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PROCEEDI NGS

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

MR. PETTING LL: Good norning. Thank you

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

That's all | have.

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

provi der groups within the Medicare program

W're starting with two pieces this norning,

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

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

Comments fromthe comm ssioners or questions for
Jul i an?

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

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

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

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

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

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

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

This is not to be included in the March report but really



10

11

12

13

14

15

16

17

18

19

20

21

22

11

came out of our discussions at our |ast neeting.

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

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

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

Comment s, questions?

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

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

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

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

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

ot hers.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

this that sone of these exceptions that we have nmade to what



10

11

12

13

14

15

16

17

18

19

20

21

22

16

an efficient provider's costs m ght be, also be considered
part of the policy objectives for Medicare.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

t hought that was a little naive.

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

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

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

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

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

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

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

22

t hi nk we' ve done

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

at | ME

So that would kind of be ny thoughts about how to

approach this going forward.

DR. RONE: Two poi

nts. One is | think this

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

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

first chapter that describes how Medi care pays and what the

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

fairly objective fashion w thout making statenents about

what we think about which is the right variable, total

margi n, inpatient, et cetera.

MR. HACKBARTH: This material that Julian

presented this norning wll

chapter. | just want to underline that for people.

not be included in the first

separate fromthe first chapter

DR. ROAE: Right.

This is

| think it's very relevant to

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

probably have again. And he shows these slides of al

things to take into account,

cetera.

access,

access to capital,

t he

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

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

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

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

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

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

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

So that would be ny thought.

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

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

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

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

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

The second is if small narkets hospitals have a

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

These paynents total sonewhere between $4 billion

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

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

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

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

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

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

DR. ROWNE: For historical interest only.

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

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

t eachi ng hospitals overall.

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

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

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

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

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

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

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

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

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

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

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

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

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

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

Al'l our discussion, when we get back to it, on the
updat es and the nodeling we have done have all taken that
into account in all of the nunbers that you' ve seen and you
saw at the last neeting. W've taken that into account,
that the I ME adjustnent is dropping to 5.5 percent, and al
the margin calculations that you'll be seeing later on. So
that's just a remnder to that. W're talking about paynent

adequacy.

DR. RONE: You said the subsidy piece goes down 30
percent? That's because the subsidy piece is half of the
6.5, is basically what you're saying?

MR LISK: Correct.

DR RONE: But it's going to 5.5. So the total
paynent is going down 15 percent?

MR. LISK: Correct, absolutely.

The next overhead, in terns of other factors to
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consider here in determ ning what to do, several factors
need to be considered. First is the provision of
unconpensated care. Unconpensated care accounts for about
10 percent of major teaching hospitals' total costs,
conpared to 5 percent for other hospitals, on average.

I nterestingly, though, the real difference here though is
bet ween public and private. Public major teaching
hospitals, their share of unconpensated care is around 30
percent. The private mgjor teaching, on average, are very
simlar to the rest of the hospitals, closer to 5 percent.
It may be little bit higher but it's very simlar.

Again, there's a wide distribution here on
provi si on of unconpensated care but on average the private
maj or teaching are simlar to the other hospitals. So it's
the public nmajor teachings that, on average, have the higher
bur den.

Teachi ng hospitals, though, in relation to this
al so receive about two-thirds of Medicare's DSH paynents.
It's about one-third/one-third for major teaching and ot her
t eachi ng.

|"msorry | didn't nention this, major teaching we

define as hospitals with a resident-to-bed ratio of over
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.25. That accounts for about a quarter or 20 percent of al
teaching hospitals. But on DSH paynents they each account
for about a third.

I nterestingly though, the private payer paynent-
to-cost ratio for major teaching hospitals -- this is from
the AHA data -- is |lower for major teaching hospitals
conpared to other hospitals, 1.07 conpared to 1.16 for other
teaching and 1.24 for non-teaching. So potentially there
may be sone of the subsidy is going to help support |ower
paynents from private payers is one thing we have to
consider. W don't know, in terns of what actually happens
and how hospitals behave, but it's interesting to note that.

Now i f we | ook at our overall Medicare margin for
maj or teaching hospitals, that's about 11 percent margin, |
believe. So if you' re |ooking at Medi care nay be nore
generous than the private payers here overall for the whole
facility.

Anot her point that | want to make though is that
| ME paynments are not directly tied to any specific mssion
that the hospital has except the |level of teaching intensity
that the hospital has. There's no direct use of what these

paynents are to be used for in the paynent system That's
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sonet hing that Julian had brought up in his discussion, in
terns of one of the factors to consider here, as well. So
there's no direct systemon how to say to use this.

MR. HACKBARTH: Craig, before you |leave this,
you' ve pointed out that the ampbunt of unconpensated care in
maj or teaching hospitals is twice as high as the other. |Is
it possible to do a correlation, hospital -by-hospital, of
the rel ati onship between | ME paynents and unconpensat ed
care? Because even if in the aggregate the recipients of
the | ME have, on average, higher unconpensated care, the
rel ati onship mght |ook very different if you go hospital-
by- hospi tal .

MR LISK: Unfortunately, the data we use directly
for us to do it on the unconpensated care is the AHA data
that we don't have direct access to, that the AHA has access
to. So it's sonething that we'd have to figure out for them
to conduct for us because we don't directly have that data.

So all this leads us to the follow ng issues we
woul d Iike you to consider. The first, should Medicare
continue maki ng extra paynents to providers unrelated to the
costs of caring for Medicare patients? That was one of the

mai n i ssues that Julian was tal king about in his
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present ati on.

Rel ated to that then, in the I ME adjustment, is
shoul d the I ME adjustnent be reduced to the enpirical cost
relationship? And if so, how quickly and what shoul d be
done with the savings if you wanted to?

So the options for the commi ssion, in terms of
this discussion is really to remain silent on this regarding
this year's March report but study this issue nore
conprehensi vel y next year in what you want to do. Now
historically, on the level of the |IMe adjustnent, ProPAC
had, for instance, |ooked at this on a yearly basis, had
recommended that the adjustnent be reduced closer to the
enpirical |level but gradually and nonitor financial
performance over tinme. | just wanted to provide that as a
brief recap, but that was sonething that was done annually.

You coul d, though, if you wanted to, in this
year's report, recomrend reduci ng a subsidy portion of the
| ME paynent for sonme specified period. And if you do,
you'll need to decide whether to return the subsidy to the
base rates or take the | ME subsidy as program savi ngs.

Wth that, |I'd be happy to answer any questions

and | ook forward to hearing your discussion.
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DR. NEWHOUSE: Ever since | got to ProPAC | agreed

with their position in principle: if Congress wants to spend
the noney this way, fine. But it's hard to justify.

| thought, however, there is an analysis that we
could do that's not here that would shed sone |ight on what
| think is probably a relevant question. | don't think it,
in fact, would be that difficult for us to do it.

The issue you alluded to, Craig, is to what degree
do I ME paynents conpensate for changes in how private payers
behave. You have an interesting cut of nunbers in the paper
we got that you didn't put you. You have hospitals divided
into four groups: those that get | ME and DSH, those that
get I ME only; those that get DSH only; and those that get
nei t her.

The total margins are actually highest in the
hospitals that only get IME and they're |owest in the
hospitals that get both I ME and DSH, which | suspect is kind
of mnor teaching versus major teaching.

But if you took those sane four groups and you
| ooked at how total margins changed over tinme as | M
changed, that might tell us sonmething about whether as |IME

went up or down these hospitals were nmaking adjustnents in
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what they were charging private payers. 1In other words,
their ability to maintain thenselves as | ME went dowmn. O
DSH for that matter, | don't really want to separate the two
for this purpose.

That m ght informour discussion. | haven't seen
that kind of analysis before, but it's anal ogous to what
we' ve done with the paynment-to-cost ration in general which
suggests that rates that are obtained fromprivate side do
change as Medi care benefits change.

DR RONE: Can | comment on that point? | know we
had seen the analysis, Joe. | think Julian may have shown
us a kind of reciprocity or mrror inmage anal ysis about
Medi care paynents and private payer paynents in the past.
But then | thought nore recently, perhaps at the | ast
nmeeti ng, we had seen sone data that indicated that those
t hi ngs had not been so closely linked of late. And that in
the last year or two that hadn't been the case. Is that
right?

DR. NEWHOUSE: That's right.

DR. RONE: So given that, that calls that into
guestion. | think if you're going to do that analysis, |

woul d be careful to pay attention to rural because | think
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t hat what happens is rural teaching hospitals -- like the
University of lowa, a very |arge teaching hospital in a
rural area -- are indispensable in the networks of private
payers and have very hi gh paynment-to-cost ratios independent
of whether they're getting IME, et cetera. The rural effect
woul d screw up that anal ysis unless you were paying
attention to it, | think.

And | do think that since that relationship seens
not to be holding nost recently, we mght soften the
supposition that you're saying that there is this |inkage.

DR. STONERS: | think this goes back to our
earlier discussion, too, but nmy concern | ays sonewhere with
the other teaching. And looking at total margins in 1999,
woul d assume based on the 6.5 percent, that was being
received at that tinme. You know, we have a 2.4 for mmjor
teachi ng, other teaching of 4 and non-teaching of 4. It
just makes nme wonder why it nakes sense at that point, when
we' ve cone to that kind of a bal ance for teaching and non-
teachi ng, that we would not be making a recomendation to
hold it to 6.5 percent rather than allow to go on down to
the 5.5, taking into everything into consideration if we're

going to |l ook at total margins.
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Now I know that gets back to | ooking at Medicare
mar gi ns versus total again, but |et alone be tal king about
taki ng nore and nore of the subsidy, why when we're at that
| evel of bal ance between 80 percent of the hospitals, which
is the other teaching -- and as Jack said, very instrunental
in the broader area across the country to nmaintain a supply
of health care providers.

So as we look at this, |'mjust wondering why
we're tal king on down | ower and | ower.

MR. HACKBARTH. It sounds to nme like you're
applying a little bit different test than Bob was tal king
about when you |l ook at total margins. What | heard Bob
suggest was that total margins are rel evant when you're
| ooking at the issue of preserving access to care for
Medi care beneficiaries. What | hear you suggesting is well,
we ought to be | ooking for equality or rough equality in
total margins. Those are very different tests.

DR, STONERS: | realize that. But | think if we
are | ooking at access and these other teaching hospitals are
i nstrunmental throughout a broad area. So if we do | ook at
purely fromaccess, |'mjust wondering why we woul d not

still apply sonething to margins there, as to where we are.
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It would seemthat we had cone to sonme kind of a bal ance at
6.5 and yet the majority of the discussion is still on
cutting the subsidy nore and nore. So it would seemto ne
we were about right at the 6.5.

DR. REI SCHAUER. Craig, these total margins are
al | - payer margins?

MR LISK: Yes.

DR. REI SCHAUER. And t hey excl ude resources that
hospitals m ght have from annual gifts, endowrent earnings,
par ki ng?

MR. LISK: No, they would include those factors,
t 0o.

DR RElI SCHAUER: They're included in here? Ckay.

MR. LISK: The other thing to consider on the
total margin though is that historically, and it's al ways
been true, that major teachings total margins have al ways
been |l ower. Unfortunately, | can't renenber, this
difference that we currently have nmay be about what has been
in normor it may, in fact, even be closer. You can't quote
me on that because | don't have those nunbers with ne now

But | know that the total margin increased from

1998, fromwhen it actually did go down in the first year



10

11

12

13

14

15

16

17

18

19

20

21

22

47
after the BBA.

DR. REI SCHAUER: | have a presentation suggestion,
and that has to do with the distribution charts that we get
and, in a way, the tables, also. W have the first one,
which is distribution of Medicare inpatient margins. |t
shows maj or teaching hospitals on the whol e have nuch hi gher
mar gi ns than others. And then you note well, they get sone
ot her kinds of paynents, and di sproportionate anounts of
t hese other kinds of paynments. And then you renove both DSH
and above-cost | ME.

| can see a good case for including another
di stribution table which just renoves DSH DSH is for
sonething else. And then we want to ask ourselves well, for
the paynents that are really associated with Medicare, are
we giving themin a sense too nuch and their margins are
hi gher? And how nmuch of this gap here, in these
di stributions, is due to | ME above cost and how nuch to DSH?

If it's only a small anmobunt, 1'd say let's not
lose a lot of sleep over it. | suspect it's not. |
suspect, especially having heard those nunbers for Ral ph's
hospital -- former hospital -- there nmust be sone

inefficiencies in having eight residents around each bed.
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DR. LOOP: | think that we should study this

further rather than making any recomendati ons now. The

bi ggest problemis this is 1999 data, and teaching hospitals
are probably not doing well in 2002. 1In fact there's a AAMC
paper that suggests that half of the teaching hospitals wll
have negative margins this year. So | think we need an
update on the plight of teaching hospitals before we nake
any concl usi ons.

There's one point that you nmade on page four in
the | ast paragraph before issues. | was curious what
docunent ati on you have that teaching hospitals could
negoti ate | ower paynment rates with private payers because of
the subsidy. |'ve not heard that before and I knowit's
been di scussed here. But do you have any docunmentation that
t hat occurs?

MR LISK: No, but it nmay al so be evidence that
they' re paying the sane rates as everybody el se and not
paying a prem um either

DR. NEWHOUSE: That's what | was trying to get at
by asking for the analysis.

DR, LOOP: | know you were. W always try to get

hi gher paynment rates with private payers and not negoti ate
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| oner paynent rates. | just wondered..

MR LISK: In terns of negotiation, it nmay provide
sonme flexibility for the hospitals, given if they' re | ooking
at what their total bottomline is to negotiate what
otherwise would be a lower rate. |If they didn't get those
rates, the hospital nay end up being tougher inits
negotiation with the private payers.

But there's no evidence of that. That's just
t heoretically what you woul d suppose woul d happen.

M5. BURKE: Craig, first of all, let ne
congratul ate on sunmarizing what is a conplicated history
for our support of IME. But let nme, if | can, underscore
Bob's point to start with. | think in this analysis going
forward, and whether we decide to do sonething this year or
study it over a longer period of tinme, which I think makes
sense, | think you have to separate out DSH fromIME in the
conversation

They are two very different structures and two
very different strategies. The decision to do one was very
different fromthe decision to do the other. As is
evidenced in the early part of your paper where you talk

clearly about the fact that we, at the tine of PPS, really
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weren't sure what it is we were doing as we sat around
trying to draft that. And in fact, were trying to address
what we believed to be an issue, the DSH scenario was a very
di fferent one.

So | think, first of all, let's separate these out
in terms of conversation and tal k specifically about what
our intentions were with respect to I ME.

| also think we can't underestimate, even as we
try to do an analysis, of ultimately -- | nmean, we can be
hel pful in providing informati on on what the nunbers
actually tell us. But at the heart of this is really the
politics, of the support of a mission, that is the support
of a particular mssion that takes place in teaching
hospitals in varying degrees and what Medicare's rol e ought
to be in that broader m ssion.

| don't think anybody's confused about the fact
that this is not always specific to Medicare patients. But
we were very clear about our intention to essentially
subsidize an activity that we believe hel ped the system
broadly.

So | think we ought to be careful about assum ng

that's a pejorative because | don't think it was at the tine
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that we did it. And I think we ought to be careful about
maki ng statenents like well, this lets them negotiate | ower
rates. | don't think the facts necessarily bear that out
and | think we ought to be careful about how we state that,
in ternms of a basis upon which we'll make a decision on a
rate.

So | think A separate it fromDSH B, let's
t hi nk about where we want to go with this. And C, let's
recogni ze that a lot of this is the politics of the m ssion
that was debated at the tine and then nobody is confused
about the fact this is all about Medicare. I1t's whether we
use Medi care dollars for other purposes, which is exactly
the point that Julian tries to raise as we have to get into
that. But it's not just going to be a function of how
nunbers nove around in terns of what those margins | ook
like.

MR LISK: On the DSH part, as we had tal ked about
that back at the office, and unfortunately what we took was
of f-the-shelf stuff that we had done as part of our other
analysis for doing this. Because we were very coONsci ous
about that issue.

MR. MIULLER I'll be very brief. 1'Il add to the
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DSH pil e-on though. oviously, since we add DSH revenues
and not DSH costs, the margin is always going to | ook nuch
hi gher in any table where there's a lot of DSH. | would
just reiterate that point.

Secondly, remind me how we do the cal cul ati on of
what the enmpirical |evel of costs are? You relate it to the
|RB ratios? Just a brief description for ne.

MR LISK: Basically it's a regression analysis
where the teaching conponent -- we account for other factors
that are in the paynent systemthat are cost-rel ated
factors, wage index, case-m x, and outlier paynents, and
those factors, and hospital |ocation. And teaching
adj ust ment pi cks up everything that's unexpl ai ned,
basi cal |l y.

MR MILLER Now is not the time for it but we
know that the IRBratio is the way in which the funds are
di stributed and people, for a long tine, have been trying to
figure out a better way of distributing it because | think
everybody realizes it's a difficult way of distributing.

Whet her using IRB ratio is the best way, therefore trying to
figure out what the costs are, | think is a point we should

consider nore fully.
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"Il do that one offline but I do think it's not
t he best neasure.

MR. LISK: That's always been an issue.

MR. MULLER  People can't easily cone away with a
better one, but there's a | ot of inaccuracy, both on the
paynent side and therefore | would assume on the cost side,
inusing it. | don't have a better one at the noment, but
|"mjust saying we can't extrapolate too nuch therefore from
using it as a kind of all else is attributed to that kind of
vari abl e.

DR REI SCHAUER Craig, just to correct sonething
that was wong, the cost associated with unconpensated care,
in other words the DSH costs, are included in the total
mar gi ns.

MR SMTH  Sheila made ny point. Let ne try to
take this back to the earlier conversation. Having a
di scussi on about the appropriateness of the | ME subsidy
using margin data runs in the wong -- runs away from what |
t hought you tal ked about sensibly 45 m nutes ago. Sheila's
point is we need to connect this conversation to the
m ssion. W have no information about the appropriateness

of the paynent to the mssion. It would be an enornous
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m stake working with sinply margin data -- and one year's
margi n data as Floyd points out, a year which probably isn't
very representative. To nmake a recommendation to cut these
paynents further seenms to nme enornously inappropriate at
this point.

W ought to followthe let's put it off and study
it, but we need to study it in the broader context. W
won't be better off six nonths fromnow if we're stil
| ooki ng at annual margin and total margin and Medicare
margin data in order to try to figure out whether this
paynent's appropriate. That's not why it's there.

DR. REI SCHAUER: David, you aren't suggesting that
we say that the cut that's supposed to go into effect in
2003 not go into effect, are you?

MR SMTH | didn't, but | mght.

DR. REI SCHAUER | think Floyd was.

MR SMTH. Ray made that point already and |I'm
not unsynpathetic to that. But that wasn't ny point, Bob.
My point was we should not at this point recomend any
additional cut or any pattern of going forward to try to
reduce it to the enpirical |evel

MR. DEBUSK: David covered ny point, but as a
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matter of curiosity, what is the dollar spin on indirect
medi cal education paynents above the cost of teaching? Wat
is that val ue?

MR, LISK: Next year we estimated it's between
$1.5 billion and $2 billion, is what we'd say for next year.

MR DEBUSK: One other comment. How can we even
begin to try to nake decisions on sone of this stuff when
this data is ancient? It's so old it's, in many cases,
usel ess.

DR. REI SCHAUER: But that goes for al npst
everyt hing we do.

MR. DEBUSK: Good point, Bob.

DR. ROAE: Can | ask, Bob, why you're so surprised
at the concept of suggesting that the additional BBA
dictated cut not occur? | nean, you really seem surprised
by that.

DR. REISCHAUER: It is the law of the | and, and
Congress has assessed this issue two years in a row and
pushed it off. And whatever evidence that we have right now
suggests that even after this cut goes into effect there
will still be substantial overpaynent for IMEE So |I'msort

of saying okay, what's on the other side of this? And |
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think on the other side of this is we have old data and
t hings are changing rapidly. That doesn't seemto stop us
anywhere el se.

MR SMTH  But, Bob, part of the dilemma here --

DR REI SCHAUER: But if we did do what Jack
suggests, we're naking a reconmendation to Congress.

MR SMTH But in this case, the wll of the
Conmi ssion sounds to ne not to make a reconmendation to
Congress. But the nore inportant point is if what we were
buyi ng was | ME, your point would nake sense. But clearly,
we' re buying sonething else. And we don't know nuch. W
don't know enough to say we don't want to pay what we're
payi ng because we don't know enough about what we're getting
and the appropriateness of this |evel of subsidy.

To argue that we ought to cut it because it isn't
necessary to pay for IME ignores Sheila's very inportant
poi nt about how we got to where we are. W're not here
because we're precisely price or cost the cost of nedica
education. That's not what we're doing.

DR. REI SCHAUER  Sheila will tell you that we got
where we were because we scared to death that PPS was goi ng

to savage these hospitals. And it turned out that it
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didn"t. And in fact, sonme of themlaughed all the way to
t he bank.

MR. HACKBARTH. W need to bring this to a
conclusion. Cearly there's no consensus on this issue
right now, so this is one we'll have to cone back to |ater
on. W have a lot of issues where we don't have that option
of com ng back | ater on and we've got to nove on to those
ri ght now.

So thanks, Craig, for getting everybody awake and
stinmulated. Now we go into a series of presentations and
di scussions related to updates for fiscal year 2003. W're
going to have a brief introduction, as | understand it, from
Jack and Nancy on assessing paynent adequacy and then a
background piece on input prices fromTimand then we'll go
i nto physician services. Nancy?

M5. RAY: Thank you. Jack and | are here to
briefly review our approach for updating paynents in
traditi onal Medi care.

As we see in the diagram we use a two-part
approach for updating paynents and traditional Medicare.

The first step assesses whether paynments are too high or too

| ow. In each service area we tried to | ook at evi dence
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about the appropriateness of current costs and the

rel ati onship of paynments with appropriate costs. |If

evi dence does suggest that paynents are either too high or
too low, then the update recommendati on woul d include an
adjustnment to the base paynent rate.

The second step of our approach is to try to
measure how much efficient provider's costs will change in
t he next paynent year. Qur approach accounts for expected
cost changes primarily through the forecast of input price
inflation, an estinmate of how nmuch efficient provider's
costs are expected to change in the com ng year, holding
constant the quality and m x of inputs providers use to
furnish care and the types of patients they treat.

Then the final update, as depicted in this figure,
conbi nes the two percentage changes.

Today you wi Il be maki ng paynent reconmendati ons
for six fee-for-service service sectors. W wll be
applying this two-step framework in each of these service
sectors. W wll be asking you to come to concl usi ons about
paynent adequacy for each of these sectors and about
expected changes in efficient provider's costs in the com ng

year.
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Jack and I would be happy to address any questions
you may have about your nmailing materials or ny very brief
overview. Timwll imrediately follow our presentation with
a nore in-depth analysis of nmeasuring changes and i nput
prices for fee-for-service providers. Follow ng that, Kevin
will present the physician paynent update. And then,

i mredi ately after lunch, you will consider updating hospital
paynent rates and you will be considering both inpatient and
out pati ent together.

Then to conclude your day you will be presented
wi th paynment update di scussions about dialysis, honme health,
and SNF. That's all | have.

MR. HACKBARTH. Ckay. Tin®

MR. GREENE: Good norning. | wll be discussing
the section of chapter two dealing with input price nmeasures
used to update paynent rates. | wll conclude with a draft
recommendati on on treatnment of wages and input price
nmeasures. This is both to review the section in the March
report and al so as background for the further discussions of
updat es as we proceed.

The section in the draft recommendation are at tab

D of your briefing materials.
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Al the paynent systens operated by Medicare use
i nput price indexes to determne price change. OCM and the
Congress use these neasures to update paynent rates and you
use the nmeasures and market baskets in your deci sionmaking
on paynment update recommendati ons.

This returns to some of our discussion froml ast
month. Most input price indexes are cal cul ated by
constructing a wei ghted sum of individual price measures.
First, input categories or conponents are identified to
reflect the range of products that a provider purchases to
produce patient care. For each input category a price proxy
is chosen to neasure price changes and is weighted by its
relative inportance in provider purchases.

For exanple, the input price index used in the
i npatient PPS uses 10 proxies for wages and sal aries, 10 for
enpl oyee benefits, and 20 for all other non-Iabor rel ated
costs other than capital. The other price indexes are
conpar abl e or involve sonmewhat snaller nunbers of cases.

Briefly, the input price measures used by CM5 in
the price indexes generally use producer price indexes from
Bureau of Labor Statistics and vari ous wage and benefit

measures also from BLS to neasure input prices and | abor



10

11

12

13

14

15

16

17

18

19

20

21

22

61

costs respectively.

CMS uses a different input price nmeasure for each
Medi care fee-for-service program The inpatient prospective
paynment system uses the PPS hospital input price index for
operating costs and a capital input price index for capital
costs. These are referred to respectively as the PPS
hospital operating market basket and capital mnarket basket
respectively. The operating narket basket is used both for
i npatient services and also to update the outpatient
prospective paynent rates.

The paynent system for hospitals paid under TEFRA
rul es, which are exenpt frominpatient PPS, use a market
basket referred to as the exenpt hospital nmarket basket.

The paynment system for SNFs uses a SNF nmar ket basket simlar
to the hospital market baskets. Simlarly, the hone health
agency PPS uses a home health specific market basket.

CMS does not currently maintain a nmarket basket to
measure prices or update paynents for outpatient dialysis
services. However, BIPA required that the Secretary devel op
such an index and we understand it's currently under
devel opnent and will be reported by this com ng July.

Finally, the sustainable growh rate system for
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updati ng physician paynents under the Medicare fee schedul e
uses a neasure called the Medicare economc index. |'ll be
di scussing that as we go along but Kevin will be com ng back
and discussing it in greater detail during his presentation.

As we discussed last nonth, najor policy issue in
t he design of market baskets is the treatnent of wages.
Labor costs conbi ni ng wages and enpl oyee benefits account
for over half of total expenses in the nmarket baskets we
| ook at. That ranges from about 61 percent for PPS
hospitals to al nost 78 percent for home health agenci es.

As you know, wage levels and trends for health
care workers often differ substantially fromtrends in the
overall econony. For exanple, staff shortages now affect a
nunber of health care occupations, pharnmacists, registered
nurses and so on. These may | ead to wage changes in com ng
years that may differ substantially fromtrends in the
overal | econony.

Proxies for |abor costs used in market baskets can
be chosen on a nunber of grounds. First, they nay be based
on wages and benefits paid to enpl oyees in the general
econony or to enployees in the health sector overall or for

i ndi vi dual settings, |like acute care hospitals or skilled
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nursing facilities.

In addition, in designing market basket, one needs
to specify what occupations one is |ooking at, professional
enpl oyees or all enployees or whatever. Here we m ght be
| ooki ng at occupational categories that apply to the general
econony or that nay be specific to the health sector overal
or to individual settings, again hospitals or whatever.

In practice, though we may want to have
occupational categories specific to health care and types of
occupations, we generally have to nake tradeoffs between
occupational specificity and industry specificity, that is
health care or health sector health individual settings.
Cenerally, BLS does not provide wage and benefit indices
specific to narrow categories such as hospital nurses or
nur si ng honme professionals and so on.

Finally, in the 1980s, policymkers were concerned
that inclusion of health industry wage neasures in the PPS
hospital market basket would allow hospitals to increase
wages nore rapidly than necessary, thereby increasing the
mar ket basket in future Medicare paynents. Consequently,
CVB nmade extensive use of wage and benefit proxies fromthe

general econony in constructing its market basket. It did
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so basically as a cost contai nment nmeasure to prevent this
f eedback effect of industry behavior effectively determ ning
future paynment rates.

In the 1990s now, pressure from HMOs, ot her
private insurers, and from public prospective paynent
systens has increased substantially. W think now that the
concern with unwarranted wage increases as a way to gane the
systemis msplaced now and is not a source of concern.

It's no longer a reason to avoid using health or industry or
sector specific wage proxies as was feared 10 years ago.

I ncreases in health sector wages have not tracked
t hose of the general econony closely since 1990. Here |
conpare the enploynent cost index of BLS wage and sal ary
measure used in many of the market baskets for using their
enpl oynent cost index for all health care workers on one
hand and all workers in the general econony on the other.

As you can see, fromfiscal year 19990 through
fiscal year 1993, the enpl oynent cost index for wages of
health care workers increased nore rapidly than the index
for enployees in the overall econony. This reversed and was
foll owed by six years during which health care worker wage

increases were significantly |l ess than those in the general
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econony. The differences were substantial with average
annual wage growh for health workers 1 percent faster from
1990 through 1993 and then 0.8 percent |ower from 1994

t hrough 1999, when the trends reversed again and heal th wage
growt h has exceeded that for the econony as a whol e.

The differentials led to a curul ative divergence
bet ween heal th wages and general econony wages that anounted
to 5.2 percent over the six year period. Now over the
entire 1990 to 2001 period, the divergence in this period is
of fset by novenents the other way in other periods, but six
years is a long tinme to see a differential devel op and grow.

As | indicated earlier, health | abor costs can
and, as we've seen here, have diverged greatly fromthose in
t he general econony. The prospect of staff shortages of the
sort | nentioned raises the possibility of future wage
i ncreases which may continue the pattern we're seei ng now of
health care wage increases exceeding those in the general
econony for a period.

These health sector wage increases would differ
fromthose in the general econony, would not be reflected by
use of wage and benefit proxi es based on general econony

trends. On the other hand, use of health sector specific



10

11

12

13

14

15

16

17

18

19

20

21

22

66

proxies in the market baskets would automatically reflect
the effects of staff shortages if they occur in the market
basket forecasts and eventually in the updates nmade for
Medi care paynents

| will nowturn to the draft recomrendati on on the
treat ment of wages and CVB nmar ket baskets. This addresses
directly and specifically the use of general econony versus
heal th specific wage and benefit neasures in the nmarket
baskets. W suggest the Secretary use nore appropriate wage
and benefit proxies in all input prices indexes used for
updati ng paynents, the ones we're di scussing now.

In particular, we suggest that in determ ning
i ndex weights, relative inportance to attach to various
proxies in calculating the market baskets, neasures specific
to health sector and health sector occupation should be
enphasi zed, should be given greater weight. As you can see,
in table 2.1 of your briefing materials, CMS nakes
substantial use of index specific to individual settings in
the health sector as a whole, and in the existing market
baskets.

However, this choice does not appear to be a

guiding rule. And in particular, the weight given to
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general econony indexes is substantial. |In the case of
hospi tal market baskets, both PPS and exenpt, approxi mately
two-thirds of wage growh is explained by i ndexes for wages
in the general econony conpared to one-third for hospital
wor kers. This has the effect, as described earlier, of not
reflecting health specific wage growh in the cal cul ati on of
t he mar ket basket.

We can di scuss the recommendati on now and we' ||
consi der drafting --

MR. HACKBARTH: Tim | think | understand the
overall issue, but I"'mnot sure | understand the specific
| anguage of the reconmendation. As | understand the overal
i ssue, all other things being equal we would like the input
price measures to accurately reflect the costs of the
various provider groups. And we're concerned that that
doesn't happen now because they're not using health sector
speci fi c wage neasures.

The reason for not doing that historically was the
concern about this feedback effect, that if we gave them
heal th specific wages that it mght be inflationary.
Concern about the feedback has di m ni shed because of

pressures in the private market and so it's less of an issue
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than it seenmed at one point in tine.

So the general direction we're suggesting is let's
use health specific neasures of wages and benefits, which
incidentally would help avoid problens due to shortages, for
exanple, of nurses. |If there are shortages of nurses there
won't be a direct feedback into our input price neasures.

So that's sort of the big picture, as | understand

Now t he draft recommendati on has two sentences in
it. The first says the Secretary should use nore
appropriate proxies, wage and benefit proxies, as opposed to
saying the Secretary should use health sector specific
proxies. Wiy not say health sector specific? Mre
appropriate is sort of a vague term

MR, GREENE: W're trying to be as broad as
possible. 1n sone cases, such as the MEl, there may not be
very narrowmy targeted physician --

MR. HACKBARTH: Specific where avail able, or
sormething |ike that?

DR NEWHOUSE: | had witten in the sanme change,
but I would address Tinls issue by adding at the end of the

sentence -- so | would say the Secretary should use health
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specific wage. And then at the end of the sentence | would
say for occupation categories where health industries have

| arge shares. Now that | eaves large to be defined. For

janitors, we'll use sone kind of index appropriate for
janitors. For nurses, we'll use nurses.
The other thing, | would nmake a stronger statenent

in the text about the reason for the feedback nmechanism |
think it's flawed. The feedback mechani sm assunes hospitals
nationally collude on their wages, which doesn't nake any
sense. | don't think it's nanaged care that did this in. |
don't think it was ever there.

MR. HACKBARTH. | think both argunents were in the
text.

MR. GREENE: The first one you're making, which is
probably the nore inportant, doesn't get as nuch attention
and enphasi s.

MR. HACKBARTH. | agree with the substance of your
point. Now the second sentence in the draft reconmendation
in determning i ndex weights, measures specific to the
health sector and its occupation categories should be
enphasi zed. | guess that's fine as it stands.

DR. NEWHOUSE: | think it can go.
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MR. HACKBARTH:. Just elimnate it all together?

MR. GREENE: That's inportant because as |
i ndi cated, and as you can see, CM5 does nake extensive use
of health industry neasures now, and uses civilian hospital
enpl oyee neasures for a large part of the hospital market
basket, but it gives themrelatively | ow weight, one-third
in the hospital market basket.

So the question of relative inportance is crucial.
We can't sinply say use health industry neasures, especially
when they don't exist or are not imediately on target. And
that doesn't get around the fact of when you use both you
want the health industry measures to have the greatest
weight. So the weight point is inportant.

DR. WAKEFI ELD: Tim | think you nake a really
good case for this recomendation and | support it and even
nore the refined | anguage that's just been reconmended.
|'ve got a related question.

Do you have any idea how difficult this will be
for CM5 to do, if they chose to do it? And how | ong that
process mght take? Part of the reason why |I'm asking you
this is because | don't knowif it's the case or not, but |

remenber in our June report we nmade a reconmmendati on dealing
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wi th wage i ndex that asked for a faster phase-out of the
t eachi ng physician and resident cost fromthe wage index,
for exanple. And again, | don't knowif this is true or

not, but | heard that to operationalize that reconmendation

was going to be quite difficult for CM5 to do. |'mnot sure
if that's the case, | don't know if staff ever heard that or
not .

But that concern that | heard pronpts this
guestion now, and that is again, have you any idea how | ong
it wuld take for CM5 to actually operationalize this
recomendation or how difficult it will be for themto do?
Reiterating that | strongly support it.

MR, GREENE: | think it's straightforward. W're
not tal king about primary data collection, devel opi ng new
i ndexes or anything. W're tal king about choosi ng anong
basically existing Bureau of Labor Statistics measures and
i ncorporating those choices as part of their regul ar
rebasi ng and mar ket basket revision process, which they wll
be undertaki ng now. People fromCMs are here and can reply
or qualify that if they w sh.

But | think it's a series of judgnents that wll

be made in an ongoi ng process at this tine.
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MR. HACKBARTH. So this could happen for 2003,
fiscal year 2003?

MR. CGREENE: | believe so.

MR. HACKBARTH: This is a draft recommendati on
that I think actually is in response to conversation that we
had. So | think there's full support for this, so | don't
want to spend any nore tinme than i s necessary.

MR. FEEZOR: | was just going to echo, | think,
sonmet hing nore akin to what Joe indicated woul d be sonethi ng
|'d be very supportive of. But just one question, Tim
Nursing turnover in many hospitals normally runs 15 to 20
percent a year, and increasingly it seens that signing
bonuses and ot her economi ¢ and some non-econom c incentives
are provided as a neans to attract labor. [|'mjust curious,
how does that get captured in wage indexing? Any idea?

MR. GREENE: |I'mnot sure. | don't know the BLS
data that well. | gather that the, at least until recently
avai |l abl e BLS data, it was not reflecting significant
i ncrease in nurse wages but | don't know the data firsthand
and | can't give you a concrete response.

MR. HACKBARTH: So the draft reconmendati on woul d

be anended to say, the Secretary should use health sector
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speci fic wage and benefit proxies?

DR NEWHOUSE: | would add at the end, for
occupation categories where health industries have | arge
shares. \Were you have a small share you're not going to
have a health industry specific index anyway.

MR. HACKBARTH. Like a janitor. Gven that those
are pretty mnor changes, | don't think we need to have this
brought back tonmorrow. Are people prepared to vote on this
now?

Al'l opposed to the draft recomendati on?

Al in favor?

Abst ai n?

Okay, thank you, Tim Kevin, physician services.

DR. HAYES: Good norning. W have two topics to
cover this norning. The first has to do with replacing the
sust ai nabl e growmh rate system and the second has to do with
an update recommendation for 2003 for physician services.

|'ve got seven slides here, the |last one on the
updat e reconmendati on, the other six having to do with
replacing the SGR system They're all closely rel ated.
could go over themin just about any order. It would

probably be best for nme if we just go through themall,
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i ncludi ng the reconmendati ons, and then cone back for
di scussi on.

