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FOREWORD 

The costs of health care have risen by thirty-one percent in the last 
two years and i t  appears as though these costs will continue to escalate 
at similar rates in the future unless there is some intervention. I n  an 
effort to slow down the growth of hospital expenditures from both 
public and private sources, the Administration has proposed S. 1391, 
"The Hospital Cost Containment Act of 1977." The Congressional 
Budget Office has performed an indepth analysis of this Bill, and I 
am pleased to have their analysis, in its entirety, printed in this volume. 
Their perspectives and ideas will prove useful to the public debate 
of the issues and help pattern our Committee's future legislative ac- 
tivities in this important area. 

HARRISON A. WILLIAMS, Jr., 
Chairman, C o m m i t t e e  o n  Hwrnun Reemrcee .  

(In) 
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June 10, 1977 

The Honorable Harrison A. Williams, Jr. 
Chairman 
Committee on Human Resources 
Room 4230 Dirksen 

Dear Pete: 

As you know, I introduced President Carter's 
Cost Control Bill, "The Hospital Cost Containment 
Act of 1977" (S. 1391), on April 26, 1977. The 
Administration has expended a great deal of effort 
developing this proposal, and many features in it 
would slow down the rising costs of health care, 

Shortly after introducing the bill, I asked the 
Congressional Budget Office to prepare a detailed 
programmatic analysis of the bill including a 
detailed financial impact analysis. They have just 
completed this analysis. Overall their analysis is 
excellent and should prove to be an important 
adjunct to any debate on cost control legislation. 

1 am hopeful that this important document could 
be printed in its entirety as a Committee Print. 

.s Edwar /I M. Kennedy 
Chairman 
Subcommi ttee on Health 

and Scientific Research 
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PREFACE 

T h i s  a n a l y s i s  o f  t h e  A d m i n i s t r a t i o n ' s  proposed H o s p i t a l  Cost  

Containment Act  o f  1977 (S. 1391 and H.R. 6575) was prepared by the 

Congress iona l  Budget O f f i c e  a t  t h e  r e q u e s t  o f  t h e  Subcommittee on 

Health and S c i e n t i f i c  Research o f  the Senate Committee on Human Re- 

sources. It was w r i t t e n  by W i l l i am L. Dunn and Bonnie Lefkowi tz  under 

t h e  s u p e r v i s i o n  o f  S t a n l e y  Wal lack and Rober t  D. Reischauer.  The 

c o s t  est imates were prepared by J e f f r e y  C. M e r r i l l .  The authors wish t o  

acknowledge the research assistance o f  Mark Chandler, t he  sec re ta r i a l  

assistance o f  Toni Wright and Norma Leake, and the e d i t o r i a l  assistance 

o f  Mary R. Boo. 

A forthcoming CBO paper, Federal Programs and Their  Impact on 

Health Expenditures, exami nes the problem o f  r i s i n g  hea l t h  care costs 

i n  a l a r g e r  context. 

I n  accordance w i th  the mandate o f  the  Congressional Budget O f f i c e  

t o  provide ob jec t i ve  and impar t i a l  analysis,  t h i s  repo r t  contains no ' 

recommendations. Throughout the  t e x t  the  years r e f e r r e d  t o  are f i s c a l  

years unless otherwise noted. 

A l i c e  M. R i v l i n  
Di  r ec to r  
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SUMMARY 

I n  t h e  H o s p i t a l  Cos t  Containment A c t  o f  1977 (S. 1391 and H.R. 

6575), t h e  A d m i n i s t r a t i o n  has proposed t o  l i m i t  b o t h  t h e  revenues and 

c a p i t a l  expend i tu res  o f  nonfederal  s h o r t  te rm h o s p i t a l s .  

H o s p i t a l s  have been s i n g l e d  o u t  f o r  s t r o n g  r e g u l a t i o n  because 

t h e  t o t a l  amount p a i d  f o r  h o s p i t a l  ca re  has grown s t e a d i l y  and because 

t h e  c o s t  p e r  p a t i e n t  day has been i n c r e a s i n g  a t  double t h e  r a t e  of 

o v e r a l l  i n f l a t i o n .  Under c u r r e n t  p o l i c y ,  t h e  amount p a i d  f o r  c a r e  i n  

t h e  h d s p i t a l  s  covered by t h e  ~ d m i  n i  s t r a t i o n ' s  proposal  i s  expected t o  

t o t a l  $61.3 b i l l i o n  i n  1978 and $104.0 b i l l i o n  by 1982. 

E x c e s s i v e  i n c r e a s e s  i n  t h e  amount  p a i d  f o r  h o s p i t a l  c a r e  a r e  

t h o u g h t  t o  be caused by o p e r a t i n g  i n e f f i c i e n c i e s ,  unnecessary growth i n  

t h e  i n t e n s i t y  o f  s e r v i c e s  p r o v i d e d  each p a t i e n t ,  and d u p l i c a t i v e  f a c i l i -  

t i e s .  These problems r e s u l t ,  i n  t u r n ,  f rom a  l a c k  o f  c o s t  consciousness 

by p h y s i c i a n s  and p a t i e n t s  and f r o m  t h e  f a c t  t h a t  t h e  f e d e r a l  government 

and p r i v a t e  insurance  p l a n s  most o f t e n  re imburse h o s p i t a l s .  on a  c o s t  

b a s i s .  T h e r e  a r e  no e x i s t i n g  f e d e r a l  c o n t r o l s  on  t h e  t o t a l  amount p a i d  

f o r  h o s p i t a l  care.  

C a p i t a l  spending by h o s p i t a l s  has been s i n g l e d  o u t  a l o n g  w i t h  

t o t a l  revenues because it inc reases  t h e  amount o f  c a r e  d e l i v e r e d  and t h e  

c o s t  p e r  p a t i e n t  day. Under c u r r e n t  p o l i c y ,  c a p i t a l  expend i tu res  by t h e  

h o s p i t a l  s  covered  by t h e  Admini s t r a t i o n ' s  proposal  a r e  expec ted  t o  t o t a l  

$8.0 b i l l i o n  i n  1978 and $14.1 b i l l i o n  by  1982. 



C u r r e n t l y ,  t h e  p r i m a r y  mechanism t o  c o n t r o l  h o s p i t a l  c a p i t a l  

expend i tu res  i s  t h e  N a t i o n a l  H e a l t h  P l a n n i n g  and Resources Development 

A c t  o f  1974, which r e q u i r e s  t h a t  by 1980 each s t a t e  e s t a b l i s h  a  c e r t i f -  

i c a t e  o f  need program t o  a s c e r t a i n  t h e  need f o r  ma jo r  new h o s p i t a l  

investments.  Of t h e  32 s t a t e s  t h a t  have so f a r  passed c e r t i f i c a t e  o f  

need laws, o n l y  f i v e  seem t o  be o p e r a t i n g  programs t h a t  a r e  a t  a l l  

e f f e c t i v e .  

THE ADMINISTRATION'S PROPOSAL TO LIMIT HOSPITAL REVENUES (TITLE I )  

The temporary a u t h o r i t y  i n  T i t l e  I o f  t h e  H o s p i t a l  Cos t  Conta in-  

ment A c t  o f  1977 would p l a c e  a  c e i l i n g  on t o t a l  i n p a t i e n t  revenues 

o f  non federa l  shor t - te rm h o s p i t a l s .  I n c l u d i n g  expected adjustments i n  

t h e  c e i l i n g  f o r  admiss ion inc reases ,  wage pass throughs and except ions,  

t h e  growth i n  t o t a l  revenues would be l i m i t e d  t o  10.6 p e r c e n t  i n  1978 

and 8.9 p e r c e n t  by 1981. Revenues i n  excess o f  t h e  l i m i t s  would have 

t o  be r e t u r n e d  or ,  i n  t h e  case o f  commercial i n s u r e r s  and s e l f  pay ing  

p a t i e n t s ,  s e t  a s i d e  f o r  use i n  t h e  f o l l o w i n g  year ;  they  would o therw ise  

be s u b j e c t  t o  a  150 p e r c e n t  e x c i s e  tax.  Some s t a t e s  would be a l lowed t o  

c o n t i n u e  o p e r a t i n g  t h e i r  own h o s p i t a l  c o s t  c o n t r o l  programs. The b i  11 

s p e c i f i e s  t h a t  recommendations f o r  permanent r e f o r m  o f  h o s p i t a l  f i  nanc- 

i n g  s h a l l  be made by t h e  Secre ta ry  o f  t h e  Department o f  Hea l th ,  Educa- 

t i o n ,  and Wel fa re  (HEW) by t h e  beg inn ing  o f  March 1978. 

Adjustments i n  t h e  revenue c e i l i n g  c o u l d  be made f a i r l y  auto-  

m a t i c a l l y  f o r  smal l  t o  moderate changes i n  t h e  volume o f  admissions. 

Those h o s p i t a l s  w i t h  s u b s t a n t i a l  changes i n  admissions o r  ma jo r  changes 



i n  capaci ty o r  type o f  serv ice  approved by the s t a t e  agencies t h a t  

review c a p i t a l  spending, cou ld  apply t o  a federal  board f o r  exceptions 

t o  the  c e i l i n g .  A hosp i t a l  would have t o  show t h a t  the increase i n  

i t s  cos ts  would, w i thout  an except ion t o  t he  revenue c e i l i n g ,  fo rce  

i t  i n t o  t he  lowest 25 percent o f  a l l  hosp i t a l s  i n  terms o f  a b i l i t y  t o  

pay cu r ren t  l i a b i l i t i e s .  Upon a h o s p i t a l ' s  request, increases i n  the 

wages o f  nonsupervisory employees could be passed on automat ica l ly  t o  

payers. I n  t h i s  case the  l i m i t  would be ca lcu la ted on ly  f o r  revenues 

a t t r i b u t a b l e  t o  o the r  costs. 

The Admin is t ra t ion 's  proposed revenue con t ro l s  o f f e r  a number o f  

major advantages. F i r s t ,  and most important, they would produce sub- 

s t a n t i a l  cos t  savings as ea r l y  as 1978, when t o t a l  an t i c i pa ted  spending 

would be reduced $2.4 b i l l i o n .  These savings would grow r a p i d l y  i n  

subsequent years, reaching $18.8 b i l l i o n  by 1982. Federal expenditures 

f o r  medicare and medicaid would be reduced $1.0 b i l l i o n  i n  1978 and 

$8.2 b i l l i o n  by 1982. 

