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HOSPITAL PROFITS UNDER MEDICARE’S
PROSPECTIVE PAYMENT SYSTEM

FRIDAY, FEBRUARY 21, 1986

U.S. SENATE,
SUBCOMMITTEE ON HEALTH  __
oF THE COMMITTEE ON FINANCE,
Washington, DC.

The subcommittee met, pursuant to notice, at 9:35 a.m., in room
SD-215, Dirksen Senate Office Building, Hon. David Durenberger
(chairman) presiding.

Present: Senators Durenberger, Heinz, and Baucus.

[The press release announcing the hearing and opening state-
ments of Senators Durenberger and Packwood and a background
paper prepared by the staff follows:]

{Press Release No. 86-003)

FINANCE SuscoMMITTEE TO ExAMINE HospiTAL ProFiTs UNDER PPS

The profits realized by American hospitals under the Medicare Prospective Pay-
ment System (PPS) will be the subject of a hearing before the Senate Committee on
tI‘(‘)i‘rirance’s Subcommittee on Health, Chairman Bob Packwood (R-Oregon) announced

ay. .

Senator Packwood said the PPS hearing would begin at 9:30 a.m., Friday, Febru-
ary 21, 1986, in Room SD-215 of the Dirksen Senate Office Building in Washington.

He explained the Subcommittee on Health would review the financial status of
the nation’s hospitals under the new prospective payment system, which is general-
ly recognized by its acronym, PPS.

The Chairman said the hearing is to begin with the presentation of a recent
report from the Department of Health and Human Services' Inspector General. The
report indicates that hospitals receiving prospective Medicare payments had record
profits during the first year of the new payment system. The Inspector General's
study found that hospitals in nine states reported an average profit of over 14 per-
cent on Medicare payments.

Senator Packwood noted that, “While the nation’s hospital industry may not
agree with the Inspector General’s findings, it has been reported that the industry’s
own data also indicates that hospital profit margins have grown.”

The Chairman said the Subcommittee on Health expects to receive testimony
from representatives of the hospital industry. “We will provide the industry with an
opportunity to comment on its profit margin increases under Medicare and, more
importantly, on whether and to what extent the relative financial health of the hos-
pital industry can be maintained,” Senator Packwood said.

He noted that under PPS a hospital is allowed to retain any savings it may real-
ize by treating a patient for less than the Medicare paymenit rate. If the treatment
exceeds the Medicare rate, however, the hospital must absorb the loss. The payment
system was designed to encourage the nation’s hospitals to be more efficient, Sena-
tor Packwood said.

Senator Packwood said Senator David Durenberger (R-Minnesota), Chairman of
the Subcommittee on Health, would preside at the February 21 hearing.

(0)]
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REMARKS OF SENATOR DAVE DURENBERGER, HosPITAL PROFITS UNDER MEDICARE
PROSPECTIVE PAYMENT

Three years ago Congress created the prospective payment system, PPS, to pro-
mote more cost-effective management of hospital services for Medicare patients.

The system was a compact between Medicare and the hospital community: Hospi-
tals agreed to cooperate in a radical new payment system, and the government
agreed to give fair annual increases in rates. Hospitals which achieved savings
through increased cost-efficiency, and which could provide services less than the
PPS rate, could pocket the difference.

Since that time, the record shows that hospitals have been excellent partners in
that compact. They have achieved a great deal. The length of hospital stay for Medi-
care patients is down an average of two days. Prospective payment has also made a
difference for the Medicare payer, the hospital trust fund—in other words, the tax-
payer. We established PPS as a “budget neutral” reform, and yet, since its inception
the hospital community has saved the hospital trust fund $8 billion. That is no
small achievement, especially in a government known for buying designer toilet
seats.

Just two years ago the Medicare trust fund was facing bankruptcy. Today we are
confident of entering the second millennium with a solvent Medicare program.

At the same time, the prospective payment system also includes safeguards to
protect the quality of health care. And, in fact, there is no statistically definitive
evidence that the quality of care has suffered under PPS.

I have heard claims to the contrary and seen the evidence. It looks and sounds
very dramatic, and makes for good TV—but it is anecdotal at best. And, important-
ly, it ignores the dangerous abuses, such as unnecessary hospitalization and surgery,
which existed before PPS and which the system was designed to correct.

In response to these achievements, what has the hospital industry heard from the
federal government? Each year they have been asked to accept less than the pre-
scribed increase in rates.

Some in Washington have attempted to justify that policy by identifying problems
with data, the coding practices of hospitals, or whatever. For FY86, according to the
administration and many of my congressional colleagues, this set of problems justi-
fied no increase in the PPS rate at all.

Now, the administration is proposing, at best, a two percent increase in the rate
for FY87. That's less than half the increase prescribed by law, which is based on the
market basket price plus one-quarter percent.

This scenario strikes me as a less than desirable way to make policy. Certainly a
less than effective way to encourage continued improvements in health care financ-
ing and delivery, let alone to engender trust in federal policymakers. No doubt our
hospitals are looking forward to the next terrific deal we have to offer them in the
name of reform.

I have opposed, and continue to oppose, the use of reform—or even of deficit re-
duction—as a license to fiscally shortsheet the nation’s hospitals. Especially for a
program, Medicare, which over the past five years has contributed more than $38
billion in federal spending cuts.

Today we will hear from the Inspector General about survey data which imply
that hospital profit margins under PPS are excessive. I suspect those data will fuel
administration efforts to justify further reductions in PPS rates. There are those
who dispute those profit figures, for various reasons.

But apart from the dispute over numbers, I don’t remember any discussions
during the development of PPS about capping rate increases because of hospital
profit margins, excessive or otherwise. One wonders if our PPS rate policy is to be a
mechanism for manipulating hospital budget under Medicare. I certainly never
thought so.

The point of prospective payment is to give hospitals the opportunity to save
money, or make money, through better management. Obviously, Americans have a
huge stake in the financial health of their hospitals. A strong bottom line means we
are securing the services and quality of our hospitals for the citizens, elderly and
otherwise, who depend on them for care.

This morning we will examine the Inspector General’s figures on hospita! profits,
and discuss their implications for hospitals and the Medicare patients they serve.
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REMARKs OF SENATOR BoB PAckwoop, HosPITAL ProrFITs UNDER MEDICARE’S
PROSPECTIVE PAYMENT SYSTEM

In October, 1983, Medicare introduced a radical new way of paying for hospital
inpatient services. This system, known as prospective payment or PPS, provides hos-
pitals with an incentive to be efficient—that is, to make choices on which services
they provide to Medicare patients based on economic, as well as medical, consider-
ations. If the hospital’s costs are lower than the Medicare payment, the hospital can
keep the difference as a profit.

All of the information we have to date indicates that hospitals have responded to
the incentives in the new system even faster than we had hoped. The rate of growth
in hospital costs has dramatically slowed and Medicare expenditures are lower. As
Chairman of the Senate Finance Committee, this is good news. The 1987 deficit is
lower now than it would have been had we not made this payment reform several
years ago.

The reduction in hospital costs does not appear to have hurt the hospital industry.
In fact, profit margins, which measure the amount of revenues that a hospital re-
tains after all expenses such as medical staff salaries are paid, were at an all time
high in 1984, the first year of the new system. In addition, there is no evidence that
hospitals were realizing these profits by systematically failing to deliver the services
for which they were being paid.

So the question is, did the hospital industry just go on a very successful cost re-
duction program, or were there other factors at work that contributed to the appar-
ent financial success of the new system, such as the possibility that government set
the payment rates too high? Can we expect the savings to Medicare and the profits
to hospitals to continue at the same level, or will there be some changes over time?

We can’t answer these questions because we don’t have enough information. Data
have not yet been analyzed, and in many cases the information we need was never
collected. So the purpose of today’s hearing is to establish a forum to look at the
Medicare payment rates and the financial health of the hospital industry. Since
Medicare pays approximately one-third of the hospital’s patient revenues, these fac-
tors are very closely related.

We hope to learn more about this matter by the end of this hearing. Our wit-
nesses today have the best answers to our questions. We look forward to their com-
ments.
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HosprtaL PrROFITS UNDER MEDICARE’S PROSPECTIVE PAYMENT SYSTEM

8ACKGROUND

Effective for hospital cost reporting oeriods
beginning on or after October 1, 1983, Medicare
payment for inpatient hospital services is ma-le
according to a prospective payment system (PPS},
rather than on a retrosnective reasonabhle cOst
basis. Ma2dicare nayments are made al przdetermined,
fixed rates which reoresent the averaqe cost,
nationwide, of treating a 'edicare patient according
to his or her diagnosis. During a three-year
transition period, a declining portion of Meidicare's
payments to a hospital are based on the hospital's
historical reasonable costls. By FY 1987, Madicare's
payments will be established on a nationwide basis
with separate payment rates for hospitals in rural

versus urban areas of the country.

The Medicare prosp2ctive payment system was
developed to be "budget neutral® during the first
two years. That is, any costs that were naid under
the per case limit and rate of increase ceiling
provisions' of the Tax Equity and Fiscal
Responsibility Act in FY 1993 were included in the
PPS rates. Certain hospital costs, such as capital

are excluded from the prospective payment system and



continue to be paid for on a r22snonable cost bisis.
In adlition, certain hospitals, such as
rehabilitation hospitals, are excludod from the

system.

PP3 introduc21 the concapt of profit (dz2fined as
revenues less expenses) for the first tine under
Medicare as an incentive for hosnitals to control
costs. Prior to PPS, Medicare payments to haspitals
were limited to reimbursement for rcasonable costs.
1t was only for pronrietary hos»itals that return on
equity was defined as a reasonaable cost. Under
PPS, if a hospital can treat a patient for less than
the PPS payment amount, it can keep the savings. 1If
the treatment costs more, the hospital must absorb
ths loss. A hospital is prohibited from charging
Medicare heneficiaries any amounts which reores2nt
the difference between th2 hosnital's cost of
providing covered care and the Medicare mayment
amount, except for deductible ani coinsurance

amounts.

