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PROCEEDI NGS

MR. HACKBARTH. We're going to start out with a
wel come to our guests. Julian, the floor is yours whenever
you' re ready.

MR. PETTING LL: Good norning. Thank you

We begin this norning with an effort to consider
generically a question that you will face in various forns
t hroughout today and tonorrow as you di scuss paynent policy
recommendations for the March report.

The issue is whether and how Medi care shoul d
consi der and account for factors that are not related to
provi ders' costs of serving Medicare beneficiaries.
Exanpl es of this kind of factor include extra paynents for
Medi care's share of providers' unconpensated care costs,
resol vi ng geographic disparities in Medicare+Choi ce paynent
rates, and situations in which other payers' paynent rates
are substantially higher or |ower than their costs of
serving the payers' patients.

W sent you a short paper to stimnulate your
di scussion on these issues and try to determ ne how you want
to deal with them No inmmediate action is required.

There's no recomendation on this in the March report. But
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we thought it inportant to get you to consider this question
at the begi nning because it m ght influence your thinking as
these factors pop up one at a tine throughout the day.

The first question is what nmakes these factors
policy relevant? WelIl, as noted, they are largely or
totally unrelated to providers' Medicare costs. They
generally reflect other objectives beyond nmaintaining sinple
access to care for beneficiaries in each market. And
pol i cymakers and advocates have frequently pursued them
t hrough adjustnments to Medi care's paynent rates.

More fundanentally, they all entail tradeoffs in
some formor other, spending nore Medicare noney than we
ot herwi se woul d perhaps, or spending nore for one thing and
| ess for another. As indicated in the paper, these factors
rai se questions at multiple levels. Are the underlying
objectives worthy? |If so, are they appropriate for Medicare
spending? And if that's true, then should they be
acconpl i shed through the paynent rates or by sone other
means?

We have to answer questions about worthiness of
t he obj ectives and whether they're appropriate for Medicare

spendi ng case by case. Once those are resolved, however,



10

11

12

13

14

15

16

17

18

19

20

21

22

MedPAC s paynent policy framework sheds sone |ight on the
question of what are the consequences perhaps of nodifying
Medi care's paynent rates. The framework basically starts
fromthe proposition that Medicare's paynent system shoul d
support Medicare's overall objectives. That is, ensuring
beneficiaries' access to high quality care w thout inposing
unwarrant ed burdens on either beneficiaries or taxpayers.
And to do that, the franmework suggests that Medicare's
paynent rates have to be at |east equal to a provider's
short-run margi nal costs or they won't offer services. But
in addition to that, the provider's avenue revenues from al
payers have to be at |east equal to their average costs in
the long run or they retreat fromthe marketpl ace.

The framework further points out the discrepancies
bet ween the paynent rates, Medicare's paynent rates, and
mar gi nal costs create financial incentives that nay cause
problenms for either beneficiaries or taxpayers or both.
Consequent |y, because pursuing other objectives through
Medi care's paynent rates creates just such paynent
di screpanci es, we woul d expect these objectives or these
policies may create a situation in which in solving one

probl em we create other problens.
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That doesn't nean that we can't, or policymakers
can't, address other objectives through Medi care's paynent
systens by altering the rates, but that they may well incur
sone costs if they do so in the formof greater Medicare
spendi ng or effects on providers' behavior from paynent
rates that are either too high or too low. These kinds of
effects would be too nmuch care, too little care, or
mal di stri bution of care anong types of services or narkets.

Ef fects on the paynent rates are often not snall
as we pointed out in the paper. The exanple we gave you was
the subsidy portion of the IME and the DSH, which together
often represent a paynent rate increase on the order of 30
to 40 percent, and sonetinmes quite a bit nore than that.
Whet her and how much that distorts providers' behavior is
less clear. W can't tell that fromthe exanple.

It's also inportant to ask whether these policies
work. Are the objectives being pursued acconplished? The
first problemsonetines is we aren't sure what the objective
is, soit's alittle hard to tell whether it's being
acconplished. The exanple | gave there was the subsidy
portion of the IME, where it isn't clear what we're buying.

But second, even if we know the objective, paynent
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adjustnments are frequently unlikely to work well unless
they're tied pretty closely to the desired behavior. A good
exanple of that is the subsidy paynents for DSH for
unconpensat ed care, where the neasure we use departs a great
deal fromthe unconpensated care we're trying to support.