The first thing I'd point out is that our work on
replacing the SGR systemis tinely. The conference report
for the Labor HHS Education Appropriations bill that was
passed by the Congress |ast nonth included a request for a
MedPAC study on this issue. The conference report |anguage
began with an expression of concern about the 5.4 percent
reduction in paynent rates that went into effect January 1st
and went on to ask that MedPAC study replacing the
sustai nable growth rate with a factor that nore fully
accounts for changes in the unit cost of providing physician
services. Findings and recommendations are due March 1st,
which is the due date for our March report, so addressing
this issue in the March report will fulfill this
requirenent.

VWi ch brings us then to our first draft
recommendati on, having to do wth how the Congress could
repl ace the sustainable growh rate system This
recommendation really has two conponents. The first has to
do with repealing the sustainable gromh rate system and

instead requiring the Secretary update paynents for
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physi ci an services based on the estimted change in input
prices for the com ng year.

This, of course, is the update nethod that we've
been tal ki ng about throughout the fall for other services,
the one that Nancy sunmarized just a few m nutes ago. And
so there's not nmuch nore to say about that.

But there are a few things to say about the second
conmponent of this recommendation, having to do with the
adj ustnment for productivity growh. There is another
recomrendation to followin a few mnutes on the details of
mul ti factor versus |labor only productivity. But for now | et
nme just say that the recomendation is proposing here that
there be a reduction in the update for productivity grow h.

We are proposing no such reduction for other
services on the assunption that cost decreases related to
productivity growh will be offset by cost increases due to
scientific and technol ogi cal advances and ot her factors.

In the case of physician services, it's not clear
that those other cost increasing factors, S&TA and such, are
great enough or | arge enough to offset productivity growh
when it comes to physician services. So this reconmendation

has that clause in it.
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The other point that | would nmake about this
recommendation is that it inplies that the Congress has the
option of deviating fromupdating paynents based on changes
in input prices for any given year. The Congress, of
course, has done so many tines for inpatient hospital care,
for exanple, and could do so if this reconmendati on were
adopt ed.

The next slide tal ks about the rationale for the
recommendation. It's really ainmed at nmaking the update
nmet hod for physician services simlar to that for other
services. This would take us a step toward maki ng paynent
policy for physician services nore consistent with that for
ot her settings.

The other thing that would be acconplished here is
that it would solve problens wth the sustainable growh
rate system It would allow the updates to better account
for factors affecting costs and it woul d decoupl e paynent
updates from spending control. |In effect, what the
Comm ssion is saying with a recomendation like this is that
t he update mechanismis not an appropriate tool for
achi eving spendi ng control.

To make this all happen, we have a slide here
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which has to do with next steps. Several steps would be
necessary here. The first one, of course, would be changing
current law to repeal the SGR system Also, there is the
matter of changing the nmeasure of input prices that's
avai |l abl e, the Medicare Econom c |Index, changing it to a
forecast. This is sonething that the Comm ssion recommended
inits March 2001 report. It seens to nmake sense in that

t he whol e i dea behi nd updati ng paynents is to anticipate
changes in cost for the comng year. The MEl currently

| ooks backward at paynment changes for the previous year.

O her useful steps have to do with the
productivity growh adjustnment that's in the MEl currently.
The Conmm ssion tal ked at the Decenber neeting about the
advi sability of separating out that productivity adjustnent
and considering it separately in update decisions.

The other thing to say about productivity growth
has to do with that current adjustnent. It currently
applies or addresses just changes in the productivity of the
| abor inputs and we could see a rationale for changing that
adjustnment to nake it apply to all inputs.

That brings us then to our next recommendati on,

which is that the Secretary should revise the productivity
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adj ust ment for physician services and nake it a nultifactor
i nstead of |abor only adjustnent.

The first thing I would say is that nultifactor
productivity is a neasure of changes in productivity for al
i nputs, labor and capital. And a rationale for adopting
this recormendati on would be first that both types of inputs
are used in the delivery of physician services. Labor
i nputs are very inportant, of course, but other inputs,
capital related inputs having to do with office space,
suppl i es, equi prent and so on, are also rel evant.

The ot her point to make about this recommendation
is that changing the productivity adjustnent would nake it
consi stent with nodern nethods for analyzing productivity
growh. The current |abor only adjustnment in the MEl has
been in place nore or less inits current formsince 1975
when the MEI was created. Since the Bureau of Labor
Statistics has done a ot of work to inprove nethods and
data available on nultifactor productivity.

For calculations in the draft chapter, we assuned
an adjustment for nultifactor productivity of 0.5 percent.
That's a standard that the Conm ssion has used for other

services. Current data fromthe Bureau of Labor Statistics
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suggests that perhaps that adjustnent is a little | ow

Next, we should talk for a mnute or two about the
budgetary inpacts of replacing the sustainable growmh rate
system They are inportant and |I'd like to deal with the
two inmpacts individually.

The first has to do with renmoving spendi ng

control. As you know, the sustainable gromh rate systemis
a tool for achieving spending control. It does so by
establishing a target, if you will, for growmh in the

guantity and intensity of services that Medicare
beneficiaries receive, physician services. That target is
growh in real CGDP per capital. |If the SGR systemis

repl aced, that target will no |onger be rel evant.

Any difference between real GDP per capita and
growh in beneficiary use of services will no | onger be fed
back through to paynent rates via the update nmechanism And
so, taking that feedback |oop away will result in an
increase in projected spending for physician services. As
you can see here, it's 0.6 percent.

The ot her spending inpact has to do with changi ng
the productivity adjustnment. The current adjustnent out

t hrough 2006 is 1.6 percent. |If we were to replace that
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with the productivity standard that the Comm ssion uses of
0.5 percent, we've got a difference of 1.1

Now t hat assunes that that phrase in the first
recommendation having to do wth | essen adjustnent for
productivity growh stands. But if that goes away, then
this estimate would go up by 0.5 percentage points.

So we have a total spending inpact estimted of
1.7 percent per year.

So if we apply this new update approach to
i nformati on we have for 2003, we conme up with an update
recommendation of 2.5 percent. This is the estimted change
in input prices for physician services, a forecast for 2003
of 3.0 percent. And then less that productivity adjustnent
of 0.5 gets us to the 2.5 percent that you see here.

That's all | have.

DR ROWE: Wen would this occur?

DR. HAYES: January 1, 2003. The update cycle for
physi ci an services is cal endar year.

DR REI SCHAUER. | was wondering why we reconmend
to the Secretary, or to the Congress, a procedure or a
nmet hod here for updating that isn't as sophisticated as the

one we've adopted for ourselves? | nean, we've adopted for
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ourselves a systemwhere we first | ook at the base and say
is it adequate. And yet, there's nothing in here saying
that the Secretary should consider that.

And while S&TA may not be inportant right now, it
m ght be inportant five or 10 years fromnow. Maybe we
shoul d i nclude productivity net of any cost increasing
factors like that. | nean, why shouldn't we be
recommendi ng, in a sense, a full hand to Congress and the
Secretary, when we're using the full hand to nake a
recomrendat i on?

DR HAYES: M reply to that would be, on the
i ssue of paynment adequacy, whether the current base is
right, recall the point that the Congress can step in and
change the update in any given year based on recommendati ons
fromus, on CVM5, having to do with these matters. Wen we
| ook at |anguage in the Social Security Act on the update
for say inpatient hospital care, it's just like this. It's
t he market basket increase. Sonetinmes it's adjusted up or
down in a given year. But otherwise, it just says market
basket i ncrease.

And so the discretionary part of the process of

considering access and entry and exit and all that kind of
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t hing woul d be sonet hing that the Comm ssion woul d i ncl ude
inits update recommendation to the Congress and then it
woul d be up to the Congress to deviate fromwhat's descri bed
in the recommendati on.

DR. REI SCHAUER. But we were there a year ago and
we decided to change. It strikes nme that it's useful not
only to have the MedPAC staff | ook at the adequacy of the
base, but if the Secretary and CVM5 staff were also trying to
answer that question, we mght get a better answer to it on
whi ch Congress could then base its decision.

M5. BURKE: Bob, are you suggesting a change in
the statute that references that? | nmean, in recomrending a
repeal of SGR, are you suggesting that we replace that in a
statutory way with | anguage that requires a certain
presunption in setting rates? O are you just saying in
directing the Secretary? |'mjust trying to understand your
i ntentions.

DR REI SCHAUER: W are suggesting that SGR be
repeal ed. Now something is going to have to replace it, and
presumably you woul d have | anguage saying these are the
considerations that the Secretary should take into account,

just we've taken theminto account.
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M5. BURKE: As a general matter you don't do that

in statute.

DR. REISCHAUER In the report that you would --

DR. NEWHOUSE: W did do it in PPS.

M5. BURKE: W did do it in PPS.

And we have done it historically in nursing

honmes and ot her places. W' ve gone through this gane in a
vari ety of ways

DR. REI SCHAUER: |'mjust thinking about the
confusion that would result if the Secretary is supposed to
come up with sonmething that is a prospective judgnent on
price increases mnus nultifactor productivity and it comes
out to 3 percent and MedPAC cones along and says it really
shoul d be 6 percent because our judgnent is that the base is
horrendously i nadequate. And then everybody nmakes a big
deal out of a difference that may not exist.

In fact, the Secretary m ght think no, that
they' re dead on, the base is too | ow

M5. BURKE: |'m always |leery of statutory |anguage
if you can avoid it, if we can achieve our end sonme ot her
way. Once it's there it's tough to..

DR. ROCSS: | was just going to ask Bob, sort of by
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extensi on when we get to the hospital discussion and the
other facility discussion, are you going to add that in,
too? | guess |I'd parallel Sheila --

DR. REI SCHAUER  You can defeat nme now and 1'|
shut up.

DR. ROSS: That's up to the other commi ssioners,
not to ne, but | guess the question is do you want to give
the Secretary total discretion here? Because that's
essentially what you'd be saying if you put this in
statutory | anguage.

DR. RElI SCHAUER: The question is whether you're
asking the Secretary to provide a judgnent about prices or a
j udgnment about what he thinks the increase should be.

MR. HACKBARTH. Maybe the mi ddle ground here is
that for purposes of protecting the relative prerogatives of
t he Congress and the Executive branch, the Secretary ought
to be asked to do this: say what the increase in input
prices with the nultifactor adjustnent would be, invite the
Secretary in | anguage to suggest other considerations for
the Congress to take into account just as MedPAC does. But
not wite a statute that basically gives the Secretary carte

bl anche to determ ne the proper update. So invite comments
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to suppl enent this nunber, this calculation. Don't grant
the Secretary, in statute, absolute freedom

M5. BURKE: Can | just ask a factual question? |If
in fact we are successful in our suggestion that we repeal
SGR, what remains in the statute, specific with respect to
physi ci an rei nbur senment ?

DR. HAYES: There's everything about the fee
schedul e, of course, which is geographic adjustnents and
relative value units and the whole thing, requirenents for
updating the relative value units fromone year to the next
to make sure that the rel atives anong services are right.
And that's it.

M5. BURKE: Let nme just suggest that before we go
down this road, if we're going to cone back to this, let's
actually factually find out what's in the statute before we
start playing around with making statutory reconmendati ons,
other than the repeal which is explicit. But let's do a
reality check in terms of what is already in the statute and
whet her what we want to do going forward is statutory or by
nat ure of |anguage recomrendati ons.

| mean, | don't know whether the statute needs

changing at all, other than the repeal.
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DR. NEWHOUSE: | think Bob is right, it has to be

replaced with sonething because it, itself, replaced the VPS
whi ch then came out of the statute. Now this is there, it's
going to cone out of the statute so there's just a void on

t he update nmechani sm basically.

M5. BURKE: So what's left?

DR REI SCHAUER Is the Secretary's recomrendation
or whatever he comes up with the default unless Congress
acts?

M5. BURKE: That's what | -- | nean, | want to
| ook at 18 and see.

DR. REISCHAUER If that's the case, as opposed to
just the Secretary making a recommendati on about what he
thinks the increase in price is going to be. You know,
we've said |l ess an adjustnent for growth and nultifactor
productivity. The nunber we've put in, 0.5 |I'mnot sure
that's a consensus anong econom sts of mnultifactor
productivity. | thought it was closer to 0.7 for the
econony as a whol e.

M5. BURKE: \Wether you put the nunber in the
statute or just the process?

DR. REI SCHAUER: No, you put in the process but
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we're going to cone up with a different recomrendati on, even
if we see the world the sanme way if our view of multifactor
productivity is different fromBLS or BEA s.

M5. BURKE: Let's just step back and take a breath
and see what's actually there.

MR. HACKBARTH. So there are two questions about
what's there. One would be, if we repeal SGR what remains
with regard to physician services? Then the other is
exactly how are all the others structured? And what we want
is sone parallelismbetween where we end up with physicians
and what we have for the other providers, inpatient
hospital, et cetera.

DR. ROSS: That's what the recommendation on the
table would give is consistency with, | believe, alnost al
of the other paynent systens in Title 18.

DR. NEWHOUSE: Productivity adjustnment, which we
think is a legitimte distinction.

DR. ROSS: No, with MedPAC framework it's
consistent with that.

DR. NEWHOUSE: It's consistent, yes.

DR. ROSS: The reason you don't see it explicitly,

say for hospital services -- well, | won't say the reason
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it'"s not in Title 18, but MedPAC s going in position as
you' ve discussed is that the default until you see otherw se
is market basket and the Conm ssion has tentatively reached
the judgnent that increasing costs associated with
scientific and technol ogi cal advance are approxi mately
of fset by a policy judgnent that they' Il be financed with a
productivity adjustnent.

Here the assertion that staff have brought you is
t hat nost of the increases that we can think of through S&TA
are likely to cone through new codes being introduced. So
it's automatically taken care of in that nmechani smand we're
adopting the same standard for, if you will, financing
those, so to speak, with an explicit adjustnent for
productivity.

And that's why you'd wite | anguage slightly
differently for the docs than you would for the hospitals.

MR, HACKBARTH. What | |i ke about this approach is
t hat people can read the bol df ace recommendati on and get a
cl ear sense of the direction that MedPAC i s suggesting we go
wi th physician services. W're not witing statutory
| anguage, really, here.

| think then in the text beneath the bol df ace
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recommendati on we can say the MedPAC franework invol ves an
assessnent of paynent adequacy in various factors. And we
woul d | ove and we're sure the Congress would | ove to hear
what ever anal ysis the Departnent can bring to bear on those
i ssues, as well.

DR. REISCHAUER | wll accept that as an adequate
response.

MR. HACKBARTH: The second draft recomrendati on
the Secretary should revise the productivity adjustnent and
make it a multifactor instead of a | abor-only adjustrment. |
just need a clarification, Kevin. The 0.5 percent, or Bob's
now suggesting 0.7 percent m ght be the nunber, those were
10-year averages or sonething like that, right?

VWhat |'mtrying to get at is are we asking that
each year the Secretary | ook at the nost recent BLS nunber
on nultifactor productivity and have it bal ance up and down?
| understand these nunbers do nove a |lot due to cyclica
changes in the econonmy. O are we suggesting a nunber
that's snoothed and it reflects long termtrends?

DR. HAYES: What | can tell you, | think that this
recommendati on gives the Secretary sone discretion over how

to proceed. That discretion is consistent wth current
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policy. The labor-only adjustnment in the MEl is a 10-year
nmovi ng average. And so the assunption would be that the
Secretary would go through a process, as was done in the
past, to determ ne the |abor-only adjustnent and deci de what
kind of factor would be appropriate but in nmeasuring

mul tifactor productivity.

MR. HACKBARTH. \What has MedPAC done in the past?
For exanple, on the hospital side, we have | ooked at | ong-
term averages as opposed to adjusting our policy factor up
and down based on cyclical changes in the econony.

DR. HAYES: | might invite ny coll eague Jack Ashby
to the table to explain that, but ny understanding is that
it was a matter of | ooking at the experience with
mul ti factor productivity in the early to m d-90s and setting
a target.

MR. ASHBY: Right, that 0.5 figure was indeed a
10-year average, also. But it devel oped a couple of years
back. And as both Kevin and Bob have alluded to, we've had
a couple of years of high productivity growh in the
meantime, so the average has probably risen a bit.

But et me al so coment that when we devel oped

this in the hospital context, we didn't necessarily think of
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it as being as precise as a rolling 10-year average that we
woul d adj ust every year. As long as it was generally
capturing the |l ong run phenonenon, we were going to |eave it
at that 0.5. But in this context, you mght take a

di fferent answer and suggest that it formally be a 10-year
rolling average.

MR. HACKBARTH: The point | want to make is not to
tie us into a particular fornmula, but | hate to see this
bal anci ng up and down. | think sonme stability --

DR REISCHAUER | don't think it bounces as nuch
as your bad dreans mght think it does. And | think maybe
inthe text if we say sonething about a trend productivity,
wi thout making it clear whether it's the past trend or the
future trend, it will give the --

MR. HACKBARTH. That would get to ny point, yes.

DR. REI SCHAUER. And whether it's five years or 10
years or whatever

DR. HAYES: Just froma historical perspective,
the very reason why CVS adopted a 10-year noving average on
| abor-only productivity was because of the bouncing around
probl em and a need to snooth it out a bit. And so |I'm not

recal ling exactly when that change was nmade, but that is
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certainly the rationale for it.

MR. HACKBARTH. Good. | like Bob's idea. The
point here is trend as opposed to annual .

Also, in this same draft recommendation
mul ti factor is technical |anguage that many people in our
audi ence won't understand. Could we use sonething |ike
account for the productivity of all inputs, as opposed to
just labor? David can even inprove on what | offered. But
mul tifactor sounds a little bit too nmuch |ike technical
jargon for our reports. It can be in text, but not in the
reconmendati on.

DR. NEWHOUSE: But there is formally a nunber that
corresponds to nultifactor and is | abeled nultifactor
productivity.

MR. HACKBARTH:. Again, maybe |I'm maki ng too nuch
of this but I think a big percentage of our audi ence reads
only the recommendations and 1'd like themto be able to
understand the recomendati ons when they read them W can
include rmultifactor productivity in the text explaining it,
for those who del ve nore deeply.

DR REI SCHAUER: | woul d suggest you go the other

way around. Leave nmultifactor here and explain it in the
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text. It is a technical termand there is a line in the BEA
nunbers that has multifactor --

DR. NEWHOUSE: It's like trying to say we shoul d
use the output of all goods and services rather than GDP

MR. HACKBARTH. | give up. Do | have to roll on
nmy back?

DR RONE: So let nme nmake sure | got the record
straight. The chairman suggests that we make the
recommendati ons so peopl e understand them when they read
them and other people disagree with that recomrendati on.

[ Laught er. ]

DR. REI SCHAUER. Wiy do doctors do everything in
Latin?

MR. HACKBARTH. Any other comments? Are we ready
to vote?

DR. NELSON: Are you receiving coments on the
narrative at this point?

MR. HACKBARTH. Sure. | welcome comments on the
narrative.

DR. NELSON: |I'm meki ng these comments on the
narrative with the understanding that there are going to be

audi ences reading this report for whom sone of these points
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are inportant, apart fromthe Congress.

On page six, Kevin, in talking about beneficiary
access to care, the point is nade that evidence of
w despread problens with access neans that the paynents are
too low. But in the absence of that the paynents are
probably about right or may be too high.

I'"d like to see that sentence del eted because
quality could still be up, even though paynents were too
low. And it inplies that physicians would take care of a
di abetic or a patient with a heart attack differently
dependi ng on the paynment source, which | think is generally
not the case. This is mainly in the context of a quality
reference, not the access reference.

Wth respect to the willingness to serve
referenced on page seven, again just pointing out that the
wi | lingness of physicians to serve Medicare patients is
based on '99 data when the updates were high. [1'd like to
see a sentence that qualifies that and expresses sone
concern that with a reduction in the conversion factor,
perhaps in 2002, that the inpact of that is not been
nmeasured at this point.

On page nine, in accounting for the cost changes
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in the comng year, the inpact of the regulatory burden may
be substantially higher with the inpact of the H PAA
requirenents. | think it's worth a sentence to point out,
since | ooking forward, indeed the costs associated wth that
may be substantially |arger.

| think our assessment of the PLI prem unms may be
understated since in many parts of the country those
prem uns are exploding. A sentence to reference the unknown
i npact of that, it seens to ne, wouldn't hurt the report.
It's true that these practice expenses are accounted for in
the RUC process, but there's a five year lag in that
process. So our estimates of that in the costs should
i ncl ude those.

Finally, on page 14, you tal k about increasing
productivity and the potential for new technol ogy to be
applied in that context with sonme exanples of new
technol ogi es that are expected, perhaps, to inprove
productivity. | think it also wouldn't hurt to have a
sentence pointing out that new t echnol ogi es may al so
decrease productivity, depending on how productivity is
defi ned.

But if you're tal king about the nunber of patients
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that a doctor can see or the efficiency in their work
product, things like e-mail, which increase the work but
aren't conpensated, aren't paid, so they aren't reflected on
the inputs and may very well dimnish productivity.

MR. FEEZOR: | just wanted to underscore Al an's
comments on the PLI, and particularly that's a cycli cal
i ssue. But when the spikes occur, as they do after major
events and disruptions in the market such as we've had this
year, we had in the late '80s, they do junp up. And I
guesti on whet her we capture that fast enough.

And then if you look, particularly on the provider
institution side, with the major wthdrawal of one of the
maj or professional liability carriers fromthe marketpl ace
right nowit's likely to really spike it up going forward.
So | think he makes a good point and our report ought to at
| east try to capture sonme of that dynam c

MR. HACKBARTH: Any other comments? Are we ready
to vote?

| think where we ended up in terns of the wording
of the draft recomrendati ons basically reflect the issues
that were raised in the acconpanying text, as opposed to

nodi fyi ng the recommendati ons thenselves. So we will vote
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on the drafts as witten, as presented.

Draft recomrendati on nunber one, all opposed?

Al in favor?

Abst ai n?

Draft recommendation two, all opposed?

In favor?

Abst ai n?

And nunber three, opposed?

In favor?

Abst ai n?

DR. RONE: Can | ask a clarification?

MR HACKBARTH. After the vote?

DR ROWE: Yes, after the vote. Bob nmade the
point that we had a 0.5 and the equations called for a 0.7.
We're not even doing it the way we're suggesting it be done.
| s our recomrendation bakes in this 0.5, as opposed to
what's in the literature, if you will? Were did we wi nd up
on that? W haven't reconciled this; is that right?

DR. REISCHAUER Inplicitly, by recomending a 2.5
percent update we've accepted 0.5. W've been unclear,
we're using a dated 10-year noving average of nultifactor

productivity. The CBO has an estimate, a prospective one.
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BEA has a nore updated one for the past.

It's not going to nove around by nore than 0.1 or
so, 0.1 or 0.2. So it's not sonmething to | ose a great dea
of sleep over, | don't think.

DR ROWNE: So this is consistent with where we
want to go?

DR. RElI SCHAUER:  Yes.

DR ROSS: And, Jack, it's consistent with where
you' ve been on the facility side. In the next cycle we're
free to revisit if you want to refine things. But you're
after the deci mal place.

DR. RONE: Thank you.

MR. HACKBARTH: Good job, Kevin. Thank you. W
are to the public comment peri od.

DR. SCHAEFFER  Good norning. M nane is John
Schaeffer, a practicing cardiologist fromone of those areas
that Dr. Nelson referred to as experiencing increasing
mal practice costs. |'malso the managi ng partner of a 23
physi ci an cardi ol ogy group on the west side of C evel and.

|'ve stepped out of the cath | ab where all the
high tech drama is and |'ve resorted to the nore nundane

techniques of talking to patients and listening to patients,
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and doing the sane with nmy partners so that we can

coordinate not only patient care but a business plan so that

the outcone is, in fact, high quality and cost effective

care.
" m here representing the American Col | ege of

Cardiology. | amits current Chairman of the Econonics of

Health Care. 1'd like to provide these foll ow ng comments.

The American Coll ege of Cardiology is a 28, 000

menber not-for-profit professional nedical society and

teaching institution whose purpose is to foster optina

cardi ovascul ar care and di sease prevention through

prof essi onal education, pronotion of research, and

| eadership in the devel opnent of standards and gui delines

and formul ation of health care policy. The College

represents nore than 90 percent of the practicing

cardiologists in the United States.

this ver bal

regarding the SGR as it

The ACC appreciates the opportunity to provide

f ee schedul e.

second.

comment and witten statenent to MedPAC

relates to the Medi care physician

MR. HACKBARTH. Sir, could | interrupt just for a

screwed up in not

rem ndi ng everybody of the
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ground rules for the public comrent period, so bear with ne
while | do that.

We do have a limted anount of tine and |I'm sure
we wi Il have a nunber of people who wish to speak. So |
woul d ask all people commenting to keep their conments as
bri ef as possible and avoid readi ng prepared statenents.

| will also reserve the right, when people
speaking to the sanme subject start to repeat one another, in
the interest of hearing a variety of different viewpoints,
|"m going to urge people to nove on

We need to do this in order to be fair to
everybody in the room Thank you.

MR. SCHAEFFER:  Thank you. What | wanted to do
was nmake sone coments regarding an additional nethodol ogy
that the Comm ssion could consider in terns of eval uating
t he adequacy of effectiveness of Medicare physician
paynent s.

As you know, currently it's tied to the GDP and
the gromh of services. That has resulted in the 5.4
percent decrease for physicians. For cardiologists, it's
8.6. For other colleagues of mne, it's even greater.

We're very appreciative of what MedPAC i s doi ng
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and the ACC obviously wants to work with the AMA and any
ot her specialty organization that can contribute to the
sol ution of these probl ens.

We believe that the key stunbling block is the
fact that the Congress is unable to resol ve whether or not
the paynents are actually inadequate. As quoted by your
statenment in March, policymakers and anal ysts have been
frustrated, however, by the |ack of unanbi guous indicators
that m ght suggest answers to these questions. As you
stated, the Conmi ssion | ooks at paynment rates based on
vol une of services, provider costs, product content,
provider entry and exit, and nost inportantly, beneficiary
access to care.

Al'l of these neasures present form dable chall enge
of interpretation and none provide concl usive evidence about
t he appropriateness of the Medicare's base paynent in any
setting. For exanple, cardiologists sinply do not have the
financial or ethical ability to stop accepting Medicare
patients. For us it's about 50 percent of our practice.
Qovi ously, cardi ovascul ar care and agi ng go hand-i n- hand.

Physi ci ans can react to inadequate paynent plans

by not providing care. Qobviously, we can use | ess expensive
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and presumably less skillful staff, equipnent and supplies,
whi ch m ght have an effect on the quality of care.
Physi ci ans coul d al so reduce their costs by not providing
sone of the expensive diagnostic and testing and treatnent
that we do in our offices, and shifting those into a

hospi tal setting.

What we'd Iike to suggest is an alternative way to
| ooki ng whet her or not current paynments are adequate.
According to CVMS data, 124 million services were perforned
annual ly in physician offices that would have qualified for
a separate paynent if perfornmed in a hospital outpatient
department. A rough estinmate is that Medicare is paying
about one-third | ess when these procedures are done in the
office. This results in about a $3 billion savings.

For exanpl e, an echocardi ogram The practice
expense portion of this is $146 reinbursed to us in the
office. In the APC or hospital outpatient departnent it's
$196. That's a $50 difference. W have nunbers of 1.5
mllion echos done, that translates into a $75 nmillion
savings that Medicare woul d experience if done in an office
setting as opposed to a hospital setting.

It may be possible for the Conm ssion to nore
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accurately and qui ckly assess the adequacy of Medicare
paynments to physicians by assessing shifts in site of
service. Historically we've all seen things going into the
physician's office, out of the facility setting.

Medi care paynents update formulas are different
for different providers. Only for the physician is the
paynent tied to the volunme of services.

Qur recomendation today is that Medicare consider
assessing the shifts in the site of service where these are
being performed. |If inappropriate trends are observed, this
information would be an early indicator that paynment was, in
fact, inadequate. Patients will still have access to care,
but it will be in a higher cost setting.

And finally, we would al so request that any
repl acenent of the SGR not be tied to volunme but rather to
the cost of providing those services.

Thank you. The ACC appreciates the opportunity to
make these comments.

MR. HACKBARTH. Thank you. Next?

M5. McELRATH:  Sharon McElrath with the AVA
just want to nake one short comment, and that is in the text

of the discussion, | w sh you woul d enphasi ze that the
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productivity factor in the service industry is typically a
great deal |ower than productivity across the econony.

One of the things that happens is that because the
manuf acturing productivity factor is so nuch hi gher than
everyt hing el se when you' re | ooking just at the general
econony, that brings the whole thing up. So it does lead to
a higher productivity factor than we think it is possible
for physicians to achieve, particularly in the regulatory
envi ronment that they operate in today.

DR. NEWHOUSE: Can | respond? Sharon, | think in
principle you're right. [It's just that our neasurenent of
productivity in the service sector is nuch nore error-prone
t han el sewhere.

M5. McELRATH: It just woul d suggest going down a
little bit fromwhere it's going to end up when the CVS j ust
| ooks at the BLS nunber for the econony.

MR. HACKBARTH: Any other comments? Hearing none,
we'll adjourn for lunch and reconvene at 1:00.

[ Wher eupon, at 12:01 p.m, the neeting was

recessed, to reconvene at 1:00 p.m, this sane day.]
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AFTERNOON SESSI ON [1:02 p. m]

MR. HACKBARTH: Let's get started. W have a
series of presentations now related to paynment adequacy and
updates for hospitals. Jesse, are you going to |lead the
way ?

MR. KERNS: |'mgoing to open our presentation
with a review of the hospital financial performance under
Medi care that you saw | ast nonth.

First, the overall Medicare margin in 2002, our
best estinmate, which includes paynent policy changes that
were slated for 2003, creates a margin of 3.8 percent. The
only thing that has changed since Decenber is the rural
margin went up a couple of tenths of a point since | was
able to renove a few nore critical access hospitals from our
2002 estimate. This did not have enough of an effect to
change the overall all hospital estinate.

Next is just a brief review of the inpatient
mar gi n because we're here today to di scuss and decide on the
i npati ent paynent update. Again, our estinate of the
i npatient margin in 2002 remains at 10.8 percent, as in
Decenber. This does include the reduction in |IME paynents

sl ated for 2003.
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The next slide, simlar to the slides you saw this
nmorning in Craig's presentation, shows the distribution of
the inpatient margin val ues by hospitals by hospital
| ocation. Along the bottom of the graph we show hospital
margins in 5 percentage point increnments and the side bar
has the percent of hospitals in each margi n category.

This first graph shows the margin that includes
all DSH and | ME paynents. These paynents create the bul ge
on the right side of the distribution for |arge urban
hospi tal s.

W note that the distribution for each of the
three groups is fairly wide and that there is substanti al
overlap anong the three groups. |In other words, the
di fferences anong hospital nmargins within a group are far
nore pronounced than margin differences between groups.

When we consider the idea of margins by group, as
in the tables we presented at the beginning of this
presentation, |large hospitals with high margi ns dom nate
because these margi ns are revenue wei ghted.

In the next slide we recreated the inpatient
margi n distribution after renoving DSH paynents and | MVE

paynments above Medicare's share of teaching costs. As you
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can see, wthout these paynents the distribution for these
three groups is much nore uniform W also note the
distribution is still quite wide and the differences between
hospitals within the group are nmuch nore pronounced than

di ff erences between groups.

One other interesting point, the group with the
| ar gest proportion of hospitals with relatively high
mar gi ns, say above 20 percent, is rural hospitals.

DR. RONE: Say that again.

MR. KERNS: |f you see on the right side of the
distribution, there is a portion of the rural hospitals, a
decent nunber, that have nmargi ns 20 percent or higher. Wen
you take out the DSH and the | ME --

DR. RONE: Medi care nargins.

MR. KERNS: Yes, Medicare inpatient nmargins.

DR. REI SCHAUER These are hospitals where we're
counting a hospital with 10 beds and a hospital wth 500 the
sane.

MR. KERNS: Exactly. This is hospital-weighted,
which is why the distribution |ooks a ot different than the
aggregat e, revenue-wei ghted margins you saw on the first two

sl i des.
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DR. NEWHOUSE: So these are critical access

hospi tal s?

MR. KERNS: Critical access hospitals have been
excluded to the best of ny ability fromthis distribution
because |I'mtaking 1999 margins and projecting -- these are
1999 margins and |'ve taken out those that | can.

DR. RONE: Do you have the total margins, rather
than just -- | would expect the rural hospitals' margins
woul d be rmuch hi gher than 20 percent.

MR KERNS: It's interesting you should bring that
up. Not in the presentation, but in the overhead slides |
prepared, | did do one for total margin by |arge urban,
ot her urban and rural. Susanne has had that in her back
pocket. There you go. Fairly uniform not what you'd
expect to see.

DR RONE: Interesting. So what happens is that
bulge in the rural gets flattened out when you | ook at the
total margins.

MR KERNS: Yes.

RONE: Good. Thank you.

WAKEFI ELD: Is this total Medicare margins?

2 3 3

KERNS: No. To be clear, this here is total
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margi n, all payers, all sources of revenue. W could done
this for overall Medicare nmargins instead of inpatient, but
we're tal king about the inpatient update.

DR. WAKEFI ELD: Just want to be really clear about
i npatient, outpatient total, including Medicare and al
ot her payers, versus all Medicare.

MR. KERNS: Yes, that's why | nmade it overal
Medi care margin, rather than total Medicare margin, so there
woul d be confusi on.

Even we don't have the slides for this, | did
prepare the sane graphs for overall Medicare margin instead
of inpatient, and they're basically the same as the
inpatient. You see the sane bul ge and you see that when you
remove the DSH and the IME, it beconmes very uniform

DR. RONE: This norning, Sheila suggested renoving
DSH but not IME, and | think others supported that. You
don't happen to know what | ooks |ike, do you?

MR. KERNS: | was thinking about this when you
were asking about it this norning. To the best of ny
know edge, it's going to be about one-third of the inpact
when you just renove the | ME and two-thirds when you just

renmove the DSH, when it's the portion above. O course,
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it's going to nove the sane hospitals in the sane direction
because nost hospitals that receive DSH al so recei ve | ME,
and vi ce versa.

DR. RONE: R ght, so what you're saying, just to
clarify, is if we renove the DSH because that's sonething
el se, that that would be two-thirds of the effect of IMe and
DSH t oget her ?

MR. KERNS: This is the rough estimate off the top
of ny head. But the sane thing would happen. You' d see
that the bulge would nove in and it would look a lot like
this one here, that Susanne has just put up. Wen you
exclude just the DSH, you'll probably see nore of a
rightward bulge in the red line and in the blue line, but
the green line isn't going to nove too nuch. They don't
receive | MVE

MR MULLER: Just to nmake sure | follow the
proportions, by two-thirds, you say DSH is roughly two-
thirds of the effect.

MR. KERNS: Believe, there's sonebody behind ne,
|"msure, saying that I"'ma little wong. But if you think
that DSH and | ME are probably -- if the | ME paynents, if

hal f of that is a subsidy, and let's just say that they're
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about the sane size to begin with, and you take away hal f of
the I ME and you' ve got two-thirds being DSH and one-third
being IME. In terns of actual dollars, I"'msure I'ma
little off.

The next step, of course, is to tal k about paynent
adequacy. As you nmay recall fromthe |ast neeting, and from
the mailing materials, we reviewed a nunber of factors in
our assessnent of paynent adequacy. W found no evi dence
that the cost base was inappropriate. In the 1990s,
hospital cost growh was unusually | ow due to | ength of stay
decline. And from 1999 through 2001, cost growth increased
as length of stay decline slowed and hospital wages
increased. W determined the cost growth resulting from
t hese trends was justifiable.

So our best estimate of the overall Medicare
margin in 2002, after accounting for 2002 paynent policy, is
3.8 percent. This appears to be consistent with the
concl usion that paynents are adequate. This conclusion is
fundanmental to the discussion that will follow

MR. DEBUSK: Now define adequate for ne.

MR. KERNS: Does it seemtoo |ow, does it seemtoo

hi gh, or does it seemw thin a band of paynent adequacy?
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Does it seemthat 3.8 percent is just to | ow?

MR. DEBUSK: So we're setting inconme for the
hospi tal s?

MR, KERNS: |'msorry? O course, we've had the
sanme debate |last nmonth, how hard it would be to set a
target. But if you think of a band of adequacy, is it
pl ausi bl e that 3.8 percent falls conpletely bel ow the band
of adequacy?

MR. HACKBARTH:. | think the silence is assent in
this case. At least that's the way | interpret it. Correct
me if I'mwong.

DR RONE: |1'd just like to corment with respect
to cooments | nmade earlier regardi ng broadeni ng our
consi deration of the financial conmponent, notw thstanding
t he soci al good conponent, into things beyond just margins
and | ooking at financial stability of institutions, balance
sheet considerations, capital considerations, et cetera,
credit worthiness, that a 3.8 percent overall margin seens
to be consistent -- fromthe data that |'ve seen at |east --
with an investnent grade bond rate. So it seens to be
consistent with access to the capital narket, which is one

of the considerations that | think we should take into
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account .

DR. WAKEFI ELD: Are we comenti ng on what has been
presented so far?

MR. HACKBARTH. | think the reason Jesse paused is
he cane to a critical conclusion that sort of lays the
foundati on for subsequent discussion, nanely that the 3.8
percent overall Medicare margin represents something within
t he range of adequacy. And he's, | think, |ooking for any
reaction to that. So if you have a coment on that

particular point, nowis the tine.

