S. HRG. 106-109

IMPLEMENTATION AND IMPACT OF CHANGES
“ MADE TO MEDICARE BY THE 1997 BALANCED
BUDGET ACT

HEARINGS

BEFORE THE

COMMITTEE ON FINANCE
UNITED STATES SENATE

ONE HUNDRED SIXTH CONGRESS
FIRST SESSION

ON

\
FEE-FOR-SERVICE AND MEDICARE+CHOICE PROGRAMS

MARCH 17, JUNE 9 anp 10, 1999

% \

Printed for the use of the Committee on Finance

U.S. GOVERNMENT PRINTING OFFICE
59 -592—CC WASHINGTON : 1999

For sale by the U.S. Govemment Printing Office
Superintendent of Documents, Congressional Sales Office, Washington, DC 20402
ISBN 0-16-059632-7

S3b1- 48



COMMITTEE ON FINANCE
WILLIAM V. ROTH, JR., Delaware, Chairman

JOHN H. CHAFEE, Rhode Island DANIEL PATRICK MOYNIHAN, New York
CHARLES E. GRASSLEY, Iowa MAX BAUCUS, Montana

ORRIN G. HATCH, Utah JOHN D. ROCKEFELLER IV, West Virginia
FRANK H. MURKOWSKI, Alaska JOHN BREAUX, Louisiana

DON NICKLES, Oklahoma KENT CONRAD, North Dakota

PHIL GRAMM, Texas BOB GRAHAM, Florida

TRENT LOTT, Mississippi RICHARD H. BRYAN, Nevada

JAMES M. JEFFORDS, Vermont J. ROBERT KERREY, Nebraska -
CONNIE MACK, Florida CHARLES S. ROBB, Virginia

FRED THOMPSON, Tennessee

FRANKLIN G. POLK, Staff Director and Chief Counsel
Davip PoDOFF, Minority Staff Director and Chief Economist

@)



CONTENTS

MARCH 17, 1999
OPENING STATEMENTS

Roth, Hon. William V., Jr,, a U.S. Senator from Delaware, chairman, Com-
Mittee 0N FINANCE ......cccccvviiiiieiieiieiieniienenecieeesrneesasresriesseessessecssesesarecssersessssans
Baucus, Hon. Max, a U.S. Senator from Montana ...........cceceeevervevieieirrinseniesneerens
Breaux, Hon. John, a U.S. Senator from Louisiana .............ccceevveverevernicvecnnenieens
Grassley, Hon. Charles E., a U.S. Senator from Iowa
Graham, Hon. Bob, a U.S. Senator from Florida .............
Bryan, Hon. Richard H., a U.S. Senator from Nevada
Rocket‘eller, Hon. John D, IV, a U.S. Senator from West Virginia
Kerrey, Hon. J., Robert, a U.S. Senator from Nebraska .................c.......
Mack, Hon. Connie, a U.S. Senator from Florida ..........ccccoverveeviiiierrcccrninneeernen.
Moynihan, Hon. Daniel Patrick, a U.S. Senator from New York ........cccoovevuvirene

AGENCY WITNESSES

DeParle, Hon. Nancy-Ann Min, Administrator, Health Care Financing Admin-
istration, Washington, DC ..........cccuiiiierniieeesienirecnnreneensesesssassessesssessnssssessees

CoMMISSION WITNESSES

Wilensky, Hon. Gail R., Ph.D., chair, Medicare Payment Advisory Commis-
sion, Washington, DC ... ssesenecsssneesnessnreessossessasses

CONGRESSIONAL WITNESSES

Scanlon, William J., Ph.D., Director, Health Financing and Public Health
Issues, Health, Education, and Human Services Division, General Account-
ing Office, Washington, DC ...........cccccveiriimiireeiiniinscennrnnieesreneesesssesssessessrareens

JUNE 9, 1999
OPENING STATEMENTS

Roth, Hon. William V., Jr., a U.S. Senator from Delaware, chairman, Com-
mittee on FINANCE .......ccoiiiiiiiiiiiriiccie ettt eceeerereeseeseesesarnenressessaeeesanes
Moynihan, Hon. Daniel Patrick, a U.S. Senator from New York ........ccccccerennene.

AGENCY WITNESSES

Hash, Michael, Deputy Administrator, Health Care Financing Administration,
Washington, DC ......c.ooiiiiiiiniiciineiiinresenreessnrecsieerisssssesersesessses sssssssassiessassases

CONGRESSIONAL WITNESSES

Lieberman, Steven, Executive Associate Director, Congressional Budget Of-
fice, Washington, DC ..........cccoirvieiiniiiecirireente e nrenineseesssie s saessasetessasssssnasssneansn
Scanlon, William J., Ph.D., Director, Health Financing and Public Health
Issues, Health, Education, and Human Services Division, General Account-
ing Office, Washington, DC ..........ccceeiieininniirnnnnnnieressseineeesiessieesesssnesrssersennes

29

31

41
42

42



Page
PusBLIC WITNESSES

Cumming, Robert, principal, Milliman & Robertson, Inc., on behalf of the
American Academy of Actuaries, Minneapolis, MN ........c.ccccoevrerrivrecrrrinrecrennns 63
deMontmollin, Steven, vice president and general counsel, AvMed, Inc.,

Gainesville, FL .......ccoovviiierereciriireresinierieieresecssesresstissessnsssossssesansnsssns 64
Smith, Peter, chief executive officer, Ralin Medical, Buffalo Grove, IL 67
JUNE 10, 1999
OPENING STATEMENTS

Roth, Hon. William V., Jr., a U.S. Senator from Delaware, chairman, Com-
mittee oN FINANCE ......cccccevrviiiiiiereeiiteeercrerrrcrreorrrerereserresraeesssasnessesssnsnsaeroresseses 75
Baucus, Hon. Max, a U.S. Senator from Montana .........c.cccecervvveeiiverenenessrensnnenns 76
AGENCY WITNESSES
Berenson, Robert A., M.D., Director, Center for Health Plans and Providers,
Health Care Financing Administration, Washington, DC .............c.cevverinenane 76

CONGRESSIONAL WITNESSES

Van De Water, Paul, Ph.D., Assistant Director for Budget Analysis, Congres-
sional Budget Office, Washington, DC ..........c..ccoccimvireiiiecreenineereresecieesseeeennes 78
Scanlon, William J., Ph.D., Director, Health Financing and Public Health
Issues, Health, Education, and Human Services Division, General Account-
ing Office, Washington, DC ..........cccoviiiiiriinininienrinreeenesee e ssns e ssneesssvesnes 81

ComMmISSION WITNESSES

Wilensky, Hon. Gail R., Ph.D., chair, Medicare Payment Advisory Commis-
sion, Washington, DO ........coiciviiirnviniieeienienineinres e serereeesssraessessessnresssnsseres 79

PuBLIC WITNESSES
Scully, Thomas A., president and ceo, Federation of American Health Sys-

tems, Washington, DC ...t srnni e nis s e covasaresasssntasssasse s 104
Smith,” Charles M., M.D., president and CEQ, Christiana Care Corp., on
behalf of the American Hospital Association, Washington, DC .............c..c.c.... 106
Bailis, Susan S., co-chairman and co-CEQ, Solomont Bailis Ventures, on
behalf of the American Health Care Association, Boston, MA ...........c.cccoounnee 108
Legérs, D. Ted, M.D., vice chair, American Medical Association, Washington, 0
.......................................................................................................................... 11
Suther, Mary, gresident and CEO, Visiting Nurse Association of Texas, on
behalf of the National Association for Home Care, Washington, DC .............. 112

AULPHABETICAL LISTING AND APPENDIX MATERIAL
Bailis, Susan S.:

TEBLIIMONY ..vvicvveeieierieieeiurierereisrecssnersaessensssaernsetsesarssrsssnsrtesssesassatersasassnsessarente 108

Prepared statement ................. Lermeiecrentaeaotsreansrare ettt s de st e e me e ne et sk R e e smnbatant e 119
Baucus, Hon. Max: :

Opening SLateIMENLS ........ccoocceoeercmriiiniesieereestresssisenaiessreeasaressorsansrsssonnaesasssoraes 2, 76
Berenson, Robert A.,, M.D.:

Testimony .........ccouceus 76

Prepared statement . 121
Breaux, Hon. John:

OPening StateMEeNt ..........ccieircriiieninsiiisisneesi e sessens sssesessesresbssatsssssens 3
Bryan, Hon. Richard H.:

Opening statemMent ........c.ccevviecrriiiecrieininineerarereersrressstsnssressassesessassaressssrense 19
Cumming, Robert:

TEBLIMOMLY ....cocreerivenrieiiirneresnesierecssesereersensesssianssesarssseessassastosssessssnssnssesssnennsssssase 63

Prepared statement ............ccoocoivinneiiiininneni e reeessesseseneesssbeenesinens e 125
deMontmollin, Steven:

TEBLIIMONY ....iceeveeeerieerieeraisirereeesstsssstaest s srenssss e sasensatsabesa s e st serasearenassassassassess 64

Prepared StateMENt ..........ccoccovierirrrinerieeernsne oo sase s s esseseereesees 130



v
Page
DeParle, Hon. Nancy-Ann Min: :
TEBLIMONY ..vccveevererecerieeerirrieierenssstsisesesessesssssesssasssessesssessssasstsssesstsssssessossnenssnssnans 5
Prepared statement ............cccvcreninrninreinrenseesemnesseessesnssassseernesesessisresassenan 135
" Graham, Hon. Bob:
Opening statement ............c..coeerivereriererens Areseereeraeet et ee et et e s et snntsnes 17
Grassley, Hon. Charles E.: .
Opening statement ............ovviiiiiiiiiiniini e 12
Hash, Michael:
TEBLIMONY ...corinniiriiiienviiiniiinrnmretsnessrsesis s sresbes s s b tesn s s e s sresbs e sobesmresobtaas 42
Prepared statement .............ccccvceereecirrinireenisssreeserarresssecsessasssiossenssesaesscsssenasss 142
Hatch, Hon. Orrin G.: . -
Prepared StatemMent ...........c.cccccimeccrniinnineiirie it s ens 149
Kerrey, Hon. J., Robert: :
Opening StateMENt ........cccccvccvreiernieirrienisinneeisrieensrssestssesssssssomssersssesesessssneses 24
Lewers, D. Ted, M.D.: '
TEBLIMONY ..eoeirriiiiieie et sei e rree e st s s et s e ssesasastesasssesmnssstsossnesebtsasonenn 110
Prepared 8tatement ..........o.oecuveeviieinieeenieseerarneneisenreseesierenesesssaneresssesesmesnassnnes 149
Lieberman, Steven:
TEBEIMONY ..ecvvveveiiriiieerrirrinereieieeeriseeesartesntesssesesteesssassesstentseessssstsnesnrssastassnsaeses 44
Prepared statement .............ccovviecreiniieniniennuenne et neeee s s sess s eranes 156
Mack, Hon. Connie:
Opening StAtEIMENE .........c.ccoiveveeiieirrineriiiereesesnerssnessinssserssesserisnesstessesaseransessse 26
Moyn.iglzn, on. Daniel Patrick:
Opening statemMents ..........ccoocoiveiiciiieninsiinnieiie st sseeessrnrtesseeessons 28, 42
Rocketeller, Hon. John D, IV:
O%ening BLALEMNENLE .....ooviiiiiiiieiieeniceeciee e teeecs s tasaeeresrarressseranarae e s s e sanberanennnn 21
Roth, Hon. William V., Jr.:
Opening StatemMents..........ccuvrevererinricrniniienrinscrniireenrreeesesrncessiesseesasssrsessans 1,41, 75
Scanlon, William J., Ph.D
TeBtimMONIeS ......evvieiiiiiiieeeieer e ires st e se e reseassbe s bbb e e s ra e s mnranes 31, 46, 81
Prepared statemen 181, 202, 210
Res’ﬁ:nses t0 WIitten QUEBLIONS ...c.cceevrevieerirceinrrrisecsnneeciseesneesnenssreesesersenesnns 201
Scully, Thomas A.
EBLIIMONY ..o..voeiiiieiiiieeiiiiiirrcieeee e i reeeresrtsesrnesteaesbe s erassbeasesnartesatstensenasseaasanes 104
Prepared statemMent .........ccccovveeeieciviiieeeenrieinniiersesesesieessrsosrasssstsnenessesassneeses 223
Smith, Charles M., M.D.:
TEBLIIMIONY ...oeeeeriirireeeirreerercriureerieeseinesseresneressssresasrsssasaesassnerensnessseesnanssasstesaraens 106
Prepared statement ............ccccoveeerieiiiineiiniiinerceseesieererasteresetesessesosnesesnsesanseean 236
Smith, Peter:
TEBLIMONY ..veevviieeeiriireiireiireieecrsiaesisereesesaeererseaesesasinertsessnessntasssrnesseesarsasaransnsssn 67
Prepared StatemMent .........cccicieeiciiieeieiniiinnnrrecreresaes s st e s naesanassenn 239
Suther, Mary:
TEBLIMONY ....coveerrrririiseeiiertirattiittiirtststess i esasna e s e se st asessbnane caessessassssnronsecen 112
Prepared statement ..........cccceeeiieiviiiniiiimenienesrecietneseserreerercesnensineesareneconsrasnans 279
Van De Water:
TeStimony .....cccoovveveeieierenireei e RO
Prepared 8tatemMent ............cccviierieiniieiiiiinieenniersees e sseseseesess
Wilensky, Hon. Gail R., Ph.D.:
TEBIMONIES ....cceeireviinieiireiierireereenrere s s irererernseeeresaereeersssans s sraessrerenessasneesssases
Prepared statements............ccooveciiieciiiicinincniinne,
Responses to questions from committee members
COMMUNICATIONS
American Association of Homes and Services for the Aging ........ccocvverirenenanen. 331
American Occupational Therapy Association ..........c.ccccevvciiiininecnninicicnneeeen. 335
American Medical Rehabilitation Providers Association ............ccooniveiviiiiiininns 337
Consumers UNION .....cocccvceeireniiniinesiineenineesevnescisssnsbsnessesesessinessssssssessasees s 343
Ernst & Young, LLP .......cccoiiiiiiiiiiiiieeiensienisescsninesnessessessaresssaecsessanss sneesansens 347
Health Industry Distributors Association ...........ccceceiiicieriiinmnininnnienneesnnnn. 381
Lawonn, Michele M., JD, PT .......coccciciiimivrincieniieceiecrieessseesiesssiaseesnsssnesssasessrnenen 385

National Association for the Support of Long Term Care .........ccccoeermrenrvecinncen. 388



IMPLEMENTATION AND IMPACT OF CHANGES
MADE TO MEDICARE BY THE 1997 BAL-
ANCED BUDGET ACT

WEDNESDAY, MARCH 17, 1999

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 10:05 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. William V.
Roth, Jr. (chairman of the committee) presiding.

Also present: Senators Grassley, Hatch, Mack, Moynihan, Bau-
cus, Rockefeller, Breaux, Graham, Bryan, and Kerrey.

OPENING STATEMENT OF HON. WILLIAM V. ROTH, JR., A U.S.
SENATOR FROM DELAWARE, CHAIRMAN, COMMITTEE ON FI-
NANCE

The CHAIRMAN. The committee will please be in order. We are
here today to hold our second Medicare hearing before the Senate
Finance Committee in the 106th Congress.

As was noted last week, the Balanced Budget Act of 1997 was
the largest Medicare spending and policy change package since the
inception of the program in 1965. And as a result, many important
issues have arisen in the Medicare program. And I plan to explore
them in the committee during this session.

Today, I would like to focus our attention on the implementation
and impact of these provisions in both the fee-for-service and the
Medicare+Choice Program.

There have been significant delays in implementing certain poli-
cies that have resulted in consequences for both beneficiaries and
providers. Delays in implementing the hospital out-patient depart-
ment policy has been very costly to beneficiaries. HCFA actuaries
estimate that beneficiaries will pay $570 million in higher co-insur-
ance payment as a result of the delay.

In addition, regulatory burdens and payment issues in the
Medicare+Choice Program resulted in almost 100 plans with-
drawing or reducing these services to beneficiaries last year.

In fact, Senator Moynihan and I are developing a
Medicare+Choice bill to address some of these concerns and will be
asking members to co-sponsor our bill shortly.

The committee is honored to have Nancy-Ann DeParle, the Ad-
ministrator of HCFA to testify before us for the first time. Cer-
tainly, we appreciate the pressures HCFA has faced in ensuring
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Y2K compliance and the implementation of more than 335 provi-
sions from the BBA. ,

In addition, we very much appreciate the participation of two
other witnesses: Dr. Gail Wilensﬁ , the Chair of the Medicare Pay-
ment Advisory Commission and Dr. William Scanlon, Director of
Health Financing and Public Health of the GAO.

Senator Moynihan was delayed somewhat.

And do you want to make a statement, Senator Baucus?

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA

Senator Baucus. Thank you very much, Mr. Chairman. This is
obviously a very important and very difficult matter to solve Medi-
care. My man, my good friend sitting to my right, Senator Breaux
from Louisiana probably knows as well as anybody, so does our
next witness, Ms. Nancy-Ann DeParle. And in fact, all of us do. It
is more difficult than Social Security.

And I hope that we do pass Medicare reform this year. It is tak-
ing work, a lot of work. My concern frankly is that it is more dif-
ficult in part this year because there is not quite the sense of a cri-
sis that is necessary to force people to be less ideological and force
people to be more rationale and comprising and meet the bottom
line just to get the job done. And it is unfortunate.

In the very remote sense, I think part of it is the cold war is over
and the American economy is doing very well. There is a psy-
chology, well, what is the big deal, you know? What is the crisis?
f\?Vhat: is the emergency? And that is part of the problem that we
ace. :

I think that sometimes in America, matters of great consequence
are only accomplished under one of two conditions, first, as a crisis
of extreme cases, Sputnik, Pearl Harbor, the depression, and so
forth or where there is extraordinary political leadership.

This is not a time of crisis, although Medicare is certainly more
of a crisis than Social Security. It is not enough of a crisis to force
people to leave their ideological roots a bit to come toward some
reasonable solution.

We do have wonderful leadership. I mean, you, Mr. Chairman,
Senator Breaux, and others are trying mightily to solve this. But
in this democracy, it takes many, many people to solve a problem.

I urge us to just come together a little more, to be a little less
proud, to try to find a solution that fits basically for the American
people, and remembering that we cannot let perfection be the
enemy of the good. Too often, people push too hard for their own
view. And if it is not close enough, they say no because it is not
perfect enough.

Well, America is a good country. It is not a perfect country, but
it is a good country. And we have to work for good solutions, not
perfect solutions. And that it is particularly true because we are a
democracy and where the people rule. There is no one person’s po-
sition rules. -

And as we a&proach solutions, Mr. Chairman, I also urge us to
think about different parts of the country. I have mentioned this
several times, but I very much hope that HCFA and those of us



who have worked to reform Medicare remember that there are
teaching hospitals, as Senator Moynihan often reminds us.

There are rural parts of America, I mean, very rural not Indiana
rural and not, all due respect to Senator Grassley of Iowa rural.
I am talking abont western rural. Some have heard me say this,
but when Ms. Clinton was in Montana not too long ago, she said,
this is not rural, this is mega rural, this is hyper rural. I mean,
the distance, it is just totally overwhelmed her. And she is a smart
lady. I mean, she has been around, but she was just overwhelmed
with the sense of distance.

So Ms. DeParle, when you work through all of this and particu-
larly as you implement the BBA rcgulations, I urge you to take dis-
tance into more account than HCFA has. You have a rule that
there has to be—if I can read it here. It is called your TAGC-207
which states that there must be a practitioner at a critical access
facility within 30 minutes.

That does not make any sense in the west. Take Jordan, Mon-
tana. You remember Jordan. Jordan is where all the freemen were
causing a raucous a few years ago. Well, there are not a lot of peo-
{:}13 around Jordan. and the nearest dock is probably Mile City, you

ow, 60 or 80 miles away. And it just does not make sense to
have the 30-minute requirement, certainly not in eastern Montana
and probably not in Alaska and some other States, too.

And so I urge you very strongly to go back and review that be-
cause the law actually says the BBA. And I will stop with this, Mr.
Chairman. Section 4201, it says a State may designate a facility as
a critical access facility if the facility makes available 24-hour
emergency service that a State determines is necessary and not
HCFA, the State. So please go back and change that. Thank you.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator Baucus.

I was going to try to shut off all other comments, but just let me
publicly recognize the strong leadership that Senator Breaux has
brought to the commission. And I think all of us here appreciate
Xery, very much what he and the others member of the panel have

one.

And I just want to publicly say to you, Senator Breaux, that we
intend to move ahead. We are very much interested by the leader-
ship you have shown and the results of that leadership. We will
hold hearings on it.

Senator Baucus, as I said yesterday to the gress, it is my intent
to move ahead and mark up legislation in a bipartisan fashion as
we always do in this committee. So I look forward to working with
all of you in that spirit.

And with that, I will call upon Senator Breaux.

OPENING STATEMENT OF HON. JOHN BREAUX, A U.S.
SENATOR FROM LOUISIANA

Senator BREAUX. Thank you very much, Mr. Chairman. And
thank you for your nice comments. I appreciate them very much.
This obviously was an effort by many, many people on the commis-
sion that we are trying to really bring about serious reform to a
system that while it is a wonderful system, it is still a 1965 model
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that does not work as well av it should in the 1999s and as we
move to the 21st century.

Members of this committee were on that commission. Senator
Graham, Senator Kerrey, and myself all served on that commission
and look forward to trying to bring the same type of similar rec-
ommendation to the commission for their consideration.

I will point out that while the package ‘did not get the super,
super majority that was required, it did receive a majority of the
commission, in fact more than a majority. In making that rec-
ommendation, I have submitted that document to the legislative
council. They are in fact now drafting it in legislative form to
present to the Congress hopefully in a bipartisan fashion and hope-
fully for consideration favorably by this committee.

I would just make one comment and thank you for having these
hearings. I mean, the fact that we are having these hearings points
out the basic problem. I mean, the Balanced Budget Amendment
of 1997 cut $115 billion out of the program. And some would say,
well, we did not hurt the beneficiaries. Well, yes, we did because
we hurt the people who provide the services to the beneficiaries.

You directly have an affect on the services when we continue to
use what I have called the same old-same old approach of saving
Medicare. Every year, when we have a problem with Medicare, we
do the same thing, SOS, same old-same old. We cut reimburse-
ments to doctors and hospitals and providers. And we announce
that we have fixed the program.

And then, we come back in about eight to 12 months later and
we have hearings to try and undo what we did the time before be-
cause we are getting flak from everybody out there who are pro-
viders who are saying we cannot do it anymore. And everyone of
us have horror stories about beneficiaries who are not getting ade-
quate service or not being accepted into the program. Providers are
not wanting to do those services for the reimbursement rates that
Congress is mandating.

And the final point is we should not be doing this. I mean, we
are micromanaging health care by body parts. I mean, I have given
examples s0 many times. It is so repetitious about we making a de-
cision about whether we should do colon cancer screening by using
barrier minimums of colon microscopies. I mean, should we be de-
ciding that in this committee? That is what we have to do. And it
goes on and on and on and on. We cannot continue under this proc-
ess and have a health care system for the 21st century that is
going to work. Thank you.

The CHAIRMAN. Thank you, Senator Breaux. And as I said, we
look forward to having your legislation referred to this committee.
It is my intent to move very rapidly in holding hearings and devel-
oping a bipartisan consensus.

With that, I would like to call forward Ms. DeParle for her testi-
mony. It is the first time I think you have been here for the pur-
pose of giving testimony. And we welcome you and look forward to
your comments.



STATEMENT OF HON. NANCY-ANN MIN DEPARLE, ADMINIS-
TRATOR, HEALTH CARE FINANCING ADMINISTRATION,
WASHINGTON, DC

Ms. DEPARLE. Thank you. Mr. Chairman and distinguished com-
mittee members, thank you for inviting me here this morning to
discuss our progress in implementing the Balanced Budget Act that
added another 10 years to the Medicare Trust Fund.

As you say, Mr. Chairman, it was the most significant piece of

legislation in Medicare’s history and made some of the most signifi-
cant changes ever to the program. And it has been, to say the least,
a very challenging year at the Health Care Financing Administra-
tion. :
And I want to thank the members of this committee. I have met
personally with many of you to discuss concerns that you have had
about the Balanced Budget Act and HCFA’s implementation over
the year. And you have given us advice in how we go about doing
the implementation. It has been very helpful to us.

It has been a year since I became administrator. And the first
thing I had to do, Mr. Chairman, was to put together a team of
people to help me move forward at the Health Care Financing Ad-
ministration, including many clinicians who had expertise in the
private sector in the managed care area. And one of them is with
me today, Dr. Bob Berenson.

I had four goals when I came to HCFA and when I came to this
committee to ask for your approval for my confirmation. I listed
those goals. And I just want to mention them again. The first one
that I mentioned to you was implementation of the modernization
of Medicare through the Balanced Budget Act. And that is what we
are here to discuss today.

Secondly, iniplementation of the new historic Children’s Health
Insurance Program on which we have made a lot of progress in the
last year, as I know you are aware.

Third, I thought it was important that we sharpen our focus on
fraud, waste, and abuse. And in that area in particular, I have had
particular help from many of the members of this committee, in-
cluding Senator Graham who is here today.

And fourth, as you mentioned, Mr. Chairman, we had a big prob-
lem with the year 2000 computer challenge and our 60 carriers and
intermediaries in the 78 computer systems that they run and get-
ting those compliant so that we could make sure that there was no
disruption in services to our beneficiaries.

So we had a lot on our plate over the last year. And today, I am
here to talk about our progress in implementing the Medicare re-
forms in the Balanced Budget Act. "

As you say, there were 335 provisions affecting our programs. We
have already implemented more than half of those. And many more
of them are partially implemented. And we have been providing
you, as I believe I promised you when I appeared before you last
{ear, with updates on where we are, which things have been de-

ayed, and which things are moving forward.

I believe we have made steady progress in implementing impor-
tant new benefits and fee-for-service payment reforms. We in fact
issued 92 regulations last year which I think must be a modern
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record. And all of that was in furtherance of implementing the Bal-
anced Budget Act.

Some of the provisions of the Balanced Budget Act, as you are
focusing on today, involve complicated, new, prospective payment
s¥stems and other complex changes. And I want to emphasize to
all of you that we understand the need for refinement with changes
of this magnitude. And we want to work with the committee and
with providers to make sure that we protect beneficiary access to
care and are fair to providers as we proceed.

We have also made solid progress in implementing the
Medicare+Choice Program. We have converted the vast majority of
Medicare HMOs to the new Medicare+Choice Program. As you
know, Mr. Chairman, we had some surprises last fall, including in
gour home State of Delaware, with a number of plans who made

usiness ducisions not to participate for this year.

In the end, about 50,000 beneficiaries were affected and were left
without another Medicare+Choice plan. We are on schedule to im-
plement a fair and more accurate payment system that takes indi- -
vidual beneficiary health needs into account. And we are proposing
some ciianges this year to the Medicare+Choice Program that we
hope will make it easier for plans to participate. And we want to
work with this Congress to get those implemented.

We are also in the process of implementing a carefully planned
National Medicare Education Program to help beneficiaries make
informed health care decisions.

I want to mention that we are on track to implement the com-
getitive pricing demonstration for health plans that was called for

y the Balanced Budget Act.

And in that regard in particular, I want to thank this committee
and particularly Senator Breaux and Senator Mack who is not here
and also Senator Graham for their work in fighting for this com-
petitive demonstration which we think will help provide the objec-
tive data and actual experience that is needed to evaluate Medicare
rc;:form proposals that assume savings from competition among
plans. ,

And at the same time, we have made some major strides in fight-
ing waste, fraud, and abuse in Medicare. And in fact, we cut our
payment error rate in half in just two years.

As I said at the outset, we are also tackling the most difficult
year 2000 challenges in the government. And this has had to be
our top priority over the last year. It has forced us, Mr. Chairman,
to make some difficult decisions, including delays in some BBA pro-
visions that I am prepared to discuss with you today.

The vast majority of the provisions in the Balanced Budget Act
have not had to be delayed, but on the advice of some independent
ex?erts that I brought in, I made the difficult decision last year to
delay a couple of the new provisions that could interfere with the
year 2000 work.

We will make every effort to work with the Congress and to im-
plement those provisions as soon as we can, as soon as we get the
year 2000 work done. And we want to work. with you to minimize
the impact of any delays.

I think everyone here recognizes that implementing the bough,‘
bipartisan choices that we had to make in the Balanced Budget Act
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is an enormous task. And I appreciate that you have all been cog-
nizant of the enormity of that task. I appreciate the support and
advice that I have received from the committee. .

" And I want to mention that the Medicare Payment Advisory
Commission in the General Accounting Office has also been very
helpful in making suggestions to us along the way in helping us
to make refinements. And we look forward to continuing to work
with this committee and the Congress as we proceed. Thank you.
di:[:’lihe prepared statement of Ms. DeParle appears in the appen-

The CHAIRMAN. Thank you, Ms. DeParle.

Let me reemphasize what Senator Breaux has said about the
concern we have that if the providers do not feel that they are ade-
quately paid it reflects on the kind of service the beneficiary is to
receive.

And for that reason, I would like to ask you, what is the basis
for the administration’s proposal to freeze the annual hospital up-
date for fiscal year 2000? Does HCFA have additional information
other than MedPACs 1996 data on margins regarding how hos-
pitals are fairing under the Balanced Budget Act?

I am concerned that this freeze in hospital updates may ulti-
mately affect beneficiary access to care. Has HCFA considered this
problem?

Ms. DEPARLE. Well, sir, I do not believe that—first of all, we are
attempting to monitor the impact of each of the charges that have
been made in the Balanced Budget Act, whether it is to home
health providers which is an area that this committee has had an
interest in or hospitals or other areas.

At this point, I do not think I have any independent data other
than the MedPAC data about hospital margins. And I believe that
is what the administration’s proposal is mainly based on. And that
is the fact that in 1997 and in fact during the years when there
‘had been reductions, hospital margins in the aggregate had been
at an all time high.

Now, I understand and have talked to several members of this
committee about the fact that looking at it in the aggregate does
not necessarily capture what might be happening in any particular
community. And I think it is important that we do that sort of
analysis. And we will be providing that to others in the administra-
tion.

The CHAIRMAN. I think it is extraordinarily important because at
lease some of the hospitals are advising us that the profit margins
have substantially reduced, that they find it very difficult to con-
tinue under current practices. If you freeze it further, what kind
of impact is that going to have?

I am also concerned about the stability of the Medicare+Choice
Program. You mentioned the fact that a number of plans have
withdrawn. I think something like 100 plans have withdrawn. In
fact, in my own State Delaware, all three health plans left the pro-
gram, although one new plan has recently joined or come back in
to cover part of the State.

What steps are you taking within your authority to make sure
this program works well for health plans and beneficiaries?
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Ms. DEPARLE. Well, I want to say first, Mr. Chairman, you are
exactly right, stability is very important in this program. And it is
important to our beneficiaries. And that is a big part of what I
want to try to achieve.

One of the things that we have done, and I have met with your
insurance commissioner in Delaware and with other plans from
around the country, is to try to make some changes within our au-
thority and where we do not have the authority, to come to you and
work with the Congress on where we can make some changes. And
I think that you were working on some of those as I understand
it right now.

One thing is moving the deadline when plans have to submit
their information to us from May to July which we think will help
glans to have a more of a sense of the marketplace so they will not

ave to be making last-minute decisions.

We have also, sir, delayed our—under the Balanced Budget Act,
we were required to implement risk adjustment which over the
long run, I think will be a very good thing for Medicare and for
health plans because it will pay them more accurately and more
fairly for providing the care. But because of the concern about sta-
bility that you mentioned, we are implementing it in a phased-in
fashion over 5 years.

' So those are just a couple of the things that we are doing. And
we are open to working with you on other things.

The CHAIRMAN. Recently HCFA began the implementation of
QOasis standards for home health agencies. And it is my under-
standing that these standards were created to address quality
issues within the agencies. However, I am very concerned that this
lengthy, 19-page questionnaire is burdensome to the agency and
does raise some very serious confidentiality concerns.

I understand I have not had the chance to study it yet, but there
are all kinds of questions about one’s health that normally are pri-
vate. How do you intend to address these problems of privacy?

Ms. DEPARLE. Well, sir, the Oasis instrument is something that
was designed to meet a mandate of the Congress that every home
health agency provide an assessment of the status, the health sta-
tus of the people that they are caring for. :

In order to minimize tﬁe burden on home health care afencies,
when the Congress implemented or enacted the home health pro-
spective payment system, the requirement that we do that, we de-
cided to use the same instrument to collect information that will
help us to design the payment methodology for the home health
prospective system. So it is the same instrument.

And I have studied it myself, sir, as have the clinicians within
the Health Care Financing Administration. You should know that
it was developed I think starting back in 1988 through research by
clinicians and others at the University of Colorado Health Polic
Center. And they did a number of tests of this. Many home healt
agencies have already been using it. _ )

And I think as a data collection instrument, it is a good tool. I
think the issue that you are raising though is the privacy issue
which I am very concerned about. It does comply with the Privacy
Act as do all Medicare data collection instruments, but we are
working on now looking at it to make sure that it in every way pos-
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sible protects the privacy of bereficiaries because that is something
that I feel very strongly about.

The CHAIRMAN. Nineteen pages, and this has to be filled out for
everybody whether or not they are covered by Medicare?

Ms. DEPARLE. Yes, sir. And the reason for that is under the law,
what are called the conditions of participation, the way that Medi-
care certifies providers to participate in the Medicare program are
supposed to apply to all people who get cared for by a home health
agency or hospital. ' :

And the reason is that the Congress in setting up the Medicare
program wanted it to improve the quality health care provided not
just to people who happen to be beneficiaries of Medicare, but to
everyone. You would not have a hospital that only had to meet
standards for Medicare beneficiaries and not for everybody else. So
it is the same thinking that led to this for the home health agen-
cies.

The CHAIRMAN. Well, as I said, I have not had a chance to look
at it carefully, but I find it very, very troublesome, you know. It
says high-risk factors characterizing this patient, heavy smoking,
alcohol dependency, drug dependency, none of the above. And these
questions are to be answered I gather on all home health care pa-
tients. Is that correct?

Ms. DEPARLE. Yes, sir. And it is like what would happen if you
go to the doctor today. The clinicians who work at HCFA advise me
that those are the types of questions that a doctor is supposed to
be considering. And they are relevant to how you would go about
caring for a patient.

And frankly, sir, they are relevant to the concern that you raised
at the beginning of this hearing which is the adequacy of payment
to a provider. If a beneficiary has certain risk factors, then I could
argue that a provider should get a higher reimbursement for caring
for that beneficiary because it is more complicated.

The CHAIRMAN. Well, I just want to say that I am very much con-
cerned. And we are going to have to look into this deeper because
as I understand the questionnaire, it involves mental health, finan-
cial ability to pay and financial background. It is a very reaching
document that I think many people will find repugnant to answer
from the standpoint of their own privacy. So we will want to talk
further.

Let me ask one further question. Over the past 6 months, Con-
gress provided $200 million to HCFA for Y2K compliance in addi-
tion to the $82 million originally appropriated for fiscal year 1999.
And despite these funds, the Medicare program has experienced
costly delays to postponed implementation of the Balanced Budget
Act provisions.

Could you please provide me with an update as to HCFA’s status
on Y2K compliance and discuss the differences between HCFA and
GAO on the agency’s readiness? I would also like to know what
steps have been taken with respect to your contractors.

Ms. DEPARLE. Yes, sir. First of all, I want to thank the com-
mittee and the Congress for helping us on the year 2000 computer
challl(e:llge and providing us the resources that we need to get the
work done.
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The $200 million that you mentioned, Mr. Chairman, is for re-
pairing the contractor systems. We had 50 million lines of code that
had to be renovated and tested in order to be sure that we can pay

_claims starting January 1, 2000.

The problem with the Balanced Budget Act that occurred last
spring is that on GAO’s recommendation—and I want to thank
them for their help on this. One of the first things I did when I
got to HCFA was meet with them. And they told me that I needed
to hire an independent verification and validation contractor, an
IV&V contractor to come in and basically look over our shoulders
and over our contractor’s shoulders as they did this work to make
sure that it was really on track.

And I did that. And the IV&V contractor told me that the work
was much more detailed and much more involved than we had
thought and that if I did not stop implementing some of the Bal-
anced Budget Act provisions and other things that we were doing

. that it would put our systems at risk of not being prepared for Jan-

uary 1, 2000.

So as I said, I had to make a very difficult choice. Believe me,
the last thing b wanted to do was to delay implementation of the
Balanced Budget Act provisions, but I had no choice.

So the funding that you have given us made it possible for us to
make the progress that we have made. And we have made a lot of
progress this year. And I believe GAO would agree with that.

The differences between us that you raised at the end have to
do with in December, I had added a contract amendment for all of
our contractors, requiring them to be Y2K compliant by the end of -
December. That is earlier, as you know, than the government-wide
deadline.

All of the contractors submitted information saying that they
were compliant. We reviewed their information and decided that
only 54 of them really met our test. GAO disagrees with that and
thinks that some of them did not really meet the test. And it has
to do with whether they fully completed their future date testing.
And we just have a disagreement there. but I think they would
agree that we have made enormous progress.

And I will tell the committee that I can assure you this is our
number one priority and that there is no disruption in services on
January 1, 2000. And we will be ready to pay claims. And we hope

' all the providers will be ready as well.

- The CHAIRMAN. Well, my time is up. I do have further questions,
but we are going to keep the record open until 7:00 o’clock tonight
for written questions. .

Senator Baucus.

Senator BAUCUS, Thank you, Mr. Chairman.

Ms. DeParle, could you just comment? You have had a little time
to think about the question I asked of you with respect to the crit-
ical access facilities. I do not know if you have had a sufficient
chance to dig into it.

Ms. DEPARLE. I actually know about this.

Senator BAucus. All right.

Ms. DEPARLE. And as you know, I have enjoyed spending time
in Montana.
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Senator BAaucus. Right. And I want to thank you very much for
taking the time to come to Montana, too. As I said earlier, it is long
distance. And thank you very much.

Ms. DEPARLE. It is. And I have been from glacier down to where
Senator Rockefeller spent some time. So I know that—

_S'exll’ator Baucus. In that another State in the west, West Vir-
ginia’

Ms. DEPARLE. But you have to go all the way through Montana.

Senator BAucus. Well, that is West Virginia. Right.

Ms. DEPARLE. Well, no, I mean, the part of Montana and Wyo-
ming that he spent some time. So I know what you mean about
how rural it can be in the west. And I have met with our staff
about the problem that the Montana facilities may have under the
new critical access hospital provisions.

And I can tell you that my goal is to effectuate what Congress
intended here. And that is wiat I am looking at in trying to make
a decision about this.

Senator Baucus. Can I help you?

Ms. DEPARLE. I believe I know.

Senator BAucus. By telling you what Congress intended.

Ms. DEPARLE. I am very familiar with it.

Senator BAUCUS. So you do not have to worry about it.

Ms. DEPARLE. I would be happy to hear it.

Senator BAucus. Well, the statute is pretty clear. It says that
States decide. And as far as I am concerned, the intention is to
make sure that there is some kind of a critical access facility avail-
able to people who do live in very rural areas. And we just need
to have regulations tailored to the State and tailored to the setting,

As you know, eastern Montana is very rural compared with west-
ern Montana. And you said you have been to Wyoming and Glacier
Park and so forth. That is not eastern Montana. I do not remember
if you made it out to, say, Jordan or Circle or Ecolacka or some of
those towns in eastern Montana that have critical access facilities.
I mean, they are really rural.

Just as a side line here, I took Senator Mitchell when he was
majority leader to Montana several years ago to show him a VA fa-
cility in eastern Montana. And I met the plane in Williston, a little
charter plane. We were putting across North Dakota and then into
Montana. And Senator Mitchell had turned to me after a couple of
hours in this twin engine prop plane. He says, Max, are you sure
we have not passed Montana? [Laughter.]

Senator BAUCUS. We were supposed to land in Billings and drive
back to Mile City. But it is very, very, very rural. Our State has
a total population density of six people. We have about 150,000
square miles, about six people per square mile. And in eastern
Montana, it is much less dense, fewer than six per square mile,
many fewer. I would say about two or three per square mile.

And so if you could just go back and look at those regulations be-
cause when we talk about rural economic development and we talk
about rural health care, again, there is rural and there is rural.
Eastern rural is not western rural.

And it is does not rain west of the 100th meridian. It does not
rain. Because it does not rain, there are not {Jeople. It is just a
great distances. You cannot grow crops very well where it does not
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rain. You cannot have towns and cities where it does not rain, you
know. It is that fact of lack of rainfall west of the 100th meridian
that dictates and causes this great sense of distance.

For example, here in Washington, DC, our annual precipitation
is about 44 inches of precipitation a year. It would be close to 50.
In eastern Montana, it is about 12, 10, 12. That is snow. That is
rain. That is everythin,

So if you go back ang look at that and if I could get a report back
from you, say in the next week or two as to what you can do to
change that regulation according to the intent of Congress, I would
appreciate it.

Ms. DEPARLE. I will do that.

Senator BAucus. Thank you.

And Mr. Chairman, thank you very much.

The CHAIRMAN. Your description of Montana reminds me of Dela-
ware. [Laughter.]

The CHAIRMAN. But I have been there. I know.

Senator BAuCUS. And this will help you, too. Our illustrious
chairman and I graduated from the high school. It is Helena, Mon-
tana.

The CHAIRMAN. And I always add the same year. [Laughter.]

b Senator BAucUS. And so he knows what we are talking about
ere.

Ms. DEPARLE. He does.

Senator BAucus. Thank you.

The CHAIRMAN. Senator Grassley.

OPENING STATEMENT OF HON. CHARLES E. GRASSLEY, A U.S.
SENATOR FROM IOWA

Senator GRASSLEY. Thank you, Mr. Chairman. And on the point
that Senator Baucus made, we may be less rural than his State is.
But also, as we anticipated the Critical Access Hospital Program,
we thought even in our State that there might be 10 hospitals that
would qualify. And I think we are having the same problems that
-he is having with these regulations. So I would also back up what
he says and ask you to look into it.

The first question is very broad, but it is pretty basic to cor-
recting some of the mistakes that we made in the 1997 Balanced
Budget Act. Some of them, I think we made. I think some your de-
partment made in the enforcement or carrying them out for rea-
sons that you have already given that are probably reasons we
could not even anticipate.

But regardless, this would be about the administration’s thinking
that we ought to take because CBO has published a new baseline
on Friday. It projects that spending for some benefits is now esti-
mated to be radically lower than the estimates made immediately
after the enactment of the bill in 1997.

And obviously, this is very good news for Medicare solvency, but
I am wondering whether or not you think it is bad news for sen-
iors. So then, the question very broad, are there any areas in Medi-
care where you believe Congress or HCFA need to revisit the Bal-
anced Budget Act policies in order to maintain access to service for
beneficiaries?
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Ms. DEPARLE. Well, there is one area. And I have already men-
tioned that with Chairman Roth which is in the Medicare+Choice
Program. We have made a number of recommendations.

And I have been working with the committee and with the Con-
gress on those to try to make the program work more the way we
think Congress intended and to protect beneficiaries as well.

We are recommending some MediGAP changes that I know we
have been talking to the committee about. So that is one area that
I think we can already say we would like to work with you on.

As far as the baselines are concerned, Senator, I have studied the
differences between the President’s budget baselines and this new
CBO baseline.

And it is interesting because both baselines have reduced, have
been dropped quite a bit. And as you know, our actuaries estimate
that Medicare spending last year, the spending growth was only
1.5 percent which is very low compared with the pasi averages.

And in general, I think it is very good news. And we are moni-
toring around the country what is happening with particular bene-
fits to see whether there are problems with access. And we are also
working with colleagues at GAO and other places that are looking
at it.

So far, we are not seeing in the fee-for-service world particular
problems.

Senator GRASSLEY. Well, can [——

Ms. DEPARLE. There may be some. And if there are some, we
want to work with the Congress on them.

Senator GRASSLEY. Could I ask you then if you could comment
maybe in three specific areas along the lines of my first question:
hosp‘,ital in-patient care, skilled nursing facilities, and home health
care?

Ms. DEPARLE. Well, with hospital in-patient care, something in-
teresting happened last year that is reflected I think both in the
President’s budget baseline and in the CBO baseline which is that
for the first time ever in-patient care coding. What they czll the
case mix complexity dropped.

And the actuaries actually attribute that not to spending reduc-
tions, but to the increased emphasis on appropriate billing and
something that you have been very interested in, fraud, waste, and
abuse and frankly the efforts of our law enforcement partners in
some pretty high-profile cases. )

We are not seeing at this point problems in in-patient hospitals,
but as I said we are looking at that and want to continue to mon-
itor it because some hospitals are under enormous pressure.

I am sorry. The second area you mentioned.

Senator GRASSLEY. Skilled nursing facilities and also home
health care. :

Ms. DEPARLE. Skilled nursing facilities, again the data that we
have shows that admissions are down. And that was something I
was particularly interested in because you had a hearing last year
in the Aging Committee on home health and asked us to look at
that and see whether admissions were going to go up to nursing
homes as a result of the home health reduction. So ?ar, we have
not seen that.
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Two areas have been raised to my attention though that I should
mention. One is that under the Balanced Budget Act, there are re-
ductions made to what are called non-therapy ancillary services.
And some of the nursing homes that treat high acuity patients are
concerned that those reductions could affect their ability to care for
those patients.

We are doing some more research in order to do some refine-
ments to the prospective payment system for skilled nursing facili-
ties to reflect that, but those nursing homes are a concern.

There are also some caps on therapy that you may be familiar
with that were actually something that the House put in. There is
a concern that those caps for therapies could have an effect on
stroke patients and people who have particularly needs. It is
$1,500 per year.

And as I said, I have gotten a few letters about that not from
beneficiaries, but from the skilled nursing facilities.

And in home health, I think you know. As I said, we have been
monitoring that. There are fewer home health agencies now, but
the data that we have reflects both branch consolidation of the
home health agencies.

And so far, we are not seeing a problem in access, but we will
continue to monitor that. And we will work with you and with the
Congress if that turns out to be a problem.

Senator GRASSLEY. My time is up. But just in Des Moines, Iowa,
a community of 250,000 in our State capital, we had 23 home
health agencies. And I think nine or 10 of those have gone out of
business or consolidated, as you indicated which I do not know
vshether it has had a negative impact, but I think we need to be
monitoring those sorts of happenings.

Thank you, Mr. Chairman. .

The CHAIRMAN. Thank you, Senator Grassley.

Senator Breaux.

Senator BREAUX. Thank you, Mr. Chairman.

Thank you, Nancy, for being with us. Let me just say that you
have an impossible job. I mean, it is absolutely impossible to micro-
manage health care in the 21st century like Congress is requiring
you to do every day and come up with anything that makes sense.
I know you are doing a terrific job with the instructions that we
give you. And then, after we give them to you, we change them.
And after we change them, we change them again.

Give me an update, if you will. I mean, BBA said we are going
to save $115 billion. And one of the ways we were going to do it
was by slowing the growth rate for doctors and hospitals, but prin-
cipally we were going to a prospective payment system for home
health care, for rehab hospitals, and for out-patient departments.

Can you give me an update on the status of the PPS payments
with regard to each of these, first skilled nursing facilities?

Ms. DEPARLE. Yes, sir. That one was mandated by the Balanced
Budget Act to be implemented July 1, 1998. And we did that. There
is one aspect of it, consolidated billing for Part B services that is
on hold because of the computer changes that we have to make for
the year 2000. But the rest of it, we have gone forward with imple-
menting.
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And as I was saying to Senator Grassley, there are a couple of
areas where——

Senator BREAUX. You mentioned non-therapy ancillary services.

Ms. DEPARLE. Yes.

Senator BREAUX. But what are you going to do about that?

Ms. DEPARLE. Well, we are doing research right now to refine
the resource utilization groups, the payment methodology so that
- it can we hope more accurately reflect the cost of high acuity pa-
tients.

Senator BREAUX. So you are going to use the RUGs system?

Ms. DEPARLE. Yes, sir. Yes, sir, that is what we have imple-
mented. If the research does show that in fact the RUGs do not ac-
curately reflect the cost of caring for these higher acuity patients,
‘then we would make a change for that system. And.we think we
have the authority.

Senator BREAUX. What is your timing on that?

Ms. DEPARLE. I believe the research is scheduled to be back to
us some time late this year. So a change would not be able to take
effect until some time in 2000 I believe.

Se"nator BREAUX. What is the status with PPS for honie health
care?

Ms. DEPARLE. With home health, as you know, the original re-
quirement was that we implement it in 1999, in October of this
year. We could not do that because it was a very ambitious date
to begin with. But with the year 2000 computer changes, it is very
comglicated to make these kind of computer changes. And we could
not do it.

And I want to say that I appreciate the Congress last year mak-
ing a change in that requirement in the Balanced Budget Act. And
we are now mandated to have it implemented on October 1, 2000.
And we are on track to do that.

Senator BREAUX. So you are still in your interim payment basis
for home health care. And I got high-cost patients and low-cost pa-
tients. And my State tells me that everybody is going busted and
broke. Your numbers are different.

What is the correct number on the number of home health agen-
cies that have closed from your perspective?

Ms. DEPARLE. Well, I just looked at this yesterday. And you are
right, the interim payment system was also changed last summer.
So we implemented one retroactive to October 1, 1997. That was
the BBA one. And now, we are implementing another one that was
changed last summer.

What I understand is that there are about 1,000 fewer home
health agencies today than there were in October 1, 1997.

Senator BREAUX. Do you have numbers on Louisiana?

Ms. DEPARLE. Yes, sir, I do.

Senator BREAUX. She handed you a sheet on your right there. I
do not know if that is it. '

Ms. DEPARLE. It is. Thank you. In fact, the reductions that have
occurred, it appears that most of them occurred in four States:
Texas, Oklahoma, Louisiana, and California.

And it is interesting because those are the areas where there was
the most growth in home health agencies. And it looks like Lou-



16

isiana had 519 home health agencies as of October 1, 1997 when
all this started. _

Senator BREAUX. I mean, as a comparison, that is more than any
other State in the Nation, except Texas and California?

Ms. DEPARLE. That is exactly right. That is exactly right.

Senator BREAUX. All right.

Ms. DEPARLE. Texas had almost 2,000. And California had 854.
And in Louisiana, it looks like 112 have voluntarily closed. But as
I said, Senator, our information about closure reflects both consoli-
dations, closures of branches as well as actually shutting the doors.
So it is hard to say from that.

Senator BREAUX. Industry tells me it is 250 that have closed. But
you do not necessarily agree with that?

Ms. DEPARLE. You know what? I believe though I have talked to
some of those folks because I met some of them when I wus with
gou in Louisiana last year. And I think their data includes

ranches as well. So I am not certain. But our numbers show that
about 8 percent of them have closed. And for the rest of the coun-
try, it is about 4 percent of agencies. So those four States are the
places where most of it has occurred. :

Senator BREAUX. All right. What is the status of rehab hospitals?

Ms. DEPARLE. On rehab hospitals, the Balanced Budget Act re-
quires us to implement a prospective payment system on October
1 of 2000. We are in the middle of the research on this right now.

There are issues about whether we use a per diem system versus
a per discharge system. And Dr. Berenson who is with me today
and his staff are working on what the right way to go is on this.
And we are reviewing the recommendations of the MedPAC and of
the GAO on that. It is very complicated.

Senator BREAUX. Does anybody, Mr. Chairman, does anybody in
Congress really understand any of this? I mean, this is just like the
absolute bizarre micromanagement of health care that anybody
coulg—if we tried to make it more complicated, we probably could
not do it.

I mean, we are debating whether you are going to use the RUG
approach to evaluatin% patients in rehab hospitals. Or whether we
are going to use the FIM/FRG methodology which stands for the
research utilization groups or the functional independence measure
and functional relation groups.

I mean, does anybody wonder why people have problems with all
of this, the way we are doing it? I mean, I am not criticizing you.
We passed these laws. And then, we change them about every 8
months to make it even more complicated, confusing, and difficult.

So the final question is a follow-up. Are you going to do the
R[}{Gg ‘;)r are you going to do the FIM/FRG type of approach on
rehabs?

Ms. DEPARLE. We have not made a decision yet.

Senator BREAUX. When are we foing to have a decision on that?

Ms. DEPARLE. Well, we are still doing the research. And we are
on track to implement this system October 1, 2000. To do that,
Senator, we have to publish a regulation by this fall to implement
the system next fall. So between now and this fall, we would have
made a decision. And I will commit to you that we will come up
and consult with you all before we do that.
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Senator BREAUX. The final point, I mean, we had CBO, Mr.
Chairman, testify last week. I guess will be presenting testimony
formally tomorrow, but made a presentation before the committee.

And one of the interesting things that CBO points out is that the
average time for processing all these claims rose dramatically in
1998. I mean, there were reasons for it, computer problems, more
compliance activities requirements, everything else.

But an increase in one week, for example, an average time for
processing a claim from a company or a home health care or a hos-
pital or a rehab out-patient, an increase of one week in making the

ayments from Medicare to these facilities reduces Medicare out-
ays for the fiscal year by 2.3 percent. I mean, that is a real prob-
lem for people who are depending on their payments. Can you com-
ment on that?

Ms. DEPARLE. Yes, sir, but if I could just make a point. Medicare
pays faster than virtually anyone in the insurance market. You re-

uire us under law to pay what are called clean claims within 16
gays I think.

I do think though that it is important to understand that fast
payment is not the only goal here. In fact, one of the reasons why
we have had some of the fraud, waste, and abuse problems we have
had is because we may have paid them a little too fast without
looking at them.

So the key here is I know you know is striking the right balance.
And we do not want any providers to go without their payment.
And there have been instances in the last year where it slowed
down too much I think, but on the whole I think that you want us
tti)l be careful and prudent stewards of the funds and looking at

em. :

Senator BREAUX. You have done a tremendous job in an impos-
sible situation.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator Breaux.

B And next is Senator Graham of Florida to be followed by Senator
ryan.

OPENING STATEMENT OF HON. BOB GRAHAM, A U.S. SENATOR
' FROM FLORIDA

Senator GRAHAM. Thaak you, Mr. Chairman. I would like to ask
some questions about the withdrawal of health maintenance orga-
nizations from many communities around the country. I under-
stand that the total number of Medicare beneficiaries who are im-
pacted by those withdrawals was approximately 400,000.

Have you done an analysis of what were the characteristics of
conditions that led to HMO withdrawals?

Ms. DEPARLE. We have been engaged in that, Senator. And it is
interesting. As you said, 400,00 beneficiaries were affected. Only
50,000 of those were actually left without another health plan
choice. And the interesting thing is almost half of those were in
Utah where both plans withdrew back in May of last year which
is before all this stuff happened in fall.

In looking at it, it appears at first I thought it had everything
to do with our payment rates for Medicare which, of course, with
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the Balanced Budget Act and the reductions in fee-for-service that
has driven a lot of reductions also in managed care.

But when you actually analyze it, I looked at some data from
Florida and f¥om some other States where the interesting thing is
that the plans pulled out in a parallel fashion from the Federal
Employees Health Benefits Program. And the reason that is inter-
esting is because in that program, they got a 5.4 percent or some-
thing like that increase.

So it is not just all the payment rates. When you get below it—
and I have actually been meeting with a bunch of the plan CEOs
myself. In fact, I am meeting with two of them each week. And
they tell me that there are other things like the difficulties some
of them are having now in putting together networks of providers.
In some States that has been an increasing problem.

The increase in prescription drug expenditures has been a tre-

mendous problem for a lot of these plans. Some of them in Florida
even had unlimited prescription drug benefits, no cap or anything.
And they have been very terrified frankly by the 16, 17 percent in-
creases there. So it apgears to be complicated.
I want to be clear that some of the changes in the law last year
like the submission date of the ACRs I think had an impact on
this. They pointed out to me some ways in which they think our
regulations went too far. And we have made some changes to ac-
commodate them because I agreed with them. So it i1s a com-
plicated thing. : _

What we want to do is to work together with this committee to
try to avoid that situation for next year the best that we can, bu’
1 think we all have to realize that when we are doing business with
the private sector this way, they are going to make business deci-
sions. And I think our role has to be to make sure that if those de-
cisions are made that are beneficiaries are protected. And that is
where I am trying to position us.

Senator GRAHAM. If we are moving towards a Medicare system
that is going to increasingly emphasize the private sector as an
intermediary as opposed to the traditional fee-for-service system, it
seems to me as a predicate for that more privatized system, we
have got to be able to ensure beneficiaries that at least for the vast
majority there will be some access to such a private intermediary.

Given the analysis that you have done, what do you think the
Federal Government shoult{ do in order to create an environment
that will achieve that result of a private sector provider, inter-
mediary provider in most communities in the country?

Ms. DEPARLE. Well, I do .not want to over simplify this because
it is very complicated. But in my discussions with both plan execu-
tives who are the ones making these decisions and with bene-
ficiaries and their advocates, the key word that comes out to me
is the one that the chairman mentioned at the beginning of this
which is stability. They both need to know what is happening and
when it is happening.

And so I think it is too early to say whether changes need to be
made to the payment methodology. I do not think we know that.
For one thing, this year is the first year that the blend that this
committee authored to try to help plans move into the less popu-
lated areas, this is the first year that that will kick in. And it looks
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as though it is going to promise higher payment rates for some of
those areas. It is too early to say about that. .

But I think that whatever we do that we need to work together
to promote stability, both for beneficiaries and for the plan so that
they know what to expect and what is goinito be happening in-the
next year. In that way, we can prevent these sort of precipitous
withdrawals that you had “o deal with down in Florida.

Senator GRAHAM. One area that I would suggest you might look
at is the question of what is the appropriate catchment area for dif-
ferentials in payment. This seems to particularly arise where you
have a core urban county surrounding a number of suburban or
rural counties, but there where is a lot of movement of people who
may live in the rural county, but work in the urban county. And
they have difficulty understanding why they have a different rela-
tionship with their HMO, including what the HMO is paid for the
services than does their co-worker who lives and works in the
urban county.

Ms. DEPARLE. It is a big problem. I have relatives in Florida who
live in the Sarasota area. And they have relatives who live in
Miami. And they do not understand why their relatives in Miami
do not have to pay a premium and they do. It is difficult.

And yet, when I talk to the plans, they tell me that it is very
important that they have the flexibility. In fact, they tell me that
they would not be in Miami if they were not able to cushion their
costs in Sarasota by charging a premium.

So it is an extremely complicated area, but I would be happy to
work with the committee on a better way of doing it.

The CHAIRMAN. Senator Bryan.

OPENING STATEMENT OF HON. RICHARD H. BRYAN, A U.S.
SENATOR FROM NEVADA

Senator BRYAN. Thank you very much, Mr. Chairman.

And thank you very much for your testimony this morning. You
do have an extremely difficult job, as Senator Breaux pointed out.

I will not try to out-rural the distinguished Senator from Mon-
tana, but let me make a point that sometimes in consolidating the
data and looking as you must at the big picture, sometimes the
conclusions are unhelpful and even misleadin%.

And let me just cite one example. And I will get some questions.
Nye County in Nevada, the third largest county geographically was
listed recently as one of the 10 fastest growing counties in America.
It has a very small base, about 28,000, 29,000 people. Most of that
growth, almost all of it is in the southern part of the State, about
60 miles from Las Vegas.

My point is in Tonopaw which is county seat, the medical facility
there is hinging on insolvency. I mean, it is in very, very desperate
straights as are many hospitals in rural Nevada. Those critical ac-
cess payments are going to be very important.

And if you look at Nye County and you say, well, look, this is
a rapidly growing county, everything looks fine there, my point
being in the northern part of the county which is 206 miles from
Las Vegas, they are experiencing a real economic decline.

So the general data or the conclusion is decidedly unhelpful, mis-
leading, and inaccurate in portraying an area that is so far re-
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moved from Paromp, that is the area in the south that is growing
rapidly, that their circumstances there bear no relevancy at all in
terms of access to health care in the northern part of the county,
just as an observation, if I may.

Point two, you indicated that the growth rate of Medicare, 1.5
percent. Is that an aberration? Or are we likely to see that, say,
over the next four to 5 years in your judgment?

Ms. DEPARLE. I think it is probably an aberration. I am not pre-
dicting that we are going to return to high growth levels, but our
actuaries project that over the next few years, it will be going up
to 5, 6 percent a year. ~ .

They think that this past year was an aberration I think for a
couple of reasons: one because of the tremendous reductions in
il}(l)me utilization as a result in all of the changes that we made

ere. :

They cite our increased emphasis on waste, fraud, and abuse as
having had an impact. And they note in particular there that the
aspect of the hospital in-patient utilization that I mentioned where
for the first time ever instead of coding all the pneumonia cases as
the most complicated kind, you know, $8,000 a pop, they are now
coding them at the least complicated kind.

So we are seeing those kinds of changes. And I do not think we
necessarily think those are going to be long-term changes. '

Senator BRYAN. And let me say that I think that there is good
news there. And I want to compliment you in your efforts in terms
of the fraud, waste, and abuse issue. Most people do not under-
stand. And Senator Breaux is right. Most of the Congress frankly
do not understand all of the complexities of this program.

But the one thing the public does understand is fraud and waste.
And that engenders considerable reaction, as you know. And your
efforts in this areas I think are helpful.

I think much criticism can be directed to the Congress for not
providing the resources to emphasize that. We have done a much
better job with the BBA as well as the previous enactment of the
Kennedy-Kassenbaum which provided I think about $150 million of
additional Federal resources to focus on this.

How much further can we go? How much more out there is there
that we might reasonably expect to achieve some savings from?

Ms. DEPARLE. Well, I think there is more. We have reduced the
error rate in half. It is now, you know, down quite a bit. And I
would hope, my goal originally when I got there was, to try to get
from, I think it was, 14 percent when I got there down to 5 percent
by 2000. I am now hoping I can do even better than that.

There probably is some irreducible minimum that we cannot get
rid of, but I am encouraged by, we just did a project down in Flor-
ida actually, Senator Graham, where we did some- provider edu-
cation. We developed a computer module that physicians could use
tcl> learn more about how to properly bill and document their
claims.

And we actually went into residency programs where the young
doctors have not started billing Medicare, but are learning these
things. And it showed 20 percent increases in their ability to do
this properly.
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So I think there is still room to make improvements here. And
there is a lot that the Congress has done to help us. And I want
to thank the committee again for that.

Senator BRYAN. Do we need to do more? Or we have provided the
tools that you need to get the job done?

Ms. DEPARLE. Well, the administration is asking for some more
enactments this year to close some more of the loopholes that we
found while we are running these projects. So we always have more
things that we can talk to you about. But in general, you have pro-
vided us with the resources we needed to make a big step forward.
And we appreciate that.

Senator BRYAN. Let me ask you the question. My time is about
to run out. The 1uestion in terms of the caps on the physical ther-
apy, the speech-language therapy, I mean, either it is truly an
egregious mistake we have mage or they are the most effective
lobby in America today. I mean, you cannot step off the plane. You
cannot have office hours either in your State or here without a
steady stream of these who make an impassioned argument. I am
not suggesting that they are inaccurate.

Give us your sense in terms of the reimbursement the cap. I
mean, is that something that we went too far? Or are you prepared
to reach any judgments at this point on that?

Ms. DEPARLE. Well, into effect on January 1 of this year. And I
do not think we know yet, but a $1,500 cap on therapilabout now
or soon thereafter is wl?nren you would start to see that kick in. And
we will know.

I asked in fact to see the letters that we have gotten on it. And
we have gotten a number of letters from providers. I would not say
a huge number. We have gotten some letters from providers. I do
not have any letters or communications from beneficiaries yet.

But I will say, Senator, this provision is something that sort of
cropped up at the end of the BBA negotiations. And we had some
concern about it at that time. So I want to monitor it. And I will
be coming back to the committee to tell you what we found because
I think I am concerned.

Senator BRYAN. Yes. At what point will you have kind of a han-
dle on in terms of whether we did in fact make this terrible mis-
take that the providers certainly argue that we have? How much
time do you need to make that f':dgment before you can say, look,
here is my recommendation, I think we ought to modify it, change
it or make some other arrangements?

Ms. DEPARLE. Well, our data is somewhat lagged. So I would say
it probably would be early summer before we will have anything
that you would want to make a judgment on.

Senator BRYAN. Thank you very much, Ms. DeParle.

Thank you, Mr. Chairman.

The CHAIRMAN. Senator Rockefeller.

OPENING STATEMENT OF HON. JOHN D. ROCKEFELLER IV, A
U.S. SENATOR FROM WEST VIRGINIA

Senator ROCKEFELLER. Thank you, Mr. Chairman.

