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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 a.m., in
Room SD-215, Dirksen Senate Office Building, the Honorable John
D. Rockefeller, IV (chairman) presiding.

Present: Senators Rockefeller, Baucus, Daschle, Danforth and
Heinz.

[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 SUBCOMMirEE TO HOLD 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 , 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 highligth 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, IV, 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-
tions 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 Jetting 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 to 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. So 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. YOUNG. 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 HEINZ. 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 t he 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 level. 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
so, 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 ROCKEFELLER. 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,
PPS payments per case have been much higher than these update
factors.

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 ROCKEFELLER. Thank you, Dr. Young.
Dr. Karen Davis.
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STATEMENT OF KAREN DAVIS, PH.D., CHkIRMAN, 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 successful 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 billing. 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 services, 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 ROCKEFELLER. Thank you, Dr. Davis.
Senator Daschle, do you have any opening comments you want to

make?
Senator DASCHLE. No, I don't.
Senator ROCKEFELLER. Okay.
Dr. MOON.
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STATEMENT OF MARILYN MOON, PH.D., DIRECTOR, PUBLIC
POLICY INSTITUTE, AMERICAN ASSOCIATION OF RETIRED
PERSONS, WASHINGTON, DC
Dr. MOON. 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 American- 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. 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 almost exactly the same rate per capita
for Medicare and for beneficiaries. If you include 1988 when there
was an enormous increase in t' e 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-
pendix.]

Senator ROCKEFELLER. 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. LOHR. 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 personal 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
are working 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 ROCKEFELLER. 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.
[The prepared statement of Mr. Etheredge appears in the appen-

dix.]
Senator ROCKEFELLER. 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 u, it. 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 to what we have
experienced, it is quite good. Their total health spending is 8 per-
cent of the gross national product versus 11 per,'e.tt for us. Fur-
thermore, their percentage has been flat througii ttw,. 1980s, so it
has not been going up; and ours has been rising as a percent of the
gross 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 ROCKEFELLER. What about ' the effect on quality, in fact,
Dr. Lohr, on the Canadian system?

And to any of you, what is the effect on the physiciansAre 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, the), 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. MOON. 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 ROCKEFELLER. 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 ROCKEFELLER. 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. MOON. 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
the Canadian 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 we now are subjected to. Is that what you are basicallysaying?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 and 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 polls, 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,
ut 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 marrow 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 become
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
undreds 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. LOHR. 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 yoi.---
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 large 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, I 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 ROCKEFELLER. 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 ROCKEFELLER. 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
Ant.
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 is 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. YOUNG. 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 ROCKEFELLER. This is the major question from every-
body. (Laughter)

Senator DASCHLE. I 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. YOUNG. 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 DANFORTH. I still do not think you have given me any
answer at all. I know you are tzying-

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. YOUNG. 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. YOUNG. 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.
That 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 of 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 re-' -nable return to the physician for
providing that service and thau 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 of
liability in Canada, or Ontario, or BC?

Dr. MOON. 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 yoku

read the history of physician payment reforms, the first physiciE n
fee schedule dates back to 1750 B.C. in the Code of Hammurabi,
3700 years ago. It had two components-one was a physician fee
schedule and the other was a schedule of malpractice awards.
(Laughter)

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 ROCKEFELLER. 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 rura1

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 arcas.
The budget deficit and the very low updates that I indicated d .'.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. YOUNG. 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 enough 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. LOHR. 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
applied 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. LOHR. I would like to let Don-
Senator DASCHLE. That is the concept behind sole community

hospitals generally.
Dr. YOUNG. 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. YOUNG. 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
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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.
And 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 you 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 ROCKEFELLER. 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. YOUNG. There was some legislation a fear 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 looking 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 ROCKEFELLER. Thank you, Senator 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.
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So I think as we look at the issue of physician payment reform,
"e 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. YOUNG. 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 ROCKEFELLER. 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. YOUNG. 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. YOUNG. 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-
!ieve 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. YOUNG. Yes. County, property-forms of taxes.
Senator ROCKEFELLER. Interesting. Sort of a levy.
Dr. YOUNG. A levy, exactly.
So I think we will soe 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 ROCKEFELLER. 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
quality of the service that you provide is declining ar~d therefore,
Dr. Moon, the beneficiary is receiving a poorer quality service.

Is there argument to Dr. Young?
Dr. LOHR. 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 ROCKEFELLER. No, I missed your point there. It sounded
to me like you were disagreeing with what he was saying.

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

Senator ROCKEFELLER. 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 better
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. YOUNG. 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. I 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 I 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. LOHR. Could I pick up on one point that we left awhile ago,
that I think Mr. Danforth had raised, and th.t 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 common 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. MOON. 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 dimension 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 ROCKEFELLER. 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 ROCKEFELLER. 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. YOUNG. 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. LOHR. Not to add to the complexity of these issues, but I

want to reiterate the need for emphasis on thinking about getting
physicians and maintaining them in rural areas. Things like the

ational 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. YOUNG. 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 ROCKEFELLER. 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-



35

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 these 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. LOHR. 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-
ers 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 FIs
and carriers on behalf of Medicare claims and beneficiaries would
be a good step in the right direction.

Senator ROCKEFELLER. I have two more questions-then 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. Illi-
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 Lo 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. YOUNG. Sir, I am not an unbiased observer.
Senator ROCKEFELLER. I know that.
Dr. YOUNG. 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.

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-
retary for Planning Evaluations Office-has been dessimated in
HHS.

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. LOHR. 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 ROCKEFELLER. 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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Opening Statement of Senator Lloyd Bentsen

Subcommittee on Medicare and Long Term Care Hearing

March 3,1989

Mr. Chairman (Senator Rockefeller), I want to thank you

for holding this hearing. As we begin a new Congress, it is

important that we take a close look at the Medicare program

to examine how it-is 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 I lipok

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 1989. Over the same period, expenditures under Part B, principly for
physician services have continued to grow at a rapid rate, 15.5 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,
including the role of Medicare in deficit reduction efforts, whether the
program is adequately financed now and in the foreseeable future, and the
effects of continued 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 W 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.2 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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I. 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 serices. 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



. 49

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 $26.60 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 beneficiaries 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 health
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.

I- - __ -MMMOMAI
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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 $75 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; (5) 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 (V) 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 (HMOs) 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 iruge1nce 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 contracts, a plan may enroll Medicare enrollees
and is paid a predetermined monthly capitation payment for each such
individual. If the HMO or CMIP 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 would 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.

Outpatient 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 50 percent for
immunosuppre&sve drugs. Effective January 1, 1991, the drug benefit
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expands to include all outpatient prescription 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 provides 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, SNP" 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.



TABLE 1. Capsule Sumary of Major Benefit Changes in I$CA

Before Iaplementation of MCCA After implementation of NCA

Coverage/beneticiary Coverage/beneticiary Effective dateenef it charges charges

PA"T A

Inpatient hospital
services --Per spell of III- UnimitA

Skilled &urging
mocility (3mmVf

servicva

mom health services

noop-

nes a
-- First 60 days-

deductible tS540 in
19t6) V,
--GSit-90th day-

daily coinsdrance
($135 in 1966) b/
-- $0 lifetime reserve
days-daily coinsurance
($270 In 1966) b

100 days post-
hospital care per
spell of Illness a/
--First 20 days-no

coinsurance
--21st-100th day-

daily coinsurance
($67.50 in 1918) bJ

No coinsurance
Consecutive days of
care limited to 21

Lifetime limit of 210
days

Deductible-] units
per spell of illness

... . n. u if~r Or
days subject to I
annual deductible
($560 In 199) b

150 days per year
--First a days:

daily coinsurance
(25.50 in 199) b/

-- 9th-ISOth day-no
coinsurance

Consecutive days of
care limited to 38

Limit may be extended

Deductible-3 units
per year (reduced by
any Part 3 blood
deduct ible)

See footnotes at end of table.

I/1/9

1/1/90

1/1/9

I/j/l9



TAL4 1. Capsule Summary of Major Benefit Changes in NOCA--contirwed

Before implementation Of MCCA After implementation of i4CCA

Senef it

PAR m

Physicians and other
medical services

Screening MMM

despite Cars

@OW pltyrawva*so8

Coverage/beneficiary
charge&

-- 575 deductible on
approved charges
-- 20 percent coin-
surance On approved
charges
-- Seneficiary pays
any amount above
approved amount on
unassigned claims
('balance billing')

not covered

Not covered

Not covered

Coverage/benficiary
charges

Same, except limit
($1,370 in 1990) c/
on beneficiary
deductible and
coinsurance charges

Biennial screenings
subject to payment
limit and Part a
coinsurance charges

0 hours a year it the
beneficiary reaches
either the
catastrophic or
prescription drug
limit; subject to 20
percent coinsurance
charges

Covered (drugs paid
under drug benefit)

See footnotes at and of table.

Effective date

i//90

1/1/90

1/1/90

1/1/90



TAL& I. Capeale Summary of Major Benefit Chamage iA MA--coatinued

before implementation of NCCA

Coverage/beneficiary
charges

After implementation of NCCA

COvetage/beneficiary
charges

Oa0t P a t I aeat
Prescriwasor
drM

Ismunosuppress ive
drugs for 1st year
after organ
transplant-covered
under regular Part 5
program

Phase-in catastrophic
prescription drug
program:

Coverage
-- Nome Intravenous
(IV) drug and
lmmunosuppressive
drugs after let year
following an Organ
transplant
-- All outpatient
prescription drugs

Deductible dJ
-- ISSO

--$600
-- $652 y/

Coinsurance
-- 20 percent for hos
IV drugs
-- 50 percent for
other drugs fJ

See footnotes at end of table.

MenefIt

Same

Effective date

1/1/90

1/1/90
1/1/91
1/1/92

1/1/90

1/1/90

I



t/ A spell of illness is defined as beginning twhna beneficiary enters a hospital and endingwhen he or she has not been an inpatient in a hospital Or SN? for 60 days.

t/ Part A deductible and coinsurance amounts are increased annually. before Implementation ofNCCA, SNr insurance was a percentage of the hospital deductible; after implementation of NCCA, it is20 percent of estimated reasonable SN? costs.

c/ Amount indexed annually so that an estimated 7 percent of beneficiaries would be eligible forbenefits each year.

d/ Does not apply for IV drugs furnished in connection with home IV therapy services initiated inthe hospital.

e_/ Amount indexed each year so that an estimated l.8 percent of beneficiaries would be eligible
for benefits each year.

t/ Coinsurance slated to decrease to 40 percent In 1992 and 20 percent thereafter.
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m. 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
12.5 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
(Part A):
Enrollees (thousands) 27,531 30,109 33,228 1.8 2.0
Payments (millions) $23,776 $47,710 $63,069 14.9 5.7
Average payment
per enrollee $864 $1,585 $1,898 12.9 3.7

Number of enrollees
receiving reimbursed
services (thousands) 6,660 7,175 7,790 1.5 1.7

Percent receiving
services 24.19% 23.83% 23.44% -0.3 -0.3

Average payment per
user of services $3,570 $6,649 $8,096 13.2 4.0

Supplementary medical
insurance (Part B):
Enrollees (thousands) 27,120 29,781 32,778 1.9 1.9
Payments (millions) $10,144 $21,808 $46,145 16.5 16.2
Average payment
per enrollee $374 $732 $1,408 14.4 14.0

Number of enrollees
receiving reimbursed
services (thousands) 17,787 21,227 26,581 3.6 4.6

Percent receiving
services 65.59% 71.28% 81.09% 1.7 2.6

Average payment per
user of services $570 $1,027 $1,736 12.5 11.1

Total payments,
Parts A and B $33,920 $69,518 $109,214 15.4 9.5

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

Source: Health Care Financing Administration.
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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 3. Components of Medicare Expenditures,
FY 1980-FY 1990

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

1980 1985 1990 1980-85 1985-90

Inpatient hospital 22,842 45,017 58,620 14.5 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 47,710 63,169 14.9 5.8

Physician 7,814 16,789 31,275 16.5 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 sf rvices 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 arid reduced coinsurance
requirements for these services.



60

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.L. 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 reimbursed 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 (eg., 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 8.3 5.9 4.9 4.1 3.1 4.6 4.7 5.4 4.7

Annual update
factor 0.5 1.115 1.6 3.3 4.7

Case mix index 8.4 2.5 2.7 2.4 2.0 1.0 1D

Average payment
per discharge 14.0 10.4 10.4 14.9 7.1 4.1 2.9 3.8 7.7

Average payment
per enrollee 15.4 11.7 7.2 6.3 2.9 1.8 2.4 4.7 90

GNP deflator 6.4 3.8 3.9 3.4 2.9 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 Program. 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, approximately 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 a 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,
separate 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 ty 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 Economic Index (ME), 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 ukiHS) 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 rrte 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 1980.' 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 an 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, 1987

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 16.5 56.3
Surgical specialists 8,717 36.1 48.6
Radiologists, pathologists
and anesthesiologists 3,548 14.7 53.7

Osteopaths 87 0.4 26.4

Total $24,151 100.0 47.9

Type of service:

Medical care $8,199 33.9 43.0
Surgery and assistance
at surgery 8,805 36.4 57.9

Anesthesia 1,051 4.4 78.7
Diagnostic lab & radiology 4,187 17.4 31.1
Therapeutic radiology 351 1.5 11.5
Consultations 1,081 4.5 68.5
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.6

CHART 2. SOURCES OF MEDICARE INCOME, FY 1988

Taxes
58%

Premium
9%

Other(mostly Federal SMI
25% contributions)

Interest 2% Federal empl
6% share of tax(

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 In. 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
prima-y 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 16.02 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 self 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 states 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 1.45 7.51 12.12 2.9 (2.0) 13.02
1990 6.20 1.45 7.65 12.40 2.9 * 15.3*

* 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 I1 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 65 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 capita 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,7 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 HI-HS determines what the basic or so-called
standard monthly premium will be, based on the projected costs to be incurred
by enrollees age 65 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 SM! Premiums, 196-89

Calendar Standard Annual cost SMI premium
year monthly to enrollee income as % of

premium total SM] income

1970 $5.30 63.60 49.8%
1980 9.60 115.20 27.7
1985 15.50 186.00 22.4
1989 27.90* 334.800 25.4

These figures exclude the new catastrophic coverage premium; which
for most SM] enrollees is $4.00 a month. This add-on makes the 1989 SMI
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 to the single premium level applicable to all SM]
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 SM!
trust fund.

Government contributions are the largest source of financing for the

program. 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 SM] 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 I- (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 actually 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 tximu mn 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 couplet0

1989 $22.50 15% $800 $1,600
1990 37.50 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

W
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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 $7.40 $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. 1 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 SM! trust
funds include their standard benefits and expenses and, as well, their
respective shares of the new catastrophic costs. i-11 payroll tax receipts and
other internal pLyments 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)
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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 credited (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 H
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 various 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 SM! contributions are similarly just internal
transactions; the securities of the SM! 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 to spend on behalf of the program.
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V. POSITION IN THE ECONOMY'S

How significant is 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 Aa 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 reprcdents 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 impact 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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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. 4 Moreover, these projections
do not reflect the impact of the new catastrophic provisions, which may
increase Medicare expenditures by 7 percent or more.16

TABLE 10. Projected Average Annual Growth Rate of GNP,
National Health Expenditures, Federal Health Expenditures,

and Medicare, 1986-2000

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 individual and private insurers dropped from 78
percent to 60 percent. Medicare was the dominant factor in that growth, with
the means-tested Medicaid program running second.

