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Alaska Department of Labor and Workforce Development April 5.2007

Fiscal Year 2006 State Training and Employment Program (STEP) Expenditures

STEP FY 2006 Authorization 6,614,700

Grants to training vendors 3,406,456
Reimbursable Service Agreement, (RSA), for services provided by the

Employment Training & Services component in DOLVVD for Individual

Training Accounts. 849,507

RSA to provide match funding for the federal funding received by

DOLWVD for the Work Services Program and the Senior Community

Service Employment Program (STEP match for these programs was

designated by the Legislature in the FY 06 budget). 207,132

Training Funds 4.463.094

RSA for services provided by the Unemployment Insurance, (Ul),

component in DOLWVD associated with the collection of revenue for the

STEP program. This is a shared cost paid by the STEP program as required

in a federally negotiated cost allocation plan. 111,745

RSA for services provided by the Data Processing component in DOLVVD
to provide support and maintenance to the computer applications used by
the Ul component associated with the collection of revenue for the STEP

program. 50,132
Revenue Collection Costs 161.877
Workforce Investment Board operations support 48,000
STEP program administrative costs 532,682
STEP Program Support Costs 580,682

RSA for services provided by the Research and Analysis Section in

DOLWD to support data collection for the occupational database which is

used to track STEP participants and provide information for the STEP

annual report. 152,500

Research and Performance Monitoring Costs 152,500

Unused STEP funds retained for FY 07 STEP Activities 1,256,547



Alaska Department of Labor and Workforce Development
Division of Business Partnerships

STATE TRAINING AND EMPLOYMENT PROGRAM (STEP) GRANTS

REQUEST FOR GRANT APPLICATIONS (RGA) PROCESS

RGA Process

Review boilerplates and revise, if necessary, to align with RGA

Identify impacts desired and performance outcomes sought

Draft of RGA approved

Announcement and distribution of RGA

Pre-Application Teleconference with potential applicants to respond to

Questions (Q & A)

. Updated Procedure - pre-Application teleconference will include a
discussion of updated grant application procedures and performance
expectations

Publish teleconference proceedings and Q & A

Select independent review committee and prepare instructions

Receive applications

Division review of application responsiveness to the RGA

. Updated Procedure - Assure applicants’ responsiveness to the RGA
requirements and complete or update duo diligence on all applications
(currently due diligence is done after the grant is awarded)

Updated Procedure - Past performance assessment - Applicants
that are prior grantees will have their past performance assessed with
more scrutiny
Review Committee Meeting, Application Evaluation
» Updated procedure- committee scope of authority limited to

evaluating applications in accordance with instructions provided by the

Division
. Updated Procedure -Division staff review applications for allocation of

STEP funds as part of statewide distribution of the Department's

training funding for workforce investment

Award recommendations to Director and Commissioner based on

committee evaluation and division staff allocation recommendations

Commissioner approves the final awards

Letters of Notice of Intent to Award and Notice of Denial issued

Respond to denial inquiries

Appeals - must be submitted within 10 calendar days of date of Notices of

Intent to Award and Denial - appeals are decided within 14 calendar days

of receipt

Issue press release

Notify Technical Unit for input to Management Information System (MIS)



*  Provide technical assistance to non-awardees to improve future
applications
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Alaska DepartmentofLabor and Workforce Davalopmant
Division of Businass Partnarships
STATE TRAINING AND EMPLOYMENT PROGRAM (STEP)

GRANT NEGOTIATIONS

Negotiation Areas
+ Project activities
+ Location of training
+ Training timelines and schedule
+ Target population
+ Number to be served
+ Performance measures, method of measurement, targets, products
*+  Budget
+ Fund sources
+ Cost categories (e.g. training versus support services)
+ Budget line items (e.g., personnel, travel, contractual, etc.)
+ Matching, in-kind contribution or leveraged funds
+ Reasonableness of costs (value) and specific cost items
+ Consistency with other grants
+ Reporting requirements (content, format and frequency)
+ Period of performance
+ Data collection and input decision (who inputs) and timeliness
& Advance payments



Title 23 LABOR AND WORKERS' COMPENSATION
Chn, ter 23.15. Eh PLOYMENT SERVICES

Sec. *23.15.62044. State tral ? ,and employment program.

There is created in the department a program to finance and award grants to employment
assistance and training entities. Employment assistance and training entities shall give
appropriate state agencies full access to accounting records concerning grants received to
assure compliance with program standards.

Sec. 23.15.625. Employment assistance and training program account.

The employment assistance and training program account is established in the general
fund. The commissioner of administration shall separately account for money collected
under AS 23.15.630 that the department deposits in the general fund. The annual
estimated balance in the account may be appropriated by the legislature to the department
to implement AS *23.15.620 4 23.15.660. The legislature may appropriate the lapsing
balance of the account to the unemployment compensation fund established in AS
23.20.130.

Sec. 23.15.630. Special employee unemployment credit and contributions for program.

(@) In the manner provided in AS 23.20, the department shall collect from each
employee an amount equal to one-tenth of one percent of the wages, as set out in AS
23.20.175 . on which the employee is required to make contributions under AS 23.20.290
(d). The department shall remit to the Department of Revenue, in accordance with AS
37.10.050, money collected under this subsection.

(b) Notwithstanding AS 23.20.290 (d). the department shall credit each employee
with an amount equal to the amount collected from the employee under (a) of this section
against unemployment contributions owed by the employee under AS 23.20.

(c) The department shall assess and collect, under AS 23.20.185 - 2.,.20.275, interest
and penalties for delinquent reports and payments due under this section. Interest and
penalties collected shall be handled in accordance with AS 23.20.130 (d).

Sec. 23.15.635. People to b . served.
Within the limits of its grant, an employment assistance and training entity receiving a
grant under AS 23.15.651 shall provide services set out in AS 23.15.640 (&) to state

residents who, immediatel' before beginning training or receiving benefits under a grant
tinanced by this program,

(1) are unemployed and

(A) are receiv ing unemploy ment insurance benefits: or



(B) have exhausted the right to unemployment insurance benefits within the past
three years;

(2) are employed, out liable to be displaced within the next six months because of
(A) reductions in overall employment within a business;
(B) elimination of the worker's currentjob; or

(C) a change in conditions of employment requiring that, to remain employed, the
employee must learn substantially different skills that the employee does not now

possess; or

(3) have worked in a position covered by AS 23.20 at any time during the last three
years, and are not currently eligible for unemployment insurance benefits because

(A) their employment has been seasonal, temporary, part-time, or marginal;
(B) their qualifying wages are insufficient because of limited job opportunity; or

(C) they are employed but, because they are underemployed, they are in need of
employment assistance and training to obtain full employment.

Sec. 23.15.640. Services for eligible people; repayment.

(a) Subject to the limits of its grant, an entity receiving a grant under AS 23.15.651
shall provide one or more program elements. The program elements include

(1) industry-specific training;

(2) on-the-job training;

(3) institutional or classroom job-linked training;
(4) support services, including allowances;

(5) relocation assistance: or

(6) provisions of necessary tools, work-related clothing, safety gear, or other
necessities to obtain or retain employment.

(b) A granting entity may award a grant that includes a program clement listed in
(a)(4), (axX5), or (a)(6) of this section only if all funds from other assistance or aid
programs or grants for that purpose are either not available to the granting entity or have
been exhausted.
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(c) The department shall require an individual who participated in a program that
was funded at least in part by a grant under AS 23.15.651 and that included as a program
element the provision of necessary tools, work-related clothing, safety gear, or other
necessities to obtain or retain employment under (aX6) of this section to reimburse the
department for the portion of the grant that was spent on an element listed in (aX6) of this
section. Repayment shall begin no later than six months after the individual completes or
leaves the state training and employment program and may not be less than $25 each
calendar month. The department shall separately account for receipts under this
subsection. The annual estimated receipts may be used by the legislature to make
appropriations to the department to the employment assistance and training program
account (AS 23.15.625 ) for grants under AS 23.15.651 . The department shall institute
collection procedures on outstanding promissory notes for amounts due under this
subsection. Collection procedures must include obtaining a judgment for default on a
promissory note. The department shall seek satisfaction of the judgment from an
individual's permanent fund dividend to the extent possible under AS 43.23.065 until the
judgment has been satisfied. The department shall implement this subsection by
regulation.

(d) In this section, a support service under (aX4) of this section means a service
provided to an individual participating in a training program described in (aXl) - (3) of
this section to enable the individual to participate in the training.

