Kingshrook Jewish
Calvary

Roswell Park Detox Unit - Roosevelr - St. Lule's

Manhattan Eye and Ear Mental Retardation Institute
Memorial Hospital for Cancer

Hospital for Special Surpcry -
St. Francis - Roslyn

Rehatilitation Hospitals

8. S. Coler

7 Biythedale Children's
Brunswick - Rehab. Unit
Burke Rehabilitation
Children's Hospital - Utica
Goldwater
Helen Hayes
Institute of Rehab. Medicine
Monroe Community
Summit Park - Rehadb. Unit
Sunnyview

Psychiatrics

Benjamin Rush*

Brunswick Hospital - Psych. building*
Falkirk*

Four Winds*

Freeport*

Gracie Square*

High Point*

Linwood Bryant*

Rye*

South Oaks*

N.Y. Hospital - Westchester division
Sumeit Park - Psych. Unit

St. Vincent's - Westchester division

« Article 31 facilities, no longer certified by the OHSM.
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- Attachment G

Wage Equalization Factor (WEF)

Purpose

The State has historically grouped hospitals without regard to
location. This necessitated the development of a mechanism that would
equalize each hospital's salary and salary-related costs, i.e, fringe
benefits, to reflect differences in the price of labor. The wage equali-
zation factor is designed to accomplish that goal.

Source Data

The WEF attempts to measure differences in salary prices, not
differences in salary costs. Consequently, the data source must allow
calculation of average salaries holding occupational mix constant.

Based on the recommendation by an ad hoc advisory group consistirg
of representatives of OHSM, the Hospital Association of New York State, and
hospitals, OHSM developed a survey to measure average hourly rates by func-
tional titles. These titles are as follows:

1) Nursing aides and orderlies

2) Licensed practical nurse (regardless of whether or not they
are licented to administer medication)

3) Registered nurse, nonsupervisory, including head nurse

4) Patient food service worker

$) X-ray technician (licensed or registered)

6) Laboratory technologist/technician

7) Housekeeping aides and attendants

WEF Methodology

The current methodology is the same as that used for 1981. The
major advantage of the WEF methodology is that it allows facilities to be
compared against statistics which are tailored to its employee mix. It
does so by applying a standardized salary level to each hospital's own
occupational mix. This has the effect of neutralizing the difference in
wages and fringe benefits between facilities across the State.

Another advantage of the WEF is that it is hospital specific, that
is, every hospital will receive its own unique WEF based upon its own data.

WEF is calculated as follows:

1. Calculate statewide weighted average salary for each occupation.

2. Calculate actual weighted average salary for each facility
(weighted by actual hours paid exclusive of on-call and
overtime hours).

3. Calculate weighted average salary for each facility using
facility's occupation mix and statewide weighted average
salary for each occupation.




165

~ Attachment H

Power Equalization Factor (PEF)

Introduction

Similar to the wage equalization factor, the power
equalization factor is intended to adjust electric power costs so that
differences in electric rate levels between hospitals are neutralized
prior to peer group comparison. Use of a power equalization factor
in the reimbursement system recognizes that the price paid by a facility

for electricity varies from place to place and is not generally at the
discretion of the facility.

The data base for calculating the PEF consists of:

1. Rate information for each of the seven utility companies
1n New York State. This information reflects rates per
KWH across various consumption levels, demand changes,
fuel adjustment changes, and seasonal rate differentials
for each of the seven companies.

2. Average utilization levels for hospitals within each of
the utility company's service areas based on a limited
survey conducted by HANYS in 1974. These same utiliczation
levels are currently used to compute electricity price
movements as part of the trend factor computations.

Methodology

The methodology standardizes utilization to that cf the "seed”
hospital or the facility for which the ceiling is to be calculated and
inflates or deflates the electricity cost of the other facilities in the

seed hospital's group to adjust for differences in utility rate levels and
rate structure.

Differential = Cost per KwH of Seed Hospital at Seed Hospital Usage
Cost per KWH of Grouped Element at Seed Hospital Usage

The following matrix represents costs per KWH based on three
average utilization levels, and three different rate-levels and structures.

Utilization Rate Structure
CE NIMO LIL
Con Ed (Facility A) $7.63 $3.38 $5.34
NIMO (Facility B) 7.64 3.38 5.60
Long Island Light
(Facility C) 8.36 4.14 5.29

1f Facility B's peer group ceiling were under consideration and
Facility A and Facility C were in its group, the adjustments to electricity
cost would be as follows:

Facility B 1.00 (3.38/3.38)
Facility A .44 (3.38/7.64)
Facility C .60 (3.38/5.60)
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Senator DURENBERGER. I am going to have to take 5 minutes to
go over and vote. And, Mr. Schramm, you have been sitting there
for some period of time.

By way of suggestion, when I get back, one of the first issues I
would like to deal with is the whole issue of capital, which is where
Bob Derzonstarted. .

That can be viewed several ways. One is the school closure exam-
ple, which you used and was reacted to in Rochester. Another,
from the possibility that prospective rate setting could have an ad-
verse impact on having adequate or sufficient capital in the
system; and also, as suggested by an earlier question, I do have con-
cgrng ?ibout how these systems permit us to sort out the good from
the bad.
hSo when I get back maybe we can kick off with your reactions to
that.

[Whereupon, at 3:15 p.m., the hearing was recessed.]

AFTER RECESS

Senator DURENBERGER. We can proceed. I think I laid out in a
general way my concerns.

Mr. Schramm, perhaps you can begin by responding to that from -
Maryland's perspective.

Mr. ScHraAMM. Senator, regarding the capital question, I thought
I would make a couple of observations in Maryland.

First of all, I think it’'s a critical question. Mr. Derzon said it
best. I would point out appendix IV. If there is a blip in the Mary-
land experience in 1979, it really is because we opened so many
new hospital beds. I think the issue boils down to controlling hospi-
- tal growth and insuring an adequate capital base in hospitals, that
is, enough hospitals around to handle the population extant, as well
as to make sure there is enough money to rebuild the hospital capi-
tal stock.

The problem on the other side is you don’t want the industry to
get so big that the burden becomes excessive in terms of drawing
off resources for other social expenditures and economic invest-
ment.

In Maryland we have handled that situation by building into the
rate base every year sufficient moneys to recapitalize the industry,
so there is a 2-percent grant on the base rates every year for the
hospitals to essentially put into the bank for recapitalization.

I think there is one other observation I should make. It regards
the ability of hospitals in regulated States to go into the capital
market and get private sector funds.

As you know, over the last 10 years the amount of hospital con-
struction financed in the private sector capital market, principally
Wall Street bonds, has grown from 5 percent of all hoapital con-
struction to almost 75 percent in 10 years. So the predominate
fashion or function of financing new capital construction in hospi-
tals is through publicly issued debt instruments.

In the State of Maryland we have enjoyed extremely high ratings
on our bonds. Our bonds are issued through a tax-exempt authori-
ty, the Health and Higher Education Bonding Authority. The Au-
thority never issues a bond, as the underwriters won’t take them,
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* unless there is a comfort letter from the Commission to insure that
revenues sufficient to support the debt service will flow through
the life of the obligation.

A number of investment bankers have told the Commission, and
they appear before the Commission on motions for comfort letters,
that in fact the recent offerings coming from our State have en-
joyed higher ratings and lower interest rates because of the com-
fort or security debt holders feel regarding the role the Cost
Review Commission plays in the long-term financial viability of the
State’s hospitals.

Senator DURENBERGER. Would you care to add to that, Mr.
Crane?

Mr. CraNE. Yes. I would ljust add that the issue of capital is of
extreme concern to us. People in New York State are talking about
the possibility of trying to determine a capital budget for the State
as a whole, and then in essence having hospitals compete one
against the other for allocations under that budget. I don’t know
whether we will get to that point, but that’s one of the notions that
is being seriously considered.

Clearly, if we are to consider all of the proposed projects that are
currently before us, given our current standards in the planning
system of absolute need and financial feasibility and other tests,
approval is probably indicated. A major teaching hospital in New
York City that wants to replace itself at a cost of $' billion. It is
difficult to say that that facility is needed. Whether the moderniza-
tion to the extent proposed is needed is another question. We need
tg define and develop a system which helps provide an answer to
that.

Senator DURENBERGER. Let me ask you a question which I want
to remember to ask the next four panelists also, and which I was
reminded of when, I think, Mr. Schramm, you mentioned the
school closing example. It seems to me that in an ideal world—my
kind of an ideal world—when we are changing from prospective re-
imbursement to something else which more adequately provides all
of the incentives that we want in the system, that we might go to a
voucher system. Then you, and you, and you, and everybody gets x-
number of dollars, and you go out and make the choices. Then the
community and the provider react to that by being more efficient
and responsive to patient needs. But we are still a long way from
that. Prospective reimbursement may be a step in that direction
but we have to assure that when we get there there is an adequate .
choice for people to make.

Now, let me make another observation about what I have been
hearing here today. I seem to be hearing a recommendation that
we sort of downshift the process of planning from a federally dic-
tated HSA and certificate-of-need process to something in which we
rely on States and, using Rochester as an example, local communi-
ties to provide us with a more efficient, less costly delivery system.

But I am not sure who, when you downshift, is really making the
decisions about quality and cost. I don’t know whether it is a bunch
of doctors that got together in Rochester and decided, “We want to
hang on to our hospitals we had better get all eight of us together,”
or whether it is some politicians from Maryland who decided, “If
we want to save those important inner-city hospitals, we had better
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start shifting costs of their service delivery over to other hospitals.”-
I wonder whether, ultimately, we will have a system in which the
consumers do play some role.

In the school closure example the consumers really don’t have
that much of a role. There you have a community saying, “We've
only got so many dollars to spend, and such-and-such a population
to spend it on, and we are going to close these schools.” The indi-
vidual consumer, the person in need of education or the parent,
really has nothing to say about it. They can go and protest at the
school board meeting, but they can’t use their tax dollars or any
other dollars to say, “I offer the way these teachers operate in this
setting to the way those teachers operate in that setting.” That
isn’t the way public education works in this country today.

Maybe I am expressing a concern that the provision of health
care might run the risk of going the same way as elementary and
secondary education, where we just sort of downshift it to a local
service delivery system in which the politicians and the community
and the doctors get together and say, “We're going to have so
mang Pospitals, and they are going to look like this and charge so
much,

Is there any risk of that happening under ratesetting in your two
States?

Mr. ScHramM. Well, sir, I think there is a very severe risk, and
it's the risk I think you feel strongly about. That is, it's a risk to
the emergence of a real market system.

I think the approach in Maryland is really a matrket regulatory
approach. We regulate with the idea of establishing incentives in
the ;;egulations which will make people benave as if they were in a
market.

The real risk is if we continue to permit growth of acute-care in-
stitutions, such as Bob has made mention of in New York City.

The commitment to a “star wars” hospital in 1985 largely dis-
places resources that would be available to develop alternative
sources of care. We face that problem in the State of Maryland.
Our planning agencies have repeatedly refused licenses to day sur-
gery centers on the grounds that there was redundant capacity in
the big acute-care hospital surgical facilities.

So in many respects [ think my real fear is, with overcapitaliza-
tion we essentially put in place political demands and political
power groups which will preclude or shut off the ability to generate
alternative suppliers of care. I think this will be a particularly
acute need in the future with the surplus of physicians coming on
board, where I think there is a great promise in terms of all kinds
of new ideas that we would like to see generated in our State.

But if the primary demand is in place, and it's larger in terms of
the extraordinary political influence of these hospitals, it could
foreclose these opportunities. And these are the opportunities, I
think, where the real market could emerge in the future.

Senator DURENBERGER. So, in designing a prospective reimburse-
ment sgstem. we have to be especially aware of these kinds of polit-
ical influences and the pressures that come from a surplus of pro-
viders. s that correct?

Mr. ScHRAMM. Absolutely.
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Senator, I have designed some model legislation that is appended
for the record, and I think the solution is basically a political one.
Legislators or Governors must make a decision, ‘a public decision,
concerning the amount of capital that should flow into this indus-
try. And I think it is largely a decision where, in the State of New
York people blame the regulatory agency. It’s a larger political de-
cision which, you have observed in many other States, Governors
choose to duck behind regulatory agencies.

By and large, it is a full-scale political decision to shut hospitals
in the State. It can’t be anything but a political decision. And in
many cases it devolves to the regulatory agency without proper in-
struction or education of the body politic.

I think actually what we ought to do is make it very explicit,
have the legislature establish the amount of new funds that will
flow in the State’s economy for construction or replacement of hos-
pital capital, and explicitly announce a certain pool of resources
that would be available for funding or financing or capitalizing al-
ternative suppliers of care to the market.

Senator DURENBERGER. Mr. Crane?

Mr. CRANE. In order to have consumers make intelligent choices
within a health-care marketplace, were it to develop, they have got
to be well informed. And it seems to me that one of the intermedi-
ate benefits that you may have by creating some incentives for
States to take a major or larger role in this, and to continue and
even strengthen the health planning process, is to stimulate that
involvement and increase in knowledge of those who participate in
the health-planning process.

I think the process itself can go a long way to making consumers
more intelligent buyers, which, it seems to me, is a prerequisite for
getting where you want to go.

Senator DURENBERGER. Thank you both very much. There are
other questions that should be asked, but our time is liraited.

Our next panel will be the four remaining panelists: Donald W.
Davis, president, Hunterdon Medical Center, Flemington, N.J.;
Francis R. Dietz, president, Memorial Hospital, Pawtucket, R.1;
Joseph 1. Morris, acting assistant commissioner, health planning
and resource development, State Department of Health, Trenton,
N.J.; and John Murray, assistant director of administration: plan-
ning and financial management, State of Rhode Island, Providence,
accompanied by Armand P. Leco, senior vice president, Blue Cross/
Blue Shield, Rhode Island.

Senator Bradley said to say hello to Mr. Davis. He will try to get
back, but I don’t know that he can make it.

Perhaps what I might do is suggest that, since Mr. Davis of New
Jersey was first on this list, we might take the two New Jersey ex-
amples and talk about them, and then take the Rhode Island exam-
l1;:(12‘e and talk about it. That might help my mind work a little

tter.

So, if we can start with Mr. Davis.

Is there a preferable way to go, Mr. Morris?

Mr. Mogrris. Mr. Chairman, T'll go first.

Senator DURENBERGER. All right.
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STATEMENT OF JOSEPH 1. MORRIS, ACTING ASSISTANT COMMIS-
SIONER, HEALTH PLANNING AND RESOURCE DEVELOPMENT,
STATE DEPARTMENT OF HEALTH, TRENTON, N.J.

Mr. Morris. Thank you very much.

I would like to say that I'm not going to read my formal com-
ments. I would like them entered into the record, but I'm too com-
passionate to submit the committee and the audience to reading
more of the same.

I would like to underscore that I agree with much that my col-
leagues from the other States have said, especially Dr. Schramm
from Maryland. We have borrowed quite a few aspects of the Mary-
land system for use in New Jersey.

We are very proud of our record of rate control in New Jersey.
The Department of Health has been regulating rates since 1975,
and the hospitals in New Jersey were doing it for 7 years before
that under a voluntary budget-review system.

In listening to some of the discussions that have occurred already
today, one thing struck me, especially when I heard of the differ-
ences between Rochester and the rest of the State of New York. I
think it is something that existed in New Jersey, but we have man-
aged to work it out somewhat.

I think it is necessary for the regulated and the regulators to
agree on some common goals and philosophies of what the rate-
review system should do. We had a lot of battles when we first es-
tablished rate regulation in New Jersey. In fact one of my old ad-
versaries, Mr. Jack Owen, president of the New Jersey Hospital As-
socation, is at the hearing today. During these battles with the in-
dustry, it was very surprising when, with both of us too tired to
fight any more, I said to Mr. Owen, “Well, what do you really
want?” When he told me, it sounded an awful lot like what we
wanted to accomplish, too.

So I think there is a need to have some sort of input by the hos-
pitals to recognize what are the goals and objectives of trying to
allocate scarce resources, and do it in a manner that makes sense.

We did have a budget review in place from 1975 to 1979, and it
was very much like Maryland’s review process. But we saw some
shortcomings, and we decided to try to correct those. I think the
shortcomings that we saw in our budget system were:

First. We previously covered only Blue Cross, medicaid and local
governmental payers and just on the inpatient side. The first thing
we wanted to correct was to have all payers participate, and to
have both inpatient and outpatient costs covered. The reason for
this is that when all payers participate you avoid cost shifting,
which you yourself have indicated can be a problem.

Also, the reason that you need to control both inpatient and out-
patient reimbursement is that within the whole outpatient area
you can develop many alternative delivery modes that ycu want to
encourage. These modes are important, effective, and cost-efficient
alternatives to inpatient hospitalization.

The second thing that we wanted to do was to treat hospitals
f?irly, and that meant a different treatment of hospital financial
elements.
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As you yourself and Dr. Schramm indicated, the hospitals have
to be paid for uncompensated care—that amount of medical indi-
gency that is not picked up by a medicaid or a medical-needy pro-
gram.

There are also capital needs—for the replacement of the plant,
maintenance of equipment and working capital. These are ele-
ments that we worked into the New Jersey system.

Then, the thing that makes New Jersey quite unique as a State,
besides being squeezed in between Philadelphia -and New York, is
its approach of setting hospital rates by case mix. It is necessary to
have a fair treatment when rates are being set; because when you
measure hospitals, how do you know that you are measuring a hos-
pital that does the same amount of tonsillectomies or open-heart
surgeries as the one down the street?

I think we saw that need to measure hospitals fairly, because if

ou are going to set rates on a cost per admission, they had better
ge for the same types of admissions.

The other thing is to use the case-mix system to really make an
impact on the way that care is provided. This system was devel-
oped with a lot of input from physicians. I think that that influ-
ence is evident in the system and makes it useful because the phy-
sician is the true resource consumer in the hospital. The physician
admits the patient; he orders all the tests; he controls everything
that happens to the patient; and then eventually discharges the pa-
tient. Whether it is a long length of stay or a short length of stay,
the administrator can’t have a very effective control on hospital re-
sources unless the medical staff is working with him and communi-
cates with him.

Given that role of the physician, I think we had to look at how
the physician was trained. In medical school the physician is
trained to treat each patient as an individual, and that guides his
clinical judgments. Each patient is individual. Whereas, rate regu-
lations tend to focus on the average patient consuming the average
amount of resources. Each patient day is treated like every other
patient day, as are admissions, in terms of the resources used.

What we have attempted to do in New Jersey is to try to come
up with a patient classification system that groups similar types of
patients together; and, using this type of a system, we think we
provide a common language so that the regulator, the hospital ad-
ministrator, and the physician can talk very meaningfully about ef-
ficiencies in the ways of delivering quality care.

What we have used is a system called diagnosis related groups,
or DRG’s. There are 467 of these groups, and they attempt to clas-
sify patients who have similar illnesses and simif’ar treatments. It
is based on the physician’s own language—the diagnoses that he
writes. There are some 13,000 different diagnoses that a physician
could write for you. Of course, if we had 13,000 different groups,
and if we included all the combinations and permutations occur-
ring when you include secondary diagnoses amfg number of proce-
dures we would have an unmanageable number of groups. It's
somewhere up in the tens of billions, I think.