Because each hospital came under PPS at the
beginning of its resmective fiscal year, only 45
percent of all Medicare bills were paid under PPS
during the first year, which enled September 30,
1984. |1} It was not until September, 1985 that all



PPS hospitals had completed 12 moanths undar the noew
PPS system. Thus, due to the short period of time
and lack of data, a comnlete assessment of PPS is
premature. 1In aldition, even as data becone
available, it will be difficult to isolate the PPS
effect because oiher changes are occuring in the
health care system, such as the growth of Health

Majintenance Nrganizations (H'10s).

Since PPS was implemented, we do know that
Medicare hospital utilization has fallen
dramatically. 1In FY 1984, the length of stay for
Medicare beneficiaries fell by 9 percent (or one
full day) which was triple the 2.9 percent decline
in FY 1983. Medicare admissions declined by 3.5
percent, the first dacline sinée the program was
initiated. 121 Coupled with significantly lower
utilization by non-Medicare patients, hosnital
occupancy rates shrank from 74 percent in 1933 to 69
percent in 1934. [3| For-profit hospitals saw
occupancy rites decline to as low as 52 percent by
1934. 4] Despite this lowér utilization, the
hospital industry revorted record revenues anti
profits in 1934. For example, according to the

American Hospital Association, profits on patient



I1.

care for all U.S. community hospitals more than

doubled during 1984. |5]

The amount and cause of these profits has
implications for future levels of payment for

Medicare and other payers.

INSPECTOR GENERAL REPORT

The Inspzctor General (I1G) of the Department of
Yealth and Human Services conducted a stuly of
hospital profits attributed to the first year of the
prospective payment system. |6f This study examinedq
records at 892 hospitals (17 nercent of all PPS
hospitals) in 9 States. Profits were defined as
Medicare revenuzs (PPS payments, adjustments for
indirect teaching costs, outlier payments, ani
payments for return on equity) less PPS inbatient
operating costs as reflected on unaudited 1994
Medicare cost reports. Medicare payments for
depreciation, interest and direct medical education

were excluded.

The study founi net average profits ranging from
a low of 1.65 percent for hospitals in Alaska to a
high of 18.6 percent in Oregon. The net average

profit margin for all hospitals in the study was



were several times grcater than the 3.3 percent

after tax margins reported by Business Ueek for the

services industry as a whole. The rzport also
indicates that Medicare paid an excessive return on
equity (24.17 percent average for the hospitals in
the study vs. 13.9 percent for the services industry
as a whole.) The report concludes that significant
Medicare profits, averaging $934,n000 per hoswnital,
were made by most hosnitals during their first year
on PPS. Nineteen percent of the hospitals in the
study experienced losses and these hospitals
generally had a small volume of Medicare revenues.
The IG report projects that Medicare may have paid
up to $5 billion in profits systemwide. The report
findings raise the question as to whether or not
hospitals under PPS may have received excessive
payments as a result of high PPS rates,
inappropfiale cost shifting, or other factors.
Additional 16 studies are underway to examine these
issues, but have not been completed. The Health
Care Financing Administration, the agency
responsible for administering the PPS system, has

not responded to the IG report.
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1NDUSTRY-IDE PROFITS

All hospitals seek to earn a profit. Hospitals
that are investor-ownz2d {(i.e. for-profit) return
their profits Lo shareholders in the form of
dividends or retain them. Hospitals that have tax
exempt status under section 501(c} of the Internal
Revenue-Code, (i.e. not-for-profit) retain orofits

for future use.

There are two common ways of measuring and
reporting profits -- net margins on vatient care and
net margins on total operations. Net margin is the
percent of revenues that remain after exmenses are
deducted. Margins on patient care reflect revenues
less expenses directly related to individual
patients for inpaticnt and outpatient services,
{e.g. they would not include revenues and exoenses
for 2 gift shop.} Margins on total omerations
reflect revenues less expenses for natient care plus

all other revenues and expenses.

Table I summarizes profit margins renorted by
the American Hospital Association (AHA), Fedsration
of American Hospitals (FAH), and Healthcare
Financial “anagement Associaticn (HFMA) in recent

years. Table II summarizes revenue and expenses as
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‘reported by the AHA and FAM. It is important to
understand several points about the data. First,
each organization collects information from a
different set of hospitals, using different survey
questions. Thus, it is Aifficult to compire one data
sel to the other. The more relcv?nl comparison is
the trends over time. Second, the d4ata are
aggregate and include hospital outpatient costs as
well as inpatient costs. Third, the 4ata include
non-PP3 hospitals as well as PPS hospitals. And
finally, the data do nol separate out information by
payer, such as Medicare. Such payer-snecific data
are not reported. Following are a few highlights

from Tables 1 and II.

As shown in Table 1, during the first year of
PPS (19%94), AHA reported that hospital profit
margins on total operations increased from 5.1
percent to 6.2 percent. This was a jump of 22
percent over 1933, and more than double the increase
of the five previous years addad together. [7|
Profit margins on patient operations increased at a
higher rate than ﬁargins on total operations. AYA
reported that patient margins doubled in 1984 over
1983, from 1.0 to 2.0 percent. |8] HFMA showed that

patient margins increased 35 percent, from 2.3
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percent to 3.1 percent. [9| Early AHA data for 1985
suggest that profit margins on total operations and
patient operations are continuing to increase,

however, at a lower rate than between 1783 and 19%4.

{101

N\

As shown in Table 11, these profit marqgins
translate into a large increase in dollars.
According to AYA, from 1983 to 1994, net income on
total revenues increased approximately 32 oercenl or
$1.8 billion;: while net income on patient revenues

doubled from $1.2 billion to $2.5 billion. [11]

3 recent study conducted by ICF, Inc., a private
consulting firm, looked at the =ffect of changes in
Medicare payment policies on hospital financial

“paerformance. This study constructel a Hospital
Investment Simulation Model and predicted profit
margins through 1990. The study showed that in
1984, all hospitals had level or lower profit
margins on total operations relative to 1933. This
finding is in contrast to data reported by AHMA andi
HFMA. Data from ICF show that profit margins on
patient operations will éontinue to decline through
1987 as a direct result of Medicare payment policies

such as the freeze. However, ICF predicts that

total margins will continue to be profitable for the
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industry as a whole. By 1990, the ICF model
projects that all hos»itals will have recovered and
report profit margins higher than the 1933-85 level.
It should be noted that this model is based on
optomistic assumptions regarding utilization and
growth of revenues, including Medicare revenues,

after fiscal year 19%6. (12|

The data in Tables I and II are aggregate and do
not reflect the substantial variation in profit

exnerience among hospitals. AYHA reports that 73

percent of hospitals in their annual survey reportied

either higher or lower margins than the level
reported in Table I. |13} 1In ad3dition, AHA revorts
that the number of hospitals with negative marqgins
are increasing. According to the pang} survey, in
1933, 17 percent of hospitals reported negative
total margins:; by 1934, 22 percent reported losses.
The number of hospitals with negative patient
margins also increased, fror 42 percent in 1983 to
45 percent in 1984, (The later annual survey shows
the percent of hospitals with negative patient
margins had increased to 52 percent). 14| On the
other hand, many hosvitals realized substantial
profits. AHA reports that in 1984, 14 percent of

hospitals had profits of 6 percent or more on
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patient revenues. 115| A Price {/aterhnuse survey of
293 hospitals found 67 percent of hospitals believad
that they have done better under PPS than they woulAd
have under Medicare cost reimbursement. 161
Newspaper articles cite anecdotes of hospitals with
windfall profits attributed to PP3, e.q. one
hospital in Illinois rralized a $9 million profil on

total revenues of $147 million in 1934. |17l

There is also evidence of wide grographic
variation in hosnital profit margins. AYA renorts
that from 1983 to 1984, increascs in total profit
margins were reflected in all g=eonqraphic regions,
excent the mountain and west south central regions.
1181 In contrast, HFMA Aata show that northeast
hospitals consistently report operating marqgins
below other regions, while in the far west and
southern regions the margins are esvecially
large.|19] Both a4YA and YFPMA data show rural
hospitals have lower profit margins than urban
hospitals. HFMA data show tural‘hospitals with a-
1.95 percent median compared to a 2.8 percent median
for urban hospitals. However, in 1984 HFMA Aata
show that rural hospitals significantly improved

their profitability position, increasing 43.8
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percent while urban hospitals increased 26.9

percent. |20]

Other characteristics ampear to affect
profitability. Both AHA and HFMA report that larger
hospitals hive higher profit margins than smaller
hospitals. HFMA data show hospitals witﬁ 400 beds
have an opetatigg margin of 3.2 overcent in 1934
compared to .9 percent for hospitals under 100 heds.
1211 Teaching hospitals also reported higher profit
margins in 1984 according to MF'IA data. [22] wall
Strect analysts concluile that not-for-profit
hospitals have fared better than for-nrofit
hospitals durigg the first two yzars of PP3 due to
their greater ability to cul costs; maintain higher
occupancy rates: ani lower canital costs. For-

profit hospitals have been harder hit by th2 decline

in occupancy rates. [23]

REASONS FOR INCREASED PROFITS

Factors, other than the imnlementtion of the
prospective payment system, must be considered in
order to understand increased hospital revenues and
profits. Most importantly, hospitals have reduceAd
expenses. AHA estimates that the rate of growth in

hospital expenses slowed from 10.2 percent to 4.6
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percent between 1983 and 1994. |24| The larqgest
area of reduction was staff costs. Beds have also
bean elirinated -- 1984 reflected a .6 vercent
decline, the first in 8 years. |25] Lower prices
have also been negotiated with suppliers. The rate
of growth in patient care costs slowed from 19.2
percent in 1933 to 7.5 percent in 1934 primarily due
to a decline in the average lenjth of stay. |25l 1n
addition, inflation was moderate. The AYA wmarket
bas%et was 5.7 percent in 19383 and slowed to 5.2
percent in 1935. [27| AYA concludes that profits
were up beacause the slowdown in expense growth was

stezper than the slowdown in revenue growth. |23]

In addition to the slowdown in exoenses,
hosnital revenues have increased bzcause outpatient
care exnanded by 2 parcent in 1934, and profitable
new services, such as amdbulatory surgesry centers,
were added. 29| Profit margins also avneared
larger in 1934 because dcluctions from patient
revanues, such as uncompensated car= and bad debts,
gre& at a smaller rate, thus incrcasing net income.

