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RECOMMENDATIONS REGARDING MEDICARE
HOSPITAL AND PHYSICIAN PAYMENT
POLICIES

THURSDAY, MARCH 20, 1997

HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
SUBCOMMITTEE ON HEALTH,
Washington, DC.
The Subcommittee met, pursuant to notice, at 1:07 p.m., in room
1100, Longworth House Office Building, Hon. Bill Thomas (Chair-
man of the Subcommittee) presiding.
[The advisories announcing the hearing follow:]

o)



ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS
SUBCOMMITTEE ON HEALTH

FOR IMMEDIATE RELEASE CONTACT: (202) 225-3943
March 13, 1997
No. HL-7

Thomas Announces Hearing on
Recommendations Regarding Medicare Hospital
and Physician Payment Policies

Congressman Bill Thomas (R-CA), Chairman, Subcommittee on Health of the
Committee on Ways and Means, today announced that the Subcommittee will hold
a hearing on recommendations regarding medicare hospital and physician payment
policies. The hearing will take place on Thursday, March 20, 1997, in the main
Committee hearing room, 1100 Longworth House Office Building, beginning at
10:00 a.m.

In view of the limited time available to hear witnesses, oral testimony at this
hearing will be from invited witnesses only. Witnesses will include Dr. Joseph
Newhouse, Chairman of the Prospective Payment Assessment Commission
(ProPAC), and Dr. Gail Wilensky, Chairman of the Physician Payment Review Com-
mission (PPRC). However, any individual or organization not scheduled for an oral
appearance may submit a written statement for consideration by the Committee and
for inclusion in the printed record of the hearing.

BACKGROUND:

Medicare hospital and physician payments dominate the fee-for-service portion of
the Medicare program. The Congressional Budget Office estimates that hospital
payments will total $483 billion between fiscal years 1998 and 2002—about 68 per-
cent of Part A fee-for-service payments. Physician fee schedule payments will total
$372 billion during this same period, or about 46 percent of Part B fee-for-service
payments. The President’s fiscal year 1998 budget includes several provisions relat-
ing to these areas. These proposals will be examined in light of the recommenda-
tions from ProPAC and PPRC.

Since 1984, Medicare has paid for inpatient hospital services using a prospective
payment system (PPS). This system offers incentives for hospitals to provide care
in an efficient manner. At the same time, the inpatient hospital PPS recognizes the
higher costs incurred by some institutions. The President’s fiscal year 1998 budget
includes several provisions related to hospitals including reducing the inpatient op-
erating and capital payment rate updates, reducing the amount of additional pay-
ments to teaching and disproportionate share hospitals, and reducing payments for
outlier cases. In addition, the President proposes to establish a PPS for outpatient
services. In its March Report to Congress, ProPAC made several recommendations
regarding these and other hospital payment issues.

In 1992, Medicare began reimbursing physicians using a resource-based relative
value scale (RBRVS) system. At the same time, Medicare began to set annual vol-
ume performance standards for the rates of increase in Medicare physician expendi-
tures and began to limit the amount of copayments that non-participating physi-
cians could charge beneficiaries. Under the RBRVS system, each physician proce-
dure has a work, malpractice, and practice expense component. The Health Care Fi-
nancing Administration will be issuing a notice of proposed rule making this Spring
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to change the method for reimbursing physicians for their practice expenses. The
new system will result in substantial changes for some medical specialties. In addi-
tion, the President’s fiscal year 1998 budget includes several provisions related to
physician services including moving to a single-conversion factor and reducing pay-
ments to high-cost hospital-based medical staffs. The Subcommittee will examine
these and other physician issues as they compare to PPRC’s recommendations.

In announcing the hearing, Chairman Thomas stated: Both the Prospective Pay-
ment Assessment Commission and the Physician Payment Review Commission have
made significant recommendations, which this Subcommittee should give careful
consideration to as we examine the President’s budget and develop policy for the fu-
ture of fee-for-service Medicare.

FOCUS OF THE HEARING:

This hearing will focus on the provisions in the President’s fiscal year 1998 budget
proposal regarding Medicare payments for hospitals and physicians. These proposals
will be addressed in light of the recommendations developed by the Congress, by
ProPAC and PPRC, as well as the policies contained in the Medicare Preservation
Act of 1995 and the Balanced Budget Act of 1995.