So we have taken a system that was developed at Yale Universi-
t‘y;. It contains 467 grous)e, and that is a manageable number. We
think it works pretty well.
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First of all, it allows the physician to start to look at types of
patients. This is important, because the first thing we do is make
cost comparisons, and it had better make clinical sense to the phy-
sician or you are not going to go anywhere with it. My colleafue
Don Davis very well knows that if we had a system that didn't
make any sense at all, his medical staff would never listen to him,
and he would have to come back to me and tell me that I was out
of my mind. -

Our system is prospective, and it's incentive-based. We develop a
price per case for each one of these DRG’s in the hospital, and we
will tell a hospital, “Your historic cost is $1,000 for treating this
appendectomy. The rest of the hospitals in the State that are simi-
lar to you are doing it for $800. we will pay that hospital ap-
proximately $900.” So already there is a disincentive if the hospital
is inefficient.

Conversely, there is an incentive. If the hospital is treating a cer-
tain type of case for $800 and the average cost is about $1,000, we
will give it about $900. So there is a reward, and it is prospective. If
the hospital can then control its costs during the year and beat the
price per case, it gets to keep the difference. This is a point that
Mr. Derzon made, that there has to be some way that the hospital
can keep the savings of its cost reductions. That does happen in
New Jersey.

Now, in addition to setting the price per case, what we also pro-
vide to the hospital is a set of management reports. We indicate to
the hospital not only where its costs for open heart surgery might
be higher than the State average but which departments that ha
pens in. Is it laboratory? Operating room? Nursing? And with this
information the hospital can work with the physician, the true re-
source consumer, to try to determine how care is delivered and
how to better deliver care.

What we think this system does is to bring market forces to bear
on hospital decisionmaking. The hospital will be paid a fair price,
and then it will have the means to determine what it is that it
must do to achieve efficiencies.

I would like to just briefly give a few examples of some of the
things that we do with the New Jersey system, even though the
bell is going to ring on me.

We have one hospital that does a lot of open heart surgery, and
it never knew exactly how ‘'much those cases cost. We actually price
out each case. When the hospital saw the high amount of money
that each -case cost, it was so surprised it decided to dig further
into the management reports. It saw that it was spending quite a
lot of money on something called a blood-gas test. So it went to the
director of the unit and said, “Why do we do so many blood-gas
tests?”’ The director of the unit said, “Well, that was a standing
order we developed when we set up the unit some 5 years ago, and
we just never thought to review it.” So they did a medical audit of
charts over a geriod of 3 years, and they determined that they
could change the standing orders. That hospital now uses 50 per-
cent fewer blood-gas tests.

Another example which is probably the most telling involves the
DRG for pacemaker implantation. The medical director of one hos-
pital was looking at his costs in that, DRG and he had a higher
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average cost than other hospitals by some $2,000. So he went to the
management reports to see where it was that he was high. His hos-
Eital was high in an area called medical-surgical supplies. The

ighest cost item was the pacemaker itself. When he looked into
the facts of the matter, he saw that there were a great number of
pacemakers being used in the hospital. When he did a study to de-
termine how the surgeons were using pacemakers he found that
each surgeon had his own favorite; there was no real trend. Al-
though there were differences between the pacemakers, the sur-
geons seemed to go with their own favorite brands.

When he confronted the surgeons with it, they said, “Well, the
detail man came in, and we just went with his spiel.” They got the
surgeons together and developed criteria to show which pacemak-
ers made sense for which patients. Some pacemakers are good for
14 years; others for 5 years. Obviously, if you have a 50-year-old pa-
tient you want to use the 14-year pacemaker.

The other important thing they found was that prices ranged
very dramatically, even for comparable equipment. The surgeons
then worked up the criteria. They put it over the table where they
order the pacemakers, and they included the price of each pace-
maker. After a short period of time the surgeons started using
more appropriate pacemakers for their patients; there was a cost
savings, and the biggest cost saving wasn't even clinical. The detail
man for one of the highest priced pacemakers came in; he looked
up and saw the price of his Pacemaker listed there—at the top of
the hit parade; and he said, “What the dickens is that price doing
up there?”’ When it was explained to him, he went out and made
one phone call, and he came back with a sweet deal. As long as the
hospital didn’t tell anybody else, he was going to drop the price of
pacemakers $1,000 per unit.

I think this underscores the linkage of a clinical system with the
reimbursement system. You have to somehow be able to have the
doctors step back from the bedside and review care and how they
provide it; instead of thinking of individual patients, think of pa-
tient types.

The other thing we do, in response to your question, is we have a
very active program of health planning and certificate of need to
try to control the capital costs and to make sure that only the
needed facilities are built and are reimbursed. We think that this
type of prospective reimbursement system goes hand in hand with
an active health-planning program and with utilization review.

We work with the New Jersey PSRO’s, and I'm happy to say that
the Federal Government has been participating with the Depart-
ment to really change the review system and criteria to make them
fit with our prospective reimbursement system.

In New Jersey, health planning, utilization review, and rate
review are all within the same division under me in the Depart-
ment of Health.

In summary, we have had some degree of success with this pro-
gram. I could cite the statistics, but then other people cite other
statistics. But just in 1981 the 26 hospitals that came on the system
in 1980 had a cost increase of about 15 percent while national in-
creases were about 18.7 percent. Just for the State of New Jersey
that approximates almost $30 million in savings.

$7-561 0 - 82 - 12
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With that, I will conclude my remarks and be willing to answer
any questions you may have, sir.

[The prepared statement of Dr. Shirley A. Mayer and Joseph I.
Morris and answers to questions from Senator Durenberger follow:]
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Mr. Chairman, members of the committee, my name is
Joseph I. Morris. I am the Acting Assistant Commissioner for
Health Planning and Resources Development of the New Jersey
State Department of Health. I have the day-to-day responsibility
for running the cost containment system and the health planning
and Certificate of Need process in New Jersey. I will make

my statement and answer any questions you might have.

Mr. Chairman, you and your colleagues oa this committee
are faced with an enormous tasxk, one on which the future well-
being of literally millions of Americans will depend. In this
age of dwindling health resources, it 1s 1mperative that health
care services be provided 1in the most efficient and effective
manner possible., But cost contalnment efforts, i1f undertakxen 1in
haste and without adequate foresight, can substantially impair
the ability of many of our sickest and most truly needy citizens
tC receive vitally necessary health services, and substanctially
damage, if nct destroy, many of our most valued sccial 1nstitutions,
such as urkan hospitals, medical schcol teaching aospitais, and
certainly public nospitals, as well.as some rural nospitals that

serve many cf the pcor.
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Mr. Chairman, if you wish to reduce the costs of
health programs, you can do so either by reducing services or
by reducing what you pay for each unit cf service. An arbitrary
cap or limitaticn on aggregate Medicare expenditures will lead
tc substantial reductions in services tc the poor and “he
elderly. That seems the simplest and most direct solution
administratively, and some may believe 1t to be the easiest
solution politically. But our experience 1in New Jersey, and
that in some of our sister states, suggests that a ~ell thought-
cut and well maraged system for controliing the reimbursement
rates paid to the providers Of services can 1lasure program
eccnomy withcut reducing access to necessary services. Further,
we are beqinning tc learn Ln New Jersey, as has been previcusly
demonstrated 1in ﬁaryland, that well-ccnceived state pregrams
to regulate hospital costs can effect consideraple savings.
Such programs are being implemented wifhcut serilus Jestricticns
on the ava:lability of service or the financial viability of
the providers of care, and indeed can even do nuch to improve
the financial status of well-managed i1nstituticns wolch serve

a disprcgorticnately large number of gocor citizens,

I[f one nas td chcose rcetween reducing =ne suppiy cf
services Or reducing taelr Jnlt TOst as a strategy for Icst
containment, it 13 desirarle to leok at the actual record as
to what has happened under prospective nospital reimburserent
systems. Indeed, anralysis after analysis has shown that over
the last decade, only a srall fraction of the total increase 1n
health care costs zan be attributed to :ncreased utiiization oy

any part of the gcopulaticn. By far tne greatest preporzicn of
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cost increases have come from increases in the unit price of a
patient day or an outpatient visit, along with some increase in

the "intensity" of the services provided.

On the other hand, the evidence on controlling the
rate of increases in prices in the hospital sector in those
states with mandatory cost containment programs is clear and
encouraging. Federal expenditures for hospital care, primarily
of course under Medicare, are so enormous, and growing so
rapidly, that relatively modest proportional inroads into that
growth can generate sizable economies. Under current projections,
Medicare expenditures for hospital care will increase anywhere
from 15 to 20%, or five to six billion dollars, in the next
fiscal year. The increase in health care costs over the last
decade has consistently exceeded that in all other sectors
except energy and, more recently, housing, and has thus been a

major contributing scurce to the inflationary spiral.

Effective systems of hospital rate or budget control,
save not only government dollars but brivate dollars as well, and
therefore contribute to control of inflation not only through a
reduction in government expenditures, but also through a reduction

in private expenditures.

The General Accounting Office concluded that mandatory
state hospital rate sétting programs reduce hospital expenditures
approximately 4% below states without mandatory programs. That
figure is based not on some theoretical model, but on the actual

experience of such programs in the period up through 1978, and there
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is further reason to believe that the pay-offs from such programs

have increased since then.

Ard we do know how to control hospital expenditures.
Such controls are achievable, on the basis of the evidence in
Maryland and New Jersey, and analogous evidence from other
states, State rate setting systems which control total hospital
expenditures have moderated~the growth of hospital costs for
all payors. However self-serving that conclusion might sound,
I should also emphasize to you that it is not solely our
own. Indeed, it is a conclusion that has been arrived at independently
by the General Accounting Office, the Congressional Budget Office,

and a much discussed article in the New England Journal of Medicine,

all of which conciuded that it would be desirable to expand such

rate setting authorities to cther states.

State hospital rate setting programs in which all

payors participate have another significant characteristic. Rather
than weakening the financial status of those who provide services
to the poor, they can substantially improve them when all payors
participate and share among themselves the costs of services to

the medically indigent. Indeed, in essence, rate setting systems
such as those in Maryland or New Jersey are able to save enough
payor dollars to provide adequate revenues to hospitals serving
substantial numbers of the medically indigent, and still return

a savings dividend to those payors.
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To recount some of the specifics of the New Jersey
experience, in 1980 we implemented our hospital rate setting
demonstration, which under a planned phase=-in involved a sample
of 26 hospitals. During 1980, the rate of total hospital cost
increase for those 26 hospitals was held to two to three percent
below the national ﬁverage, while recognizing for the first time
as reimbursable costs services to the medically indigent. We
also provided what we call a "working cash fnfusion,"” a direct
infusion of reimbursement cash; to hospitals which, because of
"an historic role of providing services to the poor, entered the
system with significant working capital deficiencies. Among
the 26 hospitalé, the working cash infusion exceeded $4 miliion.

In other words, even while picking up costs to the services to the
poor that had been met in the past only by the liquidation of

hospital endowments, the liquidation of hospital capital, or the
failure of hospitals to pay their bills, we still saved Medicare
between $5 and $10 million relative to what 1t could have been
expected to'spend had its costs increased at the national rate.

$5 million, of course, is not a very large amount compared to

"total Medicare expsnditures, but remember that we are talking about
only 26 hospitals, and only about the first year's experience when
there were significant one-time start up costs which we aaticipated
and planned for from the outset. The preliminary results for calendar
year 1981 indicate an increase of approximately 15% for these first 26

hospitals while the national increase was 18%.

Again, I must emphasize that we have accomplished these
savings without deleterious financial impact on inner city or
pinbhuhabuiildsebuybiigl

rural hospitals, and with, as far as we have been ablelto discern,
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improved access to hospital care for the poor and medically
indigent. Nor s there the slightest evidence that the quality

of medical care in hospitals engaged in our rate sett}nq demonstra=-
tion has suffered to any degree. 1Indeed, we have considerable
evidence that in many specific instances our program provided the

vehicle for significant quality improvements.

As you know, Mr. Chairman, the new hospltal rate setting
system in New Jersey, building on our earlier system in which we
regulated only the rates paid by Blue Cross and Medicaid and other
governmental entities, involves the innovative and much discussed
methodolojy of payment by the case rather than the day, on the
basis of diagnosis related groups, or as they are commonly called,
DRGs. We think case-mix related reimbursement on the basis of DRGs
is an excellent means of hospital reimbursement, and one that holds
considerable promise not only in New Jersey but for the rest of
the nation. But what should be emphasized for ourf purposes here
is that any of a number of technical methodologies might well be
capable of achieving the same general results. Whether the system
is based on prospective revenue controls, prospective budget review,
DRGs, or any of a number of other technical approaches, the basic
finding of the GAO, the CBO, and others is that, when well managed,
they all seem to work. It just appears that in an industry where
the rate of cost increase has exceeded the rate of increase in input
prices by fifty to one hundred percent every year for more than
a decade, it is not technically difficult to achieve improved

efficiency.
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The advantage of the case mix approach is the linkage of
reimbursement with the clinical practice of the provider (both
hospital and physician). The 4867 DRGs are a set of medically
meaningful and statistically stable diagnostic groups which permit
compariscons among like cases in hospitai care. DRGs provide for
reimhursement on the basis of the case, rather than the day.

They also permit more effective communication among regulators,
administrators, and physicians about the economy, efficiency, and,

most importantly, quality of care compared across hospitals.

In addition to the advantages of per case payment versus
per diem payments {which can provide perverse incentives to lengthen
rather than shorten iength of stay), the New Jersey system has two
other distinct advantages. The first 1s the provision of equity
among all payors to share in the total hospital financial elements
such as uncompensated care, replacemnt of plant and equipment

and working capital needs. B

The second advantage is that the system is prospective
and incentive based. Hospitals receive a financial incentive to
be efficient and a disincentive if they cannot control expenditures.
A price per DRG is established based on its actual cost of care and
the comparison of the statewide average cost for that type of care.
For instance, if a hospital spends $1,000 for a normal delivery
while the average cost in the state is $800, the hospital will
receive a payment rate of approximately $900 per case. The
Department also provides management reports which will show the
hospital which departments are inefficient (such as laboratory,

radiology, nursing, etc.).
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Such an approach introduces to hospitalsthe natural
competitive market forces which other industries operate under.
They will receive only a "fair" market price and they will kncw
in what areas corrective action must be initiated. We have even
seen evidenqe that based on this management information, hospitals
can reduce their expenditures and even beat the price per case
and make a surplus on these cases. It is aven possible for the
hospital tc extend the management reports to compare the practice

of the physicians on staff.

While there is considerable debate about the introduction
of a competitive market for hospitals, it is important to consider
that in many areas of our country there is no compet:ition for
the county hospital. 1In a situation where there is only one
hospital in a wide geographical area, how could you introduce
competition? The approach of New Jersey could be employed
using the cost comparisons of similar rural hospitals with similar
mix of patients. Additionally, the system allows the hospital to
compete with itself through the use of the management reports.
Previously this information was not available and the use of
these reports allow providers to review their practice from a

distance rather than at the bedside.

Historically, physicians have been trained to treat each
patient as an individual case and as such the emphasis is to be at
the bedside ordering whatever test or treatment. This system allows
the physician to refiect on his practice on types of patients when

he is away from the patient's bedside.
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The emphasis of this system is clinical and on the
quality of care. In this vein, I should mention that the
Hospital Rate Setting Commission has enlisted the aid of tne
Commigssioner's Physicians Advisory Committee. The committee
will help the Ccocmmission in 1its evaluation of innovations in
medicine so that a reimbursement rate for a particular DORG
does not pronibit the proper advancement of modern medicire.

This 1s very important. In no way should any rate setting system
itnterfere with sound medical advancements which improve patient

care, treatment or diagnosis.

However, one does not implement such a radical and
innovative program without experiencing some problems and criticisms.
The initial set of DRGs were an 1mportant first step in linking
a clinical system and a payment system and some unusual results
popped out. The mcst notorious was the case of the $5,000 finger,
in which a patient had an accident with a softball and damaged
his finger 3o badly he was hospitalized for two days so that the
bone could be repaired with a metal pin. This case (which is
rather unusual) was assigned to the DRG for major hip repair and
hence the cost of $5,000. The Department of Health responded
quickly to correct the patient classification system to account
for these unexpected results. The Department worked with Yale
University to completely redesign the DRGsS and this new group of
DRGs are much more clinically meaningful and have been implemented

in New Jersey.
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We have also noticed some concern with the unwanted
incentives introduced by a per case payment system. There is
the notion that the system will encourage an increase 1n un-
necessary admissions or unjustified diagnoses (labelled DRG
creep). The Cepartment is working with peer review groups
(including the New Jersey Professional Standards Review Organizations)
to monitor if such behavior exists. Qur conclusion to date is
that this 1s not a problem.due to the professicnalism of both

physicians and medical records personnel.

I would also like to suggest to you that our experience,
at least in New Jersey, sugge;ts very strongly that health planning
and some system of professicnal peer éeview are essential and
effective complementary tools to hospital rate setting programs.
They work best in an environment in which rate setting, quality
assurance, and planning, 1including capital expenditure controls,
are 1ntegrated in a single agency, as they are in the New Jersey
State Department of Health. I wish to emphasize that if we are
to save federal budgetary dollars in the heaith care sector, most
of those dollars are in the Medicare program. If we are to save
Medicare dollars, then our best hope 1s for a combination of
effective rate control and capital expenditures control programs.
The increasing body of evidence 1is that such programs work. The
alternative, in the long run, is reducing the benefits aval{able
to Medicare recipients, which would involve the breach of a very
basic and fundamental commitment that has been maintained by

the Congress and five Presidential Administrations over the last

15 years. The best way to control Medicare expenditures we have
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available is state operated rate setting programs that cover
all payors in conjunction with vigorous planning and quality

assurance activities,

In summary, Mr. Chairman, the technhical means are at
hand to achieve very substantial savings in health care
expenditures. The use of mandatory prospective rate review
systems can achieve savings in hospital expenditures without
sacrificing quality. The use of a case-mix approach such as
New Jersey's DRG system can even enhance quality while at
the same time achiev;nq significant savings. We even expect
greater savings when we can intergrate DRGs with health planning
to study the delivery of care and develop alternative delivery
modes which will allow for savings and a renewed attention to

preventive care.

I am most grateful for the opportunity to appear before
you today. I would, of course, be happy to answer any questions

you might have.
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JosePH 1. MORRIS' ANSWERS TO QUESTIONS SUBMITTED BY SENATOR DURENBERGER

Question. What is the role of health planning and utilization review in a prospec-
tive ratesetting system?

