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Executive summary

The Congress charges the Medicare Payment Advisory
Commission with reviewing Medicare payment policies
and making recommendations concerning them each
March. In this report we review Medicare payment
systems for six sectors: hospital inpatient, hospital
outpatient, physician, skilled nursing, home health, and
outpatient dialysis. The Commission’s goal is for
Medicare payments to cover the costs efficient providers
incur in furnishing care to beneficiaries. MedPAC also
recommends changes to payment and other policies that
are designed to make payments more accurate and
improve the value of care.

The Commission has concluded that it is time for the
Medicare program to start to differentiate among providers
when making payments. Currently, Medicare pays
providers the same regardless of their quality. We
recommend that Medicare pay more for higher quality
performance. Last year we recommended pay for
performance for Medicare Advantage plans and dialysis
providers. This year we add hospitals, home health
agencies, and physicians. As another example of
differentiating among providers, the Commission
recommends for the first time that providers who perform
imaging studies and physicians who interpret them meet
quality standards as a condition of Medicare payment.
This will help control the volume of imaging services as
well as improve quality. Further, the Commission
recommends measuring the resource use of physicians
who treat Medicare beneficiaries and providing
information about practice patterns confidentially to
physicians. These are all important steps to improving
quality for beneficiaries and laying the groundwork for
obtaining better value in the Medicare program.

Some of our recommendations will place further demands
on CMS, which is already implementing the Medicare
Prescription Drug, Improvement, and Modernization Act
0f 2003 (MMA). As many of our recommendations are
intended to improve the quality of care and lay the
groundwork for getting better value for Medicare
spending, the Congress should provide CMS with the
financial resources and the administrative flexibility to
undertake them.

The Commission will discuss the Medicare Advantage
(MA) program later this spring; thus this report does not
include recommendations on it. Last year, MedPAC
recommended that CMS not continue to offset the impact
of risk adjustment on overall plan payments; beneficiaries
with end-stage renal disease be allowed to enroll in private
plans; and Congress establish a quality pay-for-
performance system for private plans. We also found that
Medicare payments on behalf of beneficiaries in private
plans often exceed those for beneficiaries under the
traditional program. MedPAC supports choice of private
plans in Medicare, as private plans are flexible and
potentially innovative options for beneficiaries.
MedPAC’s general principle for MA payment policy is
that Medicare should pay the same amount for
beneficiaries in private plans and the traditional program.
The Commission intends to explore how pending payment
policies will influence financial neutrality in the MA
program, as it moves closer to a bidding system.

At the beginning of each chapter we list the
recommendations contained in it. Within the chapters we
present each recommendation; its rationale; and its
implications for beneficiaries, providers, and program
spending. The spending implications are presented as
ranges over one- and five-year periods and, unlike official
budget estimates, do not take into account the complete
package of policy recommendations, the interactions
among them, or assumptions about changes in provider
behavior. In Appendix A we present a list of all
recommendations and the Commissioners’ votes.

Medicare at a crossroads

Health care spending has been a growing part of the U.S.
economy for the past several decades, and all indications
suggest it will continue to grow faster than national
income. In Chapter 1 we describe trends that are
increasing spending by the Medicare program and other
public and private payers. Analysts believe that
technological change has been the dominant driver of
growth in health care spending. Many advances have
brought valuable improvements in the length and quality
of our lives. Yet, at the same time, not all new
technologies are worth their expense, and there is
considerable evidence that, in general, we do not use
health care resources very efficiently. Near-term budgetary
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pressures and concerns about the Medicare program’s
long-term financing could lead decision makers to
consider more explicitly how much they value health care
spending relative to other uses of resources.

Assessing payment adequacy and updating
payments in fee-for-service Medicare

In Chapter 2 we recommend payment updates for 2006
and other policy changes for fee-for-service Medicare. We
use a framework to develop our update recommendations.
The framework calls for us first to answer the question of
whether current Medicare payments are adequate by
examining information about beneficiaries’ access to care;
changes in the capacity, volume, and quality of care;
providers’ access to capital; and the relationship of
Medicare payments to providers’ costs. Our assessment of
the relationship between Medicare’s payments and
providers’ costs is influenced by whether current costs
approximate those of efficient providers. The second part
of MedPAC’s approach is to account for expected cost
changes in the next payment year, such as changes in input
prices. As part of this step, we also assess whether to apply
a policy goal for improvement in productivity to create an
incentive for efficiency.

Hospital inpatient and outpatient services

The evidence on payment adequacy for hospitals is mixed.
Beneficiaries’ access to care, volume of services, and
access to capital present a positive picture, while the
results on quality are mixed. Unusually large cost
increases in recent years, however, have led to a
downward trend in Medicare margins—our measure of the
relationship of payments to costs. The rate of cost growth
has been affected by unusual cost pressures, but it also has
been influenced by the recent lack of financial pressure
from private payers. In prior periods when financial
pressure from private payers was lacking, hospital costs
also grew rapidly. In addition, hospitals with consistently
negative Medicare margins have higher costs and higher
cost growth, as well as lower occupancy, than their
competitors, raising questions about their efficiency.
Hospitals with a combination of high costs and high cost
growth played a significant role in pulling down the
industry-wide margin. The Commission recommends
updates of market basket minus 0.4 percent for both
inpatient and outpatient payments, which will balance an
incentive for fiscal discipline with concern for the trend in
Medicare margins.

Payment for performance, which we discuss in detail in
Chapter 4, would result in a larger share of payments
going to hospitals that achieve high quality scores or
improve their quality substantially from one year to the
next. We suggest that the pool of money to support
hospital pay for performance initially be set at around 1
percent of aggregate payments. As a result, most hospitals
would receive a net increase in payments from the update
and pay for performance that would be lower than the
update alone, sending a strong signal to restrain cost
growth. At the same time, high-quality hospitals would
receive a net increase in payments higher than the update
alone, reinforcing the incentive to improve quality.

In our forthcoming report to the Congress on physician-
owned specialty hospitals, MedPAC recommends several
refinements to the acute inpatient prospective payment
system (IPPS). These changes will improve the accuracy
of payments at the case level and encourage hospitals to
compete with one another based on cost and quality, not
the types of patients they treat. Our recommendations for
the update, pay for performance, and IPPS refinements
taken together will align IPPS payments more closely with
the costs of efficient providers.

We also recommend that Congress maintain outpatient
hold-harmless payments for small and isolated rural
hospitals for a year. This will give the Commission time to
consider the reasons some rural hospitals are projected to
perform poorly under Medicare when this policy ends.

Physician services

Medicare beneficiaries’ access to physician care, the
supply of physicians, and the relationship of private to
Medicare fees for physicians are all stable. At the same
time, the volume of physician services Medicare
beneficiaries use is still increasing. In consideration of
expected growth in physicians’ costs and our payment
adequacy analysis, the Commission recommends that
payments for physician services be updated by the
projected change in input prices, less an adjustment of 0.8
percent for productivity growth.

Skilled nursing facility services

The number of facilities providing skilled nursing facility
(SNF) care to Medicare beneficiaries remained almost
unchanged in the past year, and most beneficiaries appear
to have access to SNF care. The volume of SNF services
increased. Access to capital for the for-profit SNFs that

Executive summary
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dominate the industry seems to have improved in recent
years, but nonprofit SNFs continue to have limited access
to capital. We estimate the aggregate Medicare margin for
freestanding SNFs will be 13 percent in 2005, which is
large enough to accommodate the projected increase in
costs in 2006. The Commission recommends that the
Congress eliminate the update to payment rates for skilled
nursing facility services this year.

To address the concern that payments for patients who
need nontherapy ancillary services may not be aligned
with their resource use, we again recommend that the
Congress take steps to reallocate Medicare payments until
the SNF payment system is refined.

Evidence on changes in the quality of SNF care since the
prospective payment system (PPS) began is mixed, with
most measures trending down. To better assess the quality
of care Medicare SNF patients receive, the Commission
recommends that CMS improve quality measurement for
SNF services. Currently, CMS has only three SNF quality
indicators, and they do not focus on determining whether
Medicare patients benefit from SNF care or whether the
goals for a SNF patient’s care are achieved. Medicare
urgently needs quality indicators that allow the program to
assess whether patients benefit from SNF care.

Home health services

Access to home health services for most beneficiaries is
good, and quality has improved overall. The number of
certified agencies increased in the past year. The numbers
of users and episodes have risen, but the amount of service
within an episode continues to fall. We estimate the
Medicare margin for home health services in 2005 as 12.1
percent, which is large enough to accommodate the
projected increase in costs in 2006. Thus, the Commission
recommends that the Congress eliminate the update to
payment rates for home health care services this year.

The Commission remains concerned that the payment
system may not be distributing payments accurately,
affecting access to care for some types of eligible
beneficiaries. We plan to continue examining the design of
the PPS, including its case-mix adjustment.

Ovutpatient dialysis services

Most of our indicators of payment adequacy for outpatient
dialysis services are positive. Beneficiaries are not facing
systematic problems in accessing care, providers have

sufficient capacity to meet demand, quality is improving
for some measures, and providers’ access to capital is
good. However, the Medicare margin for composite rate
services and injectable drugs declined between 1999 and
2003, and we project it will be around zero in 2005. The
Commission recommends that the Congress update the
composite rate by the projected rate of increase in the end-
stage renal disease market basket index less 0.4 percent for
2006 to balance expectations for continued productivity
gains with concerns about the trend in the Medicare
margin and the uncertainty in payments due to recent
changes in law and regulation.

Although the MMA mandates substantial changes to
outpatient dialysis payment policy, the law does not call
for broadening the payment bundle, a necessary
component for modernizing this payment system. In
addition, freestanding and hospital-based facilities will
continue to be paid differently for providing the same
services—composite rate services and injectable drugs—
which could lead to financial incentives inappropriately
affecting decisions regarding where care is provided. The
Commission plans to address these issues in the coming
months.

Issues in physician payment policy

In Chapter 3 we examine ways to reduce inappropriate use
of physician services and to improve the quality of
services beneficiaries receive. The Commission
recommends that Medicare measure physician resource
use so that physicians can compare their practice patterns
with those of their peers. We also make recommendations
specific to imaging services, an area that has seen a rapid
increase in volume and spending. We recommend that
CMS improve Medicare’s coding edits to better detect
improper billing patterns and to pay less for multiple
imaging studies. To ensure that Medicare beneficiaries
receive high-quality imaging services, and to help control
the rapid growth of imaging spending, we recommend that
CMS set standards for providers who perform and
interpret imaging tests. We recognize that this is a new
direction for the Medicare program, but we believe it is
warranted by the rapid growth of imaging services, their
migration from the hospital setting to physician offices,
and differences in the quality of imaging providers. In
addition, CMS should strengthen the physician self-
referral rules to minimize financial incentives that might
affect clinical decisions to order imaging studies. More
generally, we also discuss potential ideas for creating
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incentives for more collaborative and cost-effective
delivery of physician services in accordance with clinical
standards of care.

Pay for performance and information
technology

The Congress should adopt pay-for-performance programs
for hospitals, home health agencies, and physicians. We
earlier recommended pay for performance for Medicare
Advantage plans and dialysis providers. The program
should start with a small share of payment and increase
over time. In each setting we have identified measures that
are ready to be used: for hospitals, a set of process,
structural, and outcomes measures; for home health
agencies, a set of outcomes measures; and for physicians,
a set of structural measures related to use of information
technology (IT), and, after a transition, process measures.
We also recommend four improvements to the data that
will support pay-for-performance programs. In addition,
we discuss the need to establish an ongoing process to
evolve the measure sets over time and coordinate with
private initiatives.

More widespread use of IT would decrease the burden of
reporting quality information. It also has the potential to
improve quality, efficiency, and coordination of care. Few

providers, however, use IT for clinical (as opposed to
administrative) functions. It might be necessary to
promote IT adoption through financial incentives that
provide a return on IT investment that is not now clearly
evident. We recommend including measures that reflect
uses of IT systems that are linked to quality improvement
in pay-for-performance programs in all settings, beginning
with physicians’ offices. We also recommend requiring
use of a standard vocabulary to report lab values, which
should increase electronic sharing of clinical data.

Taking these initial pay-for-performance steps together
with measuring resource use, as we discuss in Chapter 3,
will lay the foundation for focusing the incentives of the
system on the efficiency with which providers use
resources to deliver high-quality care. The definition of
efficiency could be extended to include how the actions of
providers, such as physicians or hospitals, may in one
episode of care affect beneficiaries’ health and use of
services over time and across settings. We will build on
this work to identify strategies to further differentiate
among providers and thus bring greater value to Medicare
purchasing. B

eoe
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At a crossroads in Medicare:
Assessing payment adequacy
and moving toward value-
based purchasing

ealth care spending has been a growing part of our
economy for the past several decades, and all indica-
tions suggest it will continue to grow faster than na-
tional income. This chapter describes trends that are
increasing spending by the Medicare program and other public and pri-
vate payers. Analysts believe that technological change has been the
dominant driver of growth in health care spending. Many advances have
brought valuable improvements in the length and quality of beneficia-
ries’ lives. Yet, at the same time, not all new technologies are worth their

expense, and there is considerable evidence that, in general, we do not

CHAPTER
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use health care resources very efficiently. Near-term budgetary pressures and concerns about Medicare’s long-

term financing could lead policymakers to consider more explicitly how much they value health care spending

relative to other uses of resources.
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MedPAC’s predecessor agencies—the Physician Payment
Review Commission and the Prospective Payment
Assessment Commission—were created 20 years ago to
advise the Congress on Medicare payment policy.
MedPAC’s continuing role is to evaluate the design and
implementation of Medicare policy and make
recommendations to the Congress on problems it identifies
and opportunities it sees. To fulfill this mission, MedPAC
examines whether Medicare’s policies ensure that
beneficiaries have access to medically necessary care of
high quality and get the best value possible for
beneficiaries and taxpayers.

As part of that process, the Commission evaluates the
adequacy of payment rates for efficient providers under
Medicare’s payment systems. The Medicare Prescription
Drug, Improvement, and Modernization Act of 2003
(MMA) directs MedPAC to conduct this analysis with
efficient providers in mind to make the best use of
Medicare’s resources. (See Chapter 2 on MedPAC’s
framework for evaluating payment adequacy.) More
recently, MedPAC has also begun to push for changes to
Medicare’s payment systems that could improve quality.
This strategy pays providers based on their performance
on a set of quality measures. Despite the difficulty
involved in this approach, Medicare must begin to take
that step to allocate program resources where beneficiaries
receive the greatest value. Because of the program’s size
and influence, changes to Medicare’s payment structure
could lead to broader improvements in the delivery of
health care.

The Commission formulates recommendations on
payment updates and other Medicare policy issues within
a broader political and economic context—one that has
changed significantly over the past several years. For
example, policymakers may feel pressure to limit growth
in federal spending, including that for Medicare, to rein in
the federal budget deficit. The Medicare program also sits
on the cusp of the retirement of the baby boom population,
which will bring substantial growth in the number of
beneficiaries. Payment changes in the MMA as well as
higher health expenditures and lower payroll taxes than
expected led the Medicare trustees to project in their 2004
report that dedicated revenues will fall short of benefit
obligations sooner than previously expected. With
demographic pressures, continued advances in medical
technology, and, beginning in 2006, Medicare’s coverage
of outpatient prescription drugs, the trustees also project
that, in the future, program spending could require
unprecedented shares of our country’s economic output.

The Commission’s goals are for Medicare to maintain
good access to care for beneficiaries, improve quality, and
limit growth in program spending. Past approaches to
constraining Medicare spending have tended to treat broad
categories of providers equally, without regard to the
quality, appropriateness, or efficiency of their services. It
is now time for decision makers to distinguish among
providers on the basis of quality as they put policies in
place to limit growth in spending. More broadly, the
Commission concludes that Medicare is at an important
crossroads: The program should move toward value-based
purchasing by differentiating among providers on their
quality and efficiency, thereby sending clearer signals to
providers about what the program wants to pay for.

Medicare’s beneficiaries are a diverse group of 41 million
individuals who vary by age, ethnicity, health status, and
economic circumstances. The vast majority are age 65 or
older, but in 2001, 14 percent were younger, disabled
people (Table 1-1). Eleven percent were age 85 and above.
Compared with the United States as a whole, the Medicare
population has a higher proportion of females (because
they tend to live longer), a larger share of white, non-
Hispanic individuals, and more people who live in rural
(nonmetropolitan) areas.

The living arrangements and incomes of Medicare
beneficiaries vary substantially. In 2001, about half lived
with their spouse, nearly a third lived alone, 16 percent
had other arrangements (for example, living with adult
children), and 6 percent lived in institutions such as
nursing homes. In 2002, Social Security benefits made up
just under 40 percent of total income of the
noninstitutionalized elderly, with earnings, pensions, asset
income, and other sources accounting for the remainder
(Federal Interagency Forum on Aging Related Statistics
2004). The overall economic position of the elderly has
improved over the past several decades. Nevertheless,
many Medicare beneficiaries have limited incomes. In
2001, about 17 percent had incomes below the poverty
level (defined then as $8,494 for people living alone and
$10,715 for married couples) and about half had incomes
of 200 percent of the poverty level or below.

On average, Medicare’s benefits cover about half of all
personal health care costs for its beneficiaries.' Several
large categories of services, including outpatient

prescription drugs and long-term care, are not currently
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Characteristics of the Medicare
population, 2001

Percent of
the Medicare

Characteristic population
Sex

Male 44%

Female 56
Age

Under 65 14

65-74 44

75-84 31

85+ 11
Race/ethnicity

White, non-Hispanic 80

African American, non-Hispanic 9

Hispanic 7

Other 4
Residence

Urban 76

Rural 24
Living arrangement

Institution 6

Alone 28

With spouse 49

Other 16
Income status

Below poverty 17

100-125% of poverty 11

125-200% of poverty 22

200-400% of poverty 33

Over 400% of poverty 18
Type of supplemental insurance

Medicare only 10

Managed care 16

Employer 31

Medigap or combination of medigap

and employer 26
Medicaid 15
Other 2

Note:  Urban indicates beneficiaries living in metropolitan statistical areas
(MSAs). Rural indicates beneficiaries living outside MSAs. In 2001,
poverty was defined as $8,494 for people living alone and as $10,715
for married couples. Sums may not add to 100 due to rounding.

Source: MedPAC analysis of the 2001 Medicare Current Beneficiary Survey, Cost
and Use file.

covered by Medicare. Further, some of Medicare’s cost-
sharing requirements, such as a substantial inpatient
deductible and high copays on long hospital stays, can
lead to a considerable and open-ended financial obligation.

To reduce the risk of high cost sharing, over 90 percent of
Medicare beneficiaries obtained supplemental coverage in
2001 through their former employers (31 percent),
medigap policies (26 percent), Medicare Advantage plans
(16 percent), or they enrolled in Medicaid (15 percent). In
2000, 12 percent of personal health care spending for
Medicare beneficiaries was funded by Medicaid, while 12
percent was funded by private insurance (including
medigap policies and employer-sponsored retiree
coverage), and 4 percent by other sources (CMS 2003).
About 19 percent of beneficiaries’ personal health care
spending was financed out of pocket.

For many Medicare beneficiaries, the premiums or cost-
sharing requirements for supplemental policies are
growing rapidly, as they have been for active workers.
Some employers are reducing the availability of retiree
coverage to their active workforce.

Background on Medicare and its
financing

Although private insurance is the largest source of health
care financing—making up 37 percent of the $1.44 trillion
spent on U.S. personal health care in 2003—Medicare is
the single largest payer for health care services (Figure
1-1, p. 6). Thus, through its coverage decisions and
payment systems, the program can exert influence on how
health care is organized and delivered in the United States.

The Medicare program has four parts. Hospital Insurance
(HI, or Part A) is largely financed through a dedicated
federal payroll tax. Supplementary Medical Insurance
(SMLI, or Part B) is funded primarily through transfers
from general federal tax revenues and enrollee premiums.
Part C is the Medicare Advantage program, in which
private health plans provide care to beneficiaries, and Part
D is the new outpatient drug benefit. Sources of funding
for Part C are the same as for Parts A and B, while
financing for Part D will be very similar to Part B.

Total Medicare spending was $281 billion in 2003, or
about $7,000 per beneficiary (Table 1-2, p. 7). Federal
taxes and interest pay for nearly 90 percent of Medicare
spending. Payroll taxes provided the single largest source
of funding for the combined Medicare program in 2003
(51 percent). Employees and their employers are each
charged a mandatory 1.45 percent tax on earnings, with
self-employed persons paying the full 2.9 percent. General
tax revenues provided an additional 30 percent of all
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Medicare made up about one-fifth
of spending on personal
health care in 2003

Total spending = $1.44 trillion

Other public
7%

Out of pocket
16%

Medicaid and SCHIP
17%

Medicare
19%

Private insurance

37%

Other private
4%

Note: SCHIP (State Children's Health Insurance Program). Outof-pocket spending
includes cost sharing for both privately and publicly insured individuals. Personal
health care spending includes spending for clinical and professional services
received by patients. It excludes administrative costs and profits. Premiums are
included with each program (e.g., Medicare, private insurance) rather than in
the outof-pocket category. Other private includes indusrial in-plant, privately
funded construction, and nonpatient revenues, including philanthropy. Other
public includes programs such as workers' compensation, public health activity,
Department of Defense, Department of Veterans Affairs, Indian Health Service,
and sfate and local government hospital subsidies and school health.

Source: CMS, Office of the Actuary, 2004 National Health Accounts.

program income in 2003. Enrollees’ premiums made up
10 percent of all Medicare income. These premiums
include those for Part B, which CMS sets equal to 25
percent of average SMI expenditures for aged
beneficiaries, as well as a small amount from enrollees
who are not eligible for Part A but pay a premium for its
coverage. Interest on current trust fund balances, a portion
of income taxes on Social Security benefits, and other
sources make up the remaining 9 percent of income.

The MMA created a system to warn policymakers as the
Medicare program’s financing becomes increasingly
dependent upon general tax revenues relative to dedicated
taxes and premiums. Each year, the Medicare trustees
project the share of Medicare outlays that is financed with

general revenues in the current year and six succeeding
fiscal years. Under the warning system, if two consecutive
annual reports from the trustees project that general
revenues will fund 45 percent or more of Medicare
outlays, then the President must propose and the Congress
must consider legislation to address Medicare spending.
General revenues currently make up 30 percent of
program spending. However, the introduction of Part D in
2006 will mean that a larger proportion of the Medicare
program’s financing will come from general revenues. In
their 2004 report, the Medicare trustees projected that
general revenues would provide 45 percent of program
financing in 2012—just outside the six-year projection
window. Thus, policymakers may be called to consider
changes to Medicare’s benefits and financing in as few as
three years from now. If policy changes increase program
spending, the warning system could be activated in two
years.

Although Medicare beneficiaries only made up about 15
percent of the U.S. population in 2000, they accounted for
37 percent of national personal health care expenditures
(CMS 2003). The higher spending per person on personal
health care services for Medicare beneficiaries than for the
non-Medicare population reflects in part the much higher
prevalence of chronic conditions among the elderly and
disabled and their higher mortality. As estimated from
Medicare claims data, about 78 percent of the Medicare
population had at least one chronic condition in 1999, and
63 percent had two or more (Anderson 2002). Higher
average personal health care spending for Medicare
beneficiaries also reflects very concentrated use of
services by individuals during their last year of life (Hogan
et al. 2000).

Medicare program spending is highly concentrated among
a few beneficiaries. In 2002, for example, the top 5 percent
of beneficiaries ranked by spending accounted for nearly
half of total fee-for-service (FFS) program spending, and
the top quartile (25 percent) accounted for nearly 90
percent of spending (MedPAC 2004b). Concentration in
spending is related directly to the cost of providing
inpatient care, and people who experience an inpatient
stay usually need more of all types of care during the year.

Hospital services are the largest component of Medicare
spending. In 2003, 45 percent of Medicare expenditures
covered inpatient and outpatient hospital services,
followed by services paid on the physician fee schedule,
other services (including hospice, lab, and durable medical
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TABLE
1-2 Sources and uses of Medicare program financing, 2003

Dollars (in billions)

Hospital Supplementary Percent
Insurance Medical Insurance Total of total
Total income $175.8 $115.8 $291.6 100%
Payroll taxes 149.2 N/A 149.2 51
General revenue 0.5 86.4 86.9 30
Premiums 1.6 27 .4 29.0 10
Interest, taxation on benefits, and other 24.4 2.0 264 9
Total expenditures 154.6 126.1 280.8 100
Hospital 109.4 17.9 127.3 45
Physician fee schedule services N/A 48.3 48.3 17
Managed care 19.5 17.2 36.8 13
Skilled nursing facility 14.3 N/A 14.3 5
Home health care 2.6 7.1 9.7 3
Other 6.3 33.3 39.6 14
Administrative expenses 2.5 2.3 4.9 2

Note:  N/A (not applicable). Other expenditures include hospice, durable medical equipment, and clinical laboratory services. Sums may not add to totals due to
rounding.

Source: 2004 annual report of the Boards of Trustees of the Medicare trust funds.

equipment, among others), and payments to managed care
plans (Table 1-2). This distribution of resources has
changed over time as providers have moved more of their

Personal health care expenditures
account for a growing share
of gross domestic product,

care to settings outside inpatient hospital facilities. 1965-2013
16

Trends in the growth of health care 14

SPendmg 12 Personal health care expenditures

National health care spending has been growing faster a 10

than the economy. Health care spending has brought with 96 ________ Actual | Projected

it medical innovations that make today’s provision of care = 8

far more advanced than in the past. Nevertheless, growth e | T

in spending is striking: Personal health care expenditures & 6 )

accounted for more than 13 percent of gross domesfuc 4 I_F/

product (GDP) in 2004, up from 5 percent of GDP in 1965 Medicare expenditures

(Figure 1-2). 2

Growth in spending has accelerated in recent years. 0 : . .

During the 1990s, the share of GDP made up by personal 1965 1977 1989 2001 2013

health care was steady or even declining slightly at just oo R

under 12 percent (Glied 2003). Analysts attribute that Note: - GDP [gross domesfic productl.

Source: CMS, Office of the Actuary. Data for personal health care expenditures, GDP,
and actual values of Medicare expenditures as a percentage of GDP are from
the 2004 National Health Accounts. Projections of Medicare expenditures as
a percentage of GDP are from the 2004 annual report of the Boards of
Trustees of the Medicare frust funds.
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period’s slower growth to three factors: health plans’
successful bargaining with providers over prices, managed
care plans’ use of strategies to control the volume of
services, and competition among plans that restrained
premium growth. The period after 1997 until 2001 was
also a time marked by constraints on the growth of
Medicare payment rates under the Balanced Budget Act of
1997 (BBA). Subsequently, however, health care spending
has continued its upward climb. Consumers’ demand for
broader choice among providers and mergers among
providers have given them greater negotiating power with
insurers and health plans (Heffler et al. 2004).

Medicare’s program spending for Parts A and B currently
makes up about 2.6 percent of GDP. Once Medicare’s
benefit includes outpatient prescription drugs, CMS
projects that the program’s share will jump to 3.4 percent
in 2006 and just under 4 percent by 2013. Medicare’s
share will climb upward on a steeper trajectory after 2010
as the baby boomers move into the ranks of Medicare
beneficiaries.

Growth in spending for private health
insurance

Trends in private health insurance premiums reflect
spending growth in the health care sector. In the past year
or two, increases in premiums slowed after about five
years of steady acceleration (Strunk and Ginsburg 2004b,
Kaiser Family Foundation and Health Research and
Educational Trust 2004). Nevertheless, premiums for
private health insurance still grew in excess of average
growth in income. The same is true for most components
of health care spending. For example, Strunk and
Ginsburg estimate that in 2003, health care spending per
privately insured person grew by 7.6 percent, while GDP
per capita grew at 3.9 percent (Table 1-3). Data reflecting
the first six months of 2004 show stable growth in per
capita health spending, at an annual rate of 7.5 percent
(Strunk and Ginsburg 2004a).

Given the large size of the hospital sector, its growth rate
contributes heavily toward overall growth in spending
across all health care services (Heffler et al. 2004).
Declines in spending for inpatient services were largely
responsible for the slowdown in overall spending growth
in the mid-1990s. Hospital inpatient spending has grown
more rapidly in recent years. Over the past two years, use
of inpatient services grew relatively slowly, but prices
grew rapidly as the ownership of hospitals consolidated

and the more concentrated ownership exerted greater
bargaining power in negotiations with payers. (See
Section 2A for more discussion of this issue.) At the same
time, spending for hospital outpatient services per
privately insured person grew at the fastest rate among all
sectors, even surpassing per capita growth in prescription
drug spending. Still, many analysts expect that
prescription drugs will continue to be among the fastest-
growing sectors (Heffler et al. 2004).

Continued rapid growth in health premiums, a relatively
weak labor market, and slow growth in the U.S. economy
have led employers, insurers, and health plans to
reconsider methods for controlling spending. One
approach has been to shift a larger proportion of costs to
enrollees through higher cost sharing, larger premium
contributions, or consumer-directed health plans. Another
approach involves reintroducing certain managed care
techniques—such as prior authorization and utilization
review—for services that are more likely to be overused,
measuring providers’ utilization and quality, tiering
provider networks, and using disease management
programs (Mays et al. 2004). (See Chapter 3 on possible
use of similar tools by Medicare, such as measuring
physicians’ use of resources and managing the use of
imaging services.)

Yet even with these approaches, some participants in the
private health care market are worried about the pace of
growth in health care spending and their inability to slow
it down. For example, one coalition of employers, unions,
and consumer groups has called for establishing an
independent board that would restrict increases in
insurance premiums for a core set of medical benefits and
set constraints on payment rates to hospitals and
physicians (Lueck 2004). Researchers with the Center for
Studying Health System Change heard from a number of
market participants that they could not take steps to
contain costs (Nichols et al. 2004). They cited several
forces, such as the current level of market power among
providers, which has kept payers from being able to
demand more efficient practice styles. At the same time,
enrollee desire for broad choice has been strong, and
physicians continue to organize themselves in small
practices rather than in delivery structures that some
respondents believed would provide better coordination of
care—such as multispecialty group practices.

At a crossroads in Medicare
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Private spending on most types of health care services has grown
faster than the gross domestic product, 1994-2004

Change in private insurance spending on type of

health care service per capita

Change in GDP All Hospital Hospital Prescription

per capita services inpatient outpatient Physician drugs
1994 4.9% 2.1% -2.0% 8.7% 1.7% 52%
1995 3.4 2.2 -3.5 7.9 1.9 10.6
1996 4.4 2.0 -4.4 7.7 1.6 11.0
1997 5.0 3.3 -5.3 9.5 3.4 11.5
1998 4.1 53 -0.2 7.5 4.7 14.1
1999 4.8 7.1 1.6 10.2 5.0 18.4
2000 4.8 7.8 4.1 9.8 6.3 14.5
2001 2.1 10.0 8.7 14.6 6.7 13.8
2002 2.5 9.5 8.3 13.0 6.7 13.2
2003 3.9 7.6 6.2 1.1 55 9.1
January-June 2004 5.9 7.5 5.1 11.4 57 8.8
Note:  GDP (gross domestic product). Estimates may differ from past reports because of data revisions by Milliman USA and the Bureau of Economic Analysis. Percent

changes for January-June 2004 are growth compared with the same months in 2003.

Source: Strunk and Ginsburg 2004a, Strunk and Ginsburg 2004b. Health care spending data are from the Milliman USA Health Cost Index ($0 deductible) as of October
2004. GDP is from the U.S. Department of Commerce, Bureau of Economic Analysis.

Growth in Medicare spending

Medicare’s trustees project that total program spending
will increase at an average annual rate of 7.5 percent over
the 2004-2013 period, except for 2006 when the increase
will be much higher because of the introduction of Part D
(Boards of Trustees 2004). For 2004 and 2005, the trustees
expect that HI spending will grow by 12 percent and 8
percent, respectively, in response to changes in payments
under the MMA.. After that, the actuaries project HI costs
to grow by an average of 6 percent per year. By
comparison, Part B expenditures are expected to grow by
an annual average of 6.6 percent over the 2004—2013
period. However, the trustees note that 6.6 percent is likely
too low, because it includes assumed cuts in physician
updates under the sustainable growth rate (SGR) formula
of 5 percent per year for seven consecutive years,
beginning in 2006. Recent experience suggests that
policymakers are unlikely to allow these cuts to be
implemented.

Although rates of growth in per capita spending for
Medicare and private insurance often differ from year to

year, over the long term they have been quite similar
(Pauly 2003). When comparing spending for benefits that
private insurance and Medicare have in common—notably
excluding prescription drugs—Medicare’s per enrollee
spending has grown at a rate that is about 1 percentage
point lower than that for private insurance over the
1970-2002 period (Figure 1-3, p. 10). However, the
comparison is sensitive to the end points of time one uses
for calculating average growth rates. Differences have
been more pronounced since 1985, when Medicare began
introducing the prospective payment system for hospital
inpatient services (Levit et al. 2004). Some analysts
believe that, since the mid-1980s, Medicare has had
greater success at containing cost growth than private
payers by using its larger purchasing power (Boccuti and
Moon 2003). Others maintain that benefits offered by
private insurers have expanded as cost-sharing
requirements declined over the entire period and
enrollment in managed care plans grew during the 1990s.
The comparison is thus problematic, since Medicare’s
benefits changed little over the same period (Antos and
King 2003).

MEJpAC

Report to the Congress: Medicare Payment Policy | March 2005



Changes in Medicare spending per enrollee have been similar
to those for private health insurance over the long term
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Source: levit et al. 2004.

The size of the federal budget deficit and concerns about
Medicare’s long-term financing are likely to shape
perspectives of policymakers about the Medicare program
during the upcoming year. This section reviews recent
projections of the near- and longer-term financial
landscape.

Near-term budgetary pressures

In the near term, the Congressional Budget Office (CBO)
and the Office of Management and Budget (OMB) both
project sizable federal budget deficits, which will heighten
concern about growth in Medicare spending. For fiscal
year 2004, the deficit was about $412 billion, or 3.6
percent of GDP. That figure makes up the highest share of
the country’s economic output since the early 1990s, a
time when the Congress set limits on appropriated
spending, raised taxes, and established procedural “pay-as-

PHI (private health insurance). Chart compares services covered by Medicare and private health insurance, including hospital services, physician and clinical services, other

you-go” (PAYGO) rules under the Budget Enforcement
Act for new laws affecting entitlement programs and
taxes. More recently, the Congress has considered
readopting PAY GO constraints on spending, but it has not
yet done so formally. A few individual committees have
used this approach informally.

