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OVERVIEW OF MEDICARE PROGRAM

FRIDAY, MARCH 3, 1989

U.S. SENATE,
SUBCOMMITTEE ON MEDICARE AND LONG-TERM CARE,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 10:00 am., in
Room SD-215, Dirksen Senate Office Building, the Honorable John
D. Rockefeller, IV (chairman) presiding.

HPresent:: Senators Rockefeller, Baucus, Daschle, Danforth and
einz.

[The prepared statements of Senators-Bentsen, Heinz, Pryor and
Rockefeller appear in the appendix.]

[The press release announcing the hearing follows:]

[Press Release No. H-9, February 24, 1989]

FinaNce SuBcoMMITTEE TO HoLb HEARING ON OVERVIEW OF MEDICARE PROGRAM

WasHINGTON, DC—Senator John D. Rockefeller IV, (D., West Virginia), Chairman
of the Senate Finance Subcommittee on Medicare and Long-Term Care, announced
today that the Subcommittee will hold a hearing to look at the current status of the
Medicare program, how it has evolved, and suggestions for future improvements.

The hearing is scheduled for Friday, March 3, 1989 at 10 a.m. in Room SD-215 of
the Dirksen Senate Office Building.

In announcing the hearing, Chairman Rockefeller said, ‘The increase in the
number of elderly, rising Medicare spending, changes in health care delivery sys-
tems and hospital reimbursement policies, and the lack of a national policy on long-
term care highligih the need to examine how the Medicare program is working and
responding to the needs of the elderly and disabled. The first hearing of the new
Subcommittee on Medicare and Long-Term Care will examine the current health
care environment, explore new ideas, and provide the framework for future discus-
sion of the Medicare program.”

STATEMENT OF HON. JOHN D. ROCKEFELLER, 1V, A U.S.
SENATOR FROM WEST VIRGINIA

Senator ROCKEFELLER. Good morning.

I wonder if the witnesses could come forward, please.

We welcome everyone here today, not only our witnesses but
others. Most of you have been here before as witnesses and I have
had a chance in my few short years on this committee to listen to
some of your views and to ask you questions.

I really want to emphasize the fact that we are a different com-
mittee now—a different subcommittee. The former Health Commit-
tee is now made up of two subcommittees. The one which I chair,
which I am very honored and very happy and intellectually and
emotionally pleased to be able to do that.

1
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This committee is the Committee on Medicare and Long-Term
Health Care. The other subcommittee of the former Health Com-
mittee is chaired by Don Riegle, it deals with Medicaid and the Un-
insured. In a sense, I guess you could say this is our first subcom-
mittee hearing ever. I am pleased about that.

Dave Durenberger, who will be here, will be the ranking minori-
ty member. I am very pleased about that because I think Dave
Durenberger is a real champion of the Medicare program and I
know he cares enormously about quality. He cares, obviously, about
rural health care, but also represents urban interests, too. I think
we are going to have an interesting subcommittee.

You have to obviously help us. As a subcommittee, we watch
over an incredible Federal program which is understood by few.
We spend an enormous amount of money for the Medicare pro-
gram. I look on this meeting this morning as a forum. In fact, I
think our subcommittee ought to be a forum—a bold, aggressive,
sometimes dramatic, contentious forum for putting ideas out so
that we can explore various aspects of the Medicare program.

How is Medicare working—it has been asked before, but it can
never be answered enough. Has it adapted to the changing condi-
tiorg}s of today’s elderly? What about the trend of Medicare spend-
ing?

Incidentally, this is not to be a discussion about budget cuts
today. That is for another day, another time. I think this should be
about Medicare as a program and its various qualities. Containing
costs is obviously on the minds of all of show can that be done? Can
it be done? And in all cases, can it be done safely? How do we
make sure that the elderly receive the care that they need when
they need it, where they need it and in an appropriate setting?
What are the key issues to consider in trying to bring about long-
term health care coverage?

That is obviously going to be the next battle front. There is some
feedback about catastrophic, obviously, because those who paid
more than the $4 premium are letting us hear about it. And many
who are paying the $4 premium are letting us hear about it. And,
therefore, there is something of a sense of wonder or worry. I have
been approached by a number of persons asking if we are going to
change catastrophic and I, reflecting not only my own views but
always importantly this committee is, and the chairman’s views
say, no, we are not going to.

When Medicare was first enacted there were a lot of complaints
about that. There were also complaints when Social Security was
first started and money was deducted automatically from various
checks. I would hope that in future years that there would be an
understanding that the catastrophic legislation provides coverage
for all elderly, and for it to be available to everyone, it has to be
paid for by all senior citizens. _

In any event, that has had a lot of ripples around these series of
buildings and you know that. You know, we made a commitment to
the elderly through the Social Security Act. I think it is understood
to be a substantial one. The middle 1960s commitment to the Medi-
care Act in line with the Social Security Act, that was a major,
commitment to our senior population. I think most people would
agree that those two programs combined have on a net basis left
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this generation of seniors better off than the last. But on the other
hand, that is academic in a sense too because people do not usually
compare themselves to what the situation was 20 years ago. They
compare their situation to what it is they would like their situation
to be in a perfect world, and that is human nature.

So in essence, I really want all of us to think big today, both the
panel and us. I want to hear, in fact, even what is good about Med-
icare. There is nothing wrong with talking about that. And also to
be reminded of what must be preserved. I would know that all of
you have visions for Medicare, what you would like to see in a per-
fect world. I would like to hear even some of your wilder thoughts,
your provocative thoughts.

On the other hand, as you give those, we all have to be disci-
plined, I think, by the fact that we do have a budget deficit. I do
not know how Congress is going to respond to that this year but I
am not prepared to climb to the mountain top in terms of a coura-
geous approach. We will do what we have to do. ‘We keep avoiding
the day of the final judgment and the problems of our nation’s el-
derly pushes us to do that. Because, we want to help; we do not
want w hurt; we do not want to restrict. And at some point, you
have done about all you can and then you have to deal with the
budget more realistically than we are apparently doing.

So in any event, what needs immediate attention; what specific
issues do you think we should be focusing on this year? You are an
extraordinary committee mean, a pane land you have many ideas
long-term care, uninsured, lots of subjects to cover. So I will adhere
this morning to the five-minute rule. You have all been here
before, you are practiced at that. It is benign, but ruthlessly en-
forced. go try to give your statements in five minutes. And I would
ask, incident, that as we go along that you bounce off of each other
intellectually and in ideas. Do not just respond to us, argue
amongst yourselves.

Dr. Young, would you like to start.

Dr. YounGg. Thank you, Mr. Chairman.

I am pleased to be—

Senator ROCKEFELLER. Also, there may be statements that others
wish to make. I clearly have made my first error.

So, Senator Heinz.

STATEMENT OF HON. JOHN HEINZ, A U.S. SENATOR FROM
PENNSYLVANIA

Senator HeEinz. I first want to commend you on holding this
hearing. It has been my privilege to see before this committee and
the aging committee many of our witnesses today and they are,
indeed expert.

I would ask that my entire statement be put in the record. I
cannot help but observe that only one of the reasons that we are
here is to address the fact that the Medicare program continues to
experience very high cost increases in both part A and part B. In
addition to looking at how we control the runaway costs of part B
and how we explain the increase in volume and utilization that
seems to be well beyond our control, we must also take note of the
fact that when we implemented Ergs back in 1983, an implementa-
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tion that has had the effect of considerable savings to part A, our
biggest concern was the departure out the hospital back door of pa-
tients sicker and quicker.

We paid a lot of attention to this problem and, for the most part,
have been able to maintain a reasonable quality in the delivery of
care at the hospital levei. We have also apparently avoided and it
was not easy, and some people did fall through the cracks the dis-
charge of people into inappropriate levels of care.

Now we are finding under Ergs and perhaps certainly the more
s0, in my judgment, if we accept the Administration’s part A pro-
posal, that it will be impossible for people to get in the front door
because hospitals will not be there when they arrive. Some 150 hos-
pitals have closed since DRGs went into effect. Eighty-one of
them—more than half—closed last year, including two in my own
State. There are another 600 hospitals, we are told, that will go
into bankruptcy if the financial constraints that have been imposed
upon them are not eased. In my own State of Pennsylvania, prelim-
inary survey findings show that at least 31 percent of our hospitals
are experiencing net operating losses.

Mr. Chairman, we have a tiger by the tail here. We have a very
tough row to hoe. It is going to take absolutely the best brain
power in this country to be able to solve some of the runaway cost
problems and still maintain access to health care as we believe it
to be required in this country. So I commend you, once again, for
this investigation of what we might do constructively.

Senator RockerFELLER. Thank you, Senator Heinz.

Senator Danforth, do you have any comments?

Senator DANFORTH. I have no questions at this time, Mr. Chair-
man.

Senator ROCKEFELLER. Dr. Young.

STATEMENT OF DONALD A. YOUNG, M.D., EXECUTIVE DIRECTOR,
PROSPECTIVE PAYMENT ASSESSMENT COMMISSION; WASH-
INGTON, DC

Dr. Young. Thank you, Mr. Chairman.

I am pleased to be here this morning to discuss Medicare part A
and especially the Medicare prospective payment system. Despite
cost containment efforts in recent years, the rate of increase in
total health care spending for our Nation continues unchanged in
the past ten years. This growth is displayed in Exhibit 1.

For the Medicare program, however, there are major changes
during the PPS years in the pattern of spending. Exhibit 2 shows
that when you control for inflation and you control for the growth
of the Medicare population, there has been a substantial decrease
in the rate of growth of in-patient hospital spending.

In addition, total Medicare spending, which was growing at a
rate of more than 8 percent a year, is now growing 4 percent a
year, after you remove the effects of inflation and Medicare enroll-
ee growth.

Other Medicare expenditures, especially for physician and out-
patient hospital services, continue to grow at an average annual
rate of 10 percent above inflation and above increases in Medicare

enrollment.
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A major factor in the decline in hospital expenditures was the
dramatic decrease in hospital admissions beginning in 1983. As you
can see in Exhibit 3, however, admissions are again rising.

Exhibits 4 and 5 show the other major reason for the decrease in
Medicare expenditures and that is the decrease in Medicare per
case payments to hospitals. PPS update factors, which are set an-
nually to account for inflation and for other things that effect hos-
pital costs, have been severely constrained in recent years at levels
well below the market basket measure of inflation. Nevertheless,
fI"PS payments per case have been much higher than these update
actors.

This has occurred because hospitals are reporting and are being
paid for the care of a sicker mix of patients. Some of this increase
in the mix of cases is really sicker patients but some is simply
more complete reporting and does not represent increased costs for
the care of sicker patients.

As you can see, while hospital payments per case were very high
in the early years of PPS, they have declined sharply since then. In
contrast, while hospital operating costs per case increased only 2.2
percent in the first year of PPS, since then cost per case have in-
creased on the average almost 10 percent each year. The result of
the constrained Medicare payments and the continued increase in
costs is a decrease in hospital margins or hospital profits. This is
shown in Exhibit 6.

Hospitals enjoyed very high profits in the first three years of
PPS. Since then profits have fallen and the average hospital will
experience a loss in 1989.

Finally, however, I need to stress these average figures conceal
very significant variations across hospitals. Some hospitals contin-
ue to enjoy high profits while others have much greater than aver-
age losses and these losses may jeopardize the survival of some hos-
pitals. And, in fact, we are seeing an increased number of hospital
closures.

In my prepared testimony I stressed the importance of continu-
ing to examine the PPS payment formula and continuing to make
adjustments such as the higher update factors which have been
given to rural hospitals. These adjustments are necessary to ensure
that Medicare policy and payments are fair to all hospitals.

In conclusion, Mr. Chairman, the PPS years have seen reduc-
tions in the increases we were seeing previously in spending for in-
patient hospital services. At the same time, however, spending for
services outside the hospital continues to grow rapidly. In addition,
there continues to be the need for adjustments to ensure the fair-
ness of payments to hospitals.

I would be pleased to answer questions and to comment further
on any of these topics during the discussion period.

Thank you.

[The prepared statement of Dr. Young appears in the appendix.]

Senator RockereLLER. Thank you, Dr. Young.

Dr. Karen Davis.
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STATEMENT OF KAREN DAVIS, PH.D., CHAIRMAN, DEPARTMENT
OF HEALTH POLICY AND MANAGEMENT, THE JOHNS HOPKINS
UNIVERSITY SCHOOL OF HYGIENE AND PUBLIC HEALTH, BAL-
TIMORE, MD

Dr. Davis. Thank you, Mr. Chairman, for this opportunity to
testify on the present problems and challenges facing part B of the
Medicare program.

Attention to this part of Medicare is long overdue. As Mr. Young
has indicated, Congressional action in recent years has been at
least partially successiful in slowing hospital expenditures under
Medicare, but expenditures for physician and other ambulatory
services covered under part B of Medicare have continued to spiral
upward.

Part B is financed 75 percent out of general tax revenues and 25
percent by a premium that the elderly and disabled Medicare bene-
ficiaries pay. Therefore, part B is an important part of the overall
Federal budget deficit since rising part B outlays have a direct
effect upon general tax revenues that are required to meet those
outlays.

The premiums are also of concern to the elderly. Not just the
new premium from the catastrophic cover, but the fact that with
part B going up so rapidly the 25 percent share of that program is
paid for by the elderly through their part B premiums has also
been rising rapidly.

In fact, Part B outlays are one of the most rapidly increasing
components of the Federal budget. They have been going up about
18 percent a year for the last decade. That is faster than the gross
national product. It is even faster than the part A outlays. Since in
the most recent period we have had increases around 14 percent a
year for the last couple of years, CBO projects it will continue to go
up at 13 percent a year over the next five years. That is when over-
all inflation is running 4 or 5 percent, so Part B outlays are expect-
ed to grow much faster than overall inflation.

Part B is currently $35 billion. This represents 40 percent of the
entire Medicare outlays. By 1994 part B will rise to $80 billion. We
will be spending as much on part B alone in 1994 as we are on the
entire Medicare program today.

There are several reasons for this rapid increase in part B out-
lays. One is the increase in the number of older people, and par-
ticularly the increasing number of very old people. But, that ac-
counts for only a small fraction of the increase in outlays. Physi-
cian fees are rising faster than the consumer price index and I
have included a chart in my testimony that demonstrates in the
last few that that has been a particular problem.

But about 44 percent of the increase in expenditures can be
traced to increases in numbers of services for which physicians are
billing under part B. And we really do not know as much about
that as we would like to. But we do know that diagnostic testing
and bills for ambulatory surgical procedures are among the most
rapidly increasing types of services.

Increases in part B are of concern to taxpayers, but they are also
of concern to the elderly and disabled beneficiaries who continue to
face serious financial hardships in paying for their medical care
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bills. Medicare is very important to the elderly and pays a signifi-
cant fraction of their bills. But despite Medicare, the elderly spent
almost $2400, out of pocket, per person on average in 1988 on
health care services. Health care expenses paid by the elderly now
account for 18 percent of their income, up from about 12 percent
ten years ago.

The cost sharing amounts that the elderly pay under part B in-
clude the monthly premium a $75 deductible, and 20 percent co-in-
surance on all allowed charges. In addition, Medicare beneficiaries
pay “balance billing” if their physicians charge more than the
Medicare program allows. And while the new Medicare Catastroph-
ic Act put a ceiling on the maximum deductible and co-insurance
amounts that beneficiaries pay under the program, it did not ad-
dress balance biliing. And many elderly, particularly near poor and
very sick beneficiaries, are being hard hit by those balance bills.

It varies a lot, the extent to which physicians charge patients
over and above what Medicare allows. Anesthesiology, for example,
is the specialty which is least likely to accept assignment and to
participate in the Medicare program in terms of agreeing to accept
assignment on all claims.

Reform in Medicare part B payment methods for physicians
should be a major priority target for reform. Your reform policies
must be aimed at achieving the multiple goals of reducing costs,

. ensuring access to quality care, protecting the financial security
beneficiaries and promoting equity in payment to physicians. It
should include the institution of a fee schedule with relative values
based upon resource costs. But we need to go beyond just looking at
the price we pay for services and try to limit unnecessary increases
in volume of services. One idea is to link increases in fees to per-
formance on total physician expenditures—a so-called expenditure
target.

Finally, we must be concerned with the actual financial burden
on the elderly and set limits on any amounts that physicians are
permitted to charge over and above what Medicare pays.

Thank you very much.

Senator ROCkEFELLER. Would you repeat your last statement
again.

Dr. Davis. In addition to being concerned with the set price that
Medicare will pay in giving physicians an incentive to control the
total volume of serviees, I believe we need to look at the actual
charge of the physician and limit the extent to which a physician
can bill patients over and above what Medicare allows.

[The prepared statement of Dr. Karen Davis appears in the ap-
pendix.]

Senator RockeEreLLER. Thank you, Dr. Davis.

Senator Daschle, do you have any opening comments you want to
make?

Senator DascHLE. No, I don’t.

Senator RockereLLER. Okay.

Dr. MooN.

R ]
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STATEMENT OF MARILYN MOON, PH.D.,, DIRECTOR, PUBLIC

POLICY INSTITUTE, AMERICAN ASSOCIATION OF RETIRED
PERSONS, WASHINGTON, DC

Dr. Moo~. Thank you. I am very pleased to be here this morn-
ing.

Medicare beneficiaries are very much like health care consumers
of all ages. They want high quality health care delivered simply
and humanely at the lowest possible cost. The enactment of Medi-
care in 1965 went a long way to ensure that Americans over age 65
would have access to mainstream medical care al an affordable
cost.

Medicare continues to be an enormously popular program that
offers much to the aged and disabled persons it serves. Nonethe-
less, the goals of quality, reasonableness, simplicity and low cost
are not always achieved under the Medicare program. It is about
those issues that I want to speak this morning in my testimony.

First, the issues of quality and reasonableness can be taken to-
gether. There are two reasons why people talk about quality prob-
lems in Medicare. First, there is a growing awareness about prob-
lems of quality, per se. These are questions of whether care is ap-
propriate, whether it's delivered with high technical skill and so
forth. These are not just Medicare issues, they are questions for
people of all ages.

I know that my colleague, Kathy Lohr, is likely to talk about
this dimension so I will only briefly talk about it this morning.

But quality concerns are also underscored for Medicare, or per-
haps made worse for Medicare, because of some of the cost contain-
ment efforts that have been undertaken. As has already been men-
tioned, the issue of quicker/sicker discharges from hospitals is of
concern. In addition, providers may limit the time they spend with
Medicare beneficiaries if, for example, we clamp down too much on
physician reimbursement.

Any cost containment efforts thus need to look very closely at
the impact on the quality of care that will be delivered to Medicare
beneficiaries. High quality has made Medicare successful thus far.

If you ask beneficiaries about their concerns, they often do not
say that they are worried that their doctor does not have high
skills, or that he is not concerned about them, but they will often
tell you that they are concerned about coverage. This is not truly a
quality issue, but it may be a reasonableness issue.

To many older and disabled beneficiaries drawing artificial lines
between ~hronic care and acute care makes little sense. They will
cut right to the heart of the problem and say, “this is the care that
I need so why is Medicare not covering it?”’ The same is true in the
case of preventive services as well.

" So in many ways, Medicare does not always meet the test of rea-
sonableness to beneficiaries when they look at why some things are
covered and why other things are not. That can also affect quality
of care if providers and beneficiaries try to get around the rules
and regulations of the system by distorting the kinds of care used.

Patients also indicate that they want to have choices in health
care. This is an important component for meeting the rest of rea-
sonableness as well.
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A third major area, in addition to quality and reasonableness, is
the question of simplicity. Simplicity is again a topic that you hear
beneficiaries talk about over and over again. They do not under-
stand the forms they receive. They do not understand their appeal
rights—for example, the rights they have when they are in the hos-
pital. They do not find the system an easy one to deal with.

Certainly I've found that friends who are health care profession-
als find it difficult to help their parents or relatives work their way
through the system, underscoring that this is not an easy system to
understand.

We also know that this system in many ways confuses providers.
Sometimes provides with good reason and with noble purpose may
be mistaken about what is covered and what is not. And in some
cases, it appears that the complexity of Medicare is used to the det-
riment of beneficiaries by providers, perhaps not always in a naive
way. For example, beneficiaries are sometimes told that their Med-
icare days have run out and it is time for them to leave the hospi-
tal, although this is not the way the system is supposed to operate.

This is particularly an area where many improvements could be
considered that are not necessarily costly. Even in an environment
of cost containment, some real good could be done in improving
simplicity and clarity of forms, and in offering uniformity of cover-
age and education.

Finally, let me only talk briefly about cost because both the pre-
vious speakers have spoken about that. We know that when we
wring our hands about the high costs of Medicare in the current
system and how rapidly it is going up, that people often forget that
the costs to beneficiaries are rising just as rapidly. Over the period
1980 to 1987, costs rose at almest exactly the same rate per capita
for Medicare and for beneficiaries. If you include 1988 when there
was an enormous increase in tae part B premium, beneficiaries are
now beating the Medicare system in terms of their increase in out-
of-pocket costs.

Over the period of 1980 to 1987, incomes of older Americans, on
average, rose about a third as fast. So increasing costs are obvious-
ly a problem for beneficiaries.

[The prepared statement of Dr. Marilyn Moon appears in the ap-

endix.]
P Senator RockKerFeLLER. Thank you, Dr. Moon.

Dr. Lohr.

STATEMENT OF KATHLEEN N. LOHR, PH.D., SENIOR PROFES-
SIONAL ASSOCIATE, INSTITUTE OF MEDICINE, NATIONAL
ACADEMY OF SCIENCES, WASHINGTON, DC

Dr. Lonr. Thank you, Mr. Chairman.

Good morning. I am Kathy Lohr. I am the Director of the study
that Congress commissioned in OBRA 1986 to look at longer term
strategies for quality assurance in the Medicare program.

The study is being conducted by the Institute of Medicine. Our
report is due to you January 1990. Today I would like to highlight
five points, which are my perscnal observations.

First, quality of care in this Nation is good, but we have to keep
it that way. In protecting the quality of care for the elderly we pro-
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tect it for ourselves, our children, and our children’s children. We
aredwgrking off a solid admirable base. We must not allow it to be
eroded.

Second, quality of care, although good, is not uniformly good. It
can differ considerably from area to area, beneficiary to benefici-
ary, doctor to doctor, hospital to hospital. The use of hospital care
and of surgical procedures varies considerably, even across small
geographic areas, in ways that we cannot fully account for. The ef-
fectiveness and the outcomes of care can also vary greatly in ways
we cannot easily explain.

These differences can arise from poor technical skills of practi-
tioners, from underuse of needed and appropriate services and
from overuse of unnecessary, inappropriate and sometimes risky
services and procedures. Understanding the source of such vari-
ations and working to reduce them—by, for instance, developing
clinical indicators and practice guidelines—should benefit all par-
ties and not just the elderly.

Third, care for the elderly is often fragmented and discontinuous
in ways that threaten high quality care. We do not seem to have a
rational system for ensuring the continuity or the seamlessness of
care across settings and among providers. For the elderly who have
multiple, complex, chronic problems, continuity is interrupted
when care must be obtained from many different practitioners and
specialists, in different and sometimes new and unfamiliar settings,
or at home at least partially from family and kin who themselves
may be elderly and infirm. Thus, physical and financial access to
health care generally—and whether services are covered complete-
ly, partially, or not at all by Medicare—are both inextricably
linked to the quality of health care for the elderly.

Fourth, trust between patients and doctors is important, and we
must keep it alive. There is a growing uneasiness about a perceived
erosion of the mutual sense of trust implied by the phrases the
“doctor-patient relationship” and the “art of care.” The elderly
today are uncertain about where the true allegiance of their physi-
cians lies.

The traditional view that physicians should place the interests of
the individual patient above all other considerations seems to be
slipping away. But physicians and other health care professionals
increasingly face truly conflicting influences—their traditional,
professional values; malpractice concerns; utilization management
in the name of cost containment—and those influences push them
ever farther away from their agency role for their patients.

Once gone, that bedrock of trust in physicians will not easily, if
ever, be regained. The growing wedge of mistrust between doctor
and patient may severely threaten the quality of care enjoyed by
this Nation because, when we are sick, to whom should we then
turn?

Fifth, quality of care is worth it, and we should be investing in it.
Maintaining and improving the quality of health care requires re-
sources. It requires people; it requires reliable and valid assessment
instruments; it requires financing. Those resources are in short
supply today.

The demand for quality assurance calls for increasingly complex
programs, yet we devote very little of the Nation’s attention or
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wealth to reviewing, assuring, or improving the quality of care that
we pay for And although the art and the science of quality assur-
ance are increasingly sophisticated, we still have little concrete un-
derstanding of the best ways to identify poor, or-for that matter ex-
emplary, providers, to remove poor providers from practice, to
assist providers in improving what they do or to reward providers
for superlative performance.

To understand appropriate patterns of service, good processes of
care, and expected outcomes of appropriate or necessary care, con-
siderable research on effectiveness and on outcomes is needed. Con-
gress supports the idea that such work such should be undertaken
by the Department of Health and Human Services; it will contrib-
ute greatly to maintaining and improving the quality of health
care received by all, not just the elderly.

To know where quality-related problems exist, to be able to inter-
vene effectively once problems arise or become critical, and to
foster attitudes and programs oriented to the continuous improve-
ment of care, we need a similarly larger investment in the study of
existing and emerging approaches to quality review and assurance.

Thank you, Mr. Chairman, for the opportunity to appear.

[The prepared statement of Dr. Kathleen N. Lohr appears in the
appendix.]

Senator RockerFeLLER. Thank you, Dr. Lohr.

Lynn Etheredge.

STATEMENT OF LYNN ETHEREDGE, CONSULTANT,
CONSOLIDATED CONSULTING GROUP, WASHINGTON, DC

Mr. ETHEREDGE. Thank you, Mr. Chairman.

The Medicare program’s payment policies, benefits and financing
have changed so much in the past few years, it would be accurate
to say that we are in the midst of a Federal health policy revolu-
tion. This revolution is no less true of Medicare’s administrative
practices.

Twenty years ago Medicare was still small and it was not a man-
aged system. It was a decentralized bill-paying program based on
agreements between the government and insurance companies for
them to pay medical bills of the elderly using private insurance
practices.

Today, Medicare is one of the giant sequoias among government
programs. Already, it is spending $120 billion a year and paying for
over a billion services. Most importantly, Medicare has freed itself
from the check writing mentality of its first two decades. Over the
past six years, Medicare has started to become a managed pro-
gram. Increasingly, it is setting its hospital and physician payment
rates and inquiring into the quality of care received by its benefici-
aries.

Today, managing Medicare is one of the Federal government’s
most complicated and difficult jobs, both for the Congress and for
the Executive Branch. Medicare will rank near the top of the Fed-
eral government’s growing responsibilities for at least the next half
century.

Congress and the Executive Branch have responded differently
to meeting the challenges of managing Medicare. Congress has
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sharply expanded its own capabilities, creating the Prospective
Payment Assessment Commission, the Physician Payment Review
Commission, the Prescription Drug Payment Review Commission,
and the Bipartisan Commission on Comprehensive Health Care. It
has expanded professional staffs in the Congressional Budget
Office, Congressional Research Service, Office of Technology As-
sessment and General Accounting Office. It has commissioned stud-
ies from the Institute of Medicine and other organizations.

In contrast, the HHS and HCFA policy and management capac-
ities have not kept pace. The new HHS Secretary and HCFA Ad-
ministrator will need to put stronger Medicare management near
the top of their agenda.

The major point of my written testimony, Mr. Chairman, is that
the Medicare program over the next five years faces the greatest
administrative challenges since its enactment. If Medicare’'s man-
agement is not up to those challenges, there will be major problems
and much more of the beneficiary confusion that Marilyn Moon
has described, and many more of the complaints to political leaders
that have already begun to appear for hospital payment changes.

The five basic challenges that Medicare is going to face will be:
First and foremost, dealing with physician service volume. Karen
Davis has already gone into that in detail. Second will be imple-
mentation of the catastrophic insurance legislation, particularly
the new drug benefit which requires a massive increase in adminis-
trative capacity. A third management challenge will be transition
to a new physician payment system. Fourth will be further reforms
of DRG hospital payments to accommodate the kinds of local prob-
lems that are already appearing in the system. And finally, Medi-
care faces the task of beginning to build, on the respite care benefit
enacted last year, the administrative foundations for long-term
care insurance for the elderly.

This is a very full agenda, Mr. Chairman.

As to recommendations for what this committee might do, I have
one general and one specific suggestion. The general recommenda-
tion is that the committee hold oversight hearings on these and
other management issues with the new HCFA Administrator to ex-
press its concerns about the directions and importance of the new
Administration’s actions in these areas.

The specific suggestion is that the committee hold detailed hear-
ings on the explosive growth in part B volume and what should be
done about it. The part B volume increases, Mr. Chairman, are so
extraordinary that we may be witnessing widespread abuse of the
public trust. The potential responses to this problem are complex
and important, and they will need careful consideration.

Thank you.

[’Iihe prepared statement of Mr. Etheredge appears in the appen-
dix.

Senator RoOCKEFELLER. Thank you very much Lynn Etheredge.

Harris took a poll recently and found out that 89 percent of
Americans felt that the U.S. health care system required funda-
mental change and that 61 percent said that they would favor a
system like the Canadian system. I do not know how much they
knew about the Canadian system but in any event, that was their

response.
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Which basically means that they want the government to pay
most of health care costs, and they want it to be done out of taxes,
and that the government should set all fees charged by hospitals
and all fees charged by doctors.

This is a question to any of you, and for you to debate amongst
yourselves if you wish to.

Do you think that the U.S. system needs changes that are as dra-
matic as that? Do you think that the Medicare program, which in
some ways is close to the description given of the Canadian system,
is in?fact a reasonable model for a more universal system of health
care?

I would also ask Dr. Lohr to comment within this context on the
quality of care that might be affected by doing something of that
sort. Do we have any way of comparing the quality of care now
provided under the Canadian system as compared to what we are
doing here in this country?

Dr. Davis.

Dr. Davis. I would be happy to take a crack at v at. I think
there is no question that there are many aspects of the Canadian
system that are quite admirable. Their experience with containing
costs is good. They complain about it. But relative tc what we have
experienced, it is quite good. Their total health spending is 8 per-
cent of the gross national product versus 11 perce.at for us. Fur-
thermore, their percentage has been flat through th-. 1980s, so it
has not been going up; and ours has been rising as a percent of the
grgss national product, going up 2-1/2 percentage points over the
1980s.

Senator ROCKEFELLER. Why?

Dr. Davis. The basic feature of the Canadian system that I think
is behind this is the fact that they do negotiate hospital budgets
and physician fees on a Providence by Providence basis, and that
they have the authority to make those stick.

When you asked, “Should we adopt it?”’ I think it is very hard to
adopt any other country’s system and apply it in the U.S. Their
system is totally tax-financed. There is no role for private health
insurance. We have $125-§150 billion private health insurance in-
dustry. It would be hard to totally displace it.

But I do think there are ways of looking at their provider pay-
ment systems and adopting certain elements of those. They have
fee schedules that are negotiated, which is what I think we ought
to move toward in the Medicare program.

In British Columbia, they have instituted this concept of expendi-
ture targets. They set a total ceiling on physician expenditures and
if the physicians hold spending within that, then they get their fee
increases. If they are above it, they have a reduction in their fees.

So I think we should look particularly at the provider payment
policies in the Canadian system, with a view to trying to adopt
some of that in the U.S.

Senator RockerFeLLER. What abot * the effect on quality, in fact,
Dr. Lohr, on the Canadian system?

And to any of you, what is the effect on the physicians-Are they
training to become doctors or is their work less motivated because
of this system?
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Dr. LoHr. Let me try to rephrase what I understood the two of
your questions to be.

One was whether quality of care in this country might be affect-
ed by a change as fundamental as the ones you outlined [concern-
ing moving toward a managed, or a ‘“Canadian system”]. My
answer is that change is always disruptive. Whether we would see
short-term decrements to quality of care, to be superceded by
longer-term improvements, might be something of an empirical
question, but that would be what I would expect. As a general
proposition, change is unsettling—in this case both to beneficiaries
and to providers.

A second question, perhaps implicit, is what can we say about
quality of care and how to measure it. We have very little base line
information about how good quality of care really is in this coun-
try. We know a great deal about variations in the use of services.
We surmise things about variations in the effectiveness of those
services and in outcomes. But when we really look in the literature
and otherwise try to pin down what do we know about quality of
care, it becomes a little ephemeral. I would point to the fact that
we knew very little about the levels of quality of care in this coun-
try before PPS; therefore, it is very hard to claim, or at least to
demonstrate, that the phenomena you see now in the aftermath of
PPS are attributable to PPS.

I also think that we have good ways of measuring quality of care;
in principle, they would allow us to make some comparisons be-
tween Canada and here. In this context, however, I would like to
draw your attention to the very good data systems in Canada; we
are only beginning to approach these in the Medicare system and
we do not have them for the non-Medicare insured populations.

Senator ROCKEFELLER. Dr. Moon.

Dr. MoonN. I certainly agree with both Karen and Kathy. I
would only add, in keeping to my role of talking about beneficiary
issues, that when you talk to Canadians, they like their health care
system. They are very satisfied with it and it meets some of the
concerns that we have about the health care system here, such as
simplicity and ease of dealing with the system. That, I think, is one
of the things that people find very appealing about Canada.

Senator RockereLLER. They get to pick their doctor?

Dr. MooN. Yes, they indeed do get to pick their own doctor.
They do not have to pay bills; they do not have to worry about fi-
nancing at all. They face few constraints in dealing with the health
care system.

Senator RockerFeLLER. And can go back to the same doctor?

Dr. MooN. Yes, indeed they have a lot of choice.

Senator ROCKEFELLER. And that is critical, is it not, in terms
of—

Dr. MoonN. I think it is critical. But I also agree with Karen,
that it would be very difficult to just transport the Canadian
system into the United States. There are lessons to be learned
there which might work with our existing system of private insur-
ance that serves a lot of working people very well in the United
States.
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We do need to look very seriously about filling in the gaps. And
theuCanadian system can offer some good lessons in that regard as
well.

Senator ROCKEFELLER. Senator Heinz.

Senator HEinz. On that issue, by saying that there are certain
things that are transposable, are you basically talking about trying
to make sure there is a continuity of care, that we do not have the
kinds of—this is long-term care, this is acute care—distinctions
that \y)e now are subjected to. Is that what you are basically
saying’

r. MooN. Definitely. I think that is important. Although the
Canadians do not have a consistent long-term care system across
all the provinces and in some places it is better than in others, it is
a major advantage of their system.

The ability that they have to deal with costs on a global level
and negotiate fees is more advantageous than trying to do so, for
example, only for the Medicare population in the United States.
The concern is that if you do not set fees well, physicians and other
providers may discriminate against one group of patients in favor
of another.

Senator HEinz. Two questions. I do not know if I will have time
to ask them both. One relates to quality. The other relates to the
issue that this committee, particularly the Finance Committee, will
confront in terms of controlling costs.

Let me do the cost question first. We have heard a lot of testimo-
ny today about the acceleration of the overall cost of part B. Karen
Davis pointed cut the stunning fact that it will surpass part A, and
it is certainly gaining rapidly. All of you indicated that there seems
to be an unexplained increase in volume. Can anybody better ex-
plain it?

Yes, Dr. Young.

Dr. YouNg. In regard to the earlier question and that one, a
fundamental difference between this Nation and all others is in the
volume snd intensity of services. That in part has to do, I'm sure,
with financial incentives. But it also has to do with deeper desires
within the American public.

We have in this country, however, extraordinary practice vari-
ations and the medical literature is quite strong in pointing out the
overuse of Cesarean section, of coronary bypass surgery, of hyster-
ectomies, of prostatoyomies, and yet we persist in wanting and re-
ceiving those services. The public opinion poils, depending on how
you ask the question, leaves you with very different answers. On
the one hand, if you ask it as a general question, should we reduce
costs and should we reduce services, people in aggregates will say,
yes. In parentheses what they are saying is, yes for other people,
but if I am confronted—if my family is confronted, if my loved ones
are confronted—I want you, the doctor, I want you, the hospital, to
do absolutely everything possible.

In the issue of bone niarrow transplants, liver transplants, heart
transplants, we have confronted ourselves with that repeatedly—
with the desire to provide more services to more people, even when
there is questions about the value of those services. Other examples
include magnetic residence imagining and other technologies. This
Nation leads the world many fold in the availability of those serv-
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ices. Were we to attempt to reduce them, however, there would ini-
tially be, I am sure, a very strong public outcry.

When length of stay decreased dramaticly in the Medicare PPS,
as you recall, there was a wide public outcry about patients dis-
charged quicker and sicker. Yet, over time, we found out that there
were not systematic adverse consequences. In the initial years,
however, there was great concern about that subject. So, any at-
tempt to reduce volume is going to be confronted with immense
concerns that quality of care will diminish and in some cases it
might. We do put ourselves at risk.

Senator Heinz. Well, the one strategy that has been suggested
—and one or two of you have mentioned it—is what has %ecome
known as the “effectiveness initiative.”” To what extent is the effec-
tive initiative as conceptualized at HCFA aimed at part B services,
to physician and out-patient services, and to what extent is it
aimed at part A or both?

Anyone?

Dr. Young. I believe that it has an impact on both sides and I
think that it is an initiative that is long overdue and one that I

ersonally support. The caveat I have is that we have sponsored
Eundreds of millions of dollars of research in coronary bypass sur-
gery, as an example, and yet we are still doing far too many of
those. procedures.

So I think the initiative is important. I think we should move
forward to know, and to understand better, but I think we have to
take that information and apply it much more vigorously than we
have previously through our payment system and mechanisms.

Senator HeiNz. You can certainly respond. And anything you
want to say, by the way, Dr. Lohr, Mr. Etheredge, about what we
ought to do—whether the effectiveness initiative is sufficient or
misguided or needs to be supplemented, I would certainly welcome.

Yes, Dr. Lohr.

Dr. Lour. Let me make a couple of points. One is that I be-
lieve—and I am speaking personally—that the Effectiveness Initia-
tive at HCFA ought to be understood and supported as part of a
larger package that involves a variety of research efforts, including
those of the outcomes effort at the National Center for Health
Services Research. I do not think any of these activities should be
seen as the only answer. There is a broad set of things that we can
move on simultaneously.

The second point is that the Institute of Medicine has been asked
by the HCFA Administrator to advise them on their Effectiveness
Initiative. I would be happy to share information about what we
have done so far for the agency. [See Letter Report to the HCFA
Administrator in the Appendix.]

I would also support what some of the other panelists have
said—namely that the issue of looking at practice guidelines, devel-
oping clinical indicators, understanding the effectiveness of serv-
ices, and making that information available to providers and to pa-
tients and consumer groups will be critical in trying to optimize
the provisions of both part A and part B services covered by Medi-
care. I might add one specific point. The Effectiveness Initiative at
HCFA is certainly in a position to look at both part A and part B

services.
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Mr. ETHEREDGE. Mr. Heinz, three quick points in answer to your
question. One is, and I think Karen already said this earlier, we do
not know enough about the part B volume increase. I would under-
score that that in itself is a major problem that we ought to ad-
dress. This is a $40 billion program. It is growing 15 percent a year.
We should have done many more studies to know exactly where
those increases are coming and to find out why they are coming
where they are. That is part of what I was referring to when I said
I think the Executive Branch has not done what it should have to
manage the program because we still do not even have a good
handle on this problem, even though it has been building for ten
years.

Senator HEiNz. Thank you.

Mr. ETHEREDGE. The second quick point is that, the range of
variations across states, five to six to one in procedures per thou-
sand for different procedures, and the ranges in rates of increases
across states of 200, 300, 400 percent differences in rates of in-
creases across states, are so iarge that it is hard to attribute these
changes to changes in scientific knowledge. Many of us suspect
that economics is playing a much more important role in the
growth of the health system than the advance of medicine. I wish I
could answer it more carefully than that.

The third, which I think is also important, it goes back to the
Chairman’s question about Canada is, your strategic question for
this committee is, to what extent should the Federal government
and its managers be getting involved in and even entangled in
oversight of the practice of medicine. This has been a continuing
issue for 20 years in the Medicare program.

All I can say is, 1 see a certain logic to the events of having to
deal with the intricacies of hospital payment and intricacies of
volume increases that makes me—I can only think of the metaphor
of grabbing the tar baby firmly with one hand and then as it be-
comes more of a problem, grabbing it with a second hand to try to
deal more affectively with it. And I have a feeling that the way in
which we are going at the Federal level is going to get the Con-
gress gripping the health care system with both hands and then
wondering what to do with it.

That leads me to think that the Canadian system has a lot of
merits.

Senator Heinz. Thank you, Mr. Chairman.

Senator RockereLLER. I would like to suggest a change in rules
here. Let me just consult with my colleagues. In order that this is
more freewheeling, the five minute discipline, I think, is constrain-
ing. And so, I would suggest, Senator Danforth, as you proceed that
we take off the clock and that not only members of the panel but
colleagues should feel free to interject views based upon Senator
Danforth’s line of questioning. But paying respect to his desire to
pursue his line of questioning and get through with it, so that we
can encourage conversation.

Senator DANFORTH. It sounded like a good idea until the last
part of it.

Senator RoOckeEreLLER. Senator Danforth. The clock will not be
on.
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Senator DANFORTH. I feel that a great bonanza has just been
given to me. (Laughter)

Well, I really only have one point to make but it is a pretty big

wint.

Look, our population continues to get older; our technology con-
tinues to get better, more exotic, more expensive. It is possible to
spend huge amounts of money keeping people alive. One thing that
I do in my other life is call on some very old people in their homes.
I have had people say to me such things as, “I’'m growing old as
hell. I think they should let me die.” And we have developed these
magnificent technologies for keeping people alive.

The cost of health care in this country has now reached 11.5 per-
cent of the gross national product. It is said that despite that,
Americans are not living longer, infant mortality is greater than in
other parts of the world and that by the end of this century—
which 1s only 11 years off—health care will reach 15 percent of the
gross national product.

And yet when we are called to deal with it here in Congress, it is
microscopic tinkering, negotiated largely through experts in the de-
tails of health care. I can remember the last time we went through
this drill in the budget. I guess it was about a year and a half ago.
We would be convened like on Sunday afternoons and told the
latest state of negotiations in this two or three page single-spaced
laundry list of fine tuning of Medicare and Medicaid laws.

