MEDICARE PAYMENT ADVISORY COMMISSION

PUBLIC MEETING

The Horizon Ballroom
Ronald Reagan Building
International Trade Center
1300 Pennsylvania Avenue, N.W.
Washington, D.C.

Thursday, January 10, 2008
9:49 a.m.

COMMISSIONERS PRESENT:

GLENN M. HACKBARTH, J.D., Chair

ROBERT D. REISCHAUER, Ph.D., Vice Chair
MITRA BEHROOZI1, J.D.

JOHN M. BERTKO, F.S.A., M.A_A_A.

KAREN R. BORMAN, M.D.

RONALD D. CASTELLANOS, M.D.

FRANCIS J. CROSSON, M.D.

NANCY-ANN DePARLE, J.D.

DAVID F. DURENBERGER, J.D.

JACK M. EBELER, M.P_A.

JENNIE CHIN HANSEN, R.N., M.S_N., F.A_A.N
NANCY M. KANE, D.B.A.

ARNOLD MILSTEIN, M.D., M.P.H.

WILLIAM J. SCANLON, Ph.D.

BRUCE STUART, PH.D.

NICHOLAS J. WOLTER, M.D.



AGENDA PAGE

Assessment of payment adequacy: physicians 5
-- John Richardson

Assessment of payment adequacy: dialysis 49
-- Nancy Ray
Update on CMS’s value-based purchase report 60

—-- John Richardson

Assessment of payment adequacy: hospitals 79
-- Jack Ashby, Craig Lisk, Jeff Stensland

Public Comment 111

Assessment of payment adequacy: skilled nursing 124
facilities
-- Carol Carter

Assessment of payment adequacy: home health 160
-- Evan Christman

Assessment of payment adequacy: inpatient 177
rehabilitation facilities
-- Jim Mathews

Assessment of payment adequacy: long term care 188
hospitals
-- Anne Mutti, Craig Lisk

Bundled payment around a hospitalization 210
-- Anne Mutti, Craig Lisk

Promoting the use of primary care 260
-- Cristina Boccuti, Kevin Hayes, John Richardson

Public Comment 306



10

11

12

13

14

15

16

17

18

19

20

21

22

PROCEEDINGS

MR. HACKBARTH: Welcome to everybody.

As most of you know In the audience, this is the
meeting at which we vote on our update recommendations for
the various Medicare payment systems, with the
recommendations to be included in our report published March
1st.

Much of today"s agenda i1s devoted to those update
recommendations. The process of developing recommendations
on updates is a difficult one and often a frustrating
process for commissioners. The nature of the task is that
we"re supposed to recommend one number that reflects the
appropriate increase iIn rates for broad groups of providers
in very diverse circumstances. It is challenging at best to
know what that one right number might be.

Our fundamental mission Is to bring as much rigor
and analysis and data to that process as we possibly can so
that the Congress has the benefit not just of our
recommendation on the specific number but also has the
benefit of the information behind i1t.

We have been using essentially the same framework

for making those update recommendations for the last five or
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six years. As those of you who follow our work closely
know, we review a variety of factors in formulating the
recommendation. Where the information is available, we look
at financial information drawn from cost reports. We look
at beneficiary access to care, changes in quality of care to
the extent that they can be measured. We look at access to
capital. In the case of physicians, where we don"t have
cost report information, we compare Medicare payment rates
to private sector payment rates. So we try to zero in on
the most appropriate update, looking at a variety of
different types of data.

The framework that we®"ve been using for the last
five or six years is, | think, a reasonable one. But 1 also
think 1t"s important for us to regularly review our
approach. And so over the course of the next number of
months, In preparation for next year"s cycle, we will be
taking a look at the update framework, the payment adequacy
framework, that we use to see if we can Improve It or
potentially even change it in more fundamental ways.

A key concept in that review, at least from my
perspective, is the notion of efficient providers. Those of

you who follow us really closely, as 1 know many of you do,
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know that MedPAC"s mandate from the Congress is to make
recommendations that are adequate to support care iIn
efficient providers. That efficient provider language was
added several years ago. And so part of the review that we
undertake of the payment adequacy framework will be targeted
at that, in particular. Are there ways that we can define
efficient provider and operationalize, 1t you will, that
concept for the various payment systems?

Exactly where this discussion will lead, 1 don"t
know, but 1 wanted to let you know that we will be
undertaking that work.

So now, to turn to the first of our update
presentations and recommendations, John, you"re going to
lead the way on physicians; correct?

MR. RICHARDSON: Yes. Thank you and good morning
everyone.

Today 1 would like to review the analysis of
payment adequacy for physician services that was presented
at our last meeting in December, present one new piece of
payment adequacy analysis that we did not have ready in
December, and then present a draft update recommendation for

physician payments in 2009.
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6

First, though, we want to be sure that everyone is
up to speed on the changes to Medicare physician payment
policy for 2008 that were enacted after our meeting in
December. These policy changes were made by the Medicare,
Medicaid, and SCHIP Extension Act of 2007 that passed both
houses of Congress the week of December 17th and was signed
by signed by the President on December 29th.

First, the Act put In place a 0.5 percent increase
in the physician fee schedule conversion factor effective
from January 1st through June 30th of this year. If this
change had not been enacted, the update on January 1 would
have been negative 10.1 percent.

The Act also stipulates that future update
calculations under the sustainable growth rate, or SGR,
formula shall should be affected by the new 2008 update. In
practical terms, this means that the new law does not change
future fee schedule updates which are currently projected to
be negative every year through at least 2016 under the
current SGR formula.

The Act also extended two payment policies that
were scheduled to expire at the end of 2007, the floor on

the geographic practice cost index that effectively
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increases payments to areas with relatively lower practice
costs such as rural areas, and a provision for a 5 percent
bonus payment to physicians practicing in designated
physician shortage areas. Both of these extensions are
effective through June 30th of this year.

Altogether the three policy changes 1 just
described were scored by the Congressional Budget Office as
increasing Medicare spending by a total by of about $3.1
billion in fiscal year 2008.

To offset some of these new costs, the Act
eliminated all but a fraction of a capped $1.35 billion fund
created under the Tax Relief and Health Care Act of 2006, or
TRHCA, to fund either the 2008 conversion factor update or
the 2008 physician quality reporting initiative.

As you may recall, the Secretary opted, iIn the
final rule for the 2008 physician fee schedule, to apply
this fund in its entirety to PQRI for 2008. In effect, the
Congress has overridden that decision by the Secretary and
instead applies almost all of the fund to offset the cost of
the new 2008 update. This action by the Congress is
consistent with the Commission®s recommendation last year

for the use of these funds.
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The Congress did not eliminate PQRI, however. To
the contrary, it was extended for another year, through
2009. The difference now is that funding for PQRI bonus
payments, which are equal to 1.5 percent of a physician®s
total allowed charges if he or she meets the program
criteria, will come directly out of the Part B Trust Fund
without the cap on total spending that was imposed under
TRHCA.

Lastly, the 2007 Extension Act sets aside a new
pool of funding of about $5 billion to be used for future
physician updates. We anticipate that future legislation
will further define exactly when and how this new funding
would be applied. But the important take away at this point
is to be aware of the fund®s existence and Congress” stated
intent to apply these funds to future physician updates.

I now will review the physician payment adequacy
indicators that we considered at our December meeting and
present the one indicator that we have since December,
specifically one that compares Medicare and private
insurers® payment rates.

As you will recall, a central component of our

adequacy analysis is a survey of Medicare beneficiaries”
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self-reported access to physician services. This slide
summarizes the key findings of the 2007 survey, which |
presented in more detail iIn December. The survey was
fielded from August through September 2007 and provides the
most up-to-date information we have on beneficiaries™ access
to physician care.

First, the survey found that Medicare
beneficiaries who needed to make an appointment for routine
care or to treat an illness or injury reported better or
equal rights of access to their physicians compared to
privately insured individuals aged 50 to 64. Medicare
beneficiaries more frequently reported never having to wait
for an appointment and less frequently sometimes having to
wait and the differences between the two groups were
statistically significant.

Second, the survey indicated mixed access results
among the subset -- about 10 percent -- of Medicare
beneficiaries who looked for a new physician in the
preceding year. There was a small not statistically
significant iIncrease iIn the percentage of beneficiaries
reporting some difficulty finding a new primary care

physician. That percentage went from about 24 percent iIn
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the 2006 survey to about 30 percent in 2007. A greater
percentage of individuals in the privately insured group who
looked for a new primary care physician reported no problem
finding one. And that difference between the privately
insured and Medicare beneficiary groups was statistically
significant.

Also, fewer beneficiaries who looked for a new
specialist reported problems finding one In 2007 compared to
2006, and fewer of them reported problems than similarly
situated individuals iIn the privately insured group.

Taken together the result of our 2007 beneficiary
access survey lead us to conclude that, at least from a
national perspective, beneficiary access to physician care
is good for the vast majority of Medicare beneficiaries but
also that pockets of access difficulties do exist,
especially for beneficiaries seeking new primary care
physicians.

In December, we also reviewed the other payment
adequacy indicators that are shown on this slide. Just to
briefly review them for you, two surveys of physicians that
were conducted in 2006, one fielded by the Commission and

one by the National Center for Health Statistics, found that
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most physicians are accepting new Medicare patients. The

2006 National Ambulatory Medical Care Survey fielded by NCHS

in 2006, found that among physicians for whom Medicare
compromised at he least 10 percent of their revenue, about
90 percent of primary care physicians and about 95 percent
of specialists reported accepting new Medicare patients.
These results were similar to the 2004 and 2005 surveys.

On the supply of physicians billing Medicare for

fee schedule services, our analysis of 2006 paid claims data

found that the number of individual physicians billing the
program continued to keep pace with growth in total Part B
enrollment. We also looked at the volume and intensity of
services provided in 2006 on a per beneficiary basis and
found that that continued to grow in 2006, albeit at a
somewhat slower overall rate of growth than in proceeding
years.

Lastly, our analysis of ambulatory care quality
indicators found that most of them increased or remained
stable in 2006 compared to the base period two years
earlier.

Our final piece of analysis, which was not ready

in time for the December meeting, 1°1l present now. For
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THIS analysis, we compare the national average of physician
fees paid by Medicare to those paid by two large national
private insurers. Averaged across all services and areas,
the 2006 ratio of Medicare rates to private payer rates was
81 percent, which is lower than 83 percent ratio we found iIn
2005. This means that averaged across all physician
services and geographic areas Medicare physician fees were
81 percent of the fee schedule amounts paid by the two large
national private insurers represented in our analysis.