So it's unclear whether we're encouragi ng hospitals to
provi de the unconpensated care we seek.

Third, even if the policies work, the costs in
hi gher Medi care spendi ng and undesirable effects on
provi ders' behavi or nay exceed the benefits.

Finally, the sanme objectives m ght be acconplished
nore effectively at a | ower cost by sone other nethod. One
could certainly conceive of a way of supporting
unconpensated care for non-Medi care beneficiaries that would
give providers direct incentives to provide that care, for
exanpl e.

The paper finally offered sone potenti al
concl usions. These conclusions are highly tentative.

MedPAC s paynent policy frameworks suggests pretty
strongly that Medicare's paynent systens can't be used to
pur sue ot her objectives without incurring potentially

| nportant costs. Therefore, we should avoid using the
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paynment systens to pursue other objectives unless there is
no other way to get there.

We shoul d al so be skeptical that there is no other
way. And even if that claimturns out to be true, you stil
have the problemof trying to bal ance the benefits agai nst
t he costs.

The last bit we provided in the paper was the
guestion of where you want to go here. Wll, of course, our
purpose was to get you to tal k about these issues and what
you do with themis yet to be determ ned. | gave you three
options here that are not nutually exclusive. You could do
any one of themor all of them Sinply discuss themtoday
and try to use your discussion as you go through the issues
| ater today and tonorrow to try to be consistent, as den
nmentioned earlier, agree to pursue sone of these issues
further next year such as DSH or the subsidy portion of INMNE,
but al so possibly think about the inplications for broader
I ssues such as Medicare reformor reformof the benefit
package, which you will be discussing as we discuss the June
report |ater this year.

That's all | have.

MR HACKBARTH: Before we start the di scussion |et
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me just provide a little context for our guests. As nost of
you know, our prinmary objective for today and tonorrowis to
finalize recomendations for our March report, which
primarily is about the update factors for the various

provi der groups within the Medicare program

W're starting with two pieces this norning,

i ncluding the one that Julian just presented, that deal with
some nore abstract, nore conceptual issues that we think

wi |l be interwoven through the discussion of the nore
specific update topics. So that's why we're beginning with
this presentation that maybe isn't what you expected to hear
first thing this norning.

Comments fromthe comm ssioners or questions for
Jul i an?

DR. NEWHOUSE: First, Julian, let nme conplinent
you on the chapter. | think it fills a need. M reading
list says | don't think there's any good description of the
prospective paynent systens, so |I'll have to change that now
and put this in its stead.

Before I cone to the questions you posed at the
end on where to go fromhere, at several points in the draft

you bring up issues with the various systens. There were
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several issues -- one could go on and on and fill the whole
report, | think, with just issues. But there were three,
t hought, that ought to be added.

One was the issue of substitution across settings
for the sane service when one is paying different rates.
One harks back to the rural report and we tal k about | arger
nunbers of DRGs or at |east the nunber of DRGs.

You nentioned the need to nonitor -- at least this
is the way | read it -- nonitor what was going on and what
was the appropriate intensity in rehab. But | thought that
i ssue certainly could come up in the honme health di scussion
and potentially in SNF, as well.

On the question you really wanted us to focus on,
which is where to fromhere, ny reaction was is this
sonet hing the Congress is looking for? Are they receptive
to hearing our opinion on this?

MR. HACKBARTH. There are two separate things
here. There is, in our notebooks, the draft chapter which
will be included in the March report, which is a truly
excel l ent overview of the various paynent systens. What
Julian just presented via overhead is separate fromthat.

This is not to be included in the March report but really
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came out of our discussions at our |ast neeting.

Let me be a little bit nore concrete about it.
One of the specific issues that cane up at the Decenber
meeting was what is the rel evance of total margins --
Medi care, non-Medicare -- in making decisions about Medicare
paynent rates? For exanple, should we consider the fact
t hat urban hospitals have |lower total margins than rura
hospital s in maki ng deci si ons about the appropriate update
factors or adjustnents in Medicare inpatient paynent policy?

Shoul d we consi der the fact, using another
exanple, that free-standing skilled nursing facilities have
very low, in many cases negative, total margins because of
Medi cai d paynent policy? 1Is that relevant for our decisions
about how Medi care pays skilled nursing facilities?