1301

On the revenue side, there is some evidence that
the Medicare payment rates may have been set

artifically high. An audit by the General
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Accounting 0Office (G7\D) suééests that the 1931 base
used to set PPS rates failad to deduel cosis that
should not have b2cn allowed. Thes2 costs incluie
some capital costs that should have been paid
separately from PPS rates (e.g. capital costs
allocated to ancillary departments) an‘d hospital
costs that would have been 4d4isallowed under an audit
{e.g. patient care costs that were not reasonable
and necessary). The GAD estimited that PP3 mavments
were 4.3 percent too high, resulting in a $940

million excess payment for FY 1986. }31]

LONG TER'Y PROFITS

In spite of short term profits and the factors
that contributed to them, the hospital industry is
concernnd about the ability of many hosnitals to
survive. Vall Street analysts concur with this
assessment. One analyst predicts that hosnital
profit margins will essentially bs stagnant for the
rest of the decade, dzspite the growth of the

elderly population. |32| Another analyst concludes

‘that the profit margin of virtually evary hospital

will decline over the next 5 years. |33l

The primary concern regarding future

profitability is the expectation that hospitals will
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have a difficult time increasing revenu2s. Excass
bed capacity, resulting from decreased utilization
and a shift to outpatient settings, will assure a
"buyers market" for hosmital care. The growth of
HMNs and other prepaid plans will put additional
pressure on hosnitals to increase Aiscounts. Also,
Medicare paymenis may be limited by several actions.
First, Mediéare plans to eliminate or ra2luce several
features incorporatel into PP5 to ease the
transition from retrospective to prospective
payment, such as movement from rates based on
hospital-specific costs to rates hased on national
costs and rezduction of the inilirect teaching
adjustment. Second, budget reduction nroposals,
such as Gramm-Rudman-Hollings, may further limit
curreni payments or exnected incrzases. Other
Buﬂget savings proposals, sucﬁ as !foedicare's
proposal to incorporate canital into the PPS rate,
could further reduce the hospital's ability to earn
a high return on equity. As other third narty
payors, such as commercial insurers, changz their
payment systems to control costs, hospitals may

receive less revanue.

A second concern is that it will be difficult

for hospitals to reduce expenses in the future as
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fast as occurred between 1283 and 1934 unless major
changes are made in the size of the facility or
definition of services offereil. The situation will
be exacerbated if admissions continue to drop and
the less intensive cases are shiftet to outpatiznt
seltings. At{A reported that per case cosis
increased from.7.7 percent to 9.2 nercent betwaen

1984-85. |34}

1f hospitals are not able tn sustain their
revenue growth over time, it will be increasingly
difficult to borrow money, service debt, replace
equipment and supolies, agd in sum, survive.
Observers estimate that 29 percent, or 1,000

hospitals may fail during thz next 2-10 years. [35]

ISSULS

tthile complete information is lackinj, the
information generated to date suggests that
aggregate hospital profit margins have increased at
a higher rate since PPS was introiuced. Howaver, the
direct contribution of PPS to the increase is
unclear. There is evidence that in the aggregate,
patient care revenues, such as Medicare, have
contributed about 1 percent to increased profit

margins between 19383-84, the first year of PPS. 9n
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one hand, there is evidence that PPS rates may havo
beesn set too high, desmnite budget neutrality. 6GAD
estimates that PP5 rates are overstated by 4.3
percent because certain capital costs and
unallowable patient care costs were not de:ducted
from the base. The IG report raises further concern
about whether Medicare payment rates may be
excessive. However, a number of methodological
qu2stions have been expressed ébout the IG stuidy
design which need to be clarified before the 16
conclusions can be accepted. For example, hospitals
in the IG study were not randomly selected, and it
is not clear that appropriate ‘M2dicare costs were
included in the analysis. 92n the other hand, there
is no overwhelming evidence that hospital margins in
the aggregale are excessive compared to other
industries, and there is evidence that some
hospitals may have difficulty maintaining their

profits in the long term.

Since one intent of PPS was to control costs,
and profits were permitted as an incentive for
hospitals to change their behavior, it could be
argued that reduced hospital exnenses and lowered
utilization are evidence of the system's success.

These hospital profits, whether high or low,
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therefore, should not be of concern, at lcast in the
short term. However, the wide variation in
profitability among hospitals raises quastion about
the appropriate and/or equitable distribution of

brofits.

For the long term, the profitability issue
raises several other questions -- what hanoens to
hospitals that have significantly reduced revenues
and have no other source of compensation? Will they
reduce care to the poor:; reduce quality of care:
discontinu2 unprofitable services; or go out-of-
business?® Hospitals are undertaking various
strategies to assure their survival, such as
aivertising, moving towar<ds comprehensive health
delivery systems stressing outpatisnt services;
consolidation; and diversification by adding new
lines of business, such as insurance. ‘hether these
strategies will assure access for “adicare patients
to necessary care, especially in rural areas, needs

to be carecfully monitored.

{co0349)
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Table I

HOSPITAL PROFIT ARGIMNS'

% Incrniase
In Profits

- - 1981 1932 1933 1934 1995 1931-914

Total Overations
AYA Pan2l Survey? 4.7 5.1 5.1 6.2 6.5 223
AYA Annual Survey3 3.6 4.2 4.2 5.1 21%

Patient Operations

1)

2)

3)

4)

5)

6)

AHA Panel Survey?l .2 .7 1.0 2.0 2.2 100%
AYA Annual Survey3 -3.9 -3.0 -2.6 -1.7 - 53%
FAH - Investor-Owned

Hospitals4 4.4 5.1 4.2 4.8 14%
FAH - tlanagement Company

Hospitals 6.4 5.9 5.9 -0-
HFMAG 2.0 2.0 2.3 3.1 359

Agjregaste data -~ reflects hospitals under the Prosnectiva
Payment System (PPS) and exempt hospitals. Includes
inpatient and outpatient services.

Survey conducted by the American Hospital Association (A4A)
representing a sample of hospitals to give early information
on hospital trends. Data is for community hospitals for vear
ending December. For 1985, data reflects year ending
October.

Annual survey reflecting 91 percent of all hospitals in the
AMA files. Data reflects average margins for community
hospitals.

Survey data collecled by the Federal of American “ospitals'
{FAYH) annual survey. Reflecls two-thirds of for-profit
hospitals.

Reflects subset of FAH annual survey (84 percent) -—
hospitals in multifacility management companies are defined
as three or more hospitals commonly owned.

Survey of 1,400 subscriber hospitals conjucted by the
Healthcare Financial Management Association (HFMA). Data
reflects mean margins.

{C0343)
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Table 11
HOSPITAL REVENUES
(in billions)

% Increase
Tn Profits

19282 19133 1934 1981-34

AtiA Panel Survey

Net (otal revenues $115.0 $126.7 $134.3

Exoenses 199.1 120.2 126.9

Net total income -] 5.5 7.3 283%

Net piatient revenues $109.9 121.4 123.5

Expenses 109.1 120.2 126.9

Net patient income N:] | 3%] 2.5 1N03%
AHA Annuil Survey

M2t total revenues $109.5 121.4 129.9

Expenses 104.9 116.4 123.3

Net total income 4.6 5.0 6.5 32%

Net patient revenues $101.8 113.5 121.3

Expenses 124.9 116.4 123.3

Net patient income = 3.T - 2.9 =~ 2.0 45%
FAH Annual Survey

Net total revenues N/ 10.6 12.6

Expenses 10.0 11.8

Net Income .6 .8 33%
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Data Sources for Tables 1 anid II

AYA, NMational Panel Survey, Twenly-Year Data Set
December 1963-1982

Data from AYHA, Office of Public Policy Analysis,
Chicago, I1l.

Hospital Statistics, 1935 Edition, AHA

Statistical Profile of the Investor-owned Hospital
Industry, 1984 FAH

Hospital Industry Analysis Report, 1980-1944, William O.
Cleverly, Healthcare Financial Managcment Association,

Data from HFMA, Vashington, D.C.
(Cc0344)
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Senator DURENBERGER. The hearing will come to order.

Three years ago Congress created the prospective payment
system to promote more cost-effective management of hospital serv-
ices to Medicare patients, a compact between Medicare and the
hospital community. Hospitals agreed to cooperate in a radical new
payment system and the Government agr to give fair annual in-
creases in rates. Hospitals that achieved savings through increased
cost efficiency, and could provide services less than the PPS rate,
could pocket the difference.

Since that time, the record shows hospitals have been excellent

artners in that compact. They have achieved a great deal. The
2e:lxg'th of hospital stay for Medicare patients is down an average of
ays.

Prospective payment made a difference for the Medicare payer,
the hospital trust fund, in other words, the taxpayer.

We established PPS as budget neutral reform, and yet, since its
inception the hospital community has saved the hospital trust fund
$8 billion. That is no small achievement, especially in a govern-
ment known for buying designer toilet seats.

Just 2 years ago the Medicare trust fund was facing bankruptcy.
Today we are confident of entering the second millennium with a
solvent Medicare Program.