CBO’s September 2004 baseline projects that the budget
deficit for 2005 will total $348 billion, or 2.8 percent of
GDP, with deficits declining gradually until reaching $65
billion in 2014, or 0.4 percent of GDP (Figure 1-4). Those
projections are based on current law, so they do not
anticipate the effects of future legislative actions. They are
probably conservative, because they assume
implementation of substantial cuts in physician payments,
which the Medicare trustees noted was unlikely (Boards of
Trustees 2004). Further, CBO estimates that if all current
tax provisions are made permanent, the federal deficit for
2014 will increase by $369 billion plus $100 billion in
additional interest payments associated with debt service
(CBO 2004b).

10 At a crossroads in Medicare
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Near-term budgetary pressures may heighten concern

about growth in Medicare spending
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Note: OMB (Office of Management and Budget), CBO (Congressional Budget Office). Baselines are as of July and September 2004, respectively.

Source: Office of Management and Budget and Congressional Budget Office.

OMB’s July 2004 baseline projects a deficit of $331
billion, or 2.7 percent of GDP, for 2005, and the
administration has indicated that it would like to cut the
deficit in half by 2009 by continuing its tax policies and
restraining federal spending (OMB 2004). Some analysts
argue that it will be difficult to achieve this goal without
constraining growth in spending for the Medicare
program. Medicare currently accounts for more than one-
fifth of all entitlement spending and nearly 12 percent of
total federal spending. Furthermore, Medicare will require
a larger proportion of total federal spending as the new
Part D outpatient drug benefit begins in 2006 and as the
baby boomers begin to reach the age of eligibility
(Newhouse 2004).

Longer-term projections of Medicare
spending and financing

The Medicare Board of Trustees reported in March 2004
that Part A tax revenues would fall short of expenditures
in 2004, although interest earned on surplus revenues from

previous years would pay the difference. (Similar
financing shortfalls occurred five to six years ago,
providing some of the motivation—along with concerns
about HI insolvency—for the Congress to enact sizable
restraints on Medicare program spending in the BBA.)
The trustees also moved up their projection of the date of
exhaustion of Part A’s trust fund by seven years to 2019.

A more complete metric of Medicare’s financial condition
is the share of the nation’s economic resources that the
entire program—including Parts A and B and the new
prescription drug benefit under Part D—will require. The
trustees estimate that Medicare expenditures will grow
from 2.6 percent of GDP in 2003 to 7.7 percent by 2035
and 13.8 percent by 2078.

Figure 1-5 (p. 12) shows the trustees’ intermediate
projections of Medicare spending (top line) and sources of
financing (layered areas). Some analysts consider these
projections optimistic, because they assume that health
care spending per person will grow only 1 percentage
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Medicare expenditures are projected to exceed revenue

and grow as a share of gross domestic product

Actual | Projected

HI deficit

Percent of gross domestic product
[ee]

Note:  HI (Hospital Insurance). Excludes interest income.

Source: 2004 annual report of the Boards of Trustees of the Medicare frust funds.

point faster than growth in GDP per capita. Historically, it
has grown even faster: Between 1970 and 2002, national
spending for health care per capita grew 2.4 percentage
points above the growth rate for the economy (Holtz-
Eakin 2003a).

Future growth in Medicare spending will be fueled in part
by the introduction of Medicare’s prescription drug
benefit. Although Part D addresses a major gap in
Medicare’s benefit package, the entitlement also implies
substantial new requirements for federal spending. CMS’s
Office of the Actuary (OACT) projects that the
introduction of a prescription drug benefit will boost
Medicare program spending by about 30 percent between
2005 and 2007 and will cost more than $500 billion over
the next 10 years. CBO’s 10-year estimate is $400 billion,

1965 1975 1985 1995 2005 2015

2025 2035 2045 2055 2065 2075

but CBO’s director has suggested that the Part D benefit
could cost between $1 trillion and $2 trillion from 2014 to
2023 (Holtz-Eakin 2003b). The differences between near-
term estimates of the cost of Part D highlight the
considerable uncertainty about how this new benefit will
operate and how to project its effects on Medicare
program spending.

Rapid growth in the number of Medicare beneficiaries
beginning at the end of this decade will also accelerate
Medicare spending. As the baby boom generation retires
between 2010 and 2030, the working-age population will
grow by 10 million while the number of elderly will grow
by 30 million (Holtz-Eakin 2003a). Moreover, life
expectancy at age 65 is projected to increase by as much
as 20 percent to 25 percent between now and 2075.
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Demographic trends and the structure of Part A’s
financing mean that, in the future, relatively fewer active
workers will be available to support each beneficiary. In
2003, each Medicare beneficiary had nearly four active
workers paying payroll taxes to support his or her HI
benefit (Figure 1-6). By 2030, this ratio is projected to
decline to 2.4 workers, and then to 2.0 workers by 2078
(Boards of Trustees 2004). In the past, payroll taxes
increased steadily as a share of GDP as the payroll tax rate
and worker earnings increased over time. However, no
further increases in the tax rate are scheduled in current
law. As health care costs continue to grow rapidly for all
payers in the U.S. economy, the trustees expect that fringe
benefits—notably health insurance—will become a
growing share of worker compensation and earnings will
decline as a share of GDP.

It may be particularly important for policymakers to
consider changes for the HI program, since the
government will no longer have the authority to pay Part
A claims once the HI trust fund is exhausted. The trustees
estimate that if the Congress immediately enacted changes
to address the projected shortfall in financing for Part A

The ratio of active workers to Part A
beneficiaries is projected to decline

4.5

4.0

3.5

3.0

2.5

2.0

Source: 2004 annual report of the Boards of Trustees of the Medicare frust funds.

(the HI deficit in Figure 1-5), the payroll tax rate would
need to rise from its current level of 2.9 percent to 6.02
percent. (Alternatively, HI expenditures would need to be
reduced immediately by 48 percent.) If policymakers
delay making changes, the magnitude of later changes
would need to be more extreme. For example, balancing
the HI deficit at the end of the 75-year projection period
would require a payroll tax rate four times its current level,
reductions in expenditures to one-fourth their projected
amount, or some combination of the two.

By comparison, the SMI trust fund uses general tax
revenues rather than dedicated payroll taxes for the bulk of
its financing. Thus, if policymakers made no changes to
Parts B and D (which both draw from the SMI trust fund)
and income taxes remain a constant share of the economy,
Medicare would by default make claim to a greater share
of general revenues. For example, the trustees estimate
that for 2003, general revenues devoted to SMI made up
8.7 percent of personal and corporate income taxes. That
share will grow after 2006 with the introduction of Part D.
If income taxes remained at their historical average share
of the economy, the SMI program’s general revenue
financing would require 29 percent of all income tax
revenue in 2030 and more than half by 2080.

What drives growth in health care
spending?

Growth in spending is affected by short-, medium- and
long-term factors (Glied 2003). In the short term, the
structure of contracts among beneficiaries, providers, and
payers can influence spending growth. For example,
health benefits and cost-sharing requirements have in
some cases become the subject of negotiation between
employers and active workers, and their relative
bargaining power can affect how health benefits are
structured within a firm’s compensation package. At the
same time, payers evaluate the numbers of providers
within a market, their organizational structure and
bargaining power, and the relative tolerance for managed
care when deciding how to build networks and set
payment rates. The underwriting cycle of insurers can
explain a lot of the year-to-year variation in private health
premiums over the medium term. A number of factors
contribute to longer-term growth in health spending,
including our lifestyles, the way in which we pay for
health care services, and technological change.
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Lifestyle and health care spending

Changes in personal behavior affect U.S. health care
spending both for Medicare and other populations. The
prevalence of obesity—which is thought to be associated
with our more sedentary lifestyle and high-caloric diet—
has doubled since 1980 to about 30 percent of the adult
population today. One recent study calculated that
obesity’s rising prevalence and higher per capita spending
on obese people accounted for a sizable portion of the
growth in real per capita spending between 1987 and 2001
(Thorpe et al. 2004a). For the U.S. population age 65 and
older, projections suggest that the prevalence of obesity
will grow from 29 percent in 2000 to 36 percent by 2010
(Arterburn et al. 2004). Obesity in the elderly is associated
with an increased risk of diabetes mellitus, cardiovascular
disease, hypertension, stroke, lipid abnormalities,
osteoarthritis, and some cancers. Other recent research
finds that obesity during young adulthood and middle age
is significantly associated with higher Medicare spending
later in life (Daviglus et al. 2004).

More payments for more services

Medicare’s FFS payment systems may contribute to the
program’s spending growth. These systems vary across
provider types, with some systems more sophisticated than
others. At one end of the spectrum is the per stay payment
system for inpatient care: All services related to the
patient’s case are paid for as one bundle, which
encourages hospitals to select the most efficient
combination of services during a stay. A drawback of
bundling is that it can create incentives for providers to
select healthier patients or stint on care. At the other end of
the spectrum are fee schedules that set prices for each
individual service furnished. All of these systems
fundamentally pay more to providers as they deliver more
services; providers’ ability to generate more volume varies
with the service. And because each provider type has its
own payment system, providers have little incentive to
coordinate care.

Some policymakers contend that the Medicare Advantage
(MA) program has the potential to slow rates of growth in
Medicare program spending because capitated payments
provide more incentive for plans to coordinate care. The
MA program, however, has thus far used a system of
payment rates with rates of increase that are linked to
average FFS spending and with base county rates that in
many areas exceed average FFS spending. Private plans
have been unwilling to enter the markets in which about

40 percent of Medicare beneficiaries live despite payment
rates substantially above FFS spending levels. This
suggests that private plans may not reduce Medicare’s
costs in those areas (CBO 2004c¢). The MA program will
move toward a system of competitive bidding in 2006,
albeit with initial payment rates that still largely reflect
average spending for FFS beneficiaries. Over time,
analysts will watch growth in MA spending closely to see
whether that program’s incentive structure holds promise
for constraining growth in spending.

The role of technological change

Many analysts believe that technology has been the
biggest long-term driver of growth in health spending
(Fuchs 2000, Fuchs 1996). Real per capita health spending
has been on a fairly steady climb since 1929, as have
advances in medical technologies. International
comparisons show that levels of health spending per
person in other countries are lower than those in the
United States, raising the question of whether our care
could be provided at lower cost. Nevertheless, rates of
growth have been similar—even in countries with single-
payer systems (Newhouse 2004). This similarity suggests
that medical innovation is responsible for the bulk of
growth in health spending (Newhouse 1992).

Although some medical technologies yield savings by, for
example, reducing lengths of stays in hospitals, most tend
to expand demand for health care. Why? First, as
improved health outcomes that result from technology
become more obvious, its broader applicability becomes
more apparent to providers and consumers. For example,
as surgical techniques for cardiac care improved,
angioplasty was used more widely among patients who
had not yet experienced a heart attack. Many technologies
have also reduced the invasiveness, serious side effects,
discomfort, or social stigma associated with therapies,
thereby lowering nonmonetary obstacles to beneficiaries
as they decide whether to seek treatment. The widespread
use of selective serotonin reuptake inhibitors as therapy
for depression is one example (Glied 2003).

The relative importance of specific factors in the growth of
health care spending varies across conditions. Researchers
found that for some conditions such as heart disease and
hypertension, increases in the cost of therapy per treated
case—that is, higher prices and more intensive services
that are usually associated with new technologies—
explain most of the spending increase (Thorpe et al.
2004b). For other conditions like cerebrovascular disease,
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mental disorders, and kidney conditions, the dominant
factor was an increase in the treated prevalence of the
condition rather than increases in costs per case.

Other factors interact with medical technology to expand
demand for health care. Private and public health
insurance lessen the out-of-pocket financial liability of
beneficiaries, thereby hiding the full cost of services from
the consumer. This approach may lead individuals to use
more health care than they would otherwise. Similarly,
physicians, who direct beneficiaries’ use of care, may be
insensitive to the costs of care when they make treatment
decisions. Sometimes providers’ decisions about a
treatment approach may be influenced by their own
financial incentives. Further, expectations about health
status are changing as beneficiaries age—most people
expect to retain their health and mobility for longer
periods than earlier generations. And perhaps most
important, demand for health care tends to rise with
increases in real income and wealth.

Consequences of growth in health
spending

Rapid growth in health care spending has had wide-
ranging effects. The U.S. health care sector has produced
many of the world’s medical innovations that lengthen life
expectancies and improve quality of life. At the same
time, however, employers argue that the rising cost of
health premiums affects their ability to compete in the
world marketplace. Many economists believe that growth
in health premiums paid by employers has no effect on the
competitive position of firms because they see health costs
as merely offsetting cash compensation that firms would
otherwise pay to workers (who could then purchase health
coverage on their own). Nevertheless, health spending per
person is substantially higher in the United States than in
other industrialized countries (Anderson et al. 2003). The
higher cost of health care, whether paid by employers or
directly by workers, contributes to higher costs for labor in
this country.

Clear distributional issues arise from the rapid growth in
health spending. In response to double-digit increases in
premiums, many employers have raised cost-sharing
requirements for their employees, asked them to contribute
a larger share of premiums or, particularly for smaller
firms, reduced the availability of coverage. Since costs for
private health insurance have risen faster than income,
some workers may decide to forgo coverage (Ginsburg

2004). During 2003, approximately 45 million people, or
15.6 percent of the U.S. population, were uninsured at any
one point in time. Increases in the numbers of people
without private insurance coverage raise demand for
public coverage, and may raise health care premiums for
those who have insurance. The costs of caring for the
uninsured do not fall equally on all providers, since the
uninsured often postpone care until their condition
becomes more serious. In turn, providers that bear more of
those costs sometimes seek public subsidies or
protectionist policies, which can reduce their incentives to
deliver care efficiently. Rising costs put upward pressure
on the financing needs of public and private health care
programs for existing beneficiaries. And some analysts
believe that higher health care costs may also lead to
greater fragmentation in the health care market, as
healthier people search for insurance alternatives that are
less costly—which plans could accomplish by
discouraging sicker individuals from enrolling (Glied
2003).

New insurance products have emerged in response to
rapid growth in health spending. For example, some
employers are beginning to offer consumer-directed health
plans that combine a high-deductible plan (often including
a health reimbursement or savings account) with
catastrophic protection and decision-support tools to help
members select among providers. Enrollees in these newer
products generally accept higher cost sharing at the point
of service. In return, members pay lower premiums
(Tollen et al. 2004). The MMA allows employers to make
nontaxable contributions to certain health savings
accounts, and contributions by individual account holders
are tax deductible.

Although enrollment in consumer-directed health plans
has been low to date, these plans have attracted
considerable attention. Supporters of these new products
believe that higher cost sharing will lead members to
lower their use of unnecessary services relative to other
benefit designs, thereby slowing growth in health
spending. Other analysts expect that this new type of
product will encourage risk segmentation, since healthier
enrollees might find lower premiums attractive, while
sicker individuals would likely stay with more
comprehensive coverage. At this early stage, studies on
the consequences of consumer-directed health plans are
mixed (Parente et al. 2004, Tollen et al. 2004).
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The value of health care and national
preferences for spending

Some analysts believe that, on the whole, the public is
well served by devoting a growing share of its resources to
health care and the Medicare program because of the value
of those services (Cutler 2000). For example, one estimate
suggests that growth in value associated with longer lives,
improved quality of life, and declines in the pain and
suffering that accompany medical treatment are larger
than 1 percentage point above GDP growth—the
assumption built into the trustees’ long-term projections of
Medicare spending (Glied 2003). Other analysts have
evaluated the cost and benefits of new technologies for
specific medical conditions such as heart attacks,
depression, and cataracts, concluding that in most cases
returns on medical innovations have been positive (Cutler
and McClellan 2001).

But Medicare spending can be both wasteful and valuable
at the same time. Evidence on unwarranted variation in
Medicare spending suggests that a substantial share is
misallocated. International comparisons showing much
higher levels of spending in the United States without
commensurate improvements in quality or outcomes also
support this point (Anderson et al. 2003). At the same
time, average returns on Medicare’s spending for
innovations have likely been positive: Improvements in
life expectancy and reductions in morbidity have
outweighed costs. The policy challenge is to promote the
appropriate intensity of care and encourage the
development of new technologies with benefits that, on
the margin, are worth their cost.

However, not all new technologies have positive returns,
and some spending that is currently devoted to new
medical technologies might have similar or higher returns
if used for other priorities. For example, one recent
analysis suggests that while new drugs, devices, and
procedures undoubtedly saved lives in the United States
over the 1991-2000 period, an even greater number of
deaths could have been averted if society’s resources had,
instead, been directed toward reducing disparities in care
between whites and African Americans (Woolf et al.
2004). Other types of investments, such as in public health
or health education, might also lead to significant returns
for society.

How much should we spend on Medicare? The answer
depends on how much value society places on the
Medicare program (and health care generally) relative to

the alternative uses of the program’s resources. One
approach to deciding how much the United States should
spend is to hold nonhealth spending at current levels and
to devote 100 percent of future growth in income to
greater consumption of health care. Chernew and
colleagues believe that under this approach, devoting

1 percentage point above growth of our national income to
health care is affordable because no other types of
spending would need to be cut. They estimate that growth
of 2 percentage points above GDP growth would lead to
declines in nonhealth consumption by the middle of the
century (Chernew et al. 2003). Under either scenario, it is
not clear that our society would be willing to devote all of
its economic growth to health care rather than to other
uses.

Could the federal government feasibly raise the resources
needed to fund Medicare’s growth? Newhouse argues that
devoting ever-increasing shares of GDP to Medicare,
Medicaid, and other federal programs will ultimately run
into the “historical reluctance of American voters to
allocate much more than 18 percent of the GDP to federal
spending” (Newhouse 2004). On the one hand, Medicare
beneficiaries may make up a growing share of voters,
which could lead to changes from the historical pattern.
On the other hand, under Medicare’s current system of
financing, beneficiaries will become increasingly
dependent upon nonelderly workers for the program’s
funding; younger generations may not want to foot this
bill.

Substantial evidence suggests that resources devoted to
health care, including those of the Medicare program, have
not been allocated efficiently. For the U.S. population as a
whole, individuals receive too little of certain services,
such as preventive care (McGlynn et al. 2003). Other
services appear to be overused: Rapid growth in
technologies such as medical imaging raises questions
about the appropriateness of some use of these services
(MedPAC 2004b).

The central piece of evidence analysts cite as proof of
inefficiency is significant geographic variation in practice
patterns and use of services within the United States.
Despite variations in spending, people who live in higher-
use areas do not have better health outcomes, and some
indicators of quality, access, and satisfaction suggest that
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they are worse off. The researchers estimate that if
spending variations were reduced, the Medicare program
could see substantial savings (Fisher et al. 2003).
Subsequent research has demonstrated the feasibility of
measuring the relative efficiency of individual hospitals
and perhaps other types of providers.> One goal of this
work is to help providers achieve longitudinal
efficiency—that is, over time, reaching comparable
outcomes for certain defined populations at lower cost
(Fisher et al. 2004).

Some variation may be unwarranted, consisting of care
that is “not consistent with a patient’s preference or related
to a patient’s underlying illness” (Wennberg and
Wennberg 2003). Unwarranted variation can be divided
into three categories:

»  Effective care—care that leads to the desired effect yet
could be provided more efficiently with better
coordination and improved patient adherence to
treatment regimens.

*  Preference-sensitive care—care that might result in
different choices by beneficiaries if they better
understood the implications of their options when they
and their providers are making decisions about
treatment.

*  Supply-sensitive care—care in which service
provision is driven by the capacity of the health care
system to supply the services.

Supply-sensitive care has received the most attention from
policymakers, but all types of unwarranted variation
represent potentially costly inefficiencies.

One practical limitation of this typology is that it can be
difficult to fit specific services into one of the three
categories. For example, some supply-sensitive services—
which could include such mainstays as physician visits
and hospitalizations—seem as though they must include
some care that is efficacious (Berenson 2004). Designing
policy options to reduce unwarranted variation in health
spending will require disentangling the services that fall
into each category. Moreover, some of this variation
reflects geographic differences in what physicians and
other providers believe is appropriate care. In order to be
effective, policy changes must incorporate authoritative
guidelines and build consensus around them, or provide
stronger incentives for those outcomes to emerge in the
marketplace.

Evaluating policy changes to the
Medicare program

Medicare faces extremely difficult and competing
challenges: demand among beneficiaries and providers to
expand benefits and payment rates, the continuing march
of medical innovation, the resulting upward pressure on
program spending, and the need to stem growth in federal
spending because of concerns about financing. In this
section, we review categories of proposals that
policymakers may want to consider as they try to address
Medicare’s situation. They include approaches such as:

»  Constraining payment rates

*  Managing the use and provision of services
* Raising the age of eligibility

* Increasing premiums and cost sharing

* Increasing the program’s financing

These categories are not mutually exclusive. In fact, given
the magnitude of Medicare’s long-term financing needs,
policymakers will quite likely need to put in place options
from many categories at the same time. All of these
options are difficult, but in general, the longer
policymakers wait to realign Medicare spending and
financing, the more drastic changes will have to be.?

When considering proposals to constrain growth in
Medicare spending, policymakers should look at their
likely effects on quality of care and access, as well as on
Medicare spending. Today, each of Medicare’s payment
systems treats broad categories of providers the same. The
Commission concludes that as decision makers carry out
policies to limit growth in spending, they need to draw
greater distinctions among providers based on quality of
care and value to beneficiaries. Last year, MedPAC
recommended linking payment to quality for MA plans
and providers that care for patients with end-stage renal
disease (MedPAC 2004a). This report discusses additional
ideas for moving Medicare toward a system of “pay for
performance” in Chapter 4, and examines how broader use
of information technology by providers could help that
effort. Chapter 3 describes other policies that will allow
the program to differentiate among providers by
measuring resource use and managing the use of imaging
services.
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Constraining payment rates

Policymakers can constrain annual growth in Medicare
spending by limiting the annual updates or increases in
payment rates to health care providers. To some extent,
this role is simply one aspect of being a prudent purchaser.
This point of view underlies MedPAC’s analysis of the
adequacy of payment rates to the various health care
sectors each year.

Under this approach, Medicare makes use of its status as
the largest payer in the U.S. health care system to exert
market power in setting administered prices. Constraining
payment rates can have large effects on growth in
spending. However, if such steps are carried out
indiscriminately, they raise concerns about their effects on
quality of and access to care.

The strategy of constraining growth in payment rates or
using global budgets has been used extensively in Canada,
Western Europe, and Japan (Glied 2003, Ikegami and
Campbell 2004). U.S. policymakers have also used this
approach on occasion, including constraints on payment
rates that were built into the BBA. But constraining
payments can be difficult to sustain over time. Why? A
key reason is that changing prices alone does little to
address the underlying factors that lead to spending
growth (CBO 2003). In addition, limiting Medicare’s
payment rates too far below those of other payers could
cause providers to be less willing to see Medicare
beneficiaries. In the wake of the BBA, providers
convinced policymakers that the law had tightened
payment rates too restrictively and would ultimately
reduce access to care. A subsequent bill, the Medicare,
Medicaid, and SCHIP Balanced Budget Refinement Act
of 1999, restored many of the payment cuts put in place by
the BBA.

In addition, constraining payment rates alone will not
lower spending if the volume of services furnished
increases—which has been the case with Medicare’s
payment system for physician services (Hackbarth 2004).
Nor has that payment system provided incentives for
physicians to coordinate the care they provide to
beneficiaries. Instead, the Medicare program may need
more fundamental changes in how it pays physicians, such
as a system that rewards them differently based on the
quality and appropriateness of the services they provide,
and the degree to which they coordinate care with other
providers. Investments by physicians in information

technology and electronic medical records could both help
Medicare’s ability to measure quality and make it easier
for providers to coordinate with one another. This report
discusses how Medicare might move toward such an
approach in Chapter 4.

Other past changes to Medicare’s payment systems were
designed to affect underlying incentives more directly, and
sometimes those have been more sustainable approaches.
Although imperfect, the inpatient prospective payment
system is one example. By paying hospitals for larger
bundles of similar services rather than for each specific
input to care, the payment system leaves decisions about
how best to produce health care services to providers. And
the prospective nature of the system puts providers at
financial risk, thereby giving them incentive to deliver
care efficiently (with outlier payments to protect sicker
beneficiaries from incentives to stint on care). In the case
of inpatient care, the combination of these features appears
to have lowered spending and reduced lengths of stay
without adversely affecting quality of care.

Nevertheless, reimbursement for inpatient hospital
services makes up the largest share of Medicare spending,
and thus it is important to ensure that the program
encourages greater efficiency and reduction of excess
capacity. Economic literature on the hospital industry
suggests that providers who are under fiscal pressure
generally have managed to slow their cost growth more
than those facing less fiscal pressure (Gaskin and Hadley
1997). Section 2A compares hospitals with persistently
negative margins with their market peers and finds that the
less-profitable hospitals often have not taken steps to
control costs and reduce excess capacity to the same
extent as their counterparts.

Managing the use and provision of
health care services

During the 1990s, many private plans tried a strategy of
controlling how, when, and where health care services
were used through administrative techniques such as prior
authorizations and restrictive networks of providers.
Although some of these techniques may have reduced the
use of services, they were unpopular among consumers
and providers, and many were discontinued during the
subsequent backlash against managed care. More recently,
private plans have reintroduced some of these approaches
but applied them more judiciously to services that are
prone to overuse.
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One strategy for the Medicare program would aim to
manage the use of services more closely than is the case
today. Some might argue that private plans are best
equipped to take on this role through the MA program and
its system of capitated payments. In general, managed care
plans may be able to constrain levels of health care
spending relative to FFS by negotiating lower payment
rates with preferred providers and applying management
tools such as authorizing certain services in advance,
giving providers feedback on their practice patterns, and
offering financial incentives to reduce overuse of services.
However, to achieve savings relative to FFS, private plans
must more than offset their administrative costs and profits
(CBO 2004c).

About 85 percent of Medicare beneficiaries are enrolled in
traditional Medicare, accounting for the bulk of program
spending. For this reason, analysts point out that FFS
Medicare needs to become more of a strategic purchaser
than a payer of claims, using many of the techniques of
private plans to limit overuse of services and improve
quality of care (Berenson 2003). For example, use of
imaging services varies widely across geographic areas,
and its volume has grown rapidly in recent years.
MedPAC recommends that the program take steps that
some private purchasers use, such as adopting safety
standards for imaging equipment, using coding edits that
detect unbundled imaging services, and setting standards
for the training and education of physicians who bill for
interpreting diagnostic imaging studies. Another
recommendation is to use FFS claims data to compare
physicians’ resource use relative to peers. Chapter 3 of this
report examines these strategies in greater detail.

Disease management programs for enrollees with chronic
conditions are another management tool used by many
private payers and plans. These programs rely heavily on
educating beneficiaries about their condition so that they
can monitor their own health, adhere to prescribed
therapies, and avoid hospitalizations. Some programs also
aim to better coordinate care among the patient’s
providers, thereby reducing unnecessary care. CMS has
established a chronic care improvement program that will
test disease management in FFS Medicare using a
randomized controlled trial design (MedPAC 2004b). The
wide use of disease management programs among private
payers suggests promise in this approach. Nonetheless,
there is no conclusive evidence that such programs

generally lead to savings in the private sector, and there
may be additional obstacles to implementing disease
management for the Medicare population (CBO 2004a).

Promoting the use of information technology by health
care providers is another strategy that could lead providers
to better manage the use of services. Rapidly available and
transferable information about a patient’s medical history
could help to reduce unnecessary care and medical errors,
enhance Medicare’s ability to evaluate the performance of
providers, and thereby help to pay them differentially.
Chapter 4 of this report discusses pay-for-performance
strategies and information technology.

For the future, MedPAC will continue to research other
policy approaches as well. For example, to what extent
might the Medicare program consider information from
cost-effectiveness analyses of new technologies when
making coverage or payment decisions? Previous research
by MedPAC shows that large purchasers other than
Medicare use cost effectiveness and other strategies to
purchase new technologies prudently (MedPAC 2003).
Medicare may face some unique constraints that other
payers do not. Nevertheless, the experiences of some
private purchasers suggest that the Medicare program
might pursue some elements of cost-effectiveness analysis
and value-based purchasing.

Raising the age of eligibility

Policymakers could gradually raise the age of eligibility
for Medicare from 65 to 67, making the program more
consistent with eligibility rules for Social Security
benefits. One could argue that as average life expectancy
increases in the United States, it is reasonable to raise the
age at which people qualify for Medicare coverage. If
individuals work longer and delay retirement, they may
also retain access to private health insurance at group
rates—to the extent that their employers offer it.

By itself, the eligibility approach is unlikely to reduce
Medicare’s program spending by much. Moon notes that
about 5 percent of today’s Medicare beneficiaries are age
65 or 66, and those individuals have lower average
Medicare spending because of their relative youth. Thus,
she estimates that savings would be on the order of 2
percent to 3 percent (Moon 2000). Similarly, others
estimate that raising the eligibility age to 70 would reduce
program spending by about 9 percent a year (CBO 2003,
Gluck and Moon 2000). By 2075, that amount would
equate to about 0.7 percent of GDP.

MEJpAC

Report to the Congress: Medicare Payment Policy | March 2005

19



A drawback of raising the age of eligibility is that it would
not address the goals of improving quality of care or
making more efficient use of the resources that finance
Medicare. Further, the eligibility approach would affect
access to care for some individuals in an age group for
which it is typically more difficult and expensive to obtain
other health insurance coverage. Even though many of the
“younger elderly” would likely find alternative sources of
health coverage, some would not. One estimate puts the
number that would not find coverage at 9 percent of 65-
and 66-year-olds, with another 11 percent underinsured
(Davidoff and Johnson 2003). If policymakers chose this
approach, they could permit individuals just under
Medicare’s eligibility age to buy into the program by
paying the full premium for coverage at actuarially fair
rates. Allowing people to buy in would help to reduce the
numbers of uninsured, but premiums would likely be
expensive and perhaps financially burdensome to those
with no other coverage options.

Increasing cost sharing and premiums

Medicare might consider raising cost-sharing requirements
and premiums, an approach now widely used in the
private sector. After the backlash against managed care in
the 1990s, health plans and employers loosened controls
on the use of services. At the same time, however, they
began emphasizing deductibles, coinsurance, and other
incentives to encourage individuals to be more price
conscious in their use of health care (Robinson 2002).
Employers have also asked workers and retirees to
shoulder a larger share of total premiums. If used in
Medicare, the premium/cost-sharing approach would
likely affect quality of and access to care, efficiency in the
provision of care, and Medicare’s long-term financing
needs. Although these tools may hold promise for
inducing patients to make more economical choices about
care, in the near term they may not change the underlying
forces that drive growth in spending (Nichols et al. 2004).

Specific options include raising Medicare’s cost-sharing
requirements, particularly for services that are subject to
overuse. For example, CBO estimated that charging
copayments for clinical lab services would lead to small
reductions in use of services and Medicare spending (CBO
2003). Under the MMA, Medicare beneficiaries will begin
paying a higher deductible for Part B services beginning in
2005. Medicare’s Part B deductible has remained
unchanged at $100 since 1991—too low a level, some

might argue, to foster price sensitivity. The MMA
increases the deductible to $110 in 2005 and, thereafter,
raises it each year by an index of growth in spending per
capita for Part B services. OACT estimates the deductible
will reach $149 by 2013.

Another option could lower the federal subsidy of Part B
premiums from the current 75 percent to 50 percent of
average SMI expenditures for aged beneficiaries—the
share that premiums were intended to cover when
Medicare was first established. CBO estimates that
increasing premiums across all Part B enrollees would
reduce Medicare program spending by about 12 percent in
2075, or 1 percent of GDP (CBO 2003). The MMA
introduced a variant of this approach: Beginning in 2007,
the federal government will provide lower subsidies to
Part B enrollees who have higher adjusted gross incomes.
CBO estimated that this would lower Medicare program
spending by less than half of 1 percent over the
2004-2013 period. Some analysts contend that lowering
federal premium subsidies could reduce the numbers of
individuals who choose to enroll in Medicare. Others
argue that even with lower subsidies, Medicare’s
enrollment would remain high because it has advantages
that private insurance may not—for example, a
community-rated premium with unlimited access to most
providers.

It is important to bear in mind that the effects of using this
approach in Medicare would be tempered by supplemental
coverage: medigap policies, employer-sponsored retiree
plans, and Medicaid, each of which wraps around
Medicare’s benefit. Nearly 90 percent of enrollees
supplement their Medicare benefit with other insurance
that typically covers some or all of Medicare’s deductibles
and coinsurance. Thus, raising Medicare’s cost sharing
alone might simply translate into higher premiums for
supplemental coverage with little effect on the use of care.

Although the premium/cost-sharing approach could lower
Medicare spending, it would also raise demand for state
and federal Medicaid spending. For example, beneficiaries
who are dually eligible for Medicare and a state’s full
Medicaid benefit typically pay no Part B premium and low
or no cost sharing on a package of medical services
broader than Medicare’s benefit. Eligibility requirements
vary among states, but in general, individuals who qualify
as full duals have very low incomes and assets, and they
are a vulnerable and costly group of beneficiaries
(MedPAC 2004b). Thus, if Medicare were to increase its
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premium and cost-sharing requirements, the Medicaid
program would pay for some of those changes on behalf
of dually eligible beneficiaries.*

Supplemental coverage that shields beneficiaries from FFS
cost-sharing requirements leads to greater use of services
and higher Medicare spending—17 percent to 28 percent
higher, by some estimates (Christensen and Shinogle
1997). For this reason, some analysts have suggested
prohibiting supplemental insurance from providing first-
dollar coverage. Such an approach could lead to sizable
savings—some have estimated that they would be large
enough to finance at least a portion of a catastrophic limit
on out-of-pocket spending (MedPAC 2002).

Raising cost-sharing requirements could be effective for
reining in use of discretionary services, but indiscriminate
increases could impose financial barriers to essential care
or cause hardship. Research has shown that many
Medicare beneficiaries have limited incomes (Gluck and
Moon 2000). In addition, the Medicare population faces
increases in Medicare’s current cost-sharing requirements,
including the rise in the Part B premium and new
premiums if they choose to enroll in Part D to receive
outpatient prescription drug coverage.

Might higher cost sharing affect health outcomes?
Although the RAND Health Insurance Experiment did not
include elderly individuals, it did not find substantial
differences in the health status of people who received free
care versus those who faced higher cost sharing
(Newhouse 1993). Although there are likely offsetting
positive and negative effects, on average, higher cost
sharing might not adversely affect health outcomes.
RAND research also suggests that higher cost sharing
discouraged the use of some necessary care as well as
unnecessary care. Literature that focuses on the elderly
suggests that higher cost sharing impedes the use of
appropriate services, particularly the use of outpatient
prescription drugs (Rice and Matsuoka 2004). For certain
beneficiaries, higher out-of-pocket costs could undermine
patient compliance with recommended care, coordination
of services, or use of preventive care (Robinson 2002).

Increasing the program’s financing

A final set of proposals for Medicare deals with finding
sources of revenue to finance the program. Since this
approach deals strictly with program financing, it would
neither do much to affect quality of or access to care, nor
improve efficiency in the provision of care.