So Julian is trying to take that sort of issue and
look at it alittle bit nore broadly and rai se sone of the
i nplications of |ooking beyond the relationship between
Medi care paynents and Medi care costs.

Comment s, questions?

DR. RONE: Just one m nor suggestion, Julian. |
think you m ght want to change the title of this, because

How Medi care Pays sounds a little bit Iike a handbook from
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CVB on what the rules are. And as you point out in the
chapter, you describe these 50 different paynent systens but
then you also go on to identify the policy issues that are
currently and the environnent around each one. That's the
much nore interesting part of this for many readers and |
think that you should find a title that reflects the content
of this alittle better.

If you're going to sell this, you know, get this
sol d on the bookshel ves.

MR PETTENG LL: Well, first of all, 1'd have to
share the royalties wth about 12 staff here, who al
contributed to this. Everybody keeps congratul ating nme, al

| did was edit what they did. The real work was done by

ot hers.

MR. SM TH. Woever did the work, it was quite
terrific and Jack and Joe are right. | found it very
useful .

@ enn, on your question, the question isn't should
we. W do. In every setting that we |ook at, part of the

information that we're working with is total margin
information. To sone extent, that cones with a | ook at

private payer margins, Medicare margins. So it's in the mx



10

11

12

13

14

15

16

17

18

19

20

21

22

13

and it would be foolish to pretend that it's not sonehow in
the material that we're working with, that it's not part of
maki ng t he deci si on.

But it's useful to remnd ourselves, | think, that
while that's true we tend then to | ook at access questi ons.
And to ask ourselves is there sonething about either other
payer behavi or or about total margin which appears to affect
t he access of Medicare beneficiaries to high quality care.

That's not an entirely satisfactory exercise, but
it is the way we behave. And if you're |ooking for sort of
a paradynam c consistency rule, | think it's useful to ask
oursel ves whether or not that behavior that we' ve adopted is
as good as we can do given the current state of information
and the current reality of the political process.

| don't think we could say to ourselves don't pay
attention to that information. W do. W're rem nded of it
by various people who want to comrunicate with us. And we
include it in our own preparation. Staff includes it in the
preparation material. It would be foolish to pretend that
we don't take account of it.

The question is having taken account of it, what's

t he question we ought to ask? And for |lack of a nore far-
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reachi ng question, it seens to ne the one we've sort of
stunbled to is access. And does this other information
appear to inpact on access to high quality care? And if
we're going to try to cone up with at | east a decision
framework, |'d suggest we try to do that nore formally.

MR MIULLER: I'll add ny conplinents on this
chapter, but also ask through the chapter we have the
guestion of trying to approxi mate nmarket prices, could they
be created in these various areas. Yet we also know, as
Dave and ot her people's comments have inplied, the problem
is laced through with policy exceptions, whether it's things
i ke DSH, whether it's CAHPS upper or |ower, whether it's
geogr aphi ¢ averagi ng net hods and so forth.

So t hroughout the whol e paynent system we have
sone policy neasures of |ong-standing, sone of shorter
standing. |In many ways, those that have been there | ong-
standi ng, 20 years or so, have caused people on all fronts
to act as if they are part of the programas nuch as efforts
to create nmarket type prices.

And part of what | would like to see reflected in
our thinking, not necessarily in this chapter today, is the

fact that we have a broad set of policy initiatives that go
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beyond the setting of market prices. That's really built
into this program

And while it's fair to say that we should
constantly evaluate what's a fair price that Medicare should
be paying to achieve its overall purposes and, as David
sumari zes, if that main purpose is access to care of high
quality for a good set of the beneficiaries, then that can
be an overarching policy purpose.

But to act as if and talk as if that these policy
exceptions are always, in sonme sense, sone kind of violation
of the norm | think is inappropriate because these policy
exceptions have been put into the |aw for many years, DSH
for one. W'Il come back to that later. There's an
i nportant policy purpose there that nmany peopl e have agreed
upon for over 15 years now. And to constantly hold up the
fact that sonmehow there seens to be sone violation of
econom ¢ theory and therefore has to be justified each year
| think is an inappropriate suggestion to make, when in fact
it has been put in there and it has, in that sense, as much
standi ng over a period of tinme as a pricing norm

So | would suggest that as we think and tal k about

this that sone of these exceptions that we have nmade to what
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an efficient provider's costs m ght be, also be considered
part of the policy objectives for Medicare.

