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MEDICAID (Dennis DeWitt 1/85)

Federal/State 50/50 matching funds. Federal government prescribes
maximum rate it will pay; state can get waiver to pay more than

limit, but state pays 100% of costs over the ]'wWiﬁWﬁﬁfWAhHCOAmF(»Xﬁ

and assets. Assets of $1500 excluding house.)
Total coverage. Patient pays no share. Covers specific activities and
services only. . Covers any age group as long as income status appropriate.

(By contrast. Medicare 1is for those over 65 or under 21, not needs
based, and totally federal funds.)

90% of nursing home beds in Alaska are Medicaid patients. State"s
annual share is $70-80 million. ($40,000/yr./bed)

Medicaid Rate Commission appointed by Governor to set prospective
rates Medicaid will pay at nursing homes and hospitals throughout

the state (can charge other patients whatever they want). Rates to

be based on budget submitted by each institution (can include a "capital

factor™ for maintenance, expansion, etc.). Prospective rate-setting will

provide forecasting ability so state knows what funding needs will be.
State used to use "cost settlement™ approach - Medicaid would

pay general monthly amount to each nursing home, then at end of year

home would submit actual costs and settle any differences. Cumbersome;

always 18-24 months behind 1in settlement.
Dept, set FY 84 rates (1st time); Commission 1is involved in
hearing appeals on those

SB 33 (V. Fischer) would impose Medicaid Rate Commission rates on

all patients (not just Medicaid recipients). Fischer wants industry
regulated; DeWitt opposes. Fact.o” matter 1is, once Medicaid rate 1is
set, will be hard for a hospital to justify a different rate for

general patients. Plus timing wrong -- Medicaid rate setting is still

in infancy (sensitive 1issue with Hospital Association).
Certificate of Need protects state and"federal government from

entitlement program (Medicaid) the government created but that now
we can'"t afford.

GENERAL RELIEF MEDICAL cares for those who fall through Medicaid

cracks - "working poor". Needs based -- someone who doesn"t qualify

for Medicaid but can"t afford health care payments |, Is an

exception program - Commissioner approves"™ each applicant. In past years,
program has received inadequate funding. Are reviewing all outstanding

cases every 3-months in a phase-out effort. (Abortions., .)



POSITION RAPER/tlepartment d Health & Social Services

POSITION PAPER
Senate Bill No. 33

"An  Act renamingand expanding the functions of the Medicaid Rate
Commission and providing for the regulation of rates charged for services
provided by health facilities.”

The intent of SB 33 is to expand the responsibilities of the existing
Medicaid Rate Commission (MRC) to include rate-setting for all buyers of
medical care and to add administration of the Certificate of Need program
totheir duties. The Department of Health and Social Services feels that
passage of SB 33 would be premature at this time. The MRC members have
been consulted on this matter and they agree with this assessment.

The Department and the Medicaid Rate Commission feel the intended expansion
under SB 33 1is premature for the following reasons:

1. The MRC isstill 1in its first year of operation and has just
completed a nine month effort to define rate setting policies to
be applied in Alaska. The Commission has not set any rates to

date therefore no data exists from which to determine whether the
program has been successful.

2. The MRC needs more time to develop a mature rate setting system
within the more limited constraints of Medicaid/GR Medical
reimbursement before expanding its application to all medical
buyers. A great deal must be learned by both the MRC and the
medical community before the MRC will be in a position to assume
greater responsibility in this area.

The Department recommends against passage of
Recommended By:

Division of Medical Assistance

Date:
Approved
JohnVR. Pugh, Commissioner
Dejyrtment of HeaVth & Social
Services
Date:
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POSITION PAPEIyDepartment o Heath & Social Services

POSITION PAPER

Senate Bill No. 33

“An Act renaming and expanding the functions of the Medicaid Rate
Commission and providing for the regulation of rates charged for
services provided by health facilities.”

The intent of SB 33 is to expand the responsibilities of the existing
Medicaid Rate Commission (MRC) to include rate-setting for all buyers
of medical care and to add administration of the Certificate of Need
program to their duties. The Department of Health and Social Services
feels that passage of SB 33 would be premature at this time. The MRC
members have been consulted on this matter and they agree with this
assessment.

The Department and the Medicaid Rate Commission feel the intended expan—
sion under SB 33 is premature for the following reasons:

1. The MRC 1is still in its first year of operation and has just
completed a nine month «ffort to define rate setting policies
to be applied in Alaska. The Commission has not set any rates
to date. Therefore, no data exists from which to determine
whether the program has been successful.

2. The MRC needs more time to develop a mature rate setting systenm
within the more limited constraints of Medicaid/GR Medical
reimbursement before expanding its application to all medical
buyers. A great deal must be learned by both the MRC and the
medical community before the MRC will be in a position to
assume greater responsibility in this area.

Senate Bill 33 also assigns the administration of the certificate of need
program to the Medicaid Rate Commission. The certificate of need program
and the health planning activities for the state are jointly funded in
part under a federal health planning grant. One of the federal grant
requirements is that the state health planning program be organizationally
placed with the certificate of need program under the "State Health Planning
and Development Agency.":" The Division of Planning, designated as the
State Health Planning and-Devel dpment Agency, currently administers both
programs. If the certificate of need program were transferred to the
Medicaid Rate Commission, Jhe Division of Planning, as the designated
SHPDA, could negotiate a reimbursable services agreement with the Medi—
caid Rate Commission for the administration of the certificate of need
program. It is impossible to say at this time whether the federal
government would approve the reimbursable service agreement as a
reasonable means of accomplishing grant activities.

The Certificate of Need program and the other health planning activi—
ties complement each other and have common factors including, but

not limited to, a need for the expertise of the Department of Health
and Social Services®™ Arcbj.tect”a/id coordination with health systems
agencies, regional health corporations, local governments,- citizens”
groups and state agencies. /

.
n o 1% 1%
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POSITION

POSITION PAPER
Senate Bill 33 (Continued)
Page 2

Because of similarities between the administration of the Certificate
of Need program and the other health planning activities, the Depart—
ment finds that the certificate of need program belongs within the
Division of Planning,

The Department recommends against passage of Senate Bill No. 33 because
expansion of the Medicaid Rate Commission to include rate-setting for
all buyers 1is premature at this time and because passage would obstruct
continued close association between the Certificate of Need program and
other health planning activities.

RECOMMENDED BY:
ROD BETIT, DIRECTOR
DIVISION OF MEDICAL ASSISTANCE

DATE:

RECOMMENDED BY:
PATRICIA R. ALEXAWIEHR, DIRECTOR
DIVISION OF PLANNING

DATE:

APPROVED BY:
jp R POSH=77-  —mmmmmmme -

COMMISSIONER n
DEPARTMENT OF HEALTH & SOCIAL SERVICES

DATE:



STATE OF ALASKA 1985 LEGISLATIVE SESSION
FISCAL NOTE

Revision Date:

REQUEST FISCAL DETAIL

feill/Resolution No.: SB 33 Agency Affected: Health & Social Services
Title:Renaming and expanding the Program Category Affected:

functions of the Medicaid Rate Comm. Soc. & Econ. Asst. Prog, for the Gen. Pop.
Sponsor: V. Fischer BRU, Program or f “program(s) Affected:
Requestor: Medicaid Rate Cor, ..ission
Date of Request: 2/19/85
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Fiscal Note contim/ed
Page 2

The fiscal note includes an assumption of 4* as the rate of inflation with
the exception of one-time equipment expense.

Increases in personal services include salaries and benefits for two Program
Budget Analyst 1Ills (range 19, step A) to perform tasks required to meet the
additional rate setting responsibilities set out 1in the bill. Salary and
benefits for a Health and Social Services Planner | position (range 17, step
A) to perform certificate of need functions is included. One half-time Clerk
Typist 11l position (range 8, step A) 1is also included to perform word pro—
cessing and other clerical tasks.

Travel costs reflect an estimated ten additional site visits by Program
Budget Analysts at $700 per trip. Travel by the Health and Social Services
Planner | for one preapplicstion conference and one public meeting for certi—
ficate of need at an estimated $700 per trip 1is also included.

The contractual expenses include $35,000 for contractual audits and consul —
tant assistance 1in developing viable rate-setting methodology to accomplish

the Commission®s goals. $4,600 1is included for publishing public notices
for six certificate of need applications. Communication expenses are esti—
mated at $5,000. Lease costs are based on an assumed rate of $2.50 per gross

square fool and 150 gross square feet per position.

Supplies expense is based on an average of $2,000 for each of the four posi—
tions.

Funding revenues reflect interagency receipts for performance of certificate
of need tasks. This fiscal note assumes a transfer of a Health and Social
Services Planner 1 and a reallocation of line item amounts for the Planning
and development component as follows to fund an RSA with the Medical Rate
Commission:

Governors SB 33 Change Revised
100 816.1 <45.1> 771.0
200 35.1 <1.4> 33.7
300 43.3 48.5 91.8
400 5.7 <2.0> 3.7
700 300.0 <0.0> 300.0

TOTAL 1200.2 0.0 1200.2



position h ue

l. Program Budget Analyst 111

TYPE OF POSITION STAFF MONTHS RP NUHQER
Permanent/full
J. CUIITIMUAL ION IEVEL | | ADD
cl Ivi*t 01 I1*PE JUI IUrit
1 3
PLKSONAL SERVICES
S. Salary 40,030.20
6. Beneflts 12.044 .77
7. Supplemental Benefits
8. Fl*ed Benefits
9. IUIAL PLKbONAL StHVICtS 01
10. Travel 02
11. Contractual 03
17. Corvnoditles 04
13. Equipment 05
I<*. Other
15. 101AL CI T
RECEIPT COOE FUNDING SOURCE
16. Federal Receipts 1002
17. C.F. Match 1003
18. General Funds 1004
19. I-A Receipts 1005
?0. Program Receipts 1028
71. Other

10K B4U USE ONLY
KEY NUMBER

REQUEST FOR
NEW POSITION

Ot'13t o/ 1

AGENCY.

BRU

COMPONENT

?CN NUNDER

DHSS

Medicaid Rate.Commission

Medicaid Rate Commission

a kijUiH

52,075
5,500
2-4.500
2,000
2,500

84,575

“determines the payment

RANGE/STEP OARC. UNIT PACE/LINE APPRO"/. DISMT
19/A GGU
BRU PRIORITY LOCATION ELECTION DISTRICT

Anchorage LtCi

JUSTIFICATION

Two additional program budget analyst Il11°s are needed to
complete the tasks associated with Sp "¥s proposed expansion
of the Medicaid Rate Commission®s re., isibilities to include
regulation of rates charged by all non-federally owned or
operated health facilities. The present budget analysts are
fully occupied with analyzing and evaluating budgets and
other financic” records of facilities and preparing and
submitting findings and recommendations to the Medicaid Rate
Commission which, based on information from the analysts,
rates to the facilities for services

rendered under medicaid and general relief medical.

page 1 of 4

Revised Date



posh ion liitE RANGE/STEP UARC. UMIT PACE/LINE cov.*/ AI'IROV, DISM"p.
Program Budget Analyst 111 19/A 661
TYPE OF POSITION STAFF MONTHS RP NUMDER PCN NUMDER BRU PRIORITY LOCATION ELECTION DISTRICT LtC
Permanent/full Anchorage ’
CONTINUALION LEVEL | | ADDITION | |xoveviioexczix;/*oxm JUSTIFICATION
I n net oi upturn TUHt AHuUIM
1 2 3 Two additional program budget analyst 111 3% are needed to
1 PLIISUNAL SERVICES complete the tasks associated with SB 331s proposed expansion
i & Salary 40,030.20 of the Medicaid Rate Commission"s responsibilities to include
2 - Denellts 12°,0W._77<* regulation of rates charged by all non-federally owned or
6 7. Supplemental OeneMts operated health facilities. The present budget analysts are
Fined Bcncllls fully occupied with analyzing and evaluating budgets and
E IUIAL HLRSONAL SERVICES 01 52.075 other financial records of facilities and preparing and
10. Travel 02 3,500 submitting findings and recommendations to the Medicaid Rate
| 11. Contractual 03 24 .500 Commission which, based on information from the analysts,
1 12. Commodities 05 2.000 ® determines the payment rates to the facilities for services
In Equipment 05 2,500 rendered under medicaid and general relief medical.
j1= Other
j is. 101AI. COST 84,575
RECEIPT CODE FUNDINC SOURCE
16. Federal Receipts 1002
17. C.F. Match 1003
1 18. Ccneral Funds 100N 84,575
19. 1-A Receipts 1005
0" Program Receipts 1028
21. Other
IOH Bin USE ONLY |
AGENCY. DHSS
i PROGRAM Soc. and Econ. Asst. Proa. for the Gen. Pop. FY 86
REQUEST FOR
NEW POSITION BRU Medicaid Rate Commission Page 2 of 4
COMPONENT Medicaid Rate Commission Revised Date

oi“iiii iffin «is



HANCE/STEI = UAHG. UINT PACE/LINE APPRO/.  DISM'P

osition line
L (F:)Ierk Typist 111 8/A GGU cov.
TYPE OF POSITION 1 STAFF MONTHS  RP NUMOER PCN NUMDER BRU PRIORITY LOCATION ELECTION DISTRICT LEGj
Permanent/parf time Anchorage
[ .o v JUST IFI* "1 ION
s~ net Ol npujuiiuKt - il- . ] o ] )
i 3 3 This half-time position provides clerical support to two
PERSONAL SERVICES program budget analysts and a health and social services
s.  Salary 9,690.00 planner needed to carry out the additional responsibili—
6. Oenellts 2, /13.U0 ties assigned to the Medicaid Rate Commission under SB 33.
7. Supplemental Benefits
8. Fined Bcncllts
9. IUIAL PERSONAL SLRVICtS 01 12.403
10.  Travel 02 0
11.  Contractual 03 4.500
17.  ConTadities 09 2.000
1J.  Equipment 05 12.500
T*. Other
IS. 101AL COST "MST,"403
RECEIPT CODE FUNDING SOURCE
16. Federal Receipts 1002
17. C.F. Match 1003
18. Ceneral Funds 100<t 31,403
19. 1*A Receipts 1005
70. Program Receipts 1028
71. Other
10R 04H USE ONLY Ske
KEY NUMBER “ *\ 7z "
rapw AGENCY. DHSS
REQUEST FOR
NEW POSITION BRU Medicaid Rate Commission Page 3 of 4
COMPONENT Medicaid Rate Commission----- Revised Date
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12,
18.
19

20.
21.
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Health and Social Services Planner

TYPE OF POSITION  STAFF MONTHS  RP NUMOER
Permanent/ful
rnni miiAfirv/ PFVf1 1 | aop
IYPt U» LAPLNUIIUHt
1 7
PLRSUIML SERVICES
Salary 34.740.
Oenef its 10.374.
Supplemental Genefits
Fined Benefits
[UIAC PLKSUIML SLKVICLS 01
Travel 02
Contractual 03
Commodities Ok
Equipment 05
Other
101AL COST

RECEIPT CODE FUNDING SOURCE

Federal Receipts 1002
G.F, Match 1003
General Funds 100%)
1*A Receipts 1005
Program Receipts 1020
Other
AGENCY.
REQUEST FOR
NEW POSITION BRU
COMPONENT

01-1116 17/12m1t

00
00

PCN NUMOER

aliuOlll
3

114
.400
-100
.000
.500

NN O = Ul

U, 114

27,500
57,614

DHSS

Medicaid Rate Commission

Medicaid Rate Commission

RANGE/STEP OARC. UNIT PACE/LINE 0/ APPRO'/.
17/A GGU
BRU PRIORITY LOCATION ELECTION DISTRICT leq -
eg; ¢

Anchorage

JUSTIFICATION

SB 33 assigns responsibility for administration of the
certificate of need program to the Medicaid Rate Com—
The job duties require the skills of a health
services planner. A health and social
services planner 1 is requested because the position
reflects a transfer of the health planner 1 that
presently performs certificate of need functions within
the Department of Health and Social Services.

mission.
and social

DISMT

FY 86

page  4of 4

Revised Date



Senator Vic Fischer

Alaska Srate Legislature
Pouch V ¢ Juneau, Alaska 99811 « (907) 465-4954

March 6, 1985

To:  Senator Bettve Fahrenkami

From: Senator Vr'c Fischer '

Re:  Hearing Request for SB 33 - Medicaid Rate Commission
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matically, so that now they exceed 10% of the GNP. With
ual infldtion for these expenses well above other costs,

erly and those on fixed incomes are Earticularly hard
to” find adequate care. But as you know, we are all

| am re_questingr that you schedule SB 33 at Y
convenience, This bill is a broad measure
the regulation of costs charged by health ca

ates are becoming the principal forum for
h care costs. Several other states have
legislation that have demonstrated

ngs to consumers and slowed the rate of
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t Alaska has taken the first step and .
Medicaid Rate Commission to review Medicaid
Is.  However, this program does not address
the public who are not”Medicare recipients,
s not help most Alaskans.

ed a
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jority o
d. as such” do

fo b RN .
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Because this is one of the most important consumer iSSUes
before us today, | ask that you take action on this bill,
despite the opposition of thé Department of Health and Social
Services at this time,
At
0f
Ot

tached you should find the position paper of
Health”and Social Services., The fiscal not
her back-up materials are also enclosed for

the Department
e IS zero.
your review,

During Interim 0 1024 W. 6th Avenue, Suite 204C « Anchorage, Alaska 99501 «(907) 2783654
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By
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Office of Health and Medical Affairs
Department_of Management and Budget
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OVERVIEW OF STATE COST CONTAINMENT STRATEGIES

The purpose of this paper is to give an overview of the <cost
containment activity that is taking place at the state level.
Increasingly, states have become the focal point for health care

cost containment efforts. In an attempt to document that
activity, the National Governors® Association recently prepared a
series of publications summarizing state cost containment
efforts. This paper draws heavily on those materials.

Reasons for State Activity

Why have states become a focus of cost containment activityO One

reason is their involvement in the Medicaid program. To some
extent, state governments have always been 1involved 1in trying to
reduce costs because they pay for Medicaid. The need to limit
Medicaid costs is strongest when states are under fiscal
pressure, which has obviously been 1intense 1in the last few years
during periods of recession. But that 1is not new; Medicaid cost

containment activity has been going on for years.

A  second reason for increased state activity is that state
governments are major employers and therefore purchase health
care services not jJust for Medicaid recipients but for a very

large workforce. In the past, states as employers have taken the
view of most employers: negotiate the level of benefits with
employees but then Jleave the system alone. The basic issue in
such negotiation was who would pay - the patient out-of-pocket
or the employer through insurance coverage. Employers would

perhaps consider various techniques such as self-insurance,
coordination of benefits, or other steps to reduce administrative
costs, but typically they didn"t get involved 1in direct attempts
to change utilization or unit costs.

Like other employers, state governments are beginning to try
direct limiting of their payout by affecting utilization and
provider and <consumer behavior - by limiting the total amount
spent, given a particular level of coverage, not just by
negotiating who pays the bill. The reason for states®™ change of
attitude 1is the rapidly rising cost of employee health coverage.
Among states responding to a National Governors*® Association
survey, between 1981 and 1983

total state general fund expenditures rose by 6.7 percent;
Medicaid costs rose by 20.9 percent;

state expenditures on employee health benefits rose by 47
percent.