Answer. Utilization review has a two-fold function within such a rate system.
First, it can be used to plug the loopholes in such a system. For instance, prospec-
tive systems that prescribe a per diem rate may encourage perverse institutional
behavior in the form of excessive lengths of stay. Prospective systems, like New Jer-
sey’s, which are based on some form of price per case or admission may encourage
unnecessary admissions or readmissions. Effective utilization review can counteract
such undesirable behavior. Utilization review can foster hospital efficiency when it
focuses on the unnecessary (excessive) use of diagnostic and/or therapeutic ancillary
services within the institution. The second role of utilization review is to ensure
that patients are not discharged too early, and that they are not unnecessarily sub-
jecte«fato risky diagnostic and/or therapeutic procedures: in other words, more of a
purely quality assurance function. Of course, such a distinction between ~ost control
and quality assurance functions is in many cases artificial: good quality care may in
fact cost less. Finally, we should note that questions about the cost effectiveness of
utilization review might be resolved in efforts were made to have such review done
with a narrower focus but with greater effectiveness. Identifying potential quality
problems and focusing review to establish the existence of and remedies for these

rchlems should be a key part of UR efforts. We are working with the PSRO's in
ew Jersey to do this.

Health planning also continues to have an important role in the context of a pros-

tive reimbursement system. Any regulatory approach to reimbursement must
ace the issues of what financial elements in general should be covered in the rates,
and what new components of the accepted financia! elements should be covered. In
other words, what generic types of coste will be allowed in the rates which are set,
and what new elemer. s of these costs will be allowed: new services, new buildings,
new types of equipment. Decisions on which specific new items of cost will be reim-
bu have to be based on a rational but flexible process of choice: i.e. a planning
process. Some mix of publicly-oriented planning and private planning is necessary
to ensure (1) that reimbursement is for medically necessary services, buildings. and
equiprient, and (2) that the institution-specific concerns addressed by institutional
or multi-institutional planning are tempered by a broader view of regional or
areawide needs.

f should add that clinically-oriented prospective ratesetting systems like the one
we have in New Jersey may help to make planning more flexible and rooted in
actual experience. James Greenberg and Roger Kropf have shown how case-mix
methods can actually be used in planning in the November 1981 issue of Medical
Care, a health care journal.

In summary, utilization review and health planning activities continue to be es-
sential as part of a prospective rate-setting system, and can be made mere effective
by the information generated in the rate-setting process itself.

Question. Should the rates established under a prospective rate-setting system be
mandated only for medicare and/or other federally funded users of health care, or
should they be applied to other types of patients?

Answer. As recent studies by the Congressional Budget Office have indicated, the
answer to this question depends on one’s view of the cost/shifting issue, and on
one’s concern for increases in the total costs of the health care system, rather than
only the share of the government'’s cost.

t-shifting, in its simplest form, occurs when hospitals shift costs of care which
are not covered by certain third party payors onto patients whose third party insur-
ers will pay all or more of these costs, and onto self-pay patients. This occurs be-
cause some payors (Medicare, Medicaid, Blue Cross: make payments on the basis of
reasonable costs, while commercial payors and self’pa{l patients pay on the basis of
actual charges to the patient. Cost-shifting enables those hospitals with sufficient
numbers of charge-based and non-indigent payors to avoid some of the hard deci-
sions about institutional management, patient management, and resource allocation
which the revenue restrictions im by cost-based payment would normally re-
quire.

Is cost-shifting justifiable? Some policy analysts would note that the costs not cov-
ered by cost-based payors are in fact unnecessarily incurred by the hospital; that
commercial pa{‘on could refuse to cover these costs by changes in the health insur-
ance policies which they issue; and that the abil'ty of hospitals to shift costs is limit-
ed by the potential or actual resistance of self-pay and commercially insured pa-
tients to excessive increases in charges. The latter argument presumes that these
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payors can always shop around for more reasonably priced czie and that such
“shopping around” can and will be done regardless of the patient's illness state at
the time of a hospital admission. It also presumes that commercial payors will be
willing to alienate subscribers by telling them which hospitals and (depending on
the pattern of admitting privileges in an area’s network.of hospitals), which physi-
cians to use. In the case of inner city hospitals, which cannot shift costs, the hospi-
tal is punished not only for possible inefficiencies, but also for having to serve indi-
gent patients. So cost shifting may be justified as a rather indirect approach to con-
trolling the ircrease in the total costs of hospital-based health care. However, it is a
blunt tool, and one with extremely uneven and difficult to calculate effects.

Whether Medicare moves to some form of prospective reimbursement or retains
its current cost-based system, the questions concerning cost-shifting remain the
same. As long as the costs of some payors are controlled, and those of other payors
are not, the brake on total health care system cost increases is achieved in part by
regulatiun, and in part by demand-side market effects: i.e. charge-paying commer-
cial patients and self pay patients are induced by excessive charge increases to shop
around for cheaper care, or are induced to make sure that less care is consumed.
Whether such a demand-side effect will occur, and whether it is equitable to shift
such responsibility for controlling health care costs onto a relatively circumscribed
group of consumers, are questions which have to be answered. If the costs of all
payors are controlled, and the regulatory approach is used for all hospital care con-
sumers, then there is more likelihood of total costs being constrained. The problems
with this approach are: (1) it is likely to summon up more determined opposition
from key components of the hoepital industry; (2) to obtain industry consent for
such a scheme, allowable costs would probably have to include costs of financial ele-
ments hitherto uncovered by coet-based payors; (3) the success of the system would
require integrated and vigorous efforts at health planning and utilization review to
ensure that hospitals are not evading the legislated controls.

In summary: Whenever hospital care costs are controlled by regulatory methods
for some payors, and by market dynamics for other payors, some amount of cost-
shifting is lLikely to occur. Whether controls are a function of cost-based payment
systems, or prospective rate systems, the cost-shifting effects will follow. If a concern
of federal policy is not simply the limitation in the federal share of rising health
care costs, but a limitation in the rise in total national health expenditures, then
serious consideration must be given to whether a combination of regulation and
coet-shifting, or a more thoroughly regulatory approach, is the best way of achieving
those ends. The mixed approach is easier to implement, but has an unpredictable
impact, and suffers from an insensitivity to some equity considerations. The more
regulatory approach is harder to win assent for, requires more vigilance, but is
more certain in its long range effects on unnecessary health care cost increases.

Question. Which health care services delivered in the hospital setting should be
covered under prospective rate system?

Answer. Should prospectively set rates cover only inpatient care, or outpatient
and inpatient care? Our feeling is that both types of costs should be covered. First, if
only inpatient costs are controlled, hospitals might try to shift their actual costs
onto outpatients through an increase in outpatient chaqfes. Instead of trying to
manage themselves more efficiently, hospitals would simply try to shift costsr?mm
one service to another. Second, by adjusting rates for outpatient services, incentives
can be created to encourage the use of less expensive outpatient delivery modes
rather than inpatient services. Control over the full range of a hospital’s direct pa-
tient care costs can help insure the integrity of a rate-setting system, and to encour-
age the use by patients of less expensive outpatient services.

Senator DURENBERGER. Mr. Davis?

STATEMENT OF DONALD W. DAVIS, PRESIDENT, HUNTERDON
MEDICAL CENTER, FLEMINGTON, NJ.

Mr. Davis. Thank you, Senator.

I am very pleased to present some comments as a hospital ad-
ministrator living under a mandatory rate-review system.

I think that I would agree with Mr. Morris on a couple of points,
amil probably take issue with some of the statements that he has
made.
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First of all, I would indicate that I think the legislation creating
the rate-setting system in New Jersey contains some very positive
features that I strongly support, and Mr. Morris has indicated a
number of those.

One is that the financial solvency of institutions should be main-
tained, which I think is an important concept to recognize.

~\ Second, that the system is applicable to all categories of payers,

which essentially means that isolated decisions on behalf of one

gategm of payer do not adversely affect other categories or the

ogpital.

ird, there are very important financial elements that are

called for in the law which recognize reasonable operating ex-

penses, equipment and facility replacement, bad debts and charity
allowances, and working capital.

Fourth, the system is prospective in nature. And again, I think
that is very important to the future of rate-setting in New Jersey.

One point not included in the law, but I think it is very impor-
tant to the process of the regulation, is the spirit with which the
rate-setting commission approaches its task. And in general, I
think the rate-setting commission in New Jersey initially would get
high marks in terms of their responsiveness.

here I would take exception to Mr. Morris is in the question of
whether the system is truly prospective. I would not consider it to
be prospective at this point. )

unterdon Medical Center, where I am, has been under the
system now for 3 years. In 1980, our rates became effective in May.
In 1981, they became effective in April, and in 1982, they became
effective on June 1. In addition to some delays in issuing rates,
there have been mid-year adjustments. Appeals are generally not
resolved until the second half of the year, and we have had a final
reconciliation process that has been completed for only 3 of the
first 26 hospitals that entered this system 151080

The result is that we do not know in advance the reimbursement
that we are going to receive for the year and consequently have dif-
ficulty in setting the objectives to manage our institution within
those resources.

So I think I would take some issue with that with Mr. Morris,
because that is a very important feature.

I think the second point that I would like to make concerns the
complexity of the system. Obviously everyone is interested in some-
thing that is fair and reasonable; but I think we have to be con-
cerned that, in designing a system that is intended to be fair and
reasonable, we don’t get it so complex that the management in the
institution becomes management of the system rather than man-
agement of the hospital.

In New Jersey we have a complicated system involving case mix.
I think the case mix has some very positive features, but it does
complicate the reimbursement. I think it has added to the expense
of the system in New Jersey.

A final point that I would make has to do with the need to tie
into the rate-setting process decisions of the planning process and
licensure kinds of requirements. -

In our own case in the past year, the certificate-of-need which
was received for a CT head scanner, after about 8 months of review

97-561 0 - 82 - 13
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at seven different levels within the State, resulted in us acquiring
that equipment in November of 1981. However, at the present time
the only way the costs associated with that can be built intc future
rates is through appeal to the commission. We have undertaken
that process for 1982, but again I do not expect that we will receive
a decision on that before the second half of this year.

I think those are the major comments I would make relative to
my support for the positive features of the system in New Jersey
and some of what I think have been the drawbacks in terms of the
implementation of some very fine legislation.

Senator DURENBERGER. Thank you very much.

[The prepared statement of Donald W. Davis and answers to
questions from Senator Durenberger follow:]
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TESTIMONY BEFORE THE HEALTH SUBCOMMITTEE
OP THE SENATE FPINANCE COMMITTEE
ON JUNE 23, 1982

Mr. Chairman and members of the Subcommittee, I am Donald
W. Davis, President of Hunterdon Medical Center, located in
Flemington, New Jersey. I welcome the opportunity to offer
comments on the matter of state rate review,

Hunterdon Medical Center is a 200 bed, non profit, community
hospital serving approximately 90,000 people in a growing county
in the western part of the State, Since its beginning in the
early 1950's, the Medical Center has emphasized primary care and
community health services, Porty percent of the current Active
Medical Staff are board certified or eligible family physicians.
Physicians practicing family medicine, internal medicine, pediatrics,
and obstetrics and gynecology represent approximately 60% of the
Active Medical Staff.

The Medical Center operates with 2.3 beds per thousand
population and both admissions per thousand and patient day per
thousand have been consistently below nation and state averages.
The Medical Center p-ovides a full range of primary and secondary
hospital services but refers almost all tertiary care to other
physicians and medical centers.

Personnel involved in community health services, those



192

beyond the normal scope of hospital outpatient services, total
60 individuals and represents about 7.5% of our total work force.

The Medical Center is a teaching institution affiliated with
the University of Medicine and Dentistry of New Jersey - Rutgers
Medical School. We offer a highly successful Family Practice
Residency Train%ng Program, one of the first 6 .accreditated
programs in the nation.

My purpose today is to present those features which I feel
must be a part of a sound and responsive rate review system. I
will also present what I have seen as some of the problems
associated with such programs, My comments obviously reflect
experiences in New Jersey. I will leave to those more know-
ledgeable than I the debate over whether hospital expenditures
in states with rate review systems are more effectively controlled
and contained than in tho;; states without such systems. However,
the results of a recent study quoted in "Hospitals"™ magazine
(April 16, 1982) ingicate that the average annual growth rate in
non-controlled states in 1980 was 13,78 compared to 13,.6% in
states with mandatory controls. The margin between the two
groups has consistently narrowed since a 4:5% spread in 1978,

The tirst statewide system of rate review in New Jersey
began in late 1960's, This was a voluntary peer review program
organized through the New Jersey Hospital Association. Re-
imbursement decisions covered Blue Cross patients only and were -
binding upon the hospitals. 1In 1971, the New Jersey State
Department of Health took over rate review for Blue Cross and

Medicaid and developed a system known as SHARE (Standardized
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Hospital Accounting and Rate Evaluation)., This was a per diem re-
imbursement system utilizing cost comparisons between peer group
hospitals to determine allowable Eosts.

In 1978 1egisla£ion was passed establishing a State Rate
Setting Commission with authority over the hospitai's cost base,
revenue base and schedule of rates, or charges, to patients, The
law extended the state's authority and supervision of hospital
rates to all categories of payors, including Blue Cross, Medicare,
Medicaid, commercial insurance and self pay patients. Medicare's ,
pérticipation was accomplished through a waiver agreement between
the Department of Health and Human Services and the State of New
Jersey.

Certain aspects of this 1978 New Jersey law provide examples
of what I consider to be the positive aspects of state rate review.
First, the laé specifically requires that the financial solvency
of hospitals in the State of New Jerseéy be maintained. This is an
extremely important acknowledgement that governmental authority to
control costs must be balanced with a responsibility to assure that
well-~managed Hospitals have the financial resources necessary to
fulfill their responsibilities to provide quality health care
services, *

Second, the system is applicable to all categories of payors.
This means there is one set of reimbursement rules rather than
several. This simplifies management a great deal. In 1979 when
Medicare ruled that it would pay only that portion of hospital
malpractice insurance premiums which related to malpractice claims

paid to Medicare patients, hospitals found it necessary to seek
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new arrangements with each other category of payor. 1In New Jersey,
that type of isolated xeimbursement decision can no longer be
made without regard to all other categories of payors.

Third, financial elements important to the opération of the
hospital are recognized in the Law, These elements include
reasonable operating expenses, equipment and facility replacement
costs, bad debt; and charity allowances, and working capital
requirements. For example, the law recognizes the costs of indigent
care and requires all categories of payors must participate in,
and cover the total cost of legitimate indigent care and bad debts.

'Pourth, rates are to be prospectively determined. ﬁospitals
are suppose to be issued rates in advance so they can estimate their
total revenues and manage their institution's programs and services
within -those resources. An incentive is provided to hold down
costs under this system and an opportunity is provided to any

institution which can operate at costs below the rate: paid.

Finally, there must be a spirit of trust and cosperation
among the rate setters and the hospitals. The attitude of
individuals whé serve on the Rate Setting Commission.in New Jeréey -
has been positive. They have demonstrated their interest, i
responsiveness and desire to work with health care administrators
in establishing a balance between the goal for quality health care
services and the need to cont;in costs. —

I consider these features to bn essential to a successful —
rate review érogram. The rate review law in New Jersey incorporates
these positive features. Rowever, the implementation of this law

has resulted in several problems which undermine its effectiveness.
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First, the rate review sys£em in New Jersey has not been
prospective. Hunterdon Medical Center was one of the first group
of hospitals to be included under the new reimbursement system
beginning in 1980, We did not receive our raées for the year
1980 until January 11, 1980 and they became effective on May 1,
1380. Our rates for 1981 were issued on March 16, 1981 and became
effective on Apéil 1, 1981, For 1982 rates were issued on
February 18, 1982 and became effective on June 1, 1982,

In addition to the delays in issuing rates, changes in the
reimbursment methodology resulted in mid year adjustments to -
our rates. Appeal items generally have not been resolved until
the second half of the yvar and in many cases during November
and December. The final reconciliation précess for the year
1980 has been completed for only 3 of the first 26 hospitals
included in the system. Hunterdon Medical Center recently
completed that process and is due additional reimbursement, which
we are authorized to collect in charges to future patients. This
recovery will extend until May, 1983, Thus, it will have taken
more than two additional years for us to-receive full payment
for services rendered to patients in 1980, The other 23 hospitg}s
under this system in 1980 are still awaiting a final reconciliation.

The system in New Jersey is new and some injitial start up
problems and delays were to be expected. However, the current
backlog‘of unissued rates, unresolved appeals, and unsettled
final reconciliations makes it extremely unlikely that the system

can be prospective in the foreseeable future in my opinion,
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The result is a continued uncertainty about our allowable
revenues and no clear objectives upon which management can focus
its efforts. It has been normal for Hunterdon Medical Center to
develop operating and capital budgets in September for the year
beginning the following January. In 1981, I suspended the budgeting
process as there was little sense in adopting a 1982 expense kudget
without knowledée of 1982 revenues. Only when our 1982 rates were
received di@ we finalize operating and capital budgets. Without
a prospective system of reimbursement and rate review, management
simply can not effectively establish goals and direction for the
organization. The organization finds itself reacting rather than
ahticipating and planning for the future.

Because the system in New Jersey has not been prospective
it is difficult to interpret how the question of incentives ultimately
will-be handled. If rates are constantly being .recalculated it
is very likely that the institution which operated below its .
allowable costs ip one year will find that rates in the following
year have been reduced accordingly. The incentives to hold down
costs become very short lived and almost certainly indicate that
any gains either will be held or used for non-recurring types of
expenses. To do otherwise almost certainly means the hospital i;
forced into the position of appealing future rates. rncentives,
to be effective, muay assure long term rewards to those institutions
which are effectively managed.

The second disadvantage of the rate review system is its
complexity. In an effort to assure reasonable and fair re-

imbursement we continually try tQ recognize and resolve the
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differences between institution and patients, Thus, reimbursement
is categorized according to the size of the hospital, its facilities,
the types of services and its status as a major teaching, minor
teaching or non-teaching hospital., We establish peer group cost
compéfisons by department and by cost center within departments.

The system ;n New Jersey also tries to recognize the differences

in case mix, that is, the types of patients treated at one hospital
versus another, through a reimbursement system based upon diagnosis
related groups,

Each refinemeént in the reimbursement system offers the promise
of correcting an identified inequity. It also adds to the complexity
and expense of the reimbursement system, The more complex the
system the more time we seem to spend in managing the systém rather
than the hospital. Each refinement seems to lead to more management
at the state level and less within the local ;ommunity and hospital.
Each refinement seems to foster more dependency on the system and
change becomes more difficult and time consuming., Hunterdon
Medical Center was awarded SG0,0bO by the Rate Setting Commission
to cover the initiai costs of implementing the system. The first
26 hospitals were granted $3,100,000 in total to implement and
comply with the requirements of the system for reporting and
analysis.

A further complicating factor is the high turnover of
personnel at the Department of Health. These personnel calculate
the initial rates, perform analyses and make recommendations to
the Rate Setting Commission, The increasing complexity of the
reimbursement system requires a stable, knowledgeable and

experienced staff within the Department of Health.
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Each hospital seeks rzasonable and fair reimbursemenﬁ.
However, every change in the system must be weighed against its
real cost and the reality that no system-can be expected to fully
;Qcount for the differences between 118 hospitals in New Jersey
and the variations in the care required by hundreds of thousands
of individual pgtients.