We also separately compared Medicare®s and the
private payer®s payment rates just for evaluation and
management services and found the ratio for those primary
care services was 86 percent in 2006. In 2005 that ratio
was 89 percent. So here again we see a small decrease iIn
the ratio between the two years. One possible reason for
the lower ratios In 2006 compared to 2005 could be because
there was no update for Medicare physician payment rates in
2006 while the private payer physician rates presumably
increased, at least a bit.

It 1s important to remember that all of this
analysis is based on national averages of physician payment

rates and that the differences between Medicare and private
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payers® physician fees may vary substantially from these
averages within a particular market area or for a particular
service.

Taken altogether then, our payment adequacy
analysis indicates that Medicare"s current physician payment
system from a very high level perspective is reasonably
adequate and stable. However, as the Commission has pointed
out iIn past reports to the Congress, the current payment
system has several shortcomings that |1 want to touch on
briefly before moving to the update recommendation. We
think that these payment policies need to be addressed to
reach the Commission®s goals of increasing the overall value
and efficiency of Medicare services.

This slide presents three major payment policy
areas where the Commission has discussed ways to improve the
value of physician services purchased by Medicare. First,
we have discussed how rapid increases in the volume of some
services may be assigned the prices Medicare pays for these
services are not as accurate as they should be. In
response, we"ve recommended that Medicare should establish
an independent expert panel to identify possibly overvalued

services and we have suggested that Medicare could consider
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automatically correcting misvalued services.

Second, we have analyzed the rapid growth of new
diagnostic and therapeutic services that has taken place
with limited or no evidence of the comparative effectiveness
of these services against the older services that they are
replacing. The Commission has presented its views on the
need for an independent entity to sponsor and disseminate
research on comparative effectiveness that could inform
Medicare®s decisions on coverage and payment policy for
these services.

And third, we have discussed the extensive body of
research that shows wide variation across geographic areas
in the levels and growth of the volume and intensity of
services delivered to Medicare beneficiaries with no
apparent corresponding relationship to the quality of care
or outcomes. Recognizing the physician®s central role in
the health care delivery system and the power of her pen and
prescribing pad in allocating health resources, the
Commission recommended in 2005 that Medicare should measure
and provide confidential feedback to physicians on their
health care resource use.

Again, the purpose of this brief overview of these
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past recommendations and discussions for improving the value
of services is to put the draft recommendation 1°m about to
discuss In some context.

That draft recommendation is as follows: The
Congress should update payments for physician services in
2009 by the projected change in the iInput prices for
physician services less the Commission®s expectation for
productivity growth. The Congress should also enact
legislation requiring CMS to establish a process for
measuring and reporting physician resource use on a
confidential basis for a period of two years.

Based on our current estimates of iInput price
increases, which is 2.6 percent for 2009, and expected
productivity increases, which is 1.5 percent, the resulting
2009 update recommendation is approximately 1.1 percent.
Compared to the projected negative 5.0 percent update that
would occur under 2009 under current law, the recommended
update of 1.1 percent would stabilize the physician payment
system while Medicare moves forward to improve the value of
physician services it purchases.

In terms of spending implications, the proposed

update recommendation would increase Federal spending in
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2009 by more than $2 billion and by more than $10 billion
over the subsequent five-year period relative to current
law. Again, enactment of any positive update, or indeed any
update greater than the negative 5 percent update under
current law, would increase spending relative to that
baseline.

The beneficiary fTinancial implications are that
the update recommendation would iIncrease Part B i1nsurance
and coinsurance amounts for physician services relative to
current law and, of course, providers would see higher
Medicare payments relative to current law.

I just want to make a couple of brief comments on
the physician resource piece of the recommendation.

We are considering that CMS, at the end of the
initial two-year period of confidential feedback, should be
prepared to use the physician resource data as collected
along with quality of care measures to set payment policy.
Realistically, it will take time and perhaps additional
administrative resources and programmatic flexibility from
the Congress for CMS to develop the operational
infrastructure needed and be ready to integrate resource use

information into the payment system. We suggest the
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proposed two-year period as a reasonable time to balance the
need for developing the operational infrastructure and to
maintain the sense of urgency for this policy change.

That concludes my remarks. Thank you, and 1 look
forward to your discussion.

MR. HACKBARTH: John, could I ask for a
clarification? You said that for 2009 the scheduled
reduction iIs minus 5 percent?

MR. RICHARDSON: Correct.

MR. HACKBARTH: It might be helpful for you to
connect that to the minus 10 percent that is much talked
about for the current year.

MR. RICHARDSON: Sure. First of all, the minus 10
percent that would have occurred January 1st was avoided by
the Congress®s action at the end of December to put in place
a 0.5 percent update for the first six months of the
calendar year 2008. Under current law, assuming no further
Congressional action, the physician conversion factor would
go down by 10 percent on July 1st of this year.

However, the way that the law was written, the
changes in 2008 are not to be taken iInto consideration when

calculating the 2009 update which currently is projected to
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be minus 5 percent under current law.

So regardless of whether Congress extends the 2008
update that i1t enacted from January through June, i1f it
extends that for the entire year, regardless of that or not,
the update January 1st, 2009 would be minus 5 percent as
opposed to the recommendation here which would be to
increase i1t by about 1.1 percent.

Is that as clear as mud to everyone?

DR. SCANLON: Minus 5 percent from what? From the
July 1st conversion factor or the January 1st conversion
factor?

MR. RICHARDSON: I believe from the January 1st
conversion factor.

MS. BOCCUTI: I think, Glenn, was your original
question a little bit about why was he talking about 5
instead of 10? |Is that what you were asking? Bob 1is
shaking his head no and you"re shaking your head yes.

[Laughter.]

MS. BOCCUTI: 1 think -- realize that it"s a 10
percent from what they got the year before. What"s iIn
legislation is about two different things. One is the

conversion factor. So that they"re already going to have
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the 5 percent cut because of the SGR. But recall for 2007
there was also a 5 percent bonus. So that brings the 2008
update down to 10 percent had there been no legislation.
Does that help?

MR. HACKBARTH: Yes.

MS. BOCCUTI: 1 think that®"s what you were asking.

MR. HACKBARTH: Bob did you have a different
question?

DR. REISCHAUER: No.

MR. HACKBARTH: Okay. So could you put up the
recommendation? The recommendation is before you.

I started by saying that these update
recommendations were all difficult. 1 think for me
personally, the physician is maybe the most difficult of
all.

For me what this recommendation would say i1s that,
number one, MedPAC does not think that physician fees ought
to be cut as would happen if the SGR were just allowed to
run Its course. And 1 think that"s a very important message
for us to convey to the Congress.

The second message is that we think Congress ought

to go further than just freeze the rates, as they have done
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sometimes In recent years, and that at least a modest
increase In the rates iIs appropriate.

The third message, and this would not be conveyed
through the language of the recommendation but more through
the text, is that the issues in physician payment as | see
them are not so much about the size of the pool, which is
what the update factor addresses, but how the dollars are
distributed among different types of professionals in
different types of activities. It is there where I have,
personally, the greatest concern about the signals that
we"re sending about what we value iIn terms of physicians”
work .

Beginning at this meeting but potentially
culminating In our spring meetings, March/April meetings, we
will be considering some potential recommendations on those
distributive issues and how we can change the relative
values and change payment for particular types of services
to send better signals. 1 think that®"s very critical work
but 1t Is separate from this recommendation.

So those are my thoughts about what the
significance of the recommendation is. Let me open it up

for discussion. Any questions or comments?
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DR. KANE: First, I want to echo your concern
about the distributional impacts of the current payment
system and the fact that evaluation and management services
in particular, we believe, are grossly undervalued and also
cannot achieve the kind of productivity that perhaps some of
the more technologically advanced specialties get. ITf we
could, 1 would prefer to split the update into two different
parts that had a market basket or i1nput prices for
evaluation and management. And then I don"t really have a
lot to say about the others. But I wouldn®t take
productivity out of the E&M because we know there"s very
little productivity opportunity in the face-to-face work
that a physician does plus the other hour it takes to do all
of the paperwork or even the electronic medical record input
it takes to do primary care iIn an office based face-to-face
work .

So it would be nice if we could acknowledge that
at least in our discussion since apparently we can"t do It -
- 1"m not sure why we can"t do it In our recommendation --
but to acknowledge that in the discussion.

111 add one more thing. The other concern I have

is that the beneficiary survey as to access, it"s 2,000
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Medicare beneficiaries across the country. When you®re
asking 2,000 people across the country whether they have any
trouble finding a doctor or seeing a doctor, 1 think you"re
getting the advantage of a lot of places where there aren™t
a concentration of Medicare beneficiaries.

The real impact, 1 think, of the payment problems
in Medicare for physicians might be more obvious In markets
where there"s a higher concentration of Medicare
beneficiaries, for instance maybe Arizona or maybe Florida.
Because 1™"m hearing constantly, from the folks I know in
Florida -- which include my own parents -- that there is a
problem in seeing a doctor or finding a new primary care
doctor.

And 1°"m wondering if there isn"t some tipping
point where physicians can see that Medicare are available
in some markets because they have a lot of private pay
patients to offset that versus markets where there"s a
greater concentration of Medicare beneficiaries. And that
shouldn®t we be oversampling, iInstead, the markets where
it"s more likely that beneficiaries are going to be having
access problems?

So right now the survey, just so people understand
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what"s underneath that, it"s 2,000 people nationwide iIn
Medicare that we are surveying. And it"s only about 150 of
them or less who are looking for a new primary care doctor.
That can"t possibly gather -- 1 don"t think we"re getting a
clear picture really of how hard it is for elderly in the
markets where they tend to retire and stay to find a new
primary care doctor. And 1 think we really need to
oversample those markets or maybe only sample those markets
to get a better sense of what happens when the Medicare
population is the predominant population.

MR. HACKBARTH: On that latter point, I think
that"s important. You wouldn®t expect access problems to
materialize uniformly across the country geographically or
materialize uniformly necessarily by specialty. Each of
them would have its own dynamics. In fact, 1 think the
access problems probably are more pressing in some areas
than others.

Now CMS, in the past, has made some effort to
actually target potentially problematic markets and to study
them 1n particular. Mark?