I do not know—maybe I am just dumb—but about 90 percent of
that tinkering I did not understand. So, my question is: Is there
any handle to this, that we can put philosophical and ethical think-
ing into, or is the sky the limit?

I mean, is the basic rule that the number one priority in this
country must be to pay for more, and more, and more, and more
health care? And that everything else is secondary—education is
secondary, international competitiveness is secondary, investment
in industry and science and so on is secondary—because the
number one priority is to spend ever larger portions of our re-
sources in this country on the number one objective which is to
keep people alive forever.

Now I do not want to sound like Governor Lamb and I do not
propose to sound like Governor Lamb, but what I have heard
mainly from your testimony is stuff I do not understand. But I do
understand the basic question of how much and whether there is
any limit and whether there should be any limit.

So what I would like to know is: Should there be any limit to
what we as a Nation are willing to spend on health care? And if
the answer to that is yes, then who is to determine what that limit
is? And how are we to go about making that determination? You
have one minute each. (Laughter)

Dr. YouNng. Well, sir, I think you understand completely. That is
the point I tried to make. For an individual patient, this Nation’s
ethics will not allow us to say no. The State of Oregon attempted to
control its expenditures on transplants and there was a public
outcry. Last week the State of New Hampshire attempted to get
out of paying for a bone marrow transplant for $200,000 for a
single child and there was an outcry and an uproar.
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We will bring to bear thousands of dollars and many people to
retrieve a child from a well. We cannot say no to an identified indi-
vidual. And I believe whether you agree that it is right or wrong,
that for the foreseeable future, this Nation will not be able to say
no to individuals. And if we have the technologic capability to do
the heart transplant, the liver transplant, we will continue to pro-
ceed to do so.

Senator Baucus. His question is to address what other countries
do—because I know other countries set some kinds of limits. So in
answering the question, please address not only our cultural re-
sponse to this very fundamental question, but also the cultural re-
sponse in other developed countries.

Senator DascHLE. Mr. Chairman, in addition to that, since you
have invited us all to interject here—(Laughter)

Senator RockerFeLLER. This is the major question from every-
body. (Laughter)

Senator DascHLE. 1 would question Dr. Young's position. Now,
we say no everyday to those who do not have catastrophic health
care because they have been in a car accident. We turn poor people
away in urban hospitals. We do not have health care in rural
areas. We say no everyday.

Dr. YounG. That’s the difference.

Senator DascHLE. But we certainly say no to the day-to-day op-
eration of health care in this country and we say no in a very cal-
loused way in many respects as policy in this country.

Dr. Younc. I absolutely agree with you. The difference is in the
identification of a specific individual. We will not martial those re-
sources for hundreds of automobile deaths a day, but we will for
the one child.

When the case is identifiable, when there is a doctor, a patient
and a hospital, we cannot say no. We can say no by not having a
hospital available in a small rural area, but that is not a single
identifiable patient.

I very much agree with you. I am not inconsistent with your po-
sition.

I have used up my minute, but I will comment there are two
ways other nations do this. One way is by queing. You simply
create long waiting lists. The patient who could have the trick
knee repaired or the cataract extracted, simply has to wait a long
period of time. They may decide not to do it or their turn may
eventually come up.

The other way they do it is simply not having the services avail-
able. They do not have MRI scanners across Canada and across
England as we do in this country. They do not have the availability
of end stage renal disease services in England or any other country
to the extent we do. So we get into a vicious circle by making the
services available and then we use them, and then we need of
them, and then we use them.

Senator DANFoORTH. I still do not think you have given me any
answer at all. I know you are ti1ying—

Dr. YouNG. One clear answer—

Senator DANFORTH. —but I have not heard any hint of how we
can get a handle on this problem other than budget resolution
after budget resolution, putting on those things that jewelers put in
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their eyes and working on the details of some statute that most of
us cannot comprehend. I have not heard any notion as to how we,
as a country, address what is a fundamentally ethical question, and
that is, how much do we spend on what.

Dr. Younc. I think one clear answer that I implied is that, as a
Nation, we wish to see that fractional amount of our gross national
product continue to rise for health care. As of today, we value that,
as you stated, as one of the most important commodities. And we
will eschew other services that are necessary, such as the large
number of uninsured. That is one clear answer and I think many
people have spoken to say, let us continue to do that because we
cannot say no.

The other answer is that we become—

Senator DANFORTH. I have never heard anybody say that.

Dr. YounGg. Ask any individual patient when they are in the
hospital if they should not have services.

Senator DANFORTH. Sure they do. But I mean, that is not a
policy consideration as to how the national resources are spent.
Tha,t is just each individual saying, “I am number one; take care of
me.”

Dr. YounG. The policy decision is to continue as we have to let
the revenues and the outlays chase the costs.

Dr. Davis. I guess I would disagree with the fact that we have a
national consensus that we want to keep spending more and more
of our gross national product on health care and that we are satis-
fied that we are getting good value for what we are spending. I do
not think that is the case and I do not think that fine tuning and
these little bitty budget savers accumulation will do the job, par-
ticularly in the area of physician payment. I think you are going to
have to bite the bullet and have fundamental reform cf the way
you pay physicians.

I think that what we have now is that physicians decide how
much to charge for services. They decide what kinds of services
people will get and then payers pay it. We are the only country
that has gotten to fairly extensive coverage of hospital and physi-
cian services and are still letting physicians decide how much they
would like to be paid. And then we are shocked that it turns out it
is 18 percent more this year than it was last year, and next year it
is going to be another 18 percent more than it is this year.

It is not inevitable. Other countries are not having that experi-
ence. Canada is holding health spending as a fraction of the GNP
flat and they are going it without denying services to people who
are uninsured because they have no uninsured. They are doing it
while providing care to people in rural areas. They are doing it
without rationing care for the terminally ill or rationing care sig-
nificantly for anybody. How are they doing it?

First of all, they do not pay the kind of outrageous fees that we
pay. If you look at what we are paying for different surgical proce-
dures, what we are paying for radiological procedures, anesthesiolo-
gy charges, we have never tried to say, “This is a reasonable fee. It
will cover your costs and a rei  -nable return to the physician for
providing that service and tha. is the maximum amount we are

going to pay.”
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We have never looked into practices like physician ownership of
radiological labs that was in the Wall Street Journal yesterday—
that has a financial incentive of the physician to refer patients for
tests because they have an ownership share in those facilities.

I think that when you ask about physician morale earlier, I
think morale is better in places like Canada because they give the
physician more clinical autonomy but what they give up is econom-
ic autonomy—that the government has the right to set fees, in that
case in negotiating with the physicians. They set in British Colum-
bia a total ceiling and say, ‘This is the maximum amount we are
going to spend. If you spend more than that, we are going to cut
your fees back.” As soon as they put that system in place, they had
no further increase in utilization.

Physicians can look at what is necessary, what is unnecessary,
and live within a ceiling if you impose it. We have not tried doing
that today and I think that is what we are going to have to do.

Dr. Moon. I would reiterate, as part of my answer, what Karen
was saying. You have to find ways of breaking some of the finan-
cial incentives to ‘“game’ the system by providing enormous vol-
umes of services.

If you look at ambulatory surgery which is blossoming in this
country, it appears for Medicare beneficiaries, that these are large-
ly new surgeries. We have moved some things out of the hospital,
for example cataract surgery. But enormous numbers of ambulato-
ry surgeries seem to be simply new surgeries that would not have
been performed a few years ago.

Not all of this is inappropriate. Some of it is due to the fact that
procedures are safer, and better, and people benefit from them. But
some of this increased volume may result from the strong financial
incentives to perform those procedures where reimbursements are
very high.

As a country we do have to bite the bullet, but we need to think
in terms of long-term solutions. One of the ways that we differ
from other countries is as Don Young has talked about—our very
strong notion that we ought to be able to get whatever we want,
whenever we want it, and as much as we want.

Without telling any one individual no, we do have to work on
educating both providers and patients that more care is not always
better, and it is okay to accept lower levels of care. I think it is a
change in attitude that is necessary, not rationing.

Other countries view health care differently than the United
States does. Their citizens do not instantly think of rushing to the
doctor if they have a cold. They do not instantly think of rushing
to have six extra tests if they have a problem. A lot of that is not
rationing, but the way in which peoples’ attitudes are set. Changes
will not happen overnight, but I do think that some of the effec-
tiveness and appropriateness research will help if the information
gets beyond the providers, to the beneficiaries and if people under-
stand that medicine is not always a science—it is an art.

This solution will take a very long time and we are going to have
some problems in the meantime. But I think that changing atti-
tudes is the only legitimate way in which we are going to bite that
bullet. But it is not a magic bullet and it will not happen over-
night. And it is going to cause some pain in the process. It is not
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reasonable to believe that we in the United States are ever going to
be willing to say, “We are going to ration for individuals.”” We are
not going to say, “No more care beyond this certain point.”

We have come too far, I think, to go in that direction.

Senator Baucus. I have a question. How do you somehow set
limits on fees? Like you said Ontario or British Columbia, some Ca-
nadian province, as I understand it, negotiates with the physicians
in that province to set an overall target, overall limit. Then once
they have reached an agreement, as I understand it, the physicians
then negotiate among themselves to decide which physicians get re-
imbursed at what rate.

But another component we have to figure out is medical mal-
practice. What is the legal standard for damages and standard o
liability in Canada, or Ontario, or BC? -

Dr. MoonN. I think you are right. We are a much more letigious
Nation than Canada is.

Senator Baucus. Well, it is not a litigious factor, but it is a
standard of liability. Can you address that component, that factor,
in Canada? Because obviously if I am a doctor and I agree to a cer-
tain fee and—lo and behold--somebody sues me or I have to pay
medical malpractice premiums at such an outrageous rate, it does
not work for me.

Could somebody address that component, too, please?

Mr. ETHEREDGE. All I can say, Senator, is that—actually if ycu
read the history of physician payment reforms, the first physicizn
fee schedule dates back to 1750 E.C. in the Code of Hammurabi,
3700 years ago. It had two components—one was a physician fec
schedule and the other was a schedule of malpractice awards.
(LLaughter)

So, the two seem to go together.

Senator Baucus. Are we going to follow that with an “eye for an
eye’’? (Laughter)

Mr. ETHEREDGE. You are looking at a sort of political balancing
in what the physician community might gain as part of a package
in which their fees are regulated. Many physicians would think
that a more orderly way of dealing with malpractice would be a
benefit to them.

Dr. Davis. I do think you can overestimate the impact of the
malpractice. If you really look at what it is, it is a proportion of
total physician expenses. You are talking about 2 percent or so. For
certain specialties, like obstetrics and neurosurgery, it is much
higher. I think in any physician payment system you are going to
have to build in an adjustment for malpractice costs.

In terms of what to do about malpractice, more generally, I think
some States are trying different approaches. Maryland has a non-
binding arbitration panel of three persons, including one physician,
that first reviews any claims. That has been very effective in just
targeting awards on things where there really is the 1 percent or 2
percent of physicians or cases where something really has been ne-
glect. That is one mechanism.

Other mechanisms that are suggested are limits on awards, or
limits on contingency fees.

Senator RockerELLER. Let me go to Tom Daschle.

Senator DascHLE. Thank you, Mr. Chairman.
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After Senator Danforth’s question I would like to come back to
some of the more rudimentary questions that we have to face this
year. I think it was a very refreshing discussion and one that I
think we really have to face from time to time as we compare what
we have to what we would like.

But, more specifically, and perhaps parochially, Dr. Young, I do
not think the ERG system is working at all with regard to rural
hospitals. Last year they lost a bundle. In South Dakota it was 7
percent. Most hospitals in South Dakota are going to close their
doors in the ne- ! five to ten years unless something very dramatic
changes.

It goes back to Dr. Bohr’s comment, and I was going to preface
my question by responding a little bit to her remark about quality.
I think we do have quality in this country. But as she said, and I
think I understood her to say, it is the allocation of quality that
concerns her as well. I view allocation as a question of geographic
as well as income. We have the intercities and urban problems re-
lated to allocation. We haverural allocation problems. And then we
have income allocation questions regardless of where one lives.

My biggest concern right now is the allocation of health care in
rural areas and what devastating problems exist as a result of the
lack of adequate allocation in resources to rural hospitals, and
similarly, the lack of adequate incentive for doctors to serve rura’
areas. For some reason—whatever the reason is—the sole commu-
nity hospital protection is not working either. So you have a break-
down in policy here that is becoming a matter of crisis proportion
in our State.

I would like to have you address that—and anyone else who
wishes to talk about it in the moments that I have.

Dr. Young. Yes, sir. I certainly understand your point and we
have heard it from rural hospitals throughout the Nation. One
could argue, however, without being an apologist for PPS that, in -
fact, what you are describing is a manifestation that PPS has
worked very well. It was intended, as you recall, to reduce costs—to
provide efficiencies in services both in urban and in rural sreas.
The budget deficit and the very low updates that I indicated di.-ing
my testimony have indeed reduced Medicare expenditures. But
what you are reporting is the other side of that.

At the same time, hospital costs across the Nation have been
going up at 10 percent a year. That links us right back to our earli-
er conversation. Do we wish to contain costs or do we wish to let
the costs continue to go up? There are further adjustments and
many have been enacted by this committee—by the Senate and by
the Congress—to help deal with the rural health problem.

However, the rural health problem goes far beyond the Medicare
program. Even if we were to eliminate the difference in the stand-
ardized amounts and move to one standardized amount for Medi-
care, which would greatly increase relative payments to rural hos-
pitals, many would still have problems. Admissions are down in
rural areas. The demography of rural areas is changing. There are
older people. Hospitals have very low occupancy.

Senator DascHLE. But should not our DRGs and PPS take that
into account? I mean, it made some assumptions. Right or wrong, it
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made the assumptions. And from those assumptions come pay-
ments that simply are not working.

It appears to me that we have to come to the conclusion that
those assumptions, if they were not wrong originally, are certainly
wrong today and need to be reconsidered as we recalculate DRGs
in the future. Would you not agree?

Dr. Younc. I certainly agree with you. And, in fact, in the past
two years a number of those adjustments have already been made.
The assumptions have been challenged. There have been policy
changes—such as higher updates for rurals, a separate outlier pool
for rurals. The gap is narrowing, but the gap has not narrowed
nearly encugh to ensure the financial survival of those hospitals.

Senator DAscHLE. So what do we do?

Dr. Young. There are two broad choices. One broad choice is to
say that the problem resides primarily in the Medicare program
and to significantly increase payments to rural hospitals. Then you
have two choices— you can reduce payments to urban hospitals or
you can simply put more money into the system. One clear choice,
that is for Medicare’s part.

Second, you can say the problems in rural areas go far beyond
Medicare, as they do, and that there is a better and alternative so-
lution that goes beyond the Medicare trust fund for dealing with
these. You can pay hospitals on a cost basis. You can create other
kinds of mechanisms to help the rural hospitals survive.

I think those are clear policy choices that need to be debated and
solutions need to be found to ensure access in rural areas.

Senator DAscHLE. Dr. Lohr.

Dr. Lodr. I might add one other partial solution. That is to look
at areawide networks of hospitals. There is a reasonably good ex-
ample in Eastern Washington and Idaho that might serve as a
model. There are similar models in Colorado and in Montana—that
is, in the Pacific Northwest and the Western Mountain States.
- That might be a step towards rationalizing the provision of care in
rural areas. It might allow some hospitals to stay open and survive
on their own and, in fact, have others close or reduce the types of
services that they provide so that they are not faced with such high
costs of acquiring technology that would be expected of them if you
a}gplied an urban standard, which is not a feasible option I do not
think.

Senator DascHLE. But is that not what we were doing with sole
community hospitals?

Dr. Lonr. I would like to let Don—

Senator DascHLE. That is the concept behind sole community
hospitals generally.

Dr. Younc. Sole community hospitals have some level of protec-
tion by relating their payments back to their historical costs, but
that is only a very partial solution and only for some hospitals.

Senator DascHLE. Well, the point is that sole community hospi-
tal protection has not worked either, for whatever reason.

Dr. Younag. That is correct. That is absolutely correct.

Senator DascHLE. Which is my point.

Dr. Young. On the other hand, I would tag onto Kathy’s com-
ments and say, we may need to entirely step back from our histori-
cal concepts. It may be that a rural area does not need what we



25

have historically called a hospital. What they need are good emer-
gency services. They need triage; they need transportation to get
certain people into centers of excellence where they can get the
high quality care they need. By paying for a building that is called
a hospital under a set of rules, we require them to have a library.
Amfi we require them to have all sorts of things that they do not
need.

We need to step back and say, do we really want to call this a
hospital or rather, change the whole idea of what we call this and
say we will pay Xou based on the services that this community
needs. You should not be doing elective surgery here. You should
not be doing things that they are doing in the big city, but patients
can be transported for those services. And this might beef up what
they really need in the rural area in a way that is far more effi-
cient than the current mechanism of a hospital, requiring certain
rules when there are only four people in it.

Senator DascHLE. Thank you.

Senator RockereLLER. That is provocative to Tom Daschle and
Jay Rockefeller because that gets into the whole concept of rural
health. In order to follow up, where is what you have suggested
being practiced and how do the beneficiaries of that service react to
it in rural areas?

Dr. YounNG. There was some legislation a year or so ago that
was funded for some demonstrations along that line. One site is in
Montana and we will have much more information—HCFA is fund-
ing this—on how this kind of activity works out. But, it is entirely
possible—while it will not solve all problems everywhere—it will
be in large measure what farmers and others are locking for. I do
not know the answer to that. But I think it is likely, at least in
some areas, that it will be an improvement.

Senator DascHLE. Mr. Chairman, I have to chair a meeting at
11:30 and I will have to excuse myself. But I commend you, as well,
for this hearing. I think it has been an excellent morning and I ap-
preciate the testimony of all of our witnesses very much.

Senator RockerFeLLER. Thank you, Senavor Daschle.

Dr. Davis. If I could add a word in response to Senator Daschle’s
comment.

Senator RoCKEFELLER. Please.

Dr. Davis. I think the problem goes beyond just hospitals. Dr.
Young’s remarks are assuming there is a good primary care net-
work out there and that there are enough physicians to provide
these services. I think in many of these communities we also have
a problem with payment to physicians. And as we look at changing
the way we pay physicians, we are going to have to bring rural
physician fees up to a level that is comparable with what physi-
cians in urban areas make. Because I think a lot of them are not
finding it economically attractive to practice. '

For example, if you think about paying $50 for a service today in
an urban area, a rural area might be getting $20 or $30. You could
justify some difference just based on differences in the costs that
they have to pay their nurses or the rent. But other than adjusting
for that cost of purchased input, Medicare should be paying the
same fee in all areas. That would help make primary care practice
more attractive in many of these rural areas.



26

So I think as we look at the issue of physician payment reform,
we need to look at how it will affect rural areas.

Senator ROCKEFELLER. But you see, that is the catch because this
is the year that we are going to be looking at how the doctors are
paid. That is going to be a very contentious issue. In fact, I would
ask your comment on that. In my State, five hospitals have closed
in the last 18 months and the average rural hospital lost $750,000.
So, I guess, then logically you could say, Dr. Young, they are not
working and, therefore, we should have emergency services or
other ways for doctors to provide those services. But hospitals at-
tract doctors.

The county where my wife and I have a farm in West Virginia is
a very large county. It is a very rural county. It is one of the larg-
est counties east of the Mississippi and it has less than 7,000 people
in it. We were thrilled when a young couple came from West Vir-
ginia University’s Medical School—two Dr. Jones’. A married
couple—it was a real bonanza. There is no hospital in the northern
part of that county and it is big enough so that if there is no hospi-
tal in the northern part of that county, that becomes a real factor.

They stayed as long as they could but people were unable to pay
them. There was a will to stay. They came specifically because the
place was rural, because there are caves and historical logging
trains—It is a marvelous place to live. It is the quietest place east
of the Mississippi in terms of noise, which is why we have a Na-
tional Radio Observatory there. It is idyllic. It is the reason that I
chose to purchase a farm there. It is a perfect setting for rural
living. But they had to leave. And that is the bottom line.

There was not a hospital there and people were not paying their
costs. So how does this alternative system—and there is an experi-
ment going on in Montana and I will be glad to hear about that—
but can you tell me more about what is being done in other coun-
tries and whether it is working. And, Dr. Moon, how are benefici-
aries reacting to it?

Right now, we have no doctor to go to if our nine-year-old gets a
104 degree temperature.

Dr. YounGg. We do have, Mr. Chairman, a bit of a paradox here.
First, as you recall from a few moments ago, I was the only one
who was bold enough to suggest that perhaps this Nation wants its
expenses to continue to go up. And one alternative is that we can
fund and support services that now are financially at risk.

As I mentioned to you before the hearing started, I have a home
in West Virginia in Tucker County. One of the hospitals that
closed in the past year was, in fact, Tucker County General in
Parson. At that point, I also was aware if I have an emergency
while I am in West Virginia, I am going to have to go further on to
Elkins to get care. So I also love the setting of West Virginia and
that was a change that affected me.

Senator RockereLLER. And Elkins was formerly two separate
hospitals merged into one.

Dr. YounG. And now there is one.

Senator RoCKEFELLER. And that one is now struggling.

Dr. YounGg. Yes, that is correct.

So one alternative clearly, as I said earlier, our Nation would
like to control very expensive things, would like to control doctor’s
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fees, but would like to assure we have access. That is why I made
that point a while ago. ‘

On the other point, however, I think a great deal can yet be
learned. I do not believe there are models in other nations that
look like the way we have structured our health care system. His-
torically, we had a doctor and we had a hospital. That has changed
now because of technological changes. The continuum of care for
when a patient is acutely ill, and when he or she needs transitional
care, and when he or she needs nursing care is indeed a continu-
um. It does not end at one point and start at another.

I think it is well worth pursuing these alternative mechanisms
and finding out if they meet the value systems of people in these
areas, and I sense in many cases they will.

Senator RocKEFELLER. Do you think it is inevitable that rural
hospitals are going to continue to decline, more or less, regardless
of what we do here in the Congress with respect to either the
update closing of the past year or the Bentsen-Dole bill of this year,
if it were to pass?

Dr. YouNG. Some—

Senator RockeFeLLER. The Bentsen-Dole bill is new money,
right? It does not take from urban hospitals to help rural hospi-
tals?

Dr. YounG. That is correct.

Senator ROCKEFELLER. It will cost some money.

Dr. YouNnG. I think the answer is, some rural hospitals will con-
tinue. Where there is another hospital relatively close, mileage, I
think that the community will be less likely to support it.

Other parts of our Nation, such as Kansas, have for years sup-
ported their rural hospitals through a general tax because they be-
lieve it is important enough. There we are not seeing the closures
nearly at the rate we are seeing them in some other states.

Senator RocKEFELLER. Tax on what?

Dr. YounG. Local taxes paid by a citizen’s property.

Senator ROCKEFELLER. You mean county?

Dr. Younag. Yes. County, property—forms of taxes.

Senator ROCKEFELLER. Interesting. Sort of a levy.

Dr. YouNG. A levy, exactly.

So I think we will s¢e different patterns and different value sys-
tems. But clearly, yes.

And to some extent those closures are good. The closures are
good because hospitals that do things infrequently do them very
poorly. If a hospital is doing elective surgery once every two or
three weeks to remove a gall bladder, the chances are that it is not
doing that nearly as well. We, and others, have shown very clearly
that mortality increases as due per-case costs when doctors and
hospitals do procedures with decreasing frequency. I think we will -
see more and more concentration of procedures in hospitals, both
to save costs but more importantly to improve the quality of the
outcome. And people will have to transport themselves more, even
in large cities.

Senator RockereLLER. That is a provocative thought. But that
almost dooms rural hospitals or at least certain aspects of them.
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In other words, if you practice infrequently then, Dr. Lohr, the
uality of the service that you provide is declining and therefore,
%r. Moon, the beneficiary is receiving a poorer quality service.

Is there argument to Dr. Young?

Dr. Lour. I would pick up on the point you made concerning of
what we, sort. of in shorthand, say is the volume outcome relation-
ship. I am inclined to think the evidence is building up, that doing
something more frequently is likely to provide you with lower per
case costs and, at least even, if not improving outcome. So I think I
would subscribe to that.

Senator RockerFeLLER. No, I missed your point there. It sounded
to me like you were disagreeing with what he was saying.

Dr. Lour. No. No, I was not disagreeing. I was agreeing that I
was putting it into positive.

Senator RockereLLER. He was referring to a surgical service, I
think. But let us say the service of a rural hospital practice.

Dr. LoHr. I would be inclined to say that at some point if cer-
tain kinds of services—they could be monitoring for acute myocar-
dial infarction patients; they could be even fairly common surgical
services and procedures—There will be a point, I would submit,
below which quality of care would be likely to suffer and certainly
the per case cost would go up. So in that sense, I am agreeing that
there is a relationship between volume and higher expected %etter
outcomes.

Senator RocKEFELLER. But did not one of you say in your open-
ing statement that although there was a decline after 1985, the
volume factor began to come up again? Was that you, Dr. Young?

Dr. YouNg. Yes. The admission rates to all hospitals are increas-
ing again. But admission rates are much higher in urban areas
than they are in rural. The volume decline has been much more in
rural areas than in urban areas.

Senator ROCKEFELLER. So post-1985, a real decrease in rural
areas continues?

Dr. Youna. I do not have up-to-date figures. The volume contin-
ues to be lower in rural areas. But where it is exactly at the
moment, I cannot give you. But there is a relative decrease in rural
areas compared with urban, but both are having higher volumes
now than they were three years ago.

Dr. LoHr. If I could come back to—

Dr. Davis. I do want to dissent just a little bit from this general
stream of thought that you get the best quality care where there is
a large volume of care and, therefore, we do not need rural hospi-
tals. I think there is no question that complicated things should be
referred to a regional tertiary care center. But to deny people easy
access to—whether it is primary care of hospital care for—basic
things and you have to go 50 miles, 100 miles, no care in that situa-
tion can be fatal.

So I think we have to maintain a rural hospital network that
has, in every region accessible to people, a preservation of access to
hospital care. So it may be higher quality care for complicated
things if you go into a large teaching hospital center where they do
a large volume of things, but that does not justify not having ready
enough access to basic care, close enough for people that they can
use it.
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Dr. YounG. 1 certainly did not say that we need not to have
rural hospitals and that all care needs to be referred.

But the evidence on volume is clear. Now whether a prostatecto-
my is a simple and a straightforward procedure—it is a routine
procedure of medicine—the relationship 1 described holds for that
as well. But that does not mean that you have to go to the big city
hundreds of miles away. )

Dr. Lour. Could I pick up on one point that we left awhile ago,
that I think Mr. Danforth had raised, and that concerns whether
or not we are reaching a limit. At some point probably we will
reach a limit in terms of what this Nation is prepared to spend on
health care.

But I would submit, and I think I may agree here with Don
Young, that we have not reached it yet. And the real issue, it
seems to me, is the allocation of the health care resources within
the health sector. I would leave for another day cross-sectoral shifts
between, say, education and housing on the one hand and health
on the other.

There does seem to be mounting evidence that we might be able
to show as much as 20 or 30 percent of certain kinds of services
provided in this country are unnecessary and inappropriate. We do
not know what 20 or 30 percent yet. But as I say, the evidence is
beginning to mount. If, in fact, we could begin to identify better
ways of understanding when certain services are appropriate and
when they are not, and make that information available to provid-
ers, we might go a great way toward saving resources that could
then be put to the care of, let us say, the nonelderly, to the unin-
sured or, in fact, to providing the services that are not now covered
by Medicare but clearly, in my view, need to be—such as expanded
home health care benefits.

I would come back, in other words, to the clinical indicators of
appropriateness, effectiveness, kinds of work that over the next
decade ought to provide providers with a great deal of more infor-
mation than they already have. And I would say that is necessary
in reiterating what Karen Davis said. You would like to be able to
give your physicians clinical autonomy to do the best they can for
the individual patient sitting in front of them and across the desk,
and leave for a broader society decisions, if you will, the fiscal au-
tonomy.

You can make a distinction there. I think she has made a useful
one. But there is a good deal of basic research that needs to be
done to help pin down those appropriateness, effectiveness issues
and make that information available to providers and physicians.

Senator RoCKEFELLER. Mr. Etheredge wants to say something
and I will come right to him.

But, when you say 20 to 30 percent may be inappropriate, does
that mean, in your judgment and also, Dr. Moon, in yours, that
beneficiaries are asking for care which they may, in fact, not need?

Dr. LoHr. I would say, in some sense, all of the above. Certainly
patients, and just the elderly, ask for—some say demand—care
that they may not need. That may fall into the category of, you
know, seeking emergency room care for the cominon cold. I mean,
there is that dimension to it.

96-926 - 89 - 2
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Certainly the entire question of physician uncertainty and the
way physicians have been trained to do all that they can. And
when you give them the armamentarium they presently have for
providing services, and not necessarily clear indications of when di-
agnostic tests or other sorts of procedures may be appropriate and
when they can be foregone, when can you substitute one kind of
test for another test, those are all issues that still need a great deal
of clarification for providers.

So I would not lay it all on the patient and the beneficiary. I
would not lay it all on the providers for trying to do more and
more in some kind of uncontrolled frenzy of providing services.
Certainly we see newer technologies that look as if they can pro-
vide a marginal benefit and we do not necessarily do a good job of
substituting newer technologies for older ones. We do both.

As to the particular, sort of where the evidence comes, it seems
clear that a lot of the work that has been done and published by
researchers at the Rand Corporation and elsewhere show that
when physicians set standards, if you will, or guidelines, or develop
indicators for what is appropriate use of, let us say, credit and ar-
terectomy, coronary angeography and so forth, and then they go
out and look and see whether physicians actually provided services
in correspondence with those guidelines, you see these sort of fig-
ures of 10, 20, whatever, percent of services that seemed not to
have been appropriate according to guidelines that physicians
themselves establish.

I am simply arguing that we need more work in that arena with
that kind of information provided to physicians. And one side bene-
fit of that might well be to help clarify the malpractice situation. I
would come back to reiterating that malpractice reform, I think, is
a necessary, somewhat independent, issue. But it would seem that
malpractice problems do impact on issues relating to quality assur-
ance insofar as there are not good guidelines yet for doing satisfac-
tory peer review. Physicians become very uneasy thinking that
what they may be doing in the quality assurance arena may lead
to rampant malpractice suits being brought.

That is an area, as I say, that I think needs considerable atten-
tion all on its own.

Dr. MoonN. 1 would just like to briefly add that we have to be
very careful about blaming the patient when the professions that
are dealing with these services and giving advice to patients about
whether they need the care have not come to agreement on wheth-
er it is necessary. It is easy sometimes to talk about patient in-
duced demand and get excited about that as a way of cutting back
on health care costs. But it is very difficult to ask patients to be
better clinicians than physicians are at this point.

The information first has to be developed, as Kathy has talked
about. It has to be provided carefully to physicians and hopefully in
reasonable ways passed on to beneficiaries. But I do not think you
hold beneficiaries responsible first. I think you work with the phy-
sician community first.

Patients have a strong stake in maintaining access to services
where they live. I know that some people in rural areas would
rather stay in their local community hospital even if they know
they can get higher tech, fancier care, in urban centers. They trust
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their physicians; they trust the relationships they have there. They
like the proximity to family.

Since we know that a lot of medical care is art and success de-
pends on attitudes of patients and other intangible factors, we
should not discount individuals’ preferences when we think about
the quality dimensions. I would not disagree that there are quality
concerns in rural areas and that sometimes you are going to want
to step in and say this is just not good quality care. But I think you
have to be careful in maintaining some patient choice.

Senator ROCKEFELLER. Mr. Etheredge, I promise I am still
coming to you.

But just to follow that up, I find myself in agreement with you
Dr. Moon because, for example, a senior citizen or a person in a
rural area who is isolated who feels that he or she has a health
problem, does there not have to be room in this sort of tremendous
drive for efficiency where outcomes are precise and where every-
thing is meant to be balanced, for simply the person who is worried
about the condition of their health. He or she may have no reason
to be worried, but needs to be reassured and that sort of psychologi-
cal gimension of reassurance is a legitimate factor in our popula-
tion? .

That is not something to be scorned although it may not show up
on a chart as being a needed service. It is a dimension of human
nature that cannot be changed.

Dr. MooN. I think that is right and it may be important to keep
in mind that when we decry all the emphasis on high-tech care, we
sometimes make high-tech a self-fulfilling prophecy if we denigrate
those important intangibles.

Senator RockereLLER. Mr. Etheredge, at length.

Mr. ETHEREDGE. Well, thank you.

I just have a few observations. As I was listening to the exchange
on rural hospitals and which one should stay open and which
should close, and how to be fair. I could not help but think of how
blunt an instrument the DRG system, even at best, is for dealing
with all the kinds of complexities that we were even surfacing in
our short discussion this morning.

I think unfortunately the direction we are going in health policy
is to increasingly get the Federal government into trying to resolve
these issues for Montana, and West Virginia, and Pennsylvania,
and other States, as to which hospitals have merits for different
rates of payment under the DRG system. I wonder if we could not
be thinking about, if we cannot go to a Canadian system right off,
if we could not be thinking about steps in that direction which in a
management sense allow for more of these kinds of adjustments.

One thing that was done during the cost of living counts from a
period of 1971 to 1974 was to ask States to establish review commis-
sions where the hospitals which felt they had a particular case for
more money compared to other hospitals could come and those
commissions were allowed to allocate up to, I believe, about 1 per-
cent total increase in spending for the State to those circumstances
that had the most merit and where the general Federal rules were
not accommodating those changes.

So that would be one kind of approach that we could take. It
would also move us more toward a State-based budget review
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system for hospitals. And if that is the direction that we are ulti-
mately going to be going, more toward a Canadian system, we
could start to get there and build that capacity by making that
kind of adjustment in the DRG system this year.

Senator RockerFeLLER. Dr. Davis, you have to leave in a few min-
utes, as I understand it, to make a train and I just wondered if you
had any further thoughts you wanted to share with us.

Dr. Davis. No. I would just like to commend you for taking on
this subcommittee and the task of dealing with these problems in
Medicare. And I am sure we would be happy to be of any assist-
ance we can be at any point in the future.

Senator RoCKEFELLER. Before you go, and before Dr. Lohr, an-
other problem. You know, we have certain professional health care
providers that are not reimbursed under Medicare. In OBRA 1987,
psychologists, for the first time, were given the right to be reim-
bursed, but only in certain settings—community mental health
centers and rural health clinics.

For example, you hear very little about nurse practitioners and
yet there is a lot they can do. You hear relatively little about phy-
sicians’ assistants, and yet there is a lot they can do. Is there in
this rural dilemma a possibility—in fact, I think we have set a
limit of some sort, have we not on how much they can_participate
in Medicare? Am I right on that?

Dr. Younc. Yes. Correct. You are correct.

Senator RocKEFELLER. Do we overdo that? I mean, in setting
limits then we are also setting limits on the vision or the ambitions
of those who are in their teenage years or in their high school
years at either a medical career or physicians’ assistants or nurse
practitioner careers. I mean, are there areas that we are underus-
ing, or perhaps discouraging, by the limits that we set—certain
types of services, certain types of settings?

Is my question clear or not?

Dr. Davis. I think nurse practitioners and physician assistants
can be an important component of the care system, particularly in
rural, underserved areas. We do have provisions for payment of
rural health clinics that were instituted in 1977. But I think that
has never quite lived up to its promise and that we need to look at
ways of trying to encourage those kinds of providers to fill some of
the gaps in care in these areas.

Senator ROCKEFELLER. In West Virginia we used to get 40 Na-
tional Health Service Corps doctors a year. We now get two. What
has happened?

Dr. Davis. I am very concerned about that. In 1981 the Reagan
Administration cut funding for the National Health Service Schol-
arship Program, which provided scholarships to students in medi-
cal school, nursing school, other health professional schools. For
every year of scholarship they were obligated to one year of service
in the National Health Service Corps.

Well, with medical training taking four years of medical school,
three years of residency, seven years later, in 1988, 1989 we are be-
ginning to see the effect of cutting off those scholarships. So the
size of the Corps is reducing rapidly and by 1991 it will be virtually
gone. That is going to be a major problem for these primary care
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centers that have relied heavily upon the Corps for staffing. I think
it is something that is going to need to be looked into.

Mr. ETHEREDGE. Mr. Rockefeller.

Senator ROCKEFELLER. Yes.

Mr. Etheredge. With the physician payment reforms that are
going to be considered by this committee later this year, I think
one of the major issues that you will want to look at is the pay-
ment rates for rural physicians. The amount of money that could
be leveraged through Medicare to $40 billion of payments to ad-
dress those issues is far more than was ever possible through the
Health Service Corps.

Senator ROCKEFELLER. Dr. Lohr.

Dr. Lour. Not to add to the complexity of these issues, but I
want to reiterate the need for emphasis on thinking about getting

hysicians and maintaining them in rural areas. Things like the
Rlational Health Service Corps are important to sort of think about
rejuvenating, I would say.

But I think perhaps a larger manpower issue is really the nurs-
ing shortage issue. And certainly that is a payment phenomenon. It
may be a payment indirectly through hospitals. But I think the
nursing shortage is becoming catastrophic and its impact on what
hospitals can and cannot do in both rural and urban areas is just
reaching crisis proportions and certainly could.

Despite an interest in the rural issue—and I would say my hus-
band and I own property in Clark County, and neighboring to West
Virginia, and we get care from Winchester.

I think we must not lose sight of the equally significant problems
faced by intercity residents, particularly in our largest cities. I
would say that they may well, particularly the lower income elder-
ly and those of minority background—hispanic, black, so forth—
face problems of access, financial and physical, that I would con-
tend or at least as an imperical question is at least as bad as the
problems faced by rural residents.

I think we cannot lose sight of the fact that in some ways inter-
city hospitals, big county hospitals, municipal hospitals, and so
forth, are going to need some specific attention in their own right.

Senator ROCKEFELLER. Dr. Moon.

Dr. MooN. I would just like to say that there is an additional
troubling dilemma here as well when we think about physician
payment reform. If we try to raise payments to physicians in rural
areas, to those who serve low income patients in inner cities and so
forth, the dilemma is that that will also raise co-payments for bene-
ficiaries who live in those areas, who may also have low incomes.
So when you are trying to add additional access and encourage
physicians in underserved areas, you also will increase some bur-
dens on patients.

We don’t know yet, for example, what the full distributional
impact on beneficiaries would be from the physician relative value
scale proposal that is being proposed to change physician reim-
bursement.

Senator RocKEFELLER. Let me follow with a question to you and
then I will come back to you, Dr. Young.

Do you think that the Medicare program should pay for preven-
tive services?
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Dr. MooN. The Medicare program should pay for preventive
services that do a good job. I think we have to be very careful
before we jump on the bandwagon and pay for screening, for exam-
ple, where such care may not be indicated and may not improve
the health of individuals. We need to look carefully at what pre-
ventive services are effective. I think mammography is a good ex-
ample where there is strong evidence that this test will be benefi-
cial over time.

In the case of some other services, and perhaps Dr. Young could
speak to this, like glaucoma screening, we are not sure about effec-
tiveness. And if we are talking about scarce dollars, we have to
look carefully before we simply make a blanket endorsement of
covering preventive services.

Prevention is a good idea. It certainly is not always going to be
cost effective. The question is: Is it effective in terms of helping
people’s health care?

Senator RoCKEFELLER. Dr. Young.

Dr. Youna. I certainly agree with that assessment. Having been
in the Medicare program before I took my current position and
before that in a voluntary health agency, I have looked at the pre-
ventive services.

The problem indeed resides in the proof that this really is effec-
tive and in secondly controlling the volume of the use of the serv-
ice. The potential for abuse of some kinds of preventive things—
where people go to a spa for a week or two—there is immense po-
tential for abuse in the use of those kinds of things.

Senator RocKEFELLER. Dr. Moon, did you raise the question of
simplicity?

Dr. MooN. Yes.

Senator ROckerFeLLER. Yes. That, I think, is troublesome. Be-
cause, you know, we come each year with a new wrinkle or as Sen-
ator Danforth indicated, sort of a microscopic approach and legisla-
tures feel a compulsion to be able to show some new benefit. In the
last eight years this has all begun to catch up with us and the cost
now overwhelms us. And yet we still press ahead.

We make changes and then seniors find out about them years
later or they are confused. What do we do? What are some of the
things that we could do to try to make Medicare more understood?

It is fascinating the articles that are written about it. You just
cannot explain these things briefly. I know it must be difficult for
patients and for Medicare beneficiaries.

How do either we, or how do you, approach that?

Dr. Moon. I think that is a very difficult question. In an effort
to provide new benefits, improved benefits, but not open the doors
on increased costs, we have set up many artificial barriers that
beneficiaries just simply do not understand. You are quite right.

When I try to explain to my family and friends how Medicare
works, I always forget at least two or three different dimensions of
the system. And I know that they have only picked up about half
of what I have said anyway.

We need to focus on spending some resources on making sure
that people are very well informed, not only the beneficiaries but
also the providers. There are a lot of providers who do not under-
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stand Medicare either. But that is only a partial step. Over the
long run, we ought to try to add simplicity throughout Medicare.

For example, the new catastrophic drug benefit may make use of
smart cards so that the patient may not have to deal with keeping
records. If it turns out that this is a feasible approach, we ought to
think about similar approaches for payment of physicians as well.

We ought to think about ways of streamlining payment mecha-
nisms, even if we do not change what beneficiaries have to pay. At
the very least, we ought to be able to design forms that tell benefi-
ciaries what Medicare covers that do not lead people to think they
have to send more money in. These forms should help people un-
derstand why their charges have not been paid or why they have
been disallowed by Medicare. We do not do even tf;ese simple
things well at the present time.

Senator RoCKEFELLER. Mr. Etheredge.

Mr. ETHEREDGE. Senator, I think in what Marilyn suggested is
the germ of an idea that we may be able to give you something
today that would help solve some of these problems. That is, to get
the beneficiary out of having to submit physicians’ bills.

My own experience with my grandmother and my parents is that
that is, by far, the most complicated and worrisome and frustrating
process I have had to go through in dealing with the medical care
system. I do not see any reason why we continue to have bills sub-
mitted to the patient and then have the patient have to try and go
through all this complexity of dealing with Medicare rules that
they do not understand, dealing with questions of whether some-
thing was medically necessary or not, when they are in no position
to answer them.