CHART 5. MEDICARE'S SHARE OF
FEDERAL HEALTH EXPENDITURES, 1967-87
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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-
25 percent of their reported money income for the year.17

CHART 6. SOURCE OF FINANCING OF ELDERLY'S
MEDICAL COSTS, 1984
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Source: Waldo and Lazenby. Demographic characteristics and
health care use and expenditures by the aged In the United States: 1977-1984,

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 V0 percent of the workforce
required to pay it. The only major group still exempted are employees of
State and local 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

$60
OASDI Taxes

$241
Corporate Income Taxes

$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 perspective 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
levels

HI taxes as a percent of the total 1988
Federal taxes paid by people in the:

lowest 10th 9.3%
2nd " 12.4
3rd - 11.8
4th 10.4
5th 9.7
6th " 9.3
7th 8.9
8th " 8.9
9th 8.2
highest 10th 4.1

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

While the HI tax is a more significant form of Federal taxation for people
in the lower half of the income spectrum, the effect.ive 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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VI. RELATIONSHIP TO THE FEDERAL BUDGET

Medicare's Growing Position in The Budget

Currently, Medicare is counted in the Federal budget.
outlays representing 7.4 percent of Federal spending,
representing 6.6 percent of Federal tax receipts, Medicare
significant position in the budget.

With FY 1988
and revenues

has acquired a

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 of total Federal outlays

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

programs

(in percent)

1975 3.9 19.5 28.7 26 7
1980 5.4 20.1 27.5 22.7 8.9
1988* 7.4 20.6 22.1 27.3 14.3

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.
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While HI's growth tended to slow in the 1980., SMI's continued to surge.
In 1967, SMI accounted for one-fourth of Medicare spending. By 1988, its
share had grown to 40 percent. In the last 7 years, it grew three-fold, while
I doubled, and Federal spending overall only grew by 20 percent. Thus,

SMI is likely to draw particular attention in the ongoing debate about the
budget deficit and the appropriate level or Federal spending.

CHART 8. GROWTH OF HI AND SMI EXPENDITURES, FY 1970-88
(In 1988 constant dollars)

Billions of dollars

1970 1975 1980 1983 1985 1986 1987 1988

=IZ SMt =HI

Source Historical TaBles, Budget of the U S Government

60

50

40

30

20

10

0



40

85

CHART 9. SM AS A PERCENT OF TOTAL MEDICARE EXPENDITURES,
FY 1968-8
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How Medicare is Treated under Gramm-Rudman-Hollingu

In 1985 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 th,
beginning of each fiscal year. If the estimate exceeds the target by a certain.
defined margin, automatic spending reductions must be made by the Presidert
unless Congress intercedes and passes alternative deficit-reduction measures 1L

In computing the estimated deficit, virtually all Federal income and outgo
are counted under a so-called "unified" budget concept. Medicare's income und
outgo are included (as are social security's). Thus, if the program's receipts
are higher or lower than its expenditures, Medicare can affect the Grainim-
Rudman-Hollings deficit figure and the amount of deficit reductions that may
have to be implemented by tie President or enacted by Congress. I. the
President must take action under the automatic procedures, Medicare
reductions must be part of that action. However, the law limits the reduction,
so that the so-called "sequester" order causes no more than 2 percent reduction
in the projected benefit payout.22

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 poit
securities to the HI trust fund when it receives HI taxes, it does riot
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 taxes 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 reach
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 75 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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1People reaching age 65 in 1994 or later will need 40 quarters of coverage
to be eligible. DI recipients may become 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-dialyiis training program or scheduled for
a kidney transplant.

"While 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.e., 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. 7988. p. 34.

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

41bid.

aCBO estimates show that if the new catastrophic provisions had been
fully effective in 1988, premium receipts would have represented 15 of overall
Medicare income, instead of 9 percent.

6Under revised 1988 Trustees' report Intermediate IH-B assumptions.

'People who attained age 72 before 1968 and who generally are not
eligible under other provisions of the program because of little or no ea-nings
credits.

'People 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" I (the "uninsured'); th,3y must also enroll in SMI. People with
end-st3ge renal disease who enroll in SMI must also take HI coverage.

'While SMI costs vary by t)pe of enrollee--aged, disabled, and those
suffering from end-stage renal disease--the premium rate is derived from the
costs of the aged and is the same for all enrollees.

10This is the maximum potential 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 4.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 subject to a couple's maximum-41,60 0 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 memberr is.
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"The indexing procedures become effective in earlier year.9 for Puerto
Rico and the Commonwealths and territories.

l"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.

l"The 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.

"See National health expenditures, 1986-2000, loc. cit.

16See CBO, Oct. 1988, loc. cit.

"6Dept. of HHS press release, Nov. 18, 1988, loc. cit.; and 1988 HI and
SMI trustees' reports.

17Derived 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.

IS Higher amounts apply to the self employed.

19 U.S. Congressional Budget Office. The Changing Distribution of
Federal Taxes: 1975-1990. Oct. 1987.

2The 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.

21The 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.

22The reduction could be less than 2 percent, if the "uniform reduction"
pertaining to non-defense spending is smaller.
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OPENING STATEMENT

SENATOR DAVID PRYOR

Finance Committee, Subcomaittee on Medicare and Long-Term Care

March 3, 1989

Hearing on the Medicare Proqram

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 I 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 11.1
percent of the Gross National Product, on health care. That comes
to about $1,987 for every man, woman, and child in this nation. In
comparison, we spent $42 billion for health care in 1965, the year
Medicare was enacted, which was about 6 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 spending on premiums 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 unprecedented 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 1l66.

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 health insurance
program for the poor, is unavailable to the majority of poor
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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.

While 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 Anericans 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 likely 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 on 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. For 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 system. 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 care, there are far too many shortcomings. As the percentage
of our GNP dedicated to health care continues to incr.aase and at a
time when we have limited resources to meet other high priority
needs, me must look to ways to assure our health care system is
yielding a product worthy of our tremendously expensive investment.
Today's hearing will be a starting point for discussion 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 witnesses that we
have assembled before us today.
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opening Statement
Subcoittee Hearing on "Overview of Medicares

John D. Rockefeller IV
Mach 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-Term Care. And as its first
Chairman, I am genuinely honored to have this privilege. With
Senator Durenberger, 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.

Thic new subcommittee is responsible for watching over one
of the moat 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 101st
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 safely? 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 Owilder" 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
we still are faced with a huge federal deficit. What needs
immediate attention? What specific issues should this committee
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be focusing on this year and next year? Your knowledge and
recommendations will help us set legislative priorities.

An the witnesses know, most members of Congress are keenly
interested in health care end 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 quality 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 101st
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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OVSIt M=WfU OF BSAMM JOM HENZ

FIWC Subcommittee C.DICAt ANM LONG TNIM CARE

Overview Hearing on the Medicare Program

XMarch 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 efforts -- 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 pushe4 out the back door. Now,

patients can't get in the front door -- as hospitals, especially in

rural 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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ameslot eased. In Pennslyvania, preliminary survey findings are also

showing that at least 31 percent of our hospitals are experiencing net

operating losses.

The price of cost containment under edicare's Part B side is

quite different. Despite or because of price controls on physician

and other Part B services, total expenditures have continued to rise

by 16 percent annually -- driven largely by increases in the volume of

services performed. This has added to Medicare's program costs, 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. In 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.
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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 program.

Attention to this part of Medicare in long overdue. While

Congressional action in recent years has been at least partially

successful in slowing hospital expenditures under Medicare,

expenditures for physician and other ambulatory services under Medicare

have continued to spiral upward.

Today, I would like 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 expenditure trends

while protecting elderly and disabled beneficiaries from the brunt of

rising costs.

Medicare Part B

Part B, the Supplementary Medical Insurance (SMI) program, covers

the costs of physician services and such additional benefits as

outpatient laboratory tests, durable medical equipment, and outpatient

hospital care. Unlike Part A which is largely financed by Social

Security payroll tar.s, Part B is optional for enrollees and is

financed by a combination ot general revenues and beneficiary premiums.

Increases in Part B outlays are a major drain on general tax revenues

and a contributing factor to the overall federal bud.vt deficit.

Rising premiums are a divct financial bl,.den on the elderly and

disabled beneficiaries. While coverage !a voluntary, an estimated 97

percent of Part A beneficiaries choose to enroll in Part B as well. In

recent years, beneficiary premiums have covered 25 percent of Part B

costs. The monthly premium for Part B enrollees in 1988 was $24.80, or

$298 a year, up from $36 a year in 1966, and 38.5 percent higher than

the 1987 premium. In addition, Medicare beneficiaries pay a $75
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deductible for Part 3 services and are responsible for 20 percent

coinsurance on allowable charges. Unlike hospitals, physicians are

permitted to charge patients in excess of charges allowed by Medicare.

Therefore, some beneficiaries find themselves with quite substantia.

out-of-pocket outlays for physician services. The recent Medicare

Catastrophic Coverage Act sets a ceiling on the deductible and

coinsuranoe expenditures for Part B, but does not restrict excess

billing by physicians.

Trends in Part B ExDendituros

Total Medicare outlays have been increasing rapidly, about 15
percent per year between 1975 and 1988 -- reaching a total of nearly

$88 billion in fiscal year 1988. This represented about 8 percent of

the entire federal budget.

The fastest growing portion of Medicare 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 physicians' 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 payments has slowed markedly since the introduction 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 1988.

In upcoming years, the Congressional Budget Office predicts that

Medicare outlays will continue to grow at an unacceptably high rate.

From 1988-1994, Part A expenditures will increase at an average annual
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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 same 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 44 percent of increased costs), price

increases (accounting for 42 percent of increased costs), and increases

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.

Pa t B services per enrollee grew steadily between 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

51 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. Between 1980 and 1985, approved charges for office

based surgery increased 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 somewhat, 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 the next several decades, the

number of elderly persons enrolled 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 increase rapidly
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to 22 percent by 2050, when Medicare will have more than 65 million

beneficiaries. Furthermore, the aged group is itself aging, with the

fastest growth occurring among those age 85 and older. This has

significant consequences for the Medicare program, as frailty and use

of health services increase with age.

inancial Burden on Beneficiaries

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 cvers 58 percent

of expenditures for use of physicians 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 beneficiaries account

for one-fourth of all physician expenditures.

Beneficiaries' out-of-pocket liability 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

premiums, 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 increasing premiums, cost-sharing

requirements, and extra billing for Part B is- substantial. Such costs

have tripled for elderly enrollees between 1975 and 1987.

On 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. Still, more than 3 million elderly have incomes below

the poverty line, that is, below about $5,700 for 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 a third of the near-poor elderly would be considered

impoverished if their out-of-pocket medical expenses 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 people now have

supplementary insurance coverage. Seven':y one percent of the elderly

purchase private Medigap policies, and soaother 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

coverage of all poor Medicare beneficiaries 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 elderly, many of whom will continue to face

serious financial burdens.

Physician Particgiation and Ass lament

The primary goal of the Medicare program is to offer beneficiaries

access to quality medical care while providing financial protection

from high health care costs. One of the most serious threats to this

goal is billing in excess of assigned charges, or "balance billing.*

Although many physicians choose whether or not to accept assignment on

a case by case basis, a significant number have joined 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 Medicare patients. Physicians who sign participation

agreements offer beneficiaries 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 physician r .rges. This is a significant

increase from previous yers where onl 30% or less participated.

Assignment rates for Part B services were relatively stable during

the mid-1970. 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 increased 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 'charges for participating

physicians. Other reasons for the increase in assignment include

required assignment for laboratory claims which went into effect in

1984, and probably, increased competition resulting from continuing

increases in physician supply. Additionally, there is evidence that

nonparticipating physicians are taking assignment more frequently in

recent years.

While the increases in participation and assignment rates

represent good news to many beneficiaries, others still face

significant out-of-pocket expenditures from balance billing. Between

1976 and 1986 the percentage difference between the actual charge and

the Medicare approved charge of unassigned Part B claims increased from

loss than 20 percent to nearly 27 percent. However, the implementation

of maximum allowable actual charges (MAACs), appears to have

substantially limited the size of extra bills in 1987. This reduction,

coupled with rising assignment, resulted in an estimated drop in

beneficiary liability for extra billing from 12.9 billion in 1986 to

$2.5 billion in 1987. Preliminary evidence suggests, however, that

many low income and sick beneficiaries continue to face burdensome

excess 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. In

1985, assignment rates ranged from a low of 51 percent for
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anesthesiology to a high of 81 percent for psychiatry. Primary care

specialties have lower assignment rates than medical subspecialties.

In surgery, however, general surgery has a somewhat higher assignment

rate than most surgical subspecialtiem.

Possible Changes in Medicare Physician Payment

The problems I have outlined here today make Part B of the

Medicare program a priority target for reform. Any reform 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 beneficiaries,

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,

expenditure 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

understand 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.

Although a fee schedule will place control on the price of

physician services, this mechanism may be of limited effectiveness in

moderating incre-ing Part B expenditures 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 fees in the following year.

Expenditure targets could supplement other measures designed to reduce

services of little or no benefit to patients. The intent of

expenditure 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 method@ and development of appropriateness

guidelines to moderate the rate of expenditure growth.

In order to reduce the out-of-pocket expenses of beneficiaries, it

is necessary to limit 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 liability.

It is clear that to achieve the multiple goals of the Medicare

program, an integrated strategy for reform, which 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

expenditures, Medicare outlays, the federal budget, the financial

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

Thank you.
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Figure 1. Supplementary Medical Insurance
Trust Fund Revenues In FY 1987
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Figure 2.
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Figure 3. Trends in Real Medicare Expenditures,
1975-86
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Figure 4

Real Rates of Increase In Hospital and
Physician Expenditures by Medicare, 1980-1988
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Figure 5

Annual Percent Change in the Consumer
Price Index for All items and for
Physician
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Figure 6. Total Part B Services per Enrollee,
1975-85 a
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Figure 7. Distribution of Part B Allowed Charges by Type
a

of Service, 1980 and 1987
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Figure 8. Elderly People as a Proportion of
Total Population, 1970 projected to 2050
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Figure 9

Sources of Payment
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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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Poor, Near-Poor and Non-Poor Elderly Families 1987
Figure 12
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Figure 13.

The Impact of The Participating Physician Program, 1984-1987 (in percent)

Physicians Signing
PAR Period PAR Agreements Covered Charges

October 1984 - September 1985 30.4 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 37.3 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 charges are PAR physicians' covered charges as a percent of total covered
charges for physicians' services.
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Figure 14.