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Any person or organization wishing to submit a written statement for the printed
record of the hearing should submit at least six (6) copies of their statement and
a 3.5-inch diskette in WordPerfect or ASCII format, with their address and date of
hearing noted, by the close of business, Thursday, April 3, 1997, to A.L. Singleton,
Chief of Staff, Committee on Ways and Means, U.S. House of Representatives, 1102
Longworth House Office Building, Washington, D.C. 20515. If those filing written
statements wish to have their statements distributed to the press and interested
public at the hearing, they may deliver 200 additional copies for this purpose to the
Subcommittee on Health office, room 1136 Longworth House Office Building, at
least one hour before the hearing begins.

FORMATTING REQUIREMENTS:

Each statement presented for printing to the Committee by a witness, any written statement
or exhibit submitted for the printed record or any written comments in response to a request
for written comments must conform to the guidelines listed below. Any statement or exhibit not
in compliance with these guidelines will not be printed, but will be maintained in the Committee
files for review and use by the Committee.

1. All statements and any accompanying exhibits for printing must be typed in single space
on legal-size paper and may not exceed a total of 10 pages including attachments. At the same
time written statements are submitted to the Committee, witnesses are now requested to submit
their statements on a 3.5-inch diskette in WordPerfect or ASCII format.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material
not meeting these specifications will be maintained in the Committee files for review and use
by the Committee.

3. A witness appearing at a public hearing, or submitting a statement for the record of a pub-
lic hearing, or submitting written comments in response to a published request for comments
by the Committee, must include on his statement or submission a list of all clients, persons,
or organizations on whose behalf the witness appears.

4. A supplemental sheet must accompany each statement listing the name, full address, a
telephone number where the witness or the designated representative may be reached and a
topical outline or summary of the comments and recommendations in the full statement. This
supplemental sheet will not be included in the printed record.

The above restrictions and limitations apply only to material being submitted for printing.
Statements and exhibits or supplementary material submitted solely for distribution to the
Members, the press and the public during the course of a public hearing may be submitted in
other forms.

Note: All Committee advisories and news releases are available on the World
Wide Web at ‘TTP:/WWW.HOUSE.GOV/WAYS__ MEANS/.



The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202-225-1721 or 202-225—
1904 TTD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.

***NOTICE—CHANGE IN TIME®***

ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS
SUBCOMMITTEE ON HEALTH

FOR IMMEDIATE RELEASE Contact: (202) 225-3943
March 18, 1997
No. HL-7-Revised

Time Change for Subcommittee Hearing on
Thursday, March 20, 1997,
on Recommendations Regarding Medicare
Hospital and Physician Payment Policies

Congressman Bill Thomas (R-CA), Chairman of the Subcommittee on Health,
Committee on Ways and Means, today announced that the Subcommittee hearing
on recommendations regarding medicare hospital and physician payment policies
previously scheduled for Thursday, March 20, 1997, at 10:00 a.m., in the main Com-
mittee hearing room, 1100 Longworth House Office Building, will begin instead at
1:00 p.m.

All other details for the hearing remain the same. (See Subcommittee press re-
lease No. HL-7, dated March 13, 1997.)

Chairman THOMAS. The Subcommittee will come to order.

Today the Subcommittee will examine two of the largest contrib-
utors to the Medicare fee-for-service spending. We have been
spending some time on some of the newer approaches, cutting edge,
if you will, and we sometimes tend to forget that there are areas
in which most of the money continues to be spent.

Although we have yet to receive legislative language, we under-
stand the President’s fiscal year 1998 budget contains several pro-
visions regarding the services. The Congressional Budget Office es-
timates that the President’s plan, as best they are able to estimate,
would reduce projected payments for inpatient hospital services by
$14.2 billion between fiscal year 1998 and fiscal year 2002. Physi-
i:)iellln payments would be reduced from projected spending by $6.2

illion.
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To assist us in examining the President’s proposal, a return en-
gagement for the Chairman of the Prospective Payment Assess-
ment Commission, Dr. Joseph Newhouse, and the Chair of the Phy-
sician Payment Review Commission, Dr. Gail Wilensky.