Sec. 23.15.645. Duties and powers of the department.
(a) The department shall award a grant to the board to
(1) administer a state training and employment program; and
(2) award grants to qualified entities.

(b) When a grant is awarded to the board, the department shall annually provide to
the board a priority list of targeted projects or services, based on unemployment statistics,
unemployment insurance claims, occupational and industrial projections, availability of
other training and employment programs, and other relevant data. The department shall
also provide annually to the board a priority list of criteria for eligibility to maximize
services to those people most in need of training under AS »23.15.620 «- 23.15.660. In
developing the priority list for targeted projects and services, the department shall solicit
comments from the Department of Education and Early Development, the Department of
Commerce. Community, and Economic Dc\elopment, the University of Alaska,
organized labor, and the board. The department shall give preference to projects and
services that train individuals in industries identified in the resident hire report required
under AS 36.10.130 as employing a disproportionate percentage of nonresident
individuals.

(c) The department may adopt regulations necessary’to implement this chapter.



(d) The board, by regulation, shall establish grant administration requirements,
including accounting procedures, that apply to qualified entities and their grantees.

(e) In making a grant under this section, the board shall require that the qualified
entity and grantees of the qualified entity limit the amount of the grant proceeds spent on
administration so that the total spent on administration from the proceeds of the
employment assistance and training program account, including amounts spent by the
board itself, does not exceed 20 percent of program expenses in the prior fiscal year.

Sec. 23.15.650. Work Incentive Program for Welfare Recipients. [Repealed, Sec. 7 ch
128 SLA 1990].

Repealed or Renumbered
Sec. 23.15.651. Duties of Alaska Workforce Investment Board; grants; eligible entities.

(a) In implementing this program under a grant received under AS 23.15.645, and
subject to the limit of its grant, the board shall award grants, in accordance with the
priority list established by the department under AS 23.15.645 (bl. to employment
assistance and training entities. A training entity is eligible for a grant under this section
if the entity meets program requirements and can demonstrate that

(1) its accounting systems include controls adequate to check the accuracy and
reliability of accounting data, promote operating efficiency, and assure compliance with
program requirements and generally accepted accounting principles; and

(2) its activities do not replace or compete in any way with a federally approved
apprenticeship program or any other existing training programs.

(b) The board may not award a grant if the grant would displace money available
through existing public or private training programs.

(c) [Repealed, Sec. 6 ch 49 SLA 2003].

(d) The board shall annually provide the department with financial and performance
reporting on the activities of the program and recommendations concerning continuation
of funding.

Sec. 23.15.660. Definitions.
In AS*23.15.620*. 23.15.660.

(1) ’board" means the Alaska Workforce Investment Board established in AS
23.15.550:

(2) [Repealed. Sec. 6 ch 49 SLA 2003/.
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(4) [Repealed, Sec. 46 ch 86 SLA 2002].



January 29,2008

Senator Johnny Ellis
Chairman
Senate Labor and Commerce

Dear Senator Ellis:

As you consider HB 226 in your committee, please be aware of the following
information in regard to the State Training and Employment Program (STEP).

The current version of the bill requires the department of labor to conduct a review of
the STEP program and report back to the legislature by June 30, 2008. Extending the life of the
program prior to that review and report should not be considered without a close look at what
has happened with the program in the last 10 months, since the review and report requirement
was added to the legislation.

The Request for Grant Applications (RGA) issued by the department of labor and dated
May 8,2007, contains what appear to be some serious problems. For instance, under the
Scope of Services it states:

The department is allocating STEP grant funds for the following services. Industry
Specific Training. Industry specific training is for industries that need trained workers by
industry... This includes union and non-union journeyman training and apprenticeships...

Though it appears that STEP funds may, in some cases, be used for apprenticeship
training, it »very clear that ajourneyman does not fit within that definition. Workers who are
qualified to be classified as journeymen are already well trained and working in some ofthe
highest paying jobs in Alaska. While they sometimes have to receive training to keep
certifications current, STEP funds should never be used for this type of training when we have
so many other Alaskan who do not earn anywhere near the average annual wage in Alaska
because they do not have the training necessary to get jobs that pay these types of wages.



Further the Due Diligence section of the RGA states:

Due Diligence Standards: In order to be considered for a grant award pursuant to this
request, all applicants must... 5. Not be in violation or have matters pending with the
Departments' Occupational Health and Safety, Workers Compensation, Wage and Hour, and
Unemployment Insurance Requirements...

While those who have been found to be in violation of the referenced statutes should
be disqualified from receiving grants, it is inappropriate and likely illegal to disqualify an
applicant who has a matter pending with the referenced departments. This seems to be an
attempt to debar an applicant from a STEP grant in such a way this is in direct conflict with the
debarment provisions of the Alaska Procurement Code.

In addition, the Ownership of Grant Applications section Is a direct violation of the
Public Records Act. A public entity like the Department of Labor and Workforce Development
cannot give out public money taken from a public trust fund and refuse to disclose the
applications and documents related to the review and grant process. While there might be
some limited section of a grant that an applicant could argue is proprietary, it istotally
inappropriate to give applicants the impression that the entirety of the application and
attachments can be deem proprietary and not accessible to the public.

Finally, the most recent RGA brought up two new issues that must be addressed. To
begin with, the RGA indicated that grants would be denied based on layout and typographical
issues, rather than merit. This resulted in a large number of grants being denied. The outcry
from those applicants who were denied required the department to reconsider those grants,
thus delaying the release of grants by several months. That in turn led to a reduced amount of
time for awardees to use the grant funds and complete their training. At least one entity
rejected the grant they were awarded due to these constraints. In addition, the RGA indicated
that the department reserved the rightto "renew" grants at their discretion, without a
competitive proposal process. This does not bode well for anyone, given the history of this

program.

Thank ydti for Your Consideration-
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Labor and Commerce Committee considered CS FOR HOUSE BILL NO. 228(L&C)

HB 228WORKERS].COMP. MEDICAL TREATMENT FEES

'‘An Act relating to fees for certain medical treatment and service under the Alaska Workers' Compensation

Act; and providing for an effective date.*
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State Capitol Bldg., Rm. S13
Juneau, AK 99801-1182
Phone (907)465-4976

Fax (907) 465-3883

Toll Free 866-465-4976

Alaska State Legislature

Representative Mike Kelly
House District 7

Sponsor. Statement

Fairbanks

1292 Sadler Way, Ste 323
Fairbanks, AK 99701
Phooe (907) 452-6084
Fax (907) 452-6096

Member
House Finance Committee
Legislative Budget & Audit

In 2005 the Alaska Legislature passed SB 130 which was a rework of the
Workers Compensation statutes. As part of this rework, medical payments were
frozen at the 2004 fee schedule so that a review could be done of the underlying
reasons for premium increases. This review was to be jointly done by a special
Workers Compensation Legislative Taskforce in concert with the Department of
Labor & Workforce Development Medical Review Committee. Two important
tasks of the committee were to look at program design problems and to study the
underlying reasons for medical cost increases experienced in the program.
Following this, the taskforce was to develop recommendations to moderate
program increases in the future. As part of the conditions of the medical rate
freeze, the Taskforce was to have completed their review by February of 2006
and the rate freeze would sunset in August of 2007 (to be replaced by a new fee

schedule).

The Taskforce did not complete its report by February of last year and we are
facing the sunset of the medical rate freeze in August of this year. There is not
yet a plan for the post rate freeze sunset period and that is why this legislation

was introduced.

Under HB 228, the medical rate freeze would be extended two years to allow

time for recommendations to be developed.
increase based on the CPI index.

Itimplements an annual rate
This extension of the freeze should allow time

for the insurance companies to compile and submit their analysis and
recommendations after reviewing care costs for injured workers so that the
Legislature can address the underlying reasons for premium increases.

25-LS0773\E
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ASHNHA Position on CSHB 228 - Worker Compensation Act Dealing with Feetto Providers

Prepared by: Rod Betit, Preeident/CEO // April 13,2007

Whfl.DQtt. ASHNHA RcprMMt?
The Alaska StateHospital andNursing Home Assodatianmembership includes 24 acute

care hospitals, 2 behavioral health facilities, 6 assisted living facilities (Alaska Pioneer Homes),
and 5 free-standing nursing 'adlities. Nine of our 24 acute care hospitals also provide nursing
home services. We believe ASHNHA's rich composition of private, federal, state, and tribal
health care facilities provides a balanced viewpoint on important health care policy matters.
ASHNHA's membership authorized the position expressed in this testimony.