Then there's just one technical question.
Sonetimes we tal k about, as the overhead slides did, about
whet her we're | ooking at an efficient provider's average
costs. And then other tines, like in the introductory
keypoi nt paragraph, we talk about an efficient provider's
mar gi nal costs. W seemto go back and forth on that.
Certainly in progranms where Medicare is a big part of the
overall funding of the programit's very difficult to hold
out the standard for margi nal costs as the appropriate
standard, if Medicare is basically the gane.

Qovi ously, when they're a very small part of it
one can |l ook at marginal costs. So | think we should be a
little nore consistent in how we use the margi nal costs,
aver age costs | anguage because obviously anything |ike SNFs
and so forth, to kind of suggest that you're only going to
pay for marginal costs and so forth, | think would be an
i nappropriate suggestion to make.

But again, ny summary point is these policy
exceptions which are | aced throughout the program there's

not just one or two, do have standing after a while. And to
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sonmehow suggest that they have to be rejustified each tine
t hi nk woul d be an i nappropriate suggestion to nake.

MR. HACKBARTH: Since | was the initiator of this
di scussion, let ne just leap in here for a second. Cearly,
it is the prerogative of the Congress to nmake these policy
exceptions. And by definition when they do it, it confers
| egiti macy upon them They are the constitutional actors
here. So the question is not whether they are legitinmate or
not. 1In fact, reasonabl e people can di sagree about the
wi sdom of them | wouldn't suggest for a second that there
is aright answer to that.

The issue that I"'mtrying to get at is nore
narrow, and that is specific to MedPAC. One of the nost
i mportant things we've got, our ability to influence the
policy debate, is dependent to a | arge degree on our
consi stency of thought and rationale. |In that sense, we
have a different test applied to us than the Congress. The
Congress has legitimcy through the Constitution. Qur only
ability to influence things, though, is based on how
conpel l'ing our argunents are.

And so we need to be consistent, | think, in a way

t he Congress does not. |If we want to influence the policy
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debate, | think some rigor of thoughts, consistency of
rationale, is nuch nore inportant for us than for the Ways
and Means Commi ttee or the Finance Conmittee.

And so, without presumng to say this is the right
answer and that's the wong answer, | want us to always be
aski ng the guestion are we being consistent in how we think
about, for exanple, the issue of whether we consider total
margins or not? Are we being consistent in how we do it for
urban hospitals and rural hospitals and free-standing
skilled nursing facilities and renal dialysis providers?

| think if we get into the habit of saying well
we'll do it here, maybe not there, that the cunul ative
effect of that sort of haphazard deci sionmaking over tine is
to weaken the credibility of MedPAC as an organi zation
| essen the inpact of our recomendati ons.

We have a peculiar specific role in this process,
this policy process. It's a different role than the Ways
and Means Comm ttee or the Finance Conmttee. Qur role, as
| see it at least, is to try to bring sonme |ogic and
anal ysis and through that sonme consistency to the policy
process.

MR. MIULLER Can | just offer a cormment? | wasn't
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argui ng consistency. | was just asking consistency around
what nornms? | think part of what you're obviously
encouraging us all to comment on is what are those norns
that we shoul d use across the various policy considerations
that we have? |'mjust suggesting that market price is not
the only normthat we have. It's obviously a very inportant
one, especially in a conm ssion that has paynent in its
title.

So I'mnot agai nst consistency. |'mjust arguing
there are a few other norns, as well, and | second your
sense of consistency nakes sense.

MR. HACKBARTH. Ral ph, | wasn't reacting
specifically to your conment, but just trying to explain why
| put this topic on the agenda.

MR. FEEZOR: Thank you. | had followed Ral ph's
logic a little bit but I"'msitting here |ooking at a
docunent, because | thought of it in terns of all the other
docunents that we produce, that it was probably nore for
external purposes as opposed to internal stinmulation and was
alittle concerned about, | think as Ral ph touched on,
telling Congress that perhaps they should not do certain

things or to laden this program because there were
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references in there that Julian made about it's not a very
efficient way to address the policy nmeans and it nay not be
very efficient froman adm nistrative standpoint. It may be
very efficient froma political enactnent standpoint.

t hought that was a little naive.