Asslgament Rates and Char&e Reduction Rates
for Total Part B Services, 1973-1987 (in percent)

Ass inment Rate Charge Reduction Rate

Calendar All Unassigned
Year Claims charges Claims Claims

1973 56.9 49.7 12.2 12.6
1974 56.0 49.1 14.4 14.7
1975 55.9 49.0 17.4 17.7
1976 54.4 48.9 19.5 19.8
1977 54.0 49.6 19.0 19.0
1978 53.7 50.9 19.3 19.2
1979 54.0 51.9 20.8 20.7
1980 54.2 52.9 22.4 22.5
1981 54.9 54.2 23.5 23.8
1982 54.4 55.4 23.7 23.9
1983 55.8 56.5 23.2 23.0
1984 59.2 59.7 24.9 24.2
1985 68.5 68.6 26.9 25.9
1986 68.0 69.6 27.9 26.9
1987 73.3 75.2 27.2 24.7
1988 (3rd qtr.) 75.2 79.9 29.3 25.5

Sources: HCFA, Medicare Participating Physician/Supplier Claims Workloads Reports and
Reasonable Charge and Denial Reports
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FIGURE 15. Beneficiary Liability for Extra Billing
on Unassigned Claims, for Total

Part B Services, 1979-87

Calendar Total Liability
Year (in $ billions)

1979 1.16

1980 1.54

1981 1.88

1982 2.28

1983 2.51

1984 2.72

1985 2.60

1986 2.89

1987* 2.54

March 1988.

*preliminary

Source: PPRC, Annual Report to Congress,
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figure 16. Physician Assignment, Participation,
Charge Reduction Rates by Specialty
(in percent)
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MEDICARE ADMINISTRATION

Testimony
by

Lynn Etheredge

Mr. chairman and Members ot the Committee:

I 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 health 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. I am appearing today as an independent

witness.

Over the next five years, the Medicare program faces the

greatest administrative challenges since its enactment. Among these

major management issues will be implementation of the catastrophic

insurance legislation (particularly the prescription drug benefit),

dealing with the rising volume of physicians' services, potential

transition to a new physician payment system, the evolution of the

DRG hospital payments, building the admlnistrttive foundations

needed for expanded long term care insurance benefits, and

development of its internal management capabilities.

This statement Includes a brief overview and history of the
rMedicare program's administration. But I 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 social 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 beneficiaries 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
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Medicare program operations, Including paying bills, auditing cost

reports, reviewing medical appropriateness of care, surveying

nursing homes, and communicating-w-th-beneficiaries and health

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 Ltaff work on central office functions such

as policy setting, managerial oversight of contractors, maintenance

of master beneficiary records, actuarial and data analyses, research

and other core functions.

-- Medicare hospital insurance (HI or Part A) program is

managed by fiscal intermediarles which audit hospitals' cost reports

and make payments under the DRG system. Most intermediaries

are state-level Blue Cross plans that been with the Medicare

program since its Inception. They became Medicare's designated

fiscal agents by being nominated for this role by hospitals which,

under the Medicare statute, have the right to nominate the

contractors that wll review their claims and audit their cost

reports.

-- Professional Review Organizations (PROs), which are typically

physician-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 utillzpt!orn review functions
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from intermediaries 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 carrers. By requirements of the Medicare statute,

Medicare must contract with private insurance companies to

perform these functions. Both Blue Shield plans and commercial

insurance companies play major roles. Here again, state-level

contractors are most common. These carriers carry on the complex

determinations of Medicare's payment rates under the CPR system,

as well as medical review functions for physicians and other

outpatient services.

-- State agencies carry on survey and certification of nursing
homes and some other provrIders to assure they meet federal

standards.

These arrangements have both political and practical histories.

Politically, when Medicare was enacted, fears of government

regulation were major worries for health care providers. The

hospital nomination process and reservation of administrative roles

for private insurance companies 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 beneficiaries

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 XVII1):
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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 insurance

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 were not

Intended to give Medicare managers th.-.- abil!t-y to control hospital

and physician payments to levels set by 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.
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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-

utilization review firms, Medicare's basic "contracting out"

philosophy seems even more 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 decisions, 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 efficiency 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 in the

Medicare program's bill-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 small 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

reliance on a single areawide contractor also Inhibit the

government's ability 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, I 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.
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IMajor Challenses

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 Physician 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

o Development of HCFA's professional staff and internal

management capabilities to deal with these issues

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 built. 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. This 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 Medicare

regional processing centers that are separate from the current

contractor structure.
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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 major 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 I 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 increases through purely

administrative means, i.e. through medical reviews and payment

denials. To save even 1% of program spending through denial or an

average service would require the Medicare program to deny 10

million services, while halving the rate of program increase would

require denial of 50 million services. The payment-denied services

will already have been provided, and, on unassigned claims, paid for

by the beneficiary. One can Imagine the degree of administrative

effort, beneficiary 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 benefits are a legal entitlement. Payment denials cannot be

arbitrary and capricious but need to reflect a determination that

services are not covered by the Medicare program or are not

medically necessary. Beneficiaries have appellate rights for payment

denials, Including HCFA and judicial reviews for substantial claims.
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I have used this "average" claim example Just to forewarn

anyone from believing 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, L.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 ill-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 I pointed out, Medicare's administrative structure and

processes were designed for a bill-paying program. This is

particularly true for Medicare Part B. Indeed, one could hardly

conceive of an administrative system that Is IM suitable for

reviewing medical practices or controlling volume Increases. Claims

arrive one a time and are processed as they arrive. A physician bill

may arrive for a patient one day, a couple of lab test bills 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

A&B claims. Medicare thus has limited ability to review an

individual 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 --

certainly 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 guidelines, 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, I 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 system Should the Congress adopt a

physician fee schedule, there will be major administrative tasks

involved In the transition process. Payment rates will be changed

for about 7,000 CPT-4 codes, covering about 1 billion 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 wll likely be designated to replace carriers'

sub-state areas. Criteria for physician specialty designations may be

standardized. New policies will need to be considered with regard to

asslgnrAent and extra-billing practices.
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The actual management of this transition on a *real time"

basis, while continuing timely and accurate workload processing, will

not be a particularly easy task. The potential for confusion among

the 32 million beneficiaries and half a million physicians is relatively

high. Adequate lead time. e.g. a 1991 Implementation, will be

essential. Complicated as a one-year transition will be. a prolonged

multi-stage process. Involving multiple adjustments of Medicare's

payment rates, could be even more difficult and confusing.

Hospital payment policies -- beyond DRGs. The Medicare

DRG prospective payment system was enacted about six years ago.

With sharply falling hospital margins, It Is becoming increasingly

clear just how blunt an instrument the national DRG fee 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 with financial

distress for Individual hospitals would be to allow for sta*e 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

incentives to establish all-payer rate-settIng systems, including

Medicare payments. But whatever form these DRG refinements

take, new administrative arrangements will need to be considered.

Development of a long term care system A fifth raajor

challenge for Medicare's administrators will be to develop the
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foundations for managing long term care benefits for chronically Ill

elderly and disabled populations. Medicare already covers home

health benefits and SNF care, but these benefits have been targeted

to acute Illness recovery. The limited respite care benefit Included

In last year's catastrophic insurance legislation broke new ground,

and how it is administered will be Important for shaping the

program's future. In Implementing this benefit, M'.-Icare 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 reliable assessment of disabilities (ADLs), price setting

and control of service use, selection of providers, and quality

assurance.

The key 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 already developed an extensive long

term care system, with about $25 billion of benefits annually. The

outcome which makes least sense, from an administrative

perspective, would be to build two separate federal and state long

term care systems, each massive in size, each funding similar long

term care benefits for the same elderly beneficiary groups, and each

with separate administrative structures for eligibility 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 facility benefits, by establishing

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 Medicaid 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 bodies, 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 program analysts. It will be a major

challenge for HCFA's next administrator and his or her successors to

develop these career staff and management capabilities.

1Other 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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CYNICAL FREEDOM TWO LESSONS FOR
THE LX FROM US EXPERIENCE WITH

PRIVATISATION OF HEALTH CARE

PHtiP tR LEE LN..N- Enit-rHExF

lriowt for He¢/A Pohn% 5tudie. Sk'IhW of .lcaz'. Sari
Frwmoso. Caiforma, iSA

IN the United Kingdorn (UK'-, politicians and polio
analysts eem icreiengly eager to apply lessons from the
United States, (US, to the Nationa Heath Set-ce NHS'.
It is clear ,hat the Thatcher Governmcnt strongly favors

cru sed rsarketplace competition and pnvatisatiori of
health services There has been support for increased
otmopetiton,' for creation of internal rkets within the

NIIS,JJ and for managed care.' There has been a rapid
increase in US-sryle employer-provided health insurance
benefits Thre has been a substantial increase in the
number of proprietary hospitls outside the NH S, and in the
conractmng of hospital rvices through compeitive
bidding.' There has been a transformation of regional and
district management within kh- NI-IS, with a system of
general management replacing consensus management'*
And, since the hiberalisanon of consultartt contracts in 1080,
the number of consultants engaging in prsvate practice has
increased suk~tantially, as has their income from private
practice.'

Thes developments reflect an ideology that has strongly
influenced health care policies i the US, particularly dunng
the almost eight years of the Reagan administration Yet
today there are grossing concerns, among physicians and
others in the US, about the impact of the policies on medical
care costs, on the commercialisation of medicine, and on
physician autonomy.S As a result of these new market-
oriented policies, physicians in the US are now the most
htgated-agains:, second-gu essed, and paperwork-laden
physicians i western industrialised democracies
Physicians' day-to-day clinical decisionmaking--com-
mcsy referred to as clinical freedom-is inc-reasingly
subiet to review and approval by "case managers" working
for eniplocr. insurance carriers, and go%.erment financed
and regulated professional revieA orgarusations
Malpractice suits and administrative costs are multplyMg
The growing adsersaral relatonship with private and
public payers and loss of physician autonomy a closely
related to the growing View that medical care should be
treated lke any other private business. The long-term
consequences of these a-ends for the medical profession and
medical care in the US are vet. serious: will medicine
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continue as an autornkwous profession- or will it become
increasingly influenced by large purchasers and the ethics- of
the marketplace? W%'ut will be the effect on the clinical
freedom of physitans ao on the quality of mediW care)

What would be the i nsequenes for the UK of'adoLp g
a more compentive model for the NI-S and expanding the
role of private health insurance and private pramcO Of a
growtig commercial snfluence' The dangers to the NH S of
folkr^sg the mixed public-private model of the US have
been pointed out by othe There is a nsk that a US-style
approach could result in the overuse of technology seim
at the expense of primary care and in a two-class system of
care "' If the Government suceeds in diminishing or
perhaps even eliminating, the NIHS, British physicians may
suffer the same fa'e that awaits their American colleagues. q
A recent review of private health care in Britain detailed
current developments in the UK and defined any of the
critical issues of pnvansation facing the N'HS -

We believe that the dangers to the nedcal profession of a
growing private sector in the UK have not been sufficiently
apprecmated by physicians. We address here two major
dilemmas that have ansen from an increasing emphasis on
the marketplace. competition, and cotmercialisaton in
medical care in the US: first, diminishing physician
autonomy and clinical freedom, and second, the leaping
administrative costs and burdens, including those in the
physician's office

DIMINI SH ING PHYSICIAN ALTONOMN

Tht Role of Lau-yers, Court, and Regdao 3- Ag,'cz,

The issue of malpractice is a growing concern in the US
and the medical profession is sinking in public esteem
When public regard for the medical profession is loss,
physicians are more likely to be the target of malpractice
suits, The number of stts has lately been increasing
substantially- studies b% the American Medical Associaton
show that the rate of malpracuce suits against private
pracce physicians more than tripled in the first five years of
this decade, 37% of US physicians have had a medical
malpracuce suni against them in their career. and more than
ten m..practice claims per hundred physicians were filed in
1985 For some specialites, such as obstetrcs and
orthopaecdic surgery, these rates are much higher.

These developems have resuted in a rapid increase s
the cost of malpractce insurance premiums. Professional
liability preinumsr for private practice physicians in the US
increased by 22% annually from 1982 to 198 B> 1986,
annual prerrUums werr an average of 512 800 per physican;
premiums for obstetrician gynaecologssts were more than
double this amount VS29 300) and were even higher for
orlhopaedic surgeons $35 200)," In some areas,
orthopaedic surgeons and obseux-an gynaecologtsts pay
annual premiums of nearly 5100 000.

Because of these trends, defensive medicirse -, more
laboratory tests, more paient investigations, more
consultations, and more follow-up visits to guard against
malpractce suits-is now a consideration in clinical practice
for private physicians, In one study, the costs of defensive
medicine were more than 3 5 times the cost of malpractKe
insurance prerniums and accounted for almost 15% of the
total US expenditures for physicians' ser-es "

The courts, in their interpretation of antitrust laws, also
have had a role in substituting the competive process of the
market for professional self-regulation. The oxicept of
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private sector peer review was daenged in the courts as a
rmul of a suit filed mn Astoria, Orergn The Supreme Court
of te Unted States supported a distric court ruling that the
professional review conducted by physicians in disciplinig
a member of the communir.' hosrtal stafl was
anbcompetiuve and that it was subject to aritcrust law."
The decision was based partly on the fact that the peer
review process was done etnrely in rt private setwor,
without gavernait rev-ess. The courts have further
intruded into professional decisionnaking and standards of
car in the applications of tednlckgy, particularly for the
very young, the very old, and the terrrunally ill

The Federal Trad Cominsion FTC) has been active in
extending general economic theories about competmon to
physicians. Medcal care has become a focus for antitrust
tigation, and the FTC is involved in several of those suits

Such developments are relevant for UK health cre
professionals in view of the recent consultative document
Retie of Restrtm" Trade Pracrvts Policy issued b% the
Department of Trade and Industry in the LUK 1 The
document states that there will be no exemptins for
professional services "without the ments of each exemption
having been established afresh", even though the Restrictive
Trade Practices Act of 1976 specifically exempts medical
services.

774 Role of the Payers
The most int usive day-to-da. 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 &lo from the rapid
expansion in private payer' review programmes designed to
contain ever-rsing medical costs.

The federal Medicare programme. which insures 30
million elderly and disabled persons, was the subject of a
ee prospective payment system for hospitals in 1983. This

system introduced fixed payments per admission based on
diagnosis-related groups which encourage hospitals to
decrease inpatient lengths of stay and to reduce the resources
used in providing care Hospital administrators sudden])
%wre concerned not ons with their traditora area of
responsibility--the price of inputs capial, labour-but
also with the volume and types of services 2' Also, there was
a requirement by Congress for new Medicare contracts with
peer review organisations (PROs' designed to control the
use and quality of care. Tbes contracts include negotiated
objectives between the Federal Government and PROs for
review and change of medical pracice.