Each March these nonpartisan Commissions have reported to the
Congress their recommendations for ways to improve the Medicare
Program. It is March, and they are here to provide us with their
recommendations.

Over the last few weeks, we have heard from both ProPAC and
PhysPRC on several Medicare issues, including, as I said, HMO
payment policies and other areas. While this is a growing area,
these topics for today’s Subcommittee hearing are where the money
is.

We have also invited representatives from the hospital and phy-
sician communities to provide us with their feedback on the Presi-
dent’s budget and the Commissions’ recommendations. We need to
find out ways to make Medicare a more prudent purchaser on the
fee-for-service side of the program.

Personally, I would like to welcome Tom Johnson, who is the
chief executive officer of the Kaweah Delta Health Care District
Hospital, which is located in the city of Visalia. The question of
who is buried in Grant’s Tomb is appropriate here. Guess which
district Visalia is in. I look forward to hearing, however, from all
the witnesses, and with that, I would call on my Ranking Member.

Mr. STARK. Well, Mr. Chairman, I was not going to have an
opening statement today. I have met all the witnesses and, indeed,
known them for some time, and I look forward to their enlightening
us.

But yesterday there was an event in El Paso in which a group
of FBI, IRS, and, I presume, HHS agents from the Office of the In-
spector General, raided the Columbia HCA facility in El Paso “as
part of a long-term investigation.” I would be less than modest if
I did not suggest that that was an investigation which I requested
several years ago.

I have been expressing concerns that Columbia is not good for
the health of America, and we are constantly presented with con-
flicting studies on what profit and nonprofit facilities do and who
is more efficient. And I would presume we will soon have the bene-
fit of a grand jury indictment or a jury trial transcript where we
can get some hard data which ProPAC and, indeed, PhysPRC can
use to see how the exchange of funds between the physicians and
the hospitals, if in fact there was any, affected the cost and quality.

Now, there may be nothing to this raid. It occurs to me, with all
of the information I have had from Columbia Hospital about the
quality awards they have won, Vladeck may have really wanted to
get some proprietary information about how they got to be so good,
and they would not tell them; so he raided the hospital to get this
information so he could have all the other hospitals be as good as
Columbia.

That is a possibility. But for those of you who were thinking of
going to the reception for Members tonight at the National Air and
Space Museum hosted by Columbia, I would urge you to think
about whether you have some concern for the propriety of attend-
ing this in view of the ongoing investigation.
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Mr. Chairman, thank you for indulging me, and I look forward
to our first panel’s enlightenment.

Chairman THOMAS. Thank you, Mr. Stark.

The gentleman from Louisiana.

Mr. McCRERY. I thank the Chairman. In light of the opening
statement of Mr. Stark, I feel compelled to say that it was a cheap
shot. There have been not-for-profit hospitals and any number of
other hospitals investigated and found guilty of improprieties. And
to single out one institution, I think, is probably inappropriate. It
was, in fact, a single institution in a single city, not a network-wide
investigation or raid. I would just like to make the record clear on
that.

Mr. STARK. Would the gentleman yield?

Mr. McCRERY. Surely.

Mr. STARK. It is my understanding further that the idea that it
was a single institution will not be the case for long, at which point
I would be glad to inform the gentleman further as to the extent
of this investigation.

Mr. McCRrERY. Well, at this point, it is a single institution.

Mr. STARK. It is.

Mr. McCRERY. And the gentleman is well aware that the Univer-
sity of Pennsylvania had $30 million in fines. Would he suggest
that the University of Pennsylvania go away? I think not. But we
should continue, certainly, to investigate any institution, for-profit
or not-for-profit, that violates the law and attempts to bilk this sys-
tem that many have created over the years that is ripe for bilking.

Chairman THoMAS. I thank the gentlemen for their comments. 1
was going to try to smooth the waters by saying that the preceding
was a paid vindictive announcement, but apparently that would
not be appropriate at this time.

If you have heard this before, stop me. Your written testimony
will be made a part of the record. [Laughter.]

But you can inform this Subcommittee in any way you see fit on
what you folks have been doing and are going to report to us today
about Medicare hospital and physician payment policies.

Dr. Newhouse, did you want to start?