DR, LOOP: | think the 3.8 may be adequate if the
figure 3.8 is accurate. | nmean, |'mnot positive that 3.8
overall Medicare margin is fact. |If it is, then okay,

t hat' s adequat e.

MR. HACKBARTH. As you well know, Floyd, we are
pl agued with sonme data issues here. W are working froma
relatively ol d database, older than we usually need to work
with. As Murray pointed out earlier today, though, in
updating the cost estinmates to the year 2002, we think we've
used -- the staff thinks it's used relatively generous
estimates of the rate of increase in costs. Basically, it's

used the market basket, as | understand it, to increase
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cost s.

Jesse, I'min over ny head.

MR. KERNS: In your mailing materials, the trends
that are used for each of these are -- it's not just the

mar ket basket. There are a few other indicators we used and
there are other adjustnments we made. You'd have to review
the mailing materials, | can't do it right here off the top
of ny head.

MR HACKBARTH. It seens to ne like it's an
i nportant point. Jack, can sonebody just -- if it isn't a
mar ket basket increase from'99, can sonebody briefly
descri be what it was?

MR. KERNS: W did use cost per adjusted adm ssion
as an indicator and we did also -- several things were
factored in. If I had the chapter in front of nme I could
flip to the footnote. Maybe sonebody has that. Good.

So there we are. AHA cost per adjusted adm ssion
for 2001 and 2002, and in 2002 a small adjustnment for |ength
of stay decline.

DR. ROSS: Let ne speak to Floyd's |arger point
here, though, which is obviously there's some uncertainty

about this any way when you try to bring forward three-year-
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ol d data and say what m ght have happened. W know t he
paynment rules with a fair amount of precision. W have sone
evi dence of what we can assunme about input price grow h.
We've got actual market basket, since we're actually
backcasti ng here.

What you don't know i s behavioral change. W
don't know, for exanple, on the outpatient side, what kind
of coding response there's been to the introduction of
prospective paynent system There's a host of those issues.

Your larger point is well taken, that this is our
estimate. Several nonths ago we introduced a band of
uncertainty around that and that's where we turn the bal
over to you guys and ask whether you're able to live with
those things. But you won't get nore precision.

MR. KERNS: | want to correct nmyself. It actually
was the market basket in '01 and '02. W used cost per
adj usted adm ssion just for 2000.

MR. HACKBARTH: But there was a conscious effort,
as | understand it, to try to err on the side of being
generous? For exanple, in '01 and '02, where it was just
t he market basket, that inplies that there was no change for

declining |l ength of stay?
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MR. KERNS: There was a small estinate.

MR. HACKBARTH: For 'Ol and '02?

MR. KERNS: Yes. 1In an earlier study that Jack
Ashby did, he found a correlation between declines in length
of stay and change in cost per case of about 0.8 to one. So

for each 1 percent decline in |length of stay, cost per case
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W adjusted that downward because we thought that
m ght be generous. That study cane froma period of tine in
the m d-'90s when | ength of stay was going down a |ot.
beli eve we brought it down to about 0.5 to one.

We knew there was a correlation but we didn't want
to overestimate it or overstate it, so we reduced it a
little. I1t's a sort of methodol ogical issue. | can wite
sonething up on that so it's easier for the conm ssioners.

DR. ROSS: That's just on the inpatient side. On
the outpatient, we did market basket is my recollection.

MR, KERNS: Yes.

DR. ROSS: Even though we'd expect coding
i nprovenent in response to the PPS.

DR. WAKEFI ELD: Jesse, this is just a comrent on

the information that we're looking at in the charts on
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overall Medicare margin and inpatient Medicare margin. |[|'ve
raised this before but I"'mraising it again.

| f ever, and whenever, we can have breakdowns so
that we're not lunping all of rural into one category in
terms of being able to show distribution, | at |east
personally find that fairly hel pful

When we're averaging all of rural, large rurals
doing fairly well can obscure sone of the smaller rura
hospitals that are nobst vul nerabl e and about which we m ght
be nost concerned and not concerned at all about other
di fferent categories of rural.

So in the urban, if you just take the urban
breakdown, we've got |arge urban and we've got other urban.
W've got a little nore teasing out there.

MR. KERNS: So you know, that's not the size of
the hospital. That's the netropolitan area in which that
hospital is. So you could have a 25-bed | arge urban
hospi t al

DR. WAKEFI ELD: So you could do it by urban
i nfluence codes, for exanple.

MR. KERNS: You could do it by U Cs, indeed.

MR, HACKBARTH. Just so you know, Mary, just to be
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clear, the large urban versus other urban is a statutory
based distinction. It influences the base rates. This is
not an anal ytical breakdown, it is in the statute.

DR. WAKEFI ELD: Thanks for that clarification.

"1l still cone back to ny same point, that | think within
this broad span of rural, what we define as rural, we've got
different categories of hospitals that are doing better and
worse. | went back and pulled our June report, for exanple,
just to |l ook at what our overall Medicare margins, the

di fferences were for exanple between rural referral centers
and other rurals one to 100 beds. Not insignificant
differences. Al of that tends to wash out.

So | take your point, G enn, about statutory. But
|"mal so making the point that | don't think we're concerned
about all urban. W' re not concerned about the well-being
of all rural. But you can wash out those differences when
we aggregate, and that is of concern to ne.

You especially see that when you | ook at
out patients margins, for exanple, between rural referral
centers, again using the widest variation. And small rural
Medi care dependents. You nade a conment that about -- |

can't renenber, Jesse -- about 20 percent of rurals -- or
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that the |largest proportion of hospitals that have a plus 20
percent margin are rural hospitals. That's an inportant
point and it begs the question which ones? 1Is there
anyt hi ng we know about who those are or which ones those
are?

MR KERNS: | can guess.

DR WAKEFI ELD: O you can guess.

My point here is that periodically in the past
we' ve teased out Medicare margins along these categories of
i npatient, outpatient and Medicare overall. And every tine
we do that | think it's really hel pful because it hel ps
focus in on those types of hospitals that are experiencing
the greatest problemand those that are com ng al ong j ust
fine, thank you very nuch. So it's a general point about
di spl ay of data and hel ping informat |east ny thinking.

MR. KERNS: In the March report we'll do anot her
financial indicators data book in the appendi x, so you'll be
able to see all the different rural groups that you like.

| would al so point out that you're talking about
the plight of very small rural hospitals. | brought this up
at the last neeting. Wen we studied these during the June

report, there were between 200 and 300, | think it was |ike
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270 critical access hospitals. There's now over 510.
There's 2,200 rural hospitals total. At this point, nearly
one in four are critical access. They are paid at their
costs for inpatient and outpatient, so they're not going to
have negative margins, nor will they have positive nargins.

DR WAKEFI ELD: And there is that whol e ot her
category of possible that still remain and don't have
speci al protection paynment policy |ike Medicare dependent
hospi tal paynment policy or --

MR. KERNS: Yes, but at this point there are nore
rural hospitals eligible for special paynents than are not.

DR, WAKEFI ELD: So I'mstill saying, if | don't
know what else is going on with those other hospitals --
first of all, I want to know what's going on with those
hospitals, the MDHs, the CAHs, et cetera. But in addition,
what's happening to those hospitals that currently don't
benefit from any particular paynent policy, just |like what's
happening with | arge urban versus other urban. And the nore
we can break that data down the nore precise we can be about
trying to address any particul ar problens that m ght
conprom se access to beneficiary care, rather than al

rural .
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MR. KERNS: | would say that the special paynent
prograns are at |east intended to isolate hospitals that are
i mportant for access, such as the critical access hospital.

DR. WAKEFI ELD:  True enough, they are, and we al so
know that the rest of the hospitals have just been put
t hrough maj or changes shifted over to prospective paynent.
And so with all of those changes, it begs the question
what's happening in ternms of the financial well-being of
t hose hospital s?

They' ve been put through, over the |ast few years,
maj or revanpi ng of the paynment systens that they have to
adhere to. Does it matter? Are they doing just as well?
O even better than they did before? Al of that. See,
feel kind of strongly about this.

DR. REI SCHAUER But, Mary, what if they weren't
doing well? |If we have a programthat says the ones that
are critically inportant for access we'll take care of, and
we change overall paynment policy and the other ones take it
on the chin? | nean, is the function of Medicare to keep
every institution alive?

DR. WAKEFI ELD: Not at all. But part of what

we've just done is change a |ot of the paynent policy to
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prospective paynent. So should we at |east know what's
happening to those hospitals who are experiencing very
significant changes? Thi nki ng about outpatient paynent
policy especially, when we known that for exanple a | ot of
rural hospitals do a | ot nore business proportionately on
the outpatient side than on the inpatient side.

So now we've put themthrough a pretty significant
change in a hold harm ess that's going to be pulled back
before too long, | think 2003. What inpact is that having
or will it have on those hospitals? Al I"'msaying is we're
maki ng | ots of changes. Congress has nade a | ot of changes
i n applying prospective paynent to different parts of
hospitals, and in ny interest of rural hospitals.

What, at |least as a baseline, is that doing to the
margins -- and |I'm nost concerned about Medicare margins --
but the Medicare margins for those facilities?

Then it begs the next question, what do you do
about that once you know it? And is there the possibility
that you've got a decrease in access to health care services
for beneficiaries in certain parts of the country?

But at |east fundanentally, to be able to see

what's happening with Medicare margins for those facilities
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that are going through very significant changes in paynent
policy?

DR. ROAE: Could we see the slides again on the
di stributions?

MR SM TH  Jack, before we do that, | wanted to
rai se a question. Jesse, the distribution doesn't tell us
anyt hi ng about beds. It tells us about facilities.

MR. KERNS: It's hospital-weighted so that a very
smal | hospital is going to have as nmuch of an inpact as a
500- bed hospi tal.

MR SMTH So that if we wanted to get a nore
conpl ete picture of sort of what, given the broad
distribution around 3.8, of where that distribution affects
capacity, at the nonment we couldn't tell that.

MR. KERNS: Not from those slides, no.

MR SMTH Wuldn't it be inportant to know that,
to get at sonme of the questions that Bob continues to raise?
If we know that the distribution of facilities is very
broad, that really doesn't tell us anything about the
di stribution of Iow or high margin beds or capacity.

MR. KERNS: Ckay.

MR SMTH And if we're going to try to pursue
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t he questions that Carol and Jack and others raised this
nmorning, it would seemto ne that would be a critical set of
data. Jack, I'msorry, that's the reason | wanted to

i nterrupt.

| think the distribution material that we have is
not really reflective of the distribution of capacity. It's
sinply reflective of the distribution of facilities.

MR. KERNS: Yes, of the whole nmarket.

DR. RElI SCHAUER: You could do a distribution of
beds here.

MR SMTH Right.

DR. RONE: Could we see the secret slide? Because
|"mnot a statistician but it seenms to ne, in |ooking at
this, that there are at |east a couple of things that cone
out. One is that it really doesn't nake that much
di fference whether it's rural, other urban or |arge urban.
Those three lines are pretty nuch on top of each ot her.

The second is that there is a reasonabl e ambunt of
central tendency toward here. This is a relatively kurtotic
di stribution. Therefore, if we're concerned --

DR REI SCHAUER: A what ?

DR. ROVE: Kurtoti c.
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DR. ROSS: You nean akurtotic, | think.

DR. ROAE: Kurtosis is the central tendency. |If
you had very little on the outside and a big spike in the
m ddl e, that would be nore kurtosis, right?

DR NEWHOUSE: Kurtosis is the fatness of the
tails.

DR. ROAE: Then it's akurtotic. W're going to
| ook this up.

DR. REI SCHAUER Are you going to operate on the
right leg or the left |eg?

DR. ROAE: You know, Bob, you're the only person
in Arerica who still thinks I'ma physician. I'mreally
pl eased.

The point I"'mtrying to make, with a | ot of
interference here, is that there is a central tendency here.
That is, there does not appear to be, at least at this
gl obal level of analysis -- and | agree that we should | ook
at other levels. But | also understand that if we torture
t he data enough they'll admt to anything, so we will find
somet hi ng.

There doesn't seemto be a bul ge anywhere with

respect on the downside of the places really at risk here.
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There's a relatively central tendency here. There's not
this bulge at the extrenes. And it doesn't seemto matter
whether it's a |arge urban area, other urban, or rural.
think that's informative.

MR. KERNS: Could |I nake the point before we go
too nuch further? | think we're getting ahead of oursel ves.
The point of this is to decide whether the total anount of
noney in the systemis adequate. There are distributional
i ssues that are going to cone up. It's a long presentation
Jack Ashby is going to talk about a nunmber of distributional
t hi ngs we coul d do.

When we tal k about the plight of certain groups,
that's getting ahead of the question of whether the overal
anount of noney in the systemis adequate.

MR. HACKBARTH. Good point, Jesse. And | would
like to get to the other points of the presentation. So the
i ssue that Jesse put on the table is is 3.8 percent overal
Medi care margin within the zone of adequacy? | heard a
little uneasiness fromFloyd, sinply based on the fact that
it'"s relatively old actual data that we had to roll forward.
| think that's an anxiety that all of us share on a whol e

ot of topics. [It's not particular to this one.
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Do peopl e generally feel confortable with the
conclusion that 3.8 percent is in the zone of adequacy? |If
so, | would |ike to nove ahead so we can get into sone of
the nore detailed distributional issues.

MR SMTH denn, | guess |'mnot sure because
|"mnot sure that it's evenly distributed.

MR. HACKBARTH: The question here has to do, as
Jesse put it, with the amount of noney in the system W
will address later on whether it's maldistributed or not.

MR SMTH.  But |ooking at margin by facility and

concluding that the nodal margin wth Jack's even

distribution is 3.8 doesn't tell you -- it's not talKking
about nmoney. It's talking about the distribution of margin
by facility.

DR. ROSS: But, David, that's not true. The
pictures are different. The 3.8 is a revenue-wei ghted
nunber. That's dollars in the system The pictures are
facility-weighted.

MR SMTH  The pictures are facility, okay.
That's what | was | ooking for. Thanks.

MR. MJULLER: Just one brief question. There's a

0.5 for both '01 and '02 assunption of cost reduction as a
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result of length of stay reductions in that estimate; is
t hat correct?

MR KERNS: There was a snmall reduction two the
mar ket basket increase in costs.

DR. NEWHOUSE: 0.5 for each 1 percent decline in
| engt h of stay.

MR. KERNS: And it was about 1 percent decline in
| ength of stay, thankfully. | just don't have the spread
sheet here with me, so I'mnot absolutely certain of that,
but theoretically that's what we did.

That was how we trended forward inpatient.
| npatient is about 70 percent of the costs and 75 percent of
the paynents. That nmade a difference of a fewtenths of a
point. At the end of the day, if we gave themfull market
basket, the margin mght be a 3.7. |It's not going to nove
it very nuch

MR, HACKBARTH: | think we're ready to nove to the
next step here.

MR LISK: I'mgoing to discuss the next section
in the chapter, the base rate differential for inpatient
paynents.

In Medicare's inpatient PPS, the base paynent rate
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for hospitals in |arge urban areas -- that's nmetropolitan
areas with over 1 mllion population -- is set 1.6 percent
above the paynent rate for other hospitals, those in urban,
ot her urban, and rural areas.

Now this current paynent differential is the
result of policy decisions that were nmade over a decade ago
when the inpatient PPS was first established. Rural
hospital s had base paynent rates that were 20 percent bel ow
those for urban. For urban hospitals, there was no
di stinction between | arge urban and other urban. Urban
hospitals were all grouped together.

This initial differential was set to reflect
di fferences between urban and rural costs not picked up by
doctors including in the paynment systemat that tine.
Further anal ysis, though, showed that that differential was
too | arge.

Starting in 1988, the Congress nade separate
updates for |arge urban, other urban, and rural hospitals,
effectively creating three separate paynent rates, while
al so substantially reducing differential and base paynent
rates for rural hospitals between | arge urban and urban

hospi tal s.
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Large urban hospitals received hi gher updates at
the tinme because the analysis showed that the higher costs
of hospitals located in |arge urban areas were not fully
recogni zed by the prospective paynent systemat that tine.

In 1990, the base rate for rural hospitals was 7
percent higher than that for other urban. The |arge urban
rate was 1.6 percent higher than for other urban hospitals.
Congress, at that tine though, also decided to elimnate the
differential between rural hospitals and ot her urban
hospitals, keeping that 1.6 percent differential between
| arge urban and other hospitals at that point in tine. So
by 1995, the rural differential was elimnated fromthe
paynent rate.

That's the basic history of where we are today.
That initial 1.6 percent differential was based on analysis
that showed that |arge urban hospitals costs were higher
than the other hospitals.

The capital paynent rate has al so though -- what |
want to informyou about -- there's a 3 percent adjustnent
in the capital paynent rate for |arge urban hospitals.

If we ook at the margin data that Jesse just

showed, and this is the data if we take out the DSH paynents



10

11

12

13

14

15

16

17

18

19

20

21

22

132

and | ME paynents, this is the core base rate nmargin data, |
guess we mght call it. Large urban hospital's margins are
about 4 percentage points higher than other urban and rural
facilities. So this |lends sone credence to the question
about whether the base rates are appropriate in terns of the
current differential. So about half this differential can
be attributed to the current base rate differential, in
terms of the differential in these margins.

Qur further analysis that we have al so does not
support the current differential. Regression analysis we
did on 1997 data, and that's because of the data that we had
avai l abl e and ready to be able to do this and that we used
before, shows no significant difference in costs between
| arge urban and all other hospitals, all other hospitals
being the group of hospitals we are concerned about in terns
of the other rate here. There's no statistical significant
difference here. Basically, their costs are the sanme from
t he anal ysi s.

If we | ook at nore specifically the rural
hospitals, rural hospital costs are likely simlar to |large
urban hospitals in 1999. Qur regression analysis for 1997,

t hough, did show that rural hospitals costs were | ower than
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| ar ge urban hospitals, about 2 percentage points |lower in
1997. But between 1997 and 1999, cost growth for rural
hospitals was 2 percentage points nore than | arge urban
hospitals, and that's information we actually have.

So given those factors, their cost should be
roughly about equal in 1999. Now we can't account for it
because we don't have the data to the present time. Cost
growh for rural hospitals nmay, in fact, even have been
higher. But this data |leads us potentially to the
conclusion for you to make that the differential nmay not be
warranted under the current paynent system

MR. MIULLER: Do you have the nunbers on Medicare
margin or just on Medicare inpatient?

MR LISK: Yes, this is the inpatient margin. The
overall margin, the differential is still 4 percentage
poi nt s.

MR. MJLLER: Overal |l Medicare?

MR. LISK: Yes. That's excluding these nunbers.
And then there's larger differences if you put back the DSH
and t he above-cost | ME paynents.

So that leads us to the draft recomendati on we

had proposed in the report, that the Congress should
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gradually elimnate the differential in inpatient rates
bet ween hospitals in | arge urban and ot her areas.

MR. HACKBARTH. So the line of reasoning here is
that historically the differential was put into | aw because
enpirically there was a difference in the cost. Over tine
that difference has di sappeared, therefore there should not
be a differential in the base rates.

MR LISK: Correct.

MR. HACKBARTH: Commrent s?

MR. FEEZOR: Based on any precedents that we have
recommended, do we try to suggest a tine frane on that? It
says gradually. Over what period of tinme do we interpret
gradually to nean?

MR LISK: | think if you approve this Jack wll
be getting into that sonme in his discussion.

MR. HACKBARTH. Just as a natter of process, what
|'"d like to do is not vote on this particular recommendation
now but proceed through the next section.

M5. BURKE: denn, can | just add, this is just a
| anguage issue. | noticed this earlier and | noticed it
here and there may be history here that | don't understand.

|s there a particular reason that we have to keep
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referencing | ME paynents above costs? | nean, | M paynents
are | ME paynents, whether they are or aren't above costs.

MR LISK: Yes, in terns of how we're talking
about the IME paynents that are directly related to the cost
rel ati onship between costs and Medi care paynents. So we're
putting that as though that's still in the base paynent.

The | ME paynents, though, that are above the
enpirical level, the subsidy is what we're referring to
there. So the I ME paynents above costs, we're just trying
to avoi d using the word subsi dy.

MR. MULLER: But you clarified this norning, it's
above the cost of teaching, not above the cost of | M
Because you use it as residual teaching, because you didn't
put in the other kind of I ME costs. There are costs to
bei ng standby, and all that other stuff.

MR. LISK: Those costs though, in how we do it
t hough, are actually still factored in to what we say is the
enpirical |evel, though. Those costs are captured by the
adj ust nment .

MR. HACKBARTH. So historically what we did was to
exanmi ne the rel ationshi p between teaching and the costs, al

types of costs, and found that those that had nore teaching
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had a higher cost of all type. The enpirical adjustnment was
at one level. The factor witten into | aw was basically
twice that enpirical |evel

And so when Craig uses the term | ME above cost,
he's tal ki ng about the second half of that, the piece above
the enmpirical relationship.

MR. MULLER: But | thought this norning in the
di scussion you were doing this off -- this may be too
technical but if we're going to start using these words --
it was the costs of teaching that you had in your
regression; correct? And the other costs historically
associated with I ME you don't --

MR LISK: It's residents per bed.

DR, REISCHAUER It's residents per bed.

MR. HACKBARTH. And the other variable is all
costs of care.

MR, LISK: Medicare costs. But the other factor
to consider is that when you think about the costs of
teaching, if you're tal king about the direct costs, those
are excluded fromthis cal cul ation.

MR. MIULLER: No, we're tal king about the other

costs for which the I ME adjustnent was intended.
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MR, LISK: That's being picked up, so everything
above the enpirical level is nore than that.

MR. HACKBARTH. So for exanple, Ralph, | think you
menti oned standby capacity. That would be included as a
cost of care.

MR LISK: If they have higher standby capacity it
rai ses their cost of care, that's going to be reflected in
the enmpirical |evel; correct.

DR. LOOP: Currently non-allowable costs are
picked up in that? That's not true.

MR. HACKBARTH: Not non-al |l owabl e costs.

DR. LOOP: Sone standby is non-all owabl e.

MR. HACKBARTH. |I'min over nmy head on that.

DR. LOOP: | think. And teaching hospitals have
nore non-al |l owabl e costs than non-teaching hospitals. |'m
not argui ng about non-allowability. |'m arguing whether

that's really picked up

MR. ASHBY: Just wanted to clarify though that
there's nothing in the rules of allowability that has to do
wi th standby costs. So if maintaining excess capacity
rai ses your costs, by all means that is captured by the

nmeasur e.



10

11

12

13

14

15

16

17

18

19

20

21

22

138
MR. HACKBARTH. Ckay. Are you finished, Craig?

MR LISK: Yes.

MR. ASHBY: |f you agree with the conclusion that
cane at the end of Jesse's presentation, that overal
paynents are adequate, then under our new updating approach
we, of course, have no adjustnment for paynent adequacy. And
in the update we account solely for the cost changes in the
com ng year as nmeasured by CM5' forecast of the hospital
mar ket basket .

Now i n our traditional updating franmework, we
consi dered the cost increasing effects of technol ogical
advances and we expected small cost-reducing effects from
productivity inprovenents. But as we've said before,
| acking ability to nmeasure either very accurately, we are
proposing to assune that the two offset each other. And
that comment, of course, can be nade across any of our
heal th care sectors.

But specific to the inpatient sector, in each of
the last five years we have had a downward adjustment in the
update to account for the effects of past unbundling,
unbundl i ng bei ng defined here as services being shifted out

to various post-acute care settings as the length of stay
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for inpatient stays decline.

Under our new system though, we are inplicitly
accounting for the effects of unbundling as we assess the
adequacy of current paynents, along with the effects of a
host of other factors that nay have paid a role in
determ ning the adequacy of today's paynments. That could
include things |ike market basket forecast error,
productivity changes, upcoding, regul atory changes, and so
forth.

I n theory, though, we could adjust for unbundling
prospectively if we thought that length of stay will fall
again in fiscal year 2003. G ven that Medicare |ength of
stay did decline nine years in a row through '99 and our
prelimnary data suggests that it dropped again in both 2000
and 2001, there m ght be sone reason to think that it, in
fact, m ght happen again.

But we note that the length of stay declines have
been getting smaller. Qur nore recent observations are
based on rather small sanples. And of course we don't, as
yet, know anythi ng about 2002. So we think that it would be
nore prudent to basically wait and see what happens and take

the result of any further declines in length of stay into
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account in assessing paynent adequacy the next time around.
A prediction here woul d be rather dicey.

So that |eaves us with an update equal to market
basket. Wat we would like to propose is that we consider a
set of policy changes that will increase aggregate paynents
by mar ket basket but woul d nake two sinul t aneous
di stributional changes, the first being to take the first
step in phasing out the differential and base rates, as
Craig was just discussing. And the second being to provide
the funds needed to inplenent the rural recomendati ons t hat
we made | ast spring. Those recommendations, of course, very
much still stand. We'll take a | ook at each of those two
changes in the next couple of overheads.

First, the differential. The |egislated update is
mar ket basket m nus 0.55 percent for all hospitals covered
by the inpatient PPS. One way that we m ght structure the
first step inelimnating the differential in base rates is
by raising the update to market basket even for other urban
and rural hospitals, and then |l eaving the |egislated update
of market basket mnus 0.55 in place for |arge urban areas.
That way we're not taking away from what the |arge urban

group woul d be expecting under a law that's been in place
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for the | ast couple of years.

That really speaks to the point that Sheila
brought up at the |l ast neeting, of howdifficult and
potentially contentious it is to inplenent these
di stributional changes. This is, | think, as easy a way to
do it as there could be.

Now t hi s change would cut the differential by
about a third. W in theory could make a forna
recommendati on that suggests a three-year phase-out of the
differential, but we thought that perhaps it would be wi ser
to not make such a formal recommendati on but rather wait
until next year when we will have at |east one and perhaps
two years of additional data to assess where we are before
we then nmake a recommendati on on an appropriate second step.

Then | ooki ng back briefly at our rural
recomrendations, the first two recommendations that we made,
the first two proposed paynent increases for rural
hospitals, would require new noney. The first and main one
was raising the cap on disproportionate share add-on for
nost rural hospitals fromb5.25 percent to 10 percent. The
second was i nplenenting a | ow vol une adj ust nent .

The third recommendation that you see here,
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removi ng sel ect | abor categories fromthe wage i ndex, would
be i nplemented budget neutral. But we included it in our
estimates because it would affect the distribution of
paynments between urban and rural hospitals.

The fourth recomrendati on, which you don't see
listed here, that dealt with the | abor share used in the
wage i ndex. That cannot be quantified at this point in tine
because it depends on the outcone of a CMS study that we did
recommend. But that one, too, would be done budget neutral
and so does not have an inpact on the |evel of paynents as
we' re di scussing today.

So in the next overhead, we show our estimates of
t he inpact of these three recommendations. As you see, it
ranges froma 0.1 reduction for hospitals in |arge urban
areas to a 1.8 percent increase for rural hospitals.

Certainly this represents a fair anount of
coi nci dence, but if you take the three inpacts that you see
here, conmbine themw th the differential update that we
covered a nonent ago, it does on a weighted basis add up to
an aggregate increase of paynents of market basket even
rounded to the nearest tenth percent. That was sort of

convenient and it really was coincidental. Cbviously, we
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were not taking any of this into account |ast spring when we

devel oped these rural recomendations but it does work out

t hat way.

DR. RONE: What's the market basket?

MR. ASHBY: 2.9 percent is the |atest CVS
forecast.

Let's nove on to the outpatient update then.

MR. HACKBARTH. W may have sone di scussion of
t hat .

MR. ASHBY: (kay.

DR ROAE: | just want to get to Allen's point,
t he question about the timng. This seens perfectly
reasonable to ne, |I'msupportive of all of this. Based on
the way this works and the experience and everything el se,
do we have any sense that it's better if you're phasing
sonmething like this out to do it over a |onger period of
time, a shorter period of tine, to front load it, back | oad
it? | mean, how does it work? What's the best way to do
t his?

DR. REISCHAUER | was going to say that | thought
Jack said that we weren't making a recomendation, in a

sense, to phase it out conpletely or we weren't effectuating
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that. W were just going to do sonmething that woul d reduce
it by a third.

DR RONE: W're taking a third out the first
bite. | guess ny question is does that seemlike a
reasonable -- is that the way to do it?

DR. NEWHOUSE: Do you think you' d want to take out
nore or |ess?

DR RONE: |I'mjust asking. [|'magnostic. |'m
just wondering how it usually works.

DR. REISCHAUER | think Jack's point is the right
one, which is you don't want to surprise |arge urban
hospitals by cutting their paynments bel ow what they had been
anticipating. And it just sort of happens to work out well
this way.

DR. ROWNE: | under st and.

MR. ASHBY: The other point that | think shouldn't
be forgotten here is this all does add up to an aggregate
i ncrease in paynents of market basket, which is what we say
is associated with our finding that paynents are adequate.
If we put two-thirds of the -- getting two-thirds of the job
done here, then we woul d exceed the aggregate increase.

DR. NEWHOUSE: But | think the general answer to
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Jack' s question about how fast is governed by how big the
redi stributional inpact is and therefore how nuch you have
to protect people.

DR. RONE: This sounds perfectly reasonabl e.

DR. LOOP: I'mnot quite sure | understand why
we're doing this. The rurals are about half of al
hospitals. And it's a big mx of hospitals, big, small
Some of themare highly profitable and sonme are very poor.
"' m not sure we know t he uni ntended consequences here of
t aki ng noney away fromthe urbans and giving it to the
rurals.

M5. BURKE: But | think this scenario --

DR. REI SCHAUER  Yes, relative to current |aw, you
aren't taking noney away fromthe |arge urban. You're
gi ving them what the current |aw says, but our overal
recommendation is that the aggregate update be higher than
current law calls for. And we're saying where's that extra
going to go? And it's going to go to the rurals and the
ot her urbans.

MR. HACKBARTH. And we do know that on average
t hose two categories have significantly | ower margins. Now

Wi thin those categories there's variation. But that's a
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probl em we' re al ways plagued with. W've got these broad
policy categories and the real world is nore conplicated.

MR, MILLER | want to just confirmthe answer to
that | think maybe Craig gave before. The overall Medicare
margin is still a four point spread between the categories
of | arge urban versus other urban and rural once you take
the DSH and the IME half out. So in a sense, the
differential goes beyond just the DSH and | ME poli cy.

MR. ASHBY: That's right. | think that's the key
point. Even putting the DSH and the | ME aside and deal i ng
wi th them as subsi dies, when you | ook only at paynents for
Medi care services there still is this four percentage point
differential. The reason for that would be el usive, given
that there are not cost effects.

MR. HACKBARTH: Part of it's related to the fact
that there's a base rate differential.

MR. ASHBY: Exactly.

MR. HACKBARTH. We're saying there's no basis any
| onger for that.

MR. ASHBY: But | nean the justification for it
woul d seemto be elusive, particularly given that there are

not cost differences between these groups.
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DR. RONE: But even after you correct for this,
there's still an extra 2.5 percent.

MR. ASHBY: Right. But if we're |ooking for
symmetry, 1'l|l offer the possibility of some symetry com ng
down the Iine. And that is that we have a fix to the wage
index that's already to be inplemented. | think it wll
probably happen in 2005. And that will likely elimnate the
additional differential that you see. There's about two
percentage points left.

Most likely, that will disappear when the m x
adj ustment goes into effect. Fromwhat little we know from
past analysis, it's about those proportions.

MR. HACKBARTH:. Sheila, did you get your point in
earlier?

MS. BURKE: Yes.

MR. HACKBARTH. Any other comments? Ready to nove
on to outpatient then? Just so people don't get lost in the
conversation, we do have a series of recommendations that we
will come back to and vote on one by one. W wanted to get
all the pieces on the table first.

DR. WORZALA: (&ood afternoon. Let ne start ny

di scussion by giving you an idea of the nagnitude of
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out pati ent spending. Spending on the outpatient PPS is
projected to be $19 billion in cal endar year 2003. So each
per cent age point change in the base paynent woul d change
paynments by about $190 million. That's to just give you an
order of magnitude.

As requested at the |last neeting, here are the
margi ns for hospital outpatient services. As you can see,
all hospitals report |arge negative outpatient nargins.
However, these margins are difficult to use a neasure of
financi al performance. W suspect that hospital accounting
practices resulted in considerable shifting of costs to the
out patient sector because it was, until recently, paid on a
cost basis. This is one of the reason we noved to | ooking
at overall Medicare margins rather than sector-by-sector
mar gi ns.

In addition, previous paynment policy paid only a
percentage of costs, making a positive outpatient margin
i npossi bl e.

For these reasons, we tend to | ook at outpatient
mar gi ns for assessing differences across groups rather than
to determ ne absol ute financial performance.

That said, we can see that the estimted margins
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in 2002 show an inprovenent over 1999 under the assunptions
that we have made. This is due prinmarily to the
transitional corridor paynments that added new noney to the
out patient sector. As you can see, rural hospitals benefit
di sproportionately fromthe corridors due to their hold
harm ess status with a significant inprovenent in their
aver age nmargin.

The nodeling included only the inpact of corridor
paynents to be received in 2003. So these margins do not
i ncl ude ot her new sources of noney received during 2000 and
2001 and 2002. The reason we did it that way is because
these are additional paynments that would not affect the base
and since our update decision is concerning the base paynent
rate we did not include additional paynents that weren't
built into the base.

And here we're tal king about the transitional
corridor paynents and al so extra paynents received due to
i npl enentation of the pass through in a fashion that was not
budget neutral. So both of those things would have
i ncreased paynents in the intervening years but are not
nodel ed in these margins. So | think we can say that these

margins in some ways despite their very negative nunbers,
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understate financial perfornance.

This slide lays out the factors we considered in
maki ng the update reconmendation that you will consider.

G ven that we concluded paynents to hospitals are adequate
as a first step, we make no adjustnent to the update for
paynent adequacy.

Then, consistent with our anal ytic approach, we
use the expected change in input prices as neasured by the
hospi tal market basket as our base. W then consider the
extent to which other factors are likely to make a
significant and nmeasurable difference in costs or paynents.

In the outpatient sector the cost of technol ogical
advances are accounted for directly, both by the new
t echnol ogy APCs and the pass through paynents. The new
technol ogy APCs result in new noney for each service
provi ded and do not therefore need to be taken into account
in the update.

The pass through paynents, however, are neant to
be budget neutral. Assum ng that budget neutrality will be
mai ntai ned in 2003, these costs should be considered in the
updat e process. However, we have very limted ability to

forecast these costs. Therefore, as we've done sort of
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across sectors, we assune that cost increases due to
technol ogy are approxi mately bal anced off by increases in
productivity.

However, we think this is a conservative
assunption for outpatient services that is likely to go to
the benefit of hospitals. This is both because many
t echnol ogi cal advances will conme in through the new
t echnol ogy APCs and al so because both CVM5 and industry
sources predict a limted nunber of pass through
t echnol ogi es to be approved in the com ng years. Therefore,
t he new technol ogy costs may actually be | ess than what the
productivity inprovenents would be. However, again, we have
very little information to quantify that so we chose not to.

Finally, we considered the effect of inplenenting
a new paynment system The outpatient PPS was put in place
i n August 2000 and, of course, hospitals incurred sonme cost
to revise billing and information systens, train staff, and
adapt to the new paynment system Mst of these costs should
be absorbed by 2003 however.

On the ot her hand, the new payment system may
provi de hospitals with both a tool and an incentive to exert

better cost control. Inplenentation of the inpatient PPS
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showed that hospitals tend to rein in costs in response to
prospective paynent and the uncertainty of a new paynent
system Again, we can't quantify these things so we nake no
assunpti on.

A final issue to consider in regard to
i npl enenting a new paynent systemis the effect of inproved
codi ng on paynent. The outpatient PPS provides hospitals
with an incentive to code correctly. W may therefore find
paynents increasing in the first years of the systemdue to
an increase in the reported case-mx that is due nore to
codi ng i nprovenents than to changes in the services that are
provided. So they're not actual case-m x changes, it's just
reported case-m x changes.

We would think that this would | ead to paynents
bei ng greater than costs, but again we can't estinate the
net inpact. So that's sonething that we'll want to try and
measure in the future but at this point in tinme we nmake no
assunptions on the point.

So after looking at all these factors we concl uded
that mar ket basket is the appropriate update recommendati on
for the outpatient PPS and, as it turns out, this conclusion

is consistent with current | aw which gives the Secretary the
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authority to set the update based on the market basket,
barring additional |egislation.

| have drafted two recommendati on options for your
consideration and they are nutually exclusive. The first
one sinply states our conclusion and directs the Secretary
to update outpatient paynments based on the narket basket.
The second one acknow edges that this is consistent with
current |law and states that the updates and current lawis
adequate. It's sinply a wording difference and one or the
ot her recommendation is sufficient.

MR. HACKBARTH. Do you want to conment, or
Murray, do you want to comment on the relative nmerits of the
two approaches? Wiy did you see fit to offer an option
here? | was expecting one along the lines of the first.

DR. WORZALA: The first is our process and it's
our conclusion, but I think previously we' ve been hesitant
to make a recommendation that says do what's in law.  Sort
of |ike saying obey the speed limt or sonething |ike that.
| think it's purely up to you. W certainly did follow a
process. W didn't start with current |aw as the objective
and shoot for that target. W followed our process and it

cane to that conclusion. So | think it's conpletely up to
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you.