It seems to me that a very simple and a very positive change in
the Medicare program would simply be to require that all physi-
cians submit their bills directly to the Medicare program and Medi-
care and the physician can work out what is medically necessary
and what is not, and what is allowed and what is disallowed. After
that process is finished, the physician can then bill the patient for
what the patient is legally liable for.

I think that would get rid of much of the complaints that we find
in the system about elderly people trying to figure out forms, sub-
mitting bills and having to deal with the increasing number of dis-
allowances, and partial allowances that come from the fee freezes,
and the max, and the participating physician rules, and the things
that even us health experts have a hard time understanding.

Dr. Lonr. I would like to subscribe to what Lynn has said in the
strongest possible terms. I think trying to relieve the burden on the
elderly on filing their own health insurance claims would go a long
way towards relieving their anxieties. It also would be just simply
less of a physical burden on these because if you have to go to the
library to Xerox your forms so you have a record that you sent it
in six months ago and so forth, that is a considerable burden on
people in their eighties and nineties even who may not have access
to good transportation and so forth, and so forth.

I think Lynn has hit a good solid nail on a good solid head. I
might say that a secondary suggestion might be to try to see if
there is as much dissimilarity across the FIs and the carriers in
what they allow and what they do not allow.
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My parents have recently moved from California to here. They
are getting very different sort of okays from the FIs and the carri-
érs about the bills they have. As it happened, they lived near to
Los Angeles in California but were covered by the northern Califor-
nia Blue Cross/Blue Shield as their carrier, I think. And they knew
that what they were being allowed in the way of reimbursement
was different when it was judged by the northern California carri-
er than it would have been if they had been covered by the south-
ern California one.

So I would say that trying to understand and rationalize and sys-
tematize and make consistent the decisions that are made by Fls
and carriers on behalf of Medicare claims and beneficiaries would
be a good step in the right direction. s

Senator ROCKEFELLER. I have two more questionsthen I promise
I will let you go.

We are going to have to address long-term health care and that
is monumental money. The Pepper-Simon bill did not include nurs-
ing home coverage. The Mitchell bill applied only to Medicare re-
cipients and balanced or public and private sector initiative. Obvi-
ously, that bill is a framework for discussion.

I mentioned at the beginning that with the catastrophic bill
there have been a lot of questions. Congressmen, perhaps, may be
more nervous about making aggressive steps than they might have
been last year and yet long-term health care is overwhelmingly the
number one identified need for our seniors. Medicaid has a bias
toward nursing homes.

If Medicaid—and the States would have to be a part of this obvi-
ously—were to expand coverage to the home or to community-
based long-term health care, in other words not maintain the nurs-
ing home bias, would that in your judgment be helpful?

Dr. Moon. That would be an important first step, if you have to
do it in increments. But I think there are some other things about
the Medicaid program that prevent an easy solution even in the in-
terim because there is great variation across States in terms of the
kinds of services provided and the levels of reimbursement. Some
of those would also need to be dealt with as well.

The eligibility rules for individuals being covered by Medicaid
vary enormously by State and in some States it is difficult to
become eligibile even for nursing home care, for example. One of
the advantages, potentially, of looking at home care through Med-
icaid is that we do need more experience in developing good home
and community-based services. Your suggested approach could help
speed that along.

So I guess I am not sure that this is where I would start, but it is
a reasonable place to start. But once you say, we are going to rely
on Medicaid for some time for long-term care, a lot of the other
problems with Medicaid will surface.

Senator RockeFELLER. Okay.

Mr. ETHEREDGE. Senator, there are a number of States which
have been leaders in expanding their Medicaid programs and their
State-sourced funding programs to deal with long-term care. Ili-
nois, for example, has made home and community-based care for
the elderly an entitlement for senior citizens in the State. Texas
has a very large program. New York and Maine have good pro-
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grams. Oregon has gone very far toward home and community-
based care. So there are outstanding models of how one can use
Medicaid to provide senior citizens with home and community-
based care.

It is very important to expand on those efforts because they build
the infrastructure that is going to be needed whether the next
stage of long-term care is a Medicaid expansion or a Medicare ex-
pansion. The key management issue for the Federal government is
whether and how to get involved in the health and social services
network at the local level. If we take an approach of trying to
expand home and community-based care through Medicare,
through a Federal approach, we build a Fedcral system that has to
deal at every local level with those complicated networks.

Medicaid already has $25 billion of long-term care spending and
a number of States have started home and community-based care
systems. What does not make sense in management terms would
be to build a $25 billion Medicaid long-term care program and then
put a $25 billion Medicare long-term care program on top of it,
each of them dealing with the same providers for the same benefi-
ciaries but with different eligibility, different provider selection,
different payment rates, different quality assurance and different
managed care.

So one of the key policy issues that needs to be addressed over
the next few years is: How do we go about building the manage-
ment systems between Federal and State governments that are
going to meet the needs of the elderly for long-term care.

Senator RockEFELLER. Let me ask one final question.

One of you—and I forget who it was, actually, no, I did not forget
who it was. It was Dr. Davis and she is gone. (Laughter)

Dr. Davis said something interesting at the beginning. She said
that in the Canadian system physicians take the managed fee with
good grace in return for clinical autonomy. I found that interesting
with respect to the Harvard study that we are going to be looking
at this year. That is, how does one pick among doctors? I mean, it
is incredibly complicated.

We do not have enough primary care physicians, OB/GYNs, or
pediatricians.

People are opting out. They are choosing to go into those profes-
sions which have higher technical ability which pay more. So then
you look at rural and urban, but then you find West Virginia’'s
payment rates are lower in comparison to Nevada. Both of them
are rural, but the payment rates are totally different.

It is reasonable to assume that doctors have to be motivated not
only by their oath, and by their sense of service, and the sense of
satisfaction they receive, but also by the compensation that they
receive. So that statement by Dr. Davis was very interesting to me.
She was implying a trade-off. I wonder whether the rest of you
would agree with you.

I also am not sure what clinical autonomy means.

Dr. YounG. I would certainly agree with it. I was in practice for
a number of years before I lost control of myself and ended up in
Washington. (Laughter)

Doctors are very interested in having the control of their patient.
I think part of the autonomy issue she was talking about was, they
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do not like having to call a PRO and talk to a nurse on the PRO’s
staff to get approval to treat the cataract. They do not like second
surgical opinions where other doctors are asked to judge their judg-
ments and their decisions. I think they would be willing to trade
off, as they have in Canada, not having to go through those kinds
of hoops and to make the decisions themselves without having
them second guessed, and would accept lower payment in order to
do that. I think that is the point she was getting at.

Dr. MooN. There is a certain irony that in the United States we
micro-manage a lot of health care decisions to a greater degree
than many of the European countries and Canada, while they have
much more control over the financial side. I think that Don was
also talking about these tradeoffs. :

There’s no doubt that the process of change will be painful,
though, because a fee schedule will increase payment levels for
some and decrease the payment levels for others. I think that is
going to be a debate that is not going to be linked at this point to
more autonomy. In that sense, it is going to be a very tough issue,
even though I think everyone on this panel agrees that physician
reimbursement ought to be looked at very closely.

Senator ROCKEFELLER. Yes.

Mr. ETHEREDGE. Senator, this is not my usual sermon—standing
up for the physicians. But I think it is undoubtedly true that the
American physicians today, compared to the physicians of the rest
of the Western world, are the most litigated against, the most
second guessed and the most administratively burdened. I have just
written an article documenting those facts with Philip Lee, who is
Chairman of the Physician Payment Review Commission, which I
will be glad to share with the Commission.[The article by Mr. Eth-
eredge appears in the appendix]

I am sure you are aware of the so-called managed care revolution
of HMOs, PPOs, second opinions and hundreds of utilization review
firms, all using different standards or criteria, if they are using
any standards or criteria at all. It is becoming quite unpleasant for
physicians and they respond very badly to the second guessing of
their clinical freedom.

So you are absolutely onto a right track. There are some impor-
tant trade-offs that could be made, in the interests of broader
agreements, between fee schedules and on quality review. Having
to deal with just one quality review system, for example, one ex-
plicit set of standards, would be viewed by many physicians as a
great step forward. I hope that the kinds of studies that are under-
way now might lead us in that direction.

There is a great deal that can be developed in this area. Physi-
cians would be willing o sacrifice some income, perhaps, in order
to have the clinical freedom to practice medicine the way they
want to.

Senator RockeFELLER. I thought of one more.

When the Congressional pay raise failed, the judges did not get
money, but I think most importantly there are, I think maybe,
2,000 to 3,000 to 4,000 senior civil servants that did not get a pay
raise. The context of my question is, what do you think about those
who think about health and help to determine policy in the subse-
cretary level, how good is the quality of that thinking?
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Dr. Fletcher is the head of NASA. He came before the Commerce
Committee—the day after the Congressional pay raise failed—and
he said, there are a lot of people in NASA who have hung on for
the last three years, people who are at the top of their salary levels
and are senior, and are crucial to the program. Who have hung on
because of the Challenger tragedy and felt it almost a matter of pa-
triotic and Agency duty to stay on. But with this vote, they will go.

The National Science Foundation, The National Institute of
Health, et cetera, we are hearing a great deal about that. Compen-
sation is a fact of comfort and pride and, you know, legitimate
reward in human nature.

What is the quality of thinking on health problems, Medicare
problems, that comes out of the Federal bureaucracy?

Dr. Youna. Sir, I am not an unbiased observer.

Senator RocKEFELLER. I know that.

Dr. Younc. I did work in the Health Care Financing Adminis-
tration before I went to the Prospective Payment Assessment Com-
mission.

I think that the level of the dollars and the salary was certainly
something people had their eye on and in some cases may have al-
ready spent, and it is important. But I think another factor is far
more important than that factor. I think that the quality of the
mid to senior level people is decreasing in government and that its
decrease is much due to the widespread perception that the govern-
ment is our problem, that these bureaucrats are our problem.

Government service and public service, which has been highly re-
garded at some times and still is in other nations, is not nearly as
highly regarded in the U.S. now. There have been freezes on em-
ployment so that the opportunity for career growth is less. You
have to submit financial statements that are subject to public scru-
tiny. You have to be very careful if you travel that you do so by a
set of rules. The same rules that we have heard about hospitals
and doctors complaining about we hear about Federal employees
complaining about.

I think it is the perception that public service is not a worthy
and just profession that is more responsible than it is for dollars
for young people not coming in and for people who are in mid-
career deciding to go somewhere else where I can get the rewards,
not dollar rewards but other kinds of rewards. That is the funda-
mental factor.

Mr. ETHEREDGE. Senator, please, let me distinguish between
what I think of the policy thinkers and managers if I can for a
moment. Although there are obviously a lot of overlaps.

I think what draws people to Washington is a chance to help
shape public policy. In my perception, the biggest shift we have
seen in the last few years is that Congress has established PRO-
PAC and FIS-PERC and Prescription Payment Review Commission
and built CBO and stuff. There has been a tremendous migration
of the top talent that used to be in the Executive Branch into the
Legislative Branch. o

That may not be of much concern to the Legislative Branch. I
mean you are getting much better—you are getting great advise
from people like Don Young and you have people like Karen Davis
sitting on the Physician Payment Review Commission and others.
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But there has been a tremendous brain drain. In fact, there are
some staffers behind you who used to work in the Executive
Branch who are now up here. There has been a tremendous brain
drain out of HCFA and OMB, and certainly ASPE—Assistant Sec-
ﬁ:ﬁasry for Planning Evaluations Office—has been dessimated in

Part of that has been there has been a rigorous ideological con-
trol on the debate in the Executive Branch. This has not, in the
last eight years, been an Administration much interested in dis-
cussing new Federal initiatives or more detailed Federal manage-
ment with regard to the health system. So I think that the policy
staffs need to be rebuilt in HCFA and HHS because they have a
very important role to play.

The second distinction I made about management, in there I
think the salary structure is more important. As I said, I think the
ideological climate in respect for policy thinking is most important
for policy thinkers. I think for people who are oriented toward a
management career, salaries and those kinds of authority that they
can use is more important. And there I think we have to recognize
that the Medicare program is one of the toughest management jobs
in the country. I mean there is $120 billion and we are just begin-
ning to touch on the complexities that the managers have to deal
with on a day-to-day basis.

I think that—and I agree with Don—certainly at the entry level
and the mid-career level, HCFA has suffered over the last five to
eight years from inability to bring on and develop the new staff
that are going to have to carry the program for the next fives years
and carry it into the next century.

So I think that changing both salary and the whole climate of
respect for Federal management as a career is essential for Medi-
care to be able to do its job.

Senator ROCKEFELLER. Dr. Lohr.

Dr. Lour. We have had a decade or so of what one might call
Civil Service bashing. It has got to be demoralizing from the top
down through the lowest levels of the Civil Service. I would say
that in some ways that must be at least as devastating to the lead-
ership in the Executive Branch as short-term sort of non-changes,
shall we say, in salaries.

And I hope that with the new Administration that will cease and
that we will come again to recognize that there are rewards, psy-
chic and otherwise, not just income, to public service and that that
should be acknowledged.

I do not want to sort of downgrade the importance of income. But
I think there is a dimension that I do not know if I heard men-
tioned that has to do with retirement in pensions and I think many
civil servants—and people thinking to go into the Civil Service—
look at how retirement benefits have been either mismanaged,
chipped away at. There is great uncertainty about how one might
plan for ones retirement, that I think can be at least as important
as what my salary will be in the next two or three years.

A third point I would make with respect to the research agencies
is that, if you do not provide for adequate research dollars, you get
people not at absolutely the highest levels, but those who have to
manage the research programs, very demoralized because they
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cannot do a good job of funding the research grants, and coopera-
tive agreements, and contracts that they would like to be able to -
fund to answer the questions that you are asking them to answer.

I would say one dimension of that is specifically Congressionally-
mandated studies. It seems to me to put the research agencies in
something of a bind when they have appropriated funds and a re-
search agenda that they have laid out that makes sense to answer
long-term questions and then to get hit with a variety of relatively
expensive Congressionally-mandated studies, which means they
have to take from their research agenda dollars to mount. And
they are going to do the Congressionally-mandated studies before
they do their own research agendas.

I would put in a plea that to the degree you want specific studies
in two or three years, that the monies to conduct them be appropri-
ated along with them.

Dr. MooN. I could not say it any better.

Senator RockeErFeLLER. Well then, let us bring this to a conclu-
sion. I am tremendously grateful to all of you.

Medicare is a tremendously important program. It just really is.
When I go home and see Appalachia and see the problems that
people have—the needs are so real, just so desperately real. Then
you come back here and you are faced with sequestration, Gramm-
Rudman, shortages of this or that—read my lips, which is not a po-
litical comment, but simply no more revenues for at least . s
year—and nothing comes easily—nothing comes easily.

I really respect all of you for your work and we, in Congress, ob-
viously really depend upon you for direction.

I am really happy about having this subcommittee. I am new to
it. I have only been in the Senate for four years. This is my fifth
year. The first two years I was not on Finance; therefore, I could
not be on the health subcommittee, but I am digging in and plow-
ing in with a very strong sense of public service. I really look for-
ward to the work ahead and I think that this has been a very
useful hearing.

Thank you very much.

[Whereupon, at 12:25 p.m., the meeting was concluded.]
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APPENDIX

ALPHABETICAL L1ST AND MATERIAL SUBMITTED

Opening Statement of Senator Lloyd Bentsen
Subcommittee on Medicare and Long Term Care Hearing
March 3, 1989

Mr. Chairman (Senator Rockefeller), | want to thank you
for holding this hearing. As we begin a new Congress, itis
important that we take a close look at the Medicare program
to examine how itis operating and how well it is serving the
health care needs of the nation's 32 million elderly and
disabled. The Medicare program has gone through many changes
in recent years, and it is a good idea to periodically
reflect on how the program is working and where improvements
can be made.

I know that this panel of expert witnesses that are
assembled here have a wealth of knowledge and insight that
they can share with us today concerning Medicare, and | lpok
forward to hearing their testimony. We all need to work
together to assure that Medicare beneficiaries have access to
high quality health care, and to assure that beneficiaries
and the Government are getting the best value for the $100
billion dollars that will be paid this year for health care
under this program.

(43)
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MEDICARE: ITS USE, FUNDING, AND ECONOMIC DIMENSIONS
INTRODUCTION

Medicare is a nationwide health insurance program providing benefits to
30 million aged and 3 million disabled individuals. In general terms, it is an
acute-care insurance program. That is, while it provides coverage for most
acute-care medical services, it does not provide extensive coverage for long-
term care services, such as extended nursing home stays. The program
consists of two separate but complimentary programs--each provides coverage
for a different group of benefits and is separately financed. Part A, the
Hospital Insurance (HI) program provides protection against hospital and
related institutional costs. Part B, the Supplementary Medical Insurance
(SMI) Program, covers physician services and a range of other outpatient
health services.

Medicare expenditures have been rising rapidly. Benefit payments have
been growing at the rate of 12.2 percent per year between 1980 and 1989.
While expenditures under both parts rose rapidly in the early 1980s,
enactment of the Prospective Payment System (PPS) for hospitals in 1983
slowed the rate of growth in Part A to only 4.6 percent per year between 1985
and 1939. Over the same period, expenditures under Part B, principly for
physician services have continued to grow at a rapid rate, 15.6 percent per
year. Given its size, the Medicare outlays represent a substantial portion of
the Federal budget (7.6 percent of outlays in FY89) and of total national
health expenditures (18 percent in calendar 1987). The magnitude of the
Medicare program combined with its rapid growth raises a variety of issues,
inciuding the role of Medicare in deficit reduction efforts, whether the
program is adequately financed now and in the foreseeable future, and the
effects of contirued growth on the Federal budget and the economy.

The authors would like to give special thanks to Ilene Shapiro for her
assistance in preparing the charts and graphs used in this report.

I. HOW MEDICARE WORKS

As a health financing program, Medicare’s purpose is to pay claims for
services rendered to its enrollees by providers of health care. The program
has two basic parts: Hospital Insurance (HI), sometimes referred to as Part
A, pays claims for hospitalization and related nursing home and home health
care. Supplementary Medical Insurance (SMI), sometimes referred to as Part
B, pays claims for physician, outpatient, other auxiliary medical services, and
for dialysis for those with end-stage renal (kidney) disease. New catastrophic
benefits limit out-of-pockets costs enrollees must bare under both aspects of
the program and for prescription drug expenses.

Most people gain eligibility for HI in the same way they do social
security: by paying the HI tax while they work. The HI tax is part of the
social security tax, sometimes referred to as the payroll tax. Working in
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employment where the tax is levied gives a worker credit toward HI in the
form of quarters of coverage. With a minimum number of quarters, an
individual can become entitled to HI coverage at age 65 or after being on the
social security Disability Insurance (DI) rolls for at least 2 years.! A spouse
also can obtain coverage through the worker’s earnings credits. The basic
coverage is free, however, an income-related premium is now required of
people eligible for HI or who wou'd be if they applied to cover the costs of
catastrophic protection. Aged individuals who are not otherwise eligible for
HI may purchase coverage.

Eligibility for SMI does not require a work record. It is available on an
optional basis to all resident citizens age 65 and older (and certain aliens)
and to people who have been on the DI rolls for at least 2 years. Those who
enroll must pay a fixed-rate monthly premium, part of which goes for basic
coverage and another part for catastrophic protection. The basic portion is
designed to cover only one-fourth of the program’s non-catastrophic costs.
The catastrophic portion together with a portion of the income-related
premiums covers the full cost of the catastrophic protection.

Various arms of the Government administer the programs: The Treasury
Department has the tax collection and disbursement functions; the Social
Security Administration (SSA) takes enrollment applications and serves as the
first point of contact with the public; and the Health Care Financing
Administration (HCFA), through its 88 contractors (Blue Cross/Blue Shield
and other private insurers), operates the claims processing and program
management side.

Some 32.6 million people are covered for HI services, and 32.5 million are
covered by SMI. Approximately 6,700 hospitals, 7,400 skilled nursing facilities,
and 5,800 home health agencies serve the enrollees.

In a broad sense Medicare is a multi-faceted Government-run money
machine. In part it resembles a private insurance operation: it takes in
premiums and provides protection to those who pay them. However, to a
much larger extent, the program is underpinned by the principle that people
finance the program while they work so that they may receive benefits when
they retire or become disabled. In effect, they build credit toward their later
eligibility. Moreover, while eligibility is earned, the money people pay is not
set aside to meet their own health expenses. Instead, it is used to pay the
health bills of those who are immediately eligible.? In a contemporaneous
sense, this makes Medicare what economists call an "income-transfer” program,
where income is taxed away from one group so that it can be redirected to ~
another, presumably with a bias toward taking resources from those who have
them and spending them on others in need. Taking the long view, it is an
intergenerational transfer program where today’s workers pay for the health
expenses of their parents, with the expectation that their children will pay for
theirs.

Thus, Medicare represents a blend of insurance and social welfare
features. As such, it is called social insurance. The Government is the
insurer, underwritten by its power to tax. The Nation’s workers are a
"mandatorily® insured group, but for protection that is deferred until
retirement or disability occurs, and the current elderly and disabled
populations are the immediate risk group.
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CHART 1. HOW MEDICARE OPERATES
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II. BENEFITS

Medicare is a nationwide health insurance program providing benefits to
30 million aged and 3 million disabled individuals. In general terms, it is an
acute-care insurance program. That is, while it provides coverage for most
acute-care medical services, it does not provide extensive coverage for long-
term care services, such as extended nursing home stays. As described in
chapter I, the program consists of two separate but complimentary programs,
each providing coverage for different groups of benefits. Part A, the Hospital
Insurance (HI) program provides protection against hospital and related
institutional costs. Part B, the Supplementary Medical Insurance (SMI)
Program, covers physician services and a range of other health services
including outpatient hospital services, physical therapy, diagnostic laboratory
and X-ray services, and certain medical equipment. Beginning in 1990, under
the provisions of the recently passed Medicare Catastrophic Coverage Act of
1988 (P.L. 100-360), coverage of outpatient prescription drugs is being phased
in,

This section provides a basic description of Medicare’s current scope of
benefits under both Part A and Part B. This section also includes a separate
brief discussion of how the benefits under each Part were changed by the
Medicare Catastrophic Coverage Act (MCCA).

Part A Benefits

Inpatient hospital services. Medicare covers all expenses without limit
for acute-care inpatient hospital services, subject to a single annual deductible
($560 in 1989) paid by the enrollee. Since October 1983, payments for
inpatient hospital services have been made under the Prospective Payment
System (PPS) for Hospitals. Under PPS, hospitals are paid a predetermined
fixed price for each discharge that varies depending on the diagnosis of the
patient. Hospitals also receive payments for certain other costs that are
excluded from the PPS. While Medicare’s payment may be higher or lower
than the hospital’s actual charges or costs, enrollees are not liable for any
amount other than the annual deductible. There were 6,715 hospitals
participating in Medicare in 1988. As described in the following section,
hospital services account for the vast majority of benefit payments under Part
A,

Skilled nursing home services. Part A provides coverage for up to
150 days per year in a skilled nursing facility (SNF) for patients requiring
daily skilled nursing care. Such services include: nursing care; bed and board;
physical, occupational and speech therapies; medical social services; drugs,
biologicals, appliances and equipment furnished for use in the facility that are
ordinarily provided by the facility; and certain other services. Stays in
nursing homes by patients that do not meet the qualifying criteria or in
nursing homes that are not certified by Medicare as an SNF are not a covered
benefit. SNFs generally are reimbursed for their services on a reasonable
cost basis, subject to certain limits. [Enrollees are liable for a daily
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coinsurance amount equal to 20 percent of the national average daily cost for
SNF services for the first 8 days of SNF care in each year. The coinsurance
amount for 1989 is $25.50 per day. Prior to January 1, 1989, SNF coverage
was limited to individuals who were recently discharged from a hospital. This
prior hospitalization requirement was eliminated by the MCCA. There were
7,379 SNFs participating in Medicare in 1988.

Home health services. Medicare provides unlimited coverage for home
health care visits for Leneficiaries who, as a result of their medical condition,
are qualified to receive such care. To qualify, the individual must be confined
to his or her home, and must be in need of intermittent skilled nursing care,
or physical or speech therapy. As defined by law, Medicare home health
services include: part-time or intermittent nursing care; physical, occupational
or speech therapy; medical social services provided under the direction of a
physician; to the extent permitted in regulation, the services of a home health
aide; medical supplies and durable medical equipment, and certain other
services. Both the HI and SMI programs provide coverage for home heatth
services. Persons covered under both programs (the majority of enrollees)
have payments for these services made under Part A. Persons enrolled in
Part B but not Part A have their home health benefits paid under Part B.
There is no limit on the number of home health visits covered, no prior
hospitalization requirement, and no deductible or coinsurance charges to
enrollees. Program guidelines generally limited daily home health care to 2
to 3 weeks. The MCCA clarified the extent to which intermittent skilled
nursing care is covered on a daily basis. That is, the limit on consecutive
days of care is raised to 38 days on January 1, 1990. Medicare pays for home
health services on a per visit basis, subject to certain cost limits. There were
5,769 home health agencies participating in Medicare in 1988.

Hospice services. Effective November 1, 1983, Medicare covers stays in
a hospice for terminally ill beneficiaries with a life expectancy of 6 months
or less. Subject to certain limits, benefits under a hospice program include:
home health services; outpatient drugs and biologicals; physician services;
counseling with respect to care of the terminally ill patient and adjustment
to his or her death; and short term inpatient care (in a hospital, skilled
nursing facility or free-standing inpatient unit associated with the hospice) for
pain control, symptom management, and respite care. Under Medicare, an
enrollee who elects to receive hospice care waives entitlement to Medicare
benefits related to the treatment of the terminal condition or related
conditions, except for the services of the patient’s attending physician.
Medicare payments for hospice services are made under a prospective
reimbursement system and vary depending on the intensity of care provided
each day. Payments also are subject to a cap per enrollee per year, $8,406
for the 12 month period ending October 31, 1988. Enrollees are liable for
copayments for outpatient drugs and respite services. Coverage for hospice
services is currently subject to a lifetime limit of 210 days. Beginning in 1990,
coverage will be extended beyond this limit. There were 449 hospices
participating in Medicare in 1988.



Part B Benefits

Physician services. Part B of Medicare provides coverage of physician
services, including surgery, consultations, and office, home and institutional
visits. This includes the services of licensed doctors of medicine and
osteopathy. Under certain limited circumstances, the term "physician” is
defined in Medicare law to include services provided by dental surgeons,
podiatrists, optometrists, and chiropractors. Physician services are reimbursed
on a fee-for-service, "reasonable charge” basis. That is, separate payments are
made for each service, and Medicare determines a reasonable charge for each
service. Generally, the reasonable charge is the smallest of the actual charge,
the physician’s usual charges for the service, and the prevailing charge for the
service by other physicians in the same locality. Payments for these services,
as well as payments for most other Part B benefits, are made at 80 percent
of Medicare’s reasonable charge and are subject to the $76 annual Part B
deductible. Enrollees are liable for the deductible, a coinsurance payment
equal to 20 percent of the reasonable charge, and in some cases for the
difference between Medicare’s reasonable charge and the physician’s actual
charge for the service. Payments for physician services account for over 70
percent of total benefit payments under Part B.

Medical and other health services. Part B also provides coverage for
a wide variety of medical services that are known as "medical and other health
services."” Payments for these services are generally made on a reasonable
charge basis, and enrollees are liable for the annual Part B deductible, 20
percent coinsurance, and in some cases the difference between Medicare’s
reasonable charge and the actual charge for the service. The rules for
determining the reasonable charge vary depending on the specific service
provided. As defined in the law, medical and other health services include:
(1) outpatient hospital services; (2) diagnostic laboratory and X-ray services;
(3) therapeutic radiology services; (4) outpatient occupational and physical
therapy; (6) rural health clinic services; (6) services of clinical psychologists
in certain settings; (7) kidney dialysis services including home dialysis supplies
and equipment; (8) immunosuppressive drugs furnished in the first year
following a Medicare covered transplant procedure; (9) durable medical
equipment including prosthetic and orthotic devices; (10) services of certified
registered nurse anesthetists (CRNAs); (11) services of physician assistants in
certain settings; and (12) services in ambulatory surgical centers.

Effective January 1, 1990, the MCCA adds three new services to the scope
of benefits under Part B. Mammography screening will be covered once every
other year for women over age 65. Intravenous (IV) drug therapy services
provided in the home will be a covered benefit. IV drug therapy services are
defined to include nursing, pharmacy and related services. The cost of the IV
drugs themselves will be covered under the new drug benefit described below.
There are no Part B deductible or coinsurance for IV drug therapy services.
Eighty hours of in home care for a chronically dependent individual would be
covered for persons who meet either the catastrophic cap or the outpatient
prescription drug deductible. This type of services is known as respite care
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and is intended to relieve the routine caretaker (a spouse, family member, or
other person living with the patient and providing daily care without pay)
from the daily responsibility of caring for the chronically dependent individual.

Health maintenance organizations and competitive medical plans.
Health maintenance organizations (HHMOs) and competitive medical plans
(CMPs) are organizations that provide health care services on a prepaid basis.
These plans generally provide a specified scope of benefits in return for a fixed
monthly premium known as a capitation payment. These organizations differ
from traditional health insurance plans in that they not only perform an
insurance function, but also directly provide or arrange for the provision of
services. HMOs and CMPs may enter into so-called "risk-sharing” contracts
with Medicare. Under these coniracts, a plan may enroll Medicare enrollees
and is paid a predetermined monthly capitation payment for each such
individual. If the HMO or CMP provides services for less than the plan’s
capitation revenues, it keeps the residual as profits; if services to enrollees
cost more than the capitation payments, the HMO or CMP loses money. Each
participating HMO and CMP must provide, at minimum, the same benefits
that are otherwise available under Medicare, including both Part A and Part
B benefits if the enrollee is eligible for both Parts. These plans may, subject
to certain limits, charge enrollees additional premiums, coinsurance, or
copayment amounts. Persons enrolling in these plans agree to receive all
covered services through the plans. Out-of-plan services are only covered on
an emergency basis and are paid for by the HMO or CMP. Enrollees are
liable for the cost of non-emergency out-of-plan services that have not been
authorized by the HMO or CMP.

Cap on out-of-pocket expenses. Effective January 1, 1990, the MCCA
provides for a maximum enrollee liability for the Part B deductible and
coinsurance charges. After the cap is reached, Medicare wouid pay any
coinsurance amounts due on Part B claims. Cost-sharing payments under
Part A are not included under the cap and enrollees would still be liable for
these amounts. The outpatient prescription drug deductible and coinsurance
charges also are not included under the cap. The cap is set at $1,370 in 1990,
and is indexed such that 7 percent of enrollees would exceed the cap in
subsequent years.

QOutpatient Prescription Drugs

Under the MCCA, an outpatient prescription drug benefit is to be phased
in, beginning in 1990. In the first year, coverage is limited to home IV drugs
and immunosuppressive drugs provided after the first year following a
transplant; immunosuppressive drugs in the first year after a transplant are
already a covered benefit under Part B. Reasonable charges for covered drugs
vary depending on whether the drug is a single source or multiple source
drug. Payments are subject to a $550 deductible in 1990, except that the
deductible does not apply to home IV drugs initiated during a hospital stay.
Coinsurance amounts are 20 percent for home IV drugs and 60 percent for
immmunosuppres:ive drugs. Effective January 1, 1991, the drug benefit
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expands to include all outpatient preacription drugs subject to a $600 annual
deductible and 50 percent coinsurance charges. The deductible changes to
$652 in 1992, and in future years is indexed such that 16.8 percent of
beneficiaries will reach the deductible each year. The coinsurance rate is
slated to be lowered to 40 percent in 1992 and to 20 percent in 1993. The
drug benefit is separately financed from other Part B benefits, and the
Secretary has limited authority to implement special cost control measures in
1993 and 1994 if financing for the drug benefit is inadequate.

Exclusions

While Medicare covers most acute-care medical services, there are certain
services that are specifically excluded. Explicit exclusions are provided for
cosmetic surgery, routine physical checkups, services which constitute personal
comfort items (e.g., a telephone during an inpatient hospital stay), expenses
for custodial care, routine dental care, routine foot care, services that are paid
for directly or indirectly by a governmental entity, and certain other specified
services. In addition, there is a general exclusion for services that are "not
reasonable and necessary for the diagnosis or treatment of illness or injury or
to improve the functioning of a malformed body member.," This has been
interpreted to exclude payment for experimental procedures or procedures
whose value has not been proven. For example, Medicare does not pay for
liver transplants for adults even though it would pay for the same service
provided to enrollees who are under 18 years of age and who have certain
medical conditions. With the exception of immunosuppressive drugs in the
first year following a transplant, self-administered outpatient drugs have been
excluded from coverage. However, coverage for these drugs will be phased in
beginning in 1990 as described below.

Modifications to Medicare Benefits Due to the Catastrophic Health
Insurance Benefits Act of 1988

The MCCA piovides for changes to existing benefits and adds new
benefits under Medicare (many already described). These include expanded
coverage for institutional services under Part A as well as new ‘benefits and
an out-of-pocket expense limit under Part B. The only new benefits under
MCCA that are already effective are the expanded coverage for inpatient
hospital, SNF services, and hospice services. Most other new benefits will
become effective on January 1, 1990. The outpatient drug benefit is being
phased in, beginning in 1990. The following table summarizes the changes in
Medicare’s benefits under the MCCA.
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1. Capsule Summary of Major Benefit Changes in NCCA

Before implementation of MCCA

After implementation of WCCA

Coverage/beneficiary Coverage/beneliciary Effective date
Beanefit charges charges
PART A
Inpatient hoapital
services ~-Per spell of ill- Unlimited number of /1789
ness 3/ days subject to 1
-=Firet &0 days- annual deductible
- deductible (5540 in (3560 In 1989) b/
1988) b/ b
-=6lat~-90th day-
dally coinsiérance
($135 in 1988) by
--60 lifetime reserve
days-daily coinsurance P
($270 in 1909) b/ {
Bkilled wswrsing 100 days post- 150 days per year 1/1/89
facilicy (€118) hospital care per --Firat 8 Jdays:
services spell) of jllness a/ daily coinsurance
=~First 20 days-no (25.50 in 1989) by
colnsurance ~=3th~150th d&ay-no
~=21st-100th day- coinsurance
daily coinsurance
($67.50 in 1988) b/
Bowe health eervices "mo coinsurance Consecutive days of 1/1/%0
Consecutive days of care limited to 38
care limited to 21
Bospice Lifetime limit of 210 Limit may be extended 1/1/9%
days
Blood Deductible-1 wunits Deductible-) wunits 1/1/089

per spell of illness

per year (reduced by
any Part B blood
deductible)

See footnotes at end of table,
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1. Capsule Summary of Major Benefit Changee in MOCA--cont inued

Before implementation of MCCA

After implementation of MCCA

Coverage/beneficiary Coverage/beneficiary Elfective date
Benefit charges charges
PART B
Physicians and other
asdical services -=$75 deductible on Same. except limit 171790
approved charges ($1,370 in 1990) ¢/
==20 percent coin-~ on beneliclary
surance oOn approved deductible and
charges coinsurance charges
~-Beneliciary pays
aAny amount above
approved asount on
unassigned claims
("balance billing®)
Screening Mammograme Not covered Biennjal screenings 171790
subject to payment
limit and Part B
coinsurance chsrges
Respite Care Not covered 80 hours a year if the 1/1/90
beneficiary reaches
el ther the
catastrophic or
prescription drug
limit; subject to 20
percent coinsurance
charges
Sowe Iatraveneous
The Mot coveresd Covered (drugs paid 1/1/90

under drug benefit)

See footnotes at end of table.
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1.

Capsule Summary of Msjor Benefit Changes ia MCCA--cont inued

Before implamentation of MCCA

After implesentation of WMCCA

Coverage/beneficiary Coverage/beneficliary Eftective date
Benef ¢ charges charges
Immunosuppressive Same

Ouwtpatienct

Prescriptios
dreqe

drugs for 1st year
after organ
transplant-covered
under regular Part B
program

Phase-in catastrophic
prescription drug
program:

Coverage

--Home (ntravenous
(1v) drugs and
immunosuppressive
drugs after 1st year
folloving an organ
transplant

~=All outpatient
prescription drugs

Deduct ible ¢/
--$550

-~$600

--$652 ¢/

Colnsurance

~+20 peccent for home
1V drugs

==50 percent for
other drugs £/

1/1/%0

1/1/9)

1/1/%0
/1/9
1/1/92
171790

/1790

See footnotes at end of table.




a/ A spell of jllness is defined as beginning when: a beneficiary enters a hospital and ending
wvhen he or she has not been an inpatient in a hospital or SNP for 60 days.

b/ Part A deductible and coinsurance amounts are incressed annvally. Before implementation of
MCCA, SNY coinsurance vas a percentage of the hospital deductible; afrer implementation of MCCA, it is
20 percent of estimated reasonable SNF costs.

€/ Amount indexed annually s0 that an estimated 7 percent of beneficiaries would be eligible tor
benefits each year.

4/ Does not apply for IV drugs furnished In connection with home IV therapy secrvices initisted in
the hospital.

¢/ Amount indexed each year so that an estimated 16.8 percent of beneficlaries would be eligible
for benefits wach year.

£/ Coinsurance slzted to decrease to 40 percent in 1992 and 20 percent thereafter.
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III. EXPENDITURES AND USE OF SERVICES

Medicare is one of the fastest growing components of the Federal budget.
Its share of total Federal outlays has risen from 3.9 percent in FY 1975 to 7.6
percent in FY 1989. The effects of rising Medicare costs on the Federal deficit
and on the Medicare trust funds themselves are discussed further in section
V. This section provides an overview of the trends in Medicare spending
during the last decade and identifies some of the factors contributing to those
trends.

General Trends

Table 2 shows the growth in program enrollment and payments during
the 1980s. (The figures for FY 1990 are HCFA current law estimates and
include the impact of the Medicare catastrophic legislation.) The growth of
enrollment has been fairly steady in both parts A and B, averaging about 2
percent a year. Expenditure trends, however, are very different for the two
programs. Costs for both parts were rising sharply in the early part of the
decade, but the rate of increase in part A payments has moderated, largely as
a result of the implementation of the PPS for inpatient hospital services in
1983. Part B costs, on the other hand, continue to grow rapidly.

Population growth plays only a minor part in increased program
expenditures. More important are changes in the proportion of enrollees who
actually use covered services, the quantity of services they consume, and the
price Medicare pays for those services.

As table 2 indicates, the percentage of Part A enrollees using services
has actually dropped slightly over the last 10 years. This may reflect the
substitution of outpatient (Part B) services for inpatient hospital care, a
phenomenon to be discussed later in this section. Under Part B, however, the
proportion of enrollees receiving covered services has grown considerably.
This is partly attributable to the fact that the Part B deductible, the amount
an enrollee must pay for services during a year before Medicare will cover any
charges, has been held at $75 since 1982, even though medical care prices
were rising. This means that some enrollees whose charges during a year
would once have been insufficient to meet the deductible may now, using the
same amount of services, reach the $75 limit.

Finally, Parts A and B show different patterns of growth in the amounts
paid for each enrollee using services. Early in the decade, payments per user
rose at about the same rate under both programs, 13.2 percent for Part A and
12.6 percent for Part B. Part A growth has since dropped sharply, to 4
percent a year, again because of PPS, Annual growth in costs for users of
Part B services has continued almost unabated.
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TABLE 2. Medicare Enrollment and Payments,
FY 1980-FY 1990

Annual  Annual
growth  growth
rate (%) rate (%)
1980 1985 1990* 1980-85 1985-90
Hospital insurance h
(Part A):
Enrollees {thousands) 27,631 30,109 33,228 1.8 20
Payments (millions) $23,776 $47,710 $63,069 14.9 6.7
Average payment
per enrollee $864 $1,685 $1,898 129 3.7
Number of enrollees
receiving reimbursed
services (thousands) 6,660 7,175 7,790 1.6 1.7
Percent receiving
services 24.19% 23.83% 23.44% -0.3 -0.3
Average payment per
user of services $3,670 $6,649 $8,096 13.2 4.0
Supplementary medical
insurance (Part B):
Enrollees (thousands) 27,120 29,781 32,778 1.9 19
Payments (millions) $10,144 $21,808 $46,145 16.6 16.2
Average payment
per enrollee $374  $732 $1,408 14.4 140
Number of enrollees
receiving reimbursed
services (thousands) 17,787 21,227 26,581 3.6 4.6
Percent receiving
services 65.59% 171.28% 81.09% 1.7 26
Average payment per
user of services $570 $1,027 $1,736 12.5 11.1
Total payments,
Parts A and B $33,920 $69,618 $109,214 15.4 9.5

*Current law projection, including proposed regulatory changes and effect
of Medicare catastrophic legislation.

Source: Health Care Financing Administration.

T
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Components of Part A and Part B Cost

Table 3 shows the breakdown by service type of Part A and Part B
expenditures.

TABLE 8. Components of Medicare Expenditures,
FY 1980-FY 1990

Annual  Annual
growth  growth
rate (%) rate (%)

1980 1985 1990* 1980-85 1985-90

Inpatient hospital 22,842 45,017 58,620 145 5.4
Skilled nursing

facility 387 567 1,202 7.9 16.2
Home health 547 2,111 3,187 31.0 8.6
Hospice 0 15 160 0.0 60.5
Total Part A 23,776 41,710 63,169 14.9 6.8
Physician 7814 16,789 31,275 16.56 13.2
Hospital outpatient 1,847 3,903 10,190 16.1 21.2
Other 483 1,116 4,680 18.2 33.2
Total Part B 10,144 21,808 46,145 16.5 16.2
Grand total 33,920 69,518 109,314 15.4 9.5

*Current law projection, including proposed regulatory changes and effect
of Medicare catastrophic legislation.

Source: Health Care Financing Administration.