At the same time, the prospective fpayment system also provides
safeguard protection to the quality of health care. In fact, there is
no statistically definitive evidence that the quality of care has suf-
fered under PPS.

I have heard claims to the contrary and have seen the evidence.
And my colleague to my right probably has not. It looks and
sounds very dramatic, and makes for good TV, but it is anecdotal
at best. He will disagree with that also. And, importantly, it ig-
nores the dangerous abuses, such as unnecessary hospitalization
and surgery, which existed before PPS and which the system was
designed to correct.

In response, what has the hospital industry heard from the Fed-
eral Government? Each year they have been asked to accept less
than the prescribed increase in rates.

Some in Washington have attempted to justify that policIv by
identifying problems with data, the coding practices of hospitals, or
whatever. We will explore that today.

For fiscal year 1986, according to the administration and many of
my colleagues, this set of problems justified no increase in the PPS
rate at all. Now the administration is progosing, at best, a 2 per-
cent increase in the rate for fiscal year 1987. That is less than half
the increase prescribed by law, which is based on the market
basket price plus one-quarter percent. —_—

The scenario strikes me as a less than desirable way to make
policy and certainly a less than effective way to encourage contin-
ued 1mprovements in health care financing and delivery, let alone
to engender trust in Federal policymakers. No doubt our hospitals
are looking forward to the next terrific deal we have to offer them
in the name of reform.

I have opposed, and continue to op , the use of reform or even
of deficit reduction as a license to fiscally shortsheet the Nation’s
hospitals. Did you get that? [Laughter.]
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Shall I repeat it? Especially for a program, Medicare, which over
the past 5 years has contributed more than $38 billion in Federal
spending reductions.

Today we will hear from the inspector general about survey data
which implies that hospital profit margins under PPS could be ex-
cessive. I suspect this data will fuel administration efforts to justify
further reductions in PPS rates. There may be those who dispute
1t;;dose profit figures and for various reasons. And that we will hear

ay.

But apart from the dispute over numbers, I do not remember any
discussions during the development of PPS about capping rate in-
creases because of hospital profit margins, excessive or otherwise.
One wonders if our PPS rate policy is to be a mechanism for ma-
nipulating hospital budget under Medicare. I hope not; I certainly
never thought that it would be. .

Americans have a huge stake in the financial health of their hos-
pitals. A strong bottom line should mean that we are securing the
services and the quality of care that our hospitals were designed to
?eliver for the citizens, elderly and otherwise, who depend on them

or care.

On the quality issue, let me only conclude by saying that the re-
lationship between this bottom line and the administration of the
hospitals, and the investment in the hospitals has a lot to do with
the ability of those hospitals to deliver the quality care that many
are currently complaining of.

So this morning we will examine the inspector general’s report,
his figures on hospital profits, and discuss with representatives of
the hospital industry and with a former Secretary of HHS the im-
plij:a}t;ions for hospitals and for Medicare patients that they serve.

ohn.

Senator Heinz. Mr. Chairman, thank you.

First, let me commend you on holding this hearin% I think it is
very important. Medicare is a program that affects the health and
welfare of 30 million Americans. In many States, Medicare ac-
counts for between 40 and 50 percent of all the revenues of hospi-
tals. In my own State of Pennsylvania it is about 42 percent. Add
in Medicaid and it is close to 5 rcent. I must confess that I am
disappointed. It is, I think, something of an embarrassment to the
Senate that only two of the Members of the entire Senate are here.
Certainly there are a few members of the Health Subcommittee
that might be here, but a hearing like this is open to any Member
of the Senate. And I think that when you are talking about health
care delivery, roughly 40 to 50 percent of it, and how it is doing
under our new Government rules, that it is a significant subject.

As you mentioned, Mr. Chairman, DRG’s did substantiall
<hange the operating climate for hospitals. It is no longer enoug
for hospitals just to be care givers. Hospitals are now in the busi-
ness of giving care. And I do have some concern, Mr. Chairman,
about whether or not the patient is being given the business too.

As chairman of the Special Committee on Aging, my concern is a
bit less on how much hospitals make and a bit more on what kind
of care they provide to America’s seniors on Medicare.

We do know—we are not naive—that there are incentives built
into the DRG Program for hospitals to maximize profits, or mini-
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mize costs, if %ﬁu prefer, per patient by minimizing the number of
days of care. That in and of itself, as I have said on repeated occa-
sions, is not bad. But there is a risk that some hospitals will put
the bottom line first and actually endanger the lives and well-being
of older patients. I must say that the testimony before the Commit-
tee on Aging, and studies by the General Accounting Office, the
Office of Technology Assessment, the inspector general on several
occasions—and Mr. Mitchell is here from that office—indicate that
there are some problems with care under DRG’s, including prema-
ture and inappropriate discharges, neglsgent or nonexistent dis-
charge planning, pressures on doctors to discharge before they feel
the patient is stabilized, and failure to inform patients of their
right to appeal a discharge.

Mr. Chairman, you said my concerns were anecdotal at best.

We will have a chance to hear from the inspector general about
their anecdotes, but I would ask the rhetorical question as to when
a succession of verified anecdotes becomes a health policy problem?

I think the legitimate answer to that is when there is a recog-
nized pattern among providers. And in their November 1985
re{mrt, the inspector general found repeated patterns of these so-
called anecdotes involving specific providers and specific hospitals.
They are waving a red flag at us, Mr. Chairman. And 1 suspect
that we would be best off not to be like little carvings that people
bring back from the Far East with the three monkies: one with
their hands over their eyes, one with their hands over their ears,
and, fl'llnally, less something untold happens, one over their mouths
as well,

It is no secret that we had some fat built into the Medicare pay-
ment system for hospitals. DRG’s are a valuable, important at-
tempt to render that fat out of the program. We have already cut
$30 billion out of Medicare overall, in total, over the last 6 years.
We clearly need to monitor the system carefully to make sure we
do not slice too closely to the core. I understand that the inspector
general’s office will testify today that payment rates still may be
excessive, given actual costs of care; that 1984 was a record profit
year for the 5,400 hospitals participating in the Medicare Program.

When Mike Bromberg, from the American Federation of Hospi-
tals, and I were on NBC last week he said, “Hospitals were in the
red for 1985,” and that he was worried about quality if Congress
continued to ratchet down on rates like the President has already
decided to do for 1986. He has not had to wait for Congress to do
that. A lot of the savings in the reconciliation bill that we had,
where Congress was ratcheting down, have already been imple-
mented by regulation.

I think we need to solve three things here today. First, what is
the bottom line for hospitals in 1985? And what does it look like
hospitals are going fo see in 1986?

Second, if profits indeed are down, is the problem with Medicare
reimbursement levels or is the problem related to overbuilding or
some other business decision, or decisions that did not pan out?

And, finally, does all of this affect the quality of care given Medi-
care beneficiaries?

For the past 25 years our Nation has committed an ever-growing
proportion of its GNP to health care, about 7.4 percent, as I recol-
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lect, back in 1975, around almost 12 percent today, a substantial
increase. That commitment was fueled by the resolve that all citi-
zens deserve the highest quality of care available.

I hope we do not decide to nickel and dime this commitment to
death, even in this deficit-clouded climate.

Mr. Chairman, I know that you have many concerns about Medi-
care. We have spoken together and on the floor in support of trying
to make sure we do retain a good Medicare system. I hope that this
hearing today will allow us to move ahead and continue the com-
mitment that I think, at bottom, we all share to quality of care
under Medicare.

Senator DURENBERGER. Thank you very much. And, John, I could
not agree more with the way you framed the three issues that I
think face us here today in terms of at least our responsibility on
this committee to the rest of the Senate, and to both the payers
into the trust fund and the Medicare beneficiaries in this country.
And I fully endorse that outline.

Max, do you have an opening statement?

Senator Baucus. No statement. Thank you, Mr. Chairman.

Senator DURENBERGER. All right. Let me introduce a couple of
people that are here. Jean leMasurier, who is new to our staff, who
did the research and the background for this hearing. And as many
of you know, Bob He%yer has gone to smaller and better things. And
he has been replaced by the person who has been our talented leg-
islative counsel, Bruce Kelly, on the ranking side of the subcommit-
tee. And as many of you know, these are the real talents on this
subcommittee. So I thought you should know that those two signifi-
cant changes have taken place.

Our first panel, representing Dick Cusaro, because he is off some
place, Europe. I don’t know where it is. But Bryan Mitchell is here
as Acting Deputy Inspector General, accompanied by Larry Sim-
mons, the Deputy Assistant Inspector General for Audit, Depart-
ment of Health and Human Services, Washington, DC. And we are
really pleased to welcome back to the hearing table Nathan Stark,
who was former Under Secretary of the Department of Health and
Human Services; formerly of the University of Pittsburgh; a former
Minnesotan. I don’t know what he had, maybe 100 in Montana at
one time. I am not sure. But from the old days when all of us were
breaking in on this committee, Nathan, we welcome you back to
give us your advice as well.

Let’s begin with Bryan Mitchell.

Let me indicate to all of you that your full statements will be
made part of the record, and that we have a 5-minute time limit
for everybody here.

STATEMENT OF BRYAN B. MITCHELL, ACTING DEPUTY INSPEC-
TOR GENERAL, DEPARTMENT OF HEALTH AND HUMAN SERV-
ICES, WASHINGTON, DC., ACCOMPANIED BY LARRY SIMMONS,
DEPUTY ASSISTANT INPSECTOR GENERAL FOR AUDIT

Mr. MircHeLL. Thank you, Mr. Chairman.

We welcome this opportunity to appear before you today to dis-
cuss our survey on hospital profits and losses under the Medicare’s
prospective payment system.