Nancy-Ann, I just want to say that I think you are absolutely su-
perb, that the country is lucky to have you, and that every time
you speak about some subject, your Rhodes scholarship background
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shows up loudly and clearly and that you have unlike some of your
redecessors, but not all by any means, an extraordinary ability to
isten. )

I was not here at the beginning. I think what is going to happen
with the failure of the Medicare commission yesterday to pass an
agreed-upon plan is that it will not end up making much dif-
ference, that the plan will be introduced into this Finance Com-
mittee and the Ways and Means Committee.

I think there was a fairly large ideological split on the commis-
sion. I am glad that it did not pass for reasons which I will allude
to in a moment, but my prediction is that it will pass this com-
mittee because although this committee does not know as much
about health care as it thinks it does, it will be greatly appealed
to by the idea of if HCFA or if the Federal Government is not mak-
ing the progress that it thinks it should be, that somehow the pri-
vate sector always can do it better.

And this committee is dominated not in total, but in some slight
majority by people who think that way. And that is a very inter-
esting philosophical argument to me because I have watched.

In a sense, you talk about the deregulation of Medicare. That
would be hyperbolic. But I have watched the deregulation of rail-
roads and how that has clobbered the 20 percent of captive ship-
pers in this country who have only one line to their factory or to
their grain reserve or their coal mine and how therefore the price
gets dictated sctually against the law by railroads. It is meant to
' b}(la set by the S:.rface Transportation Board, but they failed to do
that.

So railroads can do whatever they want and have and in West
Virginia hold about 30 percent of our economy hostage, literally
hostage, but the world does not know. And the world does not care
because the world is not really interested in railroads.

The airline is deregulated. And we had Eastern and United and
American in West Virginia, all jets. And within a month, they were
all gone. And so now, we have propeller planes that are very small.
And my knees and my chin meet. [Laughter.]

Senator ROCKEFELLER. I do not mind that, but it just makes it
very difficult to read or prepare or do work.

So that somehow the sense that if the Federal Government is not
doing it or if the health care system is not working or Medicare is
not working properly, and one can talk about that, or if it is not
somehow ratcheting down for the future which in fact Medicare has
a pretty good track record in doing, that the future is doleful, that
what you then do is you turn to the private sector.

And it is an instinct and particularly I would say in a Republican
Congress which is absolutely predictable. If you have a problem
and it is under the general jurisdiction of the Federal Government
and you are not exactly sure what to do, give it to the private sec-
tor or let the private sector take a part of it.

I remember when Senator Dole was here, he put forward the
idea of MSAs. And that was just roaring through the Congress.
And they have been a failure. They have lost money. People have
not signed up.

Now, the idea is that you can turn more and more Medicare over
to plans, to HMOs. And the idea is that there would be even in 20,
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25 years, 50 to 75 Eercent of seniors who would have signed up for
a plan even though in most parts of this country, those plans do
not exist. In mine, there is one plan in my State, the whole State.

So the concept of let the private sector do it, I think has to be
approached very, very cautiously and with trepidation.

Now, with that as a background and what I am in a sense pre-
dicting to you is that pretty much that side of the aisle, some on
this side will pass that plan, but it will not be as good as the plan
that we rejected yesterday.

It will be stripped back considerably to fit the political and ideo-
logical concepts of how the health care system ought to work. And
it will go through the Senate. And it will go through the House.
And it will land on the President’s desk. And I just say that be-
cause | think those who listen need to understand that that possi-
bility is quite probable. .

My time is up, but I am still going to just ask this little question.
The managed care industry last year got a number of people. Actu-
ally, this year they are saying that was only the tip of the iceberg
and that they plan to see a lot more of that happening in Medicare,
HMOs. And you say mostly or half of it was in Utah.

Should we expect more plans to withdraw from Medicare this
iear? Do you think that is correct? What do you think is going to

aBpen this year?

0 you exKect that if they do not withdraw that they will reduce
benefits or that they will increase premiums? There will be a slight
ti'lend hto?wards that or a large trend towards that or what is your
thought?

Ms. DEPARLE. I do think there will be a trend towards increasing
premiums and reducing benefits. If you had asked me that question
in December, I would have said, yes, sir, I think there is going to
be tremendous volatility and a lot of plans may leave based on
what the CEOs were telling me.

I now see it a little bit differently because since that time, we
have announced the payment rates for next year. And because the
way the formula in the Balanced Budget Act works, the so-called
blend will be triggered for the first time. And the payments rates
look a little better.

We have also announced that we plan to use our authority under
the Balanced Budget Act to phase in the risk adjustment which as
I have said over the long term is certainly the right direction to go
and it will pay plans more fairly for caring for the sicker patients,
but it is something that the plans have been concerned about be-
cause some of them will see it as a reduction in their rates.

So those factors make me think perhaps we will not see the sort
of pullouts that we have seen this year, but I have been also talk-
ing to the trade associations for the plans. And they are telling me
that we are going to see it.

I am not sure at this point, but I do think that some of the
changes that we are proposing to make and that I know that some
of the members of the committee are working on could help to miti-
gate that. And I think that is what we need to do this year to try
to make the system as stable as possible.

What I would hope that in whatever we do we do not lurch from
one thing to the next because I think that is the most difficult to
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manage and administer and the most difficult proposition for both
health plans and providers for that matter because Medicare has
always been a public-private partnership. Many people do not see
it that way, but the truth is that is what it has been.

And most of all for beneficiaries. Even in areas as you say there
is only one plan in West Virginia, although I have talked to some-
one recently who said they were trying to set up a PSO there. So
maybe, there will be another one.

But even in West Virginia where beneficiaries were not directly
affected by what ha%pened in September, they all heard about it.
And it undermines their confidence in Medicare. And that is not a
good thing. So I would hope that whatever the administration and
the Congress does, tries to promote stability and confidence in the
system.

Senator ROCKEFELLER. Thank you.

The CHAIRMAN. Nancy, we still have hopes of persuading Jay to
our side. [Laughter.] -

The CHAIRMAN. Senator Kerrey.

OPENING STATEMENT OF HON. J. ROBERT KERREY, A U.S.
SENATOR FROM NEBRASKA

Senator KERREY. Thank you very much. First of all, like Senator
Rockefeller and others, I suspect before I heard them, I am going
to join in complimenting you on your testimony. And it is very clear
and obvious tﬁat HCFA has quite a challenge in trying to deal with
the Y2K problem as well as all the things that we ask you to do
in the BalI:mced Budget Act of 1997.

I am quite impressed with what BBA has been accomplishing.
The new CBO evaluation of the HI trust fund is startling in its
prediction of good things to come. I mean, it seems to me we have
ix:f(xipro\lr;id the fiscal situation for the hospitalization trust fund con-
siderably.

At the same time, I think other members were talking about
there is obviously some concern about is that going to produce a_
negative impact? Are there things that are going to happen as a
consequence?

And let me, I am tempted not to say anything to Senator Rocke-
feller's comment, but I would associate myself with those who be-
lieve that the market can be used to accomplish very good things.
I am not unwilling to intervene in the marketplace. :

Indeed, Medicare, as you said is a substantial public-private ef-
fort all by itself that uses the marketplace on a daily basis. One
of the things that we wrote into law is allowing a gi ot project of
competition in Florida. Competition is beneficial and will carry us
so far. And there are some things that competition will not do.
There are some things the market will not get done. But I am ve
img;'essed in many ways with what the market can do. And indeed,
I think consumers are used to the marketplace.

Medicare heneficiaries are becoming more and more educated
about what is available. I have met at length with beneficiaries in
Nebraska. They are reasonably satisfied with the current program,
but very knowledgeable about all the various GAP policies that are
available. They know this program cold, what it provides, what it
does not provide.
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And I understand that there are people with diminished capac-
ity, but they are using the marketplace. They are making informed
decisions. And there is much that I think can be improved about
it, but I do not put myself in the camp that says that we ought to
just continue to have the government make all the decisions and
not increasingly where it is possible and to produce a more desir-
able outcome allow consumer choice to improve both the quality
and the cost effectiveness of the system.

I am hearing at the same time on the negative side, potential
negative side from the BBA 1997 some concerns from hospitals es-
pecially in rural areas. We have shut down two in Nebraska so far
this year. Now, that may be understandable and necessary consoli-
dation as costs are rung out of the system.

But are you monitoring? Nancy, do you monitor the rural situa-
tion on a regular basis? Do you have any capacity to tell us what
is %oing on out there and make some suggestions of what we ought
to be doing with BBA 1997?

Ms. DEPARLE. We do try to monitor it, Senator, but I would say
that I do not think we do as good a job as we should of focusing
on rural areas. And in fact, I met with the Rural Health Care Asso-
ciation and someone from Nebraska actually a couple of weeks ago
to talk about that.

There is a—and he does research on this and has offered to try
to help us get better data on what is actually happening in rural
areas. There are concerns about whether access to care could be
jeopardized in rural areas. And we are trying to monitor that and
want to work with you to continue doin% it.

Senator KERREY. I wonder if—would like to do that because I re-
spect your intellectual capacity and your knowledge of this pro-
irsam. And I very much appreciate any suggestions that you have.

you know, we are a low-cost area, all communities except for
Omaha. And a low-cost area tends to have difficulty all by itself be-
cause reimbursement rates are quite low.

And it is almost entirely fee-for-service. I mean, there is not
much managed care. I think we have 130,000 people under some
kind of managed care plan in the State. It is a relatively small
number. So there is not much choice out there other than straight
fee-for-service and when reimbursement rates are already low.

But what I am hearing from rural hospitals is that BBA 1997
tightened the screws cven further. And I very much would appre-
ciate any response that you give back specific to what we might
need to do without completely unraveling the Balanced Budget
Agreement of 1997 which obviously has made the hospitalization
trust healthier than it was prior to that action?

Ms. DEPARLE. Yes, I agree with you that this is all about strik-
ing the proper balance. And we want to work with you to try to
do a better job of that.

Senator KERREY. Thank you.

The CHAIRMAN. Thank you, Senator Kerrey.

Nancy, as any number of the members of the panel have indi-
cated, they feel very fortunate to have you. We look forward to
working with you as you have su%gested.

MLel: me express—well, before I do that, let me call on Senator
ack.
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Senator Mack.

OPENING STATEMENT OF HON. CONNIE MACK, A U.S.
SENATOR FROM FLORIDA

Senator MACK. Thank you, Mr. Chairman. And I apologize both
to Nancy and to you for not being here earlier, but some of you
may know that Mack is short for MacGillacuty. My real name is
Cornelius MacGillacuty. And this being St. Patrick’s Day, I took
the opgortunity to spend some time with the Prime Minister of Ire-
land. So I apologize for being late this mornir:ﬁ.

I do have a couple of questions that I would like to pose, but I
also would like to associate myself with the comments made by the
chairman just a moment ago. :

There is a small, very important program in Florida and several
other States which provides care to the frail elderly living in nurs-
ing homes on a pre-paid or managed care basis called Evercare.
The program is geared to keeping these elderly, largely female, and
often mentally impaired nursing home residents well and out of the
hospital. Hospital admissions for persons covered by Evercare are
40 percent lower than for similar populations.

My concern is that the proposed risk adjustment payment meth-
odology does not take into account the needs of this population and
l\:rill per;alize the program financially due to the reduced use of the

ospital.

On January the 15th, the HCFA notice provided a one-year ex-
emption from this, but I want assurances that this program will
not end up being the baby thrown out with the bath water.

Ms. DEPARLE. Well, I can assure you that we have spent a lot
of time meeting with the folks who run Evercare. And in fact, Dr.
Berenson who is with me today has personally spent a lot of time
on this. And we do not want to affect them in that way.

Part of the problem, as you may know, is having the appropriate
data from them in order to be able to adjust their payments accord-
ingly. And we are trying over the next year to get that. So we will
work with you on it. We think it is a good program.

Senator MACK. Great. I am glad to hear that. And I appreciate
it. Next, the Medicare+Choice was heralded as a means of pro-
viding a choice of systems for Medicare beneficiaries to select. As
I understand it, the e?ectation was that hospitals and physicians
would get together and come up with locally run, risk contracting
organizations that would be responsive to the needs of seniors in
their communities .and would maintain continuous relationships
with providers.

This idealized version of what might happen did not occur as ex-
isting HMOs became Medicare+Choice providers and almost no
new organizational entities came into the marketplace.

My concern is that we are about to get rid of AAPCC for an un-
tested risk management system whose purpose is to lower pay-
ments to HMOs. And we do not really know whether we are over
paying now. If we were, HMOs and new provider-run entities
would be flocking to get into the Medicare HMO business.

I am concerned that the proposed risk management system cre-
ated to prevent overpayment will create new problems for us yet
unseen. And I would just like to get your reaction to that concern.
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Ms. DEPARLE. Well, the risk adjustment system I think over time
is the right direction to go in, but it is something that we need to
move slowly on.

And that is the reason why, Senator, we have chosen to exercise
our discretion under the law to phase it in so that for this year,
we are only proposing to do 10 percent of the risk adjusted pay-
ments partly because we wanted to try to promote stability.

And I do want to say that I think it is too early to say. And I
do not want anyone here to feel that Medicare+Choice Program has
been a failure. I know some people do feel that way. I think it is
too early to say. ,

We have to look back at what we did last year. We made—w
changed every single thing almost about the Medicare program.
The reductions, and I feel they were very necessary. And many of
the changes we made, I think we are going to look back on them
in 5 years and think they were very good things.

But this is a very difficult time that we are in. And I would hate
to see us make another huge change this year until we see how
this is going to work.

This is the first year that the payment system that you designed
that moves away from the AAPCC is really going to go into effect
because the blended rates will go into effect this year for the first
time. And I think it is important to see how that works before I
give you my judgment on, yes, we need to move to a new system.

But I will commit to you that we will continue to work with you
and monitor this. And we have already made some suggestions to
the committee on things we think we need to do to make this more
hosﬁ)itable for plans and therefore more stable for beneficiaries as
well.

Senator MACK. Thank you very much.

Thank you, Mr. Chairman.

Senator BREAUX. Can I ask a question?

The CHAIRMAN. Yes, Senator Breaux.

Senator BREAUX. I meant to ask you about the risk adjusters for
managed care. And I take it that while we are talking about phas- .
ing it in over 5 years, we are still using the risk adjustment based
on in-patient hospital stays which I would think that some would
make a very strong argument that that is an inaccurate reference
because managed care is basically trying to keep people out of hos-
pitals. And yet, we are going to be reimbursing them based on in-
patient hospital costs. Do you have any comments on that?

Ms. DEPARLE. Well, if that were all we were going to do is base
it on in-patient hospital data, I would agree with you, that is not
adequate. But we had to start somewhere. And that was the data
that we had and could collect from plans.

We are now beginning to collect them out-patient data. And we
will be ready in the next couple of years to implement a system
that is based on that out-patient data as well.

And I think it is one of those things, Senator, most people who
have looked at this, most health policy experts, including I think
our colleagues at MedPAC would say you have to start somewhere.
“‘lielhad to get a start on a more accurate and fairer payment meth-
odology.

$9-592 99-2
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And because we know it does not fully encompass everything
that managed care is doing, we are phasing it in a little bit at a
time, only 10 percent this coming year for that reason because it
does not fully encompass everything that they are doing.

Senator BREAUX. So that statement tells me that you still are
evaluating the best basis to use for the reimbursement rate under
the risk adjustment.

Ms. DEPARLE. We have a proposal out there. And we are starting
with that. We want to start with that in January 1, 2000, but our
proposal is to phase in. And we will be looking at this as we go
along and working with the Congress on it as well and with the
managed care plans.

Senator BREAUX. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you, Senator Breaux.

The time is growing late. I do have some questions I want to ask
of you, but we will do it in writing. Let me just make one comment.
As I indicated earlier, we all think we are very fortunate to have
a person of your intellect in this position and realize what an ex-
traordinarily difficult job it is to do.

At the same time, there is a feeling that the bureaucracy is not
enthusiastic about the Medicare+Choice Program and not anxious
to see it succeed. And I would hope that you through your leader-
ship would take whatever steps are necessary to motivate the bu-
reaucracy because it is important that Medicare+Choice Program
succeeds. :

The whole program could rise or fall on that. And so it is dis-
turbing to think that there are those who are not enthusiastic, but
in a position to do harm if not good.

Ms. DEPARLE. Yes, sir, Mr. Chairman, you do have my commit-
ment on that. And as I mentioned in my statement, one of the first
things I did last year was bring in some new leadership, including
at least two clinicians. One is a geriatrician and one is an internist
who have worked in managed care plans and one who actually ran
a managed care plan. And I wanted to bring in that expertise be-
cause I think it is so important that Medicare move in that direc-
tion.

The CHAIRMAN. I see our ranking member, Senator Moynihan is
here. Would you like to ask any question?

- OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN,

A U.S. SENATOR FROM NEW YORK

Senator MOYNIHAN. Well, thank you, sir. I have been getting my
back repaired. [Laughter.] ‘

The Balanced Budget Act of 1997 carved out direct graduate
medical education payments from the managed care rates to ad-
dress the issue that managed care plans do not necessarily contract
with teaching hospitals. And it seems to me, if I understand it,
these payments are still not getting to the graduate medical facili-
ties. Is there a problem there?

Ms. DEPARLE. There were problems in the beginning of this, Sen-
ator. And in fact, I spoke with some of the hospitals about that.
But recently, I have not heard from them. And I assume that our
friend, Ken Rasky, would have been calling me if that were the
case. So I am surprised to hear there is still a problem.
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Senator MOYNIHAN. It is a fair assumption. But I guess, Mr.
Chairman, that I will make the general point, as I have before,
that as you get into a more rational, market-based system for pro-
viding health care, you have the ‘froblem of how do you maintain
the teaching hospitals and the medical schools.

These are public goods, as economists say. And the market will
not provide for them. And that is why you have among other things
governments. And there is more at risk than we know just now.
And I hope that as you go forward, you keep that in mind. I am
sure you will, but it needs to be raised to a level of consciousness.

In the health legislation we had in 1993 and 1994, we were pro-
pos}in?g to cut the number of doctors by a quarter in the Nation,
right? -

s. DEPARLE. I believe that is right.

Senator MOYNIHAN. Yes. Did you ever read it anywhere at the
time? No. And we were ﬁroposing to cut the number of specialists
by half. Is that about right?

Ms. DEPARLE. I believe that is right.

Senator MOYNIHAN. Yes. Well, what if anybody came along with
a higher education plan that proposed to cut the number of chem-
istry professors in half? Would people say that is a good plan? That
WOlll(F really show the Japanese. [Laughter.]

Senator MOYNIHAN. But grown up people proposed that. And no
one said, or at least asked, can we talk about this? It just went as
a gi\gen. And I think—well, you know what I think. Thank you very
much.

Thank you, Mr. Chairman.

Ms. DEPARLE. Thank you.

The CHAIRMAN. Thank you, Senator Moynihan.

Nancy, thank you for being here. And we look forward to con-
tinuing this dialogue.

Ms. DEPARLE. Thank you, Mr. Chairman.

The CHAIRMAN. It is now my pleasure to call forward Gail
Wilensky and Bill Scanlon. It is a pleasure to welcome both of you.
And we look forward to hearing your testimony.

Dr. WILENSKY, WE WILL BEGIN WITH YOU.

Dr. WILENSKY. Thank you.

The CHAIRMAN. Welcome again.

STATEMENT OF HON. GAIL R. WILENSKY, PH.D., CHAIR, MEDI-
CARE PAYMENT ADVISORY COMMISSION, WASHINGTON, DC

Dr. WILENSKY. Thank you. Good morning, Chairman Roth, Sen-
ator Moynihan, and other members of the committee. I am pleased
to be here to discuss the provisions of the Balanced Budget Act and
to mainly dray on the recommendations of MedPAC’s report which
was sent to the Congress on March 1st. There are a lot of rec-
ommendations in there. I am not going to, of course, try to go over
all of them. -

What I thought might be useful was to break out my comments
in a coxg)le of pieces to indicate those areas where we think the
Balanced Budget Act and/or actions by HCFA seem appropriate at
least to date and other areas where we already have some concern
either about responses from HCFA or about provisions that are in
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the Balanced Budget Act and that you may want to take some fur-
ther action on.

First, let me just go through some of the areas where we think
at least to date you are not to make change yet, although in several
of these areas, we think you ought to be very careful about what
%)s gl?ing on. We pledge to monitor what is going on and to report

ack.

In terms of the basic payments to hospitals, particularly to in-
patient, we recommend that you not make any changes to what
was in the Balanced Budget Act. That has two implications. Con-
tinue as is law, but do not make further reductions as has been
proposed.

There is a tremendous amount of change that is going on. A lot
of the activity hospitals have gotten involved in like home care and -
gkilled nursing facilities and the movement to out-patient are being
affected by the Balanced Budget Act. We cannot really see yet the
changes because the data lags a year or two.

We suggest that you not do any further reductions until we can
see the effects of what you have already done.

Similarly, with regard to the FMOs, I want to reinforce some
themes that Nancy-Ann raised with you. We do not recommend
any change at the moment. We think the payment structure is at
least as appropriate as we could recommend now, but we are wor-
ried about what is going on. We think it is very important that we
.:lnonitor the changes, we see who continues to participate or with-

raw.

We think that there are things that HCFA can do to make it
easier to reduce the burdens, the regulatory burden, like the date
that HMOs have to report their benefit payment structure and also
to make sure that they can continue having the flexibility to charge
different amounts or have different payment benefits in counties
that receive different amounts of money from HCFA.

This is something that HCFA has been proposing to withdraw.
We think they ought to continue that flexibility.

For now, we think that risk adjustment in the slow phase-in
makes sense. It is to move relative payments right, but I am con-
cerned about the withdrawals.

And I am concerned that the payments under the fee-for-service
and the payments under the managed care plans are starting to
grow apart. This is a bad idea. You probably are going to have to
come in and make some change, but I think it is too early to pro-
pose such a change.

We also think the PPS for nursing homes is generally in the
right direction, but there are a number of areas where we are very
concerned. And let me just highlight some of them. I would be glad
to talk about them in more detail during the question and answer.

For one thing, we are concerned about the amount of aggregation
that is going on in out-patient payments. There are two reasons for
this. In the first, there is a lot of variation of what goes on in the
bundle. Some of the services that are provided are more expensive.
And some are less expensive.

But equaliy importantly, we are going to be paying for what may
be a very similar or the same service differently if it is provided
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in the out-patient setting or the doctor’s office or the ambulatory
surgery center. And that is asking for trouble.

We think the payment should be as neutral as possible according
to where the care is actually provided. In the doctor’s office, we pay
in a very disaggregated way for the service. And maybe, ancillary
service is almost always provided with it.

And we think that is a more sensible model to use in out-patient,
not so much because the same service is frequently provided in all
three of these settings, but because it will become more so as we
get technologically more sophisticated and we are able to provide
outside of the institutional setting.

That same philosophy has a ramification in post acute. In gen-
eral, we think it is important to use the same payment system if
a service can be provided in different places.

And when it comes to rehab, we are proposing HCFA try to pay
for rehabilitation services that are provided in the nursing home in
the same way they pay them on a freest:andin%r basis which we
think should be on a discharge basis. This is different from what
HCFA is now thinking about in terms of their proposal.

We also think some changes need to be made in terms of the acu-
ity, the high acuity, the very sick patients in nursing homes. We
are concerned that we are not providing enough resources. And
that will either put some patients at risk or back them up into the
hospitals and that we need to do some work on that to make sure
we can pay appropriately.

And finally, there are some areas in terms of home care that we
think need some further consideration, some clarification from the
Congress in terms of their coverage and eligibility rules.

We ‘continue to recommend a small co-payment, not for those
who are on any type of Federal support because of their low-income
status, to have a limit as to how much we charge them. And at the
point they reach that limit, that they would get an independent as-
sessment by somebody who was experienced and knowledgeable in
geriatric care about the rest of their care plan program. So we bal-
ance off economic incentives with making sure that we take care
of the patient’s needs.

These are the main areas, although, of course, there are others
where we have made recommendations. We would, of course, be
glad to work with the committee. We are already working with
your staffs to try to see whether we can help them as you consider
further Medicare changes. Thank you.’
d_['Iihe prepared statement of Dr. Wilensky appears in the appen-

ix. :
The CHAIRMAN. Well, thank you, Dr. Wilensky. We appreciate
very much the service that you have been giving and look forward
to continuing the dialogue.

Now, it is my pleasure to call on you, Dr. Scanlon.

STATEMENT OF WILLIAM J. SCANLON, PH.D.,, DIRECTOR,
HEALTH FINANCING AND PUBLIC HEALTH ISSUES, HEALTH,
EDUCATION, AND HUMAN SERVICES DIVISION, GENERAL AC-
COUNTING OFFICE, WASHINGTON, DC

Dr. SCANLON. Thank you very much, Mr. Chairman. I am very
happy to be here, and members of the committee. We are happy to
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join as you discuss the implementation and the impact of Medi-
care’s changes in the Balanced Budget Act. And the importance of
these changes, as you have heard today, cannot be overstated.

The BBA'’s constraints on provider’s fees, increases in beneficiary
payments, and structural reforms will likely lower payments by
several hundred billion dollars over the next 10 years.

Changes of such magnitude obviously will have a significant im-
pact on beneficiaries and providers. The questions we should be
asking are these impacts targeted correctly to improve program ef-
ficiency and are the associated burdens being distributed fairly?

It is still too early in BBA’s short history to draw major conclu-
sions about these issues. I would like to, however, share with you
some observations from both our past and more recent work that
will have relevance as you review this experience. I will focus first
on the Medicare+Choice Program and then some of the payment
changes for skilled nursing facilities and home health services.

Reforms of the payment methods for Medicare+Choice plans are
underway as we have heard. They will address the methodological
flaws that have led to billions of dollars in excess payments as well
as wide disparities in payment rates across counties.

While we look to managed care enrollment to improve the effi-
ciency of service delivery in Medicare, the reality has been that in-
creasing managed care enrollment was costing the program more.

A faculty risk adjuster among other things was largely to blame,
with risk adjustment being the mechanism to adjust managed care
payments to reflect the health of the enrollees and better align
those rates with the plan’s likely cost.

In the past, we failed to achieve this alignment to the detriment

-of the taxpayer. In accord with the Balanced Budget Act, HCFA
has developed a new interim risk adjuster based on the available
data and is going to put it in place starting in the year 2000.

A more comprehensive risk adjuster awaits us in the year 2004.
HCFA phased approach for implementing this risk adjuster makes
sense. It recognizes the limitations of available data and will help
to avoid any sharp payment changes that could affect the benefits
that plans offer and thus diminish their attractiveness to bene-
ficiaries.

There has been though a recent surge in plan dropouts from
Medicare. Attention is focused on how much these may relate to
changes in payment rates and the requirements of plans to partici-
pate in the program. The answer is not easy.

Our past work has shown that the relationship between planned
particip.ition and payment rates is not simple. Some areas with low
rates have enjoyed expensive plan participation and others with
high rates have had little. ’

We have been examining the factors involved in the recent with-
drawals for both this committee and the House Ways and Means
and Commerce committees and are finding that there is also no
simple relationship between the recent withdrawals and the change
in rates or the new requirements for participation.

The circumstances of individual plans and individual markets
appear to play key roles. Indeed, as we have witnessed in these
withdrawals, there are simultaneously a significant number of
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plaéxs which have entered new areas or have applications pending
to do so. : .

Ultimately, as these rates and participation changes are as-
sessed, we need to be sensitive to the balance between maintaining
desired access to quality care for beneficiaries and making sure
that the needed changes to plan payments are done to achieve pro-
gram efficiencies. :

In creating Medicare+Choice, the Balanced Budget Act also en-
compassed more than just plan payments. They included a man-
date to develop an extensive consumer information campaign.

Over the last several years, we reported to Senators Grassley
and Breaux several times about the importance of consumer infor-
mation in fostering a competitive market for health care and the
considerable difficulties that Medicare beneficiaries face in trying
to assemble consistent comparative information about their health
plan choices.

Informed choices are going to become particularly important as
BBA phases out the beneficiaries opportunities to disenroll from a
plan on a monthly basis and move towards the private sector prac-
tice of holding an annual open season.

HCFA has only piloted some of its information and campaign ini-
tiatives. And certain problems did develop. It is critical now that
we refine these efforts to make them more useful and effective for
beneficiaries.

On the program fee-for-service side, the Balanced Budget Act’s
mandate to replace cost-based reimbursement methods with re-
‘ ?pect to. payment systems constitutes another major program re-
orm.

The phase-in of prospective payments for skilled nursing facili-
ties began on schedule, as you have heard, last July. However,
flaws in the design of the rates and faulty data used to set the rate
levels may compromise both the ability to slow spending growth
and the assurance that facilities receive appropriate rates for bene-
ficiary care.

HCFA’s development of a prospective payment system for home
health has fallen behind the original schedule, but the interim pay-
gnenlt system with similar spending containment objectives is now
in place.

We have been monitoring the impact of the interim payment sys-
tem and are finding some data are instructive. More than 1,000
agencies, as you have heard, have closed since October of 1997.
However, because of the dramatic expansion in the number of
agencies occurring between 1994 and 1997, there are still a larger
number of agencies participating in Medicare than there were in
October of 1995.

Home health agencies serving Medicare beneficiaries currently
number about 9,000. We have not detected any significant impact
on beneficiary access to home health care from either the closures
or the interim payment system.

Because an agency’s capacity can increase quickly by adding
staff, it is often possible tﬂe staff and the patients of an agency
that closes. Nevertheless, because comprehensive data on home
health are not readily available, we are continuing to monitor the
situation for this committee, as well as for the House Commerce
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and Ways and Means Committee and will provide you evidence on
our results relatively soon.

In conclusion, I would like to mention that HCFA’s efforts to put
the BBA provisions in place have been extensive and noteworthy.
They have made considerable progress. At the same time, they
have encountered certain obstacles, such as the intense pressure to
deal with the year 2000 computer problem and the need to cope
with gaps in experience, expertise, and essential data.

Given the importance, however, of the success in achieving the
objectives of BBA, we hope that HCFA can surmount these chal-
len%f,s and refine and build on its past efforts.

Thank you very much, Mr. Chairman. I will be happy to answer
any questions you have.

g [T]he prepared statement of Dr. Scanlon appears in the appen-
ix.
The CHAIRMAN. Thank you very much, Dr. Scanlon.

Dr. Wilensky, you just said that allowing the Medicare+Choice
payments to grow apart from the fee-for-service payments is a bad
idea. So would you recommend increasing the fge-for-service pay-
ments or the Medicare+Choice payments or both?

Dr. WILENSKY. Well, let me sure you understand why they are
growing apart. It used to be that we paid for the HMOs, for the
Medicare+Choice according to what the payments in the traditional
Medicare pro%'ram were. And that resulted in very wide differences
in terms of, let’s say, what Nebraska was paid versus what was
paid in some parts of Florida, some parts of New York, some parts
of California.

In an effort to try to bring that together, to reduce that variation,
we put a floor. And we put the floor in place by slowing down the
rate of growth to a very slow rate in the high-spending counties to
2 percent at a minimum.

So now what happens is traditional Medicare is growing at 5 or
6 percent per year. And the other payments are going to only grow
2 percent.

There are really two ways you can go about it. One is you can
go back and put them together which, of course, would mean these
wide variations. And the second is you can completely restructure
how you think about paying and paying it in terms of what you are
spending person. This gets into the kinds of changes that some
members of your committee have been devoting a lot of time to.

The CHAIRMAN. Yes.

Dr. WILENSKY. I do not want to enter that fray voluntarily. But
it is a different way of looking at how you spend for patients.

This is an issue I raised with the Congress, actually pleaded with
the Congress not to do before you passed BBA, to set up a payment
where what you spent under the Medicare+Choice or whatever you
called was going to be much higher in some counties than tradi-
tional fee-for-service. That is true in Nebraska and Iowa.

And that fact that you have not had some plans come in is true
for the moment. They will disrupt markets if they do. And equally
important in Florida and southern California and some parts of
New York, you are going to start seeing the HMOs growing at very
slow payments, 2 percent on a reduced growth basis. That is really
pretty unreasonable growth rate. At the same time, traditional
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Medicare is going to be growing at 5 or 6 percent, even though this
year it was very slow.

So it is either togo back to where you were or think about chang-
ing how you pay traditional Medicare in paying on a per capita
basis. It will force you to reco%mze that Medicare, a national pro-
gram pays very differently not because people have different health
status and not because of cost of living differences, those are legiti-
mate reasons to pay differently, but because how health care is de-
livered varies enormously across the country. This is not going to
be an easy problem to solve.

The CHAIRMAN. Let me ask you this. There seems to be con-
flicting beliefs on whether current payments to Medicare+Choice
plans are adequate. As we all know, there are a number of working
elements of the payment formula that should be examined to deter-
mine this risk adjustment just being one.

Dr. WILENSKY. Right.

The CHAIRMAN. Can MedPAC adopt a comprehensive analysis of
all the payment elements together to determine whether payment
levels are adequate?

Dr. WILENSKY. Yes, we can. And we will in fact do that and re-
port back to the committee. We do think that the comments that
have been made that it is more than just payment which can drive
plans to leave. Sometimes, they make bad decisions. There may be
regulatory burdens that HCFA could lighten up on and not put
beneficiaries at risk.

But we are concerned about the withdrawals that have occurred
to date and that may occur in the future. And we will look at that
issue and report back to you.

The CHAIRMAN. We would appreciate that very much.

Doctors, we may have -some more questions we will submit in
writing.

Dr. WILENSKY. Fine.

The CHAIRMAN. Dr. Scanlon of GAO has released a number of re-
ports recently on home health care involving issues with respect to
the interim payment system and on the role of surety bonds. Would
you please discuss the use of surety bonds in the home health
agencies? And in addition, would you please elaborate on your work
on beneficiary access?

Dr. SCANLON. Yes, Mr. Chairman. The surety bond provision was
included in the Balanced Budget Act. There was a requirement
that HCFA have each home health agency obtain a surety bond of
at least $50,000.

It was done at the time because there was considerable concern
about the rapid growth in-the numbers of home health agencies
and the fact that the requirements for becoming a home health
agency were some minimal. We were witnessing agencies becoming
participants in Medicare care after having served only one patient
and not having any confidence that they were really organized as
solid businesses.

So the idea of a surety bond was progosed with the sense that
the surety companies would provide a check in terms of assessing
whether this really was a solid business before we let them into the
program. -
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I think that that is something that the surety bond does provide
is that there is a check as to whether or not these are businesses.
It is not a check of whether or not they are going to be capable
home health agencies. : ‘

The other concern we had was with the way HCFA instituted the
requirement in that they did not limit themselves to requiring the
$50,000 surety bond. It required that surety bonds be equal to
$50,000 or 15 percent of an agencies Medicare revenue. Yet, there
was no evidence that larger agencies were more likely to be en-
gaged in—have a problem of defaulting sort of on repayment of
overpayments. .

As a result, we recommended that HCFA limit the bond to
$50,000 which they have indicated that they will. We have also
suggested to-the Congress that you consider making the require-
ment that something as a temporary requirement that new agen-
cies have to have, but once an agency has demonstrated they are
functioning well as an ongoing business, that the requirement can
be removed.

With respect to the studies that we have been doing of access,
as I indicated, it is hard to do this work in part because com-
Erehensive data are not readily available on who is using home

ealth services and who is not. We have been interviewing in a
number of areas where there have been more closure of agencies,
where there has been changes in utilization, trying to identify if
there are any access issues.

We have identified that there are some, but they are not related
to the interim payment system. They are problems that have ex-
isted in the past for the most part. They are problems associated
with very complex patients who need highly skilled services and
there is a shortage highly skilled personnel in certain areas. And
therefore, the agencies have trouble serving those individuals.

This work though needs to continue because as you have heard
today, there is great diversity out there in terms of the cir- -
cumstances of different areas in different States. And we are con-
tinuing to try and find to monitor to find any access problems that
might exist.

r. WILENSKY. Mr. Chairman, if I might add?

-The CHAIRMAN. Please.

Dr. WILENSKY. MedPAC is doing some data collection right now
on this issue on home care access. We hope to have data available
before the end of next month and included in our access section for
our June report to the Congress, June 1st report. But we will be
able to share some of the data by the end of next month.

The CHAIRMAN. That will be very helpful.

Let me ask you, Dr. Scanlon. It is my understanding, GAO has
done a separate review of HCFA’s readiness for Y2K. What is
GAO’s review right now o. HCFA’s readiness? Are there important
differences in perspective between GAO and HCFA?

Dr. SCANLON. As Ms. DeParle indicated, we have been engaged
in a review of their activities since last year. It is our Information
Technology Group. And initially, we were very concerned about
their preparation for the year 2000 in that there was neither sort
of appropriate comprehensive plan to deal with it in terms of
c¢hanging the computer systems nor sort of contingency planning to
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deal with the event either internally or external systems that one
needed to interact with had been modified and that there was still
an imperative that one be able to pay claims and pay health plans.

We were heartened by their progress. They have under Ms.
DeParle’s leadership made considerable progress in addressing the
Y2K problem. And as she indicated, their internal systems are
compliant,.

External systems though, our view is not as optimistic as
HCFA’s. And they have indicated that 55 of their 78 systems are
compliant. They are substantially compliant, but in computers
small differences can have a huge impact in terms of their oper-
ations. So fixing those last sort of elements to make them fully
compliant is regarded as very important on our part.

Further, we think that they need to—once these systems have
been fully modified, they need to be able to conduct a comprehen-
sive end-to-end test to be able to understand are they all going to
work in unison. That is key before we can be comfortable about the
year 2000.

The CHAIRMAN. I assume you are going to be continuing your re-
view.

Dr. SCANLON. We are continuing that work. It is being done at
this point for the Aging Committee.

The CHAIRMAN. I would hope that you would let us know what
progress is being made.

Senator MOYNIHAN.

Senator MOYNIHAN. All right. I have just two quick questions,
but to Dr. Wilensky. We have heard that MedPAC is beginning to
develop a report on graduate medical education.

Dr. WILENSKY. Yes.

Senator MOYNIHAN. Could you tell us something about that?

Dr. WILENSKY. Yes. One of our requirements when we were es-
tablished as part of the Balanced Budget Act was to issue a report
to the Congress in August of 1999 on graduate medical education.
And we will have that to you in several months.

Senator MOYNIHAN. All right.

Dr. WILENSKY. So we are looking specifically at issues of pay-
ment rates and appropriateness for direct and indirect medical edu-
cation and something about our view of the system that would re-
sult if they were changed according to various options. And we will
have a report to you on that basis.

Senator MOYNIHAN. In August?

Dr. WILENSKY. In August.

Senator MOYNIHAN. Good. I mean, I hope you share my view that
when you are dealing with this branch, this sector of the health
care system, you are not dealing with a market arrangement,
which is increasingly the case elsewhere and that we have to pro-
vide for this task to be done as you provide for the public good as
a market commodity.

Dr. WILENSKY. We are certainly concerned about the comprehen-
siveness of the changes that are affecting teaching hospitals as well
as other hospitals in trying to look at in terms of an in toto as to
what is going on with these institutions and what would happen
with any change.
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Senator MOYNIHAN. Could I just offer the thought that there is
no mystery about it? The cost of a teaching hospital is higher than
the costs of other hospitals.

Dr. WILENSKY. Yes.

Senator MOYNIHAN. Then, therefore, HMOs make the rational
market decision. And suddenly, you do not have a teaching hos-
pital. You cannot have a medical school, etcetera, etcetera.

Dr. WILENSKY. No, but we are concerned especially to look at the
two pieces because we think they are very separate. The indirect
medical education which reflects the higher cost of teaching hos-
pitals, there is no question that they do have higher cost, to look
at that and whether or not we seem to be paying in a reasonable
way and who else might pay and also to look separately at the

~— -igsue of direct medical education in terms of the training. So we
are trying to look at these as issues both in terms of Medicare, Fed-
eral Government obligations and other obligations.

SAenator MOYNIHAN. Well, good. We look forward to your report
in August. -

And if I could just ask Dr. Scanlon, a matter that Senator
Breaux has been concerned about, the managed care industry is

. saying that last year was just the beginning of what we should ex-
pect in the way of HMOs withdrawing from Medicare. Do you have
any feeling for that?

Dr. SCANLON. Not-a good prognosticator, but I do think we are
involved in a major shift in the market. The Medicare program has
signaled that it is not willing to continue the payment levels of the
past which as I have indicated frankly ended up costing the pro-
gram more. If beneficiaries had remained in fee-for-service, we
would have saved money as opposed to when they did join HMOs.
So we did need to make that kind of a change.

Now, what is going to be the consequence in terms of plans’ will-
ingness to serve as well as most importantly the benefits that they
are willing to offer beyond the traditional package is something
that we do need to be focusing on.

Beneficiaries still may find that when the benefits change and
premiums are being charged that it is advantageous to be in a
HMO as opposed to buying a MediGAP policy and remaining in the
traditiona]p program, but we have to acknowledge that we have
changed what Medicare as the customer wants to buy.

Senator MOYNIHAN. You will keep your eye on that, will you not?

Dr. SCANLON. We certainly will.

Senator MOYNIHAN. Thank you very much.

Thank you, Mr. Chairman.

The CHAIRMAN. Senator Breaux.

+—Senator BREAUX. Thank you, Mr. Chairman, I will try and be
brief. Thanks to both of our witness for once again being with us
and for their serious contribution to this discussion.

Gail, let me follow up with you Senator Moynihan’s question
about GME, graduate medical education. Is there a way that is
being explored that would guarantee that there is a Federal obliga-
tion to assist universities in training medical professionals that
could be achieved outside of the Medicare system?

Some of the ideas that have been explored is to say, all right,
this is a national Federal obligation to do this. It is in the interest
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of this country just like it is in the interest of us to have a strong
national defense or a strong maritime industry. It is in the interest
of the country to have good doctors. And therefore, it is an obliga-
tion to help pay for their training and education.

Is there a way to do it outside of Medicare which creates prob-
lems in many, many areas? Some discussion has been given to
making it a mandatory entitlement which would be guaranteeing
that there would be an apm(i)riation that would be guaranteed by
the govemment to in fact it which would mean that everybody
in the country is participating in paying for it as opposed just to
people in the Medicare program.

Dr. WILENSKY. We are definitely looking at the issue of Medicare
continuing to pay as it has paid or Medicate paying in some other
fashion versus the Federal govemment taking on a role outside of
Medicare.

I do not have a sense yet about where our commission is going
to come down in terms of such recommendations. We obviously do
not have too many more meetings until we have to try to see
whether there is a consensus, but we will look at the issue of Fed-
eral non-Medicare versus Medicare.

I have been worried about having this in the Medicare program
since I was HCFA administrator because the fiscal problems of
Medicare have not been a secret. I mean, this was something we
could all see coming down the pike. And therefore, what, if any-
thing, it should suggest for graduate medical education is a long-
standing issue. Again, I do not know where we will come.

Senator BREAUX. Is your commission required to have a super,
super majority to make a recommendation? {Laughter.]

Dr. WILENSKY. It is not.

Senator BREAUX. Just a simple majority?

Dr. WILENSKY. It actually——

Senator BREAUX. A little like Congress.

Dr. WILENSKY. It has tried very much to have a consensus, but
we have on rare occasions taken a vote. And do we have the ability
if we choose to make a recommendation on the basis of— ‘

Senator BREAUX. I tell you, I mean, I appreciate the work that
you are doing. It will be well documented. I am concerned that it
is not going to be here until August. I think that their rec-
ommendation may be very helpful to the Congress as we hopefully
pursue an effort to do something on Medicare reform this year as
opposed to the fruitless effort of trying to do next year. And we can
really benefit from it as soon as you can get that to us because it
may well be helpful, I mean, other means.

I mean, we have discussed this time and again. I mean, once
again, we are right in the middle of the mess of trying to figure
out how to handle BBA 1997. I mean, this is a short-term, in your-
face, right now problem. And we see it being extended.

And Nancy is having to phase it in over 5 years and looking at
different risk adjustments. And all of this is just so terribly, ter-
ribly complicated. Once we get all of this in place, we are going to
have it change it again. That is the unfortunate thing about it.

I really appreciate both of you and your departments being in-
volved in monitoring and helping us to find out what is going on.
I mean, you also helped HCFA in sort of watching what they do
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and reporting it from an outside perspective. Ana that is very, very
important.

I have underlined and colored and everything else evervthing
both of you have said. So I thank you for your contribution.

Dr. WILENSKY. You are welcome.

The CHAIRMAN. Senator Breaux speaks for all of us appreciating
your contributions. And we look forward to continuing to work with
you. Thank you for being here.

Dr. WILENSKY. Thank you very much.

Dr. SCANLON. Thank you.

[Whereupon, at 12:08 p.m., the hearing was recessed.]



MEDICARE+CHOICE, OVERSIGHT OF RISK AD-
JUSTMENT METHODOLOGY AND OTHER IM-
PLEMENTATION ISSUES

WEDNESDAY, JUNE 9, 1999

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The meeting was convened, pursuant to notice, at 10:10 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. William V.,
Roth, Jr. (chairman of the committee) presiding.

Also present: Senators Chafee, Grassley, Moynihan, Baucus,
Rockefeller, Kerrey, and Robb.

OPENING STATEMENT OF HON. WILLIAM V. ROTH, JR., A U.S.
SENATOR FROM DELAWARE, CHAIRMAN, COMMITTEE ON FI-
NANCE

The CHAIRMAN. The committee will please be in order.

Senator MOYNIHAN. Mr. Chairman, before the committee begins
its formal program this morning, I wonder if I might offer the con-
gratulations of our side to you on the announcement that you are
going to run for a sixth term in the United States Senate. There
must have been two or three people like that in our history. But
within the limits of partisan prudence, we wish you every success,
and the staff also.

[Applause.]

The CHAIRMAN. Thank you. Well, I appreciate those gracious re-
marks, Pat. And I will be sure to get you up to Delaware during
the campaign. [Laughter.]

As I started to say, over the past several weeks, we have focused
on preparing Medicare for future generations of Medicare bene-
ficiaries. And I am very grateful for the interest and participation
of the members of this committee and for the contributions that
nearly 50 witnesses have made thus far in helping us lay the
groundwork for the important legislation that hopefully we are
about to begin drafting.

Today and tomorrow, we are taking a break from our series of
hearings on the Medicare of the future to take a close look at the
program serving Medicare beneficiaries now.

Nearly 2 years ago, Congress passed and the President signed
into law the Balanced Budget Act of 1997 which made significant
changes to the original Medicare Fee-for-Service Program, and
which, of course, created the Medicare+Choice Program. And since

41)
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its passage, HCFA has issued rather numerous regulations imple-
menting this law. ) '

During our 2-day series, we will hear from a number of witnesses
about the Medicare Program on how Medicare beneficiaries have
been impacted by this law and the resulting regulations.

Today, we will focus on the Medicare+Choice Program, a pro-
gram which I believe is serving as a laboratory for Medicare reform
and which many believe is a foundation for what will be a reformed
Medicare Program. For this reason, it is critical for us to assess
how well the Medicare+Choice is serving its beneficiaries and to
determine what steps, if any, are necessary to make
Medicare+Choice work better for the 6 million and growing bene-
ficiaries now enrolled.

Specifically, I have asked the witnesses invited today to discuss
the impact on beneficiaries of the recent ongoing withdrawals from
the Medicare+Choice Program and how the Health Care Financing
Administration’s proposed health-based risk adjustment method-
ology could worsen this impact.

‘II:Iext, I am pleased to call on our ranking member, Senator Moy-
nihan.

OPENING STATEMENT OF HON. DANIEL PATRICK MOYNIHAN,
A U.S. SENATOR FROM NEW YORK

Senator MOYNIHAN. Mr. Chairman, once again we thank you for
the careful attention to the actual results of legislation as against
the prospects. We passed the Balanced Budget Act in 1997. We
made these changes. And how are they coming?

Dr. Scanlon will appreciate this. We have learned about the com-
plexity of managing our National health system. We learned last
week about the number of pages of regulations that HCFA had
issued, about 150,000, or 3 times the length of the impermeable In-
ternal Revenue Service Code which suggests it is a daunting issue.
And it is not anyone’s fault, but it may be a systemic problem.

I know that in my State of New York, we find the number of per-
sons on Medicaid going down to be a good thing or inadvertently
not. And we would like to hear from all of you. We very much re-
spect your work. And we thank you for coming.

The CHAIRMAN. Thank you, Pat. -

We are very pleased to welcome two panels of distinguished wit-
nesses today. Testifying on our first panel is Michael Hash who is
Deputy Administrator of HCFA; Steven Lieberman, Executive As-
sociate Director of the Congressional Budget Office; and William
Scanlon who, of course, is Director of Financing and Public Health
Issues of the GAO.

Mr. Hash.

STATEMENT OF MICHAEL HASH, DEPUTY ADMINISTRATOR,
HEALTH CARE FINANCING ADMINISTRATION, WASHINGTON,
DC

Mr. HasH. Thank you, Mr. Chairman. Senator Moynihan and
distinguished members of the committee, we want to thank you for
the opportunity to come here today and to discuss our progress in
implementing the Medicare+Choice Program.
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Successful implementation of Medicare+Choice is a very high pri-
ority for us at HCFA. We meet regularly with beneficiary advo-
cates, industry representatives, and others to discuss ways to im-
prove the Medicare+Choice Program. We have approved 15 new
Medicare+Choice plans and have also approved 17 expanded serv-
ice areas for existing contracting plans since last November. And
the total Medicare+Choice enrollment is now 100,000 higher than
}t l\lavas before some plans decided to not renew their contracts last
all.

The Balanced Budget Act, as all of you know, put into place a
new payment system which addresses problems with the old sys-
tems for paying health plans. The new system breaks the link to
the fee-for-service payment system and fee-for-service costs. That
link, as you know, has caused wide disparities in payments to
plans across the country and the availability of plans to bene-
ficiaries.

In the year 2000, calendar year 2000, the new payment system
will begin to risk adjust payments to better account for the health
status of the enrollees in each of the contracting plans.

Now, there is considerable evidence that we ﬁave and continue
to pay health plans more than what is warranted by their enrolled
population because our payments have not been adjusted for the
expected costs of those Medicare enrollees.

One study put the magnitude of these overpayments at $2 billion
a year. That is why risk adjustment will not be and cannot be
budget neutral. The whole reason for proceeding with risk adjust-
ment and specifically with risk adjustment that is not budget neu-
tral is that Medicare has not been paying health plans accurately.

We are in phasing, as I think you know, our risk adjustment
methodology over a 5-year period in order to provide for a smooth
transition and to avoid untoward disruptions. Only 10 percent of
our planned payments for next year will reflect the risk adjustment
methodology. .

How risk adjustment will change total payments to health plans
depends, of course, on how the plans themselves react in terms of
their enrollment. Risk adjustment significantly changes the incen-
tives for plans and could well lead to the enrollment of bene-
ficiaries with greater health care needs. That would result in plans
receiving higher payments than they do today.

Payment changes will be further buffeted by an annual payment
update of the rates for the year 2000 of 5 percent as well as the
implementation of the blended payment rates in a very substantial
number of the counties who were eligible for blended payments in
the past. And that will provide substantially more funding in areas
that have historically had lower health plan capitation payments.

As you know, some Medicare HMOs did not convert to the
Medicare+Choice last year. And others in fact reduced their service
area substantially. Some plans are likely to reduce service this
coming year, as well. We are, of course, as I know you are, con-
cerned about the business decisions that plans make to reduce par-
ticipation in the Medicare+Choice Program, but it is important I
think to put those decisions in a context.

The vast majority of Medicare HMOs did in fact convert and sign
Medicare+Choice contracts last year. There are now, as I men-
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tioned a moment ago, more Medicare beneficiaries enrolled in pri-
irate health plans than there were before the withdrawal of plans
ast year.

And plans that withdraw do so I think for reasons well beyond
the BBA payment policies. For example, many of them had weak
market positions. They had commercial pressures for things like
the increasing cost of prescription drugs or they found themselves
in unfavorable contracts with their provider networks.

A comprehensive review by the General Accounting Office which
I know Dr. Scanlon will be talking about confirms that many mar-
ket factors contributed to plan withdrawals.

Moreover, it is our understanding that the Federal Employees
Health Benefit Program had similar experience with plan pull-outs
last fall. In several instances, plans that withdrew from the
Medicare+Choice Program also withdrew from the same specific
counties that FEHBP plans did last year.

This all suggests that plan withdrawals have more to do with in-
ternal plan and lar%er marketplace interest than with Medicare
rates or regulation. In fact, a certain amount of market volatility
is expected when you rely on the private sector participation in the
program.

That is why it is essential to preserve a strong public sector fee-
for-service program in Medicare. That is why the President’s budg-
et includes proposals to protect beneficiaries from disruptions if in
fact plans withdraw from participation. And that is why we have
provided for earlier notification of beneficiaries in the case of plan
withdrawals. ‘

We look forward to working with you, Mr. Chairman, and the
committee on legislation that the President has proposed to broad-
en access of Medicare beneficiaries to supplementa Medi%ap poli-
cies if they lose their Medicare+Choice options and to allow new
enrollees, including those with end stage renal disease to move to
another Medicare+Choice plan if one is available. .

We want to thank you again for holding this hearing. And I
would be hapgg at the appropriate time to any questions that you
or other members of the committee may have.

The CHAIRMAN. Thank you, Mr. Hash.

Mr. Lieberman.

[The prepared statement of Mr. Hash appears in the appendix.]

STATEMENT OF STEVEN LIEBERMAN, EXECUTIVE ASSOCIATE
DIRECTOR, CONGRESSIONAL BUDGET OFFICE, WASH-
INGTON, DC

Mr. LIEBERMAN. Thank you, Mr. Chairman. Mr. Chairman, Sen-
ator Moynihan, and members of the committee, it is a pleasure to
be here this morning. I ask that you place my written statement
on the enrollment and payment issues in the record.

The CHAIRMAN. All statements will be included as if read.

Mr. LIEBERMAN. Tt ank you. This morning, I will focus on three

oints that are descrived more fully in my written statement. First,

will summarize CBO’s projection of Medicare+Choice enrollment.
Next, I will analyze the role of financial incentives and the BBA
‘payments in Medicare+Choice. And then I will conclude by dis-
cussing risk adjustment briefly.
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In the years leading up to the Balanced Budget Act of 1997, en-
rollment in Medicare managed care plans grew explosively. The
growth rate peaked at 36 percent in 1996. Since then, the growth
in Medicare+Choice enrollment has slowed substantially. Cur-
rently, 16 percent of all Medicare beneficiaries have joined
Medicare+Choice plans.

CBO projects that the proportion of beneficiaries in
Medicare+Choice will almost double by the year 2009, reaching 31
percent. That projection assumes an annual growth rate of almost
9 percent. Although still impressive, that rate of growth is substan-
tially below the pre-BBA experience.

Let me now turn to financial incentives. For enrollment to grow,
beneficiaries must have incentives to switch from traditional fee-
for-service to competing Medicare+Choice plans. If beneficiaries are
given the choice of high-quality health plans that offer better bene-
fits or lower cost than traditional Medicare, enrollment in
Medicare+Choice will grow sharply. However, if consumers have no
choice of plans or if the plans offer unattractive benefits, high cost,
or poor quality, beneficiaries will remain with fee-for-service Medi-
care.

Many Medicare+Choice plans pay physicians and other providers
by passing through a fixed percentage of the monthly Medicare
capitation payment. Under capitation arrangements, physicians are
cost centers. Providing more services increases only their costs, not
their revenues. In contrast, under fee-for-service payment arrange-
ments, physicians are revenue centers. Providing more services
generates more fees.

As businesses, providers and health plans will participate in
Medicare+Choice only if they can get an adequate return—at a
minimum, if they can at least cover their costs. If payments are
seen as inadequate, providers and health plans will tend not to
participate in Medicare+Choice.

Lower payment updates will limit the extra benefits that health
plans offer. If health plans eliminate prescription drug benefits or
if they require hefty monthly premiums instead of zero premiums,
fewer beneficiaries will enroll.

The BBA has substantially reduced the growth in
Medicare+Choice payments by tying annual payment updates to
the rise in fee-for-service spending. Reform of traditional
Medicare+Choice has a secondary effect of lowering the payments
to health plans.

In addition, the BBA specifically cut Medicare+Choice spending
in three ways. First, the annual payment updates were reduced
below the growth in fee-for-service spending from 1998 through
2002. Second, the amounts associated with graduate medical edu-
cation are gradually being eliminated. And third, HCFA has re-
duced payments by about 0.2 percent to finance informing bene-
ficiaries about coverage options.

To address the wide variation in local Medicare+Choice rates
that Mr. Hash referred to, the BBA blended local and national pay-
ment rates. That blending provision substantially redistributes
money from areas with high rates to those with low rates, but on
a spending-neutral basis.
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The BBA also directed HCFA to implement risk adjustment.
Until this dyeae\r, CBO had assumed that Medicare+Choice payments
that would be adjusted for risk would be instituted on a spending-
neutral basis, that is, without changing total outlays. But the prin-
cipal inpatient/di:;gnosﬁc cost groixip (PIP/DCG) risk adjuster being
phased in by HCFA will reduce Medicare+Choice spending by 7.6
percent when it is fully implemented. -

Starting in 2004, HCFA anticipates implementing the second
stage of risk adjustment, which will further reduce payments. As
planned, risk adjustment will reduce Medicare+Choice spending by
15 percent annually.

Payment reductions related to risk adjustment on the order of 15
percent would be likely to cause sharp drops in both participating
plans and enrollment. Neither the CBO baseline nor enrollment
projections assume full savings from risk adjustment.

The costs of providing services to Medicare beneficiaries va
enormously. The most expensive 5 percent of beneficiaries eac
have an average annual cost of over $70,000, which is more than
10 times the average cost for the typical beneficiary. That top 5
percent of beneficiaries cost almost as much as the remaining 95
percent of the program. Those enormous variations in cost make
g'slllcl adjustment both extremely important and exceptionally dif-

cult.

HCFA deserves credit for developing the PIP/DCG system. Al-
though superior to demographi¢ adjustment, PIP/DCGs have seri-
ous limitations. Achieving significant improvements will be a dif-
ficult and far from certain accomplishment.

An alternative to statistically adjusting payments is to adjust the
level of risk borne bél the payment pool. A variet{r of approaches are
currently being used in other settings. They include partial capita-
tion, disease or condition-specific carve-outs, and stop-loss or rein-
surance coverage. Those approaches might balance incentives to
overprovide services versus to stint on care. They also might oper-
ate better in a market dominated by small risk pools.

Thank you very much, Mr. Chairman. I would be happy to an-
swer questions at the appropriate time.

The CHAIRMAN. Th you, Mr. Lieberman.

Dr. Scanlon. ‘
di}E’Iihe prepared statement of Mr. Lieberman appears in the appen-

STATEMENT OF WILLIAM J. SCANLON, PH.D. DIRECTOR,
HEALTH FINANCING AND PUBLIC HEALTH ISSUES, HEALTH,
EDUCATION, AND HUMAN SERVICES DIVISION, GENERAL AC-
COUNTING OFFICE, WASHINGTON, DC

Dr. ScaANLON. Thank you very much, Mr. Chairman. And Senator
Moynihan and members of the committee, I am pleased to be here
today to discuss the implementation of the BBA payment reforms
in the Medicare+Choice Program. Through this profram, the Bal-
anced Budget Act furthers the use of a choice-based model of pro-
viding Medicare benefits and addresses some of the deficiencies of
the former risk contract program. It encourages the wider avail-
ability of HMOs across areas and permits other types of health
plans to participate in Medicare.



47

The BBA also seeks to pay health plans more appropriately than
before under the old AAPPC formula which we and others have
pointed out paid HMOs too much. The conundrum we have is how
to balance appropriate payment with an opportunity for
Medicare+Choice plans to prosper and to serve beneficiaries with
a richer benefit package.

The HMO industry is concerned that BBA payment changes are
too severe, citing plan withdrawals from Medicare+Choice last year
as evidence of the BBA’s adverse effects. Today, my comments will
attempt to address these concerns, providing you some helpful in-
formation as you examine whether modifications to the BBA pay-
ment changes are needed. )

First, there is the issue of what the rates paid Medicare+Choice
plans have changed and why those changes were deemed impor-
tant. At the outset, it is important to note that BBA payment re-
forms involve a mixture of changes. Some provisions actually raise
payments, both in the aggregate as in the case of the BBA’s fixing
of the 1997 rates as the %ase for future payment, and certain local-
ities as the result of the BBA floor rate fgr counties.

Using 1997 rates as the base means that a forecast error built
into those rates created a $1.3 billion cushion that will be in the
base for future health plan payments. Most attention is focused on
the reductions that have or will occur due to the offsets of the an-
nual increases, the new risk adjustment method, and the carve-out
- of graduate medical education payments .

The offsets in the new risk adjusters are meant to address the
excess payment problems that have resulted from HMO enrollees
being healthier on average than their fee-for-service counterparts.

As you have heard, considerable research has been done on this
subject, both by ourselves and others. And as Mr. Hash indicated,
the 1997 PBRC estimate pegged the level of overpayment at $2 bil-
lion annually. And our work show that the excess rather than de-
creasing as HMO participation grew, it was increasing.

The offsets to annual increases do remove some of those excess
payments, but not totally. Further, they are across-the-board re-
ductions. And excess payments vary considerably by area and plan.
Implementing adequate risk adjusters will be the key to fully ad-
dressing the excess payments in a targeted way that is protective
of both plans and beneficiaries.

The second issue is what impacts these rate changes will have
even if they are appropriate to correct for favorable selection on
plans and beneficiaries. Attention has focused on the plans’ with-
drawals last year and the chanfes in additional benefits that plans
offered as well as the potential for future withdrawals and future
benefit changes.

We have reviewed these changes and reported to you and the
Commerce and Ways and Means committees on them. We found
that the withdrawals, as Mr. Hash indicated, were clearly related
to how the plan expected to fare in the Medicare+Choice Program
given local market conditions.

The changes in Medicare+Choice rates undoubtedly played a
role. However, plans withdrew from high-rate counties as well as
low-rate counties and from counties which had experienced large
increases in rates. Factors besides rates appeared to be important
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as the withdrawing plans tended to leave markets in which they
had recently entered, markets with strong competition, and mar-
kets where they had limited enrollment. A third of the time when
plans left a county, they had fewer than 100 enrollees in that coun-
ty. )
We found that while approximately 100 plans withdrew or
changed their service areas in 1998, subsequently 40 plans have
been approved or applied to participate in Medicare+Choice. The

net effect if all these plans participate will be that more bene- -

ﬁc;aéries have access to a managed care plan in 1999 than did in
1998. :

The prospect of future withdrawals does exist. And some have
been announced. Those that we have reviewed follow the pattern
that has been observed last year. Multiple factors appear to have
made staying in Medicare+Choice in certain_counties unattractive.
Some have speculated about the total number of plans likely to
withdraw. At this point, those estimates seem to be largely specula-
tion.

The second concern is that, what will happen to the additional
benefits plans offer that have been so attractive to beneficiaries?
We were able to analyze changes in whether plans offered par-
ticular benefits, such as prescription drugs or dental care. And we
found very modest changes in the benefit offering.

However, our analyses could only determine whether a benefit
was being offered, not the depth of coverage. In addition, plans had
requested an opportunity to change benefit packages after their
original May 1st ACR filings last year and were not allowed to do
80. - -

Plans have offered additional benefits both for competitive rea-
sons and because Medicare requires that when they can provide
the traditional Medicare benefit package for less than the Medicare
rate, those additional monies or savings must be given to enrollees
in the form of additional benefits or escrowed.

Prior to BBA, plan-supplied information indicated that the sav-
ings averaged about 13 percent of payments in 1997. We have
begun an analysis of the 1999 information to see how the BBA af-
fected those savings. For Los Angeles County, one of the areas with
high rates, the savings currently averaged 21 percent of Medicare
payments. And plans are continuing to offer additional benefits val-
ued at about $117 per member per month. '

In closing, let me ask what are the overall conclusions to be

drawn from this type of information? What should be our reaction

in terms of how Medicare+Choice plans, beneficiaries, and tax-
payers have been impacted? _
Adjusting plan payments so that the program pays no more for
a Medicare+Choice enrollee than for a traditional Medicare bene-
ficiary with the equivalent health status is going to mean smaller
payments and most likely lower profits for plans as well as fewer
supplementary benefits for enrollees.
ese consequences raise the question of whether the benefits of
encouraging managed care warrant changes in BBA payments to
protect plans and a fraction of the Medicare beneficiary population
enrolled even when those increases result in-Medicare spending
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more on a Medicare+Choice beneficiary than on a traditional Medi-
care beneficiary. : '

Thank you very much, Mr. Chairman. I would be happy to an-
swer. any questions you or members of the committee may have.
d.['Iihe prepared statement of Dr. Scanlon appears in the appen-
ix. :

The CHAIRMAN. Thank you, Dr. Scanlon.