Having said that, and I'd turn to the experts on
the Hi Il conduct |ike Sheila, but | suspect that the
tenptation of policymakers in this city to | ook increasingly
at the Medicare fund to serve purposes is going to increase
in the tine of budget deficits or shortages. And therefore,
the timng of the debate or the question you' ve rai sed maybe
suggests that while we -- and | respect your efforts to try
to make sure that we, at |east, provide a rigorous question
and sonme consistency of thought -- that it my well be, if
we can do it in a fashion that nakes sonme sense, raise sone
guestions for a |arger audience than just oursel ves.

M5. RAPHAEL: | think what we're trying to do here
is kind of build a bridge here between the real world that
we inhabit and a theoretical nmodel. |If we were developing a
bl ueprint for the Medicare programtoday it would be very
legitimate to take a | ook at what are the objectives, how

wel |l targeted are they, what are the tradeoffs, et cetera.
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But we already have inherited a nunber of these
that are enbedded in the Medicare program And in terns of
buil ding that bridge, two points. First of all, | separate
out the issue of total margins from other public goods
because to ny m nd they are separate issues.

In terns of total margins, | would subscribe to
Davi d's approach, which is | think that we have consi dered
total margins and | think we all can take a look at it in
t he context of access. What do we know about total margins?
And to what extent could it affect access for our Medicare
beneficiaries to one, just services per se, and to hopefully
hi gh quality services?

So I would be in favor of sonmehow continuing to
take a |l ook at that in our decisionmaking process in a
consi stent way across all the sectors.

| think when we cone to the public goods, which is
provi di ng for unconpensated care or trying to | ook at what
were training efforts or trying to nake sure that people got
enhanced patient care and ot her public goods, | think that
that is nore difficult. And | think where we could nmake a
contribution, and have, is taking a | ook to what extent

those prograns, in fact, have net their objectives as best
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And |

22

t hi nk we' ve done

sone of that as we've taken a | ook at DSH and taken a | ook

at | ME

So that would kind of be ny thoughts about how to

approach this going forward.

DR. RONE: Two poi

nts. One is | think this

di scussi on probably fits better in Jack Ashby's chapter on

assessi ng paynment adequacy than it does in this chapter, the

first chapter that describes how Medi care pays and what the

i ssues are. Because we can wite that first chapter in a

fairly objective fashion w thout making statenents about

what we think about which is the right variable, total

margi n, inpatient, et cetera.

MR. HACKBARTH: This material that Julian

presented this norning wll

chapter. | just want to underline that for people.

not be included in the first

separate fromthe first chapter

DR. ROAE: Right.

This is

| think it's very relevant to

t he di scussion we had | ast nonth with Jack and we'l |l

probably have again. And he shows these slides of al

things to take into account,

cetera.

access,

access to capital,

t he

et
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So | think that this discussion should be enbedded
sonehow in that chapter, in terns of whatever decisions we
make.

Second is, | guess increasingly, as | listen to
our discussions, |'mconcerned about the enphasis on
margins. And |'d |ike to propose a variation in our
nomencl ature, in our thinking. | think what we really are
interested in is the public goods on the one hand and the
financial performance on the other hand. | think there's
nore to financial performance than operating margins. |'m
concerned, as sone of you know, about the issues of access
to capital, cost of capital, balance sheet, financial
stability of these organi zations. Making sure they are
t here.

These institutions go through cycles and we keep
seeing all these cycles of earnings. They're up and then we
correct because we don't want themup and then they go down.
W al ways overshoot and say oh ny goodness they went down
too far, so we correct them |It's a hell of a way to try to
build a health systemthat has stable, sustainable access in
a quality way to the public.

So we need to nmake sure that there's a system out
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there. So rather than focusing on whether it's the

i npatient margin versus the outpatient margin versus the
Medi care margin versus the total margin, | would like to

al so have us consider, pari passu with that, sonme neasure of
credit worthiness, balance sheet stability, | don't know
what the termis. [|'mnot an accountant. Thank God these
days |I'm not an accountant.

But | just think we should broaden our thinking a
little bit and there are many people on the staff and even
on the comm ssion nore know edgeabl e than | about these
issues. But | think that woul d be hel pful because the
cyclical stuff just, you know, having been in the hospital
busi ness and seen what happened with the BBA and then having
t hose peopl e say oh, | guess we overshot by $100 billion,
we'll give you a little nore to try to -- | mean, you just
can't run institutions that way.