60-414 0 - 86 - 2
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Under PPS, hospitals are reimbursed a fixed amount per Medi-
care discharge. If hospital costs exceed the fixed payment, the hos-
pital incurs the loss. If costs are less than PPS payments, the hospi-
tal earns a profit.

Since impleméntation of PPS nearly 2% years ago, there have
been reports concerning the negative financial impact of this
system on health care providers. At the same time, there were re-
ports of recordsetting profit margins by hospitals in certain areas.
However, sufficient data did not exist to permit evaluation of the
actual situation.

To obtain information for the Health Care Financing Adminis-
tration on the early financial impact of PPS, we began to survey
Medicare cost reports of participating hospitals. Our survey was de-
signed to compute Medicare profits or losses from Medicare inpa-
tient services for a sample of hospitals during their first reporting
period under PPS. We extracted and analyzed Medicare inpatient
cost and revenue data from the initial PPS cost reports submitted
by selected hospitals in nine States. Although unaudited, these cost
reports were certified as being accurate by each provider.

Our review included all available 1984 Medicare cost reports in
the nine States selected as part of our survey: Alaska, California,
Connecticut, Florida, Illinois, Minnesota, Oregon, Taxas, and Wash-
ington.

Since about 40 percent of all PPS hospitals are located in these
States, the cost reports that were available provided a representa-
tion of the average profit or loss from PPS during the first year of
its implementation.

In the 9-State review, we collected and analzyed data from the
Medicare cost reports of 892 hospitals of the 5,405 nationwide that
were under PPS. The data we studied pertained only to Medicare
PPS costs and revenues. In our analysis, we defined Medicare
profit as the difference between a hospital’s reported Medicare in-
patient revenue and Medicare inpatient costs.

In determining Medicare inpatient revenue, we included return
on equity, DRG revenue, . outliers, and indirect medical education
payments. In developing Medicare inpatient operating costs, Medi-
care pass through amounts, such as capital, direct medical educa-
tion, and bad debts, were not included since these items are reim-
bursed independently of the PPS mechanism.

Inpatient revenue and cost amounts were extracted from the sec-
tions of the Medicare cost report. We made no attempt to deter-
mine profit or loss for non-Medicare hospital business or for the
hospitals’ total business operations.

The results of our initial survey were reported in an audit memo-
randum issued to the Health Care Financing Administration on
October 29, 1985. And with your permission, Mr. Chairman, we will
submit this for inclusion in the record.

Senator DURENBERGER. It will be made part of the record.

(The memorandum follows:]
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DEPARTMENT OF HEALTH & HUMANSERVICES Ofice W) Insectr Guontg

0CT 29 1985 Memorandum

\\\‘h LA~
(az}c %¢3 P. Kusserow

Inspector General -

Priori;{ Audit Mezorandum -- lLarge Profits Earned By Hospitals
Under The Medicare Prospeotive Payment System (ACN: 09-82021)

C. MoClain Haddow
Acting Adminjstrator
Health Care Pinancing Administration

¥We have deen analysing 1984 hospital cost reports submitted to
fiscal intermediaries in order to determine profits generated in
the firast year of operation of the Medicare Prospective Payment
System (PPS). Ve exasmined all availadle hospital records in
nine 8tates. This included 892 hospitals of the nationwvide
total of 5,405 that were under PPS.

The results of our analysis indicate hospitals earned a net
average of in excess of l"forcent profit under Medicare PPS.
Computing in the aggregate indicates that these profits would
total as much as $5 dillion. B

In our survey, ve defined Medicare profits to a hospital as the
difference betwveen DRG revenues {including outlier payments)
received and Medicare's portion of inpatient operating costs as
reported on the 1984 Medicare cost reports submitted to the
fiscal intermediaries. Ve excluded from our calculation all
Medicare pass through revenues and costs, except return on
equity.

The data collected and tabulated on the 892 hospitals indicates
that aignificant Medicare profits vere made by most hospitals
during the 1984 roporting period ~- the firet year of PPS
reisbursements (see Exhibit A). Por example:

o Hospitals earned & net average 14.12 percent profit under
the Medicare prospective payment reimbursement systea.

o Wet profits for the 892 hospitals totalled over $833
million.

0 The net average ratio of profits to equity equalled 24.17
percent.

o Overall, 81 percent of the hospitals realiged profits.
Those hospitals experiencing losses generally had s small
volume of Medicare revenues.
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The magnitude of the profits being earned by hospitals under PPS
ie exemplified by the following: "

o A not-for-profit, tax exempt community hospital in
California realized a $2,982,460 profit on Medicare revenue
of $17,048,650, or a profit margin of 17.5 percent. This
hospital's ratio of profita to equity wvas 29.6 percent.

o A proprietary, investor owned hospital in Texas earned
$2,591,248 on Medicare revenues of $8,013,354 or 32.3
percent. The ratio of profits to equity for this facility
was 59.3 percent.

Ae the above displays, we used two widely recognized measures of
profitability as part of our study -~ profit margin and ratio of
profits to equity. Not-for-profit hoepitals do not report how
much of their equity relates to Medicare inpatient services.
Therefore, ve derived 1t by first caloulating the hospital
equity (assets minus liabilities) and then allocating a portion
of the equity to Medicare inpatient services on the basis of
revenues.

The profits earned by these hospitale through DRG payments are
several times greater than those reported in a recent survey by
companies in the Service Induotr{. of which hospitals are s
part. According to Business Week, the Service Industry
average profit margin vae 3.3 percent in 1984 and the return on
equity vaes 13.9 percent. We recognize that the PPS profit
margin and the Service Industry margin are not exactly
comparadle. The PPS rate is before taxes vhile the Service
Industry is after taxes. However, the difference between the
two profit margins may not de significant because most of the
PPS profits (about 83 percent) were earned by not-for-profit
facilities vhich pay no income taxes.

The cost reports from vhich ve extracted revenue and cost data
were unaudited. Because fiscal intersediary audits of hospitals
generally shov that the expenditures on cost reports are
inflated due to the fnclusion of unallowadle costse, our
calculation of the net profite earned may be lov. Ve exesained
all cost reports for the first year of PPS that were on hand at
the fiscal intermediaries at the time of our visits. Although
our selection of the 892 hospitals was not made on a
statistically randos basis, & nonstatistical projection of the
average hospital profit we computed indicates that hospitals, in
the aggregate, have earned billions of dollers in profits under
the Medicare PP3 system. These profits could total up to

$5 billion (see BExhibit B).

¥We are continuing our review of the hoagxt-l profitability under
PPS and plan to analyze the profits by hospital location, type
and bed size., These preliminary findings raise questions as to
whether hospitals under PPS may have been recelving exceae
payments. The data to date does not clearly attribute how much
of thease high profit levels are as a result of (1) setting the
DRG reizbursement levels too high, (2) inappropriate cost
shifting, and (3) some other factors. As we continue our
nns}{:le. ve wvill identify the underlying causes of the large
profits.

¥e welcome any comments you might have on our analysis and
observations to date. If you would like to discuss our reviev,
please let us knov.
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Mr. MrircHELL. The data collected and tabulated on the 892 hospi-
tals indicate that Medicare profits were made by most of these hos-
pitals during the 1984 reporting period. Our results, summarized in
chart 1, shows that: Hospitals earned a net average 14 percent
profit under Medicare Prospective Payment System; profit per hos-
pital averaged $933,833; net profits for the 892 hospitals totaled
over $833 million; the net average ratio of profits to equity totaled
24 percent; overall, 81 percent of the hospitals realized profits and
19 percent incurred losses. Those hospitals experiencing losses gen-
erally had a low volume of Medicare revenue.

We used two widely recognized measures of profitability as part
of our survey: profit margin and ratio of profits to equity.

Not-for-profit hospitals do not report how much of their equity
relates to Medicare inpatient services. Therefore, we derived it by
first calculating the hospital equity—assets minus liabilities—and
then allocating a portion of the equity to Medicare inpatient serv-
ices on the basis of revenues.

Our chart 2 summarizes the net average Medicare profits that
we computed for the hospitals in each State. And we will submit it
for the record, Mr. Chairman.

[Chart 2 follows:]



EXHIBIT A
MEDICARE PROFITS EARNED BY HOSPITALS
NET NET
RUMBER OF AVERAGE AVERAGE RATIO OF
HOSPITALS PROPIT PROPITS TO
STATE REVIEWED MARGIN EQUITY
(Rote 1) (Wote
Texas 268 17.92% 26.13%
Minnesaota 134 13.49 : 24.26
Florida 130 11.61 23.72
Illinois 119 12.82 19.86
California 95 13.89 28.58
Vashington 83 13.69 . 21.88
Oragon - 34 18.64 30.95
Connecticut 27 14.94 22.10
Alaska 5 1.65 1.97
TOTALS 892 14.12 24.17
- (Note 2) (Note 2)

Note 1: Medicare profite were calculated by subtracting PPS
. inpatient operating costs from Medicare revenues under
PP3. The PPS revenues included payments for return on
equity and excluded all other "pass-through" payments,
such as depreciation, interest and direct medical
education. The pass-through costs applicable to these
were aleo excluded.

Kote 2: The average profit margin of 14.12 perceant and the
average ratio of profits to equity of 24.17 percent
are veighted averages for all 892 hospitals.
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Mr. MitcHELL. The cost reports from which we extracted this
revenue and cost data had not been audited by the fiscal interme-
diaries. However, the work done by us and GAO indicates that the
unallowable costs generally averaged about 3 percent.

Since issuing our initial audit memorandum, we have arrayed
our profit data on the 892 hospitals for comparison by hospital
type. Chart 3, which we will submit for the record, shows this in-
formation.

[Chart 3 follows:]

EXHIBIT B

PROJECTION OF HOSPITAL PROFITS UNDER PPS

Total Number of Hospitals Reviewed 892

Total Profits Calculated $833,024,000
(Including Return on Equity of $43,551,950) .