Second, the  ma jo r i t y  o f  savings would come from g rea t l y  reducing 

the growth i n  services, which i s  thought by many t o  be excessive and the 

most important source o f  increases i n  t he  amount p a i d  f o r  hosp i ta l  care. 

Third,  growth i n  admissions would a lso  tend t o  dec l ine  s ince the pro- 

posa l 's  volume adjustments are s t ruc tu red  t o  encourage hosp i ta ls  t o  

t r e a t  fewer  p a t i e n t s .  T h i s  m i g h t  address t h e  prob lem o f  unneeded 

hosp i t a l  i za t i on ,  another source o f  cos t  increases. 



Among the  o t h e r  advantages o f  t h e  A d m i n i s t r a t i o n ' s  proposal  a r e  

t h a t  i t  would be s imp le  t o  a d m i n i s t e r  and c o u l d  be implemented immedi- 

a t e l y .  I n  many ways i t  i s  t h e  p r o p o s a l ' s  l a c k  o f  complex i t y  t h a t  leads 

t o  some o f  i t s  shortcomings. Whi le much o f  t h e  f o l l o w i n g  d iscuss ion  

concent ra tes  on d e s c r i b i n g  these disadvantages, i t  should be no ted  t h a t  

a l l  b u t  one c o u l d  be addressed by m o d i f i c a t i o n s  t h a t  need n o t  delay t h e  

p r o p o s a l ' s  implementation. Moreover, an approach s i m i l a r  t o  t h a t  taken 

by t h e  A d m i n i s t r a t i o n ,  p l a c i n g  a growth c e i l i n g  on t h e  amount spent  f o r  

care,  appears t o  be t h e  o n l y  way o f  s i g n i f i c a n t l y  reduc ing  the  r a p i d  

r i s e  i n  h o s p i t a l  costs.  

The f i r s t  problem w i t h  t h e  A d m i n i s t r a t i o n ' s  proposal  i s  t h a t ,  

w h i l e  t h e  growth c e i l i n g  shou ld  f o r c e  many h o s p i t a l s  t o  become more 

e f f i c i e n t ,  t h e r e  would be few s p e c i f i c  i n c e n t i v e s  f o r  e f f i c i e n c y .  The 

o n l y  way e f f i c i e n c y  would be rewarded would be t o  l e t  h o s p i t a l s  whose 

revenues were under t h e  c e i l i n g  c a r r y  over t h e  s u r p l u s  t o  the  n e x t  

y e a r ' s  1 i m i t .  Because the  Admini s t r a t i o n ' s  proposal would r e s t r i c t  

re1 a t i  v e l y  f a s t  growing h o s p i t a l s ,  whether o r  n o t  they  a re  e f f i c i e n t ,  

e f f i c i e n t  h o s p i t a l s  m i g h t  f i n d  i t  more d i f f i c u l t  t o  l i v e  w i t h i n  t h e  

1 i m i t  than  r a p i d l y  growing i n e f f i c i e n t  ones. 

Second, w h i l e  t h e r e  w o u l d  be p r o t e c t i o n  a g a i n s t  a h o s p i t a l ' s  

"dumping" p a t i e n t s  because t h e i r  insurance  pays l e s s  r e l a t i v e  t o  o t h e r  

t y p e s  o f  r e i m b u r s e m e n t s ,  t h e r e  i s  no p r o v i s i o n  t o  p r e v e n t  a d v e r s e  

s e l e c t i o n  by type  o f  d iagnosis.  A h o s p i t a l  hard  pressed by t h e  l i m i t  

c o u l d  be tempted t o  admit  more shor t - te rm cases t h a t  a r e  inexpens ive  t o  

t r e a t  and t o  d i r e c t  expensive cases t o  o t h e r  h o s p i t a l s .  

T h i r d ,  t h e  excep t ions  process would be l i m i t e d  t o  few h o s p i t a l s  

i n  o r d e r  to s i m p l i f y  f e d e r a l  a d m i n i s t r a t i v e  procedures. Thus i t  would 

xv i 



be d i f f i c u l t  t o  deal w i t h  problems s p e c i f i c  t o  a p a r t i c u l a r  hosp i t a l  o r  

w i t h  unant ic ipa ted p r i c e  increases t h a t  are n o t  systenwide. Faced w i t h  

such a s i t ua t i on ,  a hosp i t a l  might c u t  back on services,  i nc lud ing  those 

needed by the  community, such as emergency rooms and ou tpa t i en t  c l i n i c s ,  

r a the r  than run  down i t s  reserves so as t o  be e l i g i b l e  f o r  the excep- 

t i o n s  process. 

Fou r th ,  w i t h  o n l y  n i n e  months'  n o t i c e  o f  t h e  i m p o s i t i o n  o f  a 

growth c e i l i n g ,  some hosp i t a l s  might  experience d i f f i c u l t y  ea r l y  i n  

t he  proposed program because they w i l l  have a1 ready committed themselves 

t o  expenditures they would have avoided w i t h  more not ice.  

F i f t h ,  hosp i t a l s  and unions cou ld  cooperate i n  evading the growth 

1 imi  t by a1 te rna t i ng  a h igh  wage increase t h a t  would be passed through 

i n  one y e a r  w i t h  no i n c r e a k e  t h e  f o l l o w i n g  year .  The second y e a r  

hosp i t a l s  cou ld  apply t h e  f u l l  growth allowance f o r  a l l  revenues t o  

nonlabor purposes. 

A1 te rna t i ves  t o  T i t l e  I 

Incremental changes can be made i n  the  Adminfs t ra t lon 's  proposal 

o r  more d i s t i n c t  a l t e r n a t i v e s  cou ld  be considered. 

Incremental changes i n  the Admi n i  s t r a t i o n ' s  proposal woul d no t  

deal w i t h  t h e  issue o f  e f f i c i e n c y  incent ives  d i r e c t l y ,  b u t  could ad- 

dress the  f o u r  o ther  problems discussed above. Such changes include: 

o D i v i d i n g  hosp i t a l s  i n t o  d i f f e r e n t  classes based on t h e i r  s i ze  and 
services provided and app ly ing  d i f f e r e n t  growth c e i l i n g s  t o  each. 
These changes would recognize the d i f f e r e n t  r o l e s  o f  hosp i t a l s  
and he lp  prevent adverse case select ion.  

o Broadening the exceptions procedure t o  increase i t s  a c c e s s i b i l i t y  
and r e l a t i v e  s e n s i t i v i t y  among hosp i ta ls .  I f  i t  were assumed 
t h a t  more hosp i t a l s  wou1.d apply f o r  and rece ive  exceptions, i t  
might  be appropr iate t o  ad jus t  the 1 egi s l  ated 1 imi  t downward. 
For example, ins tead o f  an 8.7 percent growth l i m i t  and an e s t i -  
mate o f  l e s s  than 1 percent f o r  exceptions, there could be a 6.5 
percent growth l i m i t  and an estimated 3 percent f o r  exceptions. 
A broader exceptions procedure woul d permi t the s p e c i f i c  needs 
o f  i nd i v i dua l  hosp i t a l s  t o  be t rea ted  more jud ic ious ly .  

xv i  i 



o Combining a l l o w a b l e  growth l e v e l s  f o r  t h e  f i r s t  two years.  For  
example, u s i n g  t h e  proposed formula,  t h e  l e g i s l a t e d  l i m i t  would 
be 18.8 percen t  over  two y e a r s  r a t h e r  than  8.7 p e r c e n t  i n  t h e  
f i r s t  year .  T h i s  would a l l o w  h o s p i t a l s  t h a t  have a l r e a d y  made 
p lans  f o r  expansion t o  b e t t e r  prepare f o r  t h e  revenue c e i l i n g s .  

o Making t h e  wage pass through o p t i o n  mandatory f o r  a l l  h o s p i t a l s .  
T h i s  would p r e v e n t  h o s p i t a l s  and un ions  f rom coopera t ing  t o  evade 
t h e  growth c e i l i n g .  A1 t e r n a t i v e l y ,  t h e  pass th rough  c o u l d  be 
e l i m i n a t e d .  

A m a j o r  a1 t e r n a t i v e  t o  t h e  A d m i n i s t r a t i o n ' s  a p p r o a c h  i s  t h e  

Medicare-Medicaid A d m i n i s t r a t i v e  and Reimbursement Reform A c t  o f  1977 

proposed by Senator Herman Talmadge (S. 1470 and H.R. 7079). which 

i n c l u d e s  an a t t e m p t  t o  improve b a s i c  h o s p i t a l  e f f i c i e n c y  r a t h e r  than  t o  

impose a growth c e i l i n g  on t h e  i n d u s t r y .  Only medicare and medicaid 

reimbursements would be a f f e c t e d ,  r a t h e r  than  a l l  h o s p i t a l  revenues, and 

t h e  proposal  would focus  o n l y  on r o u t i n e  c o s t s  -- t h e  30 p e r c e n t  o f  

t o t a l  h o s p i t a l  c o s t s  a t t r i b u t a b l e  t o  room, board, and some s a l a r i e s .  

An average f o r  r o u t i n e  c o s t s  would be e s t a b l i s h e d  f o r  each t y p e  o f  hos- 

p i t a l ;  h o s p i t a l s  would be p a i d  bonuses i f  they  were below t h e  average, 

and any r o u t i n e  c o s t s  i n  excess o f  120 p e r c e n t  o f  t h e  average would be 

d isa l lowed.  

S i n c e  t h e  Talmadge p r o p o s a l  w o u l d  r e q u i r e  a u n i f o r m  c o s t  r e -  

p o r t i n g  system, i t  c o u l d  n o t  be implemented b e f o r e  1981. Medicare 

and med ica id  sav ings  f rom these  p r o v i s i o n s  o f  t h e  Talmadge proposal  

would be between $100 and $400 m i l l i o n  i n  1982. Cos t  sav ings  under t h i s  

approach a r e  low compared t o  t h e  A d m i n i s t r a t i o n ' s  p roposa l  b u t  they 

c o u l d  be inc reased  by  reduc ing  t h e  bonus payments o r  t h e  120 percen t  

l i m i t .  