MR. HACKBARTH: So as | understood what you said,
Chantal, in several different instances we nmade assunptions
that were favorable to hospitals in the absence of
i nformation, recognizing that under our paynent adequacy
approach if in the future we find that paynents are high
relative to costs we can nake a recomendation at that point
to conpensate for any overpaynent.

DR. WORZALA: Yes, | think that's the idea.

MR. MJULLER: Just a question. But in ternms of the
paynent adequacy franmework that we' ve been adopting the | ast
few nonths we're saying, even though on the face of it the
paynents aren't adequate by being mnus 17, we're using the
i npatient margins being higher as a kind of way of saying
therefore it's okay to have i nadequate outpatient rates?

MR. HACKBARTH: What | understood was in fact we
t hi nk those nunbers are skewed, they're an artifact of
accounting and they're not the real economc profitability
or unprofitability of outpatient services.

MR. MULLER: | don't think anybody's arguing
there's a 17 percent skewing. Are we arguing that?

MR. HACKBARTH. Actually, | think people are
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arguing that, just that. Does a staff nmenber want to
address that?

DR. REI SCHAUER:  Presunably, if we're m snmeasuring
on one side, underestimating, we're overestimting on the
other. And so that's why we | ook at total Medicare margins
and we say well, they're 3.8 so on the whole we shoul dn't
| ose sl eep tonight.

MR. MILLER: | agree with the way you posed it,
but that's different than saying there's a 17 percent
skewi ng on cost reporting.

MR. ASHBY: But, Ral ph, the only evidence we have
suggests that there is a skewing on cost reporting of about
t hose proportions. Now granted, the study is 10 years ol d,
but 1'mnot sure that the world has changed dramatically
froma cost accounting view But the finding was at that
point that the outpatient costs were -- the actual raise was
15 to 20 percent overstated, which would | eave the inpatient
rate at about 4 percent or so understated.

DR. RONE: | think one other consideration here is
that -- I"'mnot sure | conpletely agree with Bob about the
fact that that's why we look at total. And what you | ose on

t he peanuts you nmake on the potato chips. There's sone
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accounting -- funds are being noved around, costs are being
nmoved around here. So we take care of that by -- | think
that's right and reasonabl e.

But we should at least all be aware that there is
a lot of variability across institutions and a | ot of
i ndi vi dual hospitals have very little outpatient and ot her
hospitals tend to have very |large outpatient, particularly
in rural areas or in urban areas of underprivileged
popul ati ons, underserved popul ati ons where there aren't as
many practitioners in the comunity.

If you go to Harlem there are very few doctors
working in the conmunity and nore care tends to be delivered
in outpatient departnents of hospitals, et cetera, et
cetera. So | think there are these differences.

DR. NEWHOUSE: But if you have a bigger outpatient
department you can shift nore of your costs there. |[f you
don't have an outpatient departnent you won't have cost
shifting.

DR. ROSS: Just briefly, to address Ral ph's point.
| wouldn't phrase it quite that way, that we say it's okay
to observe these large differentials, even stipulating to

t he anobunt of cost allocation that nay have occurred. But
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we don't yet have a strong case to nake on exactly how woul d
we correct it for any underlying differences? W don't want
to dramatically underpay for a particular service because of
vari ations across facilities. And we don't want to
dramatically overpay for other services. But we don't have
t he evidence to suggest any precise kind of adjustnents.

MR. MIULLER But | think that's the argunent --
whet her one uses Jack's netaphor or sonebody else's -- that
the inpatient margins cover a mnus 17 and outpatient is
one, that people roughly cone to sonme rough sense of justice
about .

| f on the other hand, in one of the prior pages,
we're | ooking at starting to make differential adjustnents
in inpatient recommendati ons because "they're a little
hi gher” then that starts affecting how one things about the
bal ance with outpatient. W' re using those higher inpatient
margins, in a sense, to cover the | ower outpatient prograns.

MR. HACKBARTH: The previous di scussion was based
on overall Medicare margins and differences between | arge
urbans and other urbans and rurals, not just the inpatient.
Just to be clear about that.

So it's not a case where we're | ooking at the high
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inpatient margin of a large urban and ignoring their |oss on
out patient and saying there should be redistribution based
on the inpatient margin. W |ooked at the overall nargins
and saw that they were significantly higher and that there
was no basis enpirically for a differential and said we
ought to start to elimnate.

Questions or coments? Ckay, let's proceed to
voting on the recommendati ons then.

Actually while I'"'mthinking of it, we do have the
two options for the outpatient. Option one, | think, is the
one we will vote on, the nore straightforward | anguage.

So our first draft reconmendation is on the
gradual elimnation of the differential in inpatient rates.

Al'l opposed?

Al in favor?

Abst ai n?

On this recommendation, all opposed?

Al in favor?

Abst ai n?

And on outpatient, all opposed?

Al in favor?

Abst ai n?
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kay, thank you. | think what we'll do is proceed
to di scuss paying for new technology in the outpatient PPS.
Wel conme back, Chantal. W missed you, you were gone so
| ong.

DR WORZALA: Dan and | are here to discuss how
Medi care pays for new technology in the outpatient setting.
|"mgoing to very briefly summarize the issues, which we've
presented before. Dan will then discuss how we propose to
address those issues and present a draft recomendation for
your consi derati on.

Medi care has an obligation to ensure beneficiary
access to needed new technol ogy by paying adequately for it.
However, it's difficult to set paynent rates for new
t echnol ogy because there is very little data available to
determ ne costs. And the two basic paynent approaches we
use, bundl ed paynent and cost-based paynent, are both
i nadequate. A bundl ed paynent has the potential to limt
di ffusion of new technol ogy by underpaying for it at the
mar gi n. However, a cost-based paynment has the potential to
i ncrease use of technol ogy unnecessarily, |eading to excess
spendi ng and possi bly i nappropriate use.

This is a problemfor Medicare in all of its
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paynent systens and, as we discussed at the |ast neeting,
it's also a problemthat can be extended beyond new

technol ogies to those for which Medicare is the only or the
maj or purchaser. However, we propose to address only the
treatment of this issue in the outpatient PPS at this tine.
W recogni ze that the Commr ssion may wi sh to explore the
issue and extend it to other areas in the future.

The outpatient PPS tried to address the issue of
how to pay for new technol ogy i nputs by inplenenting the
pass through paynents which are nmeant to cover the
i ncrenental costs of new technol ogi es when they are used.
However, the paynment mechani snms that are used have the
potential to |lead to overpaynents. By paying hospitals
charges reduced to costs for medi cal devices, the system
provi des incentives for manufacturers and hospitals to
increase their prices and charges. And by paying 95 percent
of average whol esale price for drugs and bi ol ogi cal s,

Medi care generally pays nore than hospitals' acquisition
costs for these products.

Overstated charges will also lead to distortion of
relati ve wei ghts when the costs of pass through itens are

i ncorporated into base paynents. Services using pass
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through itenms will be relatively overpaid while other
services wll be relatively underpaid.

At the last nmeeting we presented three options to
address these issues. Taking into account your discussion
of those options and conments by others, Dan will now
present our thoughts on how to address them

DR. ZABINSKI: After considering the
commi ssi oners' coments on the options we presented at the
Decenber neeting, Chantal and | have concluded that the best
course of action is to base pass through paynments on
nati onal payment rates. For devices, this would include a
fee schedule with national rates which would repl ace the
current hospital-specific paynments. For drugs, the
Secretary should be allowed to base paynents on alternatives
to average whol esal e price or AW,

Using national rates like this would reduce the
potential to overpay for pass through technology. This is
because the fee schedule would elimnate hospitals’
incentive to raise charges for devices which is present
under the current nechanism Also, the Secretary woul d have
t he opportunity to base pass through paynents for drugs on

alternatives to AWP that better reflect what hospitals
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actual ly pay for drugs.

An i ssue we enphasized that Chantal touched on
earlier is that good data for setting fee schedule rates are
very difficult to cone by. After all, one of the reasons
that the pass through systemexists is because CV5 did not
have adequate cost data on new technol ogy to incorporate
theminto the APC base paynent rates.

Chantal and I, as well as others on the MedPAC
staff, have considered several possibilities for setting
rates. W believe the best option is to use manufacturer's
estimates of how nmuch hospitals will pay for new technol ogy
net of any discounts or other reductions. This information
could be used in place of AW for drugs, as well as in a fee
schedul e for devi ces.

We recogni ze that this would give manufacturers an
incentive to inflate reported costs, and there's nothing in
t he pass through systemthat woul d danpen this incentive.

For exanple, if the pass through technol ogy had to pass a
cost benefit test, then there would be |ess incentive to
inflate reported costs. But no such criterion exists in the
pass through system

However, CMS could audit the cost estimates for
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manuf acturers to reduce this problem Furthernore, this
option does have sone advantages. First, there would be
l[ittle additional burden on CMS because manufacturers are
already required to include this informati on on applications
for pass through eligibility.

Second, hospitals would have no incentive to
infl ate charges, which they have under the current
mechanism Therefore, CM5 woul d have better data when it
folds the costs of new technol ogies into the base paynent
rates after pass through eligibility is used up.

Finally, this option would introduce consistency
wi th how pass through paynents are determ ned for inpatient
care, which have an upper limt on the prices paid by
hospital s as reported by manufacturers.

Finally, we have drafted this recommendati on that
reflects our analysis of the issues in the pass through
system and the issues that the conmm ssioners have rai sed at
previous neetings. |In particularly, we believe that
Congress shoul d repl ace hospital -specific payments for pass
t hrough devices with national rates to be set by the
Secretary. Also, the Congress should give the Secretary

authority to consider alternatives to average whol esal e
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pri ce when determ ning paynents through pass through drugs
and biologicals. That's it.

DR. NEWHOUSE: | amreluctant to accept that this
is the best option. Essentially the argunent is that --
first of all, we're going fromcost-plus basically to cost.
The whol e thrust of policy here in the |ast 20 years has
been to try to get rid of cost reinbursenent. And for us to
now recomend that here is very hard for me to swall ow.

| suggest the followi ng nodification. It seens to
nme where the problemwi th having this in the APCis the
greatest is where, first of all, there's a substanti al
dol I ar anmobunt for the drug or device. So that if the
paynent for the APC is $500 and this piece of technol ogy
costs $500 it's going to be hard to get it in. |If it costs
$15 it's probably not a big deal.

And secondly, where the Medicare market share for
this product is high, if it's not high then CM5 can observe
what's going on in the private market and just pay that.

So | think rather than pay cost it would be better
to say leave it in the APC. If you want to, put an S&TA in
the APC to cover this, just like we do in the PPS. Except

when the dollar anobunt is above X and the share i s above Y.
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Now what X and Y are, | don't think I'd want to say now
W t hout seeing sone distributions.

And then, in those cases, | think I would try to
set the fee based on sone return to equity for that product.
But the intent would be to try to mnimze the nunber of
cases when | have to do that.

M5. BURKE: Joe, don't you create the incentive to

go to X?

DR. NEWHOUSE: Don't you what?

M5. BURKE: First of all, | don't disagree with
your prem se, but A | wonder how conplicated we can expect

a relatively unsophisticated systemto get in paynent. But
B, a nodel that has you setting an X and a Y just assunes
everybody is going to nove to X if they can.

DR. NEWHOUSE: Depends on, particularly if | don't

nodel the -- I'mnot sure it does. [|'mthinking of devices
that are pretty specific to the elderly, or drugs. 1In
Medi care erythropoietin would be the extrene case. |If |

have a device, a disposable of sone sort, that's probably
not very elderly specific and |I'm probably not going to take
it off the non-elderly market just to get to X

M5. BURKE: So in that case you' d go to the
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market, | understand. |It's the non-nmarket base that when
there's not another market, when you're essentially creating
a market and essentially setting anything above -- it's the

old if it was below $50 mllion it was a rounding error. W

used to star it. It was like well, what's the nunber? The
number is $15. GCkay, well I'mat $13.50, |I'mgoing to nove
to $15.

In setting the market if you set an arbitrary
nunber, it seens to ne, you create an incentive for people
to nove --

DR. NEWHOUSE: That's why 1'd want to | ook at the
distribution. You may get some ganming in the nei ghborhood
of X. But the alternative, to ne, is even worse. Then why
don't | just mark up ny price a whole lot and take it to the
bank?

MR. HACKBARTH. |'mgoing to need to go back for a
second because | think I'm confused. The option that's been
recommended by the staff is manufacturer's estimtes of what
a hospital is paying net of discounts. | assune that's
private patients as well as Medicare patients. So it's what
hospi tal s have been paying for these devices regardl ess of

whether it's going into a Medicare patient or a private
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patient, right?

DR. NEWHOUSE: That was true when we had cost
rei nbursenent for all hospital costs.

MR. HACKBARTH. So where there's an active private
mar ket, those rates that they pay may be influenced by
pressures from managed care, hospitals who are sayi hg we
can't afford to pay a lot for this device because we're not
getting a lot fromthe health plan. So there's some narket
pressure to hold those rates down.

And you're worried not about that case, Joe, but
about the case where these are pretty specific to Medicare
beneficiaries and there's not nmuch market pressure?

DR. NEWHOUSE: That's right. But upstream of that
|"mworried about -- we probably first ought to decide
whet her we want to pay on the basis of cost. Maybe you
can't decide that w thout saying what is the option that
you' re going to pay under

MR. HACKBARTH. \What gets us into this
conversation, as | understand it, is we don't have any data.
And so we're grasping for sonething to hang our nunbers on
and sonet hing that can be adm ni stered, as opposed to the

hospi tal -specific charge-to-cost rations, the staff is
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suggesting let's |l ook at what was actually paid.

| don't think with any pretense that it's perfect,
but perhaps better than the cost-to-charge ratio.

MR. MULLER | understand, Joe, to use the anal ogy
to the inpatient program which I think you made, and using
your X and Y categories, you're basically trying to reduce
t he nunber of exceptions so it becones nore of an outlier
policy in the inpatient program |In part, because |I'malso
assum ng that under the current law that it's all budget
neutral, then in that sense having fewer exceptions is what
you' re | ooki ng at here.

DR. NEWHOUSE: Yes. The other difference with the
i npatient side, as has been brought out in the earlier
di scussions, was frequently these kind of costs are going to
be larger relative to the paynent for the category than they
are on the inpatient side, so the deterrent to not put it in
there will be correspondingly greater.

MR. HACKBARTH. So, Joe, are you suggesting that
for the devices that are used by private patients as well as
Medi care that there not be any pass through at all? That
they be i mediately incorporated in APC rates?

DR. NEWHOUSE: Yes, or that we do what we do on
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the inpatient side which we've put an add on into the APC
rates for sonething that's called new technol ogy. But
that's just global because we can observe a price there, or
we wll shortly, and that's about what we shoul d pay.

M5. BURKE: But, Joe, arguably the difference
between the inpatient and the outpatient is what it is,
which is on the inpatient side you have a nuch bigger
buffer. But on the outpatient side you're going to have a
far narrower buffer. So that incorporating it in a general
way into the raid may still |eave such a disincentive for
the incorporation of the new technology in the short term as
to be at odds --

DR. NEWHOUSE: That's why this quasi-outlier
schenme needs to be quite a bit bigger, | think, than it
woul d be on the inpatient side.

DR. WORZALA: On the issue, | don't know what we
coul d do about Medicare share. | guess we could ask
manuf acturers to tell us what they expect the market to be.

On the issue of a dollar, we did sort of talk a
fair anount about setting a dollar threshold. And if | can
direct your attention to our briefing papers, there's a text

box on eligibility for pass through status that begins on
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t he bottom of page seven and continues on page eight. The
clinical criteria for a pass through itemon the outpatient
si de have been tightened considerably in a final rule

i ssued, | believe Novenber 2nd of last year. That is
descri bed on page eight.

On page nine, all the way at the bottomare the
cost criteria. Wat are currently in place by CVM5 are al
rel ative cost criteria. There is no actual dollar amount
threshold. W did contenpl ate whether or not we woul d want
to introduce the notion of a dollar amount threshold, but we
had this problemthat Sheila raised of well, once you state
a cost how about that, everything costs that or nore.

And then there was this issue of how do you
actually update it over tinme? | expect you can collectively
t hi nk of ways around those and we would certainly be willing
to hear it.

But et me just clarify what the existing cost
criteria are. Again, these are all relative. The first is
that the average cost -- and again we're tal king about
categories here, this becones nothing but nore and nore
conplicated. This is on the device side and we have

categories of devices, so it's not a single itembut it's
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multiple itenms that serve the sanme purpose.

So the estimted average reasonabl e cost of
devices in the category nust exceed 25 percent of the
paynment amount in the applicable APC. So it has to
represent at |least a quarter of the total estimated cost.

And then the estinated average reasonabl e cost of
devices in a category nmust exceed the cost of the device it
repl aces by at |east 25 percent. So new technology is 25
percent nore expensive than old technol ogy.

And then the final is that that 25 percent
difference represent at |east 10 percent of the base paynent
rate.

So it is true, for exanple at the nonent we have
catheters as sonething eligible for pass through paynents,
just reqgular catheters used during surgery, inplenented and
taken out. That is a relatively |Iow cost item where you can
actually have a ot of things comng through and they
probably shouldn't be com ng through the pass through. But
given the revised clinical criteria, | doubt that that sort
of thing will be comng up for eligibility in the future.
And it's likely -- | can't say this for sure -- but given

these relative criteria it's likely that nostly only very
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expensive itenms will go through

And again | actually do have a hip pocket slide
that is a recommendation that says put in place a dollar
anount threshold. W can certainly go down that road but |
wanted to | et you know both what the current criteria are in
terms of cost and al so sonme of the issues surrounding
i ntroduci ng that.

DR. NEWHOUSE: May | respond to this? First, on
how to estimate the share. | would actually | think have a
panel of MDs say to what degree is this device going to a
di sease or diseases of the elderly. You' re going to make
some nmi stakes, but as a rough cut you'll probably get it
where it's basically nostly elderly.

On Sheila's issue, which you also raised, of if |
set a dollar threshold | raise it so everything is at the
threshold. | think that applies to the share, as well. So
| don't see that the share gains.

On increasing it over tinme, | would in fact index
it to probably the CGDP deflator, but you can put in some
ki nd of indexing on a dollar anount.

DR. ROAE: | thought | understood this, but the

nore we discuss it the less clear | am Let ne just nake
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sure that | got this wong, because | want to make sure |
got this wong.

If I ama person who nmakes a device that is of
particular use for the elderly and relevant to a certain
APC, and the APC cost is $400, and ny device costs $50, the
hospital has to eat it. But if |I increase the price of ny
device to $125 then it's a pass-through. The hospital
doesn't have to eat it and | get paid directly by Medicare.
Is that right?

DR. ZABINSKI: The hospital pays you, the device
manufacturer. The hospital gets an increased paynent.

DR. RONE: But Medicare is paying nore, the

incentive is to increase the thing so that it gets to the

pass-through. 1'mwong in as nuch as | don't get the check
from Medicare, | still get the check fromthe hospital. But
l|"mright --

MR. MIULLER  The check goes to the device, it
doesn't go to you. | mean, you countersign it and nove it
on.

DR. ROAE: | understand, but the incentive is to
dramatically increase the price to get it above the

threshold for being a pass-through. It saves the hospital



10

11

12

13

14

15

16

17

18

19

20

21

22

174

nmoney, which is fine. But increases the Medicare programs
cost.

MR. MJULLER: No, it doesn't because first of all,
the APCs becone budget neutral so they get recal cul at ed.
Maybe not in your hospital --

DR RONE: But I'mripping off the system is ny
poi nt .

MR. MULLER: The $125 you pass on to the device
manuf act urer.

DR ROWE: But |'mthe device manufacturer.

MS. BURKE: Jack, here's the alternative. You
create a device, the device costs $125. The APC is $400.
We don't adjust it. It's a new device we've not seen
before. The APC doesn't have it in the base cal cul ati on.
And we can chose to eat it or not use it. That's the
al ternative.

DR. RONE: |I'mnot attracted to that either, but
you under stand what |'m sayi ng.

DR. NEWHOUSE: But if the device has a relatively
| ow Medi care share, the hospital is probably going to stock
it for the non-Medicare market. It will probably then

filter in.
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There's no good answer here. Chantal is certainly
right about that. The issue is what's the |east of evils.

DR. REI SCHAUER So we don't worry about that.

Now what are we doi ng about the one that has a high Medicare
share? What's your answer again?

M5. BURKE: He's going to set a price.

DR. REI SCHAUER But the price is going to be an
absolute dollar level, |ike $75, as opposed to X percent of
t he APC?

DR, NEWHOUSE: Yes.

M5. BURKE: That's what he's proposing.

DR. REI SCHAUER. Way shouldn't it just be X
percent of the APC? It strikes ne that if it's $75 --

DR. NEWHOUSE: Suppose the APC is $10, 000.

DR REISCHAUER: So it's easier to swallow $100
device in a $10,000 rei nbursenment than it is in a $400
rei nbursenent, fromthe standpoint of the hospital

M5. BURKE: Then it won't neet the threshold.

DR. REI SCHAUER: |'m just saying why do you need
two things? | would think that what you would want to have
is -- big depends in a sense or on how big it is relative to

the paynent the hospital is getting. That's all.
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DR. ROWE: But if there's a $10,000 paynent --

let's use the extrene exanple. And I'mstill making ny
device, |I'mnow a device manufacturer. And it's $100 device
but | decide to charge $2,550 for it instead of $100. It
makes the pass-through, | get paid all that, and that's
outrageous. And if there's a sole source and doctors really
want to use it, that is what's going to happen. So we've

got to avoid that sonehow, Bob

MR DEBUSK: Manufacturers don't do that, Jack

[ Laught er. ]

DR. ROAE: | withdraw ny concern.

DR REI SCHAUER  There is a Defense Departnent
toilet seat threshold, and even Pete with a straight face
woul dn't charge $2,500 for this $100 device.

DR. RONE: Then | don't have a problem If
everybody's confortable wwth it, fine. | just was |listening
to what | was hearing and | was concerned that there was
going to be this incentive to raise the prices.

MR SMTH O course you're right. And Pete,
with all due respect, in this closed narket if you' re sent a

signal that X is okay, that's what you'll charge. It
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doesn't seemto ne that either the percentage threshold or
the dollar, Joe, get us over that. W are setting a floor
for a bunch of devices that we don't know about, that we
don't know how nmuch they cost, but we can tell you what the
price is going to be in Medicare-dependent markets.

DR. NEWHOUSE: Renenber, if you get over the
t hreshol d, HCFA sets the price. |It's not your price
anynor e.

MR HACKBARTH. But on what basis?

M5. BURKE: Joe's viewis CMS sets the price.

DR. RElI SCHAUER: You get over the threshold with a
$2, 500 price and the HCFA cones back and says $1007?

M5. BURKE: Yes, that would be about right.

[ Laught er. ]

DR. REI SCHAUER: | don't know why you have to have
the dollar value, is all |I'm saying.

DR NEWHOUSE: I'mtrying to mnimze the anount

of price setting that's going on. You' ve got to neet two
tests. Even if | have a 70 percent share, if it's a very
small cost I'mnot too worried about the incentives to adopt
it. That's why |I've set the dollar threshold.

But you can have one threshold, you'll just w nd
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up setting nore prices that way.

MR, HACKBARTH: But in the case of sonething, Joe,
that comes in under the threshold, it's got to be
incorporated in the APC. You still have to have a nunber
there, don't you?

DR NEWHOUSE: No.

MR. HACKBARTH. You just eat it.

DR. NEWHOUSE: You just swallowit. You treat it
i ke you do the inpatient side.

M5. BURKE: And it happens over tine.

DR. NEWHOUSE: Then over tine you'll get sone
nunbers and you can feed it in.

M5. BURKE: It's the extraordinary entry that's
the issue, not the routine integration. |It's the
extraordinary entry, a new event at a particular tinme that's
significant enough to deter its use if, in fact, it's not
accommodated. That's what Joe's concerned with. What's the
outlier, is the issue? 1It's not the routine that we adjust
for over tinme.

MR SMTH But | think Jack's imtation of Pete
suggested that if there is a trigger, we're going to have

nore prices at that trigger. | don't think we know anyt hing
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t hat suggests that that isn't true.
MR. DEBUSK: And conpetition conmes into play. Can
we back up just a mnute and get just a little bit nore

grounded. Let's go back and | ook how we got into this $1.7

billion over the allocated 2.5 percent of the $17.5 billion.
Chantal, that was done very well, the chapter on this, in ny
opi ni on.

You know, you go back and | ook, we come along with
BBRA, BIPA, and we try to put nore dollars into a bad
situation to try to make up sone of these dollars to keep
that hospital alive, especially with the outpatient piece.
And we kept reaching back and taking devices out of what was
already figured in the rates in '96, and we pulled them
forward and started paying for themas if they were new
t echnol ogy.

And there were two or three inputs, and we j ust
drove that cost way up. And then you know the results we
got and so now we're addressing that.

| think, when all of this goes back into the APC
code this fall, and we truly | ook at new devi ces going
forward, it's not going to be that bad. | don't think

there's that big of an issue.
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Now going forward, | sort of |ike the comrent
here, pass-through devices with national rates to be set by
the Secretary. O course, there's multiple things that cone
into that, but they're in a far better position to go
forward and deci de what sone of this new technol ogy, like
some of these stents that we tal ked about briefly last tineg,
which is quite expensive. But this is trenmendous new
technology that all of us are going to want if we're
requiring something of that nature, and these pacenakers and
what have you.

But they will be in a lot better position to | ook
at that, to address what Medicare should pay for that, |
woul d think. | think this recomendation is put together
pretty well.

But there's always going to be this issue that
Joe's tal king about here. How do you keep that target from
bei ng set up here and saying here's the target, so
everybody's going to go to the target?

MR. HACKBARTH. So let ne see if | can sumarize
what |'ve heard. There seens to be agreenent between the
i ndustry and CM5, as | understand it, that the huge bul ge of

t hi ngs com ng through the pass-through that happened this
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year isn't going to happen in the future, that we're tal king
about a nuch smaller nunmber of devices.

CVB proposed a series of threshold requirenents,
cost and clinical, that Chantal reviewed just a m nute ago.
You' re saying those thresholds are too | ow?

DR. NEWHOUSE: No, | said | don't know until | see
a distribution. But again, let ne say for the people who
are worried about it going to the threshold, it depends on
what the alternative is. But renmenber, if you're over the
t hreshol d, you get your price set. So the incentive is to
stay under the threshold.

Then the issue is what were your incentives in the
alternative world, where there was no threshold? It doesn't
seemto ne that the threshold distorts your decisionnmaki ng.

MR, HACKBARTH. But, Joe, the way | understood
your initial point was that you wanted to limt still
further the nunber of devices that are subject to the pass-
t hrough by creating a threshold and saying we're only going
to do this if it's relatively large and it's very inportant
for Medicare

DR. NEWHOUSE: Over tine you're going to get --

you' || accunul ate a stock of things that are pretty much
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Medi care specific, in which case |I've got the probl em back
to the device manufacturer of how does this thing price? It
seens to nme that's an open invitation to raid the treasury.

MR. HACKBARTH. But was ny description accurate?
You want to further limt the nunber of devices subject to
t he pass-through, saying all the small stuff is going to go
straight into APC. W're going to set a high threshold to
limt it.

DR. NEWHOUSE: Yes.

MR. HACKBARTH. Then in that case, when we've got
those few devices left, the price we set is going to be done
by what mechani sn? How are we going to pull that nunber out
of the hat?

DR NEWHOUSE: | think | would do it as a return
on equity.

MR. HACKBARTH. How are we going to know?

DR NEWHOUSE: You woul d take the share of the
manufacturer's total |ine of business that the Medicare
busi ness represents -- which nay be high if I'ma startup
with a single device that's nostly Medicare. And you woul d
say |'mgoing to pay whatever nunber you pick, 15 percent,

20 percent return. 1'mgoing to set the price to achieve
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t hat .

MR. HACKBARTH:. But how do you know what their
i nvestnment was? If it's a nultiproduct firm--

DR. NEWHOUSE: This is how the British run their
drug price regulation and they' ve done it for a nunber of
years and it seens to work, by all accounts | hear.

The alternative, it seens to nme, is you ask you
set any price here for the new technology. O you just do
cost, which I don't think you can do in these cases where
there are costly itens and there's a big Medicare share.

DR. RONE: The second part of my concern about
this had to do with mgration of activities fromthe
inpatient to the outpatient in order to try to take
advant age of this pass-through. This business about
endovascul ar procedures are now very commobn and stents are
bei ng used and they're now coated with antithronbotic

pharmaceuti cal agents or antibodies, and $10,000 is not an

unreasonable -- well, | don't knowif it's reasonable or not

but it's a common price for these itenms. And if it's done
in the inpatient it's in the DRG and the hospital eats it
and it's very expensive and very difficult. But patients

clanor for it, et cetera, et cetera.
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On the other hand, now if you have an anbul atory
surgery facility that's sort of defined as part of the
hospital and the patient cones in, these procedures, the
patient has them and goes hone and they don't stay
overnight, it's being done nowin the outpatient. Does this
nean that that price nowis then pushed over to Medi care and
we're going to see all these cardiac caths and aortic
procedures and everything all of a sudden now defined as
out patient?

l"mjust trying to think -- and naybe that's
right. Maybe it's okay because even if we pay $10, 000 for
the stent in the outpatient APC, the rest of the cost is so
much | ower than the inpatient cost woul d have been that
maybe in the long run it doesn't cost nore. | don't know.
And what's better for the patient? | don't know.

|"mjust trying to understand whether or not we're
creating rules that are going to create financial rather
than clinical incentives to mgrate the care of our
beneficiaries fromone site to another. And that's not what
we' re about, presumably, so we should be aware of that.

MR. DEBUSK: Sonetines, Jack, maybe what we have

is not broken as badly as we think it is.



10

11

12

13

14

15

16

17

18

19

20

21

22

185
MR. HACKBARTH: But in the case of a device that's

used for inpatient care as well as outpatient, and the
hospitals are constrained on the inpatient side, presumably
the negotiation has a different flavor to it than if there's
a pass-through paynent.

So if, in fact, there's a big inpatient market for
it, presumably they're bargaining as best they can for the
| onest possible price fromthe nmanufacturer. You really
only worry about the price where they can sonehow pass it
t hrough and don't have to negoti ate.

DR. ROAE: No, what they're doing is they're
payi ng the price demanded by the manufacturer, and they're
| osing noney on that case because if they don't do it their
cardiologists will |leave and go to another institution or
that aortic surgeon, et cetera, and this is cutting edge and
the patients demand it, et cetera, et cetera. That's what
t hey' re doi ng.

MR. MULLER: As we |learned last nonth, just in big
urban centers.

[ Laught er. ]

DR RONE: | don't knowthat it's a problem Just

we should think it through.
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DR. WORZALA: Just on the issue of setting, a

point of clarification. There is also a technology paynent
that will soon be in place on the inpatient side, as well.
The clinical criteria for eligibility for a technol ogy are
very simlar between the two, if not identical. The cost
criteria are different and the paynent mechani sm are
different.

W actually, with our recomrendation, were trying
to introduce a little bit of simlarity across the two
settings because on the inpatient side they nmake these
addi ti onal paynments based on the cost. But the paynent is
limted by "average national price" which will be determ ned
by CM5. And in ny conversations with CMS they say wel |,
we'll have to take it off the application and we'll audit
that i nformation

So part of what we're trying to do is introduce
comonal ity across settings so that we have a nationa
paynent rate rather than a paynent based on hospital cost.
W can make the point nore clearly. W do try to do that.

M5. BURKE: Let ne understand. |Is there a
conpel ling reason for us not to use the same pricing

mechani snf?
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DR. WORZALA: For one thing, we can't assune that
the technologies will be exactly the sane.

M5. BURKE: Irregardl ess of whether they are the
sane, whether they're both stents or whatever. But is there
a reason not to use the sanme strategy?

DR. WORZALA: | think it comes down to the size of
t he bundl e and the fact that on the outpatient side your
technol ogy may well represent a |arger share of the total
cost. And on the inpatient side you have a much broader --

M5. BURKE: No questi on.

DR. WORZALA: So that's the rationale.

M5. BURKE: But that's just an explanation for the
margin of error. | nean, that's how you protect against
margin of error. That isn't the fundanental question of how
you determ ne the price.

DR. WORZALA: The price Ilimt, | would agree, it's
exactly the sane. But what they're doing on the inpatient
side is to take the cost of the actual case and say is that
-- | may get this wong, but bear with me on the details.

It is in your briefing paper in one of the text boxes.
My recollection is that they take the cost of the

case as reported. They determ ne whether that's greater
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t han one standard devi ati on above the geonetric nmean cost of
case in that DRG And then they pay half of the difference,
hal f of the excess, up to alimt. And that limt is the
average national price, which they will determne in

negoti ation with the manufacturers.

MS. BURKE: Let's stand back for a second and | ook

at this. Wat Joe suggested -- and |I'm open on what the
solution to this is -- is essentially you look at it
arguably as conpared to sonmething. In this case, you | ook

at it as conpared to the total case cost, which presumably
is much larger than the APC. One scenario has us conparing
it to the APC, which is part of one of the scenarios here.
So ny thought is just if we're going to go down
sonme road, why not at |east have simlar characteristics in
both roads? | nean, the basis will be different. But the
process, there's no particular -- that | can hear --
conpel ling reason not to use a simlar process know ng that
the basis will be different.
| nmean, we know that the margin is greater on the
i npati ent side because you've got a bigger base. But if you
do it as a conparison to the APC rate, you' ve got a snaller

base. But the principle is the sane.
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MR. MIULLER | would say, the paper was very good
on this. This pass-through systemis way too big, the 13
versus the two. It's incredibly adm nistratively conplex in
a systemthat's already conplex and hard to understand. So
trying to get the nunber of pass-throughs to as small a
nunber as possible | think is an objective everybody has, so
it can get back into the regular system

So insofar as Joe's recommendation gets us there,
| second it. | think trying to get the nunber of pass-
t hroughs down to a | ow nunber, as opposed to the very high
nunbers right now, is a very appropriate thing to go for
because we al ready have an overly conplex systemthat's been
difficult to inplenent.

DR. NEWHOUSE: You can get to a snaller nunber.
The issue is once you' ve gotten to the smaller nunber, then
what do you do with the group that's in the small nunber?
So what I'mtrying to do is trying to mnimze the anount of
price setting for that small group which will grow | arger
of course, over tine potentially.

MR. HACKBARTH: Let's just review where we are.
That was a hel pful conment, Ralph. So |let ne phrase this as

a question. Do we have agreenent that we ought to continue
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a pass-through but try to make it smaller than it's been?
That's where we left it last neeting. |s everybody still on
board for that?

DR. NEWHOUSE: |'mnot sure. [If | stuff it into
the APC then there's no |longer a pass-through. So there's
this outlier thing where there's still a pass-through of
sorts.

MR. HACKBARTH. Let ne phrase it in a different
way. We recognize that outpatient services and devices
present some different issues than inpatient because the
devi ce costs could be --

DR NEWHOUSE: There's the sane issue on
i npatient.

MR. HACKBARTH. But in fact, it has been handl ed
differently in outpatient.

DR. NEWHOUSE: Historically.

MR. HACKBARTH. So are you suggesting do away with
any --

DR NEWHOUSE: |I'mwth Sheila, apply the sane
principle.

M5. BURKE: |If you're noving to a new system on

the inpatient side, ny only point is let's try and at | east
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track the theory behind both and then at one point you
trigger it, what the margin is, how you fix the price. W
can tal k about that, but at least in principle, if we're
nmoving to that kind of a pass-through systemon the
i npati ent.

MR. HACKBARTH. But in both cases it involves a

suppl enental paynment for new technol ogy for a period of

time.

M5. BURKE: Yes.

MR. HACKBARTH. So maybe we ought to avoid the
| anguage pass-through and call it a supplenental technol ogy
paynent .

DR RONE: At a price determ ned by CWVS.

MR. DEBUSK: Yes.

[ Si nul t aneous di scussi on. |

MR. HACKBARTH. Again I'mtrying to figure out
where we've got agreenent. So whether it's inpatient or
outpatient, we're tal king about a tenporary suppl enent al
paynent for sone new technol ogy that tends to be very
expensi ve new technol ogy, the exact threshold to be defined.
W want to keep it as snmall as possible --

DR. NEWHOUSE: Wth a high Medicare share.
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MR. HACKBARTH. Wth a high Medicare share.

DR. NELSON: And a single national rate.

MR. HACKBARTH. And the question that | don't
think we've been able to resolve is exactly how to set that
national rate. W don't want it inflationary -- we've got
to have one conversation, this is conplicated enough.

So sone sort of an adjustnent for new technol ogy
with a set rate that is by a nmeans that isn't inflationary.
And we want to keep the class that it applies to as small as
possi ble. That's the commobn ground?

DR. WAKEFI ELD: Are we tal king about a
suppl emental paynent that's paid in a budget neutra
fashi on? Does budget neutrality cone into play here?

MR. HACKBARTH: That's the current framework, is
that it needs to be budget neutral.

DR. WAKEFI ELD: So then do we need to be concerned
about hospitals that don't have a case-m x that would be
using the sort of technology if then the paynent for that
technol ogy is done in a budget neutral fashion? Then are we
di storting sone of the paynents to hospitals that have a
di fferent case-m x?

MR HACKBARTH: It has redistributive effects.
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MR. MILLER We're trying to keep the class small.