A third majbr difficulty with our state rate review is the
failure to coordinate rate setting, planning and licensure, In
October, 1980 Hunterdon Medical Center submitted a certificate
of need application for a CT head only scanner, After review
at seven different levels approval was granted on June 11, 1981.
The equipment was installed in November,‘1981. Our estimated
1982 operating kxpense to provide this service is $73,500. The
only way these funds can be included in our allowable rates is.
through appeal to the Rate Setting Commission. We have begun
that process but do not expect an answer until this Fall,.

) In summary, state rate review systems clearly address the
issues of cost containment and accountabilitf for the expenditure-
of public dollars. Their effectiveness in terms of cost containment
has teéently been questioned in a study comparing hospital cost .
increases in states with rate controls versus those states without
controls.

Rate review should have long term goals aimed at the quality
of health care services provided as well as the dollars spent. A
system that acknowledges the importance of the hospital's financial

solvency, creates a single system applicable to all payors,



L4

199

recognizes important financial elements and requirements,
creates incentives for effective management and is prospective
can be successful. Too often, the system falls behind and
becomes retrospective rather than prospective. In an effort
to assure reasonable and fair reimbursement it becomes overly
complicdated, expensive, and slow to adapt to change. Long term
incentives for efficient management are often compromised for
short term dollax savings, Licensure requirements and the
pianning agency decisions are not integrated and coordinated
with the rate review process. The system of rate review which
began in New Jersey in 1980 has both positive and negative features.
‘It i8 probably too soon to tell which will prevail.

I appreciate the opportunity to make some of my views known

to the Subcommittee and would welcome furthar inquiry and discussion. -
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August 14, 1982

Mr. Robert Lighthizer

Chief Counsel

Committee on Finance

Room 2227

Dirksen Senate Office Building
Washington, D.C. 20510

Dear Mr. Lighthizer -

The following are my responses for the_record to questions submitted to me by
the Senate Finance Committee's health subcoumittee following my testimony
before the subcommittee on the issue of state rate review.

1. "Do you believe that a case-mix system as in New Jersey can be implemented
on a federal level?" :

It is my opinion tnat the case-mix reimbursement system in New Jersey
cannot be implemented on a federal level. The effectiveness of the DRG
system in New Jersey as a reimbursement mechanism is still being debated
and it is probably too soon to draw conclusions. The system is complex,
costly to implement, and requires sophisticated computer support. In my
opinion, implementation of the case-mix system in New Jersey on a national
basis would place a tremendous burden on the smaller hospitals in this
country.

The DRG system is intended to accurately classify inpatients into
medically meaningful groups which also reflects the costs and resources
required for the care of that patient. In the New Jersey system, cases
which do not appear to fit the DRG system are excluded and called
"outliers". Outliers are reimbursed on the basis of billed charges rather
than a rate per case. Hunterdon Medical Center, which is a 200-bed
hospital, with approximately 8,000 admissions per year, expects about 40
per cent of its inpatient cases in 1982 will fall into the category of an
outlier.

The system's complexity and cost are also a problem. In New Jersey, the
cost of implementing the program in 1980 for 26 hospitals was
approximately $3.1 million. Although some of this cost was associated
with the initial startup of the program, it is my opinion that each of the
hospitals affected by this program have continued to incur additional
operating expenses.
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2. "How would you compare your state's case-mix system to its previous
Standard Hospital Accounting and Rate Evaluation system?'

The Standaraized Hospital Accounting and Rate Evaluation (SHARE) system
was a per diem reimbursement system utilizing cost comparisons between
peer group hospitals to determine allowable costs. Comparisions were made
i each of 30 categories of expense. The hospital was paid its actual
costs or the limitation in each category, whichever was less. Any
reduction in costs in one year meant lower reimbursement in the following
year. Under the SHAKE system, it was difficult to substitute the costs in
one department for those in another department without significant penalty.

Under the DRG system in New Jersey, a rate per case is established.
Management is permitted more freedom to decide how much expense to incur
in each department or service. If a hospital's direct costs are under the
rate paid, it is allowed to keep the difference. An incentive to reduce
costs is clearly present. _
In my opinion, the DRG system is far more complicated that the SHARE
system and requires extensive time and cost to administer. It is also
important to point out that the DRG system covers reimbursement for the
direct expenses associated with inpatients only. Indirect expenses and
expenses for outpatient services are covered by the principles of the 1978
law which created the state rate-setting commission. This law requires
that the financial solvency of all New Jersey hospitals be maintained,
applies to all payors and provides for reasonable operating expenses,
equipment and facility replacement costs, bad debts and charity
allowances, and working capital requirements. These features are clearly
more positive than those financial requirements reimbursed under the SHARE
system.

3. "o you believe that many of the negative aspects noted in your statement
can be attributed to initial program startup?'

A year ago I might have said that the delay in issuing rates, mid-year
-changes in these rates, and the delay in settling appeals in year-end
reconciliation were a part of the initial startup problem. I no longer
feel that these problems are part of the normal difficulties of beginni
- a new complicated system. :

There has been considerable turnover in personnel in the Department of
Health. This department provides the staff support for the rate-setting
commission. Very few, if any, of the principal people who initiated the
program remain. Personnel who have replaced them are not as familiar with
the system. Vacancies exist and the department is concerned that the
general state budget reductions will atfect necessary positions. Computer
support systems and personnel also are inadequate and contribute to
delays. In my opinion, the backlog of aecisions, which has developed
since the system began in 1980, is so extensive that the likelihood of the
system becoming prospective in the near future is very remote.

I hope that this additional information will be useful to the subcommittee in
its work.

Sincerely,

»

Donald W. Davis
President

Hunterdon Medical Center
Flemington, N.J. 08822
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Senator DURENBERGER. Let’s go to Rhode Island. With whom
shall we start? Mr. Murray?

Mr. Murray. I was hoping he would defer to me.

Senator DURENBERGER. I always do, John.

STATEMENT OF-JOHN C. MURRAY, ASSISTANT DIRECTOR OF AD-
MINISTRATION FOR PLANNING AND FINANCIAL MANAGEMENT,
STATE OF RHODE ISLAND, PROVIDENCE, R.L

Mr. Murray. Mr. Chairman, I am John Murray, assistant direc-
tor of administration for planning and financial management,
State -of Rhode Island. I have spent most of my career as the
budget officer for the State of Rhode Island before moving up to
this level. The critical point involved in there is that my career has
been in public budgeting and in financing. :

I have associated with me today, simply accompanying me, Mr.
Armand Leco, who is senior vice president of Blue Cross and Blue
Shield of Rhode Island. I think just the fact that he is sitting beside
me is an indication that what we are doing in Rhode Island is quite
different from what is happening in the other States that you are
hearing today. -

We do not have a ratesetting commission in the State of Rhode
Island, statutorily based. This does not mean to say that rates do
not come out of the product of our efforts. What we are doing is,
however, statutorily mandated. The genesis of the system of pros-
pective reimbursement in the State of Rhode Island goes back to
1969. And there are three people at this table who have participat-
ed in that for 13 years. I might also say that Mr. Davis was a par-
ticipant for some 4 or § years, I would guess, when he was in the
State of Rhode Island. In fact, I might also point out that of nine
witnesses today four of them have professional experience in the
State of Rhode Island; so, as small as we are, I think there is a
voice that you are hearing today.

So the genesis went back to 1969 when the Department of Busi-
ness Regulation of Rhode Island, which covers insurance compa-
nies, the director of such department was distraught by the repeat-
ed appearance year after year of Blue Cross or Rhode Island seek-
ing what were believed to be fantastic insurance premium in-
creases, so distraught that he directed Blue Cross to go and find a
different way of reimbursing hospitals rather than on a retrospec-
tive cost basis.

Blue Cross did not set about to fly out fiats and mandates to the
. hospitals; instead it commenced a movement in the direction of
clelagiy relaying it to hospitals on what the problem was to be

solved.

. In 1971, the State of Rhode Island passed legislation which stipu-
. lated—and this is our statutory base—that the State of Rhode
" Island, acting through the budget officer or his designee, and that’s
how I got into this, the hospitals and hospital service corporations,
of which there is only one, Blue Cross of Rhode Island, shall be par-
ties to budget negotiations held for the purpose of determining
rates of payment for hospital costs by the State and such corpora-
. tions.
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We were directed to do this—of course there were no other provi-
sions in my statement that I submitted, which I hope will be repro-
duced in t{e record, in the support of part of that. There were no
stig(t)xlations as to how we were to proceed to do this thing. :

we convened the parties and actually evolved there from a
body of agreed-upon elements in a protocol document. This has
been amended over the ccurse of time, as one would expect, but
this is how we are guided in what we are doing.

Now, what do we do? We're small, and we can do something, but
it does not mean that what we are doing can’t be transferred to a
larger geographical area. We set, on a budgetary basis, a cap on
the increment in cost for the next year for the entire hospital
system of Rhode Island. This is a statewide, what we call a maxi-
cap.
Having established the magnitudes to be spent in the system,

and the cap includes a reserve for contingencies and for some set-

tlings that we must do at the close of each year because we have
corridors relating to numbers of patient days, ancillary service, and
such, in the setting of the maxicap I think we bring to it some

Qx;ietty sophisticated information and documentation from both

sides. ,

- Blue Cross works very closely of course, as you would expect in
this, with the State budget office; and the hospital, of course, does
not operate individually in setting their maxicap, they operate as
an association.

The S.ate budget office has an econometric mode!l for the State of
Rhode Island which was developed in conjunction with Data Re-
‘source, Inc., DRI—Arlo Aexnine’s organization. And our model,
which is constantly updated by us, of course, is driven by the mac-
romodel.

We also have as a subscriber to that relationship with DRI,
which incidentally costs us something like $60,000 to $70,000 a
year, we then are able to have available to us its special publica-
tions and research, the publication being Health Care Costs, only
for subscribers. This zeros in on marketbasket items for hospitals.
All the data that we think is needed and can be most professional-
ly obtained is available to us.

We bring into these proceedings and we negotiate over what the
estimates are going to be of costs for the coming year. We do ulti-
mately agree on the maxicap. . -

Subsequently, we negotiate for the individual hospital rates.
There are only 16; but, nevertheless, it turns out to be the case
that all hospitals don’t get the cap—they may get less or more de-
pending upon the requirements of the individual hospital, the re-
quirements of statewide need to be met by hospitals in a certain
area rather than in other areas. When we have a 12-percent or a
10-percent cap, hospitals can get 17 or 18 percent—individual hos-
pitals. Others will receive only 8 or 9 percent. And this is how the
system does work out.’ ,

. Mr. Dietz is a strong participant in this process and I'm sure will
go over some of these things; but, having heard some of the find-
ings and suggestions as to outcomes in other jurisdictions, I would
like to quickly go to what has happened with us.



- 204

In 8 years of setting caps—the first year we set the highest cap.
Of course we didn’t know it was the highest cap we were about to
set. But in fiscal 1975 we set a cap of 13.85 percent above the prior
year. In the following tyear we dropped it to—and when I say “we,”
it doesn’t mean myself or this man; it means the group, the negoti-
ants—we dropped it to 11.5 percent. We had 4 successive years
when it was less than 11 percent on an annual basis. In 1981 it
moved to 11.98, and in this past year to 12.99.

Now, how does this compare to what has been happening over
the Nation? This is all in your documentation, Mr. Chairman.

I would point out that the Rhode Island average as compared to
the U.S. average in operating expense growth in our first year,
1975, was only 7 percent less than the national growth. I say
“only” because the following year it was 40 percent less; followed
by such years, 27, 36, 20, and 26 percent.

If I were to look at this another way—always dealing in budgets
and with the people I have to sell. budgets to—I would turn it
around the other way and say that if Rhode Island’s rates were to
go up to the national rate, rather than being looked at as a reduc-
tion of such, the rate increases would have been 8 psrcent, 64 per-
cent, 40, 44, 25, and 30. -

I might also say—I asked Mr. Schramm, but I'm sure he forgot
about it—that when this remarkable article came out in the New
England Journal of Medicine, and he had six States involved, rate-
setting States, one, we were happy to see that Connecticut was in
" there. We knew their rate setting, but what we also knew was that
the executive director of the Rate-Setting Commission in Massachu-
setts used to be my chief negotiator, and-I think he learned sub-
stantially what he was doing in the State of Rhode Island system,
which was evolving.

I asked the people who performed this study now to look at what
the State of Rhode Island was doing and to run our numbers
through the same system which evolved from this. He forgot to
mention that we compared favorably, maybe better, throughout all
of this. One of Mr. Schramm’s associates has indicated to me today
that they are still running Rhode Island’s numbers through, and
we are still holding our position in outcome of equivalent charac-
ter.

I will close at this point. I won't take all of my time, because Mr.
Dietz, I'm sure, will say some of the things that I am saying, prob-
ably in a different way. )

But I think you should have noticed what Mr. Derzon said. When
you move into—first of all, the States that got into prospective re-
imbursement in the first instance were high-cost States; and I'm
sure that'’s true, because we here in the State of Rhode Island—“If
Kou’re doing so well, how come the rates are so high?”’ They are so

igh because they were so high when we started, and the practice
of medicine in the east coast and the Northeast is different from
the rest of the Nation.

He also pointed out that successes will be very substantial in the
first few years, and then they will gradually decline. And as you
will see, my numbers did decline.

And I would agree with something that you were suggesting, Mr.
Chairman. You said prospective reimbursement tends, it would
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seem, to put hospitals in sort of a capital-poor position. Well, you
know, all budgeting does that, whether it is at the national level,
the State level, or the local level. It puts all of those entities, in-
cluding hospitals—this is good budgeting, strong budgeting—it puts
them in cash-difficult situations. I don’t know how to solve that.
It's easier to solve with hospitals in the private sector, however,
than in the public sector. :
Thank you, Mr. Chairman.
Senator DURENBERGER. Thank you.
[The prepared statement of John C. Murray and answers to ques-
tions from Senator Durenberger follow:] -
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Rhode Island Prospective Reimbursement of Hospital Costs
Summary of the Principal Points

1. Prospective Reimbursement Program began in 1971, interrupted in 1973

due to Phase III of the Economic Stabilization Program, reinstituted

in 1975 and continues to the present,

2, Prospective Reimbursement Program has its basis in State Law.

3. Participants in the program include the State Budget Office, the

sixteen voluntary hospitals in the state and Blue Cross of Rhode
Island.

4, Basic elements of the program are:

b.
c.
-d.

negotiation of a statéwide Maxicap on expenses
negotiation of individual hospital operating budgets
determination of Third Party payment rates

adjustment of payment rates at fiscal year end to reflect

volume,

5. Program Effectiveness

Period 1970-1979 - Rhode 1sland's average annual increases in
hospital expenses (10.9%) was second lowest in the nation,

Same period, 1970-1979 - Rhode Island ranked third lowest
(11.2%) in average percentage increase in hospital expenditures
per case, and fourth lowest (11.1%) in hospital expenditures per

capita,
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RHODE ISLAND: - PROSPECTIVE REIMBURSEMENT

~ OF HOSPITAL COSTS

Materials Presented by Rhode Iolandibeplrt-ent of Administration

Page
Statement: Overview of Prospective Reimbursement
Program in Rhode Island . . 1-8
Basic Elements of the Program i 9 - 14
Addenda:
R.I. Statute re Negotiating Rates of Reimbursement . 15
Experience under Prospectiv; Reimbursement:
R.I. and U,.S. Average Averages 1975-1981 16
U.S, Community Hospital Data/Rankings:-
(a) 4 Years 1976-1979, Rate of Annual Increases:
Expenses per Day, Cost per Capita,
Expenses per Admission 17

(b) 10 Years 1970-1979, Rate of Annual Increases:
Expenses per Capita, Per Case, and Total . 18
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__. Overview of Prospective Reimbursement Program

in Rhode Island -

The Rhode Island Prospective Reimbursement Program was initiated in

response to the concern of the Rhode 1Island Department of Business

Regulation. In 1969, the Director of the Department expressed strong
—s T =

concern over the magnitude of insurance premium increases and he

directed that a new manner of hospital reimbursement be developed to

control hospital costs. Up to that point;~ hospitals were paid their

actual costs after service had been rendered to a patient, an arrange-

ment termed retrospective cost reimbursement.

The Prospective Reimbursement Program actually began in -197l when the
hospitals guaranteed their operating expense budgets; the negot\iation of
these budgets was initiated in 1972. The program was interrupted in
1973 due to Phase 1II of the Economic Stabilization Program, but was

reinstituted in 1975 and continues to the present.

The key element of the program is that hospitals are reimbursed not on

e

T

actual costc:' but on the basis of prospectively determi._ned costs which
result from prosﬁectively negotiated operating expense budgets. In
essence, a hospital agrees in advance to its operating expenses for the
coning fiscal year, and these expenses are the basis for Third i’arty

reimbursement.

-~

R2/234 - —



209
Program Overview

The Proapective‘Reinbursement Program has its basis in State law. 1In
1971, aumendments were added to the enabling act for nonprofit hospital
service corporations which mandated that hospital budget negotiations be

held for the purpose of determining payment rates for hospital costs.

The current participants in the program are the State Budgét Office, the
sixteen voluntary hospitals in the State, and Blue Cross of Rhode 1sland.
For fiscal years 1975 through 1977, the Social Security Administration
(Medicare) also participated due to the designation of the Rhode Island
Program as a three year‘experimental cost containment p;ogram, but no
longer participates due to the fact that the Program is no loager
experimental. Medicare st}ll benefits from the Program's existence
because overall hospital expenses are being kept in check.
The objectives of the Program reflect its comprehensive nature. These
are to:

A. Contain costs,

B. Assure that growth in programs is based upon sta}euide needs,

C. Shift health resources from inpatient care modalities,

D. Reward management efficiencies and improve productivity, ;nd

E. Ensure that cost control efforts do not have a deleterious

effect on patient care.

R2/234-2
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- Generally, we feel that it is possible to contain costs while allowing

for new program growth and ensuring quality of care.

The program is composed of the following basic elements:
A. The negotiation of a statewide MAXICAP on expenses.
B. The negotiation of individual hospital operating budgets.
C. The determination of Third Party payment rates.
D. The adjustment of Third Party payment‘at fiscal year end to

reflect volunme.

Additionally, there are mechanisms to adjust hospital budgets for
unforeseen circumstances, termed major contingeacies ;md to adjust
budgets for the intensity of patient cases. If the negotiation process
fails to reach agreement on MAXICAP Ot: individual budgets, resolution is
achieved through mediation and, if necessary, arbitration. Each compo-

nent of the process deserves some additional explanation.

Statewide MAXICAP

The Statewide MAXICAP represents a ''negotiated outside guarantee on the
aggregate operating expenses of all the voluntary hospitals within which
all hr:upitul budgets must be negotiated and a reserve maintaine.d> for
unf;reseen expenses dqring the fiscal year." This is perhaps the most.

significant program element, particularly from a cost containment.

perspective, - ~

R2/234-3
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In the development of their respective positions for the initiation of
MAXICAP negotiations, the hospitals and Third Parties utilize a wide
variety of economic indicators. These include (smong other factors)
national and gegional inflation projecticns, local and national 1labor
contract experience and unique local circumstances. The State Budget
Office's econometric model for Rhode Island which is driven by Data
Resources, Inc. (DRI} macro-model is of particular value. So also is-

the flow of specialized data available to the Budget Office from DRI's

publication "Health Care Costs."