' x v i i i  



The Talmadge and A d m i n i s t r a t i o n  p roposa ls  c o u l d  be i n t e g r a t e d  so 

as t o  r e t a i n  t h e  advantages o f  both.  I f  t h e  A d m i n i s t r a t i o n ' s  revenue 

c o n t r o l s  o r  a  s i m i l a r  program were implemented i n  1978, immediate c o s t  

sav ings  would r e s u l t .  As soon as t h e r e  were s u f f i c i e n t  d a t a  t o  d i f -  

f e r e n t i a t e  among h o s p i t a l s  and types o f  cos ts ,  a  method s i m i l a r  t o  

t h a t  o f  t h e  Talmadge proposal  c o u l d  be used t o  c o n t r o l  r o u t i n e  c o s t s  

o f  a l l  payers. Rou t ine  c o s t s  a r e  b e l i e v e d  t o  be most s u s c e p t i b l e  t o  

e f f i c i e n c y  i n c e n t i v e s  because they  a r e  under t h e  c o n t r o l  o f  h o s p i t a l  

a d m i n i s t r a t o r s .  A  growth c e i l i n g  c o u l d  then be a p p l i e d  t o  n o n r o u t i n e  

c o s t s ,  i n  which t h e  g r e a t e s t  growth i s  occur r ing .  

THE ADMINISTRATION'S PROPOSAL TO LIMIT HOSPITAL CAPITAL 
1 

T i t l e  I 1  o f  t h e  H o s p i t a l  C o s t  C o n t a i n m e n t  A c t  o f  1977 w o u l d  

p r o v i d e  permanent l i m i t s  on b o t h  c a p i t a l  expend i tu res  by h o s p i t a l s  and 

beds p e r  1000 popu la t ion .  Beg inn ing  i n  1978, no more than  $2.5 b i l l i o n  

c o u l d  be approved na t ionw ide  each y e a r  f o r  c a p i t a l  expendi tures.  F o r  

t h e  f i r s t  two years ,  t h i s  l i m i t  would be a l l o c a t e d  among t h e  s t a t e s  on 

t h e  b a s i s  o f  popu la t ion ;  i n  subsequent years ,  o t h e r  f a c t o r s  c o u l d  be 

considered.  A  s tandard  o f  no more than  4.0 beds p e r  1000 persons and 

a t  l e a s t  8 0  p e r c e n t  aggregate bed occupancy wou ld  be e s t a b l i s h e d  f o r  each 

o f  t h e  n a t i o n ' s  212 h e a l t h  s e r v i c e  areas. I n  areas meet ing b o t h  bed and 

occupancy c r i t e r i a ,  no c e r t i f i c a t e  o f  need c o u l d  be i s s u e d  f o r  a  p r o j e c t  

t h a t  would f o r c e  t h e  area o u t  o f  compliance. I n  areas n o t  meet ing b o t h  

c r i t e r i a ,  a  c e r t i f i c a t e  o f  need r e s u l t i n g  i n  a d d i t i o n a l  beds c o u l d  be 

i s s u e d  o n l y  i f  t w i c e  as many e x i s t i n g  beds were e l i m i n a t e d  f r o m  t h e  area 

as  a  whole. 

x i  x  



I n  s t a t e s  w i t h o u t  a c e r t i f i c a t e  o f  need program, t h e  l i m i t  would 

be  e n f o r c e d  t h r o u g h  S e c t i o n  1122 o f  t h e  S o c i a l  S e c u r i t y  A c t .  The 

f e d e r a l  government  -- w i t h  t h e  a d v i c e  o f  s t a t e s  -- c o u l d  d i s a l l o w  

med ica id  and medicare reimbursement f o r  10 t imes  t h e  amount a t t r i b u t a b l e  

t o  d e p r e c i a t i o n  and i n t e r e s t  f o r  a d isapproved expend i tu re .  

The A d m i n i s t r a t i o n ' s  proposal  would address t h e  o v e r a l l  problem 

o f  con t inued  growth i n  c a p i t a l  spending by means o f  a s u b s t a n t i a l  b u t  

delayed cu t .  Because p r e v i o u s l y  approved c o n s t r u c t i o n  p r o j e c t s  w i l l  

c o n t i n u e  t o  a f f e c t  c a p i t a l  o u t l a y s  f o r  up t o  t h r e e  years ,  t h e  c e i l i n g  

would r e s u l t  i n  reduc ing  t h e  $8.0 b i l l i o n  i n  1978 c a p i t a l  spending 

a n t i c i p a t e d  under c u r r e n t  p o l i c y  t o  o n l y  $6.5 b i l l i o n .  By 1982, however, 

a l e v e l  o f  $4.6 b i l l i o n  c o u l d  be expected i n s t e a d  o f  t h e  $14.1 b i l l i o n  

t h a t  would o t h e r w i s e  occur. Very rough ly ,  these  r e d u c t i o n s  i n  c a p i t a l  

spendi ng would t r a n s l a t e  i n t o  c o s t  savings t o  h o s p i t a l  s o f  $780 m i l l  i o n  

i n  1978 and $15.1 b i l l i o n  by 1982. 

Wh i le  t h e  Admi n i  s t r a t i o n ' s  c a p i t a l  expend i tu re  c o n t r o l s  would be 

q u i t e  success fu l  i n  reduc ing  f u t u r e  investment ,  f i v e  problems wou ld  

remain. 

F i r s t ,  t h e  $2.5 b i l l i o n  l i m i t  i s  n o t  based on an e v a l u a t i o n  o f  

need and c o u l d  r e s t r i c t  necessary and p o s s i b l y  c o s t  sav ing  improvements 

i n  f u t u r e  years .  S i m i l a r l y ,  d i s t r i b u t i o n  o f  t h e  l i m i t  by p o p u l a t i o n ,  

though used o n l y  i n  t h e  f i r s t  two years ,  m i g h t  n o t  r e f l e c t  s t a t e s '  

r e l a t i v e  need f o r  spending. 



Second, wh i l e  only 17 o f  the na t i on ' s  212 hea l th  services areas 

cou ld  b u i l d  add i t i ona l  hosp i ta l  beds, the proposal would be less  suc- 

cessful i n  addressing e x i s t i n g  excess capaci ty -- est imated by some a t  

c lose t o  100,000 beds -- o r  ma ld i s t r i bu t i on .  The areas t h a t  cou ld  ex- 

pand capaci ty would near ly  a l l  be i n  the east, p r i m a r i l y  because o f  the 

e f f e c t  o f  the  occupancy standard. The other 195 areas t h a t  would have 

t o  e l im ina te  two beds t o  add one might simply main ta in  the s ta tus  quo. 

I n  t h a t  case, no shrinkage o f  the e x i s t i n g  system would occur and i t  

would be d i f f i c u l t  t o  rea l l oca te  resources. 

Third,  w i t h  t i g h t  r e s t r i c t i o n s  on new beds, near ly  a l l  new spend- 

i n g  would be f o r  p l a n t  modernization and equipment, f o r  which i t  has 

been d i f f i c u l t  t o  determine need and u l t i m a t e  cost. 

F o u r t h ,  s t r i c t  c o n t r o l s  on new s e r v i c e s  c o u l d  f o r c e  some i n -  

hosp i t a l  procedures outs ide the hosp i t a l  , where they cou ld  pro1 i f e r a t e  

i n  volume. 

F i f t h ,  small investments under the review threshold o f  $100,000 

would no t  be c o n t r o l l e d  and, espec ia l l y  i f  revenue con t ro l s  were no t  

enacted, cou ld  begin t o  grow a t  a  f a s t e r  rate.  

A1 te rna t i ves  t o  T i t l e  I 1  

I n  v iew o f  t h e  r e c o r d  o f  c u r r e n t  e f f o r t s  t o  c o n t r o l  h o s p i t a l  

c a p i t a l  expenditufes, the  Admin is t ra t ion 's  proposal, o r  s i m i l a r  steps, 

may be the only way t o  subs tan t i a l l y  reduce and r e d i r e c t  the system. 



However, such a c t i o n s  would e n t a i l  many o f  t h e  r i s k s  o f  r e g u l a t i o n ,  

i n c l u d i n g  i n f l e x i b i l i t y  and t h e  e l i m i n a t i o n  o f  new compet i t i on .  The 

f o l l o w i n g  i ncremental changes c o u l d  m in im ize  some o f  the  unreso lved  

problems. 

o  I f  one b e l i e v e s  t h a t  t h e  d o l l a r  amount o f  t h e  proposed c e i l i n g  i s  
a r b i t r a r y  and n o t  r e l a t e d  t o  need, i t  c o u l d  be inc reased  now o r  
i n  t h e  f u t u r e .  A l t e r n a t i v e l y ,  an excep t ions  system c o u l d  be 
e s t a b l i s h e d  t h a t  would a1 low any expend i tu res  i n  excess o f  t h e  
$2.5 b i l l  i o n  c e i l i n g  t o  be t a r g e t e d  on needed r e n o v a t i o n  and 
inves tments  t h a t  o f f e r  f u t u r e  c o s t  savings. 

0  The i m p o s i t i o n  o f  any c e i l i n g  would be f a c i l i t a t e d  by estab-  
l i s h i n g  a  m u l t i f a c t o r  d i s t r i b u t i o n  fo rmu la  immediate ly ,  r a t h e r  
than  r e l y i n g  on p o p u l a t i o n  a lone  i n  t h e  f i r s t  two years.  

o  Excess  c a p a c i t y  and m a l d i s t r i b u t i o n  m i g h t  be a d d r e s s e d  more 
e f f e c t i v e l y  b y  r e q u i r i n g  a  l o w e r  b e d  t o  p o p u l a t i o n  r a t i o  i n  
f i v e  y e a r s  and p e n a l i z i n g  h o s p i t a l s  and h e a l t h  s e r v i c e  areas f o r  
any e x c e s s  c a p a c i t y .  D i r e c t  payments c o u l d  be  p r o v i d e d  t o  
re1  i e v e  h o s p i t a l s  o f  t h e  c o s t s  o f  e l  i m i  n a t i n g  beds. 

RELATIONSHIP OF REVENUE CONTROLS AND CAPITAL EXPENDITURE CONTROLS 

T i t l e s  I and I 1  a r e  i n t e g r a l l y  r e l a t e d  and r e i n f o r c i n g .  Reduc- 

t i o n s  i n  c a p i t a l  i nves tment  would r e s u l t  i n  lower  o p e r a t i n g  costs.  

which shou ld  make i t  e a s i e r  f o r  h o s p i t a l s  t o  1  i v e  w i t h i n  t h e  revenue 

l i m i t .  Because o f  t h i s  i n t e r r e l a t i o n s h i p ,  t h e  s p e c i f i c  l i m i t s  o f  t h e  

proposal  must be c o n s i s t e n t .  The a d m i n i s t r a t i o n  o f  T i t l e s  I and I 1  must  

a l s o  be coord ina ted .  Because s t a t e s  wou ld  be t h e  p r imary  a d m i n i s t r a t o r s  

o f  t h e  c a p i t a l  expend i tu re  c o n t r o l s ,  i t  may be d e s i r a b l e  f o r  them t o  

p a r t i c i p a t e  more a c t i v e l y  i n  t h e  f e d e r a l  revenue c o n t r o l  program. Even 

i f  s t a t e s  d i d  n o t  opera te  t h e i r  own c o s t  c o n t r o l  programs, they  c o u l d  

a d m i n i s t e r  an expanded excep t ions  process s i m i l a r  t o  t h a t  d e s c r i b e d  as 

an inc rementa l  change i n  T i t l e  I. 



