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Foreword

The Employee Benefit Research Institute undertook a policy forum
titled "The Changing Health Care Market" in June of 1986, its fif-
teenth policy forum since EBRI was created in 1978 as a nonprofit,
nonpartisan research organization based in Washington, DC.

EBRI's policy [0rums differ from conferences in a number of re-
spects. Attendees (listed in Appendix B) consist of invited experts;

there is no paid attendance. Invitees are deliberately selected to rep-
resent a broad cross-section of expert opinion on the subject, and
include corporate executives, staff from the executive and congres-
sional branches of government, academics, members of the news me-
dia, and representatives of organizations representing older Americans,
labor unions, and other groups. The policy forums follow the format
of a day-long roundtable discussion, with papers distributed in ad-
vance and ample time devoted to discussion of the issues among
speakers and participants.

EBRI policy forums are undertaken to advance the general knowl-
edge of an area of public policy and to raise issues that others may
have overlooked. I am pleased that "The Changing Health Care Mar-
ket" was a particularly successful forum in that regard, thanks to the
excellent contributions of a group of renowned speakers. Our interest
in the important issue of health care augments the work undertaken

by the EBRI research staff and at previous policy forums on "Med-
icare Reform: The Private-Sector Impact" and "Reforming Health
Care Finance."

Finally, by reworking the papers and the proceedings into a concise
volume, EBRI hopes to share the knowledge gained at this policy
forum with a wider range of readers with an interest in health care.

DALLAS L. SALISBURY

President

Employee Benefit Research Institute

xiii



Preface

This book takes the papers and the proceedings of the EBRI 1986
policy forum on "The Changing Health Care Market" and integrates
them into a single volume on the subject, supplemented by additional
chapters contributed by EBRI staff.

The purpose of the book is twofold: to advance tile knowledge of
experts in the field, and to serve as a comprehensive introduction for
others seeking a better understanding of the myriad changes in health
care financing and delivery in the United States. The subject was
recommended by the EBRI Education Committee, as members grap-
pled with the difficulty of staying abreast of and absorbing all the
changes that are now subsumed in the general rubric of the "revo-
lution" under way in the health care market.

This book identifies those changes; relates them to the current needs,
prior efforts, and future plans of employers who have been redesign-
ing their health programs to better manage their costs; and raises
the broader public policy issue of concern to us all, namely the pro-
vision of quality health care to the broadest number of people at the
lowest possible cost.

Rising health care costs have played a particularly strong role in
encouraging payers to seek out ways of providing health benefits in
more cost-effective ways. The nation's employers, who provide the
bulk of health coverage to the population, have taken substantial
steps in that direction; and the federal government has also initiated
changes in its public programs, particularly in the Medicare hospital
insurance program. But it is difficult to know exactly how much these
independent efforts have contributed to lower health costs. What is
certain is that despite recent declines in the rate of increase in nom-
inal health care spending, health care costs are still rising much faster
than the overall Consumer Price Index. In real terms (i.e., adjusted
for inflation), national health care expenditures have continued ris-
ing. In 1985, national health care expenditures reached $425 billion--
10.7 percent of the Gross National Product. Therefore, inflation in
health care has not, by any means, been arrested; and as we remain
concerned about managing costs, it becomes all the more important
to assess what the implications of various cost-saving initiatives might
mean for the quality of health care.

We would like to acknowledge the assistance of Arthur Lifson, vice
president for health affairs with The Equitable Life Assurance Society

XV
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of the United States, who, from the early stages of planning the forum,
helped us to identify key issues and recommended possible speakers.

Harry Garber, vice chairman of The Equitable and chairman of the
EBRI Education Committee, also was extremely helpful to us in plan-

ning the forum. Robert D. Paul, vice chairman of the Martin E. Segal
Company and an EBRI trustee, served as a very able moderator of
the forum discussion. Stephanie Poe, EBRI education and commu-
nications associate, provided major assistance in the organization
and development of the policy forum, in editing the papers and tran-
scripts, and in guiding the book through production. Nancy Newman
of EBRI also provided invaluable assistance in facilitating the policy

forum and in preparing the manuscript for publication.

FRANK B. MCARDLE, Editor
Director of Education and Communications

Employee Benefit Research Institute

January 1987
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Introduction and Background: Private
Initiatives to Contain Health Care

Expenditures

Robert B. Friedland, Ph.D.

Editor's note: Over 60 percent of all health care expenditures in the
United States are privately paid, either by insurance or directly by in-
dividuals. Most people with private health insurance receive their cov-
erage through employer-sponsored plans.

As health care costs have climbed, the amount employers pay for health
insurance coverage lot workers and their families has been rising (1) in
dollars, (2) as a percent of wages and salaries, and (3) as a percent of
Gross National Product. In an effort to manage this rising liability,
employers have redesigned their employee health insurance plans in a
variety of innovative ways. These private initiatives have, in turn, stim-
ulated change in the way the nation finances and delivers health care.

Because the drive to control and manage health care expenditures is
a central force of change in the health care market, the fbIlowing material
is provided to set the stage for the subsequent presentations and discus-
sion.

Substantial improvements in our population's health have been
made over the past two decades. Life expectancy has increased and
infant mortality has been reduced. Some of the improvement in health
may be due in part to increased access to health care, particularly
by the poor, and because of technological advances in medicine. Part
of the cost for these improvements has been the increased price of
health care. To the extent health care expenditures continue to in-
crease faster than other costs, however, employers are worried that
their ability to compete with firms in other countries may be im-
paired. Health care expenditures have increased over 800 percent
since 1960, while the Consumer Price Index (CPI) increased 110.6

percent during the same period. In 1985, health care expenditures
reached $425 billion--10.7 percent of the Gross National Product
(GNP) or $1,721 per person.

The rapid growth of health care expenditures has spurred interest
in cost containment among all payers of health care--employers,
insurance carriers, and government. Employers became particularly

1
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alarmed during the 1982 recession, as revenues and profits declined

while the cost of health care continued to rise. In 1970 employer
payments for health insurance were 2.2 percent of wages and salaries;

by 1985 they had increased to 4.9 percent) In less than seven years,
employer payments for health insurance more than doubled, increas-
ing from $46 billion in 1978 to $105 billion in 1985. In real terms
(i.e., adjusted for inflation), employer expenditures increased 38.3
percent since 1978 (chart 1).

CHART 1

Employer Outlays for Health Insurance, Nominal and 1985 Dollars
$ billions
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Source: U.S. Department of Labor, Bureau of Economic Analysis, National Income Accounts

Health Care Expenditures

Reasons for the Growth in Expenditures

The rise in health care expenditures (chart 2) and the growth in
the relative importance of the health care sector in the economy (chart
3) have occurred because of a variety of interrelated factors.

Technological Advances--Although technological advances often have
been cited as causes of the increase in health care expenditures, it is
difficult to generalize about their net impact. While some technolo-
gies have raised the costs of treatment by requiring more labor, more
specialists, and more tests, they also have changed the fundamental

U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Current Busi-

ness (Washington, DC: U.S. Government Printing Office, July 1986), Table 6.13.
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CH ART 2

National Health Spending, Nominal and 1985Dollars
$ billions
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e CHART 3

National Health Expenditures As a Percent
percenl of Gross National Product, Selected Calendar Years
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nature of health care and the quality of life. Examples of these tech-
nological advances include computed tomographic (CT) and nuclear
magnetic resonance (NMR) scanners, which permit diagnostic testing
without surgery; renal dialysis; neonatal and intensive care units;
coronary bypass surgery; artificial hip joints; and organ transplants.

Some of these technologies require substantial capital costs to ex-

3



rand facilities or purchase equipment. Other technological advances,
lowever, have reduced both the labor intensity of medical care and

:he need for hospitalization. Examples of cost-reducing technological
tdvances include the development of antibiotics and vaccines and

:he computerization of laboratory testing and reporting.

Population Growth--Both the growth and the aging of the popu-
lation have contributed to the rise in health care expenditures. Ag-

gregate population growth may have accounted for 8 percent of health
:are expenditure increases from 1972 to 1982. 2 Between 1950 and
1984, the population age 65 and older increased 130 percent, rising
from 12 million people (8 percent of the population) to 28 million (12

percent of the population). Because the incidence of morbidity and
mortality is greater among the elderly, they tend to spend about three
and one-half times as much per capita on medical care as younger

population groups .3 Nine percent of the elderly account for 70 percent
of Medicare expenditures for the elderly's health care. 4

Inflation--Nearly 58 percent of the increase in health care expen-
ditures from 1972 to 1982 may have been due to general inflation)

General price increases affect the price of supplies and services pur-
chased by physicians and hospitals. In addition, health care labor
costs have increased dramatically over the past two decades, in part

"catching up" to salaries of comparably skilled workers in nonhealth

professions.
Market Inefficiency--Market inefficiencies result in unnecessary

procedures, which increase the cost of providing health care. The
health care market may fail to be efficient at allocating resources for
at least three reasons:

(1) Third-Party Reimbursement--The traditional method of financ-

ing health care is an important source of unnecessary health
care spending. Most health care is financed retrospectively by
third-party payers, based on provider cost or charges. Such
cost-based reimbursement encourages greater health care sup-

ply and use, as well as more expensive health care, and does
not encourage cost-effective allocation of health care resources.

2Comptroller General of the United States, U.S. General Accounting Office, Constrain-
ing National Health Care Expenditures, GAO/HRD-85-105 (Washington, DC: U.S. Gov-
ernment Printing Office, 30 September 1985), pp. 15-16.

3See Chapter XVI, "Financing Long-Term Care."
4Karen Davis, "Access to Health Care: A Matter of Fairness," Health Care: How to

Improve It and Pay For It, Alternatives for the 1980s, no. 17 (Washington, DC: Center
for National Policy, April 1985), p. 46.

s Comptroller General of the United States, pp. 15-16.
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Both patient and physician are insulated from the financial
consequences of their health care choices.

(2) Defensive Medicine--The American Medical Association (AMA)
estimates that defensive medicine and associated administra-

tive costs contribute $15.1 billion annually to the cost of health

care. 6 The AMA Socioeconomic Monitoring System study in-
dicated that 40 percent of the responding physicians prescribe
additional diagnostic tests and 27.2 percent provide additional
procedures in response to the growing risk of medical mal-
practice suits. The AMA found that other studies reported that
defensive medicine may raise the cost of treatment 25 to 50
percent.

(3) Uncertainty--Medicine is not a precise science. The uncertainty
inherent in both the provision and the receipt of medical care
may lead to performance of unnecessary tests and procedures.
In a litigious society with an apparent abundance of medical

resources, medical uncertainty provides the setting to do more
than would be done if medicine were a precise science. 7 (One
indication of the apparent abundance of medical resources is

hospital occupancy rates. In December 1985, according to the

American Hospital Association, the average occupancy rate year-
to-date was 63.6 percent.) In uncertain situations, physicians

are more likely to practice in a manner in which they feel
comfortable: that is, a manner in which local medical protocol
prevails and one that will yield the greatest financial returns.

Financing Health Care

In 1985 over 60 percent of all personal health care expenditures
were privately paid, either by insurance (30.6 percent) or directly by
individuals (28.4 percent) (chart 4). In 1985 Medicare financed 19

percent of health care expenditures and Medicaid financed nearly 11
percent. More than half of Medicaid spending (55 percent) was fed-
erally financed.

Employer plans are the largest source of insurance coverage. EBRI
tabulations of the Census Bureau's March 1986 Current Population
Survey indicate that 66 percent of all Americans under age 65 not

6American Medical Association Special Task Force on Professional Liability and In-
surance, Professional Liability in the '80s, Report I (Chicago: American Medical As-
sociation, October 1984),p. 16.

7See David M. Eddy, "Variations in Physician Practice: The Role of Uncertainty,"
Health Affairs 3 (Summer 1984)"74-88. This issue of Health Affairs was devoted to
variations in medical practice.



CHART 4

Personal Health Care Expenditures by Source of Payment, 1985
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Source: U.S. Department of Health and Human Services, Health Care Financing
Administration

working for the military' or in agriculture had employer-provided
coverage in 1985. Medicare, Medicaid, and the Civilian Health and
Medical Program of the Uniformed Services (CHAMPUS) together
covered 12 percent of the same population, while 4.6 percent were
covered just by privately purchased individual insurance. However,
17.4 percent of the nonmilitary., nonagricultural population under
age 65 had no coverage.

For nonmilitary, nonagricultural families whose primary earner is
under age 65 and steadily employed full time, the percentage of work-
ers and their dependents covered by employer-provided health in-
surance increases to 80.6 percent. "Steadily employed" is defined as
having worked 35 or more weeks a year and 35 or more hours in a
typical week.

Because hospitals are the largest source of health care spending
(chart 5), most cost-containment initiatives have focused on control-

ling expenditures for hospital care. In 1985, 45 percent of personal
health care expenditures and 52 percent of privately insured expen-
ditures were for hospital care. Hospitals rely on private insurance as
their most important single source of health care revenue (repre-
senting nearly 36 percent), followed by Medicare (29 percent). Ap-
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CHART 5

Personal Health Care Expenditures by Provider, 1985
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Source: U.S. Department of Health and Human Services, Health Care Financing
Adminislration

proximately 69 percent of Medicare spending is for hospital-provided
care.

Physician services represent the second-largest source of personal
health care spending, at 22 percent of total expenditures for personal
health care. In part because Medicare covers physician care less fully
than hospital care, physicians receive about 71 percent of their health-
related revenues from the private sector: 44 percent from private
health insurance and 26 percent from direct payments by individuals.
Medicare paid about 21 percent of physician revenues in 1985.

Initiatives to Contain Health Care Expenditures

Over the last few years, all third-party payers have responded to
the rise in health care expenditures. Medicare's change to financing
inpatient hospital services through a prospective reimbursement sys-
tem (known as the prospective payment system, or PPS) based on
diagnosis is perhaps the best known. Private employers also have
been aggressive in their response to increasing health care expendi-
tures. A survey of 1,115 firms found that 97 percent changed their
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health plans in response to rising health care expenditures/In fact,
62 percent of these employers had implemented five or more cost
containment provisions as of 1984. Two years earlier, only 14 percent
had done so. In 1985, 90 percent of plan participants in medium and
large establishments had a deductible and/or copayment provision
for hospital room and board coverage. 9

The changes most commonly initiated by employers include cost
sharing, preadmission testing, and coverage of ambulatory surgical
care, treatment in extended care facilities, and second opinions. In
1985, 46 percent of all health plan participants in medium and large
establishments had some provision to require or encourage pread-
mission testing, nearly 24 percent of plan participants had coverage
for a second opinion, and nearly 25 percent encouraged or required
outpatient surgery. (table 1). Other changes, although less common,
include coverage of home health and hospice care, case management
and utilization review programs, coverage of annual physical ex-
aminations, wellness programs, and coverage through preferred pro-
vider organizations (PPOs) or health maintenance organizations
(HMOs).

The processes by which these changes affect expenditures vary.
Copayments, deductibles, preadmission authorization, second opin-
ions, and case management reduce the frequency of health service

use among employees by increasing employees' costs or by helping
them use services more efficiently. Other changes reduce hospital use
in particular by encouraging employees to have tests or procedures
performed in ambulatory facilities or to receive care in alternative
settings, such as the home, hospices, or extended care facilities.

Employers also have made administrative changes to reduce ex-
penditures, such as coordinating benefits with other health plans and
auditing bills. Many have become self-funded in an effort to control
plan costs. Finally, some employers have invested in health, safety,
and employee assistance programs in an attempt to reduce health
care claims through improved employee health.

The effectiveness of individual cost-containment initiatives is dif-
ficult to assess. None have been introduced within the context of a

controlled experiment whereby one group of employees was affected

SThe Wyatt Company, 1984 Group Benefits Survey (Washington, DC: The Wyatt Com-
pany, 1984).

9Employee Benefit Research Institute, "Features of Employer Health Plans: Cost Con-
tainment, Plan Funding, and Coverage Continuation," EBRI Issue Brief60 (November
1986).
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by the change and another group was not. Many changes have oc-
curred simultaneously and most have occurred during the past few
years. Furthermore, claims data are generally not available to mea-
sure employee responses over time.

Consequently, since empirical evidence is not available, the follow-

ing discussion of the effectiveness of various initiatives to control
health care expenditures relies on the expected or perceived effec-
tiveness of the initiatives. Most of this is based on anecdotal or sub-

jective evidence and the perceptions of benefit consultants and
employers.

Cost Sharing

Cost sharing, which includes requiring employees to pay deducti-
bles and copayments and part of the plan costs, has become increas-
ingly common. A deductible is the amount of initial expense an insured
person must pay for covered services; a copayment is the proportion
of costs for covered services that participants are required to pay in

excess of any deductible amount. Department of Labor data show
that in 1985, 90 percent of all health plan participants in medium
and large establishments had a deductible and/or a copayment pro-
vision for hospital room and board and for physician services pro-
vided outside of a hospital. Full coverage for surgical expenses are
more common; in 1985, such coverage was provided to 28 percent of
all plan participants in medium and large establishments. The Labor
Department data also indicate that over 65 percent of all plan par-
ticipants in 1985 did not contribute to their own health insurance
premiums, and that nearly 46 percent of all participants did not need
to contribute toward the premium for dependents' coverage. 1°

There is evidence that the dollar amount of cost sharing has been
increasing. Labor Department data indicate that since 1982 the per-
centage of health plan participants in medium and large establish-
ments with a deductible of $100 has declined dramatically, while the
percentage of participants with a deductible of $150 or more has risen
even more dramatically. A Hay/Huggins survey of 900 employers found
that, in 1985, 44 percent had made hospital expenses subject to a

deductible; in 1984, 39 percent had made them subject to a copay-
ment. Forty-one percent of the respondents had made surgical ex-
penses subject to a deductible and an equal proportion had made
such expenses subject to a copayment. The survey also found that 45

I°EBR1 Issue Brief 60.
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percent of the firms had raised their plan deductibles, 25 percent had
raised the copayments, and 31 percent had raised the percentage of
the premium employees were required to pay. 1_

Most plans in medium and large establishments pay 100 percent
of the cost of covered services after a participant's out-of-pocket ex-
penses (deductibles and copayments) exceed a specified limit. In 1985,
77 percent of plan participants with major medical insurance cov-
erage had an annual out-of-pocket expense limit of $1,200 or less.
Only 4 percent of participants with major medical coverage and out-
of-pocket expense limits had a limit that exceeded $2,000.12

By removing first-dollar coverage, copayments or deductibles make
patients more sensitive to the prices of various medical options. This
increased price-consciousness may help to reduce unnecessary use of
medical services.

An extensive evaluation of reasonable and income-related cost shar-

ing conducted by the Rand Corporation indicates that individuals
use health services less when confronted with increased deductibles

and copayments33 A 25 percent copayment reduced expenditures by
20 percent compared to full coverage. In addition, the Rand research-
ers found that

• deductibles reduced expenditures for ambulatory care more than for
inpatient hospital care,

• cost sharing for ambulatory care but not for hospitalizations reduced
hospitalizations,

• cost sharing based on family income affected low- and high-income fam-
ilies equally, but children's hospitalizations in either income group were
not affected, and

• service use fell steadily as cost sharing increased.

The Rand study suggests that reasonable, income-related cost shar-
ing reduces utilization of routine care and may reduce the incidence
of hospitalization.

Cost sharing, however, does not affect the cost of hospitalization.
In addition, cost sharing may actually increase health care expen-

it Bobbi Butler, "Stemming the Rising Tide of Health Care Costs," Compensation and
Benefits Management (Autumn 1986): 359-368, Exhibit 1.

12EBRI Issue Brief60.

13See Joseph P. Newhouse et al., "Some Interim Results from a Controlled Trial of
Cos t Sharing in HeM th Insurance," New England Jounzal of Medicine 305 (17 Decem-
ber 1981): 1501-1507, and Charles E. Phelps, Health Care Costs: The Consequences
of Increased Cost Sharing (Santa Monica, CA: The Rand Corporation, November 1982).
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ditures in the long run if individuals delay seeking medical attention
beyond the early stages of illness when treatment may be less ex-
pensive. Research evidence, however, has not confirmed that cost-
sharing provisions create greater expenditures in the long run.

Incentives to A void lnpa tien t Utiliza tion

Preadmission Testing and Ambulatory Surgery--Many tests routinely
performed in hospitals can be performed on an outpatient basis prior
to admission. Providing coverage for or requiring preadmission test-
ing may save one or more days of hospital room and board charges.

An estimated 20 to 40 percent of the 18 million surgical procedures
performed in hospitals each year could be performed in outpatient
settings. 14 Savings depend on the relative cost of care in the outpa-
tient-surgery recuperation room versus hospital inpatient room and
board expenses.

Preadmission testing and ambulatory surgery are common cost-
containment initiatives and are perceived to be effective. The Wyatt

Company 1984 Group Benefits Survey found that 82 percent of 1,115
employers covered preadmission testing and 69 percent covered am-
bulatory surgery. In 1985 The Equitable Healthcare Survey IH, which
questioned 1,250 firms with 500 or more employees, found that 47
percent had introduced financial incentives in the past three years
for employees to have tests and minor surgery performed on an out-

patient basis.
One employer has reported reducing medical admissions by 2.3

days and surgical admissions by 3.8 days per patient in 1982 by
encouraging preadmission testing. Another reported saving $228 per
hospital admission. An insurance carrier found that ambulatory sur-
gery saved an average of $523 per patient in 1981. (It is important
that the physicians and the hospital know that the admitted patient
has already had certain tests done and that reimbursement will not

be made for valid tests that are repeated in the hospital.)
Second Surgical Opinions--Second surgical opinions provide pa-

tients with more information on recommended surgery, potentially
reducing unnecessary surgery. Studies indicate that between 9 and
12 percent of all surgeries might be avoided if employees seek second
opinions, is Among other things, mandatory second opinions may act
as a quality control screen and help reduce an individual's anxiety
about the need for surgery.

14Comptroller General of the United States, pp. 15-16.
lSIbid., pp. 128-130.
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Employer coverage of second opinions for surgery is common. The
Wyatt Company's 1984 Group Benefits Survey reported that 80 percent

of employers covered second surgical opinions; The Equitable Health-
care Survey III reported that 54 percent had introduced coverage in
the last three years.

The perceived effectiveness of second opinions in containing health

care expenditures, however, is not consistent. Voluntary second opin-
ions may be less successful than mandatory programs; programs that
control the cost of the second opinion may be more successful than
those that do not. Benefit consultants recommend that physicians
rendering second opinions be reimbursed on a fiat-fee basis.

One company has reported that 19 percent of second opinions were
nonconfirming; in 88 percent of these cases, the individual decided

not to have the surgery. This lowered the potential number of pro-
cedures by 16 percent for an estimated savings of $180,000 in 1983.

Care in Alternative Settings--Care in alternative settings, such as
the home or extended care or hospice facilities, can be substantially
less expensive than hospital-based care. Coverage for care in these

t settings may contain expenditures if preadmission and/or concurrent
utilization review is used to identify patients who can leave the hos-
pital earlier and ensure that the care provided outside the hospital
substitutes for hospitalization.

Home health care can reduce the period of hospitalization associ-
ated with recovery, reducing the cost of care and the risk of coming
into contact with other illnesses while hospitalized. Home health care
can provide occupational, physical, and speech therapy and various

levels of nursing care, ranging from skilled nursing to that provided
by nurse's aides. In some localities, home health patients requiring
kidney dialysis have access to portable dialysis machines for use in
their homes. (Under some circumstances, however, the home may not
be conducive to helping the patient recover.)

Hospice care, either at home or in a hospice facility, can substitute
for the hospitalization of terminally ill patients. Hospices counsel
terminally ill patients and their families and limit medical interven-
tion to administering pain-reducing medication.

Ethical issues surrounding hospice coverage, however, are contro-
versial. Hospice care may only be useful in cases where the terminal
prognosis is accepted. Furthermore, coverage is usually predicated
on certification by the physician that death is expected within a spec-
ified period of time.

In 1982 the Bureau of Labor Statistics found that 62 percent of
health plan participants in medium and large establishments had
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coverage either for home health care or extended care. 16In 1985, 67
percent of plan participants had extended care coverage and 56 per-
cent had home health care coverage. 17

Anecdotal evidence suggests that coverage of care outside of a hos-

pital can reduce health care expenses. One insurance company re-
ported that cervical spine sprains, which require extensive bed rest,
can incur over $9,000 in hospital costs for an eight-day stay, while
30 days of home care would cost $438. One company provides home
dialysis equipment at a cost of $14,000 per year, compared to as much

as $25,000 for in-hospital treatment. The State of Colorado reports
saving 551 hospital days on 1,820 admissions in its first year of cov-
ering home health care, saving an estimated $163,350. One Blue Cross
organization reports that terminal cancer patients in the last eight
weeks of life incur $1,290 for hospice care compared to $5,509 for
traditional inpatient care.

Utilization Review--Employer utilization review programs focus on
the medical procedures used by physicians to hold clown expenditures
and manage patient care. In the past, retrospective utilization review
(examining records after discharge from the hospital) dominated re-
view programs. Preadmission review and concurrent review, how-
ever, have become more common in recent years. These programs
may be handled in-house or by an outside company.

Advances in computerized claims processing and the desire to con-
tain health care expenditures have made preadmission and concur-
rent review more desirable than in the past. Preadmission authorization
requires physicians to call for authorization before admitting patients
for elective surgery. Concurrent review requires examination of a
patient's hospital chart to determine whether the physician substan-
tiated the need for continued hospitalization. Norms established for
specific problems are applied to a patient to determine whether the
length of stay is unnecessarily long.

Utilization reviews put pressure on health care providers to doc-
ument reasons for hospital stays that are longer than indicated by
standards established by the review program. Although this creates
more paperwork for the physician, it may induce physicians to mon-
itor their actions and may focus attention on variations in medical

o

_U.S. Department of Labor, Bureau of Labor Statistics, Employee Benefits in Medium
and Large Firms, 1982, Bulletin 2176 (Washington, DC: U.S. Government Printing
Office, 1983),Table 19.

17U.S.Department of Labor, Bureau of Labor Statistics, Employee Benefits in Medium
and Large Firms, 1985, Bulletin 2262 (Washington, DC: U.S. Government Printing
Office, 1986).Table 26.

14



practice that might be sources of unnecessary health care. Utilization
review may also provide assurances to the patient that appropriate
medical care is provided.

Utilization review programs are not yet common, since they are
relatively more expensive and complex to implement and administer.
The Wyatt Company's 1984 Group Benefits Survey found that 14 per-
cent of the respondents had a preadmission authorization program.
The Equitable Healthcare Survey III found that 28 percent of the em-
ployers responding in 1985 had introduced a preadmission authori-
zation program and 27 percent a utilization review program since
1983.

Among larger employers, however, utilization review programs may
be becoming more common. A 1985 survey of 633 of the largest U.S.
employers by the Health Research Institute found that 45 percent
had a concurrent utilization review program, up from 17 percent in
1983, with reported savings of nearly 7 percent of paid claims) s
Preadmission authorization programs were used by 37 percent of the
respondents, up from 16 percent in 1983; 30 percent used retrospec-
tive review programs, up from 19 percent. Respondents reported sav-
ing 8 percent of paid claims for preadmission authorization and 2
percent for retrospective review programs.

The same survey of large employers indicated that 19 percent of
the respondents had a case management program and 5 percent had
a case management program for disability rehabilitation. Annual sav-
ings for these programs were reported as nearly 6 percent and 0.5
percent of paid claims, respectively. Use of predischarge planning
increased from 1 percent in 1983 to 7 percent in 1985, while the use
of patient advocacy programs grew from 1 percent in 1983 to 4 percent
in 1985.19

Initiatives to Encourage Competition

Health Maintenance Organizations

The number of health maintenance organizations (HMOs) has in-

creased about 900 percent in 15 years, from 39 in 1971 to 550 as of
June 1986, with estimated enrollment of about 24 million people. 2°

18Alison Kittrell, "Health Cost Shifting's Popularity Wanes: Study," Business Insurance
(31 March 1986): 1,22-23.

_gIbid.

Z°InterStudy, Inc., HMO Summary (Excelsior, MN: InterStudy, Inc., June 1985),
Table 1.
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HMOs provide comprehensive medical care for a prepaid fee to pa-
tients who agree to use participating physicians and hospitals. With

prepayment, HMOs assume the financial risks associated with health
care. Primarily for this reason, and partially because of reports of
markedly lower hospital utilization by HMOs, many employers en-
courage workers to elect HMO coverage as a way to contain plan
costs.

Federally qualified HMOs receive congressional support through
grants and guaranteed loans. They also receive marketing assistance
through the HMO Act of 1973, which requires that employers with
at least 25 employees offer HMO enrollment as an option if requested
to do so by a federally qualified HMO in the geographic area. Em-

ployers have been required to contribute to the HMO at least the
same amount per employee as it pays for conventional health insur-

ance. The U.S. Department of Health and Human Services, however,
has issued a proposed regulation that would end the equal contri-
bution requirement for employers using federally qualified HMOs. 21

Individual practice associations (IPAs) have grown faster than other
types of HMOs. In IPAs, physicians accept patients under a prepay-
ment arrangement but are also free to accept fee-for-service reim-
bursement. InterStudy, Inc., estimates that there were 99 IPAs with
enrollment of nearly 1.9 million in June 1983. By June 1985, an es-
timated 181 IPAs were in existence, with enrollment of nearly 4.7
million.22

A 1984 study conducted by the Rand Corporation found that hos-

pital utilization among HMO members was 40 percent lower than
among people with full insurance coverage without cost sharing, us-
ing a fee-for-service physician of their choice. Compared to a group
of individuals with a 5 percent copayment requirement on services

provided by a fee-for-service physician of their choice, hospital uti-
lization among HMO members was 20 percent lower. A study of 12
HMOs by the General Accounting Office in 1982 found that hospital
utilization was 59 percent lower than that of the general population
and 38 percent lower than the national Blue Cross average. Both
studies concluded that the lower utilization was due to HMO controls

and procedures and not the age, sex, and health characteristics of the
populations enrolled.

Despite HMOs' growth and their lower rates of hospital utilization
compared to that of conventional fee-for-service providers, they may

2_Federal Register 52, no. 8, January 1987, pp. 1343-44.
2ZBNA Pension Reporter 13 (3 March 1986): 390, and unpublished InterStudy data.
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not reduce the overall rate of cost increases. Preliminary evidence
from the Rand study indicates that employers may get at least a one-
time substantial saving for each employee joining the HMO, but it is
less apparent that the subsequent rate of cost increase is different.

Whether or not HMOs contain health care costs depends in part
on how premiums are determined. HMOs usually use community
experience ratings to establish premiums, while rates for traditional
insurance for most medium and large employers are based on the
overall experience of the firm's health plan. The relative difference
in the two rates will depend on the firm's experience relative to that
of other HMO members in the community. Differences may vary by
employer and region.

The subsequent experience of the traditional insurance plan will
depend on which employees choose the plan over the HMO option.
If younger, healthier employees are attracted to the HMO, the average
cost of the traditional plan could rise. Conversely, if employees with
potentially costly medical needs are better served by and select the
HMO, the traditional plan's average cost might fall. HMO premiums,
however, still would reflect community-wide risk rather than the
disproportionate share of risk posed by these employees.

Preferred Provider Organizations

Preferred provider organizations (PPOs), also called preferred pro-
vider arrangements, are agreements between health care providers
and third-party payers to provide fee-for-service health care at a dis-
count. The term "PPO" covers a variety of arrangements that have
been established by providers, third-party payers, and employers.

In most cases, subscribers to a PPO are free to choose any physician
or hospital, but are given financial incentives to choose from among
preferred providers. These providers, in turn, obtain an increased pool
of patients and sometimes faster claims processing. Unlike an HMO,
however, they do not make prepayment arrangements with members
and, as a result, assume virtually none of the financial risk.

An emerging type of PPO is the exclusive provider organization
(EPO), established by self-insured employers. EPOs differ from PPOs
in that employees must use EPO providers to receive coverage; PPOs
merely offer a financial incentive to do so (by providing fuller cov-
erage, for example). PPOs are subject to state insurance regulation
unless established by self-funded employers. These employers con-
sequently can establish EPO arrangements, agreeing to reimburse
only for services of the exclusive providers.
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A few PPOs have emerged that require the health care provider to
assume some of the financial risk of providing care. Such an arrange-
ment could include negotiated per diems at local hospitals or a ne-
gotiated fee schedule based on specific procedures or a set of specific
diagnoses. This form of PPO is sometimes called a negotiated provider
agreement (NPA).

PPOs have grown rapidly in the last several years. The American

Hospital Association estimates that 33 were operating in 1982 and
115 in 1984, covering 1.3 million people. A survey by Medical-Eco-
nomic Digest indicated that 195 PPOs were operating in 1985. These
included 98 physician contracts averaging 1,792 physicians per PPO,
and 97 hospital contracts averaging 28 hospitals per PPO. The Wyatt
Company's 1984 Group Benefits Survey found 7 percent of the em-
ployers responding had PPOs; The Equitable Healthcare Survey III
found 9 percent of employer respondents had formed a PPO in the
last three years. 23

Most of the reported savings are based on the discounted price of
services provided through the PPO. Efficient PPO providers, however,
could reduce employer plan costs without a discount. To be effective,
only those physicians and hospitals whose medical practices carefully
use health care resources should be among the list of preferred pro-
viders.

If PPOs are based on efficiency, market competition will encourage
providers to establish controls similar to those of prepaid plans. This
kind of market pressure requires good information on providers' costs
and charges and the types of patients they see. These data, which are
only now becoming available, may assist in verifying the price dis-
count relative to the price other providers charge, or in determining
whether the volume of service is greater among providers that offer
discounts.

Administrative Changes

Administrative measures to contain health care expenditures, in-
cluding self-funding, coordinating benefits, and auditing bills, are
mechanisms to administer health plans more efficiently.

Bill audits of high-dollar claims, over $10,000 for example, are
becoming increasingly common. The Health Research Institute's (HRI)

23Editor's note: In its 1986 Blue Book Digest of PPOs, the National Association of
Employers on Health Care Alternatives (NAEHCA) provides information on 462 PPOs
in 43 states, the District of Columbia, and Puerto Rico, "an unprecedented increase

of 130 percent" since the 1985 edition, which listed approximately 200 PPOs in 34
states. See NAEHCA, Blue Book Digest of PPOs (Key Biscayne, FL: NAEHCA, 1986).
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1985 employer survey indicates that 68 percent of the responding
firms conducted audits in the preceding two years, compared with

65 percent in 1983. 24 One bill-auditing firm reports that 97 percent
of hospital bills it audited in 1984 and early 1985 contained errors
resulting in overcharges. The average unsupported or unrelated charge
was nearly 4 percent of the average audited bill. One insurance car-
rier's claims office saved 2 percent of audited claims.

Employers that self-fund benefits retain the risk of providing health
insurance coverage to workers. Although stop-loss insurance against
large expenses is purchased and employers hire insurance carriers to
process claims, the premiums are retained by the employer. The 1983
HRI survey of 1,500 of the largest U.S. employers, including all For-
tune-listed firms, found that 11 percent of respondents were self-funded
and administered their own claims; 25 percent were self-funded but
had another party administer the claims.

Employers choose to self-fund for a number of reasons; the relative
importance of those reasons has not been substantiated. Those that
self-fund retain premiums that would have gone to the insurance
carrier as reserves against future claims. Insurance companies' in-

terest earnings on such retained premiums during the late 1970s
probably were substantial. Insurers have responded, however, by
charging employers installment payments, thus reducing the amount
of employer premiums held in reserve.

Unlike purchased health insurance, self-funded health plans are
regulated by the Employee Retirement Income Security Act of 1974
(ERISA). As such, they avoid state regulation that requires health
insurance plans to cover specific services. Finally, employers avoid
paying state premium taxes levied on commercial insurers. In the
1983 HRI survey, firms that had begun self-funding reported saving
8 percent of paid claims.

Promoting Better Health

Public health officials estimate that one-half of the costs of illness

are from conditions that might be prevented by staying fit, eating
wisely, not smoking, and drinking alcohol in moderation. Employers

have begun to incorporate an array of initiatives designed to promote
better health. Early reports indicate that this investment reduces
absenteeism, lowers health care costs, improves morale, and im-
proves employer ability to recruit better workers.

Z4Health Research Institute, "Health Care Cost Containment Survey," Bobbin (Feb-
ruary 1984): 49-58. The 1985 survey was reported in Alison Kittrell, "Health Cost

Shifting's Popularity Wanes: Study."
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The Equitable Healthcare Survey III found in 1985 that 26 percent
of the firms questioned had initiated a wellness program within the
last three years; the Wyatt Company's 1984 Group Benefits Survey
found that 10 percent had initiated such a program. A 1985 Hewitt
Associates survey of 1,185 companies of varying sizes found that the
most common wellness programs were first aid training, including
cardiopulmonary resuscitation (CPR); exercise classes; stress man-

agement courses; and smoking-cessation programs.
The Prudential Insurance Company of America examined the ef-

fectiveness of a structured fitness program for white-collar workers.
Among employees in the program, days of absence decreased 20 per-
cent after one year and health care costs were reduced by 46 percent.
The fitness program saved employers $1.93 for every dollar spent.

Response by Public Payers

Medicare and Medicaid are among the federal government's largest
nondefense-spending programs. Estimated federal government
spending for Medicare and Medicaid in fiscal 1986 exceeded $93 bil-
lion. As a result of these programs, the federal government is the
single largest purchaser of personal health care services in the United
States. In 1985 the federal government paid 30 percent of the nation's
$371 billion bill for personal health care. Federal government spend-
ing for personal health care has risen at an average annual rate of
nearly 13 percent since 1980, somewhat more slowly than the average
annual growth rate in the 1970s of nearly 16 percent hut faster than
the growth rate of other nondefense federal spending.

The federal government's response to rising Medicare spending has
been complex. In 1982 Congress authorized a major revision of Med-
ieare's hospital reimbursement formula to allow prospectively de-
termined, fixed-price payment based on patient diagnosis. The
prospective payment system (PPS) replaces Medicare's former prac-
tice of retrospective, cost-based reimbursement. Medicare prospec-
tive payment is being phased in over a five-year period; fiscal 1988
will be the first year that Medicare payments for hospital care are
fully prospective.

In addition, Medicare has frozen physician fees and aggressively
encouraged physicians serving Medicare patients to accept assign-
ment (that is, to accept Medicare payment as payment in full). The
Health Care Financing Administration (HCFA), which oversees Med-
icare, is evaluating the feasibility of prospectively determining pay-
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ment for physician services, particularly for those performed in hos-
pital settings. (President Reagan's fiscal year 1988 budget proposal
recommends such payments to hospital-based radiologists, anesthe-
siologists, and pathologists.)

The federal response to rising Medicaid spending has differed. Rather
than focusing on the specifics of states' reimbursement formulas, the
federal government has sought to give states more flexibility in de-
signing Medicaid benefits to control spending. As a result, several
states have changed hospital payment methods and/or now limit cov-
ered hospital days. Many have applied to HCFA, Medicaid's federal
administrative agency, for waivers to alter their program structure
by limiting beneficiaries' choice of providers, establishing case man-
agement programs, or covering community-based care as an alter-
native to nursing home care.

Effectiveness of Cost Containment Initiatives

Health care expenditures have increased rapidly because of in-
creases in service use and price. Effective cost containment relies on
controlling both factors. An individual employer that is not a large-
enough buyer of health care to affect price might be able to coordinate
with other major purchasers in the community to encourage com-
petition among providers and reduce employer costs. (Alternatively,
price can be affected through government rate regulation. Rate reg-
ulation can benefit all payers, not just large buyers or those that have
initiated cost containment measures. An all-payer rate-setting mech-
anism also can be used to address other issues, such as uncompen-
sated care.) 25

Even without coordination, however, individual employers may be
able to reduce use of health services by plan participants. Conse-
quently, employer cost-containment initiatives commonly focus on
controlling use by removing, for example, first-dollar coverage for
hospital and medical care. As we have seen, research suggests that
modest cost sharing can have a pronounced effect on routine service
use, testing, and hospital admissions with no apparent short-run com-
promise of the quality of health care.

Plans can also be redesigned to encourage employee use of lower-
cost ambulatory care. Common changes include more complete cov-
erage for or required use of preadmission testing and fuller coverage
for specific surgical procedures done on an outpatient basis.

2SEditor's note: For more information on uncompensated care, see Chapter XIV.
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Hospital stays may be shortened by providing plan coverage for
home health and hospice care and by managing patient use of non-
hospital care effectively. Preadmission authorization and concurrent
utilization review also may be effective in shortening hospital stays
by encouraging same-day surgery, avoiding weekend admissions, and
monitoring emergency-room usage. Finally, mandatory second opin-
ions may assist employees in avoiding some admissions altogether.

Such changes might affect employers' health care costs and could
affect the capacity of the local health care system, especially if an
employer is large or if all employers in an area initiate similar con-
trols26 Otherwise the savings of one employer could become the ad-
ditional cost of another payer as revenue shortfalls are shifted to those
willing to pay.

Administrative changes such as self-funding, benefits coordination,
and bill auditing may save an employer money without shifting costs
or affecting the capacity of the health care market. However, while
these changes improve administrative efficiency, they do not contain
health care expenditures, nor do they change the cost of health care.

Finally, as we have seen, employers are turning to HMOs and PPOs
to lower their expenditures and promote competition. Competition
may work to lower service use among employees, and also lower
prices, as insurance carriers compete for groups of employees and as
self-funded plans try to lower expenditures. 27

Rate of Growth in Health Care Expenditures

Attention recently has focused on the decline in the growth of na-
tional health care expenditures since 1981. In 1982, health care ex-
penditures increased 12.8 percent over the previous year. In the most
recent year for which national data are aVailable (1985), health care
expenditures rose 8.9 percent over the previous year's spending. The
slowdown in nominal health care expenditures, however, does not
necessarily mean that the cost containment activities of third-party
payers have been successful. The primary reason for this decline in
the growth in health care expenditures is the decline in prices
throughout the economy since that time.

26Editor's note: See Chapter VII for a discussion of the role of employer coalitions.
z7 Richard G. Frank and W. P. Welch, "The Competitive Effects of HMOs: A Review of

the Evidence," Inquiry 22 (Summer 1985): 148-161. For a discussion of the impact
of PPOs, see Jon Gabel and Dan Ermann, "Preferred Provider Organizations," Health
Affairs 4 (Spring 1985): 24-39.
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The slowdown in the rate of growth of health expenditures (in
nominal terms) and the apparent timing of this change (since 1982)

has led many to believe that the new Medicare PPS, innovations of
private employers, changes in provider behavior, or some combina-
tion of the three are responsible for the slowdown. This assessment

is premature, since most of the slowdown is due to changes in inflation
and to trends in health care delivery that began prior to the imple-
mentation of cost containment provisions by most payers. These pro-

visions may eventually be responsible for reducing health care costs,
but so far there is little evidence indicating that this has occurred.

Adjusting for inflation, it is clear that there has not been any real
decline in the rate of growth in health care expenditures. Health care
costs continue to exceed general price increases. In 1985, the annual

percentage growth in employer contributions to health insurance was
5.2 percent. In real terms (adjusted for inflation) the growth rate was
4.3 percent, while the medical component of the CPI rose 6.2 percent
and the CPI for all goods and services rose 3.6 percent. Chart 6 shows

the annual percentage growth rate in national and employer health
spending adjusted for inflation. Expenditures have increased in each
of the years shown by more than the increase in the CPI. Since 1979
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the growth in real national health care expenditures has outpaced
the preceding year's growth rate for every year except 1984.

The rate of growth in employer contributions declined significantly
from 1976 until 1982, when the growth rate exceeded 10 percent.
Since 1982, the real increase in employer contributions to health
insurance has been declining. In 1984 the growth rate was 4.32 per-
cent; in 1985 it was 4.34 percent. Chart 7 shows that although em-
ployer contributions as a percent of GNP have leveled or declined
slightly since 1982, real outlays for health care continue to rise.

Many have assumed that Medicare, as the nation's largest single
payer of health care, has been responsible for halting the trend in
health care expenditures by moving to prospective reimbursement
for hospital services. From federal fiscal years 1983 to 1984, hospital
admissions declined approximately 3.3 percent. Since PPS was im-
plemented in October 1983, many assumed it was the cause of the
decline. However, an appreciable source of the decline in hospital
use was due to a drop in hospital admissions among people who are
not Medicare recipients. Among persons age 65 and older, hospital
admissions declined 2 percent and among persons under age 65, 4
percent.

Interestingly, while non-Medicare patients drove the trends in hos-
pital admissions, it was the Medicare population that drove the de-

CHART 7
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cline in average length of hospital stay. From 1983 to 1984 the average
length of stay in the hospital declined 5 percent. Among persons age
65 and older, length of stay declined 7 percent and for persons under
age 65, 4 percent.

The decline in hospital admissions and in average length of stay
has meant a decline in hospital days, a decrease in hospital occupancy
rates, and an increase in the cost of a hospital day. From 1983 to
1984, the decline in hospital days was 8 percent for persons age 65
and older and 7 percent for those under age 65.

These trends in hospitalization began prior to the implementation
of PPS. But even if the trends accelerated slightly after implemen-
tation, they might not have been directly due to changes in the Med-
icare program, since PPS payments were only partially in effect the
first year. During that year, if a hospital was reimbursed under PPS,
only 25 percent of its payments were based on PPS rates. Many hos-
pitals were not immediately affected, since each eligible hospital did
not become subject to the new system until its respective fiscal year.
Consequently, if a hospital's fiscal year began July 1, for example,
the PPS payments for 25 percent of the hospital's Medicare payments
did not begin until nine months after the October 1, 1983, imple-
mentation of PPS. Furthermore, specific services like psychiatric care
and renal dialysis were not reimbursed prospectively, and all hos-
pitals in Maryland, Massachusetts, New Jersey, and New York were
exempt from PPS. Thus, the extent of Medicare payments under PPS
during the first year of implementation was relatively low. While
over 28 percent: of hospital revenues traditionally are derived from
Medicare, Davis et al. estimate that, at most, 5 percent of all hospital
revenues were paid on a prospective basis. 2s

Davis et al. argue that there is no conclusive evidence suggesting
that Medicare's PPS is the underlying cause of declining hospital
length of stay for the elderly. They suggest that the decline may have
been initiated by the restrictions in Medicare reimbursement insti-
tuted under the Tax Equity and Fiscal Responsibility Act of 1982.
This law imposed a limit on the increase in reimbursement to each

hospital. On the other hand, the rhetoric heralding the coming of the
new program and the promise of reforms from the private sector may
have caused providers to reevaluate their medical protocols. Antici-
pation of financing reforms may be a very powerful influence.

_SData are from the American Hospital Association, as published in Karen Davis,
Gerard Anderson, Steven C. Renn, Diane Rowland, Carl J. Schramm, and Earl Stein-
berg, "Is Cost Containment Working?" Health Affairs 5 (Fall t985): 81-94, Exhibit 3.
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The decline in admissions among the nonelderly is also not well
understood. Davis et al. suggest that changes in employer-provided

health benefits might be a likely cause. They cite, in particular, uti-
lization review and the growth of care provided in settings other than
hospitals. They also suggest that there may be some reduction in
access to care for those without insurance coverage as payments are

restricted, particularly those by Medicaid.

Finally, in looking at hospital costs, revenues, employment, and
capacity, Davis et al. conclude that there is not "any convincing ev-
idence that hospital efficiency or productivity in providing a day of
hospital care is increasing at a rapid rate. ''29 Although admissions
fell 3 percent and inpatient days fell 8 percent, total personnel fell 1
percent. On a per-patient basis, personnel increased 7 percent, sug-
gesting that hospital staff have not declined as rapidly as patient
days. This may have contributed to the increase in cost per day, which
rose just as quickly from 1983 to 1984 as in the period 1975 to 1983.

In all likelihood, part of the increase in cost per day is due to the
decline in hospital admissions and average length of stay. A shorter
hospital stay would eliminate the relatively lower-cost days spent in
recovery, leaving the more intensive and expensive days of care. Di-
viding a shorter duration into more expensive days raises the average
cost per day. In addition, if hospital admissions consist of relatively
sicker patients, this too would tend to raise the average cost per day.
Nevertheless, hospitals were able to increase average operating mar-
gins, perhaps, in large part, because revenues from patients rose faster
than costs. 3°

Trends in hospital admissions and average length of stay may re-
flect shifts in where and how health care is delivered. Health services

may be shifting away from the hospital inpatient setting toward am-
bulatory settings such as hospital outpatient departments and phy-
sician offices; however, the biggest change in personal health care

expenditures may be in the growth of the share paid to nonphysician
health professionals. From 1984 to 1985, the share of personal health
care expenditures going to hospitals decreased from 46.2 percent to
44.9 percent. While physician services increased in share size from
22.1 percent to 22.3 percent, however, the services of health profes-

29Ibid., exhibits 1 and 2.

3°The operating margin is the ratio of net earnings to revenues. The margin increased
from 4.3 percent prior to 1983 to 5.7 percent for that year. Data are from American

Hospital Association, Trends, 1984, as reported in Davis et al., "Is Cost Containment
Working?"
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sionals other than physicians and dentists increased from 2.6 percent

to 3.4 percent of personal health care expenditures.

Implications for the Quality of Health Care

Whether health care services are effective in improving health de-

pends, in large part, on the quality of care. Quality, in turn, involves
the amount of care provided to patients and the technical merits and
appropriateness of that care, as well as the interpersonal skills of
providers in achieving a working relationship with their patients. 31

Given the uncertainty of what affects quality, it is not surprising
that little is known about how initiatives to contain health care costs

affect the quality of health care. It would appear that reductions in
health care expenditures pose a potential conflict with providers'
abilities to maintain quality and could ultimately lead to sacrifices

in quality. 32 In some instances, however, cost containment may en-
hance quality by reducing unnecessary procedures. The point at which
reduced revenues improve or diminish quality is likely to vary among
procedures and by individual circumstances.

Initiatives to contain costs may impair quality by impeding access
to care, distorting clinical judgment, or both. Clinical judgment may
be distorted by reimbursement rules or pressure to meet the challenge

of growing competition by minimizing expenditures. Providers may
wish to avoid patients with complicated diagnoses, as well as unin-
sured or inadequately insured patients, as providers lose their ability
to cross-subsidize inadequately financed or uncompensated care by

passing the charges on to other payers. 33
EBRI tabulations of the March 1986 Current Population Survey

indicate that nearly 35 million Americans (17 percent of the popu-

31Avedis Donabedian, Explorations in Quality Assessment and Monitoring, Vol. 1: The
Definition of Quality and Approaches to Its Assessment (Ann Arbor, MI: Health Ad-
ministration Press, 1980), pp. 4-6. For more information on defining quality, see
Robert H. Brook and Kathleen N. Lohr, "Efficacy, Effectiveness, Variations, and
Quality," Medical Care 23 (May 1985): 710-722, and Anthony L. Komaroff, "Quality
Assurance in 1984," Medical Care 23 (May 1985): 723-734.

32See Avedis Donabedian, "Some Thoughts on Cost Containment and the Quality of
Health Care," Administration in Mental Health 13 (Fall 1985): 5-14. Also Uwe Rein-
hardt, "Hard Choices in Health Care: A Matter of Ethics," Health Care: How to

Improve It and How to Pay For It, pp. 19-31.
33Robert J. Blendon, Linda H. Aiken, Howard E. Freeman, Bradford L. Kirkman_Liff,

and John W. Murphy, "Uncompensated Care by Hospitals or Public Insurance for
the Poor: Does It Make a Difference?" New England Journal of Medicine 314 (1 May
1986): 1160-1163.
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lation) did not have public or private health irisurance in 1985. This
is an increase of 4.5 million people from three years earlier.

The trade-off between quality and cost raises empirical and ethical

issues. Empirically assessing the cost-effectiveness of particulgr pro-
cedures is replete with methodological problems. If clinical exi0eri-
ments succeed in measuring quality, other concerns arise. For example,
can the current payers of health care finance all the quality care that
will be demanded by a growing population? If not, to what extent
should health care be rationed? These questions are of growing Con-
cern as employers attempt to reduce spending for health care.

Conclusion

Inflation in health care costs has led inflation in consumer prices
for more than a decade. Rapidly growing health care costs and the
growing cost of health insurance have become major public policy
issues to which all payers have responded. Employers, in particular,
have implemented a wide array of initiatives to contain health care
expenditures. The federal government has responded by adopting the
Medicare prospective payment system and by giving states more flex-
ibility in redesigning Medicaid benefits to contain health care costs.

In response to the initiatives by employers, insurance companies,
Medicare, and Medicaid, the health care market is changing. Provider
competition is increasing. Integration of health care services is oc-
curring as providers seek ways to expand their market shares and
insurance companies compete for employer-based groups. 34 Non-
profit hospitals are marketing new services and reorganizing to com-
pete with the growing numbers of for-profit hospitals. HMOs have
expanded and are also undergoing organizational change. Preferred
provider arrangements, unheard of three years ago, are now common.
Physicians are entering large, multispecialty practices or for-profit
specialty clinics in growing numbers. These marketing changes by
providers are probably in large part a response to changes initiated
by third-party payers.

It would be convenient to assume that cost-containment initiatives

were the reason for the decline in the growth of current-dollar health

care expenditures, and that health care costs are under control. Ad-
justment for inflation, however, indicates that most of the slowdown
in spending growth was due to declines in prices. Employer expen-

34Editor's note: See Chapter III for a discussion of integration of health care services.
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ditures for health care and health insurance continue to rise at more

than twice the rate of inflation. In 1985, the growth in employer health

care spending was nearly 5 percent more than that of the preceding
year in inflation-adjusted dollars.

Any evidence of the effectiveness of cost-containment initiatives
becomes questionable when the medical component of the CPI con-
tinues to outpace the overall CPI. In the 12 months ending May 1986,
the CPI for all goods and services rose 2 percent while the medical

component rose 8 percent. In the first five months of 1986, the overall
CPI declined at an average monthly rate of 0.28 percent while the
medical component increased at an average monthly rate of 0.44 per-
cent.

The response by employers to rising health care costs and the sub-
sequent decline in the rate of increase in health care expenditures
suggests a simplistic cause-and-effect relationship. Careful evaluation
of the effectiveness of cost containment initiatives and the trends in

hospital usage indicate that the assessment is more complex. More
time and additional analysis are needed to fully understand the con-
sequences of these initiatives, and to determine how health care ex-
penditures may be contained. 3s' 36

3STheauthor gratefully acknowledges the research assistance of Mona Seliger and
Joseph Piacentini, both of EBRI.

36Editor's note: Anearlier form of the material presented in this chapter was published
as EBRI Issue Brief55 (June 1986).
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PART ONE:

Changes in the Market

Dramatic changes in the financing of health care have affected the
way care is delivered. One significant change has been the growth in
the number of physicians and changes in their specialty and practice
patterns. Since 1950 the number of active physicians has grown faster
than the population, rising from 220,000 in 1950 to 502,000 in 1982,
according to the General Accounting Office. The ratio of physicians
to the population rose from 145 per 100,000 people in 1950 to 217
per 100,000 in 1982. Some observers estimate that by 1990 there will
be an excess supply of from 35,000 to 70,000 physicians. Some ob-
servers also predict there will be an oversupply of physicians in some
specialties, particularly in surgery and obstetrics/gynecology, and a
shortage in others, such as family practice and general psychiatry.