Pressure on hospitals and physicians by the Medicare
programTu have influenced clinical decisions about the care
of the elderly. There s a 9% decrease in hospital
admission from 1984 to 1987 for those aged 65 years and
over, and the average length of stay for elderly inpatbets
decrased by more than a day to 89 days.2 Within 2 years,
1983-85, the proporton of Medicare's surgical charges in
hospital outpatient departments increased from 6 7% to
20-5%I with corresponding decreases in inpatient surgical
procedure.23

The Medicare program has also started to appty new
financ pressures on physicians' charges (eg, a fee freeze in
1984) and has stepped up its medical practice revies. In
1987, Medicare paid less than was charged on 82% of
physicians' bills, and reduced charges per bil by more than
25%. The Reagan administration has requested an increase
in Medicare's medical review budget for physicians- services

from 565 irullion in the fiscal yer 19M88 toS127 million in the
fiscal year 1989.

The increuLng attempts by the Medicare progrmnme to
influence clinical decisionirnsakng have been paralleled by a
"ranaged care revolution' among pnvatc sector payers.
.Managed care, defined as insure, programmes that require
previous approval by insurance ompans for hospital
admissions and concurrent revie- of kngths of stay, gr
from 4% of the pnvate health care market in 1984 to 60% i
198 7.Y Enrolment in health maintenance organisoons
(HMOs -grew fromn9 millions in 1980 to 29 3 rmllions m
1998, and erolment Ls preferred provider organisatons
(PPOs increased from 1 3 millions in 1984 to 17 5 millions
in 1987.-' Both HMOs and PPOs, stuhch are pan of the
managed care revolution of the compeiuve market, use
venous methods to monitor and regulate physician comduct.

GROWING AD.MI.N iSTRATIE COSTS AND BURDENS
Clearly, the economic record of the competitive market in

the US health care systn during the Reagan administnun
necessitates a re-examination of the anticipated benefits
from pnvatisation of health services National health care
spending in the US has more than doubled from $248 000
rmlibon in 1980 to over 500000 million this yea---a
spending increase of over 51000 per caput. Adjusted for
inflation, health car expenditures have been growing at
near-record k-eels. Competion has not been the answer to
cost containment:" a recent study found that for hospitals,
greter competion led to higher prices 3 B-casse the cost
of health insurance premiums has rs mid because
increasingly competitive isurancecorpanies have dropped
"bad risks" (te, people who most need health insurance), the
numbers of uninsured have increased from 30 millions in
1980 to approximately 37 millions in 1987; millions more are
underinkured.1

Not so well recogrused is the vast arriount of paperwork,
complmty, administrative burdens, and costs-for
physicians. hospitals, patients, and payers---that are
involved in the US market-dnmen medical care review and
bill-pa-ng s. stem Usse Resnhardt, Professor of Econormcs
at Princeton L'Uversr,. refers to these issues as the B
,,bureaucratic, factor in medical care' Among is
bureaucrats. Reinhardt includes Civil Servants, health
insurance company employees, medical review fiirms, ad
others who process paper. He contends that the US now has
the highest B ratio of health care bureaucrats to health
caregivers in the industialised world and notes that the B
factor in the US is rising rapidly. Although overall health
care expenditures moesed by 85% between 1980 and
1986, ReinLhadi found that, according to the office
Government accounts of national health sprig (s itis
include only payers' administrative costs), the admin-
istrative expenses of the US health system increased by
186% from $9200 million to 524 500 milon; most of the
increase was in the adrinistraive costs of private health
insurance wich more than tripled front $5100 million m
1980to1$17 BW million in 1986.

Overhead expenses for the US heath care system must
also take account of physicians' "business" costs that are
part of opcrting private medical practices Office practice
expenses, in addition to malpractke premiums, were an
average of 586 000 per physician in 1986. These costs
included an average of 2-7 full-time employees per
physician, of whom 17 were clerical and administraive
personnel to hand bills and other paper: rk, while I was a
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nure or medical assistant. Many physicians already devote
1-2 h a day to administrative masters, and even more of ther
ti is now being taken up in appeals and discussions of fee
issues with patients. The total costs of practice, including
rialpractice, arc now about 50% of most physctans' practice
comes. This onunes with 36% in Canadxa" and 29'. in

the UK.U Hsmnelstem and WooUiandler" calculated that,
in 1983, the total US health care administrative costs were
S77 700 rmilUon (22% of all health care spending' Ther
esamates uxluded insurance progrrmme administration,
and also hospital and nursing home admrususaton and
physician office overheads They projected savings of
approximately half of these administrative expenses, about
$38 400 mulhon annually, if the US adopted a UK-sryle
nationaJ health service

CONCLUSIONS

During the Reagan era in the US,health care policies ha,.e
emphasised competition to con tol costs However, the
rnarket-dnven policies in the US have not controlled the
public's costs, but the have produced an increasingly
frustrated, alienated, and angr medical profession
Physicians, policy analysts, and politicians in the UK would
be Aell advised to carefully and critical]% evaluate the US
experience before adopting piecemeal, pocl'es for the
pn'vatsanon of the NHS.

Com3pndet rhoid be &aIrs aed to P R L , Insiruic for Hea",
Po c Studies, School of Medcinre. 13. Tihrd Acnue San Fran:nsv
CaLdorna 94143-0936, USA
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Living with Disability

MAYBE TOMORROW
THE fiancial positim of most severely disabled people

has unproved greatly in the p st 25 years or so. In the 1960s
the vast maponry had to oust on sickness benefit and
supplementary benefit While undergoing rehabilitaton for
a broken neck at Stoke Mardevilk Hospital I received 13
shillings per week (65p). Whulc a student I %2s looked after
by my wife also a student), and we lived off one student's
grant Eventually the college managed to obtain 10shillngs
(SOp) per week for my wife. This had risen to 5 per % eek by
the tine I leh college Things arc better today, and the
disabled nov have access to invalidity benefit, anendance
allowance, care anendance allowance, and mobility
allowance,

Socie y has recognised that inproving the qualir oflifeof
the physical handicapped encourages self-respecit and
dignity, increases independence, and for some lays the
foundation for a return to full employment. Thc days are
gone when the physically handicapped (ncurabks, were
treated almost like imbeciles and were confined to hospital
wards, insotutIons, or a dark corner of the farrul. horx.
isablement can happen to anyone at any tme, and it is

comforting to know that the fariil will not be in debt
because ofhospital billsor that the victims willnot have to go
beggug on the street corner in a wheelchair, as in some
countries At least there will be someone to lk after the
disabled person, an attempt will be made at sm- form of
rehabilhtaion, and the Government wil provide some
financial support But having "quality of hfe" on the
National Health Sernice and social secunty is an expensive
business, very often not cost-effecnve the physically)
handicapped are an extravagant com .odity.

Disabled people already on Invalidity benefit have some
security, but the newly handicapped ma% be in a less
forrunate posinon under the 1988 Socis Securty Act. Until
the extent of their disabilir is confirmed, sone severely
disabled people could los up to £80 per week in ncone
support The new Act may well incrase pae)mxts for many
categories of claimant, but a relatively small number of-e,
severel. disabled people may no longer be able to support
themselves and be forced into institutions. ULnder the new
Act orly £60 milhon from the Soctal Fund is to be handed
out in the form of community grants to me the needs of
disabled people setting up home. Loans for whic, a further
£140 m.idon is being allocated) are no use. neithe are
one-off grants for those who have to pay a care atendant
every week Disabled o-uncil tenants can be rust as badly
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Testfriy of

Kathleen N. Ler, Th.D.
Senior Professional Associate
Institute of Medicine
National Academy of Sciences

Tha* you, Kr. Chairman, and good morig. My nam is Kathleen Lhr,

and I an the diretor of the study that Congress omnissioned in the Omibus

BU37et Asoonciliaton Act of 1986 to look at strategies for quality review

and assurance in the Medicare program. The sturdy is beirq dited by the

Institute of Medicine, National Academy of sciences, and our report is due

to you in Jaruary 1990. For 12 years before oming to the Institute of

Medicine, I worked on quality of care and health policy issues at 7fe RAND

Corporation. I would like to highlight five main themes this morning, whidh

are my personal observations and not necessarily those of the Institute of

Medicine or the National Academy of Scienoes.

Firt, aualitv of care in this nation is oci;. a d we have to keew it

that lvy. In protecting the quality of care for the elderly we protect it

for ourselves, cur dildren, and our children's children, because, as the

dean of quality of care in this country, Avedis Doabedian, has said "Mhe

aged are everyman." We are working off a solid, admirable base, and we must

not allow it to be erode.

62g". q lity of care. althcuMh gqod. is not uniformly cioxd. It can

differ considerably from area to area, beneficiary to beneficiary, doctor to

doctr, hospital to hospital. The use of hospital care and of surgical

pXKires varies tremendusly even across small geographic areas of the

country in ways forwhich we cannot fully account. The effectiveness and

the outcomes of care can also vary greatly in ways that are not easily

explained. These differences can arise from poor technical skills of

practitioners, from uderuse of needed and appropriate services, and from

overuse of necessary, inappropriate, and sometime risky services and

proceclres. Lrerstandig the scurtn of such variations and working to

reuc tbm by, for instance, developing clinical indicators and practice

gaidelines should benefit all parties, not just the elderly.
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Ihird. re for the elderly is often ftented and disggitinjA in

ys that threaten hii auality care. We do not seem to have a rational

system for Gnsring the continuity or "seaulessness" of care across settings

and ,q providers. As we age, knowing our physicians or other providers

- and being cnfident that they know us - is a key to good quality care.

This is epecially true for the elderly, who may have multiple, complex,

trcd c coditions. For them, oantiriity is interrupted Mwhn care must be

obtained from many different practitioners and specialists, in different and

sometimes new or unfamiliar settings, or at home at least partially frcm

family and kin who themselves may be elderly or infirm. We must recognize

that physical and financial access to health care generally and whether

services are covered completely, partially, or not at all by Medicare are

inextricably linked to the quality of health care for the elderly.

Bth. rust between patients and doctors is important. and we

kee= it alive. Here is growing uneasiness about a perceived erosion of the

mutual sese of trust implied by the phrases the "doctor-patient

relationship" and the "art of care." The elderly today are urcrtain about

%here the true allegiance of their doctors lies. 7he traditional view that

the physician should place the interests of the individual patient above all

other consideratiors appears to be slipping away. Physicians and other

health care professionals increasingly face many conflicting influences -

their traditional professional value, malpractice omcxrns, utilization

mrag~~~it in the noe of cost ontairent - that push them ever farther

from their "aquiy- role for their patients. Once gone, that bedrock of

trust in physicians will not be easily, if ever, regained. The growing

wede of mistrust between doctor and patient may severely threaten the

quality of care enjoyed by this nation, because, when we are Dick, to

shall we then turn?

Fifth. galitv of care is worth it. and we shuld be investinM in it.

Maintaining and improving the quality of health care requires resouross:

people, reliable and valid assessment instnrents, and financirg. Thoe

resourcm are in short supply today. The deand for quality assurance calls

for increasingly complex pr rams, yet we devote very little of the nation's

attention or wealth to reviewing, assuring, or improvrg the quality of the
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care we py for. Although the art and the science of quality assurac are

increasingly sophisticated, we still have little concrete uderstanding of

the best wys to identify poor (or, for that matter exmplary) providers, to

remove poor providers from practice, to assist providers in ivIprovinj what

they do, or to rmrd providers for superlative performance.

To understand appropriate patterns of service, good proceses of care,

and expected outcomes of appropriate or necessary care, considerable

research on effectiveness and on outoes is needed. Congress supports the

idea that suh work should be undertaken by the Department of Health and

Miran Services; it will contribute greatly to maintaining and improving the

quality of health care roivwd by all, not just the elderly. To kno where

quality-related problts exist, to be able to intervene effectively once

problems arise or e critical, and to foster attibue and programs

oriented to the continuous irpirovment of care, we need a similarly larger

inveent in the study of existing and emerging approad-je to quality

review and assurance.

Thank you, W. Oairman, 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 MEDICARE

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 eight 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, (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. 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 Progran; 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., MP.H. (Universityof Mich-
agan): "Barriers to Successful Quality Assurance"

* Catherine Haes, Ph.D. A Robert L. Kane, M.D.
(University of Minnesota): "information Systems for
Out-of-Hospial 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
Public Health): "Considerations in Defining Quality of
Health Care"

* GaJl 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 Netherlands)- "In-
ternational Perspectives in Quality Assur nce"

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

* Lawrence Z. Rubenstein, MD., M P.H. (Sepuleda
Veterans Administration Medical Center): "Quality of
Care for Older People in America"

" Andrew Heath Smith, J.D. & Maxwell Mehlman, J.D.
(Case Western Reserve University): "Legal A ipects 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 particited. 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, each composed of representatives of
the Committee and staff, have participated in site visits
in seven states (Illinois, 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 containment 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 Senate committees was held in
July 1988. Various other presentations about the study
have been made to 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 definitions, 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 a.but the duplication
and poor linkage of efforts 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
aver-age practice behaviors.

Facility and organizational participants in the site
visits have echoed the concerns expressed 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
clairrs as quality indicators versus screens, internal
and external motivations for quality assurance sys-
tems- quality assessment and assurance systems that
exterd beyond inpatient care and across settings of
care, local versus national standards, incorporating
paticilt satisfaction and patient autonomy concerns
into the assessment process, and the effect of the local
healtvi care environment (e.g., availability of health
care personnel and other resources) on quality of care.

STUDY SCHEDULE

From February to August 1989. the Committee will
consider the structure, topics, and areas of recom-
mendation for its final report, and the subcommittees
will raove forward drafting major sections of the report.
The rAP will also be convened during this time. The
study schedule calls for an external review of the final
report to begin in early Septembcr 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 Committee Chair
University of California, San Francisco

KATHLEEN N. LOHR, Ph.D., Project Study Diretor
Institute of Med cine

Study Telephone:
202/334-216'i

February I989
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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 to 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-
.ies 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
should be used in defining "quality of care";

(B) evaluate the relative roles of structure, process,
and outcome standards 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 process;

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

(G) review mechanisms available ior 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 10M 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 aad 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 kegislation, 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 will include:

* two public hearings, to provide opportunities for
key organizations and constituencies to put their views
about quality of health 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;

* 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
report that will be transmitted to the Secretary of
Heath and Human Services and to the Congress. The
provisional outline of the final report is as follows:

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

I1. PROBLEM IDENTIFICATION: FUTURE
ISSUES OF QUALITY OF CARE IN
MEDICARE

Ill. QUALITY ASSESSMENT METHODS

IV. QUALITY ASSURANCE PROGRAMS: AN
INVENTORY

V. QUALITY ASSURANCE STRATEGY FOR THE
FUTURE

VI. A RESEARCH AGENDA FOR QUALITY
ASSESSMENT AND ASSURANCE

VII. CONCLUSIONS AND RECOMMENDATIONS

Dissemination activities following release of the
report vti assure that the results of this stud, are
known to all appropriate audiences.