So that would be ny thought.

DR. NEWHOUSE: A coupl e thoughts on this
di scussion. On the margin issue, | agree with Carol that
the issue is access and | would just suggest that we
probably have paid even nore attention to changes in nmargin

than to their absolute |evel as potential indicators of
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changes in access. But | also have a |ot of synpathy for
Jack's point that we may have overreacted.

On the larger issue of the architecture of the
paynment system ny dom nant reaction is if the Congress
doesn't want us to comrent on this |I'm not persuaded we
should. But there is one consistency issue | thought I
m ght comment on, which is to what degree should this
programtry to tailor paynents to |local narkets versus a
uni form nati onal progranf

W have, in our discussion of the geographic
adj ustnments in the Medi care+Choi ce program conplained that
we have unbal anced | ocal markets in both directions,
inplying that in effect health care markets are | ocal and we
need to take cogni zance of that.

On the other hand, the traditional program other
than the wage adjuster, essentially doesn't take cogni zance
of the program This surfaces in a couple of places at
| east in the chapter. One is should Medicare take account
of the generosity of Medicaid prograns in its SNF
rei mbursenent? | would have said probably not.

The second is if small narkets hospitals have a

nmonopol y and get higher total margins should we take account
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of that? |It's nore tenpting to say yes there but ny guess
is that the dispersion across |local markets is just too nuch

for this programto handl e and, except for the kind of gross
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violation -- | would have said gross violation -- that we
saw in the AAPCC or potentially can see there, that it's
just too cunbersonme to think of trying to adjust each
paynent system for |ocal market variation beyond what we
have. That's not to say we shouldn't refine the wage
adj uster and so on. But obviously one can go quite a bit
further down that road and | just doubt its practicality.
DR REI SCHAUER Let ne just say sonething about
total margi ns and about other public goods. It strikes ne
that what we're primarily interested in here is that
Medi care cover the cost of care delivered to Medicare
beneficiaries, but subject to a constraint that we want to
keep in business a sufficient nunber and an appropriate
distribution of facilities offering high quality care so
t hat Medi care beneficiaries have access simlar to that of
the rest of the population to providers. And because
Medi care is but one of the payers to these facilities we
have to, at tines, be concerned about the overall health of

the facilities which depends on the paynents they receive
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from ot hers.

But that discussion, in a sense, shouldn't be
nmerged, as we always do, with what are the Medicare margins.
It really should be in the discussion of well, is there
entry or exit into this market and what does that really
tell us? W put it in the wong place for what its, in a
sense, fundanental purpose is.

And we also don't -- and I'mnot faulting the
staff, | think it would be terribly hard to do this --
really look at this in a way that would be hel pful to answer
the question which really has to do with the distribution of
facilities and the access people have to it. You can go to
a town and it can have two hospitals, each of which have 54
percent occupancy rate. One has a positive margin of 5
percent and the other has a negative margin.

And you say half of the hospitals have negative
margins. Do we really care if that one goes out of business
and the other one operates nore efficiently? The answer is
no. | nean or we shouldn't. | nean, preservation of
facilities should not be an objective of our
recommendations. Only to the extent that you need to

preserve facility to provide access in certain areas. But
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we all know that there are many areas where we have
consi der abl e excess capacity.

And so |, in the long run, would hope that we can
refine the way we go about presenting this information and
having it affect the recomrendati ons we nake.

Wth respect to other public goods, Ral ph's right,
t hese things have been enbedded for a long tine. They
aren't going to disappear. |'mnot sure Congress needs to
hear fromus on them But it is true, at the sanme tine,
that these public goods which have nothing to do with the
core mssion of Medicare are pursued in a horrendously
i nequitable and inefficient manner through Medicare or
t hrough even Medi cai d.

| nmean, you think of DSH paynents. |If the
objective is to provide resources equitably to facilities
that serve | ow incone people who don't pay their bills or
the paynent isn't -- why should it be as a percentage of
what ever Medi care busi ness they happen to be dealing wth?
It's the stupidest thing in the world.

It's political. That's why. This is a vehicle
for providing resources to sonme places that achieve this

objective in an inefficient way. That's been witten.
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Sonebody should wite it again, probably not us.