CHAPTER I. INTRODUCTION 

The Admin i s t ra t i on ' s  proposed Hospi ta l  Cost Containment Act  o f  

1977 (5.1391 and H.R. 6575) would sharply reduce pro jec ted increases i n  

the  opera t ing  revenues and c a p i t a l  expansion o f  most short-term care 

hosp i ta ls .  T i t l e  I o f  the  b i l l  would l i m i t  t o  about 10.6 percent the 

t o t a l  increase i n  hosp i ta l  operat ing revenues from i n p a t i e n t  care i n  

1978; T i t l e  I 1  wou ld  reduce c a p i t a l  spending f o r  t h e  y e a r  t o  $6.5 

b i l l i o n ,  w i t h  greater  decreases i n  the  fu ture .  Without these cont ro ls .  

hosp i ta l  revenues are expected t o  r i s e  by about 15 percent and c a p i t a l  

spending t o  t o t a l  about $8.0 b i l l i o n .  While the  prov is ions  o f  T i t l e  I 

are labe led " t r ans i t i ona l , "  T i t l e  I 1  i s  intended t o  prov ide permanent 

amendments t o  e x i s t i n g  regu la tory  e f f o r t s .  

Sho r t - t e rm  h o s p i t a l s  have been s i n g l e d  o u t  f o r  s t r o n g  regu- 

l a t o r y  ac t i on  because o f  sustained growth i n  the  t o t a l  amount pa id  

f o r  t h e i r  services and because the annual increase i n  the cos t  o f  an 

i n p a t i e n t  h o s p i t a l  day c o n t i n u e s  t o  be doub le  t h e  r a t e  o f  o v e r a l l  . 

i n f l a t i o n .  The amount spent f o r  hosp i t a l  care has increased as a pro- 

p o r t i o n  o f  t o t a l  hea l t h  expendi tures from about 30 percent i n  1950 t o  

almost 40 percent today. By 1981 hosp i t a l  care costs are expected t o  

account f o r  over 43 percent o f  t o t a l  hea l t h  expenditures. 

The amount spen t  f o r  h o s p i t a l  c a r e  has r i s e n  because o f  i n -  

creases i n  cos t  pe r  p a t i e n t  day and i n  the  number o f  hosp i ta l  days. The 

former f a c t o r  i s  much more important, accounting f o r  about 90 percent o f  

t he  increase. Over t he  pas t  25 years, the  cos t  o f  t he  average day i n  a 



hospital  has gone up ten-fold. Nevertheless, t he  demand f o r  hospital  

ca re  has not abated. A major reason f o r  t h i s  i s  the growth in  health 

insurance payments, which now account f o r  91 percent of a l l  hospital  

revenues. This high level of t h i r d  party payments has crea ted  a s i t u -  

a t ion  i n  which none of the pa r t i c ipan t s  involved i n  determining the level  

and type of hospital  care  -- t he  p a t i e n t ,  insuring agent,  physician o r  

hospi ta l  adminis t ra tor  -- has an overriding i n t e r e s t  i n  o r  need t o  

control  e i t h e r  per u n i t  cos t s  o r  t o t a l  expenditures. 

The pa t i en t  has l imi ted  a b i l i t y  t o  d is t inguish  necessary from 

unnecessary care. Once in  a hosp i t a l ,  he has a strong i n t e r e s t  in  

receiving the bes t  care  avai lab1 e.  The pervasiveness of insurance 

coverage has meant t h a t  the c o s t  of treatment i s  of 1 i t t l e  concern. The 

insur ing agent has usually chosen not t o  question the  value of o r  need 

f o r  t h e  services  provided. 'The physician,  who a c t s  on the  p a t i e n t ' s  

b e h a l f ,  i s  i n c l i n e d  t o  u se  a l l  t h e  s e r v i c e s  t h a t  w i l l  improve h i s  

diagnosis and therapy o r  reduce the  poss ib i l i t y  of malpractice s u i t s .  

The hospital  adminis t ra tor  i s  concerned t h a t  the  qua1 i t y  of care  be of a 

h igh s t a n d a r d  and t h a t  h i s  f a c i l i t i e s  and equipment be such a s  t o  

a t t r a c t  physicians t o  the hospital  . The adminis t ra tor  i s  therefore  

wi l l ing  t o  meet physicians '  reques ts  t o  expand the  scope and complexity 

of the  services  t h a t  t h e i r  i n s t i t u t i o n s  provide. This e n t a i l s  l i t t l e  

f inancia l  r i s k  f o r  t he  adminis t ra tor  because the majority of hospital  

insurance payments a r e  based on the  cos ts  incurred. If cos t s  r i s e  

because of new o r  more in tens ive  t e s t i n g ,  more complex procedures, o r  

more s t a f f ,  higher reimbursements wi l l  be forthcoming. 



Th is  unique s e t  o f  c h a r a c t e r i s t i c s  has encouraged t h e  f o l l o w i n g  

h o s p i t a l  and comnuni t y w i d e  i n e f f i c i e n c i e s  i n  t h e  use o f  resources:  

o Uneconomic h o s p i t a l  opera t ion .  I n e f f i c i e n c y  occurs when t h e  
combina t ion  o f  resources  used t o  p r o v i d e  h o s p i t a l  s e r v i c e s  i s  
more c o s t l y  t h a n  necessary. 

o Uneconomic p r o v i s i o n  o f  s e r v i c e s .  I n e f f i c i e n c y  o c c u r s  when 
s e r v i c e s  a r e  p r o v i d e d  t h a t  c a n n o t  r e a s o n a b l y  be  e x p e c t e d  t o  
have a medical  v a l u e  t h a t  j u s t i f i e s  t h e i r  cos t .  

o  Excess community c a p a c i t y  t o  p r o v i d e  general  care.  Even a care-  
f u l l y  opera ted  h o s p i t a l  may be r e l a t i v e l y  uneconomical i f  demand 
i s  low r e l a t l v e  t o  capac i t y .  

o  Excess  commun i ty  c a p a c i t y  t o  p r o v i d e  v a r i o u s  forms o f  s p e c i a l -  
u r  ose 

a soeci  a a c i l i t v  t h a t  i s  u n d e r u t i l  i z e d  because o t h e r  h o s o i t a l s  - I T  
i n  t h e  area have i e v e l o p e d  t h e  same c a p a b i l i t y .  

o  E x c e s s i v e  u t i l i z a t i o n  r e s u l t i n g  f r o m  t h e  e x i s t e n c e  o f  excess 
h o s p i t a l  f a c i l i t i e s  o r  equipment. Unnecessary h o s p i t a l  admis- 
s i o n s  and u t i l i z a t i o n  o f  orocedures and eauioment mav be st imu- 
1 a t e d  by t h e  a v a i l a b i l i t y  o f  c a p a c i t y  because no - p a r t i c i p a n t  
i s  m o t i v a t e d  t o  be c o s t  conscious. 

To remedy these  problems h o s p i t a l s  must  be induced  by  s t a t u t e ,  

f i n a n c i a l  i n c e n t i v e s ,  o r  pub1 i c  p ressure  t o  behave d i f f e r e n t l y .  I n  

general ,  t h e  f i r s t  two problems show promise o f  responding t o  changes 

i n  t h e  reimbursement system s i n c e  b o t h  a r e  i n t e r n a l  t o  t h e  h o s p i t a l .  

On t h e  o t h e r  hand, reimbursement p ressures  on h o s p i t a l s  t o  c o r r e c t  f o r  

u n d e r u t i  1  i z a t i  on may induce  an inc rease  i n  unnecessary care; t h e r e f o r e ,  

r e i m b u r s e m e n t  p r a c t i c e s  need  t o  be  c o o r d i n a t e d  w i t h  commun i tyw ide  

p l a n n i n g  and inves tment  d e c i s i o n s  i f  t h e  l a s t  t h r e e  problems a r e  t o  be 

addressed. 



The A d m i n i s t r a t i o n ' s  proposal  would p lace  a  l i m i t  on t h e  o p e r a t i n g  

revenues o f  h o s p i t a l s ,  w i t h  t h e  e f f e c t  t h a t  h o s p i t a l  a d m i n i s t r a t o r s  

c o u l d  no l o n g e r  expec t  a  l e v e l  o f  revenues e q u i v a l e n t  t o  costs.  The 

e x t e n t  t o  which h o s p i t a l s  would be a b l e  t o  keep t h e i r  c o s t s  i n  l i n e  w i t h  

t h e  revenue l i m i t s  would depend on t h e  decis ionmaking process w i t h i n  

h o s p i t a l s  and  on  how e f f e c t i v e  a d m i n i s t r a t o r s  were  i n  g a i n i n g  t h e  

c o o p e r a t i o n  o f  phys ic ians ,  who dec ide  on t h e  l e v e l  and complex i t y  o f  

care. There i s  n o t h i n g  i n  t h e  A d m i n i s t r a t i o n ' s  proposal  t h a t  would 

n e c e s s a r i l y  i nduce  p h y s i c i a n s  t o  a1 t e r  t h e i r  c u r r e n t  behav io r  i n  t h e  

u t i l  i r a t i o n  o f  resources.  I f  p h y s i c i a n s  d i d  n o t  cooperate,  h o s p i t a l  

a d m i n i s t r a t o r s  m i g h t  be f o r c e d  t o  c u t  back on expend i tu res  f o r  community 

s e r v i c e s ,  which they  do c o n t r o l ,  t o  s tay  w i t h i n  t h e  revenue l i m i t s .  