MR. HACKBARTH: Exactly. One of the problens --

DR WAKEFI ELD: So we want to make sure that's
cl ear.

MR. HACKBARTH. That's a reason for keeping it
small. One of the reasons it was a big issue this year is
because so nuch fl owed through

MR. DEBUSK: But that's going to be over with
That's sunsetted.

DR. ROSS: Could | just respond to that?

Redi stri buti on depends on what you think is the status quo
here. If you include in these paynents, yes you push
resources away frominstitutions that don't use those new
technologies. Failure to do so, however, nmeans you're
paying -- you're, as it were, discrimnating against the
peopl e who do use them

So it's not redistribution, you' ve got a
di stribution problem

DR. WAKEFI ELD: But the point is there is a class
of hospital then that's probably going to be adversely
i npacted, although we're trying to mnimze that adverse

inpact; right? |Is that correct? either way.
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M5. BURKE: Either way.

MR. HACKBARTH. So if we have agreenent on this
basic point, then the question | would ask is are we obliged
to be specific in exactly how the Secretary ought to set
these national rates? O is, in fact, that maybe beyond our
conpet ence?

DR. NELSON: It is.

MR DEBUSK: It is.

DR REI SCHAUER But we want to say there's two
types of rates he's setting. One, he | ooks at market
conditions because it's not predom nantly a Medicare
application. And then there's the other, which are heavily
Medi care focused. And we punt. We're price-setting but we
don't want to admt it.

DR. WORZALA: |If we're taking Medicare share --
when we started this, we were thinking okay, we're going to
| eave eligibility criteria alone because they seened to be
noving in the right direction and focus on the actual
paynent met hodol ogy. It sounds |like we also want to be
addressing eligibility criteria.

I n which case, we would want to draft a

recommendation that said sonething Iike the Secretary should
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add consideration of Medicare share to the eligibility
criteria? O the Secretary should add a dol |l ar cost
threshold to the eligibility criteria? Something al ong
t hose |ines.

If that's what you want to do, we're happy to play
around with those words and bring them back to you. |'m not
sure we can do that right now.

DR. REISCHAUER: No, | think eligibility for
consi deration we go back to Joe's original point, which is
is it a dollar value above sone minimal threshold, $100 or
$200, and a relatively high percent of the APC? Non-
swal | owabl e is what we're really | ooking for.

And then once you've junped those two thresholds,
then you can be considered for these additional paynments and
you divide everything into two categories. One for which

the Secretary can | ook at market information and conme up

with a nmeaningful price. And the other which he'll have to
set through -- |ike he does -- right.
DR. WORZALA: | have a problemw th that concept

because the pass-throughs are put in place for new
technol ogi es for which there is no market information. The

concern in the past has been that it's taken Medicare too
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long to wait for information to set paynent rates, so that
new t echnol ogi es weren't being paid for adequately in the
interim So I'mnot sure how directing the Secretary to
gat her market information hel ps us solve the underlying
probl em which is that Medicare was perceived as a poor
payer for new technologies in the first years that they're
i ntroduced.

And renenber that this is a two to three year
addi ti onal paynent. And one of the reasons we wanted to
nove to national paynent rates was so that the charge data
that CV5 uses to estimate costs i s uncontam nated by the
incentive to raise charges to maxi m ze additional paynents
t hrough t he pass-through.

DR. NEWHOUSE: So maybe the eligibility is only on
share because that's -- or estimted forecasted share.
Because if | set a very high price -- take erythropoietin.
If | said $500 a dose instead of $11 a dose initially,
that's what ultimately would get folded into the rate. So
it"'s with me forever. [It's not just two or three years.

DR. WORZALA: Yes and no. It depends on how the
hospital s charge, because it is the charge data that's used

for folding it into the rates, not the pass-through.
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DR. NEWHOUSE: They're probably not going to

charge less than their cost.

DR. WORZALA: True. As we've all said, there is
no right answer.

DR. ROAE: W had a | onger discussion on this than
we had on all the paynent --

DR. ROSS: So | guess the question is whether we
try to craft a reconmendati on overnight that neets this or
whet her we wite a chapter that does not have
recommendati ons but |ays out the issues and some principles.
| was just saying to Genn that a recommendation as a
statenent of principle isn't entirely hel pful because
there's no action to it. W can work through these
di scussions in the text and that is presumably hel pful.

DR RONE: Is this required?

DR. ROSS: Under our broad nmandate to advise
Congress on Medicare paynent policy. There's not a specific
statutory mandate. | nean, this is obviously one of the
live paynment issues, as evidence by the discussion.

M5. BURKE: But | wouldn't want our absence to
have a specific reconmendati on to suggest that we don't

agree, in fact, that there ought to be a suppl enental
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paynent for a period of time that allows the entry of new
technol ogy. The debate here is not about that, it's about
how we get there. So | wouldn't want there to be any
confusi on about our desire to go there.

MR. HACKBARTH. | think the principles, if you
will, that we agree on are substantive. These aren't airy,
abstract ideas. |In fact, they reflect sone dissatisfaction
with the current state of affairs. |It's an agreenent that
t here ought to be sone suppl enental paynent but the current
mechanismisn't working very well. | think that's inportant
to say, and inportant to say in boldface, as opposed to
buried in the text.

| amnot very optimstic that we are going to be
able to get too nmuch further in ternms of defining with great
specificity what the threshol ds ought to be and what the
price-setting nechani smought to be. So ny inclination
woul d be to ask Chantal and Dan to cone back with a
recommendati on that captures those broad principles and vote
on that tonorrow and | eave it at that.

Do people feel confortable with that? Everybody
except for Chantal, and she doesn't count.

DR. WORZALA: | just want to clarify. 1Is there
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agreenent that we want to nove to national paynent rates?
MR. HACKBARTH:. Yes. The only question is how.
DR. ZABINSKI: You said broad principles, but I'm
still not 100 percent sure what the broad principles are.
To make sure, 1'd like a list of what these things are.
MR. HACKBARTH. Let ne try it again. One is that
there ought to be tenporary supplenental paynents for
expensi ve new technol ogy so as not to inpede the adoption,

non- swal | owabl e t echnol ogy.

DR. WORZALA: That is recommendati on | anguage.

MR. HACKBARTH: So that's nunber one. Nunber two
Is that we ought to limt that class, as far as reasonable,
and in the text we can say that the current system we
t hi nk, has nade the door way too big and there's too nuch
cranm ng t hrough.

Nunber three is that when there are itens that
qualify for the supplenental paynent, we need to pay for
themwi th national rates in a manner that is not
inflationary and i nherently increasing the cost for the
program

| think those were the major itenms. Am| mssing
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anyt hi ng?

M5. BURKE: [ naudi bl e].

MR. HACKBARTH. G ven what's happening on the
i npatient side that there ought to be sone parallelismin
what we're doing for the inpatient and outpatient pieces of
t he puzzl e.

MR SMTH It seens to ne we' ve al so agreed that
the limting tool ought to be relative cost.

MR. HACKBARTH: Hi gh cost relative to the APC

DR NEWHOUSE: That's the swal | owabl e.

MR. HACKBARTH:. That's the correct way of putting

DR. WORZALA: G ven what we know about the
introduction of nore stringent clinical criteria, and the
cost criteria as they exist, and the predictions by CM5 and
i ndustry that there will be small nunbers going through the
pipeline in the future, do we want to further Iimt beyond
what exists? Wich is, of course, different than what
resulted in the problemof |ast year and noving forward
without a different existing set of criteria.

MR. HACKBARTH. You're saying, Joe, that we ought

to say this is in the right direction but not far enough?
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DR. NEWHOUSE: If the new erythropoietin turns up,

there's sone replacenent for it. There's a new rena
dialysis drug, let's say. The problemis there.

MR. HACKBARTH:. Let ne just make sure | understand
what you're saying. Chantal was saying CM5 has noved in
this direction to tighten things up. Are we saying they
haven't done far enough? O are we not passing judgnment on
t hat point?

DR. NELSON: No, we're not. Just anticipating the
future.

DR. NEWHOUSE: If | understand where they've gone,
we're saying they may have gone a bit too far in that
they're -- I'msorry. The issue is for the class that's
| eft, how the reinbursenent is going to be set?

MR. HACKBARTH: No. They've adopted clinical and
cost criteriato try to limt the nunber qualifying for
speci al treatnent.

DR. NEWHOUSE: Right, so once we've limted, then
the issue is how do we pay for what's still left?

MR. HACKBARTH: Agreed. But the question | hear
Chantal asking is are we nmaki ng any comrent on what CMS has

proposed, in terns of clinical and cost criteria? O are we
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just not addressing themat all? |Is that right?

DR. WORZALA: This would be the issue of adding a
cost threshold, for exanple.

MR. SMTH. They have a cost threshol d.

DR. WORZALA: |I'msorry, | nmeant a dollar anount
t hreshol d, excuse ne.

MR. SM TH.  What they don't have in current
procedure is a price setting nechanism But they do have a
set of entry criteria which are based on share that are
designed at |east to neet one of our criteria, which is to
narrow t he universe.

But where we're stunmbling is not on whether or not
we agree with what Chantal referred us to on page nine, but
the next step. Wiich is having created the class how do you
price it?

DR, NEWHOUSE: Yes.

MR. HACKBARTH: So we're prepared to say that the
threshold criteria are noving in the right direction. It
begs the question of howto set the price. W don't have a
definitive answer to that, but it ought to be a national
rate that's non-inflationary in the nechani sm

DR. NEWHOUSE: And we're taking Sheila's point
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that you should think about this for the inpatient side as

wel | .

MR. DEBUSK: Let's take a break.

MR. HACKBARTH. Do you have that in terns of what
we're trying to capture? |I'mnot sure that every word or

phrase of that needs to be in the bol df ace recomrendati on.
Sonme of it can be relegated to the text. 1'd be happy to
talk to you about which is which, but that's the essence of
t he nessage.

DR. REI SCHAUER. Not to go back to Capi strano and
the swall ows here, but |I'mnot sure that what you've
described here is a very stringent test at all. It has to
be 25 percent of the APC and exceed the thing it replaced by
25 percent. Well, if the thing it replaced was 25 percent
of the APC, you're tal king about the marginal cost is 7
percent of whatever the APC is, which strikes nme as a pretty
easy swal | ow.

DR. WORZALA: The next criterion on page nine is
10 percent of the total paynment rate. So you're right about
the 7 percent. 7 percent wouldn't cut it. It has to go up
to 10 percent. W can say 10 percent isn't enough, but |

guess it would depend if your APC is $10,000 or $100.
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MR. DEBUSK: Sone of this new technol ogy, sone of
t hese devices, | nean what's that new stent? That new stent
is what, $1,900 a piece and it usually takes two per
procedure. So you've got to be careful when you're putting
a cap on top of an existing rate.

DR. RONE: No, they're tal king about a m ni mum
not a cap. They're talking about it's got to cost at |east
X in order to qualify, not putting a cap on it.

MR. HACKBARTH. | think it's beyond our purviewto
try to pass judgnment on specific nunmeric threshol ds.
woul dn't want to do that. W need to nake directiona
statenents, as opposed to nuneric statenments here. W could
tal k about this for the next year and not get consensus on
speci fic numnbers.

Ckay, we're going to take a brief break, 15
m nutes. We'll reconvene at 3:30.

[ Recess. |

MR. HACKBARTH. The next item on our agenda is
assessi ng paynment adequacy and updating Medi care paynents
for outpatient dialysis, skilled nursing facility care, and
home heal th. Nancy?

M5. RAY: Thank you. | amhere to discuss
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updati ng paynments for dialysis services for 2003. The
general purpose of the update is to inplenent a conpensating
adjustnment if paynments are too high or too low, and to
provide for paynents to change at the rate of efficient

provi ders' costs.

The reason that we care so rmuch about the update
is that we want to ensure that beneficiaries continue to
gain access to high quality care.

So parallel to the Conm ssion's update franmework,
my presentation is divided into two parts. In the first
part we | ook at evidence about paynent adequacy. In the
second part, we | ook at how rmuch efficient providers' costs
are expected to change in the comng year. As you recall,
the two parts of our update framework can possibly each
result in a percentage change, which are then sumed to
determ ne the final update recomendati on

| conclude ny presentation with a draft
recommendat i on about updating paynents in the com ng year.

Thi s graph shows the nost current data that we
have about Medi care's paynents and providers' costs. The
new data point on this graph that you haven't seen before is

t he paynent-to-cost ratio for conposite rate services and
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separately billable drugs in the year 2000. W cal cul ated
that to be 1.05. As you can see fromthe graph, paynent-to-
cost ratio for just conposite rate services dropped from
0.98 in 1999 to 0.96 in 2000. The broader paynent-to-cost
ratio al so dropped by two percentage points, we think
primarily because the conposite rate in the year 2000 was
updat ed by | ess than market basket, 1.2 percent, and there
was a price increase for erythropoietin by 3.9 percent.

A couple of other points I'd like to tal k about,
about this graph. First of all, these data are for
freestanding dialysis facilities only. Hospital-based
facilities represent about one-fifth of all facilities.
There is no evidence that we are aware of any differences in
patient acuity between freestandi ng and hospital -based
facilities.

The other inportant point is that the four data
poi nts you see on that graph, they represent unaudited data.
HCFA has not regularly, on an annual basis, audited cost
report data. BBA required CM5 to audit cost report data and
they did so with the 1996 cost reports.

So this raises the issue that has been raised

bef ore about Medi care all owabl e costs. The cost reports are
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supposed to include only Medicare all owabl e costs. The four
data points you see are unaudited, and to a certain extent
t hey probably do include non-allowable costs. The effect of
auditing the data and pulling out those non-all owabl e costs
would be to raise the line. |If you wanted to include non-
al |l owabl e costs, then you would be |Iowering the four data
poi nt s.

| guess | just raise that as an issue for you to
consider. | don't propose, at this point, to nmake any
adjustnment to the data points that you see there. The
treatment of non-allowabl e costs, how we treat non-all owabl e
costs when we exam ne paynent adequacy is a cross-cutting
issue. | think staff are planning to do additional work on
this topic and at this point we would like to defer any
final action on how we treat allowable and non-all owabl e
costs for the future.

Qur findings that paynent for dialysis services
di d not cover providers' costs could inply that paynents are
too low or that costs are too high. Mny experts believe
that Medi care overpaid for dialysis services for much of the
'80s and even into the '90s. It appears, at this point,

that providers' costs for conposite rate services have
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caught up with Medicare's paynent rate. Congress only
updat ed the paynent rate once during the 1990s, by $1 in
1991.

We conclude, in your briefing paper, that costs
for conposite rate services do not appear to be
i nappropri at e.

Qur finding that paynments for injectable
nmedi cations not included in the paynment bundle significantly
exceeded providers' costs between 1997 through 2000 coul d
inmply that paynents are too high or costs are too low. In
this case, it is highly probable that Medi care pays too nuch
for certain of these injectable nedications. GAO and O G
have concurred with our finding about this.

So what's going to happen after 2000? W do not
real ly know how dialysis costs for conposite rate services
have changed in 2001 or will change in 2002. Consequently,
we assune that providers' costs will increase at about the
sane rate as the market basket.

Just as an FYl, Congress did not update the
conposite rate paynment in 2002. Last year your
recommendati on was not to update it for 2002. And current

| aw does not include any update to the conposite rate for
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2003.

The other factor that we do know that's going to
happen in 2001 is that the price of EPO went up again. The
manuf acturer raised it again by another 3.9 percent.

W estimate that the paynent-to-cost ratio wll
drop roughly by two percentage points in 2002 if we assune
that conposite rate costs continue to increase at the market
basket. And the split between the conposite rate paynents
and separately billable drugs remain at that sane split,
which is roughly 61 percent to 39 percent. And three, that
the paynment margins for other separately billable drugs stay
at the 2000 margins. Again, there's sone tenuous
assunptions there, but | think it will give you a feel for
what m ght happen in 2002 if the conposite rate is not
i ncreased.

MR. HACKBARTH. So, Nancy, you're saying that the
best guess, with qualification, with sonme uncertainty, is
that the paynent-to-cost ratio went down by 2 percent each
for the two lines. So for the conposite rate only it would
be 2 percent lower. And for the conposite rate plus
separately billable drugs, that would al so be 2 percent

| ower ?
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MS. RAY: No, the last estimate for 2002 is the

br oad- based ratio, the conposite rate and separately
bi I I abl e.

MR. HACKBARTH. So if that's at 1.05, you're
sayi ng our best guess is it would be 1.03 for 20027

M5. RAY: Yes.

DR. NEWHOUSE: Nancy, do you know when the

original fornulation of erythropoietin is going off patent?

M5. RAY: | don't know that, and | think what's
very tricky about that is because -- and again |I'mnot an
expert on this -- but because it's a bioengi neered drug,

there may be patents on the manufacturing process, as well
as on the drug itself. | can look into that.
Now there is a new drug that has just been

approved. The sane manufacturer who nmakes erythropoietin is

making this new drug. It's a once a week EPO

DR. NEWHOUSE: | know. That's why | asked about
the original formulation. | thought it was about to go off
pat ent .

DR REI SCHAUER: The letter we got said, for sone
years to conme that it was still on patent.

MS. RAY: | can look into that and get back to you
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on that.

M5. BURKE: Nancy, I'mjust interested in this.
Do | recall that initially the acuity of patients in the
inpatient or the hospital -based facilities, as conpared to
freestanding, was in fact different? Has that changed? You
noted that they appeared to be quite simlar.

M5. RAY: There is no recent evidence of any
difference in patient acuity. It's ny understanding, but
again | wasn't around back then when the conposite rate was
originally set, was that the difference in the base paynent
rate was a difference in providers' costs.

DR. RONE: There may be a distinction here,
Sheila, that maybe isn't clear. First of all, | think that
Nancy is speaking about dialysis facilities that are
attached to hospitals.

M5. BURKE: | understand that.

DR. RONE: As opposed to inpatients who are being

di al yzed.

MS. BURKE: | understand.

DR. ROAE: The inpatient is being dialyzed, there
woul d be an acuity. |In addition, we're only tal king about

Medi care beneficiaries and thus, the acute cases woul d not
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yet -- unless they' re already over 65 and a Medicare
beneficiary -- they would not yet be in the ESRD program

M5. BURKE: Sure they woul d.

DR. RONE: No, if you're a 45-year-old and you get
acute renal failure and you' re insured by Aetna, Aetna pays
for your dialysis.

M5. BURKE: |If you're just acute. But if you're
acut e di sabl ed, your Medicare.

DR ROWE: For the first 30 nonths, not three
nont hs.

M5. BURKE: Unless you triggered into disability
and then if you're DI then you qualify for Medicare, you
kick in.

DR ROAE: | was surprised also when | heard this,
but I was just thinking that maybe it's because ny bias is
that the inpatients are part of the hospital program

M5. BURKE: |I'mliterally recollecting back to the
|ate '70s, early '80s when | recall, for sonme reason, that
t he hospital -based non-inpatient patients had a hi gher
acuity. But ny recollection my be wong.

M5. RAY: | really can't comrent about the late

' 70s, early ' 80s.
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[ Laught er. ]

M5. RAY: What | can say is that | haven't --

DR. ROAE: Don't say anyt hing.

M5. RAY: There's just one point | want to make
about this 2002 prediction, why | think it's tenuous. That
is because it's based on the split between paynents for
conposite rate services and separately billable drugs.

W' ve seen, in the last four years that we have data, the
significant growth in the use of separately billable drugs.
To the extent that they continue to increase that, of
course, will affect margins.

W | ook at other factors to assess paynent
adequacy, in addition to the margin data. W tal ked about
this at the Decenber neeting. W |ook at changes in the
product, and again we discussed this in Decenber. W have
seen, in the '90s, nore in-center henodial ysis versus
peritoneal dialysis occurring, even though costs for
peritoneal dialysis are | ess but the paynent rate is the
sane.

We have seen, like | just said, about the
significant increased use in separately billable drugs. For

exanpl e, for drugs other than erythropoietin, allowed
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charges went from $281 million in 1997 to about $605 million
in the year 2000.

Now t his has cone with continued inprovenents in
quality of care. There is concern, however, that because
these are cost-based paynents there is the potential for
i nappropri ate use.

We tal ked about provider entry and exit and we
di scussed the increasing nunber of facilities opening.
There was a question about is there sufficient capacity. |
tried to look at that in terns of average stations per
facility, average treatnents per facility, and treatnents
per dialysis station.

It appears to nme, the conclusion | drew fromthis
information, is that these three figures have stayed
relatively constant between 1993 t hrough 2000, and t hat
capacity has increased by building nore facilities rather
t han expanding existing facilities. The best | can say is
that, linked with the fact that we haven't seen any
systenmatic problenms in access to care, would lead nme to
believe at this point that capacity is sufficient.

And the other issue that is newto this slide is

that we did look at differences in facilities that stayed
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open between 1993 to 2000 and facilities that closed. Were
you saw di fferences, facilities that closed were nore likely
to be hospital -based and to be snmall, to provide fewer
nunber of dialysis treatments and have fewer nunber of
stations. There were very small differences between the
facilities that stayed open and closed in treatnments paid
for Medicare or by |ocation.

MR. HACKBARTH. Nancy, on that |ast point, are you
saying that there is no evidence that facilities that treat
nore Medicare patients were nore likely to close?

M5. RAY: Right. | just did not see that. The
facilities that were nore likely to close, and where you see
the big, big difference, is if they were hospital-based they
were nore likely to close and if they were snaller.

Based on the information about paynent adequacy
therefore, staff conclude that total outpatient dialysis
paynments are not inadequate. At the end of ny presentation,
and once you start discussing this, | would ask that you
explicitly discuss that conclusion. The update
recommendation is, of course, predicated upon that
concl usi on.

Li ke Ti m spoke about earlier today, CMVMS5 has not
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yet devel oped a market basket index for dialysis. They're
currently doing so. They're supposed to have that report to
t he Congress July of 2002.

W have our own market basket. The market basket
uses information fromprice indices for PPS hospitals, SNFs,
and home health. Using our market basket, we estimte that
costs will rise 2.4 percent between 2002 and 2003.

So that |eads us to our draft recommendation
This draft recomrendation is that for cal endar year 2002 the
Congress shoul d update the conposite rate for outpatient
di al ysis services by 2.4 percent to account for changes in
input prices in the comng year. This is based on staff's
conclusion that paynents are not inadequate and that we are
not taking any adjustnment because of paynent adequacy.

DR. RONE: This is a change in the 2.6 percent
that you sent out.

M5. RAY: It is, yes. And that's because | used
fourth quarter data, which is nore recent data than the |ast
time. Thanks for noticing.

MR. HACKBARTH:. Comments or questions for Nancy?

DR. NELSON: Nancy, | certainly support the

recomendation, although I like the 2.6 better. But | want
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to comment on the injectable nedications and sonme of the
assunptions that seemto be nade based on vol une. |ndeed,
the increase in volunme of injectables may be perfectly
appropriate. Unless there's sone evidence that they're
exceeding clinical guidelines, 1'd hesitate to draw
concl usi ons.

Furthernmore, if | put nyself in the position of a
patient that is confronted with either receiving nedication
inan IV that's already in place or getting a shot every
time, or either having vitamin D intravenously or having to
cone up with $10 a nonth to buy it as an uncovered benefit,
it's easy for ne to justify the increased vol une of
i nj ectabl es based on the patient confort and perhaps even
the quality of care, rather than just being sonething
related to conpensation

M5. RAY: One piece of information fromthe
audi ence. The audi ence person says the EPO patent extends
until 2014.

DR RONE: Isn't that a long tine? How long is it
usual I y?

MR. DEBUSK: 17, nowit's up to 20.

M5. RAY: It was approved in 1989, that | do know.
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1 |"mpretty sure about that.
2 MR. HACKBARTH. O her conments or questions?
3 Nancy asks that, although it wouldn't be a

4 recommendation, that we specifically address whether the

5 exi sting paynents are adequate. | take it our best estimte
6 of 2002 is about 1.03 for the paynent-to-cost ratio for

7 conposite services plus separately billable. 1t sounds to

8 me that that falls within our range of adequacy. Any

9 di sagreenent with that?

10 DR. REI SCHAUER. Renind ne, what is our range of
11 adequacy? |'msorry.
12 MR. HACKBARTH. W have not adopted a specific

13 numeric range.

14 DR REI SCHAUER: Then | think this does fal

15 wi thin the range.

16 MR. HACKBARTH. Thank you for that contribution,
17 Dr. Rei schauer.

18 [ Laught er. ]

19 MR. HACKBARTH. Ckay, are we ready to vote? Are
20  we prepared to vote?

21 Al'l those opposed to the draft reconmendati on?

22 Al in favor?
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Abst ai n?

Great. Thank you, Nancy.

Next is skilled nursing facilities.

DR KAPLAN:. Good afternoon. As denn said, we're
going to tal k about paynent adequacy and updati ng paynents
for skilled nursing facilities. At the end of ny
presentation you'll need to recomend how SNF paynents
shoul d be updated for fiscal year 2003.

We have three key questions to consider today,
whet her the base paynent is adequate, whether the
di stribution of paynments is appropriate, and what the update
shoul d be. The answers to these questions are conplicated
by not knowi ng whether CVMS will refine the RUGIII, the SNF
classification systemthat hasn't been effective in
di stingui shing anong patients and resources needed for care.
Whether RUG 111 is refined or not will affect paynents.

W | ooked at a nunber of indicators to assess
paynent adequacy, one of which was Medicare margins. To
nodel estimated SNF costs and paynments for fiscal year 2002,
we used the sanme nethod as used for the hospitals. W used
fiscal year 1999 as the cost base. W increased costs by

mar ket basket for 2000 through 2002. And increased paynents
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by update factors. Because we're making a recomrendati on
for paynent in fiscal year 2003, we nodel ed paynents and

costs with paynent policy that will be in effect in that

year .

As you know, Congress enacted a series of
tenporary rate increases for the SNF PPS. W' ve given these
add-ons nanes so everyone can be cl ear about them and what
we did with themin the nodeling. W found it very
confusing and we were constantly having to explain them so
we've given them nanes. W' ve naned them add-ons X, Y and
Z.

None of the add-ons was in effect in 1999. Add-on
X was a 4 percent increase across all the rates. Add-on Y
was a 16.66 percent increase in the nursing conponent base
rate. Both add-on X and Y expire in fiscal year 2003. W
did not include either of these add-ons in our nodeling as a
result.

Congress put add-on Z in place to give CM5 tine to
refine the RUGIII. This is a 6.7 percent increase in rates
for rehabilitation patients and a 20 percent increase for
nmedi cal | y conpl ex patients.

DR. ROAE: Sally, when you say they expire in
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fiscal year 2003, does that nean they expire at the end of
2002 or at the end of 20037

DR. KAPLAN: At the end of 2002. As of Septenber
30, 2002. That's under current |aw

CVB has signaled their intention to refine the
RUG 111 but we don't know whether they will acconplish this
task. Therefore, we' ve nodel ed 2002 paynents with and
wi t hout add-on Z.

Qur estimates of costs for 2002 are |ikely
overst ated because we use the first year of the PPS as the
cost base, fiscal year 1999, and we increase costs by ful
mar ket basket after 1999. W made no adj ustnent for
behavi or change. However, experience wth other PPS
suggest that SNFs continued to cut costs as they had nore
experience with a PPS.

We know t hat hospital -based SNF costs are
over st at ed because hospitals allocate sone costs to their
SNFs, they have a hi gher case-m x, and appear to have a
di fferent product than freestandi ng SNFs.

To come up with our best estimate of hospital-
based SNF costs we started with freestandi ng SNF costs

because they are able to deliver SNF care under the PPS. W
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al so considered the difference in case-m x and product for
the two types of facilities. Hospital-based SNFs had an 11
poi nt hi gher case-m x conpared to freestanding SNFs in 1999
according to our APR DRG anal ysis that we reported on | ast
year and si nce.

Hospi tal - based SNFs al so appeared to have a
di fferent product than freestanding SNFs. They have a
different staff mx, nore licensed staff, and an average
| ength of stay about one-half that of freestanding SNFs.
After increasing costs for case-m x, we added half the
remai ning difference in costs, and that nay be on the high
side. Qur best estinmate is that reasonable costs for
hospi tal - based SNFs equal freestanding SNFs costs plus 30
per cent .

The table on the screen shows the Medi care margins
estimated for 2002. First, I'd like you to focus on the
line for the margin for all SNFs, which is in blue. Just as
a rem nder, in 1999 no add-ons were in effect. As you can
see, the Medicare margin for all SNFs is about 5 percent
with add-on Z. Wthout add-on Z, the Medicare margin drops
to al nost negative 5 percent. Add-on Z represents about a 9

percent increase in paynents.
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The Medicare margin for all SNFs for 2002 suggests
that the base paynent rate is adequate with add-on Z
Wt hout add-on Z, the base appears to be inadequate. The
ot her factors we exam ned al so suggest that the base rate is
adequate. Freestanding SNFs are staying in the program
beneficiaries have had stable access to care in 2000 and
2001, and nost SNFs appear to have access to capital. A
study by the National Investnment Center for Seniors Housing
and Care Industries indicates that independent SNFs and
smal | to medi umsized regional chains, which together
represent 47 percent of the market, on average were able to
increase their net operating inconme and debt service
coverage from 1998 to 1999.

DR BRAUN. Are the X and Y add-ons taken out of
t he nodeling for 20027

DR KAPLAN: X and Y were never included in the
nodel ing. The nodeling is 1999 and 2002 with 2003 policy.
So they're not in the nodeling at all, X and Y.

MR. HACKBARTH. Sally, |I'msorry, could you repeat
what you said about debt coverage?

DR KAPLAN: Yes, | can. The National Investnent

Center for Seniors Housing and Care Industries did a
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national study. They indicate that independent SNFs and
small to m d-size regional chains, which together represent
about half of the market, were able to increase their net
operating incone and debt service coverage from 1998 to
1999. They increased it fromabout 11 to 12 percent to
above 14 percent on the net operating incone.

MR. HACKBARTH: That's for their whol e book of
busi ness, Medi care and Medi cai d?

DR, KAPLAN:. Yes.

We have the sane table on the screen now, but
we' ve highlighted the margins for the two types of SNFs this
time. The margins are very different, as you can see. Wth
add-on Z, freestanding SNFs have an estinmated 9.4 percent
Medi care margin in 2002. Wthout add-on Z, these SNFs stil
have a positive margin but it drops to 0.4 percent.

Hospi tal - based SNFs, even after accounting for
differences in case-m x and product, have very | ow margins,
m nus 21 percent with add-on Z, mnus 33 percent w thout the
add- on.

Assum ng that add-on Z remains in place, the
mar gi ns and ot her factors we exam ned in assessing paynent

adequacy suggest that the paynents are nore than adequate
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for freestanding SNFs. Paynents appear |ess than adequate
for hospital -based facilities. The continuing departure of
hospi tal -based SNFs fromthe Medi care program and negative
mar gi ns beyond what we woul d expect suggest paynents are not
adequate for these facilities.

However, even with these negative margins,
hospitals still have an overall Medicare margin of 3.8
percent, as you'll remenber fromearlier this afternoon.
SNFs represent 2 percent of hospital paynents.

MR. HACKBARTH. Sally, remind nme, is the hospital-
based row here after sone adjustnent for cost accounting.

DR. KAPLAN: Yes. W basically, instead of taking
the cost accounting out, what we did is we started with the
freestanding's costs and then added for case-m x and product
difference. Basically, these rates are freestanding costs
pl us 30 percent.

MR. HACKBARTH: So this is our best estimate of
t he real econom c situation?

DR. KAPLAN:. Yes, that's our best estinmate of
reasonabl e costs, was the way that we described it.

To account for cost changes in the com ng year we

begin wth market basket. W expect SNFs to continue
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finding additional ways to cut costs under the PPS. The
phase-in, which ends in fiscal year 2002, was designed to
give facilities time to adjust gradually to the PPS. W
think they will continue to adjust in the com ng year, even
after the phase-in is conplete.

Now we wi Il review our conclusions. |f add-on Z
expires, paynents won't be adequate. Therefore, it appears
that the add-on Z should be incorporated into base.

Freestandi ng SNFs' Medi care margin of 9 percent
and their continuing in the program suggests the paynents
are nore than adequate. Therefore, they do not appear to
need an updat e.

Even after the adjustnments we' ve di scussed,
hospi t al - based SNF paynents appear to be | ess than adequate.
Thi s suggests paynents shoul d be updated by narket basket
and that noney should be added to the base rate pending
devel opment of an effective classification system

The draft recommendations are on the screen and
collectively, the last three provisions -- the things shown
by bullets -- are essentially equival ent to market basket
m nus 1 percent.

DR. RCSS: If | could just clarify, that very |ast
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bull et is subordinated to for hospital -based facilities.

DR. KAPLAN. Basically we're going to update the
paynent rate anount by market basket for hospital-based
facilities, not freestanding.

DR. ROAE: Do you have total margins in addition
to Medicare nmargins? This is one of the kinds of facilities
where we really got into the question of Medicaid and
Medi care and the bal ance, et cetera.

DR KAPLAN: | don't have themon a slide. | have
them for the freestandi ng SNFs.

DR. RONE: \What are they?

DR. KAPLAN:. Negative 2 percent.

DR RONE: So the total margin is negative 2
percent, including this Medicare nmargi n?

DR. KAPLAN: Yes, everything.

DR ROWAE: You don't know what it is for the
hospi t al - based?

DR. KAPLAN:. Because you woul d get the nobst of
Medi care margin that you get in the hospital base, which is
3.8 percent.

DR RONE: | was just looking for the SNF itself

rather than for the whol e hospital
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DR. KAPLAN: Their margin would be their Medicare

business for the SNF. | nean, that would be their total
margi n. Most of the hospital -based SNFs don't take any
Medi cai d.

DR RONE: O private.

DR. KAPLAN: No. They m ght have some conmmerci al
but. ..

MR SMTH  Does the first paragraph of the
recomendation refers not to add-ons X, Y and Z, but only
add-on Z; is that correct?

DR. KAPLAN: That is correct.

DR NEWHOUSE: How would | know that?

M5. RAPHAEL: You know t hat because that one is
tied to when the refinenent of the classification system
occurs. Wien that's declared refined is when add-on Z is
due to expire; right?

DR. KAPLAN: Right. W didn't think the Congress
woul d know what add-on Z was so basically -- I'"msorry, it's
true. So this is the only add-on that was specifically put
in place to allow CM5 tinme to refine the RUGs and expires
when CMS states that the RUGs are refined.

M5. BURKE: |'msorry, | want to nake sure |
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understand this because of the variance between hospital -
based and freestanding. It is your intention to retain, for
all facilities, the current tenporary adjustnment. It is
then your intention to provide an update, market basket
update only for the hospital -based? Correct?

DR KAPLAN: That is correct.

M5. BURKE: So let ne understand bullet two. In
bull et one, you're saying you freeze the base. That's
freezing the base with the current tenporary adjustnent.
Point two is for the hospital you freeze the base, which
i ncludes the tenmporary, plus you add 10, plus you add market
basket ?

DR. KAPLAN:. That's correct.

M5. BURKE: Then point three, update the base by
mar ket is only for hospital-based?

DR. KAPLAN: Right, and you included that when you
were rephrasing bullet two. They're getting a market basket
updat e plus 10 percent.

M5. BURKE: Right. Can | sinply suggest that you
m ght want to think about you rephrase this so it's
explicit? It nmay be I"'mjust showin getting it.

DR. KAPLAN: Also part of the confusion is because
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the last bullet should say for hospital -based facilities.

M5. BURKE: R ght, but make it explicit that it is
our understanding -- and | nean you do sort of in that
openi ng paragraph, but say the presunption is that the
tenporary adjustments remain in place which equal X percent,
and that we assune that's the base. And it's on that base
we then build.

MR SMTH But in that regard it does seemto ne
we need to be clear, at |east so we understand, maybe
Congress will or won't, that at the nonent if sonebody | ooks
at the paynment structure there are three tenporary paynents.
We're only tal king about rolling one of theminto the base
and we need to say that in a way that someone who now t hi nks
there are three doesn't think we're tal king about three.

MR. HACKBARTH: | just need a clarification on
what Sheila just went through. So the second bullet,

i ncrease the base by 10 percent until an effective
classification systemis devel oped. What if CMS tonorrow
says we've fixed the problem

DR. KAPLAN. Basically last year, as nost of you
will remenber, we recomended that CMS devel op a new

classification systemfor skilled nursing facility patients
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because of the deficiencies of the RUGIII. And we stated,
at that tinme, that we didn't think it could be refined to be
an acceptabl e case-m x system W outlined four problens
wth the case-m x system And basically, even if they
really got it a whole |ot better, sone of those problens
woul d still remain that woul d not be sol ved.

MR. HACKBARTH. Wth regard to the one tenporary
paynent, didn't Congress vest CVMS with the deci si onmaki ng
authority about when the systemwas fixed?

DR. KAPLAN. Yes. It said until the RUGIII is
refined. So it did not refer to another classification
syst em

MR. HACKBARTH. So the first paragraph is driven
by CM5' decision about when RUGIII is refined. The second
bullet is driven by our judgnent about when they've cone up
wi th an adequate new system

DR. KAPLAN: That's correct.