DR. NELSON: 1'd like to get back to the broader
i ssue and the three tentative conclusions which I support.
There's this continuing tenptation to try and achieve a
secondary objective through paynment policies. A
hypot hetical mght be if we were to reconmend i ncreased
paynents for Medi care+Choice in order to increase the drug
benefit availability.

| would |ike to also support the where do we go
fromhere, insofar as noving toward having t hese concl usi ons
beconme sort of the way we do our business within the
Comm ssion, to have this as a caution about the possibility
of secondary objectives and adhere to these concl usi ons.

MR SMTH  Very briefly, Genn. | thought Bob
got the discussion of margins and of how we ought to think
about margins in terns of a broader concern for the
appropriate sizing and access of the system | think that's
exactly right and I think Carol and Jack were headed in the
sanme direction. There's a lot of information that we ought
to pay attention to. Margins is only part of it. Entry,
access, capacity, capacity utilization are the pieces of the

sanme pile.



10

11

12

13

14

15

16

17

18

19

20

21

22

30

On the public goods thing, Bob, maybe it's
inefficient but I think we ought to admt the possibility
that maybe it isn't inefficient. There is a question for us
to ask about the utilization of Medicare to provide public
goods, is how well does it work, rather than whether or not
Medicare is the right vehicle. It doesn't make any sense
for us to talk about that, Ralph is absolutely right. This
stuff is enbedded in the system For better or worse it's
going to stay there.

W can contribute to an efficacy discussion rather
t han an appropriateness discussion. And | wouldn't assune,
as it seenmed to ne you said, that sinply because you
woul dn't invent Medicare as the vehicle to try to provide
the public good, that it is therefore in efficient. | think
that's a testable hypothesis and we ought to be nore neutral
about whether or not these things are efficacious or not and
the efficacy question is the one, as Carol said, that we
ought to focus on.

MR HACKBARTH. | think the issue is whether these
formulas in fact target the dollars in a way that you
achieve the public policy goal. | think that's the question

Bob was rai sing.
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Ckay, Julian, thank you for provoking sone thought
and discussion. Craig is now going to provide sone nore
background i nformati on about the indirect nmedical education
adjustnment. Craig?

MR LISK: Good nmorning. I1'mgoing to go alittle
bit nore into nore specific concerning Julian's discussion
and the discussion you had now about the |IME adjustnent and
t he amount of the I ME paynents that are above the costs of
teaching in the current paynent system

Teachi ng hospitals have historically had higher
costs than other hospitals and Medicare | ME paynents are
intended to pay for the higher costs of teaching hospitals.
The | ME adj ust ment was provi ded, back at the beginning of
t he prospective paynent system in light of doubts of the
inability of the inpatient PPS to fully capture factors such
as greater patient severity that m ght account for these
hi gher costs in teaching hospitals. The adjustnent is an
add-on to the base paynent rate so it's adjusted dependi ng
upon what the per case base paynent rate is for a specific
case.

These paynents total sonewhere between $4 billion

and $5 billion currently.
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The adj ustnent, though, is set well above the
current cost relationship. It's nore than twi ce the
enpirical cost relationship between our neasure of teaching
intensity, resident-to-bed, and costs per case, Medicare
i npati ent costs per case.

| npati ent operating costs per case increase about
3.2 percent for every 10 percent increase in their resident-
to-bed ratio but the adjustnment in 2002 is set at 6.5
percent. That's been the adjustnent |evel that we've had
since 1999.

In fiscal year 2003, though, the adjustnent wll
drop to 5.5 percent as part of policy changes that are from
the BBA and as this adjustnment has been deferred over a
nunber of years to finally it will be reduced to 5.5
per cent .

But this next table will provide you sone
information on the | ME adjustnent under alternative
scenarios. To give you sone idea of the size of the
adj ust mrent that these hospitals receive currently, what they
wi |l next year, and then what really the enpirical |evel
says, and if we're going to pay closer to what the cost

relationship is for Medicare.
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As you can see, these are substantial paynents.
So a hospital with an IRB of 0.5 currently receives an
adj ust rent of about 29 percent currently. The enpirical
cost relationship is about 17 percent. So there's a
substantial anmount of paynents above the cost relationship
here for these hospitals.