The A d m i n i s t r a t i o n ' s  proposal  would a l s o  impose two new t y p e s  o f  

c a p i t a l  c o n t r o l s  -- a  na t ionw ide  d o l l a r  l i m i t  on new c a p i t a l  expendi-  

t u r e s  and standards f o r  t h e  number o f  h o s p i t a l  beds and t h e i r  r a t e  o f  

occupancy. The expend i tu re  c e i l i n g ,  which would be d i s t r i b u t e d  among 

s t a t e s  f o r  a l l o c a t i o n  t o  i n d i v i d u a l  h o s p i t a l  p r o j e c t s ,  would s i g n i f i -  

c a n t l y  reduce h o s p i t a l  c a p i t a l  o u t l a y s  and, thereby,  c o u l d  l o w e r  f u t u r e  

h o s p i t a l  cos ts .  The response o f  t h e  s t a t e  and l o c a l  agencies t h a t  would 

a1 l o c a t e  t h e  c e i l  i n g  among h o s p i t a l  p r o j e c t s  would determine whether  t h e  

t ypes  o f  investments made w i t h i n  t h e  c e i l i n g  a r e  b e n e f i c i a l .  

T h i s  paper analyzes t h e  two elements o f  t h e  proposed H o s p i t a l  Cos t  

Containment A c t  o f  1977. Chapter  I descr ibes  T i t l e  I, t h e  revenue 

l i m i t a t i o n  p roposa l ,  e v a l u a t e s  i t s  ma jo r  f e a t u r e s  and p r e s e n t s  p o s s i b l e  



a l te rna t i ves  t o  the  Admin is t ra t ion 's  approach. 'These a l t e rna t i ves  i n -  

c lude the approach proposed by Senator Herman Talmadge i n  the  Medicare- 

Medicaid Admin is t ra t ive  and Reimbursement Reform Act  o f  1977 (S .  1470 

and H.R. 70791, which would deny federal  reimbursements f o r  unusually 

h igh rou t i ne  hosp i ta l  costs. 11 Chapter I 1  discusses T i t l e  11, t he  

l i m i t a t i o n  on new investments, evaluates i t s  major features and presents 

some a l t e r n a t i v e  approaches. Chapter 111 discusses the reasons f o r  

consider ing T i t l e s  I and I 1  together ra the r  than as separate proposals. 

1/  For a more thorough ana lys is  o f  a l t e r n a t i v e  reimbursement reforms - 
and the growth o f  hea l t h  expenditures, see Federal Programs and 
The i r  Impact on Heal th  Expenditures, CBO Background Paper ( f o r t h -  
coming). 



CHAPTER I THE ADMINISTRATION'S PROPOSAL TO LIMIT HOSPITAL 
REVENUES (TITLE I )  

THE ADMINISTRATION'S PROPOSAL 

The Admin is t ra t ion  has proposed i n  T i t l e  I o f  the  Hosp i ta l  Cost 

Containment Act o f  1977 t o  place a  growth c e i l i n g  on the t o t a l  i n p a t i e n t  

revenues received by short-term care hosp i ta l  s  ( those w i t h  an average 

length  o f  stay o f  under 30 days) beginning October 1, 1977. Revenues o f  

f e d e r a l  h o s p i t a l s ,  h o s p i t a l s  t h a t  d e r i v e  ove r  75 p e r c e n t  o f  t h e i r  

p a t i e n t  care revenue from hea l t h  maintenance organizat ions (HMOs), 

and hosp i t a l s  t h a t  are l ess  than two years o l d  would n o t  be l i m i t e d  by 

the growth c e i l i n g .  The proposal i s  viewed as t r a n s i t i o n a l  and would 

r e q u i r e  t h e  Sec re ta ry  o f  t h e  Department o f  Hea l t h ,  Educat ion ,  and 

Welfare (HEW) t o  submit h i s  recommendations f o r  a  permanent remedy 

by March 1, 1978. 

The revenue l i m i t  wou ld  be a p p l i e d  s e p a r a t e l y  t o  each t ype  

o f  payer: c o s t  payers such as Blue Cross, medicare, and medicaid; and, 

a  s i ng le  c lass  known as charge payers t h a t  includes commercial insurers  

and ~ e l f - ~ a y i n ~  pat ien ts .  Th i s  would avoid disadvantaging pa t i en t s  o f  

cos t  payers, who have t r a d i t i o n a l l y  negot iated a  lower r a t e  w i t h  hos- 

p i t a l  s. The proposal would a1 so requ i re  t h a t  hosp i t a l s  main ta in  t h e i r  

share o f  c h a r i t y  p a t i e n t  admissions. 



C e i l i n g  on the Rate o f  Growth o f  Tota l  Revenues 

For 1978 the  growth c e i l i n g  f o r  i nd i v i dua l  hosp i ta ls  would be 

8.7 percent. The growth c e i l i n g  f o r  each year would be determined by a 

formula conta in ing both an i n f l a t i o n  component and a separate a1 lowance 

f o r  rea l  growth. Because the proposal i s  intended t o  deter  increases i n  

the number o f  pa t i en t s  t rea ted,  t h i s  growth component i s  considered t o  

be an allowance f o r  increases i n  the i n t e n s i t y  o r  rea l  l e v e l  o f  services 

provided per admission. The i n f l a t i o n  component would be based on the 

annual percentage change o f  the Gross Nat ional  Product (GNP) d e f l a t o r  

over the 12 months p r i o r  t o  the  end o f  June i n  t he  year i n  which the 

c o n t r o l  p e r i o d  s t a r t s .  The i n t e n s i t y  component wou ld  be equal  t o  

one- th i rd  o f  the d i f f e rence  between the percentage increase i n  t o t a l  

hosp i ta l  expenditures and the increase i n  the  GNP d e f l a t o r  f o r  the 

two calendar years p r i o r  t o  t he  year i n  which the  con t ro l  per iod  begins. 

The computation f o r  f i s c a l  year 1978 i s  shown below: 

I n f l a t i o n  Component I n t e n s i t y  Component 

Growth C e i l i n g  + 1 / 3  (Tota l  hosp i t a l  expenditures 
1978 = GNP d e f l a t o r  minus GNP d e f l a t o r )  

(Percentage change (Percentage change 
1976-111 through 1977-11) from Jan. 1975 through Dec. 1976) 

I f  the Secretary o f  HEW determined t h a t  the  r a t e  o f  increase i n  

the  GNP d e f l a t o r  dur ing  the  con t ro l  pe r i od  would be more than 1 percent 

greater  than t h a t  computed i n  the  i n f l a t i o n  component o f  the formula, 

the growth c e i l i n g  cou ld  be increased. 



The l i m i t  on t o t a l  revenues would n o t  be a s u b s t i t u t e  f o r  e x i s t i n g  

reimbursement systems; r a t h e r ,  i t  would be imposed on t h e  e x i s t i n g  

s t r u c t u r e .  H o s p i t a l s  would s t i l l  be re imbursed on t h e  b a s i s  o f  c o s t s  o r  

charges depending upon t h e  method used by t h e  payer. However, b o t h  t h e  

h o s p i t a l  and i n t e r m e d i a r i e s  would be r e s t r i c t e d  f rom i n c r e a s i n g  t o t a l  

h o s p i t a l  revenues by more t h a n  t h e  g rowth  c e i l i n g .  F o r  example, i n  t h e  

case o f  reimbursement f rom a c o s t  payer, i f  a h o s p i t a l ' s  c o s t s  rose 7 

percen t ,  i t  would g e t  7 p e r c e n t  g r e a t e r  revenues f rom t h e  payer  b u t  

c o u l d  c a r r y  fo rward  t h e  unused 1.7 p e r c e n t  f rom t h e  1978 revenue l i m i t .  

I f  c o s t s  rose  11 percen t ,  t h e  h o s p i t a l  would r e c e i v e  o n l y  an  8.7 p e r c e n t  

revenue inc rease  f rom t h a t  payer  and revenues i n  excess o f  t h e  l i m i t  

would have t o  be r e t u r n e d  t o  t h e  payer. I n  t h e  case o f  charge payers, 

excess revenues would have t o  be s e t  a s i d e  i n  an escrow account  and 

a p p l i e d  a g a i n s t  t h e  f o l l o w i n g  y e a r ' s  a l l o w a b l e  l e v e l .  F a i l u r e  t o  

f o l l o w  these procedures c o u l d  r e s u l t  i n  a 150 percen t  e x c i s e  t a x  on  t h e  

excess revenues. 

Adjustments i n  t h e  Growth C e i l i n g  f o r  Changes i n  P a t i e n t  Volume 

F o r  inc reases  up t o  2 percen t  and decreases up t o  6 p e r c e n t  i n  

t h e  number o f  p a t i e n t s  a d m i t t e d  t o  a h o s p i t a l  d u r i n g  t h e  year ,  t h e r e  

would be no change i n  t h e  revenue l i m i t .  However, t o  a l l o w  f o r  more 

s u b s t a n t i a l  changes i n  t h e  number o f  p a t i e n t s  admit ted,  a volume a d j u s t -  

ment t o  t h e  t o t a l  revenue l i m i t  i s  i n c l u d e d  i n  t h e  proposal .  F o r  each 

inc reased  admiss ion between 2 and 15 percen t ,  a h o s p i t a l  ' s  t o t a l  revenue 

c o u l d  be r a i s e d  by  50 p e r c e n t  o f  t h e  base p e r i o d ' s  average revenue p e r  



admission. 11 Increases over 15 percent would no t  be reimbursed i n  

1 arge hosp i ta l  s; i n smal ler  hosp i ta l  s, the  a1 lowance woul d con t i  nue 

w i thou t  a c u t  o f f  because admissions t o  such hosp i t a l s  are sub jec t  t o  

more va r i a t i on .  11 

A s i m i l a r  typa, o f  volume adjustment would be app l ied  t o  decreases 

i n  admissions. For each decreased admission between 6 and 15 percent, a 

h o s p i t a l ' s  t o t a l  revenue would be reduced by 50 percent o f  the base 

pe r i od ' s  average revenue per admission. I n  l a rge  hosp i ta ls ,  decreases 

beyond 15 percent would mean a reduct ion  o f  t he  f u l l  average revenue per 

admission. The revenue l i m i t  f o r  small hosp i t a l s  would no t  be changed 

f o r  decreases i n  admissions o f  l ess  than 10 percent; beyond 10 percent, 

t o t a l  revenue would be reduced by 50 percent o f  the  average revenue per  

admission. 

Optional Wage Pass Through 

Hosp i ta ls  cou ld  e l e c t  t o  have t h e i r  l i m i t s  on revenue increased t o  

t he  sum o f  the  actual  percentage increase of  nonsupervisory personnel 

wages weighted by t h i s  i n p u t ' s  share o f  t o t a l  costs, p lus  the  formula- 

determined growth c e i l i n g  weighted by the remaining share o f  t o t a l  

costs. Therefore, f o r  1978 i f  nonsupervisory workers accounted f o r  25 

percent o f  t o t a l  cos ts  and t h e i r  wages rose by 16.0 percent, the  revenue 

l i m i t  would be 10.5 percent (.25 x 16.0% + .75 x 8.7%) ra the r  than 8.7 

percent. 