MR. HACKBARTH. That's a little tricky for people
to follow That will need sone --

DR ROSS: You're also on to a point that it's
hard to craft a reconmendati on because we're seeing this

currently where if you just leave it to sonebody el se to say
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it's new and i nproved, and they declare it to be new and
i nproved, we couldn't come up wth fool proof |anguage. But
| think we can convey the point in the text.

DR. REI SCHAUER  Sally, explain to ne really
what's happening here. Z is an add-on that refers to two
categories of folks. Wen we're saying that we need to
build Z into the base, are we tal king about the distribution
or are we tal king about taking that 9 percent and just
rai sing the whole distribution?

DR. KAPLAN: We're tal king about raising the base,
the whole thing, for all SNFs. And it basically conmes out
to 9 percent. 75 percent of the patients are rehab
patients, 22 percent are in this nedically conplex, and the
ot her 3 percent are people who never got an increase in
rates under this add-on.

DR. REI SCHAUER. So then we're basically saying if
we do that, | gather, that 9.4 percent margin falls into our
range of --

DR KAPLAN: No. First of all, that |eaves
everything the way it is. Then, if we do not give
freestandi ng SNFs an update, then that will bring their

mar gi n down.



10

11

12

13

14

15

16

17

18

19

20

21

22

233
DR. REI SCHAUER. Three percentage points or so.

DR. KAPLAN: The mar ket basket forecast at this
monment is 2.8 percent but that obviously is subject to
change. | used the actual market basket forecast and | cane
out with about 7 percent, is what their margi n woul d be.

DR. NEWHOUSE: This is a mnor change. | think we
mean we want to increase the base rate by 10 percent, rather
than 10 percentage points, in the second bullet? You can't
increase a rate by 10 percentage points.

DR. KAPLAN: Thank you.

DR. WAKEFI ELD: Just out of curiosity | want to
ask you one question and see if | understood sonething
correctly that you said, Sally. D d you say that nost
hospi tal - based SNFs do not take Medicaid patients?

DR. KAPLAN:. Yes.

DR. WAKEFI ELD: That's because?

DR. KAPLAN: Wen | say Medicaid patients, |I'm
referring to custodial patients. |[|'mnot talking about
peopl e who are acutely ill that are paid for under Medi caid.
I"mreally tal king about the custodial patients.

DR. WAKEFI ELD: Then the second part of that, in

the text you indicated that about 20 percent of hospital -
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based facilities have | eft the Medicare program W don't
know what of that 20 percent that have left the Medicare
program are rural versus urban, do we?

DR. KAPLAN: No, we have not done that work.

DR. WAKEFI ELD: I n part |I'm asking that question
because, obviously, a high proportion of rural hospitals
provi de SNF care.

Just a comment on the text. |If this text stays,
there's a good paragraph tal ki ng about anecdotal evidence
t hat speaks to cost-cutting on the part of SNFs to help hold
their costs down using therapy assistants instead of
t herapi sts, using licensed nurses instead of respiratory
t herapi sts, et cetera, et cetera. |'d appreciate just a
little bit of a caveat in there that says sonethi ng about we
know that they've been effective, it seens, at cutting their
costs. W can't say anything about what inpact that may
have had on quality. So it sounds good on the face of it
but I haven't a clue fromthat what inpact, if any, that's
had on quality of care.

MR. DEBUSK: |If you would, help nme understand.
I"'ma little slow here, Sally. To peel this onion a

different way, as | understand it right now, X, Y and Z adds
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up to about $60 a day. |Is that right or wong?

DR. KAPLAN: At this point | don't know [|'ve
seen that. That's what the industry, but | don't know that.

MR. DEBUSK: Now when X and Y goes away, which it
will, of that $60, would | be safe in saying that that would
probably | eave about $30?

DR. KAPLAN: | don't know.

MR, DEBUSK: |I'mtrying to figure out, out of
what ever they're getting now, what are they going to end up
with. [It's very conplicated, and you wonder what's behind
t he nunbers in going forward. But say it is $60 and $30
comes out of it there. And then we've got Z, and we go into
next year, and the stand-al one no |onger gets the market
basket of 2.8 percent, and what does that translate into?
Ef fectively, what does that reduce that to?

DR KAPLAN: Instead of dollars, | think the
rel ati onship of paynents-to-cost is really what we've | ooked
at, rather than straight dollars. And that is that we have
not done the work to basically say what it would be, what
their margins were with add-ons X and Y in place. | nean,
we clearly know they'd be 4 percent higher because there was

a 4 percent add-on in place. But the 16.66 percent, which
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is built into the nursing conponent base rate, is a |lot nore
conplex to figure out.

DR ROSS: Sally, could | interrupt? Pete, just
to follow upon Sally's point, that we haven't done this on a
per diem basis but on a margin basis, that table that was up
that showed the report of margins in 1999 conpared with
nodel ed margins in 2002, the 9 percent was prior to any of
t hese add-ons. The nodel 2002 is 9.4 or 0.4, depending on
what happens to this third add-on.

But the other two to which you refer sort of cane
and went in the interval. But what we do know is that the
margin had to be higher than 9 percent. The reduction in
the cost per day, again | don't know exactly what that wll
be, but paynents were certainly in excess of costs before
t hose cane al ong and woul d have continued to be after them

MR. DEBUSK: |'mjust looking at it trying to work
out, in a sinple manner, how many dollars are we taking away
in the systemif all this happens |ike we propose here? M
concern is you know, we really had to bail this industry out
at one tinme, and that's how we got here. And are we goi ng
ri ght back there again?

DR. RCSS: There's where you see the draft
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recommendati on, though, is that given the current |aw
possibility that that third add-on be taken away by a

decl aration of a refinenment. And that would | eave an
essentially zero margin. Were we've argued that no, that
noney shoul d be | ocked in.

MR. DEBUSK: Are we tal ki ng about 90 percent of
t hat ?

MR. HACKBARTH. The whol e thing would be put into
the base rate. So that's what that first paragraph is
about .

MR. DEBUSK: Wiy shouldn't they get the market
basket going forward, as well?

DR. ROSS: That amount of noney -- that's a
Comm ssi on judgnent, but that anpunt of noney woul d put them
at a 9 percent margin. | think sonme m ght argue, at | east
on the Medicare |ine of business, that's beyond the adequate
range.

DR REI SCHAUER: But | think what Pete is saying
is they were at 9 percent margin in 1999, they then were in
deep trouble in 2000 and 2001, and we put nore noney in.
Then we're going to, in a sense, take it back out. Are they

going to be in big trouble? But you' re saying the big
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trouble is due to other things.

MR, HACKBARTH: Let's put the issue squarely on
the table. | think Jack alluded to it way back at the
begi nni ng when we were tal king about the issue of what role
do total margins play in our decision about Medicare rates.
| think it was Bob who suggested that the relevance is if
we're going to | ose access to Medicare beneficiaries, total
mar gi ns becone relevant to the conversation.

Qur best estimate of the total margins is a
negative 2 percent. So | think the inplication of Pete's
point is is that too |ow? Should we increase the Medicare
paynents to freestanding SNFs in the name of maintaining
access for Medicare beneficiaries?

DR RONE: To followup on that. |If we are able
to adopt, at |east subconsciously, a broader view of
financi al performance than just margins -- and we've tal ked
about bal ance sheet stability, financial stability, credit
wort hi ness, et cetera -- it would be interesting to know
what has happened and is it happeni ng through this nost
recent cycle with respect to the credit worthiness of these
institutions and their access to capital?

DR. KAPLAN. Their access to capital from'98 to
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99 went up for the freestanding, independent, and small to
medi um regi onal chains. On the chains, on the |arge
national chains, their net operating income dropped from 17
to 18 percent to 11 to 12 percent from'98 to '99. '99 is
your base year here.

So those other two add-ons are on top of that. So
it seens to ne that --

DR. ROAE: How do you reconcile that with the
m nus 2 percent nunber that you gave us?

DR. KAPLAN: | don't necessarily do reconcile it
with it. I'mjust telling you that that's the study that
the National Investnent Center did. They went to the |arge
| enders, the large established |enders that lend to this
i ndustry, and | ooked at their portfolios. And that's what
they canme out wth.

And they conpared that to an earlier study that
had been done on the |arge chains.

DR. ROAE: So you're taking these capital issues
into account when you give us your inpression that the
paynent rate i s not inadequate?

DR. KAPLAN: Yes. Let me just say, | think that

it's your decision to deci de whet her Medi care shoul d cover



10

11

12

13

14

15

16

17

18

19

20

21

22

240

Medi caid's costs. And ny concern would be that that doesn't
necessarily give these people any nore noney, because the
nore Medicare puts into the pot, it's very possible for the
states to back it right out.

MR. HACKBARTH. We've had sone people patiently

wai ting here.

M5. BURKE: Sally, I'msorry to put this to you
again, but I want to wal k back for just a second and | ook at
how what | think we're saying is structured and nmake sure |
understand it. It is nmy understanding that the first
paragraph is nmeant to nmake permanent as a part of the base
tenporary adjustment Z; is that correct?

DR. KAPLAN. That is correct. Permanent until
it's -- you know, we will be reassessing it every year.

MR. HACKBARTH: But it would be redistributed.

M5. BURKE: | understand. There were three
adjustnents, X, Yand Z. X and Y are going away. W nake
no argunent that X and Y ought to stay in play.

It is our belief that Z should becone a part of
t he permanent base; correct? Do you, in any scenari o,

envi sion Z going away when they rebuild this systenf
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DR. KAPLAN: | don't think we can answer that
because | think that -- all of this is based on 1999.
MS. BURKE: | under st and. But for the nonent,

until we know ot herw se --

DR. KAPLAN: Until we know otherw se, it would
stay in.

M5. BURKE: W believe Z becones part of the
per manent base upon which we adj ust.

DR. KAPLAN:. Yes, nma'am

M5. BURKE: Don't make ne feel older than | am
Your hi ghness, your royal ness, but not ma' am

Then | think we ought to say that. It's not clear
fromreading this that it is our assunption that the other
two go away, and what we essentially are incorporating into
the base is one aspect of what was a three-part adjuster.

Then | understand what you want to do is you want
to make no further adjustment to that base for the
freestandings, that's it. That's where they are.

Then you essentially want to do an additional 10
percent increase to the base, permanent for hospital-based?

DR KAPLAN. No.

M5. BURKE: So it's not a permanent increase?
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DR KAPLAN: No, it's until an effective
classification systemis devel oped.

M5. BURKE: \Whenever that is.

DR KAPLAN: Right.

M5. BURKE: But the market basket increase is a
per manent increase until everything else is in play?

DR KAPLAN: R ght.

M5. BURKE: Now is it ny understanding that the
Conmi ssion previously stated that a refinenent was, in fact,
not likely to be adequate? You believe the whol e system
needed to be repl aced?

DR KAPLAN: Yes, that's correct.

M5. BURKE: So why are we, throughout this thing,
tal king about all this is good until we refine it if we
don't believe it can be refined?

DR. KAPLAN: This doesn't really refer to the
refinement, except to say --

M5. BURKE: Yes, it does.

DR. KAPLAN. At the beginning we need a way to
refer to this add-on Z. So if the tenporary paynents
i npl enented to allow the Centers for Medicare and Medicaid

Services tinme to refine the classification system expire,
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really refers to add-on Z.

M5. BURKE: It seens to ne that unless there's a
reason not to do this that's historical, we ought to state
outright that we continue to believe that the systemcan't
be fixed. That it needs a new system W ought to just say
that and state that outright.

Then it seens to ne we ought to say that we
believe until such time as it's fully replaced, that this
adj ustnment -- and describe what it is so there's no
confusion -- this piece of it ought to be nmade part of the
base until we put in place a new system

| don't think we ought to look like A, we think a
refinement is going to work; or B, that we're not clear
about which of those we ought to do, if that's what your
intention is.

DR. KAPLAN: All right, | understand what you're
saying. Now we don't have a clear statenent about add-on X
and Y, because of the sanme reason that Chantal nentioned
that generally one doesn't recommend that you foll ow current
I aw.

M5. BURKE: But in this case we're explicitly

providing for the continuation of sonething?
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DR

KAPLAN:. Yes, for add-on Z, yes.

BURKE: Wi ch does require a change in the

KAPLAN: Yes, it does.
BURKE: So it seens to nme, does it?

ROSS: This is all alittle bit nore

conplicated than that, in part because the so-called add-

Z -- this is a contingent. Current lawis it stays in

244

on

pl ace. The issue is whether it mght go away if CMS deci des

to declare it

t he statute.

t he statute.

refined this year. But there's no change

It can go away or continue with no change

That was item nunber one.

n

n

ltem nunber two is you're referring to the term

per manent .
IVB.
base.
DR
nervous.
VB.
DR

BURKE: It's just calculated as part of the

ROSS: And words |i ke permanent make nme

BURKE: Not hi ng' s pernanent .

ROSS: | think the gist of this is that you

put this noney in place until a new case-m x classificati

on,

and presunptively effective class-m x classification system
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M5. BURKE: But we don't renegotiate this next
year in the absence of anything el se?

DR. RCSS: Correct.

M5. BURKE: That's my point. |Is we presune this
stays in the base until such tine --

DR. ROSS: But presumably if and when you go to a
new PPS, at that point you reassess everything el se
entirely.

M5. BURKE: My concern is just that it is not our
intention, absent a conplete reformof the system or
what ever we're waiting for, that we're going to renegoti ate
next year whether or not this adjuster stays in place. This
is in place until -- okay. W nmay want to sort of be overt.

MR SMTH On Sheila's point, it seens to ne -- |
mean, part of the problem!1 think cones fromthe use of base
because that sounds permanent and we don't really nean
permanent. We nmean until the inadequate classification
systemis repl aced.

But it seens to nme we ought to link that point
with what is now the second bullet in the second point.

We're tal king about two paynent adjustnents, one for al
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SNFs and one for hospital-based SNFs, that we believe ought
to be incorporated in the base rate until the classification
systemis replaced. And it seens to nme rather than dividing
t hose two thoughts, we ought to get them back together

agai n.

DR. KAPLAN: | think one thing that I'mafraid
you're msunderstanding is that this 9 percent, which we're
calling add-on Z, we're tal king about putting in the base
rate for everybody. And I don't |ike the word permanent
ei ther, because we do reassess every year whether the base
rate is appropriate or adequate. And we m ght decide in the
future that it's nore than adequate.

But then the 10 percent addition to the base for
t he hospital -based, we're saying that is only until a new
classification system a new effective classification
system is in place.

MR. HACKBARTH. So the triggering events are

different.

DR KAPLAN:  Yes.

MR. HACKBARTH. For the first paragraph, a
refinement of RUGIII could suffice. CM says we' ve tweaked

it here and there, it's better than it was. Under current
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| aw t hat neans the Z paynent goes away. Under this
recommendati on we woul d say take that noney then and put it

into the base.

DR KAPLAN: Yes.

MR. HACKBARTH. The second paynent, the one that's
the second bullet, its elimnation is triggered when a whol e
new cl assification systemis devel oped. A refinenent of
RUG 111 does not suffice. That is, | think, the confusing
part here.

MR SMTH But aren't we even nore confused,

A enn? Because we're arguing that a refinenent of RUGIII
shoul dn't even trigger getting rid of add-on Z, because we
don't think it's possible to do it.

MR. HACKBARTH: The current |aw, as | understand
it, provides that Z will go away if RUGIII is inproved, or
is declared to be inproved.

DR. KAPLAN: Are declared to be inproved.

MR. HACKBARTH. So we're saying in the event that
happens, and it may happen relatively soon for all | know --

M5. BURKE: Do we think --

DR. KAPLAN: The word on the street is it will be
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done for 2003, it will be declared as refined.

MR. HACKBARTH. So that's the event that we don't
control that we expect to happen relatively soon. 1In the
event it does, we're saying there should be a 9 percent
increase in the base. So that npney stays in the system
albeit in a redistributed fashion.

We continue to say that we don't think that's
enough, enough inprovenent of the classification.

Therefore, there ought to be a 10 percent add-on to the
hospi tal -based until there's a whole new systemput in
pl ace. That's what we're saying here.

MR SMTH | apologize. | amreally confused now
| think.

DR. NEWHOUSE: denn, |let nme suggest that we get
rewitten wordi ng tonorrow

MR SMTH But | think we need to stick with this
for a mnute and nmake sure we understand what we'd like to
see rewitten

Sally says that the word on the street is that the
declaration will occur before 2003. As this first part of
t he reconmendation is witten, that would nmean that the 9

percent never got incorporated in the base, it went away.



10

11

12

13

14

15

16

17

18

19

20

21

22

249

But that's not what it says.

DR. KAPLAN: No. The word on the street is that
the RUGs will be refined for fiscal year 2003. That the
refinement will be announced in the proposed rule that cones
out this spring and then is put into final rule in the
summer, but becomes effective on Cctober 1.

MR SMTH  But doesn't the first half of the
recommendation tell you, as drafted, say in the event that
things transpire the way you describe --

DR. KAPLAN: That it actually happens, yes.

MR SMTH  That the 9 percent then is not
i ncorporated in the base.

DR. KAPLAN: No, then we tell themto incorporate
it into the base.

MR SMTH  That's not what it says.

DR REI SCHAUER. Way don't we say sonething |ike,
when CVS refines the RUGIII and add-on Z expires, the
resources devoted to this should be added to the base.

MR. DEBUSK: Word in edge-ways. Wat tinme? |If
this is the word on the street, why should we take the
mar ket basket for 2003 away fromthe stand-alone facility?

DR. KAPLAN. Because we're recomendi ng to the
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Congress that they add add-on Z to the base rate.

MR, DEBUSK: But that's going to go away.

DR. KAPLAN: No, we're recomrending to the
Congress that they put that noney into the base.

MR. DEBUSK: Wy do we have to nmake the market
basket go away for this area?

DR. ROSS: Can we break this into two pieces? The
first piece of this is an attenpt to deal w th paynent
adequacy and basically to lock in what's already there and
to prevent it fromvanishing. And if we take the suggestion
to put it in nore direct |anguage, CM5 can nake the noney go
away, but | do not believe CM5 can nmake the noney come back.
So we'd have to craft sonmething that says -- this is where
we struggled with the wording -- if CVS nmakes this go away,
then Congress then has to step in and put the noney back.
That woul d be item nunber one.

But that step is the one that will get you to a
word of about a 5 percent overall margin, which again,
dependi ng on your views, would be higher relative to say
other facilities that you' ve consi dered today.

The second piece of this is a distributional

conponent that says within that pool of noney that's funding
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an overall 5 percent margin, you ve got a significant
di sparity between freestanding SNFs who are going to be
somewhere in the 9 percent range and hospital -based SNFs who
even after we take into account cost allocation would have
mar gi ns on the mnus 20 percent range. So an update of
sormet hing on the order of market basket m nus one, which
m ght be consistent with a 5 percent overall margin, could
then be distributed as no update to freestanding facilities,
an adjustnment to the base, and a market basket increase for
t he hospital -based facilities.

But it's two pieces here. One is to nmake sure the
pool of noney is appropriate. The other is to do a
di stributional issue analogous to what you did with
hospi tal s.

M5. RAPHAEL: | wanted to nmake three points.
First of all, I think our recomrendati on needs to start with
reiterating sonething on the classification system Because
unl ess we deal with that and get an effective classification
system how are we ever going to get out of this bind?
We're going to have to put Band-aids on the systemuntil we
sonmehow have something that's a credi ble way of classifying

and neasuring resource utilization. So | would like to
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start with reiterating sonething in that vein.

And | don't renmenber now how conplicated it is to
do this, but actually we have nmanaged to do cl assification
systens for hone health care. W nmanaged to do one for
rehab facilities. So this is sonmething that seens to ne to
be doable, if the intensity and focus is on it.

Secondly, on the issue of total margins, and we
said earlier that we want to | ook at that through the filter
of access. In your text you refer to one access study, and
only one, which | believe was the O G study of access. O
two of them

But basically, I"'minterested in what we know
about access. | think I remenber, and |'mnot sure | got
this right, that in general there was a sense that patients
coul d be placed except for about 1 to 5 percent. But | want
to know who's in that 1 to 5 percent, because | think we
need to | ook at who m ght be the ones who were having sone
access i ssues.

And thirdly, I"'minterested in this notion of what
the different product is in hospital-based facilities. |
understand the case-mix difference. It seens to ne that for

product we're using a proxy of nore staff. | nean, that's
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what | gather. But |I'd |like to better understand exactly
what we think the product is that's different in a hospital-
based facility fromyour average freestanding facility.

And one |l ast comment, | also was wondering if you
had any observati ons about the extent to which hospitals
m ght be exiting this business, as they're exiting physician
practice business, as they're exiting hone health care, not
only because of what happens in this particul ar business but
because they have to focus nore on what they consider their
core business in a much nore turbulent and difficult
environment. And therefore, they're sheddi ng what they
consider less than central to their current business
i mper ati ves.

DR. KAPLAN: Let nme address your questions. First
of all, | agree with you that we should reiterate the
recommendati on on classification system

As far as the difficulty of doing classification
system CMS was nmandated by BIPA to study alternative
classification systens for the skilled nursing facilities
and report on themto the Congress in January 2005. CMS
plans to do that, but there doesn't seemto be any sense of

urgency in getting a new classification system first of
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all. 1 would say that yes, they have done ot her
classification systens, but there's been will to do that.

Then the issue about a different product. Let ne
just say that we considered that there is a different
product, that half the length of stay and al nost doubl e the
skilled nursing in the hospitals conpared to the
freestanding SNFs. In this 10 percent that we are adding to
t he hospital -based, we really did not consider an addition
for product. That 10 percent is nore related to the case-
m x different, those 11 points difference in case-m Xx.

So yes, we considered that there appeared to be a
difference in product, but we didn't necessarily give them
t he noney to cover a different product.

As far as the O G studies, they really are the
only access studies out there. But they are pretty decent
studies. They talked to the discharge planners which, since
all SNF patients are post-hospital, that would be the
| ogi cal person to talk to.

You were right that 1 to 5 percent had difficult
pl aci ng patients and that these patients were the nost
costly patients. | think that this goes directly back to

the case-m x and the fact that you have people who are using
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a lot of non-therapy ancillaries, as they're called, the
non-rehab ancillaries. And that even that 20 percent bunp
that was given those nedically conplex patients did not
really conpensate SNFs for those patients. And so they were
unwi Il ling to take them

Does that answer all your questions?

M5. RAPHAEL: Except the only other thing I was
j ust wondering, do we know anything at all about the
notivation of the hospitals existing the business? Because
| think that's a very inportant nunber and we need to
understand what's the reason for hospitals existing and to
what extent are they exiting all supposedly non-core
busi nesses. | nean, | know hospitals m ght define that
differently. And to what extent is it really due to what
they think is inadequate paynent.

DR. ROSS: Carol, there's also a | ot of other
paynment policies that have changed. For exanple, the
transfer policy being the big one.

DR. KAPLAN: | can't answer your question. |
think that would be a really interesting study to do, but
|"mnot really sure that when we cone down to prioritizing

staff's tinme that it really is sonmething that you' d want to
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do in the future. [If it's sonething you think is really
inportant to investigate, but | don't think we really do
have any i dea.

DR. NEWHOUSE: Since | assune you're going to
bring us back | anguage to | ook at tonorrow, |et me suggest
that we split this reconmendation into two and that it go
along the lines that Murray said, which | think is a
relatively clear statenment that the first recommendati on
deal with the total dollars in the systemand the necessity
for add-on Z, which we would spell out as the specific add-
on needs to stay.

And then the second reconmendati on deal with the
di stribution between freestanding and hospital - based
facilities. | think we've just tried to pack too nuch in
here, in addition to a | ot of code words.

| wanted to comment al so on a substantive point
about total margins and Medicaid deficiency. | agree with
your point, Sally, about if Medicare puts nore noney in the
states may pull it out. 1In addition to that, am| not right
t hat the Medi care shares averages around 12 percent?

DR. KAPLAN. That's correct.

DR NEWHOUSE: Then it's sort of, the Medicare
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tail can't wag the Medicaid dog. | nean, if we're trying to
make even mnus 2 percent back to zero, we're tal king about
a 16 percentage point increase in the Medicare margin. That
doesn't seemto be in the cards, in addition to all the

di stortions that would cause. | think that's not a fruitful
line to pursue.

DR. STONERS: | was just going to echo, | think
t he nunber one part about Z needs to be separated out. But
| think to be consistent with our previous recomendati ons,
rat her than say freeze the base paynent anmount for
freestanding, we'd be better to say for freestanding skilled
nursing facilities a market basket update or whatever is not
necessary. Saying that we're going to freeze it is
different fromwhat we did with the dialysis.

And then just take the last part for hospital-
based and say we need a 10 percent increase in the base plus
mar ket basket and that's it. But if we're going to be
consi stent, instead of saying freeze, that has that
per manent connotation to it again.

DR ROAE: Can | ask just a technical question?
When we're tal king about -- | guess it's relevant to

hospital s but noreso here because nore of these are for-
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profit. Wen wtalk about these margins, are these pre-tax
or after tax?

DR. KAPLAN: Pre, | believe. Boy, I'mtrying to
remenber the cost report. | believe it has to be pre, but |
can hopefully cone back with that tonorrow norning.

DR ROSS: In a mnus 2 percent world, it's not
cl ear what the issue is.

DR ROANE: No, but in a 9 percent world before tax
is 5 percent after tax, and it's just a different nunber.

W have this illusory corridor that we think is the right
confortable corridor, and we were tal ki ng about sustaini ng
financial stability and creditworthiness, et cetera. What
is, in fact, the profitability? 1 just wondered whet her
these are before or after tax numbers, because it nakes a
bi g difference.

MR. HACKBARTH. Sally, | think we're done for
today. How do you feel about that?

DR. KAPLAN:. Thank you very nuch

MR. HACKBARTH: So | think the bottomline is
there seens to be agreenent on the content but concern about
the structure of the reconmendati on.

DR. KAPLAN: Ckay, and I'll come back tonorrow
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nmorning with revised recomrendati ons.

MR. HACKBARTH. Thank you. The last itemfor
today is honme health services. Sharon?

M5. BEE: This presentation is primarily a
di scussion of the draft recomendations followi ng just a
brief review of the analysis that we' ve done.

First, I'll discuss the background for this
sector, which |I've repackaged in response to your direction
fromthe |last nmeeting, to enphasize the sonmewhat wild ride
that home health has had over the last 15 years. Next, 'l
revi ew market conditions that we' ve been discussing for the
| ast couple of nmonths. And finally, we'll |look at sone nore
draft recomendati ons.

From 1987 to 1999 there was a rapid rise in use.
For this sector, spending grew from$2 billion to $17
billion. The gromh was driven by weak incentives for cost
contai nnent and the increasingly |long-termcare nature of
t he services delivered.

This growth pronpted Congress and the
adm nistration, in the md-90s, to take action to rein in
home health. They inplenmented a series of new policies.

The paynent system was changed fromthe cost-based systemto
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the interimpaynent systemin 1997. Then it was changed
again fromthe interi mpaynent systemto the prospective
paynent systemin 2000.

During this tinme, eligibility al so changed
somewhat. Beneficiaries whose only skilled care need was
the drawi ng of blood no longer qualified for the benefit.
Al'so during this tinme Operation Restore Trust was initiated
to reduce fraud and abuse.

In the wake of these changes cane a dramatic
decline in use and spending. Spending fell by half from
1997 to 1999, reflecting a decline in both the proportion of
beneficiaries using honme health and the anmount of services
honme heal th recipients were using.

G ven the recent changes and a somewhat bunpy ride
for this sector, paynent stability for 2003 may be
appropriate. By 2000, the intent of the changes nade in the
m d- 90s seens to have been substantially nmet. Both
beneficiaries and providers could benefit fromallow ng the
systemto settle down for a period.

Wiy here? Well, current market conditions provide
no evi dence of disparity between paynents and costs. Entry

and exit in this relatively fluid sector have been stable
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for the last two years. Reports on access to hone health
services for beneficiaries fromhospitals, nursing hones and
the community all seemto indicate good access.

And | astly, without a clear definition of the
benefit and clinical standards, we have a limted ability to
interpret the changes in use that we can observe.

Whi ch brings us rather quickly to our draft
recomrendations. As a theme for all three of these
recomendati ons we have a m x of what we know and what we do
not know. There are two versions of draft reconmendation
one on the screen for your consideration.

As a matter of conm ssion policy, and to be
consistent wth our analytic framework, you could recomrend
an update equal to the forecasted increase in input prices
in the absence of conpelling evidence that costs woul d
change at sone other rate. However, we note that the
uncertainty in this sector is far greater than the other
sectors. W have no useful data about costs under this PPS.

G ven the high level of uncertainty, there's no
evi dence that endorsing the update in current |aw of market
basket mnus 1.1, rather than introducing yet another

change, is inappropriate.
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Draft recommendation two addresses the so-called
15 percent cut. You could recomend the elimnation of the
cut. This would suggest that the work of the BBA s changes
in the md-1990s is substantially done. W would make
future corrections to paynments through our update process.
Eliminating the cut renoves the uncertainty about its
i npl enentation and allows policymakers and providers alike a
better idea of what's comng for paynents in this sector for
t he future.

W coul d recomrend postponing the cut. W' ve
suggested in this draft recommendati on a two-year
post ponenent in response to your input fromthe |ast
nmeeting. We will not know nuch nore about the fundanent al
guestions of paynent adequacy at this tinme next year.
Post ponenent would allow tine to receive and anal yze sone
cost data fromthe PPS. It avoids shock to the system of
i npl enmenting the cut and maintains a tool to reduce spending
substantially if appropriate. However, the postponenent
prol ongs the uncertainty of the cut.

Draft recommendation three. As we've discussed in
past neetings, we do not have evidence that rural access

currently is inpaired. In the OGs study, hospital
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di scharge planners had no greater difficulty placing
beneficiaries in home health than their urban counterparts.
However, use declined significantly nore quickly in rural
areas than in urban from 1997 to 1999 and the proportion of
exiting agencies in rural areas was greater than urban.

G ven the uncertainty, atine limted extension of the rura
add-on paynent may be appropri ate.

Wth that brief discussion, we can open up input
for the draft recommendati ons. Any questions?

MR. HACKBARTH. The crux of the problemhere is we
don't have cost information, the benefit is ill-defined,
there are not clinical standards as to appropriateness, and
so we're cut loose fromall of our usual noorings and just
sort of bobbi ng about on the sea.

M5. BEE: In our new anal ytical franmework what
we've done is we've tried to give ourselves new tool s other
than margins, other than just relying on sone of the cost
and the paynent data. And we have | ooked at those. Wile |
woul dn't descri be us as on the nost solid ground, we have
some footing here.

MR. HACKBARTH. Fair enough. | stand corrected.

So at |l east we can say there isn't any gross evidence of
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access problens, but that's all we can say at this point.

M5. RAPHAEL: We do know about exit and entry
because that's as | recall during cost base there were three
new entrants for every departure. And then, when we went to
| PS there were eight who left for every one who cane in.

And now it's pretty stable, at about 7, 000.

DR. NELSON: Do either you, or perhaps Carol, know
how many areas are down to a single hone health provider and
whi ch choices fornerly were present? Perhaps choices that
m ght be nore cost efficient or convenient for the patient.

M5. BEEE W're a little limted in our ability to
interpret the data there. GAO did a study to | ook at the
guestion of the availability of providers. W're always a
l[ittle bit limted in this area because our official nunbers
count parents and not branches. So there could very well be
a branch of an agency and we woul d not be aware of it from
the way we count their heads.

When GAO | ooked at the issue for rural areas,
especially where you m ght be concerned about a single
agency, in a very high proportion of the counties that our
data indicated had zero or no agencies, they found up to

three serving the county.
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The service areas of the agencies are not very
wel | defined again by our data, so it's very difficult for
us to know where that situation m ght exist.

DR. REI SCHAUER  Sharon, just the information
you' ve provided us and a desire to be prudent | think would
suggest that we go with the full market basket.

| al so woul d be opposed to postponing the 15
percent cut for two years because | don't think there's any
indication at all that we're, in a sense, overpaying by
something close to 15 or 10 percent. W' d see expansion in
the industry. W'd see sonething going on.

| nmean, we m ght not be right on, but we can take
care of that two years from now when we | ook and say are
paynents adequate in the base and nmake a littl e adjustnent
there, rather than holding out this threatened club for
anot her two years. So | would go full market basket and the
first half of recommendati on two.

MR. FEEZOR | guess | was going to ask a question
that Bob's recomrendati on woul d nake noot. |s there any
i ndi cati on what a 15 percent reduction would do to access?
| guess that's the question |I'd have.

DR. ROSS: Sharon, would you first clarify that
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it's not really 15 percent. W use that because that's
what's in law, but it is not nunerically 15 percent.

M5. BEE: Qur best estimate is that the actual
reducti on woul d be between 6 and 8 percent reduction to the
base.

MR. FEEZOR: Do you have any indication what

i npact that will have or would have?

M5. BEE: | don't know.
DR. WAKEFI ELD: | agree with Bob and Allen -- |
think Allen was agreeing with Bob -- with regard to the

first two recommendations, and I'd |like to coment on the
last. That is the extension of the 10 percent rural add-on
paynent for two years. A couple of comrents about that.
First of all, in our June report, | think that
some of what we said there was | believe simlar to what
you' ve just said. That is, we have a |lack of data, there's

a need for data collection and analysis to see what's really

going on with those facilities. And we still don't have

that data. O if we've got it, | mssedit. O we don't

have much of it. So that need, | believe, still exists.
Secondly, I"'ma little concerned about what those

beneficiaries are getting in rural facilities. Wen | went
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back and | ooked at that section of our June report, it said
for exanple that even when you have simlarities in

di agnosi s and functional status between urban beneficiaries
and rural beneficiaries, what rural beneficiaries are
getting is not the sane service as their urban counterparts.
And that in fact, it seened that if those rura
beneficiaries were geographically located in urban areas

t hey woul d, on average, be getting those nore intense
services. So in other words, if you | ooked at the

popul ation that had no differences in diagnosis or
functional status, the level of intensity of services
already is different.

Now one m ght say maybe the beneficiaries in urban
areas are getting too much service, or nore service than
they need. But the point is there is a difference, even
when you hol d constant diagnosis and functional status. So
there's sonmething going on there that | don't know that we
ful l y understand.

The last point | wanted to nmake about that
particul ar recormmendation is that, as you indicated, we've
got a very significant nore rapid decline in proportion of

beneficiaries using hone health in rural areas than in urban
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areas. And that the rate of exit of agencies in rural areas
is proportionately nmuch greater than their urban
counterparts. But we counter that in the text with GAO s
finding that there doesn't seemto be a problemw th placing
Medi care beneficiaries in either rural or urban areas.

So | guess what | mght say that that m ght
suggest is that 10 percent -- because | don't know that we
know any better -- that 10 percent rural add-on, in fact,

m ght be just about right. Cearly, the trend in rural
areas doesn't seemto be with that 10 percent add-on driving
increased utilization. So it may be that -- although again,
we don't have nmuch data to work with here, but it seenms to
suggest that maybe that 10 percent is supporting sone
adequat e access or ability to place Medicare beneficiaries
in home health. O maybe they're getting their honme health
services at a great distance fromwhere they live. W don't
know.

So there's just a lot we don't know here and
clearly there have been huge shifts, especially in rural
honme health. So it's a concern to ne, in terns of access
for rural beneficiaries.

MR. HACKBARTH. Are we ready to nove to voting?
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M5. BURKE: | just have one. Just follow ng up on
Bob' s point about the second recommendation regarding the
paynent cut. | was just going back through the text again.

As | recall having read the text of the report, it
repeatedly stated throughout there was no indication that
there was an overpaynent, that the paynment was too high. At
| east, that's how | read this. Am | m sreading what you
sai d?

Basically, first of all, you said we don't know
very much. Then you went on to say that what we know is
that we don't believe, given what we know, that the paynents
are not appropriate. | believe you specifically say, when
you tal k about the paynents to cost. You talk about vol une
and what's happened in terns of the frequency of visits
whi ch have continued to decline a bit, not certain why, not
certain whether quality has been affected. The entry and
exit seens to be relatively stable. Your coment, at one
point, in discussing the recommendations are that these
fol ks have gone through a series of seismc changes in the
| ast few years, which we may or may not want to have nore
sei sm ¢ changes occur.

But | wonder, having said all of that, Bob's point
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about let's just go ahead with the schedul ed reducti on seens
to fly in the face of the content. O not?

Ch, | thought you said to go ahead.

DR REISCHAUER: No, | said elimnate it
per manent|y.

M5. BURKE: Never mnd. W're in the sane pl ace.

| thought you said to go ahead, |I'msorry.

For that reason, | support everything Bob has just
sai d.

MR. HACKBARTH. | think we're ready to vote. What

"' mgoing to suggest is that we follow Bob's | ead and vote
on the first draft reconmendati on one. Are people okay with
t hat ?

The reconmmendation on the table is Congress should
updat e hone health paynents by market basket for fisca
2003.

Al |l opposed?

Al in favor?

Abst ai n?

On draft recomendation two, again we'll go with
the first alternative. The Congress should elimnate the

paynment cut schedul ed for October 2002 in current |aw
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Al'l opposed?
Al in favor?
Abst ai n?

And draft recommendation three, Congress shoul d

extend the 10 percent rural add-on for two years.

Al'l opposed?
Al in favor?
Abst ai n?

kay, thank you Sharon.