Thus employee benefits rose 7 times as fast as all general fund
spending and more than twice as fast as Medicaid spending.



A third reason for increased <cost containment activity at the
state level 1is increased pressure from private sector purchasers.
The burden of health care costs 1is now evident to everybody, and
many employers recognize it as a major cost of doing business -
a cost which 1is 1important in influencing their "bottom Iline"” and
a factor in their ability to compete 1in 1international as well as
national markets. These employers are becoming involved as
direct purchasers, but they need the cooperation of state
government for several reasons:

in order to change the legal environment so that they can
take the steps they think are necessary to bring change to
the delivery and financing system;

to use the regulatory authority of government to mandate
changes in providers” behavior where such regulation is
thought to be effective.

The purchasers recognize that conditions differ from area to area
and that they can often be most influential by using their

economic clout as purchasers and as agents to influence*®
legislation at the 1local and state level rather than the national
level. Hence the attention to state action.

A fourth reason for state attention to cost containment 1is that
the federal government 1isn"t doing (or perhaps can®t to) the job.
The administration opposes the regulatory approach, and thus
little action 1in this direction can be expected. ITf regulation
is the answer, it will have to be done at the state level.
Medicare®*s change to PRG-based reimbursement for hospitals shows
that the federal government 1is interested 1in cutting its own cost
but not necessarily system-wide <costs. IT DRGs are effective 1in
holding down Medicare costs, the hospitals will try to make up
the shortfall by shifting costs to other payers. If such "cost
shifting"” is to be prevented, it will have to be done through
initiatives at the state level. Finally, states have to deal
with the problem regardless of the federal attitude simply
because there 1is no single simple soxution that can be imposed at
any one level of government; we must confront the problem at all
levels.

Causes of Cost Escalation

Although there is often fundamental disagreement from state to
state about how to solve the problem, there is very little
disagreement about the cause.

Some of the factors which raise <costs are largely beyond the
power of states or decision-makers within states to influence:

The aging of the population: Since aged people wuse more
services, as the population includes more and more older
people, wuse will rise and so will costs.



General price inflation: There is no reason to expect
prices of health resources to oe 1immune to pressures that

create general price inflation. To the extent that wages
rise throughout the =economy, wages of health workers will
have to rise too 1if they are not to fall behind. The same
applies to raw materials that are common to many
industries -- food, construction, energy, etc.

The <cost-producing influences which are wunique to the medical
economy are possible to change although they can be changed only
with difficulty. The litany of faults is familiar.

The major problem is that the decision-making system does not
require any of the decision-makers to bear directly the financial
costs of their decisions touse resources. No one is held
accountable for decisions that determine <costs, and there are
few financial incentives to make decisions by balancing <costs
against benefits.

Infact, the present systenm creases perverse incentives: the
incentive structure tends to reward cost-inducing behavior and to-
penalize cost-reducing behavior, especially for providers.

Consumers have few incentives to economize because 1insurance
pays much of the <cost of care. There is no apparent

connection between what they wuse and what they pay - a
"free lunch™ system.

Given the highly technical nature of medicine, cost-
effective decisions aredifficult for consumers to make
(even if they had incentives to do so) because they must
rely on the advice of physicians about what services are
appropriate.

Under the fee-for-service systenm, the more services
physicians provide, the higher their income.

The highest payments go to the physicians who use resources
most intensively - those who provide hospital-based acute-
care services and the specialists who employ expensive
technologies.

Hospital reimbursement systems which pay charges or
reimburse retrospectively for <costs provide no 1incentives

for efficiency and encourage high wutilization and expensive
technologies.

The competition among hospitals takes the form of
competition for patients and thus doctors, which gives thenm
incentives to offer the widest vrange of services and the
newest technologies. The result 1is often duplication and

high costs.



We have built too many hospitals and trained too many

physicians, particularly specialists. Both, the facilities
and the professionals have to generate income to stay in
business. They can generate income and costs because there
is so much room for discretion in determining how much and
what kind of care is appropriate; the consequence is a

higher level of demand than 1is cost-effective.

Solutions

Although there 1is agreement that the cause of the problem 1is lack
of appropriate incentives so that normal market forces don-"t
work, there is less agreement about the proper solution. People
generally agree that the kind of competition that provides
econcmic discipline in most markets doesn"t serve that function

in the medical market. The disagreement comes over how to react
to lack of appropriate competitive forces. In some states the
dominant response is to try to <create <conditions under which
market forces can operate properly. This is the dominant
philosophy in Utah, for example. Where that view prevails, the
strategy 1is to change the incentive structure so that people bear-
the economic consequences of their actions. This 1is done 1in the
expectation that individual decision-makers will act in the

public 1interest (although 1inadvertently) as they seek their own
self-interest.

In other states, the response is to acknowledge market failure,
explicitly abandon primary reliance on market forces to allocate
resources, and substitute greater allocation by government or
quasi-government agencies. Implementation of this strategy

involves policies such as those which give government approval or
veto power over expenditure and 1investment decisions (certificate
of need), which set prices (rate regulation), or which establish
limits that define the boundaries within which individual

decision-makers can exercise discretion (expenditure or
investment "caps").

These two contrasting reactions to market failure can be labeled
the "competitive strategy"” and the "regulatory strategy." It 1is
useful to look at the rationale for each in more detail.

The Competitive Strategy

The key element in the <competitive strategy 1is <change in the
incentive systenm - structuring financial rewards so that
consumers and providers voluntarily make decisions that economize
on us.- of resources.

Because of the technical nature of medical decisions, physicians
make most of the important decisions that determine how much
medical treatment will cost. Therefore the reimbursement syster>
should reward physicians for <cost-reducing behavior. Several
possibilities exist:



Pay on a basis like capitation. Such a basis increases the

providers® net revenue if they ho]d down costs. HMOs are an
example.

Reward cost-effective providers by directing patients to

them and away from those that are not cost effective. HMOs
and PPOs are examples. When physicians were in short
supply, this approach would not have worked. But since the
physician supply 1is increasing more rapidly than the patient
supply and there is an excess of hospital capacity, the
medical market is <changing from a sellers”® market to a
buyers®™ market. The power to direct patients to particular

providers 1is an important bargaining chip.

Give consumers incentives to choose cost-effective
providers. Although <consumers have insufficient knowledge
about medical science to make the actual resource allocation
decisions on a cost-benefit basis, it is possible to create
incentives for consumers to choose providers who do have the
expertise to make cost-effective choices.

Alternative delivery system - HMOs and PPOs - clearly play a
key role in this strategy since they are collections of providers
to whom the purchasers can send patients to get <conservative,

cost-effective care. One reason for the 1intense 1interest in PPOs
is the advantage the PPO has over the HMO of representing a less
radical departure for both consumer and physician. The consumer

can choose non-preferred providers but has financial incentives
to seek <care from preferred providers. The physician is held
accountable for the cost of resources (in that the provider has
to be economical to stay on the provider panel) but 1is not "at
risk" as he or she would be in an HMO.

In many states employers are promoting HMOs and PPOs
themselves - an indication of employers-” recognition of a new
role for themselves. They see themselves as purchasers of health
care in the same waythey are purchasers of raw materials: the

perspective 1is to establish a payer/vender relationship and to
give the business to the vendor (the PPO or HMO) that provides

product they want at the best price. They no longer take a
e_js-off position in negotiating wi ch the suppliers, the
providers. Nestle Enterprise 1in Ohio, for example, has been very
active in helping to start and develop PPOs for employees. 1T

one PPO doesn"t perform, Nestle informs them that they will
terminate the relationship if they don®"t "shape up."”

To induce development of the kind of system that directs patients
to efficient providers vrequires several things, some of which
require state legislation:

A legal environment which allows (and even encourages)
purchasers to use their market power to negotiate the best
deal -- for example, to contract directly (or through

intermediaries) with providers and to establish a benefit



package that 1limits "freedom of choice." Some states have
insurance requirements that subscribers or insured persons
have <complete freedom of <choice of provider regardless of
cost. It was the legislative chan03 in this legal
requirement in California that stimulated selective
contracting and PPOs in that state and brought the concept
of PPOs to the forefront of attention.*

Incentives for insured persons to choose the most cost
effective, conservative providers, and the information to
identify these efficient providers. Incentives are absent
when the employer pays the entire premium of very
comprehensive coverage. Under this "free lunch™
arrangement, the employee gains no advantage by choosing an
efficient provider. To avoid this situation, employers will
have to structure premium-sharing so that the employee has
to pay part of the premium cost of the more expensive plans.
Wisconsin, for example, this last year changed premium
sharing provisions for state employees. Now the state pays
a maximum of only 105 percent of the Jleast expensive plan.”
Memberships in HMOs after this change Jjumped from 18 to 67
percent of state employees 1in one year. Another possibility
is co-pays for the standard plan. These co-pays can be
reduced or eliminated for choosing cost-effective providers
(the PPO approach).

A way of identifying the <cost-effective providers and of
identifying 1increases in utilization as they crop up. PPOs
depend wupon being able to discriminate between costly and
efficient prov;iers and to detect unjustified differences 1in

use among regions. To do such analysis requires population-
based utilization data - something which many planning
agencies can provide. To get such data from all providers
and in a wuniform format may require state legal mandates.
In lowa, where there 1is support for the competitive
approach, the lowa n.. th Data Corporation has been

established for Jjust these purposes.

A number of people who support the "competitive" strategy suggest
a different approach. They want <consumers to themselves have
direct financial 1incentives to reduce consumption. They propose
increasing co-pays and deductibles on the theory that when people
have to pay more they will use less.

* We"vefound 1in Michigan that providers, especially physicians,

say they areall in favor of competition and PPOs. The "only"
provision they want is one which requires that all providers be
eligible for participation in the PPOs. They insist on this
provision -- which, of course, jeopardizes the basic concept -

because they know that there are too many physicians and they can
be cut out of the business.



A similar 1idea 1is to structure the benefit package so that people
have to pay a deductible or co-pay 1if they use a more expensive
form of care when a less expensive substitute 1is available - for
example, co-pays for inpatient hospital use but no co-pays if
procedure can (safely) be done on an outpatient basis.

The Regulatory Strategy

The proponents of the regulatory approach say that the way to
correct the failures of the market 1is to substitute for market

forces explicit decisions by public policy-makers. Examples
include hospital rate regulation, strengthened certificate of
need, "caps"™ on capital expenditures, etc. Those who favor the

regulatory strategy offer the following arguments:

Competition will take too long. We"ve had HMOs for years,
and nowhere has the existence of HMOs <clearly changed the
whole system to make it truly competitive. The problem 1is

too severe to wait for such competition to develop; we have
to have results now, not 10 to 15 years from now.

Regulation works - at least hospital price controls work.
In the seven states with on-going rate-setting programs
(Maryland, Rhode Island, Massachusetts, New York, New
Jersey, Washington, and Connecticut), hospital costs rose
11.9 percent 1in 1982 whereas, in the nation as a whole, they
rose by 14.9 percent. Three states adopted all-payer rate-
setting systems in 1983: Maine, West Virginia, and
Wisconsin. The proponents of hospital rate-setting would
argue that the key to success 1is the political will to make
it work. (Thecritics might agree, saying that the long-run

lack of political will 1is precisely the problem.)

Competition may never work. To one extent or another, it
depends wupon consumers being able to make medical judgments,
to "second guess"™ the physician. They really <can®*t do a

good job of that even if they have 1incentives.

Regulation is necessary to protect the weak and the
vulnerable. The big buyers, the employers with Jlarge work
forces, are going to negotiate the best deal for themselves;

they are not going to be worrying about everybody else. I f
they succeed, the revenues of providers who serve them will

tend to go down. They will look to make up the revenue 1loss
from other payers - the older population, the under —
insured , the workers who are not represented by wunions or
big employers. Costs may be shifted to them.

In a competitive environment, producers (providers) go where
the money is. The providers may simply not find it
profitable to serve certain populations. They may cater to

the employers who can send them many patients and simply
decide it isn"t worthwhile to serve some other population
groups -- those 1in rural areas, city centers, older parts of



cities, etc. So access could be jeopardized. This

"skimming™ problem could be especially troublesome in areas
of the market in which for-profit firms play a prominent
role.

Regulation can assure that everybody pays a fair share.

Regulation advocates also point out that it 1is misleading to say
that competition 1is the only method to provide proper 1incentives.
Prospective hospital reimbursement systems, imposed by
regulation, attempt to create incentives which allow managers to
decide themselves how they can manage their hospitals 1in the way
that minimizes costs so that they <can share in the savings.
Government is setting the boundaries within which resource
allocation decisions are made Dbut is not actually allocating
those resources through regulation.

While hospital price control is the most obvious regulatory
approach to which states are giving consideration, some states

are still proposing to strengthen <certificate of need. Maine
adopted a "capital cap"™ which limits the total amount of capital
expenditures in the state, and the Michigan legislature is
considering such a bill. Other states have imposed moratoriums:
Arkansas, Kansas, Kentucky, Minnesota, Mississippi, Missouri, New
York, and North Carolina. Still other states have committed
themselves to the competitive approach to the extent that they
are abandoning cer ificate of need authority altogether: Utah,

New Mexico, and Idaho.

Another regulatory approach is to reduce hospital capacity. The
Michigan Jlegislature endorsed this approach several years ago by
mandating reduction in beds.

A further policy which some would consider regulatory 1iIn nature
is to use state power as provider of funds for medical training
to bring pressure to bear on medical schools to lower enrollments
in order to bring production of physicians 1into line with needs.

Criticisms of Regulation

The critics of regulation point out that no matter how attractive
regulation appears, the history of other industries shows that
the short-run benefits are outweighed by the long-run costs:

Regulation stifles innovation and new arrangements. For
example, rate-setting regulations frequently prohibit major
purchasers from negotiating their own deals with hospitals

because rate setting often requires that all payers pay the
same rates.

Regulation lets the private sector, both purchasers and
providers, "off the hook." They are likely to say, "It"s
government®s job, and if the policies fail, government is to
blame. It*s not our responsibility."”



Regulators are often "captured"” by the regulated 1industry.
The regulators begin to see their job as assuring the
economic health and viability of the industry, not
protecting the public.

It is very hard to sustain the political will to be tough.
ITf competition puts somebody out of business, we accept the

outcome as natural, just the way markets work . If
government action threatens f> put somebody out of business,
even if for very good and rational reasons, politicians come
under extreme pressure to "cave in" and assure the business
survives. Market forces are seen as neutral. Government

intervention 1is seen as being arbitrary and unfair.
Combined Strategy

The most common approach in most states seems to be a combination
of regulation and an attempt to strengthen market forces - a
melding of the two strategies. This combined approach 1is not
seen as 1inconsistent but rather as a way of meeting the problenm
in the short-run while the long-run solution is taking hold.

A large number of states are restructuring state employee health

benefits to encourage greater cost consciousness. Some are
providing 1incentives for shortened stays and ambulatory surgery
by adting co-pays for choice of more expensive care - Kentucky,
for example. Others are increasing the employees®™ premium share

to encourage employees to choose the least expensive plans as has
been 1ione in Wisconsin.

Florida is a good example of the combined strategy. The
legislature just passed legislation to strengthen the state
hospital authority by establishing standby vrate <controls. The
authority sets budget targets, but hospitals which fail to meet
targets ccne wunder increasing scrutiny; and, if they continue to
fail to meet targets, eventually fines are imposed, and the
hospital”®s license can even be revoked. A revenue cap is
established which 1is 3 percent above a price 1index that measures
the cost of hospital inputs. IT a hospital exceeds the cap 1in
the first year, it can be ordered to roll back 1its budget 1in the
next year. IfT a hospital exceeds the cap for 2 years out of 5,
it can be required to contribute the excess to a state pool that
is used to pay for indigent care. If the overrun occurs in 3
years out of 5, the hospital can lose its license and
administrators can be fined. At the same time the Jlegislature
passed this stand-by rate-setting bill, it established a
mechanism to collect data and publish a consumers” guide on
premium charges on health 1insurance and physician charges - to

help consumers make cost-effective decisions.

Wisconsin 1is another state that has established a comprehensive
reform program that combines regulatory and competitive elements.
Last year the legislature did all of the following:



Established all-payer

rate-setting

authority.

Greatly strengthened certificate of need.

Allowed for closed-panel HMOs and for PPOs.

Changed health benefits for state employees so that the

state pays only 105 percent of the premium of the least

costly 'plan.

Cut Medical school size by 10 percent.

Required employers with more than 250 employees to offer a

choice of at least two health plans, 1including HMO and PPO.
Conclusion
One of the exciting things about the last several years 1is the
great variety of activities that are being tried to address the
health care <cost problem. As the focus has shifted away from-
Washington to the states, we see many 1innovative policies and
much experimentation. These activities provide natural
experiments to test what works and what doesn®"t work. It will be
interesting and useful to observe the outcomes.
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The Maryland Health Services Cost

Review Commission
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A number of states have estab-
lished public commissions in an effort
to control the ratr of increase in hospi-
tal costs. One of the most successful
such bodies has,been the Maryland
Health Services Cost Review Commis-
sion. In 1977, for example, the Com-
mission estimates that it saved S48
million by holding the rate of hospital
inflation to less than two-thirds of the
national average. In 1973, the rate of
increase per admission was only 7.8-
percent. In that same year, despite the
addition of a significant number of
new hospital beds in the state, total
hospital costs increased by only 10.5
percent— compared to a national
average of 12.5 percent.

The Maryland General Assem-
bly established the Health Services
Cost Review Commission in 1971 and
gave it four broad tasks: (1) To ensure
annual public disclosure of the finan-
cial position of all Maryland hospitals
and related institutions; (2) To keep
itself informed as to whether the fi-
nancial resources of each institution
are sufficient to meet its financial re-
quirements, and to concern itself
when resources are inadequate; (3) To
require the annual disclosure by any
employee, partner, director or officer
of any non-profit hospital of business
totalling 510,000 or more annually that
Is transacted between that institution
and any other business entity in
.. which the person has an interest; and
(4) To assure the public (a) that hospi-
tals' total costs are reasonably related
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Health Care Cost Containment Project
National Conference of
State Legislatures

to the total services offered by the
hospital; (b) that hospitals' algg_regate_
rates are set in reasonable relationship
to its aggregate costs; and (c) that
rates are set equitably among all pur-
chasers of services without undue dis-
crimination. While the first three tasks
are an important part of the Commis-
sion's operation, itis primarily from
the fourth function that its cost con-
tainment activities derive.

Hospitals, particularly those in
Baltimore's inner city, were the prime
movers behind the establishment of
the Commission. Their motivations
included a fear that the federal
government was on the vergie of im-
posing stringent cost controls on hos-
pitals and an inability to recover the
costs of charity care and bad debts
because Blue Cross, Medicare and
Medicaid paid on the basis of costs.
To increase chances for an exemption
from federal controls, and in return
for guaranteed solvency for an effi-
cienthospital and for equity in rate
setting, hospitals lobbied for and
were willing to accept increased state
regulation. While the Commission's
rates have applied to private payers
and Blue Cross since 1974, it was only
in 1977 that Medicaid and Medicare
agreed, on .iexperimental basis, to
pay the ra.es set by the Commission,
Because of these agreements, Particu-
larly with Medicare, the Maryland
Commission is the only state agency
in the country that sets rates for all
payers.