DR. MILLER: I"m sure Cristina and John know this

even better than me, but there was this look. And one of
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the takeaways -- and we"ve discussed this in a couple of
meetings and perhaps it just hasn®*t come up recently. But
what you find In those markets is that actually those are
markets that are growing uniformly. People are retiring
there and they are growing demographic areas. You find
access problems for lots of people, not just Medicare.
Because the infrastructure for the area is trying to catch
up to the growth i1n the population. And so privately
insured people have less access to new physicians and
Medicare people.

These studies generally haven®t found this strong
linkage between the payment rate in Medicare and those
issues as much as those markets having surges in
demographics that the infrastructure has not caught up to.

DR. KANE: Have they been able to do this
recently. My sense is the 1mpact of these zero updates is
starting to be more telling than it was maybe even three or
four years ago. 1 don"t know.

DR. REISCHAUER: I think this i1s a very important
point because we really got Into this, and CMS did sort of
with the general idea are Medicare folks have a harder time?

I think looking over the last few years the answer is no.
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But now we should shift to the canary in the coal
mine model which is thinking about those areas where the
first signs of a problem might appear. You have given one
hypothesis about what those areas look like. 1 would give
an alternative one which would be to look at areas where
Medicare payment rates are significantly below those of the
private sector.

And there®s probably three or four other markers
that we might use for how we went about oversampling. But
it"s really catching the first indications that a problem is
going to develop. Because by the time we really see it iIn

the data that we"ve been collecting i1t"s going to be too

late. It will take three or four years to react.
MR. EBELER: I think even within the constraints
of the survey, | actually think that the data we"ve seen in

table one, using that canary iIn the coal mine analogy, do
show the problem evolving in the place where you would
expect it to first occur, which is differentials in primary
care physicians accepting Medicare versus other payments.
You wouldn®"t necessarily expected i1t to show up on getting a
visit with my current physician.

But it just strikes me that even within this data
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the leading indicator one would expect has turned in a
significant way in a warning flag that I think triggers the
need to do a lot more work. But I actually think we"re
seeing the warning even within this current data.

MS. HANSEN: Relative to just -- besides the
canary in the coal mine, the other component of fast-growing
populations have to do with some states that have really
diverse pockets of populations that are growing at greater
speed. And that was our chapter on the future beneficiary.
There are some pockets that are growing with great
diversity, as well. And since some previous studies have
shown already some Medicare treatment discrepancies, even
with Medicare coverage, it might be just another component
to begin to take a look at kind of proactively.

DR. BORMAN: 1°d like to remind the group of a
comment that Tom Dean made at the last Commission meeting
which 1 thought was a very telling one, that this whole
discussion creates such a climate of at best angst and
perhaps at the other end outright hostility that it"s very
difficult for, 1 think, the provider community to sometimes
move past this conversation to taking a bigger picture view

of our system and what can be done to make a better system.
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I think Tom said that more eloquently than 1 can.

So this represents, as a practicing physician, a
particularly frustrating and painful discussion probably for
some of us.

In that context, I believe that Glenn has raised
an important point in that this Is meant to make a very
positive statement that it"s not negative 10, it"s not zero,
that there i1s something worth rewarding or increasing out
there. I would just like to make sure that that is cleanly
on the record because 1 think all of us who go to various
physician societies and so forth need to be able to point to
that. The physician community really -- 1t"s going to be a
hard enough explanation as it is and 1 think it needs to be
very cleanly, strongly stated that this iIs meant to be a
strong differentiation. And 1 realize the Commission has
said on multiple occasions the flaws of the SGR and so
forth. But 1 think that is a very important point.

I think we all agree there may be issues with
distribution. [I"m not sure | find the issue quite so clean
as some of you do about well, 1t"s all wrong on the
specialty side and it"s all right on the primary care side.

I would be happy to anecdotally share with you off-line some
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of my personal Impressions about that.

I think the whole notion of cognition versus
action or perhaps intermediate interventions such as imaging
and testing does have a bit more merit. For example, i1f you
were a patient who had a mammographic abnormality and you
were sent to me to give you recommendations, | need to
consider a spectrum of advice here. 1 need to consider from
doing nothing with no intervention, merely re-examining you,
with some sort of intermediate plan of repeated imaging,
some sort of minimally invasive tissue approach, or frankly
taking it out.

And the right thing for that patient is going to
take into the patient"s level of comfort, as well. There
may be the person that says | want this out regardless of
what the evidence may be about it.

So 1 would like to suggest that there i1s a level
of cognition across all specialties and that a good part of
my world is trying to help you decide whether you need the
intervention at all. So I would just like to speak to us
maybe think about rewarding cognition in all of 1ts forms.

And then finally just a semi-technical comment,

which 1°m probably wholly unprepared to make, but terms of
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the part about measuring and reporting resource use, we talk
in the chapter about the volume intensity calculations and
so forth. 1 note the example we used was computer-assisted
detection for mammographic services.

I"m a little puzzled and will talk to staff about
some of the conversation. This is an add-on code. So that
every time you deliver it, you"re delivering a primary
service with 1t, that i1s screening or diagnostic
mammography. So that 1 think you need to regard things like
that as a single event because you don®"t have this CAD in
isolation. And the chapter, to me, somewhat suggested that
we"re substituting CAD for the other service. And really
what we"re substituting is a higher priced service, basic
mammography plus CAD. And 1 want to be a little bit careful
as we go forward about making sure our formulas and
processes for measuring and reporting the resources are as
accurate as we can make them. They"re not going to be
perfect out-of-the-box but I think we need to be real
careful about that part.

DR. STUART: 1°d like to go back to the access to
care issue and actually it"s a question for John. CMS

conducts an annual access to care questionnaire as a part of
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the Medicare Current Beneficiary Survey and it"s delayed a
year from your survey. The 2006 survey | believe is
available.

My question is have you gone back -- and 1t"s a
much larger sample than you look at and it has more
extensive questions. So my question for you is have you
gone back and looked at how well the results from your
annual surveys tally with what MCBS has come up with?

MR. RICHARDSON: We haven"t done that for this
year in particular but in past years -- and I"11 look at
Cristina -- when we"ve done this In the past they are
reasonably consistent. Do you want to add anything to that,
Cristina?

MS. BOCCUTI: They are pretty consistent. Of
course, 1t doesn"t have the component that our survey has
that compares i1t to the private population. The questions
are a little bit different but they"re along the same lines.

In fact, even when we did the beneficiary survey -
- the MedPAC one -- we tried to make it parallel to MCBS so
we could do that for that very reason.

DR. CROSSON: Thank you.

I have some difficulties with the recommendation
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and it"s in no way a reflection on the work of the staff or
the leadership. It"s very much along the lines that 1
think, Glenn, you talked about a few minutes ago.

It seems like the physician payment system is kind
of core to a number of the problems that the Medicare
program faces, that the country faces for that matter. And
specifically iIn this case, both the issues of long-term
Medicare cost trends and the impact of physician decision
making, which in very many instances -- as was mentioned
earlier —- is reactive to the payment system but also, the
relatively rapidly changing impact of the distribution of
the payment system and its effect on physician manpower.

And that seems to be happening rather more quickly than any
of us would have believed it could.

And the fix for that -- since the time to develop,
train, and influence new physicians is relatively long --
the fix for that iIs going to take a significant amount of
time. It seems to me that the physician update process, and
probably the physician payment system itself, is
significantly broken and needs to be fixed.

With respect to the specific recommendation, 1

have a lot of difficulty understanding, honestly, the
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application of productivity, which is an idea derived from
industry, to individual physician practice, particularly the
practices of physicians involved with cognitive services who
have, truthfully, not too many means to Increase
productivity. In fact, it has become confused, 1 think, in
the marketplace with the idea of adding new office-based
services in order to increase productivity as defined by
Medicare-billed charges which i1s, In fact, working against
the interests of the program long-term.

And so I have some difficulty with that notion and
I actually think it does not belong in a physician update
recommendation.

I think what we need long-term is a different
approach. 1"m glad that we are going to take this on
starting at this meeting and hopefully over the next year
and see what we can do, see what recommendations we can make
both with respect to how physician payment should be
updated. But to the extent that it"s in the purview of the
Commission look over time at the entire basis for how
physicians are paid. Because 1 think In the end that is
going to be the key to some of the goals that we have

expressed here at the Commission for a number of years and
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how to Improve the Medicare program.

DR. CASTELLANOS: 1It"s hard to believe that a
physician sitting here can say he"s slightly optimistic. |
think I"m really slightly optimistic because of the
conversation we had during the Executive Session where 1
think we all recognize that there®s a significant problem
and that the Commission is going to be looking at the
payment system or the updates over the next couple of years
or next couple of sessions. Hopefully, the payment
framework needs to be reevaluated.

Now we all recognize, Glenn, that a plus 1 percent
IS much better than minus 5 or 10 percent. But it doesn"t
keep up with our costs. This is still, by the medical
community, is going to be looked at as a terrible message.
And quite honestly it"s insulting.

The medical community has been dealing with the
SGR issue as you well know -- and we have potential cut
backs through 2016. This six month fix, in my opinion, IS a
fiasco. Our costs are going up. If you look at CMS"s data,
it"s about 20 percent since 2001. If you look at MGMA data,
it"s about 40 percent. But the conversion factor is exactly

the same as it was back then. So we really haven®t had an
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increase but our costs are continuing to go up.

I agree with what you said about the productivity.
I think, Nick, you®"ve said i1t. Jack, you"ve implied i1t last
meeting. Jay, you just said i1t now. 1 question whether
this is really appropriate for the physician community.

What the update is, as | said, 1t"s really a blunt
tool for trying to constrain cost. This blunt tool creates
a lot of pressure on the physician societies that have high
costs. These are the family practice, general practice,
internal medicine, and several specialties. So what are we
doing to these people? We are squeezing them even tighter.
This is a group that we want to try to protect.

What"s happening in the real world? As | said
before, we are small businessmen. |If we"re not In business
today, we can"t take care of patients tomorrow. And how do
we stay in business? We do some things that perhaps are
inappropriate. We go into ancillaries to increase our
income. Perhaps we do increase volume. 1 don"t think
there®s any question that happens.

I think what"s happened iIs we"re triggering, by
our decisions on payment, some of the abnormal or perverse

incentives causing us not to respond to some of the core



10

11

12

13

14

15

16

17

18

19

20

21

22

35

issues. As you mentioned, Jay, it"s so right, the payment
really affects a lot of the core issues and the behavior of
physicians.

What am 1 seeing in the real world? 1°m seeing
doctors go out of business. 1°m seeing physicians
considering and going into nonparticipating issues. There
IS a report from CMS -- and i1t doesn"t make sense to me --
but i1t says that general practice has an 89 percent
participating rate.