In addition, physicians are increasingly practicing in groups rather
than solo, and many, such as pathologists and radiologists, are be-
coming salaried employees of hospitals. More physicians also are
providing care on a prepaid basis and treating patients in ambulatory
or outpatient settings.

One of the more significant changes has been the emergence of for-
profit hospital care and multihospital systems. Between 1972 and
1983, the number of beds at investor-owned community hospitals
increased 65 percent. Nonprofit hospitals increased their beds by 16.4
percent during the same period, while the number of beds at state
and local hospitals rose 1 percent. As of April 1985, 20 percent of all
nonfederal hospitals were owned or operated by investor-owned firms.

In the following three chapters, the causes and effects of these and
other changes are closely examined.

In the first presentation, Philip Caper explains how the goal of U.S.
health policy has undergone a fundamental shift--from one of pro-
viding access to quality care without regard to cost, to one of cost
containment without sacrificing quality or access to care. Caper shows,
drawing from a number of epidemiologic studies, how physicians'
behavior can be adapted to cost-containment incentives through the
availability of accurate, clinically relevant information on physician
practice patterns.

Next, Mark Pauly analyzes the growing role of for-profit providers
in the nation's health care market and what the implications may
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be. Pauly identifies the factors that gave rise to this change, examines
the significance of for-profit delivery to the health care system, and
forecasts the roles of proprietary health care providers in the future.

John Moxley and Penelope Roeder discuss health care integration,
a phenomenon that is causing the lines that distinguish payers from
providers to become increasingly blurred. They also trace the evo-
lution of the U.S. health care system to one in which care is regarded
as an economic, rather than a purely social, good and examine what

the implications of change might be for the quality of health care.
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I. The Physician's Role

Philip Caper, M.D.

I would like to divide my presentation into two distinct parts. First,

I am going to sketch out how we got where we are, and then I will
describe what some physicians in some places are doing to change
their own behavior, because that is the name of the game these days.
It is my thesis that the problems of cost, quality, and access to health
care will be solved, one way or another. They will be solved better if
we can get the physicians to cooperate than if they do not.

Recent U.S. Health Care Policy

Our public policy in health care has been twofold during the period
from about 1930 to 1970. When I say "public policy in health care,"

I mean the joint product of public and private efforts. We do not make
public policy solely in the public sector in this country, as you know.
For many years, I tried to understand public policy by looking at
what the federal or state governments did, and that provides an in-

complete picture. _[t is hard to make sense out of what is going on.
In fact, our national health policy goals for most of this century

have been directed toward improving access to care and improving
the quality of care, and we have moved a long way in the direction
of achieving those goals--although we are not all the way there yet
and may never be. Nevertheless, those have been our goals as reflected
in both the public and private sectors.

For example, our financing system of third-party payments sent
very clear messages to everybody during the evolution of the Blue
Cross and Blue Shield plans and through the later entry of commer-
cial insurance companies into this field. A pool of dollars was created,
which paid for medical care regardless of cost. Its central feature was
cost-based, retrospective reimbursement of usual and customary
professional fees.

During the period of the 1930s, 1940s, and 1950s we worked on
expanding the pool of dollars in the private sector, largely through
employment-related benefits. Unionization helped to accelerate that
movement, particularly after World War II as health insurance be-
came a very important employee benefit.

Finally, in the 1960s, since our system to that point was primarily
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employment-related, we passed legislation that filled in the gaps;
that is, we took care of the elderly and the unemployed in the form
of Medicare and Medicaid. This large pool of dollars essentially was
directed toward covering the cost of medical care, particularly of
hospital care, no matter what that cost was.

We did this job reasonably well. We also did a couple of other
things. We worked very hard on expanding the capacity of the health
care system to deliver services. We did that through a combination
of activities such as the Hill-Burton program, which succeeded in its

goal of expanding the number of hospital beds, particularly in rural
areas; through state and federal subsidies to increase the pool of
health professionals; and through largely federal funding of innova-
tion in biomedical research, via the National Institutes of Health,

now a $6-billion-a-year program.
So, we were expanding the pool of dollars, the number of hospital

beds, the number of health care personnel, and the ability to innovate.
Even that innovation tended to be without regard to cost. It also
tended to be focused on the hospital. And in 1965, with the enactment
of Medicare, we dumped all our federal dollars on top of the already-
large pool of private dollars available for this.

Federal payment incentives for Medicare were patterned after the
private insurance system; that is, they were designed to pay claims
without regard to cost. What happened should not be a surprise to
anyone, as the accompanying graph on spending demonstrates

: (chart 1.1).
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Cost Containment As a Public Health Policy Objective

In about 1970, we began to hear some early alarms about rising
costs, particularly in the Medicare program, and in 1972 legislation
was passed to try to restrain these increases. In 1974 and 1975, ad-
ditional legislation was passed at the federal level and the states, too,

became more active in trying to restrain costs. These were largely
regulatory programs, overlaying a very strong set of incentives that
worked in the opposite direction.

Any time you lay a regulatory program over a strong set of coun-
terincentives, people will figure out ways to "game the system" and
beat the regulations. We are very good at that. We like to do it. Radar

detectors sell very well, and so do computer programs to help hos-
pitals maximize their revenues?

By 1980, state legislatures and the business community had entered

the picture, and concern with cost was explicitly added to access and
quality as an important public policy goal.

It is my thesis that virtually all of the rapid change we are seeing
now in the health care system is due to the addition of cost contain-
ment as the third, public policy goal. The thing that makes it inter-
esting is that we all want to preserve quality and access while
restraining cost.

There have been a number of consequences of the addition of that
third policy element. First, there has been a major power shift from
providers--that is, physicians and hospitals--to the payers--the
business community and the government, and to some extent the
intermediaries--insurance carriers. This represents a major change
in the politics and the power structure of the health care system as
a result of attempts by payers to gain more control over costs. Second,
there has been increasing patient vigilance, a willingness of patients
to question their doctors, to ask for second surgical opinions, to ques-

tion the necessity of hospitalization, and so on. Finally, there has
been increasing demand for accountability by physicians and hos-
pitals at all levels. That message has been heard by the health care
provider community.

Availability of Practice Pattern Data

One thing that has been lacking in this picture up until now is good
information about how the health care system performs. When the

1Editor's note: Computer programs are available that enable hospitals to access med-
ical records and select DRGs to maximize reimbursement.
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business community began looking seriously at how health care dol-
lars were being used, they found a real paucity of good utilization
data.

Data had been collected that enabled claims to be paid rapidly and
relatively efficiently. That was the objective of the information system
that developed during most of this century. We have now imposed
an additional requirement so that we can begin to evaluate access
and quality through our information systems. It has only been in the
last four or five years that we have devoted much attention to de-
veloping information systems that can accomplish that goal. I believe
the work that has been under way at Dartmouth Medical School and
elsewhere in New England in recent years is going to form the basis
for a very powerful information system with respect to the use of
health services.

For example, this graph (chart 1.2) is adapted from a Scientific
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American article by John Wennberg and Alan Gittelsohn 2 showing
the rates of surgical procedures in a variety of New England com-

munities. Each of the dots represents the per capita rate of hospital
admission for a single surgical procedure--tonsillectomy, hysterec-
tomy, and herniorrhaphy. The measurements are population-based:
the researchers examined the health care experience of a defined
population and did not count referrals into the area. On the other
hand, if a resident in one of these areas went somewhere else for

hospitalization, that event was counted against the patient's place of
residence. The rate can be thought of as a probability that a person
will have one of these surgical procedures performed as a function
of living in one of these communities.

The chart shows that for an operation such as inguinal hernia repair
the probability does not vary much depending upon where people
live. It varies from a low of 20 to a high of 35 admissions per 10,000
people per year. Tonsillectomy, on the other hand, varies a great deal,
from a low in one Vermont community of about l0 per 10,000 people
to a high in a Maine community of about 70 per 10,000.

The difference in these two procedures is that there is tight con-
sensus within the medical profession about the diagnostic and ther-
apeutic indications for surgery for inguinal hernia. Tonsillectomy is
at the other end of that spectrum. There is much disagreement among
physicians about when to remove tonsils, ranging from strict indi-
cations to prophylactic removal for every 6-year-old child. That gives
physicians a great deal of discretion.

One of the reasons for such poor consensus is that the availability
of outcome data for tonsillectomies, or for hysterectomies, is not good,
whereas for herniorrhaphies everyone agrees that once the hernia is
diagnosed, the treatment is surgical. There is little discretion left to

the physician once that diagnosis is made. By contrast, there are a

variety of ways to deal with these other conditions. Hysterectomy
rates range from a low in New England of 30 per 10,000 people in
one Vermont community to a high in one Maine community of 90
per 10,000 residents.

In a study published in 1984 in the New England Journal of Medicine 3
we found that 90 percent of hospital admissions in Maine from 1980

2John Wennberg and Alan Gittelsohn, "Variations in Medical Care among Small Areas,"
Scientific American (April 1982): 120-134.

3john Wennberg, Klim McPherson, and Philip Caper, "Will Payment Based on Diag-
nosis-Related Groups Control Hospital Costs?" New England Journal of Medicine 311
(2 August 1984): 295-300.
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to 1982 belonged to DRG categories with more variability than that
for hysterectomy; that is, they showed a variation of more than three-
fold in the way physicians actually used hospitals among service areas
in Maine. This finding has been duplicated elsewhere in New England
and in the mid and far West.

Thus, we have identified patterns of medical practice in these New
England communities. Another interesting characteristic of these pat-
terns is that they are unique to individual hospital service areas, as
another graph adapted from the Scientific American article reveals
(chart 1.3). These data are for four of the most populous areas in
Maine. In Area 3, for example, the hemorrhoidectomy rate is about
three times the state average. In Area 4 it is only a little more than
half the state average. Each area has a unique pattern of practice, a

CHART 1.3
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"surgical signature," which can identify the area if you know the
data.

Not only are these individual service areas unique, but they tend
to be stable over time. In Area 1, the rate of admission for prostat-
ectomy is almost 50 percent above the state average, year after year.
The rate of admission for hemorrhoidectomy is only half the state
average, year after year. Only two things seem to change this pattern
of practice. One is when physicians move into or out of a community.
The second is when information is sent back to physicians about their
rate of surgery compared to that of their colleagues.

Now, remember that practicing physicians do not conduct these
epidemiologic studies. They do not make systematic patient-origin
studies and therefore have no way of knowing the denominator needed
to calculate rates such as these (the number of procedures per 10,000

population). The average practicing physician sees patients as they
walk in the door, and is not able to compute or even infer how his

or her rate compares to those of colleagues. Making this data available
to physicians can result in behavioral change if it is done systemat-
ically.

Variations in Utilization, Resource Requirements,
and Cost

We have also spent a great deal of time worrying about the unit

cost per admission or the average length of stay for hospital care. In
1980 we asked the question, "How much does average length of stay
contribute to total patient days 4 per capita in a community?" We
found that it accounted for less than 10 percent of the total patient
days in our statewide study of Iowa. The differences among these
communities in the per capita day rate could not be accounted for
by differences in the length of stay. However, when we correlated the
number of hospital admissions with the patient day rate, we found
a strong correlation between admission rates and the number of pa-
tient days.

The hospital admission rate thus appears to be a much more pow-
erful predictor of patient day rates, which in turn are correlated with
per capita costs, than is the length of stay or the unit cost of an
admission. So, utilization cannot be ignored.

We have done quite a few studies in Iowa using this population-
based method. A key question asked in this study (chart 1.4) was,

4Editor's note: Patient days are total hospital admissions times length of stay.
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CHART 1.4
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"What is the resource requirement to care for the populations of Des
Moines and Iowa City, in terms of beds and hospital personnel?"

Iowa City has the University of Iowa Hospital; Des Moines has seven
community hospitals. Des Moines has a bed ratio allocated to its
population of 5.4 beds per 10,000 residents, versus 3.8 for Iowa City.
Remember that these numbers correct for referrals into and out of

the area. These are the actual beds used by the residents of these
areas, no matter where they are used; the beds used in local hospitals
by out-of-area residents are not counted.

The number of hospital personnel required to care for the residents
of Des Moines is also one and one-half times the number required to
care for the residents of Iowa City. If you talk to almost anyone in
Iowa before showing them the data, and ask them where they think
the high-quality medical care is delivered in Iowa, they will usually
say it is in the Iowa City service area, in which care is provided largely
by the University of Iowa Hospital. They will also predict that it is
the more expensive area, because it is a teaching-hospital area. In
fact, it is not more expensive. From the point of view of per capita
cost of hospital care, it is more expensive to live in Des Moines than
in Iowa City (chart 1.5).

If we analyze how the beds are used in Iowa City versus in Des
Moines, we learn that the additional bed capacity in Des Moines is
more for medical admissions than for surgical admissions (chart 1.6).
Much attention has been focused on surgical admissions, but, in fact,
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CHART 1.5
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CHART 1.6
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the medical causes of admission account for more hospital beds than
do the surgical causes of admission.

The ratio of expenditures in Des Moines is higher, too (chart 1.5).
It is one and one-half times as costly to live in Des Moines from the
standpoint of hospital care than in Iowa City. For a Medicare bene-
ficiary, it is almost twice as expensive to live in Des Moines as in
Iowa City.
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Again, the number of admissions and patient days is higher, in Des
Moines than in Iowa City. If the physicians in Des Moines were to

practice and use hospitals the way the physicians in Iowa City do,
Des Moines would require 700 fewer hospital beds (table 1.1).

TABLE 1.1

Excess Hospital Use by Des Moines Residents
(compared to Iowa City), 1980

Admissions + 21,768

Patient Days + 280,892

Beds + 707

This map (chart 1.7) measures utilization in Iowa. This illustration
happens to be of the Medicare population and the rate for lens surgery,
which gets me back to one of the first points of this presentation.
Information systems are now becoming available that routinely and
quickly monitor the utilization of medical care on a statewide basis.
We can, for example, map the difference in observed relative to ex-

pected (O/E) admission rates for lens surgery in all of the 49 Iowa
service areas, with the high-rate areas displayed as solid black and
the low-rate areas as gray hatching. We usually use the state average

CHART1.7

Lens Surgery O/E Discharges, Iowa Hospital Service Areas, 1984
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as the expected rate. Although this average has no clinical signifi-
cance, it is useful as a benchmark to compare areas.

Chart 1.8 shows the same information relative to the state average.

Every area to the left of the line has an admission rate lower than
the state average, and to the right of the line, a rate higher than the
state average. The O/E rates are shown as percentages of the state

average.

CHART 1.8

Lens Operation OIE Discharges, 1984
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Finally, we can look at the trend over time in admissions for lens
surgery in a number of hospitals in service areas in Iowa. The rate
of admission for lens surgery was increasing until 1983, then dropped
suddenly. What happened after 1983 to change that? Diagnosis-re-

lated groups (DRGs). Lens surgery became, essentially overnight, an
outpatient procedure because a cap was placed on payment for this
operation when performed in a hospital. Such utilization monitoring
can be done for any type of hospital admission.

Chart 1.9 presents data on major cardiovascular surgery in Des
Moines compared to that in Iowa City and the state average. Most of
these are coronary artery bypass operations. Residents of Des Moines
have twice as great a chance of having major cardiovascular surgery
as those of Iowa City. This observation raises some interesting ques-
tions from the point of view of physicians; they want to know why
this difference exists and where patients are better off.
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CHART 1.9

Major Cardiovascular Surgery O/E Discharges, 1984
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How Data Affect Practice Patterns

A March 23, 1986, article in the Boston Globe described the expe-
rience in Maine with the Maine Medical Assessment Project (MMAP).
The Maine Medical Association initiated this project in which the
physicians in Maine, using the kind of information I have discussed,
have begun to examine their own practice patterns and tried to decide

for themselves which rates are the right ones. This is being done in
the context of quality assurance, not cost containment, but they have
tended to focus on the higher-rate areas. They have organized them-
selves along specialty lines, so that each specialty group looks at the
data on its' own procedures and other causes of hospitalization and
then decides what to do about it.

Here are some of the results the MMAP has published. Per capita
rates of admission for workers'-compensation-related laminectomies
(back surgeries) are shown for the state as a whole (chart 1.10). It
shows what happened in one area when some neurosurgeons moved

into the state in 1982. Later, you can see the effect of the monitoring
program. The physician pool has not changed much; instead, phy-
sicians have changed their indications for performing these surgeries

because of their interest in examining the results of the cases they
have done. The chart shows both the projected trend from earlier
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CHART 1.10
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data and the actual rate following implementation of the medical
feedback program by the Maine Medical Association.

Data from the Pediatrics Study Group of the Maine Medical As-
sociation show how a high-rate service area in Maine reduced ad-
missions through monitoring (chart 1.11). The chairman of this

CHART [.11
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monitoring group was on the staff of the hospital in the community.
He presented the physicians with this data, and said, "Look, fellows.
Unless we can justify this high rate of utilization, we had better start
doing something about it." Each week in the physicians' lounge he
posted the names of the patients being admitted and the physicians
admitting them. Over time, the rate dropped--a phenomenon com-
monly called the sentinel effect. Then the chief retired, the monitoring
was temporarily suspended, and the rate rose somewhat, demon-
strating the need for continuous feedback and monitoring.

I believe this is evidence that physicians operating within a context
of cost containment and using good epidemiologic data can begin to
modify their own behavior. Much of the work is educational. Physi-
cians are like everyone else: they have been taught to provide high-
quality medical care without regard to cost because of the incentives
inherent in the system. But it is my thesis that the feedback of good,
clinically relevant information will help them adapt to the new in-
centives.
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II. Advent and Implications
of For-Profit Delivery

Mark V. Pauly, Ph.D.

No one will argue against the proposition that the health care mar-
ket is changing, and for many--both in business and in medicine--
one key change has been the growing importance of for-profit or
investor-owned firms in the delivery of health services. My purpose
is to provide a few facts and a few thoughts about the present influ-
ence and the future directions of these types of firms.

I will assert the following propositions.

• For-profit (or for-net-cash-flow) motivation has not been growing espe-
cially rapidly in the medical care industry.

• Investor-owned firms have entered in response to external influences.
Many of the cost and pricing outcomes associated with investor-owned
firms are in fact caused by the external influence; the ownership struc-
ture of the firm matters somewhat, but its influence is not overwhelming.
Ownership probably does not matter as much as does chain membership,
regardless of ownership. But even chain membership means little at the
point of service.

• There are market segments in this industry where investor-owned firms
are best, and others where not-for-profit firms are best. Absent regulatory
distortions and barriers to entry, each type of firm will probably occupy
the appropriate niche, particularly if competition is strong.

• The future relative growth of investor-owned firms depends primarily
on the projected growth for their niche. Over the next five years or so,
I expect there to be slower relative growth or even a decline, but there
is a possibility of more rapid relative growth thereafter.

Size of the For-Profit Sector and Its Effects

In one sense, the medical care industry has always been dominated
by agents that earn profits. The bulk of the resource allocation de-
cisions in health care (80 percent, by conventional estimates) are
made by physicians, who largely earn their income as profits, the
difference between revenues received from per-service prices and the
costs they pay. Hospitals, pharmaceutical companies, and suppliers
of medical equipment, regardless of how owned, then serve primarily
as suppliers of inputs to these profit-motivated general contractor-
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agents of patients. While there is some debate over how much of the
total physicians determine (I believe it is less than four-fifths), and
while phyaicians, like other businessmen, are not motivated solely
by net income, but also care about leisure time, the welfare of their
customers, reputation, and the intrinsic interest of the work, that
should not obscure the fact that money and profit have always been
predominant incentives in this industry.

There are some reasons to suspect that individual physicians at
least may be giving up some of their authority as "captains of the
team" to hospitals--whether investor-owned or not-for-profit. A switch
to a for-profit hospital amounts to shifting the identity of the recipient
of profit--from the owner of a physician firm to an owner of the
hospital--but not a change in motivation.

If one does suppose that it matters who owns the supplier of the
inputs the physician orders, there are some useful numbers to look
at. Table 1 shows that the share of investor-owned hospitals in the
U.S., though still quite small, has been growing, largely at the expense
of governmental hospitals. Many of these public hospitals are located
in the same southern and western rural areas where investor-owned

hospitals exist. If we add in hospitals managed by investor-owned
firms (though answering to not-for-profit boards of trustees), the frac-
tion of beds "controlled" by for-profit firms rises to 14 percent in

TABLE II.1

Trends in Short-Term General Hospital Ownership Shares,
1965-84 (percentage of total)

Beds Hospitals
Investor- Not-for- State and Investor-

Year Owned Profit Local Gov't. Owned

1965 6.3% 69.5% 24,2% 14.9%
1970 6.3 69.7 24.0 13.1
1975 7.7 69.6 22.7 13.0

1980 8.8 69.9 21.3 12.4
1981 8.7 70.2 21.1 12.4
1982 9.0 70.1 20.9 12.8
1983 9.2 70.4 20.4 13.0
1984 9.8 70.3 19.9 13.5

Annual
Growth
Rate 1980-1984 3.4 0.5 - 1.0 1.8

Source: Calculated from Hospital Statistics, 1985 edition, Table 1.
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1984. However, it should be noted that management alone does not
imply the same behavior or motivation (for the enterprise as a whole)
as does ownership and management.

Signincance of Ownership

What difference does ownership make? In recent years this issue
has been the subject of a large quantity (though not of especially high
quality) of debate. My overall summary is the "15 percent maximum
rule." This says that, for virtually any indicator, the maximum dif-
ference between investor-owned and other hospitals is, at most, 15

percent (in either direction), other things being equal. While this
difference is sometimes (though not always) statistically significant,
it is not of overwhelming practical significance, given the wide var-

iation in costs, prices, and the like, even within ownership types (and
even within market areas). That is, ownership predicts some varia-

tion, especially in price, but it does not explain much of the variation,
nor is what it explains very large. Phrased slightly differently, there

are probably more people being "overcharged" (if we knew what that
meant) by not-for-profit hospitals than by for-profit hospitals. I say
this not to excuse overcharging in either circumstance, but rather to
give a perspective. In short, the influence of ownership is the prov-
erbial air turbulence caused by a butterfly in a hurricane--it exists,
it is measurable, but it is not the important thing.

Even the kinds of numbers generated in the literature are subject
to differences in interpretation. For example, an article in the New

England Journal of Medicine by Watt, Derzon et al., l which compared
a set of chain investor-owned hospitals with a comparison group of

(nonchain) not-for-profit hospitals, found no significant differences
in cost but higher gross inpatient charges for investor-owned hospi-
tals. However, an initial statistically significant 17 percent difference
in net patient service revenue per day fell to less than a 10 percent
difference once the higher taxes investor-owned hospitals pay and
the contributions n0t-for-profit hospitals receive were netted out. So
the measured differences are small.

Methodological Problems

A more serious problem is that the methods in all these studies are
both incomplete and flawed. One reason for the incompleteness has

1J.M. Watt, Robert A. Derzon et al., "The Comparative Economic Performance of
Investor-Owned Chain and Not-for-Profit Hospitals," NewEngland Journal of Medicine
(9 January 1986):89-96.
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been noted by Luft; comparing prices and unit costs does not tell us
about total expenditures. 2 One would, for example, want to know
whether hospital ownership affects the inpatient admission rate, but
no one has studied this. Another reason for incompleteness is that
only hospital prices and costs have been compared, not the total price
for a hospitalization, the most important other component being phy-
sician prices. It is surely possible that lower hospital prices may be
offset by higher physician prices.

The serious flaw is one that should have been obvious to physician
researchers, if not to economists--ownership structure is not ran-
domly assigned to hospitals. This is not like a clinical trial; there is
no random control group. Instead (in a sense) hospitals choose their
ownership form, by choosing where and when to buy (or be bought)
and to locate. No matter how hard one tries to "match" hospitals by
observable characteristics, we know they are not the same--one hos-
pital chose a type of ownership that the other did not.

This is more than just academic nit-picking. Suppose we assume
(for purposes of discussion here, although I will eventually argue for
its plausibility) that the major difference related to ownership is not
the cost or efficiency of production, but rather it is the greater mo-
bility of equity capital that investor-owned hospitals have. Suppose
demand for hospital care increases more in one market area than in
others. At least in the short run, the profit--or at least the surplus of
revenues over minimum efficient costs--will rise there, and one would
expect investor-owned hospitals to be more likely to locate in such
areas. Of course, even a not-for-profit hospital in that location could
earn similar profits and/or charge similar prices, and may well choose
to do so; ownership is irrelevant. But the simple fact that investor-
owned hospitals choose to locate in more profitable areas necessarily
means that they will be more profitable--and have higher margins--
than not-for-profit hospitals. In this sense, it is not ownership which
leads to higher margins, but rather the possibility of higher profits--
and the population growth, better insurance coverage, or lesser com-
petition which make higher profits possible--which causes the for-
profit ownership.

Comparative Advantages of Investor-Owned Hospitals

The real question, therefore, is not whether for-profit hospitals are
more profitable themselves. The issue is rather the price and avail-

2Harold Luft, "For-Profit Hospitals: A Cost Problem or a Solution?" Business and
Health (January/February 1985): 13-16.
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ability of care of various types that their presence may make possible.
Put more precisely--do for-profit hospitals seem to enter and grow
in locations and in types of care for which they offer advantages over
the situation in their absence? I will offer some thoughts on answering
this question, but, because of the failure of investigators to take the
"self-selection by ownership type" into account, my answers will be

conceptual and speculative rather than empirical and definitive.
When might an investor-owned hospital have a comparative ad-

vantage over not-for-profit hospitals? One answer has already been
hinted at--the greater mobility of for-profit equity capital may make
care available in situations in which the alternative would be less

care, or less attractive care. This is equivalent to saying that investor-
owned hospitals (and other investor-owned providers) will respond
more flexibly to market demands than would an industry with no
such firms. Whether or not responding to demand is thought to be
beneficial depends on what you think about actual market demand--
if it is constrained by demander misinformation, warped by insurance
coverage, or distorted by a third-party payment system, one may not
be pleased with a responsive system. I think there are some good
reasons to be worried about manifest demand (demand as it is now

manifested), although I suspect (or hope) that it is getting better as
a guide to welfare maximization.

Advantages of Not-for-Profits

There are also some disadvantages of investor-owned firms that
may affect their choices and their success. People have theorized, for
instance, that not-for-profit firms have genuine advantages over
investor-owned firms in three situations--when consumers are mis-

informed about quality (and know that they do not know); when the
consumption of medical care has altruistic dimensions, and when the
physicians who use the hospital need direct financial incentives for
efficiency.

The first idea, most closely associated with Henry Hansmann, notes
that the imperfectly informed consumer is vulnerable to quality
cheating by a profit-maximizing firm? A not-for-profit firm, partic-
ularly one whose managers get their real income in the form of higher
quality, will not have such strong incentives to debase quality. Con-
sumers who are aware of their ignorance may therefore well prefer
the nonprofit firm, reckoning that the dissipated financial incentives

3Henry B. Hansmann, "The Role of Nonprofit Enterprise," Yale Law Journal 89 (April
1980): 835-901.
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that require sacrificing a little productive efficiency may be a small

price to pay for the weaker effects on debasing quality. The message
then is that for-profit firms are good for well-informed consumers
and/or products whose quality is less subject to undetectable manip-
ulation, while not-for-profit firms are best when the consumer is un-
informed, and knows it.

The second basis for an advantage for not-for-profit firms notes the

importance of philanthropy in their motivation and in their financial
structures. One way to think about their role in this regard is, as also

suggested by Professor Weisbrod, to suppose that philanthropy rep-
resents a private-sector substitute for public-sector collective action
in the presence of public goods or externalities. 4 The externality here

presumably is an altruistic one. As I have suggested in my own work,
it is plausible to suppose that people feel better knowing that others
are using more medical care, at least if the alternative is less use and
relievable but unrelieved suffering and death. But collective action

of some sort is needed to operationalize this desire, since the impact
of a transfer payment from a single individual will be minimal.

We do use government for this purpose--Medicaid is almost en-

tirely a collective subsidy, and Medicare, stripped of the "trust fund"
subterfuge, has the same effect for low-income elderly. When public-
sector action is insufficient, or at least not perfectly responsive to the
altruistic desires of some subsegment of the population, private char-

ity will be motivated. But when the charitable motive is, so to speak,
"commodity-specific," that is, when we desire to make transfers for

a specific good or service, then cash transfers to recipients will not
work. If it is difficult for the donor to prevent a for-profit firm from

raising price to low-income people by nearly the amount of the do-
nation, vouchers will not work. Paying a subsidy to a for-profit firm
will, in the absence of careful monitoring, result only in transfers to
the firm's profits, not help to people in need. s In contrast, altruistic
donations to a not-for-profit firm will at least go to the recipients;
even if some of the donation is absorbed by inefficiency, income-in-

kind for managers, or higher prices for the physician staff, more may

get to recipients. Moreover, even this income for managers or medical
staff may be a useful reward for playing, so to speak, the entrepre-
neurial role in organizing altruism. All of this means that, where
altruistic motives are present but are not being perfectly satisfied by

4Burton Weisbrod, The Voluntary Nonprofit Sector (Lexington, MA: D.C. Heath, 1977).

5Earl Thompson, "Chanty and Nonprofit Organizations, in Clarkson and Martin,
eds., The Economics of Nonproprietary Organizations (Greenwich, CT: JAI Press, 1980),

pp. 125-138.
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the public sector, the not-for-profit firm may have an advantage over
its for-profit counterpart.

The third notion is that physicians, who directly coordinate treat-
ment decisions for the patient, may not behave as efficiently when
interacting with a for-profit firm as when interacting with a not-for-
profit firm. 6 Physicians in for-profit hospitals will face more potential
conflict, since higher profits for the hospital will often come at the
expense of physicians' own net incomes. Not only will there be less
conflict in not-for-profit hospitals, but the greater physician control
may actually improve hospital performance.

Disadvantages of Not-for-Profits

There are also some potential disadvantages of the not-for-profit
form. One, of course, is the defect everybody has been looking for--
higher cost because of dissipated financial incentives to control cost.
There are, I believe, two reasons why the quest to find a definitive
version of this defect so far has been unsuccessful. One is something
many commentators have noted--that the incentive to for-profit firms
to minimize cost does not hold under full cost-based reimbursement,

as occurred in the pre-diagnosis-related-group (DRG) era from which
virtually all studies have been taken. Usually the point is a bit over-
stated--there is still an incentive to minimize costs as long as some
hospital users pay charges and cost-based payers do not pay more
than cost--but it is legitimate. There is another reason why it may
be hard to detect efficiency differences, one that Philip Held and I
pointed out in our study of for-profit and not-for-profit firms provid-
ing outpatient kidney dialysis. 7 If there is competition for patients,
firms will convert would-be profits from cost minimization into higher
"quality" or amenities (in the sense of attributes that attract pa-
tients). Depending on the effectiveness of quality in attracting busi-
ness, the "more efficient" firm may find it profit-maximizing to provide
so much more in the way of costly amenities that its unit-cost ad-
vantage is erased. I might add that we found evidence of this behavior
in the dialysis industry; the for-profit firms were more productive in
less-competitive markets, but displayed the same measured produc-
tivity as not-for-profit firms (but higher amenities) in more compet-
itive markets.

6Mark Pauly and Michael Redisch, "The Not-for-Profit Hospital As a Physicians' Co-
operative," American Economic Review (March 1973): 87-99.

7Philip J. Held and Mark V. Pauly, "Competition and Efficiency in the End-Stage
Renal Disease Program," Journal olCHealthEconomics (August 1983): 95-118.
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The DRG "experiment" should tell the definitive story on differ-

ential motivation and behavior of firms of different ownership type.
The only analytic problem is that Congress was not kind enough to
leave us a good no-intervention comparison group for purposes of
evaluation.

Another major difference between firm types is also related to al-
truistic advantage. In for-profit firms, needed new equity capital--
either for the initiation of the firm or for current capital investment
in excess of funds generated by the firm's cash flow--is provided by
the sale of stock. In not-for-profit firms, the analogous vehicle for
investment in risk capital is provided by philanthropic donations. In

both cases, the generation of new equity is a relatively free event--
but this equity capital plays a role far out of proportion to its fraction
of total capital. It is the vehicle that permits the firm to seize new
investment opportunities; it is also the vehicle that makes firm debt
feasible. Comparing the two forms of ownership, it would seem that
the for-profit form would have easier access to risk capital, especially
if that capital is to be used to provide services to the nonpoor, for
whom altruistic motivation is presumably weak or nonexistent.

How for-Prot_t and Not-For-Prot_t Firms Coexist in the Market

There are some important consequences that follow from these
theories, They predict that both types of firms may coexist in the
market but occupy different niches. Not-for-profit hospitals or nurs-

ing homes will be more likely for complex types of care, and will
locate in markets in which consumers are not well-informed and in

which there are larger numbers of low-income people in need of phi-
lanthropic subsidies. In contrast, for-profit hospitals or nursing homes
will tend to produce more routine types of care (differentiated pri-
marily by amenities that are easy for consumers to detect), and to
locate in rapidly growing market areas with relatively few low-in-
come people in need of subsidy.

My sense is that, although there has been no definitive study of the
location of different types of firms across market areas, these predic-
tions are in remarkable accord with reality. Although the theory is
in many ways quite simple, it has two major advantages. First, it
shows that the higher uncompensated and philanthropic care burden
of not-for-profit and local government hospitals can provide an ad-
vantage for them, an advantage in attracting philanthropic subsidies
(either voluntary or from taxation), which is not available to for-profit
firms. As Bruce Vladeck, no friend of for-profit firms, has perceptively
noted: "Those hospitals that survive in the current competitive en-
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vironment will be those hospitals that adopt the traditional values
of hospital care as their market position. ''8 These values, especially
providing care to the afflicted poor, are likely to be better served by
not-for-profit hospitals. (After all, despite the fact that we speak of
different kinds of hospitals "bearing the burden" of care for the poor
and those who do not pay, no one would seriously believe that hospital
managers suffer that burden. And no one should seriously believe

that it is morally praiseworthy for hospital managers to engineer
their own private redistribution by cross-subsidizing; Mother Teresa
does not sell cross-subsidized products.)

Second, these observations raise the possibility of a new kind of
invisible-hand theorem, one in which the locational, pricing, and

input commitment decisions of firms of various ownership types just
"fit" the circumstances. For-profit firms and not-for-profit firms are,

then, only bad to the extent that they are in the wrong place. If the
external environment can be trusted--remember my earlier caveat
about manifest demand--a wrong place is one that does not fit the
external environment.

Is this invisible hand theorem convincing? Does the market, even
in ownership types, operate today to give us the best of all feasible
worlds? The answer is--"maybe," depending on whether the incen-

tives offered by the environment are appropriately structured. For
example, if consumers are ignorant about quality but do not know
it (or have been convinced that all licensed hospitals and doctors are

reasonably good), then they will be prey to quality-minimizing for-
profit firms. The first-best solution would be to let them know that
medical quality is variable.

Another, probably more important, example concerns the philan-
thropic/altruistic dimension. If private philanthropy is disorganized
or sluggish, not-for-profit firms will not be able to do what they should
when the need for such activity increases. A rather more delicate
question is the subtle interplay of public and private charity. There
is no doubt that there is strong substitution between public and pri-

vate charity; public subsidization of the poor causes private giving
to dry up. But in periods of rapid change--cutbacks in public spend-
ing or macroeconomic surges in the need for care for the poor--
neither mechanism seems automatically to work well. Private char-
ity, atrophied by decades of generous Medicare and Medicaid support
for hospitals, lacks the infrastructure to respond rapidly. Empirically

8Bruce Vladeck, "How Much Indigent Care Should Hospitals Provide?" Health Man-
agement Quarterly (Summer 1985): 2-5.
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the not-for-profit hospitals, especially the nonpublic ones, have failed
not because they have cut back uncompensated care, but because
they failed to increase it sufficiently .9And public support for the poor
will respond only to a strong case strongly presented in the political
arena; taxpayers will, unfortunately, not loosen their purse strings
in response only to moral posturing or dark hints of underservice
from health policymakers; they will need to be convinced. Nor, one
suspects, will all or even most voters accept the premise that the poor
deserve "maximum quality" and "fully equal access and use," once
they recognize the price. To mobilize either public or private charity
for changing conditions, time and effort will be needed. My own view
is that much effort is worthwhile and long overdue; rather than expect
"unequal access" to speak for itself, we need to show what is bad
about limited access.

In the interim, until voters respond, neither investor-owned nor
not-for-profit firms will perform satisfactorily. They will seem resis-
tant to the needs of the poor and more interested in pursuing other
objectives. For-profit firms will not respond well to increases in the
needs of the poor; philanthropy is not their business. Not-for-profit
firms could in principle respond better, but thus far have not done
so, largely because of the history just mentioned. The invisible hand
seems to falter either way. But in a very true sense, the defect is not
with the market mechanism, or with the ownership structure or mo-
tivation of investor-owned or not-for-profit firms. Instead, the prob-
lem is a failure of the systems we use to structure the environment,
a failure of the public sector to spend the necessary tax revenues, and
a failure of private philanthropy to tap people's altIaaistic motives.
The performance of firms in the industry is, in a sense, only making
apparent the messages currently being delivered by those institutions
that demand medical care on behalf of the poor. If the message is
that neither taxpayers nor donors are willing to pay for the poor, less
care for them will be forthcoming.

The danger here is that the messenger will be regulated (if not
killed) in order to get the supposed outcome to correspond more with
what people wish it would be. These efforts will be largely unsuc-
cessful, and distortive and wasteful even when they do succeed. Man-
dated cross-subsidies via regulatory sleight of hand--subsidies to

9j. Feder et al., "Poor People and Poor Hospitals," Journal of Heahh Politics, Policy,
and Law 2 (Summer 1984): 237-50; F. Sloan et al., "Identi_ing the Issues: A Statistical

Profile," in Sloan, Blumstein, and Valvona, eds., Uncompensated Hospital Care: Rights
and Responsibilities (Baltimore: Johns Hopkins Press, 1986), pp. 16-52.

56



hospitals for expensive outpatient care and the like--may help the

poor a little, but only at the cost of blocking the path to a permanent
solution with an inefficient, temporary expedient. While few of us are
experts on how to get the political process to reach a reasonable
outcome--Professor Arrow having shown it to be a logical impossi-

bilityl°--my own preference is to rely on an explicit political choice
mechanism, fueled by concrete and convincing evidence of the plight
of the poor and the benefit to be expected from additional spending.
This is, in my view, preferable either to limiting the entry and pricing
behavior of investor-owned or for-profit firms.

The Past and the Future of For-Profit Health
Enterprise

This last point touches on what will be for many people the heart
of the issue. What bothers most of us about for-profit firm growth is
not so much the firms themselves but the fact that the entry of these
firms is symptomatic of a change that is affecting all sellers, viz., a
devotion more to the financial bottom line than to the welfare of

patients, especially patients who cannot pay. My argument is that
this change is the logical consequence of partial withdrawal following
the 20-year massive infusion of public funds on behalf of these in-
dividuals. While Medicare and Medicaid gradually supplanted non-
financial motivations, the consequences of the death of that motivation
had been hidden by the generosity of public programs. But when the
public payment was cut, the void appeared. The current desire for
value for money from both the private and the public sectors did not
cause a "for-profit motivation;" it only made apparent what was
already there but hidden. The for-profit motive was instilled long
ago, well before the emergence of its current manitestations. Indeed,
one piece of circumstantial evidence for the pervasiveness of the mo-
tive is the Virtually universal prediction that not-for-profit hospitals
in general would respond to DRGs by cutting costs. But this is be-
havior of a for-profit firm, not of one with other motives.

What is the future of for-profit ownership and motivation, either
as it will be or as it ought to be?

Conventional predictions are for continued growth in both the multi-
institutional (chain) affiliation of health care enterprises and the growth
of for-profit firms within that setting. This is reasonable forecasting

_°Kenneth Arrow, Social Choice and Individual Values, 2d ed. (New York: John Wiley,
1963).
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methodology; it is usually safe to predict that the future will be like
the present, only more so. But such predictions can sometimes go
seriously wrong--using that method would lead me to predict that
my teenage son will be 14 feet tall by the time he is 25. More seriously,
one should try to identify the reasons for trends, rather than just
project a trend.

I have already identified some of those reasons for different own-
ership types. To forecast the future, one needs to ask how (or whether)
those reasons will change. What is likely to change, and how will that
affect for-profit firms?

It is reasonable to expect that the profitability of investment in the
health care sector in general, and of hospitals in particular, will de-
cline in the near term (say, over the next five years). We are in for a
period of shrinkage. The most obvious observation is that shrinking
industries are not especially attractive investment opportunities for
investor-owned firms. Indeed, precisely the same investment flexi-
bility that has characterized investor-owned firms in their period of
investment growth will characterize a period of disinvestment. The
fast track goes downhill as rapidly as it goes upward.

Things are not crystal-clear here, of course. (They never are.) Dis-
investment that leaves the firm still in existence requires someone to
sell to, and I do not envision not-for-profit investors buying back
hospitals. Moreover, declines in profitability may simply reduce the
current value of the firm and the profitability of future investment,
although investor-owned hospitals certainly do seem willing to go
out of business.

It is also probably (if not tautologically) true that multi-institu-
tional organizations, because of their size, will have greater financial
strength to support struggling firms than would separate independent
forms. (Investor-owned chains are also generally much larger than
not-for-profit chains.) But this strength will erode quickly if hard
times hit all hospitals. Moreover, the fact that an investor-owned firm
could keep its units alive does not mean that it will do so if that is
less profitable than other uses of capital. Indeed, the fact that there
are no owners with strong incentives to claim or transfer the assets
of independent not-for-profit firms may keep them in business longer.

On the other hand, it may be that for-profit owners are better able
to manage firms in a depressed industry. The equation of investor
ownership with efficiency would suggest this. But I have expressed
considerable skepticism about that equation as a generalization. There
may be few more poorly managed not-for-profit hospitals that will
seek help, but it is likely to take the form of contract management
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rather than ownership, and I would not expect it to have a large
influence in any case.

If there were areas in health care other than hospitals that would

yield profits exceeding those elsewhere in the economy (not just in
health care), one might expect for-profit firms to move in. While no
one knows what better mousetraps might be just around the corner,
my sense is that such extra-profitable health investments are cur-

rently rather rare. The bloom is definitely off the HMO rose, especially
for new entrants, and entrepreneurs in such high-tech ventures as

magnetic resonance imaging have recently been roughed up rather
badly. Of course, if the profit in some parts of health care is lower
than elsewhere in the economy but higher than in hospitals, not-for-

profit firms, with less ability to go outside the health field, may be
attracted.

What about the things that make not-for-profit firms attractive?
There does not seem to be great change occurring either in the com-
plexity of medical care services or in consumers' knowledge about
that complexity. But the other two bases for the not-for-profit form
of health care delivery seem to be changing in a more favorable way
(to the not-for-profit firms, if not to society). For one thing, the trend
toward larger numbers of uninsured individuals seems to be contin-
uing, even though the stimuli of economic downturn and Medicaid

cuts have abated. This change is likely to make the greater facility
of not-for-profit firms in arranging philanthropy to cover their bad
debts an increasingly valuable asset. Paradoxically (and perhaps re-

gretfully), not-for-profit firms do best when the poor do worst, when
government fails to care for the poor. If the current trend of public-
sector government neglect continues, that will give back to such firms
the advantage in tapping altruism that they once had. Conversely, if
government does reenter with tax-financed resources, not-for-profit
firms will be at less of an advantage, as long as government feels it
can monitor how resources are used.

The role of physicians is rather more difficult to assess; their ap-
parent adaptation to hospitals' desires for net income by agreeing to
cut length of stay for DRG patients was surprisingly facile. But despite
the impacts of larger numbers of physicians on the market, I believe
that there is likely to be a counterrevolution in which medical staffs
reassert their positions both in supervising patient care and in sharing
in net income. Whether the response will take the form of limiting

hospital actions (as adversaries) or of joining with the hospital to
increase and share in profits is hard to say at this point. But I suspect

that not-for-profit hospitals will be better positioned than investor-
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owned firms in a shrinking market to cope with this challenge from
the suppliers of critical inputs.

In the longer (and fuzzier) run, my sense is that demographics and
real economic growth will eventually restimulate demand for health
care services. To a considerable extent, prediction depends on what
you think about the political environment 10 years out--will it then
permit the growth in spending needed to accommodate this demand?
ff it does accommodate it, then opportunities for investor-owned firms
will reemerge.

Conclusion

As far as investor-owned firms are concerned, the bottom line is

the bottom line. Health care is likely to be less profitable in the future,
so that the fairly modest inroads of the for-profit form of ownership
into some parts of the market are likely to slow or stop. It has never
been obvious that such firms actually caused the problem of how to
care adequately for low-income people whom governments refuse to
help; they just did not do much to alleviate it when it got worse
(though neither did their nonpublic, not-for-profit counterparts). But
if philanthropy returns as a solution, the for-profit firms--whether
or not they were part of the problem--will not be part of the solution.

In the longer run, investor-owned firms will play a role, and there
is no particular reason to be concerned about that role if the overall
market environment can be made sufficiently flexible, competitive,
and undistorted. It is not so easy to level the playing field, given the
sizable boulders and berms we have built up over the years. But it
is feasible, and is probably worth it.
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III. Integration and Competition in
Health Care

John H. Moxley III, M.D., and Penelope C. Roeder

Editor's note: Dr. Moxley delivered the following presentation, which
he coauthored with Ms. Roeder.

It strikes me that, as a society, we Americans are traditionally
concerned about the rights of individuals. Individual rights have per-
vaded our thinking in the political process all the way from the Bill
of Rights. They have also pervaded our educational system, and, in
fact, our health care system.

Any time there is an abrupt change in any system that even seems
to infringe upon individual rights, there is resistance. If one looks at
the health care area, the progressive implementation of automobile
seatbelt regulations and the progressive restriction of cigarette smok-
ing have met with resistance. If you want a more pervasive example
one simply has to look at the school integration issue.

I raise the point because it seems to me that what is going on at
the present time is that we are seeing that sort of change in the
American health care system. As a society we are transitioning rather
rapidly from individual arrangements for health care to systems,
networks, and other group arrangements. The major catalyst in this
rather radical change is the payer, formerly the silent partner.

Payers, be they the government or private employers, are increas-
ingly wanting to call the shots. We are, therefore, moving from a
system that has focused on delivering individual units of care and
generating revenue to an integrated system that controls cost. More
explicitly, we are moving from a revenue-generating system to a cost-
control system, and concurrently from a provider-dominated health
care system to a payer-dominated system.

Horizontal, Vertical, and Product Integration

Now let me move on to some specific comments about integration.
"Integration" is a term that we in health care have borrowed from
economics. Once we borrowed it, we proceeded to apply it to every-
thing in sight, from multihospital chains to hospital joint ventures
with insurance companies to joint ventures between hospitals and
physicians.
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Recently the American Medical Association put forth some defi-
nitions that I believe are helpful. The first definition is of horizontal
integration, the common ownership or control of two enterprises, each

of which produces a similar output. Clearly, multihospital systems
before they expanded into other aspects of health care were examples
of horizontal integration.

Vertical integration is the common ownership or control of two en-
terprises, one of which uses as its input the output of the other. Al-
though it is a term frequently used in health care, I would contend
that we do not really have an example of vertical integration in the
health care system. If the American Hospital Supply-Hospital Cor-

poration of America merger had gone through, we would have had
an example of vertical integration. If one wants to stretch a point
and say that a multispecialty group practice, such as the Mayo Clinic,
produces a diagnostic output, and that that diagnostic output is used
as the input of a hospital, then the fact that the Mayo Clinic and the
hospitals in Rochester are now merging might be construed as an
example of vertical integration. You have to stretch that far to come
up with an example.

The final definition is of product integration, the common ownership
or control of two enterprises that produce distinctly different, but
related, products or services. Clearly, to my mind, most networks, be
they preferred provider organizations (PPOs), health maintenance
organizations (HMOs), or something else in the alphabet soup, are
examples of product integration. The reason is that the essential char-
acteristic of all these delivery systems is that they integrate two or
more services under the control of a single organization. The oper-
ative word here is "control," the element that is increasingly sought
by the payers. That is not to say that, at this point in time, individuals
cannot opt out of the system. But if they do, they must increasingly
do so at no cost to the payer.

Now let us turn and look at how we got from our individualistic,
provider-dominated system to this new state of affairs. In doing so,
I would like to comment on three interrelated concepts: first, the
rnonetarization of health care; second, the corporatization of health
care; and third, the commercialization of health care.

Monetarization

I do not know when monetarization began, but it was clearly a
long time ago when the first provider accepted money instead of an
in-kind payment for the provision of health care. It is very closely
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related, if not identical, to expanding the pool of dollars that Phil
Caper talked about [see Chapter I]. Although its origins go back a
long way, it was not until 1984 in an article in the New England
Journal of Medicine that Eli Ginzberg coined the term.

The fact that ft goes back a long way does not mean that it has not
been significantly affected in this century. It was very affected, for
instance, by the introduction of hospital insurance in the 1930s. Mo-
netarization was also profoundly affected by the rapid development
of technology and the specialization and subspecialization of provid-
ers in the aftermath of World War II. Most recently it was dramati-
cally impacted by the introduction of Medicare.

Medicare created an unprecedented demand for services and new
technology, and an unprecedented demand for health care dollars.
Additionally, Medicare created a predictable cash flow for hospitals
and took the mystery out of hospital finance by demanding uniform
accounting procedures. In so doing, it opened the public money mar-
kets to the health care world.

Corporatization

At that point, monetarization began to transform into corporati-
zation. Several previously very independent units began to be brought
together under single-management control into something that was
a corpus.

In the aftermath of Medicare, the investor-owned hospital systems
were founded and there came a realization that equity markets were
an additional source of capital. Horizontal integration began to be
viewed as a useful construct, in that bankers and other investors

appreciated the reduced risk presented by a diversified portfolio of
hospitals as opposed to a single hospital.

During that same period--the 1970s--there were several small not-
for-profit hospital systems. They were, by and large, limited to spe-
cific issues, such as rural hospital care, or limited geographically to
single states, or related to other organizations, frequently churches.
They grew slowly, and toward the end of the 1970s, Sam Tibbits in
California and Steve Morris in Arizona joined their two small systems.
That became the first large multistate, not-for-profit system, which
has since evolved into American Health Care Systems. I also could
have used as an example the Voluntary Hospital Association, which
began in 1977 as a purchasing arrangement and has now transformed
itself into a national, not-for-profit health care company.
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Then, in the early 1980s, two events occurred in rapid-fire order.
First was the business recession of 1980-81, which hit employers very
hard. During that time they were able to reduce their total production

costs, and their health care costs, therefore, became increasingly ob-
vious and seemingly uncontrollable. Very shortly thereafter the fed-
eral government introduced diagnosis-related groups (DRGs), which
took the traditional financing mechanism and inverted it. Previously
the incentives had all been for inpatient care, but after DRGs were
legislated, all incentives after October 1, 1983, were to do as little as
possible in the hospital.

The business community took notice of DRGs and became con-

vinced that they, too, could save money by reducing hospitalization.
They went about it in a number of ways, not the least of which was
the introduction of utilization review systems, which remain in var-

ious states of development today [see Introduction and Background].
So, one began to see true corporatization in the early 1980s. One

began to see payer, facility, and physician provider interdependence,
whether in the form of a formal HMO or PPO or simply something
like Chrysler's approved-provider list. At that point, now only a few
years ago, we begin to see the commercialization of health care.

Commercialization

Commercialization is often thought to be a byproduct of corpora-
tization, but it really is more one of monetarization, or probably of
a combination of the two. We began to see the transformation of
health care from a social good to an economic good. This transfor-
mation was energized by the forces that energized corporatization,
plus a smaller pool of revenue dollars. As an economic good, health
care is fundamentally a commodity product and is affected by some
simple economics: extent of availability, number of buyers, and,
therefore, a competitive market. Attempts to overcome these eco-
nomic realities have led to the commercialization of health care.

We are now frantically trying to make health care sexy, trying to
sell it by giving it a specific value added, such as birthing centers.
Providers are trying to make it a differentiable product that can be
sold to the American people. In this sense, a social good has clearly
become an economic commodity and even a commercial product.
This creates complex problems, both in terms of the economics and
in terms of the social policy it affects.

64



Where Is the Health Care System Now?

It would seem that the health care system is not integrated, at least
not vertically integrated, as yet. It would appear that it is somewhat
commercialized, at least in the sense of using commercial sales tech-
niques. Finally, it would seem that it is competitive to the extent that
there is an imbalance between buyers and sellers.

We have not speculated as to Whether the current system is desir-
able. I would argue that it is not, because there is a critical lack of
information, a subject that Phil Caper described in some detail in an
earlier presentation [see Chapter I]. Economic theow, as I understand
it, suggests that there cannot be a rational, competitive market with-
out good information. Yet we often note that health care consumers
lack the clinical education to know what they need. It is increasingly
evident that payers do not know exactly what they want either. There-
fore, even if providers had none but the best intentions, and they do
not, it would be difficult to design the products demanded by payers
and consumers.

The Goal of Quality Health Care

Amidst all the economic rhetoric that has been pervasive in the
discussion of health policy, it seems we have often lost sight of the
reason for that discussion: to make quality health care available to
those who need it.

All too often we have focused increasingly on the cost side of the
equation. It is my judgment that this one-sided focus has led to the
current health care arrangements in which almost all parties are
concentrating, not unreasonably, on their own piece of the system.
Employers are focusing on reducing their cost of employee health
benefits. Providers are focusing on how to increase patient loads to
maintain income despite declining prices. Patients are focusing on
how to find health care plans that will allow them to get as much
health care as they possibly want with as little out-of-pocket expen-
diture as possible.

This is not to say that all the parties to the debate do not want

quality, but unlike cost, there is no common currency for discussing
or measuring quality health care at the present time. Up until very
recently, all our measurements have been very indirect--physician
certificate rates, staffing ratios, and so on. Only recently have we
begun to generate prospective, hard data upon which some judgments
can be made. But we need to go beyond where we are today. We have
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the tools. The advent of the computer allows payers and providers
alike to amass and sort great quantities of both financial and clinical
data. That data can be used either simply to reduce costs or it can
be used constructively to study cost/benefit trade-offs. The informa-
tion from such studies can either be used to develop medical care
cookbooks, which in my judgment would halt medical progress, or
they can be used to develop norms and guidelines that recognize that
exceptions will arise, which will have to be dealt with in creative
ways.

I am not suggesting that the process of developing this quality-
control information will be simple or fast. The task of identifying
quality measurements--whether they are carefully adjusted death
rates, infection rates, return-to-operating room rates, or recurrency
rates for certain diseases--will take time, but the tools to analyze
the situation thoroughly are at hand.