Mr. Hash, could you please discuss any work HCFA has done to
assess the impact that proposed risk adjustment will have on
Medicare+Choice beneficiaries, particularly during the second,
third, and fourth year of the phase-in? .

Mr. HasH. Mr. Chairman, in putting together the risk adjust-
ment methodology, we did do assessments of the impact at the ag-
gregate level of what the phase-in of the so-called PIP/DCG meth-
odology would mean. As you know, for the coming year 2000, we
will only be using 10 percent of risk adjusted payments for pur-
poses of determining the capitation rate for our health plans.

What we are attempting to do as we design the methodology was
to rule out those diagnoses that we were going to adjust for that
were discretionary or did not involve hospitalizations. We ruled out
any adjustment for 1-day hospitalizations.

We took a number of steps to ensure that the adjustment really
focused on that subset of Medicare enrollees with the most signifi-
cant health care cost which is something like 13 or 14 percent of
the beneficiary population. So it is obviously focusing on that sub-
set of Medicare beneficiaries who are expected to have very sub-
stantial health care costs.

The CHAIRMAN. Let me ask you this: what steps would you rec-
ommend to promote more growth in the Medicare+Choice Program?

Mr. HasH. Well, I think one of the key ingredients to increasing
participation is our education program, that is to say making bene-
ficiaries much more aware of what their choices are, what are the
additional benefits, what the opportunities are to receive their
Medicare benefits through private plans.

That is why we have obviously invested so much in the National
Medicare Education Program because our evaluation of that effort
revealed to us that many beneficiaries have very limited knowledge
abonllft Medicare+Choice as well as the basic the Medicare Program
itself.

We found that over half of the beneficiaries in a survey that we
conducted thought that going into a Medicare HMO meant leaving
the Medicare Program. And we need to obviously do a more com-
prehensive job of educating the beneficiary community. And I think
that will be very important in terms of increasing participation.

The CHAIRMAN. Let me turn to you, Dr. Scanlon, on this ques-
tion. I understand that the GAO is also trying to determine if
HCFA- is adequately informing Medicare beneficiaries of their
Medicare+Choice options. Do you think that this new program is
easy to digest for most beneficiaries? And do you have any rec-
ommendations for HCFA in this area?

Dr. SCANLON. We have been looking at this question. In fact, we
have been looking at with-Senator Grassley as part of his work on
the Aging Committee, and have reported to him and Senator
Breaux many times on that.
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Our concern is that regardless of what we try, this program re-
mains complex. And there is going to be a variety of types of infor-
mation that beneficiaries are going to need in order to be fully and
appropriately educated about their choices.

ile there are some initial steps that have been taken through
the Medicare Information Campaign in terms of providing us some
standardized information, we believe that it needs to be further es-
tablished in terms of other information that beneficiaries receive
from the plans themselves so that they are standardized and start
to use terminology that are consistent across plans so that people
can make true comparisons.

As Mr. Hash indicated, there is nothing that probably will pro-
mote this program better than good education because a strong
market is built upon information. And we have not had that here
up to this point.

The CHAIRMAN. Mr. Lieberman, could you J)lease compare and
contrast CBO’s enrollment projections for Medicare+Choice at the
point the BBA was passed with what your projections are now?
And please, explain any changes.

Mr. LIEBERMAN. Yes, th you, Mr. Chairman. At the time of
the BBA’s passage or shortly thereafter, we projected that in 2007,
enrollment in Medicare+Choice would reach approximately 36 per-
cent of beneficiaries. We have modified that number now to about
28 percent. So the growth rate is down from 36 percent, going from
a 36 percent to a 28 percent share.

In terms of growth rates, the rate we had projected for the 10
years immediately after the BBA was about 13.5 percent. We are
now down a little bit—below 9 percent—as the annual growth rate.
We see three reasons for changing our projections.

The first reason is that, prospectively, we believe the effect of the
risk adjusters in taking dollars out of the system means that there
will be less attractive benefits being offered in some markets and
that fewer plans will be participati-: .

The second is that the combinea effects of the payment increases
have been and are continujnﬁ to be somewhat lower than people
had anticipated. And third—the reason we think is having the big-
gest effect in the short term—is we believe that beneficiaries have
a heightened awareness of the fact that, as Mr. Hash said in his
answer, the pressure of market forces means that plans can with-
draw from the program. And that has disrupted some expectations.

The CHAIRMAN. Yes, Mr. Hash.

Mr. HASH. May I comment, Mr. Chairman?

The CHAIRMAN. Sure.

Mr. HasH. I would just like to emphasize that when we look
ahead at the impact on the enrollment of the changes that are
brought about by the BBA including the implementation uf the risk
adjustment methodology, the impacts that we are talking about are
based upon an assumption that the current enrollee mix, the type
of individuals who enroll in Medicare+Choice plans continues for
the next 4 years, 5 years just as it is today.

If in fact the composition of the individuals who enroll in those
Medicare+Choice tElans becomes a group of beneficiaries with more
and heavier health care needs, then in fact payments will increase
to those plans. And these estimates about the impact of money
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being removed from the Medicare+Choice Program will be over-
stated if in fact the enrollment characteristics change over the next
four or 5 years.

The CHAIRMAN. Let ‘me turn to you again, Mr. Lieberman. In
your testimoziv, you did discuss some alternative risk adjustment
methods. Would you please discuss some of these other approaches
that may work better for Medicare?

Mr. Lieberman. In general, the question is, since it is so hard to
get a prospective set of statistical adjustment payments, are there
other approaches? Other approaches that have been tried include
partial capitation. I note that HCFA has a demonstration project
going on at the University of California at San Diego—the aca-
demic health center there—in which it is using partial capitation
as a way to mitigate the risk that the health plan would bear.

The second alternative that is widely used in both Medicaid and,
in fact, among Medicare HMOs is carve-outs of specific conditions,
such as solid organ transplants. And a third approach that, again,
is common in——

The CHAIRMAN. Could you explain how that works?

Mr. LIEBERMAN. Certainly. If, for example, for the entire risk
pool, solid organ transplants are 2 percent of total costs, one would
take 2 percent of costs—if one were to do this in an actuarially
neutral way—out of the total payments. That would lower the aver-
age payment. Then when somebody needed a liver transplant or a
heart transplant, you would pay for that separately.

The basis for payment couldy be entirely different from the pro-
spective rate. There could be a case rate. One could use centers of
excellence with competitively bid prices. One could pay a portion of
cost. One could pay on the basis of DRGs. So it gives one greater
flexibility.

Very briefly, the third approach is to use stop-loss or reinsurance
coverages, which can operate at the individual level, so that you re-
move the cost of a catastrophically expensive individual from a
small risk pool. And one of the problems that HCFA is facing—in
the sense that it is comimon practice in many of the California, Ari-
zona, and other western markets with substantial Medicare+Choice
enrollment--is that the HMO’s pass much of the financial risk
down to their frovider groups, which have relatively small risk
pools. The problem HCFA faces is not just making the right pay-
ment to the health plan. At some level, HCFA has an interest in

. making sure the right amount of money goes down to the level that

is bearing risks.

The CHAIRMAN. Senator Moynihan.

Senator MOYNIHAN. Thank you, Mr. Chairman. We have had
‘wonderful, concise testimony. And I have understood about 10 per-
cent of what I have heard which is about a 50 percent increase.

Just one question. I did not quite catch Mr. Lieberman, a remark
you just made about persons with catastrophic costs for organ
transplants. You spoke of centers for excellence where there would
be competitive pricing. Would you help me there? I just did not
quite hear you.

Mr. LIEBERMAN. I am sorry. I covered lots of ground without ex-
plaining. I aponlogize. Senator Moynihan, what I was referring to
was that if, from an actuarial perspective, one pulled out the ex-
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pected cost of solid organ transplants or heart transplants or what-
ever, HCFA could then set the average payment excluding the cost
for the condition on a prospective basis. And then, when a specific
member needed a transplant, HCFA could, in theory at least, have
a wide range of alternatives that it could choose from to pay for
it. One of the alternatives that HCFA might choose to use, which
is built on some of the demonstrations it has done, would be to bid
out the procedure using a set of criteria in which both price and
__quality would be very important elements.

Senator MOYNIHAN. To bid out?

Mr. LIEBERMAN. Yes, sir.

Senator MOYNIHAN. We go back to 1992. And we are holding
hearings on the health care proposals and administration. And sit-
ting over there are Dr. Scanlon with a Jesuit from Fordham who
said that what you are witnessing is the commodification of medi-
cine, and a fascinating e iphanfr ere.

At the down end of tﬁe table, a gentleman where Mr. Hash is
sitting who was the head of the UCLA hospital said, could I give
iou an example? In southern California, we now have a spot mar-

et for bone marrow transplants.

Mr. LIEBERMAN. Yes, sir.

Senator MOYNIHAN. Mr. Lieberman, you are nodding.

Mr. LIEBERMAN. I spent a couple of years running managed care
operations for the University of California at San Diego. And I am
familiar with our trying to bid to get—I would not quite call it a
spot market, but it was, shall we say, a competitive market to do
organ transplants.

enator MOYNIHAN. Yes. This is a fundamental change in medi-
cine. And we are accommodating to it, but I think the realization
arrived here. This began on the west coast. And it moved to the
east coast. And again, you are nodding. That meant that Wash-
ington was sort of behind. The event came rather late to Wash-
ington. But it is a profound change in medicine and in no way to
be deplored, but to be comprehended as against the previous guild
systems that we had.

Could you, sir, give us in writing just a little bit more about that
because it is of profound importance I think?

Mr. LIEBERMAN. I would be happy to submit that for the record.

[The following information was subsequently received for the
record:] ’

The “commodification” of medicine poses important new opportunities, although
it also can raise serious concerns. Some medical goods and services—such as routine
lab tests or many types of durable medical equipment—are commodities. Fee-frr-
service Medicare, however, generally doesn’'t pay commodity prices—it may pay
more in a market than the prices paid by private purchasers (such as HMOs) that
effectively use competitive forces. Creating mechanisms to allow fee-for-service
Medicare to benefit from competition when purchasing commodities would save
money, and the resulting changes should generally not be apparent to beneficiaries.

Many people would object if all medical services were treated as commodities. For
example, individuals may have a very personal relationship with their primary phy-
sician. But many expensive procedures involve physicians and patients who lgave
limited personal contact and virtually no ongoing relationship. Patients rarely spend
much time with %z:tholoﬁsts or anesthesiologists. Similarly, most people don’t have
ongoing relationships with a transplant surgeon or an oncologist before they are re-
fcixt-;ed tg one by their hysiglans. arving out” solid orgta.?. trlansbgzi%rgta o:‘h coronary
a ass grafts from the regular , competitive iddin, e proce-
dure?: agg channeling patients to “mntggg;?&mnergge” seleycted on gthe bal;is of
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quality and price could yield better outcomes for beneficiaries while lowering Medi-
care costs.

Senator MOYNIHAN. And, too, I would like to ask Dr. Scanlon and
any other member to comment on the withdrawals of health plans.
You heard that this year, there is not a reaction to BBA rate reduc-
tions alone. Market forces appear to have played a larger role. Can
you expand on that, sir?

Dr. SCANLON. Certainly, Senator Moynihan. In looking at the dis-
tribution of the withdrawals, it was clear that the plans were with-
drawing from markets in which they were not doing as well as they
may have expected. The plans, they faced in many instances sig-
nificant competition suggesting that other plans were finding that
market attractive, finding the Medicare+Choice rates viable. Yet, a
given plan did not want to compete against those plans.

We also found that plans were withdrawing from markets that
they had just recently entered and much more likely to do that
t}flan in markets that they had been established in for a long period
of time.

Senator MOYNIHAN. They would test the waters?

Dr. ScaNLON. Test the market and potentially find—not that we
had suggested Medicare+Choice rate changes do not matter, but
that other things matter as well. And before we had the BBA en-
acted, if you were to discuss a managed care plan’s strategy in
terms of market development, you would understand that it was
very much of a business strategy in terms of trying to identify the
conditions under which they as a particular plan, not necessarily
as an industry, could find it——

Senator MOYNIHAN. They as a particular business?

Dr. SCANLON. As a particular business, but find it advantageous
to then enter a country or an area. At some subsequent point in
time, they might find that areas that they had rejected earlier,
they would now feel that they were areas in which they would like
to enter.

And I think we can_expect to see that again. There is volatility
now. Plans are reassessing their participation in different markets,
but we find that either sometimes new plans come in and replace
plans that have exited or at some future point a plan may decide
that a market is now ﬁ'gleu enough for them to participate.

Senator MOYNIHAN. Thank you very much. It is very clarifying.
I am sorry. My time has run out.

Mr. Chairman.

The CHAIRMAN. Please proceed.

Senator MOYNIHAN. I will just note how common it is to have ex-
perienced officials here talking about markets’

The CHAIRMAN. That is right. ’

Senator MOYNIHAN. Thirty years ago, we would not have talked
about markets.

The CHAIRMAN. That is right.

Senator MOYNIHAN. It has changed. Thank you.

The CHAIRMAN. Thank you, Senator Moynihan.

Senator Grassley.

Senator GRASSLEY. Thank you, Mr. Chairman. My first two ques-
tions would be of Dr. Scanlon, but if either of the other two panel-
ists would like to participate, they are welcomed to do it.
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Your testimony emphasized that there are other factors account-
ing for plans withdrawing in addition to the payment rates. And
so I was especially interested in your observation that an unusually
large number of plans withdrew from the Federal Employees
Health Benefit Program in 1998 because we are obviously loocking
at that program as a model for Medicare reform.

What do you know of the reasons for those withdrawals? And
why do you consider them relevant to our decisions about
Medicare+Choice programs? '

Dr. SCANLON. Well, Senator, I think that while we look to the
FEHBP Program as a potential model and in part because we rec-
ognize the advantages of plans having to compete on the basis of
price that is going to be charged to enrollees, we recognize that
also, again as Senator Moynihan indicated, this is a market in
which there are dynamics of plans coming in and out depending on
a lot of different circumstances.

Managed care generally speaking has been in more turmocil in
the past year and a half, 2 years than it was in the past. After a
period of significant growth, there has in some respects been some
market shake-out as they discovered that competing for enrollees
by offering lower premiums is not going to be a sustainable strat-
’?% for the longer term. They are going .o have to raise premiums.

is produces a reaction on the part of buyers. And so there is a
give and take that is occurring.

We have noted, as Mr. Hash said, that the pull-outs in FEHBP
in some respects mirror the pull-outs in Medicare in terms of the
areas. We have not looked in detail in terms of the economics of
any particular plan. In other words, what was the level of enroll-
ment? What was the level of competition that they faced? We did
the detailed analysis only in the Medicare Program.

Senator GRASSLEY. Mr. Hash, did you want to comment?

Mr. HasH. I think Dr. Scanlon really identified the generic fac-
tors that we have seen. I think one factor that increasingly comes
to our attention is that plans are talking about having increasing
difficulty in their negotiations with the providers to get contracts
with them for the provision of services that are within the bounds
allowed by their income from capitation.

So I think in some marketplaces for new entrants, as Dr. Scanlon
indicated, being able to establish through contracts a provider net-
work that is appropriately priced from the plan’s point of view has
been a challenge for many of them that has not worked out suc-
cessfully and has resulted in their decision to non-renew their
Medicare contract.

Senator GRASSLEY. Dr. Scanlon, you made it very clear in your
comments that a major goal in 1997 was to make Medicare+Choice
an option and to do that for seniors all over the country, but also
we wailnted them to know that we wanted to do that for rural areas
as well.

I know your testimony today focused primarily upon 1998. But
what lessons can we draw from that experience as we try to decide
whether the program will work in those low-payment rural areas
in the future? And if payment rates are only one of a number of
factors that influence behavior, does that mean that even the Bal-
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anced Budget Act improvements will not be sufficient to get rural
seniors into the program or to have the program for rural seniors?

Dr. SCANLON. Right. We recognize very clearly the difficulties of
establishing a managed care organization in rural areas. I mean,
the fact that managed care in part is built upon being able to uti-
lize the most efficient providers and to negotiate with providers to
accept sort of more efficient rates, so to speak, and that in rural
areas with the limited provider community that those opportunities
are not as significant. Also, the limited populations mean that it
is harder spread risks. So all of those things are problematic in
terms of setting up a managed care plan. -

Now, the BBA in establishing the floor did provide a major ste
in terms of encouragement of managed care in rural areas. I thinﬁ
it is too early to determine whether or not—I should not say
whether not, but how sufficient a step it has been in terms of what
areas does that floor sort of make it attractive and adequate for a
managed care plan to operate.

The regulations that were applied to Medicare+Choice plans
were issued in June of 1998. And it is really sori of too soon to de-
termine sort of exactly what the experience is going to be in terms
of plans organizing and locating sort of in different areas. I think
we need a little more time to be able to judge.

And then, beyond rates, we do need to identify what are the bar-
riers and decide whether or not they are going to be something that
could be overcome.

Senator GRASSLEY. Mr. Chairman, thank you.

The CHAIRMAN. Senator Kerrey.

Senator KERREY. Thank you very much, Mr. Chairman. First, I
would like to say again, but perhaps a little more clearly than I
have in the past especially now that part of the President’s pro-
posal for a new benefit has been released to the public, I am get-
ting requests from Nebraskans to support that new benefit.

And I want to make it clear that my first order of business is
to evaluate BBA 1997 and try to determine whether or not any
modifications need to be made there. I am not sure any do, but if
they do I am prepared to make them. .

This is a very complicated system. It is very hard for us to tell
whether or not a change in the law is going to produce everything
that we want it to. And I hear these gentlemen saying that in gen-
eral terms, we are enrolling more ?eople in managed care. We are
seeing an increase in the number of enrollments.

And, Mr. Lieberman, you predict that 35 percent—what do you
predict by 2007 or 2008?

Mr. LIEBERMAN. Twenty-eight percent in 2007.

Senator KERREY. So we are seeing that desired effect. Now, the
question is, are we seeing cost controls? Now, we have reduced the
budgetary projections for Medicare substantially as a consequence
of those changes.

And I just want to make it clear to you, Mr. Chairman, that I
think my first order of business is to try and evaluate whether or
not any changes need to be made in BBA 1997 before we go on and
start adding more benefits that might be politically fun, but might
be enormouslﬁ expensive and might reduce our capacity to main-
tain high-quality care in the rest of the system.
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Mr. Lieberman, you have used a figure that I have heard before,
although you stated it in a way that I found it a little easier to
both understand and then retell. Approximately 5 percent of Medi-
care beneficiaries which would be roughly 1.8 million or 2 million,
somewhere in that range cost about what the remaining 95 percent
or 35 million or so beneficiaries cost, so roughly $70,000 per bene-
ficiary, about $120 billion and change and about $120 billion for
the rest of them. How does that compare to private sector insur-
ance pools?

Mr. LIEBERMAN. Senator Kerrey, my sense is—and I want to go
back and check this—but my sense is that in commercial insur-
ance, typically the top 5 percent of enrollees—the most expensive
people—would account for anywhere from 30 percent to 45 percent
of total costs. So it is a little more skewed in Medicare but not sub-
stantially.

Senator KERREY. I will ask all three of you. Since I only have a
limited amount of time, if you could answer it briefly. Is part of the
problem that we have inadequate data? Are we dealing with inad-
equate data when you are trying to determine—when we are trying
to make risk adjustment work?

And I am just talking about risk adjustment. You are trying to
make risk ad?iustment work. We are using inpatient hospitalization
data. It seems to me that part of the problem both in evaluating
that as well as other things having to do with Medicare is just an
insufficient amount of data to determine what is going on out
there. I mean, that is what you do, you evaluate these programs
at the GAO, at the CBO, and at HCFA. Do you have good data
when you are evaluating it? Could that data be better? Is there
anything we could do to make it better?

Dr. SCANLON. The data could certainly be better. And the data
are often the major limitation. I mean, in the area of risk adjust-
ment, we are starting now and the HCFA is starting now with hos-
pitalizations because those are the only data available.

If we move to a situation where they have information on other
health services, even once you have done that and you have got to
wo about the processes that Mr. Lieberman’s testimony indi-
cated about making sure those are clean valid data. N

Subsequent to that though, you are still basing your decision as
to what the health of an individual is based on the services that
they use. Ideally, we would move to a situation where we could
measure their health directly. We are very limited in virtually ev-
erything that we do‘l;,y the information that is available.

Senator KERREY. Well, could you three gentlemen at a later time
make a recommendation, especially Mr. Lieberman, you and Dr.
Scanlon make recommendations on what we could do with law to
improve the quality of the data so that both we as policymakers
could make better decisions and HCFA, they try to make risk ad-
justment work?

[The following information was subsequently received for the
record:]

Some data that are important to I.‘policymakers should be relatively straight-
forward to produce. For example, HCFA used to produce data annually on fee-for-

service spending at the county level but has stopped doing so. Those data are criti-
cally important for understanding and evaluating Medicare trends in specific mar-
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kets. Because HCFA already has the underlying information, producing the data
would not impose additional burdens on providers or beneficiaries.

In contrast, getting data to improve risk adjusters may involve imposing an added
burden on the private sector because data that are not now routinely collected
would have to be reported to HCFA. In the past, attempts to collect data that are
not produced in the normal course of business (such as complete reporting of health
care encounters) have experienced significant practical problems.

Yet even if additional data could reliably produced, experts believe that risk
adjustment can only account for a fraction of the variation in health care costs. As
I discussed in my testimony, limitations in both data availability and statistical
methods highlight why alternative approaches to adjusting prospective payments for
risk might be worth considering.

Senator KERREY. Basically, what they are trying to do is set the
rates so that, on the one hand, they are not excessively high; on
the other hand, they are not excessively low. You do not want them
excessively high for the 95 percent. And you do not want them ex-
cessively low for the 5 percent or you will skew the decision that
the market is making and decrease the incentives that are there
for people to legitimately go to managed care. And if you are oper-
ating only on inpatient data, I mean, I think the complaint that I
have heard that is most persuasive is that inpatient data is all by.
itself not the best measurement to use.

Mr. HAsH. If I could comment briefly on that, Senator Kerrey.
The reason—you are right. We agree that inpatient hospital data
is not adequate to base a full risk adjustment methodology on. The
reason we started it at that point is that the BBA actually set forth
a requirement that we could only begin to collect data for risk ad-
justment on hospitalization use first and then move to outpatient
and encounter data second.

But as Dr. Scanlon indicated, there are lots of questions about
making sure the data that we are getting are accurate and valid
and they have been audited. And there is this delicate balance be-
tween how much burden to put on the reporting end, meaning the
health plan and the health provider end versus our need for good
and accurate data to manage and operate the program.

Senator KERREY. And I do not want to make this sound like it
is rocket science. I know and understand that I mean I could add
either a genetic or an external accident that occurs shortly after
this hearing. And I could be at $70,000 a year. I could be costing
a substantial amount. It is very difficult to predict that. In fact, it
is impossible to predict a genetic or an external accident. And as
a consequence, it is very difficult to predict with even 50 percent
certainty what is going to happen.

The CHAIRMAN. Senator Rockefeller. .

Senator ROCKEFELLER. Thank you, Mr. Chairman.

Mr. Hash, it is my understanding that the HCFA actuaries, that
there was a technical error in the BBA which is profoundly—it is
very interesting what you just said in fact, that we require you and
then we complain about what you then do. But due to a technical
error that you are actually apt to—the plans will receive an in-
crease in payment of 4.2 percent that is since 1997, that they have
received that kind of an increase.

Now, leaving aside the medical inflation rates for the moment,
you verified that by nodding your head. But can you comment on
what is the history of this and how that happened?
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Mr. HasH. Yes, Senator Rockefeller, I will be happy to. And in
the BBA or I should say prior to the BBA, each and every year,
the law required that the rates for managed care plans be updated
based on a projection that involved a number of estimates in ad-
vance of the year to which they would appli;. But the law also pro-
vided for corrections of those estimates at the end of the actual pe-
riod so that in future updates, you would adjust for any under or
over estimate based on actual ‘experience.

In the BBA, the Congress in establishing the base for the
Medicare+Choice rates picked 1997 as the base year and did not
. provide for any adjustment for the estimates related to the 1997
rates.

Once we got past 1997 and actually analyzed the real experience
with the u;i)dates, it was determined that those rates for 1997 were
overstated by the 4.2 percent and we could not correct for that with
subsequent updates. So that 4.2 percent applies to each and every
year after 1997 and is a built inflator to those Medicare+Choice
rates.

Senator ROCKEFELLER. I appreciate that. The HMOs tend to
claim that using inpatient data will undermine the principles, so
to speak, of managed care. Now, risk adjustment is based upon
tx‘nore than just inpatient data. Yet, this is again what they teng to

ocus on.

Is it not true that data for outpatient encounters is not yet avail-
able, number one? In addition to inpatient data, is HCFA not also
taking demographic characteristics, such as age, sex, Medicaid eli-
gibility, and disability into account? Will these factors help lessen
th;.wpotential disincentive caused by using inpatient data?

r. HASH. Well, let me take pieces of that and answer it the best
I can, Senator Rockefeller. With regard to outpatient data, we have
not yet begun to collect it, but we expect to actually announce in
the fall the specifications for the outpatient data and a schedule for
beginning to collect it because as you pointed out, we do need to
base a comprehensive risk adjustment on both inpatient and out-
patient service data.

With resgect to other adjustments that are made to the

oice rates, you are correct. And it is historic. Under
the prior statutory provisions, there were so-called demographic ad-
justments just like the ones you just cited. They continue to apply
to the adjustment of rates now. And on top of them, we are pro-
viding for a phase-in of a risk adjustment in addition to those de-
mosg'raphic factors.
enator ROCKEFELLER. Others can respond.

[No response.] '

Dr. Wenberg, to you, Mike also, he testified before this committee
in April. He said there is a tremendous variation the way physi-
cians practice medicine in the United States. Of course, he is fa-
mous for his work on that at Dartmouth. And he says where there
are more hospital beds, there tend to be more hospitalizations. In
other words, in market terms, supply drives demand.

- Is it not true that providers have in fact a lot of discietion in

whether or not to hospitalize patients? And did HCFA not take this
into account when developing the risk adjustment system by ex-
cluding discretionary hospitalizations? And can you give therefore
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examples of non-discretionary hospitalizations and discuss how
your proposed system will avoid unfairly discriminating against
managed care?

Mr. HasH. That is an excellent, Senator Rockefeller. I mentioned
in my opening statement that we in fact made a series of adjust-
ments to what diagnosis we would actually use for the inpatient
hospitalization adjustment. And we did exclude discretionary ad-
missions. And we also excluded admissions that are less than a 1-
day stay.

In terms of non-discretionary, the sort of subset of diagnosis that
require hospitalization obviously runs the gamut from things like
hip fractures, folks with emphysema, or obstructive pulmonary dis-
ease, heart conditions of one kind or another and cancer.

These would conditions that would give rise to hospitalizations
and therefore would generate a higher payment under the risk ad-
justment methodology in the subsequent year because the data and
the evidence show that if you have a {os italization for one of
these non-discretionary reasons, you are likely to implicate very
substantially increased costs in the future to manage the course of
the illness or disease that occasioned the hospitalization.

Senator ROCKEFELLER. Risk adjustment is neither an art or a
science nor potentially perfectly possible.

Mr. HasH. I would agree with that, Senator Rockefeller.

Senator ROCKEFELLER. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.

Senator Chafee.

Senator CHAFEE. Thank you very much, Mr. Chairman.

Mr. Hash, I understand there has been some discussion here re- -
garding the reasons why managed care plans have withdrawn from
Medicare. And one of the reasons given is the cost of prescription
drugs. And I wonder if you could elaborate on that particularly in
view of the fact that people are now—it is now being suggested by
the President and others that we contemplate a Medicare prescrip-
tion drug benefit. What do you foresee?

Mr. HasH. Well, I would say with respect to managed care plans
and the kind of reasons they have reported to us for withdrawing
or non-renewing in the Medicare Program, some last year cited the
very substantial increase in the cost of prescription drugs which
they were covering as an additional benefit as a reason for with-
drawing or not renewing their contract.

With regard to the future, I think obviously as the President has
said on several occasions, he is committed to a drug benefit that
is a part of the basic Medicare benefit package and that the man-
agement presumably of that drug benefit in terms of its cost would
be something that we are continuing to review in our work for the
President on his proposal.

But I think he is very sensitive to the potential cost and is hav-
ing us examine the range of options out there in the private mar-
ketplace where other plans that cover prescription drugs, how they
are dealing with the issue of the rising cost of prescrx&ptions drugs
to make sure that any plan he recommends is informed by that pri-
vate sector experience.

Senator CHAFEE. Did I read that the suggestion is that it is not
going to be that expensive because it is going to save a lot of money
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in hospitalization and nursing homes. And I personally think that
is wishful thinking. I mean, every time, we have gotten mixed with
prescription drugs, we have found it very, very expensive. What do
gou say about, oh, it is going to be a wash, the cost will be offset

y the? reduced hospitalization and reduced nursing home require-
ments?

Mr. HAsH. Senator Chafee, we are trying to make sure that we
review the literature and the experience with regard to the effects
of certain pharmaceuticals on the need for other kinds of services,
including hospitalizations and the like. We do not have yet a com-
plete analysis to indicate to what extent there may be offsetting
savings.

I think it is a very complicated area because some of the ad-
vancements in pharmaceutical treatments are clearly ones that in-
crease the cost of care while others in fact may have substitution
effects that reduce the overall cost of care, but what the net of that
is I think I am not prepared to give you a full answer on today.

But I think we all know examples of the one that comes imme-
diately to mind is in the case of HIV and AIDS where the drug
therapy, although quite expensive has significantly reduced the
need for hospitalization for many individuals who have HIV/AIDS.
But whether the net effect of that is a savings over prior therapy
that was available including a lot of hospitalization, the literature
is not completely in on that.

But I think it is this kind of analysis that is important. Whether
or not on balance prescription drug benefits will overall reduce the
cost og care to Medicare I think is a question we still have not an-
swered.

Senator CHAFEE. I would not be too optimistic over it. I will just
quickly, my predecessor, the Secretary of the Navy, had the
Ignatious law which was when you buy more aircraft, it is more ex-
pensive per plane. When you buy fewer aircraft, it is more expen-
sive per plane. {Laughter.]

That is the Ignatious law. Thank you.

The CHAIRMAN. Senator Baucus.

Senator BAucuUS. Thank you, Mr. Chairman. My question really
goes to risk adjustment and the various ways we adjust and which
secems to make the most sense. I understand that HCFA has ex-
perimented with its PIP/DCG, whatever it is. I would like to have
more.

Mr. HAsH. Principal Inpatient Patient/Diagnostic Cost Group.

Senator BAucus. Now, how do you say that?

Mr. HasH. PIP/DCG.

Senator BAucus. All right. Anyway, as I understand, it is the top
17 groups. There are 17 groups that are the most expensive that
are looked at.

Mr. HAsH. Fifteen, I am told.

Senator BAucus. Fifteen. All right. And that lower payment then
for those that are not in the 15?

Mr. HasH. Standard payment.

Senator Baucus. Standard payment. Right. Now, just using your
best guess here, this is all pretty technical, which of the various
alternatives do you think probably tend to work better? You men-
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tioi{xed solid organ transplant, a different way to pay for adjusting
risk.

And are you experimenting with partial capitation? What is prob-
ably going to tend to work better and what should we focus on both
to refine the most? Or are there going to be three or four different
ways to do this, all operating simultaneously? And you pick one
that seems to work the best or blend?

I am just trying to get a sense of where you think we are going
because I think risk adjustment is going to be critically important
here as we come up with Medicare reform.

Mr. HasH. I agree, Senator Baucus. It is a very difficult question.
Mr. Lieberman has referred several times this morning to opportu-
nities to in effect carve out some procedures or services from the
risk pool and either reinsure them or pay for them separately or
some other way that they are removed from having to be covered
by the capitated payment itself.

I think that is why we have some demonstrations underway look-
ing at alternatives to risk adjustment to see whether they are in
fact more effective, more easy to implement, or whatever. And I
think the jury is still out on those demonstrations as to whether
they are proving to be effective or not.

In the meantime, our best reading of the direction in the Bal-
anced Budget Act about what we should do with regard to risk ad-
justment to start with is to begin a comprehensive or a risk adjust-
ment approach based on hospital inpatient data and then move to
more comprehensive data.

Senator Baucus. Right.

Mr. HasH. Now, we have provided for a transitional implementa-
tion of that because we also recognize that this is a very significant
change. We have not had a lot of experience with risk adjustment.
And we wanted to do it on an incremental basis which gives us
some opportunity and you as well some opportunity to evaluate and
make whatever——

Senator Baucus. What is the reasonable goal to shoot for? What
percent in variability is reasonable to shoot for? From my under-
standing, now it is about 1 percent.

Mr. HasH. Right.

Senator BAUCUS. Are you trying to get 7 percent or something
like that? Some suggest 25. What is a goorf solid—I am not an
enemy of the good here. But what is a good solid variability num-
ber that we should aim for?

Mr. HAsH. I am far from the expert on this as I ;uspect that you
are not either, Senator Baucus.

Senator BAUcUS. Right.

Mr. HasH. So I am hesitant to give you a quantitative answer,
although I just asked one of my colleagues. And I am told that sort
of a maximum that the literature would be I think in terms ex-
plaining variations in health costs would be about 25 percent. As
you can see, we are some distance from that. The tradeoffs are, of
coHrse,,' ultimately things like how much information do we have to
collect?

Senator BAucus. I understand that.

_Mr. HasH. And what is the cost of that to get to the level of pre-
cision.
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Senator BAucus. Right. It is usually 25 percent is about the rea-
sonable maximum? .

Mr. HasH. I do not know. My—— ‘

Senator Baucus. I would like to ask Mr. Lieberman and Dr.
Scanlon.

Mr. HasH. I would like to yield to them on that point.

- Senator BAucus. Sure.

Mr. LIEBERMAN. Senator Baucus, let me make a couple of com-
ments. On the one hand, clearly, the PIP/DCG is better than its
predecessor. On the other hand, by most standards, it is not very
good. The man problem with the current system is how difficult it
would be to improve it. And although I think HCFA is making seri-
ous efforts to do that, it is an enormously difficult undertaking.
There are, as we discussed earlier, both data problems and data
manipulation problems.

The other part of the PIP/DCG question, though, is that there is
some very preliminary evidence that the current system not only
suffers from a limited ability to explain variations in cost but in
some limited or specific ways, it may—and I underscore that this
is very preliminary—it may systematically disadvantage some
plans that have enrolled sicker-than-average patients.

Senator BAucus. Mr. Lieberman, my question really is, is 25 a
good number to shoot for?

Mr. LieBERMAN. That is what the literature says.

Senator BAucus. What do you think?

Mr. LIEBERMAN. I think that we are going to be a long time get-
ting there. And therefore I would suggest that we need to think
about other ways to——

- Senator Baucus. All right. It sounds like it is quite difficult. But
does that suggest in the meantime we should work harder to de-
velop incentives for quality in care?

Mr. LIEBERMAN. Absolutely.

Senator BAuCUS. And how far along are we there? I mean, risk
adjustment is fairly recent it seems. What about quality incentives?

Mr. HasH. Well, one of the important parts of the BBA, Senator
Baucus, was the inclusion of very specific requirements about hold-
ing managed care plans and the Fee-for-Service Program to a
standard of quality improvement that is measurable. .

And so in our regulation that we published last June, we set
forth some standards that we announced in terms of data, perform-
ance measures that we are collecting, and the requirement for our
contracting plans to actually engage in performance improvement
projects at least two a year that have measurable outcomes that
show improvement. And we actually think on the quality for s)ur-
poses of our Medicare+Choice Program, we have put into place
some very strong measures to make sure the bar of performance
is high and that we have continuous quality improvement.

Senator BAucuUs. Well, my time has expired. This is just a sub-
ject which I think we are going to have to work a lot harder on and
develop a lot better than we have thus far. Thank you.

Thank you, Mr--€Chairman.

The CHAIRMAN. Well, thank you very much for being here, gen-
tlemen. We appreciate the excellence of your testimony. And we
will, I am sure, be in contact soon. Thank you very much.
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I will now welcome our second panel. We will hear from Robert
Cumming, Principal with the actuarial firm of Milliman & Robert-
son who is here today representing the American Academy of Actu- ~
aries. We will also hear from Seven deMontmollin with AvMed
Health Plan who will testify on behalf of the American Association
of Health Plans. And finally, Peter Smith who is Chief Executive
Officer of Ralin Medical. ’

Mr. Cumming, we will start with you if we may. Please proceed.

STATEMENT OF ROBERT CUMMING, PRINCIPAL, MILLIMAN &
ROBERTSON, INC., ON BEHALF OF THE AMERICAN ACADEMY
OF ACTUARIES, MINNEAPOLIS, MN

Mr. CUMMING. Good morning, Chairman Roth and members of
the committee. My name is Bob Cumming. I am a Principal with
the actuarial consulting firm of Milliman and Robertson located in
Minneapolis. I am appearing today in my capacity as a member
and representative of the Risk Adjustor’s Work Group of the Amer-
ican Academy of Actuaries.

Our volunteer work group was formed at the request of the
Health Care Financing Administration. The purpose of our work
group was to perform an actuarial review of the health status risk
adjuster developed by HCFA. This risk adjuster will be used start-
ir;g in the year 2000 to adjust payments to Medicare+Choice health
plans.

The analysis of our work group is summarized in a report which
was released by HCFA to Congress in March of this year. As de-
scribed in our report, the adoption of a new health status risk ad-
justment anment system is a significant change for HCFA and for
the health plans. And it may have a significant impact on the
health plans, on contracting health care providers, and on Medicare
beneficiaries.

There is a substantial risk for the Medicare system if the risk ad-
justment methodology does not work as intended. The possible neg-
ative consequences of this include the withdrawal of
Medicare+Choice plans from the marketplace, financial problems or
insolvency of health plans, and the reduction of benefits for Medi-
care beneficiaries.

Our work group concluded that the methodology that has been
developed by HCFA is actuarially sound, but with certain qualifica-
tions and concerns. On balance and with the phased-in approach
which has been recommended by HCFA, we believe the new risk
adjustment is a reasonable first step in what should be a long-term
evolutionary process.

Based on a review of the information and data provided by
HCFA, our work group did note a number of concerns in qualifica-
tions. The concerns mentioned in our report include, first of all,
there is a potential bias against managed care plans. That is there
is a possibility that managed care plans may be paid less than is
appropriate due to the new risk adjustment system. This is due to
the fact that the risk adjuster is based only on hospital inpatient
admission data.

This may penalize managed care plans that are more efficient in
managing care. It may also penalize managed care plans that are
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more efficient at preventing health care problems that would other-
wise require a hospital inpatient stay.

For exampie, if a health care plan is able to prevent some type
of flare-up of a disease or condition, they may ﬁrevent a hospital -
inpatient admission, but the end result is that they would be paid
less money by so doing, by that preventive effort. This is an unin-
tended and undesirable consequence.

The phase-in of the risk adjusters does to mitigate this concern
in the first year. However, we feel that this issue should be ana-
lyzed further as you move forward. Also, the work group rec-
ommends that the implementation of a risk adjustment system be
done, including both ambulatory or outpatient services as well as
the hospital inpatient services as soon as is feasible.

Our second major concern relates to the administrative feasi-
bility of implementing the new system while assuring data quality
and appropriate accuracy of the information. As mentioned, the
new payment system is a significant change for HCFA and for
health plans.

The processing by HCFA and health plans of large amounts of
new data and the completion of complex calculations to determine
the new payment system introduces certain uncertainty arc the
potential for data problems. To be actuarially sound, the new pay-
ment system needs to be carefully implemented with appropriate
audits and data quality checks.

Our opinion, as I mentioned, was a qualified opinion of actuarial
soundness. Our opinion was qualified since we were unable to fully
analyze HCFA’s proposal because of incomplete available data and
the fact that HCFA was continuing to implement the risk adjust-
ment as we were doing our analysis.

While HCFA has done much work in a short period of time to
develop the new risk adjustment system, much additional work re-
mains. The work group believes that HCFA should further modify
the risk adjustment model with additional information gained over
the next few years.

Our report to HCFA includes a number of recommended changes
to the risk adjustment methodology that the agenci should con-
sider as they go forward. The work group would like the oppor-
tunity to J)roviﬂe further comments on the new system as it is im-
plemented.

And I would be glad to answer questions of the committee at the
appropriate tirne. Thark you.

e CHAIRMAN T..ank you.

And now, we will call on Mr. deMontmollin.

d ['Iihe prepared statement of Mr. Cumming appears in the appen-
ix.

STATEMENT OF STEVEN DEMONTMOLLIN, VICE PRESIDENT
AND GENERA.L COUNSEL, AVMED, INC., GAINESVILLE, FL

Mr. DEMONTMOLLIN. Mr. Chairman and members of the com-
mittee, thank youv for this opportunity to testify on issues relating
to the iraplementation of the Medicare+Choice Program. I am Steve
deMontmollin, Vice President and General Counsel of AvMed
Health Plan based in Gainesville, Florida.
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AvMed is Florida’s oldest and largest not-for-profit HMO servin
nearly 80,000 Medicare members which, Mr. Chairman, woul
make us the 17th largest Medicare HMO in the country by enroll-
ment. We have participated in the Medicare Program since 1981.
Florida has about 768,000 Medicare+Choice beneficiaries of a total
Medicare population of 2.7 million or 28 percent of the total Medi-
care enrollment.

Now, you have heard Mr. Lieberman this morning talk about
getting to 28 percent penetration by the years 2007. Florida is
there presently. I will suggest, however, that unless changes are
made mid-course in the Medicare+Choice Program, neither Florida
or the U.S. will be at the 28 percent in the year 2007.

The growth rate into managed care during the 1990’s has
reached as high as 36 percent per year from the fee-for-service sys-
tem into the managed care system. For the years 1997 and 1998,
there were rates of growth of about 10 percent and 8.5 percent, re-
spectively.

It is important to understand that for the year 1999, the first
year of the implementation of the Balanced Budget Act, that
growth rate was at 1.7 percent. Regardless of how that number is

ressed up, the amount of growth into this program has been dra-
matically reduced. ]

I am testifying today on behalf of the American Association of
Health Plans whose membership includes most Medicare+Choice
organizations. I will begin by emphasizing that millions of Medi-
care beneficiaries are counting on Congress to guarantee the future
success of the Medicare+Choice Program.

They are the ones who have the most at stake in this debate.
Medicare beneficiaries may not care much about risk adjustment
and other complex policy issues, but they clearly understand the
fundamental concept of fairness. I believe many Medicare bene-
ficiaries would be seriously concerned if they knew about the un-
fairness of the Health Care Financing Administration’s approach to
implementing the Medicare+Choice payment system.

analysis of projections of the Medicare+Choice rates in each
county over the next 5 years shows a significant reimbursement
gap, often more than $1,000 opening up between the Fee-for-Serv-
ice Program and the Medicare+Choice Program. For example, this
gap will exceed $3,500 in the year 2004 for Dade County’s more
than 128,000 Medicare+Choice enrollees.

And I think that it begs the question to this committee, if the
Federal Government is going to have to spend as much as $3,500
more for each fee-for-service Medicare beneficiary in the year 2004
than it is spending on the 128,000 current Medicare+Choice bene-
ficiaries, is that a good value for the Federal Government.

For nearly half of these enrollees, the Medicare+Choice reim-
bursement will be between 72 and 85 percent of fee-for-service
Medicare payments in 2004, significantly exceeding any estimates
of alleged favorable selection by plans. Even in the smaller markets
that plans were expected to expand into, nearly half of
Medicare+Choice enrollees live in areas where the fairness gap will
be $1,000 or more in the year 2004.

This reveals a fundamental unfairness in the Medicare+Choice
payment system. No one should kid themselves that managed care
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plans will be the only ones hurt by this disparity. The stark reality
is that Medicare+Choice enrollees, especially lower income enroll-
ees will suffer if payments to their health plans are inadequate to
cover their health care costs.

We urge the committee to consider approaches that would help
reduce the fairness gap and restore stability to the
Medicare+Choice Program. These approaches would include at a
minimum making the risk adjuster budget neutral, as was Con-
gress’ intent I believe, as well as setting a floor below which pay-
ments could not fall, or eliminating the legislative reduction in the
Medicare+Choice payment growth rate.

We must also recognize that physicians and other health care
providers are affected by inadequate payments to Medicare+Choice
plans. HCFA’s risk adjustment methodology will exacerbate this
problem. Every dollar identified by HCFA as Medicare savings is
actually a dollar that cannot be used to pay providers or to finance
prevention initiatives and quality improvement programs.

Let me now focus on the implementation issues that are largely
responsible for these alarming payment disparities. HCFA’s risk
adjustment methodology would achieve tremendous savings at the
expense of Medicare+Choice plans and enrollees, $11.2 billion over
the next 5 years, though a system that Congress intended and the
CBO previously scored as budget neutral.

We are also concerned that HCFA’s risk adjustment methodology
reflects a strong bias against managed care. By relying solely on
inpatient hospitalization data, HCFA penalizes plans that reduce
hospitalization through disease management programs that im-
prove care for chronically ill patients.

Moreover, excluding 1-day stays will result in a distorted picture
of beneficiaries’ health causing certain Medicare+Choice enrollees
to appear healthier than they actually are. The end result of this
poorly designed methodology is that payment for the
Medicare+Choice population will be inadequate to cover the cost of
beneficiaries health services.

Without Congressional action this year, beneficiaries may find
access to their health plans jeopardized and that few choices are
available to them. Last year, AvMed sustained significant losses in
the Medicare Program and found it necessary to withdraw from 7
of the 25 counties in which we previously offered Medicare services,
affecting some 6,500 beneficiaries.

A large part of our not-for-profit mission is to serve the Medicare
and Medicaid populations. And we are hopeful that it will not be
necessary to withdraw from additional counties for the year 2000.

I urge the committee to act now to ensure that the
Medicare+Choice Program remains a viable foundation for long-
term structural reform.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.

[The prepared statement of Mr. deMontmollin appears in the ap-
pendix.] .

Mr. Smith?
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STATEMENT OF PETER SMITH, CHIEF EXECUTIVE OFFICER,
RALIN MEDICAL, BUFFALO GROVE, IL

Mr. SMITH. Mr. Chairman and members of the committee, my
name is Peter Smith. I am the Chief Executive Officer of Ralin
Medical, Inc., located in Buffalo Grove, Illinois. It is a pleasure to
come before the Finance Committee this morning to discuss some
concerns that we have with the proposed risk adjustment payment
methodology developed by HCFA.

In order to understand our concerns with HCFA’s proposed meth-
odology, Mr. Chairman, I think it is first important for the com-
mittee to understand how these changes affect organizations like
Ralin which provides health care services to some of the Nation’s
sickest patients, those with chronic illness. These are the 5 percent
mentioned earlier today that constitute about 95 percent of the
medical expenses in the system.

Ralin is the largest disease management company in the United
States. We have developed a very successful model for delivering
health care services in the managed care sector to patients suf-
fering from congestive heart failure, coronary artery disease, chron-
ic obstructive pulmonary, and diabetes.

With over 130,000 patient months of experience, we have a track
record in delivering better medical care to patients at less cost to
our customers. The vast majority of our patients are Medicare aged
and are enrolled in Medicare risk plans.

Our disease management system is called MultiFit which was
developed at Stanford. It is primarily a telephonic program in
which our nurse interacts with the patient and the patie:ut’s physi-
cian to extend what the physician can do between office visits, to
manage pharmaceutical compliance, diet, and lifestyle.

This is accomplished through contact with the patient and the
physician using various, well-tested tools validated and developed
by Stanford. We do retain the capability to do home encounters
with patients based on our relationship with over 90 home health
agencies which we subcontract with nationally.

The simple value proposition that we offer is that a managed
care can pay our fees with the result of better patient care, im-
proved medical management, patient and physician satisfaction,
and enough cost savings to cover our fees ami) still more. The finan-
cial savings that are achieved have definitely been through im-
proved clinical results at the same time.

In a survey of 5,000 Medicare risk heart failure patients over a
3-year period, we achieved a 62-percent reduction in hospital days,
a reduction of total medical expenses by 52 percent, the number of
patients eligible but not receiving appropriate medications decreas-
ing by 30 percent, functional status increasing by 10 percent, and
most importantly 97 percent of all the patients were satisfied with
the overall quality of care and services by the program.

As a resu?t of these types of outcomes since 1994, we have devel-
oped over 50 relationships with national, regional, and local man-
aged care plans. Our customers have been the early adopters of a
significant change in the health care delivery system. Most often,
we are at risk to improve historical financial results, plus clinical
quality of life, and patient satisfaction results.
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We are here today to express our basic agreement with the risk
adjustment concept as developed and presented by HCFA. The in-
tention to reimburse iiore for sicker and costlier patients seems
veg' appropriate.

owever, we have two basic concerns. First, plans that have
been leaders in the development of health promotional programs
will be penalized during the initial risk adjustment phase because
they exhibit a low number of hospitalizations relative to the health
status of their population. Second, going forward, plans would have
very little incentive to start or to continue health promotional pro-
grams due to poor incentives.

Simply stated, the more hospitalizations occurring, the higher
the reimbursement under the risk adjustment methodology. The
fewer number of hospitalizations occurring due to health promotion
%;'ggrams, such as ours, the lower the proposed reimbursement.

is creates the same financial result for a plan not investing in
disease management as for a plan that does make such an invest-
ment. This clearly rewards those with no programs and penalizes
those who have initiated programs.

We have presented this concern to officials of HCFA on April
28th along with an independent analysis we used, using a live data
base to confirm our own internal review. This analysis and exam-
ples to illustrate the point are pare of the longer testimony that I
submitted as part of the record. I would be happy to comment later
on.

I believe it is fair to say, Mr. Chairman, that while HCFA was
not prepared to agree on the spot with our conclusions, they agreed
it might make sense to reevaluate their methodology in the context
of the issues we raised. And they agreed to consider our rec-
ommendation.

We proposed one possible remedy. Under our proposal, if a pa-
tient is in a plan that meets HCFA’s program standards for a spe-
cific risk adjustment category into which the patient has been in-
dexed, then as long as the plan continues to meet HCFA’s stand-
ards, the ﬁatient would remain in the specific PIP/DCG regardless
of hospitalization.

Conversely, if the plan’s program at any time fails to meet
HCFA'’s program standards for the specific category, the patient’s
reimbursement could be reduced until the plan again meets the
standard. This would involve HCFA actually using its quality
standards under their own quality improvement system for man-
aged care, QISMC guidelines. ;

Many possibilities exist, Mr. Chairman. We would like to work
with the committee and HCFA to adopt an a%propriabe method-
ology, pilot testing these suggestions during the phase-in would
avoid irreparable harm to the promotion of a worthwhile disease
management program.

One last point, it is worth reemphasizing. The appropriate risk
adjusted methodology to promote good health maintenance pro-
grams should be based on incentive, aligning these incentives (i)rop-
erly. When they are aligned properly, both the patient and the
health care system would benefit.

I welcome any questions.

[The prepared statement of Mr. Smith appears in the appendix.]
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The CHAIRMAN. Thank you, Mr. Smith.

*Let me ask you,, Mr. Cumming, on a comment Mr. Smith just
made, would you and other members of the academy feel more
comfortable if HCFA were to try the new risk adjusters in a few
markets, as a demonstration program, before going Nationwide?

Mr. CUMMING. Our work group did look at that particular issue
and made a number of observations and recommendations. There
are certainly tradeoffs to that type of phase-in approach.

The potential issues related to that would involve making sure
that the markets that you do look at include a broad cross section
of the markets out there, including urban and rural, high cost and
low cost, high managed care penetration and low managed care
penetration.

Another issue relates to the managed care plans that are in the
Earticular markets where it is phased in. They may feel that they

ave a unfair advantage versus other managed care plans that are
not in markets where there is such a phase-in.

The CHAIRMAN. If you have a demonstration program what
would be the period of time necessary to make them effective?

Mr. CUMMING. Our work group did not look at that particular
issue, but we would be happy to get back to you with some written
comments on that.

The CHAIRMAN. Mr. Smith, do you have any comment on that?

Mr. SMITH. We made a proposal that basical 13(/ said that between
now and the end of this year that you could take certain PIP/DCG
categories and 'establish quality standards using the QISMC basis
and that then during the first half of next year, you could evaluate
the plans using the standards that have been achieved.

And by the time you came to the end of the year 2000, you would
be able to actually implement our proposal. And then, fiom there
on, it would become a rolling program over the next 3 years is basi-
cally what we were suggesting. ,

The CHAIRMAN. Let me turn back to you a minute, Mr.
Cumming. HCFA claims that Medicare+Choice plans are overpaid
by 7.6 percent which the agency is attempting to correct through
the current risk adjustment methodology. In assessing the appro-
priateness of this risk adjuster, did the academy work group verify
this overpayment figure?

Mr. CUMMING. The academy work group did not look at the level
of possible overpayment. We do agree that HCFA’s analysis shows
that if they do irnplement the hospital inpatient risk adjust-
ment system they have progosed that that would lead to about a
7 to 8-percent reduction in the payment levels to health plans.

The work group does believe though that the HCFA should move
as quickly as possible to a system that incorporates not only hos-
pital inpatient data, but also ﬁhysician data and other ambulatory
information to build a comprehensive risk adjustment system. And
that may certainly have somewhat different results, but we have
not analyzed that at this point. :

The CHAIRMAN. Mr. deMontmollin, what are the principal obsta-
cles to private plan participation in the Medicare Program?

Mr. DEMONTMOLLIN. I think that Mr. Lieberman addressed a
number of them. And I thin that they were also addressed by the
GAO witness. And that is the inability under the BBA and also the
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HCFA administrative guidelines for flexibility to design benefits
and supplemental premiums from county to county, the inability to
recognize the difference in the payment rate in a particular county,
and the difference in the ability or the feasibility of contracting
with providers in those counties.

We are going to be talking about something called provider push-
back. The managed care backlash has resulted in providers becom-
ing embolden to demand amounts of money for reimbursement, re-
imbursement that they expect to be made whole from the cuts in
the Balanced Budget Act. They feel like they are going to make up
22 percent at the hospitals by going to the HMOs and demanding
much higher increases in their payments.

The payment rate itself. Last year, a 2-percent payment increase
with a one-half of 1 percent taken back because the 16 percent of
managed care plans were paying the entire cost of the education
program, some $95 million. That resulted in taking back one-half
of a percent of the increase of 2 percent to our plan.

The provider push-back, I have talked about. Drugs in my plan
increased by 33 percent last year. We expect increases of 22 per-
cent in the commercial area and in excess of 35 percent in the
Medicare area.

The percentage point reduction which is the double whammy
that currently is being reduced in the capitation payment, the
Medicare+Choice plans is exacerbating the reduction from 20 per-
cent that BBA provides for managed care plans.

The risk adjuster, you have heard some reasons why plans like
ours that has a congestive heart failure disease management pro-
gram where we say to a patient when we find out that she has con-
gestive heart disease, that we say to her we want to make sure
that you are Lacex or the other appropriate medication. Do you
have a scale? If you do not have a scale, we are going to provide
you one because your weight within range is very important, not
because this is going to save us money, but because we know that
if that patient goes in the hospital three times with a diagnosis of
congestive heart failure, her chances of surviving 6 months after
that third hospitalization are cut in half. It is a quality of care
issue that I think Mr. Smith addressed very well.

The graduate medical education reduction in the capitation pay-
ment to HMOs is another perfect example. Our headquarters is in
Gainesville, Florida, the home of the fighting Florida Gators at the
University of Florida. It has a tremendous health care teaching
hospital and medical school.

Our contract with that hospital did not go down to reflect GME
payment reduction. In fact, it went in excess of 30 percent. We can
make the same statement at the University of South Florida and
the University of Miami Medical School.

So the issue is are we talking about business decisions that we
are worried about? These are all business decisions. How do we
stay in business given these circumstances?

Two-thirds of all HMOs in Florida, 26 of 34 fail to make a 2-per-
cent solvency requirement required by the Department of Insur-
ance in Florida last year. As of September 30, 1998, the aggregate
losses in managed care in Florida was $60 million. We are talking
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about an industry that is beleaguered, not an industry that is
flushed and is feasting on the rest of the health care industry.

The CHAIRMAN. Senator Chafee.

Senator CHAFEE. Thank you, Mr. Chairman.

I just want to comment on the statistics you have Mr. Smith.
Your pages are unnumbered, but I think it is about page 3. They
are remarkable. And as I understand, this all stems from this tele-
Ehonic association that you have. Could you just briefly explain

ow this thing works?

I mean, if you are able to save money like this primarily coming
from the reduction of hospital admissions, I take it, and the length
of hl;)?spital stays, it is really remarkable. How does this system
work?

Mr. SMITH. I would be glad to comment on it. First of all, most
of our relationship has been with managed care. And one comment
I would make is because the system is fundamentally telephonic,
the Health Care Financing Fee-for-Service Program does not pay
for this type of assistance.

If you look at most congestive heart failure patients, about 70
Eercent of them are in the fee-for-service side, but the model has

een developed in managed care because they had the ability to
adopt the program. What happens is we make a contractual rela-
tionship with a managed care customer. They began to look into
their data base for patients whe have heart failure as an example."
And they also look for the names of the physicians of those pa-
tients.

We then begin an enrollment j)rocess where we contact the phy-
sician, explain our program, and gain their endorsement to enroll
the patient. So all patients are enrolled with the endorsement of
the physician.

Within 24 hours, we do a home visit to the patient which consists
of both a physical and an environmental assessment. That informa-
tion is dunned through one of our subcontracted home health agen-
cies.

At this point, all that information is then passed to our nurse
who is an employee of our company who works with the patient
and the doctor on a long-term basis. It’s almost like having a per-
sonal and a coach who is an expert because all of our nurses are
specialists in critical care nursing.

And they work over the phone with the patient, using the
MultiFit management system. There are patient education mate-
rials as part of MultiFit. There is a chronological time line that dic-
tates what actions should be taken at various intervals with the
patient with the knowledge and support of the physician.

And what you are really doing is you are saying the patient
should be on certain medication. Sometimes, they are on other
medications that they should not be on. So we are working with the
doctor to sort that out. We are making sure that the patient com-
plies with the medication once they are on it and that they get to
a targeted dosage level which means they will not have side effects.

And we also work on their diet and their lifestyle. And they
know at any time day or night they can reach us. We are basically
a safety net. And we encourage them to become very involved in
their own disease, for example, identifying themselves the symp-
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toms that can lead to trouble, learning how to comply with their
diet which is not as easy as one might think.

So the philosophy is a long-term relationship with the patient
over time. And I agree with you. These results have been remark-
able, but the best thing about it is the quality of life for the patient
is so dramatically increased that our patient’s satisfaction levels
are up. The physicians are happy because they have a much better
patient. And at the end of the day, we are saving considerable
amounts of money for the system.

Senator CHAFEE. Well, I would think so.

Thank you very much, Mr. Chairman. I appreciate the oppor-
tunity. .

The CHAIRMAN. One final question, Mr. Smith. Could you please
describe briefly the analysis that your company conducted that you
believe indicates that the proposed risk adjustment methodology
rewards plans that do not adequately manage an illness?

Mr. SMITH. I would be happy to do that. We created what I
would call scenario A and scenario B. In scenario A, we actually
took our own data base and worked with an independent company
%Cgoston that actually worked with HCFA to develop the PIP/

And in that, we found about 1,000 patients that would be able
to have 12 months of medical data so that they could go through
the indexing process on a simulated basis. And all 1,000 of these
patients ended up in the DCG category for heart failure.

And then, these patients had 12 months of additional data so
that we could actually follow what happened to these patients in
our program. And the interesting thing was there was a dramatic
decrease in hospitalization because of the program.

And as a result of that, there was a certain amount of reimburse-
ment associated with these patients. And you could look at the re-
imbursement and you could look at the lower cost. And you could
find out how the health plan came out. And so we had a certain
result of going through that whole process.

In scenario B, we simply took all the available medical literature
which basically indicates that in any group of patients who have
heart failure, if they’re in an unmanaged program, about 50 per-
cent of them will be re-hospitalized within 6 months.

And we have redistributed the patients into the DCG bucket
which meant that there were more hospitalizations and higher re-
imbursements, but the costs were also equally as high.

So when you took the difference between the reimbursement and
the cost under scenario A and you took the difference between the
reimbursement and the cost under scenario B, the bottom line to
the plan that was involved was the same.

And that really mathematically indicated that the plan had no
great incentive to try to avoid these hospitalizations and run this
kind of program. And that is what is in the detail of the record.
And we were able to show that.

And one other interesting comment, although all of the out-
patient data is not completely there, there is some outpatient data
methodology. And we asked our group to apply that. And it did im-
prove the results of the health plans, but only marginally. And
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when we met with HCFA, that data was also presented. And they
recognized that issue.

The CHAIRMAN, Well, gentlemen, the hour is growing late. We
appreciate your being here. Undoubtedly, as we proceed with the
work in this area, we will be in contact with you, but I want to ex-
press my appreciation to all three of your provi&ing very valuable
testimony.

The committee is in recess.

[Whereupon, at 11:53 a.m., the hearing was recessed.]
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OPENING STATEMENT OF HON. WILLIAM V. ROTH, JR., A U.S.
SENATOR FROM DELAWARE, CHAIRMAN, COMMITTEE ON FI-
NANCE

dThe CHAIRMAN. Good morning. The committee will please be in
order. .

Today the committee will continue addressing the impact of the
Balanced Budget Act on Medicare, focusing specifically on the fee-
for-service program.

Approximately 85 percent of the 39 million beneficiaries in Medi-
care are enrolled in fee-for-service. The Balanced Budget Act cre-
ated well over 150 changes affecting providers and beneficiaries in
traditional Medicare. '

Four main prospective payment systems were mandated by the
Balanced Budget Act, affecting skilled nursing facilities, home
health agencies, outpatient services, and rehabilitation hospitals.
With Medicare annual growth rates at 10 percent prior to the BBA,
the prospective payment systems are a major step towards control-
ling the growth in Medicare spending.

It is through the many provisions in the Balanced Budget Act
that projected solvency dates for the Hospital Insurance Trust
Fund were originally extended. Although it is important to evalu-
ate and monitor implementation of the BBA provisions in the fee-
for-service program, it is equally important to assess the impact
these provisions have had on providers and beneficiaries.

During the hearing, the committee will examine the major BBA
provisions more closely and identify key issues on which the com-
mittee should focus. It is important that the issues identified can
be fully substantiated. In addition, in each case it is necessary to__.
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identify whether HCFA can exercise its administrative authority or
whether statutory changes are needed by Congress.
Senator Baucus? :

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA

Senator BAucus. Thank you, Mr. Chairman.

All of us have heard about problems created by the Balanced
Budget Act and the concern that perhaps the cut back in payments
to providers have gone too far. I think it is very important for us
tcday to listen to those concerns and, with the panel, explore the
deg:zg to which that has happened.

nd, in some sense, and in my judgment even more impor-
tant, is to try to find some kind of a framework, some kind of
benchmark or criteria which would help us not only now, but in the
future, answer these kinds of questions.

It is one thing for a provider to say, we need more money. That
very well could be true in many cases. But it is something else to
try to determine what I think 1s more important, namely, how we
make those decisions and what the criteria are and what the struc-
ture formulation might be.

It is very clear to me that the cuts have had a disproportionate
effect in different parts of the country, and certainly for rural
States, very much. I hear it constantly when I am home, and in
the data provided to me it seems quite clear.

So my strong hope, Mr. Chairman, and it is my expectation and
my belief, that when we finish today and the other Medicare hear-
ings which I think you might have scheduled, that we would be in
a much better position to know just how valid those claims are.

I think there is validity in a lot of the claims, in how much we
restore and what criteria we use, which will provide us with guid-
ance not only today, but hopefully more in the future.

The CHAIRMAN. Thank you, Senator Baucus.

It is now my pleasure to welcome the witnesses from our first
panel. Dr. Bob Berenson is director of the Center for Health Plans
and Providers at HCFA; Dr. Paul Van de Water is associate direc-
tor for Budget Analysis at the Congressional Budget Office. I sort
of feel I do not have to introduce Dr. Wilensky or Dr. Scanlon. We
appreciate their willingness to be here on many occasions, and wel-
come them once more.

We ask that each witness limit his testimony to five minutes.
The full statement will be included as if read.

Dr. Berenson, would you please begin?

STATEMENT OF ROBERT A. BERENSON, M.D., DIRECTOR, CEN-
TER FOR HEALTH PLANS AND PROVIDERS, HEALTH CARE
FINANCING ADMINISTRATION, WASHINGTON, DC

Dr. BERENSON. Thank you, Mr. Chairman. Thank you for invit-
ing us to discuss the impact of the Balanced Budget Act on Medi-
care fee-for-service beneficiaries and providers.