STUDY COMMITTEE
STEVEN A. SCHROEDER, M.D., Chair

University of California, San Francisco

MARx 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. GAINER. M.D.
Univ of Rochester Medical Center

WILLIAM S. HOFFMAN, Ph.D.
International Union UAW

ROBERT L. KANE, M.D.
University of Minnesota

HAROLD S. LuF'r, Ph.D.
Univ of California, San Francisco

MAXWELL MEHLMAN, J.D.
Case Western Reserve University

MARIE MICHNICH, Dr.P.H., R.N.
American College of Cardiology

MARILYN MOON, Ph.D.
American Association of Retired Persons

JAMES D. MORTIMER
Midwest Business Group on Health

ALBERT G. MULLEY, Jr., M.D.
Massachusetts General Hospital

EDWARD B. PERRIN. PhD.
University of Washington

MARGARET D, SOVIE, Ph.D. R.N.
Hospital of University of Pennsylvania

LORING W. WOOD. M.D.
NYNEX Corporation

KATHLEEN N. LOHR. Ph.D.
Project Study Director

1202) 334-2165
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mvrzus DUTmcVE acm~ wiMi

PmPOrt to the &dirdztrator,

Health er Financing Adinistration

Dartmw of Health and M~man Servio

In ,98, te Health cu Firwc1Ig m ifnstration rEC7A) of the U.S.
Deartment of Health and H1un Servi proSed an Effectivens
initiative; its pimlpce is to bring the rmsarn of Medicare to bear an
the question of what w in the practice of medicine. During this tim,

A conultd Widely with many individuals and organizations in wdiclne,
health financing, aud health services and policy research for 9Lidarice an
this n prcqram initiative.

In Augst, 1988, H:TA rewAstei thm Institute of Medicine, National
Acadey of Scincs, to v 1 -z d clinical owndit.icrs that should receive
priority attention at the outset of the agency's proposd Effectivresi
initiative. 7his emphasis an the clinical ctzdition reflected a deci ion to
coee this unit of analysis rather than focus an specific prooodures or

tedh .log .

To discharge this task, the Institute appointed a ocaittee
aording to National Admy of Sciences prvcAkzes (followiu a
collaborative ontaticn bewe the Instibute and HerA) and ounwn a
am-day worksop an Octce 27, 1988, preosced by an opening session an the
evening of ctober 26. 'Th committee as cdred by ,nneth I. Sins, M.D.,
Dean of the UCIA School of Medicine, and 9Wrissd the physicians named in
the &OO3anyinM rooter.

The raairder of this report cneys the cnit a'e findings ard
recemendatons prmunt to cur worksh deliberations. For a cmplete
record of this project, see the Apnix and its attachmnts.

e committee was charVed with o responibilities:

1. To reccum-d to the WA Ainistrator a small nlber of clinical
oonditioas (three to five) to receive priority in the early stages
of the Effectivenss Initiative;

2. After nointing candidate clinical rditcrs for initial study in
the Effectivews initiative, to identify specific dimei ics of
the mnagemnt of tbue oonditians that might receive atttion.

PR1RM AN IW1 OF ]2 TI~rVD(a flUrrIAf
7fe purposes of the Effectivenss Initiative for any given clinical

condition can be mariz as folloas:

2. To asees the oeall writ of oopaeting interventions;

2. To provide informtm that will:

a. help clinicians in the warait of their patients,
b. assist and improve the peer review pre (e.g., of the

Medicare Peer Peview Organizaticns (R4s]); and
c. aid policy-senkrs in allocating Medicare re -curo.
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We udstax1 the ooinm~o of stp for the Ef tectiverims Initiatives
to be the follovng:

1. itring of time trends in the me of ezvices by the Medicare
populatican

2. Analysis of g i (pcpilamticr-b ) variatiow in the me of
service and In outoomes of oare;

3. Asseint of iotrrvmaticrs through four steps:

(a) monitoring (an above),
(b) variatiom analysis (as above),
(c) clinical demontraticn and dservational studies, and
(d) radomized clinical trials; and

4. Feedback and eduatiio.

Acirdinq to the cmitt's understandin, WM will do several things
in makin its databases available for the analysis of effective. First,
it will use and isproe its ai databases as much as possible. Seocrd, when
indicated, it will go beyond thme administrative data sets to acquire data
through clinical dexowtratio projects and trials. Specially oollected
inforaticn might include data from medical charts (abstracted by the
medicare .. an part of the Uniform Clinical Data Set effort) and

informaticn collected directly frcm patients or other respondents (as part
of patient follow -p activities or surveys). Third, H will collect and
iqprove data through both intrazural and etrwwral projects. Finally, the
ency will devote a portion of its reur to making data, Whether

administrative or clinical, available to the research community through
public use tapes and other mean, unluding the proposed national data
resorce cener.

7he oittee strongly aiports this approach. We wish to udersxocre
the view that initial assesets of any clinical problem area caro
provide satisfactory effectiveness data in the absence of prospective
asssments, vven through these can and will be guided by retrc iectIve
review of data. We also want to eaphasize our particular concrn that
interpretations of data cocerning prevention, mnagent, and
rehabilitation depd critically on adequate risk-adjusted information,
properly mtded populations, otaparison of alternative approaes, and
valid endpoints other than mortality; that is, we believe that both the
potential utility and the limitations of the HCM data sets must be clearly
udstod and acnmledged.

Om omittee er drwe the followir analogy between the
Effectivenes Initiative and high-altitude cbservaton of the earth: The
process begins with a satellite view of the H-A data to identify the sidn
features of the sce that deerve closer attention. It is followed by U-2

evellance - a somtat closer look at those selected area of the terrain
that might, for instane, include art reviews by Medicare fPWs. It
ultimately results in a focs for detailed low-level rexwiissanoe based On
carefully designed clinical derv-traton prowmis and trials. It was in
this oontext that the o ittee was pleased to rdertake its delikeraticrm
and to make its reoedtion about the clinical oonditions that wuld
provide, initially, the oportunity for satellite obeervation.

BACN3C= AND 0:*= Im14EW i

-1b provide a context and am beokgrcurd materials for the oc=nittee,
IcO and FHFA staff coapiled a set of readings bhat was forward before the
meetiug (see Appe-dix). In addition, ICH staff developed a brief exercise
that ws copleted before the workshop. Its purpose was to identify a large
set of clinical oanditins gruped by major organ systems and disease
categories, and then to pzvide a seans of narrVAM the set to be disCUsed
at the workshop to a manageable few. H staff also ocapiled a large array
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of data tables on mst of the oorditicos to be disossed; soe of this
material wms distributed before the meeting and the reainder ws made
available the day of the workshop.

The workshop began with presentations on the effectiveness research
initiative by William L. Roper and Henry J. Yrakauer of H and a general
dismssicn of the criteria by hdch the clinLical cditicns should be
selected. Kathleen N. Ichr of the IC reviewed the hcowrk exercise. The
ccittee then disoussed the preliminary list of conditions, selected an
interim grop of conditions, discussed that group in greater depth, and
co the final set to be reoccuended to CF2A. We also briefly discussed
patient management options for *1 key conditions that we juged would be
irxortant to the Effectivss Initiative. 'he executive session foamed an
the final -aamdaticne to be -e to H:FA.

Hugwrk Exercise

2he homework exerci was counted as a modified Delphi process, in
whic the cittee members ocxpleted tw qpastionnaime shots to clasify
and then rate potential clinical oarditico as to their probable iprtazo
for the Effectivees Initiative. IaK staff generated a list of 42
diagnces judged to represent the primary conditions that shud be
ocraidered for the Effectiveness Initiative (see Table 1). We were then
asked to classify ec of these orditins into cr of three categories:
(1) mu.wt be include in the workshop disosion, (2) probably important to
the HCA prz Pa , and (3) can be drIqFP frCM further dsossi on. The
exercise restricted us from classifyL'n more than 10 corditions in the first
(gh-est priority) categry. 7he third step w to take the 10 (or fer)
oorditicru we classified as of highest priority and rate th on an
Ninpotace sa'e ranging from 1 (hihet importance to the Effectiveness
initiative) to 5 (lomst importance . We returrS these sheets to IOK
staff, who compiled the reelts and reported on them at the meeting (me
Apedix for detailed n ).

Of the 14 :ers of the oummttee, 13 rebiurmi the classificaticn and
rating sheets. In cur initial response, we collectively cminated 31
conditions as mst be included " including a 43rd Cn ition (urinary
inctr.m wis). Duped on a simple count of votes, we found that 10
ourditioz had been so classified by at least six of the ciumittee: angina,
breast cancer, azte m cy rdial infarction (10 votes each); prostatic
hypertrqphy (9) 1 hip frac and periphieral vascular d iseas (7 each); amS
transient isc attack (TIA) without ocolusion, Alzhetimer's disease,
cataracts, and oorusiA asnt.is of precreral arteries (6 eacti).

lhen the importane ratings were analyzed, we determined with -
simple soaring rules that 14 conditions had clearly higher impartance than
the remaider; they included all those listed above plus cardiovascular
accident and stroke without TIA, depressive disorders, degenerative joint
disease, and gastrointestinal bleeding. Usese oonditions - roughly oe-
third of the original list - formed a core set on which initial discussions
at the warks, p, were foamsed. A second r=-d of voting on an intermediate
listing ws Aso conrltxd drring the warrhcsp.

Additicna.l baegrourd materials were eade available by staff of the
Health Standards and uality Bureau (HSQ) of HCm both before aid at the
meeting, in the form of tw sets of tables that reflect the present
capabilities of the Hg19M1CFA data files. The first set of data oncerre
monitoring of catcimas of medical intervention; the secod was based on
information partly derived from medical records.

Thw first eyen tables listed below presented data on specific
oditicns (in the cetegories of cardiovascular disease, cerebrovascular
disease, -mculookeleta disorders, respiratory disease, genitcmzrindry
disrders, and gastrointestinal disease); Tables 8-10 aggregated aos
owrditiao but shaded time trend; and Table 1 w a special analysis of
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rma-ry artery bypass graft srgery (0=s) and angiqlasty. Specifically
covered wae the following topics:

1. egrahics and mrtality rates;

2. Pattern of morbidity: Tim to first readission within 12 iontw
(e.g., readsljeirs and relative risk of readission);

3. Patterns of morbidity: Prior ,,isic-s withIn 12 mnrths;

4. Pattern of morbidity: %aaikissinaw within 30 days of first
discharge (e.g., perentag of perso at risk; readhi ricno for opecific
causes, and length of stay and charges in reahdnsions);

5. Patterns of morbidity: Peationsic within 31-180 days of first
discharge (e.g., percetage of parem at risk; readlmiion for specific
causes, and length of stay and harge in reaidmimion;

6. Patterrs of morbidity: Fba* issicon within 181-360 days of first
discharge (e.g., percentage of person at risk; rdmissicm for specific
cause, and length of stay and charge in redeissico);

7. Ohazrge for medical care (e.g., total, hospital charges, and
charges for various other providers or settings);

8. Ozailative mrtality rates;

9. Populaticn-based mortality rates;

10. Year-to-year relative risks of dying after hospitalization; and

11. Time tru in mortality rates and use of coronary
revasailarization.

M-me second set of data illustrated HCFA'a efforts to acquire and
analyze data from hospital medical records in special stdles being dora
thrx24 the Medicare PRO. It focused specifica.ly on coronary artery
bypass graft surgery and balloon angioplasty, with special ez±,sis on risk
factors predictive of death or of rehspitalization.

PREKI15WOF 1E I INTIA3TJE CLfl[I(L WL]RZMP

In disdarging our respcrsibilities, we based our deliberations on
several praises and understandings that form the context for cur specific
reo nations:

1. The workshop marks the begimirq of a planing and inop1mitatini
process that will involve other clinical and research experts.

2. Meny different points of viw will be involved in the planning and
inplecentaticni of the Effectivenes Initiative. 7hese will
include the major unts of HCFA, other Federal agencies, and all
appropriate private sector ostiuc , ouch as the physician
and other provider commities, irns-azc carriers, and acadmic
and other research tens.

3. The developer of information on aaulatory care, long-term care,
and quality of care through the Medicare .. and through tezral
investigatoridtiated rerc is crial to the effort to expand
the relevant databases and to address the issues that the
Effecivers Initiative is intne to exmin. We am
existing HM data alone cannot aiw.,r all questions that might
arise from the initiative; they can identify awy problem

rrn t*ing cgeater investigation. Tuo, wexpect that HFKA will
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udartake to gather infatmtin an ou tpatient .xouit an a
diansi-specific basis.

4. Data will need to be mnaged in a careful and iwble way.
7i.s includm the pbliatim of fbidings in pear-rwied
Journals and the avoid of premature ree of infctmatian.
We a.m that ecternal review grous will be ued e1tSrdively at
ai - playing, ilmntaticn, and S ri - of the
Effectivws initiative program.

CMRS =CRL TO THF I-MSSMIN OFP CLINICAL OBZZ

In r-m i clinical Prolm areas for further irvestigatin,
a oisIidared the fatrs listed below. We also asm md that further
efizeamt of the list of clinical conditions and the selection of specific
arditions vill ue these criteria as wll.

I. High prevaln of the illn in the elderly population and/or in
particular m±bgru of the elderly;

2. Burden of the illness on the elderly, dcaractxlrzed by, for
irstance, whether it is life-threateniir, likely to pr major
impairLt. and disability, or likely to pose a --icus derment
to the person's health, well-being, and irdepen ieK;

3. substantial variation acros geograpic areas in the per-parson use
oi saervicxs for the condition (i.e., variation beyond that
explained by difference in patient dcracteristic or health
resoures in the areas);

4. substantial variation across egra*ic areas or institutions in
the cutt of care for the condition (i.e., variation beyond
that explained by the different in the severity of illes or
sociodemgratic characteristics of patients)

5. Relatively high costs (to the Medicare program) of reimbursin for
the service provided to patients to diagnse and treat the
ordition;

6. Alternative strateies for mnagin the cam of patients with the
ondLition that are in dispute or reflect prfesionial and clinical
unrtainty; and

7. Pasonable availability of data to address key effectivees
q -tios, either through As existing (or anticipated)
ministrative files or through special sturlU, surveys, and

patient follow &.-tivities.

In addit.icn, we believe that three other areas of oncrn dvxd
receive attention in the Effecti,,ms Initiative: screening and
prevzticn of illness; the mntal and emoional dimensions (anxiety and
dApr a ion; conitive functioning) of any illnees selected for ir-dsth
study; and clarification of tM differres, between efficacy and
effectivens. We are especially ononerned that special attention n to
be givan to the generation and use of reliable and valid ocm e nus
that relate to ft-ticral statu and quality of life.

Purthemo, w went to str the impotance of montributic a that
pciic studies on particular kinds of illnses can Provide as Prototypes

for ways to examine other prdblm. 2in, w ham mJht to identify act
111neaew, dwiuic dimaes, and ailments treated by msuery or other
PC. hnU that could be onsidered relatively "clearoit" - i.e., readily
identifiable, with straijdtcraewrd ,tiologiss, relative homogeneity of
diagnosis, and clear clinical udoints. Te omittee alo emphasizes the

rm; of selecting at least em oonditioni or prblm area about thich
greater =inbljuty xist in t of the em& of defining the conditim or
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pecifying the tiology; il-,, we v - I selecting ons y1bm arm
with heterogeeity of diagnosis and lo clear -# oints.