Beyond that, in developing prospective, hard measurements of
quality, we have got to stop focusing on hospitalization or its alter-
natives and begin looking at health care as a spectrum of health-
related services. We must look at the full spectrum simultaneously
in terms of measuring quality. Perhaps most of all, we will need to
achieve a true integration of perspectives if we are going to achieve
an economically viable, quality health care system. Payers will have
to learn, respect, and use the clinical expertise of physicians and other
highly trained health care personnel. Physicians will have to under-
stand, and take seriously, both the economic consequences of their
decisions and their professional commitments to patients' real needs,
whatever the economic consequences. Patients will have to continue
to learn about the health care system and use all of its constituent
parts thoughtfully and effectively.

Finally, payers, providers, and patients will have to regard one
another as participants in a shared venture, not as adversaries in an
economic crusade.
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IV. Discussion

Change in Physician Practice

MR. PAUL:It sounds to me as though more and more doctors are

going to be in roles that involve them as salaried employees instead
of as independent professionals. What do you think that change will
mean to the kind of medical care that is being delivered in this coun-
try? _

DR. CAPER:I think it depends on the incentives built in. Physicians
certainly are influenced by economic incentives as much as anybody.
But one thing that we have discovered in working with groups of
physicians is that they are also very interested in what happens to
their patients and, in general, they will not do things that they do
not think are in their patients' interests. That is why the information
we have been able to generate has had the influence it has in Maine.
That is also one of the reasons the American Medical Association has
started to become actively involved in these data feedback projects.

So, I know that the way physicians are paid is not the only deter-
minant of behavior; I do not even think it is the most important
determinant of their behavior, as long as they can survive. Obviously,
there are high rollers who are more interested in money than are
others in the medical profession. But basically it is a profession, and
fundamentally doctors like to think they are doing what is best for
their patients. The new information is going to help reeducate phy-
sicians; that is really what has to happen in terms of the way resources
in the system are used.

DR. MOXLEY:I think that transition Mr. Paul asked about may occur

more gradually than many people realize. For a period of about 10
years, which ended about three or four years ago, I was a councilor
of the California Medical Association. I found it very interesting over

that period to see that a cleavage developed between the younger
physicians entering the system and the older physicians.

The younger physicians did not view their independence nearly as
highly as the older ones. They did not see an alarming danger in
trading off at least a part of the independence of solo practice for
more regular hours (although they did not necessarily use that term)
and a more predictable cash flow. I think the transition will occur

1Editor's note: Mr. Paul served as moderator for the forum discussions.
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more slowly, and I do not think it is going to have a profound effect
on how physicians practice.

MR. PAULY: There is a conundrum that still remains to be solved

as far as physicians are concerned or as far as our evaluation of their
behavior is concerned, namely, what is the correct level of perfor-
mance? The average is, after all, just a number. It does not necessarily
imply that performance at the average is good and performance above
the average bad.

There does seem to be a tendency, what I call the "knock me over
with a feather" phenomenon, of physicians changing their behavior
fairly dramatically in response to incentives that seem fairly minimal.

They do so even after years of arguing that they had to do what they
were doing because it was in the best of interest of their patients.

The change in length of stay since the advent of DRGs is a good
example. Without outcome studies to tell you which level of the cor-
onary-bypass surgery rate is appropriate for which population, it is
difficult to know what constitutes a good change and what constitutes
a bad change. There is reason to believe, given the current or at least

the recent-past financing mechanism, that people were probably pretty
far out on the low marginal benefit end of the spectrum. Therefore,
some improvement is almost, by definition, desirable. But sooner or
later one is going to be wondering whether this can go too far, and
how you tell what is too far and what is not far enough.

MR. SEIDMAN: I would like to relate a discussion that took place
yesterday at a conference similar to this with somewhat different
participants. It was sponsored by the American Hospital Association,
and the participants included insurers and Blue Cross/Blue Shield,
employers and labor, and physicians and hospitals, and there was
some reference in a work group to the material that Phil Caper has

put before us [see Chapter I]. The president of the American Medical
Association, Harrison Rogers, was there. His feeling was that doctors
did not want to be dictated to, but that they are yew eager to have
the kind of information Dr. Caper and others have developed, and
that they would then try to determine among themselves whether
the high, low, or average users were providing the best medical care.

It is very important to have data on outcomes, but, unfortunately,
some data on outcomes take a long, long time. On the other hand, it
seems to me that a reasonably knowledgeable group of physicians
have a pretty good idea, among themselves, of what their outcomes
have been, even when they have not had the data. When they get the
data, obviously that will be better.
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DR. CAPER: I agree. The bottom-line question in determining which
rate is the right rate is the question of outcome. Outcome studies are
difficult to perform. They are expensive and they are long term, al-
though we are developing better ways to look at outcomes using
claims data, which do not involve randomized clinical trials and all

the expense and ethical problems associated with those trials.
That is the ideal solution and one that should be vigorously pur-

sued. As a matter of public policy, among other things, we should be
using the Medicare database to do this study. Why aren't we? There
is a gold mine of information in the Medicare database if it were
made available for the development of these types of studies. We have
some of it at Dartmouth, and there are studies under way at the Rand

Corporation, in Canada, and in other places.
But even without that information there is a lot that can be done

to change behavior and the way physicians use the system. Unfor-
tunately, we are caught in the trap of being unwilling to effectively
address the macroeconomic problem. We have adopted microecon-
omic solutions to solving the macroeconomic problem. We are trying
to regulate things on a very detailed, case-by-case level, and it is not
working very well because the tool is inappropriate.

Nevertheless, a combination of the changed incentives we are seeing
and good information, even without firm outcome studies, can lead
a group of doctors like those in Maine to conclude that they can safely
change their patterns of practice and begin to move things from the
hospital to the outpatient setting, or it can begin to reduce the rates
of back surgery or prostatectomy. The urology group in Maine dis-
covered one of the cohorts of pl"ostatectomy patients had a 40 percent
mortality rate within a year following the operation. It may not have
been due to the operation, but they are operating on a high-risk group
of patients. That information has changed their thinking about the
proper indications for that surgery.

I agree that the outcome question is a key question. Even before
that, making good utilization information widely available to prac-
ticing physicians, in combination with incentives to reduce cost, will
lead to dramatic changes in behavior.

Ms. CRONIN: Dr. Caper, what are the implications of your research
with reference to second-opinion programs? Have you looked at that?

DR. CAPER: Yes, but not specifically second-opinion programs, Our
research shows that some causes of admission, about 10 percent, are
what we call "low variation" causes. They include such procedures

as inguinal hernia repair. That is considered a discretionary proce-
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dure as far as when to do it and, increasingly, whether to do it as an
inpatient or outpatient, but not discretionary as far as whether to do
it. Hip fractures, myocardial infarctions, strokes, gastro-intestinal
bleeding, and so on do not belong on second-opinion lists. Many cor-
porations are wasting a lot of time and effort looking at procedures
in which there is little discretion on the part of the physician. What
one needs to do is look at procedures where there is a great deal of
discretion as measured by variation in the way doctors actually ap-
proach these problems. Furthermore, very specific information is

needed to know where the rates are high. Why bother doing second
opinions in a service area where you know the practice is already
very conservative?

This kind of information can be useful in focusing not only second-
opinion programs, but also preadmission screening programs. You
can routinely monitor length of stay. The personal computer can
analyze a data system the size of New York's database--3 million
discharges a year--and you can have it at your desk. You can greatly
improve the efficiency of all of these utilization and review systems
and get the doctors' cooperation. Physicians will respond to data if
you do not say, "You're right," or "You're wrong, and the other guy
is right." Go in and say, "You're different." You may be correct, but
it shifts the burden of proof. That has happened in Maine, and it is
happening elsewhere.

Defining and Ensuring Quality Health Care

Ms. HERZOG" I would like the speakers to comment generally on
the proper locus of responsibility for quality control, not only of phy-
sicians but also of hospitals. To what extent should the government--
perhaps through peer review organizations (PROs)2--take responsi-
bility for quality, versus to what extent should we leave that respon-
sibility to providers, spurred on by competition?

For example, recent hospital-specific data emanating from the Health
Care Financing Administration (HCFA)--data which no one, of course,
likes--leaves us, as consumers, wondering who takes the next step. 3

2Editor's note: Peer review organizations are nonprofit, community-based, physician-
directed agencies that oversee the utilization and the quality of institutional health
care provided to Medicare and Medicaid beneficiaries.

3Editor's note: The reference is to data released March 12, 1986, by the Department
of Health and Human Services that identifies hospitals whose overall death rates for
Medicare patients deviate significantly from expected rates.
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Should providers be taking the next step to improve upon the data
or should the government be taking the next step?

A group of physicians and doctors in Orange County, California,
has just developed what they consider to be a sophisticated screen
for quality care, including many different items. Is such a screen
useful? If so, should industry adopt it to self-regulate or should the
government use it? Which way is most beneficial for consumers?

DR. MOXLEY: In my judgment, there is no specific answer to your
question. There are a number of groups that have roles to play, which
comes back to the issue of the quality data that is being held exclu-
sively' by the providers. I do not think that will be acceptable in the
future. Increasingly the quality information being generated is going
to be examined simultaneously by providers, by payers, and by con-
sumers. It is within that mix that the decisions in regard to quality
care have to be made, against whatever norms that particular system
happens to generate at that point in time.

Over time, quality-of-health will merge with quality-of-life consid-
erations. An outcome study done a few years ago by a group at Stan-
ford University concluded that patients handled in one setting survived
an average of eight months longer than patients handled in another
setting. Then the study raised the question of how worthwhile that
survival was, in that the patients who survived longer were involved
in a very high-tech system. They were in the hospital most of the

time; they were not being kept alive on respirators, but it was ap-
proaching that.

Such complex issues cannot be answered by any one group. It is
going to require the interaction of the provider, the consumer, and
the payer to be able to reach a reasonable judgment.

DR. CAPER: I agree that it is a joint problem. Ultimately, in a more
perfect world, of course, the medical profession would take sole re-
sponsibility for assuring quality. But we have shown in our work that
there is a great deal of disagreement among physicians about most
things. That tells me we have tended to delegate the definition of

quality pretty much to the medical profession. As a society, we have
assumed that quality was taken care of, and that all you had to worry
about were some other things like distributing care, and equity, and
how to pay for care. We have shown that, because of the many gray
areas in medicine, there is an enormous demand for care, not mali-

ciously done, but done because you can tip one way or another.
What is needed now, in the presence of incentives for cost contain-

ment, is, again, better information, and it has to be widely available.
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It should not be solely the property of the medical profession, or of
the hospitals, or of the business community. It should be like census
data: It should be in the public sector. You cannot always interpret
census data, but at least it demonstrates what the facts are, and that
allows you to focus on areas of concern. That is a step forward. That
is something we do not yet have, but which we should work toward.

The public databases should be analyzed in such a way that they
turn the data into information. That in itself would have a very ben-
eficial effect on quality. We need the help of physicians to arrive at
suitable definitions.

MR. PAULY:I think the answer is: "All of the above" should have a

role in assessing quality of care. Certainly, information is a product
for which markets do not work very well, because you can get it
without paying for it once somebody has generated it. That means
there is a role for government and a role for public monies in trying
to generate and make available better information. On the other hand,
there is an appropriate role for competition in the market for infor-
mation. We do not want to have a quality czar or a quality committee
saying, "This is high quality, that isn't, and that's all there is to say
about it." We want to have different people coming up with different
estimates of quality.

I have a vision--I do not know whether it will ever come to pass--
in which providers will generate a fair amount of information on
quality, subject, again, to constraints on misleading or false infor-
mation, in which the high-quality providers find it worthwhile to tell
us so. Then there is a kind of trickle-down process. It behooves the
next-lowest-quality seller to at least say, "I'm better than the rest of
those people."

It seems that all of the above would work. I disagree with Phil
Caper here; I do not think that, even in the best of all possible worlds,
physicians should have sole responsibility for assuring quality. It is
likely to be a general problem, regardless, but I think there are roles
for all three groups--buyers, sellers, and government.

DR. MOXLEY: As competition increases and the measurement of
quality becomes more precise, we will approach, more rapidly than
you think at the moment, a system whereby quality will be the major
determinant as to whether one stays in business and how well one
does. It is not foolishly optimistic at this point to speculate that that
will occur.

MR. MOYNAHAN:[ agree that the issues of quality data are critical.
It seems to me that another critical issue is to get that information
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and the data analysis converted to knowledge, if you will, and in the
hands of the health care consumer--the patient--as opposed, per-
haps, to the health plan. This would make quality knowledge avail-
able to the family of the individual making the decision about accessing
the health care system.

I am curious about the liability implications for providers of data
on quality, be they health plans, the federal government, or somebody
else, when reliance at the consumer level is placed upon the quality
analyst.

D_. CaeF.R: In today's climate, the liability concern is there. One
has to make sure the data are accurate; I think that is true of anybody
involved in any enterprise. Everybody is worried about liability in-
surance-physicians, lawyers, and insurance carriers alike. I do not
think it is a qualitatively different issue. If the data are released in
an objective fashion and you state how the data are provided, then
you are protected Dom liability as well as you can be.

The issue of liability is an important one. As insurers begin moving
into the business of sponsoring HMOs and others providing services,
they are also stepping into the liability chain more directly than they
have in the past. The need for information is going to increase as
insurers and employers begin to more actively intervene in the med-
ical care of their beneficiaries or their employees.

The Payer's Role in Determining Quality

MR. MOSER: The concern I have about the shift that you described,
Dr. Caper--of adding the payer into the equation--is that if we com-
pare where we, as payers, arein the medical delivery equation to
where we, as payers, are in the purchase of any other product, we
seem to be spending a lot more time, and certainly a lot more money,
in determining quality in the medical field than we are in many other
fields. How long can businesses continue to spend large sums of money
to determine this quality issue?

DR. CAPER:It is up to yOU to pinpoint how much you are willing
to spend. Business' attention to this problem was most acute during
the recession of the early 1980s, when health care was sort of a "reces-
sion-proof" expense, from the employer's point of view. Every busi-
ness person I have talked to shares your attitude. You are really not
in the business of providing medical care, and would like to not be
in the business of assessing the quality of medical care. But you have
been forced to do that because you have had to adopt very specific
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approaches to restraining your costs, such as second-opinion pro-
grams. There is a danger for the employer, because you could be seen
as, in a way, interfering with your employees' medical care, and you
do not want to do that.

The medical profession, on the other hand, and physician groups
that I have talked to are concerned about the practice of medicine
being taken out of the hands of physicians, and that is what flows
from employer actions. When a physician in Hanover, New Hamp-
shire, has to call a consultant in Chicago to find out if he can put his
patient in the hospital, that is irritating to him, and it should be;
that is probably inappropriate. Therefore, the American Medical As-
sociation has finally said, "This is an unsatisfactory situation from
our point of view, and we are going to become aggressively involved
in helping to solve this problem." That is a change. That would not
have happened a few years ago. They would have said, "It will go
away if we ignore it." That is no longer the case, and now they are
saying, "Unless we do something about it, we are not going to be
practicing medicine any more. We are going to be reading out of a
cookbook."

Quite frankly, physicians are not going to fall on their swords for
the good of the country any more than anybody else will these days.
Physicians see it in their own professional interest to begin to regain
control over the situation, and they realize it will have to be done in
a very public forum. To my way of thinking, that is very healthy. So,
to answer your question, there is much more hope than there was a
few years ago that the organized medical profession will help solve
these problems so employers do not have to worry about them any
more. I do not think you want to have to worry about them.

Ms. MOON: In part, you may have answered the question I wanted
to ask about the extent to which debates and discussion of quality-
related issues are likely to go on outside of a cost-containment kind
of framework. Much of the debate on quality seems to be motivated
and tied to cost-containment efforts. A lot of what you were talking
about is bringing to physicians an awareness of quality, but with the
specter of cost control always in the background. I wonder whether
national networks of diagnostic information and other computerized
information systems also hold some hope of helping physicians in
different locations to come up with some consensus on quality.

DR. CAPER: The most powerful influence I have seen has been the
work I have described where physicians are given information about
how they compare with their colleagues. The cost-containment ini-
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tiative is clearly the driving force behind the reexamination of med-
ical practices. Without that force, people would go on doing what
they have been doing; they do not like to change. Doctors are not any
different from anybody else in that regard. The change has to be
brought about by some change in the external environment, and that
is what has happened. Change is going to occur, but for it to occur
in a way that enables us to retain high-quality medical care, we are
going to need much better information.

If information is made available in the context of cost-containment

pressures, some really remarkable things will happen. We are already
beginning to see some change, but you are right about the basic,
driving force being cost containment. That is going to have to con-
tinue to be the case. But, within that context, the information will
provide the catalyst to allow the job to be done well, rather than
poorly.

DR. MOXLEY: It seems to me that we all got into this situation
because we had a dream, and that dream was that more health care
is better health care. As a matter of fact, much of the debate about
quality in the 1950s and 1960s really was a debate about access. If
one had access to health care, one had quality. That vision soured
when we confronted some economic realities in the late 1970s and

early 1980s. It became sour not because physicians were wrong in
handling payers and consumers. It just got to a point where the system
began to have its wheels come off.

We must all work now to try and take that "more is better" concept
and put it on a more rational basis. In so doing, payers and consumers
have a responsibility, just as physicians do. Again, there is no single
answer. All three groups have got to be very interested in this; they
have got to watch it; and they must participate if, in fact, we are
going to come out with an economically sound, quality health care
system.

Costs and Methods of Monitoring Care

DR. HUDSON: Much of the national database that has been alluded

to here as creating a sort of breakthrough in information on quality
for payers and consumers comes from "nonintrusive" data systems.
In other words, the information comes from presently available ag-
gregate data, including uniform hospital discharge data sets (UHDDS) 4

4Editor's note: Uniform hospital discharge data sets are data abstracts of medical
record information provided by hospitals to state regulatory agencies,
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and billing data available from Medicare and large payers. It will
give profiles on individual provider performance.

On the other hand, some providers are possibly seeing different
types of patients, sicker patients, or treating those coming from dif-
ferent economic backgrounds. To confirm whether, in fact, some are
seeing a different, sicker group of patients requires a much more
detailed, "intrusive," and often expensive system of record abstract-
ing. Some of these systems are being developed in the private sector
now.

If we are going to move into this more expensive technology, who
should be supporting it? Should this development remain in the pri-
vate sphere, having payers or insurers negotiate with competing en-
trepreneurs? Or should this technology be developed primarily in the
public sector and supported through public funds?

DR. CAPER: All of the above, I think. The data that I presented for
Iowa was from the Medicare database, which is routinely collected
for billing purposes. That is all that is available for analysis. We have
also done these studies on UHDDS databases, on Blue Cross data-

bases, and on Medicaid databases. Generally you can do these pop-
ulation-based studies on any database that has a reasonable statewide
market. These particular studies account for differences in referral
patterns. Given the population base, therefore, the whole argument
of case-mix differences in hospitals does not apply. You are studying
the population residing in the hospital service area, not the patient
population in the hospital. That is important. It provides a very ef-
ficient, relatively inexpensive screening technique that allows us to
ask the question, "What should we go in and look at more closely?"
In some of these higher-rate areas you can use some of the severity
measurements that are becoming available, but you do not have to
do that for every patient who is hospitalized. This will allow you,
again, to focus your review on those areas where it is needed because

it is a routine, systematic, comprehensive, monitored system.
As far as who pays for it, the answer depends upon what database

you are analyzing and the uses of the data. The Medicare database
should be routinely converted into these kinds of population-based
rates and made available as public information to anybody who wants
them. Other databases will be analyzed by people interested in spe-
cific employers or insurance companies.

We do not like to do things in a single way in this country. You
may have noticed that we do not provide the funds to the public

76



sector to do all of this work. For that reason, we are all going to have
to join in and put it together.

DR. MOXLEY:But the analytical approach, it seems to me, ought
to be put into the public domain. For instance, we currently have a
clinical scholar from the Robert Wood Johnson Foundation who is

working with our corporate planning group and the Rand Corpora-
tion in analyzing some very specific measurements of hospital out-
come. We would not think of trying to keep the analytic tool as a
piece of proprietary information. As long as analytical tools become
part of the public domain, the issue of who develops them becomes
rather inconsequential.

I do think the government, in its traditional role of funding re-
search, ought to support this avenue of research; but there is much
room for the private sector to support it as well.

DR. CAPER:I think that is critical, if only for the credibility of the
approach. All of these things I have presented have been out in the
public domain for 15 years. We are developing tools to apply in spe-
cific instances, but the approach is public information. That is the
way it has to be.

Growth of the For-Profit Sector

MR. SEIDMAN:In your discussion of the development of the for-
profit sector, Professor Pauly, the burden of what you had to say was,
first of all, that there has not been much development of the for-profit
sector, and, secondly, that even if there has been, it does not make
any great difference. I am not going to argue about whether the de-
velopment is good or bad, but I cannot understand why you minimize
the development. In the first place, just looking at data on the pro-
portion of beds--the proportion of hospitals is not the appropriate
way to study how this has developed--reveals that the expansion has
developed very rapidly. Even in the hospital sector, the change within
the for-profit sector from small, physician-owned hospitals to large-
chain, for-profit hospitals has had a tremendous effect, not only on
the for-profit hospitals but also on the nonprofit hospitals.

The analysis should not be confined to hospitals. This development
is taking place in every sector of medical care. It is taking place very
rapidly, for example, in the HMO field, and is having an impact not
just on the for-profit HMOs, but on the nonprofit HMOs as well. The
same thing is happening in home health care. The nursing homes
have always been for-profit but, again, there is a change. The for-
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profit dominance continues, but the change in ownership involving
large chains is very considerable in the nursing home field. All this
is having an impact.

In terms of the future, the point you made, that the for-profits do
have a much greater access to the capital market than the nonprofits,

certainly is going to favor the development of for-profits.
Finally, where I come from, a 10 percent difference is a big deal,

not a small deal. It makes the difference in whether a collective bar-

gaining agreement does or does not take place, and I would not min-
imize 10 percent differences anywhere they appear in this kind of
discussion.

DR. PAUL'Z: The question, again, is whether we are talking about
the symptom, or whether we are talking about some independent
cause, and there is always the counterfactual. Suppose there had been
no for-profits. Would things have looked different? My suspicion is
that they would not have. The nonprofits that would have existed in
those rapidly growing markets where there was a great deal of will-
ingness to pay and a shortage of capital would, for many reasons,
including the desire to generate more investment funds, have earned
fairly high net-revenue margins.

Where we have looked for differences in behavior related to own-

ership, not much comes out as being related to the issue of ownership.
So it is certainly true that the growth of for-profit ownership had an

impact on the apprehension that nonprofit firms have. But whether
it has had much of an impact in terms of the quality or price of health
care delivered to the American public--well, I just do not see much
evidence for that.

On the issue of investments and access to capital, it is true that
easier access to capital means that you can bring in capital if there
are profits to be made; but it also means that if there are not profits
to be made, you can even take capital out. We can argue about the
future of the hospital part of the health care industry. I do not see
big profits out there for the next five years, and that suggests to me
that this aspect of for-profit firm performance may be reversing.
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PART TWO:

Managing Employer Health Costs
in a Changing Market

As discussed in the Introduction and Background, virtually all em-

ployers have initiated changes in their health insurance plans aimed
at managing costs. In Part Two, the discussion centers around the
effectiveness of specific options available to employers.

In the first presentation, Richard _Ianley lays out the options avail-
able to employers in redesigning their health plans, in particular
focusing on the case management approach, in which an employee's
health care is managed to ensure that needed care is delivered using
the most cost-effective resources available.

The second presentation, by Patricia Nazemetz, illustrates the kinds
of things a firm can do from within to control health care utilization
and cost while simultaneously maintaining high-quality care.

In the third presentation, Patricia Dempster supplements the dis-
cussion about what individual employers can do by discussing ways
in which groups of employers can join together in health care coa-
litions, organizations that develop and share new data sources and
collaborate in a number of other ways to influence the health care
market.
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V. The Spectrum and Implications of
Employer Alternatives

Richard J. Hanley

Today's employers are faced with a staggering array of choices in
the health care marketplace. How does an employer choose? What
choice will bring the best payoff? What are the implications of the
strategic moves that must be made?

The rising cost of health care is a serious problem that affects
everyone, especially employers. Health care costs of U.S. employers
skyrocketed from $6 billion in 1967 to $425 billion in 1985. But an
employer, when designing a health benefit program, must consider
more than just cost. A health benefit program must be tailored to the
employer's specific needs and must provide needed services to em-
ployees.

So the employer's dilemma is twofold: How can I give as much
health care coverage as I am able, the amount that is most needed
by my employees, but at the same time give it in a way that can be
appropriately controlled so nay exl_enses to do not soar overnight?

There are no quick fixes. We cannot wave a magic wand and have
the best options become apparent. No program will solve all problems
or accommodate all needs overnight. Even the best of programs must
be modified and adjusted to meet changing conditions as time goes
on. But if we confront the changes in the health care marketplace
head-on, and if we are willing to tackle our problems, address our
needs, and provide the long-term commitment necessary to make our
programs work, we can achieve significant results. We can better
control costs not by compromising quality or access to health care,
but by improving and making more effective its delivery.

In this presentation, I will discuss several of the options available
to employers considering a new or redesigned health care program
for their workers. Then I will offer what I think is the best solution

for controlling costs and ensuring quality care.

Possible Ingredients of a Health Care Plan

There are several varieties of medical benefit packages. The most
generous are basic and major medical plans, which pay for all hos-
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pital care, surgeons' fees, and most other health services. These plans
usually involve employee payment through deductibles and/or co-
payments. For the employer, these plans are the most generous and
expensive.

Scheduled plans limit payment for certain expenses--such as hos-
pital stays and surgery--according to set fees.

Comprehensive plans involve deductibles and coinsurance for all
benefits and usually set a cap on employees' out-of-pocket expenses,
after which the plan assumes payment for all costs.

If employees are asked to share the costs of health care, they will
be motivated to use resources more cautiously. They can be asked to
pay for a portion of premiums, for deductibles and coinsurance, or
for health care expenses not included in the plan. Keep in mind that
increasing an employee's premium contribution generally does not
affect the use of health services because payments are independent
of usage. If, however, an employee is asked to pay a higher deductible
or a greater portion of the cost of care, he or she then will be more
likely to think twice about seeking medical care. A similar result
occurs if an employee must pay for a service not covered by the
company plan.

Benefit plans should be designed so that employees have incentives
to obtain cost-effective care. All health care plans should have a com-
mon, long-range objective: to encourage and enable the employee to
become a more prudent and cost-effective purchaser of health care
products and selwices. In my opinion, this is absolutely necessary if
health care costs are to be contained on any kind of genuine, lasting
basis. Although many efforts can be made on the part of the employer,
they will be undermined if the consumer does not begin to take a
more active, aggressive role. Consider these possible ingredients of
such a plan:

Cost Sharing

Some elements of cost sharing must be built into the plan. It is a
fact that people are less careful about spending money that will be
reimbursed by their group insurance. According to statistics from the
Rand Corporation, people who are fully insured for medical services
spend about 50 percent more on health care than do those with in-
surance that does not cover the first $1,000 of expenditures. The ob-
jective, therefore, must be to eliminate first-dollar coverage and to
require employees to pay a portion of costs through such methods as
coinsurance and deductibles.
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Flexible Benefits

Examples of flexible benefit programs include multiple-choice, which
allows employees to select from various plans and pay costs over and
above the employer's contribution; use-incentive, which gives de-
ferred compensation if employees spend less than a given amount on
health care; and programs under which employees can allocate ben-
efits among several choices, such as health care, vacations, extra life
insurance, day care, and deferred compensation.

Under a flexible benefit plan adopted in 1978, American Can found
that many of its employees moved away from a plan with a low
employee deductible and coinsurance requirement (costing the em-
ployer $575 per employee in 1983) to a plan with a higher employee
coinsurance requirement and deductible (costing the employer $215
per employee in 1983). The program offers a core of benefits to all
employees as well as credits--based on age, length of service, salary,
and family structure--that can be used to purchase additional ben-
efits, including extra medical and life insurance, vacation, disability,
day care, and capital accumulation.

Today's new demographics, characterized by a preponderance of
two-career couples, should not be ignored. Why should an employer
pay health benefits for an employee whose spouse already provides
the family with full coverage?

Incentives

Provide incentives for employees to seek cost-effective services such
as outpatient surgery and urgent care centers rather than to use hos-
pital emergency rooms. Another cost-effective measure is to use home
health care services so patients can leave the hospital earlier.

As an example, Owens-Illinois previously offered a benefit plan that
reimbursed patients for 80 percent of the cost of treatment in most
nonhospital settings. Those who received the same treatment in a
hospital were reimbursed at 100 percent. The incentive was just the
opposite of what the company wanted because it rewarded the pa-
tients who chose the more expensive form of treatment. That incen-
tive system has since been turned around. Now 100 percent coverage
is provided by Owens-Illinois for outpatient treatment, and only 80
percent coverage is available for unnecessary hospital treatments or
admissions.

Mandatory Second-Opinion Program

This requires an individual to obtain a second opinion before pro-
ceeding with certain types of elective, nonemergency surgery or, taken
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one step further, before all other nonemergency hospital admissions.

Specially trained registered nurses or other medical personnel can
assist patients in obtaining second opinions and, at the same time,
in understanding the available medical options such as preadmission

testing, outpatient versus inpatient surgery, preparation for early
discharge, and home health care alternatives. Although the primary
purpose of the second-opinion program is to avoid unnecessary cost,
it also is very effective in helping patients to evaluate alternative
methods of treatment and to avoid unneeded risks.

A mandatory second-opinion program for 8,000 of Owens-Illinois'
salaried employees and their dependents saved $300,000 in 1983, its
first year. At the same time, the plan preserved each patient's freedom
of choice--the second opinion did not have to confirm the first for
the treatment to be covered--and increased employee awareness of
health care alternatives. These savings represented a return of more

than $4 for each $1 it cost to operate the program.

Cost-Effective Alternative Delivery Systems

These include health maintenance organizations (HMOs) and pre-

ferred provider arrangements (PPAs) [also known as preferred pro-
vider organizations, or PPOs].

With many HMOs, the cost of care is paid up-front on a per capita
basis, so it is in the financial interest of the HMO to avoid unnecessary

hospital admissions. The results speak for themselves. HMOs across
the country typically average 300 to 400 hospital days per thousand

participants, compared to about 700 days per thousand for those in
conventional group insurance plans.

Through PPAs the employer generally offers some incentive to em-

ployees to use a specific hospital or other health care provider. In
return, the employer may receive a reduced rate and a promise of

good control over utilization. Such a wide variety of PPAs now exist
that it is difficult to generalize beyond that. But it is important to

emphasize that, with PPAs, discounts alone might not prove cost-
effective. If the price is too high to begin with and then a discount is

given, nothing has been gained.
Questions to ask when considering a PPA include: What incentive

will there be for the insured to choose the PPA? What evidence is

there of low-cost provision of services? How strong is the utilization
component of the proposed arrangement? What evidence is there that
quality programs are in place and working?
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Utilization Review

This process monitors, documents, and in some cases influences

how people make use of the health care delivery system. It has three
basic elements: preadmission review, concurrent review, and retro-
spective review.

Preadmission review typically takes the form of a preadmission cer-
tification program. A patient, or usually a doctor on behalf of the
patient, must obtain certification prior to an elective admission to a
hospital. This process usually excludes the patient. It deals primarily
with the necessity for admission and the number of days that the
patient should be in the hospital if no complications occur.

Concurrent review monitors the care being received by patients who

have been admitted to a hospital. It is most effective in eliminating
unnecessary days in the hospital and often is a substitute for the
precertification program mentioned earlier. Its weakness as a stand-

alone program is that the company does not have contact with the
patient prior to admission.

Retrospective review examines patterns of health care delivery for
costs or practices that seem to be out of line. The kind of data provided
historically by insurance carriers dealing with claims and cost figures
are not enough. A company needs to know not only what the costs
are but why those costs were incurred. A good retrospective review
program should show key patterns of hospital utilization based on a
reliable case-mix index. It should be able to fairly compare charges
and length of stay, hospital by hospital, and should measure those
items against local, state, and national norms. Accurate, meaningful
information of this type is the foundation on which a company should

base important decisions such as the future structure of a health
benefit plan.

Catastrophe Insurance

A more drastic option for employers to consider is an alternative

to traditional health coverage, but one that is more in keeping with
life, disability, and other insurance designed to protect against serious
disruption in a person's life. Catastrophe insurance covers only fi-
nancially catastrophic medical events and would begin to pay for
health expenses only after they reached a certain annual limit. Ca-
tastrophe insurance would save employers a great deal of money, and

employees could benefit if they were to share those savings. If adopted
by many companies, catastrophe insurance also would reduce the
rate of cost inflation for items no longer covered. Consumers would
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have the motivation to comparison-shop for the uninsured areas of
health care, just as they do now in other marketplaces. The premise
is that individuals, not companies, should take on the costs of primary
health care, just as they do for food, housing, and clothing.

Other Considerations

Besides these design elements, an employer also must determine
the scope of a health benefit plan. What should be included? Should
a benefit program cover expensive liver transplants, artificial hearts,
and all the other medical procedures made possible by ever-improv-
ing technology? At what cost? An employer must be sensitive yet
specific, careful not to reject automatically the expensive treatments
made possible by technology but instead to make decisions appro-
priate for the employees in the plan.

An employer also must be cautious about the breadth of the plan.
As an example, plastic surgery after a disfiguring car accident may
be a legitimate expense for a company's health care plan, but should
employers pay for nose jobs, breast enlargements, or other cosmetic

procedures?
Other areas to consider when deciding what to include in a plan:

Mental Health

Traditionally, mental health coverage has lagged behind that of
coverage for other medical care. Currently over 49 percent of those
covered under private insurance are protected for psychiatric illness

on the same basis as for other medical problems. Unequal coverage
for treatment of psychiatric patients may have resulted from now-
disproven myths about mental illness. Among them: The costs of
psychiatric treatment are uncontrollable and unpredictable; mental

health care is not cost-effective; psychiatric treatment is not subject
to utilization review; public facilities offer enough services to care
for the mentally ill.

Now is the time for companies to take steps to correct the disparity.
Experience indicates that mental and physical illness often cannot
be separated and still be effectively treated. In addition, a more open
cultural environment now makes it easier for people to admit their
need for and use of mental health services. As a result, more employers
are beginning to offer counseling, employee assistance, and stress
management programs. Acute care in a hospital is one avenue of
meeting need, but sometimes an outpatient or rehabilitation program
can offer adequate care at less expense.
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Similar consideration should be given to drug and alcoholism treat-

ment programs.

Rehabilitation of Disabled Workers

An employee permanently disabled on the job at the age of 40 can
cost a company more than $1 million over the rest of his or her
lifetime. Alarmed at such a prospect, many companies believe it pays
to rehabilitate disabled workers to get them back to work, either at

their original jobs or another more suited to their capabilities.

Retiree Coverage

Cutbacks in the Medicare program cause retirees to turn to their
company plans to pay more of their medical bills. An additional area
of concern is employees who take early retirement and are not yet
eligible for Medicare, and whose health insurance coverage is still at
preretirement levels.

As life expectancy increases, so does the time in which a retiree
collects health insurance benefits. Without prefunding of future health

care costs, it is pay-as-you-go--and a fantastic liability, l

Wellness Programs

Much money can be spent here. The promotion of healthy lifestyles
and disease prevention is crucial to an effective health benefit plan.
Wellness programs range from the very expensive--building recre-
ation and fitness facilities for employees--to the much less expensive,
e.g., organization of family hikes and swim parties or setting aside
space within the company for daily aerobic workouts.

As many as 53 percent of Americans who die before the age of 65
do so because of lifestyle-related diseases. In addition, wellness pro-
grams can increase employee productivity by improving morale, job
satisfaction, and mental alertness.

The biggest weakness of wellness programs is that their benefits
are long-term and almost impossible to evaluate. But the premise is
hard to argue with: Keep your employees healthy and they will not
need the health care system. I am convinced that wellness programs
are just about the best single investment in cost containment because
they do not have to cost a great deal of money. And if the programs
can get people to start thinking and acting differently about them-

l Editor's note: For further discussion of retiree health insurance, refer to Chapter XV.
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selves and their lifestyles, the payoff in terms of a reduced need for
health care in the future--can be tremendous.

Nursing Homes

In the past quarter century, nursing home expenditures have grown
faster than any other component of the health care market. From a
base of $480 million in 1960, they reached $28.8 billion in 1983, for
an annual increase of 19.5 percent. The nursing home population also
increased from 470,000 to 1.4 million. The public share of nursing
home costs increased from 28 percent in 1960 to 55 percent in 1982.
Medicaid now accounts for 89 percent of the total public payments

to the nursing home industry. Whose responsibility is the future cost
of caring for the elderly? 2

Indigent Care

Questions of corporate responsibility go beyond the care of the
elderly in nursing homes to the broader issue of uncompensated in-
digent care. One effect of cost containment has been the inability of
hospitals and other providers to shift the costs of indigent care onto
the shoulders of those who could afford to pay. 3 Should employers
that previously covered the cost of that care now pay a moral debt
to society in another way?

The National Health Policy Forum informally surveyed represen-
tatives from leading corporations and such organized industry groups
as the Washington Business Group on Health and the National As-
sociation of Manufacturers to get an idea of where the corporate
community stands on the issue of financing for those who are unin-
sured or underinsured. In the survey, the representatives indicated
that business should and would be prepared to meet societal obli-
gations and continue to bear a significant portion of those costs. Most
agree that research must be done to accurately identify target pop-
ulations, determine the legitimate costs of indigent care, and develop
solutions through local, community-based initiatives rather than ma-
jor federal reforms.

But these are broader issues best left to another discussion. Now

that I have laid out some of the many possibilities that should be
considered when developing a benefit plan, let me present to you

2Editor's note: For a discussion of financing long-term care, see Chapter XVI.
3Editor's note: For more discussion of how indigent care may be financed, see Chapter
XIV.
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what I think is the best approach to all of the topics I have mentioned:
case management.

What Is Case Management?

An employer, when designing a benefit plan, cannot know what
will best suit each individual who will use the plan. What may be
right for one will not be for another; yet many health benefit plans
do not offer enough room for variations that could save money. A
person who could receive adequate care as an outpatient could wind
up in a hospital instead because hospitalization is covered under the
benefit plan.

Case management offers the flexibility to run the gamut of em-

ployee needs because it provides consumers with no more and no less
than those needs. This approach involves identifying a person's needs

and problems, then "managing" that person back to wellness ac-
cording to those needs.

A key component of cost containment is ridding the system of ov-
erutilization of services. Case management means that an employer
can rest assured that any utilization is a result of predetermined

medical necessity. Case management provides quality medical care
to those who need it but at the same time controls the cost of that
care.

An estimated 80 percent of today's health care costs are incurred
by 20 percent of the insured. What I am saying is this: Hire some
qualified personnel to manage that 20 percent. Take the initiative to
adopt a more active role in working not only with physicians but
with home health care and social service agencies and whoever else

can help care for these high-cost patients.
Case management involves assisting the patient in the decision-

making process by providing counseling from medical professionals.
In addition, case management

• helps patients obtain second opinions, understand the available medical
options, and make the best decisions;

• educates insured employees and dependents to become more prudent
purchasers of health care services. In this process, a third party does not
make decisions for the patients. They do it themselves, and they learn
in the process;

• provides such long-term benefits to a company as assurance of appro-
priate care, avoidance of unnecessary treatments, elimination of mar-
ginally effective procedures, increased involvement in life-style-
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improvement programs, reduction of future health risks, and prolifer-
ation of informed choices from among treatment options; and

• offers quality services, whether for alcohol or drug treatment, mental
health problems, rehabilitation therapy, or care for such chronic illness
as multiple sclerosis.

The degree of management differs according to each case. Ob-
viously, the amount needed for removal of gallstones will differ from
that for alcoholism rehabilitation. Still, all take some form of indi-
vidual examination and identification of how each person's needs can
best be met.

Case management is not an attempt to take shortcuts in the pro-
vision of health care services. Rather, it is a systematic approach to
offering quality services to employees while at the same time getting
the best value for each health care dollar. The objective is to trim the
waste out of the system.

Case management is not new. It has been practiced informally for
years by physicians, social service agencies, and hospitals in meeting
the individual needs of clients and patients. Now, however, case man-
agement is becoming a more formalized process and a viable strategy
for a comprehensive health benefit plan.

Types of Case Management

I have already touched upon some elements of case management,
including HMOs, preadmission screening, and utilization review. Some
insurers and providers consider these to be forms of case manage-
ment, but I suggest that simply monitoring or limiting services is not
enough. Instead, these aspects must be integrated into a comprehen-
sive case management process that combines assessment, planning,
coordination, referral, treatment, progress monitoring, and, most im-

portantly, determination of future needs.
Comprehensive case management must be tailored to the needs of

the individual and so, to be truly effective, should include social as
well as medical considerations. If allowed a broad range of options,
comprehensive case management can handle any health-related
problems an employee may have, ranging from chronic illness to a
one-time surgical procedure.

Such strategies could include provision of extra benefits and se-
lective waiving of restrictions to care, limiting open-ended free pa-
tient choice, and facilitating information transfer and coordination
of care among health professionals who normally have no regular
interaction
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There are three general forms of case management. The first, social
case management, is often a key way to address the needs of retirees
and the elderly. Most older persons do not suffer from a disabling
condition despite the fact that the elderly as a group are more prone
to chronic illness. Yet the elderly often have minor medical or social
needs. If those needs are addressed through case management, insti-
tutionalization often could be prevented or delayed.

Primary-care case management is more medically oriented. A phy-
sician or other qualified person provides primary care and regulates
other health service needs, including specialty referrals, hospital ad-
mission, and coordination of a patient's care while in the hospital.

The third form, medical�social case management, is geared toward
those who have been or could be institutionalized, such as stroke

victims needing rehabilitation, arthritic patients who could remain
at home with the help of others, or the terminally ill who could return
home from the hospital with the help of home health care workers
or a hospice program.

Not all of a company's employees, retirees, and dependents would
need all of these services, but it is important to design the program
so that those who do need them have access to them. Sometimes

these broader options for care will be more expensive, but keep in
mind that case managers are trained to select the least costly mode
of care. The higher expense for one case will be offset by healthier
employees who need very few services.

Employee Concerns

To many employers, close involvement in employees' personal lives,
life styles, disabilities, and need for medical care is a foreign concept.
They see such involvement as an intrusion, as do many employees.

Now, however, employers can no longer afford not to get involved
to insure that health care services are being properly utilized and

costs are being properly controlled. Employers are beginning to re-
alize that management of their employees' medical needs is too im-
portant and too expensive to be left to the providers, and so they are
becoming involved themselves.

If comprehensive case management is implemented properly, em_
ployees can be made to understand the benefits on both sides. But
an employer must be willing to stand up to invasion-of-privacy charges
by saying: "Yes, I am trespassing, but I have a right to because I also
am paying the bill. As long as I am paying the bill, then I will have
to trespass on your privacy. I, as an employer, am no longer going
to pay for something without guarantees that it is needed." Times
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have changed, and in this new era an employer's representative will
be looking over the shoulder of health care consumers.

I think you will find that employees, given adequate information,
incentives, and assistance, are both willing and able to be cost-effec-
tive health care consumers. Patient involvement in the health care

process is the key to success. But regardless of their understanding,
employees must learn to play the game by the new rules. They must
learn to be responsible in their health care choices, or they will pay
more. To be reimbursed, they will be subject to case management.

The same hard scrutiny must be given to physicians. Alexander
Leaf of the Harvard Medical School has found that an estimated 15

to 30 percent of what physicians do is ineffective, too expensive, re-
dundant, or outright harmful. In most Cases, however, it is difficult
to determine which of the 15 to 30 percent of physicians' activities
fall into those categories. We can no longer afford to take a doctor's
word for it. If one doctor says a treatment is needed, we will ask
another to be sure.

I admit this is a relatively new concept. Many employers have never
thought of inserting themselves into medical decisions and situations,
and it goes without saying that an employer that misuses information
received from or about patients opens the company door to discrim-
ination and other charges.

But this is just the beginning. The results will be too good to ignore.

Effectiveness and Examples of Case Management

Although I wholeheartedly support the concept of case manage-
ment, I admit that questions remain as to its proven effectiveness.
Although forms of case management have been introduced in about
20 state Medicaid programs, most have been operating less than four
years and their effectiveness has not been determined. Many private-
sector programs incorporate elements of case management, but it is
difficult to isolate the effects of those components to determine cost-
effectiveness.

Case management as a comprehensive strategy is a relatively new
idea, as is evidenced by the estimate that less than 1 percent of the
nation's employers currently use it. Other statistics show more com-
panies are beginning to use different aspects of case management. A
Health Research Institute (HRI) survey of the nation's 1,500 largest
employers indicated that the number of companies using concurrent
utilization review, one component of case management, grew from
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4.1 percent in 1981 to 17.3 percent in 1983. 4 That survey also indicated
that reductions for some companies reached 25 percent in continued-
stay days, 19 percent in length of stay, and 15 percent in surgeries,
with a 25 percent first-year savings for some.

One company responding to the HRI survey reported savings of
$4.5 million on 110 cases. Average savings were more than $41,000
per case, with some per-case savings topping $100,000. HRI research
indicates that case management could save 8 to 10 percent of paid
claims if externally provided, and even more if internally provided.

At Owens-Illinois--as a result of case management, the second-
opinion process, education, and counseling programs--the estimated
reduction in hospital stay for salaried employees was 655 days in
1983. Savings were estimated at more than $260,000. Avoided sur-
geries and shortened hospital stays also reduced the number of work
days lost to health care problems, for an estimated productivity gain
of nearly $90,000.

One midwestern company obtained good results after hiring a co-
ordinator to advise employees on how to use health care systems, to
monitor the use of benefits, and to act as liaison between the company,
the plan administrator, and providers. That company reported that
hospital days per 1,000 covered employees and dependents dropped
from 825 to 688 in the first year of the coordinator's activities.

Another example of internal case management is the Chicago-based
Lindberg Corporation, which implemented a health management
program in 1983. The program counsels employees about hospitali-
zation and other services and helps them make cost-effective deci-
sions. As a result, Lindberg built a $342,000 surplus in its self-funded
account by the end of calendar year 1984, which allowed a 20 percent
health premium reduction to be applied to each of the company's
divisions.

Other examples: A 17-year-old girl suffered a spinal cord injury
after a skiing accident, and was hospitalized for intensive physical
and occupational therapy. A special facility could have provided the
same therapy during the transition home but was not covered under
the insurance contract. The case manager arranged for payment, re-
sulting in an estimated savings of $57,000. A teen-ager became a
quadriplegic after a car accident and underwent a lengthy hospital
stay. To get the patient out of the hospital faster, his home was mod-

4Editor's note: Additional survey findings are discussed in the Introduction and Back-
ground.
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ified to include wheelchair ramps, an expanded bedroom, enlarged
doors, and a remodeled bathroom. A ventilator and respirator also
were purchased. Despite those expenses, six-figure savings were pro-
jected in the case.

Despite a lack of comprehensive, conclusive research results, case
management makes sense, if only from the perspective that an em-
ployer, confronted with a myriad of health care choices, can well
appreciate the coordination of services provided by this strategy.

Administration of a Case Management Program

Crucial to a successful, comprehensive case management program
are accurate data, sufficient planning, adequate funding, and taking
the time necessary to implement the plan into the organizational
structure.

Companies that have historically not played an active role in em-
ployees' lives should carefully plan implementation of case manage-
ment so their intentions are not misconstrued. A company considering
this approach also should examine past experience with illnesses and
conditions that often are good candidates for case management. These
are often costly and long-term, such as organ transplants, burns, high-
risk infants, major head trauma, cancer, and psychiatric, respiratory,
or cardiovascular conditions.

A key ingredient in case management is building a relationship of
trust with employees. Case managers should be fully trained in pa-
tient counseling and cost-effective health care alternatives. They should
have the authority to act in a clinical capacity to grant waivers of
second opinions due to timing, lack of a qualified second-opinion
physician in the patient's location, and other appropriate variables.
They also should be available to answer questions to clarify surgery
decisions and to provide counseling on a wide range of health care
subjects.

It is likely that comprehensive case management will incur addi-
tional costs because of the additional personnel needed to provide
the service. But the point is this: Traditional insurance does not man-
age individual cases from a cost-savings standpoint. If you properly
manage each case, particularly the high-cost users, you will make up
the additional cost. The old adage says you have to spend money to
make money. The same thing applies to containing health care costs.
You have to spend some money to save money.

Cost savings can be achieved in the short term by using one or more
of the many case management options available. But often, use of
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one will just shift costs or will fail to eliminate ineffective practices.
For example, if utilization review succeeds in lowering use, health
care suppliers can raise the price per visit to make up for the decrease.
If use of more-efficient delivery sites is encouraged but not required,
less-efficient facilities will continue to drain benefit coffers.

A good rule of thumb is that for every dollar you spend, you can
expect to save $3 or $4. Some providers promise savings of $10 or
$12, but I doubt those figures are realistic. Be conservative in your
estimates.

It is important to remember that cost savings are more likely to
result from long-term rather than short-term case management pro-
grams. Time is required for both providers and patients to accept
and use case management effectively.

Case management can be provided internally, externally, or from
a combination of both sources. Accurate, extensive data are required
when making these choices. Case managers charge for services in
numerous ways, most frequently per capita monthly rates and fee-
for-service charges. A general guideline might be that an employer
could expect to pay up to $2 per employee monthly for a full range
of case management services or about 1 percent to 1.5 percent of paid
claims.

Companies that are self-insured might consider a third-party ad-
ministrator or an organization selling a complete case management
program. If such a program is unavailable in your area, multiple

specialists might be needed. Having a dozen specialized case man-
agers is not the ideal situation, but if enough companies create a
market for this strategy, we will soon find experts in managing all

components of a program.
By the way, many major insurers think they can offer comprehen-

sive case management now, but I have yet to see one that truly can.
I give credit to a number of insurance companies trying to address
those kinds of needs. They see the signs on the horizon that case
management is here to stay.

A Solution for the Future

Many employers already use case management for pieces of their
health benefit programs, such as psychiatry, pregnancy, and medical/
surgical second opinions. The most effective use of case management,
however, is to take all of those pieces and put them into one well-
rounded, comprehensive package, and concentrate on the 20 percent
of the users who generate 80 percent of the costs.
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Employers are beginning to recognize the benefits of this approach
in lowering health care expenses. Health care insurers and providers
also are realizing that their costs do not have to climb in order for
them to remain profitable. Improved efficiency also can lower costs.

Comprehensive case management is the solution to quality health
care in the future. I encourage employers to begin to develop case

management as their choice of a health benefit program.
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VI. Cost and Utilization Management
from Within

Patricia M. Nazemetz

To put health care management in the proper perspective, we need
to consider it within the framework of the business climate in which

we operate.
The cost of health care is a major expense for Xerox just as it is

for most U.S. corporations. Along with the recognition of the mag-
nitude of health care cost comes the realization that these costs must

be managed, as are other corporate expenses. Health care decisions
must and will be made with sound business judgment. Management
must consider the impact of health policy decisions on the state of
the overall business.

One thing has become very clear in the past several years. The
marketplace where Xerox does business is changing. Competition
continues to intensify and will remain a way of life. We have had to

change the way we respond to the marketplace to meet that com-
petition. This has required a complete reevaluation of every phase of
the business, including human resource programs. We have had to
reconsider the way we do business and determine how we can work

smarter, more efficiently, and more effectively.

Xerox's Philosophy

Out of our introspection and reevaluations, we have set our phi-
losophy, which in turn has influenced our business priorities and
directions. The key points in our philosophy are these:

• we succeed through satisfied customers;

• we aspire to deliver excellence in all we do;

• we require premium return on assets;

• we use technology to develop product leadership;

• we value our employees; and

• we behave responsibly as a corporate citizen.

Each of these tenets has a profound influence on how we do busi-
ness. The last two in particular affect our human resource programs,
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as does our requirement for a premium return on assets (since this,
in turn, drives cost management).

Our business priorities flow from our corporate philosophy. Cur-

rently, our key priorities can be stated as follows:

• improvement in return on assets through cost reduction, profit improve-
ment, cash usage, and asset utilization;

• customer satisfaction; and

• market share.

Efficient Cost Management

Managing our costs carefully and efficiently is thus a chief priority
in every phase of the business, including human resources. The ques-
tions are these: Are we buying the right products and services? Are

we paying the right prices? Are we getting the right return--quality
and "customer" satisfaction--for our investment? If the answers are

not affirmative, what do we need to do to improve the outcomes?

Interestingly, in targeting customer satisfaction as a priority, we
can identify three distinct customer populations:

• our traditional customers, i.e., those who purchase our products or ser-
vices;

• shareholders--those who invest, through stock purchase, in the future
health of our business; and

• our employees, through whose efforts we serve our traditional customers
and generate a favorable return on our shareholders' investments.

Management's goal is to develop the right balance among these
groups to create a supportive interrelationship and to minimize or
eliminate conflict. This goal has implications for the human resources

strategy. It becomes the job of the human resource specialists to find
the right balance between cost efficiencies and employee needs, or,
more simply, between the company's financial and human resources.

There is a common link that unites the needs of employees with
the cost effectiveness of running the business. That link is productiv-
ity. Improvements in productivity result in greater cost effectiveness.
On the other hand, properly motivated, healthy employees will be
more productive. So, finding a way to keep employees healthy and
properly motivated should find a way to the company's bottom line.
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Changing Human Resource Environment

The human resource environment in which we operate is an evolv-

ing one. We have moved from a predominance of what was once
considered a "traditional" work force and family structure, i.e., em-
ployed male head of household with a wife and children at home, to

a much greater work force diversity where the" traditional" employee
has become a minority. This diversity is likely to continue. We have

moved from a time when employees could be expected to work for
one or two employers for their entire careers to one where employees
enjoy much greater mobility and may have many employers through-
out their careers.

Our work force is aging and will continue to do so into the fore-
seeable future. Until recently at Xerox we had very few retirees com-

pared to our active population. Those whom we hired in our explosive
growth years in the 1960s are now nearing retirement eligibility. Our
retiree population has increased significantly during the past few
years and will continue to do so into the future.

We have gone from a climate that fostered the concept of a full-
time "permanent" work force to one where the realities of competi-
tion and the uncertainty of the economy have required reductions in
our work force. To reinstitute stability in employment we must con-
sider a "buffer" work force concept. This would allow us to maintain

a regular, full-time work force with a maximum sense of permanence
while offsetting changes in manpower needs by filling the gaps with
temporary and/or part-time "buffer" employees. This means that,
with respect to some human resource programs, we are moving away
from a history of a work force that is fully covered for all of the benefits
provided to employees. We are moving toward one with more re-
strictive coverage criteria and possibly to a potentially uncovered
buffer work force that cannot participate in many of the employee

benefit programs. This dilemma needs to be studied carefully to prop-
erly weigh and balance the financial and human resources.