The BBA expands preventive benefits and it includes payment
reforms that are critical to strengthening and protecting Medicare.
We have implemented now more than half of the BBA’s 335 provi-
sions affecting our programs at HCFA, including the new preven-
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tive benefits such as diabetes education and a prospective payment
system for skilled nursing facilities.

In most cases, the statute prescribes in great detail the changes
we are required to make. We are committed to affording providers
maximum flexibility within our limited discretion.

Change of this magnitude always requires adjustment. It is not
surprising that market corrections would result from such signifi-
cant legislation. Our first and foremost concern must be the effect
of policy changes on access to affordable quality health care for
beneficiaries.

We are proactively monitoring the impact of the BBA to ensure
that beneficiary access to covered services is not compromised, but
we should be cautious about making changes to the BBA until we
consider information and evidence of problems in beneficiary access .
to quality care.

We are increasing our activity in monitoring the impact of the
BBA to ensure that access is not compromised. Currently, we are
working hard to gather data from media reports, beneficiary and
provider groups, area agencies on aging, State Health Insurance
Assistance programs, our various contractors, State health officials.
We are examining information from the SEC and Wall Street ana-
lysts on the circumstances that companies face.

We are monitoring Census Bureau data on trends and profits in
each service industry. We are monitoring Bureau of Labor Statis-
tics on employment trends. The HHS Inspector General’'s Office
will be working immediately to study the impact of the rehabilita-
tion therapy caps. I would add that some of the work done by some
of the other organizations here is also helpful in this monitoring ac-
tivity.

They will also study whether hospital discharge planners are
having trouble placing beneficiaries in home health care or skilled
nursing facilities, and we have established a work group to develop
an ongoing strategy for monitoring home health access.

It is clear that the BBA is succeeding in promoting efficiency in
extending the life of the Medicare trust fund. However, the BBA
is only one factor contributing to changes in Medicare spending.

Our actuaries tell us that low inflation from a strong economy
and aggressive efforts to pay correctly and fight fraud, waste, and
abuse are having a significant impact on total spending.

We have significantly decreased the number of improper pay-
ments made by Medicare. For the first time ever, the hospital case
mix index is going down due to efforts to stop upcoding. Some of
- the slow-down in spending-growth results from slower claims proc-
essing and payment during the transition to new payment systems.

The BBA also is only one factor contributing to provider chal-
lenges in the rapidly-evolving health care marketplace. Efforts to
pay correctly and promote efficiency may mean that Medicare no
longer makes up for losses or inefficiencies elsewhere.

We are concerned about reports about the financial conditions of -
some providers. However, it is essential that we delineate the
BBA's impact from the effects of excess capacity, discounted rates
to other payors, aggressive competition, and other market factors
that are not causeg i:r the BBA.
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We look forward to continuing to work with this committee to
iuentify problems. We will keep you up to date on the status of our
implementation of the BBA, as well as this new focus on moni-
toring its impact. I thank you for holding this hearing and I will
be hnappy to answer questions,
dii.'lihe prepared statement of Dr. Berenson appears in the appen-

The CHAIRMAN. Thank you.
Dr. Van de Water?

STATEMENT OF PAUL VAN DE WATER, PH.D. ASSISTANT DI-
RECTOR FOR BUDGET ANALYSIS, CONGRESSIONAL BUDGET
OFFICE, ' fASHINGTON, DC

Dr. VAN DE WATER. Thank you, Mr. Chairman. I am pleased to
represent the Congressional Budget Office at this hearing on the
impact of the Balanced Budget Act on Medicare’s fee-for-service
program.

In August 1987 when the BBA was enacted, CBO estimated that
it would reduce Medicare spending by a total of $112 billion over
the 19982002 period, compared with prior law.

Taking into account the effects of the BBA, we then projected
that Medicare spending would grow from $189 billion in 1997 to
$200 billion in 1998 and $210 billion in 1999.

In the nearly 2 years since the BBA was enacted and CBO made
those estimates, Medicare’s spending has grown much less rapidly
than CBO roi')ected in August 1997. Actual outlays in 1997 and
1998 were $1 billion and $9 billion, respectively, below those pro-
jections. Spending for the current fiscal year, 1999, is on a course
that would put it about $20 billion below CBQ’s 1997 projections.

What has caused this unexpectedly slow growth in Medicare
spending? Although the data do not provide a clear answer, CBO
believes, as Dr. Berenson has indicated, that a key factor is im-
proved compliance with Medicare uﬁayment rules.

Our 1997 projections did not fully anticipate the effects of Oper-
ation Restore Trust and other of the Medicare program’s efforts to
combat fraud. Medicare’s contractors have screened claims more
rigorously, and the Departments of Justice and Health and Human
Services have pursued a wide range of health care providers
through investigations and lawsuits.

A second factor in the slow-down is an increase in the time Medi-
care takes to process claims. The expanded compliance activities,
combined with major efforts to prepare computer systems for 2000,
have contributed to longer payment lags, which exert a substantial
influence on Medicare outlays.

Does the substantial shortfall in spending also reflect an under-
estimate of the effects of the Balanced Budget Act? For the most
part, we believe the answer is no. With one possible exception,
CBO’s estimates of the Medicare provisions of the BBA still seem
reasonable.

The one policy for which CBO may have underestimated savings
is the interim payment system for home health agencies. Like
other elements of Medicare, home health spending has been af-
fected by stronger antifraud initiatives and longer payment lags. In
addition, however, home health agencies appear to have shown an
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unexpectedly cautious response to the per-beneficiary limits under
the interim payment system. That limit applies to aggregate pay-
ments. Payments for individual beneficiaries may exceed the limit
as lonﬁ as the average payment for all beneficiaries served by a
home health agency does not exceed the ger-beneﬁciary limit. %nt
some agencies apparently believe that the limit applies to each
beneficiary and may be cutting off services to patients who have
reached the per-beneficiary limit. Thus, the average payment per
beneficiary is well below the allowable amount.

CBO is currently updating our projections of Medicare spending,
and we will release them in a few weeks, on July 1, as called for
in the budget resolution. ,

Because the rate of Medicare spending through May of this year
has been lower than CBO’s most recent projection and about 2.5
percent below that for the first 8 months of last year, our July pro-
jections of Medicare spending for the current year, 1999, and next
year will probably be several billion dollars below our previous esti-
mates.

Medicare will replace the interim payment system for home
health services wiﬂl\) a prospective payment system in 2001. Be-
cause that system will remove much of the uncertainty about pay-
ments that may have contributed to the current apparent drop in
utilization, spending for home health services could well rebound in
2001 and subsequent years.

Therefore, CBO does not now anticipate significantly revising its
projections of spending on home health or on other categories of
Medicare services beyond 2000. CBO expects that total Medicare
spending will resume growing at an average rate of 7 to 8 percent
a year in the decade r 2000.

Thank you, Mr. Chairman.

['Igili })repared statement of Dr. Van de Water appears in the ap-
pendix.

The CHAIRMAN. Thank you.

Dr. Wilensky?

STATEMENT OF GAIL WILENSKY, PH.D., CHAIR, MEDICARE
PAYMENT ADVISORY COMMISSION, WASHINGTON, DC

Dr. WILENSKY. Thank you, Mr. Chairman. Thank you for inviting
me to appear before you and the rest of the members of the com-
mittee. My name is Gail Wilensky, as you indicated, and I am here
as the chair of the Medicare Payment Advisory Commission.

We have a number of recommendations that have been included
in our March report on payment, and on the June report that was
released last week on broader issues in Medicare.

I would like to summarize several of the recommendations that
we make as they affect hospitals, skilled nursing facilities, home
care, and physicians. Detail about that is both in my testimony
and, of course, in the reports themselves.

The first point, is there clearly has been a slow-down that has
been greater than has been anticipated. We agree with the com-
ments that my two colleagues who have spoken %reviously made as
to why that slow-down has occurred, that has been greater-than-
anticipated response to fraud and abuse efforts by the Department
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of Justice and the Inspector General, and also the slow-down in the
payments.

ost peoglle believe that the slow-down will not be a permanent
part of Medicare throughout the 5-year budget period. Therefore,
while we believe that there are some targeted changes that would
make the Balanced Budget Act better, we urge caution in terms of
the kind of changes that you make.

We certainly are not in any way suggesting a wholesale redo of
the Balanced Budget Act, but, rather, we have suggested some
areas where, if you are goin%‘to make changes, we think you could
improve the functioning of the Balanced Budget Act. I would just
like to summarize a few of those areas.

With regard to inpatient hospital, we believe that the payments
that exist under the Balanced Budget Act are within the range that
MEDPAC would have been recommending to the Congress, using
the protocols that had been used in the predecessor commissions.

So, while we know there has been concern raised, we think it is
very important to monitor the effects. We acknowledge that our lat-
est data, and the latest data anyone else has available as well, is
from 1997, which is before all of these changes occur.

We believe that the change that is in place, the recommendation
that would be about a 0.9 tYiercent; increase in the amounts paid to
hospitals, is consistent with what we would recommend for inpa-
tient spending.

With regard to outpatient spending, however, we have some dif-
ferent concerns. As we have already indicated to you in our earlier
report, we think the prospective payment system that has been
suggested by the Health Care Financing Administration is too ag-
gregative.

Wha: that means, is there will be some payments that will be
more than appropriate and some payments that will be less than
appropriate for procedures in a classification.

articularly when you compare it with the fee schedule that we
use for physicians, which is where a lot of the services would other-
wise be performed if they were not performed in the outpatient de-
partment.

We also recognize that it appears that the slow-down in spending
that will come under prospective payment is greater than what was
initially projected. Initially, it was thought to be about 3.8 percent.
Current projections are about 5.7 percent. That is a significant in-
crease.

In general, what we have recommended is to phase in payment
changes to try to minimize the impact in any one year and allow
for some kind of recovery, or mid-course correction, if that appears
to be appropriate.

So it is an issue that, if the operational details can be worked
out, we think that the Congress should consider with respect to the
imﬂementation of the outpatient PPS.

t me talk a minute about the skilled nursing facilities. A lot
has been written anecdotally about problems that peoile are hav-
ing getting into skilled nursing facilities. We do not have timely
data about what is happening.

We have, however, recognized that there is concern and some
preliminary evidence that the resources required to take care of the
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sickest patients in nursing homes, the so-called high-acuity pa-
tients, aoes not get matched by a differential or an increased
amouit of payment.

We have_recommended that there be a refinement to this pay-
ment system. We have cautioned that, if that does not happen, you
might see access problems developing, particularly for the sickest
patients. We think this is an area, if you are going to make
changes, that ({ou might give some serious consideration to.

With regard to home care, our concerns are about the reported
declines in the number of services being provided to users, but we
are very frustrated in the difficulty we have in making a rec-
ommendation because of the lack of information about the clinical
needs of patients and the inability that means to devise a reason-
able payment system.

We have suggested that because we think that it is likely that
the Health Care Financing Administration will not be able to im-
plement the prospective payment for home care in a timely way,
that home care providers be allowed to exclude a small number of
their patients, maybe in the neighborhood of 2 percent, from the
current limits of the interim payment system in order to protect
the very sickest patients while some of the changes are worked out.

We would like to remind the Congress also that, while we have
seen some declines being reported, it is after a 10-year period of
very rapid increases in both the number of people being served and
the number of services being provided.

Since we do not have good clinical criteria to compare use and
clinical characteristics of gatients, we are more in the position of
knowing that there had been very rapid increases, and now we
have seen some declines and we do not know a whole lot more than
just that.

Let me finish by saying that we have some smaller technical cor-
rections that we have suggested with regard to the physician pay-
ment, particularly with regard to the sustainable frowth rate.
There is no ability to make corrections for errors and projections.
That is not a good idea. It would require a relatively small change.

Again, let me caution you that, while it is not surprising that,
given the magnitude of the changes in the Balanced Budget Act,
that there would be some areas that would be suggesting them-
selves for revision, that that is not the same as doing wholesale
changes to the Balanced Budget Act, and you would find yourself
back to where you were pre-1997.

" [’lihe prepared statement of Dr. Wilensky appears in the appen-
ix

The CHAIRMAN. Thank you, Dr. Wilensky.
Now, Dr. Scanlon. It is always good to have you here.

STATEMENT OF WILLIAM J. SCANLON, PH.D., DIRECTOR,
HEALTH FINANCING AND PUBLIC HEALTH ISSUES, HEALTH,
EDUCATION, AND HUMAN SERVICES DIVISION, GENERAL AC-
COUNTING OFFICE, WASHINGTON, DC

Dr. SCANLON. Thank you very much. It is a pleasure to be back.
I am very pleased to be here today, Mr. Chairman and members
of the committee, as you consider the implementation of the fee-for-
service portions of the Balanced Budget Act.
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The BBA set into motion significant changes that both attempted
to modernize Medicare’s payment methods, as well as to reign in
spending. Those reforms continued the movement away from cost-
based reimbursement towards prospective payment for services,
adopting the model that has been successful in terms of curbing
acute care hospital spending.

I would like to focus today in my remarks on the changes affect-
ing skilled nursing facility and home health agencies, on which we
have either reported to you or are doing work currently.

The Balanced Budget Act directed the development of similar
prospective payment systems for other types of fee-for-service pro-
videz:(sl, but the reforms are furthest along for these two types of
providers.

Concerns by both the SNF and home health industries has been
raised about the changes’ impact on the financial viability of pro-
viders, and they also have asserted that the beneficiaries’ access to
servic‘:’es may have been compromised. How valid are these con-
cerns?

The BBA made necessary and fundamental changes to Medi-
care’s payment methods for both SNF and home health agencies to
slow spending growth, while appropriately protecting beneficiary
care.

Prior to the Balanced Budget Act, spending on both services was
growing rapidly. No analyses supported why it should be growing
rapidly, and there were significant concerns that fraud and abuse
played a role.

While refinements may be required to make these payment sys-
tems more effective, their design intentionally makes inefficient
providers change their practice patterns to remain in the Medicare
business.

We believe that the industry concerns about the financial viabil-
ity of SNF's operating under a prospective payment system need to
be investigated and we are undertaking such a review for you.

At this point, though, the concerns are not substantiated. I would
note several factors that suggest that the prospective payment sys-
tem’s impact on the viability of SNFs may be less severe than
been claimed by providers.

Medicare is a small portion of most SNF’s businesses. Further-
more, only one-quarter of Medicare’s reimbursement is currently
based on the prospective payment system. The remainder of the
payment reflects the facility’s own historical spending, spending
that may be inflated due, in part, to excess provision of ancillary
services in the past.

Indeed, prospective rights may have been set too high, on aver-
age, rather than too low, and providers are over-compensated rath-
er than under-compensated. Nevertheless, it seems certain that
modifications to the prospective payment system are appropriate.

There is evidence, as Dr. Wilensky indicated, that payments are
not appropriately targeted to patients requiring extensive, costly
care. The potential access problems that may result from this
under-paying for high-cost cases will likely result i some bene-
ficiaries staying in acute care hospitals rather than foregoing care.
This should provide some safety net while modifications are made.
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HCFA is aware of this problem that payments are not adequately
targeted to high-cost patients and is working to address it.

The impact of payment reforms on home health agencies has
been more noticeable because Medicare is such a major share of
these agencies’ business. The IPS, interim payment system, was
implemented without a transition. The number of Medicare-cer-
f)iﬁecllglégzme health agencies has declined by 14 percent since Octo-

er .

Utilization has returned to 1994 levels, which was the base year
for the interim payment system, since the number of home health
agencies had virtually doubled between 1990 and 1997 and bene-
ficiaries are still being served by other 9,000 agencies, approxi-
mately the same number that were available in 1996.

Agency departures were heavily concentrated in a few States and
in urban areas. In each instance, many agencies remained to serve
beneficiaries. Concern exists about rural areas, where only a few
agencies may have initially existed.

Our interviews with home health agencies, advocacy groups, and
others in rural areas that lost a significant number of agencies in-
dicated that the recent decline in agencies had not impaired bene-
ficiary access.

The drop in utilization does not appear to be related to home
health closures. It is consistent with the interim payment system’s
incentives, however, to control the volume of services provided to
beneficiaries.

In short, after years of substantial increases in visits, much of
which has proved to be inexplicable, the interim payment system
has curbed the growth in home health spending.

Our interviews suggest that some of the decline in utilization ap-
Eears to involve greater sensitivity to who qualifies for the home

ealth benefit. The sense is that some who do not qualify, but who
may have been served in the past, are not receiving services now.

While access generally has not seemingly been impaired, there
are indications, however, that some beneficiaries who are likely
more costly to serve are having more difficulty in obtaining home
health services.

This is because the revenue caps imposed by the interim pay-
ment Sf'stem are not adjusted to reflect variations in patient needs,
a problem that should be ameliorated with the implementation of
the prospective payment system.

It is essential that HCFA, in designing the prospective payment
system, adequately adjust payments to account for the wide dif-
ferences in patient needs. We agree with MEDPAC that if the pro-
spective payment system cannot be implemented promptly, some
mechanism to protect access for these patients is important.

In conclusion, I would note that the BBA made necessary and
fundamental changes to Medicare’s payment for both skilled nurs-
ing facility and home health agencies in order to slow spending
growth while preserving appropriate beneficiary care.

Further refinements are probably required to make these sys-
tems more effective. However, the intentional design of these sys-
tems is to require inefficient providers to adjust their practice pat-
terns to remain viable.
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It is important that the implementation of these payment mecha-
nisms is monitored to ensure that the correct balance between ap-
propriate beneﬁciari,;1 access and holding the line on Medicare
spending is being achieved. In addition, thorough analysis or a fair
trial of the provisions over a reasonable period of time is critical
before fundamental modifications are made.

Mr. Chairman, that concludes my statement. I would be happy
to answer any questions that you or others have. Thank you.
dil["Iihe prepared statement of Dr. Scanlon appears in the appen-

The CHAIRMAN. Thank you, Dr. Scanlon.

Dr. Berenson, you have heard Dr. Wilensky and Dr. Scanlon talk
about the problem of access experienced by medically complex pa-
tients, both in skilled nursing facility and home health care.

Could you please discuss what steps HCFA is taking to address
this, and provide any further recommendations Congress should
consider to ensure beneficiary access?

Dr. BERENSON. Yes. In the area of SNFs, skilled nursing, there
is the concern about patients who are ventilator-dependent or have
other subacute needs, more so than the lower acuity nursing home
~ patient.

I would, first, point out that the payments that do go to the nurs-
ing homes include those payments, but it may be that the case mix
system that is currently in place underestimates the special needs
of those patients.

So we have a contract out now with APT Associates. We expect
the results by the end of the year and we will be in a position to
recommend what changes in the relative weights we could put into
,;vlhace for next 1f'ear if we find that, in fact, we are under payin[i;

ere may well be a problem there, and we are doing the researc
now to look into that.

With regard to home health care, in the system that we are pre-
paring, and we really are confident that it will be ready by October
1 of xiext year, as required, that we will be case mixing appro-
priately.

Part of that does depend on our ability to get OASIS data, based
on patient assessments, to complement the research that we are
doing. But we share with the others the concern about case mix,
the need to capture costs associated with high acuity patients.

The CHAIRMAN. Let me ask you this. Recently, HCFA reported a
5.7 percent reduction in spending, approximately $4.5 billion over
5 years to hospitals under the outpatient prospective payment sys-
tem.

Would you please describe the source of this reduction and
HCFA’s plan, if any, to address the cut administratively?

Dr. BERENSON. Yes. We do not think we have a lot of discretion.
The statute basically requires us to set a target aggregate payment
for the outpatient system to determine the conversion factor that
will be applied to the groups of services that we pay for.

The law provides that we use an estimate of the sum of the total
payments that would be payable from the Medicare trust fund
under the current payment system in 1999, and the beneficiary co-
paymenltgglglat would have been made under the new payment sys-
tem in R
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Under the new %ayment system, beneficiary co-payments are tied
to the median of charges rather than the mean of charges. The me-
dian of charges is significantly below. So, the estimate is a com-
bination of what Medicare would have paid out of trust funds and
what beneficiaries would pay under the new system.

There have been some discussions about the possibility of ignor-
ing that language, that we could perhaps not do it. But our general
counsel really thinks that the clear intent of the law is to decrease
beneficiary cost sharing.

They already now, under outpatient, pay nearly 50 percent of
charges because of the historical way in which payments had been
made in outpatient. The law was designed to, over a period of time,
reduce the cost sharing by beneficiaries. .

So the bottom line is, it results is $5.7 billion. We think that is
what the statutory meaning is. We do not think we have the ad-
ministrative discretion to ignore that.

The CHAIRMAN. Let me turn to you, Dr. Van de Water. Your tes-
timony highlights a number of reasons why projections of Medicare
spending are much lower today than originally anticipated.

Could you please identify differences between 1997 and 1999
baselines for skilled nursing care and home health care, and dis-
cuss the reasons for these differences?

Dr. VAN DE WATER. Yes, Mr. Chairman. As I indicated in my
statement, in the aggregate, CBO’s current projections, and actual
spending for 1997, 1998, and 1999, are substantially below what
we projected.

ow, the comparisons between the 1997 estimates and the cur-
rent estimates, on the basis of particular categories of services, are
rather fugitive. That is, we did not prepare 1997 estimates by cat-
egory of service.

Many of the provisions of the Balanced Budget Act that appeared
to be directed at one type of health care provider, in fact, affected
many different categories of providers. So it is really not possible
to compare actual spending, say, on home health services with
spending projected in 1997. The overall sources of difference, the
two biggest ones that I mentioned, pertain specifically to home
health and skilled nursing facilities as well as to other categories
of services.

Those two general explanations are, first of all, the unexpected
benefits, if you will, of HCFA and Justice’s efforts to combat fraud,
waste, and abuse, and second, the increased time lag between
when the service is rendered and the time that Medicare makes
payment.

In the case of home health services, I could give dyou a few spe-
cific examples. Since the 1997 baseline was prepared in January of
1997, several months before the BBA was enacted, there have been
many additional investigations and prosecutions of home health
providers, including the incarceration of at least one provider.

Background checks for home health employees have been imple-
mented. Operation Restore Trust has been expanded from a dem-
onstration to a nationwide grogram, and there has been a tem-
porary moratorium on new home health agencies entering Medi-
care. Those are just some examples of how this general point ap-
plies to home health services.
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Similarly, in the case of payment lags, home heaith agencies
have been affected not only by many of the factors that affect pro-
viders generally but also by a special factor known as sequential
billing, in which payment is made for a particular service only if
all prior claims have been resolved. That has further delayed reim-
bursement in the home health area.

So, to summarize, the general reasons that I gave—namely, the
exﬁanded antifraud efforts and the increases in payment lags—we
believe apply equally to home health services and payment for
skilled nursing facilities.

The CHAIRMAN. Thank you.

Dr. Wilensky, could you please discuss the rationale behind the
pgtraofs%isode versus per diem payment system for rehabilitation hos-
pitals?

Dr. WILENSKY. The recommendation we have made is to go to a
per-episode rather than a per diem reimbursement. We think there
are a couple of reasons to do this for rehabilitation hospitals. For
one thing, the activities tend to be on the basis of an episode.

When you have a payment on a per diem, what you do is encour-
age what goes on on a daily rate when you might be able to better
service a rehabilitation patient by having as much rehabilitation
occur in concentrated times or over delayed times, depending on
what is best for the patient. This is a preferred way, in general,
to do a payment.

In some areas, we do not have enough information. We do not
have a medical classification system that will support a discharge
or an episode base. But, in general, as in the hospital, we moved
away from a per diem to a per-discharge basis of payment.

Whenever you can have a classification system that supports
that, I think it is generally preferable. The one that is in use is a
functional measurement system. It seems to do a pretty good job
in distinguishing the needs of various types of patients.

Even though we cannot foresee at the moment a similar system
in existence for home care, although there is some discussion about
that, we think that is not a good reason to not go to the per-dis-
charge basis, or episode basis, where we can in rehabilitation
spending.

The CHAIRMAN. Dr. Scanlon, it is my understanding that the
skilled nursing prospective payment system may not adequately re-
imburse for the medically complex, which, of course, we discussed
at considerable length.

Could you please discuss any evidence to support this, and de-
scribe other findings regarding the impact of the prospective pay-
ment system on skilled nursing facilities?

Dr. SCANLON. Well, Mr. Chairman, at this point, the evidence is
largely anecdotal about both the access problem for complex cases,
as well as the impact on the financial status of the skilled nursing
facilities.

I think it is very understandable, in looking at the prospective
payment system itself, that there may be an access problem devel-
oping for the most expensive patients, that the top category in the
case mix system just may not be sort of adequate to deal with the
very expensive patient.
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Really, what needs to be done is to have that category broken po-
tentially into pieces, so that you have very expensive cases and
then lesser expensive cases, and you’re paying accordingly. That
way, you encourage the facility to admit, sort of, the very expensive
cases.

In terms of the impact on the financial viability and status of
nursing homes, this is something, again, where we are largely at
this point operating on the basis of anecdote.

This is what we are trying to investigate for you, to look into
using some of the same kind of information that Dr. Berenson re-
ported, information that comes from the SEC, information that
comes from cost reports, information that comes from the facilities
and the organizations themselves to understand exactly what is
happening with respect to prospective payment and their financial
operations.

It is important also, I think, to take into account that it is not
just prospective payment that has influenced these organizations
that supply either nursing home care or other types of ancillary
services—which is often something that some of these businesses
do both of, they are both nursing home and ancillary service busi-
nesses—because BBA affected them through things like the $1,500
outpatient therapy cap and will affect them.

As nursing homes move to consolidated billing, they may not be
able to secure the same relationships with other nursing homes
that they have had in the past. So, we need to look into all of these
various aspects of the change that has happened in the market-
place to really understand what has happened to these organiza-
tions.

The CHAIRMAN. Thank you, Dr. Scanlon.

Senator Moynihan?

Senator MOYNIHAN. Thank you, Mr. Chairman.

Again, to a theme that I hope is not tedious, but it is, I believe,
real, and that is the condition of teaching hospitals in the after-
math of the Balanced Budget Act.

There was an article in the New York Times not long ago that
starts, “The fiscal knife that has begun to cut into teaching hos-
gitals in Boston and other cities has not yet had the same dire ef-
ects, layoffs and widespread operating deficits, as hospitals around
New York State.”

Ken Raskey, who is president of the Greater New York Hospital
Association, said, “The carnage which is created by the Balanced
Budget Act will totally disrupt the health care system in New York
whet}’ it is fully implemented. It goes at the heart of the infrastruc-
ture. '

I wonder if I could get some response to this. It is true of teach-
ing hospitals, nationwide, and Boston seems to have been impacted
earlier. But, sooner or later, it seems to be the situation.

Dr. Wilensky?

Dr. WILENSKY. We will be doing a specific report to the Congress
on our recommendations with regard to graduate medical education
later this summer. But we are not ahle to observe responses that
sux;s)ort the kinds of descriptions you have just provided.

best we can tell for the numbers for 1998 with regard to med-
ical costs, these medical costs for hospitals in general—not teaching
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hospitals specifically—appear to be less than some of the reports
that have been circulated around Washington would suggest, based
gn the National Panel of Hospitals data, but we do not have full

ata yet. ‘

One of the real problems we have, is we do not have good infor-
mation about what has happened to hospitals in 1998, and obvi-
ously not in 1999, since this is June.

The information that we have is not consistent with the dire re-
ports that have been given, but I cannot say they are wrong. I can
only say that it requires careful monitoring and an ability and will-
ingness by the Congress to step in if it appears that there are ob-
servable problems.

In some areas, like some of the issues with regard to home care,
or more particularly skilled nursing facilities, where there appears
to be a problem with regard to the construction of how you make
a payment or the therapy cap that was mentioned which was not
related in any way to the clinical characteristics of the patient,
even without data you can say that this is a payment design that
is likely to lead to problems.

I do not think we can say that with regard to the hospital, and
particularly the teaching hospital, but I think we should be vigilant
to monitor the changes as they go on.

We clearly are seeing greater effects from spending reductions
from the Balanced Budget Act than was initially expected by the
Congressional Budget Office and by others in Washington. So, I do
not see that being supported by empirical information, but it is pos-
sible that it is out there and we just do not have the information
to see it.

Senator MOYNIHAN. I hope you will be diligent in seeking it out.
It has been commented that, yes, crime and poverty has been a
normal pattern in hospitals, in my city, for example. But now it is
real because of the different nature, the special nature, of the
teaching hossital and the whole medical profession. I would just
hope we could pay attention to this.

Dr. Berenson, ({id you want to say something?

Dr. BERENSON. Just a couple of comments. I, first, should say, as
a graduate of the Mt. Sinai School of Medicine, I am not indifferent
to the issue that you raise. The inpatient margins, at least the last
data we had in 1997 for teaching hospitals, were very good for
teaching hospitals.

The initial impacts on the outpatient tgayments suggest that
teaching hospitals may in fact be, under the current design—and
the rule is still open for comments so we do not know ultimately
what it will be—impacted significantly. Some of that may have to
go slninx'lth coding issues. Once that gets corrected, those impacts may

ecline.

The final point I would make, is we have started at HCFA to
meet with some of the executives from some of the hospitals. Dr.
Theer, from Partners in Boston, has been in. We are trying to un-
derstand. His basic point was, 1997 and 1999 are like two different
eras.

Senator MOYNIHAN. That is what we are saying. Yes.

Dr. BERENSON. We are trying to, because we do not have system-
atic data, work with a few 1nstitutions and try to understand what
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is going on. So, we have heard it, we are concerned about it, but
we really do not know at this point.

Senator MOYNIHAN. Thank you very much. Thank you all.

The CHAIRMAN. Senator Baucus?

Senator BAucus. Thank you, Mr. Chairman.

I would like to move from Manhattan, New York to Manhattan,
Montana. I am curious. We have heard lots of data on the aggre-
gate. Just as Senator Moynihan is concerned about the tyranny of
the averages and the aggregate, so are we in the State of Montana.

So, Dr. Berenson, I wonder if you might indicate the degree to
which your analysis shows that rural areas are hurt more, rural
home health care, for example, or rural skilled nursing facilities.

Dr. BERENSON. Yes. In fact, I would defer, to some extent, to the
GAO. In fact, MEDPAC has done some of this analysis. As I said
in my opening remarks, we are now engaged in a ver{ comprehen-
3ive effort to understand impacts. We are going to be talking to

octors.

Next week, I am going to be talking to the Practicing Physicians
Advisory Committee. We are going to be talking to discharge plan-
ners at hospitals. The point is, we need to have a special effort to
get a rural problems because a normal sample will not get there.

Senator BAucus. When do you think you might get there?

Dr. BERENSON. This is an immediate short-term activity. We are
talking weeks.

Senator BAucuUs. Thank you.

Dr. Wilensky or Dr. Scanlon, do you have any data on that?

Dr. WILENSKY. One of the areas where we have noted is the
greater effect that is likely to occur if the prospective payment for
outpatient services is implemented as the rule suggested.

It would be that rural hospitals, as well as some of the cancer
hospitals, would be disproportionately impacted by this change. As
I have indicated, we think there are some problems with the way
the prospective payment system has been put together.

We think it is obviously, from HCFA’s own projections, going to
result in a substantially greater reduction than was initially -
th0u§ht, 5.7 instead of 3.8 percent. At the very least, we think it
should be phased in and we think some changes ought to be made
as to how it is constructed.

Senator Baucus. Dr. Scanlon?

Dr. SCANLON. In our work, we were very concerned about what
was happening in rural areas, because when we looked at urban
areas we found that, destﬁite the number of large home health
agency withdrawals, that there were still many, many home health
agencies left.

So we concentrated, in all the qualitative information that we
gathered, on the rural areas because the quantitative information
is not adequate at this point to really understand.

We did not find a significant problem in the rural areas that we
looked into. What we found, was that when an agency was not ex-
isting in an area, there was always an agency, at least one and
sometimes several, from the surrounding counties that were serv-
ing it.

e found in terms of overall utilization that the utilization de-
clines were highest, or largest, in the areas where utilization had
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been the highest to begin with. That did not include many of the
rural areas. That often was very urban areas that were having the
bigger utilization declines.

Senator BAucus. Now, do you distinguish between eastern rural
and western rural? Because there is a difference.

Dr. SCANLON. We try to deal with all types of rural.

Senator BAucus. I am beginning to think we should have one,
because there is a huge difference.

Dr. ScaNLON. 1 have been here before, so I have been educated
on that point. [Laughter.]

Senator BAucus. We have got to get you out there.

Dr. SCANLON. Right. I have also had the privilege of doing that
one, too.

Senator BAaucus. I know Dr. Wilensky has.

Dr. SCANLON. But we did look at areas where there was a larger
loss of agencies in rural areas. I would say from Montana, fortu-
nately, there was a small loss of agencies. When we looked at infor-
mation as of January 1999, there had only been two agencies that
had withdrawn from Medicare in Montana, therefore, that was not
one of the States that we included in our focus. But we were very
sensitive to eastern rural versus western rural in the study.

Senator BAucus. I would appreciate that, very much.

Is there any validity in perhaps reimbursing some of the most
rural, smaller home health care agencies, or maybe even SNFs, on
some kind of a cost reimbursement, as we have, say, with medical
assistance facilities, a new concept of health care delivery in very
remote, rural parts of the country. Does that make any sense?

Dr. ScANLON. I think we certainly need to take the cost of deliv-
ering services into account in setting rates. While we have been
very focused on how we vary rates with respect to the patient’s
characteristics, we may need to also at times think about, what are
the provider characteristics.

So when you have a home health visit that involves an incredible
amount of travel, as I am sure would happen in Montana, that is
something that we need to be concerned about in our system.

Senator BAucus. I wondered, during the earlier presentation
some of you have mentioned that the slow-down in BBA payments
is %ue g)artly to better enforcement of the antifraud provisions, and
so forth.

The second reason, was an increased delay due to claims proc-
essing. Could you break that out? Is that 50/50 or is that 25/75?
What is the proportion of each of the two major areas that the two
of you, at least, suggested?

Dr. VAN DE WATER. We really do not have a whole lot of detail
about that. We are already running a bit on a wing and a prayer
to have identified the antifraud activities and the payment lags.

Senator BAucus. But you must have some sense, a gut sense of
some kind. One percent versus 99, 50 versus 50?7 You have got to
have some feel.

Dr. VAN DE WATER. My personal guess would be that it is a bit
more attributable to the antifraud activities than to the payment
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Dr. WILENSKY. I think the payment lag issue is something that
will catch up over time. It has introduced a slow-down in payment
for every month of change or delay that occurs.

But if you settle down to a steady, slower payment, that will go
away in terms of the impact, whereas, I am not sure the change
in behavior with regard to how you bill or how you code hospital
payments or other payments is something that is not a one-time
change. So I think it is really a different issue. This is something
that shows up, but, unless they keep increasing the delay in pay-
ment, which I have not heard suggested, it will go away as an ex-
planation. ]

Dr. BERENSON. If I could, I would like to say, in fact, we are
going to be decreasing. For home health agencies, we have made
a couple of administrative changes that should speed up cash flow,
to some extent. There was a disproportionate impact of medical re-
view on some of the home health agencies, where as much as 20
or 30 percent of their claims might have been held up.

We changed that last year, so it cannot be any more than about
10 percent that could be held up for medical review. The other
thing is, we have now found alternatives to the sequential billing
requirements. We still encourage the agencies to send us claims in
the order of service, but we can work around that, if necessary. So,
if anything, that should go the other direction. There will not be
decreased delay times.

Senator BAaucus. I just have one comment, Mr. Chairman. Fre-
quently this morning we have heard references to, well, we do not
have sufficient data. The best we have is 1997, »nd perhaps even
some of that is a little sketchy.

In this modern world we are now in of globalization, with capital
traveling the speed of light and not respecting boundaries, I just
have some sense that there ought to be a better way to get more
timely data.

It needs some kind of, maybe, 5-day instant background check.
We got it for guns, maybe we can get it for providers, or something.
Obviously, we cannot, because the data is not there. My time has
expired. But it just strikes me that one of the big problems here
is the untimeliness of data.

The CHAIRMAN. Senator Chafee?

Senator CHAFEE. Thank you very much, Mr. Chairman.

This question is directed to Dr. Wilensky and Dr. Scanlon. I find
in my State great concern over the home health payments and
home health agencies are going out of business. I know that you
put this in the category of untested evidence. But the case that
really has them upset is the 15 percent cut that is coming on Octo-
ber 1, 2000. They are terribly disturbed over that, and repealing
that provision is their number one priority.

I wonder if you could comment on that and how you foresee this
15 percent cut coming up on October 1.

Dr. WILENSKY. We attempted to do some analysis to try to get
around this problem of not knowing where we are because of un-
timely data. We did some interviews of some home care agencies
and we talked to some of the advocates and other people involved
with the delivery of home care.

59-592 99 -4
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We attempted to do an analysis of the claims data from HCFA,
but there has been a problem with the very earliest data, which we
understand will be able to be resolved around July. So, we think
we will be able to get a better sense of reviewing claims data in
the next month or so. We are still struggling to figure out how
much change has occurred and what impact it has had on the de-
livery of services.

If you talk to individuals who are involved in either being advo-
cates or are providing care, they are reporting an unwillingness, on
some occasions, to take new Medicare patients, particularly the
very sickest, and the advocates are reporting some concerns as
well. So, it is hard. Although we do not have a good clinical basis
to say what would be a good use of home care services, we certainly
are hearing reports about concerns.

The biggest issue, the one that Dr. Berenson referenced, is that
we need to have some clinical information available on the pa-
tients, as well as the services that they are being provided, to know
how to make a better classification system.

There has been some concern about the particular OASIS system
because of the amount of data and the intrusive nature of some of
the data. But the issue it is directed at is very important, otherwise
we are left with having very arbitrary ways to try to slow down
payment.

I think Dr. Van de Water mentioned a particularly frustrating
issue. Some home care agencies are applying the beneficiary limit
as though it applies to each and every beneficiary, when it was
meant to be for the average of all of the people in the nursing
home. It has artificially lowered the amount of services home care
agencies are providing.

We have recommended to HCFA that they have got to get the
payors, the fiscal intermediaries, to be much clearer about how
these payment limits have to be enforced, because that is just mak-
ing what is a difficult situation much worse.

Let me go back and remind you that we have just gotten: through
a decade of what I have called, because I think it is a fair term,
explosive growth in home care services, a more than 30 percent in-
crease in expenditures every year from 1988 to 1996. We are seeing
a slow down, but it is hard to say.

What we should be looking at is an ideal payment system be-
cause we do not have the clinical indicators of the patient, we do
not know enough about what services are being delivered. It is
hard to make a sensible recommendation.

Senator CHAFEE. Dr. Scanlon?

Dr. SCANLON. I would like to pick up on exactly that point, that
we came out of a period, when the BBA was enacted, of incredible
growth, and growth that we could not understand.

We had a significant number of States in which home health uti-
lization was declining before the Balanced Budget Act, States
where we were not hearing complaints about access to services.

We had others that were having1 astronomical growth and we did
not understand what that growth really entailed because we did
not understand the patients, what their needs were, and whether
those needs were being met appropriately or being over-served.
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So one of the things about the BBA, is trying to bring that under
control. But critical to this is bringing it under control in a targeted
way. The 15 percent cut in the context of a prospective payment
system that redistributes funds in accordance with patients’ needs
is very different than a 15 percent across-the-board cut which sim-
g}g changes the historical patterns by reducing them all evenly. We

ow the historical &;attems were not appropriate.

Senator CHAFEE. Well, my time is up. Thank you very much.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you.

Senator Breaux? ' ' .

Senator BREAUX. Thank you, Mr. Chairman. Thank the panel for
this discussion. It is like, here we go again. We have all been here
before. I have got the political theory that, in even years we cut
Medicare, in odd years, we put the money back. We have been here
before. We will continue to do_this as long as we have a systom
where Congress micro manages it all from Washington.

Here we are, sitting and talking about, we thought we were
goinito cut it $103 billion. It came out to be about $220 billion
worth of provider cuts. Now we are going to put some more money
back in, and where are we going to put it?

This is the greatest example of micro managing a multi-billion
dollar health system that is totally inefficient the way we try to do
it. This is almost to the point of ludicrousy. Dr. Van de Water, we

. thought we were going to do $103 billion worth of provider cuts.
nk

How much do you think we actually did?

Dr. VAN DE WATER. Well, as I indicated in my statement, we are
not convinced that the slow-down in spending has resulted from
changes in BBA. BBA may, in fact, have saved a bit more than our
earlier estimate indicated.

Senator BREAUX. A bit more. Define a bit. All the people coming
after you are going to define it and they say it is'a lot of mone
more than we thought. Do you disagree with that? Do you thini
\s;_hen v.\’re said $103 billion, that is what they are receiving in terms
of cuts?

Dr. VAN DE WATER. Again, following Senator Baucus's suggestion
to go from instinct, I would say we might be talking about a total
of 10 percent or so.

Senator BREAUX. So you are sadying that the actual cuts are only
10 percent more than we intended.

Dr. VAN DE WATER. At most, I would say. The reasons for this
slow-down, I think all of the witnesses here this morning agree,
are, first of all, the success of the antifraud efforts, which I know
all of us were—— :

Senator BREAUX. Well, you are going to get a lot of dispute on
that when the next panel gets up here.

Dr. VAN DE WATER. I am sure we will.

Senator BREAUX. All right. Say it is 10 percent. Say we need $10
billion more, and Senator Roth is very generous and reduces his
tax cut by $10 billion, and we put it back.

The CHAIRMAN. Wait a minute, now.

Senator BREAUX. Just a suggestion. [Laughter.] Just a thought.
Then the next question in this micro managed operation that we
run up here, where do we put the $10 billion? Do we put it in hos-
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Mgital‘?, do we put it in nursing homes, do we put it in home health
care? ,
We are going to be charged with dishing out $10 billion. Who are
———We oing to believe? So what is the suggestion out there of what
0? Say we get $10 billion more. Where are we going to put it?
Who are we going to believe?
-— -The problem is, the data comes in after everybody is out of the
~business. I mean, you are telling us that we notice some pain out
there, but the only thing we have got is stories, nursing homes
shun Medicare patients and nursing homes say no, hospitals feel
pain, and home health care; how many have gone out of business,
10,000, I ﬁ'uess? Maybe a lot of them should have gone out of busi-
ness. We have 10,000 home health agencies out of business.

So how do we divvy up $10 billion, if that is what we are going
to do? You tell us we do not have the information, but then we
have got to make the decision this year. We have one big mess on

. hands about how to fix the problem, which I think argues for

" the point that the system is the problem. We are going to do this

every other year. We are going to cut 1 year and say we saved it.

- We are going to come back the next year and put the money back
into the program and say, well, we fixed it.

Then the next year, we are going to have to cut it again. Just
as sure as the sun rises, we will be back the year after that trying
to put more money. back in. This is a system that is not sustain-
able, the way it is going on. That is just a statement. It is obviously
not a question.

But the real point is, where do we put money back? Gail, you
have some suggestions. You talked about serious nursing home pa-
tients which are high drug therapy and higher costs. We have,
what, a cap on it? That is not working.

Dr. WILENSKY. Those are two separate areas. You have a cap on
therapy spending and there is a problem with the sickest nursing
home patients. )

Senator BREAUX. All right. So we put a little bit more money
back into those. I mean, how much do we need there? We do not
have the information, right? Right? Right. All right. I will take that
as a unanimous agreement.

But it just points out how bad the problem is. We know that the
cuts were more than they should have been, more than we thought
they were going to be, but we_do not know how bad they are. We
know we need more money. We do not know where to put it be-
cause we do not have the information of where it should go.

It is absolutely unsustainable, which is why we need to look at
reform rather than just continuing to micro manage it as we try
to do, and not very well.

- Thank you. -

The CHAIRMAN. Thank you, Senator Breaux.

Senator Kerrey?

Senator KERREY. Thank you, Mr. Chairman.

First of all, I would associate with what Senator Breaux said. I

.. .. do think that systemic reform ig_needed, otherwise Congress is
going to continue to sort of shoot in the dark. But, as long as we
are shooting in the dark, it seems to me we have to take, if you
do not have the data, if HCFA does not have accurate data of what

R
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is going on exactly, the data that is the more appropriate to us.
That is, what do we hear from home? In Nebraska, just like Sen-
ator Baucus was saying earlier, we are west of the 99th and we
have got several conditions out there that create serious problems
in our health care community. We have got low payments to begin
- -with. Even though we have a uniform premium, we do not have
local costs being used to determine what the premiums are goin

to be. We have a national premium set up, so we have a low leve
of reimbursement to begin with into the State for providers.

A hospital will have a very high percent, especially in rural
areas, of not only Medicare patients, but a very high percent of
non-reimbursable expenses. We had two rural hospitals shut down
in 1998 as a consequence.

There is lower general income in the rural community, a higher
percent of uninsured in the rural community. Right now, as a con-
sequence of low commodity prices, we have got downward pressure
on income as well.

When 1 talk to providers in Nebraska, they say we have got a
real crisis. Even if we accept that a piece of it comes from the BBA,
and a piece of it comes from the antifraud effort, and a piece of it
comes from delaying payments, whatever the reason, they say to
me, Senator, in 1997 when you voted for BBA, you voted to spend
$200 billion in 1998, $210 billion in 1999, $220 billion in 2000,
$241 billion, $247 billion, and that would save $112 billion from
the providers.

By the way, in 1997 we heard everybody come up and say there
was a problem. At the end of the day, the only people we could get
any money out of was providers. Nobody else made any contribu-
tion. So we took $112 billion of savings out of the providers.

I appreciate that you are saying that CBO’s estimate is that still
only $112 billion is going to come from that, but the spending is
going to be considerably less than that. You tell me whether or not .
you agree with what I am saying. When I voted in 1997, I voted
to spend $200 billion in 1998, and $210 billion in 1999.

Right now, you are saying we are going to spend $20 billion less
in 1999. At the $210 billion level, I am still taking money out of
the providers. I am still generating $112 billion worth of savings.

I am saying this because right now the political context is, we
may vote this year to put $20-30 billion out for prescription bene-
fits. All in favor, say aye. On that one, it is going to be a hard vote
no. There is a lot of momentum building to spend $20-30 billion on
a prescription benefit. :

I think part of that comes because of this 5 percent/95 percent
situation, 5 percent of the sickest people using as much as 95 per-
cent of the non-sick individuals. The non-sick individuals are pretty
well organized.

So I wonder if you-would comment, from CBO’s perspective,
when I voted in 1997, did I vote for spending $210 billion in 1999,
and we are only going to spend $191 billion? I voted to generate
savings below baseline. $210 billion was below the net baseline.
That i1s a net number, net of premiums and net of total outlays,
discretionary and mandatory.

Dr. VAN DE WATER. Neelxiess to say, Senator, I would not want
to say what you intended to vote for when you voted for the BBA.
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That was your decision. I am certainly not in your shoes. If I were,
I think what I would have thought I was voting for was a par-
ticular set of benefits and payment rules,

Now, it has turned out that those benefits and payment rules
have resulted in less aggregate spending than we estimated, but it
is not clear that anyone is getting less than beneficiaries or pro-
viders—— ’

Senator KERREY. Dr. Van de Water, that gets back to the prob-
lem that Senator Breaux identified. :

Dr. VAN DE WATER. Exactly. Indeed, it is.

Senator KERREY. The only way I can produce the savings is to
get into the different payment mechanisms that we have at HCFA.
But what we were dealing with in 1997 was the question,-how do
we balance our budget? That is what BBA stands for. So we are
going to balance our budget and we need savings from Medicare to

o that. So we have $112 billion worth of savings that we had, and
I could fo home to my providers and say, that means I am going
to spend $200 billion in 1998, $210 billion in 1999, $220 billion,
and on, and on, and on.

What I am saying is, regardless of how it occurred, whether it
was done by BBA or terrific antifraud effort, which I appreciate
that you have done, or delayed payments—although, if you extend
that one out, if you really want to produce some savings, why do
you not delay payments for a couple of years? I mean, we could
really generate some savings then. I do not know that I would brag
on that one too much.

One way or the other, I am spending less than what I needed to
spend in order to balance the budget. That is what we said we were
doing in 1997. We were %;)ing to balance the budget and we needed
savings from Medicare. Now, for whatever the reason, we are pro-
ducing more savings than we promised we were going to produce
in 1997 when we voted for it.

Dr. VAN DE WATER. If I could comment, though. I think it does,
indeed, go back to Senator Breaux’s point. If spending is $20 billion
below the projection, the problem is to figure out, as both you and
he have said, why is that the case? If, hypothetically—and this is
purely hypothetical—that $20 billion shortfall were to have re-
sulted svlely from squeezing additional fraud out of the system,
that, I would think, you would consider to be ar unlikely reason
to want to put an extra $20 billion back.

Senator KERREY. No, no. Dr. Van de Water, I would disagree
with that presumption. Again, the purpose of BBA 1997 was to bal-
ance the budget. What we decided was, we needed $112 billion
worth of savings to get that done. Through a combination of other
things, we produced a lot more savings.

Again, back to what Senator Breaux was saying, the system is
so complicated it is difficult to know what is going to produce sav-
ings and what is not going to produce savings.

I understand there are lots of other things going on. We had an
August 1997 score from you saying, this is what the baseline looks
like for the next 5 years, and if you make these changes it will
groduce $112 billion worth of savin%s. Well, it did not produce $112

illion worth of savings. That, and lots of other things unknown to
us at the time, produced considerably more savings than that.
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What we did, I voted to spend more money than we are actually
spending on patient care. I am saying to you, in the absence of
your data, I can take you out to Nebraska and show you a real and
present crisis in our health care system that I did not vote for in
1997, and I do not want to be a party to.

The CHAIRMAN. Next, we have Senator Mack.

Senator MACK. Thank you, Mr. Chairman.

The CHAIRMAN. We are going to have to try to keep within our
limits because we have another panel.

Senator MACK. Can I have back the 15 seconds I just lost, then?

The CHAIRMAN. Tomorrow. [Laughter.]

Senator MACK. I share the frustrations that have been expressed
by everyone here. I am as frustrated not knowing exactly how we
are going to proceed, as well. But we are doing what we are sup-
Eosed to be doing. We are expressing the concerns that we are

earing from folks in our State that both represents patients as
well as providers.

I, again, share the concern that Senator Moynihan has raised
with respect to teaching hospitals. According to what they have
said to me, it is not just what we have done with respect to grad-
uate medical education, but it is also the effect of the BBA in other
areas of savings.

In addition to that, they have an increased case load of chari-
table cases because, as people moved off welfare, they are not cov-
ered by Medicaid so they have a larger amount of uncompensated
cases. HMOs are trying to drive down prices as best they can.

So when we listen to these things, we try to be rational about
. them and try to understand which ones are accurate and which
ones are not. All we are saying is, while you might not have the
data, my concern is that, as we kind of debate about whether there
is data or not data to do it, these numbers could be very significant
and it could have severe impact on certain segments of our health
care delivery system. I am really not looking for a response. You
all have had to respond or try to react to everyone. I am just voic-
in% my concern as well. '

do, though, however, want to ask Dr. Berenson a couple of
questions having to do with what are referred to as APCs.

One of the thin%;s that I do now, which is almost standard proce-
dure when I go home, because of my involvement in the fight
against cancer, I go to hospitals, local hospitals, teaching hospitals,
and listen to what the concerns are as far as treatment for cancer
is concerned.

One of the issues that I hear over and over again has to do with
chemotherapy. I am concerned about the ambulatory payment clas-
sification and how they will impact cancer care. Many patient
groups have expressed reservations that these new classifications
will limit patient access if many higher-cost drugs have been ex-
cluded or the payment for them is so low, hospitals cannot afford
them to outpatients.

What is HCFA’s response to this?

Dr. BERENSON. We are obviously hearing the same concerns. The
time for comments on the rural has not closed yet, and we expect
there will be extensive comments in this area. Clearly, the issue of
new drugs is one that has been mentioped, and we will respond.
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There is, at least to some extent, we think, a little bit of confu-
sion in that we have APCs for administration and separate APCs
for the actual cost of the drug. At least some cancer centers are just
coding one, not knowing that they have the onortunity for coding
both and, indeed, if there are multiple units of a drug, to code mul-
tiple times. ,

So there may be a very real problem. We will review the com-
ments, and at the same time I think there is an education issue
that would have to happen if, in fact, we would not make substan-
ial changes. We will have to look at it, but we are certainly hear-
m% from the same froups.

enator MACK. I have been told that $52.70 is the proposed
amount for cancer treatments under the APC. Is that the chemo-
therapy portion of it?

Dr. BERENSON. Well, there are four different categories of
chemotherapies. There are four different groups being proposed in
the proposed rule, so it varies from that number to a much higher
number. I do not have those details with me.

Senator MACK. The last point in this area then would be, a proc-
ess is being set up, I think, for updating APC so that new drug in-
fusion therapies can be included. But I have also been told that
that could take as long as four to four and a half years.

I find that very troubling, in the sense that, with the money that
we are investing in developing new drugs and new technologies to
treat cancer, that a process would take four and a half years to up-
date is—— .

Dr. BERENSON. I do not know about the four and a half years.

I will personally look into that and see. That does not sound rea-
sonable to me either. I just do not know that detail, but I will look
into it.

Senator MACK. All right. Thank you very much, Mr. Chairman.

The CHAIRMAN. Thank you.

Senator Grassley?

Senator GRASSLEY. I will start with Dr. Wilensky. I think I hear
you saying that we should not do wholesale changes to the Bal-
anced Budget Act unless and until we see some real evidence of ac-
cess problems. Of course, I think that is a sensible approach. But
I also hear you supporting targeted fixes where there are dem-
onstrated problems.

So I would like to ask a specific one in which you stated that the
$1,500 caps on speech, physical, and occupational therapy that
were enacted were arbitrary and probably bear no relation to clin-
ical characteristics. While you have not proposed any specific poli-
cies regarding these caps, you have raised concerns on several occa-
sions about this. .

I have introduced legislation to try to address the problem, and
I think we are at the point where MEDPAC needs to go beyond ex-

pressing concerns to proposing a solution.

" So do you have a proposal to rectify the situation?

Dr. WILENSKY. I do not. Unfortunately, MEDPAC did not specifi-
cally look at this issue during the course of our deliberations. I am
confident that, if we had, because the limit does not in any way
take account of the clinical characteristics of the patient, we would
have concluded concern about the arbitrariness and we may or may
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not have raised some issues about the direction that we would like
to go.

e are actually going to be meeting this summer. I will be glad
to specifically raise the issue with the commissioners. If you would
like, outside of my MEDPAC role, I would be glad to give you some
assessment of the legislation that you have proposed. I am not fa-
miliar with the specifics. I knew that you had proposed it.

Senator GRASSLEY. All right. You could comment just on my leg-
islation, but I am not looking just for comment on my legislation.
I am looking for what we can do to solve where I think we have
some real problems.

Dr. WILENSKY. I think there are a couple of issues here. One, is
because there are safety valves, but the sickest patients cannot
make use of them. That is, if you can go to the outpatient, you are
not affected by the cap.

If you can move to other providers, HCFA does not have the sys-
tems in place to actually implement the cap. But if you are in a
nursing home and have a major stroke and you cannot be moved
easily, you are going to be subjected to the cap.

Obviously, I think that you need to work with HCFA to think
about specifically what would make sense, whether there is a way
to differentiate, target, or attach it to some characteristics from the
Resource Utilization group, distinctions that are in place and that
we may know about some of the patients. The question is, how can
you quickly try to link it to something about the clinical character-
istics of the patient?

Senator GRASSLEY. My bill does a medically necessary waiver.

'lgr. WILENSKY. Dr. Berenson would have to respond if that is pos-
sible.

Dr. BERENSON. I am not sure of that. We are looking at a num-
ber of possibilities here. There were caps for independent profes-
sional therapists in place, and there was not a lot of sort of verbal-
ized concern about that. I think it may be that the caps then got
extended and were done without understanding the clinical charac-
teristics or the implications on patients.

I want to reemphasize the point that Gail made about the nurs-
ing home patient, who may be the patient with the stroke who does

"‘not have an opportunity to take advantage of the work-arounds to
get to the outpatient department, or to go to different therapists,
who may be particularly impacted by these caps.

We are looking at whether the combination of speech and phys-
ical therapy in a single cap makes sense, whether the limit itself
can be modified, and we are also looking at the issue of whether
we can identify clinical characteristics. I do not know how easy
that is going to be, but we are certainly open to working with you
to try to understand that.

Senator GRASSLEY. All right. I will go on to another point, and
my last question. I believe that all of you have noted the big hos-
pital outpatient cut that HCFA’s proposed rule would require.
HCFA invited suggestions on how to lessen the impact on rural
hospitals because they relied so much on outpatient care.

Several of us on this committee introduced a comprehensive
rural health care bill which would simply exempt sole community
hospitals from the outpatient prospective payment system. Could
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any of you—and at least hopefully a couple of you—comment on
the approach or suggest a better one, particularly Dr. Berenson?

Dr. BERENSON. I actually cannot comment on that now. We will
review those comments as they come in. I am really not prepared
to tell you at this moment.

Senator GRASSLEY. Would you please prepare a written response
for my question for this?

. Dr. BERENSON. Yes, I will.

Senator GRASSLEY. Anybody else can comment on that.

Dr. WILENSKY. We noted that the outpatient provisions, as they
are currently defined, particularly impact both rural and cancer
hospitals. We think there are ways, including phasing in and
maybe a more disaggregated construction of the prospective pay-
ment, that would benefit, although it would have to be assessed as
to whether it would benefit.

In general, as a former HCFA administrator, I am uneasy about
wholesale exemption, but I think you would need to look at wheth-
er there is some modified system or other modifications that could
be more reasonable.

Senator GRASSLEY. Thank you all very much.

The CHAIRMAN. Senator Graham?

Senator GRAHAM. Thank you, Mr. Chairman. .

I want to express my appreciation to this very thoughtful and in-
formative panel. I think there has been a theme that has gone
through many of the questions that have been asked.

That is, in the absence of structural reforms to the Medicare sys-
tem, but the need to restrain costs, we have gone to the softest
area of the program, which is cutting provider reimbursement. As
Senator Breaux suggests, now that we are in the odd-numbered
year we are seeing the backwesh of that decision.

So I would like to focus on some of the ways in which we might
get out of this cycle of cutting providers, then coming back and re-
storing funds to at least some providers.

Stuart Butler of the Heritage Foundation spoke at one of our
panels recently, and he had a suggestion that Congress should try
to disengage itself from the detail of micro management.

His proposal was to have some entity established of people who
had scientific and policy backgrounds to qualify them to do this
who would constantly be reviewing the Medicare program, and
then make recommendations to Congress which would be treated
analogous to the Base Realignment and Closure Commission,
which is a system that requires us to consider it, but to do so on
an up or down vote.

Recognizing that Congress has the con .itutional responsibility to
lﬁislate, therefore, as much as some would like, we cannot be to-

ly excluded from this process.

Is that an approach that you think has some efficacy or would
you have some other recommendations as to how we could get out
of this current morass of trying to decide the most detailed issues
of health care provision.

Dr. WILENSKY. I was also testifying at that hearing with Mr.
Butler and agree with the notion of having something like a sepa-
rate Medicare board to decide certain kinds of activities.
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The real question is whether, at the same time, you are willing
to restructure and reform the nature of the Medicare program,
which is, of course, also part of his recommendation.

Traditional Medicare, by its nature, involves having the govern-
ment make decisions on the price of individual services, the appro-
priateness of individual services, the quality of individual services.
As long as that is the role that the government has chosen to take,
someone in a governmental position will be makini mat:‘y, many,
émany micro decisions. Whether it is the Congress depends on the

ongress.

I think, in a modernized fee-for-service Medicare system, you will
need to delegate to HCFA, or somebody, more discretion and a
Medicare board ought to be providing oversight on the bigger
issues, as he suggested, with regard to benefits, enrollment, and in-
formation. So, I think it is a good suggestion, but I think it needs
a broader context in terms of the rest of reforming Medicare.

Senator GRAHAM. Any other comments on that?

[No response.] -

Senator GRAHAM. In an effort in the BBA to try to deal with cost
in a way other than just straight reduction in J)rovider benefits was
the introduction of concepts of competitive bidding, as an example,
on disposable medical equipment.

Today we have a system in which there is a price list for everir-
thing from wheelchairs to oxygen, and that price list is relatively
stagnant and generally above what the market would indicate the
appropriate pricing should be. So we recommended a series of dem-
onstration projects on using a competitive bid model for DME, and
silmilarly, a competitive bid model for some of the managed care
plans.

Any comment as to the potential usefulness of that approach?

Dr. BERENSON. Well, it was certainly something that was in the
BBA and we are taking very seriously. As you well know, in Lake-
land, Florida we are making progress on the DME bidding process.
There has been a legal challenge, as these things happen, but we
think we have gotten over that hurdle. We are right in the middle
- of, or are about to have the selections made as to who will be par-
ticipating in that area. If we get some experience from that, we
plan to expand the DME bidding.

We have also, and this may have come up yesterday, I am not
sure, the competitive pricing demonstrations for Medicare+Choice.
I think the Congress wisely set up an independent committee,
called the Competitive Pricing Advisory Committee, to select the
sites because none of the HMOs want to be first in this area.

But we are proceeding in Kansas City and in Phoenix, with some
different success. Kansas City has been much more amenable to
proceeding. We think this is a very important demonstration and
HCFA is committed to seeing it through.

Senator GRAHAM. Thank you.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you; Senator Graham.

Senator Bryan?

Senator BRYAN. Thank you very much, Mr. Chairman. I am
struck, listening to the questions, by the difficulty that we confront.
BBA was focused on trying to reduce the payments for providers.
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Maybe we did not strike that balance appropriately. Dr. Wilensky,

. you commented not only today but previously about that balance.

In trying to craft where that balance is, we need data. That data
is not available. We rail against the Medicare system and say, look,
they ought to have more flexibility.

. Yet, on occasion when the Coniress has provided that, the very
provider grouﬁs that urge us to be more flexible come to us and
say, no, no, that is not what we contemplated. Heaven forbid, do
not do that. That is awful. So, it really is quite a difficult dilemma.

Since your very thoughtful comments, Dr. Wilensky, I think
every provider group in my State has come and indicated that they,
too, are under compensated.

So I guess my observation would be that, for those who fear that
the entrepreneurial spirit in America is languishing in the health

- care industry, it is alive, flourishing, and doing extraordinarily

well. '

I would like to shift the focus of the question just a little bit, be-
cause one of the other things we did in BBA was to expand upon
the antifraud provisions, which were, as I recall, in the Kennedy-
Kassebaum we built some of those in.

You will recall that a few years ago, I believe it was, the Inspec-
tor General opined that we had as much as $20 billion of fraud,
as they characterized it. There is not a senior in my State, and I
suggest in my colleagues’ State, that did not read the Reader’s Di-
gest article that emphasized that, and we heard a lot about that.

To the extent we have been able to extend the solvency of Medi-
care to the year 2015, can any of you give us any insight as to
whether or not you think that the antifraud provisions have been
a part of that extended solvency, have been effective, have hit the
mark right?

Do we need to do somethini more or did we go too strongly on
that? As you know, some of the provider groups have come to us
and said, this was a terrible thing that you have done. Now you
have all subjected us to terrible potential criminal prosecution.

Could you give us some insight into that, please?

Dr. SCANLON. I think that there is no question, as Dr. Van de
Water has indicated, that the antifraud efforts have paid off in
terms of reduced spending, so we can see that in the projections for
the future.

There are also concerns about sort of the degree of vigor in which
some of those efforts have been pursued. In fact, you have asked
us to look at the Justice Department'’s efforts to use the False
Claims Act with respect to health care fraud efforts.

The Justice Department, since last June, has been using guide-
lines to try and make sure their efforts are measured, valid, and
reasonable in terms of pursuing these kinds of cases. We will be
trying to make sure for you that this is occurring Nationwide, so
you can feel reassured on those grounds.

So I do think these efforts are having an impact. There is no evi-
dence at this point that they have gone too far. There have been
some very reasonable settlements of a number of cases. Then there

" are other areas where there are issues that need to be resolved be-

cause of the complexity of medical care, and what constitutes an
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inadvertent error versus an abusive claim is something we need to
sort of be able to draw the line.

I would like to go back to the first part of your question, or actu-
ally maybe it is more your statement, with the issue about viewing
the BBA as cutting payments to providers. I think of the BBA more
as attempting to pay efficient prices for the appropriate access to
services. That is really what we were talking about, because we
changed systems that we knew were inefficient, and we tried to
substitute systems that are efficient.

At the same time, these current systems may not have enough
money in them or may not be targeted appropriately, and that is
really what we are talking about, I think, today, is trying to get
them targeted appropriately, with adequate funds. -

Senator BRYAN. Any other comments? Yes, Dr. Wilensky.