We r five clin-ical pr blm areas as the higest-priority
condition for initial investigators of the Effectivess Initiative; ve
further 1exd a seond tier of clinical orditions that cold reeive
later attaiticr (Table 2). Within t th o tiers, the diagnoses are not
listed in any priority order, be the precise ordering differed
accixring to the measure of Uiotance used.

7he tcp five odritions are the following: angina (stable aid
unstable); atm yocardial infarction; c rinr of the breast; captive
heart failure; and hip fracture. As the differecs in imported ded
all five oditis are relatively minor, we view the as having
estially eqivalent priority. Selecting maV them Wimud be done on
other grounds, aa1c as key maagement op*icnr of interest and advio ftm
reearch -etod experts.

Zmditely following are me specific points raised about the tp
five octrditios. We believe that all five conditions mt -t if rot all
of the criteria for selection nurated earlier, eeally prevalence and
crIt. In rechi this ccnrclusicn, we relied on three bodies of
informticn: the clinical and research expertise of the oamittee abers,
the reslts of the t ok exercise and the discussion aid sbseent votes
during the wr-mhWp, and the data made available by HffA staff at the
wr icp (%,ich we assum are widely accessible throu$=t the agecy).

-e ftact that three of the cmnitio s are cardiovascular reflects in
pert their oiderable wontrihztion to overall m:rbidity and mcrtality in
adition to nmmercw other qsetions sugeted below. For e le, anina
is especially yet r~esuwive to early intervention; acute myocrdial
infarction represents a mical wargy with many managwet opticre in
both the acute and post-acute phases; and cornestive heart failure in
addition is asciated with high levels of disability and markdly srtend
life expectancy. Hip fractre, by ox'trst, has lowi mortality but hicjh
potential for disability; it also parents i tant imu in
rehabilitation and long term care. At least three of these
ailments (aiginm, acute cardinal infarction, and breast cancer) also offer
a very good basis for studying ho a disease is or should be approved at
different points in the natural history of disease and henc in differawt
aettings, for differt population gps (e.g., i ahed by age) and
with different strategies. Finally, all of the selected ocnditicor aar
to present good cipor-d-ties for wining issues related to screnin and

As nticrnd earlier, w also discussed m of the key patient
xuan-ags-mat issues relevant to these cunditicnw - pr vntia~/screair,
diagnosis, therapy, rehabilitation, and wnagoit of related or secondary
pzchlew suc as depreson. An imprtant dimmon to this vork is that
many different patient mnnvimr ctincr ay be appropriate aid yet
applied quite differently aros the nation. oe of these points are noted
below as badorcund for future works of external advioczy panels (for
instance, at the pruposed meeting of research methods experts).

Acute rdlgw3 Infarrction

We selected acute wycardial infarct.icn for several reascrn in addition
to the major criteria alre mly iticmld. First, this condition can be very
disabling for m individuals yet not for others. Secd, this
unpredictability of individal outc (given that a patient survives the
acute event) and r -m to both diagnosis and therapy is itself a
i.,rtile tpic of investigation. Third, now therapies and now data are
bringing about great changes aid variatins in previcumly established
practice patterns.
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Other impotant dixnmias to this ondSiti irclude: (a) premv*ic -
- prgnsis and role of aMicve; (b) qsind Of diagnosis, rumaitation,
initiation of trleta, trarupot to sites of definitive car (e.g., tue of
helicopters, pr*-4xital caniac intezvuticra, etc.); (c) nragmnt
Issam (08Dially the. pertinent to elderly or very elderly petiust) I
(d) use of paruo logic agets (e.g., thrldjytic, uti-&r Uuics, and
anti-platelet agets); (e) Isurgeratisue (f) a m (rmly,
angioplasty rmus bypam) (g) locum of car; (h) rehabilitation (cardiac;
genral); (i) disability and q~lity of life (includsing return to wok or
daily funcining); and (J) psychological apcts of diagnosis, tzeatnt,
and prognois (anxiety and depresion).

In addition to meting the ujor selection criteria n above, angina
is cridered an important study edition because it offers good,
dispftable alternatives to mnaemt. Thysicians are not in agremnt
a2ot the preferable apprcs, and tu good effectivne analyses offer
promise for changing practice patter. It has a great deal of iqiact an
disability and patient health status. Arqina am a clinical syrdrome
presents a large net of diagnostic issu, suxh as the ccqpartivs utility
or desirability of noninvasmive and invasive test.

Fay topics for possible invstigatian ircluds: (a) risk factors;
(b) diagnostic issues: (strum tests, angiagrm, and nalear testing);
(c) sedary testing to amss progris and to Edify treat regions;
(d) treatment ism , includig [1] invasive qins (angioplasty vs
oorunry artery bypass augery), [2) mical teatm versus invasive
therapy, (3] hospitaliatio questions (thre ld for hospitalization, use
of intensive care, length of stay); and (e) disability and quality of life
with various therapeutic regimnm.

Apart from the amn selection criteria, we conlude that breast cancer
takes an added ixportanoe beme its incidence rises with age; this has
special inplications for morbidity and mortality in the elderly population
as it in ceasirgly aged and mo prck a I atly female. This is the
only cancer diagnosis dvsen. We believe that it can serve as a model for
HITA studies of similar diagnosis and sanogment strategies in other
neoplastic disease.

Other central topics deservig invtigtion i rwu: (a) screening
issues (e.g., %ho should be screen, how often, etc.); (b) alternative
approaches to diagsis (e.g., umangray, eaination, biopsy; ue of

m==Ahy for diagnosis versus just for screeiq); (c) staging of
disease; (d) therapeutic approaches, such as (1] medical versus srgical
intervention; [2] alternative surgical options (e.g., how extenive (i.e.,
radical] should surgery be in elderly wen); [3) use of radiology; (4] use
of adjuvant chemotherapy; (e) rehabilitation issues, including use and type
of protheses; and (f) emotional dimions (dpression and anxiety).

9Ostve Heart Failure

Cxrestive heart failure represents one diagnosis drawn from a set of
ocv clinical problem (dcrnic obtructive pulauiLry disease, preuxiias,

and congestive heart failure) chiaraterized by difficult diagnostic
questions (e.g., etiology) and cplex mnagiimt issue. T. oondition
neuts the need for including a h=teorgu^in, complicate oonditian as one
of the final set (apart frm the selectitn criteria already noted). We
believe that studying such a o oditicm might be difficult solely with
existing HWZA data; huN-a, part of the rationale for irluding such a
condition is that it provides a sof' for how to aroarch sailar prckilm
areas in the future (e.g., a a laboratory exercse for sehedelogic
dsvelpmt - than am a rm of reachig final anoers abort
effectiveness of interventiow).
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W believe oongstive heart f allue is sonatat u eful as a study
condition than Pv=Mxia ase it is a du ic condition, is smaat low
eterog. in its ran of etioloies, ad is less often a omlication

of a mother ulci (but unrelated) aiL*. It is the Icomn medical
zwua for hc:dtallzatiin the Medicare population and ore of the nu
omn r n for hospitaliatimn (often repeated aadmicn) in the last
yr of life. Thus, we also ooncluds that it offes a special vantage point
for stdyirq issues of ctronc ill in the last year of life.

Acong the key tcPI that w sueast cul be stukied are the
folloir: (a) provention (e.g., treatmt of hyperteion);
(b) diagnostic is and tiology of i rlnes (c) micatlors options,
including use of digitalis, vasodilatars, and other, w 1 harcxologic
agents; (d) surgical therapies, including heart transplant; (e) loo, of
Care and thre ld of hospitalization; and (f) wiateness of Patient or
physician expectations and apprcpriatue of diagnostic and therapeutic
intervnticnw for severely ill patients or those in the last year of life.

Hip fracture is the fifth oondlition we c d for early
investigation 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 osenmus about the diagnosis, because it is
universally treated in hospital, and because sm lcrq-term-care data will
be available, w believe that hip fracture offers a good test of that the
HCMA data bases and .ystems can do. In addition, in our Judgment, no clear

-ers exists about certain aspects of the treatment of hip fracture;
these areas of ortenticn include length of hospital stay; surgical options
(plring, replacig the floral head, complete hip replacemt); ard
ineg.~ of surgical intarventirs. The issues of lcn-term care and of

Ci~ funci1 lcrqer-ter. are especially important here.

Other key topics include: (a) prevention (e.g., of osteoporosis; of
falls; etc.); (b) rehabilitation (prototype prg rms; short-term and lcrg-
tern); (c) depression (especially during a long reoovery rhase);
(d) prols of preventing or treating secondary corplicaticom (pulnary
eeboli, urinary tract infecticn, psewaias); and (e) socioeanmic is
related to treatment and rehabilitation (e.g., site of care, length of
hospitalization).

FBOOMENU Ca CAL 0 ONS FOR 2E rFECsIVESS TLk=:

We also identified a seocrd tier of foir conditions that were Judged
important but of secrd priority. These we cataracts, depressive
disorders, prcstatic hypertrohy, and transient ischemic attack with or
without oclurim or stenosis of the precerebral arteries. Together with
the five discusse just abome, these conditions were clearly d i hable
from the reaining 30-pus condition an the original list (Table 1).

Cataracts were viewed as an important area for investigation in pat
because this progressive disease entity can have a considerable impact on
Asticoning and a patient's ability to carry out ordinary activities.
Functional states and patient satisfaction are the - -t important
wd-%oints, not cor ortioraa morbidity or mortality statistics. In this
instance, the HTA databases ill not be helpful, and addLitional data will
be reqire,. Further e, althoh the diagnosis of cataracts may be quite
clearcut, the decision of idien to intervene m gically is not. .bjor
qcti are raised about the loom of care (outpatient vemnus ir.tient
surgery) and the criteria that *MIld be used in dhoosing the site for
.zgery. Finally, it clearly accounts for major eenditures by the
}ldicare pavpma.

Deessive disorders preat other special o ,tiu irrantg
investigmtion: Deepite the fact that special groups aog the eldely my
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be at ectra risk for depression, (e.g., low of oume, female living alone,
pmawty .statu) w do believe that the population at risk is esntially
every elderly peron. election and a ate diagnosis is a particular

;l it may be a iatrognic problem in cass uere prescripion drugs
are overums or misqapiod; it can be an adjunct to other serious illness
and a major oa~u of morbidity in its cm right. In addition, it is treated
prinipally in the amlatory setting, by forml metal health prctitio
and run,*al-health specialists. This condition thus represents another
mol for aditional data ollection and use of other functional and points.

Prostatic hypertrophy/hyperplasia offers rneirous questions for
investigation. These center mostly on the major decision of .irical
intervention versus ornrrvative medical ancment, on choice of mrgical

e rm am is to be performed, and on greater patient involvewent in
dectiJc-uking. is oonriticn has, bhmver, been under intense scrutiny
by university rearchers and cliniclans for several years and is expected
to be a major target of investigation in research program spomored by the
National Center for Health Services Pasearch. For these reasons, w
concluded that it probably did not merit inclusion in the top five
editions rec d for the HCA Effectiveness Initiative.

Finally, we cacbined two of the original conditions (am orLitions 12
and 13 an Table 1) to form the diagnostic category of transient ischetic
attadc (TIA) with or without occlusion, believing that that entity is more
understandble to the clinical ocmmity than the twodiagnoses separately.
We judged TIA to be a relatively important study condition in large measure
became of the ccxtroversies srrounding prevention and therapy (e.g., the
use of carotid .rdartarectamy). It poses m study Isas similar to the
mnagemnt of acte and chrnic osronary artery disease (i.e., yocatrdial
infarcion and angina) but erouh separate questions of diagnosis,
maagement, and rehabilitation to warrant individual attention.
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Table I

RY1 TIALim (7 LC a T G5"a TO C ER IR

Me following list of clatn l condition to be considered at the
Cllnicians' Wrkd for the Healh an r P wing Adinixtration's
fttivenew Initiative is b as on the wk already being dan Jtarnally

by HM cectezrally by researctwo q cuc 1 by HWrA r by the Wticral
Centr for Health Servie Fleearch. The listi is cwiVanirs by mjor
dia is or disem clase and, within ttse, om eiic clini

itin areas. (No priority orer dwuld be inferd.) specific
prooslzw relate to ne or anothr of thwe dianse are not listed hr.

EffGNCHS'IC CAMS AND-CLDUGCR. (]2WlMz

I. cMMI CUNWAM DIA

1. Angina (stable and stable)
2. Acuzte mycardial infarction
3. Vavular heat disea
4. ongestive heart failure
5. Hyperteniaon
6. Bradycardia and conduction defects
7. Thacycrdias
8. Aortic Aneurysm

8.a Abdinal1
8.b lipric:

9. Peripheral vascular dI seae
10. Deep in thumcbI*h1bitis

ri. c UsLnA.R D LLS E

11. Ceimbr wecusar aocideryt/strdc other than TIA
12. Transient isdiuuia attack without occlusion
13. occlusicVstenosis of precerebral arteries

In. DISCI -OF NER CW Sm AND SD E a

14. Parkinson's disease
15. Alzheimer's disease
16. Cataracts
17. GIm.,
18. Hearing lces

IV. _SMS~"€ MMi RFSPERATOM SWM

19. Chzrurc duxtnutive pulmary disease
20. FRzuiias
21. poeiratory failure

V. -OF- ME OF OSYSU

22. Gastrointestinal bleeding
23. Petic uloer di
24. Divertioilar disea
25. axolacystitis
26. 0-hol e i,.hi
27. Hernia (iruinftl)
28. Hiatal hernia

291 . OF D iDOflE m1D



154

30. Oxteopotxdds

31. eger'ative joint diees (cteoxthritS/cOt8art T,,is)
32. Hip fracue

VIII. 3 '_

33. KI&s/uzinmry tract inret.cu (pyelct~rit4.s, cyutitis)
34. Kkbwy ystaoue
35. PrestAtic hyprp las /tzrCt

IX[. lW!~=.AmC DT Plimrvy}

36. Brat cw r
37. Uterzi caxwz-
38. Oolcmctal Cero
39. Stomah cmicar
40. Iaj=ia/jympha

X. P 1Tj1ZMlL & IH YOH IC DIWJrS

41. Aradety states
42. Dqermive xtatet

Table 2

C rlChL QHD 061TI, G T HAWVE MIGH aI~I 'Y

Acuite wycardlal infarction
Angina (stable and uwtabie)

onestive heart failure
Hip frbr.

catacts ~ kr[epressvedioer

TWarsient isdsmic attack xdth or without t occasion or sgtnosis of the
preoeraal arteries



155

BENEFICIARY ISUES IN MEDICARE

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 quality 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 REASONABLENESS

The implicit assumption of Medicare when it was established

was to assure quality by restricting Medicare to a financing

program and relying upon the same system of delivery of care

enjoyed by those witn private insurance or independent means.

