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FOREWORD

Projections of outlays and income for the medicare program make
it plain that medicare 1s facing a major financial crisis and that before
long the Congress must act to preserve it. As a society, we now take
for granted the importance and necessity of the protection against
health costs that medicare provides for the elderly and seriously dis-
abled. It is unthinkable that Americans will let the medicare program
be seriously compromised. But it is estimated that, perhaps by the
end of this decade, the medicare hospital insurance trust fund will be
exhausted and the program will not be able to meet its obligations.

The Committee on Ways and Means recognizes the need to begin
now the search for solutions to this financing crisis. The Committee
was therefore pleased this past November to sponsor, in econjunction
with the Congressional Budget Office and the Congressional Re-
search Service of the Library of Congress, a Conference on the Fu-
ture of Medicare. As I believe the papers and the extensive discus-
sions reproduced in these Conference Proceedings illustrate, the
medicare financing problem is severe but we are not without innova-
tive and challenging ideas to serve as a basis for working out an ac-
ceptable solution, .

want to take this opportunity to thank all who worked with the
Committee on Ways and Means and its staff to make this conference a
success. Paul Ginsburg and Marilyn Moon of the Congressional
Budget Office not only wrote one of the conference papers, but also
played a major role in the planning and preparation oiP the conference,
as did Janet Kline of the Congressional Research Service. Thanks are
also due to a number of other Congressional Research Service staff
members, including Ms. Ruth Allison and Ms. Carol Hardy, whose
efforts resulted in a smoothly run conference.

I want to extend the thanks of the Committee to the paper authors
commentators and panelists for their willingness to participate and
the time and effort they devoted to making the conference the suc-
cess that I believe it was, The conference was a fitting beginning to
what will be a difficult and important process of identifying and build-
ing consensus for the actions needed to preserve and strengthen the
medicare program,

DAN ROSTENKOWSKI,
Chairman, Committee on Ways and Means

()






PREFACE

This volume contains the commissioned papers, the written re-
marks of the lead commentators, and the full transcript of the Con-
ference on the Future of Medicare. The conference was organized
by the ataff of the Committee on Ways and Means in conjunction
with the Congressional Budget Office (CBO) and the Congresgional
Research Service (CRS).

In February 1983, the organizers published a call for papers. The
potential authors were urged to be bold in developing options, and
to advocate a course of action, rather than present a balanced anal-
yuis. They were also requested to concentrate on one area of
reform, rather than develop a comprehensive plan, The sponsors
selected among the approximately forty proposals received on the
basis of their quality and a desire to get a broad range of options,
each of which had the potential to make & major contribution to
the solution of medicare’s financing problems.

With one exception, the views expressed in the papers are the
sole respongibility of the authors. While some editorial suggestions
were made to the authors, these focused on reducing redundancy
among the papers and inadvertent errors of fact. The exception is
the paper by Paul Ginsburg and Marilyn Moon, which is a state-
ment of the CBO.

The volume is organized into two parts. The first contains edited
versions of the papers prepared for the conference, and written ver-
sions of the remarks made by the lead commentators at the confer-
ence. The second containg an edited transcript of the conference.
Thig includes summaries of the papers by the lead commentators,
rebuttals by the authors, and extensive discussions by four panels
of invited experts,

C v\
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Proceedings of the Conference on the Future of
Medicare

PART I—COMMISSIONED PAPERS AND PREPARED
CRITIQUES

AN INTRODUCTION TO THE MEDICARE FINANCING
PROBLEM

(By Paur B. GinsBurG and MariLYN Moon, Human Resources and
Community Development Division, Congressional Budget Office)*

Medicare serves elderly and disabled individuals through two
separate programs—hoapital ingurance [HI], which pays for inpa-
tient hospital care, stays in skilled nursing facilities, and home
health services, and supplementary medical insurance [SMI], which
pays for all other services covered by medicare, principally physi-
cian and hospital outpatient services, The programs are financed
through separate trust funds, with distinct sources of revenues,

Revenues for H] come for the most part from a portion of the
social security payroll tax. Employers and employees covered by
the program each contribute 1.3 percent of earnings up to a maxi-
mum (in 1984, the first $37,800 of earnings), with the rate sched-
uled to increase to 1.35 percent in 1985 and 1.45 percent in 1986.%
Under current law, general revenues cannot be used to make up
any shortfall batween outlays required to pay benefits and the bal-
ance in the trust fund,

In contrast, SMI revenues are obtained from premijums and gen-
eral revenues, The premium amount (in 1984, $14.60 per month) in-
creases by law each year, with a contribution from general rev-
enues making up the difference between premium income and out-
lays. In fiscal year 1983, general revenues required to meet this dif-
farenca totaled about $14 billion, or 77 percent of SMI funding.

The medicare program faces serious financing problems for the
foreseeable future. Under current policies, the HI trust fund will
be depleted around the end of the decade, while required contribu-
tions from general revenues to support physician benefits will con-
tinue to grow at a rate that far exceeds the growth in general rev-
enues. The basic problem ig that spending on medical care is grow-
ing more rapidly then national income, with demographic trends
explaining only a small part of the difference.

* The authore would lika to thank Hinda Rippa Chaiking of CBO's Budget Analysis Diviaion
for the projections and Nency M. Gordon for vmle commenta, alye

1The maximum sebject 1o payroll taxes incrasses sach year In sccordance with the increase
in average earnings. Kemaining revenues for the HI trust fund come from various intergovern-
mental tranafers and interest on trust fund investments.

(1)



This introductory paper will assess the magnitude of the medi-
care financing problem and discuss its sources. A broad range of
options for dealing with the problem will then be considered. The
seven papers that follow will explore the potential of specific op-
tions in more detail.

THE PROBLEM

Projections over periods as long as 10 or 15 years are very impre-
cise. Nevertheless, the differences between growth in outlays and
growth in revenues for both parts of medicare are so large that
errors in forecasting are relevant only to dates and amounts—not
to the conclusion that the program will face severe financing prob-
lems under current policies.

The root of the financing problems in both trust funds is the
wide gap between the projected rates of growth of payments to
medical care providers and revenues from payroll taxes and premi-
ums. The projected growth in outlays is attributable primarily to
rising medical care costs, and to a lesser extent to the aging of the
population. A large part of the increase in costs is attributable to
expansion in the volume of services provided. Volume of services as
used here refers both to intensity of care—that is, changes over
time in treatment practices for specific medical problems—and to
the number of courses of treatment provided to patients. For exam-
ple, victims of heart attacks now receive a more complex range of
services than in the past, including additional tests and monitoring
activities, which increase the costs of treatment. Moreover, some
procedures, such as hip replacement operations, have increased in
frequency as their safety and effectiveness have improved. Since
medicare is committed to financing mainstream medical care for
its beneficiaries, changes in medical care practice automatically
are reflected in medicare outlays.

The HI problem

Depletion of the HI trust fund is projected around the end of the
decade, most likely in 1990, under present policies (see table 1). The
{earend balances are projected to decline after 1987, ag annual out-
ays exceed annual income by increasing amounts. By 1995, the
annual deficit would be over $60 billion, or more than one-third of
the projected outlays for that year, and the negative trust fund bal-
ance would total more than $250 billion. These projections all
assume continuation of present policies, and hence may be used as
a baseline from which to measure the effects of altexnative policies.

Two items cause an unusual degree of uncertainty in these pro-
jections. One is interfund borrowing. The old age and survivors in-
surance trust fund [OAS]] has borrowed $12.4 billion from HI. The
projections here assume no further interfund borrowing and repay-
ment of this loan by 1987. If the loan were not repaid by 1989, de-
pletion of HI would occur in that year instead of in 1990,
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TABLE 1.—BASELINE PROJECTIONS OF HOSPITAL INSURANCE TRUST FUND OUTLAYS,
INCOME, AND BALANCES

[8y catendar year, in billions of dollars]

Anewsal
Sl Year-ond
Yea Out Incomie 4 exclugin
g3 a,ﬁy ol Uolace

interest)
TOBY oot 30.7 35.7 50 18.8
T8 .ooetrceirerccssi et 36.1 25.6 —10.6 8.2
1983 ..ot 40.6 438 3.1 113
J9B4 ..ot 46.5 46.3 -2 11.1
J9BY v 51.2 534 2.2 133
1986 ... 5.3 66.4 9.1 224
L] RS 64.5 66.7 2.2 24.6
J98 .ot 72.5 66.8 —57 18.9
1989 oot ene st 81.5 70.7 —10.8 8.1
1990 ..o e 91.7 74.5 —11.2 -41
1991 e 10311 774 —-23.8 -343
(LN 0. X. 81.1 =311 —68.0

1993 eeceeeeeevcenmsenesencemeeee 130.1 83.9 —-39.7 —115.

1994 oo 146.2 86.3 —495 -=1751
1995 oo reenssesenes 104.5 g71.1 —609 —251.8
% Income 1o the trust funds s budget authority. it Includes payroll fax recsipts, Interest on and

certain general fund transfers. In years when balances arp negative, inconte includes negative interest, whieh is

the amooni that wowkd be fhe trest fmd on feat red t0 continee benefit
‘Jaymems. Income in 1982 reﬁecls l?IM bihon in inferfund ‘mns!e«s from the |'§3'§'| (und to the OASI nust
u

nd. Income in 1984, 1985, 1986, amd 1987 includes repayments of this loan accordimg lo a Schedule
910 uﬁt%c)i' % 8“71& Social Security Adminisization. The estimates assume thal the interfund (ramsier will be repaif
in i .

Note.—Minus signs denole deflcits.

Semxe: (BO astimates based oa Fabnuary 1983 and sconomic assumplions, DUl updsted to refiect the
Social Security Amendments of 1983 (Pubie Law 98-21).

The second cauge of uncertainty is the extengive discretion given
to the Secretary of Health end Human Services (HHS) to set pay-
ment rates to hospitals after 1985. At that point, hospital reim-
bursements are wojected to be 9 percent lower than they would
have been under the previous cost-reimbursement system.? The
projections here agsume that the Secretary will maintain the 9-per-
cent reduction but not make further cuts.? If the Secretary decided
to cut reimbursements further—for example, if payments per ad-
mission were increased by only 1 percentage point more than the
rate of increase of hospital input prices, the projected depletion
date would be 1992 (see table 2). The projected deficits would sti]l
grow larger each year, even under this further restricted growth in

S This ls In reapones L the reimbursement provisions of the Tax Equity and Fiscal Responsi-
bility Act of 1982 and Lhe langusge in the Social Security Amendments of 1988 that limita out-
tays for hoapital ssrvices Lo the level that would have been experienced under previous law.

8 Thin level of atringency implies a rate of growth in payments par admission of approximate-
ly 8.5 percentaga painia mare than ths rats of increnge of hoapital input prices
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outlays. By 1995, the annual deficit would be about $30 billion and
the negative balance over $20 billion.*

TABLE 2.—PROJECTIONS OF HOSPITAL INSURANCE TRUST FUND OUTLAYS, INCOME, AND
BALANCES UNDER ASSUMPTION OF MORE STRINGENT DRG RATES AFTER 1985 ¢

[By calendar year, I billlons of doliars)

Aampl
sy
Yeur Ou Income 2 Yewr-eod
tays { neﬁﬁo balance

nletesl)
1980 et ettt 513 66.4 9.1 22.4
1987 oo 62.1 66.9 48 27.2
L98B..ooe e 68.3 67.1 —1.2 26.0
1989 .ttt 75.1 715 -36 22.4
1990 .o 82.6 759 —b6.8 15,7
199) e 90.9 80.1 —10.7 49
(L Y 999 84.6 —15.2 —10.
R L K OO 109.8 89.1 —-194 —-312
100 e 120.3 93.6 —~24.1 —58.4
1905 e 133.0 98.0 —295 —934

L Assumes diagnostic refated (DRGY rates are increased | pont faster than the
icroasa in the fugpiizl markel m perceniage Py
2 ncomo to the trust fonds is budget authority. # eiudes payroll tax receipts, interest on balances, and
cenlain general fund lcansfers. in years when balances are neg income includes nepative interest, which is
the amount thet would be refm h{ the trust fund on bypothetical borroﬁn? required to continue benefit
enls. Incame in 1982 redtects $12.4 billion in interfusd Iranslers trom the TN trusl (end Yo the OASI Irust
ond. Income in 1984, 1985, 1986, and 1987 inchdes repayments ol this foan according lo 3 schedule
Po) "1%6; % 8ll;e Social Security Admiisiralion. The eslimates assume thal the inlerfund (ransier wifl be sepaid
10 I .

Note.—Mimss signs denote deficits.

Sowce: C80 estimates based on Feruary 1983 assumptions, but ted fo reflect the Sacial Seau
Amengments of £983 (Pubic Law 98—21).“y 'wte y

Projections for the subperiod beginning in 1985, at which point
most of the recent legislative changes will have been implemented,
indicate in more detail the nature of the problem. Over the 1985-95
period, outlays are projected to grow at a 12.4-percent annual rate,
while revenues from taxes are projected to increase at a 7.9-percent
rate.®

This 12.4 percent annual growth in medicare outlays reflects the
influences of general inflation, growth in the eligible population
and its aging, and changes in the nature of hospital care. General
inflation accounts for a significant portion of the increase in hospi-
tal costs, but does not itself contribute to the financing problem
gince it it also reflected in growth in revenues. Over the 1985-95

*Ths the prodsction 0d, the more important ia the assumption concerning the rates
ml:pﬂm_sw.Tmﬂmuﬁnmtmmmhan«rmmmlmﬂhaﬂ
percent réduction {rom Lhe tost reimbursernent beseline in 1995, Many would dwpule the cate-
gorization of such a reduction aa a continuation of current policies.

8 If not, for the incronse in the tax rale acheduled for 1986, the revenue growth over the partod
would be 7.1 percent per year.



period, the GNP deflator is projected to increase at a 3.8-percent
annual rate. The “market bagket,” which is an index of prices paid
by hospitals for labor, supplies, and capital goods, is projected to in-
crease somewhat faster, at an annual rate of 5.7 percent.®

Changes in the age composition of the population are projected to
account for 2.2 percentage points of the growth in HI outlays. Of
thig, 1.9 percentage points capture growth in the number of enroll-
ees, while (.25 percentage points reflect outlay implications of the
expected aging of that population. While HI claims increase with
age, the aging of the medicare population is not rapid enough to be
a major contributor to outlay growth during this period.

The remaining cause of growth of outlays—changes in the nature
of medical care that affect the elderly—is the most difficult to
project, partly becauae it, in itself, is influenced by reimbursement
policies. Extrapolating from medicare’s experience under cost reim-
bursement, and removing the effects of the aging of the medicare
population that were discussed above, real outlays per enrollee are
projected to grow at about 4 percent per year after 1985. Thig includes
both the impact of a higher admissions rate per medicare enrollee
and more resources applied per hospital stay.

The projection of the growth rate of revenues from covered earn-
ings reflects a forecast of the near-term performance of the econo-
my and asgumptions of moderate growth therafter, The estimates
for 1983 and 1984 were developed using the CBO economic forecast
published in February 1983—updated to reflect the economy’s per-
formance to date—which reflects the current cyclical upswing;
those for later years assume moderate noncyelical growth with
gradually declining inflation. Whether the projected growth path is
attainable with tax and spending policies now in place is uncertain,
however. If the economy's performance i8 worse than projected, HI
balances will decline more quickly.

The SMI problem

Problems raised by the rapid growth expected in SMI are closely
related to concern over the size of the Federal budget deficit. Since,
by law appropriations from general revenues to SMI must be suffi-
cient to guarantee solvency of the trust fund, SMI does not face a
financing crigis per se. Rather, concern arises over this part of
medicare because the projected growth of SMI js so much higher
than the growth of general revenues—that is, Federal tax revenues
not earmarked for specific purposes—from which it draws sup-
port.”

Like HI, cutlays under SMI are pro to increase rapidly, by
almost 16 percent per year through 1988, To finance this increase,
general revenue contributions will have to rise even faster—aver-
aging about 17 percent per year.® Consequently, the share of gener-

& A difference botweon price inareasea for inputs and gonoral (nflation in not unique to heapi-
tals. Since wage rates tand o increase in resl terms, most firms face more rapldly rising prices
for inputs then for Lheir Oan-fdb,thodiﬂu-nuhr-nlvodbynrducﬂmt gaina

7 Genoral reventes inelude personal and corporsts income taxes and moet eu:go taxes and
oxclude payroll taxea such as those used Lo support aocial vecurity end unemployraent insur=

Co.

¢ The difference cocurs bocauss JMT premiums are scheduled (o grow at & slower raiv after
1985 when, under current law, their growth will sgain be limitad by the rate of growth in ths
socinl escurily costof-living inarease. .



al revenues necessary to finance the SMI trust fund will rise from
3.7 percent to 5.7 percent between 1982 and 1988. If the share of
general revenues contributed to the SMI trust fund were not al-
lowed to rige, outlays would have to be reduced or premiums in-
creased by almost $27 billion over the 1984-88 period, an amount
rep;:dsenting about 19 percent of all SMI expenditures for the
eriod.

P Projections of SMI growth beyond 1988 are difficult, but two pos-
gible scenarios are outlined to indicate the demands that SMI could
place on Federal revenues. If both revenues and SMI outlays were
to continue growing at the same annual rates now projected
through 1988, SMI would require s transfer of almost 12 percent of
general revenues not earmarked for other use in 1995. Alternative-
ly, even if the growth of SMJ outlays decelerated to an annual rate
of 12 percent and general revenues rose by 8 percent annually, the
share of such revenues necessary to fund SMI would still rise to
over 7 percent, in 1995.

Projections of the expected growth in SMI expenditures are
based on past experience that indicates growth to be a product of
an increase in the number of persons covered by medicare, higher
prices for services rendered, and rising uge of services per benefici-
ary—both in number of services used and in their composition. For
example, between 1978 and 1982, total SMI benefits grew at an
annual average rate of 21 percent. About one-tenth of this growth
wag attributable to expansion in the enrolled population, and the
remainder to a combination of increases in priced and in the use of
gervices,

Although it 18 difficult to separate the price and volume factors,
changea in the latter are particularly important in SMI, accounting
for almost half of total per capita growth in outlays. For example,
totel per capita physicians’ services—which constitute over 72 per-
cent of SMI benefits—grew at an annual rate of 18 percent.?® Over
the 1978-82 period, the physician services component of the Con-
sumer Price Index grew at an average annual rate of just over 10
percent. This figure ig likely to be an overstatement of increases in
prices paid by medicare, however, with the rate more likely to have
been about 9 percent on average.!® The residual—representing just
over an 8 percent annual growth rate—could be attributed to in-
creases in the number of services and to a changing mix of serv-
ices, which includes faster growth in services provided by special-
istS‘ 11

= Ouvtpatient and other services under SMI grew at an oven faster per capita annual rate of 20
percent over the period, bul since price and voluma cannat be easily disaggregated for auch sarv-
rces thay will not b disouseed further.

10 Some ohare of the physician component of the CPT aleo ia likely o vreflect changea tn the
nature of p:gsioian sarvicer over time, rellecting inlersity as well as purs price increame. In
addition, medicare uaes an économic index that ig intendsd to restrict the growth of the prewail-
ing charge to the saame rale as increases in opersting expenaes of phygiciana and in genaral
earninga lavels,

'\ Batwaen 1975 and 1 relmbursements to general practitioners at Jaas than half the
rata for all physiciana, while the ngmwth rata for physicipns wam'a](rﬂng In cardlovaacylar dia-
o838, ophthamology, radiology, and pathology was higher than that for phywiciens as a whole.



OPTIONS FOR SOLVING THE PROBLEM

Given the magnitude of the problem facing medicare in the next
decade, incremental approaches are unlikely to provide solutions.
Moareover, simultaneous pursuit of incremental options might
create inconsistencies and conflicts that would ultimately limit any
reduction in medicare outlays., Consequently, the papers for this
conference attempt to examine broad options for reducing costs or
providing additional financing.

This introductory paper will not describe options in detail or
evaluate them, but rather will provide an overview of the range of
general approaches, an indication of how they are supposed to
work, and a discussion of their potential interrelationships, Since a
likely strategy would be to combine several options rather than to
focus on juat one, it is important to consider which approaches are
complementary and how they might be structured to be most effec-
tive,

As described sbove, the problems facing medicare are essentially
twofold: the volume of services per beneficiary ia rising, and the
unit costs of those services to the Federal Government are increas-
ing rapidly. Unless options for change address these underlying
problems, medicare likely will continue to face financial pressures.

Possible options for attacking medicare’s financial problems can
generally be classified into three broad categories: pay for fewer
gervices; pay less for each service; and shift responeibility to
beneficiaries or taxpayers.

Pay for fewer services

One of the criticisms often leveled at medicare has been its limit-
ed control over what medical care services are delivered. Payment
schemes that reimburse on a fee-for-service basis provide few incen-
tives to providers or beneficiaries either to limit the number of
medical services or to uge a lower-cost mix of services.

Some control over volume exists through medicare cost-sharing,
and, more recently, through the introduction of a hospital prospec-
tive payment system based on diagnostic related groups (DRG's).
Medicare does assess some cost-sharing on beneficiaries—particu-
larly through SMI—which may cause them to limit use of services.
The new DRG hospital payment system also gives hogpitals the in-
centive to be more efficient in the treatment of each case, and
might result in limiting the number of services associated with
each hospital stay. On the other hand, it might also encourage ad-
ditional admissions, and it does not improve incentives to provide
only the most efficacious forms of care, For example, the DRG
system provides no economic incentive to discourage choice of a
more expensive surgical course of treatment rather than an alter-
native regimen with lower costs classified into a different DRG.
Thus, even this major change in hospital reimbursement does not
fully address the problem of volume of services.

Reducing the volume of services would require careful ¢considera-
tion of the efficacy and value of individual medical procedures.
While some services might be readily discarded under closer scruti-
ny, significant reductions in volume would probably require forgo-



ing some services that are efficacious but whose medical benefits
are judged to be small in comparigon with their coat.'?

Reductions in volume could be accomplished through incentives
for providers or patients, or by direct controls by medicare or itg
designated agents.

The essence of an approach emphasizing incentives for providers
would involve changing the unit of service that is reimbursed. An
example is the DRG hospital payment system, which encourages
economizing on the use of services within the hospital by basing
payment on the diagnosia. At the direction of the Congress, the ad-
ministration is studying a parallel approach for physician services.

Further broadening the unit of payment to encompass all medi-
cal services required by a patient over a year could greafly reduce
volume., Under such a system, providers would economize on the
number of hospital admissions as well as on the services ordered
during each admission and on outpatient services. The health
maintenance organization (HMO) is the best known provider orga-
nization that contracts to provide medical care on a per-person
(capitation) basis, and it hay demonstrated substantial reductions
in volume compared with fee-for-service medicine. The Tax Equity
and Fiscal Responsibility Act of 1982 (TEFRA) authorizes medicare
to pay HMO's on a per-enrollee basis. A medicare voucher gystem
has the potential of expanding the use of capitation to control
volume by giving beneficiaries access to o71:ar organizationa willing
to provide care under capitation payment. otimulating the develop-
ment of alternative delivery systems that serve non-medicare pa-
tients would, in turn, make medicare voucher options more attrac-
tive,

In contrast to incentives for providers, cost sharing would reduce
the volume of services by emphasizing incentives to the patient. Al-
though little research exists on the effects of cost sharing on medi-
care beneficiaries, work available on the under-65 population indi-
cates that use of services falls as cost sharing rises. The effect is
especially pronounced for outpatient physician services. Since ex-
tensive private supplemental coverage is in place, however, in-
creased cost sharing would largely shift costs to beneficiaries and
others paying the premiums for supplemental coverage, rather
than reduce the volume of services.

Direct controls on providers by medicare or its agents offer an-
other alternative to reduce the volume of services. One example is
utilization reviews by peer review organizations (PRO}, which at-
tempt to reduce volume by identifying uses of services that depart
from the norms of medical practice. Another is limiting payment
for difficult procedures to designated centers, where quality might
be higher and prescribing of procedures might be more prudent. A
third direct control option would end medicare coverage of very ex-
pensive procedures with questionable or small medical value.

Pay less for each service
Although reducing reimbursements for each unit of service pro-
vided ¢an produce considerable short-run Federal savings, such ap-

't William B. Schwarts, “The Competitive Strutegy: Will it Affest Quality of Care,” in Jack
Mayer, editor, Market Raforms in Health Care (Ameérican Enterprise Institute. 1983), pp.156-21.



proaches do not directly address the underlying problems leading
to higher medicare costs. Indeed, lower reimbursements might ag-
gravate problems with volume of services thereby offsetting some
Federal savings, Cuts in physician reimbursement appear to have
increased billings, '* and some have speculated that reducing hospi-
tal DRG rates too much could result in more attempts by providers
to exploit the loopholes in the system than would otherwise be the
cane.

Restricted access to mainstream services for medicare benefici-
aries ig another concern if the level of reimbursements is severely
restricted. When providers are required to accept medicare reim-
bursements as payment in full, as in hoapital care, some providers
may find the rates too low to continue to serve the medicare popu-
lation, or providers continuing to serve medicare beneficiaries may
be forced to offer a very different style of care. When assignment ig
voluntary, a8 in physician services—that ia, when prowviders may
seek amounts above medicare’s rates from beneficiaries—the pro-
viders may pass on part of a reduction in Federal reimburgements
to beneficiaries, or they may refuse to treat those patients who
could not afford additional cost sharing.

Coordinating reductions in reimbursements with other payers
could alleviate some of these problems, however, Providers would
be more prone to increase efEf)‘iciency and reduce the growth in
input prices (especially wages) when opportunities for cost shifting
are removed. Indeed, providers’ greater strides at cost reduction
might open posgibilities for additional reimbursement reduction in
the future. On the other hand, “all-payer options” tend to be more
adminigtratively cumbersome because it is important that rates
that govern a hospital’s entire revenus be “reasonable.” Some feel
that such regulation of payment reduces the potential for increased
use of competition to control the volume of medical services deliv-
ered,

Shift responsibility to beneficiaries or taxpayers

Unless medical care costs can be readily brought into line by
changes in reimbursement practices, it is likely that additional
costs must be borne by bensficiaries, taxpayers, or both, Medicare
beneficiaries could pay a greater share through across-the-board in-
creages in premiums, premium increases restricted to higher
income beneficiaries, or greater sharing of costs by the users of
such care. Revenues for medicare could be increased from the pay-
roll and general tax sources that now are used to finance the
system or by moving to a different revenue scheme.

Beneficiary cost sharing.—The tradeoffs among the major options
for shifting costs to beneficiaries are relatively straightforwsard:
across-the-board increases would spread the burden among the
greatest number of individuals, while tying cost sharing to use of
services would have a somewhat greater impact on beneficiaries’
incentives for use of care. The same reductions in outlays could be
obtained from either approach.

" Thomas Rice and Nelda McCall, “Changes in Medicare Reimbursement in Colorado: Impact
on Phywicians' Economic Behavior,” Health Care Financing Review, vol. 3 (June 1982), pp. 67—
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Using higher premiums for SMI or introducing an HI premium
would be similar to tax increases—raising revenues to fund medi-
care outlays, without necessarily changing the structure or nature
of the program—although the burden would fall on a different
group of persons. If equal premium increases were deemed tco
harsh for low- or moderate-income elderly and disabled individuasls,
they could be differentiated according to income.

sharing tied to the use of services would both shift costs
onto beneficiaries and affect the use of services by some—thereby
reducing the volume of services. The existence of private supple-
mental insurance for medicare means, however, that some benefici-
aries are able to insulate themselves from the incentive effects of
any additional cost sharing. These individuals would still pay a
higher share of total costs—through higher insurance premiums—
but would not be encouraged to use fewer services. Moreover, if
gome protection against catastrophic expenses is desirable for
beneficiaries, there are a number of practical constraints on the
implementation of additional cost sharing, especially since SMI al-
ready has a high degree of it.

Medicare vouchers might be viewed as an alternative to major
increases in cost sharing. Vouchers—like cost sharing—could shift
the burden onto beneficiaries, but also expand the range of choices
available to beneficiaries, That is, the beneficiaries would be al-
lowed to choose among a variety of benefit packages offering differ-
ent combinations of cost sharing and coverage for different premi-
ums.

Revenue increases.—The deficit could also be reduced through in-
creased revenues. Increased revenues could be obtained by raising
the payroll tax rate, levying a new tax and dedicating the revenues
to the trust fund, or transferring general revenues to the trust
fund. A number of considerations would be relevant to this choice.
One is who should pay the additional taxes. Should it be the work-
ing population, the beneficiary population, or the broader popula-
tion of all consumers? Another issue is the importance of maintain-
ing the trust fund approach. Some would prefer the trust fund ap-
proach because it focuses attention on serious problems, although
the fund could be brought into balance even if spending remained
at the level projected under current policies. Finally, the overall
budget outlook 1s relevant, With such large deficits projected for
the foreseeable future, approaches depending heavily on transfers
of general revenues would probably have to consider specific pro-
posals for increasing general revenues,

Interactions among approaches

As has already been suggested, some of the options for changing
medicare would resolve the financing problem through at least two
of the three broad mechanisms. Cost sharing, for example, would
both affect use of services and shift costs onto beneficiaries, More-
over, some of the specific approaches might be combined to reduce
disadvantages that would occur if only one were adopted.

In general, if two options seek to change the same behavior, they
cannot be expected to achieve combined savings equal to the sum
of savinge from each ailone. For example, hospital coinsurance di-
rected at shortening lengthy stays probably would not generate
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savings as great as before the introduction of the DRG system,
which is itself likely to discourage such behavior, On the other
hand, since the DRG system may encourage additional stays in hos-
pitals, new cost gharing might be implemented threugh higher or
multiple deductible amounts to reduce incentives for hospital ad-
misions, In this second case, the two options would serve as comple-
ments rather than substitutes.

Another area where careful coordination is needed is in design-
ing ways to cut reimbursements to providers, while improving in-
centives for limiting use of care. For example, paying physicians
less for each service performed would create incentives for increas-
ing the volume of services provided. Consequently, simple reim-
bursement restrictions might need to be combined with constraints
on use,

Since it might be necessary to employ a number of changes to
achieve a sufficient reduction in costs and/or increase in revenues,
another goal of coordinating options might be to insure that the
burden of various changes is spread across many individuals,
rather than being concentrated only on one group such as provid-
ers or beneficiaries. For example, if cost sharing were to be in-
creased, any increase in tax revenues might be restricted to payroll
taxes so as not to affect beneficiaries further.’Cn the other hand,
current beneficiaries, who paid little in taxes for HI, will draw out
large amounts of benefits and it might be reasonable to ask greater
sacrifices from this beneficiary group.

CoNCLUSION

The medicare financing problem is a manifestation of a broader
societal problem—the vastly different growth rates between health
care spending and incomes available to pay for it. While the
presént HI “crisis” exists because outlays in the program are cur-
rently supported only by payroll taxes, the projected high growth
rates in medicare outlays would be of concern even if other means
of financing were used. Changing technology continually yields op-
portunities for additional medical services that have prospects of
improving medical outcomes. Many are very costly, however, and
current financing arrangements give only limited encouragement
for weighing henefits of services against their costs. Changes in fi-
nancing that would bring incentives to bear on decisions concern-
ing the use of services are likely to be an important part of solving
the medicare financing problem in particular and society’s problem
in general. Solutions to medicare’s problems are not, however,
likely to result from a single change, but rather will require a com-
bination of approaches, making it particularly important to keep in
mind issues of coordination and interaction among the options to
be considered at this conference.



MEDICARE'S FINANCIAL STATUS—HOW DID WE GET
THERE?

(By Irnwin WOLKSTEIN, Principal, Health Policy Alternatives, Inc.,
Washington, D.C., and Former Deputy Director for Policy, Bu-
reaw of Health Insurance, Social Security Adm'im'_stmtwfrfg

Last April, Alice Rivlin, then Director of the Congressional
Budget Office, summarized the financial status of the medicare pro-
gram. (Rivlin, 1983.) She pointed out that ‘“‘the projected growth in
outla;rs threatens the solvencK of the hospital insurance (HI) trust
fund.” She also pointed out that “there were equally serious prob-
lems in the other part of medicare—supplementary medical insur-
ance (SMI) * * *.” She said, further, that “although SMI does not
face insolvency in its trust fund, because transfers from general
revenues are required by law, its increased outlays * * * are adding
significantly to the Federal deficit.”

These statements describe, in a nutshell, where medicare financ-
ing stands. This paper will start with a brief deseription of medi-
care’s history and then discuss the circumstances which resulted in
our present financial difficulties with the program, The paper will
do so from three approaches. First, it will examine the cost estimat-
ing process and its relationghip to the problem. Second, the paper
will review some of the stedps taken to respond to the problem. Fi-
nally, the paper will consider the implications of the current poli-
cies underlying medicare benefits and their financing.

To the degree possible and feasible, this paper relies for evidence
upon written records of medicare history. In some cases, it was nec-
essary to call upon the memory of the author who was a partici-
pant in and close observer of the actions, but his memory was
checked against the recollections of some of the other participants
frfld observers of the action on medicare over the 18 years of its

ife,

AN QUTLINE OoF MEDICARE HISTORY
The beginning
Medicare was enacted during the closing days of an era when
Federal policy was aimed at making the benefits of health care
more widely available. This policy was implemented not only by
easing access to services through medicare and medicaid’s financ-
ing of patient services, but also by financing the creation of physi-
cal resources and the training of health manpower, The era was a
time when more was clearly considered better, and some of its ac-
tions induced both additional services and additional costs that are
continuing to this time and beyond.
The time of medicare's enactment was also a period of optimism
in thinking about the future of the Nation’s economy. Continuing
(12)



high rates of economic growth were generally expected, and the
wealth of the country was believed to be sufficient to permit a
share to be made available to protect the aged from insecurity aris-
ing from the costs of health services, Medicare’s primary goal was
to prevent major illness from spelling financial disaster for the
older people of the country. The point has been made that the aged
cannot be protected from dependency without health insurance
that responds to the costs of illness as they occur, and only a social
insurané:eo ;)rogram gseemed capable of meeting the need. (Wolk-
stein, 1970.

The era of 1965-71

The policy during the period 1966-71 was primarily aimed at
medicare’s initial goal. One of the most important of its initial poli-
cies was to require the desegregation of participating facilities, pro-
viding equal access regardless of race. Another of the initial poli-
cies was to maintain peaceful, cooperative relations between the
program and providers of health services. As a consequence, there
was an initial willingness by medicare to meet providera at least
halfway to assure the adequacy of medicare payments. Medicare
provided an array of policies aimed in this direction, including pay-
ment of 2 percent more than accounted-for costs, payment of accel-
erated depreciation, and very prompt payment of services. Further-
more, physicians’ charges were considered reasonable at virtually
whatever level they charged to medicare.

Despite the liberal medicare payment policy, hospitals have
claimed, both when medicare started and ever since, that they
were not being reimbursed full cost, meaning, at least sometimes,
full charge payment or advance payment of part of capital costs
and a contribution toward charity care. Medicare has always paid
the losses on unpaid medicare copayments, and medicaid relieved
hospitals of much of their bad-debt problem preexisting the enact-
ment of the two programs, but hospitals have considered these con-
tributions to be insufficient because they found it necessary to
charge other payers more.

While very shortly after the medicare program went into effect
the hospital insurance program was found to be underfinanced, the
reaction during that period was not to tighten up on cost control,
but rather to enact, in 1967, an increase in the contribution rates
and the earnings base to which the contribution rate is applied,
and to increase the earnings base again in 1971,

This is not to say that the high rate of increase in health costs in
general and medicare costs in particular went unnoticed. As early
as 1967, a National Conference on Medical Costs was convened to
coneider this problem. However, the conference conclusions were,
perhaps, conspicuous by their failure to suggest restraint on the
rates of medicare payment as a possibility for action. (U.S. Depart-
ment of Health, Education, and Welfare, 1967,) Rather, the point
was made over and over that what was required was a better orga-
nized health care gsystem—a suggestion that is more easily made
than implemented.

Some of the specific cost-related problems that might be solved
by medicare policy or legislative modifications were analyzed in a
Senate Finance Committee report in 1970 (staff to the Committee
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on Finance, U.S. Senate, 1970.) This report included recommenda-
tions for some of the steps that were later taken either through
regulation or other administrative action—dealing with accelerated
depreciation and teaching physician reimbursement, for example—
or legislation that was enacted in 1972,

A brief but interesting interlude in medicare history occurred
under the Nixon economic stabilization program when increases in

ayments for hospital and physicians’ services were restrained.
glowever, when the general price control program ended in 1974,
the controls on medicare payments also stopped.

The era of 1972-81

While the 1972 medicare legislation may mark the end of the era
during which primary importance was placed on patisfying provid-
ers, the major step taken in 1972 consisted of the enactment of the
extension of medicare coverage to the disabled and to persons suf-
fering from end-stage renal disease, with a consequent large in-
crease in medicare costs, and a provision that limited annual in-
creases in the SMI premium fo no more than the general increase
in cash benefits, a change that has resulted in a large increase in
the general revenue contribution to the program. While coverage of
ﬁzescription drugs under medicare was quite widely supported

fore 1972 and since, this provision has never won sufficient sup-
port for adoption nor has any other major addition to benefits, The
cost of the existing program undoubtedly increased congressional
and adminiastration reluctance to expand genefits.

The 1972 legislation marks the end of an era because of the
many provigions that were adopted which were aimed, at least in
part, at cost isgues. These include;

1. Authorization to establish limits on costs recognized as
reasonable;

2. Index limits on increases in prevailing charges for physi-
cian and other medical services;

3. Limitation on Federal participation in capital expendi-
tures made contrary to State plans;

4. Restrictions on payment for the services of physicians in
teaching settings;

5. Increase in the supplementary insurance deductible from
$50 to $60;

6. PSRO provisions;

7. HMO enrollment option; and

8. Limit on institutional payments, generally, to the lesser of
cost or charges.

However, in retrospect at least, we can conclude that these steps,
while making medicare a greater force in directing the health care
systems, were ineffectual as cost controllers.

The 1982-83 period

During the period 1972-81, there was s gradual, but not very
stringent, administrative tightening of medicare rules that tended
to hold down costs somewhat. However, estimates of the cost of the
program showed continuing increases in the insufficiency of
income to pay hospital insurance costs and large increases in gen-
eral revenue support for SMI. Much more rigorous control of all
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hospital costs was sought by the Carter administration as part of
the cost control bill it supported, but which Congress did not agree
to. However, a new mood to act on medicare costs emerged in the
course of the Reagan administration’s efforts to reduce budget ex-
penditures for non-Defense programs. The acceptance of medicare
and medicaid cuthacks seems part of a new recognition of the limit-
ed capacity of the Nation to support desirable programs and a will-
ingness to use strong cost-control measures. From this recognition
came the legislation of 1982 and, finally, 1983, when a prospective
rate ?Ifstem was adopted for payment for medicare's hospital sery-
ices. However, the program remains in the difficulty described by
Alice Rivlin. Currently under considerafion are further restrictions
on physician payments, increages in the beneficiary share of SMI
premiums, and increases in the SMI deductible. Passage of thege
proposals remains uncertain and, in any event, would do nothing to
improve the hospital insurance financing.

A later section of this paper will discuss further some of the ac-
tions taken to deal with the medicare cost problem.

Cosr ESTIMATION FOR MEDICARE
Predicting the problem

The dire statements currently being made about the financial
status of the medicare program might leave one with the impres-
gion that current forecasts that the Federal Hospital Insurance
Trust Fund (FHITF) will be depleted in 1990 or 1991 (Board of
Trustees, FHITF) under intermediate average cost estimates, or
even 1988 under pessimistic assumptions, are something of a sur-
prise. (These depletion forecasts, and all other statements made in
this paper about hospital insurance financing, refer to intermediate
costs, or costs estimated using intermediate assumptions.) While
long-range projections of health costs and of balances in medicare’s
hospital insurance trust fund are difficult to make with precision,
the fact is that all reports of the board of trustees of the fund since
1976 have reached similar conclusions to those being made today.
The 1975 report concluded that the fund would be exhaunsted at the
end of the period (1975-99) then being estimated (Board of Trust-
ees, FHITYF) and the subsequent annual reorts all predicted exhaus-
tion by about 1990 (Board of Trustees, FHITF.) In other words,
today’s financial problem cannot be attributed to failure by the ac-
tuaries to provide notice. Even the current heightened awareness
of the problerm does not assure quick action to solve it. It will be
recalled that the timing of action with respect to similar problems
with old-age and survivors insurance financing was delayed until
that fund was on the brink of inability to pay benefits (Board of
Trustees, Federal Old-Age and Survivors Insurance and Disability
Insurance Trust Funds, 1982), and the 1972 crisis in hospital insur-
ance f{inancing was not resolved until the last possible moment.

Forecasting and contribution rates

While, in effect, the inadequacy of hospital insurance funding
sources (almost all from payroll taxes) to finance benefits after the
end of this decade has been forecast since 1976, it may be of some
intarest to examine the record in more detail (see table 1), It dem-



onstrates a continuing string of increases in estimates of long-
range costs and continuing indications of need to shore up in great-
er and greater amounts the financing of the p m. The cost esti-
mates for medicare were controversial even before the enactment
of the program and questions about the adequacy of financing were
part of the argument ag.anst medicare’s enactment. (Myers, 1970.)
Even though the difference in the estimated cost of the program, as
between the administration’s actuaries and those of the insurance
industry, had narrowed a great deal as enactment neared, and,
even though the Congress adopted more conservative cost assump-
tions- than those originally recommended by the administration,
the insurance industry still estimated that costs would be about 26
percent higher than the 1.28 percent of payroll cost then being esti-
mated by the administration actuaries.

TABLE 1,—AVERAGE COST AND ACTUARIAL BALANCE OF HOSPITAL INSURANCE AS A

PERCENT OF TAXABLE PAYROLL
A st
Year of trustees’ report inlerui%}le cosl  Acluarial baance
asis !
1971.... 2.20 —.62

tIn periods before 1981, Intermediate cost I8 as referred to I the relevant reports of the board of trustess
{assiming ihe earnings base would be kept up-lo-date n the pariod befors the law provided for automatic
adjustments); and, after 1987, 1 is an sverage of Alternalives N-A and II-B. In periods before 1972, the cost
inclades only benefits and adminisirative expenses; bot alter 1371, it also includes an allowance for bilging and
mamlaining the wrust lund leved equal to 1 year's expenditares umtll 1980 and Yo year thesealter. The averages
aie Calculated over a 25-year peiod beginmng with (he period in queslion,

Source: Annuzl reporis of \he Board of Twstees of Ihe Federal Hospital lasurance Trus! Fimd,

By 1967, the Board of Trustees estimated, based on the first
record of experience under the program, that costs were some (.28
percent of payroll higher than tge official estimates in 1965; and, it
was estimated that the trust fund would be depleted in 1971 if re-
medial action was not taken. To remedy the financial imbalance, in
1967 the combined emgloyer—employee contribution rate for each
year, beginning in 1968, was increased by 0.2 percent of payroll;
and, the annual earnings base to which the taxes were applie(fr was
increased from $6,600 to $7,800. According to the estimates of that
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time, the action put the system back into balance. By 1970, the
level cost was being estimated one-third higher than in 1967, even
after assuming that the earnings base would be kept up-to-date in
the future with rises in earnings (automatic indexing was not part
of the original law). In 1972, the level cost was estimated higher by
one-fifth than in 1970; and, it was forecast that the trust fund
would be exhausted in 1973 without an improvement in financing
provisions.

The 1972 response to impending bankruptcy was to provide for a
very substantial increase 1n the contribution rate, not only to in-
crease the maximum annual earnings to which the rate applied,
but to make future increases in the maximum automatic, in line
with an index of earnings. (Board of Trustees, FHITF.) The adop-
tion of automatic adjustments in the earnings base was not enacted
specifically with hospital insurance in mind, but was part of the
plan that was designed to provide for automatic adjustments in
cash benefit levels. The automatic system was intended to avoid
the need for frequent legislative action, as had occurred regularly
since 1950, to keep the social security system up to date.

However, the difficulties with forecasting medicare costs and the
need to increase the contribution rate did not discourage the legis-
Iators from expanding the program in 1972, Possibly, they assumed
that, by then, there was sufficient experience that in the future
cost estimates would be more reliable, The legislation adopted in
1972 provided the only major expansion in medicare that was
adopted during its history to date. In 1972, coverage of the disabled
and of persons with end-stage renal disease was added to the pro-
gram. As a consequence, level costs under the expanded program
were estimated at 0.4 percent of payroll higher than the 1972 esti-
mates for the original program. Furthermore, the new coverages
expanded areas where there was little actuarial experience and
raised the likelihood of serious errors of estimate. In the 1972 legis-
lation, the average contribution rate was increased by 1.03 to 2.62
percent of payroll, with the excess of the estimated increase in rev-
enues over the increase in expenditures flowing {rom the coverage
liberalizations forecasted to result in close actuarial balance,

By 1975, however, the estimated average cost had increased to
2.85 percent of payroll, a smaller increase than had occurred in the
1965-72 period, but trouble with financing was once again being
forecast. Despite increased estimates of cost since 1972, the contri-
bution rates have not been increased generally since 1972. In fact,
in 1973 and 1977, as part of a reconsideration of the relative finan-
cial needs of the various trust funds, the rates were decreased
slightly for the period 1974-84 (see table 2). It has proved easier to
propose intreases some years in the future than to collect them im-
mediately. When the contribution rate was reduced, the rate de-
creage was estimated to be offset by an increase in the earnings
base that was enacted at that time. The rate reduction was made
even though the result was to leave the trust fund with an estimat-
ed negative balance of 1.12 percent of payroll on an average cost
bagis. No changes, up or down, were made in the general contribu-
tion rate schedule since 1977, although, this year (1983) the rate for
the self-employed was raised to make it equal to the combined em-
ployee-employer rate applied to wages. This and other steps that
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were taken in 1982 and 1983 reduced both the hospital insurance
deficit and the general fund obligation for SMI. These rmoves, made
some years before disaster was expected to strike medicare, were
made more with an eye to the Federal budget than to medicare's
financial status,

The steps taken in 1982 and 1983 account for a drop in the esti-
mated average cost of the hospital insurance program of 0.5-0.7
percent of payroll and a comparable drop in the deficit in financing
the program, However, the deficit is still estimated at between 1.10
and 1.24 percent of payroll on an average cost basis. The deficit is
still that large despite an estimated 1.32 percent of payroll which
was, in effect, added to the balance principally by cost reductions
provided under the 1982-83 legislation. In effect, the long-range
percent of payroli cost estimates doubled from 1972 to 1983. More-
over, increases in the estimates of the average cost of the program
as a percent of payroll just since 1980 more than offset the entire
reduction in outlays in hospital insurance by actions taken under
the 1982 and 1988 legislation. A pubstantial rise in the estimate of
average cost occurred in the course of making estimates for 1981-
83 after remaining essentially constant during the period 1977-80,
80 that the data suggest that serious difficulties with making long-
range forecasts continue, although underestimating was at a lesser
rate in the 1972-88 period than in the 1965-72 period.

While there have been large changes in the 25-year estimates,
forecasts of the duration of time during which there would be a
positive balance in the fund (until about 1990) have been resson-
ably consistent for the last 7 years. The difference in precision of
forecasting results seem to show how much more difficult it has
been found to provide consistent forecasts of medicare costs 25
years into the future as compared with making 10-year forecasts.

The assumptions and rules for estimating

Politicians’ slowness to act to correct the trust fund imbalance
since the early 1970’s probably reflects their political commitment
to the elderly and need to postpone, as long ae possible, any bad
news for this constituency., However, it may also reflact distruat of
unfavorable actuarial projections and hope they will prove wrong,
In fact, long-term projections have been difficult, and remain so
today, but for different reasona than most people assume.

The problem in projection is not as strongly associated with fluc-
tuations in inflation rates or utilization rates as some believe. This
is because medicare includes automatic adjustments of both the
taxable earnings base and total revenues, used to support the pro-
gram offsetting general inflation, and adjustment of the beneficia-
ry’s share of program costs (copayments) that reflect inflation of
hospital costs.

A gericus problem in the projection is that health care costs and
grices have been rising more rapidly than the taxable earnings

ase, egpecially in the last several years of recession, when high in-
flation has combined with the low increases in wages and high un-
employment associated with a flat economy. This has c¢reated an
urgent trust fund problem. How urgent comes down to how long
and how fast health care costs can continue to rise and how long
and how flat the rest of the economy will be.
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The factors that account for rapid increases in health care costs
can be identified. The ultimate question is, How much of the GNP
will we want to spend for increased services, not only for Federal
programs, but for the whole population? The tax rate must reflect
this judgment, and it is not a judgment that the most skilled use of
actuarial procedures can predict with any certainty. In faet, be-
cause of their doubts about the ability to make accurate longer
range forecasts, the 1971 Advisory Council on Social Security, ap-
pomnted according to provisions of the Social Security Act, recom-
mended that the valuatione‘iseriod for estimating the hospital insur-
ance program costs be reduced to 10 years. (Board of Trustees,
FHITF.) This view allows politicians to justify delay by hoping the
numbers will prove wrong.

While extending the range of forecasting introduces difficulties
into the process, shorter, fixed-period forecasts have their own
problem. For one thing, the estimated adequacy of financing be-
comed an important function of the particular period considered;
and, as the period shifts, the relationship of income to outgo
changes so that the estimate of adequacy changes. As long as the
relationship between income and outgo is less favorable at the end
of the estimating period than at the beginning, we must under-
stand that as estimates for later periods are made, they will inevi-
tably indicate higher coats as a percent of payroll and the differ-
ence may be substantial over a period of years. Thig is not a fault
of the actuary and his projections, but of the legislative ground
rules for the forecasts.

As was previously discussed to a considerable degree, the fore-
casting process is made less difficult because inflation that results
in expenditure increases also tends to produce hi%her earnings in
the general economy. However, unduly favorable assumptions
about rises in earnings and resultant revenues for medicare will
produce migleadingly optimistic predictions, as the medicare actu-
aries had the courage to point out some years ago (King, 1980). One
of the potential problems with the economic assumptions ig that,
for political reasons, every administration tends to view optimisti-
cally the prospects for future economic growth (high) and inflation
(low), no matter how dismal the past records may have been. We
would expect at least some tendency to reflect administration views
in HCFA’e actuarial prgjections.

Another automatic adjustment in the system that eases the long-
range prediction problem is provided by the so-called “dynamic de-
ductible” in hospital insurance. The deductible and coinsurance
levels in hospital insurance are automatically increased as hospital
coats per day increase. Thig factor, too, eases somewhat not only
the estimating but the financial problem because it ghifts some of
the rising hoapital coats to the beneficiaries to pay out-of-pocket or
through supplementary coverages. An idea for reducing the rigk of
inadequate medicare financing that was considered and was includ-
ed in an amendment sponsored by then-Senator Ribicoff in 1974,
would have applied a variable deductible to each day of hospitaliza-
tion, with the deductible set to keep covered hospital costs constant
relative to the earning base. This idea, if accepted, would have gs.
sentially eliminated the issue of the adequacy of hospital insurance
financing. However, it did not gain wide support because of the
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burden it would have put on beneficiaries, and because some, in-
cluding Ways and Means Committee Chairman Wilbur Mills, as
the author recalls, opined that such a shift of burden, even if legis-
lated, would only be theoretical since it was unlikely that Congress
would permit it to happen.

Despite the automatic edjustments that were adopted, forecast-
ing medicare’s hospital insurance financial status has been a diffi-
cult task. The bottom line to the forecast is the ratio of expendi-
tures (benefits, administrative coats, and funds required to main-
tain an adequate fund balance) to income (contributions plus inter-
est on the balance in the fund). Actual dollar levels come into the
picture because they affect the value of the trust fund and its inter-
est yield in relationship to expenditurea,

As was previously mentioned, even the annual shifting of the 25
year period over which the costs are estimated importantly affects
the estimated balance. The 1-year shift betweon 1982 and 1988 ad-
versely affected the estimated balance by 0.18 percent of payroll
(Office of Financial and Actuarial Analysis, HCFA.) Compounding
a difference of 0.1 percent over a 10-year period would produce a
difference in balance of over 1 percent of payroll so that what we
expect will happen beyond the quarter century of current estimates
has a very important bearing on what will happend to future pre-
dictions of funding adequacy unless end-of-period financing is as
adequate ag at the beginning,

The chief trick in the estimating process is to forecast medicare’s
increase in hospital benefit payments in relation to wages. These
benefits increase as the rate of payment, per unit of gervice (the
g;ice) increases and as use increases. Use rises a8 the number of

neficiaries rise, as the beneficiaries age, and as hospital services
use rises for a given age group. Hospital prices rise as the price of
goods purchased by hospitals and salaries they pay to employees go
up and as more services are included within a unit of services,
after any offsets for productivity increases. Hospital prices have
played, and are expected in the future to play, a far more signifi-
cant role in medicare cost increases than have increases in use,

Hospital wages, on the average, have been rising more than
wages in general; but, it ia not clear to what degree the difference
is the result of higher wages for similar work as opposed to paying
the cost of growing complexity of hospital work that occurs with
the introduction of new, advanced technology. The economics of the
market would suggest that reasonably equivalent wages for similar
work should, over the long term at least, be paid by hospitals to
those paid in other fields so that, aside from different rates of input
of technology, the impact on the cost of hospital wage rates should
be about the same as that in the general economy. However, as a
personal service industry, hospitals may not be able to incorporate
productivity gains to ofiset labor cost increases as much as manu-
facturing concerns do.

Past medicare expenditure increases have significantly outpaced
revenue increases. Ever since medicare was enacted and before,
there has been a question about the duration and degree to which
the rate of rising hospital costs can continue to ocutpace earnings in
the general economy. Thig issue 18 not merely an issue for medi-
care or the Federal gudget but for the entire economy. There is ob-



viously a limit to the degree to which the Nation’s income will be
spent on health care. Straight line projections of the past into the
indefinite future yield nonsense results—amounts beyond what the
economy could support. (Myers, 1970.)

While there is a limit to hospital cost increases relative to GNP
based on affordability, it is difficult to determine where the limit
lies in the period 25 or more years into the future. The real limit,
in fact, is not fixed by physical laws but depends on the public per-
ception of the relative value of health care and public preference
for health care over other potential purchases. A higher limit will
be accepted as the relative value of the service appears to grow and
as income rises, Expenditures vary around the country in a way
that seems strongly influenced by geographic variations in income
levels (Levit, 1982) relatively more seems allocated to health care
in States where income is high—and the same is true internation-
ally. As a percent of GNP, health expenditures in 1976 in nine in-
dustrial countries varied from 5.8 percent in the United Kingdom
to 9.7 percent in the Federal Republic of Germany and 8.7 percent
in this country, with rises continuing, Finland seems to have ac-
cepted 15 percent of GNP a reasonable maximum for health ex-
penditures (Freeland and Schiender, 1988) so that large future in-
creases in American health expenditures relative to GNP are quite
conceivable. However, precise prediction of such public policy based
on results does not seem possible no matter how well the actuaries
may do their work.

Medical insurance and the budget

There has been much less emphasis and concern expressed in
public utterances with regard to the budget impact of increasing
costs under either the hospital insurance or supplementary medical
insurance parts of medicare than about the ability of the program
to pay hospital insurance benefits in the future. For this reason,
while costs for the medical insurance part (part B) of medicare
have been rising essentially in parallel with those for hospital in-
surance, there has not been the same public call to solve this prob-
lem, The trustees’ reports (Board of Trustees, Federal Supplemen-
tary Medical Insurance Trust Fund) merely report on the regular
recalculation (required by the law) of the annual premium rates
that provide funds adequate to finance part B, and there are no ac-
turarial indications of fiscal difficulty for the medical insurance
program,

One of the factors in increases in part B costs is the fact that the
medical insurance has not had the financial advantage of a dynam-
ic deductible, However, the annual deductible ($50 originally) was
increased to $60 effective in 1973, and, in 1982, to $75. These in-
creases were much less than medical costs have risen since the ini-
tiation of the program, so that beneficiaries have had a large por-
tion of their medical costs covered as the relative value of the de-
ductible has declined. This factor has been reflected in the rising
premiums,

While the rhetoric on the medicare financing crisis has empha-
sized the actuarial deficiency in hospital insurance, the cost-cutting
legislation that was enacted recently was proposed in connection
with budget legislation and was aimed largely at short-range ef-
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fects. There are no signals that interest in solving medicare prob-
lems .some years in tﬂ; future has yet increased. It is not clear
what the effect was of including the income and expenditures of
the social security program, including medicare in a unified Feder
al budget in the sixties. This action had the initial political advan-
tage of reducing the reported deficits in the genseral fund because,
at that time, the trust funds were earning surpluses. In more
recent periods, pressure on the unified budget has resulted in
greater attention to the possibility of cuts in social security to
offset the increased defense spending and the decline in revenues
from large tax cuts. However, the real problem is not the gublica-
tion of Government fund balances on a unified basis, but the
impact of Government deficits and need to borrow on the economy.
Unification or separation of the budget does not affect this impact,
and it will be calculated and taken into account in either case.

Medicare costs versus tolal costs

At the same time that the Federal Government has become more
concerned about medicare costs, the States and private purchasers
have found the financial burden of State medicaid programs and
health insurance for employees and others increasingly difficult to
handle. A growing number of States have taken a variety of ac-
tions to try to limit the rise in health costs generally, and in medic-
aid specifically. A movement to form coalitions of private groups
organized to take action to limit further health cost increases was
started as the cost burden was felt more acutely. This is not to say
that all the pressures are in the direction of lower costs. At the
same time that action to hold down costs is going on, support is
growing for payment for liver transplants as normal, not experi-
mental, care—and the-same support exists for any care widely per-
ceived to improve health or save lives. Health cost limits seem unij-
versally approved only when achievable by the elimination of
waste, and when no one is hurt by the cuts.

The Point, nevertheless, i3 that the burden of health costs has es-
gentially the same significance whether borne as part of the Feder-
al budget or State budgets, or privately. Private and public sources
are subject to the same pressures and policies for constraining and
expanding costs, One of the principal differences is that, when
health costa are borne through Government budgets, the burden is
likely to be distributed in a fashion that is easier to bear than
when gsimilar costs are borne privately.

As is clear in table 8, both total national health costs and medi-
care costs have been rising sharply over the period of madicare’s
history more or less consistently with the way the practice of
health care has changed. In 1981, medicare’s hospital insurance
costs were almost six timea the 1970 level and medical insurance
costs were more than six times the previous lavel. Over the same
period, nonmedicare hos?ital costs (total costs less expenditures
under medicare’s hospital insurance) almost quadrupled and non-
medicare physicians’ services multiplied by almost 3% times. It
should be understood that much of the difference in the rates of
increase in tota) costs is due to the growth and the aging of the
medicare population, and another part derives from the increass in
costs because the disabled and persons with end-stage renal disease
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were covered under the 1972 legislation, rather than to higher
medicare increases in use rates and prices,

Actions To ConTroL CosTs
1972 legislation

While the financial problem facing medicare remains very seri-
ous, a number of actions have been taken by the Federal Govern-
ment aimed at holding down cost increases. The measures have in-
cluded actions aimed both at volume of service and unit costs of
gservices. Action aimed at adding control over the use of services
was taken through the enactment of the PSRO program in 1972, At
the same time, provisions ]imitin%ninc:reases in physician’s fees al-
lowed by medicare were adopted. Increases in physician’s fees were
controlled by an index. Furthermore, in the same legislation, cost
limits were authorized to be applied in determining the hospital
costs that were to be reimbursable. Despite the legislative control
on physician fee increases, medical insurance costs have continued
to rise rapidly because of volume increases and because of leakage
through the controls, The physician fee limitation was applied
without developing a Federal definition of the various services for
which fees were controlled. As a result, an unknown amount of
leakage from control occurred by virtue of new services and
changes in the content of services, including so<alled depackag-
ing—separate charges for parts of a service formerly charged for as
a unit. Yet another source of leakage in the use of the index was
that the index was based in part on the ‘“‘costs’” of practice in a
period when costs increasingly included fringe benefits that physi-
cians allowed to themselves.

One of the problems that accompanies more stringent controls
for physician’s fees is that if the physician bills the patient rather
than billing medicare, the physician is free to char%e any amount
without limit, in effect ghifting more of the costs o mecfi,care-cov-
ered services to the patient, This shift has tended to reduce gradu-
ally the portion of beneficiary costs covered by medicare. This prob-
lem hag inhibited more vigorous medicare action on physician fees.
While the issue of whether assignment should be made mandatory
hags arisen periodically—even before the enactment of the original
medicare law, and is currently under consideration again—concern
about the effect on physician participation and the opposition of or-
ganized medicine have thus far aborted action on this matter. This
18 true even though the billings to patients of the difference be-
tween the physiciang’ total charges and those found reasonable by
medicare have been the subject of the greatest number of com-
plaints by medicare beneficiaries.

At the same time that physician fee ents were made subject
to a fee limit, increasing the degree to which patients would likely
be required to pay a sum in addition to medicare's payment, a limt
was established on the rate of increase in medical ingurance premi-
um rates paid by beneficiaries. The limit was intended to prevent
rises in. part B subscriber premiums from outpacing cash benefit in-
creases and excessively burdening the beneficiaries. As a result of
this limit, beneficiary premiums fell from 50 percent of the total
cost of part B to 25 percent. A step was taken in 1982 to prevent, at
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least temporarily, a further decline in the percentage of premiums
paid by beneficiaries. The recent budget problems seem to have cre-
ated an important countervailing pressure to concern about the
health cost impact on beneficiaries. However, this action to shift
part of the burden to beneficiaries was very controversial and sug-
gests that further, similar shifts will not be easily accepted.

An interesting development related to cost control cceurred with
regard to implementation of the end-stage renal disease legislation.
The digcretion left to the Secretary on this matter was used to ad-
ministratively install relatively strict limits on payments Eer dialy-
gis, to pay physicians treating patients on dialysis either on a
monthly basia or through dialysis facilities, to establish virtually
mandatory assipnment for these patients, and to control the
growth of renal facilities. Legislation providing for prospective pay-
ment for dialysis was enacted in 1981, 2 years before prospective
rates were enacted for hospitals. While expenditures for treatment
of end-stage renal disease have grown rapidly, the comparatively
high growth rate is due chiefly to the increase in the number of
patients treated, primarily because treatment resulted in an in-
creasing number of survivors who suffer the illness. (Rettig, 1980.)
The c¢ost control efforts applied to renal disease appear to have
been relatively suceessful in holding down unit costs,

In addition to the medicare changes, planning legislation was
adopted that wag alse aimed at health costs. One of the goala of
planning was to limit the growth of hospital plant to the necesaary
amount saving the costs associated with excessive plant. (Wolk-
stein, 1977.)

Carter cost containment proposal

The strongest p 1 made thus far for Federal hospital cost
control was included in the Carter cost containment plan, which
wag gimed not merely at limiting Federal costs but at ali the hospi-
tal costs of the country, responding to the idea that health policy
for medicare should pamllell)othat for other population segments,
This plan had two parts.

The ﬁrst;dpart limited hospital revenue increeses each year. It
wag modeled on the economic stabilization program of the Nixon
era. The Carter hospital revenue control measure was accompanied
by & plan to place a limit on capital expenditures for hoapitals on
the theory that limiting the growth of hospital capacity would pro-
vide a long-term limit on costs and force choices on where both cap-
ital and service growth ahould be directed. Part of the theory was
that capital expenditures limitations provided less of & threat to
the financial status of hospitals than coat or ravenue limitations.
Capital limitations deal with future actions that are within hospi-
tal control and may be planned for in advance, while costs and rev-
enues largely flow from decisions made over prior decades and
limiting revenues sometimes imposes an immediate need to cut
gerviced, reduce staffing, and make other difficult or even impossi-
ble changes to keep costs within revenues.

Little enthusiasm developed in support of either of these Carter-
supported measures in the Congress. However, the capital control
ideas have apparently continued to intrigue persons concerned
with health issues and are involved in c¢urrent ¢onsiderations in
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New York, Michigan, and Massachusetts. All-payer controls on hos-
pital costs are incorporated in State programs in New York, New
Jersey, Maryland, Massachusetts, and Maine.

Actiong in 1982 and 1988

The 1972 medicare cost control gctions comprised virtually the
entirety of Federal legislative activities to reduce costs until the
Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA) and the
Social Security Amendments of 198g were enacted. TEFRA includ-
ed a whole miscellany of small cuthacks, including the medical in-
surance premium action previously referred to. However, the 1983
legislation included the substitution of a hospital progpective pay-
ment system for the former reasonable cost basis of reimbursement
and represents, by far, the biggest change in the medicare payment
system in its history. Significantly, the cost control aspect of the
plan is aimed at hospitals, not beneficiaries. Thig plan applies only
to medicare, not to all payers, so that despite tight limits on medi-
care payments under this lJaw, hospitals would have the opportuni-
ty to earn additional revenues from other payers, and this room for
cost, shifting provides something of a relief valve to the hospitals,
However, the proponents of contrels on all hoapital costs arranged
to include in the law a provigion under which States could obtain
waivers from the basic medicare prospective payment plan if they
instituted one that applies to all payers. While the plan is quite
stringent, considerable attention was paid to the presentations of
hospital gpokesmen concerning provisions requireé) to maintain a
vigorous hospital industry, and the legislation meets some of the
concerns of the industry,

Development of prospective rate systems

The prospective payment plan i8 not an unexpected development.
Even before medicare was enacted in 1965, various hospital reim-
bursement approaches were considered. (Wolkstein, 1968.) Howev-
er, no progpective payment iystem had been developed to a degree
that suggested that one could be confident that results would prove
asg acceptable as would a cogt-based plan.

As early as 1977, however, legislation was adopted that permit-
ted medicare to experiment with gystems of incentive reimburse-
ment to see whether research grants might be used to support de-
velopment of a better reimbursement plan. The experiments that
were conducted initially were entirely voluntary. As a result, it
seemed unlikely that an effective cost control plan would be tested
in the course of these experiments. Effectiveness in cost control
would almost certainly produce at least some losers, and no one
could be expected to volunteer to be a loser.

Legislation was proposed in the late 1960’s that would have al-
lowed compulsory participation in medicare experiments, but this
legislation did not gain support. In 1972, however, provision was
made both for State medicaid payment to hospitals to be on bases
other than reasonable cost, as well as authority for the Secretary of
Heaith, Education, and Welfare to analyze the alternate State pay-
ment gystems that were epplied and to develop prospective rate
systems. These provigions trizggered the State moves to test all-
payer cost control systems and allowed the development of the in-

25-823 O—84—%
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formation that has since become available on prospective rate sys-
tems, The States became arenas for testing progpective rate meth-
ods on a compulsory beais with Federal aupport.

In the course of this State and Federal effort, considerable prog-
ress was made on solving a problem that has for years inhiEited
the move to prospective rates. One of the principal concerms about
the application of prospective rates was that the state of the art did
not permit determination of whether a variation in cost between
ingtitutions resulted from differences in efficiency or differences in
services provided, patients served, or quality of service. A prospec-
tive rate system that is cost neutral or cost saving requires a trans-
fer of payments from some providers to others. To be acceptable,
there must be considerable confidence that the pensalized and re-
warded institutions are reasonably selected. As a consequence of
lack of such confidence, the 1972 legislation did not provide for pro-
spective rates but provided instead for a cost-based system applying
coat limits that penalized some hoapitals but gave no rewards. Fur-
thermore, because credible case mix meesures were not available,
the limits were applied only to routine services because the use of
roatine services is not as powerfully affected by patient mix, which
could not be measured well, ag ig that of ancillary services

With the acceptance of a new patient mix measurs came ado
tion this year of a medicare prospective rate system applied to all
services. The new prospective rate system is not a panacea, howev-
er. For one thing, some Ymviders will, lmdoubtedf , find ways to
take advantage of loopholes on the aystem. Also, the system 18 as
open-to increases in coat because of increases in admissions, as oc-
curred under previous law. However, because the new system ig ap-
plied on a stay basis, it normally provides the same payment re-
gardless of the duration of the admission or volume of services pro-
vided within the stay so that some volume increagses are inhibited.
Furthermore, technolofioal changes, one of the factors that has
made cost forecasting for medicare difficult, appears to have been
put much more under control. Major technological improvements,
which change treatment processes will continue to have to be re-
flected ultimately in the prospective rate, but not immediately, so
that expensive c}){anges in technology are also inhibited somewhat,
although changes in the mix of admigsions will continue the move
toward more complex DRG’s with higher payment rates. Overall,
the rate of future increanses would seem to have been made more
predictable in relation to general inflation under the new plan.

The final word on whether the plan will remain essentially as
enacted depends on the acceptability of the reward and penalty
system of tE: new legislation when it ig tested ont in practice. Even
it accepted in principle, considerable further adjustments to im-
prove the ratesetting technigues would not be surprising, especiall
if, as B congequence of penalties, access of patients to care is consid-
ered undesirably hampered in some localities.

Furthermore, the law provides considerable leeway for adminis-
trative discretion on the level of allowances to be made in future

ears for increasing payment rates to reflect cost increases result-
Ing f{rom service improvement. Actuarial forecests require predic-
tion of how this leeway will be used over the years sg administra-
tors in power change. In other words, public policy remains a pri-
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mary factor establishing future costs. Forecasting in this area
geems to fall more nearly into the realm of politics or social science
or, perhaps, the reading of tea leaves than it does into actuarial sci-
ence.

FiNnanNcING IMPLICATIONS OF MEDpICARE Poricy

The policy (or at least intentions) behind medicare legislation
and administrative action has played and will continue to consti-
tute the most important factor determining the financial status
and impact of the medicare program, The use and cost of health
services are not based on some scientifically determinable physical
or natural law, but derive from the policy path the country decides,
explicity or implicitly, to take. Despite the new prospective pay-
ment legislation, the largely implicit policies that we follow In
health care explain to a congiderable degree our present health fi-
nancing predicament and suggest that our problem with financing
medicare will not be easily solved in the future. These unstated
policies include:

General health policy

1. Taking a very short-term and pragmatic view to health cost
goals—not seeking to establish any policy or course of implementa-
tion &s to the intented portion of national income to be spent for
health for the United States or the portion of the Federal hudget to
be spent on health care, except on a year-to-year basis,

2, Placing relatively high priority on health expenditures, com-
pared with those for other purposes and providing support for
making available the full available technology to preserve life and
normal function, almost without regard to cost (witness recent
public reaction to liver transplents), Public perception of health
services seems different from its attitude toward other services.

3. Supporting adequate hospital financing for essentially all hos-
pitals, deapite their costs, to assure the people access to the services
they may require.

Medicare policy

1. Providing medicare beneficiaries with health insurance cover-
age as good a8 is generally provided to the employed populations,
thereby providing medicare beneficiaries with reasonably equal
access to mainstream medical care.

2. Avoiding making significant shifta of costs from taxpayers to
beneficiaries.

3. Deferring tax increases or other unpleasant actions to balance
outgo and income of the hospital insurance trust fund until the last
possible date, possibly implying a lack of confidence in the reliabil-
ity of the forecasts.

As long as these policies hold, the Nation must be prepared to
meet the rising financial demands that flow from its essentially
generous health policy. The pragmatic and short-term expenditures
policy will, in all likelihcod, require periodic adjustment to financ-
ing provisions to rnatch them to costs, Because it will remain im-
possible to predict long-term costs with accuracy, it seems equally
impossible to legislate a definitive long-term financing plan. In



other words, relatively frequent readjustments of the financing pro-
visions of the medicare system will likely continue to be a regular
feature of the program well into the future. Only a very unexpect-
ed, to me at least, change in public policy toward support for
health care can change this scenario.

TABLE 2.—EMPLOYEE CONTRIBUTION RATE SCHEDULES

[l percent]

19652t 19678t  JO72mct  Corvent bw
L966.....c.ooreeerercersceseseneseassermssossesevessessaons 13K YO
L0687 11 ereerere e coreermeonase e roraebasbee e )
L[ 2 .50 060 .o
1973 1o mrrnesrmcmri i e e riss st sesesps s e 55 .65 | 1))
|G 1 YO 55 65 1.00 0.90
LT6=T7 v crrrnrrecsmsresnasascorstvosmemsesitornianston .60 10 1.00 .90
LO78 it seenimresserssmseasserne .60 g0 1.25 1.05
L) 60 70 1.25 1.05
1980 ..ot coeervmrissssmsss s rasaesarstare 10 .80 1.25 1.05
198184 70 80 1.35 1.30
L9851 seeeses s emes s srcasasssmseenees 10 80 1.35 135
TOBB ..ot e cenees s srcecaneeescose s e treees .70 80 1.45 1.45
1987 and After....cocresenrusmmersicoronsroneemimresens .80 90 1.4% 1.45

TABLE 3.—NATIONAL HEALTH EXPENDITURES AND MEDICARE EXPENDITURES
(Doflrs in billons)

Percent-
Toal o Mgt e WM Hen o ed
B clams ins.

1960 ...cvvvvvocvecoe $26.9 53 0 357 820 s
1965 ..oooocres 41.7 6.0 139 BY e s
1970 JA] 15 2718 43§74 $53 §2)
1975 1327 86 521 249 160 116 4.4
1980.....ccorn 249.0 95 1004 468 368 206 107
1981 ..o 286.6 98 1180 548 436 307 129

\ For periods ending June 30,

Source: Waldo and Gibson, 1982, and Board of Trusiees Fadera) Hospisl and Supplementary Medicat
isurance Trust Funds.
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RESTRUCTURING MEDICARE BENEFITS

(By WiLriam C. Hstao, Harvard University, and
Nancy L. KgLLy, Policy Analysis Inc.)

InTRODUCTION

Close behind the crisis over the financing of the social security
system has arisen a similar concern about the fiscal solvency of the
medicare program. The past several years particularly have wit-
nessed a serious erosion of the medicare trust funds, brought about
by sustained high rates of increase in benefit payments that have
not been matched by intreases in revenues paid into the medicare
Sﬁstem. The increased benefit paymenta have resulted mostly from
the rapid rise in mediecal costs, rather than the expansion of pro-
gram benefits. The outcome of these trends, according to the Con-
gresgional Budget Office,® will be a deficit in the Hospital Insur-
ance Trust Fund, one of the two that finances medicare. CBO pro-
jects that the deficit could occur as early as 1987 and that the
annual deficit in year 1990 could be 317 billion, increasing to $61
billion in 1995.

This projected deficit has already prompted the Congress and the
American people to focus their attention on the medicare program.
Three general approaches to solving medicare’s financial problems
are likely to be considered: Stricter controls on payments to provid-
ers of service (the supply-side approach); more stringent financial
requirements for medicare beneficiaries (the demand-side ap-
proach), and an increase in revenues through higher taxes, in-
creased premium paymentas, or increased allocation of general reve-
nue funds to medicare. With the projected annual Federal deficit of
$200 billion, the amount of additional Federal resources that could
be allocated to medicare would be severely limited, The eventual
solution, therefore, would likely invelve a combination of all these
approaches. The debate about the various options presents an ex-
cellent opportunity to reexamine medicare’s structure and to con-
sider some fundamental reformas.

Medicare was legislated almost 20 years ago. Rapid changes have
taken place in health care during the interveming years. There
have been dramatic changes in the health care delivery system,
Numbers of physicians per capita have increased greatly, and
access to health services has improved considerably, Developments
in medical technology have accelerated. HMO’s have spread, and
for-profit firms are playing a greater role. Consequently, the antici-
pated crisis in medicare financing can be viewed as a stimulus to

' Paul B, Ginsburg and Marilyn Moon, “An Introduction to the Medicare Financing Problem,”
in Bubcomrnittes on Health of the Committee on Ways and Means, U.9. House of Represantn-
tives, Conference on the Future of Madicare 98th Congress, lat sesslon (Nov. 29, 1583) pp. 6-T.

(80>



31

restructure the program, in light of our increased knowledge, for a
changed environment. _

While other papers focus on the supply-side solutions and new fi-
nancing methods for medicare, this paper focuses on the demand-
side approaches. It addresses the options for restructuring benefici-
aries’ financial participation in the program. Such a restructuring
should serve two purposes: to improve the efficiency of the health
care system, and to reduce the anticipated deficit. We view changes
in the cost sharing provisions of the medicare program to be an im-
portant component of any overall policy changes that are made to
solve the program’s fiscal problems, but we believe that such
changes should only be part of a multifaceted strategy.

Tur CURRENT PROGRAM BENEFIT STRUCTURE AND COST-SHARING
PROVISIONS

The medicare program is designed to finance acute medical care,
mainly for elderly Americans. The program is divided into two
parts: hospital insurance [HI] and supplementary medical insur-
ance [SMI]. The HI component covers short-term hospitalization,
gkilled nursing care, and home health gervices, while the SMI por-
tion covers physicians’ services, outpatient hogpital care and labo-
ratory fees, as well as home health care. The program does not
cover long-term nursing home care, dental care, or outpatient
drugs.

Cost sharing i8 now imposed on medicare beneficiaries who use
medical services. Under HI, a deductible amount approximately
equal to the cost of the day in a hospital ($356 in 1984) must be
paid by beneficiaries who are hospitalized. Apart from this deduct-
ible, the HI program pays in full the cost of the firat 60 days of
hospitalization for an episode of illness. From the 61st through the
90th days, a copayment of $89 per day (again, as of 1984) is re-
quired. Beyond the 30th day, each beneficiary has a lifetime re-
ser\ée of 60 additional days but is aseessed $178 for each day that is
used.

HI also covers up to 100 posthospital days in a skilled nursing
facility [SNF]. After 20 days, the beneficiary is required to pay an
amount per day that is equal to 12.5 percent of the inpatient hospi-
tal deductible ($44.50 in 1984)

Under SMI, beneficiaries are responsible for an annual deduct-
ible of $75, beyond which medicare pays 80 percent of the reason-
able charges for covered services. If the provider’s charges are rea-
sonable according to medicare standards, then the patient’s share
will be 20 percent of the total. If they exceed such standards, how-
ever, the beneficiary is liable for the excess amount in addition to
his or her 20-percent share, except when the physician accepts as-
gignment.

State medicaid programs frequently serve to complement medi-
care for the poorest elderly. Medicaid may finance cost-sharing
amounts, as well as other noncovered services, for eligible medicare
beneficiaries who are too poor to pay these bills.
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ArGUMENTS FOR CoOST SHARING

Patient cost sharing, the direct payment by consumers of some
portion of the costs for medical care at the time of use, has been a
topic of controversy throughout the long debate on insuring medi-
cal services. As the inflation in medical costs continues, observers
have become increasingly pessimistic about the likely success of
regulatory efforts. Attention has turned to the demand side, and to
the potential benefits of cost sharing. Cost sharing promises econo-
my; numerous empirical studies have found that cost sharing en-
courages reductions in the excessive use of medical services and
makes the medical aystemn easier to police.?

Several sound arguments justified the design of medicare's cost-
sharing provisions. First, cost sharing reduces the cost of the pro-
gram to the Government. Because the program must be financed
through taxes or other revenues, one that is without cost-gsharing
provisions would require greater amounts of taxes or a reduction in
funds available for other Federal programs. The use of cost sharing
thus permits medicare to cover a broader range of gervices than
would otherwise he posaible,

Second, cost sharing makes the consumer coat conscious, discour-
aging the unnecessary use of gervices. Deductiblegs and eoinsurance
provide patients and phyeicians with an incentive to choose the
most cost-effective forms of care. Without cost sharing, the burden
of monitoring the appropriateness of care must be borne entirely
by regulatory agencies. As discussed in the next section, consider-
able evidence has accumulated that the presence of cost sharing
has a substantial effect on patients' overall demand for services ag
well as the mixture of services obtained. Cost sharing is increasing-
ly recognized as an effective means of reducing inflation and pro-
viding incentives for the effective use of resources.

Discussions about the effect of cost sharing on demand for health
gervices assume that patients initiate demand or that physicians
act as their perfect agents. In fact, we do not know how well the
agency relationship operates. As described later in this section, it
has been argued that physiciang are affected only indirectly by the
cost-sharing requirements of their patients and, consequently, that
cost sharing may not affect demand. However, it can also be
ariued that these indirect effects are sufficient to alter physiciang'
behavior ag well as that of their patients. Physicians are generally
aware of the financial implications of their decisions for their pa-
tients and may take that information into account in developing
treatment protocols. The empirical studies of the effects of cost
sharing on demand, reviewed in the next section, measured the
total effects of cost sharing, without regard to whether that
demand wag patient or physician initiated.

Related to this is the potential effect of cost sharing on the medi-
cal care market. Cost sharing should induce patients to shop for
the least expensive providers who can deliver services of acceptable
quality at minimum cost. When patients shop for the least costly
providers, competitive market pressures are pgenerated among

: Conrad and Theodore R. Marmor, “Patient Cost Sharing,” in Judith Feder et al.
{eda ), National Health Insurance: Conflicting Goals and Policy Choices (Urban Institule, 1880).
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them. The lower cost, presumably more efficient providers would
attract more patients, while the higher cost, less efficient providers
would lose patients, Market pressures would therefore force the
high-cost providers to improve the efficiency with which they deliv-
er medical services.

Finally, the high deductible incorporated in the HI program is
intended to encourage patients to seek outpatient treatment in-
stead of inpatient hospital care. [t is also intended to deter unneces-
sary use of skilled nursing facilities. Because elderly people are
more likely to suffer from chronic illness, there may be a tendency
to admit elderly patients into skilled nursing facilities (SNF'q) for
custodial care. To reduce the inappropriate use of SNF, a 3-day hos-
pitalization i8 required before a beneficiary becomes eligible for
SNF benefits.

ArgumenTs Agamvst Cost SHARING

In response to these arguments in favor of cost sharing, critics
have pointed out that cost sharing may well deter utilization, but
in doing so, discourage patients from obtaining necessary services,
The deterrent effects on utilization could adversely affect patients’
health and reduce the quality of care they received. As a regult of
cost sharing, patients may delay treatment until an illness becomes
so gevere that the total cost of treatment is higher than it would
have been if prompt treatment had been sought. Similarly, physi-
cians may withhold necessary tests which would have correctly di-
agnosed the disease in time to treat it effectively.

Some argue that patients have insufficient knowledge to make
rational ealculations of the benefits and costs of their treatment
choices. Moreover, patients seldom know in advance what treat-
ment they will need and thus cannot determine its cost. Physi-
cians, who presumbly possess more information, are only indirectly
affected by the price facing their patients. As a result, it is argued,
cost sharing would not generate sufficient competitive pressure in
the marketplace to promote efficiency.

Another major criticism of cost sharing relates to equity. A uni-
form deductible or coingurance rate would place a greater burden
on the poor than on high-income familiea. Cn the other hand, if the
cost sharing is related to family income levels, program adminiatra-
tion would become more complicated and costly.

Finally, the critics argue that in the presence of cost sharing, in-
dividuals will purchase supplementary insurance to reduce their
out-of-pocket medical expenses. This could mitigate any effects on
the demand for services that cost sharing may bring about. For
medicare beneficiaries, private insurers have offered medigap poli-
cies. They are designed to cover the gaps in medicare coverage,
such as the deductible and coinsurance amounts, and uncovered
hospital days. Medigap policies have been purchased by a sizable
proportion of medicare eligibles. This demonstrates that benefici-
aries are risk-averse toward catastrophic expenditures and/or
desire first dollar comprehensive insurance coverage,
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ReGULATING CONSUMER BEHAVIOR IN THE PRESENCE OF INSURANCE:
A REVIEW OF THE EMPIRICAL STUDIES

The availability of health insurance through medicare would be
expected to increase beneficiaries’ demand for medical services. Be-
cause medicare provides broad coverage of hospital care and physi-
ciang' services, participants in the program are made to feel better
off for having this insurance policy. This results in two effects: So-
called moral hezard, and a price effect. Moral hazard relates to spe-
cific behavioral responses to the incentive created by insurance
coverage. Bacause of the availability of inaurance, people may alter
aspects of their lifestyles that will adversely affect their health, in
the knowledge that they would be cared for if they become ill, For
example, they may decide not to stop smoking or to lose weight,
which they might have done if they or their families had been di-
rectly reaponsible for the financial consequences of associated ill-
nesses.

Related to this, medicare causes medical care prices to seem
lower than the actual value of the resources employed. This so-
called price effect will also provide a motivation for medicare
beneficiaries to obtain more services than they would if they had to
pay the full cost. The price effect would not be very important if
the consumption of medical services were determined only by medi-
cal need. The influence of economic factors, such as insurance cov-
erage, on utilization levels has been well documented, however,

A number of empirical studies have attempted to evaluate the
quantitative effect of cost sharing on the utilization of health serv-
ices. Doing 80 is normally difficult, due to the usual absence of a
suitable control population. Among the researchers who have been
able to identify an appropriate control group are Scitovsky and
Snyder, ¢ Phelps and Newhouse, ® Enterline et al.,¢ Beck, ? Roemer
e? ?l}.,’ Scitovsky and McCall, ® and most recently, Newhouse, et
a .