M5. NEWPORT: Murray and | had a brief sidebar
here about what all of this will cost when you add it al
up. What it nmeans for ne at |east, the question has nore to
do with what the Congressional process is and how CBO wi ||
score this. | guess we'll know nore about that next week.

| was wondering if perhaps the staff could share
with us, once we have that, what this nmeans in real nopney.
|"mjust interested froma |lot of standpoints, in terns of
how it affects overall paynent.

DR ROsS: W'Il try to get you what | can. My
remar k about baselines was sonme of these things -- |
suspect, for exanple, the physician fee recommendati on wl |

cost something different in two weeks on the budget
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scorecard than it would cost today.

| honestly don't know on the issue of the SNF
paynent because | don't know what is being assuned in
basel i ne about whether CMS will or will not elimnate that
noney -- excuse ne, propose the refinenent.

M5. NEWPORT: To the extent that you can
reasonably give us a report on that, |I think that woul d be
hel pful .

DR. NELSON: It isn't so nmuch new noney. A |ot of
this is restoration of old noney.

DR. ROSS: That's not how it gets scored.

M5. NEWPORT: | would agree with you in sone
respects.

MR. HACKBARTH. It's now tinme for public comment.
Let me rem nd people of the ground rules, for those of you
who weren't here this norning. W'd ask you not to read
witten statenents. Please keep your statenent brief. And
if we find that people fromthe sane field are repeating
comments, I'mgoing to reserve the right to cut off the
conversation so that as many people as possible can get to
t he m crophone.

MR. CHI NCHI NAQ Thank you. [|'m Dol ph Chi nchi nao,



10

11

12

13

14

15

16

17

18

19

20

21

22

273

representing the National Kidney Foundation. W wish to

t hank the Comm ssioners for their recomendation for a

di al ysis rate update and use this opportunity to highlight
sone of the changes in the denographics of the dialysis
popul ati on since the conposite rate was introduced in 1983.

In 1984, 7 percent of the dialysis popul ation was
over 75 years of age. 1In 1999, that had doubled to 14
percent of the preval ent ESRD popul ati on over 75 years of
age. And that segnent continues to be the fastest grow ng
part of the popul ation.

Secondly, the percentage of patients who cane to
dialysis in 1984 because of diabetes as the prinmary cause of
ki dney failure was about 16 percent. By 1999 that al so had
doubl ed to 33 percent. W are convinced that the
recomended update will ensure that these ol der and sicker
patients receive the kind of services that they need.

Thanks agai n.

M5. NAZACK: |'m Susan Paul Nazack with the
Ameri can Associ ation of Hones and Services for the Aging.
We represent the non-profit continuumof |ong-termcare that
i ncl udes nursing homes, skilled nursing hones, both

hospi t al - based and freestandi ng.
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We applaud the fact that there is a recomrendati on
to keep what I'Il call the Z again, in the base because we
certainly do need to keep the noney there. However, the
concern with the access for nedically conplex residents.
These are people who have a variety of different cases.

They have non-therapy ancillary costs that far exceed the
average paynent. |If we only provide additional nonies to
t he hospital -based, then the freestanding that are al so
taking care of the nedically conplex patients are going to
be at a trenmendous di sadvantage and could really hurt
access.

Virtually all SNFs serve sonme nedically conpl ex
patients. However, the residents who utilize non-therapy
ancillary costs that greatly exceed the paynent can be found
probably in all RUG groups, but they have a great
probability in being in the RUG groups for the extensive
services. It is not unusual to have non-therapy ancillary
costs of $700 a day. This is for skilled nursing facilities
that are freestanding, as well as the hospital-based.

Patients categorized in the extensive services
have |V nedication, suctioning, tracheotony, ventilation

service, |1V feeding. These people are very sick and they
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need to have servi ces.

The access problens that have been identified in
t he past, though they've not been totally identified, are
primarily these type of patients and these are the ones that
are going to be having even harder services if the
freestandi ng do not get an added anount that could help
conpensat e.

Thank you.

MR. LANE: Larry Lane, Cenesis Health Ventures.

A coupl e of points. Pete asked, in sonme sense,
what are we tal ki ng about in magnitude? X is about $500
mllion. Y is about $0.9 billion or about $900 million. Z
is about $1.2 billion for a total conmponent of $2.6 billion.
The mar ket basket change proposed is about $400 nmillion.

The Comm ssion recommendati on di scussed today
takes $1.8 billion out of the skilled nursing sector. And
the real question the Comm ssion has to address is can that
sector absorb that inpact? It translates, if | heard Sally
correctly, the mnus 2 percent margin, this translates into
a margin inpact negatively of approximately 4 to 5 percent.

The question really begins to be if you throw the

anchor into the mddle of the boat rather than in the water,
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who is going to take care of mam?

The margi n anal ysis nust say nust be done in the
context of adm ssion di scharge was not discussed that way
and we've given staff an analysis done using CVsS clains file
anal ysis that tracks adm ssion and di scharges ' 94 through
2000. And it will point out very sinply that there's
100, 000 fewer beneficiaries served in '99 than '98 by
skilled nursing facilities. It also points out that
approximately 82 percent of the adm ssions and di scharges
are in the freestanding side. So a lot of attention is
being given to the hospital -based conponent.

The third is is that hospital -based conmponent
different? And | will add to materials | have given staff a
study that we've just gotten today from Curry Kilpatrick out
of the University of North Carolina, and Bill Roper was
engaged in this. 1'd just read two points in the total
regression analysis that they did.

One, our anal ysis showed no substanti al
differences in the capability to the level of care that is
of fered by freestandi ng versus hospital -based SNFs.

Two, we found no evidence to support that the PPS

or BBRA had a differential effect on hospital-based facility
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conpared to freestandi ng SNFs.

| must say while APR DRGs is a novel idea, it is
not the basis for the paynent structure that is in place
today in the case-m x index. And when hospital-based versus
freestandi ng are anal yzed using that index, what comes up is
it is not the setting that is the difference. The real
guestion is are we going to redo what was old policy? That
was reward hospitals for their inefficiency. O are we
attenpting to try to drive an efficient care delivery
structure.

Thank you and we'll continue to talk wth you, |
guess, over the next com ng weeks.

M5. FI SHER: Thank you. Karen Fisher with the
Associ ation of American Medical Coll eges.

| want to take us back, | apol ogi ze, to hospitals.
We appreciate the fact that it seemed this norning that the
Comm ssi ons thought that total margins would be a useful
pi ece of information to have when | ooking at updates in
financial performance. Gven that, | think it m ght have
been hel pful in this afternoon's discussion if total margins
were part of that discussion. Unfortunately, they weren't.

| f you look at the total margins that Craig
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presented, unfortunately I don't think it was not presented
today total margins for |large urban hospitals. But let's,
for the nonent, assune sonmewhat of a proxy with major
teaching hospitals. |If we assunme that what was presented
for major teaching was 2.4 percent, then if you | ook at the
anal yses by the staff of taking the 1998 overall Medicare
margin and the staff doing its best efforts to increase that
to 2002, there's obviously a decrease in overall Medicare
mar gi ns between those three years by 2 percentage points,
2.1 percentage points.

Assumi ng private payers' behavior remains the
sanme, that's going to mean a reduction in the total margins
for those institutions that could be alnbst up to 1
per cent age poi nt.

You then factor in the fact that for these
institutions you're not going to give a full market basket
updat e but market basket m nus 0.55 percent, you start to
bring the total margins for these institutions possibly
dangerously close down to one. And that's assunming private
payer behavi or stays the sane.

| woul d hope that given the Conm ssion's

di scussion this norning about the value of total margins
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that the estimates that are used for Medicare, et cetera,
can be expanded to total margins and at | east brought forth
for the Comm ssion to have that discussion and have that
i nformati on before them when they nake their decisions.

Thank you.

MR. PYLES: M nanme is JimPyles. |1'mhere on
behal f of the American Association for Hone Care.

| just wanted to conmend the Comm ssion for the
recommendations, all three recommendations with respect to
home health. The recommendation particularly with respect
to the elimnation of the 15 percent cut, | think finally
puts hone health on the path to a rational reinbursenent
system and one that can be refined in the future to neet the
clinical needs of the patient.

| would just ask you though, as you go forward
with further deliberations on hone health, to remenber there
were 1 mllion Medicare beneficiaries elimnated fromthe
home health benefit over a two year period. That's a fourth
of the beneficiary population. W know from GAO st udi es and
from MedPAC anal yses that the greatest reductions were anong
the highest utilizers in the patients in the rural areas.

We believe those are the nost vul nerable patients. W
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believe there has to be and is an access probl em anong t hose
pati ents who cannot have that degree of reduction or
elimnation of patients froma benefit w thout their being
an access issue. And we know that there are many rural
areas across the country that are either down to their only
home health agency left or they' ve | ost the one honme health
agency they had.

We hope in the future that you'll | ook at homne
health not in isolation to determ ne whether it's grow ng
too fast or too slowy, but to look at it as a tool for
addressing the need to provide nore services for |ess
dol | ars.

Thanks very nuch

AUDI ENCE SPEAKER:  1'I| obey the rules and I won't
repeat everything that ny coll eagues in |ong-termcare have
said before, in Larry Lane and Susan Paul Nazack.

But | would plead with you to pay speci al
attention to sone of the points that Susan made because |
think there is a very critical issue here. That is do you
believe that there is an access problem for skilled nursing
facilities? O do you believe there is not an access

probl em for SNFs?
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Today Conmi ssioner Rei schauer said the foll ow ng:
Preservation of facilities should not be an objective unless
preserving access. |If there is no access problemthen it is
difficult to follow the logic of distinguishing between the
hospi tal -based SNFs and the freestanding SNFs. But if there
is an access problem and we have believed for a long tine,
with the Anerican Association of Honmes and Services for the
Agi ng that there nmay indeed be an access problemfor the
very, very acute patient, the patient with very high acuity.

And therefore, the inportant thing is to get that
patient both into a hospital -based SNF and into freestanding
SNFs. Because that patient may actually be backing up in
the acute part of the hospital itself.

So | would ask that you, if possible, revisit the
i ssue of the freestanding versus the hospital -based SNF
Al ong those lines, you m ght even ask, as Comm ssi oner
Raphael did, what are the basis of those hospital costs that
make them so high in the hospital-based SNF? They can't
possi bly be entirely due to the issue of acuity.

And | ast but not |east, the question about the
product. | won't question that perhaps the | ength of stay

is about half, and perhaps there are nore RNs, but where
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does the hospital -based patient go when he or she | eaves the
hospi tal -based SNF? |Is it to hospital-based hone health
care? Is it to home health care period? O is it to
freestandi ng SNFs?

We do not have the data but if nenory serves ne
correctly, | think even MedPAC a coupl e of years ago | ooked
at that issue. You mght try to find that data and see if
i ndeed quite a few of those patients crossover to
freestandi ng SNFs.

Thank you.

MR. HACKBARTH: Ckay, we are adjourned until 8:30
t omor r ow nor ni ng.

[ Wher eupon, at 5:22 p.m, the neeting was
recessed, to reconvene at 8:30 a.m, Thursday, January 17,

2002. ]
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PROCEEDI NGS

MR. HACKBARTH: Good norning. Welcone. First on
our agenda for today is what's next for Medicare+Choice.
Scott, are you | eading?

DR. HARRI SON: | guess so. Today we plan to
briefly review our conversation fromlast nonth to make sure
staff understands the Conmi ssion's decisions. Dan wll give
an up to the mnute update on CM5' risk adjustment work. |
will then go over the thrust of the draft chapter that staff
have prepared for you. W've also prepared a couple of
draft recommendations for your consideration. Finally,

Ariel will present a table to help clarify our discussion of
t he GVE carve-out di scussion.

The Conmi ssion, as it recomended | ast year, is
strongly in favor of noving to a paynent system where the
Medi care programw || be financially neutral between its
expected paynents on behalf of beneficiaries in the
tradi tional programand enrollees in the Medi care+Choice
pl ans. The paynent conparison woul d be made at the | ocal
mar ket level. This policy could be operationalized by
setting Medi care+Choi ce paynent rates equal to 100 percent

of the expected |ocal area per capita risk adjusted spendi ng
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under the traditional program

The Conmm ssion also reaffirmed that risk
adjustnment is a crucial conponent of a financially neutral
paynment policy. A paynent policy cannot be financially
neutral if there's not an adequate risk adjustnment systemin
place. And Dan will now di scuss what CM5 is doing on that.

DR ZABINSKI: First of all just a quick overview
and some background on what CMS had planned is that it
t hought to inplement a nmultiple site risk adjustnent nodel
that uses all diagnosis fromhospital inpatient, hospital
out patient, and physician office encounters and they
intended to begin using that in January 2004. But the plans
conpl ai ned about the burden of the plan data collection
system So |ast May the Secretary suspended col |l ection of
full encounter data from anbul atory sites.

In response, CM5 is now developing a nultiple site
systemthat uses diagnosis frominpatient and anbul atory
sites of care but would put |ess burden on plans to collect
and submt the data. CMS yesterday had a public neeting to
di scuss the status of that effort. No final decision has
been made and the neeting covered reducing the data

col l ection burden in nodels that CV5 i s considering.
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To reduce the data collection burden, CMS first of
all is decreasing the nunber of data elenments that plans
must submit. The initial data collection required plans to
submt information that would have nmade auditing easier and
woul d have all owed CMS eventual use of encounter data to
calibrate the risk adjustnent nodel.

But many of those variables are not necessary to
run a risk adjustnment nodel. The only variables that plans
will now have to submt are sinply beneficiaries' 1D
di agnosi s codes, begi nning and ending dates for a particul ar
service, type of bill such as inpatient, outpatient, or
physi ci an office, and possibly an indicator of the principal
i npatient diagnosis.

CVB is further decreasing burden by reducing the
nunber of diagnoses that it wll use to risk adjust
paynents. Consequently, plans only have to submt those
di agnoses that will result in higher paynents although they
may submit as many di agnoses as they want. |If a diagnosis
does not result in a higher paynment they can submt those as
well if that's easier for themto submt a whole batch
Also plans will only have to submt data quarterly rather

than nonthly, and they only have to submt conditions
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triggering higher paynent once each annual reporting period
rather than repeatedly like they currently do.

Now the multiple site nodels that CMS is
considering fall into three general categories. First of
all, CVB mght use one of the nmultiple site risk adjustnent
nodel s it had under consideration before data collection was
suspended, such as the hierarchical condition category
nodel , but they would use fewer diagnoses than a full nodel
The nunber of categories that they would use could be as few
as six or as many as 100, but 100 has been determned to
include all the categories that are significant in ternms of
predi cting cost.

CVB has to deci de how many categories to use and
whi ch ones to include in the eventual nodel. It also has to
consider the conflicting issues that, first of all, nore
conditions would inprove predictive power, but then it would
al so increase data collection burden.

In any event, all diagnosis categories selected
for use would be filled with diagnoses from both inpatient
and anbul atory encounters, and paynent for a condition would
be the sane whether a diagnosis is inpatient or anbul atory.

A second option CM5 is considering is once again
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using a multiple site nodel under consideration before data
col l ection was suspended but first of all include only the
100 significant diagnosis categories | nmentioned earlier and
fill nost of those with only diagnosis frominpatient
encounters. A few selected additional categories would be
also filled with anbul atory diagnosis. |In categories that
woul d use both inpatient and anbul atory data -- |'m not
certain about this but | believe the idea is that the
paynent rates woul d depend upon site of care. The paynent
rate would differ if it's an inpatient or an anbul atory

di agnosi s.

Finally, CM5 is considering the current PIP DCG
nodel ; that is, the inpatient-only nodel, but would then add
sonme di agnosi s categories for sone anbul atory di agnoses.
Once again, | believe the paynent rate woul d depend on site
of care.

Finally, CMS rel eased sone inportant dates | think
we should pay attention to. First of all it will announce
whi ch diagnosis will trigger higher paynents in whatever
nodel they eventually decide to use on March 29, 2002.

Plans will begin collecting diagnosis information on July

1st, 2002. OCMs will announce which nmultiple site nodel it
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usi ng the nodel on January 1st, 2004.

DR. HARRI SON: Last time we al so discussed the
carve-out of paynents to teaching hospitals for GVE cost
fromthe cal cul ati on of Medi care+Choice rates. The
Comm ssi on believed that the carve-out policy provides
incentives for plans to contract with teaching hospitals.
At the end of our presentation today Ariel will go over a
tabl e that shows sone exanpl es of what we m ght expect to
happen under a financially neutral paynent systemwth a
carve-out .

W al so di scussed that the use of conpetitive
bi dding to set paynent rates would introduce cost saving
i ncentives and address sone geographic equity issues.
However, it would also introduce new equity concerns and
cause redistribution of resources such that it would
probably be very difficult to generate a political consen
to support it.

Now let's turn to the chapter draft. The first
main point is that we want to nove to a financially neutr
paynent system W' ve covered why we're unhappy with the

current systemrepeatedly and | don't really think you wa
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to hear ne go through that again. W' ve al so expressed
strong support for the rapid devel opnent of an adequate risk
adj ust rent system over the past few years and we want to
stress that again in the chapter.

The last half of the chapter exam nes conpetitive
bi dding and how it mght be used within a financially
neutral paynment systemto address sone of the renaining
i ssues that we would have after noving to a systemthat sets
rates at 100 percent of fee-for-service.

The three issues we | ook at are cost reduction,
avai lability of plans, and geographic equity. A systemthat
sets rates at 100 percent of risk adjusted fee-for-service
paynents is not designed to save noney. |In fact, unless the
savings fromrisk adjustnment were |arger than the cost of
the average increase in rates needed to reach 100 percent,
then the systemwould result inalittle added cost to the
Medi care program Because conpetitive bidding systens would
treat fee-for-service spending as a rate ceiling however
conpetitive bidding woul d save noney relative to setting
rates at 100 percent of fee-for-service.

W al so acknowl edge that noving to a financially

neutral paynment systemis unlikely to increase the
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avai lability into currently | ow paid areas because those
areas would usually end up with | ower paynent rates under
financial neutrality since the floors would be elim nated
under such a system Conpetitive bidding would not help

t hese areas get plans though because it would only result in
| oner paynent rates. Thus it is unlikely that plans that
woul d enter areas where they don't already exist.

The last remaining issue is equity. The
financially neutral paynent system was designed to address
equity between beneficiaries in the traditional program and
enrol |l ees in Medicare+Choice plans within a | ocal narket.

It would not address equity across geographic markets. Some
see the current system and a systemthat paid 100 percent
of fee-for-service rates also, as equitable because al
beneficiaries across the country can join the program by
paying the same Part B premum QOhers see it as

i nequi t abl e because beneficiaries my have access to richer
benefit packages depending on where they live. Paying 100
percent of fee-for-service would not change those equity
considerations significantly.

Usi ng conpetitive bidding to set rates would

greatly change the equity consideration. First, the
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entitlement would change fromthe traditional programto the
benefits that are offered under the traditional program

wi t hout bei ng guaranteed the broad choice of providers that
are available in the traditional program \hile al
beneficiaries across the country would be guaranteed the
basi c benefit package for a set national prem um
beneficiaries would have to pay nore to stay in the
traditional programin sonme parts of the country.

Now conpared with a system where paynents are set
at 100 percent of fee-for-service, the only way any
beneficiaries would be better off is if the cost savings
fromconpetitive bidding were redistributed to al
beneficiaries in the formof either |lower Part B prem uns or
an i nprovenent in the basic benefit package. This shows why
peopl e who were interested in conpetitive bidding thought
that that couldn't happen w thout adding benefits at the
same time and | think that just shows why.

That concludes the focus of the chapter. Ariel
will -- actually we'll do the draft recomendations first.

The Secretary should ensure that an adequate risk
adj uster is used to pay Medicare+Choi ce plans as soon as

possi ble. This adjuster should not inpose an undue burden
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on plans and providers.

This is a slightly stronger statenent than we nmade
| ast year, but it's a requisite for reconmendati on two.

DR. RONE: Can we discuss the recommendation?

DR. HARRI SON: There's only two of them so you
could discuss them at the same tine.

MR. HACKBARTH. M thinking, just in the process
was, let's get it all out on the table, including the draft
recommendati ons, and then go back and di scuss everything
that's been put on the table.

DR. HARRI SON: Then draft recomendation two is,
When adequate risk adjustnment is in place, the Congress
shoul d set risk adjusted paynents to Medi care+Choice pl ans
at 100 percent of per capita |ocal fee-for-service spending.

So those are the two recommendati ons. Now we can
go over the carve-out or discuss the recomendati ons now.
Just go to the carve-out?

MR. HACKBARTH. Yes, get it all out and then we'll
di scuss --

MR. WNTER  This actually illustrates the inpact
of noving to financially neutral paynent rates both with and

W thout the carve-out. So essentially it illustrates the
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| ast part of draft recomrendation two, which is to set
paynments at 100 percent of per capita |local fee-for-service
spendi ng.

W' ve picked sone sel ected counties to use as
exanples. The first group of counties are those that
received 2 percent updates in 2002, the second group are
t hose that received the floor rates in 2002. The first
col um shows the current M+C rates. The second col um shows
| ocal per capita fee-for-service costs in 2002. The third
colum shows per capita fee-for-service costs |ess GVE and
| ME spending. This would be the base rate in a financially
neutral paynent systemthat renoves those GVE and | MVE
paynents. And the fourth colum shows the GVE and | ME cost
as a percent of l|ocal fee-for-service costs.

You' |l notice that fee-for-service costs, the
second colum, are slightly higher than the paynent rates in
nost counties, wth the exception of Manhattan and Portl and.
Manhattan's rate i s higher because its Medi care+Choice rate
has grown faster than fee-for-service spending in that
county. Portland' s rate is higher because its floor rate
far exceeds its fee-for-service spending.

When you renove GVE and | ME spending, which is the
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third columm, fee-for-service costs drop below MtC rates in
2002. The size of the decrease depends on the size of the
carve-out. |If you conpare fee-for-service costs before and
after the carve-out, Manhattan's fee-for-service costs fal
by $90, because it has such a high GVE percentage, and Los
Angel es' costs drop by only $17 because it has a nuch
smal |l er GVE percentage. So we just present this to
illustrate the inpacts of a new financially neutral paynent
system

Wth that we would open it up for discussion and
t ake your questi ons.

MR. HACKBARTH. Coul d you expl ai n Manhattan agai n,
the first two col ums?

MR. WNTER  Yes. Wat you have in the first
colum is its current MMC rate. The second colum is its
proj ected per capita fee-for-service costs in 2002. You're
asking why it's | ower?

We assune it's lower. We don't have all the data
points for fee-for-service across Manhattan. W have ' 99
and we have its '97 AAPCC which actually reflects its
average '91 to '95 costs. There's a decline fromits '97

AAPCC to its '99 fee-for-service costs. That's sonewhat
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consistent with the decline in per capita fee-for-service
costs across the entire program Then we just project
forward its '99 fee-for-service costs to 2002 using the
change in national fee-for-service spending on a per capita
basis. What we cone out with is a slight decline fromits
2002 rate.

But as you can see, the other counties that
i ncrease, the other 2 percent counties that have an increase
are actually a slight increase over the current rates. So
it's not a huge difference.

DR. ROWNE: | apol ogize, but I don't understand how
-- | thought there was a rule or something about it -- the
M+C rate was sone proportion, currently |ess than 100
percent of the fee-for-service rate. So if | could ask you
to explain to me again where I'mwong, and how we got --

MR. WNTER: Sure. The way it works is, we start
out in the current MtC paynent system we start out using
the 1997 AAPCC, which is theoretically 95 percent of |ocal
fee-for-service costs. However, there was a cal cul ation
error when they cal cul ated those rates so that they're
actually 98 percent of |ocal fee-for-service costs. The BBA

did not allowthis calculation error to be corrected. So



10

11

12

13

14

15

16

17

18

19

20

21

22

298

that's what we start out with, it's about 98 percent of the
fee-for-service costs in Manhattan.

Then each successive year the county is guaranteed
the higher of a 2 percent increase over the '97 rates, a
bl ended rate, or a floor rate. Now in Manhattan's case, it
received a 2 percent increase over the prior year's rate in
each year from'97 to 2002, because that was the hi ghest of
the floor and the blend rate. Now that 2 percent annual
i ncrease exceeded the growth in |local fee-for-service costs
i n Manhatt an

We find that spending declined between '97 and
'99. W don't know actually what spending |ooks like in
Manhattan in years after that but we've just assuned that it
foll ows the national trend.

DR. RONE: | understand. So then you're
recommendi ng -- we can get to the recomrendations, but just
so | understand, you would be recommendi ng then that the MtC
rate in Manhattan be reduced --

MR. WNTER: That's the |ogical conclusion from--

DR. RONE: because you're recomendi ng 100 percent
of the per capita fee-for-service costs.

MR. WNTER Right. What the Conmm ssion has said
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at the last neeting where we tal ked about the GVE and | ME
carve-out is that those paynents should be renoved from

| ocal fee-for-service costs when cal cul ati ng paynent rates.
So therefore, that |leaves us with a third columm as the nost
likely base rates in the Conm ssion's reconmended paynent
system

DR. RONE: Even forgetting the GVE carve-out, 795
i s higher than 760.

MR. WNTER  That's right.

DR. RONE: Because we kind of got into this
di scussi on about how can we fix the MtC program and your
recommendation is that we reduce the paynent rate.

MR. HACKBARTH. But, Jack, it's easy to inmagine a
scenari o under which if our reconmmendati on were adopted that
the MtC rate woul d not be lower. Qur goal is to have the
M-C rate equal to 100 percent of underlying fee-for-service
costs. If we stay with the current systemand they're
constrai ned by the 2 percent increase and fee-for-service
costs start going up by nore than 2 percent --

DR RONE: |I'mwell aware --

MR. HACKBARTH. -- then you would find that HM3s in

Manhatt an woul d benefit from our proposals.
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DR RONE: I|I'mvery famliar with that problem

MR. HACKBARTH. So this is a tenporary --

DR. RONE: Ckay, | just want to make sure |
under st and what - -

MR. WNTER  This is a snapshot, 2002.

DR. REI SCHAUER: But also, if per capita fee-for-
service spending in Manhattan had grown, after the two years
of decline, at 7 percent, as Jack probably suspects it has,
then there would be an increase. This is really your
general assunption that Manhattan was |ike the nation as a
whol e.

MR- WNTER That's correct.

DR REI SCHAUER It may be, but maybe not. But
certainly over the long run, Jack, it's not going to cone
out the way you --

DR ROAE: | understand. | just want to make sure
| understand how we got here. |Is this Portland, Mine or
Portl and, Oregon?

MR WNTER It's Portland, O egon; Miltnonmah
County.

DR REI SCHAUER: On draft recommendati on one,

realize that it is sort of a preanble for nunmber two, but it
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sort of is like, we think the Secretary should follow the
policy he's already following, isn't it?

DR. HARRI SON: Yes. One danger though of only
doing two is that people mght forget to do one, say in the
| egi sl ative proposals that m ght be com ng out. Now the
guestion is, | guess, whether you think everything is on
track, and if it is then there's not a problem

DR. RElI SCHAUER. Maybe you can put it all in the
text as opposed to in a recomendation. But it strikes ne
as stupid when we --

MR. HACKBARTH: The first clause of reconmendation
two makes explicit reference to having an adequate ri sk
adj ustment as the necessary prior step. So it seens a bit
redundant to nme, also, to make reconmendati on one.

DR. RONE: Can we tal k about the adequacy issue?
W have a termthere, adequate, and | assune that the
cognoscenti with respect to risk adjustnent nust have
t herefore sonme proportion of the variance that is described
by it that neets that criterion. | nean, what's adequate?

DR. NEWHOUSE: Nobody knows.

MR. HACKBARTH. It would be helpful to nme if at

| east we could better understand how CM5 is eval uating the
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trade-offs. There is at | east one obvi ous trade-off between
predi ctive power and burden on the plans. How are they
t hi nki ng about that issue?

DR. ZABI NSKI: They gave no indication yesterday

of how they're thinking about that issue. | know they're
concerned. Their two concerns are, first of all, predictive
power, and second of all, data collection burden, and

they're trying to bal ance the two.

DR RONE: D d they describe the proportion of the
variance, or the predictive power of the different nodels
t hat --

DR. ZABINSKI: Yes. | think the | owest they had

woul d be about 7.5 percent and the highest |I think was 11/5

percent. For exanple, they include -- like | said earlier,
they'll include as few as six diagnoses and as nmany as 100.
If they include only six it's 7.5 percent variation. |If

they include 100 it wll be 11.5 percent.

MR. HACKBARTH. To this point they have not said,
we don't feel we can go below X percent and still be
adequat e.

DR. NEWHOUSE: Scientifically we just don't know.

VWhat we know is that if you expl ained everything that was
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predi ctabl e you'd be sonewhere north of probably 25 percent.
But we don't know how far short of that you would have to be
before you' d have a tolerably good risk adjuster. | nean,
you' re never going to be perfect, but in the real world you
don't have to be perfect. W just don't know how good you
have to be, because all our observations are down in the
range of you explain 1 percent or so. W know that doesn't
wor k. Beyond that we just don't know how well you'll do.

DR ROWNE: Wiat term should we use in the
recommendati on? You wite papers and do research in this
area. \Wat would we use?

DR NEWHOUSE: | don't have a better one, off the
t op.

MR. HACKBARTH. Joe, | agree conpletely with your
poi nt but a decision needs to be nmade, and you can either
have an inplicit standard of what constitutes adequacy or an
explicit standard. So ny question was, how are they going
to make the decision? Are they just going to nunble, we
think this is right, or are they going to say, here's how we
t hi nk about it?

DR NEWHOUSE: | think it will presumably be a

trial and error process. W'Il|l put sonething in place and
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see how nmuch selection is observed. Then if we think that's
too much we'll try to do sonething else, although it's not
totally clear where we get anywhere near as big an increnent
as we're going to get from di agnosis.

DR, REISCHAUER | think the term adequate neans a
ri sk adjuster which nakes it inefficient for plans to invest
in activities to attract low risk people. So it depends
very much on the behavior of plans. Then you can substitute
regul ation, penalties, whatever for risk adjuster as well.

DR. ROWNE: | under st and.

DR ROSS: Can | offer just a clarifying point?
CVMB has inplicitly set an upper bound in terns of what it
considers in announcing a suspension of the current system
That reflects a judgnment that the data collection costs
there were too high in return for the variation in resources
that was being explained. Al though as | recall when that
suspensi on was announced it was, we'll look and see if we
can come up with sonething better; i.e., lower cost with
simlar explanatory power. But that was their judgnent that
t hat was too nuch burden and not enough power.

DR. ROAE: | guess my concern in the real world

here is two things. One is that the Mdi care+Choi ce program
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is not prospering and there is a ot of concern in Congress
and el sewhere about trying to do sonething to bolster it, or
save it, and revise it, or strengthen it, turn it around, et
cetera. Wiat we're recommendi ng, which is going to 100
percent of the fee-for-service, is likely to have a nodest
positive effect in that direction. Not dramatic, as you can
see fromthe figures. Mddest, but nonethel ess positive,
with the possible exception with a couple of idiosyncratic
pl aces.

But we are tethering that to the inplenentation of
this risk adjuster and we have now been told this norning
that that will not be started until January of '04. It
seens to ne that the perfect m ght be driving out the good
here, and that an additional two years under the current
system before the paynent rate is adjusted to 100 percent,
because we don't want to do that wi thout explaining this
additional five or six or 7 percent of the variance -- and |
understand the reason for that -- mght be too late. It
just mght be too little, too | ate.

It's academ cal | y understandabl e how we m ght want
to link those two things, but froma policy point of view

|'"'mnot certain that it nakes sense. So | think |I'd be
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interested in what conm ssioners think about it.

DR. REISCHAUER | was going to say, we don't
know, if we had a | evel playing field, whether
Medi care+Choice is a viable entity. In the sense that we
have on one side the fee-for-service systemwhich is the
not her of all price discounters, and on the other side a
nmet hod of providing services that has an unattractive aspect
to some beneficiaries in that it restricts choice. |If you
pay them both the sane, the plans have to cover marketing
profit, higher admnistrative costs, and provi de sonet hing
to entice beneficiaries to join.

Wthout the kind of fornulation that Scott has put
forward where in the areas where these plans are nore
efficient and provide the sanme services but in a different
framewor k cheaper, and you charge people nore if they want
to change in fee-for-service -- without going to sonething

li ke that you don't know, if we level the playing field,

five years fromnow there will be really very few plans |eft
in Amrerica.

DR. ROAE: | accept that, Bob, but I think we
don't know. It mght strengthen the program It m ght not

be enough. But what about my concern about the fact that
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during this interval period of -- perhaps critical period
for the future, that perhaps it's not appropriate to del ay
two years before we level the playing field, just so we
coul d have the advantage of the coincident nbdest increase
in variance explained by the risk adjustnent. That's ny --

MR. HACKBARTH: Jack, the reason that we link the
two was that there is a lot of research suggesting that
currently we're overpaying the plans because of preferential
risk selection. |If in fact that's the case, going up to 100
percent is not nmoving you in the proper direction.

So what we've said is, we think financial
neutrality requires both steps: accurate risk adjustnment and
then going to 100 percent. Not paying nore if in fact the
pl ans are benefiting fromrisk selection. So that was the
reason for --

DR. ROAE: | understand that and | appreciate
that. And for all the reasons that Bob nentioned, even
t hough we may be paying nore than Medi care woul d be spendi ng
on those people, it's not enough to entice the plans to
enter or to stay. So | think we understand that. | was
under the inpression that the difference between the

characteristics of the M-C beneficiaries and the fee-for-
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servi ce beneficiaries had narrowed, or was narrow ng. You
woul d have the data and | don't, and we can hear about that.

But notwi thstanding that, it would seemto ne that
sonme increnental approach to try to do sonething during
these two years mght, froma policy point of view, be
warranted, if one accepts the fact that Congress and the
Anmeri can peopl e appear to want to have this program That's
just where | come out, | guess. But 1'd be interested in
the data on the difference with respect to the
characteristics of the M+C versus fee-for-service bene's at
this point, whether it is in fact narrow ng or not.

M5. NEWPORT: | think I would have the sane issue
that Jack does, although |I canme in in the mddle of this
conversation. | apologize for that.

The issue in ternms of a risk adjustnent, inposing
it as adequate and inposing it as soon as possible at this
point | think it just another |level of uncertainty that's
i nposed on the program So | think that fromthe
overarching policy standpoint, a risk adjuster is sonething
that's been very, very well inbedded in the thought process
around what M+C shoul d be.

But in effort to make Sheila feel maybe younger on
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some of this stuff --

[ Laught er. ]

M5. NEWPORT: M recollection unfortunately is
back to TEFRA on this, where the whol e thought process was
not about saving Medicare noney. It was providing options,
and i ndeed having health plans participate in Medicare in
the sane manner they participated in the conmercial or
under - 65 narkets, which was prepaid health care.

The val ue added that nay have accrued to the
program-- in this case the beneficiaries -- there was this
what 1'Il call a safety net, for lack of a better word,
which was a filing systemthat said that in case the revenue
was nore to the plans than the actual value of the benefits,
the plans were required to add in other benefits. That
val ue and the savings didn't accrue to the governnment. It
accrued to the beneficiaries.

So the savings in terns of so-called overpaynent
is not necessarily savings -- and | think the frustration on
the policy side has been it hasn't been savings to the
government, but it has been savings to the beneficiary. As
t he argunent of savings to the governnent has overwhel ned

the initial thoughts and behind the program then we get
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into these rather awkward argunents about adjusting paynent
so that it's the nost value at a different level than it was
antici pated being fromat the onset of the program

So | do have problens right nowin terns of trying
to stabilize a programthat had value for many years, and
still has perceived value to the beneficiaries, with a
preci sion on paynent that seens to then, again, overwhelm
the additive value of the drug benefits. Which really does
hel p the beneficiaries in other ways too because they don't
have to buy Med supp products to pay for the differential
and deducti bl es and copays they would incur on the fee-for-
service side.

So at any rate, | guess hopefully Jack and | are
aligned here, but I think that as soon as possible, to ne
i nposes an undue burden on plans. | think that | would
comment that way. | am concerned about that, because we
will go from hundreds of thousands of data subm ssions, even
wi th a skinnier dataset that we anticipate on risk
adjustnment to still mllions.

Qur experience so far with the data subm ssion on
ri sk adj ustnent has been very problematical. |If you just

| ook at yesterday's notice on the USPCC update, we're having
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adjustnents to the base that seemto occur every year
because for sone reason HCFA -- the tail on the data, each
year they've overestimated what they should pay us. It
seens to ne that the five-year | ookback on sonme of this
data, it's the sanme experience we had on the fee-for-service
side using 1999 data to base our updates on for any of the
ot her sectors.

So I"mvery concerned with the wording of this,
and that at this point, wthout know ng what Congress is
even going to do this year or what reformw Il ook like, if
we even get to that, | find this counterintuitive to say,
let's put this in place and then expect that it wll
stabilize the program

MR. MILLER It just strikes me at a nacro view
we' ve kind of ground ourselves to a policy halt here,
because the plans don't want to offer the benefit because
it's just not financially attractive to them anynore. The
governnent doesn't want to, in a sense, keep sponsoring it
because it feels it's overpaying. And the beneficiaries
don't want it any nore because w thout the added benefits
that were available four or five years ago to attract them

in, they're not willing to have the kinds of constraints on
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choi ce, especially as the insurance market has changed quite

a bit.