Indeed, reimbursement 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 fcr elderly patients who may not be ready to leave

the hospital, for example, have often been blamed on the 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 "reasonableness": 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
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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

problems?

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 might 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 looms immediately on the horizon.

SIMPLICITY

The complexity of the Medicare program also ranks as a major

concern of Medicare beneficiaries. It offers a bewildering 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 Payment 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

96-926 - 89 - 6
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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 quality are

established within the HMO program, however, 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



'4

160

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. Incomes 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 behind

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 providers that do not jeopardize the quality of care

to beneficiaries or indirectly shift more costs onto them. Thus

far this has not proved an easy task. The hospital DRG system,

for example, has seemed to reduce some unnecpQoary 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 system.

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 correct. 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 crossroad. 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 system,

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 successful 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.
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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 describe

how PPS works, including the annual updating of payments and the

policy areas that affect the distribution of payments to

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
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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 the relative distribution 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 PPS

PPS works by setting in advance the payment amount a hospital

will receive for each patient discharged. In order to set the

payment amount, each patient is assigned to one of about 475

diagnosis related groups - called DRGs. This assignment is based

on the patient's diagnosis and in soe cases the surgical

procedure performed during the admission. Each DPG has a weight
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that indicates the relative costliness of t e0 DRG compared with

all others.

The payment to a hospital is determined by multiplying the DRG

weight by a dollar figure called the scandardized amount.

Because hospitals in different geographical areas have different

cost experiences, the 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 particular labor market

area. Additional payment may be made to reflect added costs

related 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), scientific 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 hospitals. In all

cases, however, the debate concerning the level of the update

factors, as well as many other changes, has been influenced by

concerns related to the Federal deficit.

EFFECTS OF PPS AND OTdER CHANGES

Next, Mr. Chairman, I would like to briefly describe some of the
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effects 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

enrollees. 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 same 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, however,

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 see,

in 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 basket.

EXHIBIT 4 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

emphasizes that these updates have been consistently less than

the rate of inflation. While 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 increased faster

than the update factor because the payment- automatically

increase as the reported mix of patients across DRG becomes more

complex. As a result, the so-called hospital case-mix index

(CHI) 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-mix

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 doctImented.

In the first year of PPS, Medicare 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 of this has changed in the past 3 years. Expenses 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 fiscal

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.

HOSPITAL 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 if 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 providing 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 been

provided for hospitals in large urban areas with more than a

million people.

Differential updates, however, are a very 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 reflect 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 should 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 people and, the costs of

outlier cases.

A complete examination of hospital payment equity should go

beyond studies of current PPS payment policies. Many other

factors 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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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 examine and modify 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 II

Figure 5-2. Annual Growth Rates of Inflation-Adjusted.
Medicare Expenditures per Enrollee -
Total. Inpatient Hospital. and
Total Less Inpatient Hospital

14

12 - I T-otal Les.
10- ' je

a- --- T- -

2 /
/\

0

-2
- o~0tl

79 60 81 82 63 84 s5 86 87
Calenoar Years

- y OW bo1e
SO.Wee Ofio if at o ACIU fV milslh Cts FelIAN4f Adossifab tol m ,If

s alfst46a by PIroP*

2

.

aI

Dja m\



Change in Hospital Admissions
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PERCENT CHANGE IN MEDICARE OPERATING COSTS, PAYMENTS AND MARGINS

UPDATE MARKET PAYMENT/ COST/ PPS
FACTOR BASKET CASE CASE MARGIN

-----------------------------------

PPS 1 ('84) 4.7 4.9 18.7 2.2 14.3

PPS 2 ('85) 4.5 4.1 10.5 10.4 14.2

PPS 3 (086) 0.5 3.1 3.3 9.9 9.1

PPS 4 ('87) 1.2 3.5 3.8 10.0 4.5*

PPS 5 ('88) i.5 4.5 4.5** 9.0** 0*

PPS 6 ('89) 3.3 6.1 6.3** ? ? "3

* Preliminary Data
** Estimate



Cumulative PPS Cost and Payment Trends
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COMMUNI CAT IONS

Association of High Medicare Hospitals

Submitted to

Committee on Finance
Subcommittee on Health

U.S. 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 members 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 utilization 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. In 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. For 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 Group -- 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 lower 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 lower 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 competitiveness 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
arid analysis relating to high Medicare hospitals should be
included in regulatory impact statements accompanying PPS rules
and 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
hospitals, much in the same way that these reports consider the
impact 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 argues 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 urban, high Medicare hospitals and all urban
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 5 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

7he American C0kUationa Therapy Association, Inc. (WAa)
on

IBveimts to the Medicare Progrm

Submitted to the

Subcommittee on Medicare and Lang Term Care
Oomdttee n Finance
ULited States Senate

Marh 3, 1989

Mr. Chairman:

The American occupational Therapy Association, Inc. (ArA) is pleased

to have the opxrtunity to submit this statement on improvements to the

Medicare program in conjunction with the Suboxrittee hearings held on

Mrch 3, 1989.

The Association represents the professional interests of some 40,000

occupational therapists, occupaticrAl therapy assistants and students of

occupational therapy. Members of cur profession provide services to

Medicare beneficiaries in hospital inpatient and outpatient settings,

physician offices, skilled nursing facilities, comprehensive outpatient

rehabilitation facilities, hospices, 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 bring to the attent:.cn of members of the Suboannittee a

deficiency in the Medicare hume health benefit as it is currently

structured. In cr'der to qualify fca- services, a beneficiary must be under

the care of a physician who certifies that the iriividual is confined to the

home and requires intermittent skilled nursing care, physical therapy or

speech therapy. If the beneficiary requires one of these qualifying

services, then ocipaticnal therapy services may also be provided. In

addition, occupational therapy services may continue to be provided after

the individual's need for qualifying; services has ended.
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Occup~atioal therapy personnel and the beneficiaries they serve are

confused and frustrated by a Medicare policy that allows beneficiaries to

receive medically ncssary occupational therapy services under the home

health benefit gy if they are in need of another service. Requiring a

multitude of services when a person needs only one is neither logical nor

cost effective, and we urge the Suboxrmittee to consider legislative

modifications that would establish occupational therapy as the fourth

qualifying service under the Medicare home health benefit.

Occupational therapy is an important part of the hoe health care

provided to many Medicare beneficiaries. It is especially necessary for

individuals who are victims of strokes, heart attacks, diabetes, multiple

sclerosis or spinal cord injury, who are disabled by severe arthritis, or

who have suffered physical injury as a result of a fall or some 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 revery, the prevention of further disability,

and a successful readjustment to the home and comnity environment. The

occupational 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, ompensatory 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 sake

the individual nore indeperent, e.g. by providing stability of the wrist

joint which will allow a person with severe wrist deterioration to use their

reining hand function. Finally, the therapist will reomnd changes in

the physical environment of the home to promote increased patient

independence under the safest corditins possible.

In many instances only oo4ational therapy is required to 'Feet the
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medical need of homeud beneficial. 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 o=jpaticnal therapy might be needed include

the following:

0 7e patient who has been ambulatory and functioning independently in

her home calls her 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

osteoarthritic changes. The physician orders a home 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 aga4n. The physician's alternative to

occupational therapy in the home is admitting the patient to a hospital

or transporting her by ambulance to a community facility or the

outpatient department of a hospital.

o The diabetic whteelchair-bound patient with bilateral above-knee

amputaticn, partial blindness, and decreased sensation in her hands due

to diabetic neuropathy has been discharged from the hospital soon after

she was independent in wheelchair transfer techniques. She needs the

oontinued services of an occupational therapist, to teach her an acute

awareness of her sensory deficits and ompensatory techniques to

overcome her partial blindness and poor hand sensation. Without the

occupational therapy program, complications such as accidental burns in

the kitchen and decubiti can easily occur.

o The hmbound patient -ith chronic lung disease and subsequent

weakness, decreased &durence, 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 ocjticnal therapy to see if an energy
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conservatin .xxxjram will allcw the patient to perform the necessary

daily activities to remain at home and avoid nursing home placement.

0 The patient with a long history of multiple sclerosis is experiencing

increased difficulty with coordlnation due to spasticity and is no

longer able to feed herself. She needs an ocupational therapist to

decide whether adaptive equipment would allow her to regain

independence. Only Fe oc upaticnal therapist is skilled in assessing

and providing thiL type of equipment, and no other service is

necessary.

In al of these instances ocupational therapy would be provided in

acoord wvth existing medicare coverage criteria as specified in the

inter1 eiary manual for home health agencies. These criteria require that

ocw_-.aticnal therapy be prescribed by a physician, be performed by a

qualified oocupatiyonl therapist or assistant, and be reasonable and

necessary for the treabnent 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 ocriniderations are clearly essential in assessing any proposal to

revise existing overage of services under the Medicare program. At the

request of Senator Geore J. Mitdh-11 (D-4), the Cxgressional adet

Office (CB0) has prepared an estimate of the potential cost of allowing

individuals L qualify for W4dicare hoe health services on the basis of a

need for occupational therapy services. 7he CBD estimate projects costs

directly attriIutAble to expanded utilization of occupational therapy

services to be $16.8 million in fiscal lear 19.O, and $54.6 million over

fiscal years 1990 through 1992. The OM estimate also assumes, however,

that beneficiaries qualifying fca hom health services through their need

for occupaticnal therapy will also require the services of a hane health

aide at least as often as they need ooiat-cxhal therapy. As a cnsoquence,
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the estimate assumes an additional $31.2 million in home health aide cost in

FY 1990 and $101.4 over FY 1990-1992.

We believe, however, that the CB) assimptions overstate the costs

because they fail to take into account several factors. First, the (B)

assumption that home health aide services would be provided as frequently as

occupational therapy services substantially overstates utilization patterns

based upon reports from our mnbership. Seonrdly, CBO does not take into

account cost savings that would accrue to the progr-an by eliminating

instances that likely occ under current law where qualifying services of

questionable need are prescribed in order to meet the beneficiary's need for

occupational therapy. Finally, it fails to assess savings resulting from

the avoidance of recurring disability with its acwtpanying need for a

return to more costly care in a hospital or nursing hoe setting when

beneficiaries are unable to receive covered occupational therapy under the

existing home 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 home health

service is a reasonable and much needed improvement which will significantly

strengthen the hoe health benefit and the Medicare program. We urge the

Subcommittee to view this proposal favorably and consider incorporating it

into any Medicare legislative initiative being contemplated this year.
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GOVE11N1W4T AD IENDICIME
IhPFMIN THE MEDICAL SYSTEM

M OfnWlA GISTIS PERSPECTIVE

WILLIAM J. RAND, M.D.
Diplomats American Board of Ophthalmology
Fellow American Academy of Ophthalmology

Member American Society of Cataract and Refractive Surgery
Member Outpatient Ophthalmic 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 Is accessible, affordable andof the highest quality possible, without
losing sight of the Incentives that are necessary to encourage the highest standards of
excellence. Thepeopleof theUnltedStates needanddeservea systemofmedical care that
serves them with excellence and not with a standard of the lowest common denominator.

IMPROVING THE HEALTH CARE SYSTEM: (OtNSIDERATIONS

The following represents a series of recomendatlons for Congress to consider .s 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 analysis
from the perspectiveof an Ophthalmologist who Is one of themst experienced eye surgeons
In the country. He is Involved intimately with the finance and management Issues In
Ophthalmology, as theDirector of amajor center of professional excellence, the Rand Eye
Institute, located in Pompano Beach, Florida.

Legislative changes, In order to be imp, ovements,must be well thought out and understood.
Far reaching and Irreversible consequences wlII result from any legislative action In the
health care field. Inappropriate action could reduce the standards of health care by
Impairing the abilities of thosewho traditionally have been the Innovators Inmedicine
and who, by example, have set and contirrue to raise the standards of care In this country.
Congressmust carefully assess the risks and benefits Inherent In any legislative action
it may enact In the health care field.

Anumber of studies have been conmlssoned andhave offered suggestion$ as towhat should
be done toMedicareand tothehealth care system. Some of these studies have been greeted
with -notional opposition and some with allegations of scientific inacuracy. Some of the
studies and recormntendatIons have been so complex that they are difficult to Interpret.

Any legislation in the health care field must be pceclsely directed, accemplIshing the
Intent of the legislation without 'fallout.' Unwanted and unexpected side effects of
legislation can needlessly destroy or reduce the Incentives that encourage quality care.

An upheaval In a syst , as complex and Interdependant as the American health care system
would not be Li the best Interests of this nation.

A simplified and to the point series of recommendations are made In order to help the
government achieve the goal of cost containment while curbing system abuses and
maintaining patient access to the finest quality health care.

REOOMMNDATIONS FOR IMPROVING THE HEALTH CARE SYSTEM

1) Congress should focus It's activity to accomplish It's Imperatives with minimal
legislative fallout.

The proper course of action Is for Congress to pass Intelligent laws addressing
each probliemspecifically and directly, preserving Iitact the positive aspects
of the American Health care system. It Is Important for congress to resist the
pressures for a legislative upheaval in a complex and Interdependant system.
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2) Congress should take action for cost containment and to assure the fiscal Integrity of
the Medicare system.

Expenditure targets may be unpalatable, but necessary. If It Is necessary to
Inpllment a percentage reduction for medicare savings, the required percentage
reduction should be calculated and should be evenly spread out over all
providers. A precedent for this exists in prior Impllmentation of automatic
Gramn-Rudman reductions. These reductions would not be unbearable andwould not
shock the system.

3) Patients of limited Income 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,
medicare assignment for low Income medicare patients.

The Internal Revenue Service can be directed to Issue a special Identification
card (a green card hypothetically) to each Medicare recipient with an Income of
less than $12,000 per year.

Congress would net have difficulty gaining the cooperation of
Physicians. Most physicians wouldwelceme the opportunity to knowwhich
patients need special consideration and would cooperate willingly. If
necessary Congress could mandate this later.

There Is no shortage of physicians who will 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
Individual physician wil II 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, utilizing the system of *informed
consents.'

Presently, cataract surgery Is pre approved by corrmunicating by mall or over the
phone with a secretary or nurse at the PRO, who varifies that the exam data
confirms the Indication for surgery. The PRO merely checks the data against a
list of guidelines. A patient could do this as well and would be more interested
In confirming the Indications for surgery. Therefore, this 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 consider
Important and wil II have the force of law just as the Informed consent for
surgery.
The original document should be required to be attached to the medicare
claim form for payment.
The patient will be most interested and will certainly ask hi: or her

physician why there may be any deviation from the printed indications.

In this manner, government knows that the patient truly understands the
accepted indications for cataract surgery. The patient will be a
watchdog right In the physicians office. Informed consents of all kinds
are 'legal documents' which will not likely be abused.

5) Congress must address the Issue of cost containment Inmedical malpractice Insurance
premiums.

Virtually anyone can obtain a $25,000 settlement for an alleged Injury since It
costs more for an Insurance carrier to litigate a valid defense.

Congress should establiIsh systemof 'out of courts arbitrationpanels and
encourage the definition of a list of potential complications that can
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occur as a consequence of medical or surgical treatment that would be
considered to be 'non litagatable' occurances.