The evidence strongly indicates that coinsurance significantly af-
fects consumers’ usge of health services. The general conclusion has
been that the more consumers must pay out of their own pockets,
the fewer gervices—particularly outpatient physicians’ services—
they will demand. For example, Scitovsky anc{ Snyder examined
the utilization patterns of the subscribers to a medical plan before
and after a 25-percent coinsurance provision was instituted. They

3 8ee, for eﬂmrh. C. E. Phalmand d. P, Nswhouse, "Ooh-mn%oé tha Prioe of Time, and the
Demand for Medicel Servicee,” Review of Economica and Statistica 56:384-42, (1874). o

‘A A Solto and N. M. Sl&dar, "Effect of Coinsurance on Use of Physician Sarvices,”
Social Security Bulletin 36:3-19 (1972).

2C, E. Phelpe and Jd. P. Newhouss, “Effects of Coingurance: a Multivariate Analysis,” Bocial
Soourity Bulletin 36:20-9 (1872), .

SP. E. Enterline, v. Sallser, A. D, McDonald, and J. C, MeDonald, “The Distribution of Medi-
cal Services Nefora and Aler ‘Free’ Medical Care—The Quebec Experienca.” New Bngland Jour-
nal of Medicina 289:1174-8 (1979).

Q'qR. G. Neck, “The Effecta of Co-Payment on the Poor,” Journel of Human Reaourcea £:125-42
1974).

M. L Roomer, C. E. Hopking, L. Carr, and F. Gartside, “Copaymonts {or Ambulatory Care:
Penny-Wise and Pound-Foolish," Medical Care 13:457-66 (1975). L. .

"A. A, Scitovaky and N. Mcall. “Coinsurance snd the Demand for Physician Services: Four
Yeore Later,” Socta) ity Balletn 40:10-27 (1977).

'*). P. Newhouse, W. G, Manning, C. N. Morrig, L. L. Orr, et al. “Some Interim Results from
go(bggr]olr;ﬁg'a\-iul of Cost Sharing in Health Insurance,” New England Journa) of Medicine
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determined that physician services per subacriber fell by 24 percent
after the coinsurance provisions took effect. Phelps and Newhouse
analyzed the same data and concluded that the decline in physi-
cian visits amounted to 1.37 per person per year after other sub-
seriber characteristics had been taken into account. In a followup
study, Scitoveky and McCall determined that the lower use rates
registered scon after the coinsurance took effect were maintained
during subsequent years, indicating that the earlier changes had
not been a short-term phenomenon.

Several other studies have assessed the effects of changes in the
cost sharing provisions of Government medical care programs. Two
of these studies are Canadian. Enterline et al. studied the effects of
providing free medical care in the Province of Quebec, which was
begun in 1970. They found that per capita ?hysician vigits re-
mained constant, but that the distribution of persons receiving
services shifted markedly to lower income groups. Accompanying
these shifts was an increase in the percentage of selected condi-
tions for which people consulted a doctor, a near doubling of the
waiting time for a doctor’s appointment, and an increase in waiting
time in the doctor’s office. Beck evaluated the introduction of co-
¥ayment in Saskatchewan in 1968, as it affected poor families. He
ound that the copayments of $1.50 for physician office visits and
$2 for home, emergency, and hospital outpatient visits reduced the
use of physicians’ services by the poor by 18 percent. This was sub-
stantially greater than the estimated 6-7-percent reduction by the
general population, although the suthor could not determine for
either group how much of the reductions was attributable to de-
clines in unnecessary care. Finally, Roemer, et al. examined the ef
fects of a copayment experiment involving medicaid beneficiaries
in California. They found that, at first, utilization of ambulatory
ﬁhysician visits declined when copayments were introduced. Later,

owever, hosFitalization rates rose, which they interprefed as evi-
dence of neglect of early medical care resulting from the institu-
tion of copayments.

The most recent, and most generalizable, research on the subject
of copayments is that reported by Newhouse et al. from the Rand
study. Data for this assessment were drawn from a randomized
controlled trial of alternative health insurance coverages. The cov-
erages varied widely in their coinsurance provisions, which ranged
from no coinsurance—that is, free care—to 95-percent coinsurance.
The latter type of coverage resembled a catastrophic health insur-
ance policy, Coingurance provisions were coupled with limits on the
total expenditures for which a family would be liable. The limits
were generally related to family income.

A number of important findings grew out of the Newhouse et al.
study. Overall, the authors found that per capita expenditures for
inpatient and ambulatory services rose steadily as coingurance de-
creaged. Persons receiving free care incurred expenditures that
were about 60 percent higher than those for people with cata-
strophic coverage. Newhouse et al. found no evidence to support
the Roemer et al. conclusion that high-deductible plans are ulti-
mately more costly because they encourage neglect of illnesses and
consequently result in higher hospitalization rates. In fact, they
found that the probability of hospitalization was highest for per-



gons receiving free care. Finally, they concluded that the poor were
not disproportionately affected by cost sharing, though they would
have been had the cost sharing not been related to family income.

In a recent article, Brook et al.’* reported the impacts of cost
sharing on adults health observed in the Rand study. Adulis age
14-61 who were free of disability that precluded work who had
been randomly assigned to pay a share of their medical expenses
used approximately one-third less physician and hospital services
than those who received free care. For persons with poor vision
and for low-income persons with high blood pressure, free care
brought on improvement in health status. For the average partici-
pant in the Rand study, no significant effects were detected on
eight measures of health status. These observations may have lim-
ited applicability to the medicare population because thev were
made on relatively healthy adults under the age of 65. Also the ob-
servations were based on a limited number of measures for health.

The empirical literature, as we have noted, supports a definitive
conclusion that the more medical care is covered by insurance, the
more services will be used and, conversely, the greater the propor-
tion of costs patients must assume, the fewer services they will
seek. These patterna appear to apply to ambulatory care—and es-
pecially to physician vigits—more than hospitalization, though the
two are related. What is still not clear is the interpretation of the
patterns observed. Consequently, the longstanding question thus
still remains unanswered: Is there too much use with full coverage,
or too little with high coinsurance rates? The evidence that is
available suggests that both may be true to some extent.

ProsLEms Wrra THE CURRENT MEDICARE Cost Suaring Provisions

As we have noted, there are a number of strong arguments for
incorporating c¢ost-sharing provisions into insurance programs.
Medicare’s experience, however, has demonstrated that the behav-
ioral responges of both beneficiaries and providers can largely
offset the intended benefits of cost sharing, Such responaes can now
be seen as a result of the faulty design of the medicare benefit
structure and of the market imperfections that were not well un-
derstood in the mid-1960’s, when medicare was enacted.

A major flaw of medicare’s benefit structure is that it violates
the primary purpose of insurance: To protect the beneficiary from
financial ruin, The cost-sharing provisions of HI and SM? leave
beneficiaries to face unlimited liabilities in the event of catastroph-
ic illness. Under HI, patients are required to pay the full hospital
coat after 150 days of hospitalization, after they have already paid
high cost sharing amounts beginning on the 9lst day. In addition,
SMI requires patients to pay 20 percent of reasonable charges for
physician visits and other outpatient services. For expensive sur-
gery, the 20 percent cost sharing requirement could represent a sig-
nificant drain on a patient’s financigl resources. Consequently, the
risk of substantial financial loss, however small it might be, would

41 Thig article, Brook et al. “Does Free Care Improve Adulia’ Hea)th? Results from a Random-
jzed Controlled Trial” New England Journal of Medicine, vol, 309:1426-1434 (Dec. 8, 1983), was
published after the Confarence on the Future of Meadicina, We included it because of ite rel
evance to our paper.



37

encourage beneficiaries to buy supplementary insurance coverage.
This flaw in medicare’s benefit structure helped to create the
demand for medigap ingurance.

Medigap, as mentioned earlier, is the supplementary insurance
sold by private insurers to finance the cost sharing under HI and
SMI. Two-thirds of medicare beneficiaries have voluntarily pur-
chased this coverage.!'? Medigap premium rates are high. For ex-
ample, the 1983 premium rate in Massachusetts is $412.1% By as-
suming financial responsibility for cost sharing amounts, medigap
works to offset the cost-consciousness that medicare’s cost sharing
provisiong were intended to encourage. Medicare benefits, there-
fore, must be restructured before the cost-sharing provisions will
function in the manner intended.

A second major flaw in the medicare cost-sharing provisions is
that they were designed under the assumption that beneficiaries
will have adequate information about the relative cost of services
rendered by different providers as well as the alternative modes of
care that would be available in treating an illness, The reality,
however, is that patients lack adequate information about the fees
charged by physicians and prices charged by hospitals. Such infor-
mation is not readily available. More importantly, it is usually the
physician who makes the decisions about what tests should be
done, what procedures should be performed, and where the patient
ghould be hospitalized. While the patient normally makes the ini-
tial selection of a physician and decides when to consult him, sub-
sequent decisions are mostly made by the physician acting as the

atient’s agent, Both patients and physicians lack comparative in-
ormation about, the cost of tests, medical procedures and hospifal
care as well as their effectiveness. As a result, even when cost-shar-
ing is paid directly by the patient (that is, unsupplemented by pri-
vate ingsurance), neither the patient nor the physician may be able
to invest the resources required to obtain.the data necessary to
make well-informed choices.

Price VAriaTION AMONG PROVIDERS OF SERVICE

Within the same market area, there is substantial variation in
the prices charged by hospitals and physicians for what appear to
be the same services, There are many reasons for these charge dif-
ferences. Some result from real product differences that may lead
to different health outcomes. Others result from differences in
amenities or other factors that affect the cost of the service but
masz not influence the outcome,

me differences in charges arise because of the differences in
fechnical competence among providers. For exarmple, a cardiovascu-
lar surgeon with a high success rate in performing coronary artery
bypass surgery i9 likely to charge more than another gurgeon who
has a lower success rate. The more successful surgeon can charge
higher prices because more patients are attracted to him or her by
his reputation and by physician referrals. He or she can raise his
prices and still maintain a satisfactory patient demand. In con-

18 Congreass of the United States. {onal W‘L Office. “Changing the Structure of
Madicare Benefits: Issues and ione” rch 1883). p. nging
4 Boston Clobe, Aug. 81, 1983,



trast, a less successful surgeon may not be able to maintain a satis-
factory patient demand if he raises hig prices, Higher fees, howev-
er, are not necessarily associated with better medical care. Many
less successful physicians are able to charge high fees because pa-
tients lack sufficient knowledge to evaluate doctors’ technical capa-
bilities. Moreover, patients and physicians alike find it difficult to
obtain accurate information on physicians’ charges. Often, the cost
of obtaining information will be very high because the patient has
to sample the services of a physician before he can obtain sufficient
information about both his charges and his competence. Conse-
quently, patients often base their selection of doctors on factors
other than price.

Other charge differences are due to the different amenities of-
fered by providers, such as air-conditioned buildings, carpeted
floors, and gourmet cooking, Some physicians may have higher
costs because they have more attractive waiting rooms, more cour-
teous secretaries, designer dressing gowns, well-located offices, and
so forth. These differences will not necessarily affect the health
conditions of patients, yet they will increase the satisfaction of pa-
tients when they get care.

Lastly, both hospitals and physicians have different production
costs because of the variation in their managerial capabilities and
in the scope of their activities. Management of health care institu-
tions has not received close attention until recently. Some institu-
tions are well-managed while others are operated very inefficiently,
and these differences can produce wide variation in the cost of
gervices provided. Other cost differences arise because of differ-
ences in the scope of activities performed. An important example
concerns teaching and nonteaching hospitals. Apart from quality of
care differences, costs may vary between the two groups because
teaching hospitals are involved in education and research activities
that are not performed in nonteaching facilities. Many of these ac-
tivities benefit society at large, although they are financed primar-
ily by patients (or by insurance plans on their behalf).

Examples of inter-provider price variation are shown on tables 1
and 2. Table 1 illustrates the allowed charges for selected diagno-
sis-related groups (DRG’s) by hospitals within a single county in
New Jersey. Comparisons of these data indicate that, for a given
DRG, allowed rates could vary by approximately 100 percent. For
example, the allowed charge for angina (medical) in the lowest cost
hospital was $1,960, and the highest cost hospital, $3,646. Wide
variation in hospital reimbursement rates are found for most pro-
cedures,



TABLE 1.—COMPARISON OF REIMBURSEMENT RATES FOR SELECTED DRG'S IN ESSEX
COUNTY, N.J,, 1981

[Amounts In dolars]

Range of reimbursement
DRG category
Low Average High
Vaginal defivery, without complications .......owevereee 1,114 1,411 2,004
Cesarean section, without complications or comorbi-

Y srvvrerrsreessecereesessasmsrssssssssssesssasrsessmssssaessssssesssenes 1,799 2,339 3,609
Angina, medical e e s 1,960 2,641 3,646
Lens, surgical. T 1,201 1,504 2,180
Back disorder, MeiCal . ... uecsmsvsensenrisssesssssnenessissssarnne 1,807 2,141 3,063
Gastrointestinal disorder, age 69 or less, with comor-

BIGIY vvvvvveen e ommmssessereseenast s 709 967 1,521

Source: Authors' fabulation of data provided by the New Jersey Depariment of Health. The DRG rates are
partly based on each hospital's actual cost and partly on the State’s average cost. Therefore, 1he differences in
actual cos! among hospilals are greater Ihan the rales Shown,

Still greater variation exists among physicians who practice in
the same geographic area. Table 2 illustrates the differences in
physiciang’ charges for three frequently performed procedures.
These data reveal that charges can vary by more than 100 percent
in the same geographical area for surgical services and by as much
as 200 percent for medical services.

TABLE 2.——COMPARISON OF PHYSICIAN FEES FOR SELECTED PROCEDURES IN SEVERAL
COMMUNITIES IN CALIFORNIA

[Amounts in dollars]
Procedures and communities Low High
1. Normal delivery:
Alameda County, Galif, ..........oorcreeeeercrsrecseenscssssssnes 500 950
Los Angeles, DIStct NO. 1......ooovvr oo 500 1,150
Los Angeles, District No. 10.........vrcvrreccsmnenrinnnns 500 950
San Francisco, Area No. 3........ 575 1,050
2. Hemorrhoidectomy, complete:
Alameda County, Calit. 550 800
Los Angeles, DISCE NO. L..veoreverrcceneececererr ormarssnressessss 450 1,050
Los Angeles, District No. 10, 500 900
San Francisco, Area NO. 3.....vuvuseuusssmssssessserssssissssssens 500 950
3. Initial office visit—cnmrlete physical and history:
Alameda County, Calll. ..........rvvvvevreenssinsnscereccrrseansnons 90 150
Los Angeles, DIStrict NO. Lo icsrremmmmssresssssessssenses 50 130
Los Angeles, District No. 10 . 50 140
San Francisco, Area No. 3 50 150

~ Source: Witam C, Hsiso, “Pattems of Physcians Changes: _Implications for Polley.” Proceedings of
Conference on Rﬁﬂiﬂiﬂ; Heatth Care Costs. US, Heshh Care Financing Administration, Washington, B.C,
Seplember 1978, The 1971 fees are updated to 1982 prices.
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The presence of such price variation and of so many reasons for
cost differences raises an important public policy question: What
charges are appropriate for a compulsory social insurance program,
such as medicare, to pay? In our view, patients and physicians
should continue to make choices about how best {o obtain medical
services. However, they should do so in light of vastly increased in-
formation and with enhanced incentives to make appropriate
choices. Currently, as we have noted, there is little information and
there are few incentives. In fact, given the flat deductible and coin-
surance amounts required for hospital care, the current system en-
courages patients to use the most expensive hospitals. The chal-
lenge facing the designers of a benefit structure is to provide en-
hanced incentives for the appropriate use of services while at the
same time maintaining the patient’s financial access to care. As
part of this process, it is imperative that medicare provide iis
beneficiaries with adequate information on which to base their
choices, so that self-rationing results in outcomes that benefit con-
sumers and the program alike.

Prorosed Rerorms

Medicare’s financial problems are complex. There are a number
of underlying causes, including the flawed benefit structure, the
open checkbooke provided to hospitals and physicians who can fill
in any amount they want, and the legal and professional independ-
ence given to physicians in making medical decisions. As we con-
tinue to emphagize, no one solution can solve all of these problems.
Stricter regulation of providers is one partial remedy. Raising taxes
18 another. Restructuring medicare benefits is yet another. Each of
these remedies can address some part of medicare’s financial diffi-
culties, and can contribute to reducing the overall inflation in
medical costs. No single remedy, of course, will be a panacea.

With respect to benefit restructuring, we believe that such a re-
structuring should take place to achieve several primary objectives.
First, the altered benefit structure should provié)e financial protec-
tion to beneficiaries and access to the medical services they need
but cannot afford. Second, the structure should be designed to en-
courage the efficient production of medical services and to reduce
unnecessary medical care. Third, the benefits should be provided
on an equitable hasis. If patients have to share in the cost of medi-
cal care, they should do so according to their ability to pay. Fourth,
bhenefits should be restructured to achieve savings in program out-
lays. Finally, the structure of medicare benefits should be designed
to minimize the benficiaries’ need to supplement thoge benefits
with private insurance.

The primary purpose of any insurance plan is to protect the in-
sured from financial catastrophe. The current benefit structure, as
we have noted, fails to serve this purpose when it leaves benefici-
aries with unlimited liabilities. This flaw can be remedied by limit-
ing the patient’s share of medical costs. Equity considerations, how-
ever, necessitate that the limit be linked to beneficiaries’ family
income. In order to achieve Federal savings from an increase in
cost sharing as well a8 an equitable distribution of the cost-sharing
burden, we have developed a set of proposed revisions. The concep-
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tual framework for those modificatione is presented below. Specific
rates and amounts are provided mainly for illustrative purposes.

Health insurance

Uniform deductibles and coinsurance would be replaced by
amounts that would vary according to provider cost category, as de-
seribed below. The 1-day deductibla for hespital care would be re-
tained, but it would bhe based directly on each hospital’s actual
charges. From days 2 through 60, coinsurance rates of zero, 10, or
20 percent of chargea would be asseseed, depending on the hospi-
tal's cost category. Similarly, for skilled nursing facilities, a 25-per-
cent copayment would be required after 20 days of care, which
again would be based upon the actual charges of each SNF.

Supplementary medical insurance

An annual deductible of $100 per heneficiary would become effec-
tive January 1, 1984. The deductible amount would thereafter be
indexed annually, according to the physician price index. Coinsur-
ance rates would again be tied to the provider fee category. The co-
insurance rate would be 10, 25, or 40 percent of charges exceeding
the deductible, depending on the fee category of physician from
whom the care was received.

Maximum limit on cost sharing

An income-related limit would be placed on each beneficiary’s
overall liability for the cost of covered services (HI and SMI com-
bined). For those with family incomes below $10,00¢ per year, the
limit would be $1,000. For those in the $10,000 to $20,000 income
range, the limit would be $2,000. For all others, the limit would
rige to $4,000. 1

Prior to implementing these provisions, the Federal Government
would classify hospitals and physicians into three broad categories.
In each region {such as a health service area), hospitals would be
grouped into high-, intermediate-, and low-cost facilities, based on
the prior year'’s average cost for selected DRG’s. The information
needed to construct these categories is already being collected by
hogpitals and by the Government as part of the recently imple-
mented DRG-based reimbursement system for hospitals. Patients
would then pay a different coinsurance rate depending on the cost
category of the hospital in which their care was received. These
price comparisons of area hospitals should be widely disseminated
to consumers and physicians

Some patients may have to he hospitalized in higher cost facili-
ties for sound medical reasona. Under our system, these patients
would have to pay a higher coinsurance rate, but their liabilities
would be limited by a ceiling. Other patients may choose to go to
higher cost facilities for convenience, better amenities, or because a
particular physician uses that facility, If they made that choice,
however, they would have to pay more.

"“In order to vemove the "notgh problem’” for thome with family incomes batwean $10,000 and
$12,000 and $20,000 to $24,000, the maximum limit would riee above tha $1,000 and 2,000
levels, regpectively, by one dollar for ove-gﬂtwo dollar increese in femily incomoe, Also, these
dollars ehould be ndexed to the Consumer Price Index.

20323 O—Bd——1
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Our proposed system would provide consumers with an incentive
to weigh the costs and benefits of selecting the highar versus lower
cost hospitals. In the long run, the informed choices may be pa-
tients directly or through their physicians could exert significant
market pressures on hospitals to economize. Prestige and sophisti-
cation would not be the sole criteria for patients and physicians in
aelecting a hospital, as they frequently are now. Cost and efficiency
will also be considered. These decentralized market pressures could
yield large dividends to the Nation in reducing waste, duplication
and unnecessary services.

Our proposed plan would also require the Federal Government to
classify physicians into three broad price categories: high, interme-
diate, and low. The amount of cost sharing would then vary accord-
ing to the price category of physician from whom care is received.
The criteria for the classification would be based on the fees
charged for selected commonly performed procedures. The classifi-
cation of physicians would again be done by service area, and the
category to which each physician belongs would be widely dissemi-
nated to all consumers.

Cur proposed modifications to the medicare benefit structure
were designed to apply to patients and providers participating in
the traditional fee-for-service system, as the vast majority do. We
propose that different provisions apply to participants in alterna-
tive financing and delivery syastems that aim to provide health care
gervices in a more efficient and cost-effective manner, such as
health maintenance organizations [HMO’s]. Qualified providers
would be exempted from the Government's categorization scheme,
and beneficiaries who choose to enroll in such systems would be
exempted from cost-sharing requirements. Such preferential treat-
ment, we believe, 18 consistent with the overall objectives of pro-
gram reform.

Discussion

The proposed plan would insure medicare beneficiaries against fi-
nancial ruin by limiting their liability. As we have discussed earli-
er, equity considerations require that cost-sharing provisions be re-
lated to the beneficiaries’ ability to pay. Our plan proposes to es
tablish income-related limits on each beneficiary’s maximum liabil-
ity, so that his out-of-pocket payments will never exceed a fixed
amount. For example, a beneficiary whose family income is below
$10,000 would be required to pay up to, but no more than, $1,000 in
1984. Current law places no ceiling on the amount he is required to
pay. Under our scheme, the maximum limit would increase with
family income, reaching a 34,000 ceiling for those beneficiaries
whose family income exceeds $24,000, For those elderly people who
are eligible for medicaid, required cost-sharing amounts will contin-
ue to be paid by medicaid.

Placing a ceiling on beneficiaries’ liability would reduce the need
for beneficiaries to purchase supplementary insurance. Medicare
enrollees can budget for and set aside the amount of total liability
in the event a serious illness occurs, By restoring patients’ finan-
cial participation in the program, the reduction in the purchase of
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supplementary insurance coverage would increase the cost con-
sciousness of both patients and their physician agents.

The proposed income-related coiling is consistent with the basic
principles of a social insurance program. Beneficiaries will contin-
ue to be eligible for ecoverage under a universal rule. Covered medi-
cal services will remain uniform for every eligible person, Neither
eligibility nor covered services would be income tested. While the
expected value of benefits would vary according to family income
under our scheme, that is wholly consistent with social insurance
principles as well. Social insurance differs from private insurance
because of its redistributive effects, Private insurance emphasizes
individual equity while .gocial insurance sfresses social equity.
Under the largest social insurance program, the social security
cash benefit program, there is a considerable redistribution of
income from high-income to low-income individuals. This is because
the formula for determining the cash benefits weighs lower wages
more heavily than higher wages.

Under the current HI program, all employed persons pay the
same tax rate on their wages (up to a specified ceiling), Conse-
quently, persons with high lifetime average wages have paid much
more in taxes than those with low wages, yet all medicare benefici-
aries are eligible to receive the same benefits. As a result, there is
already a redistributive effect embedded in the current HI financ-
ing and benefit structure. Our proposed plan would increase the re-
distributive effects, but without altering the basic nature of a social
insurance program.

When cost sharing is related to income and to the prices charged
by providers, some administrative mechanism must be devised to
obtain income data and to identify program versus beneficiary lia-
bility by classifying providers. These administative procedures will,
admittedly, complicate the administration of the medicare pro-
gram, In this era of computerization, however; it is feasible to
design a cost-effective aystem to administer our proposed plan, For
example, income determination could be based on a simplified
income statement which would include data on earned income,
social security benefits, pensions, and unearned incomes. But these
income statements would nof have to be filed unless the benefici-
ary has exceeded (or expects to exceed) the ceiling for cost sharing,
According to data from the Congressional Budget Office 15 less
than 10 percent of all beneficiaries would exceed that ceiling.

Critics of our propesal may argue that medicare currently reim-
burses hospitals based on standardized, regional! DRG-specific rates
that define the liabilities of the program. The DRG-bhased reim-
bursement system is also likely to promote efficiency in hospitals,
Ag 8 result, they may argue, there is no need for establishing vari-
able coinsurance rates for hospital services. We see the situation
differently, however.

The DRG-based reimbursement system, which partially closes
the open checkbock previously Emvided to hospitals, still allows
hogpitals to directly pass through their capital expenses, teaching
and research costs into medicare reimbursement rates. As shown

¢ Congreen of the United States Offios, “Changing the Structure of
Medicare Benafita: [ssues and Options” (Mareh 1983) p. 51. nying the Strastors



earlier in table 1, the DRG reimbursement rates in New Jersey can
vary by 100 percent, mostly because of these direct passthroughs,
Moreover, the DRG-based reimbursement system, a national pro-
gram, i8 broad in scope. It tries to provide incentives for the aver-
age hospitals, but such a system cannot deal effectively with local
variationa. Variable coinsurance rates would supplement the DRG
regulator strategy by reducing the patients’s demand for care in
higher cost hospitala. They would, therefore, provide greater incen-
tives to economize. In addition, any reduced demand on the high-
cost teaching hogpitals would lessen the pressure on hospitals to
become teaching facilities in order to achieve higher reimburse-
ment rates and greater prestige. Of course, any shift in demand
away from higher cost hospitals would also yield Federal savings.

The determination of the price categories into which each provid-
er belongy would also be relatively straightforward, given that
price data are already being collected from providers by the Feder-
a] Government. Providers would be notified in advance into which
cost category they had been classified. Their billing systems will
thus be able to determine easily which part of the bill will be reim-
bursed by medicare and which part must be paid by the patient.
Patients would be supplied with the price category to which a pro-
vider belengs and would thus know in advance the financial conse-
guences of their choices (i.e, the percentage of charges for which
they will be liable). When a beneficiary’s direct payments have ex-
ceeded his maximum liability ceiling, the Government can issue a
card to the patient indicating that, thereafter, the provider can hill
medicare directly for all subsequent allowed charges.

As a consequence of providing full insurance for catastrophic ill-
neases, the medical resources spent on them may increase. It is
likely that more patients would be hospitalized and given treat-
ments that have questionable marginal benefits. These serious po-
tential side effects of fully insuring catastrophic illnesses will have
to be addressed through regulations and peer review. But since ap-
proximately 80 percent of the medicare beneficiaries have supple-
mentary coverage now through medigap or medicaid (most of
which provide comprehensive coverage), our proposed plan is un-
likely to increase significantly the amount of resources curently de-
voted to catastrophic iliness.

WhHo Gaing anp WHO Loses

Our proposed plan would directly affect medicare beneficiaries as
well as the Federal and State governments, and it will indirectly
affect hospitals, skilled nursing facilities, physicians, and taxpay-
ers. The changes in the benefit structure would shift the cost
burden amang heneficiaries, and between taxpayers and benefici-
aries. Algo, the restructuring of benefits would influence the
demand for services among providers and the rate of inflation in
medical care costs.

The proposed plan would result in a reduction in Federal outlays
for medicare. Preliminary estimates of the Federal savings are pre-
sented below:
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TABLE 3. —PRELIMINARY ESTIMATES OF REDUCTIONS IN FEDERAL OUTLAYS FROM THE

PROPOSED PLAN
[In bilions of dolars]
' 1985 1986 1987

Hospital coinsurance change.. . 2.3 2.6 2.8
SMI deductible increase 5 k! 1.1
SMI COIMSURANCE CNANGR,.......rer iy crrereerenesensrsscenenrens 1.3 1.6 1.9
Ceiling on total cost sharing....e. =21 —24 —2.7
TOAL urrervrsrerset vstsprs smssseesersss semseemtinessssssssesees 20 2.6 3.1

Sowrce: Tngss estimates are based on_the figores published by the Congress of fhe United States.
Congressional Budget Gitice, “Changing the Structure of Medicare Benehits: Issues and Options.” (March 1983)_
Authors exirapolaled the CBO estimates to the benefit provisins included in our pr plan,

It is important to note that these estimates assume no behavioral
changes by the beneficiaries in demanding medical services nor
changes by providers to operate more efficiently. These figures only
represent the shift in medical costs between the Federal Govern-
ment and other payors. In other words, these estimates understate
the potential Federal savings and overstate the additional costs to
beneficiaries, because the efficiency gains that may result from the
restructuring of benefits are excluded from those estimates.

In the long run, we would expect behavioral changes by benefici-
aries in demanding medical services, and we would expect some
providers to respond to competition by controlling their production
costs or accepting a lower income. The savings resulting from these
behavioral changes will take time to achieve and their magnitude
is uncertain. We therefore do not wish to provide unreliable esti-
mates of these potential savings. Nevertheless, we think it is plau-
gible that the longrun savings in ocuflays for medical care because
of the restructuring of medicare benefits could largely offset the in-
creases in cost sharing that beneficiaries would have to pay in the
near term.

The reductions in annual Federal outlays (shown in table 3) will
in large part be assumed by medicare beneficiaries. States will pay
a small part through the medicaid program. The increases for
beneficiaries, on average, will amount to approximately $80 per
person in fiscal year 1985, $100 in 1986, and $120 in 1987. These
financial burdens, however, will not be shared equally by all
beneficiaries. Those with large medical expenditures would actual-
ly pay less than these average figures, also some beneficiaries
would pay lese than under precent law, Those with amall medical
expenditures would pay more.

eneficiaries with high expenditures will pay leas under our plan
because it provides protection against catastrophic medical ex-
%ensea. The estimated cost of this coverage is also shown in table 3.
he cost of thia income-related catastrophic protection plan will
offset a large portion of the Federal savings produced by raising co-
insurance on hospitalization and physician services, The 7 to 10
percent of beneficiaries whose medical expenditures exceed the
ceiling will benefit from this coverage, as their out-of-pocket medi-
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cal payments will decrease significantly. Meanwhile, those benefici-
aries who have short stays in hospitals may pay more because of
the imposition of coinsurance. But those beneficiaries who obtain
services from low-cost hospitals would pay 2ero coinsurance. Those
patients who use physician services will pay slightly more because
their deductible would be raised from $756 to $100, and the coinsur-
ance rate associated with using high-price physicians would be in-
creased beyond the current 20 percent. Some of these increased
outlays, however, may be offset by reductions in expenditures for
medigap policies,

Medicare eligibles who obtain services from low-cost physicians
or hogpitals would gain because their coingurance rates would be
less than those under the present law, When beneficiaries use low-
cost hospitals, there is no coinsurance for all hospital days. When
beneficiaries use low-price physiciana, their coinsurance rate is re-
duced {rom 20 percent as under the present law to 10 percent.

Another redistributive effect would occur in addition to the
income transfer between beneficiaries who incur large medical ex-
penses and those who incur small amounts. Our proposed income-
related ceiling on patients’ liability would benefit low-income
beneficiaries much more than those with high income. Table 4 pre-
senty the distribution of the aged population according to family
income. Currently, those with incomes $5,000 or less are likely to
be covered by medicaid as well as medicare, They would continue
to have dual coverage under our proposed plan and would thus not
be effected. Those with incomes between $5,000 and $10,000 would
have a ceiling on direct payments of $1,800, which would increase
to $4,000 for those with family incomes of $24,000 or more.
Beneficiaries with incomes greater than $24,000 are unlikely to
benefit from the ceiling, since, according to Congressional Budget
Office estimates, less than 3 percent of the aged population will
have out-of-pocket expenses that exceed $4,000,

TABLE 4,—DISTRIBUTION OF FAMILY INCOME AMONG NONINSTITUTIONALIZED ELDERLY

Tin 1984 doftars)
Percentage of
o benefigiaries
Family income category-
y$5,000 or Iesgow rsimsess st eEa s et s 126
$5,001 10 310,000 ...o.rrrersvsmrssmerarnsesrssssenssensssmsssssnsnssssssses 22.0
$10,001 10 $15,000 1..ooor it s srsaesss s 19.4
515,001 1o $20,000.....c0e0rnsremservverrnnss 11.9
$20,001 10 30,000 .......ccoverecee e merrereeenessomsesssssenrssmtsenssessreos 14.7
$30,001 and above 164

Somee: Congress of e Uniled Stales, Coagressional Budgel Offcs, “Changing the Structure of Medicare
Benelils: mmue%mand Options™ (March 19%). 9. 22,

All medicare beneficiaries, however, will be protected from medi-
cal expenses that are catastrophic in relation to their ability to pay
them. Even those beneficiaries who do not incur large medical ex-



penses would have peace of mind and the assurance that if they
were to develop a serious illness, they would not face serious finan-
cial hardship.

The gains and losses among medical providers will also be
uneven. In the long run, the hospitals with high costs are likely to
lose patients, and those with low costs are likely to gain patients.
The same shift in demand is likely to occur among physicians:
Those with high charges, on average, are likely to lose some pa-
tients, while those physicians who charge less than the average
price in a given service area would gain patients. These shifts in
demand would result from the variable coinsurance rates incorpo-
rated in our proposed plan.

CONCLUSION

Cost sharing represents a mechanism to serve two purposes: To
deter excessive utilization of medical services by providing incen-
tives for patients and physicians to use resources more appropriate-
ly, and to reduce an insurance program'’s outlays. These justifica-
tions were among several that underlay the current medicare cost-
sharing provisions as well as our proposed plan. Current medicare
law imposes uniform flat-rate deductibles and coinsurance for both
inpatient and outpatient services.

We believe that the existing provisions are seriously flawed. As
medicare is currently structured, there is little incentive, or basis,
for most patients and physicians to shop around for lower cost pro-
viders or to evaluate the need for proposed treatment procedures.
Yet, in the event of serious illness, beneficiaries have no protection
against financial ruin, because there is no limit on what patients
may have to pay directly.

We have developed a set of proposed modifications of medicare's
benefit structure. As in the current system, we would retain deduc-
tibles for hospital care and outpatient services, to deter unneces-
sary hospitalization and to reduce administrative costs. We would
also retain coinsurance, but would restructure both the rates and
the timing. Coinsurance rates would be linked directly to actual
provider charges with higher rates associated with higher cost pro-
viders. Coinsurance would be required for all services used, includ-
ing hospital care. However, the total amount of cost sharing paid
by each beneficiary would be limited to a maximum account that is
related to family income, This represents a significant departure
from the current system. Finally, a key component of our proposed
plan involves the dissemination of comparative provider charge
(price) information that is not currently available to either pa-
tients, or physicians.

Our proposed modifications of the medicare benefit structure ad-
dress what we consider to be the major design flaws of the current
system. At the same time, we believe they should be considered as
one approach to reducing the anticipated deficit in the medicare
trust funds. As we noted at the outset, however, this benefit re-
structuring should be viewed as one component of a multifaceted
solution to medicare’s financial problems. We have estimated that
our proposed plan for benefit restructuring will result in savings of
$3.1 billion in 1987; while substantial, these savings by themselves
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will not offset program deficits in the long term. Moreover, we
would not advocate, as a matter of principle, that beneficiaries
should assume sole responsibility for restoring medicare’s financial
health. That responsibility iz one that should be shared by benefici-
aries, providers, and taxpayers—future beneficiaries—alike.



THE REFORM OF MEDICARE: A PLEA FOR CAUTION
(By Er1 GInzBeERG, Columbio University)

A BACKWARD GLANCE

As with every issue which is on its agenda, Congress can consider
the reform of medicare from a narrow or a-broad perspective and
can respond through modest or far-reaching action.

In addition to the obvious fact that medicare will face a financial
crigis in the years ahead, it has other serious shortcoming: It does
not provide.insurance for catastrophic illness; long-term care, a
major need of the frail and sick elderly, is not covered; the propor-
tion of the health care costs of the elderly that medicare covers has
declined since the beginning of the program to a point where it ac-
counts for less than half of their total outlays for medical care,
About two-thirds of all medicare beneficiaries buy medigap insur-
ance to protect themselves against the high deductible items and
other forms of cost-sharing mandated by medicare. Medigap, which
has a high-loading cost, probably contributes to the overuse of
scarce resources by discouraging patients and their physicians from
pursuing less costly but efficacious forms of treatment. And until
the recent introductions of TEFRA and DRG, medicare’s reim-
bursement policies surely contributed to steep acceleration of hos-
pital costs.

In light of the foregoing catena of shortcomings, the approaching
financial crisis might be viewed by Congress as an opportunity to
undertake a radical restructuring not only of medicare but of our
total health care system. I am convinced that such an effort would
be misguided and would surely fail.

Let me briefly explain why I have reached this conclusion and
why I believe that Congress would be well advised to focus largely,
perhaps exclusively, on the one problem that it must address, the
prospective large deficit in the medicare trust fund, at the same
time that it seeks to reduce general fund support for SMI. The fol-
lowing brief review is a reminder of earlier efforts to improve and
reform medicare.

Since 1972, there have been repeated Federal legislative and ad-
ministrative actions aimed at slowing the rise in hospital costs, the
key element in medicare expenditures, accounting for about 70 per-
cent of its total outlays. There is only one way to read this record.
We have had little success in containing the rise in costs. The most
that can be.said for more than a decade’s efforts is that, without
them, the increases would have been still greater. We are just
starting on a new, much more radical, effort, the DRG approach.
The better part of wisdom would be to give this initiative a chance
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to show what it can do. DRG may not work and it surely won't
work without adjustments down the road as the full import and
impact of proapective care reimbursement are revealed, But if Con-
gress, in responding to the looming financial crisis facing medicare,
were to introduce additional changes, it would almost certainly
doom the DRG system before it has a chance to demonstrate its po-
tential for reducing the rate of hospital cost increases.

It ig a decade since Congress decided to make Federal funding
available to accelerate the growth of HM('s in the hope and expec-
tation that they would be able to contain health care costs. Howev-
er the rules and regulations were drawn so tight that growth was
inhibited; even after the regulations were relaxed, HM('s have
grown relatively slowly and with regard to enrolling medicare
beneficiaries on a prepayment basis, the record of the HMO'’s to
date is close to nil. HMO's are simply not able or willing to risk
adverse selection.

During the last decade, there has been a proliferation of alterna-
tive health care delivery systems and the years ahead will see
many more but it would be an error to exaggerate the speed with
which the extant system of fee-for-service medicine, private sector
Blue Cross-Blue Shield and commercial insurance, the increasing
technological sophistication of nonprofit acute hospitals, and the
academic health centers are changing or will change.

More than 6 years ago Alain Enthoven first recommended to the
Secretary of HEW that the basic structure of the U.S. medical eare
gystem altered through greater reliance on the “compestitive
market.” His was the most farreaching proposal advanced to
change the existing incentives which determine the behavior of
both consumers and providers. He hoped to accomplish the follow-
ing: To improve efficiency through more appropriate treatment mo-
dalities, to assure broad access to health care for the poor, to
reduce Federal outlays, to provide insurance for catastrophic ill-
ness and much morve. All of these benefits, he maintained, would be
obtained at a considerably reduced total cost. His cogently written
Eroposal had one major flaw: He did not explain how or why the

ey interest groups—physicians, academic health centers, trade
union members, and the elderly—should embrace competition if
their losses were certain, their gains problematic,

The foregoing abbreviated account supggests that it is much easier
for analysts to outline on paper the design of a much improved
health care system than for Congress to legislate the reforms to
affect it. It is just possible that the extant medicare system, while
far from perfect, has been performing reasonably well, which is all
that one can expect in this imperfect world. It has brought the el-
derly into the mainstream of American medicine. Their access to
health care has been much expanded. They are reasonably protect-
ed against high bills for acute hospitalization. They are being treat-
ed by physicians who, because of advances in knowledge and tech-
nology, can do more for them by adding to both the quality of their
lives and their longevity.

Since the expenditures of the medicare program have risen much
more rapidly than anticipated and the total costs for health care
are now at 10.5 percent of GNP and continuing to rise, the Federal
Government must shore up the medicare trust fund. This is the
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principal challenge that Congress confronts. The public is not
asking Congress to alter in any radical fashion the medicare
system as it has evolved; it is even less interested in its restructur-
ing the entire health care system. Although many are concerned
about the steeply rising health care costs, there is no political con-
sensus for major medicare or total health care reform.

Tre Hsa10-KELLY PROPOSAL

In light of my reading of our experience with medicare, I will
now comment briefly on Prof. William Hsaio's and Ms. Nancy L.
Kelly's paper “Restructuring Medicare Benefits.” I will also add
some recommendations for Congress to consider in its forthcoming
review of and response to medicare’s approaching financial crisis.
The Hsaio-Kelly paper is at once too ambitious and not ambitious
enough. It deals with possible ways of helping to close the financial
gap that looms ahead but its recommendations go only a small dis-
tance in this direction—a $3 billion contribution toward closing the
gap by 1987, At the same time the authors recommend the intro-
duction of a major new benefit—catastrophic coverage. Further,
they contend that their detailed proposal, if implemented, would
lead to desirable changes in the actions of both beneficiaries and
providers which would contribute to the more efficient uge of
health care resources which in turn would be reflected in lower
costs.

It seems to me to be counter-indicated to recommend any new
costly benefit such as catastrophic coverage at a time when the
grospective trust fund deficit may approach or exceed $300 hillion

1995, The issue of catastrophic insurance has been on and off
the congressional agenda for many gears but even when the finan-
cial situation of medicare and the Federal Government was much
more favorable than at present, the key committees declined to
mark up a bill. If they had reasons to hesitate in the late 1970's,
they have much better reasons to delay in the mid-1980’s. I agree
with the authors that in theory any broad insurance plan agree
should include catastrophic coverage. For better or worse, however,
the American public has defined medical insurance as a system of
protection not against financial ruin but rather freedom from
having to pay out-of-pocket for large medical bills. Since the public
has repeatedly demonstrated that it is not willing to copay more, to
add coverage for catastrophic illnegs appears at this time to be ill
advised.

Moreover, I question the emphasis which the authors place upon
those facets of their proposal aimed at changing the behavior of
hoth consumers and providers. If one starts with the premise that
most Americans have an ongoing relationship with a physician
whom they trust and whose advice they generally follow and fur-
ther that they have coverage that protects them against large bills,
there is little room for incentives based on price to come into play.
Similary, while long-term changes in the number of physicians can
affect their fee schedules and how they practice, the established
members of the profession have considerable scope at present and
in the near and middle term to continue more or less in their ac-
customed ways, Over time the new entrants into the profession will



have to adjust to a more crowded market and will be under pres-
sure to join an alternative delivery system or accept salaried posi-
tions. But one must not assume that if these shifts occur total costs
will be constrained. I doubt it.

With regard to hospital care, patients follow their physicians’
advice both as to admission and treatment. The DRG system looks
to price competition to slow costs but whether it will succeed re-
mains to be seen. Finally, alternative delivery systems, focused on
price will have effect on the present system but it will be slow. I
would give relatively little weight to the authors’ anticipation of
major efficiency gains; prices alone cannot alter fundamentally a
market in which consumers pay out-of-pocket only about 30 per-
cent of all charges and in the case of hospital care, less than 10
percent. Since most consumers have broad insurance coverage and
since physicians are wedded to fee-for-service, price competition
will not gring about significant efficiency gains. Only a radical re-
structuring of the entire system, such as Enthoven envisaged,
which neither a Democratic nor Republican administration was
willing to try, could provide the market test which the authors
favor.

1 do not believe that Congress should attempt to modify the
medicare system by placing a sizable copayment on most patients
who use hospitals between the 2d and the 60th day. That would be
a major take-back from the elderly, half of whom have very modest
incomes, no more than twice the poverty level.

My primary objections to the authors’ proposal therefore are
fourfold:

It provides too little relief for the financial situation facing
medicare;

It offers a new and costly benefit, that for catastrophic ill-
ness;

It suggests, mistakenly in my opinion, that there will be
large efﬁciencigains that will moderate the rise in costs;

It ignores the violation of the social contract by reducing
substantially the benefits that medicare has provided benefici-
aries up to the present.

I have a series of second-order objections which I will briefly
note. | see no way of establishing and operating a threefold classifi-
cation system of providers, physicians, and hospitals, based on their
relative charges, and gearing copayments accordingly. The admin-
istrative and legal complications of shifting classifications in a rap-
idly changing marketplace would be horrendous and the realign-
ments in patient-physician and physician-hospital relations would
either not occur or if they did the ensuing costs would be veri
large. 1 consider it bad public policy to encourage patients to see
medical care according to unit price; the much more relevant con-
siderations should be safety and long-term efficacy.

Further the authors slip when they provide a figure of $120 as
the average additional cost per beneficiary. Only one in five of the
elderly is hospitalized in any one year and there is a high probabil-
ity that those admitted will have a second hospitalization duxing
the following year. Accordingly the potential costs should be calcu-
lated not in terms of all beneficiaries but for those who require



hospitalization. The costs to the latter would be many times the
average figure for all beneficiaries.

Finally the authors assume that the preference for medigap poli-
cies would be reduced by the expansion of medicare coverage under
their proposal to include protection against catastrophic costs.
From what we have said earlier, I doubt that many beneficiaries
would forgo this protection. In that event, the so-calied behavioral
changes aimed at cost containment on the part of the providers
would be problematic.

I believe that the major contribution Hsaio-Kelly proposal is to
alert the Congress to move with great circumspection before it de-
cides to legislate any broad-based reforms for medicare.

A Few MoDEST SUGGESTIONS

Congress should focus its attention on finding new sources of
income for the trust fund; my own preferences are for increasing
the tax rate on HI, introducing a premium geared to income for
beneficiary payments for SMI, and the increasing revenues
through higher excise taxes on cigarettes and liquor and known
carcinogenic substances. In addition, Congress should explore
whether the following might over time make a lesser or greater
contribution to slowing the rate of increase of health care costs
without depriving beneficiaries of significant current benefits.

HMO’s should be encouraged to accept medicare enrollees on a
prepayment basis by enabling them to protect themselves against
adverse selection factors through higher premiums based on the
health status of potential enrollees. There is no need in my opinion
to complicate this issue by tying it to a voluntary, and surely not to
a mandatory, voucher system,

Since there is widespread agreement among knowledgeable per-
sons that the rapid and continuing introduction of new technolo,
has been a major contributor to a steady and steep rise in heal%z
care costs, an advisory commission under professional leadership
might help to slow the acceptance of new costly procedures until
they have demonstrated significant therapeutic value.

An early effort should be made to provide an alternative to the
present passthrough of capital costs under the DRG system aimed
at containing, and reducing, the Nation’s acute bed capacity.

Too little is known about the 1 percent of all patients who ac-
count for 30 percent of all medical expenditures, up from 17 per-
cent in the period just before the passage of medicare and medic-
aid. The presumption is that if we understood the reasons behind
these very large expenditures, some alternative, less costly thera-
peutic approaches might be used.

One concluding comment: I do not believe that all of the forego-
ing, even if aggressively pursued, will prevent health care costs
from continuing to increase as a percentage of GNP. But to inter-
dict such a rise is not the challenge that Congress faces nor is it
one that Congress has the capacity to resolve. The Federal Govern-
ment accounts for over one-quarter of all health care expenditures,
a significant proportion but not enough to leverage the system. At
some point down the road the other major participants may
become so unnerved by the continuing rise in total health care ex-
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penditures that they may seek new Federal legislation aimed at re-
structuring the system. At that point Congress will be better posi-
tioned to act. Until that time, it should find a solution for the diffi-

cult but much less complex igssue of keeping medicare financially
viable,



A MEDICARE VOUCHER SYSTEM: WHAT CAN IT OFFER?

(By BErNARD FriEDMAN, Ph.D., StepHEN A. LATour, Ph.D., and
Epwarp F. X. HugHES M.D., ‘M.P.H. , Center for Health Semnces
and Policy Research, Northwestern Unwerslty)" :

1. INTRODUCTION AND OVERVIEW OF ISSUES

The Congressional Budget Office has produced a vivid and ines-
capable analysis of the prospects for the medicare hospital insur-
ance trust fund. The fundamental causes of future shortfalls are
logically discussed, as well as the necessary size of some alternative
corrective measures such as increased consumer cost sharing, de-
creased payment levels to hospitals, and increased taxes. That
analysis, together with other CBO reports and the published arti-
cles by Paul Ginsburg and Marilyn Moon, are a most auspicious be-
ginning for informed policy degate while there is still time for
gradual solutions.

We leave to other authors the possiblility of higher taxes. For
methods not dependent on tax increases, the general economic
problem is to control and reduce projected Federal outlays with the
least dec¢line in the expected welfare of beneficiaries. This leads to
a consideration of inefficiencies under the present system involving
(a) consumption of health care, (b) the supplementation of medicare
with private insurance (65 precent of eligibles have supplementary
coverage), and (c) medicaid.

There is general agreement that two leading devices for discour-
aging inefficient use of resources, and hence total cost shared by
the Government and beneficiaries, are a higher consumer coinsur-
ance for low- to moderate-sized charges and contracting with a
gro(lilp of providers who are at risk for the total cost of care deliv-
ere

These two al;))proaches to more efficient consumption can be en-
couraged side-by-side in a voucher system, allowing people to opt
for alternative IZealth plans (AHP’s) and to share in any savings of
total cost. There are also other advantages of a voucher system
that should be emphasized. The purpose of this paper is to discuss
systematically and, where possible, quantify the likely effects of a
voucher system depending on its particular design elements.

In this introductory section we specify a prototype replacement
(mandatory) voucher system that is a logical beginning for survey-
ing cr1t1ca{15sues and {llkely consequences. The issues become more
complex in a voluntary system that preserves the option of current
medicare entitlements. The second section of the paper analyzes in
some detail the possible net gain from eliminating the medigap

*We are grateful to Paul Ginsburg of the Congressional Budget Office for advice on this effort.
The research on medicare beneficiary preferences was sup'ported by HCFA grant No. 18-P-
97265. We also wish to thank Chris Hogan and Ajay Manrai for assistance.
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market by means of a voucher system, even if this does not in-
crease enrollment in cost-conscious AHP's. Such gains are more
confidently expected in a mandatory systern, but not altogether
foregone in a voluntary system. We afrso develop the argument that
some important benefits or options (e.g, long-term care) that are
rarely supplied at present would become more practical to supply
in a voucher system. Finally, we discuss implications of medicare
vouchers for medicaid expense, and we suggest opportunities for ef-
ficient reforms in medicaid for the elderly.

The third section deals with expected consumer choices of plans
in a voucher system, with special attention to (a} new evidence on
the market appeal (to the elderly) of HMO-type plans, and (b) the
extent of selection bias, especially the possible adverse selection, in
a voluntary system, for the option of current entitlements. The con-
cluding sections address issues of implementation of a voucher
system, and summarize our reasons for favoringr a substantial role
for vouchers in the control of the Government's budget for medi-
care.

A. Prototype mandatory voucher system

There are several reasons to begin discusgion of voucher with
sgecification of a full replacement system of health insurances for
the elderly. In this discussion, we presume that beneficiaries of the
end stage renal disease program and beneficiaries who are institu-
tionalized when they become eligible will be served by a continu-
ation of current programs. Each medicare eligible, with the above
exceptions would receive a voucher for a fixed sum of money to be
applied to the purchase-of an approved health insurance plan. This
gystem assures that the cost of medicare to the Federal Govern-
ment is predictable and controllable. Voucher values can be per-
mitted to grow over time at some rate such as the rate of growth of
trust fund income, or some price index.

The mandatory system, in contrast to current medicare or volun-
tary vouchers would no longer implicitly subsidize the purchase of
medigap supplementary policies. The importance of this point was
first noted by Ginsburg (1982), namely that with voluntary vouch-
ers some people will find it attractive to retain current medicare
entitlements with supplementary coverage that is implicitly subsi-
dized (to a degree that we quantify later in the paper). The manda-
tory system assures that the people who select a plan with very
low deductibles and coinsurance have paid the full marginal premi-
um cost of these henefits compared to a lower benefit plan. This
would tend to reduce the observed demand for auch benefit levels,
which themselves induce higher total utilization and current medi-
care expenses. Evidence on this point has been obtained in our own
research below.

In addition to the above problem, current medigap policies,
except for those covering people who continue to have employment-
related group eligibility, tend to have high loading costs of selling,
screening and administration built into their premiums. It is likely
that the voucher system would reduce these costs by offering access
to large groups of eligibles on a periodic open enrollment basis. The
mandatory system, by eliminating medigap policies, would be more
effective than voluntary vouchers in reducing loading costs.
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Also, since the mandatory system eliminates the default option
of current entitlements, it eliminates the possibility that people
overestimate the value of .current medicare coverage, particularly
in the areas of long-term care and physician services. Recent Gov-
ernment brochures suggest that home health care is completel
covered, and they give little information about how well the medi-
care part B definitions of reasonable charges will approximate the
market prices of physicians.! Indeed, our research involving exten-
sive interviews with medicare beneficiaries reveals that many are
likely to overestimate medicare coverage for custodial care. We sus-
pect, based on this research that because many people are more
willing to trust the Federal Government than a private insurer,
they therefore pay less attention to exclusions or limits in current
medicare.

Other major elements of a voucher system include the determi-
nation of voucher values, the offering of cash rebates for less ex-
pensive plans, and minimum benefit requirements. A voucher
system might determine voucher values on the basis of regional,
national or mixed averages of past medicare expenses. The current
program of entitlements supports widely varying average dollar
benefits due to regional price and utilization differences.2 While
some regional variation could.be justified on the grounds that
wages (and therefore, contributions to the trust funds) vary in some
correlation with medical care prices, the result can only be a crude
approximation of equity in Federal benefit distribution. Under a
mandatory voucher system, more precise targets of equity could be
attempted (that is, vouchers need not fully incorporate variations
in the intensity or style of medical care). By contrast, a voluntary
voucher system must price vouchers regionally or else it will ep-
courage XHP enrollment where prices are low and discourage
themn where prices are high—a quite perverse result!

The issue of whether to permit cash rebates for choice of plans
with premiums below the voucher value arises in any voucher
system. This is directly related to the issue of minimum benefits,
gince low benefits would generally be necessary to produce cash re-
bates. The availability of cash regates in the prototype plan would
seem to promote low-benefit plans especially for people with rela-
tively low-cash income. Yet these are the same individuals who
would quickly become entitled to medicaid if they had significant
medical expenses. It might therefore be tempting to legislate mini-
mum levels of coverage. However, this might unduly restrict the
design of innovative plans. An alternative approach would simply
be to require a catastrophic coverage provision (that is, a stop-loss
at $2,600, indexed to medical prices). One could still design a plan
under this circumstance, however, that would have many .exciu-
sions and limitations on what expenditures would be eligible to
apply to the out-of-pocket expense limit (e.g., hospital room and
board expenses above a $300 daily limit). We would therefore rec-
ommend that all AHP’s be severely limited in what expenses could

! We refer to pemphlats issued from 1981 to date by the Henlth Care Financing Administra-
tion, coaponsored with the National Association of Insurance Commissionaers, entitled “Guide to
Health Insurance (or People with Madicars,”

g’]Xaren Davis and Cathy Schoen, "Health and the War on Poverty,” (Breokings Inatitution,
1978).
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be excluded for calculation of catastrophic loss. An exception for
HMO's seems proper, to exclude all covered services purchased
from out-of-plan providers. This approach to minimum benefits
should provide substantial flexibility for AHP's yet protect against
problems of extreme misinterpretation or misrepresentation of poli-
cies, and partially address problems of low-income people purchas-
ing minimal plans (more on the latter issue below). This approach
should also permit a lesser investment in information by eligibles
than would otherwise be prudent, and should reduce suspicion
abhout plans offered at lower prices.

B. Precedents for the voucher approach

The designers of our current medicare program attempted to
secure for retirees the same type of health insurance prevalent in
the market for large employment-related groups. This approach is
defensible for several reasons, The Government was proposing to
tax people in their working years in order to supply them with a
group policy in retirement that could not be purchased on such fa-
vorable terms by an individual retiree. Therefore, the revealed
preference of large nonelderly groups was a useful approximation
to consumer desires. Moreover, to depart from established patterns
in third-party reimbursement could distort the relative supply of
gervices to the elderly and nonelderly. The elderly were not to be
treated as second-class patients.

A remarkable fact is that in 1960, 5 vears before passage of medi-
care, the Federal Government had already initiated a voucher-type
system of health ingurance for Federal employees. This plan covers
a group nearly half as large as the number of retired medicare
beneficiaries. Why the FEHBP was not considered as a candidate
model for medicare is something of a mystery. Since then, experi-
ence with individual choice within employment groups has grown
to include roughly one-third of the population under 65, while
being promoted by Federal legislation on HMO offerings. It would
not now be correct to say thaf a voucher system would subject the
elderly to being the “guinea pigs” of social policy.

Enthoven ? hriefly describes the relative simpricit of the Federal
role in FEHBP compared to medicare. The FEHBg has a periodic
open enrollment season allowing people to switch hetween plans. It
does not permit health screening and differential prices based on
age and risk classification. Nor does it permit temporary exclusions
of coverage for preexisting conditions. Neither of these types of de-
vices, which are observed in the market for individual health insur-
ance, have been necessary to the survival of high-benefit plans
which are reported to retain 80 percent of total enrollment in the
FEHBP.¢ Hsaio & compared the costs of administration for the
FEHBP and medicare in 1971 and 1972, The cost per claim proc-
essed was estimated to be more than 25 percent higher for medi-
care than for the FEHBP. The medicare program was especially

% Alain C. Enthoven, "Health Plan” {Addison-Wesley, 1980).
4 Jack Meyer, “Hgalth Care Competitien: Are Tax Incentives Enough?”’, in M. Olson, ed., “A
4N2‘§f4 A7pproach to the Economics of Health Care,” (American Enterprise Insiitute, 1081), pp.
47.
= William Hsaio, “Publi¢ Versus Private Administration of Health Insurance: A Study in Rel-
ative Economie Efficiency,” Inquiry, 15 (Decomber 1478), p. 379.
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higher in the functional areas of claims review and auditing, which
Hsaio attributes to higher Government wages and complexity of
medicare cost containment regulations.

In the private health insurance market today, there are impor-
tant new types of contracts and self-insured employer plans, In ad-
dition to the group practice HM(Q's, there are newer plana which
restrict choice of referrals to specialists and hospitals more than
they restrict choice of primary care physician, or they may share
the risk of profit and loss with primary care physicians who serve
85 gatekeepers, or they may apply indemnity limits to the coverage
of some high-priced hospitals or physicians, and so forth, These are
spproaches that have plausible cost-containment incentives and
appear to be easier for private firms to undertake than for the Fed-
eral Government which may be more vulnerable to complaints
from well-organized providers about due process, discrimination,
and interfering in the practice of medicine.

In areas such as higher education and housing, the Federal Gov-
ernment has found advantages in voucher-type systems rather
than direct service supply or vendor payments. The housing allow-
ance experiments.(1970 HUD Act, title V, section 504) provide some
recent experience relevant to a medicare woucher program. The
basic experiment provided a cash payment .to.eligible families,
living in units of minimum standard quality, equal to the reason-
able market price of housing in excegs of 25 percent of the family’s
income. Note that such a formula, taking into account family size
and income, is analogous to an individually risk-rated voucher for
health ingurance.

One of the interesting results of the experiments reviewed by
Aaron @ is that the incurred resource cost per $100 of market value
of additional housing consumed was only about $110 in the voucher
program compared to 3200 for low-rent public housing projects. It
18 believed that, this difference is.primarily due to the Davis-Bacon
Act requirements for paying union scale rates of pay in federally
supported construction projects. This is an example of the kind of
constraint that can make a public enterprise more costly than com-
petitive private suppliers. No precise analogy to medicare is intend-
ed, only reinforcement of the general point argued by Milton Fried-
man 7 that the organized political representation of vendors is
likely to be stronger than consumers or taxpayers, affecting the
design of programs and rates of pay.

‘The housing allowances were vouchers with a cash rebate fea-
ture. In variants of the experiment where payment was not tied to
minimum quality standards, two-thirds of recipients stayed in sub-
standard housing and spent the money in other ways. Overall
Aaron reports that only from ¢ percent to 27 percent of allowances
went for spending on housing that would not have occurred other-
wise. Moreover, the higher that quality standards were set, the
lower the participation rate by the loweat income families. These
findings bear on analogous concerns for medicare: One, a cash

¢ Henry A. Aaron, "Policy Lmplications: A Report” in K. Bradbury and A. Downs,
#da., Do Housing Allowances Work?"' (Brookinga Institution, 1981), pp. 67-69.

':il\gilton Friedman, “Capitalism and Freedom," (University of &icmo Press, 1962), chas, 6
and 3,
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rebate feature in medicare vouchers could be an undesirably strong
influence on lower income personas to buy the lowest priced option
and become candidates for other subsidized care in the event of
large medical needs, and two, that as AHP benefit standards (and
hence premiums) in 8 voluntary voucher system are set higher, the
eligibles with lower income would become more likely to remain
with the current coverage. The answer to these concerns, in addi-
tion to minimum catastrophic coverage requirements, appears to be
some sort of income-related premium subsidy which could replace
some of existing medicare expenses for the elderly.

The housing voucher program also gsheds some light on the likely
administrative costs of a medicare voucher program. Overall, 23
percent of program cost went for adminigtration. While this seems
fairly high, when compared to the l0-percent figure believed to
apply to income transfer programs in general, it i8 important to re-
alize that it includes major recruitment efforts, consumer advisory
programs for finding and upgrading housing, and periodic reinspec-
tion and recertification of housing units. If the consumer recruit-
ment and asasistance programs are retained in the costs but the
reingpection and recertification costs are eliminated (thereby better
approximating costs of a health insurance voucher program), the
administrative costs were only 12 percent of total program cost,
using data reported by Zais.® This is more comparable to other
incorg% transfer programs, and to the total administrative costs of
FEHBP,

C. Loss of the medicare monopsony power

Since medicare pays for about onethird of all admissions to
short-stay hospitals, few hospitals can refuse to accept medicare’s
definition of the allowable cost (or DRG price) it will pay for cov-
ered persons. In addition, a hospital cannot make any additional
charge to the beneficiary for covered services. The extent to which
medicare has exploited potential monopsony power to date is debat~
able, but thig is becoming more of a reality with DRG's.

Actuarial copsultants to DHHS have estimate that commerical
insurers pay charges 26 percent higher than medicare, correspond-
ing to a medicare discount of 20 percent, similar to Ginsburg's esti-
mate.® In some States, Blue Cross plans have contracts with pay-
ment rates comparable to medicare, particularly in the Northeast
and North Central States where the Blue Cross market share ig
large. An interesting question is why commercial insurers can satill
compete with Blue Cross plans despite the diacounts won by the
latter. Medicare is only beginning to attack large differences in al-
Jowable cost between hospitals and growth from year to year that
is substantially in excess of general price inflation. This iz a very
restrained monopsony. Also, medicare and Blue Cross can make
credible claims that part of their discount simply recognizes sav-
ings to the hospital in adminiastrative cost, working capital costs,
and bad debts. Of course, some other insurers with smaller market

# ). 2ais, “Administering Houaing Allowances,” in R Sl.fuxl( and M. Bendick, eds., “Houaing
;/&uchem or the Poor; Lessons from o Natienal Experiment” (Urben Inalitute, 1981), pp. 200~

*Pan) B. G4 “Market-Oriented Options in Medicars and Medicald,” in J. Meayer, ed.,
"Market Reforms in Health Care,” (American Enterprige Institute, 1989), pp. 163-118.
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shares would like to have an opportuntiy to argue their case on the
same criteria.

In a voucher system, unless elderly consumers are concentrated
in a small number of plans, their insurers could probably not get
as low a price from hospitals across the board. This disadvantage
may be offset for those consumers choosing preferred provider
plans. However, a cautionary note ig that our evidence to be given
in section Il suggests that consumers are generally unwilling to
have their choice of hospital very narrowly restricted despite
meaningful assumed savings in premiums. Instead, many elderly
buyers are intereated in saving money with plans restricting choice
of physician. If such plans reduce utilization of hospital care as
muech as the liferature suggests, the purely financial net conge-
quences of vouchers for many elderly may be positive. We should
not expect choice of traditional plans with higher cost sharing to
reduce demand for care so much that consumer payments go down,

One possible approach to retaining monopsony power for the el-
derly is to restrict the number of AHP’s. This, however, is not con-
genial to the virtues of freedom of entry for AHP's offering new
benefita (specific examples will follow in section II). An alternative
is for the Government to require that participating insurers bhe
charged by hospitals at the lowest price charged any private carri-
er. This would not attempt to preserve special treatment for the el-
derly, but would at least preserve for them the bargaining power of
the largest purchaser. Such a regulation involves a value judgment
about appropriate cross-subsidy among hospital users, and] whether
any monopsony advantages are ever fair,

Looking to the near future, one scenario is that the Federal Gov-
ernment might decide to reduce its real expenses by more severely
reducing payment levels within the DRG framework. While this
would leave elderly beneficiaries financially unaffected, service re-
ductions should be anticipated. Why should a hospital continue to
drive away its most profitable patients with higher prices or cut
services to a]] patients because one payer class is lowering the
price it will accept? And-there is no way to prevent cuts in service
to the elderly from geing past the point that many would be get-
ting lems care than they would be willing to buy with extra direct
payment. Currently physicians can collect these extra eumas, as
they are allowed ‘to charge above the medicare limits. We are not
arguing against the wisdom of provoking such a substitution of am-
bulatory for inpatient services, but it seems to us that this ap-
proach allows insufficient safety valves for high cost hospitals or
high cost treatments that are valued by consumers,

D. Selection bias within a mandatory system

We cannot yet anticipate very accurately what types of plans
would be offered in a voucher system or what kind of equilibrium
could be established. There is a theoretical possibility that high-
benefit plans could not survive despite the willingness of many
people to pay the actuarial cost to insure themselves with such a
plan, This conceivable problem, demonstrated by Rothschild & Stig-
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litz,'° results from low-risk people being atiracted away to low-
benefit plang, raising the premium for high benefit plans until
even the high-risk people are not willing to pay the price of the
high-benefit plan. But when the high-risk people have moved down
to the low-benefit plan, everyone is worse off.

How serious a problem is the consequence of selfgelection Likely
to be? This is a priority research issue, as emphasized in the major
literature review of Pauly and Langwell.!! There are grounds for
doubting that the practical problem is very large. High-benefit
plans persist in the individual health ingurance market and &s op-
tions within employment-related groups.!'® The problem is also not
gronounced in our research with medicare beneficiaries—see

elow.

Some degree of differential pricing at the individual level for
known health problems may be necessary to assure the viability of
traditional high-benefit plans. It is noteworthy that for individual
health insurance, State regulators allow people to be charged dif-
ferential premiums by age and by other risk classification devices.
The pricing differentiale might be negotiated between the Govern-
ment and the final candidate suppliers of insurance., Alternatively,
the threat that traditional high-benefit plans would be infeasible
might be welcomed by many observers as favoring AHP's with
better incentives for physicians to control total cost.

Luft!? warns that if adverse self-selection is feared by HMO's—
for example, in the ahsence of differential risk pricing—even they
may engage in several plausible strategies for attracting peopile
with lower expected cost while discouraging others. He therefore
recommends some uniform minimum standards on the scope of,
and ready availability of, covered services in AHP's.

Within the FEHBP, the Blue Crass high-option plan still has a
large plurality of enrolleea. However, the cost has been dramatical-
ly diverging from the cost of prepaid HMO’s within the FEHBP.

naider the spread between the cost of family coverage for Blue
Cross and Kaiser of Southern California (a community-related
plan). In 1970, the monthly spread was —$6.03 (Kaiser was higher).
Bgr 1978, the spread was +3%4.92, growing to $12.57 in 1982, and
$21.42 in 1983.'*4 Also consider HIP in New York which is experi-
enced-rated to Federal employees, In 1978, this plan was $14 per
month less than Blue Cross for family coverage, growing to $28.60
less in 1982 and $39.63 in 1983. The growth of the excees cost of
BCBS between 1978 and 1983, deflated by the CPl medical care
component was 24 percent per year in the case of Kaiser, and 13
percent in the case of HIP. It may be the case that lower risk

12 Michse) Rothschild and Joseph Stiglits, 'Equilibrium in Competitive Ingurance Markets:
An Essa{ on the Economica of Imperfect Informatien,” Quarterlv Journa) of Economica, 30 (No-
vember 1976), g2 629-649, .

1 Mark V. Pauly and Kathryn Langwell, “Research on Competition in the Finanting and De-
;i;gzry of Health Bervices: Future Research Neede, NCHSR Reasarch Proceedings Series (October

),

"*Some observera ncle that employers are dropping former lufl-coverage health insurance
plans, but this is believed to be due simply to the rapid growth of premioms independent of self-
selection biages. . L .

latarold S. Luft, “Health Maintenance imtions and the Ratioming of Medieal Care,”
Milbank Memorial Fund Quarterly/Health and Saciety, 60, (1982), p. 268,

"*The 1-year increase from 1382-83 i repertediy an unusual cumulative adjustment to declin-
ing reserves.
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people are deserting the Blue Cross plan; but, in many parts of the
«country, these individuals would not have to resort to inferior fi-
nancial protection as in the theoretical discussions of this problem.
If some people want to preserve free choice of provider with full
coverage of expense, and if this preference makes a plan such as
the Blue Cress high option extremely expensive, the result can be
viewed as an inescapable tradeoff {"production frontier’) between
premium, coinsurance and restrictions on how different providers
are covered—either significant coinsurance or restricted provider
plans allow premiums to be kept near the fair value. This tradeoff
seems to be one that is appropriately made by the individual con-
sumer uging a subjective calculus.

E. Special issues for o voluntary voucher system

Preserving the option of current service entitlements in a volun-
tary voucher program essentially guarantees that well-informed
medicare eligibles suffer no decline in welfare as a result of a
voucher system. This may be important for geographic areas where
a relatively small elderly population would not permit meaningful
diversity of options in a mandatory system. Also, a voluntary
voucher system can be gradually implemented as more and more
AHP’s are admitted to the market. This process in fact is already
underway. In March 1982, over 630,000 medicare eligibles were en-
rolled in prepaid plans, although five-gixths of these were enrolled
in plans paid by HCFA on the basis of cost reports.

Drawbacks of the voluntary approach have already been noted
above, such as the failure to eliminate the implicit subsidy of tradi-
tional medigap plans, and the high degree of regional indexing.
Most fundamental, however, is the problem that the Government’s
total cost become directly sensitive to errors in the pricing of
vouchers, If there is a favorable selection for an AHP and if Gov-
ernment voucher formulae overestimate how much benefits would
have otherwise been:paid on behalf of those who opt for the AHP,
then the total cost.to. the Government will rise. This could be a
chronic problem because people who expect higher than average
expenses will find if. advantageous to stay with current medicare
coverage and a subsidized medigap policy.

Empirical evidence concerning the possible extent of this prob-
lem is given in two major studies by HCFA researchers.’® They
analyze selection bias-for four medicare demonstrations of AHP en-
rollment. In three of the four cases, enrollees in the AHP previous-
ly had substantially lower medicare benefit payments than those of
comparable medicare eligibles in the same geographic areas. The
Government’s pricing formula, based on county, age, sex, ingtitu-
tional, and welfare status, was apFarently 20 to 40 percent higher
than justified by.past experience of the enrollee group.

By contrast with Eggers & Prihoda, cost reports for these three
AHP’s suggest that each one was-losing money on its at-risk medi-
care enrollment in 1980 and 1981, to the uniform extent of about

.15 Pay| ra, "Risk Differential Between Medicare Beneliciaries Enrolled and Not Enrolled
in-an HMO,” Hazlth Care Financing Review, 1 (winter 1980). Paul Eggers and R. Prihods, “Pre-
Enrollment. Reimbursemgent: Patterns of Medicare Beneficiaries Enrolled in At Risk HM(Ys,”
Heelth Care Financing Raview, 4 (September 1382).



15 percent of revenue.!® The reasons for this conflict are not fully
understood. The premiums necessary to cover unreimbursed cost
may have been underestimated or purposely underpriced. However,
it is surpriging that the Kaiger plan with long experience with el-
derly enrollees—on a cost basis—would have suffered similar
losses. One problem with the Eggers & Prihoda study is that they
begin with a sample of people known to be alive in 1980 and pro-
ceed to look backward—hence the people who recently had died
after using a great deal of service are omitted.

There is at least one conceivable strategy to preserve the option
of existing service entitlements, while obtaining more of the effi-
ciencies of a mandatory aysterm. As an AHP succeeds in enrolling
medicare eligibles, the total revenue it receives (from the Govern-
ment and the enrollee) iz valuable information. If this total price,
less the amount that the beneficiary would have paid out of pocket
in the current program, is below what medicare would pay current-
ly, then the Government can raise premiums or cost sharing for
the default option. The argument is that if an AHP proves its rela-
tive efficiency, the Government can share in the savings indirectly
by this method until nearly all eligibles are induced to join more
efficient plans. The burden is on eligibles to pay the revealed
higher cost of open entitlements if they remain with the default
option.

11, WeLFARE GAINS IN THE PROTOTYPE SYSTEM

The prototype voucher gystem assures the Federal Government's
budget objectives. The savings end improved predictability/control
of the budget are not necessarily matched by a decline in the wel-
fare of medicare eligibles if vouchers serve to eliminate sizable in-
efficiencies in health insurance coverage. This section considers
two types of inefficiency that would be attacked by vouchers even
if people do not select HMO's shown to have lower total cost associ-
ated with changed provider incentives. Then we discuss how vouch-
ers might be used to improve upon the current means-tested medic-
aid coverage for the elderly.

A. Elimination of the subsidy of medigap policies

Knowlege of the insurance coverage and expenses by source for
the olderly has been enhanced by the National Medical Care Utili-
zation and Expenditure Survey [NMCUES] of 1980. Tables from
this source prepared by HCFA indicate that in 1980, some 65 per-
cent of elderly, noninstitutionalized medicare beneficiaries held
medigap policies with average annusal benefit payments of $395.
Medicare paid $988 Eer eligible person with medigap coverage,
while paying only $729 per person for the 21 percent of eligibies
with only medicare ¢overage. Total expanse was 31,088 per person
in the medicare-only group, compared to $1,818 for those with
medigap policies.

If we suppose that the only difference between these two groups
was the medigap coverage, then medicare was subsidizing the pur-

1¢ Howard A. Kahn, and R. Leighton, “Summary of Obgervations, Medicare/HMO Demonstra-
tions' ” U.5. Health Care Financing Administration report (March 1883).



chase of such coverage with $259 of extra benefits, Let B be the
medigep benefit, # be the premium and S be the extra medicare pay-
ment. Then #r/B is the unsubsidized price of insurance—that is, the
consumer price per dollar of expected benefit—while #/(B+8) is
the subgidized price. The rate of subsidy of medigap premiums can
be seen to be S/(B+ ) which is a whopping 39 percent, Even if the
loading of individual medigap premiums for administrative and
gales cost is 50 percent, as indicated by the 1979 data presented by
Carroll and Arnett,!” the net price of $1 of benefits is now only 92
cents.

The initial calculations are possibly extreme, due to selection ef-
fects, even though medigap issuers are free to use medical screens
and other restrictions, One indication of this sxtremity is that the
67-percent difference in total expense between the groups, associat-
ed with a 83-percent difference in net consumer cost-share, implies
a price elasticity of demand for care of about 2.0 which seems too
high. A more plausible price elasticity of about 1.25 can be estimat-
ed from the utilization differences reported by Link, Long and
Settle, who controlled for many demographic and other determi-
nants of the utilization of care.!® Using the lower demand elastic-
ity, and interpolating both the B and S extreme values, we calcu-
late a premium subsidy rate of 31 percent and a price w=(1.03)
(B+S) which represents a very low, albeit positive, load factor for a
madicare eligible with typical prospective needs for health care.

Under the prototy?e voucher system, each individual faces the
full cost of the benefits paid by the plan selected. The loading of
premiums would be less than the 50 percent of current medigap
plang, but greater than the 3-percent subsidized rate calculated
sbove, This ghould reduce the demand for policies that primarily
extend current medicare by eliminating deductibles and coinsur-
ance. The 31-percent rate of subsidy is not much less than the esti-
mated rate of tax subgsidy of employer contributions of health in-
surance, Phelps !? and Feldstein and Friedman 2° have addressed
the quantitative effects of that tax subsidy. The aggregate simula-
tion by the latter authors (assuming price elasticity of demand for
care near the levels found in the health ingurance experiment) aug-

ests that insurance benefits demanded are about 60 percent

igher with the subsidy than without. Phelp's work suggests a
somewhat higher conclusion. While the past research was for non-
elderly populations, it helps to clarify the approximate size of the
effects of tene implicit subsidy of medigap policies.

Suppose, however, that the voucher systern had no effect on the
current combined coverage held by the (5 percent of eligibles with

“'—Mn'garie Erith Carroll and Ross H., Arnett ITI, “Private Health Insurance in 1978 and
1978: A Review of Coveragse, Enroliment and Financial Experience,” Health Care Flnancing
l"(.!h’mnsl L\?arijQSBl),K.SG.m and Ruassell Settle, “Cost Sharing, Suppl Ina

rleg R, Lin tephen y 8, , Supplernen ur-
ance, and Henlth Services Utilization Among the Medicare Rldarly” H I.E Camﬂmcing
Review 2 (Fall 1881), pp. £5-32. They found that the indepandent effect of medigap cove on
uge of hospital duys was +31 porcent and for fcian visits, about 40 porcent. We | the
higher figure overall to allow for the Jikely use of higher priced providers by people with madi-

% Charies E. Fhalps, “Health Care Conta, the Consequences of Increased Cost Shering,” Rand

Corr. R-2070-RC (Novembar 1982).
¥/ Mprt/n Feldstein and ard Friedman, “Tax Subgidies, the Rational Demand for Insur-
ance and the Health Care Crisis,” Journal of Bublic Econowics, 7 (April 197D, pp. 166-178.
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medigap. They might still be better off financially by reduction of
the loading costs they are paying in their medigap premiums. Let
V be the voucher value determined by current average medicare
payment per enrollee. This was $1,005 in 1980 for the elderly in the
NMCUES data. This is in fact higher than the $§988 average pay-
ment for those with medigap, due to the much hjgher Government
cost for people eligible for medicaid. The lower figure is used here
to understate results. Then the financial impact on medigap hold-
ers is favorable or adverve depending on whether

L.6B2(1+m)B+(m -8V

Where m is the new load rate for all benefits, and ¢ is the cur-
rent loading rate for the purely insurance functions of medicere
which we may assume to be rebated to consumers with the vouch-
erg. The value of ¢ for 1980, averaging over all medicare benefits is
approximately 4.1 percent. Then the net effect is favorable, pro-
vided that m is less than 17 percent. This may be attainable in
view of the fact that the load factor on average for insurers in the
Federal Employee Health Benefits program is a bit less than 10
percent,

B. New coverage and options

Access to a large group of elderly persons able to afford AHP's
may permit the supply of plans that are not feasgible in the medi-
gap market, We will develop this argument with respect to cover-
age of long term care [LTC| and then with regard to newer IPA
models for physician and hospital coverage,

In the medigap market we observe contracts to fill-in the medi-
care part A copayment for care in participating skilled nursing
facilities lasting up to 100 days. An extension of the period of 365
days, restricted again to skilled nursing care, is also available in
many geographic areas. For more details based on our survey of
LTC policy offerings, a report is available from the authors. The
narrow approach of medicare and medigap policies to LTC is a re-
cuperative philosophy of defining LTC benefits in terms of skilled
nurging procedures at home or in approved facilities. Yet, our re-
search, to be reportad in section III below, and the reports of others
indicate unsatisfied demand for the custodial components of LTC,
especially at home, and willingness to pay substantial amounts for
such coverage.

One reason that the supply of insurance for the large custodial
component of LTC ig virtually nonexistent may be that the cost of
claims administration—determining when a person qualified and
the least cost regimen of care—may be high and have a large fixed
component independent of the number of policies sold. Moreover,
the potential adverse selection may dictate high costs of personal
gelling and screening under present arrangements. Also, the re-
stricted potential dollar volume per enrollee in the medigap
market may not offer much incentive for consumer research and
experimentation with new policy designs. The voucher system, by
providing access to a large pool of persons af age 65 (which is still
young in regard to the use of LTC) would permit insurers to realize
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major economies of scale in spreading out the types of costs inher-
ent in expanded LTC definitions.

A pomewhat sgimilar scale argument applies to offering of new
types of cost-conscious plans. An insurer might undertake to enlist
only those physicians who will accept stringent utilization review
which is, itself, costly to set up. Or an insurer might develop an
acceptable risk-sharing arrangement with primary care physicians
for the costs of aspecialist referrals and hospitalizations. Such
models are indeed emerging in private group health insurance. It is
hard to imagine how such models could be offered in a medigap
product. But some AHP’s have been newly created within the past
year in response to an invitation by HCFA for demonstration gites
to enrall medicare eligibles. In short order, two dozen sponsors of
AHP's, most of which -are not group practice HMO's, were ap-
proved to enrcll beneficiaries using a fixed formula of actuarially
determined prices-with unregulated profit or loss. This observation
is encouraging about the prospects for more efficient plans that
could be offered in a voucher syastem at attractive prices because of
economies of scale.

C. Coordination and restructuring of medicaid

In 1982, about 7.5 percent of the elderly qualified for cash assist-
zance on the basis of State and Federal income criteria and were
.automatically eligible for medicaid coverage that nearly completely

eliminates their out-of-pocket cost for covered services. Another 5.5
percent of the elderly were eligible for medicaid because of large
expenses after spending-down their income and assets. For 80 per-
cent plus of these eligibles, State governments spent $12.20 per
person-month to pay the medicare part B premium. This can be a
bargain for States wishing to provide generously for heaith care of
the elderly; States save the Federal share of the expected cost of
the covered part B services. Moreover, the elimination of consumer
cost undoubtedly contributes to the NMCUES finding that medi-
care in 1980 spent $1,800 per person on noninstitutionalized elderly
covered by medicaid, compared to $1,005 per elderly person overall.
Beyond those expenses, in fiscal 1982 medicaid programs spent
$10.9 billion in vendor payments for 3.2 million elderly recipients
of services, These are large commitments that would plausibly
affect the behavior of the elderly with regard to the use of vouch-
ers,

It is important to bear in mind the profile of elderly recipients
and expenses by eligibility status. Table 1 below indicates that 58
percent of the recipients were those receiving cash assistance be-
cause of low-income levels; but because their expenses are relative-
ly smaller, they account for only 25 percent of expenses. The
gsecond group is categorically eligible but not receiving cash assist-
ance, typically because they are residing in a iong-term care inati-
tution. The third group contains those whose -expenses have been
30 large relative to their incomes that they qualify for assistance in
those States that choose to include them, Over time, total recipi-
ents have been declining in the cash recipient group but rising in
the other groups.
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TABLE 1,—AGED RECIPIENTS OF MEDICAID, DETAILED BREAKDOWN BY BASIS OF
ELIGIBILITY, FISCAL YEAR 1982

Wls Sh\ Payments (i Payment per

Ihousands millions} recipient
Cash recipient.......c... . . 1,867 $2,741 $1,469
Eligible, no grant., 627 3,530 5,630
Medically needy....,.., " 747 4,582 6,134

L 3,241 10,853 3,350

Table 2 shows that the pattern of expenge by service category dif-
fers for the three eligibility groups. Expenses for the cash assist-
ance group are relatively concentrated (19 percent—on hospital
care as well as long term care—42 percent), while for the other
groups, expenses are much more heavily concentrated on long-term
care (87 percent and 78 percent). If the Federal share (about 55 per-
cont) of all this medicaid expense were distributed across all elder-
ly people, it would amount to $256 per person, of which $184 per
person represents the expense on long term care.

TABLE 2,—PRQPORTION OF TOTAL PAYMENTS FOR THE AGED SPENT ON SELECTED
SERVICES, BY BASIS OF ELIGIBILITY

Cash recipienls No grant Medhcally neady

Service
1075 1982 1975 1982 1975 1982
Hospital inpatient ... 010 0,19 004 0.02 003 010
Long-term care facllilies..mmamunnnnen, 96 42 84 87 B4 T8
PhYSICIBNS ...coureereesrevcnecrmamrmrmriceinrsnermenn. A7 0602 01 00 01
Hospital outpatient ..... . o402 O 0 0 0
DIUES oo sesmsssrssmnsscrimmssssisssscessssones 4 12 04 05 03 03

Group total ... B9 8 9 5 8 @

" Source: HCFA forms 2082, Office of Research.