The negotiating process centers on the following MAXICAP components:
salaries and wages, supplies and other expenses, depreciation, interest,
new programs, volume, plus a "reserve" factor to protect against volume/
intensity fluctuations and major contingencies (unforeseen expenses).

The final MAXICAP is the aggregate of the projected increases of all

these factors.

A major element in the determination of the MAXICAP which deserves more
explanation is the factor allowed for new programs. There are two major
sources of input to this factor: (1) the certificate of need program

and (2) the voluntary medical program review process.

R2/234~4
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The Rhode Island Certificate of Need (CON) ptogr;m reviews capital and
major medical equiment proposals which have associated capital costs
which exceed 3150,590. The 1979 CON program also began reviews of new
medical programs meeting a $75,000 operating expense review threshold.
The State Budget Office, the hospitals and Blue Cross are all

represented on the Council which reviews CON proposals.

A unique element in Rhode Island is the presence of a voluntary medical
program review process. Initiated in 1972, the process reviews new and
expanded hospital medical programs which have associated operating
expenses exceeding review thresholds. These thresholds are graded
according to the individual hospital's overall oper;ting expense

_budget.

The result»of the medical program review is that programs are assigned
priorities, A Priority I program's implementation is encouraged, and
the associated costs are included in the MAXICAP component for new
programs. Priority II programs are those which require more planning
before they are recommended for implementation. A program receiving

Priority III designation is not funded at all.

The results of both planning processes—-CON and the voluntary program--

are utilized in MAXICAP negotiations.

R2/234-5
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Hospital Budget Negotiations

Subsequent to agreement on a MAXICAP, individual hospital budgets are
negotiated. This process proceeds along the following steps:

1. Budget submission to the Third Parties,

2. Budget review and analysis, and

3. Negotiation of operating expenses and utilization statistics

(e.g., patient days, ancillary services).

Recalling that the MAXICAP is applied to aggrepate expenses of all
voluntary hospitals, individual hospital budgets may increase by various
percentages both above and below the MAXICAP. Thus, tﬁe program can
respond flexibly to individual hospital financial needs which may vary

considerably from one year to the next--at the same time that costs are

contained in total. -

Third Party payment is established based on the results of budget nego-
tiations coupled with each Third Parties' principles of reimbursement.

Volume Corcidors

The Program includes volume corridor provisions which essentially allow
and correct for shifts in patient care volume. More importantly, the
corridors provide incentives to shift volume from the inpatient to the

outpatient modality. This is accomplished through the application of
L

differential reimbursement rates for inpatient versus outpatient

utitization.
-6 -

R2/234-6
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Major Contingency

As previously mentioned, the program includes a "major contingency"
provision to protect all parties against unforeseen and unexpected
events which impact hospital expenses. ¥For example, several years ago
unusual_incrzases in malpractice expenses resulted in a major contin-
gency. Once negotiated, major contingency expenses constitute legiti-

mate adjustments to the MAXICAP and individual hospital budgets. .

Mediation and Arbitration

The heart of the program is negotiations which are often marked by
strong disagreements and conflicts. Of necessity, the pr;gram contains
an appeals process to resolve disputes: meqjation and arbitration.
Issues which have gone to mediation include individual hospital budget
disputes, major contingency allowances and MAXICAP resolution among
others., 1If an issue is not resolved by mediation, the process turns to

arbitration. In summary, the appeals process provides a mechanism that

assures resolution short of legal recourse.

Program Effectiveness -

We feel that the program has been unequivocal in its success. Fér the
ten year period from 1970 - 1979, Rhode Island’'s average annual increase
in hospital expenses (10.9%) was the second lowest in the nation. For
the same period, Rhode lsland ranked third lowest (11.2%) in average

-
percentage increase in ho;pitsl expenditures per case and fourth lowest
1.1%) in hospital expenditures per capita (see page 18),

-7 -
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Undoubtedly, the key point to be made in regard to the Rhode Island
experience is that the cost containment results have been achieved by a
non-regulatory program which allows for the maximum possible degree of
flexibility for hospital management. This has been accomplished through
the cooperative efforts of hospitals and Third Parties, working to
maintain the quality and comprehensiveness of health services in Rhode

Island.

R2/234-8
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BASIC ELEMENTS OF THE RHODE ISLAND

PROSPECTIVE REIMBURSEMENT PROGRAM

State of Rhode Island and Providence Plantations
Department of Administration
Division of the Budget
State House
Providence, Rhode Island 02903

February 1982
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Basic Elements of the Rhode Isiand
Prospective Reimbursement Program

Purpose

The purpose of the prospective reimbursement program is to demonstrate
that a statewide program of prospective rate setting with inceantives
based on budget negotiations within & statewide limit on total allowable
cost increases has substantial power to:

1) Contain cost

2) Assure that growth in programs is based on statewide need

3) shift some proportion of health dollar investments from in-
patient to other patient care modalities

4) Reward management efficiencies and improved productivity

5) Ensure that cost control efforts do not have a deleterious
effect on patient care '

Authorization

A waiver of Medicare/Medicaid principles for retrospective reimbursement
is in effect per Section 232 of P.L. 92-603 for the State Medicaid pro-
gram. Blue Cross participates in this program through an amendment to
its basic contract with the hospitals. .

Duration of Program

The "experimental" portion of the program ran from October 1, 1974 to
September 30, 1977. This was funded in part by the Office of Research
and Statistics, Social Security Administration. During this period
Medicare was a participant in this reimbursement program. When the
experimental status of the program ended on September 30, 1977, the
parties to the process agreed to extend the program, pending potential
legislative action at the federal level.

Participants

‘-State of Rhode Island - Division of Budget/Medicaid

-Blue Cross of Rhode Island

~Hospital Association of Rhode Island - 16 voluntary hospitals, consist-
ing of 14 short-term, acute care hospitals for an aggregate of 3,590
beds; and 2 psychiatric hospitals.

Administration

A protocol stipulating the intent and rate-setting procedures of the
prospective rating program provides overall guidance.

There is ome chief negotiator each from Blue Cross and from State/
Medicaid who negotiate opposite a negotiating committee made up of

hospital administrators and hospital association persoannel,
-

- 10 -
R2/77~1
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Major Features
I. Maxicap

The Maxicap is an overall ceiling or maximum on hospital expenses
for all 16 voluntary hospitals participating in the program. This
Maxicap is negotiated by all parties prospectively.

Thus far there have been eight Maxicap negotiations. Results have
been:

FY 1974-75: Actual 1973-74 expenses x 113.85% = total
available dollars to hospitals.

FY 1975-76: Total FY 1974-75 available dollars as estab-
lished above and adjusted for any major contin-
gencies and volume corridors x 11.52 = total
available dollars to hospitals.

FY 1976-77: Total FY 1975-76 available dollars x 110,50%.
FY 1977-78: Total FY 1976~77 available dollars'x 110.42X,
FY 1978-79: Total FY"1977-78 available dollars x 110,27%.
FY 1979-80: Total FY 1978-79 available doliars x 110.50%,
FY 1980-81: Total FY 1979-80 avsilable dollars x 111.98%,
FY 1981-82: Total FY 1980-81 available dollazrs x 112,997,

A, Reserve:

Each year, a portion of the Maxicap is set aside, i.e. not
allocated to individual hospital budgets, in order to sbsordb
any contingency or excess volume expenses that may develop.
Before the reserve is used for such expenses, all parties must
negotiate and agree on the legitimacy and amount of these
expenses, .

B. Major Contingency Clause:

This provision allows a hospital or hospitals to be reimbursed
for a major, unforeseeable, uncontrollable expense not origi-
nally considered when prospective budgets and rates were set.
Malpractice insurance premium increases are an example,

C. Volume Corridor: B

There are corridors to determine the amount of revenue re~
tained and added to an expense budget when increases in volume
in excess of budgeted levels occur. These corridors include
assumptions of variable costs in hospital expenses for in~
patient routine care, inpatient ancillaries an¥ outpatient
services. (See mnext page)

R2/77-2 -~ 11 -



Routine Care

Patient Days

. Increase

T 6 - 5%
5- N1

7 - 102

> 10%

Patient Days

Decrease

0~ 52

5-1%

7 - 102
> 10X

Inpatient Ancillary Revenue

Increased Volume:

219

Volume Corridors

Percentage of Per
Diem Payable

202

30%

40% -
Renegotiate

Percentage of Per
Diem Payable

802

70%

602 .
Renegotiate

(Actual Revenue) ~ (Budgeted Revenue x 1.0l1) = Excess Revenue x
0.35 = amount retained and added to negotiated expense base.

Decreased Volume:

(Budgeted Revenue — Actual Revenue) x 0.65 = amount due hospital

from third parties.

If 10X decrease in admissions occur, the

amount of adjustment must be negotiated. Stipulations governing
protection for decreased volume: length of stay increases when
admissions decrease will trigger a reduction in the amount of
protection generated by the 65X factor.

Outﬁatient Revenue

(Actual Revenue - Budgeted Revenue) x 0.60 = amount of revenue
retained and added to expense base,

R2/77-3
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Individual Budget Negotiations

Each hospital's expense budget undergoes prospective review and
analysis by a team of Blue Cross/State Budget Office analysts.
Then the hospital aduinistrators and the team of third party nego-
tiators sit down and negotiate with each other to settle the budget
at a level that reflects a compromise between each side's position
on the level of resources necessary for a hospital to operate on
diring the upcoming year.

Although the analysis necessary to develop a negotiating position
for the third parties is as detailed as possible, after intitial
negotiation sessions bottom—line negotiations take place, The
principle of an individual hospital's right to maintain its manage-
ment prerogatives is guarded well by the hospitals and ‘is reflected
in bottom-line negotiations. However, items such as new programs,
statistical projections on volume, and lengths of stay are often
agreed on specifically by all parties.

A. Cost-Finding and Setting of Rates
Following completion of budget negotiations, each budget goes
through cost-finding to make sure that expense allocations to
cost centers and the relevant revenue projections are consis-
tent with the dollars and statistics negotiated. Hospital
cost allocations are also reviewed against past years' data to
see if any unusual changes in accounting or operations have
occurred to alter reimbursement.

Each major third party estsblishes its respective ratio of
costs to charges (RCC) according to its principles of reim
bursement. These RCC's form the prospective rates for in-
patient and outpatient services during the coming year. No
interim rates are paid. Year-end adjustments are not recon-
ciliations of the prospective RCC to actual reimbursement but
reflect the operation of agreed-upon volume corridors as
discussed previously in this outline.

B. Monitoring System

A fledgling computerized data system has been established to
obtain a month-by-month cumulative record of each hospital's
volume and associated expenses and is necessary to monitor
each hospital's progress relative to the expenses and
statistics negotiated prospectively.

R2/77-4 =13 -
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IIT1. Medical Program Review Process

A medical program review process is in place which requires all
hospitals to submit proposed new or expanded medical (non-~capital)
programs which exceed predetermined dollar criteria to an independ-
ent voluntary review body for evaluation prior to budget negotia-
tions., This process identifies and ranks programs haviag a demon-
strable community need in the budget year. Other programs of merit
which are not considered essential for implementation in the budget
year are given a lower priority ranking. Final decisions on
whether a program becomes incorporated into a hospital budget are
retained in the negotiation process. If a program is approved, it
becomes part of the hospitals' final approved budget and thus
subject to the statewide MAXICAP limitation.

IV. Utilization Review
Realizing that professional standards review organizations (PSRO)
were not slated to be in full swing until halfway through the pro-
gram, the third parties negotiated with the hospitals an agreement
to implement an independent utilization review process that would
be fully controlled by PSRO when PSRO became operational.
In 1981 with the phasing out of PSRO, the utilization review
activities have been assumed by the state Medicaid program.

V. Qualified Hospital Cost Containment Program
In 1982, the Rhode 1lsland prospective reimbursement program was
designated as a qualified hospital cost containment program. Rhode
Island is one of only seven states which has received this
designation. -

VI. Mandatory Program vs. Voluntary Program
The Rhode Island program has characteristics of both a mandatory
program and a voluntary prograam. By state law, hospitals are
required to negotiate rates of payment with the state and Blue
Cross. By a voluntary contract, the parties have agreed as to how
the actual process will be carried out.

R2/77-5
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Chapter 19
NON-PROFIT HOSPITAL SERVICE CORPORATIONS
General Laws of Rhode Island

AN ACT Providing for Negotiation of Hospital Cost.
It is enacted by the General Assembly as follows:

Section 1. Chapter 19 in title 27 of the general laws, as
amended, ontitled 'Non-profit hospital service corporations," is hereby
further amended by adding theveto the following sections: -

Y27-19-14. NEGOTIATION OF HOSPITAL COST. -- The state, acting
through the budget officer or his designated representative, hospitals
and hospital service corporations incorporated under chapter 27-19 of
the general laws shall be partics to budget negotiations held for the
purpose—of detérmining payment rates for hospital costs by the state
and such corporations. Such negotiations shall be held for all
hospital fiscal years beginning on and after October 1, 1972 and such
negotiatiosns shall commence not later than ninety (90) days prior to
the beginning of each hospital fiscal year. The parties may employ
mediation and conciliation services as &n aid ta_such _negotiations.

27-19-15, ASREEMENT ON BUDGETS, =-- The budgets and related
statistics shall be agreed upon not later than thirty (30) days prior
to the beginning of each fiscal.year. Such agreement shall be prima
facie evidence that the budgets and related statistics are (1)
consistent with the proper conduct of the business of said corporations
and the interest of the public to the extent that such budgets
constitute in<the -aggregate a component of hospital service rates filed
for approval in any rate hearing, and (2) reasonable as a component of
rates paid by the state as a purchaser of hospital services,

"27-19-16. SEVERABILITY. — If a court of competent
jurisdiction shall adjudge that the requirement in section 27-19-14
that the state be a party to negotiations in which the United States is
a party or otherwise interested is invalid or unconstitutional, such
judgment shall not impair or  invalidate that section insofar as it
requires the state to be a party to negotiations between hospitals and
hospital service corporations; and if any other clause, sentence, or
section of sédtiofis~27=1Q=14, 27-19-15, 27-19-16 is adjudged invalid or
unconstitutional by & court of competent jurisdiction, the remaining
provisions of said sections will not thereby be impaired or
invalidated, but the effect of such judgment shall be confined to the
clause, sentence, or section 8o adjudged to be invalid or
unconstitutional. If the United States or any of its departments or
agencies requires that funds supplied by it to the state for the
purchase or reimbursement of hospital services be disbursed in a manner
inconsistent with any agreement reached by the parties pursuant to
sections 27-19-14 and 27-19-15, such requirement shall not affect any
such agreement as to other funds to be paid by the state or by hospital
service corporations. .

Sec. 2. This act shall be effective rpon passage.

JcM/dx/2/99
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Excerpt from
State of Rhode Island
DIGEST OF ANNUAL REPORTS
1980-1981

e Prospective Budgeting for Hospitals: The prospective rating
program initisted on October 1, 1974, as an effort to contain
hospital cost increases, will start its eighth year of operation
during the fall of 1981, Started as a three~year experimental
program with participation from Blue Cross of Rhode Island, the
Hogpital Association of Rhode 1Island, the State Division of the
Budget, and the Social Security Administration (Federal Medicare),
the program has been continued beyond this experimental period by the
three local parties. Since October of 1977, Medicare reimbursement
has reverted to the cost reinbursement process that existed prior to
prospective reimbursement, while Blue Cross and state reimbursement
continue to be based on the prospective budgets with the accrual of
significant cost savings to the third party payors.

The historical record for total hospital expense grov;th has been as
follows:

Experience of Rhode Island Under .
Prospective Reimbursement Program in Effect Since 1975

NET REVENUE GROWTH

U.S. Average¥ Rhode Island Average Years
19.52 17.12 1975
17.8% 11.42 1976
17.5% 11.82 1977
13.52 11.42 1978
17.3% 14.2% 1979
18.4% ~ 13.2% 1980 -

GROSS OPERATING EXPENSE GROWTH

U.S. Average* Rhode Island Average Years
17.5% 16.2% 1975
19.1X 11.62 1976
15.6% 11.1% 1977
- 12.8X 8.92 1978
15.12% 12.0% 1979
17.0% 12.8% 1980

*J,S, data based on American Hospital Association (AHA) Annual
Statistics, except 1977 data which is based on AHA panel surveys
for three quarters in 1977,

JcM/dk/2/100
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U. S. COMMUNITY HOSPITALS
ANNUALIZED PERCENTAGE INCREASE:
EXPENSES PER ADJUSTED DAY, PER CAPITA, AND PER ADJUSTED ADMISSION

1976 - 1979
Col. 1 | Col. 2 1 Col. 3 Col. 4
Statutory Annualized Percentage Increase
State Rate Expenses/ Cost/ l Expenses/ Rank
Setting Adj. Day Capita Adj. Admis. | (Col.3)
Vermont 9.6 7.2 1.6 1
New York Mandatory 8.9 8.5 8.0 2
Rhode Island Mandatory 9.7 10.7 8.8 3
Connecticut Mandatory 10.0 10.5 9.6 4
Massachusetts Mandatory 9.3 10.2 9.8 5
Maryland Mandatory 10.8 12,7 10.1 6
New Jersey Mandatory 10.3 11.2 10.2 7
Delaware 10.9 12.0 10.6 8
Kentucky 13.0 13.1 10.9 9
Florida 1.6 14.0 1.5 10
Tennessee 13.1 15.8 11.5 11
Washington Mandatory 11.0 10.0 11.5 12
Georgia Il.6 14.0 1.7 13
Arizona 12.6 12.8 11.8 14
Iilinois 13.7 13.8 11.8 15
Indiana 13.4 13.8 11.9 16
Michigan 12.8 27.7 - 1.9 17
Wisconsin Mandatory 13,2 11.5 11.9 18
South Carolina 12,9 13.3 12,1 19
Oregon 13.9 12.1 12.1 20
Nebraska 12.6 12.4 12.4 21
Ohio 13.2 13.1 12,5 22
Mississippi 12.8 17.3 12,5 23
West Virginia 13.6 12.9 12.6 24
New Mexico 13.5 13.1 12.8 25
Texas 13.5 13.6 12.9 26
Peansylvania 13.7 14.3 13.0 27
Minnesota 1.4 11.0 13.0 28
North Dakota 11.4 12.9 i3.o0 29
Virginia 12.9 13.9 13.1 30
Alsdams 13.9 17.7 13.2 )
North Carolina 13.8 14.0 13.2 32
South Dakota 16.1 12.9- 13.3 3
New Hampshire 13.5 12.1 13.3 34
Wyoming 18.7 10.8 13.5 35
Iowa 14.9 13.7 13.6 36
Oklahoma 13.3 15.3 13.6 37
Colorado 13.3 11.3 13,6 38
Missouri 13.8 14.6 13.7 39
Arkansas 13.6 15.2 13.7 40
Louisiana 14.7 16.6 13.9 41
Utah 16.2 14.2 13.9 42
Maine 12.2 14,5 14.0 43
California 14,2 12.8 14.2 44
1daho 13.5 12,1 14,3 45
Nevada 16,1 15.5 14.3 46
Kansas 15.6 15.8 15.0 47
Hawaii 11.6 15.6 15.4 48
Moatana 1.9 13.9 16.4 49
Dist. of Columbia 15.9 15.3 18,3 50
Alaska 19.4 24.8 24.3 51
2.4 6 8

U. S. AVERAGE

-

—
I
—
—

Source: Hospital Statistics, Data from the American Hosp

(1576-13979 Editiona).