ASHNHA STRONGLY SUPPORTS CSHB 228;

ASHNHA members' strong support for CSHB 228 stems from their unique dual role as both
providers and employers within their communities. Alaska's employers will experience a major
Increase in workers compensation premiums unless action is taken to modify and extend die
provider rate freeze implemented under SB 130 during the 2005 legislative session. Legislation
is needed because the Administration had indicated they cannot extend this freeze by

administrative regulation.

In 2005, ASHNHA agreed to compromise legislation that froze medical payments for two years
pending review of the underlying reasons for premium increases, including both medical costs
and general program design problems. This review was to be done jointly by a special Worker's
Compensation Legislative Taskforce working in concert with the Department of Labor &
Workforce Development's Medical Review Committee.

The rate freeze enacted by SB 130 is scheduled for sunset in 2007 yet the Legislative Taskforce
did not complete its work before its authority expired earlier this year, in part because the
medical cost analysis has not been provided by insurers. Allowing the rate freeze to sunset
without adopting well thought out permanent reform to take its place will lead to severe
financial losses by workers compensation insurers and ultimately significant increases in
employer premiums. This will impact small and medium employers most dramatically as most

large employers are self-insured.

Passage of CSHB228 will extend the sunset date for the rate freeze along with a modest fee
adjustment based on the medical CPI to give time for comprehensive reform recommendations
to be developed and presented to the Legislature.

ASHNHA members urge your support of CSHB 228 and passage from this Committee.

This Tettiirony laan Behalfof tin Following Alaska Health Care Facilities

Alaska Regional Hospital, Alaska Native Medical Center, Alaska Pioneer Home System, Bartlett
Regional Hospital, Bassett Army Community Hospital, Central Peninsula General Hospital, Cordr a
Community Medical Center, Denali Center Nursing Home, Fairbanks Memorial Hospital, Heritage
Place Nursing Home, Kanakanak General Hospital, Ketchikan General Hospital, Maniilaq Health
Center, Mary Conrad Center, Mat-Su Regional Hospital, M t Edgecumbe Hospital SEARHC, Norton
Sound Regional Hospital, Petersburg Medical Center, Providence Alaska Medical Center,
Providence Extended Care Center, Providence Kodiak Island Medical Center, Providence Seward
Medical A Care Center, Providence Valdez Medical Center, Sitka Community Hospital, South
Peninsula Hospital, St Ellas Specialty Hospital, USAF y * Medical Group* Elmendorf, Wrangell
Medical Center, Yukon Kuskokwim Delta Regional Hospital, Alaska Psychiatric Institute, North
Star Behavioral Health System, Wildflower Court Nursing Home.

Alaska State Hospital & Nursing Home Association: 426 Main St, Juneau, AK 99601: (907) 586-1790 1
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"VVaska State Medical Association
4107 \aurel Street Anchorage, Alaska 96808+ (907) 5620804+ (907) 561-2083(109)

April 24,2007

Honorable Kevin Meyer, Co-chair, Houee finance Committee
Honorable Mike Chcnautt, Co-chair, House Finance Committee
State Capitol, Room St5

Juneau, A K 99801-1182

RE: CSHB228 - Workers Compensation Fee Schedule

Dear Representative! Chcnault and Meyer.

The Alaaka State Medical Association (ASMA) represents physicians rtatewide and ia primarily ooocernod with
the health o fall Alaskans.

Attached iaa copy ofthc written taatinwny provided to the House Labor and Commerce Committee. ASMA
realizes that the critical dement atthiapoint in tima is to enact legislation that will define a new payment
schedule for medical ecrvicee because ofthecuneot schedule being eliminated onAugwt 1,2007. Aj such
ASM A supports the passage of CSHB228. Furthermore, ASM A commends Representative Kelly for

Introducing HB223 end seeing it through the process.

The requested data regarding the medics! payments under the woifceri compensation system is necemmy to
appropriately evaluate and work towards my warranted changes. Tbe cost, in general terms, istha resultof
multiplying the price (charge) for a sarvioe times the number o f tbe timas that sarvicea ia provided. Tlda data
ohvkusly is important to evaluate the price aspect hut is absolutely necessary when evaluating the utiHyatkw
element (i.e. the number oftimcs a service is prodded). It is critical that evaluations o f the utiHratkrt element
be done by those roost ftmiliir with what the appropriate standard of care is for that service. ASMA and its
members have nod will continue to volunteer to assist in such evaluation for the service* provided by

physicians.

ASMA only request* one clarification be made. That clarification is relative to CS HB228, page 2, line 2. The
adjustment basis is-defined as the “medical care component" o fthe CPI. The clarification iawhether that reftn
to tbe component identified on the U.S. Department ofLabor, Bureau of Labor statiatios website as the "U.S.
Medical Care, 1982-84-100-CUUROOOOSAM" or the "U.S. Medical Care Services, 1982-84-100-CUUR
OOOO0SAM2”. TtiaASMA's understanding that the “U.S. Medical Care” component contains prescription and
non-prescription drugs and prescription and non-prescription medical equipment which are not elements
affected by the change made in tbe payment schedule under CS HB228. ASM A views such clarification as
“editorial” and would support the Committee’s and Representative Kelly’s determination as to the most

appropriate index.

ASMA asks you to expeditiously address and pass CS HB228.

Sincerely,

By: Roland Gower, MD, President
For: The Alaska State Medical Association
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April 13,2007

The Honorable Representative Mke Kelly
State Capital Bulking
Juneau Alaska 99801

Re: HB228

Dear Representative Kelly,

Alaska Physldans & Surgeons recognizes that the Workers Compensation system In Alaska has been in
need of a comprehensive fix for several years, and in 2005agreed that a freeze In provider rates was the
best short term solution to alow for further study of the system's may problems. The rate freeze Is set to

expire this summer. Given the lack of progress in finding a tong term solution, my board of directors feels
that an additional extension of the rate freeze with a cost of living adjustment is a better short term
solution than letting the system suffer the potential effects of no fee schedule at all. Therefore we are in

support of HB228, as the only viable solution in the short run.

If the physician community's participation in formulating a permanent fix is to occur, the insurance
industry's 3 year lack of production of data, identifying the cost drivers In the Workers Compensation
system, must somehow be addressed in the next year.

Executive Director

Email: akvhvs'xbaiaska.net Websiie. WiWW.a p sa o ctcrs.arg
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with respect to the medical component ofthe program € committee made
recommendations to the Taskforce. Unfortunately, the taskforce was not able to

complete it’s work.

As well, our committee has not met for more than a year. It had been our inrent :0
examine the n. ierlying questions with the increases in the cost of medical care under
worker’s compensation. We had made important progress in engaging the Worker’s
Compensation Insurers in methodology to obtain information about the specifics of
where expenses have changed. The committee had discussed requesting of the taskforce
and the legislature funding to complete an analysis ofthe data provided by the Insurers.



| believe the legislation is a good fint step, but it does not resolve the underlying
guestions that the legislature and administration had posed during their work in 2004-5.
The legislation would certainly be strengthened i f language was added that required the
medical advieocy co jnittee to complete he woric end provide an analysis o fthe reasons
for the medical cost increases over the past several yean.

Thank you for the opportunity to provide inputon this important legislation. | hope it
receives favorable consideration in this year’s legislature. Without it, there may likely be

more problems with the program.

CPH-HP

cc. Mike Kelly
Ryan Smith, CEO-CPH-HP
Mr. Rod Betit, President, ASHNHA
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March 30.2007

The Honorable Mike Kelly
House of Representatives
Alaska State Legislature
State Capitol

Juneau. Alaska 99801-1182

Dear Representative Kelly:

The Alaska Municipal League Joint Insurance Association (AMLJIA) supports House Bill 228.

The AMLJIA is a not-for-profit self-insurance pool for approximately 152 cities, boroughs and school
districts organized under AS 21.76. Member local government entities self-insure for the first $500,000
of each workers’ compensation loss and purchase reinsurance to statutory limits.

By its design, the pool is considered an efficient risk-financing mechanism because there is no pressure
to generate shareholder profit. Rates are calculated to pover expected losses, loss development from
prior years, any incurred but not reported losses, the cost of reinsurance and administrative overhead

(claims handling, etc.).

As you are obviously aware, when the Alaska State Legislature passed the workers’ compensation
reform package in 2005, medical costs were frozen at 2004 rates until August of 2007. As August
approaches and the session has reached its half-way point, | have become increasingly concerned
about the thawing of the 2004 rate freeze. Although I'm not a legal scholar, it appears to me that this
important issue can only be resolved by a legislative action this session.