As we find ourselves in the midst of an evolving human resource
environment we must continually reassess the nature and value of

our employee programs. We must make the changes necessary to
manage these programs to the needs of the employees while keeping
in focus the long-term needs and goals of the company.

Managing Health Care Programs

Key among the programs that need careful monitoring and man-
agement are our health care programs. These programs, potentially
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viewed as parts of an overall health care plan, include medical and
dental reimbursement plans, disability income, workers' compen-
sation, occupational safety and health, employee assistance; and health
promotion. The role of our health care plans is to help employees
meet and effectively deal with their health care needs and those of
their families. They are also intended to help employees maximize
their health potential and to maximize safety and health in the work
place and in the community environments where we live and work.

Graphically, our health and safety model can be illustrated in the
following way, by adapting a model used by our Japanese associates
at Fuji Xerox.

Self

Family

Company

__ommunity

This demonstrates the multiple layers of responsibility as well as
dependency. Employees have a responsibility for all aspects of their
health--improvement, safety, prevention--as well as for the health
of their family members. They also have a responsibility to help main-
tain a safe and healthy environment within the company and within
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the communities in which they live and work. Conversely, employees
depend on the community as a source of health care support and
services. They depend on the company, which has a responsibility to
employees and their family members to provide a safe and healthy
work and community environment as well as appropriate programs
to support the health care needs of employees and their families.
Company attention must also be given to the health care needs within
the community, particularly with respect to environmental safety and
health.

Like the human resource environment, the health care environment

in which we operate is also evolving. In the past few years, change
in the health care system has become more pronounced and our ef-
forts to address a variety of health care issues have intensified. As we
find ourselves in the midst of constant and significant change, we
attach a new importance to the need for a clearly established direction
in which to set corporate health care policy.

Goals

Our goals include greater and better-articulated coordination among
the functions within the corporation with responsibility for various
aspects of health, greater integration in the design of different health
care programs, and, hopefully, better management of costs. To ac-

complish these goals we will need to spend more time with research
and development, i.e., pre-implementation of a program. With the
stakes so high from both a health-status and financial standpoint, it
is important that as we develop or change our health care programs
we "get it right the first time."

A coordinated, strategic approach to health care will give us the
ability to respond to health care changes, like new technology, new
diagnoses, new forms of treatment, etc. We will then be much less
reactive and in a better position to manage change.

Recent Design Changes

In recent years, we have moved from a health care reimbursement
system based solely on a fee-for-service (FFS) mechanism to one that
incorporates not only plan redesign to improve incentives for appro-
priate utilization in the FFS program, but also the inclusion of al-
ternative delivery systems (in our case, health maintenance
organizations). Our efforts will not stop there, however. We need to
take the next step to managed care systems. We are developing a plan
that will move us in that direction.
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Historically, we focused our attention and negotiating skills on our
dealings with insurers to obtain the best possible premium for the
richest possible benefit program. Within the last decade, we very
adroitly changed our focus from insurance to administrative services
contracts, crediting ourselves with the financial gains that resulted
from the release of insurance company reserves back to the corpo-
ration. We also felt that we had better control over retention-type
costs by moving out of the insurance arena and into a purely admin-
istrative one. As a result of these efforts, we discovered that we were
managing the 5 to 10 percent of plan costs associated with admin-
istration while the remaining 90 percent or more was virtually un-
managed.

Not until escalation in health care costs began to exceed 20 percent
annually did we begin to focus on the management of total plan costs.
Our first steps toward this management have been taken through
plan redesign. We have addressed the inconsistencies within the plan
that led employees to choose a more costly form of health care in
order to reduce or eliminate their out-of-pocket costs. Inappropriate
use of hospital emergency rooms and unnecessary hospital admis-
sions (for procedures that could be performed in another setting) were
among the preferred employee options under the old "first dollar"
plan design. This is not surprising, since these courses of treatment
were "free" to employees, requiring no cost sharing on their part.
Under the new plan design, the place of treatment no longer dictates
plan reimbursement levels. Employees receive equal reimbursement
no matter where they receive their care.

Since employees now share some of the cost for all of their care,
their incentives in using the health care system have been reversed.
It is now in their financial interests to select the most cost-efficient

form of health care available. Just as they minimized their costs under
the old plan by using a hospital setting for care, they are now min-
imizing their costs by getting treatment in nonhospital settings when
there is a choice. For example, in the first year of the new plan, overall
hospitalization decreased by more than 20 percent, while surgical
admissions dropped by 30 percent. Hospital admissions for elective
surgical procedures declined by 38 percent over the prior year. Claims
for less than $500 for use of hospital outpatient facilities decreased
by more than 20 percent. However, medical claims (nonhospital and
nonsurgical) decreased by only 1 percent. These utilization changes
continued through the second year of the plan (1985), when a slight
decrease over the 1984 claim levels was realized. The plan design
appears to be working.
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Easing the Transition from Old to New

To ease the transition from the old plan to the new and to ensure
that the cost-sharing approach of the new plan did not discourage
access to the health care system when appropriate, we established
flexible spending accounts for employees. These accounts address a
variety of needs, from helping employees to meet the expense of de-
ductibles and copayments, to facilitating the purchase of preventive
care not otherwise covered by the health care plan (old or new). And
although the plan deductibles and limits on out-of-pocket expenses
are tied to employees' pay, the flexible spending account is the same
for all employees and is currently more than the average deductible.

The Next Step: Purchaser-Directed Competition

While the redesign of our health care plans has been a very positive
step in the direction of managing health care costs, it is not a final
step. We now need to turn our attention and our negotiating skills
to provider contracts. Until recently, providers have controlled the
health care market in a very noncompetitive environment. Recent
attention and pressure on the health care system has created some
provider-driven competition as alternative delivery systems begin to
compete for market share. Major employers, acting as health care
purchasing agents in the process, have attempted to encourage com-
petition by encouraging diversity and (in some cases) requiring some
greater utilization efficiencies. From Xerox's perspective, the next
step is toward purchaser-directed competition. In collaboration with
the provider community, we will begin to define the health care prod-
ucts and services that we want to buy. We will develop provider
specifications that will allow us to design plans that are tailored to
the health care needs of our employees and the long-term objectives
of the company.

We realize that the purchase of poorly defined products and services
at undefined prices is not consistent with good business practice. It
does not meet the standards of the quality improvement process that
is applied to every other aspect of our business. While we have taken
steps toward cost containment, through plan redesign and expansion
of alternative delivery options, we continue to purchase off-the-shelf
products that do not necessarily meet our customer requirements. A
logical "next step" will be to define our customer requirements for
health care products and services, with the appropriate input from
the provider community. Then we will be in a position to request

103



proposals from providers and select those that can conform best to
our specifications.

Select Provider Program

Within the company there is already a model that we will use for
the select provider process. That model is our central commodities
management program (CCMP). The goal of this program, started over
five years ago, is to reduce the number of outside vendors used at the
company's North American manufacturing division to 10 percent of

preprogram levels while improving quality and productivity and thus
reducing costs. During the five-year life of the program, the number
of vendors has been reduced from more than 5,000 to about 450.

Standards set for the vendors require 100 percent conformance to
our customer requirements. Systems are in place to monitor and
measure conformance to specifications and quality improvements.
CCMP has significantly diminished the need for an internal quality-
control function. Through the program's planning, the quality control
is built in at the fl'ont end and the primary responsibility for quality
rests with the vendor.

To realize these significant results, we worked with several of our

key vendors from the onset of the program to develop realistic, achiev-
able customer requirements that would result in products or services

of the highest possible quality. Once the vendors are selected, they
are included in training and educational efforts along with their Xe-

rox counterparts. This helps to solidify the partnership and eliminate
surprises. The selected vendors become a part of the team.

Although the standards are high and conformance to Xerox spec-
ifications is rigorously maintained, the opportunity for increased market
share makes the conformance feasible and desirable for most vendors.

Many of the parallels between CCMP and our select provider pro-
gram are obvious. We intend to follow CCMP's lead to develop pro-
vider specifications for benefit levels, service requirements, quality
standards, and price. Our goal is to identify our customer require-
ments and to collaborate with our key "suppliers" in the provider
community to develop product or service specifications that meet
those requirements.

We realize the importance of developing measurement systems up
front, including a customer satisfaction measurement mechanism,
that allow all the parties involved to determine if we have achieved
conformance to customer requirements. The measurement system
must allow us to determine if service and quality standards are being
met and if benefits are being delivered at the right level for the ne-
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gotiated price. Conformance to service standards will be determined
through employees' input, since as end-users they are in the best

position to measure this. Customer satisfaction measurement sur-
veys, like those used in other areas of our business, will be used for

this input.
Measuring quality will be much more difficult. The key will be to

identify and agree upon those things that are appropriate quality
indicators, at the onset of the program. For example, we may need
to consider time lost from work, hospital readmissions, relapses, in-
fections, etc. While these measurements may need to be refined over
time, they must make sense and be feasible at the onset.

As with CCMP, our select provider program is intended to refine
and focus our provider programs. We hope that it will allow us to
sift through the ever-expanding delivery systems and to reduce the
number of systems with which we deal to a manageable and appro-
priate few. For providers selected to participate in our health care

programs, they too will have an opportunity for increased market
share. As with our vendor program, our goal will be to engage the

select providers in a partnership with Xerox (and our employees) to
share in the risks and rewards of our health care strategy; to effec-
tively deal with the health care needs of employees and their families;
to maximize employees' health potential; and to improve safety and
health in the work place and community environments.

As we evolve toward select managed care systems, the fee-for-
service system is likely to diminish in importance. While it will con-
tinue to be available, it will require greater levels of cost sharing on
the part of employees and will have reimbursement levels that are
driven by the managed care model.

The task of developing a select provider program will require time
as well as coordinated efforts of several functional areas within the

corporation. The medical benefits, disability, and occupational safety
and health staffs, as well as the employee assistance and wellness

program managers, will be working together to ensure that the cus-
tomer requirements of each of these functions are adequately rep-
resented and that common goals are established at the onset of program

development.
We wilt need to coordinate products and services as well. We must

identify those services that can be provided best from within the
company and those that should be purchased outside. For example,
programs such as employee assistance, health education, and work-
site safety must be evaluated to assess the need, and therefore the
scope, of the programs. We must then determine the best source (or
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combination of sources) for a product or service to meet that need.
We also need to identify special market segments that may require
unique or specially tailored programs. For example, psychiatric care
or "super-catastrophic" care such as organ transplants may need
special consideration. It is not yet clear how these situations will get
factored into the total program. But as many contingencies as pos-
sible will be addressed in the early stages of program development.

Summary

In summary, we intend to develop a health care purchasing pro-
gram that enables us to apply the logic and discipline involved in
any major business decision requiring the significant financial ex-
penditure of even a fraction of our health care program cost. As with
other business decisions, a key objective is to minimize and manage
risk whenever possible. Our goal is to manage not only the financial

risk to Xerox but the health risks to employees and their dependents
as well. We intend to help employees improve their health through
the right use of the health care system, for the best (and most man-
ageable) cost to the corporation.
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VII. Managing Employer Costs through
Market Influence

Patricia Dempster

My role at this forum is to concentrate on the influence of health
care coalitions on the pricing and provision of health care services
in their communities. As chairman of the Employers Health Care
Coalition of Los Angeles, I am also involved with the California Coun-
cil of Employer Health Care Coalitions, which is a coalition repre-
senting the 13 coalitions in California.

Managing health care costs is a very complex issue. When medical
insurance costs began rising at 20 percent per year during the late
1970s and early 1980s, corporations like TRW began looking desper-
ately for ways to manage these costs. By that time we were familiar
with inflation, but these medical costs far outstripped inflation and
there was no end in sight.

Most companies began their cost-control programs by becoming
more prudent purchasers. They, as well as TRW, negotiated with their
carriers to control the costs for handling the medical benefits. There
were reduced retention fees, minimum premiums, administrative-
service-only contracts, and multiple combinations thereof.

It became obvious, however, that influencing the administrative
cost of providing medical benefits--the 5, 6, 7, or 8 percent of the
total cost--was certainly not doing the job. Somehow we had to affect
the other 92 percent or more of the cost.

Employers like TRW were very reluctant to reduce benefits. We
had built reputations with our employees of having "good" benefits

that were responsive to the needs of our employees and their families.
We attracted the high-quality employees we needed, in part, by of-

fering attractive benefit packages. Therefore, we introduced a series
of positive programs--voluntary second surgical opinion programs,
hospice care, outpatient preadmission and posthospitalization test-
ing, outpatient surgical benefits, and the like. These programs were
all good, but they were nowhere near adequate to the task. The costs
kept on rising.

Emergence and Development of Health Care Coalitions

During the late 1970s, the notion developed that health care coa-
litions might be helpful in controlling these runaway medical costs.
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Although they are just one tool among many being used to deal with
escalating costs, health care coalitions have a particular appeal. They
are nongovernmental. There are no regulations. There are no com-

pliance agencies or reporting requirements to deal with. The people
involved in coalitions are the employers and sometimes the providers
that have a direct interest in the actions and outcomes. They can

channel their energies to those action items where they can realize
the greatest impact on cost. These items may be different from com-
munity to community. If the coalitions are no longer needed or no
longer effective, they can disband without any residual bureaucracies,
taxes, or obsolete laws on the books.

Memberships of coalitions vary. Many are provider/employer co-
alitions, but I think most of them are employer-only coalitions. The

most frequently reported interest group is business. Activities include
education of members, surveying members for information, benefit

design, and data studies. Other activities are communications pro-
grams for employees, legislative advocacy and analysis, and alter-
native delivery systems. In 1977, TRW in the Cleveland area was
instrumental in founding the first health care coalition in the U.S. It
was a coalition involving employers and providers that met monthly,
and a great deal of energy was devoted to working together and
formulating plans of action. They were successful in gathering data

on hospitals and occupancy, and on the number of available beds in
the Cleveland area, thereby preventing some costly further building.

They learned, however--as companies, providers, and coalitions
throughout the country have learned--that the subject of controlling
medical costs is extremely complex and rapidly changing, that there

are many constituencies involved, and that we are not dealing with
a simple supply-and-demand system. There is no end to the creativity
of those who would like a share of that very large pie--10.7 percent
of the Gross National Product in 1985.

During the 10 years since that first coalition was formed, health
care coalitions have emerged at an ever-increasing rate. Some, in-

cluding the Cleveland-area coalition, have gone out of business; most
have changed or evolved from their initial ideas. All, however, seem
to be dedicated to the notion that by working together they can iden-

tify issues and concerns of all the constituencies and begin to influence
the system.

Coalitions have directed their attention in many directions. Some
have formed preferred provider organizations (PPOs); others have
become heavily involved in the legislative process. All have become
educational forums for their members.
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In the quest for medical care cost management, companies and
coalitions are discovering the marketplace is shifting and ever-chang-

ing. We initially discovered that about 40 percent of our dollars were
going to pay hospital bills. Coalitions looked at hospitals and iden-
tified costs per day, costs per stay, length of stay, the number of beds

compared to norms, the mortality rates, the infection rates, the ser-
vices provided or not provided, which hospitals were profitable, and
which ones were losing money. We studied cost shifting, hospital

audit programs, utilization review, precertification programs, and
concurrent review programs. Our member companies changed their

plan designs to provide incentives for outpatient surgery, home health
care, and skilled nursing care facilities. Changes have occurred! We
find that the average length of stay has been reduced; more surgeries

are performed on an outpatient basis; and, due to the fact that the
more severe surgeries are performed on an inpatient basis and the

daily services are more intensive, the average cost per day in the
hospital has increased.

But companies and coalitions are finding that hospital costs as a
percent of total medical costs have not been substantially reduced.
We have an older population in the U.S.; surgeries and procedures

are performed today requiring lengthy hospital stays for the same
types of patients who would have died a number of years ago; and
hospitalizations for mental, nervous, and substance-abuse illnesses
are on the rise.

Two marketplace areas that are receiving coalition attention these

days are the quality issue and how to provide care for the medically
uninsured.

Quality of Care

As we have increasingly turned our attention to the price of medical

care by offering PPOs, publishing the charges of local area physicians
and hospitals, and providing incentives for our patients and families
to examine their hospital bills and use less-expensive settings for care,
we must become concerned about how we measure the quality of

care. In the past, employers did not worry about quality. The em-
ployee/patient chose his or her physician, who in turn selected the
hospital. Quality was the individual's problem.

Quality medical care, however, is not necessarily inexpensive. If
we are encouraging our employees to use less-expensive physicians

or hospitals, are we pushing them in the direction of lower-quality
medical care? How do we determine which physicians provide a high
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quality of medical care for a competitive price? How is quality mea-
sured? Employers working with the provider community in a coali-
tion can begin to examine these issues and develop community
standards or measures. Employers certainly cannot do it alone.

Uncompensated Care

The issue of uncompensated care is also extremely complex.l The
Consolidated Omnibus Budget Reconciliation Act of 1985, which re-
quires the extension of medical benefits for widows or widowers,
divorced spouses, over-age children, and la_d-off or terminated em-
ployees will reduce the number of people without coverage. But it
will not solve the problem by any stretch of the imagination.

There are numerous programs for providing medical care for those
unable to afford the care. Unfortunately, there are many people who
either do not qualify or do not understand and apply for these pro-
grams. These people often receive care at inner-city hospitals that
are shouldering far more than their fair share of the burden of pro-
viding care for the medically indigent. Some of these hospitals are
the ones that are now threatened with bankruptcy because of uncom-
pensated care and reduced occupancy.

Employers have, to a large extent, ignored these problems. But
health care coalitions working with the provider community can help
develop some strategies. At the very least, they are in an ideal position
to publicize the issues and enlist the aid of their companies or influ-
ence legislation to make sense out of the current plethora of programs
for the medically needy. Although another tax is abhorrent to most
of us, Florida has instituted a tax on hospital bed occupancy with
the proceeds going to those hospitals that provide care for which they
receive no compensation.

Health Care Coalitions Today

The American Hospital Association's (AHA) Office of Health Coa-
litions and Private-Sector Initiatives publishes a directory of health
care coalitions in the U.S. from data provided by the individual co-
alitions. According to the AHA, the number of coalitions increases
each year. In December 1985, there were 151 operational and 14
developmental coalitions in the U.S.

1Editor's note: For more information about indigent care, see Chapter XIV.
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Coalitions are expanding their memberships. The number with paid
professional staff has doubled. The number with a cash budget has
also doubled. Coalitions are operational in 40 states and Washington,
DC, and exist in all but six of the 100 largest cities in the United

States. Ninety-one are incorporated.
The Los Angeles Employers Health Care Coalition is made up of

over 30 of the largest employers in the Los Angeles area. We have
business and government employers as members. We have providers
as advisors. They are not members, they are non-dues-paying and

nonvoting. The advisors clearly understand what we as employers
are trying to accomplish, and they have been very supportive and
helpful. We do not always agree. Some of our discussions are heated,
but there is usually good will and understanding on everyone's part.

Our biggest project in the Los Angeles Coalition has been a data
tracking project, which we have done for four years. The most recent
information from the project is from our 1985 study, which included
data of nine of our companies, representing 151,666 lives in the Los
Angeles area and $136 million in claims, or $897 per insured. That
is a high number for most people to accept.

Some of the study's numerical highlights show a per capita increase
of 13 percent over the prior year, an increase in inpatient daily hos-
pital costs of 3 percent, and a 3 percent decrease in admissions. The
average length of stay, however, went up 6.4 percent, and the number
of patient days increased 4 percent. Overall data showed an 11 percent
increase in the average charge per admission to $6,919 and a 3 percent
increase in the average per-day hospital charge to $742. All of that
increase was due to rL, es in ancillary charges.

Those are cost issues. One area we regard as a quality issue is the
percentage of baby deliveries done by Caesarean section. Twenty-six
percent of the deliveries to employees of the nine employers in the
study were done by Caesarean section. The national average is 21
percent.

Looking at plan usage in relation to that of other large employers
in the same market enables the benefit managers involved in our
coalition to determine whether their companies are part of the trend,
are bucking the trend, or are unique. We are finding that national
norms are not very helpful. Comparing ourselves to other companies
in the Los Angeles area is about the most helpful comparison. It also
gives benefit managers feedback on the effectiveness of past design
changes and pinpoints areas for future change. These data for the Los
Angeles area are especially helpful as it becomes more evident that
medical patterns of practice do vary from area to area, and that illness
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patterns vary. For example, our study showed that 40 percent of the
hospital days during 1985 for the nine employers represented was for
psychiatric care and substance abuse. I hope that is not a national
pattern.

At each coalition meeting, we also have an employers' roundtable
discussion to update each other on plan design changes and results
of data collected on such changes to show whether they are effective.
We compare notes on approaches in dealing with hospital costs through
PPOs, health maintenance organizations (HMOs), or individual con-

tracts with hospitals. Ninety-five percent of the companies in the
coalition have redesigned their plans, and 75 percent now have pre-
certification or utilization review.

PPOs, HMOs, and contracts with hospitals abound. Member com-
panies have set the pattern for other companies in the Los Angeles
area. Some of our members have stated that the roundtable discus-

sions we have at each meeting are worth the price of admission all
by themselves.

It is hard to measure our success. The hospitals in southern Cali-
fornia say to us, "You're getting to us. Our occupancy is down; our
costs keep on going up. You're really hurting us." But when we read
data about the profitability of hospitals, we find that many of them
are still quite profitable.

Our cost per covered life in 1984, as I mentioned, increased 9 percent
over 1983. For the prior year, the increase was 15 percent. However,
increases in medical costs nationwide abated somewhat during that
same period of time. In 1985, our cost per covered life increased by
14 percent over 1984. 2

As for future actions, we are very interested in seeing how we can
get at the quality-of-care issues. One of the things we intend to do is
share information about some of the abusing providers in the Los
Angeles area. We hope to do this in a way that will not get us sued.

We are also looking at the data to figure out what can be publicized,
and then publicize it all we can. The Los Angeles County Medical
Association, one of our advisors, has agreed to help us look at some
of that data and determine which we can have strong confidence in

and can publicize. Each year the quality of the data has improved,
and now we feel ready to go public. We intend to talk about specific
hospitals and perhaps about specific areas of the city.

2Editor's note: See the Introduction and Background for more discussion of health
care costs.
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Other health care coalitions have also been active. In San Diego,

the Employers Health Care Coalition formed a coalitionwide PPO
and required peer-review data on quality from every physician who
wanted to participate. It became operational in November 1984 and
has since been spun off as a separate entity; it is one of eight PPOs
in San Diego. One small company, through the use of a PPO, reported
that it saved between 25 and 30 percent in hospital costs. The coa-
litionwide PPO has become so successful that it is now establishing

dental care, workers' compensation, psychiatric care, and substance

abuse preferred provider networks.
The South Florida Health Action Coalition created a database for

the selection of preferred providers by collecting provider-specific
price and utilization data. Six employer members of the coalition
went on to create their own preferred provider organization.

In St. Louis, the Business Only Coalition devoted its resources to

assessing the financial conditions of the local hospitals and producing
reports on each hospital's profitability. This information was used to
dispel the notion that some hospitals had experienced tough times.

In Columbus, Ohio, the coalition, working with the local Blue Cross/
Blue Shield association, published a buyer's guide for purchasing
health care and distributed it to employees in its companies. The

guide presents the average charge and length of stay for each of 40
hospitals for the 25 most frequently occurring diagnostic categories,
such as heart bypass and tonsillectomy. It will be republished by the
coalition without Blue Cross participation. I think it is an interesting

approach. I am not sure how many people choose a hospital by picking
the least expensive one, but perhaps the length-of-stay information
is helpful.

In Arizona, the 1,200-member statewide coalition introduced hos-

pital rate-setting legislation to control medical costs. This action gained
the coalition a great deal of publicity and attracted several more

pieces of legislation to be voted on, but it failed in a costly and public
political confrontation with the local hospital industry? When I say
it failed, I mean it was not voted in. I am not sure that it failed entirely,
however, if it raised the awareness of the voters in Arizona as to what

was going on there with regard to hospital costs.
Coalitions have been instrumental in stopping the construction of

new hospitals, killing legislation that would increase medical costs,

3Editor's note: See "Voters Defeat Arizona Health Care Propositions" in Employee
Benefit Notes, November/December 1984.
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salvaging state laws that permit PPOs, and, in California's case, help-
ing to preserve our state data-collection process.

Conclusion

My enthusiasm is real. There is a limitless array of issues to con-
front, and new ones emerge every day. In a medical care delivery
system as complex as ours, control in one area seems to create lack
of control in another area. You push down here, and it squirts out
over there.

Coalitions have had, and can have, an impact on local health care
delivery systems by exercising market clout, gathering and sharing
information, setting patterns, and forming, where needed, more ef-
ficient and effective medical care delivery systems.

William M. Mercer-Meidinger, Inc., an employee benefits and com-
pensation consulting firm, conducted its ninth annual employer at-
titude survey, 4 obtaining opinions from 886 chief executive officers
(CEOs) of the largest employers in the U.S. These CEOs believe the
country still faces a health care crisis, and I think all of us would
agree. They are, however, optimistic that large multihospital groups
can increase competition among health care providers, cut costs, and
improve the quality of medical care.

The CEOs do not have much faith in government as the primary
solution to the problem. They do believe that by the year 1990 it will
be employers and employer-provider coalitions that have the most
effect on health care cost containment.

Employers must continue to search for new ways to control medical
care costs. Today's program is not tomorrow's answer, as the market
shifts and the needs change. Providers are in some cases fighting for
their very existence and they will do all the fancy footwork necessary
to ensure their survival. Although health care coalitions are only one
of the many avenues employers have used to understand and help
control medical costs, they are one partnership that holds promise
of influencing the medical care delivery system toward the goal of
providing high-quality medical care at a reasonable cost.

4William M. Mercer-Meidinger, Inc., Employer Attitudes toxvard the Cost of Health (New
York, NY: William M. Mercer-Meidinger, Inc., 1985).
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VIII. Discussion

Case Management: Implications for Privacy, Liability,
Choice, and Quality

MR. PAUL: Let me begin the discussion by asking Dick Hanley to

respond to a question. It has to do with privacy, the issue of whether
an employer has a right to have some access to information about
the medical care situation of its employees. I think it is a question

that other employers may have an interest in. What rights do you
think an employer has to be involved in the issue of privacy about
medical care delivery to employees?

MR. HANLEY: First of all, many, many employers already have that

information, if they happen to be self-insured and self-administered.
Most employers have had that data and will continue to be more
involved in accessing it.

The liability question is a tricky one. I believe, though, that it can
be worked out, just as we have worked through other concerns about

privacy. Liability certainly has to be considered, but I would not let
that stand in my way in trying to develop true case management. I
would seek good legal counsel while putting the plan together. I would
not just dismiss the idea of case management because I was afraid
of the privacy question.

The information is nothing more than we have had access to in the

past. It is just a question of how to use it. If you misuse it, you are
going to get burned.

Ms. NAZEMETZ: I think it goes beyond the legal liability. I am sure
that it is an issue. Everything is a legal issue these days. But one of
the other issues that we came up against, when we were instituting

our employee assistance program six years ago, is the issue of access.
To the extent that employees feel that an employer is looking over
their shoulders and monitoring their health care, there have been

instances (at least, employees have pointed this out to us) where they
will not go through the system, simply because they do not want an
employer to know their medical history. So there is a secondary effect.
To the extent that an employer is interested in the health of its em-

ployees in the long term, one must be careful not to prohibit access.

MR. HANLEY: I recommend the use of health care providers as

professional case managers. You could rely on their credibility and

115



training to use the: data effectively and appropriately. So I am not
saying that you turn it over to the typical employee benefits depart-
ment. I am suggesting that you either bring professional case man-

agers onboard or hire companies that are in business to provide those
kinds of services and have the professional training and understand-
ing to perform case management appropriately.

Ms. CARM1CHAEL:At our company, we encountered difficulties where

we were handling the medical treatment for alcoholism and drug
addiction internally. People needing the care were not availing them-

selves of the opportunity because of the privacy considerations. So,
in moving it outside and making provisions through the medical plan
for coverage, we contracted with an external consulting firm to do
case management for us, and that is probably a good solution.

MR. SClOLI: If one of the goals of case management is to direct a
patient or an employee to the lowest level of appropriate care, that
can be easily defeated in an environment lacking suitable privacy
protections.

I learned from my experience on a committee dealing with ethical
issues related to the AIDS [acquired immune deficiency syndrome]
question in our state of New Jersey that one of the arguments against
a registry is that registering positive test outcomes for exposure to
the HTLV-III AIDS virus will influence both the employability and
insurability of certain segments of the population. That is a real con-
cern. The issue of alcoholism in the work place is another vital con-
cern. If these protections are not offered, the outcome will defeat the
very intent of case management. If these protections are offered, then
state legislatures ought to be sensitive and involved, and open a dia-
logue around the need for further protections.

MR. JACKSON: I am troubled by one part of the case management
discussion. Case management as a term is a rather sterile one. Nobody
is really for case mismanagement, I suppose, so it must be something
we are all for. I find myself much more in favor of case management
for everybody else's health care. If my wife needed something and
somebody were managing her case and decided to do various things,
it strikes me as getting right back to a very personal aspect of the
coverage.

It seems to me that cost shifting has been denigrated recently as
being nothing more than employers ducking out on their responsi-
bility and shoving the cost back onto the employee. If the employee
does not want to have those important details of his life managed by
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his employer, maybe he has to pay more of the cost himself. From
the employer's standpoint, it is all labor costs. But I am a little con-
cerned about the aspect of case management whereby an employee
accepts a job, and instead of getting "x" dollars and then being able
to handle the medical decisions on his own, puts some very funda-
mental decisions in the hands of his employer and, in effect, is stuck
with them.

MR. HAWLEY: Times are changing. With the cost of health care as
it is, and with my employer paying nearly 100 percent of it, ! per-
sonally believe that if employers insist that they want some role in
the management of the delivery of that care, they have a perfect right
to ask for it.

On the other hand, I do believe that, by giving the responsibility
to respected providers, you can accomplish that and avoid the very
close relationship that might otherwise develop. This does not change
things much, except that an agent is acting on your behalf. If my wife
were undergoing such scrutiny, I would consider it appropriate, and
believe that it would enhance the quality of care because of the direct
involvement of very creditable providers.

Ms. DEMPSTER: The positive side of case management is that per-
haps you can make sure the patient receives the most appropriate
care. You can get a person into a hospital that routinely handles a
certain disease rather than have the patient linger in a hospital that
has never dealt with it before.

We have a very successful case of a 14-year-old girl who developed
a drug problem. Through medical case management, we arranged for
some home health care and for counseling for the whole family, rather
than putting her into an acute care hospital. It is one of the few cases
that I know of where a youngster with a drug problem came out all
right. It was because of the family counseling, which we would not
have paid for without medical case management because the family
members were not ill.

MR. BOYD: Professionally, we do some case management under our
medical plans at our company. And I believe in case management,
as a consumer. But while the medical community may overdo med-
ical delivery, I question whether the corporation and the insurance
company are not going to underdo it. While too much medicine is not
necessarily good, too little is not good either.

I wonder how we convince people that the corporation and the
insurance company will act on their behalf to a greater extent than
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the medical community. While I basically support case management,
as a consumer I would rather see it performed by my physician rather
than by my insurer or employer.

MR. HANLEY:It depends on who administers the comprehensive
case management program. Again, I would suggest using only profes-
sional people, including physicians and other medically trained per-
sonnel, as well as psychologists, clinical social workers, and others
who can get into many of the cases that tend to be the very expensive
ones. Frankly, I would have some concern about relying entirely on
my employer or my insurance company to provide an objective eval-
uation and treatment process.

Again, the way it is structured would, over time, build credibility
among employees, retirees, and their dependents. That will not hap-
pen overnight, but there is some good evidence to suggest that these
kinds of programs would go a long way toward improving the quality
of health care, while at the same time putting some restraints and
controls on unnecessary health care costs.

Employee Involvement

MR. MOYNAHAN:My question is for Pat Nazemetz. We have had
much discussion about managed health care programs, and obviously
what your company is evaluating and moving toward now is inciting
people toward managed health care and, in effect, the purchasing of
care. I wonder if you can share with us or comment about how you
see incentives and plan design worked into that? Do you foresee in-
volving yourself in an exclusive provider arrangement? How do you
deal with the issue of freedom of choice of the practitioner? And are
you considering, as you are going through these deliberations, offering
your employees a variety of health plan options?

Ms. NAZEMETZ:Basically what we see evolving are select provider
programs, several systems that an employee can choose from, but
make a single election on an annual basis, or maybe less frequently
than that. Currently we are doing it on an annual basis. The fee-for-
service option would be maintained as well, so that an employee who
decides not to have his or her care managed has the option of using
a fee-for-service type of system.

The difference between this approach and what we are now doing
is that instead of having "reasonable and customary" or "usual and
prevailing" reimbursement, the reimbursement levels will be driven
by the managed-care system, Let us say, for example, that care for a
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tonsillectomy costs $1,000 in a managed-care program and a provid-
er's reasonable and customary fee is $1,500 in a fee-for-service pro-

gram. The employee has the option to use the fee-for-service program,
but the reimbursement level will be based on the $1,000 it would cost

in the managed-care system.
In terms of incentives, if you mean things like higher levels of

reimbursement if you use one system over another, we are tending
not to go in that direction.

MR. MOYNAHAN:You are considering using disincentives rather
than incentives?

MS. NAZEMETZ: Yes, we are.

MR. NEISWANGER:I have to support managed care. We are doing
it at our company. I think that if you do it very carefully, employees
will know you are really trying to help them.

: I was at a meeting yesterday at which a representative of a large
employer from Minneapolis voiced a concern that so many of their
employees are in many different HMOs that are now competing with
each other. They are not taking patients from fee-for-service; they are
taking them from other HMOs. The company is beginning to get
concerned with the issue Bruce Boyd raised--that in a highly com-

petitive, managed-care world, managers may see their job as one of
solely reducing costs. That could be a problem downstream. Unless
employers are very careful about how a managed-care program func-
tions, they may have problems.

DR. MOXLEY:I mentioned earlier that our society has an abiding
interest in individual rights. Some of the questions we are hearing
now about managed care come back to that issue.

All of us have viewed our health care as an individual right. When
it becomes managed by somebody else, we do not like it. Certainly,
as we are managing care for our employees, I can assure you that
they do not like it. They are going along with it but there is not a
great deal of enthusiasm because, in some instances, it means chang-
ing the arrangements they view as something they individually ar-
ranged and would prefer to retain.

Ms. ROEDER: I am curious about the vocabulary we use when we
talk about case management, which I personally feel has many pos-
itive aspects. We are talking about control; we are talking about man-
agement; we are talking about costs; we are talking about helping
employees. In some cases we have had many good examples. But we
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are not talking about teaching employees to use the system more
effectively.

I have heard of work that has been done on how much better people
learn and make decisions when they are well than when they face a
stressful or traumatic situation. Are any of you looking at, working
on, or advocating a system that helps employees understand how to
use the health care system before they get into a crisis situation, i.e.,
how to use those people who will be given to them as managers--so
that it can be a shared activity, not an imposed activity?

MR. HANLEY: I will step back in time to a couple of years ago when
my former employer, Owens-Illinois, implemented what we called a
"patient services program." It was a first step toward what we would
now call case management or total health management.

First we developed a very strong communications program to tell
our employees we wanted them to start participating in the health
care plan. They have access to nurse coordinators and counselors on
a toll-free-number basis so that they can discuss their medical situ-
ations with professionals. If the nurse does not feel qualified to answer
a question, it is turned over to the corporate medical director or
another physician on retainer to provide the information to the em-
ployee.

Believing that the long-term answer is to get the user of the system
more involved and to better understand the system, and also believing
that he or she has the ability, in most cases, to comprehend what
would be reasonable in terms of how to participate in the selection

of providers or the procedures recommended by the providers, we
encourage employee involvement. We have had a great deal of suc-
cess. In surveys clone every six months for about the first two years,
we received very positive feedback from employees about the oppor-
tunity to participate, to be able to ask questions, and to be counseled
about what questions to ask their doctors, things the doctor may have
overlooked.

So, in my concept of a case management program, employee ed-
ucation is vital. It ought to be a key part of any case management
initiative undertaken by a company.

MR. MOYNAHAN: I want to add one thing on the educating of em-

ployees. At our own company, we established a health care "help
line" to educate people on how to access the system when they are

about to use it. They are still in semi-crisis at that time, because they
are going to access the system in some way; but it is not a serious
crisis.
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One other thought concerns the language used so far in discussing
case management issues. Specifically, the "mandatory" aspects of
case management are not necessarily mandatory. There are programs
and approaches to the use of case management service and facility
that are varied. It is not necessary to require that a patient and/or
the attending physicians cooperate in case management. Some pro-
grams may wish to do that, but some programs do not. Some pro-
grams work only when in active cooperation with the physician in

charge of the case. So it is not necessarily a matter of turning over
the care of a severely ill patient to someone who is not appropriately
involved in the case, although it could be, depending on the plan
design. It is a very positive thing on balance, much more so than it
is in any way a negative thing.

Danger of Underutilization

DR. CAPER: I want to respond to Bruce Boyd's earlier concern about
underutilization in managed-care programs and HMOs. I think that
is a legitimate concern. The danger of underutilization is just as great
as that of overutilization in a fee-for-service system. We probably
know as little about the appropriate rates of care on the underutili-
zation side as we do on the overutilization side. One answer to that,

again, is the more or less public availability of information. I do not
mean just data; I mean information that relates to what is going on
in the medical care system.

The outcome measurement issue, of course, is the bottom line. We

do not know how to do that very. well, but we are working on it. We
do know how to measure utilization rates quite well, and let me urge
you to look at the experience of the population being served, not of
the providers. In fact, for us, the only way of detecting underutili-
zation is to look at per capita rates of service to a defined population.
For most corporations, that is going to require pooling of data at
some level on a geographic basis, either through coalitions or through
state government. But that is one way to routinely monitor the rates
of utilization of care. I emphasized overutilization in my talk because
that is what people have tended to be concerned with. Underuti|i-
zation is as big a quality-of-care issue as anything in the evolving
capitation system of payment. 1

1Editor's note: Capitation is a system of paying for health care prospectively, via a
per capita payment that is independent of the number of services used. For more
about capitation, refer to Chapter IX.
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DR. HUDSON: Some of us would feel better if some legal determi-
nation could be made of the circumstances under which an employer
needs information about the health and the health practices of an
employee. There must be some instances where, for the safety of other
employees, this possibly is mandatory. But in most instances, I would
posit that should be completely private information, except under
certain circumstances of common concern, common worry, common
danger. If you could set up a system where it was assured that the

information does not get into the hands of a direct supervisor, an
employee would feel more comfortable.

The other question is this: What safeguards should you develop to
assure that the physician group does not end up as, in a sense, the

"company physician," as in the situation of the factory doctor who
is intending to get an employee back to work and is really working
for the company? Could this be resolved by some sort of a system in
which a layperson, a quasi-governmental person, or a labor union

representative could be part of patient advocacy within that physi-
cian group?

MR. JACKSON: One of the suggestions Dick Hanley made was that

the employer, instead of managing the case himself, would get a
doctor or rely on professionals to do this. I have been a pension
consultant for many years, and have used the argument that we are
independent of insurance companies. If you go to an agent of an
insurance company who is paid by the insurance company, you might
not get totally impartial advice. If you go to an agent of the employer,
whose interest is holding down costs in the medical area, you might
not get impartial advice. If anything, it is going to err on the side of
providing less rather than more. Viewed purely from a cost stand-
point, that is all right, but as an individual, I would rather have the
feeling that the doctor is on my side. This is not an entirely economic
transaction here. Faith in the doctor is a large part of the recovery

process, it seems to me.
A second point: Phil Caper was talking about capitation and the

dangers of underutilization. The worst "rip-off" that I have seen in
35 years of working in employee benefits came under a capitation

plan, a dental plan that was operated by a collection of crooks. They
did not announce the benefits to the employees. Of course, if you do

not hear that you can go to a specific dentist who will charge you
nothing, you go to your own dentist and pay. There was no publicity
about the plan at all. They got "x" dollars a year, and in terms of
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where the money went, there were all sorts of organizations in there
collecting, but it was impossible to track down.

With an insurance plan, at least, you can get claim records from a
third party. These dentists had their own internal records. "Oh, yes,
we treated thus and such a person, and here is his chart; seven fillings
and two teeth were pulled on thus and such a day." Well, if the dentist
collecting the money is a crook and is completing those records as
input to the system, there is absolutely no way of getting control over
the situation.

I am afraid that just changing the mechanism for delivering the
service from fee-for-service to capitation is not necessarily going to

improve things. There are just as many crooks out there who will
find ways of taking advantage of a capitation system, too.

MR. GARBER:I disagree that the employer's only interest is in set-
ting cost. There are those of us who work for large employers who
believe that quality of care for the lowest possible cost is the objective.
Therefore, the mechanisms set up should make sure that quality takes
first place and cost follows. But they are related.

Quality of care is probably going to be the most important factor
that determines how this industry shapes up down the road. There
will be charlatans, as there are in any business; in the end they will
be exposed and destroyed, but they will exist as they do with any
kind of program.

MR. SEIDMAN:I want to emphasize a point that Dr. Hudson made.
Where you do not have collective bargaining, I do not see how you
can have anything but a unilateral plan that is run by the employer,
and anybody who works for the employer has to work under whatever
incentives that employer provides. Where there is collective bargain-
ing and a union that is genuinely representing the interests of the
employees, there will be a greater degree of confidence among the
employees.

The union also is subject to some of these same incentives, partic-
ularly if they know that the alternative to having a managed care
system in whatever form it takes is a reduction in health care coverage
or cost shifting or whatever it may be. So the union has to do an
educational job of explaining to its members what the alternatives
are, and eventually the members will make that determination.

MR. MOSER: I do not see the same problem with capitation that
Paul Jackson raised, as far as gaining control over use of health ser-
vices. At our company we have always determined the level of ben-

123



efits, generally through insurance of some sort. I do not see why
capitation provided through a means other than the employer does
not offer the same conditions and the same controls as under an

insurance plan.
If we head toward a capitation plan--I am not saying we will or

will not, but if we do--I would not propose that we do it on our own.
We could do it through another agent, and impose on them the need
for control and the need for quality, just as we do in the delivery
mechanism that is essentially provided through insurance.

Patient Choice and Access to Care

Ms. ANDREWS:I want to ask a question that focuses on some of the
issues Paul Jackson has been raising. In the area of health care, choices
are not always black and white. There is often a range of choice: Do
you want this procedure or another procedure? There is a range in
the way doctors prescribe treatment, and a range of appropriate treat-
ments are available. What is the degree of patient choice in a man-
aged-care system when decisions are not necessarily black and white,
when people might want to decide on the trade-offs themselves, and
on what they want to do?

MR. HANLEY: In my managed-care scenario, I would direct my
attention to the chronic users of health care and not worry so much
about the routine delivery of health care, in which we have all gotten
caught up, at least in terms of the first generation of cost-control
processes.

The chronic users are those who continually involve themselves
with some form of the medical delivery system. Therefore, if you can
put programs in place to help them deal with that need, to rehabilitate
them, although you will spend more up front you will spend less
money over time. It depends on how it is organized. The chronic user
certainly has some rights to determine exactly what those kinds of
treatment programs should be. That ties back into the question about
employee education, or user education, and I am reminded of the
case of the alcoholic. There are different treatment programs out
there, and between them, the provider and the patient can decide
which one is best for that particular patient.

I do not envision the company insurance plan as having detailed
protocols on how to handle each of those situations, so that consid-
erable flexibility and options are left to the user, at least as I perceive
the managed-care process.
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MR. PAUL: I wonder, Mr. Hanley, if you would discriminate between
the kinds of cases by talking about the chronic user. It seems to me

there ought to be a way to describe it somewhat differently. Having
gone through the family experience of needing large amounts of es-
oteric medical care, I learned a great deal about the access issue.

Knowing how to access the medical care system and knowing how"
to deal with it became important ingredients in getting the right kind
of care, let alone managing costs.

I wonder whether part of this is a question of distinguishing the
large events, the major surgeries, the illnesses that are often life
threatening, where the managed care has a value quite beyond cost
containment. In those very serious situations, helping the patient and
the patient's family get the best possible medical care is an ingredient
that may be getting lost in discussing questions of privacy and the

other questions we have brought up today. I assume you are talking
about trying to deal with the large-dollar cases which inevitably are
the serious illnesses.

MR. HANLEY: Not so much the large-dollar cases. We all know

coronary bypass surgery is a very expensive procedure, but once per-
formed and the patient is put on an appropriate rehabilitation pro-
gram, he or she should be pretty clear of related health problems for
some time to come. There are few types of illness that really drive
the majority of health care costs, and you can certainly exclude such
one-time expenditures. But if you look at alcoholism, at chronic cig-
arette smoking, at high blood pressure, at stroke, and at other such
illnesses, that is where managed-care programs are of considerable
benefit to, first, the employee, the retiree, or his or her dependents,
and, second, to the company, in terms of being able to manage health
care.

MR. MOYNAHAN:In the wide-open, fee-for-service market there comes

a point at which the patient or the patient's family turns over the
management of their case to the physician they have selected. So, at
some point, you turn over the management of your case to somebody
in the profession. In the most restricted forms of managed care, a
capitated HMO with a lock-in provision, in a sense you are turning
the management over to the staff of that HMO to make decisions.
The patient can discuss treatment with them, the same way as with
a fee-for-service doctor, and also discuss, tO the extent that the patient
can, the application of the various technologies to the cure of the
condition.

It goes back to this option issue, then, as to whether you deal with
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barriers and lock-in enrollments under managed-care programs, or
whether you actually have choices, and whether the choices are in-
fluenced by disincentives or incentives one way or the other, so that
if you disagree with the physicians involved, you have the opportunity
to be covered in other service arenas, albeit totally unmanaged, fee-
for-service access.

That is the kind of program we see emerging. There are certain
merits to overcoming this harrier issue that many people are very
much afraid of when they look at managed-care systems, and I think
it bears overcoming.

Provisions of COBRA

Ms. MOON: I would like for someone to comment about the impli-
cations of public policy changes, such as the provisions under the
Consolidated Omnibus Budget Reconciliation Act of 1985 (COBRA)
that will require continued coverage of health care after, for example,
divorce or death of a spouse, and for workers over age 69. 2 These
provisions potentially could raise employers' health care costs.

MR, DEMPSTER:I welcome the changes brought by COBRA. We now
pay for the group medical insurance of our employees regardless of
their age, so we do not have to keep track of when they reach age
70. 3 That is a very positive program.

I talked to a widow of one of our employees recently. The employee
died at age 54 and one-half, and the widow would have been covered
if the employee had been age 55. How do you explain to this woman,
who has been covered by TRW group medical insurance for 25 years,
that all of a sudden she is not going to be covered? TRW has some
responsibility for these people. It is a limited amount of coverage
under COBRA, but it seems to me that we do have that responsibility.

Coverage for Buffer Work Forces

MR. SEIDMAN"Anybody, like myself, who has been in an HMO for
many years not only accepts but very much values case management.

2Editor's note: For a discussion of the continuation-of-coverage provisions of COBRA,
refer to the Introduction and Background and to Chapter X.

3Editor's note: In October 1986, Congress passed H.R. 4154, which abolished man-
datory retirement at age 70 and recodified the COBRA provision requiring employers
to continue group health coverage for workers over age 70.
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What we missed more than anything else during the years that my
family and I were in Europe was having access to a health care system
that provides case management.

I have a different question for Pat Nazemetz, and it relates to your
very brief allusion to a buffer work force at Xerox. It was not clear
to me whether they have health care coverage during the period they
are on the job, and for how long, if at all, when they are off the job.
Or are they part of the uninsured population?

Ms. NAZEMETZ: Neither, right now, because we do not currently
have a buffer work force. It is something that we are incorporating
into our longer-term strategy; it is an open issue.

The purpose of setting up a buffer work force obviously is to give
the rest of the work force some job security and at the same time

control costs. Typically these people come in at a lower wage and for
fewer hours or with less permanence. There are two arguments being
put forth. One is that if you really want to keep costs down, you
cannot afford to incorporate these people into a benefits package,
because it adds significantly to the cost and, therefore, detracts from
your competitive position. The other argument is that you do not
want to leave them as part of the uninsured or the underinsured.

I do not have an answer for you, in terms of where we will come
out on that one. Clearly, the preference among the human resource
people is to take a hard look at some effective way of providing health
care coverage for these people. Since we are not there yet, it is not a

real time problem, but one that we are trying to anticipate so that
if, in fact, we do establish a buffer work force down the road, we will

have the right answers.

MR. SEIDMAN: I presume they would be in and out of the work force.
Would you give them group coverage on any basis at all during the
interim periods when they are not working?

Ms. NaZEMETZ: Even if we did give them company-paid coverage
while they were employed with us, we most likely would not provide
coverage while they were not employed.

MR. SEIDMAN: Would they have access to the group plan?

Ms. NAZEMETZ: That is a different question; legislation might re-
quire us to do that. But that is one of the other considerations we
must take into account,
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PART THREE:

Social and Policy Issues

In grappling with rapid change in its system of financing and de-
livering health care, the United States must confront a number of
social and policy issues.

Determining the appropriate level of health care spending is one
of the most fundamental decisions a society must make. As we saw
in Part One, the nation's explicit health policy goal has long been
access to quality health care for all residents. In recent years, the
goal has been expanded to include high-quality care at the least pos-
sible cost.

Access to health care depends, in part, on the ability to pay for
care. The United States devotes a larger portion of its Gross National
Product to health care--10.7 percent in 1985--than other industrial-
ized nations. In 1984, 65 percent of the population had employer-
sponsored health coverage; in the same year, four out of five Amer-
icans under age 65 had coverage from some source, public or private.
And almost all Americans age 65 and over are covered by Medicare
or Medicaid, federal programs that have experienced sharp increases
in expenditures over time.

Yet many other Americans are uninsured for health care expenses.
In 1984, 34.7 million people under the age of 65 and not living in the
families of military or agricultural workers had no health insurance--
an increase of 4.4 million in two years. This rise in the number of
uninsured people was brought on largely by an employment shift
since the 1982 recession from industries and firm sizes that typically
offer coverage toward those that do not. Among people who have
insurance, the coverage may not in all cases be sufficient to meet
their needs. For example, some 10 million Americans have insurance
that would not adequately protect them from the risk of catastrophic
illness expense, according to the report on catastrophic health care
coverage released in November 1986 by the Department of Health
and Human Services.

In this policy forum, employers, physicians, and others caution that
as the drive to contain and manage costs changes the ways in which
care is financed and delivered, our society must remain alert that
concern over cost does not restrict access to quality health care--
among both those who can pay for it and those who cannot. And in
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the effort to contain health care reimbursement, care must be taken
not to handicap the development and utilization of new, helpful med-
ical technologies or necessary medical education.

Another factor affecting access to care is the availability of provid-
ers. There would seem to be an abundance of providers--the ratio of

physicians to patients has steadily risen, and hospitals are increas-
ingly operating well under capacity. Yet many people in rural and
less populous areas may have difficulty obtaining health care because
providers are not always easily accessible.

Demographic changes also are bringing important implications for
health care. People over the age of 75 represent the fastest-growing
segment of our population. Medicare's Hospital Insurance trust fund
is projected to be depleted during the late 1990s, yet at that time the
oldest members of the "baby boom" generation will have just reached
their early fifties. The "graying" of our population is creating an
increasing awareness that our system of financing and delivering
health care will be challenged to meet the special needs of older
people.

Some of the most vigorous policy debates currently taking place
in the United States center around the dilemmas of how to finance

indigent health care, retiree health coverage, and long-term care.
These issues are fully explored in the Postscript, but emerge fre-

quently in this section as well.
In the first presentation, William Roper discusses the Reagan Ad-

ministration's health care policy agenda, particularly with regard to
Medicare and Medicaid. He also explores ways in which the private
and public sectors can work together in shaping health policy.

Next, Representative Bill Gradison discusses congressional health
policy objectives, including specific legislative initiatives. He also
talks about the challenge of shaping health policy during a time of
stringency in domestic federal programs, and about whether Medi-
care's policy of reimbursing hospitals prospectively may be providing
incentives to hospitals to discharge patients "sicker and quicker."

Stuart Altman then discusses the important effects the Medicare

prospective payment system has had on the financing and delivery
of health care in the United States, including the implications for

quality of care. Altman also explains why people in the private sector
should be concerned about Medicare's reimbursement policies.

In the next presentation, Morris Abram explores the role of the
individual in influencing the cost and quality of health care. Central
to his discussion are the changing patient-doctor relationship, the
need for greater communication between patient and doctor about
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the patient's medical treatment, and how a patient's family often
becomes the agent that monitors quality of care. Abram served as
chairman of the President's Commission for the Study of Ethical
Problems in Medicine and Biomedical and Behavioral Research, which

explored social and ethical dilemmas associated with health care
financing and delivery and medical research. The summary volume
of the commission's final report opens with the following passage,
which articulates some of these difficult questions:

Who will live and who will die? Who decides, and on what grounds? Are
there certain characteristics--when "defining" life or setting the bound-
aries of permissible genetic experimentation--that are essential for "hu-
manness?" In distributing risks and benefits, when should choices be left
to the consciences of individuals and when should they be constrained
collectively--by expert or lay groups, legislators, administrators, or judges? L

President's Commission for the Stud), of Ethical Problems in Medicineand Biomedical
and Behavioral Research, Summing Up: The Ethical and Legal Problems in Medicine
and Biomedical and Behavioral Research (Washington, DC: U.S. Government Printing
Office, March 1983).
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IX. Health Policy Priorities under the
Reagan Administration

William L. Roper, M.D.

I am excited about the opportunities that lie ahead for the Health
Care Financing Administration (HCFA), for Medicare, for Medicaid,
and for health care in our nation. I am grateful to President Reagan
and to Health and Human Services (HHS) Secretary Otis Bowen for
choosing me for the job. While I miss my quarters and accommo-
dations at the White House, I really have not had much time to think
about that, because the three weeks I have been on the job have been
a very, very busy time at HCFA.

I will continue to do one thing I did at the White House: chair the
Working Group on Health Policy, one of the standing working groups
under the Domestic Policy Council (DPC). The DPC is the body through
which President Reagan gets policy advice on domestic affairs. In
that role I will continue to be the administration's lead person for
health policy.

Several people have asked what my goals are for HCFA. I would
like to share some thoughts with you, and then talk about what I
think the private sector and the government can do together.

My immediate goal, and one, I am p!eased to say, that is largely
already realized, is to recruit a number of highly qualified people to
fill vacancies at HCFA. Some of these vacancies have existed for a

number of months. I have been pleasantly surprised at the willingness
of highly qualified and motivated people to come into government
at this time. Most of them are already onboard, and the whole team
will be in place very shortly. It is an exciting time for me to be able
to recruit good people, and Secretary Bowen has certainly been a
help in that regard.