What i1s happening in my community? They“re going
into concierge medicine. They"re increasing volume.
They"re increasing ancillaries. And the AAMC study two
years ago showed that perhaps physicians are retiring.

Again, we talked about baby boomers. In the face
of baby boomers coming in 2010, we"re going to have a
significant problem with access. We"ve seen it iIn the lay
press. Just this past week the Washington Post had a big
article about the state of Maryland.

Nancy, you brought up a good point about aging
population and different pockets. 1 live in South Florida.
I think it"s fair to say, Nancy, you and 1 had a discussion

and your father and mother lived in Naples and they®"ve had a
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problem. 1t"s a real problem. 1t"s not something that is
okay. 1°m seeing this. 1 really am seeing this. 1™m
seeing the aging physician in the community.

What"s he going to do? He"s not going to stay in
the practice. It takes eight years to train a physician to
replace the physicians that are going out of practice.

I don"t think we can sit back and say everything
is okay. And I don"t think we are saying everything is
okay. But this message is still going out to the medical
community.

I agree with some of the approaches that we talked
about but I can"t vote for that. 1 would strongly say we
just need a full update, very similar to some of the other
Medicare providers. The hospitals are in the same situation
we are. They have increased costs and they have decreased
revenue. That"s exactly what we"re seeing. 1 think what
we"re doing is forcing physicians to do some behavioral
patterns to stay in business.

DR. WOLTER: Just a few comments. 1, too, have a
problem with the update, whether it"s done using
productivity or just 1 percent. 1 think the SGR, as I"ve

said many times, has become a destructive policy. It"s been
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very ineffective. It is driving utilization patterns
outside of Part B. It has distracted us greatly from
focusing on other tactics which might be more effective. 1,
too, am seeing -- i1t"s noise still —- but 1"m hearing a lot
about access issues and decisions that physician groups are
starting to make about new Medicare patients. 1°m worried
about that.

One particularly interesting thing, I was on a
call with some other group practice leaders recently.
There®s a group in the Pacific Northwest that won"t see
private fee-for-service because they"re sophisticated enough
to know that there®s a lot of money being put into that
program and yet they"re stuck at these fee-for-service rates
that don"t go up from year to year.

So I think the physician community is really
starting to look at themselves as being treated quite
differently than the other silos. [I"m worried about that
because 1 think, as many of us believe, physician leadership
and accountability for cost and quality iIs going to be an
essential ingredient to how we solve a lot of the problems
we have. And we®"ve got some policies in place right now

that are driving them away rather than bringing them in.
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And so I don"t think the market basket personally,
which is a different point of view update from some of the
other Commissioners, is really a very effective lever. 1
would say that whether it"s a zero percent update or a 10
percent positive update, unless we start focusing on some
other tactics, we"re not going to get control of costs and
of quality. And so I really have a hard time with where we
are i1n this update.

And then I did want to comment on the resource
utilization because, as | said, | very much believe in
physician accountability. There"s no question that
physicians -- the pen does create a lot of cost. But having
said that, it is a trite-ism that has a lot of truth but
doesn®t tell the whole story. 1"m very concerned about a
resource utilization approach that would attribute care to a
physician who"s responsible for 35 percent of the claims and
has no control over the other 65 percent. And 1 would
remind us all that Elliott Fisher®s work looked at cost of
care in both Part A and B. It wasn"t just Part B. It was
end-of-life care, i1t was ICU days, iIn addition to things
like days of seeing a specialist in the last two years of

life.
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So if we don"t stop only trying to impose
solutions around resource use utilization in silos, we are
not going to create iIncentives for systemness and approaches
to care where physicians can become accountable. In my own
experience, to tackle complex cost and quality problems
takes decision support. It takes data systems. It takes
administrative leadership as well as physician leadership.
And 1"m really worried that we haven®t thought through what
we might be thinking with this recommendation.

I would also say we don®"t have much text in here.
Are we going to start with high volume/high cost episodes?
How are we going to tackle this issue? Design Is very
important. [I"m very, very concerned about the
unsophistication, 1 would say, of where this could go if it
IS not appropriately designed and instituted.

I would also say that the cost of an episode is an
issue, but the issue that none of us have had a good ability
to get our arms around is one could reduce congestion heart
failure admissions and that way have many fewer episodes
that might be looked at. But the episodes of those that
remain could be more costly. And so the utilization issue

which drives so much cost is sort of the elephant that
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nobody has a really good way of getting their arms around.
And yet somehow we need to start talking about that as well
as unit cost and episode.

I would also say that our experience in the group
practice demo is that physicians are very ill-prepared on
severity adjustment. The reason for that is in the fee-for-
service system you can just circle a given code and your
payment will be the same as 1If you are more sophisticated
about any coexisting conditions and that sort of thing. My
recollection iIs that the severity adjuster we"re using in
that demo comes out of the Medicare Advantage severity
adjuster.

In capitation, of course, those systems have
become more sophisticated on making sure their coding is
more all-inclusive because i1t"s increasingly affecting their
reimbursement.

And so how severity adjustment might be looked at
as we look at physician resource utilization 1 think really
i1s challenging. There®s many other issues. It"s really not
worth going into all the potential issues. But hope that we
have our eyes wide open about where that part of the

recommendation might go.
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MR. HACKBARTH: 1 think, Ron, you said the message
was everything is not okay. Before we got too far away from
your comment I want to be real clear that I do not think
everything i1s okay. And 1 don®"t think that this
recommendation should be interpreted by anybody in this room
or by the Congress as MedPAC saying oh, everything is okay,
just adjust the conversion factor a little bit.

I think that there are a lot of real difficult
issues In terms of the impact of the payment system on
physicians, in particular particular types of physicians. |1
think the easy part is to say that. The easy part is to say
that 1t"s driving our health care system In the wrong
direction. The harder part is to figure out exactly how to
change it. We"ve struggled with that in the past. We"ve
made some recommendations. 1 think we need to make more.

We can make some more come the spring.

I also think It"s important to keep in mind that
everything is not okay for the beneficiaries that have their
cost sharing premiums go up. Everything is not okay for the
taxpayers who need to fund the program, many of which are
low-income people who don®"t even have health insurance for

themselves and their families. Everything is not okay for
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our children. This train is going down the tracks at a pace
on a course that | fear for the future of my children.

Everything is not okay. It"s not just a matter of
saying oh, let"s pay more money to all physicians because
their updates have not kept pace with input prices. It"s
way bigger than that.

MR. DURENBERGER: Thank you, Glenn. And thank you
especially for making those latter comments.

I think the last time | had opportunity to express
something like that relative to this was back in 1989,
trying to make an argument for the volume performance
standards laid on top of what we were doing with RBRVS, and
nobody was satisfied with it. But the argument was always
being made that the sight of the gallows gets people to take
action that they should.

We*ve waited for 15, 16, 17 years for a lot of
people In physician leadership to take some action. We"ve
not rewarded people who have done it on their own, as Nick
and others have expressed. Jay, probably in his own
practice. And we have continued to reward those who have
not. And so the gallows ain®"t doing the job. Something

else has to do it.
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The only thing I want to not let go by here is the
issue of productivity. It"s really hard for me, and I"m not
an economist so I can"t tell you what i1s efficiency, what is
effectiveness, what is productivity and things like that.
But we all saw the research this week on how many people die
because we can"t expedite access to cardiac care in this
country. In my community several people have done it and
they~ve probably saved hundreds and hundreds of lives but
they"re not getting rewarded for it because of the fact that
the payment system doesn®t reward them.

I think 1 referred in my last little public
comments to Atul Gawande"s article i1n basically taking Peter
Pronovost®s work and saying who in the world is paying for
this sort of stuff? Who"s is paying for the research?

We"re sitting around waiting for somebody to raise $5
billion to create a great center of effectiveness research,
and at Hopkins this guy is sitting there frustrated as hell
because people can"t adapt to the notion that he
demonstrated in Michigan -- Pronovost I mean -- demonstrated
in Michigan. They saved in 18 months whatever i1t was, 1,500
lives and or something like that and $175 million.

We neither invest in the research or the
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researchers. We"re largely iIn practice. They"re in
Billings or they“re at Hopkins or they“re iIn Pittsburgh or
they"re someplace like that. We"re not investing iIn that,
either at the front end to get them to do 1t, nor are we
investing at the back end in paying for those who adopt it.
You can look at retail clinics and how they are just chewing
away at the productivity issues iInside the system. They are
producing the kind of care for a lot less money.

So all 1 would argue for is stop using the
national labor department productivity standards as a way to
reward Peter Pronovost and people like that -- or penalize
them 1f you will -- and create a health-specific medical-
specific definition of productivity, effectiveness. 1I™m
preaching to the choir when 1 look at you when | say this.
But that"s the reason why 1 think keeping a health-specific
or medical-specific productivity reward in a payment system
is really important.

MR. HACKBARTH: The productivity thing is clearly
a difficult one for many commissioners. As | said at the
outset, we will do a fundamental look at the payment
adequacy approach and, of course that will be an important

part of the review.
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But for people in the audience who don"t follow
our deliberations that closely, 1 just want to be clear
about what that productivity adjustment is supposed to do.
It 1s not an estimate of the actual productivity improvement
for physicians or for hospitals or skilled nursing
facilities or anybody else. It is, rather, an expectation,
a policy expectation or a reflection of what I think is a
very important part of this reality which i1s that health
care costs are becoming an increasing burden to society.

The taxpayers who fund this program have been
increasing their productivity and that"s where this number
comes from. And the process i1s often a difficult, harsh,
painful, ugly process where people lose their jobs, lose
their health benefits, lose their retirement benefits, have
their wages held down. It"s not easy for them either.

There shouldn®t be any illusion that oh, we"ll have
productivity that®"s magical and clean and happy for the rest
of the economy. That"s what the taxpayers are experiencing.

And so the i1dea was to say some of that force,
that pressure, ought to be regularly systematically
introduced into the Medicare program.

Now it is, as Ron said, a blunt tool, an imperfect
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tool. We"ll take a look at whether there are ways to do it
better. But that is the reason that it"s there.

MR. EBELER: A long-term frustration is palpable
and 1 think we all know that. A shorter term gquestion maybe
of John.

Nancy raised the i1dea of a differential update
targeted on E&M services because you can®"t grab primary care
physicians. There"s no payment mechanism to do that. Do we
know roughly how an E&M -- how much of E&M services are
provided by primary care physicians versus others? How
blunt an instrument is that approach? Is that a knowable
fact?