To give you sone idea, though, about particul ar
hospitals and the size of the I ME adjustnent, 1'Il give sone
i deas of sonme conpetitor hospitals for sonme of our
commi ssioners. The University of Chicago Hospital, for
instance, has an IRB of .75. M. Sinai has an |IRB of about
.56, but your conpetitor --

DR. ROWNE: For historical interest only.

MR LISK: O historical interest, yes. But
Montefiore has an IRB of .75, for instance. |If you get down
to hospitals that are around the .25 area, you have |ike St
Raphael in Connecticut, which is a conpetitor to Yal e New
Haven Hospital. |If you talk about even | ower nunbers, .10
is sonething Iike Maine Medical Center is an exanple of
that. So that just gives you an idea of the types of
hospitals and where they fall in that distribution.

But this next chart here shows you the frequency
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di stribution of hospitals by IME adjustnment percentage. As
you see, alnost half of all hospitals receive less than a 5
percent increase bunp up in their paynent due to the I ME
adj ust nent of teaching hospitals. However, 10 percent of
teachi ng hospitals receive nore than a 25 percent boost in
paynents fromthe IME adjustnment. So it's a substanti al
portion of the teaching hospitals. That's nore than 200

t eachi ng hospitals overall.

You have to renmenber, this is saying what the
boost in paynment is fromthe |IME adjustnment. Many of these
hospitals are al so receiving DSH paynents and stuff. So
their paynments above the base rate are substantial. So
those are the anobunts that are, in terns of above the cost
rel ati onship.

So this translates into potentially much higher
mar gi ns for these najor teaching hospitals. As this next
chart shows, it shows into greater financial performance
under the Medi care program

There still is wide variation and overlap in
i npatient margins, but the red Iine shows the Medicare
inpatient margin for major teaching hospitals in 1999. As

you can see, they have substantially higher inpatient
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mar gi ns than ot her hospitals. And for performance for other
teachi ng hospitals, which is the green line.

The aggregate inpatient margin for major teaching
hospitals here in 1999 was 22 percent conpared to 6.5
percent for non-teaching hospitals and 11.6 percent for
ot her teachi ng hospitals.

But the I ME paynents above cost and DSH paynents
are the substantial contributor to this. As you see in the
next overhead, when we renove the DSH paynents and | ME
paynents above the cost relationship, the distributions are
much cl oser and overl ap consi derably.

| nterestingly, though, aggregate perfornmance for
maj or teaching hospitals, though, is still higher than other
t eachi ng and non-teaching hospitals. The aggregate nargin
still for major teaching hospitals is 5.6 percent, for other
teaching is 4.3 and it's 2.5 for non-teachi ng hospitals.

The story for total margins, though, is different.
This is historically, when we get down to the |IME debate, is
one of the reasons why this is such a critical issue. The
margin for major teaching hospitals, total margin, is 2.4
percent conpared to 4 percent for other teaching and non-

teaching hospitals. Now again, there's a distribution
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around these margins. This is just the aggregate, so
there's considerable overlap in the distribution here, as
well, on total margin performance. But in aggregate, the
financi al performance of major teaching hospitals is |ower.

What | want to talk about is the paynents above
the current cost relationship and what this nmeans to these
teaching hospitals. In 1999 the subsidy portion of the | ME
paynment accounted for about 3 percent of Medicare inpatient
paynents. So it's a substantial portion of Medicare
i npati ent paynents.

The subsidy portion of the | ME paynent accounted
for 8.8 percent of Medicare inpatient paynents for major
teaching hospitals, so it's a |large share of their inpatient
mar gi n.

The subsidy portion, though, also accounted for
1.8 percent of total revenues for mmjor teaching hospitals.
Thus, it was a major factor in hel ping keep major teaching
hospitals total margins above zero. Wthout these paynents,
and assum ng no behavioral change if they didn't have these
actual subsidy paynments fromthe | ME adj ust nent above the
cost relationship, the aggregate total margin for major

teachi ng hospitals woul d have been about 0.6 in 1999. So
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that's an inportant factor.

Anot her thing to consider, though, is the subsidy
portion of these paynents will be droppi ng about 30 percent
next year, in terns of the I ME adjustnent, when it's
reduced.

Al'l our discussion, when we get back to it, on the
updat es and the nodeling we have done have all taken that
into account in all of the nunbers that you' ve seen and you
saw at the last neeting. W've taken that into account,
th