1405 Curtis Street

Suite 2300

Denver, Colorado 80202
August 1979

Background
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Structure
and
Jurisdiction

Rate Approval
Process

The seven member part-time
Commission is an independent body
in the Department of Health and Men-
tal Hygiene. Commissioners are ap-
pointed by the Governor for four-year
terms and may he reappointed once.
The exact composition of the Commis-
sion is not detailed in statute, al-
though the law does specify that no
more than three commissioners may
be associated with the health care
industry. The present commissioners
are a physician, an economist, a
housewife, arealtor, two business
executives, and a hospital trustee. The
second term of the Commission's first
chairman, a hospital administrator, -
expired on June 30, 1979. The new
chairman is a business executive.

The Commission's budget and
staff have remained fairly constant
since the Commission commenced full
operation. Approximately one-third of
the annual budget of 5750,000 is pro-
vided through a contract with the

.Health Care Financing Administra-

tion, U.S. Department of Health,
Education and Welfare, with the ba-
lance funded from general state re-
venues. Legislation has been intro-
duced to change the method of
financing to an assessment on indi-
vidual hospitals, but that legislation
has not been successful. Accountants
are most numerous among the 29
person Commission staff. Additional
staffinclude an economist,
mathematicians, attorneys, computer

The Commissioners have little
direct involvement in the actual cal-
culation of rates. Their role is that of
an impartial judge, balancing staff re-
commendations with arguments and
recommendations presented by hospi-
tals, third party payers, and other
interested parties.

The rate review process for a
particular institution may be initiated
either by the Commission itself or by a
hospital which requests an increase in
its approved rates. Staff analyze the
institution's data on such factors as
costs, volume, and case mix, com-

engineers, an industrial engineer, a
registered nurse, a physician and
clerical help. The Commission staff is
divided into three main sections: Ad-
ministration, Institutional Analysis
and Methodology Development.

In addition to general adminis-
trative responsibilities, the Administ-
ration section handles the advisor/
relationship of the Commission with
external parties such as health Plan-
ning agencies. The Institutiona
Analysis section determines and re-
commends individual hospital service
rates to the Commission and conducts
hospital audit and compliance ac-
tivities. The Methodology Develop-
ment division is responsible for on-
going research and the development
of improvements and innovations in
rate setting methodology. That divi-
sion also monitors national, state and
local inflation indices to be used in
determining hospital inflation adjust-
ments.

The Commission has jurisdic-
tion over 50 acute care and 5 psychiat
ric hospitals, with annual revenues of
approximately SI billion and an aver-
age size in excess of 200 beds. The
majority of the hospitals are located in
one of two metropolitan areas— the
Washington, D.C. suburbs, and Bal-
timore City and its suburbs. Two
major teaching hospitals are located in
Maryland. The vast majority of the
hospitals are public or non-profit in-
stitutions.

paring departmental costs with those
of other hospitals after adjusting for
regional wage differences. Costs in
excess of a pre-determined screen are
challenged and, if not adequately jus-
tified by the hospital, are disallowed.
At a public'meeting, the Com-
mission reviews staff recommenda-
tions which it may apJJrove, revise or
reject. If the interested parties have no
objection to the Commission's deci-
sion, these rates go into effect. Lfone
of the interested parties challenges the
recommendations, however, a second
public hearing is held at which evi-



derrce and testimony are presented,
subject to cross examination. In prac-
tice, very few reviews go to a second
public hearing, since Commission
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The Maryland system is unique
In that it does not perform an annual
review of each hospital's budget. In-
stead, rates are based on an in-depth
analysis of each hospital's budget
which was undertaken during the
Commission's first three years of oper-
ation. Since the time the base budget
review was completed, however, most
rates have been chan?ed only by an
inflation adjustment factor. Thus, the
only hospitals subjected to annual re-
view are those requesting rates in
excess of the adjustment factor, or
those hospitals which merit further
examination (for example, because of
financial difficulties or markedly
changed capacity or utilization).

The major tool used to control
hospital cost increases is an inflation
adjustment factor. This factor is based
on two broad measures. One measure
reflects items beyond the control of
the hospital such as ERISA costs,
FICA tax increases, nd malpractice
costs. The other factor is designed to
account for the impact of inflation in
the general economy. For example,
the local consumer price index is used
to determine the allowance for in-
creases in wages and fringe benefit
costs. The allowance for supply and
contracted service cost increases is>*
based on a weighted average of the
wholesale and consumer price indices
of those elements of hospital costs
which can be reasonably determined,
such as food and insurance. In areas
with no appropriate external indices
— such as medical-surgical supplies,
and radiological supplies— allowable
increases are based on aweighted
average of cost increases in those
fields as reflected through a hospital
survey.

This inflate n ad&ustm ent sys-
tem has a number of advantages.
First, it enables the Commission staff
size to be kept small; rather than

staffwork closely with hospital rep-
resentatives to resolve differences
prior to submitting their recommenda-
tions.

reviewing each hospital's entire
budget in detail every Vear, the only
requirement is that inflation be moni-
tored. Second, those hospitals which
are performing well— keeping their
costs in line with inflation — are not
subject to excessive government intru-
sion, yet will still be granted an in-
crease sufficient to keep up with infla-
tion.

Inflation
Adjustment
System

Third, the inflation adjustment
approach gives hospitals a very strong
incentive tc control their own costs.
Under many prosgective reimburse-
ment and annual budget review sys-
tems, hospitals are discouraged from
saving hecause any savings experi-
enced in one year are disallowed in
the following year's budget review.
Under the Mar%Iand inflation adjust-
ment system, the hospital can keep
any savings it makes— the increase
for the nextyear is independent of the
prior year's performance: .Although
efficiencies may result in disallowed
costs after afuture detailed budget
review, that review might not be per-
formed for several years, and the hos-
pital keeps any savings it accrues over
that time.

For example, if the approved
base year char?e per admission is
52,000 and inflation in the next year
measured 10 percent, the hospital
would be permitted to charge an aver-
age 0f 32,200 per admission (32,000 -f
10%). If the hospital's costs increased
by only 8 percent (to 32,160) the hos-
pital would be able to keep the extra
340. In addition, the inflation adjust-
ment factor for the following year
would be applied to the 32,200 fi%ure .
(not to 32,160) so the hospital wil
continue to reap the benefit of its
efficiencies and accrue savings over
time.
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Basis of
Payment
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Hospitals are paid through one
of two mechanisms. Under the first
method, which the Commission has
used since it began regulating hospital
rates in 1974, payments are set on the
basis of an average rate per unit of
service for tu.h department within the
hospital. Within that constraint, the
hospital is free to set charges for each
individual unit of service. For exam-
ple, an average rate for all procedures
performed in the radiology depart-
ment of a particular hospital is set by
the Commission, but the hospital it-
self sets the individual charges for
differentx-ray ﬁrocedures. While this
system establishes control over the
average costof each unit ot service, a
hospital's revenue can be increased if
more procedures are performed. Ac-
cording to Commission staff, although
increases in individual charges per
unit of service were held to approxi-
mately seven per cent per year, total
hospital cost increases have averaged
between eleven and twelve percent
peryear, due to the increased amount
of services pr jvided.

To deal with this problem of
fiscal incentives for increased utiliza-
tion of services, especially ancillar
services, the Commission initiated a
second payment method in 1977 on an
experimental basis in six hospitals.
Under this "Guaranteed InPatient Re-
venue" program, a hospital is guaran-
teed in advance an average revenue
for each admission, based on pro-
jected volume and patient case mix.
The basic charges for each patient are
still computed as a charge per unit of
service, but the average charge for each
admission must equal the amount set
in advance. Adjustments are made at
the end of the year to reflect the actual
numberof admissions and any
changes in case mix. The major pro-
blem with a "per admission” pa}/}ment
system is that it may encourage hospi-
tals to increase admissions. That is,
because the avera?e charge is de-
signed to recover fixed costs based on
an estimated total patientvolume,
each admission in excess of that vol-
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ume will generate revenue exceeding
the marginal cost of providing the
service. Thus, there will be a fiscal
incentive to increase admissions. To
counter this incentive to increase ad-
missions, hospitals on the Guaranteed
Inpatient Revenue program are paid
oan for the variable costs associated
with each additional admission. Thus
for the first two ﬁercent increase in
admissions, the hospital receives only
50 percent of the per admission re-
venue, and it receives 70 percent of
the per admissions revenue for in-
creases between two and ten percent
The Commission has also decided that
a hospital which reduces admissions
should be able to recover' its fixed '
costs. It does this by guaranteeing that
for the difference, i.e., for the number
of admissions by which actuc” is less
than the estimated total admissions
(volume), the hospital will still receive
80 percent of the revenue itwould
have ordinariI% received as an average
char%e. Since hospital costs are made
up of fixed and variable costs, this
system allows the hospital to recover
its full fixed costs as well as the profit
for the variable costs it did not experi-
ence, due to lower than expected vol-
ume. This technique serves the dual
purpose of rewarding hospitals for re-
ducing utilization while saving money
for the public. Through these adjust-
ments, the Commission hopes the
system will control volume as well as
price.

Since the costs ofcaring for a~
patient varies according to the severity
of the illness, the Guaranteed Inpa-
tient Revenue system must also con-
sider the case mix which each hospital
treats. Reimbursement on the basis of
case mix is a new art, however, and
the Commission has begun a major
effort to refine currentIK available case
mix measures so that t eg can be used
as part of ahospital reimbursement
system. Five methods are now used to
adjust for case mix, considering diag-
nosis and, in some cases, payer and
patient age.

Eighteen hospitals voluntarily
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participate in the Guaranteed Inpa- increases in total hospital costs. In
tient Revenue program at the present  Fiscal Year 1973, the average cost per
time. All of the large hospitals— those admission in all Marvland hospitals
over 400 beds — as well as some small ~ was 7.5 per cent higher than in 1977
hospitals are reimbursed under this in hospitals on the Guaranteed Inpa-
system. Because the program requires  tient Revenue program, however, the
sophisticated data processing and re-  cost per admission rose by only 6.8
porting capabilities, a capacity percent. In those hospitals, the aver-
primarily available in larger institu- age length of stay dropped 3.5 per-
tions, the Commission is particularly  cent, compared to an average decrease
interested in assessing the impactof  in length of stay for all Maryland
this system on small hospitals. hos,oitals of 0.5 percent. Thus, from

The Guaranteed Inpatient Re-  preliminary indications, hospitals are
venue system does appear to be hav-  responding to the fiscal incentives in
ing the desired effect of controlling this svstem.
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The Maryland Commission is  buildings and building equipment, the .
ﬁniqyelinfthat i){'doles not reimburs%- hprs]pitag]lcreceivels trlle .r%a)?imﬁmfpf Reimbursement
ospitals for capital equipment on the either of two calculations. The first -
basis of historical cost depredation. calculation is the amount of money For Cap|ta|
For capital intensive equiﬁment, such  necessary to meet cash requirements Cost
as aradiology machine, the Commis-  for an existing mortgage. The second 0S1S
sion utilizes a price level depreciation  calculation allows a 20 percent down
factor. This factor is the cost of re- paymentat current market prices on
L)Iacing the equipment at current mar-  the needed portion of the facility. The
et prices, divided by the useful life of "needed portion™ of the fadlity re-

the equipment. The result of price flects average occupancy, plus a
level depredation is to offset the ef- reasonable standby capadty for the
fects of*nflation on the price of such hospital. In general, the "cash re-
equipment. quirements" provision is more often

For depredation allowances on  utilized.

In most Maryland hospitals, a  and the actual costs of such care are - .
prospective fixed allowance Is pro- allocated among ﬁaying patients. For Cha“ty Car'-B
vided for charity care and bad debts,  bad debts these three hospitals are d Bad Debt

based on historical costs. To encour-  reimbursed on the basis of a fixed al- @l d ents

age hoslﬁ)itals to undertake adequate  lowance. This provides an incentive

debt collection procedures, the Com-,  to the hospital to improve its debt
mission can reduce the allowance collection practices, since the hospital
below the level of historical costs if is able to keeﬁ the money it collects
bad debts and charity costs in one in excess of the allowance.

hospital exceed those in comparable A recent statewide study found
hospitals. that charity care and bad debts aver-

The Commission is reimbursing age approximately 4 percent of hospi-
three hospitals for charity care and tal revenues. In Maryland over 86
bad debts under an experimental pro- Eercent of the costs of charitr care and

gram. For charity care these hospitals bad debts occurs in metropolitan

must validate charity cases treated, areas.

E332S5S!12Eai rassaaasn
The Commission does permit  tal without a payer discount. The

paver discounts, (e.g. for Blue Cross).  Commission ﬁas recently let a contract P ayer

This practice, however, has been to determine the need for and approp- i

brought to litigation by one hospital.  riate size of a payer discount. Discounts
A lower court ruling has required the With regard to all the hospitals

Commission to setrates in thathospi- in Maryland, a two percent discount is
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%ranted as an incentive allowance to
elp improve the hospital's How of
working capital. The discount is avail-
able both for patients who pay at
discharge, and for payers which give
the hospital an advance equal to the
g?/erage amount of accounts receiva-
e.

In addition, as a matter of pub-
lic policy, payers providing substantial
affordable and available insurance

Obviously, the Commission
mustwork closely with other groups
involved in the regulation and deliv-
ery of health care services. Relations
with the hospital industry appear to
be good. While some individual hos-
pitals have occasional problems with
the Commission, on the whole Mary-
land's hospitals continue to support
the state agency as a preferable alter-
native to direct federal regulation. Al-
though there are some concerns over
the speed with which innovations in
reimbursement—such as the Guaran-
teed Inpatient Revenue program— are
implemented, the Commission and its
staff are aware of the need to work
with the hospitals and to keep them
informed of pending actions.

In its efforts to control hospital
costs, however, the Commission has
run into conflict with some individual
practitioners. At some hospitals,
radiologists and anesthesiologists
have begun to bill independently as a
means of evading its jurisdiction.
While the issue of whether or not the
Commission's jurisdiction extends to
such practitioners has been brought to
courtby agroup of physicians at one
hosgltal, ajudicial resolution has not
yet been forthcoming.

The Commission also has been

HaHaaaaiH

Gary J. Clarke, J.D., Co-editor

Intergovernmental Health Policy
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George Washington University
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coverage — such as open enroliment
and group conversion privileges—
receive an additional four percent dis-
count. At present, however, only 3lur
Cross plans and some Health Mainte-
nance Organizations meet these re-
quirements. Under the Commission's
contract with the Health Care
Financing Administration, Medicaid
and Medicare also receive a four per-
cent discount.

embroiled in conflicts with health
planning agencies. The Commission
renders advisory opinions on the fi-
nancial feasibility of proposed hospital
expansion and additions but the
opinions are not binding. Ona
number of occasions, new hospital
beds have been added in already
overbedded areas despite the Com-
mission's objections. The new State
Commissionerof Health and Mental
Hygiene is making efforts to resolve
the conflict between the Commission
and planners by clarifying the jurisdic-
tion of the two bodies. In addition, a
statewide revenue cap has been prop-
osed, to be allocated to each Health
Systems Agency, and to individual
hospitals by the HSA. Among other
functions, this revenue cap would
permit health planning bodies to ap-
prove expansions and additions only
within the constraints of the revenue
cap. The revenue cap, however, re-
mains only a proposal, and it has not
yet been a?proved, _

For further information on
Maryland Health Services Cost Re-
view Commission, interested parties
may contact Russ Hereford at NCSL
or the Commission itself at 201 West
Preston Street, 1st Floor, Baltimore,
MD 21201.

Russ Hereford, Co-editor

National Conference of State
Legislatures
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Denver, Colorado

(303) 623-5600

For subscription Information, write; Gary Clarke, State Health Notes, 1919
Pennsylvania Ave., Suite 505, Washington, D.C. 20006.

1§ rie*Alt *0*9* & >&my 0UC*sN*o jrr*Ji i-h"s ayeaf *in grant Vjcoo'l from m#

sy
97321 301 ana iS-P-97 062, d-01 i

Cal« F-nancxtg Aamin'Strat-cn 3«cW M2FA Grants *J-P*



National Readquartcrs 1125
. Office Seventeenth
_ Coniersnce (303) 623000 Street
laga  of State o
Legislatures Slorado

"State Hospital Cose Contair.ment Prosrams""

Stacemenc of Russell W. Hereford
Program Manager, Human Resources
National Conference of State Legislatures

Health Care Cost Seminar
held by the
Hawaii Legislature
and
Department of Social Services and Housing

October 2, 1980

President ,

Richard S. Rodej .

Speaker Pro Tempore. Porida
ouse of Representatives

Executive Director
Earl S. Mackcy



On behalf of che National Conference of Scare lagislacures, I would Lika
to e..ealcone you co this neecir.g. 1 13 classed co be with you co ciscuss
pragmas which scree scares have undertaken co roncrol che rising coses of
hcspical rare.

as you knew, che National Conference of Scare legisiacunes 1is che only
national non-oarcisan organization which repressers che nation"s 750C scare
legislacors. The NC3L has chree basic objectives: co improve che reality and
effectiveness of scare legislatures; co assure scare legislatures a scror.g,
cohesive voice in che federal decision making process; and co fcscar incer-
Jcare ccmunicacion and cocperacion. The NC3L is headquartered in Cenver,
Colorado, and naanrains an office of Scare-?ederel Halations 1in
- N

Much of our activity in che health care field is funded rhrous
cron che Health Care Financing Adniniscracion, U.S. Ceparcnenr of
Hunan Services. Through this grant we are able co provide a number of services
co srace legislatures as they work co control che rising costs of health care.
These services include assisting with seminars such as this; providing indco—
nation at public hearings; publishing periodic reports on significant state
and federal health care cost containment activities; and providing a central
information clearinghouse on state and federal health care initiatives.

I would like to offer che continued assistance of che "lacional Conference
of State Legislatures, new and in che future, as you examine 1issues in che
C1S3-11h. C2.Z13 fi.~ld

In cry presentation today, I would like co provide you with an overview of
actions taken by ocher states co control rising hcspical costs.

Seventeen states new operate hospital cost containment programs. These
range from comprehensive programs, such es those underway in New York, Maryland,
and other states; co programs in California and west Virginia which merely
require hospitals co file financial and statistical data with a state commission;
co programs in Maine"and Virginia which depend primarily on the hospital

industry itself co review hospital budgets.
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I. General Considerations - Several considerations bear examination for each
of these programs:

A. location: |Is the program operated by the executive branch, an inde—
pendent commission, or a private sector group? Or, 1is it a combined public/
private sector venture?

3. Pavors Covered: Does che program apply to all third-party payors;
only to state controlled rates (Medicaid); to cost based payors (Medicaid
and 3lue Cross); or co charge paying patients?