Shortly after the passage of SB130, the Medical Services Review Committee was resurrected to advise
the Alaska Workers’ Compensation Board and the Department of Labor in matters involving the
appropriateness, necessity, and cost of medical and related services under the Alaska Workers'
Compensation Act. |Iwas appointed to this committee along with eight others. Throughout 2005, the
committee met to formulate recommendations specifically surrounding this issue. The report was
provided to the legislative task force chaired by then Senator Seekins. |felt there were several good
recommendations in the report. The report is available from the Division of Workers' Compensation
and lencourage you to review it during the interim as we forge ahead to solve Alaska’s Workers’

Compensation problems.

While I lack sufficient Miowledge to recommend what adjustment is appropriate, it dees seem fair to me
to provide for some inflationary protection for the providers.

Thank you for addressing this critical issue. Please let me know if | can Oe of furtner help.

Kevin Smith
Executive Director

PHO 1t cCc f

ALASKA MUNICIPAL LEAGUE



April 24,2007

Representative Mike Kelly
State Capital Room 513
Juneau, Alaska 99801

Representative Kelley,

The Alaska State Chamber of commerce strongly supports HB 228,
temporarily capping medical costs for worker’s compensation. The Alaska
State Chamber of Commerce has been working towards lowering the costs
associated with worker’s compensation insurance for many years. The
current cap on medical costs enacted when workers compensation reforms
were adopted in 2005 was a stop-gap measure. The cap will sunset this fall.
The 2005 cap was put into effect as a temporary measure in lieu of
fundamental changes addressing the system's cost drivers. Until fundamental
changes occur, passage of HB 228 is paramount to controlling costs.

Medical costs are the largest cost driver in the Alaska workers compensation
system. Substantive reforms are needed to get at the quality of medical
utilization and other factors such as frequency, severity ofaccidents and costs
associated with particular accidents. When SB 130 passed in 2005, two
committees were appointed, the Workers Compensation Legislative
Taskforce and the Department of Labor and Workforce Development
Medical Review Committee. Two important tasks ofthe committees were to
look at program design problems and to study underlying reasons for medical
cost increases. The committees were to develop recommendations to ease rate
increases going forward. The committees were to have completed their work
by February o0 f2006 and the medical rate freeze would sunset in August of
2007, replaced with a newly recommend rate fee.

The Taskforce has not completed their work and submitted it to the
legislature for further review. The task force ended via a sunset provision in
the 2005 legislation. The task force did not submit a HB 228 would extend
the medical rate freeze until March 2009. It includes an annual rate increase
based on the Consumer Price Index. The extension will allow time for the
committee to complete its data gathering and analysis and develop their
recommendations. This will allow sufficient time for the Legislature to
address the underlying reasons for premium increases.

The medical review committee is in effect within the Dept of Labor. The
committee is still waiting for research and data compilation associated with
the worker’s compensation system. The committee is expected to meet
sometime later in the summer and work towards substantive
recommendations and reform after reviewing the data. Until the committee
meets and makes recommendations to the legislature, substantive changes to
the worker’s compensation system cannot occur. Therefore it is of great
importance to all businesses that costs associated with worker’s
compensation insurance be controlled through passage of HB 228.
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Alaska Timber Insurance Exchange

Workers' Compensation Medical Cost Concerns
March 2,2007

Introduction;

Employers in Alaska have experienced significant increases to their workers’
. . J
compensation premiums over the last several years. The Oregon\Workers

jon Premium Rale Ranl;lr[:]; released inJanuary 2007 by the stats of
Oreﬂpn Department of Consumer and Business Seryjp”jeports thatJfitottHMs
the highestworkers’ compensation premiumrates in the united States. This

reportwas based upon premium rates in effect during 2006.

Workers' compensation rates in Alaska decreased for 2007 but it iSangic_ipated
that this will D€ short lived since die costof providingmedical carefor injured

worker*tee sy cte*fo] Mgi fofo,ulartrtfliptty whenthe use of the currentworkers-
compensatfcn midld& 'f&S ISSHHUHI?discontinued inAugust 2007. «

This paper outlines the history of workers’ compensation medical fee schedules
in Alaska; itthen addresses why there should be concern about not having a
workers’ compensation medical fee schedule after August 2007 and then offers a

solution to this problem.

Background:

in 1988 the Alaska Legislature passed Senate Bill 322 (SB 322). SB 322
contained changes to the Alaska Workers’ Compensation Act that were designed
to reduce workers’ compensation costs for Alaskan employers: One provision of
SB 322 required that the Alaska Workers' Compensation Board (AWCB) adopt
usual, customary and reasonable workers' compensation medical fee schedules

at least once each year.

The AWCB, through regulation, specified that workers’ compensation medical
expenses were to be paid at the 90" percentile of the usual, customary and
reasonable fees. Each year a new medical fee schedule was created with
updated fees (usually higher) and any new medical procedure codes that might
have been created during the past year.

Senate Bill 130 (SB 130), which became law in August 2005, repealed and
replaced the existing medical fee language found in Alaska Statute 23.30.095(f).
AS 23.23.30.097(a)(1), the replacement statute, specified that ute ree schedule
to be used to determine amounts paid for medical fees and services would be the
fee schedule specified by the AW CB in its published bulletin dated De&'moer 1,

2004.



Section 75 0f SB 130 repeals the medical fee schedule replacement language,
AS 23.30.097(a)(1), in August 2007.

EE?fi{M¥t the amount pajd to medical providers for procedures listed in the
medcai fee schedule are “frozen* from August 2005 to August 2007.

The Reason For Concern;

In August 2007 when the medical fee schedule statute sunsets, there wi'i be no
cap on the amount that can be charged to workers’ compensation insumrs and
self-insured employers, including the Stats of Alaska, for the medical services

provided for workers’ compensation claimants.

Recent medical bills received by ATIE indicate that a significant increase in
medical care costs is expected if no cap exists on the amount paid for medical
services. The following table illustrates this:

Fm
Billed Schedule Increase
Procedure Amount Amount Amount %
Office Visit Moderate to High Severity 25 Minutes $ 306 $ 184 % 122 66%
Emergency Dept Visit Moderate Severity 345 212 133 63%
Laminotomy with decompression, 1 interspace lumbar 1,682 1.345 337 25%
Office Visit Moderate to High Severity 25 Minutes 278 184 94 51%

Another concern is that the expected increase in medical care costs due to not
having a workers' compensation medical fee schedule was not included in the

2007 workers' compensation loss cost (rate) filing with the Alaska Division of
Insurance. If the average medical costs that ATIE is required to pay increase by

20% inAugust 2007, the rates being charged for workers’ compensation
insurance by ATIE and other workers' compensation insurers should be
approximately L1% higher than they currently are to compensate for this

increase.

Possible Solution:

In an Informal Opinion regarding SB 130 dated July 18, 2005. ihe State of
Alaska, Department of Law stated in footnote 91, "Even if subsec. (a)(1) is
repealed, the general power of the board to regulate medical charges, contained
in AS 23.30.097(a), authorizes the board to adopt regulations setting fees lower

than those allowed by AS 23.30.097(a)(2) or (3)."



AS 2_330.(1)7%@ states, "AN fees and other charges for medical treatment or
service are subject to regulation by the board consistent with this section.”

The AWCB, with its statutory authority to enact regulations addressing foes for
medfcal treatment, shouldlexerdfe its power and enact regulations to replace the
expiring medical fee schedule as qufckly as possible/

For further information or questions regarding the above please contact either
Michael Hinchen or Pamla Scott at 907-225-9451.