STATEMENT OF JOSEPH P. NEWHOUSE, PH.D., CHAIRMAN,
PROSPECTIVE PAYMENT ASSESSMENT COMMISSION;
ACCOMPANIED BY DONALD YOUNG, M.D., EXECUTIVE
DIRECTOR, PROSPECTIVE PAYMENT ASSESSMENT
COMMISSION

Mr. NEWHOUSE. Thank you very much, Mr. Chairman. It is a
pleasure to be back here with you. I would like to focus most of my
remarks today on the hospital operating cost update recommenda-
tion and then come to hospital outpatient services.

I would like to just walk you through some of the charts that are
attached to the testimony. Chart 1 I think tells a fairly remarkable
tale. It shows the change in operating costs for the past 12 years
since we have had the Prospective Payment System, and you will
notice that for the first several years, the costs are going up around
9 percent or so a year. But in 1994, they actually go down 1 per-
cent in nominal terms, and the information we have for 1995 and
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1996 suggests that trend is continuing—that is, costs are continu-
ing to go down.

Now, one of the reasons they are going down is shown in the
next chart, chart 2. You will notice that in 1994 the length of stay
fell a whole half a day. That is larger than at any time since PPS
started. And in 1995 it fell another half a day—again, a large
change in length of stay. It is related, of course, to the increase in
postacute care, skilled nursing facilities, and home health facilities
that we have talked about before.

Now, in part because of this fall in the length of stay, the mar-
gins for prospective payment systems have increased to all-time re-
cent highs. That is in chart 3. They are as high as they have been
since the first couple of years of prospective payment.

Total margins are also fairly robust. If you move on to chart 4,
you will see that they are also the highest they have been since the
first 2 years of prospective payment, around 5.5 percent.

Now, these figures were in part responsible for our recommenda-
tion to you that the update factor for 1998 be zero.

Now, if we move on to chart 5, however, you will see that even
though the update factor is zero, that does not mean Medicare pay-
ments will not increase. Chart 5 shows at the top the increase over
time in payments per discharge and costs per discharge, and you
will see those two lines have diverged quite markedly in the last
few years. That difference, of course, reflects the margins we were
looking at before.

If you look down, you will see the update factor has gone up over
time considerably less than payments per discharge, and that is be-
cause there is an increased case mix complexity at hospitals.

To sum up, Mr. Chairman, we believe hospital costs are going
down, margins are high, and a zero update would be a prudent
move on the part of Medicare as a purchaser.

Let me make two quick remarks on hospital outpatient depart-
ment payments. To use a technically precise term, they are a bit
of a mess. We do believe there is a problem with beneficiary copay-
ment that needs to be addressed. It is very high for many out-
patient services. Doing that will require money, and we believe
part of the money can be found by correcting a flaw in the payment
formula, the so-called formula-driven overpayment.

Thank you, Mr. Chairman, and I will await your questions.

[The prepared statement follows:]

Statement of Joseph P. Newhouse, Ph.D., Chairman, Prospective Payment
Assessment Commission

Good afternoon, Mr. Chairman. I am Joseph Newhouse, Ph.D., Chairman of the
Prospective Payment Assessment Commission (ProPAC). I am accompanied by Don-
ald Young, M.D., the Commission’s Executive Director. We are pleased to be here
to discuss the Commission’s recommendations to improve the Medicare program.
During my testimony, I will refer to several charts. These charts are appended to
the end of my written testimony.

Over the past several weeks, we have testified before this Subcommittee about the
Commission’s recommendations on Medicare’s risk program, post-acute care, and
teaching and disproportionate share payment policies. These recommendations are
published in our recently released Report and Recommendations to the Congress.
This afternoon, I would like to discuss other recommendations that we make in our
report. These include our views on payment updates for hospitals, hospital out-
patient services, and the end-stage renal disease (ESRD) program.

Mr. Chairman, as this Subcommittee’s hearings have demonstrated, the Medicare
program is at an important crossroads. Never before have beneficiaries had so many
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choices among providers, sites of care, and delivery options. At the same time, how-
ever, Medicare spending is growing at a rate that is unsustainable. Without any
intervention, the Medicare Trustees estimate that the Part A Hospital Insurance
Trust Fund will be depleted by the year 2001. The challenge is to enact policies that
maintain quality care for Medicare beneficiaries while at the same time ensuring
the fiscal viability of the program for future generations.