Dr. WILENSKY. I think, just briefly, there had been concern prior
to the Kassebaum-Kennedy legislation that there was not a way to
fund payment safeguard and fraud and abuse efforts because of the
appropriating mechanism, and that this was an important way to
provide some additional fundi‘r:f. ,

No one that I know of would suggest that it is better to have
fraud and abuse go on in the Medicare program. I think it is help-
ful that the guidelines were issued by the Department of Justice.
There has been concern raised in the provider community to me in
my MEDPAC role about whether or not the False Claims Act is
being used in increasingly creative ways. It is important that peo-
ple groviding services feel like they have a fair stake in how they
are being treated as well.

Senator BRYAN. Could you give us your own response before we
get the next gentleman on the panel: any evidence, in your judg-
ment, that the BBA antifraud provisions have gone too far or that
they been unfair? )

Dr. WILENSKY. None that I am aware of. There is certainly a lot
of concern about it in the provider community, and it may have
been related to this issue of home health, providers using the limit
at the individual beneficiary level and not in the aggregate, as was
intended. Correct information can fix that.

Senator BRYAN. Thank you.

May Dr. Berenson resj)ond? He had his hand up and I cut him
off. He wanted to respond.

Dr. BERENSON. I just wanted to make a brief point, a different
point. Often, waste, fraud and abuse is recited as a mantra, as if
it is all one thing. What we are trying very hard to do at HCFA
is to distinguish fraud, which is real and needs to be prosecuted,
from paying correctly.

We have a very complex payment system. I am a physician. I
have to deal with 7,000 potential CPT codes, even more than that.
Mistakes get made. We are trying very hard to make it clear that
our efforts to pay correctly, to save trust fund money, does not nec-
essarily equate into viewing every physician as a tpot;ential criminal
or every good provider out there as committing fraud. So, I think
the government’s efforts have been in both areas, and I think fairly
successfullﬁ.

Senator BRYAN. I thank 1\z'ou very much.

Thank you very much, Mr. Chairman.
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The CHAIRMAN. Thank you. Let me thank the panel for the excel-
lence of their presentation. We have called-on you many times be-
fore and will continue to do so. Thank you.

It is now my pleasure to welcome the witnesses from our second
panel. Dr. Scully is president and CEO of the Federation of Amer-
ican Health Systems; Dr. Smith, who I am particularly happy to
welcome since he comes from my State of Delaware, and is presi-
dent and CEO of Christiana Care Corporation. He is here today on
behalf of the American Hospital Association.

Dr. Ted Lewers is vice chairman of the American Medical Asso-
ciation. Ms, Bailis is co-chairman and co-CEO of Solomont Bailis
Ventures. She is here on behalf of the American Health Care Asso-
ciation.

Ms. Suther is president and CEO of the Visiting Nurses Associa-
tion of Texas, here today on behalf of the National Association of
Home Care.

We thank you all for joining us today. We will begin with Mr.
Scully, please.

STATEMENT OF THOMAS A. SCULLY, PRESIDENT AND CEO,
FEDERATION OF AMERICAN HEALTH SYSTEMS, -WASH-
INGTON, DC

Mr. ScuLLy. Thank you, Mr. Chairman and members of the com-
mittee for inviting me to testify today. My name is Tom Scully. I
am president of the Federation, which represents 1,700 privately-
owned, investor-owned and managed hospitals across the country.

I am going to focus, as you can probably guess, briefly on this
chart to my right this morning.

As you discussed earlier, the BBA, in 1997, was intended to cut
$103 billion. That is a net number. You cut $114 billion and spent
some money back. It was intended to slow, in the early 1990’s, the
inflation rate of about 10 percent a year to an inflation rate of
about 5.5 percent a year. -

The fact is, the inflation rate for Medicare is negative 1.6 per-
cent, and the inflation rate for Part A of Medicare, which is where
hospitals and nursing homes are, is a negative 5.2 percent.

So I think, arguably, we have way overshot the mark on the BBA
and I think research, which I will get into, shows that it has had
a pretty significant negative impact on health care providers.

Providers were to kick in $103 billion, which was the vast bulk
of all the savings in the BBA in 1997. Now if you look at the real
numbers, which I would argue is the blue number at the bottom,
the Treasury numbers, it looks like $220 billion over 5 years is a
much more realistic estimate.

One of the problems with the way BBA works, is it is a one-way
ratchet. The top line was the pre-BBA estimates of Medicare
spending, the middle line was what you hoped and expected to hit
and was written into the law as the estimate in 1997, and the

en line is where CBO was in March, and the blue line is where
asury is right now.

What happens is, it is a one-way ratchet. If you misguesstimate
by $100 billion, the money is gone, never to be seen again. That

is the dilemma we have. ‘

—_—
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If you look at just a snapshot for 1999, your target for 1999 and
Medicare savings was $15.5 billion when the bill passed 18 months
ago. And CBO said, and I think Paul Van de Water said earlier,
CBO now estimates you have exceeded that by $19.4 billion for this
year, and Treasury would pile another 5.6 percent on top of that.

So instead of saving $15.5 billion this year, you have saved $40.5
billion this year, which is $25 billion more than you expected 18
months ago, and there is an 11 percent lower rate of spending in
the Medicare program this year than what you expected when you
passed the bill in November of 1997.

What has .that meant for providers? Both the Federation,
through Ermst & Young, HCIA, and the AHA through Lewin, have
put out fairly significant studies on this. We worked very closely
with MEDPAC on working on that study.

We found that hospital margins this year, 1999, overall, are 0.1
percent, which is the lowest they have been in years. Outpatient
margins, which is the number one issue I am going to raise that
we should hopefully address this year, are negative 17 percent this
year, and falling to negative 28.7 percent under the BBA by 2002.

That is before we get into the HCFA rule that is coming out,
which is an additional yet unscored and unconsidered 5.7 percent
cut. That is another $1 billion a year that is not figured in those
numbers.

Rural hospital margins, which I know Senator Baucus was wor-
ried about, are 4.2 percent for fiscal year 98, and they will fall
under the BBA to negative 5.6 percent by 2(02.

If you look at the investor community reaction to tkis, if you look
at nonprofit hospitals and health plans, bond ratings are in the
tank for anyone who is nonprofit. -

If you look at the investor world—and I attached an attachment
to my testimony—the average health care stock, whether it is hos-
pitals, nursing homes, providers, information companies, is down
about 40 percent since the BBA passed, and that is obviously in a
market where virtually every other sector of the economy has
boomed.

What would our priorities be for repairing the BBA? First, by far,
would be outpatient PPS. I am not sure this is HCFA’s fault or
Congress’ fault. Outpatient prospective payment was a mess for
years. HCFA, the providers, and Congress worked very closely from
}1)91?4 to 1997 to put together a proposal that was included in your

ill.

Unfortunately, though the House and Senate bills were identical,
word for word, the conference agreement included some minor
changes that were never scored, never considered by CBO, never
understood by us, never understood by HCFA until a year after the
bill passed, tgat now result in a 5.7 percent additional cut that was
never scored. That is $900 million a year that are not in these
numbers additionally out of the outpatient side.

Our number one goal for this year for the Federation, for our
hospitals, is to fix that, whether HCFA can do it adminisiratively,
and we believe they can, or whether Congress has to come back
and repair it. As you can imagine, $900 million a year in a rec-
onciliation bill is lot.
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Our second, would be transfer policy. I think most of you are fa-
miliar with that. Our view is that the transfer golicy runs totally
counter to the idea of prospective payment and health care. We
think it is totally unfair in the way it has worked. It has turned
oBtllstAto save three to four times as much as was estimated in the

We also find the places that are penalized most are hospitals in
.areas that have average lengths of stay that are lower than the na-
tional mean. So if you are in a hospital that happens to discharge
a stroke or hip replacement patient faster than the national mean,
you lose money. So, it completely runs counter to what you did in
1983t, which we supported, which was a move to prospective pay-
ment.

Our final request for an adjustment in the bill would be bad
debt. This is a greatly misunderstood policy. It is generally the
near-poor, non-Medicaid, non-Medigap patients, about 10 percent of
the Medicare near-poor, that do not get their hospital deductible of
$768 covered. :

At some point, Medicare used to pay us 100 percent of that. That
may not have been a rational policy, but that was the case. It was
cut to 55 percent in the BBA, which we think is way too far and
we think that should be adjusted back upward.

Most unfairly, it was intended in the BBA to apply to all Part
A providers. Due to what I believe everybody now considers a draft-
ing error, it only applied to hospitals. So, no other Part A providers
were hit. We think that hit went too far and affects primarily hos-
pitals serving poor patients.

To wrap up, Mr. Chairman, we have a lot of concerns on this bill.
We look forward to working with the committee to address some
of the excesses we think are in the BBA. One-third of the hospitals
in this country are operating in the red right now. That is 55 per-
cent more than when the BBA passed. '

I think there is abundant evidence out there that the BBA went
too far. We know you do not have a lot of money to fix it, but we
}éope you can find at least a few Band-Aids to put back on in this

ongress.

[The prepared statement of Mr. Scully appears in the appendix.]

The CHAIRMAN. Dr. Smith, please.

STATEMENT OF CHARLES M. SMITH, M.D. PRESIDENT AND
CEO, CHRISTIANA CARE CORP., ON BEHALF OF THE AMER-
ICAN HOSPITAL ASSOCIATION, WASHINGTON, DC

Dr. SMITH. Thank you, Mr. Chairman. I am Charles Smith and
I am president and CEO of Christiana Care Corporation in Wil-
mington, Delaware. I am here today on behalf of the American
Hospital Association. We appreciate the opportunity to present our
views.

Christiana Care is a not-for-profit coordinated health care system
that provides the entire spectrum of health care services to pa-
tients in a four-State area. As such, the Balanced Budget Act of
1997 and the changes that it has brought about in Medicare reim-
bursement affect all of our services.

Before I begin, let it be said that the Balanced Budget Act rep-
resents landmark legislation. Medicare mu:t be protected and
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—- health care providers must be forced to provide health care in the
most cost-effective way possible.

It is not the intent of this act that causes concern, but the un-
foreseen and unintended consequences for patient care and medical
education that need prompt and definitive correction.

Although it is tempting for me to focus on the money, instead,
as a physician and health care administrator, I want to talk about
the effects of the changes in Medicare reimbursement on the com-
munity and people served by my organization.

I will also show how, in a patient-focused system, changes in one
part of the system surge like a tempest throughout its entirety be-
cause of the extreme interconnectedness of all of the components
of health care.

The post-hospital care part of the system cannot provide ade-
quate care to home health and nursing home patients because of
the Balanced Budget Act’s reduction in reimbursement for those
services, particularly for complex patients.

As a result, a genuine Catch-22 situation has been created for
hospitals. Hospitals are unable to discharge Medicare patients, and
at the same time are being penalized for not doing so.

We now have an ever-increasing number of patients in our hos-
pitals awaiting placement. Recently, this number reached 80 as op-
posed to about 20 prior to the Balanced Budget Act. This creates
significant problems. The most important problem is that hos-
pitalization for the elderly, when not needed for acute care reasons,
1s bad patient care.

Older people manifest dramatic physical and mental deteriora-
tion during periods of hospitalization, and some never recover their
previous functional state. ;

It is also a problem for the operation of the hospital. We now
have beds filled with patients who do not need to be in the hos-
pital. The fact that these beds cannot be used for the care for which
they were intended impedes the admitting process and interrupts
thedlnoi;mal flow of patients through the hospital, causing medical
gridlock.

-In this specific instance, ironically, the financial consequences of
. all of this is to actually increase the cost of health care. Of course, .
these costs are largely uncompensated and will result in losses to
hospitals because Medicare, quite appropriately, pays only for nec-
essary hospitalization. - )

The medical education programs at Christiana Care are very im-

portant for providing medical manpower in our State. As many as
45 percent of our graduating primary care residents stay in our
State to practice. Without our residency programs, it would prob-
ably be impossible, and certainly much more expensive, to continue
providing the enormous amount of uncompensated care that we
provide now to the under-privileged and uninsured.
- Balanced Budget Act reductions and support for medical edu-
cation have already affected our programs and we are very worried
about the effect of future changes on access and service to our com-
munity. '

Because Christiana Care provides so much outpatient care, we
are also worried about the changes in the prospective payment sys-
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tem. We are already losing money in the care of outpatient Medi-
care patients, and this would only add to that.

We feel that we do need reliet. Primarily, we feel we would like
to have relief with repeal of the transfer provision, as proposed in
Senate Bill 37. This provision this year will cost us $1.2 million.

We would like to see reductions eased in the proposed outpatient
PPS by establishing a stop-loss program that would protect hos-
pitals from large reductions, and by convincing HCFA to reverse
their plan to further reduce payments by 5.7 percent. .

We would like to see restored adequate reimbursement for
skilled nursing facilities by establishing an outlier pool to com-

ensate for extensive exgensive cases. Other suggestions for relief
ave been submitted with my written testimony.

In conclusion, Mr. Chairman, the Balanced Budget Act is now
causing real pain for real peo?le. Thank you.

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

The CHAIRMAN. Thank you, Dr. Smith. -

I regret we have a vote taking place, so we are going to have to
recess temporarily. I think there are two votes and there is 5 min-
utes left on this.

‘Senator MOYNIHAN. We will be back.

The CHAIRMAN. We will be back. The committee is in recess.

[Whereupon, at 11:55 a.m., the hearing was recessed to recon-
vene at 12:18 p.m.}

The CHAIRMAN. I apologize to the distinguished panel, but this

is the way the Senate works. .

" Ms. Bailis, we will go down to you, if we may.

STATEMENT OF SUSAN S. BAILIS, CO-CHAIRMAN AND CO-CEO,
SOLOMONT BAILIS VENTURES, ON BEHALF OF THE AMER-
ICAN HEALTH CARE ASSOCIATION, BOSTON, MA

Ms. BaiLis. Thank you, Chairman Roth and members of the Sen-
ate Finance Committee. My name is Susan Bailis, and I have over-
seen the operations of nursing homes and SNFs for more than 13
years. I have also served on ProPAC, the predecessor to the Medi-
care Payment Advisory Commission. I speak today on behalf of the
American Health Care Association.

Controlling Medicare spending is a laudable goal, but the unin-
- tended consequences of the most recent cuts in Medicare have been
severe. A change from cost-based reimbursement to a prospective
payment system has been dramatic.

With a transformation of that magnitude, the need for corrective
adjustments along the way is inevitable. I come before you today
to relay our concerns, and more important, to propose solutions.
Comprehensive data has been difficult to come by, as we have
heard this morning, because the PPS is relatively new.

However, one startling fact has emerged. That is that SNF's have
experienced an average reduction in their daily Medicare payments
of $50 per day, per patient. The study also shows that Medicare
beneficiary use of skilled nursing facilities has dropped by more
- than 10 percent, and patient length of stay has decreased by nearly
15 percent.

ese numbers tell an important story. Nursing homes are re-
evaluating the extent to which Medicare resources will allow them
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to appropriately care for the sickest patients. The result is a very
real access problem to skilled nursing facilities which is causing
backups in hospitals throuﬁli?ut the country. :

The squeeze has puts SNFs in a difficult situation. We are con-
cerned about the impact it will have on Medicare beneficiaries, spe-
cifically high acuity patients. Naturally, SNFs will be hard-pressed
to continue to 1provide service when patients’ cost of care exceed the
resources available.

I want to share with you an example of the difficulty SNFs are
experiencing under PPS. Reports from the front lines, if you will,
in the skilled nursing field to illustrate the seriousness of the prob-
lems we face and the real threat of reduced access to skilled care.

In Florida, Ms. Y, 89 years of age, arrived at a Lakeland SNF
on March 25 to recover from pneumonia and a chronic urinary
tract infection. Due to her weakened condition, she needed res-
Eiratory, physical, occupational, and speech therapy, plus IV anti-

iotics, to gain the strength she needed to go home.

Mrs. Y returned to her home on May 17, thanks to the excellent
" care that she received at the skilled nursing facility. However, the
Medicare system failed to reimburse the skilled nursing facility
$20,000 worth of direct and ancillary care that was provided to the
patient so that she could return to health.

This included $3,000 in pharmacy costs alone. Even though the
patient was in a high Medicare reimbursement category, she con-
sumed over $350 more a day in respiratory, IV, and other therapies
than Medicare paid for. Yet, if she did not get that care, she would
have used up her Medicare days, flipped to Medicaid, and probably
stayed in the nursing home indefinite { :

Staff at the center report that nearly half of their Medicare dis-
charges in a t};pical month consume an average of $8,000 to
$10,000 worth of services and supplies, more than the center re-
ceives in compensation.

Since their policy is to take all Medicare recipients regardless of
acuity level, the center’s viability is continuing to be severely im-
pactedl\liy the BBA.

The Medicare cuts that are denying Medicare beneficiaries access
to care are not just affecting Medicare beneficiaries, but are also
affecting employees as well. The bleak outlook for SNFs, the open
season on caregivers mentality that seems to prevail in some quar-
ters, is turning away high-quality professional staff. These deep
cuts force layoffs of tens of thousands of employees.

Mr. Chairman, the job of a skilled care staff is challenging under
any circumstances, but I can say with certainty that these dra-
matic reductions add a new degree of difficulty in providing access
to high-quality care that Medicare beneficiaries expect and deserve.

These examples I have cited today show the PPS, for a whole
host of reasons, is threatening quality, continuity of care, and ac-
cess. We have some recommendations on this to what we believe
are fair solutions to four critical challenges, solutions that take into
alclcount the constraints of Congress and HCFA in implementing
change.

First, we propose that HCFA replace the current market basket
update for SNFs with an output economic index that better reflects
the changes in intensity and mix of resident services.
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Second, Congress, HCFA, and MEDPAC all recognize that the
new gayment system for SNFs fails to account for certain Medicare
beneficiaries with medically complex conditions. 1 already talked
about some of those patients. We propose a patient condition-based
payment modifier targeted to these patients.

Third, PPS rates are based on cost reports going back to 1995.
We recommend that providers have the option of maintaining the
current blended rate for the second year of PPS, or moving to the
Federal rate immediately.

Fourth, and finally, we believe residents would benefit if Con-
gress addresses the problems posed by the $1,500 annual cap on
outpatient rehabilitation services. The committee is urged to sup-
port S. 472, which would create criteria to trigger exceptions to the
caps for the sickest and most vulnerable Medicare beneficiaries.

Mr. Chairman, as I conclude my remarks, I would like to convey

_to the committee that we know the constraints that exist. These so-
lutions can only be achieved in a bipartisan fashion, and we look
forward to your leadership.

I thank you for the opportunity to be here today.

[The prepared statement of Ms. Bailis appears in the appendix.]

The CHAIRMAN. Thank you.

Now, Dr. Lewers?

STATEMENT OF D. TED LEWERS, M.D., VICE CHAIR, AMERICAN
MEDICAL ASSOCIATION, WASHINGTON, DC

Dr. J.EwERS. Thank you, Mr. Chairman. I am Ted Lewers. I am
a nephrologist and internist from Easton, MD. I serve as vice chair
of the American Medical Association Board of Trustees.

While I am also a MEDPAC commissioner, I want to make it
very clear that I am here today speaking and representing for the
AMA and not MEDPAC.

The AMA appreciates the opportunity to provide this committee
with our views on needed improvements to the sustainable growth
Eate system which is the basis for Medicare physician payment up-

ates.

The SGR enacted under BBA 1997 is a target rate of spending
growth for physician services. There are serious problems with the

GR formula and with its administration to date. o

MEDPAC has recommended four improvements in the SGR. We
are here today to urge Congress to enact these refinements into
law this year. The physician community is united in recommending
the following.

First, HCFA should correct projection errors used in calculating
the 1998 and 1999 SGR and should be required to correct projec-
tion errors each year as actual data becomes available. The law re-
quires HCFA to make roiiections to calculate the SGR target be-
fore actual data is available. As a result, the projections that have
been made to date were wrong.

For example, HCFA’s SGR target for 1998 was based on erro-
neous projections of GDP growth and changes in fee-for-service en-
rollment. Because these errors have not been corrected, the 1999
payment update is about $645 million lower than actual data
would require.
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We urge Congress to direct HCFA to immediately rectify this
problem. Our view is also in accord with MEDPAC’s recommenda-
tion.

In addition, in establishing the 1999 SGR, HCFA estimated that
fee-for-service enrollment would decline by 4.3 percent in 1999.
This is despite a slowing rate of increase in Medicare managed care
enrollment over the last one and a half years, and an actual de-
crease in December of 1998 and January of 1999.

HCFA based the 1999 SGR on a projected increase in managed
care enrollment of 29 percent. Over time, due to the cumulative na-
ture of the SGR, uncorrected projection errors will short-change
phgsician service ﬁayments by billions of dollars.

econd, the SGR should be set at GDP plus 2 percentage points
to take into account increased expenditures and utilization of serv-
ices due tv technological innovation.

Under tne SGR, health care utilization is held to the rate of GDP
growth. CBO forecasts indicate that real per capita GDP growth
over the next decade will be far below historical rates of Medicare
utilization growth. Thus, the SGR system guarantees that Medi-
care physician payments will decline.

MEDPAC, and its predecessor, PPRC, both recommended tnat
the SGR include an add-on to GDP for cost increases due to im-
provements in medical capabilities and advancements in scientific
technology. We strongly agree.

We also urge that Congress consider a long-term approach to set-
ting an appropriate growth target. For instance, Congress could re-
quire the AHCPR, with its exL)erience in practice guidelines and
technological advances, to work with MEDPAC in estimating the
impact of improvements in technology, changes in the characteris-
tics of fee-for-service enrollees, and shifts in sites of service on utili-
zation growth.

Third, payment updates under the SGR must be stabilized. Cur-
rently, MEDPAC, HCFA, and the AMA project that the SGR will
produce extreme volatility in payment levels. This prevents predict-
ability in the budget process for either the Federal Government or
physicians.

The AMA agrees with MEDPAC’s recommendation that Congress
should stabilize the SGR by moving it to a calendar year system.
Further stabilization coultf be achieved by narrowing both the
upper and lower limits on payment updates and changing from an-
nual GDP growth to a rolling 5-year average.

Fourth, and our final point, Con%-ess should reestablish payment
preview reports, as recommended by MEDPAC. HCFA should pro-
vide Congress, MEDPAC, and physician organizations with quar-
terly physician expenditure data and an estimate of the next year’s
payment update.

The pl(liysician community, surgeons and primary care alike, is
concerned that payment cuts due to flaws in the SGR, on top of
more than a decade of previous cuts, could threaten beneficiary ac-
cess and our ability to continue to offer our Medicare patients the
benefits of the finest medical care available.

The SGR must be fixed. The AMA urges the committee to con-
sider the recommendations we have discussed. Further details are
in our written testimony, and we greatly appreciate the commit-
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tee’s work in this area. We are ready to answer any questions and
to help in any way. Thank you, sir.
[The prepared statement of Dr. Lewers appears in the appendix.]
The CHAIRMAN. Thank you very much.
Next, we will call upon Ms. Suther, please.

STATEMENT OF MARY SUTHER, PRESIDENT AND CEO, VIS-
ITING NURSE ASSOCIATION OF TEXAS, ON BEHALF OF THE
NATIONAL ASSOCIATION FOR HOME CARE, WASHINGTON,
DC

Ms. SUTHER. Thank you for the opportunity to testify here today.
My name is Mary Suther. I am the president and CEO of the Vis-
iting Nurse Association of Texas, which is a very large home care
agency that serves both rural and urban patients. It is a charitable
organization. We have been in business over 65 years.

The Medicare home health benefit has undergone tremendous
change as a result of BBA and recent program requirements. Many
providers have left the program, and I know.that HCFA testified
they did not know exact numbers. I do have a copy that I will give
you. In Texas, prior to the BBA, we had 15 counties that were not
served. We now have 40 counties that are not served. Two of those
counties are over 4,500 square feet in area and they are bordered
by counties that——

_?enator MOYNIHAN. No, ma’am. I think you may mean square
miles.

Ms. SUTHER. I am sorry. You are absolutely right. [Laughter.]
Square miles. And they are bordered by contiguous counties that
also have no home health agency. I will give you detailed informa-
tion on that.

There is a decreased number of patients receiving fewer services.
Some areas of the country have no Medicare agencies. Infrastruc-
ture necessary for implementing PPS is being eroded. Even though
studies have shown that the home care problems that exist are not
of crisis proportion, why do we have to wait until there is a crisis?

This is extremely important to note, that GAO and MEDPAC
found that, even in the first quarter of 1998, before the main ef-
fects of BBA were felt, because many home health agencies had not
even started with IPS, beneficiaries were already losing access.
Even so, home care was back to 1994 levels.

The current situation is much worse. We have examples attached
in our written testimony of specific cases of real people who are in
need of care and are going without home care. Many of them are
being admitted to institutions. You heard earlier testimonies that
ix;st‘ﬁtutions are full and are having problems with accepting some
of them.

The IPS is the most devastating change for home health agencies
under BBA. The severe payment reductions, coupled with other
HCFA initiatives that increase costs, have had severe effects on
health care providers, thus, beneficiaries.

Approximately 2,000 agencies have gone out of business. Sur-
viving agencies have had to decrease staff, therefore, have had to
limit admissions of medically complex patients or patients that live
a far distance from the facility.
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In my own agency, we had losses of over $1 million as a result
of this, and our community donations have subsidized this. We
have a very generous community, but they do not want to subsidize
the Medicare program with charitable donations.

Some of the major problems are related to the medically complex -
patients. A study done by the Center for Health Policy Research of
Georgetown University found IPS curtails access to covered serv-
- ices for the sickest, most frail Medicare patients.

CVA used an unprecedented 66 percent behavioral offset and
thus directed Congress that it would have to cut home health $48
billion to save $16 billion over five years. It is now gainfully clear
}hat that was completely unnecessary. This has had devastating ef-

ects.

Contrary to the previous remarks of panelists, home health agen-
cies, in general, do understand the aggregate per-beneficiary cost.
There may be an occasional home health agency that does not.
That is not the point. The point is, the payment level is too low.

My particular agency was $7 million under cost caps the'year for
baseline for BBA. We also have a lower utilization rate than the
Nation and other home health agencies in our State. We have ctill
be adversely affected by this.

Per-visit cost limits were reduced by 14 to 22 percent. Home
health, under BBA, could not win. If an agency had a high cost per
visit and a low per-beneficiary cost, too bad. If they had a high per-
beneficiary cost and a low cost per visit, again, too bad.

No consideration was given to technological or regulatory
changes or population changes, the aging of the population. No
mention was made to age adjusting for the changes in Medicare.
Just, bam, back to 1993 and 1994 cost data.

These changes were especially devastating to rural beneficiaries
and inner city beneficiaries due to the extra costs incurred in car-
ing for those beneficiaries. Over-payments is another issue. BBA
1997 went into effect October 1, 1997, and HCFA was not required
to publish visit limits until January 1998, and per-beneficiary lim-
its until April 1998. '

Thus, agencies were blindly continuing to operate and provide
services to patients. Many agencies found themselves in an over-

ayment situation because HCFA continued to pay them at the
igher rate.

It will result in those agencies, if they have to pay this money
back, many of them, in going out of business, restricting access for
more beneficiaries and further erosion of the infrastructure that
has taken us 30 years to build.

On February 5, venipuncture was removed as a qualifying serv-
ice, and that had a devastating effect. We believe that Congress
must target resources to ensure beneficiary access.

The vital home health infrastructure must be stabilized by pro-
viding some type of outlier for medically complex, high-cost, heavy
needs patients, by eliminating the 15 percent additional cut sched- -
uled for October 1, 2000, and to provide relief from financially dis-
abling over-payments to preserve infrastructure.

These proposals are in keeping with GAO and MEDPAC con-
cerns. The effects of the BBA produced many unintentional con-



114

sequences. We are relying on your leadership to make the nec-
essary changes. Thank you.

[The prepared statement of Ms. Suther appears in the appendix.]

The CHAIRMAN. Thank you, Ms. Suther.

Mr. Scully, let me turn to you. Could you please elaborate on
why the Medicare inpatient margin is not a good indicator of a hos-
pital’s vﬁnancial viability? What other indicators would you suggest
we use?’

“Mr. ScuLLy. Well, hospital inpatient margins are one piece. Ob-
viously, inpatient, as a percentage of a hospital’s revenues, is gen-
erally shrinking and outpatient is growing.

While our inrgatient margins have generally, in our study, con-
curred with MEDPAC, then probably 16 to 17 percent in the last
couple of years. We have not proposed any adjustments, at least in
our recommendations, on the inpatient side.

They have been negative 17 percent, growing to negative 28 per-
cent on the outpatient side. On the margins on SNFs, home health,
other businesses, and other hospitals are also very negative.

In addition, when you look at the costs—and this is according to
MEDPAC data, if you look at what a hospital receives relative to
its costs, we receive roughly about 98 percent of our costs from
Medicare as a payor, while the average private payor, who is usu-
ally an HMO, is about 117 percent of cost. That margin has nar-
rowed, so Medicare has become a relatively better payor. But the
HMOs are not getting easier.

You look back two or 3 years, and the HMOs paid us 130 percent
of cost.. Now they pay 117 percent. So we have no place left to turn.
Our inpatient margins in Medicare are better than they are on the
outpatient side, they are better on the home health side, and the
SNF side.

But our overall Medicare margins, as I mentioned, are 0.1 per-
cent this year. No hospital I know of, in net, makes any money on
Medicare. You da the best you can on Medicare and you try to get
" whatever you can out of the private payors, which is why we are
having such a tough time.

The CHAIRMAN. Dr. Smith, as we well know, Christiana Care fur-
nishes many kinds of health care services. MEDPAC has raised an
important question of how organizations respond to the combined
effects of different payment policy changes in the BBA. Could you
tell us how Christiana Care has dealt with this issue?

Dr. SMITH. Yes, sir. I can certainly try to do that. First of all,
as you know, the timing of the implementation of elements of the
Balanced Budget Act varies. So the major impact on our system at
this point in time has come in the area of post-hospital care, with
some in-hospital as well as medical teaching impact, but those will
be coming more in year 2002.

The response that we have mounted to cope with this have been
really to do everything we can to increase our revenues wherever
we can find them. We are doing everything we can to reduce our
costs. However, most of our costs are personnel costs.

Contrary to what_a lot of people think, our occupancy is still very
high. We were running over 90 percent occupancy and we, there-
fore, cannot eliminate clinical positions, but we are responding by
trying to reduce our costs.
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In addition to that, we are doing everything we can to modify uti-
lization. So, we are responding the way the Balanced Budget Act
wants us to respond, but we have had negatives.

Our nursing home this year, as a result of the Balanced Budget
Act, has lost $700,000 at this point in time. I believe we are the
only nursing home in the State that will take complex patients,
ang this is resulting in a loss for us. We have had to decrease home
health care services. This year, which is just about now con:nleted,
we, on our medical clinical services, will have a deficit of $1.2 mil-
lion. That is inpatient and outpatient combined.

Senator MOYNIHAN. That is a lot for them.

Dr. SMITH. Sure, it is.

The CHAIRMAN. Let me ask you to discuss the hospital transfer
olicy and any adverse incentives this policy has created, particu-
arly in rural areas.

Dr. SMITH. I think the hospital transfer policy does, in my view,
penalize health care providers for doing what might be best for the
patient. As I have mentioned, it is not good to keep a Medicare pa-
- tient in the hospital. Certainly, they should be discharged just as
quickly as possible.

However, the financial incentives or economic incentives brought
on by the transfer policy are to keep them there until they have
stayed out their DRG, and that is clinically unsound and not in the
best interest of patients.

Senator MOYNIHAN. Clearly. Clearly.

Dr. SMITH. Therefore, we are being penalized for doing what we
feel is best for patients. The penalty to Christiana Care for this fis-
cal year will be $1.2 million. '

The CHAIRMAN. Let me ask you, Ms. Dailis. Would you discuss
the impact of therapy limits on patients in the outpatient and
skilled nursing settings, and whether consolidated billing require-
ments are making the problem worse?

Ms. Baiuis. I will be glad to talk about the impact the therapy
caps are having on residents in facilities. The actual consolidated
billing provisions have been delayed because of Y2K issues and we
will not have information on that until that actually is imple-
mented.

But the therapy cap is clearly having an impact on residents. A
study done of 32,000 Medicare beneficiaries showed that 4 percent
of beneficiaries had already exceeded the cag, that it is anticipated
that 13 percent will have exceeded the cap by the end of the year,
and 28 J)ercent of beneficiaries have expended half of the cap.

In addition, patients are beginning to ration their therapy so
they can be sure that there is enough for them throughout the
year. The cap particularly discriminates against very sick patients
that suffer from stroke, cardiac problems, hip fractures, Parkin-
son’s disease, cancer, diabetes, and respiratory diseases. So there
ils no question that the cap is having a significant impact as we sit

ere.

The CHAIRMAN. Dr. Lewers, 1 would like to go to the innovative
technologies that are such an important key to a successful practice
by physicians. This is especially true in an aiz where many serv-
ices, once performed in the hospital, are now being performed in a
physician’s office.
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Could you discuss your ideas on how to explicitly recognize the
cost of new technology and annual updates to the physician fee?

Dr. LEWERS. Well, you have hit a very key point and it is one
that PPRC recommended back in 1995, I guess—] was a commis-
sioner on PPRC at that time as well—on how do you recognize
that? I think it was very clear, and I think it remains very clear,
that we need to find some way to recogniz. that we have to be able,
in some manner, to afford technological advances or we stagnate
and the quality of care will decrease.

At that point in time, I remember extensive debates in PPRC re-
garding, how do we do this? It was felt that there had to be a per-
centage point added on to the SGR. That was when we created the
SGR. They felt that was the best way to do it. I am aware of con-
cerns that that is not the best way to do it. But we feel that defi-
nitely we need to do something to make sure that that continues
so that stagnation does not occur.

It is also one of the reasons why we have recommended to you

today that AHCPR basically take this on as a study, we are think-
ing, in the terms of 3 years of a process in working with MEDPAC
to try to come forth with a long-term solution. I think what we
have recommended is probably a short-term solution and one that
would correct that. But we cannot continue to fund, as you have
wisely done, the NIH and other agencies to help in research and
to grow.
To think that when I was a medical student, a cataract patient
had bags around their head for three weeks. I remember those
days. I hate to admit that I do, but I do. I remember when we could
not do colonoscopy. I remember a lot of these factors. I do not want
to see us, in 10 years, saying, gee, I wish we would have found
some way to do this. ‘

So we urge imu to help us with this. We really feel that the
AHCPR can help us. Their innovation and all the work they have
done in recent years, I think, makes them idea to do this study for
a long-term fix.

The CHAIRMAN. No question about it, it is important. We will call
upon you to help us, too.

Dr. LEWERS. I will ask our geople to take a look at this and to
see if there are other areas that they think we can do, and cer-"
tainly we will advise you of their findings. I will make those calls
this afternoon.

The CHAIRMAN. Thank you, sir.

Ms. Suther, like all of the members of this panel, we are very
much concerned with maintaining home health care access for the
sickest beneficiaries. The implementation of the prospective pay-
ment system next year is, presumably, a major step to alleviate
this problem. In the interim, however, are there any ideas Con-
gress should consider that would specifically target reimbursement
to medically complex patients? )

Ms. SUTHER. Yes, there are. I think there is some %reliminary in-
formation from the studies that were done for PPS that might give
some hints as to some indices for medically complex patients. Obvi-
ously, if you are a small agency and you admit one medically com-
plex patient, it could devastate you. If you are a large one, like
mine, you could accept a larger number of those.
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I think there needs to be some way of determining which pa-
tients are medically complex. We do not have a good method of
doing that. Now, hopefully PPS will come forth with that, but we
have not been privy to the information that they are going to uti-
lize PPS yet, except in very brief detail.

We do not know whether it will work. But I think that people
doing that research have some ideas as to how they could deter-
mine which agencies are seeing patients that are sicker and that
are more complex than other agencies.

The CHAIRMAN. Senator Moynihan.

Senator MOYNIHAN. Thank you, Mr. Chairman.

This has been wonderful testimony. I am sorry we had to break
it up. I would tell you, our committee has many concerns, but one
of them is what Dr. Lewers describes. We are in a great age of
medical discovery and innovation. We do not want the management
olf; our Federal insurance system to inhibit, much less to impair,
that.

In this context, with the rise of HMOs and such, we are going
to have to begin thinking of teaching hospitals at public goods, in
the terms economists would use. A public good is one in which ev-
erybody shares the benefits, so no one will pay. That is why you
have governance, in effect.

It appears sometimes that all the new science does is add to the
complexity and cost. Consider your cataract patient. Cataract oper-
ations are done in offices and take 15 minutes now with laser de-
velopment, and such-like. There are many such equivalents of what
were once very difficult medical procedures becoming much simpler
thanks to research. )

I would just ask one general question. Mr. Scully, in your testi-
mony you made a rather startling proposition, that more than one-
‘third of all hospitals are facing bottom lines in the red due to the
Balanced Budget Act of 1997. One-third.

So might I ask Dr. Smith, who represents hospitals here today,
would you share that assessment, and if not, what would your as-
sessment be?

Dr. SMITH. I do not have specific information on that. What I
have read is, 20 to 25 percent of hospitals will have operating mar-
gins in the red for this fiscal year.

Senator MOYNIHAN. Does that startle you?

Dr. SMITH. I am sorry, sir. Does what startle me, that one-fifth
to one-quarter are——

Senator MOYNIHAN. Yes. Yes. Is that something new or is that
just the way hospitals exist? o

Dr. SMITH. It does not startle me. I am not sure that I would,
however, classify it as the way hospitals exist. It is a balance be-
tween revenue and expenses. I think that the number of hospitals
where the operating margins are getting smaller are definitely
going up, and that is a real concern, particularly when some of
t}f}ese hospitals are in areas where they may be the only providers
of care.

Senator MOYNIHAN. Mr. Scully? :

Mr. ScuLLy. Senator, if I might. Dr. Smith probably does not
spend as much time running his hospital as Christiana. But that
data is from an HA study, so actually the HA produced that data.
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Generically, if you look back over the last 15 years, you are obvi-
ously going to have some hospitals that always do poorly and lose
money. The general numbers run between about 17 and 22 percent
over the years. The fact that the number is up to 33 percent is a
pretty significant change since the BBA.

Senator MOYNIHAN. Dr. Lewers, would you care to comment?

Dr. LEWERS. On hospitals? _

Senator MOYNIHAN. Yes.

Dr. LEWERS. No.

Senator MOYNIHAN. No.

Dr. LEWERS. Not on hospitals. [Laughter.] I know when to put
my foot in and not. But I will comment on your efforts with the
ie:ching hospitals, and commend you for that. It is very well

own.

The AMA is very concerned about what is going to happen to
teaching hospitals, to teaching facilities, as we move into the out-
patient areas. Following the trainees as they move into the other
areas, the complexity, all of this is, in a sense, very frightening. I
spend a fair amount of my time traveling in some of the teaching
hospitals and working with residents and working with students.

It is an area that we have to come to some decision on. I look
forward to the debate on graduate medical education that we will
have at MEDPAC. As I said, I am not here speaking for MEDPAC.
‘ But we have béen working on that now since the BBA and since
MEDPAC formed, and every meeting we spend iime on this. We
are getting down to the fish-and-cut-bait time now. We have a re-
port to do in August. The AMA basically will be working with us
and assisting MEDPAC in whatever endeavors it has.

We have policies on this that you are very well aware of. The
teaching hospitals, the academic medical centers, are ones that,
throughout this country, are, when you talk about margins, really
on the margin. We must dc something to solve that problem.

Senator MOYNIHAN. Well, I just could not be happier with all of
those responses. These are good problems. If you have market sys-
tems that are moderating costs, that is good. If that leads a certain
segment in difficulty, it is a difficulty that is in the larger context
of innovation and price moderation.

My heavens, the beginning of this decade we thought costs would
be going up about 19 percent a year and they would be up around
a quarter of GDP right now. It did not happen. But if there is a
side effect that affects hospitals, we will take care of that, too.

We will look forward to that August report. Thank you all very
much. Thank you, Mr. Chairman.

Dr. LEWERS. Thank you.

The CHAIRMAN. On that optimistic note, we will call the com-
mittee to an end. I want to thank each one of you again for being
here today. We appreciate your most helpful testimony.

Senator MOYNIHAN. Thank you so much.

The CHAIRMAN. The committee is in recess.

[Whereupon, at 12:56 p.m., the hearing was concluded.]
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PREPARED STATEMENT OF SUSAN S. BAILIS

Thank you, Chairman Roth and Members of the Senate Finance Committee, for
this opportunity to share the concerns of skilled nursing facility (SNF) providers as
we navigate our way through the recently implemented prospective payment system
(PPS)—and other changes brought about by the Balanced Budget Act of 1997 (BBA).

Let me state for the record that my name is Susan Bailis, and I am the co-chair-
man and co-chief executive officer of a company that develops innovative health care
services and provides consulting with a specialty in eldercare. I have overseen the
operations of nursing homes and SNFs with 5, beds for more than 13 years. I
have served on ProPAC—the predecessor to the Medicare Payment Advisory Com-
mission—and I am also a clinical social worker. I speak today on behalf of the
American Health Care Association (AHCA), a federation of 50 iated associations
representing over 11,000 non-profit and for-profit assisted living, nursing facility,
and subacute providers nationwide.

Mr. Chairman, let me express our sincere appreciation for the Ntip%ortunitg to
share with you our concerns regarding the implementation of the S PS and its
impact on residents for whom we have the privilege to care. Controlling Medicare
spending is a laudable goal, but the unintended consequences of the most recent
cuts in Medicare have been severe. A change from cost-based reimbursement to a
prospective payments system (PPS) has been—by definition—dramatic. With a
transformation of that magnitude, the need for corrective adjustments along the
way is inevitable. Hearings like this one demonstrate this Committee’s willingness
to recognize that Co! 88 must redress some of the unintended problems that have
emerged from the BBA. In that same spirit, I come before you today to relay our
concerns—and more important, to propose solutions.

Comprehensive data been difficult to come by because the PPS is relatively
new. However, based on recent data collected amorxx the SNF community by Muse
and Associates—a Washington, D.C.-based resea firm—one startling fact has
emerged, and that is that SNFs have experienced an average reduction in their
daeig Medicare payments of $50 per day per patient. The study also shows that
Medicare beneficiary use of skilled nursing facilities has drogpedv by more than 10
g:rcent, and patient length of stay has decreased by nearly 15 percent. These num-

rs tell an important story. Nursing homes are reevaluating the extent to which
Medicare resources will allow them to appropriately care for the sickest patients.
The result is a very real access problem to skilled nursing services, which is causi
backups in hospitals throughout the country. This squeeze has put SNFs in a dif-
ficult situation, and we are concerned about the impact it will have on Medicare
beneficiaries—apecifically high-acuity patients. Naturally, SNFs will be hard-
pressed to continue to provide service when patients’ costs of care exceed the re-
sources available,

I want to share with you a few examples of the difficulties SNFs are experiencing
under PPS—reports from the front-lines, if you will, in the skilled nursing field—
to illustrate the seriousness of the problems we face, and the real threat of reduced
access to skilled care.

In Florida, Mrs. Y (89 years of age) arrived at a Lakeland SNF on March 25th
to recover from pneumonia and a chronic urinary tract infection. Due to her weak-
ened condition she needed respiratory, physical, occupational and speech therapy

ius IV antibiotics to gain the stre she needed to go home. Mrs. Y returned to
er home on May 17th thanks to the excellent care she received at the skilled nurs-
ing facility; however, the Medicare system failed to reimburse the skilled nursing

(119)
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facility $20,000 worth of direct and ancillary care that were provided to Mrs. Y, so
that she could return to health. This included $3,000 of pharmacy costs alone. And
even though Mrs. Y was in a high Medicare reimbursement categtiliy, she consumed
over $350 more a day in respiratory, IV and other therapies than Medicare paid for.
Yet, if she did not get that care, she would have used up her Medicare days, then
flipped to Medicaid and probably stayed in the home indefinitely. Staff at the center
report that nearly half of their Medicare discharges in a typical month consume an
average of $8, to $10,000 worth of services and zupplies more than the center
receives in compensation. Since their policy is to take all Medicare recipients re-
gnr&]l:sg 1‘3).{. acuity level, the center’s viability is continuing to be severely impacted
Yy

In Delaware, Mrs. D, an 85 year :}d woman, who was recently recovering from
an infection and heart problems in a Delaware hospital found out about the shrink-
ing number of Medicare beds in her state. She was ready for nursing home place-
ment but, given Medicare’s inability to provide adequate resources, she had dif-
ficulty locating a SNF, and, as a result, she had no choice but to stay in the hospital
an extra two weeks. Eventuall , & provider offered to take her to a center in neigh-
boring Maryland despite the fact t she needed ¢n expensive IV antibiotics at a
cost of $410 a day. Her Medicare level dictated the center would only be com-
Kgnsated $260 a day for her care. Since then her doctor has prescribe! a $1,700

ee brace that the center will provide as part of her routine care costs.

In the state of Washington, a locacllli\;-owned and managed independent provider
operates a 30-bed skilled nursing facility with a nearby hospital. The facility pri-
marily serves short-term (usually less than 20 days) high-acuity patients—many of
whom were patients in the hospital's oncology department. The facilit{ enabled pa-
tients to be treated by the hospital’s doctors and eliminated the need for these very
sick patients to travel between facilities.

The result of PPS on this facility is unmanageable losses of between $20,000 and
$40,000 per month. The unit is well-managed and has provided uninterrupted high
quajity care, but it cannot overcome the fact that so many of its patients are very
high acuity and require, in many cases, expensive treatments and medications that
are not compensated for by the PPS rate. If the financing system is not changed,
the facility anticipates it will be left no choice but to close its doors creating access
gemblems for its local Medicare beneficiaries. Additionally, its functions will have to

assumed by another facility several miles away.

The Medicare cuts that are denying Medicare beneficiaries access to care are not
{’ust affecting Medicare beneficiaries, but also affecting our employees as well. The

leak outlook for SNFs—the “open-season on caregivers” mentality that seems to
srevnil in some quarters—is turning away high quality professional staff. These

eep cuts have forced layoffs of tens of thousands of employees. Mr. Chairman, the
job of skilled care staff is challenging under 1.1y circumstances—but I can say with
certainty that these dramatic reductions add a new degree of difficulty in providing
access to high-quality care that Medicare beneficiaries expect and deserve.

As you know, we are concerned that the situation has worsened to the point that
mandy facilities will opt out of Medicare altogether. These cuts are forcing both inde-
pendent providers and large national corporations to make difficult choices of
whether to provide services in a system that does not provide adequate resources
for care. This means that Medicare beneficiaries will have less access to quali
care. If you think things are bad now, imagine how much more the situation wi
deteriorate if 1,000-plus facilities go out of business. Congress and the Administra-
tion should not stand bg—forcing our states to make contingency plans for the care
of hundreds of thousands of elderly residents needlessly uprooted from the facilities
and the caregivers the{ve come to know. This would create a logistical nightmare,
the most pressing problem being transfer trauma—which has been proven to in-
crease mortality rates among the elderly.

The examples I've cited today show that the PPS, for a whole host of reasons, is
threatening quality, continuity of care, and access—the very goals we share for the
elder{i infirm Americans for whom we care. Mr. Chairman, the bottom line is
that the deep cuts in Medicare create a clear and present danger to the well-being
of our nation’s elderly. The problems are critical and require ediate attention.
To that end, I would like to outline what we believe to be fair solutions to four criti-
cal challenges—solutions that take into account the comstraints of Congress and
HCFA in implementing chanﬁe

First, we propose that HCFA replace the current market basket update for SNFs
with an output economic index that better reflects the changes in intensity and mix
of resident services. Simply put, HCFA should replace the current inflation rate up-
date factor for SNFs with a more accurate measurement of the cost of services they
are required to provide. This current market basket grossly understates the actual
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market conditions for SNFs because it understates the annual cha%‘g in the costs
of providing an appropriate mix of goods and services produced by SNFs. SNFs have
changed dramatically the services we provide and the acuity levels of the patients
we care for. Additionally, this more accurate index exists within the Bureau of
Labor Statistics. This change could be made by HCFA under existing law. Using the
new index would restore funding back into the system and would help to alleviate

- the crisis SNFs are experiencing. HCFA has the authority to make this change, and
Congress should encourage them to do so. :

Second: Congress, HCFA and MedPAC all recognize that the new payment system
for SNFs—Resource Utilization Groups III [RUGs III}—fails to account for certain
Medicare beneficiaries with medically complex conditions. That is especially true for
patients with high utilization of non-therapy ancillary services, such as prescrip:

tions, restﬁiratory care, IV antibiotics and chemotherapy. AHCA has proposed a pa-
- tient-condition based payment modifier targeted to those patients most likely to fall
outside the reimbursement system. In other words, if a patient comes into a SNF
.with a condition, such as ventilator care needs or advanced ;t:lge pressure ulcers,
the facility treating that patient would be eligible for additio reimbursement to

compensate for providins the required ‘high cost services. This is the measure that
we support, but we would certainly entertain other solutions.
ird, PPS rates are based on cost reports that date all the way back to 1995.
Providers should have the option of maintaining the current blended rate for the
second year of the PPS transition—currently 76% facility specific/26% federal—or
elect to move to the full federal rate immediately. This would prevent facilities that
changed the type and volume of Medicare services after 1995—the PPS base year—
““from being disadvantaged by the transition rate. Aﬁ;ﬁn, this is a matter of equity,
and a means of easing the transition to PPS. We believe this can be done adminis-
tratively by HCFA.

Fourth and finally, residents would benefit if Congress would address the prob-
lems posed by the imposition of $1,500 annual caps on Part B outpatient rehabilita-
tion services. The BBA imposed these arbitrary and capricious caps without the ben-
- efit of data or of hearings. Mr. Chairman, I assure you—speaking from the front-
lines of the skilled care community, no one who was part of this process could have
intended this cap to create the kind of patient impact we’re seeing. I urge this Com-
mittee to support S. 472, legislation sponsored by Senators Grassley and Reid,
which would create criteria to trigger exceptions to the caps for the sickest and most
vulnerable Medicare beneficiaries. Let me express our appreciation to Senators
Grassley, Conrad, Hatch, Robb, Mack and Graham—for being early supporters of
this legislation. But let me also challenge this Committee to translate that early
support into immediate action.

r. Chairman, as I conclude my remarks, I would like to convey to the Committee
that we know the constraints that exist. That is why we've worked so hard to put
forward solutions that are reasonable and consistent with the aim of the BBA. Each
of the four actions I've outlined today is realistic, responsible—and within reach.
Each of the actions we recommend would restore ﬁnndinithat would ensure contin-
. ~ued quality and access to Medicare beneficiaries. And that is why each of the ac-
tions we recommend should be adopted—for the sake of the patients entrusted to
our care. These solutions can only be achieved in a bipartisan fashion, and we look
to your leadersLip. Our nation’s seniors expect and deserve no less.

Mr. Chairman and Members of the Committee, I thank you for the opportunity
to be here today. On behalf of AHCA, I want to make clear our commitment to pro-
Vidviv:ﬁ high quality care to America’s frail and elderly. The situation is critical, but
il;) ill get worse unless Congress and the Administration work with providers to fix
the system.

PREPARED STATEMENT OF ROBERT A. BERENSON, M.D.

Chairman Roth, Senator Moynihan, distinguished committee members, thank you
for inviting us to discuss the impact of the Balanced Budget Act on Medicare fee-

L]

for-service beneficiaries and providers. The BBA includes important new preventive

benefits and payment system reforms that promote efficiency and prudent use of
taxpatyer dollars. These reforms are critical to strengthening and (rrotecting Medi-
care for the future. The Medicare Trust Fund, which was projected to be insolvent

lz)glé999 when President Clinton took office, is now projected to be solvent until

We have implemented more than half of the BBA's 335 provisions affecting our
programs, including the new preventive benefits such as diabetes education, and a
prospective payment system for skilled nursing facilities. In most cases, the statute
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prescribes in great detail the changes we are required to make. We are committed
to affording groviders maximum flexibility within our limited discretion as we im-
pl%mmgeent t'hef' tli’% tude al I that
of this magnitude always requires adjustment. It is not surprisin,

market corrections would result from such significant legislation. Our first and fore-
most concern has always been and will continue to be the effect of policy changes
on beneficiaries’ access to affordable, quality health care. We are proactively mon-
itoring the impact of the BBA to ensure that beneficiary access to covered services
is not compromisad. Our regional offices are gathering extensive information from
around the country to help us determine whether specific corrective actions may be
necessary. We should be cautious about making changes to the BBA until we con-
sider information and evidence of problems in beneficiary access to quality care.

It is clear that the BBA is succeeding in tgromoting efficiency and extending the
life of the Medicare Trust Fund. However, the BBA 1is onlly;aone factor contributing
to changes in Medicare spending. Our actuaries tell us that low inflation from a
strong economy and aggressive efforts to pay oomc‘gy and fight fraud, waste, and
abuse are also having an impact on total spending. We have sxgniﬁcanﬁy decreased
the number of improper payments made by Medicare. And, for the first time ever,
the hospital case mix index is down due to efforts to stop “upcoding,” the practice
of billing for more serious diaﬁggses than patients actually have in order to obtain
higher reimbursement. It is important to note that some of the slowdown in
spending growth results from slower claims processing and payment during the
transition to new payment systems.

The BBA also is only one factor contributing to provider challenges in the rapidly
evolving health care market place. Efforts to s)ay right and promote efficiency m&y
mean t Medicare no longer makes up for losses or inefficiencies elsewhere. We
are concerned about reports about the financial conditions of some providers. How-
ever, it is essential that we delineate the BBA's impact from the effects of excess
capacity, discounted rates to other payers, aggressive competition, and other market
factors not caused by the BBA.

NEW PREVENTIVE BENEFITS

One set of significant changes brought about by the BBA is coverage of key pre-
ventive health benefits. We have:

o expanded coverage for test strips and education programs to help diabetics con-
trol their disease;

e begun covering bone density measurement for beneficiaries at risk of
osteoporosis; !

e begun covering several colorectal cancer screening tests;

e expanded preventive benefits for women so Medicare now covers a screening

_ pap smear, pelvic exam and clinical breast exam every three years for most
wo;nen, and every year for women at high risk for cervical or vaginal cancer;
and,

. covering annual screening mammograms for all women age 40 and over,
and a one-time initial, or baseline, mammoglll'am for women ages 35-39, paying
for these tests whether or not beneficiaries have met their annual deductibles.

PAYMENT REFORMS

The BBA made substantial changes to the way we reimburse providers in the fee-
for-service program. We have made solid progress in implementing these payment
reforms. For example, we have:

o modified inpatient hospital payment rules;

o established a prospective payment system for skilled nursing facilities to en-

courage facilities to provide care that is both efficient and apgro riate;

* refined the physician payment sgvstem, as called for in the BBA, to more accu-

rately reflect practice expenses for primury and specialty care physicians; and

o initiated the develoglment of prospective payment systems for home health

agencies, outpatient hospital care, and rehabilitation hospitals that will be im-
emented once the Year 2000 computer challenge has been addressed; and,

¢ begun implementing an important test of whether ::iarket forces can help Medi-

care and its beneficiaries save money on durable medical equipment.

MONITORING ACCESS

The payment reforms have created change for many of our providers, even though
the percentage of providers who signed Medicare Farticipation agreements increased
by more than 6 percent to a record 85 percent for 1999. As mentioned above, our
first and foremost concern continues to be the effect of policy changes on bene-
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ficiaries’ access to affordable, quality health care. We are proactively monitoring the
impact of the BBA to ensure that beneficiary access to covered services is not com-
promised. In addition to these efforts, we are systematically gathering data from
media reports, beneficiary advocacy groups, providers, Area Agencies on Agi.ng,
State Health Insurance Assistance Programs, claims processing contractors, State
health officials, and other sources to look for objective information and evidence of
the impact of BBA chaur:‘gea on access to quality care. N

We are examining information available from the Securities and Exchange Com-
mission and Wall Street analysts on leading publicly traded health care corpora-
tions. This can help us understand trends and Medicare’s role in net income, reve-
nues and expenses, as well as provide indicators of liquidity and leverage, occupancy
rates, states-of-operation, lines of business exited or sold by the company, and other
costs which may be related to discontinued operations.

We are monitoring Census Bureau data, which allow us to gauge the importance
of Medicare in each health service industry, looking at financial trends in revenue
sourggs by major service sectors, and tracking profit margin trends for tax-exempt
providers. .

We are monitoring the Bureau of Labor Statistics monthly employment statistics
for employment trends in different parts of the health care industry. Such data
show, for example, that the total number of hours worked by employees of independ-
ent home health agencies is at about the same level as in 1996. That provides a
more useful indicator of actual home health care usage after the BBA than statistics
on the number of agency closures and mergers.

We are being assisted by our colleagues at the HHS Inspector General's office.
They have agreed to study the impact of the BBA's $1500 limits on outpatient reha-
bilitation therapy. They have also agreed to interview hospital discharie planners
as to whether they are having difficulty placing beneficiaries -in home health care
or skilled nursing facilities. Results of that study should help provide information
in addition to surveys done for the General Accounting Office and the Medicare Pay-
ment Advisory Commission of home health agencies. And, because home health
beneficiaries are among the most vulnerable, we have established a workgroup to
develop an ongoing strategy for monitoring beneficiary access and agency closures.

SPECIFIC BBA PROVISIONS

Home Health: The BBA closed loopholes that had invited fraud, waste and abuse,
For example, it stopped the &ractice of billing for care delivered in low cost, rural
areas for care from urban offices at high urban-area rates. It tightened eligibility
rules so patients who only need blood drawn no longer qualify for the entire range
of home health services. And it created an interim payment system to be used while
we develop a prospective payment system. We expect to have the prospective pag-
ment system in place by the October 1, 2000 statutory deadline. We expect to pub-
lish a proposed regulation this October so we can begin receiving and evaluating
public comments, and a final rule in July 2000.

The interim payment system is a first step toward giving home health agencies
incentives to provide care efficiently. Before the BBA, reimbursement was based on
the costs they incurred in providing care, subject to a per visit limit, and this en-
couraged agencies to provide more visits and to increase costs up to their limit. The
interim system includes a new, aggregate per beneficiary limit designed to provide
incentives for efficiency until the prospective payment system can be implemented.

Last year Congress raised the limits on costs somewhat in an effort to help agen-
cies under the interim system. We are also taking steps to help agencies adjust to
these changes, and in March we held a town hall meeting to hear directly from
home health providers about their concerns. We are giving agencies up to a year
to repay overpayments resulting from the interim payment system. And, effective
July 1, we are ending the sequential billing policy that had raised cash flow con-
cerns for some agencies. This rule was designed to help facilitate the transfer of
payment for care not related to inpatient hospital care from Part A to Part B, but
we have deiermined we can accomplish the transfer through other means. At the
same time, we are implementing the Qutcome and Assessment Information Set
(OASIS). OASIS fulfills a statutory mandate for a “standardized, reproducible” home
care assessment instrument. It will help home health agencies determine what pa-
tients need. It will help improve the quality of care. And it is essential for accurate
payment under prospective payment.

'o date, evaluations by us and the GAO have not found that reduced home health
spending is causing quality or access problems. However, as mentioned above, be-
cause home health beneficiaries are among the most vulnerable, we are planning
for ongoing detailed monitoring of beneficiary access and agency closures.

59-592 99-5
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Skilled Nursing Facilities: We implemented the new skilled nursing facility pro-
spective payment system called for in the BBA on July 1, 1998. The old payment
system was based on actual costs and included no incentives to provide care effi-
ciently. The new system uses mean-based prices adjusted for each gatient's clinical
condition and care needs, as well as geographic variation in wages. It creates incen-
tives to provide care more efficiently by relating fpayment,s to patient need, and en-
ables Medicare to be a more prudent purchaser of these services.

The BBA mandated a per diem prospective payment system eoveﬁngbeall routine,
ancillary, and capital costs related to covered services provided to beneficiaries
under Medicare Part A. The law requires use of 1995 as a base year, and implemen-
tation by July 1, 1998 with a three year transition. It did not allow for exowtions
to the transition, carving out of any service, or creation of an outlier policy. We are
carefully reviewing the possibility of making administrative changes to the PPS, but
we believe we have little discretion.

We held a town hall meeting earlier this year to hear a broad range of provider
concerns. There were concerns that the prospective g:gment system does not fully
reflect the costs of non-thera:ipy ancillaries such as for high acuity patients.
We share these concerns and are conducting research t will serve as the basis
for refinements to the resource utilization groups that we expect to implement next
year. And we fully expect that we will need to periodically evaluate the system to
ensure that it appropriately reflects changes in care practice and the Medicare pop-
ulation. We are concerned about anecdotal reports of problems resultinsg from the
%?spective pafment system. As stated earlier, we have asked the HHS Inspector

neral to evaluate the situation.

Outpatient Rehabilitation Therapy: The BBA imposed $1600 caps on the amount
of outpatient rehabilitation therapy services that can he reimbursed. We continue
to be concerned about these limits and are troubled by anecdotal reports about the
adverse impact of these limits. Limits on these services of $1600 may not be suffi-
cient to cover necessary care for all beneficiaries. Because of our concern, our HHS
Inspector General colleagues have agreed to rtudy the impact of the BBA’s $1500
limit on outpatient rehabilitation therapy to help us judge whether and how any ad-
justments to the cap should be made.

Hospitals: We have imﬁlement.ed the bulk of the inpatient hospital-related
changes included in the BBA in updated regulations. We have implemented sub-
stantial refinements to hospital Graduate Medical Education payments and u}Jolicy
to encourage training of primary care physicians, promote training in ambulatory
and managed care where beneficiaries are receiving more and more services, curtail
increases in the number of residents, and slow the rate of increase in spending. We
have implemented provisions designed to streéﬁthen rural health care systems. And
we froze inpatient hospital gayments in fiscal year 1998, as required under the
BBA, resulting in substantial savings to taxpayers and the Medicare Trust Fund.

The BBA also called fer a prospective payment system for outpatient care, which
we € t to implement next year. The outpatient prospective payment system will
include a gradual correction to the old payment system in which beneficiaries were
paying their 20 percent copayment based on hospital charges, rather than on Medi-
care payment rates. Regrettably, implementation of the prospective payment system
as originally scheduled would have required numerous complex systems changes
that could substantially jeopardize our Year 2000 efforts. We are working to imple-
ment this system as quickly as the Year 2000 challenge allows. We issued a Notice
of Proposed Rule Making in Segzember 1998 outlining plans for the new system so
that hospitals and others can begin providing comments and suggestions. We are
making data files available to the industry, and we have extended the comment pe-
riod until June 30, 1999 so the industry and other interested parties will have suffi-
cient time and information to comment.

We do have greater concern for rural, inner city, cancer, and teaching hospitals
because our analysis suggests that the outpatient &rospective payment system will
have a dis;;lroportionate impact on these facilities. We are reviewing the many com-
ments we have received on the proposed regulation and we are continuing to de-
velop possible modifications to the aﬁstem for inclusion in the final rule.

Physicians: As directed by the BBA, we have begun implementing the resource-
based system for practice expenses under the physician fee schedule, with a transi-
tion to full implementation by 2002 in a budget-neutral fashion that will raise pay-
ment for some physicians and lower it for others. The methodology we used address-
es many concerns raised by &hysicians and meets the BBA requirements. We fully
expect to update and refine the practice expense relative value units in our annual
regulations revising the Medicare fee schedule. We plan to include the BBA-man-
dated resource-based system for malpractice relative value units in this year’s (Kro-
posed rule. We welcome and encourage the ongoing contributions of the medical
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community to this process, and we will continue to monitor beneficiary access to
care and utilization of services a3 the new system is fully implemented.

We also are seekigf legislatio.1 to refine the BBA’s Sustainable Growth Rate for
hysician payment. Medicare pa) ments for physician services are annually updated
or inflation and adjusted by comr paring actual thsician spending to a national tar-

get for physician spending. The BBA replaced the former physician sgending target
rate of g;:wth, the Medicare Vulume Performance Standard, with the Sustainable
Growth Rate (SGR). The SGR iakes into account price changes, fee-for-service en-
rollment changes, real gross dovaestic product per capita, and changes in law or reg-
ulation affecting the bascunc.

After BBA was enacted, HCFA actuaries discovered that the SGR system is un-
stable, and would resuit in unreasonable fluctuations from year to year. Also, the
SGR target cannot be revised to account for new data. The President’s fiscal 2000
budget contains a legislative proposal to deal with these issues.

CONCLUSION

The BBA made important changes to the fee-for-service Medicare program to
strengthen and protect it for the future. These changes, along with a strong econ-
omy and our increased efforts to combat fraud, waste, and abuse, have extended the
life of the Trust Fund until 2015. Change of the magnitude erccompassed in the BBA
inevitably requires adjustment and fine tuning. It is not surprising that market cor-
rections would result from such significant legislation.