April 25,2007
Division of Insurance
BILL PURPOSE

A. PROBLEM

1 2005 Workers’ Compensation Reform Bill

b. Freeze repealed effective August 1,2007

2. Effect- On August 1,2007 there will be no limitation on
medical fees which will likely result in medical costs escalating

B. SOLUTION

1. Some legislation to re-establish maximum allowable
reimbursements

2. Bill - Provides for a cap adjusted for inflation for provider fees

cost

A svstem  (ATTACHMENT L&)

1. Medical
2. Indemnity
B. PREMIUM
1 Loss Cost
a. Historical System Cost
b. Trending

2. Expense - Individual Carrier Component



1. 2004 Oregon Study (ATTACHMENT 3)
2. 2006 Oregon Study (ATTACHMENT 4)

B. ALASKA RATES (ATTACHMENTS)

IMPACT (ATTACHMENT 6)
A. WITHOUT CAP
1. NCCI estimate
2. No certainty or stability or .bility to predict
3. Costs continue to grow
B. WITH CAP
1 NCCI estimate

2. EMPHASIS - NOT mean no rate increase or decrease - just one
component of rate making



E Workers Compensation Losse

V* All Claims-NCCI| States

2005p

2005p: Preliminary based on data valued as of 12/31/05

1985, 1995: Based on data through 12/31/04, developed to ultimate
Based on the states where NCCI provides ratemakIng services
Exdudes the effects of deductible polides
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Workers Compensation Losse
IN Alaska

All Claims—Alaska

2005p

2005p: Preliminary based on data valued as of 12/31/05

1985, 1995:; Based on data through 12/31/04, developed to ultimate
Based on the states where NCCI provides ratemaking services
Exdudes the effects of deductible policies 65
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ANALYSIS OF THE CHANGES TO THE ALASKA PHYSICIAN FEE SCHEDULE
PROPOSED IN CSHB 228 (LAC), AS AMENDED, TO BE EFFECTIVE AUGUS8T 1,2007

NCCI estimates that tns changes to the physician tee schedule proposed In House BUI
(HB) 228, as amended, will result In an overall workers compensation system cost
Increase In Alaska of between +0.8% and +1.3% ($3.7 M to $6.0 M).

If there is no change to the current law, the existing physician fee schedule will sunset on
August 1,2007, with no replacement. NCCI estimates that the impact of the fee schedule
sunsetting, with no replacement schedule, would result in an overall workers compensation
system cost increase in Alaska of between +4.5% and +5.8%.

Background

The current workers compensation medical fee schedule in Alaska became effective December
1, 2004. This fee schedule was based on the 90" percentile of usual, customary and reasonable
fees for similar services as reported to Ingenix at the time the fee schedule was established.
Senate Bill 130, enacted in 2005, froze the medical fee schedule at the December 2004 levels

until August 1,2007.

Alaska HB 228, as amended, proposed to be effective August 1,2007, increases the maximum
allowable reimbursements (MARs) from the December 1,2004 physician fee schedule by the
change in the medical care component of the U.S. Consumer Price Index for all urban
consumers from 2004 to 2006. This proposed fee schedule would apply to services provided on
or after August 1, 2007 but before March 31, 2009.

Actuarial Anatoli

The methodology used to estimate the cost impacts due to the changes proposed in HB 228, as
amended, is as follows:

Charges for various medical procedures under the physician fee schedule were obtained from
medical transaction data. These charges were adjusted to reflect changes from past price levels
to the price levels projected to be in effect on August 1,2007. Trend factors used for the
projections were based on the U.S. and Western region professional components of the medical
consumer price index (MCPI), along with the U.S. and Anchorage MCPI (all medical
components) for the period 2004-2006, shown in the following table:

r."jas Si?
fon .nBjiaJSkt

I'm

: 1Component)/ Change. Component) > Change. «Gompor ems)?/Change. ~"Component

i 2003 261.16 2.9% 24517 3.3% 297.08 4.0% N/A N/A
2004 271.48 4.0% 255.52 4.2% 310.13 4.4% N/A N/A
2005 281.70 3.8% 264.65 3.6% 323.20 4.2% 344.20 N/A
2006 289.33 2.7% 27154 2.6% 336.20 4.0% 356.10 3.5%

Source: Economv.com: N/A = Not Available

Page 1of 2
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Based on the changes in the above indices, annual trend factors in the range of -*>2.5%to +4.5%
were applied to medical transaction data for physician services performed in 2003-2004 to
project the price levels that would be in effect on August 1,2007. The lesser of the projected
charge and the current maximum allowable fee was used to determine the current cost level for
each procedure. Similarly, the lesser of the projected charge and the proposed maximum
allowable fee was used to determine the proposed cost level for each procedure. The proposed
maximum allowable fees were determined by increasing the current maximum allowable fees by
the change in the U.S. MCPI from 2004 to 2006 of 8.4% (= 336.20 /310.13-1).

The estimated impact on physician costs was determined to be an increase of between +1.8%
and +2.9%. This was calculated as the ratio of the total projected costs of procedures under the
proposed fee schedule to the total projected costs of procedures under the current fee

schedule.

This impact was then multiplied by the estimated ratio of physician costs to medical costs in
Alaska (66.4%) to yield an increase on medical costs of between +1.2% and +1.9%. The impact
on medical costs was then multiplied by the projected ratio of medical costs to total benefit costs
in Alaska (70.2%) to yield an overall increase of between +0.8% and +1.3%.

The results are summarized in the table below:

+1.8% to+2.9%

%) Impact on Physician Costs
() Physician Costs as % of Medical Costs in Alaska 66.4%
(3) Impact on Medical Costs = (1) x (2) _ +1.2% to+1.9%
*) Medical Costs as % of Total System Costs InAlaska 70.2%
Impact on Overall Workers Compensation System Costs in Alaska,
(5) based on 8.4% Increase to current 12/1/2004 physician fes schedule  +0.8%to+1.3%
1 Qx @
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Measuring the Factors Driving Medical Severity:
Price, Utilization, Mix

Introduction

Itis dear that In recent ysars, workers compensation medical daims severities hove boon increasing st s feeler rotsthan
would bt axpodod based on medical Inflation alone (see Chert 1). Over the 1998/1997 to 2001/2002 period/ the medical
cars component of the Consumer Price Index increased by 21% with an Increase of 73% tor paid medfcal
severity on losMime daima dosed within 24 monlhs of date of Injury.” This paper seeks to identify and quantify factors

other than price Inflation that contribute to the significant Increase.’
Chart 1 Medico! Severity Hee Ineroessd Significantly Paster Then the too(Heal Coneumer Price hxdax

Accident Years 19982002 for NCCI Paid Medical Severity en tost-TIme Claims Closed Within 24 Months of Data of
Injury end Calender Years 19982002 for the Medleol CPI From the Bureau of Labor Statistfes

1Throughout the text, ail years rotor to calender years when referring to the ooneumer price Index and accident year* when
referring to medical severity. The calendar year period 1996/1997 Is the period from 1/1/1996 to 12/31/1997. The accidentyear

period 1996/1997 Includes data on ofelma tor Injuries (hat ooourred from 1/1/1998 to 12/31/1997.
f In this study, we have ehoeen to work with loet-tims claims ctoeed within 24 months or date of Injury. As Indtooted lafer and

highlighted in the appendix, while soma olhar mtasursa of madical severity show increasas over this period that are lower then tha

measure used here, they are still highsr than the rats of medical inflation.
’ This study Is based on data lloansad toN C| by Inaurars for purposes of this «tudy tor tha aeven scddantyean from 1996-2002.

This study covers kat-Ome claims. Countrywide, tosses from lost-time daims comprise 94% of total tosses since medtoaf-only

claims oover only 6% of losses.
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The key Wtinge Indude the foJowing4
+ There has been a shift to relatlvctzl‘?/ more severe li"uries. The share of doeedloeUlme claims at 24 monthewfth
diagnosis codes with high mediical severity tocreasod by 2 percentage potnla from 1996to 2002, while the therewith

tow severity dedined by 6 percentage points over the same pariod Among the top 10 feeding diagnoses, (here woe a
shift toward more higher-cost sprains of rotator cuffs end fewer lower oost sprains of the torr;%oeecraL

This shift to more serious Injuries led to a modes! Increase (about 10%) In medical severities fromaccident years

1996/1997 to 2001/2002

The key driver, accounting for approximately a 35% increase In medical severities over the years studied, is toe

markedly higher nurmber of treatments within each diagnosis and a different mix of treatments acrass service

categories. For example, there might be e shift fromdiagnostic radiology to complex diagnostic testing or fromcomplex

surgery to physical therapy.