The Commission believes that Medicare must take advantage of the invigorated
heath care marketplace and tailor its payments to correspond to providers’ lower
costs in delivering services. At the same time, Medicare must reevaluate its pay-
ment methodologies for certain services where increasing utilization is a major rea-
son for rising expenditures.

While the bulk of our recommendations focus on payment methods, our first rec-
ommendation emphasizes the need for the Medicare program to be vigilant in mon-
itoring and improving the quality of care delivered to beneficiaries who receive serv-
ices under both the fee-for-service and capitation options. This is increasingly impor-
tant given the cost-containment pressures and the rapid structural changes occur-
ring in the health care financing and delivery systems. In our report, the Commis-
sion recommends that the Secretary pursue a comprehensive approach to quality as-
surance that includes not only analyzing patterns of care to raise quality standards,
but also reviewing individual cases to identify poor performers.

MEDICARE PAYMENTS TO PPS HOSPITALS

Payments to PPS hospitals represent the largest share of Medicare outlays, about
$74 billion in fiscal year 1997. In addition to payments for routine operating and
capital costs associated with hospital admissions, Medicare makes additional pay-
ments to hospitals that have teaching programs and those that treat a dispropor-
tionate share of low-income patients.

In its evaluation of Medicare policies, the Commission annually reviews the finan-
cial performance of hospitals. I would like to share with you some of our findings.

Hospital Payments and Costs

Remarkable changes are occurring in hospitals. Since 1993, the growth in Medi-
care operating costs per discharge has been less than general inflation. In 1994,
these costs actually decreased, in absolute terms, for the first time (see Chart 1).
This 1.3 percent decline was 3.9 percent below the overall inflation rate. Prelimi-
nary data for 1995 indicate that costs fell an additional 1.2 percent in that year,
or 3.8 percent relative to general inflation. Data from the American Hospital Asso-
ciation through October 1996 indicate this trend is continuing.

Reduced cost growth partly reflects changes in the amount and timing of services
furnished during inpatient stays. The average length of stay for Medicare bene-
ficiaries in PPS hospitals dropped nearly 20 percent between 1990 and 1995 (see
Chart 2). Shorter stays are due to a combination of earlier discharges to post-acute
care settings and improvements in hospital productivity.

The rapid drop in hospital cost growth has enabled hospitals to make a profit on
Medicare patients despite payment updates that have been as low as at any time
since PPS began. Through the late 1980s, PPS margins—which compare Medicare
capital and operating payments to costs—dropped steadily, to a low of —2.4 percent
in 1991 (see Chart 3). With slower cost growth, this trend began to reverse, and in
1994 PPS margins jumped to 5.0 percent with a further jump to 7.9 percent esti-
mated for 1995. Assuming cost growth continues at the current level, ProPAC
projects that PPS margins continued to rise in 1996 to 10.3 percent, and will be 11.7
percent this year.

The dramatic decline in hospital costs also enabled hospitals to improve their
overall financial position despite the financial pressures imposed by Medicare and
private payers. Total margins—which reflect gains and losses from all payers on in-
patient and outpatient services as well as non-patient care activities—increased
from 4.4 percent in 1993 to 5.0 percent in 1994; preliminary data for 1995 indicate
continued improvement to 5.6 percent (see Chart 4). These margins were the high-
est in the past 10 years, and higher than at any time prior to the implementation
of the Prospective Payment System.



Chart 1. Annual Change in Medicare Operating Costs Per
Discharge, First 12 Years of PPS (In Percent)
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SOURCE: ProPAC analysis of Medicare Cost Report data from the Health Care Financing Administration.

Chart 2. Change in Average Medicare Hospital Length of Stay,
Fiscal Years 1984-1995

Fiscal Year Length of Stay
1984 8.8
1985 8.4
1986 8.2
1987 8.3
1988 8.4
1989 8.3
1990 8.4
1991 8.2
1992 8.0
1993 7.7
1994 7.2
1995 8.7

SOURCE: MedPAR summary statistics
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Chart 3. PPS Margins for All Hospitals, First 14 Years
of PPS (In Percent)
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Chart 4. Total Margins for All Hospitals, First 12 Years
of PPS (In Percent)
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PPS Operating Update

Mr. Chairman, the trends I have just described portray a hospital industry that
is adapting rapidly to a more price-competitive environment. The Commission con-
sidered the declines in hospital cost growth as it developed its fiscal year 1998 up-
date recommendation for operating payments paid to PPS hospitals. The formula-
based approach we have used is the same one we have used over the years. It takes
into account the effects of inflation on hospital costs, changes in the mix and com-
plexity of admissions, added costs of new technologies, and hospital productivity im-
provements.