Medicare’s growth could be financed by more borrowing,
at least for shorter periods of time. Under that scenario, the
federal government would have to increase spending to
cover larger interest payments on the federal debt.
However, given the magnitude of resources required to
finance projected Medicare spending, such an approach
could put significant upward pressure on interest rates as
the federal government competes with other borrowers for
investment capital. Higher interest rates could, in turn,
slow economic growth. Over the longer term, the federal
government would need to choose between reducing
federal spending or raising tax revenues to hold its
borrowing to manageable levels.

Policymakers could reduce spending on other federal
programs to finance the Medicare program with the
current structure of tax revenues. This policy would mean
looking at explicit trade-offs among federal programs—for
example, among health care, education, homeland
security, and defense—and devoting resources to
Medicare up to the point where the marginal value society
receives from program spending is worth the value of
alternative programs it gives up. Even within the Medicare
program, policymakers will likely have to make trade-offs.

A final financing approach is to raise federal taxes—
payroll taxes on active workers or other sources of general
revenue. Some analysts believe that relying on increases in
payroll tax rates to meet at least some of Medicare’s
funding shortfall is a desirable policy approach, because
the average income of future workers will be significantly
higher. Others say that the dependence of the elderly on
succeeding generations is both undesirable and
unsustainable and that other approaches—such as
encouraging individuals to work after age 65 and save a
larger portion of their preretirement income for health care
costs—may be more equitable (Fuchs 2000).

The chapters that follow reflect MedPAC’s efforts to help
policymakers get the best value possible for Medicare’s
beneficiaries and for taxpayers. Chapter 2 describes
MedPAC’s framework for updating Medicare payment
rates and analyzes the adequacy of Medicare payments for
each major FFS sector. Chapter 3 examines other
strategies for applying value-based purchasing in
Medicare. Chapter 4 looks at approaches for linking
payments to the quality of providers’ services. B
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Endnotes

1

Medicare’s share of spending will grow after 2006, when the
program will begin offering an outpatient prescription drug
benefit.

Some analysts question whether Medicare can evaluate the
performance of individual providers because many deliver too
few of certain procedures to develop reliable measures.
However, others believe it is possible to develop
combinations of measures or average measures across time to
assess performance more reliably.

One study quantifies the cost of delaying changes in the
financing of Social Security and Medicare through a measure
called fiscal imbalance (Gokhale and Smetters 2003). This
measure is the difference between projected program

expenditures and available resources under current policies.
The authors calculate that restoring fiscal balance would
require one of the following: a 16.6 percentage-point increase
in payroll taxes, a two-thirds increase in federal income tax
revenue, a 45 percent cut in Social Security and Medicare
outlays, or elimination of the entire federal discretionary
budget. Delaying policy changes until just 2008 makes
necessary adjustments more difficult: an 18.2 percentage-
point increase in payroll taxes or a 74 percent increase in
income tax revenues.

Some states pay providers at lower rates than payment rates
made by the Medicare program. As a result, the extent to
which a state would pay for increases in Medicare cost
sharing depends in part on its Medicaid payment rates.
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CHAPTER

Assessing payment adequacy
and updating payments in
fee-for-service Medicare



R ECOMMENDA ATI ON S

Section 2A: Hospital inpatient and outpatient services

2A-1 The Congress should increase payment rates for the inpatient prospective payment
system by the projected increase in the hospital market basket index less 0.4 percent for
fiscal year 2006.

COMMISSIONER VOTES: YES 15 « NO 1 « NOT VOTING O » ABSENT 1

2 The Congress should increase payment rates for the outpatient prospective payment
system by the projected increase in the hospital market basket index less 0.4 percent for
calendar year 2006.

COMMISSIONER VOTES: YES 15 « NO 1 « NOT VOTING O * ABSENT 1

2A-3 The Congress should extend hold-harmless payments under the outpatient prospective
payment system for rural sole community hospitals and other rural hospitals with 100
or fewer beds through calendar year 2006.

COMMISSIONER VOTES: YES 16 « NO O « NOT VOTING O * ABSENT 1

Section 2B: Physician services

2B The Congress should update payments for physician services by the projected change in
input prices less 0.8 percent in 2006.
COMMISSIONER VOTES: YES 16 * NO O « NOT VOTING O  ABSENT 1




Section 2C: Skilled nursing facility services

2C-1 The Congress should eliminate the update to payment rates for skilled nursing facility
services for fiscal year 2006.
COMMISSIONER VOTES: YES 15 « NO O « NOT VOTING O « ABSENT 2

The Secretary should develop a new classification system for care in skilled nursing
facilities. Until this happens, the Congress should authorize the Secretary to:
» remove some or all of the 6.7 percent payment add-on currently applied to the
rehabilitation RUG-III groups, and
P reallocate the money to the nonrehabilitation RUG-III groups to achieve a better
balance of resources among all of the RUG-III groups.
COMMISSIONER VOTES: YES 15 « NO O « NOT VOTING O » ABSENT 2

CMS should:
» develop and use more quality indicators specific to short-stay patients in skilled
nursing facilities,
P put a high priority on developing appropriate quality measures for pay for
performance, and
» collect information on activities of daily living at admission and discharge.
COMMISSIONER VOTES: YES 15 « NO O « NOT VOTING O « ABSENT 2

Section 2D: Home health services

2D The Congress should eliminate the update to payment rates for home health care services
for calendar year 2006.
COMMISSIONER VOTES: YES 15 « NO 0 « NOT VOTING O » ABSENT 2

Section 2E: Outpatient dialysis services

2E The Congress should update the composite rate by the projected rate of increase in the
end-stage renal disease market basket index less 0.4 percent for calendar year 2006.
COMMISSIONER VOTES: YES 16 * NO O « NOT VOTING O ¢« ABSENT 1







CHAPTER

Assessing payment adequacy
and updating payments in

fee-for-service Medicare In this chapter

* Hospital inpatient and

outpatient services
edPAC makes payment update recommenda-

. . . + Physician services
tions annually for fee-for-service Medicare. We

» Skilled nursing facility

use a framework to help us develop our recom- .
services

mendations in a thoughtful and consistent man- )
* Home health services

ner. The framework divides the process into two parts: first assessing the
* Outpatient dialysis services

adequacy of Medicare payments for efficient providers in the current
year (2005) and then assessing whether and how payments should
change in the policy year (2006). When considering whether current payments are adequate, we account for pol-
icy changes other than the updates that are scheduled to take effect in the policy year under current law. This year
we will be making update recommendations in six sectors: hospital inpatient, hospital outpatient, physician,

skilled nursing facility, home health, and outpatient dialysis.
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The goal of Medicare payment policy is to maintain
beneficiaries’ access to high-quality services. Achieving
this goal involves setting the base payment rate (for
services of average complexity) at the right level,
developing payment adjustments that accurately reflect
cost differences outside the control of providers among
types of services and patients and for varying market
conditions, and then annually considering the need for a
payment update. In this report, MedPAC makes payment
update recommendations for six payment systems in the
fee-for-service Medicare program.

The Medicare Prescription Drug, Improvement, and
Modernization Act of 2003 (MMA) requires that we
consider the efficient provision of services in making
update recommendations.

Our general approach to developing payment policy
recommendations attempts to:

* make enough funding available in aggregate to cover
the costs of efficient providers, thus maintaining
Medicare beneficiaries’ access to high-quality care,
and

» distribute payments equitably among services and
providers.

MedPAC uses a framework to ensure the update decision-
making process is thoughtful and consistent. In our model,
we address two questions that together determine the
appropriate level of aggregate funding for a given payment
system:

*  Are payments at least adequate for efficient providers
in 2005?

*  How should Medicare payments change in 2006?

In the first part of our adequacy assessment, we judge
whether Medicare payments compared with efficient
providers’ costs are too high or too low in the current
year—2005 (Figure 2-1). In the second part, we assess
how we expect efficient providers’ costs to change in the
next payment year—currently 2006. We may also
consider changes in payment policy that would affect
distribution of dollars. We then produce our recommended
update and any other recommended policy changes.

This section of the chapter reviews our process. The
chapter then proceeds through the Commission’s analysis
of payment adequacy and development of update and

other recommendations for hospital inpatient and
outpatient, physician, skilled nursing facility (SNF), home
health, and outpatient dialysis services.

Are Medicare payments

adequate in 2005?

The first part of MedPAC’s approach to developing
payment updates is to assess the adequacy of current
payments. For each sector, we answer the question of
whether current Medicare payments are adequate by
examining information about:

*  Dbeneficiaries’ access to care

» changes in the capacity of providers

* changes in the volume of services

» changes in the quality of care

e providers’ access to capital

*  Medicare payments and providers’ costs for 2005

Because the goal of Medicare payment policy is to
maintain beneficiaries’ access to high-quality services by
aligning payments with efficient providers’ costs of
furnishing health care, our measures are both beneficiary
focused (for example, access to care) and provider focused
(for example, the current year relationship of payments

Framework for assessmg payment
adequacy and updating
payment rates

Are payments

adequate

in 20052

N\

Update

recommendation

—

Percentage
change

needed

How should
Medicare's
payments

change in 20062
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and costs). We consider multiple measures because the
direct relevance, availability, and quality of each type of
information varies among sectors, and no one measure
provides all the information needed for MedPAC to judge
payment adequacy.

Beneficiaries’ access to care

In the absence of evidence showing widespread and
systematic access problems, Medicare’s payment rate
could be adequate or too high. Whether Medicare’s
payments influence access to care will depend on the
extent to which Medicare is the dominant payer for that
service. For example, providers may discriminate against
beneficiaries if Medicare rates are too low and Medicare’s
share is not significant. Factors unrelated to Medicare’s
payment policies, such as beneficiaries’ preferences,
supplemental insurance, and transportation difficulties,
may also affect access to care.

The indicators we use to assess beneficiaries’ access to
care depend on the availability and relevance of
information in each sector. For example, we assess
physicians’ willingness to serve beneficiaries and ask
beneficiaries about their access to physician care using
several surveys. For home health services, we examine
whether communities are served by providers using
information CMS publishes on its website and, from a
national survey, whether beneficiaries report they can
obtain care.

Changes in the capacity of providers

Rapid growth in the capacity of providers to furnish care
may indicate that payments are more than adequate to
cover providers’ costs. Changes in practice patterns and
technology, however, may also affect providers’ capacity.

Substantial increases in the number of providers may
suggest that payments are more than adequate and
unnecessary services are being provided. For instance,
rapid growth in the number of home health agencies could
suggest that Medicare’s payment rates are at least
adequate and potentially more than adequate. Facilities
closing is the opposite outcome, although it can be
difficult to distinguish between closures that have serious
implications for access to care in a community and those
that have resulted from excess capacity. Moreover, if
Medicare is not the dominant payer, changes in the
number of providers may be influenced by other policies
and demand for services.

Changes in the volume of services

Increases in the volume of services beyond that expected
for the increase in the number of beneficiaries could
suggest that Medicare’s payment rates are too high.'
Conversely, reductions in the volume of services may
indicate that revenues are inadequate for providers to
continue operating or to provide the same level of
services. Either trend also could be explained by other
factors, such as incentives of the payment system,
population changes, changes in disease prevalence among
beneficiaries, technology, practice patterns, and
beneficiaries’ preferences.

Changes in the quality of care

Assessing the relationship between quality and Medicare
payments may be difficult. Quality is influenced by many
factors, such as beneficiaries’ preferences and compliance
and providers’ adherence to clinical guidelines. Generally
Medicare’s payment systems are largely neutral or
negative toward quality—differences in quality of services
provided do not result in differences in payments. Also,
the influence of Medicare’s payments on quality of care
may be limited when Medicare is not the dominant payer.
Even in this case, however, the program’s quality
improvement activities can influence the quality of care
for a sector. Finally, generally increasing payments may
not be an appropriate response to quality problems in a
sector, particularly if other factors point to adequate
payments. Rather, MedPAC supports linking payment to
quality to hold providers accountable for the care they
furnish (Chapter 4).

Providers’ access to capital

Access to capital is necessary for providers to maintain
and modernize their facilities and capabilities for patient
care. An inability to access capital that was widespread
throughout a sector might in part reflect on the adequacy
of Medicare payments. However, access to capital may
not be a useful indicator of the adequacy of Medicare
payments when providers derive most of their payments
from other payers or other lines of business. For example,
the majority of hospital and SNF revenues—66 percent in
hospitals and 88 percent in SNFs—come from private
sources (such as health insurance) and other government
payers (such as Medicaid). Finally, circumstances can
occur within a sector that can discourage outside
investment because of the actions of certain providers. For

MEJpAC

Report to the Congress: Medicare Payment Policy | March 2005

33



example, outside investment could be discouraged for
providers under particular government scrutiny because of
fraudulent billings to the Medicare program.

We examine access to capital for both nonprofit and for-
profit providers. Changes in bond ratings may indicate that
access to needed capital for nonprofit entities has
deteriorated or improved, although the data are difficult to
interpret because access to capital depends on more than
just bond ratings. We also use indirect measures that can
demonstrate providers’ access to capital, such as increases
in the acquisition of facilities by chain providers, spending
on construction, and overall volume of borrowing. For
publicly owned providers, we can also monitor changes in
share prices, debt, and other publicly reported financial
information.

Payments and costs for 2005

We estimate total Medicare payments nationally for the
year preceding the one to which our update
recommendation will apply. In this report, we are
estimating payments and costs for 2005 to inform our
update recommendations for 2006.

For providers that submit cost reports to CMS—hospitals,
skilled nursing facilities, home health agencies, and
outpatient dialysis facilities—we estimate total Medicare-
allowable costs and assess the relationship between
Medicare’s payments and providers’ costs. The
relationship between payments and costs is typically
expressed as a margin.” A margin is calculated as
payments less costs divided by payments. Because the
latest payment and cost report data available to us are from
2003, we must estimate the 2005 margin.

To estimate payments, we first apply the annual payment
updates specified in law for 2004 and 2005 to our 2003
base numbers. We then model the effects of other policy
changes that will affect the level of payments and those—
other than payment updates—that are scheduled to go into
effect in the policy year (2006). This allows us to consider
whether current payments would be adequate under all
applicable provisions of current law. Our result is an
estimate of what payments in 2005 would be if 2006
payment rules had been in effect.

To estimate 2005 costs, we generally assume that the cost
per unit of output will increase at the rate of input price
inflation. As appropriate, we adjust for changes in product
based upon our review of trends in key indicators,
including historical cost growth, productivity, and the
distribution of cost growth among providers.

Using margins

In most cases, we assess Medicare margins for the services
furnished in a single sector and covered by a specific
payment system (for example, skilled nursing facility or
home health services). When a sector provides services
that are paid for in multiple payment systems, however,
our measures of payments and costs for the sector may
become distorted because of allocation of overhead costs
or cross subsidies among services. Examples of this
phenomenon are hospitals and outpatient dialysis facilities.
In these instances, we assess, to the extent possible, the
adequacy of payments for the whole range of Medicare
services that the sector furnishes.

Total margins—which include payments from all payers
as well as revenue from nonpatient sources—do not play a
direct role in MedPAC’s update deliberations. Medicare
payments should relate to the costs of treating Medicare
beneficiaries, and MedPAC’s recommendations address a
sector’s Medicare payments, not total payments.

We reached this conclusion in part based on evidence that
total margins are largely unrelated to Medicare margins.
For example, previous MedPAC analysis shows little
relationship between hospitals’ overall Medicare margins
and their total margins (MedPAC 2003a). The lack of a
consistent relationship between Medicare margins and
total margins suggests that changes in Medicare’s payment
policies may not provide a reliable tool for addressing the
total financial performance of a sector. In addition, the
tools available for accurately calculating a total margin are
problematic because inconsistent reporting among
providers in a sector can result in misstatement of financial
performance (Kane and Magnus 2001, MedPAC 2004).
Finally, increasing Medicare payments to offset low total
margins might discourage other payers from paying
adequately or might discourage providers from becoming
more efficient over time. The Commission believes that
Medicare’s payment systems should encourage providers
to be efficient. The goal of Medicare payment policy is to
maintain beneficiaries’ access to high-quality services by
aligning payments with efficient providers’ costs of
furnishing health care.

Although we do not consider total margins in our
deliberations, we recognize that payers other than
Medicare affect providers and can complicate our ability
to assess payment adequacy. For example, if Medicare is
not the dominant payer, changes in the number of
providers may be influenced by other payers’ payment
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policies. When providers derive most of their payments
from other payers, access to capital may not be a useful
indicator of the adequacy of Medicare’s payment.

We calculate a sector’s aggregate Medicare margin to
inform our judgment about whether total Medicare
payments cover efficient providers’ costs. To assess
whether changes are needed in the distribution of
payments, we calculate Medicare margins for different
types of providers that are significant to Medicare’s
payment policies. For example, we calculate Medicare
margins based on where hospitals are located (in large
urban, other urban, or rural areas) and by their teaching
status (major teaching, other teaching, or nonteaching). In
2003, for example, MedPAC found that on average rural
hospitals had significantly worse financial performance
under Medicare than their urban counterparts (MedPAC
2003Db). This finding led us to recommend policy changes
to improve payments to rural hospitals so that
beneficiaries’ access to care would be maintained.

Multiple factors can contribute to a gap between current
payments and costs, including changes in the efficiency of
providers, unbundling of the services included in the
payment unit, and other changes in the product (such as
reduced lengths of stay for inpatient hospital stays).
Developing information about the extent to which these
factors have contributed to the gap may help in deciding
whether and how much to change payments.

Finally, MedPAC makes a judgment when assessing the
adequacy of payments relative to costs—the margin. No
single standard governs this relationship. It varies from
sector to sector and depends on the degree of financial risk
faced by individual providers, which can vary over time.

Appropriateness of current costs

Our assessment of providers’ costs and the relationship
between Medicare’s payments and providers’ costs is
influenced by whether current costs approximate what
efficient providers would be expected to spend in
furnishing high-quality care to beneficiaries. Measuring
appropriateness of costs is particularly difficult in new
payment systems. However, when we see providers
respond dramatically to the incentives incorporated in a
payment system, we may conclude that the initial costs
were too high and that, therefore, the initial rates were set
too high.

To assess whether reported costs provide a reasonable
representation of the costs of efficient providers, we
examine recent trends in the average cost per unit of
output, variation in cost growth, and evidence of change in
the product being furnished. Other things being equal,
including the product being delivered, we would generally
expect average growth in unit costs to be somewhat below
the forecasted increase in inputs because of productivity
improvements. The federal government should benefit
from providers’ productivity gains, just as private
purchasers of goods in competitive markets benefit from
the productivity gains of their suppliers.

Other payers also may affect providers’ need to be
efficient in delivering services. In a sector with a mix of
payers or where Medicare is not dominant, if other payers
do not promote discipline, providers may have higher cost
growth than they would have if Medicare were dominant.
For example, economic literature on the hospital industry
suggests that providers that are under fiscal pressure
generally have managed to slow their cost growth more
than those facing less fiscal pressure (Gaskin and Hadley
1997).

Variation in cost growth among providers in a sector can
give us insight into the range of performance that facilities
are capable of achieving. For example, if some providers
have more rapid cost growth than others, we might
question whether those increases were appropriate.
Changes in product can significantly affect unit costs. For
example, substantial reductions in the number of visits in
home health episodes would be expected to reduce the
growth in provider costs. However, if costs per episode
increased at the same time as the number of visits
decreased, one would question the appropriateness of the
cost growth.

Accurate reporting is important for determining costs.
Current costs could be overstated and our margin
calculations biased downward when data are obtained
from unaudited cost reports. In some instances, some
portion of costs have been found to be unallowable after
CMS contractors audited facilities’ cost reports.’

In principle we would like audits of all sectors’ cost
reports to ensure the accuracy of the reporting. For most
providers, the current audit process reveals little about the
accuracy of the Medicare cost information. The frequency
of audits varies by sector, and when audits are done, they
generally focus on a narrow set of components instead of
broadly examining the accuracy of costs included in the
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reports. A limited number of full-scale random audits
could provide some insight into the quality of all cost
report data submitted.

How should Medicare payments
change in 2006?

The second part of MedPAC’s approach to developing
payment update recommendations is to account for
expected cost changes in the next payment year. For each
sector, we review evidence about the factors that are
expected to affect providers’ costs. One major factor is
changes in input prices, as measured by the applicable
CMS price index. For most providers, we use the
forecasted increase in an industry-specific index of
national input prices, called a market basket index. For
physician services, we use a similar index, known as the
Medicare Economic Index. Forecasts of these indexes are
intended to approximate how much providers’ costs would
rise in the coming year if the quality and mix of inputs
they use to furnish care remained constant.

Several other factors may also affect providers’ costs in
the coming year:

e Scientific and technological advances—Many
improvements in medical science and technology
enhance quality and reduce providers’ costs (or leave
costs unchanged). No increase in Medicare’s payment
rates is needed to accommodate these changes because
providers have a financial incentive to adopt them. For
medical advances that both improve quality and
increase costs, MedPAC can include an allowance in
its update recommendation. When reaching this
judgment, the Commission takes into account the
design of the payment system and how Medicare pays
for new technology. A provision of the MMA
provides new monies for new technologies for
hospital inpatient care, and a positive allowance in the
2006 update recommendation is no longer necessary.

*  Improvements in productivity—Medicare’s payment
systems should encourage providers to reduce the
quantity of inputs required to produce a unit of service

by at least a modest amount each year while
maintaining service quality. Consequently, MedPAC
has adopted a policy goal to create incentives for
efficiency and include an adjustment for productivity
when accounting for providers’ cost changes in the
coming year. MedPAC’s productivity factor is a 10-
year average of the U.S. Bureau of Labor Statistics’
estimate of economy-wide, multifactor productivity
growth, which is currently estimated at 0.8 percent.
Our approach links Medicare’s expectations for
efficiency to the gains achieved by the firms and
workers who pay taxes that fund Medicare. Market
competition constantly demands improved
productivity and reduced costs from other firms; as a
prudent purchaser, Medicare should also require some
productivity gains each year. Unless evidence
suggests that this goal is unattainable systematically
across a sector, Medicare should expect improvements
in productivity consistent with the average realized by
the firms and workers who fund it.

Update and distributional
recommendations

MedPAC’s approach to updating payments results in a
percentage change that determines the final update
recommendation. Coupled with the update
recommendation, we may also make recommendations
concerning the distribution of payments among providers.
These distributional changes are sometimes but not always
budget neutral within the payments we judge to be
adequate.

The MMA requires MedPAC to consider the budget
consequences of our recommendations. We document in
this report how spending for each recommendation would
compare with expected spending under current law. We
develop rough estimates of the impact of
recommendations relative to the current budget baseline,
placing each recommendation into one of several cost-
impact categories. In addition, we assess the impact of our
recommendations on beneficiaries and providers. B
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Endnotes

1. Changes in the volume of physician services must be 2. Alternatively, the relationship also can be expressed as a ratio
interpreted cautiously because some evidence suggests that of payments to costs.
volume goes up when payment rates go down—the so-called
volume offset. Whether this phenomenon exists in other 3. For analysis and use of audited cost report data for outpatient
settings depends on how discretionary the services are. dialysis services, see Section 2E.
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SECTION

Hospital inpatient and

outpatient services




R ECOMMENDATI ONS

2A-1 The Congress should increase payment rates for the inpatient prospective payment
system by the projected increase in the hospital market basket index less 0.4 percent for
fiscal year 2006.

COMMISSIONER VOTES: YES 15 « NO 1 « NOT VOTING O » ABSENT 1

2 The Congress should increase payment rates for the outpatient prospective payment
system by the projected increase in the hospital market basket index less 0.4 percent for

calendar year 2006.

COMMISSIONER VOTES: YES 15 « NO 1 « NOT VOTING O * ABSENT 1

2A-3 The Congress should extend hold-harmless payments under the outpatient prospective
payment system for rural sole community hospitals and other rural hospitals with 100
or fewer beds through calendar year 2006.

COMMISSIONER VOTES: YES 16 « NO O « NOT VOTING O * ABSENT 1




SECTION

Section 2A: Hospital inpatient
and outpatient services

The evidence on payment adequacy for hospitals is mixed. Beneficiaries’

access to care, volume of services, and access to capital are positive, and

In this section

* Are Medicare payments
adequate in 2005?

* How should Medicare
payments change in 20067

the results on quality are mixed. However, unusually large cost increases recently have led to a downward trend

in Medicare margins. Cost growth has been affected by unusual increases in some input prices, but costs are

increasing faster than the market basket. A significant factor in this growth has been the recent increase in private

payments to hospitals, which has lessened pressure on them to constrain costs. In addition, hospitals with

consistently negative Medicare margins have higher costs and higher cost growth than their competitors; hospitals

with high costs and cost growth pulled down the industry-wide margin. Update recommendations of market

basket minus 0.4 percent for inpatient and outpatient payments will balance an incentive for fiscal discipline with

concern for the trend in Medicare margins. We recommend that the Congress maintain outpatient hold-harmless

payments for small and isolated rural hospitals for a year to provide time to consider the reasons some rural

hospitals are projected to perform poorly when this policy ends.
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Hospitals provide Medicare beneficiaries with inpatient
care for the diagnosis and treatment of acute conditions
and manifestations of chronic conditions. They also
provide ambulatory care through outpatient departments
and emergency rooms. In addition, many hospitals provide
home health, skilled nursing facility (SNF), psychiatric, or
rehabilitation services. Medicare purchases inpatient and
outpatient care, as well as other services, from short-term
general and specialty hospitals that meet its conditions of
participation and agree to accept the program’s payment
rates for care.

Medicare spending on hospitals

The bulk of Medicare spending on hospitals is for acute
inpatient and outpatient care. Payments for acute inpatient
care account for about three-quarters of all Medicare
payments to prospective payment system (PPS) hospitals,
while payments for outpatient care (including emergency
room services) make up about 15 percent (Figure 2A-1).!
Spending on inpatient and outpatient care for all
participating hospitals increased from about $95 billion in
1994 to $142 billion in 2003, representing a 4.5 percent
average annual growth rate during the decade (Figure
2A-2). From 1994 to 1997, total Medicare hospital
spending grew 5.3 percent per year. Expenditures were
nearly flat for three years after the Balanced Budget Act of
1997 (BBA) was enacted, and then spending growth
accelerated to more than 8 percent in 2001 and 2002
before dropping to 5.7 percent in 2003.

Looking forward, CMS’s Office of the Actuary (OACT)
projects that hospital payments will increase at an annual
rate of 5.1 percent from 2004 to 2014 (OACT 2004). But
OACT projects that Medicare fee-for-service (FFS)
payments to hospitals will decrease in 2006 and 2007
because of expected enrollment increases in Medicare
Advantage (MA) plans. Hospital bills for beneficiaries
who join MA plans will be paid directly by those plans,
not through the Medicare fee-for-service hospital payment
system (except for graduate medical education payments).
The Congressional Budget Office (CBO), on the other
hand, does not project a decline in fee-for-service
enrollment and, consequently, expects FFS payments to
hospitals to continue to increase.

The Medicare hospital spending presented above includes
all outpatient services, not just those covered under the
outpatient PPS.? Total spending under the outpatient PPS,

Acute inpatient services account
for most Medicare hospital
payments

Outpatient
15%

Home health
2%

Inpatient
rehabilitation
3%
Inpatient
psychiatric
2%

Acute inpatient
77%

Note:  SNF (skilled nursing facility). Data are for hospitals covered by Medicare acute
inpatient prospective payment system. Data exclude graduate medical
education as well as several services that account for smaller shares of
payments, such as hospice and ambulance.

Source: MedPAC analysis of 2003 Medicare Cost Report file from CMS.

which CMS implemented in August 2000, grew at an
annual rate of 4.8 percent from 2001 to 2003 (the
outpatient PPS operates on a calendar year, as opposed to
the government fiscal year for the inpatient PPS). OACT
estimates that outpatient spending will continue to increase
through 2005, with an annual growth rate of 8.1 percent
from 2003 to 2005. OACT projects that spending will
decrease in 2006, because of the projected increase in MA
enrollment, and then rise again in 2007 (OACT 2004).
Under CBO’s assumptions for fee-for-service enrollment,
outpatient spending will continue to increase in 20006.

Medicare’s payment systems for
hospital inpatient and outpatient
services

This section provides a brief overview of the inpatient and
outpatient PPSs. These payment systems have a similar
basic construct (a base rate modified for differences in mix
of cases or services as well as geographic differences in
wages) but use different sets of additional payment
adjustments.

Hospital inpatient and outpatient services: Assessing payment adequacy and updating payments
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m Growth in Medicare payments for hospital inpatient and outpatient services continues
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Note:  Includes all Medicare participating hospitals. Includes acute inpatient services covered by the prospective payment system (PPS|; other inpatient services (psychiatric, cancer,
children's, rehabilitation, and longterm care hospitals); outpatient services covered by PPS; and other outpatient services. Payments include both program outlays and cost

sharing incurred by beneficiaries.

Source: CMS, Office of the Actuary, 2004.

Acute inpatient payment system

Medicare’s acute inpatient PPS pays hospitals a
predetermined amount per hospital discharge. The
diagnosis-related group (DRG) classification system sorts
patients into more than 500 groups, which aggregate cases
with related clinical problems that are expected to have
similar costs.

Each DRG has a relative weight that is based on how
charges for cases in the group compare with the national
average of all groups. The base payment rate reflects the
average costliness of Medicare inpatient cases nationwide,
and the DRG payment rate is the product of this rate and
the relative weight of the DRG. The portion of the DRG
payment rate attributable to the cost of labor is further
adjusted by the hospital wage index to account for
differences in local input prices.

The inpatient PPS makes additional payments for certain
cases and to hospitals with specific characteristics:

* supplemental outlier payments for cases with
unusually high costs relative to the payment rate for
the DRG;

* add-on payments for the costs of major new
technologies used in acute inpatient care;

* an indirect medical education (IME) adjustment to
account for the higher patient care costs of teaching
hospitals;’

* adisproportionate share (DSH) adjustment to provide
additional payment to hospitals that treat an unusually
large share of low-income patients;
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» options for higher payments for hospitals that qualify
as sole community providers, rural referral centers, or
small Medicare-dependent hospitals; and

* alow-volume adjustment for rural hospitals treating
fewer than 200 admissions from all payment sources.

The Medicare Prescription Drug, Improvement, and
Modernization Act of 2003 (MMA) called for several
changes to these payment policies that increased payments
to many rural hospitals and some urban facilities.*

Since 1997, certain small rural hospitals with 25 or fewer
beds can qualify as critical access hospitals (CAHs). These
hospitals are paid 1 percent more than their incurred costs
for both inpatient and outpatient services and are not
considered when we evaluate the adequacy of Medicare’s
prospective payments. There were 1,050 CAHs as of
December 2004. (More information on this program will
be provided in our forthcoming report to the Congress on
the CAH program.)

Hospital outpatient payment system

The outpatient PPS pays hospitals a predetermined amount
per service. Each service provided to a beneficiary is
assigned to an ambulatory payment classification (APC)
group. The APCs cover everything from simple X-rays
and clinic visits to cataract surgeries and insertion of
pacemakers. CMS has created approximately 800 APCs
for 2005. Each APC has a relative weight based on its
median cost of service compared with the national
average, and a conversion factor translates relative weights
into dollar payment amounts. The labor portion of the
outpatient payment is adjusted by the hospital wage index
to reflect differences in local input prices.

The outpatient PPS includes three payment adjustments:

*  pass-through payments for new technologies when
providers use certain drugs, biologicals, and devices in
the delivery of services,

* outlier payments for individual services or procedures
with unusually high costs relative to the payment rate
for the APC, and

e hold-harmless payments to cancer, children’s, small
rural, and sole community hospitals if their outpatient
PPS payments are lower than they would have been
under prior policy. Hold-harmless payments to small
rural and sole community hospitals end in 2005,
however.

Under the outpatient PPS, beneficiaries must meet the
deductible that applies to all Part B services ($110 in
2005) and also pay a pre-specified coinsurance for each
service. In 2003, beneficiary coinsurance accounted for
about 35 percent of total payments under the outpatient
PPS, but the BBA established a system for reducing
beneficiaries’ coinsurance share over time until it reaches
20 percent.

Are Medicare payments
adequate in 2005?

Each year, MedPAC makes payment update
recommendations for hospital inpatient and outpatient
services for the coming year. In our framework we address
whether base payments for the current year (2005) are
adequate and how much efficient providers’ costs should
change in the coming year (2006). Our determination of
payment adequacy considers beneficiaries’ access to care,
changes in the volume of services, changes in the quality
of care, hospitals’ access to capital, and the relationship of
Medicare payments and costs. In addition, the MMA
requires that we consider the efficient provision of
services in making update recommendations. We have
previously established the importance of considering the
appropriateness of providers’ costs in assessing payment
adequacy—that is, whether actual costs provide a
reasonable representation of the costs of efficient
providers (MedPAC 2003a).

Beneficiaries’ access to care
and supply of providers

We assess beneficiaries’ access to care through measures
of the number of hospitals participating in the Medicare
program, including critical access hospitals in rural areas,
and the proportion of hospitals offering certain specialty
and outpatient services. We found no indication of
significant change in the capacity of hospitals to provide
services to Medicare beneficiaries.

In 2003, 58 hospitals joined the Medicare program and 41
ceased operation, for a net gain of 17 (Figure 2A-3). More
than half the new participants identified themselves by
name as a specialty hospital (surgical, heart, orthopedic, or
women'’s hospital). Of 157 facilities that dropped out of
the acute inpatient PPS, 41 stopped participating in
Medicare as mentioned and 116 converted to CAH status.

Hospital inpatient and outpatient services: Assessing payment adequacy and updating payments
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Fewer hospitals are ceasing participation in Medicare,
while many have become critical access hospitals
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The number of facilities exiting the Medicare program, as
opposed to converting to CAH status, has dropped every
year since 1999.

The share of hospitals offering most specialty services
increased from 1998 to 2002 (Table 2A-1). The proportion
offering trauma center services (level 1, 2, or 3) grew from
26 percent to 34 percent, and the proportion offering burn
care increased from 3 percent to 4 percent. Trauma center
and burn care services are often considered unprofitable
for hospitals. The largest change was in MRI services,
which increased from 50 percent to 59 percent.

The percentage of hospitals offering outpatient and
emergency services has been fairly stable (Table 2A-2,

p. 46). A small increase in the share of hospitals providing
outpatient care followed the introduction of the outpatient
PPS in August 2000. The only change since 2001 was a
small increase in the percentage offering outpatient

surgery.

2001 2002 2003

Fiscal year

TABLE
2A-1

The share of hospitals offering most
specialty services has grown

Service 1998 2000 2002
Neonatal intensive care 19% 19% 20%
Burn care 3 3 4
Transplant services 6 9 9
Open heart surgery 20 22 22
Trauma center (levels 1-3) 26 33 34
Cardiac catheterization 37 38 40
Angioplasty 24 26 28
Hemodialysis N/A 22 28
Psychiatric services 50 49 48
Radiation therapy 26 28 28
MRI 50 55 59

Note:  N/A (not available). Includes services provided directly by community

hospitals.