MR. RICHARDSON: Yes.

DR. REISCHAUER: 1t"s not how much of the total.
It"s of the billing that primary care physicians do, what
fraction of i1t 1Is E&M versus what fraction of the surgeons?

MR. EBELER: You can ask it two ways. It"s how
much of primary physicians incomes is there. But also if we
gave them money for E&M, how much of that money gets to
primary care physicians?

MS. THOMAS: There is a chart in your mailing

materials in the primary care physician session. It"s on
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page 26. And it"s also going to be in the slide.

MR. EBELER: 1 knew that. Page 267

MS. THOMAS: Tab K.

DR. MILLER: Can I make one point on this exchange
here?

Late today, at the end of the day, we"re going to
be discussing the issue of primary care and how to
distribute payments or to discuss the distribution of
payments within physicians. And this idea is contemplated
pretty directly the notion of if you really want to move
dollars would you create -- and I won"t get into it here —-
but a structure in the fee schedule that would identify a
particular service provided by a particular type of
physician or a physician who may have -- primary care or a
physician that has certain types of characteristics, has
made changes in their practice that we think are positive,
coordinating care, that type of thing.

So this notion is contemplated late in the
afternoon, whether you want to link the payment specifically
to sets of physicians. There®s all kind of i1ssues. One
that arises immediately is that the physician can put their

specialty on the bill that they send in. There®s no rigor
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about how the process works.

DR. KANE: [Inaudible.]

MS. BOCCUTI: It"s from claims.

DR. MILLER: The specialty is on the claim. It"s
just that -- that"s the word 1"m looking for.

MR. HACKBARTH: We need to move ahead.

Before we move to the vote, Tom Dean, one of the
Commissioners, has missed this meeting due to i1llness and it
was unavoidable.

He asked that I share a couple of thoughts on the
physician update. In fact, let me quote just a couple of
sentences from the note that he sent me.

Tom said | support, with some significant
recommendations, the recommendation for the physician
update. 1 am sure that a 1 percent update does not
adequately compensate for iIncreases iIn practice costs and
there i1s the real risk of further antagonizing the physician
community, many of whom feel they have not been fairly
treated by Medicare.

At the same time, I am very concerned about the
steadily increasing volume of services and the costs

associated with that, as well as the implications all that



10

11

12

13

14

15

16

17

18

19

20

21

22

49

has for the long-term viability of the Medicare program.

So that was on the update piece of the
recommendation.

And then on the second piece, related to measuring
resource use, he simply said 1 strongly support the second
portion of the recommendation.

Actually, let me go on just another sentence or
two. He said we need to get the message to the physician
community that they -- we, since Tom is a physician -- are
the ones in the best position to help revamp the current
system and we need more information about our performance.

So those are Tom Dean®s comments.

It"s time to vote. That"s the recommendation.
All opposed to the recommendation? All in favor? Any
abstentions?

Okay, thank you very much.

Next, we turn to dialysis.

MS. RAY: Good morning. During today"s
presentation, I"m going to highlight some key information
about the adequacy of Medicare®s payments for dialysis
services. You have seen all this information before, at

last month®s meeting.
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I will present a draft recommendation for you to
consider about updating the composite rate for calendar year
2009. This i1s the last presentation before this analysis
will be published in the March 2008 report.

Access to care for most beneficiaries appears to
be generally good. There was a net increase in the number
of facilities and treatment stations from year to year.

During the past decade, growth in hemodialysis
stations has matched growth in the patient population.
There®s been little change in the mix of patients providers
treat. The demographic and clinical characteristics of
patients treated by facilities did not change between 2005
and 2006.

With respect to facilities that closed, some of
what we found is intuitive. Facilities that closed are more
likely to be smaller and less profitable than those that
remained open. We see, however, that African-Americans and
dual eligibles are overrepresented in facilities that closed
compared to those that opened in 2006. The overall access
appears to be good for these two patient groups because
facility closures are infrequent.

1*d like to reiterate the first point, that there
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has been a net increase in the number of facilities and
stations from year to year.

We have made a strong statement in the draft
chapter that we will keep monitoring patient characteristics
for different provider types in the future.

Moving on to changes in the volume of services,
first we see that the growth in the number of dialysis
treatments has kept pace with the growth In the patient
population. The use of dialysis drugs increased between
2004 and 2006 but more slowly than in previous years. The
change in drug use is related to the MMA.

As mandated by the MMA, CMS lowered the drug
payment rate for most dialysis drugs beginning in 2005. At
the same time, the MMA shifted some of the drug profits to
the composite rate. So as the drug payment rate fell, CMS
increased the payment for the composite rate through the
add-on payment. In 2008, the add-on payment is 15.5 percent
of the composite rate.

Quality of care is improving for some measures,
for example the proportion of patients receiving adequate
dialysis and patients with their anemia under control. In

addition, more patients are using the recommended type of
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vascular access. However, one quality measure, nutritional
status, has showed little change over time. Studies have
shown that being malnourished increases decreases patients”
risk of hospitalization and death. At the end of the
chapter we have a discussion of potential ways to improve
the quality of nutritional and vascular access care.

We have included in the paper a summary of our
discussion for the need to implement pay for performance for
outpatient dialysis services. Recall that in our March 2004
report we included a recommendation calling for the Congress
to establish a quality incentive program for physicians and
facilities that care for dialysis patients. The Commission
concluded that the dialysis sector is ready for P4P.

Here is the Medicare margin for both composite
rate services and dialysis drugs. It was 5.9 percent iIn
2006 and we project 1t will be 2.6 percent in 2008. A
couple of points to consider. First, drugs were still
profitable in 2006 under Medicare®s payment policy for
drugs, which was 106 percent of the average sales price.

Second, In addition, part of the drug profit moved
to the composite rate in 2006.

Next, providers received an update to the
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composite rate in 2006 and 2007 and an update to the add-on
payment in 2006, 2007, 2008. 1°d like to note here that the
recent Medicare legislation did not update the composite
rate for 2008 or 2009.

You can see here that the Medicare margin varies
but it is positive for the different provider types. It was
larger for the largest two chains than for everybody else.
This 1s partly due to differences in dialysis drugs”
profitability between these provider groups. Even after
holding patient case-mix constant, we find that the two
large dialysis organizations have costs per treatment that
i1s significantly lower than other freestanding provider
types.

So before moving to our draft recommendation, let
me summarize our findings. Most of our indicators of
payment adequacy are positive. Our analysis of beneficiary
access is generally good, although we will continue to
monitor access for specific patient groups, in particular
African-Americans and dual eligibles. Provider®s capacity
IS Increasing, as evidenced by the growth in dialysis
stations. The volume of services, dialysis treatments, and

dialysis drugs is increasing, dialysis drugs at a lower rate
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than in previous years but quality did not decline for two
key measures: dialysis adequacy and anemia status.
Providers appear to have sufficient access to capital as
evidenced by the growth in the number of facilities and
access to private capital for both large and small chains.

This brings us to our draft recommendation, and
let me read 1t. The Congress should update the composite
rate by the projected rate of iIncrease iIn the ESRD market
basket Index less the adjustment for productivity growth for
calendar year 2009. In addition, the Commission reiterates
its recommendation that the Congress implement a quality
incentive program for physicians and facilities who treat
dialysis patients.

CMS*s ESRD market basket projects that input
prices will iIncrease by 2.5 percent In 2009. Considering
the goal for productivity growth, this draft recommendation
would update the composite rate by 1 percent in 2009 based
on the current market basket forecast. Note that the market
basket forecast will change several times before 2009.

Here are the implications of the draft
recommendation. On spending, there is no provision in

current law for an update to the composite rate. Thus, this
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recommendation would increase spending $50 million to $250
million for one year and less than $1 billion over five
years. Although beneficiary cost-sharing will increase
under this recommendation, we do not anticipate any negative
effects on beneficiary access to care. A payment incentive

program should improve quality for beneficiaries and result
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in some providers receiving higher payments or lower
payments.

That concludes my presentation.

MR. HACKBARTH: Thank you, Nancy.

As |1 recall, the chapter also includes language
saying that we continue to support bundling for dialysis,
doesn"t it?

MS. RAY: Yes, it does.

MR. HACKBARTH: The formal recommendation
reiterates our belief that we ought to move ahead with P4P.
The bundling piece is another important past recommendation
of the Commission and I1*d like to make sure that that"s
there In the chapter. It doesn™t need to be in bold face,
but there iIn a visible location, prominent location.

Questions, comments for Nancy?

DR. KANE: 1 might have a small mind, because 1™m



10

11

12

13

14

15

16

17

18

19

20

21

22

56

looking for consistency here. Why is there no update in the
law for ESRD?

And we can see, too, that these are all fairly
profitable facilities, particularly the ones that have
economies of scale because they"re able to purchase drugs
apparently on a larger scale -- which suggests one way we
can save money.

But anyway, why is it that Congress didn"t have an
update for ESRD? And why are we offering to give them an
update when we have other provider silos that are doing much
worse for which we are not being as generous? Is there some
rationale? 1 know, 1 know, 1t"s a small mind, consistency.

MR. HACKBARTH: Do you want to go ahead?

MS. RAY: No.

MR. HACKBARTH: As for the reason why there"s no
update for dialysis, 1"m not sure that there"s a human being
that can necessarily answer that question. But there
actually -- most providers have written into statute an
update. Dialysis does not. Long-term care hospitals is
still a different approach. For long-term care hospitals,
the Congress gave the Secretary the authority to desighate

the update.
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So there are at least three different approaches
across the payment systems and there may be others that 1
can"t remember. So 1t is not uniform. It is an artifact of
legislative history.

As to the last point, you said that there are
other providers that are worse off financially who are
getting lower updates than dialysis. Who do you have in
mind?

DR. KANE: That are legislated to have.

MR. HACKBARTH: Oh, I see.

DR. KANE: Us, no. I"m just wondering if there-s
some consistently in the legislative mind or is there just
some sort of bias against --

MR. HACKBARTH: Okay. Now a question that Nancy-
Ann has raised in the past, given this checkerboard approach
that exists i1n legislation, is should we put dialysis on the
same footing as say hospitals? Should MedPAC formally
recommend that there be an update in law? 1 think you
raised that a couple of years ago.

My reasons, and my reasons alone, for thinking
that that wasn®"t the right thing to do is it seems to me

that really, in an ideal world, what you would want to do is
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put hospitals and everybody else on the same footing as
dialysis.

MS. DePARLE: So I dropped it.

[Laughter.]