This year, our recommendation also reflects the effects of changes in the services
provided by hospitals. Some of the recent declines in hospitals’ inpatient operating
costs may be because patient stays are shorter. This may be due to improvements
in technology, the availability of less invasive procedures, and an increased use of
post-acute care providers. While these changes may reflect improvements in patient
care, they also indicate a discrepancy between the services provided in the inpatient
setting and those included in the Medicare payment rate. The Commission believes
that Medicare payments should be adjusted to reflect the reduced service content
of Medicare discharges.

ProPAC recommends a zero operating update for fiscal year 1998. We believe a
zero update fulfills Medicare’s responsibility to act as a prudent purchaser while al-
lowing hospitals sufficient funds to furnish quality care. I should add, Mr. Chair-
man, that if the Commission’s recommendation is adopted, per case payments will
still increase next year. This is because PPS payments grow in proportion to the
complexity of patients that hospitals treat, and this complexity has increased each
year.

In fact, because of case-mix increases and other policy changes, Medicare pay-
ments to PPS hospitals historically have risen substantially more than increases in
the hospital market basket, despite PPS updates that have been less than the mar-
ket basket (see Chart 5). And, as I mentioned earlier, the slowdown in cost growth
is resulting in a widening gap between payments and costs.

Chart 5. Cumulative Increases in PPS Operating Payments
and Costs Per Discharge, Market Basket, and
Update, First 12 Years of PPS (In Percent)

120
® Payments per discharge
100 - & Costs per discharge
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' PPS update
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SOURCE: ProPAC analysis of Medicare Cost Report data from the Health Care Financing Administration.
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Mr. Chairman, the Commission believes that the PPS operating update can be
constrained for the upcoming fiscal year. Hospitals currently are receiving PPS pay-
ments that are higher than those proposed by either the President or the Congress
during last year’s budget negotiations. If no legislation is passed this year, hospitals
will receive an update in fiscal year 1998 equal to the rise in the market basket—
the largest increase relative to the market basket since 1985. Such a large increase
wou}lld (Izlome at a time when hospital costs have been falling and hospital margins
are high.

Although the Commission believes that PPS rates should not be increased for fis-
cal year 1998, we emphasize that our recommendation applies for only one year.
ProPAC will continue to monitor changes in hospital costs and financial condition
to ensure that quality of and access to care do not suffer.

Capital Payment Rates

Mr. Chairman, Medicare’s current capital payment rates are 15 to 17 percent too
high. The Commission believes that flaws in the current rates must be corrected to
avoid overpaying capital costs in future years. We also believe that there should be
no capital update for fiscal year 1998.

Medicare payments for inpatient capital currently reflect a transition from a cost-
based to a fully prospective system which began in fiscal year 1992 and will be com-
pleted in 2001. Hospitals’ capital payments are based on 1992 capital costs, updated
to reflect subsequent costs increases. The data used to estimate the 1992 costs were
flawed, however, resulting in inflated base payment rates. Moreover, the update ap-
plied to the 1992 base rates in 1993 through 1995 was based on historical costs in-
creases, rather than an update framework. (Such a framework has been used to set
capital payment updates since fiscal year 1996.) These flaws had little effect on
Medicare payments for fiscal years 1992 through 1995 because capital payments
were subject to a budget neutrality adjustment that limited total capital payments
to 90 percent of hospitals’ projected capital costs, regardless of the base payment
rates. In fiscal year 1996, though, the budget neutrality adjustment expired and the
Federal capital payment rate jumped 23 percent.