6) Congress should attempt to assure the availability of affordable health Insurance
for anyone who wants It.

if Congress were to adopt a system of comprehensive socialized medical care,
taking responsibility for all facets to the health care system, an admlnistrative
and bureaucratic nightmare would ensue. All the Ills of the foreign socialized
medical systems would befall this country. Because of the political
considerations unique to this country, the cost saving benefits would nat
automatically result.

Free health care should not be considered to be a right of the individual,
as in conmnism or socialism. All 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 medicaid
plans for predetermined annual premiums. There could be A sliding scale
according to personal income with Inflation Increases annually.
Medicare benefits could be 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.

Thiswouldbe beneficial for thosewhomight be denied Insurance
for preexisting medical conditions such as diabetes or heart
conditions. Those with low to moderate Incomes would find
insurance affordable. Some may exercise the option to self
Insure.

This would result in universal health care for those who want it,
only lightly 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 thcir own individual interests is not
Inherently wrong. Indeed it is In the best interest of the country that every person
achieve their maximum potential. This system has served us well throughout history.

The Medicare participating physicians program should be ended. It is
costly to administer and a discrimination against non participating
physicians and their patients.
Studies show that a disproportional number os service billings come
from participating physicians. This may be a result 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
a watchdog for medicare system abuses.
Support for Health Maintenance Organizations (lHMO1s) and capitation
disincentive to care sysyems should be eliminated. A congressional
Investigation Into the abuse ofl-Mpatients should be convened anwould
reveal devastating testimony. Almost every private practice Doctor has
witnessed HM4 practice Irregularities.

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 erarnples of fee restrictions that do not reduce Medicare
expenditures at all. And they severely Impair the delivery of extra levels of
medical and surgical care such as is found in centers of professional excellence,
and they limit access to the finest physicians.
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 conclusions. It

has been likened it to a Phd thesis, without relevence or need. Indeed, it

might resemble unneccesary surgery.

Inequity in reimbursement was not a problem until the RVS promised a

segment of the medical community an increased level of reimbursement.

The RVS attempts to replace the logic of twenty five years of the medical

marketplace with speculative conclusions. It Is not worth the effort

and risk to replace the consumer driven value scale we have now.
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Setts.
It s debatale as to whether or rox this

essomious cweit in where health care
stsvici we pefofmed achieved any toal

savings. Wha is cler is the rue of growth
in Medicare Put A outlays fell dna:-
cslly ai 1985 wlsle the r e of growth
Medicare Prt B ocolays Sm. pes-qrt
sossly. Most specrfially, while the rate o4
growth in Medicare oudays for hospital
iptir srvikes dropped, the rae of

growth is Mtdscan outlays soared foe
hospital otepsiecne - ices , soup peac-
s-c -U Saw pltcas-ia seiavires.

As cosequeneo, Medicare's outlays
alsdhl aso hospitals to physical In the
IM tIM about 73% of all Meditoore
expeniue wasr for hospitala saunas.
23% was for physiciasrvces, 2% for
home health ageass-ir (IllWs) and the
rmasinder for treeamghbe ran d tiaepead-
,, laboratries By FY 1916,66% we to

pa,29% sojphysicians, 3%toH As
and the mreaindr to Isa and bapices.

Cellectisetly, daer changes resulted in
a darlie in Part A ofthe Medasr-le program
re toPesoin B. Acorpusylal;g thissauk
poli iese' anaia to Part B snaes ist

Iusd But before ring so this. ho us
firs contor Reagoa's other landoark
pest of health legt&sason

-a Caemn

00ares over* "Chningly v~ in favor
of adosia she ?edcame Catastrophic-onrli Act. Thi hiorkegilaio
reprs d n r mfirst r o n mvthe

eic panpe Since 1972.ifrecsive
January I. 1 "9, CGtpusa red to:
* paovie arutsem Pee waf st hoqoi

eM cue l h-0are c he r l-s (arr
os 536 ona" Sass-tble),

a d pad ca of u i a skilled
endussfac-ility(SNn so Iif0daypeerycar
qpaom IOdays per ae,
b *d&op dep--rerou s 3-day .aw
hopal way dtu had beo required for
SNFF head

* e~aa all bospital co-csoestce
pywy -fI a Lii 9 hospital dethctible
s only onr per year istd of ore per
ala

he addtionfdrfenive Jauary I, 1990
krilusct, agreed so:
* Cup xtrode' PartP B -opeymct cost

lie 1990, the cap wil be S1,370) and
a irsttase hoese health heniefits to 38 days

fom 21 days.
Also effective Janary 1, 1990, they

speed to add der entiely sow beseits:
Screening rustsrogeaptry for womne ret-
pile cueI (op to 3O howr par year), sod
drus athiousacend osssnetoasly as hoe
(Subject to s 20% co-payree).

rowal~y and os sielfic-rloy, effs-
tivelarsaay I, 199 .,they ageed to expand
hedia re's cours-age to include, for the
fUir tie, outpstiet prestptiot thugs
aa insulin subjectt to a $600 deductible
and 50 co-paymen it 1991. a 40% co-
payrensi 1992,sdai0o%co-psymntor
1993 Sad subseq nt year)

In ligl of major ongsotale ffoA
over sAly two decades so conrmo Medi-
cam ispednsg and in lisgl of ft fact that

rsr than two-thirds ofall Medicare bene-
fc -ams already had coverage for mo of
these newns though sopplretety peitate
health insuance (4.e. "M dtap') polt-
con, the 198M Catastrophic Coverage Act
s a r haualable pasce of tegisli .

A-co doing so the C'BO, ft Medicare
Cscastrophc Act will cost more than $30
bltsndrieg the next five years oone. In
the face of massive budget deficis, how
could Congrsa justtly ds $30-hell o
.g.Sf to the natie's elderly?

I a major break wih prior Medl-
care polices, this 53-hIlls tab Is Sehoe
flustraed reels-ly by eralete' preal-

MEon OUvTAYSTOIN

tPRC). created by Congreus in
been busily at work for two yes-
ig what o calls "An Agendfor

w Hfleahh Care Ftosocirg
Sratton HCFA) his underrie
scale ritsTe-your sudy by Dr
Hsiaoi Harvrd Uniersity ofa
b" mlve-mols scale (RBR
oila be used in uepletosing
payett refores.

In a rices aoem. Dr
sored ta threes agmcrog.
tha the prevadig method of p
physicims s Srvioes should bef
tally refonied. Increasingly, ph

4- - -- -

aWis Tw is hs apoors' rym dte
Cialsdr'ephic Ad Is iwiri matoal -
(Lo- tmes) iwo e ef-n Wa eq e
(least a)ere WEll m ew em any aI ,

fets dkkl. WInk" Ie pogrm
wNl isbefac reas budg ams i
unhld Is a smelw dishlabde. Catsbly,
PO- -pelc wkth faer efiihana-
use" liss-Smb this is SrI~ly.

MEfe J-seanay . ,19e9. the Pas B
prersna for Meir-e moe alloa hi e
131.90 per mons.s up 2&6% uve 196. Ia

-drci o he frst 6rsar.Conegress ddod
a -ts so Sta M- acae progtuet
al Pnr A enrollees with arual astoexm
lisbilor sns-ooesaof Sl50 will hass o pay
a 15% iancme surta (ie. a to a tx
hbhtylruptsoa aessstk u asoustof "to)
us199, cafa uptoSlIh5u 1993.

Thu income nu will sfoe about
36% of all Part A etaoleis or abcSt 10
millioe Amen'escaas. For tes isisoktals,
the cso ride sow cusastrophic harefli
will exceed heir value. On the otar head.
elderly cidce who have Vitual intos-e
of less thus SK4(81 will beeft ftvrs-
cisly.

When Medicte brisj s-tsas
paying for tes exaned beefim the
cosld be a political bhcklas Sind Congress
may be forced so dip orse alus it the
gaesnd revenue pool o Support the Medi-
cuss program.

On The Block; Th. Hisfa

Report Is Out

With the rapid rir in Med re Par B
pay iets so Physicias. ths migt loi-
cully appearto he the mxt l aS- fir cos -
cosnoine efforts. Indeed, them are
many sgns to spport such a cse. Trhe
Physicsar yem Recvw Commission

pati esd aw er rind 9 owe
awnhaed on eua, customary
ablerchargaes -acrshasoeri ar
wswesisey ooeVlso"

Whale duse is certainly Drn
sht Dr. Hiaito says, Dr. Wdiu
HGA's u (epotc
ceplactd by a Busappointee net
ow thu a movement to a RBR
reallocatee physicist ' fee
ue kaastadng problen of
growth s h oltse and sa
physiciu se-ios largely taea

Indeed. PPC sualysis of)
Part Bappsrved chargs etween
I9M Shows d' e oc 40% ode
to prn a oulays isth 9wMUS
voltae ofervices pe enrollee(
12). Bo in Site of this riding
PPRI's work ha been dense
de-elopent of a Medcare fee
(du may or say rIae bsed on

Whitle shfe Schedule could he.
in coe ol Lthe prieti Muds
for phyiician' services, t is u r
suprs 9w soloow of str-ts-r

to Meditsaro beret-tates by pht
In conclusion, to under'ssnd

Medcsae progese- has bcon a
peiat polrsss-aegoca of oara
t"t reogsize that it is wred~
Itos of etr copk md so
nustie pr-le,

Lyso, Etheredge, foster bra
dretor athe U.S. Officef Muss
sod Budget (OMB) in 1978 to I
plains why Medicare reforin
difficult to achieve He says, "h
s-r program's future t iruepall
o-th three of the iea diff'cu p
which now confront public potcy
yeos ahead.

the fe-dral budget dellicit,
o the ifl t.,, of health-care O
a the needs of a growing retired

tion -

1995. ha As Jhs-edgr sees it, 'the Mledate
devekry- program. ties these pasbles together-
Refor s od thus nssltoes theconseq enees(sd
Admeu- therdTrscuhnlri)ooegcreforrmwiech

n a large- area tn i the iedicare propose "
Wita lr By the mid- 1990s, outlays for dwe hoa-

resource- ptrlisurance (HI) potin of de Medi-
RVS) that car pugnrn (conorrirly called "Pars
physictru A") way excred payroll tax reocipro As a

cosequetce, the Feder Hospital lesr-
Hsio as- ancte Trust Fuad's urrnt reeres of api
consensus prosimasely $70 billion wilt beit so
ayug for w ither asy. Unlesa prior or is a en.
aodamen. by ft end o( he tweresh century, the HI

tysictas, Trust Fund faces the prospect of bok-
Srug"y.

T'he magniaude cothe projected Saoar-
tat deficit in the HI lpograr and dw prta-
bilary thu the f] au fud will be e -
baused rouwd the t rn of she a is a
serious -otusee. hB osf Trasm cur-
cluded on ther pring 19U tepeot to Cur-
gresthus **eary corrtens fictonis qee-
tcJ in order to avo doe need for le,
proroctaly paepseius s-hame"

In tmry s wsys, 6c problems of
doe suppkinestary medicl'" ws
(SMe) F60or1 Of Met- I (ousoaly
called "Prt B") rest eveasriuer than
S dhe HI progress' role- hn FY 1973,
Si disursementw we$7.3 illion, Fear
yean lase, in FY 198t2,hey bad d d to
1 15.6 biier And rn yma Moe. in FY
1987. thcy had doalled spa to $30.6

7tm Syr- btHiou
dresee- Dsntig she laos fire years. the SMO
d ti rop r- grew 40% fawer thas the eccow

aMy us a whole. Mretoveer, its Trustees

oper. aaing dgacsm cm e so hel
, be costr ofthe prrs."
poiniti is atst to Pat A which is finarisd

VS wtll by payroll asatars B is firntnced by a
lavin co on ofgeuia pad by SM9's

he rapid 31 mdtio r a ( iea nh i yms-
fly of hcoeifr newly one-qw. of SMs

tirdms-ro from ie US. reasry (which pays for
1975 Md ore than 73 % o Skils ' s
is-tease As doe looroag prlo rthe Medi
of rsing cam Crum uni s hecoe insessigly qo-

,eFs u s aa d a "c us" si are deel-
much o , PrsiMdes Bobhaudiorte 101.aCon-

So thew grie t lthelyxriam Valud wheeopolii-
schedule tal or f ial sosi ooc rs, Sn array

LBRVS). of cagS is the Medicare prpas mirg
effect ve make PPS lookb k ansrysaiso. In 9he

mennamie the it s high partbhelty thuetelpys podlttcsum will fed tinkeri g with Medi-
ralto cue so he wresubhle

why the
ofde Waiter J. Unger

ar, one
upin a Senior Vice President

roseesia.) MWM m ica, IN
Stff P.O. Box 1136

asome San Juan Capistrano
"Zex- Cltrl

il be so California
rhed- 92693-1136
y linked J714) 495-9181

rforte J714) 661-225

And~ Vol. 5, No. 3
potua- IIL Msous :aM

3461 Route 22 East
Somerville, NJ 01176



194

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

I. 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
corporate Liabilities for Retiree Health Benefits
(1982).

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, 1987).

5. About 80% of all public and private health insurance
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." In reality,
employee health insurance costs largely represent lost
wages. (Attachment 11) (enclosed).

II. The Current Road to Escalating Cpsts

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 FICA $45,000 ceiling and other new
financing techniques.

2. Doctors, hospitals and patients face an escalating
trend towards "command and control" regulation of
medical practice by both public and private payors.
(Attachment 6).

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.

III. The New Road Less Traveled: The Pursuit of Value

A. Principles of OQportunit .

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
uncommon. (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 Action.

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).

2. Greater Cleveland Growth Association/COSE program for
small employers -- the Small Employers Health Insurance
Availability and Affordability Act. (Attachment 8).
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3. Section 82 -- modify Section 89 to simplify
experimentation with more effective, and vastly less
burdensome, means of providing health insurance to
uninsured workers.

4. The Patient Outcome Assessment Research Prooram
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).

5. 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).

6. Harvard Community Health Plan -- implement positive
incentives for doctors to perform and deliver quality
care. (Attachment 6).

Attachments (available on request)

1. Total Health Expenditures as a Proportion of Gross

Domestic Product.

2. Medicaid Coverage, 1976-1984.

3. Rice, "Do We Get Full Value for Our Health Care Dollar?"

4. Wennberg, "Improving the Medical Decision-making
Process."

5. Weller, Postive Provider Incentives Index.

6. Dr. Berwick, Harvard Community Health Plan, testimony.

7. Osenar & Bowers, "The Taming of Health Care Costs."

8. Health Policy Coalition, Small Employer Health
Insurance Affordability and Availability Act.

9. Patient Outcome Assessment Research Program.

10. Weller, "Rx for the Costly Epidemic of Health Care
Legislation," Wall Street Journal (May 8, 1988).

11. Workers' Silent Payroll "Taxes" for Health Care.

12. Melnick & Zwanziger, "Hospital Behavior Under
Competition and Cost-Containment Policies," 260 JAMA
2669 (Nov. 11, 1988).
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