Given the availability of this extensive assistance, (a) it is ration-
al for the elderly who know they are eligible for assistance to keep
to a minimum their expense on options within a medicare voucher
system, (b) such persons will tend to pick plans with unrestricted
choice of provider so long as medicaid has that feature, (c) people
without sizable assets to protect can rationally plan to rely on med-
icaid for long term cere. Another way of stating the last point
about incentives is that the premium to increase coverage of long
term care in a private contract may be greatly in excess of the
value of being able to buy somewhat more or better care than med-
icaid will provide for free, A similar argument hag been made re-
garding the effects of medicald on inefficiently low demand for
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catastrophic inasurance clauses by people without a great amount of
assetg to a

Based on those considerations, a corrective strategy in a voucher
system is to cancel all automatic eligibility for medicaid for the el-
derly. Cash transfers can be increased permitting low-income elder-
ly to afford plans with relatively comprehensive coverage. Then,
any residual medicaid coverage would begin only after a much
greater dollar loss out-of-pocket. Perhaps long term care caverage
should be especially encouraged—that is, reinsurance guarantees—
in the voucher system to increase the purchase of coverage and
cancel the effect of medicaid entitlements.

11I. ConsUMER PREFERENCES IN A VOUCHER SysTeEM

Studies of and market experience with consumer decisionmaking
about health plans can provide important information about sever-
al issues pertaining to the development and outcomes of a medi-
care voucher program, They can provide information about (a) the
extent of beneficiary knowledge about health insurance and hence
the extent of difficulty that beneficiaries may have in making deci-
sions about alternative plans, (b) the effects of plan features on
beneficiary preference, thus assisting plan designers to develop
plans that are maximally satisfying to medicare beneficiaries, {c)
the types of plans that medicare beneficiaries are likely to choose
given that plan sponsors are well-informed about their preferences
and that a variety of plans conforming to those preferences are in
fact offersd to beneficiaries, (d) the percentage of medicare benefici-
aries likely to choose AHPs with cost-saving financial incentives,
(e) the degree of favorable self-selection for AHP's that must be an-
ticipated in the pricing of voluntary vouchers, and (f) the degree to
which gelection bias, especially in a mandatory system, necessitates
individually risk-rated vouchers. Previous studies of the choice of
insurance plan, experience in the medigap market, the HCFA dem-
ongtrations and our recent research and medicare beneficiaries pro-
vide relevant evidence,

Formal studies of consumer decisionmaking about HMOQ's versus
traditional insurance plans among the nonelderly population pro-
vide information about the effects of plan features on choice and
the relationship between consumer characteristics and selection of
plans. As discussed below, however, the retrospective nature of
these studies and the limited number of plans examined in a given
study create such serious problems of inference that findings per-
taining to the effects of plan attributes in those studies are serious-
ly suspect. Luft’s review of HMO studies 22 provides interesting in-
formation, however, about the relationship between consumer char-
acteristics and choice of HMO’s, He notes that a common finding of
these studies is that “people having good ongoing relationships
with physicians are unlikely fo sever those ties for moderate sav-
ings."” This might.imply that those joining HMO’s would be individ-

1) Hermard Frisdman, "Rationales for Government Initiative in Catastrophic Health Insur-
ance,” in M. Pauly, ed, “National Health Ingurance, What Now, What Later, What Never?”
(American Enterprise Institute, 1979), pp. 85-103. . )

3 Harold S. Lufl, “Health Maintenance Organizations, Dimenmions of Performance” (John
Wiley & Sons, 1981).
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uals using fewer medical services since such individuals presum-
ably have little need for ongoing relationships with physicians.
This is also consistent with Luft's tentative conclugion from a few
studies that people joining prepaid group practice HMO’s were pre-
viously lower than average utilizers of hospital care under conven-
tional coverage. However, he notes contrary evidence for people
choosing the indivudal practice association HMO model.

Some agpects of the HCFA demonstrations of HMO enrollment
have already been noted, but useful experience ias only beginning to
accumulate with the recent addition of two dozen new AHP's
under the HCFA competition demonstrations. The experience at
the established HCFA demonstration sites suggests that significant
numbers of medicare beneficiaries are willing to enroll in AHP’s.
At the present time 14 percent of medicare heneficiaries have en-
rolled in various types of HM('s in the Minneapolis/St. Paul ares,
although only 7 percent of medicare beneficiaries have enrolled at
the other three established aites (this may be due to the greater va-
riety of plans in the Minneapolis/St. Paul area, thus making it pos-
sible for more medicare beneficiaries to find a desirable alternative
plan). The HCFA demonstrations alse provide evidence concerning
selection issues. As noted previously, three of four existing “at
risk’’ group practice HMQO's may have obtained a somewhat favora-
ble selection.

Finally, there is some suggestion from the study of enrollment
practices in these demonstrations that medicare beneficiaries solic-
ited and enrolled by mail for the Kaiser plan in Portland may not
have understood the provider restrictions present in that plan.

Our own recent work is discussed in some detail below because it
is closely targeted to answer the questions for medicare, and it
avoids the limitations of the retrospective studies of consumer
choice previously conducted. A thorough report of results and a dis-
cussion of the external validity of the methodology used in our re-
gearch is available, 22

A. Conceptual approach to study of beneficiary choices

We start with the assumption common to economic and psycho-
logical models of choice that a consumer attempts to select a com-
bination of health plan attributes which has maximum utility for
that individual. In those studies of HMO choice that have included
plan attributes as determinants of choice, the treatment of attri-
bute preferences has typically been superficial. For example, most
studies simply list the percentages of persons expressing a particu-
lar concern about a t_plan or reason for choosing a plan based on
some attribute. See, for example, Scitovaky, McCall and Benham 24
for an example of a study in which it wag found that a variety of
attributes mattered to consumers but no attempt was made to de-
termine relative importance.

Even more serious limitations of previous research methodologies
are (1) the likely distortion in estimates of the determinants of con-

338taphen A. LaTour, Bernard Friedmen and Edward F, X. Hughea, "The Vouchering of
Medicare: A Marketing Regearch Approach,” Center for Health Services and Policy Research,
Northwestern Univeraity, 1983,

M Ann A, Scitovaky, Nelda MeCall, and Lae Benham, "“Factors Affecting the Choice Betwsen
Two Prepaid Plans.” Medical Care, 16 (1978), pp. 660-681,
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sumer preferences due to use of a retroapective methodology, and
{2) the small number of plans available in any one study for esti-
mation of attribute. effects. Asking respondents to explain their be-
havior after the fact has long been viewed as inappropriate by psy-
chologists study decisionmaking. Memory error is heightened with
the passage of time and there is also the serious problem of ex post
rationalization.?® The small number of plans in previous studies
means that there is a serious confounding of attributes. For exam-
ple, a closed panel HMO may differ from a traditional plan on nu-
merous dimensiona: Price, deductible amount, copayment amount,
restrictions on physicians, restrictions on hospitals, et cetera.
Making an inference as to which attributes influence choice is im-
possible when the number of attributes far outnumber the number
of plans,

A procedure that eliminates the problems of recall inaccuracy,
retrospective distortion, and confounding of plan attributes in-
volves presenting individuals with a set of hypothetical health care
plans structured according to experimental design criteria. The re-
spondent then rates the plans on an appropriate scale, such as
preference or purchase intention. Evidence for the validity of pro-
spective approaches has been provided by several authors.?® They
show that such methods can predict actual choices of products and
even complex services in the marketplace with a relatively high
degree of accuracy.

ne final point should be made with respect to purchase inten-
tion models. In general, concomitant variables {consumer charac-
teristics) can be assumed to alter an individual's preference for var-
ious attributes. For example, it is supposed by many that higher
income leads to reduced demand for low deductibles. The analyis of
covariance procedures used in our research allow this type of hy-
potheeis is tested by including interactions between consumer char-
acteristics and plan attributes. Juba and Lave 27 fook a similar ap-
proach in which they explicitly hypothesized how individual char-
acteristics such as education migf;t modify the value attached to
various plan attributes. They proceeded to test for the size of the
net effects on choice of a particular plan, Such a method is insight-
ful, but it cannot provide direct information about preferences for
pac(llcag&s of attributes beyond the two plans chserved in their
study.

B. Likelihood of purchase of AHP's in a voucher program

In order to understand the decisionmaking of medicare benefici-
aries, we have undertaken a two-phase empirical study. The first
phase involved focus group interviews (a standard marketing re-

N, Miller, N, and R, 5. Baron, “On Messuri Countara;igul " Journal for the Theory of
Socinl Behavior, 3 (1973), pp. 101-118. R, A, Osterhouse, and T. C. Brock, "'Hatraction increasea
Yielding to Progagnndn by Inhibiting Counterarguing,” Journal of Peraonality and Social Pay-
chology, 15 (1970), pp. 144-358,

284 J. Silk and Glen L. Urban, "Pre-test Market Evaluation of New Packaged Coods: A
Model and Maasurement Methodology,” Journal of Marketing Research, 15 (1978), pp, 171-191,
D. G. Morrigon, “Purchase Intenlions and Purchase Behavior, ' Journal of Marketing, 43 (s rjnﬁ
1979, pg. 65-74, P. Wright and M. A. Kriewall, “State of Nfutd Effects on Lhe Accura it]
mi%S titisy Functions Project Market Choice,” Journal-of Marketing Reszarch, 17 (1980), pp,

2* [, A. Juba, Judith Lave, and J. Shaddy, “An Analysis of the Cholice of Health Benefit
Plans,"” inquiry, 17 (apring, 19%0), pp. 82-71.
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search technique) with beneficiaries to gain insight into their un-
derstanding of health insurance, their receptivity to a voucher
aystem, and preliminary insight into their preferences for the fea-
tures of health plans that might be available under a voucher
system. This study then served as input to a quantitative phase in
which a large number of plans were structured so that their attri-
butes varied systematically according to experimental design crite-
ria.

Focus group research.—Six group interviews each with six to nine
randomly selected participants were conducted. Participants were
gelected from urban, suburban, and rural areas of Cook and Lake
Counties in Illinois. The majority of the participants had supple-
mental medigap coverage. Many of these individuals were unable
to specify what was covered by their medigap policies and for those
who did specify coverage there tended to be an overestimation of
benefits, It was apparent from their comments that medicare
beneficiaries, including well educated ones, have difficulty in un-
derstanding both current medicare coverage and their supplemen-
tary policies.

Interest in a voucher system seemed to be higher among those
groups with higher educational and income levels, They liked the
idea that they would have more choices than under the current,
medicare program. Those with lower educational levels found the
voucher concept harder to understand and were concerned that pri-
vate insurance companies might take advantage of them and that
they would have difficulty making choices among alternatives. In-
terest in plan features under a voucher program was probed, espe-
cially regarding HMOQ's, acceptable levels of deductibles for tradi-
tional insurance, and long-term care coverage.

Participants who had joined an HMO or had heard about the ex-
periences of close friends or relatives were quite enthusiastic about
them. However, many participants expressed concerns about some
aspects of HMO’s. Some were concerned that HMO's involved clin-
ics in whic¢h one could not regularly see a competent physician, An-
other related concern of some was the fear that they would not be
able to use their present physician. Many were also concerned
about hospital restrictions. A significant number were sufficiently
concerned, however, about their current physician retiring or dying
that they expressed some interest in an HMO. There was also =
surpriging amount of mistrust and negative affect toward their
physicians, suggesting that some individuals would be willing to
switch anyway.

The overall impression obtained from these discussions of HMO’s
is that most medicare beneficiaries are unfamiliar with them but
that the availability or extended coverage at a reasonable price and
freedom from the task of claim filing is very appealing. Many have
sufficient concerns, however, about lack of freedom of choice
among providers, a clinic approach to care, possible incompetence
of providers, and the possibility of financial insolvency that they
would be reticent about joining an HMO were that offered under a
voucher program. It is apparent that special promotional efforts
would have to be undertaken by HMO's in order to provide infor-
mation that would eliminate these concerns,
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Interest in and concern about long term care coverage was high.
Participants were generally aware that nursing homes are very ex-
pensive and were concerned that they would be unable to afford
nursing home care should that be needed. Most of the participants
thought that nursing homes were institutions they wanted to
avoid—their disparaging comments about nursing homes were
quite graphic. If at all possible, they wanted to stay at home. Many
participants expressed willingness to pay for coverage that would
optionally provide home health ¢r nursing home care, as appropri-
ate, at a cost of $20 to $25 per month and a few were willing to pay
$40 to $45 a month in premiumas.

Survey research.—The esecond phase of the study involved a na-
tionwide survey of 2,016 noninstitutionalized persons over age 65,
using the Consumer Mail Panel of Market Facts, Inc. The sample
wag drawn to match census data on income, education, and pepula-
tion density of residence area. The survey does not include current-
ly institutionalized peoFle (perhaps 5 percent of the medicare popu-
lation) a Eroup that will require special treatment in the initiation
of a voucher system.

Respondents were asked to indicate their likelihood of purchase
of eight health care plans (or remaining with current medicare),
using a 10-point scale ranging from "“not at all interested in choos-
ing,” to “extremely likely to choose,” Three sets of ratings were
given, under three separate conditions: Current medicare still
available, current medicare unavailable, and current medicare un-
available with waiting periods invoked whenever people switch
among plans.

Four major attributes (physician restrictions, hospital restric-
tions, long-term care coverage, and availability of current medicare
as an option) were varied within-subject. This means that each re-
spondent judges all possible combinations of these attributes. Hos-
pital participation was either unrestricted, or limited to “a single
major hospital in your area.” Physician participation was either
unrestricted, limited to a single group practice, or limited to a “list
of Iphysicians and group practices.” The single group practice was
only offered with hospital restriction (corresponding to most group
practice HMO models), while the plan with a list of physicians was
offered only without hospital restriction (corresponding to many
IPA models). For purposes of analysis, the two levels of physician
restriction were combined, creating a realistic 2X 2 design of physi-
cian of hoapital and physician restrictions. In keeping with the ma-
jority of HMO plans, all physician restricted plans had a zero de-
ductible and zero coinsurance. All unreatricted physician plans had
20-percent coinsurance and a catastrophic if‘:’cép-]osa at $2,600,

ther plan attributes were manipula between-gubjects in
order to reduce the number of plans that the respondents must
judge. This means that each respondent is exposed to only one level
of each of such variables, These atiributes included price (see de-
tails below), extent of mental health benefits, sponsor, order of
presentation, deductible level {physician unrestricted plans), and
reputations of physicians (restricted physician plans).

Price was manipulated by taking the estimated fair price for
each plan (a function of benefit levels and provider restrictions)
and pricing the plan $15 per month above or below that value. This

20-323 O—Bt——6



allows an examination of price unaffected by its collinearity with
plan benefit levels and provider restrictions. The base price for
each plan started with the current $12.20 per month subscriber
cost for medicare part B. Further adjustments in plan costs were
based on the following: Premiums actually charged for current
medigap policies; actuarial analyses submitted to DHHS by Coo-
pers & Lybrand, Inc., and by Richard Mellman of Prudential Insur-
ance Co., written advice provided by the actuarial department of
Blue Cross; estimates distributed by specialists in long-term care;
experience with mental health coverage in the FEHBP, and analy-
ges of out-of-pocket expenses of medicare beneficiaries from HCFA,

Effects of plan attributes on purchase intention.—The survey
data were analyzed using analysis of variance and analysis of co-
variance. The factorial design employed in this study allows for es-
timation of the main effects of plan features, as well as their inter-
active effects with other features.2® When an interaction is found,
thig indicates that the effect of a variation in a given plan featurs
depends upon the level of some other feature. The systematic test.
ing for interactions is.a particularly valuable feature of our meth-
odology.

Under a voluntary program, the default medicare option is
strongly preferred on average relative to the alternative plans,
This finding does not mean thet some sgpecific plans are not highly
rated by the respondents or by specific groups of respondents.
Indeed, a market share analysis (see below) reveals that if benefici-
aries had available to them and were fully informed about all eight
plans created by the variations in hospital restriction, physician re-
striction, and long-term care henefits, medicare would only retain
about 50 percent of the market for health plans.

For the alternative plans, all of the variables manipulated within
subjects have main effects upon purchase intention. Of the three,
hospital restriction has the largest effect. The average medicare
beneficiary surveyed does not wish to purchase plang restricted to
a single hospital if this carries with it only a $7 per month reduc-
tion in plan cost. We may have underestimated the achievable sav-
ings with a restriction of hospital choice, but the $7 in marginal

igavings i8 not trivial in relation to other price variations. Respond-
ents are much more positive about physician restrictions, however,
with a slight preference for this feature. The difference is of the
same order of magnitude as the difference in preference due to a
330-between-subjects manipulation of price, and is associated with
an assumed savings of $22 per month reduction in plan cost due to
restricted physician choices.

As suggested by the focus group research, the inclusion of ex-
tended long term care benefits (custodial care benefits in an insti-
tutional or home setting) also results in a statistically significant
increase in likelihood of plan purchase. This preference exists de-
apite the fact that a plan with extended long term care benefits
cogts $15 more per month than a plan without such benefits.

s Major aspecte of the methadology are based on Stephen A. LaTour, and P. Miniard, "Con-
sidarations in the Ana]guia of Repeated-Measures Designs,” Journal of Murkeﬁnz Revearch, 20
(Februpry 1983), p. 84-395.
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It is important to point out that each of these variables is in-
volved in significant interactions with some other variables, The
long term care benefits variables, in particular, seems to plan a piv-
otal role in interacting with other variables to influence purchase
intention. This interaction pattern for example, reveals that pur-
chase intention is enhanced in a multiplicative rather than an ad-
ditive fashion when both unrestricted hospitals and long-term-care
benefits are present in a plan.

The pize of the deductible does not seem to matter very much,
given our premium pricing rules, except under & mandatory vouch-
er system where it matters for nationally sponsored plans—a na-
tionally sponsored plan with a $300 deductible is preferred to a
zero deductible or $300 deductible.

C. Evidence of adverse selection and implications

Two analyses of covariance were performed to determine wheth-
er purchase likelihoods for plans are related to either past utiliza-
tion history or history of serious health problems. For the first
analysis there were three covariates: Number of doctor visits in the
past year, binnrg' coded variable representing whether or not the
respondent had been admitted to a hospital in the past year, and a
binary coded variable representing whether or not the respondent
had been in a nursing home in the past year. For the second analy-
sis there wasg one covariate, total number of health problems
checked on the questionnaire, ranging from 0 to 11. All within-sub-
jects and between-subjects factors previously discussed were includ-
ed in the analyses. The only difference was that the comparison to
determine possible selection bias for medicare under a volunta
voucher program involved a comparison between the reapondent’s
medicare rating and the alternative plan that the respondent rated
most highly.

There are three ings concerning selection effects for the utili-
zation measures, none of which affected the medicare comparison.
The first involves an interactive effect of past physician utilization
and physician restrictions. The interaction is such that the likeli-
hood of purchase of restricted physician plans relative to unre-
stricted plans is somewhat greater for those with a lower number
of vigits to a physician in the past year. Another effect involving
utilization involves hosspital utilization interacting with plan spon-
sor (Blue Cross/Blue Shield versus national commercial insurer)
and physician restriction. The pattern of the interaction reveals
that those beneficiaries who have been hospitalized prefer a nation-
ally known commercial ingurance company and this is particularly
true for unrestricted physician plans.

The number of healt{x problems interacts with long term care
benefits and type of voucher program. Those with more health
Froblems checked are more likely to purchase plans with expanded
ong-term-care benefits and this is somewhat more Jikely under an
optional voucher system.

The selection effects reported above should eventually be incor-
porated into the relative pricing of plans for an analysis of system

uilibrinm. We have not yet done this, but our view is that the
effects do not. seem large in comparison with the $30 between-sub-
jects variation included in the prices.
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Our study fails to find evidence for overall favorable self-selec-

tion for AHF’s in a voluntary eystem. Our likely reason for this

- contrast with earlier studies is the greatest range of options made
available in our study, beyond simply prepaid group HMO's. In ad-
dition, the offering of expanded coverage for long term care may be
especially important in attracting away high-utilizer subgroups to
AHP's. It is important to realize, however, that the extent of favor-
able selfselection for AHP's may be altered by the actual plans
available in any given market area.

Given the relatively mild results regarding selection bias at the
quoted prices, we have proceeded fo estimate market share percent-
ages (for the zet of within-subject variations under fixed levels of
the hetween-subject variations). The procedure that we have em-
ployed is adapted from existing literature in marketing research.?®

For a voluntary voucher program, just slightly fewer than 50
percent of medicare beneficiaries would opt out of the current
medicare program, at the prices quoted for the alternative plans.
Of those who would opt for an AHP, a majority is estimated to
enroll in HMO-type plans with physician restrictions. These are
certainly higher levels of switching to AHP's than have been found
in the medicare HMO demonstrations, but in this study many more
options of possible interest to medicare beneficiaries are available.
Under & mandatory voucher system, the aggregate market share of
plans without hospital or physician restrictions is estimated Lo be
slightly more than a third. HMO-type plans with physicians re-
%t]rictions are estimated to attract roughly 50 percent of all eligi-

es,

Actual market share eatimates in & given area will depend upon
the characteristics of the offered plans, and the level of informa-
tion that each heneficiary has about the offered plans. These re-
sulta are based upon complete information about the attributes
varied in this study, something which ig unlikely to occur in the
marketplace. In the next section we make suggestions for imple-
mentation of vouchers, taking into account information problemas.

IV, IMPLEMENTATION SUGGESTIONS

Implementation of & voucher program warrants great care. Our
suggestions pertaining to fundamental issues of phased implemen-
tation, regulation of plan benefits and information management
are as follows:

Implementation of a mandatory voucher system should be a
sgradual process of including new retirees, given the desire of many
current beneficiaries to stay with the current program, The process
should not be so gradual, however, as to make the total numher of
availahle beneficiaries too small in the early years to attract a vari-
ety of plan sponsors, particularly in areas where the elderly popu-
lation is relatively sparse. We would suggest announcing to all
those individuals who will reach.retirement age in the next 3 years
that the voucher program will include them as of a date 3 years in
the future. Thus at the start of the program those aged 65 to 67

H'I:Gil;gt))h Urban and Jobn R. Hauser, "Design and Marketing of New Products,” (Prentice
all, .
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would be required to participate. Participation could be available
on a voluntary basis to all other medicare eligibles.

The inability of many medicare eligibles to understand insurance
terminology and the effects of plan features meana that education-
al efforts must be undertaken with them prior to implementation.
This is another reason for phased implementation—to provide
younger retirees with mformation about alternative health plans
prior to the point at which they muat make decisions. In addition,
with the passage of time, these younger beneficiaries are increas-
ingly likely to have had experience in making choices among alter-
natives in employer-sponsored group heelth plans. Older individ-
uals eligible to participate on a voluntary basis would presumably
not do so if they had serious concerns about their inability to un-
derstand major plan features,

In order to assure high levels of information about specific alter-
native plans once a voucher system is implemented, it would be de-
sirable to have a Governmentsponsored brochure that compared
available plans along relevant dimensions as in the FEHBP. We
would not limit, as has been proposed in some legislation, the pro-
vigion of additional information by plan sponsors who wish to send
supplemental brochures or spend money on other forms of advertis-
ing. In fact, if one policy goal is to promote participation in more
cost-efficient plana, advertising freedom would be necessary in
order for HM8'8 to provide necessary information on their qualifi-
cations, financial health, and practice patterns to address consumer
concerns about these matters,

Minimum benefit definitions with some catastrophic stop-loss
limits are advisable, especially if cash rebates are allowed. These
definitions can be approached with the goal of thwarting extreme
misinterpretation or misrepresentation of plans. One example
would be to require that, for all plang other than “gatekeeper
models” which require all referral specialty care to be prior ap-
proved, expenses on any services covered at all (with medical justi-
fication) must be included in calculations for the catastrophic cap.

V. CONCLUBIONS

The following points summarize and conclude our discussion of
the anealytic issues for a medicare voucher system.

One, a phased, mandatory replacement voucher gystem is argu-
ahly superior to a voluntary systemn in many respects: In rendering
the Federal Government expense more controllable in the aggre-
gate as well as in geographic distribution, in removing the ineffi-
ciency of the subsidized medigap market, in promoting new ap-
proaches to private health insurance, including HMO’s, other types
of restricted provider plans, and coverage of long-term care with as-
sociated medicaid savings.

T'wo, loss of the medicare hospital discount may be costly to some
consumers who strongly prefer to have free choice of hospital (no
change in copayment in relation to hospital prices). The loss would
be largely mitigated for other consumers simply by selecting plans
that lead to; First, reduced use of higher priced hospitals, second,
pressures to compete on price, and/or third, incentives for physi-
cians to reduce hospital use. The Government might require that
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AHP's be allowed the same discounts given by hospitals to any
other third-party carrier; such a regulation would involve a value
judgment about appropriate cross-subsidization among classes of
hospital payers.

. Under current arrangements, it ia not reasonable to expect that
‘medicare could heavily exploit its monopsony position without re-
ducing the supply and/or quality of services to beneficiaries. Even
voluntary vouchers, appropriately priced to avoid losses to the Gov-
ernment, would provide an opportunity for people wishing to buy
more and better care (medigap plans would not suffice because hos-
pitals cannot bill the patient for costs above the medicare limit
even though that care may be valued by beneficiaries), It would
also be beneficial to people wighing to buy into other forms of cost-
conscious AHP such as a simple high coinsurance plan.

Three, self-selection bias within a mandatory egystem might
threaten the viability of high-benefit plans that have free choice of
providers, unless individual risk rating of vouchers is developed-—
for example, age might be used for differential voucher pricing.
Our arguments and evidence on this problem are less pessimistic
than other authors, even in a voluntary system. With a system of
open enrollment, a problem of people planning to switch into a
high-benefit when they get older or foresee high expenses can be
addressed with an appropriate delayed entry fee (perhaps an age-
rated surcharge), or more simply a waiting period on full coverage
of preexisting major health problems,

Four, the potential market share for plans restricting choice of
physician in order to achieve cost savings appears from our re-
search to be higher than would be expected from past retrospective
studies of HMO choice, particularly if a variety of plans is offered.
The offering of expanded long term care benefits would be particu-
larly appealing to consumers,

Five, a restructing of medicaid for the elderly by channeling
much of current spending into premiums for medicare optiona {and
especially for long term care) would promote more efficient choices.
Qur approach to catastrophic coverage and medicaid changes
would limit the sensitivity of the program to problems associated
with low-income individuals choosing low-benefit plans.



A MEDICARE VOUCHER SYSTEM: ISSUES AND CONCERNS

(By HaroLp 8. Lurr, Ph.D' University of California,
San Francisco)

The paper by Friedman, LaTour, and Hughes provides a clear de-
seription of how & voucher system might be used to address some of
the problems faced by the medicare system.? It offers a method of
capping the Government’s cost for medicare and promises further
cost-containment gains through the expansion of competitive proc-
esses. The author ia making the case for the use of mandatory
vouchers and identify several of the implementation strategies to
enhance the likelihood that such a system would work. In this
paper I will discuss the authors assumptions, raise some additional
implementation issues that must be addressed, and offer some
more general policy concerns. .

These comments are intended to help policymakera think about
the desirability of & voucher systemn and the modifications neces-
sary to make such a system work well. As has-Alain Enthoven,
1980,% the authors make a strong case in favor of vouchers, and 1
agree that such proposals have many merits. However, there are
also specific weaknesses that gshould be considered by advocates in
order to strengthen the proposals. The firat part of the discussion
focuses on whether a voucher system will work as well as its advo-
cates suggest. The second part asks whether such a system would
be desirable even if it worked as advertised.

IMPLEMENTATION I5SUES

There are several issues that bring into question the feasibility of
a voucher system as one attempts to move from the economist's
drawing board to the reality of the market place, These implemen-
tation issues include, (1) adverse selection, (2) attractiveness of al-
ternative health plans, (3) administrative problems in a multiple
option system, {4} regulation, and (5) implementation costs.

Adverse selection

The authors recognize that adverse selection is a priority re-
search issue, yet they argue that “there are grounds for doubting
that the practical problem is very large.” Curiously, they reference

11 am grateful to Deborah W. Qarnick and Susan ¢, Maerkl for helpful commenta on an earti-

erd

t Bernard Friedman, Stephen A. LaTour, and Fdward ¥. X. Hughos, “A Medicare Voucher
Bystern: What Can Tt Offer? Presented to the Confarence on the Futurs of Madicars, sponsored
by the committee on W and Means, the Congreseional Budget Office, and the Congressional
Research Service, Nov. 29=30, 1883.

% Alain C. Enthoven, "Health Plan; The Quly Practioal Solution to Lhe Soaring Cost of Medi-
cal Care." (Reading MA: Addizon-Wealey, 1980,
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some of the exigting research indicating that selection bias is a sub-
stantial problem in the federal employees’ health benefits program
and in several medicare demonstration projects,* Numerous pri-
vate employers are finding selection biag to be an increagingly im-
portant problem.® Moreover, in most employment-related situa-
tions there is a crucial difference with the proposed voucher
system. If adverse selection occurs, the employer may cross-subsi-
dize through the contribution or premium go that the extra costs of
the plan with higher risk employees are borne at least partly by
either the employer or the other optiona. (These internal adjust-
ments often occur when high and low options are offered. The pre-
miums quoted usually reflect the actuarial value of the plan, not
the actual experience.) Cross-subsidization dampens the adverse se-
lection problem. The proposed voucher system, however, does not
include such transfers emong plans, and crosssubsidization would
be difficult to implement with any cover syatem using different car-
riers.

In principle, establishing premiums and vouchers according to
rigk classifications is an attractive soiution to the adverse selection
problem, but in practice it may run into difficulties. Age and sex
categories are rather crude measures, and evidence from the medi-
care capitation demonatration projects indicates that even a fairly
complex classification system accounts for only a small fraction of
the variation in utilization. To the extent that the risk adjustment
is incomplete, carriers have incentives to selectively attract poten-
tial enrollees whose expected -utilization is substentially less than
that indicated by their actuaria] category. As I have indicated elge-
where, there are numerous devices that might be used by carriers
and most of these techniques do not rely upon obvious schemes
such gs health examinations.®

There are alaoc important policy guestions concerning the design
of risk-adjusted vouchers. People in high rigsk categories may have
premiums that might be ten or more times higher than the premi-
ums of low risk people. If the voucher does not cover the full cost of
the premium, should the enrollee’s share be a fixed dollar amount,
irrespective of risk, or should it be a fixed proportion of the premi-
um? Either choice raises issues of fairness (which will be discussed
in more detail below) as well ag issues of legality. Even simple age-
rating may be contrary to age-diserimination statutes, and other
risk categories may be similarly challenged on the grounds that
they merely represent differences in average values and bear little
relation to what will be experienced by any one individual. Such

¢ Seq, for example, friednman, LaTour, pnd Hughes in the work cited; Paul Bgyoere, “Risk
Differential Belween Beneficairies Bnrolled and Nol Earolled in an HMO,” Raalth care Pinanc-
ing Review, vol. 1, No, 3 {wintar 1980), p& 9)-99; and Paul Eggars and Ronzld Prihods, “Pre-
Enroliment Reimbursement Patterns of Medicare Beneficiaries Enrolled in "At-Riek’ HMO'a,”
Heatth Card F‘inaneinﬁR&vi&w, vol, &, No. ) (September 1982), pp. 56-74. \

& 3ee, for example, Harold S. Laft, Joan B. Trauner, and Susan C. Maerki, "Riaing Peamiuma
n Multiple Oplion Hselth (naurancs Plane: Cauvata and Potential Solutions.” Prosonted al the
Ameri¢can Public Health Assocation Annual Mesting, Dallas, Texas, Nov. 15, 1988. See alo
Marilyn Jackson-Beeck and John H. Xleinmon, “Evidence for SelfSelection Anmong Heelth
Maintenance Orroniznl.lon Enrollees.” Journal of the American Medical apaociation , vo). 250,
No. 20 (Nov. 25, [983), PP, 2826~2H28.

® 8e¢ Harold 5. Luft, “Haslth Maintanance Org:nmlutlom and the Ratloning of Medienal Care,”
Milhank Mamarial Fund Qunrurlylﬂaﬁlth end { iaty. vol. 60, No. 2 (qprﬁng 1082), po- 268-308.
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arguments are analogous to those ralsed concerning sex-specific life
insurance premiums.

The authors recognize that adverse selection may be a major
roblem in a volun ﬁlan because the basic medicare plan is
ikely to be left with all the high-cost enrollees as low-risk benefici-
aries will be attracted into low-option plans. A mandatory voucher
system does not eliminate the problem of selection, it merely trans-
fers the rigk from the Federal Government to the private sector, If
the private carriers are not convinced that the risk adjustments
are adequate, they will probably refuse to join the system. The au-
thors report that quite & few new plans signed up for capitation ex-
periments under a voluntary system. This may be an encouraging
example of public spiritedness. Alternatively, it may be evidencs
that the vouchers were set go high that entrepreneurs expected to
make a killing. The crucial point is that if gsubstantial adverse se-
lection occurs and cannot be controlled, a voucher systern will
quickly fall apart. Without strong evidence that adverse selection
can be controlled or offset, are we willing to undertake a voucher
strategy at this time?

Attractiveness of alternative health plans

There is reasonably good evidence that well-managed prepaid
group practices deliver comprehensive medical care of good quality
at a lower cost than the conventional system. The evidence con-
cerning the performance of individual practice association HMOQ's,
preferred provider plans, and other alternative health plans is
either extraordinarily thin or nonexistent.” It is possible that much
of the purported savings are due to favorable selection. While the
savings in the newer plans may be real, this is still largely conjec-
ture. Yet, prepaid group practices have relatively limited appeal
for the elderly who are not already members.

Extrapolating from their survey results, Friedman, LaTour, and
Hughes assert that alternative health plans would capture about
50 percent of the market. Acknowledging that the greatest ob-
served market share ig 14 percent in Minneapolis-St. Paul, they
argue that their figure is higher because more options would be
available, Unfortunately, their methods used to estimate market
share are not discussed fully. Even though such techniques may be
common tools in marketing analysis, they have not been validated
in an arena as complex or as important as the choice of health in-
surance plans.

Two examples of the limitations in the analysis of plan choices
will guffice. It is curious that respondents seemed much more will-
ing to accept severe limitationa on their choice of physician than
limitations on the choice of hospital. 1t appears that most respond-
entg are not aware that physicians practice in a limited number of
hospitals, so that limited choice of physicians effectively implies
limited choice of hospitals, Furthermore, while a broader range of
plan options increases the likelihood that any consumer will find a
good match with his or her preferences, more plans imply small en-
rollee bases over which administrative costs can be spread, loss of

7Harold S, Luft, “Health Maintanance Organizations; Dimensions of Parformance.” (New
Yorl: Wiley-Interscience, 1981.)
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bargaining power by carriers, and greater opportunities for risk se-
lection.

Administrative issues

A thorough analysis of administrative problems in a mandatory
voucher system should be based upon the careful evaluation of
demonstration projects. However, some of the issues that have
arisen in multiple option health benefit plans and the Arizona
Health Care Cost Containment System are worthy of discussion.
One of the most important issues is how one should deal with per-
sons who do not enroll in any plan. (Contrary to economic rational-
ity, this failure to enroll even occurs when there are no out-of-
pocket premium costs.) There should be a default option other than
medicaid and public hospitals, yet who is to choose which plan gets
these automatic enrollees? Locating potential enrollees is not a
trivial matter either. The monthly social security check mailings,
even if made available for informational inserts or private advertis-
ing, will not help inform those people who have checks deposited
directly in their banks.

Friedman, LaTour, and Hughes propose a clever implementation
scheme that would avoid disruption to current enrollees yet offer a
substantial enrollment base when vouchers are initiated. If legisla-
tion were passed today, the voucher plan would become effective 3
years from now, in 1987. Everyone becoming eligible for medicare
between now and 1987 would be in the mandatory voucher plan as
of 1987. All other current beneficiaries would be offered voluntary
vouchers. Of course, such a strategy also reduces the short-run
impact on medicare program costs. Moreover, making voluntary
vouchers available to current beneficiaries increases the potential
for adverse selection.

Advocates of vouchers generally underestimate the amount of
consumer education about health plan options necessary to provide
both reasonable choice and consumer protection. A simple listing of
copayments and exclusions is far from adequate. Enrollees need to
understand fully the benefit coverage and financial incentives in
each plan. Even with the same listed coverage, insurers may vary
in their determination of medical necessity and in the level of
usual and customary fees, which are the basis for benefit payment.
As one moves from conventional insurance plans to preferred pro-
vider organizations, HMO's, and other alternative systems, the
structure and performance of the delivery system becomes more
complex and correspondingly more difficult to explain. (The au-
thors note that the Kaiger mailings to medicare beneficiaries seem
not to have been completely understcod.) With an increasing
number of options the problems of providing the relevant informa-
tion to local beneficiaries becomes even more difficult,

Regulation

Proponents of voucher plans often underestimate the regulatory
issues involved, Conventional insurers are regulated by the States,
with varying degrees of effectiveness, The regulatory oversight of

+HMO’s and other alternative delivery systems is split between Fed-
eral and State authorities, and in some States certain types of
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plans can avoid regulation.® Yet regulation is necessary to assume
minimum benefit provisions—and thus protéct the medicaid pro-
gram from low-option plans seeking to attract low-income benefici-
aries with cash rebates. Regulation is also necessary to avoid the
types of fraud and abuse that occurred in the early 1970s under
California’s Prepaid Health Plan program for medicaid benefici-
aries. While consumer sovereignty argues againgt regulation, con-
sumer ignorance and the political liability of a scandal argue for
regulation. Monitoring plans appropriately is an extraordinarily
complex task requiring substantial skill, but there is little incen-
tive and fewer resources for the Government to try to do it well.
Private employers typically avoid the regulation issue by dealing
with a small number of carriers with proven track records, Em-
ployers cannot be sued for excluding plans they do not like as long
as they are in compliance with the HMO Act. The ability of HCFA
to exclude plans from a voucher market will be substantially more
limited because of the public nature of the progrem.

The question of regulation is also linked to the adverse selection
problem. It is probably impossible to design an automatically self-
correcting risk adjustment system. Instead, HCFA actuaries must
continuaﬁy monitor enrollment patterns to see if plans have fig-
ured out subtle ways of selecting low-cost enrollees and then design
ways to offset those strategies. This monitoring will be even more
difficult in the future when one can no longer use as a benchmark
the costs of individuals while in a uniform medicare plan. If this
actuarial adjustment is not done, the more clever, not the more ef-
ficient, firms will eventually drive out the others. One might sus-
pect that the potential for shortterm profits could even lead to
fraudulent beshavior that might result in a political reaction
againgt the voucher system, such as occurred in the California Pre-
paid Health Plan scandals of the early 1970's.

Implementation costs

Finally, the authors recognize that a voucher plan would elimi-
nate the Government's monopsony power and its ability to com-
mand below-market prices. While 1t is true that this power cannot
be exercised without limit, a voucher system would probably entail
a 10-20 percent increasge in hoapital charges for medicare benefici-
arieg, To this must be added the startup costs of the system and the
regulatory structure. This implies that not only will the potential
savings be realized several years after implementation but the cost
to medicare may increase substantially in the interim.

Equrry lssuss

The previous discussion outlined several reasona why a voucher
plan may not work as well as one might hope. However, even if all
the necessary corrections could be made, there are some impertant
equity issues that must be considered in order to decide whether
such a plan is socially desirable. E?uity questions are usually
framed in terms of the benefits to different income groups, but in

5 Se¢ Joon B. Trauner, “Preferred Provider Oganhatiwu: The California ment.” (San
Francismo: [natitute for health Policy Studles, Univemity of California, San Francisco, Mono-
graph Series, August 1983).
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this case the issues are somewhat broader. They will be discussed
under four major areas: (1) blaming the victim, (2) regional inequi-
ties, (8) educational inequities, and (4) Government commitment
over time,

Blaming the victim

One underlying concept of insurance is the notion of risk pooling,
which is associated with the often-held belief that because all mem-
bers of the community are at risk of medical adversity, all should
share in paying for insurance against such events. The shift from
community to experience rating ig a movement away from such
sharing of responsibility. Risk rated premiums and vouchers—if

-the enrollee’s cost is tied to the risk category—is an additional
major step away from the community concept. This experience
rating may be explicit, for instance, by establishing a risk class for
persons with a history of cancer. Of more concern, however, is the
implicit sorting out of risk associated with selection. Suppose that a
local fee-for-service plan is the only plan to cover hospitalization at
a renowed cancer center, such as Sloan-Kettering. This plan will
attract a disproportionate share of cancer patients, and its premi-
ums will increase. There may be a tendency for HCFA not to risk
adjust the vouchers in this case and merely blame the higher pre-
miums on inefficiency. Of course, not adjusting the vouchers to re-
flect this risk differential merely adds a financial burden to those
who are already suffering because of poorer health,

Regional inequities

Friedman, LaTour, and Hughes point out that one of the prob-
lems with a voluntary voucher program is that a national rate will
be too generous in some areas and too low to avoid adverse selec-
tion in other areas. While a mandatory voucher eliminates the cost
of adverse selection to the Government, it does not alter regional
cost patterns. In currently high cost areas the voucher either will
require substantial additional enrollee payments or will force
people into low option or restricted choice plans. Both of these ef-
fects will tend to increase adverse selection problems.

The impact of regional differences is likely to be greater in the
voucher program than under DRG’s because of the adverse selec-
tion potential. Furthermore, the regional inequity problem shares
two aspects of the risk-rating problem—the burden of an inefficient
local system is borne by local residents, rather than by providers,
and the voucher scheme provides an incentive to ignore differences
in resource costs will attributing all premium variations to ineffi-
ciency.

Educational inequities

As has been discussed above, the evaluation of various health
plan options is an extraordinarily complex task. Most large em-
ployers do not have the expertise to evaluate adequately the plans
they offer, A voucher system, even with substantial regulation of
advertising, is likely to be comprehensible only to the well educat-
ed. The less well educated may be easily misled. The problems with
medigap plans are likely to be repeated, buf with more serious con-
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sequences because victims will find themaelves with unusable eov-
erage rather than just inflated costs for supplemental policies.

Government commiiment over time

A final concern hag to do with the determination of voucher
levels over time. The Government is clearly interested in reducing
its expenditures for health care. Under the existing medicare
system, the Government, as the largest purchaser of medical care,
can use its monopsony power to demand price reductions, as under
DRG prospective psyment, or to introduce other changes, such as
altering relative fee levels or constraining coverage of certain tech-
nologies, Because under a voucher system the Government’s contri-
bution will be divided among many insurers, this power will be lost
and the only control available will be a constraint on the rate of
growth in the amount of the voucher. With continuing budget defi-
cits, there will be a strong incentive to reduce that rate of growth
and, thereby, to shift more of the premium cost on to the benefici-
aries,

In the past, providers such as physicians and hospitals have had
the political power to avoid major threats to their incomes and, as
a by-product, to protect medicare beneficiaries. The passage of pro-
gpective payment suggests a shift in the political balance of power,
and vouchers will further fragment providers. Furthermore, the
voucher program itself will no longer have a meana of determining
costs because of selection problems, so allegations that the voucher
should be growing more rapidly may be passed off to efforts to sub-
sidize inefficient providers. The question, then, is whether a vouch-
er scheme will eliminate too many checks and balances in the po-
litical process.

CoNncCLUSIONS

Desgpite some appealing aspects of a voucher program for medi-
care, there are important uncertainties about its feasibility and de-
sirability, The adverse selection problem is perhaps the largest
single question mark. Unfortunately, theoretical discussions cannot
tell us how important a problem adverse selection will be. To get
an answer, major demonstration and evaluation projects would
have to be undertaken. Such demonstrations also might help to de-
termine whether or not alternative health plans can attract enroll-
eeg and whether the administration and regulation of a voucher
plan is feasible in the real marketplace. Trying out the system also
would provide an estimate of the costs associated with implementa-
tion and the loss of monopsony power. It is important to recognize
that voluntary vouchers are not a suitable test case. Just as some
States have been allowed to experiment with all-payor systems,
perhaps others could be induced to experiment with vouchers on a
statewide basis. It is surely better to experiment at the State level
than to risk the entire medicare system in an experiment.

Even if adverse selection is not too great a problem and the im-
plementation of a voucher aystem is not too difficult, we need to
ask whether such a gystem is desirable, It has the potential for cap-
ping Federal expenditures, but there is no assurance that this will
be done by promoting efficiency rather than by shifting the cost
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burden to the beneficiaries, especially those who are least able to
afford such costs. Whether an efficient and equitable voucher
system can and will be designed is & question that requires political
as well a8 technical judgment.



HOSPITAL PAYMENT UNDER MEDICARE
(By JunrtH R. LavE, University of Pittsburgh)

INTRODUCTION

In April 1983, Congress passed and the President signed Public
Law 98-21, the 1983 Social Security Amendments, which estab-
lished a national medicare hospital prospective payment system, &
fundamental change in the method used by medicare to reimburse
hospitals for services rendered to beneficiaries. This law followed
shortly after the Tax Equity and Fiscal Responsibility Act of 1982
(TEFRA), which had made radical changes in medicare reimburse-
ment policy. Even with these changes, which are estimated to save
$6.8 billion between 1988 and 1985 over the prior law, the Medicare
Hospital Insurance Trust Fund is expected to go broke by 1990t
Consequently, the Congressional Budget Office and the Congres-
sional Research Service were asked by the Committee on Ways and
Means to convene this conference to provide guidance on possible
future changes in the medicare program, It is my charge to focus
on payment options for hoapitals,

The discussion of options for change in the way the Federal Gov-
ernment directly reimburses hogpitals should be more limited than
that for the other areas that will be addressed at this conferencs,
The reason for this judgment is simple: a major structural change
(reform?} has just been implemented and it seems prudent to see
how the health care system will adapt to it. Piling on another
mejor change at this time would be dysfunctional and it would
probably negate the benefits of both changes, This limitation does
not mean that the States should be discouraged from establishing
alternative reimbursement systems in which the Federal Govern-
ment participates.

This paper, like Gaul, is divided into three parts. Firat, there is a
brief summary of medicare hospital reimbursement policy. Second,
certain features of the current systern are examined and options
for minor changes in current law—some designed to save money
and others to increase the equity of the system—are proposed, In
addition, the major incentives embodied in the proepective pay-
ment system are discussed. Third, some of the inherent problems in
managing a restrictive hogpital inpatient reimbursement progrem
in essentially & fee for service system in an era of structural
changea are addressed. These, in conjunction with trends in the
private sector, lead to some recommendations for changes in the
administration of the program (in the short run) and for major

t “Prospocta for Madicare’s Hospital Insurance Trust Fund” prepered by the Congressional
Budget Offics for the apecial Committes on Aging. U.B. Senate, 83th Congress, 1at seseion {1983).
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changes in the structure of the medicare program in the longer
run.

I. Overview oF Hosritar ReiMmBurseEMENT UnDER MEDICARE

In 1965, Congress enacted the medicare program, the goal of
which was to provide Federal health insurance for the elderly in
order to improve their access to mainstream medical care.

The law establishing medicare mandated that institutional pro-
viders should be reimbursed for the reasonable costs of providing
services to beneficiaries. In 1965 this reimbursement principle,
which had been endorsed by the American Hospital Association as
early as 1953, was the basis of hospital payment for most Blue
Cross plans, the largest private third party payer. Thus, in incorpo-
rating cost based reimbursement, medicare was following the then
predominant practice.?2 Between 1966 and 1982, this reimbursement
principle was followed although there was considerable tightening
of the definition of reasonable costs bhoth through legislation and
through regulation.?

Between 1966 and 1982 the costs of the medicare program ex-
ploded. Hospital reimbursements, which represent about 99 percent
of part A expenditures and 71 percent of total medicare expendi-
tures, increased at an annual rate of about 20 percent. Some of the
increase in expenditures was attributed to an increase in the bene-
ficiary population (due to the expansion of entitlement to the dis-
abled and to people with end stage renal disease and the growth of
the over-65 population), and some to an increase in utilization, But
most -of the increase was attributable to increases in the unit cost
of care—the cost of a hospital day. Retrogpective cost based third
party reimbursement, in a world with little patient cost sharing
and an open ended entitlement, was considered to be the major
factor contributing to the explosion in hospital costs.* The increase
in costs, accompanied by the associated increase in hospital rev-
enues, facilitated the expansion of the hospital sector. It encour-
aged an upgrading of hospital facilities and services (in 1965 some
were quite bad) and improved the access to the hospital system by
the elderly in general and the disadvantaged elderly in particular,®
this increased access was a goal of the program. However, if in
1965 when medicare was passed improving access to the health
care system was the major concern of public policymakers, by the
mid-1970’s cost containment was the overriding concern.

In 1982, the Congress passed TEFRA which changed hospital re-
imbursement methods. First, the basis of reimbursement was shift-

2 The factors leading to the original reimbursement policies are discussed in H. M. Somers
?.nd A RQ.WS;)mars “Medicare and the Hoepitals” (Brookings, 1967} and R. J. Myers “Medicare™
Irwin, 1 .

3 Some important changes are: The removal of the 2-percent factor and introduction of the
nursing differential (1969), the introduction of limits under sec. 223 of the 1972 amendments and
their continuous tighteni.n%, the revised rules for allocating cost of malpractice insurance prami-
uma and the reduction of the nursing differential (1981).

1 These same conditiona predominated in the private sector as wall an the public sector. Un-
derpinning the retrospective cost based system was a hidden stimulus in the form of tax exempt
bonda which facilitated facility and equipment Furchaseﬂ.

f S for example M. Ruther and A. Dobaon “Equal Treatment and Unequal Benefits: A reex-
amination of the Use of Medicare Services by Race, 1967-1976" Health Care Financing Review,
Winter 1981 and C. Link, 5. Long, and R. Settler "Equity and the Utilization of Health Care
Bervices by the Medicare Elderly” the Journal of Human urces, Spring 19582,
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ed from an implicit per diem system to a per-case system; second,
case-mix was incorporated explicitly into the payment system; and
third, a limit was placed on the rate of increase in medicare costs
per case that would be reimbursed. Although the langu-age of the
statute continued to use the term “reasonable costs,” the concept
was radically changed. Costs per case higher than 120 percent of
the average costs of comparable hospitals (wage and case-mix ad-
justed) or which increased more than the target rate over the base
year were no longer considered reasonable.® TEFRA also required
that the Secretary develop .a prospective payment system. The Sec-
retary reported to the Congress in December 1982, and by April
1983 prospective payment was embedded in law.

The basic features of the medicare prospective payment- system

are the following: (1) all patients will be classified into one of 468
diagnostic related groups (DRG’s); (2) with the exception of a limit-
ed number of “outlier” patients, the hospital will receive a fixed
payment per DRG to cover operating costs (initially capital costs
and direct education. costs will be passed through); and (3) the pay-
ment received by a hospital will vary with the area wages, whether
it is in an urban or rural location and the number of full-time in-
terns and residents it has on its staff. There is a 3-year phase-in
period during which the payment rates shift from being essentially
based on the hospital’s own ‘“reasonable” costs, to being set on a
national basis (with the exceptions of the adjustments noted above).
Thus, with limited exceptions, by 1987 payments to an individual
hospital for care provided to medicare beneficiaries will not be
baged on its own costs,
' The law contains a number of provisions requiring studies and
teports that will help guide the evolution of the system. For exam-
ple, a commission is to be established to conduct studies and to
advise the Secretary on changes in “DRG’ definition and payment
rates; the Secretary is to monitor the progress of prospective pay-
ment and to report on such factors as the feasibility of adjusting
DRG’s for severity, and whether preadmission certification should
be required,

With this background, we now turn to the body of the paper.

IT. OprioNs FOR CHANGE 1IN THE CURRENT SYSTEM

The medicare prospective payment tem [PPS] represents a
fundamental change in the way hOSpltaIYE s are to be paid. In order
for hospitals to survive under the system, administrators must
make basic changes in the way they collect and use information
and how they interact with the medical staff. The professional as-
sociations and consulting organizations through conferences, work-
shops, and journals are providing hospitals with advice on how to
prepare for PPS. While these structural changes are taking place,
it does not seem wise to propose “another” approach to hospital re-
imbursement. In this section, therefore, certain features of the pro-
posed system are examined and options proposed either to save

® This is obviously a very simplified descmptlon of TEFRA. The idens incorporated in TEFRA
were incubating for some time. HCFA had been working on cage-mix limit system for possible
imp]ementatlon under sec. 223 authority and had contemplated incorporating a rate of in¢rease
imit

29-823 OwBd——7
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money or to improve the “equity”’ of the system. Two features, pay-
ment rates and adjustments for teaching, are discussed-in consider-
able detail because I believe- they need to be changed
immediately.®

1, The payment rate

Under current law, the payment level for each DRG is to be es-
tablished on a national basis by 1987 but will vary by hospital loca-
tion (urban, rural), by area wage levels and by teaching levels. The
concept of a national raté and the speed with which it is to fully
implemented ghould be reevaluated.

Hospital care like all services is a locally produced and consumed
good. Controling for -wage differences, teaching and location
(urban/rural), there are significant differences in the cost per case
by region. Some of this regional difference is due to regional pat-
terns in length of stay, some is due to differences in the prices
which hospitals have to pay for factors of production such as food
and electricity and the rest to other unmeasured .factors. Factor
price information is consistently available at the local level only
for wages. However, other prices also vary. For example, the
“household” cost of food and electricity in Dallas are respectively
95 percent and 86 percent of the national average whereas in
Philadelphia they are each 112 percent of the national average.”

These large regional differences are apparent both from data
published by HCFA and from an early analysis of the regional ef-
fects of PPS. For example, after controlling for wages, case-mix,
and teaching, the medicare cost per case of urban hospitals is ap:
proximately 20 percent higher in the east north central region
than it is 1n the east south central region,® -Additionally, under a
system with national rates, 62 percent of the hospitals in the ENC
region would receive an average 13-percent reduction in their pay-
ments.? These large reductions in gsome regions would be occurring
at the same ‘time hospitals would be experiencing considerable
pressure because of the overall limit imposed on how much, the
rates on average can increase,!®

If these reductions were being experienced by a small percentage
of hospitals within a market area, there would be no particular
reason for concern. However, given the magnitude of the necessary
at?ustments suigested by these numbers and the number of hospi-
tals affected, there is, I believe, significant reason for concern.
There is evidence from the State rate setting programs and from
studies of the effects of section 223 limits, that the relative high

®(One isgue that is not addressed is that of capital. Capital must be included in the DRG ]gay-
ment rate and the most feasible way of doing this is to add a fixed percentage to each DRG
payment. Some fathering will be neceasary, and aramon ta put a gmall percentage of the
pa‘}rment into a State pool, if the State so wishea considered.
From data reported in "Statistical Abstract of the United States,” U.S. Department of Comn-
rsnﬁrc;, 1982, pp. 466 and 469. Data on these items are only available for a limited number of
8.

% Calculated from data in the Federal Register, Sept. 1, 1988. If medicare codt per case for
hospitals in.the Northeast is set equal to 1, the relative values for the other regioma are mid-
Atlantic, 0.92; south Atlantic, 0.93; east north central, 1.01; east south central, 0.84; west north
central, 0.97; west south central, 0.91; Mountain, 0.91; Paciﬁ’c. 0.98,

® Personal communication, Congressional Budget Office. . .

10 To some extent the problem faced by some ''regions” are mirrored by the hospitals in cen-
tral cities. The wage adjustment used by HCFA is the SMSA wage, however, wages of central
city hospitals are higher than those in the "ring.”
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cost hospitals have not reduced their costs. Thus we have no evi-
dence that hospitals can adjust to this kind of reduction in pay-
ment levels.!! Since the majority of the savings from prospective
payment come from the limit on the rate of increase in rates, and
not from the reallocation of payments among hospitals, it may be
wige to consider a slow down in the phase-in of national rates. Such
a slow down is necessary to sustain the system, (It is also question-
able whether such a reallocation of medicare reimbursements to
certain areas of the country is warranted when there is no evi-
dence that the quality of care is lower there.)

Thus, I propose that the phage-in schedule be slowed down and
that HCFA work with both the Bureau of Labor Statistics and the
Bureau of Economic Analysis to collect better price data at the
local level. This is likely to be a b-year effort. If the phase-in is not
elowed down, then better date should still be collected but in the
interim, the wage adjustment factor should be applied to 100 per-
cent of costs.1? (Better data, however, also need to be collected on
wages as preliminary analysis by the Maryland Cost Commission of
the HCFA Wage Index with more complete wage data, suggests the
HCFA data are unreliable.)

2. The teaching adjustment

Under current law, the DRG payments fo individual hoapitals in-
crease with the number of full time interns and residents per bed
(IRB). The increment was determined by a statistical analysis of
the relationship between the medicare cost per case and IRB (con-
troling for other factors) which indicated that costs rose 579 per-
cent for every percentage point increase in the number of interns
and residents per bed. The law mandatas that this factor be dou-
bled in setting the DRG rate for hospitals; in other words, teaching
factor is to be doubled.

The doubling of the teaching factor means that the teaching in-
stitutions are at a strong advantage relative to other hospitals, and
that the advantage increases with the size of the teaching pro-
grams. Thus, one option that would both save money and would
treat all hospitals more comparably would be to reduce the size of
the teaching factor. It should perhaps be noted that the “teaching
factor” was originally doubled because the estimating equation con-
tained variables (SMSA size and bed gize) that are not considered
in the setting of the payment rates but are positively correlated
with IRB. If this coefficient alone were used to adjust for the indi-
rect cost of teaching then the teaching institutions, particularly
those in large urban areas, would be relatively adversely affected.
Thua, HCFA should be directed to reestimate the teaching factor,
using as control variables only those variables that are actually
taken into account in establishing the payment rates. Preliminary
evidence suggesta that the teaching coefficient would increase from

Vi@, Anderson and J, Lave “State Rate Setling Programs, Do They Incresse Efficlency in

. ical Corg, fo ;:f'
'11113 solution would be Indicated by statistical results reporied In J. Pa Il and J, Ver
trees ‘‘Reliability and Validity in Hoapita) Case-Mix Measurament,’” Health Care Financing

Reviaw, Dacember 1982,
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579 to about 9.8 Reducing the indirect teaching adjustment from
11.58 to 9 would save $3 billion between 1385 to 1988,

For a given DRG, a teaching institution receives a higher reim-
bursement than a community hospital. This higher reimbursement
compensates the institution both for the indirect costs associated
with teaching and for the increased severity and complexity of pa-
tients seen. The teaching adjustment also helps to moderate the
effect of the slight underpricing of the more complex DRG’s result-
ing from the way that the payment rates are calculated.'* Howev-
er, many cages treated in the teaching inatitutions are routine, un-
complicated cages. One option that could be considered would be to
eliminate the teaching adjustment for a subset of DRG’s that
would be identified as routine cases by a panel of experts such as
the Prospective Payment Commission.

The teaching adjustment is not. degigned to compensate these in-
stitutions for the relatively higher proportion of uncompensated
care they provide. However, large teaching hospitals on average
treat a sizable proportion of patients (20.8 percent) who are unin-
sured. This compares with 8.2 and 9.8 percent of admissions for
nonteaching and amall teaching hospitals respectively.'s Thus as
medicare and other payors tighten their payments, the financial
situation of these inatitutions will worsen. DRG payments ¢ould be
increased so that medicare would share in the cost of providing
care to people without the financial resources to pay for it. (Some
of the money saved by reducing the teaching adjustment could be
uged to pay for uncompensated care.)

Thus it is recommended that HCFA be redirected to reestimate
the teaching coefficient and that adjustment for indirect teaching
costs be reduced. In addition, it is recommended that the medicare
policy of not sharing in the cost of uncompensated care be ended
and that the DRG payment (to all institutions not only the teach-
ing inatitutions) be incrensed to reflect some sharing in that cost.

3. Outliers

Under current law, hospitalized patients who have long lengths
of stay or who incur charges significantly higher than the average
patient in a given DRG are classified as outliers and the payment
to the hospital ia adjusted upward. There is, however, no provision
in the law to characterize patients who stay a very short time, rela-
tive to the average, as an ‘“‘outlier” and to adjust the payment for
them accordingly. Thus, for some DRG's, there may be immcentives
to admit someone as an inpatient who could be treated on an out-
patient. basis because it ig profitable for a hospital to do so. (This
outlier problem 18 one of a class of admission problems to be dis-
cussed in more detail below.) To limit this incentive, Congress
should mandate that outlier criteria be developed for those dis-
charges that stay a significantly shorter time than the average.

13 Personal communleatlnn from Gerard Anderson, Johna Hopkina University, formaerly ut the
Ofp‘c"o%[ "hirs?rmff Ic Auumﬂs' "m d the Medicare Progra
Ko achno An L} care m
Implications for Medical Technology,” W nﬁton. 1933 rp. 31 ﬂps
5 From (%oeial tabulations prep-m‘l by G. Anderson from a 981 survay of hoapitals conduet-
&d by the Oflice of Civil Righta.



(The incentive to admit short atay patients could also be reduced by
establishing strong preadmigsion review criteria.)

4. Technology

Under current law, the Prospective Payment Commission is to
advise the Secretary with respect fo the general increase in rates
to allow for technological changes as well as revisions in the defini-
tion of the DRG’s and the prices paid for them. This continuous ad-
aptation of the system is critical. The DRG saystem will stimulate
the development of and introduction of general or DRG specific
cost-reducing technologies. [t is easy to predict, however, that there
will be strong pressures on the Commission to expand the number
of DRG's to adjust for different ways of treating similar patients,
and to increase the relative .price of each. DRG as new but more
expensive diagnostic and treatment procedures become available.

The revised payment gystem offers an opportunity to moderate
the flow of new technology into the health care sector. Geod infor-
meation should be required before either payment rates or DRG's
are revised.!® The Congress might consider providing some guide-
lines to the Commission and the Secretary to use in revising
DRG's; for example, implicit standards coullélybe developed on the
need for expensive technologies to meet certain standards of effec-
tiveness—where effectiveness would hbe measured both in terms of
the effect on life span and life quality.

5. Rate of increase limits

The current law gives explicit direction. on how payment rates
should be increased at least in the near future. Essentially pay-
ment rates on average are to increase by “market baskef plus
one.” The market basket is a measure of the rate of increase in the
prices that hospitals have to pay for their inputs, and the addition-
al 1 percentage point is to provide some room for “‘technological”
change, As the market basket price index has consistently in-
creasad more than the price index of goods and services in general,
this increage rule almost puarantees that medicare and average re-
imbursements per case hospital costs will continue to increase at a
faster rate than the price of goods and services in general.

Thug, to reduce the eacalation in the costs of the medicare!” pro-
gram, either of these factors must be reduced. The current con-
straints are very tight relative to historical experience, and it
seems ‘worthwhile to see if they can be effective hefore suggesting
tightening them further. (Tightening them further is also unrealis-
tic unless the policy of quickly moving to naticnal rates is re-
versed.) In addition, the amount that medicare pays is constrained
by what is happening in the private sector. If the private sector
does not follow medicare by implementing policies that comple-
ment its cost containing efforts, then the gap between the public
and private payment rates would become quite wide. In that case,

13 There is considerabla :ffrnmmt that new technology I & major factor increasing costs and
new procedures ore often endely diffused before their effestiveness has beon established, Ses for
example &, Altman and R. Blandon, ed, ‘‘Medical Technolegy: The Culprit Behind Health Care
Costs.” DHEW Publication, N. PHS79-8216.

'7 One way to change this market basket index would be to qudstitutes the increase of general
area wages [or the increase hoapital workers wages.
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it is unlikely that medicare could tighten ite payment rates further
unless a general cost control program is implemented.

é. State rotesetting

The current law gives some encouragement to States to imple-
ment “all payer’ hospital State rate setting programs, It seems
likely that the new medicare law will stimulate interest in such
programs for a number of reasons. Some private insurers, for ex-
ample, are concerned that the effect of the new medicare law will
be to shift costs to them and they, therefore, would like to con-
strain the hospitals’ ability to do 80.18 In addition, hospitals, par
ticularly those in the most negatively affected regions, may believe
that they will have more control over their individoal fates under a
State ratesetting system than under a medicare DRG system. A
State ratesetting system, with its built-in appeals process i3 likely
to be more responsive to the needs of individual hospitals and the
distribution of winnerg and losers is likely to be much different
under the two systems. In addition, given that hospitals are impor-
tant parts of the fabric of a community, many communities may
want control over the structure of the hospital sector. Finally, as
State ratesetting aystems are all payer systems, they provide a
social mechanism for dealing with the problem of uncompensated
care and can moderate a tendency toward a ‘“two class medical
gystem for medicare patients.” '® Many policy analysts argue that
State ratesetting programs should be discouraged because they will
atifle innovation and limit competition.2? They believe that the dis-
advantages of ratesetting outweighs their advantages and that poli-
cymakers should seek other mechanisms forr dealing with rising
costs and bad debts. However, I do not believe that innovation at
the State level should be discouraged; rather as mandated by
Public Law 98-21, the Federal Government should support State
ratesetting activity if it meets the Federal guidelines.

7. Cost contginment

Can the medicare prospective aystem be effective, if it is the only
payor that is limiting its reimbursements? Will the final result be
a two-class system, in which public and private patients are sepa-
rated either by facility or by treatment? Should the Federal Gov-
ernment once again try to implement general hospital cost contain-
ment legiglation? Although there is no doubt that it is much more
efficient to manage a DRG syatem in the context of an all payor
gystem, mgurecommendation i8 to once again, take a wait and see
strategy. Public expenditures represent approximately 56 percent

18 James Morefleld, “View from Insurers™ W"GM for "Health Care Inatitutions in
Fux: Changing Raimbursament Patterns (n tggl '5,;1 conferénocs sponsored by the Inatitute
for Health Policy and Administration, Dogrtmem. ol Health Services Adminigtration, George
Waahinglon Univeraity, Washington, D.C., Ssptamber 1983,

1% In Rorns ragiona tha polantial for 2<¢lase aystem under Stale ratesetting exists if the total
medicere “sllocations” to a State i directly related o whal it would be under 8 DRG system
with naticnd) rales; nimlarv in tha short run.

2y, Sloan, “The Acadsmic Viewpoint™ parugoewpumd for “Hoealth Cars Institutions in Flux:
Changing Relmburmemant Pattarns in the 1980°a” conference aponsored by the Inatituts for
Heal!jnmgoli and Administration, Degartment of Health Services Adrnfniatmtion, |
Waghingion Universiy, Washington, D.C.. Sepltembar 1983. See also J. A. Mayer, “Pasgsing the
rlgeaoalt.h are Buck, Poys the Hidden Coal,”” American Enterprise Institute, Washingwon,
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of overall revenues. The private sector too i8 trying to control its
expenditures on health care services and -so it is highly unlikely
that it will idly sit by and let the hogpitalg “cost shift.” Thus, they
too, are searching for innovative methods of controling costs, and
although one option is clearly to follow the Federal lead and base
payments to the extent possible on DRG's other outcomes are possi-
ble. Although there may be some institutions that will not accept
public payors, and some cases where treatment patterns will vary
by patient payment source, this is unlikely to be widespread. How-
ever, if the rate of increase. in hospital costs is not moderated or if
a distinct two class system emerges, then it will be necessary to im-
plement a general hospital cost containment program.

1I1. THe LikerLy EPFECTS OF THE MEDICARE PROSPECTIVE PAYMENT
SYs5TEM

Pro;yect’ ive payment represents a fundamental change in the
method of payll:xag for hospital care; a method with which we have
limited experience.2! As noted above, for a hospital administrator
to be able to respond effectively to the system, changes will have to
be made in the hospital's accounting and reporting systems and the
relationghip between administration, trustees, and staff. The per
case system should promote efficiency in the production of health
care services and in the development and adoption of cost reducing
technologies. It will have manf' other effects, possibly resulting in a
decrease in inpatient hospital costs while increasing total health
syatem costs or it may even lead to increased hospital use. These
effects will have the conseguence of offsetting some of the expected
savings from prospective payment.
The most significant of these responses are listed below:

1. There will be incentives to decrease the services provided
to patients; it is easy to predict bitter disagreements about
whether these reductions are a ‘‘rational’”’ response to newly
imposed constraints or represent a deterioration in the quality
of care provided.2? In addition, some hogpitals will eliminate
some services entirely and will stop treating certain conditions
that require the curtailed services or are simply more costly
than payments,

2. Lengths of stay for particular diagnoses should decrease,
but use of home health agencies, nurging home beds, and reha-
bilitation centers will increase. It is possible that patients seen
in these other settings will be ‘‘sicker” (and thus more costly)
i)’n average than those treated before the implementation of

8. The number of admissions and readmissions will likely in-
crease. Some patients who could be treated as outpatients may
be treated as inpatienta. In addition, there will be some incen-
tives to space treatments or operationa (if possible) rather then

"I DRG's sre the basis of payment in New Jorsey. However, the rate for a given DRG varies
pcrosa hospiinla and are more clasely related to the individual hoepitals costa and many more
patienta are ideatified a8 outliers

12 Some of Lhe reduced services will be truly nnnecessary while others will re ¢ pervices
that have a positive bot small pmbabilit{ affecting health outcomes. See (or exemple W.
Schwartz “The Competitive Strategy: Will it Affect the Qually of Care” in J. Meyers, od.,
Market Reform in Health Care, American Entarprises Instituts, Washington, D.C,, 1983,
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to do them during the same hospital episode, This incentive
will be even stronger for those hospitalas experiencing de-
creased occupancy rates—induced in part by shorter lengths of
stay encouraged by PPS,

4, Preadmigsion testing should increase, as it will occasional-
ly be possible to charge for preadmisgion testing under part B
and collect the full DRG rate under part A. (This is a form of
“unbundling.” The law makes it illegal to “‘unbundle” services
while the patient is hospitalized—all services received must be
covered by the DRG payment regardless of where that service
was purchased; that is, a hospital could use an cutside labora-

tory.)

?.’Some legitimate recoding of diagnoses may take place. For
example: if “frequency of urination” is noted as the primary
diagnosis rather than “hypertrophy of the prostate” for a pa-
tient. who has a transurethral resection of the prostate gland,
the patient will be classified in DRG 306 rather than DRG 336.
The payment for DRG 306 is about $290 higher than that for
336.2° In addition, if the payment to marginal cost relationship
varies across the alternative treatment modalities, the treat-
ment gelected mag be influenced hy payment levels.

6. Since every DRG represents a collection of different diag-
noses and conditions with their associated treatments, it is pos-
sible that some providers may attempt to establish policies to
“akim” patients within a given DRG; that is they may try to
select only the relatively inexpensive patients within a given
DRG and transfer the asicker patients elsewhere (the extent to
which such policies can be developed and physicians encour-
aged to follow them, is problematical}.

7. Services that have been cross subsidized by other services
are likely to be phased out. Some of these services such as
socie] gservices, nutritional counseling, health promotion or pre-
vention activities may be services that contribute to a decrease
in the cost of post hospital care, but to an increase in inpatient
costs.

8. The new financial arrangements will further stimulate the
restucturing of the hospital sector. This restructuring of the
hospital sector consists of the corporate restructuring of given
hospitala, horizontal integration inte hospital chains and verti-
cal integration as the corporate structure links ambulatory
care centers, hospitals, nursing homes, ete.

Some of these possibilities are a general response to the end of
open ended financing, some a response to constraints being im-
posed on only one part of the system—the inpatient hospital sector.
Other changes will be & response to the umt of payment (that is,
the case and not the patient day) and still others a response to the
definition of the reimbursement unit (the DRG with its imperfect
patient classification and pricing system—however, no cage-mix
system will be perfect).2*

M‘;’Ex]-mplp was sugrested by Jack Wennberg, The numbers were calculated frem data in the
ra L
%4 Qome, aithough not all, of the pricing problems for the DRG's should be eliminated when

the raten are updated in 1988, At that %nnt. the m ibllities of increasing the reimburee-
ment hy salecting the moat profitable DRG rata will be eliminated,



The impact of these potential effects on the costs of the medicare
program and the quality of care provided are difficult to anticipate.
They may be so small that there is no need to develop countervail-
ing regulations, or they may be sufficiently extensive to overwhelm
the aystem. (The various incentives to increase admissions have
heen a major cause for ¢concern. Yet the evaluation of the state
rate-setting programs have indicated that the utilization effects
were small.)2® Many of these problems however, were identified by
Congress which mandated that the Secretary do a series of studies
and 6 make recommendations to modify the system. It also man-
dated that the Peer Review Organizations (PRO’s) focus on both
quality of care and appropriaticns of admissions.2®

IV. LONGRUN SOLYUTIONS

If the perverse incentives that are embedded in the prospective
payment system prove to be large, then I do not believe that they
will be solvable within the current structure of the medicare
system,

Medicare, along with most private insurance plans, makes cover-
age and reimbursement policies that vary according to the loeation
of the service and the characteristics of the individual or group
providing that service. As the number of alternative providers and
sites increase, there ia great pressurs to extend medicare reim-
bursement to them. It is a feefor-service system where decigions
must be made about what prices are to be paid for which services
in what location.2” It is essentially an open-ended system, in which
there are few limits placed on the number of units of service that
will be paid for.

The current structure of the medicare program does not lead to
the most efficient mix of serviees (inpatient, physician, outpatient,
ete.) or to the “ideal” number of mervices. The current financing
mechanisms become more problematical as the number of services
and providers, which are both complements and substitutes for
each other, increase. The problems multiply when there is consid-
erable discretion as to whether to or how to diagnose and treat par-
ticular conditions, Under this system, the direction of regulation is
clear: increased preadmission review, increased governmental regu-
lation over how and where care ig delivered, and increased control
over the prices of the individual services, Most of the problems
these regulations are designed to correct will exist regardless of the
particular structure of a hospital prospective payment system.

t5 An analyssa of the effsots of State ratesstting on admissions and length of stay, found no
effect on admissions. Length of atay in sBome States; i.e., New York, which paid for the basis of &
per diem rate decreased relatively less over the studied time period than the avorg? dacresse
acroes all states. See N. Worthington and P, Piro, "'The Effects of Hospital Rate Setting Pro-
grams on Volumes of Services,” Health Care Financing Review, December 1982,

#¢ Thers hns been some quastion about whether the payment rate should be reduced if the
hospital experiencas increased admissions particularly of the mar?'inal cost of an admission is
lower than the average paymaent rate. I would argue against this for two reasons: (1) Medicare
admisgions are only & fraction of total admisaions, and they can risa when total admissiona fall;
(2) research indicales that if the increase in edmissions i3 expected Lo be permanent then mar-

inal gost is close 1o average cost. See B, Frisdman and M. Pauly "A Naw Approach to Hoepital
o F‘uré%ms and Some Issues in Revenue Regulation,” Health Care Financing Raview,

nter 1983,

¥ for example, D. Young, "What Should the Government Pay for, and Where" in 8,
Altman et al, Ambulatory Care, (Lexington, Boits, Lexington, 1983).



There are two long run alternatives to increased regulation: in-
creased coat sharing or increased use of competing capitated sys-
tems or managed health care delivery systems. The first option
does not seem viable if past history is any guide, Many medicare
heneficiaries would purchase supplemental medical insurance; for
others, welfare assistance programs would bear the cost. Thus the
incentive effects of increased cost sharing would not be realized.2®

The second option would in effect turn the medicare program
from an open-ended system to a closed system by enrol?ing the
medicare beneficiaries in managed health delivery systems. Al-
though HMOQ’s are the ¢lassic managed system, a number of other
forms are emerging. This option would relieve the Federal Govern-
ment from setting individual prices, would encourage the efficient
mix of servicea and providers, would reduce the incentive to in-
crease the volume of services, and would stimulate effective health
education and promotion mctivities. It also would allow for regional
variations in the practice of medicine. The drawbacks of capitated
systems are equally well known., There is a need to adjust for
health status of enrollees in order to reduce the disincentive of ‘en-
rolling people with deteriorated health status and who will be
heavy users of services. There is also an incentive to underproduce
services, In addition, it is unlikely that these systems would have
the same ability to set prices ag the Federal Government which is
exerting more and more of its monopsonistic power, Another paper
at this conference is devoted to vouchers—and these issues are dis-
cussed in more depth there,?®

While medicare policy is undergoing change there are also some
changes taking place in the private sector. Private payers (employ-
ers) are becoming more actively involved in health care policy and
in seeking mechanisms to control their health care liabilities. One
result is the increased growth of HMO’'s and of other alternative
delivery systems including preferred provider arrangements. While
preferred provider arrangements are gtill evolving, they seem to
have some basic characteristics, the most important of which are
strong utilization review and controlled use of providers, (The en-
rollee choice of providers can be restricted to a subset of providers,
or they can use other providers by paying an additional fee.)

One way, however, for alternative delivery systems to reduce
costs i8 to control directly where patients receive care. Thus, it is
likely that they will promote the use of lower cost alternatives,
One policy would be to limit use of tertiary care institutions to
those patients needing bertiari level care. This control over the site
of patient hospitalization is likely to take place even in ratesetting
States as long as there are significant differences among hospitals
in the cost per payment unit (day, case, or DRG). Thus, it seems
likely that the long run effects of prospective payment systems,

M. Gornick hes proposed a system of increasad coat sharing with a catastrophic cap. If the
entamtrophic cap wera get at o ‘‘ressonabla” level, it ia poesible that tha elderly would not pur-
chase supplemental insurance. Howevar, this syatem does not really ellminata tha need for sepa-
rate conatraints on heapital costs.

38 Tn the short run, it would make esnes to merge the two parts of medicare adminiatratively.
The distinction between inpatient and outpatient care are becoming blurry, In addition, to the
extent that the HCFA contractors move from boing primarily claima processors, Lo mors active
monitors of the use of services, they need to lmow about the overall use of services not just one
piece.
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controlled patient choices, and the growth of alternative delivery
systems will put significant pressure on our premier health care in-
stitutions. Patient revenues will thus become a much less reliable
gource of funding for training and research, It is likely that these
other issues will have to be explicitly addressed as options for
change in the medicare program are considered.

V. SUMMARY AND CONGCLUSIONS

With the implementation of the prospective payment system by
medicare, the Nation has embarked on a national experiment in
hospital reimbursement. In order for hoapitals to survive, major
changes will have to be made in the internal administrative gys-
tems, in the way decisions are made and in the relationships be-
tween trustees, administrators, and physicians.

Since the system is new it is important to let it evelve, However,
certain features of PPS should be modified in the short run in
order to sustain it in the long run. The phase-in period should be
lengthened; better factor price information at the local level should
be collected; the current adjustment for indirect teaching costs
should be reduced, but an adjustment for the level of uncovered
care provided by a hospital added. Regearch on refining the basis of
payment (the DRG) and the method for determining the payment
rates should be encouraged and funded.

The health care system in general and the hospital industry in
particular will respond to the PPS. As lengths of stay decrease and
hospital occupancy rates fall, some hospitals will close wings and
others may close completely, It is pasy to predict that there will be
great outcries that the quality of care has diminished and that the
practice of medicine is being interfered with. It ig, therefore, impor-
tant that the PRO's monitor the quality of care. It is, however, es-
gential to recognize that the system is designed to reduce inputs
and to alter current practices that have developed in response to
open-ended systems. Thus outcome measures of qualily, unrelated
to treatment patterns, will have to be defined. Members of Con-
gress will be under tremendous pressure to ameliorate the gitua-
tion—a pressure which should be by and large resisted.

Although I have argued that the DRG system should be allowed
to evolve, it is possible that it will collapse.*? In that case two al-
ternatives should be considered; (1) a stimple payment rate per case,
initially based on the hospital’s own base costz and increased by
the market basket with a gross case-mix adjustment at final settle-
ment could be set, or (2) preferred provider arrangements with cer-
tain hospitals to provide services to medicare beneficiaries could he
developed—a policy that would require modifying the freedom of
choice provigiens in the medicare law.

As noted earlier, PPS is a pricing policy: it controls the price of
only one input (acute hospital care} that goes into patient treat-
ment. Given the increase 1n the cost in medicare, pricing policies
will no doubt be developed for all other services. Utilization review

3 At a meoting of the Offics of Technology Aesessment’s Advigory panel on medicn! technol-

and the costa of the medicare program, one prominent panel member made a bet with an-

other member that the DRG system would collapss. The firgt panel member was willing Lo give
better than even odde to back up hia certainty.
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activities will have to be atrengthened in order to control the quan-
tity of services ueed and their mix. However, as the number of al-
ternative gites and providers multiply (as they seem to be doing),
the decisions that HCFA has to make will increase exponentially.

This dynamic leads me to conclude that the delivery of medical
services to the maedicare beneficiaries will have to be managed.
Federal regulations are one method of mansgement, but they are
likely to be rigid and not sensitive to regional or local concerns.
They also promote the development of institutions that are respon-
sive to reimbursement policies as opposed to real costs. In addition,
prior experience suggests that regulations have not been effective.
Thus it i3 important to promote the development of alternative sys-
tems of care in which organizations at risk are responsible for pro-
viding services for medicare beneficiaries, With the exception of
the price of acute hospital care, which may still have to be con-
trolled, pricing policies with respect to other providers can be left
to the private sector. The HMO strategy is one such strategy, pre-
ferred provider arrangements 18 another, the gatekeeper is a third
and putting areas up for bid for management by the contractor is
yet another. The growth of managed systems, however, is the topic
of another paper and more HCFA demonstrations.

These are two implications of the recent changes that are takmg
place in the health care sector that will have to be addressed by
the legislators. The first is the effect of the tightening of hospital
payment levels on the hospitals ability to finance uncompensated
care. The second is the likely effect of growth of alternative deliv-
ery pyatems and competition on the ability of teaching hospitals to
continue to support the training of interns and residents and re-
gearch out of patient revenues. As the future of hospital payment
policy under medicare is being debated, so too must the Federal
role in funding uncompensgated care and research and training be
discussed.



COMMENTS ON “HOSPITAL PAYMENT UNDER MEDICARE"”

(By Bruce C. Vwuapeck, The United Hospital Fund, New York, N.Y.)

Medicare has just embarked on the most far-reaching changes
since its inception, in the implementation of the new DRG-based
prospective payment system, and the principal point in Dr. Lave’s
excellent and thoughtful paper on “Hospital Payment Under Medi-
care’ is that it would probably be prudent to wait a little while to
see what happens before contemplating major changes in that
system. | heartily agree. Moreover, as Dr. Lave notes, the new
system, already in place, is projected to save the hospital insurance
trust fund $6.8 billion dollars over the next 3 years. While that
may only postpone the insolvency of the trust fund by one year,
$6.8 billion is still a substantial piece of change, and one wonders
how much more savinge can reasonably be expected from changes
in payment methods for one class of providers.

Nonetheless, as Dr. Lave points out, there are some relativel
short-term concerns about the new system which need to be ai
dressed sooner rather than later. Further, there are some more
basic underlying conceptual and economic issues that can appropri-
ately be addressed at this point. These comments will touch on a
number of these issues, beginning first with theose that are most
immediate and most technical, moving through what might be
called an intermediate level, and conciuding with some broader
conceptual discussion.

TeECHNICAL 188UES

National rate

The plan to establish uniform national DRG's by 1986 strikes me
ag a triumph of conceptual neatness over sound policy, Dr. Lave’s
technicel ¢bjections to uniform national rates are all compelling
and on point, but she slights an at least equally telling criticism:
Movement to uniform national rates produces no net savings to the
trust fund whatsoever, For every hospital or group of hospitals that
is severely and unfairly penalized by the inherent arbitrariness of
& single national standard, there is a symmetrical hospital or group
of hogpitals that receives an unmerited windfall. A uniform nation-
al standard of efficient and effective production of care is certainly
needed in the determination of medicare payment rates, but to
make that standard the sole basis for the rates, in light of the enor-
mous variations in cost patterns from one part of the country to
another, reflects a preference for abstract principle over simple
quity Or even COMMON sense. .

r. Lave recommends that the movement toward uniform na-
tional rates be delayed until substantially better data is available
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on actual input cost variations from one region to another. I would
%o a step further. Since no system of price-setting can ever be per-
ect, the prudent and equitable thing to do is to always continue to
base at least a reasonable portion of any hospital’s payment rates
on its historic cost patterns. In New Jersey, a relatively complex
formula has produced a pattern in which each hospital's rate for
any given DRG is based roughly 50 percent on a uniform standard,
and roughly 50 percent on the Kospital’s own historical cost experi-
ence, and that seems to be a reasonable approach.

Volume variability

Dr. Lave legitimategv raises & number of questions about the in-
centives in DRG-based payment systems to encourage marginally
necesgary or unnecegsary admissions and readmissions, In addition
to raising questions about the integrity of the system, those incen-
tives also threaten the expected savings. Rather than establishing
low length-of-stay outliers as a partial solution to this problem, or
devolving all of the responsibility to PRO’s, it would make much
more sense, I think, to devleop an explicit volume variability ad-
justment in the medicare propsective payment system.