Source: American Hospital Association annual survey of hospitals.
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TABLE
2A-2 The share of hospitals offering
outpatient services has

risen slightly

Service 1997 2001 2002 2003
Outpatient services 93% 94% 94% 94%
Outpatient surgery 81 84 84 86
Emergency services 92 93 93 93

Note: Includes services provided or arranged by shortterm hospitals.

Source: Provider of Services file from CMS.

Changes in volume of services

Both inpatient and outpatient volume have increased in
recent years. We use number of discharges and average
length of stay as indicators of inpatient volume, while we
measure outpatient volume by number of services.

Inpatient volume

The number of discharges, whether calculated for
Medicare or all payers (which includes Medicare),
increased every year from 1999 through 2003 (Figure
2A-4). For Medicare, the increases partly reflect growth in
fee-for-service enrollment from beneficiaries leaving
Medicare+Choice plans and returning to traditional
Medicare, particularly in 2001 and 2002.

Medicare discharges grew more rapidly than fee-for-
service enrollment from 1999 to 2001 and then kept pace
with enrollment in 2002 and 2003. Discharges increased
by 3.1 percent in 2002 and 2.4 percent in 2003, yielding a
two-year increase that matches the two-year increase in
enrollment.

The average length of stay for Medicare patients fell more
than 30 percent during the 1990s, with annual declines
exceeding 5 percent from 1993 to 1996. The rate of
decline then slowed to 1.3 percent in 2003 (Figure 2A-5).

Ovutpatient volume

We measure the volume of outpatient care as number of
services provided because the outpatient PPS generally
pays for individual services. Volume has grown rapidly
since 2001—the first full year of the outpatient PPS—but
the rate of increase has slowed. Analysis of claims data
indicates that volume increased by 12.7 percent in 2002

Hospital discharges continued
to grow through 2003

B Medicare

[l All payers

Annual percent change
N

1098 1999 2000 2001 2002 2003

Fiscal year

Note: Data are for hospitals covered by the Medicare acute inpatient prospective
payment system in 2003.

Source: MedPAC analysis of Medicare Cost Report file from CMS.

and by 8.5 percent in 2003. Our analysis excludes pass-
through devices and drugs as well as other separately paid
drugs.’

We found that 65 percent of the growth from 2002 to 2003
was due to increased volume per beneficiary who received
a service covered by the outpatient PPS. Most of the
remaining growth was due to an increase in the number of
beneficiaries in FFS Medicare, with very little of it due to
a greater percentage of beneficiaries receiving any
outpatient PPS care.

Changes in quality of care

The quality of care hospitals provide to Medicare
beneficiaries shows a mixed picture. Mortality rates have
dropped and CMS’s indicators of clinical effectiveness
and appropriateness of care show improvement. But the
rates of adverse events have generally increased. We

Hospital inpatient and outpatient services: Assessing payment adequacy and updating payments
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The decline in Medicare length
of stay continued in 2003

Annual percent change

B Medicare length of stay
[ All payers length of stay
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Note:  The annual percent change in length of stay for all payers was zero in 2003.
Data are for hospitals covered by the Medicare acute inpatient prospective
payment system in 2003.

Source: MedPAC analysis of Medicare Cost Report file from CMS.

discuss each of these indicators briefly below, and
additional detail is available in our March 2004 report
(MedPAC 2004).

Our measures of mortality and adverse events were
developed by the Agency for Healthcare Research and
Quality (AHRQ). We examined in-hospital mortality and
mortality 30 days after admission to the hospital, and we
analyzed the incidence of potentially preventable adverse
events resulting from inpatient care to assess safety in
hospitals. AHRQ chose these indicators after an extensive
literature review, discussions with clinical and
measurement experts, and empirical testing to explore the
frequency and variation of the indicators and their
potential biases.

We calculated the mortality and patient safety indicators
from Medicare administrative data. Because of the low
occurrence of some of the indicators, we examined all
Medicare inpatient claims with specified conditions or
procedures using CMS’s MedPAR file. We risk-adjusted
the data sets using an AHRQ methodology.

In-hospital mortality declined from 1998 to 2003 for each
of the eight conditions or procedures we measured; rates
for coronary artery bypass graft, congestive heart failure,
and gastrointestinal hemorrhage fell by more than 20
percent. The 30-day mortality rate decreased for six
measures from 1998 to 2003 but increased slightly for
two, pneumonia and stroke. The 30-day rate reflects not
only the in-hospital experience but often care experienced
in post-acute and outpatient settings.

Data from the Quality Improvement Organization (QIO)
program on the clinical effectiveness and appropriateness
of care in hospitals show improvement for 18 of 25
measures.® Four indicators show deterioration, while data
limitations prevent comparison for three indicators. Many
beneficiaries still are not receiving clinically indicated
services, however.

Adverse events reflect another dimension of quality:

patient safety. The rate of adverse events increased for 9 of

the 13 measures analyzed from 1998 to 2003. Although
these are rare events, often with rates under 100 per
10,000 eligible discharges, collectively they affected
approximately 375,000 cases in 2003. The most common
is decubitus ulcer (bed sores), for which the rate increased
over the period. The second most common, failure to
rescue, results in death. But the rate for this measure
decreased over the period, which is consistent with the
decline in mortality rates.

In light of this mixed picture, we are concerned about the
trend for some measures, particularly the patient safety
indicators. None of these measures, however, seems to
provide compelling evidence that payments are, or are not,
adequate. Instead, the gap between actual and
recommended care reflected in the QIO measures for
some hospitals and the increase in adverse events make
the case that further efforts to improve quality are needed,
including linking payment to quality performance. As we
discuss in Chapter 4, MedPAC recommends that the
Congress establish a quality incentive payment policy for
hospitals that participate in Medicare.

Hospitals’ access to capital

Access to capital allows hospitals to maintain and
modernize their facilities and capabilities for patient care.
If hospitals were unable to access capital, it might in part
reflect the adequacy of Medicare payments, although
Medicare only makes up about a third of hospital

MEJpAC

Report to the Congress: Medicare Payment Policy | March 2005

47



revenues. Access to capital is also influenced by other
payers, changes in uncompensated care, management
actions concerning the hospital and related businesses, and
investors’ perception of the regulatory environment,
including the possibility of changes in federal and state
hospital payment policies.

Indicators suggest that access

to capital is good

Two major factors suggest that access to capital for the
overall sector is good: the strength of hospital construction
spending and bond issuances. Hospital construction
spending increased 22 percent in 2002, 7 percent in 2003,
and an estimated 12 percent in 2004 (Census 2004). The
three major bond rating agencies report that the capital
spending ratio—the ratio of capital spending to
depreciation and amortization—was 1.3 or more, implying
that hospitals are going beyond merely replacing worn-out
plant and equipment (Moodys 2004, FitchRatings 2004,
S&P 2004a). Tax-exempt municipal bond issuances for
hospitals continue to increase from the 2000 level of under
$15 billion to well over $25 billion projected for 2004. In
addition, the amount of new money raised (as opposed to
refinancing current debt) reached a record level of more
than $20 billion (Thompson Financial data cited in BoA
2004).

Overall, 2004 bond ratings in this sector were similar to
what they were in the previous year. In the Standard &
Poor’s ratings, for example, only about 10 percent were
upgraded or downgraded. Although downgrades exceed
upgrades, Standard & Poor’s reports that in the latest
quarter, the amount of upgrades ($1.32 billion) exceeded
that of downgrades ($759 million) by more than 70
percent (S&P 2004b).

This stability is important because it occurs at the same
time that hospitals have been making larger capital
investments and borrowing more money to do so. The fact
that few ratings have been lowered implies that hospitals’
operating results and the increase in the market value of
investments have been sufficient to offset higher debt and
preserve key measures the ratings industry uses, such as
debt service coverage ratios and days cash on hand.
FitchRatings, for example, reports that days cash on hand
increased from 133 days in 2002 to 150 days in 2003 and
debt service coverage from 2.7 to 2.8 (FitchRatings
2004).”

Hospitals expect access to
capital to remain good

Hospitals plan to continue to add capacity and increase
capital spending, which implies that they expect to have
continued access to capital. A recent survey of nonprofit
hospitals found the following (BoA 2004):

e Nearly 82 percent of hospitals plan to add capacity
over the next two years. Some 54 percent plan to add
inpatient capacity. As a point of reference, 2001 was
the first year licensed bed capacity increased since
1983 (Health Systems Change 2003b).

*  The mean forecasted increase in 2004 capital spending
is 10 percent, and 41 percent of hospitals expect to
increase capital spending more than 15 percent. A
Healthcare Financial Management Association survey
shows an expected increase of 14 percent annually
over the next five years, compared with an average 1
percent annual increase from 1997 to 2001 (HFMA
2004).

» Nearly 87 percent of hospitals reported that access to
capital markets is either the same as or better than it
was five years ago. Among rural hospitals, 94 percent
reported access to be the same or better.

Access to capital for nonprofit hospitals is important
because these facilities continue to make up the majority
of hospitals in Medicare and account for the majority of
discharges. Of approximately 3,800 hospitals, about 60
percent are nonprofit and account for more than 70 percent
of discharges. For-profit hospitals make up less than 20
percent of hospitals and about 14 percent of discharges.

Is access to capital good for all hospitals?

Some in the industry are concerned about a divergence in
access to capital between “haves” and “have-nots” and
fear that hospitals with weaker credit will languish. A
recent commentary, however, points out that over a longer
time horizon, providers manage to access enough capital
to stay in business as:

* they experience periods of strong as well as weak
performance;

* the dynamics of the capital markets change (e.g.,
interest rates rise and fall); and

* government programs, such as the Federal Housing
Administration 242 mortgage insurance program,
make capital available (Cain Brothers 2004).

Hospital inpatient and outpatient services: Assessing payment adequacy and updating payments
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Among the “have-nots” may be those hospitals that are not
rated, because hospitals that do not expect a favorable
rating might not approach the public tax-exempt market at
all. Other forms of financing appear to be on the rise,
though, arguably allowing hospitals that are not rated to
access capital as well. Commercial lenders—for example,
banks—are reportedly taking more interest in the sector
and are increasing loans, private placement of tax-exempt
bonds is increasingly available, and leasing of equipment
may be another alternative. Moreover, some hospitals
have poor access to capital because they are failing
institutions, with low occupancy, high unit costs, and other
problems legitimately affecting their creditworthiness.

Is access to capital good
for for-profit hospitals?

For-profit hospital chains have the advantage of being able
to access capital through the equity markets as well as
through the debt market. Stock prices for the eight largest
for-profit chains have been mixed, with five showing an
increase in price over the past year and three a decrease.
Access to capital does not seem to be a pervasive problem,
however, as most of the chains continue to acquire
hospitals. For example, LifePoint Hospitals recently
agreed to purchase Province Healthcare for $1.7 billion.
And in another example of use of capital, the largest chain,
HCA, recently announced that it will borrow as much as
$2.5 billion to repurchase its shares (WSJ 2004).

Investors in this sector have some of the same concerns as
in the nonprofit sector about cost increases, ability or
willingness of payers to continue to increase payments,
and bad debt. One analyst also raised the issue of capital
competition with nonprofit hospitals—another indication
of good access to capital for nonprofits. Thus, although
some analysts are not bullish on the sector for investment,
others feel that any bad news is already factored into the
prices and room for appreciation exists if the economy
continues to improve (Merrill Lynch 2004). Some private
investors appear to share this more optimistic view, as
evidenced by two recent leveraged buyouts of proprietary
hospital companies and a total infusion of more than $1
billion in private equity over the past year—an all-time
high (Citigroup 2004).

Payments and costs for 2005

In assessing payment adequacy, the Commission considers
the estimated relationship between Medicare payments
and costs in the current year, fiscal year 2005. We assess

the adequacy of Medicare payments for the hospital as a
whole, and thus our indicator of the relationship between
payments and costs is the overall Medicare margin.® This
margin includes payments and costs for the six largest
services that hospitals provide to Medicare patients plus
graduate medical education. We take this approach
because hospitals have large amounts of overhead that
they allocate across service lines. Only by combining data
for all major services can we estimate Medicare costs for
measuring the relationship between payments and costs
without the influence of how overhead costs are allocated.

This section begins by presenting the trend in the overall
Medicare margin, including our projection of the margin
in fiscal year 2005. Then we discuss the unusually high
cost growth of recent years as well as the numerous policy
changes that have combined to produce the expected 2005
margin. Next we present evidence that hospitals’ current
rate of cost growth is linked to the absence of fiscal
pressure from the private sector. Finally, we analyze the
wide distribution of financial performance, finding that
hospitals with both high costs and high cost growth have a
significant negative effect on the industry-wide Medicare
margin.

Trend in Medicare margins

The overall Medicare margin has trended downward since
1998, falling to —1.9 percent in 2003 (Figure 2A-6, p. 50).°
The drop from 2002 resulted mostly from high cost
growth, but payment policy changes also played a role.

The decrease in the Medicare margin from 2002 to 2003
occurred across most lines of business. The Medicare
inpatient margin dropped from 5.9 percent to 1.3 percent,
and the outpatient margin also fell from —9.0 percent to
—11.5 percent (Table 2A-3, p. 50). Margins for hospital-
based SNFs and home health agencies also declined, but
margins for inpatient rehabilitation facilities increased.

We estimate that the overall Medicare margin in 2005—
reflecting 2006 payment polices—will increase slightly to
—1.5 percent (Table 2A-4, p. 51). The improvement in the
margin in part reflects MMA policy changes that increased
inpatient payment rates to many rural and some urban
hospitals. The following sections examine the role of cost
growth and payment policy changes in the trend and
distribution of margins.
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Trend in overall Medicare and
Medicare inpatient margins
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Note: A margin is calculated as payments minus costs, divided by payments. Data are
based on Medicare-allowable costs. Analysis excludes critical access hospitals.
Medicare inpatient margin includes services covered by the acute inpatient
prospective payment system. Overall Medicare margin covers acute inpatient,
outpatient, hospitalbased skilled nursing facility and home health, and inpatient
psychiatric and rehabilitation services, plus graduate medical education.

Source: MedPAC analysis of Medicare Cost Report file from CMS.

Cost growth was unusually high in 2002 and 2003 In
2002, Medicare costs per discharge for acute inpatient
services (adjusted for case-mix change) rose 7.4 percent,
the largest annual increase since 1990 (Table 2A-5). This
rate was near 6 percent (5.6 percent) in 2003, marking the
largest increase since 1992.

TABLE
2A-3

Hospital Medicare margin,

2000-2003
Measure 2000 2001 2002 2003
Overall Medicare 5.2% 5.0% 2.3% -1.9%
Inpatient 1.7 9.8 59 1.3
Outpatient -14.3 7.7 -9.0 -11.5
Note: Data are for all hospitals covered by Medicare acute inpatient prospective

payment system in 2003. A margin is calculated as payments minus costs,
divided by payments; margins are based on Medicare-allowable costs.
Overall Medicare margin covers acute inpatient, outpatient, hospital-based
skilled nursing facility and home health, and inpatient psychiatric and
rehabilitation services, plus graduate medical education.

Source: MedPAC analysis of Medicare Cost Report file from CMS.

At 2.5 percent, the rate of increase in Medicare’s
outpatient costs per unit of service in 2003 (adjusted for
case-mix change) was less than half the increase for
inpatient services. One of the key factors in this lower cost
growth was the substantial increase in outpatient
volume—almost 9 percent in 2003—which allows
hospitals to spread fixed costs over more services. But the
lower cost growth may also be linked to competition from
other ambulatory care settings, such as ambulatory
surgical centers and freestanding imaging facilities.

Rural hospitals had slightly lower inpatient cost growth
than urban facilities in both 2002 and 2003, the first time
this has ocurred in 12 years. This pattern did not carry
over to outpatient services, however, where rural
hospitals’ per-unit costs grew 3.9 percent compared with
2.2 percent for urban facilities. Major teaching hospitals
had lower cost growth than their counterparts for both
inpatient services (in 2002) and outpatient services (in
2003).

The increase in cost per unit of output across all services
and all payment sources was 6.0 percent in 2002 and 5.1
percent in 2003.'° Recent evidence, however, suggests that
the rate of increase may be moderating in 2004. A recent
survey of 580 hospitals using the same cost measure found
that unit costs grew only 3.4 percent in the year ending
June 2004. This figure represents a drop of 1.7 percentage
points from the industry-wide value for 2003."" In
addition, data from the U.S. Bureau of Labor Statistics
(BLS) show that growth in hospitals’ labor costs is
slowing. Labor costs are the largest single component of
hospital costs and are driven primarily by compensation
rates and the number of workers, although hospitals
substituting workers of higher or lower skill level also may
play a role.

The rate of increase in compensation peaked in mid-2002,
during the time of major concern about the shortage of
nurses and other professional workers. One study
estimated that the hourly cost of compensating nurses at
private hospitals grew by 8.8 percent during 2002, four
times the average rate of increase during the last half of
the 1990s (HSC 2003). This escalation may have been
partly the result of hospitals increasing their number and
proportion of RNs in response to quality-of-care concerns,
after research established that better RN staffing is
associated with lower rates of mortality and complications
(Aiken et al. 2002, Needleman et al. 2002). But in the BLS

Hospital inpatient and outpatient services: Assessing payment adequacy and updating payments
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TABLE
2A-4

Overall Medicare margins by hospital group, 2000

-2003 and estimated 2005

Hospital group 2000 2001 2002 2003 2005*
All hospitals 5.2% 5.0% 2.3% -1.9% -1.5%
Urban 6.2 5.8 3.0 -1.3 -1.3
Rural -2.6 -1.3 -3.3 -6.2 -3.1
Maijor teaching 14.2 13.4 11.5 5.8 5.0
Other teaching 5.0 4.5 2.0 -1.9 -1.7
Nonteaching 0.3 0.6 -2.6 -5.8 -4.7

Note: Data are for all hospitals covered by Medicare acute inpatient prospective payment system in 2003. A margin is calculated as payments minus costs, divided by
payments; margins are based on Medicare-allowable costs. Overall Medicare margin covers acute inpatient, outpatient, hospital-based skilled nursing facility and
home health, and inpatient psychiatric and rehabilitation services, plus graduate medical education.

*2005 margins are projections that reflect the effects of policy changes to be implemented in 2006.

Source: MedPAC analysis of Medicare Cost Report file, MedPAR, and market basket file from CMS.

data, the 4.4 percent average growth in compensation for
the four quarters ending in June 2003 declined to 3.9
percent for the four quarters ending in June 2004 (Figure
2A-7,p. 52). Similarly, the growth rate of hospital
employment peaked at the beginning of 2002 and has
since trended down. The average increase of 2.0 percent
for the four quarters ending in June 2003 fell to 1.3
percent through June 2004 (Figure 2A-8, p. 53).

Because labor costs are the product of compensation and
employment, the drop in rate of compensation growth in
2004 (0.5 percent) and the drop in employment growth
(0.7 percent) together approximate the reduction in the
growth of overall labor costs (1.2 percent).

The text box on page 54 summarizes the growth in
hospital costs by cost component.

TABLE
High growth in Medicare costs per discharge in 2002 moderated only slightly in 2003

Inpatient costs per discharge

Outpatient costs

per unit of service

Unadjusted Case-mix adjusted (case-mix adjusted)
Hospital group 2002 2003 2002 2003 2003
All hospitals 8.3% 6.2% 7.4% 5.6% 2.5%
Urban 8.1 6.1 7.3 57 2.2
Rural 8.0 57 7.2 4.4 3.9
Maijor teaching 6.1 59 4.9 5.6 1.2
Other teaching 8.5 6.2 7.6 6.0 2.5
Nonteaching 8.9 6.3 8.1 53 3.1

Note:  The results are adjusted to account for changes in hospitals’ case mix (complexity of services provided) as measured by diagnosis-related groups for inpatient
services and ambulatory patient classifications for outpatient services. Analysis excludes critical access hospitals.

Source: MedPAC analysis of Medicare Cost Report and claims files from CMS.
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Increase in average compensation rate for hospital employees peaked in early 2002
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Policy changes increased some payments and decreased
others Payment policy changes, along with high cost
growth, contributed to the decline in the overall Medicare
margin from 2002 to 2003. Specifically, policy changes
affecting Medicare inpatient, outpatient, home health, and
SNF payments all contributed to the decline.

For inpatient services, two policies substantially affected
payments in 2003. One was a drop in outlier payments
resulting from a 60 percent increase in the outlier
threshold and changes CMS made toward the end of the
year to address abuse of the outlier payment policy.
Outlier payments were much higher than intended in 2001
and 2002. The other policy change was a 15 percent
reduction in the indirect medical education adjustment
paid to teaching hospitals (later reversed temporarily by
the MMA). Under the outpatient payment system, the
number and dollar value of items eligible for pass-through

payments fell in 2003. In addition, transitional corridor
payments were reduced as part of a three-year phaseout of
these payments.

Hospital-based SNF and home health payment rates also
declined in 2003 as payment add-ons expired and the
home health base payment was reduced, although these
changes had limited effects because SNF and home health
together account for only about 3 percent of Medicare’s
payments to hospitals. For SNFs, two temporary add-ons
ended at the close of fiscal year 2002. One was a 4 percent
add-on to base payment rates, and the other a 16.7 percent
add-on to the nursing component of the resource
utilization group (RUG) rates. For home health care
providers, a 10 percent add-on for care provided to rural
beneficiaries expired (later replaced by a 5 percent add-
on). In addition, home health payment rates were set about
5 percent lower in 2003 than in 2002 because of a large
reduction in home health payment rates that the BBA had
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FIGURE
2A-8

The rate of increase in hospital employment has slowed since early 2002

Annual percent change
N

Note:  Values are for four-quarter averages ending in the quarter shown, covering employment of nonsupervisory paid workers.

Source: MedPAC analysis of current employment survey series, 2000-2004, from Bureau of Labor Statistics.

required but which had been put off for several years by
intervening legislation.'? In contrast to these payment
reductions, rehabilitation units’ payments increased
substantially in 2003 after coming under the new PPS for
inpatient rehabilitation services.

Our projection of the 2005 margin is affected by a number
of payment policy changes, particularly provisions
adopted in the MMA.. These include provisions scheduled
for implementation in 2006. Medicare acute inpatient
margins are expected to increase as a number of
provisions add money to the system. Many of the
provisions primarily affect rural hospitals; these include:

* increasing the base rate for hospitals in rural and small
urban areas by 1.6 percent to match the rate for
hospitals in large urban areas;

* raising the maximum DSH add-on to 12 percent (from
5.25 percent) for most rural hospitals and urban
hospitals with less than 100 beds;

* increasing payments to hospitals in low-wage areas by
reducing the labor share from 71 percent to 62 percent
in areas with wage indexes below 1.0;

* creating a low-volume adjustment that provides an
add-on of up to 25 percent for hospitals with less than
200 total inpatient discharges; and

» allowing critical access hospitals to use up to 25 beds
for acute inpatient care.'?

The outpatient margin, on the other hand, is expected to
fall, as two payment policies that were in place in 2003
expire. The first was the removal of transitional corridor
payments at the end of 2003. The second is the removal of
the hold-harmless provision, which applies to small rural
and sole community hospitals, at the end of 2005. The
hold-harmless provision pays hospitals the maximum of
outpatient PPS payments or payments they would have
received under the system that preceded the outpatient
PPS.
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Most cost components have risen rapidly

most components of hospital costs rising faster

than the hospital market basket. Growth differs
across major service categories, however, with the rate
of increase for some cost elements far exceeding the
current growth trend and others rising more slowly.

The high cost growth of 2003 is broad based, with

Malpractice costs, as reported on the Medicare cost
reports, were the fastest growing component of hospital
costs in 2003, rising 34 percent per adjusted discharge,
up from 26 percent in 2002. Malpractice insurance
expenses account for only 1 percent of total hospital
costs, but even with the very high growth rate, this cost
element added only 0.3 percent to the total increase in
costs per adjusted discharge in 2003. This component
varies over time, however; it decreased in 2000.

Salaries and benefits paid by hospitals account for 52
percent of expenses and grew 5.2 percent per adjusted
discharge in 2003. This growth was close to the
average for all services but still about 2 percentage
points above the market basket increase. But benefits
alone grew by 10.5 percent. The large increase in the
cost of benefits may be attributable to hiring bonuses to
help alleviate labor shortages, particularly for nurses
and pharmacists, as well as to higher costs for health
insurance.

Despite major increases in construction spending by
hospitals, capital expenses—composed mostly of
depreciation and interest—grew only 1.1 percent per
adjusted discharge in 2003, down from a 2.4 percent
increase in 2004.'* Capital costs tend to change more
slowly than other components because of the long time
horizon for depreciation of plant and equipment
(typically 40 years for plant). So the full acquisition
costs of capital assets are spread over many years and

are not reflected immediately in hospital expenses.
Lower growth in 2003 is also likely due to hospitals
taking advantage of historically low interest rates to
refinance debt. Despite what appears to be slow growth
in capital costs, the 1.1 percent increase was actually
0.5 percentage points above the increase in the capital
market basket for hospitals in 2003."°

Spending on medical supplies grew 10.9 percent per
adjusted discharge in 2003—one of the few expense
categories to see an increase in growth rate over 2002.
The increase in medical supply costs, which account for
5 percent of hospital spending, may be fueled by a
combination of growth in the number of devices used
and increased use of high-cost devices that recently
came to market, such as drug-eluting stents and
implantable cardiac defibrillators. Drug costs grew 5.0
percent in 2003, down from 8.0 percent in 2002.

The remaining hospital expenses, such as utilities, food,
maintenance, and contracted services, grew more than a
percentage point faster than the hospital market basket
in 2003, contributing to the broad-based pattern of
growth in hospital costs.

Administration and general (A&QG) expenses account
for about 15 percent of hospital costs and include most
of hospitals’ main administrative functions.'® A&G
was one of the fastest growing cost components in
2003, rising 7.5 percent per adjusted discharge. A
substantial portion of this increase, 1.9 percentage
points, was due to malpractice insurance expenses. The
rest of A&G grew 5.4 percent, which still is
substantially above the increase in the hospital market
basket. B

Distribution of margins expected to change Overall
Medicare margins fell across all hospital groups between
2002 and 2003 (Table 2A-4, p. 51). The drop was greatest
for major teaching and urban hospitals because outlier
payments were reduced and the IME adjustment for
teaching hospitals was lowered. The overall Medicare
margin dropped 4 percentage points for urban hospitals,
compared with 3 points for rural facilities.

For 2005, the overall Medicare margin for rural hospitals
is projected to increase but still remain negative at —3.1
percent, even with implementation of the MMA
provisions designed to help these hospitals. The margin
for urban hospitals is expected to hold at —1.3 percent.

Last year the Commission projected that the overall
Medicare margin for rural hospitals would surpass the
margin for urban hospitals. That estimate, however, was
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for 2004, reflecting 2005 payment policies. Our current
estimate for 2005, reflecting payment policies going into
effect in 2006, shows that rural hospitals’ margin will
remain below the urban hospital margin. The change from
last year is due primarily to the outpatient hold-harmless
provision, which expires at the end of 2005. This change
will affect only rural hospitals.

Overall Medicare margins for major teaching hospitals
will remain much higher than other hospitals at 5.0 percent
in 2005, roughly 10 percentage points above the margin
for nonteaching hospitals. The difference between these
groups, though, has narrowed slightly, partly because of
MMA payment provisions that helped raise margins for
nonteaching hospitals in rural and small urban locations,
but also due to pre-MMA policies that reduced outlier
overpayments for teaching hospitals in 2003.

Financial pressure affects cost growth

We have shown that a large part of the rapid decline in
Medicare inpatient margins is due to costs per discharge
rising at a faster rate than hospital input prices. But why
have hospital costs risen faster than the prices of goods
and services that go into producing patient care?

To some extent, the rapid growth in costs reflects unusual
cost pressures, such as large percentage increases in
malpractice expenses and labor cost increases in response
to shortages of nurses as well as pressure to improve the
quality of care. Another possible answer, however, is that
hospital costs rise faster during periods when hospitals are
under less pressure to cut costs. We found that over the
past two decades, hospital costs grew slowly when
hospitals were under significant pressure to cut costs and
grew faster when that financial pressure diminished.
Moreover, data from a cross section of hospitals show that
hospitals under financial pressure had smaller cost
increases during the past five years (1998-2003).
Although hospitals that were under financial pressure had
below-average cost growth, even they experienced rates of
increase that slightly outpaced the growth rate of input
prices. Taken together, the data suggest that financial
pressure can explain some, though clearly not all, of the
rapid cost growth that has driven down Medicare margins.

Market factors affect financial pressure Financial
pressure on hospitals will lessen when private-payer
revenues increase. Revenues from private-payer patients
(which in aggregate match hospitals’ revenues from
Medicare) may have risen in recent years partly due to
consolidation of competing hospitals into hospital systems

that own the hospitals and negotiate with insurance
companies. Provider consolidation has compounded the
effects of plans having to respond to consumers’ strong
preference for choice of providers. The Federal Trade
Commission (FTC) (2004) and the Blue Cross and Blue
Shield Association (2002) have argued that industry
consolidation forces private insurers to pay higher prices
for hospital services. The general hypothesis is that for-
profit and nonprofit hospitals will negotiate higher prices
with insurers when they have market power (Keeler et al.
1999).

Although the FTC contends that less competition leads to
higher prices, hospital advocates often disagree. Hospital
advocates contend that consolidations can create
efficiencies, and these efficiencies will allow the hospitals
to hold down prices charged to private insurers. This claim
may be correct, at least in the short run, when the merger
of two hospitals results in the partial or full closure of one
hospital. When one hospital closes, the remaining hospital
may experience a one-time gain in occupancy and
efficiency. This gain may slowly erode, however, if there
is not enough competition in the market to restrain cost
growth. A second type of consolidation involves hospitals
joining systems without merging operations. This type of
consolidation may be motivated primarily by hospitals’
desire to gain negotiating leverage over suppliers and
insurers, and does not appear to generate any efficiency
gains (Dranove and Lindrooth 2003).

If industry consolidation leads to higher hospital profits,
what do hospitals do with the extra revenue? One scenario
is that they expand their volume of services (Newhouse
1970). Another scenario is that hospital costs per unit of
service rise (Gaskin and Hadley 1997). Gaskin and Hadley
concluded that financial pressure through mechanisms
such as managed care penetration in the early 1990s could
restrain cost growth. A lack of financial pressure could
mean greater cost growth.

Hospital profits can lead to higher costs for at least three
reasons. First, labor unions may be in a stronger
bargaining position when they are negotiating with a
highly profitable hospital. They may be able to convert a
share of hospital revenue increases into higher salaries for
nurses and other employees. Second, hospital boards may
approve larger compensation increases or other benefits
for employees when their hospital is profitable. The
possibility of extra compensation gives employees an
incentive to work toward improving their hospital’s
profitability. Finally, because nonprofit hospitals have
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missions that are broader than profit maximization, they
may construct new buildings, buy new equipment, and
fund quality-enhancing but unprofitable services as their
revenues increase. Because the impact of “charitable
missions” on costs will be stronger for nonprofit hospitals,
we expect the relationship between financial pressure and
costs to be stronger for nonprofit hospitals.

If financial pressure does restrain cost growth, we should
see industry-wide cost containment during the years when
the industry is under financial pressure. On an individual
hospital level, we should see slower cost growth at
hospitals facing financial difficulty and faster cost growth
at highly profitable hospitals. The following sections
present the results of analyses addressing these
hypotheses.

Cost growth follows changes in private sector profitability
Over the 17-year period from 1986 through 2003, pressure
on hospitals’ revenues from private insurers has gone
through three distinct phases (Figure 2A-9).'” The pattern
of industry-wide growth in Medicare costs per discharge
over this period makes it clear that hospitals have
responded strongly to the incentives posed by the rise and
fall of financial pressure.

Three distinct periods in the private
payer payment-to-cost ratio

1.40
1.30 +
2 1.20 A
o
[
1.10 A
]OO T T T T T T T T T T T T T T
1987 1989 1991 1993 1995 1997 1999 2001 2003

Note:  Data include all inpatient, outpatient, and postacute hospital services.

Source: MedPAC analysis of American Hospital Association annual survey of hospitals.

In the first period, 1986 through 1992, payments from
private insurers rose much faster than the costs hospitals
incurred in treating these insurers’ patients. The payment-
to-cost ratio for private payers increased by 1.9 percentage
points a year, leading to a 16-percentage point increase in
hospitals’ profits from treating privately insured patients
(Table 2A-6 and Figure 2A-9). Most insurers still paid
hospitals on the basis of their charges at this point, and
they engaged in little price negotiation or selective
contracting. With the almost complete lack of pressure
from private payers, hospitals’ costs per discharge rose an
average of 8.3 percent per year, exceeding the increase in
Medicare’s market basket index, on average, by more than
3 percentage points per year (Table 2A-6 and Figure
2A-10).

In contrast, the payment-to-cost ratio for private payers
declined by 2.2 percentage points annually in the second
period, 1993 through 1999, with hospitals’ profitability on
their private sector business falling 19 percentage points
(Table 2A-6 and Figure 2A-9). HMOs and other private
insurers began to negotiate harder with hospitals, and the
majority switched to paying for inpatient services on the
basis of DRGs or flat per diems for broad types of
services, rather than charges.

As private payers began exerting pressure during this
period, the rate of cost growth plummeted. Over a six-year
period, the growth rate dropped from nearly 10 percent to

TABLE
2A-6 Cost growth has been large when

private payers exert little
financial pressure

1986-1992 1993-1999 2000-2003

Change in private payer

paymentto-cost ratio 1.9% -2.2% 1.3%
Change in Medicare

cost per discharge 8.3 0.8 5.6
Change in market

basket index 4.7 3.3 3.3
Actual update 2.5 1.5 2.6

Note:  Values shown are average annual changes.

Source: MedPAC analysis of American Hospital Association annual survey of
hospitals, Medicare Cost Report file from CMS, and CMS's rules for the
acute inpatient prospective payment system.
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Cost growth exceeded market
basket growth in the late
1980s and recently

12
—m— Medicare acute
inpatient costs
10 - per discharge
g —a— Market basket

index

Percent
N

1993 1995 1997 1999 2001 2003

1987 1989 1991

Source: MedPAC analysis of Medicare Cost Report file from CMS and CMS's rules
for the acute inpatient prospective payment system.

below zero (Figure 2A-10). On average, from 1993
through 1999, the annual increase in cost per discharge
was only 0.8 percent, more than 2 percentage points a year
below the increase in the market basket. One of the
industry’s key tools for cutting costs was reducing length
of stay, largely by discharging patients to various forms of
post-acute care earlier in their stays. But they also cut
costs in other ways, such as reducing staffing levels,
providing smaller increases in compensation, and
substituting less skilled workers (such as nurse aides for
RN5s).