Under Part A, while inpatient services remain by far the most important
component of spending, their share is expected to drop somewhat, from 96
percent in FY 1980 to 93 percent in FY 1990. Rapid growth in payments for
skilled nursing facility services is expected, largely because the Medicare
catastrophic legislation extended coverage &and reduced coinsurance
requirements for these services.
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Growth in payments for home health services, once the fastest rising
component of Part A spending, has slowed significantly for two reasons. First,
payment limitations beginning in 1984 have reduced the annual growth in the
average charge per visit from 10 percent a year during 1980-85 to 6 percent
a year in the 1985-90 period. Second, the period of rapid growth in the use
of Medicare home health services appears to have ended. Annual visits per
enrollee quadrupled in the decade ended 1984, from 0.3 to 1.3, but have
remained stable ever since. Finally, payments for hospice services, first
covered in 1984, have been growing rapidly, although they remain an
insignificant part of program expenditures.

Under Part B, the share of expenditures accounted for by physician
services has dropped from 77 percent in FY 1980 to a projected 68 percent in
FY 1990. Payments for outpatient hospital services, which were rising at
about the same rate as physician payments in the first half of the decade,
have since grown much more rapidly. This change, too, is partially
attributable to the substitution of outpatient for inpatient services. For
example, surgical procedures or diagnostic tests which would once have
required a hospital admission may now be performed on an ambulatory basis.

The services labeled "other” in table 3 include some of the fastest growing
components of Part B expenditures. Payments for independent laboratory
services grew from $114 million in calendar year 1980 to $878 million in
calendar year 1987, rising almost 34 percent a year. Payments for group
practice plans, such as HMOs, grew nearly as rapidly, from $203 million in
1980 to $1,361 million in 1987.

Although the share of total Medicare expenditures accounted for by
inpatient hospital and physician services has dropped somewhat, they remain
the most important components of program expenditures and program growth.
The remaining parts of this section look more closely at the trends in use and
costs for these two major services.

Inpatient Hospital Services

For most of its history, the Medicare program paid for inpatient hospital
care on a retrospective cost basis. Medicare paid in full the reasonable costs
a hospital incurred in providing services to Medicare enrollees. Although
attempts to contain the rate of increase in these costs began early in the
1970s, they were generally unsuccessful. By 1981, outlays for inpatient
services were rising at an annual rate of 21 percent. In 1982, the Tax Equity
and Fiscal Responsibility Act (TEFRA, P.i.. 97-248) imposed limits on the rate
of increase in a hospital's costs for each case. A hospital whose costs rose
faster than the target rate would be reirabursed only for costs below those
limits. This change immediately reduced the rate of increase in Medicare
inpatient costs to 10 percent between 1982 and 1983. The TEFRA limits
were, however, a one way system. A hospital that failed to improve its
efficiency could lose money, but any savings achieved by a hospital benefited
only the Medicare program; the hospital could not share. The hospital
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industry therefore initially supported the shift to the current PPS for
inpatient services, established by the Social Security Amendments of 1983
(P.L. 98-21).

Hospitals included in PPS are paid a predetermined fixed payment rate,
which varies depending on which of the approximately 470 Diagnosis Related
Groups (DRGs) the patient has been classified into. The DRG payment is
intended to cover the cost of treating the typical case in that DRG in a
reasonably efficient hospital. Since hospitals are allowed to keep any
difference between the PPS payment and their actual costs, PPS provides
incentives for hospitals to contain costs, thus potentially reducing costs to the
Medicare program. The new system was phased in over a 4 year period,
beginning in FY 1984. Initially, each hospital’s PPS rates were based largely
on that hospital’s historic costs. Now most hospitals are paid on the basis of
national average rates.

Payment rates under PPS are adjusted to allow for differences among
hospitals in the types of patients treated and services provided, through such
mechanisms as an adjustment for teaching hospitals. The payment rates are
also adjusted to account for differences in local hospital market conditions,
through an area wage adjustment and different payment rates for urban and
rural hospitals. PPS hospitals are also eligible for additional payments
intended to cov:r certain additional costs of maintaining a hospital (e.g.,
capital-related costs such as interest expense, depreciation, etc.), operating
special programs (e.g, medical education programs) or operating in special
circumstances (e.g., serving low-income patients).

For the first 2 years, PPS rates were supposed to be "budget neutral,”
set at levels projected to result in the same annual increase in total Medicare
inpatient expenditures as would have occurred under the previous system of
TEFRA cost limits. Beginning in the third year, FY 1986, rates would
increase according to an annual update factor established by the Secretary.
This factor would take into account inflation, as measured by the market
basket index, a gauge of the prices hospitals pay for the goods ana services
they purchase. The Secretary was also authorized to consider other trends,
such as increased hospital efficiency or changes in medical technology. The
final update factor could, then, be higher or lower than the rate of increase
in the market basket index.

The 99th and 100th Congresses repeatedly postponed the Secretary’s
authority to set the update factor, and instead set the factors for FY 1986
through FY 1989 directly in legislation. (Under current law, the factor for
FY 1990 and !ater years is to be equal to the market basket index.) As table
4 indicates, these update factors were below the market basket index. At the
same time, however, the average Medicare payment per case rose faster than
the update factors. This is because the update factor is not the only element
affecting payment increases. For example, there have been changes in policies
relating to add-on payments (such as those for medical education,
disproportionate share hospitals, and capital costs). More important, there has
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been a steady change in the kinds of Medicare cases hospitals have reported
treating; each year, more cases fall into the higher-paying DRGs and fewer
into the lower-paying ones. The "case mix index” shown on table 4 is a
measure of this trend. Part of the change is real, reflecting hospitals’
decisions to admit only more seriously ill patients while treating others on an
outpatient basis, while part of the change results from improved accuracy in
hospitals’ reporting on their patients.

TABLE 4. Historical Trends in Factors Affecting the PPS Rates
and Average Payments per Case
(percentage change from the previous year)

1982 1983 1984 1985 1986 1987 1988 1989 1990

Market basket

index 83 6.9 49 4.1 31 4.5 4.7 5.4 47
Annual update

factor 0.5 1.1156 16 3.3 47
Case mix index 8.4 2.5 2.7 24 20 1.0 10
Average payment .

per discharge 14.0 104 10.4 149 7.1 4.1 29 3.8 73
Average payment

per enrollee 15.4 11.7 7.2 6.3 29 18 24 4.7 90
GNP deflator 6.4 3.8 39 3.4 29 3.2 3.1 4.0 36

NOTE: Update factor for FY 1986 effective beginning with the eighth month of the fiscal year.
Factors for FY 1988 and FY 1989 are weighted averages of the separate update factors for large
urban, other urban, and rural areas, effective Apr. 1, 1988,

Source: U.S. Congress. House. Committee on Ways and Means. Background Material and
Data on Programs within the Jurisdiction of the Committee on Ways and Means. [1989 volume in
press.] Based on data from the Health Care Financing Administration.
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While PPS was the major factor in moderating the growth in Medicare
inpatient costs; other recent trends have affected the use of services by both
Medicare and non-Medicare patients. The average length of hospital stays
began declining in the late 1970s. Much of the decline in length of stay for
the elderly occurred before PPS, although it accelerated slightly just after PPS
was implemented in late 1983. A similar drop in length of stay was occurring
for all patients, not just those over 65. Among the factors that may have
contributed to earlier discharges are new technologies and changes in medical
practice, the greater availability of home health services and other post-
hospital care, and stricter utilization review by third party payers. More
recently, length of stay for all patients has leveled off.

A second major change has been a drop in total hospital admissions.
Admissions for younger patients were already declining in the early 1980s, at
a time when those for patients over 65 were still rising. For those over 65,
the drop did not come until the implementation of PPS. The decline in
admissions for the Medicare population as a result of PPS was not anticipated.
It had been thought that, in the face of limitations on revenues from each
individual case, hospitals might admit more patients or admit some patients
more than once. As noted earlier, however, hospitals apparently chose to treat
some kinds of cases on an outpatient basis, admitting only the more severely
ill as inpatients. This may explain why length of stay leveled off shortly after
PPS was implemented. Although the fixed payment system gave hospitals a
continued incentive to reduce length of stay, further reductions might not
have been possible when hospitals began admitting more seriously ill patients.

The drop in total admissions for patients over 65 apparently ended in
1987. In 1988, admissions in this age group are estimated to have increased
by 2.4 percent, approximetely the same as the growth in the over 65
population. This may mean that admission rates are now steady, and that
total Medicare admissions may be expected to rise in proportion to the size
of the elderly population. As this change is very recent, however, it is too
soon to know whether it is really the beginning of & long-term trend.

Physician Services

The increase in Part B expenditures for physician services is due to
several factors. First, as noted earlier, the number of persons enrolled in
Part B has been growing at a rate of approximately 2 percent per year. In
addition, medical care prices have increased. The prices recognized by
Medicare have increased somewhat more slowly than the rate of inflation in
medical care prices in general, due in part to limits placed on increases in
Medicare’s allowed charges.

Medicare’s basic fee-for-service payment system for physician services,
modeled after reimbursement systems in use in the private sector, has
remained relatively unchanged since the program’s inception. Generally,
geparate payments are made for each individual service rendered. The price
Medicare recognizes for each service is based on what is known as the
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reasonable charge for the service. Medicare generally pays 80 percent of the
reasonable charge. The patient is liable for 20 percent of the reasonable
charge plus, in some cases, the difference between the actual charge and the
reasonable charge.

‘The reasonable or approved charge for a service (in the absence of
unusual circumstances) is the smallest of:

+ the actual charge for the service by the physician;

«  the physician’s usual or customary charge for the service wherein the
customary charge is usually defined as the median charge for that
service by that physician during a preceding time period; and

« the "prevailing charge" for the same or similar services billed by all
(or all similar) physicians in the locality (set at a level no higher
than is necessary to cover the 75th percentile of physicians’
customary charges for the service in the locality).

The customary and prevailing charge amounts are known as "fee screens” and
are used to limit the amount Medicare pays for any individual service.

Before 1984, fee screens were updated annually on the basis of actual
charges submitted by physicians in the preceding year. Since 1975, these
annual updates have been subject to limits based on an economic index known
as the Medicare Ecoromic Index (MED, which reflects changes in operating
expenses and earnings levels of physicians. Physicians’ actual fees generally
have increased at a faster rate than this economic index. Between 1973 and
1984, the MEI increased by 106 percent while physician fees, as measured by
the physician services component of the Consumer Price Index (CPI-U),
increased 157 percent. Thus each year, an increasing percentage of
physicians’ actual and customary charges have exceeded the index-adjusted
prevailing charge screens.

Since 1984, Congress has repeatedly acted to restrain increases in
allowable physician fees. Physicians’ customary and prevailing charges were
frozen from July 1, 1984 through April 30, 1986: the annual update in the
fee screens did not occur. Subsequent updates have been subject to
congressionally mandated limits on MEI increases. Some categories of
physicians or types of services have received special treatment. The first
update after the freeze, on May 1, 1986, applied to "participating” physicians
only (participating physicians are those who agree to accept Medicare's
approved charge as payment in full). In later updates, participating physicians
have been granted higher increases than non-participating ones. Higher
increases have also been granted for primary care services, such as office
visits, than for such services as surgical procedures. In addition to limiting
the overall rate of increases in allowable charges, Congress applied special
limits on payments for certain services believed to be relatively overpriced,
such as cataract surgery and coronary artery bypasses. Finally, the Secretary
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of Health and Human Services (-IHS) may reduce charges not found to be
"inherently reasonable,” because the charges for a service are in excess of the
estimated costs of the resources used in performing that service.

Largely as a result of congressional limitations, allowed charges for
physician services under Medicare increased at a rate of about 5.5 percent
per year over the 5 year period 1981-1986, as compared to about 9 percent
per year for the physician services component of the Consumer Price Index.
Increases in allowed charges per service, together with population growth,
accounted for only about half of the annual rate of growth in physician
payments over this interval.

The remaining growth in expenditures for physician services, often
referred to as the "net residual” amount, is due to several factors including
changes in the volume of services per enrollee, changes in technology,
changing patterns of practice, and increasing intensity of care. In some cases,
these changes may be related to increasing the quality of care or improving
access to necessary services. On the other hand, some believe that not all of
the increases in volume and intensity or changes in technology and patterns
of practice are medically necessary and appropriate. That is, some portion of
the "net residual” may represent unnecessary services that could be reduced
or eliminated as part of an overall effort to control the growth in Part B
expenditures.

Table 5 shows the shares of total allowed physician charges in 1987
attributable to different types of practitioners and different types of services.
Surgery, the most important single component of spending, accounts for about
the same share in 1987 as in 1980. However, there has been a shift in the
performance of surgery from inpatient to outpatient settings. In 1987, allowed
charges for surgery in outpatient departments and physicians’ offices made up
46 percent of total allowed surgical charges, up from just 15 percent in 1980.°

The major change in recent years has been in expenditures for laboratory,
radiology, and other diagnostic services. In 1987, diagnostic services accounted
for 21 percent of total Part B expenditures (this figure includes expenditures
for non-physician services), up from 15 percent in 19804 The share of
expenditures attributable to medical services, such as office and hospital visits,
has declined proportionately. Part of this change may be due to the increased
practice of "defensive medicine,” the use of more diagnostic tests because of
concerns about potential malpractice liability. The implementation of PPS for
inpatient hospital services may also have had an impact. For example,
hospitals often require a battery of diagnostic tests for each patient admitted.
If these tests are performed on ar inpatient basis, their cost is included in the
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flat PPS payment for the case. If they are performed on an outpatient basis
just before the admission, they are billable under Part B. (This "site shifting"
is one of the factors considered by the Prospective Payment Assessment
Commission and others in recommending PPS rate increases below the rate
of inflation for the last several fiscal years.)

TABLE 5. Medicare Allowed Charges for Physicians’ Services,
by Type of Practitioner and Type of Service, 1887

Allowed Percent Percent
amounts of inpatient
(millions) total
Type of practitioner:
Primary care physicians
and clinics $7,809 32.3 40.6
Nonsurgical specialists - 3,989 16.6 56.3
Surgical specialists 8,717 36.1 48.6
Radiologists, pathologists
and anesthesiologists 3,648 14.7 63.7
Osteopaths 87 0.4 26.4
Total $24,151 100.0 479
Type of service:
Medical care $8,199 33.9 43.0
Surgery and assistance
at surgery 8,805 36.4 579
Anesthesia 1,051 44 78.7
Diagnostic lab & radiology 4,187 174 311
Therapeutic radiology 351 1.5 11.5
Consultations 1,081 4.5 68.6
Other 477 2.0 10.3

Source: Health Care Financing Administration. Based on tables
scheduled to appear in U.S. Congress. House. Committee on Ways and
Means. Background Material and Data on Programs within the Jurisdiction
of the Committee on Ways and Means. [1989 edition in press.]
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IV. FUNDING AND BOOKKEEPING

Unlike ordinary health insurance, Medicare does not rely on prepayments
or premiums from enrollees. Instead, its primary income sources are Federal
taxes levied on workers earnings (payroll taxes) and so-called internal
payments from the Government (i.e., credits from one Government account to
another). Premiums play a relatively small role. On an aggregated basis (HI
and SMI combined) in fiscal year 1988, 58 percent of Medicare’s financing
came from payroll tax levies, 33 percent came from internal payments from
the Government, and 9 percent came from premiums. Even with the intro-
duction of additional premiums this year for coverage against catastrophic
health expenses, aggregate premiums will still represent a small share of the
program’s total income.®

CHART 2. SOURCES OF MEDICARE INCOME, FY 1988

Taxes
58%

Premiums Other (mostly Federal SMI
9% 25% contributions)

Interest 29 Federal employer
6% share of taxes

Note: HI and SMI| combined.
Source: Office of Management and Budget,
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Payroll tax receipts are the primary source of funding for HI. People who
work pay the tax, with few exceptions. Even people who are currently
enrolled in Medicare must pay it if they work. Thus, HI’s costs are borne by
virtually everyone who has earnings in the economy. Relying heavily on
general resources of the Government, most of SMI’s funding ultimately comes
from income taxes and public borrowing. Thus, SMI's costs also are borne
broadly within the economy, although through very different means than HI.
In contrast, the costs of the catastrophic protections--funded entirely through
premiums--are borne exclusively by those who are eligible, largely the aged.

The receipts and expenditures of the program are accounted for through
separate trust funds that are maintained by the Treasury Department.
However, the trust funds themselves do not actually provide the program’s
financing. Money received and spent for Medicare purposes is through the
general treasury. The trust fi*nds hold non-marketable Federal securities.
When the Government receives revenues on behalf of the program, the
Treasury Department posts securities to the appropriate trust fund. As
payments are made from the treasury for the program, the balance of
securities recorded in the trust funds is reduced. In effect, the receipts and
outgo of the program occurs through the Federal treasury and is reflected by
a rise or fall in the securities balances of the trust funds. As long as there
are balances posted to the trust funds, the Treasury Department is authorized
to make expenditures on the program’s behalf.

HI Financing Sources

HI's financing is very similar to that of the social security programs. Its
primary source is taxes under the Federal Insurance Contributions Act (FICA)
and Self-Employment Contributions Act (SECA), commonly referred to as
FICA and SECA taxes. In 1988, 90 percent of HI’s income came from these
taxes.

The FICA tax is a flat-rate tax on earnings of wage and salary workers
(i.e., people in the employ of others). It is paid by workers with a matching
amount paid by their employers (the employer is responsible for withholding
and submitting both its own and its employees’ shares). The SECA tax is a
flat-rate tax on net self-employment income. There is a limit on the amount
of earnings that can be taxed in a given year ($48,000 this year); thus, not
all earnings are necessarily taxed. Moreover, neither the FICA nor SECA tax
is levied on non-work income, i.e., dividends, interest, capital gains, or other
forms of investment income. Only earnings from work are affected.

The other 10 percent of HI's income comes (1) from credits from the
Government itself in the form of interest earned on non-marketable securities
held by its trust fund--the HI trust fund--and reimbursement for various other
purposes, and (2) premiums paid by people not otherwise eligible.

The HI tax rate. Today, the FICA tax rate is 7.51 percent, 15.02
percent when the employee’s and employer’s shares are combined; the SECA
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rate also is 15.02 percent, but the law provides a 2 percentage point credit
that effectively lowers the rate to 13.02 percent. Both FICA and SECA taxes
have three components: two are for the social security programs of Old Age
and Survivors Insurance (OASI) and Disability Insurance (DI) and the third
is for HI. The HI component is 1.45 percent for the employee and employer
each (2.9 percent on a combined basis) and 2.9 percent for the self employed.
Wage earners, salaried workers, and their employers account for about 95
percent of HI tax receipts; the sslf employed account for the other 5 percent.
About 19 percent of FICA and SECA receipts is allocated to HI.

Although increases in the social security portions of the tax rates are
currently scheduled to take effect in January 1990, the HI portions are fixed
in the law for the indefinite future.

TABLE 6. FICA and SECA Tax Rates under Current Law

FICA SECA

OASDI HI Total OASDI HI Credit Total
(employee/employer each)

1988-89 6.06 145 751 1212 29 (20) 13.02
1990 620 145 765 12.40 2.9 * 16.3*

* The self-employment credit expires at the end of 1989, but beginning
in 1990 self-employment taxes will be computed on a lower net earnings basis
and half of SECA taxes will be deductible for income tax purposes.

The taxable earnings base. FICA and SECA taxes are levied on
earnings up to an annual ceiling or cap known as the taxable earnings base.
Earnings above the base are not taxed. Usually, payment of FICA and SECA
taxes commences at the beginning of a calendar year and continues
throughout the year until the cap is reached. Thus, someone whose earnings
reach the cap by July would stop paying the tax at that point and would not
resume paying it until the beginning of the next year.

Starting at $3,000 in 1937 (when the social security tax was first levied),
the base has been increased 23 times and stands at $48,000 in 1989. When
the HI portion of the tax was first levied in 1966, the base was $6,600. It
has been raised 19 times since then. Under current law, an increase in the
base is triggered whenever social security recipients are granted an automatic
cost-of-living adjustment (COLA). Earnings base increases have occurred
annually since 1972, although many of the hikes were not automatic. Since
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1982, the increases consistently have matched the growth in average earnings
in the economy. The base is projected to rise to $65,700 by 1995.°

Most workers pay the HI tax on all their earnings. In 1986, an estimated
94 percent of workers who were required to pay the HI tax in 1985 had
annual earnings below the taxable earnings base, and 91 percent of all
earnings in covered employment was taxable (up from 88.5 percent in 1980
and 78 percent in 1970).

HI "buy-in" premiums. Although a minor income source, premiums are
paid by people who buy HI coverage. People age 656 and older who are not
otherwise eligible for HI, i.e., they do not have sufficient quarters of coverage
or do not have a spouse who has earned eligibility, can purchase HI for a
monthly premium. The premium is $156 a month during 1989 ($1,872 on an
annual basis). It will be increased automatically in future years. Premiums
represented only 0.1 percent of the program’s aggregate income in 1988.

The 1989 premium is lower than the 1988 level of $234 a month. This
was done as part of the new Medicare catastrophic provisions to better reflect
the costs to the program. The procedures used prior to the change tended to
overstate the actuarial value of the program. The new procedures tie the
premium to the average per cepita amount payable from HI for aged enrollees.

Interest on securities and other internal payments. Also providing
financing to the program are interest on securities held by the HI trust fund
and other internal credits from the Government. The other internal credits
are for the costs of HI benefits provided to certain uninsured individuals,” and
those resulting from gratuitous wage credits given to military personnel.
Interest is by far the largest of these internal payments, comprising 8 percent
of all income posted to the HI trust fund in 1988.

SMI Financing Sources

In contrast to HI, the SMI program does not rely on payroll taxes.
General resources of the Government are its principal source of funding with
monthly premiums paid by people enrolled in the program accounting for most
of the remaining portion.

SMI standard monthly premiums. SMI is voluntary; most people 65
and older can enroll in it regardless of whether they elect HI coverage or
social security benefits.* When the program began in 1966 monthly premiums
paid by enrollees were set in the law to finance half of the program’s costs.
Over the years, however, the premium’s growth did not keep pace with the
rapidly rising costs of the program. As a result, the basic program (i.e., the
non-catastrophic portion--see following description of catastrophic protection
financing sources) currently receives only one-fourth of its financing from
premiums.

Annually, the Secretary of HHS determines what the basic or so-called
standard monthly premium will be, based on the projected costs to be incurred
by enrollees age 656 and older for the year in which the premium will be in
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effect.’ For the past few years, the law required that the standard premium
be set so that aggregate premium receipts cover 25 percent of the aged’s SMI
costs. Thus, the premium rose roughly in tandem with program costs.
However, beginning in 1990 the law reinstates a limit on how much the
premium can rise--a limit that was in effect prior to 1984. It will preclude the
premium from rising at a faster rate than social security COLAs. The COLAs
are based on the general level of inflation in the economy as measured by
increases in the CPI. If SMI costs continue to rise faster than the overall CPI
after 1989, the share of the program financed through premiums will decline

again. -
TABLE 7. Level of Standard SMI Premiums, 1968-89

Calendar Standard Annual cost SMI premium

year monthly to enrollee income as % of
premium total SMI income

1970 $5.30 63.60 49.8%

1980 9.60 115.20 277

1985 15.50 186.00 224

1989 27.90* 334.80* 25.4

* These figures exclude the new catastrophic coverage premium; which
for most SMI enrollees is $4.00 a month. This add-on makes the 1989 SM1
premium $31.90 a month.

Source: Derived from 1988 SMI trustees’ report and supplemented by
data from the Health Care Financing Administration.

Government contributions to SMI. The Government, through internal
credits to the SMI trust fund, matches the standard premiums paid by
enrollees (the non-catastrophic portion) with so-called "Government
contributions." In contrast io the single premium level applicable to all SMI
enrollees, separate matching rates are determined for the aged and disabled
(including enrollees suffering from end-stage renal disease) based on the
projected costs to be incurred by each group. The matching rates are basically
intended to cover the difference between the premium income and costs of the
program. Appropriate adjustments are made to reflect interest earnings and
the amount needed to maintain an adequate contingency reserve in the SMI

trust fund. '
Government contributions are the largest source of financing for the

Aprogram. The Government’s matching rate grew steadily from a little more

than one-to-one in the early years of the program to roughly three-to-one by
the early part of this decade. In recent years the rate has remained fairly
steady as a result of repeated congressional action to hold it at the three-to-
one level for the aged. However, after 1989, when the law will again limit the
premium increase to the percentage increase in social security COLAs, the rate
will resume growing if SMI costs continue to rise faster than the overall cost
of living--i.e., the Government’s share will start rising again.

Interest on securities. Interest on securities held by the SMI trust
fund also provides financing to the program. As with interest earned by the
HI trust fund and the Government’s contributions to SMI, SMI's interest is
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basically an internal credit from the Government. It has never been a major
factor in financing the program. At its peak in 1985, it was equal to roughly
5 percent of SMI expenditures. In 1988, it was equal to only 2 percent.

Catastrophic Protection Financing Sources

New Medicare protection against unusually large health expenses--so-
called catastrophic expenses--was enacted with passage of the Medicare
Catastrophic Coverage Act of 1988 and is being phased in over a 5 year period
beginning in 1989. It improves the benefits provided through HI (beginning
in 1989) and SMI (beginning in 1990) by affording broader coverage of health
expenses and placing limits on the out-of-pocket costs enrollees pay for
medical goods and services. In addition, in 1991 the program will begin
phasing in prescription drug coverage (very few prescription drug costs were
previously covered). The :nactment of these benefits introduced a new
concept in the financing of the program: the costs were to be borne entirely
by the recipient population.

There actusally are two components of the new financing, both of which
are in the form of premiums paid by those who are eligible for or enrolled in
Medicare. Envisioned in the legislation is that, at least to start, 63 percent
of the financing would come from an income-related premium--basically a
surtax on the income tax liabilities of the affected population. CBO estimates
that about 36 percent of Medicare enrollees will pay it in 1989, rising to 42
percent by 1993. The remaining 37 percent would come from a flat-rate
monthly premium added to the standard SMI premium. Each of these
premiums is divided into (1) a basic catastrophic component and (2) a
prescription drug component. Congress intended that together these new
premiums would fully cover the costs of the new benefits.

Supplemental premiums. An income-related premium--referred to as
the supplemental premium--is mandatory for people who are (1) enrolled in
HI for at least 6 months during the year or (2) even if they are not enrolled,
would be eligible if they did. This encompasses most of the population 65 and
older and those people eligible for Medicare because they have been receiving
social security disability benefits for 2 years or more. The premium is derived
from their income tax liabilities. In 1989, the premium is $22.50 for each
$150 of income tax liability incurred, up to a m ximun premium of $800 for
the year ($1,600 for a couple when both are eligible). In effect, the premium
amounts to a surtax of 15 percent (up to a dollar limit). The law specifies
larger premium levels for 1990 through 1993 that effectively impose
progressively higher surtaxes.
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TABLE 8. Income-Related Catastrophic Premiums, 1989-93

Maximum potential premiums

Calendar Premium per $150 Implicit

year of tax liability surtax rate for individual for couple'®
1989 $22.50 16% $800 $1,600
1990 3150 25 850 1,700
1991 39.00 26 900 1,800
1992 40.50 27 950 1,950
1993 42.00 28 1,050 2,100

For years after 1993 the law prescribes procedures for raising the
premium rate if necessary to help keep new premium income and expenditures
in line. The new income would be expected to rise as the affected
population’s tax liabilities rise, but if the new expenditures rise faster--as
determined by measures of actual recent per capita experience of both, not
projections--the Secretary of Health and Human Services (HHS) is required to
raise the premium rate accordingly. Additional adjustments are required to
reflect the recent inflation rate (the latter serving primarily as an added
contingency margin in the event inflation accelerates) and to maintain
adequate balances in new trust funds created for the expanded coverage. The
premium rate cannot go up by more than $1.50 in any year (per $150 of tax
liability), and if that precludes the new premiums from rising in tandem with
the new expenditures, the new flat-rate premium is to be increased to make
up the difference.

Flat-rate catastrophic premiums. The new flat-rate catastrophic
premium is an add-on to the standard SMI premium. It is not mandatory in

T
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the same way as the income-related premium. It must be paid only if an
individual is actually enrolled in SMI. The law explicitly establishes the
premium levels for 1989 through 1993.

TABLE 9. Flat Rate Monthly Catastrophic Premiums, CY 1989-93

Calendar ) 1989 1990 1991 1992 1993
year

$4.00 $4.90 $740 $10.20 $10.20

*Alternative pre-set premiums are established for (1) residents of Puerto
Rico and other U.S. Commonwealths and territories, (2) for people enrolled in
Part B only, and (3) for those who buy into HI.

As with the income-related premium, for years after 1993, the law
specifies procedures for indexing the flat-rate premium in order to keep the
costs and financing of the new benefits in balance.!! If necessary, additional
adjustments are required to make up for any potential revenue loss caused by
limitations on how much the income-related premium can be raised.

Medicare Trust Funds

Medicare’s financial operations are accounted for through four trust funds
and a special catastrophic coverage account, all of which are maintained by
the Department of the Treasury. Two separate trust funds have existed since
the beginning of the program for HI and SMI and two additional funds were
created this year for the new catastrophic benefits: one for the new drug-
related benefits and another for the expansion of HI protections. In addition,
a special catastrophic coverage account--referred to as the Ac-ount--has been
established to separately keep track of the full range of new HI and SMI
receipts and expenditures.

Three out of four of these trust funds reflect both income and outgo
flows. One, however, a new HI catastrophic coverage reserve fund, reflects
only income flows. Expenditures recorded against the basic HI and SMI trust
funds include their standard benefits and expenses and, as well, their
respective shares of the new catastrophic costs. HI payroll tax receipts and
other internal pryments from the Government are credited to the HI fund,
however, HI’s share of the new catastrophic premiums are credited to the new
reserve fund. All of the new income-related premiums (the non-drug portion)

E
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are first credited to the reserve fund, and then, to the extent these premiums
exceed HI's new catastrophic-related expenditures, they are uredited (or
transferred) to the SMI fund. The law currently does not permit any
transfers from the reserve fund to the HI fund to recognize the new HI
expenditures, however, the conference report accompanying the new law states
that the conferees anticipated that Congress "may at some future time transfer
funds from the reserve fund to the HI trust fund to bolster the solvency of
the fund."®* The standard SMI premiums, the Government’s matching
contributions and other internal payments, and the new catastrophic "add-
ons" to the standard SMI premiums are all credited to the SMI trust fund.
Beginning in 1990, the Catastrophic Drug Insurance fund will be credited with
its shares of the income-related and flat-rate premiums.

The new catastrophic coverage account is not credited or debited with
receipts and expenditures in the same way as the varicus trust funds--Federal
securities are recorded to the trust funds; but not to this account. It serves
as a centralized means of keeping track of catastrophic receipts and
expenditures overall and the separate HI and SMI components. Its primary
function is to be a record keeping device for measuring whether and by how
much the new catastrophic premiums need to be raised.

The trust funds themselves are not actually repositories for money. In
a sense, like the new catastrophic coverage account, they are record keeping
devices. When it is said that one or another of them receives income what is
being described is the crediting of securities to them by the Treasury
Department. However, the money received by the Government (payroll taxes
and premiums) and the money spent by the Government to pay claims and
administrative expenses moves in and out of the treasury along with other
governmental receipts and payments. As Medicare taxes and premiums are
paid into the treasury, a corresponding amount of new securities is posted to
the trust funds. Similarly, when internal credits from the Government are
due to the trust funds--e.g., for interest on securities held by the funds--new
securities are posted to them. Conversely, when Medicare expenditures are
made, the money is paid out of the treasury and a corresponding amount of
securities is deleted from the trust funds.

In any given accounting period, income posted to the trust funds (the new
securities) is always a larger figure than the actual Medicare receipts the
Government takes in. Interest income, for instance, is not derived from sources
outside of the Government, since the trust funds only hold securities of the
Government itself. Interest is simply a credit from one Government account
to another. The Government’s SMI contributions are similarly just internal
transactions; the securities of the SMI trust fund are raised when that posting
is made, but the Government has not actually received any new money.

The securities held by the trust funds function like a checking account
balance. As long as there are securities in the funds, the Treasury
Department has authority to write checks to meet the program’s
commitments. This is in contrast to many other Government programs where
Congress must give express approval each year to keep payments flowing by
enacting appropriations laws. The balances of the trust funds, in a sense,
provide indefinite approval ta spend on behalf of the program.
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V. POSITION IN THE ECONOMY*"

How significant i8 Medicare in the economy? How much does it finance
of what the Nation spends on health? How much do the Nation's hospitals,
doctors, and other medical providers receive from it? What is its share of the
Federal budget and the amount the Government spends on health programs?
How much do its enrollees depend on it? And how big of a tax bite does it
take? Simply put, how big is Medicare as a financial institution?

Medicare As a Part of The Overall Economy

In 1987, expenditures made in the U.S. economy for health-related
services and activities were $500 billion, or 11.1 percent of the Gross National
Product (GNP). In lay terms, $1 out of every $9 spent in the economy was
for health purposes. This represented more than a three-fold rise in dollar
terms from 1965 (in constant 1987 dollars), and nearly a doubling of the share
of the Nation’s spending directed at the health sector. Moreover, projections
suggest sizeable future growth, with health spending increasing by 200 percent
by the year 2000 and accounting then for nearly $1 out of every $6 of GNP.
Medicare has been part of and is expected to remain a contributor to this
growth. By itself the program reprcsents a notable element of the economy
with expenditures equaling 1.8 percent of GNP (in 1987). Its payments
account for one-sixth of national health expenditures with their greatest
impact being in the hospital sector where the program pays for almost 30
percent of the services provided. It has a similar marked lmpact on physician
services where it finances $1 out of every $5 of care.

Thus, in a little more than 2 decades Medicare has assumed a major role
in financing the Nation’s medical care. Implemented in 1966, the program’s
spending grew at an average annual rate of 15 percent from fiscal year 1970
to 1988 (11.9 percent from 1980 to 1988). This was a faster pace than the
overall inflation rate (as measured by the CPI), wages in_the economy, GNP,
and national health expenditures generally.
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CHART 8. MEDICARE'S SHARE OF NATIONAL HEALTH EXPENDITURES
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CHART 4. MEDICARE'S RATE OF GROWTH COMPARED TO
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While Medicare’s rate of growth has moderated some in recent years,
current projections suggest that the program will continue to grow faster than
GNP, and by 2000 its expenditures would exceed of three percent of GNP--
representing more than a 50 percent increase.!* Moreover, these projections
do not reflect the impact of the new catastrophic provisions, which may
increase Medicare expenditures by 7 percent or more.!®

TABLE 10. Projected Average Annual Growth Rate of GNP,
National Health Expenditures, Federal Health Expenditures,
and Medicare, 1988-2000

Projected average annual growth rate in percent
1986-2000

GNP  National health Federal health Medicare
expenditures  expenditures

6.5 9.0 9.8 10.8

NOTE: Figures do not reflect new catastrophic expenditures.

Medicare As a Federal Health Program

In 1965 the Federal Government accounted for 13 percent of the Nation’s
health spending; by 1987, its share had grown to 29 percent. The entire
amount of that growth can be attributed to Medicare. In 1987 Medicare’s
expenditures accounted for 57 percent of all Federal health spending (up from
42 percent in 1970) and nearly 17 percent of national health expenditures (up
from 10 percent in 1970).'¢

Prior to the advent of Medicare and Medicaid in 1965, the Federal
Government had a relatively modest role in paying for personal medical
services, which was mostly confined to veterans and the military. Its presence
was more pronounced in the medical research, hospital construction, and
public health fields. However, from 1965 to 1987, the Government’s share in
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the financing of personal medical care rose from 10 to 30 percent, while the
combined shares paid by individuals and private insurers dropped from 78
percent to 60 percent. Medicare was ths dominant factor in that growth, with
the means-tested Medicaid program running second.

CHART 5. MEDICARE’'S SHARE OF
FEDERAL HEALTH EXPENDITURES, 1867.87
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Source: Derived from National Health Expenditure data.
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Medicare’s Insurance Value for its Recipients

In 1984, 97 percent of the population 65 and older was covered by one
or both parts of Medicare and nearly 70 percent of these enrollees were served
by the program--i.e., Medicare payments were made on their behalf or to them
directly. The program is not a source of cash income to the aged in the same
way social security, earnings from work, or private pensions are. It does not
provide regular periodic payments, not everyone enrolled in it receives
reimbursement every year, and when reimbursement does occur it can vary
widely depending on utilization. However, Medicare has substantial value to
the aged as a source of insurance. While the aged comprise about 12 percent
of the population, they account for nearly one-third of the Nation’s
expenditures for hospital care and one-fifth of those for physician care.
Overall, Medicare payments covered almost 50 percent of the per capita health
expenditures incurred by people 65 and older, with an equivalent value of 20-
26 percent of their reported money income for the year.!”

CHART 8. SOURCE OF FINANCING OF ELDERLY'S
MEDICAL COSTS, 1984

\\
\\\\ Qut of Pocket
\\ 25%

i \ -

Source: Waldo and Lazenby. Demographlc characteristics and
health care use and expendlitures by the aged In the United States: 1977-1984.

Private Insurance
7%

Medicaid
13%

Medicare As a Federal Tax

As have social security and other forms of Federal social insurance taxes,
Medicare receipts have become a very substantial source of Federal revenues.
In FY 1988 HI taxes of $60 billion make up 18 percent of the $334 billion
in social insurance taxes and contributions collected by the Government and
6.6 percent of the $909 billion in total Federal receipts (excluding public
borrowing). SMI premiums added another $8.8 billion although they are
treated by the Treasury as offsets to outlays (most are deducted directly from
social security recipients’ checks). Overall, Medicare was the Government’s
fourth largest source of receipts.
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The HI tax is broad based, with more than 9o percent of the workforce
required to pay it. The only major group still exempted are employees of
State and iocal governments who have been with their respective government
employers since March 31, 1986, and have not elected social security or HI-
only coverage. Federal workers were mandatorily covered in 1983.

CHART 7. HI AS A SOURCE OF FEDERAL FINANCING, FY 1988
($’S in billions)

Individual Income Taxes
$401

H! Taxes
$60

OASDI| Taxas
$241
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$94

All Other Taxes
$113

Source: Final Treasury statement for FY 1988.

The HI tax is a flat-rate tax on earnings from work. Thus, low wage
earners pay less than high wage earners. A person earning minimum wages
(about $7,000 per year) pays only $100 in HI taxes (excluding the employer
share). A person earning over $48,000 per year pays about $700 in HI tax.
A person with average earnings ($20,000) pays $290.!*

From the perapective of how much the tax weighs on families at different
income levels, data derived from a Congressional Budget Office (CBO) study
shows that 80 percent of social insurance taxes, of which HI taxes are a part,
are paid by families in the upper half of the income spectrum (above $26,000
annually in 1988 dollars), with 25 percent coming from those in the highest
10 percent (above $68,000 annually)." However, these taxes represent a
smaller share of the total Federal taxes they pay than it does for those in the
lower half. As shown in table 11, for persons at the lowest income levels, the
HI tax represents about 10 percent of Federal tax liability. The HI tax
represents only 4 percent of Federal tax liability for persons in the highest
income category. This is due in part to the fact that social insurance taxes
are levied only on wages, and wages are a greater share of the income of
people in the lower half of the income spectrum, and because income taxes
have an increasingly greater effect on the higher income brackets.
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TABLE 11. Significance of HI Tax as a Federal Tax,
by Income Level

Income HI taxes as a percent of the total 1988
levels Federal taxes paid by people in the:
lowest 10th 9.3%

2nd " 12.4

3rd " - 118

4th " 104

6th " 9.7

6th " 9.3

7th " 8.9

8th " 8.9

9th " 8.2

highest 10th 41

Source: Derived from distributional data on social insurance taxes
contained in the CBO study, The Changing Distribution . . . , loc. cit.

While the HI tax is a more significant form of Federal taxation for people
in the lower half of the income spectrum, the effective HI tax bite is still
small. According to the CBO study, HI taxes absorb only 1 percent of the
incomes of families in the lowest tenth of the income spectrum, with the
figure rising to no more than 2 percent for those with average incomes. The
smaller percentage at the lower levels is due to the fact the nontaxable
transfer payments are a major income source for families in those income
brackets. A much more significant bite is taken by social security retirement
and disability taxes and Federal excise taxes.
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V1. RELATIONSHIP TO THE FEDERAL BUDGET
Medicare’s Growing Position in The Budget

Currently, Medicare is counted in the Federal budget. With FY 1988
outlays representing 7.4 percent of Federal spending, and revenues
representing 6.6 percent of Federal tax receipts, Medicare has acquired a
significant position in the budget.

Rapid growth of entitlement programs caused spending on human
resource programs to jump from 33 percent of Federal outlays in 1968 to
almost 55 percent 10 years later.?> While the human resource share has since
leveled out at about 50 percent, Medicare’s spending has continued to surge.
Its share of Federal outlays rose from 3.9 percent in 1975 to 5.4 percent in
1980 to 7.4 percent in 1988, making the program one of the fastest growing
segments of Federal spending. Coupling this rapid growth with the financial
strain caused by large overall deficits, proposals to constrain Medicare
spending have been high on the list of congressional budget options.

TABLE 12. Medicare: Comparing its Growth to Other
Forms of Federal Spending, 1975-88

Share o-f total Federal outlays

Fiscal Medicare  Social Other human  National Interest
year security resource defense on debt
programs

(in percent)

1975 3.9 19.56 28.7 26 7
1980 5.4 20.1 276 22.7 8.9
1988¢ 74 20.6 22.1 273 143

Source: U.S. Library of Congress. Congressional Research Service.
1990 Budget Perspectives: Federal Spending for the Human Resource
Programs. CRS Report for Congress No. 89-87 EPW, by Gene Falk and Keith
Hurt. Washington, Feb. 2, 1989. Figures do not total to 100 percent.




Thus,

While HI’s growth tended to slow in the 1980s, SMI's continued to surge.
In 1967, SMI accounted for one-fourth of Medicare spending. By 1988, its
SMI is likely to draw particular attention in the ongoing debate about the

budget deficit and the appropriate level of Federal spending.

share had grown to 40 percent. In the last 7 years, it grew three-fold, while

HI doubled, and Pederal spending overall only grew by 20 percent.