I/ F i f t y  percent o f  average revenue i s  be l ieved by the Admin is t ra t ion  - 
t o  be an adequate measure o f  the  added cos t  per admission. 

21 Smaller hosp i t a l s  are def ined as those w i t h  fewer than 4,001 ad- - 
missions annual ly i n  t he  base period. 



Appeals f o r  an E x c e p t i o n  f rom t h e  Growth C e i l i n g  

I n  a d d i t i o n  t o  t h e  f a i r l y  au tomat i c  adjustments t h a t  have been 

descr ibed,  a  f e d e r a l  rev iew board  c o u l d  inc rease  a  l a r g e  h o s p i t a l ' s  

revenue l i m i t  i f  admissions inc reased  o r  decreased more t h a n  15 percen t ,  

o r  i f  t h e r e  were changes i n  h o s p i t a l  c a p a c i t y  o r  s e r v i c e s  t h a t  inc reased  

c o s t s  by more t h a n  t h e  i n t e n s i t y  component o f  t h e  growth c e i l i n g  (3.2 

p e r c e n t  i n  1978). Changes i n  admissions. capac i t y ,  o r  s e r v i c e s  would 

have t o  have been approved by t h e  s t a t e  c e r t i f i c a t e  o f  need o r  S e c t i o n  

1122  r e v i e w  agency. I n  o r d e r  t o  a p p e a l ,  t h e  a p p e l l a n t  h o s p i t a l ' s  

a b i l i t y  t o  pay i t s  c u r r e n t  l i a b i l i t i e s  a f t e r  t h e  change (as  measured by 

t h e  r a t i o  o f  i t s  c u r r e n t  a s s ~ t s  t o  l i a b i l i t i e s )  would have t o  be i n  t h e  

l o w e s t  25 p e r c e n t  o f  a l l  h o s p i t a l s  i n c l u d e d  i n  t h e  revenue l i m i t .  3/ 
F i n a n c i a l  d i s t r e s s  a lone  would n o t  be a  s u f f i c i e n t  b a s i s  f o r  appeal. 

A  s u c c e s s f u l  a p p e a l  b a s e d  u p o n  a d m i s s i o n  changes  a l o n e  w o u l d  

r e s u l t  i n  t r e a t m e n t  o f  t h e  l a r g e  h o s p i t a l  as a  smal l  h o s p i t a l  i n  ca lcu -  

l a t i n g  t h e  volume adjustment .  A  success fu l  appeal based on changes i n  

s e r v i c e  o r  c a p a c i t y  would r e s u l t  i n  r a i s i n g  t h e  revenue l i m i t ,  b u t  o n l y  

31 T h i s  r a t i o  i s  t h e  sum o f  cash no tes  and accounts r e c e i v a b l e  ( l e s s  - 
reserves  f o r  bad debts) ,  marke tab le  s e c u r i t i e s  and i n v e n t o r i e s  
h e l d  by t h e  h o s p i t a l  d i v i d e d  by t h e  sum o f  i t s  l i a b i l i t i e s  f a l l i n g  
due i n  t h e  accoun t ing  y e a r  f o r  which t h e  e x c e p t i o n  i s  requested. 
A  p r e l i m i n a r y  es t imate ,  d e r i v e d  by t h e  A d m i n i s t r a t i o n  f rom American 
H o s p i t a l  A s s o c i a t i o n  data, i s  t h a t  t h i s  r a t i o  i s  h i g h e r  than  2  t o  1  
f o r  75 p e r c e n t  o f  t h e  h o s p i t a l s  s u b j e c t  t o  t h e  r e v e n u e  l i m i t .  

The A d m i n i s t r a t i o n  has n o t  determined whether  t h e  s tandard  would 
be a  f i x e d  r a t i o  o r  a  r a t i o  t h a t  d e c l i n e s  over  t i m e  as t h e  f i n a n c i a l  
c o n d i t i o n  o f  h o s p i t a l s  worsens as a  consequence o f  t h e  revenue 
l i m i t .  I n  t h e  l a t t e r  case, t h e  c r i t e r i o n  would be i n c r e a s i n g l y  
s t r i n g e n t .  



by t h e  amount needed t o  inc rease  t h e  h o s p i t a l ' s  a s s e t  t o  l i a b i l i t y  r a t i o  

t o  a  l e v e l  where i t  i s  no l o n g e r  i n  t h e  l o w e s t  25 p e r c e n t  o f  h o s p i t a l s  

i n c l u d e d  i n  t h e  revenue l i m i t .  

Nonfederal  Rate S e t t i n g  Under t h e  A d m i n i s t r a t i o n ' s  Proposal 

The proposal  wou ld  n o t  p r e c l u d e  s t a t e s  o r  payers from o p e r a t i n g  

t h e i r  own c o s t  c o n t r o l  programs c o n c o m i t a n t l y  w i t h  t h e  federa l  c o n t r o l s .  

However,  n o n f e d e r a l  p rograms c o u l d  be s u b s t i t u t e d  f o r  t h e  f e d e r a l  

program o n l y  i n  c e r t a i n  s i t u a t i o n s .  

S t a t e  c o s t  c o n t a i n m e n t  p rograms c o u l d  b e  s u b s t i t u t e d  i f  t h e  

s t a t e ' s  governor  ensured t h a t  t h e  f e d e r a l  revenue l i m i t  would be met  and 

t h a t  procedures f o r  r e c o v e r i n g  excess h o s p i t a l  revenues and r e t u r n i n g  

them t o  t h e  payers  would b e  es tab l i shed .  The s t a t e  c o s t  conta inment  

program wou ld  have t o  have been i n  o p e r a t i o n  f o r  a t  l e a s t  one y e a r  

b e f o r e  t h e  a p p l i c a t i o n  f o r  a  wa ive r  f rom t h e  f e d e r a l  program and would 

have t o  have i n c l u d e d  90 p e r c e n t  o f  t h e  h o s p i t a l s  i n  t h e  s t a t e  and 50 

p e r c e n t  o f  a l l  h o s p i t a l  i n p a t i e n t  revenues. The s t a t e  would have t o  

i n c l u d e  100 p e r c e n t  o f  i n p a t i e n t  revenues once i t  r e c e i v e d  a  wa ive r  t o  

s u b s t i t u t e  i t s  own c o n t r o l s  f o r  t h e  f e d e r a l  program. H o s p i t a l s  i n  

p r o s p e c t i v e  reimbursement demonstrat ions approved by t h e  f e d e r a l  govern- 

ment -- whether  o r  n o t  a l l  t h e  h o s p i t a l s  i n  t h e  s t a t e  p a r t i c i p a t e  -- 
c o u l d  be exempted w i t h o u t  meet ing  these  c o n d i t i o n s .  

IMPACT OF THE ADMINISTRATION'S PROPOSAL 

There a r e  a  number o f  m a j o r  advantages t o  t h e  A d m i n i s t r a t i o n ' s  

proposal ,  t h e  most  i m p o r t a n t  b e i n g  t h a t  it would r e s u l t  i n  s u b s t a n t i a l  

sav ings  i n  t h e  amount p a i d  f o r  c a r e  i n  nonfederal  s h o r t - t e r n  h o s p i t a l s  

as e a r l y  as 1978. These savings would grow r a p i d l y  i n  subsequent years ,  



w i t h  an i n c r e a s i n g  p r o p o r t i o n  coming f rom reduced growth i n  t h e  i n t e n -  

s i t y  o f  se rv ices .  Growth i n  h o s p i t a l  admissions would p robab ly  d e c l i n e  

a s  w e l l ,  because  t h e  p r o p o s a l  c o n t a i n s  s t r o n g  i n c e n t i v e s  f o r  m o s t  

h o s p i t a l s  t o  t r e a t  fewer p a t i e n t s .  

The A d m i n i s t r a t i o n ' s  approach would be s imple t o  a d m i n i s t e r  and 

c o u l d  be implemented immediate ly .  I n  many ways i t i s  t h e  p r o p o s a l ' s  

ve ry  s i m p l i c i t y  t h a t  c r e a t e s  some o f  i t s  shortcomings. Whi le a  g r e a t  

deal  o f  t h e  f o l l o w i n g  d i s c u s s i o n  concen t ra tes  on d e s c r i b i n g  these  d isad-  

vantages i t  shou ld  be no ted  t h a t  most o f  them c o u l d  be addressed th rough  

m o d i f i c a t i o n s  i n  t h e  A d m i n i s t r a t i o n ' s  proposal .  I n  a d d i t i o n ,  an ap- 

proach s i m i l a r  t o  t h a t  taken  by t h e  A d m i n i s t r a t i o n ,  p l a c i n g  a  growth 

c e i l i n g  on t h e  amount p a i d  f o r  care,  may be t h e  o n l y  way o f  s i g n i f i -  

c a n t l y  reduc ing  t h e  r a p i d  r i s e  i n  h o s p i t a l  cos ts .  

Among t h e  p r o p o s a l ' s  disadvantages a r e  t h e  f o l l o w i n g :  F i r s t ,  i t  

would do l i t t l e  t o  reward e f f i c i e n c y ,  and i n  some cases, would p e n a l i z e  

p a s t  e f f i c i e n c y .  Second, t h e  proposal  would n o t  d i s t i n g u i s h  we1 1  among 

types o f  h o s p i t a l s  and t h e  mix  o f  p a t i e n t s  they  serve. T h i r d ,  t h e  

excep t ions  process would be q u i t e  r e s t r i c t e d  and i t s  remedies f a i r l y  

l i m i t e d .  Four th ,  t h e  c e i l i n g  c o u l d  be a p p l i e d  t o o  a b r u p t l y  f o r  hos- 

p i t a l s  t o  c u t  back on growth commitments. F i f t h ,  t h e  o p t i o n a l  wage 

pass th rough  may r a i s e  c o s t s  and may n o t  be an e f f e c t i v e  way t o  p r o t e c t  

h o s p i t a l  workers. S i x t h ,  t h e  measure chosen t o  r e f l e c t  i n f l a t i o n  i n  t h e  

growth c e i l i n g  fo rmu la  i s  n o t  a  good index  o f  t h e  p r i c e  inc reases  f a c i n g  

h o s p i t a l s .  Both t h e  advantages and d isadvantages o f  t h e  Admin is t ra -  

t i o n ' s  p roposa l  a r e  d iscussed i n  g r e a t e r  d e t a i l  below. 

