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STATE HOSPITAL PAYMENT SYSTEMS

WEDNESDAY, JUNE 23, 1982

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

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

Present: Senators Durenberger, Chafee, and Bradley.

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

[Press Release]

SuBcoMMITTEE ON HEALTH SETS HEARING ON STATE HospITAL PAYMENT SYSTEMS

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

OPENING STATEMENT OF SENATOR DOLE

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

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

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

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

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

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

Senator DURENBERGER. Thé hearing will come to order.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Robert, welcome.

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

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

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

Senator DURENBERGER. Without objection, it will be.

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

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

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

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

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

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

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

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

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

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

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

ollar.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

I have said that I don’t think you can treat prospective reim-
bursement as a stand-alone issue. i,think you have to think about
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other things that need to be done; because prospective reimburse-
ment primarily gets at the price of the goods, it doesn’t get at the
volume issues. And the volume issues are very important.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

THE OBJECTIVES OF PROSPECTIVE REIMBURSEMENT

Proponents of prospective hospit&] payment argue that the
following objectives can be met:



4.

5.
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Government and other payors can budget their expenditures in
advance. -

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

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

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

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

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

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

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

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

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

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

-
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Today as you will hear there is considerable and unresolved

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

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

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

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

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

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

SOUND ELEMENTS 1N A PROSPECTIVE PROGRAM

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

a.

b.

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

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

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

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

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

g. The program must protect the viability of a sufficient

number of efficient, high quality providers.

KEY POLICY ISSUES TO BE DECIDED )

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

The answer is “no". We would not know how to design a program
that could fit the nation. We could design a program with prospective
features for Medicare and Medicatd. Such a program could build off 223
1imits by adding ancillary costs/stay, weaving in a case mix adjuster,
and allowing Yow cost hospitals within well defined groups to retain
savings for efficient performance. That would be a departure from
current retrospective reimbursement.
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As & complementary course of action, state programs seem to
evolve naturally toward all payor classes and most will eventually seek
Medicare participation. The Federal government can make clear the
circumstances under which it is willing to assign a state the
responsibility for Medicare payment.

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

Which hospital product should be prospectively priced?

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

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

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

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

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

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

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

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

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

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

Does prospective rate setting preclude competition?

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

ONE CAUTIONARY NOTE

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Mr. DErzoN. Sure.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Mr. DerzoN. Thank you, sir.

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

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

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

Mr. ScHraMM. Thank you, Senator.

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

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

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

Mr. ScHramM. Thank you. .

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Thank you very much for this opportunity.

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

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

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

TODAY 1 HAVE BROUGHT WITH ME A CHART SHOWING THE SAME

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



STILL HOLDS. (APPENDIX 2)

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

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

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

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

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

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

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

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

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

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

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

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

BT

WITH STAGNANT ECONOMIES AND MORE POOR PEOPLE TO LOOK OUT

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

BY SUPPORTING TECHNICAL ASSISTANCE TO LEGISLATURES AND

—

GOVERNORS IN ESTABLISHING NEW STATE PROGRAMS.

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

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

VER the past decade, a number of states have

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

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

STATE PROGRAMS

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

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

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

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

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

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

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



Table 1. Delayed Regulatory Activity in Six Rate-Setting

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

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

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

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

DaTa

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

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

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

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

METHODS

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

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

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

outpatient grosy revenue

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

q

total eapeases divided by the number of :quivalent admussions

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

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

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

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

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

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

Rzsurts

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

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

DiscussioN

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

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

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



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

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

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

We are indebted to Mr Steven Renn and Dr Susan Horn for as-
sistance with 1the computer and staustical analyses, and to Ms
Janet Archer for her comments on the manuxript
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