C. Compliance: Are hospitals required to participate? Must they adhere
to the findings of the program, or is compliance with program findings voluntary?

D. Method cf /.aview: 1Is the nethodolcgy employed a formula approach or a
budget review? Under a formula approach, costs for a base year - typically,
two years prior to the current year - ara examined. Approved costs are then
projected forward to the current year to reflect inflation. While New York and

Massachusetts use a formula approach, nose states with cost containment programs

have adopted a budget review system. Thera ara two bread types of budget review:
1. A hospital®s budget for che current year is examined for
inefficiencies - normally, by compering it with the budgets
of similar hospitals. The budget is then projacted for;.arc

to the next year to account for inflation, changes in volume,
ecc. A hospital is then given an overall limit for the ravt
year, within which it sets charges and rates.

2. A hospital submits a prospective end a currant budget. Am
inflation factor is applied by the reviewing agency co the

current budgec - either overall, or on a daparrment-by-
department basis. If che projected budgec is below che
inflated current budget, it is approved. If it is above

the inflated budgec, a detailed examination of che budget
is undertaken to find inefficiencies (which will be dis—
allowed) or to see if che higher budget is justified

(.i.e., a change in case mix or a new capital expenditure) .
The approved budgec forms the basis for the hospital’s
schedule of rates and charges.

I. Effectiveness: A variety of methods are usedto measure the effective—
ness of cost containment programs. Perhaps che most common method is comparing
che race or increase in hospital expenditures in states with cost containment
programs with Che rate of increase in states without such programs. Dr. the
whole, rates of increase in hospital costs in states with cost containment
programs — particularly in those states with mandatory programs - ara lower
than in states without such programs. I will address the issues of effectiveness

in more detail after giving a description cf each of che state programs.
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. Overview of Scare lose Containment Programs - ".“nila i: is zcss:
describe scire corrcon fsecures of scare hcspical cost cor."aimer.c proi
ir.pcrcar.c co r.cca chec each program is unique. In general, scare lei
concaimenc programs nay be divided into two cacegories: Those unce:
hcspical compliance vich program findings 1is r.oc required (Voluntary
and chose under which hospitals nusc adhere co che findings cf che ?:ogran

(Mandator®? Programs).

1. ARIZONA:

Hospitals are required co file cn prescribed forms a
r.ocica of any proposed change in charges with both
che local Health Syscams Agency and che Department of
Health Services 50 cays prior co che implementation
data.

The ISA holds a public hearing after which it decides
whether or not to recommend approval. The Department
of Health Services simultaneously conducts its own
review, during which it considers, but is not bound
by, che recommendation of the HSA. After its review
the Department issues a statement as to whether the
proposed rates are justified, and if not, what, if
any, Jlevel of increase would be justified.

The changes from historical costs to the proposed
budgec year are analyzed, with primary consideration
given to inflation, volume changes, and the total
financial needs of the institution. Although all
hospitals nusc participate, there is no fiscal risk
or incentive since compliance is voluntary, and
depends primarily on public cisclosura of unfavorable
findings. (It is worth noting that Arizona dees not
have a Medicaid program.)

2. CALIFORNIA:
The California Health Facilities Commission consists
of 15 members appointed by the Governor; seven represent
the health care industry and eight represent che public.
Ail California health care facilities must submit
financial and statistical information to the Commission
in accordance with uniform accounting and reporting
systems. Although legislation has been introduced for
several years to expand the Commission®s authority, it
presently has no race review or approval function.



This year aegismatron was er.actec requz.rt.ng .cospzia.s
to submit additional financial and utilitarian data.
The Ccmission would ucilica this daca to monitor
California hospitals®™ performance under the Voluntary
Effort being undertaken nationally by the hospital
industry.

FLORIDA;

Florida enacted legislation in 1979 establishing a

nine member Hospital Cost Containment Board within the
State Insurance Department. All hospitals must submit
financial and accounting data (other than information
relating to the costs of physician services which are
billed independently) to the Board. "milhile the legisla—
tion requires the Board to specify a uniform system of
financial reporting, it specifically prohibits the

Board from adopting a “uniform accounting system.

The Board reviews hospital budgets, rates and charges.
IT a hospital®s rates and charges or other statistical
indicators (such as percentage increase in rates over
the preceding year), are in che upper 20 percent of
such indicators for comparable hospitals, the Board is
authorised to review the budgec at a public hearing.
The findings of any such hearing must be published in
the newspaper of largest general circulation in the
countv in which the hosoical is located.

An independent ten member state Health Facilities Cost
Review Board, part of che state government, may review
hospital budgets, or the review may be done by a private
sector Voluntary 3udgec Review Organisation (V3RO0).

Most of Maine®"s hospitals have contracted with the
private sector V5R0, which is now in che process of
performing its first set cf reviews. There are no
compliance requirements in the law, which sunsets in
1982. If che private sector approach is successful 1in
holding down rates of increase, chat system will probably
be permitted to continue. If that approach is not suc-—
cessful, however, it appears likely that the legislature
may reevaluate the need for stronger controls.

MINNESOTA:
A similar program is underway in Minnesota where the

Minnesota Hospital Association reviews hospital rates
for charge-based payors, and the Commissioner of"Health
must review and comment on the reasonableness of these
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Hcspital budgets are analyzed through a grouping system
based on geographic location, service index, ratio of
surgery to tocal admissions, ratio of Medicaid and Medi—
care to total admissions, and level of teaching activity.
Mi thin each group hospital costs are analyzed for
variance from che average cost per adjusted admission.

Actual review and comment on rate requests is performec
by one of size rate review panels, composed of three
hospital representatives, two third-party payer repre—

sentatives, and two consumer representatives. At a
meeting with the rate review panel, hospitals must
justify variances from the group average. The hospital

is notified of the panel"s decision, and then must give
written notice of whether or net it intends to comply
with che findings.

OREGON.

The Oregon State Health Planning and Development Agency
is responsible for review of and comment on existing and

oroposea hospital races. The agency has no enforcement
powers, but it is required to make public rates which it
funds to be unreasonable. The SHPDA Director, appointed

by the Governor, has the authority to review and determine
the reasonableness of the rates. While all facilities
must participate, compliance is voluntary. Charge-based
pavers, including 3lue Cross, are covered.

VIRGINIA;

In 1973, Virginia passed legislation forming an indepen—
dent rata review cot- lissicn. The Commission, however,

is empowered only to examine costs retrospectively and

to publish its findings of reasonableness. Virginia

had been operating a voluntary program in which about

70 percent of the hospitals must report their data to

che Commission but are under me obligation to heed

its findings.

MZST VIRGINIA;

The 1979 West Virginia legislature enacted a law

requiring financial disclosure by all hospitals with

more than 15 beds. Hospitals must file with che Director
of Health and publish as a legal advertisement in a local
newspaper, an annual report prepared by the facility"s
auditor or by an independent public accountant. The
report must contain"a complete statement of the facility's
assets and liabilities; 1income and expenses; and profit

or loss; and a statement of ownership for persons owning
more than five pertenc of che capital stock.- The complete
report is made available at the Department of Health as
oublic information.
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ILLINOIS:

In 1973, che Illinois Legislature es~sblishec she
Illinois Health Finance Authority, with five voting

and five non-voting members. The five vocir.g nenber.'s,
no nore chan three of whom may be frcn che sane
political parry, are four public reubers and one
hospital trustee. The Director of Public Aid serves as
an ax-officio, non-voting render. The other four ncn-
vocing renbers rust be cvo hospital adninistracers and
two representatives of third-party payers.

The Authority rust approve hospital rates on a pro—
spective basis. All hospitals, purchasers and third-
party payers rust recognize and accept the rate approved
by the Authority, and the rates rust be accepted as
payment in full. The Authority ruse assure purchasers
and payors that a hospital®s rates are reasonably
related to its financial requirements, and that the
rates apply equitably to ail purchasers of care virh-
out unfair discrimination.

hospitals seeking a rate change nust subnit the proposed
changes to che Authority at least 90 cays prior to the
proposed effective dace. If che Authority does not act
within 60 days, Che rates ara deened approved. The
legislation specifies that a hospital nay keep any
surplus which it is able co achieve within che approved
race. It nust also bear any deficits which it incurs in
excess of the approved rata. *

The Illinois law is unicue, in that all major public
payors - i.e., Medicaid and Medicare - nust agree to
pay the rates set by the Authority before the race
secting function nay begin. The Authority has held a
number of educational seminars on hospital economics.
Draft regulations have been circulated, but the
Authority has not yet officially sec rates.

The legislation has a sunset date of October 1, 1932.

MARYLAND:

The seven member, part time, Maryland Health Services
Cost Review Commission is an independent body in che
Department of Health and Mental Hygiene. Commissioners
are appointed by che Governor for four year terms and
nay be reappointed once. The exact ccopositicn of the
Commission 1is not detailed in statute, although the

law* does specify that no more than three commissioners
may be associated with the health care industry.



The race review process for a particular institution
nay be initiated airhar by the Commission itself or by
a hospital which requests an increase in its approved
races. Scarf analyze che institution®s data on such
factors as cost, volume, and case nix, comparing
departmental costs with chose of ocher hospitals after
adjusting for regional wage differences. Costs in
excess of a predetermined screen are challenged and,
if not adequately justified by the hospital,

are disallowed.

Ac a public meeting, che Commission reviews staff
recommendations which it may approve, revise or reject.
If the interested parties have no objection to the
Commission®s decision, these races go into effect. If
one of che interested parties challenges the recommen—
dations, however, a second public hearing is held at
which evidence and testimony are presented, subject to
cross examination by the other parties co the appeal.
In practice, very few reviews go co a second public
hearing, since Commission staff work closely with
hospital representatives co resolve differences prior
to submitting their recommendations.

The Maryland system is unique, in that it does not
perform an annual review of each hospital®s budgec.
Over a three year period the Commission reviewed each
hospital in the state. Since Chat base budget review
was completed, however, only hospitals requesting a
rate increase and hospitals which che Commission feels
bear further examination ara subjected to individual
review.

The major tool used to control hospital cost increases
is an inflation adjustment factor. This factor is

based on two broad measures. One measure reflects items
beyond the control of the hospital, such as 13.1SA costs,
FICA tax increases, and malpractice costs. The other
factor is designed to account for the impact of infla—
tion in the general economy. This inflacior adjustment
system has a number of advantages. First, it enables
the Commission staff size to be kept small; rather than
reviewing each hospital®s entire budgec in decaii every
year, the only requirement is that inflation be nonitore
Secondly, those hospitals which ara performing well -
keeping their costs in line with inflation - are net
subjected to excessive government intrusion, yet will stil
be granted an increase sufficient to keep up. with infla—
tion. Third, che inflation adjustment approach gives
hospitals a very strong incentive to control their own
costs. The hospital can keep any savings it effects -



the increase for next year 1is independent cf this year"s
performance. While efficiencies nay result in disallowed
costs after a future detailed budget review, that review
might not be performed for several years, and the
hospital keeps any savings it accrues over that time.

Hospitals are paid through one of two mechanisms, "near
the first methSa, payments ara sat on the basis ofan
average race per unit of service for each department
within the hospital. Within that constraint, the
hospital is free to set charges for each individual unit
of service. The second payment method 1is an experimental
approach which now applies co 13 hospitals. L*ncer this
"Guaranteed Inpatient Revenue"™ program, a hospital is
guaranteed, in advance, an average revenue for each
admission, based on projected volume end case nix. The
average charge for each admission nust equal the amount
set in advance. Adjustments are made at the end of the
year to reflect the actual number cf admissions and any
changes in case nix. To counter any incentive to
increase admissions, hospitals on the Guaranteed Inpatient
Revenue program ere paid only for the variable costs
associated with each additional admission.

MASSACHUSETTS:

The Massachusetts State Rate Setting Commission was
established in 1974. The program is administered by
three full-time commissioners, appointed by the Governor.
All ncn-federal hospitals are required to participate

and comply with the program. In affect, three different
programs operate in Massachusetts.

Tor 3lue Cross there is a two-stage review process.

First, the Commission has review and approval authority
over the contract made between a hospital and 3lue Cross.
At the second stage, a hospital®s cost reports ara
audited by the staff, and compared to data for prior
years, 1in order to assess changes in casa-mix and
uncontrollable costs. Any amount in excess of reasonable
costs may be denieu to the hospital in the next year"s
rates.

For Medicaid rates, the process is predicated on the
inflation of base year costs. Costs reports for the

base year are inflated forward to obtain an overall
budget _for the rate setting year. The overall budget,
rather than its components, is examined. Any costs in

a hospital®s proposed budget.in excess of the projected
budget ara disallowed, unless the hospital can shew

that the excessive cost is due to uncontrollable factors,
or new caoital expenditures (obtained with certificate-



or-neec approval). The projected cost is then converted
into an overall per dien, subject only to minimum
occupancy levels. During the new year, adjustments nay
be made in the per dien for uncontrollable costs, how —
ever, all ocher excess expenditures occur at the risk

of che hospital.

“or charge payors, a budget/rata review and approval
process 1is used. The uniform data is used to establish
base year (previous year) costs. This base is adjusted
for inflation for uncontrollable increases in costs and
for changes in volume. The resulting allowable costs
are used to establish allowable charges, subject to a
maximum test-co-charge ratio of 95". The facility is
at risk for ail over-expenditures, but is the bene—
ficiary of all profits. Earlier this year, the
Commission proposed new regulations which would have
required hospitals to submit mere detailed information

for determination of charges. Due co an uproar from
the hospital industry, the Commission withdrew the
regulations. At the same time, the Legislature

approved a one year increase of 11.5%71in charges, and
Established a special commission co study the state"s
reimbursement policies and to make recommendations for
future actions.

NHv JERSEY:

New Jersey has had the authority to regulate hospital
rates since 1971. In 1973, the legislature enacted a
law which made three significant changes in New Jersey's
hospital reimbursement progranm. First, che law extended
the state"s authority to control hospital reimbursement
from all payors. Second, the legislation required that
che costs of uncompensated care be spread among ail
payors. Third, a five member Hospital Race Setting
Commission was created co approve or adjust hospital
rates.

New Jersey has developed a payment system under which
hospitals are paid a fixed amount based on the average
costs incurred in creating patients with a particular
diagnosis, rather chan for the number of services
provided or che number of days which a patient resides
in the hospital. This Diagnostic Related Group (DRG)
system has now been implemented in 25 of the state"s
117 hospitals. The Department of Health anticipates
that the system will be gradually expanded each year,
and that it will be aoclied statewide in 19S3.



The theory behind diagnostic ralated groups is simple:
Patients with like medical conditions tend to use similar
amounts of hospital resources. A DRG is mutually
exclusive; every patient is assigned to one, and only
one, DRG. To be of use in a reimbursement system, DRGs
need to neet the following conditions: the number nust
be manageable; each must be medically meaningful; and
they must be statistically valid.

This general classification scheme, developed by
researchers at Tale University, was applied to over

500,000 discharge abstracts from New Jersey hospitals to
develop a DRG system specific tc that state. The first
step was to divide che universe of medical diagnoses

into 33 ™Major diagnostic categories.”" Five predictor
variables ware applied to each of these major diagnostic
categories: primary diagnosis, secondary diagnosis,
primary surgical procedure, secondary surgical procedure,
and age. The variables were chosen because they explained,
with an acceptable degree of accuracy, variations in
resource consumption, as measured by length of stay, for
different illnesses. This procedure yielded 333 diagnostic
related groups for patients discharged from hospitals

in New Jersey.

To develop this payment system, three basic sacs of infor—
mation - two patient specific and one hospital specific -
are required. For each patient, a nedical discharge
abstract is obtained from the hospital. This abstract
provides information on the illness treated, surgery
performed, and length of stay. Patient confidentiality

is strictly maintained; each abstract is identified only
by a number. Hospitals must also submit a bill for each
patient - identified by the same number as the abstract.
This bill lists the charges for each patient, by routine
and ancillary cost canter.

The third type of information required is financial and
statistical reports from che hospital. These reports

ara used co develop an institutional profile which permits
apportioning of inpatient costs, ratios of costs co
charges, and other pertinent hospital information.

Rates of payment are calculated for each DRG for each
hospital. The basic DRG race is composed of two
components: direct costs and indirect costs. The costs
of general overhead services, such as medical record
keeping, are allocated co direct and indirect cost
centers in a cost allocation process similar to that
used by "ledicara.
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ire ceteminac in tr.e relieving
manner: Routine care costs (such as nursing services,
room and board) ara allocated to each patient in proportion
to chat patient"s length of stay. Ancillary costs (such
as laboratory and radiology) are apportioned by dividing
che total cost of each cost center by the revenue produced
by chat cost center. This ratio is then applied to each
inpatient™s charges for c st cantar, which yields the
approximate cost for that patient. Tor each patient, costs
incurred in each cast center are added co arrive at a total
direct cost. After adjusting for area wage differentials,
the casts of all patients in the state in each DRG are
aggregated, and an average statewide DRG cost (referred to
as che "incentive standard") is calculated. Separate
standards are calculated for teaching hospitals and r.cn-
teaching hospitals. The actual payment rata for direct
patient care which a hospital receives for a particular
DRG is composed of a portion of the hospital®s own average
DRG cost .and a portion cf the incentive standard. The
portion of each that is actually used to sec the payment
rate depends on che inter-hospital statistical reliability
of that DRG. Tor example, the average cost per case for
DRG 313 (Normal Full Term Newborn) varies much less than
for DRG 121 (Acute Myocardial Infarction).

To decermine indirect costs (such items as utilities,
administration and maintenance), hospitals are separated
into teaching and r.cnteaching categories. Each hospital”s
indirect costs are divided by direct costs, resulting in

a percentage ratio. These ratios are ranked from highest
to lowest for each category, and a median is determined.
Indirect costs in excess of 110 percent of the median
percentage ara disallowed.

Physician fees and salaries are excluded from this cal—
culation, except in teaching hospitals, where resident
physician salaries and fees are included. These excluded
costs for physicians are added to indirect costs that
pass the screen.

Under che 1978 legislation several, additional costs of
doing business are included in a hospital®s rates. These
additional financial elements are added to che approved
indirect cost rate. A capital facilities allowance (CTA),
calculated for each hospital, covers currant and future
year capital funding requirements. The CTA includes an
amount to meet cash needs for buildings and fixed equip—
ment for the currant year, as wail as funding for
renovation and replacement. A personnel health allowance
is available for hospitals which self-insure. In order
to provide for a hospital®s wcrlcing capital needs, ail
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costs are mtraasec oy :cve percent; tr.is vcruor.g capita,
allowance is reduced by payors who nay take cisctur.ts ci
up to five percent for prcrept payment. Hospitals or. a
poor financial position are also paid a one-tine working
cash infusion.

To arrive at the hospital®s basio rata for each DRG,

costs are projected forward to adjust for inflation that
has occurred between the base year (two years prior) and
the race year. The basic rate is composed of the approved
direct cost and a percentage markup for indirect costs.

Various payors ara permitted discounts from the rates for
practices which benefit the health care system as a whole,
such as lower bad debt ratios and subsidization of open
enrollment. The actual percentage oi this differential is
set by the Hospital Rata Setting Commission. Blue Cross,
for example, has been granted a differential of

4.05 percent.