Ranked according to Annualized Percentage Increase/Adjusted Admission.

R2/233
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V.S. Community Hospltals
Hosplitel Expenditures Percentage Change:
Per Caglits, Per Case, and Annual Expenditures, 1970-1979
Col 1) (Col 2) (Cot 3} {Cot_4)
970-79 197079 1970-1379
State Hospttal Expenditures | Hosplital Expenditures | Hospltal Expenditures Raak
Per Caplta Anausl Per Case Annval Annuel (Cot 3)
Percentage Change Percentage Chang Percentage Change
Yermont 9.3 10,1 10,6 T
Rhode tsland " 1M.2 10.9 2
New York 1", 10,6 H.s 3
Minnesots 10.8 1,9 11,6 4
Dist. ot Columtla 13.2 13.7 12.2 s
Connectlicut 12,2 11,4 12,5 ]
Massachuseits 12.4 12,3 12.6 7
South Dakots 12,3 11.6 12,7 L]
Hawsl | 10.6 1.2 12,8 9
Xontana 11,7 1.0 13.3 10
Wigconsin 12.3 12,9 3.4 "
¥ashington 12,0 - 12.6 13.7 12
North Dakota 13.0 13,0 13.8 13
Detavare 3.0 12,4 13,8 14
Nebraskas 13.0 12,1 13,8 15
lova 135.7 12.3 14,1 16
Nev Jersey 13.9 ",?7 14,1 17
New Hampshire 11.9 12, t 14,2 18
Pennsylvanla 14.4 12.5 14.3 19
U.S. Average 15,9 12.2 14,5
West Yirginla 13.7 12.4 14,6 20
Onlo 14.5 ) 12,1 14,6 2t
Kentucky 13.5 11,0 14,6 22
Wyomlng 10,9 13.7 14,7 23
11llnols 14,6 12,6 14,7 24
Inélana ,2 12.4 14,7 25
1daho 1t.8 12,6 14,8 26
Catlifornia 13,3 13.7 14,9 27
Oregon 12.5 15.% 14.9 28
North Carolins 13.7 12,3 14.9 29
Utah 11.7 n.s 14,9 30
Kansss 14.3 12,6 15.0 31
Marytand 14,3 1.9 15.0 32
Colorado 12,2 13.3 15.1 33
Missourt 14,8 12,4 15.3 34
Michigan 15.0 12.7 15. 4 35
Yirginla 14,3 15.4 15,7 36
Toxas 13.4 12,1 15,7 37
South Cerolina 14,2 12,6 15.8 38
Arkansas 14,2 14,5 15.8 39
Misstissippl 14,8 t2,0 15.9 40
Ok iahoma 14,6 13.1 16.1 11
Tennessee 14.7 1.9 16,1 42
Alabama 15.2 12.4 16.3 43
Maine 15.4 14,3 16.7 44
Georgls 15.4 13.1 16,8 43
Nevw Mexico 14,3 14,1 16.9 46
Arizona 13.0 12,6 17.2 47
Florlda 14.8 12.4 18.2 42
Loulslane 15,0 13.4 19,3 - 49
Nevada 15.0 14,1 19.7 50
Alaske 20,2 18,1 - 24,2 51
Source: Background Dats on Changes in Hosplital Expenditures and Revenues 1970-1979
prepared by IFC Incorporated, submitted to Federation of American Hospltals
N2/197
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Department of Administration
DIVISION OF THE BUDGET
State House

Providence, R. I. 02903

August 5, 1982

Mr. Robert E. Lighthizer

Chief Counsel Committee on Finance

Room 2227, Dirksen Senate Office Building
Washington, D. C., 20510

Dear Mr. Lighthizer:

Attached are responses to the questions by the committee in

—_

regards to the hearing held on the State hospital payment system
R ——

held on June 23, 1982. I hope these responses answer the questions

of the committee.
Sincerely,
¢,4;& C iena .
Y 2L,
John C. Murray

Assistant Director: Planning &
Financial Management

JCM:sm/R2/296
Attachmeat

cc: Sen, David Durenburger



Questions for Mr. Murray:

1) How freguently have you had to use mediation or arbitration to
reach agreement on MAXICAP or individual budgets?

2) Does your program take into account differences in types or
locations of hospitals -- such as teaching/nonteaching or
urban/rural?

3

4)

In that your program does not cover all payors -- Medicare has
pot been included since 1978 -- have you seen any evidence of
cost shifting to patients not covered by your program?

Why is Medicare no longer covered by your program?

ANSWERS TO QUESTIONS FROM SUBCOMMITTEE ON HEALTH

The mediation process has veen utilized five times to settle bud-
gets, while arbitration was utilized in two (2) additional cases to
settle hospital budgets. The Maxicap has been settled using media-
tion only once.

Arbitration was utilized by the State to settle an issue involving
malpractice with all the hospitals.

Currently, the issue of application of audit adjustments retrospec=—
tively is in arbitration. In addition to the current third parties
(State and Blde_Cross), Medicare js also party to the arbitration.

Each individual hospital's needs are reviewed and studied by the
third parties in the negotiating process.

Cost shifting is taking place but it is felt that the prospective
program is not the prime reason in the shift; rather, much of the
shift is due to new regulations that are being formulated by HCFA.

Medicare is no longer in the program because the prospective system
in Rhode Island is not formularized enough for Title XVIII. Further,
Medicare is getting the benefit of reduced costs without having to

provide waivers from any of its more restrictive provisions.
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Senator DURENBERGER. Mr. Dietz?

STATEMENT OF MR. FRANCIS R. DIETZ, PRESIDENT, MEMORIAL
HOSPITAL, PAWTUCKET, R.I.

Mr. Dietz. Thank you, Senator. I appreciate the opportunity to
share my views today with tyou.

I will make my address from two viewpoints: One, as John said,
as an active participant in the Rhode Island system, and also as an
administrator of a local hospital.

I was extremely pleased during your opening comments that you
did make one statement that I believe very strongly about, and
that is the concern of what is going to happen to quality in setting
prospective rates. I believe that any system design that addresses
Jjust the cost side of the ledger and ignores quality is not going to
be in the best interests of the citizenship that we serve.

As John said, we are not novices to prospective rates. We have
been in the business of doing it collectively in the State of Rhode
Island for about 12 years and have a track record that I think
stands for itself.

_ But in terms of quality, I can also say to you that the hospitals
in the State of Rhode Island do feel that the necessary programs
and services to meet the needs of our patients have also been
achieved during a setting that reduced hespital costs.

In our State, during the same identical period, 1969 to the pres-
ent date, that we have had prospective rates, that we have kept our
costs below the national average, we have built an entire medical
school. I think we all appreciate and understand the large expendi-
ture that a medical school brings to the system, but that system
was built in the State of Rhode Island while we kept costs down.

So I would strongly suggest that quality can be achieved in a
sKstem of prospective rates and in no way necessitates the feeling
that it will suffer, if properly administered.

The second thing I would like to stress is what John said. It is
that in Rhode Island we don’t have a mandated ratesetting com-
mission; we truly have a cooperative venture composed of—quite
appropriately in the State of Rhode Island—the member hospitals,
the State budget office, and Blue Cross/Blue Shield of Rhode Island
“ilbiCh is a major purchaser of health care on behalf of the citizen-
ship.

Our approach deals with bringing the bodies together and plac-
ing squarely on their shoulders the syndrome of cost-versus-quality,
and we solely and equally share any outcome of that. We stand col-
lectively accountable to our citizenship as to what the price is
going to be and what the quality is going to be; and by all of us
pa}:'ticipating, none of us can run away from it or blame one an-
other.

I think one of the concerns I have about mandated ratesetting is
that I think it can polarize the parties, namely, the hospitals
versus the regulators, into one blaming one side for the exhorbi-
tantl_:osts and the other blaming the other side for a diminishing of
quality.

I think a system that can encourage the parties—and we all
should be equally concerned. As a hospital administrator I am as
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concerned about the cost of health care to my community as
anyone else is. I have a responsibility to that community not only
:ﬁ deliver care but I have a responsibility to do it at the best possi-

e price.

I think, in our State, the State government has exhibited the
concern on the other side as Blue Cross has, that they are con-
cerned about the quality and the proper services and not just about
the price.

So I would encourage you, as you explore anything, to find a way
as we have in Rhode Island to get us to cooperatively go together.

That doesn’t mean that everything is just peaches and cream.
John said that we have a system and at the heart of everything we
do is negotiations. And I can truly tell you as a participant both in
designing the system, in negotiating annually maxi-caps, and in ne-
gotiating my own hospital's budget, that those sessions are true,
hard negotiations.

As John says, he attempts to get facts, and with Blue Cross,
about inflation components. We, as hospitals, do the same thing.
And we bat heads. .

We have the opportunity to interchange views, expressing pro-
grammatic needs, capital needs, as well as both expressing “How
much can the community afford?”’

Our system, and part of the strength of the negotiating process,
calls for an independent arbitrator to resolve differences if we can’t
do it. And I think because of that system—not the big-brother ap-
proach that Government is just going to set it, but a system that
says-to all of us as parties, “If you guys can’t find the answer,
you're going to go to an individual that will”’—I think that has fos-
tered good, firm negotiations and has brought most of the time a
resolution of either a statewide maxi cap for the last 12 years or
individual budget negotiations achieved through the negotiating
process and not resorting to the legalistic approach.

The third item I would like to stress, which has been said repeat-
edly, and I don’t want to belabor it by any stretch of imagination,
is the idea that the prospective system does provide management
" incentives. I, my medical staff, and my trustees have super incen-
tives in our system in Rhode Island to go out there and do a very
efficient job, because I've got more needs there in that institution
than my community can afford in any one given year; and, there-
fore through the incentive of efficiencies for myself, my physi-
cians, and my department directors, we can meet some of those
needs by cranking up a little harder. )

So I think it is vital that we retain that incentive, that I can look
at it at a bottom-line P. & O. statement, that it becomes a driving
force. I am not after and I don’t need profit—I need resources to
meet my community needs, and the system that allows me to do
th:}{t through management incentives is what I think you have got
to keep.

I would also say that the system in Rhode Island helps redirect
health care. We deliberately designed things so that we would de-
velop a shift from inpatient to outpatient by providing more finan-
cial incentive if you have volume-increases in the outpatient area
instead of the inpatient area.
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In my own institution we instituted a home-care program, we
have a 1-day surgery program, and we have an outstanding resi-
dency program in family medicine to meet the clinical outpatient
nleeds of our community. The system, again, provided those vehi-
cles.

I think, in essence, I have covered what I would say, as John
said, we recognize that we probably have a big plus in Rhode
Island because we are small geographically. It is kind of easy for
all of us to get together, we know one another in so many different
arenas; but I do think that the system that we have can philosophi-
cally be overlaid in the other communities and include the key
components of the partnership of the public and private sector, the
negotiations of banging heads, and incentives to redirect the
system.

Thank you very much.

Senator DURENBERGER. Thank you very much.

[The prepared statement of Fransis R. Dietz follows:]
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Testimony by Francis R. Diets, President of

The Memorial Bospital, Pawtucket, RI, to the Senste Finance Cosmittee

Relative to Exploration of Mandatory Rate Setting legislation

I sincerely sppreciate the opportunity to provide to the Senate Finance
Committee my views relative to the exploration of s mandated rate review

system of hospital cost and chsrges throughout the country.

In Rhode Island, a systea of prospectively determining payments to
hospitals by major third parties, f.e., Blue Cross, state government, and, for

a period of three years, the federal government, has existed since 1970.

Before addressing the salient features of the Rhode Island system, I must
point out the fact Rhode Island's rise in hospital costs has been at a rate of
3 to 5 percent below that of the national average during the past ten years.
While ve as hospital representatives are plessed at this result relative to
cost constraint, we are equally pleased to be able to say that during this
same period the quality of medical care delivered to the residents of BRhode
Iuﬁnd has been enhanced. The designing of any systea that solely addresses
the cost side of the ledger and ignores quality would be a grave injustice to

the citizenship.
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The single most quality-related development that has taken place in Rhode
Island during this period is the establishment of & medical school, even
though the hospitals' performance relative to cost increases was below the
national average. The establistment of a medical school in any community
entails large expenditures for health care; however, improvements in the
quality of services provided to the citizenship more than justifies these

' expenditures.

The above results have been achieved only through Rhode Island's
prospective reimbursement systesm. Additionally, hospitals i{n our state have
been able to complete major capital projects for the housing of our medical

programs, as well as being able to establish many needed service programs for

our patients.

The major point that I would like to leave with you relative to the Rhode
Island system is that whiie costs have been constrained, quality has been

enhanced.

The reason for the success in Rhode Island stems from the fact that from the
very beginning the hospitals in our state voluntarily and enthusiastically
supported a change to our reimburseaent system. Hospital trustees,
administrators, and physicians are truly concerned about ‘the cost of health
care and have constantly atteapted to stem its growth while discharging their

responcibilities for maintaining high quality care.
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The system of prospective reimbursement for hospital services was not

wandated in Rhode Island by our General Assembly, but fnstead was formulated

through the voluntary and perative rns of our hospitals and Blue Cross
of Rhod; Island. 1In 1970, we collectively developed a system of prospective
reinbursement and in 1972.> the state budget office was included in this
process. The system {n Rhode Island has succeeded becaure all parties
involved in the payment and delivery system-hospitals, third-party
purchasers, and state government-~hawe had & direct say in the design of the
system and thus a direct responsidility for the outcome. Autborttf wvithout

accountability will never tuc;:eed.

The responsibility of cost versus quality was placed squarely on the
shoulders of the hospitals and major third-party purchasers, and the challenge
was to design a system that would achieve doth ends. By being architects of
the systea, all parties stood accountable o their communities for the

successful outcome.

The mandatory rate setting approach would, in ay opinion, allow the
parties to divide themselves into different caaps, each blaming the other for
the lack of qucli»ty or the exorbitant cost. This process could result {n a
more legalistic outcome, since parties would tend to polarize and tura to the
court system for resolutions. A voluntary partnership approach between
private and public sector can result in an effective answer to the coat versus
quality syndrome and should become a guide to developments in other parts of

this country.
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The regulation of any activity does not breed eﬁthunlun, but the placing

of responsibility on those directly involved will produce the desired results.

The process which is the heart of the Rhode Island system lies in the
concept known as negotiation. Negotiation brings to the table all partfes to
the problem, allowing a setting for true dialogue, expressions of disagreement
and, finally, resolution.

\
The first step of negotiation is the establishment of a contract, which
consists of the rules and regulations by which the system operates. The next
step of the process annually determines the growth in hospital expenditures by
taking into account the medical needs of the comaunity, as well as the
coamunity's ability to afford the enhancement. Hospitals then negotiate their
share of these expenditures by addressing medical programs needed for their

institutions as well as capital programes spproved through certificates of need.

Finally, 1if the results of negotiations fail to produce the desired end of a
hospital's expense level for a given year, then a voluntary appeals mechanisa
of mediation and arbitration will decide which party is most responsible in
ite position.

Trwe negotiations are the cornerstone {n this process, with all parties
standing accountable for the outcome. A mandated regulatory system could not
accomplieh the same end, since the body setting the rates would not stand

accountable to the individual patients receiving the care. BHowvever, a system

\
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that allows all parties equal participation in negotiations, with final -
resolution being placed in the hands of an independent arbitrator, jointly
selected, fosters a spirit of cooperation and compromise. Rhode Island has

achieved that end.

The final point I would like to discuss relative to the Rhode Island
system is that of i{nstitutional f{ncentives. The system in Rhode Island
results in a firm fixed selling price for services rendered in a given year.
Once these rates have been negotiated, it becomes the hospital's
responsidbilicy t;o manage within its budgeted revenues. If a hospital's
expenditures exceed revenues, losses are born 100 percent by that
{astitution. However, if hospitale, through management fnitiatives are able
to achieve savings wvithin available revenues, reallocation of these savings
‘can be made to our many needed medical programs and services. The
accountability of bottom~line profit and loss becomes a driving force for
hospital efficiency and is a la:’m‘~ reason why a medical school was developed

in Rhode Island at a time when cost has been kept below the national sverage.

The trustees, medical -taff., and administration of hospitals in Rhode
Island have a tool in place for dealing with the cost versus quality issue.
Through the collective development of hospital efficiencies, the resources
saved can be channeled to needed medical services without increasing the cost
of wmedical care. Management incentives must be an integral part of any

successful payment systexm.
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The system of progpective reimdursement developed for Rhode Island could
not be applied in its entirety throughout the country. The reason for this
stens primarily from the fact that Rhode Island is small geographically, thus

promoting an ease in which all parties can foin together. However, the

tial ponents 0f the Rhode Island system, namely volunteerism of the

private and public sector, negotiations, and management incentives, can be

included in all locations.

This approach as opposed to a mandatory rate setting system can result in

cost restraints while continuously improving the quality of services rendered.

The key component to a prospective reimbursement systea is the combination

of authority with saccountabdility. - —

Senator DURENBERGER. All of your written statements will be
made part of the record. Because of the press of time I am going to
submit questions to each of you.

I would also appreciate your advice on some of the ancillary
issues such as State or community health planning, utilization
review, the PSRO system, tax-exempt bond financing, and the fed-
eralization of medicaid. I recognize that we have a responsibility to
the needy as well as the elderly; yet, I think that responsibility
might be better discharged at the State level.

(The questions follow:] -

I regret the fact that we have run out of time. Thank you very
much for the time that went into your preparation and for being
here today. -

The hearing is adjourned. ‘

EWhereupon, at 4:20 p.m., the hearing was adjourned.)

By direction of the chairman the folloving communications were
made a part of the hearing record:]

STATEMENT OF THE AMERICAN HOSPITAL ASSOCIATION

The American Hospital Association (AHA) aﬂpreciated the opportunity to present
its views on the issue of state rate review for hospitals. AHA represents over 6,300
member institutions, including most of the nation’s hospitals, and over 35,000 per-
sonal members.

State rate review is not a sound alternative for addressing hospital cost increases.
While such review has resulted in temporary benefits in some states, it poses nu-
merous potential problen s. These include:

Failure to address the demand side of health care costs;

Creation of ponderous bureaucracies with unwieldy reporting systems;

Unfair preferences for certain payors, which create inequities;

'High costs of operating rate review agencies, complying with their regulations,
and resolving through litigation the inequities they create;

Rates so low that hospitals deplete their capital resources, jeopardizing their
futé:re financial stability, their ability to serve the poor, and their very existence;
an -
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Revenue controls without cost controls.