CHART 8. GROWTH OF HI AND SMI EXPENDITURES, FY 1970-88
{In 1988 constant dollars)
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Source Historical Tables, Budget of thea U S Government
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CHART 9. SMI AS A PERCENT OF TOTAL MEDICARE EXPENDITURES,
FY 1968-88
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How Medicare is Treated under Gramm-Rudman-Hollings

In 1986 Congress adopted special procedures to deal with the Federal
budget deficits, which had grown from $74 billion in 1980 to $212 billion in
1985. The procedures, designed to bring the budget back into balance, have
come to be known as the Gramm-Rudman-Hollings deficit-reduction law.
Originally set to expire in FY 1991, the procedures were modified in 1987 and
extended for 2 years, with the goal of bringing the budget into balance by FY
1993. Under the procedures a deficit estimate must be made prior to then
beginning of each fiscal year. If the estimate exceeds the target by a certain
defined margin, automatic spending reductions must be made by the President
unless Congress intercedes and passes alternative deficit-reduction measures *!

In computing the estimated deficit, virtually all Federal income and outgo
are counted under a so-called "unified” budget concept. Medicare’s income ¢.nd
outgo are included (as are social security’s). Thus, if the program’s rece pts
are higher or lower than its expenditures, Medicare can affect the Grainm-
Rudman-Hollings deficit figure and the amount of deficit reductions that may
have to be implemented by the President or enacted by Congress. 1. the
President must take action under the automatic procedures, Medicare
reductions must be part of that action. However, the law limits the redu.ction,
so that the so-called "sequester” order causes no more than 2 percent recuction
in the projected benefit payout.?

In summary, under the current budgeting law Medicare directly affects
the size of the overall Federal deficit, and benefit changes to constrain its
spending may be part of the actions taken by the Administration or Congress
to achieve certain prescribed budget goals.

How Medicare Affects the Deficits

People sometimes ask why, if Medicare is financed through trust funds,
is it part of any budget discussions?

Since Medicare receipts and expenditures flow in and out of the general
treasury, the difference between what the Government receives and spends for
the program helps to shape the Government’s overall financial condition.

There is no defined use of excess Medicare receipts, and ~here are no
defined Federal resources earmarked to cover a Medicare shortfall. Excess HI
taxes, for instance, are not used automatically to reduce the deficit. People
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sometimes assume, ipso facto, that because excess HI receipts cause the
Treasury Department to increase the securities posted to the HI trust fund,
the Government "is simply borrowing money from the trust fund" rather than
from financial markets. Since the amount the treasury borrows from financial
markets represents the deficit, the immediate supposition is that excess HI
taxes reduce the deficit.

However, while the law requires the Treasury Department to post
securities to the HI trust fund when it receives HI taxes, it does mot
determine the ultimate use of the money. As with all other forms of Federal
receipts, on a day-to-day basis the money is deposited in the treasury and
pooled with other resources, and thereby helps to meet the Government’s
expenses as they arise. There is no way to track explicitly the flow of any
Federal taxes from receipt to use. It can no more be said for HI taxzs than
for income taxes that they are used first to reduce government borrowing and
then to meet spending obligations. The taxes become fungible once they reaci
the treasury. As the Government’s bills come in, the monies in the treasury
are used to pay them regardless of how the monies were raised or what the
bills are for.

"Lower borrowing from the public” is only one of three possible uses that
can be made of excess HI taxes. Ultimately, how excess taxes are used
depends of fiscal policy decisions made by Congress and the Administration,
not by the Treasury Department’s day-to-day management of cash flow or __
accounting. To the extent policymakers are influenced to spend more or tax
less because of the existence of one or more forms of excess taxes, then it
could be said that the excess taxes haven't reduced the deficit. The basic
point is that so long as excess HI taxes are part of the general operating pool
of resources available to the Government, their use is determined by overall
fiscal policy decisions.

By the same token a shortfall of HI receipts and the Government's
contributions to SMI (the 76 percent share of SMI costs not covered by
enrollee premiums) do not automatically cause the deficit to be higher. The
Government may be making up the difference between Medicare receipts and
expenditures with general resources, but this in turn could cause other
spending to be lower or other taxes to be higher. Again, the impact is
intertwined with aggregate fiscal policy decisions.

In summary, Medicare directly affects the Government’s overall fiscal
condition: how much it borrows, how much it spends, how much it taxes, and
what the deficits are. However, there is no concrete way to determine exactly ™
how, since it is difficult to ascertain how any one Federal program by itself
influences the ultimate outcome of fiscal policy decisions.
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'People reaching age 65 in 1994 or later will need 40 quarters of coverage
to be eligible. DI recipients may becoine eligible with less than 40 quarters
(depending on their age when the disabling conditions began), but they must
have worked in covered employment fairly recently before their disabling
conditions began. The 24-month waiting period does not apply to people with
end-stage renal disease, but they are subject to a 3 month waiting period
unless they are enrolled in a self-dialynis training program or scheduled for
a kidney transplant.

2While the recent enactment of "catastrophic® coverage will increase the
share of the program financed by premiums paid by enrollees, the vast share
of the program’s costs will continue to be financed through payroll taxes and
general receipts of the Government. The Congressional Budget Office (CBO)
estimates that premiums from enrollees will cover only 14.9 percent of
aggregate Medicare payments in 1993 (i, after catastrophic protection
becomes fully effective), in contrast to 10.3 percent today. See U.S. Congress.
Congressional Budget Office. The Medicare Catastrophic Coverage Act of 1988.
Staff working paper, Oct. 988. p. 34.

*Physician Payment Review Commission. Annual Report to Congress.
Washington, Mar. 1988. p. 22.

Ibid.

5CBO estimates show that if the new catastrophic provisions had been
fully effective in 1988, premium receipts would have represented 16 of overall
Medicare income, instead of 9 percent.

$Under revised 1988 Trustees’ report Intermediate II-B assumptions.

"People who attained age 72 b:fore 1968 and who generally are not
eligible under other provisions of the program because of little or no eatnings
credits.

8people receiving social security cash benefits are automatically enrolled
in HI and SMI when their Medicare entitlement begins. They have to decline
SMI coverage, if they do not want it. SMI is not voluntary for people who
"buy into" HI (the "uninsured”); thay must also enroll in SMI. People with
end-stage renal disease who enroll in SMI must also take HI coverage.

"While SMI costs vary by type of enrollee--aged, disabled, and those
suffering from end-stage renal dis:ase--the premium rate is derived from the
costs of the aged and is the sams for all enrollees.

1>This is the maximum poten-ial premium when both members are eligible
and file a joint return. However, where only one member of a couple that
files a joint return is eligible for at least 6 months during the year, the
maximum premium is limited (o the amount that applies to single persons
(e.g., $800 in 1989) and the premium is computed using only one-half of the
couple’s income tax liability. This does not apply to a member of a couple
filing separate returns who must count all of his or her respective tax
liabilities, and each is subjeci to a couple’s maximum--$1,600 in 1989. If both
are Medicare eligible, the potential maximum is $3,200 in 1989. Further, if
they did not live apart the entire year, both are deemed to be Medicare
eligible even if only one ‘nember is.

N\
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The indexing procedures become effective in earlier years for Puerto
Rico and the Commonwealths and territories.

In effect, the expenditures are recorded against one trust fund and the
corresponding premiums are credited to another, but no transfer is permitted
between them. See conference report on the Medicare Catastrophic Coverage
Act of 1988, p. 225.

13The information contained in this section was derived from three HCFA
studies of national health spending; one reported through a press release on
Nov. 18, 1988, and the other two reported in the summer 1987 and fall 1986
issues of the Health Care Financing Review.

1See National health expenditures, 1986-2000, loc. cit.
135ee CBO, Oct. 1988, loc. cit.

*Dept. of HHS press release, Nov. 18, 1988, loc. cit.; and 1988 HI and
SMI trustees’ reports.

"Derived from national health expenditure data; Demographic
characteristics and health care use and expenditures by the aged in the United
States: 1977-1984, by Daniel R. Waldo and Helen C. Lazenby. Health care
financing review. fall 1984; and Income and resources of the population 65
and over. SSA. Washington, U.S. Gov’t. Print Off. SSA publication no. 13-
11727. Using data from the Bureau of the Census’ March 1985 Current
Population Survey, SSA estimated the median money income of aged
households with social security payments to be $10,260 in 1984. For aged
households not receiving social security payments, the median was $8,020.
HCFA estimated that Medicare financed $2,051 of the per capita health
expenditures incurred by the population 65 and older in that year.

'* Higher amounts apply to the self employed.

' US. Congressional Budget Office. The Changing Distribution of
Federal Taxes: 1975-1990. Oct. 1987.

“The major human resource programs include social security, medicare,
other health programs, veterans’ benefits, education and social services, and
other cash benefits, e.g., unemployment insurance and civil service retirement.

2IThe law requires the President to act, if the estimated deficit exceeds
the Gramm-Rudman-Hollings target by more than $10 billion in FY89-92; if
it exceeds zero in FY93. -

ZThe reduction could be less than 2 percent, if the "uniform reduction”
pertaining to non-defense spending is smaller.
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OPENIRG STATEMENT

SENATOR DAVID PRYQR
Finance Committee, Subcommittee on Kedicare and Long-Term Care
March 3, 1989

Hearing on the Medicare Program

Mr. Chairman, I would like to congratulate you on the
scheduling of this hearing, the first of the new Subcommittee on
Medicare and Long-Term Care and your first as Chairman. This
subcommittee starts the 101st Congress with a full agenda, and T am
pleased to have the opportunity to be a part of the challenging and
difficult tasks that it has before it.

We are meeting today to discuss the current state of health
care in this country. This hearing will give the members of this
subcommittee some insight to the strengths and weaknesses of our
health care delivery system, and further, give us some food for
thought as we continue our efforts to find ways to meet the
overwhelming current and future challenges facing the Medicare
program.

As most of us know, the United States spends more for health
care than any other country in the world. This fact is borne out by
a quick review of some of the statistics that most likely will be
presented today.

In 1987, Americans spent slightly over $500 billion, or 1l1.1
percent of the Gross National Product, on health care. That comes
to about $1,987 for every man, woman, and child in this nation. 1In
comparison, we spent $42 billion for health care in 1965, the year
Medicare was enacted, which was about § percent of GNP, or $205 per
person. And, if we don't find ways to effectively control our
health care spending appetite, this trend cannot help but continue.
In fact, HCFA has estimated that we will be spending 15 percent of
our GNP on health care by the year 2000.

The amount of money spent out of the Medicare program alone is
staggering. By itself, Medicare accounts for 27 percent of hospital
spending and 22 percent of spending for physicians’ services. While
Medicare outlays for hospital care increased less than 2 percent in
1987, Medicare spending for physicians’ services Increased more than
10 percent. The Health Care Financing Administration projects that
spending for physicians’ services under Medicare will triple over
the next ten years, without any expansion of the program.

Beneficiary spendinyg cn pramiums has been increasing at an even
more rapid rate. Over the past seven years, the deductible for
hospital care has increased nearly 175 percent -- from $204 in 1981
to $560 in 1989. Last year alone, Medicare increased the monthly
premium for its Part B coverage by an unprecedeanted amount -- 38.5
percent, from $17.90 in 1987 to $24.80 in 1988. The 1989 premium
was increased again to $27.90; when the $4.00 monthly catastrophic
premium is added to that, the $31.90 that Medicare beneficiaries
must pay each month is more than ten times the monthly premium of
$3.00 that they paid in 1566.

For the 7 1/2 million poor and near-poor elderly ~--- those whose
annual incomes are below $8,000 -- these growing out-of-pocket costs
represent an even greater problem. Not only do low-income elderly
report poorer health status, but they also spend a higher proportion
of their income on health care. And Medicaid, the h=salth insurance
program for the poor, is unavailable to the majority of poor



91

elderly. In 1984, only 36 percent of the non-institutionalized
elderly poor were enrolled in Medicaid. Only 29 percent had private
"medigap” insurance to supplement their Medicare benefits.

For nearly all older Americans, the Medicare program is the
first line of defense when illness strikes. Prior to its enactment,
about 44 percent of the elderly did not have any kind of hospital
insurance. Medicare can also be credited -- at least in part --
with increasing life expectancy and decreasing death rates. Yet we
are all aware of Medicare’s shortcomings -- its ACUTE CARE, short-
term focus, and its lack of coverage for such things as routine
physicals, eyeglasses, hearing aides, and of course, long-term care.

wWhile searching for solutions to the problems plaguing
Medicare, it is vitally important that we not lose sight of caring
for future generations of elderly. HCFA believes that our present
generation of older persons will not dramatically affect growth in
health care expenditures -- at least through the turn of the
century. That will change when the baby-boomers begin to reach
retirement age around the year 2010.

Although there are about 30 million Americans age 65 and over
tcday, that number will increase to nearly 30 million by the year
2010. Compounding that problem is the fact that the rapid growth of
the aged population in the next century likeiy will not be matched
by growth in the working age population. What this means is that
there will be proportionally fewer people working and paying taxes
to help support medical care for growing numbers of elderly.

Escalating health care costs are among the biggest problems
facing Americans of all ages. Senior citizens, though, are among
the most vulnerable. They not only are living oa fixed incomes, but
they often use more health care services than the rest of the
population. Those over age 65 are hospitalized twice as often as
the younger population, stay 50 percent longer, and use twice as
many prescription drugs. FPor many seniors, rising health care costs
are a double-edged sword -- they use more services, but have less
money to pay for them.

Although my focus as Chairman of the Special Committee on Aging
is on the elderly, I know we face other, equally pressing problems
with our health care syatem. As we approach the 20:h century, we
are faced with a health care system that leaves 35 to 50 million
Americans out in the cold. One in five children is born in poverty,
and our infant mortality rate ranks among the highest of all
industrialized nations.

I firmly believe the United States has one of the best health
care systems in the world. Yet despite our large investment in
health cara, there are far too many shortcomings. As the percentage
of our GNP dedicated to health care continues to increase and at a
time when we have limited rescurces to meet other high priority
needs, me must look to ways to assure our health care system is
ylelding a product worthy of our tremendously expensive investment.
Today’s hearing will be a starting point for discussicn of this
tremendous challenge that we have before us -- how to control costs
while ensuring access to quality care.

Again, I congratulate the Chairman for convening this hearing,
and I look forward to the testimony of the expert witnosses that we
have assembled before us today. ’
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Opaning Statement
Subcommittee Hearing on “Overview of Medicare®

John D. Rockefeller IV
March 3, 1989

Good morning, ladies and gentleman. We have gathered a
truly impressive group of witnesses here today. I thank you for
coming, and I look forward to hearing your testimony this
morning.

This, as most of you know, is the very first hearing of the
Subcommittee on Medicare and Long-Texm Care. And as its first
Chairman, I am genuinely honored to have this privilege. With
Senator Durenbherger, a true champion of the Medicare program and
the goal of quality health care for all Americans, I am sure that
the subcommittee will have a productive, compelling two years.

Thie new subcommittee is responsible for watching over one
of the most important federal programs in the nation, and for
addressing issues that are complex and affect the well-being of
millions of Americans. I know that the goal of all of the
dedicated members on the subcommittee is to provide a forum where
solutions to problems are searched for, and a process in which
all sides will be heard.

It is fitting, I believe, to launch our work in the 10lst
Congress with a hearing devoted to taking a "big-picture” look at
Medicare. Today, we will ask: How is Medicare working? Has it
adapted to the demands of today’s elderly and disabled
population? What can we do about the trend of Medicare spending?
Are there ways to contain costs gafely? How do we make sure the
elderly receive the care they need, when they need it, and in the
appropriate setting? What are the key issues to consider in
trying to bring about long-term care coverage?

Congress made a historic commitment to the elderly when it
passed the Social Security Act in the 1930’s. With the passage
of the Medicare program in the mid 60's, this commitment was
reaffirmed. Most people would agree that the Social Security
program combined with the Medicare program work together to
protect the nation’s elderly financially and makes sure they
receive essential medical care. There is no doubt that the
elderly are better off today than a generation ago.

I want us to think big today. I even want to hear what is
good about the Medicare program and be reminded of what must be
preserved. I encourage you to express your vision of larger
reforms or restructuring that you believe we should ponder --
even include your "wilder" or more provocative thoughts.

I also invite you to help us consider what we can
realistically do to respond to the needs of beneficiaries when
wo still are faced with a huge federal deficit. What needs
immediate attention? Wwhat specific issues should this committee



93

be focusing on this year and next year? Your knowledge and
recommendations will help us set legislative priorities.

As the witnesses know, most members of Congrees are keenly
interested in health care &nd the Medicare program specifically.
The lack of long-term care coverage, and the size of the
uninsured population, are facts. We may react differently to
specific proposals and recommendations. But we seem to all share
a desire to improve the guality of health care for our citizens,
ensure the best possible access to health care, and to see
providers compensated fairly and adequately for their services.

We have invited you to this hearing to help us embark on our
effort to consider these issues and many more in the 10lst
Congress. This should be an interesting and useful morning.
Again, I thank the witnesses and look forward to tapping your
vast knowledge today and hereafter. -

96-926 - 89 - 4
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OPENING STATEMENT OF SENMATOR JOHN HEINZ
PINANCE Subcommittee CW MEDICARE AND LONG TERM CARE
Overview Hearing on the Medicare Program

March 3, 1989

Allow me to commend you, Mr. Chairman, for convening this
first hearing of the Subcommittee to take a critical look at the
Medicare program which is in rapidly failing health.

For nearly a decade, the Congress has attempted to rein-in
,escalating health care costs and to contribute to deficit reduction by
constraining growth in Medicare spending. We did this in ways we
believed were equitable and would ensure the beneficiary’s continued
access to high quality care. We are now seeing the returns on our

sustained cost containment efforte -~ and they are mixed.

Legislative reforms in hospital, physician and other provider
payments since 1982 have provided nearly $13 billion in Medicare
savings and deficit reduction. These savings have come, however, with
a price. The price of the change in hospital payment to prospective
reimbursement was that patients were pushed out the back door. Now,
patients can’'t get in the front door -- as hospitals, especially in
;ural areas,'are finding it harder to stay in business. Over 150
hospitals have closed since prospective payment went into effect. Of
these, 81 closed just last year; including two from my own state.

Another 600 hospitals may go into bankruptcy if financial constraints
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are wot eased. In Pennslyvania, preliminary survey tlndingl are also
showianthat at least 31 percent of our hospitale are experiencing net

operating losses.

The price of cost containment under Medicare’s Part B side is
quite different. Despite or because of price controls on physician
and othexr Part B services, total expenditures have continued to rise
by 16 percent annually -- driven largely by increases in the volume of
sorvices performed. This has added to Medicare’s program coste, has
stretched the beneficiary’s out-of-pocket liability, and most
importantly, may be subjecting patients to more, potentially
unnecessary or risky tests and procedures. I believe we need to be
especially sensitive to the increasing cost of Medicare for the
beneficiary. 1In the last two years alone, the beneficiary’s Part B
premium increased 56 percent, from $17.90 to $27.90 a month. That’'s
before the $4.00 catastrophic premium is added to the equation.

This is the environment in the President is asking for another
$5 billion in Medicare cuts. Whether we are looking at $5 billion or
something below that figure, we face difficult budgetary decisions
this year that are of great consequence to beneficiaries in the near
and long-term. I am therefore pleased, Mr. Chairman, to see the panel
of experts before us today. I welcome this opportunity to learn
their views on how we should proceed in building an affordable and
equitable system of care that does not jeopardize, and as needed, will

restore health care access and quality.

oy
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MEDICARE PART B EXPENDITURES:
OUT OF CONTROL?

Karen Davis

Thank you, Mr. Chairman for this opportunity to testify on the
present problems and challenges facing Part B of the Medicare progranm.
Attention to this part of Medicare is 1long overdus. While
COngfnssional action in recent years has been at least partially
successful in slowing hospital expenditures under MNedicare,
expenditures for physician and other ambulatory services under Medicare
have continued to spiral upward.

Today, I would 1like to review the experience with Part B
expenditures and the sources of rising costs. The difficulties rising
cost of physician services pose for the elderly are then reviewed.
Finally, I would like to share with the Committee some thoughts on
possible approaches to curbing these unsustainable cxpcndiﬁure trends
while protecting elderly and disabled beneficiaries from the brunt of
rising costs.

Medicare Part B

Part B, the BSupplementary Medical Insurance {SMI) program, covers
the costs of physician services and such additional benetitc as
outpatient laboratory tests, durable medical eguipment, and ocutpatient
hospital ;;ro. Unlike Part A which is largely financed by Social
Security payroll taves, Part B is optional for errocllees and is
financed by a combination of general revenues and beneficiary premiums.
Increases in Part B outlays are a major drain on generil tax revenues
and a contributing factor to the overall federal budasi deficit.

Rising premiums are a diyect financial biiden on the elderly and
disabled beneficiaries. While coverage ‘s voluntary, an estimated 97
percent of Part A beneficiaries choose to anroll in Part B as well. 1In
recent years, beneficiary premiums have covered 235 percent of Part B
costs. The monthly premium for Part B enrocllees in 1988 was $24.80, or
$298 a year, up from $36 a year in 1966, and 38.5 percent higher than
the 1987 preaium. In addition, MNedicare bensficiaries pay a $75
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deductibls for Part B services and are responsible for 20 percent
coinsurance on allowable charges. Unlike hospitals, physicians are
pernitted to charge patients in excess of charges allowed by Medicare.
Therefore, some beneficiaries find themselves with quite substantia:
out-of-pocket outlays ftor physician servicas. The reﬁent Medicare
Catastrophic Coverage Act sets a ceiling on the deductible and
coinsurance expenditures for Part B, but does not restrict excess
billing by physicians.

Izends in Part B Expenditures

Total Medicare outlays have been increasing rapidly, about 15
percent per year between 1975 and 1988 -- reaching a total of nearly
888 biliion in fiscal ysar 1988. This represented about 8 percent of
the entire federal budget.

The fastest growing portion of Medlicare is Part B which accounts
for about 40 percent total Medicare spending, approaching $35 billion
in fiscal year 1988. Physican services accounted for $24 billion--
about two-thirds of all Part B outlays. Part B expenditures increased
about 18 percent a year between 1975 and 1988. Even without any
program expansions, Medicare spending for physiclans' services is
expected to triple over the next ten years.

Increases for physician expenditures far exceeded those of
hospital expenditures in recent years. The real rate of increase in
hospital benefit paynments has slowed markedly since the 1ntr6duction of
a new system of paying hospitals under Medicare introduced in 1983.
Between 1984 and 1988 hospital expenditures increased at a real annual
rate of about 6 percent, down: from over 15 percent in the period from
1980 to 1983.

By contrast, the real rate of growth for physician expenditures
has slowed only slightly and remains quite high -- from about 18
percent annually from 1980 to 1983 to a real annual increase of about
14 percent from 1984 to 1%88.

In upcoming years, the Congressional Budget Office predicte that
Medicare outlays will continue to grow at an unacceptably high rate.

From 1988-1994, Part A expenditures will increase at an average annual

[Su—
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rate of 10.4 percent. Expenditures for physician services will grow
even faster, averaging 12.8 percent per year. Over the sane time
period, expenditures for total Part B services will more than double,
growing by 15 percent a year. By 1994, Part B alone will cost over $80
billion a year, nearly what all of Medicare costs today.

The spiralling costs of Part B are largely attributable to three
components, that is, increases in volume and intensity of services per
enrollee (accounting for <4 percent of increased costs), price
increases (accounting for 42 percent of increased costs), and increasas
in enrollment (accounting for 14 percent of increased costs).

Increases in volume and intensity of services may be due in part
to the use of new technologies in diagnosis and treatment, and the
recent shift in some surgery from inpatient to outpatient settings.
Pait B servicas per enrolles grew steadily betwsen 1975 and 1985 at
more than 7 percent per year.

Additionally, the types of services provided have changed in
recent years, with diagnostic tests and supplies and equipment
experiencing very rapid growth. Together these categories constituted
31 percent of Part B approved charges in 1987, up from 20 percent in
1975, This has caused a relative decline in the percentage of Medicare
Part B payments going toward medical services.

Price increases have also contributed substantially to the growth
in Part B outlays. Betwesn 1980 and 1985, approved charges for office
based surgery increassd by nearly 12 percent a year and for medicine by
5 percent per year. Legislative efforts temporarily freezing physician
fees probably helped to slow price increases somevhat, but the effect
may have been offset in part by volume increases during the same time
period.

Increases in enrollment in Medicare have contributed to increasing
costs to a lesser degree. However, over ths next several decades, the
nunber of elderly persons snrolled in Medicare will grow substantially,
and will be a major reason for increased federal outlays. Those age 65
and older currently account for about 12 percent of the population.
That figure will grow to 13 percent by 2000 and then increass rapidly
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to 22 percent by 2050, when Medicare will have more than 63 million
beneticiaries. Furthermore, the aged group is itself aging, with the
fastest growth occurring among those age 85 and older. This has
significant consequences for the MNedicare program, as frailty and use
of health services increase with age.

rinancial Burxden on Baneficiaries

In recent years, concern over rising health expenditures has
caused many to doubt Medicare's ability to provide adequate financial
protection to our elderly people. Overall, Medicare covers 58 percent
of expenditures for use of physiclans services by the elderly (this
includes Medicare expenditures financed by beneficiary Part B premium).
Private insurance pays for about 13 percent, and Medicaid contributes
only 2 percent. Direct out-of-pocket payments by bensficiaries account
for one-fourth of all physician expenditures.

Beneficiaries' out-of-pocket 1liability for acute care services
comes from coinsurance and deductibles for Part A and B, amounts billed
in excess of approved charges, premiums for Part P, private Medigap
prexiums, and charges for uncovered services. Based on a study by the
Select Committee on Aging, beneficiaries are responsible for an average
of $2,394 per elderly person in 1988. In 1988 the elderly spent just
over 18 percent of their limited incomes on health care expenses, up
from 12 percent in 1977.

The combined effect of Iincreasing premiums, cost-sharing
requirements, and extra billing for Part B is substantial. Such costs
have tripled for elderly enrollees between 1975 and 1987.

Oon the average, the incomes of elderly Americans have risen
significantly since the inception of Medicare. The poverty rate for
the elderly has declined from more than 29 percent in 1967 to 12
percent in 1987. 8till, more than 3 million elderly have incomes below
the poverty line, that is, below about $5,700 to'r a single elderly
person in 1988. Another four and one half million, or 16 percent, have
incomes between 149 percent and 100 percent of the poverty line. As
many as & third of the near-peor elderly would be considered
impoverished if their out-of-pocket nedical sxpenses were deducted from

their available income.
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Because of the cost-sharing requirements associated with Parts A
and B of Medicare, the majority of elderly pecple now have
supplementary insurance coverage. Seven'y ons percent of the elderly
purchase private Medigap policies, and a:iother 9 percent are covered by
Medicaid. However, fully 20 percent of the elderly in 1986 had no
supplementary protection for expenses not covered by Medicare.

The recent Medicare catastrophic law provides for mandatory
coveraga of all poor Medicare bensficiaries under Medicaid. For these
beneficiaries Medicaid will pay Medicare premiums and cost-sharing.
The Health Care Financing Administration has proposed regulations that
would permit physicians to bill these patients in excess of Medicare
allowed charges. Further, the new law does not expand Medicaid
coverage for the near-poor slderly, many of whom will continue to face
serious financial burdens.

Ehvsician Participation and Assiqgnaent

The primary goal of the Msdicare program is to offer beneficiaries
access to quality medical care while providing financial 'protcction
from high health care costs. One of the most sericus threats to this
goal is billing in excess of assigned charges, oy "balance billing.®
Although many physicians choose whether or not to accept assignment on
a case by ocase basis, a significant number have Jjoined the
participating physicians' program (PAR) which was instituted in 1983.
Physicians in the PAR program sign an agreement to accept assignment on
all bills for Msdicare patients. Physicians yho sign participation
agreements offer bsneficiaries the certainty of obtaining services on
an assigned basis, an assurance which is often not otherwise available.

In 1988, over 37% of physicians signed participation agreements
accounting for 58% of physiclan r .crges. This is a significant
increase from previous ysars where onl;, 30% or less participated.

Assignment rates for Part B services were relatively stable during
the ®»id-1970s at just under 50 percent, then began to rise gradually,
reaching 56.5 percent in 1983. With the inception of the participating
physician program (PAR), assignment rates have inoreased dramatically
by over 20 percentage points to nearly 79% of charges accepted on
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assignment in 1988. In part this could reflect limits on charges of
nonparticipating physicians (so-called MAAC limits) and the favorable
differential in allowed prevailing \charqo- for participating
physicians. Other reasons for the increase in assignment include
required assignment for laboratory claims which went into effect in
1884, and probably, increased competition resulting from continuing
increases in physician supply. Additionally, there is evidence that
nonparticipating physicians are taking assignment more fregquently in
recent years.

While the increases in participation and assignment rates
represent good news to many beneficiaries, others still face
signiticant out-of-pocket expenditures from balance billing. Between
1976 and 1986 the percentage difference betwesn the actual charge and
the Medicarse approved charge of unassigned Part B claims increased from
less than 20 percent to nearly 27 percent. However, the implementation
of maximum allowable actual charges (MAACs), appsars to have
substantially limited the size of extra bills in 1987. This reduction,
coupled with rising assignment, resulted in an estimated drop in
beneficiary 1iability for extra billing from $2.9 biliion in 1986 to
$2.5 billion in 1987. Preliminary evidence suggests, however, that
many low income and sick beneficiaries continue to face burdensome
axcess bills.

Despite rising assignment rates overall, there exist significant
variations among geographic regions and specialties. These variations
in assignment rates are quite large and have major ramifications for
beneficiaries. The likelihood of obtaining care on an assigned basis
depends significantly on where the beneficiary lives and the types of
services needed. ’

Among the 50 states, physician assignment rates have been found to
vary from 24 percent to 95 percent. Generally, the highest assignment
rates occur in the Northeast, the lowest in the North Central region
and the South.

Assignment rates also show large variation among specialties. 1In

1985, assignment zrates ranged from a low of 351 percent for
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anesthesiovlogy to a high of 81 percent for paychiatry. Primary care
specialties have lover assignment rates than medical subspecialties.
In surgery, however, general surgery has a somevhat higher assignment
rate than most surgical subspecialties.

Possible Changes in Medicare Physician Pavment

The problems I have outlined here today make Part B of the
Medicare program a priority target for reforam. Any reforam policies
implemented must be aimed at achieving multiple, and often conflicting
goals, such as reducing the growth of Part B outlays, ensuring access
to quality care, protecting the financial security of besneficiaries,
and promoting equity in payment to physicians. There are several
options, or combination of options, which merit consideration in this
context for reform. In general, these options include a fee schedule,
expsnditure targets, and mandatory assignment or limits on physician
balance billing.

The current method of paying physicians by the lowest of
customary, prevailing or reasonable charges is inherently inflationary,
inequitable among physicians, and inordinately complex and difficult to
underatand and manage. The implementation of a fee schedule would
greatly simplify the program. The relative values of the fees should
be based on the resource costs of providing each service. l

Although a fee schedule will place control oa the price of
physician services, this mechanism may be of limited effectiveness in
moderating incre--ing Part B sxpenditures unless it is coupled with a
method which focuses on the volume of services provided. Expenditure
targets constitute one way of providing incentives to physicians to
curtail volume of services. Under this system annual increases in
physicians' fees are based on how total physician expenditures in the

previous year compare with trends in the overall economy or federal

budget. If physicians collectively control the volume of services,
they would be rewarded with higher fess in the following year.
Expenditure targets could supplement other measures designed to reduce
services of 1little or no benefit to patients. The intent of
sxpenditure targets is to make clear to the physician community their

-
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responsibility to employ medical resources wisely, and to support
utilization review :-thod-—'nnd development of appropriateness
guidelines to moderate the rate of expenditure growth.

In order to reduce the out-of-pocket expenses of beneficlaries, it
is necessary to 1limit the amount of balance billing by physicians.
Mandatory assignment, or a limit on the percentage physicians are
allowed to bill in excess of the Medicare fee schedule, are two options
for controlling beneficiaries' financial 1liability.

It is clear that to achieve the xmultiple goals of the Medicare
program, an integrated strategy for reform, vhich encompasses such
options as presented here today, is necessary. Restricting the growth
in Part B expenditures through a unified, comprehensive physician
payment policy would have a major impact on the future trends in health
oxpcndituroajﬁ Medicare outlays, the federal budget, the financial

security of our elderly population, and access to quality health care.

Thank you.

s
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Figure 1. Supplementary MedicalInsurance .
Trust Fund Revenuesin FY 1987

Interest and Other

Premiums

Source: U.S. Department of the Treasury.
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Figure 2. Medicare Part B Annual Premium,
Selected Years, 1966-88
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Figure 3. Trends in Real Medicare Expenditures,
1975-86
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Figure 4

Redl Rates of Increase in Hospital and
Physiclan Expenditures by Medicare, 1$80-1988
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Figure 5

Annual Percent Change in the Consumer
Price Index for All ltems and for
Physician Services, 1978—-1986
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Figure 6. Total Part B Services per Enrollee,
1975-135"
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Source: Health Care Financing Administration, Medicare
Part B Summary Data.

* Services are gross counts of approved billed services.
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Figure 7. Distribution of Part B Allowed Charges by Type
a
of Service, 1980 and 1987
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Source: Health Care Financing Administration, Medicare Part B Bill Summary Data.
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Figure 8. Elderly People as a Proportion of
Total Population, 1970 projected to 2050
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Figure 9 j{

Sources of Payment of Physician
Expenditures by the Elderly, 1984
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Figure 10

Elderly Out—of—Pocket Health Costs
Percentage of Income (1966—1988)
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Figure 11. Average Annual Estimated Out-of-pocket
Costs per Aged Enrollee for Covered Part: B
Services, Selected Years, 1975-87
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Figure 13.
The Impact of The Participatiog Physician Program, 1984-1987 (in percent)

Physicians Signing

PAR Period PAR Agreements Covered Charges
October 1984 - September 1985 304 36.0
October 1985 - April 1986 28.4 36.3
April 1986 - December 1986 28.3 38.7
January 1987 - January 1988 30.6 47.1
April 1988 -January 1989 373 58.2(3rd qtr.only)

Sources: HCFA, Medicare Participating Physician/Supplier Claims Workloads Reports and
unpublished data from HCFA, Bureau of Program Operations.

Note: Covered chargesare PAR physicians’ covered chargesas a percentof total covered
charges for physicians’ services.




Assignment Rates and Charge Reduction Rates
for Total Part B Services, 1973-1987 (in percent)

ur

Figure 14.

Assignment Rate Charge Reduction Rate
Calendar All Unassigned

Year Claims Charaes Claims Clhaims
1973 569 49.7 122 12,6

1974 56.0 49.1 144 14.7

1975 559 49.0 17.4 17.7

1976 54.4 48.9 19.5 19.8

1977 540 49.6 19.0 19.0

1978 537 50.9 19.3 19.2

1979 54.0 519 20.8 20.7

1980 54.2 52.9 224 2.5

1981 549 54.2 23.5 23.8

1982 54.4 55.4 23.7 2319

1983 55.8 56.5 23.2 230

1984 59.2 59.7 249 24.2

1985 68.5 68.6° 26.9 25.9

1986 68.0 69.6 219 26.9

1987 733 75.2 272 24.7

1988 (3rd qtr.) . 75.2 78.9 29.3 255

Sources: HCFA, Medicare Participating Physician/Supplier Claims Workloads Reports and

Reasonable Charge and Denial Reports
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PIGURE 15. Beneficiary Liabllity for Extra Billing
on Unassigned Claims, for Total
Part B Services, 1979-87
Calendar Total Liability
Year (in $ billions)
1979 1l.16
1980 1.54
1981 1.88
1982 2.28
1983 2.51
1984 ’ 2.72
1985 2.60
‘f 1986 2.89
1 ’ 1987 % 2.54
spreliminary

Source: PPRC, Annual Report to Congress, March 1988.
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rigqure 16. Physician Assignment, Participation, and
Charge Reduction Rates by Specialty
(in percent)

Specialty Assignment Participation CcCharge Reduction
e Rate 1985 . Rate 1987 Rate 1953 .
Anesthesiology 51 20 : 38
cardiology 67 43 - 23
Family Practice 60 ’ 27 24
Gastroenterology 74 n/a 20
Internal Medicine 62 34 23
Neurology 67 37 28
Opthalmology 65 as 21
Orthopedic Surgery 55 33 27
Psychiatry 81 - 29 32
Radiology €9 40 ' 22

Source: PPRC, Annual Report to Congrass, March 1988.
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MEDICARE ADMINISTRATION

Testimony
by

Lynn Etheredge

Mr. Chairman and Members of the Committee:

1 appreciate the invitation to testify before you today about

administration of the Medicare program.

My professional work with the Medicare program’s
administrative issues includes serving as director of OMB's
professional health staff from 1978-1982 and, previously, as its lead
analyst for heaith care financing programs. In the last few years,
my work has also included studies of Medicare's benefits, financing
and payment policies and the financing and management of long
term care services. | amn appearing today as an independent

witness.

Over the next tive years, the Medicare program tfaces the
greatest administrative challenges since its enactment. Among these
major management {ssues will be implementation of the catastrophic
fnsurance legislation (particularly the prescription drug benefit),
dealing with the rising volume of physiclans’ services, potential
transition to a new physician payment system,. the evolution of the
DRG hospital payments, bullding the administrative foundations
needed for expanded long term care fnsurance benefits, and

developrment of its internal management capabilities.

This statement includes a brief overview and history of the

’
Medicare program’'s administration. But 1 will focus primarily on
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these management challenges, since they may well constitute major

issues for Congressional concern over the next five years.
Medicare's Administrative Structure

The Medicare program's administrative structure stands out
from most federal government management arrangements in two

major respects.

First, the Medicare program's scale and complexity make it
one of the federal government's most formidable administrative
responsibilities -~ now and for the next half century. Medicare's
spending -- about $120 billion In 1990 -- is second, among domestic
programs, only to soclal security. In making its payment
determinations, Medicare reviews and pays bills for about 1 billion
services annually. Its payment policy complexities reflect its role as
the major financer of the rapidly-growing U.S. health sector which,
with $500 billion of income in 1987, itself would already rank as the
eighth largest of the world's economies. In terms of impact on
citizens, Medicare serves more than 32 million beneficlaries and pays
over half of the medical care bills of the nation's elderly population.
Over the next ten years alone, current projections show cumulative
Medicare spending will be more than $1.8 trillion -- and its spending
will continue to grow, with retirement of the baby boom generation,

at least to 2050 and beyond.

Second, the Medicare program's administrative structure for
carrying out these responsibilities reflects a unique set of
government-private sector arrangements. These arrangements are
extraordinary in the degree of administrative delegation -- and
discretion -- accorded to private sector agents. These agents, rather

than federal employees, perform virtually all of the day-to-day



. %

122

Medicare program operations, including paying biils, auditing cost
reports, reviewing medical appropriateness of care, surveying
nursing homes, and communicating-with-benefictaries and héalth
care providers. The extent to which these administrative roles are
directed in statute, and the legal limits on Medicare's authority to
select and manage its contractors, are also unique to the Medicare

program.
Let me describe the major actors in more detail.

--HHS's Health Care Financing Administration (HCFA) has the
lead government responsibility for Medicare program administration.
Most of HCFA's Medicare ctaff work on central office functions such
as policy setting, managerial oversight of contractors, malntenanée
of master beneficlary records, actuarial and data analyses, research

and other core functions.

-~Medicare hospital insurance (Hl or Part A) program is
managed by fiscal Intermed/aries which audit hospitals' cost reports
and make payments under the DRG system. Most intermediarles
are state-level Blue Cross plans that been with the Medicare
program since its inception. They became Medicare's designated
{iscal agents by being nominated for this role by hospitals which,
under the Medicare statute, have the right to nominate the
contractors that will review their claims and audit their cost

reports.

~- Professional Review Organizations (PR0Os), which are typically
physictan-sponsored organizations, primarily review the medical
appropriateness of hospital admissions. PROs were not part of the
original Medicare structure but are a result of 1972 amendments

that transferred the hospital quality and utilization review functions
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from intermedlaries to newly created local-area agencies, the
Professional Standards Review Organizations (PSROs). The Medicare
amendments of 1982 re-organized the PSRO functions into state-level
PROs.

--Medicare supplemental medical insurance (SMI! or Part B) is
administered by carriers. By requirements of the Medicare statute,
Medicare must contract with private insurance companies to
perform these functions. Both Blue Shield plans and commercial
insurance compantes play maJor roles. Here again, state-level
contractors are most common. These carrlers carry on the compiex
determinations of Medicare's payment rates under the CPR system,
as well as medical review functions for physiclans and other

outpatient services.

~-=State agencles carry on survey and certification of nursing
homes and some other providers to assure they meet federal

standards.

These arrangernents have both political and practical histories.
Politically, when Medicare was enacted, fears of government
regulation were major worrtes for health care providers. The
hospital nomination process and reservation of 'admmlstratlve roles
for private insurance companles helped to assure that these
contractors would serve as buffers between government and health
care providers and that Medicare would follow private sector
practices. These arrangements also helped to protect beneficlaries
from potential misuse of government administrative authority.
Indeed, such concerns about limiting use of government authority to
administer the Medicare program were evident in the first section of
the Medicare statute {Social Security Act, Title XVIIl):

L »;4
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Nothing in this title shall be construed to authorize any
Federal officer or employee to exercise any supervision or
control over the practice of medicine or the manner in
which medical services are provided, or over the
selection, tenure, or compensation of any officer or
employee of any institution, agency or persons providing
health services; or to exercise any supervision or control
over the administration or operation of any such
institution, agency or person.

The second reason for such widespread use of private {nsurance
companies was pragmatic: the federal government had no national
administrative structure or experience with which to run a program
as large and complicated as the Medicare program. In 1965, there
was no real alternative but to contract with private insurance
companies, particularly Blue Cross and Blue Shield which had a
nationwide state-based network of plans and the most experience
with cost-based hospital reimbursements and UCR physician
payments.