+ A combination of price Increases for mediical services and additional changes Inthe treatment mix accounts for about e

25% Increase m medical severity over the time period. 1in this case, we capture treatment mix shifts within e service

pn‘ent (heremight

For example, within the broad servfoe catt d Iles and durable medffical equi
be e re?énve shift fromlower-priced drugs to hlghpﬁg(e)(?/ mgﬁﬁ me%] ics! equipment or a shift within *complex surgory

end anoathesie* from one type of complex surgery to ancther.

|dentifying and Quantifying Drivers of the Medical Severity Increase

Aa mentioned previously, the Increese in medfcal severity has besn signtfcant over the last several years. The ohalenge
Use in Identifying and quantifying toe factors that explain that overall Increase.
To eld inftills we define e simple "model' of delms costs as foflone:
Costn Price x Utitaation,
where utilization consists of both quantity and mix.* Wa examined the impacts of.
¢+ ‘Mix*— Differences in diagnosis mix
+  "Quantity*—Differences mthe overage number of treatments by servtas category wHhin Individual diagnoses
+  “Price— Differences In Iho average pries of treatments by service category within Individual diagnose*

Medfcal severity will change because of the following factors:

Changes In prices by ssrvtoe category—i.e., Inflation
Changes in the number of treatments within e service category—e.g., more physical therapy session*

Changes in the mix of service categories—e.g., a relative increase In"complex surgery"
Changes Inthe mix of diagnoses—e.g., fromlow oost lumbosacral sprain to higher cost rotator cuff injuries
Changes in the mix of treatments within service categories—e.g., from an established generic to a new brand name

DA WN R

drug
Inthe current high level analysis, soms of these factors ere comhed. For exempts, numbers 2 and 3 ere Jointly reported os
ehengee In Ihe number of treatments while numbers 1end 5ere both captured as e change InPrice. Future reSearchwM

focus on separating out these more detailed effects.

4 Inmost cases, our resultswiltbe rounded to too nearest 1 percentage pointor the nearest $100 to avoid suggesting greater
precision then Is appropriate statistically.

The price Inflation for this portion Isroughly comparable to the medfcal consumer price Index.

9 As sn Illustrationof the concept ofchanges In Tix, "consider the foflowing example:

Johnny goes to the store to buy some apples.

On Monday he buys:

e 3 Golden Oeflctoua el $0.50 each, and
4Macintosh at 10.25 each.

- Total ooei * (3x $0.50) * (4 X$0.25) -$2.30,

On Wednesday he buys:

e 4 Golden Delcloua at $0.50 each, and

e 3 Macintosh it $0.25 each

e Total cost» (4 x $0.50) ¢ (3 X $0.26) =%2.75.

Both toe total quantity and actual priceswere uncharged, but toe average price paid for "apple** Increased because the mix of

2

epeciflc purchases changed.
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Measuring Price Change for Medical Care in the CPI

Medical care is one of eight major groups in the Consumer Price Index (CPI). There are two
medical care groups, medical care commodities (MCC) and medical care services (MCS),
each containing several item categories (strata). This fact sheet focuses on the four
medical care categories— prescription drugs, professional services, hospital services and
health insurance— that generate the most questions and concerns.

MCS, the larger component of medical care in sample size and expenditure levels, is
organized into three expenditure categories (EC):

1 professional services;
1 hospital and related services; and

1 health insurance.

MCC, the other major component of medical care, includes:

1 prescription drugs and medical supplies; and
1 nonprescription drugs and medical supplies.

Table 1 gives the specific definitions for all published categories of the medical care group,
along with each category's relative importance (see below) and the number of quotes, or

sampled prices, in the current CPI sample.

Tabla 1. Definitions of published medical caro indexes, the number of unique price
observations (quotes), and relative importance as of December 200S.

Number Relative

Item Definition of importance
quotes (percent)
Medical care Medl_cal care commodltles and 7205 5.231 ]
medical care services.
. Prescription drugs, nonprescrliption
Medical car .
edica Ca € over-the-counter-drugs, and other 2,606 1.446
commodities . . .
medical equipment and supplies.

All drugs dispensed by prescription.

Prescription drugs  Mail order outlets are included. Prices
reported represent transaction prices

1,222 1.013

Kir vV % % /81K
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Change fbr Medical Cara

[between the pharmacy, patient, and
Ithird party payer, if applicable.

Nonprescription [Ail nonprescription medicines,
drugs and medical [vitamins, dressings, equipment, and
supplies (supplies.
|Nonprescription medicines taken by
Internal and swallowing, inhaling, and as
respiratory over- (suppositories and enemas (i.e.
the-counter drugs |aspirin, cough medicine, and
Ilvitamins).
|[Nonprescription medicines and

Nonprescription (dressings used externally,
(contraceptives, and supportive and

and supplies [adhesive strips, heating pads, athletic |
(supporters, and wheelchairs).

[Professional medical services, hospital|
Medical care services (services, nursing home services, and
|[health Insurance imputation.

| Physicians, dentists, eye care
Professional services (providers, and other medical
(professionals.

[Services by medical physicians in
private practice, including osteopaths, |
(which are billed by the physician.

s:ryvsi::celgns [Inciudes house, office, clinic, and
|[hospital visits. (Excludes
(ophthalmologists. See Eyeglasses and |
eye care.)

[Services performed by dentists, oral
|or maxillofacial surgeons,

Dental services (orthodontisj[s,_ periodontists, or other
mental specialists in group or
(individual practice. Treatment may be!|
(provided in the office or hospital.

Services provided by opticians,
(optometrists, and ophthalmologists.

Eyeglasses and Includes eye exams, dispensing of
eye care eyeglasses and contact lenses, office
visits, and surgical procedures in the

office or hospital.

Services performed by other
services oy ser |professionals such as psychologists,
medical cniropractors, physical therapists,
professionals podiatrists, social workers, and nurse

practitioners in or out of the office.

. Services provided to inpatients and
HOSP'“’" and related outpatients. Includes emergency
SErvices room visits, nursing home care and

adult day rare. Includes transaction

Index

1.3841

889

4,599

2,445

647

763

682

2,154

Paga20f8

428

.294

135

4.834

2.817

1.616

721

225

1.630



prices only.
Services provided to patients during

Hospital services V'S't?' to hospitals, ambulatpry 1,628 1.542
surgical centers, or other similar
settings.
Services for inpatients. Includes a
Inpatient* mixture of Itemized services, DRG- :
P ! N/A N/A

hospital services based services, per diems, packages,
or other bundled services.

Services provided to patients
classified as outpatients in hospitals,

Outpatient* . . s
P . free standing services facilities, N/A N/A
hospital services
ambulatory surgery, and urgent care
centers.

Charges for residential care at nursing

homes, nursing home units of
Nursing home and retirement homes, and convalescent
adult day care or rest homes. Also Indudes non- 526
services residential adult day care, a newer

tern with few price observations at

this time.

Indirect approach based on retained
Health Insurance earnings method. See health N/A .386
nsurance section. i

.089

N/A: Data not adequate for publication.
* Substratum index.

Although medical insurance premiums are an important part of consumers' medicai
spending, the direct pricing of health insurance policies is not included in the CPI. As
explained below, BLS reassigns most of this spending to the other medical categories (such
as Hospitals) that are paid for by Insurance. The extreme difficulty distinguishing changes
in insurance quality from changes in its price forces the CPI to use this indirect method.

General Information on CPI Medical Care

The CPI measures inflation at the retail level, and reflects the average price change over
time for a constant quality, constant quantity market basket of goods and services. In most
cases it approximates what households spend out-of-pocket on goods and services used for
day-to-day living. Therefore, medical care indexes are limited to items with an out-of-
pocket expenditure, although in the case of medical care the term out-of-pocket includes
any health insurance premium amounts chat 3re deducted from empioyee paychecks.

The Consumer Expenditure Survey '€£) cc.lects annual consumer speno.ng for eacn P
category; tnis provides the basis for the item category weights. 3LS replaces cnese weights
every two years with ones based on more recent Consumer Expenditure Surveys. To obtain
the category weights, BLS combines expenditures from the CE's for two years and updates
them for price change to the December before their first use in the CPIl. For example, the
expenditures reported on CE's for 2001 and 2002 updated to December 2003 became the
basic weights for use in the CPI from January 2004 through December 2005. Every month,
co compute that month's index, 8LS updates the base weights for price change from the



previous month. Every year, the BLS publishes relative Importances for the previous
December; these are base weights updated for price change and expressed as a
percentage of total weight. Weights for components with greater than average price
change will increase more than those with smaller than average price change. As a result,
the change in a component's relative importance from one December to the next reflects
its price change relative to that of all other categories as well as every two years, the

biennial weight replacement.