My other major goal is to use the next three years not simply as a
time to "keep house" for the remaining years of President Reagan's
second term, but rather to push ahead on a health policy agenda
consistent with the overall strategy he has articulated. We will try
to further reform America's health care system, and do it in a way
that is good for all concerned: beneficiaries, providers of health care
services, and taxpayers. And, no, we do not have a blank checkbook
with which to do it.
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Major Policy Goals

HCFA will play a supportive role in some of Secretary Bowen's
policy goals. For example, we will assist him in the study of cata-
strophic illness expenses requested by President Reagan and what
should be done to further the work of the private and public sectors
in dealing with these expenses. 1

Catastrophic Health Care

One part of Secretary Bowen's study focuses on acute-care services
and catastrophic expenses under Medicare. Before he became sec-
retary, Dr. Bowen wrote a paper in which he described one way of
dealing with the problem of catastrophic health care expenses. He
suggested that a small monthly premium could be added to the cur-
rent Part B premium to provide acute inpatient and outpatient cat-
astrophic coverage. But, as he has made clear, while that is an option
under consideration, it is only one option. Other options are also being
entertained as possible ways for the private and public sectors to
work together on catastrophic health care expenses.

An interesting part of the study is the question of how to pay for
the catastrophic health expenses of people who have no health in-
surance. These are largely people who are either unemployed and
without insurance but do not qualify for Medicaid, who are employed
but for some reason do not have health insurance, or who have health

insurance that is inadequate. That clearly is a question on which the
private and public sectors can work together.

Long- Term Care

Another issue we will work on is long-term care, which is related
to the study of catastrophic illness but merits being addressed on its
own. This issue has been on the Washington health policy agenda for
some time, and our answer has long been, "Yes, it is a problem. Yes,
thoughtful people ought to be concerned about it. Now can we get
on to the next issue?"

We have not done a very effective job of dealing with long-term
care, although it is an issue that involves more than just building

lEditor'snote: The study was submitted to PresidentReaganon November20, 1986,
and calls for (1)catastrophic protection for older Americansthrough Medicare,fi-
nanced by an additional premium, (2) publiceducation, (3) encouragementof per-
sonalsavingsand private insuranceto financelong-termcare,(4)promotionof state
initiatives,and (5) full health insurancetax deductions for employers that include
catastrophic protection in their employeehealth plans.

134



nursing homes. It is a question of the demographics of our society
and of an aging population; the fact that we as a society do not save
very much for our later years; and a realization that, with govern-
mental resources limited, the private sector needs to step into this
area. I am gratified to see that this is now coming about. For example,
Carol Kelly, now with The Equitable Life Assurance Society of the
United States, worked on the idea of private-sector long-term care
insurance when she was at HCFA and continues to do so in the private
sector.

Health Programs for the Poor

The president has also asked Secretary Bowen to evaluate the ef-
fectiveness of HHS programs that address the problems of low-in-
come Americans. Medicaid provides health care to this group of
Americans. HCFA will examine what it can do to give the states more

ability to deal with the problem of providing adequate health care
for the poor.

Tort Reform

Another concern of Secretary Bowen, and one in which I hope to
assist him, is the issue of medical liability tort reform. It is a truly
pressing problem for America's health care system, one that causes

large additional, and often unwarranted, expenditures. Beyond that,
some people do not have adequate access to health care because of
doctors' and others' fears of malpractice liability. Some physicians
no longer deliver babies. There are other developments equally as

devastating. We need to address this problem.
The Reagan Administration has developed eight recommendations

for tort reform. We are now assessing whether the federal government
should step into what has traditionally been a state matter, or whether
we should simply recommend these reforms to the states.

QuaBty of Care, Capitation, and Prompt Payment

There are three other items that are of major interest and concern
to me and to Secretary Bowen. The first is a general interest in quality
of care under our programs. I had the privilege this morning of tes-
tifying before the Senate Finance Committee on the issue of quality
of care. 2 1 made the point to them, as I did at my confirmation hear-

tJ.S. Senate Committee on Finance, "Examination of the Quality of Care Under
Medicare's Prospective Payment System." Hearing June 3, 1986; document forth-
coming.
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ings, that I am not eager for us to be hauled before the Congress
simply to present data proving that things are not as bad as Congress
says they are. That is a terrible predicament for us to be in. Frankly,
I do not want us to be defensive. I want us to say that we can improve

quality of care under Medicare and Medicaid. I want us to push ahead
on that idea. To the extent we can, it will require us to do things
other than make broad assertions about quality being good, or quality

being bad, or that it is getting better or getting worse.
Frankly, we need to be able to measure quality. I announced in my

testimony this morning that we in HCFA, with the help of others, are
going to sponsor a conference this fall on how to measure quality in
health care .3We need to go further than, to paraphrase the late Justice
Potter Stewart's comment, "I know quality when I see it." We have
to do better than that. We have to be able to measure quality and
compare providers, to know which are the good doctors and which
are the good hospitals, and then we need to be in a position to release
that information.

Information should be made available so that people can make
informed judgments about which providers to seek out. We have some

mechanisms in place; we will shortly have others in place to monitor
quality of care. Peer review organizations (PROs) are an important
part of that effort, but at the base we depend upon the professionalism
of America's doctors and hospitals and other health care providers
to ensure the quality of care within the system. It is simply not pos-
sible, even if it were wise, for us to look over the shoulders of all

providers in America to see whether they are doing the right thing.
We have to depend fundamentally on professionalism and good-faith
efforts by people providing health care services.

A second item of special concern to me is the idea of the private
health plan option 4 as a form of payment for health care services.
This option is the logical next step. We are now paying an amount

of money for each hospitalization under Medicare. The private health
plan option would pay an amount of money for health care services
for a period of time.

Much of the debate over the quality of care question focuses on the
immediate posthospital period. People are asking questions about
lengths of stay. People are being discharged earlier and, some would
say, "sicker and quicker." Are they getting adequate health care ser-

3Editor's note: The conference was held in December 1986.

4Heretofore referred to as "capitation."
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vices beyond hospitalization, and whose responsibility is it to pay for
it? What about adequate supply of services in that period? The answer
is not for us to construct another benefit package for posthospital
services and find a new way to pay for the posthospital care. Then
we would have prehospital, hospital, and posthospital benefit pack-
ages, and we would have to jiggle payment rates to get the appropriate
mix of services.

What we ought to do is say that we will pay for care over a year's
time and give a health plan--a provider community, if you will--
the incentive to manage care efficiently, to deliver it effectively, to

keep people well to the extent possible, to keep them out of the hos-
pital, or at least to treat them at the most appropriate level. To me,
that is far better than embarking on yet another benefit package and

the further jiggling of payment rates.
Finally, a matter of interest to me is the operation of HCFA as a

business and how well we are doing our job. I have heard from a few

people who think we are late in paying our bills. We will spend
substantial time and money to speed up the payment of our bills,
because we need to be more timely than we have been in the recent

past.S

Cooperation between the Public and Private Sectors

Let me turn for a few moments to what I think are important things

being done in the private sector and some things that the public and
private sectors can do together. For a couple of years, I have been
saying in speeches around the country that the private sector is the
driving engine for change in America's health care system. I think
that is truer now than ever before. Employment-based health plans

are shaping new alternatives and we at HCFA and other public agen-
cies are running to try to catch up with what private employers are
doing. Frankly, that is good for us, because we are not blazing new
territory. Rather, we are learning from their experiences and building
on them.

One area that is especially active now is the idea of the private

health plan option and managed health care. Case management is
an idea whose time has come. Again and again, evidence is building

SEditor's note: As a result of budget reconciliation legislation passed by Congress
(P.L. 99-509),a 25-day deadline for payment of Medicare claims must be fully phased
in by 1989,beginning with a 30-day deadline effective October 1, 1987.
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that, by taking prudent measures to manage health care, the same
amount of care can be given at higher quality for fewer dollars.

It is encouraging to us in government to have, for example, the
Chamber of Commerce's recommendation that Medicare move ahead

as rapidly as possible to the use of vouchers .6 Much of the effort under
way in the private sector is helpful to us, and ! predict we will see a
time in the not-too-distant future when capitation is not a strange
idea to Medicare beneficiaries. Rather, it will be something to which

they are accustomed, having experienced it in their working lives.
They will be quite comfortfible remaining in those plans after they
retire, or seeking out those plans once they become Medicare eligible.

The other exciting thing about the private-sector activity is that
while for 10 years we have heard a lot of rhetoric about private-sector
concerns over the cost of health care, reality is now coming to the

fore. It is no longer just rhetoric; it is true. There is real action taking
place among employers in dealing with providers, health plans, and
others to hold down costs. They are doing it not simply by "jawbon-
ing," which is not terribly effective either with steel prices or health
prices. Rather, they are using their economic clout, as they rightly
should, to say, "We have responsibility for and we pay for health care
services for large populations of people, and we will drive hard bar-
gains to see that we get value for our dollars." That is altogether as
it should be. I applaud their efforts in that regard and repeat that we
are eager to work with the private sector where we can.

Conclusion

In closing, let me say that the future is not altogether clear. After
all, we really are in the midst of a revolution in America's health care
system. But a few things are clear. One is that tomorrow's health
care will be even better than today's. I am convinced of that because
we are targeting resources on bottom-line results. We are focusing
attention on outcomes and looking to see if people really are better
for what is being done for them. That focus will continue and, in fact,
be enhanced.

Second, we have reason for optimism because there will be an even
greater reliance on competition and further incentives for efficiency
in America's health care system.

Finally, we have reason for optimism because we are moving away
from the past's greater reliance on government regulation and gov-

6Editor's note: Dr. Roper discusses vouchers more fully later in this chapter.
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ernment intervention. The experience to date has shown that we are

headed in the appropriate direction. Some significant questions re-
main to be addressed, but the future is a bright one.

Discussion

Editor's note: Immediately after his presentation, Dr. Roper accepted
questions and comments from participants'.

Ms. ELIOPOULOS: Former HHS Secretary Joseph Califano recently
proposed to HHS that the Chrysler Corporation be paid 95 percent
of the rate for Medicare. In return, Chrysler would take care of all
the health needs of its retirees. Do you foresee that as the wave of
the future, and do you plan to approve that proposal?

DR. ROPER: [ am not ready to sign off on it yet.7 Our people are in
touch with the Chrysler folks and we are talking with them as well
as with a number of other large employers, unions, and other groups.
The idea of using capitation to deal with a large number of existing
groups is an attractive one. We are going to be looking at it carefully.

DR. HUDSON: Along those lines, where does the administration now
view the so-called "privatization" of the Medicare program to indi-
viduals outside the Social Security system? I am talking about a plan

whereby individuals develop vouchers on their own during the course
of their employment and upon reaching age 65 can purchase private
coverage in lieu of Medicare.

DR. ROPER: Some of the proposals for reform dealing with cata-
strophic illness costs are of the sort you describe. For example, one

proposal would have the Medicare program provide a residual cat-
astrophic benefit. Before that would come into play, individuals could
save through medical individual retirement arrangements (medical
IRAs) or other kinds of vehicles for more routine health care services.
That option is being debated in the public sector.

The administration's policy is that we want to further the use of
vouchers for people to enroll in private health plans. The matter you
raise is being discussed.

7Editor's note: President Reagan's fiscal year 1988 budget proposal recommends leg-
islation that would "allow employer-based plans to assume responsibility for pro-
viding Medicare benefits to their retirees in exchange for a fixed government
contribution." As of early 1987, negotiations were continuing between HCFA and the
Chrysler Corporation, along with labor unions and other employers.
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MR. MOSER: You mentioned that you wanted to encourage busi-
nesses to examine methods of dealing with some of the problems you
outlined, to act in concert with HCFA. Yet some of the current tax
laws are contradictory to business doing anything actively. Specifi-

cally, I am talking about the long-term care issue. For example, if
businesses wanted to fund long-term care for their retired population,
the current tax laws require disbursement of monies from the fund
by the time the insured reaches age 70 and one-half, which is before

the age at which many people would need money for long-term care.
Are you considering any changes in tax laws that would relate to this
issue?

DR. ROPER: So much is up in the air with tax reform right now
that it is hard to respond, except to agree that things like those you
mentioned need to be remedied.

MR. SEIDMAN: I would like to pursue what you call "capitation." I

have always understood "capitation" to mean that in return for pre-
payment by the person, himself or herself, or on behalf of that person
by somebody else, that person then has access to comprehensive care.
That is the way it is in an HMO. That is the way it is in the British

health system. You have said that you regard capitation as an alter-
native to another benefit. The problem is that we do not now have
another benefit for, let us say, long-term care--certainly not for in-
stitutional long-term care--and not even for some kinds of health
care. I would like to have a broader understanding of what you mean

by capitation. Capitation paid to whom, and for what? What does it
involve? Does it assure people that they are going to have access to
the care they need?

DR. ROPER: I invite your reading of many things that are on the
record, including our voucher bill which is before the Congress. 8

MR. SEIDMAN: That only gives people a certain amount of money
to go out and try to purchase what they need; but people do not have
the same needs. People who have the greatest need obviously require
more money to do that than the people who have lesser needs.

DR. ROPER: You raised several questions. To begin with, the world
I envision is one in which Medicare beneficiaries, if we are just talking
about Medicare, would be given the ability through a voucher to go

8Editor's note: The administration's Medicare voucher bill did not pass the 99th

Congress. The proposal will be reintroduced, along with similar proposals by a
number of sponsors, during the 100th Congress.
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out and enroll in a variety of plans, some of which would be tradi-
tional HMOs, others of which would be health insurance plans that
might pay doctors or hospitals on a fee-for-service basis. Other plans
might choose to have a closed panel of providers.

As to the benefits that would be provided under the existing TEFRA
[Tax Equity and Fiscal Responsibility Act of 1982] HMOs and com-

petitive medical plans, and also under the voucher bill, these plans
would be able as a marketing tool to distinguish themselves, to add
extra benefits beyond the standard Medicare package to attract en-
rollees.

MR. SEIDMAN: How would those extra benefits be paid?

DR. ROPER: Through the savings made by managing care more
efficiently. That is happening now. There are 126 such TEFRA HMOs
and competitive medical plans enrolling 600,000 Medicare benefici-
aries, and it is working. 9 My contention is that some of the care,
perhaps immediately posthospital or other kinds, can be offered by
these plans without additional cost because of the efficiencies in man-
aging the existing benefits.

Ms. KELLY: In the last several months, the administration decided

not to assume additional PRO responsibilities for quality of care in
capitated payment plans. The decision was made to encourage the
private sector. Are you aware of what the private sector is doing in
this area, and are you pleased with the progress?

DR. ROPER: We are keeping up with it. We soon will establish the
Office of Prepaid Health Care within HCFA which will bring together
all of our activities in connection with capitation. 1° We are eager to
see some private-sector alternatives developed for accreditation and
quality control. The Senate and the House took note of that in their
language in connection with the Consolidated Omnibus Budget Rec-
onciliation Act of 1985 (COBRA), and we are hopeful that we can
develop a broad base of support that can be used in establishing
quality control.

You asked pointedly whether I am pleased with the private sector's
progress. No, I am not pleased. I think it is coming along slowly,
despite efforts to get them to move ahead. Congress has indicated it
wants PRO review of HMOs. I do not think that is wise, frankly,

9Asof December 1986, there were 149 TEFRA HMOs and competitive medical plans
enrolling over 810,000 Medicare beneficiaries.

_°Theoffice is now directed by Kevin Moley.
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because the PROs are burdened already with their duties, and I am
not eager for us to add another responsibility at the moment. But if
the private sector does not get its act together, we are going to have
PRO review of HMOs. jl

MS. KOSTERLITZ:There have been some accounts about a General

Accounting Office (GAO) report on various aspects of Medicare and
HMOs, regarding subcontractors and so on. 12Can you comment on
some of their criticisms?

DR. ROVER: I have not seen the report. As to the question of over-
payment, the determination of how much to pay is an extraordinarily
technical matter. I am not satisfied that we are doing the best job
we can, but we are pushing ahead. Our new Office of Prepaid Health
Care will have as part of its charter the task of figuring out how better
to calculate how much we ought to be paying. For example, at present,
we pay a different amount for each county in the country. That is
maddening, to say the least, to providers trying to participate under
this arrangement.

Regarding the question of regulating agreements between provid-
ers and subcontractors, again, I have not seen the GAO report, but I,
for one, would not be eager to see the government regulating those
kinds of arrangements. We think that those ought to be contractual
agreements, worked out by the respective parties in the best way they
see fit.

nEditor's note: The Consolidated Omnibus Budget Reconciliation Act of 1985 ex-

panded federal peer review to include HMOs and competitive medical plans under
contract with Medicare. The provision's effective date was delayed pending devel-
opment of a system of review by private organizations. Under the 1986 Omnibus
Budget Reconciliation Act, these independent review bodies will be eligible to con-
duct reviews in 25 states, effective April 1, 1987.

12Comptroller General of the United States, U.S. General Accounting Office, Medicare:
Issues Raised by Florida Health Maintenance Organization Demonstrations, GAO/ItRD-
86-97 (Washington, DC: U.S. Government Printing Office, 1986).
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X. Congressional Health Policy Issues

Rep. Bill Gradison, Ph.D.

Government health policies have many goals. The ones we talk the
most about are cost containment, access, and quality. Today the stress
is obviously on cost containment, which brings into sharp focus the

inherent conflict among these three goals.
At some point, insistence on any one goal impinges on the other

two. In the past, tough choices have been minimized by simply adding

more dollars or starting new programs. However difficult such health
policy choices may once have been, they are far tougher in what I
would describe as the Gramm-Rudman-Hollings I revenue-neutral,

budget-neutral world.

Health Care Versus the Budget

While Gramm-Rudman-Hollings was very controversial, there seems
to be a consensus with regard to two goals, among both those who
voted for it and those who opposed it. They seem to be what we called
at Harvard Business School "currently useful generalizations."

One is that we want to hit the $144 billion target for the next fiscal

year and no more. The second is that we do not want sequestration
(i.e., automatic across-the-board spending reductions under Gramm-
Rudman-Hollings). We want the budget cuts to be made in a more
rational manner. To accomplish this, both on the tax side and on the
spending side, we have got to do something that the federal govern-
ment is not accustomed to doing--taking from Peter to pay Paul.

For the last four years, there have been impasses between an ex-
ecutive branch that favors defense and foreign aid over domestic
spending programs and a Congress that is more supportive of do-
mestic spending programs. These impasses have been resolved by
spending money for both, a compromise only a politician can love.
This is no longer possible or, at least, easy to accomplish, so health
care spending must compete with other public or private spending.
Treatment competes with research, prevention with care, and the old
with the young. Vexing issues that once, perhaps, could have been
put aside and handled by just throwing some more money into the
pot are intensified and must be discussed.

1Editor's note: Named after its congressional sponsors, this legislation (P.L. 99-177)
set annual federal budget deficit targets designed to eliminate the deficit by 1991.
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Some issues important to Congress are: How far can costs be re-
duced without having an impact on quality? Does the present diag-

nosis-related group (DRG) payment mechanism for hospitals under
Medicare provide a fair distribution of adequate care among patients
of different hospitals? Does the DRG system require hospitals and

physicians to make decisions that are not in the best interest of their
patients? Does fee-for-service reimbursement encourage overutili-
zation of physician services? Do health maintenance organizations
(HMOs) and comprehensive medical plans encourage underutiliza-
tion? How is quality to be measured, and by whom?

The Congress, following the plan of the founding fathers, is a re-
sponsive, not an anticipatory, body. You cannot have both. Crises,
real and imagined, that show up on the nightly news tend to move
us to action.

Right now, we have anecdotal information suggesting that the DRG
system has had a negative effect on quality. It is difficult to tell how
serious this impact has been. This has an impact on policy, and it

has an impact on legislation. In the most recent budget reconciliation
bill, which covered a wide range of departments and activities of the

federal government, there were, by one count, 51 separate provisions
involving Medicare. That bill, by the way, is known by an acronym.
It is the Consolidated Omnibus Budget Reconciliation Act of 1985,
but it is called COBRA. Those in the field believe that COBRA has a

definite double meaning because of some of the provisions we have
included here. Certainly some of the providers feel that way.

In a broad sense, what we were trying to do was fine-tune the DRGs.

We did this in COBRA in many provisions. For example, wage indexes
were modified to try to provide greater equity between rural and

urban hospitals. The direct and indirect medical education add-ons
were revised. We increased payments to hospitals serving a dispro-

portionate share of low-income patients, and provided a timetable--
which I think will hold up--for transition to national DRG rates. As
a matter of fact, Oregon is already there.

We increased payments to participating physicians as an incentive

to increase participation. We clarified the responsibilities of Medicare
hospitals in emergency cases. This is the matter of patient transfers,
or so-called "dumping."

We also dealt with an issue that I want to use as a point of departure
here--the matter of continued health coverage. One of these 51 items
in COBRA amends the Internal Revenue Code, the Employee Retire-

ment Income Security Act of 1984 (ERISA), and the Public Health
Service Act to require that an employer with 20 or more employees
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that maintains an employer-provided group health plan must provide
a continuation option to certain qualified beneficiaries.

These beneficiaries are widows, divorced spouses, and spouses of
Medicare-eligible employees, as well as dependent children of such
beneficiaries. They must have the option to continue group health

coverage for up to three years. They will pay for this, but payment
is limited to a maximum of 102 percent of what similarly situated
beneficiaries would have to pay. We also have an 18-month contin-
uation financed in a similar way for terminated employees. That

includes voluntary and involuntary terminations, except those whose
termination resulted from gross misconduct.

Improved Access

This leads me to comment briefly on the Improved Access to Health
Care Initiative, a bill of which I am a cosponsor. 2 This is a highly

controversial piece of legislation. It builds upon some of the steps
recently taken, and, in particular, on the COBRA continuation pro-
vision to which I referred.

It is also an outgrowth of statistics that suggest 75 percent of all
Americans without health insurance are employed or are the depen-

dents of employees. To be frank, that is different from what I would
have expected years ago. It may help explain why some of us in
Congress are looking at the employment relationship to see what can
be done to encourage, force, or dragoon employers into broadening
their coverage for some of these now-uncovered groups.

We would extend coverage of employer-paid health insurance to
laid-off workers and their dependents. We would follow the example
of nine states that now have subsidized health insurance pools by

requiring the other states to set up such pools.
We would require that states establish a mechanism to fund hos-

pital charity care or develop a plan to provide health insurance to
all uninsured residents. In certain respects, this builds on what is
already being done in New York, New Jersey, and Florida, which
have funding mechanisms for uncompensated medical care. We also
would attempt to find some way to encourage the self-employed to
take a more positive view toward covering their employees, because

2Editor's note: The Improved Access to Health Care Initiative (S. 2402, S. 2403, and
H.R. 4742) was not passed by the 99th Congress. The provision mandating establish-
ment of state health insurance risk pools was incorporated into the House version of
budget reconciliation legislation, but was not part of the conference agreement.
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about half of the people who are employed but uninsured work for

self-employed individuals or small businesses, so that is a special
problem .3

Medicare Reforms

Another related bill in the 99th Congress is the Medicare Quality
Protection Act. It is probably less controversial. To me, the most

important provision is one that would require the Department of
Health and Human Services (HHS) to develop within the next 18

months a legislative recommendation to refine the prospective pay-
ment system (PPS) to better account for variations in severity of
illness and case complexity. 4

I personally think that the greatest weakness in the DRG system
today is its lack of a severity or intensity factor. I am not aware of

any hard data on which to base action right now, so this is an attempt
to get such information. I say an "attempt" because those of us in
the Congress who are concerned about these issues have had a chronic

problem, particularly during this administration, in trying to get
timely reports from the Health Care Financing Administration (HCFA)
on very important issues. We set deadlines that often are not met. In
many cases, the reports have been completed but the Office of Man-
agement and Budget will not let them out.

! mention this because some of us believe that it may be necessary
to turn to other groups to get timely reports. HCFA is not the only
group that does studies, and they often contract these out, so it may
be possible for us to turn to the Office of Technology Assessment, the
Library of Congress, the General Accounting Office, or to consultants
directly, if necessary, to get the information we need.

Government Attitudes toward Health Care

Let me summarize what I think reflects current government atti-
tudes toward health care. First of all, I think we are going to be in a

3Editor's note: The Tax Reform Act of 1986 permits the self-employed to deduct from

gross income 25 percent of the cost of providing health insurance for themselves and
their spouses and dependents, provided they offer their employees coverage under a
nondiscriminatory health plan. This change is effective for tax years beginning on or
after January 1, 1987.

4Editor's note: The Medicare Quality Protection Act (H.R. 4638) was incorporated into
budget reconciliation (P.L. 99-509). One provision states that the Secretary of the
Department of Health and Human Services must within two years submit to Congress
a legislative proposal to improve classification and payment under PPS to better
account for severity of illness and case complexity.
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period of continued uncertainty. That will be the most important
thing to keep in mind when viewing government policy toward health
care financing. That is going to be true not only in direct health issues,
such as Medicare, Medicaid, and medical research, but in the very
broad context of fiscal policy. Putting it another way, federal dollars
are soft dollars, not hard dollars. If I were a recipient of federal funds,
I certainly would view them in that way.

The second point is that, following the lead of the private sector,
the federal government will try to become a more prudent buyer of
health services, perhaps a downright stingy buyer, if it utilizes its

potential market clout. Greater emphasis will be placed on health
maintenance organizations (HMOs) and capitation in general. That
will tend to reduce the federal role in defining the required scope of
services. It also will mean we will increasingly look to outside groups
to measure quality.

What that says to me is that as the pressure from both the private
and public sectors is reduced for implicit subsidies for uncompen-
sated care, some more explicit means of payment will be required.
It also says to me that if the federal government truly utilizes its

market.potential through, let us say, a preferred provider arrange-
ment, it is probably going to make it more expensive or more difficult
for nongovernmental groups to figure out how to pay for health care.
That is because the federal government, which pays something like
40 percent of all hospital bills, will not be paying as much as had
been anticipated.

The third point is that Congress is near the end of the road of
legislated health budget cuts; you can see that in both the House-
and Senate-passed budget resolutions. But do not rest comfortably
at that thought. Attention is shifting to budget restraints through
regulatory, rather than legislative, action with occasional expressions
of congressional outrage, as in the case of the administration plan
for capital reimbursement under Medicare. The squeeze will continue
to be on providers, not beneficiaries. I will give you a few examples
of what I am talking about, and these are "big buck" examples.

For two years in a row, HCFA has proposed virtually no increase
in the pool of money which is divided up under the DRGs. For the
current fiscal year, the Prospective Payment Assessment Commission
(ProPAC) proposed a little over 2 percent. HCFA proposed zero.

For the 1987 fiscal year [which began October 1, 1986], the presi-
dent's budget proposal included a 2 percent increase, described by a
word I had never heard before, and have not heard in any other
context: a "placeholder."
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I thought there was some consensus developing because ProPAC
suggested 2.8 percent, but HCFA very graciously proposed regulations
calling for an increase of one-half of 1 percent, and that was done
only after a heated meeting between HHS Secretary Otis Bowen and
some of the hospital groups, s

Probably even more important in dollars, HCFA announced its in-
tention to terminate the periodic interim payment (PIP) program for
hospitals. If this is approved, institutions are going to have to increase
their borrowing. 6

I am very disturbed about slow payments to theMedicare claim-

ants--providers, suppliers, and beneficiaries. I will introduce legis-
lation to apply the concept of the Prompt Payment Act to Medicare
reimbursement. 7 It would simply say that "clean" bills presented to

carriers and fiscal intermediaries not paid within 30 days would carry
interest after the 30th day. I also intend to include a provision in the
bill to maintain the present PIP arrangements by stopping the ad-
ministration's proposed regulations from taking effect.

The fourth point is that, as federal funds for new programs become
harder to find, the private sector will be required to carry the costs
of activities previously financed by the government. Medicare, for
example, can now be the secondary payer for the working elderly.
Also, I have already mentioned that employers that maintain an em-

ployer-provided group health plan must offer a continuation option
for certain groups. I know this is controversial, but it is not especially
revolutionary. Look at the many state laws that mandate insurance

coverage of a wide range of services, providers, dependents, and dis-
eases. I think that trend is going to grow, and has already spread to
the federal level.

My fifth point is that there may not be many bills passed by Con-
gress limited to health or Medicare. We are in an era of what I call
"megabills," bills which encompass several areas and which may

SEditor's note: For an update on the Medicare rates for 1987, see the postscript to
Appendix A.

6Editor's note: PIPs were implemented prior to establishment of the prospective pay-
ment system to ease the cash flow of hospitals receiving Medicare reimbursement. A
hospital received payment from Medicare every two weeks based on its total Medicare

reimbursement for the previous year; at year's end the cumulative amount paid was
adjusted to reflect actual expenses. In budget reconciliation legislation (P.L. 99-509),

the 99th Congress eliminated PIPs for all hospitals except those in rural areas and
those serving a disproportionate share of low-income Medicare beneficiaries.

7Editor's note: The proposal was incorporated into budget reconciliation (P,L. 99-509).

It requires that a 25-day deadline for payment of Medicare claims be fully phased in
by 1989, beginning with a 30-day deadline effective October 1, 1987.
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include recommendations from a number of committees. The tax

reform bill (H.R. 3838) is a perfect example. Who would have ever

thought that the Internal Revenue Code, as it applies to both indi-
viduals and corporations, would be put on the table and proposals
for change incorporated into a single bill? Continuing resolutions for
appropriations are another example. We are supposed to have 13
appropriations bills. Last year, only six were passed separately. The
other seven were put together in a continuing resolution, a megabill;
the biggest of these is the budget reconciliation device I mentioned
earlier in connection with Medicare changes. Such bills are likely to

be an annual vehicle for program changes, and in the health field
will largely be on the margin of policy.

Efforts will continue to make the DRGs workable and fair. Expen-
sive new benefits are going to be proposed and considered. At the
moment, I think they are unlikely to be added, for many reasons.
Some of those are partly because of the Gramm-Rudman-Hollings

environment, partly because of administration opposition, partly be-
cause major studies of catastrophic care are under way, and partly
because the Medicare trust fund faces possible depletion within a
decade.

My final point, and this is probably the most obvious of all, is that
financial stringency will heighten the awareness of ethical dilemmas
that have been there all along but which we have tended to cover up.
It will stimulate needed and valuable debate and analysis, but in the
end, members of Congress will be the last people in the country to
have their fingerprints on any policy that appears to ration health
care. We will "allocate" scarce resources, but we will not "ration"
health care.
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XI. Why the Private Sector Should Care
about the Medicare DRG System

Stuart H. Altman, Ph.D.

What Medicare and the federal government do very much affects
the private sector, but they are not going to wait for the private sector.

Congress is going to pass laws that might look like they only affect
the Medicare program, and since employers are knee-deep into wor-
rying about people buying Xerox machines or what bank to invest
in, they could say, "Gee, that's not that important to the private sector
or my employees."

I am here to tell you that the medical care system is a partnership.
Whether employers like it or not, if one partner goes out and decides
to knock down his part of the house, it is going to get drafty on the
other side. So, I would like to put in a plea for the private sector to
become concerned about some of the Medicare issues that have come

before us at the Prospective Payment Assessment Commission (ProPAC),
issues which we believe are not being handled well by the adminis-
tration. With the new direction at the Health Care Financing Admin-
istration (HCFA) started by Dr. Roper, 1 maybe I will feel differently
in the future.

Some people may remember the concerns expressed by represen-
tatives of the insurance industry in the early 1980s about the shifting
of costs from Medicare to the private sector. Medicare paid 77.1 per-
cent of the charges paid by private patients in 1980. This relative
Medicare payment rate fell and continued to fall and reached 71.8

percent by 1982. Many employers learned the hard way as they found
their premiums going up, not by the 10 or 15 percent that they ex-
pected, but by 30 to 40 percent. One of the reasons that happened is

that hospitals did not voluntarily accept the Medicare reduction. They
looked around for another deep pocket. And guess who it was?

Medicare Pays Larger Share of Patient Charges

While these past statistics may be well known, what is interesting
is what has happened in the last few years. This information comes

t Editor's note: For a discussion by HCFAAdministrator William Roper of his policy
agenda, see Chapter IX.
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from the Office of the Actuary, and economists have learned to respect
actuaries, even if we do not understand them. Wilbur Mills 2 once

said, "Get all the economists out of here. I want to see an actuary."
These HCFA figures show that since 1982, the 71.8 percent rate rose

to 75.7 percent in 1983, and to 82.9 in 1984, indicating that Medicare
is now picking up a larger and larger relative percentage of private
patients' charges. This should be wonderful news to employers, be-
cause it means that they are less likely to be cost-shifted against. But
this number could turn down, and that is what I want to talk about.

Congressman Gradison indicated a number of reasons why this is
likely to happen as the government becomes a tougher', more prudent
buyer. I also want to focus on the issue of how we should pay for new
medical technology.

Is the DRG System Responsive to New Technologies?

When Congress passed the PPS/DRG [prospective payment system/
diagnosis-related group] system in the early 1980s, I do not think it
wanted to freeze the medical care delivery system with the technol-
ogies and procedures that were in place in 198i. It recognized that
it was putting in place a totally new system, which had many positive
incentives in terms of making Medicare providers more concerned
with costs and trying to find the most efficient method of providing
hospital care. But Congress also realized that it was putting in place

a payment system that might not be responsive to new kinds of med-
ical technologies.

There was no problem with technologies and procedures that saved
the hospital money. That the DRG system does in spades, and no one
needs to be concerned about that. But there are other kinds of tech-

nologies. We can dismiss those technologies that are both cost in-
creasing and bad for health care, and good riddance to them. We
know they exist, and I think the DRG system provides the right in-
centives to eliminate such technologies.

But what about two other kinds of technologies? The first type is
that which increases costs to the hospital but reduces costs for the
total medical care system. Most employers are not concerned about
hospital costs alone. They either pay total medical care expenses or
insure total medical care expenses, and, therefore, have to be con-
cerned about a system that only worries about part of the total.

2Editor's note: Wilbur Mills is a former congressman and chairman of the powerful
House Ways and Means Committee.
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The other type of technology is that which is cost increasing, not
only for the hospital but for the entire medical system, but which
also increases the quality of care or improves a patient's life style. I
know most employers are not so hard-hearted that they only think
about the bottom line. The discussion at this policy forum clearly
indicates the importance that many employers place on increasing
the quality of our medical care system.

Where does that all take us? I want to focus on three issues that

have come before ProPAC in the last two years. I am not saying that
we at ProPAC have come up with the right solution. As a matter of
fact, I am going to suggest that in at least one case we may have come
up with the wrong solution. But we are trying to address these issues.

DRGs Fail to Adjust for Price Differences

The first example I would like to use is the cardiac pacemaker. I
have never seen a pacemaker, and I hope I never need one, but for
those of you who know less than I do, there are several different types
of pacemakers. Some are rather simple; they are not programmable
and they have one chamber. Then there are dual-chamber units, and
there are dual-chamber pacemakers that are programmable.

As you might expect, the more sophisticated units are much more

expensive. Unfortunately, the DRG system does not adjust for any of
these financial differences. While there are different DRGs for pace-
makers, they are based on whether the pacemaker is put in during a
myocardial infarction, or whether it is a replacement, but it makes

no adjustment for differences in the cost of the device.
Now, to make the numbers simple, let us say the less complicated

one costs $2,500 and the more complicated one costs $5,000. You
could almost double that difference when you finish with the extras,
e.g., surgeons' fees.

Well, just think about the pressure on the hospital. The hospital
gets one payment, and, say, the payment is the average of the two,
or $3,750. That means every time the more expensive pacemaker goes
into a body in that hospital, the hospital loses $1,250. Likewise, when
the less expensive model is used, the hospital gains $1,250.

When you hear a lot of hoorays, it is when a doctor implants the
less expensive unit, so the hospital is happy. Well, that sounds great,
except there are times when the patient really needs the more com-
plicated device. It is not clear to me that I want to see that much of
a financial incentive to implant the less costly unit. Suppose the
difference was $2,000 and $10,000 or $2,000 and $20,000. Since the
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DRG system is non-device-specific, these cost differences do not trans-
late into differences in payment to the hospital. It was designed that
way and there is, in fact, a religion built up supporting the notion
that the DRG payment amount should not be related to the cost of
the medical devices used.

We at ProPAC have had to grapple with this issue. Of course, the
pacemaker industry educated us on this problem. We had a variety
of choices, but it all comes down to the question of whether to split
the DRG system based on whether it is a single-chamber or dual-
chamber device, or create an alternative based on a mixed payment
system.

The commission decided to split DRGs based on whether the device
used was a single-chamber or a dual-chamber model. We had three
basic alternatives. We could leave it alone, which I suspect is what
HCFA will do; they are much more religiously inclined. But, as is
true in many religions, the rules are violated many times by the
faithful. So, too, in the DRG system. For example, if a patient needs
surgery, a new DRG is assigned. Surgery, after all, is a medical pro-
cedure. So why not accept some procedure or device DRGs on the
medical side?

The commission recommended that we split the pacemaker DRGs
because it believes that the current system is not good for high-quality
care; it does not establish the right set of incentives. I support the
commission. I think we need to make such a change. The reason I
bring this issue to your attention is that once the decisions are made
by Medicare, the private sector will not be free from the implications.
The hospitals will stock a more limited number of the higher-cost
pacemakers, or they will make sure that all the high-cost pacemakers
go to employers' patients because employers are better payers. Or,
employers are going to find themselves paying for the more expensive
units through their Medicare wraparound plans.

Current System Does Not Allow Supplementation

One other item: We currently have a system that does not allow
supplementation, which means that if my doctor and the hospital
decide I should get the single-chamber pacemaker but I want a more
complicated device, I cannot pay the extra amount to get the more
expensive unit.

Most of the pacemakers being implanted today, even with this neg-
ative incentive, are the more expensive devices. But who knows what
will happen when things really get tough? Understand this: The DRG
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system has been an easy system up until now, but, as Congressman
Gradison pointed out, you cannot be sure that will continue much
longer. Hospitals might then get a little tougher than they have been.

I had proposed an alternative mechanism for paying for such de-
vices by basing the payment on the hospital's specific cost of treat-
ment (50 percent) and on a national rate for that diagnosis (50 percent).
My reason for doing that is that I believe the country has overlearned
the lesson that economists and others were arguing. Under a cost-
based system, we said, "You have no incentive to reduce expendi-
tures." The hospitals, in that case, or the medical community had a
blank check. There is no, in the vernacular, coinsurance.

Cost Incentives Versus Quality

Now what have we done? We have flipped the system completely
on its ear and have said to the hospital, "You have a 100 percent
coinsurance rate for every device you use. Every time you spend any
money beyond the minimum necessary to treat the patient, the hos-
pital receives no extra compensation." From an economist's point of
view, this is too drastic a change. We love margins. We do not believe
that there should be all-or-nothings in this world. So, what you want
to do is put a reasonable coinsurance rate in place that says to the
hospital, "If you use the most expensive procedure, you're going to
have to pay something for that. You shouldn't always use the most
expensive device. And, if you use the least expensive, you will make
a profit, but the difference either way will not be so strong that it
might force the medical community to deviate from what is good
medicine."

If you work out the arithmetic, you will see that if you put 50 percent
of $2,500 and 50 percent of the average of $3,750, you come up with
a coinsurance of about 12.5 percent.

The important message of this example is that the DRG system is
not a simple technique that can be left alone. Regardless of the rhet-
oric that got the legislation passed, this is a very technically com-
plicated piece of legislation.

In spite of the rhetoric that suggests we now have an "Adam Smith"
hospital payment system that can be left alone, if Adam Smith does
not work for HCFA it is not going to be changed, and if it does not
change it is going to get worse.

The old cost-based system was like Silly Putty. If somebody in a
white coat decided what piece of medical machinery should be bought
by the hospital, it would be bought and the costs would filter through
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the cost report. Out on the bottom would come a statement, and the
Medicare system would have to pay. While we did not like this system
for many reasons, nobody had to make a big decision about how it
operated. Now we do have to make big decisions on how to pay, ana
the biggest one I see in the immediate future deals with magnetic
resonance imaging (MRI). I do not have any stock in an MRI company,
nor do I care about MRIs per se, but I do care about the types of
incentives that the current system will send to the next generation
of MRIs.

MRI is a very expensive technology. It costs a couple of million
dollars to buy. It might cost a half-million to a million dollars to
operate. Currently the capital side is passed through, but many of us
believe that at some point capital ought to be added, in some way,
to the DRG payment. 3 HCFA has announced that MRIs are a won-
derful new machine and should be added to the medical armament.

How is the hospital going to get paid for the MRI? Well, one way
to do it is what we call recalibration, the old trickle-down approach.
Let me explain how the trickle-down system is supposed to work.

The MRI affects maybe 100 DRGs, which means that the cost of
operating all the MRI machines will be spread among all the patients
who are hospitalized for those 100 DRGs, regardless of whether they
had a scan or not. That is, the reimbursement for each patient that
does have a scan may increase by a nickel.

Just think of what kind of incentive that provides to hospital ad-
ministrators. How would you like to be the salesman for the next

generation of MRIs who tries to explain to the hospital why it is in
the hospital's best interest to buy this new machine? Again, it is not
MRIs that are important; they are already in production and have

proven to be a valuable addition to diagnostic radiology. It is whether
we want the health system to have a balanced set of incentives.

ProPAC grappled with this issue and finally said, "Yes, we need to
make a major exception to the way other DRGs are priced. We need
an add-on payment for each MRI scan provided, at least for the next

couple of years. The add-on should be a fair, but limited, amount. It
should not be a giveaway. It should be based on the cost of operating
a machine in the most efficient manner. The hospital should not make

3Editor s note: Medicare currently reimburses hospitals for their capital expenditures
through a payment mechanism separate from the DRGpayment. (In fiscal year 1987,
the reimbursement is 96.5 cents for each dollar of capital costs, and will decline to
93 cents in fiscal year 1988 and 90 cents in fiscal year 1989.)There are various pro-
posals to change this approach by including capital costs within the prospective
payment system.
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money by simply doing scans on every patient. If a scan is done on
a patient, regardless of whether the hospital owns the MRI, the hos-
pital should get paid an extra amount of money. If the hospital owns
the MRI, it should get a smaller amount because it is getting its
capital passed through. But if the hospital does not own the MRI,
and has to go out and purchase it either from another hospital or an
outpatient unit, then it should get a payment that includes something

for capital. But the amount will be tough and, in most cases, will be
inadequate to pay for those MRIs in institutions that are not using
their machines efficiently."

This may not be the best method of paying for the new technology,
but at least it says to the medical technology world, "If this technology
is valuable, and most medical people think it is, it should not be
overused, but it should be available." Employers, too, need to be

concerned with this issue, because either they are going to wind up
paying disproportionately for it, if Medicare does not, or it is just not
going to be available. Employers should voice their collective or in-
dividual impressions on what needs to be done.

Inpatient Versus Outpatient Charges

One other issue I would like to mention is that the DRG system
suffers from a serious problem, one that, unfortunately, happens in
the federal government all too often. The federal government likes to
fight with the hospitals. There are few of them and they are standing
targets. The federal government does not like to fight with the doctors.
They are not fixed targets, and congressmen and administrators know
doctors and often like them.

So, just like we did in Medicare during the 1970s when we were

very tough on inpatient care and did little to control outpatient spend-
ing, so, too, today we are very tough on the inpatient side of the DRG
system. Just think of what the health care world is going to look like
if we keep tough controls only on inpatient care. Not only will the

hospital not get the operating money for the MRI, it will not get the
capital payment either. It is going to get a fixed amount of money
per DRG, regardless of how much is spent for the patient. It will,
however, continue to pay for outpatient care on a cost basis or some
other rate.

How complicated do you think it is going to be for a hospital to
put every piece of equipment on the outpatient side of the ledger?
Then the government will pass a law that says outpatient care cannot
be in the same building, so you will probably see a knife come down
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and chop the hospital so that there will be a two-inch margin between
the inpatient side and the outpatient side, or they might require a
minimum distance of 500 yards, so we will have to build tunnels.

It is a bad system. I think everybody who knows about it agrees.
We have several choices. Many people, including Dr. Roper, are sup-
porting the need to go to capitation, full payment, vouchers. Others
are talking about including an ambulatory DRG.

While capitation is very attractive, and vouchers are very attrac-
tive, I would like to add a cautionary note: It is one thing to look at
capitation when it is 5 or 10 percent of the health care system and
all of the needed redundancies are being picked up by the fee-for-
service system. But what happens when the percentages flip com-
pletely the other way around and you have 80 percent capitation and
10 or 20 percent fee-for-service? Can we be sure that all the incentives
that were good and virtuous for the prepaid capitation will continue,
and can we be sure that the set of incentives that exists today will
continue? I am not so sure. As a matter of fact, I am almost sure that
they will not be. It may be that the worst thing we could do for
capitation would be to overburden it.

I believe we do best legislatively when we offer choice. We do worse
when we mandate A or B. I would like to see capitation grow. But I
would fear very much if, in the process, we forgot about the fee-for-
service DRG system altogether. Sometimes I have the feeling that
some people are doing that, or that we penalize fee-for-service so
much that we reverse history and put the same burden on fee-for-
service that used to be on capitation.

Let me end by reiterating what I said when I began: This is not
only for the Medicare program. Employers cannot run their one-half
or two-thirds of the health care system without the other third in
sync. Employers must make their voices heard. 4

4Editor's note: For further elaboration of Professor Altman's views regarding the Med-
icare DRG system, see Appendix A.
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XII. The Individual's Role in Controlling
Cost and Quality

Morris B. Abram, J.D., Ph.D.

The subject of this panel is "Social and Policy Issues in a Changing
Marketplace," and as I have listened to the discussion this afternoon,
and as I read the papers that have been presented, including the
background papers, I decided that maybe I agreed with the 18th
century poet Alexander Pope when he said, "For forms of government
let fools contest; Whatever is best administered is best. 'q

I am rather inclined to believe that the health care system itself is

not as significant as the way in which the system is employed. You
will see what I mean in a moment, and I hope you will forgive me,

because I am going to be very personal in my remarks, speaking from
my experience as a patient who fell ill of acute myelogenous leukemia
in 1973 and has been in remission since October 1973, and as one

who has had a good deal of experience with doctors in the treatment
of a fatal disease, and also through my work on the President's Com-
mission for the Study of Ethical Problems in Medicine and Biomed-
ical and Behavorial Research.

Some very learned remarks have been made today on some dra-
matic and some marginal shifts that might be made in the current
health care system to get control of burdensome costs. The Congress,
as Bill Gradison says, is certainly not eager to resort to one of the

ways of dealing with that--rationing health care--and I do not blame
them. We hope it does not have to come to that.

But we are also concerned with quality, and I would like to suggest
to you that the medical care system in this country is driven by some
inexorable ties which make the problem ever growing and ever more
difficult to resolve.

Societal Factors Influencing the Medical Care System

There is, first of all, what I would call the greed for life, the greed
for the extension of life. For who wants a greed for death? Then there

1Editor's note: Mr. Abram's eloquent address is all the more remarkable for having
been delivered from notes rather than a prepared text. This chapter is edited from
the transcript of an audio recording of his remarks.
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is the doctor's oath and determination to satisfy that greed for life.
But who would want doctors trained otherwise?

Then there is the increased technology, often very expensive, which
makes it possible to extend life, particularly at the margins. Given
the philosophy that governs the medical care system in this country,
which is one of ethically providing a person with that care which the
person, as an autonomous individual, needs--rather than the phi-
losophy of a utilitarian society, which is to provide in an ethical way
the greatest good for the greatest number of people--we are inevit-
ably going to have a set of very difficult problems.

We do not want a society that operates health care in an authori-

tarian manner, by punishing people who smoke or who eat too much
or who engage in other practices--preventable by willpower--that
could have a significant impact on health and on national health care
costs.

So we are dealing with a system that places enormous emphasis
upon the preservation of the individual and the individual's rights
and on the protection of the medical profession in its increased use
of technology.

Recently, at the National Leadership Commission on Health Care,
a discussion took place where it was said that we have a society with
wish lists. The patient wants everything that might be good for him.
The doctors want to give everything that might be good for the pa-
tient. Everybody wants more technology. And society wants lower
costs.

You know, this was all possible at one time, and that is the strange
thing. It was all possible at the beginning of my lifetime. You could
have had every one of these things. I admit we did not have them,
because medical care was spotty. But where I grew up in South Geor-
gia, the best of medical care, which my grandfather was administer-
ing, was available so cheaply: nitroglycerine, quinine, a few simple
operations, a few simple anesthetics, home delivery of most babies,
and no antibiotics. It was not difficult to provide all of the things
that medical technology could afford or knew about at that time
without much of a drain upon the national product. That is certainly
not true today. But something else was plentiful then that seems to
be less available today, and I am going to speak about it rather bluntly.
One of the missing ingredients is that the medical profession back
then was a much more caring and personal profession.

My grandfather was a doctor. He graduated from Jefferson Medical
College in 1881. He put his sister through the Women's Medical Col-
lege of Pennsylvania in 1879. By 1904, however, she had ceased to
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be, as they were then called, a heliopath, because she claimed she
could not do much for people. So she ceased to be a general doctor,
much to my grandfather's disgust. She went to the Philadelphia Col-
lege of Osteopathy, because she could at least lay on hands and pre-
vent some suffering and give some bond.

Although medicine in those days was not characterized as being
terribly scientific, it was sometimes effective. Some of you know how
expensive psychiatry can be. I remember very well something that
happened when I was a 6-year-old child and my grandfather was
moving to Cleveland to retire. I loved him deeply.

One morning I simply could not walk. My mother called Grandpa
in great desperation: "Morris can't walk." This was the era of the
scourge of polio, so Grandpa came and looked at me. He carried me
to his office, which was not yet dismantled. He laid me on a table
and treated me with all kinds of sparks and electrical instruments
which, I suppose, really did nothing.

After having done that over my body, he said," Now you can walk."
And walk I did. He knew, though I suppose he had never read Sigmund
Freud, that I had a form of hysteria and needed a very powerful
suggestion from a very authoritative figure. Medicine in those days
did have some healing forms and some healing consequences.

Today, of course, medicine is so different. In the 1940s, medicine
was composed of 80 percent general practitioners, or people who
called themselves that, and 20 percent specialists. Now the figures

are precisely reversed. The care they provide is paid for by third
parties and delivered by cohorts to a human body that is parsed, or
separated, into all of its components. Physicians render care in an
atmosphere where consumerism causes patients to be very suspicious
of doctors, and where lawyers are around to sue for malpractice.

The Patient As the Common Link

I would like to speak for a minute about the parsing of the body
because, to some extent, it is the heart of the problem we face, at
least in the hospital setting and in the case of very sick patients.

When I was being treated for leukemia, I was attended by hema-
tologists, a renologist, a cardiologist, a hepatologist, an immuno-
therapist, an oncologist, and a psychiatrist. I grew very tired. Every-
body was demanding blood samples, and nobody ever asked the
others whether they were going to require a blood sample that day.
I could not find out, because information was parsed as the body was

parsed.
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They were all wonderful doctors; otherwise, I would not be here
today. But I remember calling them all together, the gray beards and
those not so gray, and I said to them, "Look, I'm tired of all this.

You're all great, but I want a doctor." And I turned to a woman who
was about my age and said, "You're it." She became the doctor and
the "filter."

No one else had decided that I needed a doctor. They all thought

I had needed the specialists who had parsed my body. Things im-

proved after I designated that woman as my doctor. With her aid and
cooperation, I was able to enforce the order that no one was to touch
my blood vessels but once a day, so they had better get together the
night before and decide how much blood they needed and for what
purpose. Beyond that, unless it was an emergency, I was not to be
touched.

My blood vessels were wearing out. I knew that pretty soon they
were going to go to the scalp, where they sometimes take blood or
infuse a baby. I said, "I'm not going to be touched by any of these
clumsy doctors or very clumsy interns. I want an intravenous nurse.
She knows what she's doing; she does it many, many times every

day."
There developed a fine relationship and, I think, a healing rela-

tionship. Ever since that time I have known that it is the patient who
is ultimately the only person in the world who is able to control costs
and ultimately the only person who is able to control quality. You
may think otherwise, but let me say this to you:

In the modern hospital setting, the greater the hospital, the more

vacations they have and, therefore, the more variety of cohorts. They
work 40 hours a week. There are three shifts a day. They have va-

cations. They get sick. Consequently you are attended by a vast array
of strangers in the subsidiary categories.

They do not always read orders. The only people who can monitor
the care you receive in such a setting is either you or your family.
Now, you may think this is not very likely, but I was in a great

hospital. I was supposed to have seven days and seven nights of con-
tinuous infusion of Cytosar, amongst many other drugs. At the end
of the fifth day, a woman came in to take the needle out of my arm.
I said, "What are you doing?" She said, "You've had all you're sup-

posed to have." I said, "Like hell I have. I'm supposed to have seven
days." Maybe five days would have been enough, but I was ordered
to have seven, so the needle came back in. The next day, she took it

out again. Yet it had been only six days.
I cannot tell you the number of times in which quality control really
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rested with me and my wife. For example, a bag of platelets which
are not matched cannot be put into a patient without first giving the
patient Benedryl; the patient would go into shock. Yet I cannot tell
you how many times, through my vigilance, I had to remind the
hospital staff of that.

Improving the Doctor-Patient Relationship

I have become an extremely wary user of medical service, although
I am extremely grateful for it, and I have no doubt that we have the

finest medical system in the world. The Japanese may be better in
automobiles and the Germans in cameras, but, at its best, our medical

system is the greatest. And I was at its best.
But the fact is, the doctor-patient relationship has broken down.

The consumer of medicine is not an informed consumer; and with
better information he could be a much better source of cost control.

Let me give you this illustration. I have not seen an oncologist in

five years, but I went to see an ordinary internist, a marvelous person.
I was terribly impressed with him. The other day, he said to me,
"Morris, you've got a murmur in your right aortic valve."

I am 67. ! said, "What am I supposed to do about it?"
"Nothing."
"Is it going to hurt me?"

"No, I don't think so. It's going to outlast you, anyway."
"Shall I stop doing anything?"
"No, but come back for an echocardiogram in two weeks," he said.

"By the way, have you got a dermatologist?"
"Yes."

"Has he seen that brown spot on your ear lobe?"
"I guess so."
"Better let him see it again."
Now, bear in mind that these doctors know of my relationship to

the medical field and my interest in it.
At the end of a week, I called up the internist and said, "I want to

ask you a question. It doesn't make any difference to me what that
echocardiogram costs. I'm not paying for it, the insurance company
is. But I want to know why I've got to spend the time to go down
there and get that echocardiogram. Whatever it tells you, are you
going to change anything, make any recommendation, or do any-
thing?"

"No."

"Then why in the hell am I having it?"
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"Good question. Don't come."
Next I went to see the dermatologist. He looked at my ear lobe and

said, "I've seen it. I think it's an angioma, a broken blood vessel, but
if your internist thinks .... " And he got out his knife.