Average Hospital Profit $ 933,833

Number of PPS Hospitals at 9/30/84 5,405

Total Projected Profits 5.047 Billion

$
(Including Return on Equity of $264 Million)

Mr. MitcHELL. We are continuing our review of hospital profits
under PPS. We have expanded our initial sample of the 892 hospi-
tals to nearly 50 percent of the hospitals participating under PPS.
This was done in order to broaden the geographical distribution of
hospitals. We have obtained additional cost reports and are in the
process of summarizing and analyzing the data.

Preliminary indications from the expanded data samvnle indicate
overall profit margins consistent with those discussed above from
our initial survey.

This concludes our testimony, Mr. Chairman. We will be happy
to answer questions.

Senator DURENBERGER. Thank you very much, Mr. Mitchell.

Mr. Stark.

[The prepared statement of Mr. Mitchell follows:]
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TesTIMONY OF BRYAN B. MrrcHELL, DEPARTMENT OF HEALTH AND HUMAN SERVICES,
oN Hospirar Prorirs Unper PPS

GOOD MORNING, MR. CHAIRMAN, MEMBERS OF THE COMMITTEE, I AM BRYAN
8. MITCHELL, ACTING DEPUTY INSPECTOR GENERAL OF THE DEPARTMENT OF
HEALTH AND HUMAN SERVICES. WITH ME TODAY IS LARRY K. SIMMONS,
OEPUTY ASSISTANT INSPECTOR GENERAL FOR AUDIT. WE WELCOME THIS
OPPORTUNITY TO APPEAR BEFORE YOU TODAY TO DISCUSS OUR SURVEY ON
HOSPITAL PROFITS AND LOSSES UNDER MEDICARE'S PROSPECTIVE PAYMENT
SYSTEM (PPS).

THE MEDICARE PROSPECTIVE PAYMENT SYSTEM (PPS) WAS AUTHORIZED BY
THE SOCIAL SECURITY AMENDMENTS OF 1983. UNDER PPS, HOSPITALS ARE
REIMBURSED A FIXED AMOUNT PER MEDICARE DISCHARGE. IF HOSPITAL
COSTS EXCEED THE FIXED PAYMENT, THE HOSPITAL INCURS A LOSS. IF
COSTS ARE LESS THAN THE PPS PAYMENT, THE HOSPITAL EARNS A PROFIT,

SINCE IMPLEMENTATION OF PPS NEARLY 2-1/2 YEARS AGO, THERE HAVE
BEEN REPORTS CONCERNING THE NEGATIVE FINANCIAL IMPACT OF THIS
SYSTEM ON HEALTH CARE PROVIDERS. AT THE SAME TIME, THERE WERE
REPORTS OF RECORD SETTING PROFIT MARGINS BY HOSPITALS IN CERTAIN
AREAS. HOWEVER, SUFFICIENT DATA DID NOT €XIST TO PERMIT EVAL-
UATION OF THE ACTUAL SITUATION.

TO OBTAIN INFORMATION FOR THE HEALTH CARE FINANCING ADMINISTRA-
TION ON THE EARLY FINANCIAL IMPACT OF PPS, WE BEGAN TO SURVEY
MEDICARE COST REPORTS OF PARTICIPATING HOSPITALS. OUR SURVEY WAS
DESIGNED TO COMPUTE MEDICARE PROFITS OR LOSSES FROM MEDICARE
INPATIENT SERVICES FOR A SAMPLE OF HOSPITALS DURING
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THEIR FIRST REPORTING PERIOD UNDER PPS. WE EXTRACTED AND ANA-

LYZED MEDICARE INPATIENT COST AND REVENUE DATA FROM THE INITIAL
PPS COST REPORTS SUBMITTED BY SELECTED HOSPITALS IN NINE STATES
TO THEIR FISCAL INTERMEDIARIES. ALTHOUGH UNAUDITED, THESE COST
REPORTS WERE CERTIFIED AS BEING ACCURATE BY EACH PROVIDER.

OUR REVIEW INCLUDED ALL AVAILABLE 1984 MEDICARE COST REPORTS IN
THE NINE STATES SELECTED AS PART OF OUR SURVEY. THE NINE STATES
INCLUDED ALASKA, CALIFORNIA, CONNECTICUT, FLORIDA, ILLINOIS, MIN-
NESOTA, OREGON, TEXAS AND WASHINGTON. SINCE ABOUT 40 PERCENT OF
ALL PPS HOSPITALS ARE LOCATED IN THESE STATES, THE COST REPORTS
THAT WERE AVAILABLE PROVIDED A REPRESENTATION OF THE AVERAGE PROF-
IT OR LOSS FROM PPS DURING THE FIRST YEAR OF I1TS IMPLEMENTATION.

IN THE NINE STATE REVIEW, WE COLLECTED AND ANALYZED DATA FROM THE
MEDICARE COST REPORTS OF 892 HOSPITALS OF THE 5,405 NATIONWIDE
THAT WERE UNDER PPS. THE DATA WE STUDIED PERTAINED ONLY TO MEDI-
CARE PPS COSTS AND REYVENUES. IN OUR ANALYSIS, WE DEFINED MEDI-
CARE PROFIT AS THE DIFFERENCE BETWEEN A HOSPITAL'S REPORTED
MEDICARE INPATIENT REVENUE AND MEDICARE INPATIENT COSTS. IN
DETERMINING MEDICARE INPATIENT REVENUE, WE INCLUDED RETURN ON
EQUITY, DRG REVENUE, OUTLIERS, AND INDIRECT MEDICAL EDUCATION
(IME) PAYMENTS. IN DEVELOPING MEDICARE INPATIENT OPERATING
COSTS, MEDICARE PASS THROUGH AMoﬁNTS SUCH AS CAPITAL, DIRECT
MEDICAL EDUCATION AND BAD DEBTS WERE NOT INCLUDED SINCE THESE
ITEMS ARE REIMBURSED INDEPENDENTLY OF THE PPS MECHANISM.
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INPETIENT REVENUE AND COST AMOUNTS WERE EXTRACTED FROM THE SEC-
TIONS OF THE MEDICARE COST REPORT (FORM HCFA-2552-84) RELATING TO
PPs, TITLE XVIII, PART A, ON WORKSHEET E - CALCULATION OF REIM-
BURSEMENT SETTLEMENT.  WE MADE NO ATTEMPT T TERMINE PROFIT QR

L0SS FQR NON-MEDICARE HQSPITAL BUSINESS QR FOR THE HOSPITALS'

TOTAL BUSINESS QPERATIQNS.

THE RTSULTS OF OUR INITIAL SURVEY WERE REPORTED IN AN AUDIT
MEMORANDUM ISSUED TO THE HEALTH CARE FINANCING ADMINISTRATION ON
O0CTOBER 29, 1985. WITH YOUR PERMISSION, MR. CHAIRMAN, I WILL
SUBMIT THIS AUDIT MEMORANDUM FOR INCLUSION IN THE RECORD.

THE DATA COLLECTED AND TABULATED ON THE 892 HOSPITALS INDICATES
TRAT MEDICARE PROFITS WERE MADE BY MOST OF THESE HOSPITALS DURING
THE 1984 REPORTING PERIOD. OUR RESULTS, SUMMARIZED IN CHART 1,

SHOW THAT!

0 HOSPITALS EARNED A NET AVERAGE 14 PERCENT PROFIT UNDER
THE MEDICARE PROSPECTIVE PAYMENT SYSTEM.

0 PROFIT PER HOSPITAL AVERAGED $933,833.

0 NET PROFITS FOR THE 892 HOSPITALS TOTALLED OVER $833
MILLION.

0 THE NET AVERAGE RATIO OF PROFITS TO EQUITY TOTALLED 24
PERCENT.
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(] OVERALL, 81 PERCENT (71%) OF THE HOSPITALS REALIZED
PROFITS AND 19 PERCENT (173) INCURRED LOSSES. THOSE
HOSPITALS EXPERIENCING LOSSES GENERALLY HAD A LOW
VOLUME OF MEDICARE REVENUE.

WE USED TWO WIDELY RECOGNIZED MEASURES OF PROFITABILITY AS PART
OF OUR SURVEY - PROFIT MARGIN AND RATIO OF PROFITS TO EQUITY.
NOT-FOR-PROFIT HOSPITALS DO NOT REPORT HOW MUCH OF THEIR EQUITY
RELATES TO MEDICARE INPATIENT SERVICES. THEREFORE, WE DERIVED IT
BY FIRST CALCULATING THE.HOSPITAL EQUITY (ASSETS MINUS LIABILI-
TIES) AND THEN ALLOCATING A PORTION OF THE EQUITY TO MEDICARE
INPATIENT SERVICES ON THE BASIS OF REVENUES.

CHART 2 SUMMARIZES THE NET AVERAGE MEDICARE PROFITS WE COMPUTED
FOR THE HOSPITALS IN EACH STATE. THESE PROFIT RATES, BY STATE
ARE AS FOLLOWS:

0 TEXAS - 17 PERCENT
0 MINNESOTA - 13 PERCENT
0 FLORIOA - 11 PERCENT
0 ILLINOIS - 12 PERCENT
o CALIFORNIA - 13 PERCENT

0 WASHINGTON - 13 PERCENT
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0 OREGON - 18 PERCENT

0 CONNECTICUT - 14 PERCENT
0 ALASKA ~ 1 PERCENT

AS INDICATED, OREGON HOSPITALS HAD THE HIGHEST RATE AT 18 PERCENT
AND EXCLUDING ALASKA, WHERE DATA FROM ONLY 5 HOSPITALS WERE
INCLUDED IN OUR SURVEY, FLORIDA HOSPITALS HAD THE LOWEST RATE OF
11 PERCENT.