The Commission is recommending that the current base rates be adjusted to
achieve more appropriate payment levels so that the current overpayments will not
be carried into future years. There are several ways this could be done. One ap-
proach, which the President has incorporated into his budget proposal, would be to
replace the current base rates with the rates in effect in 1995, updated to the
present. Alternatively, the 1992 base rates could be recalculated using actual cost
data and then updated to the present year by an appropriate update factor. This
would correct for errors that helped to cause the current distorted higher rates. An-
other option would be to reimpose a budget neutrality adjustment. This approach,
however, would fail to break the link between capital payments and hospitals’ costs,
which is inconsistent with the goal of prospective payment.

Hospital Outpatient Services

The Commission has several major concerns with current Medicare policies relat-
ed to hospital outpatient services. These focus on the methods used to pay hospital
outpatient departments and the cost-sharing amounts beneficiaries must pay to re-
ceive services in the hospital outpatient setting.

Payment for hospital outpatient services is extremely fragmented. While some
services are paid using prospective rates, most are still paid on the basis of costs
or charges, or a blend of costs or charges and prospective rates. Cost and charge-
based payment methodologies contribute to growth in Medicare spending because
they provide few financial incentives for hospitals to furnish services efficiently.
Other factors that contribute to the growth in outpatient spending are the volume
and complexity of services delivered, as providers shift more care historically deliv-
ered in an inpatient setting to the ambulatory arena.

The payment system for hospital outpatient services needs to be revised. Medicare
payments for all outpatient facility services have been growing, on average, about
14 percent annually since 1983. In 1995, payments were about $16.3 billion; HCFA
estimates that about 70 percent of these payments, or $11 billion, were made to hos-
pitals for outpatient services.

The Commission believes a prospective payment system should be implemented
for hospital outpatient services. Such a system should include both per service rates
and a mechanism to control volume. Part of the difficulty in constraining spending
in the ambulatory arena, however, is that almost all services provided in the hos-
pital outpatient department can be obtained in other settings. Thus, payment meth-
ods and constraints that apply to the hospital outpatient setting only may result in
services being shifted to other sites that receive more generous payments. Con-
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sequently, the Commission believes that Medicare should move towards a payment
system that is consistent across all facilities.

To the extent that prospective payment cannot be implemented immediately, the
Congress should address a flaw in the current payment formula for most outpatient
surgeries, radiology procedures, and selected diagnostic services that systematically
pays hospitals more than Congress intended. Medicare’s payments for these services
are supposed to be the amount that remains after subtracting the beneficiaries’ co-
payments from the total service payments due the hospital. The current payment
formula, however, does not take into account the full amount of the beneficiaries’
copayments. Consequently, Medicare ends up paying hospitals more than intended.
This formula-driven overpayment should be corrected immediately.

The Commission also recommends reducing beneficiaries’ over-inflated liability for
hospital outpatient services. Under the current system, beneficiary coinsurance is
set at 20 percent of the hospital’s charges. However, because these charges are high-
er than Medicare payments, beneficiaries end up paying substantially more than 20
percent of the total payment. For certain surgical, radiological, and diagnostic proce-
dures, the average beneficiary copayment is more than half of the entire payment.
In addition, the amounts that beneficiaries pay vary widely, depending upon hos-
pitals’ charges. For example, 10 percent of beneficiaries who received a cataract pro-
cedure in 1995 paid coinsurance amounts of $332 or less, while another 10 percent
paid at least two and a half times that amount, or $868 (see Chart 6).

Chart 6. Beneficiary Coinsurance Payments for Cataract
Surgery in Hospital Outpatient Departments, 1995
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SOURCE: ProPAC analysis of a 5 percent sample of hospital outpatient department claims from the
Health Care Financing Administration.

The Commission believes that hospital outpatient coinsurance should be limited
to 20 percent of the Medicare-allowed payment, as it is in other settings. We recog-
nize that reducing beneficiary coinsurance requirements would increase Medicare
outlays. This increase should be offset in part by correcting the flaw in the hospital
outpatient payment formula. If necessary, the reduction in beneficiary liability could
be phased in over several years.

UPDATE TO THE COMPOSITE RATE FOR DIALYSIS SERVICES

Medicare payments for end-stage renal disease (ESRD) beneficiaries are growing
rapidly. Between fiscal years 1986 and 1994, spending grew at an average annual
rate of 13 percent, to $8.4 billion. A large part of this increase is due to an expand-
ing ESRD population. The number of recipients increased, on average, nearly 9 per-
cent per year over the same period. While these enrollees repre