Es t imated  Savings i n  Expend i tu res  f o r  H o s p i t a l  Care 

I f  e x i s t i n g  p o l i c i e s  con t inue ,  t o t a l  expend i tu res  f o r  nonfederal  

s h o r t  t e r m  h o s p i t a l s  a r e  e x p e c t e d  t o  be  $61.3 b i l l i o n  i n  1978 a n d  

12 



$104.0 b i l l i o n  by 1982 (see Table 1 ) .  I f  the  Admin is t ra t ion 's  proposal 

were implemented i n  1978, i n c l u d i n g  expected adjustments f o r  admission 

increases, wage pass throughs, and except ions,  these expendi tures would 

be l i m i t e d  t o  $58.9 b i l l i o n ,  a 10.6 percent increase over t h e  1977 

l e v e l .  The n a t i o n ' s  h o s p i t a l  care b i l l  would be $2.4 b i l l i o n  lower than 

otherwise expected and federa l  payments f o r  medicare and medicaid would 

be reduced by $1.0 b i l l i o n .  

Table 1. ESTIMATED IMPACT OF THE ADMINISTRATION'S PROPOSED GROWTH CEILING ON 
NONFEDERAL SHORT-TERM CARE HOSPITAL REVENUES, FISCAL YEARS 1978-1982 
( D o l l a r s  i n  B i l l i o n s )  a/ 

Cur ren t  Pol i c y  Under A d m i n i s t r a t i o n ' s  Proposal 

2. Expendi- 4. Growth 5. Expendi- 6. Savings 
tu res  f o r  C e i l i n g  + tu res  f o r  due t o  

F i s c a l  1. Rate o f  Hosp i ta l  3. Growth Expected Hosp i ta l  Growth 
Year Growth Services b/ C e i l i n g  Increases d/ Services C e i l i n g  

a/ Congressional Budget O f f i c e  est imates.  E n t r i e s  do n o t  sum t o  t o t a l s  
because o f  rounding. 

b/ These f i g u r e s  are  f o r  on ly  those h o s p i t a l s  t h a t  would be covered by the  
A d m i n i s t r a t i o n ' s  proposal. To ta l  expendi tures f o r  h o s p i t a l  care  w i t h o u t  
any new c o s t  containment i n i t i a t i v e s  are  est imated a t  $55.4 b i l l i o n  f o r  1976, 
$64.3 b i l l i o n  f o r  1977, and $73.9 b i l l i o n  f o r  1978. 

c/ The growth c e i l i n g  f o r  1978 d i f f e r s  from the  A d m i n i s t r a t i o n ' s  9% p r o j e c t i o n  
because, a t  t h e  t ime t h e  A d m i n i s t r a t i o n  made i t s  est imate,  f i g u r e s  f o r  calendar 
year  1976 h o s p i t a l  expendi tures were no t  ava i lab le .  

d/ Column 4 i s  column 3 p l u s  a 1.0 percent  allowance f o r  increases i n  admissions 
p l u s  a 0.9 percent allowance f o r  revenue increases due t o  the pass through 
o f  wage increases and t o  t h e  except ions process. 



By 1982, under t h e  A d m i n i s t r a t i o n ' s  proposal ,  expend i tu res  f o r  

non federa l  s h o r t  te rm c a r e  h o s p i t a l s  would r i s e  t o  $85.2 b i l l i o n ,  $18.8 

b i l l i o n  lower  than  o therw ise  expected. Federal  payments f o r  medicare 

and med ica id  would be reduced by about  $8.2 b i l l i o n .  The t o t a l  reduc- 

t i o n  i n  h o s p i t a l  revenues o r  sav ings  expected f rom t h e  A d m i n i s t r a t i o n ' s  

p roposa l  d u r i n g  t h e  f i v e  y e a r  p e r i o d  1978-1982 would be about  $46.0 

b i l l i o n .  

Decrease i n  Real Growth o f  t h e  H o s p i t a l  I n d u s t r y  

The A d m i n i s t r a t i o n ' s  proposal  would p robab ly  have i t s  most pro-  

found impact  on t h e  r e a l  growth ( i n c r e a s e s  n e t  o f  i n f l a t i o n )  i n  h o s p i t a l  

revenues because t h e  i n t e n s i t y  component o f  t h e  l i m i t  i s  designed t o  

decrease over  t ime.  41 T h i s  component depends each y e a r  on t h e  two 

p r i o r  y e a r s '  i n c r e a s e  i n  t o t a l  h o s p i t a l  e x p e n d i t u r e s .  S i n c e  such  

expend i tu res  a re  expected t o  be reduced by t h e  proposal ,  subsequent 

a1 lowances f o r  inc reased  i n t e n s i t y  w i l l  a l s o  be sma l le r .  

S ince 1965, r e a l  growth i n  expend i tu res  by h o s p i t a l s  has occur red  

a t  an average r a t e  o f  a lmos t  8.4 p e r c e n t  annua l l y .  Approximate ly  2.3 

p e r c e n t  o f  t h e  g rowth  has been a t t r i b u t a b l e  t o  a d d i t i o n a l  admiss ions 

and 6.1 percen t  t o  inc reased  i n t e n s i t y .  Under t h e  A d m i n i s t r a t i o n ' s  

p roposa l ,  t h e  n o n i n f l a t i o n  component would be about  3.2 p e r c e n t  i n  1978 

and would be reduced t o  l e s s  than  2 p e r c e n t  by 1982 (see Tab le  2 ) .  

4 1  I f  a d m i s s i o n s  d i d  n o t  d e c r e a s e ,  o r  i f  t h e  i n f l a t i o n  component  - 
underest imated t h e  r a t e  o f  i nc rease  i n  p r i c e s  h o s p i t a l s  must pay 
f o r  goods and s e r v i c e s ,  ve ry  l i t t l e  would a c t u a l l y  be l e f t  o f  t h e  
l i m i t  f o r  i nc reased  i n t e n s i t y  o r  r e a l  growth p e r  admission. 



Table 2. ESTIMATED COMPONENTS OF ANNUAL GROWTH I N  THE ADMINISTRATION'S 
PROPOSAL, FISCAL YEARS 1978-1982 a/ 

I n t e n s i t y  Component I n f l a t i o n  Component 
(For  Two Calendar Years Before F isca l  Year) (12 Months P r i o r  t o  

June o f  Previous F i s c a l  
1. To ta l  3. Allowance Year) 

F i s c a l  Hosoi ta l  2. GNP De- f o r  4. GNP De- 5. Growth 
Year ~ x ~ e n d i t u r e s  f l  a t o r  I n t e n s i t y  c/ f l a t o r  C e i l i n g  $1 

a/ Congressional Budget O f f i c e  est imates. - 

b/  Those hosp i ta l s  n o t  inc luded i n  the cos t  containment program are - 
assumed t o  increase t h e i r  expenditures by 14.0 percent pe r  year. 
While the proposal excludes new hosp i ta l s  and those whose primary 
source o f  revenue i s  from HMOs, these est imates d i d  n o t  ad jus t  f o r  
t h e i r  exc lus ion because o f  t h e i r  i n s i g n i f i c a n t  e f f e c t .  

C /  Column 3 i s  one- th i rd  o f  the d i f fe rence  o f  Column 1 less  Column 2. 

d l  Column 5 i s  the sum o f  Columns 3 and 4. - 

Decrease i n  Admissions 

Because revenue per admission increases as the volume o f  admis- 

s ions i s  c u t  back, a s t rong i n c e n t i v e  t o  t r e a t  fewer p a t i e n t s  would be 

created by the  Admin is t ra t ion ' s  proposal. I f  a l a r g e  h o s p i t a l  reduced 

the volume o f  pa t ien ts  t r e a t e d  up t o  the  threshold o f  6 percent, t o t a l  

revenues a l lowed would remain the  same and revenues per  admission would 

be increased (see Table 3). I f  volume were reduced between 6 and 15 



percen t ,  t h e  h o s p i t a l ' s  income would be decreased by o n l y  50 p e r c e n t  o f  

t h e  base  p e r i o d ' s  a v e r a g e  r e v e n u e  p e r  a d m i s s i o n .  T h e r e f o r e ,  a t  85 

p e r c e n t  o f  t h e  base y e a r ' s  volume, a h o s p i t a l  c o u l d  r e c e i v e  123 p e r c e n t  

o f  t h e  base p e r i o d ' s  revenue p e r  admission. Even r e d u c t i o n s  i n  admis- 

s ions  beyond 15 p e r c e n t  would a l l o w  f o r  an i n c r e a s e  i n  revenues per  

admission. 

Tab le  3. TOTAL REVENUES AND REVENUE PER ADMISSION UNDER THE 
ADMINISTRATION'S PROPOSAL, AT VARYING LEVELS OF ADMISSIONS 
( A l l  F i g u r e s  Expressed as  a Percen t  o f  t h e  Base Year) 

P o t e n t i a l  P o t e n t i a l  
Annual T o t a l  Revenue P e r  
Admissions Revenue Admi s s i  on 

H o s p i t a l s  Over 4000 Admissions 

H o s p i t a l s  Under 4001 Admissions 



Small hosp i t a l s  cou ld  reduce volume by 10 percent w i t hou t  lower ing  

t h e i r  t o t a l  revenue l i m i t ,  and f u r t h e r  reduct ions i n  volume, no mat te r  

how great ,  would r e s u l t  i n  a  decrease o f  50 percent o f  the  base pe r i od ' s  

average revenue per  admission. Thus a  small hosp i t a l  would be e l i g i b l e  

t o  rece ive  up t o  121 percent o f  revenue per  admission when i t  i s  a t  90 

percent o f  t he  base pe r i od ' s  volume and 156 percent o f  revenue per  

admission a t  60 percent o f  t he  base pe r i od ' s  volume. 

These i ncen t i ves  would o f  course be l i m i t e d  no t  on ly  by t he  hos- 

p i t a l ' s  opera t ing  costs,  b u t  by i t s  des i re  t o  main ta in  i t s  p a t i e n t  

volume r e l a t i v e  t o  o t h e r  h o s p i t a l s ,  i t s  concep t  o f  s e r v i c e  t o  t h e  

community, and t he  behavior  o f  i t s  physicians. Most hosp i t a l s  would 

probably at tempt t o  reduce admissions s l i g h t l y  o r  t o  avoid increases 

i n  admissions. 