MR. HACKBARTH: Just let me say a sentence or two
more about my thinking. Particularly for MedPAC, our whole
shtick for updates is you look at the data. You look at
margins, you look at access, you look at quality, and each
year you make a judgment based on the data.

That is inconsistent with saying there ought to be
a formulaic increase iIn the update. By definition, what we
do 1s each year look at the data and see what the
circumstances dictate. People could say we do a lousy job
of that, but that®"s our approach.

So it always seemed to me odd for MedPAC to say
no, It ought to be done by formula out into the distant
future when we think, in fact, it"s a judgment call to be
made each year.

So those were my reasons to Nancy-Ann. [I"m not
sure that she was ever persuaded but she gracefully
withdrew.

MS. DePARLE: 1 raised it because | didn"t think
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it was fair that that one sector didn®"t have an update iIn
the law. And after Glenn suggested his approach would be to
take them away from everyone, | decided that the better part
of valor was to leave 1t to the Congress. And 1 think the
Congress has been considering this issue over the last
couple of cycles of looking at Medicare, is whether or not
there should be an annual update for dialysis.

DR. KANE: It just seems that i1t complicates the
discussion when the budgetary impacts for the same

recommendation are much more negative for some silos than

others.

MS. DePARLE: Because it"s not in the baseline.
You®re right, it does complicate our -- you"re right.

MR. HACKBARTH: Other questions or comments on
dialysis?

DR. MILLER: 1 guess, for the record, when he said
Medicare shtick what he meant was MedPAC"s mission.

[Laughter.]

MR. HACKBARTH: Did I really say that?

DR. MILLER: Yes.

MR. HACKBARTH: Anything else? Anything more

helpful than that?
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Okay, we"re going to make up some time here.
Thank you, Nancy.

It"s time to vote on the recommendation. All
opposed to this recommendation? All in favor? Abstentions?

Thank you.

We"re going to change gears now with John*s help,
and talk for a bit about CMS®s report on value-based
purchasing for hospitals. 1°m sure that John will explain
what our role is in discussing this report.

John, go ahead.

MR. RICHARDSON: Thank you. Change gears, but not
paces.

Good morning, again. In this session 1"m going to
present a summary of the key features of a report on value-
based purchasing for Medicare inpatient services which was
submitted to the Congress by HHS and CMS at the end of
November in 2007.

The Deficit Reduction Act of 2005, or the DRA,
Congress directed CMS to develop and submit a plan for
implementing a hospital value-based purchasing program. The
DRA also directed the Commission to provide Congress with

its comments on the plan, and today"s discussion is an
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initial opportunity for the staff to get your feedback on
the report.

I should note that CMS proposes to implement the
hospital VBP program in fiscal year 2009 but the Agency
believes that it requires additional Congressional
authorization to do this.

In your mailing materials, you received a side-by-
side analysis that compares the key features of the CMS
report to the Commission®s pay for performance principles,
so 1 will touch on those briefly and then get to the key
features of the report.

In past reports, since at least 2005, the
Commission has articulated four core principles for Medicare
pay for performance programs. Specifically, that these
programs first should reward providers based on both
improvement and attainment relative to performance
benchmarks and selected performance measures. That the
program should be funded by setting aside a portion of
existing payments, which initially should be small -- on the
order of 1 to 2 percent -- but increased over time as
Medicare gains experience with implementation and more

refined performance measures. Third, that the program
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should distribute all of the funding that is set aside for
performance incentives to the providers that meet the
quality criteria. Forth, that the program should have a
process for the continual evolution of the performance
measures used in the program.

The Commission has also made some specific
suggestions with regard to criteria for hospital performance
measures which are summarized In you background materials.
So in the interest of time 1 will move on, but I°11 be happy
to answer questions about those during the discussion.

Now to move on to the key features of the report
itself. In the simplest terms, CMS"s proposed VBP program
for hospitals would work like this. First, Medicare must
create a pool of funds that would be available to each
hospital based on i1ts performance against specified
measures. The report recommends creating this pool for each
hospital by withholding a fixed percentage -- initially in
the range of 2 to 5 percent -- from each base DRG payment
made to the hospital. In the report, CMS presents examples
where only the hospital®s base operating DRG payments would
be affected by this withhold. Medicare payments for

capital, disproportionate share hospital, indirect medical
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education, and outlier cases would not be affected or
adjusted by the withhold.

Then the next question In program design is how
Medicare would assess each hospital®s performance and
ultimately distribute the funds thus created by the
withhold. First, to even qualify for the financial
incentive, the hospital would have to report on all the
performance measures relevant to its service mix. This
includes new measures undergoing testing for possible
introduction later in the program, measures intended only
for public reporting, and of course the measures to be used
for determining the financial Incentives.

Each hospital would be scored equally on each of
the performance measures within three larger groups of
measures or domains. Points would be awarded based on the
higher of the hospital®s attainment relative to national
performance benchmarks or based on the improvement iIn its
performance relative to its past performance. In both
cases, Tor both attainment and improvement targets, the
hospital would know where its goals are In advance of the
performance year.

The measure domains are important because they
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introduce the option of weighting different types of
measures more or less heavily when calculating the
hospital®s total performance score. Initially, the three
domains CMS contemplates including are processes of clinical
care, outcomes, and patient experience. Based on the
weights assigned to each domain, Medicare would then
calculate a total performance score for each hospital.

In the final step, the hospitals total performance
score would be multiplied by a predetermined exchange
function to at last get to the percentage of the hospital®s
incentive pool that i1t would receive.

The exchange function i1s simply a mathematical
equation that policymakers could adjust to translate a given
total performance score into a larger or smaller percentage
of the financial i1ncentive pool that would be allocated to a
hospital.

The most important take away point for you to get
is that once the VBP program is fully phased in it is likely
that some hospitals would get back a total iIncentive payment
that 1s less than the amount in the pool of funds initially
withheld and set aside for that particular hospital. That

is, it 1s likely there will be incentive funds left over on
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the table after the initial performance-based distribution.

The report goes on to say that these unallocated
funds could be distributed in whole or in part as additional
quality Incentive payments to hospitals but i1t also
contemplates the option of retaining a portion of the
unallocated iIncentive funds as program savings.

CMS does not anticipate there would be any
significant unallocated funds In at least the first year of
the program where the allocation would be based only on
reporting the performance measures, not the actual
performance. However, by the third year of the program,
when the performance based incentive is fully phased i1n, it
is likely that there would be some unallocated funds by the
end of the year.

I just want to touch briefly on performance
measures and a couple of other key features of the program
and then go on to the discussion. As noted earlier, the
performance measures would be organized iIn three domains
which are listed here: clinical process of care, outcomes,
and patient experience. A complete list of measures for the
first year is included in your mailing materials. 1 will

return to the future of these iIn just a second.
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I also wanted to touch on the data infrastructure
and public dissemination of performance results where CMS
would build on the processes that i1it"s already developed to
implement the current hospital quality data reporting
program which has been in place since fiscal year 2005. In
particular, CMS believes public reporting of performance
results will be a powerful tool along with financial
incentives to spur quality improvement by hospitals.

CMS also plans to monitor the program®s effects on
other aspects of care such as total costs and health
disparities to guard against possible unintended
consequences.

My last slide gives a glimpse of future of
performance measurement under the proposed program. CMS
acknowledges the need for measurement to evolve rapidly
beyond the current measures set, particularly In the areas
of clinical quality, patient-centered care, and efficiency
measures. On efficiency measures, CMS indicates that it has
concerns about the challenges in developing them and
suggests a preference for including both resource use and
outcomes when developing efficiency measures.

Lastly, we think it"s important to acknowledge the
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administrative resource needs that CMS will face in actually
implementing and evolving the VBP program if it moves
forward. Clearly, this program would be a complex and
intricate undertaking for Medicare and i1t may require due
consideration of the resources CMS may need to make its
implementation successful.

That concludes my presentation. Thank you.

MR. HACKBARTH: Thanks, John.

So as | understand it Congress, in the same law
that mandated this study for CMS, asked MedPAC to comment on
the CMS report once i1t"s published, iIs that correct?

MR. RICHARDSON: That is correct.

MR. HACKBARTH: As 1 understand it, CMS missed the
statutory deadline for their report and so there"s not a
clear deadline now for MedPAC to report; iIs that right?

MR. RICHARDSON: That also iIs correct.

MR. HACKBARTH: My understanding is that there 1is
at least the possibility that in the June Medicare
legislation which would address the physician fee issue that
Congress may take up some other issues, one of which may be
pay for performance. And so there®s some eagerness in

having our comments on the CMS approach as quickly as
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possible. Whether that will work out to be March or April 1
don®"t know but we"re going to try to move through this. So
this is our initial conversation on the report, not the
final one.

With the preface, let me just offer a few of my
own thoughts on it. 1 was impressed with the report.
Obviously they invested a lot of time and effort in thinking
through some fairly complex issues. 1 won"t say that I
understand all of it, and 1 certainly don"t understand the
implications of all of the choices that they made. But in
general, 1 was struck that it is very consistent iIn basic
principle, very consistent with past MedPAC recommendations
on pay for performance.

And 1 think also consistent with the IOM panel-®s
recommendations on pay for performance.

The two areas where 1 think there i1s potentially a
significant difference are one, are all of the dollars set
aside distributed? CMS, like MedPAC and I believe I0M is
saying that the money for the pay for performance program
ought to be taken out of the base rates. We said, MedPAC
said, 1t ought to be budget neutral; i1.e. all of the dollars

taken out of the base rates ought to be redistributed based
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on quality. Whereas CMS has left open the possibility that
they would not all be distributed. So that"s one
potentially significant difference.

The second area of difference may be on future
measure development and how the program evolves over time.
We"ve not made, in the past, a bold-faced recommendation on
that process. But my recommendation is that in one of our
reports we did include in text some language saying a
process much like the I0M recommended for development of
measures might make sense. And IOM -- and Bob, correct me
iT 1"m wrong -- IOM envisioned an entity would be created
that would be responsible for a number of different
activities, one of which would be measure development. And
that process would be designed to bring in private payers as
well as Medicare. So we"re synchronizing the measures used
for assessing providers. [Is that right?

DR. REISCHAUER: 1t would go well beyond
hospitals. It would be across all provider groups.

MR. HACKBARTH: And then Nick, when we talked last
week 1 think you expressed interest in maybe going back and
MedPAC"s talking about that process and adopting a formal

recommendation on it, in part because of the synchronization
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issue, public/private, that Arnie has mentioned so often.
But also one of your points has been that selection process
really needs to be strategic. That"s not just develop and
use measures, whatever is available. We need to think
carefully about choosing measures where there is important
opportunity and then sending consistent signals for
hospitals and physicians and other actors. These are our
priorities for improvement.