As always, we remain concerned about the effect of policy changes on bene-
ficiaries’ access to affordable, quality health care. We are proactively monitoring the
impact of the BBA to ensure that beneficiary access to covered services is not com-
promised. Our regional offices are gathering extensive information from around the
country to help us determine whether specific corrective actions may be necessary.
And we welcome the opportunity to look at any new information regarding bene-
ficiary access to quality care. We are committed to looking at possible refinements
to the BBA that are within our administrative authority. However, we should be
cautious about making changes to the BBA until we consider information and evi-
dence of problems in beneficiary access to quality care. We look forward to continu-
ing to work with this Committee to identify issues of concern, and we will keep you
up to date on the status our of implementation of the BBA. I thank you for holding
this hearing, and I am happy to answer your questions.

PREPARED STATEMENT OF ROBERT B. CUMMING

Good momin% Chairman Roth and members of the committee. My name is Bob
Cumming and I am a principal with the actuarial consulting firm of Milliman &
Robertson in Minneapolis. I am appearing today in my cagacity as a representative
of the Risk Ad{'(usbors Work Group of the American Academy of Actuaries (Acad-
emy).! Qur wor up was formed at the request of the Health Care Financing Ad-
ministration (HCFA) to complete an actuarial review of the health status risk ad-
justment methodology the agency will use starting on January 1, 2000 to pay

edicare+Choice health plans. '

As you are aware, the use of a health status risk adjustment formula is required
}3! the Balanced Budget Act of 1997 (BBA). That law directed HCFA to report to

ongress on the proposed risk adjustment method and, further, provides for, “an
evaluation of such method by an outside, independent actuary of the actuarial
soundness of the proposal.” (BBA, Section 1853). Last fall, the Health Care Financ-
ing Administration asked the American Academy of Actuaries to perform this eval-
uation. The Academy appointed a volunteer work group consisting of health actuar-
ies who are either consultants to or staff members with health plans and health in-
surers to review HCFA’s Suu;posal. A list of the members of the work group is at-
tached to my testimony. ana!iisia was included as part of the agency’s report
to Congress which was iscued on March 1. The Academy’s work was provided pro

1The American Academy of Actuaries is the public policy organization for actuaries practicing
in all specialties within the United States. A major purpose of the Academy is to act as the
public information organization for the profession. The Academy is non-partisan and assists the
public policy process through the presentation of clear and objective actuarial analysis. The
Academy arly prepares testimony for Congress, provides information to federal elected offi-
cials, comments on pro| federal regulations, and works closely with state officials on issues
related to insurance. The Academy also develops and upholds actuarial standards of conduct,
uallxjﬁncia::lé t:nt;l‘ practice, and the Code of Professional Conduct for all actuaries practicing in
e .
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bono, although HCFA did reimburse the members for travel expenses associated
with the meetings of the work group. .

HCFA'S PROPOSAL

Currently, HCFA's payment rates for Medicare+Choice plans are adjusted to re-
flect the risk characteristics of the plans’ participants as defined by the demographic
factors of age, gender and the beneficiary's status (institutionalized or non-institu-
tionalized; Medicaid recipient or non-Medicaid; emploged or not; disabled or not).
Beginning in the year 2000, HCFA is required i)y the BBA to supplement these de-
m(ifral‘phic adjustments with a health status risk adjustor.

CFA plans to assign a risk score to each Medicare beneﬁci:g based on diag-
nosis information for that individual, taken from previous hospital inpatient stays.
The risk scores were developed using a list of “principal inpatient diagnostic cost
groups” (PIP-DCGs), which were developed for thi &urgose. The previous medical
costs for inpatient hospital stays incurred by the individual are used to determine
their expected future medical risk and, therefore, how much the Medicare+Choice
health plan in which they are enrolled should be paid. New enrollees in Medicare
will be assigned an estimated risk score based on HCFA’s analysis of existing Medi-
care fee-for-service (FFS) data. ' .

CONCLUSIONS

The new risk adjustment system represents a significant change for health plans,
contracting providers, and health plan members. While the Academy work group be-
lieves the concegtual basis of the rigk adjustment method proposed by HCFA is “ac-
tuarially sound,” as we have defined it for this purpose, we have serious concerns
about the method's implementation, operation, and impact. These issues include:

¢ Exclusions of certain risk categories from the risk adj}tlstment methodology,
such as one-day hospital stays, which may penalize health plans that effectively
manage the delivery of health care.

e Lack of adequate testing of the potential impact of the new methodology on
health plans and Medicare+Choice beneficiaries, although the phase-in will sig-
nificantly soften the impact of changes in reimbursement levels from what it
might otherwise be.

o Administrative feasibility of the implementation of the new system because of
timing and data collection issues.

¢ The processing of extraordinary amounts of newly collected data and completing
a series of complex calculations introduces an element of uncertainty that can-
not be anticipated until health plans and HCFA have full opportunity to under-
stand the implications.

o Use of only fee-for-service data as the basis for the development of risk adjust-
ment weights.

There is a substantial risk for the Medicare system if the risk adjustment meth-
odology does not work as intended. The negative consequences could include with-
drawal of Medicare+Choice health plans from the market, financial problems or in-
solvency for health plans and the potential for a reduction in benefits provided to
beneficiaries. Because of these concerns, the work group believes HCFA's decision
to implement the new methodology under a phased-in approach is a sound one and
will limit changes from the current payment system while HCFA and the health
plans assess the impact of the new methodology.

While HCFA has done much work in a short time period to develop the new meth-
odology and design implementation strategies, additional work remains to fully de-
fine HCFA’s risk adjustment method and test application of the method to make
sure it achieves the intended results. The work group recommends that HCFA fur-
ther modify the risk adjustment model with the knowledge gained during the first
year of operation.

DEFINITION OF ACTUARIAL SOUNDNESS

The Academy was asked by HCFA to evaluate the actuarial soundness of its pro-
posal. For this purpose, there is no widely recol%nizpd definition of “actuarial sound-
ness.” The work group therefore analyzed HCFA's proposal in terms of: (1) estab-
lished actuarial criteria for risk adjustment, (2) Actuarial Standards of Practice, and
(3) the general principles and practices of actuarial science. Actuarial Standards of
Practice are guidelines developed by the Actuarial Standards Board to help actuar-
ies in their work. Specific actuarial goals and criteria for risk adjustment are de-
scribed in the Academy’s May 1993 menograph titled, “Health Risk Assessment and
Health Risk Adjustment: Crucial Elements in Effective Health Care Reform.” The
criteria used to evaluate risk adjustment systems are:
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Accuracy: Because payments to health plans will be determined based on the risk

a%\:gtment mechanism, aecura&and avoidance of statistical bias is critical.

cticality and Reasonable Cost: The rieck adjustment mechanism should not be
8o complex that implementation is extremely cumbersome, thereby adding signifi-
cant cost to the system.

Timeliness and Predictability: Carriers setting premium rates should be able to
predict the impact of risk adjustment on their premiums with a fair de of accu-
racy ggd in a timely manner, in order to avoid solvency concerns and disruption to
members.

Resistance to Manipulation: The risk adjustment mechanism should aim to make
it impossible for specific carriers to benefit financially by “gaming” the mechanism.

The Academy’s review took into account all aspects of the eroposed methodologies
that impact on its “actuarial soundness,” including, but not limited to the proposed
formulas, the availability, quality, and relevance of the data required, and the abil-
ity to be implemented as intended.

In addition, the Academy has evaluated the afpropriateness of the proposed
methods in relation to available alternatives (including non-administrative data
models such as surveys, enhanced age/gender/status, and the status quo) and in
light of the modifications being made to the underlying base rates by county over
the same time period.

LIMITATIONS OF THE WORK GROUP’S ANALYSIS

It is important to note that the work group’s analysis and conclusions relied on
the information supplied by HCFA. During the review process, HCFA provided the
work group with preliminary results of the potential payment impact of the risk ad-
justment methodology on Medicare+Choice plans. However, the work group was not
able to verify the accuracy of the data collected by HCFA or the calculations used
by HCFA to determine the impact on health plans.

In addition, HCFA did not provide the work group with an assessment of the im-
pact of the risk adjustment methodology on beneficiaries, and the scope of our opin-
ion is similarly limited.

HCFA's risk adjusted payment system is still a “work in prIo_fress”, and it should
be understood that our opinion on the actuarial soundness of HCFA’s proposals are
based on the system as they were described to us at the time we performed our re-
view.

The work group was not able to undertake a detailed analysis of the mathemati-
cal formulas used to develop the risk adjustment methodology, but rather focused
its review on the conceptual and theoretical basis of the system. Because HCFA is
still working on the proposed methodology and there are a number of unresolved
implementation issues, our report is a qualified review of the. actuarial soundness
of the prcposal.

ANALYSIS AND RECOMMENDATIONS

The new methodology for making health status risk adjustments to Medicare pay-
ments appears to meet the requirements of the Balanced Budget Act of 1997, pro-
vided the system is implemented carefully. On balance, and with a phase-in, the
proposed risk adjustment method appears to be a reasonable first step in what
should be a long-term evolutionary process. HCFA is to be commended for the
progress to date and for recognizing the limitations of the proposal arising from the
available data, timing requirements and areas for future improvements.

In general, the work group believes the PIP-DCG risk assessment methodology
developed by HCFA meets the goals of risk assessment I outlined earlier in my tes-
timony. However, there are a number of concerns about the health risk assessment
formula that the work group raised in its report:

Using Only Inpatient Data: A significant component of the PIP-DCG model is the
restriction of the risk adjustment method to conditions identified by inpatient hos-

ital claims. This feature has both advantages and disadvantages. As one positive
actor, this requirement matches well with the information currently available to
the Medicare program. Currently, hospital claim information is more accessible and
easier to audit than ambulatory care data, and requires less additional work by
health plans to report to HCFA.

However, there are several drawbacks to a system that uses only inpatient data.
A major feature of managed care has been the measurable shifting of inpatient care
to outpatient sites and the substitution of less invasive therapies to treat a given
condition. When the risk assessment system is restricted to inpatient claims, the
members subject to effective m:g:fed care can appear healthier than average, be-
cause of limits on what is meas . )
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If outpatient (ambulatory) data is added to the inpatient claims information, a
better picture of the potential “risk” of each individual Medicare beneficiary is ob-
tained. We have therefore recommended that outpatient data be included in HCFA’s
methodology as soon as it is feasible to do so.

Exclusion of One-Day Hospital Stays: The risk adjustment methodology does not
“give credit” for one-day hospitalizations, under the assumption that including them
may result in “gaming” of the system by health plans. If included, plans could
“game” the system by ordering unnecessary one-day stays for minor medical condi-
tions, in order to include beneficiaries in the health status risk adjustment process,
and thereby increase payments the next year.

The underlying concept of excluding one-day admissions does have raerit. It can
reduce gaming of the system by requiring each hospitalization to be of a certain se-
verity (measured b{:z?a length of two days or more) and ‘plans would not have an
incentive to hospitalize a patient overnight just to receive “credit.”

However, the exclusion of one-day stays may unduly penalize plaas which effi-
ciently manage the delivery of health care. This is because effective care manage-
ment tend to reduce stays to one day which might otherwise be two or more day
stays. Since those stays would then be excluded from the risk adjustment process,
this would penalize plans for their efficiency.

According to the report from Health Economics Research (HER), which assisted
HCFA in designing the PIP-DCGs, excluding one-day stays reduces the predictive
power of the health status risk adjustment methodology. Also, it might be noted
that excluding one-day ho:Hitalizatlons shifts the issue of “gaming” from whether
to hospitalize someone at to a question of whether to keep the patient for a sec-
ond hospital day.

The work group suspects that the disadvantages of excluding one-day hospitaliza-
tions may outweigh any possible gain. It would be appropriate to analyze the risk
adjustment methodology based on whether it is easier to “game” admissions or to
“game” length of stay and any resulting adverse incentives for health plans.

HCFA m:f' want to consider either using one-day stays as part of the risk adjust-
ment formula or giving a partial credit or other adjustments for those hospitaliza-
tions in structuring payments to health plans.

Principal Diagnosis: The PIP-DCG model measures conditions by capturing the
principal diagnosis recorded on each inpatient claim. The use of the principal diag-
nosis for the PIP-DCG model is based on exiat.ing1 coding practices for inpatient
claims used by h:?})itals. Since only the principal diagnosis is generally used, it is
possible that not apgropriate information is collected or used. A qualifying condi-
tion could be listed as the secondary (or other) diagnosis, which could be a contribut-
ing factor leading to the need for hospitalization.

Alternately, there is a common belief that many secondary conditions currently
reported are not as reliable and should not be included in the measurement system.
Since the initial stages of the risk assessment system will be using data that was
recorded without the presence of direct coding incentives, it may be reasonable to
use only principal diagnosis information. However, as the PIP-DCG system is imple-
megt.ed, the restriction to using only principal diagnostic groups should be re-evalu-

ated.

Number and Development of the PIP-DCG Groups: Health Economics Research
developed the diagnostic groups using a HCFA survey of Medicare FFS data which
sampled 5% of Medicare beneficiaries. The claims information for this sample fell
in the two-year interval from January 1, 1995 through December 31, 1996. Bene-
ficiaries who were not alive and enrolled in Medicare for the entire time period were
excluded, as were individuals who would not have been eligible for the
Medicare+Choice program for various reasons. Because of these limits, the actual
sample represents roughly a 3.5% sample. We have included some technical rec-
ommendations in our report, which can be included as HCFA revises the methodol-

ogy-. .
gi':xcluding Discretionary Conditions: The base cost group (those individuals who
are not assigned health status risk scores) also includes Medicare beneficiaries with
diagnoses that were determined by HER to be discretionary, vague, or only occasion-
ally resulted in inpatient admissions. The exclusion of those “discretionary” condi-
tions has the beneficial effect of reducing potential bias in the formula against
Medicare+Choice health plans with well managed care delivery systems by not giv-
ing credit for discretionary admissions and by removing the incentives to hospitalize
a patient for minor illness.
owever, we suggest that the diagnoses included in the base cost Sgup should
be reviewed in the future as coding practices change under the PIP-DCG system.
If hospitals become more a; gsive in their coding in the future, the percentage of
claims falling into a PIP-DCG may change and weights would need to be recali-
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brated, partic\_xt])aarly if the PIP-DCG method is used beyond the currently planned
-year period.

Chemotherapy: HCFA has indicated that beneficiaries who are undergoing chemo-
therapy will be placed in a diagnosis category based on the patient’s secondary diag-
nosis (’l'nost likely cancer). Since the medical conditions underlying the need for
chemotherapy represent high-cost, oxtnﬁging conditions that are predictive of future
medical expenses, it is apx;lropriate t thgg be included in the risk assessment
model. The work group believes including chemotherapy as part of the diagnosis
groups will increase the ability of the methodology to predict future health care

costs.

Exclusion of Indirect Medical Education Costs: The model developed by HER ex-
cludes indirect medical education (IME) costs from the Medicare FF'S data used to
calculate the relative weights used in this system. The IME costs are approximatel
two-thirds of the total graduate medical education costs currently paid throug
Medicare (the FFS data does include direct medical education expenses). While it
is technically incorrect to include any graduate medical education costs (since medi-
cal education costs will be paid outside of the capitation rate in the future), any dis-
tortion is likely to be small. However, it is possible there will be some internal in-
consistencies in the model since high-cost conditions captured in the PIP-DCGs may
more likely be treated in a tertiary care or teaching hospital. ,

Factors for Newly Enrolled Medicare Members: HCFA decided to develop a special
set of risk scores for those individuals who are eligible for Medicare for the first
time and do not have any previous encounter data in the Medicare system. HCFA
used FFS data to construct average expenditures for categories of newly eligible
members (beneficiaries who become eligible for Medicare because of age or disabil-
ity, or members who were previously eligible for coverage but deferred entry into
the Medicare system). Newly eligible members will be assigned an estimated risk
score based on HCFA'’s estimate of their predicted medical expenditures. The valid-
ity of these risk scores is unclear. The work group suggested that HCFA review its
-risk scores for the newly eligible once current data is available.

Additional Testing: Health Economics Research performed a number of tests on
the PIP-DCG risk adjuster methodology to determine how accurately it predicts
total expected medical costs. The recommendations made by HER regarding several
key components of the model such as the use of inpatient data only, exclusion of
one-day stays and the number of PIP-DCG grougs to be used, appear to be reason-
able based on the FFS data which was reviewed. While the R report discusses
potential bias against managed care organizations that deliver care more efficiently
than fee for service providers, HER did not have managed care data to determine
what, if any, bias exists.

HCFA has completed some preliminary testing of the potential impact of the new
risk adjustment methodology on Medicare+Choice ?lans, including managed care or-
ganizations. In order to understand the impact of the new system on the market-
place, the work group suggests that HCFA update these tests as additional data is
available, and as health plans gain more experience with the operation of the risk
adjustment mechanism. )

Cost-Benefit Analysis: The prolposed system is relatively new and it is likely that
there will be difficulties in implementation. It would be very helpful to establish
more accurate estimates of the cost of implementing the PIP-DCG methodology and
any modifications (such as using ambulatory data) and to determine the benefits to
be derived from these systems before final decisions as to implementation are made.
We suggest that consideration be given to producing a cost-benefit analysis of the
PIP-DCG methodology and any subsequent modifications. The analysis should spe-
cifically include the costs incurred by health plans due to changes to the system.

Actuarial Overaisht: HCFA apparently plans to conduct additional analysis of the
impact of the PIP-DCG methodology on managed care plans. It is unclear what form
that impact analysis will take. In addition, there is a need for continuing monitoring
and testing of the system and future modifications. The work group suﬁﬁstc that
additional actuarial review be included as the system and subsequent changes are
implemented.
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PREPARED STATEMENT OF STEPHEN J. DEMONTMOLLIN
1. INTRODUCTION

Mr. Chairman and members of the Committee, thank you very much for the op-
portunity to comment on issues related to implementation of the Medicare+Choice
program. I am Steve deMontmollin, Vice President and General Counsel of AvMed
Health Plan. Based in Gainesville, Florida, AvMed is Florida’s oldest and largest
not-for-profit HMO, serving some 400,000 members, including nearly 80,000 Medi-
care members, throughout the state. AvMed has participated in the Medicare pro-
gram since being awarded demonstration project status in 1981. AvMed contracts
with close to 7,000 private physicians and 126 hospitals, is federally qualified, and
is srivately accredited by the National Committee for Quality Assurance (NCQA)
and the Joint Commission on Accreditation of Healthcare Organizations.

Last year AvMed sustained significant losses in the Medicare program and icund
it necessary to withdraw from seven of the twenty-five counties in which we pre-
viously offered Medicare services affecting some 6,500 beneficiaries. A large part of
our not-for-profit mission is to serve the Medicare and Medicaid populations and we
are hopeful that it will not be necessary to withdraw from additional counties for
the year 2000.

I am testifying today on behalf of the American Association of Health Plans
(AAHP) which represents more than 1,000 HMOs, PPOs, and similar network
health plans. AAHP’s membership includes most Medicare+Choice organizations.

Together, AAHP member plans, which provide care for more than 140 million Amer- -

icans nationwide, have strongly supported efforts to modernize Medicare and give
beneficiaries the same health care choices that are available to working Americans.

AAHP and its member plans have had a longstanding commitment to Medicare
and to the mission of providing high quality, cost effective services to beneficiaries.
Today, more than 16 percent—or 6.1 million beneficiaries—are enrolled in health
plans, up from only 6.2 percent five years ago. Recent research indicates that health

lans are attracting an increasing number of older Medicare beneficiaries, and that

edicare beneficiaries are remaining in health plans longer. In addition, near-poor
Medicare beneficiaries are more likely to enroll in health plans than are higher-in-
come beneficiaries. These health plans offer Medicare beneficiaries many benefits
that are not covered under fee-for-service Medicare, such as expanded hospital bene-
fits or prescription drug coverage.

The Medicare program was enacted 34 years ago and reflected private sector in-
surance coverage at that time. Much has ¢ since then—but prior to the en-
actment of the Balanced Budget Act of 1997 (BBA), Medicare had taken few dra-
matic steps to modernize the program. In the past 34 years, health plans have
learned how to organize and deliver health care services in ways that improve cov-
erage and quality while better controlling costs. But Medicare had been slow to take
advantage of these improvements. As a result, while more than 80 percent of work-
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ing Americans with health insurance coverage now receive their care through health

plans, only one out of evezx six Medicare beneficiaries is a health plan melx;gber.

With passage of the BBA two years ago, Congress took significant steps to provide
Medicare beneficiaries with expanded choices similar to those available in the pri-
vate sector and ensure the solvency of the Medicare trust fund, The establishment
of the Medicare+Choice program, which AAHP supported, is the foundation for a
B[ro am design that can be sustained for baby boomers and future generations of

edicare beneficiaries. Unanticipated events, including the more than 800 pages of
regulations for the program and HCFA’s plans to implement a risk adjuster that

ill result in significant payment reductions, however, have endangered this foun-
dation and created structural issues that must be resolved quick]g. .

As you debate changes to the Medicare+Choice program, AAHP members urge the
Committee to consider the following five principles, which we expand upon later in
this testimony:

¢ First, Congress must ensure that Medicare+Choice Rdayments are adequate, sta-

ble, and fair compared to those in fee-for-service Medicare. Federal contribu-
tions to Medicare+Choice organizations should be adequate and predictable to
promote expanded choices for beneficiaries in low gayment areas, while main-
taining the availability of affordable options for beneficiaries in markets in
which health plan options are currently well established. As is now apparent,
the BBA Yayment formula, in combination with the Administration’s risk ad-
juster, will not achieve this goal. Instead, AAHP analysis shows a dramatic gap
opening up between reimbursement for beneficiaries in the Medicare+Choice
gzogram and their counterparts in fee-for-service Medicare.
cond, mechanisms to improve payment accuracy should ensure that

Medicare+Choice organizations are reimbursed appropriately. Much, though not

all, of the gap between Medicare+Choice payments and fee-for-service payments

result from the risk adjustment approach chosen by the Administration. The

Administration’s approach will cut Medicare+Choice paKments b{l an additional

$11.2 billion over a 5-year period and thus endanger the very choices, broader

benefits, and out-of-pocket protections thee~ zeniors enjoy. P urges that im-

plementation of the new risk adjustment mechanism required under the BBA

should only move forward on a spending neutral basis, as Congress intended.

o Third, beneficiaries need more information on the Medicare+Choice program
that is accurate and timely. Beneficiaries should receive accurate information
that allows them to compare all options and select the one that best meets their
needs. Last year, HCFA conducted a costly beneficiary information campa'f'n,
funded for all beneficiaries through an assessment on the 15 percent enrolled
in Medicare+Choice. This campaign did not meet congressional expectations.
Many seniors received incorrect or confusing information and some plans were
left out of the brochure altogether. AAHP urges Congress to ask HCFA for an
accountins of its use of resources for educational guurposes. We also urge Con-
gress to adopt MedPAC’s recommendation to fund this program through HCFA's
operating funds rather than a tax on Medicare+Choice enrollees. AAHP contin-
ues to believe that the entire beneficiary information program should be re-

" evaluated and streamlined.

» Fourth, Congress must promote responsive government. To increase consumer
confidence in all aspects of the Medicare program, HCFA should take imme-
diate steps to improve administration and regulation of the Medicare+Choice
prgFram. During the first year of Medicare+Choice implementation, HCFA pro-
mulgated more than 800 ages of new regulations and issued countless oper-
ational policy letters. HCKFA's implementation of the BBA highlights tensions
between the agency’s dual roles as purchaser and regulator. The conflict be-
tween these roles often prevents the agency from acting more nimbly in the best
interests of beneficidries.

¢ Finally, Congress must act now to ensure that the Medicare+Choice program
remains a viable foundation for long-term structural reform. To that end, as the
Committee considers fundamental reforms to Medicare, it needs to evaluate
carefully what has occurred in the Medicare+Choice program and make nec-
essary changes. AAHP believes that the success of the Medicare+Choice pro-
gram, and the ability of this Committee to make mid-course corrections, will de-
termine the nation’s willingness to move to broader reforms.

I1. ENSURE THAT MEDICARE+CHOICE PAYMENTS ARE ADEQUATE, STABLE, AND FAIR
COMPARED TO THOSE IN FEE FOR SERVICE MEDICARE

The BBA limited the annual rate of growth in payments to health plans, produc-
ing $22.5 billion in savings from the Medicare+Choice program over five years. In
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addition, the BBA reduced geographic differences in payment to encourage the de-

velopment of choices in lower payment areas of the country in a way that was also

intended to protect beneficiaries in already viable markets. AAHP supported the

passage of payment reforms in the BBA and understood the need for health plans

mngg%ta a fair share toward the savings necessary to stabilize the Medicare
t .

o Growing Funding Gap Does Not Serve Best Interests of Beneficiaries. AAHP is
deeply concerned, however, that the Administration’s decision to implement the
risk adjuster in a way that takes further large cuts from payments on behalf
of Medicare+Choice members and the growing funding gap between the two
sides of the % m do not serve the best interests of beneficiaries and were
not intended g:ngress. In 1998 and 1999, because of the low national growth
percentage and the budget neutrality requirement, no counties received blended
payment rates. Furthermore, HCFA has chosen to implement its new risk ad-
ﬁstment methodology in a manner that will cut angflregate payments to

edicare+Choice organizations by an estimated additional $11.2 billion over a
" five-year period. This is an admini 'strativelgoimposed 50 percent increase in the
$22.5 billion savings Co! ss anticipated from the pafrment methodology as en-
acted in the BBA of 1997. In fact, the Congressional Budget Office (CBO) re-
cently stated that it had “previously assumed” that risk adjustment in the
Medicare+Choice rogram would be budget neutral.

o AAHP Analysis Finds Significant Medicare Fairness Gap. AAHP analysis of
PricewaterhouseCoopers projections of Medicare+Choice rates in each county
over the next 5 dy]vears shows that a significant gap opens up between reimburse-
ment under the fee-for-service program and reimbursement under the
Medicare+Choice program. This Medicare+Choice Fairness Gap will be at least
$1,000 for two-thirds of Medicare+Choice enrollees living in the top 100 coun-
ties, as ranked by Medicare+Choice enrollment. This same Fairness Gap will
exceed $1,600 in major Medicare+Choice markets, such as Chicago, Los Ange-
les, Miami, New York, Boston, Pittsburgh, Cleveland, St. Louis City, Dallas,
and Philadelphia. In Miami, the Fairness Gap will be $3,500 in 208’4 and in
Houston the 5:3 will exceed $2,500 in 2004. In New Orleans, the Fairness Gap
will exceed $2, in 2004. The table below presents several additional exam-
ples of the Fairness Gap in Avmed’s home state of Florida.

THE MEDICARE+CHOICE' FAIRNESS GAP

M+C enroll-

- Faimess Gap
Coun men?t (sged
v e 2004
Broward 114,775 $2,586
Dade 128,303 $3,502
Hillsborough 43,233 $1,185
Palm Beach 83,416 $1,538
Pasco 31,603 $1,825
Pinellas 67,858 $1,242

Source: AAHP calculation from PricewaterhouseCoopers (PWC) anaiysis prepared for AAHP, March 1999. PWC analysis based on first stage
of risk sdjustment, which HCFA expects to reduce payments by 7.6 percent. PWC analysis does nol refiect second stage of risk adjustment,
which HCFA expects to reduce payments by an sdditional 75 percent in 2004. The Faimess Gap represents w between 1997 and 2004
in the projected ditference between county-level aged Medicare+Choice risk-adjusted per capita payments and per capita payments.

For nearli half of Medicare+Choice enrollees living in the top 100 counties, the
Medicare+Choice reimbursement will be down to between 72 and 85 percent of fee-
for-service Medicare payments in 2004, significantly exceeding any estimates of al-
leged favorable selection by plans. When P examined the top 101-200 counties
ranked by enrollment, we continued to find a large Fairness Gap in the smaller
markets that plans were expected to expand into under the policy changes imple-
mented by the BBA. In these counties, nearly half of Medicare+Choice enrollees live
in areas where the Fairness Gap will be $1,000 or more in 2004.

{I1. MECHANISMS TO IMPROVE PAYMENT ACCURACY SHOULD ENSURE APPROPRIATE
REIMBURSEMENT FOR MEDICARE+CHOICE ORGANIZATIONS

A large percentage of the Fairness Gap is attributable to HCFA’s risk adjuster.
Contrary to ensuring predictability in the new Medicare+Choice program, the im-
pact of this risk adjustment methodology will be to restrict new market entrants
and leave beneficiaries with fewer options, reduced benefits and higher out-of-pocket
costs. Furthermore, instead of using a spending-neutral redistribution to make more
funds available for plans with sicker populations, HCFA’s plane for imp!le nenting
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the risk adjuster will result in fewer dollars to care for chronically ill persons and
other Medicare+Choice members. AAHP has found that the impact of HCFA’s risk
adjuster on Medicare+Choice payments to rural and urban counties is similar—
rural areas with Medicare+Choice beneficiaries are cut by about 6 percent, while
urban areas are cut by about 7 percent. :
_ This Committee has a number of means at its disposal for addressing the growing
disparity between payments for beneficiaries in the Medicare+Choice program and
payments for their counterparts in the fee-for-service program. We urge the Com-
mittee to consider the following possible approaches, which would help reduce the
Fairness Gap and restore stability to the Medicare+Choice program: at a minimum,
the risk adjuster could be made spending neutral; in addition, a floor could be set
below which payments to Medicare+Choice organizations could not fall; or, the legis-
lative reduction in Medicare+Choice growth rate could be eliminated. Taking action
on these options is critical to reduce the Fairness Gap and restore stability to the
Medicare+Choice program. These approaches are the least disruptive to the BBA
Medicare+Choice payment structure, but other options could also be used to sta-
bilize the program.

IV. PROVIDE ACCURATE AND TIMELY INFORMATION TO BENEFICIARIES

AAHP also is concerned that only health plan beneficiaries are funding the Agen-
cy’s beneficiary education campaign. Given concerns about the effectiveness of this
effort at a time of growing instability in the Medicare+Choice program, AAHP
strongly urges that the program be scaled back and realistic goals set. AAHP urges
HCFA to revisit its plans for the 1999 beneficiary education campaign and ensure
that it provides beneficiaries with information that will educate, not confuse.
HCFA?s 1998 beneficiary information and education campaign experienced numer-
ous problems that confused beneficiaries and hindered access to the new
Medicare+Choice program.

e In Omaha, Nebraska, Baltimore, Maryland and West Virginia, the Spanish lan-

guage brochures were sent to areas with little Spanish-speaking population.

e In Eastern Washington and parts of Florida, the brochures were mailed with
a statement that the information presented was incorrect and that the bene-
ficiaries should call a toll-free number if they had any questions.

e The toll-free call centers were each expected to receive 15,000 calls per week
per center (about 60,000 calls a month). However, during the month of Novem-
ber 1998, the total number of calls received by all centers was only 9,400. Most
of the calls regarded HCFA?s mistake in sending Spanish language brochures
and requests for additional brochures.

The expense of a newly developed information effort should be distributed propor-
tionally across the entire system. Last year, Medicare HMOs and their enrollees
represented 14.3 percent of the program but shouldered 100 percent of the cost of
the information campaign. Requiring health plans and their members to bear 100
percent of this fee directly affects the premiums and benefits that plans can offer
to their members. While AAHP supports disseminating information to all bene-
ficiaries to enhance informed choice, we believe that an equitable funding mecha-
nism is critical to the succesa of this effort. The goal of expanded choice is not
served if the costs of underwriting the information campaign reduce the level of ben-
efits that Congress sought to make available to more beneficiaries.

AAHP also is concerned about the costs of the education campaign that HCFA in-
tends to implement. The President’s proposed FY2000 budget requests that Con-
gress appropriate $150 million, $50 million more than the amount allowed by the
BBA. Given HCFA's inability to document use of fees collected thus far and given
the glaring inaccuracies in and inadequacy of the handhook produced to date, it
would be inappropriate to fund this effort at such a high amount. At a time of grow-
ing instability in the Medicare+Choice program, we are concerned that these user
fees set a dangerous precedent and translate into reduced choices for beneficiaries.
AAHP supports MedPAC’s recommendation to fund the handbook through HCFA
using administrative funds.

The success of the information campaign is also critical to gaining beneficiaries’
confidence and comfort level with potentially broader changes in the future. AAHP
and its member plans will continue to work with HCFA, beneficiary groups and oth-
ers to develop an education campaign that provides accurate, timely and meani
information to beneficiaries without compromising the services to which they have
become accustomed.
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V. PROMOTE RESPONSIVE, SMART GOVERNMENT

Below AAHP offers several examples that illustrate HCFA’s need to become more
responsive and smarter as it continues with implementation of the Medicare+Choice
program.
¢ Tensions Between HCFA's Role as Purchaser and Regulator. HCFA’s dual roles

as purchaser and regulator are, at times, in conflict and prevent it from acting

more nimbly in the best interest of beneficiaries. Nowhere has this conflict been
more evident than in HCFA’s implementation of the BBA. The situation plans
faced in the fall of 1998 serves to illustrate the inherent conflict between

HCFA’s traditional role as a regulator and its changing role as a purchaser.

Given all of the uncertainty surrounding the program and the unrealistic com-

pliance timetable, plans across the country and across model types became

deeply concerned last fall about their ability to deliver benefits promised under
the orifenallgv mandated filing schedule. Furthermore, plans were locked into
their nefit and premium offering prior to having reviewed the

Medicare+Choice “mega reg” issued in June 1998. As a result, AAHP members

requested that HCFA allow plans to resubmit Earbs of their adjusted community

rate proposals. In some service areas the ability to vary copayments—even by

a small amount—meant the difference between a plan’s being able to stay in

or being forced to pull out of a market.
While this reatg_xest presented HCFA with a difficult situation, AAHP strongly be-
lieves that an affirmative decision would have been better for beneficiaries than the
decision HCFA made not to allow any renegotiation. As a purchaser, HCFA had a
strong motivation to maintain as many ?tmns as possible for beneficiaries by re-
ggon ing to health rlaus’ concerns and adopting a more nimble apgroac to

edicare+Choice implementation. But as a regulator, HCFA would have had a dif-
ficult time coping with the predictable political fallout from reopening bids.

These role conflicts remain unresolved, even largely unaddressed. Until ways are
found to reconcile them, however, they will stand in the way of designing and deliv-
erin%la Medicare+Choice program that real% works. .

« HCFA Discontinues Flexible Benefits Policy. Prior to enactment of the BBA,
Medicare HMOs were allowed to vary premiums and supplemental benefits
within a contracted service area on a county-by-county basis, and to customize
products—or offer “flexible benefits”—to meet beneficiary and employer needs
and the dynamics of individual markets. The BBA and HCFA's
Medicare+Choice regulations are both more restrictive than this policy, and re-
quire that Medicare+Choice plans offer uniform benefits and uniform premiums
across a plan’s total service area without regard to different county pa{ment
levels. The result is that plans are less likely to continue or begin servinﬁ ower-
payment counties, just the opposite of expanding choice. HCFA developed a
transition policy for existing contractors which allows Medicare+Choice organi-
zations to segment service areas and offer multiple plans in an effort to mitigate
the effect of moving away from the flexible benefits policy. Despite this transi-
tional relief, uncertainty remains regarding the future of this policy. AAHP en-
courages the Committee to revise the statute so as to revert to the prior polic
allowing flexible benefits within plan service areas. Maintaininf this policy wi
best serve beneficiaries and the intent of the BBA in expanding choices and
competition. -

» HCFA’s QISMC Standards Disregard Experience of Private Sector. One area of
significant concern to AAHP member lp ans is HCFA?s Quality Improvement
System for Managed Care (QISMC). QISMC is designed to establish a consist-
ent set of quality oversight standards for health plans for use by HCFA and
state Medicaid agencies under the Medicare and Medicaid programs, respec-
tively. AAFIP has long advocated coordination of quali? standards for health
plans in order to maximize the value of plan resources dedicated to quality im-
provement. While AAHP believes that QISMC holds the promise of contributi
to this important goal, our members have a number of serious concerns regard-
ing HCFA implementation of this program. We urge HCFA to engage in inten-
sive dialogue with health plans contracting under the Medicare and Medicaid

rograms to permit full consideration of their outstanding concerns about the
ISMC standards and guidelines. Furthermore, we are also concerned that the
Medicare program is not providing equal attention to the overall quality of care
furnished under the fee-for-service program.
. One of our primary concerns is that QISMC lacks clear coordination with existing
public and private sector accreditation and reporting standards. Rather than coordi-
nate with existing standards, QISMC appears to establish an entirely new system
of requirements, which are far more stringent and unreasonable in their time-
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frames. Meeting two competing sets of standards adds to administrative cost while
detracting from health care quality improvement.

V1. ENSURE SUCCESS OF MEDICARE+CHOICE PROGRAM SO THAT IT CAN SERVE AS
FOUNDATION FOR BROADER REFORM

AAHP has summarized the crisis in the Medicare+Choice program because we be-
lieve its success will determine the nation’s ability to move to broader reforms. This
crisis was best illustrated by the health plans holding nearly 100 Medicare contracts
that reluctantly reduced their service areas or withdrew from the Medicare program
last year. These decisions resulted in disruptions in care, a loss of benefits, and in-
creased out-of-pocket costs for more than 440,000 Medicare beneficiaries. Of these
beneficiaries, 50,000 were left with no choice but to return to the fee-for-service pro-
gram. Unless this Committee intervenes, further disruptions in the
Medicare+Choice program are unavoidable. These disruptions will take the form po-
tentially of plan withdrawals, reductions in benefits, and increases in cost sharing.

Without Congressional action this year, the promises made to beneficiaries wit
the passage of the BBA will remain unfulfilled, and the foundation for strengthen-
ing Medicare’s future will crumble. Many issues raised by broad Medicare reforms
such as a premium support approach are similar to those experienced under the
controversial competitive pricing demonstration projects proposed in recent years for
Baltimore and Denver, and HCFA's current efforts to implement similar demonstra-
tions in Phoenix and Kansas City. Successful competitive é)ricing models in the pri-
vate sector include all options available to enrollees; HCFA’s competitive pricing

~———demonstrations have not and do not include the fee-for-service Medicare program as
an option alongside health plans. From the first proposed demonstration site, AAHP
consistently has recommended that both sides of the program be included in a model
to test competitive bidding.

The competitive pricing demonstration projects proposed for Kansas City and
Phoenix wovid continue to experiment only on seniors who have chosen
Medicare+Cloice. Thesie projects will lead to benefit reductions and disruptions for
the provider community, which explains why in every community coalitions of Ehysi-
cians, hospitals, health plans, employers, and beneficiaries have joined together to
raise seniors’ concerns about these proposals. This experience provides important
lef:lorl)s for consideration of long term Medicare reforms such as a premium support
model.

VII. CONCLUSION -

For over a decade, health plans have delivered to beneficiaries coordinated care,
comprehensive benefits, and protection against highly unpredictable out-of-pocket
costs, but these choices are at risk. Congress and the Administration should act im-
mediately to create a level playing field between the Medicare+Choice program and
the fee-for-service program, and a regulatory environment that holds
Medicare+Choice organizations and providers in the Medicare fee-for-service pro-

am equally accountable. We uge you to address the Fairness Gap, and the prob-
ems we have identified with HCFA's implementation of the Medicare+Choice risk

_adjuster, and with regulation of the program. We are in the process of conferring
with the members of the Committee and your staff about P’s specific sugges-
tions—some of which we have mentioned today—for solving these problems.

Without action this year, beneficiaries may find access to their health plans jeop-
ardized and that few choices are available to them. In addition, employers and
unions who have depended on health plans as a source of comprehensive and afford-
able retiree health care may find their choices severely limited. Finally, if the
Medicare+Choice program erodes, it will seriously set back efforts in the Committee
and throughout the Congress to preserve Medicare for future generations.

PREPARED STATEMENT OF NANCY-ANN DEPARLE

Chairman Roth, Senator M%nihan, distinguished Committee Members, thank
you for inviting me to discuss the Health Care Financing Administration’s (HCFA)
grogress in implementing Medicare payment reforms enacted under the Balanced

udget Act of 1997 (BBA). I would like to also thank the Medicare Payment Advi-
sory Commission for its advice for ensuring that Medicare continues to make appro-
priate payments and protects beneficiary access to care.

Medicare is the nation’s largest insurer, covering some 38 million of our nation’s
elderly and disabled. Medicare processes about 900 million fee-for-service claims



136

each year, is the nation's largest purchaser of managed care, and accounts for 11
percent of the federal budget. .

We have implemented more than half of the 335 BBA tgrovisions affecting HCFA
programs, and many more are partially implemented. In the past year, we published
92 regulations and Federal Register notices implementing important Congressional
directives, beneficiary protections, the Medicare+Choice program, and savi in the
BBA that are critical to extending the life of the Medicare Trust Fund. We have
made major strides in fighting fraud, waste and abuse, and cut our payment error
rate in half in just two years. We also have converted the vast majority of Medicare
HMOs to the new Medicare+Choice program and implemented a carefully planned
National Medicare Education Program to help beneficiaries make informed health
care decisions.

At the sgme time, we are tackling one of the most difficult Year 2000 computer
challenges in government. This must be our highest priority. Unfortunately, meeting
the Year 2000 challenge has forced us to make difficult decisions involving some
BBA provisions. The vast majority of BBA provisions do not have to be delayed.
However, on the advice of independent computer experts, we made the difficult deci-
sion last year to delay projects that could interfere with Year 2000 work. This in-
cluded BBA provisions such as the hospital outpatient prospective payment system
that we very much want to implement. We will make every effort to implement
these provisions as quickly as our Year 2000 obligation allows.

I have brought a new team of leadera to HCFA to help us meet our BBA and Year
2000 challenges. :

e Gary Christoph, Ph.D., a computer scientist and security expert from the Los
Alamos National Laboratory, serves as our first-ever Chief Information Officer
and heads our information technology team and Year 2000 efforts.

e Robert Berenson, MD, an internist who helped establish a private sector pre-
ferred provider organization health plan, now leads our Center for Health Plans
and Providers.

o Jeffrey Kang, MD, a geriatrician who was a private sector managed care plan
medical director, is our Chief Clinical Officer and heads our Office of Clinical
Standards and Quality.

¢ Carol Cronin, Ph.D., a gerontologist who ran a private sector firm devoted to
helping corperations educate their workers on health care, is leading our Medi-
care beneficiary education program.

o Marjorie Kanof, MD, a physician who has worked as a Medicare contractor
medical director, is in charge of implementing much stronger oversight of Medi-
care claims processing contractors.

FEE-FOR-SERVICE BENEFITS AND PAYMENT REFORMS

The BBA includes important new Medicare fee-for-service preventive benefits, as
well as pmant system reforms that are critical to extending the solvency of the
Medicare t Fund. We are making ﬁood progress in implementing these changes.
For the new preventive benefits, we have: -
¢ expanded coverage for test strips and education programs to help diabetics con-
trol their disease; i
¢ begun covering bone density measurement for beneficiaries at risk of
osteoporosis;
¢ begun covering several colorectal cancer screening tests;
¢ expanded preventive benefits for women so Medicare now covers a screening
pap smear, pelvic exam and clinical breast exam every three years for most
wo‘r’nen, and every year for women at high risk for cervical or vaginal cancer;
and,

¢ begun covering annual screening mammograms for all women age 40 and over,
and a one-time initial, or baseline, mammogram for women ages 35-39, payi
for these tests whether or not beneficiaries have met their annual deductibles.

We have made solid progress in implementing fee-for-service payment reforms.

For example, we have: .
¢ modified inpatient hospital payment rules;
¢ established a prospective payment system for skilled nursing facilities to en-

courage facilities to provide care that is both efficient and apgro riate;
¢ refined the physician payment s{stem, as called for in the BK, to more accu-

rately reflect practice expenses for primary and specialty care phisicians; and
o initiated the development of prospective pad;ment systems for home health

agencies, outpatient hospital care, and rehabilitation hospitals that will be im-

plemented once the Year 2000 computer challenge has been addressed; and,
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¢ begun implementing an important test of whether market forces can help Medi-
care and its beneficiaries save money on durable medical equipment. We are
prepared to begin a test in Polk County, Florida of competitive b:dding as a way
to get the best quality and grice for durable medical equipment and supplies.
A toll-free hotline (888-289-0710) is available to answer beneficiary and provider
questions about the project.

Inpatient Hospital Payment

We have implemented 74 percent of the inpatient hospital-related changes in-
cluded in the BBA in updated regulations. These include substantial refinements to
hospital Graduate Medical Education payments and policy to encourage training of
genmary care physicians, promote training in ambulatory and managed care where

neficiaries are receiving more and more services, curtail increases in the number
of residents, and slow the raie of increase in spending.

We also froze inpatient hospital payments in fiscal year 1998, as required under
the BBA, resulting in substantial savings to taxpayers and the Medicare Trust
Fund. We notified Co 88 last gear that we may need to postpone the Igaymen(:
:?)date scheduled for October 1999 because of the Year 2000 challenge. However,
if we sustain our current rate of progress in meeting that challenge, we may be able
to implement the October 1999 update on schedule.

Physicians

As directed by the BBA, we have taken concrete action to refine and implement
the resource-based system for practice expenses under the physician fee schedule.
We published the final regulation in November 1998, and began implementing the
new system in January 1999, with a transition to full implementation by 2002. We
were required by the BBA to implement the new system in a budget-neutral fash-
ion. This will inevitably cause some physicians to see payment increases while oth-
ers see decreases. ‘

The methodology we used addresses many of the concerns raised by physicians
and meets the BBA requirements. We used the American Medical Association’s ac- .
tual cost data to reflect all of a specialty’s practice expenses, not just those linked
with specific procedures. Our expert accounting contractor, KPMG Peat Marwick,
attests that our methodology followed reasonable cost accounting principles. The
General Accounting Office also is largely supportive of our methodology. We fully
expect to update and refine the practice expense relative value units in our annual
regulations revising the Medicare fee schedule. We welcome and encourage the on-
going contributions of the medical community to this process, and we will continue
to monitor beneficiary access to care and utilization of services as the new system
is fully implemented.

The Balanced Budget Act also requires that we implement a resource-based sys-
tem for malpractice relative value units. We currently are in the process of develop-
ing the system and plan to include it in this year’s proposed rule.

e notified Congress last year that, in order to ensure that all Year 2000 work
is done correctly we may need to freeze our comguter systems during a critical pe-
riod of Y2K work, and would therefore have to delay the Janu 1, 2000, physician
updates. We will know more about whether we may be able to do these updates on
schedule after we have reached the government’s March 31, 1999, Year 2000 compli-
ance deadline. We share physicians’ concern about these possible delays, and we
want to work with physicians and Congress to evaluate our options and ensure that
any necessary delays do not create a hardship and that any interim measures fairly
reimburse physicians.

Skilled Nursing Facilities

We have made substantial pro%x;ﬁss in implementing the new skilled nursing facil-
itK prospective payment system. The old payment system was based on actual costs.
The new system uses mean-based prices adjusted for each patient’s clinical condi-
tion and care needs, as well as geographic variation in wages. It creates incentives
to provide care more efficiently by relating payments to patient need, and enables
Medicare to be a more prudent purchaser of these services. The BBA mandated the
implementation of a per diem prospective payment system for skilled nursing facili-
ties covering all routine, ancillary, and capital costs related to covered services pro-
vided to beneficiaries under Medicare Part A. In accordance with the BBA, we im-
plemented the new payment system July 1, 1998.

We fully understand the concerns raised by providers about this new system, par-
ticularly those related to outlier and non-therapy ancillary services. The new pay-
ment system is complex, and we are working with providers to address these con-
gems. ‘e know that this is not a static system and that it will require ongoing re-

nements.
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We stronglly believe the Resource Utilization Groups (RUGs), which are a key
component of the system, must be periodically evaluated to ensure they appro-
priately reflect changes in care practice and the Medicare population. We are work-
ing closely with an expert research contractor to examine potential refinements to
the RUGs model, particularly thrse associated with medically complex patients and
non-therapy ancillary services, 2uch as medications. We expect to have the results
:}i; thi:ﬁ:eseamh by January 1, 2000, and to be able to make refinements shortly
ereafter.

In addition to this research effort, we plan to host a Town Hall meeting next
month with interested indusiry and consumer stakeholders to seek their first-hand
advice on refining the current RUGs model. We will take the suggestions of the in-
dustry and the results of our contractor's research into consideration as we make
necessary refinements. I want to assure beneficiaries, providers, and Congress that
we appreciate the importance of this task and are committed to fairness and ensur-
ing continued access to care.

Home Health

The BBA mandated a number of changes in the way Medicare pays for home
health services to curtail unsustainable spending growth and fight what was wide-
spread fraud, waste, and abuse. These changes are vitally important and have been
a long-standing priority for HCFA and this Administration. Medicare spending on
home health more than tripled in the 1990s, while the number of beneficiaries re-
ceiving home health services doubled. The new payment systems create incentives
to provide home health care efficiently as well as control spending growth.

ongress wisely postponed the final implementation date for the home health pro-
spective wment system because of our need to address the Year 2000 computer
roblem. We are working hard to develop the prospective payment system and be-
ieve that we are on track to meet the October 1, 2000 implementation deadline.
This October, we expect to publish a proposed regulation for the prospective pay-
ment system so we can begin receiving and evaluating public comments. We antici-
pate that the final rule will be issued in July 2000.

We know some providers continue to have concerns about the home health in-
terim payment system. Last year, Congress made important changes to the interim
system to address some of these concerns. However, given the magnitude of the
changes in home health payment, it is understandable that other concerns remain.
We are committed to workmi with providers and Congress to ensure fairness and
protect access to appropriate home care services covered by Medicare as we proceed
toward prospective payment. We are monitoring the impact of these changes on ben-
eficiary access to care and, thus far, do not have evidence on whether access to care
has been compromised. :

Hospital Outpatient Departments

The Balanced Budget Act empowers us to move away from charge-based hospital
outpatient coinsurance, which has long been a priority for the Clinton Administra-
tion. The increased costs the current system imposes on beneficiaries are unfair. Re-
grettably, implementation of the prospective payment system as originally scheduled
would have re%uired numerous complex systems changes that could substantially
jeopardize our Year 2000 efforts. Therefore, we have s{})oned implementation and
are working to implement this system as quickly as the Year 2000 challenge allows.
In the meantime, we are willing to work with the Congress to see if an alternative
solution can be developed that might more quickly move us toward our shared goal
of reducing beneficiaries’ out-of-pocket costs for these services.

We issued a Notice of Proposed Rule Making in September 1998 outlining plans
for the new system so that hospitals and others can begin providing comments and
suggesations. We are making data files available to the industry, and we have ex-
tended the comment period until June 30, 1999 so the industry and other interested
parties will have sufficient time and information to comment.

We have also implemented a BBA provision that eliminates an anomaly in the
law, known as the formula-driven overpayment, which caused ayers to pay too
much for certain surgical, radiological, and other hosxital outpatient services. We
implemented this change just two months after the BBA was enacted.
Rehabilitation Hospitals

We are in the process of developing a prospective payment system for rehabilita-
tion hospitals as required under the BBA. We have contracted with Muse and Asso-
ciates, Dr. Brant Fries at the University of Michigan, and Dr. John Morris at He-
brew bniversity to conduct research and aid in development of a case mix classifica-
tion system for rehabilitation hospitals. This new system is scheduled for implemen-
tation over a two year period beginning October 1, 2000. We are currently analyzing
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the positive and negative aspects of both a per-episode and a per-diem payment sys-
tem based on a comprehensive assessment of each patient’s condition and resource
requirements. We have not ruled out either approach at this time. Qur primary con-
cern is to ensure that the system we adopt allows our beneficiuries to get the care
they need and treats providers fairly. We appreciate the technical suggestions we
have received from the industry in this regard, as well as the evaluation and advice
provided by the Medicare Payment Advisory Commission and the General Account-
ing Office, and we will continue to work closely with them and Congress as this sys-
tem is developed and implemented.

MEDICARE+CHOICE

Medicare+Choice allows private plans to offer beneficiaries a wide range of op-
tions, similar to those available in the private sector. Medicare+Choice and other
changes enacted in the BBA require a massive and important new beneficiary edu-
cation campaign. Medicare+Choice includes important new protections for patients
and providers, as well as quality assessment and improvement requirements. And
it initiates a fairer and more accurate payment system.

We are very committed to successful implementation of Medicare+Choice. We be-
lieve that managed care and other-private plans are important voluntary options
next to origi Medicare. Medicare managed care enrollment has nearly tripled
under the Clinton Administration, from 2.3 million when the President took office
to 6.8 million now. We now meet regularly with beneficiary and industry represent-
atives to discuss ways to improve Medicare+Choice, and have begun making refine-
ments based on these comments and discussions.

We have converted the vast majority of former Medicare HMOs to the
Medicare+Choice program and published all BBA-mandated Medicare+Choice regu-
lations. Last month we published initial refinements to these regulations which im-
prove beneficiary protections and access to information while reducing plans’ admin-
istrative workload.

We launched a national education campaign and participated in more than 1,000
events around the country to help beneficiaries understand Medicare+Choice and
other important changes to Medicare. And we are establishing a federal advisory
committee to help us better inform beneficiaries.

Beneficiary Education

As mentioned above, we have launched the National Medicare Education Program
to make sure beneficiaries receive accurate and unbiased information about benefits,
rights, and options. The campaign includes:

. m:@ling a Medicare and You handbook to explain new benefits and health plan

options; ‘

¢ a toll-free “1-800-Medicare” call center with live operators to answer questions
and provide additional print information on request;

¢ a consumer-friendly Internet site, www.Medicare.gov, which includes compari-
sons of benefits, costs, quality, and satisfaction ratings for plans available in
each zip code;

* an alliance with more than 100 national aging, consumer, provider, employer,
union, and other organizations who help disseminate Medicare+Choice informa-
tion to their constituencies;

¢ enhanced beneficiary counseling from State Health Insurance Assistance Pro-
grams;

s a national media publicity campaign;

e more than a thousand individual state and local outreach events around the
country in senior centers and town halls, on radio call-in shows and other
venues, and in languages rangix:i from Vietnamese to Creole; and,

o a comprehensive assessment of these efforts.

In 1998, we tested the whole system in five states—Arizona, Florida, Ohio, Or-
egon and Washington. Unfortunately, the decisions by some plans to withdraw from
the program or reduce their service area significantly complicated our task. We
learned a great deal in this “dry run,” and focus groups indicated that a majority
of beneficiaries found the information in the Medicare & You handbook to be in-
formative and useful. We are also conducting cases studies to evaluate the education
campaign in five communities in the five pilot States and one community outside
the pilot States. Preliminary results from our assessment efforts are already suf-
ges ways to make Medicare & You easier to use, and links we can add to help
users find key information faster on our website. These and other findings will hgegls
us to refine efforts for a full-scale, national campaign before the November 1
open enroliment period.
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As mentioned above, we are establishing the Citizens Advisory Panel on Medicare
Education, in accordance with the Federal Advisory Committee Act, as a formal
mechanism to obtain gublic input for improving our education efforts. The Panel
will meet quarterly to help:

¢ enhance our effectiveness in informing beneficiaries;

¢ expand outreach to vulnerable and underserved communities; and

o assemble an information base of “best practices” for helping beneficiaries evalu-

ato;l plan opl?:gns and strengthening a community infrastructure for information
and counseling.

Panel members will include representatives from the general public, older Ameri-
cans, specific diseases and disabilities, minority communities, plans and insurers,
providers, and other groups.

We are also working to standardize plan marketing materials that summarize
benefits so beneficiaries can make apples-to-apples comparisons. Our goal is to com-
plete bethils géwéork before the first annual coordinated open enrollment period in No-
vember X

Reaching Out to Plans

We have taken several steps to encourage health plan participation in
Medicare+Choice.

In addition to converting the vast majority of Medicare- HMOs to the new Pro-
gram, we have added 12 new plans and expanded service arcas for another 11 plans
since last November, including the first provider sponsored organization with a Fed-
eral waiver from State licensure requirements. We are reviewing 24 new plan appli-
cations and 18 service area expansion applications.

Last summer we held outreach sessions attended by more than 1,500 plan rs&-
resentatives, and we continue to strengthen lines of communication with plans. We
have named a senior official within HCFA, Tom Gustafson, whom plans can call di-
rectly if they have trouble resolving issues through normal HCFA channels.

As mentioned above, last month we published initial refinements to the
Medicare+Choice regulation. The new rule: :

o clarifies that beneficiaries enrolled in an M+C plan that withdraws or is termi-

nated from Medicare are entitled to enroll in other remaining locally available

M+C plans;

. specif?es that changes in plan rules must be made by October 15 to ensure
beneficiaries can make informed choices during the November annual open en-
rollment period;

¢ waives the requirement for an initial health assessment within 90 days of en-
rollment for enrollees who stay in the same plan when they age into Medicare
and for enrollees who switch plans but remain under the care of the same pri-
mary care provider;

¢ allows plans to choose the form of the initial health assessment;

¢ allows coordination of care to be performed by a range of qualified professionals;

e limits the applicability of provider participation réquirements to physicians; and

. al:igns requirements for terminating specialists with the process for other pro-
viders.

l‘lNe intend to publish a comprehensive final rule with further refinements this

all.

To further facilitate plans participation, the President’s budget includes a pro-
Bgsal to give plans two additional months to file the information used to approve

nefit and premium structures. This “Adjusted Community Rate” data would not
be due until July 1, rather than May 1. July 1 is the latest we can accept, process
and approve premium and benefit package data, have the data validated, and sti
mail beneficiaries plan information in time for the November open enrollment pe-
riod. Given legislative schedules and the need to act immediately, we informed plans
that the required filing date this year will be July 1. We look forward to working
with you to enact legislation necessary to support this change that is so important
to Medicare+Choice success.

Payment Reform

The BBA requires Medicare to “risk adjust” Medicare+Choice payments starting
January 1, 2000. That means we must base payment to plans on the health status
of individual plan enrollees. Data on individual beneficiary use of health care serv-
ices in a given year will be used to adjust payment for each beneficiary in a
Medicare+Choice plan the following year. Risk adjustment represents a vast im-
provement over current paixsnent methodology. It helps assure more appropriate
payments and curtails the disincentive in the current payment system for plans to
enroll sicker beneficiaries.
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Risk adjustment will help beneficiaries feel more confident in their
Medicare+Choice options. It assures beneficiaries that Medicare pays plans the right
amount to provide all necessaxz care because tl;lmyments take each enrollee’s health
status into account. That will help people with serious illnesses, such as cancer or
cardiovascular disease, who can benefit most from the coordination of care health
plans can provide. .

Risk adjustment will help taxpayers by addressing the main reason Medicare has
lost rather than saved money on managed care. Many studies show that health
plans enroll beneficiaries who, on average, are much healthier and less costly than
those who remain in traditional Medicare.

Risk adjustment will also help level the playing field among Medicare+Choice
plans. It tempers the risk of significant financial loss when plans enroll beneficiaries
who have expensive care needs. And it focuses competition more on managing care
than on avoiding risk. It also will help plans by alleviating concerns among bene-
ficiaries that plans have financial incentives to deny care.

The law requires us to proceed with risk adjustment starting January 1, 2000,
and does not specifically call for a transition. However, we believe we must imple-
ment these changes in an incremental and prudent fashion, and are, therefore phas-
ing in risk adjustment over five years to prevent disruptions to beneficiaries or the
Medicare+Choice program.

It is essential to stress that risk adjustment will not and cannot be budget neu-
tral. Risk adjustment was required in the BBA because of substantial evidence that
Medicare has historically overpaid plans because managed care enrollees tend to be
healthier than beneficiaries who remain in fee-for-service Medicare.

If risk adjustment were budget neutral, Medicare and the taxpayers who fund it
would continue to lose billions of dollars each year on Medicare+Choice. Budget neu-
tral risk adjustment would cost taxpayers an estimated $200 million in the first
year of the phase-in, and $11.2 billion over five years if health plans maintained
their current, more healthy mix of beneficiaries. Actual savings to taxl}ayers will de-
pend on the extent to which less healthy beneficiaries enroll in plans. Total payment
may be higher for some plans than it would be under the current system if their
enrollment becomes more representative of the entire Medicare population. Overall,
we project plan payment to change on average by less than 1 percent the first year.
The phase-in substantially buffers the impact. The federal government is forgoing
an estimated $1.4 billion in savinfs in the first year and as much as $4.5 billion
over the full five years because of the Phase in. Impact on plans will be further
buffered by an annual payment update for 2000 of 5 percent, and by blended pay-
ment rates that we estimate will be paid to 63 percent of counties in 2000 and in
many cases will be greater than 5 percent.

Competitive Pricing Demonstration

We will soon begin a test of competitive J:ricing for managed care, as called for
in the BBA. This test will provide objective data and actual experience that is need-
ed to evaluate Medicare reform pxﬂosals that assume savings from competition
among plans. Managed care plans will compete to offer benefits at the most reason-
able cost. A bidding process, similar to what most employers and unions use to de-
cide how much to pay plans, will be used to set Medicare+Choice rates.

To ensure broad community involvement, a Medicare Competitive Pricing Advi-
sory Committee, chaired by General Motors Health Care Initiative Executive Direc-
tor James Cubbin, has made recommendations regarding key design features. It
also has selected the markets of Phoenix, Arizona and ﬁansas City, Kansas and
Missouri, as initial demonstration sites. We are establishing local advisory commit-
tees in these communities, and they will hold public meetings to ensure that local
beneficiaries have a voice in how the test program will operate.

Ensuring Quality

The BBA raises the quality bar by requiring most plans to monitor and im&rove
quality so beneficiaries can compare plans based on quality and we can use Medi-
care’s substantial market leverage to be a prudent purchaser. We are working to
incorporate quality assessment and improvement into original Medicare, as well.
And we are committed to making-measurable quality improvements throuxlcwut the
Medicare pr:fram as part of our Government Performance and Review Act objec-
tives for fiscal 2000. .

Al Medicare+Choice plans must report objective, standardized measurements of
how well they provide care and services. They have been using HEDIS, the Health
Plan Employer Data and Information Set, for reporting p ses since 1997, We
also are using CAHPS, the Consumer Assessment of Health Plans Study, to objec-
tively measure beneficiary satisfaction. We began requiring Medicare Hhibs to con-
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duct C.\HPS surveys last year. This fall, we will conduct a CAHPS survey of bene-
ficiaries who disenroll from gleans asking about the beneficiary’s e:gerienoe and why
they left their plan, to give neficiaries the perspectives of both those who left and
those who stayed. And next year we will conduct a fee-for-service survey. to provide
beneficiaries with data on all options, .

HEDIS and CAHPS results are being formatted so beneficiaries can make direct,
wple&to—apples comparisons amonqi their plan :fstions, and are posted on our

ebsite at www.Medicare.gov. Beneficiaries may also request HEDIS and CAHPS
information through our 1-800-Medicare call center, and we will include this infor-
mation in the 2000 edition of Medicare & You.

We recognize that it takes time for plans to adapt to the quality improvement re-

irements, and that a learning curve is involved. Therefore, we made several
m:ges from our draft proposal to help plans comply. For example, we are:

e requiring plans to conduct two performance improvement projects per year,

which is comparable to standards of private sector accrediting organizations;

e giving plans three years to achieve demonstrable quality improvements; and,

e giving plans discretion as to where they conduct site visits for provider

credentialing.

A%propriate flexibility will be provided so plans with networks that are less struc-
tured than traditional HMOs, such as PPOs, can meet these requirements. Our
gumglity imgrovement systems will be sensitive to different plan structures and their

ifferent abilities to aftect provider behavior.

We are extremely impressed with the quality improvement project outlines sub-
mitted by plans. Most are very thorough and thoughtful. Many include detailed
benchmarks and timetables. They make clear that plans are very capable of achiev-
ing what Congress envisioned in the BBA. :

Market Volatility

As you know, some Medicare HMOs did not convert to the Medicare+Choice pro-
gram, and others reduced their service areas last year. While we are concerned
about the impact on beneficiaries who were left with no other mana%ed care options,
it is important to put those business decisions in context. Some of the plans that
withdrew had market positions or internal management issues that made it hard
for them to compete. And they faced rising prescription drug prices and other com-
mercial pressures. Many of the disrupted beneficiaries had several other plans to
choose from, and all but 50,000 had at least one other plan option.

It is our understanding that the Federal Employees Health Benefits Program ex-
perienced a similar rate of %152 dmllouts, often affecting the very same counties. The
vast majority of Medicare s converted to Medicare+Choice, and we have a
proved several new plan and service area expansions. This suggests that plan with-
drawal decisions have more to do with internal plan and larger marketplace issues
than with Medicare rates or regulations. In fact, a certain amount of market vola-
tility must be expected when relying on the private sector.