In actually paying for a hospital patient, an additional
calculation is necessary to allocate the costs cf uncom—
pensated care. Uncompensated care is reimbursed under the
New Jersey system in a unique manner. Rather than placing
the burden of funding uncompensated care on charge paying
patients alone, che 1973 legislation required that the
costs be spread among all payors. Each payor®s share of
uncompensated care in a particular hospital is determined
not by its patient load in that hospital, but by its
statewide share of hospital patient days. Thus, for
example, assume that 3lue Cross®"s share of che patient
load across the state is approximately 26;». Even if its
share in a particular hospital were only 202, Blue Cross
would still be responsible for 252 of that hospital”s
uncompensated care. To allocate its total share to
individual patients, a payer®"s uncompensated care factor
is calculated by dividing that payor®"s statewide patient
load by its lead in that particular hospital; this ratio
is Chen applied to the uncompensated care burden in

the hospital.

In order to provide for working capital and to encourage
prompt payment, an additional discount is given for timely
remittance. This discount, which ranges up co five percent
for payment upon discharge, is applied to the amount due
from the payor.

To show how this system works, the following example
conceptually demonstrates a payment calculation. The
actual method which, the Department uses is somewhat
cifferenc and more complex than this example. Assume a
direct rate for the DRG in Hospital A of B12GO, an indirect
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racs of 40 percent, sr.d an uncompensated cara laad of

five percent. Also assume than Bine Cross has a payor
differencial oi 4.05 percanc, a statewide paciar.c load of
25 percanc, and a hospical paciar.c load of 20 percanc, and
chac payment is rada on a rireiy basis, allowing a five
percanc discounc. Payment would be race cn che

following basis:

Seep 1. 3asic DRG Race = direcc cosr. - ir.diracc coses

$1200 -r (51200 x 40%) = 51530

Scan 2. Unconoensated Care Rector =

Hospical uncompensated cara load ¢ [?Elscpaingcepz?/or 04

= .05 < F|I8&] = .065
Scan 3. Paver Rector = Uncompensated cara faccor - Payer 3 ®& ane
= 6.5% - 4.05%
= 2.45%
Scan 4. Basic Pavcoenc = (ld- Payor faccor) < basic DRG race
= [1 + 2.45%] s 51630
= 1.0245 = 51580 = 51721.15
Stan 5. Pinal Payment = Basic Paycoenc - Prompt Paynen.c Discount

= S1721.16 - 5%
= 51635.10

with one exception, paycoenc for all hospical inpatients is
made on Che DRG system. Pacier.cs wich abnormally shore or
long lengths of scay, (referred co as "outliers") are
isolated from their groups; reimbursement for these

patients, as well as for hospital outpatients, 1is made on

che basis of actual controlled charges for services rendered.

The Department of Health issues co each hcspical a schedule
of rates, which shows the rate for each DRG. The hospical
may accepc the rates outright, in which case it may appeal
only its capital facility allowance formula, or it may
appeal the rates to the Hospical Rata Setting Commission,
under one of two procedures. A hospital which accepts- the
rates-conditionally may appeal such items as the capital
facility allowance, costs of approved expansion; changes
im teaching responsibility, and revenue adjustments; a
hospical which rejects the rates may appeal all items.
Under the first set of races issued, seventeen hospitals
gave conditional acceptance, while nine hospitals rejected

the rates.



The Commission also informs each hospical oi its approved
revenue budgec for che coning year. This amount 1is
decaminec by nulci?lying che anticipated paciar.c load cor
each DRG by che approved race; che cocals cor each DRG
are chen added co arrive ac che DRG cocal. I:cpeered
revenue iron oucpacienc services and oucliers is added

co chis figure.

Since che revenue bucgec is based on projacciocs and
estimations, ac che end of che race year a process
anciclad ""reconciliation”" cakes place. This process
acjuscs airacc revenues in lighc of che hcspical®s
accual experience. (Indirecc coses are fixed ac che
beginning of che year and are noc subject: co adjuscrane.)
Any over or undercharges ara reflecred in che following
year"s races. IT a hcspical has received revenue in
excess of che approved amount, an incerasc penalcy is
levied; should cue revenue collecced be less chan che
approved amount, che hospical receives incerasc on che
undercollecced amount.

"= YORK:

In 1969, New York enacted Che nation"s first hcspical
cost containment law. Under Chis legislation, che scace
was given che power co ragulace Dies Cross and Medicaid
races. In 1978, Che Legislature enacted a law limiting
che amounc a hospical nay charge co self-pay pacier.cs and
to pacier.cs who carry commercial health insurance policies.
In addition, hospicals are prohibited froe charging Blue
Cross paciencs in excess of che scace approved races.
Under Che 1973 legislation, a panel of independent health
economists is charged wich developing a methodology co be
used in establishing a semi-annual inflation faccor, which
is applied co all che payment sources.

The New York system is based in the executive branch -
the Office of Health Systems Management, one of rvc com—
ponents of che Department of Health (che ocher is che
Public Health Office, which concentrates on traditional
public health activicias). The staca has had a uniform
reporting system in place for several years.

Races ara sec on a per diem basis. Blue Cross races are
actually calculated by Che 3lue Cross plans, and approved
by che Commissioner cf Insurance. Medicaid races are

calculated by che Office of Healch Systems Management and
are approved by che Direccor of che Budget..
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15.

Hospitals are grouped on the basis of sire, location
(rural or urban), sponsorship and reaching status,
hospitals are "hen compared wich those in che peer group.
IT a hcspical®s base year coses exceed che group average,
che excess coses are disallowed. Separata calculations
are performed for boch routine and ancillary costs. The
approved base year costs ara then projected forward to
account for inflation.

The New York system contains a system co penalise
hospitals for inefficient utilization. To avoid a penalty
hospitals nust have an occupancy race of at least 60% for
obstetrical services, 70% for pediatrics, and 30% for
Medical-Surgical services.

Mew York is also working with case-mix in an effort to
system.

RHODE ISLAND:

Representatives from Slue Cross, the Rhode Island State
Budget Office, and the Hospital Association of Rhode
Island annually negotiate hospital budgets. The staff

of the 3lue Cress and State 3udgec Office are responsible
for the budgec review process. (Rhode Island is unusual
in chat an exceptionally large proportion - over 30% -
of its population has 3lue Cross coverage.)

All non-federal hospitals receiving reimbursement from
3lue Cross and Medicaid ara required to participate and
comply with the program. 3lue Cross and Medicaid rates
ara set according co the outcome of the negotiations.

Statewide negotiations among 3iue Cross, the State
Budget Office, and che Hospital Association are conducted
annually to set a ceiling for the percentage increase for
hospital expenditure in the state for the upcoming

fiscal year.

Individual budgec negotiations are conducted between 3lue
Cross, the State Budget Office and each hospital. Total
hospital cost increases must fall within the statewide
cap. Hospitals submit cost data annually on their currant
and prospective fiscal years. 3udget review is used to
examine the proposed increases. These increases are
reviewed on a global, as well as a cost center level.
Inflation, changes in volume, and changes in types of
services ara considered in reviewing the prospective

budget. In che case of new or expanded services, a state—
wide medical program review and priority process is used
to determine appropriateness. A hospital, after having

m



its total operating expenses negotiated, will escsblis
a THe schedule. This schedule is subject ts final rev
and approval by the third parties. 3laa Cross and lei
use this schedule to sec their respective rates.

If an agreement cannot be reached by the third carries
a hospital, both sides will be brought together for =
formal mediation. This process will include represen—
tatives from the hospital and third parties. |If the
mediation does not result in agreement, the unresolved
issues go before an independent arbitrator for binding
arbitration.

y"ASHINGTQN:
lashingcon in 1973 established a five member, incepend
Hospital Commission. The Commission has developed a
classification system to enable it to measure services
and coses associated with these services. The Commissc
groups hospitals for comparison purposes on the basis o
two sets of variables: a) Endogenous variables focus o
factors within the control of the hospital. These are:

1. Member of available beds;

2. Proprietary or nonprofit;

3 Government or nongovernment;

4 Accredited or not accredited;

5. Service Index (based on 43 services);

5. Physician Mix Index (number of specialties);

7 Mumber of interns;

3 lumber of intern specialties;

9. Mumber of residents;

10. Mumber of resident specialties;

11. Medicare days/total inpatient days; and

12. Medicaid days/total inpatient days.

b) Exogenous variables focus on economic, market raise
variables, which affect hospical performance, but over
which they have no control. These are primarily socio—
economic and demographic variables. The measurement ur.
is applied in the county in which the hospital is iocat
These exogenous variables ara:

Number of physicians per 1000 population;
Number of hospital beds per 1000 population;
Percent of population female between 15 and 44
Percent of population 65 and older;

Percent urban; and

Median income.

o Ol wWw NP

The budgec review process focuses on relating costs to
services and follows through to decemir.e the raasor.abl
ness of the relationship between costs and races.
Requested races are reviewed in seven areas:
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1. Changes in services, number of beds end medical
staff composition, as -.veil as any significant
economic or demographic changes in the hospital”s
service area;

2. A review cf trends in admission, patient days and
units of measure by department;

3. A screening system which compares each hospital®s
projected operating expenses to the operating

expenses of its hospital peer group. Expenses
such as salaries and wages, professional fees,
and supplies ara evaluated. In all, more than

570 variables are evaluated in this process. Any
expense that is in the top 30 percent of a
hospital®s group requires justification. Com—
parisons are also made between the current year,
the prior year, and the year for which the budget
request 1is made;

4. A review of a hospital®s projected financial
position compared co its current position, the
need for additional working capital, and changes
in other assets and liabilities;

5. .An analysis cf ocher financial requirements
including existing debt, costs for new equipment
and replacement costs;

6. A comparison of the financial needs of each
department wich che revenues expected to be
generated from che proposed races. A cross-
departmental subsidy in excess of five percent is
routinely disallowed by che Commission unless the
hospital is able to justify a higher percentage;
and

7. A review of the hospital™s performance against
previously approved rates.

Through June cf this year, the Commission undertook an
experiment to assess che impact of different payment

methods. Hospitals were divided into three groups.
Type 1 reimbursement incorporated incentives co control both
cost and volume. Under this reimbursement method, hospitals

were guaranteed, in advance, a lump sum reimbursement
representing 55 percent of the revenues approved by the
Commission. If a hospital®s projected costs or volumes
were maintained at lower than projected levels, it realized
additional reserves for meeting future needs for additional
services or equipment. However, a hcspical was at risk if
its costs or volumes exceeded those forecasted.

Type Il reimbursement tasted incentives for cost control,
with no incentive or disincentive for volume. The major
oavors reimbursed each hospital on che basis cf adjusted
billed charges, which reflect che same principles of payor
costs differentials incorporated in Type | reimbursement.

An adjustment was permitted, however, for changes in volume.



-y?e --- raimoursement - in eireco, a control group -
was a concir.uacion of che axisting reimbursement system,
inducing che customary retrospective ccsc reimbursement
exp loved by Medicare and Medicaid.

This experiment, however, terminated when, che scace
Teparcxenc of Health and Social Services (che scace
Medicaid agency) refused co approve an extension,
prixarily because of cash flow prcblexs. The Commission
will concinue co operace che concrolled charges progran
which 1is described in the first few paragraphs of

chis section.

w5 ZCMSIM:

The -visconsin progran is a cooperative venture between
the State Deparcxer.c of Health and Social Services, Blue
Cress or Wisconsin and che Wisconsin Hcspical Association
established in 1975. The progran, however, has only been
operational since 1977 when it received an ar.ci-trust
exemption fron the Department of Justice.

By a xucually binding contract, the State, Blue Cross

and State Hospital Association domed the Wisconsin
Hospital Race Review Committee. The Coxniccae is conpcsed
of twenty xenbers; six appointed by the Governor, six
appointed by the hospital association, six appointed by
the 31lue Cross and two appointed joinciy by the State and
nosprtau. association.

Authority to approve rates is vested in the Committee.
However, actual analysis is perforxed by the 3lue Cross
staff. The xathodology applied by Blue Cross was developed
by the State Department of Health and Social Services.

All nonfaderai hospitals ara required to participate and
ccnply with the program, which covers all payors
except Medicare.

Unlike most other programs, the review process 1is invoked
only when a hospital makes a request for a race change.
Upon making the request, a hospital must submit its
current and prospective operating budgets, interim income
statement, balance sheet, capital budget, debt schedule,
and additional revenue request. All of these reports are
transferred by Blue Cross into a uniform forma:

The reasonableness of a hospital.,r

grouping hospitals according to location, sire and teaching
status, and comparing various per diem and per admission
costs. Costs in excess of the group average which ara not
justified by a hospital, may be removed from the budget.
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lhe start suosaquentiy ma.<e a recomner.catton to me
Committee co approve, modify or reject che race request.

If a hospical is dissatisfied wich che scaff recomse —
dation, ic nay praser.r ics position co che Committee.
Should a hospical remain iissacisfiad afcar final Corcciccae
action, review nay be raker, before an appeals beard, whose
findings ara final.

Except for unforeseen or extraordinary circumstances,
neither retroactive adjustments nor additional rata
racuescs are pemirrac during the prospective year.

A recant legislate. ;e audit of the progran race- ended chat

the program establish cost control standards and impose

sanctions against hospitals which violate the standards.
. Iffactiveness of State Cost Containment Programs - Obviously, a major
interest regarding state hospital cost containment programs is the extent to
which these programs have been successful in controlling the rate ct increase
in hospital costs. Attached ac the end of this testimony is a summary of
hospital expendutura data on a staca-by-stata basis for the years 1975 through

1973.

Several caveats, however, are in order when one attempts to compare rates
of increase in these programs:

1) Each program was established ac a different time, so there is r.o
common dace at which one can begin to measure cost containment programs as

>up.

2) Each program has evolved differently, reflecting the unique charac—
teristics of that state.

3) Hospital cost containment is an art, not a science. It is important
to remember that the first state legislated program was enacted only ten years
ago. The programs, techniques, and methodologies have changed over time as
experience has brought increased sophistication to the operation of these systems.

1) The definition of- "mandatory program”™ differs, depending on che one who

defines it. In this discussion, we consider the following eighc states as
having mandatory programs: Connecticut, Maryland, Massachusetts, Mew Jersey,
Mew York, Rhode Island, Wisconsin and Washington. These ara used because

hospitals in chose states would have been exempted from federal controls under
the Administration®s Hospical Cost Containment Act, if the state program remains

in effect.



Of the variety of methods in which the effectiveness cf these o0--------
in containing costs can be measured, the following three appear co be
particularly useful, and raveal some enlightening information.

A. Total Expenses: While comparing total hospital expenses or. a state
by-state basis does not provide a reflection of changes ir. population for
each state, it does demonstrate the total resources which citizens of that
state must cevoce to hospital care.

In che eight states with mandatory programs, total hcspical expenses ir.
1973 increased by S.5 percent over 1977, as compared wich er. increase of 11.
percent in states without mandatory programs. The average increase ir. total
expenditures for the entire country was 12.5 percent. (Total hcspical
expenses in Hawaii increased 11.6 percent over this period.)

3. Extensa ?er Dav: While comparing the ir.creasa in expanses per day
reflects neither changes in che number of days which a patient spends ir. the
hospital, r.cr changes in the number of hospital admissions, it provides a us
measure of the resources devoted to a single day of hospital care. In the e
mandator; * states, expenses per day in 1973 increased by 9.0 percanc over 197
versus an increase in the other 42 states and District of Columbia of 12.7
percent. The national increase was 11.7 percent. (Expense per day 1in Hawal
increased by 1C.9 percent.)

C. Extensa Per Admission: While expense per admission does not rsflec
increases in the number of hospital admissions, it shows changes in the cost
of a hospital stay. This reflects both changes in che ir.cer.sicy of care
(number of services provided), as veil as in the length of stay, Zz the eig
mandatory states, 1973 expenses per admission increased 9.1 percent over 197
versus increases o0fl2_.4 percent in the rest of the country. The national
average increase inexpense per admission was 11.5 percent. (Expense per

admission increased 13.2 percent in Hawaii.)

17. Conclusion - The operation ofhospital cost containment programs 1in
seventeen states isevidence of the increasing concern ac the state level
over the high race of inflation in the hospital sector. States appear co be
the appropriate level at which co regulate hospital costs for a n ucber of
reasons. Eirst, the protection of the citizenry"3 health has traditionally
been within che recognized police powers of the state. In addition, states

have a major financial stake in the success of cost containment oroerams



through chair contributions to the Medicaid program and as purchasers of health
cara for state employees. States ara also in the best position to view
individual hospitals®™ needs, priorities, budgets, ar.c operations within the
context of statewide needs, priorities, and resources. States are in the rest
appropriate position to assure che coordination of hospital cost control
programs with ocher fortes of regulation, such as certificate of need review,
and facility licansura.

As Hawaii continues its deliberations 1in chis field, the National

Conference of State legislatures will be pleased to provide assistance in this

crucial oublic oolicv area.



VIEWPOINT

Fair payment systems, consid-
ered by many in the health care
arena to be a most promising ap-
proach to hospital cost containment,
are rapidly gaining support across
the country. The s¥stems, which
determine hospital reimbursement
rates in advance for all payers—
private as well as government —
seek to provide strpn? financial
incentives for hospitals to reduce
unnecessary utilization of services
and slow down the rate of cost
increases. A number of states have
adopted fair payment systems, and
the movement is picking up
momentum.

The Health Insurance Associa-
tion of America (HIAA) is seeking
to increase public awareness of "fair
payment” programs, which provide
equitable payment for all payers.
The message: fundamental reform
of the nation's hospital reimburse-
ment system is essential in the quest
to contain health care cost inflation.

AR VR R VLY
Health care costs in the United
States were $322 billion in 1982,
exceeding 10 percent of the Gross
National Product for the first time in
histor%. .
The average cost of a day in a
semi-private hospital room has risen
dramaticallg, from $91 in January,
1977 to $165 in January, 1982. And
while the general rate of inflation in
1982 was nearly 4 percent, daily
hospital charges rose by 13 percent.
Although the rate of increase in
health care expenditures dropped in
9983, it is estimated that these costs

r N

Fair
Payment
Systems

A Necessary Approach
to Containing
Hospital Costs

still rose twice as fast as the Con-
sumer Price Index.

As aresult of these increases,
annual health insurance premiums
have been rising to keep pace with
prices and use of services.

Bi>o55a ¢ aiiv ru~vjirfi.Artoj

In @ major attempt to moderate
hospital cost inflation for the fedeial
sector, Congress enacted the Social
Security Amendments of 1983,
changing the way that hospitals are
reimbursed for Medicare patients.

Under a new prospective pay-
ment system, hospitals are reim-
bursed on the basis of "diagnosis-
related gbroups" or DRGs. Hospital
rates— but not physician fees— are
pre-determined for s%ecmc diag-
noses, regardless of the length of
stay or extent of services provided.
For example, the standard Medicare
price in Boulder, Colorado is ap-
proximately $2,048 for a medlcallgy
treated hack problem and $17,98
for a kidney transplant.