In 2000, private payer payments once again began rising
faster than costs. The payment-to-cost ratio for private
payers rose 1.3 percentage points per year through 2003—
almost as rapidly as in the late 1980s—and hospitals’
profits from privately insured patients have already gone
up by 6 percentage points (Table 2A-6 and Figure 2A-9).
Health plans continue to negotiate prices with hospitals,
but many providers have gained the upper hand in these
negotiations. The primary leverage payers have in price
negotiations is the threat of selective contracting, but their

use of this tool has been limited by both hospital
consolidation and consumers’ reluctance to accept
limitations on their choice of providers. Pressure from
private payers has waned considerably (Nichols et al.
2004).

As the payment-to-cost ratio for private payers turned up
slightly in 2000, the rate of cost growth stayed at about the
level of the market basket. But as provider pushback
lessened the financial pressure from private payers over
the next three years, the rate of hospital cost growth
climbed back to levels not seen since the early 1990s and
once again exceeded growth in the market basket, on
average, by more than 3 percentage points a year.

During the first period of our analysis, which saw rapidly
rising costs per discharge, the Prospective Payment
Assessment Commission (ProPAC)—one of MedPAC’s
two predecessor commissions—continued to develop
update recommendations anchored by the market basket.
ProPAC’s recommendations (ignoring adjustments made
to offset the base payment rates having been set too high
in the first PPS year) averaged market basket minus 0.7
percent, even as the Medicare inpatient margin dipped
below zero for three consecutive years. The actual updates
averaged 2.5 percent, which was below the increase in the
market basket and well below the rate of growth in
hospitals’ Medicare costs per case.

During the second period, with unusually low cost growth,
ProPAC recommended updates that exceeded the rate of
increase in hospitals’ costs, on average, by a full
percentage point per year. In the continuing third period,
policymakers once again face an environment of rapidly
rising costs much like that of the late 1980s and early
1990s.

Market characteristics and hospital characteristics
affect cost growth Now we shift from looking at trends
over time to examining individual hospitals and the
hospital characteristics that may affect cost growth. We
test whether financial pressure, as measured by the
profitability of serving non-Medicare patients, affects
hospital cost growth. Medicare cost report data allow us to
divide hospital profits into two categories: profits on
Medicare patients and profits from all other sources. Non-
Medicare revenue is primarily from private payers but also
includes revenue from Medicaid, self-payment, and
investments.
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First, we show that hospitals facing financial pressure tend
to have lower cost growth. Second, we show that nonprofit
hospitals in competitive markets tend to have lower cost
growth. This second finding could be due to high levels of
competition constraining non-Medicare profit margins,
which forces hospitals to limit costs. We measured
competition using a standard Herfindahl index, which is
the sum of the squares of each hospital system’s market
share.'®

Nonprofit hospitals may behave differently from for-profit
hospitals because they are required to reinvest their profits
into their mission and do not have the option of returning
profits to shareholders. We present data on nonprofit
hospitals in Tables 2A-7 and 2A-8. Financial pressure also
appeared to restrain cost growth among our fairly small
sample of for-profit hospitals, but we did not find a
relationship between competition and cost growth. The
for-profit data should be taken with some caution given
the small sample size and dramatic changes in some
hospitals’ charging practices during the 1998 to 2003
period.

Hospitals with low profits on non-Medicare patients had
below-average rates of cost growth (Table 2A-7). We see
that not only is cost growth lower but standardized costs
per discharge tend to be lower. Standardized costs per
discharge are adjusted for case mix, severity level,
teaching costs, disproportionate share program costs, and

TABLE
2A-7 Hospitals with lower non-Medicare

margins tend to have lower rates of
Medicare cost growth

Nonprofit hospitals’ Growth in Medicare
mean non-Medicare Medicare costs costs per
margin per discharge* discharge in
1999-2002 1998-2003 2002
Over 5% margins (n=834) 11.7%** $5,345
0-5% margins (n=347) 7.9%* 5,003
Losses (n=643) 4.6** 4,750

Note:  Costs are standardized for the all patient refined diagnosis related group
(APR-DRG) severity level of patients, wage levels, and the estimated effect
of medical education and disproportionate share payments on Medicare
costs.

*Growth is adjusted for inflation using the hospital market basket index.
**The differences in the rate of cost growth and costs per discharge
among the three categories are all statistically significant, using a p =.05
criterion.

Source: MedPAC analysis of Medicare Cost Report file from CMS.

TABLE
2A-8 Higher rates of competition are
associated with lower rates of
Medicare cost growth in

nonprofit hospitals

Growth in Medicare
Level of Medicare costs costs per
competition per discharge* discharge in
1999-2002 1998-2003 2002
Low (n=361) 10.1% $5,041
Moderate (n=972) 8.9 5,034
High (n=491) 6.7% 5,162

Note:  Standardized costs do not differ significantly by level of competition. Low
competition refers to markets with a Herfindahl index above 4,800; high
competition refers to markets with a Herfindahl index below 1,800.
*Growth is adjusted for inflation using the hospital market basket index.
**Cost growth among nonprofit hospitals was significantly lower in
markets with high levels of competition than in markets with low or
moderate competition, using a p=.05 criterion.

Source: MedPAC analysis of Medicare Cost Report file from CMS.

area wages. We also examined differences in costs by only
adjusting for area wages and reached a similar finding—
that financial pressure is associated with lower costs per
discharge. These findings assume that lower costs did not
come at the expense of lower quality of care.

If competition reduces non-Medicare margins and low
non-Medicare margins reduce cost growth, we would
expect to see competition reducing cost growth. As
expected, hospitals in competitive markets had lower
levels of growth in Medicare costs per discharge (Table
2A-8); however, hospitals’ ending level of costs per
discharge was not significantly different from the costs of
hospitals in less competitive markets. This finding
suggests that hospitals in low-competition markets were
starting from a lower level of costs in our base year of
1998. The finding is consistent with the literature which
suggests that low-competition markets tended to have
lower costs in the 1980s, but in recent years costs in these
markets have been growing faster than in other markets.

Hospitals’ financial performance
and cost growth vary

Both hospitals’ Medicare margins and their rates of cost
growth vary considerably. In this section we explore the
characteristics of hospitals with consistently negative
Medicare margins, showing that their poor financial
performance is linked to factors their managers have
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considerable influence over. Then we show that very high
cost growth for some hospitals can lower the aggregate
Medicare margin for the industry.

Hospitals with consistently negative Medicare margins
have high costs Provider financial performance can vary
substantially from one year to the next. For half of all
hospitals the overall Medicare margin differs by 4
percentage points or more from one year to the next, and
for a quarter of hospitals the difference exceeds 8
percentage points. Year-to-year differences can occur, for
example, because hospitals change the services they offer,
change ownership or system affiliation, or are affected by
neighboring hospitals opening or closing. Because of this
variation, a single-year margin may not best represent an
individual hospital’s performance. In this analysis,
therefore, we compare the performance of hospitals that
have had consistently good or poor financial performance
under Medicare over a four-year period. The analysis
focuses primarily on the role various cost factors play in
providers’ financial performance.'®

The Commission previously presented an analysis
showing that about half the variation in inpatient margins
in 1998 was attributable to components of the payment
formula, such as the IME and DSH adjustments (MedPAC
2003a). About one-fifth of the variation was related to
hospital operating characteristics that were thought to be at
least partially under management control, such as
occupancy rates and length of stay.

Between 1999 and 2002, about 29 percent of hospitals had
consistently negative overall Medicare margins, while
more than two-thirds had either consistently positive
margins or margins that were intermittently positive and
negative (Table 2A-9). The largest fraction, 37 percent,
had consistently positive margins. A small subset of
hospitals—Iess than 2 percent—had consistently negative
Medicare and consistently negative total (all payer)
margins.

Hospitals with consistently negative margins tended to
perform poorer on two key cost-influencing factors
compared with hospitals that consistently perform well
under Medicare—namely occupancy rate and length of

TABLE
2A-9

Negative Medicare

Hospitals with consistently negative overall Medicare margins

tend to have above-average costs

Positive Medicare All

Hospital characteristic margin hospitals margin hospitals hospitals
Hospitals in group 861 1,106 2,991
(Share of total) (29%) (37%) (100%)
Occupancy rate 46% 57% 51%
Annual change in length of stay (1994-2002)
Medicare -2.9% -3.2% -2.9%
All payers -1.2 -1.4 -1.3
Average age of plant (years) 9.5 10.1 9.8
Medicare share of patient days 54% 48% 52%
Medicaid share of patient days 10 13 11
Medicare costs per discharge (2002)* $5,934 $4,792 $5,315
Annual change in Medicare costs per discharge (1999-2002) 51% 4.8% 5.1%

Note:  Values shown are medians for all hospitals with positive or negative margins for four consecutive years, 2000-2003. Data are for 2002 unless otherwise noted.

*Standardized for differences in case mix and wage index.

Source: MedPAC analysis of prospective payment system impact file, MedPAR, and Medicare Cost Report file from CMS.
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stay. The negative margin group had much lower
occupancy rates, which should translate into higher unit
costs because fixed costs (such as plant and equipment)
are spread over fewer units of output. Similarly, Medicare
length of stay dropped more for the positive margin group
than for the negative margin group, which should result in
lower costs per discharge because the drop in days of care
reduces variable costs such as nursing time and meals.

Other factors, including aging infrastructure and payer
mix, had little effect on profitability. It is often thought
that an aging plant may raise a hospital’s operating costs
and thus reduce its profitability. On the other hand, newer
plant and equipment may increase capital costs (measured
as depreciation plus interest expenses), thereby raising
overall costs and lowering margins. The analysis showed
only small differences by age of plant between the
negative and positive margin groups, with the negative
margin hospitals having slightly younger plants. Similarly,
only small differences distinguished the groups by payer
mix. Medicare patient share was slightly higher in the
negative margin group, while the reverse was true for
Medicaid patient share.

In addition to examining specific factors that affect
costliness, we also directly compared the costs of
consistently negative and positive margin hospitals, using
a measure of Medicare costs per discharge that
standardizes for differences among hospitals in case mix
and input prices.

Negative margin hospitals had above-average costs, while
positive margin ones had below-average costs.
Specifically, the median costs per discharge of the
negative margin group was 12 percent above the national
median and 24 percent above the median of the positive
margin group.

In addition, the costs of positive margin hospitals have
continued to increase more slowly over the past four
years; thus the difference in performance between the two
groups continues to grow.

Finally, we compared hospitals with consistently negative
or positive margins to their competitors, defined as
hospitals covered by Medicare’s acute inpatient PPS that
are located within 15 miles. Almost all of the hospitals
studied had such competitors. The typical positive margin
hospital has three competitors, the closest of which is
about four miles away. In contrast, the typical negative

margin hospital has one PPS hospital competitor about 12
miles away. Negative margin hospitals are frequently
located in rural areas, and so some have critical access
hospitals within their service areas as well. A third
comparison group was used for this part of the analysis:
the subset of hospitals with negative Medicare margins
that also had negative total margins. This group accounts
for only about 2 percent of all hospitals, and the typical
hospital in the group has four competitors.

Facilities with negative Medicare and total margins had
even lower occupancy than those with negative Medicare
margins alone (42 percent compared with 46 percent)
(Table 2A-10). They also had even higher costs (about
$6,000 compared with $5,900). Both groups of hospitals
have considerably lower occupancy and higher costs than
their competitors, and those with negative Medicare and
total margins compared worst with their competitors on
these measures. The positive margin hospitals, on the
other hand, had close to the same occupancy rates as, and
lower costs than, their neighboring facilities.

TABLE
yY-CRM¢] Hospitals with consistently negative

Medicare margins have poorer
competitive position in their markets

Costs
Occupancy per
rate discharge

Group of hospitals (2002) (2001)*
Hospitals with consistently

negative Medicare and

total margins 42% $6,012
Competitors within 15 miles 57 5,630
Hospitals with consistently

negative Medicare margins only 46 5,934
Competitors within 15 miles 55 5,654
Hospitals with consistently postitive

Medicare margins 57 4,792
Competitors within 15 miles 59 5,182

Note: Hospitals with mixed performance are excluded from this table. Values
shown are medians for all hospitals with consistently positive or negative
margins for four consecutive years, 2000-2003.

*Costs per discharge are Medicare costs, standardized for differences in
case mix and wage index.

Source: MedPAC analysis of impact file, MedPAR, and Medicare Cost Report file
from CMS.

Hospital inpatient and outpatient services: Assessing payment adequacy and updating payments

MEJpPAC



We conclude that higher costs—and cost growth—play a
major role in explaining the differences in financial
performance under Medicare. Of course, various features
of the payment system also play a role, as noted earlier,
but the implication of this analysis is that hospitals have
substantial influence over their own financial performance
under Medicare.

We also conclude that hospitals with consistently negative
Medicare margins generally have a poor competitive
stance in their market areas. They do not attract as many
patients, which then contributes to higher unit costs and
ultimately to lower Medicare margins. But a negative
Medicare margin usually does not mean a negative total
margin; in fact, Medicare margins have little relation to
total margins (MedPAC 2004). The small subset of
hospitals that have both a negative Medicare margin and a
negative total margin exhibit the same market problems as
those with only negative Medicare margins, but to a
greater extent. In the end, they are even less competitive in
their market areas.

Hospitals with high costs and high cost growth
drive down margins Hospitals exhibit a wide range of
cost growth for Medicare inpatient services, even when
measured over four years to eliminate the effect of short-
term fluctuations and adjusted to reflect changes in case
mix. Cost growth averaged 11 percent a year between
2000 and 2003 for hospitals in the top quartile of cost
growth, compared with just 1 percent for those in the
bottom quartile. Hospitals with the highest cost growth,
however, tended to start the period with below-average
standardized costs, and hospitals with the lowest cost
growth tended to start the period with above-average
costs.

This movement from below-average to above-average
costs and vice versa may just reflect a long-run cyclical
pattern that will push most hospitals to the average over
time (regression to the mean). But other forces at play may
explain some of the variation. For example, hospitals with
low cost growth appeared to have much larger increases in
patient volume, indicating that their ability to spread fixed
costs over more patients may have contributed to their
lower cost growth.

Hospitals that had both high costs and high cost growth
contributed substantially to the recent industry-wide drop
in margin. The Medicare inpatient margin in 2003, for
example, would have been 2.3 percentage points higher if

hospitals with above-average costs in 2000 had held their
annual cost growth from 2000 to 2003 to no more than the
hospital market basket plus 2 percentage points. If this
dynamic had carried through all patient care services, then,
all else being equal, the aggregate overall Medicare
margin in 2005 would have been slightly positive, rather
than negative. Thus, efficient hospitals are not performing
as poorly as the average margin would suggest.

How should Medicare payments

change in 2006?

When we consider whether Medicare’s aggregate
payments are adequate, we look at most hospital service
lines—inpatient, outpatient, rehabilitation, home health,
psychiatric, and SNF. We make separate update
recommendations, though, for services covered by
Medicare’s inpatient operating PPS and for those covered
by the outpatient PPS.?® What are the appropriate payment
updates for inpatient and outpatient services in 2006?

For the inpatient PPS, the update in current law for fiscal
year 2006 is the forecasted increase in the hospital market
basket index. For 2005 to 2007, current law requires CMS
to reduce inpatient PPS payments by 0.4 percent for
hospitals that fail to provide data to CMS on specified
quality indicators. For the outpatient PPS, current law
provides an update for calendar year 2006 equal to the
forecasted increase in the market basket.

To help guide our thinking about update
recommendations, our update framework combines the
Commission’s judgments on the adequacy of current
payments (including the appropriateness of hospitals’
costs) and on how much Medicare costs per unit of output
for efficient hospitals should change in 2006. As discussed
below, the judgment about efficient providers’ cost growth
focuses on two factors that are likely to affect future costs:
the projected increase in input prices and whether to apply
a policy goal for improving productivity.

Changes in input prices

CMS measures price inflation for the goods and services
that hospitals use in producing inpatient and outpatient
services with the hospital operating market basket index.
CMS’s latest forecast of this index for fiscal year 2006 is
3.2 percent, although the forecast will be updated twice
before it is used for updating payments in 2006.
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Technology

Technological advances may lower or raise the costs

hospitals incur in providing care to Medicare beneficiaries.

Hospitals facing fixed payment rates have a strong
financial incentive to adopt new technologies that help
lower costs while maintaining or improving the quality of
care. Adopting these technologies should improve
productivity. By the same reasoning, providers have a
financial disincentive to adopt new technologies that
increase costs even if they improve quality—although
competitive pressures may lessen that incentive. Our
inpatient recommendation in the past has included an
explicit allowance for cost-increasing and quality-
enhancing new technologies. But in the MMA, the
Congress broadened and liberalized the mechanisms in the
inpatient and outpatient payment systems for making
additional payments for new technologies.

Inpatient technology payments

Since fiscal year 2003, new technology pass-though
payments have supplemented the base DRG payment rates
in the acute inpatient PPS. In 2003 and 2004 those
payments were made on a budget-neutral basis, but the
MMA removed the budget-neutrality constraint starting in
2005.

To date, CMS has approved pass-through payments for
four new technologies. The MMA, however, liberalized
the criteria that new technologies must meet to qualify for
pass-through payments. The revised mechanism provides
a direct funding source for cost-increasing technologies—
one that improves hospitals’ accountability by providing
extra funds only when a new technology is in place and
actually used in treating patients. Consequently, we do not
include a technology allowance in the update for the acute
inpatient PPS.

While new technology add-on payments address new
technologies in patient care, they do not provide funding
for investment in information technology (IT).
Information technology has the potential to improve the
quality of patient care as we discuss in Chapter 4, and so
we recommend that the Congress direct CMS to include
measures of functions supported by the use of IT in
measures used for pay for performance. Pay for
performance will give providers the “business case” to
adopt IT and allow them to reap rewards from payments
for quality that flow from better clinical information.

Ovutpatient technology payments

In previous years, MedPAC has not adjusted the outpatient
payment update for cost-increasing, quality-enhancing
new technology, and we will continue that policy. The
outpatient PPS has two mechanisms to directly account for
new technology.

One mechanism is new technology APCs. These are
completely new services, such as positron emission
tomography (PET) scans, for which CMS does not yet
have adequate data to establish payment rates. CMS places
such services in new technology APCs on the basis of
their expected costs. The number of services covered
under new technology APCs has remained fairly constant
since 2002: 77 in 2002, 78 in 2003, 88 in 2004, and 73 in
2005.

The services covered under new technology APCs
generate payments for each service rendered, resulting in
increased expenditures. Consequently, the costs of new
technology APCs are reflected in the payment system and
do not need to be factored into the update. New
technology APCs accounted for about 1.1 percent of
outpatient PPS spending in 2001 and 1.7 percent in 2002
and 2003.

The second mechanism is pass-through payments for new
inputs to a service, such as a drug or medical device. Pass-
through payments are added to the base APC payment for
the applicable service; these payments are budget neutral.

Productivity

One of the Commission’s key policy principles is that
Medicare’s payment systems should encourage efficiency.
Hospitals and other health care providers should be able to
reduce the quantity of inputs required to produce a unit of
service by at least a modest amount each year while
maintaining service quality.

MedPAC includes a target for productivity improvement
in its framework for updating payments to provide a
mechanism for encouraging efficiency. Payment rates for
health care providers should be set so that the federal
government benefits from providers’ productivity gains,
just as private purchasers of goods in competitive markets
benefit from the productivity gains of their suppliers.
Market competition constantly demands improved
productivity and reduced costs from other firms; as a
prudent purchaser, therefore, Medicare should also require
some productivity gains each year from its providers.
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MedPAC’s approach links the target for efficiency
improvement to the gains achieved by firms and workers
who pay the taxes and premiums that fund Medicare
benefits. Our target is set equal to the Bureau of Labor
Statistics’ estimate of the 10-year average growth rate of
multifactor productivity in the general economy, which
currently equals 0.8 percent. When included in our update
recommendation, the 0.8 percent is a policy objective, not
an empirical estimate. To the extent that hospitals fail to
fully achieve our productivity target in a given year, the
causes and consequences are considered in our analyses of
payment adequacy in following years.

Conclusion

Our indicators of payment adequacy present a mixed
picture. Most important, access to care remains strong, as
exhibited by a small net increase in the number of
hospitals participating in the Medicare program and an
increase in the share of hospitals offering a representative
set of inpatient, outpatient, and ancillary services. In
addition, the volume of both inpatient and outpatient
services continues to rise. In the quality area, a number of
patient safety indicators have not shown progress, but
mortality rates as well as the indicators of clinically
appropriate care developed by CMS’s quality
improvement organizations have shown improvement.
Access to capital is generally good, as evidenced by
increases in construction spending, bond issuances, and
plans for continued expansion. In reviewing the
appropriateness of hospitals’ costs, however, we found
that unusually large cost increases have lowered reported
Medicare margins.

Our analysis shows that, on the one hand, the rate of cost
growth may have been affected by unusual cost pressures,
such as escalating malpractice costs and additional labor
costs to meet demands for quality care. But on the other
hand, the increases were likely influenced by management
decisions and the lack of fiscal pressure from the private
sector. Hospitals with consistently negative Medicare
margins have lower occupancy, higher costs, and higher
cost growth than other hospitals in their markets—all
factors subject to management influence. Moreover,
hospitals with high costs and cost growth have played a
substantial role in bringing down the industry’s average
margin. If hospitals with above-average costs as of 2000
had held their cost growth to just 2 percentage points
above the market basket since then, the overall Medicare
margin in 2005 likely would have been positive rather
than negative.

Private payers’ bargaining power with hospitals has
deteriorated in recent years due to provider consolidation
and the emphasis on products that give consumers a
relatively free choice of providers. As was the case in the
late 1980s and early 1990s—the last period when private
payers did not exert fiscal pressure on hospitals—the rate
of increase in Medicare costs per discharge has escalated.
In addition, individual hospitals that have not experienced
financial pressure and hospitals in less competitive
markets have had larger cost increases.

On the one hand, the Commission is concerned about the
trend in Medicare margins, which may leave hospitals
with a limited monetary cushion for dealing with pressures
that may arise in the coming year. On the other hand, the
current cost trend is unsustainable and may be driven by a
lack of cost-containment pressure. Moreover, the MMA
requires that we consider the efficient provision of
services in making update recommendations, and some
facilities’ cost levels and growth have been excessive,
pulling down industry margins. Beyond cost
considerations, the other indicators of payment adequacy
we consider are mostly positive. On balance, these
findings have led us to conclude that updates of market
basket minus 0.4 percent are appropriate for both the
inpatient and outpatient PPS. These updates should be
considered in the context of other important policy
changes MedPAC is recommending, as we discuss below.

Payment for performance
and PPS refinements

MedPAC has concluded that Medicare should take the
lead in developing incentives for high-quality care, and in
Chapter 4 we recommend that the Congress establish a
quality incentive payment policy under Medicare for
hospitals. A number of accepted quality measures are
available, enabling CMS to implement the program fairly
quickly and then to enhance and expand the set of
measures used in future years.

Payment for performance would result in a larger share of
payments going to hospitals that achieve high quality
scores or improve their quality substantially from one year
to the next. We suggest that the pool of money to support
hospital pay for performance be set initially at around 1
percent of aggregate payments. This means that most
hospitals would receive a net increase in payments from
the update and pay for performance of around 2 percent,
sending a strong signal to restrain cost growth. But
Medicare would be providing many high-quality hospitals
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with a net increase in payments higher than the update
alone, which would provide a strong incentive to improve
quality. Our recommended update of market basket minus
0.4 percent and the pay-for-performance program for
hospitals would replace the current law provision that
reduces a hospital’s update by 0.4 percent if it fails to
report required quality data to CMS.

In our forthcoming Congressional report on physician-
owned specialty hospitals, MedPAC is recommending
several refinements to the acute inpatient PPS that will
improve the accuracy of payments at the case level
(MedPAC 2005). These include:

» refining the current DRGs to more fully capture
differences in severity of illness among patients;

*  basing the DRG relative weights on the estimated cost
of providing care, rather than on charges;

*  basing the weights on the national average of
hospitals’ relative costs in each DRG; and

* adjusting the DRG relative weights to account for
differences in the prevalence of high-cost outlier
cases.

Our recommendations for the update, pay for
performance, and PPS refinements will together improve
the effectiveness of the PPS in matching payments to the
costs of efficient providers. The update recommendations
coupled with pay for performance will provide a sufficient
overall level of funding, encourage fiscal discipline, and
allocate payments according to the quality of the services
provided. The case-mix refinements will improve the
accuracy of payments, encouraging hospitals to compete
with each other based on cost and quality, not on the types
of patients they treat.

Update recommendations

This section presents our update recommendations for
both inpatient and outpatient payments, along with a
summary of our rationale and implication of the
recommendations. For outpatient payments, our update
recommendation and our recommendation on hold-
harmless payments for certain rural hospitals (in the next
section) will together define the funds available for
providing hospital outpatient care in fiscal year 2006.

RECOMMENDATION 2A-1

The Congress should increase payment rates for the
inpatient prospective payment system by the projected
increase in the hospital market basket index less 0.4
percent for fiscal year 2006.

RECOMMENDATION 2A-2

The Congress should increase payment rates for the
outpatient prospective payment system by the
projected increase in the hospital market basket index
less 0.4 percent for calendar year 2006.

RATIONALE 2A-1 AND 2A-2

Our assessments of beneficiaries’ access to care, service
volume growth, and access to capital are positive, while
the results on quality are mixed. But hospitals’ average
margins under Medicare have fallen. The key factor in the
decline in Medicare margins through 2003 was unusually
large cost growth. To some extent, this growth reflects
unusual cost pressures, but it also was influenced by the
lack of financial pressure to constrain costs. In addition,
hospitals with both high costs and high cost growth helped
pull down the industry-wide margin. Balancing these
considerations, we conclude that an update of market
basket minus 0.4 percent—approximately a 2.8 percent
increase in payments—is appropriate for both inpatient
and outpatient services.

IMPLICATIONS 2A-1 AND 2A-2

Spending

*  These recommendations would decrease federal
program spending relative to current law. Inpatient
payments would decline by $200 million to $600
million in the first year and by $1 billion to $5 billion
over five years. Outpatient payments would decline by
$50 million to $200 million the first year and by less
than $1 billion over five years.

Beneficiary and provider

*  These recommendations should have no impact on
beneficiaries or providers.

Outpatient hold-harmless payments

Rural hospitals’ financial performance under the
outpatient PPS is expected to decline by 2006. Much of
this change is attributable to the expiration of two special
payment policies under the outpatient PPS. These are
hold-harmless payments, which expire at the end of
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calendar year 2005, and transitional-corridor payments,
which expired at the end of calendar year 2003. Hold-
harmless payments are targeted to rural sole community
hospitals and other rural hospitals with 100 or fewer
beds.?! To determine a hospital’s hold-harmless payments,
CMS first estimates for a given year the payments the
hospital would have received under the payment system
that preceded the outpatient PPS.?* Qualifying hospitals
receive the greater of the estimated payments from the
previous system or the actual outpatient PPS payments.

Transitional corridor payments were targeted to hospitals
not eligible for hold-harmless payments. This policy also
compared a hospital’s PPS payments with the payments
the hospital would have received under the preceding
system. In this case, however, if the PPS payments were
smaller, the hospital received the PPS payments plus
transitional corridor payments equal to a fraction of the
difference between payments under the previous system
and PPS payments.?

Extending either of these policies would improve the
financial performance of rural hospitals. But the hold-
harmless policy is the better of the two to extend because
it targets the specific rural hospitals most affected by the
two policy changes. Still, we recommend limiting the
extension of the hold-harmless policy to one year because
it has imperfections. Hold-harmless payments are directly
linked to hospital costs, so they reduce a hospital’s
incentive to hold down its costs. In addition, the hold-
harmless policy does not specifically target hospitals with
relatively poor Medicare performance. Consequently,
hospitals with good financial performance can receive
these extra payments.

Extending the hold-harmless policy for one year provides
MedPAC—and other analysts—time to better determine
the reasons that some rural hospitals are not performing as
well under Medicare. Once identified, policies can be
developed, if necessary, to address the issues these
hospitals face. For example, MedPAC research indicates
that low-volume hospitals have relatively high costs per
case because they cannot take advantage of economies of
scale to the extent that higher-volume hospitals can
(MedPAC 2001). Most low-volume hospitals are rural,
and many are isolated.

The MMA directed CMS to study whether rural hospitals’
costs under the outpatient PPS are higher than those of
urban hospitals. If CMS finds that rural hospitals do incur
greater costs, the Secretary is required to recommend
payment policy adjustments by January 2006. We will
consider CMS’s findings as we conduct our own analysis.

RECOMMENDATION 2A-3

The Congress should extend hold-harmless payments
under the outpatient prospective payment system for
rural sole community hospitals and other rural
hospitals with 100 or fewer beds through calendar
year 2006.

RATIONALE 2A-3

Rural hospitals’ financial performance under Medicare is
expected to decline by 2006. This reduction is attributable
primarily to transitional corridor and hold-harmless
payments being eliminated. Continuing hold-harmless
payments for isolated and small rural hospitals would
maintain their financial circumstances while the
Commission considers the reasons some rural hospitals are
projected to perform poorly when this policy ends.

IMPLICATIONS 2A-3

Spending

»  This recommendation would increase federal program
spending by $50 million to $200 million for 2006. The
policy would not affect program spending after 2006.

Beneficiary and provider

*  This policy would help ensure access to hospital care
among rural beneficiaries and increase Medicare’s
payments to isolated and small rural hospitals. B
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Endnotes

PPS hospitals refer to those whose inpatient payments are
determined by Medicare’s acute inpatient prospective
payment system (PPS). PPS hospitals now account for about
3,500 of the approximately 5,000 short-term hospitals. They
do not include the 1,050 critical access hospitals and others
that are paid partly based on their costs.

Most services provided in the hospital outpatient department
are now covered under the outpatient PPS, including clinic
and emergency visits, procedures, imaging, and most ancillary
services. Outpatient services not covered by the outpatient
PPS include: (1) those paid on a separate fee schedule (such
as clinical laboratory, ambulance, rehabilitation and other
therapies, and durable medical equipment), and (2) those still
reimbursed on a cost basis (such as organ acquisition and,
beginning in 2003, some vaccines). In 2003, spending under
the outpatient PPS represented 91 percent of all outpatient
spending, excluding clinical laboratory services. We exclude
clinical laboratory services in this calculation because the
laboratory claims data include non-hospital-based as well as
hospital-based services.

This payment adjustment is set at a much higher level than
MedPAC’s estimate of the impact of teaching on hospital
inpatient costs per discharge.

MedPAC’s March 2004 Report to the Congress, page 73, has
a summary of the MMA provisions affecting outpatient and
acute inpatient payment policies.

We made this exclusion because most of the drugs and
devices eligible for pass-through payments in 2002 had their
pass-through eligibility expire at the end of 2002. In 2003, all
of these devices and more than half of these drugs were
packaged with a procedure and were not paid separately
(GAO 2004). This packaging prevents us from counting the
volume of those devices and drugs in 2003.

These indicators are taken from the medical records of
Medicare beneficiaries and compare care in 2000 and 2001
with care in 2003 and 2004.

Earnings before interest, taxes, depreciation, and amortization
(EBITDA) divided by maximum annual debt service.

A margin is calculated as the difference between payments
and costs divided by payments.

Although the overall Medicare margin has only been available
since 1996, its trend is similar to that of the inpatient margin,
because inpatient services account for about three-quarters of
Medicare’s payments to hospitals.
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11

12

13
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This measure is known as costs per adjusted discharge.
Adjusted discharges are calculated as number of discharges
times the ratio of total charges to inpatient charges. The data
for this analysis are from Medicare cost reports.

This survey, known as the National Hospital Indicators
Survey (NHIS), is sponsored by CMS and MedPAC and
conducted by the American Hospital Association and the
Lewin Group. The survey found that costs per adjusted
discharge grew 5.3 percent in 2003 in contrast to our finding
of 5.1 percent in 2003 using Medicare cost report data. In
addition to employing a sample in contrast to near universe
coverage for the cost report data, NHIS covers a consistent
time period for all hospitals (calendar year 2003) in contrast
to varying time periods for the cost reports. The weighted
midpoint of our 2003 cost report data is about March 1,
2003.

The BBA required that home health payment rates under
prospective payment be set to 85 percent of what would have
been paid under cost-based reimbursement. Rates under the
new home health PPS were estimated to be about 7 percent
above this level, so base payment rates were reduced by
about 7 percent to reflect final implementation of this cut.
The net effect for 2002 was a 5 percent reduction in payment
rates, as home health providers received an update of 2.0
percent in 2003.

The CAH provision will not affect the margin of hospitals
remaining under the PPS, but likely will raise the average of
all rural hospitals by removing facilities with negative
margins from the calculation.

In addition to depreciation and interest, capital expenses
include lease and rental expenses for facilities and
equipment as well as taxes, insurance, license, and royalty
fees on depreciable assets.

CMS maintains separate hospital market basket indexes for
operating and capital expenses.

Specific cost elements within the administrative and general
category include top management; accounting; budgeting
and reimbursement; billings and collections; data processing,
including IT; legal affairs; and malpractice insurance.

We began the analysis in 1986 because that is when
MedPAC’s predecessor, the Prospective Payment
Assessment Commission, began to issue update
recommendations. However, beginning the analysis in 1984,
when the PPS was implemented, would have made less than
a half percentage point difference in the rate of growth in
costs per discharge in the first of our three periods of
measurement.
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In this study, markets with a Herfindahl score below 1,800
are deemed highly competitive. A cutoff of 1,800 was
chosen to match a Federal Trade Commission (FTC)
threshold regarding competition. Markets with scores
between 1,800 and 4,800 are considered moderately
competitive. Markets with scores above 4,800 are considered
to have a low level of competition, corresponding to the
level at which the FTC has litigated in an attempt to stop
mergers in the past (Cueller and Gertler 2003).

The analysis examines hospital margin data from 1999
through 2002, using Medicare cost reports. Hospitals
included in the analysis had to have complete Medicare and
total (all payer) margin data in all four years and not have
converted to CAH status as of September 30, 2003. More
than 80 percent of inpatient PPS hospitals are included in the
analysis. In order to be identified as consistently negative
(positive), a hospital had to have negative (positive) margins
in all four years of the analysis.

The Congress sets the updates for payment rates under the
inpatient operating PPS and the outpatient PPS. The update

21

22

23

for the inpatient capital PPS is not specified by law; rather, it
is set annually by CMS.

Two other hospital types have permanent hold-harmless
status, cancer hospitals and children’s hospitals.

The payment a hospital would have received under the
previous payment system is estimated by applying its
payment-to-cost ratio in 1996 to current year costs.