THE COST REPORTS FROM WHICH WE EXTRACTED REVENHE AND COST DATA
HAD NOT BEEN AUDITED BY THE FISCAL INTERMEDIARIES. AUDITS OF
HOSPITALS GENERALLY SHOW THAT REPORTED HOSPITAL COSTS ARE
INFLATED DUE TO THE INCLUSION OF UNALLOWABLE COSTS, THEREFORE,
OUR CALCULATION OF MEDICARE PROFIT RATES MAY BE LOW. AUDIT OF
1981 PPS BASE YEAR HOSPITAL COSTS BY THE GENERAL ACCOUNTING
OFFICE DISCLOSED THAT UNALLOWABLE COSTS AVERAGED ABOUT THREE PER-
CENT OF REPORTED EXPENSES.

SINCE ISSUING OUR INITIAL AUDIT MEMORANDUM, WE HAVE ARRAYED OUR
PROFIT DATA ON THE 892 HOSPITALS FOR COMPARISON BY HOSPITAL TYPE,
AS SHOWN IN CHART 3, WE COMPARED COMPUTED PROFIT RATES FOR THE
PROPRIETARY AND NON-PROFIT HOSPITALS IN OUR SAMPLE. FOR THE 144
PROPRIETARY HOSPITALS SURVEYED, NET PROFITS AVERAGED
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ABOUT 17 PERCENT INCLUDING RETURN ON EQUITY PAYMENTS AND ABOUT 12
PERCENT EXCLUDING RETURN ON EQUITY. 1IN COMPARISON, THE NONPROFIT
HOSPITALS SURVEYED AVERAGED MEDICARE PROFITS OF ABOUT 13 PERCENT.

CHART 4 COMPARES THE COMPUTED PROFITS FOR TEACHING AND NON-
TEACHING HOSPITALS IN OUR SURVEY. FOR THE 104 TEACHING HOSPI-
TALS, PROFITS AVERAGED 17 PERCENT INCLUDING IME PAYMENTS AND l4
PERCENT EXCLUDING IME. THE 788 NON-TEACHING HOSPITALS AVERAGED
PROFITS OF ABOUT 12 PERCENT. ‘

CHART 5 COMPARES COMPUTED PROFIT RATES BETWEEN URBAN AND RURAL
HOSPITALS IN OUR SURVEY. NET PROFITS COMPUTED FOR THE 501 URBAN
HOSPITALS AVERAGED 15 PERCENT. FOR THE 391 RURAL HOSPITALS, THE

NET PROFIT RATE AVERAGED ABOUT 7 PERCENT.

WE ARE CONTINUING OUR REVIEW OF HOSPITAL PROFITS UNDER PPS. WE
HAVE EXPANDED OUR INITIAL SAMPLE OF 8%2 HOSPITAL REPORTS T0
NEARLY 50 PERCENT OF THE HOSPITALS PARTICIPATING UNDER PPS. THIS
WAS DONE IN OROER TO BROADEN THE GEOGRAPHICAL DISTRIBUTION OF
HOSPITALS. WE HAVE OBTAINED THE ADDITIONAL COST REPORTS AND ARE
IN THE PROCESS OF SUMMARIZING AND ANALYZING THE DATA. PRELIMI-
NARY INDICATIONS FROM THE EXPANDED DATA SAMPLE INDICATE QVERALL
PROFIT MARGINS CONSISTENT WITH THOSE DISCUSSED ABOVE FROM OUR
INITIAL SURVEY.

THIS CONCLUDES MY TESTIMONY, MR. CHAIRMAN. WE WILL BE HAPPY TO
ANSWER ANY QUESTIONS YOU MAY HAVE.
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HIGHLIGHTS

TOTAL HOSPITALS REVIEWED
TOTAL MET PRCFITS FOR 892
AVERAGE PROFIT PER HOSPITAL
NET AVERAGE PROFIT MARGIN
NET RETURN ON EQUITY

WINNERS (719 HOSPITALS)
LOSERS (173 HOSPITALS)

CHART 1

892

$333 MILLION
$933,833
14,2 PERCENT
24,1 PERCENT

81 PERCENT
19 PERCENT
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CHART 2

MEDICARE PROFPITS EARNED BY HOSPITALS

NET NBT

NUMBER OPF AVERAGE AVERAGE RATIO OF

HOSPITALS PROPI? PROPITS 10
STATE REVIEWED MARGIN BQUITY,
Texas 268 17.92% 26.13%
Minnesota 131 13.49 24.26
Florida 130 11.61 23.72
Illinois 119 12.82 19.86
California 95 13.89 28.58
Washington 83 13.69 21.88
Oregon 34 18.64 30.95
Connecticut 27 14.94 22.10

Alaska 1.65 1.97

5
TOTALS 892 14.12 24.17
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CHART 4
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STATEMENT OF NATHAN J. STARK, ESQ., FORMER UNDER SECRE-
TARY, DEPARTMENT OF HEALTH AND HUMAN SERVICES,
WASHINGTON, DC

Mr. Stark. Thank you, Mr. Chairman.

I am very pl to participate in this hearing. I suppose I
ought to be cited as a public member at this time since I am not
appearing as a representative of hospitals or the health care
system. I am back here practicing law as an attorney, and as Sena-
tor Heinz noted earlier, I am back in the private sector. But I am
very pleased to participate in this hearing with such distinguished
representativeg as the inspector general’s office with whom I have
worked in the past, and also with the American Hospital Associa-
tion and the Federation of American Health Systems.

On the subject of this hearing, I stand on their side at least. As a
member of the former administration charged with the responsibil-
ity of moving the hospital cost containment bill, our relations were
then not quite so cordial.

I hope that the report that we have just listened to—and was re-
ported recently by the inspector general—about hospital profitabil-
ity under the prospective payment system would not cause Govern-
ment policymakers to lose sight of the purpose of the PPS which
was designed, at least in part, to compel efficiencies in our health
care delivery system by encouraging hospitals to cut costs which, in
turn, would save dollars for the Government, enhance the solvency
of the Medicare Trust Fund, and at the same time maintain the
hospital’s financial viability.

Prior to 1984, hospitals were paid basically at their cost of serv-
ice, including the number of days the Medicare patient spent in the
hospital. Because the payment to the hospital was fixed in 1984
under PPS, hospitals were given a direct financiul incentive to
reduce their own cost, thereby injecting the incentive to be effi-
cient. The more the hospital was able to lower its cost of treating
Medicare patients, the greater the financial reward, and, of course,
:he quid pro quo for Government was reduced medical expendi-

ures.

The response was dramatic. Reductions in staff and inventories
reduced length of patients’ stays, increased outpatient treatment,
and the elimination of unnecessary testing.

Now these changes were implemented more quickly than antici-
pated. And the initial cost-cutting response to PPS is not likely to
be capable of repetition in future g:ars

Whether or not some hospitals have made high profits or surplus
under the program, the Government should not reward the
achieved efficiency by freezing or slashing funding for health care.

The PPS Program has achieved the very results anticipated
when the program was adopted. To now penalize hospitals with
funding cuts because they have implemented the sort of cost-con-
tainment measures contemplated by PPS would be a mistake. I
must comment here on another matter discussed in committee
hearings and just recently in this hearing and in the news medis,
namely that some hospitals have sacrificed the quality of medical
care in order to cut costs and increase their profit margins.
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So far, this seems unjustified. Despite isolated reports of inad-
equate treatment, there is no empirical evidence that the Medicare
public has suffered poorer care under the new system—and I say
this advisedly—than under the old. :

On the other hand, there is ample evidence that efficiency moti-
vated health care delivery systems do not necessarily sacrifice the
patient to the pursuit of profits.

I refer here to the experience—which you are very well aware of,
Mr. Durenberger—and that is to the experience of HMO's. Just as
hospitals are now motivated to keep their costs lower than the
fixed amount PPS allows, HMO’s have long been motivated to keep
their costs lower than the predetermined enrollment fee they re-
ceive from their enrollees for virtually all services needed. Not
only has enrollment increased dramatically over the past decade—
and I'd say that this is an indication of consumer satisfaction with
quality service—but all studies and surveys have shown that the
quality of care provided by HMO's is equal to or better than that
provided in the HMO’s own community.

I have two reasons for urging that Government not react to re-
ports of high medical profits by freezing or further reducing hospi-
tal payments. First, when the PPS Program was adopted, there was
considerable concern in the industry because the PPS placed hospi-
tals at financial risk if they did not implement effective cost-cut-
ting measures. Failure to meet the challenge of managing costs
could have put a large amount of the industry in the red. It seems
contrary to fundamental notions of fair dealing for the Govern-
ment, after adopting a program which put hospitals in a position of
possible financial loss, to reward the efficiencies mandated by the
program by penalizing hospitals with further budget cuts. This is
particularly true because many of the cost savings implemented, as
I said before, were one-time measures which cannot be repeated -
from year to year without reducing quality of services to Medicare
beneficiaries. ~

Second, if it becomes clear to hospitals that the Medicare Pro-
gram is going to be funded on the basis of the Government’s per-
ception of what profit is appropriate for them, over the long run
hospitals will conclude that lowering costs or implementing more
efficiencies in health care delivery will simply result in reducing
their income. In effect, the Government will be imposing the same
sort of rate regulation on hospitals that it has recently abandoned
in other industries because it frustrated efficiency and innovation.
When initiative and efficiency in health care are not rewarded to
any greater extent than inefficiency, efforts at further cost contain-
ment will cease, and the Government’s health care bill will again
rise at an increasing rate.

Thank you.

[The prepared statement of Mr. Stark follows:]
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STATEMENT OF NATHAN J. STARK ON HOSPITAL PROFITS UNDER THE MEDICARE
PROSPECTIVE PAYMENT SYSTEM

My name is Nathan J. Stark, I am a partner {n the
Washington, D.C. law firm of Kominers, Fort, Schlefer & Boyer.
I served as the Under Secretary of the Department of Health and
Human Services between 1979 and 1980. Following government
service and prior to entering the practice of law, I was Senior
Vice Chancellor of the University of Pittsburgh's six health
science schools and President of the University Health Center
of Pittsburgh, made up of six university teaching hospitals.