Strengths and weaknesses. Medicare's original administrative
structure -- and the necessity for changes in function and
organization since then -- can best be understood by recognizing
that this administrative structure was originally designed to be a
bill-paying system. Medicare's administrative systems vere not
intended to give Medicare managers thz ability to control hospital
and physician payments to levels set Iy the federal budget, and
they certainly were not intended to monitor or change the practice
of medicine. As the Medicare program has gradually come to take
on other policy objectives, more functions have been assumed by
HCFA or transferred from Medicare's intermediaries and carriers.
The most notable of these Medicare administrative changes have
been the PSRO/PRO program, the TEFRA/DRG hospital payment
reforms, and physician fee increase limits and overpriced procedure

cuts.

ey 3
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Over the past twenty-three years, several other strengths and
weaknesses of this Medicare management system have become
evident. Medicare's unique blend of federal agency policy-setting and
delegation of administrative authority to private sector agents
represents a noteworthy example of the "contracting out" concept.
This has worked well for the Medicare program and allows
government to make use of administrative capacity and skills that it
does not have. Today, Medicare has a long-standing partnership
with a core of well-performing contractors who can take
considerable satisfaction In their contribution to realizing the
important purposes of the Medicare program. With increasing
numbers of private sector third party administrators (TPAs) and-
utllization review firms, Medicare's basic “contracting out”
philosophy seems even rnore the best one for obtaining good program

administration.

The Medicare program’s large delegation of discretion to local
contractors has also made possible variable administrative practices
that probably would not be possible in a federally bureaucratized
structure with explicit federal rules and regulations. These
arrangements mean that federal policy-makers have not had to
promulgate nationally uniform standards. Since the political system
has seldom wanted to get the federal government directly entangled
with health care providers about their clinical decistons, this has

usually proved a satisfactory arrangement.

The basic disadvantages for the federal government of this
administrative structure are intertwined with these advantages.
The government had to accept, at least initially, wide ranges in
contractor efficlency and performance, and there are continuing
administrative tensions involved in trying to balance uniformity and

consistency in policy implementation with independent contractor

96-926 - 89 -~ 5
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status and the need for contractor-generated and managed
initiatives. Somewhat more seriously, the ambiguity in
responsibilities between HCFA and its contractors have also meant
that each can "point the finger® at the other party when some
outside party (such as OMB) Inquires why the very broad legal
authorities possessed by HHS's managers to deal with “"unreasonable”
costs and charges and "medically unnecessary" services are not being
more vigorously used. As a practical political matter, statutory
direction has been necessary to produce marked change {n the

Medicare program's bili-paying practices.

Ongoing Management Issues If one were starting today to design
an ideal Medicare administrative structure, there would be -- from
the perspective of efficient program administration -- some major
changes in the current contracting system. With advances in
computer technologies and telecommunications since 1965, the
current intermediary and carrier data processing areas, which are
typically on a state-by-state basis, are too smail for optimally
efficient operations. Similarly, the split between the Part A and
Part B processing systems handicaps medical review because it is not
possible to obtain a full picture of the care received by a Medicare
patient. The contractor franchises established by current law and
rellance on a single areawide contractor also inhibit the
government's abllity to choose the best qualified agents. There have
been legislative proposals over several administrations to grant HCFA
broader contracting authority to deal with these issues. If such

authorities were granted, however, | do not think it would be wise

to make much use of them while the Medicare program faces the
serious challenges described below. These challenges will require an
experienced contractor network and effective partnership between

HCFA and its agents.

By
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Ma jor Challenges

Over the next several years, Medicare's administrators are
likely to face the most difficult challenges since the program was
enacted. These include:

o Catastrophic insurance implementation -- particularly
prescription drug claims processing

o Physiclan service volume/medical review

o Implementation of a new physician payment system

o Evolution of the Medicare hospital DRG payments

o Building an administrative structure for long term

care services
o0 Development of HCFA's professional staff and internal

management capabilities to deal with these {ssues

Catastrophic Insurance/drug benefits The implementation
of the catastrophic health Insurance legislation -- specifically, the
prescription drug benefit -- presents the Medicare program with its
single most challenging management problem since the original
statute was enacted. Some coverage starts in 1990, full

implementation in 1991. The key problems are the large scale of the

claims processing system that will be needed —— and that most of it
must be bullt. Accounting for whether or not an individual has met
the prescription drug deductible requires handling a large number of
small claims; up to 500-600 million prescription records may need to
be processed annually. ‘Tnls Is nearly a 50% increase In the services
volume now handled by the Medicare program. A nationwide “point
of sale” electronic data system must be developed, with a network of
"participating pharmacies”, that connects with new Medlicare
regicnal processing centers that are separate from the current

contractor structure.

K
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Physician service volume and medical review Over the
past several years, Congress has enacted new policies or
administrative arrangements to deal with hospital pricing (DRGs),
hospital use (PROs), and physician fees (fee freeze, MEI limits,
overpriced procedure cuts). The maJjor source of Medicare spending
Increase that has not been addressed has been physician services
and other outpatient service volume. In total, the Medicare Part B
volume, based on the BMAD reports, will be about 1 billion services
this year.1 The volume increase is now about 100 million services

annually.

Let's consider, for a moment, the practical and political
difficulties of dealing with these {ncreases through purely
administrative means, i.e. through medical reviews and payment

denials. To save even 1% of program spending through denial of an
average service would require the Medicare programn to deny 10

million services, while halving the rate of program increase would
require dental of 50 million services. The payment-denied services
will already have been provided, and, on unassigned claims, pald for
by the beneficiary. One can imagine the degree of administrative
effort, beneficlary confusion, provider upsets and communications to
political representatives involved in trying to control the Part B

volume increase solely through administrative actions on this scale.

The problem of dealing with physician service volume increases
through administrative reviews is further constrained because
Medicare benelfits are a legal entitlement. Payment denlals cannot be
arbitrary and capricious but need to refiect a determination that
services are not covered by the Medicare program or are not
medically necessary. Beneficlaries have appellate rights for payment

denials, tncluding HCFA and Jjudictal reviews for substantial claims.

way

EoE 1>
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I have used this "average® claim example just to forewarn
anyone from belleving that administrative claims denial alone offers
a pain-free approach to this issue. In practice, of course, one would
hope to do much better than targeting the average claim, i.e. to
focus attention on higher charge services with rapid growth rates
that are most likely to be medically questionable and to concentrate
on large volume-increase states. Nevertheless, it has seldom been
recognized, except by Medicare experts, just how fll-equipped
Medicare's highly decentralized administrative systems have been for

designing and implementing such efforts. Only in the last year or so
have Medicare's BMAD data had the cross-carrier coding consistency
which allow for detailed national analyses of patterns of care and
service volume growth, and little such work has yet been done with
these data.

As 1 pointed out, Medicare's administrative structure and
processes were designed for a bill-paying program. This I8
particularly true for Medicare Part B. Indeed, one could hardly
conceive of an administrative system that {s Jess suitable for
reviewing medical practices or controlling volume increases. Claims
arrive one a time and are processed as they arrive. A physiclan bill
may arrive for a patient one day, a couple of lab test bllls the
following week, then a surgeon's bill and, a few months later,
several more physicians visit claims, etc. Diagnosis has not usually
been reported, nor clinical information. There has been no linkage of
A8B claims. Medicare thus has lrnited ability to review an
fndividual claim in the context of a course of treatment or patient's
needs, or to review the appropriateness of an individual physician’s
practice patterns. In general, the research literature on physicians
service reviews —— which is still pretty discouraging in any event --

certalinly suggests the individual claim-by-claim review is very
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seldom cost-effective. And a bill-paying system cannot make much
use of expensive medical professional review, on a claim-by-claim

basis, and still carry out its functions promptly and economically.

To deal with Part B volume Increases, Medicare will thus need
to experiment with new administrative techniques such as profiling
of providers, denial of “participating physician" status to physicians
with aberrantly expensive practice patterns, integration of Parts A &
B records (the Common Working File), use of specialized medical
review firms and PROs (for hospital-based care), requiring diagnostic
and/or clinical information on some claims, development of medical
practice guldelines, and limiting physician billings to once per patient
per month so that individual service claims can be reviewed in the
context of a pattern of treatment. Nevertheless, 1 cannot now hold
out much hope, based on the literature and international
experience, that anything short of major fee reforms and a
geographic expenditure target system will be very effective. Such
proposals, which the committee may be reviewing in the coming
months, would require even more of Medicare's administrators and

involve broader changes in its management systems.

Transition to RBRVS systern Should the Congress adopt a
physician fee schedule, there will be major administrative tasks
fnvolved In the transition process. Payment rates will be changed
for about 7,000 CPT-4 codes, covering about 1 blllion services
annually. Some of the most widely used CPT-4 codes (for visits and
for surgical services) will probably be redefined. New geographic
areas for fee schedules will likely be designated to replace carriers'
sub-state areas. Criterta for physiclan specialty designations may be
standardized. New policles will need to be considered with regard to

assignment and extra-billing practices.
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The actual management of this transition on a "real time"
basls, while continuing timely and accurate workload processing, wiil
not be a particularly easy task. The potential for confusion among
the 32 million beneficiaries and half a milljon physictans s relatively
high. Adequate lead time, e.g. a 1991 implementation, will ber
essential. Complicated as a one-year transition will be, a prolonged
multl-stage process, involving multiple adjustments of Medicare's

payment rates, could be even more difficult and confusing.

Hospital payment policles —— beyond DRGS. The Medicare
DRG prospective payment systemn was enacted about six years ago.
With sharply falling hospital margins, it {s becoming increasingly
clear just how blunt an instrument the national DRG fe¢ schedule is
for dealing with our diverse and rapidly changing hospital care
system. There will be Increasing pressures to adjust DRG rates for
individual areas and hospitals and to design a “next stage" of
payment policy that will be more responsive to local conditions and
preferences. A national appeals mechanism for individual hospital
rate adjustments would involve the federal government more deeply
in health sector details and politics, which is the outcome DRG
reforms were trying to avoid. Another way to deal w‘th financial
distress for {ndividual hospltals would be to allow for state review
and determinations of special needs within strictly limited totals
(e.g. no more than 1% increase in Medicare hospital payments).
This system was used during the Cost of Living Council control period
for hospitals (1971-74). Other approaches could involve state
fncentives to establish all-payer rate-setting systems, including
Medicare payments. But whatever form these DRG refinements

take, new administrative arrangements wiil need to be considered.

Development of a long term care system A fifth raajor
chalienge for Medicare's administrators will be to develop the
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foundations for managing long term care benefits for chronically il
elderly and disabled populations. Medicare already covers home
health benefits and SNF care, but these benefits have been targeted
to acute jliness recovery. The limited respite care benefit included
in last year's catastrophic insurance legislation broke new ground,
and how it i3 administered will be Important for shaping the
program's future. In implementing this benefit, Mc.licare and its
agents can develop the expertise needed for designing and
administering an expanded long term care program. This is likely to
be the major area for new Medicare benefits well into the next
century. The next year or two, in particular, can produce a great
deal of learning about the users of such benefits, how to assure
accurate and rellable assessment of disabilities (ADLs), price setting
and control of service use, selection of providers, and quality

assurance.

"mqkey Medicare management strategy decisions about
administering long term care benefits will be the extent to which
Medicare's long term care benefits will be administered as a separate
system, will coordinate with, or make use of, state governments’
long term care management systems for the Medicaid program. The
current Medicaid program has aiready developed an extensive long
term care system, with about $25 billfon of benefits annually. The
outcome which makes least sense, from an administrative
perspective, would be to bulld two separate federal and state long
term care systems, each massive in size, each funding similar long
term care benefits for the same elderly beneficlary groups, and each
with separate administrative structures for eligibiiity determination,
needs assessment, service definition, case management, provider

selection, payment rates, utilization review, and quality assurance.
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The Medicare and Medicaid programs have been reasonably
well coordinated, for skilled nursing factlity benefits, by estabiishing
federal standards for both programs and contracting with state
agencies to survey and certify against these standards. This
“contracting out" to state agencies for administration of federal long
term care benefits offers one model for building Medicare's long term
care capacity. Other administrative models would transfer much of
the Medicald program's long term care benefits and tasks to the
Medicare program, requiring a much-expanded federal role in

dealing with local health and social service providers.

HCFA's internal management capacity Over much of this
decade, HCFA has had to deal with growing responsibilities with
decreasing personnel and tight controls on promotions, as well as
intense OMB oversight. Major Medicare policy development, analysis
and advisory bodles, such as PROPAC, PPRC, RXPRC, and the new
bipartisan commission on comprehensive health and long term care
insurance, have been located in the legislative branch. These have
been understandable developments, but they also make it more
difficult to recruit, develop and retain the staff HCFA needs to meet
its future challenges. Whether one looks to the management
challenges of the next five years, or at where the federal
government's major growth and most complex problems will be over
the next half century, the Medicare program stands out as needing
talented managers and prograin analysts. It will be a major
challenge for HCFA's next administrator and his or her successors to
develop these career staff and management capabllities.

10ther measures are also sometimes used for workload analyses. A
*claim® consists of one or more bills. A "bill" consists of one or
more services.
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CLINICAL FREEDOM: TWO LESSONS FOR
THE UK FROM US EXPERIENCE WITH
PRIVATISATION OF HEALTH CARE
PriLiPR LEE LYNN ETHEREDGF

Insnitute for Mealth Policy: Studics. Schand of Median, San
Franasco, Cahforma, USA

IN the United Kingdom (UK’, pohnaans and policy
analvsts seern ncreas:ngly eager to apply lessons from the
Unuted States (US, 10 the Navona! Health Service WHS'.
1t 1s clear that the Thatcher Government strongly favours
increased marketplace competiion and pnvatisavon of
health senaces There has been suppon for increased
competioon,’ for creation of interna) markets within the
NHS,?* and for managed care.* There has been 3 rapid
increase in US-style employer-provided health insurance
benefits There has been a substantia) increase in the
numbsr of proprietary hospitals outside the NHS, and in the
contracting of hospital services through competibve
bidding.* There has been a transformation of regyonal and
district management within th- NHS. with 2 system of
general management replacing consensus management *
And, since the hiberalisation of consultant contracts in 1980,
the number of consultants engaging in pnvate pracnce has
mncreased substantially, as has their income from pnvate
pracuce.”

These developments reflect an ideology that has strongly
influenced health care policies in the US, particularly dunng
the almost e1ght years of the Reagan adminustration Yet
today there are growing concerns, among physicians and
others in the US, about the impact of the polhicies on medscal
care costs, on the commercialisavon of medicine, and on
physician autonomy.**> As a result of these new market-
onented policies, physicians in the US are now the fost
hogated-agains:, second-guessed, and paperwork-laden
physicans 1in western  industriabsed  demoxTacies
Physiqans' day-to-day  clinical  decisionmaking-—com-
monly referred to as chmcal freedom—is increasingly
subject to review and approval by “case managers' working
for employers. insurance carners, and gosermument financed
and regulated  professional  review  organisations
Malpracnce susts and admurustrative costs are mulaphying
The growing adversanal relanonship with pnivate and
public payers and loss of physician autonomy are closcly
related 10 the growing view that medical care should be
treated Lke any other private buswness. The long-term
consequences of these ends for the medical profession and
medical care ;1 the US are very senous: will mediane
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ContNUE as An autonomous profession, or will it become
increasingly influenced by large purchasers and the ethics of
the marketplace? What will be the effect on the clinical
freedom of physikians and on the quality of medical care?

What would be U « nsequences for the UK of adopung
2 motrc compentive model for the NHS and expanding the
role of private health insurance and pnvate pracuce* Of 3
growing commeraal influence? The dangers o the NHS of
following the muxed public-pnivate model of the LS have
been pounted out by others There 1s a nsk that a US-sevle
approach could result in the overuse of technology services
at the expense of primary care and n 8 two-class system of
care '*'* If the Government succeeds 1n dimirushung. o
perhaps even eluminating, the NHS, Bniush physiians may
suffer the same fa'c that awaits their Amencan colleagues **
A recent review of pnvate health care in Britain detaled
current developments in the UK and defined many of the
cninical issues of pnvansation facing the NHS °

We believe that the dangers to the medical profession of a
growng pnvate sector in the UK have not been suffiaenth
appreciated by physiuans. We address here two major
dilermmas that have ansen from an increasing emphasis on
the marketplace. competiion, and commercialisaon m
medical care in the US: first, dinurushing physivan
autonomy and chnical freedom, and second, the leaping
admirustrauve costs and burdens, including those in the
physican’s office

DIMINISHING PHYSICIAN ALTONOMY
The Role of Lauvers, Courts, and Regulatory Agenac:

The issue of malpractice is 8 growing concern in the US
and the medical profession is sinking 1n public esteem
When public regard for the medical profession 1s low,
physicians are more likely {0 be the target of malpractice
suits. The number of swits has latels been increasing
substanually’ studies by the Amencan Medical Associabon
show that the rate of malpractuce swits against pnivaie
pracuce physicians more than tripled in the first five vears of
this decade. 37% of US physicians have had a medical
malpracuce sut agawnst thern in thew career. and more than
ten m.pracnce clams per hundred physicians were filed sn
1985 For some speviahioes, such as obstetncs and
orthopaedic surgery, these rates are much tugher.'™

These developments have resuited n a rapid mcrease m
the cost of malpractce insurance premiums. Professional
habihity premuums for private practice physicians in the US
increased by 22% annually from 1982 1o 1986 By 1986,
annua) premmiums were an average of $12 800 per physican;
premuums for obstetnaan gynaecoiogasts were mere than
double this amount /$29 300) and were even higher for
orthopacdic  surgeons  ($35200)."" In  some arcas,
orthopaedic surgeons and obstetnaian gynaccologisis pay
annual premiums of nearly $100 000.

Because of these rends, defensive mediane-—ic, more
laboratory tests, more pauent invesbgabons, more
consultations, and more follow-up visits 1o guard against
malpractice suits—1s now a consideration wn chrucal pracuce
for private physicians. In one study, the costs of defensive
medbane were more than 3 5 imes the cost of malpractce
insurance premiums and accounted for almost 15% of the
tota! US expendstures for physicians’ services '*

The ocourts, in their interpretation of antitrust laws, also
have had a role in substituting the cornpentive process of the
market for professional scif-regulation. The ooncept of
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private sector peer review was challenged in the counts as a
result of a sust filed 1n Astona, Oregun The Supreme Coun
of the United States supported a distnct court ruling that the
professional review conducted by physicians in diseiphning
a2 member of the communiny hospital stafl  was
anticompetiuve and that it was subject to antitrust laws. '
The deasion was based paruy on the fact that the peer
review process was done entirely in the private sector,
without govemnment review. The counts have further
muuded into professional deasionmaking and standards of
care in the applications of technology, partcularly for the
very young, the very old, and the terrrunally il

The Federa! Trade Commission | FTC) has been acuven
extending general economic theones about competinon to
physicians. Medical care has become a focus for anotrust
bogation, and the FTC is involved in several of those suits
Such developments are relevant for UK health are
profess:onals in view of the recent consultative document
Reveuw of Restncine Trade Pracnces Pohcy issued by the
Deparunent of Trade and Industny 1n the UK * The
document states that there will be no exempuons for
professional services ““without the ments of each exemption
having been established afresh™, even though the Restrictive
Trade Pracuces Act of 1976 spexifically exempts medical
services.

The Role of the Payers

The most intrusive day-10-day pressures on clinical
freedom have resulted from the Reagan administration’s use
of the Government's purchasing power to change the
conduct of physicians and hospitals and also from the rapid
expansion in private payvers’ review programmes designed to
ocontain ever-rising medical costs.

The federal Medicare programme. which insures 30
million eldetly and disabled persons, was the subject of a
new prospective payment system for hospitals in 1983. This
system introduced fixed pavments per adrmussion based on
diagnosis-related groups which encourage hospitals to
decrease inpatient lengths of stay and to reduce the resources
used in providing care Hospital admunistrators suddenls
were concerned not only wath ther tradivonal area of
responsibilicy—the price of inputs ‘capital, labour—but
also wath the volume and rypes of services ' Also, there was
2 requirement by Congress for new Mechcare contracts with
peer review organisatons (PROs® designed to control the
use and quality of care. These contracts include negotiated
objectives between the Federal Government and PROs for
review and change of medical pracuces

Pressure on hospitals and phwcnns by the Medicare
programme have influenced clinical decisions aboui the care
of the clderly. There was a 9% decrease in hospital
sdmissions from 1984 to 1987 for those aged 65 years and
over, and the average length of stay for elderly inpanents
decreased by more than a day to 89 days 2 Within 2 years,
1983-85, the proportion of Medicare's surgical charges in
hospital outpatient departments increased from 6 7% to
20-5% with corresponding decreases in inpatient surgical
procedures.?

The Medicare programume has also started to apply new
financial pressures on physicians’ charges (eg, a fee freeze in
1984) and has stepped up its medical practice reviews. In
1987, Medicare peid less than was charged on 82% of
physicians’ bills, and reduced charges per bill by more than
25% . The Reagan administration has requested an increase
n Medicare's medical review budget for physicians” services
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from $6% mulbon tn the fiscal vear 1988 to $127 mullon in the
fiscal vear 1989.

The vxreasing artempts by the Medxaare programume 10
influcnce chnical deasionmaking have been paralicled by 2
“managed care revolubon'' amONg PNvate sector psvers.
Managed care, defined s insure: programmes that requure
previous approval by insurance compantes for hospial
admssions and concurrent review of lengths of stay, grew
from 4% of the private health care market 10 198410 60%, in
1987.> Enrolment 1n health maintenance organisabons
(HMOs ' grew from 9 1 mithons in 1980 to 29 3 muthons i
1988, and enrolment i preferred provider organisanons
(PPOs " increased from 1 3 millions in 1984 to 17 S mulbons
in 1987.2* Both HMOs and PPOs, which are pan of the
managed care revolution of the competiuve market, use
vanous methods to monitor and regulate physician conduct.

GROYING ADMINISTRATIVE COSTS AND BURDENS

Clearly, the econormuc record of the compeutive market in
the US health care systern during the Reagan adminsstranon
necessitates 2 re-examination of the antiopated benefits
from pnvatsation of health senices National health care
spending in the US has more than doubled from $248 000
mibon in 1980 to over $500 000 mulon this year—a
spending increase of over $1000 per caput. Adjusted for
inflaton, health care expenditures have been growing at
near-record levels. Competition has not been the answer to
cost contanment:'' a recent study found that for hospitls,
greater compeution led to higher prices ® Because the con
of health insurance premiums has risen and because
increasingly competitive Insurance companies have dropped
“bed risks™ (1e, people who most need health insurance), the
numbers of urunsured have increased from 30 mullions in
1980 to approximately 37 mullions in 1987; millvons more are
underinsured.”

Not so well recogrused is the vast amount of paperwork,
complexity, administrative burdens, and costs—for
physiqans. hospitals, patients, and payers—that are
wvolved in the US market-dnien medical care review and
bill-paying sy stem Uwe Rewnhardt, Professor of Econommucs
a Pnnceton Universin. refers to these 15sUes as d\e B

‘bureaucratic; factor n medical care ®

burcaucrats. Reinhardt includes Civil Servants, hult.h
insurance company employees, medical review firms, and
others who process paper. He contends that the US now has
the hughest B rato of health care bureaucrats to health
cregivers in the industnalised world and notes that the B
factor i the US 1s nising rapidly. Although overall health
care expenditures naeased by 85% between 1980 and
1986, Reinhardi found that, acoording to the official
Government accounts of national health spending (which
include only payers’ administrative costs), the admin-
istrative expenses of the US health system increased by
186% from $9200 million to $24 500 millson; most of the
increase was 1n the administrative costs of private heahth
insurance which more than rripled from $5100 million
1980 to $17 B0O million in 1986.

Overhead expenses for the US health care systern must
also take account of physicians’ “business” costs that are
part of operating private medical practices Office practice
expenses, tn addition to malpractice premiumns, were sn
average of $86 000 per physicion in 1986. These costs
included un sverage of 2-7 full-ime emplovees per
physician, of whom 1-7 were clerical and administrative
personne] to handle bills and other paperwork, while ] was a
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nure of mechcal assistant. Many physicians already devote
1-2ha day to sdminustrative marters, and even more of their
ame 1 now bewig taken up in appeals and discussions of fee
1ssues with paticnts. The total costs of pracnce, including
malpractice. are now about 50% of mos! physiqans” practice
uncomes. This contrasts with 36% in Canada™ and 29°s 1n
the UK.® Himmelstein and Woolhandler" calculated that,
n 1983, the total US health care admunistranve costs were
$77 700 rmulhon (22% of all health care spending' Thewr
esumates uxluded wnsurance programme adrmunistraton,
and also hospital and nursing home admurustravon and
physican office overheads They projected savings of
approumately half of these adrrunistrative expenses, about
$38 400 mullion annually,  the US adopted a UK-style
nanonal health service

CONCLUSIONS

Dunng the Reagan era in the US, health care policies have
emphasised competition 10 control costs However, the
market-driven polices 1n the US have not controlled the
public’s costs, but they have produced an increasingly
frustrated, alknated, and angn medical profession
Physiaans, policy analysts, and politcians n the UK would
be well advised to carefully and cnnically evaluate the US
expenence before adopting piecerneal, pohaes for the
pnvatusanon of the NHS.

Correspondence should be addressed 1o P R L, Insttute for Haalth
Pob Srudses, School of Mediane. 1326 Third Asenue San Franasco.
Calforrua 941430936, USA
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Living with Disability

MAYBE TOMORROW

THE financal posibon of most severely disabled people
has unproved greatly in the pest 25 years of s0. In the 1960s
the vast maonty had to exst on sickness benefit and
supplementary benefit While undergoing rehabilianon for
2 broken neck at Stoke Mandevilie Hospital 1 received 13
shillings per week (65p). Whule a student 1 was looked after
by my wife \also a student), and we hived off one student’s
grant Eventually the college managed to obtan 10 shillings
(50p) per week for my wafe. This had nsen to S per w eek by
the ume | lef college Things are better today, and the
disabled now have access to invalidity benefit, anendance
allowance, care arendance allowance, and mobility
allowance.

Society has recogrused that improving the quahity of Wfe of
the physically handicapped encourages self-respect and
dignity, increases independence, and for some lays the
foundauon for 2 retumn to full employment. The days are
gone when the physically handicapped (incurables’ were
treated almost Like imbeales and were confined to hospital
wards, insbruvons, or a dark comer of the famuly home.
Dnsablement can happen to anyone st any tume, and it 1s
comforting (0 know that the family will not be in debt
because of hospital bulls o that the victims will not have to go
beggmgonthesum comer w1 3 wheelchair, as in some
countries At least dmcmﬂbesonm(obokaﬁ:rthe
disabled person, an atiempt wall be made at some form of
rehabilitanon, and the Government will provide some
financial support But having “quality of hfe" on the
Navonal Health Service and social secunty 1s an expensive
business, very often not cost-cffecuve the physically
handicapped are an extravagant commodsty.

Disabled people already on invalidity benefit have some
secunty, but the newly handicapped may be m a less
forrunate posioon under the 1988 Soaqwl Secunty Act. Unul
the extent of their disability 15 confirmed, some severely
disabled peuple could lose up to £80 per week 1 ncome
support. The new Act may well increase paymemts for many
categones of clumant, but 2 relatvely small number of very
severely disabled people may no longer be able to support
thamselves and be forced mto mstitutons. Under the new
Act only £60 million from the Social Fund 1s to be handed
out in the form of community grants to meet the needs of
disabled people setung up home. Loans {for which a further
£140 mulbion 15 beang allocated) are no use. nather are
one-off grants for those who have 10 pay a care artendant
every week Disabled ooundil tenants can be rust as badly
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Testimony of
Kathleen N. Lohr, Ph.D.
Senior Professional Associate

Institute of Medicine
National Academy of Sciences

Thank you, Mr. Chairman, and good moming. My name is Kathleen Lohr,
and I am the director of the study that Congress camissioned in the omibus
Budget Reconciliation Act of 1986 to look at strategies for quality review
and assurance in the Medicare program. The study is being conducted by the
Institute of Medicine, National Academy of Sciences, and our report is due
to you in Jamaary 1990. For 12 years before coming to the Institute of
Medicine, I worked on guality of care and health policy issues at The RAND
Corporation. I would like to highlight five main themes this morning, which
are ry personal abservations and not necessarily those of the Institute of
Medicine or the National Academy of Sciences.

that way. In protecting the quality of care for the elderly we protect it
for ourselves, our children, amd our children's children, because, as the
dean of quality of care in this country, Avedis Donabedian, has said "The
aged are everyman." We are working off a solid, admirable base, and we must
not allow it to be eroded. -

differ considerably from area to area, beneficiary to beneficiary, doctor to
doctar, hospital to hospital. The use of hospital care and of surgical
procedures varies tremendously even across small geographic areas of the
country in ways for which we cannot fully account. The effectiveness and
the outoomes of care can also vary greatly in ways that are not easily
explained. These differences can arise from poor technical skills of
practitioners, from underuse of needed and appropriate services, ard fram
overuse of umnecessary, inappropriate, and sametime risky services and
procedures. Understanding the source of such variations and working to
reduce them by, for instance, developing clinical indicators and practice
quidelines should benefit all parties, not just the elderly.




[hixd, care for the elde s often fragmented and discontinuous
ways that threaten high quality care. We do not seem to have a rational
systen for ensuring the continuity or "seamlessness" of care acrvss settings
and amorg providers.  As we age, )cwingmrmysician;oromerprwmem
- and being confident that they know us —— is a key to good quality care.
This is especially true for the elderly, who may have multiple, camplex,
chronic conditions. For them, contimuity is interrupted when care must be
cbtained from many different practitioners and specialists, in different and
sametimes new or unfamiliar settings, or at hame at least partially from
family and kin whe themseives may be elderly or infirm. We must recognize
that physical and financial access to health care generally and whether
services are covered campletely, partially, or not at all by Medicare are
inextricably linked to the quality of health care for the elderly.

keep it alive. There is growing uneasiness about a perceived erosion of the
mutual sense of trust implied by the phrases the "doctor-patient
relationship® and the "art of care." The elderly today are uncertain about
where the true allegiance of their doctors lies. The traditional view that
the physician should place the interests of the individual patient above all
other considerations appears to be slipping away. FPhysicians and other
health care professicnals increasingly face many conflicting influences —
their traditional professicnal values, malpractice concerns, utilization
wmmmotmmm—mtmuunmtm'
from their “agency" role for their patients. Once gone, that bedrock of
trust in physicians will not be easily, if ever, reqained. The growing
wedge of mistrust between doctor and patient may severely threaten the
quality of care enjoyed by this nation, because, when we are sick, to whom
shall we then turm?

fth, quality of care is worth and we _ghould be investing in
Maintaining and improving the quality of health care requires resources:
pecple, reliable and valid assessment instruments, and financing. Those
resources are in short supply today. The demand for quality assurance calls
for increasingly oamplex programs, yet we devote very little of the nation's
attention or wealth to reviewing, assuring, or improving the quality of the
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care we pay for. Although the art and the science of quality assurance are

_ increasingly scphisticated, we still have little concrete uwderstanding of
the best ways to identify poor (or, for that matter examplary) providers, to
remove poor providers from practice, to assist providers in improving what
they do, oar to reward providers for superlative performance.

To wderstand appropriate pattems of service, good processes of care,
and expected outoames of appropriate or necessary care, considerable
research on effectiveness and on outcames is needed. Corgress supports the
idea that such work should be undertaken by the Department of Health and
Haman Services; it will contribute greatly to maintaining and improving the
quality of health care received by all, not just the elderly. To know where
quality-related problems exist, to be able to intervene effectively once
problems arisé or became critical, and to foster attitudes and programs
criented to the continuous improvement of care, we need a similarly larger
investment in the study of existing and emerging approaches to quality
review and assmance.

Thank you, Mr. Chairman, for the opportunity to appear here today.
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INSTITUTE OF MEDICINE
NATIONAL ACADEMY OF SCIENCES
2101 Constitution Avenue, N.W.
Washington, DC 20418

TWELVE-MONTH UPDATE

DESIGNING A STRATEGY FOR QUALITY REVIEW AND ASSURANCE IN MED!CARE

BACKGROUND

The Institute of Medicine (IOM) is conducting a
two-year study to design a strategy for assessing and
assuring the quality of care in the Medicare program.
Support for the study is provided by the Health Care
Financing Administration of the US Department of
Health and Human Services under a mandate from the
US Congress.

The main purpose of the study is to develop, through
a committee of experts, a recommended strategy for
quality review and assurance for Medicare beneficia-
ries in accordance with Section 9313 of the of the
Omnibus Budget Reconciliation Act of 1986 (P.L. 99-
509). The IOM has also been asked to investigate the
adequacy of the standards used in hospitals to meet
Medicare conditions of participation for assuring the
quality of inpatient services (Sec. 9305 of P.L. 99-
509). The two studies will be performed together. The
project was officially begun in February 1988, following
an October 1987-January 1988 planning phase; the
study report is due to Congress January 1990.

In October 1987 the IOM appointed a committee of
17 experts in clinical medicine and nursing, health
services research, health policy, law, quality meas-
urement, and other relevant disciplines. In early 1988,
a Technical Advisory Panel (TAP) was appointed; it
comprises representatives from 14 key organizations
in the health care and health policy communities.

In accordance with the cight charges in the legisla-
tion, the Study Committee and IOM staff will: (1)
assess the current state of the art in quality review;
(2) examine existing and emerging quality assurance
mechanisms; (3) explore several related issues, such
as (a) professional and lay concepts, definitions, and
expectations about quality of care and quality assur-
ance, (b) past and present investment in quality as-
surance programs and resources, (¢) gaps and overlaps
in administrative and other data that can be used in
quality assurance efforts, and (d) the availability of
reliable and clinically valid criteria and standards by
which to judge quality of care. Through the TAP and
study activities, the committee will also pursue appro-
priate consultation with a broad range of interested
parties.

To give specialized attention to key aspects of the
study, the Committee has designated four subcom-
mittees: The Elderly and the Medicare Program; Qual-
ity Review Methods; Quality Assurance; and Patient-
Provider Relationships.

STUDY ACTIVITIES ACCOMPLISHED OR UNDER
WAY

To date, five committee meetings have been held:
October 1987 and January, April, June, and October
1988. The TAP was convened in April 1988. At least
one more TAP and three more committee meetings
are planned for the remainder of the study.

Several baclground papers have been commis-
sioned:

® Avedis Donabedian, M.D., M.P.H. (University of Mich-
sgan): ‘‘Barriers to Successful Quality Assurance’’
Catherine Hai'es, Ph.D. & Robert L. Kane, M.D.
(University of Minnesota): “Information Systems for
Out-of-Hospital Long-Term Care’'

Michael G. H. McGeary (Institute of Medicine): 'Ad-
equacy of the Medicare Conditions of Participation for
Assuring Quality of Care in Hospitals'

R. Heather Palmer, M.B., B.Ch. (Harvard School of
Pubhic Health): "Considerations in Defining Qualisy of
Health Care”

Gail Povar, M.D., M.P.H. (George Washington Uni-
versity): ‘'Qualty Assurance: Ethical Considerations’
Evert Reerink, M.D., Ph D. (National Organization for
Quality Assurance in Hospitals, the Netheriands) *In-
ternational Perspectives in Quality Assur nce”’

Leslie L. Roos. Ph.D. (University of Manitoba): *'Uses
of Large Administrative Data Bases 10 Assure Quality
of Care'’

Lawrence Z. Rubenstein, M.D.,, M P.H. (Sepulveda
Veterans Administration Medical Center): “'Quality of
Care for Older People in America”

Andrew Heath Smith, J.D. & Maxwell Mchiman, J.D.
(Case Western Reserve University): “‘Legal Aspects of
Quality Assurance in Medicare'”

.

In May 1988, eight focus groups of elderly persons
were held in four sites: New York City, Miami,
Minneapolis, and San Francisco. A lengthy report and
an executive summary have been prepared. During
September and October 1988, eight focus groups of
physicians in private office-based practice were held
in five locations: Philadelphia, New Orleans, Chicago,
Los Angeles, and Albuquerque. A draft report is
currently being revised.

Two public hearings have been convened for this
study, as a means of providing opportunities for key
organizations and constituencies to make known their
views about quality of health care and quality assur-
ance. At the first hearing, in June 1988 in San Francisco,
16 witnesses testified before the committee. At the
second hearing, held in October 1988 in Washington
DC., 26 speakers participgted. Nearly 600 organizations
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were asked to provide written testimony for the public
hearing process; to date more than 140 organizations
have submitted statements. A synopsis of these state-
ments has been distributed to the Committee.

Seven teams, cach composed of representatives of
the Committee and staff, have participated in site visits
in seven states (lllinois, Iowa, Minnesota, New York,
Pennsylvania, Texas, and Washington). Facilities vis-
ited include health care organizations conducting qual-
ity review or having a direct interest in or responsibility
for quality assurance. More than 45 hospitals have
participated as well as six Medicare peer review
organizations, eight HMOs, four home health care
agencies, and numerous other groups including state
hospital associations and departments of health, health
care cost containmen! councils, medical societies,
insurers, and business coalitions as well as individual
quality experts. Two further site visits are scheduled;
California in mid-February and Virginia/Georgia in
mid-March. Several shorter site visits are also sched-
uled for Spring 1989, including visits to Cleveland and
Boston. The objective is to give the Committee and
staff first-hand experience and an expanded under-
standing of current and future quality assurance activ-
ities by these institutions.

A congressional briefing for key staff members of
all relevant House and Sznate committees was held in
July 1988. Various other presentations about the study
have been made (o interested groups, including HCFA
agencies, the American Medical Association, the
American Medical Peer Review Association, the
American Public Health Association, the Joint Com-
mission, the Office of DHHS Inspector General, Pro-
spective Payment Assessment Commission staff, and
the Veterans Administration.

ISSUES AND CONCERNS EXPRESSED TO THE
COMMITTEE

The focus group discussions have centered on quality
of health care concepts and detinitions, concerns about
the Medicare program and quality of care, understand-
ing quality assurance programs, interest in quality of

care information, and recommendations for improving
quality.

The written and oral testimony presented through
the public hearings has identified numerous quality
assessment issues, including process and outcome
measurement, data reliability and availability, sensi-
tivity and specificity of problem identification methods,
and funding levels for research and for quality review.
Among the quality assurance issues identified through
the public hearings are concerns about the duplication
and poor linkage of effoits in the public and private
sectors, a perception of the punitive nature of public
sector efforts, legal issues, public disclosure issues,
and poor understanding of effective means to improve
average practice behaviors.

Fa:ility and organizational participants in the site
visits have echoed the concerns expresscd by the focus
group and public hearing participants. Other issues
explored during the site visits include incentives to
improve quality, use of outcomes data and review of
claims as quality indicators versus screens, internal
and e¢xternal motivations for quality assurance sys-
tems. quality assessment and assurance systems that
exterd beyond inpatient care and across seftings of
care, local versus national stindards, incorporating
patiet satisfaction and patiznt autonomy concerns
into the assessment process, and the effect of the local
health care environment (e.g., availability of health
care personnel and other resources) on quality of care.

STUDY SCHEDULE

From February 1o August 1989, the Committee will
consider the structure, topics, and areas of recom-
mendation for its final report, and the subcommuttees
will rove forward drafting major sections of the report.
The TAP wilil also be convened during this time. The
study schedule calls for an external review of the final
report to begin in early September 1989 and for the
final report to be submitted to Congress in January
1990. Dissemination activities will occur during the
first quarter of 1990.

STEVEN A. SCHROEDER, M.D., Study Comriittee Chair
University of California, San Francisco

KATHLEEN N. LoHr, Ph.D., Project Study Dire.tor
Institute of Medcine

Study Telephone:
202/334-2165

February 1989

4
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INSTITUTE OF MEDICINE
NATIONAL ACADEMY OF SCIENCES
2101 Constitution Avenue, N.W.
Washington, DC 20418

DESIGNING A STRATEGY FOR QUALITY REVIEW AND ASSURANCE IN MEDICARE

The Institute of Medicine (IOM) is conducting a
* two-year study 1o design a strategy for assessing and
assuring the quality of care in the Medicare program.
Support for the study is being provided by the Health
Care Financing Administration of the US Department
of Health and Human Services under a mandate from
the US Congress.

The main purpose of the study is to develop, within
a committee of experts, a recommended strategy for
quality review and assurance for Medicare beneficia-
ries in accordance with Section 9313 of the Omnibus
Budget Reconciliation Act of 1986 (P.L. 99-509).
**Among other items, the study shall—

(A) identify the appropriate considerations which
shoukd be used in defining *'quality of care';

(B) evaluate the relative roles of structure, process,
and outcome stankiards in assuring quality of care;

(C) develop prototype criteria and standards for
defining and measuring quality of care;

(D) evaluate the adequacy and focus of the current
methods for measuring, reviewing, and assuring quality
of care; .

(E) evaluate the current research on methodologies
for measuring quality of care, and suggest areas of
research needed for further progress;

(F) evaluate the adequacy and range of methods
available to correct or prevent identified problems with
quality of care;

(G) review mechanisms available for promoting,
coordinating, and supervising at the national level
quality review and assurance activities;

(H) develop general criteria which may be used in
establishing priorities in the allocation of funds and
personnel in reviewing and assuring quality of care."

The IOM has also been asked to conduct *'a study
of the adequacy of the standards used in hospitals, for
purposes of meeting [Medicare) conditions of partici-
pation . . ., in assuring the quality of services fur-
nished in hospitals’” (Sec. 9305 of P.L. 99-509). The
two studies will be performed together.

To fulfill these purposes, the IOM has appointed a
committee of diverse experts; under their guidance
and with the assistance of a technical advisory panel

the study will: (1) conduct a comprehensive assessment
of the current state of the art in quality review; {2)
conduct a broad evaluation of the procedures, costs,
and adequacy of existing and emerging quality assur-
ance mechanisms; (3) examine a number of related
issues, such as (a) professional and lay concepts,
definitions, and expectations about quality of care and
quality assurance, (b) past and present investment in
quality assurance programs a.xd resources, (c) gaps
and overlaps in administrative and other data that can
be used in quality assurance efforts, and (d) the
availability of reliable and clinically valid criteria and
standards by which to judge quality of care. In ac-
cordance with the legislation, the committee will also
pursue appropriate consultation with a number of
interested parties, including consumer and provider
groups, peer review organizations, the Joint Commis-
sion on Accreditation of Healthcare Organizations,
hospitals, professional societies, and private pur-
chasers of care.