AHA opposes mandated state rate review and urges this committee to reject an
cost-cutting propesals based on its Frinci les. Hospitals are already burdened wit
complex regulations and a massive federal bureaucracy in the provision of Medicare
and Medicaid serv.ces. A program of mandated state rate review would add yet an-
other level of regulation and bureaucracy that would further involve government
bureaucrats in hospital management. It would veer away from the goals of deregula-
tion and changed incentives in the health care system.

The solution to rising health care costs lies not in increasing government inter-
vention, but rather in placing control back where it belongs—in the hands of hospi-
tal management and consumers—with proper financial incentives for controlling
costs and expenditures. The AHA’s prospective payment proposal for Medicare,
which was released in Agril and distributed to members of your Committee, deals
with both the supply and demand sides of the equation for Medicare. prospective
payment would control hospital cost increases by determining in advance the
amount of money hospitals would receive for treating Medicare patients. The pres-
ent Medicare cost-reimbursement system provides disincentives for hospitals to con-
trol costs. The more services a hospital provides, the greater its payments from
Medicare. The AHA proposal would allow hospitals to elect annually whether to
accept Medicare’s price as payment in full (known as “assignment”), or to bill pa-
tients, within limits, for the difference between that fixed price and their charges,
thus increasing consumer choices and cost awareness.

We urge Con to move directly to a simple, straightforward system of prospec-
tive payment of hospitals for Medicare, with waivers for a hospital, group of hospi-
tals, or individual states for alternative prospective Fazment systems that offer a
reasonable expectation of savings over a minimum of three years. To ensure fruit-
ful, cooperative efforts under state programs, it would be important to provide waiv-
ers for state rrospective payment programs only if they were approved by a major-
ity of hospitals in the respective states.

To further deal with the demand side of the hospital cost equation, we urge Con-
gress to enact legislation that would create other incentives for consumers to make -
cost-conscious health care decisions. Consumers have been insulated from the true
costs of their health care decisions through extensive first-dollar health insurance
coverage and tax policies promoting such coverage. Legislative changes that could
increase consumer cost-consciousness and reduce demand for health services include
limiting the tax-free status of employer-provided health insurance; encouraging em-
ployers to offer a choice of types of health insurance coverage; and adopting a Medi-
care voucher system. ’

AHA'’s opposition to state rate review is fairly recent. Prior to 1980, AHA had
supported tederally-mandated state rate review as the best method for moving to a
prospective payment system that would meet the financial requirements of hospi-
tals. In 1980, after several years of experience with state rate review programs, the
AHA House of Delegates voted to reverse its position of the issue. The House of Del-
egates determined that state rate review was “an idea whose time has come and
gone” and that state rate review is an impediment to achieving a better system of
reimbursement.

In Colorado and Illinois, each state’s hospital association had been instrumental
in enacting state legislation to create hospital rate review commissions. After expe-
riencing the actual operation of the commission in the case of Colorado, and the
plans for operation in the case of Illinois, the hospital associations took the lead in
efforts to abolish the commissions.

In Colorado, the rate review program enacted in 1977 became a bureaucratic
nightmare. The commission became ensnarled in regulations, politics, commission
bugets, and granting of discounts for certain payors. Rates were set that threat-
ened the continued existence and development of some hospitals. The Colorado com-
mission was terminated in March 1980 by the state legislature. The experience cost
Colorado hospitals an estimated $1.8 million in compliance costs in the first year. In
Illinois, a similar scenario has played out. Illinois decided it could not aftord the
cost of rate review. Also, the system developed in Illinois would have resulted in
inequitable and preferential payments. Statements of the Colorado Hospital Associ-
ation and the Illinois Hospital Association of their own experiences with state rate
setting are attached to this statement as"Appendix A and Appendix B.

Development and operation of state rate review systems is very costly. Because of
this and the increasing competition for state tax dollars, hospitals are concerned
about the commitment of state legislatures to fund regulatory agencies with ade-
quate and capable staff who understand both the needs of the community and the
requirements of hospital management for quality health care delivery.

97-561 0 - 82 - 16



238

A'IA defines the financial requirements of a hospital as the resources that not
only are necessary to meet current operating needs, but also are sufficient to permit
replacement of physical plant when appropriate and to allow for changing commu-
nity health and patient needs, necessary education and research, and all other es-
sentials for the institutional provision of health care services. The two basic compo-
nents of hospital financial requirements are: (1) current operating funds and (2) an
operating margin or return on equity. Hospitals cannot operate at a break-even
level at which only operating expenses are recovered. In order to meet the total fi-
nancial requirements of an institution, a margin of total operating revenue in
excess of current operating requirements must be maintained. This operating
margin provides the necessary funds for working capital and capital requirements
for health care institutions and for providing care to patients who are unable or un-
willing to pay their bills.

AHA'’s Office of Public Policy Analysis has prepared a comprehensive report on
the effectiveness of state rate review using -the latest available research findings
and state-level data. This report is attached as Appendix C. It indicates that while
the success of rate-setting states in controlling hospital costs may be affected by
many outside factors influencing costs and by wide variations between individual
states’ experiences, one point is clear: Hospitals in rate review states as a whole
have significantly narrower operating margins than hospitals in nonregulated
states.

As indicated in Appendix C in Tables 7-11 on total revenue margins and in
Tables 12-16 on patient revenue margins, hospitals in rate review states appear to
be consuming their capital to a greater extent than hospitals in the rest of the
nation. These figures raise serious questions concerning the ability to meet current
and future service needs; the possibility of some hospitals being forced to limit
access to all citizens and reduce quality of care; and the long-term financial stability
and survival of some hospitals in rate review states. ;

While some in Congress have suggested a system of mandatory state rate review
for hospitals, we find it unlikely that Congress would be willing to fully turn over
the establishment of Medicare rates to the states—not when Congress must raise
the funds to pay the more than $50 billion Medicare bill. Instead, Congress would be
more likely to require that states operate under a Medicare “cap” established by
the federal government. This has been the case in New Jersey, a state that has a
waiver from the Health Care Financing Administration allowing it to set rates for
Medicare as well as other patients. The Medicare cap in New Jersey places a penal-
ty on the hospital rather than the state rate authority when Medicare costs exceed
what would have been paid to a hospital by Medicare without the waiver. There is
no risk to the federal government, nor to the state—only to the hospitals.

In conclusion, neither state rate review nor arbitrary cuts in payment to hospitals
proposed in the Fiscal Year 1983 budget plan is the answer to the problem of rising
hospital costs. Both approaches only would tend to reduce payments to hospitals,
not reduce hospital costs. Such approaches fail to recognize the impact of the physi-
cian on use of services and the insulation of patients from the costs of health care
decisions made on their behalf. .

We urge this committee to move rapidly to a system of prospective payment for
Medicare along the lines of AHA’s proposal and to enact appropriate tax and con-
sumer-choice legislation to make health care consumers more cost-conscious. Both
supply and demand must be dealt with, if the solution is to be lasting.

[Appendix A}
STATEMENT OF THE COLORADO HOSPITAL ASSOCIATION

THE COLORADO EX#ERIENCE—THE CREATION AND THE DEMISE OF A STATE HOSPITAL
COMMISSION

The issue of increasing health care costs, particularly hospital costs, has been of
concern in Colorado as much as it has in other parts of the country. Like too man
people in the health care field, the hospital industry in Colorado chose not to ad-
dress the problem within the industry where the real expertise was, but rather went
running to the government to solve it problems. The government in this case was
the Colorado General Assembly.

Although some in the Colorado General Assembly were wise enough to see that
the government not only would be unable to resolve the problem, but would no
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doubt compound it, the hospitals and other allies were able to prevail. As a result,
the Colorado Hospital Commission was born on October 1, 1977.

At this point, the issue of health care costs began to dim and the politics of who
was going to control hospital prices dominated the issue. No longer were hospital
costs and sources of reimbursement the key questions, but rather the questions of
who the commissioners were going to be, what should their political party be, how
much should the commission budget be, by whom and how was the commission's
budget going to be funded?

With these weighty problems answered, did the focus then turn back to the ques-
tions of health care costs and reimbursement methods? Absolutely not! As is always
the case when governments step in, the next most important issue to be resolved
was how to determine and set up rules and regulations. Months went by and hear-
ings dragged on. Third-party insurers of health care demanded discounts from the
hospitals written into the regulations. HMOs wanted guarantees of special consider-
ations from the hospitals based on their unique type of delivery. The state already
had exempted itself from participation in the Medicaid program, so was no longer in
need of special recognition through rules and regulations. In addition, every special
interest group in and out of the hospital industry lobbied for its particular issue. No
two groups could ever agree.

During adversarial hearings, hospitals tried to ascertain what they were to report,
when they were to report, and how they were to do the reporting. The deadline for
the first hospital to report had come and gone, yet the rules, regulations, and forms
for reporting were still unsettled.

Finally, hospitals were able to get a picture, fuzzy though it was, of what was ex-
gected of them. This was not a pretty picture—four very nezative rules, from the

ospitals’ perspective, were advanced. First, the hospitals were not going to be al-
lowed to have any income greater than their expenses, which meant that their very
financial existence was being challenged. Second, there would be no budgetary al-
lowance for growth and development. Thirdly, new services, resulting from medical
advances, would have to pay their way from the very start due to a disallowance of
cross-financial subsidization for new programs. Lastly among the four major puni-
tive rules, the hospitals were mandated to give a 3 percent discount to Blue Cross
alx:d qualified HMOs in addition to a 2 percent discount for prompt payment by pur-
chasers.

Faced with_these formideble problems, along with many more minor ones, and
uncertain as to what and in what manner information was required, the hospitals
had no avenues left except the courts. When the commission realized the degree of
dissatisfaction the hospital industry had and the industry’s resolve to face the regu-
lation issue head on, it agreed to reopen hearings on the regulations if the hospitals
would drop their suit. .

The hospitals agreed and dropped their suit and new hearings were scheduled.
However, the second round of hearings became the same battlefield for the same
groups. It became evident that the only route, short of a very lengthy and costly
court suit, was to present the hospital case to the body of government that created
the commission—the state legislature. .

When the fruits of their legislative efforts were brought back in the form of testi-
mony from those impacted by the law, legislators were quick to realize that these
fruits were grown from bad seed and their only recourse was to uproot the commis-
sion in its entirety. A “sunset” provision was amended onto the statute in 1979 after
a one-year effort to make the statutory rate system work. This put everyone on
notice to make it work. If they failed, the legislature would abolish it. Even under
this very clear mandate to work out differences, all those involved were still unable
to degglgp a workable program. On March 1, 1980, The Colorado Hospital Commis-
sion died.

The lessons learned in Colorado are simple. No industry, hospitals included, can
expected to go to the government and have it solve problems that the industry must
solve itself. Also, statutory requirements breed bureaucracies that become self-serv-
ing, “politics” become more important than the ﬂroblem, and the cost of meeting
the law, rules, and regulations generally more than offsets the savings. Colorado
found also that until the demang side of the health care formula is addressed, it is
foolish to play with the reimbursement side. -

Finally, the hospitals found that under a hospital rate commission the only alter-
native for meeting their immediate financial needs was to exhaust their reserves
and place themselves at a long-term financial risk. With the options of either chang-
ing the law or engaginiin long and expensive litigation, it was onlr prudent for the
industry to support a change in the law. As it turned out, the legislature found that



240

the best way to meet its public obligations was not to change the law but to do away
- with it.

{Appendix B)

STATEMENT OF THE ILLINOIS HOSPITAL ASSOCIATION

The elected leadership of the Illinois Hospital Association first endorsed the con-
cept of prospective rate review in 1969. Since then, administrative and legislative
. initiatives to develop a formal program have been undertaken with three Illinois

overnors. In September, 1978, Governor James Thompson signed into law Public

ct 80-1427, an act which created the Illinois Health Finance Authority to oversee
the orderly establishment and payment of hospital rates in Illinois.

Since the time that IHA and representatives from Illinois hospitals, commercial
insurance companies, the two Blue Cross plans, various state agencies and the Gov-
ernor worked with the legislature to devise the language for the Illinois rate setting

rogram, much has happened to convince the hospital industry that the state is no
onger willing or able to participate equitably in a reasonable program.

Illinois hospitals reversed their position on the desirability of having a rate
review system in the state for two reasons. First, the recession and other develop-
ments in Illinois made this state’s equitable financial participation an impossibility.
In late 1980 the Illinois Department of Public Aid took steps to redefine certain
components of the system to eliminate a portion of hospital financial requirements
which would have otherwise been apportioned to them. Hospital-based skilled nurs-
ing facilities and home health agencies are but two examples of hospital operations
which have been defined as non-hospital services by the rate review agency at the
request of the state. The fact that a prospective payment system such as the one
developed in Illinois would cost the state more money than the current Medicare/
Medicaid retrospective approach became even more apparent when shortfalls of
. $106 million and $300 million respectivel{ developed in the state’s medical assist-

ance budfet for hospitals for Fiscal Years 1982 and 1983.

Secondly, the rate review afency violated its own enabling statutes with respect
to the granting of differentials in its efforts to entice the federal government to
waive Medicare principles of reimbursement for the Illinois hospitals and partici-
pate in the prospective rate setting experiment. When hospitals realized that the
rate review agency would not produce an equitable payment system, but would
simply be a new approach to perpetuating the cost-shifting inequities of the current
system, their trust in the system diminished and they felt that the only course of
action was to withdraw their support from the experiment.

For almost four years, the Illinois Health Finance Authority has attempted to im-
plement a system that does not make sense, is unduly complex and ignores the pre-
ponderance of the input it has received from Illinois hospitals. In many cases the
Authority is at odds with the mandate it received from the Illinois General Assem-
bly. An attitude of “what you see is what you are going to get” from the agency and
its unwillingness to deal in good faith with hospitals makes it quite apparent that
the system must be abandoned to prevent a rapid downhill slide in the quality and
access to hospital care.

[Appendix C}

OFFICE oF PuBLIiC PoLicy ANALYSIS, AMERICAN HOSPITAL ASSOCIATION REPORT ON
StaTE HospiTAL RATE REGULATION

\ INTRODUCTION

Several state governments operate programs to re%;xlate hospital payment rates.
This report discusses current information, and gaps therein regarding the effective-
ness of this approach to health care cost containment. The laterst available research
findings and state-level data on the cost and other impacts of state hospital rate reg-
ulation programs are presented, along with a series of overall conclusions.

States have been categorized in various ways in studies of hospital rate regula-
tion. Most studies, however, include the following six states in the regulated catego-
’ﬁi Connecticut, Maryland, Massachusetts, New Jersey, New York, and Washington.

e Biles team identify these six states as meeting the following criteria: the rate-
setting program is operated directly by state government, hospital compliance is re-
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quired, and a majority of non-Medicare expenditures are regulated.! These six
states are singled out for discussion in this paper.

AVAILABLE DATA AND RESEARCH FINDINGS

Available data and research findings are extrem:ly mixed and inconclusive re-
garding the effects of state rate review.

Cost impacts

Based on the latest nationally available state-level cost data (1975-80), while the
combined results of the six states compare favorable with the rest of the nation in
terms of average annual growth in inpatient expense per admission and per capita
(see Tables 1 and 2) between 1976 and 1980, the individual cost results of the six
states varied widely at any goint in time and over time in comparison to the nation-
al experience (see Tables 3-6).

In none of the regulated states was performance steady or steadily improving rel-
ative to trends in other states.

For Maryland, impatient cost per capita increased more rapidly than the U.S.
average for three of the five years. .

For Connecticut, Massachusetts, and New York, growth rates in inpatient cost per
admission became less favorable relative to U.S. averages during 1979 and 1980.

In 1980, Massachusetts and New York had higher inpatient cost per capita than
all but two of the 50 states.

In 1980, the ten states with the lowest rate of increase in cost per admission in-
cluded five regulated states and five non-regulated states: Alaska, Delaware, Ne-
braska, Michigan, and Idaho. -

Even with respect to the narrow issue of cost impacts, studies to date have varied
widely in terms of scope and findings.

Of the early studies financed by the Social Security Administration, the private
sector rate review program in Indiana showed strongest cost containment results of
the five programs studied.2

The Melnick team,® using more recent data than earlier studies, reported evi-
;iﬁnce. t};?)% 5““’ regulation nationally was less effective in containing costs in 1979

an in .

A recent study by Abt Associates,® more refined than the earlier GAO study,®
foand that individual mandatory rate regulation programs were not necessarily
more effective in containing costs than the voluntary programs examined.

While the studies by Sloan,® Joskow,? the Melnick team, Abt Associates, and
Sloan and Steinwald,® more carefully account for outside factors that may affect
cost results in states with rate review programs than the GAO, CBO,* and Biles
team® studies, typically there has been no explicit control for various private sector
cost containment initiatives and factors at play within such states (e.g., changes in

rivate health insurance benefit structures, vo untary areawide health planning ef-
orts, and private insurer and business utilization review efforts).

The administrative and legal costs of rate regulation have generally been ignored,
as have the potential cost consequences of any service supply and utilization growth
outside the hospital domain!® as a result of state rate review programs.

! B. Biles, C. Schramm, and J. Atkinson, “Hospital Cost Inflation Under State Rate-Setting
Progams," New England Journal of Medicine (September 18, 1980) pp: 665-668.
19;9). Sallkzeavell:isﬂospital-Secmr Inflation (Lexington, MA: Lexington Books, Health and Co.,

pp: 123-178.

3Glenn A. Melnick, John R.C. Wheeler and Paul J. Feldstein, “Effects of Rate Regulation on
Selected Components of Hospital Expenses,” Inquiry 18: pp: 240-246 (Fall 1981)

4C. Coelen and D. Sullivan, “An Analysis of the Effects of Prospective Reimbursement Pro-
grams on Hospital Expenditures,” Health Care Financing Review 2 (3): pp: 1-40 (Winter 1981).

®General Accounting Office, “Rising Hospital Costs can be restrained by Regulating Pag‘
tlngr‘;;.s and Improving Management” (Washington: Government Printing Office, September, 19,

. 8F. Sloan, “Regulation and the Rising Cost of Hospital Care, “Review of Economics and Sta-
tistics, forthcoming.

" P. Joskow, ‘“‘Alternative Regulatory Mechanisms for Controlling Hospital Costs,” Paper pre-
sented at the American Enterprise Institute Conference: Health Care—Professional Ethics, Gov-
ernment Regulation or Markets, Washington, D.C., September 25, 1980, pp: 8.5.

*F. Sloan and B. Steinwald, “Insurance, Regulation and Hospital Costs” (Lexington, MA: Lex-
ington Books, Health and Co., 1980) pp: 107-113. -

Congressional Budget Office, “Controlling Rising Hospital Costs” (Washington: Government
Printing Office, September, 1979) pp: 94-96.

'9This discussion is based largely on: Morrisey, Michael A, Ph.D,, “Hospital Rate Review:
The State of the Emsicrical Knowledge,” working d.aft, Hospital Research Center, American
Hospital Association, October, 1981.
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Other impacts -

The current literature offers little insight into the short- or long-range impacts of

rate regulation on the accessibility, scope, and quality of health care services.
uality impact studies are severely hampered by the lack of comprehensive, gen-
erally aocegted measures of quality.