"Now wait a minute," I said. "I'm going swimming this afternoon."
"Not if I take it out. You're not going swimming for five days."
"Nell, now," I said. "That's serious. Can you do a needle biopsy?"

! did not have the foggiest idea whether you could or could not.
"No," he said, "but I can stick a needle in it and draw back, and

if it's an angioma, as I think it is, it'll disappear."
"Why don't you do that?"
He did; and it disappeared.

Now, if this can happen in reputable places amongst reputable
doctors, you can imagine what the costs are to this country as a result
of negligence or ignorance or worse. The President's Commission found
that 20 percent of hospital days in 1983 were inappropriate, and that
50 to 60 percent of antibiotics administered were not indicated. Of
the 75 million x-rays a year, costing $2 billion, one-third are not
needed, and some of them probably are positively harmful. Less than
a 10 percent reduction in use of intensive care would save $2 billion
a year. Twenty-five percent of all respiratory care is not needed, rep-
resenting a total annual cost of $5 billion. The American Medical
Association says that $15 billion is now spent on defensive medicine
each year.

Now, as if all of these concerns are not enough, we know that we
have a patchwork system that leaves out enormous numbers of peo-
ple. One of the President's Commission's enduring monuments is that
it stated for the first time that American society has an ethical re-
sponsibility to provide all citizens an adequate level of health care
without imposing an excessive burden on any. I did not say it was a
right. I am sure Congress some day will decree it to be a right. But

we said it was an ethical responsibility. It was not easy to get a
unanimous report to that effect, but we did.

If we are going to have real cost controls, we will need what the
President's Commission suggested, and that is a proper relationship
between the doctor and the patient. We do not yet have it. For ex-
ample, take that little document called "informed consent. ''2 We got

2Editor's note: Essentially the informed consent document is written consent obtained
from a patient authorizing the performance of a specific medical, surgical, or research
procedure after the procedure and risks involved have been fully explained to the
patient in nontechnical terms and are understood by the patient.
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Louis Harris and Associates to do a survey asking people what they
thought that document meant. Seventy-nine percent of the patients
in a representative sample said that the informed consent document

they signed was only for the protection of the doctor; and 55 percent
of the doctors agreed.

Eighty-five percent of the patients Said they wanted to know the
truth with respect to their illnesses, even if it meant the most dismal
facts, namely that, as it was phrased, they might be dead within a
year.

Seventy-two percent want to make decisions jointly after the al-
ternatives have been explained to them by their doctors; but 88 per-
cent of physicians believe that patients want doctors to choose the
best alternatives for them.

When asked what "informed consent" meant to them, 14 percent
of physicians mentioned discussing treatment alternatives. Only 9
percent indicated that informed consent had something to do with a
patient's making a choice or stating a preference with respect to
treatment.

On the question of cost, 70 percent of patients said the doctor has
a duty to initiate discussion of the cost of the therapy or treatment.
Only 38 percent of doctors say they do.

You will never have complete informed consent between a patient
and a doctor. The level of knowledge is so different. But at least that
survey shows the gap could and ought to be closed.

The Shared Relationship

Discussion of these relationships, the President's Commission said,
is required in a proper ethical framework between doctor and patient.
We called it the "shared relationship." Now, we were not crazy enough
to think that all patients can understand what some patients can. We
were not saying that all doctors should discuss every minutia of what
can or will happen. We said the doctor has a responsibility to establish
a relationship with a patient and say, "Now, look. These are the
alternatives. These are the probable effects." The doctor should also
invite the patient to discuss the possible, and then discuss what the
effect or probable effect would be of having no treatment at all.

The observational studies conducted by the President's Commis-
sion are striking in their findings. In hospital settings, often little or
nothing is actually discussed with a patient regarding either alter-
native treatment or recommended treatment, to say nothing of the
cost. Instead, physicians commonly make decisions and proceed to
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treat the patients. Ninety-seven percent of those patients, however,
say that they should have all the available information they wish,
and 38 percent think they are told too little even inthe routine case.

They want that invitation. But, you see, that invitation requires
time that is not generally compensable on a chart. I believe a shared
relationship would have a tremendous effect in cutting down the
patient's anger, which in turn contributes so much to this dreadful
malpractice problem, which is a drag on the system and which also
produces false positives, in which tests indicate that a certain con-
dition is present when it is not, to say nothing of defensive medicine.

The shared relationship would be a cost cutter. The President's
Commission regarded it as part of therapy. The President's Commis-
sion said, and no one has contested it, that the shared relationship
should produce better outcomes. It is part of good care. It reduces
anxiety and complications during convalescence. Fewer analgesic
medicines or days in the hospital are needed. In talking about meth-
ods, modes, and things that may be adjusted at the margin, we also
ought to talk about the nature of this relationship.

I know how the current relationship got started. We all do. I wonder
how many of you know what Hippocrates said about it? "Perform
these duties," he said to his young men, "calmly and adroitly, con-
cealing most things from the patient while you are attending to him.
Give necessary orders with cheerfulness and sincerity, turning his
attention away from what is being done to him. Sometimes reprove
sharply and emphatically and sometimes comfort with solicitude and
attention, revealing nothing of the patient's future or present con-
dition." That might have been good ethics in Hippocrates' time--
almost anything he told the patient would have been wrong. But that
is not true today.

I am not foolish enough to think you can teach people about this
relationship in a textbook. I think you need role models. I do not
know of anything more important to me than something my great
oncologist--and he was great--did. When I was lying in bed, he would
never stand over me; he knelt by my bed and spoke to me at eye level.
And nothing impt_essed me more than when he thought I was bleeding
from the bowel and he did not call the nurse, but instead put on a
rubber glove and scraped to stain the slides himself.

I can tell you there is a great difference in the way medicine is
practiced by the great healers and the way it is practiced by tech-
nicians.

It is also true, I think, that there is far too little attention given to
the cooperative relationship between nurses and doctors. The 3, are
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rarely trained explicitly to cooperate. When President Carter ap-
pointed the commission, it included theologians, doctors, and law-
yers, but out of 11 people he did not appoint a single nurse. So when
the first vacancy occurred, I went to the White House and said,
"Where's the nurse?" We got Carolyn Williams, a professor of nursing
at the University of North Carolina, and she made a great contri-
bution.

My main point is that beyond all the health care systems and be-
yond all the laws and all the methodology, there lies the human factor.
That human factor is not just something ethical, kind, and humane.
It has an extraordinarily practical impact on the issues being dis-
cussed in connection with our changing health care market.
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XIII. Discussion

How Financing Affects Coverage

MR. SEIDMAN:I work under Stuart Altman at the Prospective Pay-
ment Assessment Commission (ProPAC), and I want to add two points
to what he said. The first is that virtually every decision ProPAC
makes is under a zero-sum restriction, which means that if we put
in more money for pacemakers, for magnetic resonance imaging (MRI),
or for whatever it may be, it must be done by subtracting propor-
tionately that amount of money from the rest of the expenditures for
the system. Therefore, those decisions become a question of not only
whether those things are good in and of themselves, but what has to
be reduced in order to add that new expenditure.

The second point is that, to the extent we are dealing with a zero-
sum situation in the private sector these days, you have to consider
the same thing every time you are talking about, for example, cov-
ering something that was not covered before--namely, what is that
going to do to the rest of the system?

Related to all of this is the other point Stuart Airman made, that
the diagnosis-related group (DRG) system at the present time covers
only inpatient care. But the decisions that are made with respect to
inpatient care, or what is covered by the DRG system, in effect relate
to everything that is not covered by the DRG system.

We are seeing that in its worst form in this discharge of Medicare
patients "quicker and sicker," because the facility to which people
are discharged is not covered by Medicare or is paid for in part by
patients themselves. The same thing is true in the private sector.
Something is covered and something else is not covered and decisions
that are made with respect to what is covered have an impact on
what is not covered. These are very excruciating decisions once you
get down to them.

Capitation and the Medicare Program

REP. GRADISON:With regard to the idea of a voucher or capitation
system, as one who has been promoting the notion, I think there are
two aspects that are very important about such a system.

One is that it should be voluntary. We have already done that. The
other is the provision of an element of choice, which is not provided
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today, by perhaps requiring that the voucher merely require that the
services be actuarially equivalent to those in the Medicare package.
The subscribers might prefer larger catastrophic protection and pay
a little bit more up front or per day. That is extremely hard to do

with government as compared to the private sector. Some specialties
and services included in Medicare today might not be included in a

competitive environment because they would not be as attractive as
other things making the package saleable. We would be under enor-
mous pressure not to change. We are under this pressure not to give

the choice that I think private industry is pointing toward.

Quality of Care

I also want to second the comments about quality. I have been

following with enormous interest and trying to learn from the ex-
perience of the private sector. Certainly to go the health maintenance
organization (HMO) route or the preferred provider organization (PPO)
route without building in a very tight method of monitoring quality
and being able to make comparisons of the choices being offered to
employees is a mistake. We may be saving dollars but not getting the
quality of care that people expect.

The individual patient is not in a position to make that judgment.
He has a sense of what has happened, what the outcome or the quality
of care has been, and of the bedside manner of the particular person
who has been helping him. Only the employer, however, or some

group larger than a single employer has a sufficient database to make
an informed decision about whether this is a good doctor or a quack.

Medicare Rates

MR. MICKEL: Mr. Gradison, do you think Congress is going to get

involved in the prospective payment rate-setting this year, as it did
last year?

REP. GRADISON: Yes, I do. It is difficult to anticipate what we might
come up with, or even to raise this to the higher level of whether we
are going to continue to delegate this power to the Health and Human
Services Secretary. That is a question we ought to be thinking about--
whether we should each year go back and reexamine the numbers,
hold some hearings, and try to change the rates, or whether we are
satisfied the secretary is carrying this out properly.

The way the federal budget numbers work is interesting. Our bud-
get baseline at the congressional level presupposes the 2 percent in-
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crease in DRGs, which is the placeholder. We could come up with 1
percent, which is one-half of a percent better than the administration
has offered the hospitals, and still show a saving of the other 1 percent.
This is worth more than $400 million in the first year alone.

There is a lot of room to do things with what you might call--and
I would not argue--blue smoke and mirrors. But if we came up with,
say, a 1 percent increase instead of the 2 percent, we could then apply
the difference toward freezing or greatly reducing the increase in the
Medicare hospital deductible and make many people happy, with the
exception of the Reagan administration. 1

Changes in Employer Attitudes

Ms. CARMICHAEL" As we see changes occurring in the health care
industry, we are also seeing similar changes occurring in the benefits
community. For example, employers are moving away from a pater-
nalistic attitude regarding benefits. There is going to be greater em-
phasis placed on individual responsibility and control. Xerox and
Citibank and a number of corporations took the first step in that
direction a few years ago by introducing multiple-option medical
plans. At Citibank, we have three options available through a fee-for-
service arrangement, plus 38 HMOs. We are moving in the direction
of making choices available to employees and letting them decide the
type and level of coverage they want.

In response to a question that was raised earlier, we have felt all
along that education was an integral part of our cost-containment
strategy. To that end, we introduced an employee publication called
Remedies, which provides our employees with information that would
enable them to make choices in the utilization of medical care. For

example, one issue of the publication addressed the questions they
should ask in exploring alternative types of care. We are also setting
up a hotline for employees in crisis situations, to give them access to
information that would enable them to work through the system and
find the most appropriate type of care.

We also have a staff advisor and employee assistance program to
help employees make these kinds of choices. Most of the major cor-
porations are following suit. If they do not have those kinds of pro-
grams in place, they are working in that direction.

_Editor's note: For an update on changes in Medicare rates for 1987, refer to the
Appendix A postscript.
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In terms of the future, more decisions are going to be made by
employees rather than by employers. This will change, to some extent,
the role of the benefits manager over the longer term. We are already
finding ourselves in that situation. Initially we took the position that
we did not have the medical expertise to evaluate forms of delivery
systems. So when the HMO legislation was enacted and employers
were required to make available federally certified or state-certified
HMOs, we took the position that we were going to offer all of them
as long as there were at least 25 employees within the service area.
We wanted to let the employees decide whether they wanted to par-
ticipate in the HMO or avail themselves of a fee-for-service arrange-
ment. Last year we began reaching the saturation point, in terms of
our administrative ability, and actually turned away six HMOs.

That type of situation is going to put the employee benefit manager
in a position of having to evaluate, to some extent, what kind of
options will be made available to employees. It is a critical issue, and
one that may lead us to the medical community for assistance in
making that kind of evaluation.

More on Quality of Care

I would like to make a couple of other comments. Our concern as

an employer is not solely costs. I think the other benefits managers
here today would say that quality of care is of equal importance, or
even of greater importance. With that in mind, we have started with
the case management approach because we feel that it will allow us
not only to control costs over the long term, but that it also offers
the opportunity to provide quality care. It is our understanding that
through these particular techniques the medical practitioners help
the employee to seek or be able to obtain appropriate medical Care.

I see some of these changes going more in the direction of employees
making decisions in terms of purchasing medical care. Ultimately
the shake-out will ride on whether or not employees are satisfied. If
we have HMOs and nobody enrolls in them because they do not feel
that type of coverage can provide them the opportunity for care at
an affordable price, then eventually we will end up not offering HMOs.
As PPOs begin to develop, we are going to be assessing them and
including them in the package of options, providing more flexibility.
Again, the central issue is one of customer satisfaction.

MR. MOSER: I work for Southwestern Bell Corporation in St. Louis.
We have some 70,000 employees with 23,000 retirees. We have been
struggling for some time with how to get a handle on our medical
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costs while not diminishing quality. I share the feelings of other em-
ployers here that we never have approached a problem of such mag-
nitude without a concern for what is in the best interest of the

employees, and I do not think we will begin to now.
Some of the thoughts I have had today as I have listened to possible

solutions to the various problems relate to the issue of cost shifting
or cost sharing. I have a significant concern with cost sharing. While
the Rand Corporation study 2 drew some conclusions as to the effect
of cost sharing with regard to shifting the purchasing decision to
employees, I agree that 20 percent of the people use 80 percent of the
medical services. That is exactly what our internal statistics reveal.

I wonder whether this takes 80 percent of medical purchases out
of a situation where it is a financial decision and makes it purely an
emotional decision, particularly if the limits on employee out-of-pocket
expenses are fairly low, as they are in most plans. What we are left
with, then, is a situation where 20 percent of our people do not use
the medical plan at all and 40 percent use it a little. So, cost sharing
alienates 100 percent of the people and allows us the possibility of
influencing only a small percent of our total costs. We looked at that
and threw it out as a viable alternative.

Precertification and case management have been represented as
being significant cost-containers. I do not necessarily dispute that,
except I think that if you control utilization and do nothing with
price, the inevitable result is that the price is going to rise. The pro-
visions aimed at controlling utilization that do not attempt to control
price are inevitably going to be off the mark.

When we looked at HMO utilization in our system, we also saw
some problems. The employees electing HMOs were, for the most
part, younger and healthier and tended to be low utilizers of health
care. The HMOs based their premiums on those of our group insur-
ance plan--which the insurer later increased to offset the effect of
adverse selection, resulting from the loss of lower-risk employees.

The marketplace is moving toward a totally managed medical de-
livery system, one that provides significant benefit levels, perhaps
comparable to what we have today with our basic coverage plus a
major-medical override, but with the idea in mind that it would even
provide additive-type programs in preventive and wellness areas. We
could do that under a managed system with little or no cost impact.
As a matter of fact, it is possible, if done properly, to put in effective

2Editor's note: Additional findings from the study are discussed in the Introduction
and Background.
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quality controls and cost controls and actually save money. That is
where I see the market headed.

In the system we envision, we would retain employee choice com-
pletely on a service-by-service basis, where the employee could move
out of the managed system into a non-network-provider arrangement.
But if they did so, that is where the cost sharing or copayment would
enter the picture.

Mandated Benefits

I would like to comment on Rep. Gradison's comments as well. I
have a little concern as I see Congress addressing some of these issues,
particularly in the extension of medical benefits. I see the legislation
moving toward what might be described as an ERISA-fication of
welfare programs. ERISA, the Employee Retirement Income Security
Act of 1974, was not successful in expanding pension coverage, and
a similar movement in the welfare area is going to be equally un-
successful in expanding the coverage of medical benefits.

We are placing controls on businesses, saying, "You've got to extend
coverage, be it post-retirement or post-termination." It is adding more
and more to existing plans and not doing anything about promoting
coverage in those companies and businesses that have none. That is
an erroneous way to move from a policy standpoint.

Long- Term Care

The final issue I would like to mention is long-term care. The de-
mographics are almost shocking. We have people retiring earlier and
living longer and restrictive tax laws on what employers can do to
provide coverage for them in non-acute-care settings. You find your-
self almost helpless as a benefit planner. I hope that Congress or the
administration will examine this area--where we are going to have
greater and greater numbers of people having greater and greater
needs--because, under current rules and regulations, we are unable
to deal with them effectively. As a matter of fact, that has led our
company foundation to provide a substantial amount of money to
EBRI for the study of this issue. 3

3Editor's note: EBRI's study on coverage and financing for long-term care is scheduled
for completion in the fall of 1987. The Southwestern Bell Foundation, the Atlantic
Richfield Foundation, and the American Association of Retired Persons have helped
fund the study. For more about long-term care, see Chapter XVI.
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Cost As a Determinant of Quality

Ms. MOON: I want to pose some comments that I do not want to
sound pejorative. We have been talking about a change in the basic
question we have been asking in the health care area. That is, rather
than starting with the question--as we might have done a few years
ago--of what it will cost to give us quality health care, we are asking
the questions, "How much are we willing to pay, and, within that
constraint, what quality of care can we afford?"

It does not happen all the time, and I do not believe that everyone
intends merely to save costs. But there has been a shift in the burden
of proof of what is needed in moving to a different kind of health care
system. The question comes down to cost as the driving force. We
have heard that in this discussion in a number of different contexts.

Rather than trying to deny that, it is important to meet the conflict
head on. The whole discussion of quality is a critical one. It points
out something people have struggled with here today: When you focus
first on cost, quality becomes a more difficult problem.

The problems associated with costs are less difficult under a cap-
itated or DRG system, for example. In that kind of system, if you do
not care about quality, you can easily cut costs. You simply establish
an amount you are willing to pay and the problem is solved. The
tough issue is how to have low costs with reasonable quality of care.
In many ways this new emphasis is a reasonable one. For example,
the point that Stuart Altman made [see Chapter XI] about DRGs
helping to discourage costly, ineffective technology illustrates that
we can help individuals as well as save costs.

On the other hand, under a system whose primary function is cut-
ting costs, constant vigilance is necessary to maintain quality. We
still do not have good tools to measure quality, however.

Underlying this overall shift in our approach to health care are two
other issues. One is the issue of choice, and the second is who will
pay. To some extent, reducing choice offers one way of achieving
additional savings while potentially maintaining quality of care.

That is certainly one way to go. Such an approach must contend,
however, with the very strong desire of people in the United States
to maintain choice. The theme set by Morris Abram [see Chapter XII]
is that individuals ought to have some choice and that they ought to
use that choice responsibly. Greater patient responsibility perhaps
represents a way to control costs as well. To what extent are we going
to rely upon case managers or professionals to tell us what kind of
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care is needed? When do we move from informal choice to the right

to make poor decisions regarding health care?
The second underlying issue in our discussion is the question of

who will pay. To a certain extent, if you have a zero-sum game, as
Bert Seidman was talking about, then the situation degenerates into
the federal government saying, "Not us," and the state government
saying, "Not us," and the employer saying, "Not us," and the indi-
vidual saying, "No cost sharing, not us." You then play this silly
game of people simply shifting costs from one group to another.

Cost shifting also complicates the question of choice. Also related
to who will pay is the question of who is at risk. In this kind of world
that I have outlined, I certainly do not want to be one of the disen-
franchised, for example, in terms of being uninsured, not being con-
nected with some group, not having Medicare coverage, or not having
employer-based insurance. Nor do I want to be disenfranchised by
having the kinds of medical care needs that are not well covered--
for example, long-term care--because that is one of the things that
also falls through the cracks in a world where everyone wishes to
shift the responsibility.

There are only two avenues out of this dilemma. One is through
information, which was raised today. In knowledge there is power.
There is a ray of hope for researchers to make a contribution. Helping
physicians determine norms of care requires much research before
you can go very far. Individuals cannot hope to know very much until
there is some consensus in the medical field about what constitutes

"good care," so there is a great need for basic data. This implies a
role for government, even in a case-managed, capitated system in
which the government is giving out vouchers. Whatever system we
move to, there will still be a strong need for government vigilance or
at least some provision of basic data.

The second theme is to recognize that there is perhaps no single

system that is going to offer all the answers. Instead, there is a need
for flexibility. Stuart Altman discussed many of the problems that
exist under a very stringent system. My feeling is that elegant systems
sound nice on paper, and they sound like they are going to get gov-
ernment and everyone off our backs, but they end up with stringencies
and inflexibilities that make them less workable.

The Effect of Change on the Market

MR. GARBER:We are in a period of fundamental change. Consider
the growth of health care costs as a percent of Gross National Product
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(GNP). 4 In the period 1967-82 it grew at about 4.1 percent of GNP.
My calculations indicate that within 300 years medical care costs
would consume 100 percent of GNP at that rate of growth. Clearly
we had an unsustainable situation. In my cynical view, back a few
years ago the more doctors and hospitals one added to the system,
the more costs you had, because there was no outside control on any
part of the structure.

The most significant thing that has happened, as John Moxley pointed
out earlier [see Chapter III], is the change from a provider-dominated
system to a payer-dominated system. That is happening today. Many
companies have found in the last few years that we have more pro-
ductive capacity than we need, particularly where we have not been
in the competitive market. One of the most serious problems over
the next few years in the health care field is what happens to this
excess capacity--there clearly is excess capacity among hospitals,
and probably excess capacity among doctors. The question is, how
do you cut back to the right capacity? Only with a lot of pain, and
that is part of our situation.

There are several points I want to make here. One is that we are
in a time of great change. The fact is that we do not know how to do
this well. We are all fumbling around, trying to find the right things
to do that will make the system work as it should--to provide quality
care and to provide it economically. We need to have a way of per-
mitting a lot of experimentation to take place, a lot of failures to take
place, and a lot of successes to take place in order to find out how to
do this right. It is just foolishness, in our complex society, to assume
that we can sit at this table, or that Mr. Gradison can sit on the Ways
and Means Committee and pass a law, and suddenly the right out-
come is achieved.

In my judgment, quality of care will, in the end, be the single most
important factor for success. Those organizations and institutions
that can provide high-quality care will succeed and those that do not
will fail. I believe very firmly in this. The buyers will demand quality
care, whether they are employers or government, and they will define
a way of measuring it. I was pleased with the discussions that took
place today, because they say we are now beginning to develop some

objective, useful measures of quality.
Health care will become a very capital-intensive industry. Stuart

Altman discussed some of the questions on capital needs and allo-

4Editor's note: Refer to the Introduction and Background for a discussion of the growth
• of health care expenditures.
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cations [see Chapter XI]. The "mom and pop" organization is going
to have a tough time in a capital-intensive world. The larger orga-
nizations with access to more capital will be successful.

Finally, I would not write off, at this point, what have been called
the "intermediaries." The managed-care component could very well
be an intermediary type of function. That means intermediaries must
perform a different function than they have been. In the past, inter-
mediaries have been sitting in the middle and passing paper and
money back and forth between interested parties. In the future they
will have to play a much more aggressive, management-type role to
earn their fees and profits. There is a role for them, if they know how
to step in and fill it.
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PART FOUR:

Postscript

In addition to the issues that form the basis of the preceding chap-
ters, a number of other public policy issues were touched upon. Three
major areas of concern are brought out more fully in the following
chapters: (1) financing indigent health care, (2) retiree health cov-
erage, and (3) long-term care.

Financing Indigent Health Care

In Chapter XIV, Deborah Chollet explores what has become a grow-
ing and far-reaching predicament for health service providers and
state and local governments. Uncompensated hospital care, of which
indigent care is a portion, rose between 1978 and 1982 at an estimated
average annual rate of 10.2 percent, or an average of 4 percent above
inflation. Assuming that this real rate of growth has continued, un-
compensated hospital care for 1986 would exceed $8 billion.

Lower rates of private health insurance coverage, apparently pre-
cipitated by' the redistribution of employment among industries and
toward smaller firms, and the erosion of Medicaid eligibility among
the poor and near-poor have contributed to an increase in the number
of people unable to pay for health care. Increased competition among
hospitals for privately insured patients has limited hospitals' ability
to shift uncompensated costs to privately insured patients.

The Congress and the states have begun to address the problems
of indigent care and access to health care among the growing number
of people without insurance coverage. Federal proposals that address
these problems commonly involve new regulation of employer plans,
including new rules for tax qualification.

This chapter examines the magnitude and apparent causes of the
growing problem of financing care for the medically indigent, and
the recent increase in noncoverage across the population. Recent fed-
eral legislation altering Medicaid eligibility is reviewed, together with
recent and proposed federal legislation to expand private health in-
surance coverage. This chapter also reviews the legal responsibilities
of state and local governments to pay for indigent health care and
various efforts undertaken by the states to finance indigent care--
specifically, state insurance pools and state revenue pools.
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Retiree Health Insurance

In Chapter XV, Deborah Chollet and Robert Friedland examine the
issues surrounding employers' provision of health insurance to retired
workers. Employer-paid retiree health insurance is promised to two-
thirds of the full-time employees of medium or large establishments
in the United States. Prospects for the continuation or growth of
retiree health benefits, however, are uncertain.

At least four factors could discourage establishment of new plans
or restrict the benefits of existing plans. First, employers' unfunded
liability for retiree benefits is potentially very large. The Financial

Accounting Standards Board is considering a requirement that em-
ployers disclose these liabilities in their financial reports. Second,
the Deficit Reduction Act of 1984 narrowed employer options for
funding these liabilities on a tax-preferred basis. Third, recent and
expected changes in Medicare are perceived as potentially raising the
cost of employer-sponsored plans. Finally, recent litigation seems to
indicate that employers may not be permitted to alter retiree health
plans once benefit recipiency has begun.

Estimates suggest that unfunded liabilities associated with em-
ployer-sponsored retiree health benefits could be from 4 to 50 times
the overall amount employers currently pay each year for health
benefits.

This chapter explores these factors and reviews the issues faced by
employers and employees. Central to these issues are considerations
of prudent financing for retiree health benefits, retirees' rights to
promised benefits, and the private sector's role in assisting the elderly
to finance catastrophic health expenses in retirement.

Financing Long-Term Care

In Chapter XVI, Robert Friedland studies the problem of how to
pay for health and personal care for people who require it on an
ongoing basis. An estimated 6.6 million Americans age 65 and older
currently need long-term care. As the "baby-boom" generation ages
and individuals live longer, the need for long-term care will become
even greater. The numbers of older people in need of long-term care
are projected to increase to 9.3 million by the year 2000, to 12.9
million by 2020, and to almost 19 million by 2040.

As individuals live longer, they become more susceptible to devel-
oping chronic health conditions that require medical assistance over
extended periods of time. Long-term care is not covered by Medicare
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or most Medicare supplement (Medigap) insurance policies. Such
care is expensive and can rapidly deplete a lifetime's savings. Small-
sample estimates indicate that nearly two-thirds of older individuals
who had been living along become impoverished three months after
entering a nursing home.

Long-term care financing is one of the most serious challenges con-
fronting the United States. The elderly and their families have few
alternatives for reducing their out-of-pocket expenditures for long-
term care. Most elderly lack sufficient financial resources and private
insurance is severely limited. An experiment with financing long-term
care through a prepaid health plan has only just started. Residential
communities that include long-term care services are expensive and
may not be accessible for many persons.

Medicaid has become the only public program financing long-term
care, but it primarily covers services rendered in institutional settings
rather than home- or community-based services. Medicaid's reim-
bursement system also creates a variety of market anomalies. In ad-
dition, Medicaid eligibility rules require the elderly to be impoverished
to qualify for coverage. Yet, unless financing options change, more
pressure will be brought to bear on this state and federal program.
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XIV. Financing Indigent Health Care
Deborah J. Chollet, Ph.D.

Financing health care for the growing population of medically in-
digent is a difficult and increasingly urgent problem for health service
providers and state and local governments. Between 1978 and 1982,
uncompensated hospital care (of which indigent care is a portion)
grew at an estimated average annual rate of 10 percent. At this rate,
uncompensated hospital care would have exceeded $8 billion in 1986.

Loss of private health insurance coverage precipitated by unem-
ployment, cutbacks in federal programs that confer Medicaid eligi-
bility, and the erosion of Medicaid eligibility at the state level all
contributed in the early 1980s to the growing numbers of people
unable to pay for health care. Increased competition among hospitals
for privately insured patients has limited hospitals' ability to shift
uncompensated costs to major buyers of hospital care.

The Congress and the states have begun to address the problem of
indigent care and an array of issues related to the growing population
of the uninsured. One such issue is the 1974 Employee Retirement
Income Security Act's (ERISA) preemption of state regulation as it
applies to self-insured employer health plans.

This chapter examines the magnitude and apparent causes of the
growing problem of financing care for the medically indigent and the
growing number of uninsured. Recent federal legislation affecting
private insurance coverage and Medicaid eligibility is reviewed. The
chapter also reviews the legal responsibilities of state and local gov-
ernments to pay for indigent health care and efforts undertaken by
the states to finance indigent care.

Uncompensated Care: A Growing Problem

Financing indigent health care--health care for patients unable to
pay--has become a major problem for hospitals and other providers
of acute health care. The problem has worsened in this decade due
to a convergence of several factors: the loss of private health insurance
precipitated by high rates of unemployment during the 1981-83
recession; economic recovery focused in jobs that are less likely to
offer health insurance as a benefit; federal cutbacks in programs that
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confer Medicaid eligibility; and erosion of Medicaid eligibility at the
state level due to declining real levels of qualifying income.

The adoption of prospective payment and capitation by state Med-
icaid programs and greater competition among providers for private
group-insured patients have also contributed to the urgency of the
indigent care problem. Preferred provider organizations (PPOs) and
negotiated discounts to insurers and employers limit hospitals' abil-
ity to shift costs to privately insured patients to finance indigent care
and other bad debt. In short, hospitals are confronted with more

patients unable to pay for care, while their ability to shift unpaid
costs to privately insured patients has been curtailed.

Medicare's past policy of not paying a share of hospitals' uncom-
pensated care (including indigent or charity care) proportionate to
hospitals' Medicare caseload also contributed to hospitals' declining
ability to shift the costs of charity care to major payers. In 1985,
Medicare paid for 29 percent of all hospital care delivered in the U.S.,
but allowed no adjustment in its fixed, diagnosis-related payments
for hospitals' charity care costs. That practice was altered in 1986
with the signing of the Consolidated Omnibus Budget Reconciliation
Act of 1985 (COBRA). COBRA requires Medicare to pay an additional
amount for patients discharged from hospitals that serve a dispro-
portionate share of low-income patients, and therefore presumably
bear a larger share of the nation's uncompensated hospital costs.

What Is Indigent Care?

"Uncompensated care" as a hospital accounting term encompasses
both charity care and bad debt, including bad debt associated with
charges not covered by private insurance or Medicare, such as de-
ductibles and copayments. In accounting practice, the distinction
between "bad debt" and "charity care" is imprecise; the terms are
not used consistently. As a result, measuring the amount of indigent
care provided by hospitals is difficult. 1 In general, indigent care is
(1) all charity care provided by hospitals, plus (2) the portion of hos-

t"Few hospitals rigorously distinguish between bad debt and charity care, and fewer
still are likely to implement the same set of procedures for.., bookkeeping alloca-
tions," as observed in Suzanne Mulstein, "The Uninsured and the Financing of Un-
compensated Care: Scope, Costs, and Policy Options," Inquiry 21 (Fall 1984): 219.

With this caveat, Sloan et al. estimated that charity care accounted for only $1.7
billion of the $6.2 billion in uncompensated care provided by hospitals in 1982.(Frank
A. Sloan, Joseph Valvona, and Ross Mullner, "Identifying the Issues: A Statistical
Profile," paper presented at Vanderbilt University [April 6, 1984],as summarized in
Mulstein, p. 220.)
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pital bad debt associated with care provided to the medically indi-
gent.

Medical indigency is implicitly defined in federal law as "eligibility
for Medicaid benefits." In statutory language, the medically indigent
are defined simply as the poor or "persons unable to support them-
selves" (in New Hampshire), as "persons unable to meet the full cost
of hospital care" (in Georgia), or in terms of income or eligibility for
federal assistance (in Arizona, Indiana, New Mexico, and Oklahoma,
for example). 2

How Big Is the Problem?

Although data on the volume of uncompensated care provided by
hospitals are scarce, estimates suggest that the figure is large and
growing. Using Gross National Product data, Sloan et al. estimated
that uncompensated hospital care totaled $6.2 billion in 1982, rising
between 1978 and 1982 at an average annual rate of 10 percent. 3The
real (inflation-adjusted) value of uncompensated care provided by
hospitals rose at an average annual rate of about 4 percent. Assuming
that real growth in uncompensated care has continued at the 1978-
1982 average rate, hospitals are expected to provide more than $8
billion in uncompensated care in 1986.

Pl_ysicians also provide uncompensated care to patients unable to
pay. According to one estimate by the American Hospital Association
(AHA), physicians provided $3 billion in free care in 1982. Assuming
that the growth of uncompensated physician services parallels that
of uncompensated hospital care, physicians and hospitals together
may have provided as much as $13 billion in uncompensated care in
1986, 4 equal to nearly 5 percent of their projected aggregate gross
revenues for the year.

The burden of uncompensated care is unevenly distributed among
hospitals. Estimates from states and municipalities indicate that pub-
lic hospitals bear a disproportionate share of the indigent care bur-
den. For example, Florida's public hospitals provided an estimated

2Patricia Butler, "Legal Obligations of State and Local Governments for Indigent
Health Care: Executive Summary," Access to Care for the Medically Indigent (Wash-

ington, DC: Academy for State and Local Government, 1985), p. 21.
3Sloan e_ al., "Identi_ing the Issues: A Statistical Profile," as summarized in Mulstein,

"The Uninsured and the Financing of Uncompensated Care: Scope, Costs, and Policy
Options."

4Donald R. Cohodes, "America: The Home of the Free, the Land of the Uninsured,"
Inquiry 23 (Fall 1986): 229.
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12 times as much indigent care (measured as a percent of gross patient
revenue) in 1983 as proprietary (profit-making) hospitals provided,
and 25 percent more than voluntary (not-for-profit) hospitals pro-
vided.S

Using AHA's 1982 annual survey data, Sloan et al. concluded that
teaching hospitals also shoulder a larger share of charity care and
bad debt (relative to their share of total charges) than do other hos-

pitals. In 1982, teaching hospitals provided more than one-third (36
percent) of all uncompensated care provided by hospitals in the U.S.,
but accounted for only 27 percent of hospital charges. State and local
public teaching hospitals (representing 19 percent of teaching hos-
pitals) provided one-half of the uncompensated care delivered by all
teaching hospitals. Other uncompensated care was provided by vol-
untary nonteaching hospitals (42 percent), nonteaching public hos-
pitals (17 percent), and proprietary hospitals (5 percent).

The characteristics of hospitals with higher rates of uncompensated
care per total revenues suggest the principal sources of uncompen-
sated care. Based on 1982 AHA survey data, Sloan et al. found higher
rates of uncompensated care among hospitals with high percentages
of revenue billed to self-pay patients--that is, patients with neither

public nor private health insurance coverage. In the South (where
Medicaid qualifying income levels are generally lower), hospitals had
higher rates of both charity care and bad debt than did hospitals in
other regions. These findings suggest that people without private
insurance coverage and ineligible for public program benefits are less
likely to be able to finance health care. Furthermore, regional patterns
in uncompensated care indicate that erosion of Medicaid eligibility
standards at the state level may significantly contribute to noncov-
erage.

The relationship between hospitals' levels of uncompensated care
and their service mix suggests the health service use patterns of peo-
ple unable to pay for either routine or emergency health care. Hos-
pitals with a high proportion of beds in obstetrics, neonatal intensive
care, intermediate care, and burn care average higher levels of un-
compensated care. 6 Hospitals that obtain a high proportion of their
total revenue from outpatient care--primarily emergency care--also
average high levels of uncompensated care. Sloan et al. did not find

SBobGraham, "Florida Blends Competition with Regulatory Safety Net in Landmark
Legislation," Business and Health 1 (September 1984): 50.
Sloan et al., "Identifying the Issues: A Statistical Profile," as summarized in Mulstein,
"The Uninsured and the Financing of Uncompensated Care: Scope, Costs, and Policy
Options."
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that higher levels of uncompensated care were significantly related
to hospital closings.

The Problem of Noncoverage

Noncoverage--that is, coverage from neither a private health in-
surance plan nor a public program such as Medicaid or Medicare--
poses an important barrier to obtaining health care. Research eval-
uating the effect of insurance coverage on health care use has found
that levels of health service use among uninsured people are much
lower than among insured people, even after adjusting for health
status. A study of health care use patterns in 1977 found that people
who had continuous insurance coverage throughout the year used
nearly twice as many hospital days as uninsured people. 7 Insured
people also used 54 percent more physician care than people without
insurance. Among people who reported fair or poor health, the dis-

parity in physician use was even greater. Other research has linked
lower rates of health service use with higher mortality rates, in gen-
eral, and higher rates of infant mortality, in particular. 8

For hospitals, noncoverage signals a substantially greater risk of
bad debt. Consequently, many hospitals routinely refer, and actually
transfer, patients without insurance or public coverage to other hos-
pitals, usually public hospitals--a practice called "dumping. ''9 Al-
ternatively, hospitals may require a substantial cash deposit from
uninsured patients before _providing nonemergency care.

Despite professional guidelines intended to avoid transfers that are
hazardous to patients' health, 1° one study of patient transfers from
private hospitals in a California community concluded that the prac-
tice of transferring unprofitable patients probably in some cases jeop-

7 Karen Davis and Diane Rowland, "Uninsured and Underserved: Inequities in Health
Care in the United States," Health and Society 61 (Spring 1983): 149-176.

aM. Grossman and F. Goldman, "The Responsiveness and Impacts of Public Health
Policy: The Case of Community Health Centers," paper presented at the 109th annual
meeting of the American Public Health Association (November 1981).

9The obligation of public hospitals to accept indigent patients from private hospitals
once their emergency condition is stabilized was the basis of a Florida suit (American
Hospital of Miarni, Inc. v. Dade County), appealed to the Florida Supreme Court in
1986.

_°Board of Directors, American College of Emergency Physicians, "Patient Transfer
Guidelines: A Position Paper," Journal of the American College of Emergency Physicians
6 (1966): 10. See also American Hospital Association Bill of Rights and Joint Com-
mission on Accreditation of Hospitals Standard on Emergency Services, both quoted
in M.R. Mancini and A.T. Gale, Emergency Care and the Law (Rockville, MD: Aspen,
1981), p. 106.
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ardized their health. 11 Of 458 consecutive patients transferred to a
large California public hospital in 1981, 63 percent were uninsured;
21 percent and 13 percent, respectively, had Medicaid and Medicare
coverage. Although one-half of the patients transferred had traumatic
injuries, 91 percent had been transferred by private hospitals with
full emergency services. Based on reviews of 103 transferred patients'
records, the study concluded that nearly one-third of the patients
were medically jeopardized by the transfer. Not included among the
33 at-risk patients were five obstetrical patients transferred from the
site of the area's high-risk obstetrics center. An earlier study (1970)

of 18,000 patient transfers to Cook County Hospital in Chicago in-
dicated that 50 patient deaths had resulted; similar claims have been

made about patient transfers to public host_itals in other cities. 12
In 1986, responding to reports of inappropriate transfers, Congress

established rules for hospitals with Medicare beds (Medicare hospi-
tals) regarding their handling of emergency patients, regardless of
the patients' Medicare or other insurance status. COBRA requires
Medicare hospitals to examine patients with emergency health prob-
lems (including women in active labor) and provide treatment to
stabilize their condition (or provide for the treatment of labor). COBRA
restricts Medicare hospitals from transferring patients until their
medical condition is stabilized, and/or until transfer is requested by
the patient or transfer is medically indicated because of the availa-
bility of superior or more appropriate resources elsewhere. COBRA
also defines a protocol for appropriate transfers, requiring that the

receiving hospital have available space and qualified personnel to
treat the patient, that the receiving hospital agree to the transfer,
that medical records be transferred with the patient, and that the
transfer itself be handled by qualified personnel and appropriate
transportation equipment.

Trends in Noncoverage

The rate of noncoverage across the population has been rising since
the mid-1970s and continues to rise. The Social Security Adminis-
tration estimated that as much as 13 percent of the nonelderly pop-

lJ David U. Himmelstein, M.D., et al., "Patient Transfers: Medical Practice as Social

Triage," American Journal of Public Health 74 (May 1984): 494-497.
12p. de Vise, "Coak County Hospital: Bulwark o[ Chicago's Apartheid Health System,"

The New Physician 20 (1970): 394. See also S.J. Meltzer, letter to the New England
Journal of Medicine 304 (1981): 232; and E. Friedman, "Special Report: The Dumping
Dilemma," Hospitals 56 (1981): 51-56 (Sept. 1) and 75-84 (Sept. 16).
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ulation had no private or public insurance coverage in 1976J 3 EBRI
tabulations of the Census Bureau's Current Population Survey (CPS)
indicate that about 14 percent of the nonelderly population were
without coverage from any source in 1979. That proportion rose to
15.5 percent in 1982, 16.5 percent in 1983, and 17.4 percent in 1984.
The number of nonelderly without insurance coverage from any
source--private or public--increased nearly 15 percent between 1982
and 1985, to nearly 35 million people.

Rates of coverage from various private and public sources in 1982
through 1984 are presented in table XIV.1. Although 1982 was a se-
vere recession year with record rates of unemployment, the reported
rate of employer coverage among the nonelderly population was higher
than in the subsequent years of significant economic recovery. In
1982, 67 percent of the nonelderly population reported coverage from
an employer plan; this rate declined to 65 percent in 1984. In 1984,

TABLE XIV.1

Number and Percent of Nonelderly Persons with Health

Insurance by Source of Coverage, 1982-84 a

1982 1983 1984
Number of Number of Number of

Source of persons persons persons
Health Insurance (millions) Percent (millions) Percent (millions) Percent

All persons 195.6 100.0% 197.7 100.0% 200.1 100.0%

Private coverage 148.1 75.7 147.5 74.6 147.3 73.6
employer plan 131.2 67.1 130.3 65.9 130.3 65.1
other plan 24.8 12.7 24.3 12.3 24.7 12.3

Public coverage 25.2 12.9 25.2 12.7 25.6 12.8
Medicaid 15.7 8.0 16.0 8.1 16.2 8.1
Medicare 4.4 2.3 4.3 2.2 4.5 2.2
CHAMPUS b 6.5 3.3 6.1 3.1 6.2 3.1

No coverage 30.3 15.5 32.6 16.5 34.7 17.4

Source: EBRI tabulations of the March 1983, 1984, and 1985 Current Population
Surveys (U.S. Department of Commerce, Bureau of the Census).

Note: Detail may not add to totals because of coverage from more than one source
during the year and because of rounding.

aExcludes persons over age 65, agricultural or noncivilian workers, and members of
their families.

bCivilian Health and Medical Program of the Uniformed Services.

13Social Security Administration, "Private Health Insurance Plans in 1976: An Eval-
uation," Social Security Bulletin 41 (September 1978).
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employer health plans covered approximately 2 million fewer people
than in 1982, while civilian employment rose by nearly 5.5 million
workers.

Unemployment and Noncoverage

Because employer plans are important providers of health insur-
ance coverage, unemployment has commonly been assumed to pre-

cipitate loss of coverage among unemployed workers and their families.
State statutes requiring employers to offer continued group coverage

to workers separated from service apply only to insured plans, since
ERISA exempts self-insured plans from state regulation. Among the
23 states that require employers to continue coverage to unemployed
workers, the required continuation period averages 29 weeks. 14

Recent federal legislation, however, now requires all employers
that offer health insurance benefits (including those with self-insured
plans) to offer workers and their dependents in various circumstances
continued access to group coverage. COBRA requires that employers
offer workers and/or their dependents continued access to group cov-
erage from 18 months (in cases of layoff or reduced hours) to 36
months (in cases of death, divorce, or dependent children reaching
majority age). For nonunion plans these provisions are effective for
plan years beginning on or after July 1, 1986. Continuing participants
may be required to pay as much as 102 percent of average plan cost.
At the end of the continuation period, employers must offer termi-
nated workers and their dependents access to conversion coverage--
individual health insurance coverage not contingent on the individ-
ual's health status or insurability.

Although COBRA may assure valuable coverage to some workers
and their dependents, continuation laws (either federal or state) are
probably of greater assistance to short-term unemployed workers and
their families than to the long-term unemployed. That is, long-term
unemployed workers are more likely to be unemployed from jobs that
did not provide health benefits and, therefore, are less likely to be
affected by continuation laws. Even among unemployed workers who
might have access to continued coverage, the long-term unemployed
may be least likely to afford the average cost of group coverage as
allowed by COBRA.

Rates of employer coverage among workers by unemployment sta-
tus are shown in table XIV.2. Reported rates of employer-based in-

14Hewitt Associates, Continuation of Group Medical Coverage--A Study of State Laws
(Lincolnshire, IL: Hewitt Associates, 1985).

190



191



coverage are highest among fully employed workers (81 percent) and
decline steadily with increases in the duration of unemployment. In
1984, approximately 53 percent of the long-term unemployed (those
unemployed 13 weeks or more) would have had a proximate source
of continued employer' plan coverage, compared to 64 percent among
workers unemployed for one month or less, and 65 percent among
workers unemployed for 5 to 12 weeks.

Finally, although short-term losses of health insurance coverage
are a generally recognized result of economic recessions, transitional
periods of noncoverage may, in fact, be the lesser effect. Economic
recession may also generate long-term loss of insurance coverage if
unemployed workers move into jobs that do not offer health insurance
as a benefit.

This post-recession pattern of relatively rapid job expansion in low-
coverage industries is apparent in the years following the 1982 reces-
sion. The 1980-84 period shows rapid net job growth in industries
with low rates of employee benefit provision, compared to jobs in
manufacturing and other industries with characteristically high rates
of benefit provision. Industries with below-average rates of employer
health coverage (construction, retail trade, business and repair ser-
vices, personal services, entertainment, and recreation) all showed
above-average employment growth between 1980 and 1984
(table XIV.3). Employment in major high-coverage industries (espe-
cially in manufacturing and public administration) grew sluggishly
or actually declined. Substantial employment gains in some high-
coverage industries (transportation and finance) were insufficient to
offset the impact of slow employment gains or permanent job loss in
other major high-coverage industries.

In 1984, low-coverage industries accounted for 34 percent of total
employment, compared to 32 percent in 1980. As a result, the aggre-
gate rate of employer-sponsored health coverage among workers de-
clined. This post-recession redistribution of employment suggests that
economic recessions may have an enduring impact on health insur-
ance coverage: economic recovery may not restore coverage to pre-
recession levels. Even the generous continuation periods legislated
in COBRA would be inadequate to offset a decline in the equilibrium
rate of employer coverage among workers.

Medicaid and the Poor

Medicaid is a state-based insurance program for low-income people
in specific need categories. By federal law, the elderly, disabled, and
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single-parent families with dependent children are categorically el-
igible for Medicaid benefits. States may define additional categori-
cally eligible groups within federal guidelines (for example, all
financially eligible children under age 18 and persons in two-parent
families with dependent children where the principal earner is un-
employed).

Possibly the most tar-reaching legislation affecting Medicaid eli-
gibility since the beginning of this decade was passed in the Omnibus
Budget Reconciliation Act of 1981 (OBRA). OBRA altered Medicaid

eligibility indirectly by amending authorizing legislation for another
federal program that confers Medicaid entitlement--Aid to Families
with Dependent Children (AFDC). Subsequent federal legislation has
expanded Medicaid eligibility directly, amending Medicaid's author-
izing legislation to include new entitlement groups among women
and children.

A chronology of legislation since 1980 affecting Medicaid eligibility
includes the following:

• Among other provisions affecting AFDC and Supplemental Security In-
come (SSI) eligibility, OBRA altered the work-incentive provisions of
AFDC, reducing payments for earned income, and reduced the asset
disregard for eligibility from $2,000 to $1,000. OBRA also eliminated
states' options to provide benefits for dependent children age 19-21 and
restricted eligibility to first-time pregnant women to their sixth month
of pregnancy or later. According to the General Accounting Office (GAO),
OBRA decreased the national AFDC basic monthly caseload by 493,000
cases and decreased the number of people eligible for Medicaid. 's

• The Tax Equity and Fiscal Responsibility Act of 1982 (TEFRA), among
other changes, permitted states to reduce AFDC benefits by prorating
shelter and utility costs of shared households and lowered the percentage
of erroneous AFDC payments eligible for federal funding, effective in
fiscal 1984.

• The 1984 Deficit Reduction Act (DEFRA) expanded Medicaid entitlement
to (1) first-time pregnant women who would be eligible if the child were
born; (2) pregnant women in two-parent families with an unemployed
principal earner; and (3) all financially eligible children under age 5.

• COBRA extended Medicaid coverage to all financially eligible pregnant
women in two-parent families.

• The 1986 Omnibus Budget Reconciliation Act prohibits states from im-
posing a residence requirement that would exclude from Medicaid oth-

lSComptroller General of the United States, U.S. General Accounting Office,An Eval-
uation of the 1981 AFDC Changes: Initial Analyses, GAO/PEMD-84-6(Washington,
DC: U.S. Government Printing Office, 2 April 1984), p. 3.
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erwise qualified individuals who live in the state, regardless of whether
the residence is maintained permanently or at a fixed address. This
provision allows homeless people to qualify for Medicaid benefits.

In addition to meeting categorical eligibility criteria, people eligible
for Medicaid must meet state-determined income and asset criteria.

Federal law requires that AFDC eligibility income thresholds be used
to determine Medicaid eligibility for the majority of recipients--the
nonelderly poor with dependent children. [n most states, qualifying
income for AFDC, and therefore Medicaid, is set well below the federal

poverty standard. No state automatically indexes the level of income
below which categorically eligible people become eligible for Medi-
caid.

Failure by states to fully index qualifying levels of income for AFDC
or Medicaid eligibility has resulted in a substantial erosion of those
standards relative to the federal poverty standard. In I975, the av-
erage qualifying level of income for AFDC was 71 percent of the federal
poverty standard. 16 By 1986, that had eroded to 48 percent of the
federal poverty standard. In 1986, one-half of all states set the income
standard for AFDC eligibility at less than 47 percent of the federal
poverty standard. These data with state-level detail are presented in
table XIV.4.

As a result of cutbacks in federal income assistance programs that
confer Medicaid eligibility and the erosion of state qualifying income
standards, the proportion of the poor who qualify for Medicaid cov-
erage has declined. In 1984, 42 percent of the noninstitutionalized
population under age 65 with income below the federal poverty stan-
dard qualified for Medicaid coverage (table XIV.5). Even among no-
nelderly persons with income less than one-half the federal poverty
standard--approximately the median qualifying income across states--
only 46 percent qualified for Medicaid.

Including the elderly, the proportion of the poor who qualify for
Medicaid benefits has declined dramatically during the last decade,
from 91 percent in 1976 to an estimated 64 percent in 1984. Estimates
of changes in Medicaid coverage rates are presented in chart XIV.1.

Because most persons in poverty are nonworkers, have fragmented
employment patterns, or work in low-wage sectors, many of the poor
are without health insurance coverage from an employer plan
(table XIV.6). Without access to either employer-provided coverage

16Rick Curtis, "The Role of State Governments in Assuring Access to Care," Inquiry
23 (Fall 1986): 278.
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TABLE XIV.4

Qualifying Income a for AFDC b and Medicaid Eligibility in
1986 by State and As a Percent of the Federal Poverty

Standard in 1975 and 1986

January 1986 AFDC Qualifying Income
Income As a Percent of the

Standard for Federal Poverty Standard
State AFDC Eligibility c January 1986 July 1975

Alaska $8,880 100.3% 99.3%
Utah 8,316 94.0 71.5
California 7,044 79.6 83. I
Wisconsin 6,528 73.8 97.0
Maine 6,432 72.7 78.6

Vermont 6,372 72.0 91.3
Minnesota 6,336 71.6 93.6
New York 5,964 67.4 94.2
Connecticut 5,844 66.0 98.2

Washington 5,712 64.5 89.4

Hawaii 5,616 63.5 121.4
Massachusetts 5,268 59.5 73.5
Colorado 5,052 57.1 61.6

Michigan 5,004 56.5 94.5
Rhode Island 4,908 55.5 78.9

New Jersey 4,848 54.8 87.9
Oregon 4,764 53.8 95.6
New Hampshire 4,668 52.7 87.4
North Dakota 4,452 50.3 80.3
South Carolina 4,428 50.0 50.5

Kansas 4,380 49.5 91.1

Pennsylvania 4,380 49.5 84.0
Iowa 4,320 48.8 83.4

Wyoming 4,320 48.8 68.1
Nebraska 4,200 47.5 79.1

Illinois 4,092 46.2 74.0
Montana 3,984 45.0 57.0

Maryland 3,948 44.6 56.7
South Dakota 3,948 44.6 82.0
District of Columbia 3,924 44.3 68.9

Oklahoma 3,720 42.0 61.6
Idaho " 3,648 41.2 85.1
Delaware 3,576 40.4 69.5

(continued)
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TABLE XIV.4 (continued)

Qualifying Income a for AFDC b and Medicaid Eligibility in

1986 by State and As a Percent of the Federal Poverty
Standard in 1975 and 1986

January 1986 AFDC Qualifying Income
Income As a Percent of the

Standard for Federal Poverty Standard
State AFDCEligibility¢ January 1986 July 1975

Virginia 3,492 39.5 76.0
Ohio 3,480 39.3 57.9

Mississippi 3,432 38.8 68.4
Nevada 3,420 38.6 55.3
Missouri 3,288 37.2 92.2
New Mexico 3,096 35.0 55.9
Indiana 3,072 34.7 76.3

Florida 3,024 34.2 40.9

West Virginia 2,988 33.8 58.4
North Carolina 2,952 33.4 51.9

Georgia 2,676 30.2 54.8
Kentucky 2,364 26.7 52.5

Arkansas 2,304 26.0 69.5
Louisiana 2,280 25.8 36.3
Texas 2,208 24.9 32.9
Tennessee 1,836 20.7 50.8
Alabama 1,416 16.0 30.6

State average $4,240 47.9% 71.4%
State median $4,200 47.5% 79.1%

Source: Adapted from Rick Curtis, "The Role of State Governments in Assuring Ac-
cess to Care," Inquiry 23 (Fall 1986), p. 297. ©Blue Cross and Blue Shield
Association. Used with permission.

_Based on annualized monthly maximum countable income for a family of three.
bAid to Families with Dependent Children.
_Depending on how each state calculates AFDC cash benefits, AFDC and Medicaid
eligibility can be driven by either AFDCneed or payment standards.

or Medicaid, a large proportion of people with family income below
the federal poverty standard are without health insurance of any type.