The fraction used to determine transitional corridor
payments declined over time. In the final year of the
corridors (2003), if PPS payments were between 90 percent
and 100 percent of what they would have been in the system
preceding the outpatient PPS, transitional corridor payments
were 60 percent of that difference. If PPS payments were
less than 90 percent of payments under the previous system,
transitional corridor payments were 6 percent of the
payments from the previous system.
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SECTION




R ECOMMENDATI ON

The Congress should update payments for physician services by the projected change in input

prices less 0.8 percent in 2006.

COMMISSIONER VOTES: YES 16 « NO O « NOT VOTING O * ABSENT 1




Section 2B: Physician services

Our analysis of beneficiary access to physician care, physician supply,
private payment level comparisons, and the volume of physician services
used finds that Medicare payments for physician services are adequate.
Many of these indicators are stable and show that the large majority of

beneficiaries are able to obtain physician care. Additionally, the volume

SECTION

In this section

* Are current Medicare
payments for physician
services adequate?

* How should Medicare
payments for physician
services change in 20067

* Update recommendation

of services used per beneficiary continues to grow. In consideration of expected input costs for physician services

and our payment adequacy analysis, the Commission recommends that payments for physician services be up-

dated by the projected change in input prices, less an adjustment for productivity growth. At the time of this re-

port’s publication, a substantial negative update to physician fees is legislated to occur in 2006. MedPAC’s rec-

ommendation for an increase in payments in 2006 would thus increase Medicare spending and beneficiary

liability, but would maintain access to physician care and physician willingness to serve Medicare beneficiaries.

MEd AC Report to the Congress: Medicare Payment Policy | March 2005
P M Y

71



Medicare pays for physician services according to a fee
schedule. The fee schedule assigns each service relative
weights intended to reflect the resources needed to provide
the service. These weights are adjusted for geographic
differences in practice costs and multiplied by a dollar
amount—the conversion factor—to determine payments.
In general, Medicare updates payments for physician
services by increasing or decreasing the conversion factor.

In 2005, Medicare’s fees for physician services increased
modestly through a 1.5 percent growth in the conversion
factor, as legislated by the Medicare Prescription Drug,
Improvement, and Modernization Act of 2003 (MMA).
The MMA updated the conversion factor by the same
amount in 2004. The MMA also targeted additional
payments to certain physicians—primarily those who
practice in rural areas. For example, services provided by
physicians in newly established physician scarcity areas
(determined separately for primary care physicians and
specialists) receive a 5 percent bonus in Medicare
payments through 2007.! The MMA also established a
floor for the geographic practice cost index (GPCI) for
physician work—the component of the fee schedule that
accounts for geographic variation in costs for physicians’
salaries and fringe benefits. This increase effectively raises
payments through 2006 for services furnished in areas
with below-average physician work GPCls, which are
largely rural.

Before the MMA was enacted, Medicare was slated to
decrease 2004 and 2005 fees for physician services by
applying the sustainable growth rate (SGR) formula.
Required by statute, this formula ties physician payment
updates to a number of factors, including growth in input
costs, growth in fee-for-service (FFS) enrollment, and
growth in the volume of physician services relative to
growth in the national economy. Because the MMA
overrode those reductions when it legislated conversion
factor increases for 2004 and 2005, the SGR now calls for
a 5.2 percent cut in the conversion factor in 2006 (Boards
of Trustees 2004). Chapter 3 of this report discusses some
of the problems associated with the SGR formula and
reviews some alternative payment approaches to
encourage efficient practice. In recommending an update
for Medicare’s payment for physician services in 20006,
MedPAC follows its usual two-step approach. This

approach first considers the adequacy of current payments
and then assesses the factors that will affect efficient
providers’ costs in the coming year—2006.

Are current Medicare payments for
physician services adequate?

MedPAC’s framework for assessing payment adequacy
for physician services relies on indicators of beneficiary
access to physicians and physician availability. Physicians
are not required to report their costs to Medicare, as are
other providers, like hospitals. Because we cannot look at
financial performance directly, we first consider available
information on beneficiary access to physician care, which
includes a review of beneficiary and physician survey
information and physician supply data. Second, we
compare Medicare’s reimbursement levels with those of
the private sector. Third, we examine changes in the
volume of physician services to assess trends that may be
associated with payment levels.

In future work, MedPAC intends to examine how changes
in service use and the development of new technologies
and procedures, including imaging, have affected
pricing—and potential mispricing—of physician services.
Chapter 3 discusses this issue in more detail.

Beneficiary access to physician services

Physicians are often the most important link between
Medicare beneficiaries and health care. Some 80 percent
of noninstitutionalized beneficiaries report that a doctor’s
office or a doctor’s clinic is their usual source of care
(CMS 2003). Beneficiary access to physicians, therefore,
is an important indicator of access to health care as well as
payment adequacy.

To assess beneficiary access to physician services, this
section examines results from surveys of beneficiaries and
reviews data on physician supply and physicians’
willingness to serve Medicare patients. By design, many
of the surveys’ questions rely on respondents’ own views.
For example, respondents use their own judgment when
determining if they are able to schedule timely
appointments. Subjective responses can be useful
measures for tracking beneficiary experience and
perceptions, particularly over time, but concepts such as
timeliness may vary across individuals and
subpopulations.

Physician services: Assessing payment adequacy and updating payments
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Beneficiary surveys on access to physicians

Results from several surveys conducted between 2003 and
2004 show that beneficiary access to physicians appears to
be good overall. The majority of beneficiaries report that
they are able to find new doctors and schedule medical
appointments in an acceptable amount of time. Small
subsets of beneficiaries, however, report that they
experience problems.

To obtain current access measures, MedPAC sponsored a
2004 telephone survey. This survey updates results from a
2003 pilot study presented in MedPAC’s March 2004
Report to Congress. For our second round—the 2004
survey—we included both Medicare and non-Medicare
privately insured individuals to assess the extent to which
any access problems, such as appointment scheduling, are
unique to the Medicare population. (We were unable to
distinguish FFS Medicare enrollees from those in
Medicare Advantage in this survey.) As in the pilot year,
the results from this telephone survey are weighted to be
nationally representative with respect to basic
demographic variables. Medicare beneficiaries younger
than age 65 were excluded due to sample-size limitations.

Results from this telephone survey show that access to
physicians for Medicare beneficiaries is good. Further,
Medicare beneficiaries and privately insured people age
50 to 64 report very similar access experiences (Table
2B-1, p. 74). Indeed, for some indicators, Medicare
beneficiaries enjoyed slightly better access than their
privately insured counterparts. Differences between the
sample groups are generally small and statistically
insignificant. The same holds true when excluding
beneficiaries age 75 and older. Changes between 2003 and
2004 for Medicare beneficiaries are too small, in most
cases, to be statistically significant; future rounds of the
survey would capture trends that compound over longer
time periods.

The large majority of Medicare beneficiaries and people
age 50 to 64 reported either no problem or a small
problem with access to physicians in 2004.> Both groups
reported more difficulty finding a primary care physician
than a specialist, but most were able to access either type
of physician with little or no problem. Specifically, the
same share of Medicare beneficiaries and privately insured
individuals—88 percent—reported that they experienced
no problem or a small problem finding a primary care
physician. Although the 4 percentage-point increase in

Medicare respondents who reported major problems
accessing primary care physicians in 2004 is not
statistically different from 2003, it will be important to
continue tracking this question over time. Access to
specialists is somewhat higher; 94 percent of Medicare
beneficiaries and 91 percent of privately insured
individuals reported either no problem or a small problem
accessing specialists.

When categorizing the 2004 samples by urban, suburban,
and rural groupings, again, Medicare beneficiaries and
privately insured individuals age 50 to 64 reported similar
access experiences. For both groups, access problems for
primary care physicians were reported more often in urban
areas than rural areas. For all three areas, at least 85
percent of the people surveyed reported no problem or a
small problem finding either primary care physicians or
specialists.

The 2004 survey found that most Medicare beneficiaries
and people age 50 to 64 did not have to delay getting an
appointment due to scheduling issues. For routine care,
among those who tried to schedule an appointment, 73
percent of Medicare beneficiaries and 66 percent of
privately insured individuals reported that they never
experienced delays. Two percent of Medicare
beneficiaries and 3 percent of privately insured individuals
reported always experiencing delays. As expected, for
illness or injury, timely appointments were more common.
Among those who scheduled an appointment for an illness
or injury, 83 percent of Medicare beneficiaries and 77
percent of privately insured individuals said they never
experienced a delay. Low shares of both groups reported
frequent delays in getting an appointment for illness or
injury.

Another measure of access to physicians examines reasons
respondents give for not seeing a physician for their
medical problems. In the 2004 survey, 6 percent of
Medicare beneficiaries and 11 percent of privately insured
individuals said they think they should have seen a doctor
for a medical problem in the past year, but did not. Within
this subset, physician availability issues (appointment
time, finding a doctor) were listed as the problem by just 7
percent of the Medicare beneficiaries and 11 percent of the
privately insured people. The remaining reasons given by
individuals in this subset included cost, low perceived
seriousness of the problem at the time of the illness, and
procrastination.
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TABLE
Access to physicians is similar for Medicare beneficiaries and privately insured people

Privatel
Medicare insure
Age 65 and older Age 65-74 Age 50-64
Survey question 2003 2004 2004 2004
Getting a new physician: Among those who fried to get an
appointment with a new primary care physician or a specialist in
the past year, “How much of a problem was it finding a primary
care doctor/specialist who would treat you? Was it . . . “
Primary care physician
No problem 75% 77% 75% 73%
Small problem 18 11 14 15
Big problem 7 11 9 13
Specialist
No problem 85 89 91 83
Small problem 8 5 3 8
Big problem 5 5 2 8
Unwanted delay in getting an appointment: Among
those who had an appointment, “How often did you have to
wait longer than you wanted, to get a doctor’s appointment2”
For routine care
Never 71 73* 74 66*
Sometimes 21 21* 21 26*
Usually 3 4 3 5
Always 5 2 2 3
For illness or injury
Never 80 83* 82 77*
Sometimes 16 13* 14 19*
Usually 3 2 2 3
Always 1 2 2 2
Not accessing a doctor for medical problems:
“In the past year, do you think you should have seen a doctor
for a medical problem, but did note” 7 6* 6 11*

Note:  Numbers may not sum to 100% due to rounding. Missing responses are not presented. For the 2003 survey, n=1040 Medicare beneficiaries; for the 2004 survey

n= 4122 (2087 Medicare; 2035 privately insured).

* Indicates a statistically significant difference between the 2004 Medicare and privately insured populations, at a 95% confidence level.

Source: MedPAC-sponsored telephone surveys, conducted September-October 2003 and August-September 2004.

A much larger beneficiary survey, the Consumer
Assessment of Health Plans Survey for Medicare fee-for-
service (CAHPS-FFS), includes questions related to
beneficiary access to physicians. We focused on two
questions: one on access to specialists and the other on
appointment scheduling for routine care. Sponsored by

CMS, the CAHPS-FFS survey is conducted annually,
primarily by mail. It samples between 100,000 and
120,000 beneficiaries, including community-dwelling,
institutionalized, and disabled individuals. The data from
this survey are not as recent as the data we have from the
MedPAC-sponsored telephone survey discussed earlier.

Physician services: Assessing payment adequacy and updating payments
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Results from the CAHPS-FFS survey questions we
examined also show that the large majority of Medicare
beneficiaries report good access to physicians—consistent
with responses from the MedPAC-sponsored telephone
survey. Specifically, more than 90 percent of beneficiaries
reported either no problem or small problems accessing a
specialist (Table 2B-2). Also, the majority of beneficiaries
reported being able to schedule timely appointments for
routine care either always or usually. On this indicator, the
CAHPS-FEFS survey shows a slight decline between 2000
and 2003, but a slight improvement from 2002 to 2003.

In 2003, CMS sponsored another survey—the Targeted
Beneficiary Survey (TBS)—devoted specifically to
beneficiary access to physicians in 11 market areas
suspected of access problems (Lake et al. 2004). These 11
market areas were chosen based on relatively high rates of
physician access problems reported on the 2001 CAHPS-
FFS and in other CMS monitoring activities on physician
access.® The 2003 study found that even in these selected
areas, only a small percentage had access problems
attributed to physicians not taking new Medicare patients.
Scheduling delays were more common in these market
areas. Overall, the study showed that access problems
were more likely among certain subgroups in these
markets.

Specifically, the TBS found that more than 90 percent of
beneficiaries within these 11 markets reported either no
problem or a small problem “getting a personal doctor
they were happy with since joining Medicare.” Similarly,
among those needing a specialist, more than 90 percent
reported either no problem or a small problem seeing one
in the past six months. Among beneficiaries seeking
routine care appointments, 73 percent reported that they
always got an appointment as soon as they wanted and 21
percent said they usually got an appointment as soon as
they wanted. Among those seeking urgent care, 83 percent
reported that they always receive care as soon as they
wanted and 9 percent said they usually received care as
soon as they wanted. (Note that this urgent-care measure
does not distinguish site of care, such as a doctor’s office
or a hospital emergency room.) When looking at the
ability to obtain timely appointments, results in the 11-
market survey are similar to those found in MedPAC’s
survey.

Transitioning beneficiaries—those new to a market area,
new to Medicare, or recently disenrolled from a
Medicare+Choice plan—had slightly higher rates of
reported problems seeing a specialist and “getting a
personal doctor they were happy with since joining
Medicare,” but the rates of reported difficulty getting
timely routine appointments or urgent care were similar to
those of the other Medicare FFS beneficiaries in the
survey.

TABLE
2B-2

Most beneficiaries report good access to specialty and routine care

Survey question 2000 2001 2002 2003
Within the past 6 months....
If you or your doctor thought you needed to see a specialist,
how much of a problem, if any, was it to see a specialiste
No problem or small problem 93.6% 94.8% 94.3% 94.5%*
Big problem 6.4 52 57 5.5*
If you made an appointment for regular or routine care,
how often did you get an appointment as soon as you wanted?
Always or usually 92.5 92.1 90.3 91.5*
Sometimes 6.4 6.7 7.9%* 6.8*
Never 1.2 1.2 1.8%* 1.6*

Note:  Numbers may not sum to 100 percent due to rounding; n >100,000.

*Indicates a statistically significant change between 2000 and 2003, at a 95% confidence level.
**|ndicates a statistically significant change between 2002 and 2003, at a 95% confidence level.

Source: MedPAC analysis of 2000-2003 Consumer Assessment of Health Plans Survey (CAHPS) data for fee-for-service Medicare from CMS.
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Overall, 95 percent of beneficiaries surveyed on the TBS
said the ease of seeing a doctor in the past year had either
stayed the same or gotten easier. Among those who
reported problems accessing physicians, fewer than 4
percent said that the problems they experienced were due
to physicians not taking Medicare patients or not taking
assignment. Other reasons beneficiaries gave for access
problems included the doctor was not taking any new
patients, they did not like the doctor, and transportation
issues.

Changes in the supply of physicians

Our analysis of Medicare FFS claims data shows that the
number of physicians providing services to Medicare
beneficiaries has kept pace with growth in the beneficiary
population in recent years. For our supply analyses, we
examined the ratio of physicians who bill FFS Medicare to
FFS beneficiaries. In our calculations, we conservatively
categorized physicians who saw fewer than 15 patients as
out of the Medicare market, under the assumption that
they did not regularly serve FFS beneficiaries, and
provided services to beneficiaries for only a short time
during a year or only on an emergency or temporary basis
while covering for colleagues.

Comparing growth in the number of physicians with
growth in the Medicare population, we see that from 1999
to 2003, the number of physicians who regularly saw
Medicare FFS patients grew by 8.8 percent, but Medicare
Part B enrollment grew by only 3.6 percent (Table 2B-3).
This difference in growth rates led to an increase in the
number of physicians per 1,000 beneficiaries, from 11.7 to
123

A large share of the physicians who regularly treated FFS
beneficiaries in 2003 (83 percent) did so in 1999, and thus
appeared to stay in the Medicare market during those
years. Moreover, physicians who started seeing Medicare
beneficiaries on a regular basis during that time period
outnumbered those who stopped—by about 1.6 to 1.0.
(Again, we consider physicians to be regularly treating
FFS beneficiaries when they bill for at least 15 in the
year.”) Despite the overall increase in physicians who
regularly saw Medicare FFS beneficiaries, the supply of
physicians was still somewhat dynamic, with small shares
of physicians either starting or stopping their regular
Medicare practice. These changes affect existing patient-

TABLE
2B-3 The number of physicians regularly

billing FFS Medicare has increased

Number of
beneficiaries
Number enrolled in Physicians
of Part B per 1,000
physicians (millions) beneficiaries
1999 432,355 37.022 11.7
2000 444,187 37.315 11.9
2001 457,292 37.657 12.1
2002 466,299 37.946 12.3
2003 470,213 38.364 12.3
Change
1999-2003 8.8% 3.6% 51%
Note:  FFS (feefor-service). Calculations include physicians (allopathic and

osteopathic) treating at least 15 different beneficiaries in a given year.
Nurse practitioners, physician assistants, psychologists, and other health
care professionals are not included in these calculations. The beneficiary
count includes those in FFS and Medicare Advantage, on the assumption
that physicians are providing services to both types.

Source: MedPAC analysis of Health Care Information System, 1999-2003 from
CMS.

physician relationships and could explain, in part, the
small, but persistent, share of beneficiary complaints about
access problems.®

Looking at supply trends in the past decade, the
Government Accountability Office (GAO) also found
increases in physician supply across the United States
between 1991 and 2001 (GAO 2003). GAO reports that
during the study period, the number of physicians in the
United States increased by 26 percent—twice the rate of
total population growth in the study period. The mix of
generalists to specialists remained about the same—one-
third generalists to two-thirds specialists. These findings,
therefore, do not suggest current physician supply
problems on a national level.

This chapter does not address future physician workforce
issues. Research that projects long-term physician supply
trends draws varying conclusions (IOM 1996, Cooper et
al. 2002). Further research to examine long-term future
physician supply issues and policy options to address
possible concerns is needed.
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Physician survey on willingness to accept new
beneficiaries A key indicator in examining physician
supply is the degree to which physicians are accepting
new Medicare patients. The most recent data indicate that
the large majority of physicians in the United States are
willing to accept new Medicare beneficiaries.

The National Ambulatory Medical Care Survey
(NAMCS) is conducted in 52 reporting periods to ensure
that responses are spread evenly throughout the year.
Results from the 2003 NAMCS survey indicate that
among physicians with at least 10 percent of their practice
revenue coming from Medicare, 94 percent accepted some
or all new Medicare patients (Burt 2004). In comparison,
96 percent of all office-based physicians reported that they
had open practices, and thus were accepting some or all
new patients. These figures do not differ significantly from
the percentage reported on the 2002 NAMCS. Both the
overall patient acceptance rate and the Medicare
acceptance rate increased by 1 percentage point.
Additionally, the number of physicians accepting
Medicare patients increased between 2002 and 2003.

The small share of physicians who leave the Medicare
market, or who report reluctance to serve Medicare
beneficiaries, may be responding to a variety of factors
other than, or in addition to, payment adequacy. These
other factors may relate to local conditions such as
physician supply, demand for physician services, and
insurance market conditions. Also factoring into
physicians’ decisions to accept Medicare patients may be
their dependence on referrals, the size of their Medicare
patient caseload, the amount of time they are willing to
devote to patient care, and their personal retirement
decisions. It is difficult to disentangle these other factors
from Medicare payment adequacy. To some extent,
comparing physicians’ willingness to accept Medicare
patients with their willingness to accept all patients helps
to control for non-Medicare factors.

Assignment and participation rates To supplement our
data on the supply of physicians treating Medicare patients
and patients’ access to physician care, we examine
assignment rates (the share of allowed charges for which
physicians accept assignment) and physician participation
rates (the share of physicians signing Medicare
participation agreements). Claims data show that 99
percent of allowed charges for physician services were
assigned in 2003 (Figure 2B-1). That is, for almost all
allowed services, physicians agreed to accept the Medicare
fee schedule charge as the service’s full charge.

Further, while 96 percent of allowed charges were for
services provided by participating physicians, 3 percent
were for services provided by nonparticipating physicians
who decided to accept assignment. Only 0.9 percent of
allowed charges were for services provided by
nonparticipating physicians who did not accept
assignment. For this small amount of nonassigned charges,
physicians likely billed higher amounts, making the
beneficiary liable for added coinsurance.’

The number of participating physicians as well as the
participation rate has increased. Physicians report that they
sign participation agreements and accept assignment to
take advantage of several associated benefits. Chief among
them is that when physicians accept assignment, they can
receive payments directly from Medicare (less the
beneficiary cost-sharing portion) rather than collecting
from the beneficiary. This arrangement provides a major
convenience for many physicians. The high rate of
assigned charges also reflects the fact that the majority of
physicians and nonphysician providers who bill Medicare
agree to participate in Medicare—92 percent in 2004
(Figure 2B-1).
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Note:  Parficipation rate is the percent of physicians and nonphysician providers
signing Medicare participation agreements. Assignment rate is the percent of
allowed charges paid on assignment. The assignment rate for 2004 is not
shown; it requires calculations from claims not yet available.

Source: Ways and Means Green Book (2004, unpublished CMS data, and MedPAC
analysis of Medicare claims for a 5 percent random sample of Medicare
beneficiaries.
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Participating physicians agree to accept assignment on all
allowed claims in exchange for a 5 percent higher
payment on allowed charges. Participating physicians
receive other valuable benefits, including having their
name and contact information listed on Medicare’s
website and the ability to verify a patient’s Medicare
eligibility and medigap status. Medicare’s physician
participation agreement does not require physicians to take
Medicare patients.

Private payer payment rates
for physician services

Although Medicare payment rates for physician services
have historically been below private insurer rates, on
average, between 2002 and 2003, we see no change in the
ratio of Medicare to private physician rates (Figure 2B-2).
Averaged across all services and areas, 2003 Medicare
rates were 81 percent of private rates—identical to the
2002 ratio (Hogan 2004). Hence, private and Medicare
fees rose at the same rate, on average, between 2002 and
2003.

To analyze trends in Medicare rates for physician services
relative to private rates our contractor, Direct Research,
LLC, used two large private claims databases.® In addition
to physician fee comparisons, this analysis estimates
average annual fees based on private enrollment trends for
different types of plans, such as HMOs, preferred provider
organizations (PPOs), and traditional indemnity insurance.
This research finds that the difference between Medicare
and private payment rates narrowed considerably since the
mid-1990s, when Medicare rates were about 66 percent of
private payment rates. Enrollment shifts in the private
market from higher-paying indemnity plans to lower-
paying HMOs accounted for much of the narrowing
between Medicare and private insurance rates from the
mid-1990s to 2001.

Between 2001 and 2002, private insurance payment rates
continued to fall—about 1 percentage point—due
primarily to enrollment in lower-paying plans, but
Medicare rates fell more, due to a 5.4 percent cut in
Medicare’s fee schedule conversion factor. The net effect,
therefore, was that overall Medicare rates for physician
services, as a percentage of private rates, fell from 83
percent in 2001 to 81 percent in 2002.

Medicare payment rates for physician services as a
percent of average private insurer rates, 1993-2003
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Between 2002 and 2003, a slight reversal in private
enrollment occurred toward plan types with higher
physician fees—namely, PPOs and traditional indemnity
plans (Gabel et al. 2004). This change in private
enrollment mix had the effect of increasing average
private fee levels by 1 percentage point. Simultaneously,
Medicare’s fee schedule conversion factor increased
modestly. In consideration of these shifts and payment rate
differences, the net effect was that Medicare fees and
private insurance fees increased at about the same rate,
resulting in no change to the ratio of Medicare fees to
private fees—S81 percent—in 2003.

Changes in the volume of
physician services used

Changes in the volume and intensity of services may be
another indicator of the adequacy of Medicare’s payments
for services. Using claims data from 1999 through 2003,
we calculated per capita growth in the units of services
beneficiaries used. We then weighted the units of services
used by each service’s relative value units (RVUs) from
the physician fee schedule. The result is a measure of
growth—or volume—that accounts for changes in both
the number of services and the complexity, or intensity, of
those services (Table 2B-4, p. 80). We thus distinguish
growth in volume from growth in units of service: Volume
growth includes an adjustment for change in intensity;
unit-of-service growth does not.

Across all services, per-capita volume grew 4.9 percent
between 2002 and 2003. This growth is slightly lower than
the average annual volume growth seen in previous years
(i.e., 5.2 percent between 1999 and 2002).” Among broad
categories of services—evaluation and management,
major procedures, other procedures, imaging, and tests—
volume growth rates varied, but all were positive. As we
have seen before, per-capita volume for imaging and tests
grew the most. From 2002 to 2003, the imaging volume
growth rate was 8.6 percent, and the growth rate for tests
was 9.4 percent.

The imaging category includes the services that have the
highest volume growth. Nuclear medicine, computed
tomography, and magnetic resonance imaging (MRI) all
had double-digit growth (ranging from 13.2 percent to
16.5 percent per capita) between 2002 and 2003. Although
quite high, these services appear to be growing at a
slightly slower pace than in previous years. Between 2001
and 2002, for example, volume growth for MRI was 17.4
percent per capita. Chapter 3 of this report discusses the

issue of volume increases in imaging and explores some
ways to address volume growth in imaging services
through a variety of policy options.

These continued increases in per capita volume have
raised Medicare spending and are in part responsible for
the negative updates required by the SGR formula. The
SGR target accounts for a moving average of changes in
real gross domestic product (GDP) per capita, input prices,
growth in FFS enrollment, and other legislated factors. By
2003, the cumulative impact of actual spending was about
$6 billion higher than the SGR target for that year (Office
of the Actuary, CMS 2004). MedPAC recently released a
report that looks in more detail at the factors that underlie
growth in the volume of physician services and spending
for those services (MedPAC 2004a).

Although all broad categories of service increased in
volume, some individual services decreased. The largest
decrease (8.6 percent) was for coronary artery bypass graft
(CABG). This decrease was the steepest of all procedures
and follows a several-year trend. Between 2000 and 2001,
CABG volume declined 4.1 percent (MedPAC 2004Db).
One likely explanation for this decrease is that it
represents substitution of less invasive services.
Specifically, CABG volume is decreasing while the
volumes of two newer procedures for treating coronary
artery disease are increasing—namely, coronary
angioplasty and coronary artery stent insertion (NCHS
2004).

Between 2002 and 2003, there was a 1.2 percent decrease
in the volume of new-patient office visits. Although
average annual growth for these services has historically
been low, a decline is unusual. The decline indicates that
beneficiaries are seeing new doctors slightly less often, on
average. It is important to monitor this trend closely over
time to determine if this measure signals problems in
accessing physicians for new-patient appointments. This
slight decrease, however, could suggest that beneficiaries
are satisfied with their physicians and are seeking new
doctors less frequently.

Quality incentives in

payment to physicians

Other chapters in this report, which examine payment
adequacy for types of services, analyze the quality of care
provided to Medicare beneficiaries. Medicare does not
routinely collect information on the quality of physician
care. Through our pay-for-performance initiative,
discussed in Chapter 4, Medicare could begin to assess
physician quality.
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TABLE

2B-4 Use of selected physician services per beneficia
in fee-for-service Medicare, 1999-2003

Percent change in Percent change in volume
units of service per beneficiary per beneficiary*
Average Average Percent
annual annual of total
Type of service 1999-2002 2002-2003 1999-2002 2002-2003 volume*
All services 4.3% 3.6% 5.2% 4.9% 100.0%
Evaluation and management 2.3 2.2 3.4 3.9 42.1
Office visit—established patient 2.4 2.5 3.2 3.9 18.1
Hospital visit—subsequent 2.2 1.8 2.8 3.5 8.4
Consultation 4.5 3.3 5.9 5.0 59
Emergency room visit 3.7 1.9 6.8 4.8 2.7
Hospital visit—initial 0.6 1.3 0.9 2.1 2.1
Office visit—new patient 0.7 -1.9 0.4 -1.2 2.0
Nursing home visit -0.1 1.8 1.4 4.0 1.8
Imaging 5.4 4.2 10.1 8.6 14.8
Echography —heart 9.4 6.2 11.8 7.6 2.1
Standard —nuclear medicine 13.8 9.1 17.8 13.2 2.2
Advanced—CT: other 14.3 12.9 16.6 14.6 2.0
Advanced —MRI: other 17.4 15.9 19.5 16.5 1.6
Standard —musculoskeletal 3.6 3.6 5.9 4.5 1.3
Advanced —MRI: brain 16.9 8.0 15.5 8.6 1.0
Standard —chest 0.4 0.5 -0.3 0.1 0.7
Advanced —CT: head 5.6 4.6 5.1 4.2 0.4
Imaging/procedure—heart, including 5.6 1.6 8.0 4.6 0.3
cardiac catheterization
Maijor procedures 3.6 2.8 3.4 2.9 9.9
Coronary artery bypass graft -0.9 -7.4 -2.6 -8.6 0.8
Knee replacement 9.5 11.9 8.6 1.1 0.7
Coronary angioplasty 8.5 5.8 7.6 6.0 0.5
Hip fracture repair -1.6 0.4 -1.4 1.5 0.4
Hip replacement 6.4 6.1 5.9 5.9 0.4
Explore, decompress, or excise disc 8.7 7.6 9.6 7.6 0.4
Colectomy 1.0 -2.2 0.2 -2.3 0.3
Other procedures 8.7 5.8 6.3 4.9 20.8
Minor—other, including outpt rehab 19.1 7.1 17.5 9.8 3.6
Cataract removal/lens insertion 0.9 0.0 1.1 0.2 1.9
Colonoscopy 11.3 2.8 11.4 3.1 1.2
Upper gastrointestinal endoscopy 4.1 2.6 3.6 2.5 0.6
Cystoscopy 1.7 2.6 1.8 3.2 0.6
Arthroscopy 7.3 12.7 6.7 5.9 0.2
Tests 4.2 4.9 7.9 9.4 3.7
Electrocardiogram 1.7 0.8 1.9 0.8 0.7
Cardiovascular stress test 9.0 4.9 11.0 7.4 0.6
Electrocardiogram monitoring 3.1 1.6 4.4 1.7 0.2
Lab test—other (physician fee schedule) 12.7 10.6 14.8 12.0 0.2

Note:  CT (computerized tomography). To put service use in each year on a common scale, we used the relative weights for 2003. For billing codes not used in 2003, we
imputed relative weights based on the average change in weights for each type of service. Some low-volume categories and services are not shown on the table,
but are included in the summary calculations.

*Volume is measured as units of service multiplied by each service's relative weight (relative value units) from the physician fee schedule.

Source: MedPAC analysis of claims data for 100 percent of Medicare beneficiaries from all 12 months of each year.
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Medicare’s fee-for-service program does not pay
physicians based on quality. A physician who provides
high-quality care receives the same payment as one who
provides low-quality care. Further, fee-for-service
payments provide financial incentives for physicians to
deliver a higher volume of services, regardless of whether
the services are clinically appropriate.

The Commission recognizes that the quality of care
physicians provide has a tremendous effect on the health
and health care of Medicare beneficiaries. Chapter 4 of
this report provides further discussion and
recommendations on how Medicare could establish
payment incentives for physician services to improve
quality. The chapter outlines the Commission’s goals,
objectives, and criteria for paying providers based on the
quality of their performance.

How should Medicare payments for
physician services change in 2006?

After considering current payment adequacy, we also
analyze changes in costs projected for the coming year.
For physicians, we examine two factors to forecast input
costs: change in input prices and MedPAC’s policy goal of
increased productivity. Input price changes, which include
inflationary growth, generally increase expected physician
expenses; productivity growth, on the other hand, reduces
costs and thereby decreases expected physician expenses.

Input price inflation

To measure input price inflation for physician services, we
use the Medicare Economic Index (MEI), which CMS
constructs from various data sets on price information and
survey data supplied by the American Medical
Association (AMA). The MEI provides a weighted
average of price changes for inputs used to provide
physician services. For 2006, the MEI forecasts that input
prices for physician services will increase by 3.5 percent
(Table 2B-5). For our calculations, we exclude CMS’s
adjustment for productivity in the MEIL

Within this aggregate estimate are individual input cost
changes. CMS sorts specified inputs into two major
categories: physician work and physician practice
expense. Physician work includes salaries and fringe
benefits allotted for physicians. Physician practice expense

TABLE
2B-5 Medicare Economic Index weights

and forecasted input price changes
for physician services for 2006

Price
Category changes
Input component weight for 2006
Total 100.0% 3.5%
Physician work 52.5 3.4
Wages and salaries 42.7 3.2
Fringe benefits (nonwage compensation) 9.7 4.2
Physician practice expense 47.5 3.6
Nonphysician employee compensation 18.7 3.5
Wages and salaries 13.8 3.2
Fringe benefits (nonwage compensation) 4.8 4.3
Office expense 12.2 2.0
Professional liability insurance 3.9 8.4
Medical equipment 2.1 1.6
Drugs and supplies 4.3 3.0
Pharmaceuticals 2.3 3.7
Medical materials and supplies 2.0 2.2
Other professional expense 6.4 2.1

Note:  Forecasted price changes for individual components are calculated by
multiplying the component’s weight by its price proxy. Forecasted price
changes are not adjusted for productivity. Numbers may not sum to 100%

due to rounding.

Source: Unpublished, fourth-quarter 2006 estimates from CMS, dated
September 21, 2004.

includes nonphysician employee compensation, office
expenses, professional liability insurance (PLI), drugs and
supplies, and medical equipment.

To calculate the projected costs for these inputs, CMS first
estimates the share, or weight, of physicians’ practice
revenues attributable to each input, based primarily on
data supplied by the AMA. CMS attributes 52.5 percent of
physician revenues to physician work and 47.5 percent to
practice expense, which includes a PLI weight of 3.9
percent (CMS 2004). In 2004, CMS updated its input
category weights based on 2000 survey data from AMA.
Rebasing these weights resulted in a decrease in the share
of revenues going toward physician work and an increase
in the share of revenues going toward practice expense
(including an increase in the PLI share from 3.2 percent to
3.9 percent).'’
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CMS uses more timely data to forecast input price
changes. CMS currently projects that from 2005 to 2006,
input prices for physician work will increase 3.4 percent,
based on increases of 3.2 percent in wages and salaries
and 4.2 percent in nonwage compensation. Practice
expenses are projected to increase by 3.6 percent. This
projection includes an 8.4 percent increase in PLI, which
continues to be the fastest growing input cost. As 2006
approaches, this figure may change to reflect updated
premium information.

Some physicians—particularly those practicing in certain
geographic areas and those whose specialties include high-
risk procedures—report PLI premium increases that are
much higher, and thus make up a significantly higher
percentage of their revenues than forecasted in the MEIL.
The MEI however, is not designed to reflect price
changes for individual physicians; instead it is designed to
account for an average price change for all physicians. The
fee schedule, on the other hand, is the primary tool that
reimburses services differentially to account for PLI
premium variation by service and geographic area.'!