P Liny 9y KijBRYgI8e,

The intent of the Medicare pro-
spective payment srstem IS to re-
duce the amount of money ﬁald by
the federal government for hospi-
talization. At the same time, the
system is designed to give hospitals
an incentive the¥ have not had be-
fore— receipt of a financial reward
when they are cost-effective. Hospi-
tals which operate below the pre-set
DRG level will profit, while those
with cost overruns will have to
absorb the losses. .

‘But in applying only to Medicare
patients, the prospective payment

System does little, if anything, to

solve a serious deterrent to health
care cost containment— * cost shift-
ing" by hospitals to private patients
to offset their losses in treating
%ove{nment atients. An average
ospital bill for a private, non-gov-
emment patient is nearly 13 percent
higher asaresult of such a cost shift.

Under this new system, the gov-
ernment has redefined “reasonable
cost” in such a way as to permit
government payments to fall further
and further below an adequate rate.
Thus, hospitals have been forced to
raise charges to private patients dis-
proportionately in order to meet
their expenses. In addition, there is
every indication that Medicare and
Medicaid reimbursement rates are
likely to tighten even more in thv
future. .

.The HIAA has estimated the
cost shift for 1983 at $7.2 hillion, up
$1.4 billion from 1982, Current esti-
mates put the cost shift for 1984 at
$8.8 billion. This cost shift, which
many view as a “hidden tax" on
health care, places an unfair burden
on private spctor patients.
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Under the new Medicare sys-
tem, states are encouraged to adopt
their own hospital cost containment
programs, or “fair payment” sys-
tems. This does not mean that all
charges for the same services would
be identical, but that rates would be
set fairly, with any Medicare dif-
ferential cost-justified.

In order for a state to implement
a fair payment system, the federal
government must “waive" its usual
reimbursement regulations, and al-
low Medicare and Medicaid pay-
ments to be governed by the state's
cost containment program, applica-
ble to all payers. Under federal law,
the government may agree to forego
its normal payment practices and
participate in the program if the
system:

m Applies to substantially all
non-federal, acute-care hospitals:

m Applies to at least 75 percent
of hospital revenues in the state;

_mTreats payers, employees, and
patients equitably;

m Vil not result in greater
Medicare expenditures over a three-
%ear period than would otherwise

ave been made;

mWill not preclude HMOs

from negotiatin? directly with hospi-

tals with respect to payment for in-
patient hospital services; and

_ mProhibits hospitals from bill-
ing under Part B for services ren-
dered to Medicare patients.

_ If the state meets six additional
minor criteria, the government must
grant a waiver. _

In such waiver states, the Medi-
care program is guaranteed against
undue cost increases. Congress has
written such a provision into the
law. If the government finds that,
over a three-year period, Medicare
has paid more under the state sys-
tem than it would have paid without
such a system, it may reduce subse-
quent Medicare payments to hospi-
tals under the system by that
amount. _ _

Properly designed fair payment
systems can:

m Slow the rate of increase in
hospital costs;

m Achieve equity of payment
for all payers ofhospital services;

m Provide incentives for hospi-
tals to reduce unnecessary utiliza-
tion of services;

m Allow hospitals and third-
party payers to budget their expend-
Itures in-advance; and

_ m|nform the public about hos-
pital costs, thereby further promot-
Ing competition.

Maryland and New Jersey have
had fair paYment systems for all
Rﬂayers in place for'several years;
Massachusetts and New York estab-
lished cost containment programs in
1985. Maine and West Virginia re-
cently passed legislation and will
soon apply for a Medicare waiver.
Washington State is continuing to
operate under a state hospital cost
commission, until an application for
a waiver is drafted. In Connecticut,
a fair payment bill has just been
enacted In the state legislature.

The cost effectiveness of fair
Bayment systems can be illustrated
y comparing the stat&ofMaryland,
which has such a system, and the
neighboring state of Pennsylvania,
which does not.  **-
~ tBetween 1976 (the year preced-
ing the implementation of the Mary-
land all-payer system) and 1982,
payments for hospital care in that
state rose far less than in Pennsyl-
vania or the nation asa whole. On a
patient-day basis, the net patient
revenue* in Maryland increased by
96.5 percent, far lower than the
national increase of 121.2 percent,
In contrast, Pennsylvania’s rate of
increase was 127.4 percent. (See
Table I.)

The rate of increase in Mary-
land’s gross patient revenue per ad-
mission** also was well below the
national rate and that of Pennsyl-
vania. While the national rate was
133.5 percent and Pennsylvania's
155.8 percent, Maryland's was only
85.5 percent. This is an indication of
how private payers have been af-
fected by the cost shift phenomenon
in Pennsylvania hospitals. Con-
versely, it speaks well for the effec-

tiveness of Maryland's rate-setting
commission. (See Table I1.)

To determine actual savings to
Medicare under a fair payment sys-
tem, it is necessary to calculate
whether Medicare spent more ina
particular state than it would have
spent in the absence of a state
ﬁrogram. Among the four states that

ave Medicare waivers, Maryland
has accumulated the most mean-
ingful data.

During the first three years the
Medicare waiver was in effect in
Maryland, the Medicare Frogram
saved more than $52 million, and
Medicaid saved almost $34 million.
Notably, the Maryland waiver has
been continually renewed since
1977 on an experimental basis, and
the state is now eligible to apply for
a permanent waiver from the Health
Care Financing Administration.
A 1981 survey ofhospital execu-
tives conducted by the Maryland
Health Services Cost Review Com-
mission showed satisfaction with
the state program: 82 percent said
they believed that the Maryland pro-
spective payment system had been
very or somewhat effective in limit-
ingthe growth of patient cost per
admission.

[[The New Jersey Program

In New Jersey, where the state
prospective Fayment system served
as the model for the new Medicare
DRG reimbursement program, par-
ticipating hospitals have reported
cost increases almost five percent
lower than the national average.

Sister Jane Frances Brady, presi-
dent and chief executive officer at
St. Joseph's Hospital and Medical
Center in Paterson, New Jersey, told
the HIAA that without the DRG
system, the hospital would have
been forced to close.

*DRG has made us whole, and
has enabled us to keep high quality
care where it is most needed and to
continue to provide the greatest
clinical field experience a ﬁhysician
in training could possibly have.
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| Peroeot Chanfo in Community Hospital Indicators—
Maryland, Pennsylvania and the United States, 1976*1982

£ Net Patient Revenue/Adjusted1Patient Day

1978-79
1979 80
19M1 81
198182

1970-82 96.5 127.4

121.2

76-77 71-78 78-79 79-80 80-81 81-82

'Adjusted Patient Days include ufactor for outpatient utilization.

Source American Hospital Association

Table 1
Gross Inpatient Revenue/Admission

% Change % Change % Change

1976-77 8.6 15.7 14.7 2
1977-78 8.0 15.7 13.1 20 Pennsylvania
1978-79 120 13.0 13.0 18
1979-80 9.9 15.8 14.0 16
1980-81 rr 19.2 17.9 14
1981-82 132T " " 225 18.4 12

' ]-0

esea*ii

1976-82 5N i35 .8 'm 1335

Source: American Hospital Association

“We feel that DRG holds the
greatest potential of any system yet
on the scene to contain costs. There
still are refinements to be made in
the system. But basically it'swork-
ing— dollars are followmﬂ intensity
of iliness, costs are being held down,
and we are all managing as we never
had to manage before— seekmg
innovative ways to cut costs and to
provide services in a less expensive
manner without impairing quality of
care," she said.

Marylund

16-77 77-78 78-79 79-80 80-81 81-82

0fhe New York and
Massachusetts Programs

‘Ray Sweeney, director of the
Office of Health Systems Manage-
ment in New York, ex%Iamed that
while it is too early to have concrete
financial information on the state's
fair payment system, “the general
consensus is that the... system has
had a positive impact on facilities.

“Even some of the largest de-
tractors of the... system prior to its

5

implementation now seem to be
jointing to its virtues— stability and
predictability over a three-year
jerigd. L
“While facilities with significant
inancial troubles remain, the
number has been reduced, and all
facilities have benefitted from the
-\istcnce of funding pools to offset
Ihe cost of bad debts and charity
cure.” hesaid. .

Preliminary f|%ures in Mas-
sachusetts show that the all-payer
system has slowed the inflation of
costs from 15 percent in fiscal 1982
tv' 8.8 percent in fiscal 1985. accord-
ing to the Massachusetts Hospital
Association.

Other Study Findings

The Administration’s Private
Sector Survey on Cost Control, con-
ducted by business leaders to review
government operations and recom-
mend cost saving measures, shows
that states with some form ofPro-
spective reimbursement for al
payers between 1976 and 1980 ex-
perienced a.5|%n|f|qantly lower rate
of increase in hospital costs than
states without such systems. Its task
force report further recommends
that states implement Prospectlve_
payment sYstems for all payers, pri-
vate as well as 8overnment.

A study undertaken by Abt As-
sociates also furnishes data showing
that all-payer prospective payment
systems can be effective in control-
ling the rate of increase of hospital
costs for all patients.

In states where such programs
have been implemented, the report
points out, rates of increase in hospi-
tal expenses per admission have
been reduced by 2 to 6 percent each
year. In response to fears that pro-
spective reimbursement will lead to
large operating deficits for hospitals,
the report notes that evidence *indi-
cates that such fears are unfounded.’

_Finally, it should be noted that
while states with fair payment sys-
tems have slowed the rate ofhospi-
tal cost escalation, there is no
evidence that either quality of care
or patients’ access to appropriate
services has declined -



- yidiial State Systems; ;[P\

No single fair payment model
best suits every community’s needs.
While DRG-based programs may be
suitable for some states, different
%ystems may work better for others.

herefore, each state should adopt a
fair payment system tailored to its
own requirements. A single federally
controlled all-payer system mmplr IS
. in the best interest of the health
care system and its patients.

Based on the experience of
states that already have fair payment
systems, and on research and con-
sultation with experts in the field,
the following elements should be
incorporated into any state
program: .

L A state system of review' of
hospital prices and revenues that is
prosgectlve in nature;

. Equitable (fair) pa?;ment for
all payers, regardless of the third
party payer (private or government)
Involved;

3. Incentives for efficient man-
agement and penalties for inefficient
management;
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4. Reasonable standards of re-
view that are based on uniform
information and include prices and
patient volume;

5. Management by a body that is
objective and accountable to the
Fubllc, and implementation and en-
orcement of the system by an ex-
pert professional staff,

6. Assurance that hospitals are
financed to the extent that the pub-
lic has ready access to quality health
care; and

_ 1. A coordinated cost con-
tainment program ensured by an
approval process that has a formal
connection with the planning and
certificate-of-necd process.

A Federal System?

Certainl%, state systems are
preferable, because they can be
uniquely suited to the needs of each
state. However, the HIAA would
support federal Ie%lslatlon that en-
courages the development of state
fair payment systems. To tliis end,
the association advocates legislation
that provides a residual federal sys-

S

Public Relations Division
1850 K Street N.W.
Washington, D.C. 20006

tem of prospective pricing for all
payers In states that do not adopt
theirown systems within four years
of the effective date of the measure.

Enactment of the Medicare pro-
spective payment legislation has
paved the way for fair payment
systems at the state level. The hospi-
tal management incentives created
by this legislation are effective only if
applied to all patients.

Fair payment Is not a panacea —
there is no s_mgle__solutlon tothe
health care inifaiion problem. But it
constitutes a major step in the right
direction. Through fair payment sys-
tems, positive results can be
achieved in bringing the nation's
health care costs under control.

*Payments actually received by hospitals
after deductionsfor contractual al-
lowances, bad debts, charity care and
otherfree care rendered by hospitals.

~*Billed charges hefore any deductions.
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EXECUTIVE SUMMARY

State ratesctting programs have, at least in some cases, been ef-
fective in reducing the Tate of growth in hospital expenditures. For
example, the national growth in average annual per capita hospital
costs between 1976 and 1980 was 13.8 percent per ye, 1. In contrast,
seven States with mandatory ratesetting programs ha 1 >n average
annual per capita increase 0f 10.5 percent—a 25-percent reduction
In the rate of increase. _ _

These States and their annual average rates of increase in per
capita hospital costs between 1976 and 1980 include: Connecticut.
11.2 percent; Maryland, 13.2 percent; Massachusetts, 11.4 percent:
New Jersey, 11.8 percent; New York, 9.1 percent; Washington, 109
percent; Wisconsin, 12.5 percent.2 .

A majority of States now have prospective payment systems for
at least one payer in operation. Using such devices as revenue
caps, rate and budget review, DRG's, price competition, and pri-
mary care networks, State governments are actively seeking rea-
sonable and affordable prices for hospital care. _ _

The trend toward prospective payment systems includes a "ari-
ety of new and creative State and local programs developed, and in
some cases implemented over the last year. Leading examples of
these innovative approaches to hospital cost containment include,

—Arizona. Under the Arizona health care cost-containment

system—AHCCCS (pronounced "ACCESS")—the Stale and
participating private employers use a broker to contract with
case managers to provide care on a prepaid, per capita_basii
—California."The State negotiates with each hospital willing to
treat. medicaid patients and then sjgns contracts with those
hospitals .that meet Medi-Cal requifements for care at_ the
lowest price. Also, private third-party payers are authorized
to contract with "preferred providers"—hospitals and physi-
cians—at a discounted rate and to offer policyholders signifi-
cant reductions in premiums if the insured choose to reCeive
all care through contracted providers. .

—Massachusetts. In legislation enacted in 1983, a revenue "cap"
Is placed on each ho3pital that limits the amount of revenue to
be paid to the hospital over a fiscal year. In addition, the al-

1Prepared by Donald L Zimmerman, Ph D. fortg,e Intergavernmental Health Policy Project.
(ira***W ahintfton Uniyersity Richard K M- ratt, director “Th*™* papg; ei n|f|Lt tly rev =, up
ae?, an |nnrahes h dune ~ . 1% ,,teﬁort 1pregnrg\/\ v the Utaff of the al ininilteg on
Health, Senate Fi ﬁnc.e Conhmmee_ lwiih J'\SI.dS ance of Jnijiet [V*nice Lun xa ‘lean M irkus
of}k Congre,ssmna Rg*sear itled,
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lowable projected increase in hospital revenues will be reduced
by 7.5 percent over the next 6 years.

—New York, In 1983, the State enacted a total revenue cap on
each hospital and created common “pools" of third-party funds
to reimburse hospitals that are financially strained by patient
bad debt and charity care. _

In light of the increasing commitment of State governments to

new cost-containment stratégies, several questions are raised:

—Do these programs maintain an _appropriate balance hetween
reduced costs and quality of care?.

—Are successful State programs, transferable to other States?

—Are these programs appropriate models fcr a national "all-

&/ayer system

hat is the impact of hospital ratesetting programs on physi-

cians and other providers?

—What is the fiscal impact of hospital ratesetting or other seg-

ments of the health economy?

These questions are not easily answered. But because of immedi-

ate fiscal pressures, an mcreasm% number of States are ogperating
and developing ﬁaym_ent systems tha
chase price for nospital services, This paper presents a_ framework
for understanding the many different State prospective systems
now in operation. In addition, a number of key State systems are
described and recent innovations are reviewed.

hat seek to establish a fixed pur-

A. INTRODUCTION

Since the mid-19(i0’s, hospital cost increases have consistently
outpaced the Consumer Price Index (CPI), rising at on average
annual rate of 13 percent. From 1965 to 1981, expénditures for hos-
El”m care grew by roughly 750 percent (from $14 to $118 b||||on1). In

65, the averagé cost of a day. of hosgnal care was $41: by 1981,
that cost had reached $229. During 1982, when the rate of inflation
was only 5 percent, hospital costs grew more than twice that fast.

In response to dramatic cost incfeases, many policymakers have
proposed a variety of cost-containment strategies, Such initiatives
nave traditionally targeted reductions in e,llgflblllty, restriction of
services, increased copayments and deductibles, and peer utiliza-
tion review, AIthou%h these efforts to control costs have had some
short-term success, thejr cumulative impact has created only minor
deviations in the overall rate of increase for hospital costs

While there are a number of factors that contribute to the
upward spiral of hospital costs, the primary mechanism drivin
hos%ltal expenditures is the cost-based retrospective. reimnpursemen
methodology used historically by the public_and private sectors to
a¥ for hoSpital services. Récognizing the inherently inflationary
nature of retrospective reimburSement, many programs have been
adopted to alter the basic method for pa}ll g for hospital care by
replacing it with alternative prospective reimgursement systems.

Generically, prospective reimbursement systems move the focus
of pricing power from individual hospitals to an external authority
that establishes fixed-dollar limits for Rayments to, hospitals, These
dollar limits are established prior to the time period in which the
care is actuaII%/ provided, forcing. hospitals to contain costs within
the fiscal constraints of the set price. .

_The introduction of fixed prospective payment rates severs the
direct link which exists in retrospective reimbursement between
the cost of services provided to patients by a hospital and. the
amount paid to the hospital by third-party payers, Under a fixed-
rate program, if a hospital’s costs exceed the éstablished pa_Y_ment
rates, the hospital will face a real dollar lgss. The possibility of
noncompensated care thus creates an incentive for hospitals t0 be
maore cost conscious and efficient. _ _

A primary example of a prospective payment strategy. is the
recent Federal decision to introduce fixed ddllar rates for different
types of diagnostic related groups (DRG's) in the medicare pro-
gram. But the ﬁrlce constraifit impgsed on medicare costs will not,
alone, resolve the overall problem of hospital cost increases.

_With only medicare reimbursement under a fixed-price prospec-
tive system, hospitals may _shift the medicare revenue costs that
exceed their other payers.” This possibility is significantly reduced
In.many States b_}/ new ,.nd important approacfies to thé full con-
tainment of hospital costs.



B. OVERVIEW OF PROSPECTIVE REIMBURSEMENT SYSTEMS

1. Background

The factors impelling the creation of prospective payment pro-
grams have varied almost as much as the systems themselves.
ome programs were the result of unbridled inCreases in medicaid
budgets and dwmdl_mgn State revenues; others were influenced by
alarming increases in health insurance premiums and hikes in em-
ployer contributions for employee henefits; in still others, the grow-
Ing_ tide of cost shifting among third-party payers was important;
and, in a few, the threat of Blue Cross inSolvency was paramount.
Cutting across these forces, however, were some Significant modifi-
cations in Federal policy which fostered experiments and demon-
strations with prospective reimbursement. _

As early as 1937, Congress authorized payment experiments to
search_for strategies to contain hosintal costs: however, very few al-
ternative experiments evolved. In 1972, Congress expanded HEW's
authority to experiment with prospective and other alternative re-
imbursement systems for medicare and medicaid. Under this au-
thority, HEW provided development ,d demonstration funds to
test the efficiency and effectiveness oi a number of alternatives. In
1974 and 1978, HEW supported evaluations of several such sys-
tems. Moreover, in 1974, as part of the Nationa] Health Plannin
Act, Congress reaffirmed its Interest in prospective reimbursemen
and funded six State hospital ratesetting demonstration programs,

Hence, by the end of 197(3, about 20 prospective reimbursement
systems were underway, most of which were injtiated and adminis-
tered b%’ Blue Cross Plans or hospital associations. Eleven pro-
grams, owever, were the result of State legislation. In 3 of the 11

tate-legislated programs, commissions were created to perform the
ra_tesettln%,functlon; in the remaining States, the authority rested
with a(y)Ju lic agency, usually the health department. .