For the medical care categories the CE collects Information on household out-of-pocket
expenses. These may include data such as healthcare services received, who received it,
the amount of payment made, and insurance reimbursements received. Medical care
expenditures eligible for the CPI Include out-of-pocket expenses paid by the consumer.
These Include fees (not recouped through health insurance) that consumers paid directly to
retail outlets for medical goods and to doctors and other medical providers for medical
services, as well as health insurance premiums that consumers paid (including Medicare
Part B). To arrive at the consumer out-of-pocket medical expense, the CE nets out direct
insurance reimbursements to the consumer from the total amounts paid by tha consumer.

Since medical care only includes consumers' out-of-pocket expenditures (and excludes
employer provided health care), Its share in the CPI Is smaller than its share of gross
domestic product (GDP) and other national accounts measures.

Medical Care Outlet and Item Selection

Throughout the year, the Bureau conducts household Point-of-Purchase surveys (POPS) in
the CPI pricing areas. The POPS provides the sampling frame of outlets or retail businesses
for most CPI item categories including those in the medical care indexes. BLS selects the
outlet sample for each item category in each pricing area using probability proportional to
the reported expenditure. Approximately one quarter of the outlets "rotate" annually so
that over a four year period the entire outlet sample is reselected. This keeps the sample
up to date and replenishes outlets lost to refusals and going out-of-business. BLS sends its
field staff to the selected outlets to select a sample of items that the outlet sells in each
assigned category; thus, the item sample rotates over the four year period. The field staff
uses probability proportional to reported outlet sales for sampling goods and services
priced in the CPIl. During the initial visit to a business, the field staff verifies that the outlet
carries the item category to le priced, proceeds to select a small sample of items in the
category based on the outlet's estimated or actual revenue, and records all price-
determining features for the selected Items. Some medical care items, such as prescription
drugs or hospital services, require special sampling procedures to reduce the burden on the
outlets' respondents. Additionally, specific items, such as prescription drugs, are re-
sampled more frequently due to frequent innovation and new product introduction.

Prescription Drugs

"'he prescription dru?s .rdex s ccrr.orsed of drugs or.a .Tay ourcr.ase ;y priscr.cc:;'. ;C |
-acail, .nail order or INt€rNet pr.ar.—acy. rowevar, prescription drgs *.ac ora ZI.IT.ar'.v
consumed and paid for as part of ncspital visits are not included in cnis sample.

ltem Samp“ng:This index employs a streamlined sampling method. At each of the
pharmacies selected, the BLS field staff selects a specific item for each of the assigned
number of items to be priced. To do this, the field staff obtains a list of the last 20
prescriptions dispensed. This "last 20 list" serves as a proxy for aII the prescription drugs
dispensed at that pharmacy, and a price is obtained for each prescription on the list. The



price Indudes both patient and Insurance contributions to the pharmacy, and the sum of all
20 prices makes up total spending (by the consumer at this pharmacy). Thus, each price
represents an observed share of total spending, and the probability of any one prescription
being selected is proportional to its share in total spending. The more frequently a certain
drug shows up in the "last 20 list* and the more expensive it is, the more likely it is to be
selected for the index. This item selection procedure is done for every outlet when it is
initiated for pricing. In addition, in each outlet prescription drugs are re-sampled after two
years to capture current consumer purchase behaviors and bring new goods and services

Into the medical care index.
Special pricing procedures for prescription drugs:

Drugs losing patentprotection:\Nhen a brand-name drug in the sample loses its patent
protection, generic versions of the drug receive a one-time chance to replace the original,
brand-name drug even if the sample pharmacy continues to sell the brand name drug. Six
months after a drug in the sample loses patent protection. CPI field staff selects among all
drugs (including the original) that the Food and Drug Admii. Nation deems to be
therapeutically-equivalent. Delaying the reselectlon for six months allows emerging generic
drugs an opportunity to gain market share. The chance of drug selection is proportional to
the number of prescriptions sold for each version of the drug over the previous 3 months.
If a generic is selected, the CPI treats any price difference between the original drug and
its selected substitute as a price change, and reflects this change in the index in the month

when the procedure was performed.

When prescription drugs become available over-the-counter (OTC), the CPI continues to
price them in the prescription drug and medical supplies index until they rotate out under
normal rotation procedures. They are not transferred to the non-prescription drugs and
medical supplies index. The observations remain in the prescription drug sample, and any
price change is reflected in the prescription drug and medical supplies index. Similarly, if
any over-the-counter drugs were to change so they required prescriptions, they would
remain in the non-prescription drugs and medical supplies index until the next rotation and
any resulting price change would occur in that index.

Professional Services

The professional services index covers services that are performed and billed by private-
practice medical doctors, dentists, eye care providers, and other medical providers.
Physicians' and dental services have most of the weight for this category. Below is an
example of initiating physicians' services, but the methodology applies to all providers in

this EC.

ltem sampllng: At the initial visit CPI field staff establishes the practitioner's specialty,
disaggregates to an appropriate service, and describes the characteristics of the selected
visit and any reiated procedures on a CPl-specific checklist. Current Procedural

Terminology 'CPT) cedes are collected :0 nelp cascrice the .cam accurately. Jr.iess era
selected como.r.ation of services -hanges or the C?7 coce is modified, ere item cescripc.cr.s
remain fixed for pricing. The phyS|C|ans' SEIVICES index includes consumer out-of-pocket
payments, Medicare B payments, and insurance reimbursements. The total fee reported for
each priced service reflects the amount the physician expects to receive from the patient

and/or insurance carrier.

Hospital Services

httn'//tminv hla nnw/cm/omAoM



There Is a growing consensus that the most appropriate vay to measure hospital services
is by tracking treatment outcomes rather than medical inputs consumed. From this vantage
point, a day spent occupying a hospital room and the time in an operating room are noi
separate consumer services, but indlv’dual components of one hospital visit which may be
all or part of a medical treatment. The current CPlI method follows medical treatments, a
method that lies between the old medical-inputs method and the ideal medical-outcomes
method. Measuring the value of different treatment outcomes is the subject of research in
the Industry, but not yet a feasible methodology for the CPI medical care indexes.

Item sampling: Hospital services include inpatient and outpatient services. The pricing unit
is the hospital visit, defined by a date of admission, a date of discharge as documented on
a hospital bill, and the specific diagnosis or medical condition. At the Initial visit CPI field
staff works with the respondent to select a hospital bill based on revenues generated by
eligible payers (l.e. privately Insured and uninsured patients). Then, the field staff
describes the item in terms of the bundle of goods and services consumed during that visit,
or the physical (or mental) state required for the patient to be discharged finom the
hospital. Bills used for the CPI are sanitized of patient-identifying characteristics and do not
contravene the Health Insurance Portability and Accountability Act of 1996 (HIPPA)

confidentiality mandates.

The objective of sampling for the hospital stratum is to identify a specific eligible payer to
follow over time. The sampling is based on hospital revenue. The items are distinguished
by their reason(s) for admission to the hospital (l.e. heart attack, emergency visit,
scheduled surgery, chronic illness, diagnostics, etc.), and associated primary diagnosis
type. They are further broken down by the insurers' reimbursement arrangements in the
contract (l.e. itemized charges, diagnosis related group-ORG, case rate, per diem, etc.) and

the patients' expected payments (If any).

The goal of tne hospital services index is to follow the transaction prices of selected
services over time while keeping price-determining characteristics constant. The
transaction price is the reimbursement received by the provider from ail eligible sources; it
is the amount paid by the insurance carrier (if applicable) and/or patient's out-of-pocket
payments. With the exceptions of fee-for-service and fee schedule, each type of
reimbursement reflects a iump sum payment based on the diagnosis, the type of procedure
performed, or a flat fee per unit of service. Only quotes with payer-based transaction prices
_re eligible for inclusion in the priced sample of hospital services.

Health Insurance

The CPI does not publish a health insurance index, although BLS is testing its feasibility
with an experimental index. The weights in the CPI do not include employer-paid health
insurance premiums or tax-funded health care such as Medicare Part A and Medicaid.
Currently, the index employs an indirect method for measuring price changes for health
nsurance premiums. Under this indirect method, the Medical Care index will not be
affected by changes in policy characteristics, such as modifications :0 policy cer.efits and
utilization changes. The approach imp.'ictly assumes that the ,evel of service from
individual carriers .s strictly a function of benefits paid. vVhile ccher components may arfect
the index, such as more convenient claims handling or a 24-hour nurse line, their effects
are probably small. This indirect approach factors medical insurance premiums into two

parts:

1 Changes in the prices of medical care items covered by health insurance policies
+ Changes in the cost of administering policies, maintaining reserves and, 3S aoprooriate,

profits.

httn://www .bls.eov/cni/cni far.t4.hfm
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Most expenditure for health Insurance goes to the first item above, and reflects insurers'
payments for medical treatments. The CPI allocates this portion to the indexes that
account for medical care items (l.e. physicians' services). Thus, the weights for most of
MCS Indexes refect out-of-pocket expenditures plus allocated health insurance benefit
payments. (It is for this reason that provider's reimbursements from insurance companies

are valid prices for the CPI's MCS indexes.)