Principal activities contributing to the deliberations
of the committee wilt include:

® two public hearings, to provide opportunities for
key organizations and constituencies to put their views
about quality of heaith care before the committee;

® site visits to health care organizations conducting
quality review, to provide the committee and staff with
first-hand experience with these activities and the
views of providers and to provide further understand-
ing of current and future activities by these institutions;

o focus groups among Medicare beneficiaries, to
explore major issues relating to attitudes, beliefs, and
concerns about quality of care among the elderly;

® staff and commissioned papers, including for in-
stance: definitions of quality of care; the current status
of measuring and assuring quality of care; exploration
of the major dimensions of concerns about quality of
care for the elderly now and in the future; the interface
between law and health care delivery and the legal
environment within which quality assurance must
function; ethical issues in quality of care; and how
changing medical record and information systems will
affect quality assessment and assurance.
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Finally, the committee will produce a comprehensive IV. QUALITY ASSURANCE PROGRAMS: AN
report that will be transmitted to the Secretary of INVENTORY
Health and Human Services and to the Congress. The V. QUALITY ASSURANCE STRATEGY FOR THE
provisional outline of the final report is as follows: FUTURE

I. CONTEXT: THE ENVIRONMENT FOR
QUALITY ASSESSMENT AND
ASSURANCE IN MEDICARE

. PROBLEM IDENTIFICATION: FUTURE
ISSUES OF QUALITY OF CARE IN
MEDICARE

lil. QUALITY ASSESSMENT METHODS

VI. A RESEARCH AGENDA FOR QUALITY
ASSESSMENT AND ASSURANCE
VIi. CONCLUSIONS AND RECOMMENDATIONS

Dissemination activities following release of the
report wili assure that the results of this study are
known to all appropriate audicnces.

STUDY COMMITTEE
STEVEN A. SCHROEDER, M.D., Chair
University of California. San Francisco

MARK R. CHASSIN, M.D.
The RAND Corporation

Leo M. CooNEY, M.D.
Yale-New Haven Hospital

ROBERT B. COPELAND, M.D.
Georgia Heart Clinic

MSGR. CHARLES J. FAHEY, M.S.W.
Fordham University

PAUL J. GRINER, M.D.
Univ of Rochester Medical Center

WirLtaMm S, HoFFMAN, Ph.D.
International Union UAW

ROBERT L. KANE, M.D.
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EFFECTIVENESS INITIATIVE CLINICAL WORKSHOP

Report to the Administrator,
Health Care Financing Administration
Department of Health and HRuman Sexrvices

ANTROQUCTION

n 1988, the Health Care Financing Administration (HCFA) of the U.S.
Department of Health and Human Sarvices proposed an Effectivencss
Initiative; its purpose is to bring the rescurces of Medicare to bear on
the question of what works in the practice of medicine. During this time,
HCFA consulted widely with many individuals and organizations in medicine,
health financing, and health sexvices and policy research for guidance on
this new program initiative.

In August, 1988, HCFA requested the Institute of Medicine, National
Academy of Sciences, to recammend clinical conditions that should receive
priority attention at the outset of the agency's proposed Effectivences
Initiative. This exphasis on the clinical comdition reflected a decision to
choose this unit of analysis rather than focus on specific procedures cx
technologies.

To discharge this task, the Institute appointed a camittee
according to National Academy of Sciences procedures (following a
collatnntlvamntatimhcbnmthamtimarﬂm) and camvened a

one~day workshop on Octcber 27, 1988, preceded by an opening session an the
evening of Octcber 26. The camittee was chaired by Kemneth I. Shine, M.D.,
Dean of the UCIA School of Medicine, ard carprised the physicians named in
the acoampanying roster.

The remainder of this report corweys the camittee's findings and
recamendations pursuant to our workshop deliberations. For a camplete
record of this project, see the Apperdix and its attachments.

COMATTTEE CHARGE
The camittes was charged with two responsibilities:

1. To recommerd to the HCFA Administrator a small number of clinical
conditions (three to five) to receive priarity in the early stages
of the Effectiveneas Initiative:

2. After nminating candidate clinical conditions for initial study in
the Effectivencss Initiative, to identify specific dimensions of
the management of those conditions that might receive attemtion.

The puposes of the Effectivensss Initiative for any given clinical
cordition can be mumarized as follows:

1. To assess the overall merit of campeting interventions;

2. To provide information that will:
a. bhelp clinicians in the management of their patients;
b. assist and improve the peer review process (e.g., of the

Medicare Peer Review Organizations [PROs)): amd
c. aid policy~sakers in allocating Medicare rescurces.
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We undarstand the sequence of steps for the Effectivensss Initiative
to be the following:

1. Monitoring of time tremds in the use of sarvices by the Medicare
population;

2. Analysis of geographic (population-besed) variations in the use of
sarvices ard in artoomes of care;

3. Assessment of interventions through four stepa:

(a) monitoring (as above),

(b) variations analysis (as above),

(c) clinical demonstrations and cbservational studies, amd
(d) randaomized clinical trials; amd

4. Feadback and education.

According to the comittee's understanding, HCFA will do several things
in making its databases available for the analysis of effectiveness. First,
it will use and improve its own databases as much as possible. Second, when

Madicare PROg as part of the Uniform Clinical Data Set effort) amd
infarmation collected directly from patients or other respandents (as part
of patient follow-up activities or surveys). Third, HCFA will collect and
improve data through both intrammral and extrammal projects. Finally, the
agercy will devote a portion of its resources to making data, whether
administrative or clinical, available to the research cammunity through
public use tapes and other means, including the proposed national data
resource center.

The camittee strongly supports this approach. We wish to udersocore
the view that initial assessments of any clinical prublem area camnot
provide satisfactary effectiveness data in the absence of prospective
assessments, even though these can and will be guided by retruspective
review of data. We also wvant to enphasize our particular concern that
interpretations of data concerning prevention, management, and
rehabilitation deperd critically on adequate risk-adjusted infarmation,
properly matched populations, corparison of alternative approaches, amd
valid endpoints other than mortality; that is, we believe that both the
potential utility and the limitations of the HCFA data sets must be clearly
understood and acknowledged.

One committee member drew the following analogy between the
Effectivensss Initiative and high-altitide cheervation of the earth: The
pmoassbegimvithanatauitaviwotﬂnmdatatoidmtifythenin
features of the scene that daserve closer attemtion. It is followed by U-2
sorveillance — a somewhat closer look at those selected area of the terrain
that might, for instance, include chart reviews by Medicare PROs. It
ultimately results in a focus for detailed low-level recormaissance based on
carefully designed clinical demonstration programe and trials. It was in
this context that the camittee was pleased to undertake its deliderations
and to xake its recamendations about the clinical corditions that would
provide, initially, the cppartunity for satellite cbeervation.

mwwidsamwtudmbw)mmmterhnforthemim,
IM and HCFA staff oxpiled a set of readings that was forwarded before the
woating (see Apperdix). In addition, IM staff developed a brief exercise
that was conpleted before the workshop. Its purpose was to identify a large
set of clinical conditions grouped by major organ systems and disease
catsgories,arﬂﬂmtopmwideamotmnwirqmmtobedim
at the workshop to a manageable few. HCFA staff also canpiled a large array
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of data tables on most of the conditions to be discussed; scme of this
material was distributed befoare the meeting and the remainder was made

available the day of the warkshop.

The workshop began with presentations on the effectiveness research
initiative by William L. Roper and Henry J. Krakauer of HCFA and a general
discussion of the criteria by which the clinical conditions should be
selected. Kathleen N. lohr of the IOM reviewed the hamework exercise. The
camittee then discussed the preliminary list of conditions, selected an
interim group of comditions, discussed that grogp in greater depth, and
chose the final set to be recamended to HCFA. We also briefly discussed
patient management cptions for “.e key conditions that we judged would be

to the Effectiveness Initiative. The executive session focused an
the final recommendations to be made to HCFA.

HomeworX Exercise

The homework exercise was conducted as a modified Delphi process, in
wmmmmmmewnommmmmmw
and then rate potentirl clinical corditions as to their probable importance
for the Effectiveness Initiative., IM staff generated a list of 42
diagnoses judged to represent the primary conditions that should be
considered for the Effectiveness Initiative (see Table 1). We ware then
asked to classify each of these coditions into ane of three categories:
(l)ustbemwedinﬁnuodcshopdlmim, (Z)probablyhpcrtantto
the HCFA program, and (3) can be dropped from further discuss.
miumtrictedmnmclassuymgmﬂnnlomiﬂasmmeﬂrst
(highest priority) category. The third step was to take the 10 (or fewer)
conditions we classified as of highest priority and rate them on an
"importance scale® ranging from 1 (highest importance to the Effectiveness
Initiative) to 5 (lowest importance). We returmed these sheets to IM
staff, who cappiled the results and reported on them at the meeting (see
Appendix for detailed memcs).

Of the 14 members of the camittee, 13 returned the classification and
rating sheets. In ocur initial response, we oollactively naminated 31
conditions as "must be includad,” including a 43rd condition (urinary
incontinence). Based on a simple count of votes, we fourd that 10
caﬂiumhadhamnoclmitieibyatlmtsixotchemittee angina,
breast cancer, acute myocardial infarction (10 votes each): prostatic
hypartthyw);hiptncmmudperiprmlmnardummnad\). and

ent ischemic attack (TIA) without coclusicn, Alzheimer's disease,
cutaractl and occlusion/stenceis of precerebral arteries (6 each).

when the importance ratings were analyzed, we determined with scme
simple scoring rules that 14 oconditions had clearly higher importance than
the remainder; they included all those listed above plus cardiovascular

disease, and gastrointestinal bleeding. These conditions — roughly
ﬂﬁ:dofﬂnoriqimllist—fomedamaetmwidxinltmwm
at the workshop were focused. A second round of voting on an intermediate
listing was also conducted during the workshop.

HCIA Data

AXlitional background materials were made available by staff of the
Health Standards and Quality Bureau (HSQB) of HCFA both befare and at the
meeting, in the form of two sets of tables that reflect the
capabilities of the HSQB/HCFA data files. The first set of data concermed
wonitoring of outoomes of medical interventions: the second was based on
information partly derived fram medical records.

The first seven tables listed below presented data on specific
axditions (in the categories of cardiovascular disease,
dima,nmxloaheletaldimden,m tory disease, genitourinary
disorders, and gastrointestinal disease); Tables 8-10 aggregated across
comditions but showed time trends; and Table 11 was a special analysis of
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caronary artery bypass graft surgery (CABG) and angioplasty. Specifically
ocovered ware the following topics:

1. Demographics andt mortality rates;

2. Fattems of morbidity: Time to first readmission within 12 months
(e.g., readmissions and relative risk of readmissions);:

3. Patterns of morbidity: Prior admissions within 12 months;

4. Patterns of morbidity: Readmissions within 30 days of first
discharge (e.g., percentage of persons at risk; readmissions for specific
causes, and length of stay and charges in readmissions);

5. Patterms of morbidity: Readmissions within 31-180 days of first
discharge (e.g., percentage of persans at risk; readmissions for specific
:zuses,arﬂlaqthotmymdd\axqasinmim;

6. Patterms of morbidity: Readmissions within 181-360 days of first
disqua(eq,motpaanatdsk;mmmrmciﬁc

, and length of stay and charges in readmissions);

7. Charges for medical care (e.g., total, hospital charges, and
charges for various other providers or settings):

8. CQumlative mortality rates;
9. Population-based mortality rates;
10. Year-to-year relative risks of dying after hospitalization; ard

11. Time trends in mortality rates and use of corunary
revascularization.

The second set of data jllustrated HCFA's effarts to acquire and
analyze data frum hospital medical records in special stidlies being done
through the Medicare PROs. It focused specifically on coronary artery
bypass graft surgery and balloon angioplasty, with special emphasis on risk
factors predictive of death or of rehospitalization.

In discharging our responsibilities, we based our deliberations on
ptanises and understandings that form the context for our specific

1. The workshop marks the beginmning of a planmning and implementation
process that will imvolve other clinical and research experts.

2. mnydiffmwinuofviawﬂlbehwlwdintheplamhqand
ixplementation of the Effectiveness Initiative. These will
include the major units of HCFA, other Federal agencies, and all
appropriate private sector carstituencies, such as the physician
and other provider camamities, insurance carriers, and academic
and other research teams.

3. The development of infarmation on ambulatory care, long-tem care,
and quality of care through the Medicare PROs and through extermal

admm&uuanmmmulqmimmtn@t
arise fram the Initiative; they can identify many problems
warranting greater irmestigation. Thus, we expect that HCFA will
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mwwgwrnmmmma
diagnosis-specific basis.

4. Data will need to be managed in a careful and responsible way.
This includes ths publication of firdings in peer-reviewed
jourmals ard the avoidance of premature release of information.

extermal review groups will be used extersively at

In recomsending clinical problem areas for further imvestigation,
8 considered the factors listed below. We also assumed that further
efinement of the list of clinical conditions and the selection of specific
onditions will use these criteria as well.

1. High prevalence of the illness in the elderly population and/cr in
particular subgroups of the elderly;

2. Burden of the illness on the elderly, characterized by,
instance, whether it is life-threatening, likely to pmdm major
impairment and disability, or likely to pose a saiocus decrement
to the person's health, well-being, and independence;

3. Substantial variation across geographic areas in the per-person use
o1 servicos for the condition (i.e., variation beyond that
explained by differences in patient characteristics or heaith
resaurces in the areas);

4. Substantial variation across gecgraphic areas or institutions in
the outromes of care for the condition (i.e., variation beyond
that explained by the differences in the severity of illness or
sociodemographic characteristics of patients):

5. Relatively high costs (to the Medicare program) of mimn:sl.ng for
theaervicaspu:widedtopaumtodiagrmearﬂ

6. Altermative strategies for managing the care of patients with the
cordition that are in dispute or reflect professional and clinical

uncertainty; amd

7. Reasanable availability of data to address key effectivences
qQuestions, either through HCFA's exdsting (or anticipahd)
adninistrative files or through special studies, mxveys, and
patient follow-up activities.

In additicn, we believe that three other areas of conocern should
receive attention in the Effectiverwes Initiative: screening and
prevention of illness; the mental ard emotional dimensions (anxiety and
dq:nuicn, cognitive functioning) of any ilinesses selected far irmdepth

; and clarification of tr differences between efficacy and
cttectivama We are especially concerned that special attention needs to
be given to the generation and use of reliable and valid cutcome measures
that relate to finctional status and quality of life.

m,wmwmmwamﬁmmam
specific stidies on particular kinds of illnesses can prov. as prototypes
frr ways to examine other problems. Thus, we have sought to identify acute
, chronic diseases, amd ailments treated by sugery or other
ptccaﬂmﬂatoaﬂdhemidemd relatively "clearaut® — i.e., nadﬂy
Mti;bh, with straightforward etioclogies, relative hamogensity

e



We reccmmend five clinical problem areas as the highest-pricrity
caditions for initial investigations of the Effectiveness Initiative; we
further reccemend a secord tier of clinical conditions that could receive
later attention (Table 2). Within the two tiers, the diagncses are not
listed in any priority order, because the precise crdering differed
according to the measure of importance used.

The top five canditions are the following: angina (stable amd
unstable)}; acute myocardial infarction; carcincma of the hreast; congestive
heart failure; and hip fracture. As the differences in ascoorded
all five conditione are relatively minor, we view them as having
essentially equivalent priority. Selecting amoyy them should be done on
other gromds, such as ey management options of interest and advice fiam
research methods experts.

Imeediately following are scme specific points raised about the top
five conditicins. We believe that all five conditions meet most if not all
of the criteria for selection enumerated earlier, especially prevalence and
cost. In reaching this conclusion, we relied on three bodies of

‘armation: the clinical and research expertise of the camittee mambers,
the results of the hamework exercise and the discussion and subsequent votes
Aring the workshop, and the data made available by HCFA staff at the
warkshop (which we assume are widely accessible throughout the agency) .

The fact that three of the corditions are cardiovascular reflects in
part their considerable contribution to overall morbidity and mortality in
addition to mumerous other questions suggested dbelow. For example, angima

adlition is associated with high levels of disability and markedly shortensd
life expectancy. Hip fracture, by contrast, has low mortality but high
potential for disability; it also presents issues in
rehabilitation and long term care. At least three of these

ailments (angina, acute myocardial infarction, and hreast cancer) also offer
a very good basis for studying how a disease is or should be approached at

As wentioned earlier, we also discussed scme of the key patient
issues relevant to these conditions — preventiory/screening,

instance, at the proposed meeting of research methods

Aarte Myvocardial Infarction -

We selected acute myocardial infarction for several reasons in addition
to the major criteria already mentioned. First, this condition can be very
disabling for some individuals yet not for others. Secand, this
upredictability of individual outcome (given that a patient survives the
aarte event) and response to both diagnosis and therapy is itself a
wortiamiile topic of investigation. Third, new therapies and new data are
bringing abaut great changes and variations in previcusly established
practice patterns.
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Other important dimensions to this condition include: (a) p:wmtim
= prognosis and role of exercice; (b) spesd of diagosis, resuscitation
initiation of treatment, transport to sites of definitive care (e.q., use of
helicopters, pre-hospital cardiac interventions, etc.): (c)
issues (especially those pertinent to elderly or very elderly patients):
(d) use of pharsacologic agents (e.q., , anti-arrhytimics,
anti-platelet agents); (e) catheterization; (f) mugery issues (namely,
angioplasty versus bypass); (g) locus of care; (h) rehabilitation (cardiac;
ml)r (1) dinbu.:i.ﬂty(;t)u quality of life (mmm work or

Yy functioning); psychological aspects , treatment,
and pmgnoub and degzession).

Angina

In addition to meeting the major selection criteria noted above, angina
is considered an important study condition because it offers good,
disputable altermatives to management. Rmicm-mnotinm
about the prefersble approaches, and thus good effectiveness analyses offer
pramise for changing practice patterns. It has a great deal of impact on
Mﬂityuﬂpati«xtmmm Angina as a clinical syndrome
presents a large set of diagnostic issues, such as the comparative utility
or desirability of noninvasive and invasive tests.

Key topics for possible investigation inclule: (a) risk factors;

(b) diagnostic issues: (stress tests, angiogram, and muclear testing):;

{c) secondary testing to assess prognosis and to mxdify treatment regimens;

() treatment issues, including [1] irvasive options (angioplasty vs
coronary artery bypass surgery), [2) medical treatment versus irvasive

ﬂnmpy [3) hospitalization questions (threshold for hospitalization, use

of intersive care, length of stay); and (e) disability and quality of life

with various therapautic regimens.

Breast Cancex

Apart from the main selection criteria, we conclude that breast cancer
takes on added importance because its incidence rises with age; this has
special implications for morbidity and mortality in the elderly population
as it becomes increasingly aged and more predominantly female. This is the
only cancer diagnosis chosen. We believe that it can serve as a model for
HCFA studies of similar diagnosis and management strategies in other
necplastic disease.

Other cemtyal topics deserving investigation include: (a) ecreening
issues (e.g., who should be screened, how often, etc.):; (b) altermative

approaches to diagnosis (e.g., mammography, examination, biopsy: use of

mammography for diagnosis versus just for screening); (c) staging of
disease; (d) therapeutic approaches, such as (1] medical versus surgical
ons; [2) altemative murgical options (e.g., how extensive (i.e.,
radical) should surgery be in elderly women): (3] use of radioclogy:; ([4) use
of adjuvant chemotherapy; (e) rehabilitation issues, including use and type
protheses; and (f) emotional (depression and amdety)
gongestive Heaxt Fajlure

of already noted). We
believe that studying such a condition might be difficult solely with
existing HCFA data; hence, part of the rationale for including such a

:
]
i
§
:
;
g
;
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We believe congestive heart failure is scmsshat more useful as a study
condition than pneumonia becsuse it is a dronic condition, is scmewhat less
in its range of etiologies, and is less often a complication

of another major (but unrelated) ailment. It is the most comaon medical
mfwl@iﬁliutimm:uhﬂimpqxﬂaﬂmuﬂmotﬁnm
comacn reasons for hospital (often repeated admissione) in the last
year of life. m,malmml\ﬂ-ﬂmitoftmawmmpom

for studying issues ortduuucillmuinthlmyarofnt-.
Axong tha tcpiaﬂntvcumastmldbomxudmth.

following: (a) ptwmtim (e.qg., treatment of hypertension);

(b) disgnostic issues and eticlogy of illness; (c) medications options,

including use of digitalis, vasodilators, and other, newer pharmacologic
m (d) surgical therapies, including heart transplant; (e) locus of
wdofhoupimmum and (f) Whtausofpati-rtur
midmmummwwnuo diagnostic and tharapeutic
interventions for severely ill patients or those in the last year of life.

Hip Fracture

Hip fracture is the fifth condition we recommend for early
irvestigation because of its overall high ranking on the major selection
criteria. Because this is almost exclusively a disease of the elderly,
because there is great consensus about the diagnosis, because it is
universally treated in hospital, and because scme loang-term—care data will
be avajlable, we believe that hip fracture offers a good test of what the
HCFA data bases and systems can do. In addition, in our judgment, no clear
consensus exists about certain aspects of the treatment of hip fracture;
these areas of contention include length of hospital stay; surgical options
(pinning, replacing the femoral head, ocorplete hip replacement); and

Other key topics include: (a) prevention (e.g., of ostecporosis; of
falls; etc.); (b) rehabilitation (prototype programs; short-tem and long-

secordary
emboli, urinary tract infection, memmias)' and (e) sociceconamic issues
hospitalization).

. arteries
the five discussed just above, these conditions were clarly distinguishable
from the remaining 30-plus conditions on the ariginal 1ist (Table 1).

Cataracts were viewed &s an important area for investigation in part
because this progressive disease entity can have a considerable impact on
functioning and a patient's ability to carry out crdinary activities.
Functional states and patient satisfaction are the most
end-points, not conventional morbidity or mortality statistics. In this
m,mmmmmnmmmu,mwuammﬁu

be required. Arthermore, although the diagnosis of cataracts may be quite
clearcut, the decision of when to intervene mugically is not. . Major
uestions are raised about the locus of care (cutpatient versus
surgery) and the criteria that should be used in choosing the site for
mrgu‘y. rinally, it clearly acoamts for major expenditures by the
Medicere prograa.

Degressive ve disorders present other special considerations warranting
investigation: Despite the fact that special groups among the elderly may
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at extxa risk for depression, (e.q., loss of spouse, female uving alma,
poverty statis) we do believe that pcpnaumatriskh

every elderly person. Detection amd acowrate diagncsis is apu—tioulnr
problem; it may be a jatrogenic problem in cases where prescription drugs
are overused or misapplied; it can be an adjunct to other serious illness
ard a major cause of morbidity in its own right. In addition, it is treated
principally in the ambulatory setting, by formal mental health practitioners
and non-mental-health specialists. This condition thus represents another
nodel for additional data collection and use of other functiomal end points.

Prostatic hypertrophy/hyperplasia offers mmercus questions for

¥

concluded that it probably did not merit inclusim in the top five
canditions recamended for the HCFA Effectiveness Initiative.

Finally, we cambined two of the ariginal corditions (see conditions 12
ard 13 an Table 1) to farm the diagnostic category of transient ischemic
attack (TIA) with or without occlusion, believing that that entity is more

bacause of the controversies on and therapy (e.g., the
use of carctid ). It poses scme issues similar to
ranagement of acute and chronic ccronary disease (i.e., myocardial

management, and rehabjlitation to warrant individual attention.



diagnosis
cordition areas. (No priority crder should be infexrred.) Specific
procedures related to cne or ancther of these diagnoses are not listed here.

DIAGNOSTIC CIASS AND CLINICAL CONDITION

1. CARDIOVASCUIAR/CIRQUIATORY DISEASE

1. Angina (stable and unstable)
2. Acute myocardial infarction
3. Valvular heart disease

4. Oongestive heart failure

Hypertension
6. Bradycardia anmd corxduction defects
8. Aartic Aneurysm
. c
8.a Abdaminal
8.b Tharacic
9. Feripheral vascular disease
10. Deep vein thrombophlebitis
I, CEREBROVASCULAR DISEASE
11. Cerebrovascular accident/stroke other than TIAs

12. Transient ischemia attack without oocclusion
13. Occlusion/stencsis of precerebral arteries
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YII. MOSCULOSKFIETAL DISHSE

30. Ostecporosis
31. Degenerative joint disease (cstecarthritis/cstecarthrosis)
32. Hip fracture

YIII, GENITOURINARY DISFASES
33, m/\xrimry tract infect.on (pyelonephritis, cystitis)

34. Kidhey stones
35. Prostatic hyperplasia/trophy

infarction
An;ina (stable and unstable)

Breast cancer
axqestivehurt failure
Hip fracture

SEOND TIIR
Cataracts

Depressive disarders
Prostatic

hypertrophy
Tearsient ischemic attack with or withaut occlusion or stencsis of the
precerebyal arteries
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BENEFICIARY ISSUES IN MEDICARE

f

Presented by:

MARILYN MOON, DIRECTOR
PUBLIC POLICY INSTITUTE

February 28, 1989

Medicare beneficiaries are very much like health care
consumers of all ages: they want high gquality health care
delivered simply and humanely at the lowest possible cost. The
enactment of Medicare in 1965 went a long way to ensure that
Americans over age 65 would have access to mainstream medical
care at an affordable cost. Medicare continues to be ‘an
enormously popular program that offers much to the aged and
disabled persons it serves. Nonetheless, the goals of quality,
reasonableness, simplicity and low cost are not always achieved.

In my testimony, I will first focus on these areas of what

beneficiaries want and then conclude by discussing what Medicare

in turn can reasonably demand of its beneficiaries.

ASSURING QUALITY AND FEASCNABLENESS

The implicit assumption of Medicare when it was established
was to assure gquality by restricting Medicare to a financing
program and relying upon the same system of delivery of care
enjoyed by those with private insurance or independent means.
Indeed, reimbursemernt for health care providers was set up to be
as much like private insurance as possible.

In the 1980s, two concurrent questions have been raised
that affect the quality of care delivered under Medicare: 1)
what exactly is quality care for all health care users, and 2)
how can we contain costs?

The first question has led to research about how to ensure

quality for everyone, including problems that might arise from
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receipt of too.much care, use of inappropriate services, and
technical errors or poor skills of providers.

The efforts to contain costs have indirectly raised concern
about quality problems that arise when less than the traditional
amount of care is offered. Problems stemming from early
discharges frr elderly patients who may not be ready to leave
the hospital, fér exanple, have often been blamed on iﬁe changes
that occurred in the way that Medicare now reimburses hospitals.
Current discussions about physician payment reform raise similar
concerns about the prospects for physicians scrimping on care to
their older or disabled patients, or simply refusing to take
Medicare patients if physicians are paid less than for treating
other patients. Finally, the gaps in coverage under Medicare
also raise the spectre of distorting the way in which care is
delivered. The problem arises because of a lack of coverage for
continuing care for those with chronic conditions, often after a
hospitalization. Rehabilitation for hip fracture patients or
stroke patients provide particularly telling examples.

Beneficiaries, when surveyed, express little concern over
the technical quality of care. They generally indicate faith in
their own doctors and in the treatment they have received. They
are concerned about quality issues that arise over gaps in
coverage, and cost containment-related problems. That is, they
point to the lack of coverage for long term care and the lack of
drug coverage if you ask them open-ended questions about what is
wrong with Medicare. To many beneficiaries, the artificial
boundaries between acute and chronic health problems make no
sense; they know they need certain types of care and wish the
system would meet all their needs.

While some label this a quality issue, it might better fit
under the heading of "reascnableness": care delivered when and
where it is needed. People are dissatisfied with what they view
as arbitrary limits. This is certainly a problem in the areas of

long term care and preventive services. Again, beneficiaries

e ——
P
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often do not understand why tests that their doctor recommends
will not be covered. Would a "reasonable" system deny preventive
care that may help one avoid costly and painful health care
problens? i

Another element of reasonableness to beneficiaries is the
ability to choose their own physicians. This is probably one
reason why managed care options have been relatively slow to
take hold among older patients.

Most efforts to improve the quality of care or make the
system more reasonable for Medicare beneficiaries would require
additional resources, particularly if the amount of care provided
is expanded. But one reason so much attention is now being
directed at the appropriateness of services issue is that at
least in a few cases we night be able to meet two goals at once:
cutting the costs of care while eliminating unnecessary services
that harm the patient. Unfortunately, no simple inexpensive

solution loonms immediately on the horizon.

SIMPLICITY

The complexity of the Medicare program also ranks as a major
concern of Medicare beneficiaries. It offers a bewildefinq maze
of benefits and a maddening world of payment and billing that
even persons experienced in the world of bureaucratic language
and health care claims can not decipher. New businesses are
springing up, offering individuals assistance in filling out
Medicare forms--often for as much as $25 a form. A survey
conducted by the Physician Paymant Review Commission found that a
third of beneficiaries could not calculate their out-of-pocket
liability from the forms they received from the federal
government and an even larger percentage did not understand the
concept of assignment. And anecdotally, I know any number of
health care professionals whose confidence is shaken when asked
to help friends or relatives deal with the system.

The problem exists on several levels. Forms indicating what
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is covered and what will be paid by Medicare confuse
beneficiaries. They often do not know why coverage was denied.
Consequently, they can not easily appeal a denial, and in some
cases may not even know of the existence of that option. And we
know that variations across intermediaries and carriers often
result in enormous regional inconsistencies in this "national"
program. Services routinely covered in one area will be denied
in another.

Moreover, since the system is not clear even to many of the
providers, care may not be delivered in some cases on the
misperception that it would not be covered by Medicare. This
"confusion" can sometimes be used as an excuse, such as in the
false claim that "your Medicare days are up and you have to leave
the hospital" often made to beneficiaries. Such problems do not
only mean that beneficiaries may find the financing bewildering,
but also that appropriate care may be withheld.

This area, in particular, is one where Medicare could
improve its standing in the eyes of beneficiaries with little
added cost. Mechanisms to clarify forms, to ensure uniformity of
coverage decisions, and to educate both consumers and providers
of health care services could help improve the system. Managed
care options could also help here and, indeed, that is why some
beneficiaries have joined Health Maintenance Organizations
(HMOs) . Until better precautions to protect guality are
established within the HMO program, hcwever, this approach
remains problematic. Physicians might be required to file,
without charge, all claims. Claims processing should be
streamlined to reduce burdens on both patients and health care

professionals.

OUT-OF-POCKET COSTS
The last area of great concern to beneficiaries is the costs
that they must bear, not only in terms of the required payments

for Medicare services, but also for services not covered by
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Medicare. Again, if you ask beneficiaries what they are
concerned about, they will likely cite cost problems before they
cite quality-of-care issues. Although the introduction of
Medicare relieved older Americans of enormous financial burden in
1965, rising costs have resulted beneficiaries devoting an equal
share of their incomes to out-of-pocket health care costs.

While considerable attention is devoted to the rapid growth
in the costs of Medicare, burdens on beneficiaries also have
grown steadily. Over the period between 1980 and 1987, the
inflation-adjusted ("real") costs of the Medicare program grew by
50 percent. During that same period, real per capita out-of-
pocket costs for Medicare services (including Part B premiums)
rose by 49 percent. Average incomes per capita for persons 65
and older grew by only 18.5 percent after adjusting for
inflation.

The same calculations for 1980 through 1988 indicate that
per capita Medicare beneficiary burdens grew even faster than the
per capita costs of Medicare to the federal government. The
enormous increase in the Part B premium is largely responsible
for that shift.

In large measure, the increased costs to both Medicare
beneficiaries and the federal government reflect the overall
health care price inflation. Health care cost increases for
everyone continue to rise at more than twice the rate of general
inflation. Since 1980, for example, every separate health
component of the consumer price index has been above the overall
index for all goods and services each year (see Chart 1). That
means that not only does the federal government's costs for
Medicare rise, but the burdens on beneficiaries are also going
up--and at a rate considerably in excess of their growth in
incomes. The beneficiary burden has risen because some of the
government's cost containment efforts during the 1980s shifted an
increasing burden onto the patients. Higher deductibles and

premiums raised the beneficiary burdens above what they would
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otherwise have been. (See Charts 2 and 3 for an indication of
the source of growth in Medicare out-of-pocket costs).

If, instead of averages, we focus on a single individual,
the statistics would be even more compelling. 1Incomes to those
already over age 65 tend to just about keep pace with inflation
and in the case of widows, for example, incomes can fall Sehihd
the rate of inflation. And for individuals who are aging, the
burden of Medicare out-of-pocket costs grow faster over time than
the overall averages for persons 65 and over. Not only do such
individuals face the effects of inflation and increased
deductibles and premiums, but their use of services also
contributes to higher burdens.

Finally, the charts shown here focus on the costs to
beneficiaries of Medicare covered services. Other services have
also been rising rapidly. Drugs, for example, often lead the
list of consumer price increases. Health Care Financing
Administration data indicate that the average elderly Medicare
beneficiary would have approximately 17 presriptions at a cost of
about $360 per year.

The catastrophic act passed last year will certainly help
the distribution of burdens on disabled and older Americans,
providing relief to those with lower incomes. But because it is
fully paid for by beneficiaries, the overall average burden on
beneficiaries will not fall as a result of catastrophic. It is
designed to be an offset only.

Relief of the cost burdens on Medicare beneficiaries would
likely be expensive to the rest of society, unless efforts in
areas such as cost containment or appropriateness studies prove
effective in holding down costs to everyone. To help
beneficiaries, cost containment efforts must find ways to reduce
payments to provider§ that do not jeopardize the quality of care
to beneficlaries or indirectly shift more costs onto them. Thus
far this has not proved an easy task. The hospital DRG systenm,

for example, has seemed to reduce some unnece<cary care, but also
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may have harmed quality in some instances and passed on post-
hospital recuperative costs to patients discharged earlier than
before.

The new emphasis on studying the appropriateness of care as
a way of reducing medical costs over time offers some legitimate
promise and perhaps too much short term enthusiasm. Much remains
to be done to determine both the appropriate norms of care and
how to reasonably integrate such knowledge into current medical
practice. This "solution" is likely to be one that will not reap

benefits until many years into the future.

BENEFICIARIES' RESPONSIBILITIES

Medicare beneficiaires cannot and should not be passive
observers of the many changes that will be needed in the changes
that will be forthcoming in Medicare. Health care consumers in
general need to take a more active role in the treatment they
receive and in responsibly recognizing that more is not always
better in our health care systen.

In addition to the new buzzword of "appropriateness", those
who seek a quick solution to the health care cost problems we
face often talk about "patient-induced demand". We sometimes
hear providers lament that it is the patient who demands extra
tests and procedures, who visits the physician inappropriately,
who thus unnecessarily increases use of health care. Some of

those claims are undoubtedly coriect. But to carry this to its

-

logical extreme implies both that the health care professionals
are doing little to educate their patients or exercise their own
judgement, and that we all know the right type and amount of such
care.

One outgrowth of the claim that patients are the source of
health care cost increases is the proposal to raise further the
out-of-pocket costs that beneficiaries pay. As noted above, that
burden is already considerable, however. And studies by the Rand

Corporation have found that while higher cost-sharing reduces the
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amount of care consumed, the reduction is just as likely to come
from necessary care as from unnecessary care. Patients are just
not in a position to be able to make good judgements about the
care that will be efficacious. Thus, because of the burdens of
existing cost-sharing and the problems with making good choices,
a more effective approach may be to try to influence public
opinion and awareness.

Patient education should be a strong component of our
efforts to improve health care in the future, but it is surely
premature to blame the patients for not knowing what the
professionals themselves do not yet know. We could certainly
learn from the other industrialized countries that depend less on
treatment and who seem to enjoy similar levels of health status.

More care is not always better. Some of the growing
dissatisfaction with health care in the United States may already
be moving us in that direction, but we should not expect changes
in attitudes overnight. And we should not believe that older
Americans will lead that vanguard. I would look first to
changing attitudes among younger people less committed to our

current health care norms.

CONCLUSION

The Medicare system stands at an important crossrocad. The
cost containment efforts of the 1980s and the continuing rise in
health care costs, the growing awareness about the lack of
coverage for long term care, and the scrutiny being given to
quality of care improvements throughout our health care systenm,
suggest that the future will hold considerable change. A major
challenge in that process of change will be to protect the
integrity of what has been an extremely successéul and popular
program by keeping the interests of beneficiaries as a primary
concern. Certainly the problems of government financing of the
system and provider acceptance are also crucial, but Medicare was
established to fill an important need in the health care of our
oldest and sickest citizens. We should not lose sight of their

needs and concerns.

e
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Donald A. Young, M.D.
Executive Director
Prospective Payment Assessment Commission

Thank you, Mr. Chairman, for inviting me to testify this morning.
I am Dr. Donald Young, Executive Director of the Prospective

Payment Assessment Commission (ProPAC).

As you know, ProPAC is an independent agency established to
assist Congress and the Secretary of Health and Human Services in
monitoring and updating Medicare's hospital prospective payment
system (PPS).

The Medicare PPS, which is used to pay most hospitals for
inpatient services furnished to Medicare beneficiaries, has bean
in place for over five years. The move from cost-based
reimbursement to PPS offered new opportunities and challenges to
the government and to hospitals. Many of the opportunities as

well as the challenges remain with us today.

My testimony covers three major areas. First, I briefly deléribc
how PPS works, including the annual updating of payments and the
policy aveas that affect the distribution of paynents‘io
hospitals. These issues are sufficiently complex that even those
of us who work with them every day have a difficult time keeping
up. As I point out, however, these policies are very important
in ensuring that Medicare policy is fair to all hospitals.

Next, I summarize some of the effects of PPS on the Medicare
program and hospitals over the past 5 years. During this time
the rate of increase in Medicare expenditures for inpatient
hospital services has moderated, due primarily to a decrease in
hospital admissions. At the same time, while hospitals did well

financially in the early years of PPS, more recently their

'Y
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financial condition has deteriorated. This is related in part to
constraints on Medicare payments. But it is also due to

continued large cost increases.

Finally, I conclude with a brief discussion of important issues
that affect tna relative dis;rlbution of hospital payments. The
most visible of these in recent years has been the different
update factors that have been applied to rural and urban

hospitals.

Since the enactment of the Medicare program in 1965, our nation
has experienced an unprecedented increase in health care
spending, much of it for inpatient hospital services. This
growth in spending is displayed in EXHIBIT 1.

Medicare's PPS was enacted in April 1983 in part to control
expenditures by giving hospitals financial incentives to improve
efficiency and productivity in the delivery of services.

There have been numerous legislative and regulatory modifications
to PPS since its enactment. Adjustments are necessary to update
the system and to correct problems which have been identified.
Many of the changes have also been made in the context of our
nation's budget deficit. As a result, these changes may have
major financial and other consequences for the Medicare program,
hospitals and Medicare beneficiaries. Therefore, I would like to

very briefly describe some of the details of PPS.

FUNCTIONING OF PP§
PPS works by setting in advance the payment amount a hospital

will receive for each patient discharged. 1In order to set the
payment amount, each patient is assigned to one of about 475
diagnosis related groups - called DRGa. This asaignment is based
on the patient's diagnosis and in scwe cases the surgical

procedure performed during the admission. Each DRG has a weight
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that indicates tha relative costliness of tiae DRG comparad with

all others.

The payment to a hospital is determined by multiplying the DRG
waight by a dollar figure called the scandardized amount.

Because hospitals in different geographical areas have different
cost experiences, ths Medicare program currently uses three
different standardized amounts. There is one amount for rural
hospitals, a second for urban hospitals in areas with more than a
million people and a third for hospitals in other urban areas.
The payment amounts are further adjusted by a wage index
reflecting labor costs in the hospital's particulaé labor market
area. Additional payment may be made to reflect added costs
relatéd to teaching interns and residents, added costs related to
furnishing services to a high proportion of poor patients, and
for cases, called "outliers", with extremely high costs or long
length of stay.

The three standardized amounts are to be updated each year to
reflect the increased costs of goods and services hospitals
purchase (measured by the market basket), sclentific and
technologic advances that improve quality of care, and hospital
productivity. The update factor also is adjusted to reflect the

mix and complexity of cases hospitals treat.

In recent years rural hospitals received higher updates than
urban hospitals. And hospitals in large urban areas have
received higher updates than other urban hoséitals. In all
cases, however, the debate concerning the level of the update
factore, as well as many other changes, has been influenced by

concerns related to the Federal deficit.

EFFECTS OF PPS AND OTHER CHANGES
Next, Mr. Chairman, I would like to briefly describa some of the

e



169

affects of PPS on the Medicare program and on hospitals. As you
can see in EXHIBIT 2, the annual growth rate of Medicare spending
for inpatient hospital services has slowed significantly in the
past 5 years. In fact in 1986 and 1987 there was actually a
decrease in expenditures, when you remove the effects of
inflation and control for the growth in the number of Medicare
anrollees. Total Medicare expenditure growth has also declined
from an annual rate of about 8% to an annual rate of about 4%.
Again, these figures remove the effects of inflation and of

growth in the Medicare population.

At the sama time, however, the growth of services other than

inpatient care continues at very high annual rates.

The decrease in the rate of growth of hospital spending during
the PPS years is due, in part, to the very significant decrease
in hospital admissions. As you can see in EXHIBIT 3, howaver,

hospital admissions are again increasing.

The decrease in the growth rate of spending is also due to the
significant constraints in Medicare payments to hospitals in‘
recent years. Information on hospital costs and revenues for
Medicare patients is shown in EXHIBITS 4 and 5. As you can ses,
ia the early years of PPS, revenues greatly exceeded the rate of
inflation as measured by the hospital market basket. Since then,
however, revenue per case has grown only slightly faster than the

market bagket.

EXHIBIT ¢ also illustrates a second very important finding. As I
mentioned earlier, each year hospital payments are updated to
account for inflation and other factors. The hospital industry
enphasizes that these updates have been consistently less than
the rate of inflation. Wnile this is true, PPS increases in
payments per case have always been substantially higher than the

96-926 ~ 89 - 7
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PPS updates, although this difference is less significant now
than four years ago. Payments to hospitals have in:reased faster
than the update factor because the paymente automatically
increase as the reported mix of patients across DRG becomes more
complex. As a result, the so-called hospital case-mix index
(CMI) rises. ProPAC's calculations indicate that for the first
five years of PPS, hospitals received an increase of 11% in
payments based on update factors and other policy changes, but
additional payments of 21.5% from increases related to case-amix

change.

In addition, Mr. Chairman, I want to leave you with another
important message. That message has to do with the large growth
of hospital costs per case that we and others have documented.

In the first year of PPS, Maedicare cost per case increased on
average 2.2%. Since then, however, costs per case have increased

on average over 10% a year.

A frequently used measure of hospital financial condition is the
hospital's margin or profit. The margin is calculated using
hospital costs and revenues. During the first two years of PPS,
Medicare payments to hospitals were quite generous compared to
costs. As a result, most hospitals experienced very high margins

or profits. This is shown in EXHIBIT 6.