The Omnibus Bu ?et Reconciliation Act of 1981 (section 2173){en-
couraged State development of prospective payment systems. This
key section allows States to replace medicaid reimbuisement sys-
tems based on retrospective cost-based medicare principles with
systems that set rates adequate to meet the cost of "efficiently and
economically operated facilities.” _ _

By the summer of 1983, prospective ratesetting programs were_in
operation in 2(! States—all aimed at establishing a reasonable price
for qualltY hospital care. _

_Current State efforts to control hospital costs through Prospec-
tively determined rates and payments comprise a mosaic of strate-
gies and program designs.
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2. The Basic Framework of State Programs

(A) TYPE OF ADMINISTRATIVE BODY RESPONSIBLE FOR THE PROGRAM

There is considerable variation in the definition of the “external
authority” responsible for operating the ?rospectlve_ ratesetting
Program_. Key variations include: (L] How the authority is estab-
ished—it might be created by specific legislative action, independ-
ent activitiesof private insurérs, local decisionmaking hodies, or co-
alitions of business, labor, and consumer groups; (Z) how the au-
thority is organized—it may take the form of a temporary or per-
manent commission, government agency, community board, or in
one particular case, a legislatively mandated office of nealth care
negotiations led b){ a "czar"; and %3) how the authority is staffed—
it may include volunteer representatives of all involved parties, a
full-time professional staff recruited from the private sector, or a
reorganized component of a standing State administrative unit.

(B) TYPES OF RISKS AND INCENTIVES INTRODUCED

A fundamental ?oal of a prospective reimbursement system is to
compel hospitals to bear a greater degree of financial risk than
that encountered when paid on a retrospective cost or charge basis.
The basic "risk” created b¥ prospective payment systems forces
hospitals to provide care at a previously agreed-upon. Rnce. The
hospital is "at-risk" for all costs exceeding ‘the establisned price.
This type of risk creates the incentive for hospital managers con-
cerned with, the™Miscal solvency of their hospitals to implement new
"cost conscious" medical and” administrative practices that insure
adequate payment for the services rendered to the patient.

In" addition to such negative incentives, many prospective pay-
ment programs use positive incentives to encourage cost confain-
ment. One of the most basic incentives permits™ institutions to
retain, as profit, some or all of any dollar difference between in-
curred costs that are less than the prospective payment amounts,
Such an incentive may not always contribute successfully. to cost
containment in system's that base future payment determinations
on the present cost eernence._ It is quite possible that hospitals
may be encouraged tq keep their expenses as close to the prospec-
tiveé rate as possible in order to preserve a high base from which
any calculations are made.

<> MANDATORY VERSUS VOLUNTARY HOSPITAL PARTICIPATION

Some studies of prospective Payment systems suggest that man-
datory participation by hospitals is an essential ingrédient of an ef-
fective system. Mandatory programs are those with legal authority
to_require hospitals’ participation and to force hospitdls to comply
with program ‘rulings, Prospective systems ma¥ be made mandd-
tory by statute for all third-party purchasers of care to create an
all-payers system. Alternatively, the mandatory nature of the pro-
gram “r. ay extend only to services reimbursed” by specific govern-
mental progzrams of private third-party purchasers. Voluntary pro-
grams are those in which ejther ‘hospital participation or compli-
ance or both, is left to rhe di- ret-m of bw-"n-iihi’u .,s Rr.'i. m™n
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datory and voluntary programs may apply to one, multiple, or all
payers.

(D) STRINGENCY OK THE PAYMENT RATES

A stringent rate is one that requires hospital management to ex-
ercise considerable skiP and operating efficiency to_provide services
at the established price. Since hos?_nals that fail to keep costs
under their price are likely to face financial difficulties, rates set
too low can raise special problems. _ _

Cost shlftm? to other third-party payers is a potential conse-
quence when fewer than all third-party payers are involved. In sit-
uations where only one third-party payer has established a fixed-
rate payment progiraml hospitals may find it advantageous to shift
costs in”excess of the fixed amount to other payers. Because of dif-
ferent financial requirements of different typés of hospitals (i.e.
profit, teaching, commupnity, public), the potential for shifting of
CoSts Is ﬁ_reatest in hospitals with significant revenues from a vari-
etY of third-party payers. In contrast, financially marginal hospi-
tals and hospitals that serve a high proportion of publicly financed
beneficiaries and uninsured patients may require special allow-
ances if they are to continue providing care.

(E) EQUITY OF THE SYSTEM

A key characteristic of different prospective payment systems is

the method used to equna_blY balance the total aggregate_dollar
amount to be paid to hospitals over the next fiscal term with the
particular financial strains a given hospital may exPenence as a
result of the impact of cost-related factors out of the hospital's
direct control. For example, specific _h03ﬁ|tals may he faced with an
unexpected and dramatic increase in the rate and incidence of a
specific type of ilingss through an epidemijc. Or a financially dis-
tressed urban hospital serving a_disproportionate number of public-
ly supported patients may require special assistance to insure ade-
quate beneficiary access.”A regional teaching facility may require
adtd|t|onal supplementary funds to continue providing medical edu-
cation.
_ Methods for determining the legitimate criteria for differentiat-
mg the amount to be paid to different hospitals in a fair and erﬂm-
table fashion are quite varied. Examples include: (a) Setting differ-
ent rates for different groups of hospitals sharing similar charac-
teristics; (b) authorizing™ additional payments to & hospital provid-
ing care to patients requiring extraordinary and unusuaIIY_ expen-
sive care; and (c) creatmtg a dollar pool abdve the prospective rate
that can be used to pay for special costs incurred by a given hospi-
tal because of “special Circumstances.”

3. Prospective Payment Mechanisms

At the heart of each alternative prospective payment system is
the mechanism for determining the actual dollars to be spent for
hospital services. At a minimum, attention must be given to the
following components- (a) Determination of the unit of p me-nent 'b)
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scope of revenue subject to the pers_Pective system; (c) establishing
the rate; and (d) reviewing and moditying established rule.

(A) determination of the unit of payment

Prospective payments are made on_the basis of hospital cost per-
formance as measured by sgecmc units of payment, which may in-
clude the total hospital budget, separate “department budgets,
direct medical and indirect administrative costs, actuarially” de-
fined costs per subpopulation, type of diagnosis, length of stay,
average per diem costs, and units of service Produc,ed. Different
units of payment can Broduce different kinds of hospital responses
in order to keeP_ costs below the prospective payment rates. For ex-
amﬁle. rospec |ve_s¥stems that control a hospital's total revenues,
rather than establish per diem or per case payment rates, create
less incentive for the hospital to try to circumvent the cost-control
system by increasing admissions or lengths of stay. Payment units
based on’per case, per diem, or specific services are all"open to cir-
cumvention by increases in volume. In addition, if such units are
used, extensive utilization controls may be necessary in order to
insure that only the needed quantity ofcare is providéd. The use of
total revenue caps or capitated reimbursement strategies may mo-
tivate hospitals to reduce the quantity gadm|55|ons and patient
dags) and the unit costs of services (through changes in case mix or
reductions in scope of service).

(R) SCOPE OF REVENUE SUBJECT TO THE PROSPECTIVE SYSTEM

Much of the discussion about prospective payment systems focus-
es on the scope of the revenues subject to the ‘incentives contained
in such systems. As a general rule, all-p_alyer systems that prospec-
tively defermine all hospital revenue will have a mare significant
impdct on hospital expenditures than sm(TJIe or partial payer pro-
?rams, because the greater proportion o ho_s?ﬂal reventies con-
rolled, the more the cost-containment potential of the prospective
sYstem is increased. A common fear expressed about such unilater-
al payment systems is that a centralized regulatory environment
may De created that may not reco%_nlze the legitimdte fiscal needs
of hospitals for meeting future contingencies such as the purchase
price of new technology, increased demands by physicians, and re-
quests to create new community "outreach" programs.

(C) ESTABLISHING THE RATE

One.of the basic components of a prospective reimbursement pro-
(r;ram IS ,th? method used for establishing the actual rate to be paid
or hospital care. _ _

Although there are a variety of practical methods currently used,
four genéral methods can be identified. Direct negotiation typically
involves direct contact between the ratesetting “organization and
either individual hospitals or their collective Tepresentatives. In
?eneral, hospitals present their financial reguuements and rateset-
ers challenge these needs on the basis of designated target rates.

Biirg.->»1inp Over nayment amount0 often nrovdes [hi- opportunitv
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for the ratesetters to consider the circumstances and requirements
of individual facilities. _ _ o _

The negotiation app. ->ach can require extensive administrative
effort whén applied to large numbers of institutions or to widely
diverse hospital facilities. The relative skills of the respecti\e rate-
setters, rather than clear ob{ect!ve factors, can also play a major
role in det _rmmmgi th%a,ctua prices paid.. . , _

The bid |n([1 approach involves the solicitation of bids from hospi-
tals ,onor to the payment period. The purchasers of services select
the lowest bid or éstablish criteria for evaluating the submitted
bids. Although the bidding approach reflects market-hased assump-
tions, since ‘price competition amonP hospitals may be weak in a
given market, securing meaningful’ cost-containing bids in this
manner may be impractical. This is particularly true if hospitals
arc unwilling to participate or compete with each other by offering
different Pnce and service packages.

Under the budget review and approval approach, the rate-deter-
mining authority oy a?ency periodically examines the budgets and
schediles of indiyidual hospitals and establishes rates accordm% to
?mdelm,es prescribed by the authority. The frequency and extent of
he review determines the influencé this approach” may have on
hospital costs. The success of the budget review approach twaaIIy
depends on the extent of good data, technical resources, and” the ex-
pertise of the bud%;_et reviewers in evaluating hospital costs, oper-
ations, and accounting Rrocedures.. : _

Settin rates_throuag the application of a formula is an aP
proach that varies widely from simple techniques to quite sophisti-
cated methods. One common application of this approach is he cal-
culation of appropriate p_a){m_ent levels for a given hospitai based
on a projection of the historically averaged costs of care for pa-
tients likely to be served by that institution. For example, b; deter-
_m|n|_ngf the "average cost per patient” for the prior year and trend-
ing it Torward to the coming year with adjustments for such varia-
blés as case mix, potential démand, changes in actuarially defined
population characteristics, and inflation, estimates of “expected
costs can be developed. The DRG, methodology In the medicare pro-
gram uses a formula that fixes future prices for different types of
medical diagnoses based on an adjusted estimate of the expected
costs for each separate diagnostic grou?. N .

Another way of using 3 formula for determmmfg prices is to
)lace each individual hospital into a "peer group” of'similar facili-
les based on a set of key differentiating” variables, In this ap-
P_roach, each hospital in a given group IS assumed to share common
iscal requirements with all other ‘hospitals in the same group.
After calculating an aggregate measure of costs for each gnup for
the prior year and a Justm? it to reflect probable changes, the
same prospective rate is applied to each hospital in each Separate
group. . :

These four approaches to setting prospective rates are not mutu-
ally exclusive. Many of the pro%rams currently In place combine
elements from_ each of the methods. For example, formulae are
often found with budget review and approval approaches that set
overall financial cejlings, and direct negotiation Is often a part of
ton bidding approu'.b
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<DI REVIEWING AND MODIFYING THE ESTABLISHED RATE

Several different techniques are used to review and modify pro-
SEec_tlve hospital ﬁayment rates. Seme involve an examination of
the internal cost history and past trends within a single hospital.
Others involve comparative examinations of groups of similarly sit-
uated hospitals. Such reviews may be based on an examinatjon of
the use of cost screens or statistical analyses, the examination of
specific operating procedures, financial data, or the simultaneous
review of budgetand cost reports. _

Other guidelines are used to evaluate proposed increases or to
modify previously established rates, srih "as imposition of legisla-
tively'determined ceilings or variable rates of increase hased on ex-
ternal economic factors (e.g., cansumer or market-basket indices)
and internal factors (e.%:, case mix, bed size, etc.). o

Although not exhaustive, this brief framework for describing pro-
SEectlve payment systems highlights a number of variables that
should be considered in the evaluation of current State initiatives
to contain hospital costs.



C. DESCRIPTION OF SELECTED STATE PROSPECTIVE
REIMBURSEMENT SYSTEMS

The following brief descriptions of State initiatives to control hos-
pital costs through prospective payment systems provide a basic
orientation to the variety of cost-containment options currently
being explored by State governments as well as private insurers.
Recently enacted programs, are described in detail, The existing
programs selected for ‘description demonstrate the diversity of pro-
gram alternatives and State activities.

1. Arizona

Arizona has recently established a unique and potentially dra-
matic approach to publicly financed health care. Starting in” 1981,
the Arizona health care cost containment system (AHCCCS) iias
combined several innovative concepts with a” prospective payment
system |nclud|n%:_ o

Price competition. . Competition is encouraged through the re-
quirement that providers compete for contracts to serve AHCCCS
patients in a statewide bidding process, Each provider winning a
contract must then compete for patients in each local area with
more than one contractor. o

Case management. As a means to control utilization, each con-
tracting  provider is placed at financial risk for providing and/or
authorizing access to all other services required or desiréd by an
enrolled member. . T
_Expanded purchasmgéa_ow_erof Government. AHCCCS, in distinc-
tion to other State medicaid programs, covers State and county
governm,ent employees, employees without subsidy, in addition to
he low-income population. Thus, the Arizona program has at-
tempted to enlargbe the purchasing power of government heyond
the scope defined by Federal health” programs to include significant
subpopulations traditionally served by™ private sector third-party

ayers,

P riving the entire. program s a prospective payment system that
pa|_Ys contractors a fixed ‘monthly capitated dollar amount for each
AHCCCS member served Dy a g_lven case manager. These dollars
must pay for all services, including hospitalization, lab work, and
dru?,s. [T funds are left over, the contrac mg ?rowder can realize a
profit; however, 1f costs exceed this amounf, the contractor suffers
a loss. To prevent providers from minjmizing care in the hope of
generating m_apProprlate levels of profit, thefe is.a quality control
System that includes medical interviews, site visits, audits, and a
grievance procedure. o _

In addition to the risk incurred by individual providers, the State
also assumes risk by entering into @ prospective payment arrange-
ment with the Fedéral Government. Under this arfangement, the

1

n

amount of Federal matching funds for Arizona's medicaid program
is set at (5 percent of the funds that would be paid to the State If
it had a more traditional medicaid program.

2. California

One of the, mtre unique methods Tor contamln% hospital costs
was enacted into law in California throug'i AB 799, SB 2012, and
AB 3480, as the Medi-Cal reform legislation of 1982. In this legisla-
tion, California lawmakers took the following steps to introduce
arkﬁt-based reforms into the purchase and delivery systems of
ealth care services: _ _
First. Authorized the creation, effective July .1 1982, of a 1-year
osition in the office of the Governor of a special hospital negotia-
or to act as.a prudent purchaser of all inpatient hospital services
for the Medi-Cal population by contracting with the most price-
competitive facilities. On July “1, 1983, the “functions, powers, and
duties of the special hospital negotiator (the office of special health
care negotiations) were transferred to a newly created California
Medical Assistance Commission with the executive director serving
as chiet negotiator, . _
Second. Authorized the Department of Health Services (begin-
ning July 1, 1983) to enter into selective contracts with noninstitu-
tional providers, for services to the Medi-Cal population. (Potential-
ly, contracts with noninstitutional providers could be negotiated
through the Medical Assistance Commission or with the Depart-
mentof Health Services. _ _ _
Third, Authorized private insurance companies and nonprofit
hospital plans (i.e., Blue Cross) to contract with preferred providers
and_to create a set of economic incentives for consumers to restrict
their choice of providers to those under contract. This authorit
0erca )?siecfifaencstlve January 1, 1983, for hospitals, and July 1, 1983,
These three reforms are intended to create two major changes in
the marketplace for medical services in commgz years. The first and
most_basic reform_is_the authorization of contracting for Medi-Cal
hospital services. This mechanism is intended to create a new ad-
ministrative role of the prudent purchaser that combines complete
and full knowledge of both the sellers’ and consumers' needs into a
smagle decisionmaking process (i.e, the special hospital negotiator
and the Medical Assistance Commission). The informed purChasing
of hospital services for the Medi-Cal population is restrained by
available dollars allocated by the State qulslature_and b;{) State
and Federal law specifying the minimum set of services to be pur-
chased. Thus, the prudenf purchaser is responsible for buying the
most price-competitive services available in the medical ‘market-
place for meeting the legislatively defined needs of the Medi-Cal
consumer. As a résult, it is assumed that provider knowledge of the
State's fiscal constraints ard buying needs will induce price compe-
Enon amontq providers wishing “to “sell their services o the State.
-ach hospital” under contract” will be prospectively limited to a
fixed per diem rate. _ o _
The second important reform is the authorization of private
health insu one “com|."inits ;n rn.'ran win. "irolorrod nrovid s«e
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and to direct their policyholders to these pro iders for medical
care. This reform s intended to have two direct consequences.
First, it is intended to inhibit cost shifting to private payers that
could result from the selective contracting of Medi-Cal “services.
NFor_example,_n was estimated that the negotiated purchasing of

edi-Cal services could, without suitable “offsetting legislation,
create a shift of more than $800 million to other third-party
payers.) Second, because private insurance companies can deliver a
captive population of policyholders, it is assumed that providers
will compete for access to medical business by offering a discount
in current market prices to major third-party” purchasers. It is ex-
pected that private insurance companies will ‘pass the reductions in
provider costs along to consumers by way of reduced premiums. In
S0 doing, the cost."of private insurance Should decrease as compa-
nies compete for nesv customers by offering more cost-attractive

ans.
pTa_ken together, the California system 1is intended to, chan%e the
medical marketplace from one where providers determine both the
cost of services and the population served, to one where the State
and private insurers define both the available dollars for health
care and also the providers who may receive these dollars.

3. Connecticut

Lon_? in the ratesetting business, the Connecticut Commission on
Hospitals and Health Care annually reviews and approves hospital
capital expenditures budgets. Participation and compliance b}/ all
nongovernment hospitals”in budget and rate review Is mandatory.
The proPram covers charge-base payers directly, and other payers
indirectly, through total budget controls. _

Previously, the commission would review each hospital's pro-
posed budget for inpatient revenues based on an overall test of rea-
sonableness. Hospitals failing this test were subjected to detailed
requlatory review and modification, However, recent legislation
has modified this approach by replacing the test for reasonableness
Ely a less stringent “superscreen.1The superscreen is based on the

ealth Care manc!nq Administration's estimated inflation rate
for Connecticut hospitals, plus 2 percent to account for increases in
volume and service intensity. If @ hospital's proposed budget is less
than the superscreen allowance, it is excluded from furtheér review.
If the budget exceeds the screen, the review continues as in previ-
0us years.