All forms of hospital payment suffer from the significant discrep-
ancy between average and marginal cost in hospital services, but
the greater the level of aggregation in the payment unit, the more
pronounced that effect becomes. Paying by the case can create sub-
stantial windfalls to institutions with marginal increases in the
volume of admissions, while similarly creating excessive revenue
logses for those with relatively small admissions declines. The ap-
plication of appropriate volume adjustments in prospective pay-
ment systems 18 technically straightforward and relatively simple,
supported by sound precedent from state rate getting systems, and
roote(;i directly in tl‘u)e aconomics of the problem to which it re-
sponds,

Technology

The rate of adoption of new technologies in hospital services is
obviously a central concern, but there is very little empirical evi-
dence on which to base any substantial faith in either formal tech-
nology assessment procedures or the ability of organizations like
the 1%%,0'5 to adequately address this concern. One only partial so-
lution, but a very effective one, i to include the portion of hospital
capital costs related to moveable equipment (which automatically
encompasges most new diagnostic technologies as well as many new
therapeutic technologies) into per-case DRG rates, As has been the
experience on New Jersey, hospitals under such a system have an
automatic incentive to adopt those new technologies which increase
productivity, in the sense of reducing total costs for caring for pa-
tients within a specific DRG. The problem of technologies which
produce a qualitatively superior outcome while increasing the costs
of care remains, but that is a smaller problem than trying to ad-
dress all new technologies.

In pagsing, while on the subject of capital, I need to register per-
sonal alarm at the notion of any sort of formula add-on for capital,
even if only plant capital. Dr, Lave's suggestions that atates be per-
mitted to pool such funds, and that costs incurred prior to the de-
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velopment of new capital reimbursement mechanisms be grand-
fathered, do not completely allay those concerns. A full considera-
tion of thig issue is outside the scope of this discussion, but the flat
add-on strikes me as a simple golution to a very complicated prob-
lem, and thus probably an inadequate one.!

PRQOs

Dr. Lave is abaolutely correct in emphasizing the critically im-
portant role of PRO’s in quality assurance under a DRG-based pro-
spective payment system. While the incentives to underprovide
services are much stronger in a DRG-based system than in cost-
based reimbursement, however, the quality of services being ren-
dered to medicare beneficiaries has always been a legitimate con-
cern of the program. DRG's, in other words, do not create the prob-
lem of a need for quality assurance. They only put it in somewhat
different forms.

In this regard, the track record of a professional peer review is
less than entirely encouraging. On the other hand, if was the ex-
plicit objective of many of those who were involved in the early de-
velol];ment of DRG-based reimbursement systems to develop a
methodology and a “common language” which would permit more
gophisticated and effective focusing of quality assurance activities
on important issues, There are a number of ways in which DRG’s
are inherently useful for quality assurance purposes—in some
sense, after all, that's what they were created for.

Rate of increase

The greatest policy breakthrough, it seems to me, in the last
years’ evolution of medicare prospective payment is not so much
the adoption of DRG's but the notion of “budget neutrality.” For
the first time, there exists the statutory authority, as well as the
necessary technical tools, for the Secretary of Health and Human
Services to establish, at the beginning of the year, within reason-
able bounds of eatimation (especially if a volume variability adjust-
ment is added to the syatem), the total medicare liability for inpa-
tient hospital services for the coming year. In order to do so, she
need only determine one number—the allowable infletion rate for
the medicare average cost per case.

Dr. Lave quite correctly points out that the real savings from
prospective payment systems arise not from the reallocation of rev-
enues among hospitals, but from reductions in rate of growth of
overall hospital inflation. She is also correct in noting that an in-
flation rate of input prices plus one is substantially more stringent
than anything within memory the hospital industry has been
forced to encounter. It is, as she also notes, substantially less infla-
tio}x:_ than even the most optimistic private payers might hope to
achieve,

At the same time, however, the pattern Dr. Lave notes in which
the medical basket haa increased faster than general inflation sug-
gests that the absence of price constraints has obviated, in the hos-
pital industry, the incentives other industries have long had to

VOf. Gerard Anderson awd Paul B. Ginsburg, “Prospective Capital Payment 1o Heepitals,” 2
Health Affairg (fall, 1983), pp. 562-63. & pra T P
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change their input factor mix in response to differential price in-
creases across types of inputs, More importantly, there is at least
some precedent for the legislative enactment of a lower rate of in-
crease. The Massachusetts ratesetting law is predicated on a
growth rate over a 3-year period of input prices less 1.5 percent per
year. The notion there, which is clearly defensible conceptually, is
that we should be able to expect productivity improvements in the
hospital industry.

It is also important to note that the CBO estimates that a rate of
increase in hospital prices of input price mings 1.6 percent per
year would keep the trust fund solvent indefinitely, without any
further changes in the program.? We undoubtedly should wait and
see what happens over the first 8 years of medicare DRG’s in terms
of the effects of input prices plus one, but there is no need to be
wedded to that target forever.

INTERMEDIATE ISSUES
State systems

Dr. Lave takes two positions that are logically conaistent but not,
I believe, practically compatible. She contends that the Federal
Government should remain neutral toward alternative State sys-
tems, and should not encourage the development of all-payer sys-
tems, but she expresses concern about the problem of uncompensat-
ed care, suggesting that perhaps medicare should begin to recog-
nize an explicit subsidy for part of the burden incurred by hosapitals
treating uninsured and indigent patients. As a practical matter,
however, the only proven existing method that appears to be politi-
cally and practically feasible in the near future to adequately ad-
dress the problems of uncompensated care and the needs of the
hospitals that serve substantial numbers of indigents is the imple-
mentation of all-payer State rate-setting systems with explicit un-
compensated care subsidies. Such subsidies are obviously imperfact,
applying as they do only to hospital-based services. Broader insur-
ance entitlements would he preferable from the standpoint both of
economic theory and sound policy. But it is very unlikely that we
will have either such expanded entitlements or explicit medicare
subsidies for uncompensated cars in the near future.

State-run all-payer systems have demonstrated the ability to
golve at least a piece of the uncompensated care problem while
gaving medicare as much money ag its prospective payment system
will. The problems of financially distressed institutions, especially
in our inner cities, cannot wait for long-term solutions, and thus it
seems to me the State option needs to be much more aggressively
promoted.

Teaching costs

Indirect and hidden subsidies are never popular among econo-
mists or policy theorists, but they may not be such a bad way to do
business. One can certainly make a practical, if not theoretical case

2 A Senate, in]l Committes an Aging, “Prospects for Modicaro's Hoapital Insurnnce
Trust Fand,” S. Print 98-17, March 1983, p. 8.
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for the maintenance of some level of subsidization for graduate
medical education in medicare payment rates.

I agree with Dr. Lave that the subsidy now contained in the
medicare prospective payment system ia almoest certainly too large,
but I fear the suggestion that it be reduced by eliminating the indi-
rect teaching cost adjustment from routine cases would be counter-
productive. .

There is a rather subtle technical issue involved here. While
teaching hospitals seem particularly concerned about the problem
of intensity within DRG’s, on the notion that within any given
DRG they probably treat the sicker cases, in my own view that pre-
sents much less of a fiscal threat to teaching hospitals than what
might be called the rate compression problem. Essentially, the rate
compression problem is that, because of the way costs, especially
nursing and overhead costs in ancillary departments, are allocated
in all existing payment systems, there is a systematic overpricing
of routine cages and underpricing of complex ones. To put the same
propogition another way, the range of relative case-mix rateg con-
tained. in the medicare DRG system is too narrow becauss of a
series of accounting artifacts. As a result, simple cases subsidize
complex ones. To remove the indirect teaching adjustment from
simple cases would bhe to remove that subsidy, and thus leave the
adjustment only for underpriced complex cases. That would be
likely to have a particularly baleful effect on major teaching insti-
tutions,

Consolidation, of parts A and B

There appears to be a growing consensus that merging parts A
and B of medicare, certainly on the benefit gide if not immediately
on the financing side, makes both administrative and policy sense.
Among other things, such a merger (preferably in conjunction with
some benefit design) would remove existing incentives for the un-
bundling of what are now hosptial-based services. We need to go
one step further, however. As long as we are merging parts A and
B, we should address the fact that, contrary to the undoubtedly sin-
cere public statements of ita administrators, medicare already is
very much a long term care program. It pays substantial costs for
long term care for patients in acute hospitals awaiting nursing
home placement, admitted to hospitals from nursing homes, or re-
ceiving physician or other services in the long-term care setting, as
well as the explicitly-recognized long-term care costs in skilled
nurging facilities and home health agencies. Conversely, medicaid
has become the de facto catastrophic insurance arm of medicare, at
least for long-term care clients,

Dr, Lave 1s undoubtedly correct in predicting that DRG-based
medicare reimbursement will increase pressures to discharge rela-
tively sicker patients from the acute setting to long-term care set-
tings. What needs to be recognized, however, is that such patients,
and in the long term the medicare system financially as well as
programmatically, are much better served by a further integration
of the acute and long-term care sectors than by the maintenance of
rigid, arbitrary boundaries between them. The details, again, are

28-3238 Q-4 —8
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necessarily outside the scope of thig discussion, but the issue
cannot be wished away.?

Some ConcepruaL CONCRRNS

When all ig said and done, however much the medicare progpec-
tive payment aystem meets its objectives, or can be improved to
meet them, it is unlikely by itself to save enough money to pre-
gerve the solvency of the trust fund. As Dr. Lave quite correctly
notes, it is concerned only with the setting of prices, while the
volume and mix of services remain relatively uncontrolled. Total
outlays, of course, are the product of price times volume, and even
if the technical correction of a volume variability factor is added to
medicare prospective paymeant, the problem of getting an appropri-
ate handle on the volume of services rendered to medicare benefici-
aries remaing.

Dr. Lave contends that there are essentially two possible ap-
proaches to the volume jssue. One is increased cost-sharing. The
second is development or more capitated or managed care systems.
I believe she is correct in contending that increased cost-sharing is
not politically feasible, although it must be recognized that it is not
politically feasible precisely because it is punitive toward those who
are sickest and most in need.

Conversely, there is8 no one who opposes in principle the greater
extension of capitation-based or managed systems in medicare. It is
hard to be against them. But I woulg aleo suggest that there are
only limited grounds for optimism about their ability ever to meet
the needs of a significant proportion of medicare beneficiaries.

Effective prepaid capitated systems, such as the best group-model
HMO’s, address both qualitative and financial concerns, where
they exist, when they work, and when you can get people to enroll
in them. But it is awfully hard to effectively develop and operate a
well-managed medical care system. La Brown has eloguently
and exhaustively documented the effect.rg{those difficulties on the
impact of the Federal HMO Act.* Moreover, it appears to be sur-
prigingly difficult to get people who have decent insurance for fee-
for-service care to enroll in prepaid systems. The o way to
maure that a large proportion of beneficiaries will enroll in such
gystems is to require them to do 8o, but the recent experience with
medicaid recipients in Massachusetts and New York suggests that
may not be very feasible politically either.’ If Governments in New
York and Massachusetta are unwilling to accept mandatory enroll-
ment for the welfare poor, just think how much harder it will be to
achieve an analogous political decision for the empowered etderly.

We cannot, in short, put all our chips on prepaid systems ag the
approach to the problem of getting an adequate handle on the
volume of services. It will be necessary to try many additional ap-
proaches as well. Let me suggest just a few among many.

3 CJ. Brace C. Vladeck, “Two Forward, One Back: The Agenda of Term
Cara Reform,” 2 PRIDE Institute Journal of Long Term Home Heall ro (summer 1983), pp.
1-7.

(“: Lawrancs D Btaw:} “Polities and Health Care Organhmtion: HMO's as Redarsl Policy,”

€ John Igiehart, “a icaid in sition,” 809 New England Journal of Medicine (Oet. 6,

1983), pp. 6568-872.
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Since we are going to need to find & way to make PRO’s work in
terms of quality assurance, we might ae well, in the process, gee
what they can do in terms of utilization review. From & narrow
technical level, the technology ia already well in hand. In the past,
what has been lacking is the political and administrative will, but
the balance of forces has certainly been changing, and here I would
find some grounds for optimism,

There is also a need to play with more directly financial ap-
proaches other than capitation. There are promising experiments
in regional or state-wide budget caps for inpatient services, and
these need to be further developed and explored.

There is also increaging reason to believe that changes in the rel-
ative prices paid physicians for different sorts of services might
have s beneficial effect on utilization patterns even in the absence
of adequate administrative controls. Finally, the broader issue of
the way in which physicians are paid, even in the absence of
formal management systems, would seem to hold some significant
promise relative to these utilization issues,

Again, this is not to say that we should not encourage as much
enrollment in sound and well-managed capitated plans as is obtain-
able. It is only to caution that there may not be that much that is
in fact obtainable, and that the utilization issue weill need to be
addressed on many fronts simultaneously.

CONCLUSION

To make a statement that is at once both obvious and somewhat
presumptuous, prospective payment of hospitals is the only policy
tool currently available for addresging the medicare financing prob-
lem with a demonstrated track record of success within the Ameri-
can health care system. That is undoubtedly why it is the only one
that has so far been formally adopted as part of medicare legisla-
tion, As a means of controlling expenditures, prospective payment
can work. Juat how well it works tends fo depend on a number of
relatively gpecific and often technically complex factors, which
have been the primary focus of this discussion.

But even if prospective payment, in any of a number of forms,
can achieve significant savings, the ultimate issue must always be
not the economic side of the equation but the implications for what
actually happens to actual medicare beneficiaries in need of medi-
cal services. Here, it is important to remember the aspirations, if
not yet the demonstrated performance, that lie at the root of the
development of DRG-baged payment. As opposed to any other cur-
rently available methods for prospective price setting for hospitals,
DRG's focus, at one and the same time, both on the specific issue of
hospital productivity for clinically defined preoducts, and on the
identification and scrutiny of the patterns of care being rendered to
individual inatitutions. In other words, what DRG's are all about is
finding a mix of services that, in the inevitable statutory phraseolo-
gy, are both efficient and effective. That is an aspiration that ex-
tends far beyond fiscal solvency. If it succeeds, then it will succeed
at addressing some of the broadest and most basic concerns of
medicare, not just its potentially transient fiscal problems,



PHYSICIAN REIMBURSEMENT UNDER MEDICARE; AN
OVERVIEW AND A PROPOSAL FOR AREA-WIDE PHYSI-
CIAN INCENTIVES

(By Perer D, Fox, Lewin and Associates, Inc.)

1. INTRODUCTION !

Discussions regarding ways of controlling medicare costs have fo-
cused most heavily on hospital services, despite the fact that ex-
penditures for physician services have, for several reasons, risen at
a faster rate (see table 1), First, hospital services represent the
largest expense item. Second, the impression js widespread that
they, rather than physician services, have increased the most rap-
idly. Third, the data base is better, and it is easier to define an epi-
sode of inpatient care than one of outpatient care. Finally, there is
greater potential for hurting beneficiaries if ill-considered physi-
cian reimbursement changes are made. Few hospitals could survive
financially without medicare, whereas many doctors could. Also,
unlike physicians, hespitala are precluded from billing patients
over the amount that medicare recognizes as reasonable.

TABLE 1—MEDICARE BENEFIT PAYMENTS, 1977-81

{Doftars in milions)
o - Annuaria
1977 1981 owrh re
perceat)
Part A:
Inpatient HOSPItaL..........ceeuemmessrcssmmmncserensens $14,150 $26.421 16.9
HOME EAIR......ovvrsirreevssnarrissssssrssrsssrenenes 255 666 21.1
Skilled nursing fACHItY .uvvupessssensmsmsencssonson 315 383 5.0
TOLAl, PARt A et erersnersrcsssesmrrenens 14,720 27,4‘2'_‘“0“‘ .. 169
Part B:
Physicians............ . 4,151 8,948 171
Cutpatient hospita!......... 767 1,703 221
Independent 1aDOratony .....ceiincmmeniannes 68 154 22.7
Home health......... . 105 148 9.0
All others ........ . 430 1,168 243
Service category unKNOW ......coo.cvueeeceneee. 10 69 59.7
Total, part B........cooveererercroerererecrren 6,191 12,186 18.4

Source: “HCFA Program Statistic,” Heaith Care Financing Review, IV, No. 4 (Summer 1983}, pp. 115, U7,

'The author has benefited {rom the comments of Georgs Schisber, Director, Office of Policy

G:&l‘yailo. ‘.:_I:a;;.h Care Financing Administration, and Jack Hadley, senior resemrch umsociate,
0 Inetitute,
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Yeot, there are strong reasons for focusing on physicians from a
cost perspective. Expenditures for physician services are expensive
in their own right and are growing rapidly, mostly due to changes
in utilization and practice patterns rather than because of in-
creases in medicare payment levels for individual items of service,
The increase in per capita expenditures, adjusted for the physician
component of the CPI and the impact of fee screens; amounted to
between 3 percent and 4 percent annually between 1975 and 1979
and averaged 7.3 percent annually in 1980 and 1881.2 These per-
centages reflect principally increased utilization and intensity.
Second, physicians play a substantial role in determining the utili-
zation of both the services they provide and those provided by
others, such as hospitals, home health agencies, skilled nursing
facilities (SN¥'s), and outpatient laboratories. Thus, no cost con-
tainment strategy is complete, or even terribly effective, if it ig-
nores physician behavior.

Federal legislation enacted in the last 2 years included provisions
that affect physician behavior, but not in a comprehensive manner,
Most notably, the Tax Equity and Fiscal Reaponsibility Act of 1982
(TEFRA) and the Social Security Amendments of 1983 authorized
the setting of payment levels to hospitals on a per admission, or
per case, basis, The greatest opportunity for hospitals to reduce per
cage costs under the new prospective payment aystem is to assure
that the attending. physdicians are prudent in their prescribing of
ancillary services and in the lengths of stay they generate. Thus,
the new prospective payment system creates pressures for hospitals
to influence doctors’ behavior,

On the other hand, the new pystem also creates pressures that
can result in these savings being partially offset. Although hospi-
tals have always had Incentives to incremse admissions, thess are
enhanced by the additional net revenues that each admission gen-
erates, particularly in the case of patients within a diagnosis relat-
ed group (DRG) who are not severely ill. For example, shifting from
ambulatory to inpatient surgery can be highly remunerative. The
new gystem also generates incentives for hospitals to order services
that facilitate early discharge (e.g., high technology in the home,
SNF's, and home health) but that do not necessarily reduce total

11983 Annual Report of the Board of Trustees of the Fedaral Bupplementary Medical Insur-
ance Trust Fund.” {Communication from the Board of Trustees, Federnl Supplementary Medical
Insurance Truat Fund, June 1983.)
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costs. Thus, the prospective payment system by itgelf is an incom-
plete strategy.

Another significant TEFRA provision allows the Health Care Fi-
nancing Administration (HCFA) to enter into new forms of risk
contracts with health maintenance organizations (HMOQ's) and
other so-called competitive medical plans. In effect, the act created
a voucher gsystem by paying the plana on behalf of beneficiaries
who join an amount equal to 95 percent of average adjusted per
capita costs, which is an estimate of what costs would have been
had the beneficiary remained in the fee-for-service system. Howev-
er, gince enrcllment is voluntary and payment is tied to a free-
floating fee-for-gservice system, the approach is, again, incomplete.?

These and most other changes being seriously debated do not
comprehensively address ways of bringing about changes in physi-
cian behavior within the context of the fee-for-service system,
which is likely to be the predominant delivery mode for the fore-
seeable future. Thus, other reforms warrant consideration. The
next section of this paper summarizes problems with physician re-
imbursement under medicare and discusses some of the solutions
that have been suggested. The section after that presents a propos-
al for area-wide physician incentives, which are designed to aﬁ’t.;r
the practice patterns of fee-for-gervice physicians,

Tre CUrRRENT MEDICARE REIMBURSEMENT SYSTEM: PROBLEMS AND
. PrEviOUSLY SUGGESTED SOLUTIONS

The medicare program reimburses physicians on the basis of the
customary, prevailing, and reasonable charge method, This method
is essentially identical to what is referred to as usual, customary,
and reasonable (UCR) reimbursement for private coverage. Under
this appreach, physicians are paid what medicare judges to be rea-
sonable charges, which is defined by statute as the lesser of: the
individual physician's actual billed charge; the amount that he or
she customarily charges for that procedure, defined as the median
of actual charges; and the prevailing charge in the community, de-
{ine«il as the 75th percentif:a of customary charges within a given
ocality.

An important characteristic of the charge screens is that they
are updated each July for the following 12 months based on data
from the prior calendar year. The failure to update more frequent-
ly creates lags in recognizing increases in physician fees in private
markets. However, until a few years ago medicare payment levels
were probably not substantially below private markets. Sloan et al.
reported in 1977 that, each of seven procedures analyzed, medicare
fees averaged at least 92 percent of the best Blue Shield plans in
their respective areas, and medicare and Blue Shield fees combined
averaged 75 to 80 percent of what physicians report as their usual
charge.?

¥ Some proponents of procompetitive approaches beliove that, as these prepaid plans attract
snrollment, the residual fee-forsarvice sawrn will be induced to discipline itsell as a compati-
tive reaction. However, this theory is at best untested. A mandatory voucher approach might be
more likely to achieve this result. However, it raises other problems and is heyond the scope of

this T
4 lgngfoan J. Cromwell, and J. Mitchell, “A Study of Administrative Costs in Physiciane’ Of-
fices'' (Abt A.mociatsa, 1977), quoted in Ira Burney and Jon Gabel, “Reimburserent Patterns

Continued
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Increases in medicare payment levels were restrained further in
1972 when the social security amendments limited the rates of in-
crease in the prevailing screens to an index that reflects inflation,
referred to as the economic index, using fiscal year 1373 ag the
base year, The economic index is a weighted average of the cost of
office practice and wage rates in the economy as a whole, Since
physician fees have historically increased more rapidly than the
economic index, an important and insufficiently appreciated conse-
quence is that the reimbursement system is grafually changing
from one that reflects the distribution of charges in the community
to a fee schedule. Importantly, the emerging fee schedule rigidly
maintaing the ratios among fees {(e.g., among specific procedures,
specialities, and geographic areas) that were in effect in 1972, Thus,
the program has no mechanism to make adjustments as procedures
become relatively more or less costly in relation to one another.

The current system has a number of problems. The more services
the physician provides, the greater resulting income, Thus, it en-
courages the provision of services that may be marginally neces-
gsary or completely unnecessary. It is also highly inflationary. Al-
though the economic index was intended to provide & measure of
regtraint, it only limita what medicare will pay for individual items
of service and leaves utilization unrestrained. Indeed, one of the
problems of fees restraints alone is that they can induce increased
utilization, although there is debate regarding the extent of this
effect.® Finally, it tends to reward high technology and procedural
medicine over handson care (particularly primary care) and pays
at higher levels in urban than rural area than are justified by cost
of living or other differentials that should be reflected.

To be sure, these problems are not unigue to medicare. In partic-
ular, the incentives to incremse volume are inherent in UCR
method of reimbursement of private insurance, and the inflation-
ary impacts are due to the combined effects of public and private
payment mechanisms, not to medicare alone.

o other problems also characterize the medicare physicien
peﬁgnent system. Firgt, it is confusing to beneficiaries and providers
alike, since, commonly, neither knows the payment level in ad-
vance of the bill being submitted for reimbursement. Second, the
billing mechaniam has been problematic. Physicians decide on a
claim-by-claim basis whether to bill the medicare carrier or the pa-
tient. If they bill the carrier, they agree to accept the medicare-de-
termined reasonable charge leve] ag payment in full. This is known
as accepting assignment. Alternatively, physicians can bill benefici-
aries directly for any amount, and the beneficiary is financially
liable to the physician for the difference between billed charges
and medicare-determined reasonable charges. This liebility is in ad-
dition to the regular medjicare cost sharing. One consequence of the
physician’s right to bill the patient for unassigned claims is that a
high proportion of the budgetary savings that result from the eco-
nomic index are achieved at the expense of the beneficiary rather

under Medicare and Medicaid.” in Jon Gabsl, et al.. eds., Physiclans and Financial Incentivea
( t and Human Services, Health Care Administea 1

#"Ses, for example, Jack Hadley, John Helahan, and William Scanlon, “Can Foe-for-Bervice
Reimbursement Coexial With Demand Creation?” Taquiry, vol. 16 {fall 197h, pp. 247-258.
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than from fee increases being restrained. This is demonstrated in
table 2, which shows the rate of charge disallowances due to the fee
screens increasing from 12.2 percent in 1973 to 23.7 percent in
1982, a significant increase in beneficiary cost sharing. (Table 2
also displays the net ascignment rate, which hag remained surpris-
ingly stable.)

TABLE 2.—NET ASSIGNMENT AND CHARGE REDUCTION RATES 1973-82

{in percent]

Net assignment Nel charge
rate t reduction tale

12.2
14.4
17.4
19.5
18.0
19.3
20.8
224
23.5
2.7

LMo Chononocnanohonon
DLW o LN oo~

1982, e s
L Net of ceriain hospilal-based physician billings,
Source: HCFA/Burea of Data Management and Strategy.

-

Reflecting these problems, a variety of physician reimbursement
reforms have been debated, albeit less extensively than potential
hospital reimbursement changes. The explicit creation of a fee
schedule has been advocated for a number of reasons. It would be
more understandable to both beneficiaries and physicians. In addi-
tion, proponents hope that it would reduce existing biases that
favor inpatient over outpatient care and procedural medicine over
hands-on care. Whether it would in fact do so would depend on the
process and politics whereby the fee schedule was get initially and
periodically revised over time. One interesting and encouraging
note is that two separate organizations of physicians that each
formed preferred provider organizations in Denver needed to devel-
op fee schedules; in both instances, a conscious decision was
reached to favor primary care physicians.® Proponents also ho%m
that fee schedules would also narrow urban-rural differentials.
However, payment levels that are out-of-line with communit
norms raise problems, since only about 41 percent of medicare bills
not involving medicaid are assigned.” Payment levels that exceed

5 Peter D. Fox and Eilean J. Tell, "Privata Sector Health Care Initiatives: A Case Study of the
Denver Area” (Washington, D.C., Lewin and Aagociates, 1983.)

3 Derjved from jnternal CBO memo, which in turn in based on summaries of patiant billa sub-
mitted in 10RN. CBO, using HCFA dala, re that G1.0 percent of billa are assigned, of which
10,5 percent arg for joint medicare-medicaj eligibles and 36.5 percent are for those only eligible
for medicare. The 41 percent ia derived by dividing 38.5 percent by 89.5 percent, therehy remov-
ing joint eligibles from both the numerator and the denominator. This percent has, presumably
dropped slightly aince 1980.
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comrhunity norms can result-in-higher incomes to physicians with
only marginal effect on behavior, and low ones leave the patient
holding the financial bag.

Another approach is a physician-DRG system that would reim-
burse physicians at a preset rate for each patient in a given diagno-
sis-related category. Such an approach—which is really an aggre-
gated fee schedule—would probably be realistic only for hospital-
ized patients, since determiining the end-point of a spell of illness
for a nonhospitalized patient is difficult.

Independent of changes in the setting of payment levels, the ap-
groach to agsignment could be changed. One proposal would man-

ate assignment, thereby precluding physicians from billing over
the medicare-recognized level. Manda assignment would result
in some physicians limiting their medicare practices, although I
suspect far less than would be indicated by the 59 percent of claims
not involving medicaid that are unassigned. Another approach
would be to offer ph[\]rsicians the opportunity to sign participation
agreements, but without mandating assignment. Those who did
would agree to accept assignment for all patients; the remainder
would not be allowed to accept assignment, except for joint medi-
care-medicaid eligibles, and thus would congistently bill the pa-
tient. Mitehell and Cromwell, based on a survey, report that two-
thirds of physicians, faced with an all-or-nothing decision, say that
they would not accept assignment, representing a decrease in the
percént of assigned vigits of 11 percent for general practitioners
and 12-25 percent for peneral surpeons, internists and obstetri-
ciang/gynecologists.® Other approaches that have been suggested
include mandatory assignment on large bills, inpatient physician
billg, and/or billy for services, such ag selected ophthalmic proce-
dures, that are performed principally on the elderly.

Finally, measure have been proposed to help beneficiaries hetter
understand medicare reimbursement and premote access to price
information. For example, posting of physician feeg could be man-
dated, and physician assignment rates publicized.

AREA-WIDE INCENTIVES 3

All of these changes warrant serious discussion. However, none
address the underlying problem of the blank check mentality asso-
ciated with the incentives embodied in the fee-for-service system as
it now operates, particularly those to increage the volume of gerv-
ices. Thus, & new approach is proposed that entails a system of
area-wide physician incentives. This approach is not mutually ex-
clusive with either the cost containment provisions now in title
XVIIT or with most proposals that are being seriously considered.
Examples of such proposals include expanding the voluntary

¢ Janet B, Mitchell and Jeery Cromwall, *T of an All-or-Noething Assignment ire-
ment under Medicare,” Health Care Financing Raview, vol. 4 tsummer 1383), pp. 68-78. Whath-
er phyaicana would, in fael, behave in this manner is conjectural, Forthermore, some who advo-
cate all-ornothing asslgnment argue that it would reduce beneficiary confusion.

1n 1979, in my capacity aa v of the HCFA Office of Policy Anal IWM
approach to then-Adminlstrator Leonard D. Schesffor. Subsaquently, HCFA's Office of Regearch
and Demonstration ntafl performed analysea on the topic and prepared a Requesl (or Propoeal
g‘lFP] for demonstrations. In 1981, for whatever reason, a decision was made not to issue the
rF‘P. ‘Ir? ‘pr.eparing this paper 1 have benefited from reviewing soms of the HCFA documents
rom that Wime.
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voucher system now in law or limiting the amount of employer
contributions to health benefits that are exempt from the personal
income tax. Indeed, the proposal is premised on the belief that a
multifaceted strategy that relies on a combination of consumer in-
centives, provider incentives, and Government appropriately using
its purchasing power will have greater impact than any unidimen-
sional approach.

The proposal reflect three assumptions. First, fee-for-service will
continue to be the primary mode of delivery for the foreseeable
future. Second, in order to moderate significantly the large medi-
care trust fund deficits that are anticipated without reducing bene-
fits or increasing revenues,'® it is essential to address physician
practice patterns. Third, long-established patterns of physician atti-
tude and behavior can best be altered through changes in underly-
ing incentives. Less than efficient medicine is not the result of
fraud, abuse, or bad intentions. Rather, it is the consequence of the
third party payment mechanisms, both public and private, that
have evolved over time,

Area-wide incentives would begin to alter these incentives. The
key steps in structuring them are conceptually straightforward:

Reasonable market areas would be designated.

Targets for tota]l medicare expenditures (parts A and B)
within each market area would be established prospectively.

After the end of the time period in question (assumed herein
to be a year), actual expenditures would be determined, and
the variance—that is, the difference between targeted and
actual expenditures—would be calculated.

Physicians would be rewarded or penalized depending on
whether there was a postive variance (actual expenditures less
than target) or a negative variance (actual expenditures more
than target).*!

The major advantage of this approach is that it would entail a
fundamental change in incentives within the fee-for-service strue-
ture that would be comprehensive in scope, that is, it would encom-
pass all medicare-covered services rather than just a single service,
guch as hospital or physician. Importantly, although one would an-
ticipate that changes in physician arganization would occur, these
would evolve as a consequence of the change in incentives rather
than being mandated, as the Federal Government now does
through the professional review organization (PR0O) program,
which is being implemented as a successor to the PSRO program,
In the long run, physicians will be encouraged to premote comsnu-
nity efforts to reduce excess hospital capacity and to be less aggres-
sive in promoting capital expenditures that increase costs. Finally,
ag described below, the targets can be adjusted to reduce the enocr-
mous disparities across geographic areas in expenditures per bene-
ficiary that now exist and that raise severe equity issues,

A fundamental difference between area-wide incentives and
health maintenance organizations or other voucher systems should

'°Con'g'ronionnl Budget OMica, “Changing the Strucuture of Meadicare Ranefits: Tasues and
Options’ (March 1383).

A rogitive varianee can be viewed as a savings relative Lo the target, and a negative vari-
AN0e & Jogs.
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be noted. HMO's entail the provision of services to a voluntarily
enrolled population, and no physician is required to work for the
HMO. In contrast, the basic unit of the area-wide incentive aystem
would be a geographicalgv defined population. Importantly, the
only way physicians could exclude an abusing or inefficient col-
league i8 by influencing their practice patterns, having them re-
moved from the program, or otherwige disciplining them. Thus, the
approach is not e procompetitive one ag the term is generally used,
but neither is it fundamentally regulatory in nature.
In designing the area-wide incentive program, a variety of issues

will have to be confronted, including:

The target level;

The reward and penalty structure;

The formula for distributing bonuses and penalties to indi-

vidual physicians; | .
The availability of data;
The designation of geographic boundaries within which the
targets are set,
The problem of patient out-of-area coverage; and
The locus of administration within each area,

The target level

The setting of the target will be all-important to the physicians
affected, because its level determines the amount of the reward or
penalty. A reasonable initial approach is to use historical rates of
increase in expenditures, adjusted for changes in overall rates of
inflation and in the number and sge composition of beneficiaries
within the area. Thus, the target would intentionally not be diffi-
cult to meet, and both the program and physicians can anticipate
benefiting from the changes in practice patterns that the incen-
tives are intended to generate. Historically, even after adjusting for
the aging of the population, the rate of increase in medicare ex-
penditurea had been severgl percentage points higher than the in-
creases in the cost of living, the gross national product, or other
aggregate measure of the economy. Over time, if the area-wide in-
centives are successful, the differential will narrow, and this nar-
rowing will be reflected in projections that are made in future
years.

In the long run, the target need not reflect historical increases.
It could, for example, be allowed to increase at a rate that reflects
cost of living and demographic changes as well as a factor to reflect
desired increases in intensity of services. Importantly, the year-to-
year increases in the target can be used to narrow the wide geo-
graphic expenditure differentials, with low-expenditure communi-
ties being allowed a greater rate of increase than high-expenditure-
communitiea. Walter McClure, president of the Center for Policy
Studies in Minneapolis, analyzed per beneficiary medicare expendi-
tures in 26 representative SMSA's,12 He found that in 1978 these
expenditures—adjusted for age, sex, and area wages—ranged from
Jess than $700 in the Peoria, Tacoma, and Seattle SMSA’s to 31,574

33 Unpublished data; privats commun{cation from Walter McClure.
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in. Miami. These broad ranges raise pressing issues of both efficien-
cy and equity that area-wide incentives can begin to addresg.!?

The reward/penalty structure

The most obvious reward and penalty structure would have the
physicians within an area share a predetermined percent of the
variance, whether positive or negative, possibly up to a maximum,
Alternatively, the program could have a reward structure.only,
that is, physicians would receive bonuses if there was a positive
variance but would not he penalized in the event of a negative vari-
ance, However, the long-term intent of the proposal is to discipline
the fee-for-service system, and both rewards and penalties would
seem appropriate. These need not be symmetric. For example, phy-
sicians might receive 20 percent of a positive variance (savings) but
be penalized for 10 percent of a negative variance (potentially up to
some predetermined maximum). In addition, some mechanism
would be necessary to collect payment from physicians should a
negative variance occur. Independent Practice Association (IPA)
HMQ's typically withhold a portion of the fees and pay it out at
the end of the year if budget targets are met.

One problem with a nongymimetric structure is the potential for
an adverse budget impact due to random fluctuations. HCFA staff
estimate that, currently, between 10 and 20 percent of all PSRO
areas witness either a year-to-year decrease or increase in hospital
utilization of 5 percent or more. In the extreme, if physicians who
face a nonsymmetric incentive structure ignore the incentives alto-
gether and do no change their practice patterns, program costs will
increase as a result of random. fluctuations that result in bonuses
exceeding penalties.

Formula for distributing bonuses or penalties to individual physi-
cians

One possible formula would distribute bonuses in proportion to
gervices rendered, the approach adopted by most IPA’s. Although
this formula may reasonably reflect relative effort, it has the disad-
vantage of encouraging excess services. Thus, the financial incen-
tives on the IPA are collective, or group, incentives that are not
internalized at the level of the individual practitioner. As a resuit,
IPA’s generally find that they must achieve their cost savings pri-
marily through administrative controls and educational efforts
rather than through financial incentives for individual practition-
ers. Physicians in an area might also be encouraged to propose
their own distribution formula,

QObtaining the data to measure variances

A generic problem in implementing new policies is the availabil-
ity of data to support them. Although I have not analyzed the issue
in detail, I suspect that the data problems are probably less than
those required to implement: First, the new hospital prospective
payment system, which requires that each hospital accurately code
diagnosis, or second, the new competitive medical plan, or HMO,

14 Another, narrower, approach would be to vary the hospital prospective payment amounts
to reflect admission rates in the community.



provisions, which require that beneficiary "health status be accu-
rately reflected in the amounts paid to participating plans. It
should also be realized that an estimate of prior year performance
can be made quite accurately prior to all bills or- claims being sub-
mitted. An internal HCFA document describes some of data availa-
ble thusly:

Inpatient hospital days of care per 1,000 medicare beneficiaries adjusted to reflect
the population-at-risk' (are available). This kind of data is generated on an ongoing
basis for PSRO areas and can be generated for Health Service Areas (HSAs) and for
counties. Furthérmore, this kind of data is capable of being generated rapidly, so
that the respondent can receive timely feedback regarding trends in hospital utiliza-
tion.

Medicare Part A data on charges and costs can be generated. Part A costs are
subject to a time lag of approximately 7 months due to the time required to calcu-
late the reasonable costs from the submitted charges. In order to provide short-term
trend information, data on Part A charges may be useful and can be generated
fairly rapidly. This data is available through the HCFA Central Office.

Medicare Part B charges can be abstracted from payment records. Payment
records can be retrieved through the HCFA Central Office, although they are gener-
ated on an ongoing basis by the carrier. They are subject to certain limitations. The
payment record does not identify the practice site of the physician, nor does it iden-
tify all procedures. However, the payment records can be sorted based on county of
residence of the beneficiary. Where areas are defined with low levels of migration,
the Part B payment record can be used as a gauge of utilization and cost of ancil-
lary services. While there is a significant time lag in obtaining 100 percent of Part
B costs through payment records, three months after the close of an accounting
year about 90 percent of payment records can be retrieved. Further, one can project
a precise estimate of Part B costs, taking into account previous years’ experience in
the area in timeliness of submission of Part B claims.

Designation of geographic areas

Market areas can be difficult to define, particularly in large met-
ropolitan areas. Not only do analytic issues arise, but also the proc-
ess inevitably becomes politicized to some degree, as evidenced by
the experiences of HHS in drawing boundaries for both health sys-
tems agencies under the health planning legislation and for the
PSRO’s. However, some large IPA’s have assigned their physicians
to regions in order to creaie management units and incentive pools
that are more localized than.the plan as a whole. The results have
apparently been successful, even with an imperfect boundary desig-
nation process. However, even the largest IPA has fewer physicians
as members than would most geographic areas under this proposal.
Furthermore, the drawing of boundaries is likely to be particularly
thorny if the area-wide incentives are to be adjusted to narrow
some of the existing regional expenditure disparaties because phy-
sicians will prefer to be in the area that is allowed the higher rate
of increase.

Cross boundary flow

Inevitably, some beneficiaries will receive services outside of
their areas of residence. The severity of the problem would need to
be analyzed; we presume that the proportion of services received
outside of the area of residence to be small, although it could be
large in some communities, such as those having a high number of
elderly who reside temporarily during certain seasons of the year.



Locus of administration

The question of who ghould implement the program in each area
will need to be addressed. The most logical organization is the
PRO. Alternatively, physicians could work with the medicare fiscal
intermediaries, who might also share in the risk or could form
their own organization independent of the PRO or the interme-
diary. The incentives will be in effect regardless of whether physi-
cians cooperate, and physicians will have good reasons to work
with an existing organizational structure, or form one anew, with-
out prodding from the Federal Government.

CONCLUSION

Area-wide incentives raise two principal sets of issues relating to:
One, the likelihood that the incentives will, in fact, work and two,
problems of implementation and administration. Several concerns
regarding the-incentives can be noted. First, they are group, or col--
lective, incentives—that is, they apply to all physicians.in the area
rather than reflecting the practice pattern of individual physi-
cians—and there is no easy or obvious way of ereating incentives
for individuals. Second, medicare patients constitute a minority of
patients of the typical physician, albeit a large minority, and there
is always some question regarding whether physicians will change
their behavior unless the incentives are changed for their practice
as a whole. Specifically, medicare payments for physician services
amounted to 17.5 percent of all payments nationally in 1981, al-
though the number of medicare beneficiaries accounts for almost
twice that percent. This percentage could be increased if the ap-
proach encompassed medicaid or even private funding. Third, phy-
sicians cannot be excluded from the program other than through
existing medlcare procedures that make ineligible those physicians
who engage in fraudulent or abusive practices.

IPA’s face the first two concerns and, again, their experience is
instructive. With regard to the first concern, most IPA’s do achieve
savings, despite the collective nature of the incentives to individual
physicians. As illustration, the 1980 National HMO Census reports
that the average hospital utilization rate is 491 days of care per
1,000 enrollees for IPA’s, compated with 725 for Blue Cross/Blue
Shield.1 IPA’s face the same problem of individualizing incentives.
However, the area-wide approach would create a collective incen-
tive on a broader scale.

With regard to the second concern, the proportion of the patients
of IPA physicians who are prepaid is typically far below the pro-
portion that are medicare-eligible, yet most IPA's are successful.

The third concern does not have a parallel in the IPA, which can
remove physicians from the program. In reality, few physicians are
ever removed, although the threat is always present. Thus, area-
wide mcentlves depend heavily on peer pressure.

4 Group model HM(Y's had an average of 402, and staff model HMO’s, 418 days of care per
1,000 enrollees, Thus, IPA's do not, achieve the aame level of efficien fmu or staff model
HMO's, See U 8. Department of Health and Human Services, Office of Health mnbenance Or-
Ermmtmns, “National HMO Census of Prepaid Plans” (Washington, D.C.: . Government

inting Office, 1980}
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Administrative issues, some of which have already been cited, in-
clude that of boundary designation, the need to generate mecha-
nisms for physicians to work together where such mechanisms do
not already exist, the need for improved data systems, and the me-
chanics as well as the formula for distributing bonuses or collecting
penalty payments. One important element of administrative sim-
plicity will, however, be introduced—the Federal Government will
no longer need to issue detailed regulations and instructions gov-
erning how PRO’s should function. Instead, they will, for the firat
time, have the incentive to perform effectively.

Finally, the potential for adverse impact on the beneficiary must
be considered. In theory, the beneficiary might not even know that
physicians face a new set of incentives. One concern is that physi-
cians who do not accept assignment will extra bill patients in an-
ticipation of facing penalties. This concern, however real, must be
addressed in relative rather than absolute terms, that is, whether
beneficiaries would be hurt more through the propesed approach
than through other measures. If current practice patterns of physi-
cians are.allowed to persist, the changes in the program are likely
to be much more harmful to beneficiaries.

The approach might best be tested initially through a series of
large-scale demonstrations, which would generate informatien on
the impact and allow administrative and technical problems to be
worked out. The target could be the estimated total expenditures
for the subsequent year, perhaps with retrospectively calculated
correction faectors for certain unforeseen events, for example, infla-
tion in the general economy being significantly higher or lower
than projected. A logical place to start might be in a handful of
areas with successful PRO's. The PRO’s have been established spe-
cifically to assess the appropriateness of care provided medicare
and medicaid beneficiaries. As such, they offer both a data base on
ufilization and a formal organization of physiciang whe are accus-
tomed to collaborating, albeit not at the level of intensity that this
proposal envisages.

The demonstrations could be conducted under current law if
there were only positive incentives, that is, there were no penalties
in the event the target was exceeded. For example, they might re-
ceive 20 percent of any positive variance. Restricting the demon-
strations to positive incentives will induce greater physician coop-
eration. Alternatively, legislation could be enacted that had a
phase-in period that included demonstrations.



CRITIQUE OF PETER FOX'S “PHYSICIAN REIMBURSEMENT
UNDER MEDICARE: AN OVERVIEW AND A PROPOSAL FOR
AREA-WIDE PHYSICIAN INCENTIVES" 1

(By Jack Haorey, The Urban Institute)

The system of areawide incentives outlined by Dr, Fox would be
a dramatic departure from medicare’s current methods of paying
not only physicians but also all other providers. It is just shy of a
fully budgeted medicare program because the targets which would
be set are not binding. Actual expenditures will still be determined
primarily by the interaction between prices and use rates for indi-
vidual gervices. If the national aggregate target is exceeded, medi-
care may be able to take back some money it paid physiciansg; if
not, then it would give physicians a bonus andp thus spend more
than it would have otherwise. By using financial penalties and re-
warde as incentives, this approach tries to get physicians to be the
collective managers, not just the prescribers, of all services used by
medicare beneficiaries,

My comments cover the design, implementation, and administra-
tion aspects of Dr. Fox’s propeosal. The first question I address is
whether the systam’s inherent incentives are likely to push or lead
physicians toward greater efﬁcienC{. Second, assuming that the in-
centives do make sense, how feasible are the system’s implementa-
tion and adminigtration?

Dr. Fox argues that the combination of areawide targets, re-
wards, and pensities will induce physiciang to make the medical
care gystem more efficient, theregy saving medicare money, but
without reducing benefits, sither in terms of quantity or quality.
Furthermore, the Federal Government would not impose, require,
or mandete any particular type of organization to force physicians
to change their behavior. Rather, the best approaches would evolve
as a consequence of the incentives inherent 1n the targets, rewards,
and penalties.

As Dr. Fox points out, the key to making his approach work is
tranalating the collective incentive to reduce spending into an indi-
vidual incentive to which individual physicians will reapond. He be-
lieves that the fear of penalty and the prospect of reward will
induce physicians to band together, to act cooperatively to limit re-
?Om'ce use, and to monitor and police each other so that all con-

orm.

I believe that this ig likely to occur only if the potential reward
or penalty is large enough to offset whatever gains the physician
might attain by going it alone. For the individual, gain would in-

! Preparation of this paper was supported by a grant from the Ford Foundation to The Urban
Inatitute. | would like to thank my colleagues at the Urban Tnatitute for their helpful discus-
siong and comments. However, | am fully responaible for the opiniens expressed and they do not.
necessarily represent the views of the Urban [natitute or ita eponsors.
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clude not only financial benefit but also the freedom to practice
medicine without interference from an outside group. Although
areawide incentives give the appearance of setting a limit and
using financial incentives to change behavior, I fear that the basic
structure is inconsistent with the theory and evidence of the behav.
ior of individuals in groups.? As long as rewards and penalties are
distributed among all physicians without regard to their individual
behavior, the individual physician will do better by ignoring the
collective incentive, Furthermore, the larger the group, the weaker
the collective incentives become.

Let me give some examples. Suppose all physicians ignore the
collective incentive and as a result exceed the target. For simplic-
ity, assume that they all provide about the same number of serv-
ices to medicare and that the penalty is distributed equally among
physicians, Does it make sense for any individual physician or
subset or phyaicians to reduce their services to medicare, either by
cutting back on their own billings or by admitting fewer patients to
the hospital? If some physicians do, their actions will reduce the
gize of the penalty, but by an amount far less than their own fore-
gone incoms, since the aggregate reduction in the penalty is shared
by all physicians, Can a subset of private physicians force other
physicians to change their behavior? As I understand current anti-
trust laws, the angwer is no.

Let’s take the opposite case and suppose that actual expenditures
turn cut to be lower than the target. If physicians had in fact not
changed their behavior at all, then this would mean that the target
{)lad been set too high and that physicians received a windfall

onus.

But let's assume that in fact some physicians are very civic
minded and consciously try to limit the services used by their
medicare patients, but without affecting quality or outcome. For
example, imagine that the physicians on 18th and 19th streets in
the District of Columbia have a strong north-south otientation and
helieve in preserving the Union. They form the Numbered Streets
Independent Practice Asgociation [NSIPA] to manage their behav-
jior and in fact succeed in cutting medicare expenditures by 10 per-
cent, say by admitting their patients to the hospital less often,

The physicians on X Street, L. Street, and the other alphabet
atreets are east-west confrontationists who will have nothing to do
with Government targets and collective behavior. They treat their
patients just as they always have, but purely by coincidence,
happen to increare their medicare patients’ services by just the
targetl rate.

Location theory being what it is, there are equal numbers of phy-
sicians in NSIPA and the alphabet streets. As a result, the D.C.
Reasonable Market Area’s total medicare spending was § percent
below the target. Medicare saved money, so it’s time to hand out
the bonuses. Dr. Fox sug%eated that physicians get 20 percent of
the savings. If this formula were adopted, medicare would keep 4

$ P, Held and U. Reinhardt, eds., “Analysia of Economic Performance in Medical Group Prac-
ticea,” Prc?ect Repori 79-06 (Princeton, N.J.. Mathematica Policy Research, July 19751 F. Blean
"Effects of Incantives on Physician Performance,” in J. Rafforty, ed., ‘Health Manpower and
Broductivity” (Lexington, MA: Lexington Books, 1974).
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out of the 5 percent and the remaining 1 percent would be divided
among the physicians.

If an equal distribution rule is followed, the NSIPA physicians
would collectively get one-half of 1 percent and the alphabet street
physiciang would get one-half of 1 percent, For the latter, of course,
this is pure windfall, since they didn’t do anything different. For
the NSIPA physicians, the bonus is indeed a reward for civic be-
havior. But to get this reward, these physicians reduced their own
billings, of which, on average 40 percent represents costs and 60
percent, ia net income. So if the 10-percent reduction in services
used by their medicare patients included a l-percent reduction in
their personal billings, then on net, they come out slightly behind.
Their net incomes fall by 0.6 percent because of their reduced hill-
ings, against a bonus of 0.5 percent. This does not count any of the
costs or time required to set up and manage NSIPA. Based on this
scenario, I would predict that many physicians would move from
19th, Street to K Street.

Humor aside, I think the basic flaw in the design of the areawide

incentive approach is that it lacks a mechanism for forcing individ-
ual physicians to follow the group incentives. In the absence of
compulsion and as long a3 rewards and penalties are shared, then
the individual physician will always do better by pursuing his/her
personal gain. To the extent that this contributes to a deficif, then
that physician’s individual contribution to that deficit is spread
among other physicians, Conversely, if others voluntarily curb
spending, then they wind up sharing the reward with others, so
that they don’t reap the full benefit of their cost-conscious behav-
for.
Research has shown that monitoring, policing, and managing are
key elements of any group’s orgamzation.® If the group is small,
say 10 of fewer physicians, then these functions can be carried out
informally through peer pressure. But ag group size increases much
beyond this relatively small number, it is important to establish
formal mechanisma for not only managing resources but also tying
individual rewards and penalties to individual behavior.

Large groups can be managed. Kaiger and other large HMO's
and IPA’s have demonstrated this. In fairness to Dr. Fox, he recog-
nizes the problem of imposing group incentives on individuals and
cites some IPA’s success as evidence that it can be done. But one of
the alleged advantages of the areawide incentive plan outlined by
Dr. Fox is precisely its weakness—the lack of any required organi-
zational structure which would impose targets, rewards, and penal-
ties on individual providers. No one has to join an IPA and the
aroawide incentives aren’t strong enough to get them to join,

Turning to implementation and administration issues, Dr. Fox
mentioned several. Two warrant some emphasis, however. First,
people travel to obtain medical care. In fact, it may be that the
sicker they are and the more complicated their cases, the more and
the farther they are likely to travel in seeking advanced medical
help. This reality makes me very skeptical about the posaibility of
defining “reasonable market areas” for medicare services.

1 Held and Reinhardt; Stoan.
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Dr. Fox recognizes the croas-boundary flow problem, but surmises
it to be small. On the contrary, evidence on people’s travel patterns
for ambulatory care suggests that between 10 and 50 percent of
vigits occur in counties other than the county of residence, depend-
ing on the size of the county of residence.* For most institutional-
ized care, the proportion crossing county lines is likely to be even
higher, especially for complex care given by teaching hospitals,
which tend to be concentrated in large cities. In general, and very
importantly, the reasonable market area’s size increases as the
nature of the service becomes more complex,

Against whose target would cross-area expenditiires be charged?
Whether done by area of residence or area of service, cross-bound-
ary flow will make some medicare patients more desirable than
others by virtue of where they live. For example, depending on the
choice made, it could create strong incentives for physicians in sub-
urban Maryland and Virginia to see their medicare patients in
D.C, or, conversely, induce District physicians to set up medicare
offices in Rosslyn, Crystal City, and Chevy Chase.

One obvious way to deal with crosg-boundary flow is to make the
market areas large, say an entire SMSA or large portions of States,
perhaps coinciding with medicare’s fiscal intermediaries’ bound-
aries. But as the area gets larger, then so does the number of phy-
sicians. The greater the number of physicians, the weaker and
more diffuse the collective incentive to reduce spending, and the
greater the costs and difficulties of organizing physiciang into man-
aged groups. To give some numbhers, the Washington, D.C,, SMSA
has 7,665 patient care physicians: D.C. has 1,795, Montgomery
County 2,245, and Fairfax County 913, The New York SMSA has
over 30,000 physicians. The very largest IPA may have about 1,000
physicians, and most are much smaller.

Finally, who would, or could administer this sytem? Dr. Fox sug-
gests the professional review organization or the medicare fiscal in-
termediary. These suggestions seem to be based on the belief that
it is a few outlier physicians who are overserving or overproviding
care, that their excessiveness can be identified through billing pat-
terns, and that disciplining those few physicians will solve much of
the medicare expenditure problem without hurting or affecting
very many beneficiaries. Recall, however, that the expenditure
target for an area includes all medicare services, part A and part
B. Thus, whoever administers the system will have to develop some
way of collecting claims, payment, and use information for all pro-
viders, not just physicians. Furthermore, if a physician organiza-
tion 18 responsible for administration, how is it going to change the
behavior of other providers? Physicians do indeed admit patients,
order tests, and write prescriptions, But they don’t pay hospitals,
or home health agencies, or nursing homes. Nor do they manage
these organizations. They don't negoitate labor contracta, or make
purchasing agreements. Thus, other than simply limiting use, it's
nfgff ali clear how physicians could get other providers to be more
efficient.

“BJ. Kleinman and D. Macuk, “Travel and Ambulatory Care,” “Medical Care” (May 1988), p.
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Dr. Fox’s goal in proposing the areawide incentives system was
to reduce the increase in medicare spending without reducing
either access or quality. The harsh truth which Congress will have
to face up to is that it probably can’t be done. As the current ad-
ministration learned in trying to balance the budget, raise defense
spending, and cut taxes, you can do any two, but not all three,

In shaping the laws which will govern the medicare program, it
would be prudent to remember one of the key laws of economics:
You get what yon pay for, and its corollary: If you pay less, you get
less. The areawide incentive system might possibly save medicare
money, as long as the targets were not set too high, However, hy-
sicians would simply view the penalties as fee reductions and, in
all likelihood, they would cut back on quality and/or the number of
medicare patients they would be willing to see, either by limiting
the number of new medicare patients or by passing the penalty on
to patients in the form of higher charges, which would scale back
the amount of care they would seek.

Given that choices must be made, the first and probably hardest
question Congress should deal with is how much medical care is it
willing to pay for on behalf of the elderly. If there were no return
on the public investment in medical care, then the question would
be much easier to answer. It would be clear that too much is being
spent. But my own and other research suggest that on average a
10-percent increase in the use of medical care brings with it a 1- to
1.5-percent decrease in mortality rates.® Mortality rates for the el-
derly have been declining dramatically since medicare was enacted,
to the point where life expectancy at age 65 has increased much
fagter for Americane than for 65-year-olda in Canada and several
west European countries.?

I certainly do not know what the answer is to the guestion of
how much to spend. But I do know that it's an answer which is
likely to change over time, as the Nation’s wealth changes, as peo-
p}l)e's attitudes change, as knowledge and technical capabilities
change.

I would alao assert that debating the issue in terms of how many
billions of dollars medicare spends, the medical care pector’'s share
of GNP, aor HCFA's share of the Federal budget is not terribly illu-
minating. There is nothing that ig intrinsically right about health
care making up 8 or 9 percent of GNP, nor iz there anything in-
trinsically wrong about 10 or 11 percent of GNP.

Returning to the topic of this paper, if fiscal pressures dictate
that medicare spend less, as it appearg they do, then how should
medicare pay physicians in order to get the most for ita money in
terms of quantity and quality and to promote acceptable levela of
access for medicare beneficiaries? Note that there are two goals
here, efficiency, that is, getting the most for your money, and
equity, insuring that everyone gets served on acceptable terms,

This brings up ancther law of economics—one which was good
enough to win a Nobe! prize for its developer, and this obviously is

8 See J. Hadley, “Mors Medical Care, Batter Health?"' (Washington, D.C.: The Urban Institute
Prean, 1982) for a numnw? of this reesarch.

*D. ers, “The Preeident's Statement,” "The Robert Wood Johnson Foundation Arnmual
Raport 1982 (Princeton, N.J.; The Robert Wood Johnson Foundation, 1988), p. 12,
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a simplification: If you have two policy objectives you need two
‘policy tools. In other words a physician payment method alone
cannot both promote efficiency and asaure equity.

In terms of promoting efficiency, our economic system har davel-
oped~an as yet unparalleled, highly decentralized method—the
price system.

But 1an’t this just fee for service?

Absolutely,

But what about the blank-check nrentality which Dr. Fox asserts
is the hallmark of fee-for-service payment?

The problem with fee for service in medicine is not that physi-
ciane are paid for each and every gervice provided, but that insur-
ers, both private and publie, have imposed no discipline on fees.
People confuse the method of payment with the method of deter-
mining fee levels. As many physicians who treat medicaid patients
will attest, fee for service can be very stingy.

CPR and UCR, however, are indeed blank checks—because they
are purely mechanistic methods of determining fee levels. Until re-
cently, no insurer was willing to say, “The price is too high for this
gervice, or this service isn’t worth what's being charged.” Rather,
attempts to limit fees, like medicare’s economic index, have been as
mechanistic and unconscious as the fee demonstrating process
itself.

If medicere is going to have to make tough decisons about how to
cut spending, then it should start evaluating the specific services
that physiciang provide by comparing what it pays to what it
thinks the service is worth. Is $30 for a 5-minute hospital visit too
high? Then pey only $15 or 3$10. Do you want to encourage pecple
to see doctora early? Then keep the fee for an initial office visit
where it is. Are too many lab tests being done, perhaps because
fees are way out of line with the costs of doing tests? Then pay less
for lab tests, Are there other procedures and operations which
were difficult, complex, and expensive 10 years ago, but are now
routine and much less expensive? Then pay less for those proce-
dures as well.

There are two key points, First, fees should reflect not only the
cost of provision but alao the benefit or worth fo the patient,
Second, costs and benefits change and need to be continually evalu-
ated. Individuals probably can't make these evaluations very well,
nor do they have very much incentive to do so under the current
system, Insurers, especially one as large as medicare, should and
need to make these decisions. Formulas like CRP cannot do it

Ideally, fees should be, in Mark Pauly’s terms, fiscally neutral.”
This means that in deciding among alternative trestments for a pa-
tient, we want the physician's personal financial return to be the
same, regardless of which treatment is chosen. We do not want
there to be a conflict between physiciang’ financial interests and
patients’ medical and financial outcomes. We want the fee system
to reinforce the physician’s ethical imperative to do what is hest
for the patient.

m:ahg. Pauly, ‘‘Doctora and Thair Workahopa” (Chieago: Univeralty of Chicago Press, 1980, pp.
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Can such an ideal free system be calculated or computed with ex-
iating data? Is this a simple technical problem which we can solve
with our computera?

Obviously, no. Just as the process of price determination in real
markets is iterative and econtinuous, establishing how much medi-
care is willing to pay will be an iterative, continuous process that
will require monitoring, updating, and adjustment.

But one of the virtues of the fee-for-service system is that it pro-
videa much of the information needed to make these adjustments.
How many services are being provided at each price? How does
volume change as relative prices change? What services seem to
have a big effect on people’s ability to function; which seem to have
little impact? As technology changes, as input prices fluctuate, as
other factors change, the answers to these questions will change.
But only by asking and trying to answer these questions can medi-
care, and indeed private insurers, impose the discipline on fees in
the same way that informed consumers influence prices in conven-
tional markets.

How would thig information be transmitted, both to providers
and gatients? A mandatory fee schedule for physiciang’ services
would be one way. But I believe that an indemnity schedule which
is an exact reflection of a fee schedule might be better. Indemnity
insurance, which pays the insured or the beneficiary a fixed
amount for each and every service but does not limit physiciang’
fees, is by no means new. Nor is its recommendation as an alterna-
tive to CPR/UCR methods of fee determination new.8

Why is it better than a fee schedule? There are three primary
reasons. First, it rewards medicare patients for seeking care from
lower price physicians. Second, it does not eliminate price competi-
tion among physicians in trying fo attract medicare patients. In
practice, the indemnity levels may be set so low that few physi-
cians will charge fees below them. But at least the indemnity ap-
proach leaves this option open. Third, it leaves physicians free to
charge fees consigtent with changes in their practice costs, in
market conditions, and in technology. A fourth factor, outside the
realm of economics, is that it would create less political conflict
with physicians than would a fee achedule.

An indemnity schedule ig like a fee schedule in that the indemni-
ty amounts would represent how much medicare is willing to pay
for each and every service. Relative indemnity values, for say a fol-
lowup hospital visit relative to an initial office visit, would repre-
sent medicare’'s assessment of the relative costs and benefits of the
two kinds of gervices. Like a fee schedule, it would eliminate confu-
gion over how much medicare will pay. Like a fee schedule, indem-
nity amounts could be varied fo reflect variations in the cost-of-
living, 8o that the real value of the indemnity would be the same
across regions and community sizes. If access and quality fall to un-
acceptable levels, then the indemnity payments will have to in-
crease. Conversely, no increase will be called for as long as access
and guality remain acceptable,

3P Gianfrancesco, "A Proposal for Improving the Bificiency of Medical Insurance,” Journal
of Health Economica 2 (1983), pp. 176-184; M, Pauly, "Indemnity Insurance for Henlth Care Effi-
ciancy,” Economic and Bupiness Bulletin (rall 1677), pp. 63-5b.



Leaving physiciang’ charges free to fluctuate is critical to moni-
toring the access and quality levels that the indemnity schedule
buys. The difference between the indemnity payments and physi-
cians' average charges will be the barometer of how much access
and quality beneficiaries are receiving for the medicare payments.
As the difgarences between charges and the indemnity rates grow,
medicare beneficiaries will have increasing difficulty in finding
physiciens willing to treat them, will have longer waits for appoint-
ments and in the waiting room, and will become more concentrated
in practices which are of lower quality or offer fewer amenities.

o system avoids the inevitable tradeoffs which must he made in
choosing among expenditure levels, access, and quality, But indem-
nity payments inbedded in the fee-for-service system offer the best
chance of making these choices rationally and intelligently.

An indemnity system would be easy to administer. For one thing,
intermediaries would no longer have to compute customary, pre-
vailing, and reasonable charges every year for every physician,
every service, and every claim. Physicians could be required or re-
quested to make full disclosures to their patients of the indemnity
amounts for the specific serviceg they are planning to prescribe.
Billing arrangements could be left up to the physician, as they are
with most private insurance. Physicians who wish to attract pa-
tients will offer to bill medicare d"i':ectly. If the bill exceeds the in-
demnity amount, then the physician would be paid the indemnity
less the mandated cost-sharing amount. He or she would then bill
the patient for the difference. If the bill were less than the indem-
nity, then the patient would receive the difference, less any cost-
sharing. Other physicians may choose to bill the patient and let the
patient collect the indemnity—less the cost sharing—from medi-
care, But these physicians may face higher collection uncertainty.

This brings me to the issue of assignment. Some people believe
that mandating assignment will save beneficiaries money. That it
will, but at the cost of lowering quality and access for those who
are willing to pay for it. Mandating assignment may protect
beneficiaries from increased charges, but it would not protect them
from cuts in access or quality. [t is also likely to lead to a trend
toward medicaid-like practices which specialize in  medicare
beneficiaries.

As | noted earlier, the fee-for-service system alone cannot both
promote efficiency and assure equity of access. Another policy tool
is needed. If the purpose of the assignment option is to improve
access for lower-income beneficiaries who are not eligible for med-
icaid, then another policy keyed to beneficiaries’ income would be
better. The most obvious choice would be either income-related cost
gharing or an income-related cap on out-of-pocket expenses,

Others at this conference are much more expert than I on the
best way to structure cost-sharing schemes. Thanks to the consider-
able amount of very good research on cost sharing, we should be in
a good position to E;sign and implement a workable income-relatad
cost-sharing mystem that addresses the goal of equality of access
much better than would mandatory assignment,

Subsidizing some people’s cost sharing will obviously cost monay,
as the actuaries will no doubt attest. Just as obviously, raigsing the
money will be a politically sensitive process. From a purely theo-



retical perspective, Federal general revenues would be the least
distorting, most progressive revenue source. Another option to con-
sider, which might contribute to better system-wide performance
precisely because it would distort choices, is a tax on excessively
generous private insurance plans, including possibly medicare sup-
plementary policies. To the extent that such a tax pushes people
toward being more fiscally prudent in purchasing insurance, then
medicare beneficiaries will generally benefit from the reduced pres-
sure on physicians’ charges and hospitals’ costs that less generous
private insurance would entail. Such a tax would probably be less
progressive, however, than the Federal income tax.

The pending medicare trust fund crisis requires difficult deci-
sions to be made, But crisis also brings opportunity—the opportuni-
ty to make substantial and hopefully beneficial changes in the
structure of medicare program. Whatever changes are made in the
next year or two will probably be with us for many years to follow.
1 hope that the pressure for a short-run fiscal fix will not over-
whelm this opportunity.



USING COVERAGE POLICY TO CONTAIN MEDICARE COSTS

(By H. Davip Banta, M.D., GLor1A RuBY, and ANNE KESSELMAN
BuRNS, Office of Technology Assessment

Medicare costs may be contained through a wide range of ap-
proaches. This paper describes the possibility of using the explicit
approach of technology-specific coverage policy for cost contain-
ment. The method is inherently limited, because of the vast
number of medical technologies. Nonetheless, the narrowness of
current coverage policy and the inadequacies of the coverage proc-
ess suggest that changes in policy and process can reduce medicare
expenditures by promoting the appropriate adoption and use of
technology.

Medical technology has now been widely recognized as a key con-
tributor to health care costs, with estimates roughly up to 40 per-
cent as technology's contribution to hospital cost increases (Free-
land and Schendier, 1983; Waldman, 1972; Worthington, 1975; Feld-
stein and Taylor, 1977; Altman and Wallach, 1979). These estimates
assume a broad definition of medical technology. OTA has defined
medical technology as the drugs, devices, and medical and surgical
procedures used in medical care, and the organizational and sup-
portive systems in which they are provided. In this paper, we will
concentrate on the clinical technologies.

Few would doubt that most medical technologies are beneficial.
During the past few decades, medicine has been transformed by an
influx of exciting new technologies. People who would have died in
previous generations now live with a reasonable ability to function
normally. For example, before renal dialysis was introduced begin-
ning about 1960, those with end-stage renal disease died. Cardiac
pacemakers have essentially made deaths from irregularities of
heart rhythm unnecessary. Transplantation of organs such as the
kidney and the heart have extended life for thousands. And new
technologies such as hip joint replacements have made pain-free
functioning possible for thousands of elderly people. Thus, while
technology is unquestionably expensive, it is not a matter merely
of removing the inefficacious from the system.

At the same time, there is considerable waste in the present
system that is attributable to the inappropriate use of technology.
Many surgical procedures seem to be overused in this country com-
pared to other countries, Laboratory examinations and other diag-
nostic tests are used at high rates and, at times, when not indicat-
ed by the suspected conditions (Schroeder et. al., 1973; Dixon and
Laszlo, 1974; Fineberg, 1977). Lengths of stay in hospitals are
higher in many cases than can be justified by medical evidence of
benefit (OTA, LOS, 1983). In brief, the system has encouraged the
use of technology when any benefit, no matter how small, could be
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hoped for. The chalienge for the future is to devise a system that
encourages the cost-effective use of technology.

These comments have focused on the relationships between medi-
cal technology and the health care system. As a significant compo-
nent of the general system, the medicare program warrants apecific
attention. First, medicare costs have risen faster than those of the
system as a whole. Between 1980 and 1981, for example, medicare
program expenditures rose 17.9 percent, while national heaith care
expenditures rose 15,1 percent (Health USA, 1982, Tables 71 and
82). Second, since the hospital is the focal point for many technol-
ogies and medicare is a relatively generous payor of hogpital costs
and less so for out-of-hospital costs, medicare would be expected to
be very involved in medical technology. Finally, elderly people tend
to have chronic medical conditions and they are heavy users of
medical technology such as intensive care units and coronary
bypass surgery. In 1980, for example, about 18 percent of medicare
hospital stays involved intensive or coronary care units (OTA,
ICU’s, 1983).

While relatively little is known in specific terms about medical
technology in the medicare program, it is known that 28 percent of
all medicare costs go toward the last year of life of the beneficiaries
(Lubitz, HCFA, 1983). This seems to indicate that terminal illness
is a major expense for the program, and that life-supporting tech-
nology is an important contributor to costs.

Dirrusion or MepicaL TEcHNOLOGY

Medical technology develops in a myriad of ways in many differ-
ent sites with a variety of sources of funding, The Government
funds most basic biomedical research in this country, but private
industry funds a substantial portion of applied research and tech-
nology development. Processes of development of technology have
beert little studied, However, gince much modern technology is
made up of combinations of medical devices, drugs, and human
skills, their development is very complex. Control of development
has proven to be difficult.

When the technoiogy has been developed, it must come into use.
The process of spread into use is called diffusion. Because of the
difficulties of identifying new technology before it is introduced
into widespread use, policy mechanisms have tended to focus on
early diffusion, or adoption, of new technology. Thus, the Food and
Drug Administration regulates all new drugs and medical devices
for safety and efficacy. The health planning program requires cer-
tificate-of-need approval for institutions to make capital invest-
ments,

Factors leading to the widespread use of technology are many.
However, little research has been done on manipulable factors, but
has tended to concentrate on such factors as hospital size, which is
difficult to influence. Only recently have researchers recognized
the importance of reimbursement in the spread of new technology.
Recent evidence shows that the method of payment is an important
factor. And since it can be altered relatively easily, it has come to
be seen as the policy mechanism of most promise for controlling
medical technology. At the same time, the payment system is seen
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costs means controlling technology, and the reverse is also likely
true.

MeorcaL TECHNOLOGY IN THE MEDICARE PROGRAM

The benefits in the medicare program are usually broad, general
categories, rather than specific technologies. Part A covers hospi-
talization, psychiatric hospitalization, home health care, and post-
hospital extended care services. Part B covers medically necessary
physician services, outpatient hospital services, home herlth care,
outpatient physical therapy and speech pathology services, inde-

ndent laboratory services, some ambulance transportation, most
prosthetic devices, drugs that must be profeesionally administered,
blood, and some medical supplies.

Becauge benefits are in such broad categories, specific technol-
ogies have required individual coverage decisions. Coverage policy
governs the eligibility of technologies for payment. In the past few
years, rapid technological change has led to increasing needs for
technology-specific decisions. At the same time, evaluating the
health benefits and risks of specific technologies has become a
formal part of the process of arriving at coverage decisions.

Coverage is generally defined as “the guarantee agalnst epecific
losses provided under the terms of an insurance policy” (Discursive
Dictionary, 1976). The term is frequently used interchangeably
with benefits or protection, In the medicare program, coverage 13
distinguished from payment or reimburgement: Coverage refers to
the types of benefits available to eligible beneficiaries, and pay-
ment refers to the amount and methods of payment for covered
gervices (Young, p.c,, 1983).

The basis of coverage policy for particular technologies not man-
dated by medicare is section 1862 of title XVIII of the Social Secu-
rity Act, which excludes payment for items and services that are
“not ressonable and necessary” for diagnosis, treatment or im-
proved services. That section has traditionally been implemented
with attention to the medicare goals of not interfering with the
p}'gctice of medicine and of agsuring beneficiaries the choice of pro-
viders.

Coverage decisions are made at the national level by the central
Health Care Financing Administration (HCFA) office. They are
also made by medicare contractors, called intermediaries (part A)
and carriers (part B), who perform the medicare program’s claims
processing ang payment function under HCFA's guidence.

Because of the general language of section 1862 and the absence
of regulations or epecific guidelines to implement that section,
HCFA officials and medicare contractors have considerable latitude
in determining which technologies are to be covered. Coverage deci-
sions are developed and implemented in a decentralized manner,
Morsover, there is considerable variation among contractors in sev-
eral areas: (1) the decisions they make concerning the coverage of
specific technologies; and (2) their implementation of coverage deci-
sions (OTA, 1980; Bunker et al., 1982; Demlo et al,, 1983). Much of
the variation is due to absence of a precigse definition of the term
“reasonable and necessary.” The criterie used by HCFA to deter-
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mine is a technology meets this test are: (1) efficacy and safety gen-
erally accepted, (£) not experimental, (3) medically necessary for
the individual case, (4} provided according to accepted standards of
medical practice in an appropriate setting. It is worth noting that
cost is neither a ¢riterion nor an explicit issue in these criteria.

There is a basic contradiction in medicare’s goal of not interfer-
ing with the practice of medicine and its coverage policy that
judges technologies uzsed in medical practice. The decentralized ap-
proach ameliorates the contradiction in itg de facto acception of the
premise that medical practice varies from one geographic area to
another,

In addition to not using costs as a criteria, medicare has re-
frained from limiting technaologies to restricted circumstances, such
ag certain ingtitutions meeting certain criteria or physicians with
specific skills.! On the other hand, medicare does limit coverage of
some technologies to appropriate medical conditions. For example,
in 1981, HCFA announced the coverage of specific types of thera-
peutic apheresis for three conditions, but denied coverage for other
indications. Three additional diseage indications were added in
1983 (OTA, Apheresis, 1983).

The recently passed DRG program can be sxpected to change the
coverage process to an extent, but perhaps not dramatically.
Indeed, the interactions between medicare coverage policy and
DRG payment are limited to inpatient services provided in almost
all short-term acute care general hospitals. Inpatient services in
psychiatric, rehabilitative, pediatric, and long-term hospitals; out-
patient services; and physician services—provided in or out of the
hospital—are not included in the DRG payment system. Instead,
they are paid for as before the law’s enactment.

Most coverage questions arise with physician services. This is
understandable, because technologies are generally provided by
physicians. Furthermore, the physician services component of
medicare is the fastest growing, although not the largest, in terms
of costs. Since the DRG program changes the incentive for hospi-
tals dramatically, future changes in medicare are expected to focus
more on physicians services and outpatient services. For these rea-
sons, the suggestions for changes made in this paper will address
physician services, (See later section on DRG’s.)

How Coverace Decisions Are MADE

The coverage decision process is conceptually simple (see figure).
Although the specifics vary, the process is the same at the national
level and at the contractor level. First, new technologies and new
uses of covered technologies are identified. Then, the decision is
made as to whether or not to cover the identified technology. Gen-
erally, the decisionmakers receive advice that usually involves an
evaluation of the technology focusing on efficacy and safety. The
final step is implementation of the coverage decision.

' However, in Jenuary 1988, HCFA releassd coverage instructions to medicare contractors
that for ihe first time limited payment for a tachnology—thorapeutic apherenis—to ila tee in a
apecific setting and by apecified providera (Commerce Clearance House Ragulations, Jan, 3,
1983). At present, only therapsutic spheresis nnd closed lcop blood glucose control devices fall
into the category.
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Identification.—Technologies can be identified by HCFA, by the
HCFA regional offices, or by contractors. They are identified by dif-
ferent methods, including: {ieviewing claims, auditing cost reports,
informal interacting with providers, and receiving inquiries from
such sources as manufacturers. In the past few years, HCFA has
relied more on contractors knowledgs and experience, assuming
that contractors are more familiar with medical and hospital prac-
tice,

However, although contractors do identify many uncovered tech-
nologies, this process has serious flaws. Hospital claim forms in
particular are not designed to identify new technologies. They use
broad headings, such as radiology and pathology, that provide little
information about specific technologies {Schaeffer, 1982). Interme-
diaries are required to examine oniy a 20 percent sample of inpa-
tient claim forms (HCFA memo, 1981). The claim form for physi-
ciang required information about the use of specific surgical and
medical technologies, but carriers may still overloock new technol-
ogies and new uses of covered technologies because of administra-
tive inefficiences and a high number of coding errors (Bunker,
1982). It is also emsy for physicians and hospital administrators to
reﬁuest payment for an uncovered technelogy under an established
code. For example, chemonucleolysis (injection of chymopapain into
a ruptured intervertebral disc) is not a covered benefit of Blue
Shield of California, but discography is covered, The claim for the
services of the physician may list the procedure number for “dis-
cography injections,” when claiming reimbursement for chemonu-
cleolysis (Bunker, 1982),

Based on advice provided by their medical advisors, medicare
contractors make their own coverage decisions about the majority
of new services they identify. When they feel unable to decide on
coverage, the quesiton is supposed to be submitted to 2 HCFA re-
gional office. For the most part, regional offices refer coverage
questions requiring medical decisions to the HCFA central office.
Only the Boston regional office has a medical consultant.

Prior to 1979, the majority of coverage questions received at the
central HCFA office were submitted by the regional offices. Howev-
er, since 1379 others, particularly manufacturers, have increased
their participation in the coverage process, During 1981, 25 percent
of coverage questions submitted to the central HCFA office were
from producers of medical technologies. (OTA, draft, 1983), Manu-
facturers are very concerned to know as early as possible whether
their new products will be covered. In the past year, the national
association that represents manufacturers of medical devices, the
Health Industry Manufacturers Association [HIMA], advised its
members to request coverage for their products from medicare con-
tractors and not the HCFA central office for more timely and fa-
vorable decisiona (HIMA, p.c., 1983}, This change in HIMA's strat-
egy was prompted by its perception that not only had the time re-
quired for reaching and releasing coverage decisions made at the
national level increased, but the number of products being denied
coverage also increased,

Coverage Decisions.—Coverage decisions are made by medicare
contractors and by HCFA. The contractors act upon most questions
raised in their areas, following the advice of medical consultants.
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Contractors show variation in their decisions about specific technol-
ogies (Demlo et al., 1983). As a result, the specific package of cov-
ered benefits varies somewhat across the country and even within
regions. There is no regional or national standard for covered serv-
ices,

HCFA expects contractors to refer general coverage issues of na-
tional interest to the central office (HCFA memo, 1981). However,
referral is not required by statute or regulation. Furthermore,
there is no accounting of contractors’ adherence to this suggestion,

The locus for coverage decisions within HCFA is the Office of
Coverage Policy. If the coverage decision concerns drugs or some
medical devices, prior evaluations by the Food and Drug Adminis-
tration provide some indications of safety and efficacy. There is,
however, no comparable mechansim for medical and surgical proce-
dures, FDA evaluations are not definitive either, since the standard
for efficacy is that the drug or device have the effects claimed by
ahelrt?lanu acturer. HCFA judges efficacy as the ability to improve

ealth.

If medical advice is required for a coverage decision, the question
is presented to the physicians panel within HCFA. The panel may
request an eveluation from the Office of Health Technology Assess-
ment [{OHTA], the successor to the National Center for Health
Care Technology, dishanded in 1981, After conducting an assess-
ment on the safety, efficacy, and clinical effectiveness of a technol-
ogy, OHTA may recommend that a technology not be covered by
medicare, or that it be covered with or without restrictions. The
actual coverage decision is made by HCFA, which notifies HCFA
contractors and State medicaid agencies.

Coverage decisions about technologies of national interest are es-
pecially based on criterin of “general acceptance” and “stage of de-
velopment,” These call for judgments that are difficult to base on
good information. The terms are not defined, and do not fit well
with the complexity of any technology’s development.

Implementation of Coverage Decisions.—For the most part,
HCFA’s implementation of national coverage decisions consists of
disseminating the decigsion through various sources, including
HCFA’s regional offices, instruction manuals, and transmittal let-
ters, to contractors and providers. Monitoring the implementation
is largely decentralized and done by claims review; direct Govern-
ment involvement is largely confined to cases of fraud and abuse.

The limitations of claims review in identifying new technologies
also apply to claims review as a means of evaluating the implemen-
tation of coverage decisions. The capability of monitoring a cover-
age decision varies among contractors. It varies in part because of
tha complexity of medicare coverage rules and deficiencies in the
transmittal of information between HCFA's central office and re-
gional offices and between regional offices and medicare contrac-
tors (Demlo, et. al., 1983).

CovrrAaGE Poricy UNpeER DRG HosriTAL PAYMENT

‘While no changes have yet been announced in coverage polic
under the DRG program, there will clearly he an interaction. Bot
DRG payment and coverage policy an affect the rate and direction
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of technological change, and together they have great implications
for medical technology in the medicare program,

Because specific technologies used in hospital settings are not
easily evident from the DRG classification, HCFA will not be able
to discern the use of some technologies that are unsafe, not effica-
cioug or experimental, This will be similar to the situation under
the previous coat-based mode of hospital payment. However, some
DRG's are based on specific technologies, in particular 8 number
that are specific surgical procedures. Those DRG’s will allow for
improved identification.

Perhaps more important are the different incentives under the
DRG payment systern. One can expect that the use of procedures
that lower the coat per case to incresse, and those that raise the
cost to diminish. Those that raise the cost may lead to appeals from
hospitals as outlier cases, many of which will be high-cost outliers
precisely because of costly technology.

Finally, new technologies will be recognized during the process of
adjusting DRG rates. Indeed, updating DRG prices appears to offer
the most significant opportunity of identifying such technologies
for coverage purposes,

For the DRG payment system, changes in DRG relative weights
or prices will be made, in part, to reflect technological change. Be-
cause this process must include identification of new technologies,
it is reasonable that some of the techniques, including technology
asgessments, used to adjust DRG rates will be similar to those vsed
to support coverage decisions. For example, the Prospective Pay-
ment Assessment Commiggion (ProPAC] has been given broad au-
thority to assess medical technology and the appropriateness of
medical practice patterns in developing ita recommendations for
DRG rates. The Commisgion’s role, however, ig only advisory;
HCFA wmakes the decision concerning the appropriate payment
rate for hospital services.

Thus, both the coverage process and the process of adjusting
DRG rates share a similar “approval for payment” function. The
most important difference is that the DRG rate adjustment process
includes issues of ¢ost as an integral issue.

Another issue arises because medicare pays hospitals one way
and other providers another, and becauee coverage cannot be limit-
ed to payment for specific technologies to their use in certain set-
tings and by certain providers. Since costs are a congideration to
providing inpatient hospital services under the medicare DRG pay-
ment system and not a large congideration in providing other serv-
ices in other settings, the incentive to shift high-cost technologies
from an inpatient to an ambulatory setting is a large one.

Facrors IN EVALUATING TeECcHNOLOGIES FOR COVERAGE DEGISIONS

As described above, the prime factors used by HCFA in evaluat-
ing coverage include efficacy and safety. However, even this leve]
of evaluation ig not simple. Data on efficacy and safety is often not
available in general, but is even more difficult to obtain for new
technologiea. Despite increasing attention to coverage issues, no
mechaniam hag been devetoped to assure that studies are done in
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such a way as to produce data when it is needed for decimionmak-

ing.

Theoretically, at Jeast, substitutability is an important issue for
the medicare program. Often one technology addressed to a specific
diseage problem is much cheaper than another. 'The extent to
which two technologies are equivalent is the issue. The program
could save quite a lot of money.if more about equivalence were
known. However, data on equivalence is even more scarce than
data on efficacy. Clinical trials are usually not organized in such a
way to address this issue. Also, the present statute may not give
the program aufhority to exclude a technology on the basig that al-
ternatives are available. This depends, of course, on the definition
of "“reasonable and necessary.”

A related issue is that of costs. The program has seldom explicit-
ly considered costs. Although the issue of including cost criteria
into coverage decisions has been examined by the general counsel’s
office, it has never been resolved—Streimer, P. C., 1983. At this
time, there ig no restriction on using cost criteria in coverage deci-
gions, but HCFA chooses not to do so0. Nonetheless, there has been
a great deal of discussion in recent years about including costs as a
criterion. If this were done, either by atatute or regulation, the
isgue would, in effect, hecome cost effectiveness. There is a family
of techniques for assessing cost effectiveness that have gained
prominence in recent lzrears and that could be helpful. However,
these techniques also have gignificant weaknesges. Some of these
weaknesses can be ameliorated with time, such as the lack of effi-
cacy data on which to base cost-effectiveness calculations. Others
cannot, however. For example, cost effectiveness analysis focuses
on factors that can be quantitated, such as death and financial
cost, while tending to ignore nonquantitative factors, such as ethics
and equity. In effect, this weakness means that cost-effectiveness
analysis cannot in most cases be the dominant factor in a decision.
However, it can be very helpful in assisting the policymaker in
structuring a problem and understanding its ramifications.

Running through the issue of coverage decisions i3 the problem
of data. Coverage decisions must be made rationally to be respected
by the outside world. Providing technologies inappropriately can
cause quite a lot of harm, as can withholding efficacious technol-
ogies, Yet there is a scarcity of data on which to perform assess-
ments or to base such decisions. In addition, it is widely recognized
that HCFA does not have the resources necessary to understand
the role of new technology in ita program. While recent years have
seen active policy debates concerning technology and technology as-
sessment, investments in data collection have fallen. Without more
data, coverage decisions probably cannot be improved or tightened.