To buffer against such market volatility, the President’s budget includes proposals
to protect beneficiaries from such disruption by broadenir:f access to supﬁlemental
Medigap polices if beneficiaries lose their plan o&'tion and allowing enrollees with
end sta%e ‘renal disease to move to another plan. We also provided for earlier notifi-
cation of plan withdrawals in our recent refinement to Medicare+Choice regulations.

CONCLUSION

We are making substantial progress in implementing the many Medicare changes
in the BBA. They expand options and improve services to our beneficiaries; create
better pa{ment systems, and extend the life of the Medicare Trust Fund. Clearly,
more work remains. We are committed to continuing to work to ensure that we are
fair and prudent as we implement payment systems, and above all do not com-

romise beneficiary access to care. I am teful for the advice and assistance this
ommittee and the Medicare Payment Advisory Commission have provided. I thank
you again for holding this hearing, and I am happy to answer your questions.

PREPARED STATEMENT OF MIKE HASH

Chairman Roth, Senator Moynihan, distinguished committee members, thank you
for invitixg us to discuss our progress in implementing the Medicare+Choice pro-
gram. Medicare+Choice allows private plans to offer a wide range of options avail-
able in the private sector. It requires a massive new beneficiary education campaign
and incluczes important new statutory requirements for quality assessment and im-
provement.
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It also initiates a five-year transition to a fairer and more accurate payment sys-
tem that includes risk adjustment to take individual beneficiaries’ health care needs
into account. Risk adjustment helps assure that payments are appropriate and cur-
tail disincentives for plans to enroll sicker beneficiaries.

Successful implementation of Medicare+Choice is a high priority for us. We
strongly believe that managed care and other private plans are important voluntary
options next to original Medicare. Medicare managed care enrollment has nearly tri-
ged under the Clinton Administration, from 2.3 million when the President took of-

ce to now 6.8 million.

We meet regularly with beneﬁciagl advocates, industry representatives, and oth-
ers to discuss ways to improve Medicare+Choice. Ba on these discussions, we

ublished initial refinements to the Medicare+Choice regulations in February which
prove beneficiary protections while reducing plans’ administrative workload. We
have given plans an extra two months to file the “adjusted community rate” infor-
mation we use to approve benefit and premium packages. And, we are phasing in
the risk adjustment system over five years to prevent disruptions to beneficiaries
and health plans. We are eager to continue working with Congress and our other
partners to ensure that beneficiaries enjoy the most that Medicare+Choice can offer.

BENEFICIARY EDUCATION

Helping beneficiaries understand Medicare+Choice is perhal:g;s) our most important
challenge. We launched the National Medicare Education am to make sure
beneficiaries receive accurate, unbiased information about their benefits, rights, and
options. The campaign includes:
¢ mailing a Medicare & You handbook to explain new benefits and health plan
options;
¢ a toll-free “1-800-MEDICARE” [1-800-633-4227] call center with live operators
to answer questions, and provide detailed plan-level information;

e a consumer-friendly Internet site, wwww.medicare.gov, whiclh includes compari-
sons of benefits, costs, quality, anr} satisfaction ratings for plans available in
each zip code;

s working with more than 120 national aging, consumer, provider, employer,
union, and other organizations who help disseminate Medicz.re+Choice informa-
tion to their constituencies;

e enhanced beneficiary counseling from State Health Insurance Assistance Pro-

grams;

¢ a national publicity campaign;

e more than a thousand individual state and local outreach events around the

country; and,

e a comprehensive assessment of these efforts.

We tested the system in five States in 1998 and learned how to improve efforts
for this November’s open enrollment period, such as ways to make the Medicare &
You handbook easier to use, and additional links on our website to help users find
information faster. We are also standardizing plan marketing materials that sum-
marize benefits so beneficiaries can more easily make apples-to-apples comparisons
amo lans in this November’s open enrollment g.eriod.

To help us continually improve our education efforts, we are establishing the Citi-
zens Advisory Panel on Medicare Education, under the Federal Advisory Committee
Act. The panel will help:

e enhance he;ﬁ'ectiveneas in informing beneficiaries through use of public-private

partnerships;

¢ expand outreach to vulnerable and underserved communities; and

e agsemble an information base of “best practices” for helping beneficiaries evalu-

ate plan options and strengthening community assistance infrastructure.

Panel members will include representatives from the general public, older Ameri-
cans, specific disease and disability groups, minority communities, health commu-
nicators, researchers, plans, providers, and other groups. We expect to announce
members and meeting schedules soon.

REACHING OUT TO PLANS

We have taken several steps to encourage health plan participation in
Medicare+Choice. As a result, we have converted the vast majority of Medicare
HMOs—more than 300—to the new Medicare+Choice program, and added 15 new
plans and expanded service areas for another 17 plans since last November. We are
currently reviewing another 20 new plan applications and 10 service area expansion
applications. And total Medicare+Choice enrollment is now greater than it was be-
fore some plans decided to leave the program last year.
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Last summer, we held outreach sessions attended by more than 1,500 plan re
resentatives, and we continue to strengthen lines of communication with plans.
February, we published initial refinements to the Medicare+Choice regulation that
improve beneficiary protections and access to information, while making it easier for
health plans to offer more options to beneficiaries. The new rule:

o clarifies that beneficiaries in a plan that leaves the program are entitled to en-

roll in remaining locally available plans;

o specifies that 8 in plan rules must be made by October 15 so beneficiaries
have information they need to make an informed choice during the November
open enrollment;

¢ allows plans to choose how they conduct the initial health assessment;

¢ waives the mandatory health assessment within 90 days of enrollment for com-
mercial enrollees who choose the same insurer’s Medicare+Choice plan when
they turn 65, and for enrollees who keep the same primary care provider when
swi plans; . :

¢ stipulates that the coordination of care function can be performed by a range
of qualified health care professionals, and is not limited to primary care provid-

ers;

. lin(xlits the applicability of provider participation requirements to physicians;

anaq,

o allows plans to terminate specialists with the same process for terminating

- other providers. -

. l\lNe intend to publish a comprehensive final rule with further refinements this
all.

To further facilitate plans’ ability to offer choices to Medicare beneficiaries, the
President’s budget includes a proposal to give plans 2 more months to file the infor-
mation used to approve benefit and premium structures. This “Adjusted Community
Rate” data would be due July 1, rather than May 1. July 1 is the latest we can
accept, process, and approve premium and benefit package data, have the data vali-
dated, and still mail beneficiaries information about available plans in time for the
November open enrollment. This move should help plans base cost and premium
paclu‘:ges on more current marketplace trends and costs. Given legislative schedules
and the need to act immediately, we have informed plans that the required filing
date this year will be July 1. We look forward to working with you to enact the leg-
islation necessary to support this change that is so important to the success of the
Medicare+Choice program.

FAIR PAYMENT

The Balanced Budget Act f1:ut in place a new payment system which addresses
many of the problems with the ﬁrevxous adjusted average per capita cost payment
system. The new system will “risk adjust” payments to account for the health status
of each enrollee. And it breaks the link between local fee-for-service costs and plan
payment rates, which had caused wide disparities across the country in payment
rates to plans and availability of plans to beneficiaries.

Under the BBA system, a rate for a particular county is the greater of three pos-
sible rates: a new minimum or “floor” payment; a minimum 2 percent increase over
the previous year’s rate, or a blend of the county rate and an input price adjusted
national rate. The new system is phased in over five years, and therefore has sev-
eral different moving parts. Medical education costs, which had been included in
HMO payments under the old ?’ystem, are carved out of county rates over the five-
year transition and %aaid instead directly to teaching hospitals. The blend of county
and national rates phases up to a 50/50 balance over the same five years. The na-
tional rate, local rates and the minimum payment amount are annually updated
based on per capita Medicare cost %rowth.

There is considerable evidence that we have both overpaid plans and continue to
overpay plans, because payments are linked to local fee-for-service spending and not
adjusted for risk.

¢ The Physician Payment Review Commission, in its 1997 Annual Report to Con-

gress, estimated that Medicare has been making up to $2 billion a ﬁﬁr in ex-
cess payments to managed care plans. This Congressional advisory y notes
that, unlike the sﬁvate sector where managed care has slowed health care cost
growth, managed care has increased Medicare ﬁrogram outlays. The. Commis-
sion’s 1996 Report found that those who enroll in managed care tend to be
}malthy and those who disenroll tend to be unhealthy, exacerbating Medicare
osses.

¢ Mathematica Policy Research, which has conducted several studies of Medicare

HMOs, says care of Medicare beneficiaries in HMOs costs only 85 percent as
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much as care for those who remain in traditional fee-for-service Medicare. That
is 10 percent less than the 95 percent of the average fee-for-service costs plans
were being paid.

¢ The Congressional Budget Office has said managed care plans could offer Medi-

care benefits for 87 percent of Medicare fee-for-service costs, even though they
were paid 95 percent.
RISK ADJUSTMENT

Payment to plans will become more accurate starting in January, 2000, when the
law requires Medicare to “risk adjust” Medicare+Choice payments. That means we
must base payment to plans on the health status of individual plan enrollees. Data
on individual beneficiary use of health care services in a given year will be used
to adjust payment for each Medicare+Choice beneficiary the following year. Adjust-
ments are based on the average total cost of care for individuals who had the same
diagnoses in the previous year. Risk adjustment represents a vast improvement over
the current payment methodology. It helps assure that payments are more appro-
priate, and curtails the disincentive to enroll sicker beneficiaries.

The law requires us to proceed with risk adjustment starting January 1, 2000,
and does not call for a transition. However, we believe we must implement these
changes in an incremental and prudent fashion, as was done with other new major
payment systems. We are, therefore, using flexibility afforded to us in the law to
K(hase in risk adjustment over 5 years to prevent disruptions to beneficiaries or the

edicare+Choice program. :

In the first year, only 10 percent of payment to plans for each beneficiary will be
calculated based on the new risk adjustment method based on inpatient hospital di-
agnoses. The remaining 90 percent will be based on the existing method for calculat-
ing plan payments, which are flat amounts per enrollee per month based on the av-
erage cost to care for Medicare fee-for-service beneficiaries in each county and ad-
justed for basic demographic factors like age and sex. In 2001, 30 percent of pay-
ment amounts will be risk adjusted. In 2002, §56 percent of payment amounts will
be based on risk adjustment. In 2003, 80 percent of payment amounts will be based
on risk adjustment. By 2004, we and health mglans will be ready to use data from
all sites of care, not just inpatient hospital information, for risk adjustment. Then,
and only then, will payment to plans be 100 percent based on risk adjustment.

ing the first year of data collection for risk adjustment, both the statute and
practical issues require that we use hospital inpatient data alone. About one in
evelﬁz{:ve Medicare beneficiaries is hospitalized in a tgiven year. Data on these hos-
pitalizations are relatively easy to gather, easy to audit, and highly predictive of fu-
ture health care costs. We will use the data to pay plans .nore for beneficiaries hos-
pitalized the previous year for conditions that are strongly correlated with higher
subsequent health care costs. While we will eventually be using a broader data base
for risk adjustment, that is simply not feasible at this time. _

The Balanced Budget Act clearly stipulated that more comprehensive data on out-
patient, physician, and other services could be collected o {e?r services provided
on or after July 1, 1998. That was prudent, because it has n no small task for

lans to learn how to gather the inpatient data we are using for the initial phase-
in of risk adjustment. irj ans to provide additional data on outpatient, phy-
sician and other services would have been unduly burdensome.

This year, we will issue a schedule and guidance to plans for reporting other en-
counter data, such as outpatient information. The schedule will provide sufficient
time for plans to gather accurate data and for HCFA to analyze and incorporate the
data into accurate risk adjusted payments. We are now confident that by 2004 we
will be using data on all health care encounters to assess beneficiary health status
for risk adjustment. If we could base risk adjustment on more comprehensive data
now, we would. But we cannot. The law requires us to move forward now with the
data that is available, as stipulated in the statute. And, even with its limitations,
this initial risk adjustment system based on inpatient data alone will increase pay-
ment accuracy 5-fold.

The initial risk adjustment system uses only the ;%proximately 60 percent of in-
Eatient hospital diagnoses that are reliably associated with future increased costs.

or example, beneficiaries hospitalized for conditions such as heart attacks in aggre-

ate are at higher risk of subsequent cardiovascular problems, and they consistently
ve higher health care costs in the subsequent year. Hoepitaiizations for such diag-
noses lead to higher payments to plans in the following Xlear under risk adjust-
ment. Hospitalizations for acute conditions such as appendicitis, however, rarely
lead to increased subsequent care costs. They will not-lead to higher payments
under risk adjustment.
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The 60 percent of hospital admission diagnoses that are clearly associated with
increased subsequent care costs account for about 30 percent of all Medicare spend-
ing the following year. It is important to note that, while risk adjustment is initially
based only on inpatient data, the risk adjustment payments account for all costs of
care associated with each diagnosis. It is also important to note that risk adjust-
ment is not cost-based reimbursement; it is reimbursement adjusted for projected
need based on health status in the previous year.

The relevant diagnoses will be used to classify beneficiaries into 15 different cost
categories. One category is for beneficiaries who were not hospitalized the previous
year with relevant diagnoses. For beneficiaries included in any of the other cat-
egories, plans will receive an additional payment to cover the increased risk associ-
ated with diagnoses in that category.

Payment will continue to be adjusted for demographic factors, such as age g:n-
der, county of residence, and whether a Medicare beneficiary is also a Medicaid ben-
eficiary. We have revised these demographic factors for use with risk aﬂ‘ustment,
for examlple, by no longer including institutional status because the risk adjustment
:lnethodo ogy itself does a good job of predicting expenses for nursing home resi-

ents.

Medicare will calculate a score for each beneficiary to determine the payment that
will be made if they choose to enrollin a Medicare+Choice plan. For example, Medi-
care’s average payment per year to health plans is $5,800. Under risk adjustment

ayment for an 85-year-old man will on average be $6,414. It will be an additional
52,060 if he is on Medicaid, another $1,207 if he is disabled, and $8,474 more if he
was admitted to the hospital for a stroke the previous year, for a total of $18,155.
The score for each beneficiary will be calculated annually, and will follow them if
they move from one health plan to another.
ost health plans operate with integrity and play by the rules, and we doubt that
plans will compromise successful medical management programs that keep patients
out of the hospital in order to game the risk adjustment system. However, plans
themselves have raised concerns that risk adjustment based on inpatient data alone
could create perverse incentives for unnecessary hospitalizations. We, therefore
have taken solid steps to prevent Eaming of the system with inappropriate hospitai
admissions or attempts to inflate the data submitted for use in risk adjustment.

The risk adjustment system does not include hospital stays of just one day, in
order to help guard against inappropriate admissions. And it excludes diagnoses
that are vague, ambiguous, or rarely the principal reason for hospital admission. In
addition, we will use independent experts to assess the validity and completeness
of data plans submit to us by conducting targeted medical record reviews and site
visits. This will help ensure that plans do not “upcode,” or claim that hospital ad-
missions were for more serious conditions that would result in higher payment.

It is essential to stress that risk adjustment will not and cannot be budget neutral
if we intend to protect the Medicare Trust Fund and be fair to the taxpayers who
support our programs. The whole reason for groceeding with risk adjustment C and
specifically with risk adjustment that is not budget neutral C is that Medicare has
not been paying plans accurately. Congress also recognized that plans have been
paid too little for enrollees with costly conditions, and too much for those with mini-
mal care needs. The simple demographic adjustments made now for age, gender,
county of residence, Medicaid and institutional status, do not begin to accurately ac-
count for the wide variation in patient care costs. Risk adjustment will.

The vast majority of beneficiaries enrolled in Medicare+Choice cost far less than
what Medicare pays plans for each enrollee. Medicare fee-for-service statistics make
clear why risk adjustment must not be budget neutral. More than half of all Medi-
care fee-for-service beneficiaries cost less than $500 per year, while less than 5 per-
cent of fee-for-service beneficiaries cost more than $25,000 per year, according to the
latest available statistics for calendar year 1996. The most costly 5 percent account
for more than half of all Medicare fee-for-service spending.

Since Medicare+Choice enrollees tend to be healthier than fee-for-service Medi-
care beneficiaries, the ratio of high to low cost beneficiaries in health plans is even
more stark. Clearly, care for the overwhelming majority of Medicare enrollees costs
plans much less than what Medicare pays because our payments are predicated on
the average beneficiary cost of care, calculated by county. This average includes the
m%s(; expensive beneficiaries in fee-for-service, who generally do not enroll in man-
aged care.

If risk adjustment was budget neutral, Medicare and the taxpayers who fund it
would continue to lose billions of dollars each year on Medicare+Choice. Accurate
risk adjustment inevitably and appropriately must change aggregate payment to

lans. Budget neutral risk adjustment would cost taxpayers an estimated $200 mil-
ion in the first year of the phase-in, and $11.2 billion over 5 years if health plans



147

maintained their current, mostly heaithy mix of beneficiaries. It is important to
atress that actual savings to taxpayers from risk adjustment will vary to the extent
that less healthy beneficiaries enroll in Medicare+Choice plans, resulting in higher
payments than fealt.h plans cmmday. ! dd d eh ol

e amount of payment ill vary among plans and depend on each plan’s
individual enrollees. Total payment may be higher for some plans as they enroll a
mix of beneficiaries that is more representative of the entire Medicare population.
As part of our Medicare+Choice March 1 rate announcement, we sent a letter to
each health plan with an estimate of how payment will differ from what they are
paid now, based on their current mix of enrollees.

Overall, we project that payment to Medicare+Choice plans on average will
change by less than one percent in the first year. How it will change over time de-
pends on the mix of beneficiaries in each plan. Risk adjustment significantl
changes incentives for plans and could weil lead to enrollment of beneficiaries wi

ter care needs. That could result in plans receiving }:lig_her payments than they

o now. Phasing in risk adjustment also substantially buffers the financial impact

on plans. Taxgzhyl'ers are forgoing $1.4 billion in savings in the first year and as

much as $4.5 billion over the full 5 years because of the phase in. Payment changes

will be further buffered by an annual payment update for 2000 of 5.04 percent. This
is substantially larger than projections that were made last year.

COMPE'II‘ITI'VE PRICING DEMONSTRATION

Bringing market forces to bear may further help set more accurate plan payment
rates. We will soon begin a test of competitive pricing for Medicare+Choice plans,
as called for in the BBA. This is an important step in our efforts to learn how to
impruve and protect Medicare. It will provide objective data needed to evaluate
Medicare reform proposals that assume savings from rate-based competition among
plans. In this demonstration, plans will compete to offer benefits at the most reason-
able cost. A bidding process, similar to what most employers and unions use to de-
gigoeohow much to pay plans, will be used to set Medicare+Choice rates starting in

A National! Medicare Competitive Pricing Advisory Commission of independent ex-
perts, chaired by General Motors Health Care Initiative Executive Director James
Cubbin, has made recommendations regarding key design features. It selected the
markets of Phoenix, Arizona and Kansas City, Kansas and Missouri, as demonstra-
tion sites. We established local advisory committees in these communities to set the
local minimum benefit package on which plans will bid and ensure that local bene-
ficiaries and stakeholders have a voice in how the test operates. The local advisory
committee in Phoenix has raised concerns about the tight schedule for implementing
the project. In response, the national advisory commission urged the local advisory
committees to work with us to develop an alternative schedule that can implement
this essential Project no later than April 1, 2000. We have committed to following
the Committee’s recommendation.

ENSURING QUALITY

The BBA requires most plans to both monitor and improve quality. Eventuallf',
plans will have to meet minimum performance standards. Beneficiaries will be able
to compare plans based on quality, and we will be able to use Medicare’s market
leverage to promote competition based on quality. We are working to incorporate
quality assessment and improvement into original fee-for-service Medicare, as well,
80 beneficiaries will be able to make truly informed choices about all their options.
And we have committed to making measurable qualill:{e improvements throughout
M(f%locgae as part of our Government Performance and Results Act objectives for fis-
ca .

All plans must report objective, standardized measurements of how well they pro-
vide care and services. They have been using HEDIS, the Health Plan Employer
Data and Information Set, for reporting purposes since 1997. We also are using
CAHPS, the Consumer Assessment of Health Plans Study, to objectively measure
benefici satisfaction. This fall, we will survey beneficiaries who disenroll from
plans, and next !ear we will apply HEDIS and CAHPS to fee-for-service Medicare
80 we can provide comparable data on all options. The results of both HEDIS and
CAHPS are beinguformatted so beneficiaries can make direct, apples-to-apples com-
parisons among all their options, including the original Medicare program.

We recognize that it takes time for plans to adapt to the quality improvement re-
q}xirementsi Therefore, we made several changes from our draft proposal to help
plans comply.
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o We are requiring plans to conduct two performance improvement projects per
year. This workload is comparable to standards imposed by private sector ac-
crediting organizations.

e We are permitting waivers of mandatory participation in a national project each

, and allowing plans to substitute any related ongoing projects of their own.

e We are giving plans three years before they must achieve minimum perform-
ance level requirements and demonstrable improvement.

e We are gl;:iersg plans discretion as to where and how they conduct site visits for
provider entialing, rather than mandating site visits to each provider loca-
tion.

We are extremely impressed with the qualit imgrovement project outlines sub-
mitted by plans. They make abundantly clear that plans are very capable of achiev-
ing what Congress envisioned. As a result, they should provide better care and
value for taxpayers’ dollars.

MARKET VOLATILITY

As you know, some Medicare HMOs did not convert to Medicare+Choice, and oth-
ers reduced their service areas last year. We are concerned about the business deci-
sion that some plans made to reduce participation in the program, and especially
the impact on beneficiaries who were left with no other managed care options, or
who experience disruptions in their provider relationships. It is, however, is impor-
tant to put those business decisions in context.

The vast majority of Medicare HMOs converted to the Medicare+Choice program.
We have approved 32 new plan and service area expansions since November, and
are reviewing applications from another 30 plans that want to get into or expand
their role in Medicare+Choice. And there are now more beneficiaries in managed
care plans than before last year's plan pullouts. Plans that withdrew often had weak
market positions, commercial pressures such as rising drug expenditures, or inter-
nal management issues. Many of the disrupted beneficiaries had several other plans
to choose from, and all but about 50,000 had at least one other plan option.

A comprehensive review by the General Accounting Office confirms that many fac-
tors contributed to the plan withdrawals. Reasons for withdrawals and service area
reductions cited by the GAO include plan decisions that they were unable to com-
pete because of low enrollment or large competitors, and problems in establishing
provider networks. Withdrawals affected far more high payment rate counties (91
percent) than low payment rate counties (34 percent), according to the GAO. It is
our understanding that the Federal Employees Health Benefits gram had a simi-
lar experience with plan pullouts. In several instances plans that withdrew Medi-
care service from specific counties also withdrew from FEHBP in those same coun-
ties.

This all suggests that plan withdrawal decisions have more to do with internal
plan and larger marketplace issues than with Medicare rates or regulations. In fact,
a certain amount of market volatility must be expected when relying on the private
sector to serve beneficiaries. That is one reason why it is essential to preserve a
strong, public-sector fee-for-service option in any Medicare reform proposal. It is
why the President’s budget includes proposals to protect beneficiaries from disrup-
tion by plan withdrawals. And it is why we have provided for earlier notification
of plan withdrawals in our refinement to Medicare+Choice regulations. We look for-
ward to working with you on legislation the President has proposed to broaden ac-
cess to supplemental Medigap polices if beneficiaries lose their plan option, and to
allow enrollees with end stage renal disease to move to another plan.

CONCLUSION

We are making substantial progress in implementing the Medicare+Choice pro-
gram. We are incorporating lessons learned from our initial beneficiary education
campaign to refine future efforts, and establishing an advisory committee to further
help improve these essential etinrts. We are working with plans to encourage par-
ticipation, and refining regulations so plans will be able to offer beneficiaries more
choices. We are proceeding with quality improvement requirements in a prudent
manner that will meet the statutory mandate while givinil plans reasonable time
and flexibility to comply. And, while we are proceeding with essential payment re-
forms in a prudent manner, it is abundantly clear that payment to plans continues
to be more than adequate, and that any comparison of plan glanyments to local fee-
for-service rates is specious at best. I thank you again for holding this hearing, and
I am happy to answer your questions.
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PREPARED STATEMENT OF HON. ORRIN G. HATCH

[MARCH 17, 1999}

Thank you Mr. Chairman.
I will be brief, but I would like to say that I greatly appreciate ﬂour holding this
‘liec:ri?g 9091}’ the implementation of the Medicare provisions in the Balanced Budget
o .
As we all know, the BBA provided for some of the most sweeping changes to the
Medicare Frogram since its enactment into law in 1965.
Some of those changes were long overdue, particularly as we attempted to bring
greater competition and choice into the system for Medicare beneficiaries.
The Medicare Plus Choice program is clearly such an example where we have at-
- tempted to afford seniors options in the delivery of health care. -
~ In my state of Utah, however, Medicare beneficiaries do not have a choice. In fact
the two Medicare HMO plans that served nearly 20,000 Utah seniors and disabled
throughout the entire state, terminated their contracts last year.

As a result, effective January 1, 1999, Medicare recipients will have no choice
other than the traditional fee-for-service setting.

Surprisingly, at a time when we hear criticism about managed health care and
the need for patient protection laws, nearly all those seniors who contacted me were
very pleased with their Medicare HMO plan. ,

Another issue which is of great concern to me is the BBA’s impact on home health

care.
Ugor to the enactment of the BBA, there were 106 home health care agencies in

Today, there are only 52 agencies currently in operation throughout the state.

More than half have gone out of business as a result of the limits imposed by the
Interim Payment System which, as we know, is adversely affecting hundreds of
agencies as well as the people who depend on home health services.

Mr. Chairman, I hope t h Kour leadership this committee will revisit the
home health provisions in the BBA as well as the changes we made last year in
an effort to provide additional relief for these companies.

Finally, let me also take this opportunity to commend my colleague on the com-
mittee, Senator Breaux, for his leadership and courage in chairing the Bipartisan
Commission on the Future of Medicare in what was clearly one of the most difficult
jobs in Washington.

The members of this committee know all too well that difficult and unpopular de-
cisions will have to be made if Medicare is to survive the extraordinary financial
demands it will encounter in the next century. .

It seems to me that our primary objective now is tu ensure the BBA provisions
are implemented consistent with Congressional intent. And, where intent is unclear,
we need to make adjustments. :

I welcome the Administrator of the Health Care Financing Administration to this
hearing. I also would note that her agency has been very cooperative in briefing me
and members on this committee on issues where there is ambiguity and disagree-
ment.

I commend you and your staff for working with us over the past year on these
very complex issues. -

But I do believe adjustments to the BBA are in order, and I trust the Health Care
Financing Administration will continue to work with us in resolving these matters.
-“Mr. Chairman, once again, thank you for your leadership on this important issue
and for scheduling today’s hearing.

PREPARED STATEMENT OF D. TED LEWERS, MD

The American Medical Association (AMA) appreciates the opportunity to present
to this Committee our views concerning improvements to the Medicare sustainable
frowth rate (SGR) system for physicians’ services, and appreciates the Committee’s
ocus on this important issue.

In its March 1999 Report to Congress, the Medicare Payment Advisory Commis-
sion (MedPAC) identified serious émoblema in the SGR system and recommended
significant improvements to the SGR. The AMA and the national medical specialty
societies share MedPAC's concerns and believe that improving the SGR is a critical
component of efforts to ensure that the 85% of Medicare beneficiaries who are en-
rolled ix:letge fee-for-service program continue to receive the benefits to which they
are entitled.
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Specifically, the physician community is concerned that the growth limits in the
current SGR system are so stringent that they will have a chilling effect on the
adoption and diffusion of innovations in medical practice and new medical tech-
nologies. Also, the Health Care Financing Administration (HCFA) did not revise the
estimates it used in the 1998 SGR when dat:armved HCFA erroneous, nor will it
correct 1999 SGR errors without a co; ssional mandate. These errors have short-
changed paymentsbbi‘y $645 million in 1999 alone. The SGR could also cause future
payments to be highly volatile and fall well behind cost inflation.

MEDICARE PHYSICIAN PAYMENTS AND THE BALANCED BUDGET ACT

Medicare payments for physicians’ services are updated annually bg HCFA. Pay-
ment rates are based on a relative value scale system, enacted under OBRA 89, that
reflects the physician work, practice expense and professional liability insurance
costs involved 1n each service. The relative value for each service is multiplied by
a dollar conversion factor to establish actual payment amounts. The conversion fac-
tor is required to be updated each calendar year, which involves, in , establish-
inﬁ':n lsl‘g‘date adjustment factor (UAF) that 18 adjusted annuall i)y SGR.
e SGR system was intended to slow the projected rate of growth in Medicare
snditures for physicians’ services.
edPAC recommends that Congress revise the SGR system as follows:
e The SGR should include a factor of growth in real gross domestic product per
cagita plus an allowance for cost increases due to improvements in medical ca-
' g‘% ilities and advancements in scientific technology;
¢ The Secretary should be required to publish an estimate of conversion factor up-
dates by March 31 of the year before their implementation;
e The time lags between SGR measurement periods should be reduced by allow-
ing calculation of the SGR and update adjustment factors on a calen year

basis;

e HCFA should be required to correct the estimates used in the SGR calculations
every year; and

o The SGR should reflect changes in the composition of Medicare fee-for-service
enroliment.

THE SUSTAINABLE GROWTH RATE SYSTEM

The SGR system was enacted under the BBA and replaces the Medicare Volume
Performance Standard system, which bhad been the basis for setting Medicare con-
-version factor updates since 1992. The SGR sets a target rate of spending growth
based on four factors: changes in pa{‘ments for ﬁhysician services before legislative
adjustments (essentially inflation); changes in Medicare fee-for-service enrollment;
s in real per capita gross domestic product (GDP); and an allowance for legis-
lative and re tory factors affecting physician expenditures. Growth in real per
capita GDP represents the formula’s allowance for growth in the utilization of physi-
cian services. ,

The target growth rate of spending growth is calculated each year and is designed
to hold annu Erowth in utilization of services per beneficiary to the same level as
annual GDP. Physician payment updates depend on whether utilization growth ex-
ceeds or falls short of the target rate. If utilization growth exceeds GDP, then pay-
ment updates are less than inflation. If utilization 18 less than GDP, payment up-
dates are above inflation.

Although real per capita GDP growth has varied from as low as —3 percent to
as high as +6 percent, average growth is onlg about 1.6 percent per year. At 5.9
percent, average annual per beneﬁciag wth in utilization of physicians’ services
was three to four times higher than GDP growth from 1981-1996. The BBA placed
limits on annual changes to the Medicare conversion factor under the SGR. The con-
version factor update in ang' year can be no greater than inflation (as measured by
the Medicare Economic Index, or MEI) plus 3%, and the update can be no lower
than inflation minus 7 percent. An “update” of MEI minus 7 percent would mean
that, in a single year, physician payments were reduced by 7 percent below the rate
of inflation in the costs of medical practice.

PROBLEMS WITH THE SGR SYSTEM

There are two major types of problems with the SGR system. The first set of prob-
lems arises from the way in which the current system is being administered by
HCFA. To address these problems, MedPAC recommends that Congress direct
HCFA to correct the errors in its SGR estimates when actual data are available.
HCFA does not believe that it currently has the legislative authority to make such
corrections. The second set of problems clearly requires a legislative solution to re-
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fine the way the SGR system was designed in the BBA: GDP growth alone is inad-
equate; a variety of factors will lead to tremendous instability in Medicare payment
levels over time; and there is not currently any means for anticipating and respond-
in%bo roblems in the updates before they occur.

ike some other Medicare payment issues, the problems with the SGR system
and their solutions are a matter on which the physician community is unified. Na-
tional organizations representing diverse medical specialties, including surgeons,.
primary care physicians and others, as well as organizations representing medica
colleges and group practices, have been working closely together with the AMA to
address these complex issues. On behalf of the entire tglhyslcian community, we are
asking Congress to take the steps necessary to assure that we can continue to afford
to provide our Medicare patients with the best medical care available in the world.

The Projection Error Problem

The SGR formula requires HCFA to make projections about the factors used to
calculate the SGR. Although HCFA initially had indicated it would correct any ‘fro-
jection errors once actual data had become available, the agency now asserts it does
not have the authority to make such corrections. We adamantly believe these projec-
tion errors must be corrected. If not, the SGR will continue to be based on erroneous
projections that result in shortages in the payment levels that the law reguires be
paid to physicians. This problem is seriously compounded by the fact the SGR sys-
tem is cumulative. Thus, any projection errors that are left uncorrected will carry
over from year to year. :

Even if HCFA's projections were to be based on the best available data, methods,
and judgment, because of the uncertainty that will always exist at the particular
time period when the statute requires the projections to be made, they will nearly
always be tew;ong As a result, actual changes in these factors will differ from what
was projected. -

Although HCFA initially stated in a Federal Register notice it would correct its
projection errors in subsequent years when actual data becomes available, it cur-
rently is asserting that it does not have the statutory authority to make such correc-
tions. We believe HCFA has the authority to correct its projections errors, and that
it is imperative to do so. Failure to correct projection errors has and likely will con-
tinue to result in severe underpayments to physicians.

HCFA has already established an SGR for 1998 and 1999 that are based on erro-
neous projections. That is, to determine the 1998 SGR, HCFA, in late 1997, made
projections of GDP growth and changes in fee-for-service enrollment. Because HCFA
did not correct the error in the 1998 SGR, the 1999 conversion factor update of 2.3
percent is too low. Specifically, HCFA projected only 1.1 percent growth in real per
capita GDP for fiscal year 1998, whereas actual growth was closer to 2.8 percent,
according to federal government estimates. When combined with other, smaller é)ro-
jection errors in the 1998 SGR, HCFA made a net underestimate in the 1998 SGR
of 1.5 percent. With Medicare spending on Prhgsician services currently at about $43
billion annually, the projection errors led HCKFA to set the payment update for 1999
about $645 million lower than is otherwise required by law.

In addition, HCFA has already made at least one mgjor error in estimating the
1999 SGR by projecting that fee-for-service enrollment would decline by 4.3 percent
in 1999. Such a decline would require Medicare+Choice enrollment to increase by
29 percent during the same time period. In fact, with the exception of one month,
the percentage rate of increase in Medicare managed care enrollment has already
been declining every month since November 1997 through May 1999, and in Decem-
ber 1998 and January 1999, managed care enrollment actualll‘y decreased. Moreover,
information from the first quarter of this year suggests HCFA’s projection of GDP
frowth for 1999 will also be signiﬁcantlg understated. Over time, due to the cumu-

ative nature of the SGR, even if HCFA made no further projection errors, simply
leaving the 1998 and 1999 projection errors uncorrected would shortchange physi-
cian service lgaymems by billions of dollars.

If the SGR system is to work at all, HCFA's projection errors must be corrected.
Indeed, the statute was based on recommendations by the Physician Payment Re-
view Commission (PPRC), an advisory body to Co ss (and predecessor to
MedPAC). In its 1995 and 1996 Reports to Co s8, MedPAC recommended that
projection errors in the factors used to calculate the SGR be corrected in subsequent
years. In 1996, it stated that “{o}ver time, more Medicare beneficiaries are e
to enroll in risk contract arrangements. This will make it harder to project fee-for-
service Part B enrollment growth. The resulting errors in projection could become
substantial, significantly affecting the accuracy of the conversion factor updates.” To
address these problems, the PPRC stated that “{alny revision to the Volume Per-
formance Standard system should annually correct for any projection errors in the
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t growth rate from prior years . . . This limitation [projection errors] could be
ily addressed by incorporating an adjustment into the sustainable growth rate
that corrects for previous errors in the projection.”

Because the SGR system was adopted at the PPRC’s recommendation, we believe
it is reasonable to conclude that Congress intended for HCFA to correct projection
errors when actual data are available instead. Since HCFA has refused to do so
however, we strongly agree with MedPAC’s recommendation that Co should

ire HCFA every year to correct its projection errors made when calculating the

Specifically, to further implement MedPAC’s recommendation, the AMA believes
that Congress should require that HCFA immediately, or as soon as practicable in
the case of 1999 S&mjections: )

e Adjust its SGR estimate for fiscal year 1998 to reflect actual data on real per
capita GDP growth and Medicare enrollment changes, as well as estimates of
wowedﬁexpenditures for physician services impacted by these erroneous SGR

culations;

e Correct the 1999 conversion factor to reflect the corrected SGR; since the correct
1999 conversion factor should have been implemented on Jan 1, 1999,
HCFA should “prorate” the conversion factor correction so that total payments
for physician services this year will equal the total amount of payments that
would have been made over the course of the year had the conversion factor
been im&lemented correctly on January 1; and

o Revise the 1999 SGR, as well as estimates of allowed expenditures for physician
services, to reflect available data on GDP growth and enrollment changes prior
to computi t}ée update adjustment factor to be used in establishing the 5000
payment u; .

The SGR Must Allow for Technological Innovations and Other Factors Impacting
Utilization of Health Care Services

MedP’AC has also recommended that Congress revise the SGR to include a factor
of growth in real gross domestic product per capita plus an allowance for cost in-
creaset; due to improvements in medical capabilities and advancements in scientific
technology.

The system is currently designed to hold annual utilization wth at or below
annual GDP growth. A common method for policymakers to evaluate trends in na-
tional health expenditures is to look at growth in health spending as a percentage
of GDP, but this approach /s replete with problems. There i8 no true relaticnship
between GDP growth and health care needs. Indeed, forecasts by Co ssional
Budget Office and the U.S. Census Bureau indicate that real per capita GDP growth
will average about 1.5 percent per year over the next decade. This is far below his-
torical rates of Medicare utilization growth. If history is any guide, then holding uti-
lization growth to the level of GDP growth virtually guarantees that Medicare phy-
sician payments will decline.

A primary reason for this lack of congmit.‘y; between GDP and Medicare utilization
is that GDP does not take into account health status trends nor site-of-service
changes. Thus, if there were an economic downturn with negative GDP growth at
the same time that a serious health threat struck a large proportion of Medicare
beneficiaries, the consequences could be disastrous.

Seeondl* GDP does not take into account technological innovations. The only w?
for technological innovations in medical care to really take root and improve stand-
ards of care is for ;ﬁxysicians to invest in those technologies and incorporate them
into their regular clinical practice. The invention of a new medical device cannot,
in and of itself, improve health care—physicians must take the time to learn about
the equipment, gractice using it, train their staff, integrate it into their diagnosis
and treatment plans and invest significant capitai in it. Yet wiﬁm spen is
the only sector of Medicare that is held to as stringent a cgro standard as GDP
and that faces a real possibility of payment cuts of as much as 5 percent each .
Keeping utilization growth at GDP growth will hold total spending growth for physi-
cian services well below that of the total Medicare program and other service provid-

ers. :

To address this problem, as recommended by MedPAC, the factor of growth under
the SGR relating to GDP must be adjusted to allow for innovation in medical tech-
nology. We believe to implement adequately MedPAC’s recommendation, the SGR
should be set at GDP + 2 percentage points to take into account technological inno-
vation, as discussed further below. In addition, we urge that Congress consider a
o o robhnta. Browih taset that takes fato ¢ site-of-service changes

an appropriate gro e es into account site-of-service , a8
well as eagth status andu::ﬁer differences between Medicare’s fee-for-service and
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d care populations that lead to differential utilization Agowth Thus, we be-
lieve that the R;ema/ for Health Care Policy and Research (AHCPR) should be di-
rected to analyze and provide a report to MedPAC on one or more methods for accu-
rately estimating the economic impact on Medicare expenditures for physician serv-
ices resulting from improvements in medical capabilities and advancements in sci-
entific technology, changes in the composition of enrollment of beneficiaries under
the fee-for-service Medicare program and shifts in usage of sites-of-service.

Technological Innovation

Congress has demonstrated its interest in fostering advances in medical tech-
nology and making these advances available to Medicare beneficiaries through FDA
modernization, increases in the National Institutes of Health budget, and efforts to
improve Medicare's coverage poli? decision process. The benefits of these efforts
could be seriously undermined if physicians face disincentives to invest in new med-
ical technologies as a result of inadequate expenditure targets.

As first envisioned by the PPRC, the SGR included a 1 to 2 percentage point add-
on to GDP for changes in medical technology. Ever-improving diagnostic tools such
as magnetic resonance imaging, new surgical techniques including laljl)aaroscop and
other minimally-invasive approaches, and new medical treatments have undoubt-
edly contributed to growth in utilization of physician services and the well-being of
Medicare beneficiaries. For example, a recent paper published by the National Acad-
emy of Sciences indicated that from 1982-1994 the rates of chronic disability among
the elderly declined 1.5 percent annually.

With GDP projected to grow by 1.5 percent annually, the failure to allow an addi-
tional 1 to 2 percentage points to the SGR for technological innovation means that
the utilization target is only half the rate that was originallg planned. Technological
change in medicine shows no sign of abating, and the SGR should include a tech-
nology add-on to assure Medicare beneficiaries continued access to mainstream,
state-of-the art quality medical care.

Site-of-Service Shifts

Another concern that should be taken into account by the GDP growth factor is
the effect of the shift in care from hospital inpatient setti: to outpatient sites. As
MedPAC has pointed out, hospitals have reduced the cost of inpatient care by reduc-
ing lengths-of-stay and staff and moving more services to outpatient sites, including
physician offices, These declines in inpatient costs, however, are partially offset by
increased costs in physician offices. Thus, an add-on to the SGR target is needed
to allow for this trend. _

Beneficiary Characteristics

The SGR should also be adjusted for changes over time in the characteristics of
patients enrolling the fee-for-service program. A MedPAC analysis has shown that
the fee-for-service gopulation is older, with proportions in the oldest age grougs
(aged 76 to 84 and those a%e 85 and over) increasing, while proportions in the
younger age imup (aged 65-74) has decreased as a percent of total fee-for-service
enrollment. Older beneficiaries likely require increased health care services, and in
fact MedPAC reported a correlation between the foregoing change in composition of
fee-for-service enrollment and increased spending on physician services. If those re-
quiring a greater intensity of service remain in fee-for-service, the SGR utilization
standard should be adjusted accordingly.

Stabilizing Payment Updates under the SGR System

The AMA strongly a s with MedPAC’s further recommendation that Congress
should stabilize the SGR system by calculating the SGR and the update adjustment
factor on a calendar year basis.

Instability in annual payment updates to physicians is another serious problem
under the SGR system, as has been acknowledgednl))g HCFA. Projections by the
AMA, MedPAC and HCFA show the SGR formula ucing alternating periods of
maximum and minimum payment updates, from inflation plus 3 percent to inflation
minus 7 percent. Assuming a constant inflation rate, these alternating periods could
rroduce payment decreases of 5 percent or more for several consecutive years, fol-
owed by increases of similar magnitude for several years, only to shift back again.
These pr«a‘ections are based on constant rates of inflation (2 percent), enrollment

] es, GDP growth and utilization growth. There is a serious problem when con-
stant, stable rates of change in the factors driving the targets lead to extreme vola-
tility in payments that are entirely formula-driven.

A primary reason for this instability is the fact that there is a time lag in meas-
urement periods for the SGR. Specifically, while physician K:yment updates are es-
tablished on a calendar year basis, SGR targets are established on a federal fiscal



154

year basis (October 1 throuﬁh September 30) and cumulative spending (used to cal-
culate the SGR) is established on an April 1 through March 31 basis. These time
periods must all be consistent and calculated on a calendar year basis to attempt
to restore soine modicum of stability to the SGR system.

Simulations by the AMA and MedPAC have also shown, however, that the change
to a calendar year system will not, by itself, solve the instability problem. Additional
steps would be needed. The wide range of updates that are possible under the cur-
rent system, from inflation +3 percent to —7 percent, is one reason for the instabil-
ity. The lower limit is also unacceptably low, and, assuming an MEI of 2 percent,
represents an actual 5 percent cut in the conversion factor in a single year. These
levels of payment cuts would be highly disruptive to the market, and likely would
have the “domino effect” of impacting the entire industry, not simply Medicare fee-
for-service. Many managed care plans, including Medicare+Choice and state Medic-
aid plans, tie their physician payment updates to Medicare’s rates. Thus, payment
limits under current law must be modified to assist in stabilizing the SGR system.
We recommend that the current limits on physician payment upgates (MEI +3 per-
cent to MEI —~7 percent) be replaced with new, narrower limits set at MEI +2 per-
cent and MEI —2 percent.

Finally, use of the GDP itself also contributes to the instability of the payment
updates since GDP growth fluctuates from year to year. Thus, we recommend meas-
uring GDP growth on the basis of a rolling 5-year average.

Payment Preview Reports

Finally, MedPAC has also recommended that Congress should require the Sec-
retary of the Department of Health and Human Services to publish an estimate of
conversion factor updates prior to the year of implementation. We agree.

When the SGR sgstem was enacted to replace the previous Medicare Volume Per-
formance Standards, the requirements for annual payment review reports from
HCFA and the PPRC were eliminated along with the old system. Without these re-
ports, it is impossible to predict what the payment update is likely to be in the com-
ing year, and it is impossible for Congress to anticipate and respond to any potential
problems that may ensue from an inappropriate update or a severe projection error.

C s in Medicare physician payment levels have consequences for access to
and utilization of services, as well as physician practice management. These con-
sequences are of sufficient importance that the system for determining Medicare fee-
for-gervice payment levels should not be left unattended on a kind of “cruise control”
status, with no “brake” mechanism available to avoid a collision.

The AMA, therefore, urges that the g:yment preview reports be reinstated. Spe-
cifically, we believe that HCFA should be required to provide to MedPAC, Congress
and organizations representing physicians quarterly physician expenditure data and
an estimate each sﬂring of the next year's payment update. MedPAC could then re-
view and analyze the expenditure data and update preview, and make recommenda-
tions to Congress, as appropriate.

PRACTICE EXPENSE REFINEMENT

With strong AMA support, the BBA directed HCFA to revise its resource-based
practice expense proposal for the Medicare physician payment schedule. HCFA
1ssued a June 1998 proposed rule and November 1998 interim final rule. In develop-
ing the new relative values, HCFA is also required, among other things, to “develo
a refinement process to be used during each of the 4 years of the transition period.

The AMA is available and willing to work with HCFA in this refinement process.
We are in the process of develoging a new survey of medical practice cost data, to
be pilot-tested in late summer of 1999 and implemented in 2000. Many experts and

tential users of the data are being consulted in the development of this survey.

e are also planning to meet with HCFA staff to discuss potential use of AMA sur-
vey data to refine and/or update specialty practice expense data.

inally, we applaud the General Accounting Office (GAO) for its cooperation and
oversight of this process, as embodied in its two reports on HCFA's development of
the resource-based practice expense values. GAQ'’s efforts have been enormousl
helpful, and we appreciate its contributions to this process. For example, the GA
recommended in its February 1999 report that HCFA develop plans for updating the
practice expense relative value units that address “how to (1) assign practice ex-
pense [relative value units] to new codes, (2) revise the [relative value units] for ex-
isting codes, and (3) meet the legislative requirement for a comprehensive 5-year re-
view . . .” The AMA agrees that such a plan for the refinement and updating process
is critical and, because the current met odolog relies significantly on data collected
by the AMA, we have expressed to the HCFA Administrator our willingness to work
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cooperatively with the agency in developing a comprehensive plan for future data
collection and refinement.

The GAO has also recommended that HCFA “use sensitivity analysis to identify
issues with the methodology that have the test effect on the new practice ex-
pense [relative value units] and to target additional data collection and analysis ef-
forts.” The AMA agrees. We have noted particular specialty society concern over the
approach used by HCFA in its interim final rule for.assigning relative values to
technical component services, as well as HCFA's failure, to date, to incorporate cor-
rections in the data into the relative values. Some of these con'ectxons have been
provided to HCFA on multiple occasions.

CONCLUSION

Enactment of the SGR system improvements recommended by MedPAC and com-
pletion ‘of the practice expense refinements recommended by the GAO are critical
to the continued ability of our nation’s physicians to be able to offer our Medicare
patients the benefits of the finest medical care available in the world. If these im-
provements and refinements are not put in place, the SGR system could lead to se-
vere payment cuts in the Medicare physician fee schedule and payments for services
that do not accurately reflect their costs. The cuts resulting from both the statutory
design of the SGR system and administration of the system by HCFA would be in
addition to more than a decade of cuts in physician payments. For example, in the
six years from 1991-1997, overall Medicare physician payment levels fell 10 percent
behind the rate of growth in medical practice costs. Many individual services and
procedures faced even deeper cuts.

Recent survey data from the AMA’s Socloeconoxmc Monitoring System indicates
that these payment changes are having very significant effects on the practice of
medicine. Of 2,450 randomly selected physicians that were surveyed from April-Au-
gust 1998, 35 percent reported they are not renewing or updating equipment used
in their ofﬁee, are postponing or canceling purchasing equipment for promising new
procedures and techniques, or are performing many procedures in hospitals that
were formerly performed in the office. Three quarters of these physicians reported
that Medicare payment cuts were an important factor in their decisions to defer or
cancel these investments in capital.

With these kinds of changes already taking place in response to previous payment
changes, we have grave concerns about the effects of the further reductions that
could take place due to the SGR or incorrect practice expense values. In order for
the medical innovations that will come from Congress’ enhanced funding of bio-
medical research, FDA modernization, and better Medicare coverage policies to
translate into ever-improving standards of medical care, physicians must be able to
adopt these innovations into their practices. It is already clear that Medicare pay-
ment cuts are threatening continued technological advancement in medicine, and
this is a threat that affects all of us, not just Medicare beneficiaries. Clearly, rever-
sal of the trend to move services away from inpatient sites into ambulatory settings
could also have severe consequences for health care costs, as well as patient care.

We appreciate the efforts of the members of this Committee to explore the prob-
lems presented by the SGR systemn, as well as the opportunity to discuss our views
on this extraordinarily important matter. We urge this Committee ar.d Congress to
consider MedPAC’s recommendations and the recommendations we have discussed
today, and are prepared to engage fully in detailed discussions with this Committee
and Congress as we work to achieve a workable and reasonable solution.

59-592 99-6
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PREPARED STATEMENT OF STEVEN M. LIEBERMAN
Mr. Chairman, Senator Moynihan, and Members of the Committee, it’s a pleasure
,to appear before you today to discuss the enroliment and payment usua confronting
the Medicare+Choice program. The growth in that program’s enrollment is closely
linked to the adequacy and appropriateness of Medicare’s capitated payments. The
recent withdrawal of plans from Medicare+Choice, coupled with reduced growth in
payments, has prompted some observers to worry about the future of the
Medicare+Choice program.

My testimony discusses the Congressional Budget Office’s (CBO's)
projection of enrollment in Medicare+Choice plans over the next 10 years and the
factors influencing growth in that enrollment. Financial incentives play a critical
role in determining whether plans participate in Medicare+Choice, whether
beneficiaries enroll, and whether providers deliver appropriate services in an efficient

manner.

For Medicare+Choice to be a viable program, beneficiaries must have
incentives to relinquish traditional fee-for-service and enroll instead in competing
health plans. The challenge is to have a system that yields greater returns when it
efficiently provides necessary, high-quality services and smaller returns when it
provides inefficient, low-quality, or unnecessary services. Meeting that challenge
requires that plans, providers, and beneficiaries each bear some degree of financial
risk. Serious problems can result if Medicare payments do not bear a reasonable
relationship to the costs of care for each group of beneficiaries for which plans and
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providers accept risk. Payments to providers must be fair and, ideally, give
.incentives to control costs while rewarding quality.

If consumers have a choice of health plans offering various combinations of
benefits and premiums, they can select the plan that best meets their needs.
Enroliment in Medicare+Choice plans would grow if those plans offered better
benefits or lower costs than traditional Medicare. If consumers have no choice of
plans or if those plans offer unattmcti\’re benefits, high cosis, or poor quality,

beneficiaries will remain in fee-for-service Medicare.

ENROLLMENT IN THE MEDICARE+CHOICE PROGRAM

CBO projects that growth in Medicare+Choice enrollment will average 9 percent
annually between 1999 and 2009. Though quite rapid, that rate of increase represents

a sharp reduction from earlier trends.

The Balanced Budget Act of 1997 (BBA). established Medicare+Choice and
changed payment provisions for both Lealth maintenance organizations (HMOs) and
fee-for-service providers. CBO had assumed that Medicare+Choice enrollment
would continue to grow at the dramatic rates of the program it replaced. The annual
rate of growth in enrollment in Medicare’s risk-based plans peaked at 36 percent in
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fiscal year 1996, however, and slowed in subsequent years. CBO projects that 31

percent of all Medicare beneficiaries will join Medicare+Choice plans in 2009, up

from 16 percent this year (see Table 1).
TABLE 1. ACTUAL AND PROJECTED ENROLLMENT IN RISK-BASED HMO
PLANS AND MEDICARE+CHOICE
Enrollees
Number Percentage of Medicare Annual Growth in
Fiscal Year (Millions) Beneficiaries (Enrollment Percent)
Actual
1992 14 40 na.
1993 1.6 45 13.8
1994 19 52 189
1995 25 6.7 29.7
1996 34 89 36.0
1997 4.5 11.7 324
1998 5.5 14.1 222
1999 62 15.7 127 __
Projected
2000 6.6 16.6 6.5
2001 71 177 7.6
2002 7.6 18.7 7.0
2003 84 204 10.5
2004 92 22,0 9.5
2005 10.1 23.8 9.8
2006 11.0 25.6 89
2007 12.0 274 9.1
2008 13.1 29.3 92
2009 14.1 309 76

SOURCE: Congressional Budget Office.
NOTE: HMO = health maintenance organization; n.a. = not applicable.
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HMO Withdrawals

Last year, 99 HMOs announced they were either terminating or, far more commonly,
scaling back their Medicare+Choice operations in certain counties. The potential
disruption involved 407,000 enrollees, accounting for 7 percent of all
Medicare+Choice enrollment. Plan withdrawals occurred in 406 counties—42
percent of the counties covered by Medicare managed care—Nonetheless, the
overwhelming majority of the affected beneficiaries had the option to switch to a

competing Medicare+Choice plan.

The unanticipated withdrawal of plans from the Medicare market has
heightened awareness that plans can leave the market. That perception is likely to
reduce the willingness of some Medicare beneficiaries to enroll in plans in the next
few years. Although the effects of plans’ withdrawal on Medicare+Choice
enrollment seem relatively clear, explaining why plans withdrew appears more

controversial.

P

In a recent report, the General Accounting Office concluded that most likely

more than one factor was responsible for the withdrawals.
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No one factor can explain why plans choose to participate in particular
counties. Although plans obviously consider payment rates, many other .

factors also influence their business decisions.’

The current movement of plans in and out of Medicare may be primarily the
normal reaction of plans to market competition and conditions. . . . Other
factors associated with plan withdrawals—recent entry in the county, low
enrollment, and higher levels of competition—suggest that a number of
Medicare plans withdrew from markets in which they had difficulty

competing.’

By contrast, the HMO trade group, the American Association of Health Plans
(AAHP), attributes the withdrawals to inadequate payment rates, exacerbated by the
administrative burdens imposed by the Health Care Financing Administration’s
(HCFA's)“MegaReg” for implementing the BBA’s provisions. AAHP believes that
without substantial revisions to Medicare+Choice, additional plans will withdraw

from the program.?

Adverse publicity associated with the health plans’ withdrawal from

Medicare+Choice is likely to temporarily slow growth in enrollment. But over the

1. General Accounting Office, Adedicare Managed Care Plans: Many Factors Contribuse to Recent Withdrawals;
Plan inserest Contimuss, GAOVHEHS-99-9 1 (April 1999), p. 22.

Ibid., p. 44.

Ibid., Appendix V.

wn
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longer term, that growth depends critically on the size of payment increases and the
ability of plans to offer attractive additional benefits, such as prescription drugs.

. ining Medicare+Choice P

Health plans, as businesses, will participate in Medicare+Choice markets only if the

have an expectation of an adequate return—at a minimum, if they can reasonabl.
expect at least to cover costs. If payments are perceived as being inadequate, health
plans will tend not to participat~ . Medicare+Choice, especially if they foresee little

prospect of Medicare payments becoming adequate.

A similar dynamic applies to providers. Regardless of mission or not-for-
profit status, physicians and other providers cannot afford to participate indefinitely

when their enterprises are losing money.

In addition to causing plans to withdraw, inadequate Medicare+Choice
payments have another, compounding effect on enrollment growth. Reducing
payment increases to Medicare+Choice plans will impede their ability to offer extra
_ benefits or limit beneficiary cost sharing. Takinéstepssuchaseliminating
prescription drug benefits or requiring hefty monthly premiums instead of “zero
premiums” will make Medicare-+Choice plans less attractive to consumers. As a

result, fewer beneficiaries will choose to join those plans.
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Are Medicare+Choice payments madequate‘? The adequacy of payments can

be evaluated from five often-competing perspectives.

o Are plans able to provide appropriate services while remaining

financially stable?

o Are payments fair, permitting (if not encouraging) plans and

providers to serve sicker patients?

o Is there an adequate choice of health plans in both urban and rural

parts of the country?

o Do the payments offered by Medicare+Choice plans attract
physicians, hospitals, and other providers to participate in their

networks?

o Do the payments help keep Medicare affordable for both beneficiaries

and taxpayers?

Having well-established plans “vote with their feet” and withdraw from their key
~ Medicare+Choice markets is an indication that payment and other conditions of
participating in Medicare+Choice may be too stringent. But health plans have

7
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powerful incentives to convince policymakers that Medicare+Choice payments need

to be increased without having to withdraw from the program.

CHANGES TO MEDICARE+CHOICE PAYMENTS UNDER
THE BALANCED BUDGET ACT

The BBA enacted ;5ix policies that affected Medicare+Choice payments.

o The BBA significantly reduces fee-for-service spending, which also
slows the growth of payments to health plans because annual updates
to Medicare+Choice payment rates are tied to the growth in per-

enrollee spending in the traditional Medicare program.

] The BBA sets the annual increases in Medicare+Choice payment
rates below the growth in fee-for-service spending from 1998 through

2002,

o The portion of Medicare+Choice payment rates that is attributable to
fee-for-service spending for graduate medical education will be

gradually eliminated.
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0 HCFA will withhold about 0.2 percent of payments to
Medicare+Choice plans to pay for dissemination of information to

beneficiaries about their coverage options.

o A blend of local and national payment rates will be phased in for
Medicare+Choice plans. That blending provision redistributes money

from areas with high payment rates to those with low payment rates.

o New payment risk adjusters will be implemented-in two stages.
Those adjusters are intended to more accurately reflect the expected
costs of providing health care to enrollees in Medicare+Choice plans.

The first four policies were enacted with the expectation that they would slow the
growth of Medicare spending. Those policies reduce the cumulative growth in
Medicare+Choice payment rates relative to fee-forfservice payments by 6 percent.
The blending of local and national payment rates is purely redistributive, but
particular counties will see substantial changes in payment rates. The new risk
adjusters were not necessarily expected to lower average payments to
Medicare+Choice plans but, as discussed below, they could yield substantial program

savings when they are implemented.
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Impact of the Pavment Blend

Because of the blending of national and local payment rates, payment increases are
projected to vary enormously from county to county. For example, some counties
would experience such large increases in payment rates from 1997 to 2000 that the
theoretically available Medicare+Choice payment rates—if any plans operatgd inthe
areas—would exceed 180 percent of the 1997 (pre-BBA) payment rates. In contrast,
some counties with high payment rates would see only a 6.1 percent increase in their

rates over the same period.

Historically, both th; level of and increase in Medicare spending per
beneficiary varied dramatically in different counties. HCFA, however, no longer
produces those data on county-specific spending trends. Ifpast trends continue, some
Medicare+Choice plans will face payment rates that are pr-ojected to be substantially

below both per capita fee-for-service spending and 1997 (pre-BBA) amounts.

Over half (52) of the 100 counties with the most Medicare+Choice enrollees
are projected to have payment rates fall by 5 percent or more using as the standard
of comparison the rates that Medicare would have paid if 1997 payments were
increased by the national average growth in per capita fee-for-service spending and
the BBA payment pmvxslons werc fully in eﬁ'et;'t. .Usinﬁ that methodology, the
steepest reduction is estimated to be 12 perce.... In the top 100 counties, 88-—home

10
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to 78 jJexcent of the enrollees—would experience declines in payment rates,
compared with 1997 rates. These estimates do not include the lower payments

resulting from HCFA's implementation of risk adjustment.

I fRisk Adj

Until 1999, CBO had assumed that Medicare+Choice payments would be adjusted
for risk without changing total outlays. In January, the Administration published
plans to phase in risk adjustment in a manner that would reduce payment rates for
enrollees in Medicare+Choice plans. The first stage of risk adjustment would be
based on the use of inpatient hospital services by individual enrollees. That change
would reduce payments for existing enrollees by 7.6 percent when fully phased in—
by 2004. The Administration also announced a second stage of risk adjustment that
would be based on use of services in all settings. The Administration expects that
such an adjustment would reduce payments by anothér 7.5 percent, beginning in

2004. Ifboth plans are implemented as announced, the combined effect could reduce

payments by about 15 percent.

Payment reductions related to risk adjustment on the order of 15 percent
would be likely to cause plans to drop out of the program and enrollment in
Medicare-+Choice to drop sharply. Because of the magnitude of the planned

11
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reduction and the discretion retained by thé Administration in implementing the
adjusters, the CBO baseline does not assume the full savings from ﬁ;k adjustment.
For the same reason, the projections of Medicare+Choice enrollment discussed in my
testimony today explicitly do not reflect the full savings. Instead, CBO assumes that

risk adjustments will ultimately reduce payments by lesser amounts.

RISK SELECTION AND RISK ADJU S'I'MENT

Risk selection occurs when groups of beneficiaries, such as those who enroll in a
Medicare+Choice plan, have average costs that are systematinally different from the
average costs of beneficiaries who are treated as similar by the risk adjuster. When
monthly payments are made on a fixed, prospective (or capitated) basis, those groups
of enrollees are referred to as “risk pools.” If Medicare+Choice enrollees tend to
have lower costs than comparable fee-for-service beneficiaries, the result is known
as “favorable” risk selection. Conversely, “adverse” risk selection occurs when
groups or risk pools have costs that are higher than those of comparable fee-for-

service beneficiaries.

Risk selection is incompletely understood and imperfectly measured. It can

arise from many different sources.* If unchecked, risk selection can destroy an

4. Biased selection can occur without & clesr besis. For example, in the carty 19903, Mathematica Policy Research
conducted evalustions for HCFA and coacluded that Modicare HMOs benefited from fivorable selection. Yet
Mathematics also suggested that how selection occusred was not well understood—and might have bosn the result

12
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insurance system. Systematically selecting peopls who are healthier than average
paysoffhandsomely: the returns on favorable selection can overwhel;n any potential
savings from operating an efficient system for managing care. Health insurance
systems in which biased selection segments the risk pool are said to enter a “death

spiral” if the problem is not fixed.

One goal of risk adjustment is to pay more fairly. In a fair system, the
amounts paid for different risk pools would closely approximate the average cost of
providing services to their members. Under that framework, a good risk adjuster
would pay groups with sicker, more expsnsive people proportionately more and

groups with healthier, less expensive beneficiaries proportionately less.

Medicare+Choice Risk Adi

There are a wide variety of potential approaches to mitigating the effects of risk
selection. HCFA has adopted a mechanism for risk adjustment that relies on
inpatient hospital admissions for specific diagnoses to trigger higher capitated
payments in the following year. That mechanism, which is known as the principal in-

patient/diagnostic cost group (or PIP/DCG), attempts to adjust payments statistically

of enrollment decisions by beneficiaries. [n one report, Mathematica concluded that a small
ofwmmmmofmmmmmmmw&moﬁnm

selection they identified.

13
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to account for individuals with persistently high costs. On average, PIP/DCGs would
reduce payments somewhat for most beneficiaries but increase them significantly for
the minority of beneficiaries who were hospitalized in the prior year for spécific

conditions (such as congestive heart failure).

HCFA has had to overcome significant analytical and operational obstacles
in setting up the PIP/DCG system. The agency appears to be successfully
implementing that complex system, for which it deserves recognition. But it is
important to understand the limitations of that system for adjusting payments.

Developing a Medicare Risk Adi

Although the PIP/DCG system is a significant improvement over demographic
adjusters, it has had limited success in achieving the goal of “fair” payments—
payments that are closely related to the costliness of beneficiaries (based on their
health status). Two factors contribute to the MMW of developing an adequate

Medicare risk adjuster.

_ First, the health care costs for individuals are enormously difficult to predict.
That difficulty is compounded when the predictions are based on the administrative

data available from processing claims.

14
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Second, Medicare spending is extremely skewed—that is, the sickest
beneficiaries are extraordinarily costly. The most expensive 5 percent of Medicare
beneficiaries cost almost as much as theA remaining 95 percent of all Medicare
beneficiaries. On average, thoss in the top 5 percent cost over $70,600 annually—

more than 10 times the average annual cost for all Medicare beneficiaries.