Bymoymg to a system where detailed budget review is used onl
for ‘hospitals exceeding higher fiscal screens, the recent modifica-
tions in Connecticut are likely to decrease the effectiveness of its
cost-containment program.

4, Maryland

One of the first States to establish a prospective hospital pay-
ment system, the Maryland Health Services Cost Review Commis-
sion sets and reviews rates for all non-Fedcral acute short-term
generul hospitals and all nongovernment long-term and specialty
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frorg. the implementation or the Federal DRG methodology for the
medicare program. _ _ _ o
In th|s(j)rogram, detailed budget reviews of each hospital are ini-
tially ‘used to"establish a set of rates. In subsequent years, automat-
ic adjustments for inflatjon, volume, case mix, and certain pass-
through costs are applied. A hosplt_ai may, however, request a de-
tailed b_udqet review instead, which uses comparisons_ of costs
across similar hospitals. In addition, the guaranteed inpatient reve-
nue system (GIR) Is used for all hospitals in excess of 100 beds and
arhy other hospital wishing to participate. The GIR system applies
DRG-determined payment rates to each case serviced by a q;ven
hospital. The hospital is at risk for any saving or loss redlized
under the system.

5. Massachusetts

The recently enacted "chapter 372" system places prospectively
determined caps on hospital revenue from all payers. These caps
P]Iaoe, a strict limitation on the total amount of dolfars to be paid to

ospitals. Hospitals that keep costs below their revenue limit can
keep the balance as discretionary profit; if the limit is exceeded
the| amount In excess of the cap must be absorbed by the hospital
as 10ss.

In determining the actual dollar limit to be used as the cap, all
hospital revenués are to be reduced by a cumulative 7.5 percent
over the next 6 years. The cap is calculated for each hospital on
the basis of the previous year's State-approved revenue limitation.
If volume exceeds the previous year's by mare than 4 percent, hos-
pitals, will be reimbursed for ancillary ‘services at rates below the
marginal costs. Such disincentives to” increasing volume are com-

leniented by incentives to reduce volume: Hospitu.s are allowed a
-percent decrease of inpatient days without losing any revenues.
The formula for calculating revenue limits also recognizes legiti-
mate_cost increases due to inflation, changes in service volume, and
certain exceptional circumstances. The Calculation, however, spe-
cifically excludes the fiscal impact of changes in the severity or in-
tensity”of services required by patients. The exclusion of thé sever-
ity and_intensity variable is intended to minimize any incentive for
a hosPnal_to erigage in "preferred selection” of patients requiring
cost-effective cafe “over cases requiring more complex and costly
Services.

6. New Jersey

Under the New Jersey system, a hospital ratesetting commission
was established to approve and adjust hospital rates based on dlaq-
nosis related groups (DRG's). Participation_and compliance by all
short-term aclte hospitals is mandatory. The program covers all
third-party payers, including medicare through a specific waiver.

The case mix system in ‘effect in New Jerse\{ was_used as the
model for the national DRG medicare methodology. Brlef|¥, it es-
tablishes a per casg rate of payment specific to approximately 450
diagnostic groups, The dollar rate for each DRG is developed “from
bafe vear co&ts de/wed from medical discharge abstracts, patiei..
ol nomdit o/t 1> 3> 1'in s nd A



ports. Adjustments to the base DRG F_ayme_nt rate for direct costs
are made for local and regional variations in wages, an "economic
factor" for inflation, and “patient volume. Indirect administrative
costs are_considered fixed and not subject to variation because of
changes in case mix or volume. At the'end of the rate year, if the
revenues collected are over or under the approved revenue budget,
they are included in the next year's rates. In this, system, prospec-
tive rates are established that reflect the differential costs expected
to be treated by each hospital in the coming term.

7. New York

The New York prospective hospital reimbursement methodology
(NYPHRM) was implemented in January 1983. In this system, pro-
spective cost-based rates are established “for all hospitals'as a guar-
anteed revenue cap. Like Massachusetts, this cap places a limit on
total revenues available to a hospital from all payers. The revenue
cap is determined on the hasis of each hospital's 1981 allowable
costs, trended forward for inflation and adjusted for changes in
volume, case mix, services added or deleted, and reasonable in-
creases in labor costs. o

In addition, each hospital's allowable costs are limited to the
average cost experienced by its_peer group, plus 5 percent. A 7.5-
percent "risk corridor" is available to paY hospitals with, costs
above the grouR average. In addition, a 1-percent discretionary
fund allowance has added to each hospital's 1983 per diem rate,

One of the most innovative aspects of New York's Program IS Its
mechanism for prowdmﬁ an allowance for bad debt and charity
care. In this system, each hospital payer is required fo add a speci-
fied dollar amount to its rate that is"added to a re?wnal ool and
distributed back to hospitals in need of additional funds. Separate
pools are established for public hospitals, voluntary nonprofit, and
propnetarY facilities. Any shortfall created by the medicare share
of bad debt will be made up by other third-party payers.

8. Rhode Island

Under Rhode Island's system, the staffs of Blue Cross, the State
budget ofTice, and the Rhade Island Hospital Association ne%otlate
an annual "maxicap” that places a limit in the statewide budget
for all hospital care for the upcoming year. P rticipation and com-
pliance by all non-Federal hospitals is manda.tor¥. The program
%8\7/?5 Blue Cross and medicaid Fmedlcare participated from 1975 to

. Once the maxicap. is estaplished, hospital budgets are reviewed
in detail and negotiated with Blue Cross staff."Adjustments are
made to the base for inflation, volume changes, and new and ex-
ﬁanded services. After total operating expenses are negotiated, the

ospital establishes a schedule of charges which is reviewed by
Blue Cross and the State budget office, The schedule of charg_es_ls
then used to establish separafe rates for Blue Cross and medicaid
by adjusting for cost and benefit differences.
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9. Rochester and Fincer Lakes, N.Y.

The Health Care Financing Administration has contracted with
the Rochester Area Hospitals' Corooration (RAHC) Project and the
Finger Lakes Area Hospitals' Corporation (FLAH { Project to test
wheéther an areawide budget cap is effective in controlling hospital
costs, Participation in thé project was initially volunta[%/ for the
nine RAHC and the eight FLAHC hosp als. All hospitals must
now remain in the systém for the duration of the demonstration.
The programs in both areas directly control payments from medi-
care, medicaid. Blue Cross, and all ather hospital income.

The RAHC and the FLAHC systems are virtually the same,
except that RAHC is a test of an ‘areawide budget in"a metropoli-
tan area and FLAHC s in a rural area. Both systems operate by
determining an overall li 'it on the yearly pool 0f revenues for aff
of the area hospitals. Fro  this pool of révenues, individual hospi-
tals are guaranteed payments equal to their base year costs, adjust-
ed for inflation, incredses in volume, and for ap;[)roved new proj-
ects. In addjtion, a contingency fund equal to about 2 percent of the
hospitals' allowahle cost Dasis is established to make payments to
hospitals for volume changes, certificate-of-need projects, case-mix
adjustments, and other pur_Poses. _

he total payments available to each hospital from the common
pool of revenues are used to pay all operatlnp costs for the year,
Including outpatient care. BecauSe each, hospital is free to allocate
its given revenues in its own fashion, this system offers a variety of
0pt|(%ns to hospital administrators for targéting dollars in cost-effi-
clent ways.

10. Washington

The Washington, State Hospital Commission annually reviews
and approves hospital budgets. Participation and compliance by all
tr)mn-dFederaI hospitals is mandatory. The program covers all charge-

ased payers. . . . . .

The commission reviews in detail various cost centers in each
hospital's budget annually. Costs which exceed previously defined
dollar limits are either “disallowed or justified” by the “hospital.
Budgets are analyzed for significant changes in the area, such as
new" beds, services, and the“reasonablengss of volume projections,
Further reviews are based on_a comparison of individual hospital
budgets to the budgets of similar hospitals. After capital costs and
financial ratios (revenugs to expenses) ore reviewed in detail, the
commission then negotiates the amount of total revenue to be al-
lowed for a given hospital. The hospital establishes its list of
charges from the resulting total dollar 1gure. N

In"addition to the State systems described above, three additional
States have adopted compréhensive hospital cost-containment legis-
lation during the last year that deserves mention,

11, West Virginia

The enacting legislation for the health care cost review authority
empowers the Teview hoard to_initiate reviews and investigations of
ho-(:(;il "ales fxrsfe;ific xrvico' and  component factors which
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determine such rates, as well as total oReratmg budgets. The specif-
ic rate-dctermination criteria require that: (1) The costs of hospital
services are reasonably related fo services provided, and the rates
are reasonably related to the costs; (2) the rates are eg_unably es-
tablished amaong all purchasers with a hospital; cp medicaid rates
are reasonable “and adequate to meet the costs incurred by effi-
ciently and economically operated hospitals; and (4) the- ratés are
equitable in comparison” to prevailing rates for similar services in
similar hospitals. o , _ _
As an incentive, to efficient hospital management, hospitals will
be allowed to retain any saving realized under the pror ‘ive rate
and be partially liable for any Tesulting deficits,
~Until rates are established, all payment limits have L _n estab-
lished by freezing hospital revenues at their February 71, 1981,
levels plus a 12-pércent annual increase.

12. Wisconsin

. Wisconsin’s new program, which sets maximum rates, will go
into effect on January "1, 1985. Mean.vhile, the commission is di-
rected by law to review and evaluate each hospital's rate request in
light ofa vanet% of standards for, decisionmaking, including: (1)
Comparisons with prudently administered hospitals of similar size
or providing similar services "hat offer quality health care with
sufficient staff; (2) the special circumstance,; of rural hospitals and
teaching hospitals; and cp findings of utilization review program
relatlng’ to the applicant hospital” In_classifying hospitals for pur-
poses of comparison, the commission is directed to consider volume,
Intensity, educatjonal programs, and special services provided.
Price ‘competition among hoth physicians and hospitals has been
encouraged in this new Ieglslatlo_n by allowing ma[_[)or third-part
ayers to establish preferred provider organizations PPO's. In addi-
ion, the legislation Introduces t.e unique requirement that all
major employers (over 250 employees) must cffer at least two com-
Betmg healli plans to their employees, one of which to be either a
PO 0r HMO Blan.

13. Maine

.Maine's commission will be funded by an_assessment of up to .15
percent of each hospital's gross patient service revenues. A uniform
system for rePortlng financial and health care information will be
required of all hosprtals. o _

_The law provides that the commission shall establish a gross pa-
tient service revenue limit for each hospital for each payment year
beginning October 1, 1984, The statute also directs the Commission
to exerciSe its best efforts to design a pro%ram which will qualify
for a waiver for medicare participdtion_in the State program.

The commission_also has the au_thor|t¥ to implement experimen-
tal or demonstration projects designed to asses. methods of estab-
lishing revenue limits or payment methodologies other than those
established by the statute. The experimental or demonstration proj-
ects may include such alternatives as diagnostic related group.r
capltatm_n, preferred provider relationshins; and regional hospital
corporations.

D. RELATED STRATEGIES

In response to the flexibility granted to States through the Omni-
bus Budget Reconciliation Act ?OBRA), a number of important pro-
gram injtiatives are taking place in the medicaid program that link
alternative P_ayment systems with new forms of utilization controls
through section 2175, waivers. One_of the most 3|qn|f|cant opporty-
nities granted by this section of OBRA allows States to establish
s¥]st_ems of utilization control by limiting beneficiary "freedom of
choice" through case managemént and prlmar){ careé networks. In
this approach, primary care physicians generally take medical and
financial control and responsibi‘ity for the care’of a given number
of medicaid beneficiaries served. , _ _
Beneficiaries cannot receive any medical services without the
direct authorization of the primary care physician responsible for
their care. Physicians in_the primary care network are expected to
limit unnecessary beneficiary utilization by_ serving a gatekeeping
function to such “high-cost services as inpafient care and nonemer-
gency use of emergéncy rooms. Contractlnﬁ physicians are typically
paid“a prospective rate, capitated lor difterent subpopulations as
gefmeld bg_ls_ych actuarial variables as age, sex, and category of wel-
are eligibility.

Betwgen chtober 1, 1981 and May 1, 1983, 53 requests for the
"freedom of choice" waiver necessary for the implementation of a
case management system were Hied with he Department of
|8-|ealth andd Human Services. Of these, 29 have heen approved, and

are pending.

Exapmples gof_States developing 8rospect|vely paid case manage-
ment systems include California, Colorado, Michigan, and Tennes-
see.

1. California

Monterey County has developed a _count){_WJde primary care net-
work that includes all Medi-Cal eligibles living In the “county. To
encourage cost containment, a special budget account is created for
each pnm_ar)r care physician. For each beneficiary who has chosen
thm particular physician, an_amount is paid into that budget ac-
Co ' ~ionth.'The specific amount represents the average per
¢. ... jnse for a beneficiary, standardized by actuarial "varia-
bi o 1.1, plan further adjusts ‘expectations of éxpense or alloca-
tions to budget accounts in"which a severity bias is discernable.

All claim$ (hospital, specialist, ancillary service expense, pre-
schrlp_tlons) are charged against the budget account of the primary

sician.
p1yhe financial_risk associated with the variability of incidence
and severity of illness is pooled among all participating physicians'
budget accounts.
o7
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Physicians with surﬁlus budget accounts, can receive, as a bonus,
an amount equal to t

count (after a risk-pool assessment) multiplied by an adjustment for

their level of risk. Although this bonus is limited to an amount syf-

ficient to cover the differénce in reimbursement between medicaid
gMedl-Cal)_ payments and customary fees in the community for
hose services, it is intended to encourage physicians' participation.
Any remammgl surplus balances within each budget account are
carried forward to be used to offset deficits, in that budget account
in the subseque_nt year or to be merged with any subséquent sur-
plus in calculating the bonus payment entitlement for that physi-
cian's budget account. ,
Santa Barbara has developed the Santa Barbara County Special
Health Care _Authorlt% as an independent public agency to assume
all responsibility for the Medi-Cal program in the counfy. With the
exception of emergency services, any health care provider wishing
to receive payments for services, rendered to Medi-Cal beneficiaries
can do so only by contracting with the authority. Primary care and

specialty physicians may contract with the authority either individ-

us%llty or as formal groups known as service confracting entities

A rather complex method has been developed for determining re-
imbursement for contracting providers. First, the State's paym,ent
to the authority will be baséd on p. monthly per capita calculation.
Projected expenditures in the Medi-Cal program in Santa Barbara
County are converted into rates per beneficiary (which var%/ by aid
category% per month. The State then prepays. to the authority a
sum “each ‘month based on the number of efigible beneficiaries in
each Medi-Cal aid category for that month, multiplied by the rate
for that particular aid c_atetor% _ _ _

Based on this capitation rate, the authority will actuarially allo-
cate amounts to nec_essam{ reserves and to specific types of services,

The authority will retain a reserve pool in order. to protect
a?amst_unantlm ated losses. In addition, the State limits the risk
of providers and the authority to a maximum of $15,000 of ex-
penses per beneficiary per contract year. _

Payments to providers can be mage in two ways: (1) The authori-
ty can retain the aggregate capitation payments for non-case-man-
aged beneficiaries (fhese are high risk beneficiaries). All contracted
providers may_ render services to this class of beneéficiary after re-
ceiving authorization from SBHA, and are reimbursed at prevail-
ing Medi-Cal fee-for-service, rates; (2) the majority of beneficiaries
are case managed by a_primary care physician ‘or an SCE. Pay-
ments.are made to providers by_a_llocatlnag service capitation rates
to individual primary care physicians and SCE accounts according
to_the number of case-managed beneficiaries in each practice.

The authority has also created an account for each primary care
ph{_sman contractln% with the authority to encoura%e full partici-
afion, Each month the authority credits, the account with the full
apitation amount and pays a portion of it as guaranteed payment,
This "up front" compensation is made regardless of whethier the
beneficiaries in the prim ar}/] care physician’s practice use any serv-
Irps >. any particular mont

e net surplus rema[nm% in thelr budget ac-
y
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_ Hospitals in the county wil| participate in the proh%ram by sign-
ing contracts with the adthority. Based on previous Medi-Cal costs
and utilization experience prospectlve rates are set as all-inclusive
per diem amounts. Each hospital receives monthly advanced pay-
ments in the form of a block payment. Block payment amounts are
recalculated each month, depending on the previous month's expe-
rience. Payments are made to hospitals only for services authorized
by the primary care physician and rendered to case-managed
beneficiaries and are charged against the appropriate physician
and SCE accounts.

2. Colorado

Colorado is currently in the early stages of implementing a pri-
mary care physician program PCPP. Inaddition to creating a pri-
mary care network, this program adds an additional incentive to
encourage physician participation through the creation of an "in-
centive pool" tc be added to the ph¥S|C|an line item in the 1983-84
medicaid budget. These dollars are to be used to increase physician
re{mbursement under medicaid prior to payment of the prospective
rate.

3. Michigan

A pWswwn primary sponsor plan has recently been implement-
ed in Wayne County. 'In 'this approach, physicians and HMQ's are
placed under contract to serve both as case manager and primary
medical provider for medicaid recipients. Each _contra_ctm? case
manager is placed at risk for the cost of all services directly pro-
vided "or authorized for each enrolled recipient. Although initial
beneficiary response has not heen as positive as wished, methods
for allowmﬂ enrollees more flexibility in selecting a case manager
are currenfly being explored.

4 Tennessee

Tennessee has developed a _statewide £r|mar)t/_ care network
throu%h a contract with the Tennessee Association of Primary
Health Care Centers (TAPIICC). The TAPHCC has the responsibill-
ty for developing a series of subcontracts for the Ez)rovmon of medic-
ald services to qualified individuals with the 22-member health
care centers and private providers. ,

All community primary health care centers and primary health
care physicians are eligible to participate in the PCN. The primary
care providers will deliver primary services and authorize all other
medical services covered by the plan except for emergency cases.

Partmmat_mgi providers will be at financial risk through the- pay-
ment of capitated service rates.



APPENDIX

MEDICAID HOSPITAL HRIXOUKSKMKNT

(As of July. 1983)

E. CONCLUSION

Hospital care is expensive and not easily subjected to cost con

tainment. Decisions to confront the hospital mdustr% with clear
strateﬂles to alter its basic financing mechamsm is a Dold and sig-
nificant event.
Through the many methods described in th|s paper, State gov-
ernments are working toward structural reforms that hold real
pr0m|se for controllmg the grants |n _hospital ex endltures Such
reforms ma reduce thé rate of increase of hospital expendi-
tures and aso realze real dollar savings. In design and methodolo-
%/ these ﬁro gramgs reflect the wide diversity of options for con-
Straining the éver-increasing costs of health care.
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FOOTNOTES

I>r dirn

Per discharge

Per admission

Negotiation/Per discharge

Nep.ot iatinn/Per dices

Hudget/Rate review and approval (ail payer system)

budget /Revenue limits (all payer 3ysf.cn)

Budget/Rate review and Approval/Rate per case (all payer)
Prospective cap on revenues (all payer systen)
Negotiated ™Maxi-Cap" -- statewide percentage revenue linlt increase

Pudget/Rate review and approval

In
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The law authorir.es the Commission to seek a waiver
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