Areas ror CHANGE IN MEeDICARE COVERAGE POLICY

In the past, coverage policy in the medicare program has had im-
portant potential, but limited opportunity for attempting to assure
cost-effective health care. Coverage policy has been an important
tool in protecting beneficiaries from unsafe and inefficecious medi-
cal technology. But, it has been restricted in influencing the diffu-
sion of cost-effective technology due to the exclusion of cost criteria

2-328 O—81——0
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in the assessment of technologies for coverage decisions and by in-
adequacies in the coverage process. Despite the enactment of the

RG payment method for inpatient hospital services, the impor-
tance of coverage policy is only marginally diminished. Coverage
decisions deal primarily with physician services, and physician pay-
ment has not been changed—not yet. In addition, the DRG pro-
gram requires coverage decisions in effect, especially in establish-
ing new DRG’s—such as those for new surgical procedures.

An obvious change to consider is to broaden the legal basis for
coverage. As mentioned above, ‘‘reasonable and necessary” has not
been formally defined. It may be that costs and broader social
isgues could be included in the definition if it were made by regula-
tion. It not, or if the administration is not interested in pursuing
such a change, the law could be amended to specify such factors as
worthy of concern. Indeed, it seems rather absurd that the medi-
care program cannot consider financial cost, but must apparently
pay for any technology found to be efficacicous and safe, regardless
of how much it costs.

Another change to consider is to allow limitations in coverage to
certain types of providers, certain types of gites, or even gpecific
gites.2 Such limitations could both help control costs and improve
quality. For example, many surgical procedures are done in low
volume in hospitals in this country, and the results—such as death
rates—have been repeatedly been shown to be inferior in such set-
tings—Bombardier C., and others, 1977, It may also be that exces-
give or unnecessary procedures are done in institutions with low
volumes. This change could possibly also be made in regulation,
but may require statutory change. Such a change seems clearly to
be advantageous to both patients and the program itself, although
not to some physicians and hospitals,

combination of policies that includes limiting diffusion of tech-
nology to certain providers, limiting utilization to certain indice-
tions, and limiting payment in other ways, could undoubtly reduce
the rates of use of certain technologies. This is indicated by the
large variations in use of technologies,

At present the medicare program cannot demand data from pro-
videra. A change in the law could allow coverage only on the basis
that such data would be furnished. The DRG amendments do give
HCFA the authority for the first time to fund clinical research, in-
cluding clinical trialz. This further change would give medicare
gome powerful tools to develop data for providing cost-effective
care,

Finally, the interface between coverage policy and DRG payment
needs to be explored more thoroughly. The Office of Health Tech-
nology Assessment [OHTA] is presently limited to responding to re-
quests from HCFA for technology assessments. In part because of
questions about its eventual role, it has not developed a compre-
hensive program for medical technology assessment and transfer.
The Commisgion described previcusly will play an active role in

& Ap noted pnevlouali\:cln 1983 HCOFA Issued coverage instructions that for the first time limie-
ed the of a technology (therapeutic apheresis in Januarg 1083 and closed loop blood
sontrol devices in July 1983) Lo ita use in a apecific astting and hy specific providers. If such
limited types of coverage hecomes eatablished policy, the isaues to be discussed hecomes aca-
demic. However, indications are that these decisions do nol ropresent a major change in policy.
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this arena. The relationship between OHTA and the Commission is
a critical one for coverage purposes.

Discussion

Attempts to control technology and thereby control costs have
until now been rather ineffective. In large part, it seema to us, this
is because the forces of the health care system run in the opposite
direction. Investments in developing new technology are large, and
industry has many tools for convineing providers that new technol-
ogies are essential for good patient care. New technology is often
exciting, and does indeed often offer incremental improvements in
health status for aick people, Technological procedures are associat-
ed with higher fees for physicians, and new technological proce-
dures have even higher fees. Hospitals aleo are paid more for tech-
nological services than for cognitive ones. The prevailing fee-for-
service gystem of physician payment and cost-reimburgement pay-
ment to hospitals are inherently inflationary, with strong incen-
tives to buy and provide more. The new DRG system is a first step
to change this last factor. However, it is not surprising that at-
tempts so far have foundered, when so many forces have pointed in
the other direction.

An important issue for the future is the extent to which changes
in the medicare program can change the enfire gystem. If medicare
does not provde a technology but it is a highly visible one, strong
political pressures mount for coverage. The congressional hearings
held on transplantation—primarily liver—in the spring of 1983
provide a good example. In those situations, it is not surpriging
that HCFA officials have been rather conservative about denying
coverage.?

To be most effective, the coverage process needs to be capable of
identifying all the new technologies Introduced into the system and
paid for by the medicare program, as well as those covered technol-
ogies which are unproven as safe and effective. Coverage would be
even more effective if HCFA became aware of new tethnologies
and new uges for establigshed technologies bafore questions of cover-
age were rajsed. For example, HCFA could monitor FDA’s process-
es to anticipate new medical devices. The National Center for
Health Care Technology had this task as part of its charge, Similar
efforta in the private sector could be scrutinized. After identifica-
tion, all technologies of national interest could be carefully evaluat-
ed in a process using objective criteria performed without undue
delay. The current process ia far from thig model,

Tightening this system would undoubtedly save money for the
program, and might also improve quslity of care. However, it
would not be politically popular, In agdition, many would have res-
ervations gbout centralizing decisions concerning health and dis-
esse and having them made by HCFA bureaucrats. Such a change
would require the following actions:

One, restructuring the coverage process to encourage the identifi-
cation of all new or emerging technologies,

¥1n recant yeara, HCFA has tightened ita sovarags policy for most technologica. Howaver, the
highly visible ones remain as exceptions.
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Two, referring all coverage issues of national interest to the
HCFA central office.

Three, uniformly implementing all national coverage decisions,

Four, more explicitly congidering costs in coverage decisions,

Five, limiting coverage of certain techologies to specific providers
and specific sites of care.

As cost containment becomes an increasingly important objective
of the medicare program, the notion of linking coverage policy and
technology assessments to change economic incentives in the pro-
gram has gained momentum. A real possiblility would be to deny
cow;ra%e until good data were available. This method is being used
formally in the unique case of heart transplants, where the deci-
sion will not be made until after completion of a large study being
carried out by the Batelle Institute. Including costs and other fac-
tors , such as limiting coverage to the most effective site for carry-
ing out a procedure, would assist in this goal.

Coverage policy is also related to utilization review, One of the
purposes of utilization review is to assure that services given are
covered. According to the Social Security Amendments of 1983, the
new peer review organizations [PRO’s] will review the validity of
diagnostic information provided by hospitals—DRG verification—
completeness, adequacy, and quality of care provided to inpatients;
and appropriateness of admissions and discharge. Since the incen-
tives in the DRG system are generally to provide fewer services,
PROC'z will need to be concerned with underprovision of services,
Thus, utilization review and coverage policy support each other.

In the realm of Shysician services, changes in payment methods
seern inevitable. One change that would not require sweeping
change in the program is to build a fee schedule on a technology-
by-technology basis. If the fee schedule were to pay for groups of
services or on a per case basis as the DRG system does, individual
technologies would not be apparent of HCFA and the coverage
process would not be pertinent. New and expensive technologies
would be assessed, however, when fees were adjusted. Specific fees
for technological services, however, would allow more scope for the
coverage process and would also make cost evaluations very impor-
tant. A coordinated effort for assessing technologies for coverage
and for adjusting rates would need to he established.

What is the potential for coverage policy to help contain costs in
the medicare program? There is little doubt that large savings
could be made, assuming that political and technical problems pre-
venting a strong coverage policy could be overcome. A combination
of policles suggested in this paper offer a possible approach. Cau-
tion is necessary, however, with respect to policies concerning cen-
tralizing the coverage process. A nationalgro determined coverage
procegs may not take into account the unique needs of all patients
and may prove unduly costly. Furthermore, the decision to reduce
variation in coverage policy and increage the explicitness and uni-
formity of medicare henefits reguires careful judgment and bal-
ance. We doubt that the centralization that would he necessary
could in fact be carried out.

The closing thought {or this paper concerns technology assess-
ment. The tool of coverage policy is a tool aimed largely at technol-
ogy. It requires good data and information to work well. In the
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DRG amendments, thia fact was explicity recognized by the Con-
gress, which was concerned about the updating of DRG rates to
allow incorporation of new technology {and perhaps to assure that
obsolete technology was discarded by lowering rates). The tool de-
vised was the Prospective Payment Assessment Commission which
will assess DR payment rates in association with the technologies
that might be incorporated into those DRG’s. This is the first ex-
plicit merging of costs and effectiveness in the medicare program.
It offers an interesting precedent for the future.
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THE MEDICARE COVERAGE DECISION PROCESS AND
MEDICAL TECHNOLOGY

(By Ricaarp Rernig, Illinois Institute of Technology)

The OTA paper, “Using Coverage Policy to Contain Medicare
Costs,” by Banta, Ruby, and Burns, requires careful reading to be
fully understood. It is written at a general level without extensive
detail, uses the conditional "if * * *, then * * *” form repeatedly
and relies frequently upon the passive voice, yet intersperses nu-
merous declaratory statements throughout. This commentator ini-
tially read the paper as advocating various changes in medicare
coverage policy. But, as the senior author declared in the discus-
sion, “We do not believe that the coverage process is necessarily
the most desirable way to approach the control of costs or control
of technology. * * * We are personally skeptical—of this.”

In these remarks, [ indicate why the coverage-decision process
constitutes one of those institutional arrangements which is neces-
sary, performs poorly, and remains difficult to improve. Then, I dis-
cuss the two major policy choices confronting medicare with re-
spect to what to do about coverage policy and procedure. Finally, I
suggest how the Congress might proceed if it wishes to further clar-
ify the choices it confronts.

CoveraGe: A NECESSARY PROCEsS

A medical coverage-decision process is a necessary and existing
feature of all medical insurance systems, public or private. It is
necessary becausge all systems, whether medicare or private ingur-
ance, specify the existing benefit package of covered procedures
and stipulate a procedure for determining how new procedures
shall be added to that benefit package. Because the coverage-deci-
sion proceas stands at the portal of entry to the set of currently
covered procedures, large stakes ride on coverage decisions about
new procedures. These stakes include: medical benefits to patients;
reputation, cost, and quality of service to provider institutions;
income, professional reputation, and career advancement to physi-
cians; profits and market share to suppliers and manufacturers;
and, normally, increased costs to insurers.

The medicare coverage decigsion process, the subject of the Banta,
Ruby, and Burns paper, constitutes a necessary, real-world, action-
forcing process of some consequencs, Interestingly enough, very
little empirical research has focused directly on the medicare proc-
ess. So the deseriptive basis for considering policy changes is quite
inadequate. Most observers tend to think that the coverage process
works poorly but is very difficult to improve.

Several reasons exist for its poor performance, First, the medi-
care coverage decision process relies upon broad general criteria
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pertaining to safety and efficacy, but excludes cost of a new proce-
dure as a decision criterion.

Second, the process effectively cedes authority for decision-
making to those experts in medicine who simultanegusly represent
the strongest, most articulate advocates for approval of a new pro-
cedure. Third, numerous cpportunities exist for physicians and pro-
vider ingtitutione to obtain reimbusement for a new procedure by
billing for it under a category used for a currently covered proce-
dure. Finally, numerous possibilities also exiet in the medicare re-
imbhurgement syatem for simple error in failing to note the submis-
sion of a claim for a new procedure.

The reasons why the coverage process is difficult to improve are
technical, administrative, economic, and political. Technical issues
include the limited amount and quality of data available for deci-
sionmaking, and analytical limits on assessing safety, efficacy, and
coat-effectiveness of medical procedures. Administrative problems
include the Yimited number and competence of trained analysts en-
gaged in the coverage process, and the lack of higher level support
for increasing the number or improving the quality of personnel.
Economic or resource limits flow from the general scarcity that
constrains medicare administration and the reluctance of officals to
invest in data or people. Political reasons that hold back improve-
ment derive from the substantial stakes that the numerous stake-
holders have in maintaining the existing arrangements,

Several broad policy choices confront policy officials regarding
the question of what, if anything, to do about the medicare cover-
age decision process with respect to the purpose of constraining the
costs of medicare, The choices before both legislative and executive
branch policy officials are basically two:

Rely primarily upon the newly estahlished prospective payment
system to contain costs, or upon this DRG-based system in combi-
nation with other policy interventions, but leave the present cover-
age decision process unchanged,

Augment the cost containment effects by the DRG-based reim-
bursement system by tightening the ¢coverage decigion process.

RELY ON T™HE DRG SvsTEM

The DRG-based payment system is too recent for anyone to know
what its actual effects upon medical technology will be. A recent
OTA Technical Memorandum, “Diagnosis Related Groups (DRG’s)
and the Medicare Program: Implications for Medical Technology,”!
on which the current authors draw, discussed the likely effects of
DRG’s upon the use of presently available medical technologies and
upon technological change in medicine—'the adoption of new tech-
nologies and discarding of 0ld ones.” That discussion arrived at sev-
eral general conclusions which are briefly summarized below,

DRG’s create incentives to reduce the cost per case of hospital
care and to increase hospital admissions. Cost reduction incentives
are expected to lead to shortened lengths-of-stay, a reduced number
or mix of services provided during each stay, and lower prices paid

! Office of ’l‘echnolo%Ammenl, Dimgnosia Related Groupa (DRG's) and the Madicare Pro-
ffaanén: Implicationz for Medical Technology, A Technical Memorandum, Washingion, D.C., July
983.
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for inputs used in producing services. The magnitude and direction
of effects will be a function of: The proportion of a hospital's cases
covered by DRG payment; the passthrough of some costs; the
means of DRG rate construction; the means of updating DRG rates;
ang the level of risk and reward of the payment system. Technol-
ogy-specific effects of DRG's are anticipated for the number and in-
tengity of ancillary services, the gettings in which technologies are
used,,) the specialization of services, and the “technology product
miXx.

Technological change effects of DRG’s, according to OTA, are
likely to encourage cost-saving technology and, conversely, discour-
age cost-increasing technology. The particular effects will vary ac-
cording to the type of innovation and whether it affects capital
costs, operating costs, or both. Table 4 from the OTA Technicsl
Memorandum, reproduced below, summarizes these cost effects
{positive or negative).

TABLE 4.—IMPAGT QF TEGHNQLOGICAL INNOVATION QN PER-GASE COSTS

o m—

Direction of eflect on— Incentives for
adoption
Type of intovation lal g Mot T o
” e M
aw 7. case rale rale
1. Cost-raising quality-enhancing new
YECANDIORY 1. ccornrsmrermressomermessmssenrmceeenes - + i }
I, Operating cost-saving innovations:
A e sesersassnas s resie s + - + J }
o ot = =
Iil. Capital cost-saving innsvations:
...................................................... - + + J i
‘ =+ -
V. Service/procedure 6isadoption...........u.. — — — ¥ t

Sowrca: Office of Yechnology AsssssmenL

Several comments about this OTA schema deserve to be made.
First, the technical memorandum does not differentiate between
the human and physical aspects of operating coata. Capital costs in
the above table refer to physical capital—scientific and technologi-
cal knowledge pertinent to the diagnostic or therapeutic aspecta of
medicine which 18 embodied in physical equipment and procured
through an institution's capital acquisition process. Operating
coats, however, refer both to the costs of equipment procured by
purchase order (usually small items), consumables, disposables, and
other supplies—the physical component of operating costs, as well
as to the costs of professional personnel—salaried physicians,
nurses, technicians, social workers, and the like—in whom scientif-
ic and technological knowledge has been embodied through educa-
tion, training, and experjence. This distinction between the compo-
nenta of operating costs ig important because the DRG aystem will
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act differentially on each component, as well as differently affect-
ing capital and operating costs.

econd, technological change is inappropriately restricted in the
OTA Technical Memorandum to the adoption of new technology or
the abandonment of old, thus focuging on product ov procedure in-
novations having a nonincrementa) cost effect. Thig ignores techni-
cal change which consists of incremental process innovations—
whether in manufacturing techniques, product characteristics, or
gervice provision. Yet these nonincremental process innovations,
usually reduce costs often gubstantially over time and frequently
enhance quality. Incremental process changes in medical technol-
ogy, it is reasonable to expect, will occur under the DRG-based pay-
ment system to a greater extent than under the previous cost-based
payment gystem as both providers and suppliers seek efficiencies
within the per case cost limitation framework.

Third, the incentives of the DRG system apply directly to the
providers of medical services, ag argued by the OTA Technical
Memorandum, by encouraging the search for the most efficient uge
of inputs and by encouraging greater prudent buyer behavior rela-
tive to equipment and supplies. Of comparable importance, suppli-
ers or manufacturers receive a derivative signal from the DRG
aystem to engage in greater price competition in marketing their
products to these prudent buyers, an incentive not mentioned by
the OTA.

What are the implications, then, regarding the policy choice of
relying upon the DRG system and leaving the coverage decision
process unchanged? The most obvious implication, given the lack of
experience with the DRG system, is simply to wait and watch the
effects of the new syatem, mindful that it will exert a wide array of
cost effecta along the lines indicated in the OTA document an({ in
the sbove discuassion. The other implication is to monitor closely
the DRG rate adjustment process for what can be learned about
the use of cost data that might apply to coverage decisions.

TiIGHTENING THE MEDICARE COVERAGE PROCESS

We turn now to the policﬁ option of tightening the medicare cov-
erage decision process. A threshold consideration here is whether
the medicare statute should be changed to explicitly authorize
changes in coverage policy and procedures. It can be argued that
existing statutory authority is sufficiently broad to permit many
changea to be made. Some changes may require, however, that the
law be revised. More importantly, in thig writer's view, any
changes from the current system promise to be sufficiently contro-
versial and consequential to warrant explicit congressional action.
Reveraal or major modification of longstanding traditions and prac-
tices deserves full public diacuasion and debate and a ciear legisla-
tive mandate would be needed to legitimize any such change, facili-
tate administrative implementation, and protect the Government
againgt challenge in the courts.

Several steps might be regarded as candidates for action within a
general strategy of tightening the coverage decision process of
medicare. Two of the most significant are:
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Establishing explicit statutory authority for selective coverage,
thus permitting medicare to limit the coverage of certain proce-
dures to particular institutional settings, specified indications for
usge, stipulated qualifications for practitioners, predetermined char-
acteristics of patients, and the like.

Changing the medicare statute to authorize the inclusion of cost,
in addition to safety and efficacy, as a decision criterion in the cov-
erage proceas.

Regarding selective coverage, the rationale for this is to remedy
the all-or-nothing character of the current process. Presently, if a
new medical procedure moves clinically from an experimental to a
“no longer experimental” stage, a favorable coverage decision
means that all participating medicare providera can now be reim-
bursed for the procedure. But the establishment of efficacy may
have occurred in one or perhaps a small handful of highly special-
ized major medical centers and the procedure may be quite unsuit-
able for wide spread use in the large number of community hospi-
tals. Limiting coverage to provider institutions mesting certain c¢ri-
teria permits the procedure to advance beyond the experimental
stage into de facto a demonstration stage where the benefits can be
made available to patients concurrent with the opportunity to es-
tablish a setting where continued clinical learning can oceur. Given
the positive correlation, for example, between the volume of cer-
tain surgical procedures and patient outcomes,? such a mechanism
to protect patients and facilitate clinical learning would appear
helpful.

e inclugion of cost data as a factor in coverage decisions is far
more controversial. I a procedure ig new, its actual cost experience
may simply be an inadequate basis on which to make binding reim-
bursement determinations, In other contexts, firms introducing
new products to the market confront great uncertainty about cus-
tomer acceptance, demand, and preferred uses, as well as technical
uncertainty about performance in the intended application and the
range of potential applications, and congequently uncertainty about
the costs of the new product. To fix a reimburgsement rete on the
basis of limited cost data acquired during the period of greatest un-
cerfainty about demand, use, performance, and coat may inadver-
tantly commit the Government to a higher rate than warranted.
Or it may result in a rate that is too low to permit an adequate
return on investment by a supplier or manufacturer, and thua dis-
courage the introduction of a useful medical innovation. In any
event, there are no well established means that now permit med-
care to acquire good, reliable cost date and judiciously use jt to es-
tablish the right price for a procedure. ‘léhe current procedure,
which formally prectudes the consideration of cost but informally
requires complex, indirect negotiations about price, may be the
gecond best institutional arrangement not easily improved upon.

'*H. S. Lafy, J. P. Bunker, and A, C. Enthoven, “Should Operations Be Regionalized?’ New
Ragland Journa! of Medicine, Vo, 303, pp. 19641965, 1979.



|y

OnE ArproAcH: HEARINGS ON COVERAGE

A possible approach exists, however, by which Congresa could ex-
plore the issue of whether or not it wished to tighten the medicare
coverage decision process. In 1980, the Health Care Financing Ad-
ministration established an Office of Coverage Policy. This hap-
pened in response to the formalization of the PHS response to
medicare requests for advise on efficacy of new procedures which
occurred during the 1979-81 period of the National Center for
Health Care Technology. That HCFA office, located within the
Bureau of Program Policy, later helped to draft a never-published
“Notice of Proposed Rulemaking” on the subject of “Standards and
Procedures for Medical Service Coverage Decigions.” This internal
draft NPRM circulated widely during 1980 and 1981, one of official
Washington’s lightly-guardec{ national secrets, and provoked con-
giderable intense discussion in many quarters.

Without taking any position on the meritg of the document, Con-
gress might publish it as a committee print, since it does constitute
the most thorough discussion of the coverage issue that exists. The
Congreas could then use the document as the focus for a set of
hearings about the coverage process. The draft regulation proposes
to change both existing procedures and criteria, including all the
issues discuased by Banta, Ruby, and Burns, so it could serve admi-
rably to sharpen the issues. Since it was prepared under the Carter
administration, the current administration would not be con-
strained from criticizing it. Representatives of the medical commu-
nity, providers, suppliers, and other interested parties could also
come forward with their critical responses.

A set of hearings has the virtue of permitting Congress to ob-
serve the performance of the DRG-based system of prospective pay-
ment for the moment, while deliberately exploring the complex,
sensitive, but important issue of coverage for possible legislative
action at a later time. One could ask for less.



MEDICARE FINANCING REFORM: A NEW MEDICARE
PREMIUM

(By Karen Davis and DiaNE Rowrawn, Johns Hopkins
University) *

For almost 20 years, the medicare program has operated with
relatively little controversy—steadily paying the hospital and phy-
sician bills of milliona of elderly and disabled Americans.

Nearly 30 million elderly and disabled people, representing over
12 percent of the U.S. population, rely on medicare to help finance
their health expenges. Medicare has won widespread support by re-
lieving some of the financial burden of health care bills for the el-
derly and disabled and their families and by ingsuring financial
access to hospital and physician services for many of the Nation’s
most vulnerable and critically ill citizens.

Yet, despite its past success, the Jmogram ig likely to come under
intanse serutiny in the years ahead. The program spent $47 bhillion
in 1982, up 17 percent ove the previous year.! It is a major item in
the Federa) budget, accounting for one out of every $15 spent by
the Federal Government and two thirds of all Federal health out-
lays. Medicars outlays are expected to continue their upward
spiral—reaching $112 billion by 1988.2

The substantial increases in medicare outlays projected for the
future will severely strain the revenue sources that currently fi-
nance medicare spending. The problem is most immediate and
critical for the hospital insurance (HI) component of medicare
which is financed by a payroll tax and administered through a sep-
arate trust fund. The IE? trust fund is projected to be depleted b
the end of the decade and to incur a curmnulative deficit of $98 bil-
lion by 1996, even if tight limits are retained on hoapital proapec-
tive payment leve)s after 1985.2

In responsge to the impending financing crisis in the HI trust
fund, this paper explores an option to raise additional revenue to
expand the financing base for medicaere. Instead of reducing the
acope of services covered by medicare or increasing the cost sharing
requirements for the elderly and disabled medicare beneficiaries
who use services, this approach calls for replacing the current

* The research was lquorlad by the Commonwaaith Fund, New York, N.Y. The views ex-
here are those of the suthors and do not neceesarily reflect the viaws of the Common-

wealth Pund or Johns Hopking University. The authors wish to acknowtedgo the assistance of
Joe) Cantor, of Johna Hopking Univeraity, John Karl Ssholz, of the Brookinga Inatitution, and
Hinda Ripps Chaikind, of the Congreetional Budget OfYice.
m;‘qﬁce of Management and Budget, "Budget of the United Statea Governmant, facal year

*Co Budget Office, the Btructure of Medicaro Bonafitx: lsause end Op-
tione. '}&ngrm of tho United States (March 1963).

3 Qlnaburg, P. B. and Moon, M. ““An Introduction Lo the Medicare Financing Problan” for {ha
Conferencs on the Future of Medicers, Commitlee oan Ways and Means, U.8. Housa of Repre-
pantativee, Nov. 29, 1983
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medicare SM] premium with a new income-related premium tex to
raise additional revenues while preserving the integrity of program
benefits. Under this approach, the HI and supplementary medical
ingurance [SMI] parts of medicare would be merged into a single
program with integrated financing through & single medicare trust
fund. Three sources of revenue would be used to finance the pro-
gram: the existing payroll tax, general revenues, and the new pre-
mium tax administered through the income tax system,

The use of an income-related premium tax is only a piece of the
solution and should not stand alone. It should be introduced as
Fart of a broader reform of medicare coverage thal assures greater
inancial cvotection to the elderJ%l and dissbled for both acute
health and long-term care needs. It should complement efforts to
reduce outlays through tighter controls on hospital and physician
payment. This approach is offered to contribute toward reducing
projected deficits in the HI trust fund, to provide flexibility to fi-
nance additiona) services and improved coverage under medicare
for the elderly and disabled, and to assure adequate and stable
funding. It preserves the strength of medicare, including universal
entitlement to medicare for the elderly and certain groups of dis-
abled, and insures the financial soundness of this essential pro-
gram,

1. ProBLEMS OF MEDICARE

The medicare program is (acing both a pending financing crisis
and an increasing inability to protect the elderly and disabled
beneficiaries against rising health care costs. Projections of medi-
care outlays and revenues indicate very large future deficits in the
HI trust fund and rapidly rising requirements for the supplemen-
tarr medical insurance . MII] trust fund. At the same time, finan-
cinl protection for the elderly and disabled beneficiaries of medi-
care is8 eroding ae out-of-packet expenditures for cost sharing and
uncovered services continue to grow.

Medicare is also coming under increaged scrutiny because of its
impact on Federal spending and on the overall Federal budget defi-
cit. In 1982, medicare accounted for 7 percent of all Federa! out-
lays. Spending under medicare is projected to reach $112 billion by
1988.¢ As cuts are made in other components of domestic spending,
medicare increasingly hecomes a source for budget savings because
of the size of ita spending and magnitude of its annua) increases.

HOSPITAL INSURANCE TRUST FUND DEFICIT

Projections for outlays and income for the HI trust fund show
the balances in the HI trust fund will be depleted by 1988 and the
find will accumulate a deficit of $98 billion by 1996.5 These predic-
tiong agsume that the restrictions on the rate of growth in hospital
payments under medicare enacted as part of the Tax Equity and
Fiscal Regpongibility Act [TEFRA] of 1982 will be continued beyond

“Congressional Budget Office "Cha:wing&the 8lruciure of Medicare Benefits: [saues and Op-
tions,” Congrees of the United Shetes (March 1383).

3Ginsburg nnd Moon, "An [ntroduction 1o the Medicara Financing Problam,” Commlttee on
Waya and Meana, US House of Repreasntatives, Nov. 20, 1983
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their acheduled expiration u‘\ igl%‘ ;f; :ta'zéep:ifn:.ncrease equal to
the boapite’ moﬁit P:rs ]:;:; pﬁ‘:mncPL:l crisis in the HI trust fund is

The basic r ital cogta which drain the trust fund reserves.
clearly rising bospital cod £ all BT

ital expenditures account for nearly 90 percent o
Hospl Hospital costs have been steadily increasing at rates ex-
spending: ﬂ:tﬁm in the general economy. Cost escalation plus a
ceeding In'8LOR ¢ elderly and disabled resulted in 18- to 20-per-
gg‘:‘:gnﬁzl in in medicare hospital expenditures prior to
A limits in 1982.
°mm°“tt$£§gf suggest that the financial problems in medicare

Future trenfy outlays of the HI trust fund are governed by hos-

are °hr°“°“f;ut the trust fund’s income is dependent upon the earn-
pital COBlfinh the HI payroll tax is agplied. Hospital costs have
g8 Hereasing and are expected to continue to increase at a much
beRt rate than the wage base for the payroll tax. Hospital costs
or medicare beneficiaries are expected to increase at an annual
rate of 13.2 percent from 1982 to 1985 while covered earnings are
only projected to grow 6.8 percent annually.® The imbalances be-
tween the revenues derived from payroll fax contributions by em-
ployers and workers and medicare hogpital expenditures cause the
AI trust fund deficit. A weak recovery or a worsening economy will
exacerbate the HI financing probiems by diminishing the earnings
pool that is tapped to generate income to the trust fund. However,
even a vibrant economy would not generate sufficient payroll tax
income to match rising hospital expenditures.

The HI trust fund trustees estimaile that the payroll tax rate
would have to be increased to 4.8 percent to keep the fund solvent
over the next 25 years.” The rate is currently scheduled to increase
to 2.9 percent in 1986. Thus, the choices to keep the HI trust fund
solvent for the next 26 years are to increase the HI payroll tax by
B0 percent, reduce HI expenditures by 33 percent by further con-
tracting payment rates to hosgpitals and physicians or by limiting
benefits, or find additional revenue gources. Reductions in program
expenditures can be accomplished by payini providers less for cov-
ered services, increasing beneficiary cost sharing for services, re-
ducing the scope and utilization of covered services, or, 2t ths ex-
treme end of the gpectrum, reducing aligibility for the l13rogrxam by
increasing the age for receipt of benefits or making eligibility on
some basig other than universal entitlement. Additional revenue
sources to support HI could be derived from use of general rev-
anues to support the HI deficit or through the imposition of a new
tax or premiuom.

RISING COSTY FOR THE BM1 PROGRAM

The supplementary medical insurance (SMI) trust fund does not
face the same solvency problems as the HI trust fund because it
has & more flexible financing structure. The SMI truat fund obtaing

. ¢ Congresalonel Budget Office, ''Prospacta (oy Medicare's Hoepltal Insurance Trust Pund,” snd
llr;gosrmal!on paper prepered [or use by the Special Commitiee on Aging, U.8. Senata March

7 Carolyns K. Davis. tastimony bsfors Special Commities on Aging, U.S. Senate, hearing on
the future of medicare, Apr. 15’,"{993.
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funds from the premiums paid by beneficiaries and appropriations
from Federal general revenues. The law requires that general rev-
enues be appropriated to finance all benefit and administrative
costs not covered by the income from premiums.

Although the Sl‘vill program faces no immediate funding crisis, its
increasing outlays and growing reliance on general revenue financ-
ing are of concern becnuse the general revenue spending under
medicare contributes to the Federal deficit and is viewed as “un-
controllable entitlement spending” in the context of the Federal
budget. SMI outlays account for one third of total medicare expend-
itures and are expected to increase by 16 percent per year through
1988.% Since the 1972 amendments to the Social Security Act limit-
ed SMI premium increases to the percentage increase in cash social
security benefits, the share of SMI costs covered by premiums has
steadily declined. In 1982, premium payments accounted for only
22 percent of SMI expenditures and general revenues paid 78 per-
cent or $18.4 billion of the $17.2 billion in SMI spending.®? As a
result of recent legislative budget cuts, the premium will be set at
a level that covers 26 percent of the incurred costs for 1983
through 1985. Unless the legislation js extended, the premium in-
creases will again be tied to social security cost-of-living increases
after 1985, renewing the trend toward greater reliance on general
revenues to finance SMI.

The general revenue requirenients of the SMI program contrib-
ute to the Federal deficit and limit the availability of Federal funds
for other purposes. The size of the current Federal deficit and the
limits on Federal revenues resulting from the recently enacted tax
cuts have created a cut-spending and reduce the Federal budget en-
vironment at the Federal level. As discretionary domestic programs
for public health, education, and soeial services are sharply re-
duced, unbridled increases in medicare SMI spending and the re-
sultant drain on limited general revenues become increasingly un-
acceptable politically.

FINANCIAL BURDEN FOR MEDICARE BENEFICIARIES

Rising health care costs not only strain the fiscal resources of the
medicare program, but also undermine the level of protection
against medical expenses provided by medicare to the elderly and
disabled. Many elderly and disabled geneﬁciaries already face seri-
ous financial burdens in meeting their health care expenses. In
1981, medicare met only 45 percent of all health and long term
care expenditures of the elderly.'0

Medicare beneficiaries incur large out-of-pocket expenditures for
services not covered by medicare, such as prescription drugs, dental
care, and nursing home care. In addition, medicare’s deductibles,
cost sharing, and SMI monthly premiums are not inconsequential.
The aged spent an average of §1,154 per person privately on health
care in 1981. If nursing home services are excluded, the elderly

8 Aljce Rivlin, testimony before Special Committee on Aging, U.S. Senate, hearing on the
future of medicare, Apr. 13, 1933. . i

° Caralyne K. Davis, lastimon{ bofore Speciul Committee on Aging, U.S. Senats, hearing on
the future of medicare, Apr. 13, 1983,

10 HCFA, unpublished siatistics, 1982.
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spent $834 or nearly 10 percent of their mean income on out-of-
pocket health expenditures.!}

Out-of-pocket spendinF by the elderly is expected to continue to
grow. The Congressional Budget Office estimates that out-of-pocket
costs for medicare cost sharing will be $606 per enrollee in 1984.
The SMI premium, cost sharing, and deductible will account for 80

ercent oFthe cost. The SMI premium alone is now $162 per year.

n addition, it is estimated that the average beneficiary will p
addmonal $650 in 1984 for noninstitutional care not covereg by
medicare, most notably prescription drugs and dental care. If nurs-
ing home care were included, it would add another $650 per
person, for a total out-of-pocket cost to the elderly of $1,705.12

The incidence of iliness and the financial burden of paying cost-
sharing and other out-of-pocket costs for needed care is not related
to ability to pay. Qut-of-pocket health care expenditures, excluding
nursing home care, represent 2 percent of total income in families
with incomes in excess of $30,000 and 21 percent of income in fami-
lies with incomes less than $5,000.!12 Cost shartn 5 requirements by
their very design mean that those who are ill and use services bear
the burden. The chronically ill and other high utilizers of care are
most likely to incur large individual liability for medicare cost-
sharing and uncovered services and charges.

The distribution of out-of-pocket medicare program related costs
raises serious equity issues for medicare. Should the sick elderly
and disabled who rely on medicare financed services be asked to
assume an even greater financial burden through increased cost
sharing to ease the HI deficit? The r and especially the near
poor elderly already pay a greater share of their income for cost
sharing and flat rate taxes such as the SMI premium. Should the
less advantaged be further disadvantaged by increased cost sharing
and higher premiums?

II1. Poricy ProposaL

Reform of medicare financing is long overdue. The current artifi-
cial distinction between the HI part of medicare and the SMI
of medicare does not contribute to sound fiscal or health policy.
Awareness of the soaring increases in SMI expenditures is blocked
bdy concern over projected deficits in the HI part of medicare. Rap-
ly rising expenditures in both parts of medicare affect the Feder-
{;udget and should be of simultaneous concern. Further, there is
no real reason why hospital benefits should automatically be made
available to the elderly and disabled, but coverage of physicians
services should be optional. Both are essential to assuring access to
needed health care services for the elderly and disabled. Preferred
coverage of hospital care could lead to distortions in the heslth
system, causmi some types of care to be rendered in a costly, inpa-
fl.)xent settmg that could be provided on a lower cost ambulatory
asis.

!! Bugene S. Callender, “Medu:are Analysis and Recommondations For Reform,” New York
State Office on g September 1983

19 Congression. dflet Office, Cha.nmng the Structure of Medicare Benefils: lssues and Op-
tions.” Congresa of the United Suates {March 1983),

13 Congreasional Budget Office, ‘Changing the Struciure of Medicare Benefits: Issues and Op-
tions.” Congress of the United States (March 1983).

2328 O--ti——11
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Reform of medicare should retain its basic objectives. Medicare
provides much needed financial protection and access to health
care for some of our Nation’s most vulnerable citizens. Given that
medicare even now covers only 45 percent of the expenditures of
the elderly, there would appear to be little room for increasing the
share of ﬁealth expenditures paid directly by medicare benefici-
aries. Certainly, medicare should continue to pursue improvements
in cost controls or incentives to health care providers to improve
effictency and eliminate unnecessary or ineffective care. But assur-
ing that medicare can continue to provide financial protection to
the elderly and disabled in the face of ever-rising health care costs
and a growing elderly population will require reforming current
methods of financing medicare to assure stable and adequate rev-
enues to support the program.

Sources of revenues which might be tapped to provide additional
income to medicare include:

Increases in the HI payroll tax on employers and employees;

Interfund borrowing from the OASDI trust funds;

General tax revenues, largely from the personal income tax and
the corporate income tax;

Specific takes, such as alcohol and cigarette taxes or value-added
taxes; and

Premiums paid by medicare beneficiaries.

Each of these alternatives has advantages and disadvantages,
and could be tapped to eliminate HI deficits or to support a com-
bined HI-SMI trust fund. The payroll tax is the current method of
financing; past deficits have been met by raising the payroll tax
rate. It 1s adrmoinistratively straightforward and requires no major
change in the program. However, the payroll tax is regressive (that
ig, it represents a higher fraction of total income for lower income
individuals than higher income individuals), both because there is
a limit on taxable earnings and because interest, dividend, and
rent income are not subject to the payroll tax. The share of the
Federal budget financed by the payroll tax has risen markedly in
recent years, and is widely considered to place an excessive finan-
cial burden on workers.

Interfund borrowing would use payroll taxes raised to support
social security pensions to relieve pressure on the medicare HI
trust fund. Under the 1983 social securityy ﬁnancin% plan, surpluses
will be generated during the late 1980's and early 1990’s. These
funds could be borrowed to meet medicare deficits. However, this is
a short-term strategy. Surpluses under other trust funds will be re-
quired to meet pension payments in future years.

The medicare law could be modified to permit supplementation
of HI alyroll tax contributions with general tax revenues, or to
merge and SMI irito a single trust fund with general tax rev-
enues meeting a greater share of combined expenditures than is
now projected. Since general tax revenues come from moderately

- progressive personal income and corporate income taxes, this
source of financing would be more equitable than increases in the
ayroll tax. With annual Federal budget deficits of $100 to $200 bil-
ion projected for the immediate future, channeling general tax
revenues into medicare would increase the pressure to reduce other
governmental expenditures and would not contribute to lessening
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the overall budgetary deficit. However, some increase in funding
from general revenues, especially in the longer term, is an option
for consideration.

The alternative of generating revenues from new taxes such as
alcohol and cigarette taxes is descussed elsewhere.?*

PROPOSAL

Reform of medicare financing should guarantee the future sol-
vency of medicare, provide greater flexibility to adapt to changes in
the health care systero and in the Kederal budget, and promote
sound health policy through a comprehensive, predictable set of
benefits. To achieve these objectives, it is recommended that HI
and SMI be merged into a single medicare trust fund. Currently
scheduled payroll tax contributions toward the HI trust fund would
continue to flow to the new medicare truet fund. General revenues
currently projected to pay for SMI expenditures would be added to
the medicare trust fund. The current premium paid by the elderly
for the:- SMI program, however, would be replaced by a premium for
the entire medicare program.

It is recommended that universal entitlement to medicare bene-
fita be guaranteed for all of the elderly and those dizabled covered
under current law. SMI coverage would no longer be optional. All
medicare benefits would .automatically be provided to medicare
bensficiaries currently covered under HI. Benefits would not
depend upon ability to pay or income of the elderly. Rather a uni-
form benefit package would be available to all beneficiaries. Thia
recognizes that much of the past success of medicare derives from
its universal coverage which fosters program excellence and social
solidarity. Further, it guarantees that medicare program adminiea-
tration will not be encumbered with the administrative complexity
of income determination, or the potential for an adversarial role
toward its beneficiaries.

The new medicare premium, unlike the current SMI premium,
would be related to income of medicare beneficiaries and adminis-
tered through the personal income tax system. The premium would
be set at a level sufficient to guarantee the financial solvency of
medicare, in combination with other messures such as stringent
provider cost controls. It is assumed that every effort would be
made to achieve economies in medicare through reasonable cost
controls and incentives for health care providers to improve effi-
ciency and eliminate unnecessary and ineffective care. It seems
likely that even with such measures that the overall premium for
the program would need to increase beyond that of the current
8MI premium. However, the income-related feature would avoid
undue financial hardship on the most vulnerable of the elderly and
disabled. Replacing the current SMI premium with an income-re-
Jated premjum would provide much needed financia) relief to those
slderly with incomes just above the medicaid eligibility level who
find the current SMI premium burdensome,

M Long, 8, and Smeeding, T.. “Adternativo Financing Sources”” (rom Confarence on Puture of
Medlcare, Committes on Waya and Means, U.S. House of Representativea, Nav. 29, 1883.
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Several questions should be raised about any proposal to reform
the medicare program.

What is the likely impact of the proposal on the financial sound-
ness of medicare?

What is the likely impact of the proposal on medicare benefici-
aries, including the distributional impact by income and on vulner-
able groups such as the chronically 1l1?

Can the proposal be easily administered?

IMPACT ON THE FINANCIAL SOUNDNESS OF MEDICARE

The proposed reform of medicare financing would provide a more
flexible approach to guaranteeing the financial soundness of medi-
care. The combination of revenues from the payroll tax, general
revenues, and premiums should provide a stabler source of support.
Further if future projections prove inaccurate—for example if the
impact of provider cost controls and incentives have a greater or
Jesger impact on expenditures than predicted—premiums or the
contribution from general revenues could be adjusted easily.

Necessary funds to eliminate the deficit could be generated by es-
tablishing the premium at the appropriate rate. Table 1 provides
preliminary estimates of the impact on the projected deficit of a
premium set to yield additional revenues of $6 billion in 1985—
over and above t e&aroceeds from the current SMI premium. This
would require an additional average annual premium of $165 for
medicare’s 30 million beneficiaries. The proposal, however, would
vary the premium with income. On average this would require a
premium equal to aIpproximat,ely 2 percent of the income of medi-
care beneficiaries. It is assumed that the proceeds of this fixed
income-related premium would increase at an annual rate of 7 per-
cent after ]985? This takes into account the 2-percent annual in-
crease in the number of elderly as well as conservative estimates of
growth in income per medicare beneficiary. In 1996, the premium
set again at an average of 2 percent of income of medicare benefici-
aries would yield $10 billion. This premium would reduce the cu-
mulative medicare deficit from $250 billion in 1995 to approximate-
ly $134 billion.

TABLE 1.—PROJECTIONS OF HOSPSTAL INSURANCE TRUST FUND OUTLAYS, INCOME, AND
BALANCES

[in billions of dollars]

Calendar year Gullays Tm qg'gmlll Annual surpls gg?a‘m
1985 ... 51.2 9.0 33.1 15 18.6
1986 57.3 54 67.3 154 34.0
1987 oo, 64.5 58 68.4 9.7 43.7
1988 ... 72.5 6.2 68.4 2.1 15.8
1989 ..o, 81.5 6.6 73.0 -19 13.9
1990 ................ 9).7 7.1 774 -1.2 36.7
1991, ..o 103.1 7.6 81.5 —14.0 22.7
1992, 115.8 8.1 85.6 —22.] .6
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TABLE 1.—PROJECTIONS OF HOSPITAL INSURANCE TRUSY FUND OUTLAYS, INCOME, AND
BALANCES—Continued

[t bilions of doilars]

Calendar year Outlays Pm oim‘m';l Annual sueplus g:?m
1993 e 130.1 8.7 89.4 -320 -314
1994 ..., 146.2 9.3 93.0 —439 —-753
1995, 164.5 10.0 958 - 587 —134.0

Role: Minus signs denofa deﬁcn&

Sources: CBO esiimates of putlays and olhes H) Income based on February 1983 assumplions, bul ugdaled o
reﬂecll llhe Soctal Securlty Amendments of 1983. Authors’ eslimates of premium [ncome assumes 7-percent
aonual |ncrease.

If medicare premiums are part of a medicare reform package
that includes greater cost controls or incentives to health care pro-
viders, the deficit would be eliminated. Table 2 indicates a com-
bined strategy of holding prospective payment of hospitals to an
annual rate of increase of hospital market basket inflation plus 1
percentage point (this would require extending the stringency in
current legislation out to 1995) and assessing a premium on aver-
age set at 2 percent of medicare beneficiary income (over and above
the average percent of income currently contributed to the SMI
premium). This combined stra would be sufficient to eliminate
the medicare deficit through 1995,

TABLE 2.—PROJECTIONS OF HOSPITAL INSURANCE TRUST FUND OUTLAYS, INCOME AND
BALANCES ASSUMING TIGHTER PROSPECTIVE PAYMENT LIMITS AFTER 1985

(In ilions of dolfars}

Premium Other HI Anqava) Yearend

Calendar year Outiays Income Income surplus balance
1985, 51.2 5.0 83.7 15 18.6
1986 ... 57.3 5.4 67.3 15.4 34.0
1987 ..ot 62.1 5.8 68.6 12.3 46.3
1888.....cciiernea. 68.3 6.2 68.7 6.6 5.9
1989 oo 75.1 6.6 738 53 58.2
1990 .. 82.6 1.1 78.8 3.3 61.5
199 80.9 7.6 83.7 A 61.9
1992 ..o, 99.9 8.1 89.] —27 59.2
1993 .o 109.8 8.7 94.6 —6.5 521
1994 e 120.8 9.3 100.3 —11.2 415
1995 i 133.0 10.0 106.1 —16.9 24.6

Note: Minus slgns denole deficits.

Source: CBO estimales of outlays and other HI Income based on February 1983 assumplions; bul updated to
refect the Sotial Security Amendments of 1383. These eslimates assume that ORG rates after (985 are
increased | percenlage pomi fel year fastes than (he increase In ike haspilal market baskel, Authors’ esfimates
of premium mcorne assumes 7-percent annual incresse,
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Other costcontainment measurea might further reduce the need
for premium income to the trust fund. For example, if savings were
achieved through prospective payment of physiciang, the savings in
general revenues could be allocated to meeting riging hospital ex-
penditures.

The premium need not be set at a constant rate over time. It
could be set at a lower rate initially and gradusally increagsed over
time as necessary to assure the ongoing financiel solvency of the
program.

What should be understood, however, ja that the projected medi-
care deficit is manageable. Simply extending current cost controls
on hospitalg to 1995 reduces the cumulative deficit to $98 billion.’®
Part of the deficit comes from interest expenses on the cumulative
deficit. Injection of additional revenues at an earlier stage or more
effective cost-containment mensures can eliminate those interest
expenges. Further, the $§93 billion i8 accumulated over a 10-year
perviod, It should also be noted that future projections are not ad-
justed for inflation. Growth in incomes and the economy will also
take place over this time period, making any given expenditure
easgier to meet.

IMPACT ON BENEFICIARIES

The impact of an income-related premiuin on different groups of
elderly hinges on the specific manner in which the premium varies
with income. Table 3§ illustrates the distributional impact of four
alternative income-related premiuma. The table shows premium
payments as a percent of adjusted groas income.

Option ! i3 a fixed premium for all medicare beneficiaries with
family incomes above $10,000. No premium would be assessed for
those with incomes under $5,000. Premiums for beneficiaries with
incomes between $56,000 and $10,000 would be on a sliding scale.
Option 2 i8 a premium set at a constant percent of adjusted gross
income. Option 3 is a premium set at a constant percent of taxable
income. Option 4 is a premium set at a constant percent of tax lia-
bility, that is a tax surcharge.

Y Cingburg, P., and Moan, M, “An Introduction Lo the Medicare Rfinancing Problem” from
Conference on the Future of Medicare, Committee on Ways and Mesns, U.S. Houss of Repre-
suntalives, Nov. 23, 1963,
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TABLE 3.—DISTRIBUTIONAL IMPACT OF ALTERNATIVE INCOME—RELATED PREMIUMS, *
1985

(fncreased ravenue as a percenl of adjusied gross income)

Option 2 lion 3; \ign 4:
fon 1: Feg YOO “il a Preg'lplum sstal  Promium se) ot
Adjusted grass income ciass S lar o m prcaniage of - mogtm y oco:;s[l:m py
ipsled OS5 (o ioome iz Tatity
(17— 2.0 2 2.0 20
30 10 $4,999 ... vvvrninreenes 0 2 1 0
§5,000 t0 $9,999 ... 37 2 1.2 A
10,000 to 214,999 .............. 4.6 2 2.0 9
$15,000 to $19,999 .............. 3.3 2 20 1.2
§20,000 to $24.999 .. 2.5 2 21 1.4
25,000 and over ... 1.0 ? 2.1 2.6
1 E5ch oplion yieids $5.000,000,000 In reveques In 1385, B

Sovrce: Calculsled from Brookings Institulion 1980 Income lax fHa projecied o 1989. Includes
affects of 1981 Wx agt (ERTA) and 1882 tax scl (TECRA), but not Ibo 1983 social security fnancing phan,
Estimales for disabiad based on income of laxpaying units with members aged 63 and over.

The fixed premium would be regressive at incomes above $10,000.
That is, it would represent a higher fraction of-income for those el-
derly, say, with incomes between $10,000 and $165,000 than for
those with incomes over $25,000. The premium sget at a fixed per-
centage of adjusted gross income is by definition a proportiona) tax.
All elderly would pay the same fraction of income to finance medi-
care. The tax on taxable income is moderately progressive. Virtual-
ly no premium would be charged elderlov with Incomes below
$6,000; but elderly with incomes above $10,000 would all pay ap-
')‘i\‘roximabely the game %:oportion of income toward the program.

he tax surcharge ia the most progressive method of financing.
Under the tax surcharge, elderly with incomes below $5,000 would

virtually no premium. Those with incomes between $5,000 and
ﬁg,ooo would pay about 0.4 percent of income; those with incomes
between $10,000 and $15,000 would pay 0.9 percent of income. By
contrast those elderly with incomes above $25,000 would pay
almost 2.6 percent of income.

All of the optiong for varying the premium with income are more
equitably distributed than raiging similar revenues from hospital
coinsurance charges. Under the premium approach, all elderly
(except' low-income elderly) would share in the financial burden.
Under the hospital coinsurance approach, only those 20. percent of
the elderly who are hospitalized would contribute toward reduction
of the deficit. Those chronically i]1 elderly could be faced with quite
burdengome contributions under hospital coinsurance. Approxi-
mately one-fifth of the elderly at all income levels are hoapitalized
during a lyen.:.r; average days of care are somewhat higher for lower
income eiderly. As shown in table 4, raising a comparable level of
revenue from hospital coinsurance would place enormous financial
burdens on those low-income elderly who were hospitalized. Even if
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medicaid were to assume these amounts for the 8.5 million elderly
covered under medicaid, serious financial burdens would be felt by
thogse elderly with incomes just above medicaid eligibility. For ex-
ample, the elderly with incomes between the verty level and
twice the poverty level would pay 16 percent of income for those
hogpitalized. In addition such individuals would hkely incur sub-
stantial nonhospital out-of-pocket expenditures. Clearly, as a tax
matter coinsurance is the most inequitable form of taxation that
could be asseased on medicare beneficiaries.

Premiums, which represent a fixed contribution to medicare,
could not be expected to encourage or digcourage use of health care
services. Thus, they would not pose a barrier to access to needed
heslth care services. Hospital coinsurance, on the other hand, could
be expected to reduce utilization ﬁxamcularly for those elderly with
modest incomes who do not purchase supplementary private insur-
ance. Very little is known about what types of hospital stays would
be eliminated. There is a very real danger that burdensome hospi-
tal coinsurance charges would deter necessary care for many vul-
nerable elderly and quite obviously would place serious financial
burdens on a chronically ill group of elderly.

TABLE 4. —DISTRIBUTIONAL IMPACT OF HOSPITAL COINSURANCE, 1977 *

Income class crgt"n

Tolal ... e e ettt sttty eane e e sese et ense s sen st trasas s srssmenanienemees e 0.4

Income below poverty Ievel . 27.1
Poverty 1o iwo times Poverty fevel . 16.2
2 10 4 times poverly fevel 6.2
COver 4 times poverty level.... 22

) Coinsurance el to yield $5 bifion revennes.
2 Hospifal coinsnrancs paymenis as 3 parcant of income of hasplialized elderly.

Sourctr: Coleulaled from 1977 National Suivey of Medical Cero Expendilures, Noliona! Cenler for Health
Sepvices Research, U.S. Department of Heallh and Human Services.

ADMINISTRATIVE FEASIBILITY

Administering an income-related premium would represent a
major departure from current administrative practice. Any system-
atic relationship of premiums to income would require administra-
tion through the peraonal income tax system. Even with this ap-
proach, however, certain administrative issues are raised. Low-
income alderly who do not now file income tax statements would he
required to do so under some variations. Decisions would be re-
quired about the definition of incorme aubject to tax—social security
pensions, tax-exempt bond interest income, etc. The disabled receiv-
ing medicare would need to be identified. Rules governing tax
householda with both medicare and nonmedicare benefic)artes
would need to be designed. Al of these issues require raesolution,
but do not represent insurmountable obstacles. Administration
through the income tax system would assure fair and effective com-
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pliance without the demeaning administrative procedures that
means-tested benefits administered directly by medicare would
entail.1®

It would also not engender the complexity and confusion that
varying the benefit package with income would create.

V. SuMmMARY

Medicare is an extremely important program assuring many vul-
nerable Americans necessary protection from the financial hard-
ship that major illness can bring. It is unthinkable that necessary
measures will not be taken to assure the financial soundness of the
program. Some relief may be possible by adoption of more effective
cost controls or incentives for health care providers than have been
instituted to date. Even with such measures, however, medicare ex-
penditures are likely to continue to outstrip currently scheduled
sources of revenues.

Relying on patient charges for health care services, such as hos-
pital coinsurance, would concentrate payments on the chronically
ill, many of whom have extremely modest incomes. Increases in
pquoll taxea or diversion of funds from general revenues are not
promiging for the next few years given major increases in payroll
taxes that have already occurred and unprecedented deficita in the
Federal budget. However, these sources may be more attractive in
the 1990’s, and could be part of an overall package of financing
reform.

To assure the financial soundness of the program, it geems im-
perative that a fundamental reform of medicare’s financing be un-
dertaken. This reform should merge the HI and SMI portions of
medicare, with a combined medicare trust fund financed by cur-
rently scheduled HI payroll taxes, general revenues currently pro-
jected to meet SMI expenditures, end a new medicare premium re-
lated to income of beneficiary. The flexibility of altering premiume
or general revenue support depending upon requirements of the
program, the effectiveness of cost containment measures, and budg-
etary congiderations would be greatly enhanced by a merger of the
two parts of medicare.

Reliance upon a premium which varies with income would
assure that any financial contribution by medicare beneficiaries is
equitably borne and does not place a financia) burden on any medi-
care beneficiary. Unlike hospital coinsurance, it would not provide
a barrier to the receipt of care and would not place heavy financial
burdens on the chronically ill. With an assured, stable funding
base, medicare benefits could be expanded to mest many current
gaps in acute and long-term care benefits. If coupled with cost con-
trola on providers, such as extension of current limits on hospital
paymenta and physician fee schedules with mandatory assignment,
this financing reform could restore the original promise of medi-
care to insure adequate health care without the threat of financial
ruin for all our Nation’s senior citizens.

1¢ Haglo, W. and Kally, N. L. “Reatructuring Medlcare Banefits” fram Confersnce on Future
of Medicare, Cammittea on Waya and Means, U.4. House of Reprosentatives, Nov. 29, 1983.
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MEDICARE FINANCING REFORM

(By JAck A. MrYER, Director, American Enterprise Institute)

The analysis of Keren Davis and Diane Rowland is careful,
thoughtful, and comprehensive. Their provocative article combines
a clear, concise explanation of the problem in financing medicare
with a bold proposal that is commensurate with the dimensions of
the problem.

y chief concern with the Davis-Rowland paper is that the au-
thors seem to load the entire burden of financing the large project-
ed shortfall in medicare revenues onto the elderly, justifying this
step by asserting that this burden ig distributed fairly, among the
elderly. Adopting what I believe to be an unduly narrow concept of
equity, the authors contrast the fairness of their proposal—a single
income-related premium covering parts A and B of medicare that
could generate enough revenue to bring outlays and resources into
line—only with a strawman version of what they call beneficiary
cost sharm?.

The result is that their analysis has a nice ring of internal equity
to it (within the beneficiary group), but is plagued by a failure to
address the larger or external equity question: How should the fi-
nancial burden of meeting the health care needs of a growing el-
derly population be distributed between the elderly, as a group,
and the nonelderly working population that is taxed to support
these (and other) needs? A related question is8 how the needs of the
elderly should be balanced against the needs of other groups in so-
ciety requiring public assistance, particularly nonelderly low-
income households.

To address the worker/slderly balance issue, it ia necessary to
compare policy options involving both benefit reductions and tax
increases. In the Davia/Rowland paper, tax options are listed, but
quickly dismissed, each for a separate (and sometimes unconvinc-
ing) reason. The authors then ssttle on a ''benefit change only'' ap-
F_roach that is supported mainly by reciting the drawbacks of bene-
iciary cost sharing.

Some of the limitations of the cost sharing approach noted by the
authors are valid concerns. They fail to mention, however, some of
the potentially offsetting advantages of this approach. For example,
a fair system of increased coat sharing, by coupling modest daily
contributions for routine hospital stays with catastrophic illness
protection, could provide incentivas for earlier release from a hospi-
tal which do not jeopardize health. The authors seam to depict all
utilization reductions as dangerous if they are triggered by a great-
er measure of cost sharing. They also neglect to point out that
greater cost sharing, like the premium increses they favor, could be
income-related, shielding the low-income elderly from excessive
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outlays. By contrasting their premium plan with the harsheat ver-
sion of a cost-sharing approach, the authors seem to bies the
choice, even within the restrictive parameters established by their
conceptual framework.

The option of gaging cost sharing to income would raise some
troublesome administrative problems. Such legitimate concerns,
however, are also pertinent to the Davis-Rowland model. Indeed
the authors brush over the administrative pitfalls of their pro
far too quickly. They seem too optimistic about the ease with which
their premium plan could be implemented through the Federal tax
system.
ysMorte,ovex-, the complications with their use of a premium in-
crease based on some measure of income (that is, adjusted gross
income, taxable incoms) go beyond the pure difficulty .of adminis-
tering such a plan. Their proposal raises bagic conceptual issues, as
well. For example, basing the ingured’'s contribution to his o?ai\er
own insurance on gny concept of taxable income- may establish a
criterion for contribution that departs significantly from the abilit
to pay. A substantial amount of the income of many people 6%
years of aFe or older.is not subject to Federal taxation (that is,
most social security income, up to recently-enacted limits). In addi-
tion, the baasic concept of income is somewhat incomplete as a
measure of ability of the elderly to pay. Some elderly households
have relatively modest income, but substantial assets.

I would combine the best features of the Davia/Rowland proposal
with the the best features of a coat gharin, ap(proach, recog'nizin%
that the Jow-income. alderly shonld be shielded from any additiona
burden, if not relieved somewhat from preaent coat sharing respon-
sibility. We should combine benefit redesign with an ability-to-pay
criterion to foster a more equitable syatem, along with improved in-
centives to economize on the use of health services.

With proper safeguards, such economizing need not jeopardize
the access to or quality of care; in any case, concerns about access
and quality are not exclusively related to market-like reformas.
They hang like.a threatening cloud over regulatory squeeze atrate-
gies, as well.

Let me stresa that benefit redesign should not be relied upon to
raise a lot of money. It is basically a fairness measure. But it could
be used to reinforce the payment system reforms recently enacted
in medicare, such as prospective payment, '

‘Instend, the current benefit structure flies directly in the face of
the movemnent toward prospective payments. While one arm of the
Government tries to discourage an extra, unneeded day in a8 hospi-
tal, the other makes the cost of that extra day to the patient zero,
exce&t at unusually long-lengths of stay, where cost gharing should
be off-limita.

We need to establish both that an extra day in the hospital is not
free, and that it is downright unconscionable to be asking benefici-
aries to ante up for & major share of the hoapital bill after the 60th
day of a visit.

ntributions by recipients could be related to their resources in
two ways under my approach. First, the expanded premium (parts
A and B combined) would be bazed on ability to pay, as Davis and
Rowland propose. Second, the stop-lose provision of the benefit re-
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design plan would also be based on ability to pay. The latter fea-
ture was proposed by Martin Feldstein a decade ago.

OTHER OPTIONS

We need to ask what other options are available for meeting the
growing gap between medicare's expected resources and its expect-
ed outlays. I agree with the authors that we should reform the pay-
ment gystem under medicare 50 as to reduce the gap as much as
possible without tax and benefit changes. For thig purpose I would
rely on measures such as henefit redesign and a voucher syatem. 1
am skeptical of the extent to which sither extending limits estab-
lished in the Tax Equity and Fiscal Responsibility Act or the new
DRG payment aystem will actually dent the growth of outlays. But
when all the payment system reform is tried, we will atill have a
sizable shortfall. A key virtue of the Davis-Rowland paper is that it
acknowledges the limitations of payment system reform as a means
of reconciling outlays and revenues under medicare.

The authors list these major alternatives to their premium in-
crease plan: (1) higher payroll taxes; (2) alcohol and tobacco tax in-
creages; (3) expanded use of general revenues; and (4) inter-fund
borrowing. I believe that the first two of these options were too
quickly dismissed and that a variation of the third option may
have merit. 1 would not rely on inter-fund borrowing, which would
Jeopardize the fragile, long-term viability of social security.

he authors rmention that increasing payrol)l taxes would be re-
gressive. Such a judgment muat hingé on a comparison to other op-
tions, including a status quo option that relies on cost-ghifting by
hogpitals to transfer unreimbursed cost to private payers. My re-
search suggests that continuing to {inance the ghortfall through
cost-shifting is less eguitable than the alternatives of explicit tax-
ation (payroll or incomse),? Cost-shifting places a greater burden on
working class and lower-middle-income households than either the
payroll tax or the income tax.

While a payroll tax increase ia more regressive than 8 personal
income tax inereage paid by all houssholds, a comparison to an
income-related tax on premiums paid only by the elderly is less
certain to favor the latter on grounds of equity. In any case, the
authors do not pregent evidence on the relative attractiveness of
their preferred option on equity grounds.

Alcohol and tobacco tax increases are ruled beyond the scope of
the paper, but shoud not have been set aside so quickly. Taxes on
some alcoholic beverages are higher than others, aa a percentage of
the purchase price, and a realignment of such taxes that raised
revenues could make s contribution to the anticipated deficit in the
hospital insurance trust fund. To the extent that higher taxes on
tobacco and aleoholic beverages reduced excessive use, aome favora-
ble effects on health status and health coats could also be achieved.

[ agree with the authors’ concern about general revenue financ-
ing, which in today’s fiscel environment translates into deficit fi-
nancing. We can ill afford to meet the medicare shartfall by ex-

 See Jack A. Mnger “Pnulr&lhe Heaith Care Buck.” (The Americon Enlerprise Instiiute:
Wasghington, D.C., 1983). pp. 10-24.
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panding the Federal deficit. [ would not favor an income tax sur
charge or an income tax rate increase for medicare, but 1 would en-
courage a broadening of the Federal income tax base, with a speci-
fied portion of the revenue increase earmarked for medicare. A
ceiling on the exclusion from employee taxable income of the em-
ployer contribution for health ingurance is a place to start, but
other subsidies could be capped as well, including the open-ended
deductibility of mortgage interest and property taxes. In the con-
gressional debate over financin healt{aJ insurance for the unem-
ployed, both a ceiling on the health care tax subsidy and a tighten-
ing of the income averaging provisions of the Federal tax code have
been considered as revenue sources. Ca%ping Federal tax subsides
would also be a progessive way of providing some revenue to con-
tribute to the shortfall in medicare, assuming that the tax subsi-
diea chosen are those benefitting primarily middlae- and upper-
income households.

The combination of benefit redesign and premium increases
based on abilifxf to )iay will only take up so far in assuring medi-
care’s future. And they should take us only so far. Tax increases
should take us the rest of the way, and this is the missing variable
in the Davis-Rowland analysis. I prefer more progressive taxes, but
maybe we need a blend of alternative revenue sources. We could
make a series of adjustments in alcohol and tobacco taxes, payroll
taxes, and Federa) tax subsidies, and raige a lot of money.,

By broadening the personal income tax base and raising excise
taxes, we would supplement the type of change the authors urge
and, in fact, lighten the burden of such change. Thus, the estimat-
ed 4 percent of income required of beneficiaries for premiums
under their approach could be cut to 2 percent or so under my aF-
proach. Moreover, both subsidy caps and excise tax increases hold
the potential for some favorable effects on cost escalation—we
could get a double-bang from these measures if they both raise rev-
enues and lead to greater cost awareness.

BROADENING THE FOCUS OF ANALYSIS

The point I wish to emphasize is that while a premium increase
may seem less unfair to the elderly than cost-sharing-—particularly
as the latter is depicted in the Davis-Rowland paper—it may be
more unfair than other options that involve a balanced package of
benefit changes and revenue-raising measures. Although tax subsi-
dy caps or alcohol and tobacco tax increases would not, per se, pro-
vide enough funding to bridge the medicare funding gap, if they
are packaged with a modest payroll tax increase and benefit
changes, the burden of meeting future obligations could be more
equitably distributed.

The .authors have not made a convincing case for ruling tax in-
creases off limits. It could be-argued that since there is going to be
a much higher dependency ratio in the future, we must start now
to “renegotiate the social contract.” The key idea here is to eatab-
lish a way to signal today’s working population that they are going
to-have to shoulder more of their own health care costs 10, 20, or
30 years from now because their children will not-be able to shou!-
der the burden. This might argue for placing most (but not neces-
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sarily all) of the burden of meeting a future shortfall on the future
elderly. But Davis and Rowland have not presented such a case for
tilting the burden toward tomorrow’s elderly so as to protect to-
morrow's workers from an untenable tax burden.

My point here is not to insist on a 50-50 split of the burden, but
to suggest that we consciously decide how the responsibility of pro-
viding for the health care needs of our future elderly population
should be apportioned between future nonelderly workers and
future beneficiaires.

Tax increases are not used in the Davis-Rowland proposal to
make up any portion of the expected shortfall; that job goes to pre-
miums 1n their model, and this means that it goes entirely to the
eldarly. The authors tell ug that it goes fairly to the elderly, in the
sense that well-to-do senior citizens pay relatively more for their
coverage and the healthy elderly pay along with the sick. 1 share
this preference, but stopping here ducks the larger issue and pro-
vides an overly narrow view of the well-off population. Note that
nonelderly wealthy escape scotfree under the Davis-Rowland
mode], and this is aimply unfair to the elderly.

Of course we must avoid giving the elderly a totally fres ride aa
we tighten our belt—their benefits should not be off-limits any
more than those of other groups. But, the authors approach would
gseem to go toward the other extreme—Iloading the full burden of
the funding gap on nonpoor recipients.

We should be following the lesson of the social security compro-
mise of March 1983. Whatever ita limitations, it worked because it
balanced the legitimate interests of our senior citizens with the le-
gitimate interests of taxpayers. Each group gave up something. Re-
cipients now have their social security benefits taxed at the
margin, and recipients in the next century face a small increase in
the retirement age. Taxpayers were subjected to an acceleration in
payroll tax increases and other measures. We need an analog of
this balance in medicare.

A LARGER PERSPECTIVE

The problems anticipated in medicare financing are a microcosm
of the crigsis in the total Federal budget. We not only have an
under-funded medicare program—we have an under-funded Feder-
al Government. In view of the commitments we have made to a
broad spectrum of Government beneficiaries and to our national se-
curity requirements, we are an under-taxed society. This is not a
plea for a tax increase, but a call for reducing the Federal deficit to
a more manageable, aafe share of our economy. No portion of the
budget should be exempt from trimming. But, Federal outlays are
driven by four major spending categories—national defense, social
security, health care, and interest on the debt itself; and it will be
very difficult to achieve a significantly lower growth path of spend-
ing in these categories. As a result, budget control will ultimately
require higher taxes.

The health care sector ia also a microcosm of a broader fairness
problem. In health care we continue to dish out open-ended tax
subgidies flowing largely to middle- and upper-income households
at the same time as a significant number of our citizens fall be-



167

tween the cracks of public health care programs and the private
health ingsurance market. The working poor are particualry victim-
ized by cutbacks in Government assistance to low-income house-
-holds while the unemployed and those out of the labor force who
are categorically ineligible for medicaid are also vulnerable.
In recent years budget cuts have been disproportionately concen-
trated in programs targeted to low-income households. Government
rograms paying benefits to all economic groups have remained
argely intact while tax subsidies have alao been left untouched.
Broadening the Federal revenuse base and trimming benefits for
those who can afford it would yield significant savings that could
be used to help those who can least afford the sacrifice required by
continued belt tightening.



ALTERNATIVE MEDICARE FINANCING SOURCES
-(By'S’r‘EPHBN H. LoNG, Syracuse University, and
TimorHy M. SMEEDING, University of Utah)*

1. THE MEDICARE PROBLEM AND PLAN OF THE PAPER

Projections of outlays and income for the HI trust fund indicate
serious financing problems later in this decade. Continued solvency
of thia program through 1996 will require either outlay reductions
that are much larger than any progrem options currently under
discussion, or very substantial increases in revenues.!

Medicare’s hospital insurance [HI]] trust fund is openly acknowl-
edged to be in serious financial dilficulty, while its supplementary
medical insurance [SMI] trust fund is quietly absorbing a growing
flow of Yederal general revenues. By 199& HI revenues, based
largely upon the payroll tax, will fall short of outlays by 19 per-
cent. \yl')elcits are projected to grow mightily with each passing
iear, amounting to 37 percent of outlays by 1996, for a cumulative

11 trust fund deficit of $252 billion.2 Subject to demographic, utili-
zation, and health care cost forces similar to those underlaying the
HI trend, SMI outlays are also projected to rise more rapidly than
most other economic aggregates (that is, covered wages, on which
the payroll tax is based; the Consumer Price Index, to which SMI
premiums are indirectly indexed). However, the SMI trust fund is
designed to receive Federal general revenue appropriations to
cover the gap between premium income and outlays. Though this
arrangement ghields SMI from any publicly proclaimed crisis, its
surging revenue demands are nonetheless worrisome. By 1987
transfers from the general fund for SMI are expected to reach
$31.9 billion, almost triple their 1981 level of $11.3 billion.? In sum,
there is a medicare financing problem that is of major proportions
now and that promisges to escalate well into the next century.

Nurnerous options are available for correcting the course toward
increasing program deficits. Eligibility changes taking the program
the few remaining steps toward universa) enrollment by the elder-

' Mr. Long is gratefu) to Jay Crozler and Bronda Spillman for research ussistance. Mr. Smeed-
ing thanks Kenneth Beier (or rewsarch sssistancs, snd Denton Vaughan, Daniel Radner, and
Wendall Primus for providing access Lo sovernl duta scurces. Henry Aaron, Wendell Primus, and
Emil Sunley are acknowledged for helpful comments on an carlier version of this pnpor. The
authore retain full responcibility for all oplnions and any errora.

€ U.S. Senate, Sg:aml Commitloo on )A‘FIHB' “Prospects for Medicare’a Hospjtal Inaursnce
Trunt Pund,” 98th Congreasm 1ab sesalon, Masch 1988, p. 1.

® Based upon table | of the Ginaburg and Moon papey in thiz volume. .

3.8 Boclal Security Adminiatration, Oifics of arch and Statlsiics, Social Security Bulle-
tin, val. 46 (July 1989), p. 69, tubla m-4. Today 74 percant of SMI ravenues corme (rom general
revenues, the remainder fram anrolles pramiumea
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ly would offer short- to intermediate-run surpluses as revenues
from newly covered workers should exceed incremental benefit
Fayments. nefit reductions, particularly through increased bene-
iclary cost sharing, would lower future outlays. Reimburgement
reform, particularly through prospective payment of hospitals and
varjous physician payment changes, promises to reduce both prices
and gervice quantities paid by medicare. Finally, revising benefits
to provide vouchers for private ingurance coverage or enrollment in
alternative delivery systems might be used to lower outlays, par-
ticularly if the resultant competition among insurers and providers
results in Jower costs for the same quality services. These options
are discussed in other papers prapared for this conference.

Despite the wide array of reforms available to lower projected
medicare outlays, and deapite our support for some of these meas-
ures, current estimates suggest that expenditure reductions will be
inadsquate to fully correct for the HI deficit. It seems clear that
the long-term trends imply a continuing need for revenue in-
creases. That s, a balanced medicare reform package is likely to
include both expenditure reductions and revenue increases. This
paper was commissioned to provide background on part of such a
?ackage; gpecifically, on the principal ajternative financing sources
or medicare in the coming years. The next section describes the
principal sources, carefully distinguishing among taxes placing bur-
dens upon the population in general, and those that burden medi-
care beneficiaries in particular. The third section discusses the cri-
teria ermmployed in evaluating the alternatives. Then the separate
revenue sources are analyzed, with particular attention to their im-
plications for distributive equity. The paper closes with our recom-
mended medicare financing package. :

I1. THE FINANCING ALTERNATIVES

There are two broad categories of taxation that can be used to
support the medicare program: (1) taxes on the general population
regardless of age or disability status, and (2) taxes on elderly and
disabled beneficiaries. Within the first category we examine the fol-
lowing revenue sources: payroll tax; general revenues; value-added
tax; and selected excise taxea.

Within the second category, conaisting of taxes on beneficiaries,
the following are considered: premiums; personal income tax sur-
charge; tax on supplementary health insurance premiums; and
liens on estates.

Throughout the discussion we abstract from whether a particular
new source would be earmarked for the HI or SMI trust funds.
This seems warranted since nearly all beneficiaries are enrolled in
both parts and surely the Congress takes action on financing one
fund with a clear awareness of the other.

One obvious source of medicare financing is an increase in the
current HI revenue source, the quyroll tax. Currently employers
and employees pay 1.3 percent of covered earnings to the l-ﬁ trust
fund. The rate 1s acheduled to increase further, to 1.45 percent in
1986, and to remain at that level thereafter.® The burden of the

*UAK. Soclal 8ocurity Adrain(stration, Offtce of Researoh and Statistita, Sociel Sscurity Bulle-
tin, vol. 46 (June 1989),

828 O0—8d—12
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payroll tax falls most heavily on younger workers. Thus, at any
point in timse, it represents an intergenerational transfer. If, how-
ever, workers view the HI payroll tax (or any other social insur
ance tax) ag a downpayment on or contribution to their own future
medical needs, such contributions may also take the form of an in-
tertemporal transfer. For current retirees, however, given the rela-
tive. newness of medicare, there ig little in the way of intertemporal
trangfer. At most, a person reaching age 66 in 1983 could have con-
tributed about $4000 (in 1988 dollars) over his working lifetime.®
The present value of expected medicare benefits is several times
this amount,

A.second financing source is increased general revenue financ-
ing. This option is hardly unprecedented, since SM1 benefits are al-
.ready. predominantly financed by general revenues. Further, the
1983 social security amendments included several new methods of
subsidizing the OASI trust fund from general revenues. However,
as noted earlivr, SMI demands on general revenues are increasing
at a rapid rate, 30 that placing still further demands on thig financ-
ing source may be undesgirable.

A third source, the vaiue-added tax, was advocated strongly
about 6 years ago by Representative Al Ullman, the head of 5\&
House Ways and Means Committee, and had been proposed from
time to time in earlier years. This flat-rate national consumption
tax was congidered by some as a substitute for the corporate
income tax and by others as a substitute for increased OASDHI
payroll taxes. The latter rationale could be employed to justif:
using a portion of value-added tax revenues fer the HI trust funa.
The value-added tax also can be supported on the general principle
that consumption taxes have pot,entially beneficial effects on na-
tiona) savings. This is particularly true 1f the value-added tax is to
be a substitute for the income tax.

The final type of tax on the general po(pulation to be considered
is the excise tax on commodities that affect the general level of
health. The commaodities considered here are tobacco, alcoholic bev-
erages, and gasoline. Taxes on such products can be viewed as cur-
rent payments for the higher future medical care costs induced by
their comsumption.® The relationship between heavy smoking or al-
eoholism and health problems is well dacumented.” The adverse
health effects of air pollution related to gasoline comsumption is
less well established, but clearly becoming more important.® If
added consumption of ﬁaso]ine. alcoholic heverages, and tobacco (es-
pecially cigarettes) lead to respiratory diseage, high blood pressure,
cirrhosis, melanoma, and related health problems and il these

$U.B. Soclal Securlty Administration, Office of Rasaarch and Statistles, Annual Statigtical

Su%)omen 1981 (1982).
hri or J. Zook and Francis D. Moore, ''Hlgh Cost Usere of Medica! Caro,” New Englund
Journat of Medicins, vol. 802 {May 1, 1980), 996-1002.

'See, for example, tha followings Viewor Pucho, “Who Shall Live?* (Baalo Booka, 1B74);
Philip J. Cook, “Adcohol Texes aa a Public Renlth Massure,” British Jovrmal of Addictian (1982)
‘)p. 245-260; B . Priedman, and A.B. Sivglanb, “Alcohol and Mortality,” Annals o
nternal Medicine, vol. 35 {Augual 1981}, pp. 139-145; und R. Weedun mand A. Bu 11, “Alcohol
ang Disensa, Economic Aapects,” Annaly ot'plm.ernal Maedicine, vol. 45 (August 198Y), pp. 139-146.

*Soe, for exampts, tho following: Erik P. Eckholm, “Tha Piclure of Health: Environmantal
Bourcea of Disesse"” (W.W. Norton, 1977y, and Allon V. Kneese and William D. Schulze, “Envi-
ronment, Health and Economies—The of Concer,” Amorican Economic Review, vol. 67
{Februgary 1577), pp. 126-332.
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health problemns lead to higher medicare outlays, a strong case for
earmarking these health taxes for the trust funds can be made.
Federal excigse taxes on liquor remained constant in nominal terms
from 1960 to 1980, during which time the real price of liquor fell by
almost 60 percent.® Federal excise taxes on cigarettes recently dou-
bled to 16 cents per pack. This increase is scheduled to expire in
1985, however, and the tax will return to 8 centa per pack.!® Feder-
al gasoline taxes recently were increased by & cents per gallon to
fund Federal highway refurbishment. However, both the real and
relative price of gasoline has fallen {n recent years, even including
the Federal tax increase. Special excise taxes on these health-en-
dangering commodities are neither onerous nor have they been
substantially increased in recent years. As a result, the commod-
ities have lower relative prices which encourage their consumption.

While the current burden of payroll taxes, general revenue fi-
nance, the value-added tax, or health taxes would primarily fall on
the younger taxpaging public, several alternative forms of medi-
care finance can be directly levied on current, mainly elderly,
beneficiaries. In 1965 when medicare was just beginning, the aged
paid 70 percent of their health care bills for all services, including
hospital, physician, drug, and nursing home care. In contrast, the
elderly pay 87 percent of bills for all medicare services today, the
decrease due largely to the medicare program. Proposals to finance
the projected shortfall in the trust fund through increased benefici-
ary payments would reverse thig shifting of the medical cost
burden, turning it back toward the elderly.!!

The first, and most direct, method of raising beneficiary pay-
ments ia through a flat premium, analogous to uniform premiums
paid for voluntary grivabe insurance. Since premiums have fallen
from 50 percent of SMI revenues at the program’s inception to 22
percent currently, a case can be made for increased geneﬁciary
payments in thig form, Comparable to a direct premium would be a
plan whereby a voucher is given to beneficiaries, but in a denomi-
nation below the actuarial value of current medicare program
benefits. While resulting in different dollar flows through the trust
funds, premiums, and discounted vouchers can be made equivalent
in their burdens of heneficiaries when viewed from a revenue per-
spective alone. Therefore, vouchera are not considered separately in
this paper.12

A second approach to beneficiary payments is an earmarked sur-
charge on the personal income tax payments of elderly—and dis-

*Phillp J. Coak, “The Effect af Liquor Taxea on Drinking, Clrrharia, and Auto Fetalitles,” in
Richard Zetkhauser and Derek Leebaert, oda, “What Role for Government” (Duka University

Prvu! 1989).

"*“Bummary of Present Federal Excise Taxes,” prepared by the Joint Commitiee on Taxation
for the Committes on Waye and Means House of Rapresentativea, and the Commitiee on Fi-
nanco, U.9. Senate (Rab. )0, 1883),

11 While the ahare of health care expenses paid by the eldarly han deorsased, tha percantage
of income spent by the eldarly for health care ls higher today than In 1966. Thus while the
young a rolatlvely larger share of the heslth core expenses of the aldorly, this doos not
mean thot health care expenses sré o lezsar burdan on the slderly today than they wers 20

xare. Seo the following: Timothy M. Smndin%‘ “Allernative Methods for Valuing Selected 1n-
de Transler Bonefils and Measuring Their Effect on Poverty”, U.S. Dapartment of Commerce,
Bureau of the Cengus, Technical Paper 50 (March 1982 Mari)yn Moon, “Changing the Struc-
lure of Medicere Baneflis: Issues and Options,” Congress of the U.S., Congressional Budget
Offico (Macrch 1989).

12 See the paper by Friedman, LaTour, and Hughes in thia volums.
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abled—enrollees. Thig is simply one example of a broader class of
proposed beneficiary income taxes—sometimes cast as '‘income-re-
lated premium,” apparently to disguise their progressivity. While
another paper Being prepared for this conference will address such
options in more detall, we explore the income tax surcharge as a
polar case to contrast with the flat premium per enrolles.t8

Among the reform options generally classified as a benefit
change 18 increased cost sharing, though it has clear effects on rev-
enve. The initial impact of cost sharing is quite different from that
of a premium—cost sharing is only charged for those who become
ill and proceed to use medical services, while a premium is spread
over allpbeneﬁciaries without regard to their actua] utilization ex-
perience. Cost sharing is argued to be inequitable, paticularly in
the case of low-income beneficiaries for whom out-of-pocket coats
can be especially burdensome. Yet, owing to the operation of the
market in private supplementary ingurance, the diflerences in the
ultimate burdens of cost sharing and premiums are not nearly as
different as they might appear at firat glance. Supplementary in-
surance premijums paid to avoid increased cost sharing represent
an off-budget counterpart to increased medicare premium to su
port the existing benefit package. On the average, about two-thirds
of the elderly have supplementar{ insurance coverage, the propor-
tion varying from 44 percent in the lowest quintile of the elderly
ranked by income (the pooreat of whom have medicaid) to between
75 and 79 percent for the higher income half of the elderly.'¢ In-
creased medicare cost sharing might induce additional purchases of
supplementary insurance, further narrowing the apparent differ-
ence between cost sharing and premiums. Nonetheless, there is evi-
dence that those who presently go without supplementary insur-
ance are not only of lower income, but are more likely to be black
and of advancing age.!® These are compelling grounds for prefer-
ring premiumg to increased cost sharing.

nfortunately, in addition to paying those expenditures shifted

off budget through coat sharing, privata supplementary health in-
surance increages the on budget coats of medicare by inducing addi-
tional utilization. For example, hospital utilization by those with
supplementary coverage has been estimated to be 33 percent great-
er than that of beneficiaries who pay medicare cost sharing.!® A
third source of beneficiary payment that might be used for incre-
menta] medicare financing ig a tax on supplementary insurance
premiuma. At 2 minimum these.revenues could be used to compen-
sate the program for the effect'of medigap insurance in vitiating
medicare’s cost.sharing. Moreover, one Preﬁminary estimate of the
price elasticity of demand for supplementary insurance suggests
that for a 10-percent increase in the price, %e percent of eggerly
purchasing supplements will fall by-5 to 6 percent.!? A sufficiently

30 See tha paper by Davia and Rowland In thia voluma.

‘¢ Authom’ tebulationa of )87 Health Intarview Survey.

'8 Staphan H. Long, Ruseell F. Settle, and Charles R, Link, “Who Bearn the Burdén of Medi-
care Coat Sharing?” Tnguiry, vo). 19 (fall 1982), pp. 222-234.

18 Charles R. Link, Stephan H. Long, and Ruasel] F. Sattle, "Coat 8haring, Supplementary In-
surance, and Health Bervicea Utllizsation Among the Medicare Eldarly,” Health Core Financing
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large tax on medigap premiums might, therefore, regtore the cost-
sharing feature of medicare for a larger share of beneficiaries.