In 1984, 36 percent of all nonelderly poor, as defined by the federal
poverty standard, were without health insurance coverage of any type
for at least a substantial part of the year. Among low-income people

with family income above the poverty line (but within two times the
federal poverty standard), higher rates of employer-provided cover-
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TABLE XIV.5

Medicaid Coverage among Nonelderly Persons by Family
Income As a Proportion of Poverty Income, 1984"

Medicaid-Eligible
Income as a All Medicaid-Eligible Persons As a
Proportion of Persons Persons Percent of
Poverty Income (millions) (millions) All Persons

Total 198.1 16.0 8.1%

0-0.49 11.6 5.3 45.8
0.50-0.99 17.0 6.6 38.9
1.00-1.49 17.4 2.0 11.3
1.50-1.99 19.1 1.0 5.1
2.00-2.99 40.1 0.7 1.9
3.00 or more 92.8 0.4 0.5

Summary
0-0.99 28.6 11.9 41.7

1.0-1.99 36.5 2.9 8.0
2.00 or more 132.9 1.2 0.9

Source: EBRI tabulations of the March 1985 Current Population Survey (U.S. De-
partment of Commerce, Bureau of the Census).

aIncludes all noninstitutionalized persons under age 65, except for persons employed
in agriculture or the military, and members of their families.

age (52 percent) reduce the noncoverage rate to 29 percent. In ag-
gregate, the poor are more than twice as likely to have no insurance
coverage as the nonpoor, despite signiticant public-sector spending
for income assistance and health insurance programs.

Public Liability for Indigent Care

In most states, state or local governments are legally obligated to
provide health care for the poor and uninsuredJ 7 Under these laws,
state and county governments may be sued to reimburse health ser-
vice providers for the cost of treating indigent patients. Court en-
forcement of these statutes may become more common as hospitals
and private-pay patients are less willing to absorb the cost of indigent
care. Under such a statute in 1984, the Nevada Supreme Court awarded

17Much of the information presented in this section summarizes material presented
in Patricia Butler, "Legal Obligations of State and Local Governments for Indigent
Care," Access to Care for the Medically Indigent (Washington, DC: Academy for State
and Local Government, 1985), pp. 13-44.

199



a local hospital more than $300,000 for indigent patient medical care
costs in a suit against Washoe County. _8

Patterns of statutory responsibility differ among states. The state
government alone is liable for financing indigent care in 14 states,
the counties are liable in 18 states, and towns are liable in 2 states.
The responsibility is shared by counties and the state in 5 states, by
counties and towns in 4 states, and by towns and the state in 4 states.
Three states apparently impose no obligation on any governmental
unit for general indigent health care, although all states authorize
various levels of government to provide some health and medical
services for their residents through the operation of public hospitals
or by direct payment for, or contract with, health care providers.

Most indigent care statutes leave substantial discretion to the agency
that administers the program. Few expressly define "indigent" or the
services that must be covered. The legal obligation of state and local
governments to provide for indigent care has been interpreted by
many courts so as to preserve administrative discretion. The language

_Washoe County v. Wittenberg, 676 P.2d 808 (Nev. 1984).
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of some statutes, however, has accommodated broad court interpre-
tation, obliging the responsible agency to pay for extensive services
under the indigent care statute. _9

State Programs to Finance Indigent Care

Many states have instituted programs in addition to Medicaid that
address the problem of indigent care. 2°These programs vary between
two models: (1) those that provide health insurance coverage for per-
sons who are uninsured; and (2) those that address the financial bur-
den imposed on providers of uncompensated care.

Programs in the first group include state and local general and
medical assistance programs for persons categorically ineligible for
federal income assistance or Medicaid. State and local medical as-

sistance programs may cover basic health care expenses or cata-
strophic care. In 1986, the state of Washington established a commission
to develop a pilot program to provide prepaid, capitated health care
for the uninsured. Also in 1986, Colorado considered a proposal to
help purchase private health insurance for needy persons not eligible
for Medicaid.

Recent statutes (in Oklahoma and South Dakota) specifically ad-
dress payment of providers for catastrophic health care expenses in-
curred by residents. Other states (Alaska, Maine, Minnesota, and Rhode
Island) have long-standing catastrophic health insurance programs.
These programs primarily serve near-poor or middle-income persons.
Persons served by these programs may have insurance (90 percent in
Rhode Island), but have health expenses that exceed the limit of their
plan. However, only one-quarter of Maine's program beneficiaries
and few of Alaska's catastrophic program beneficiaries have other
insurance coverage.

State programs that address the provider burden of financing in-
digent care are varied. Using new discretion under federal law, some
states have attempted to raise Medicaid reimbursements to hospitals

19Welburn Memorial Baptist Hospital v. Coutzty Dept. of Public Welfare, 442 N.E.2d 372
(Ind. App. 1982), was decided under former law, the provisions of which are sub-
stantially identical to current law.

2°Much of the information presented in this section summarizes material presented
in Lawrence Bartlett, "State Level Policies and Programs," Access to Care for the
Medically Indigent (Washington, DC: Academy for State and Local Government, 1985),
pp. 54-74; and Intergovernmental Health Policy Project, State Programs o['Assista_zce
for the Medically Indigent (Washington, DC: George Washington University, April
1985).
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that serve a disproportionate number of low-income patients. No
more than 10 states have acted to increase reimbm'sement levels to

hospitals serving large numbers of low-income patients, although
approximately 20 states have adopted new Medicaid hospital reim-
bursement systems since the passage of the 1981 federal Budget Rec-
onciliation Act (P.L. 97-35), which authorized greater state flexibility
in reimbursing under Medicaid.

State revenue pools are a relatively new approach to resolving the

inequitable distribution of indigent care costs among hospitals. For
example, Florida, New York, South Carolina, West Virginia, and Wis-
consin levy assessments on hospitalsto fund pools for the purpose of
redistributing the financial burden of indigent care among hospitals.
Florida finances its revenue pool by a tax on hospitals' net revenues,
supplemented by state general revenues. New York finances its eight
regional pools from a surcharge levied on hospital charges. Other
sources of funding for state revenue pools to finance indigent care
include a levy on insurance premiums (Iowa); assessments on non-
hospital health care providers have been proposed in Pennsylvania
and Washington state.

Use of the funds in state revenue pools differs. For example, in
Florida the funds are used in part to finance Medicaid benefits for
the medically needy--categorically eligible persons who financially

qualify for Medicaid based on their net income, after health care
expenses. The funds also are used to finance Medicaid eligibility for
certain categories of children and pregnant women and to expand
outpatient services and primary care coverage.

In six states with hospital rate-setting programs (Connecticut, Maine,
Maryland, Massachusetts, New Jersey, and New York), an allowance
is added to each hospital's rates to help cover uncompensated care
costs. These are the only programs that offer hospitals assistance in
financing bad debt as well as charity care. In 1985, Massachusetts
financed an estimated $200 million in uncompensated care costs
through its hospital rate-setting program; Connecticut expects to fi-
nance nearly $100 million in uncompensated care costs for 1986.

The growing issue of uncompensated care and the uninsured has
drawn attention to a wide range of peripheral problems associated
with publicly financing health care outside the Medicaid program.
In particular, ERISA's preemption of state regulation is being reev-
aluated as a barrier to effective state financing of indigent care. ER-
ISA narrows the incidence of state law that would tax insurance

premiums to finance indigent care, since it exempts self-funded em-

ployer plans from state and local taxation. In 1985, 42 percent of
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insured workers in larger establishments participated in a self-funded
employer plan. 21

Conclusion

Uncompensated care accounts for a growing portion of the nation's
health care bill. Medicare's adoption of prospective payment, pro-
spective payment and prepayment in state Medicaid programs, and
the increasing frequency of negotiated discounts for employer plans
limit the ability of hospitals to finance uncompensated care by shift-
ing costs to public and private payers. As a result, indigent patients
may be barred from obtaining needed health care, and hospitals that
are large providers of indigent care (relative to their total revenues)
are put at a competitive disadvantage.

The growing burden of indigent health care is leading state and
local governments to look for new ways to finance care and maintain
access to health services among the uninsured poor and near-poor.
State revenue pools, allowances in hospital rate setting, and state-
level capitated insurance plans for the uninsured are options that
some states have implemented. These programs offer a glimpse of
the type of innovation the future may hold as the need for a financing
solution becomes increasingly urgent. 22,23

21Employee Benefit Research Institute, "Features of Employer Health Plans: Cost Con-
tainment, Plan Funding, and Coverage Continuation," EBRI Issue Brief60 (November
1986).

Z2The author gratefully acknowledges the research assistance of Mona Seliger and the

computer programming assistance of Jeannette Hahm Lee, both of EBRI.
23Editor's note: An earlier form of the material presented in this chapter was published

as EBRI Issue Brief44 (July 1985).
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XV. Employer-Paid Retiree Health
Insurance: History and Prospects for
Growth

Deborah J. Chollet, Ph.D., and Robert B. Friedland, Ph.D.

Employer-paid retiree health insurance is commonly promised to
employees of medium or large establishments in the United States.
National data from a survey of medium and large firms indicate that
in 1985, at least two-thirds of all regular full-time workers partici-
pating in health insurance plans were promised health insurance
benefits after retirement at age 65. No national data exist to indicate
how commonly retiree health insurance is promised to workers in
smaller establishments. Available evidence, however, suggests that
retiree health insurance for workers in smaller firms is rare. _

Employer-sponsored retiree health insurance appears to be pre-
dominantly a post-Medicare phenomenon. Although no data track
the emergence of retiree health insurance as an employee benefit,
anecdotal evidence suggests that few employers provided retiree health
benefits in the 1950s. The Medicare debate in the early 1960s, how-
ever, brought to the attention of American workers the high cost of
postretirement health care relative to the modest incomes of most
retirees and probably encouraged demand among workers for retiree
health insurance benefits. The advent of Medicare in 1966 dramati-

cally reduced the cost to employers of offering retiree health insur-
ance, since as primary payer Medicare finances a large share of retirees'
hospital and medical costs. Employer liability for retiree health care
costs, although probably substantial, is secondary to Medicare's.

The acceleration of health care costs in the 1970s markedly raised
employers' health insurance costs for active workers and retirees alike.
From 1965 through 1985, total spending for health care in the United

_A 1977 Battelle survey, "Employment-Related Health Benefits in Private Nonfarm
Business Establishments in the United States" (conducted under contract with the
U.S. Department of Labor), provides the only available information on health insur-
ance coverage offered by small establishments. Although the survey did not question
respondents about retiree health insurance benefits in particular, responses to a ques-
tion about continued coverage in any circumstance other than layoffs suggest that
small establishments rarely continue coverage for retirees. See Deborah J. Chollet,
Employer-Provided Health Benefits: Coverage, Provisions and Policy Issues (Washington,
DC: Employee Benefit Research Institute, 1984), pp. 57-60.
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States rose from $43 billion to $425 billion. The cost of hospital care
rose three times faster than the cost of other consumer goods and

services, increasing more than ninefold from 1965 through 1985. The
cost of physician care also grew faster than other goods and services,
more than tripling during that period. In 1985, 30.6 percent of all
personal health care costs were financed by private insurance, prin-

cipally by employer-sponsored group plans. By comparison, the fed-
eral government financed 30.3 percent, state and local governments
financed 9.4 percent, and consumers directly paid 28.4 percent of
personal health care costs.

Health care spending by and for the elderly has risen faster than
health care spending for any other population group in the nation.
From 1977 through 1984, the elderly's health care costs rose nearly
twice as fast as those for all Americans? In 1984, per capita health

spending for people 65 years of age or over was, on average, two and
two-thirds times the total population's per capita health spending. 3

Because of the rapid increase in health care costs, particularly those
of the elderly, employers are focusing on the long-term liability of
their obligations to current and future retirees. Historically, most
employers did not distinguish between the cost of health insurance
benefits for retirees and the cost for active employees. Instead, em-

ployers usually measured health care costs in terms of current em-
ployees, as a proportion of payroll. Low ratios of retirees to active
employees throughout the 1960s and the declining average age of the
work force have masked the rising cost of retiree health benefits. Since
neither law nor accepted accounting practice required employers to

recognize accruing liability for nonpension retirement benefits, many
employers did not address the mounting current and potential cost
of providing health insurance for ret.irees.

Growth in the cost of employer health insurance plans, however,
has led employers to focus closely on the causes of that growth. In
1985, employer payments for health insurance totaled 5.3 percent of
wages and salaries, compared to 5.1 percent in 1982 and 4.1 percent

2EBRI tabulations of data published in Daniel R. Waldo and Helen C. Lazenby, "De-
mographic Characteristics and Health Care Use and Expenditures by the Aged in the
United States: 1977-1984," Health Care Financing Review 6 (Fall 1984): 1-29, Table
10; and Robert M. Gibson, Katherine R. Levit, Helen C. Lazenby, and Daniel R. Waldo,
"National Health Expenditures, 1983,"Health CareFinancing Review 6 (Winter 1984):
1-29, Table 1.

3EBRI tabulations of data published in Waldo and Lazenby, "Demographic Charac-
teristics and Health Care Use and Expenditures by the Aged in the United States:
1977-1984," Table 12, and U.S. Department of Health and Human Services press
release, July 31, 1985.
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TABLE XV.I

Employer Contributions to Health Insurance and As a
Percent of Wages and Salaries, 1950-85

Health Insurance Health Insurance
Contributions a Contributions As a Percent

Year (billions) of Wages and Salaries

1950 $ 0.7 0.5%
1955 1.7 0.8
1960 3.4 1.2
1965 5.9 1.6
1970 12.1 2.2
1975 25.5 3.1
1980 59.6 4.3
1981 68.8 4.6
1982 80.3 5.1
1983 89.1 5.3
1984 96.9 5.3
1985 104.7 5.3

Source: U.S. Department of Commerce, Bureau of Economic Analysis, Survey of Cur-
rent Business (Washington, DC: U.S. Government Printing Office, July 1986);
and unpublished data for years prior to 1982.

_Excludes employer contributions to Medicare.

in 1979 (table 1). For firms that offer retiree health insurance benefits,
part of this growth is explained by an increase in the ratio of retirees
to active workers, a situation that was exacerbated as more workers
were encouraged during the 1980-82 recession to retire early. 4

Sources of Health Care Financing among the Elderly

With advanced age comes the increased probability of needing med-
ical care. Poor health, in fact, is commonly associated with the de-
cision to retireP Although Medicare is the primary source of health
coverage for most retirees, it does not begin until age 65, is aimed at
covering acute care, and requires substantial cost sharing. In 1984,

4See Employee Benefit Research Institute, "Complementing Social Security: Pensions,
Earnings, Welfare, and Wealth," EBRI Issue Brief45 (August 1985).

5Eardman B. Palmore, Gerda G. Fillenbaumm, and Linda K. George, "Consequences
of Retirement," Journal of Gerontology 39 (April 1984): 109-116. Also see Shelly Sher-
man, "Reported Reasons Retired Workers Left Their Last Job: Findings from the New
Beneficiary Survey," Social Security Bulletin 48 (March 1985): 22-30.
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25.2 percent of the health care expenses of those age 65 and over were
financed out-of-pocket. The Health Care Financing Administration

estimates that the elderly's out-of-pocket expenses in 1984 were $1,059, 6
or 21.4 percent of median income. 7 Furthermore, this is expected to
increase. By one projection, the average elderly household will pay
$2,583 in direct out-of-pocket payments for health care in 1990. 8

Retirees who are ineligible for Medicare--usually because they are
under age 65--have limited options for obtaining health insurance
beyond the 18-month continuation period required by federal law if
their employers do not offer a retiree plan. Although federal law also

requires employers with 20 or more employees to provide access to
conversion coverage after the continuation period has lapsed, con-

version policies can be more expensive than individual coverage since
they do not exclude people with preexisting conditions. 9 Retirees
from firms with fewer than 20 employees are not protected by the
Consolidated Omnibus Reconciliation Act of 1985 (COBRA), which

requires employers to provide access to continuation and conversion
coverage, although they may be protected by state law if they retire
from an insured plan. Twenty-six states require employers to offer
conversion policies to employees who retire. _° These statutes, how-
ever, do not obligate employers with self-insured plans, since the
Employee Retirement Income Security Act of 1974 (ERISA) exempts
self-insured employer plans from state regulation. Individuals under
age 65 who retire from a job that offered no health insurance plan
are not protected by federal or state law.

For early retirees without Medicare coverage, health insurance cov-
erage and out-of-pocket costs may be high relative to income. A Social
Security Administration survey of new Social Security beneficiaries
indicated that health insurance premiums for those age 62 to 64

averaged 56 percent of Social Security income in 1982. For couples

6Waldo and Lazenby, "Demographic Characteristics and Health Care Useand Expen-
ditures by the Aged in the United States: 1977-1984," Table 12.

7U.S. Congress, House of Representatives, Select Committee on Aging, Fact Sheet,
October 31, 1984.

8U.S. Congress, House of Representatives, Select Committee on Aging,America's Elderly
at Risk, Committee Print, 99th Cong., 1st sess., July 1985, p. 20.

9A conversion policy for an individual age 60-64 can exceed $2,600 per year; an
individual policy for a person who does not have a preexisting condition can cost
$1,680 per year. See U.S. Congress, Senate, Special Committee on Aging, Funding
Post-Retirement Health Benefits, Committee Print, 99th Cong., 1st sess., July 1985.

1°Blue Cross and Blue Shield Association memorandum, January 1985.
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with pension income in addition to Social Security, premiums av-
eraged 35 percent of retirement income, l

For retirees over age 65, Medicare is an important payer for health

care, particularly for inpatient hospital care. (In 1984, 75 percent of
Medicare expenditures were for hospital care.) Medicare in 1984 cov-

ered 49 percent of total personal health care expenditures for persons
over age 65. Private insurance, by comparison, covered 7 percent. 12

No available data indicate what share of spending for personal health

care services was paid by employer-sponsored retiree plans.

Types of Employer-Paid Retiree Health Insurance

Employer-provided health insurance plans for retirees under age
65 are usually the same as those provided to active employees. For

those over age 65, employer-provided health insurance plans for re-

tirees are of three general types, defined by their relationship to Med-
icare.

The first type simply coordinates benefits with Medicare. These

plans, called "coordination of benefits" (COB) plans, pay beneficiaries

the lesser of (1) the plan benefit calculated without regard to the
Medicare reimbursement amount or (2) the cost of covered services
minus the Medicare reimbursement amount.

"Exclusion" plans, the second type, subtract Medicare payments
before applying deductible and copayment provisions.

The third type, and probably the most common, are "carve-out"

plans. Carve-out plans reduce plan reimbursement by the amount

Medicare pays. In general, carve-out plans result in the lowest plan
cost and the highest beneficiary cost of the three types. 13

_tSocial Security data are from the New Beneficiary Survey. For more information
see Emily S. Andrews, The Changing Profile of Pensions in America (Washington, DC:
Employee Benefit Research Institute, 1985).

12Waldo and Lazenby, Table 13.
13The following illustrates the differences among these methods in plan and beneficiary

costs using this hypothetical claim:
The medical expenses covered under the plan are $1,100, of which Medicare pays

$600. The plan is comprehensive with a $100 deductible and 20 percent copayment.

• The COB plan, absent Medicare, would pay $800 (.8 x [$1,100 - $100]). However,
since covered expenses less the Medicare payment are $500 ($I,100 - $600), a
smaller amount, the plan pays $500. In this plan, the beneficiary pays nothing.

• The exclusion plan would pay 80 percent of covered medical expenses (that is, the
amount not paid by Medicare: $1,100 - $600 = $500), less the plan deductible.
In this case. the plan payment would be $320 (.8 × [$500 - $100]). The beneficiary
would pay $180 (Sl,100 - $600 - $320).

• The carve-out plan would pay $800 (.8 x [$1,100 - $100]), but since Medicare pays
$600, the plan reduces the payment to $200. The beneficiary pays $300.
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Finally, some plans offer retirees benefits not covered by the active
employee plan but may also integrate Medicare coverage in any of
the three ways described above. Regardless of their relation to Med-

icare, these plans commonly cover spouses of retired employees, al-
though spousal coverage may be contributory. Some employers also
pay Medicare Part B (Supplementary Medical Insurance) premiums
for retirees. 14

Medicare costs may be affected by the type of retiree plans offered.
By minimizing beneficiary cost sharing, COB plans, in particular,
may encourage higher utilization of Medicare-covered services. Carve-
out plans preserve the cost-sharing incentives of employers' active-
worker plans, although they also probably reduce the cost sharing
imposed by Medicare.

Trends in Employer-Paid Retiree Health Insurance

Although at least two-thirds of employees in medium and large
establishments in 1985 were promised continuation of health insur-
ance after normal retirement, and 71 percent after early retirement,

the future of postretirement health coverage is uncertain. At least
four major factors may discourage employers from establishing or
continuing health coverage for future retirees:

• the prospect of action by the Financial Accounting Standards Board
(FASB) to require that employers' unfunded liability for postemploy-
ment health and welfare benefits be disclosed;

• current tax law;

• recent and expected changes in Medicare coverage; and

• recent litigation addressing retirees' rights to promised health insurance
benefits.

Disclosure

ERISA requires that accrued liability in qualified pension plans be
funded. Employers receive tax deductions for contributions to qual-
ified pension trust funds; investment income earned by the trusts
receives favorable tax treatment. In contrast, ERISA does not require
that tax-qualified retiree health and welfare plans be funded. Rather,

*4William M. Mercer-Meidinger, Inc., "Understanding the Cost of Post-Retirement

Medical Benefits" (New York: William M. Mercer-Meidinger_ Inc., May 1985).

210



employer payments for retiree health coverage are treated as oper-
ating expenses for the year in which the benefits are paid.

In a statement issued in November 1984, FASB established em-

ployers' responsibility to provide information about postemployment
health and welfare benefits as a footnote to their financial statements.

In itself, this is not a significant change in accounting practice, since
the current costs of these benefits are included in calculating net
income. Nevertheless, FASB's position is important in that it requires

employers to recognize the current cost of retiree benefits separately
from the cost of plan benefits for active workers.

Ultimately more significant may be the issue still under consid-
eration by FASB--whether to require that employers recognize ac-
cruing unfunded liability for retiree health and welfare benefits, similar
to the way unfunded pension liabilities must be recognized. By most
estimates, unfunded liability for retiree health and welfare benefits
is large. Based on a nonrepresentative selection of employer plans,
the National Association of Accountants estimates that unfunded li-

abilities for retiree health plans could range from 4 to 50 times the

amount that employers are now paying annually as current plan
expense. Actuaries who have calculated these costs for clients concur
that unfunded liabilities can range from 30 to 50 times the plans'
current costs.

Estimates from the U.S. Department of Labor's Pension and Wel-
fare Benefits Administration (PWBA) indicate that aggregate un-

funded liability for retiree health insurance benefits may have reached
$98.1 billion in 1983. is PWBA estimates that employers would have
spent an additional $6.2 billion more than the $4.6 billion employers
were estimated to have paid in 1985, if the $98.1 billion liability had
been amortized over 20 years. This is an estimated two and one-third
times greater than current expenditures using pay-as-you-go financ-
ing. Many argue that this is a conservative estimate.

Tax La w

Concurrent with employers' emerging recognition of retiree health

plan liability, 1984 changes to the Internal Revenue Code made the
prospect of funding accruing liability unattractive. Prior to enact-
ment of the Deficit Reduction Act of 1984 (DEFRA), the tax code

defined two tax-favored vehicles for prefunding retiree health bene-
fits: section 501(c)(9) trusts (called voluntary employee beneficiary

lsOffice of Policy and Research, Pension and Welfare Benefits Administration, U.S.
Department of Labor, May 1986, p. 2. (Mimeographed.)
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associations, or VEBAs) and section 401(h) trusts, j6 Although no ex-

isting national data document the use of these vehicles, consulting
actuaries indicate that very few firms used either to fund accruing
liability for retiree health benefits. Reportedly, those that did fund
these liabilities most often used VEBAs; virtually no employers used
401(h) trusts.

DEFRA discourages the use of VEBAs to fund liability for retiree
health benefits in four ways.

• DEFRA establishes limits for deductible contributions to VEBAs. Ac-
tuarial assumptions must be based on the current medical plan and
cannot include any adjustment for inflation. 17Under DEFRA, qualified
contributions are limited to the sum of (1) benefits paid during the year;
(2) reasonable expenses; and (3) a permissible addition to reserves. With-
out actuarial certification, the safe-harbor limit on the permissible ad-
dition is 35 percent of the qualified direct cost for one year.

• DEFRA subjects all investment earnings on reserves held in VEBAs for
postretirement medical benefits to the tax on unrelated business in-
come. Is

• DEFRA imposes a 100 percent penalty tax on any disqualified benefits
paid from the funds. Disqualified benefits include any assets reverting
to the benefit of employers sponsoring the welfare benefit funds. This
means that any excess funds (greater than necessary to cover current-
year retiree benefits) cannot be recaptured by an employer.

• DEFRA imposes nondiscrimination rules for qualified contributions to
VEBAs. In addition, limits on employer contributions to qualified pen-
sion and profit-sharing plans for highly compensated employees (section
415 limits) include contributions for postretirement health benefits.

Many benefit experts consider DEFRA's restrictions on using
VEBAs to fund retiree health liabilities prohibitive, given the com-

peting uses of funds--many of which receive preferential tax treat-
ment--within firms. Chart 1 illustrates allowable funding for

'6Technically, the tax-preferred status, of VEBAswas not allowed for retiree health
benefits, unless the VEBA financed the costs of health benefils for active and retired
employees alike.

17The new deduction limits imposed by DEFRAapply to contributions paid or accrued
after December 31, 1985, in taxable years ending after this date. There is, however,
a special transition rule that may be applied for the first four years.

_SVEBAsused for benefits other than retiree health insurance face a tax on unrelated
business income for reserves that exceed the limits specified for that particular
benefit fund. The new rules regarding unrelated business income taxes do not apply
to income on reserves set aside as of the close of the last plan year ending prior to
July 18, 1984.
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CHART XV.1

Comparison of Allowable Funding for Postretirement
Medical Benefits for Employee Age 50

45-

40-

35-

_ 30-
Pre-DEFRA

Post-DEFRA
10

g

0 _ ] ] J ] ] J I J

50 53 56 59 62 65 68 71 74 77 80

Age

Source: Buck Consultants.

Note: This hypothetical example considers a 50-year-old employee with current
annual postretirernent health costs of $600. It is assumed that these costs
increase annually by 10 percent and that the fund into which contributions

are deposited earns 10 percent annually. In this example, if prefunding had
occurred without the limits imposed by DEFRA, sufficient funds would ac-
cumulate by retirement at age 65. If prefunding had occurred within DEFRA
contribution limits, funds for this worker would be exhaused by age 74.

postretirement health benefits for a hypothetical worker prior to and
after DEFRA enactment.

Section 401(h) of the tax code defines an alternative for funding
retiree health insurance liabilities. Section 401(h) authorizes (1)tax-

exempt employer contributions to health insurance benefits for re-
tirees, their spouses, and dependents, and (2) tax-deferred contribu-
tions to retiree death and disability benefits.

No existing data indicate the use of 401(h) trusts. Actuaries report,
however, that few firms use them for retiree health benefits. Those
that do may limit plan benefits to payment of Medicare Part B pre-
miums.
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Prior to DEFRA, employers may have avoided establishing section
401(h) trusts for several reasons.

• The Internal Revenue Code limits employer contributions to section
401(h) trusts, requiring that the benefits paid by these accounts be "sub-
ordinate" or incidental to the retirement benefits paid by the employer
pension plan. This limit is interpreted as constraining employer contri-
butions to the trust to 25 percent of annual total contributions to retiree
benefits, including pension benefits. For most employers, the limit on
contributions to 401(h) trusts may be too low to adequately fund accru-
ing liabilities for retiree health, death, and disability benefits.

• Funds contributed to a 401(h) are separate from the rest of the pension
plan. This means that excess funds contributed to a 401(h) cannot be
used to fund other parts of the retirement plan.

• The nondiscrimination rules applicable to the pension plan also apply
to 401 (h) trusts. Because VEBAs were not governed by nondiscrimination
rules prior to DEFRA, 401(h) trusts may have been a relatively unat-
tractive way to fund retiree health liabilities.

• Benefit consultants had relatively little experience with 401(h) trusts
and may have been uncertain about the technical aspects.

Given DEFRA's restrictions on the use of VEBAs, section 401(h)

plans are receiving more attention from employers seeking to fund
liabilities for retiree health benefits. However, limits on contributions

to these plans and uncertainty about the legislative and regulatory
status of any plan established under section 401 may be important
factors impeding their use.

Medicare

Recent and expected changes in Medicare are a critical factor in
the development of retiree health insurance benefits. Changes in Med-
icare coverage and reimbursement that shift costs to beneficiaries in
turn shift costs to employer-sponsored retiree health plans. Observing
the financial status of the Part A (Hospital Insurance) trust fund and

the rising public cost of Part B coverage, employers anticipate that
Congress will impose additional cost sharing on Medicare benefici-
aries. In addition, employers are concerned that Medicare will expand
its position as second payer, reducing Medicare obligations for em-
ployer-covered retirees in the same way that Medicare has reduced
its obligations for workers over age 65 who are covered by employer
plans.

Finally, employers are concerned that Medicare's prospective hos-

pital payment system may increase the cost of retiree health benefits
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by further reducing the length of hospital stays, possibly increasing
the number of physician visits or use of outpatient services that are
covered by employer plans. While Medicare covers the full cost of
inpatient services after the deductible for the first 60 days of illness
(called a benefit period), Medicare coverage for physician care entails
much greater cost sharing. The cost sharing for physician care im-

posed by Medicare is a major expense for employer-sponsored retiree
health plans.

Recent Litigation

Retirees' rights to health insurance benefits--in particular those
not funded during their working careers--have been the subject of
numerous court decisions at the federal level. These decisions are

based in contract law and generally define retirees' rights to benefits.
Court rulings have addressed the rights of new retirees to health

insurance and other nonpension benefits, as well as the rights of
current retirees to continued benefits in various instances of plan
termination. Recent decisions have affirmed retirees' rights to the
benefits promised them, generating some concern among employers
that vesting standards for unfunded retiree health and welfare ben-
efits are being defined in common law.

Early court decisions regarding retirees' rights to nonpension ben-
efits, brought under contract law, interpreted their rights conserva-
tively: retirees may be entitled to benefits only while the contract
promising benefits is in force and the employer remains in business .19
The employer may be obligated to provide lifetime benefits to retirees
beyond plan termination only if that obligation is clearly assumed
in the contract. Furthermore, vesting for retiree health and welfare
benefits may not be implicitly defined "outside the contract" in the
context of vesting for other retiree benefits, such as pensions. 2°

fgOddie v. Ross Gear & Tool Co., 305 F. 2d 143 (6th Cir.) cert. denied, 371 U.S. 941
(1962); UAW v. Robertshaw Controls Co., 405 F. 2d 29 (2nd Cir. 1968); Burgess v.
Kawneer Co., Memorandum Opinion No. K77-487 CA8(W.D. Mich. 1977); Turner v.
Teamsters, Local 302,604 F. 2d 1219 (9th Cir. 1979);UAW v. Houdaiville Industries,
Inc., Case No. 5-70742, (E.D. Mich.) undated slip op.; Metal Polishers Local No. 11 v.
Kurz-Kasch, Inc., 538 F. Supp. 368, 110 LRRM 3319 (S.D. Ohio 1982);UAWv. New
Castle Foundry, 4EBC 2455 (S.D. Ind. 1983); UAW v. Roblin Industries, Inc., 561 F.
Supp. 288 (W.D. Mich 1983); Policy v. PoweUPress Steel Co., Case No. C82-24024, slip
op. (N.D. Ohio 1984); Bomhold v. Pabst Brewing Co. (No. 83-1327, July 6, 1984).

2°In UAW v. HoudaiviIle the court found that the continuation of some benefits for
which retirees were vested did not implicitly obligate the employer tocontinue health
and life insurance benefits for retirees beyond the termination of the labor agreement.
UAW v. Houdaiville Industries, Inc., Case No. 5-70742 (E.D. Mich.), undated slip op.

215



The precedent established by these decisions placed the burden of

proving a continuing right to benefits largely on retirees. Retirees
whose benefits were terminated were responsible for proving that the

employer breached a bargaining agreement clearly obligating the
employer to continue benefits, or at least implying intent to do so.

However, given stated or implied intent to provide benefits to re-
tirees, several decisions interpreted the right to retirement benefits

broadly. These decisions have defined vesting for retiree health and
welfare benefits as implicit in retirement status, unless otherwise
defined in the labor agreement. As early as 1960, Cantor v. Berkshire

Life Insurance Company 21 established that the employer may not
withdraw or terminate the retirement program after the employee

has complied with all conditions entitling him or her to retirement

rights. Subsequent court rulings have affirmed that opinion.
Other court rulings concerning the continuation of benefits also

construed ambiguity in contract language in favor of retirees when
evidence of intent was present. In a series of cases since 1967, the
courts have obligated employers that promised retiree benefits to
continue those benefits throughout the retirees' lifetimes. Generally,

these findings have been based on the absence of contract language
to the contrary and on evidence of intent. The circumstances of these
cases included, variously, contract expiration and corporate takeover

or merger.
The inference of intent in these rulings was in each instance drawn

from the particulars of the case. Commonly the courts considered
both failure of the labor contract to address the issue of lifetime

benefits for retirees (or ambiguity in contract language) and man-

agement's representations that the benefit would continue for life--
including oral statements to that effect.

Reconciling these decisions with more conservative legal prece-
dent, at least one court decision specifically rejected a lower court's

presumption that retiree health and life insurance benefits are life-
time benefits, absent express contract language limiting their dura-
tion. 22 Similarly, another decision included the following remarks:

...retiree insurar.ce benefits are [not] necessarily interminable by their
nature. [No] federal labor policy identified to this court presumptively
favor[s] the finding of interminable rights to retiree insurance benefits
when the collective bargaining agreement is silent. 23

21Cantorv. Berkshire Life Insurance Co., 171 Ohio St. 405, 171 N.E. 2d 518 (1960).
22UAWv. Cadillac MalleableIron, 728 F. 2d 807 (6th Cir. 1984).
23UAWv. Yard-Man, Inc., 716 F. 2d 1476 (6th Cir. 1983),cert. denied, 104 S. Ct. 100 2

(1984).
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Two recent court decisions upholding retirees' rights to continued
health insurance benefits have gained particular attention. These cases
were brought under ERISA, which governs the funding, vesting, and
fiduciary practices of private pension plans. In that these cases were
brought under ERISA, Eardman v. Bethlehem Steel 24 and Hansen v.
White Farm Equipment Company 2s are departures from the precedent
established earlier under contract law.

In Eardman v. Beth&hem Steel, Bethlehem Steel was constrained

from modifying its retiree health insurance plans to parallel the ben-
efits offered to active employees under a collective bargaining agree-
ment. Similar to earlier cases where contract language was ambiguous,
the court ruling requiring Bethlehem Steel to reinstate benefits strongly
took into consideration implied intent. The decision was appealed,
and in a later settlement Bethlehem Steel was allowed to establish

a substitute "permanent health program" not subject to later mod-
ification or termination.

The plaintiff in Hansen v. White Farm contested the termination of
a noncontributory retiree health plan after a bankruptcy reorgani-
zation. The bankruptcy court authorized replacement of the plan with
a group plan arrangement financed entirely by participant premiums.
Reversing the bankruptcy court decision, the federal district court
held that, in excluding welfare benefit plans from the minimum vest-
ing requirements of ERISA, Congress did not intend to permit the
unrestricted termination of these plans by employers. Furthermore,
the court stated,

...the modern view concerning benefit plans, under which an employer
may not invoke a termination clause to cut off the benefits of a former
employee who has properly retired pursuant to the employer's require-
ments, should be adopted as a rule of common law under ERISA. z6

On April 21, 1986, the Sixth Circuit Court of Appeals overturned
the lower court decision and remanded the case back to the bank-

ruptcy court for further clarification of the plan documents to deter-
mine if benefits could be terminated. The appeals court decided that

Congress exempted welfare benefits from ERISA's vesting, partici-
pation, and funding standards, and that ERISA-based "common law"
was inapplicable.

In the absence of legislation or further litigation clarifying ERISA's
protections for health and welfare plan participants, the precedent

24Eardman v. Bethlehem Steel Corp., No. 84-274E, slip op. (W.D. NY Sept. 17, 1984).
2SHansenv. White Farm Equipment Co.,No. C82-3209 ((N.D. Ohio Sept. 20, 1984).
26Ibid.
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set by Hansen v. White Farm and earlier cases governs the organi-
zation and administration of retiree health insurance plans. These
cases suggest a common-law rule for retiree welfare plans: Former
employees who properly retire may gain a "vested right" to welfare
benefit plans at retirement. These cases suggest that an employer
may not terminate the plan or alter its provisions unless the employer
has reserved the right to do so and has clearly communicated that
right to employees. Ambiguous plan language regarding the employ-
er's right to terminate or alter the plan may be interpreted broadly
in favor of retirees. 27

Issues in the Coming Debate

In addition to limiting the use of VEBAs for funding retiree health
insurance liability, DEFRA mandated the Treasury Department to
study possible funding and vesting rules for retiree health plans, sim-
ilar to the rules now governing pensions under ERISA (a report is
expected in fall 1987). Funding and vesting, however, are difficult
concepts as applied to service benefits such as health insurance, since
the cost of providing such benefits is much less predictable than the
cost of providing cash benefits such as pensions.

As with cash benefits, accruing liability for service benefits (mea-
sured as the discounted present value of forecasted plan costs) de-
pends on the probability that employees will ultimately qualify for
benefits and on the expected lifetimes of retirees. Unlike cash benefits,
however, future health insurance costs also depend on the long-term
rate of health-care cost inflation, changes in the delivery of health
care, and changes in medical technology. Moreover, survivorship rights
under a retiree health plan cannot be factored into the benefit payout
in the same way that pension plans reduce annual benefits for retirees
who elect joint and survivors' benefits. As a result, survivors' benefits

27Editor's note: The termination of retiree health benefits in the voluntary bankruptcy
reorganization of LTV Corporation gained congressional attention and may generate
future legislation. In the Omnibus Budget Reconciliation Act of 1986 (OBRA), Con-
gress amended the continuation provisions of the Consolidated Omnibus Budget
Reconciliation Act of 1985 (COBRA) to make a firm's entry into Chapter 11 bank-
ruptcy on or after July 1, 1986, an event qualifying any retired employee to continue
obtaining employer-sponsored health coverage until he or she (1) dies or (2) obtains
coverage from another source. A retiree's spouse may obtain coverage for an addi-
tional 36 months.

The second provision, House Joint Resolution 738, established that any company
paying retiree medical benefits as of October 2, 1986, that has not had its reorga-
nization plans confirmed by a bankruptcy court, and any companies reorganizing
under Chapter 11 after that date, must continue paying benefits until May 15, 1987.

For further information, see Employee Benefit Research Institute, "Employer-
Provided Health Benefits: Legislative Initiatives," EBRI Issue Br/ef62 (January 1987).

218



can add significantly to health plan costs and make forecasting those
costs even more uncertain. Finally, if vesting rules were to allow
vesting in more than one retiree health insurance plan, the practical
problem of coordinating benefits from multiple plans as well as Med-
icare would be significant, constituting an additional source Of un-
certainty in forecasting plan costs.

The emerging policy debate centers on the appropriate and prudent
financing of retiree health and other nonpension benefits, as well as
the rights of retirees to receive these benefits. While federal rules
governing the administration of qualified plans may place funding
and reporting burdens on employers--potentially discouraging em-
ployers from providing retiree health benefits--such rules may also
safeguard promised benefits to workers.

In the coming debate over appropriate rules, however, the current

and potential role of employer-sponsored coverage in financing health
care for the elderly should also be considered. A larger private system
of health insurance for the elderly offers potential advantages and
disadvantages compared to a growing public system. Employer plans
may be important in protecting early, retirees from the high cost of
major illness and in ensuring their access to health care. For retirees
covered by Medicare, especially those with chronic health problems,
employer-sponsored health coverage helps finance substantial out-
of-pocket expenses and represents an important supplement to pen-
sion income--one that may exceed the value of many retirees' pension
plans.

If a larger private system of health insurance for the elderly is to
be encouraged, several related issues must be addressed. These in-
clude the relative merits of an employer-based system of coverage
versus a more individualized system, such as the proposed individual
retirement accounts specifically earmarked for the purchase of health
care or health insurance in retirement (sometimes called "medical

IRAs"). They also include the willingness of Congress and the ad-
ministration to sustain the near-term revenue loss implied by tax
policy to encourage greater private insurance coverage among future
retirees. Possible reduction of the fiscal burden of Medicare and Med-

icaid spending for the elderly, however, is an important offsetting
consideration. Possible long-term reductions in public spending en-
abled by private coverage should be weighed carefully against the
near-term cost of aggressive tax policy to encourage private health
insurance coverage among retirees. 28

2aEditor's note: Anearlier form of the material presented in this chapter was published
as EBRI Issue Brief47 (October 1985).
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XVI. Financing Long-Term Care

Robert B. Friedland, Ph.D.

Financing long-term care is one of the biggest challenges facing
our society. The population is aging, with the fastest growth in the
age group with the greatest potential for needing long-term care--
persons over age 85. The elderly have few alternatives for reducing
their out-of-pocket health care costs if they become chronically ill.
Many elderly face catastrophic expenses and either spend all their
wealth on long-term care or transfer financial assets to others in order
to qualify for Medicaid.

This chapter evaluates demographic changes and health care ex-
penditures of the elderly and the risks associated with chronic health
conditions. Existing financing mechanisms are explored, as are al-
ternative approaches to long-term care financing. The financing of
long-term care is the most fundamental issue discussed. Other con-
cerns, such as the supply of nursing home beds and the reimburse-
ment practices of Medicare and Medicaid, are raised but require
analysis beyond the scope of this volume.

Long-term care refers to health and social services that are provided
to the chronically ill and functionally impaired. Long-term care in-

cludes an array of services provided informally by family, friends,
and volunteers and also includes formal services provided, often through
institutions, over extended periods of time. These include skilled-
nursing care (such as changing catheters or administering medica-
tions), physical and occupational therapy, personal care services (e.g.,
assistance with bathing, dressing, walking, eating, and using a toilet),
counseling, case management and coordination, homemaker services
(light housekeeping, meal preparation, and shopping), and chore ser-
vices (heavier tasks needed to maintain a home). Some services can

be provided in a variety of settings, including hospitals, clinics, hos-
pices, nursing homes, adult day care centers, and the home.

Economic Status of the Elderly

Americans are living longer, but retiring earlier. In the past two
decades, life expectancy for persons age 65 and older has increased.
Today's 65-year-olds can expect to live two and one-half years longer
than the 65-year-olds of 20 years ago. In addition, labor force partic-
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ipation among men age 65 and over has declined substantially, from

33.1 percent in 1960 to 16.3 percent in 1984. t Retirement planning
has come to play an increasingly important role in individuals' and

families' decision making.
Individuals over age 65 have experienced measurable gains in fi-

nancial well-being. Income among the elderly has risen while poverty
rates have declined. In the past 20 years, income among the elderly
has risen faster than that of the nonelderly, so that elderly and non-
elderly families now have nearly equal levels of per capita income.

In 1984, median income among families headed by a person age 65
and older was $18,215, about $10,000 less than the median income

for families headed by an individual younger than age 65. Median

income among unrelated elderly individuals was $7,296, approxi-
mately $6,000 less than that for unrelated individuals age 64 or young-
er. By 1983, poverty rates for elderly families had declined to 9 percent
from 27 percent two decades earlier. The drop in poverty rates was
even greater among single elderly, falling from 66 percent in 1960 to

26 percent in 1983. 2
However, the elderly are not a homogeneous group. Age and family

composition contribute to variations in personal resources. For in-
stance, older people with spouses are, on average, better off finan-
cially than those who live alone. In 1982, 85 percent of all married
couples had retirement income of $I0,000 or more; only 45 percent
of all unmarried individuals reached this threshold. Median annual

private pension income for couples ($4,700) was nearly twice the
benefit received by individuals ($2,417), while median annual Social
Security benefits were 53 percent larger for couples ($7,750) than for
individuals ($5,050). 3 Persons age 85 and older are almost twice as
likely to be poor as those age 65 to 74. In 1983, 21.3 percent of persons
age 85 and older had income below the poverty level, compared to
11.9 percent of persons age 65 to 74. 4 Furthermore, in 1983, poverty

For more information on the retirement decisions and wealth of the elderly see Em-

ployee Benefit Research Institute, "Complementing Social Security: Pensions, Earn-
ings, Welfare, and Wealth," EBRI Issue Brief45 (August 1985); and Employee Benefit
Research Institute, "Economic Incentives for Retirement in the Public and Private
Sectors," EBRI Issue Brief57 (August 1986).

2U.S. Department of Commerce, Bureau of the Census, "Money Income and Poverty
Status of Families and Persons in the United States: 1984," Current Population Reports,

series P-60, no. 149 (Washington, DC: U.S. Government Printing Office, August 1985),

Table 15, p. 21.
3EBRI Issue Brief45, pp. 5-6.
4G. Lawrence Atkins, "The Economic Status of the Oldest Old," Milbank Memorial

Fund Quarter[y/Health and Society 63, no. 2 (1985): 398.
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rates among elderly couples were nearly one-fourth the level found
among single elderly, and nearly one-third the rate among elderly
families headed by females with no husbands present (chart 1).

Compared to the nonelderly population, the elderly are also at
greater risk of chronic and degenerative health problems that may
lead to institutionalization and eventually to impoverishment. Re-
cent studies have examined the financial risks associated with senile

dementia such as Alzheimer's disease. 5 One such Massachusetts study
surveyed elderly individuals and families with heads of household
age 75 or older. This study found that 46 percent of the elderly age
75 years or older who had been living alone became impoverished
within 13 weeks of placement in nursing homes. 6

CHARTXVLI

Percent of People Age 65 and Older with Income below
the Poverty Line in 1960, 1970, and 1983
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SSenile dementia is a particularly debilitating condition afflicting an estimated 50
percent of the American elderly who reside in nursing homes. About 15 percent of
the elderly not residing in nursing homes are also afflicted. Economic costs in the
U.S. associated with senile dementia were estimated at nearly $39 billion in 1983
according to the National Institute on Aging.

6U.S.Congress, House Select Committee on Aging, America's Elderly atRisk, Committee
Print, 99th Cong., 1st sess., July 1985.The survey was conducted by Harvard Medical
School and sponsored by the House Select Committee on Aging. The committee spon-
sored a similar study conducted by Blue Cross and Blue Shield of Massachusetts.
That study, which surveyed persons age 66 and older, found that 63 percent of those
living alone would be impoverished within 13 weeks of institutionalization, while
couples had a 37 percent risk.
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Demographics of the Elderly

The elderly have been the fastest-growing age group in the United
States, increasing both in absolute terms and as a percentage of the
total population. At the turn of the century, 4 percent of the popu-
lation, or 3.1 million people, were age 65 or older. By 1980, this group
had grown to 11.3 percent of the population, or 25.5 million persons.
By the year 2030, the number of elderly is projected to double again
and to represent 20 percent of the U.S. population.

The older population itself is aging. Individuals over age 85 rep-
resent the fastest-growing age group in the population. The number
of Americans age 85 and older is projected to increase from 2.6 million
in 1980 to 13.3 million by 2040, or from 9 percent of the elderly
population to 20 percent. Of the 13.3 million "old old" in 2040, slightly
more than 30 percent may require some type of personal care assis-
tance.7

Substantial advances in medical technology have increased the
elderly's life expectancy and changed their prevalent causes of death.
Better control of high blood pressure, improved surgical and medical
treatment of heart disease, and early cancer detection as well as
changes in lifestyle (e.g., decreased smoking and more exercise) have
been major factors. Reduced incidence of heart disease and stroke
has been especially significant in extending the life span of the elderly.
In 1960, the life expectancy of a 65-year-old woman was 15.8 years,
compared to 19 years in 1984. The average life expectancy of a 65-
year-old man was 12.8 years in 1960, compared to 14.5 years in 1984. 8

Living longer has meant that chronic health conditions have be-
come major causes of death, disability, and functional dependency.
These conditions can afflict individuals for years, impairing their
ability to function and necessitating high use of health resources to
manage--but not cure--the conditions. Although chronic conditions
may include episodes of acute care, the focus of long-term care is to
manage chronic problems while maintaining as much of the individ-
ual's independence as possible.

7BethSoldo and KennethG. Manton,"Health Status and ServiceNeedsofthe Oldest
Old:Current Patterns and Future Trends," MilbankMemorialFundOuarterly/Health
and Society63, no. 2 (1985):286-319;Ira Rosenwaike,"k DemographicPortrait of
the Oldest Old," ibid., pp. 187-205;and Joan C. Cornoni-Huntley,Daniel J. Foley,
Lon R. White, Richard Suzman, Lisa F. Berkman, Denis A. Evans, and Robert B.
Wallace,"Epidemiologyof Disabilityin the OldestOld:MethodologicalIssues and
PreliminaryFindings," ibid., pp. 350-376.

8U.S.Department of Health and Human Services,Public Health Service, National
CenterforHealth Statistics, HealthUnitedStates,1985,Pubn.No.PHS86-1232(Wash-
ington, DC:U.S.GovernmentPrinting Office,December1985),Table 11,p. 40.
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The elderly, especially those over age 85, are at the greatest risk of
needing long-term care. The likelihood of needing long-term care
services increases with age. In 1977, there were about 13 nursing
home residents per 1,000 persons age 65 to 74 and about 216 per 1,000
persons age 85 years and over. 9 Nearly one-third of the population
over the age of 85 requires help with personal care, compared to less
than 1 percent of the population under age 45. More than 70 percent
of those who require help with personal care are over the age of 65.
Of the elderly in need of personal care, 2.6 percent were age 65 to 74
while 31.6 percent were age 85 and over. 1°

Most persons requiring long-term care reside within the noninsti-
tutionalized community, but the likelihood of needing institution-
alized care increases with age. The 1977 National Nursing Home
Survey found that nursing home residents represented 0.3 percent of
all persons age 45-64, 1.4 percent of those age 65-74, 6.4 percent of
the population age 75-84, and 21.6 percent of those age 85 and older.
This survey in conjunction with the 1977 National Health Interview
Survey indicated that of those needing personal care assistance in
the 65-to-74 age group, 40 percent resided in nursing homes. For those
age 85 and over and in need of personal care assistance, 61 percent
resided in nursing homes. 11

Utilization and Health Care Expenses of the Elderly

On average, the elderly's health care utilization and, consequently,
personal health care expenditures are much greater than those of the
nonelderly. The elderly averaged 1.75 more visits to physicians' of-
fices per person in 198 l, and nearly twice as many hospital discharges
per 1,000 persons in 1982, than the population as a whole. The el-
derly's average hospital stay in 1982 was 2.6 days longer than the
national average. 12 Per capita, the elderly spend nearly three times
the amount the population as a whole spends on health care. In 1984,

9Ibid., Table 55, p. 116.
I°Pamela Dory, Korbin Liu, and Joshua Wiener, "An Overview of Long-Term Care,"

Health Care Financing Review 6 (Spring 1985): 69-78.
11Patrice Hirsch Feinstein, Marian Gornick, and Jay N. Greenberg, "The Need for New

Approaches in Long-Term Care," in Long-Term Care Financing and Delivery Systems:
Exploring Some Alternatives, conference proceedings, U.S. Department of Health and
Human Services, Health Care Financing Administration, Pubn. No. HCFA 03174

(Washington, DC: U.S. Government Printing Office, June 1984), pp. 7-12.
12U.8. Department of Health and Human Services, Public Health Service, National

Center for Health Statistics, Health United States, 1984, Pubn. No. PHS 85-1232
(Washington, DC: U.S. Government Printing Office, December 1984), Table 44, p. 99,
and Table 50, p. 108.
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health care expenditures by those age 65 and older exceeded $119
billion, while the expenditures of those under age 65 were $267.5
billion. For the elderly, the largest expenditure category in 1984 was
hospitals ($54.2 billion), followed by nursing homes ($25.1 billion)
and physicians ($24.8 billion); all other care accounted for $15.8 bil-
lion (chart 2).

Nursing home care represents the elderly's second-largest expen-
diture category, but is their largest source of out-of-pocket spending.
Among the 1.3 million elderly persons in nursing homes, about half
are covered by Medicaid. More will eventually exhaust their financial
resources and become eligible for this program. Private out-of-pocket
expenditures financed 50.1 percent of all nursing home care in 1984.
Private insurance plans financed only 1.1 percent. Medicaid pur-
chased 41.5 percent of all nursing home care, while Medicare's por-
tion was 2.1 percent (chart 3).

On average, the elderly's out-of-pocket expenses for health care are
large and are expected to increase. Out-of-pocket health care expenses
excluding health insurance premiums for the elderly in 1984 averaged

CHART XVI.2

Distribution of Personal Health Care Expenditures
Per Capita for People 65 Years of Age and Older,

by Type of Service, FY 1984

Source: U.S. Department of Health and Human Services, Health Care
Financing Administration, Office of Financial and Actuarial Analysis
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CHART XVI.3

Distribution of Nursing Home Expenditures Per Capita

for People 65 Years of Age and Older, by Source of Funds, FY 1984
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Administration,OfficeofFmandal andActuarialAnalysis

$1,059 per person--21.4 percent of the elderly's median income. By
1990 it is expected to average $2,583.13

Public Financing of Long-Term Care

Medicaid

Medicaid is the major source of public financing for long-term care.
Federal law requires states to cover services provided in skilled-nurs-
ing facilities (SNFs) for Medicaid recipients over age 21. In addition,
states may cover SNF care for recipients under age 21, the service of
intermediate care facilities (ICFs) and ICFs for the mentally retarded

(ICFMRs), and institutional care for mental disease for persons under

age 21 and for those age 65 and over.
Medicaid has been the fastest-growing component of many state

budgets, and long-term care has been the fastest-growing portion of
Medicaid spending. Between 1975 and 1980 Medicaid spending for
long-term care rose at an annual rate of 17 percent, compared to 15

z3U.S. Congress, House Select Committee on Aging, America's Elderly at Risk, p. 20.
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percent for all Medicaid spending. By 1983, Medicaid spending for
long-term care was $15.4 billion, or 48 percent of total Medicaid

spending. Nursing home spending was the largest component of long-
term care aggregate spending, accounting for over 36 percent of Med-
icaid expenditures. Nursing home expenditures are ranked within
each state as Medicaid's largest or second-largest expenditure cate-
gory.

In states with Medicaid programs that encompass the medically
needy, nursing home expenses are covered once health care costs
become greater than an individual's Medicaid-recognized assets. Thirty-
one states have incorporated medically needy programs into Medi-
caid. Over one-half of the people covered by Medicaid in nursing
homes were not on Medicaid upon entering but became eligible by
"spending down" (depleting) their assets until medical costs exceeded
net wealth.