Productivity growth

In making our update recommendation, MedPAC has
adopted a productivity objective, or goal, to encourage
provider efficiency. The beginning of this chapter (p. 36)
discusses the source of our productivity estimates and our
rationale for incorporating productivity goals into our
payment update analyses. We currently estimate
productivity growth to be 0.8 percent for 2006. This
estimate is similar to CMS’s when it adjusts the MEI. In
considering both expected productivity growth and
forecasted input price inflation, the cost of producing
physician services would be adjusted by an increase of
about 2.7 percent during the coming year.

RECOMMENDATION 2B

The Congress should update payments for physician
services by the projected change in input prices less 0.8
percent in 2006.

RATIONALE 2B

Access, supply, and volume measures suggest that the
majority of Medicare beneficiaries are able to obtain
physician services with little or no problems. Our analysis
finds that current Medicare payments for physician
services are adequate. Currently, the projected change in
input prices for 2006 is 3.5 percent, and MedPAC’s goal
for 2006 productivity growth is 0.8 percent. Because CMS
updates the MEI forecast quarterly, this recommendation
allows for the Congress to use the most recent MEI
estimates.

IMPLICATIONS 2B

Spending

*  Our estimates indicate that this recommendation for
2006 would increase federal program spending by
more than $1.5 billion in the first year and $5 billion
to $10 billion over five years, relative to current law.
Any positive update would increase spending relative
to current law because, at the time of this report’s
publication, statute calls for substantial negative
updates from 2006 to 2012, under the SGR. Over
longer periods of time, however, the impact would be
lower because the SGR would extract the added
spending.

Beneficiary and provider

*  This recommendation would increase beneficiary
liability for cost sharing and premiums, but would
maintain current levels of beneficiary access to
physician care. It would also help maintain physician
willingness to provide services to Medicare
beneficiaries. B
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Endnotes

Services provided in an area that qualifies for the scarcity-area 8
bonus and the pre-existing 10 percent shortage-area bonus can
receive both incentive bonuses.

At the 95 percent confidence level, the margin of error ranged
from +/— 7.2 percent to +/—2.15 percent, depending on the
survey question.

Specifically, CMS combined the 2001 CAHPS-FFS measures
with state-level information taken from CMS monitoring
activities, including environmental scanning reports by CMS 9
regional offices and telephone calls to 1-800-Medicare and
Medicare carriers in 2002. Areas designated as eligible for
site selection generally met two criteria: (1) They had high
rates of 2001 access problems reported on the CAHPS-FFS
measures, and (2) they were located in states where CMS
monitoring efforts in 2002 indicated emerging physician
access issues related to Medicare payment or Medicare
physician participation.

In previous analyses on this topic, we included physicians

who saw fewer than 15 patients. Because we excluded such
physicians in our current analysis, the total number of

physicians presented in this chapter is lower than that reported 10
in our March 2004 Report to the Congress (MedPAC 2004b).

If we considered the threshold for being in the Medicare
market as having at least one FFS patient, the ratio of
physicians who started seeing FFS beneficiaries exceeded
those who stopped by 1.84 to 1.0.
11
As another supply analysis, we analyzed changes in
physicians’ median caseload of Medicare patients. We found
that between 1999 and 2003 median caseloads grew by 13
patients, but fluctuated less than 5 percent from year to year.

This practice is called balanced billing. Medicare limits the
amount physicians may balance-bill a patient. The total
nonassigned charges for a service may not exceed the fee
schedule amount by more than 9.25 percent, which is equal to
115 percent of the nonparticipating physicians’ allowed
charge (95 percent of the fee schedule amount).

To compare Medicare and private payment rates, the
contractor first calculated a price index for each type of
private plan (HMO, point-of-service, preferred provider
organization, and indemnity). Each price index was a
weighted average of service-level price comparisons
between Medicare and private payment rates, using
Medicare’s volume in each service as the weights. These
plan-specific estimates were then weighted based on
estimates of private enrollment in each type of plan.

These estimates include only services paid for under the
physician fee schedule. The estimates would be higher if
they included the volume of other services in CMS’s
definition of physician services, such as Medicare Part B
drugs and laboratory services. Estimates of volume growth
from CMS illustrate this point (Grissom 2003). According to
these estimates, volume growth for 2001 to 2002 was 6
percent to 8 percent. The low end of this range is volume
growth for services paid under the physician fee schedule,
which is the definition of physician services used in this
report. The high end of the range includes volume growth
for the broader definition of physician services.

As of 2004, CMS updated its input category weights based
on 2000 survey data from AMA. Rebasing these weights
resulted in a decrease in the share of revenues going toward
physician work and an increase in the share of revenues
going toward practice expense, with an increase in the PLI
share.

The final rule for the 2005 physician fee schedule adjusted
the PLI relative value units to account for new data on PLI
differences by service and geographic area (CMS 2004).
These budget-neutral adjustments primarily resulted in
increases for surgical services and other medical procedures.
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SECTION




R ECOMMENDATI ON S

2C-1 The Congress should eliminate the update to payment rates for skilled nursing facility
services for fiscal year 2006.
COMMISSIONER VOTES: YES 15 « NO O « NOT VOTING O * ABSENT 2

The Secretary should develop a new classification system for care in skilled nursing
facilities. Until this happens, the Congress should authorize the Secretary to:
» remove some or all of the 6.7 percent payment add-on currently applied to the
rehabilitation RUG-III groups, and
» reallocate the money to the nonrehabilitation RUG-III groups to achieve a better
balance of resources among all of the RUG-III groups.
COMMISSIONER VOTES: YES 15 « NO O « NOT VOTING O » ABSENT 2

CMS should:
» develop and use more quality indicators specific to short-stay patients in skilled
nursing facilities,
» put a high priority on developing appropriate quality measures for pay for
performance, and
P collect information on activities of daily living at admission and discharge.
COMMISSIONER VOTES: YES 15 « NO O « NOT VOTING O * ABSENT 2




SECTION

Section 2C: Skilled nursing facility
services

Aggregate Medicare payments for skilled nursing facility (SNF) services
are more than adequate. Most beneficiaries appear to have access to SNF
care, although those who do not need rehabilitation therapy but need
complex care or special services may experience delays in finding SNF
care. The number of facilities providing SNF care to Medicare benefi-

ciaries remained almost unchanged in the past year, but the volume of

SNF services provided increased. Access to capital for for-profit SNFs that dominate the industry seems to have
improved over recent years, but nonprofit SNFs continue to have limited access to capital. The aggregate
Medicare margin for freestanding SNFs is 13 percent in fiscal year 2005. To address the concern that payments
for patients needing nontherapy ancillary services may not be aligned with their resource use, the Commission
again recommends that the Congress authorize the Secretary to reallocate Medicare payments from the rehabili-
tation to nonrehabilitation payment groups until the SNF payment system is refined. Evidence on the quality of
SNF care shows small and mixed changes, with most measures indicating small reductions in quality of care pro-

vided to Medicare SNF patients. This chapter contains a recommendation to improve quality measurement for

care provided to Medicare SNF patients.

In this section

* Are Medicare payments
adequate in 2005?

* How should Medicare
payments change in 20067

* Update and distributional
recommendations

* Improving quality
measurement for
monitoring SNF care
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Medicare beneficiaries who need short-term skilled
nursing care or rehabilitation services on a daily basis in
an inpatient setting after a medically necessary hospital
stay of at least three days qualify for covered services in a
skilled nursing facility (SNF).! Either freestanding or
hospital-based SNFs can provide this care, with
freestanding SNFs representing about 90 percent of all
SNFs. A freestanding SNF is typically part of a nursing
home that also provides residential long-term care, which
Medicare does not cover.

Medicare pays SNF's a set amount for each day of care,
adjusted for the case mix of the patients.” These per diem
payment rates cover all routine, ancillary, and capital
costs, as well as costs for many items and services
previously reimbursed under Medicare Part B.> Case mix
is determined by the SNF’s assignment of each Medicare
patient receiving care in its facility to 1 of 44 groups,
called resource utilization groups, version III (RUG-III),
that are intended to predict the patient’s resource needs.
The RUG-III classification system is hierarchical. The 44
groups are divided into seven categories: rehabilitation,
extensive services, special care, clinically complex,
impaired cognition, behavior problems, and reduced
physical function.* Medicare does not typically reimburse
SNFs for the last three RUG-III categories because they
do not usually require skilled care. CMS’s decision to
reimburse for these last three RUG categories is made on a
case-by-case basis.

In the Medicare, Medicaid, and SCHIP Benefits
Improvement & Protection Act of 2000 (BIPA), the
Congress directed CMS to study alternative systems to the
RUGHIIIs. In response, CMS sponsored research on
RUG-III alternatives that categorize patients in a manner
that accounts for the relative resource use of different
patient types. A report on this study, including proposed
alternatives to the RUG-IIIs, was due to the Congress no
later than January 1, 2005. As of this report going to press,
however, CMS has not released the results of this
research.

Are Medicare payments
adequate in 2005?

We examine the following factors for changes that can be
attributed to the adequacy of Medicare payments to SNFs:

* access to care

*  supply
¢ volume of services
* quality

* access to capital
e payments and costs

Overall, our analysis finds no major changes in these
factors that would indicate problems for beneficiaries who
need SNF services. Most beneficiaries appear to have
access to SNF care, although those who do not need
rehabilitation therapy but need complex care or special
services may experience delays in finding SNF care. The
stabilization in the number of facilities providing SNF care
to Medicare beneficiaries and the increase in the volume
of SNF services provided are indicators that access to SNF
care has not declined. Available evidence on changes in
the quality of SNF care is mixed, with most measures
indicating small reductions. Nonprofit SNFs continue to
have relatively limited access to capital, but some large
for-profit SNFs reported capital spending to construct or
expand facilities. Our analysis of SNFs” Medicare
payments and costs found that payments will cover SNFs’
costs of caring for Medicare patients in 2005.

Changes in access to care

Available evidence suggests that most beneficiaries have
access to SNF care. Research on Medicare beneficiaries’
use of post-acute care between 1996 (pre-PPS) and 2002
(post-PPS) found that the number of acute care hospital
discharges to a SNF increased 36 percent during this
period (Hogan 2004). In addition, the proportion of
Medicare beneficiaries who were discharged from a
hospital to a SNF increased from 10 percent in 1996 to 13
percent in 20025

Past reports by the Health and Human Services Office of
Inspector General (OIG) found that beneficiaries had little
difficulty accessing SNF services, especially if they
needed physical, occupational, or speech rehabilitation
therapies, which more than three-quarters of Medicare
SNF patients receive. Some patients needing nontherapy
ancillary services such as intravenous therapy, dialysis,
expensive drugs, or specialized feeding, however, were

Skilled nursing facility services: Assessing payment adequacy and updating payments
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more likely to have experienced delays (OIG 1999a, 2000,
2001). These results were based on interviews with more
than 200 discharge planners across the United States about
their ability to place patients in SNFs. Subsequent work by
MedPAC supports these conclusions (MedPAC 2004a).

Beneficiaries who do not need rehabilitation services but
do need certain nontherapy ancillary services may
experience delays in accessing SNF care in part because
the Medicare payment rates for these services may not be
aligned with their costs. MedPAC and the Government
Accountability Office (GAO) have pointed out that the
RUGHIII classification system may not pay enough to
cover the costs of patients who require nontherapy
ancillary services, such as expensive drugs and ventilator
care services (MedPAC 2004a, GAO 2002d, GAO 1999).
As a result, SNFs may try to avoid patients who need these
services. Similarly, ready access to SNF services for
patients receiving rehabilitation therapies may also be
related to Medicare payments for these services. Payment
for rehabilitation RUG-IIIs reflects minutes of therapy
provided or estimated to be provided and may encourage
SNFs to provide unnecessary services in order to increase
the amount of Medicare’s payment (GAO 2002¢).

As the Commission has recommended in the past, it is
critical to continue monitoring the ability to place patients
who need skilled nursing facility care in a SNF in order to
detect access problems. Consistent with a previous
MedPAC recommendation, the OIG is currently
conducting a follow-up study on beneficiaries’ most recent
experiences accessing SNF and home health services
(MedPAC 2003). Results are expected in spring 2005.

Changes in supply of facilities
and volume oF services

The most recent data on the supply of SNFs serving
Medicare beneficiaries and the volume of SNF services
provided to Medicare show that the availability and use of
SNF services have not declined. There was a very small
net increase in the number of SNFs serving Medicare
beneficiaries between 2003 and 2004. The overall supply
of Medicare-participating SNFs nationwide has stabilized
in recent years. The rate of hospital-based SNF closures
appears to have slowed somewhat, while the number of
freestanding SNFs continues to increase at a rate of about

1 percent per year (Table 2C-1). The total number of SNFs
that participated in Medicare in 2004 is slightly greater
than the number of SNFs that participated in 1999—the
first full year of the prospective payment system for SNFs.

Percent Annual

The number of skilled nursing
facilities serving Medicare
beneficiaries has stabilized

in recent years

change change
2003- 1999-
1999 2003 2004 2004 2004
All facility types 14,933 14,918 14,941 0% 0%
Freestanding 12,859 13,455 13,568 1 1
Hospital-based 2,074 1,463 1,373 -6 -8

Note:  Data do not include swing bed units.

Source: MedPAC analysis of CMS Online Survey, Certification, and Reporting
system (OSCAR) data.

The volume of SNF services, as measured by payment and
use, increased between 2001 and 2002 (Table 2C-2, p. 90).
Specifically,

* payment increased by 10 percent,

» discharges increased by about 5 percent,

» covered days increased by 10 percent, and

» average length of stay increased by 6 percent.

Total payments to SNFs continued to rise between 2001
and 2002, even though the average payment per day
declined slightly during this period; therefore, the 10
percent growth in total payments is explained entirely by a
10 percent increase in covered days of SNF care between
those two years. Covered days increased because more
patients were admitted to SNFs and because patients were
staying longer.

The small decline in average payment per day between
2001 and 2002 followed steady increases since 1999 and a
13 percent increase between 2000 and 2001. The
expiration of temporary payment add-ons lowered
payments per day in the last quarter of 2002, but relatively
steep increases in volume more than offset those
reductions, resulting in an increase in total payments to
SNFs. As of October 1, 2002, two payment increases
ended: the 4 percent increase across all RUG-IIIs from the
Balanced Budget Refinement Act of 1999 (BBRA) and
the 16.66 percent increase for the nursing component of
the base rate from the BIPA. Other payment add-ons—
including a 6.7 percent increase for the 14 rehabilitation
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Total payments to and use of skilled nursing facilities are growing

Percent Annual

change, change,
Measure 1998 1999 2000 2001 2002 2001-2002 1998-2002
Payment (billions) $11.3 $9.5 $10.4 $12.7 $14.0 10.3% 5.5%
Average payment/day 250 223 236 266 265 -0.2 1.5
Discharges (1,000s) 1,588 1,450 1,439 1,520 1,601 53 0.2
Covered days (1,000s) 45,240 42,535 44,103 47,776 52,787 10.5 3.9
Average days/discharge 29 29 31 31 33 6.5 3.3

Note:

Source: Health Care Information System from CMS Office of Information Services.

Data include Puerto Rico, Virgin Islands, and unknown locations. Data do not include swing bed units. The prospective payment system for skilled nursing facilities
was implemented for cost reporting periods beginning on or affer July 1, 1998.

RUG-IIIs; a 20 percent increase for the 12 extensive care,
special care, and clinically complex RUG-IIIs; and a 128
percent increase for patients with AIDS—remain in effect
until case-mix refinements to the SNF prospective
payment system are implemented. Yet, the nature of such
refinements and a timetable for their implementation have
not been determined. In 2004, SNF payments were
increased by the full market basket (3.0 percent) plus 3.26
percent. The added 3.26 percent was made to correct for
cumulative market basket forecast error since the
implementation of the PPS for SNFs.

Changes in quality of care

Most short-term skilled nursing care is provided to
Medicare patients in the same facilities that provide
custodial long-term care. Nevertheless, experts we
interviewed believe that quality measures should
distinguish between the quality of care provided to short-
stay and long-stay patients, because the goals of care for
these two types of patients can be different (see text box,
opposite). We examined two sets of SNF-specific quality
indicators to determine quality trends across the industry.®
Our analysis found positive and negative changes in
quality since the SNF prospective payment system was
implemented, but most indicators found small reductions
in quality of care. We also examined the quality indicators
for short-stay patients, which are part of CMS’s Nursing
Home Compare measure set for nursing facilities. We
found improvement on one measure and no change on
another. As we discuss in detail later in this chapter, these
indicators may not accurately assess the quality of SNF

care because they are limited by the focus of the Minimum
Data Set (MDS), the questionable accuracy of the data,
and the timing of data collection.

Rates of preventable readmission to an acute care hospital
for five conditions—electrolyte imbalance, respiratory
infection, congestive heart failure, sepsis, and urinary tract
infection—all increased slightly between 1999 and 2002
(Table 2C-3). These five conditions were selected by
researchers as short-stay quality indicators because they
are affected by nurse staffing levels, are of a sufficiently
high incidence to be stable, can be adjusted for risk, and
have accurate data available to measure their incidence
(Kramer and Fish 2001). These rates are calculated using
all Medicare SNF stays, are controlled for diagnosis and
functional severity of patients, and indicate when a short-
stay patient may be receiving poor-quality care.’

A comparison of Medicare SNF patients’ rates of death,
hospital readmissions, and return to the community within
30 days in 2002 with those rates in 1996 shows mixed
trends (Hogan 2004).% Specifically, SNF patients had
lower than expected rates of mortality in 2002, but higher
than expected rates of readmissions, and lower than
expected rates of discharge to the community (Table
2C-4). Although this study calculated expected rates for
2002 using the rates for a given principal post-acute care
diagnosis in 1996, the analysis cannot rule out that SNF
patients with a given post-acute care diagnosis in 2002
were sicker than those with the same diagnosis in 1996.

Skilled nursing facility services: Assessing payment adequacy and updating payments
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Care of short-term patients in nursing homes differs from care

of long-term residents

ursing facilities care for short-term patients in

need of skilled nursing facility (SNF) care and

long-term residents. Most long-term residents
only require custodial care, although some may require
skilled services. The components of care for these two
groups differ. SNFs provide daily posthospital skilled
care. If the task can be performed safely and effectively
only by or under the general supervision of skilled
nursing or rehabilitation personnel, then it is considered
skilled.’

In contrast to SNFs, nursing homes—sometimes called
nursing facilities—provide nonskilled or custodial
services to most individuals residing there. These
residents frequently live in a nursing facility for an
extended period of time. Medicare does not pay for this
type of care when it is the only care required, although
some of this care is provided as a matter of course to
SNF patients. Examples of custodial services are:

 administration of routine oral medications, eye
drops, and ointments;

 general maintenance care;
* routine services or care;

* assistance in dressing, eating, and other activities of
daily living;

 periodic turning and positioning in bed; and

» general supervision of exercises and performance of
repetitive exercises that do not require help from
skilled rehabilitation personnel.

In 2004 almost all facilities that treat SNF patients (94
percent) were nursing homes that were also certified to
care for nursing facility residents paid for by Medicaid.
Nevertheless, SNF patients make up only 8 percent of
the residents in a nursing home.

Other differences between SNF patients and residents
of nursing facilities are:

» The main goal of care for SNF patients is recovery
to maximum level of functioning; more than three-
quarters of SNF patients receive rehabilitation
services (Liu et al. 2003). The main goal of care for
most nursing facility residents is to maintain
function to the extent possible. Estimates of SNF
patients who remain in nursing homes to receive
long-term care range from 58 percent (Datapro
Team 2002a) to 30 percent (Kramer et al. 1999).

* Average length of stay for SNF patients is 25 days
versus 24 months for nursing facility residents.'® m

m Adjusted readmission rates for five

conditions increased between
1999 and 2002

Condition 1999 2000 2001 2002
Electrolyte imbalance 3.7% 3.7% 4.1% 4.0%
Respiratory infection 3.0 2.9 3.1 3.2
Congestive heart failure 3.2 3.3 3.7 3.7
Sepsis 1.2 1.2 1.3 1.3
Urinary tract infection 2.1 2.2 2.4 2.4

Note:  Data for 2002 are based on stays beginning between January and May
2002; results from other years reflect a full year of data.

Source: MedPAC analysis of Medicare claims data.

TABLE
2C-4 Measures of skilled nursing facili:ly

quality show mixed trends

1996 2002 2002
Endpoint actual actual expected
Death 21% 18% 21%
Readmission to hospital 22 25 23
Discharge to community 56 54 55

Note: The 2002 actual values for each measure were statistically significantly
different from the 1996 values at least p<.05, two-tailed test. Expected
endpoint was based on principal diagnosis and type of post-acute care,
using endpoint rates observed in 1996. Data are from claims and
enrollment data for a 5 percent sample of fee-for-service enrollees.

Source: Hogan 2004.
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We also analyzed data from 2002 through 2004 on the
proportion of each facility’s short-stay residents with
delirium and pain, as reported on CMS’s Nursing Home
Compare public website. We found no change in reporting
facilities’ median proportions of short-stay residents with
delirium and a slight decline in facilities’ median
proportion of short-stay residents with moderate to severe
pain. Data on the proportion of residents with pressure
sores were available only for 2004, so we could not
analyze the trend for this indicator. As we discuss later in
this chapter, however, some experts we consulted believe
that these measures are limited in their ability to assess
quality.

Access to capital

SNFs’ access to capital can be difficult to determine
because SNFs are not typically independent financial
entities. They are usually part of another facility—either a
hospital or a nursing facility. About 90 percent of SNFs
are part of a freestanding nursing facility, most of which
provide long-term care, which Medicare does not cover.
About 10 percent of facilities are part of a hospital and,

therefore, access capital through their hospital
organizations. In addition, Medicare payments account for
only about 12 percent of all nursing home revenue and are
less likely to have an impact on access to capital than other
payers (Levit et al. 2003). Although providers currently
regard Medicare payments favorably, they assert that
potential refinements to the RUG-IIIs and the loss of
current payment add-ons introduce uncertainty about their
ability to continue to subsidize what they contend are
inadequate Medicaid payments (see text box below). The
remainder of this section focuses on freestanding SNFs’
access to capital.

For-profit SNFs

Determining the freestanding SNF industry’s access to
capital is further complicated by the paucity of measures
that provide reliable information on total overall financial
performance of all types of facilities. Information on the
financial performance of the large for-profit chains that
operate freestanding nursing facilities is relatively
accessible, while similar information on other owners is
not. While for-profit companies dominate the industry, the

Medicare and Medicaid

he nursing facility industry and others are
I concerned about the level of Medicaid payments

to nursing facilities. Although 31 states
increased Medicaid payments to nursing facilities in
2005, the industry contends that these payments are still
too low (Kaiser 2004). In addition, facilities may still
face the prospect of rate cuts or freezes as states attempt
to trim their budgets in the future. The industry regards
Medicare payments favorably, but it has suggested that
MedPAC consider total nursing facility margins when
making payment update recommendations and that
Medicare pay more than the cost of providing care for
Medicare beneficiaries to compensate facilities for
inadequate Medicaid payment rates.

It would be inefficient to use Medicare payments to
compensate for any perceived inadequacies in
Medicaid payments. If Medicare were to pay still
higher rates to subsidize low Medicaid payments, states
might be encouraged to reduce Medicaid payments
even further. In addition, payments would be directed
to the wrong facilities. Facilities with low Medicare

shares and high Medicaid shares—presumably the
facilities that need revenues the most—would receive
the least if subsidies were provided in the form of
higher Medicare payments.

Although one goal of Medicare is to maintain access to
necessary covered services for Medicare beneficiaries,
the Commission remains concerned about the
coordination of care for Medicare beneficiaries who
remain in nursing homes and receive long-term care
even though Medicare does not cover it. Some of these
beneficiaries are or become dually Medicare and
Medicaid eligible and have their long-term care paid
for by Medicaid. In our June 2004 report we presented
information on the spending and care patterns, access to
care, and the coverage and payment policies affecting
dual eligibles (MedPAC 2004b). During the coming
year, we plan to study the characteristics of Medicare
beneficiaries who remain in a nursing facility, exhaust
their Medicare skilled nursing facility benefit, and
receive long-term care in a nursing facility. B
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10 largest nursing home chains account for only about 16
percent of nursing home beds. So although the majority of
facilities are for profit, the financial experiences of the
large for-profit chains do not necessarily apply to the
population of SNFs serving Medicare beneficiaries.

The financial situation of companies that operate for-
profit, chain nursing homes appears to have improved over
recent years. In their annual Securities and Exchange
Commission filings, several of these chains discuss the
financial benefits of increasing the share of Medicare
patients and the favorable effect this has on their bottom
lines. One financial firm that analyzes SNF performance
sees evidence that “the industry is improving, wants to
renew ties to capital providers and that some smaller
operators are searching for acquisitions” (Legg Mason
Wood Walker 2004). Several large chains reported capital
spending to construct or expand facilities in 2003. An
index of seven publicly traded companies operating SNFs
increased 12 percent between January and October 2004
compared with the broader Standard & Poor’s 500 Index,
which declined 0.47 percent during this period (Cain
Brothers 2004).

Nonprofit SNFs

FitchRatings, a firm that analyzes credit markets, reported
that the overall outlook for nonprofit nursing facilities,
which are about one-quarter of freestanding SNFs,
remains negative in 2004. According to FitchRatings, this
“negative outlook is due to the significant challenges in
the industry, which will continue to pressure already weak
financial performance” (FitchRatings 2004). These
challenges are identified as “inadequate Medicaid
reimbursement; rising insurance, labor, and benefits
expense; and increased capital needs.” The firm also notes
that “[c]apital needs continue to increase due to deferred
spending on plant[s],” which its analysts explain “is
usually the result of weak financial performance and
limited free cash flow.”

This situation is no different from recent years. Access to
capital for smaller nursing homes and for many nonprofit
nursing homes has typically been limited compared with
their larger, for-profit counterparts. From a peak of more
than $2 billion in 1998, annual public debt issuance has
declined to about half a billion dollars in 2002. Bond
issuance for nursing homes dropped yet again in 2003 to
$382 million. FitchRatings expects there will not be many
investment-grade nursing homes and that the “credits that

have obtained investment-grade ratings typically have
additional support through an endowment or affiliation
with a large health system” (FitchRatings 2004). Smaller
organizations often have to issue unrated bonds, resulting
in higher interest rates. Facilities that are part of a larger
organization with assisted-living or continuing-care
retirement communities may also have access to more
sources of capital because of their affiliation with these
larger entities. In addition, due to recent low interest rates,
small nonprofit facilities may be able to access relatively
cheap funds through mortgages and loans from banks. But
the extent of this type of lending is unclear.

Payments and costs for 2005

To assess the adequacy of Medicare payments, we
calculate an aggregate Medicare margin for all SNFs. This
margin is the difference between Medicare SNF payments
and costs, as a percentage of Medicare payments to SNFs.
Conceptually, this represents the percentage of revenues
that the providers keep.

Freestanding SNF payments and costs

Based on 2003 cost report data, we estimate that the 2005
aggregate Medicare margin for freestanding SNFs is 13
percent.'! This margin represents a decrease of 2.3
percentage points from the 2004 margin (MedPAC
2004a). Our estimates do not reflect any changes to the
payment system that may result from the report on
proposed alternatives to the RUG—IIIs that was due to the
Congress by January 1, 2005. As of this MedPAC report
going to press, CMS has not released the report or
disclosed any intentions to modify the payment system in
response to the report. Because we do not yet know
whether or when these proposals will be implemented, nor
what their payment effects may be, including them in our
margin calculations would require us to speculate about
changes in law, the timing of those changes, and how
changes would affect SNF payments.

An analysis of SNFs’ Medicare margins from 2000 to
2003 found that 5 percent of SNFs had negative Medicare
margins in all four years.'? Sixty percent of facilities had
positive margins in all four years, and 35 percent had both
positive and negative margins during this period. The
cohort of SNFs with a higher share of Medicare days were
more likely to have consistently positive Medicare
margins than those with the lowest share of Medicare
days.
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Hospital-based SNF payments and costs

The aggregate Medicare margin for hospital-based SNFs
was —87 percent in 2003. This margin represents a
decrease from the 2001 Medicare margin of —62.7 percent
that we reported last year (MedPAC 2004a). Interpreting
the negative Medicare margin for hospital-based SNFs is
complicated by the standard practice of allocating the
hospital’s overhead costs across all of the units in its
facilities, including its SNF units. The effect of this
practice may be that hospital-based SNF units likely
record higher overhead and total costs than they otherwise
would if they had recorded only the costs of providing
services to SNF patients. Hospitals also may have higher
cost structures than freestanding nursing homes.

How should Medicare payments
change in 2006?

When recommending appropriate Medicare payment
changes for fiscal year 2006, MedPAC first considers
whether payments appear adequate in 2005 and then
examines how costs are likely to change in 2006. In this
section we discuss recent cost growth in the SNF industry.

SNFs’ costs of providing care have changed dramatically
since the prospective payment system for SNFs was
implemented. In the 1980s and 1990s, before the PPS,
Medicare payments were based on incurred costs. During
this period, Medicare imposed payment limits for routine
services, such as room and board, but did not limit
payments for capital and ancillary services, including
therapy. The GAO and the OIG found that costs during
this period were excessive (GAO 2002e, OIG 1999b). For
example, cost growth for ancillary services averaged 19
percent per year between 1992 and 1995, while the cost of
routine services increased an average of 6 percent annually
(GAO 2002e). According to the GAO, Medicare spending
growth on SNF services also was high, averaging 30
percent per year between 1986 and 1996. Much of this
growth was due to an increase in the provision of ancillary
services, such as therapy (GAO 2002d).

Under the PPS, SNFs have incentives to decrease the costs
of providing each day of care. Research suggests that
SNFs have reduced their costs in response to these
incentives (MedPAC 2004a). MedPAC'’s analysis of
SNFs’ reported costs also found that cost growth has
slowed since the PPS was implemented. Freestanding

SNFs’ average annual per-day cost growth for Medicare
beneficiaries was 3.6 percent between 2000 and 2003.!3
At the 25™ percentile of the distribution, average annual
SNF per-day cost growth was 0.4 percent; at the 75™
percentile it was 7.9 percent.

Update and distributional
recommendations

SNFs should be able to accommodate cost changes in
2006 with the Medicare margin they have in 2005;
therefore, we recommend:

RECOMMENDATION 2C-1

The Congress should eliminate the update to payment
rates for skilled nursing facility services for fiscal year
2006.

RATIONALE 2C-1

The evidence generally indicates that Medicare
beneficiaries continue to have access to skilled nursing
facility services. We project the Medicare margin for
freestanding SNFs will be 13 percent in fiscal year 2005,
and we expect prior cost trends to continue. Our analysis
of cost growth finds that average per-day Medicare cost
growth was 3.6 percent between 2000 and 2003. Given
these circumstances, SNF payments appear adequate to
accommodate cost growth; thus no update is needed.

IMPLICATIONS 2C-1

Spending

e This recommendation reduces Medicare spending
relative to current law by $200 million to $600 million
for fiscal year 2006 and by $1 billion to $5 billion
over five years.

Beneficiary and provider

* No adverse impact on beneficiary access is expected.
This recommendation is not expected to affect
providers’ willingness and ability to provide care to
Medicare beneficiaries.

Recommendation to improve the
distribution of payments

We reiterate our recommendations from the past two years
to distribute payments more equitably across SNF
services.

Skilled nursing facility services: Assessing payment adequacy and updating payments
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RECOMMENDATION 2C-2

The Secretary should develop a new classification
system for care in skilled nursing facilities. Until this
happens, the Congress should authorize the Secretary
to:

¢ remove some or all of the 6.7 percent payment add-
on currently applied to the rehabilitation RUG-III
groups, and

¢ reallocate the money to the nonrehabilitation RUG-III
groups to achieve a better balance of resources
among all of the RUG-III groups.

RATIONALE 2C-2

The Commission remains concerned that the current SNF
patient classification system does not appropriately
distribute resources among patients with different resource
needs. This is due to the following:

*  Payments for rehabilitation services are based on the
actual or estimated number of minutes of therapy,
rather than on a patient’s clinical characteristics.

*  The RUG-III classification system does not directly
capture differences in patient costs that arise from
nontherapy ancillary services, such as prescription
drugs and respiratory therapy.

*  Payment rates for the RUG-IIIs are based on relative
weights derived from old data that are expensive and
time-consuming to update.

SNFs that care for more patients with expensive
nonrehabilitation therapy needs may not be able to operate
as profitably under the prospective payment system for
SNFs as those that care for a higher proportion of patients
with short-term rehabilitation needs. This disparity could
explain why patients with expensive nonrehabilitation
therapy ancillary service needs may experience longer
delays in accessing SNF services than other patients. This
recommendation would provide a more equitable
distribution of resources among patients with different
resource needs within the SNF payment system.

IMPLICATIONS 2C-2

Spending
*  This recommendation would not affect federal
program spending relative to current law.

Beneficiary and provider

»  This recommendation is expected to improve
beneficiary access and could have redistributive
effects on providers.

Improving quality measurement

for monitoring SNF care

Medicare is responsible for monitoring the quality of care
provided to skilled nursing facility patients. MedPAC also
uses quality measures in determining whether Medicare
payments for SNFs are adequate. MedPAC relies on data
collected by CMS to assess quality in other sectors (e.g.,
hospitals and home health care). Although CMS collects
quality information on nursing facilities, few of these
indicators address the short-stay, skilled care provided to
SNF patients as distinct from those for nursing home
residents. In addition, the quality indicators CMS reports
for short-stay patients have shortcomings.

To better understand both the importance of quality
measures specific to the care of short-stay patients and the
information CMS currently collects to monitor quality, as
well as to identify ways to improve the SNF-specific
information available to assess quality, we interviewed
representatives of CMS, researchers, clinicians, nursing
home quality improvement experts, the National Quality
Forum (NQF), quality improvement organizations (QIOs),
and the nursing home industry. We also reviewed the
literature.

In this section, we synthesize what we learned from our
interviews and literature review and examine ways to
improve Medicare’s and MedPAC’s ability to monitor
quality for SNF patients. Our focus here is on measuring
quality for SNF patients exclusively for the purposes of
quality monitoring and assessing payment adequacy, as
distinct from paying for performance. Further work is
needed to determine whether these measures or other
measures are appropriate for paying facilities based on the
quality of care they provide.

Why SNF-specific information is
important

CMS has always been responsible for monitoring the
quality of care provided to SNF patients as part of its
responsibilities for the Medicare program. Monitoring the
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quality of care is especially important when providers are
paid prospectively for a fixed unit of care, such as the per
diem payment made to SNFs. The concern under PPS is
whether providers have incentives to reduce or improve
quality of care under a payment system adjusted for case
mix (Grabowski 2002).