So all of that is a long-winded way of saying that
when we come back to this in March or April we may want to
consider in some detail this process of measure development
and maybe have a boldfaced recommendation on how we think it
should work.

I will shut up and let other people talk. Any
thoughts on this?

DR. WOLTER: Just a perspective on the 2 to 5
percent. Depending on the percentage of Medicare that a
hospital sees, that could represent half or more of the
total operating margin. It just think we need to keep that
in perspective. It"s a huge iIncentive, which is different
than 2 percent, for example, in the physician world. And

especially -- which we will probably talk about in the next
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session -- when many hospitals, after all of the moving
parts of the update are finished, don*"t really see much more
than a 1 or 2 percent change. We really have some
incentives here i1n play that we just need to keep our eye
on.

I do think that if it was more explicit in this
program that we"re going to focus on high impact areas that
would be good. In fact, I think a lot of the measures do,
which 1°"m happy to see. But if you were to tackle post-op
infections and line infections and ventilator associated
pneumonia and a group of high impact problems, the odds of
true Improvement over a reasonably shorter period of time
would be much higher.

I will mention again the utilization issue, if you
want to look at the efficiency piece, because hospitals have
their ways of looking at improving volume just as physicians
do. The utilization rates and the geographic variability
that you might see around certain services drive a lot of
costs even though the unit price per se might not be the
major Issues.

We just have to get that on the list because it"s

a very difficult problem to try to address.
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Could we connect this eventually, especially if we
got some of those I0M ideas about how to create more
organized design? Could we connect i1t to the physician
resource utilization issue? |1 would think we would want to
over time in terms of how this program unfolds.

Those would be the main things.

DR. MILLER: We were pressed for time in the
previous discussion when you brought up the point about the
physician resource use and the notion that it shouldn®t just
a focus on physicians. 1 think part of the frustration in
all of these conversations is given the format that we work
in and the reports and how we do things over time, we"re
always dealing with things in pieces. |It"s very hard, in
each instance, to put the grand design together.

But Nick, you®"ve made this point on hospitals and
putting pressure there, as well. And today, after we get
through the updates, we will have that discussion on
bundling the physician and hospital payment, which Nick has
urged us to do.

So 1 just want you to know we"re not completely
blind to the point that you"re making. And we"ll have a

discussion tomorrow morning about the delivery system reform
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issues that you®ve brought up which we haven®t brought this
to you yet, but start to get into the accountable care
organizations and looking at larger groups.

One of the ways to think about the physician
resource use recommendation -- and this isn"t going to
satisfy all of you -- is if each of the areas feels like
their measurement is occurring there, some of that is to
create pressure so they say actually 1 think i1t"s better
that we get looked at as a system instead of as individual
silos. And I think some of the notion that Tom Dean was
making, that everybody needs to feel that there®s a certain
accountability here. And then, for our other policies, to
try and drive people into more systems and coordinated --
and measuring across that, which is 1 think is some of what
you“"re getting at it 1"m following you.

DR. WOLTER: 1 know we"re beginning to work on it.
I just think sometimes persistent reiteration has its value.

DR. MILLER: And I™m persistently saying | swear
to god, It"s coming.

DR. MILSTEIN: My sense of this i1s that 1t"s quite
good, it"s directionally correct. For the reasons that Nick

stated, I worry a little bit about a plan that would tax the
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base 2 to 5 percent, more in terms of its political
viability. Or if turned out to be politically viable, how
the formula would be constructed so that everybody would do
well.

I like the fact that it"s a large amount but 1
worry that it will doom its political feasibility.

I guess 1°d like to suggest a supplementary
approach as 1 support this. But in addition, one of the
things that we"ve talked about together before is the notion
of some categories of providers having more potential
leverage on how much is spent by Medicare on other
providers, as well as in the case of hospitals a real
opportunity to reduce the rate of future hospitalizations.

In view of those opportunities that are available
to hospitals, i1t seems to me that it would not be
unreasonable, separate and apart from this 2 to 5 percent
recommendation, to really open up an opportunity for the
hospital industry to gain share with Medicare with respect
to its ability to reduce total spending, whether it be
through reduced downstream admissions or reduced spending in
other categories.

I think it"s been signaled in the report by saying
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at some point in the future, 2010, 2011, we"ll work on
measures for efficiency. | think there"s a fair amount of
evidence that with respect to sustainability the house is on
fire now. And I don"t think we need to wait that long. |
think that thanks to Jack Wennberg and Elliott Fisher, we do
have some quite well vetted in the peer reviewed scientific
literature measures attributable now at the hospital
specific level of total spending per Medicare beneficiary
per year.

I would like to see an opportunity for hospitals
to be able to gain share with Medicare to the degree they
put In place changes that not only improve quality but also
substantially improve how they stood on their -- 1711 call
it Fisher/Wennberg total Medicare fuel burn score which they
have come up with.

I feel the same way about hospitals that would be
able to -- separate and apart from that -- reduce admission
rates. 1 think there is no reason to constrain how much
hospitals might be able to earn through significant
improvements in the amount of total Medicare spending or
readmissions that occur for Medicare patients.

IT we limit hospitals®™ opportunity to win on this,
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sharing In a 2 to 5 percent tax on the base, 1 think we"re
missing a much larger incentive pool that might motivate
much more substantial change.

DR. WOLTER: 1 totally agree with that, Arnie. In
fact, that"s really what the group practice demo does
although not everybody in that has a hospital but 30 or 40
percent of the organizations do.

This is not reiteration, this iIs perseveration,
but we also need to really stay very focused on delivery
system reform for the idea you just advanced to work. 1
know you just said that, Mark, that that would be part of
what we do. But we really do need to reform ourselves
around are accountable care organizations to have the
capability to tackle these problems. And so it"s both how
we look at the financial i1ncentives but also how we look at
how we can incent the delivery system.

MR. EBELER: Just a question about how this is
linked with MA payments to hospitals. Given the MA
overpayments, more and more folks are going there, the
traditional leverage we"ve had, the Medicare fee-for-service
payments to hospitals may slowly decline. 1 wonder if this

project envisions any efforts to work with those plans,
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particularly private fee-for-service plans, to get them to
use the same incentives so that you really can"t leverage
the system.

MR. RICHARDSON: As far as I can recall from
analyzing the report, it doesn"t specifically contemplate
that. 1 can certainly follow up with the CMS staff and get
back to you on that specific issue. It iIs oriented around
the fee-for-service DRG payments for the hospitals.

DR. CROSSON: 1711 have a brief comment on that in
the next topic discussion.

MR. HACKBARTH: Thank you, John. More on this iIn
March or April.

Our last session this morning iIs on payment
adequacy in update for hospitals.

DR. MILLER: Jack, just before we start, just two
quick questions. Is it correct that this is your last
presentation after 19 years of service for the various
commissions?

[Laughter.]

DR. MILLER: 1Is that correct, Jack? 1°m just
trying to get an answer here.

MR. ASHBY: That is correct.
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DR. MILLER: 1Is it also correct that you®"re going
to Hawaii?

MR. ASHBY: That is correct, as well.

DR. MILLER: Okay. 1 just wanted to make sure
that we had all of this straight.

[Laughter.]

MR. ASHBY: The Commission leadership is to be
commended for this.

MR. HACKBARTH: 1In case you can"t hear it, Jack,
we have a little appropriate background music for your
presentation, a little Hawaiian -- would you get on with 1t?
We"re behind schedule.

[Laughter.]

MS. DePARLE: 1Is he going to dance for us?

MR. HACKBARTH: We"re on Hawaiil time.

[Applause.]

MR. ASHBY: My thanks to the leadership and to the
staff and to the commissioners here. We will still attempt
to take a good hard look at hospital payments here.

MR. HACKBARTH: No offense, but this iIs cutting
off the blood to my brain.

[Laughter.]
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DR. REISCHAUER: Fortunately, I have no blood to
be cut off.

[Laughter.]

MR. ASHBY: This session will address the adequacy
of payments for hospital inpatient and outpatient services.

Before I start, 1°d like to just remind you of a
couple of facets of our hospital analysis here, and that is
that we do assess the adequacy of current payments for the
hospital as a whole. And that encompasses, along with acute
inpatient and outpatient services, hospital-based home
health and SNF, inpatient psych and rehab and graduate
medical education.

And then I would also note that Medicare pays
separately for capital in the acute inpatient PPS. And CMS,
rather than Congress, sets the update for capital payments
each year.

So our update on the inpatient side will apply
only to operating payments and comprise about 92 percent of
the total, while on the outpatient side 1t will apply to the
single base rate encompassing both.

Just one last introductory comment, and that is

that we are just going to review and basically summarize our
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findings today. But you do have complete details on our
various analyses in your briefing books.

We"re going to begin by looking at payment
adequacy leading up to our update recommendation and then
we"re going to move to IME payments.

We found that most of the Commission®s indicators
of payment adequacy are positive. We have seen a net
increase in the number of hospitals, as well as an iIncrease
in hospital service capacity In recent years. The volume of
services per fee-for-service beneficiary iIs increasing,
including both inpatient admissions and outpatient visits.
Our quality of care results are generally positive with
mortality and process measures improving but with mixed
results on rates of adverse events.

And finally, we found that access to capital is
quite good as most directly evidenced by the substantial
increases in hospital spending for new and expanded
facilities. The hospital iIndustry iIs indeed experiencing an
almost unprecedented construction boom.

This next slide updates our overall Medicare
margin estimates from the December meeting. The margin in

2006 was minus 4.8 percent, as we saild in December. We
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updated our projected margin from minus 4.5 to minus 4.4
percent. The extra one-tenth comes from the provision in
the extenders bill last month to change payment policy for
hospital-based rehab units.

The slight improvement going from 2006 to 2008 may
seem counterintuitive given recent trends but you®ll recall
from the December meeting that the impact of several factors
increasing payments like fewer hospitals affected by the
transfer policy under MS-DRGs and our expectation that they
payment increases from coding improvement will exceed the
legislated payment offsets will more than cancel out the
effects of factors that will decrease payments like the
weight of cost growth continuing to exceed the market
basket.