The promise of Medicaid eligibility after depletion of one's assets
provides strong incentives for transferring personal assets to others
prior to needing long-term care. It is unknown how extensively assets
are transferred to receive medical assistance, but tangential evidence

suggests that it is not minimal. Attorneys advertise expertise in trans-
ferring or sheltering assets to assist families in qualifying for Medi-
caid. State laws governing asset transfers have grown increasingly
strict, regulating asset valuation and lengthening the required wait-
ing period between asset transfer and application for Medicaid ben-
efits.

State and federal inheritance and gift taxes may also encourage
the transfer of assets prior to needing long-term care. The effect of
Medicaid program incentives and state and federal gift and inheri-
tance taxes are probably complementary, but the relative impact of
each is not fully understood.

The absence of private insurance alternatives to Medicaid for fi-
nancing long-term care further encourages the elderly to seek ways
to become Medicaid-eligible. Paradoxically, however, the Medicaid

program may make it more difficult for private insurers to market
coverage for catastrophic chronic-care costs. Misconceptions about
the coverage now provided by private health insurance plans, by
Medicare, and by Medicaid, and failure to recognize the risk of high
health care costs associated with aging foster a public illusion that
the probability of needing long-term care is small and that if it is
needed, the financing will come. "from somewhere."

The preeminence of Medicaid in financing long-term care has also
created some problems in service delivery. Medicaid coverage tends
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to be institutional rather than home- or community-based and has
encouraged a delivery system that is biased toward institutionali-
zation.

Medicaid's low reimbursement levels and cumbersome system of
claims filing have also affected the nursing home market. Facilities
that accept Medicaid patients have long queues for admission, while

nursing homes that accept only private-pay patients generally have
.beds readily available. In some areas, however, nursing home beds
may become scarce for private-pay patients as states restrict the over-
all number of new beds in the belief that this action will contain

Medicaid expenditures. Flat-rate or cost-based reimbursement, more-

over, has encouraged nursing homes that accept Medicaid payment
to prefer patients who are the least ill or to over-provide billable
services and supplies. 14 These incentives have resulted in instances
where too many services were provided to those less in need of in-
stitutional care, while not enough services were provided to those in
greater need of care.

Medicare

Medicare was enacted in 1965 to finance acute care for the elderly
and, subsequently, the disabled. Medicare does pay for some nursing
home care, but the level and limits of coverage target post-acute care.
Medicare pays only for nursing home stays that begin within 30 days
of discharge from a hospital stay of three or more consecutive days.
Furthermore, Medicare covers only care provided in skilled-nursing
facilities and limits benefits to 100 days per benefit period (spell of
illness). The first 20 days of Medicare-paid SNF care require no co-

payment; after 20 days a $61.50-per-day copayment is required (in-
creasing to $65 for federal fiscal year 1987). In 1980, Medicare covered
an average of 30 days of skilled-nursing care, much less than the
average length of stay of 456 days for all nursing home care. 15

Medicare also covers an unlimited number of home health care

visits. To qualify for coverage, a beneficiary must be under the care
of a physician, be homebound, and need part-time, skilled-nursing

14Theinability to place Medicaid patients in nursing homes has prompted states to
consider alternative reimbursement schemes. One fairly successful arrangement im-
plemented by the Maryland Medical Assistance Program makes payments based on
one of four levels of care, although capital costs are still reimbursed based on actual
cost. Lack of placement is very costly since it usually means extending the hospital
stay, which can be two to four times the daily rate at a nursing home.

_Doty et al., "An Overview of Long-Term Care."
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care (or physical or speech therapy) on an intermittent basis. The
intermittent care requirement, however, has been interpreted by the
Health Care Financing Administration as the need for home health
care less than three days a week. Home health expenditures are less

than 3 percent of Medicare's total costs but are growing rapidly. From
1974 to 1980 the annual growth rate was 34 percent. Doty et al. have
estimated that only one-third of this increase was due to price infla-
tion; almost one-half was due to an increase in the proportion of
beneficiaries utilizing home health services; 8 percent was because
of an increased number of visits per person; 10 percent resulted from

growth in the overall number of Medicare beneficiaries. Medicare
home health care expenditures doubled from $722 million in 1980 to

$1.5 billion in 1983, an annual compounded growth rate of 26 per-
cent. 16

Since November 1983, Medicare also has covered a limited amount

of hospice care (care for the terminally ill). In 1986, hospice coverage
was made a regular Medicare benefit.

Other Federal Programs

Many smaller federal programs together financed 5.6 percent ($6.7
billion) of the elderly's total health care expenditures in 1984. These
programs include nursing home and personal care for elderly veterans
provided by the Veterans Administration; home-delivered meals, con-
gregate meals, and some in-home support services financed under
Title III of the Older Americans Act; social services financed under

Title XX of the Social Security Act; a variety of programs financed

through the alcohol, drug abuse, and mental health block grant; and
programs funded through the Developmental Disabilities Assistance
and Bill of Rights Act. Of this $6.7 billion, nearly three-fourths (73.2

percent) went to purchase hospital services, followed by nursing home
care (16.5 percent), other care (7.9 percent), and physician services
(2.4 percent)) 7

Alternative Financing for Long-Term Care

Recognizing the likely consequences of demographic trends, tech-

nological advances in medicine, and a general squeeze on social
spending, there has been growing concern over whether resources are

16Doty et al., "An Overview of Long-Term Care."
17Ibid.
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adequate to finance the enormous cost of long-term care. Many con-
sider the current system of financing long-term care inadequate be-
cause the financial burden can be very large relative to retirement
income and accumulated wealth. At a cost of $2,100 to $4,500 a month,

the expense of receiving care in a nursing facility can exceed retire-
ment income, wiping out a lifetime's savings.

The problem, however, is that there is no obvious financing mech-
anism one can use to help meet long-term care costs in advance of
the time they are incurred. Although a private insurance market exists
for acute care not financed by Medicare, no comparable market for
private long-term care insurance has been developed. A public mech-
anism-Medicaid-exists, but this is a means-tested program that
was not intended to finance the long-term care costs of all elderly.

Approaches to financing long-term care could be purely public, like
an extended Medicaid or Medicare program; purely private, by en-
couraging long-term care insurance; or a mixture.

A purely public approach could be organized in a manner that
resembles Medicare. Coverage could be mandatory or voluntary and
financed through premiums, general revenues, or both. One advan-
tage of this approach is that participation would be among a broad
population at risk of using long-term care; those at immediate risk
of needing long-term care would not be the only ones selecting the
insurance. To the extent that it is mandatory and/or financed through
general revenues, the financial risk would be shared by all. Further-
more, the Medicare model might avoid the stigma of a means-tested
welfare program. The disadvantage of this approach is that the ben-
efits structured by the political process may be different from those
individuals would choose, potentially producing expensive benefits
that may not serve individuals' needs.

Purely private financing would have the free market determine the
types of insurance available. The advantages of this approach are
that the individual would be free to choose a policy that would com-
plement his or her particular financial and family circumstances. The
disadvantage of this approach is that individuals may not adequately
assess the risk of needing long-term care. Alternatively, they may
wait until retirement to purchase coverage, when the risk of needing
long-term care is so high that premiums are prohibitive. If many
elderly were unable to afford the insurance, society would be faced
with having to decide what to do about individuals who lacked ad-
equate health care.

More than likely, long-term care financing will be addressed as a
cooperative arrangement between the public and private sectors. Public
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involvement may take the form of assurances or assistance in devel-

oping widescale private markets. In addition, th_ public sector will
probably continue to safeguard access to health care by poor elderly.

Financing Options

Many financing alternatives have been suggested. The options re-
ceiving the most attention are private initiatives that include private
insurance for long-term care, life-care communities, and social/health
maintenance organizations (S/HMOs). Some attention has been fo-
cused on mechanisms to facilitate personal funding of long-term care,
including converting home equity into cash and establishing indi-
vidual retirement accounts (IRAs) for medical purposes--"medical
IRAs." This is not an exhaustive listing of options, nor are the alter-

natives mutually exclusive. A brief description of the most widely
discussed approaches follows.

Long-Term Care Insurance--Private insurance for long-term care is
available, although not in all states, from at least 13 carriers. An
estimated 130,000 individuals were covered as of June 1986. As of

the same time, 15 more insurance companies were preparing to enter
the market. 18These policies typically offer indemnity benefits in SNFs
(ranging from $10 to $50 a day) for three to four years and may also
cover custodial and intermediate care, as well as home health care.
Premiums are commonly based on age and vary by the indemnity
level and waiting period chosen. 19

The feasibility of developing a private long-term care insurance
market is a commercial concern for private insurers, as well as a

policy concern for government. Numerous studies of existing policies,
many sponsored by the federal government, as well as private market
testing have been under way. z° The Health Insurance Association of

18Health Insurance Association of America, "The State of Private Long-Term Care
Insurance: Results from a National Survey," Research and Statistical Bulletin No.
5-86 (Washington, DC:Health Insurance Association of America, 25 November 1986).
For more information see Mark R. Meiners and Gordon Trapnell, "Long-Term Care
Insurance: Premium Estimates for Prototype Policies," Medical Care 22 (October
1984): 901-911 ; and ICF Incorporated, "Private Financing of Long-Term Care: Cur-
rent Methods and Resources, Phase I, Final Report" (Washington, DC: ICF Incor-
porated, January 1985), submitted to Officeof the Assistant Secretary for Planning
and Evaluation, U.S. Department of Health and Human Services.

19Fireman'sFund has the most experience underwriting long-term care coverage. Based
on seven years of experience, the company reports that the average policyholder age
is 78, the average beneficiary age 83, and the average length of stay in a nursing
facility 256 days. See ICF Incorporated, "Private Financing of Long-Term Care: Cur-
rent Methods and Resources, Phase I, Final Report."

2°For examples see Meiners and Trapnell and ICF Incorporated. The Prudential In-
surance Company of America recently released a test product to a random selection
of AARPmembers in six states.
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America has examined this issue and established broad guidelines
for putting together a private insurance product. 2_

Estimates based on both existing and prototype policies suggest
that many elderly could afford insurance coverage for long-term care.
EBRI estimates suggest that long-term care insurance premiums may
be less than 5 percent of 1984 cash income for 21 percent of families
with a member over age 65 (chart 4). = If families had purchased
coverage at a younger age, premium levels would have been lower,
both absolutely and as a percent of cash income. These prototype
policies, it should be noted, do not adjust for any insurance-induced
demand--that is, use of services that would not occur in the absence

of the insurance coverage. If long-term care insurance increases uti-
lization of services, premiums will increase.

The low rate of long-term care coverage among the elderly popu-
lation may be related to four factors.

• For the most part long-term care insurance has been sold to individuals
rather than to groups, making it more expensive.

• Because of limited actuarial experience and the difficulty of defining
some long-term care services, insurers have been very cautious in offer-
ing coverage--covering well-recognized, medically oriented benefits; us-
ing extensive screening to identify low-risk buyers; and providing partial
indemnity rather than service coverage, with high deductibles.

• State regulations vary and in some places may inhibit the development
of an affordable insurance product. In many states, long-term care in-
surance may be regulated as Medicare supplement (Medigap) insurance,
mandating the coverage of specific benefits and imposing specific min-
imums for short-term losses relative to insurers' premium income. While
these regulations are intended to protect the consumer, they tend to
ignore differences in insurance policies and the event being insured.
Long-term care insurance is substantially different from Medigap and
may need regulation that accounts for these differences.

• Misconceptions about the scope of coverage from Medicare and supple-
mental Medigap policies as well as the existence of Medicaid may make
it difficult to sell private policies. In a survey of the membership of the
American Association of Retired Persons (AARP), 79 percent thought that
nursing home needs would be met by Medicare.

Efforts to remove some of these barriers and facilitate development

2_"Long-Term Care: The Challenge to Society" (Washington, DC: Health Insurance
Association of America, 1984).

=This is based on the estimated premium for a comprehensive prototype insurance
policy. See Meiners and Trapnell, "Long-Term Care Insurance: Premium Estimates
for Prototype Policies."
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CHART XVI.4

Percent of Families for Whom Long-Term Care Insurance Premiums
Would Be Less Than 5 Percent of Cash Income, 1984"
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*Premiums are based on estimates (in 1984 dollars) of a prototype comprehensive policy de-

veloped by Mark Meiners and Gordon TrapneU. It assumes an annual premium for an indi-

vidual age 65-69 of $761; age 70-74, $978; and age 80 and older, $1,304. Premiums for married

couples are assumed to be twice these levels.

of private long-term care insurance, however, are under way. Insur-
ance companies are gaining experience in offering this coverage. Fed-
eral legislation designed to assist private initiatives has been proposed.
Finally, states are examining their insurance laws to be sure that the
laws do not discourage the development of private insurance; since
they expect private insurance to reduce Medicaid expenditures. 23

Life Care Community Centers--Sometimes referred to as continuing-
care retirement communities, life care centers attempt to provide all
services a relatively ambulatory elderly person would need from date
of entry until death. A typical center has a campus appearance and
contains an apartment complex, a dining facility, an activity center,
and a nursing-care facility capable of providing skilled, intermediate,
and custodial care. Individuals are provided the opportunity to live
as independently as they can in surroundings that are secure and
geared to an elderly community. For residents with medical prob-
lems, home health care or use of the nursing-care facility is provided;
hospital care is provided outside the community center. Social ac-
tivities are included and the centers often have a mechanism for self-

governance.

23See Mark Meiners, "Long-Term Care Insurance," Generations 9 (Summer 1985): 39-
42.
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Life care residency is typically financed through entrance fees and
monthly fees. Some centers affiliated with religious organizations,
however, may require assignment of all assets at entry. The monthly
fees usually do not cover all medical expenses.

Life care centers are not new in concept, but viewing them as a
major means of financing chronic care is. Although many centers
have existed for over 30 years, not much is known about them. For
example, estimates of the number of care centers in 1979 range from
27524 to 600. 2s Growing interest in life-care centers has accompanied
concern about appropriate protection for residents, since few regu-
lations govern either the financing or the health aspects of these
centers. Several well-publicized business failures have heightened
these concerns.

In any case, life care centers may not be affordable for many elderly.
The cost for a single one-bedroom accommodation may range from
nearly $50,000 (with a monthly payment of nearly $900) to more than
$80,000 (with a monthly payment of more than $1,300). Monthly fees
for the nursing-home care pose an additional cost. 26 Despite the ex-
pense, approximately 1 million to 1.3 million individuals over the
age of 75 currently may have sufficient assets and income to enter
life care centers. 2r

Social / Health Maintenance Organizations--The S/HMO, a concept
developed at Brandeis University, extends the HMO acute-care model
of case management and prepaid financing to long-term care. The
S/HMO is at financial risk for both acute and long-term care services,
and therefore has every incentive to encourage the most appropriate
utilization of services. Presently four S/HMOs are operating as three-
and-one-half-year demonstration projects funded, in part, by the Health
Care Financing Administration.

The financial success of S/HMOs relies on enrolling members who
are similar to the population average in terms of their chronic-care
needs. However, since membership in S/HMOs is voluntary, adverse
selection is likely to be a problem--that is, those in immediate need
of care are most likely to enroll. Current experiments, however, should

24Howard E. Winklevoss and Alwyn V. Powell, Continuing Care. Retirement Commu-
nities: An Empirical, Financial, and Legal Analysis (Homewood, IL: Richard D. Irwin,
Inc., 1984).

2SFred Frankel, "Life Care Communities: Housing for Both the Active and the Infirm
Elderly," Journal of Property Management (March-April 1979).

26ICF Incorporated, "Private Financing of Long-Term Care: Current Methods and Re-
sources, Phase I, Final Report," Table 9, p. 41.

2rIbid., tables 30 and 31, pp. 74-75.
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provide enrollment information that might be used in the private
development of commercial S/HMOs. 2s

Personal Resources--The most important asset of many elderly is
home equity. However, the illiquidity of home equity and the im-
portance of a home as shelter create problems in converting home
equity to finance large health care expenditures. A forced sale can
produce a low return. In addition, persons who sell their homes to
finance health care may face major changes at a time when they are
physically or emotionally incapable of coping with such change. Home
equity conversion--converting home equity into income without re-
quiring the family to leave their home--offers one option for over-

-coming these problems. Two basic types of home equity conversion
are reverse mortgages and sale leasebacks. 29

Reverse mortgages provide a stream of monthly loan advances to
the homeowner. Repayment of these advances is deferred until the
homeowner moves or dies. In the meantime, the elderly homeowner
retains the title. Appreciation in the home's value during the loan
period typically belongs to the homeowner or family estate. Some
reverse mortgages, however, allow the loan grantor to share in the
appreciation.

In a sale leaseback plan, the home is sold to an investor; the former
homeowner retains the right to rent the home for life. Each month
the investor pays the former owner and in exchange receives a rent
payment. Upon the former homeowner's death or change of residence,
all rights associated with the house belong to the investor. Appreci-
ation during this rental period also belongs to the investor, as does
the responsibility of maintenance and taxes.

Only a few private- and public-sector programs facilitate home
equity conversions; 3° participation in these programs is negligible,
perhaps because of the attitudes many older people have toward sale
of their homes and because of regulatory uncertainty. Moreover, po-
tential lenders may be reluctant to enter reverse mortgage contracts
without mortgage guarantee insurance. Mortgage guarantee insur-

2sFor more information see Jay N. Greenberg and Walter N. Leutz, "The Social/Health
Maintenance Organization and Its Role in Reforming the Long-Term Care System,"

in Long-Term Care Financing and Delivery Systems: Exploring Some Alternatives, pp.
57-65. The S/HMO demonstration projects began in January 1985,

29Employee Benefit Research Institute, "Reverse Annuity Mortgages: A Viable Source
of Retirement Income?" EBRI Issue Brief 12 (September 1982).

3°Bruce Jacobs and William Weissert, "Home Equity Financing of Long-Term Care

for the Elderly," in Long-Term Care Financing and Delivery Systems: Exploring Some
Alternatives, pp. 82-94.
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ance would insure that lenders are not put in the position of requiring
the elderly to sell their homes when the loan term has expired. This
insurance is not widely available. Finally, uncertainty about federal
taxation may foster reluctance to enter a sale leaseback arrangement.
Homeowners may be unwilling to relinquish their homes under con-
tracts that are unfamiliar to them; home equity conversions are rel-
atively new and extremely complicated.

In any case, home equity conversion may have little potential for
helping one purchase long-term care services. A $50,000 home, for
example, may produce an annuity value of between $195 and $475
per month, depending on the conversion plan used. 31

Establishing tax-preferred savings instruments such as IRAs for
medical purposes, known as "medical IRAs," has been proposed as
another solution. This approach would allow an individual to defer
paying taxes on contributions and on interest earned in the account.
Some proposals would provide a tax credit for making contributions
to the account; disbursements from the account would not be con-

sidered as income for tax purposes as long as the disbursements are
for eligible medical expenses and the individual is Medicare-eligible.

Since medical IRAs would be less liquid than regular IRAs, the tax
advantages would have to be relatively great to foster their wide-
spread use. EBRI tabulations of the May 1983 EBRI/U.S. Department
of Health and Human Services Current Population Survey pension
supplement indicate that participation in regular IRAs is not wide-
spread: only 17 percent of workers had IRAs in 1982. 32 Increased tax
advantages could outweigh disadvantages associated with restricting
medical IRA withdrawals to the purchase of health care. However,
for the savings to amount to a meaningful sum, individuals must
assess the risk of needing long-term care early in their financial plan-
ning.

Conclusion

On average, the financial well-being of the elderly has improved
significantly over the last 20 years. The incidence of poverty among

3_ICFIncorporated, "Private Financing of Long-Term Care: Current Methods and Re-
sources, Phase II, Final Report," (Washington, DC:ICF Incorporated, January 1985),
pp. 15-24; submitted to Officeof the Assistant Secretary for Policy Evaluation, U.S.
Department of Health and Human Services.

32Emily S. Andrews, The Changing Profile of Pensions in America (Washington, DC:
Employee Benefit Research Institute, 1985),Table IV.5, p. 82.
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the elderly has declined, and the elderly are living longer. But while
medical technology and changes in life style are extending life ex-
pectancy, the likelihood that the elderly will need chronic health care
is growing. Increases in the age-65-or-older population imply an in-
creasing demand for long-term care services and an increasing need
to use health care resources efficiently.

The ability of some older individuals to finance long-term care is
limited by the type of wealth usually held and by the source of income.
Most elderly receive retirement income from fixed annuities and most
of their wealth is in the form of homeowner equity. Although financial
instruments to convert home equity to cash income are available,

few elderly have been willing to relinquish ownership of their homes,
even if they retain a lifetime right to continued residence.

In fact, there are strong incentives for the elderly to divest their
wealth before long-term care is needed. Federal and state gift and
inheritance taxes and the existence of Medicaid provide incentives to
bequest wealth before death. Even if assets are not transferred, chances
are still good that they will be expended, forcing the individual to
apply for medical assistance through the Medicaid program.

Historically, the net result of Medicaid-financed long-term care has
been to direct long-term care services and resources to institutional
care. Medicaid regulators recently began evaluating alternatives to
the institutional and reimbursement biases inherent in Medicaid

practices. Over the last few years, state demonstration projects have
experimented with expanded home- and community-based services,
case-management, and prospective rate setting.

The problems of efficiently financing long-term care exist now.
Pressure on long-term care resources will continue to grow as the
population continues to age. Solving the problems of financing long-
term care and efficiently providing long-term care services will re-
quire innovation and the attention of everyone affected--govern-
ment, providers, and the growing ranks of potential consumers. 33, 34

33The author gratefully acknowledges the helpful comments provided by Deborah J.
Chollet of EBRI and John Rother of the American Association of Retired Persons,
and the research assistance of Joseph Piacentini, also of EBRI.

34Editor's note: Anearlier form of the material presented in this chapter was published
as EBRI Issue Brief48 (November 1985).
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Appendix A
Paying for Hospital Services: Current
Federal Policy and Likely Future Options

Stuart H. Altman, Ph.D.

The change in federal policy for paying for hospital services under
Medicare has had a far-reaching impact not only on federal spending
but also on private health insurance premiums. Whether it will last
or not has been a subject of much discussion of late, both in Wash-

ington and in many insurance corporate boardrooms. In this paper,
I will argue that the key to continuation of the Prospective Payment
Assessment Commission (ProPAC) diagnosis-related group (DRG) sys-
tem depends on the willingness of federal officials to make important
technical changes. This paper will also summarize the major rec-
ommendations of ProPAC and why I believe they should be followed
by the administration and the Congress. The paper concludes with a
discussion of possible alternative options to prospective payment and
why such systems also bring potential serious problems.

While Medicare's prospective payment system (PPS) has been con-

troversial since its inception in 1983, few would question that it has
the potential for generating the most far-reaching changes in our
health care system since passage of the original Medicare law itself.

The originators of the plan hoped to develop a system that would
control, if not reduce, the rate of Medicare spending while maintain-
ing the quality of hospital care and access to that care by Medicare
beneficiaries. To do this, the PPS system pays hospitals a predeter-
mined fixed amount based on the diagnosis of the illness that was

primarily responsible for the patient's hospitalization, adjusted for
certain characteristics of the patient, e.g., age and sex, and in some
instances whether there are complicating factors.

Incentives of the New Payment System

By separating the payment amount from the resources used to treat

a particular patient and using as the unit of measurement the com-
plete hospital stay as opposed to the previous Medicare unit--each
day of care--the new system substantially changes the financial in-
centives faced by hospitals. Of particular interest are the incentives
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to reduce the length of time patients stay in the hospital and limit
the amount of resources and procedures that are used to treat patients
during their hospital stay. Both factors have been singled out in the
past as" culprits" in the tremendous increases in hospital costs during
the 16 years prior to passage of Medicare and Medicaid.l

Many students of the U.S. health care system as well as practi-
tioners, however, have become very concerned about the reversal of
the financial incentives embodied in this new law. While few would
recommend a return to the previous system, which included very few
incentives to provide medical care efficiently, they are apprehensive
about a system that flips these incentives "on their ear" and puts
tremendous pressure on hospitals to provide as little care as possible.
Unlike a comprehensive capitated system, which has some of the
same incentives, PPS does not include the same marketplace safe-

guards that are contained in capitated plans. Plans that provide too
few services are threatened with the possibility of losing many of
their members. There is also the possibility that if an illness is not

appropriately treated at the outset, it could cost the plan many more
dollars later in the medical cycle. Of course, PPS is not without its
own safeguards, which include the ethical commitments of physi-
cians, who still have the same professional and financial incentives
to demand the best available treatment for their patients. But for the
first time since 1965, a real tug of war could exist in certain situations
between the demands of patients or their physician and the financial

requirements of the hospital.
One of the strongest arguments made by the Reagan administration

in recommending the PPS approach to the Congress was that it would
promote competition in the health care system and reduce the reg-
ulatory requirements of the federal government. While I believe that
PPS does have the potential to foster greater competitive forces th"an
the previous system, many of these are not automatic or self-cor-
recting as they would be in an Adam Smith-type of free market, and
they require frequent technical adjustment by government. To a large
extent, I believe, the success of PPS in encouraging the efficient de-
livery of hospital care without causing serious declines in the quality
of care will depend on how well these so-called technical adjustments
are made.

l Stuart H. Altman and Robert Blendon, eds., Medical Technology: The Culprit Behind
Health Care Costs?, proceedings of the 1977 Sun Valley Forum on National Health,

(PHS) 79-3216 (Washington, DC: U.S. Department of Health, Education, and Welfare,
1979).
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Prospective Payment Assessment Commission

Congress, realizing the negative potentials of PPS and recognizing
that it and the executive branch could use help in making these tech-

nical adjustments, created the Prospective Payment Assessment Com-
mission. ProPAC, as it is called, was mandated by the same law that

created the PPS/DRG system and was put in place to evaluate the
effects of PPS and minimize any negative consequences. It was to
include members knowledgeable about the Medicare program and
the U.S. health care system. The initial group of 15 members were

appointed by the director of the Office of Technology Assessment in
November 1983 and I was asked to be its chairman. The commission's

role is to advise the executive and legislative branches of the govern-

ment-_n the operation of the PPS and to provide analysis necessary
to maintain and update the system. The two primary responsibilities
of the commission are to:

t recommend annually to the Secretary of the Department of Health and
Human Services (HHS) the appropriate percentage change in the Med-
icare payments for inpatient hospital care; this percentage change is
called the "update factor"; and

• consult with and recommend to the Secretary of HHS necessary changes
in DRGs including advice on establishing new DRGs, modifying existing
DRGs, and changing the relative weights of the DRGs.

The first requirement, that of recommending an appropriate update
factor to the previous year's rate, was to be accomplished by April 1
of each year. This would permit the Secretary of HHS to incorporate
the commission's recommendations into the proposed and final reg-
ulations that are due by October 1 of each year. The commission has
met its deadline for each of its first two reports.

Underlying the substance of the April report is the issue of whether
the existing DRG system is an adequate base for compensating hos-
pitals overall and whether there are structural aspects of the DRG
system that discriminate against or in favor of specific types of pa-
tients or hospitals. If either or both indicate problems it is the re-
sponsibility of the commission to recommend appropriate technical
adjustments. The commission has also indicated its willingness to
consider at times more fundamental reforms if the problems appear
serious enough or if previous technical adjustments have been un-
successful in solving the problem.
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Annual Adjustment in DRG Rates

The mechanism used by PPS to provide hospitals with yearly changes
in the payment rate per DRG patient is the annual update factor,
which can be defined by the following equation:

annual update = hospital inflation (market basket)
+ discretionary adjustment factor (DAF)

It is through changes in this annual update factor that Congress and
the administration will decide how much this country is willing to
support the continuous growth in _the American hospital system or
ratchet down this sector, which had been growing two to three times
faster than the national economy. While the hospital inflation factor

is relatively straightforward and is based on technical estimates of
expected inflation for the various resources used by hospitals, the
DAF component is complicated and very difficult to measure. In prin-
ciple DAF is to include a negative adjustment for expected or real
improvements in hospital productivity and a positive adjustment to

permit hospitals to incorporate new technological and scientific ad-
vances and to assure that the quality of care and access to hospitals
is maintained at an acceptable level.

Estima ting Inflation

One issue the commission focused on in deciding the appropriate
inflation rate is whether a hospital's market basket should vary by

region of the country. The market basket used by the Health Care
Financing Administration (HCFA) included the same 18 categories of
expenses for all areas of the country. What's more, the same relative
weight (or importance factor) was used throughout the United States,
except for area wage differences. As shown in table A.1, wages as a
proportion of total expenses vary by region as well as whether a
hospital is within a major urban area. Other evidence revealed that
wage changes also vary by region. 2 Therefore, it seemed important
to the commission that separate regional wage factors be maintained.

But what about the other components of expenses? My own view
was that some variation in the nonlabor expense categories might be

appropriate to assure equity across hospitals. After all, fuel oil is likely
to be more important in New England than in the South. A review
of the evidence, however, did not support the need for such an ad-

2Prospective Payment Assessment Commission, Technical Appendixes to the Report and
Recommendations to the Secretary, U.S Department of Health and Human Services: April
1, 1985 (Washington, DC: U.S. Government Printing Office, April 1985), pp. 31-35.
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justment. A study by Freeland, Schendler, and Anderson, published
in 1981, concluded that between 1972 and 1979 no significant differ-
ences existed between increases in the national input price index and
increases in the regional input price index. 3 A second major conclu-
sion was that to the extent that there were variations in the increase

in the market baskets across regions, the primary cause was differ-
ences in price changes. Differences in the market basket weights had

very little effect. It was this study that provided the basis for HCFA's
decision not to include regional variations for nonlabor expenses. The
oommission was concerned, however, *hat if overall inflation were to

', increase sharply above the limited inflation reflected in the 1972-79
period, these conclusions might not hold. For example, whenOhe price
of silver went through the roof in the early 1980s, those tertiary care

hospitals that use x-ray and other diagnostic testing faced much larger ....
than average price changes. ProPAC, therefore, in its first report rec-
ommended an ongoing study to determine if multiple regional market
baskets would be necessary in the future. 4

N6 easy consensus emerged with respect to the discretionary ad-

justments. The PPS legislation of 1983 called for a + 1.0 percentage
point increase to provide hospitals with continued capital for tech-
nological and quality improvements. Under a later Deficit Reduction
Act this add-on was revised downward by the Congress to +0.25
percentage 15oints for 1985 and a ceiling of 0.25 percent was estab-
lished for 1986. The Congress left open what those rates should be
for future years.

ProdLictivity Factor

A review of the literature provided little help in sorting out the
various influences affecting hospital productivity and what an ap-

propriate technology/quality adjustment should be. With respect to
productivity, it was clear to the commission that past experiences
were of limited help since the incentives v_ere primarily to_enhance

• " " _ " epercmved quality of care and access, and very hmlted rewards exlst d
for increasing efficiency of operations or reducing costs. It therefore
seemed more reasonable to use the productivity component to "reflect
a policy target which encourages the attainment of the highest level

3Ibid., p. 31.
4prospective Payment Assessment Commission, Report and Recommendations to the

Secretary., U.S Department of Health and Human Services: April 1, 1985 (Washington,
DC: U.S. Government Printing Office, April 1985), Recommendation 2, pp. 30-31.
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of productivity that is compatible with high-quality patient care and
long-term cost effectiveness of the health care system. ''s

Some have questioned whether it is appropriate to penalize hos-
pitals by lowering the price they receive because they have taken
actions to increase productivity. The argument has been made that
if all the productivity advances led to ultimate price reductions, then
there is no real incentive for hospitals to try to become more efficient.

I think that argument is fallacious on three grounds. First, if no ad-
justment in price resulted from these productivity improvements, all
we would have done with the PPS system is generate a substantial

grow_hin hospital profits or retained earnings. Some sharing of these
producnvlty advances must accrue to the buyers of care, the govern-
ment, and the patient. Second, in a competitive marketplace im-
proved productivity is the key mechanism that generates price
reductions. Not because each producer wants it to happen, but be-
cause each wants to sell more of its expanded product and now can
do so at a lower price. Finally, even with such reductions in price, a
hospital would still benefit financially from improving the efficiency
of its operations. Reductions in price take place only gradually over
time and then are based on the average performance of all the hos-
pitals. A hospital that is in front of the pack with such improvements
and exceeds the average performance of the group will reap the re-
wards for a longer time and will see a permanent advantage even

after the average price falls.
While the DRG unit of measurement allows the basic hospital prod-

uct to be relatively standardized, there is still the question of whether
the product really begins and ends when a patient enters and leaves
the hospital. The PPS system clearly provides a strong incentive to
admit patients to the inpatient setting but to shift services out of that

setting, both before and after hospitalization. An important and often
overlooked aspect of the system is that the initial dollar amounts for
each DRG were based on the amount and duration of care provided

on average to patients with the diagnoses grouped in that category
before PPS started. Shifting of services to other settings may be a

very appropriate and desirable outcome, but if no adjustment is made
in the payment amount either directly through a recalculation of the
costs in all of the DRG categories or through some adjustment in the

5Prospective Payment Assessment Commission, Technical Appendixes to theReport and
Recommendations to the Secreta_, U.S. Department of Health and Human Services:
April 1, 1985, p. 49.
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annual update factor, then all the savings of such changes will accrue
to the hospitals. Therefore, it seemed to us necessary to examine the
changing patterns of care including the changing site where the ser-
vices are provided. Reductions in the average length of a stay in the
hospital can reflect a real increase in hospital productivity as well
as a change in the hospital product.

Quantitative evidence regarding practice-pattern Changes is not
easy to obtain. During the initial year of investigation the commission
was limited to changes in average length of stay. At the time the

commission was reviewing these data they indicated that for the 65-
and-older population, average length of stay had declined by 7.6 percent
in the first nine months of 1984 as compared to the comparable period
of the year before. While such a decline continued a downward trend
that has been going on since t970 (table A.2), the magnitude of the
change following the introduction of PPS suggests a clear relation-

TABLE A.2

Trends in Inpatient Hospital Average Length of Stay

ALOSa,All Percent ALOSa 65+ Percent
Year Patients Change Patients Change

1970 7.82% - 3.08% 12.62% - 3.00%
1971 7.66 - 1.96 12.22 - 3.10
1972 7.56 - 1.38 11.74 - 3.95
1973 7.44 - 1.54 11.40 -2.92
1974 7.38 - 0.81 11.31 - 0.79
1975 7.38 0.04 11.23 - 0.69
1976 7.37 - 0.12 11.05 - 1.62
1977 7.25 - 1.74 10.71 - 3.02
1978 7.22 -0.31 10.59 - 1.20
1979 7.15 - 1.05 10.39 - 1.90
1980 7.18 0.47 10.38 -0.09
1981 7.21 0.37 10.36 -0.12 "
1982 7.16 -0.61 10.13 -2.27

Average (1970-82) 7.37 - 0.90 11.09 - 1.80

1983 7.02 - 2.04 9.68 - 4.47
1984 (9 mos.) 6.66 - 5.00 8.94 - 7.60
1985 (8 mos.) 6.54 -2.10 8.74 -2.90
Average (1983-85) 6.74 - 3.10 9.12 - 5.00

_Average length of stay, in days.
Source: Prospective Payment Assessment Commission, Technical Appendixes to the

Report and Recommendations to the Secretary, U.S. Department of Health and
Human Services: April 1, 1986 (Washington, DC: U.S. Government Printing
Office, April 1986),p. 14.
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ship. Translating this productivity improvement into expected cost
reductions required a series of assumptions about the marginal costs
associated with reduced lengths of stay. Using the 60 percent factor
established in PPS to pay for the added cost of treating outlier [atyp-
ical] patients, the 7.6 percent decline in average length of stay re-
suited in an estimated 4.7 percent reduction in expenses. Using a
conservative estimate that 1.0 percent of the reduction in expenses
was the result of actual changes in hospital services, the commission
concluded that productivity advances permitted hospitals to lower
their costs by 3.7 percent without reducing the quality of patient care
to Medicare beneficiaries. In an attempt to share these savings with
the hospital industry, the commission recommended that the next
annual update rate should be reduced by 1.5 percent for productivity
and further reduced by 1.0 percent for the product shift. HCFA in its
final set of regulations for the 1986 update rate used similar logic
and arrived at similar productivity adjustment numbers. 6 But they
arrived at a total update rate of 0 percent, because they determined
that hospitals had inappropriately inflated the case level of the pa-
tients they treated and thereby received an excess in total payments
from the government. Congress, after much political "horsetrading"
with the administration, provided hospitals with a 0.5 percent in-
crease for 1986. In so doing Congress adopted many of the recom-
mendations in ProPAC's first April [1985] report.

It was clear to the commission that future adjustments would re-
quire a better understanding of how these forces really operate, or
else hospitals would either reap inappropriate windfalls fl'om PPS or
be penalized unnecessarily. In its second April [1986] report the com-
mission continued to use the same basic approach. Although average-
length-of-stay reductions in the first eight months of 1985 slowed to
2.9 percent compared to 7.6 percent the previous year, further pro-

ductivity gains through less use of ancillary tests were observed. In
total, the commission concluded that hospitals could reduce their
costs by 1.5 percent through productivity gains.

Allowance for Technological Change

The last aspect of the discretionary adjustment factor is the ap-

propriate positive adjustment for providing hospitals with an allow-
ance for new procedures, techniques, or technologies to enhance the
quality of or access to the care they provide. This issue also ties in

6prospective Payment Assessment Commission, 1986 Adjustments to the Medicare Pro-
spective Payment System, Report to the Congress: November 1985, pp. 45-59.
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with the second major charge of the commission, that of recom-

mending adjustments to the basic DRG structure of the system. Under
the previous cost-based system adjustments were instantaneous and
complete and required no special mechanism; if some new procedure
was considered appropriate, it was considered a covered service and
its costs were immediately incorporated into the cost report and ul-
timately would be paid. Under PPS no such automatic adjustment
exists. This is both a strength of the new system and a component

that gives critics much to complain about. Left alone, PPS will not
pay a hospital any more money for either providing more traditional
services to a patient or adding a new serMce that may be quality
enhancing but is cost generating. The $64 or $64 billion question is,
"How do you maintain this tight incentive to force hospitals and
physicians to ask the question of whether the extra test or procedure
or day of care is really that necessary and yet assure that, if the answer
is truly 'yes,' there will be funds to pay for it?"

The annual update adjustment for technology and quality is sup-
posed to provide some financial cushion to allow the hundreds of
small improvements in hospital care to continue, and to leave to a
structural change in specified DRGs larger and more targeted changes.
As shown in table A.3, after adjusting for hospital inflation and changes
in admissions, hospital spending for inpatient Medicare services grew

by 2.8 percent a year between 1972 and 1983. A major portion of this
so-called "intensity factor" are the funds used by hospitals to buy
the quality-enhancing technologies and devices in the past. It also
included spending for some items that had very marginal benefits to

patient care. Clearly, if hospital spending is to be reduced, some of
this yearly "real" growth in hospital spending needs to be reduced.
How much a reduction is appropriate is both a technical and a po-

litical question. That is, what will we lose by reducing such spending,
and are we as a country willing to pay the added cost of continuing

to improve the level of medical care? The commission recommended (
in the first-year update an amount equal to 50 percent of the average

intensity factor for the past 12 years, or between 1.5 and 2.0 percent.
In the second year annual update, this portion of the technology
adjustment was reduced to 0.7 percent, recognizing that the com-
mission was recommending several adjustments to the DRG structure

for technology or new medical procedures such as magnetic resonance
imaging (MRI) and more complicated cardiac pacemakers, which
would add to the total hospital payment amount.

In summary, the commission recommended that the update factor
be equal to the estimated increase in the medical market basket plus
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-1.0 percent for the discretionary adjustment factor in 1986 and
-0.5 percent in 1987. The commission also recommended that a
further adjustment be included to the extent that hospitals had up-

graded the coding weight for illness after PPS began. The commission
felt that such coding adjustments, which are not related to the treat-

ing of more sick patients, will generate inappropriately higher pay-
ments to hospitals and should be taken back by the government before

they are built into the hospital payment base. A major difference with
HCFA developed over this issue for the 1986 adjustment as the ex-
ecutive branch sought to reduce the expenditure factor to compensate

for such coding "creep" since the inception of PPS. The commission
felt the adjustment should be limited to such changes for only the

previous year. As of the writing of this paper (May 1986) it is unclear
what the administration will do for 1987. 7

A comparison of the update adjustments recommended by ProPAC
for 1986 and the approved HCFA adjustments are shown in table A.4.
Shown in table A.5 are the estimated ProPAC adjustments for 1987.

TABLE A.4

Estimated Increase in Prospective Payment System Payment
Amounts for Fiscal Year 1986: Comparison of HCFA to

ProPAC Recommendations

HCFA ProPAC

FY 86 market basket increase 4.85% 4.85%
Previous market basket forecast errors - 1.30 -0.57

Policy target adjustment factor (DAF) - 1.50 - 1.00
components:

productivity - 1.00 - 1.5 to -2.0
cost-effective technologies 1.50 1.5 to 2.0
product change -- - 1.0
cost-ineffective practice patterns -2.0 --

Subtotal (market basket + DAF) 2.05% 3.28%
Observed change in case mix -4.90 -2.00

Real case-mix change during FY 85 0.00 0.80

Total - 2.85% 2.08%

Proposed Increase 0.00% 2.08%

Source: Prospective Payment Assessment Commission, 1986 Adjustments to the Med-
icare Prospective Payment System, Report to the Congress, November 1985
(Washington, DC: U.S. Government Printing Office, November 1985), p. 19.

7Editor's note: The author discusses 1987 PPS rates in the postscript to this paper.
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TABLE A.$

Recommended ProPAC Increases in Prospective Payment
System Payment Amounts for Fiscal Year 1987

Percentage
Component Change

Estimated market basket increase 4.6%
Correction for market basket forecast errors

in previous fiscal year -0.3
Discretionary adjustment factor -0.5

scientific and technological advancement 0.7
productivity - 1.5
site substitution - 0.6

real case-mix change in fiscal y_ar 1986 0.9DRG case-mix index - 0.2 NA

within-DRG patient complexity 0.7 NA
Subtotal (update in standardized amounts) 3.8%
Observed change in case-mix index (adjustment made

to DRG weights after recalibration) - 1.0
Total change in DRG prices 2.8%

Source: Prospective Payment Assessment Commission, Report and Recommendations
to the Secretary, U.S Department of Health and Human Services: April 1, 1986
(Washington, DC: U.S. Government Printing Office, April 1986), p. 19.

If 1987 follows the same pattern as 1986, the administration will use
only a limited number of the ProPAC recommendations as far as the
update factor is concerned. Congress, on the other hand, is more likely
to take the ProPAC recommendations seriously even though it might
not accept the bottom-line recommendation. The commission, of late,
has been required to defend its update recommendation as politically
too high. At the same time some in the medical community feel ProPAC
has been too tough in recommending increases less than the overall

inflation rate. In commenting on the issue the commission stated in
its 1987 report:

In the current environment of fiscal stringency an estimated 2.8 percent
increase in PPS payment amounts for fiscal year 1987 may seem unduly
high. Hospitals received no increase for the first half of fiscal year 1986,
and may receive a net reduction for the second half of the year if the
Gramm-Rudman-Hollings deficit reduction act is upheld. The president's
proposed budget for fiscal year 1987 estimates a 2.0 percent increase in
PPS payment rates. The commission-recommended increase is very strin-
gent compared to historical trends in Medicare payments to hospitals,
however. Between 1972 and 1983, these payments averaged about 3 per-
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centage points above inflation, whereas the commission estimates its rec-
ommendation for fiscal 5,ear 1987 to be 1.5 percentage points below inflation.

Changing the DRG Structure

Regardless of the decision on the update factor, providing hospitals
with an overall cash allowance for new technologies does not guar-

antee that desirable new procedures or devices will',be bought or used.
These funds are ultimately usable for any purpose. Therefore, pres-

sure continues to be placed on making adjustments in specific DRGs
or adding new DRGs for a new procedure or device. The issues in-
volved in making a decision on whether to make a structural DRG
change and how often are very complex. In most cases a structural

change decision is a two-part decision. Is a change medically re-
quired-that is, does the new procedure add appreciably to the qual-
ity of medical care? If the answer is yes, the next question is, how
should the change be made? If a particular procedure is clearly fo-

cused on a specific type of diagnosis, a new DRG can be constructed,
as HCFA proposed in 1986, for operations involving a bilateral hip
replacement as opposed to a single-hip operation. Alternatively, the
new procedure can be moved to an existing DRG that closely reflects
the new cost of treatment. The system also can be allowed to correct

itself through periodic "recalibrations" of the actual costs incurred
in treating all DRGS, or by "reweighting" a specific DRG to better
reflect the new resource cost which includes the new procedure. An

example of the latter is the growing use of intraocular lens implants
for the treatment of cataract extractions. During the short period

between 1981 and 1983 the proportion of extractions using the more

expensive lens implants increased fi'om 58 to 85 percent. The com-
mission decided not to make any specific adjust_nents in DRG 39,

i.e., lens procedures, but rather to allow the cl_ange to take place
through a recalibration of the resource weights for all DRGs. This
recommendation was followed by HCFA and the weight assigned to
DRG 39 went up by more than 15 percent.

Two types of technology changes are not so easy to adjust for in
PPS and could have long-term consequences in the years ahead. I
would like to conclude this paper with a discussion of what we should
do with cases where there is more than one procedure or device that
can be used to treat the same cliagnosis, but where the resource costs

are very different, and how we should incorporate into the system
new high-cost technologies or procedures that treat many different
illnesses but are used only in a select number of hospitals.

252



Alternative Treatments for Same Diagnosis

Among the 468 active DRG categories are four that are used for

patients with a heart condition that requires a pacemaker implant.
Differences in the payment rate of the four DRGs relate to whether
the implant is part of more extensive and complicated care, whether
it is just focused on the implant surgery, or whether it is payment
for an adjustment or replacement of the pacemaker. To complicate
the story, there are also four different types of pacemakers, which

vary considerably in expense. The current PPS does not recognize
any difference in device-cost expense. In 1981, 15 percent of the im-
plant patients used the least expensive "single-chamber nonpro-
grammable" pacemaker and 6 percent the most expensive "dual-
chamber programmable" model. By 1984 these utilization figures
were reversed with_nly 3 percent using the least expensive model
and 26 percent the most expensive unit. In 1984, the cost of the most
expensive model was almost twice as high as the lowest-cost unit
($5,171 versus $2,741). [n addition to differences in device costs, there

are also related differences in the surgical and physician cost of im-
plantation. Question: How to reflect the changes from 1981 to 1984,
and, more importantly, should the DRG price reflect differences in
the device costs?

The first part of the question is similar to the intraocular lens issue;
the commission ruled the same way (e.g., let recalibration adjust for
the changes), but the second part is complicated, with no easy answer.
If the DRG prices vary based on the device or resources used in the
treatment, then the system has backed into the same set of incentives
that existed under cost-based reimbursement. If no adjustments are

made and hospitals are paid based on the average of all the potential
devices, then for those patients who are treated with the least ex-

pensive model the hospital is paid too much, and for those patients
implanted with the most expensive model the hospital incurs losses.
In part, I believe we want a payment system that forces hospitals
and physicians to question whether the most expensive device or
procedure is really that necessary. But we do not want the system to
so penalize the hospital for a particular type of care that it is com-
pelled _o deny such services to some patients who need them and
who would, on their own, be willing to pay the added expense. Thus
far, neither HCFA nor the commission has come up with an acceptable
solution. My own view is that PPS needs a payment mechanism for
situations such as this where the hospital has some financial incentive
to use the least costly device, but where the losses of using the most
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costly device are limited and could be absorbed by the hospital, if it
wished, from the technology allowance in its update factor.

One possible mechanism to accomplish this has been suggested by
my colleague, Dr. Thomas McGuire, at the Brandeis/Boston Univer-

sity Health Policy Center. That is to divide the hospital payment in
two parts--the first would reflect the average resource cost for treat-
ing all patients with a similar diagnosis; the second would be tied to
the specific resources used to treat that particular patient. In the case
of a pacemaker patient, such a revised DRG payment would limit
the loss to the hospital that implanted the most costly device to the
equivalent of a 12.5 percent coinsurance rate assuming that there
were just the high- and low-cost models and each was used with about
the same frequency. Such a rate, while high enough for a hospital to
question a physician who always used the most expensive device,
would still be low enough to permit any patient who needed the more
expensive model to receive it. It should be remembered that under
current law a patient cannot agree to pay the hospital a supplemental
amount to insure that he or she gets the most expensive model. If the
PPS payment is not adjusted to reflect a higher rate for certain pro-
cedures or devices, I think pressure will build to allow such supple-
mental payments. Advocates of one-class medicine will fight against
such a move since patients with limited income could not afford to
supplement the Medicare payment.

During debate on its 1987 recommendations, ProPAC briefly con-
sidered such a proposal and rejected it in favor of requesting that
HCFA split the pacemaker DRGs to reflect whether the patient was
given a single-chamber or a dual-chamber pacemaker. If HCFA rejects
this recommendation and Congress does not overrule, the blended

rate adjustment may yet be used for certain types of patients.

High Device Costs in Multiple DRGs

An example of the second problem area is the issue of how to pay
for new diagnostic technologies such as magnetic resonance imaging
(MRI). MRI is a very expensive technology costing up to $2 million

per machine plus operating expenses. Even at maximum efficiency,
the operating expenses alone equal about $130 per scan. It is likely
that an MRI scan could be called for in more than 100 different DRGs,

and therefore no specific DRG adjustment is possible. HCFA is pro-
posing that no MRI adjustment be made, and that payments increase
gradually through annual recalibration in those DRGs that use MRI
scans. Such payments, however, will be available to all hospitals
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whether or not they have an MRI and for all patients in those DRGs
whether or not a scan was performed. As such, for those institutions
that do purchase a machine, the extra payments they receive will be
far less than the cost of operating the equipment. Also, for those
patients that do receive a scan, the payment level will only pay a
small proportion of the added costs of the procedure.

What kind of signals will such a payment approach send to MRI
manufacturers and, more importantly, to future manufacturers of
expensive medical equipment? As an alternative, the commission has
recommended that a specific amount be paid to any hospital that
orders a scan regardless of whether it owns the machine. This will
focus the payments on those institutions that own and use the ma-
chine or those that purchase such tests from other sources. The amounts
recommended by ProPAC are rather stringent and assume a machine
is used to maximum efficiency. The funds for this MRI add-on would
be subtracted from the technology portion of the annual update amount.
Critics of this approach argue that this is a major complication to
the system and directly rewards only this one technology. While thi_
may be true, we do have to face the much bigger issue that unless
changes are made, the PPS approach could force medical equipment
manufacturers to cut back substantially on research and development
investments in quality-enhancing but costly new medical devices and
procedures. Some cutbacks may be appropriate, but it is not clear
that Congress wished to freeze our hospital care system with the
technologies of the 1980s. Again, this is an issue that deserves much
broader debate than it thus far has received. How it is resolved could

greatly affect both the efficiency of today's hospital system and the
availability of new technologies for our future hospital system.

Conclusion

The prospective payment system adopted by Medicare in 1983 to
pay for inpatient hospital claims is a radical departure from the
retrospective, cost-based system, which it replaced. The previous sys-
tem, while modified several times, had been in place since 1965. The
major difference between the two lies in the financial incentives they
offer to hospitals once a person is admitted as an inpatient. The former
system assured a hospital full payment for any approved service, test,
or day of care. The opposite is true for PPS. Once a patient is admitted
and the likely DRG category is established, the rate of payment is
fixed. Any extra service, test, or day of care adds expenses for the
hospital but no additional revenue.
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A related aspect of the new payment system is that change in the
way medical care is practiced does not automatically change the
payment system. This is both a major advantage of the new system

and a very significant challenge to those responsible for the ongoing
operation of the program. In this presentation, I have tried to high-
light a sample of the complexity of the decisions that HCFA and the
Congress face in trying to keep the Medicare hospital payment system
in line with a rapidly changing medical care system.

As you might expect, there are many critics of this new approach
to paying hospitals. Some question its basic design and believe that

it cannot succeed no matter how thoughtfully it adjusts to its per-
ceived problems. They believe it is based on an inherently flawed

approach. Others, myself included, believe that there are many very
desirable aspects of PPS which, if appropriately modified, can form

the basis of a long-term hospital payment system. Regardless of which
camp you are in, PPS is the law of the land and is not likely to be
replaced in the immediate future. It is therefore incumbent on all of

us to make it work better. By that, I mean it should pay hospitals in
total at a level that reflects the attitude of all Americans as to the

type and quality of the hospital system they want and are willing to
pay for. It should also include the correct structural characteristics
to assure that the individual patient receives the appropriate amount
and type of care consistent with the cost of that care and the medical
benefits they produce.

There are those who believe that PPS should be viewed as an in-

terim transition system to some form of total capitated or Medicare
voucher plan. While there is much to commend a capitation system
and I believe the current capitation option for Medicare beneficiaries
will continue to grow, I do not believe it is a panacea for all the
problems raised by PPS. All our current knowledge about how cap-
itated medical plans operate is within a total medical system that
has been very liberally funded for new medical procedures and de-
vices and that has sufficient funds from other sources to assure that

the system has adequate back-up capacity. Suppose all medical care
in the U.S. was delivered by various forms of fixed, capitated plans.
Under this condition, could we be assured that our total health care

system will receive adequate funds to provide the level and quality
of medical care we want? Will such as_stem provide the right in-
centives to medical researchers and equipment manufacturers to in-
vest in the research and development needed to keep the quality of
our system at the level we want and are willing to pay for? I do not
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think we know the answers to these questions. Even worse, I do not
even hear these questions being discussed!

Postscript

Since the date of the policy forum, the Congress has made several
important decisions affecting future increases in the basic DRG pay-
ment rate. With respect to the allowed increase for fiscal year 1987,

the Congress accepted much of the logic in the ProPAC report and
increased the rate by ! .15 percent. The ProPAC estimate in this paper

of 2.8 percent had been revised downward in June because the esti-
mate for inflation _as revised downward by the administration. As
a result ProPAC, in its June 1986 meeting, recommended a 1.9 percent
increase, as opposed to the administration's recommendation of a 0.5
percent increase.

The Congress, in revising upward the administration's recommen-
dation, has indicated that henceforth the target increase for hospitals
would be the estimated inflation for hospital goods and services mi-
nus 2 percent. The reduction reflects the productivity factor discussed
in this paper.

HCFA and ProPAC are still discussing how best to adjust specific
DRGs, particularly those that relate to new technological advances
in health care. For the most part, HCFA continues to rely on recali-
bration and the averaging principles as the primary mechanisms for
introducing new procedures into the payment structure. ProPAC is
concerned that this averaging structure is uneven and could lead to
distortions over time as new technologies come on line without ad-
equate compensation. Congress as yet has not focused on this issue.
It has, however, instructed the administration not to use the regu-
lation process to implement changes in the DRG payment structure
for capital payments.
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