The variation in cost per beneficiary has two critically important implic.ations.
On the one hand, it highlights the potential financial consequences associated with
both risk selection and inadequate risk adjustment. On the other hand, assuming
neutral risk selection—that a risk pool has an “average” population—the skewness
of the distribution of costs may require relatively large numbers of participants for
a risk pool to be stable. Very large risk pools are unlikely to be undermined by

having one too many-—or too few—million-dollar cases in a year. Small risk pools,

however, could be seriously disrupted by having just one person who incurs

catastrophic health care costs.

Large health plans may be able to assume full financial risk for their
enrollees. Even without risk selection, small plans may not be well positioned to
assumne full financial risk. In many large Medicare+Choice markets, health plans
base paymentsto ghysicians or other providers on a percentage of premiums, thereby

pessing risk on to the providers.

15
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| These compensation arrangements do not directly connect HCFA to provider
payments. Yet HCFA remains vitally involved for two reasons; First, HCFA
regulates the terms and conditions under which physicians may be placed at
substantial financial risk, approving their contracts with Medicare+Choice plans.
Second, HCFA has a vital interest in and regulatory responsibility for assuring that
beneficiaries have adequate access to sufficient providers and receive high-quality

care.

The numerous Medicare+Choice providers who are paid on a capitated,
percentage-of-premium basis subdivide a health plan’s risk pool. As a result, even
relatively large risk pools at the health plan level may become too small at the
provider level. PIP/DCGs may not be a desirable system for adjusting payments to

small risk pools.

Probl ith Using an Inpatient Risk Adi

The first phase of the PIP/DCG relies solely on inpatient hospital admissions and

. excludes care delivered in other settings. One can argue that the reliance on inpatient

_ hospital admissions hurts managed care plans, many of which have reduced their use

16
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of inpatient hospital services. Some plans have implemented effective disease
management and other protocols that may alter the pattern of care, possibly
minimizing the specific admissions that are rewarded by the PIP/DCG methodology.

What are the implications of the inpatient PIP/DCG payment system for a
Medicare+Choice plan that has invested in developing sophisticated disease
management systems for chronic conditions? Unlike acute epxsodw of care, chronic
conditions, such as congestive heart failure, can frequently have high and recurring
costs. Paradoxically, that makes such conditions ideal for both disease management

interventions and for creating a PIP/DCG payment adjustment.

With chronic conditions, an HMO can identify who is at risk and develop
intervention strategies to improve outcomes. Typically, successful interventions
stress prevention, investing in patients’ edmation,pndgainingtheiroomplianoewith
protocols. Although such strategies do not “cure” chronic conditions, they improve
patients’ outcomes and frequently save money by avoiding hospitalizations. Success
inavoiding hospitalizations, however, means that the Medicare+Choice payment rate
is never increased to compensate for the beneficiary with high-cost, chronic
conditions. Without a hospitalization for congestive heart failure, for example, the

PIP/DCG system does not recognize that the beneficiary has the condition.

17
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Is this “Catch 22” real? Preliminary findings from an analysis being
conducted by John Bertko, a principal in the actuarial consulting firm of Redden &
Anders, provide some guidance. A highly sophisticated Medicare+Choice plan
appears to have implemented effective disease management protocols for several
conditions, including congestive heart failure. By investing about $3,000 annually
in each patient, that HMO has apparently managed to avoid about half the expected
hospital inpatient admissions for congestive heart failure. Such an HMO could
become the victim of its own success in managing care. In cases in which a
beneficiary with congestive heart failure avoids hospitalization because of better
medical management, for example, the HMO would forgo over $12,000 in higher
PIP/DCG payments in the subsequent year if the system was fully phased in. Not
only would the HMO’s success in avoiding hospitalization preclude its receiving the
higher revenues, but the plan would also have incurred higher expenses to finance the

disease management program.

These findings are preliminary. But even if the completed analysis confirms
the initial findings, it is unclear how many Medicare+Choice plans have the
sophistication to implement comparable programs. It is also unclear how many
- conditions would be susceptible to disease management interventions that avoided
hospitalizations that trigger higher PIP/DCG payments. However, sophisticated
disease management programs for conditions such as diabetes wnth complications or

chronic obstructive pulmonary disease might generate similar “Catch 22s.”

18
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Probleme with Refining PIPIDCG

The successful development of the second stage of PIP/DCG risk adjusters faces
formidable obstacles. Relying on hospital inpatient data means that the data sets are,
compared with the total volume of Medicare claims, relatively manageable.
Expanding the adjustment system to include outpatient procedures markedly
increases the number of claims to be analyzed. Including all Medicare services could
further increase the number of claims by an order of magnitude. Simply

manipulating the data will pose significant chalienges.

Hospitals have long had strong incentives to precisely code inpatient
admissions, making the claims and diagnostic information relatively reliable. HCFA
may encounter significant problems with the reliability and validity of some of the
data that would be used in& second stage of PIP/DCGs. The accuracy of hospital
outpatient data, for example, might prove pmbiemaﬁc for use in the m§m
comprehensive risk-adjustment system.

ALTERNATIVE APPROACHES TO RISK ADJUSTMENT

The discussion earlier in my testimony highlighted some of the problems associated
with devising and improving an adequate mechanism for adjusting payments for risk.

19
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HCFA and others have funded extensive research in efforts to develop viable
mechanisms. The inability to devise more effective tools underscores how difficult

the challenge actually is.

An alternative to using a statistical approach to adjust payments is to alter the
level of risk bome» in the payment pool. Some payers, such as state Medicaid
agencies, are using a variety of approaches that, in effect, adjust the risk pool, not the

payments.

Under fee-f(;r-savice, physicians and other providers can be viewed as
revenue centers: the more services ﬁq provide and bill, the more they get paid.
That arrangement provides strong incentives to use more, rather than fewer, services.
In stark contrast, under capitated payment arrangements, providers are cost centers:
their revenue is fixed, so that providing services adds only to costs, not to payments.
One explanation for the differing utilization patterns between fee-for-service and
(capitated) managed care is that providers are converted from “revenue centers” to

“cost centers.”

In a Health Affairs article, Joseph Newhouse and colleagues have argued in
favor of partial capitation.’ They raise concems about stinting on needed care when

s. Joseph P. Newhouse, Melinda Beeuwkes Buntin, and Jobn D. Chapman, *Risk Adjustment and Medicare: Taking
8 Closer Look," Health Afairs, vol. 16, n0. 5 (September/October 1997), pp. 26-43.
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a provider must bear 100 percent of the marginal cost of providing services. That
concern may be strongest where providers® risk|pools are too small to be stable or

where providers are thinly capitalized.

Payment systems that combine attributes of fee-for-service and capitation
create incentives to avoid unnecessary services but not stint on needed care, Many

such approaches are possible.

I will describe four generic types of hybrid payment systems that combine
some capitation with additional payments as services or costs increase. Those
approaches are currently used in commercial markets, Medicaid, or Medicare
demonstrations. They all limit the amount of risk assumed by a risk pool by paying
extra for high-cost cases; that permits smaller risk pools to be more stable, lessening
their volatility and susceptibility to big financial swings. To keep such systems
budget neutral, the average capitation payments must be reduced by the amount being
“carved out” for separate payment.

Eirst-Dollar Partial Capitation. HCFA is experimenting with partial capitation
| payments in a demonstration project with an academic health center at the University
of California at San Diego (UCSD). For inpatient hospital services, HCFA pays the
UCSD health plan half of the Medicare fee-for-service payment plus a capitated
amount. In part because of the reduced risk associated with this payment system,

21
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UCSD chose to offer a managed care plan that permitted direct access to the
specialists on its medical school faculty.

Condition-Specific Carve-Outs. Pregnancy, acquired immunodeficiency syndrome
(AIDS), solid organ mplants, and end-stage renal discase (ESRD) are all examples
of disease or condition-spﬁciﬁc carve-outs being employed by Medicaid agencies,
HMOs, or Medicare. Some Medicaid agencies remove AIDS or other high-cost
conditions from their capitation rates. Others exclude pregnancy-related costs from
their normal capitated payments. Instead, special payments are made for each case

or each delivery.

Such payment systems can easily be adjusted to promote specific objectives.
For example, if a goal was to promote prenatal care and limit caesarian deliveries, a
flat “bundled” payment could be made for all hospital and physician services. In
contrast, paying separate, higher rates for C-sections and lower rates for vaginal

deliveries would instill fewer incentives to avoid C-sections.

For decades, Medicare has separated individuals with ESRD into a distinct
risk pool. Now, Medicare is experimenting with paying for ESRD beneficiaries on
acapitated basis. Similarly, some HMOs carve out solid organ transplants from their
capitation payments to providers, retaining the risk (and payment responsibility) at

the plan level.
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Individual (Specific) Stop-Loss Coverage. Many providers and health plans purchase
private reinsurance to limit the costs of specific individuals or easw,.which is often
referred to as “specific stop-loss” coverage. Coverage th;wholds, known as
“attachment points,” vary considerably. Some entities choose very high reinsurance
thresholds, seeking to handle only catastrophically expensive cases. Others choose
lower attachment points; seeking to reduce their financial exposure. The lower the
attachment point, the higher the reinsurance premium—the a;nount carved out of the

capitation rates—necessary to finance the costs.

Like the attachment points, the amount of excess costs reimbursed can also
vary. In some cases, reinsurance pays 50 percent of costs in excess of the first
threshold and 80 percent of costs above a second, higher threshold. Other policies
pay 100 percent of costs in excess of a threshold. By varying both the attachment
point(s) and the share of costs paid, specific stop-loss policies can significantly
moderate risk. At the extreme, certain stop-loss policies approach first-dollar partial

capitation. (That occurs if the initial payment threshold is the first dollar.)

Aggregate Stop-Loss Coverage. Aggregate stop-loss coverage isalso acommercially
available product. Typically, that coverage presupposes the existence of an
underlying specific stop-loss policy. If the cost of services for all members of the
risk pool exceeded a specific level, the aggregate reinsurance policy could reimburse

those excessive costs.
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For example, assume that a physician has 300 capitated Medicare
beneficiaries in his or her risk pool and buys both specific andaggregateremsm'anee
Any costs of physician services for an individual in excess of $7,500 would be paid
by specific reinsurance. None of the amounts above the attachment point would be

counted when calculating aggregate costs. However, all costs up to $7,500 would be

included in calculanng whetheraggregatc reinsurance paymentswouldbe tnggered o

In this example, two individuals might require extensive cardiac services and open-
heart surgery, generating physician fees in excess of $10,000 each. The specific
reinsurance policy would pay the costs over $7,500 in each case. Assume further that
the average cost of physician services for each member of this physician’s Medicare
risk pool equals $1,800 (after excluding the catastrophic costs over the threshold) but
that the physician only averaged a capitation payment of $1,440 per patient per year.
Any costs averaging in excess of $1,728 per patient per year, which is 120 percent

of the annual capitation payment, would qualify for aggregate reinsurance.

CONCLUSION

The success of Medicare+Choice is tied to how much, and how, Medicare pays. Low
rates of increase in payments will tend to cause health plans to withdraw from or
limit their presence in the Medicare+Choice market. Constrained payment rates will

make benefit offerings less attractive to consumers, which will further slow growth
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in enrollment. Even though it is an improvement over the prior demographic
adjuster, the PIP/DCG is a flawed mechanism for adjusting for risk sel-ecﬁon. HCFA
is working to develop an improved method for implementing stage two that would
take account of service use in all settings. Becauseofthedifﬁcultyinmmkgdly
improving mechanisms that adjust payments, however, the Congress may wish to

consider other approaches that would limit the risk borne by a pool. ~
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PREPARED STATEMENT OF WILLIAM J. SCANLON
(MARCH 17, 1999)

Mr. Chairman and Members of the Committee:

- We are pleased to be here as you discuss the implementation and impact of the Medicare.

provisions in the Balanced Budget Act of 1997 (BBA). The BBA contains the most
significant changes to Medicare since its inception more than 30 years ago. The Aut's
combination of constraints on provider fees, increases in beneficiary payments, and
structural reforms is expected to lower program spending by $386 billion over the next 10
years. The importance of these changes cannot be overemphasized given the immediacy
of Medicare’s financial crisis and the upcoming demographic changes. The most
fundamental BBA reform was the creation of the Medicare+Choice program, designed to
modernize Medicare by offering beneficiaries & wider array of health plan choices
comparable to some of the options available in the private insurance market. The fee-for-
service component of Medicare underwent considerable transformation as well. Most
notably, this legislation continued the movemeant away from paying for services on the
basis of providers’ incurred costs to using prospective rates where the program sets
payment levels in advar.ce and has more control over ita spending on services.

The ramifications of these fundamental changes-—-affecting beneficiaries, their health care
providers, and taxpayers—are substantial. Not surprisingly, some interest groups have
expressed concerns about the impact of these changes and made calls to alter some
provisions. In some cases, adjustments mr + be wise; in others, premature or imprudent.
That is why it is critical that there be a thorough evaluation of these policies, singly and
in their totality, to inform ongoing policy discussions.

GAO/T-HEHS-09-87
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My comments todsy will focus on the implementstion of (1) the Medicare+Choice
program, particularly the payment method and consumer infornistion efforts and (2)
prospective payment systems for skilled nursing facilities (SNF) and home heaith
agencies (HHA) in Medicare’s traditional fee-for-service prognm. Our work in these
areas illustrate the importance of the BBA reforms, the difficulties in implementing
reforms, and the pressures to dempea theis impact. My remarks are based on previously
issued products as well as our ongoing work in these areas.

In brief, charges of the magnitude of those in the BBA require significant efforts to
implement well and are subject to continuz! scrutiny. We recently reported that the
efforts of the Health Care Financing Administration (HCFA) to put the BBA provisions
in place have been extensive and noteworthy, and the agency has made substantial
progress in implementing the majority of the Medicare-related BBA mandates. At the
same time, it has encountered obstacies. Intense pressure to resolve Year 2000 computer
compliance issues has slowed HCFA's efforts. In addition, in undertaking certain major
initiatives, the agency has had to cope with inadequate experience and insufficient
information. Thus, achieving the objectives of the BBA will require HCFA to refine and
build on its initial efforts.

Findings from our recent Medicare+Choice work focus on payments to health plans and
HCFA's consumer information initiatives. Reforms of the payment methods for
Medicare+Choice plans are underway. They will address the methodological flaws that

2 GAO/T-HEHS-09-87
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have led to billions of dollars in excess payments and inappropriste psyment disparities.
Recognizirig the need to avoid sharp payment changes that could affect a plan’s offerings
and diminish the attractiveness of the Medicare+Choice program to beneficiaries, these
changes are being phased in over several years. Nevertheless, the withdrawal of some
mansged care plans has raised questions about how to maintain desired access for
beneficiaries while implementing needed changes to plan payments and participation
requirements. HCFA has also initiated an information campaign to provide beneficiaries
with new tools to make informed health plan choices and create stronger, quality-based
competition. Some aspects of the campaign have only been piloted and certain problems

did develop; refining these efforts to make them more useful and effective for

beneficiaries is now critical.

On the program’s fee-for-service side, the BBA's mandate to replace cost-based
reimbursement methods with prospective payment systems (PPS) constitutes another
major program reform. The phase-in of the PPS for SNFs began on schedule on July 1,
1998. However, design flaws and inadequate underlying data used to establish the
payment rates may compromise the system’s ability to meet the twin objectives of
slowing spending growth while promoting appropriate beneficiary care. Insufficient
oversight could compound these shortcomings and further jeopardize potential cost
ssvings. Improvements to the system design and better monitoring are feasible, but may
require assistance from the Congress. The interim payment system for HHAs, with the
similar objective of controlling rapid expenditure growth for this benefit, is now in place.
Implementation of the PPS has been delayed until 2001 but remains a considerable

3 | GAO/T-HEHS-99-87
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challenge given the benefit’s broad eligibility requirements. Concerns have been raised
‘about the impact of the interim payment system as more than 1,400 HHAs have closed
since October 1997. However, because the number of agencies had been expanding
dramatically, more than 9,000 HHAs still participste in Medicare—a larger number than
did in October 1995. We have not found evidence that the closures or the interim
payment system has significantly affected beneficiary access to home health care.
lhm,axmdmhgofpmuﬁﬂmwobbmhminﬁngumdu;;n@
effects of the interim system become available.

The impact of BBA's significant transformations of Medicare could generate pressure to
undo many of the Act’s provisions. In this environment the Congress will face difficult
decisions that could pit particular interests against a more global interest in preserving
Medicare for the long term. We believe that it would be & mistuke to significantly modify
BBA'’s provisions without thorough analysis or giving them a fair trial over & reasonable
peciod of time. |

BACKGROUND

Medicare is the nation's largest health insurance program, covering sbout 39 million
elderly and disabled beneficiaries at a cost of more than $193 billion. Between 1990 and
1997, Medicare experienced spending increases averaging 9.8 percent per year to make it
one of the fastest growing parts of the federal budget, although this growth has slowed
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somewhat in the past 2 years. The Congressional Budget Office projects that Medicare's
share of gross domestic product will rise almost one-third by 2009.

This substantial growth in Medicare spending will continue to be fueled by demographic
and technological change. Medicare’s rolls are expanding and are projected to increase
rapidly with the retirement of the baby boom generation. For example, today’s elderly
make up about 13 percent of the total population; by 2030, they will comprise 20 percent
as the baby boom generation ages. Individuals aged 85 and older make up the fastest
growing group of beneficiaries. So, in addition to the increased demand for health care
services due to sheer numbers, the greater prevalence of chronic health conditions
associsted with aging will further boost utilization.

Congressional attention has recently been focused on the impending depletion of
Medicare’s Federal Hospital Insurance (HI) Trust Fund. Payroll taxes credited to the HI
trust fund finance the bulk of Medicare’s “hospital insurance,” or part A, which covers
inpatient hospital services as well as skilled nursing facility, hospice, and certain home
health care services. Beneficiaries’ premium contributions and general revenues finance
Medicare's “supplementary medical insurance,” or part B, which covers physician and
supplies. A BBA provision that shifted the financing of some home health services from
part A to part B helped extend the HI trust fund’s solvency.

6 GAO/T-HEHS-99-87
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Other BBA reforms, designed to slow program spending, address both Medicare'’s
inmgzde‘nwdfeo-fo:—uwieeeompomb. Medicuv’lmagedmpmmeovu-s
the growing number of beneficiaries who have chosen to enroll in prepaid health plans,
wbeeaﬁnﬂemﬂymymh@fammwvmdm About 6.8
million people — about 17 percent of all Medicare bgne

than 450 managed care plans ss of December 1, 15
however, receive health care on a fee-for-service'basis, in which providers are reimbursed
for each covered service they deliver to beneficiaries.

BBA'S CREATION OF MEDICARE+CHOICE

One way in which the BBA seeks to restructure Medicare is to encourage greater
managed care participation. Under the Medicare+Choice program, a broader range of
health plans, such as preferred provider organizations and provider-sponsored
organizations, are permitted to participate in Medicare. BBA's emphasis on
Medicare+Choice reflects the perspective that increased managed care enrollment will
help slow Medicare spending while expanding beneficiaries’ health plan options.

Our recent work has examined two aspects of the Medicare+Choice program-—payments
and consumer information initiatives. BBA provisions dealing with payments to
Medicare+Choice plans acknowledge that Medicare’s prior managed care payment

'About 90 peccent of the 6.8 million Medicare beneficiaries are envolled In managed care pians that
receive fixed monthly capitation payments. The remainder are enrolled in plans that are
reimbursed for the casts they incur, less the estimated value of beneficiary cost-sharing.

6 _ GAO/T-HEHS-00-87
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method for haalth maintenance organizations (HMOs) and other risk plans failed to save
the government money and created wide disparities in payment rates across counties. The
Act establishes a new rate-setting methodology for 1998 and future years, incorporating
sdjustment rates for the health and expected service use of managed care enrollees to
avoid overpayment. It also guarantees health plans a minimum payment level to
encourage them to locate in areas that previously had lower rates and few, if any,
Medicare participating health plans. Other provisions addressing consumer information
needs are designed to raise beneficiary participation in Medicare+Choice and promote
more effective quality-based competition among plans.

Managed Care Payment Reforms

. Context for BBA's rate-setting provisions: BBA modifications to Medicare’s health
plan payment method acknowledge the problem of flawed capitation rates that,
historically, have been paid to HMOs. Our work has demonstrated that these rates have
produced billions of dollars in aggregate excess payments and inappropriate payment

disparities across counties.?

The fundamental problem we found was that HMO payment rates were based on health
care spending for the average non-enrolled beneficiary, while the plans’ enroliees tended

* Our 1997 study on payments to California HMOs, which enrolled more than a third of Medicare's
managed care population, found that Medicare overpald plans by about 16 percent in fiscal year
l“—mmtamtlbﬂumhuca-mm mpropolﬁonolexceupmm
varied acrase countles. See M HCE Promp! nd -
In Exceas Paymenis (GALVHEHN?-IG. Apr 25. 1997)
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to be healthier than average non-enrollees, a phenomenon known as favorable selection.
Some analysts expected excess payments to diminish with increased enroliment. Instead,
the excess continued to grow, since rates were based on the rising concentrations of

higher-cost beneficiaries remaining in fee-for-service.

Risk adjustment is a tool to set capitation rates 80 that they reflect enrollees’ expected
hahhoomume!yup;mible. This tool is particularly important, given
Medicare’s growing use of managed care and the potential for favorable selection, which,
if not taken into account, generates excess paymeats. Medicare’s current risk adjuster—
based only on demographic factors, such as age and sex’~~annot sufficiently lower rates
to be consistent with the expected costs of managed care’s healthier population. For
example, a senior who was relatively healthy and another who suffered from a chronic
condition, even if they were of the same age and sex, would have very different expected
health care needs, but with the current risk adjuster, that difference would not be
accounted for in the rates paid for these individuals.

To cotrect this problem, the BBA requires HCFA to devise a new risk adjuster that
incorporates patient health status factors.* HCFA had to davelop and report on the new
risk adjuster by March 1 of this year and is required to put the method in place by January
2000,

* The demographic indicators are age; sex; eligidility for Medicaid; employment status; and
residence in an institution, such as a skilled nursing facility. Separate rates, using the same
demographic traits, are calculated for beneficiaries who qualify for Medicare because of a
Mﬂm(un;rmm Separste rates are also set for beneficiaries with end-stags renal disease

8 GAO/T-HEHS-00-87
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Design, implementation, and impact issues: HCFA's proposed interim risk adjuster—
to be implemented in 2000—relies exclusively on hospital inpatient data to measure
health status. While not perfoct, the proposed risk adjuster for 2000 does link the rates
paid more closely to projections of Medicare enrollees’ medical costs. Ideally, the risk
adjuster would measure health status with complete and reliable data from other settings,
such as pl;ysieim' offices, but these data are not currently avsilable. Given the reliance
on only hospital data, HCFA has taken steps to avoid rewarding plans that hospitalize
patients unnecessarily or conversely penalize efficient plans that provide care in less
costly settings. A “next generation” of risk adjustment based on the services
beneficiaries receive in all settings is scheduled for 2004,

HCFA plans to phase in the use of the iuterim risk adjuster and, in so doing, will avoid
sharp payment changes that could adversely affect beneficiaries and plans. Such changes
could be detrimental to beneficiaries if plans, in response, substantially scale back their
benefit packages or reconsider their commitment to the Medicare+Choice program.

Currently, there is concern about a recent surge in plan drop-outs from Medicare+Choice.
As of January 1999, 99 capitated plans had withdrawn or reduced their Medicare service
areas. Industry representatives have stated that plans may have dropped out partially in
anticipation of reduced payments, which could result when the interim risk adjuster is
implemented. lehavedwdwdtheadminimaﬁvewdeumciuedwhhsomeof.

¢ Technically, the law requires the Secretary of Health and Human Services to develop, report, and
L : GAO/T-HEHS-99-87
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the new Medicare+Choice regulations as a significant rezson for their withdrawal
decisions.

The issue of plan drop-outs is complex, however, since the reasons for plans’ decisions
are not clear cut. Aswehavepreviomlyrepbned,mmynénpaymemﬁum—awhu
commercial managed care enrollment levels—influence plans’ Medicare participation
decisions.® Some areas of the country with relatively fow payment rates have many
Medicare managed care plans and enrollees. Moreover, the extent to which new
Medicare+Choice regulations could have precipitated the withdrawals is unclear since
few managed care organizations withdrew from Medicare completely. Most plans that
pulied out of certain geographic areas continue to serve beneficiaries in other areas. In
Aruponumphm'mhowever.ﬂd%rewu]yrevindammb«oﬂhe
Medicare+Choice regulations to make them less burdensome. Finally, while some plans
are dropping out of the program, others are interested in signing new contracts. In fact,
lsnppﬁuﬁomformwora(pmdedmvioe'areuhaverwemlybeenappmvedmdu
more are pending.

Medicare+Choice Information Campai

Context for BBA's information campaign provisions: Capitalizing on changes in the
delivery of health care, BBA's introduction of new health plan options are intended to

* See Medicare Care: HMO Rates, Other Factors Create Uneven Availability of Benefits
(GAOYT-HEHS-07-133, May 19, 1907).

10 ) GAO/T-HEHS-99-87
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create a market in which different types of health plans compete to earoll and serve

-Medicare beneficiaries. The BBA reflects the idea that consumer informationisan

essential component of a competitive market. From the beneficiary’s viewpoint,
information on available plans needs to be accurate, comparable, accessible, and user-
friendly. Informed choices are particularly important as the BBA phases out the
beneficiary’s opportunity to disenroll from a plan on a monthly basis and moves toward
the private sector practice of annual reconsideration of plan choice.

The BBA mandated that, as part of a national information campaign, HCFA undertake
several activities that could help beneficiaries make enrollment decisions regarding
Medicare+Choice. Each October, prior to a mandated annual, coordinated enrollment
period, HCFA must distribute to beneficiaries an array of general information on, among
other things, enroliment procedures, rights, and the potential for Medicare+Choice
contract termination by a participating plan. The BBA also required HCFA to provide
beneficiaries with a list of available participating plans and a comparison of these plans’
benefits. The agency must also maintain a toll-free telephone number and an Internet site
as general sources of information about plan options, including traditiona! fee-for-service
Medicare.

Design, implementation, and impact issues: The BBA-mandated information
campaign is a first-time and massive undertaking for HCFA. The effort is well underway
but relative to the ideal-—a market in which informed consumers prod competitors to
offer the best value—many challenges lic ahead.

11 GAO/T-HEHS-99-87
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We have reported that, unlike many enrollees in<the private sector and individuals
covered by plans in the Federal Employee Health Benefit Program (FEHBP), Medicare
beneficiaries receive little comparative information on their health plan options. We have
also reported that, unlike FEHBP, HCFA does not require that plans’ marketing materials
follow a consistent format or use common terminology, ihus making plan comparisons
difficult for beneficiaries. Standardized language on benefit and coverage definitions
would facilitate HCFA's oversight functions to ensure accurate information, plans’
compliance with reporting requirements, and beneficiary decisionmaking. HCFA intends
to require plans to begin using s standardized format for some information in anticipation
of the November 1999 enroliment period.

HCFA isalso m\the process of making summary data available through several sources.
In 1998, as part of a five-state pilot project, HCFA provided beneficiaries with a
handbook containing comparstive information on the Medicare+Choice plans available in
their area and access 10 a toll-free telephone line. It also established an Internet site with
similar information about plans available nationwide. These efforts made important
strides, but because of plza pull-outs late in the yesr, some of the information

beneficiaries received was inaccurate.

Critical now is a thorough evaluation of these efforts to assure that the information
provided is clear, sufficient, and helpful to beneficiaries’ decisionmaking. Assessing how

12 GAO/T-HEHS-99-87
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to make these efforts cost-effective—that is, targeting the right amounts and types of

- information to different groups of beneficiaries—is also of vital importance.

SELECTED BBA REFORMS OF
MEDICARE FEE-FOR-SERVICE

The BBA also makes fundamenul changes to Medicare’s fee-for-service component,
which represents about 87 percent of program outlays and covers about 33 million
beneficiaries. Mandated prospective payment systems will alter how reimbursements are
made to SNFs, HHAs, hospital outpatient departments, and rehabilitation facilities.
Rather than generally paying whatever costs providers incur, the objective is to establish
rates, giving providers incentives to deliver care and sesrvices more efficiently. Our work
on the SNF and home healith benefits shows the importance of the design and
implementation details of prospective payment systems to achieving expected BBA
savings and ensuring that Medicare beneficieries have access to appropriate services.

SNE PPS

Context for SNF PPS provisions: Medicare spending for SNF services rose at an
average annual rate of 23.2 percent from 1990 to 1996, much faster than overall program
spending growth. Medicare’s SNF payment method has been cited a3 one reason for this.
Before the changes mandated in the BBA, SNFs were paid the reasonable costs they
incurred in providing Medicare-allowed services. There were limits on payments for the

18 GAO/T-HEHS-00-87
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routine portion of care—that is, general nursing, room and board, and administrative
‘overhead. Puy?ne‘mfonncilhrywviou. such as physical, occupational, or speech
therapy, however, were virtually unlimited. These unchecked ancillary service payments
have been a major contributor to significant increases in daily reimbursements to SNFs.
Because providing more of these services generally triggered higher payments, facilities
had no incentive to deliver services efficiently or only when they were necessary. The
BBA called for phasing in a PPS for SNF care beginning after July 1, 1998, to bring
program spending under control.

Design, implementation, and impact issues: Under the PPS, SNFs receive & payment
for each day of care provided to a Medicare beneficiary. The payment, called a per diem
rate, is based on the average daily cost of providing all Medicare-covered SNF services,
as reflected in facilities’ 1995 costs. Since not all patients require the same amount of
care, the per diem rate is “case-mix” adjusted to take into acoount the nature of each
patient’s condition and expected care needs. Facilities that can care for beneficiaries for
less than the case-mix adjusted per diem amount will benefit financially, whereas SNFs
with costs higher than the adjusted per diem rate will be at risk for the difference between
their costs and payments. The PPS is expected to control Medicare spending because the
per diem rate covers all services, so SNFs have incentives to provide services efficiently
and judiciously. Further, since payments vary with pnie-ut needs, the PPS is intended to

ensure access to these services.

14 GAO/T-HEHS-99-87
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We are concerned, however, that the design of the case-mix adjuster preserves the
opportunity for providers to increase their compensation by supplying potentially
unnecessary services.® To reflect differences in patient needs that affect the cost of care,
the SNF PPS divides beneficiaries into case-mix groups. Each group is intended to
define clinically similar patients who are expected to incur similar costs. An adjustment
is associated with each group to account for these cost differences. A facility then
receives a daily payment that is the same for each patient within a group. Since the
payments do not vary with the actual costs incurred, a SNF has incentives to reduce the

costs of caring for the patients in each case-mix group.

The design of the case-mix groups allow a SNF to reduce its costs and increase its |
payments by manipulating service provision, rather than by increasing efficiency. Since
the SNF groups are largely defined by the services the patient is to receive, 8 facility can. -
provide only the minimum level of services required for placement in a particular group.
This would reduce the average cost for the SNF's patients in that case-mix group, but not
lower Medicare payments for these patients. Thus, expected Medicare savings may ;)ot

be achieved.

We are also concerned that the data underlying the SNF rates overstate the reasonable
‘costs of providing services and may not appropriately reflect costs for patients with
different care needs. Most of the cost data used to set the SNF rates were not audited. Of
particular concern are therapy costs, which are likely inflated because there have been

* See Balanced Budget Act Implementation of Key Medicare Mandates Must Evolve to Fulfill
16 GAO/T-HEHS-99-87



few limits on these paymeats. Even if additional sudits were to uncover significant
inappmpﬁueoouHCFAmaintaimﬂmhimnounhoﬁtytondjunthebaumaaﬁu
the implementation of the new system. Further, the case-mix adjusters were based on
cost information on about 4,000 patients. This sample may simply be too small to
reliably estimate these adjusters, particular’ s given the substantial variation in treatment
pattems among SNFs. As a result, the case-mix adjusted rates may not vary
appropriately to account for the services facilities are expected to provide—rates will be
too high for some types of patients and too low for others.

Under the SNF PPS, whether a SNF patient is deemed eligible for Medicare coverage and
how much will be paid are based on a facility's assessment of its patients and its
judgment. Monitoring these assessments and determinations is key to realizing expected
savings from the system. Texas, which implemented a similar reimbursement system for
Medicaid, conducts on-site reviews to monitor the accuracy of patient assessments and
finds a continuing error rate of about 20 percent. HCFA has no plans to undertake as
extensive an effort. However, without adequate vigilance, insccurate, inappropriate, and
even fraudulent assessments could compromise the benefits of the PPS.

Home Health PPS and Related Reforms

Context for Home Health provisions: Medicare spending for home health care rose
even more rapidly than spending for SNF services — at an average annual rate of 27.9
percent between 1990 and 1996. Several factors accounted for this spending growth,

GAQ/T-HEHS98-214, July 16, 1
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!

particularly relaxed coverage requirements that, over time, have made home health care
available to more beneficiaries, for less acute conditions, and for longer periods of time.
Essentially, Medicare's home health benefit gradually has been transformed from one
that focused on patients needing short-term care after hospitalization to one that serves
chronic, long-term care patients as well.

- To control spending while ensuring the appropriate provision of services, the BBA

mandated key changes to the payment method and provider requirements for home health
services. HCFA is required to establish a PPS for HHAs by fiscal year 2001.7 Designing
an appropriate system for HHAs will be particularly challenging because of certain
characteristics of the benefit. Home health care is a broad benefit that covers a wide
variety of patients, many of whom have multiple health conditions, and the standards for
care are not well defined. Consequently, the case-mix adjuster and payment rates must
account for substantial variation in the number, type, and duration of visits. Furthes, the
wide geographic variation in the use of home health care makes it difficult to determine
appropriate treatment patterns that must be accounted for in the overall level of payment.
A final concern has to do with the quality and adequacy of services. Since the services
are delivered in beneficiaries’ homes, oversight is particularly critical when payment
changes are implemented to constrain program outlays.

Recognizing the difficulty of developing and implementing a PPS, the BBA required
HCFA to pay HHAs under an interim system. The interim system builds on payment

17 GAO/T-HEHS-99-87
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limits already in place by making them more stringent and by providing incentives for
HHAS to control the number and mix of visits to each beneficiary.

Design, implementation, and impact issues: Under the interim payment system, which
became effective Qctober 1, 1997, HHAs are paid their costs subject to the lower of two
limits. The first limit builds on the existing aggregate per visit cost limits, but makes
them more stringent. The new limit caps total annual Medicare revenues based on the
number of beneficiaries served and an annual per beneficiary amount. The later is based
on agency-specific and regional average per beneficiary payments and aims to control the
number of services provided to users. The blending of agency-specific and regional
amounts is intended to account for the significant differences in service use across
agencies and geographic areas.

There has been widespread concern about the impact of the interim payment system on

HHASs and access to home health care.® Indeed, between October 1, 1997, and January 1,
1999, over 1,400 HHAS closed. However, historic growth in the home health industry has
been such that there were still over 9,000 HHAs —~ more than there were in October 1995
= to provide services to Medicare beneficiarics. Further, half of the closures were in just
four states—California, Louisiana, Okishoma, and Texss~three of which had experienced
agency growth well above the national average. It is possible that the closures were 8

muwammnmunmwbewmmmmm Subsequent legisiation delayed
ane year.

* See Medicare Home Health Benefit: Impact of Interim Payment System and Agency Closures on
Access to Services (GAOVHEHS-08-238, September 1008).
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market correction for overexpansion in light of the BBA’s signal that Medicare would not
support the double digit increases in spending of the previous few years.

Theclonm—abnemnonmumeofmyimputonmforMedicmbmﬁehﬁu
to home health services—which is the predominant concern. Since home bealth agencies
require little physical capital, it is possible for other agencies to quickly absorb the staff

and patients of clusing agencies.

We have attempted to monitor the impact of the interim payment system on access for
this Committee as well as for the House Committees on Commerce and Ways and
Means. Last fall, we reported that interviews with hospital discharge planners and local
aging organization representatives in seven states with high numbers of closures had not
indicated a change over the past year in the willingness or ability of home health agencies
in their areas to serve Medicare beneficiaries. We are continuing this work, expanding
the number of areas examined. Recently available claims ixformation will allow us to
extend this monitoring further—pinpointing areas where there has been a decline or
leveling off of home health utilization. We will provide the Committee a report next
month and another this summer on our ongoing work to assess acsess to home health

care.
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CONCLUSIONS

The brief experience with some of the major Medicare provisions of the BBA
demonstrates the chatlenges to implementing meaningful reform. HCFA has fallen
behind in instituting some changes and has had difficulty implementing others due to
constrained resources, lack of experience, or inadequate data. At the same time, various
provider groups have increasingly come to the Congress for relief. We believe that any
significant alterations to key BBA provisions should be based on thorough analysis or
sufficient experience to fully understand their effects.

‘ $ & ¢ 3
Mr. Chairman, this concludes my statement. !willbehtppytoansweranyquécﬁomyw
or the Committee Members may have.

(101812)
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Date:  March3, 1999

me Comnittee on Finance
From: M Director Health Financing and Public Health Lssues

for the record for hearing on Wednesday March 17, 1999

Question. Dr. Scanlon, we have heard concems from both beneficiaries and skilled nursing
facilites regarding inadequate rambursement under the new prospective payment
system, especially for sicker patients requsing ancillary ser ~es. Does GAO have any
concems over the new reimbursement categories designed by HCFA for payments to
skilled nursing facilities? Does GAO have any r dations to address these
concems?

As we stated in ot}r written testimony, we are concerned about the case-mix categories usec
in the skdilled nursing facility (SNF) prospective payment system (PPS) and the level of
payment under the PPS. The case-rrux categories, used to adjust payments for dufferent type
of patients, are based largely on the services patients actually recewve rather than on pauent
needs. This means that & SNF can increase its payments by manipulating service provirion,
which could threaten expected Medicare savings. Further, we are concerned that the data
undesiying the SNF payment rates overstate the reasonable costs of providing services. Mo:
of the cost data used to set the rates were not audited, so inflated costs, paruculariy for
therapy services, were incorporated in the PPS base rates. Finally, the case-mix categones
may not appropriately reflect costs for patients with different care needs. They were based
on a sample of pauents that may have been too small to adequately estinwute the average
costs for each category. AS a result, the case-mix adjusted rates may not vary sppropnately
to account for the services facilities are expected to provide—rates will be too high for som
types of patients and too low for others.

. We are examirung the variaton in non-therapy ancillary costs and whether these cosis were

adequately incorporated into the PPY. ;:les. This work 19 being conducted for Mr. Thomas,

‘chaurman of the Health Subcommittee, Committee on Ways and Means.
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PREPARED STATEMENT OF WILLIAM J. SCANLON
(JUNE 9, 1999)

Mr. Cr;airman and Members of the Committee:

We are pleased to be here as you discuss the impact of payment reforms in the Balanced
Budget Act of 1997 (BBA) on the Medicare+Choice program. The BBA's creation of
Medicare+Choice represents one important means of helping to address the growing
challenge of financing the Medicare program. Collectively, BBA reforms are expected to
lower program spending by $386 billion over the next 10 years.

In creating the Medicare+Choice program, the BBA furthered the use of a choice-based
managed care model of providing Medicare benefits. Prior to the BBA, Medicare's
managed care model was limited largely to health maintenance organizations (HMO).!
The BBA expanded beneficiaries’ health plan options, both by encouraging the wider
availability of HMOs across areas and by permitting other types of health plans to
participate in Medicare. The BBA also sought to pay health plans more appropriately
than Medicare had done under the program’s previous HMO payment formula. A decade
of research by GAQ and others found that, instead of saving the government money as
intended, the managed care program that preceded Medicare+Choice overpaid heaith
plans in the aggregate—estimated to be several billions of dollars beyond what would
have been paid had the enrolled beneficiaries been served under Medicare’s traditional
fee-for-service program.

Some health plan and industry representatives believe that BBA's payment changes were
too severe, citing plan withdrawals from Medicare+Choice as evidence of BBA's adverse
effects. This hearing provides an opportunity to examine the overall effect to date of
BBA payment reforms affecting Medicare+Choice plans. My statement today will focus
on whether BBA reforms have improved Medicare's ability to pay health plans more
appropriately and whether recent experience implementing these reforms suggests the
need for modifications. These remarks are based on GAO's prior and ongoing work on
Medicare+Choice.

In summary, the net effect of BBA payment revisions has been to reduce but not fully
eliminate excess payments to health plans. Some of the provisions, such as the reduced
annual updates, have already been implemented. while others, such as the health-based
risk adjustment system, will be phased in over time.

Despite industry alarm over the increase in plan withdrawals in 1999, our work suggests
that sweeping amendments to the BBA are not yet warranted for several reasons. First,
the net effect of BBA reforms on plans has been modest to date. Cuts in rate increases,
for example, have held down per capita payment growth by only a little more than |
percent. Second, data submitted by plans themselves indicate that at least some plans can
provide the traditional Medicare package of benefits, offer some additional benefits, and
make a profit even if they are paid less than they are today. For example, according to
their own data, plans serving the Los Angeles area can provide the traditional Medicare

*For the purposes of this statement, the term HMO refers to plans with Medicare risk contracts, which
accounted for about 90 percent of Medicare managed care enroliment in 1997. Prior to the BBA, Medicare
managed care plans also included cost contract HMOs and health care prepayment plans.

GAO/T-HEHS-99-137
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package of benefits for about 79 percent of what they are currently paid. Third. the
withdrawals we observed this year were not a reaction to BBA rate reductions alone.
" Market forces appear to have played a larger role.

Because of cuts in rate increases and expected improvements in risk adjustment, the
BBA's health plan payment reforms will reduce aggregate excess payments. As a
consequence, some Medicare+Choice plans may reduce supplemental benefits and
rethink their participation in the Medicare program. The continuing challenge for the
Congress is 10 strike the appropriate balance between containing Medicare spending and
fostering growth in Medicare+Choice.

BACKGROUND

Medicare’s use of prepaid health plans, which typically have a financial incentive to hold
down costs, is intended to save the government from unnecessary spending on Medicare
services without compromising the provision of covered benefits. In addition, from the
beneficiary’s perspective, these plans can be an attractive alternative to traditional
Medicare because they usually offer more benefits and lower out-of-pocket costs. All
plans serving Medicare beneficiaries are required to provide Medicare’s statutorily
covered benefits, and many provide additional services—such as outpatient prescription
drugs, routine physical exams, hearing aids, and eyeglasses—that are not covered under
traditional Medicare. In exchange for these advantages, beneficiaries give up their
freedom to choose any provider.

As of March 1, 1999, about 6.7 million people—or 17 percent of Medicare's 39 million
beneficiaries—were enrolled in 300 health plans, most of which were prepaid.’ Prepaid
plans receive for each beneficiary a fixed monthly amount—called a capitation rate—
regardless of what a beneficiary’s care actually costs. The remaining 83 percent of
Medicare beneficiaries receive health care on a fee-for-service basis, where providers are
paid for each covered service they deliver.

Although Medicare's pre-BBA managed care program attracted an increasing number of
beneficiaries, it had several serious shortcomings. First, it was overly expensive for the
govemment. During the decade preceding BBA, a mounting body of research showed
that government payments to HMOs for their Medicare enrollees exceeded spending for
similar beneficiaries in the traditional fee-for-service (FFS) program, even though plan
payment rates were discounted by 5 percent from estimated FFS levels. This excess
spending resulted from faulty calculation of the base rate and inadequate adjustments to
that rate for the healthier-than-average population enrolled in Medicare's prepaid plans.
In addition, HMOs were not available everywhere. In 1996, more than 25 percent of
beneficiaries lived in areas not served by HMOs. Widely disparate payment rates across
geographic areas contributed to this variability in access and to sizable differences in
supplemental benefits. Finally, the program did not include options, such as preferred

2About 90 percent of the 6.7 million Medicare beneficiaries were enrolled in managed care plans that
receive fixed monthly payments. The remainder were enrolled in plans that are reimbursed for the costs
they incur, less the estimated value of beneficiary cost-sharing.
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provider organizations, that had become popular in the private sector because they
_ offered cost management but were more flexible than HMOs.

The BBA changed the capitation rate formula used to compensate the prepaid plans.
Among several changes, the BBA required that the Health Care Financing Administration
(HCFA), the agency responsible for administering Medicare, improve Medicare’s current
risk adjuster—the mechanism designed to adjust a plan’s capitation rates upward or
downward to reflect the extent to which an enroliee’s expected health care costs differ
from the average beneficiary’s. As we have previously reported, Medicare’s current risk
adjuster cannot sufficiently raise or lower rates because it is based primarily on
demographic factors such as age and sex, which alone are poor predictors of an
individual’s health care costs. To illustrate: under Medicare's current risk adjuster, a plan
would receive the same payment for two enrollees of the same age and sex, even if one is
expected to incur only minimal health care costs for treatment of occasional minor
ailments and the other is expected to require expensive treatment for a serious chronic
condition.

Without the use of health status factors to make better adjustments, Medicare generally
overcompensates health plans because they tend to enroil beneficiaries who are healthier
than average. Our 1997 study on payments to California HMOs, which enrolled more
than a third of Medicare's managed care population, found that health plan enrollees had
expected costs that were more than l6 percent below those for demographicaily similar
beneficiaries in traditional Medicare.’ Such “favorable selection” by Medicare’s prepaid
health plans—that is, their tendency to attract healthier-than-average enrollees—is not
surprising. People with chronic or severe illnesses may not be attracted to HMOs
because they have established relationships with providers and feel a need for easy access
to specialists. Morcover, given the inadequacy of Medicare's risk adjuster to lower—or .
raise—payments appropriately, plans could put themselves out of business if they
attracted significant numbers of high-cost beneficiaries.

R BB I 'S PAYMENTS
ALTH P| IN
EXCESSIVE IN THE AGGREGATE -

Beginning in 1998, BBA substantially changed the method used to set Medicare+Choice
plan payments. Some of the new payment provisions will tend to reduce excess
payments. The most important of these is a new health-based risk adjustment system, to
be implemented in two stages, with an interim adjuster to be introduced in 2000 followed
by a more comprehensive adjuster in 2004. Substantial excess payments may persist,
however, because other BBA provisions tended to incorporate some of the excess that
existed in 1997 into the current rates.

(GAOIHEHS-‘)‘I 16 Apr 25 l997) 11\1: is consistent Wllhl 1996 nudy by HCFA resarcheu finding
that health plan enrollees had costs roughly 12 to 14 percent below the average beneficiary’s. (Riley and
others. HCEA Review, 1996.) .
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_One way the BBA will reduce the excess in Medicare’s managed care payments is by
holding down per capita spending increases for 5 years. Specifically, BBA sets the factor
used to update managed care payment rates to equal national per capita Medicare growth
minus a specified percent: 0.8 percent in 1998 and 0.5 percent in each of the following 4
years. Although these across-the-board reductions can help produce savings, the
cumulative reduction of less than 3 percent is considerably smaller than the prior
estimates of excess payments, which generally exceed 10 percent. Moreover, this
approach does not address the problem that the excess payments can vary among
geographic areas and plans. In our study of California plans, we found that excess
payments tended to be much higher in some counties than others.

The BBA also provides for a methodological approach known as “blending,” which is
designed to reduce the geographlc disparity in payment rates and encourage more
widespread plan participation.' Blending will work to move all rates closer to a national
average by providing for larger payment increases in low rate counties and smaller
payment increases in high rate counties. According to a 1997 study by the Physician
Payment Review Commission {now the Medicare Payment Advisory Commission), there
is some evndence that excess payments are more likely to occur in high payment rate
counties.” Thus, blending may indirectly reduce excess payments by holding down
payment increases in high rate counties.

A more targeted reduction in plan payments resulted from the BBA provision to “carve
out” of the rate that portion that previously constit:ted Medicare's subsidy to teaching
hospitals for graduate medical education (GME). Beginning in 1999, the BBA removes
an increasing portion of the Medicare capitation payment attributable to GME and instead
requires HCFA to pay teaching hospitals caring for Medicare+Choice plan enrollees
directly. This provision was designed to address the concern that the capitation rates
incorporated Medicare payments designed to cover GME expenditures, even when plans
did not pass such amounts along to teaching hospitals in their payments to these facilities.

When implementation of BBA is complete, however, excess payments may not be fully
eliminated. Because the law specified that 1997 county rates be used as the basis for all
future county rates beginning in 1998, the BBA froze in place prior excess payments. As |
we reported in l997 HCFA'’s then current methodology resulted in county rates that were
generally too hlgh In addition, excess payments are built into the current rates because
BBA did not allow HCFA to adjust the 1997 county rates for previous forecast errors.
Such adjustments had been a critical component of the pre-BBA rate-setting process.
HCFA actuaries now estimate that the forecast error resulted in 1997 managed care rates
that were too high by 4.2 percent. While BBA permits HCFA to correct forecasts in
future years, it did not include a provision that would have allowed HCFA to correct its
forecast for 1997. Consequently, about $1.3 billion in overpayments were built into

*Because of BBA-mandated budget neutrality and minimum payment constraints, no county received a
blended rate in 1998 or 1999. Blending will occur for the first time in 2000.

Physlcnn Paymemt Review Commission, 1997 Annual Report 1o the Congress .
‘GAO/HEHS.-97-16.
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plans’ annual payment rates for 1998. This error will be compounded as managed care
_ enroliment grows.

BBA'’s mandated health-based risk adjustment system is the provision that most directly
targets the excess payment problem. The BBA requires HCFA to implement, beginning
January 1, 2000, a method to base plan payments on beneficiaries’ health status. HCFA's
proposed interim health-based risk adjustment method uses only hospital inpatient data to
gauge beneﬁcnancs health status but still represents a major improvement over the
current method.” For the first time, Medicare’s prepaid health plans can expect to be paid
more for serving beneficiaries with serious health problems and less for serving relatively
healthy ones.

Nevertheless, HCFA proposes to phase in the new interim risk adjustment system slowly.
In 2000, only 10 percent of health plans’ payments will be adjusted using the new
method. This proportion will be increased each year until 2003, when 80 percent of
plans’ payments will be adjusted using the interim system. In 2004, HCFA intends to
implement a more finely tuned risk adjuster that uses medical data from physician
offices, skilled nursing facilities, home health agencies, and other health care settings and
providers—in addition to inpatient hospital data. This improved risk adjustment system
cannot be implemented currently because many plans say they do not have the capability
to report such comprehensive information. Although a gradual phase-in of the interim
risk adjuster delays the full realization of Medicare savings, it also minimizes potential
disruptions for both health plans and beneficiaries.

RECENT EXPERIENCE SUGGESTS
P A WA D

INTHE SHORT TERM

Announcements of plan withdrawals in the last year have prompted debate about whether
to revise certain BBA provisions govemmg Medncare+Cho:ce As we recently reported,
several factors suggest that such revisions could be premature First, although an
unusually large number of managed care plans left the program in 1999, a number of
plans have applied to enter the program or expand their participation. Data on approved
and pending Medicare plans as of January 1999 show that, nationwide, beneficiary access
to prepaid plans is likely to increase slightly this.year. Although for some localities
withdrawals have meant significantly diminished or no access, only 1 percent of
previously covered managed care enrollees were left without any Medicare+Choice plan
option. !

Second, it would be inaccurate to conclude that lower payment rates alone were
responsible for these plan withdrawals. The current movement of plans in and out of
Medicare is likely to be a normal reaction to market competition and conditions. While

MMD&M&IMMAM(GAM HEHS 99-72 F¢b25 1999)

- (GAO/HEHS-99-91, Apr. 27, 1999). ~—
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new payment rates were certain to have been considered in plans’ decisions to withdraw
from certain geographic areas, other factors—including recent entry into the market, low

“enrollment, and the presence of large competitors—likely plaved a role as well.
Supporting this conclusion is the fact that plan withdrawals were not limited to low
payment rate counties: 10 of the 11 counties with the highest payment rates were affected
by the withdrawals. Moreover, a number of new plans either have approved or pending
applications to participate in the program. If all applicants are approved, slightly more
beneficiaries will have access to a Medicare+Choice plan in 1999 than had access to one
in 1998 before the withdrawals occurred. :

Third. recent data show that, despite the BBA's lowering of rate increases, Medicare's
payments to plans still exceed the plans’ cost of providing the traditional Medicare
package and plans can continue to provide benefits well beyond that. Most
Medicare+Choice plans do not charge beneficiaries a separate monthly premium and
charge only a small copayment for each outpatient service.” Nearly all plans offer
coverage for routine physical, eye. and hearing exams. Most provide coverage for
outpatient prescription drugs.'® Some provide dental care. In contrast, Medigap
policies—of which there are 10 standard types—generally cost beneficiaries about $95 or
more a month in premiums, while 7 of the 10 standard Medigap policies do not cover
outpatient prescription drugs. Those Medigap policies offering a drug benefit require a
$250 deductible with a S50-percent copayment and an upper limit on payments.

Many prepaid health plans have had considerable latitude in offering benefits because
Medicare pays more than it costs them to prov:de the traditional FFS benefit package,
even after accounting for allowable profits.'' Under Medicare's payment terms, when a
plan’s estimated cost to provide the FFS package of benefits is less than projected
payments, the plan must use the difference—an amoum known as “'savings”—to enhance
its benefit package by adding benefits or reducing fees.'* In 1997, plan savings averaged
nearly 13 percent of payments. Consequently, plans were required to provide additional
benefits worth $60 per member per month.

Although the relationship between plans’ costs and their Medicare payments may have
changed since 1997, our analysis of 1999 data submitted by plans serving Los Angeles
county suggests that their costs continue to be well below Medicare payments. On
average, Los Angeles plans could provide the traditional package for about 79 percent of
the current payment amount. They complied with Medicare's requirements by using the

Beneficiaries who wish to participate in the Medicare+Choice program must pay the Medicare pant B
‘xermum of $45.50 per month.

°GAOHEHS-99-91.

"The accuracy of the cost data submitted by plans is unknown. Recent reports by the Department of
Health and Human Services Office of the Inspector Genenl  suggest that the admlmsmuve cost component
repmedbywmmmmybetoohlgh See 2

00202) Depmmw of Hallh and Human Services, Ofﬁce of lhe lnspector Genenl July l998
"Alternatively, plans may deposit the amount in & benefit stabilization fund for use in future years. Before
1998. plans had a third option of returning the savings to Medicare. Historically, however, plans have
enhanced their benefit packages in an artempt to atiract members.

6 GAO/T-HEHS-99-137



208

approximately $117 per beneficiary per month difference between Medicare payments
‘and their costs to provide additional benefits. This amount of additional benefits may be
higher than the national average because of the historically high payment rates in the
area. However, the example of Los Angeles illustrates that, 2 years after BBA's payment
reforms were implemented, some plans receive payments that far exceed their costs of
providing the traditional FFS benefit package.

Plans may choose, for competitive or other reasons, to exceed Medicare’s minimum
requirements and further enhance their benefit packages. In 1997 nationally, plans on
average added more than $33 in extra benefits per member per month—in addition to the
$60 in required additional benefits. The Los Angeles plans added an average of $21 per
beneficiary per month in extra benefits during 1999. Although all Los Angeles plans
offer some extra benefits, the doliar amount varies by plan from $0.43 per beneficiary per
month to almost $80 per beneficiary per month. The ability of plans to provide additional
benefits (both required and voluntary} suggests that planned cuts in rate increases are not
likely to threaten the typical plan’s ability to earn a profit while providing a benefit
package that is more comprehensive than the one available in Medicare FFS.

CONCLUDING OBSERVATIONS

In creating the Medicare+Choice program. BBA substantially changed the way plan
payments are determined. Some plan and industry representatives have suggested that
BBA'’s payment reforms were too severe. They point to the recent plan withdrawals to
back up their claims that the Medicare+Choice program is in danger of floundering. We
believe, for a number of reasons, that these concerns must be viewed in a broader
context, as follows:

e The effect on plan payments to date has been modest and. on average, has removed
only a portion of excess payments built into the base rates.

e Data submitted by plans suggest that many of them can provide the FFS package of
benefits, offer some additional benefits, and make a profit even if they are paid less
than they are today.

* The withdrawals we observed this year appear to have been influenced by external
market conditions not fully attributable to Medicare+Choice provisions.

Decisions to modify Medicare+Choice need to balance industry concerns about the
BBA's changes to health plan payment rates against a reasoned assessment of the
program’s purpose and a systematic analysis of the BBA’s impact. Medicare managed
care was instituted to save the program money. Although HMO payments before BBA
were discounted by 5 percent from what was paid for traditional Medicare beneficiaries,
methodological shortcomings led to Medicare’s HMO enrollees costing the program and
taxpayers more. The excess payments benefited plans and their enrollees as plans offered
additional benefits like prescription drug coverage.

7 GAO/T-HEHS-99-137
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Adjusting plan payments so that the program pays no more for a Medicare+Choice

enrollee than for a traditional Medicare beneficiary with equivalent health status is going
" to mean smaller payments and most likely lower profits for plans as well as fewer

supplementary benefits for enrollees. These consequences raise for the Congress the

question of whether the BBA's payment changes should be modified to protect plans and

the fraction of the Medicare beneficiary population enrolled—even if that protection

results in Medicare’s spending more on the Medicare+Choice beneficiary than for the

traditional Medicare beneficiary.

L] * » - '
Mr. Chairman, this concludes my prepared statement. 1 will be happy to answer any
questions you or the other Members of the Committee may have.

Contact and Acknowledgement

For future contacts regarding this testimony, please contact William J. Scanlon at (202)
512-7114. Individuals making key contributions to this testimony included James C.
Cosgrove and Hannah F. Fein.

(101857)
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PREPARED STATEMENT OF WILLIAM J. SCANLON
(JUNE 10, 1999}

Mr. Chairman and Members of the Committee:

- I am pleased to be here today as you discuss the effect of the Balanced Budget
Act of 1997 (BBA) on the Medicare fee-for-service program. The BBA set in motion
significant changes that attempted to both modernize Medicare and rein in spending.
The act’s combination of constraints on provider fees, increases in beneficiary
payments, and structural reforms is projected to lower program spending by $386
billion over the next 10 years. Because certain key provisions have only recently or
have not yet been phased in, the full effects on providers, beneficiaries, and taxpayers
wrought by the BBA will not be known for some time.

My comments focus on the payment reforms for providers under the fee-for-
service portion of the program. I will concentrate on the changes made to skilled
nursing facility (SNF) and home health agency (HHA) payment policies. Although the
BBA mandated similar reforms for other types of providers, the SNF and HHA changes
are, at this time, farthest along in their implementation. These provisions were
enacted in response to continuing rapid growth in Medicare spending that was neither
sustainable nor readily linked to demonstrated changes in beneficiary needs. These
provisions represented bold steps to control Medicare spending by changing the
financial incentives inherent in provider payment methods to promote more efficient
service delivery. Yet the Congress is coming under increasing pressure from providers
to revisit these reforms. As additional BBA provisions are implemented, and other
providers feel the effects of the mandated changes, calls for modifications may
continue or even intensify. :low responsibilities to current and future seniors, the
American taxpayer, and the health care provider community are balanced will shape
the resulting responses. Achieving the appropriate balance will require recognition of
legitimate concerns about beneficiary access and the ability of providers to adjust to
the :ew payment methods.

Calls by providers to moderate the effect of BBA changes come at a time when
federal budget surpluses and smaller-than-expected increases in Medicare outlays may
make it easier to accommodate higher Medicare payments. Indeed, many provider
groups contend that BBA changes produced more savings than originally intended. The
Congressional Budget Office has revisited and lowered its estimates of Medicare
spending sihce BBA enactment. As a result of the lower projected spending, the
estimated savings from the BBA provisions will represent a proportionately larger
share of Medicare expenditures. Lower projected Medicare spending, however, does
not necessarily mean that the effect of the BBA changes was greater than intended.
Rather, it merely raises again issues of how much the federal government should pay
for health care for the elderly and what payment levels are appropriate for the various

provider groups.
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The BBA mandated the continued movement of fee-for-service Medicare away
from cost-based reimbursement methods and toward prospective payment systems
(PPS). The goal is to foster more efficient provision and use of services to lower
spending growth rates, replicating the experience of acute care hospitals after a PPS
was implemented, beginning in the mid-1980s. The BBA mandated such payment
systems for SNFs, HHAs, hospital outpatient services, and certain hospitals. On July
1, 1998, SNFs began a 3-year transition to a PPS.! An interim payment system (IPS)
for HHAs was phased in beginning on October 1, 1997, and a PPS is scheduled to be
implemented for all HHAs on October 1, 2001.

In brief, both SNFs and HHAs have felt the effect of the BBA provisions, and
both industries will need time to adapt, but the calls to amend or repeal the nevs
payment systems are, in our view, premature. The SNF PPS was implemented with a
3-year transition to the fully prospective rates, and facilities are phased into this
transition schedule according to their fiscal year; thus, the adjustment time has been
built into the PPS schedule. Current concerns that the PPS is causing extreme
financial pressures for some SNFs need to be systematically evaluated on the basis of
additional evidence. Several factors suggest that the problem may be less severe than
is being claimed by providers. Nevertheless, certain other modifications to the PPS
may be appropriate because there is evidence that payments are not being
appropriately targeted to patients who require costly care. The potential access
problems that may result from underpaying for high-cost cases will likely result in
beneficiaries' staying in acute care hospitals longer, rather than forgoing care. This is
a safety net for beneficiaries while modifications are made. The Health Care
Financing Administration (HCFA), which has responsibility for managing the Medicare
program, is aware that payments may not be adequately targeted to high-cost
beneficiaries and is working to address this problem.

As a result of the swift implementation of the home health IPS and the lack of
a transition period, the BBA's impact on home health agencies has been more
* noticeable. The number of participating agencies declined by 14 percent between
October 1997 and January 1999, and utilization has dropped to 1994 levels, the base
year for the IPS. However, since the number of HHAs and utilization had both grown
considerably throughout most of the decade, beneficiaries are still served by over
9,000 HHAs-approximately the same number that were available just prior to the

'The SNF PPS will be phased in on the basis of facility cost-reporting years. During
the transition, payment rates will be a blend of a declining portion of a facility-specific
historical amount and an increasing portion of the national prospective rate.

®The BBA required the HHA PPS to be in place in fiscal year 2000. Subsequent
legislation delayed the implementation by 1 year and eliminated the phasing in of the

system.
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recent declines. Our interviews with HHAs, advocacy groups, and others in rural
areas that lost a significant number of agencies indicated that the recent decline in
HHAS has not impaired beneficiary access. While the drop in utilization does not
appear to be related to HHA closures, it is consistent with [PS incentives to control
the volume of services provided to beneficiaries. In short, after years of substantial
increases in home healtk: visits, the IPS has curbed the growth in home health
spending. Some of the decline in utilization appears to involve greater sensitivity to
who qualifies for the home health care benefit, with some who do not qualify, but who
may have been previously served, not receiving services now. There are indications,
however, that beneficiaries who are likely to be costlier to serve than the average may
have more difficulty than before in obtaining home health services because the
revenue caps imposed by the IPS are not adjusted to reflect variations in patient
needs. This problem should be ameliorated with the implementation of the PPS. In
designing the PPS, it will be essential that HCFA adequately adjust payments to
account for the wide differences in patient needs.

To date, the principal lessons to be drawn £rom the SNF and HHA payment
reforms and their implementation are that

- the particulars of payment mechanisms largely determine the extent to which a
reform option can control excess government spending while protecting
beneficiary access to care and

- revisions to newly implemented policies should be based on a thorough
assessment of their effects so that, at one extreme, policies are not unduly
affected by external pressures and premature conciusions and, at the other
extreme, policies do not remain static when change is clearly warranted.

BACKGROUND

Medicare is the nation’s largest health insurance program, covering about 39
million elderly and disabled beneficiaries at a cost of more than $193 billion a year.
The sheer size of this program during a period of particular concern over govermment
spending made it the target of spending reforms. That Medicare was growing faster
than the overall economy and the Medicare Hospital Insurance Trust Fund was facing
imminent depletion only heightened attention on this program. Medicare expenditures
had been rising at an average annual rate of 10.1 percent between 1985 and 1995 (see
fig. 1). While the outlook for the federal budget has changed, with projected surpluses
replacing deficits, the importance of ensuring that Medicare is an efficient purchaser -
of health services remains.
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Despite significantly lower projected spending due to BBA reforms, there is a
growing consensus among experts, including the trustees of the Medicare Hospital
Insurance Trust Fund, that additional reforms are needed. As the baby boomers reach
retirement age, the pressures on Medicare program spending will intensity. rueled by
medical technology advancements that allow more and better treatments for a larger
portion of the elderly, Medicare spending growth will continue to be an important
budgetary issue. The Congressional Budget Office projects that by 2009 M