The experts we interviewed agreed that the quality of SNF
care and nursing home care are not necessarily related
even though SNF care is frequently provided in nursing
homes. They pointed out that the goals and type of care
provided to short- and long-term patients are very different
(see text box on p. 91). Nevertheless, few researchers
study SNFs separately from nursing homes, and some
explicitly exclude short-term patients from their analysis.
One reason short-term patients are excluded might be the
small number of these patients in a nursing home at any
one time—half of nursing homes have five or fewer
Medicare patients per day (Liu et al. 2003). The lack of
independent research on SNF-specific quality issues
makes it even more imperative for Medicare to monitor
SNF quality and to explicitly distinguish between the
quality of short- and long-term care in nursing homes.

The SNF-specific information CMS
currently collects is too limited

CMS has only three quality indicators focused specifically
on measuring the quality of SNF patient care—delirium,
pain, and pressure ulcers—derived from questions on the
MDS.!* The MDS is a standardized assessment filled out
for every patient in a nursing home and every patient with
skilled nursing facility care needs in a hospital (see text
box on MDS opposite). Information on these three
indicators is posted on CMS’s Nursing Home Compare
public website, although CMS reports no information on
these indicators for about one-third of SNFs because they
have too few SNF patients or 14-day assessments to
report. CMS currently has no other way of monitoring
SNF quality. '

The quality measures for short-term patients that CMS
creates from the MDS information are:

e percentage of patients with symptoms of delirium that
represent a departure from usual functioning on a 14-
day assessment,

* percentage of patients at 14-day assessment with
moderate pain at least daily or horrible/excruciating
pain at any frequency, and

» percentage of patients who develop a pressure ulcer
between 5-day and 14-day assessment or percentage
of patients who had any stage pressure ulcer at the 5-
day assessment that worsened by the 14-day
assessment.

Based on our interviews with experts, the indicators do not
reflect whether beneficiaries benefit from the care they
receive in SNFs. Most experts suggested that instead of
identifying the major concerns about quality in SNFs and
what one needs to know to assess quality in those areas,
CMS created quality indicators from available MDS data.
In effect, the three SNF-specific quality indicators are
limited by the focus of the MDS, the questionable
accuracy of the data, and the timing of data collection.

Focus of the indicators

The experts we interviewed are concerned about the
indicators’ lack of focus on the SNF stay. The MDS was
developed to assess patients with long-term care needs.
Although some short-term patients may experience a care
trajectory that leads to a long stay or to death, many are in
skilled care to recover from surgery or other acute events
and are expected to improve their functioning. Because
most short-term patients are expected to improve, our
experts suggested that important measures of quality of
care should assess whether patients benefited from the
care provided and whether the care resulted in patients
achieving the goals of the care plan. For example, more
than three-quarters of Medicare SNF patients receive
rehabilitation services. CMS could assess whether these
rehabilitation services improved patients’ functioning. In
addition, most Medicare beneficiaries want to return to the
community after their SNF stay. Yet estimates, from two
sources, of SNF patients being discharged to the
community range from 42 percent to 70 percent.'®
Comparisons of expected and actual discharge destination
could provide information on whether patients’ goal of
returning home is achieved.

Accuracy of the data

The GAO has questioned the accuracy of information
from the MDS (GAO 2002a, 2002b). It found that when
some states began to monitor MDS accuracy, as many as
85 percent of MDS assessments had errors (GAO 2002a).
The GAO attributed these errors to high turnover in the
nursing home staff who complete the MDS and
misunderstandings of the MDS definitions. The GAO also
expressed concerns about the MDS data because two
studies of MDS error rates by the same CMS contractor
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What is the minimum data set?

plus items (more than 500 data points) used to

assess individuals who receive services in
nursing facilities. It began in 1987, when the Congress
directed the Secretary of Health and Human Services to
identify a core set of elements for nursing homes to use
in assessing residents’ care needs. By the early 1990s
nursing homes that served either Medicare or Medicaid
patients were collecting MDS data on all residents. The
MDS is now the basis for measuring quality for long-
and short-term patients and for determining the level of
Medicare payment for short-term patients and Medicaid
payments in some states. The MDS also is used to
identify nursing homes that may need special attention
during the survey and certification process.

The minimum data set (MDS) is a tool of 300-

During the 1990s the percentage of short-term nursing
home residents was very low (less than 5 percent).
Thus, the MDS was primarily aimed at residents who
did not require skilled care and were not expected to

improve. Over time, the percentage of nursing home
patients who are considered in need of skilled care but
who are expected to stay for a shorter time period has
increased to 8 percent (Liu et al. 2003).

The nursing home is required to complete the MDS on
skilled nursing facility (SNF) patients by the 5, 14,
and 30" day of their stays and every 30 days thereafter.
For short-term patients, a nursing home is expected to
fill out the MDS by reviewing patient information for
the past 14 days. The assessment includes questions
that require observing the patient, asking the patient
questions, and retrieving information from the medical
record. Unlike home health agencies, nursing homes
are not required to assess a patient on discharge.
Because the first assessment is not required in the first
24 hours, technically SNFs are not required to use the
MDS to assess a patient at admission. B

produced different results. In one study, the contractor
found high rates of error for the MDS items at the
individual facility level, especially for the items that make
up the quality indicators (Abt 2001b). In a later but similar
study, the contractor reported that the three SNF-specific
quality indicators reflected actual quality of care the
facility provides, given the patients it served (Abt 2003).
In comments on the GAO’s findings, CMS attributed these
different results to actual improvement in MDS coding
accuracy, but the GAO claimed there was little evidence
of efforts that would have led to improvements in MDS
data accuracy. The GAO also questioned the
representativeness of the data used in the later study
because the sample of SNFs was drawn from six states
and because 50 percent of the facilities that were asked to
participate declined (GAO 2002b). Given the concerns
raised by the GAO about the MDS data and the studies
that evaluated MDS data, we believe that the data
collected using the MDS have not been conclusively
found to be accurate. Quality measures based on these
data, therefore, may not adequately reflect the quality of
care provided in a SNF.

Timing of the assessment

Although SNF patients are assessed frequently—on the
Sth, 14th, 30th, 60th, and 90th day of their stay—they are
not assessed upon admission or discharge. Because our
interviewees support the concept of assessing progress
over time, they suggested two changes in timing to expand
and improve the MDS for quality indicators. These
changes would not necessarily increase the number of
times the MDS is completed. Assessment upon discharge
and admission could be done using an abbreviated
instrument or could possibly substitute for one of the other
routine assessments.

* Assessment on discharge. Our experts uniformly
agreed that an assessment on discharge would provide
missing information for several measures of quality, in
particular functional improvement. An assessment
strategy focusing on the change between the initial
assessment and the discharge would help answer
many of the quality concerns raised by experts,
including whether the goals of care were achieved and
whether pressure sores or delirium were appropriately
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managed. They did not believe a full MDS assessment
is necessary; rather it could focus on quality indicators
for short-term patients, activities of daily living
(ADLs), or even be done using a different instrument.

e Assessment on admission. Currently, the facility has
to fill out the initial MDS assessment by the fifth day,
and the nurse looks back two weeks into the patient’s
history to better understand his or her condition. Some
experts told us that this two-week look back and the
time allotted for filling out the MDS are important for
care management but questioned whether they
improved quality measurement. They suggested that it
might be more appropriate to use a few items (e.g.,
ADLSs) measured at admission to measure quality.

Improving Medicare’s ability to
monitor SNF quality

The experts we interviewed identified several indicators
that CMS does not use to monitor quality of SNF care—
rehospitalization, discharge of patients to the community,
and improvement in functioning. They pointed out that
these indicators would provide better information on
whether beneficiaries benefit from SNF care and whether
the goals of the care plan are achieved.

Two of the three indicators suggested by experts—
rehospitalization and disharge to the community—are
readily available from existing administrative data,
although not from the MDS.

Rehospitalization

The experts we interviewed unanimously suggested that
rehospitalization be used as an indicator of SNF quality of
care. NQF also suggested that rehospitalization be used as
a quality indicator for SNF patients (GAO 2002b). Recent
evidence points to an increase in rehospitalizations, with
Hogan finding that SNF patients were rehospitalized more
than was expected in 2002 (Hogan 2004).

There are several ways to consider rehospitalization by
analyzing SNF and hospital claims. To examine trends in
the quality of SNF care, CMS could examine a range of
measures from all rehospitalizations to only those that
SNFs can prevent. A set of avoidable rehospitalizations
for five conditions that are risk-adjusted have been
developed by a CMS contractor specifically as a measure
of SNF quality (Abt 2001a). We have adopted these
measures as part of our examination of changes in quality
in assessing payment adequacy for SNFs (see page 90).

Discharge to the community

Most beneficiaries prefer to return home from SNFs,
rather than stay in a nursing home. Hogan found that the
share of beneficiaries discharged home from SNFs in 2002
was lower than expected based on pre-PPS discharge
patterns (Hogan 2004).

The MDS is collected on all nursing home residents,
which allows CMS and researchers to determine from data
already collected whether patients discharged from the
SNF remained in a nursing home. SNF claims combined
with hospital claims and dates of death enable researchers
to determine the discharge destination for SNF patients. In
addition, the Colorado QIO and researchers at the
University of Colorado (and others) have developed and
tested a method to predict discharge home that would
allow the actual and expected outcomes to be compared
(Datapro Team 2002b).

Improvement in functional ability

More than one-half of SNF patients—51 percent—do not
have a second MDS assessment (Liu et al. 2003). As a
result, improvement in functional status cannot be
assessed for most SNF patients.

Although Medicare pays for rehabilitation services for
more than three-quarters of SNF patients, CMS currently
has no way to determine if beneficiaries’ functional
abilities improve during their SNF stay. An indicator of
ADL improvement for all SNF patients could be
constructed if ADLs were assessed and reported at
admission (without a look-back period) and at discharge.
Because SNFs have to establish a care plan for a patient
within 24 hours of admission, ADLs could be available at
admission. Several of our experts suggested that SNFs
could report the discharge ADLs on a revised tracking
form.

To improve Medicare’s monitoring of the quality of care
SNFs provide, we recommend:

RECOMMENDATION 2C-3

CMS should:

¢ develop and use more quality indicators specific to
short-stay patients in skilled nursing facilities,

¢ put a high priority on developing appropriate
quality measures for pay for performance, and

¢ collect information on activities of daily living at
admission and discharge.
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RATIONALE 2C-3

Currently, CMS has only three quality indicators for SNF
patient care, all of them limited. Most important, these
indicators—delirium, pain, and pressure ulcers—do not
focus on determining whether Medicare patients benefit
from SNF care or whether the goals for a SNF patient’s
care are achieved. The experts we interviewed suggested
three quality indicators—rehospitalization, discharge to
the community, and ADL improvement—that would
change the focus of SNF quality. Medicare urgently needs
quality indicators that allow the program to assess whether
patients benefit from SNF care. Rehospitalization and
discharge to the community are currently available from
administrative data.

IMPLICATIONS 2C-3

Spending
»  This recommendation would not affect federal
program spending relative to current law.

Beneficiary and provider

»  This recommendation is expected to improve quality
for beneficiaries. It also would minimally increase the
administrative burden on providers if the assessment
of ADLs at admission could be substituted for the first
assessment and only a few items were assessed for
quality purposes at discharge. B
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Endnotes

Medicare covers 100 SNF days in a spell of illness. Medicare
pays 100 percent of the payment rate for the first 20 days of a
SNF stay. From the 21st to the 100th day, beneficiaries are
responsible for a copayment equal to one-eighth of the
hospital deductible, or $115 per day in fiscal year 2005.

With approval from CMS, certain Medicare-certified
hospitals—typically small, rural hospitals and critical access
hospitals—may also provide extended care skilled nursing
services in the same hospital beds they use to provide acute
care services. These are called swing bed hospitals. We do not
include an analysis of swing beds in this report. On July 1,
2002, Medicare began paying swing bed hospitals that are not
critical access hospitals according to the SNF prospective
payment system for SNF services provided to Medicare
beneficiaries. Critical access hospitals continue to be paid for
their swing beds based on their costs of providing care.

The SNF per diem payment rates do not cover the costs of
physician services or services of certain other practitioners
(such as qualified psychologists). Medicare Part B still covers
these services. In addition, to limit SNFs’ liability for services
typically outside the scope of SNF care, the Congress
excluded payments for certain high-cost, low-probability
ancillary services from the SNF per diem rates. Thus,
Medicare pays separately when SNF patients receive
emergency room care, outpatient hospital scans, imaging and
surgeries, and certain high-cost chemotherapy agents and
prosthetic devices. But the per diem rates do cover the costs
of physical, occupational, and speech therapies, even if a
physician supervises.

The rehabilitation category includes patients who would
qualify for one of the other RUG-III skilled care categories if
they were not receiving or expected to receive at least 45
minutes of rehabilitation therapy each week. The extensive
services category includes patients who have received
intravenous medications or tracheostomy care or required a
ventilator/respirator or suctioning in the past 14 days or have
received intravenous feeding in the past seven days. The
special care category includes patients with multiple sclerosis
or cerebral palsy, those who receive respiratory therapy seven
days per week, or are aphasic and tube-fed. The clinically
complex category includes patients who are comatose; have
burns, septicemia, pneumonia, internal bleeding, or
dehydration; or receive dialysis or chemotherapy.

Data are for SNF as the sole post-acute care modality and
exclude deaths and transfers.

Quality indicator is a generic term in this chapter.

MedPAC used a program developed by Andrew M. Kramer,
M.D., and Ron Fish, M.B.A. at the Center on Aging,
University of Colorado Health Sciences Center.

8  The episode endpoint was determined by events occurring

within 31 days of the last bill in the episode. Only episodes
that were not truncated by the end of the year were used in
the analysis. For this analysis, episode terminations were
made mutually exclusive by creating a hierarchy of the
possible end points. For example, all deaths within a month
of episode termination were counted as a single category
even if death occurred after a readmission to the hospital. To
make results comparable, 2002 rates were adjusted for case
mix using the principal post-acute care diagnosis. Expected
rates in 2002 were determined by first calculating the 1996
average rates of episode end points by principal post-acute
care diagnosis. Next, the average episode endpoint rate for
each post-acute care diagnosis in 1996 was applied to the
2002 data to determine the 2002 expected episode endpoint.

9  SNF services, covered by Medicare under Part A, must be

furnished within 31 days of a 3-day hospital stay, pursuant to
a physician’s orders, be reasonable and necessary for the
treatment of the patient’s injury or illness, and must be
reasonable in length and quantity.

10 The average length of stay (ALOS) for SNF patients is from
MedPAC 2004a; ALOS for nursing facility residents is from
Bates-Jensen et al. 2003. The ALOSs are mutually
exclusive.

11 When calculating SNFs’ aggregate costs in the base year, we
increase the estimated nursing share of the average routine
costs reported on the SNFs’ cost reports by the additional
nursing costs of caring for Medicare patients. This
adjustment reduces the Medicare margin as it increases
SNFs’ routine costs.

12,13 This analysis included freestanding SNFs with complete
cost report data in each year between 2000 and 2003.

14 NQF endorsed these indicators.

15 The Nursing Home Compare also lists staffing levels and
complaints and deficiencies reported by nursing homes
through the Online Survey, Certification and Reporting
(OSCAR) system. The information, however, is facility
specific and is not broken down by whether the individual is
a short-term patient or a long-term resident. CMS, GAO, and
the OIG all have reported concerns about the reliability of
OSCAR data (GAO 2002b, HCFA 2000, OIG 2004).

16 The 42 percent is from Datapro Team 2002a; the 70 percent
is from Kramer et al. 1999.
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R EC O MMENDATI ON

The Congress should eliminate the update to payment rates for home health care services for
calendar year 2006.

COMMISSIONER VOTES: YES 15 « NO O « NOT VOTING O * ABSENT 2




SECTION

In this section
Section 2D: Home health services

* Are Medicare payments
adequate in 2005?

* How should Medicare
Access to home health care for most beneficiaries is good, though some payments change in 2006?

beneficiaries report some difficulties. Quality has improved slightly. The «  Should the prospective

payment system’s structure

number of certified agencies increased in the past year. The projected
change?

Medicare margin for home health services in 2005 is 12.1 percent, sug-
gesting that Medicare’s payments more than cover the costs of caring for
Medicare home health users. We continue to be concerned that the payment system may not be distributing pay-
ments accurately and may affect access to care for some eligible beneficiaries. MedPAC and others should con-

tinue to examine the payment system’s design.
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Are Medicare payments adequate

in 2005?

We find evidence of good access to care for most
beneficiaries, though some beneficiaries continue to
experience some difficulties. The quality of care has
improved. We also observe an increase in the number of
home health agencies (HHAS). In terms of volume, the
numbers of episodes and users have risen, while the
amount of service within an episode continues to fall. Few
home health agencies seek capital through publicly traded
shares or public debt; thus, these measures of access to
capital are not very instructive in this sector.

Background: What is home health and
the home health payment system?

Home health care is skilled nursing, therapy, aide service,
or medical social work provided to beneficiaries in their
homes. To be eligible for Medicare’s home health benefit,
beneficiaries must need part-time (fewer than eight hours
per day) or intermittent (temporary but not indefinite)
skilled care to treat their illness or injury and must be
unable to leave their homes without considerable effort.
There are no copayments or deductibles for Medicare
home health services.

Medicare pays for home health service in 60-day units
called episodes. Episodes begin when patients are
admitted to home health care. Most patients complete their
course of care and are discharged before 60 days have
passed. If patients’ care is not completed within 60 days,
another episode of payment may start without a break in
their care.

Agencies will receive a base payment of $2,268 per
episode for home health services in calendar year 2005.
The base payment is adjusted to account for differences in
patients’ expected resource needs, as reflected by their
clinical and functional severity, recent use of other health
services, and therapy use. Payment also is adjusted for
differences in local prices by the hospital wage index.
Adjustments for several other special circumstances, such
as unusually high costs or very short episodes, can also
modify the payment:

* An outlier payment can offset some of the excess cost
of an episode if the labor cost exceeds the payment.

e A low utilization payment adjustment (LUPA)
requires payment by the visit if a patient receives four
or fewer visits during an episode.

* A significant change in condition adjustment can
increase the payment for days remaining in an episode
after a major change in a patient’s health.

* A partial-episode payment allows two agencies to split
the payment for a patient who transfers from one
agency to another during an episode.

In the early 1990s, both the number of users and the
amount of service they used grew rapidly. At the same
time, the home health benefit increasingly began to
resemble long-term care and look less like the medical
services of other post-acute care benefits in Medicare. For
example, in 1996 care from home health aides made up 49
percent of all visits provided; skilled nursing visits, 41
percent; and therapy visits, the remainder (HCFA 1998).
One-third of all visits were provided to beneficiaries who
received more than 300 visits a year (MedPAC 1998).

The 1990s trends prompted changes in the enforcement of
integrity standards, eligibility, and the payment system.
The Secretary initiated Operation Restore Trust,' which
scrutinized Medicare home health and prompted the
involuntary closure of many agencies that did not comply
with the program’s integrity standards. The Congress also
established civil liabilities for physicians who knowingly
falsely certified the eligibility of a beneficiary. The
Balanced Budget Act of 1997 (BBA) included refinements
to the eligibility standards and changes to the payment
system that made the service more similar to Medicare’s
other post-acute care services. The act’s changes led to
fewer visits and reemphasizing skilled nursing and therapy
as a share of services. After these changes, the number of
beneficiaries using home health care fell by about 1
million, and one-third of agencies providing services left
the program. Spending decreased by about half.

More recently, the trends have changed direction. The
total number of beneficiaries using the benefit grew for the
first time in several years between 2001 and 2002, from
about 2.4 million users to 2.5 million, and again in 2003 to
2.6 million. The Congressional Budget Office (CBO)
projects that home health spending will grow 12.6 percent
in 2005 and continue to grow at around 10 percent each
year for the next five years (CBO 2004).
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Ambiguity of product definition and
standards seriously limits analysis of
this sector

Although Medicare’s home health benefit seems relatively
straightforward, the particulars of this benefit are not clear
(MedPAC 1999, 2000). By statute, the purpose of the
home health benefit must be the same as the general
purpose of all the services covered by the Medicare
program—that is, the diagnosis or medically necessary
treatment of illness, injury, or deformity over a spell of
illness. But precisely how the concepts of medical
necessity and spell of illness pertain is less clear for this
service than for others. Home health has few definitive
clinical practice standards to determine what treatments
are necessary and for what kinds of patients they are
appropriate. The lack of standardization is also evident in
the large variation in the average minutes of services per
episode for similar types of patients (see discussion
“Should the prospective payment system change?” in this
chapter).

The eligibility criteria for home health provide some limit
to the amount of service the program will cover. As set
forth in regulation and interpreted in the manuals for home
health, the program only covers home health services for
beneficiaries who need part-time or intermittent skilled
care to treat their illness or injury; the patients must be
homebound—that is, be unable to leave their homes
without considerable effort. Patients who need full-time
skilled nursing care over an extended period generally
would not qualify for Medicare home health benefits
(CMS 2001).

Using these eligibility criteria to determine coverage
leaves a great deal up to interpretation. Coverage decisions
are made by regional fiscal intermediaries, and the benefit
varies across the country. In addition to varying
geographically, interpretations have varied over time.
Initially, beneficiaries’ need for care had to be part time
and intermittent to qualify; a subsequent judicial review
interpreted the criteria as part time or intermittent, which
allowed a much larger number of beneficiaries to qualify.

The lack of definition and clinical guidance for this benefit
makes it difficult to interpret some of the indicators we use
to assess payment adequacy, especially access and quality.
How do we know whether beneficiaries have appropriate
access when it is not clear who among them requires the
service? How do we know whether beneficiaries receive

the right service without clinical guidelines? As we have
recommended, it is important to establish clear eligibility
and coverage guidelines in statute (MedPAC 1999) and to
pursue the research agenda to develop clinical guidelines
(MedPAC 2000). In the interim, serious ambiguities will
persist in any assessment of this benefit.

Beneficiaries’ access to care

In the home health setting, we have three indicators to give
us information about access:

* Do communities have providers?
* Do beneficiaries obtain care?
* Do beneficiaries obtain appropriate care?

The answer to the first question indicates whether
beneficiaries could receive home health if they needed it;
though it does not tell us whether beneficiaries do get that
care. By surveying beneficiaries who got home health care
and those who did not, the second indicator tells us how
many beneficiaries sought care and whether they got it. It
does not tell us whether ineligible beneficiaries sought
care and were denied it. Finally, we use outcome measures
as indicators for the third question because good outcomes
should be closely linked to beneficiaries receiving the care
they need.

In answer to our first question: Most communities have a
Medicare-certified home health agency. In 2004, 99
percent of all Medicare beneficiaries lived in an area that
is served by at least one home health agency.? Ninety-
seven percent of beneficiaries live in an area that is served
by more than one agency; most beneficiaries thus have a
choice among providers. This evidence suggests that no
substantially populated areas of the country lack HHAs.
These results are essentially the same as they were in
2003.

In answer to our second access question, it appears that
most beneficiaries can obtain care with little or no
difficulty. Nearly 90 percent of the beneficiaries who
responded to the Consumer Assessment of Health Plans
Survey (CAHPS) about their home health experiences in
2003 reported that they had little or no difficulty accessing
home health services when they sought them (Table 2D-1,
p. 108).>* The percentage of beneficiaries who did not
have a problem was higher in 2003 than in 2002, while the
percentage of beneficiaries who had a small problem was
lower in 2003 than in 2002.
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TABLE
2D-1 Most beneficiaries had little or no

problem accessing home health
services, 2000-2003

2000 2001 2002 2003
Did you experience
a problem?
No problem 76% 74% 76% 77%*
A small problem 13 13 13 12*
A big problem 11 12 12 11

Note:  Percentages are proportions of those who answered the question. Missing
responses are not included. Columns do not total 100 due to rounding.
*The difference between 2002 and 2003 is significant at the P<.05 level.

Source: Consumer Assessment of Health Plans Survey, 2000-2003.

Policymakers, concerned about rural beneficiaries’ access
to home health care, included add-on payments for
services for rural beneficiaries until April 2003. The add-
on expired in April 2003 and was not available for one
year; it returned at a lower rate for one year in April 2004
and will expire again in 2005. We compared the access to
care that rural beneficiaries reported in 2002 and in 2003
as an indicator of the impact of the lapse of the add-on.
We found that rural beneficiaries reported better access to
care than their urban counterparts did in both years and the
percentage of rural beneficiaries who did not have a
problem with access remained at 80 percent in both years.
This suggests that while the expiration of the add-on did
lower the margins of rural home health agencies, it did not
have an impact on beneficiaries’ access to care.

The CAHPS measures include all beneficiaries who
sought care, both those who acquired it and those who did
not. Also, the question is not restricted to only
beneficiaries who sought care following a hospitalization,
as were some surveys in the past. Unlike similar surveys
of hospital discharge planners or home health agencies,
however, it cannot differentiate between beneficiaries who
are eligible for the home health benefit and those who are
not. Thus, the survey may overestimate the difficulties of
beneficiaries who are eligible for the benefit because it
includes beneficiaries who were ineligible and had a “big
problem” getting home health because they were not
qualified for the Medicare home health benefit.

To answer our third access question, we look at outcomes
measures. Outcomes are important measures of access
because they are the only ones that suggest whether
beneficiaries are getting the care that they need, rather than
merely using care. The fact that outcomes have slightly
improved suggests that home health users’ access to
appropriate care has not diminished. If fewer patients were
able to access the care they need, we would expect
outcomes to decline. This finding is discussed later in this
chapter, in the section “Changes in quality.”

Changes in the volume of services

The term “volume” encompasses three concepts: the
number of users, the number of episodes they use, and the
amount of service per episode. Recently, the numbers of
users and episodes have risen, but the amount of service
within an episode continues to fall:

e From 2001 to 2003 the number of home health users
rose from 2.4 million beneficiaries to 2.6 million.

e Over the same period the number of episodes rose
from 34 million to 36 million.

e The amount of service within an episode continued to
fall. In 2001 the average number of visits per episode
was 18.9; 1n 2003 it was 17.3—a decrease of 8.5
percent in two years.

*  The average number of total minutes per episode fell 8
percent from 2001 to 2003 (Table 2D-2). Minutes of
skilled nursing and aide service declined; therapy
minutes remained about the same; thus, therapy
increased as a proportion of total visits per episode.’

The trend in minutes by visit type in this table suggests
that the benefit continues to encourage growth in therapy
services as a proportion of all services. The home health
prospective payment system (PPS) includes a threshold for
therapy visits; if met or exceeded, the payment for that
episode increases substantially. There is no threshold for
skilled nursing or aide visits.

Changes in quality

The improvement in quality scores suggests that
beneficiaries’ access to appropriate care has not decreased
(Table 2D-3). These scores represent the percentage of
patients who did improve out of the total number who
could improve (improvement) or the percentage of
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Nursing and aide service
continue to decrease

TABLE
2D-2

Average minutes per episode

2001 2002 2003
Skilled nursing 354 355 332
Home health aide 279 270 229
Physical therapy 180 187 184
Occupational therapy 32 34 33
Speech (therapy) 7 7 6
Medical Social Work 10 10 9
Total 944 945 865

Note: Excludes outlier episodes. Averages by visit type do not total the average
total minutes because few episodes include visits of all types.

Source: MedPAC analysis of 20 percent sample of the Datalink file from CMS.

patients who did not decline out of those who could
decline (stabilization). The share of patients who achieved
a positive outcome is greater in the most recent period
(from June 2003 to May 2004) than it was in the previous
period (from June 2002 to May 2003).® More home health
patients may thus be receiving appropriate care, enabling
good outcomes.

These quality indicators are risk-adjusted to account for
the diagnoses, comorbidities, and functional limitations of
patients. Thus, to the extent possible, the improvements

TABLE
2D-3 Share of patients achieving positive

outcomes increased

June 2002 to June 2003 to

over time represent small increases in the quality of care
from home health agencies, rather than changes in patient
characteristics. It is possible, however, that improvements
in coding the patient assessments are occurring and could
contribute to the trend in scores.

Changes in supply of agencies

Over the past 10 years the number of home health
agencies in the program has risen and fallen dramatically.
Under the earlier cost-based payment system, hundreds of
agencies entered the Medicare program. At its high point
in 1997, more than 10,000 agencies had Medicare
certification. The trend switched under the interim
payment system of cost limits, which began in 1997.
Between 1997 and 2000, about 3,000 agencies left the
program. For several years after the PPS was implemented
in 2000, the number of agencies remained around 7,000.

Looking at agency entry over the past 12 months shows a
break from the steady state. As of October 2004 there
were 7,530 agencies in the Medicare program—a 9
percent increase in one year. This growth rate could
indicate that payments are attractive. The increase,
however, may not reflect the creation of new agencies.
Over the same period, CMS has been assigning unique
identification numbers to branches of agencies. We do not
know how many of the “entering” agencies were formerly
branches of existing agencies and therefore not truly new.

The composition of the market has recently changed a
little (Table 2D-4). Freestanding agencies were a slightly
larger portion of agencies in 2003 than they had been in

TABLE
2D-4

Number of Medicare-certified
agencies has recently increased

Measure May 2003 May 2004 1998 2000 2002 2003
Improvement in: Total agencies 9,284 7,317 6,888 7,530
Walking around 34% 36%
Getting out of bed 49 51 Freestanding 72% 70% 72% 75%
Toileting 60 62 Facility-based 28 30 28 25
Bathing 57 60
Managing oral medications 35 38 Rural 32 35 34 -
Getting dressed 62 65 Urban 68 65 66 -
Stabilization at bathing 91 92
Patients who are confused Proprietary 55 49 52 55
less often 40 42 Voluntary 31 35 34 31
Patients have less pain 57 59 Government 14 16 15 14

Source: 2003 and 2004 Home Care Compare from CMS.

Source: 1998, 2000, 2002, and 2003 Provider of Service files from CMS.
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the past several years. The distribution of agencies by type
of control (proprietary, voluntary, or government) has
returned to that of 1998, with a larger proportion of
proprietary agencies. The proportion of agencies located in
urban or rural areas has shifted only slightly.

The number of HHAs is an indicator of whether agencies
have chosen to enter, remain in, or exit the program and as
such is related to their judgment of the adequacy of
Medicare’s payments. However, the number is not an
indicator of system capacity. Agencies range in size from
very small HHAs serving fewer than 100 beneficiaries
annually to much larger ones serving more than 5,000
beneficiaries a year. Also, the flexible structure of a home
health agency does not fit the typical concept of capacity.
HHAs are not restricted by bed size or other physical plant
considerations (for example, number of exam rooms or
operating rooms). Even the number of employees is not a
capacity measure, because many HHAs can and do use
contract therapists, aides, or nurses to meet their patients’
additional needs.

Home health agencies’ access to capital

Some evidence suggests that home health agencies have
good access to capital. The Braff Group, which specializes
in buying and selling home care companies, was strongly
positive about Medicare home health as a sector (Braff
Group 2004). The Group predicted that 2004 would be “a
break-out year for merger and acquisition activity for
Medicare certified home health agencies,” citing a $150
million purchase of an agency out of bankruptcy and a
very steep increase in the value of invested capital in
another home health agency. The Group concludes that
“access to debt appears to be improving” for the publicly
traded home health sector.

A report from Smith Barney on the largest publicly traded
home health agency rated the agency a “buy” with “high
risk.” (Ripperger and Bao 2003). The report forecasts a
Medicare margin between 12 percent and 15 percent for
home health agencies and asserts that agencies with high
Medicare shares are attractive investments. Nevertheless,
it also notes the challenge of predicting regulatory changes
and the history of fraud and abuse as risks.

Few home health agencies access capital through publicly
traded shares or public debt. Capital seekers’ access to
capital appears to be largely determined by their size and
the perception of regulatory risk for the industry. In the

broadest definition of the industry, national health
expenditures for home health in 2001 totaled $33 billion,
quite a small figure compared with the $450 billion for
hospital care or even the $100 billion for nursing homes.
The largest publicly traded home care company has only a
2 percent or 3 percent market share (CMS 2003).

Furthermore, the industry’s access to capital is not
indicative of the adequacy of Medicare’s payments
because Medicare is not the dominant player in the
broadly defined home health industry. The industry
includes all home care services, such as private duty
nursing from agencies without Medicare certification and
Medicaid home care services. Of this total, Medicare
payments account for less than 30 percent. Medicaid’s
share of the broadly defined industry is nearly equal to
Medicare’s.

Though Medicare is not a dominant player in the home
health industry, it is a substantial payer for many of the
agencies that participate in Medicare. Medicare’s share of
revenue among those agencies that are Medicare-certified
varies substantially from agency to agency. Among the six
largest publicly traded HHAs, Medicare’s share of
payments ranges from less than 5 percent to nearly 90
percent (CMS 2003). Among agencies that are Medicare-
certified, 70 percent of patients are Medicare fee-for-
service beneficiaries. Medicare+ Choice enrollees,
Medicaid recipients, and patients with private pay sources
each comprise about 10 percent of the remainder of the
caseload of Medicare-certified agencies (Outcome
Concept Systems 2002).

Although investor analyses of publicly traded agencies
may be interesting, they probably do not provide useful
evidence for gauging the availability of capital—nor the
adequacy of payments—for most of the providers in this
sector. Most HHAs are not publicly traded. Home health is
not a capital-intensive service compared to “bricks-and-
mortar” services such as inpatient hospital. Many HHAs
might not seek capital in a given year or might use capital
that we cannot measure, such as personal loans.

Payments and costs for 2005

One method the Commission uses to evaluate the
adequacy of current payments is to calculate the
relationship between payments and costs using current and
projected data.
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In modeling 2005 payments and costs, we incorporate
policy changes that went into effect between the year of
our most recent data, 2003, and our target year, 2005, as
well as those scheduled to be in effect in 2006. These
include:

» the expiration of the 10 percent rural add-on for
services provided to beneficiaries living outside
metropolitan areas on April 1, 2003;

» the restart of the rural add-on at 5 percent on April 1,
2004;

» the full market basket increase in October 2003;
* the decrease in the base rate of 0.8 in April 2004;

» the payment increase of 2.3 percent (market basket
less 0.8 percent) in January 2005; and

» the expiration of the 5 percent rural add-on on April 1,
2005.

We did not include the January 2006 update of market
basket minus 0.8 percent in the Medicare Prescription
Drug, Improvement, and Modernization Act of 2003
(MMA) because that update is the question at hand. Our
model of home health agencies’ financial performance is
based on data from freestanding home health agencies.

This model projects a current aggregate margin of 12.1 in
2005, which is a decline from our base year of 2003
(Table 2D-5). This margin indicates that the payments are
more than adequate to cover the costs of caring for
Medicare beneficiaries. A relatively small share of
agencies are doing poorly in terms of their Medicare costs
and payments, as the distribution of margins from 2003
indicates that 80 percent of agencies had positive margins.

Though the aggregate margin is high, some agencies will
fare better than others. Variation in financial performance
exists among private, typically for-profit agencies and
those operated by voluntary organizations or the
government. The relationship between financial
performance and agency size that we noted in previous
years persists this year: Generally, larger HHAs have
higher margins.

In the ab