A final revenue gource that has just recently come to our atten-
tion is a lien program by which a portion of the decedent'’s estate is
taxed to offset medicare benefita paid in excess of previous contri-
butions to the program. It is well known that for many years after
the start of a social insurance program expected benefits.of retirees
far exceed their actual weorking-year contributions. For married
couples benefits can be as much as 12 times the value of contribu-
tions. An estate tax on the elderly who leave no surviving spouse
(to cover excess medicare expenses of the predeceassed spouse as
well) could be earmarked for one or both of the truast funds. The
burden of this tax falls upon the decedent and the heira.

I11. EVALUATIVE CRITERIA

Four basic criteria will be used to evaluate the various financing
methods degcribed above. They are the following: Distributive
equity; efficiency and behavioral effects; revenue potential and sta-
bility; and administrative and compliance costs.

The first criterion, distributive equity, will be examined from
three perspectives. The first and overriding perspective in this
analysig is intergenerational equity: Are the young nonbeneficiar-
ies or the principally elderly beneficiaries fo bear the greatest
burden in losing the financing gap? As many have argued before,
this igsue of young versus old will continue to increase in impor-
tance for social policy decisions as our population ages.!® A second
perspective is that of vertical equity: Do the rich or the poor bear
the larger burden relative to their income? If the relative burden
increases with income, a tax is progressive; if the burden decreases
with rising incomae, a tax i5 regressive; and if the burden is a con-
stant percentage of income over all income groups, a tax is propor-
tional. A final perspective on distributive equity ig that of horizon-
tal equity—are equals treated equally?

The second criterion, efficiency and behavioral effects, has to do
with how imposition of a tax or charge (for example, a medicare
?rernium) can change behavior in an economically efficient or inef-

icient way. The Rand health insurance study has shown that
higher direct consumer payments for bealth care through various
cost-sharing arrangemants reduce use of heelth care aervices, all
else equal.’® In the context of medicare, such reduced demand
could reduce required outlays. Alternatively, a tax could induce
avoidance and undercut its own revenue-producing potential. Dif-
ferent taxing strategies also can effect labor supply behavior, infla-
tionary pressures, or savings among the slderly or nonelderly, al)
of which must be considered in the design of 2 tax or packege of
taxes. In the present analysis, measures which have the dual effect

14 for example, Robert H. Binatock, ‘'Federal Pollvﬁ Townrd Agig.” National Journal,
vol. 10 (November 11, 1978), pr. 1838~1845; and Robert B, Hudaeon, “The Qraying of Lhe Pederal
B&dg‘t and 1ta Consequencea tor Old Age bolicy," Gerontologial, vol. 18 (October 1978), pp. 428~
140.

19 Jossph P. Newhouse, et 0L, “Some Interim Resulta from a Controlled Trial of Cost Sharing
llréof_'ha]th Tnaurssice,” New E}nqimd Journal of Med!{cine, vo). 306 (December 17, 1881), pp. 1601~
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of increasing revenues and reducing excessive demand for health
care services are particularly appealing.

The third criterion is revenue potential and stability. Some taxes
may not have large enough bases to cover the medicare deficit
alone and may be useful only in combination with other measures.
Others, such as the payroll tax, may be particularly sensitive to
the gtate of the economy. They may be useful only as part of a
portfolio of taxes that balance cyclical impacts. For instance, at
present each 1 percent increase in unemployment reduces HI pay-
roll tax income by $1 billion.

The final criterion, administrative, and compliance costs, is criti-
cal to the practicality of various taxes or charges. An increase in
an existing tax or a tax to be collected through an existing struc-
ture may have little or no marginal cost. A tax thet requires a new
or enlarged collection or enforcement structure may cost more
than can be justified by its revenue potential.

1V. ANALYSIS OF REVENUE SOURCES

DISTRIRUTIVE EQUITY

To ijustrate the distribution of financing burdens from each
source—particularly their intergenerational and vertical equity—
~we simulated $5 billion of incremental medicare payments in 1975,
Theee simulation parameters were chosen for several reasons.
First, the general tax simulator available to us was calibrated for
the 1975 income year to employ the unusually rich data from the
1976 survey of income and education.?® Second, the most racent
consumer expenditure survey, upon which the consumption taxes
were based, is for 1972-73, while the supplementary insurance tax
is based upon data from the 1978 health interview survey. Rather
than age all of the microdata forward, with all the problematic de-
mographic and economic assumptions that would involve, we pro-
portioned future revenue needs to 1975, Specifically, the 1996 HI
trust fund deficit represents 37 percent of program outlays. The $5
billion chosen here is 48 percent of 1976 HI outlays, making the
relative burdens approximately equal. Moreover, the $5 billion
figure is a round number, easily proportioned by analyst to reflect
any current or future revenue total desired. (Also note that $5 bil-
lion in 1976 is approximately equal to $10 billion in 1985 prices.)

2 The tax simulat are based upon the following incidence sssumplions. Payroll '.ua:]
bolh Lthe employea and the employer u?:ms. ora gssumed to te borne by woge-darnare. Person
income Laxea are the burden ot the payar. Genaral revenues are a weighted average (besed upon
historieal proportions) of pérsonel! income tuul, corpornisy income taxan, and excise taxea. The
burden of corporatd taxes wag distribuled o all forms of proparty mcome, while excise laxes
wera psaumaed Lo fall on consumors in proporiion o their dlspoapble pormmﬁ Incoma. The value
added tax burden was allocated In accord with total eapenseg for current consumption. Tho ss-
lectod axcise laxes wera assumed La be ad valorem Wxes, tha busdan proportionate to consumor
epanding on the respective commaodity. (Peraent federal sxoleo Laxes are specific, but data limlin-
Lona required hia simplifying assumption.) Premiums wero ollocoted in secord with the
number of elderly persons in each rarnilr and it ig esaumed Lhat Lheir burden cannot bo shiled.
Supplementary inaurance laxea were allocated in equal amount to eéach Medicare beneficlory
having a aupplementary [naurance policy. (Thia ls a siroplification neccualtated by lack of dota
on promlum nmounts.)?’he population hase is the civilian, nonlnalitutiona)ized population of the
United Slatea, whars unrelated individunla are included s a separata “family” vnit.

Dotadls of thesa methodu and data ara described in Janet L. Johnson and Sicphen H. Long,
“Genern) Revenue Finnneaing of Medicare: Who Will Beor the Burden?”" Heedth Core Financing
Reviow, vol. 8 (March 1982), pp. 18-20.
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Tables 1-8 summarize the principal findings for each financing
source, excepting liens for which there is a separate table due to
data incompatibilities. Each table displays results for seven reve-
nue sources, first for all families and then separately for families
headeld by a nonelderly person and those headed by an elderly indi-
vidual.

TABLE 1.—DISTRIBUTION OF $5 BILLION INCREMENTAL FINANCING UNDER ALTERNATIVE
REVENUE SOURCES

[Doflars per famlly by age of family head and famlly Income)

Taxes on wages, income, or constmplion Taxes on beneficiaries

Famy ncome Qulle. o1 g VO Seced o sl S
fax Tevenues B?ded etmse urms tax Insorance
- ax e surcharge  tax
ALL FAMILIES
64 64 84 64 64 b4 64
b 4 2 25 104 (") 86
27 18 43 48 99 11 107
62 41 60 64 51 3 56
96 72 78 83 34 64 38
130 186 109 101 33 208 34
NONELDERLY HEADED FAMILIES
Al.... 76 69 70 74 7 (?) 7
2..... 36 | 5 (?) b
.. 69 K3 6 (%) 7
4,.. 100 69 et 8 (%) 8
5. 134 | WL S 10 (?) 11
ELDERLY HEADED FAMILIES
Al.... 15 45 38 28 306 334 303
1. | T 264 0 218
2. 6 2 2 £ 7. 39 359
3. 21 LY 2O X 1 275 367
4. 46 99 . 334 183 366
5. 77 293 e 340 3039 358
t Less than 0.50. ) )

= Dug 1o data limilations, the surcharge was not applied o The smiall aumber of deneficiaries in nomelderly

headed (amiles.
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TABLE 2.—DISTRIBUTION OF $5 BILLION INCREMENTAL FINANCING UNDER ALTERNATIVE
REVENUE SOURCES

(Burden as a pescent of family income by age of family head and family income)

Taxes on wages, income, or consumption Taxes on beneficiaries
. Personal i
Famlly income quintlle  pagro)  General !gé"; S:z?g Premi-  Income  menlary
tax fevenues tax laxes ums lax insurance
swicharge lax
ALL FAMILIES

All i 048 048 048 048 048 048 048
o 22 1§ [.00 95 402 0l 333
2 s A4 2] 83 67 1.4% A7 1.61
R J RN, | 37 .52 .56 46 RY 20
RN . A3 A7 S50 21 39 23
5] A4 62 37 35 Al 10 42

NONELDERLY HEADED FAMILIES

Ml 524748 S0 05 () 05
gl sy s T8 () 09
S B S 06 (1) 06
D80 AL T 05 () 08
5 45 G0 T () 04
FLDERLY HEADED FAMSLIES
18 5 51 38 367 401 364
03 A8 e Q18 01 760
09 514 6l 556
20 308 253 33
2 206 477 223
24 105 8.37 1.11

' Due 1o dala imilalions, the surcharge was not apglied 1o Ihe small number of beneficiarles in nonederly
headed famlies.
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TABLE 3.—DISTRIBUTION OF $5 BILLION INCREMENTAL FINANCING UNDER ALTERNATIVE
REVENUE SOURCES

[Index of relativa burden a3 a parcent of Tamby income, by age of family head and family income]

Taxes oa wages, income, or consumption Taxes on beneficiaries
Fanifyocome quntle o, 0 ey Vil Sekctd o ool gk
fax  revenues ﬁgfd m ums fax  Insurance
surchage Tax
ALL FAMILIES
1| DO 100 100 100 100 100 100 100
) O 46 k)| 208 186 838 2 694
2t 85 57 132 139 310 35 350
K 116 77 109 117 96 71 105
. 120 90 97 104 43 81 47
L 91 130 77 73 23 146 24
NONELDERLY HEADED FAMILIES
1 109 98 100 104 10 5‘ g 10
76 27 — — 2 1 19
2 civvvere i, 111 52 — — 17 (1) 19
3o 128 74 — _ 12 (") 13
4 125 86 — — 10 M) (1
5 94 125 — — 7 (*) 7
ELDERLY HEADED FAMILIES

All e kY 113 106 79 763 100 754
| 7 37 — — 1912 (z) 1,583
2 vrvrrveermms e reesnrees 19 70 — — 1,071 15 1,157
K S 41 100 — — 642 63 703
4o %9 126 — — 424 119 465
S 49 188 — — 219 233 230

1 Du? to Iigi;la Timitations, (he surcharge was not applied to he small number of beneficlaries in nonelderly
am
2 {a¢s {han 0.50

Separate calculations have been made for quintiles of the all-
family Income distribution, where ‘1” refers to the lowest 20 per-
cent of the families. Table 1 measures the absolute dollar burden
per family. Table 2 expresses this burden as a percent of family
income—that it, as a tax rate on income from all sources—while
table 3 displays an index number reflecting this burden relative to
the average percent of income paid by all familes (=100). Excise
taxes on alcoholic beverages, cigarettes, and gasoline, discussed in-
dividually below, have been aggregated into a single tax column for
purposes of tables 1-8. While data limitations prevented calcula-
tion of separate income quintile specific consumption tax burdens
for elderly and nonelderly headsd families, average burdens for all
income levels in each family group are shown.
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Table 1 shows that $6 billion of incremental medicare financing
represents an average burden of $64 per tamily. The all-families
section of the table reveals the contrast in vertical equity between
general taxes on income and consumption, where absolute burdens
rise with higher income, and premiums and premium taxes, where
burdens fall as income rises. Among the general taxes, consump-
tion levies take about five times as much revenue from the lowest
income quintile as do income and payroll taxes, largely becauss the
latter sources do not tax cash traneger income and because of per-
sonal exemptions and deductions in the personal income tax.

Comparing burdens for noneldarly and elderly headed families
provides ingight into intergeneration equity issues. While the gen-
eral taxes on wages and income aw)ly to the wide group of income
recipients, their burdens on the elderly are not insubstantial. Thig
is particularly true of general revenues under which the elderly’s
property income for example, interest, dividends, taxable pensions)
18 taxed. In this case, the average burden on elderly headed fami-
lies is $45, or 70 percent of the average for all families. Payroll
taxes impose a considerably smaller burden upon the elderly—only
one-third that of general revenues—as a congequence of their limit-
ed dependence on earned income. The average nonelderly payroll
tax burden is five ttmes that of the elderly (76 versue $13))'. Yn con-
trast to the findings on general taxes, the three beneficiary tax
sources weight almost exc%usively on elderly headed families. Par-
ticularly striking is the pattern of burdens under the beneficiary

rsonal income tax surcharge. The variation about the mean

urden of $334 become nearly confiacatory in the highest quintile.
There the average payment of $3,039 ia nearly 10 times the burden
of a flat-rate premium in the same quintile. The extreme progres-
sivity of this source is not merely the result of a progressive rate
structure, but also the result of the large smount of untaxed
income in the lower quintile, while incremental income in the
higher quintiles is largely taxable. If this extreme burden at high
incomaes were viewed as undesirable, it could be corrected by set-
ting a ceiling on the income tax surcharge equal to some propor-
tion of the actuarial value of medicare benefits.

A common approach to evaluating vertical equity is to compare
the percent of income taxed away, since family income from all
sources is a meagure of ability to pay. The 86 billion of incremental
financing represents a tax oty0.48ppercent. (table 2) on the average
family’s income of about $18,300 in 1975. General revenues and the
benef!:ciary personal income tax surcharge are clearly the most pro-
gressive sources, as indicated in table 3, where burdens in the top

uintile are 130 and 146 percent, respectively, of the average for all
amilies. The payroll tax also reflects progressivity in the lower
quintile, where a greater proportion of income ia from untaxed
nonwage sources. Yet, moving from the fourth to the highest quin-
tile, this tax becomes regressive as ite burden falls from 120 to 91
percent of the mean (table 3), reflecting the effects of workers
reaching the ceiling wage and the larger proportion of nonwage
income among the rich. Diaplaying a common profile, the value-
added tax and the selected excise taxes are clearly regressive,
taxing 1 percent of income in the lowest income group and only
about one-third as large a proportion of income in the highest quin-
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tile. Yet the greatest reg%fssivity over all sources ig displayed by
the two premium taxes. The pattern shown by the flat premium 1a
tempered slightly in the case of the supplementary insurance pre-
mium tax, where there is a small supplementation rate in the
lowest income quintile. Thig is not to say that all revenue sources
should necessarily redistribute income; a strong cage can be made
for premiums and for taxes on supplementary insurance using
benefit grounds.

The distributive effects of three selected excise taxes on un-
healthy commodities are compared in table 4. In each case, the ab-
golute spending rises with income, but not rapidly enough to keep
from falling as a percent of income.

TABLE 4.—~DISTRIBUTION OF $5 BILLION INGREMENTAL FINANCING UNOER SELECTED
EXCISE TAXES ON UNHEALTHY COMMODITIES

[Burdens by famby incoms, all famikes)

Dollars pet {amily Percent of damity incoms  Ingeéx of relative burden as 3
percenl of (amily income
Family Income ~ Alcohel- Alohol- Alcohal-

Qinitle i Ciga- 33'9‘; k s+ Gaso- I Gaso-

5::; retles 2 lino b::g- ﬂ.s line b:;v: Ee{ﬁ:s ine
Al creon 64 64 64 043 048 048 100 100 100
R | 35 2 2 129 8 180 270 170
2 corervomsrontonnen 42 LK 43 .61 16 63 127 159 132
K S 59 67 66 .52 59 ST 108 123 119
L S )| 81 87 49 49 52102 102 109
L 117 83 103 A0 28 36 8 59 4

1 Includanliuw. beer, and wing consumed al home, in restauraals and drinking establishments, and Doquor

consumed du n% .

2 Includes other lobaceo products as well. . )

3 Distrituted according to gasollne consumplion (or vehicle ise), including recreation usage (73 pescent);
and acoording Lo tofal consumption (27 percenl) for household gasaline usage.

Soarce; 1972-13 "Survey of Consumer Expenditures” (U.S. Bureau of Labor Siatistics, 1978), adjusted to
1975 doftars for w:lenlzyw wilh 1abies 1-3. ( ). &

While all three are regressive financing mechaniams, cigarettes
are clearly the most regressive with the lowest income group facin
effective tax rates over two and one-half times as great as thoee o
the average family. The gasoline tax is the second most regressive
tax, followed by the liquor tax, which was least regressive. Any get
of excise taxes violates the principle of horizontal equity to the
extent that some families consume massive amounts of the taxed
products as compared to others who consume none. Yet horizontal
equity is a much less important evaluative criterion when the tax
is aimed on efficiency grounds specifically at those who consume
large quantities of the taxed product.

e last financing source considered ig liens against the estates
of the elderly whose lifetime medicare outlays exceeded the value
of their lifetime medicare contributions. This would effectively turn
into an estate tax on the surviving spouse at the time of his or her
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own death. Using data provided by the Social Security Administra-
tion, table 5 computes the distribution of lien burdens according to
money income quintile.

TABLE 5.—DISTRIBUTION OF $5 BILLION INCREMENTAL FINANCING UNDER LIENS ON
ESTATES

(Burdens per estale ang per iamhy income, elderty families onry]

A \ Avarage dollar burden
[ inllle verag ne -
Family income Quint n P:S’ G{?ﬁd o lamlty .

$58,768 $12,224 $334

23,028 4,790 132

§5,125 11,466 314

83,471 17,362 477

93,316 19,410 830

173,132 36,011 988

19?9 data xa&sted 0 1975 dolms for consistency wilh !afm l J. Net warih includes all
langnblo homes slocks, bonds, annuities, buslesses, elc., bul excludes pension wealth,
‘Assumcs Ihal 4 percent of cider amilies are terminaled cach year by dealh of the surviving spouse.
3 Caleulated 25 3 constant percent of average net weorlh wilh no adjustment foy eslale Lianster priot to dealh
o Ilhe slt;‘rvwmg spause. The Lax 1ale was calculoted by dividing the $5 bilion cevenus requirement by aggregate
el wr

Source: 1979 (ncome Susvey Dewvelopmenl Pane), Olfice of Research, Siatigtics, ang Inlemational Polley, Socia)
Securily Adminislralion.

An one would expect, the net worth of the elderly is both sizable
and increases dramatically with income. The average dollar bur-
dens per family, which are calculated as a conatant percent of aver-
age net worth, are Jess interesting than the average dollar burden
on taxed estates. Here we have assumed that 4 percent of the el-
derly families in each quintile experience the death of the surviv-
ing spouse in any given year. Thig raises the flat effective tax rate
on taxed esstates only to 21 percent. To the extent that surviving
spouses have average estate values below those of the general pop-
ulation, the tax rate would have to be raised.

Table 6 summarizes the above findings on distributive equity for
the major financing sources. The remaining portions of thie section
udglre%s the other evaluative criteria and also are gummarized in
taple 6.
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EFPICTENCY AND BEHAVIORAL RFFECTS

In gemeral, it can be expected that increases in general revenue

financing or in payroll taxes would have potential impacts on em-
ployment, inflation, and savings. In particular, a payroll tax in-
crease could be expected to affect the short-run demand for labor if
the burden could not be shifted immediately backward to employ-
ees. Alternatively, the burden might be shifted forward to consum-
ers in higher groduct prices, generating inflationary pressure. In-
creased genersl revenue financing potentially could serve as a dis-
incentive to work and savings, Aﬁ:hough the incremental demands
placed on the payroll tax and on general revenues by medicare
alone are not worrisome, they are only two of several eources of in-
creasing pressure, the combined effect of which ia cause for effi-
ciemc’yv worries. Incremental impacts could be reduced if either fi-
nancing method were used as part of a carefully designed portfolio
of taxes. For exarople, there might be no net impact on savings if
general revenue financing was combined with a value-added tax,
which ia assumed to have a stimulating effect on savings, It is im-
portant to note one final behavioral 1mpact of a payroll tax in-
crease and to a lesser extent %eneral revenue financing. There has
been a growing trend for employees to accept compensation in the
form of noncash benefits. Increased taxes on cash wages could in-
tensggy this trend.2! Such an effect would erode the base of either
tax.
Potential behavioral impacts of excige taxes are more significant.
Reliance on an alcoholic beverage tax alone to close the medicare
financing gap would have raised the price of alcohol by 28 percent
in 1975. Sole usge of the cigarette excise would have resulted in a
price increase of 44 percent. Of course, if each tax were employed
to yield half the necessary revenues, the respective price increases
would be halved. To the extent that such taxes reduce consump-
tion, they could be expected to both reduce future health care de-
mands by improving health and to increase future demands on
medicare by increasing lifeapan. However, even if consumption
were to be reduced, health impacts would be realized only in tha
long run, perhaps not until the next century. More pertinent to the
discussion at hand is the principle of benefit taxation. Such taxes
place a larger burden on those whose behavior contributes most to
increased demands on the health care systerm. Moreover, the tax
has a voluntary character: It can be eacaped by a choice to forgo
the taxed behavior.

The efficiency and behavioral impacta of the measures that affect
beneficiaries only are somewhat more varied. Premiums have no
behavioral impact since they affect all beneficiaries identically and

' Yung-Ping Chen. “Tha Qrowth of Fringe Bensfita: Implicatfons for Socfsl Security.” Month-
ly Labor ow, vol. 104 (Novamber 1381), pp. 8-10.

= A.Itornoﬁvoly‘ a cap on Income tax-free omployor health insurance contributions (or cor-
tainly fu)) taxation of these banefite) conld help medicare in several waye Firat, about one quar-
tor of the elderly’s aupplementary heglth insuranca pollolsa are pald by current or (ormer em-
ployers, Making amployer heslth insurance benefits part of the tax base would, therefore, repre-
eont an Indirect tax on gupplementary heslth {nsurance prem{ums. S6cond, 16 the éxtent thst
such taxation leada to reduced health Insurance coveroge among oll age groups, lower demand
for medtcal care in qenorol might imply lower prices (or medlcare services in particular. Rinally,
income tarable employer-paid health insuranee premiums would preaumably gecnme part of the
medicare HT payroll tax bass, thareby directly Incresring medicare ravenues.
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cannot be avoided. The income tax surcharge is another matter.
Because of its highly Jarog‘resaive character, it could provide disin-
centives to work and savings—both of which generats taxable
income—for elderly taxpayers in higher income brackets. Liens on
estates may induce heneficiaries to reduce their taxable estates by
transferring assets to their heirs. However, even though inter-vivos
transfers currently carry substantial tax advantages, they have not
beon a significant tax problem.

From the benefit taxation perspective, both the supplementary
health insurance tax and liens on estates have the advantage of
taxing more heavily those who place higher demands on the health
care gystem. To the extent that supplemental health ipsurance
taxes reduce demand for such coverage, they also will expose a
larger segment of the beneficiary population to medicare cost~shar
ing. This, in turn, could be expected to reduce utilization of health
care gervices and thus medicare outlays. Of course, the cost of any
such result in terms of the health status of beneficiaries is an im-
portant consideration. Any impact of liens on health care utiliza-
tion rests on an assumption that the elderly would be willing to
curb expenditures on health in order to leave a larger estate after
taxes. To the extent that the assumption is valid, liens have the po-
tential to reduce future medicare outlays.

REVENUE POTENTIAL AND STABILITY

In general it can be assumed that tax bases for payroll tax in-
creases, general revenue financing, the value-added tax, medicare
premiums, as income tex surcharge on recipients and liens on es-
tates are sufficiently large to handle revenue needs of the magni-
tude being diascuased, either alone or certainly in combination with
other revenue sources. However, the sensitivity of general revenues
and payroll tax income to changes in employment auggest the de-
sirability of using sither ms part of a balanced portfolio of taxes.
The value-added tax has the advantage of being levied on consump-
tion, which is stable relative to income.

By contrast, either a selected excise tax or a gupplementary
hea{th insurance tax might present problems ag the sole method of
clogsing the medicare financing gap. The use of any single excise to
meet medicare needs would result in an extremely large product
price increase, though distributing the burden over two or more
unhealthy commodities would have a much lesser effect on an
gingle product price. Any reasonable lev{y on supplementary healt{
insurance purchases would be likely to fall short of revenue needs.

ADMINIATRATION AND COMPLIANCE

The simplest and least costly financing methods with respact to
administration and compliance are the payroll tax, general reve-
nue financing, selected excises, and mec})icare premiums, Well-de-
veloped collection systems already are in place. Income tax sur-
charges for heneaficiarier and liens on estates would have similar
straightforward adminiatration and low cost if levied only on
beneficiaries who currently file income tax returns and eatates that
currently are taxable. If, however, the surcharge were to be applied
to the broader category of all medicare beneficiaries, additional
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costs would be incurred to bring those who do not currently file
into the system. Similarly, additional costs would be incurred to
identify and tax estates not currently taxable. Coordination with
State estate or death tax offices and probate courts is a possibility,
but higher costs are inevitable given the sheer volume of formerly
untaxed estates that would ba brought into the system. Similar co-
ordination with State health insurance commissions could simplify
administration and reduce the cost of imposing a supplemental
health insurance tax. Collection would be from insurers, possibly
through contracts with state commissions. The most problematic
and costly financing measure from the administration and compli-
ance pergspective is the value-added tax, which would require a new
collection and enforcement structure. On the other hand, a change
to the value-added tax would likely be part of a major restructur-
ing of Federal tax policy going far beyond the medicare financing
problem,

V. A PROPOSED MEDICARE FINANCING PACKAGE

It seema clear that the future of medicare will be one of contin-
val tension between sfforts to control ever rising expenditures, on
the one hand, and reluctant imposition of greater revenue demands
on taxpayers and beneficiaries, on the other. The estimates pro-
vided in the Introduction to this conference volume suggest that
stringent hospital reimbursement controls may reduce the cumula-
tive deficit in 1996 {rom $252 billion to $éy3 billion. Impressive
a8 the prospects for these savings may be, there remains a sizable
HI deficit and growing SMI spending pressures that must surely be
fitled by additional financing. The above sections of this paper have
presented a menu of alternatives considered, for analytical pur-
poses, one by one from the perspective of several criteria. Yet in
practice no single revenue source is likely to satisfy all evaluative
criteria, let alone satisfy all constituencies to the debate. Therefors,
medicare financing policy is likely to take shape through packages
of options. The purpose of this concluding section is to suggest a
package we prefer and to briefly state some supporting arguments.

The principle guiding the design of this package is that contribu-
tions to incremental financing requirements be shared by benefici-
aries and the general taxpayers. To merely raise payroll taxes and
general revenue contributions, following past practice, seems too
heavy a burden on general taxpayers. Since the medicare program
began the relative share of beneficiary payments, through SMI pre-
miums, has fallen from 50 to 22 percent of total outlays of that
trust fund. Yet over this same period the economic status of the
elderly has increased substantially relative to that of the general
population.2? Thus, in general, elderly medicare beneficiaries can
afford to pay more for their health care than they are now paying.

The beneficary portion of our proposed package comprises two
revenue sources: A tax on supplementary ingurance premiums and

=a for instance, 8. Danziger, e al, “Income Traasfarn and the Evonomic Status of the
Elderly,” presented W the NBER Conference on Research in Income and Wealth (Madison, Wis-
consin, May 1982) or Michael O. Hurd and John B. Shoven, “The Econamic Statue of the Elder-
ly: 1969-19," presanted to the NBER Conference on Ressarch in Income and Wealth (Baltimaro,
Mg., Decomber 19893),

234820 O—-B—13



186

an increased beneficiary premium. Medicare was initially designed
with certain cost sharing requirements in order to impose some
economic discipline on beneficiaries and their providers, a feature
common to private insurance plang at the time. The subsequent
spread of supplementary insurance, medigap, policies vitiates med;-
care cost sharing requirements and leads to higher program out-
lays as those who supplement use higher amounts of covered serv-
ices. While it is not reasonable to ban supplementary insurance, it
is reasonable to tax its purchasers for the spillover costs to the
medicare program. We propose a premium tax on supplementary
policies in amounts consistent with these spillover costs. Any re-
maining revenue requirements of beneficiaries should be met
throvgh increased beneficiary premiums. This is consistent with a
move toward restoration of the original beneficiary role in medi-
care financing. Our preference is for equal per beneficiary premi-
ums; the lowest income beneficiaries exempted through medicaid
payment, of course. While income tax surcharges represent a more
progressive alternative, we see no justification for redistribution of
this benefit tax burden among the elderly so that those with higher
income pay substantially more.

The general taxpayesr portion of our proposed package would
come from increased Federal taxation of alcoholic baverages and
cigarettes, these revenues earmarked for the HI or SMI truat
funds. These taxes have generally remained constant in nominal
terms for too long, thua lowering the relative prices of the commod-
ities and effectively encouraging their consumption. Increasing
cigarette and alcoholic beverage prices by about 10 percent each
would generate substantial revenue. Those who continue to over-
consume these commoditiea will in effect contribute more now to
offset their expected higher future demands on the health care
system. Moreover, the taxes are good health policy, to the extent
that they diacourage consumption of these harmful commodities.

In summary we have reviewed the potential sources of increased
finance to make up the expected future deficits in the medicare
trust funds. Should recently enacted or proposed cost-cutting ef-
forts for medical care in general or for medicare jn particular be
successful, less reliance on increased revenues will be needed. We
would applaud such changes. However we do not expect that out-
lays will be curtailed enough to forestall the need for new medicare
revenues within the next decade. If our expectation is correct, we
hope that thig analysis will help policymakers in selecting a fair
and efficient set of revenue instruments to maeet the medicare
deficit.



COMMENTS ON “ALTERNATIVE MEDICARE FINANCING
SOURCES”

(By Henry AARON, The Brookings Institution)

When a problem 18 complex, we usually try to break it down into
separate pieces each of which can be analyzed more easily than the
whole. The medicare financing problem surely qualifies as complex.
Both analytically and politically it is orders-of-magnitude more
challenging than the social security financing problem which liv-
ened up Christmas and New Year’s a scant 12 months ago.

The piece of the problem that Stephen H. Long and Timothy M.
Smeeding examine is the menu of ways to increase revenue flowin
to the medicarse trust funds. I believe that they have done a eolig
job in carrying out his task and shall have a number of comments
on their gpecific results.

But there is always a danger in pursuing the strategy of break-
ing up complex problems into bitegize pieces. The connections and
interdependencies among the various pieces may be overlooked or
underemﬁhesized. So I shall begin my comments with some re-
marks that touch the Long-Smeeding paper only tangentiall
be(ore turning to their specific results. I %ave no reason to thin
that they would disagree with any of my obiter dicte.

1

The central point about the medicare problem is that it must be
dealt with. This requirement is political, not legal. Congress could
deal with the medicare problem, ag it could have handled the social
security financing problem, by authorizing the trust funds to
borrow from the Treasury and to run negative balances. That
course was not followed last year, and it will not and, in my view,
should not be followed for medicare. That means that either bene-
fita will be cut or revenues flowing into the funds will be increased.
Some moves in one direction or the other or both must be made
before the end of this decade. On narrow medicare grounds, howev-
er, no steps have to be taken immediately.

The corollary of this observation ia that the environment within
which decisiona about medicare are taken will be defined by wheth-
er or not Congress and the President find some way to ¢loge the
overall budget deficit before the big decisions on medicare are
taken. The fact is that cuts in medicare spending can make only a
amall contribution in the next 2 or 8 years to closing the overall
deficit, unless medicare is scuttled. If the deficit i3 reduced to man-
aieable levels by, say, fiscal year 1989, the debate on medicare 18
likely to take place as part of a broad national examination of how
we wish to organize and pay for the delivery of medical services. If
the overall deficit lingers at or near its current size, the debate on

(187



188

medicare will inevitably be enveloped in a continuing effort to
bring overal! Federal spending and taxes into line.

The difference between thege two points of view is profound. If
the overall deficit has been narrowed, we can begin {rom the recog-
nition that most of our methods of paying for medical care, public
and private, encourage the provigion all services promising any
benefit, even benefits that cost far more than they are worth. Be-
ginning from this understanding allows us to recognize that the
nature of the problems that medicare faces are no different from
the issues that we face in deciding how to organize and pay for
medical services for all groups. It would lead us to consider hmits
on overall hospital budgets, changes in tax rujes and other steps to
increase price sensitivity by all consumers and providers, revigion
of reimbursement rules for gervices to all patients, and other meas-
ures to alter general incentives.

The second point of view, the one shadowed by unresolved budget
deficits, forces us to worry about how to cut Federal spending and/
or to raise Federal taxes. It tends to downgrade the urgency of re-
forms in the overall financing and reimbursement gystems as
second-order questions that must be put aside until the on-budget
issues have been addressed.

While Congress no doubt has the ingenuity to close the medicare
deficit without materially altering other financing arrangements, it
would be a public policy tragedy if it did so. The problem of restor-
ing the reality of a budget constraint in the health care plans of all
patients and providers is perhaps the most important issue of do-
mestic social policy in the remainder of this century.

1T

The burden of the foregoing comments is that readers of Long-
Smeeding paper should keep in mind the environment within
which the 1ssues it addressess will be resolved. To begin with the
introduction, the fact that the medicare trust funds face trouble
has little to do with the fundamental problem that medicare and
our heslth care system face. The trust fund problem, like the prom-
ised execution on which Samuel Jobnson commented, may concen-
trate the mind marvelously, but I fear it may divert us from the
reasons why we got into the meas we are in.

Furthermore, the analytical approach of bresking the problem
up into little pieces pushes us in exactly the same direction. Thus,
Long and Smeeding were requeated to explore the consequences of
alternative revenue sources for closing a large part of the medicare
trust fund deficit. After an opening paragraph in which they press
their noses against the window and look somewhat wistfully at the
broader policy issues, they proceed to an expert and meticul{)us dis-
section of their piece of the problem.

The second saction of the paper lists eight major financing alter-
natives, four kinds of taxes on the general population, and four
taxes on beneficiaries. Long and Smeeding have rounded up the
usual suapects: Payroll taxes, general revenues, a value-added tax,
or excises on alcchol, tobacco, and gasoline. The list of revenue
raigers from beneficiaries containg some {amiliar items: Premiurms,
a tax on premiums for supplernentary insurance, and two slightly
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more outré items: A personal income tax surcharge on the elderly
and disabled and a special estate tax, again only on the elderly and
disabled.

The second section briefly provides motivation for considering
each of these revenue sources. Payroll taxes are familiar, and no
current or immediately prospective beneficiary has paid more than
a fraction of the actuarial value of entitlements to medicare bene-
fits. General revenues already pay for most of SMI, and they have
been used for social security cash benefits. The value-added tax has
long held some attractions to political swaing, but it has not been
the kind they want to marry. (They may be getting desperate, how-
ever.) And excise taxeg on tobacco, alcohol, and gasoline taxes have
the obvious attraction that they penalize actions that increesse
medical outlays. Moreover, the real lavels of these taxes are lower
than in the past.

Premiums on beneficiaries are that rara avis of economics, the
lump-sum tax that does not distort economic decisions, a tax that
cannot be avoided because coverage is mandatory and causes no
distortions because no action other than suicide or criminal evasion
can avoid it. Thia premium in no gense is 2 means test, because eli-
gibility does not hinge on it. It is simply a disguised reduction in
social security cash benefits.

So is the personal income tax surcharge. But the surcharge is a
more progressive change. How much more progressive would
depend on its structure,

The tax on supplementary insurance would help fight deficita
two ways: It would raise revenues directly and reduce costs by dis-
couraging the purchase of cost-desensitizing medigap plans. In an
interesting section Long and Smeeding suggest that the burden of
such a tax may differ less than one might suppose frorn that of in-
creased cost sharing. The latter would drive more people into
buying more ineurance. In both cases, they suggest, the distribution
of the extra costs would be similar to that of premiums.

Finally, they look at a special estate tax levied on elderly and
disabled persons who are unmarried at time of death.

The third part of the paper lista a number of evaluative criteria:
Distributive equity, efficiency and behavioral effects, ravenue po-
tential and stability, and adminigtration and compliance costs.
Equity is viewed in three ways: Across generations, across income
classes, and among equals.

The fourth part of the paper describes how sach of the alterna-
tive taxes stand up to these criteria. Most of the results concern
distribution among income quintiles of a tax increass of $6 billion
in 1975, which is roughly equivalent to $10 billion in 1985. The au-
thors assume all of the added revenue is collected successively from
aach tax.

The results are contained in three tables. Data on the institution-
al population are missing ag they are from most surveys. The paper
contains no explicit discussion of the rules-of-thumb used for allo-
cating tax burdens. 1 presume that payroll taxes are allocated in
proportion to earnings, general revenues and income tax surcharge
In proportion to income taxes, value-added taxes in proportion to
consumption, excise taxes in proportion to consumption of taxed
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itemg, and premiums on a per capita basis. I don't know how the
supplementary insurance tax is allocated.

The tables contain no surprises. General revenues and the
income tax surcharge are progressive. The burden of payroll tax as
a percent of income ig hump shaped. The value-added tax and se-
lected excises rise with incorne, but less than proportionately and
are regressive. Preminms and the supplementary insurance tax are
almost flat per capita and are highly regressive.

These results follow a Jong tradition in tax enalysis and partake
of the same virtues and flaws. The results assume behavior is un-
changed and they ignore life cycle effects, to mention just two
shortcomings that [ think are serious, but will not go into here.
The virtue 18 that if these and other problems are not too serious
the results give a crude and easily understood sense of distribution
among income classes.

The tables give little guide to intergenerational distribution,
which requires explicit attention to how peoples’ incomes and con-
sumption change over their life cycles. They give no guide at all to
horizontal equity which requires that one go behind broad aggre-
gates such as income quintiies.

Table 4 presenta detailed results for the separate excises on alco-
hol, cigarettes, and gasoline. All rise with income but less than pro-
portionately. The least rogresgive is the tax on alcohol; the most re-
gressive is the tax on cigarettes, Table 5 presents estimates of the
distribution of the estate tax necesaary to raise $5 billion. It is pro-
gressive,

Table 6 summarizes the strengths and weaknesses of all eight
revenue sources by the four major evaluative criteria.

11

It is at this point that the bite-sized chunk approach to analyzing
the medicare problem begins to be most troublesome, Three exam-
ples will illustrate the problem.

Firgt, take the value-added tax. Tables 1, 2, and 8 indicate it ia
regressive. But that conclusion is mialeading on several grounda.
European experience indicates that the regressivity can be largely
eliminated by differential rates on luxuries and necessities. Fur
thermore, the VAT can be part of a progresgive tax reform package
a8 it was in Margaret Thatcher's first tax bill. For example, the
U.S. could use part of the revenues from a VAT to free low-tax
bracket families from the personal income tax and to increase the
earned income tax credit. But one is diverted from thinking about
these poseibilities if one approaches the value-added tax as a possi-
ble fix for the medicare system. The point, surely, 18 that the intro-
duction of a VAT should be considered within the broad context of
revenue needs and tax structure. The same can be said for estate
and gift taxes.

Second, congider the selective excises. Should the supposition
that they are regressive have any material bearing on whether we
impose them? Should they be linked to medicare? The answer to
both questions, 1 think, is no. Increased taxes on alcohol and tobac-
co are justified as mechaniams for internalizing some of the costs
from which our methods of pricing third party coverage inevitably
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protect people. They may be regressive, but if that consideration is
controlling, perhaps we should also provide special income tax con-
cessions to smokers and drinkers because their habits reduce their
ability to pay. The point, surely, i8 that we ghould take such public
stepe as we think appropriate to influence the distribution of
income. We thould then consider on their own merits taxes that
are intended to make people recognize or pay for the burdens their
actions impose on others. Once again, one i8 diverted from putting
these issues in full context if one confronts them in the constricting
framework of the medicare financing problem.

Finally, there is the supplementary health insurance tax. I be-
lieve that the Internal Revenue Code is a great untapped resource
for the conscious regulation of health care. The President suggested
a cap on the allowable exclugion from the personal income tax of
health insurance premiums purchased by employers. But most
changes in health insurance, from the reduction of first dollar cov-
erage to the use of fee schedules or other changes in reimburse-
ment could be encouraged, if not compelled, by use of the Internal
Revenue Code. We should think care&lly about whether and how
to use the Internal Revenue Code as an instrument of health policy
and until we have done so, we should not use it for the emal}l) con-
tribution it could make to closing the medicare deficit.

v .

The inexorable drive of technology, rising incomes, and an aging
population is causing health expenditures to rize. We rejoice at
similar trends in computer expenditures as a sign of progress. But
we grow restive at rising health costs because these outlays
do not meet a market test and because we suspect that increasing
amounts are being spent at the margin for meager benefits. The
medicare system presents us this problem in full color because leg-
islated tax rates are flat and because the numbers of the medically
costly over-75 population are rising very fast.

To be sure, we can fix medicare—by curtailing covered services,
by cost sharing that shifts outlays off-budget, or by relying on one
or more of the taxes that Long and Smeeding examine. If that is
all we do, we will have done little. We will have shifted the ac-
counts where outlays appear and marginally changed income dis-
tribution.

But we should and are already doing more. DRG's are being put
in place. Several States are implementing hospital budget limits,
some of which (New York and Massachusetts, for example) are
severe. If these limits spread, and 1 think they are likely to do so, a
whole range of changes will be set in motion, forcing administra-
tors and providers to decide which care should not be offered and
compelling patients to adjust to queues and nonprovision. If such
limits become the norm and our tax laws are modified to discour-
age overingurance, we should recognize that the price of medicare
is the price of health coverage for the aged commensurate with
that available to the nonaged. If we wish to retain the self-financ-
ing character of part A of medicare, the case for increased payroll
taxes will be strong. If wa want to continue the joint financing of
part B, we shou]dg increase premiums and general revenues to
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cover its costs. ] see no case for the use of major new earmarked
taxes until and unless they are considered as elements of an over-
all tax structure adequate to pay for the expenditures which our
political process deems as necessary.



PART II—CONFERENCE PROCEEDINGS
TUESDAY, NOVEMBER 29, 1983
INTRODUCTION

PAUL RETTIG, STAFF DIRECTOR, SUBCOMMITTEE ON HEALTH, COMMFTTEE
ON WAYS AND MEANS

Mr. Rerric. Good morning. Welcome to the Conference on the
Future of Medicare. We appreciate your coming today and we hope
you will have an enjoyable confersnce. To begin with, two members
of the Ways and Mﬂns Committee will make introductory re-
marks. It 19 my privilege to introduce Hon. James Shannon, a
member of the Subcommittee on Health of the Committee on Ways
and Means, Mr. Shannon,

REMARKS OF HON. JAMES M. BHANNON

Mr. SwanNoON. Thank you, Paul. On behalf of Chairman Resten-
kowski and Chairman Jacobs, I would like to welcome all of you
here thias morning to the start of the Ways and Means Committee’s
Conference on the Future of Medicare.

This extensive, 2-day conference will establish a frame work for
addressing what will be, without question, the toughest domestic
iasue the Congress will face over the next few years.

Medicare, the single most important Federal program protecting
older Americans from financial hardship due to major illness, is
now confronted with extremely aerious funding problemas.

The question this conference will explore is how we cen assure
that medicare remains adequately funded without cutbacks in the
essential health insurance it provides.

There is little dispute over the fact that the medicare hospital in-
surance trust fund will be bankrupt by the end of the decade, if not
gooner, By 1996, that fund could run up a deficit of well over $250
billion—a third to a half again the total amount of revenues the
fund i8 projected to receive over that time period.

The supplementary medical insurance trust fund—medicare part
B—will avert bankruptey only because of automatic transfers from
general revenues. But the size of those transfers continues to esca-
late, meking benefits under medicare part B a prime target in
many of the Federal deficit-reduction proposals.

As will become clear during this conference, the sheer magnitude
of the medicare financing crisis is far larger than the cost-saving
potential of any of the policy optiona under active discussion today.

Not only is tﬂe medicare financing crisis of drastic proportions, it
is also extremely complex.

Unlike social security, which provides direct cash payments to
beneficiaries, medicare reimburses providers of health care for
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services rendered to people covered by medicare. The solution to
the medicare financing problem will lie in part in getting the
health care providers to do their job in a more efficient and less
costly manner, It is not simply a matter of cutting back on reim-
bursement or raising additional revenues—the system must be re-
formed into one which diacourages waste and encourages efficiency,

We have ahead of us a long process of education and consensus
building—hoth across the country and here in Congress—before
there can be major action on medicare reform, and this conference
will provide an excellent foundation from which to build. As we
proceed, ] believe it is vitally important that we never Jose sight of
the following three pointas:

First: The medicare system cannot be reviewed or reformed in a
vacuum. The financing crigis this conference will examine today
and tomorrow is mostly a symptom of the decade-old crisis of
health care inflation. And while overall inflation has dropped, the
cost of health care in the United States is projected to increase at a
rate of 11 to 12 percent for the rest of the decade. Medicare’s prob-
lems will never be fully resolved as long as health care costs con-
tinue to escalate at doubledigit rates. Furthermore, any proposal
to cure medicare must be assessed as to its impact on the overall
health care system. Fixing medicare simply by shifting costs onto
beneficiaries or private inaurers is no solution at all,

Second: We cannot forget, as we focus on this financing crisis,
that adequate health care remains beyond the reach of miﬁionﬁ of
Americans.

lé\/!eldicare covers only 45 percent of the total health bill for the
elderly,

Copayments, premiums, and out-of-pocket expenses continue to
escalate 8o that older Americans now spend 14 cents of every dollar
on health care:

There is still no protection against catastrophic long-term illness;

Physicians can still charge medicare beneficiaries amounts above
and beyond the medicare reimbursement amounts;

We have yet to enact a health insurance program for the unem-

ployed;
’]yhe list goes on.

We cannot allow the medicare financing cnsis to divert attention
away from the major work that remains to be done in assuring
adequate health care for all Americans.

Thied: Any solution to this crisis which is designed to avoid dras-
tic cutbacks in protection or mammoth tax increases will need time
to become effective. The longer we wait to act on this issue, the
more difficult it will be to prevent the drastic types of changes we
all want to avoid.

As will bacome clear during this conference, the severity of the
medicare funding problem cannot be overstated. If we were to ad-
dress the medicare deficit solely through reducing benefits, we
would have to cut the program by 30 percent. If we were to address
the problem solely through tax increases, we would have to raise
them 50 percent. Ivstrongly doubt there is anyone in this room who
would {ind either of these approaches acceptable.

The alternative, then, i3 to make the overall heslth care aystem
more efficient and less wasteful.
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Last spring, this committee and the Congress took important
first steps by adopting a progpective reimburssment system for the
hospitals. That legislation also directed the Secretary to report
back to Congress on ways to extend prospective reimbursement to
the other payors of health care, and to physicians as well.

Meanwhile, many States, working with broad-based coalitions
made up of the guaine&s community, the providers, and the
beneficiaries, have adopted statewide health cost containment pro-
gramas.

While the basic message of thia conference might be a grim one,
it 18 encouraging to note that the first steps have already been
taken. This conference will establish a consensus on the scope of
the problem and lay the groundwork for the coming debate on
what remains to be done.

The crisis will soon be upon us. It is essential that we begin to
face it today.

In closing, I would like to express my deep a&)reciatim for the
tremendous job done by the Ways and Means Committee staff, in
conjunction with the Congregsional Budget Office and the Congres-
sional Research Service, in developing this excellent 2-day confer-
ence.

Mr. ReTmG. Thank you, Mr. Shannon.

It is my privilege now to introduce Hon. W. Henson Moore, rank-
ing minority member of the Subcommittee on Health of the Com-
mittee on Ways and Means.

REMARKS OF HON. W. HENSON MOORE

Mr. Moore. Thank you, Paul. I join my colleague on the Subcom-
mittee on Health, Jim Simnnou, in welcoming you to the Confer-
ence on the Future of Medicare.

When the idea of this Conference on Medicare was conceived just
over a year ago, 1 don’t think any of us had any notion we would
have this kind of response. We are all very gratitied.

I would like to add a special welcoma to those who are listening
this morning to the proceedings of this conference in the Energy
and Commerce hearing room in the Rayburn Building, due to the
lack of space in this room, where an audio hookup iaﬂ been in-
stalled to accommodate all those people who had indicated an in-
terest in attending this conference.

I am certainly encouraged when I look out over the audience to
see the number of people who are willing to take the time to begin
to work with ua in acf’drmsing what I consider as the single most
important domestic issue facing the Congress of the United States
in this decade.

This is a very unusual procedure, and I, in the years | hava been
in Congress, have never seen anything quite like tiis.

I hope that what we will get from this conference is not the hear-
ing format that we normally get, but a free exchange of ideas and
the beginning of a stimulation throughout this great country of
ours to bring forth every possible concept and idea to bhe discussed
and thought through.

I think that is going to be the t value of this conference. As
Jim said, we all know the problem of medicare—$250 billion in
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deficits by 1995. That is si%niﬁcantly more than the entire deficit of
the Federal Government laat year ar this fiscal year in this one
program, and we think those deficits are horrendous.

Maedicare is one of the—if not the most—important social pro-
gram of the Federal Government, part and parcel to social security.
In addition to not only bhaving to solve the problem of social secu-
rity, we have to address the impending bankruptcy of medicare.
The solutions we select are critical gince they wil{)set the direction
in our health care delivery aystem in general just as the DRG pro-
spective payment gystem, included in the Social Security Amend-
ments of 1988, is setting the direction for hospital payment.

We expect to see that approach used heavily ocutside medicare
across the spectrum of our ﬁealth care delivery system, Likewias,
we think that many ol the solutions that come forward from this
conference, and which may ultimately become law, will influence
the direction of our Nation's health care delivery gystem.

When looking to the near future, however, I think [ can safely
gay that nothing much ig going to happen in 1984. There are two
reasons for that. First of sﬁl, it ia going to take time to deven =
consensus of what to do. We would like to move very quickly, vue
realistically, 1885 ig the earliest this Congress will be able to act.

We need to move in 1985, even though the program won't be out
of trust funds by then, because we are rapidly approaching a nega-
tive cash flow sttuation in the fund.

It takes time to generate the ideas, it takes time to get them on
paper as law, and it takes time for them to be phased in. And so, if
you don’t want to have a very traumatic change from existing law
to what the law will be in medicare, phase-in time will be required,
and every year you delay tackling the problem, you shorten or
eliminate that phese-in period and inctrease the trauma of the
change you must make.

But as a practical matter we will need the time between now and
1985 to germinate every possible idea, to think that idea through,
and to get it translated into legislative language.

So we have a year in which to work on ideas, and hopefully a
year from today to be in a position to be ready to move in 1985.

A second reason why nothing ia going to be done in 1984 is obvi-
ous—it is an election year. The Congress seems to shy away from
very controversial iasues it doesn’t have to face when it is facing
election itself and election of its candidate for President of the
United States.

Medicare is going to make the social security problam we tackled
earlier this year look like child’s play in terms of political difficul-
ty. It is going to be a most sensitive iasue, I think the most sensi-
tive socioeconomic issue of the decade to face the Congress.

Unfortunately, there are already some who are using this 1ssue
for political gain for next year. I have already seen two political
fundraising letters seeking to raise money on the grounds that one
party is about to destroy the medicare aystem and the recipient of
the letter better send in money to save it.

If those funds were goin% into the medicare trust fund, I would
be a bit more encouraged, but since they are not, 1 find the letter
most unhelpful in trying to build the consensus we have got to
build for ¢the future.
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In any event, that is politics, and that is why nothing will be
done next year. But in 1985, I think the action will begin in ear-
nest and we must be ready.

So, let us today begin to seek and consider all possible ideas and
golutions and let us begin today to build a bipartisan, industry-in-
volved and publicly understood consensus to solve this problem,
and to set new directions for solving the larger problem of the Na-
tion's rising cost of health care.

Thank you.

Mr. RErmG. Thank you very much, Mr. Moore.

I believe both these members of the Health Subcommittee plan
to participate further in this conference, although I understand
that Mr. Moore, at least, has to leave now for the time being.

The next item on our program is a presentation by Marilyn
Moon of the Congressional Budget Office of a paper, for which she
ig joint author with Paul Ginsburg, also of CBO, that will represent
an introduction to the medicare financing problem and set the
stage for our later discussions,

AN INTRODUCTION TO THE MEDICARE FINANCING PrOBLEM

MARILYN MOON, ANALYST, INCOME SECURITY AND MEALTH UNIT,
HUMAN RESOURCES AND COMMUNITY DEVELOPMENT DIVISION, CON-
GRESBIONAL BUDGET OFFICE

Ms. Moon. Thank you, Paul.

We are gratified and a little terrified to see so many of you here
this morning.

I am going to speak only briefly about the magnitude of the prob-
lem and provide an introduction to some of the options facing
medicare so that we can turn quickly to the papers and discussions
that we have planned.

The medicare program faces serious financing problems for the
foreseeable future. Under current policies, the Hospital Insurance
Trust Fund will be depleted by the end of the decade and contribu-
tions from general revenues required to support SMI benefits will
continue to grow at a rate that far exceeds the growth in general
revenues. The basic problem is that spending on medical care ig
growing more rapidly than national income.

Projectionsa over periods as long ag 10 or 15 years are very impre-
cigse, but differences between growth in med)i'care and growth in
revenues ig so large that errors in forecasting are relevant only to
dates and amounts—not to the conclusion that under current poli-
cies, gevere financing problems will oceur.

Over the near future, the projected growth in outlays is attribut-
able primarily to rising medical care costs, and only to a lesser
extent, to the aging of the population. A large part of the increase
in costs is attributable to expansion in the volume of services pro-
vided—where volume refers to both intensity of care and number
of courses of treatment provided to patients. With medicare com-
mitted to financing mainstream medical care for its beneficiaries,
changes in medical care practice automatically reflect themselves
in medicare outlays.
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Depletion of the HI trust fund is projected by 1990 unless further
policy changes are implemented. The yearend balances are project-
ed to decline each year 23 annual outlays exceed annual income.
Deficits would be small at first, but then increase rapidly. By 1995,
the annual deficit would be over $60 billion, or more than one-third
of the projected outlays for that year. The cumulative total deficit
would be over $250 billion.

Projections for the subperiod beginning in 1986—at a point when
most of the recent legislative changes will have been implement-
ed—illustrate the nature of the problem. Over the 1985-95 period,
outlays are projected to grow at a 12.4-percent annual rate, with
revenues growing at 7.9 percent.

Demographic trends—including growth in the number of enroll-
ees and the effects of the aging of the population—are projected to
account for 2.2 percentage points of the growth in HI outlays. The
effect of changes in the nature of medical care is the most difficult
to project, partly because such changes are influenced by the
nature of the reimbursement system. Real outlays per enrollee are
projected to grow at slightly more than 4 percent per year after
1986, reflecting both the impact of a higher admissions rate per
medicare enrollee and more resources applied per hospital stay.

The projection of the revenue growth rate for covered earmings
reflects a forecast of the near-term performance of the economy
and assumptions of moderate growth thereafter.

Problems raised by the rapid growth expected in SMI are closely
related to concern over the size of the Federal budget. Since, by
law, appropriations from general revenues to SMI must be suffi-
cient to guarantee solvency of the trust fund, SMI does not face a
financing crisis per se. Rather, concern arises over this part of
medicare because the projected growth of SMI is 80 much higher
than the growth of general revenues, from which it draws support.

Like HI, outlays under SMI are projected to increase rapidly—by
almost 16 percent per year through 1988. The share of general rev-
enues necessary to finance the SMI trust fund will rise from 3.1 to
5.7 percent between 1982 and 1988. If the share of general revenues
contributed to the SMI trust fund were not allowed to rise, outlays
would have to be reduced or premiums increased by almost $27 bil-
lion over the 1984-88 period, an amount representing about 19 per-
cent of all SMI expenditures for the period.

If the growth of both revenues and SMI outlays were to continue
at the same annual rates now projected through 1988, SMI would
g@gire a transfer of more than 11 percent of general revenues in

Projections of the expected growth in SMI expenditures are
based on past experience which indicates that growth is a product
of an increase in the number of persons covered by medicare,
higher prices for services rendered, and rising use of gervices per
beneficiary. For example, between 1978 and 1982, total SM} bene-
fits grew at an average rate of 21 percent. About one-tenth of this
wag attributable to expansion in the enrolled population. Although
it is difficult to separate the price and volume factors, changes in
the latter are particularly important in SMI, accounting for almest
half of total per capita growth in outlays.
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In this introduction, I shall not describe options in detail or
evaluate them, but rather provide an overview of the range of gen-
eral approaches.

Options for attacking medicare’s financial problems can general-
ly be classified into three broad categories:

Pay for fewer services;

Pay less for each service; and

Shift responsibility to beneficiaries or taxpayers.

Unless options for change address the underlying problems of
medicare of rising volume of services and increasing unit costs per
gervice, however, medicare 18 likely to continue to face financial
pressure.

Let me turn first to paying for fewer sarvices. One of the criti-
cisms often leveled at medicare has been the low level of control
over what medical care services are delivered. Payment schemes
that reimburse on a fee-for-service basis provide few incentives to
providers or beneficigries either to limit the number of medical
sarvices or to uge a Jower cost mix of services.

Reducing the volume would require careful consideration of the
efficacy and value of individual medical procedures. While some
services might be readily discarded under closer scrutiny, signifi-
cant reductions in volume would require foregoing services that are
efficacious, but whose medical benefits are judged to be amall in
comparison with thetr cost.

Reductions in volume could be accomplished through incentives
for providers or patients, or by direct controls by medicare or its
designated agents.

The essence of an approach emphasizing incentives for providers
would involve changing the unit of service that is reimbursed—for
example, broadening further the unit of payment to encompass all
medical services required by a patient over a year. The health
rnaintenance organization is the best known provider organization
that contracts to provide medical care on such a per person basis,
and it has demonstrated substantial reductions in volume com-
pared with fee-for-service medicine. In addition, a medicare vouch-
er system has the potential of affecting volume by giving benefici-
aries acceas to other organizations willing to provide care under
capitation payment.

n contrast to incentives for providers, cost sharing could reduce
the volume of services by emphasizing incentives to the patient, al-
though the existence ofy extensive private supplemental coverage
reduces the effect of such cost sharing for the medicare population.

Direct controls on providers by medicare or its agents offers an-
other alternative to reduce the volume of services. Examples are
utilization reviews which attempt to reduce volume by identifying
uses of services that depart from the norms of medical practice,
limiting payment for difficult procedures to designated centers, and
ending medicare coverage of very expensive procedures with ques-
tionable or small medical value.

Although reducing reimbursements for each unit of service pro-
vided can produce considerable shortrun Federal savings, such ap-
proaches do not directly address the underlying problems leading
to higher medicare costs. Indeed, lower reimbursements might ag-
gravate problems with volume of services, thereby offsetting some
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Federal savings. Restricted access to mainstream services for medi-
care beneficiaries ia another concern if the level of reimbursements
is severely reatricted.

Coordinating reductions in reimbursements with other payers
could alleviate some of these 1problems, however. Providers would
be more prone to increase efficiency and reduce the growth in
input prices—eapecially wages—when opportunities for cost shift-
ing are removed. Indeed, providers' greater strides at cost reduc-
tion might open posasibilities for additional reimbursement reduc-
tion in the future.

Finally, unless medical care costs can be readily brought into
line by changes in reimbursement practices, it is likely that addi-
tional costs must be borne by beneficiaries, taxpayers, or both.
Medicare beneficiaries could pay a preater share through across-
the-board increases in premiums, premium increases reatricted to
bigher income beneficiaries, or grealer sharing of costs by the
usgers of guch care. The tradeoffs among the major options for shift-
ing costs to beneficiaries are relatively straightforward—across-the-
board incresses would spread the burden among the greatest
number of individuals, while tying cost sharing to use of services
would have a somewhat greater impact on beneficiaries’ incentives
for uae of care.

Medicare vouchers might be viewed as an alternative to major
increases in coat sharing. Vouchers could, like cost sharing, shift
the burden onto beneficiaries, but aleo expand the range of choices
available to them.

The RI gdeficit could also be reduced through increased revenues.
Increased revenues could be obtained by raising the payroll tax
rate, levying a new tax and dedicating the revenues to the trust
fund, or transferring general revenues to the trust fund. A number
of considerations relevant to this choice include the question of
who should pay the additional taxes and whether the trust fund
approach should be maintained.

inally, the overall budget outlook is certainly important. With
large deficits projected for the foreseeable future, approaches de-
pending heavily on transfers of general revenues would have to
carefully consider what taxes should be increased to provide rev-
enues for medicare.

The medicare financing problem is 2 manifestation of a broader
societal problem—the vastly different growth rates between health
care spending and incomes available to pay for it. Changing tech-
nology continually yields opportunities for additional medical serv-
ices that have prospects of improving medical outcomes. Many are
very costly, however, and current financing srrangements give
only limited encouragement for weighing benefits of services
against their costs.

Changes in financing that would bring incentives to bear on deci-
siona concerning the use of services are likely to be an important
part of solving the medicare financing problem in particular and
socisty’s problem in general.

Solutions to medicare’s problems are not, however, likely to
result from one change, but rather from a combination of ap-
proaches, making it particulariy important to keep in mind issues
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of coordination and interaction among the options we consider at
this conference today and tomorrow.

Mr. Rerme. Thank you, Marilyn.

Let me say a word now about the way the remainder of the con-
ference is organized. The conference is structured with several
topics that appear in your pro%'mm. The general pattern will be
that a paper on each topic will be summarized and briefly com-
mented on, not by the muthor but by the lead commentator, and
the author will then be given some time for a reply. And afterward
there will be a discussion by a group of selected participants who
are familiar with the paper.

Now I want to introduce the authors and the lead commentator
for the first paper to be discussed in the next section of the confer-
ence, which hag to do with restructuring medicare benefits. The au-
thors are William Hsiao of Harvard University and his colleague
Nancy Kelley of Policy Analysis, Inc. Eli Ginzberg of Columbia
University is the lead commentator. The moderator for the next
(p)auel discussion will be Paul Ginsburg of the Congressional Budget

ffice.

2329 O0—84— M



BENEFITS

PANEL:

Paur Ginssuro, Deputy Assistant Director for Income Security and Health,

}O{;:rman Resources and Cammunitly Development Division, Congressional Budget
ce

Eur Ginzeera, Ph. D, Director, Conservation of Human Resources, Columbin Uni-
versity

Wruiam Haiao, Ph, D, Former Chief Actuary for Health Programs, Social Secu-
rity Administration; Currently Associate Professor in Econamkes, Departmant of
Health Policy and Management, School of Public Health, Harvard University

Nawncv Kewuy, D. Sc., Vies ident, Policy Analysls, Inc., Brookline, Mass.

Harown S. Lurr, Ph. D., Prafessor of Health Economics, Institute for Health
Policy Btudies, 8chool of Medicine, Unlversity of San Franciaco

BerNARD FrieoMAN, Ph. D., Associate Director, Center for Health Services and
Policy Resenrch, Northweatern University

SterHEN LATounr, Ph, D., Associate Professor of Marketing and of Hospital and
Health Services Manegement, Dapartment of Marketing, J. L. Kellogg Gradu-
ate School of Management, Northwestern University

Eopwanrp F. X. Huanrs, M.D,, M.P.H., Director of Center for Henlth Services and
Policy Research, Northwestern Universit

PAauL Arren, Director, Medical Servicea Agminlat.ration. Michigan Department of
Social Services

Karen lanan, Assistant Director, Department of Occupational Safaty, Health
and Social Security, AFL-CIO

Stantevy B. Jones, Principal, Health Policy Alternatives, Inc., Washlngton, D.C.

JoserH Nrwwouse, Ph. D., Head, Economics Department. The Rand Corp., Senta
Monica, Calif.

Roperr Myers, Former Chief Actunry, Social Security Adminiatration; Currently
Professor Emeritus, Temple Univers(ty, Philadelphia, Pa.

Jennrvrr O'SurLtivan, Speclalist in Sacial Legislation, Congressional Research
Service, Library of Congress, Washington, D.C.

Ropent A. PATRiCELL, President, Affiliated Businesses Group, CIGNA Corp.

JOHN SinNN, President, Board of Trustees, Eissnhower Medicol Center

Mr. Ginzeerc. [ have had many assignments in my long life, but
never to summarize somebody else’s paper with the ‘“somebody
else” directly next to me.

This ig a paper which I read more than once because I realized
the circumstances under which my summary was going to take
place and I am trying very hard in the first part of my comments,
which ig the summary, to {ollow the text as carefully as I can.

Let me begin by saying that the paper has a double focus. It
really seeks to make a contribution to the reduction of the deficit
in medicare, and second, it wants to do that through a cost-sharing
approach which will improve the present beneficiary gystem. So it
hos ot Jenst these two major objectives.

It starts with a perception of the fact that the alternative to cost
gharing, which Professor Hsiao considers to be a regulation broadly
deﬁneg, is not really a desirable way to go and thereby puts addi-
tional weight on the cost-sharing approach.

The next point, and 1 think it is an important one not generall
recognized, notea that if one is looking for improvements in the ez
ficiency of the system via cost sharing, such improvements can

(202)



0%

come either from patient behavior and/or provider behavior. Pro-
geas%r Hsiao recognizes this distinction but doesn’t elaborate on it
urther.

The major idea that underlies the paper is that by incurring coat
sharing on beneficiaries, they will shop the market and try to find
less expensive providers. That is the essential point of the whole
paper—that is, if you introduce a major economic incentive to the
purchaser, he or she will shop the market and try to get more for
less.

Now, Professor Hsiao is aware of the fact that there are limita-
tions to cost sharing. That is, people without much money may
delay treatment; they may not have adequate information about
the marketplace and thereby not know how to shop; that on the
whole, the poor will be worse off than the middle- and upper-
income groups because the latter can afford cost sharing more
readily; and importantly, there is no guarantee about these defeor-
rable changes leading to greater efficiency if consumers continue to
buy supplementary insurance via medigap.

Profesgor Haiao then reviews the empirical studies which are
available concerning the effects cost sharing as we know about it
from the literature, and on the whole he argues—and I think cor-
rectly—that all of the results to date indicate that if you have a
reasonable amount of cost sharing on the beneficiary, there will be
a reduction in demand for services.

He points out, however, that that reduction in demand for serv-
ices will probably be conaiderably greater in the case of ambulatory
care servicea than in the case of hospitalization. Still the Newhouse
study, according to him, suggeats that there will be a reduction in
hospitalization. Unlike Roemer’s original view, that cost sharing
could lead to “‘serioua delayed resulta leading to additional hospital-
ization,” Newhouse doesn’t seem to have found that, at least as yet.

Now, the question arises as to what are the disabilities of pa-
tient’s cost sharing, because medicare is a cost-sharing gystem.
Well, the first thing—I say the first thing—that doesn’t mean that
the paper goes exactly this way, but my notes at least say one of
the troubles with the present cost sharing is that so many consaum-
ers have gone and bought medigap—two-thirds of them—and they
pay $400 a year for medigap and that undermines the behavior
congequences that you want to obtain via cost sharing, With alter-
native insurance giving them protection, they have no need to shop
the market.

Second, the informational sources to help consumers act more ra-
tionally with respect to providers are not available in many in-
stances. They don’'t know what physicians and hospitals charge,
and 8o on. ere must be something wrong, however, Profeasor
Heiao says, about the market because he presents a table about the
tremendous variability in prices in the same market both with re-
spect to hospitalization and with respect to physician charges.

He sums up this part of the analysis by saying that the benefit
structure under present medicare is poor, for reasons I will amplify
in a second, having to do with the fact there 18 no catastrophic cov-
erage.
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In addition, that it really is an open ended approach to letting
hospitals and physicians keep on raising their charges and that
ph&siciane make all of the decisions.

ow, in Professor Hstao’s point of view, a good benefit system
would have to protect the individual from financial ruin. That
means some form of catastrophic coverage. [t would encourage effi-
ciency in the production of services and there would be an element
of equity in how the cost sharing was distributed in relationship to
family income.

Now [ am coming to the guts of Professor Hsiao’s plan, which is,
What is this plan he and his colleague, Ms. Kelly put together?

No. 1, they want to divide on a more or less health service area
all providers, which means: Firat, hospitals and second, physi-
cians—we won't go into the other details—into three classes;
namely, high charges, middle charges, and low charges. He wants
to eatablish classes. He then wants to have the coinsurance factor
geared to the class of the provider so that if the beneficiary picks
the lowest clags provider, they have no coinsurance to pay. If they
pick the middle one in terms of hospitals, it is 10 percent, and if
they pick the high one, it will be 20 percent.

In terms of physician charges, the ratiog are 10, 15, and 40 per-
cont, depending on what kind of providers the beneficiary picks.

Professor Hsiao also wants to raise the deductible for SMI from
$75 to $100. Having established the staggered coinsurance rates,
Professor Hsiao wants to add catastrophic coverage; he wants to
put some limits on how much people at different income levels will
have to pay. Roughly he says that for people with family income
under $10,000, the worst is that their coinsurance will amount to
$1,000; for those familiea between $10,000 and $20,000, up to $2,000;
and above $24,000 their maximum liability will be $4,000. That is
the way it breaks.

Professor Hsiao belisves that because of the DRG system there
will be plenty of data available, Maybe a little bit more will have
to be collected in order to operate the three classes of providera—
high, low, and medium.

he final points that he makes relates to what this all adds up
to. He was very careful not to say that this was the only solution
by any means to the medicare problem. All he ¢claims is if you go
his way it - will be a better system,

Now, as far as contribution to the financial balancing of the
system, he offers something like a net $3 billion additional income
to the Federal Government in 1987, not counting—because he
didn't want to be too apeculative—such additional improvements as
might come through what he would call behavior changes to make
the system more efficient. So just net transfers between the Feder-
al Government and other payors would add about $3 billion in 1987
to medicare.

In his gystem you would then have catastrophic insurance in
place and he argues that the average beneficiary of the system
would be paying no more than $120 additional in 1987 and that the
equity principal would be protected because by and large, those in
the lower incomeegrou s could spend only up to $1,000 in addition-
al outlays and medicaid would continue to pay for most of the coin-
surance.
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That roughly is my understanding of what Professor Hsiao and
Ms. Kelly have said. I hope I have summarized this proposal fairly.
I now come to my critical comments.

First, I think it would be a mistake—and this is about everybody
that follows today—to be too ambitious in this conference and to

to do too many things all at once.

don’t think any proposal will very easily solve the Federal
budgetary implications of the great gap, make the whole system
more efficient, and result in big, new, better benefits for everybody.

That is all very nice, but I would say that is as far as I am con-
cerned, vastly overambitious. We have been trying to get a little
contro)l over costs since around 1968 when we removed the 2-per-
cent override on hospitals. And we surely haven’t been doing very
well on cost controls right down to date.

Take it easy. Don’t expect too much.

Second, ] really think that while it is not Professor Hsiao's prob-
lem gince he was on the beneficiary side of the equation, the fact is
that he did think about the gap, and there isn’t really much money
the way he juggled the system in terms of only $8 billion of contn-
bution by the end of 1987.

Moreover, he did point out that he is a little worried about the
cost implications if you provide catastrophic coverage, and he slips
back and says maybe the only way to control that additional bene-
fit is through regulation and through peer review, which is far
from relying on the market. Once patients pass into the catastroph-
ic arena, providers have no reason to be worried about spending
more money for them.

I think a fundamental question relates to classification systems
of high, medium, and low. There is not an iota of evidence in our
experience to date that such a system would work.

I have abaolutely no sense of confidence in exploring that kind of
a new administrative atructure, nor do I believe that the margins
between low, medium, and high can be estimated. Everybody con-
cerned would be in the courts trying to get himself or herself into a
lower clasa. I just don't see how that is going to work.

Third, I am very dubious about the availability of information
and putting the burden on beneficiaries to shop the market. There
is nothing that I know about the literature that leads me to believe
that people shop the market for hospitalization. Anything but.
They may do a little shopping, but not very much. The recent Equi-
table Life Insurance survey revealed that they don’t even shog the
market very much for pi';yaiciana. I don’t have any confidence
whatever that this elaborate system has much chance to work.

Fourth, ] am very restive about the presentation that there will
be only about $120 on the average additional costs per beneficiary.
In my opinion, that i3 not the point. In my opinion the point 1s
what will it cost somebody in the medicare group who has to be
hospitalized, and, if one is hospitalized 1 year, the oddg are that
next year they are much more likely to be hospitalized again.

1 didn't do any careful calculations but it looks to me that the
question that ought to be asked and answered iz, What will be the
costs to the persons who are unfortunate enough to have to use
hoapitalg not only in 1 year, but in 2 years—and I get very much
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higher figures, four times, five times, six tires the average cost to
the beneficiary calculated by Professor Hsiao.

Now, it i8 quite true that there is a ceiling on beneficiaries, total
outlays but I don't think that is a modest ceiling. That is, take
$4,003 as added costs; that would amount to $8,000 back to back for
people who have $24,000 of family income. That doesn’t look to me
to be exactly the principles under which the American public,
through the Congress, have made a contract with the elderly.

Moreover, | see nothinﬁ in Professor Hsiao’s paper whicﬁ would
lead me to believe that the medigap approach will not continue to
be followed by most people which undermines the whole behavioral
gains.

Moreover, he does not mention whether payments to physicians
will have a ceiling. I mean we do a pretty bamb now, Ft ink, in

ying the physicians to take care of medicare patients under SMI,

ut I gee nothing in his analysis which suggests that as long as the
patient ig willing to pay the 40—Percent coingurance at the highest
level, just what the £overnment 8 position will be about paying its
part of those bills.

1 would say that this presentation of Professor Hsiao, as far as [
am concerned, is a major change in policy which the Congress is
always free to make, but I do not advise that it should make.

Given the kinds of commitments that the United States has
made to the elderly in terms of the basic approach to medicare, we
cannot scrap it, and offer them instead some kind of catastrophic
coverage to help fmy their excessive costs. | was impresaed recentl
with the Equitable survey that about two-thirds of persons in med-
care are complaining bitterly about their hospitalization costs.
Unless we can do something in a much more fundamental way
about changing this situs of care away from the hospital, paying
beneftciaries less doesn’t seem to be a very good way to go.

Well, I have a few minutes left, and I was told that in addition to
criticizing Professor Hsiao’s paper 1 could quickly tell you where I
come out.

I have already suggested to you that 1 don’t want to do too much
all at once. I think this conference has its hands full, and I would
therefore not move on the catastrophic format deapite the fact that
it has long been a gaping hole.

More than 30 odd years ago 1 recommended to Governor Dewey
that New York State, by legislation, force insurance companies to
write coverage that would take care of catastrophes, but I lost out
on that and I don’t think it ia sensible now, with medigap and med-
tcaid around, to go back to that issue.

Second, I do want to, and I think it ia important that we try to
loosen the present system by adding choices as long as we are sure
that they are substitutive and not additive. So 1 would like to try
some experiments with prepayment for HMO’s for the elderly.

That is not going to work according to a recent article in the In-
quiry, unless we do something about health status as a risk factor
in terms of enrollment in the HMO's. But I do think it ig important
to loosen up medicare and to see whether we can treat more of the
clderly out of hospitals. I believe that is poasible, but that means
we have to address that HMO question in some kind of a prepay-
ment system that they will be willing to go for.
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The next point is that I {irmly believe that we do need the medi-
cal profession’s assistance in trying to slow up the introduction of
questionable new technology before medicare pays for it because
that contributes much to driving the costs up. I think cost can be
slowed if technology is reined in.

We haven'’t begun to do that, but I think we have to do it if we
are serious about controlling casts.

Next, the DRG system, which I don’t expect will work very well.
Nevertheless, we have to live with it and try to make it work
better. In that effort we should try to do whatever we can to hold
down capital costs because excess lids keep inflating the costs of
the system.

The next point is that I am distressed by the fact that one per-
cent of the population—this is of the whole population—apparently
accounts for about 30 percent of all coats. That is in Morris’ paper
which he gave ag testimony here in May. 1 don't know whether it
18 exactly right, but he argues that the percentage ig up from 17
percent in 1963 just before medicare.

I have always believed it ta be true that one of the things medi-
care did, partly correctly and partly incorrectly, was to make the
elderly ideal patients from the point of view of the hospitals doing
more and more things to them. I would like to have more stud
and control of the 1-percent group. Most of them I auspect are ef:
derly but not all, clearl?r,

I come out finally believing that [ don’t think Congress can walk
away (rom its basic commitments. Most of its efforts will have to
be on raising new taxes. I want to see the HI tax go up. I would be
perfectly willing to gsee it go up in some relation to income. I am no
expert on taxes but we need more income in HI.

am willing to see the SMI go up again, if Congress relates the
rise to income. It looks to me that unless we are willing to rip
medicare apart we must pay attention to the revenue side.

Congress in the seventies moved in the opposite direction, for
reasons that escape one. Congreas reduced HI taxes. That is made
clear in the Wolkstein paper. I was amazed to read that the Con-
gress in the seventies really reduced the tax burden on HI.

So I would say that the final issue, from my point of view, is how
Congress i8 going to respond to the American public; what degrees
of freedom it has or will take to walk away from a major and
solemn commitment that the Congress made in 1965.

Mr. Ginsnurc. Now we will move to the reply by the paper
author, Prof. William Hsiao of Harvard University.

Mr. Hsiao. First of all, I should explain whym coauthor Nancy
Worthington XKelly is not here thia morning. ile I am here to
provide ivory tower solutions to medicare problems, she is doing
something concrets in solving these problems. Mrs. Kelly has re-
cently given birth to a new taxpayer to support medicare. That's
why she can't be here today.

I think Professor G'mzberg has summarized our paper very well,
and let me just highlight a few points. As pointed out this mornin
by Congressman Shannon, the driving force that ¢creates a financia
g‘roblem for medicare is the rapid inflation of medicel care costs.

he policy issue then is how do we try and constrain this cost infla-
tion. Can we do it only through Government regulations?
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Do we just let this inflation go on and for higher health costa by
hiﬁher taxeg of any form, or should we also try to conatrain that
intlation through the decentralized market mechaniam, that is,
consumer demand?

In our paper, we state -at there are three ways to golve medi-
care's financial problem: Raise taxes, change benefits, or regulate
providers. But none of the three a;?_})roacheﬂ alone could be the
panacea to control the health cost inflation and solve the financial
problems of medicare. We think all three have to be tried, and it is
in that context we present our paper.

Profeasor Ginzberg ia correct, we did not address the issues of
regulating the providers or totally restructure the health care
systam, because these iasues are outside the scope of our paper.
Our topic was how do you go about restructuring the benefits of
the medicare program in a rational way.

Through 20 years of experience since the enactment of medicare,
we learn that there are two major flawa in the current medicare
benefit structure. First, the program does not protect the benefici-
aries from financial ruin, Therefore it fails to serve as an insur-
ance protection for the elderly Americana. This flaw in the benefit
design induces many elderly to purchage medigap insurance.

Second, there 18 inadequate information about the relative costa
of medical services rendered by different providers. In our paper,
we provide some empirical data to show that within the same com-
munity the hospital costa can vary by 100 percent for the same
DRG category. Physician charges could vary 100 percent for surgi-
cal procedures and 200 percent for medical services. Under the
present benefit structure, the elderly are given no incentive to shop
for the least costly providers that may adequately serve their
needs. We recommend a restructuring of the benefits to introduce
such an incentiva.

Two proposals were outlined in our paper. One is to limit the
total amount that the beneficiaries have to pay for cost gharing.
The ceiling is related to the beneficiaries’ ability to pay.

Our gecond propoeal ig to vary the cost sharing by the price cate-
gory to which a hospital or physician belongs. In other words,
beneficiaries have to pay higher coinsurance rates when they
obtain services from higher priced providers. We believe that if the
price information is gathered by the Government and widely dis-
seminated to the beneficiaries, some beneficiaries, not necessarily
everyone, will begin to ask these questions: Do I have to use that
most expensive hospital? Or do I have to go to Dr. X if Dr. X is
charging twice 88 much as Dr. Z?

We think competitive shopping by patients will promote the eco-
nomic efficiency of the health care system, and help to moderate
the health cost inflation.

Professor Ginzberg commented that administratively assigning
each provider into three price categories will be very difficult. He
believes that there will be lawsuits, Also Professor Ginzberg be-
lieves the dissemination of price information to the beneficiaries
will be difficult. Well, [ do not agree with hie beliefs because evi-
dence contradicta them. In many communities, particularly where
the business-labor coalitions are active, they ara already conduct-
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ing these activities, disseminating price information of the different
providers to the employers and to consumers.

Professor Ginzberg commented that people havs not demonstrat-
ed that the{eshop around for the lower priced providers. I agree
with that observation. Buf people have not shopped because the
current bensfits do not provide any incentive for the beneﬁciagysto
ghop around, thus there is no reason why they should shop. a
matter of fact, under the present medicare’s cost-gsharing provi-
gions, the beneficiaries should shop and pick the most expenaive
hospitals, because beneficiaries only have to pay a flat deductible
for hospital gservices.

The current systam provides these perverse incentives. That is
why people are not shopping. There is no strong reason why we
should keep these perverse incentives. We propose to alter them
and introduce some positive incentive for people to shop, then see
whether people really respond to these incentives.

Professor Ginzberg also commented that the beneficiaries may
continue to buy medigap insurance and thus undermine the bene-
fits of variable cost-sharing rates. ] am quite confident that many
elderly Americans will continue to buy medigap, there is no dis-
agreement between us on that point, But where we may disagree is
how many beneficiaries may stop buying medigap insurance when
there is a limit on the patient’s costsharing lability, Also if
beneficiaries can reduce their cost sharing by shopping for the
least coat provided, they face lower rates of cost sharing which
would reduce their financial liability. Because of these consider
ations, I believe that a significant portion of elderly may stop
buying medigap.

Lastly, Professor Ginzberg commented that the burden of our
proposed cost-sharing provisions will be a large financial burden to
many beneficiaries. He commented that for people with an average
income of $24,000, they could have serious illneases back to back
from 1 year to the next. These beneficiaries would have to pay
$4,000 out—oi;gocket expenses each year. ] agree that this is a large
financial burden on these beneficiaries.

On the other hand, I hasten to point out that under the present
law there is no limit as to what a beneficiary has to pay. The bene-
fictary under present law may have to pay out $20,000 each year
and back to back. Because of this situation, we recommend that a
limit be imposed on the cost sharing that the beneficiaries have to
pay. I take from Professor Ginzberg’s comment that he endorses
our proposal.

In conclusion, I like to emphasize that our proposal is a progres-
give step to reform medicare. It increases the protection to the el-
derly Americans against financial ruin, and also puts in place the
positive incentive that could improve the economic efﬁciencﬁ of the
medical ¢care markets and thus contain health care costs. But our
proposal alone would not be sufficient to solve the medicare prob-
lems. We suggested that the restructing of benefita has to be cou-
pled with regulations and other financing measures. Together they
can work in concert in solving health cost inflation and medicare
financing problems.

Thank you.
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Mr. Ginsaurc. Before 1 introduce the next panel, 1 would like to
continue where we left off,- with the lead commentator’s presenta-
tion of the paper, and response by the authors.

The second paper is entit,letil “A Medicare Voucher System:
What Can It Otfer?”’ The authors are Bernard Friedman, Stephen
LaTour, and Edward Hughes, all of Northwestern University; but
the firat speaker will be the lead commentator, Prof. Harold Luft,
from the University of California at San Francisco.

Mr. Lurr. The authors choose to focus on an attempt to reduce
inefficient resource use in medical care. Higher coinsurance and
contracting with provider groups are the two primary means to dig-
courage inefficient use. They offer a prototype mandatory voucher
plan combining both of these features: A fixed voucher indexed
over time which allows a choice of plans. It provides incentives for
efficient use of services by both providers and beneficiaries.

The authors point out that there are a number of problems with
a voluntary voucher plan. It would continue to subsidize the cur-
rent medigap plans. People tend to overestimate the value of medi-
care. Setting up a voluntary voucher plan would be difficult be-
cause of regional differences in costs. And finally, cash rebates for
the low-option vouchers would be most attractive to the poor; and
they would then, when sick, go onto the medicaid program, so we
would merely be transferring medicare’s problem to a medicaid
problem.

The authors suggest there are several precedents for a voucher-
type approach. Substantial experience with voucher-type plans has
been develofged by some employee groups. The Federal employee
health benefits program has a long history of periodic enrollment,
without health screening, and there are arguments that in fact this
works fairly well. Similarly, there is experience with the housing
allowances ags a voucher-type program which suggest that one can
quite efficiently and effectively provide support through a voucher
system.

yThere are several problems that the avthors point out with the

voucher plan. Firgt, it involves the loss of medicare’s monopsony
power. The fact that medicare currently accounts for about a third
of all admissions to short-stay hospitals, means that it is able to
achieve a discount estimated now at about 20 percent. It would lose
this monopsony power if people were given vouchers.

The authors suggest that medicare cannot use this monopsony
power without limit. If the HCFA was to try to further reduce re-
imbursements through the DRG system, hospitals and other pro-
viders would start reducing services in exchange.