One of the five prospective payment studies s&onsored early in the 1970s by the
Social Security Atfministration. the downstate New York evaluation, reported in-
creases in the number of hospitals receiving provisional accreditations by the Joint
Commission on Accreditation of Hospitals.!? _

One part of the National Hospital Rate Review Study, sponsored by HHS' Health
Care Financing Administration and soon to be ra;)orted, is a study of hospital serv-
ice scope under rate review. The University of Washington and the AHA have re-
cently n a study, funded by the National Center for Health Services Research,
to assess the effects of rate regulation on hospital organization and operations.

Levels and trends in hospital revenue margins represent a key measure of the
future ability of hospitals to maintain and improve qualiti; and accessibility of serv-
ices for all population groups, particularly the poor. On this score, rate review pro-
grams raise serious public policy concerns.

As indicated in Tables 7-11 on total revenue margins and in Tables 12-16 on pa-
tient revenue margins, hospitals in rate review states appear to be consuming their
capital to a greater extent than hospital in the rest of the nation.

or the six states individually and as a group, aggregate patient and total revenue
margins were, generally, significantly below those experienced in the rest of the
nation as a whole, -

For the six states as a group, the percent of hospitals with deficits greater than
0.5 percent decreased between 1975 and 1980, but not as much as for the rest of the
nation. -

In New York, hospitals have on average consistently operated at a deficit, even
considering revenue from both operating and nonoperating sources. The average
deficit has ranged from 0.2 percent to 8.4 percent, and was under 1 percent only
once during the six years.

Where revenue margins are deteriorating under state rate regulation, either the
programs have not really been: able to change the economic behavior of consumers
in demanding health care or the behavior of providers, or they have expected
through revenue constraints far more than can be accomplished. In either case, the
end result is merely a short-run gain for payers. In an environment of increasingly
limited payer budgets, especially state Medicaid program budgets, the danger is that
short-term results—no matter how arbitrary—geoome the overriding objective of
such programs, with a generally bankrupt hospital the long-term consequence.
Squeezing hospital revenues, without effectively and equitably containing costs, only
forces hospitals to consume their capital. That capital is crucial to the hospital’s
future ability to replace or improve itself and to meet a variety of needs of patients,
particularly those least able to pay for care.

CONCLUSIONS

Formal evaluations of the impacts of state rate review programs lack consensus
even on cost impacts, are generally incomplete in scope, pose various methodological
problems in study design and assumptions, and/or are outdated. More and better
studies are needed to reach definitive conclusions.

Less formal evaluations indicate that even from the narrow perspective of hospi-
tal cost levels and trends, individual rate review programs show uneven results at
an«,point in time and over time in comparison to non-rate review states.

ith regards to hospital revenue margins—a key indicator of the general finan-
cial health of institutions and of their ability to generate and attract capital to meet
current and future service needs of all population groups, including the poor—state
rate review programs pose serious concerns. These concerns become even more
acute if future decisions on rates under rate review Yrogams become based not on
what well-managed hospitals need to st:ay financially healthy and viable, but on
wha:i state Medicaid programs can afford at any point in time from a budgetary
standpoint.

Additional concerns are whether such programs stifle payment and service deliv-
er%innovations and unnecessarily infringe on hospital management prerogatives.

he key point is that there has not yet been indentified one best hospital payment
method or methods for widespread use over the long term.

As a result, the AHA's Medicare prospective fixed price payment proposal sug-
gests only a specific short-term approach and simultaneously calls for expanded



- 243

waiver opportunities for groups of hospitals and states to develop and apply their
own innovative approaches. The best, longer-term approaches will be derived from
local fenius and imagination linked to unique local circumstances and needs. In
some locales, customized state rate review programs may be the appropriate long-
term solution. In many other locales, a variety of nonregulatory solutions may be
selected. Generally, state hospital rate regulation will be viewed, and appropriately
80, as the alternative of last resort. -

Regardless of the approach selected, it must result from the joint, cooperative ef-
forts of all the involved parties if it is to be both equitable to hospitals and effective
in restraining cost increases. In the AHA's Medicare prospective ;{;yment proposal,
state-sponsored aiternative prospective payment systems cannot be waived by the
Secretary of HHS that do not have the majority su?port of hospitals in the state. A
partnership approach to payment reform is essential.

TABLE 1.—INPATIENT EXPENSE PER ADMISSION FOR COMMUNITY HOSPITALS
[Percent change in parenthesis)

Year 6 regulated States Other States
1976 $1,523(8.5) $1,085(14.6)
1977 1,690(11.0) 1,238(14.1)
1978 1,842(9.0) 1,392(124)
1979 2,009(9.1) 1,958(11.9)
1980 2,232(11.1) 1,770(13.6)
Annual average - (9.9) (13.3)

Source: American Hospital Assaciation, “Annual Survey of Hospitals” 1975-30 editions.

TABLE 2.—INPATIENT EXPENSE PER ADMISSION FOR COMMUNITY HOSPITALS

[Percent change in parenthesis]
Yeu . 6 regulated States Other States
1976 - $217(4.6) $178(15.1)
19717 241(10.8) 203(13.9)
1978 260(7.9) T228(123)
1979 286(10.0) 256(12.6)
1980 (1) 299(16.5)
Annual avérage (88) (14.1)

Source: American Hospital Association, “Aanual Survey of Hospitals™ (1975-80 editions).

TABLE 3.—INPATIENT EXPENSE PER ADJUSTED ADMISSION FOR COMMUNITY HOSPITALS
{Percent change from previous year}

] ) e N o

New York:
1976 30 130 100
1977.......... 128 136 08
1978 8.7 115 28
- 1979 ; 86 113 27
1980 10.98 131 21
Massachusetts: -
1976 1564 130 -26
1917 1241 136 12
1978 e o 891 135 26
1979 . 167 113 36
1980 »» 1393 131 -08
New Jersey:
1976 134 130 -04
19717 10.8 136 28
1978 93 115 2.2

1979 ; 08, 13 05
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TABLE 3.—INPATIENT EXPENSE PER ADJUSTED ADMISSION FOR COMMUNITY HOSPITALS—Continued
‘ {Percent change from previus yea]

1980 107 131 24
Connecticul:
1976 13.12 130 -01
19717 1.2 136 24
1978 98 115 17
1979 8.1 113 32
1980 13 131 18
Washington:
1976 159 1304 29
1917 128 136 - 08
1978 13 115 02
1979 o 10.7 113 0.6
1980 113 13.08 20
Maryland:
1976 144 130 -14
977 88 136 48
1978 9.3 115 22
1979 z R I X | 113 -1
1980 96 131 35

Source: Amecican Hosptal Association, “Anual Survey of Hosptals” (1975-80 Edtons).
TABLE 4.—INPATIENT EXPENSE PER CAPITA FOR COMMUNITY HOSPITALS

[Percent change from previous year)

United increase
State States  less State
change

New York:

1976 —29 125 154
i 101 131 30
1978 67 113 37
1979 .10l 120 19
1980 93 154 6.1
Washington:
1976....... 131 125 -08
1977 e e 120 131 11
1978.. . 74 13 39
1979 — 89 120 31
1 T 154 93
New Jersey:
1976 160 125 -35
191 .14 131 07
1978 . 85 13 28
1979 . 109 120 11
1980 121 154 33
Connecticut:
192 145 125 20
191 Yoo 131 24
1978 ettt . -93 113 20
1979 92 120 28
1980 120 155 Y]
Maryland:
197 . 181 125  —56
1517 105 131 26
1978 — 121 3 —08
1979 153 120 -33

1980 88 154 66
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"TABLE 4. —INPATIENT EXPENSE PER CAPITA FOR COMMUNITY HOSPITALS—Continued
[Percent change from previous year)

U,

United increase
State States  jess State
change

Massachusetts:

1976 14 125 5.1

1977 115 131 16

1978 6.9 113 44

1979 82 120 38

1980 10.0 154 54

Source: American Hospital Association, “Annual Survey of Hospitals” (1975-80 Editions).
TABLE 5.—INPATIENT EXPENSE PER ADMISSION FOR COMMUNITY HOSPITALS
State - lmh::f"'“ Rank m Rank

Alabama $1467  (38) 140 (16)
Alaska 2,292 (5) 16 (51)
Arizona 2,020 (12) 159 9)
Arkansas LI7s  (51) 123 (36)
California 2,400 (4) 146 (15
Celorado L7121 (22) 132 (20
Connecticut 2045  (11) 113 ()
Delaware 1946 (l4) 80  (50)
District or Columbia 3,186 1) 170 (5)
Florida , 1,808  (20) 120 +(31)
Georgia 1,381 (43) 124 (3
Hawaii 1849 (16) 121 (40)
idaho 1,254 (48) 113 (42)
Itinois 2,202 (N 174 (4)
Indiana 1622 (26) 140 (16)
lowa 1414 (36) 122 (39)
Kansas 1591 (20) 150 (13)
Kentucky 1,276 (46) 155 (1)
Louisiana 1487 (33) 129 (30)
Maine LN3 (23) 150  (13)
Maryland 2,138 9) 96 (48}
Massachusetts 2,519 (2) 139 (20}
Michigan 2,081  (10) 103 (47)
Minnesota 1,808  (19) 134 (25)
Mississippi 1187 (50) 123 (36)
Missourt y 1845  (18) 135 (22)
Montana 1,326  (45) 135 (22)
Nebraska 1526  (31) 93 (49)
Nevada...... 2,213 (6) 226 (1)
New Hamgshire........... 1457 (39) 119 (4t)
New Jersey 1,851  (17) 107 (46)
New Mexico : 1,543 (28) 214 (2)
New York _oaan 3) 110 (45)
North Carofina 1399 (4 123 (36)
North Dakota 1541 (29) 135 (22)
Ohio 1,910 (15} 40 (16)
Oklahoma 1543 (30) 140 (16)
Oregon . 1665 (24} 130 (29)
Pennsytvania o 1964  (13) 131 (28)
Rhode fsland 2,166 (8) 126 (32)
South Caralina 1,366  (44) 17.0 {5
South Dakota 1212 (4) 164 (8)
Tennessee - 144 (40) 153 (12)
Texas 1493 (34) 136 (21)

Utah.... L4 3n 23 (3)
Vermont 1476 (35) 133 (26)
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TABLE 5.—INPATIENT EXPENSE PER ADMISSION FOR COMMUNITY HOSPITALS—Continued

1

s -

Yirginia 1645  (25) 124 (34)
Washington " 1510 (32) 1.1 (44)
West Virginia 1397 (42) 158  (10)
Wisconsin 1,758 (21) 126 (32)
Wyoming 1192 (49) 170 ()

Source: American Hospital Association, “Annwal Survey of Hospitals” (1975-80 editions).
TABLE 6.-—RATE OF CHANGE IN INPATIENT EXPENSE PER CAPITA 1979-80
1980
Sute o™ Rk B

Alabama $288  (19) 166  (20)
Aaska 26 (25) 56 (51)
Arizona 80 () 165 (1)
Arkansas 231 (39) 157 ()
Cafifornia 333 (t)) 183 (15)
Colorado 263 (30) M9y (32
Connecticut : 216 (26) 120 (41)
Delaware 248 (38 84 (50)
District of Columbia 131 ) e @37
Florida 3 (1Y) 103 (45)
Georgia. 2%  (33) 148 (34)
Hawaii : 193 (50) H2 42
Idaho 185 (51) 159 (25)
Hinois 387 3) 164 (23)
Indiana 211 (28) 165  (21)
lowa 286 (20) U5 (35
Kansas 305 (15) 169  (19)
Kentucky 24 (37) 183  (15)
Lovisiana 292 (18) 201 (10}
Maine 12 () 144 (36)
Maryland 261 (31) 88 (48)
Massachusetts n 4 100 (46)
Michigan 5 Kyl (8) 106  (44)
Minnesota i (3) 173 (18)
Mississippi Al (39) 151 (31)
Missouri 359 (6) 187 (18)
Montana 248 (42) 163 (4)
Nebraska 281 (23) N2 4
New Hampshire 28 (44) 176 (170
New Jersey 264 (29) 121 (39)
New Mexico 201 (48) 224 (7}
Nevada 401 (2) 444 (1)
New York 359 (5 93 (47)
North Caratina 4 (46} 121 (40)
North Dakota 323 (1) 190 (13)
Ohio 325 (10) 157 (27)
Oklahoma 282 (22) 229 {5}
Oregon .. 51 (32) 203 (9)
Pennsylvania 326 (9) 149 (32)
Rhode istand %4 (1 86 (49)
South Carofina . . 197 (49) 159  (25)
South Dakota 231 (38) 195 (12)
Tennessee. I3 (W) 197 (1)
Texas a9 25  (6)
Utah 26 (41) 24 (3)
Vermont 21 (1) 133 (%)
Virginia 234 (36) 153 (2:)
(L))

Washington 9 (39) U2
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TABLE 6.—RATE OF CHANGE IN INPATIENT EXPENSE PER CAPITA 1979-80—Continued

Sute Rt B B
West Virginia 3 (16) ar @
Wisconsin w () 152 (30)
Wyoming ‘ Coow 0w @

Source: American Hospital Association, “Annual Survey of Hospitals™ (1975-80 editions).

TABLE 7.—TOTAL REVENUE MARGIN FOR COMMUNITY HOSPITALS®

{}n pescent]

Yex SEmuled  oer sutes
1975 -3 2.09
1976 0.36 -381
1917 . -1 322
1978 - 020 342
1979 -001 375
1980 0.5 439

1Total revenve margin = (Total net revenve — total cost)/total net revenve, where net revenue is nel of deductions.
Source: American Hospital Association, “Annual Survey of Hospitats™ (137580 Edibons).

TABLE 8.—TOTAL REVENUE MARGIN FOR COMMUNITY HOSPITALS?

{in percent) -
Year Connecticut Maryland  Massachusetls  New York New Jersey  Washington  United States
0.33 —0.4 1.01 -839 1.88 wn on
0.87 1.00 0.29 -0.22 0.75 i 2.80
1.36 0.48 0.10 -342 -001 420 24
0.82 148 2.57 -290 112 5.03 266
185 1.39 384 —-290 0.79 5.25 29
L1t 2.05 2.4 -7 —045 118 361

1Total revenue margin = (Tola! net revenve — total cost)/lotal net revenue where net revenue is net of deductions.
Source: American Hospita! Association, “Annual Survey of Hospitals” (1975-80 Editions).

TABLE 9.—PERCENT OF COMMUNITY HOSPITALS WITH TOTAL REVENUE DEFICITS GREATER THAN 0.5

PERCENT
Yo 6 regulated  Rest of the T § S v
sates  Mabon MO uectio  New Yok Newlesey  Magud  Washaglon
1995 A6 239 78 s BI 162 A5 01
L1 O 238 180 181 83 - 34 18.6 16.7 1.2
Decrease (increase) .  (38) (5.9} 2 (133) 13 u (1.8) (18.9)

Source: American Hospital Association, “Annual Survey of Hospitals™ (1975, 1980 editions).
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TABLE 10.—DISTRIBUTION OF COMMUNITY HOSPITALS AMONG TOTAL REVENUE MARGIN

CATEGORIES
{In percent]
Mg 6 regulated States Rest of the Nation
i CH

15 1975 7 1980 1975 1980
4.50 and adove..... 159 209 300 416
1.50 10 4.49 256 29 237 4.0
0.50 to 1.49 1.2 104 100 6.8
—05010 0.49 116 123 6.5 58
~1.50 to —0.49 8.2 9.7 5.8 38
—450 10 —1.49 113 120 87 12
Below —4.5 163 ~ 117 15.2 108

Source: American Hospital Association, “Annual Survey of Hospitats™ (1979, 1980 edrtions)

TABLE 11.—DISTRIBUTIONS OF COMMUNITY HOSPITALS AMONG TOTAL REVENUE MARGIN

CATEGORIES
Massachusetts Connecticut New York New Jersey Maryland
Margin category

1975 1980 1975 1980 1975 1980 1975 1980 1975 1980
4.5 percent and above......... .. . 104 122108 101 125 120 200 98 184 278
1.50 10 4.49 341 328 189 306 229 156 286 314 224 259
05010 149........... 130 147 162 250 103 95 143 108 102 130
—0.50 10 049.. 163 138 162 139 M6 153 114 157 122 19
—150t0 —049.. 13 34 162 11715 M3 95 137 122 148
—450 10 —149.. 89 69 108 56 129 167 16 137 61 111
Below 45............. 89 11z 108 28 223 196 86 49 184 56

Source American Hospitat Association, “Annual Survey of Hospitais™ (1975, 1980 editions).

TABLE 12.—PATIENT REVENUE MARGIN FOR COMMUNITY HOSPITALS *

{In percent]

Year 6 'Se"“g” Other States
—16.2 -53

—84 =31

-109 =32

-99 -35

-92 -32

—86 -29

1 Patient revenve margia = (ne! pabent revenve — total cost)/nel patient reverve, where ne! patient revenue is net of deductions
Source. American Hosprtal Assaciation, “Annual Survey of Hospitals” (1975-80 edilons).

TABLE 13.—PATIENT REVENUE MARGIN OF COMMUNITY HOSPITAL *

(ln pescent]

Years . Connectcut  Massachusetts Maryland New Jersey New York Washington  United States
1975 e —-42 —182 -58 5.1 -1 -29 -1
1976.... . -38 ~96 14 -58 -104 ~15 —4
1977.... -34 -128 -59 -10 LR -08 -4
1978 e -43 -81 -50 -48 -137 -06 -4
1919 . ... .. -39 -6 -54 -65 -138 -10 -4
1960 ... . ... 45 -88 -39 -16 —-116 -11 —4.

4 Pabent revenue margn = (net pabent - total cost)/patient revenue, where nel patint s net of dedu-tions
Source Amencan Hosprial Assooation, “Anouat Survey of Hospitais™ (Editons 1975-80)
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TABLE 14.—PERCENT OF COMMUNITY HOSPITALS WITH PATIENT REVENUE DEFICITS GREATER THAN

0.5 PERCENT
The 6 States indvidualy
6 regiated M

Y :

“n S R o Mayand MM pey ey New Yok Wastingon
1975 358 29.7 318 - 36.7 25.2 25.7 426 364
1980 335 218 194 315 21.6 324 1.8 168

Decrease
(increase)................ (2.3) (19) (18.4) (5.2) (3.6) (3.3) 50 (19.6)

Source: American Haspital Association, “Annual Survey of Hospitals™ (1975, 1380 editions).

TABLE 15.—DISTRIBUTION OF COMMUNITY HOSPITALS AMONG PATIENT MARGIN CATEGORIES

[In percent}
Margin cat 6 reguiated States . Rest of the Nation
in cal

o ey - 1975 1980 1975 1980
4.50 and above 6.7 59 133 16.2
150 to 4.49 114 6.2 16.0 16.5
0.50 to 1.49 46 43 5.7 6.7
—0.50 to 0.49 57 6.1 56 12
—150 to —0.49 11 8.0 6.2 13
~4.50 to —1.49 . 219 229 153 16.1
Below —4.5 419 46.5 378 30.1

Sousce: American Hospital Association, “Annual Survey of Hospitals™ (1975, 1980 editions).

O