The price change that the CPI uses for the remaining weight, changes in the retained
earnings of health insurance carriers (the second item above), is the product of two

relatives of change:

1 The change in the retained earnings ratio, and
1 The change in the cost of medical items from elsewhere in CPlI medical care.

Retained earnings ratios are calculated based on data obtained from various Industry
sources. BLS acquires calendar year data on premium income, benefits payments, and
retained earnings from national non-profit health insurance carriers and from Bests
Insurance for commercial carriers. The relative of change is calculated by dividing the
previous year's ratio by the current year's ratio. The relative of change is then converted to
a monthly relative (by taking its twelfth root), and these changes are used monthly to
reflect retention margins. 1The second relative reflects price change for the eight medical
care items whose basic weight includes allocated health insurance premiums.

Challenges to priciny health insurance The current indirect method for measuring health
insurance premium changes does not mimic the way consumers pay for health care and it
forces the medical care indexes to measure changes in what medical care providers receive
from insurance companies rather than what consumers pay for the medical items out of
pocket. A direct measure that would have an index for health insurance premiums along
with out-of-pocket indexes for the various medical Items would be an ideal way to measure
medical care price change— provided that BLS could produce an accurate constant-quc...ty
index for health premiums. A 1984-85 test of the feasibility of directly pricing health
insurance policies showed that there were major barriers to obtaining data on changes in
quality variables such policy benefits and utilization (the number of claims per insured).
Consequently, BLS was unable to produce consistent constant-quality premiums for health
insurance policies for use as CPI prices. BLS plans further research to find more
appropriate ways to price this index and currently the CPI is again re-testing the direct

pricing of health insurance.

Further information may be obtained from the Office of Prices and L'ving Conditions,
Bureau of Labor Statistics, 2 Massachusetts Avenue, NE., Room 3615, Washington, DC,

20212, or by calling (202) 691-6985.

Material in this summary is in the public domain and, with appropriate credit, may be
-aprcduced //ithout permission. This information .s availab'e to sensory-impaired
ndividuals jpon request. Voice phone: '302) 591-5200; federal felay Service: 1 300-377-

3339

(X) A hypothetical example of the calculation of the change in retained earnings for
commercial carriers:
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Yur Income  Benefit Retention Retention-beneflt ratio
1 $100,000 $94,000 $6,000 .063830

2 s1o08,000 $100,000 8,000 .080000

Year 2 adjustment for change in retentions:

a. Year 2 ratio/ Year 2 ratio - .080000/ .063830 - 1.253329 relative of change, or
25.33 percent, which is the annual increase in the retention to benefits ratio.

b. Spreading this annual change equally over 12 months is done as follows: take the
12th root of the 12 month change of 1.253329, which equals 1.018995 or 1.9
percent per month.

Last Modified Date: March 1, 2007
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How Does the Producer Price Index Differ from the
Consumer Price Index?

It is often assumed that the direction and magnitude of price change in the Producer Price
Index (PPI) for finished goods anticipates a similar change in the Consumer Price Index
(CPI1) for all items. When this assumed relationship is contradicted by the actual
movements of the two series, as it often is, many data users ask why the PPl and CPI show

different price movements.

The answer is that conceptual and definitional differences between the PPl and CPI—
differences which are consistent with the uses of the two measures—contribute to the
differences in their price movements. A primary use of the PPI is to deflate revenue
streams in order to measure real growth in output. A primary use of the CPI is to adjust
income and expenditure streams for changes in the cost of living. The djfferent uses cause
definitional differences that can be categorized into two critical areas: (1) the composition
of the set of commodities and services they include and (£) the types of prices collected for

these items.
Compositional differences

The Producer Price Index for Finished Goods tracks the average change in prices over time
of domestically produced and consumed commodities. The index is comprised of prices for
both consumer goods and capital equipment, but excludes prices for services. Weights for
the finished goods PPI are currently based on the value of shipments of products as
reported by producers for the 1997 economic census.

The All Items CPl measures the average change in prices over time of goods and services
purchased for personal consumption by urban U.S. households, regardless of the item's
country of origin. This index is comprised solely of prices for consumer goods, thus it
excludes prices for capital equipment. In addition, CPI weights correspond to the Consumer

Expenditure Survey (currently for the years 2001-2002).

Differences in the type and timing of prices collected

Sales and excise taxes. The price collected for an item included in the PPI is the revenue
received by its producer. Sales and excise taxes are not included in the producer price
because they do not represent revenue to the producer. The price collected for an item
included in the CPI is the out-of-pocket expenditure by a consumer for the item. Sales and
excise taxes are included in the price because they are necessary expenditures by the

hffn'/Ainint/ hlo nniz/am /rtnicnmni utm
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consumer for the item. As a consequence, changes In the tax rates on cigarettes or
alcoholic beverages, for example, can cause the CPI to move relative to the PPI.

Distribution costs. The price (revenue) received by a producer for a particular product may
differ from the price paid by a consumer for that same product for important reasons
besides taxes. The product in question, such as food or apparel, may have followed a
distribution path from producer through wholesaler and retailer before its final sale to the
consumer. In this case, the price paid by the consumer for the product likely reflects
intermediate markups to cover the costs of shipping it from one party to another, as well
as the costs of doing business by both the wholesaler and retailer.

Timing of collection. Another possible source for discrepancies in price movements between
the PPl and CPI is the difference in the timing of data collection in the two programs. The
PPl uses primarily a mail survey, which is sent to respondents on a monthly basis. In
contrast, the CPI collects price quotes by telephone or personal visits by BLS
representatives. Because respondents sometimes do not return PPl survey forms on a
timely basis, indexes are routinely subject to revision 4 months after original publication to
reflect late reports and price corrections. Once revised, PPl indexes are considered final.
When PPI Indexes are first released, they are typically based on a substantial portion of the
total number of prices that will eventually be received from respondents; hence,
subsequent revisions are normally minor. The CPI, on the other hand, does not routinely

revise indexes.

The PPI targets the price of goods on a specific date, the Tuesday of the week containing
the 13th of the month. CPI prices are typically collected throughout the first 18 working
days of each month. If a particular event or pricing decision occurred late in the month, it
is possible that it would be reflected in the CPI prior to the PPI. .

i
Prices for some product and service categories in the CPI are collected every other month.
Because of this "bi-monthly" price collection, the CPI reflects the price movement for some
items over a 2-month period. In the PPI, all price quotations are collected monthly.

In addition, different methods may be employed for the introduction of new models of
priced goods. In the PPI, a new model is priced when the producer stops selling the
previous model. Most items in the CPI are priced at the outlet until they are no longer
available for sale, although for some items, such as new cars and trucks, the new model is
first priced when it out-sells the previous model. Therefore, in some cases, a new model
might be priced in the PPl well before it shows up in the CPIl. For example, in the PPl most
new passenger cars are introduced in October; for the CPIl, new models are introduced over
a longer period (4 to 0 months beginning in September), as dealers close out old inventory

and begin selling the newer models.
"Pass through" of price change from the PPI to the CPI

Some assume that a price change recorded in a particular component of the PPI will
eventually and directly be seen in the same or most similar component of the CPI. In
reality, it is difficult to project whether, and to what extent, an increase in the PPI will
"pass through" to the CPI. For example, an increase in the price paid to a producer for a
good may not be passed on by a retailer if conditions in the retail market preclude such an
action. Alternatively, the retailer may increase the selling price for the good in question,
but not by the full extent of the increase in the price paid to the producer.

For a more detailed discussion of price pass through relating to the PPl and CPI stage of



processing price system see http://www.bia.aov/onub/mlr/2002/11/artlfull.pdf.

Summary

The conceptual and definitional distinctions of the PPl and CPI are consistent with the uses
of these two major economic indicators. The PPI is used to deflate revenue to measure real
growth in output and the CPI is used to adjust income and expenditures for changes in the
cost of living. In brief, the CPI includes services, imports, and sales taxes, whereas the PPI
excludes them. Distribution costs are included in the CPI but not in the PPI. Finally, the PPI
includes capital equipment and the CPI does not.
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