The second major problem that the authors look at is the notion
of selection bias. By selection, I and they mean the situation when
high users and low users of medical services selectively enroll in
different plans, thereby exacerbating the difference in premiums.

They suggest that selection biag within a mandatory system will
not be too great. There is some empirical evidence from voluntary
gystems that indicates that selection exists, but the authors propose
tl:at a classification of people by age, sex, and other factors could
put them into reasonably homogeneous, that is, reasonably similar
categories so one could avoid selection problems.



Now, with voluntary vouchers, the selection problem is substan-
tially greater. In areas in which the voucher level was set at too
low a point, no one would leave the medicare program, because the
insurers who would be receiving vouchers would not be able to
offer reasonable coverage. This would leave medicare with all the
people in high cost areas and exacerbate the cost difficulty.

ere are also potential gains, even to those people who have
current medigap plans. These plans offer additional coverage to fill
in the copayments and deductibles required by medicare, but they
would have high administrative cost factors and groﬁth Such plana
would essentially be eliminated through the voucher system. In ad-
dition, new plang would develop to replace the existing medigap
plans because that is what the people would be buying with these
vouchers; and it i3 argued that many of these plans would offer
long-term care, which 18 one of the major thinga medicare benefici-
aries would iike to see added to their coverage. The voucher system
would expand the pool of people eligible and thereby induce more
carriers to offer long-term care.

In addition to the voucher plan, the authors suggest a restructur-
ing as 2 medicaid program, and it is crucial to recognize that medi-
care and medicaid work together, and solving problems in one by

utting them on to the other is not going to help anybody in the

ong run.

’I%\e authors suggest that one of the ways to avoid people choos-
ing low option voucher plans, vouchers for which they would get a
cash rebate and in esgsence go on medicaid when they become very
sick, would be to cancel the automatic eligibility for medicaid for
the elderly; then increase cash transfers to allow them to buy more
comprehengive voucher plang. Medicaid might begin only after
there is a much greater out-of-pocket loss—a larger spend-down,
not a mandated automatic eligibility for medicald of the elderly.

One of the problems in talking about a system as different from
the current system ag medicare voucher plan is: Would people
enrol] in it? What would they like? Here, the authors have gone
through some substantially new research which is presented in
gsome detail in the paper, and they indicate that people would like
new optiona. They ran some amall group discussions and found that
vouchers are more attractive to the better educated; that many
Egople say that they would be willing to switch plans, even if they

d to change their doctor.

One of the things the medicare beneficiaries worry about is that
their doctors are often older than they are, and they worry about
their dying.

The extended coverage of HM(O’s geems attractive, and the con-
cern about long-term care coverage was very Bubstantial. The au-
thors then go on and report on a survey of over 2,000 persons over
65 who are offered various different choices of plans and coverage
at different })rices. They were asked which ones they would prefer,
and thess differences then led to the interpretation of what kind of
market share the various plans would have. There wasg a clear praf-
erence for plans that offered unrestricted hospital choice; and a
small preference for plans that limited physician choice, if such
plans offered a lower monthly premium. There was also a strong
choice for long-term-care coverage. Interestingly, the size of the de-
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ductible did not seem to matter very much as long as it was offset
by the appropriate differences in premium,

The authors argue that their results indicate that the selection
problems would be relatively mild. Based upon that, they estimate
that under a voluntary plan about 50 percent of the population
would opt out of medicare into one of the alternatives—either al-
ternative health plans, HMO-type plans, which would take about
30 percent of the market and about 20 percent of the market would
go to conventional kinda of insurance systems; only 50 percent
would remain in medicare. If the system were mandatory, obvious-
ly there is no roedicare option and the less-restricted plans would
continue to be the most attractive. But alternative health plans
HMO’s and similar kinds of plana that restrict choice, woulci
garner 50 percent of the market.

The authors sugpgest a couple of implementation strategies. One,
because a mandatory voucher system would require major changes
and would require liu\articularly substantial changes for people al-
ready in medicare, they propose to limit it to those people who are
new retirees, and are newly entering the system for the next 3
Keears. However, recognizing that any 1 year's cohort of medicare

neficiaries may not be large enough to run a voucher system,
they suggest waiting 3 years; put people on notice that everybody
who will be retiring over the next 3 years will, 3 years hence, be
put into a voucher system. The sﬁbem would be voluntary to all
existing, all current beneficiaries. Major educational efforts will be
necessary and suggest that Government-sponsored brochures simi-
lar to those grovided by the Federal employees health benefits pro-

am could be provided, and they suggest that there should be no
imits on additional advertising and educational efforts by the
voucher plan options. However, it will be necessary to require
minimum benefit definitions and require a catastrophic stop loss to
avoid low option plans from cropping up that really provide no cov-
erage at all or no effective coverage, so that misrepresentation can
be minimized.

The authors are here to make sure that that was not an unrea-
sonable presentation of their paper. I have tried my best to deal
with them fairly. In fact, if I were to be asked what options 1 would
prefer, what choices and things I would come up with for a medi-
care system, clearly vouchers would be on my list for inclusion.
However, 1 would include them substantially further down the
road than I think the authors prefer.

In the interest of sharpening the focus of the policy discussion,
for this conference I will concentrate on the problems and unre-
solved issues in the voucher program. It is important to focus on
these problems because a voucher system is not, as economists
would say, a marginal change. It is & major change in the system
and a change that, if we enter into it, we may not ever be able to
pull back from it. It is not like changing benefit coverage or coin-
surance rates. It is essentially eliminating the current system and
going to an entirely different one, and my feeling is that if we are
going to do that, we had best be sure of where we are going before
wo go there. So 1 am going to try to identify all, perhaps too many
of the potential weaknesses, and suggest that we try to address
those now rather than while ﬁght.ing%gflegislative approval.
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First, 1 will discuss implementation issues, and then 1 will deal
with some questions about equity. The most ir’Ixa};;ortant one that
concerns me is the adverse selection problem. The authors argue
that it is not a major problem; yet, they refer to some research
both from the medicare program and the private sector. Some em-
ployers with multiple option health benefit plans are having major

ro{ylems with adverse selection, and employer-based programs
gave an advantage that a true voucher system would nof have.
Employers can cross-subgidize between high and low options. The
bigh option in the Federal employees health benefit program need
not have a premium that fully reflects its cost. In a voucher
system, that cannot be done.

The voucher figures have got to be even more finely tuned than
the authors suggest. The authors’ suggestion for risk-adjusted
vouchers neglects the fact that simple measures such as age, sex,
and disability status are not nearly adequate to capture the risk
differentials. We have seen that already. Even if vouchers were
risk adjusted, there is an important question: Should the enrollee’s
share of the voucher cost be a fixed percentage, say, 15 percent, 20
percent, or should it be a fixed dollar amount? In other words, the
voucher payment will only be g0 much, and if you happen to be in
a higher risk category, that is your problem.

Either way, there are going to be problems, and they may very
well be analogous to life insurance rates based on sex. The guestion
is whether it 1a fair to put somebody into a category where there is
some actuarial value that meana their costs are going to be higher.
There may be legal issues involved in that.

Mandatory vouchers clearly reduce the adverse selection problem
from medicare’s perspective, but it merely transfers the adverse se-
lection problem to the private sector. If the vouchers are not actu-
arially fair, various ingurance carriers mey refuse to play the
gamae. Why would they enter into the medicare markset il they
think the vouchers are going to be too low?

The authors report that many new plans are joining the current
HCFA capitation demonatration. This may indicate subatantial
public spiritedness on the part of those new plans, or that the
vouchers are not sufficiently well designed to avoid the killing by
some entrepreneurs. HCFA will get smarter over time, and we may
not find asa many plansg willing to enter the market.

The second 1ssue is the attractiveness of alternative health plana.
There are clear documented efficiencies for prepaid group prac-
tices. We don't know whether the differences in costs for other
kinds of health plans, such as individual practice associations and
the preferred provider organizations which we have recently dis-
cusged in the hallway as being as prevalent as unicorns—woe talk a
lot about them, but we haven't ssen many-—whether those cost dif-
ferences repregent true efficiencies or differences due to selection.

The authors suggest that alternative health plans would obtain a
50-percent market share. This is four times the market share in
the largest single demonstration—Minneapolis-St. Paul, The mar-
keting techniques end analytical techniques that the authors use
may well be appropriate, but they have not been tested in a
market as complex as health insurance, and especially a market
based on an elderly population. In fact, the respondents’ answer to
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the authors’ question concerning hospital and physician restric-
tions suggests that perhaps they don’t understand the question or
the implications of the question.

Thig question, having restricted choice of physicians, implies a
regtricted choice of hospitals because physicians only practice in
certain hospitals, and my suspicion is that when respondents were
asked the question they thought, oh, only one hospital in town; but
if 1 have a choice of a limited number of good physicians, that has
to include mine, because my doctor is a good doctor.

The administrative iasues involved is the third point. How does
one enroll those people who don’t sign up? Employers face this
problem all the time. They have employees who never voluntarily
enrol!l in a plan even when it is free. What do you do with medi-
care beneficlaries who don’t choose to use their voucher, and they
becoms sick? Do they get enrolled automatically into one of the
carriers? Are these high or low risk people? We are beginning to
learn a little bit about that in the Arizona health care cost contain-
ment experiment.

The 3-year phasein ja a very clever idea. But making the vouch-
ers voluntary for 1peotfyle currently in this system brings in again all
those problems of adverse selection that would occur in a totally
voluntary system. Eventually, when all the existing benefictaries
die off, we will have a mandatory system.

The consumer educational requirements are gubstantial. I have
tried to understand some of the health insurance policies that the
University of California offers. And I am on the committee that
writes those policies, and [ don’t understand them. 1 think the edu-
cational requirements are very important to consider.

The fourth major implementation problem has to dea) with regu-
lation, snd just arguing that we are going to put this out into the
market does not absolve anybody from the regulatory problems.
Conventional insurance carriers are currently regulated by the
States with 50 different degrees of effectiveness. Some alternative
health systems in fact may even escape State regulation, because
they fall between the cracks in the State ingurance laws, However
it i3 necessary to protect the integrity of both the medicaid and
medicare program.

The medicaid prograyn needs to be protected from low option
plans that bring people in, don’t provide them with coverage, and
the people therefore, end up in the medicaid system.

The medicare program needs to be protected from the political
fallout of the kind of marketing abuses and plan failures that oc-
curred in the early seventies in California with the prepaid health
system. You need to make aure you do not establish a system that
self-destructs in the newspapera rather than on the drawing board.

Finally, one needs extraordinarily complex monitoring plans to
make sure carriers are playing the game straight and also to moni-
tor selection, because the vouchers will have to be adjusted as
piang find out more and more clever waye of selecting low utilizing
enrollees. And that means that the HCFA actuaries will have to be
more clever than the carriers. We are going to have a bidding
ayatem for actuaries.

I would like to get to a series of equity issues. In a sense, one of
the problems with the voucher system ig that it in essence, may
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blame the victim. Normally, insurance is based upon community
rating, the potion that ever{body i8 in a single pool, and everybody
will bear the average coat of expenditures.

Risk-rated premiums and vouchers imply more cost for people
who are rigkier in terms of their health status. That may be be-
cause they chose the wrong parents and have hereditary problems,
and their premium will not cover the full differential.

It might also be the case that a conventional insurance plan in
the area may be the only one to cover treatment at a reknowned
cancer center. For exampls, a local plan may not cover treatment
at Sloan-Kettering, whicﬁ ig considered treatment out of the area.
In such a situation within a voucher plan, a conventional insurer
will probably attract a disproportionate share of cancer patients.
There may be a tendency for HCFA to not fully adjust the voucher
to reflect that increased risk, especially if it cannot be easily meas-
ured. It iB very easy to blame the resulting increase in costs on in-
efficiency and aay it i8 not that they have a higher risk population,
but merely an inefficient syatem.

The authors point out the problem of regional inequities in the.
voluntary voucher. One is pational variation in medicare costs.
Now, when we go to a mandatory system that merely implies in
some areas the voucher won’t cover nearly as much as it will in
others, those people who happen to Live in an area that has high
medical care costs will end up having larger premiums.

The third set of inequities are educational inequities. Vouchers
wil} clearly be difficult to understand. The less well-educated are
likely to be misled. The authors’ own survey indicated that the less
well-educated were worried about being taken advantage of The
medigap policy coverage has problems; but in general, the major
rigk for the medigap plan ia you pay too much for a plan that
doesn’t fill in all the faps. The major risk with a voucher is that
you might get into a plan that essentially leaves you with no cover-

age.

A fourth major area of concern is responsibility for the system
over time. Currently, the medicare program has substantial monop-
gony power. It could choose to use that mopopsony power either to
force fee reductions or restructure the entire system. It might
choosge to lower the relative fees for surgery and increase them for
olw:tpatient, services, for example, or make other kinds of system
changes.

A ggﬁcher syatem relinquishes the monopsony power available to
the medicare program, and also further {ragments the providers.
Ome can look at this in a political context and say at least in this
arena, the providers are likely to be lined up in favor of the
beneficiaries and against the medicare trust funds.

With a voucher program, and a further fragmentation of the pro-
viders, there witll be no countervailing force to Government funding
pressures. This may lead the Government to have the voucher
values rise too slowly, relative to what they should have been
rising, and thereby, increase the burden on the beneficiaries.

Once we go to a full voucher system, no one can really know
what the system should cost, because you cannot pick out any one
plan and say that is what the cost should be under normal circum-
stances.
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You could always say, well, they are inefficient, and we should
look at the most efficient plan. We don’t know which plan js truly
most efficient, because we don’t know how much of it is selection
and how much of it i8 true efficiency.

Vouchers promise capped Government costs. One can know in
advance how much it is going to cost the medicare program be-
cause you know the total value of the vouchers. It provides an at-
tractive competitive model which is very attractive from an ideo-
logical perspective. There is also a theoretical movement toward ef-
ficiency.

Adverse selection is my major concern, and we need to have dem-
onstrations to test attractiveness of alternative health plans.

What if they don’t attract 50 percent of the enrollers, but only
attract 5 percent. Where will we be then? What about the adminis-
trative and regulatory feasibility of a voucher system?

To answer these kinds of questions, we need to start some dem-
onstration projects to see whether the system will work the way we
think it might or the way the authors suggest it might.

There ara also concerns about the potentially inequitable fea-
tures of vouchers. It is not clear how a voucher systern will reduce
program costs. We don’t know whether or not the gystemn will shift
the coat burden to the beneficiaries, especially those that can least
afford it, or will it result in more efficiency?

Whether an efficient voucher system can and will be designed is
a question that requires political as well ag technical judgment.

Mr. GinsBure. Thank you very much.

I understand that the three authors of this paper are specialists,
and each one ia going to take a part of his allotted time for re-
sponse.

Mr. Frienman. We are grateful to Mr, Lu(t for having carefully
read the paper on the controversial subject.

If a medicare voucher system is expected to work well, it will
need more of the useful suggestions, and the worrying that Hal
Luft has provided, and our worrying was a little reduced because
he was a gentleman enough a half-hour sgo to let us see his com-
ments, that he wag going to weigh on the negative posgibilities of
vouchers.

There has to be a fundamental appeal to make it worth the
effort, and there will be a lot of effort. We think there will be sub-
stantial demand for plans that restrict choice of health care suppli-
ery, if that is associated with the lower preminums thatl it appears to
be. We think the voucher system ig a useful framework for some
expanded benefits such as in long-term care where buyers can pay
the full marginal price of their benefits but on better tarms than
currently in the medigap market.

We think some of the large expenaes for the elderly in medicaid
could be retargeted into the voucher system rather than ag a sepa-
rate competing, 8o to speak, health insurance system.

We recognize that a voucher systern has some risk to the Govern-
ment, in that they may wind up overpaying for people who opt out.
We argue that this problem depends on the mix of plans offered.
There has not been in many cases until the current demonstrations
a mix of different plans.
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Individualized vouchers depending on health etatus are conceiv-
Zl:ée. but that is a little tos technical to spend a lot of time on

ay.

Finally, a suggestion: As credible alternative health plans
emerge, the Government can simply raise the consumer cost and
take other actions that are already under way reducing the value
of its own coverage, so that its net cost stays parallel to what it is
paying to the alternative health 1glan.s. Thia seems to us better in
the long run than cutting voucher payments to the alternative
plans with favorable experience.

The logs of the medicare monopsony power vis-a-vig hogpitals is
something of a drawback, but perhaps there are compensations. We
think there could be. Private insurers may be better able than the
Government to selectively enroll providers, contract with providers
willing to put up with utilization review and rigk sharing and 8o
i’(orth. to gpve physicians financial incentives to act more as gate-

eepers.

1 want to say a word sbout the apeed of innovation. Two years
ago in hearings about H.R. 850, a bill on competition, you had a
senior vice president from Aetna Insurance representing the HIAA
come out strongly against consumer choice and vouchers and all of
that; and within 2 years, that particular company even has im le-
mented in three sitegs a very interesting restrictive provider plan,
and they have many plans for more. So I think the innovation is
bubbling there under the surface, if not already evident.

Let me give my colleagues a chance to reply to some of the hard
questions ] did not reply to.

Mr. LaTour. I would like first to make a few comments about
Hal's remarks, and make a few summary comments about some-of
the important aspects of our research results and their implica-
tions for the viability of a medicare voucher system. One important
point that is a clear issue of contention here ls the issue of adverse
selection. Hal thinks that is the major issue, and we agree that it is
a gerious problem, but I think Hal ignores some of our research re-
sulta for adverse selection.

In our survey design, we were able to assess the likelihood of ad-
verse selection by looking at people’s utilization levels and health
status and relating that to their choices of plans they would make
under a voucher system; and under a voluntary voucher systern we
found no relationship whatsoever between either utilization levels
and health status and selection of medicare versus some alterna-
tive health care plan, There is no evidence for adverse selection for
medicare under a voucher gystem.

There i some evidence for adverse selection among some of the
alternative plans. For example, some of the plans wnth long-term-
care benefits might receive as enrollees individuals who have more
chronic health problems, and there is some favorable selection for
HMO-type plans with physician restrictions, as they are more
likely to get people who have not used physician services ag much
as those who choose less restrictive plans. So there are some ad-
verse-selection results under a voluntary system, but they do not
affect medicare.

We algo think that even though there might be some adverse se-
lection effects under the voluntary system for the alternative

#5-32 O0—B4~—1b
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plans, these effects are not extremely large. Even for the plans in-
volving long-term care benefits where the premiums, if the premi-
ums needed to be raised—in order to compensate for adverse aslec-
tion—based on our group interviews with medicare beneficiaries
we suspect that the ‘gremium levels could be raised substantially
and still receive significant eprollees in those plans. We do not nec-
fssaril siee that adverse selection results in the elimination of that
ype of plan.

ak%ng more generally about adverse selection, Hal just seems
to draw greatly on the current experience with nonelderly health
care plans, particularly in the employed sector, pointing out that a
lot o empioyers are experiencing adverse gelection. That may very
well be true with employee plans. It does not necessarily mean that
they are going out OF business in all cases. Many of them are still
surviving with premium adjustments, and it does not suggest that
that will happen to medicare under a voucher aystem.

We do not find that result.

A second point has to do with respect to people's willingnesas to
go into plans involving physician restrictions.

What we find to reinforce the point about the result is that
people seem to be very worried about restricting hospitals to one
major hospital in the area, and are not so concerned about being
restricted to an extensive list of physiciang as an HMO or to a
single group practice.

We do not find those results surprising at all. They fit very much
with some of the findings of our earlier group interviews in which
elderly people indica their physicians were likely to die or
retire, and we found a great deal of negative affect on the part of
the elderly towards their physicians, something we have never seen
before. Many elderly think their physicians treat them rather
badly, 8o there is a lot of incentive for many individuals to consider
switching; and we are not saying everyone will awitch into a re-
stricted physician plan. We are predicting about 28 {)ercent of
people under a voluntary system and 50 percent of people under a
mandatory system, so many people would still atay with their exist-
ing physicians. But there is enough of a preference on the part of a
nu;nb}:ar of people, given the price incentives, to see that kind of
switch.

Hal is not certain we will get 50 percent of people switching to
alternative plans generally under a voluntary system. He asks,
what if we just get 5 percent? But already we are seeing with the
HMO demonstrationa ranges from 7 to 14 percent, and a number of
enrollees in the HMO demonstrations continue to rise. With addi-
tional promotional effort, plans that have benefits fitting benefici-
ary preferences that are likely to result from the kind of research
we are doing, we are likely to see even greater percentagea. The
current plansg offered in the demonstrations do not necessarily fit
beneficiaries’ preferenced, and the kinds of research we are doing
will allow offerers of plana to make better judgments about the
design structure of the plan and get greater market share than
they are currently obtaining,

!-{al talks about the medigap plans as not being a big gamble, be-
cause 1t is supplementary coverage, He seea the voucher system as
more of a gamble. But one of the things we advocate under a
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voucher system would be the requirement for catastrophic cover-
age. Thus, mistakes people make in gelecting plans under a vouch-
er system would not have catastrophic implications. There would
still be coverage that would bail them out.

Finally, a few summary points about some of the implications of
our research for the viability of a voucher system. Certainly one of
the most desirable aspects of thia tyll)e of program is its enhance-
ment of the range of options available to beneficiaries. Such free-
dom of choice increagses beneficiary welfare because it avoids them
being subjected to a standard Government health plan determined
b tﬁeople who are not necessarily subject to the benefit provisions
o¥ at health plan,

Our research suggests there is a great potential for the suceess of
HMO plans with restricted physicians, and such an occurrence
would bode well for the future of medicare.

Third, our findings concerning the likelihood of selection effects
are very encouraging, as [ noted earlier. We do not see a serious
problem for the medicare program. The selection issues revolve
mostly around the alternative health plans.

There is a note of caution I should raise with respect to adverse
selection, and that is that the reason why we obtained a favorable
result for adverse selection may relate to the wide variety of plans
we examined in the study; and we need to see how the selection
effects might change were one to see a given set of plans available
in 2 market area. For example, it may be one of the reasona we see
a favorable result for medicare is that the plans with long-term
benefits of an extended nature get a number of people with chronic
kinds of conditions.

We think sending out brochures is an important part of a vouch-
er plan, but we know already there need};O to be a fundamental
overhauling of the process by which the brochures are written,
They are extremely confusing to employed individuale. There needs
to be a proceas by which these brochures are much more under-
standable, and the processes are available. We have developed
some methodologies to solve that very problem.

There need to be extensive ongoing efforts over a period of time
to educate people through some peer counseling efforts. There are
some programs that HCFA has or has had relating to peer counsel-
ing for giving beneficiaries complex information to help them to
make better choices. A whole host of educational benefits would be
necessary. We argue for a phased implementation where it is not
mandatory for current beneficiaries and people about to become
beneficiaries would have time to learn more about health insur-
ance and become better prepared to cope with a voucher gystem,

Thank you.

Dr. Hucues. I will try to keep my comments brief. I would like
to apeak from the perspective of a physician, as well as an obgerver
of the political process, and provid‘:a some historical perspective on
the voucher issue.

When [ first heard about vouchers a number of years ago as a
physician, I was aghast. I could think of 99 reasons why they would
not work and why people would be ex to an inappropriate
level of risk in making choices that could have deleterious implica-
tions for their health.
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When we heard John Crosby elaborate on the topic about 2%
years ago, however, the idea began to hold some intrinsic fascina-
tion.

If you listen to the array of questions that Dr. Luft raises, an
overwhelming majority of them focua on the low level of our cur-
rent knowledge about implementing a voucher system, and the
need for additional research to improve that level of knowledga
rather than definitely articulated stake-in-the-chest arguments that
vouchers just will not work. When one realizes, however, how we
have learned from our research and that of others over the last
year alone about the acceptability of a voucher ﬁlan and potential
consumer preferences within it, it is apparent that we have come
quite a way in developing some of the needed knowledge. I would
gupport Dr. Luft’s contention that were 1 looking for an immediata
medicare reform, however, a voucher would be much further down
the road. We were, however, placed second on this morning's pro-
gram, well ahead of some of the more practical, currently imple-
mentable reforms; hence we are talking about vouchers now,

With regard to the recent increase in knowledge about vouchers,
the ongoing HCFA medicare competition demonstrations represent
a very important addition. They are just beginning to be evaluated,
but experience to date suggests that some of the important issues
regarding implementaton that Dr. Luft raised are being addressed.

For instance, it would appear that in Miami the supply side re-
sponded very vigorousdly to the voucher option, with a number of
highly innovative plans forthcoming, many with highly creative
initiatives directed at eatisfying consumer preferences through
services not otherwise covered by medicare. The pricing issue in
time can be solved, and the evaluation of the HCFA demonstra-
tions may go a long way in informing us on that, as well as a
number of the other questions Dr. Luft raises. Evidence would sug-
gest that the plans were developed by othera than simply, “entre-
prensurs”’ witl!: questionable motives.

From the political perspective, | was personnally impressed by
the results of research that showed that, given the opportunity
under a voucher system, about 50 percent of medicare beneficiaries
would opt out of the current program in favor of an alternative
g)an. There is currently a knee-jerk reaction by man[v people upon

earing of a voucher proposal to view it as politically unviable, if
not totally unacceptagle from one ideological perspective or an-
other. If one talks, as we did, about the interest in such an option,
it does not appear so radical an option as might be first imagined.

For instance, I was particulary impressed in talking to the medi-
care bensficiaries and in reviewing the results of our own survey at
beneficiary interest in increesing consumer satisfaction under a
voucher system through improves long-term care coverage, which
is an area right now of serious national concern that we are not
really addressing very well.

In closing I would like to echo Professor Ginzberg’s earlier admo-
nition that we try not to be too ambitious in this conference. 1
would, however, like to add a twist to it. Whereas he was counsel-
ing that you not have inappropriately high hopes for the effective-
ness of cartain reforms, I would like to coungel that you not be too
quick to dismias a voucher-tike reform within medicare. The oppor-



AL ]

tunities for consumer satisfaction are real and tha tough technical
issues blocking implementation in the immediate future may well
in time prove to be readily solveble. 1 thank you very much.

Mr. Ginssura. Thank you.

Now, it is time to turn to the panel discussion.

We will begin discussion of the first paper on cost gharing by Pro-
fessor Hsiao. I will raise a number of questions to the panel. After
that discussion panel members can raise additional jissves that they
find interesting.

A number of the panel members have agked me to point out to
you that they are not speaking for their employers, that they are
sgeaking their own views and that you should not attribute what
they say to the orgamizations they are affiliated with,

I will introduce the panel first and get into the first discussion.

Congressman Henson Moore joing this panel on my far left. The
next person is John Sinn, president of the Volunteer Trustess of
America; Robert Patricelli, executive vice president of the CIGNA
Corp., the product of the merger of Connecticut General and Insur-
ance Co. of North America.

The next person is Stanley Jones, princigal with Health Policy
Alternatives, Inc.; Karen Ignani with the Social Security Depart-
ment of the AFL-CIO; Paul Allen, director of the medicaid pro-
gram in the State of Michigan; Professors Hsiao, Ginzberg, Luft,
Friedman, LaTour, and Hughes; Robert Myers, professor emeritus
at Temple University; Joseph Newhouse, chairman of the econom-
ics department at the Rand Corp., and Jennifer O'Sullivan, senior
analyst with the Congressional Research Service.

Starting with the Hsiao paper, one reaction I had is that the
outlay savings from a proposal by a cost-sharing advocate were not
very large in comparison with ti;e trust fund deficits. This brings
up a question about the health-system effects of cost sharing.

The estimates in the paper were only talking about the transfers
from the beneficiaries to the program, but 1 wonder if anyone on
the panel could comment on what is the potential for reduced re-
source use in medical care?

We have had a lot of results, mosat notably from the Rand study,
giving us static estimates of the effects of cost sharing.

They show that in the group with higher coinsurance, use of care
was some percentage lower, Is.xhere much of a chance that more
cost sharing would have a dynamic effect on costa? Would we find
--not only an individual at a given point of time using less services
with cost sharing, but would there also be an effect on the health
.care system?

Would costs grow more slowly?

Mr. SiNN. 1 don't believe there is going to be an immediate effect
on the system, under the plan that Dr. Hsiao last recommended.

We have got to - remember -that we do have an incentive in the
present sisbem for patients, for. beneficiaries to look for the
cheaper physician, and they.really are not benefiting from that
option.

The physicians, for the most part, do not take medicare assign-
ments and therefore, unlike the hospitals, patients do have the
option to seek a cheaper service, 80 [ don’t think there is any real
saving that will come forward in that way.
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What impressed me most about Dr. Hsiao’s paper was his em-
phasis on means testing, which is a great beginning but perhaps
should go a great deal farther.

Mr. GiNgBURG. Could we hold off on that discussion? Will anyonse
else comment on the potential from a system of cost sharing?

Mr. Newnousg. One's view of dynamic effects hag to be heavily
influenced by what one thinks is causing the sustained rate of in-
crepses in medical care costs. The introduction of new technology,
including new procedures, has continued at a very high rate()%gr
many years, perhaps brought on in part by the extensive insurance
coverage of the last dollar of the hosgpital bill that we have had,
both for the elderly and the nonelderly. I believe this has been a
major factor in accounting for the prolonged increase in cost.

[f that analysis is correct, then more initial cost sharing of the
k.i.ndd that Bill Hsiao discussed ig not going to much change that
trend.

Ag Paul Gingburg indicated, more initial cost sharing should
lower health-care cost at each point in time below where they oth-
erwise wotld be, but one i3 atill looking at an upward trend, as
long a8 insurance is in place that promotes incentives to bring on
new procedures and new technology.

Mr. GinsByURG. Stan Jones.

Mr. Jones. I was surprised not to see the existing incentives
mentioned by Mr. Sinn discussed in the Hsiao paper, because it is
the case under medicare at present that if an elgerly person selects
8 physician who does not take assignment and whose charges are
above what is customery in the area or what i3 usual for the physi-
cian, they will end up paying a gshare of the bill out of pocket. Such
patients would benefit a great deal by seeking out apnother physi-
cian who would accept medicare assignments, that js, accept medi-
care’s payment under part B as payment in full,

1 gather a very large proportion of physician’s office services are
paid for out of pocket by medicare beneficiaries. There is a lot of
cost sharing already going on.

Yet, it 18 my esperience that elderly patients do not do a very
good joh of shopping around for physicians.

Mr. GmgBURG. This may be a good time to move into the area of
price shopping. |

Ms. O’'SuLLIVAN. One of the reasona beneficiaries are not doing a
good job of price shopping right now is they really do not have the
information available to them. A physician provides a number of
gervices and makes a number of di&erent charges.

I had one comment about the Hsiao paper. For one service the
physician may be rendering services at below average charges; for
another service the charge may fall in the midrange, and for an-
other service at the high range.

We do not have that kind of data, and if we did, [ would hate to
even try to give it to the beneficiary to read. At this point, we are
trying to get information out to them about which physicians
accept assignment. This is information that a lot of patients don’t
have now. I understand the Health Care Financing Administration
has sent out instructions to try to correct thia. However, ] don’t
tlgir}k there is enough data for a beneficiary to make an adequate
choice.
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Mr. GinssuURrG. Other comments?

Mr. Ginzserc. | think there is a central point that should not be
lost, and that is that in the United States, the medicare system and
the insurance system generally are not geared to catastrophic cov-
erage.

That 18 not the way we have been going. We have been trying to
reduce out-of-pocket coverage which starts at a very low level, and
un}egs I am mistaken, we are not going to revise our whole position
and simply say that insurance will only worry about catastrophic
at the far end.

That would re?resent a major change in the way in which we
have structure of the system, not only medicare, but Blue Croge-
Blue Shield, and cornmercial. We need to come to some understand-
ing—whether it is prepa{ment that the customer wants. From
medigap and everything else I see, they want first dollar coverage.
We may get them to second dollar coverage, but they surely don’t
want only catastrophic coverage.

Mr. Arren. 1 think this paper on the benefit structure begs the
question as to why medicare 18 in trouble and what can be done to
solve it. If you look at the distribution of expenditures, it is pre-
dominantly for institutional care, and I don’t think either the re-
distribution of benefits, the ceilings, or the voucher system will ad-
dress the issue, and I don’t think the client, frankly, has the com-
monsensge or understanding to cope with this complex aystem.

Mr. Givesure. Robert Myers.

Mr. Myers. ] am a bit concerned that so much of the discussion
seems to be that people do not shop around enough for price, which
would seem to presume that all services are going to be equal, and
there 18 no relationship between price and the quality of service.

I think that Bill Heiao's suggestions that there ought to be more
coat sharing, and that there ought to be more catastrophic coverage
are very desirable. However, 1 do have problems with his basing
the cost sharing on the efficiency of the provider, separated into
three separate classes. How can you divide up the ‘‘sheep and
goats” into those classes and have it be successful?

That procedurs would seem to create a vicious circle of antiselec-
tion. Those who are deemed to be the least efficient are doomed to
go-out of existence, because they will be patronized less and less,
and therefore get less and less efficient.

Ms. Ienant. I find it difficult to talk about the generic issue of
shopping, without agking the question: Shopping for what?

If thia conference ia to be more than a political or intellectual ex-
ercise, we need to separate the kinds of plans that may improve
the efficiency of the medicare system and improve health care for
senior citizens, which is, | hope, our ultimate goal from those that
offer a socalled competitive alternative that may save money in
the short run, but cost far more over the long term.

We should banish the word ““voucher” from our vecabulary and
begin to talk about HMO’s, the kinds of things that we know that
do work, and distinguish those from the kinds of so<alled competi-
tive plans that offer cash rebates that may provide a perverse fi-
nancial incentive for senior citizens on fixed incomes not to seek
treatment for essential health care needs.



We must consider what risks are associated with encouraging
people to shop for sauch competitive plans.

Mr. GINsBURG. Mr. John Sinn.

Mr. SINN. As a followup to that, I think it is important to realize
why we are here and what this conference is8 about. There is a con-
cept it seems to me that roedicare ig in trouble, and of course it is,
but what is the reason it i8 in trouble? The reason is becauss it has
been very successful. It has done exactly what it was planned to do
in 1965, It has brought care to the elderly, lengthened the life of
the elderly, and therefore has increased the cost to medicare. That
ig exactly what it wag intended to do, and until we understand that
and apgroaoh it from that standpoint, I do not think we are going
to be able to solve these problers.

Mr, GingBURG. The issue of medigap or supplemental coverage
has come up many times. Some have mentioned it as an inefficient
way of filling gaps in medicare because of the high loading ex-
ponses. Others have seen it as an obstacle to the increased use of
cost sharing in the medicare program. I would like to ask for com-
ments on that medigap issue.

Mr. NEWHOUSE. Medigaé) comes up every time there is a discus-
sion of cost sharing in medicare. Many believe it vitiates the intent
of the coat sharing. If one is serious about wanting to have cost
sharing, oune can in effect eliminate medigap by making medicare
the insurer of last resort. Medicare would reimburse expenditures
that were not reimbursed by somebody else. It would operate like
the deduction on Federal income tax for medical care expenditures.
If one is going to contemplate doing that, it seems to me one surely
wants a catastrophic cap on medicare. Otherwise one is saying
people cannot insure themselves against being devastated. Some
will object that bheneficiaries should be able to supplement their
medicare policies if they choose. That is a tenable view, but it pre-
sumes that the desire on the part of the general taxpayer to pro-
vide health care benefits to the elderly is independent of how much
supplementary insurance the elderly buy. That need must be cor-
rect especially for those who view medicare as a safety net. I want
also to Foint out that, as has been said, medigap policies do have
refatively high loading policies so that if one makes this change
and provides catastrophic Erotection through medicars, one can ga
to the beneficiaries that the loadings are being saved on the medi-
gap plans even though they are now liable for the initial cost shar-
ing that medicare would entail,

r. GINSBURG. Robert Patricelli.

Mr. PatricerLn. 1 find it somewhat perverse for us to rail to some
oxtent against medigap. I suppose [ should have a disclaimer here
angd say that CIGNA does not sell it. Yet experience clearly demon-
stratea that beneficiaries want to buy medigap insurance. fthink it
was Jefferson who said that in a democracy people do not like lead-
ers who purport to be more intelligent than they are. If people
want to buy medigap policiea to avoid unexpected medical expenses
and to budget their health care costs, then who are we to create
obstacles legislatively or otherwige to the purchase of this benefit.
Bill Haiao’s proposal on benefit reatructuring is largely correct, in
that there should be higher coingurance and deductibles in medi-
care. Even if the impacts of some are vitiated by medigap, cost
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sharing should be understood as a savings device for the Federal
Government, and not merely an incentive device for medicare
beneficiaries.

Mr. LATour. The issue is not should we prevent people from
choosing medigap policies. They should have the right to choose
whatever they want. The point is that they are in an environment
fostered by coverage allowing them to purchase the policies at a
premium rate implicitly subsidized by the Federal Government to
the tune of 30 percent. So if you are going to subsidize it then I
question the validity of that kind of system. It suggests a need for
restructuring of medicare to prevent that implicit subsidization,
and that is what, for example a voucher program would allow to
occur.

Mr. GinsBURG. Mr. Myers.

Mr. Myers. With regard to medigap ﬁ)oliciea. of which I am not
particularly a strong supporter, I think that sometimes they are
treated unjustly by talking about the high administrative expenses.
One paper said that these are 50 percent of the premium. I do not
think that this is true at all. The good medigap policies have an
administrative ratio of around 25 percent a5 coropared with SMI
having an administrative expense ratio of only 8 or 9 percent. It ig
natural when only a small part of the risk is insured that the ad-
minigtrative expenses are relatively higher. The same thing hap-
pens if certain t; of casualty insurance are purchased.

As to the ed subsidization of medigap policies because the

ople who have them have greater utilization, I raise the question

ow do you know that these people would not have had greater uti-
lization even if medigap policies were not available? 1 do not think
that it necessarily is significant as to how much benefits those with
policies compared with other persons because there must be consid-
ered the differences in demographic characteristics and utilization
rates of the people involved, not merely the variable of whether
they do or do not have medigap policies.

r. GINsBURG. Karen Ignani.

Ms. IeNANL | agree. Medigap policies are not putting people in
hospitals. Physiciana are putting people in hospitals. Until Con-
gress is truly ready to deal with this problem, we will continue to
tinker at the margin by talking about medigap or vouchers or
things totally related to the demand side of the equation.

Mr. GINSBURG. Let me move to another topic. There have been a
number of proposals over the years to change the medicare benefit
structure to improve the catastrophic protection. A few years back,
when people were not as concerned with budgets, these were bills
that were net additions to the program; these days, with more con-
cerns about budgets, there are tradeoffs of increased costsharing at
the front end in return for improved catastrophic protection.

Who would like to comment on those programs?

Mr. Sinn.

Mr, SinNN: I don’t think anyone would disagree with the fact that
catastrophic health insurance is tremendously desirable. The ques-
tion is, as 1 think Professor Ginzberg said, can we now impose it at
a time when we are trying to find out how to keep this fund from
going broke. And I don't think at this moment we can. We have got
to do a lot of other things.



226

We may have to increase means testing and go much higher
than Professor Heiao's paper indicates, The 324,00&' may not be the
limit. We may go way beyond that.

I think from figures we have obtained, there is quite substantial
money to be made from going beyond that and means teetinf,' above
it. We may also have to consider something that may be politically
unpopular, which is to increase the age, the beginning of medicare.
Sixty-five was a magic age in 1965, but it is changing for the rea-
song we mentioned earlier,

I think we have to do & pumber of these very dramatic real
thinga to get changes in that systern before we can begin to super-
impose upon it new costa and new obligations.

r. Givspunc. Robert Patricelli.

Mr. PaTriceLLl. | believe that we should promptly revise the
medicare benefit structure along the lines suggesteg by Dr. Hsiso.
We have done some estimates of cost savings, if medicare were
structured almg the lines of cost containment-type plans that are
currently sold by commercial insurers. Our estimates show that
these very good packages will save medicare on the order of 15 to
20 percent of its present costs. We should also consider means test-
ing medicare in some way in conjunction with a restructuring of
the current benefit plan with cataatrophic limita.

Mr. Ginssurc. Harold Luft.

Mr. Luer. The catastrophic issue iz entwined with the notion
that Mr. Newhouse brought up about what is driving the system.
Basically, everybody has catastrophic coverage, either medicaid, a
deep-pocket insurance plan, or bad debt. Those are resource costs
that get used. And I think one needs to ask whether the kind of
changes in medical technology and what is being considered are ap-
propriate, and whether there ig any congtraint on the use of new
technologies.

Here the question is whether the medicare program wil) begin to
ask some questions about the practice of medicine and what is ap-
propriate, because 1 think that is the ecrucial issue in terms of cata-
strophic care. It is8 not copayments. You can’t have a reasonable co-
paymaent for catastrophic care where the consumer is going to put
any sort of a brake on expenditures. Typically the patient is hori-
zontal and not making decigions at that point.

Mr. GINSRURG. Robert Myers.

Mr. Mygrs. I am, and have for a long time been in favor of cata-
strophic protection under medicare. I think that is what the name
of the game of insurance ig about—to protect people against the
risks that they cannot insure themselves againat out of pocket. [
think that there can be a slight restructuring of the medicare pro-
gram 80 there i8 a little Jess first-dollar cost so a8 to make up for
the catastrophic cost.

I would be very much opposed to any means testing of either the
deductibles or any catastrophic cap for philogophical reasons. I
think that social insurance programa should not have means tests.
Further, from a practical stangll;oint, I do not think that there is
any way of enforcing meana tests in administering the cost-sharing
provisions of medicare.

There just will not be good reporting of income of the elderly
people, let alone people as a whole. Furthermore, there is the im-
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portant element of lag. You may get a report of income of last
year, but how do you know the person’s income at the time when
they need the medical care ia going to be at the same leve]? I juat
do not think that it can be done practically, even if it were theo-
retically desirable.

Mr. GiNsBURG. Perhaps I have held off the discussion of means
t{_esting a bit too long. Let’s get into it now and call on John Sinn
Irst.

Mr. SinN. 1 feel that meanes testing ie really one of the major eo-
lutions to the problem that faces us, and 1 don’t think it ie going to
be as difficult as the previous speaker just mentioned, We have
faced that problem. The Congress faced it with social security, and
I think the same problem has to be faced with medicare, and cer-
tainly those citizens who can pay a larger deductible and a larger
oo%?yment without being hurt should do so. It ig part of the social
web of our country that is consistent with our ideals and I see
nothing wrong with it. There is a tremendous opportunity to put
more money into the medicare trust fund by means testing and 1
apf)laud Professor Hsiao's bringing that matter up in his paper.

just would like to go a lot further than he has indicated.
r. GINSBURG. Paul Allen.

Mr. Auten. 1 would like to respond from the perapective of a

manager who manages a catastrophic health program, the Michi-

an medicaid health program. I think our statistics are symptomat-
1¢ of the problem in terms of who is eligible for both programs. We
have 9 million citizens, 1 million on medicare, 1 million on medic-
aid. About 10 percent of the medicare population are eligible for
both. Medicaid i3 a means tested eligibility system and we are the
safety net, we are the catastrophic coverage, and Mr. Luft made
that point a moment ago.

I am a little confused by any extensive discussion on means test-
ing other than the one that was addressed in the paper by Profes-
sor Hsiao in the sense that perhaps we could change through some
percentage technique the amount to which a medicare eligible
would have to contribute to their own care. However, I don’t think
it i8 a significant problem.

Mr. GINSBURG. Robert Myers,

Mr. Myens. I am confused. One of the previous speakers talked
about there being a means teat in the social security system, pre-
sumably meanini the old-age, survivors, and disability insurance
program. To my knowledge, there is no meansg testing in that pro-
gram to an{ significant extent. There is a test of earnings for the
payment of retirement benefits, but that is testing whether a
person ig or is not retired. So, the cash benefits program does not
get into this problem of trying to find out what people’s incomes
really are, which I think i8 an impossible thing to do. People will
not report their incomes, especially if it is to their advantage not to
do so. I do not consider that the income taxation of OASDI benefits,
as a result of the 1988 amendmentis, is a means test; it is merely

roper tax policy to do so—just as is done for pensions and other

orms of retirement income.

Mr. GinsBURG. Mr. Sinn.

Mr, SINN. It seems to me there is means testing in the current
social security bill because, depending on your income, you may be
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taxed on half of your social sscurity benefits and that requires
means testing to find out whether you are in that bracket or not. |
think that isa what the March legislation brought about.

Mr. GinssUuRrG. Let me raige the question, if there is to be a
meang or income test in the medicare benefita structure, should it
be a test on premiumg or a test on the benefit structure?

Karen Ignani.

Ms. IcNANI. 1 don’t think there ought to be a means test on eligi-
bility for medicare benefits. For such a proposal to become law, we
would have to cross a threshold that the majority of Americans are
not yet prepared to croes. That is, the political decisionmakers in
our country would have to be prepared to face senior citizens and
justify changing the compact on which the gsocial security program
and the medicare program were based.

1 think this is a fundamental point that we are not incorporating
into our discussion. [t is fine to debate these issues from the stand-
Foint of economic theory, but we also have to debate the issues
rom the standpoint of political reality, and that reality is that
senior citizens don’t want means testing, individugls who pay for
the system don’t want means testing in medicare when they reach
65. Therefore, I don’t see that there i8 any popular support for
means testing, nor do I think that we should means test the medi-
care program.

If you impose a means test which seems reasonable this year be-
cause of the fiscal crisis in medicare, income thresholds would soon
be raised to unreagonable levels that will function as a financial
barrier to traatment and result in fewer peo;;le seeking care, which
could cost us more money in the long run. I hape those who urge
that medicare be means tested consider the longrun implications of
such a major policy change.

Mr. GINSBURG. Are there any issues that members of the panel
would like to bring up? First on the Hsaio and Kelly paper.

Jennifer O'Sullivan,

Ms. O’'SurLivan. In the discussion on the cost sharing, we are a8-
suming that the beneficiary is always going to be paying the cost
gharing out of pocket. I think there are a lot of instances where the
beneficiary may not make the required payment and the provider
may end up having to assume this as a bad debt. The question is: Is
medicare going to gick that up undor the system that we are going
to design, or not? But I think it i an important question to raise.

Mr. Ginssura. Joseph Newhouse.

Mr. Newnouse. In all the discussion of the catastrophic cap,
keep in mind that for the most part we have omitted the long-term
care area. ] think the aged have a strong fear of being wiped out b
the potential need to enter a nursing home for an indefinite period.
Nursing home costs in real dollars are up by a factor of 12 in the
lagt two decadee emphasizing the legitmeacy of this fear. Roughly
half of nursing home costs are paid for by medicaid; it seems likely
that these costs are something of a time gomb for the deficit in the
Government budget.

Mr. GingsURG. Paul Allen.

Mr. ALLEN. We have been akirting that issue and I would like to
respond a little bit. I think there is a lot of misunderstanding about
the relationship between medicaid and medicare. Medicaid is the
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catastrophic coverage for long-term care which ig probably the ulti-
mate health catrastrophe we can suffer, being confined for the rest
of our life to a long-term care institution.

Most of the nursing home industry in this country is supported
by the medicaid program. So 70 percent of ali the beds in Michigan
are supported by medicaid, and most of the people, 39 percent of
them in those inatitutions are medicare eligible also, and they do
contribute some of their own income and medicare ambulatory
benefits to their own catastrophic care, but the majority of it is cov-
ered by medicaid now and would be for the future, 8o I don’t think
it would impact on medicare per se.

Mr. Newnouse. But it will impact on medicaid, which will in
turn impact on the Government budget, and a major reason for
concern with medicare ig its potential for enlarging the Govern-
ment deficit.

Mr. Avren. That is8 the point | was trying to make earlier. The
anatomy of the health care problem ig an institutional problem—
acute and long-term care. If we are going to address any efforts to
minimize our problems in both programs jn the future, we have to
look at the institutional setting, not as to where you spend a vouch-
er or how you redistribute benefits.

Mr. GingsURG. Anyone slse on this point?

El Ginzberg.

Mr. GiNzBerG. Since I am trying to understand what is being
said, maybe it would be helpful for the audience and to myself to
say what the discuasion up to now has stressed. We have a very big
gap and we can move on it by trying to get more money to close it,
bl’tlxt.tProfe&sor Hsiao’s paper really didn’t indicate that you could do
that.

We then moved to a notion that perhaps we could change the
medigap, medicare relationships, and get more money in that way
to help the Government. Then we came over to means testing and
then opened up a whole different game.

The other part of the discussion is that we addressed the way in
which health services are organized and delivered, and tried to get
a better hold of costs. That is where Joe Newhouse began. Because
if you don't do anything with the parts of the system which are
driving costs, you are not going to get many results {rom financial
manipulation. So you can decide either to play around with fi-
nances on the one side—and there are a whole series of options—or
you can really try to move to long-term fundamental reform by for-
cussing on costs.

Mr. GNerURG. John Sinn.

Mr. SinN. Remember, something very dramatic has happened to
the delivery system thig year—we have gone to DRG’s. Where that
iz going to lead us, nobody 1 am sure on this panel, has any real
idea.

Mr. GinsrURG. I think the next panel knows.

Mr. SINN, Well, I will await the next panel then. But I think it is
important to know that everything we are talking about is really
in the past and until we see what the effects of going off cost reim-
bursement—and soroe of those effects I think will be very good for
the fund—I don’t think we really know what the end results are
going to be.
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Mr. Ginsrurc. Ed Hughes.

Dr. HucHes. I would like to speak to the earlier comment that
people don't seem to do a good jogeat shopping for health care. It is
important to point out that in the purchase of medical care, we are
not purchasing toaster ovens or similar products.

There are travel costs and time costs involved that are not often
factored in, and should be. Most critically, however, the purchase
of a service from a physician with knowledge of an individual’s
health and his/her family is potentially characteriatic of a very dif-
ferent. product than that being purchased from a physician one has
not known before, but who may be charging a lower fee.

Many concerned and intelligent observers of the health care in-
dustry have long articulated that continuity of care is an impor-
tant element of medical care, significantly enhancing its quality. I
believe that consumers are aware of this. It is important that we
realize that there are complexities in the purchase of health care
that go beyond the typical purchase of consumer products. Unless
these are borne in mind, we run the risk of seriously undermining
the sophistication of our discussion and ultimately the validity of
any recommendation forthcoming from it.

K;IB. IcnaNLL 1 think we need to reform the entire system. Howev-
er, there are a number of things we ought to consider doing in the
ghort run that would improve the efficiency of the program and
probably reduce costs significantly.

It strikes me as being somewhat ironic that health care profes-
gionals are constantly talking in all parts of the country about
trying to wrestle with the problem of demand as it relates to cost,
but yet, they don’t seem to be very committed to demanding from
medicare the kind of efficiency that is being demanded from pri-
vate insurance.

Why not incorporate into medicare mandatory second surgical
opinions, concurrent review, preadmission screening and testing
and all the other initiatives which are working effectively in the
private sector. They don’t cost money; they are fairly easy to imple-
ment; and we ought to do them immediately.

’thteninF up the program in the short run, without reducing
benefits, help us to get to the point where we are ready to deal
with the Jong-term reimbursement issues.

Mr. GinsBURG. Let's ask Bob Patricelli to describe his experience
on the private side, and whether he thinks it is transferable to
medicare.

Mr. PATRICELLI, A lot of things from the private sector are trans-
ferrable to medicare that can and should be done. I dispute Eli's
contention that benefit restructuring is somehow not worthy of
?leing done if it doean't focus on the engines driving health cost in-

ation.

It seems to me there is an equity logic and an ability to save the
Government some money in the {inancing of the medicare system
if a reagsonable benefit restructuring is undertaken along the lines
suggested by Bill Hsiao. Although, I would stop short of varying co-
insurance and deductible rates by provider cost category.

However, when it comes to dealing with the things that are driv-
ing health cost inflation, we have mentioned HMO’s a couple of
times, and CIGNA operates an extensive chain of them.
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1 really do think that one pretty easy thing for the Congress to
do would be to remove the heads I win, tails you lose rules concern-
inﬁl medicare’s 95-percent capitation payments to HMO’s. If the
HMO is able to save monsy, it has to give it back to medicare or
plow it into enriched benefits. There ought to at least be a sharing
of those savings with the plan. I think HMO's can achieve cost sav-
ings with the right kind of incentives from medicare.

Mr. Grnssurc. Paul Allen.

Mr. ALLEN. 1 was going to save this for later, but I might ag well
make the point now. In Michigan, 25 percent of all the ADC gopu-
lation in Detroit is in a health maintenance organization, and has
been for a couple of years. One out of every four. And the savings
are obvious. The number of inpatient days are down, drug costs are
down, ancillary costs are down, there is a real saving, approximate-
ly 10 percent over fee for service expenditures.

And we need the same kind of emphasis for medicare soon.

Mr. Gmnssuna. 1 would like to give Bill Haiao a chance as the
author of the paper to have the fina)l word before we move on to
the next one.

Mr. Hsiao. 1 will comment on four major points made by the
commentators. I think there is a fundamental philosophical differ-
ence here as alluded to by Joseph Newhouse earlier, that is, how
can we impose some constraint on the health care m. Joe gaid
the system is tachnology driven and I will put it differently. The
system ig technology driven, but more importantly there are no ef-
fective constraining forces on the system. The providers are given
an open checkbook and they fill in the blanks and get paid.

So, the question is, Do we constrain the health system through
regulation as Karen suggested, or perhaps we can do only so much
through Government regulation and we also need to impose some
market constraint through the consumers at the same time. I think
the philosophical difference between the various comments is that
some people believe only regulations have an effect while others
believe consumers can also make a difference.

Now let me reapond to a number of comments that our prwed
reforms do not save a large amount of money for medicare. That’s
true. Our proposal does not totally solve the financial crisis of the
medicare pro%‘:'am. My coauthor believes that the financial burden
of medicare shouldn’t ajl fall on the beneficiaries. Under our pro-

, the savings will amount to more than $3 billion per year.

be saving would have been greater, but we proposed to use a part

of the savings to provide catastropixic coverage to the elderly. If

catastrophic insurance is not incorporated, the savings to the medi-

care trust. fund.could be as large as $6 billion, that's a significant
amount.

I like to stress that our progosal improves the benefit to the
medicare beneficiaries by providing catastrophic protection. Many
people geem to have overlooked that part. I think the major func-
tion of any insurance plan is to protect beneficiaries from financial
ruin. Currently, the medicare benefit package does not offer that
protaction.

Therefors, I think it is time to reform the current benefit atruc-
ture to enhance the insurance function of medicare rather than
being a plan to prepay the small bills. Variable cost sharing has
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the ﬁotential to yield savings to the health srstem in the long run.
In the short run 1 agree that there won't be large savings produced
by the variable coinsurance rates, but in the long run, there could
be substantial savings if the market forces do work in some degree.

The second major question raised by the commentators is wheth-
er people do or do not shop for lower priced providers. Karen point-
ed out that beneficiaries are not shopping now while they have to
pay the amounts that physicians charge which exceed the prevail-
g limit. I would like to suggest that is not a good evidence to
show people would not shop. Let me offer three reagons.

One, ieople lack price and quality information today. They don’t
know who 1s the high-cost provider and who is the Jow-cost provid-
er. That is why we propose that the Government gerve the role to
disseminate that information to the people.

Two, today many physicians do not collect from the patients the

rtion of their charge that is not paid by the medicare program,

hysicians write that off as bad debtas,

ree, I would like to remind you that about 80 percent of the
American elderly today have supplementary coverage to fill in the
medicare’a cost sharing. ’I‘wo-t.hirgs of the elderly have bought me-
digap, and roughly about 12 to 14 percent of people are covered by
medicaid. Therefore, about 80 percent of the elderly have filled in
their deductible and coinsurance today. There is no reason for
them to shop with full insurance. Under our proposed scheme,
beneficiaries without full insurance may shop for the lower priced
providers.

I like to add that in one of my research projects, I had inter-
viewed dozens of physicians. They frequently mentioned that they
do shop for their patients. When physicians know their patients
have to pay a large portion of the cost, then they do try to choose
the low-coat providers for their patients.

The third issue raised by the commentators is means test bene-
fits. Some people have labeled our income related catastrophic cov-
erage as means tested benefit. I think there is confusion about the
words “means test,” that’s an emotionally charged term. If you
will permit me, I would like to define this term. Meana test should
be defined as a person’s eligibility for benefits depending on his or
her income lavel. That is not what we have proposed here. We are
not proposing that the elderly's eligibility for medicare benefita de-
pends on their income level. Instead, everyone will be eligible for
medicare benefits, but the level of benefits a person is eligible for is
related to hig or her income. That is very different, in my opinion,
from a means test program like medicaid or food stamps.

Social insurance has always had its benefit related to people’s
ability to pay. The cash benetfit is related to people’s income during
their working years, and those with lower income get a higher pro-

rtion of benefits in relationship to their contributions. I don’t un-
ggrstand thia argument that if we relate medicare benefits to peo-
ple's income, then we have violated the principles of social insur-
ance. I think that is really an illogical argument.

Lastly, I'd like to comment on medigap. The widespread of medi-
gap coverage seems to indicate that many people are rigsk averse.
They want to buy supplementary insurance to have first dollar
comprehensive insurance. We suggested in our paper that the
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reason for some people to buy medigap is because the current bene-
fits don’t provide catastrophic coverage. The rigk is open ended.
Therefore, if we limit the amount of rigk people have to face, then
some elderly may not buy medigap.

Mr. GINSRURG. Let's turn to the paper on vouchers. I don't have
as many queations to ask. I would like to depend more on the pane]
for topics. Let me begin by saying that I can see three types of
health plans that people—beneficiaries—might purchase or slect if
they had a voucher. One would be a traditional plan like medicare,
pessibly with a different benefit structure.

Another might be a traditional plan with much more stringent
utilization review requirements, preadmission testing require-
ments, et cetera, such as Karen Ignani mentioned before.

And the third type, which gets the most attention, would be the
socalled alternative health plan, namely, a health maintenance or-

ization or something like it, something which has very different
incentives for the providers than the fee for gervice syatem.

Poaaibly we could begin by having the panelists comment on the
viability of mainstream medical care under alternative health
plans, :

Paul Allen.

Mr. ALLEN. A bit of a reatatement. Qur experience: we have been
doing our best in the past couple of years to make ends meet in our
health insurance program for the poor, just like medicare has been
doing its best. However, we have been able to go a little further in
exploring alternative health care delivery systems. We have done
this through HMOs, through capitated plans and through primary
care networks. Frankly, this is the way of the future if you are

oing to constrain a rate of growth, and that is all you can ho
or, because health care costs are going to grow, particularly for
the aged population.

Now, In reviewing this voucher paper, the firat thought that
came to me ig how big would that voucﬁr be. I mean, what would
its value be, say in Detroit, Mich., which i8 a very high cost health
cere areg, even for medicaid which is allegedly not paying its fair
share. ] would estimate the voucher would have to be about $2,500
a gear for a person who was eligible for both medicare and medic-
ai

That i8 a significant amount of money, and it doesn’t include
long-term care. Most of that money under a voucher system would
have to go toward choosing which acute hospital you wanted to go
to if you were forced into that poseition. Given the options in the
marketplace, I didn’t fee) that the beneficiaries concerned have the
degrtlae of sophistication required to make those decisions intelli-
gently,

Mr?Gmsanc. Mr. Newhouse.

Mr, NewHouse. ] think there is 8 presumption in some quarters
that HMO’s or alternative delivery systems, or whatnot are some
kind of magic bullet that will stop the trend in coets, and I would
like to point out that the cost savings I think are somewhat similar
in one respect to the kinds of cost savings one gets from more coat
sharing, that is, costs at HMO's tend to be lower at each point in
time, but Hal Luft wrote an article about a decade ago that showed
the trend in HMO costs were similar to the trend in fee-for-service
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costs. 1 think that the question of what to do about the trend in
costa really boils down to a point that was in Irv Wolkstein's paper,
which is what do we really want to pay for?

We are a well to do country. We want to pay for more than
many other countries want to pay for. We may not want to pay for
as much as we are paying for now, but the willingness of peopls to
join HMO’s in ever increasing numbers, deapite the rate of increase
in HMO premiums, suggests that maybe people do want to pay
these costs, that there is a sort of market test there.

We have not seen HMOsg coming in and saying “we are going to
hold costs down by not providing new technology,” and then seeing
people join them. One muat, of course, be very tentative about thie
immference because of the small market share of HMOQ's.

Mr. Ginssurs. Karen Ignani.

Ma. Ionant, Generally T think whera you come out on the ques-
tion that you pose, Paul, ia fairly closely related to where you stand
on competition veraus regulation. I submit that in order to solve
the potential permanent short fall of revenue in the redicare truat
fund, we have to come out somewhere in between,

I don’t think there is anything wrong with medicare beneficiaries
going into HMO's, quite the contrary, although ! certainly agree
with many of the comments that Joe Newhouse made. I don’t think
that all HMO’s are panaceas. I prefer the group practice plan with
strong incentives for physicians to control costs, but certainly there
are other issues with which we must wrestle.

On the other hand, ] think putting medicare beneficiaries into a
gituation where they would cash out their medicare benefits would
be vary dangerous. For example, beneficiaries on the margin, with-
out much digposable income could have a strong incentive to go
in{.)%a low option plan, because in return they would receive a cash
rapate.

Mr. GingnurG. Robert Patricelli.

Mr. PatriceLuy. ] certainly would agree with Professor Newhouse
that HMO's aren't for everybody and they aren’t the solution to ev-
erything. But nevertheless, I thinlk the evidence shows that the es-
calation of HMO premiums has been less in recent years than it
hasg for the typical insurance.

I would like to separate the issue of the desirability of alterna-
tive delivery systems from how to stimulate them. We are gsrving
70,000 medicare beneficiaries in HMO's under cost-based reim-
bursement, and I hope we will ba able to treat more beneficiaries
under the new TEFRA provisions. [ really don’t think, Paul, that it
is necessary to try to-plunge into a voucﬁer system in order to get
to the flowering of numerous alternative delivery systems. We are
seeing il now.

Mr. Ginsaura. Well taken.

Does someone want to follow up on that point?

I was bothered by the voucher plan. According to the Inguiry ar-
ticle which I referred to earlier, we have some portion of 1 percent
of the elderly now in HMO’s on a prepayment basis. So 1 would say
we have been zero successful to date in encouraging HMO's to deal
with the. elderly. We don’t know anything about that. All we know
relates to a cost reimbursement basis.
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Therefore, to suggest that 3 years from a zero base we are going
to put a mandatory voucher systemn in place is something that I
hope the gentlemen in this room who have to legislate will not
take geriously, becauge I can’t take it seriously given the complete
abgence of any experience with that.

Jennifer O’Sullivan.

Ma. O’'SurLuivan. I think we have pointed out in some areas the
country HMO’a are working very well. However, in other areas of
the country there aren’t really operational HMO's that we could
really turn to. How are we goin%ﬂtdo give people a choice 3 years
down the road if there isn't an O in the area? In some areas
there may be alternative health ilana. But I suggest that that is °
pot true across the country. And then what are you going to do for
the rest of the people? Are you going to give them a voucher to buy
something comparable to what they already bave under medicare
at perhaps a cost that i significantly higher than what they are
getting now under the current medicare program?

Mr. Ginseure. Now, Stan Jones.

Mr. Jones. 1 would like to offer just a couple of thoughta abhout.
the theoretical role vouchers might play in encouraging competi-
{,ion and how they may be prevented by the problem of adverse se-
ection,

One, the only reason that 1 can see that is appropriate for our
society for offering vouchers to the elderly would be the conviction
that we would encourage a kind of price competition among third-
part gayers, be they HMO's or insurers, such that those payers
wou{d e motivated to do something to hold down health care costa.
Specifically, we would like to see them work to constrain hospital
and physician uee of services, or make them more efficient, so that
their insurance premium can be low enough to attract folks who
have vouchers in their hands rather than letting them go to the
insurer or the HMO down the road. Incentive for price competition
is, in my mind, the only legitimate reason for a voucher.

Now, there are other reasons for offering vouchers to the elderly,
more nefarious ones, and Hal mentioned several. For example, we
could give out vouchers, but then tie their value in future years to
an unreasonable rate of increase, such as the Consumer Price
Index, and blame the imgurance industry for not holding down
health care costs enough so that the voucher will cover the entire
premium. That ie a great political strategy for holding down Gov-
ernment costs. It is a means of passing the buck between the public
and private sector. But it does not hold down the cost of care to the
individual, and it i5 not a good reason for passing a voucher pro-
gram. The only legitimate reason is to encourage the kind of com-
petition among insurera and HMO's that really holds down costs in
the long run.

However, there is an obstacle in the way of constructive competi-
"tion, and it parades under this phrase ‘adverse zelection.” 1 would
suggest to you that there iz enormous evidence available, that this
i8 1n fact & huge problem, perhaps an insaurmountable problem,

I have watched a number of actuaries review the varioua plang
in the Federal employees health benefits system, which I am sure
moat people in this room are very familiar with. The premiums for
gsome plans in that gystem in some cases are quadruple that of
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other plans. Plan A can be four times as expenaive as plan B, while
the range of real actuarial value is closer to 10 to 15 percent differ-
ent. It doesn’t take an actuary more than a few minutes to review
the benefits against the premiums and conclude there is enormous
adverse selection going on here, enough selection that an insurer
can compete much more effectively by enrolling good risks than by
trying to hold down cost.

Put it another way: An insurer can work like crazy to hold down
doctor and hospital costs and hold his premium down a dollar, or
he can be clever at selecting his subscribers from among this huge
Federal employee group and hold it down $10.

Now, given the fierce competition by acores of carriers out there,
including HMO’s, you can figure out what they are going to do.
The problem we have in a voucher system is finding a way to en-
courage insurers to compete by holding down the costs of doctors
and hosgpitals, and not by selecting carefully whom they are going
to underwrite.

Many people have atruggled in the last 3 years in the FEHBP
system to find a way to correct for the adverse selection problem,
such a8 adjusting the premium for age, sex, and area of the coun-
try. But all these factors account for somewhere between 12 and 25

rcent of the adverse selection problem; we aimply don’t know

ow to explain the rest. It may be that some: people simply are in-
clined to use more health care than others, and which insurance
plan they choose is determined by marketing and other things in-
surers are getting better and better at.

I am not sure we know technically how to solve the adverse se-
lection problem with vouchers.

We do have a system under medicare that allows elderly people
to selact HMO’s or CMP’s—competitive medical plans—and move
into those plang. [ think we should enrich that program and go
slow on the voucher side.

Mr. GingsuUrG. Paul Allen.

Mr. ALLeN. ] think it is appropriate to give you a little reflection
on the medicare health problem as viewed from a medicaid per-
spective again. [ don’t think a lot of people realize that more than
half of the medicaid budget in this country is spent on medicare
eligibles, and that is because the health care problem for people
who are qualified for medicare is sort of a three-strata problem.

The first atratum is the scute and ambulatory care, which we all
know are common to our own heaith problems. The second one is
long-term care which is unique to the population at risk, the aging
population, the frail, the people that are dependent on othera for
support. That brings up long-term care and all it means. The third
part is the in-home social aspects where health care needs of the
elderly sort of blur into their social support needs. To try to aplit
up these three strata into a voucher system would be most difficult;
in fact, I think it would be impossible.

Mr. GINSBURG. Joe Newhouse.

Mr. Newnouse. 1 would like to start from the premise Stan
Jones started from—the goal was to encourage price competition.
And I would like to take an analogy to illustrate the selection prob-
lem for those of you that find it too arcane to worry about that
may algo point the way toward one kind of way around it, and that
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is to think about supermarkets. When you decide what supermar-
ket you want to shop at, you think about the unit prices of what-
ever you want to buy, the price of a pound of oranges or a pound of
hamburger, a pound of cotfee or what not. And then you take into
account the amenities at the supermarket—how fast you can get
through the line, and so forth. And then you decide which super-
market to go to.

What you are doing is deciding the price that is entering into
your mind is unit price, price per unit of food. Now, the analo-
gous—or the difference, I should say, with the medical care scheme
we have been talking about i8 that prices—instead of the price you

ay being what you blthy times the unit price, it would be something
ike the price you would pay to go to one supermarket would aver-
age the tota) bill of everybody who goes to that supermarket. So if
you happen to pick a supermarket where people had large families
and took out many sacks of groceries, you would pay a lot to go to
that supermarket.

That, in turn, means that the supermarkets, when they are com-
peting, ag Stan said, they are looking for people that don’t take out
meny sacks of groceries with them when they leave the supermar-
ket, and they are not necessarily competing on the unit price of a
price of a unit of food that they are competing on now.

I think there is evidence t{uat selection i8 an important issue,
albeit with the nonelderly. We haven’t really, for obvious reasons,
tried it very much with the elderly.

"I would like to also comment on something—well, then take the
supermarket exanle one gtep further. This could point to a way
around selection. If alternative plans or alternative providers—for
example, hospitals—if the prices that consumers faced for them
were on the basis of some notion of a unit price rather than the
price times the quantity of gservices brought, then one could have
price competition. .

Now, of course, there are lots of problems in defining what the
unit ﬁx;ilce 18. Some of those were brought up in the discussion of
Bill Heiao's plan, which I might call the antisupercharger plan.
But, nevertheless, one does get around selection in principle, but,
as ugdual, there isn't a free lunch here. If we just vary on the
charges to the consumer on the basis of unit price, as we do with
supermarkets, then there is no incentive for providers in this case
to economize on procedures; that is, you may charge only a littls
bit for a lab test but you just do lots of lab teata.

Well, once you try to introduce incentives to economize on the
uge of lab tests, I sugﬁst, then you get into the selection problem,
because then you m it desirable to want to have patients who
don’t require a lot of lab tests.

Now, one other point. Steve LaTour said at one point that even if
there was selection, plans didn’t go out of buginess. Well, maybe so.
Bat that is really, I think, missing the point.

The point ia that if we are going to have price competition and it
is desirable, we want the prices that people face, as Stan Jones
said, to reflect some notion of the resource costs involved in treat-
ing the people rather than the prices of treating everybody else in
that plan, meaning price timea quantify of services.

Mr. GINBBURG. rt Myers.
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Mr. Mvers. | really cannot see any advantages for the voucher
system. I think that the choice that is given to people is just too
difficult for them to make with the knowledge which they necessar-
ily can have. Even if this basis were phased in so that tKe existing
elderly did not have to mandatorily make a choice, I still see great
difficulties.

The original medicare proposal . had a three-choicesd option as to
the benefit package. Congress, in ita wisdom—and I am not being
sarcastic, but truthful— said that there should be a uniform medi-
care program insofar as its benefit provisions were involved. 1
think that choice was right.

Even though the vast majority may not choose properly (if you
can define '‘properly”), there still will be a substantial minority
who will select against the program and will increase itg costs that
way. 1 think that the Federal employees health benefits program
has had its problems in this way. Many have referred to I'BEH% as
showing how the voucher system could work well, but often the in-
dividual under FEHB is put in a bind in choosing between the low
option and the high option. The big difference in the premium rate
is not reall wortE the difference in benefits.

If the individual under FEHB wants a catastrophic type of provi-
gion, a cap of some sort, and takes the high option, the difference
paid for the high option ig, to a considerable extent, not worth the
extra benefits obtained, because the people who have taken the
hi%h option are the higher users of the normally first-dollar costs.

see great difficulties in a voucher aystem. Also, I think that it is
quite true this issue can be separated from the question of the de-
sirability of having more HMO coverage. I think that is a separable
matter, and the queation whether HMO's are better or not is really
debatable. It i8 not as certain a matter as some people here are
saying, that HM(O’s are most cost-effective.

ith regard to what many people have said about competition
leading to great efficiency, you also must consider the probably im-
ponderable question, “Would this also lead to lesser services, be-
cause the costs of a health plan can be reduced by giving less serv-
ices, by having more queveing by discouraging people from coming
for necessary services. How this can be controﬁed. 1 certainly
cannot say, but it certainly is as much of an element for considera-
tion as promoting preater efficiency (which always, of course, is a
desirable goal).

Mr. GINSRURG. Harold Luft.

Mr. Lurr. Thank you.

I think it is important in considering the adverse selection ques-
tion to recognize a couple of points. One is that a very, very small
fraction of the individuals account for a major fraction of the cost.
In the University of California Blue Cross plan, we found that four-
tenths of 1 percent of the claimants, excluding those people who
never submitted any claims, accounted for 21 percent of the ex-

nditures, You can never identify those people before the fact.

here are just too few of them to be able to recognize.

The sacond point that we found is that there is incredible inertia,
again dealing with the University of California population, which
may perhaps be somewhat less intelligent than the average. They
had a choice of two fee-for-service plang, with identical benefits.
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The only difference was whether it was a Blue Cross card or a Pru-
dential card. One-third of them were in the wrong plan, given the
net premium costs that they had to face. It turned out the carriers
had different relative loadings for single versus family. One-third
of them were in the wrong plan and didn't switch. That suggests
that you can ask people which plan they would choose, and when
they have to make a choice they may make the right choice. If you
just have an open enrollment season, that is usually not the high-
est priority for people to look at.

1 think the third point dealing with the notion of competition in
vouchers i8 that more is not necessarily better. When we are talk-
ing about plans that are intended to change provider behavior,
what kind of clout does an ingurer have when the insurer oniy has
1 or 2 percent of the market? They can’t tell providers to change
their behavior with the threat that they will refuse to send them
patienta or things of that sort. They have got no clout in terms of
market power.

On the east coast, Blue Cross and Blue Shield currently have
substantial clout, 60 percent or more of the market. They could, if
they wished, lean on providers to change their behavior, but if we
are talking about a voucher plan, that is encouraging many, many,
carriers, then each one will have a small market share as on the
west coast, and none of them have enough power to lean on a
group of providers and tell them to change their behavior, It is not
clear where one should choose the optimum in terms of number of
different options under the voucher system. It is not clear that we
;;vant many flowers to bloom. A couple of strong trees might be far

etter.

Mr. GinssurG. Karen Ignani.

Mas. Ianant. 1 would like to turn te the supermarket analogy be-
cause I think it is illustrative of a fundamental problem with the
voucher gystem. When we go to supermarkets, if the prices are
good, the food is fresh and the lines are short, we consider this a
good supermarket, but I don’t think we can compare our ability to
chose supermarkets to our ability to judge the quality of the medi-
cal care gystem. In fact, just the opposite is probably true. If one
goes to a doctor’s office and has to wait for some time, there is a
tendency to think more highly of the physician. In other words, if
the wait ig 50 long, then he or she must be good. Such thinking il-
lustrates the problems many have in choosing and evaluating qual-
ity of care. For competition to work, people need to be able to judge
quality of care, and we definitely haven’t reached that point.

One of the things that should be noted ia that people on all sides
of the political spectrum want to encourage medicare benaficiaries
to join group Eractice plans because they would not have to do a
great deal of shopping or wading through paperwork and, in return
would get better benefits. Similarly, we might also consider allow-
ing medicare beneficiaries, in States where medicaid directors have
negotiated contracts with providers, to joint such plans, which
would avoid the potential problems associated with putting individ-
ualg into small insurance plans, but would give them the option to
join a plan that someone else has evaluated, and which offers a
more comprehengive benefit package. There would have to be some
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extraneous evaluation and standards that would have to be met to
assure that the quality of care will be there.

Another approach would be to allow medicare beneficiaries to
also entar into plans that have been developed for State employees.
Very few people have considered such arrangement, which would
make competition work for the beneficiary. Therefore, 1 wouldn’t
urge that we discard competition, but T would urge that we ba very
careful about the application of that term.

Mr. GINSBURG. Stan Jones,

Mr. Jongs. A few thoughts on how the elderly presently make
choices. The kind of choices they currently make seem to me rele-
vant to whether or not they would make good use of a voucher.

No. 1, under part B of medicare, it is the case that there isn’t
ver% good information available to the elderly on what your doctor
is charging versug someone else in the community, and what share
of the bill you will end up paying is a result of a higher than cus-
tomary charge. However, the data is there. If you look up the code
on the back of the form, even though it ia printed lightly, you can
find in fact what amount of the bill wasn’t paid becauss the phys;j-
cian’s char%e was over the customary fee. My mother figured that
out. She is 80, but she figured that out.

Nevertheless, the elderly, from what I have seen, are very slow
to abandon their physician even if they are charging them more
than is customary in the area.

No. 2, under the FEHBP, the Federal annuitants who already
have medicare coverage, subscribe in large numbers in the highest
coat insurance plans, and pay higher pramium out of pocket. There
have even been efforts by OgM n the past, and by some of the in-
surers involved, to send letters to the elderly who make this choice,
advising them they would be much better off in a lower cast plan
which would still pay most costs not covered by medicare. Yet they
pergist in staying in the program that they are in, for all kinds of
reasons. That is the choice they make.

Finally, the elderly do buy aui)plemental insurance. You can tell
them it is best to pay deductibles and coinsurance out of pocket.
There is indeed a higher loading charge for this insurance—inci-
dentally this higher loading charge ig ag a result of supplemental
being individual policies as opposed to group insurance. It is mar-
keteg for individuals. Checks are collected from individuals. Every-
thing is handled very much more expensively than in a group ac-
count. Nevertheless, the majority of elderly buy supplemental in-
surance, again indicating the way they shop and think about
health care.

It seems to mo wo know enough from those experiences to have
some real concerns ahout how wigely the elderly would exercise
their choice with vouchers—especially when you consider that if
you put $2,600 in the hands of every elderly person in the country,
you are saying to insurers, "Everyone you enroll is worth $2,500 to
you. That ig the premium. Now if you happeo to enroll one who
doesn’t vse any services, that is $2,6)(,)0 free and clear. If you enroll
one who ugses them a lot, you could resally run up some losses.” It
seems to me if you pit the collective gkill of ingurers, who want to
enroll the good risks against the elderly who are trying to make
the choices, it doesn’t leave me really optimistic.
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Let me offer one last thought on this business of supplemeantal
insurance. With all deference to my friends who are economists, 1
sometimes think economists can stand issues on their heads better
than anyone else. The idea that medicare is subsidizing supplemen-
tal has a kernel of truth in it, but the notion that that subsidy is
anywhere near the amount that has been talked about just defies
imagination. The paper included a line that gaid “Assuming that
medicare supplemental purchasers are like those who do not pur
chase supplemental then,” and it goes on. Well, in fact, supplemen-
tal coverage is purchased by higher income elderly, better educated
elderly, and mostly suburban elderly. It is not purchased by lower
income people.

It is also purchased by people who are afraid of rigks, who have
gome experience of illness in their family. These are the folks who
buy, and they run up big medicare bills, and they would run them
up whether they had supplemental or not. Mayge they run them
up a little bit higher and sooner because the deductibles and coin-
gurance are filled in, but to think there ie a huge subsidy going to
the medigap insurer is silly. The real problem ig that medicare
ien't offering the medicare population what they want, which is
first-dollar coverage, and they are going anywhere they can to get
it

Mr. GiNsBURG. [ think we are running a little late. I would like
to give the authors of the voucher paper, one of the authors, a
chance for a final statement, Barry Friedman.

Mr. FriEpMaN. Two paragraphs after the quotation that Stan
Jones gave, we cited a study that looks at differential utilization
and cost for people with medigap and without, controlling for their
personat characteristics, and there still is under those conditions
quite a lot more utilization, and it can be related to the better in-
surance coverage, to the point that you can buy a dollar of medigap
benefits for a net loading charge of something under 3 percent,
which is a pretty good deal.

Second, since I am talking about Mr. Jones, on the point about
separating HMO's from vouchers, that is really a question of what
kinda of plans are you going to approve in a voucher system, and
how much are you going to set rigid criteria in advance of what are
the ideas that do have plausible cost incentives, and that should be
allowed to be tried in a voucher system. I don’t think anyone—
woll, at least we don’t have in view that you would open up a
regime where an individual would take a $2,600 check and go
around to anybody who is willing to take his money for a plan.
This would be a managed system with minimum criteria, and lots
of plausible cost incentives to get into the ballgame.

{ it turns out over time that a full coverage plan with free
choice of provider, and no utilization review is very expensive, I
wouldn’t be surprised. It i8 an economic nonsense proposition, and
the real alternatives are going to come down to do you want a plan
with coinsurance or a plan with utilization controls or a plan with
restricted providers. That may be the real frontier, but let me add
that the goal is not just price competition. The goal in vouchers is
we should be thinking about benefit competition, about drugs, eye-
glasses, or long-term care, things that would be very hard for the
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.Government to enact for everyone and something that a lot of
people might be willing to pay for.

They can get better terms under a managed voucher gystem than
they can shopping around as an individual. I think that ia impor-
tant.

I think more and more people are getting more choice now in
their working years. It is going to be very strange to tell them
when they retire they don’t have any choice.

Thank you,

Mr. Gmyspurg. I would like to thank the authors and lead com-
mentators and the panelista for the excellent job they have done in
the seasion.

[Applause.)

Mr. GinsBurG. We will reconvene at 2 o’clock for the next panel
on provider reimbursements.



REIMBURSEMENT

PANEL:

Grenn Marxus, Bpecialist in Sosial Legialation, Congroeasional Research Sorvice,
Library of Congrsas, Washington, D.C.

Bruce C, Vuaner, President, United Hoapital Fund of New York

Juprr Lave, Ph, D, Professor of Health Economics, Graduate School of Public
Health, Unlvenlﬁv of Plttsburgh

JAaox Haorgy, Ph. D, Senior Research Associate, Health Policy Center, The Urban
Inatitute, Washington, D.C.

Perer D. Fox, Vice ident, Lewin & Asaocigtes, Inc., Washington, D.C.

Haroro Couen, Ph. D,, Executive Director, Health Services Coat Review Comgnis-
slon, Baltimore, Md.

Jay B. ConsTANTINE, Consultant, Health Policy and Programs, Weshington, D.C.

Rosert DerzonN, Vfca President, Lewin & Associates, Inc, Washington, D.C;
Former Adroinistrator, Health Care Financing Adrmlpstration

Wiruanm Franzrry, Presldent and Chief Executlve Officer, Blue Croes and Blue
Shield of Florlda

Brny R. Lawton, M.D,, Department of Thoracic and Cardlovascular Surgery,
Marshfield Clini¢, Marshfield, Wis.

Jacx Mxyer, Ph. D., Resident Fellow, Director of Health Policv Studies. American
Enterprise Institute, Washington, IS.C.

Wenprwr Privus, Ph. D, Economist, Professional Staff, Committee on Wayas and
Meansg, U.S. House of Reprasentatives

MroyaeL Zoumeaman, Assooiate Diveotor, Human Ressurces Division, U.8, Ceneral
Accounting Offics

Mr. MARKUS. My namae is Glenn Markug, and I am with the Con-
gressional Research Service of the Library of Congress. In this
morning’s session, we had an early taste of some of the suggestions,
comments and proposals that relate to increasing the costs of the
medicare program to beneficiaries, and tomorrow you will have an
o?portunity to discuss some of the proposals for increasing the cost
of the program to the taxpayers.

This afternoon’s gession, however, focuges on the amounts that
ghould be or ought to be paid to institutional providers of services
and to practitioners.

The discussions about this topic under the medicare program are
not new. Similar debates during the 1960’s and 1970's, like those of
this morning, tend to be couched in a variety of political and ana-
lytical idioms, but after many of the euphemisms are cleared away
and some of the rhetoric has been gettled, many of the core issues
digcugged deal with the basic compensation questions.

Herman and Anne Somers, in their 1967 review of the then-loom-
ing medicare problem, said it especially well:

The method and the amount of payment to providers will determine far more
than the cost of the medicare program. They will significantly influence atandarda
of‘raymem for all public hospitalization programa, as well as those of Blue Cross
and other third party payors.

They will alao influence the price paid by individual purchasars, Moreover, since
health care is not a fixed identiflable commodity, the charactsr ond the quantity of
the service ia likely to be afiected by the payment pattern.

(243)



In short, the method of payment is not just a neutral (Inancing mechansim Lo pay
the bills. For good or for ill, 5t inescapably affects costa and quality and the patterns
of service. There is no doubt that rehnbursement policy, therefore, remaing one of
the major gut sssues in the question of the future about the medicarse program,

In this regard, we have two panels this afternoon who will
review and discuss the reimbursement papers that are described in
your committee print.

First, we will tallk about hospital reimbursement under medicare.
Our lead commentator, Bruce Vladeck of the United Hospital Fund
of New York, will comment on the paper authored by Judy Lave of
the University of Pittsburgh.

Thereafter, we will ask Jack Hadley of the Urban Institute to
focus on the paper dealing with physician reimbursement under
medicare authored by Petor Fox of Lewin Assgociates.

Bruce.

Mr. ViLADECK. It i3 a great pleasure to be here and to have the
opportumity to comment on so excellent and thoughtful a paper.
My {irst comment ia to urge you all to read it.

Let me take on the task, as briefly as I can, of trying to do jus-
tice to Dr. Lave’s paper.

The first point, and it i8 really quite critical, is that we are, after
all, just starting prospective payment under medicare. It is a very
complex and very significant change, and it might well be prudent
to take some time to see what is going to happen before we begin
e:llploring alternatives to the aystem that has just been put in
place.