Lack o f  Rewards f o r  E f f i c i e n c y  

A major problem w i t h  t he  Admin is t ra t ion 's  approach i s  t h a t  i t  

does no t  s i g n i f i c a n t l y  recognize d i f f e r e n t  l e v e l s  o f  e f f i c i e n c y  among 

hosp i ta ls .  The only way t he  proposal would reward e f f i c i e n t  behavior  

would be t o  l e t  a  hosp i t a l  whose revenues were l ess  than those al lowed , 

add the  d i f f e rence  t o  i t s  nex t  y e a r ' s  l i m i t .  Other types o f  e f f i c i e n c y  

i ncent ives would requ i re  more re1 i a b l e  and un i fo rm repo r t i ng '  o f  hosp i t a l  

cos ts  than i s  c u r r e n t l y  ava i lab le .  

The revenue c e i l i n g  should f o r ce  many hosp i t a l s  t o  operate more 

e f f i c i e n t l y .  However, w i t h o u t  more s p e c i f i c  i n c e n t i v e s ,  h o s p i t a l  

abn in i s t r a to r s  might  no t  be ab le  t o  w i ths tand pressure from physic ians 



t o  con t inue  i n e f f i c i e n t  p r a c t i c e s .  Moreover, f a s t  growing h o s p i t a l s  

would be most  a f f e c t e d  by t h e  A d m i n i s t r a t i o n ' s  proposal ,  whether o r  n o t  

t h e y  were e f f i c i e n t .  Because e f f i c i e n t  h o s p i t a l s  may have a1 ready 

sought  t h e  obvious economies, they c o u l d  f i n d  i t  more d i f f i c u l t  to 

reduce t h e i r  growth r a t e s  than  i n e f f i c i e n t  h o s p i t a l s  w i t h  a l o t  o f  s lack  

i n  t h e i r  opera t ions .  

Adverse S e l e c t i o n  o f  P a t i e n t s  

The A d m i n i s t r a t i o n ' s  p r o p o s a l  c o u l d  i n d u c e  some h o s p i t a l s  t o  

a d m i t  more  p a t i e n t s  t h a t  a r e  i n e x p e n s i v e  t o  t r e a t ,  such  a s  s i m p l e  

su rgery  cases and cand ida tes  f o r  d i a g n o s t i c  t e s t i n g ,  and t o  d i r e c t  

expensive cases elsewhere. Some expensive cases m i g h t  be r e f e r r e d  t o  

t e a c h i n g  h o s p i t a l s ,  and o t h e r s  m i g h t  end up  i n  coun ty  and m u n i c i p a l  

h o s p i t a l s  t h a t  have no cho ice  i n  t h e  p a t i e n t s  they  accept. Wh i le  t h e r e  

would be some p r o t e c t i o n  i n  t h e  A d m i n i s t r a t i o n ' s  proposal  a g a i n s t  a 

h o s p i t a l  ' s "dumping" c h a r i t y  p a t i e n t s  and p a t i e n t s  whose insurance  pays 

l e s s  r e l a t i v e  t o  o t h e r  t y p e s  o f  payers, t h e r e  i s  no p r o v i s i o n  t o  p r e v e n t  

adverse s e l e c t i o n  by t y p e  o f  d iagnos is .  51 N e i t h e r  would t h e  p roposa l  

recogn ize  t h i s  tendency by a l l o w i n g  h i g h e r  growth r a t e s  f o r  t h e  hos-' 

p i t a l s  t h a t  must  t r e a t  a d d i t i o n a l  expensive cases. 

51 Approximate ly  200 H e a l t h  Systems Agencies e s t a b l i s h e d  na t ionw ide  b y  - 
t h e  H e a l t h  P l a n n i n g  and Resources Development A c t  o f  1974 would be 
r e s p o n s i b l e  f o r  e n f o r c i n g  t h e  maintenance o f  t h e  c h a r i t y  p a t i e n t  
p r o v i s i o n  when compla in ts  were r e c e i v e d  f rom h o s p i t a l s ,  presumably 
m o s t l y  coun ty  and mun ic ipa l ,  which would have t o  t r e a t  those re-  
f u s e d  by t h e  others.  However, t h e  h o s p i t a l s  t h a t  m i g h t  be expected 
t o  comp la in  a r e  those  t h a t  pay l e s s  a t t e n t i o n  t o  the  insurance  
s t a t u s  o f  t h e i r  p a t i e n t s .  Moreover, H e a l t h  Systems Agencies have 
l i t t l e  exper ience  i n  such enforcement. 



The volume adjustment provided i n  the  Admin is t ra t ion 's  proposal 

cou ld  a lso  a f f e c t  p a t i e n t  mix under c e r t a i n  circumstances. While most 

hosp i t a l s  would tend t o  decrease the number o f  admi ssions o r  main ta in  

t h e i r  cu r ren t  volume, some o f  those already a t  102 percent o f  t h e i r  base 

yea r ' s  volume might at tempt t o  increase admissions fu r the r .  Th is  would 

occur i f  they cou ld  f i n d  cases t h a t  cos t  l ess  t o  t r e a t  than the amount 

by which t h e i r  revenue l i m i t s  would increase -- 50 percent o f  the  base 

pe r i od ' s  average revenue per  admission. To the ex tent  t h a t  volume was 

increased by pa t i en t s  who would no t  have otherwise been hosp i ta l i zed,  

the Admin is t ra t ion 's  proposal would encourage behavior t h a t  increases 

expend1 tures  . 
Limi ted Nature o f  Exceptions Process 

Under the Admin i s t ra t i on ' s  proposal, the  exceptions process would 

be l i m i t e d  t o  those hosp i t a l s  w i t h  substant ia l  changes i n  admissions o r  

services t h a t  can a l so  demonstrate f i n a n c i a l  d is t ress .  The process 

would c l e a r l y  s i m p l i f y  federal  admin is t ra t ive  procedures, bu t  i t  would 

be d i f f i c u l t  t o  deal w i t h  problems s p e c i f i c  t o  a p a r t i c u l a r  hosp i ta l  o r  

w i t h  unant ic ipa ted p r i c e  increases t h a t  are no t  systemwide. The s t r i n -  

gency o f  the except ions proc'ess might a1 so lead t o  undesirable behavior 

on the p a r t  o f  hosp i ta ls .  For example, a hosp i ta l  might choose t o  c u t  

back on services needed by the community, such as an emergency room o r  

an ou tpa t i en t  c l i n i c ,  r a t h e r  than using up most o f  i t s  reserves, which 

i t  would have t o  do before apply ing f o r  an exception. 



I n  add i t i on  t o  the  f a c t  t h a t  on ly  a  l i m i t e d  number o f  hosp i t a l s  

could apply f o r  an exception, the  remedies ava i l ab le  under the  Adminis- 

t r a t i o n ' s  proposal are no t  l i k e l y  t o  be a t t r a c t i v e  t o  hosp i ta ls .  The 

remedy f o r  an increase i n  admissions greater  than 15 percent, w i thout  an 

increase i n  capaci ty,  would be t o  a l low the hosp i ta l  t o  receive 50 per- 

cen t  o f  average revenue per admission. When a  hosp i ta l  i s  operat ing 

c lose t o  capaci ty,  t h i s  i s  probably subs tan t i a l l y  l ess  than i t  costs t o  

care f o r  an add i t i ona l  pa t ien t .  The remedy f o r  a  change i n  capaci ty o r  

a  change i n  the character o f  services would be t o  increase the hos- 

p i t a l ' s  revenue l i m i t  j u s t  enough t o  b r i n g  i t s  cu r ren t  r a t i o  o f  assets 

t o  l i a b i l i t i e s  up t o  the l eve l  where i t  would be d i s q u a l i f i e d  from 

app ly ing  f o r  an exception. Such remedies may provide r e l i e f  t h a t  i s  

l e s s  than the added costs incur red by the  hosp i ta l .  

Abruptness o f  Revenue L i m i t  

The Admin is t ra t ion 's  proposal might impose a  p a r t i c u l a r  hardship 

on hosp i t a l s  t h a t  have already committed themselves t o  growth i n  ca- 

pac i t y  o r  i n t e n s i t y  o f  services. The lead time f o r  such comi tments  

i s  o f t e n  as g r e a t  as t h r e e  years .  W i th  o n l y  n i n e  months'  n o t i c e  

o f  a  growth c e i l i n g ,  hosp i t a l s  may not  be able t o  e x t r i c a t e  themselves 

from commitments they would have avoided w i t h  more not ice.  

Adverse E f f e c t  o f  Optional Wage Pass Through 

The wage pass th rough  o p t i o n  o f f e r e d  i n  t h e  Admini  s t r a t i o n ' s  

proposal could undermine hosp i t a l s  ' res is tance t o  1  arge wage increases 



f o r  nonsupervisory personnel i n  two ways. F i r s t ,  the existence o f  

the  growth c e i l i n g  cou ld  lead unions and workers t o  expect wage i n -  

c reases equal  t o  t h e  l i m i t .  T h i s  would be g r e a t e r  t h a n  most p a s t  

ra ises  f o r  such workers, which averaged 7.2 percent annually between 

1969 and 1976. 

Second, h o s p i t a l s  and un ions  c o u l d  c o l l a b o r a t e  t o  escape t h e  

growth c e i l i n g  by arranging t o  have la rge wage increases every second 

o r  t h i r d  yea r .  I n  t h e  y e a r  i n  wh ich  t h e  wage i n c r e a s e  was g i ven ,  

the hosp i t a l  cou ld  request a  pass through, making it i n d i f f e r e n t  t o  

an increase t h a t  might be as great  as 15 o r  20 percent. I n  the  o ther  

year  o r  two when no wage increase was given, t he  hosp i t a l  could se lec t  

the  standard method f o r  c a l c u l a t i n g  i t s  growth l i m i t  and could use 

i t s  e n t i  r e  revenue increase f o r  nonl abor purposes. 

Inadequate Measure o f  P r i c e  I n f l a t i o n  

Under the Admin is t ra t ion 's  proposal, hosp i ta l  s  may no t  be we1 1  

pro tec ted from increases i n  the cos t  o f  the goods and serv ices  they need 

t o  maintain t h e i r  e x i s t i n g  l e v e l  o f  care because these increases are  no t  

we l l  measured by the  GNP def la tor .  Moreover, t he  use o f  pas t  ra tes  o f  

i n f l a t i o n  i n  the  Admin is t ra t ion 's  formula does no t  r e f l e c t  cu r ren t  p r i c e  

increases. An adjustment cou ld  be made only i f  the  most recent  annual 

r a t e  o f  increase repor ted f o r  the GNP d e f l a t o r  i s  more than 1  percentage 

p o i n t  g reater  than the r a t e  used i n  the  formula. 








































