In the recent controversy over hospital profitability
under the Prospective Payment System (PPS), Government policy
makers should not lose sight of the fact that the PPS program
was designed in part to compel efficiencies in the nation's
health care delivery system and to encourage hospitals to cut
costs in order to make money. Regardless of whether some
hospitals have made high profits or surplus under the program,
the Government should not reward the efficiency generated by
the program by freezing or slashing funding for health care.
The PPS- program has achieved the very results anticipated by
the Government when it adopted the program, and it would be a
mistake to penalize hospitals with runding cuts because they
have implemented the sort of cost containment measures required
by PPS.

In 1984 when Medicare payment to hospitals was changed
to a fixed rate under the PPS program, hospitals were given a

direct financial incentive to reduce their own costs. The
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program injected the incentive to %e efficient into the health
care system -- the more a hospital was able to lower its cost
of treating Medicare patients, the greater its profits. The
Government expected to benefit from this efficiency by reduced
Medicare expenditures,

While I will leave it to others to provide the details,
there is no doubt that in response to the PPS progranm hospi@als
implemented reductions in staffs and inventories; they reduced
the length of patient stays, increased outpatient treatment,
and eliminated unnecessary testing., Employment in the industry
decreased, and the annual rate of employee salary increases
dropped. These changes were implemented more quickly than
anticipated, and the depth of the initial cost-cutting response
to PPS is not likely to be capable of repetition in the future.

As a result of the steps implemented by hospitals, the
Government experienced the lowest historical rate of annual
increase in Medicare expenditures, and the solvency of the
Medicare Trust Fund was enhanced, thereby prolonging the life
of a social program at one time thought to be on the verge of
bankruptey.

The suggestion that the eff}oiency-oriented Medicare
program has reduced the quality of patient care seems
unjustified. Despite isolated reports of inadequate treatment,
there is no empirical evidence that the Medicare public has
suffered poorer care under the new system than under the old,

and there is ample evidence that efficiency-motivated health
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care delivery systems do not necessarily sacrifice the patient
to the pursuit of profits. The evidence to which I refer is
the experience of health maintenance organizations. Just as
hospitals are now motivated to keep their costs lower than the
fixed amount they will feceive from Medicare under PPS for
providing a given service, HM0s have long been motivated to
keep their costs lower than the predetermined enrollment fee
they have received from their enrollees for virtually all
services needed. Not only has enrollment in HMOs inereased
dramatically over the past decade, indicating consumer
satisfaction with the quality of service, but all studies and
surveys have shown that the quality of care provided by HMOs
is equal to or better than that provided by others,

I earlier indicated that it would be a mistake for the
Government to react to reports of high Medicare profits by
freezing or reducing hospital payments., There are two reasons,
First, when the program was adopted there was considerable
concern in the industry because the PPS would place hospitals
at financial risk if they did not implement effective cost-
cutting measures, Fallure to meet the challenge of managing
costs could have put a large segment of the industry in the
red. It seems contrary to fundamental notions of fair dealing
for the Government, after adopting a program which put hospitals
in a position of possible financial 1loss, to reward the
efficiencies mandated by the program by penalizing hospitals

with further budget cuts. This is particularly true because
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marv of the cost-savings implemented were one-time measures
which cannot be repeated from year to year.

Second, if it becomes clear to hospitals that the Medicare
prograr is going to be funded on the basis of the Government's
perception of what profit 1is appropriate {or them, over the
long run hospitals will conclude that 1lowering costs or
.mplementing more efficiencies in health care delivery will
s:mplv result in reducing their inconmes. In effect the
Government will be imposing the same sort of rate regulation
or. hospitals that it has recently abandoned in other industries
verause it frustrated efficiency and 1innovation. When
irnitiative and efficiency in health care are not rewarded to
anv greater extent than inefficiency, efforts at further cost
c~mt3inment will cease and the government's health care bill

~i11 again rise at an increasing rate.

Senator DURENBERGER. Thank you very much. Mr. Mitchell, I
want to direct my first question to the issue of return on equity.
You excluded capital and direct medical education payments, as
that is not part of the PPS mechanism, but you did include return
on equity. You calculated a return on equity for nonprofit hospi-
tals, and I don't know the degree to which you may have done com-
parisons of return on equity rate for the particular hospital before
and after PPS, but could you just explain the importance of the
return on equity issue in this study—and can you give us any com-
parisons on the issue of return on equity before and after the in-
stallation of PPS?

Mr. SimMoNs. Senator Durenberger, let me make an attempt to
answer your question. First of all, we included return on equity
capital in the revenue side of our formula because, in our view,
return on equity capital which is paid to hospitals is a profit item.
It sort of—HCFA defines it as an element of cost, but from an audi-
tor’s standpoint it’s really not an element of cost. It's an additional
payment which we consider a profit; that's why we put it in the
revenue side.

We computed, secondly, two measures of profit. We computed
rates of return as far as profit as a percentage of revenue, and we
also made an attempt to compute a second measure, which is a
commonly used measure, and that is a return on investment. And
so in doing that we computed net equity for a hospital related to
Medicare inpatient services and rela the profit to that. So, I



53

guess the short answer is we considered the return on equit
amount, which is only paid to proprietary hospitals under Medi-
cga(;'e, an element of profit, and therefore we put it in the revenue
side.

Senator DURENBERGER. Did you make any before and after com-
parisons—were you able to do that on——

Mr. SimmoNs. We didn’t do any 1983 versus 1984 comparisons,
but we did sort of on chart 3—if you want to turn to it—it’s in the
back of the testimony—we did a proprietary versus nonprofit com-

arison where it quantified the effect of return on equity capital.
ncluding return on equity capital in our computations there is
about a 4 to 5 percent spread; it adds about 4 to 5 percent to the
profit margins of proprietaries.

Senator DURENBERGER. OK. Are you now broadening the study;
is nelavg study getting started to cover at least 50 percent of the hos-
pitals?

Mr. SimMonNs. Yes, sir; we are. As you know, the 892 was not sta-
tistically drawn——

Senator Heinz. Could you say that again?

Mr. SitmMons. The 892 hospitals that we studied were not statisti-
cally drawn. The reason they were not statistically drawn is that
providers don’t all file their cost reports at the same time. In re-
sponse to newspaper articles and other kinds of information about
profit levels being made, we wanted to get—as fast as we could—
get our hands on whatever cost reports were out there, so we went
to 9 States that have intermediaries that have large numbers of
Medicare cost reports, and we got the early ones that were filed,
and we got 892 in 9 States. We admit it was not statistical. It was a
large number, but it’s not statistically drawn.

nator DURENBERGER. I asked you the return on equity question
for a couple of reasons, but one of them has to do with the issue of
capital reimbursement, which we have to enter into. In the process
of moving to a 50 percent sample, are we too late—John and I and
Max and anybody that might have concern about not just this
report but the infermation you can deliver—are we too late to
interface with the base on which you are going to do the next
phase of this study, in case we get any great ideas about how to
improve what you are doing?

Mr. SimMons. Well, we have obtained the information from over
2,000 cost reports, and it has been tabulated in some form. We are
analyzing the raw data now, and, as we said in the statement, Sen-
ator Durenberger, we have reconfirmed actually that the profit
level went up a little bit. It is still in the 14 point range, but it
actually increased. The problem with our sample is that we did not
have a large number of hospitals that have fiscal years starting
July 1. They tend to be hospitals that are teaching %itals, that
have—they are large in size and they have large Medicare reve-
nues.

Senator DURENBERGER. That's why I want to end on that particu-
lar issue, because we are going to hear from the District of Colum-
bia and the issue of disproportionate share and teaching in the core
city hospital. To what extent are you satisfied that in this first
study you found enough information that you can help us deal
better with the extra burden of certain hospitals because of loca-
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tion and size and so forth, or should we not expect too much from
that part of it? Should we be looking to the next study to help us
with that issue?

Mr. SimmoNs. I don’t think the second study, the 2,000 plus
sample, will really §et at the issue of disproportionate share. I
don’t know what a disproportionate share hospital is and I know
there are differences of——

Senator DURENBERGER. We are trying to define a——

Mr. SiMmMmoNS. Yes, sir. I understand. |

Senator DURENBERGER. You have got the general idea. That is all
we have, too, I think. So——

Mr. SimMoNs. One of the things we have done separately is
obtain some information on disproportionate share hospitals. I
don’t have it with me now, but we have some information. The Na-
tional Association of Public Hospitals testified and identified 31
hospitals that they define as disproportionate share. They had a
high proportion of local and State money, and they had high Med-
icaid populations. We have obtained information on those hospitals
in addition to this data we are talking about in our 892 and our-
2,000 cost report samples. We have gone out to 23 of the hospitals
that they identified as being disproportionate share that are in the
nonwaiver States. The other six or seven were in waiver States, so
we didn’t include them.

We went out and got cost reports for 23—I believe it was 23—
that are in the nonwaiver States, to take a look at what those cost
reports showed, and only one of those 23 hospitals had a loss. Only
one hospital. The others made profits, and I think the average
profit was about the 14 to 17 percent level that we are talking
about here.

Senator DURENBERGER. All right. Thank you. John.

Senator HEinz. Mr. Chairman, thank you. I am glad Mr. Sim-
mons and Mr. Mitchell have dealt with the issue of the sample and
I guess the witnesses from the various associations on the next
panel will be critical of your methodology. You have done a good
job of explaining that, and I think that disposes of that.

So, I have a question really for Nate Stark, former Pittsburgher,
former Minneso