All uf this has changed in the past 3 years. FExpenses have grown

more rapidly than revenues and as a result, hospital margins are

dropping.

ProPAC's analysis indicates that average first and second year
PPS operating margins exceeded 14%. PPS margins fell to about 9%
and then to 4.5% in the third and fourth years of PPS. We
believe that the average PPS margin was about zero for tiscal

year 1988, when hospitals began their fifth year on PPS. And
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while this is just a guess, it is likely that the overall PPS

margin for fiscal year 1989 will fall below zero.

The information I have just given you is based on average
margins. Another concern, however, is that overall average
margins mask significant variations at the individual .hospital
level. While some individual hospitals continue to have
relatively high profits, others have had consistently low or
negative margins. For some hospitals, these operating losses may
jeopardize survival if they continue. Recently, in fact, an

- increasing number of hospitals have indeed closed.

ROSPITAL VARIATIONS

This variation in hospital financial condition leads me to the
third major area I would like to discuss today. Medicare's PPS
is based on a system of averaging. Not all hospitals and

patients are average, however.

Recognizing these differences, PPS adjusts for many factors such
as the complexity of cases, geographic location (urban or rural)
labor costs, and other factors. Special adjustments are also -

mandated for costs associated with medical education and serving

a significant number of low income patients.

The PPS statute recognized a long history of different costs in
urban and rural hospitals by proQiding for separate urban and
rural payment amounts. In the years following enactment of PPS,
differences in the experiences of these types of hospitals led to
decisions to provide separate update factors for urban and rural
hospitals. More recently, a separate update factor has also bsen
provided for hospitals in large urban areas with more than a

),

million people.

Differential updates, however, are a verv imprecise method of
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adjusting for differences among groups of hospitals. Therefore,
there have been other legislative and administrative activities
to refine payments to better raflect these differences. It is
especially important in a constrained budget environment to
examine the policies that determine how Medicare dollars are

distributed among hospitals.

We also must do much more research to understand why geographic
location and other hospital characteristics are associated with
higher costs. A fundamental question for Congress, the
Administration and ProPAC to continue to address is the extent to
which Medicare PPS sheuld continue to be modified to recognize

these unexplained cost differences.

In addition to using the update factor to achieve equity among
groups of hospitals, improvements are necessary in the definition
of hospital labor market areas and in the wage index used to
adjust payments based on hospital's labor costs. We need further
analysis of the costs of teaching interns and residents, the
costs of treating a high portion of poor peopl; and, the costs of

sutlier cases.

A complete examination of hoapital payment equity should go
beyond studies of current PPS payment policies. Many other
tactors contribute to the overall financial conditions of
hospitals. The Medicare program should not be expected to solve
all financial problems facing the hospital industry. But other
issues, such as the impact of the uninsured population,
potentially affects continued access to care for all Americans

and should not be ignored.
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SUMMARY

In summary, Mr. Chairman, PPS has met many, but not all of the
goals envisioned when it was enacted. The rate of increase in
payments for hospital services has slowed, due to a decrease in

hospital admissions and to constrained payments.

PPS experience indicates that when controls are placed on
expenditures in one setting, the expenditures increase in less
controlled settings. Thus, decreased inpatient hospital
admissions have been accompanied by substantial growth of
expenditures in outpatient hospital and other ambulatory

settings.

Recently, hospital financial condition has deteriorated, in part
due to sustained increases in costs per case. The financial
distress of certain hospitals has been especially severe and we

are seeing an increasing number of closures.

We must, therefore, continue to carefully sxamine and iodify the
components of the PPS payment formula to ensure that our policies
are fair to all hospitals. I would be pleased to answer any

questions.
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EXHIBIT Il
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COMMUNI CAT10ONS

Association of High Medicare Hospitals

Submitted to

Committee on Finance
Subcommittee on Health
0.8. Senate

Hearing on Overview of Medicare Program
March 3, 1989

This statement is submitted by the Association of High Medicare
Hospitals (AHMH) , an organization representing hospitals
concentrating in the care of the aged. AHMH nmembers have a
Medicare utilization of 65 percent or more of total inpatient
days. The Association welcomes this opportunity to present our
views on Medicare hospital payment issues, because our analysis
of Medicare hospital cost report data indicates that hospitals
with a Medicare wutilization of this magnitude have average
Medicare operating margins considerably lower than those of
hospitals with a lower level of Medicare utilization,.

HIGH MEDICARE HOSPITAL CHARACTERISTICS

Based on Medicare hospital data, there are approximately 380
hospitals that meet the definition of high Medicare hospitals

—adopted by the Association, accounting for approximately 4.2
percent of total Medicare prospective payment revenues. About 30
percent of these hospitals are urban, and about 70 percent are
rural. Of the urban high Medicare facilities, about 45 percent
are under 100 beds, while about 54 percent have 100 to 404
beds. 1In the case of the rural high Medicare hospitals, about 96
percent of them have less than 100 beds.

High Medicare hospitals are found in all nine census regions.
About 3 percent of these facilities are teaching hospitals, and
about 5 percent currently qualify as hospitals serving a
disproportionate share of low income patients.

PROBLEMS FACED BY HIGH MEDICARE HOSPITALS

Hospitals serving an unusually high proportion of Medicare
beneficiaries are particularly vulnerable to the imprecision and
limitations inherent in the present prospective payment system,
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which have been exacerbated by the recent budget constraints
imposed on Medicare hospital payment.

Lower Average Medicare Margins

High Medicare hospitals have average Medicare operating margins
significantly lower than those of all hospitals. Moreover, these
margins are declining. Por example, preliminary calculations
indicate that in the third year of Medicare's hospital
prospective payment system (PPS), i.e. hospital accounting years
beginning October 1, 1985 through September 30, 1986, the average
Medicare operating margin for all hospitals was 8.1 percent,
while that for all high Medicare hospitals was 3.9 percent,
Projections provided to the Association by the Consolidated
Consulting Croup -- based on the best information available at
the time -- show average operating or "profit" margins in fiscal
year 1987 for all hospitals of 6.9 percent compared to an average
Medicare loss of 2.0 percent for all high Medicare hospitals.

Actual Medicare data and the projections for fiscal year 1987
reveal average Medicare operating margins for both the urban and
rural high Medicare hospitals significantly 1lower than the
respective margins of all urban or all rural hospitals. For
example, projections for fiscal year 1987 show that average
Medicare operating margins for urban high Medicare hospitals are
9.2 percentage points lower than for all urban hospitals (-1.0
percent for urban high Medicare hospitals vs. 8.2 percent for all
urban hospitals), and that rural high Medicare hospitals have
margins 3.6 percentage points lower than for all rural hospitals
(-3.3 percent for rural high Medicare hospitals vs. 0.3 percent
for all rural hospitals).

More Hospitals with Medicare Losses

Not only are average Medicare operating margins for high Medicare
hospitals 1lower than those for all hospitals, but a larger
proportion of high Medicare hospitals have suffered losses under
PPS compared to all hospitals. Actual Medicare data for PPS-3
show that 38 percent of all hospitals lost money under PPS while
more than 56 percent of high Medicare hospitals operated at a
loss under PPS. When more recent data become available, they are
likely to show a further deterioration in the financial status of
high Medicare hospitals, especially since, according to the
Prospective Payment Assessment Commission, the hospital market
basket -- reflecting the costs of goods and services purchased by
hospitals -- increased by about 13.9 percent since PPS-3 while
PPS payment rates have risen only about 6.1 percent.

Limited "Cost-Shifting" Opportunities

It is also important to note that, in view of their heavy
reliance on Medicare revenues, high Medicare hospitals have a
very limited ability to recover inadequately reimbursed Medicare
costs from other sources, including other payors. Obviously, in
a time of intense conpetitiveness in the provision of hospital
services, high Medicare hospitals cannot simply pass along
Medicare losses to the relatively small number of non-Medicare
patients, expecting other payors to willingly shoulder these
Medicare shortfalls.

RELIEF SOUGHT

The AHMH has met with officials of the Health Care Financing
Administration (HCFA) and with the Prospective Payment Assessment
Commission (ProPAC) to discuss our concerns. The Association has
urged both HCFA and the Commission to devote some of their
analytic resources to examining the problems of high Medicare
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hospitals. Specifically, we have indicated our belief that data
and analysis relating to high Medicare hospitals should be
included in regulatory impact statements accompanying PPS rules
ard other proposed hospital payment regulations. Also, the
regular reports to the Congress about the impact of PPS prepared
by HCFA and ProPAC should include an examination of high Medicare
hcspitals, much in the same way that these reports consider the
irpact on other special classes of hospitals, such as those
serving a disproportionate share of low income patients.

In its March 1, 1989 report, the Prospective Payment Assessment
Commission noted the concerns that have been raised about the
vulnerability of hospitals with high Medicare utilization and
indicated that it ",..plans to monitor the relationship between
the proportion of Medicare patients and financial performance
under PPS."

The Association believes that the worsening financial position of
high Medicare hospitals arqgues for a change in the PPS payment
methodology that would treat these facilities more equitably. We
welcome the fact that several bills introduced early in the 101st
Congress include provisions recognizing that certain "Medicare-
dependent" rural hospitals warrant special protection under
Medicare's hospital payment system. However, these bills focus
solely on the problems of small, rural Medicare-dependent
hospitals, while the AHMH believes that the current PPS also
disadvantages urban and larger rural high Medicare hospitals as
well. We also note that our definition of high Medicare
hospitals makes use of inpatient days, rather than some other
measure of utilization, in a manner not unlike that chosen by the
Congress in identifying hospitals serving a disproportionate
share of low income patients.

The Association recommends that the Congress address the problems
of all high Medicare hospitals (i.e. all hospitals with Medicare
utilization of 65 percent or more of total inpatient days). For
urban high Medicare hospitals, we recommend a per case adjustment
based on the difference between the average Medicare operating
margin of wurban, high Medicare hospitals and all wurban
hospitals. Similarly, we recommend a per case adjustment for
rural high Medicare hospitals based on the margin differential
between this class of rural hospitals and all rural facilities.
To illustrate, if the latest available Medicare data showed a 5
percentage point difference between the average Medicare
operating margin for urban high Medicare hospitals and all urban
hospitals, the approach recommended by the Association would
result in a S5 percent upward adjustment in Medicare payment
amounts for the high Medicare facilities.

We believe that such a payment adjustment would help assure that
hospitals concentrating in the treatment of Medicare
beneficiaries would be treated more equitably than they are under
current hospital payment rules.

We look forward to working with the Committee as it grapples with
the problems faced by the nation's hospitals, including high
Medicare facilities. We would be pleased to provide any
additional information that would be helpful.
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Statement
of
The American Occupational Therapy Association, Inc. (AOTA)
on
Improvements to the Medicare Program
Submitted to the
Subcaormittee on Medicare and Long Term Cave
Cammittee on Finance
United States Senate

March 3, 1989

The American Occupational Therapy Association, Inc. (AOTA) is pleased
to have the opportunity to submit this statement on improvements to the
Medicare program in conjunction with the Subocammittee hearings held an

March 3, 1989.

The Association represents the professional interests of some 40,000
occupational therapists, oocupational therapy assistants and students of
occupational therapy. Members of our profession provide services to
Medicare beneficiaries in hospital inpatient and outpatient settings,
physician offices, skilled nursing facilities, comprehensive outpatient
rehabilitation facilities, hcspices, rehabilitation agencies and clinics,
and through home health agencies. In addition, Medicare certified
occupational therapists in independent practice render outpatient
occupational therapy services to beneficiaries.

We wish to brinqg to the attent:on of members of the Subcomnittee a
deficiency in the Madicare hame hea’th benefit as it is currently
structured. In cder to qualify for services, a beneficiary must be under
the care of a physician who certifies that the individual is confined to the
hane and requires intemmittent skiliied nursing care, physical therapy or
speech therapy. If the beneficiary requires one of these qualifying
services, then occupational therapy services may also be provided. In
addition, oocupational therapy services may continue to be provided after
the indjvidual's need for qualifying services has ended.
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Oocupational therapy personnel and the beneficiaries they serve are
onfused and frustrated by a Medicare policy that allows beneficiaries to
receive medically necessary occupational therapy services under the home
health benefit cnly if they are in need of another service. Requiring a
multitude of services when a person needs only cne is neither logical nor
ocost effective, and we urge the Subcamittee to consider legislative
modifications that would establish occupational therapy as the fourth
qualifying service under the Medicare hame health benefit.

Occupational therapy is an important part of the hame health care
provided to many Medicare beneficiaries. It is especially necessary for
individuals who are victims of strokes, heart attacks, diabetes, multiple
sclerosis ar spinal cord injury, who are disabled by severe arthritis, or
who have suffered physical injury as a result of a fall or same other

accident.

Occupational therapy focuses on increasing the patient's functional
level. The application of this service often plays a critical role in
ensuring the patient's full recovery, the prevention of further disability,
and a successful readjustment to the hame and camunity environment. The
occupatiaonal therapist will establish a treatment program designed to
increase the patient's level of physical function. The therapist will also
teach the patient, and those family members or others who will care for the
patient, campensatary techniques which permit the patient to function more
independently with feeding, dressing, and personal hygiene activities. The
therapist will also make splints and self-help devices which either
protect against joint deterioration, e.g. with an arthritic patient, or make
the individual more independent, e.g. by providing stability of the wrist
joint which will allow a person with severe wrist deterioration to use their
remaining hand function. Finally, the therapist will recammend changes in
the physical enviromment of the hame to pramote increased patient
independence under the safest conditions possible.

In many instances anly occupational therapy is required to meet the
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medical need of homebound beneficiaries. The current restriction on
ocupational therapy services undermines the principle of providing quality
health care at the lowest possible cost to the Medicare program. Specific
patient conditions where only coccupational therapy might be needed include
the following:

©  The patient who has been ambulatory and functigning independently in
her hame calls hexr physican because she is no longer able to walk
safely and has fallen several times. The physician determines that she
has decreased knee and ankle motion bilaterally due to accelerated
osteocarthritic changes. The physician oxrders a hare health
occupational therapist to design and fabricate night resting splints to
increase knee and ankle motion and prevent further deformity. Without
these splints, the joints will permanently lose range of motion, and
the patient may never walk again. The physician's alternative to
occupational therapy in the hame is admitting the patient to a hospital
or transporting her by ambulance to a camunity facility or the
ocutpatient department of a hospital.

o The diabetic wheelchair-bound patient with bilateral above-knee
amputation, partial blindness, and decreased sensation in her hands due
to diabetic neuropathy has been discharged from the hospital soon after
she was independent in vbeeld’\air‘tramsfer techniques. She needs the
continued services of an occupational therapist. to teach her an acute
awareness of her sensory deficits and compensatory techniques to
overcame her partial blindness and poor hand sensation. Without the
occupational therapy program, complications such as accidental burms in
the kitchen and decubiti can easily ooour. '

o The hamebound patient with dm'nip lung disease and subsequent
weakness, decreased endurance, and a continuous need for oxygen has
difficulty performing daily functional activities. She is unable to
pace her activities with her limited breathing capacity, and her
physician has ordered occupational therapy to see if an eneryy
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oconservation jprogram will allow the patient to perform the necessary
daily activities to remain at home and avoid nursing hame placement.

o The patient with a long history of multiple sclerosis is experiencing
increased difficulty with coordination due to spasticity and is no
longer able to feed herself. She needs an oocupational therapist to
decide whether adaptive equipment would allow her to rejain
independence. Only tle oocupational therapist is skilled in assessing
and providing this type of equipment, and no other service is
necessary.

In all of thes2 instances occupational therapy would be provided in
accord with existing medicare coverage criteria as specified in the
interwediary manual for hame health agencies. These criteria require that
occupational therapy be prescribed by a physician, be performed by a
qualified occupational therapist or assistant, and be reasonable and
necessary far the treatment of the individual's illness or injury.
Occupational therapy is considered reasonable and necessary when '‘an
expectation exists that the therapy will result in a significant practical
improvement in the individual's level of functioning within a reasonable

period of time.,"

Cost conssiderations are clearly essential in assessing any proposal to
revise existing coverage of services under the lMedicare program. At the
request of Senator George J. Mitchell (D-ME), the Congressional Budget
Office (CPO) has prepared an estimate of the potential cost of allowing
individuals t» qualify for Medicare hame health services on the basis of a
need for occupational therapy services. The CBO estimate projects costs
dirnctly attributable to expanded utilization of occupational therxapy
sarvices to be $16.8 million in fiscal year 1950, and $54.6 million over
fiscal years 1990 through 1992. The CBO estimate also assumes, however,
that beneficiaries qualifying for ham: health services through t.ﬁeir need
for oocupational therapy will also require the services of a home health
aide at least as often as they need ocoupational therapy. As a consequence,
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the estimate assumes an additional $31.2 million in hame health aide cost in

FY 1990 and $101.4 over FY 1990-1992.

We believe, however, that the CBO assumptions overstate the costs
because they fail to take into account several factors. First, the CBO
assumption that hame health aide services would be provided as frequently as
occupational therapy services substantially overstates utilization pattemns
based upon reports fram our membership. Secondly, CBO does not take into
account cost savings that would accrue to the program by eliminating
instances that likely occur under current law where qualifying services of
questionable nead are prescribed in order to meet the beneficiary's need far
occupational therapy. Finally, it fails to assess savings resulting from
the avoidance of recurring disability with its accompanying need for a
return to more costly care in a hospital or nursing hame setting when
beneficiaries are unable to receive covered occupational therapy under the
existing hame health benefit. In summary, it is our view that the net cost
increase to the program would be minimal in light of the above stated
reasons and in view of the fact that it would not affect large numbers of
beneficiaries. However, for those beneficiaries who would be affected,
their need is critical.

We believe that adding occupational therapy as a qualifying hame health
service is a reasonable and much needed improvement which will significantly
strengthen the hane health benefit and the Medicare program. We urge the
Subcammittee to view this proposal favorably and consider incorporating it
into any Medicare legislative initiative being contemplated this year.
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GOVERNMENT AND MEDICINE
IMPROVING THE MEDICAL SYSTEM

AN OPHTHALMOLOGIST'S PERSPECTIVE

WILLIAM J. RAND, M.D.
Diplomate American Board of Ophthalmology
Fellow American Academy of Ophthalmology
Member American Soclety of Cataract and Refractive Surgery
Member Outpatient Ophthaimic Surgical Society
Director, The Rand Eye Institute

A government that has concern for the welfare of the individual must seek to provide
medical care that Js accessadle, affordable and of the highest quality possible, without
losing sight of the Incentives that are necessary to encourage the highest standacds of
excellence. Thepeopleof theUnlted States need and deserve a systemofmedical care that
serves them with excellence and not with a standard of the lowest common denominator.

IMPROVING THE HEALTH CARE SYSTEM: CONSIDERATIONS

The folliowing represents a series of recommendatlions for Congress to consider .3 it
evaluates potential changes In the health care system. Included is an identification of
several serious misperceptions that urgently need to be corrected. This Is an analyslis
from the perspective of anOphthalmologlist who Is one of them.st experienced eye surgeons
In the country, He is Involved Intimately with the finance and management Issues In
Ophthalmology, as the Director of amajor center of professional excelleace, the Rand Eye

instltute, located in Pompano Beach, Florida.

Leglslative cnanges, inorder to be imp ovements, must be well thought out and understood.
Far reaching and Irreversible consequences wili result fromany legislative action In the
health care field, inappropriate actlon could reduce the standards of health care by
impalring the abllitles of those who traditionally have been the Innovators inmedicine
and who, by example, have set and continue to raise the standards of care In this country.
Congress must carefully assess the risks and beneflits fnherent in any legisfative action

Pt may enact In the health care field.

A number of studles have been commissioned and have offered suggestions as to what should
be done toMedicare and to the health care system. Some of these studies have been greeted
witk -motlonal oposition and some with allegations of scientific Inacuracy. Some of the
studies and recommendations have been so complex that they are difflcult to interpret.

Any legislation in the health care field must be precisely directed, accomplishing the
Intent of the legislation without "falfout." Unwanted and unexpected side effects of
leglslation can needlessiy destroy or reduce the Incentives that encourage quality care.
An upheaval In a syst mas complex and Interdependant as the American health care system
would not be {7 the best Interests of thls natien.

A simplified and to the point series of reconmendations are made in order to help the
government achieve the goal of cost containment while curbing system abuses and
maintaining patlent access to the finest quality health care.

RECOMMENDAT IONS FOR IMPROVING THE HEALTH CARE SYSTEM

1) Congress should focus It's activity to accomplish [t's Imperatives with minimal
fegislative fallout. -

The proper courss of action Is for Congress to pass Intelligent laws addressing
each problemspecifically and directly, preserving lntact the positive aspects
of the American Health care system. It Is Important for congress to resist the
pressures for a leglsfative upheaval in a complex and Interdependant system.
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2) Congress should take action for cost containment and to assurv the flscal Integrityof
the Medicare systen.

Expenditure targets may be unpalatable, but necessary. 1If It Is necessary to
Impliment a percentage reduction for medicare savings, the required percentage
reduction should be calculated and should bde evenly spread out over all
providers. A precedent for this exlists In prior (implimentation of automatic
Gramm-Rudman reductions. These reductions would not be unbearable and would not
shock the system.

3) Patients of Ilmited inceme must be protected from Increased costs that might result
from congressional action.

This can be accomplished by a program of voluntary or mandatory, If necessary,
medicaro assignment for low income medicare patlents.

The Internal Revenue Service can be directed to issue a special identification
card (a green card hypothetically) to each Medlcare reciplent with an income of
less than $12,000 per year.

Congress would nect have difflculty gaining the cooperation of
Physicians. Most physiclans would welcome the opportunity to know which
patients need spccial conslideration and would cooperate willingly. |If
necessary Congress could mandate this fater.

There Is no shortage of physiclans who wiili gladly accept Medicare
assignment for all services, even with reductions. Very few doctors
work at capacity. Only those who want to pay more for a specific
tndividual physiclanwill do so and they can change doctors If they do not
want to pay more.

4) Congress should require that any surgical service that might be suspected of abuse be
pre approved, not by a PRO, but by the patient, utlllizing the system of *informed
consents.® :

Presently, cataract surgery |s pre approved by communicating by mall or over the
phone with a2 secretary or nurse at the PRO, who varifies that the exam data
confirms the Indication for surgery. The PROmerely checks the data against a
Iist of guidelines. A patient could do this as well and would be more interested
In confirming the indications for surgery. Therefore, thils costly PRO system
could be replaced with a more effective patient oriented system.

The patient can be required to read, understand and sign an informed
consent document that lists the criteria for surgery. A witness other
than the physician should sign as well.

This becomes a legal document that patient and Doctor will conslider
Important and will have the force of law just as the informed consent for
surgery.

The original document should be required tc be attached to the medlcare
claim form for payment.

The patient will be most interested and will certainiy ask his or her
physiclan why there may be any deviation from the printed indications.

In this manner, government knows that the patient truely understands the
accepted Indications for cataract surgery. The patient will be a
watchdog right In the physiclans office. Informed consents of all kinds
are "legal documents® which will not likely be abused.

§) Congress must address the Issue of cost containment Inmedica! malpractice Insurance
premiums.

Virtually anyone can obtain a $25,000 settliement for an alleged Injury since it
costs more for an Insurance carrler to litigate a valld defense.

Congress should establ ish systemof "out of court® arbitration panels and
encourage the definition of a 1ist of potential complications that can
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eccur as a consequence of medical or surgical treatment that would be
considered to be "non Jltagatable® occurances.

6) Congress should attempt to assure the avalblability of affordable health Insurance
for anyone who wants It.
If Congress were to adopt a system of comprehensive sociallized medlical care,
taking responsiblllty for all facets to the health care system, an administrative
and bureaucratic nightmare would ensue. All the I11s of the forelgn soctallzed
medical systems would befall thls country., Because of the political
considerations unlique to this country, the cost saving benefits would nat
automatically result.
Free health care should not be considered tobe aright of the Individual B
as in communism or soclatism. Al1 persons should have the right to
obtain affordable health care. They should pay only what they can
truely afford.
Congress should allow people to purchase into the medicare or medicald
plans for predetermined annual premisms. There could be 4 stiding scale
according to personal Income with Inflation increases annually,
Medicare beneflts couldbe priced higher than medicaid, with selection of
options at the discretion of the purchaser. Limitations of expense
could be based upon a certain percentage of income.
This would be beneflicial for those who might be denfed insurance
for preexlzting medical conditions such as dlabetes or heart
conditions. Those with low to moderate Incomes would find
insurance affordable. Some may exercise the option to self
Insure.

This would result inuniversal health care for those who want it,
only 1ightly supported by government, as opposed to other plans
that could severely Impact upon business or taxpayers.

7) Congress should reaffirm that a free enterprise system of incentives in which
physicians and corporations actively persue their own Individual interests Is not
Inherently wrong. Indeed It is In the best interest of the country that every person
achieve thelr maximum potential!. This system has served us well throughout history.
The Medicare participating physiclians program should be ended. It is
costly to administer and a discrimination against non participating
physicians and their patlents.
Studies show that a disproportional number ot service billings come
from participating physlclans. This may be a resutt of lack of patient
supervision in the billing process. The more a patient participates in
the payment or co~payment for medical service, the more he or she becomes
2 watchdog for medicare system abuses.
Support for Health Maintenance Organizations (HMO's) and capitation
disincentive to care sysyems should be eliminated. A congressional
Investigation Into the abuse of HMO patients should be convened an would
reveal devastating testimony. Almost every private practice Doctor has
witnessed HMO practice frregularities.
8) Congress should free the medical system from unnecessary government Imposed
restrictions that do not in themselves provide any cost savings.
The Medicare "Maximum Actual Allowable Charge® limits and the "Special Charge
Limits® are primary eramples of fee restrictions that do not reduce Medicare
expenditures at all. And they severely impalr the delivery of extra levels of
medical and surgical care such as Is found in centers of professlonal excellence,
and they IImlt access to the finest pnysicians.
The Relative Value Study has no potential for cost savings that could not be
generated by percentage reductions In the present fee schedules.
The RVS has been accused of flawed methodology, of being hastily put
together, with resulting Inappropriate and Inaccurate concluslons. It
has been | lkened it toa Phd thesls, without relevence or need. Indeed, it
might resemble unneccesary surgery.
Inequity in reimbursement was not 2 problem until the RVS promised a
tegment of the medical communlty an increased Jevel of reimbursement.
The RVS attempts to replace the logic of twenty flve years of the medical
marketplace with speculative conclusions. 1t Is not worth the effort
and risk to replace the consumer driven value scale we have now.
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Further Medicare Cuts Appear Inevitable, Given Program' § oo

and

Growth Rate, and Potential for Catastrophic CareSpending s s s 2 2 ronof gt g’

by Walter |. Unger

Ber.uue of the immensely powerful

increasingly dissatisfied with what they
e a3 inadequate compensation raes un-

Program Size, Growth
Rate Stand Out; Political
Expediency And The Axe

Medscar is now the sccond largest
domestic program in the faderal govemn-
me« s budget, T outdays will, for che first

time, top $10C billion in 1989 ~ double
their 1982 bevel and quadrupie their 1978

uoruldc{enmmdSondSowmywhy:
s placed “"off lumits,” the Medicare
program sccounts for one-fifth of remain-
ing outlays and is destined 10 sccount for
more than one-quaner of remaining out-
lays within a few years.

controlling the growth of federal outlays.

Y, Medicare hes been sudjet 10 a

. p 10 the

o Poiltical expediency plays

“disproportionately’’ high burden in federal budg X controts because
s rate of growth continues 10 Tun ahead of other ‘edersl programa.-

Re part — defense snd Soclal Security sre
sacred; Medicare will therefore remain a budget U rget, sven mors 8o
¥ Catastrophic Care “budget noutrality” proves .o be a farce.

der the program. On the other hand, Medi-
care’s aged and disabled beneficiancs
compiain about their rising out-of -pocket
health-care costs and the specier of finan-
cial ruin due 10 ill health. Caugit in the
middle arc the federal government, medi-
cal product and service vendocs, and
Americs’s taxpayers.
In one way or another, the Medicare
mmtzlnndm voters
SCONOMIC not Laiy for
Amenca s 32-quition aged and disabled
citizens but also for thew relaives. It is a
mandatory tx burden for 130 mllion
workers. It pays for nearly one-£ifth of the
couts of America's $550 ballion heatthcare

and 5,700 commanity Medi-
care Is typleally their single
somrce of iocome. Oa & Medi

amount. Al he current rate of growth, its
outlays wil exceed $150 tilioa by 1993,
Medsca re's size is not the only issue —
114 rate of § rowth has been fasies than any
other majot federal program. Medicare has
consistent) ; grown more quickly than
Social Seounty, nationai defense, and the
entire U.S. budget. Moreover, this patem
of ~upid growth is expocied to continue,

As 3 comsequence, Medicare has
beea taking sn increasing shase of fed-
ersl outlays. It accounted for S% of
federal outiays i 1977. Teday, ¥ sc-
counts for 8%, and by 1993, it ks likely to
casume L1% of all federsl
tures. [a an era of massive federsl

program.
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Enscted in 19635 a8 a part of Pres:dent
Lyndon Johason's Great Sociery agenda,
the Medicare program was ociginaily seen
23 8 wiy 10 bring the elderly into the main-
stream of American medicine. Twenty-
three years and more than $700 bellion
dollars izer, it 13 increasingly viewed, by
Congress, a8 s lever to influence the nature
and conzs of American medicine.

Walter . Unger is a management con-
sulrani to Aealrh-care providers and manu-
Jocturers He is Senior Vice President of
Specira Medica, inc . San Juan Capus-
tramo, California Portions of this article
appearedin G.E Medical Systems' “Deci-
sions in Technology Ecomomics.”
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She noics that the Medicare program

**sustained 36% of the outlay cuts made 1o
mect gou's for reduging the federal deficit
for fiscal 1988."

The ruason that Medicare sppeans Lo
have taken such a “‘disproportionate’”
share of recent budget cuts 15 ample: for-
mer President Reagan and the 100t Con-
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zonal debt or about Social Security of (108
lesser degree) nanonal dzleme outlays.
Because these “‘exempe’’ programs ac-
count for 62% of total federat outlays,
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programs was an extremely difficuh poTiti-
cal task.

In this political coniexl, the Medicare
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total federal outlays.
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hikely in the short run. Thus, budgetary
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settings.

It 15 debetabic as 1o whether of not this
enormous change in where health care
services are performed achieved any real
uvin‘l, What is clear is the rate of growth
in Modcare Part A cutlays fell dramati-
cally after 1985 while the rate of growth in
Medicare Pat B outlays grew precipi-
wusty. More specifically, while the eate of
growth in Medicare outlays for hospital
inpatient Krvices dropped, the rate of
m in Medicare outlays soared for

shifted from hospitais 1o physictans [n the
late 19705, sbout 73% of all Medicare
23% wers for physician services, 2% for
dome bealth agencies (HHAs), and the
‘remaindcr for rursing horme and independ-
ont laboratories. By FY 1986, 66% went 1o

first examine Reagan's other landmark
phoce of bealth legistation.

_ Catastrophic Care
s G e

me‘ma:m.m 100t

® expand coverage
nersing facility (SNF) 10 § 50 days pes your,
wp from 100 days per yes,
' drop the previous minkmeam 3-day pnor
hoq'ul stay that had been required for
SNF benefits,

® climinate all hospital co-tnsurance
mumwmmm

® only one per year instead of one per
sdmissioa

h.dﬂ-m.eﬂewvﬂml 1990,
agrood .

@ cap enroliees’ Pm B copaymen costs
(in 1990, the cap will be $1,370) and
eincrease home health benefits (o 38 days
from 21 days.

Also effective January 1, 1990, they
wwdh »dd three entirely new benefics:
screening 1y for women, res-
pbun(upwtohounyuyev).w
drugs administered ntravenousty at home
{subject 10 8 20% co-payment).

Firally and znost significantly, effec-
nve]nuryl 1991, they agreed 10 expand
"y coverage to include, for the
first time, ousj prescnplion drugs
and snsulin (subject 10 a $600 deductible
and v 50% co-payment in 1991, a 40% co-
paymentin 1992, and a 20% co-psyment in
1993 and subsequent years)
In light of major Congressionas ¢ fforts
over nearly two decades 1o control Medi-
care spending and in light of the fact that

more than two-thirds of all Medicare bene-
ficranes already had coverage for most of
these iems through supplementary privase
health insurance (i.c, ' Medigap'') pol-
cies, the 1988 Catastrophxc Caverage Act
13 & remarkable pioce of legislation.

According o the CBO, the Medicare
Catastrophic Act will cost more than $30
billion during the nexl five years alone, In.
the face of massive budget deficits, how
could Congress justify thus $30-aihon
gl 10 1he nation’s elderly?

In 2 major bresk with prior Medi-

(PPRC). created by Congress in 1985 hay
been busily at work for two yeass develop-
ing whatt calls ' An Agenda for Reform **

The Heahh Care Financing Admini-
siration (HCFA) has underwrinen a targe-
acale multipie-year siudy by De William
Haiso of Harvard University of s resource-
bassd relative-value scale (RBRVS) that
might be used in inmplementing physician
payment reform.

in & recent ststement, Dr Hsiao as-
seried that *‘there 1 2 growing consensus
that the prevatling method of paying for
physicians® services should be fundamen-
tally reformed. Increasingly, physicians,
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addstion, for the first time, Congreae added
4 "'means best’’ %0 the Medicare program:
a1 Part A enwolices with annual incoue tax
liabitides in excess of § 150 will have 1o pey
u 15% income surtax (ie., & tax om tax
Liability) up 10 & maximum amount of $800
mn lm nnu-pnumo.- 1993.
income surax will affect

ively complex.’
While there is certainly some Lruth in
what Dr. melk William Roper,

), POANS.
owt that & movement to a2 RBRVS will
“only reallocate phrysicians’ fees. leaving
the ing problem of the rapid
growth in the volsme and aienany of

As Etheredge secs i, “'the Medicare
program . Lies these probzms logether —
and thus mulupties the consequences (and
ncd-mcullm)ofemm;nfmmmh
area, and in the Medicare program. '

By the md- 1990, outlays for the hos-
pial insurance (HI) portion of the Medi-
care program (commonly calied *'Pan
A"} may exceed payroll tax receipts. As 8
consequence, the Federal Hoepital Insur-
ance Trust Fund's current reserves of ap-
proximately $70 billion will begin to
withes away. Unless prior acton is Laken,
by the end of the twentieth century, the H1
Trust Fund faces the prospeci of bank-

- rupicy.
The magnitude of the projecied actuae-
«al deficit in the HI program and the probe-
iicy that the HI trast fund will be ex-
bausted arcand the tam of the century is &
serious maner. s Board of Trsoes con-
cluded in their spring 1988 repont 1o Con-
gress chas *“early Corrective action i esaca-
tial in order 10 &void the need for laer,

potentially precipisous
mmmmwma

(SMD p.m of m (cmm}y
called “Part B'’) are even grimmer than

$55.6 billion. And five years imer, in FY
1987, they hed doubled again o $30.8
brllion.

During the last five years, the SMI

Iacgely B

Indeed, PPRC analysis of Medicsre
Part B approved changes between 1975 and
1985 shows that over 40% of the increase
in Part B oatiays is the resalt of rising
vohume of sexvices per enrollee (see Figure
12). But in spite of this funding, much of
PPRC’s work has been devoied w the
development of & Medicare fee schedule
(Mmymmywlbtbeedwkﬂkvsi
While be coukd be effective

sbout
MdeAmamlo
million Amerd For these
the cost of the new catastrophic benefics
wili exceed their vatue. On the other hand,
eiderty citizens who have annus! incomes
of less than $14.000 wiil benefit finan-
cially.

When Medicare beneficiaries start
paying for these expanded benefits, there
conld be a political becklash, and Congress
may be forced to dip once agam into the
genenal revenue pool o support the Modi-
care progren.

Physkhn '{'be
Repon Is Out

Wilhlhenpodr‘u:inMedemB
paymenis 1o physicians, thiis might fogi-
cally appear 10 be the nexi Larget for cost-
cortainment effors. [ndecd, there are
many 3igns to support such s case. The
Physician Paymeru Review Commission
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for physicians' services, 1t is unlikely to
suppress the volume of services rendered
10 Medicare beneficiaries by physicians.

In conclusion, o understand why the
Medicare program has become one of the
prest political enigmas of our time, one
raust recognize that it is wrapped up in &
host of other compiex and controvensial
national
Lynn Etheredge, former health staff

derector st the U.S. Office of
and Budget (OMB) in 1978 to 1982, ex-
pluns why Medicare reform will be 30
difficult 1o xchicve. He says, *'the Medi-
care program’s future 1s iniegrally linked
with three of the most difficult peoblems
which now confront public poixy for the
years ahead.

© the federal budget deficit,

© the inflatea of health-care costs, and

© the needs of 3 growing retired popula-
tron ™

from the U.S. Treasury (which peys for
more than 75% of SMI's costs).

parent and a “‘crisis’”

ope, Presidest BnhndlotlthllCnr
gress are likely %0 a1 If and when & politi-
<al or financial crisis oocurs, the aext aray
of changes in the Medicare program mighe
make PPS look pale in comprison. In the
meantime, there is a high probability tha
poliucians will find tinkering with Medu-
care 10 be irresisuble.
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Written Testimony Before the

Senate Finance Subcommittee

Medicare and Long-Term Care

overview of Medicare Program
March 3, 1989

by the

Health Policy Coalition
Charles Weller,
Jones, Day, Reavis & Pogue

HEALTH POLICY AT THE CROSSROADS

1. Facts

1. The United States spends more on health care than any
country in the world -- with 37 million people
uninsured. (Attachment 1).

2. 100% of GNP, given current trends, will be spent on

medical care in 45 years. EBRI, Measuring and Funding
_Lisbilities for Retiree Health Benefits

3. Medicaid now covers less than 40% of the poor. It
covered nearly 70% 12 years ago. {(Attachment 2).

4. There is convincing medical evidence that there are
wide variations in medical practice patterns with
largely unknown correlations to patient outcomes.
(Attachments 3 & 4). It has been estimated that on
the order of $100 billion is spent annually on
ineffective or marginally effective health care
services. Dr. Eugene Robin, Stanford University,
National Underwriter (March 9, 1937).

5. About 80% of all public and private health insurancz
programs still provide doctors and hospitals with
- disincentives, rather than positive incentives, to
deliver affordable quality health care. (Attachment
5).

6. Employees generally have little say in how their
health care dollars are spent, as they generally are
under the illusion that it is "free.” 1In reality,
employee health insurance costs largely represent lost
wages. (Attachment 11i) (enclosed).

II. The Cuxxent Road to Escalating Costs

1. Most pending health care legislation focuses on new
financing gimmicks, and ignores the opportunity to
purchase health care with positive incentives for
value.

- Stark Risk-Pooling Bill

-- Kennedy mandated health insurance bill, which
mandates benefits irrespective of cost.
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- Medicare long-term care coverage, with the
elimination of PICA $45,000 ceiling and other new
financing techniques.

2. bDoctors, hospitals and patients face an escalating
trend towards "command and control" regulation of
medical practice by both public and private payors.
(Attachment ¢).

3. Major legislative proposals such as various mandated
health insurance bills will rigidify and politicize
health benefits at the time of the greatest
experimentation in health benefits in history.

IXXI. The New Road less Traveled: The Puxrsuit of Value
A. Principles of Opportunity.

1. Focus on providing doctors and hospitals with positive
incentives, rather than disincentives, to deliver
quality health care at affordable cost. Positive
incentives now account for only about 20% of all health
care spending, so the opportunity is vast. New
financing programs that perpetuate these disincentives
will undermine health care benefits for the elderly,
working people and the poor. (Attachment 5).

2. Increase consumer involvement in obtaining the best
value for their dollars. Consumer involvement is now
uncomnon. (Attachment 11) (enclosed).

3. Provide patients, doctors and hospitals with
information on the efficacy of medical procedures. Dr.
Wennberg and others have identified a major opportunity
as well as need to improve what is known about
efficacy. (Attachment 4).

4. Identify public and private success stories, and
provide incentives to incorporate them in public and
private programs including Medicare and Medicaid.
(Attachment 12).

B. Sample Success Stories and Ideas For Actjon.

1. Ameritrust -- joint employee/employer/provider
programs that use positive incentives with doctors,
hospitals and employees. Result: expanded benefits,
and little if any increase in costs in 1988.
(Attachment 7).

] for
small employers -- the Small Employers Health Insurance
Availability and Affordability Act. (Attachment 8).
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Section 89 ~- modify Section 89 to simplify
experimentation with more effective, and vastly less
burdensome, means of providing health insurance to
uninsured workers.

e [0} ssessme es _
authorized under 42 U.S.C. Section 139511(c) =-- fully
fund in the current and future appropriations process
this innovative and much needed research program.
{Attachment 9).

California Competitive Bidding Program -- provide
incentives for the expansion of the California

competitive bidding program for hospital care for
Medicaid recipients to other states, (Attachment 12).

Harvard Community Health Plan -- implement positive
incentives for doctors to perform and deliver quality
care. (Attachment 6).

Attachments (available on request)

1.

2.

8.

9.

10.

11.

12.

2293A

Total Health Expenditures as a Proportion of Gross
Domestic Product.

Medicaid Coverage, 1976-1984.
Rice, "Do We Get Full Value for Our Health Care Dollar?"

Wennberg, "Improving the Medical Decision-making
Process."

Weller, Postive Provider Incentives Index.
Dr. Berwick, Harvard Community Health Plan, testimony.
Osenar & Bowers, "The Taming of Health Care Costs."

Health Policy Coalition, Small Employer Health
Insurance Affordability and Availability Act.

Patient Outcome Assessment Research Program.

Weller, "Rx for the Costly Epidemic of Health Care
Legislation," Wall Street Journal (May 8, 1988).

Workers’ Silent Payroll "Taxes" for Health Care.
Melnick & 2wanziger, "Hospital Behavior Under

Competition and Cost-Containment Policies," 260 JAMA
2669 (Nov. 11, 1988).
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Workers' Silent Payroll
"Taxes" For Health Care

% of Compensation

14

12

10

1965 1985

Source: Charles D. Weller
Jones, Day, Reavis & Pogue
Cleveland
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