The other issue that emerges in the course of that introductory
statement is that over the next 3 or 4-yaars, the savings relative to
current gervices levels anticipated from the new prospective pay-
ment aystem are on the order of $68 billion. As we have been dis
cussing, that atill leaves the trust fund in a negative position before
the end of the decade, but that is still a significant amount of sav-
ings, and I think implicit in Dr. Lave's discussion is the question of
how much more savings can be achieved, at least in the relatively
short run.

Dr. Lave then looks at 8 number of options being discussed for
changes in the current system. The first one, I think in terms of
significance, as well. a8 in chronology, is the question of movement
toward uniform national rates.

As ghe %)oints out quite correctly, hospital care i3 locally pro-
duced angd locally consumed.

There are very large regional variations in cost within DRGs,
even after one controls for wage differences, urban versug rural lo-
cational differences and differences in oxtent of teaching activities.

There is also some evidence from States with ratesetting pro-
:grams that high-cost hoapitals tend to persiat as high-cost hospitals
éven under controlled reimburgsement.

More to the point, prospective payment saves money primarily
~through limiting the rate of increase in hospital prices rather than
from reallacating the total dollars in the aystem among hospitals.
Nor is there any particular rationale for reallocating medicare dol-
lars from hoapitals in high-cost regions to low-cost regions, as uni-
form national rates would do.
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Dr. Lave calls, at a minimum, for glowing down the implementa-
tion of national uniform rates until we have better data about cost
variations in nonwage inputs and other sourcas of cost variation,
and at a maximum raises questions about whether we should go to
a national rate at all.

The second option Dr. Lave looks at relates to the adjustment for
indirect teaching costs. I will not go into the details, but there are
reasons to believe that the 5.79-percent factor that s incorporated
in the current methodology by a doubling really ought to be 9 per-
cent undoubled, as a more accurate reflection of the true incre-
mental contribution of indirect costs for medical education activi-
ties. There is also a question as to whether we want to continue to
encourage expensive teaching institutions to treat relatively rou-
tine cases; that is to say, whether we want to apply the teaching
adjustment to all kinds of cases or only to those that need to be in
tertiary ingtitutions.

Finally, relative to teaching costs, Dr. Lave recognizes that some
of the willingness to incorporate them in proapective payment re-
sults from an implicit recognition of the large role that teaching
ingtitutions serve in providing uncouxtpensated care to people who
lack the means or insurance to pay for it, and suggesta tl‘:at per-
hapa we want to make subsidization for uncompensated care more
explicit in the process of any reduction in the explicit subsidy for
medical education activities.

As & third option, Dr. Lave suggests that we might want to devel-
op low length-of-stay outliers to change the incentives concerning
things that ought to be done on an outpatient basis for which pay-
ment on a DRG syatem encourages admissions,

Dr. Lave addresse’ the importance of getting some kind of
handle on technology and expresses some hope that the Prospective
Payment Assessment Commusasion will adopt firm guidelines about
effectiveness and efficacy before new technologies are recognized in
adjustments to the rates. Dr. Lave algo raises the option of further
limiting the rate of increase in per case costs under medicare by a
formula stricter than the market basket plus one formula that is
now in current law, and that many expect will be continued even
after it changes from a statutory to administrative decision. She
points out quite correctly, that in recent years the hospital market
basket has increesed at a faster rate than inflation in the economy
as a whole. Thus, market basket plus one means that hospital
prices are going to continue to grow faster than prices in the econo-
my in general, and of course faster, therefore, than revenues for
the hospital insurance trust fund, as long as we have the same sort
of tax base as we have now.

On the other hand, Dr. Lave points out that market basket plus
one is awfully stringent by hiatorical standards. She also raises
concerns about the extent to which we can afford, over a period of
time, to have too great a divergence in the rates medicare pays hos-
pitals from what the private sector pays hospitals. Implicit there is
a concern about access problems for medicare beneficiaries. There-
fore, she suggests that any changes in the general rate-of-increase
formula n to be partially contingent on the private sector re-
sponse to changes in medicare hospital payment.
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She examines the question of whether we should further encour-
age the development of waivered State systems, and concludes that
the Federal Government should probably remain relatively neutral
on that. She also adopts what she says is a wait-and-see attitude
relative to all-payors regulation at the Federal level.

Dr. Lave then goes on to explore some of the predicted effects
that prospective payment is likely to have. She believes there will
be a reduction in real services per discharge. This will lead to
charges that quality of care is being adversely affected. Whether or
not care is being adversely affected is much harder to tell, but the
charges will certainly be made. At a minimum, it is therefore par-
ticularly important that mechanisma like PRO’s are in place and
functioning effectively, so we know what is happening, or begin to
get some sense of what 18 happening, to quality of care.

Length of stay will fall, That will put more pressure on nursing
homes, home health agencies, and other places to which medicare
patients go after hoapitalizations. It will mean they are seeing
sicker patients and raise questions about the costs of those services
and how they are being reimbursed.

Admissions and readmissions will probably increase to the extent
that unbundling is still legal by .substituting part B services auch
as preadmisgion testing, for part A services. ‘There will be a one-
time legitimate recoding of many cases to maximum reimburse-
ment. This i8 a one-time phenomenon, but it could throw off the
cost savings in the early years. Dr. Lave is skeptical as to whether
there will be much skimming within DRG's, with hospitals trying
to find the cheaper or less-intense cases. She is fearful that services
like nutrition counseling or health education may be drtg)ped by
hospitals under pressure from prospective payment, and antici-
pates continued restructuring of the hospital industry in terms of
the organization and ownership of hospitals.

We do not know, Dr. Lave suggests, how great the degree of any
of these effects will be or what the overall outcome will be. If many
of these things happen to the worst possible extent that can be rea-
sonably imagined, then they will be insoluble within the existing
gtructure of medicare. If these effects only occur to a mild degree,
there may be milder sorts of interventions that can address them.

Nonesthelsss, the basic structural problem which is not currently
addressed by the prospective payment gystem is that it is a pricing
gystem in what remains an open-ended fee-for-service financing
system, in an environment of increased interprovider substitutabil-
ity and increased provider discretion as to the apf)ropriate forms of
diagnosis and treatment. Dr. Lave quite correctly points out that
this problem exists regardless of the specific form of a prospective
payment system.

onetheless, it needs to be addressed in one way or another if we
are pgoing to satisfactorily organize payment under medicare.
Therefore, in addition to a sort of in-passing recommendation that
wa’should probably merge parts A and B and get away from some
of the perverse incentives relative to substitution among types of
gervices, Dr. Lave suggests only two long-range options for dealing
with the cost of inatitutional and other services for medicare.
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One i8 increased cost sharing, and the other is greater emphasis
on capitation and managed care. Dr. Lave expresses skepticism
about the political feaaibility of substantially increased cost shar-
ing, but she ia more optimistic about capitation and managed care,

In conclusion, Dr. Lave argues that prospective payment, even if
it works, is a pricing policy; that we need to manage the system
and prospective payment does not do it. And we probably need to
find mechanisms for management.

[t 18 also fair to point out, in concluding this very fast tour, that
Dr. Lave does raise, by way of conclusion, substantial open issues
in need of being addressed. Thess are uncompensated care and the
financial problems of ingtitutions that serve people without means
and without insurance, and the problem of the subsidization of
teaching activities.

I hope that, while overly fast, that has been a fair summary.
Judy will have a chance to respond, but she really laid out the es-
gential iasues very well.

1 would like to comment on my own, and 1 have divided my com-
ments into three categories. First, what I would call technical;
second, a sort of intermediate category; and, third, what [ might
call conceptual.

On the technical issues, I couldn’t agree more that there ia an
inherent madness in the notion of & uniform national rate. There is
no savings to be achieved from medicare to moving to a uniform
national rate. For every hospital that is murdered in the process,
another hospital receives an unmerited windfall. There are reasons
to believe you ought to have uniform national rates as a plece of
every hospital’s rate caleulation as a standard of efficient produc-
tion of services. But Dr. Lave is quite correct; the aavings come
from controlling the rate of increase. They do not come from the
movement toward a uniform national rate.

We don’t have uniform national anything else hardly any more. 1
don't see why we need it for medicare hospital DRG's.

The secong point where 1 would supplement Dr. Lave on a tech-
nical level, involves the concerns about unnecegsary admissions, in-
creages in admissions, low end outliers, and all those sorts of
things, They are probably best addressed by the introduction of
some sort of volume variability factor, at the individual hospital
level, into medicare prospective fpayment,. The experience in New
Jersey shows very clearly that if you pay on a per case basia, the
difference between average and marginal costs at the margin pro-
vides enormous windfalls to hospitals with relatively small in-
creases in volume, while at the same time unfairly penalizing insti-
tutions with relatively small decreases in volume.

Further, it seems to me that if we are concerned about the total
fiscal impact of paf'ing by the case, because providers still have
control over the volume of services for which t ey are being paid,
there are, from a technical point of view, relatively easy adjust-
ments to make to remove the financial incentive to incre ad-
missions. That ought to be done right away.

My third technical point involves the control of technology. It
seems to me—and here again, the New Jersey experience is quite
constructive—that if you take the capital costs associated with
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equipment and put them in the DRG rates, you are about half of
the way home toward requiring individual institutions to make
rational cost-effectiveness determinations about whether or not a
new technology ought to be purchased. If the purchase of a new
technology permita you to treat someone for a total cost of care
that is no greater or even less then you go out and buy it. If it in-
creases the cost of care, you think twice.

The OTA report on DRG's and their likely effects on technology
has a two-by-three grid that expresses these issues very well. The
Prospective Payment Agsessment Commission will have a lot to do,
and they should really only be worrying about technologies that in-
crease costs while purportedly increasing the quality of services.
For those that are cost reducing, we ought to let the system take
care of itself by building technology costs into DRG rates.

In a footnote, which in the next version will not be a footnote,
Dr. Lave says we have got to do something about capital. T don't
share her views that a percentage add-on capital allowance added
to the rates is desirable, even though she would permit States to
pool those amounts. But that is really the topic omnobher discue-
Bl1ON.

I think the emphasis on the importance of t}g ropriate profes-
sional review and quality assessment under a D g-based payment
system is quite correct and quite appropriate. I am not certain
there is any logical reason why the need should be any greater now
than in the past. DRG-based payment systems permit you to focus
better on some of the critical issues at stake when you do quality
assurance. That ig a strength. We have always needed PRO’s and
have not done nearly as well as we should have, but we should re-
focus attention.

Finally, perhaps on the technical level, or perhaps on the inter-
mediate level, I am not entirely convinced by the discussion on the
rate of increase. Obviously, the great invention at the Federal level
relative to the prospective payment system is the notion of budget
neutrality, the concept that you can essentially set one number
each year, if you have control of volume, and thereby eatablish
your total part A inpatient liability for the year.

It is true that market basket plus 1 1s more stringent than
anyone has really ever done in the past except for 2 or 8 years in
New York State. It is also true, however, that the original CBO
gtudy this past winter that firat brought the 1ssue of the impending
deficit of the trust fund to everyone's attention, concluded that, if
you set price increases at market basket minus 1.8 percent, the
trust fund stays solvent indefinitely, but that that might be
unacceptably stringent by most of our existing standarda.

I would point out, however, that market basket minus 1'% is
what the Massachusetts Legislature thought it did when it enacted
Senate bill 372, and in the Massachusetts context that was not
viewed as an unrealistic target. I don’t see why we need to be
locked into market basket plus one. It would solve most of our
problems if we could see some real increases in net productivity in
the hospital sector.

On what I would call the intarmediate level, 1 peraonally feel ob-
viously, that we ought to be doing more to encourage State all-
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payor systems. ! will make one specific point in that regard, and
that is, that in the short run, we have no other available satisfac-
tory mechaniem that is politically feagible to address the issues of
uncompensated care in financially distressed hospitals. The all-
payor systems in four States where they have been around for
more than a month or two have done that exceedingly well.

The issue of hospitals going broke merely becauvse they serve
poor people i8 a very real problem. That must be a major priorit
issue as we talk about controlling health care costs. Only State all-
payor systems have established a technically feasible method for
doing something about it.

On the issue of teaching costa, maybe because 1 am not an econo-
mist, putting some subsidies in the rates does not seem to me to be
such a bad idea. 1 would raise a caution though, and that is rela-
tive to Dr. Lave's issue of not paying a teaching adjustment for
routine cagses. As she herself points out, we have increasing reason
to believe that we systematically underprice very fancy tertiary
services and systematically overprice routine services. Tnig is true
under all apghcatiom of medicare accounting pinciples, and indeed
under just about every hospital pricin§ systern we have, primarily
as a function of the way we do cost allocation, especially for nurs-

ng.

?f it is true that we underprice expensive cases and overprice
easy cases, and we then remove the teaching adjustments from the
routine cases, then the subsidy that has been available there to
subsidize the expendive cases in teaching institutions is removed,
and the problem arising from the digproportionate share of intense
cases in teaching hospitals 18 made worse, not better.

Finally, at the level of intermediate issues, I personally perceive
a growing consensus in a number of places for an integration of
parts A and B. I don’t see any good reasons against it, and I quite
agree with Dr. Lave that, it is something toward which we ought to
move. But 1 will go a step further, relative to some of her other
points.

I am familiar with all of the statements emanating from this city
that medicare is not a long-term care program. That appears to be
a major philosophical commitment, but also an error of fact. Medi-
care 18 paying billions of dollars a year, not only in terma of SNF
and home health care, but for patients awaiting placement, doe-
torg’. fees, for long-term care clients, and so forth.

If we are ever %oing to solve the problems of long-term care fi-
nancing—about which, you all may have noticed, people make ref-
erence and then run away as qluicldy aa they can—we have to inte-
grate medicare and medicare long-term care financing. While we
are merging A and B, we might as well merge “care” and “caid.”

Prospective payment only deals with prices, as Dr. Lave appro-
ggiabely insists. Unless the rate of impatient price increases is held

low market basket, you will not save enough money to keep the
trust fund solvent, ignoring for the moment the revenue side.

In my simple-minded understanding of the issue, total cost
equals price times volume. We are now controlling price. How are
we going to get at volume?

29329 0—84—17
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Dr. Lave suggests two ways, cost sharing and capitation. She says
cost sharing, the evidence seems to be, controls volume but is not
politically feasible. I would add that it is not politically feasible
precisety because it is most punitive to those who most need care,
something at which many of us are naturally repelled.

Capitation does control volume and, therefore, capitation is ev-
eryone's favored approach to a lot of these problems. I am sympa-
thetic to the notion. But we have a real problem. Looking at the
HMO experience, it appears that you can offer all sorts of capita-
tion arrangements but it is hard to get people to enroll in them.
Depending on the market you are in and the experience in that
market, it is extremely difficult to get people who otherwise have
good coverage to enroll.

1 am involved, to a peripheral degree, in the current issue of
medicaid reform in the State of Now York, where the isgue is this:
We could save the medicaid program in the State a fortune and
provide better care if we could get recipients all enrolled in capitat-
ed plans. But they don't want to be enrolled in those plans. We
have seen the same sort of problem in Massachusetts, and 1 would
{'usc suggest that the political opposition one encounters relative to
ocking in the poor in medicaid capitation is nothing compared to
what you would see relative to the politically enfranchized elderly.

Dr. Lave is relatively optimistic about managed syatems. The one
other thing we have learned from the HMO experience in the last
10 years it that it is not easy to manage a prepaid heelth care
%swm in a way that remains solvent and gives good quality care.

hether or not it i8 doable is still just a othesis, unless you are
talking about a very small number of relatively old group model
plans. Therefors, it seems to me, in addition to prospective pay-
ment, we are going to have to take a number of different sorta of
steps to get at the issues of volume.

Obviously, we will have to continue to encourage capitation, but
I am not optimistic that we are going to enroll that large a share of
medicare beneficiaries in capitated plans unless wo really skew the
financial incentives in waysa that significantly reduce tﬁe current
value of medicare benefits,

I think, therefore, that we also need to take seriously for once,
for the first time perhaps, the notion of utilization review. If we
are going to gear up all these PRO's, we might as well give them
that to do as well.

Further, there are some promising beginnings in some regiona of
the country in treating hospital rate setting in termsa of total
budget caps or revenue caps rather than in terms of per unit

rices. You can talk about doing that on a statewide or reFional

asis and let regional corporations make price/volume tradeoffs.

We are going to have to change incentives in physician reim-
bursement and perhaps also we are going to have to plaﬁ around
with what might be called mixed forms of financing which mix
some of the advantages of capitation or prepayment with some of
the advantages of not requiring people to enroll in plans. 1 am
thinking now in terms of the way IPA's pay their physiciana. You
pay a part of the fee now and a part at the end of the year if the
utilization experience is favorable. There may be some lessons
there for larger insurers, public and private.
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I have no systematic answer on these issues other than I don’t
think there is a systematic answer.

In conclusion, first, we are just getting started with medicare
prospective payment. It is too soon to be drawing conclusions, Dr,
Lave has some suggestions. I have not been shy abouf making
them either, but the evidence i8 not in and we ought to he prudent
about waiting for same of jt.

1 was very much struck by the comment this morning that
nobody has been talking at all about what all of these things mean
in terms of the quality of services to patients.

One of the things we ought to wait for to see what actually hap-
pensa involves the aspirations of the people who were involved in
the development of DRG-based systems, that when you merge pro-
apective payment with the DRG as a unit of payment, you provide
a8 mechanism through which hospitals and physicians would seri-
ously look at patterns of care rendered in hospitals and perhaps do
something to \mprove them.

Thank you.

Mr. Markus. Thank you very much, Bruce.

Dr. Lave.

Ms. Lave. Thank you, Bruce.

It seems to me that there ie probably mora agreement between
these two panelists than some of the ones we have heard earlier so
I will comment on a few and stress a few points and make a couple
of additional commenta.

I will reiterate my concern about national uniform rates. My
problem with national uniform rates ia that if they are implement-
ed in 3 years, the speed mandated under the current law, that is
such a strong reduction In reimbursements to hospitals in the
Northeast and the east north central that it will kill prospective
payment. For example, on average, 62 percent of the hospitals in
the east north central region would receive an average 13-percent
reduction in their payments.

That is about three times tighter than the Massachusetts system.
I personally believe that the existence of a national rate may kill
prospective payment because of the political uproar it will cause in
certain regions of the country. Thus we won’t really have a chance
to get it underway.

The second point I would like to comment on is the problem of
volume variability. Everybody iz very concerned about the likely
increase in admissions rates under prospective payment. The incen-
tives are to increase those admissions. However, the professional
review organizations have been specifically charged with monitor-
ing admissions and the Department of HHS has been asked to
study the need for preadmission review.

I am somewhat concerned about putting a volume adjustment in
the rates for the medicare population only. Every particular sub-
group of payors has a very high degree of variability in their
number of admissions from year to year. You may want to have a
volume adjustment on the total population. It is not ¢lear to me
that it makes much eense when the mix of populations is jumping
up and down.
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The medicare population may be increasing while other popula-
tiong are decreasing. My preference would be to have the PRO’s ex-
amine the isgue.

You recommend that the allowable rate of increase be lowered. It
is true that Massachusetts currently has market basket minus one
while the current medicare prospective payment system is market
basket plus one, nationwide. However, for some regions of the
country it i3 market basket minus three and in other parts it is
market basket plus three,

It is my judgment that we cannot decrease the overall rate of in-
creage within the confines of a national-based system. If you moved
to a more regional-based aystem, you could in fact lower the rate of
increase beyond the market basket plus one,

Mr. Vladeck has pointed out we ought to be putting more en-
couragement into all-payor asystems. I am neutral on this, A month
ago | attended another conferance where everybody argued that we
had to get rid of the all-payor systems. There I was neutral again.
It seems to me that I am always on the wrong side, or perhaps the
right gide on these issues.

Under the current system, there will be a lot of pressure for the
development of all-payor systema. In particular, the bospitals them-
selves are going to begin to apply pressure because under the cur-
rent medicare syatem, individual hospitals may receive wide wind-
fall gains or loases. It i8 not clear that either communities or hospi-
tals would chooge to allocate a given amount of medicare dollars
according to this outcome. Thus, there is going to be some pressure
from hospitals, in addition te the pressure that we have already
seen from the commercial insurance companies, to move toward
all-payor systems—a system in which hospitals would have more
control about their individual fates.

[ argue in the paper that the Federal Government ought not to
stop that from happening and it ought to allow a certain degree of
variability in the approaches used by the States. It ought not re-
quire that all States move toward a DRG-based system. There may
be more agreement here between Viadeck and me than is suggest-
ed by hia remarks.

W{ geemn to have a tendency to still think of the health care

tem as being made up of hoapitals and physicians. Wel), that ig
changing very dramatically. We now have great varisty in both set-
ting and provider. There used to be things done in hospitals and
things done in doctors’ offices and now we are having a whole spec-
trum of things that can be done and each one of the new providers
are coming to Blue Cross, et cetera, and say ‘‘Pay us. We can do it
cheaper,” and they probably can do some things cheaper. But one
of the lessons that we have learned ig that these providers act both
a3 substitutes and comElements for each other, and my concern i
that under a system where medicare makes its decision service by
service, provider by provider and technology by technology, and
where there is no capping of the system, that the end result of that
is going to be a very regulated system.

We are going to have an awful lot of regulation at the Federal
level, and this regulation will not be able to take regional differ-
ences into account.
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As a longrun solution we are going to have to move Lo a more
managed system.

I think that basically we have to move away (rom uniform rates
and move to more regional rates—or we have to phase in to nation-
al uniform rates more gradually.

We do have to lower the teaching adjustment because there are
in fact major gains going to some hospitals, I think that we can es-
timate the required teaching adjustment better. I also think the
medicare program can and should begin to cover some of the costs
of uncompensated cars in the medicare rates. This would require a
radical change in policy.

However, as all of the payors, both private and public, have
tightened their reimbursement rates the problem of uncompensat-
ed care will become much more acute, we will have to worry about
it. I have proposed a short-term guggestion but we will have to
worry about a longer term solution.

Mr. Marxus. Thank you very much, Dr. Lave,

In the interest of time, we better keep presaing on.

Jack Hadley from the Urban Institute will comment on the
paper, “Physician Reirobursement Under Medicare: An Overview
and a Proposal for Area-Wide Physician Incentives.”

Mr. HapLey. Dr. Fox begins his paper with a discussion of why
physician reimbursement is an important issue and how medicare
is currently paying physicians and some of the problems with that
system. That is useful background, and I will summarize some of
those points.

Why should reform of physician reimbursement under medicare
be a high priority issue? First, spending for physiciang’ services ac-
counted for 22.6 percent of medicares budget in 1981, ranking
behind only inpatient hospitals’ two-thirds share. Second, medi-
care’s spending for physiciang’ services has been growing fagter
than its spending for hoapital care, 17.1 percent per year between
1977 and 1981 compared to 18.9 percent for hospitals. Third, physi-
cans have an obvious and substantial bearing on the use of all
medical services. To the extent that medicare’s current physician
reimbursement system does not encourage economical behavior, is
too expensive and too inflationary, then reforming it should be a
hi%}]\hpriority.

at is medicare’s current phyasician reimbursement system,
and whet are its problems? With few exceptions, medicare uses the
‘customary, prevailing, and reasonsable; ¢charge (CPR) method to de-
termine how much it will pay for each and every service provided
by a physician.! The amount determined by this process is called
the reasonable charge, which ia defined by statute as the lowest of
the following three amounts: The individual physician's actual
billed charge for the specific service provided; the amount that he
or she customarily charges for that service, defined as the median
of his or her actual charges in a Frior time period; and the prevail-
ing-charge in the community, defined as the 76th percentile of cus-
tomary charges within a given locality.

3 Many medicald and Blue Shield plans employ a similar method colled UCR, uauel, ovatam-
ary. ressonoble.
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Customary and prevailing charges are updated each July using
data for the preceding calendar year. Because of inflation in physi-
cian’s charges generally, this time lag means that medicare-deter-
mined reasonable charges will be lower than the physician's cur-
rent charges. However, basing reasonable charges on phyeiciang’
own charges and updating them annually made them both relative-
ly generous and relatively inflationary.

Congequently, Congress jncluded in the 1972 Social Security
Amendments a provision to limit the growth in communitywide
prevailing charges to a rate determined by an index which reflects
national increases in wage rates and physiciana’ office costs. If both
actual and customary charges increase more rapidly than the
index, and there is some evidence that this has not been happening
a8 rapidlg as was initially thought,? the externally constrained pre-
vailing charge will eventually becomse an area-apecific fee achedule.
A major criticism of thig de facto fee schedule ig that it would pre-
serve whatever relative relationship happened to exigt among pre-
vailing charges for different services at the time that the prevail-
ing charge became lower than the actual and customary charges
for a service. Thus, w the extent that high technology and proce-
dural services are overpald and so-called cognitive services are un-
derpaid, these distortions would be preserved.

Dr. Fox cites two other problems with medicare’s method of de-
termining how much it will pay. It is confusing both to physicians
and to beneficiaries and it encourages physiciansa to provide unnec-
esgary or marginally necessary services. There ia little contention
about the former but the latter ig a claim which I'd like to examine
more closely later.

Detsrmining medicare’s level of payment is only one, albeit prob-
ably the most important, part of the overall physician reimburse-
ment syatem. The other two interrelated parts are physicians’ bill-
ing options and beneficiaries’ coat sharing, In deciding whom to
bill, the physician may either accept or reject assignment of each
medicare claim on a claim-by-claim bagis. Accepting assignment
means that he or she accepts the medicare-determined reasonable
charge as payment in full and saubmits the bill to medicare, which
pays the physician after subtracting the beneficiary’s cost sharing.
The physician then billa the patient for the cost sharing. If the
physician rejects assignment, then the bill goes directly to the ben-
eficiary who 18 responsible for paying the full amount charged. The
beneficiary in turn submits the bill to medicare which reimburses
80 percent of the ressonable charge after the deductible has been
satisfied. These beneficiaries may face additional cost sharing equal
to the difference between the piysician’s actual charge and medi-
care’s reagonable charge for that service.

Among the reforms so far proposed and debated to varying de-
grees are the explicit ¢reation of a fee schedule, combining physi-
cians’ billings with hospital DRG’s, or developing physician-specific
DRG’s parallel in concept though not in content to hospital DRG’s.
Proposals to alter the assignment mechanism have included requir-
ing physicians to accept assignment on all bills or on large bills

2 Parsonal communication fram William Scanlon, the Urban Ingtitute, Novernber 1383,
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only or forcing physiciansg to choose pericdically between accepting
gssignment of all or none of their medicare claims.

Dr, Fox argues that none of these approaches are comprehensive,
that is, includes nonphysician providers, none addresses what he
calls the “underlying problem of the ‘blank check’ mentality associ-
ated with the incentives embodied in the fee-for-service system as it
now operates,” nor do any of them explicitly recognize physicians’
key role in directing the use of nearly all medical services. In their
place Dr. Fox proposes an areawide incentive system with the fol-
lowing key features.

Reasonable market areas would be designated.

Within each market area, targets for total medicare expenditures
(parts A and B combined) would be established prospectively.

At the end of the year actual expenditures would be determined
and the difference between targeted and actual expenditures would
be calculated.

Physicians would be rewarded or penalized depending on wheth-
er actual expenditures were less or greater than the target.

All physicians treating medicare patients would be subject to the
penalties and rewards.

The proposal is predicated on several key assumptions: Fee-for-
service will continue to be the primary methed of paying for physi-
ciang’ services; by setting targets, medicare will be able to moder-
ate potential pressure on the trust fund without either reducing
benefits or raising additional revenues; and this will come about
because the areawide incentives will induce physicians both to
change their own practice patterns and to promote other providers
to be more efficient.

This will occur, Dr. Fox argues, because the limit or target im-
posed on each area will force all providers to collectively and coop-
eratively develop methods to bring resource use under the limit.
He emphasizes that there would be no Federal mandating of any
particular organizational form and that every area would be free to
choose what works best for it. The essential incentive system pro-
posed is femiliar—total expenditures need to be fixed, as in most
HMO, IPA, or voucher plans. However, this atrategy differs from
existing HMO or voucher options in one very important respect—
the target population would be all beneficiaries in the area, not
volunteers who might enroll in HMO's or join voucher systems.
Also, areawide incentives are not mutually exclusive with other
cost-containment strategies, and may in fact reinforce them.

Although the areawide incentive approach is simple in concept,
it would face numerous design issues. Dr. Fox discusses seven: one,
the target level; two, the reward and penalty structure; three, the
formula for distributing bonusges and penalties to individual physi-
ciansg; four, the availability of data; five, the designation of geo-
graphic boundaries within which the targets are set; six, the prob-
lem of patient out-of-area coverage; and seven, the locus of adminis-
tration within each area.

Since his paper is not a detailed legislative proposal, he only
mentions options and possibilities for how the design issues would
be handled, and I shall be even more brief.
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THE TARGET LEVEL

Initially, targets might be set to reflect historical rates of in-
crease in medicare expenditures, perhaps adjusted for changes in
beneficiary characteristics, inflation, and/or the percentage in-
crease in GNP, In hard fiscal times, for example, the target could
be frozen. Targets could also be manipulated to reduce cross area
variation in medicare expenditures per beneficiary.

THE REWARD/PENALTY STRUCTURE

Rewards aud penalties could be symmetric or asymmetric, and
may or may not include maximums. For example, the reward
might be 20 percent of any budget surplus—the target exceeds
actual expenditures—and the penalty 10 percent of a budget defi-
cit, with specific dollar caps on each.

THE DISTRIBUTION FORMULA

Rewards and Eennlt.iea could be distributed on a pro rata basis
determined by the volume of medicare services provided, on a per
ph{&ician basis; or on some other bagis. In order to avoid having to
collect penaltien from physicians ex post, some portion of the target
could be withheld for end-of-the-year settlement.

OBTAINING THE DATA

HCFA would have to speed up its claima procesaing system in
order to compare actual to target expendures. A system of prelimi-
nary estimates, interim settlements, and final adjustments would
have to be worked out until the claima processing lag could be re-
duced to an acceptable level.

DESICNATING GEOGRAPHIC AREAS

Dr. Fox notes that defining market areas can be difficult and is
likely to become politicized if the setting of targets is to have any
redistributional elements. He alludes to health aystem areas and
PSRO areas, but does not explicitly propose that either be the
market area for his proposal.

CROS8 BOUNDARY FLOW

To the extent that people residing in one market area receive
care from providers in another, there will be problems in both aet-
ting targets and allocating actual expenditures to each market
area.

ADMINISTRATION

Dr. Fox suggests that the PRO is the most logical administrative
agency. Another logical Fossibility is the medicare fiscal interme-
diary. Dr. Fox does not feel that this is a critical issue, however,
since the incentives inherent in the target will oxist regardless of
who administers the program.

In concluding, Dr. Fox notes that the incentives created by the
areawide target are collective or group incentives, not individual
incentives. This raises the question of whether the individual phy-
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sician will respond at all, especially since medicare is responsible
for only about 17 percent of the average physician’s groas revenues.
One way to increase the target's impact is to expand it to include
medicaid or even private payors. Even if the target is limited to
medicare, Dr. Fox still believes that the group incentive can be
tranamitted to individual physicians—his evidence 8 that inde-
pendent practice associations [[PA’s] report fewer days of hospital-
ization per 1,000 enrollees than for people covered by traditional
Blue Cross/Blue Shield plans. Finally, because very little is known
about most of the implementation and administrative issues, he
calls for large-scale demonstration projectz to test his approach.

CRITIQUE

The system of areawide incentives outlined by Dr. Fox would be
a dramatic departure from medicare’s current methods of paying
not only physicians but also all other providers. It is just shy of a
fully budgeted medicare program because the targets which would
be set are not binding. Actual expenditures will still be determined
primarily by the interaction between prices and use rates for indi-
vidual services. If the national aggregate target is exceeded, medi-
care may be able to take back some money-it paid physicians; if
not, then it would give physicians a bonus and thus spend more
than it would have otherwise. By using financial penalties and re-
wards as incentives, this approach tries to get physiciang to be the
collective managers, not just the prescribers, of all services used by
medicare beneficiaries.

My comments cover the design, implementation, and administra-
tion aspects of Dr. Fox'a proposal. ’I%\e first question 1 address is
whether the system’s jnherent incentives are hkely to push or lead
physicians toward greater efficiency. Second, assuming that the in-
centives do make sense, how feasible are the system’s implementa-
tion and administration?

Dr. Fox argues that the combination of areawide targets, re-
wards, and penelties will induce physicians to make the medical
care system more efficient, thereby saving medicare monay, but
without reducing benefits, either in terms of quantity or quality.
Furthermore, the Federal Government would not impose, require,
or mandate any particular type of organization to force physicians
to change their behavior. Rather, the best approaches would evolve
88 a consequenca of the incentives inherent in the tergets, rewards,
and penalties.

As Dr. Fox points out, the key to making his approach work js
translating the collective incentive to reduce spending into an indi-
vidual incentive to which individual J) giciang wi)l respond. He be-
lieves that the fear of penelty and the prospect of rewerd will
induce physicians to band together, to act cooperatively to limit re-
?ouroe uge, and to montor and police each other so that all con-
orm.

I believe that this is likely to occur only if the potential reward
or penalty 18 large enough to offaset whawverdgaina the physician
might attain by going it alone. For the individual, gain would in-
clude not only financial benefit but also the freedom to Yractice
medicine without interference from an outside group. Although
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areawide incentives give the appearance of setting a limit and
uging financial incentives to change behavior, I fear that the basic
structure is incongistent with the theory and evidence of the bshav-
1or of individuals in groups.® As long as rewards and penalties are
digtributed among all physicians without regard to their individual
behavior, the individual physician will do better by ignoring the
collective incentive. Furthermaore, the larger the group, the weaker
the collective incentives become.

Let me give some examples, Suppose all physicians ignore the
collective incentive and es a result exceed the target. For simplic-
ity, assume that they all provide about the same number of serv-
ices to medicare and that the penalty ia distributed equally among
physiciang. Does it make sense for any individual physician or
subset of physicians to reduce their services to medicare, either by
cutting back on their own billings or by admitting fewer patients to
the hospital? If some physicians do, their actions will reduce the
size of the penalty, but by an amount far less than their own fore-
gone income, since the aggregate reduction in the penalty is shared
by all physicians. Can a subget of private physicians force other
p{xyeicians to change their behavior? As 1 understand current anti-
trust laws, the answer is no.

Let's take the opposite case and suppose that actual expenditures
turn out to be lower than the target. If physicians had i1n fact not
changed their behavior at all, then this would mean that the target
had n set too high and that physicians received a windfall
bonus.

But let’s assume that in fact some physicians are very civic
minded and coneciously try to limit the services used by their
medicare patients, but without affecting quality or outcome. For
example, imagine that the physicians on 18th and 19th Streets in
the District of Columbia have a strong north-south orientation and
believe in preserving the union. They form the Numbered Streets
Independent Practice Association NSIPA to manage their behavior
and in fact succeed in cutting medicare expenditures by 10 percent,
Bay, by admitting their patients to the hospital less often.

he physicians on K Street, L. Street, and the other alphabet
streets are east-west confrontationiats who will have nothing to do
with Government targets and collective behavior. They treat their
patients just as they always have, but purely by coincidence,
happen to increase their medicare patients’ services by just the
target rate.

Location theory being what it is, there are equal numbers of phy-
siciang in NSIPA and the alphabet streets. As a result, the D.C.
reasonable market area’s tota) medicare spending was 5 percent
below the target. Medicare saved money, 0 it’s time to hand out
the bonuses. Dr. Fox suggested that physicians gat 20 percent of
the asavinga. If thig formula were adopted, medicare would keep 4
out of the b percent and the remaining ! percent would be divided
among the physicians.

' P, Held and V. Reintardet, aditan, “Analysis of Economia Performancse in Medical er"?
Practicen,” project report 79-05 (Princston, N.J.: Mathemnalice Policy Research, July 1879) F.
Sloan, “Bifects of Incenlives on hysician Performunca,” in J. Rofferty, cdilor, “Healih Man-
power and Productivity” (Lexington, Mess.: Loxington Books, 1974).
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If an equal distribution rule is followed, the NSIPA physicians
would collectively get one-half of 1 percent and the alphabet street
physicians woul get one-half of 1 J)ercent. For the latter, of course,
this ie {.mre windfall, since they didn’t do anything different. For
the NSIPA physicians, the bonus is indeed a reward for civic be-
havior. But to get this reward, these physicians reduced their own
billings, of which, on average 40 percent represents costs and 60
percent is net income. So if the 10-percent reduction in services
used by their medicare Eatients included a l-percent reduction in
their personal billings, then on net, they come out slightly behind,
Their net incomes fall by 0.6 percent because of their reduced bill-
ings, against a bonus of 0.5 percent. This doeg not count any of the
costs or time required to set up and manage NSIPA. Based on this
scenario, ] would predict that many physicians would move from
19th Street to K Street.

Humor aside, I think the basic flaw in the design of the areawide
incentive approach is that it lacks a mechanism for forcing individ-
ual physiciana to follow the group incentives. In the absence of
compulsion and as long as rewards and penalties are shared, then
the individual physician will always do better by pursuin‘g his/her
personal gain. To the extent that this contributes to a deficit, then
that physician's individual contribution to that deficit is spread
among other physiciang. Conversely, if others voluntarily curb
sgending, then they wind up sharing the reward with others, so
that they don’t reap the full benefit of their cost-conscious behav-
10r.

Research has shown that monitoring, policing, and managing are
key elementa of any group’s organization.* If the group is smell,
say 10 or fewer physicians, then these functions can be carried out
informeally through peer pressure. But ag group siza increases much
beyond thie relatively small number, it 18 important to establish
formal mechanisms for not only manafin resources but algo tying
individual rewards and penalties to in ivigual behavior.

Large groups can be managed. Kaiser and other large HMO's
and IPA’s have demonstrated this. In fairness to Dr. Fox, he recog-
nizes the problem of imposing group incentives on individuals and
¢cites gome TPA’s success as evidence that it can be done. But one of
the alleged advantages of the areawide incentive plan outlined b
Dr. Fox is precisely its weakness—the lack of any required organ:-
zational structure which would impose targets, rewards, and penal-
ties on individual providers. No one has to join on IPA and the
areawide incentives aren’t strong enough to get them to join.

Turnin% to implementation and administration issues, Dr. Fox
mentioned several., Two warrant some emphasis, however. First,
people travel to obtain medical care. In fact, it may be that the
sicker they are and the more complicated their cases, the more and
the farther they are likely to travel in geeking advanced medical
help. Thig reality makes me very skeptical about the possibility of
defining ‘reasonable market areas’ for medicare services.

Dr. Fox recognizes the cross-boundary flow problem, but surmises
it to be small. On the contrary, evidence on people's travel patterns
for ambulatory care suggests that between 10 and 60 percent of

4 Hsld and Reinhevdt; 8loan.
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vigits occur in counties other than the oounf.l! of regidence, depend-
ing on the size of the county of residence.® For most institutional-
ized care, the proportion crossing county lines jg likely to be even
higher, especially for complex care given by teaching hospitals,
which tend to be concentrated in large cities. In general, and very
importantly, the reasonable market area’s size increases as the
nature of the service becomes more complex.

Against whose target would crosg-area expenditures be charged?
Whether done by area of residence or area of service, cross-bound-
ary flow will make some medicare patienta more desirable than
others by virtue of where they live. For example, depending on the
choice made, it could create strong incentives for physicians in sub-
urban Maryland and Virginia to see their medicare patients in the
District of Columbia, or, conversely, induce District physicians to
set up medicare offices in Rosslyn, Crystal City, and ghevy Chase.

One obvious way to deal with cross-boundary flow is {0 make the
market areas large, say an entire SMSA or large portiong of States,
perhaps coinciding with medicare’s fiscal intermediaries’ bound-
aries, But as the area gets larger, then go does the number of phy-
giciang. The greater the number of physicians, the weaker and
more diffuse the collective incentive to reduce spending, and the
greater the costs and difficulties of organizing physicians into man-
aged groups. To give sorme numbers, the Washington, D.C., SMSA
hag 7,665 patient care physicians: the District of Columbia has
1,796, Montgomery County 2,245, and Fairfax County 918. The New
York SMSA has over 80,000 physicans. The very largest IPA may
have about 1,000 physicians, and most are much smaller.

Finally, who would, or could, administer this system? Dr. Fox
suggests the professional review organization or the medicare facal
intermediary. These suggestions seem to be based on the belief that
it is a few outlier physicians who are overserving or overproviding
care, that their excessiveneas can be identified through billing pat-
terns, and that disciplining those faw physicians will solve much of
the medicare expenditure problem without hurting or affecting
very many beneficiariea. Recall, however, that the expenditure
target for an area includes all medicare services, part A and part
B. Thus, whoever, administers the system will ﬁave to develop
some way of cpllecting claims, payment, and use information for all
providers, not just physiciana. Furthermore, if a physician organi-
zation is respongible for administration, how is it going to change
the behavior of other providers? Physicians do indeed admit pa-
tients, order tests, and write prescriptions. But they don’t pay hos-
pitals, or home health agencies, or nursing homes. Nor do they
manags these organizations. They don’t negotiate labor contracts,
or make purchasing agreements. Thus, other than simply limiting
uge, it's not all clear how physicans could get other providers to be
more efficient.

CONCLUDING COMMENTS AND SOME OTHER ALTERNATIVES

Dr. Fox’s goal in proposing the areawide incentives system was
to reduce the increase in medicare spending without reducing

0J, Kleinman and D, Macuk, “Truvel for Ambulatory Care,” Medica) Care (May 1883}, p. 545,
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either access or quality. The harsh truth which Congress will have
to face up to is that it probably can’t be done. As the current ad-
ministration learned in trying to balance the budget, raise defense
spending, and cut taxes, you ¢an do any two, but not all three,

In shaping the laws which will govern the medicare program, it
would be prudent to remember one of the key laws of economics:
You get what you pay for; and its corollary: If you pay less, you get
less. The areawide incentive gystem might possibly save medicare
money, ag long as the targets were not set too high. However, phy-
gicians would simply view the penalties a8 fee raductions and, in
all likelihood, would cut back on quality and/or the number of
medicare patients they would be willing to see, either by limiting
the number of new medicare patients or by passing on the penalty
to patients in the form of higher charges, which would scale back
the amount of care they would seek.

Given that choices must be made, the first and probably hardest
question Congress should deal with is how much medical care is it
willing to pay for on behalf of the elderly. If there were no return
on the public investment in medical care, then the question would
be much easier to answer, It would be clear that too much is being
spent. But my own and other research suggest that on average a
10-percent increase in the use of medical care brings with it a 1-1.6
percent decrease in mortality rates.? Mortality rates for the elderly
have been declining dramatically since medicare was enacted, to
the point where life expectancy at age 65 bas increased much
faater for Americans than for 65-year-olda in Canada and several
west European countries.’

I certainly do not know what the answer i8 to the question of
how much to spend. But ] do know that it's an answer which is
likely to change over time, as the Nation’s wealth changes, as peo-
ple's attitudes change, as knowledge and technical capabilities
change.

I would algo assert that debating the issue in terms of how many
billions of dollars medicare spends, the medical care sector's share
of GNP, of HCFA’s gshare of the Federal budget is not terribly illu-
minating. There i nothing that is intringically right about health
care making up 8 or 9 percent of GNP, nor ig there anything in-
tringically wrong about 10 or 11 percent of GNP.

Returning to the topic of this paper, if fiscal pressures dictate
that medicare spend less, as it appears they do, then how should
medicare pay physicians in order to get the most for its money in
terms of quantity and quality and to promote acceptable levels of
access for medicare beneficiaries? Note that there are two goals
here, efficiency, that is, getting the most for your money, and
equity, inguring that everyone gets served on acceptable terms.

This brings up another law of economics—one which was good
enough to win a Nobel Prize for its developer, and this obviously is
simplification: If you have two policy objectives you need two policy

$8es J. Hadley, More Medical Coro, Bettor Healih? (Washington, D.C.: the Urban instltuts
Prese, 1982) for o swnmary of Lthis researoh.

7D. ore, “The President’s Statement,” The Robart Woed Johnson Foundation Annual
Report 1982 (Princulon, NJ.: The Robert Wood Johnson Poundation, 1889), p. 12.
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tools. In other words, a physician payment method alone cannot
both promote efficiency and assure equity.

In terms of promoting efficiency, our economic aystem has devel-
oped an es yet unparalleled, highly decentralized method—the
price system.

But sn't this just fee-for-service?

Absolutealy.

But what about the blank-check mentality?

The problem with fee-forservice in medicine is not that physi-
ciang are paid for each and every gervice provided, but that insur-
ers, both private and public, have imposed no discipline on fees.
People confuse the method of payment with the method of deter-
mining fee levels. As many physiciang who treat medicaid patients
will attest, fee-for-gervice can be very stingy.

CPR and UCR, however, are indeed blank checks—becauss they
are purely mechanistic methods of determining fee levels. Until re-
cently, no ingurer was willing to say, “The price is too high for this
gervice, or thia service ian’t worth what's being charged.” Rather,
attempts to limit fees, like medicare’'s economic index, have been as
mecl}}anistic and unconscious as the fee determination process
itgelf.

If medicare is going to have to make tough decisions about how
to cut spending, then it should start evaluating the specific services
that phxsiciane provide by comparing what it pays to what it
thinks the service is worth. Is $30 for a 5-minute hospital visit too
high? Then pay only $16 or $10. Do you want to sncourage people
to see doctors early? Then keep the fee for an initial office wvisit
where it is. Are too many lab tests being done, perhaps because
fees are way out of line with the costs of doing tests? Then pay less
for Jab tests. Are there other procedures and operations which
were difficult, complex, and expensive 10 yeara ago, but are now
routine and much less expeneive? Then pay less for those proce-
dures as well. There are two points: First, fees should reflect not
only the cost of provision, but algo the benefit or worth to the pa-
tient; second, costs and benefits change and need to be continually
evaluated. Individuals probably can’t make these evalautions very
well, nor do they have much incentive to do so under tha current
gystem. Insurers, especially one as large as medicare, should and
need to make these decisions. Formulas like CPR cannot to it.

Ideslly, fees should be, in Mark Pauly’s termas, fiscally neutral.8
This means that in deciding among alternative treatments for a pa-
tient, we want the physician’s personal financial return to be the
same, regardless of which treatment is chosen. We do not want
there to be a conflict between physiciang’ financiel interest and pa-
tients’ medical and financial outcomes. We want the fee system to
reinforce the physician’s ethical imperative to do what is best for
the patient.

Can such an ideal fee system be calculated or computed with ex-
isting data? Is this a simple technica) problem which we can solve
with our computers? Obviously, no. Just as the process of price de-
termination in real markets is iterative and continuous, establishing

:é\gr. Pauly, Doctors and Thefr Workahope (Chicago: Unlversity of Chicago Proes, 1980), pp.
57-63.
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how much medicare is willing to pay will be an iterative, continu-
ous process that will require monitoring, updating, and adjustment.

But one of the virtues of the fee-for-service system is that it pro-
vides much of the information needed to make these adjustments.
How many services are being provided at each price? How does
volume change as relative prices change? What services seem to
have a big effect on people’s ability to function; which seem to have
little impact? As technology changes, as input prices fluctuate, as
other factors change, the answers to these questions will change.
But only by asking and trying to answer these questions can medi-
care, and indeed private insurers, impose the discipline on fees in
the same way that informed consumers influence prices in conven-
tional markets.

How would this information be transmitted, both to providers
and patients? A mandatory fee schedule for physicians’ services
would be one way. But I b;{ieve that an indemnity schedule which
18 an exact reflection of a fee schedule might be better. Indemnity
insurance, which pays the insured or the beneficiary 2 fixed
amount for each and every service but does not limit physicians’
fees, is by no means new. Nor is it recommendation as an alterna-
tive to CPR/UCR methods of fee determination new.?

Why is it better than a fee schedule? There are three primary
reasong. First, it rewards medicare patients for seeking care from
lower priced physicians. Second, it does not eliminate price compe-
tition among physicians in trying to attract medicare patients, In
practice, the indemnity levels may be set so low that few physi-
clans will charge fees %elow them. But at least the indemnity ap-
proach leaves this option open. Third, it leaves physicians free to
charge fees consistent with changes in their practice costs, in
market conditions, and in technology. A fourth factor, outside the
realm of econornics, is that it would create leas political conflict
with physicians than would a fee schedule.

An indemnity schedule is like a fee schedule in that the indemni-
ty amounts would represent how much medicare is willing to pay
for each and every service. Relative indemnity values, for, say, a
followup hospital vistt relative to an initial office visit, would rep-
resent medicare’s assessment of the relative costs and benefits of
the two kinds of services. Like a fee schedule, it would eliminate
confusion over how much medicare will pay. Like a fee achedule,
indemnity amounts could be varied to reflect variations in the cost
of living, 50 that the real value of the indemnity would be the same
across regions and community sizes. If access and quality fall to un-
acceptable levels, then the indemnity payments will have to in-
crease. Coversely, no increase will be called for as long as access
and quality remain acceptable.

Leaving physicians’ charges free to fluctuate is critical to moni-
toring the access and quality levels that the indeminity achedule
buys. The difference between the indemnity payments and physi-
cians’ avernge charges will be the barometer of how much access
and quality beneficiaries are receiving for the medicare payments.

¢ P. Glanfrancesco, ‘A Propoeal for Improving tho Efficiency of Medical Insurance,” Journal
of Health Economics 2 (1989), pp. 176~184; M. Pauly, “Indemnity Inaurance for Health Care Effi-
ciency,” Economic and Buslnes, Bulletin (Fal} m& pp. 6359,
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As the differences between charges and the indemnity rates grow,
medicare beneficiaries will have increasing difficulty in finding
physiciang willing to treat them, wi)l have longer waits for appoint-
ments and in the waiting room, and will become more concentrated
in practices which are of lower quality or offer fewer amenities.

No syatem avoids the inevitable tradeoffs which must be made in
choosing among expenditure levels, access, and quality. But indem-
nity payments imbedded in the free-forservice syatom offer the
best chance of making these choices rationally and intelligently.

An indemnity syatem would be easy to adminiater. For one t{ning,
intermediaries would no longer have to compute customary, pre-
vailing, and reasonable charges every year for every physician,
every service, and every claim. Physiclans could be required or re-
quested to make full disclosures to their patients of the indemnity
amounts for the specific services they are planning Lo prescribe.
Billing arrangements could be left up to the physician, as they are
with most private insurance. Physicians who wish to attract pa-
tienta will offer to bill medicare directly. If the bill axcesda the in-
demnity amount, then the physician would be paid the indemnit,
less the mandated cost sharingI amount. He or she would then biﬁ
the patient for the difference. If the bill were less than the indem-
nity, then the patient would receive the difference, less any cost
gharing. Other phyaicians may choaoge to bill the patient angd lat the
gatient, collect the indemnity (less the cost sharing) from medicare.

ut these physicians may face hiFher collection uncertainty.

This brings me to the issue of assignment. Some people believe
that mandating assignment will save beneficiaries money. That it
will, but at the coat of Jowering quality and access for those who
are willing to pay for it. Mandating essignment may protect
beneficiaries from incrensed charges, but it would not protect them
from cuts in access or quality. 1t is algo likely to lead to a trend
toward medicaid-like practices which specialize in medicare
beneficiaries.

As 1 noted earlier, the fee-for-service system alone cannot both
promote efficiency and assure equity of access. Another policy tool
18 needed. If the purpose of the assignment option is to improve
access for lower income beneficiaries who are not eligible for med-
icaid, then another policy keyed to beneficiaries’ income would be
better. The most obvious choice would be either income-related cost
gharing or an income-related cap on out-of-pocket expenses.

Othera at this conference are much more expert than I on the
best way to structure cost sharing echemes. Thanks to the consider-
able amount of very good research on cost sharing, we should be in
a good position to design and implament a workable income-related
cost-sharing gystem that addresses the goal of equality of access
much better than would mandatory assignment.

Subsidizing some people’s cost sﬁ’aring will obvioualy cost money,
as the actuaries will no doubt attest. Just as obviously, raising that
money will be a politically sensitive process. From a purely theo-
retical pergpective, Federal general revenues would be the least
digtorting, most progressive revenue source. Another option to con-
sider, which might contribute to better systernwide performance
precigely because it would distort choices, i3 a tax on excessively
generous private insurance plang, including possibly medicare sup-
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plementary policies. To the extent that such a tax pushes people
toward being more fiscally prudent in purchasing insurance, then
medicare beneficiaries will generally benefit from the reduced pres-
sure on physicians’ charges and hogpitals’ costs that less generous
private ingurance would entail. Such.a tax would probably be less
progressive, however, than the Federal income tax.

The pending medicare trust fund crisis requires difficult deci-
sions to be made. But crisis also brings opportunity—the opportuni-
ty to make subatantial and hopefully beneficial ¢hanges in the
structure of the medicare program. Whataver changes are made in
the next. Iy"eakr or two will probably be with us for many years to
follow. 1 hope that the pressure for a shortrun fiscal fix will not
overwhelm this opportunity.

Mr. Markus, I regret we have a time problem.

Peter.

Mr. Fox. Let me go back over some of the underlying assum
tions behind the paper, because I think they are crtical even if
some of them are obviousa. First, the fee-for-service system is here
to stay. Yes, there will be voucher aystems. A voucher approach for
medicare was enacted in 1982, but we are going to have to dea)
with the fee-for-gervice gystem.

Second, as part of dealing with the fee-for-service system, to con-
trol expenditures, we must influence utilization, and that in turn
entails addressing physician behavior, and for all physicians not a
select few who are 1n capitatad systems.

Furthermore, while volume can be influenced by changes in rela-
tive prices, 1 do not believe that one can begin to solve the issue
purely through relative prices. Instead, I believe they can best be
addressed through changes in financial incentives, rather than
through regulatory approaches, although to be sure the two are not
mutually exclusive.

Now t.{le basic problem that I see with the medicare program at
present is that we have incompletely addressed the cost contain-
ment problems. The DRG prospective payment system addresses
what occurs within a hospital stay. It fixes a price for the amount
that a hospital will recetve once the patient is admitted. It does
nothing, however, about admission rates. In fact, it may lead to in-
creages, ang it furthermore does nothing about care on an ambula-
tory besis, which is much harder to track, and we have seen in
recont years a significant growth in a number of ambulatory proce-
dures that are quite expensive when aggregated, although maybe
not one at a time, that ig, oscopy procedures, bronchoscopy, X-rays,
labs, a couple of others.

The proposal advanced is indeed a dramatic departure, but it
does draw on certain em[;irical evidence which I would lean on
frankly a little bit more heavily than I would sconomic theory.
First, IPA’s. We have seen that physicians in IPA’s in relatively
large aggregations, although not to be sure in the aggregations [
am propoging, do work. Not all of them. A couple have gone bank-
rupt, but by and large they have bheen effectiva in reducing the use
of hospital services.

We have algo seen effectiveness by the PSRO and hopefully the
new PRO program. However, that effectiveness has been marginal.
A lot of debate that has occurred, for exampls, relates to whether

23393 O~B4——13
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on balance the PSRO program saved 1 percent or, instead, when
you factored in administrative expenses, cost 1 percent. However, |
think the prevailing evidence is that at the margin it did reduce
utilization, economic incentives to the contrary perhapa.

The assumption that all physicians would ignore an areawide m-
centive approach, or that onlﬁ' a small proportion would follow
them, would certainly lead dack to conclude that the PRO program
must have been a failure, since it didn’t even have financial incen-
tives. The proposal then is indeed to set a target, not a fixed ex-
penditure, but to set a target and to have penalties or rewards that
would not neceasaril{, be super rewarding or super punitive, that
would be based on what happened to total expenditures within an
area.

It does entail establishing some new administrative structures,
while 1 leave open the exact locus of administration, there are
indeed some logical places to turn, as Jack mentioned, including
the fiscal intermediaries and the PRO’s, although in many cases
the areas would have to be redefined.

Now, the agsertion that you can’t cut the budget without cutting
quality or access would be true if we were at an optimal efficiency
point, which seems to be central to Dr. Hadley's remarks. The idea
that you get what i;ou pay for, I also disagree with. I think we are
paying far too much.

Also, the notion that increased expenditures result in decreased
mortality, while valid, one still has to ask whether those achieve-
ments—and they are very conaequential, I don’t want to put them
down—could have been achieved at lower price.

With regard to the comment that you can't promots equity and
efficiency at the same time, the focus of the paper is on efficiency,
not on equity. However, there are two features to the areawide in-
centives that T think are important.

First, the targets can be adjusted to alter the relative expendi-
tures across geographic areas. ] am not talking about total equal-
jzation. An analysis reveals that in 3 of 22 SMSA’s, medicare ex-

nditures ?&iuabed for age, sex, and area wages were below $700
in 1978. In Miami, they approached $1,600. No wonder the HMO’s
in Miami are having, or are about to have a field day. It is a won-
derful place for a HMO, 80 again I come back to the notion that
one has to address the underlying incentives.

The proposal is to create t¥1e areawide incentives, and to see if
physicians start to begin not only to discipline each other but also
to take a look at some of the procedures that they are performing
and some of the hospitalizations which they are ordering.

I think this is an example of the mixed or managed systems that
Judy Lave and Bruce Vladeck suggested we ought to consider.

NK-. MARrrkuUs. Thank you very much, Peter. You finished right on
time.

With your permission, we will break now to return at 3:45.

[Brisf recess.]

Mr. Markus. Would everybody take their seats, please.

I wonder if we might get started. Again, as in Eee ing with the
arran%ements for this morning’s presentation of the discussion por-
tion of the seasion, allow me first to introduce you to the panel dis-
cugsants: on my far left, your right, is Jack Meyer from American



Enterprise Institute. Seated next to him is Ben Lawton, from the
Marshfield Clinic. Next to him 18 Jay Constantine, consultant; and
seated next to Jay is Harold Cohen from the State of Maryland
Hospital Review Commission—your discussants.

And on my right, your left, Bob Derzon of Lewin & Associates,
Bill Flaherty of Blue Cross of Florida; Wendell Primus from the
Committee on Ways and Means; Michael Zimmerman from the
General Accounting Office; and at the end is Congressman Henry
A. Waxman from California, who is also joining us.

I hope the respondents will please feel free to answer in any way
you feel appropriate some of the general questions I will raise for
introduction to a topic, and also teel free to volunteer your views
about areas that you believe ought to be raised or discussed in
somewhat more detail.

One of the matters I would like to raise ia the $250 billion pro-
jected medicare deficit. We focused this morning somewhat on
what options the Congress may have to consider in order to get a
handle on the program, either by reducing spending or increasing
revenues or by some combination of the two. The matter of increas-
ing revenues or making other financing changes will be discussed
by a panel tomorrow morning, 8o I would like to focus attention in-
stead on what might be done In the area of reimbursement policiea
to address the deficit issue.

Dr. Lave I think properly emphasized that there may be a need
for more time than ig presently scheduled in law to enable the hos-
pital sector to digest and to react to the structural changes that
were made by Con earlier this year, in adopting a prospective
ggyments system for most of medicare’s participating hospitals.

me of these changes, such as future adjustments in the DRG pay-
ment rates or in the teaching adjustment factor, perhaps ought to
be examined on their merits, but for the moment, ] don’t see how
such changes can be expecfeé seriously to slow, much less halt, the
steadily eroding financial situation of the program.

My tirst question for the panel, therefore, 18, to what extent can
or should the Congress look to further reimbursement policy
changes as the means for bringing program expenditures more
closely in line with program revenues? I would like to ask Bob
Derzon if he migIht start that particular discussion.

Mr. Denzown. 1 think the fundamental problem, Glenn, is that
this prospective payment program we now have is one which has
serious failings. First is that it doean’t have certainty. We don't
know how much this program is going to cost. Therefore, we don’t
know how much it ig going to save. Now, critics would argue with
that point of view, because they feel that one can predict what
these expenditures are going to be, but my estimate is that we are
going to see some increased use of services, admissions, and we are
clearly going to see some ubpgmding of DRG’s. In fact, it would not
surprise me to see 20 to 2b percent upgrading of DRG's, and on a
price-specific basis, that is going to mean more payouts in the short
term, and therefore a more serious adjustment problem here, too,
8o I am deeply concerned about that.

The other side of the coin is that what we resally want to have
happen is not only do we want to spend less money on hospitals,
but we want hospitals to spend less money themselves, because we



1.9

can't have a sick industry out there, a totally sick industry. As I
view the hoa‘pita] industry at the moment, I see a lot of troubles.

First of all, there is a substantial decline in many parts of the
country in the rate of admissions, in patient days for nonmedicare
patients, and that is obviously going to have a profound effect on
the cost per case of medicare patients. We see no real dimunition,
although some slowdown in the rate of activity on the medicare
side, but clearly we ought to be working toward a moderation in
the use rates of the medicare system. I don’t frankly feel that
nearly enough has been done on the use side. It seems to me that
there are plenty of opportunities to create savings.

] have a couple of comments I want to be sure get raised here.
One is that Judy Lave has worried about the teaching hospitals,
the subsidy of the teachini hospitals’ bonus system. | am worried
about it too, because I think it is necessary but the present formula
allows an overpayment. It will come back to haunt the teaching
hospitals. She tends to relate the special payment to possibly allow-
ing for some compensation to thoae teaching hospitala for uncom-
pensated care, on the theory that uncompensated care is heavily
related to the teaching hospitals and their functions.

I would suggest that a careful look at that would show that some
teaching hospitals carry very high burdens of uncompensated care
and some really do not carry much at all, and 8o I think those two
problems ought to be kept sr?arate in any proposal making, and I
want to get that on the record.

Second, I think that we are going to have to be prepared, if we
want to control medicare costs and reduce those deficits, to not nec-
essarily reversing gears on our hospital payments systems. I think
we have obviously evolved into a system of per case reimburse-
mentg, a system I generally favor, but I don’t like the price specific,
hi?h gensitivity of the DRG system, and I don’t think it is going to
affect hospital behavior the way many of its architects think 1t is
going to affect them.

Firat of all, hospitals are going to scamper for all admissions,
even those that are more complex in character. I don’t think hospi-
tals are going to abandon services easily. I think that hospitals are
out there competing for cases, and the only way that a hoapital can
survive in this environment is to have a lot of admissions.

That is going to be the fundamental driving force, and largely be-
cause hospitals cannot relate easily the costs per admigsion to the
DRG payment. They can relate their rates, their charges, but they
cannot easily relate their costs because no hospital has a cost senai-
tive system of the type that moat of the architects think is possible.
Hoapitals are faced with more limited Federal expenditures—a
very critical issue. I think we are going to have to simplify the
gystem and go back to something that looks much more like

EFRA with much more emphasis on the target rate increasea,

I think in the short term we may want to limit the windfalls.
There are going to be some huge windfalls in this system, and some
form of exceas profits tax may be in order, even on the not for prof-
its, who will have, I think, windfalls, too. It seems to me it might
not be a bad idea.

The last thinq’l would suggest is that we get into place just as
quickly as possible—capital components in the DRG system. That
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i# another area of uncertainty. There are oo many pending bond
issues out there.

The problem in my view in the capital side {8 not one of lack of
capital for the hospital industry, but way too much and too un-
sound a basis on which to make good investment decisions. You
can’t make good investment decisions when you have all this un-
certainty, so I am for certainty as a Primary policy goal right now.

Mr. mevs. Any reactions to Bob’s pointa?

Mr. Constantine.

Mr. ConsTANTINE. I agree with Bob on the capital and totally on
the teaching. I think we can get that out of the way pretty quickly.
On the teaching thing, I think it ought to be out of the formula
completali. Teaching costs should not be a burden upon the sick
patient, thay are a community responsibility, that is, the training
of physicians ought to be part of the appropriations process. By in-
cluding it in the DRG, you juet simply put the burden on the sick
patient, without regard to the validity of the types, the number,
end the need for house staff. 1 feel very atrongly about capital
costs, I did a paper on it in 1981. If you want to start saviog money
in medicare and the system as a whole, you would start it seemas to
me, with repeal of the Reagan 1981 act provisions relating to accel-
erated depreciation and shortened lifeapans, with respect to health
care facilities. You need to prevent churning, the buying and sell-
ing of facilities by requiring that as of a date certain an asset could
not be revalued beyond its original value as of that date {or medi-
care depreciation purposes. You should include in that sale lease-
back arrangements and 8o on.

Theat is a separate thing. That would probably save you about $2
billion overall, at least a couple of billion applied to the health
economy in general,

I also agres with the consultant who is quoted in Dr. Lave’s
paper as gaying that the DRG system would collapse. [ think it is
an absolute disaster. There are a lot of specific things that are infi-
nitely more manipulable than the cost based system, which it sup-
planted and which could have worked with proper classification
and some reasonable ¢aps provided—that we were dealing with
people in good faith, that iz patients were admitted appropriately
};o gpspitala, were not overserviced, and were discharged in timely
ashion.

Now, obviously the hospitals and the system did not do that.
They took advantage of the reimbursement and manipulated it. A
lot of that excess was, by the way, built into the DRG base costs
and GAO scratched the surface when it said 8 or 7 percent of the
ancillariea were unnecessary.

Now, [ don’t know what makes people think that hospitals are
going to behave more rationally with an infinitely more manipula-

le system as the DRG system {8 with skimming, dumping, admis-
sions, readmissions, the exemption of the outpatient departments,
the reallocation of costa to outpatient services, the maneuvering of
patients to skilled nursing facilities, home health and so on.

Mr. MArxus. Jack.

Mr. CoNsTANTINE. | think it is an infinitely more manipulable
system which will come back to haunt everyone.

Mr. Marxus. Jack.
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Mr. Mever. Well, I think that there are two key factors that will
determine where we go from here. The first is how the Govern-
ment reacts to its recent initiatives, and the second iz how the pri-
vate sector reacts to the Governments initiatives. If the Federal
Government views the medicare prospective payment system as &
step toward a voucher-type system that ia more comprehensive and
less complex, namely a system that ex ands on both prospective
payment and the new plan for medicare’s reimbursement of
HMO’s, then I think the system will be useful. The current system
is unwieldy, complicated, and ironically incomplete, as Peter Fox’'s
paper and presentation very adequately pointed out. There are no
incentives or requirements for physicians to reduce costs or adjust
their behavior, nor are there provisions to prevent urnecessary in-
creases in hoapital admissions.

At the same time, the Government ie doing much more than it
ever did at what it does worst, namely trying to figure out the
right price of everything. For about b years the steel industry has
had & DRG_ system for restricting imports. It is called trigger
prices. The Government tries to figure out the right price of every
carbon steel plate and other steel imports renﬁ:mg in a system
that is too complex to be effective. If the Government uses this pro-
spective payment syatem as a movement toward a more complete
system like a voucher system, it could be healthy.

By the same token, if the private sector reacts as Judy Lave
seemed to be suggesting, then the proapective payment system
could have a favorable effect. If the private sector recognizes that
DRG’s are the Government's approach to being a prudent buyer,
and if each payer then determines the best way for it to become a
prudent buyer, the system may undergo changes favorable to all
payers.

More and more frequently, however, I see the private sector call-
ing for systemwide price controls under the euphemism of an all-
payor system. If the private sector, particularly the business com-
munity, uses medicare’s prospective payment system as another
excuse to call for an all-payor system, {m hink a useful initiative
will be seriously 1mpalre§a{nm concerned that the regulatory ap-
groach will jeopardize the access and quality that consumers want

y placing unrealistic constraints on providers.

To avoid this unfavorable outcome, 1 encourage those in the pri-
vate sector to stop whining for controls on the health care system.
Instead, I hope they will use changes in the medicare program as a
catalyst for reforming their own payment system.

Mr, Markus. Thank you, Jack.

Harold.

Mr. CoHEN. In response to your question, Glenn, over the last
dozen years hospital costs per capita have gone up about 20 percent
because of increases in admissions, about 30 percent because of in-
flation, and the things hospitals buy have gone up faster than in-
flation generally, andg about 50 percent because of intensity.

Congress was correct in focusing on intensity to begin with, but I
don’t believe that that is the only thing that can be focused on.
Those other two items do amount to 50 percent, and I think you
can save money by looking at inflation in the general economy as
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opposed to inflation in the market basket, and you can look at the
asmiasions increage.

Mr. Marxus. Wendell.

Mr. Pramus. I would like to make two comments. Firat, | agree
with Judy Lave that perhaps the phase in to a national DRG rate
ought to take place over a longer time period and some of those
windfalla ought to be reduced.

Second, it might be appropriate to focus for just a little bit on the
assumptions behind the l§250 billion deficit projection. That
number assumes esgentially a hospital reimbursement rate of
market basket plua 4 percent, or market basket plus two and some
substantial gaming on the admissions side.

[ would also hasten to add that it is very difficult to predict ex-
actly how large the deficit over the next 13 years will be, Over
time, as the commisston examines how the hospitals respond, they
can recommend increases equal to market ket minus one,
market basket plus one, or sBome other rata of increase. If you take
market basket plus one for 18 years, then this $250 billion deficit
becomes $96 billion, assuming no difference in the admissions pat-
tern. The question is how much of this financing burden or cur-
rently estimated deflcit ought to be borne by hospitala. In deter-
mining that rate of increase factor, the amount to be borne by hos-
pitala will be determined to a large extent.

Ms. Lave. ] have e couple of comments, and I do sometimes dis-
agree with my good friend, Bob Derzon. Even in Pittsburgh we ob-
serve some anticipatory reactions to the sietem. People are being
laid off and beds are being shut down. In the Pittsburgh region we
have very, very long lengths of stay, and the hoapital administra-
tors are very concernad about this. Whereas some are engaging in
activity to increase admisgions, as can only be expected, we algo see
some activity with respect to reorganizing hospital management in-
lf)%x;imatior\ systems and to reducing their staff and closing their

8.

We must be awarse that this system will lead to hospital closures
and to decreased bed supply. That may be one of the good outcomes
of the system, because we are overbedded. But for the people in
Washington and at ths policy level, it is going to be very politically
difficult for them to deal with.

I think that you may have misinterpreted my position on uncom-

naated care. I do not believe that the teaching adjustment was
included to pay for uncompensated care, and have argued that the
teaching adjustment should be reduced. However, teaching institu-
tions do provide more uncompensated care than nonteaching insti-
tutions, and thus the issue of including some adjustment to the
rates was addressed in that section. The proposal, however, Is to
adjust the rates for all institutiona.

he teaching adjustment as currently measured by medicare
icks up a number of different things, ail of which we do not un-
erstand. It measures both the indirect cost associated with teach-
ing as well as the cost of treating more seriously ill patienta. Until
we know how to measure geverity directly I don’t see that we can
avgeig paying teaching hospitals somewhat higher reimbursement
ra

Mr'. MARKUS. Bruce.
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Mr, ViADECK. Let me make a quick comment in response to your
question, and something Bob said and something Mr. Primus said. [
couldn’t agree more with Bob Derzon's comment that it is eritical,
for a variety of reasons, to decide on a maximum degree of certain-
ty in the system, and give hospital managers a chance to manage
under a set of defined constraints for more than 1 year at a time. |
think that is important. And I think the notion that every year we
are going to look at the deficit in the trust fund and decide how to
get the inflation factor, depending on how the deficit looks, is pre-
cigely the sort of thing you don’t want, it seems to me, in terms of
establishing an environment of some degree of certainty.

But I think it is very clear that once we begin to get a handle on
the issue of admissions—whether through volume variability, or
just through experience, or through effective PRO’s—the way we

ave get up the prospective Fayment gystem does create the oppor-
tunity to relatively straightforwardly aay: here, on an assumption
of a given set of admigsions, is how mucK medicare is going to paK
the following year for inpatient acute care. And I think as we loo
at the entire range of issues surrounding medicare, we should say
50 percent or 60 percent or x dollars of the aavings we need rela-
tive to the deflcit ia going to come out of the hospitals.

We ought to make that a relatively explicit policy and stick to it
from 1 year to the next. Then we can add to Peter’s notion and say
that, if volume goes up more than it should, the way you can keep
on track is by reducing price.

Mr. Markus. Jay Constantine.

Mr. ConsTaNTINE. | wanted to pick up Wendell's point about the
market basket as one indicator of the kinds of problems the system
now includes. That is, inflation is projected in the market basket,
and that is built into the DRQG. There is no provision for adjust-
ment. So the guesstimate as to inflation is locked in. That is, the
hospitals can get a windfall or be penalized as a result of that
market bagket inflation factor, instaad of having a system where—
and I know how to do that—that doesn't penalize or reward on the
basis of inflation. The estimate can also be used as a means of
fiscal policy. The Government or OMB can deliberately underesti-
mate that inflation as a means of reducing hospital payments.

Related to the present DRG formula—and I have two quick in-
terim solutions—not solutions, but just lifasavers. First, is the need
for a moving average in the DRG. You can have hosapitals which
have unusual costs in 1 year but are stuck with the same DRG,
That ig, they may have a labor wage settlement which pays more
in 1 year, say, 10 percent in the first year, and then 2 percent in
the second and third years. Unless you have a moving average in
there, that hospital is really screwed. That is one.

My other suggestion would be that for an interim period, hospi-
tals continue to maintain their cost records and that they be given
as an incentive b0 percent of the difference between their costs and
the DRG. If they are over the DRG, they would get 50 percent of
the difference between their costs. These approaches until these
tremandous intensity problems—nursing diﬁ%rentials. all of those
things—are worked out. There is a whole list of similar problems.

Mr. Markus. Bob, you had something?
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Mr. DerzoN. | would like to come back just to clarify a point. |
think hoapitals are changing certain kinds of behavior. They are
laying off staff at some places, and they are doing it, I think, not in
response to the medicare issues at all. I think they are doing it in
regponse to what else is h?ipgening. And I don’t think that the sav-
inqs are going to be passed back to medicare. That is the problem.

n other words, medicare is going to be paying on a per price
preegtablished basis. And because I think hospitals are going to be
trading up the secondary diagnoses and a whole lot of other things,
there are going to be the short-term shots of additional payments
that come out of the trust fund. So that, at the same time the hos-
pitals may be cutting costs and discounting for preferred providers
and for tﬁe private marketplace, medicare is not going to get its
discounts at all, and it is going to be locked into a pricing pattern. 1
see the need for changes.

I would like to see some—and I don’t have any very speciflc sug-
Beetions about this—but I would like to see some changes in the

RG system or in the prospective payment system that would
allow certain hospitals in certain ons to merge their activities
and their programs, if we can safely contemplate that we have
excess capacity. What we really want to do is reduce system costs,
and -] never hear any discussion about any ways in which we can
take and combine providers.

I know it is the opposite of Jack Meyer’s ideas of competition,
but what I see in some communities ia enormous amounts of excess
caFacity and peogfle striving to pay off their banks. When ple
talk about the difference between for-profit and not-for-profit now
the distinction is so blurred because even the not-for-profits are
paying off their bankers before they are m{ing off their patients.

we have big problems out there. I would like to see some re-
imbursement stimulus that would drive toward reasonable conaoli-
dation in s8ome places.

While I am on maybe more imaginative ideas about ways to pay
for things, we haven't talked much about all-payor systems. The ar-
gument was made very strenuously in the previous session- -and I
think Bruce made it elegantly—that the real value in all-payor ays-
tems was you solve the problems of paying for the uncompensated
poor. That may be reason enough to do things.

On the other hand, that may be a very much more expensive go-

lution, if, in fact, all-payor systams drives up the total cost of care
more than it would have been had we taxed ourselves in a different
wageto pay for the uncompensated care. I think that equation has
to be put together.
But there is another reason why States should be thinking about
all-payor systems, and when I think about all-payor systems I like
to think about rural all-payor systems versus urban all-payor 8ys-
tems. We have many States with many rura) institutions that need
certainty and stability, if, in fact, we are going to have providers
out there. The State of Maine has lost half 1ts hospitals, practically,
and there is a point at which we pay too hig a price for failure of
the hospital industry. I think that we move to all-payor systems in
part to protect an industry that needs protection.

In rural States, there can be an argument made that in rural
areas where no competition can ever be generated, that there is no
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reason why we couldn’t have all-payor rural systems, but maintain
a non-all-payor requirement for major urban areas where competi-
tion could be stimulated.

Mr. Markus, Hal.

Mr. CoueN, I am a little concerned about references to taking
thin‘ga out of hospitals or making them pay for trying to save costs.
AHA just came out with their 1982 hospital atatistica. According to
that, the nonregulated States had a percentage increase in costa
per admission, per equivalent admission, of 16.3 percent, while the
regulated States incressed by 10.8 %ercent.. Now someone may
think that 5% percent is taking something out of the hospitals, but
1 have difficulty thinking of any social program that would not
drool over a 10.B-percent increase in the costs that they get to pro-
vide the services that they provide.

Another thing I would {i e to comment on is we have talked ear-
lier about the combination of parts A and B, and medicare losing
its monopsony. One of the concerns about the physician area has to
do with whether they will accept univeraar assignment or not
accept universal assignment. 1 do not see whg' as a purchaser medi-
care cannot use its monopsony power on the hospital side to re-
quire universal assignment of hospital-based physicians, for exam-
ple. Why contract with a hosPit.al that does not require universal
assignment as a requirsment for its giving a monopoly franchise to
certain physicians. If medicare wants to achieve such universal as-
signment, they can do it. They can avoid the monopo}fl power on
the doctor’s side by using their power on the hospital side.

Mr. Marxus. Let me see if I can move us to another topic which
hag been indirectly raised. That is that medicare, the largest single
buyer of hospital care, is still only one of the purchasers of serv-
ices. Judy Lave in her presentation rightly pointed out that the re-
sponses of the institutions will be very significantly influenced by
what other purchasers of hogpital care wi]l do in dealing with this
engineered pricing system that we call DRG's.

would like to ask Bill Flaherty, as a third-party payor and as
an intermediary under the program, to offer some suggestions
about what he is doing in Florida in this regard.

Mr, FLauenty, Just an overview. The improvements we gee are
taking place almost solely in the arena of the competitive market-
place rather than in what I would call the gaming responses to the
regulatory initiatives. The kinds of discounts or price cuts or fee
cuts that are taking place, and the kinds of utilization manage-
ment strategies that we see occurring are really occurring where
there are organized systems of delivering either an IPA, HMO,
closed panel, or some other combination of events.

In the case of Florida, a typical situation might be something
like the following: A large hospital—47 percent of its revenues
from medicare, 5 percent from medicaid, 27 percent from insur-
ance, 8 percent private pay, and 13 percent indigent and bad debts,
and I might add that one of the trends we see ig low-income people
driven out of the market for insurance, along with some billing
practices that would suggest people do not expect cost sharin%to
occur, and 80 the charge structure is raised in anticipation of ‘bad
debts,” which really means getting the cost-sharing program to pay
the whole cost.



276

Basically this distribution, we do see a tendency to move toward
DRG-type reimbursement as an interim move, but we see a need to
get both the phg;i(ﬁans and the hospitals into some kind of a ca
itation system. We really sort of internally do not believe the tradi-
tional coverage has a life expectancy of more than § or 7 years, be-
cause the kinds of deals that are being negotiated are just so awe-
some that they make you wonder about the business you have been
in for the last 40 years.

We have, for example, I understand Miami was spoken about
earlier this morning, we have an IPA in Miami with 600 physicians
enrolled which hes a network arrangement so that the number of
people involved in any incentive pool is8 manageable, like 15. These
people are giving us 15 percent reductions in fees. They are agree-
ing to holdbacks. They are agreeing to strong utilization manage-
ment programs, ag an agreement to perticipata, and our physician
count js growing rapidly, 8o we think there is some potential to
deal with it that way.

In the short run, we have to negotiate. I do object to the word
“caution,” to try and restrain what might be called the margin
shift or the profit shift. Let me quote you another statistic from the
same hospital. It i3 a large hogpital. In 1982 their gross revenues
per admission were $4,100. That is their charge structure. The net

atient revenue was just over $3,000. Their cost ger admigsion was
g2.550. What everyone is focusing on is the terrible proceas where-
by we and the otber insurers have to pay $4,100, but we are really
not getting at the issue, that the 33,000 net patient revenue may
not be necessary, and that the $2,550 may not be necessary, and we
think what we see a5 the potential 13 to get them involved in nego-
tiations, where they price at something like their marginal cosis.
Once they price at their marginal costs, now they have the incen-
tive to lower their costs, so we think that the long-term strategy is
gome kind of technique of capitation. We see DRG leading to PPO-
type negotiations and a blend on into what has been called [PA’s
or negotiated arrangements really replacing traditional insurance.

Mr. Marxus. Jack Meyer.

Mr, MgyEr. I am concerned about this ‘notion that an all-payor
system 18 the only way, or definitely the preferable way, of dealing
with the question of uncompensated care. [t i3 a way, but | think
that it ie misleading to present it as the only way to finance un-
compensated care, just as it is misleading to think a 5.79-percent
adjustment for teaching hospitals is the only way to deal with the
fact that they see more complicated cases. It seems to me that we
need to entitle peopls and not hospitals.

I think the medicare funding problem is a kind of microcosm of a
larger problem we have in this counfry, namely, that we are a
badly undertaxed society in relation to the commitments we have
made to people. You see evidence of it in medicare and in social
programs as a8 whole. Why should a new regulatory aystem be the
only way to deal with the age-old inequities in our welfare system
which systematically excluded millions of people from belp? Why
should we not consider certain direct taxes, such as excise taxes,
income taxes, or increased payroll taxes as an alternative way of
dealing with this problem?
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Of course, a8 80on as you make subsijdies for uncormpensated care
explicit, everybody says we cannot afford it. They never think of
raising that question when you propose a regulatory solution, be-
cauge you pay in a different way. You do not simply pay out a little
more taxes in April. In a regulatory system, you pay in other ways,
such as queuing, or deterioration of services, or cost shifting. I
would just urge that we not throw all our energies into trying to
get the right price for each hoapital service or for each hospital, or
trying to determine whether an appendectomy was complicated or
uncomplicated. It would be easy for HCFA to spend all its tyme on
iteration after iteration trying to set the relative prices of DRG's at
the appropriate levels. [ think we would be better off, both from
the point of view of the uncovered poor as well as from the point of
view of the taxpayers, if we devoted the time to developing a
aystem of providing care and paying for care for those who cannot
afford to pay for health care themselves.

In evaluating the merits of different syatems, I think that we
would find that some of the currently popular ways, like all-payors
or cost ghifting are, in fact, not the most equitable ways of paying
for uncompensated health care.

Mr. Markus. Ben Lawton,

Dr. LaAwToN. A couple of suggestiona. They have dipped their
toes in it, but as the only physician here, if it 18 all right with you,
Glenn, [ will shift to Dr. Fox's paper regarding physician reim-
barsement.

I have a couple of genera) criticiems of it, and some specifics, and
my general ones are that, No. I, it shows amazing naivete in judg-
ing the actors out there, namely the physicians.

Second, and more importantly, %ia method of changing the
system, while claiming to be aimed at cost control, at least in part,
comes through to me as pure and simple meking the system more
acceptable to physicians.

Now here is a group that is averaging $100,000 a year per physi-
cian in net earnings. I do not think they need any protection. On
the other hand, on the last page, there 18 one paragraph that says
finally we must consider the adverse effect on beneficiaries.

Ladies and gentlemen, that is what we should address first. Phy-
aicians are very likely going to take care of themselves.

{Applause.]

Mr. Marxus. You just stepped in it, Ben.

Dr. LawroNn. Pardon?

Mr. Marxus. You just stepped in it.

Dr. LawToN. Specifically and I do not want to get too picayunish
here, but you discarded some solutions rather casually, such as the
fee schedule, and mandated assignment, and here is where your
naivete regarding physicians comes in. With the hassle going on
out there now that Mr. Flaherty just described, there is no physi-
cian going to turn down patients or money. They will take assign-
ment if it is mandated.

The other shaky asaumptions, one is that the feefor-service
system ig going to prevail in the foreseeable future. I think this is
very uncertain. I think Mr. Flaherty was spsaking to that. Things
are changing rapidly.
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The other naive assumption was that this plan would somehow
convert physicians into rational health planners. It defies history.
They have never wanted to participate. It is unlikely they would,
but the plan design 1 would like to address a little more, your
target levels are based on historical, last year's exorbitant usual,
customary, and reasonable fees, and to add insult to injury, you
suggested that you might set the target levels higher in those low-
cost areas, like Tacoma. Did you ever think of cutting the target in
Miami? These fees for some of the surgical procedures are absolute-
ly vulgar. I am a surgeon, by the way.

The reward and ;Iwnalty it of it boggles the mind. The penalty
part would be easy ! think as you mentioned. You just withhold 20
percent, and if you come out all right at the end of the year, they
keap it, or if you do not come out at the end of the year they keep
it, but dividing the reward. I have had more than ordinary experi-
ence splitting the pie in a medical group, and to suggest that the
physiciang in an area should get together and decide how to split
up the money would create a 18-month fight every year. It just
cannot be done. Regarding assigning the areas, anybody who thinks
it is easy was not mixed up in the hassle about HSA areas.

Lastly, assignment, mandatory assignment, i8 a necessary part of