As JeffT reported at the last meeting, we found
that hospitals®™ costs as well as their Medicare margins are
related to the financial pressure that they are under from
private payers. The key criterion we used in identifying
hospitals as under high financial pressure was a non-
Medicare margin of less than 1 percent while a margin of
greater than 5 percent identified hospitals under low

pressure.
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The high pressure group®s costs, that is their
standardized Medicare costs per case, are more than 10
percent below those of the low pressure group. And for the
industry as a whole we"ve seen that the rate of cost growth
has been much higher during periods of low financial
pressure from private payers and we"ve been in a period with
low pressure/high cost growth since about 2000. When we
isolate hospitals with consistently high costs, defined as
those with standardized costs in the top third three years
running, we find first that these hospitals not only have
high costs relative to the national average but in almost
every case they also have higher costs than their neighbors.
So it"s questionable whether these hospitals are competitive
even in their own markets.

When we eliminate hospitals with consistently high
cost from the margin calculation, we find that i1t raises the
industry-wide overall Medicare margin by about 3 percentage
points.

That brings us to our update recommendation. In
considering the appropriate update, on the one hand our
indicators of payment adequacy are almost uniformly positive

as | mentioned a moment ago. But on the other hand, we
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expect Medicare margins to remain low in 2007 and 2008. At
the same time though, our analysis finds that hospitals with
low non-Medicare profit margins have below average
standardized costs and most of these facilities have
positive overall Medicare margins. The Commission has
generally felt that Medicare should put pressure on
hospitals to control their costs rather than accommodate the
current rate of cost growth which is, In part, caused by
this lack of pressure from private payers.

So in balancing these considerations, our draft
recommendation is that the Congress should increase payment
rates for the acute inpatient and outpatient prospective
payment systems in 2009 by the projected rate of increase in
the hospital market basket index, concurrent with
implementation of a quality incentives program.

The existing law 1Is a market basket increase so
this update would have no implication for spending and we
expect no major implications for providers, but there is
potential for improved quality of care for beneficiaries
through the implementation of P4P.

The tie-in to P4P implies that poor quality

performers would have a net increase in payments of less
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than market basket while good performance would likely have
a net iIncrease of more than market basket. The P4P program
would operate separately from the update. We have to be
sure that qualification i1s understood. But 1t would be the
update and the hospital®s quality performance that determine
its net change in payments for the coming year.

Then just to review here, we make note of the fact
that the Commission recommended a quality incentive policy
for hospitals in 2005 and, as you heard in the previous
session, CMS"s recent report outlines the value-based
purchasing program it plans for 2009.

So at this point, we would turn our attention to
the potential recommendation on IME payments.

MR. LISK: Aloha.

I*m now going to briefly discuss the indirect
medical education adjustment. The IME adjustment iIs a
percentage add-on to the PPS rates that varies with the
number of residents a hospital trains. In 2006, IME
payments to hospitals totaled more than $5.8 billion and
went to 30 percent of hospitals. The current IME
adjustment, however, is set at more than twice the

documented impact of teaching costs on hospital costs.
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Analysis we conducted last year showed that the
inpatient costs iIn teaching hospitals increased about 2.2
percent for each 10 percent increment iIn teaching intensity
as measured by the resident-to-bed ratio. But the
adjustment is set so that payments increase 5.5 percent for
each 10 percent increase in this ratio, resulting in a $3
billion subsidy to teaching hospitals with no direction or
accountability for how these funds are used.

Having the adjustment set considerably above the
true cost relationship contributes substantially to the
large disparities in financial performance under Medicare.
In 2006, the overall Medicare margin for major teaching
hospitals was 11 percentage points higher than that for non-
teaching hospitals. The difference was even bigger if we
focused on the inpatient margin, which is where the
adjustment is made. It"s 17 percentage points.

In 2008, we have the introduction of severity
adjustment with MS-DRGs being implemented. This difference,
we expect teaching hospitals will benefit more than other
hospitals from the iIntroduction of severity adjustment. So
these differences also likely will grow with this

introduction of the MS-DRGs.
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Reducing the IME adjustment closer to the
empirical relationship would help to reduce disparities iIn
financial performance. A one point reduction in the IME
adjustment to 4.5 percent per 10 percent Increment in
resident intensity would reduce the gap in overall margins
between major teaching and non-teaching hospitals by 2
percentage points. It would also make available nearly $1
billion 1In Medicare payments that could be redistributed to
hospitals for a quality incentives program, which Jack just
discussed. Using the savings from reducing the IME to help
support a pay-for-performance program provides a more
focused use of these funds that will benefit both teaching
and non-teaching hospitals.

Last year, the Commission recommended that the IME
adjustment be reduced by one percentage point to 4.5 percent
with the introduction of severity adjustment to the
inpatient PPS and that the savings be used to support a P4P
program. Now that a credible severity adjustment has been
implemented for the introduction of MS-DRGs starting iIn
2008, we have the following draft recommendation for your
approval. It reads the Congress should reduce the indirect

medical education adjustment in 2009 by one percentage point
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to 4.5 percent per 10 percent increment in the resident-to-
bed ratio. The funds obtained by reducing the IME
adjustment should be used to fund a quality incentive
program.

Moving on to the spending implications, there
would be none as the recommendation is intended to be budget
neutral .

For providers, we would see a narrowing In the
disparity of Medicare margins while at the same time making
funds available to reward high-performing hospitals, both
teaching and non-teaching hospitals.

With a P4P program, there is potential for
improved quality of care for beneficiaries.

And with that, we would be happy to answer any
questions you may have.

DR. BORMAN: I wonder i1f I could ask a couple of
questions that would help me to think about this a little
bit. 1 do believe that there are some differences iIn the
nature and amount of costs that go into graduate medical
education than existed when the formula was created. Just
so, for an example, can you help me to understand where if a

teaching hospital invests say $1 million in simulation
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technology equipment, where that"s going to reflect In how
that®"s captured in this analysis?

MR. LISK: We are looking at their overall average
cost. So those costs would be part of the costs of the
hospital cost. So those higher costs would be reflected in
that 2.2 percent increment that we see on average that
teaching hospitals have.

DR. BORMAN: So that you believe that in this
calculation that new educational, program, structural,
equipment costs are captured in the way we get the data now?

MR. LISK: Yes, if they“re part of the hospital®s
costs. There are issues about whether those costs come from
a medical school and then that would be a different story
about what transactions take place between the hospital and
the medical school, for instance. But yes, they“"re part of
the hospital costs.

And to the extent that they are considered in the
direct GME portion of the costs, in terms of the structure
of the medical education program, they would be captured in
that part. But that i1Is a separate piece than what we"re
talking about with the indirect medical education

adjustment, which is for adjusting for the differences in
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the operating costs of the patient care costs rather than
the training costs which is part of the direct GME payment
which is separate.

DR. BORMAN: 1 was with you until that last part.

MR. LISK: We have two payments. So there®s the
hospital payment, which includes an adjustment for
differences in patient care costs --

DR. BORMAN: So you"re suggesting 1t"s in DME and
not IME?

MR. LISK: No, I would say something like that
would probably be something that"s part of the hospital
structure.

DR. BORMAN: The hospital cost report.

MR. LISK: Part of the hospital cost structure, it
would be part of that.

DR. BORMAN: 1 would still have just a little bit
of concern that there may be some things that we"re not
appreciating here, but 1 also absolutely acknowledge that
the academic community probably has not brought that forward
in a clean and crisp way and quantitate it.

My next question would be 1 believe that a couple

of years ago, if I recall right, it"s the S-10. There was
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supposed to be some additional reporting from teaching
hospitals to try and get a better handle on what is being
tracked here, what is being bought here by these monies.
There were some issues with the nature of the form and
whether it collected the right stuff, whether it was
possible. Do we have any update on where that data
collection process i1s? Are we going to ever have some data
from that source?

MR. ASHBY: I"m not sure that I can really give
you an up-to-date indication on that but it is In process.

DR. MILLER: Wait a second, Jack. You"ve worked
through with CMS -- we"re talking about the uninsured data
collection here; right?

MR. ASHBY: Right. 1t is in process and CMS does
indeed promise to implement a page to collect that
information. They haven®t given us a date yet but they have
indicated that it is forthcoming.

DR. MILLER: And Karen, the point I just wanted to
get across is Jack has spent a lot of time working through
the form and revising the instructions so that it collects
what we think would help. So we"ve been pushing on this.

But what he"s I think saying is I can*t tell you what CMS --
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DR. BORMAN: We"re still nowhere close to having
information from that.

MR. ASHBY: Let me just refine that to say we may
be fairly close to their making the formal publication of
their intentions. But then there will be an approximately
two-year gap before we actually have usable data.

DR. BORMAN: And then the other thing was, as 1
recall when we previously looked at the mostly bell-shaped
distributions of the payments, both just the IME payments
and the IME plus DSH payments, that there is certainly a
pretty significant tail to the right at the high end folks.
I certainly think we certainly can look at the margin
material that you presented to us.

I remain a bit concerned about the folks at the
other end of the tail and I worry a bit about whether part
of what we"re picking up here represents In part a
geographic distributional issue as much as it represents a
teaching versus non-teaching fairness issue. | certainly
respect the comments that Nancy has made in the past about
that. But just for an example, I would hazard -- and I
can"t say that 1 have data to support this -- that, for

example, sole state academic medical centers, particularly
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in the Southeast and Southwest and perhaps parts of the
Midwest, may in fact be more clustered to the leftward tail
of that curve and perhaps are not experiencing quite the
bonus use of these monies as might be anticipated at the
other end of the curve.

So I remain a bit concerned that this is a
relative broad brush to address what may, in fact, be a
somewhat more discreetly dotted problem. But 1 absolutely
respect the analysis that®"s been done and I have no data to
say that you"re incorrect.

MR. HACKBARTH: Karen, I want to just go back for
one second. There are two distinct issues here. One 1s how
much do teaching hospitals and other hospitals spend on
uncompensated care? That"s a difficult question to answer
but I think it is answerable with some real effort.

Another question is where do the iIndirect teaching
dollars go? How are they used? |1 would argue that that"s
inherently unknowable. Money is fungible. Once i1t goes
into a hospital®s general fund, the dollars that came from
IME don"t continue to have IME marked on them. Once It"s in
the general fund, everything can be used for any purpose.

So having teaching hospitals report this iIs how we



10

11

12

13

14

15

16

17

18

19

20

21

22

93

use the IME dollars I think is an abstract, irrelevant
exercise. You couldn®t take the data seriously.

In Washington, when 1 was involved in government,
there used to be the notion of shutting down the Washington
Monument. So you"d say we"re going to cut the Interior
Department”s budget. What they would say is if you cut that
m