So | think in sone ways that we unfortunately have
fallen into a kind of black hole here -- not to create
anot her netaphor -- but where everybody doesn't want to go

forward for a variety of reasons. The way in which the
program was financed five, seven years ago by fairly
consi derabl e changes in behavior; e.g., constraints on
hospitalization, et cetera, are not as feasibly, nedically,
politically, legally any nore. So the way in which
essentially the programwas financed is not there any nore.

So | just think we're in a bad spot in terns of
goi ng forward because none of the parties to the
transaction, the plans, the payer, or the beneficiaries,
want it.

MR. SM TH. Ral ph headed in the sanme direction
wanted to. The difficulty here is we do know that we coul d
pay enough to stabilize the system at |east keep plans in
and keep enrollees enrolled. But we have no idea whet her
that's a good idea or not. Jack is suggesting that we ought
to go partway down that road because Congress m ght go

partway down that road.
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But it seens to nme that we've laid out an argunent
here that does reflect the black hole that Ral ph suggest ed.
That if this plan is going to work, it's got to work in a
financially neutral way. That has to be part of what we say
is a mninmal outcone. Going ahead with 100 percent before
there's a risk adjuster in place violates that proposition.

Now it seens to ne if we're going to do what Jack
suggests we need to back away from what seens to ne to be,
both froma policy point of view and a principle point of
view, a very inportant starting proposition. There was
al ways some uncertainty about whether this would work. Now
that uncertainty is intensified. The only thing we know is
that there's sone anount of noney that we could throw into
the systemthat could make it work. W don't want to do
that. That would violate the notion of financial
neutrality. So Jack wants to violate the notion of
financial neutrality a little bit on the hope that we'll get
alittle bit of stabilization.

| don't think stabilization is our objective here,
and we need to be -- or we certainly haven't said
stabilization is our objective. If we're going to head down

that road we need to revisit the principles that we've
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articulated over the | ast couple years. |[|'d be very
reluctant to do that.

MR. FEEZOR: | guess | would have to take a little
exception with Ral ph's observations. | have 250, 000
retirees in ny program three-quarters of them wup until
about two years ago, were in Medicare+Choice prograns. |
went fromfive Medicare+Choi ce vendors to two. |'mnot sure
how -- and | can tell you at each one of those w thdrawal s
where Medi care suppl enmental arrangenents were substituted
for Medi care+Choice | and ny board took a |lot of heat. So |
think at |east for those who have been a part of it, who
have enjoyed -- probably have enjoyed w thout paying the
full value, | think. Ralph, that's where | think you would
be right. If enrollees have to pay maybe full val ue,
however you m ght calculate that, there's probably a little
different m x. But those who have it clearly want it.

| guess the other thing is, | take sone agreenent
with Jack. Wen | was with the Blues | renenber we were
still talking about risk selection in the FEHBP programin
terms of the high option, |ow option and could we correct
that. The issue of risk adjustnment has been around. It's a

qguestion of which of 15 met hodol ogi es, now down to six, seem
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to have better predictive powers. It really is, |I think, a
matter of |ack of concentrated will to in fact go ahead and
make a prudent choice, decide what risk adjusters you fee

i ke make sonme sense. You're never going to get to 100
percent. You'll probably never get nmuch above 50 percent in
terms of predictive, at least in our lifetines.

The question is, is it a fundanental tool that can
hel p assist the programin terms of achieving the value for
enrollees. | don't know where | cone out on that except
that | think it's probably time to call the issue. |If in
fact we believe in financial neutrality and in fact that
risk adjustnment is in fact a step in the right direction,
then I think there needs to be sonme urgency and intensity
brought to that. And dealing with data subm ssions, in al
due respect, none of ny vendors -- sone of the sane
i ndividuals -- appreciate the kind of data that | try to get
fromthemto validate the rates that | have to deal wth and
negotiate. That's always going to be a conplaint and it
shoul d not stand in the way of in fact designing a system
for long term permanence and val ue.

DR. STONERS: | don't want to interrupt the flow

of this conversation. | just had a question on
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recomrendation two. | know we've tal ked about the carve-out
in other places and yet we say here 100 percent. Are we
tal king colum two or colum three as the end recomrendati on
two?

DR. HARRI SON: W don't in that recommendati on say
how we woul d neasure | ocal fee-for-service spending. M
presunption is that we're doing colum three.

DR. STONERS: So should we put, |less the carve-out
on that?

DR. HARRISON: W could if you want to.

DR REISCHAUER: 1'd like to side wth Jack and
di sagree with David. | know that nakes you very
unconfortabl e, Jack, but stick with ne.

[ Laught er. ]

DR. REISCHAUER There is a very real possibility
t hat Medi care+Choi ce -- not tal king about private fee-for-
service plans but plans, you guys -- is on the endangered
species list and by the tinme we get risk adjustnent and
financial neutrality it's going to be extinct. W have to
ask ourselves, is preservation of this type of entity worth
somet hi ng because we think it mght play some role in future

Medi care policy? |If it beconmes extinct it's not going to
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come back. O it will cone back only over a very, very |ong
period of tine.

| think what Jack is saying is, why don't we go to
100 percent fee-for-service now. | think you can make a
case that that is not necessarily bad policy, even wthout
ri sk adjustnent, because of our ignorance at this point.
There's been huge changes in the enrollnent in these plans.
Sonme pl ans have gone out of existence. W have a different
set of incentives by the lock-ins that we have in place, and
that will selectively cause disenrollment or different
people to enroll. Many plans now are charging prem uns for
the benefits that they' re providing, whereas they didn't
before. So this would probably drive the healthiest of
peopl e out of these plans. And then there's always the
claimthat the group is aging.

So | don't really know | don't think, and | don't
t hi nk anybody knows the extent to which we have favorable
risk selection in these plans right now. It's conceivable
that there isn't nuch of that now W gather our data and
five years fromnow we say, you know, it's funny, they went
extinct and there wasn't this.

Now the thing that worries ne about going to 100
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percent within the risk adjustnment in place is that we m ght
never get the risk adjustnent. The political forces that
we' ve seen operating over the |ast few years m ght be so
powerful that that's the end of it in ternms of trying to
make the adjustment. But | think you can nake a pretty good
case that noving to 100 percent now with risk adjustnent
phasing in over the next three or four years is the prudent
course, if you think having plans that could be part of a
conpetitive nodel or could give people choice is an

i mportant thing for keeping our options for the future of
Medi care as broad as possi bl e.

MR. HACKBARTH. | don't want to see the program go
out of existence. Both in ny governnment service and in ny
private career, it's basically been involved in trying to
create managed care delivery systens that can serve both
private and public enrollees. So I'ma believer in this.

The bi ggest reservation, Bob, | have about let's
do sonething tenporary to keep it alive is that | think
that, yes, there are problens on the public policy side:
problens in our risk adjustnent, problens with the ceilings
and floors that | think are destructive and making |ife nore

difficult. But | think part of the difficulty we face right
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now is attributable to what's happening in the plans

t hensel ves and how managed care has evol ved, for very
under st andabl e reasons. But it's evolved in a way that it's
| ess able to nmanage care.

The networks are very large, if not all-inclusive
in sone cases. For a variety of reasons, including
political and public relations, tools that could hel p manage
costs have been abandoned. So the difference between what
the private plans are offering and what fee-for-service
Medicare is offering has dimnished. | think that is at
| east as inportant in the fiscal difficulties of the plans
as anything on the Medicare side of the |edger.

So what gives ne pause i S paying nore noney, nore
than they we woul d have spent in Medicare, for sonething
that's basically becone Medicare-like. | don't see the
public interest in --

DR REI SCHAUER But what |I'msaying is, | don't
know i f we're paying nore than we woul d pay under Medicare.
| think we have a | ot of studies based on data fromthree to
10 years ago, but the world has changed trenmendously since
then. 1'd like to actually hear fromthe staff on whether

that's true. Maybe I'mwong. Maybe there's sone new
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studies out that -- | mean, you guys had a regression and |
didn't know where it cane from 1.016. So naybe that's the
| at est .

DR. HARRI SON: That was w thout risk adjustnent.
But we do have risk adjustnent now. Right nowit's stuck at
10 percent on the PIP DCG If the only thing you did was to
allow that to go higher I"'msure that that would -- it m ght
even -- well, | don't knowif it would over-conpensate or
under - conpensate but it would certainly do sonme risk
adj ust ment that could be consi dered adequat e.

DR. RONE: But what about the popul ati ons now as
far as the nost recent data that we have, how nuch
difference is there?

DR. ZABINSKI: That data | think is -- I'mtrying
to remenber -- it was fairly aged as well.

MR. HACKBARTH. Joe, can you shed sone |ight on
t hi s?

DR. NEWHOUSE: | haven't seen any real recent
data. The nobst recent data |I've seen was the distribution
HCFA put out when it announced the inpact of the PIP DCGs by
pl an, which you'll recall was where we got the 7 percent hit

when fully phased in, but there was still a spread with
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several plans gaining fromrisk adjustnent.

The point | wanted to nmake, | cone out generally
where Bob Rei schauer does, but there's an issue about how
much we want to be governed by the average or the nean
versus the distribution. There was quite a spread in the
i mpact of risk adjustnment, and the flip side of that being
how much sel ection as neasured by PIP DCGs, across the
different plans. Sonme plans were gaining a lot. As |
recall there were sone plans that would |lose in the teens
percents of their reinbursenent, while other plans would
have gai ned. Another way of saying that is, sone plans are
profiting a lot, other plans are actually suffering from
adverse sel ection.

So I"'mnot sure it's all that persuasive to say
that on average, across all plans, there's selection that
goes agai nst the governnent and therefore we shouldn't go to
100 percent. Nor as we |ook at the inpacts in this table by
geographic place, it's not clear that those are actually the
real inpacts, because we don't know what the selection is in
each of those places. This is before any selection occurs.
And then even within those places, insofar as there's

multiple plans, there will be different inpacts by plan.
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So | think the way we want to think about the
going to 100 percent point is sone of the plans right kind
of in the mddle of that distribution would nove up to where
they woul d benefit. Oher plans are still going to be
| osers and winners in this. But it's going to be a quite
different picture across all the plans. |'mjust inpressed
wi th how much of a spread there was across the pl ans.

While |'ve got the floor I wanted to say one ot her
thing that doesn't bear imediately on the policy but it
does bear on the chapter, which is the chapter -- it didn't
cone into this discussion, has a proposal or sone |anguage
about if we go to conpetitive bidding the government subsidy
shoul d be at the | owest bid.

| don't think we should take a position on that
issue. | think that's the first rank political question and
goes to the division of the burden between beneficiaries and
t axpayers. W can have a financially neutral systemwth
t he governnent paying anything so long as the beneficiary is
able to collect all or alnost all of the difference if the
beneficiary chooses a plan that costs |ess than what the
government is paying. | think that's the principle we want

to insist on.
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DR. HARRISON: W did not intend to say that you

woul d pick the lowest. That was just the easiest exanple to
expl ai n.

DR. NEWHOUSE: That's not how | read the | anguage
in the chapter.

MR. HACKBARTH. | agree with what you're saying,
it's not witten as an endorsenent, but an illustration of
how it m ght work. There are other potential nodels that
maybe we would do well to meke reference --

DR. NEWHOUSE: We should strive to be explicitly
neutral on, or agnostic, about what the governnent
contribution should be, or the level it should be set at.
The principle we want to enphasize is that the beneficiary
pays or receives the difference in either direction.

MR. HACKBARTH: The benefits in terns of reducing
program costs of the nodel in the paper are greatest, but
also it has the greatest risk in terns of selection problens
and the like. So again, choice is trade-offs to be nade
anong different public policy goals there and | think we
could add to the text sone discussion that highlights that.

DR. HARRI SON: The only other thing was that |

tried to say that if you were to go to sone other nodel the
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effects would be simlar. They may just be different in
degree, but they would be simlar in kind. That was the
other thing that --

DR. NEWHOUSE: | don't even see any reason they
woul d be different in degree. The first order effect is who
pays, the beneficiary or the taxpayer?

MR. HACKBARTH: Right. But one of ny concerns
about the lowest bid nodel with the Medicare entitlenent
bei ng redefined, you're entitled to this benefit package
fromthe | owest bidder, is that then the beneficiary becones
the risk bearer in terns of selection issues. |If the cost
of Medicare is driven up by adverse selection, the
beneficiaries remaining in the traditional program have to
pay for it in increased prem uns, as opposed to sone ot her
nodel s where the governnment woul d continue to be the bearer
of the risk of adverse selection. That's a critical policy
choice | think

DR. NEWHOUSE: Yes, but it's not clear that
Congress needs us to tell them how to nake that choi ce.

MR. HACKBARTH. We ought to be el ucidating the
choi ce as opposed to --

DR ROWE: We've had a |lot of discussion of this
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other issue. | wanted to nove to one other issue for the
chapter also and put ny geriatrician hat on for a mnute. |
think that it would be helpful to ook at this situation not
only fromthe point of view of the governnent, the program
whi ch has been the | ens that we' ve been di scussi ng about
neutrality, et cetera, and whether the governnent is
over payi ng or underpaying, or isn't overpaying as nmuch as it
m ght have been, et cetera, but fromthe point of view of
t he beneficiary.

A lot of the inplicit conparison in the chapter is
the traditional fee-for-service program versus
Medi car e+Choi ce when we tal k about the beneficiary in that
one section. | think the relevant conparison is traditional
fee-for-service plus Medigap versus Medi care+Choi ce.

The overwhel mng najority of the beneficiaries in
the traditional fee-for-service programhave a Medi gap
suppl enental program The prem uns are changi ng there.
That situation is fluid. For my nother who's 92 in New
Jersey trying to figure out what to do, it's what it's
costing her out-of-pocket vis-a-vis choice and these ot her
restrictions for the Medigap policy plus Medicare versus

what she can get from Medi care+Choi ce, and what's happeni ng
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to the supplenmental prem uns that Medicare+Choice is
charging. You nentioned that, but there are sone
limtations on what can be charged, et cetera.

| think it would be hel pful to add that dinension
to the chapter because that's really where the beneficiary
is. As Allen pointed out, his beneficiaries mgrated from
Medi car e+Choi ce to Medi care plus Medigap, and weren't happy
with it, and they're probably unhappi er now but there's
nowhere to go. So that would be sonmething I'd ask you to
consi der addi ng sone stuff in.

MR. HACKBARTH. | have Al an, Janet, and David,
then we need to, | think, start to bring this to a

concl usi on.

DR. NELSON. | favor the notion of Medicare
beneficiaries having choices. As a beneficiary, |'m
perfectly willing to go to the Congress and | obby for sone

policies that would allow that to happen. But | think it's
i nportant for the Conm ssion to have sone principles and
adhere to those principles, and they've been articulated in
t he past neetings, in favor of noving to the financially
neutral paynent system and an adequate ri sk adjustnent

system | think it would be a m stake for the Conm ssion to



10

11

12

13

14

15

16

17

18

19

20

21

22

327

retreat fromthose under the notion that some fix is
necessary in the shorter term

There will be plenty of other people that can
advocate that, so | support what Dave said earlier

| al so support the recommendations. Getting back

to the recomendations, | support them
M5. NEWPORT: | guess maybe that's ny question
rather than a coment is -- | don't have a good sense of

where we are with this right now, but | appreciate the
comments of Bob and Alan as well.

It's not that just -- we recognize that supplying
data is a necessary part of being in business. | think the
issue right nowis at what cost and the timng in terns of
the stability of the program | was rather gratified this
past year or so that folks came around to the budget
neutrality of paying 100 percent with a proper price fixer,
if you wll, stabilizer internms of -- is the noney going to
the right place and is it of value to beneficiaries
ultimatel y?

So | wanted to be clear that my concern -- what i
want to be clear on is the timng of this and the | evel of

uncertainty, so that fol ks know that that's the issue is,
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when you' re maki ng | ong term busi ness deci sions and every
year you have a bit of a surprise in ternms of what's going
on, what you're going to be paid, what your revenue is going
to be. And then you have to inpose that surprise on your
custoners, your beneficiaries. And then you have to deal
with the noney nmarkets as well in terns of what you're
doing. It is a very, very disconcerting period of tinmne.

Not wi t hst andi ng the fact that everybody seens to
think that |lack of choice to beneficiaries once they're in a
pl an, beneficiaries |ove the program W have
extraordinarily good response to being in plans as a matter
of fact. That's why it grew so rapidly; the benefits were
good. | think that that val ue added was an inportant notion
that we don't want to | ose.

So I'mnot sure where we've been left with the
wor di ng of the recommendation, but | want it understood that
being in a Medi care+Choice plan didn't even occur to sone
beneficiaries as being a restriction on their choice. It
actually -- they were very happy with it. | think that's
what we'd like to go kind of what | call back to the future
alittle bit is, let's get to sone stable, predictable

pricing nmechani sminstead of having every six nonths or so
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sonmet hing that doesn't allow you to figure out what your
benefits -- if you can afford the benefits you're offering
18 nont hs ahead of that tinme, what risk adjustnent wll
really do, at whatever level that is.

Then you're | ooking forward to perhaps sonet hing
like a conpetitive bidding system This makes it very
difficult to make deci sions around what you're offering,
what your revenue is going to be, and even then -- of course
the ultimate customer is the beneficiary, about what they're
going to have in place fromone year to the next.

So I'"'mtrying to bridge a little bit of a gap here
to say that paying in a financially neutral way is a big
step forward. | think just recognizing risk adjustnment in
and of itself needs to be done carefully and i nposed
carefully, otherw se as policymakers here we shoul dn't be
surprised that there's further destabilization if it's not
done in a thoughtful and careful way.

" m | ooking at nore of a mninmalist approach right
now. W have done the data for the inpatient
hospitalization. |It's 10 percent. The outpatient and the
burden that it was going to inpose on fragile provider

networ ks, thus de facto exiting the markets, was al so very,
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very concerning to us in terns of what we were able to be
able to commt to to our provider partners in the system

So again, | started out with where are we with
this recomendation, but | appreciate the conmments of those
that recognize that a bit of caution here is worth the --
able to bridge to whatever we go to next.

DR. NELSON: denn, can | clarify, because | think
Janet may have m sunderstood nme, and if she did others may
have too. Wwen | was saying that choice was inportant to
beneficiaries, | meant the choice between traditional
Medi care and Medi care+Choice and its various plans. | just
want to make that clear.

MR. HACKBARTH: David, then Bea, and then we
really need to turn to the draft recommendati ons.

MR SMTH I'Il try to be very brief. First,
share the concerns that denn and Joe rai sed about the
| anguage on | owest bid and naybe we can help work on that.

Let me return to Bob's endangered species anal ogy.
| f our task her is to nmake sure that the circunstance is in
some way mtigated then there's no particular reason to stop
at 100. W ought to be asking ourselves, how nmuch noney do

we need to throwinto the systemin order to prevent further
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extinction? That's the |ogical consequence of Bob's
proposition, which is that we want to hold on to this
appar at us because as the system evolves and as we |l earn nore
we don't want to be bereft of these institutions.

| don't think that's what we intend. But if we
do, then | think we need to open up the conversation to
what's the right nunber? Is it 105? Is it 110? 1Is it 1007
| f the objective here is back to what we' ve said before,
which is appropriate financial neutrality, then it doesn't
seemto ne we can argue to go to 100 absent appropriate risk
adj ust nent .

But if our objective is holding onto this species
which is in difficult shape then there's no particul ar
reason to think 100 is the right answer. | don't know what
the right answer is, Bob, but --

DR. REISCHAUER. No, if they can't nake it at 100,
et themgo the way of the dinosaur.

MR SMTH.  Why? You began with, we may have an
interest in holding onto this beast because it may be
val uable to us later.

DR. REI SCHAUER: And we don't know right now what

an appropriate risk adjuster would do, because there's been
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so nmuch turbulence in these plans, in these markets, in the

conditions that face participants, in the sense of prem uns

and | ock-ins.

The data suggested to us in the past that we

wer e overpaying plans by 5 or 7 percent may be invalid.

MR SM TH:

| don't disagree with that, Bob. But

where you started was not with what we don't know and the

appropri ateness of nodesty. | agree with that. But where

you started was,
t he speci es.
refl ect that

ki nd of

100 wor k.

we have an interest in the preservation of
If we do, then our recommendation ought to
rat her than saying, let's go to 100 absent the

ri sk adjustnment which we think is necessary to make

DR RElI SCHAUER: We have an interest in

preservation only to the extent that we think this species

m ght be able to conpete on a level playing field, and let's

make sure that we don't tilt the playing field against it.

That's all.

And it would be just a two-year, three-year,

whatever it is, adjustnent. |If we're paying plans now 98

percent, we aren't really tal king huge change.

MR SM TH:

| suspect that if we'd find that if we

went to 100 and it didn't work, your argument would turn

i nto,

let's try 103.

It doesn't seemto ne that's the path
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we ought to set off on.

DR. BRAUN: |1'd like to preface it by saying |
agree with the preface that Al an gave about choice for
beneficiaries and so forth. And | agree with Janet that
t hose who are | ucky enough to have that choice and have
chosen managed care really are delighted with it, and
there's a | ot of upset when plans exit.

However, with the financial neutrality I'm
concerned, as Bob nmentioned, that if we do that now it may
take some of the steamout of the risk adjustnent. Plus the
fact that |I'mconcerned that if indeed the plans do have a
heal t hi er popul ation -- and sonme of the ol der plans actually
may not any nore because the people have gotten ol der and
it's costing themnnuch nore. But if indeed that is found
out and we have already noved to financial neutrality, are
they going to be able to back up? Wat's going to happen
i ndeed, because that m ght nmean that sonme of them woul d not
be paid as nmuch as they had been before. So that's a
concer n.

MR. HACKBARTH. What 1'd like to do at this point
is turn to the draft reconmmendations. Here's where | think

we st and. In terns of the two draft recomendati ons that
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the staff offered I think we agreed at the outset that we
really don't need nunber one. That it's superfluous. |It's
really taken care of by the initial clause in recommendati on
t wo.

Bob I think has a proposed alternative to draft
recommendation two which I'd |ike himto go ahead and
expl ai n.

DR. REISCHAUER. This is option two for this draft
recommendation. It would say, the Congress should set
paynents to Medi care+Choice plans at 100 percent of per
capita local fee-for-service spending, and an adequate ri sk
adj ust ment mechani sm shoul d be i npl enented as soon as
possi ble, or feasible. So this separates the two, because
obvi ously you could go to 100 percent right now.

Now | woul d assune that what the text around this
woul d tal k about was our ignorance with respect to the
underlying risk of participants in these plans at present,
the desire for a level playing field risk adjusted in the
| ong run, and concern about the withdrawal s that have taken
pl ace, and the possibility that between now and 2004 this
i ndustry nay be so weakened that it is no |onger viable when

the playing field does becone level. This is just an
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al ternative.

DR. ROSS: Bob, what does your alternative
proposal inply about the use of PIP DCGs as the existing
risk adjuster? Allow that to affect paynents fully?

DR. REI SCHAUER  That's above ny pay grade.

DR. ROSS: That's the first question we'll get
asked.

DR. REISCHAUER 1'd go to Joe to see whether we
shoul d -- you mean phase it in conpletely as opposed to
| eave it at --

MR. HACKBARTH. \Where are we in the phase-in right
now?

DR. REI SCHAUER: Ten percent.

DR. NEWHOUSE: The inplication seens to be just
that we should accel erate the phase-in. That's how | would
have read this. Wen we say an adequate program | nmean
don't -- we talked | ong ago about what adequate neant. But
as Murray says, what's on the table is the PIP DCGs or all
sites. W're just basically saying full steam ahead as |
woul d have read this.

DR. STOAERS: | just have a question of Bob. Do

you nean at | east 100 percent, or those that over 100
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percent will decrease down to 100 percent? WII| Portland go
from 553 to 4407

DR. REI SCHAUERT We would go to 100 percent and
then do as nmuch risk adjustnment as feasible at this point.

MR. HACKBARTH. The answer is, Portland is there
because of the floor, and our financial neutrality proposal
i nvol ves elimnation of the floors.

DR. REI SCHAUER: Get rid of the floors, right.

DR. STOAERS: So they would go down.

MR. HACKBARTH. They woul d go down, yes.

DR STONERS: So is there a lack of stabilization
because of those that are over, which sone are on here, are
goi ng down, when they have established plans that are in
pl ace? W' re tal king destabilization.

MR. HACKBARTH. Again, we're reopening principles
that we agreed to many nonths ago now, and a cl ear
inplication of financial neutrality is that you elimnate
t he floors.

DR. ROSS: The other question that renmins on the
table is when we tal k about |ocal fee-for-service spending
is that defined to include or exclude paynments for nedical

education; the carve-out?
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MR. HACKBARTH: So what | would like to do in

terms of process is we have the staff's draft recomrendati on
two. Bob has offered an alternative toit. [I'd like to
vote on Bob's alternative and then if that doesn't carry
then turn to the staff recommendati on. Any objection to
t hat process?

MR. MJULLER: Bob's alternative in a sense takes
t he when out, right?

MR. HACKBARTH. Yes, he's saying do it imrediately

MR FEEZOR: That's w thout --

MR. HACKBARTH. -- because of the uncertainty.

M5. NEWPORT: | guess |I'mnot settled on our
under st andi ng of what we think Bob's anendnent neans for
risk adjustment. Is it full 100 percent data subm ssion
right now, or is it this nore conprom se proposal that CVS
is going forward with?

DR. REI SCHAUER  Presumably we have sone ri sk
adj ustment i nformation that we have chosen not to inplenent
fully, and at the sane time CM5 is refining that, which
woul d encourage and think is the right thing to do.

Eventual |y that woul d suppl enent what we al ready have.
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M5. NEWPORT: So | just want to make sure our
understanding is clear about what that neans.

MR. HACKBARTH: Janet, let me see if | understand
this correctly. There are two separate issues. One is the
phase-in of PIP DCGs. The second is expansion to include
non- hospital utilization. Wat | hear Bob saying is that we
ought to nove as quickly as possible to do the PIP DCG
piece. In terns of the expansion to other sites, the
anal ysis and weighing that is going on in CVM5 is appropriate
but it ought to get done as soon as possible.

DR. REI SCHAUER | changed now, at Lu's
suggestion, the word inplenmented to phased in. And as soon
as possible sort of makes it sound like, go to 100 percent
next year. W really need sone kind of word that suggests
at a pace that doesn't disrupt -- I'mtrying to save this
entity. | then don't want to kill it by having it eat too
much nmedicine in a short period of tine.

DR. HARRI SON: There is a current phase-in program
that's in law, although the thought was that the PIP DCG
woul d be replaced by the nulti-site at that point. But do
we want to go with a phase-in schedule and |l eave it up to

CVS whet her they're going to do PIP DCG or nulti-site as
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it's phased in?

M5. NEWPORT: | think the statute nmakes the
nmet hodol ogy CM5's choice. |If we're going to stay with the
status quo on this | want it clear, and maybe Bob can reread
his --

DR. NEWHOUSE: | think the principal way woul d be,
if anything, to accelerate over where CM5 is. But | agree,
we don't want to destroy the programto save it.

M5. RAPHAEL: Could you read your recomrendation
now as it's revised?

DR. REISCHAUER | don't have the right |ast word
because we need sone | anguage about --

MR. HACKBARTH:. That could be handled in the text
t hough. There isn't a single right word to capture the
i dea.

DR. REI SCHAUER  Congress shoul d set paynents to
Medi car e+Choi ce plans at 100 percent of per capita | ocal
fee-for-service spending and an adequate risk adjustnent
nmechani sm shoul d be phased in as soon as feasible or
possi bl e.

M5. BURKE: | wonder if | could just ask a

practical question in terns of the tine frane and the i npact
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of this. Is it ny understanding the mnimns go away? So
going to Ray's point -- I'mtrying to understand the
inplications of all that. So to Ray's point, there will be
pl ans that drop. And your expectation, given what you did
previ ously and what you doing today, as to when that wll
actual ly occur?

DR. REISCHAUER | think if we're practical about
this, what will happen in the |egislative environnment is
they will freeze the floors and let the sea rise up past
them and it will take 20 years in Lincoln County, Nebraska
to get there but...

M5. BURKE: Right. [I'mjust trying to think of
t he next actual consideration of this will be in the context
of what happens to these plans, and the potential disruption
in the short term particularly for the plans who are at
floor who are in these rural areas. | can think of a
variety of states for whomthat will be an issue, |Iowa being
anong t hem

DR, REI SCHAUER: But | think the text should say,
whenever we refer to noving to a |level playing field that
this should be done in a way that doesn't cause undue

di sruption. An awful ot of these places we're tal king
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about i nposing a hardshi p on nobody because there are no
plans. So it's sort of like, let's not worry too nuch about
t his.

M5. BURKE: R ght. [I'mjust trying to think of
the practical realities of how quickly this noves forward.

MR. HACKBARTH. Ckay, any further clarifications
necessary on Bob's --

MR. MIULLER: The basic argunment for this is a kind
of endangered species argunent. Basically, this is
somet hing worth keeping until --

DR. REI SCHAUER.  And our ignorance about --

DR. RONE: The popul ations may not be that
different so we nay not be overpayi ng.

DR, REISCHAUER. And if we turn down this we go to
the old recommendation. So that's the option.

MR SMTH  But Bob's correct observation that
we're very unlikely to | ower anybody at the current floor
would allow us to rewite this recomendation to say, if
you' re above 100 percent, you stay there. If you're not at
100 percent, you go there, and maybe there will be risk
adj ustment sonetinme in the future. That's, as a practical

matter, what we vote for if we vote for Bob's nodification.
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DR. HARRI SON: I nstead of doing the phase-in as

qui ckly as possible, you could just | eave the current phase-
in schedul e so that you know sonething w || happen.

DR. NEWHOUSE: W could say sonething like, at a
m ni mum the current phase-in schedul e should be naintai ned,
or if possible, accelerated.

MR. HACKBARTH:. Just say that in the text.

DR. REI SCHAUER: Phased in at least as rapidly as
is called for under current |aw

DR. ROSS: The other issue for clarity to add in
the text is your assunption about the definition of |ocal
fee-for-service spending on the ned-ed paynents, and whet her
in text you want us to describe this as enbodying, to put it
bluntly, colum two versus columm three in the table that
you' ve seen

M5. RAPHAEL: Aren't we discussing that next?

MR. HACKBARTH: There is not a specific draft
reconmmendati on on the carve-out issue. W discussed at our
| ast neeting a recommendation to say that there should not
-- that it should be the total fee-for-service cost,

i ncl udi ng nmedi cal education and that didn't pass. | can't

renenber the vote but --
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M5. NEWPORT: But if you're going to full fee-for-

service -- | was separating the issues differently last tine
in ternms of what the base should be. So aren't we confusing
t he issue, which was reallocation of some of the GVE in a
way that wasn't beneficial to areas that didn't have a | ot
of GWE?

MR. HACKBARTH:. | don't think so. | think we had
a quite explicit discussion of whether this is the full fee-
for-service cost or fee-for-service mnus nedi cal education
We discussed it at length. It was a split vote but there
was a clear majority in favor of excluding the nedical
education paynents fromthe private plans. | think it was
unanbi guous. \Wether it's the right call or not is another
guestion, but I don't think there was any anbiguity.

DR. HARRISON: So did you want that in
recommendati on | anguage or in text?

MR, HACKBARTH: Text. Are we ready to vote on
Bob' s proposed anendnent? Everybody has got it in their
head?

MR. FEEZOR: That is with text on the accel erated
-- no less than --

DR. REI SCHAUER: At least as rapidly is in the
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recommendat i on.

MR. HACKBARTH: Read it one nore tine.

DR. REI SCHAUER: The Congress shoul d set paynents
to Medi care+Choi ce plans at 100 percent of per capita | ocal
fee-for-service spending, and an adequate ri sk adjustnent
nmechani sm shoul d be phased in at least as rapidly as called
for under current |aw.

MR. HACKBARTH. All opposed?

Al in favor?

Abst ai n?

It passes. Did you get the count on that? What
was the nunber?

M5. ZAW STON CH: Al an Nel son and David Smth
voted no, and Mary abst ai ned.

MR. HACKBARTH. Ckay, | think we're done then on
Medi car e+Choi ce.

DR. ROAE: | think it's interesting to note that
we had two votes with respect to these issues. One of the
i ssues could be interpreted as having passed to give the
pl ans | ess noney, and two people voted against it. The
ot her passed having interpreted to give the plans nore noney

with two people voting against it. So it |looks |ike at sone
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| evel the system m ght be working here.

[ Laught er. ]

MR. HACKBARTH. The next itemon the agenda is
adjusting for local differences in resident training costs.

MR. LISK: This probably can be pretty quick. At
the |l ast neeting we discussed sone anal ysis that we | ooked
at for adjusting local differences in residency training
costs, which part of a report that's required by, or a study
that's required by Congress. W have in your briefing
materials a draft letter to send to the Congress on the
concl usi ons that the Comm ssion reached at the |ast neeting.
So the purpose today is for you to approve this letter, or
if there's any nodifications you mght to nmake, to nake
t hose nodifications.

So briefly, to review what the congressional
mandat e was, Congress in conmttee report |anguage in the
Bal anced Budget Refinenment Act of 1999 asked, is the
physi ci an GAF an appropriate factor to adjust GVE paynents
for geographic differences in the cost of physician
training? They wanted the Conm ssion to make
recommendat i ons by March 2002 on a nore sophisticated or

refined index to adjust direct GVE paynent anounts, if
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appropriate. Again | want to say, they wanted the
Comm ssion to nmake a recommendation if appropriate.

Just to briefly reviewin terns of Medicare' s GQVE
paynments. GMVE paynents are based on hospital -specific
paynent rates updated for inflation. The BBRA established a
floor and rate of increase ceiling to these anbunts so
hospitals with | ow present anmounts woul d get their paynents
raised. This floor and ceiling is a geographically adjusted
nati onal average anount, and the geographic adjustnent is
t he physici an geographi c adjustnment factor used in adjusting
physi ci an paynent rates.

Bl PA rai sed the floor paynment rate to 85 percent
of this geographically adjusted national average. So
hospitals in between the floor and rate of increase ceiling
still get their current hospital-specific per-resident
anount. So nost hospitals do not receive the sanme paynents
as they would without this legislation. The ceiling is a
rate of increase ceiling so it just affects -- those
hospitals are frozen for two years and have reduced updates
i n subsequent years.

So in last nonth's anal ysis we exam ned the

fol |l ow ng geographi c adjustnment factors and | ooked at them



10

11

12

13

14

15

16

17

18

19

20

21

22

347

t he physician GAF, the one that's currently used; the

hospi tal wage index; a resident teaching physician wage

i ndex devel oped fromdata fromthe current wage i ndex
survey; an index based on per-resident costs or paynents;
and potentially a conmposite index of one of these -- two or
nore of one of the above indices.

In | ooking at our analysis in terns of -- the next
slide sumrari zes the basic findings fromthe Conm ssion and
what's included in the letter are that we found that
resident stipends don't vary trenmendously across the
country. As you recall, basically the 10th percentile and
the 90th percentile only have about a 9 percent difference
fromwhat the average is, up or down. New York Gty is
probably the nost expensive at about 16 percent or 17
percent above the national average. That's not a |ot of
vari ati on when you conpare it to what the variation is in
the hospital wage index and stuff |ike that.

The physician GAF though, of all the indices we
| ooked at, is nmuch | ess variable than other indices. That
index is much nore of a pure price index in ternms of its
construction conpared to the others.

Using a different index would al so change paynents
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for many hospitals w thout necessarily inproving paynents.
So in ternms of one of the factors that we were considering
was whether, if we found sonething different, is it worth
the cost of changing, and I think that's one of the
concl usi ons we cane to.

Current avail abl e data on resident teaching
physi ci an costs which m ght be nore reflective of what we're
seeing in per-resident paynments, the quality of that data is
not reliable enough really to develop an effective
alternative. And the cost of developing a reliable index
based on that data probably outweighs the cost of the
potential benefits of such an index for use as it's
currently being used.

We do have a paragraph at the end of the letter
t hough that does state that if Congress did nove to a
nati onal average they m ght want to reconsider that and have
data devel oped nore specifically on resident sal aries and
teachi ng physician salaries. It's different fromthe wage
i ndex. Because part of the problemwe found with the wage
index was that it is hourly wages for residents and what
does that really nmean when you have residents who are

wor ki ng 80 hours, 60 hours and stuff. But we know the basic
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salaries don't vary substantially there.

So basically conme to the conclusion for the letter
is that the physician GAF provi des a reasonable nmethod for
adjusting floor and rate of increase ceilings for geographic
difference in the cost of residency training. So we'd like
you to approve the letter, or if there's any nodifications,
pl ease | et us know.

MR. HACKBARTH. Any questions about the letter?
think we actually held a formal vote at the | ast neeting,
didn't we?

MR LISK: No. That's why --

MR. HACKBARTH. So all in support of the letter, |

guess?

DR ROSS: Confortable with the concl usion.

MR. HACKBARTH: All opposed to the letter, raise
your hand.

Al in favor?

Abst ai n?

Thank you. We were asked by the Congress for our
opinion on this and we need to vote on the record and say,
this was our opinion.

We're going to take up sone unfinished business
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fromyesterday having to do with the pass-through for new
technol ogy and the outpatient paynent system W al so have
to reach closure on the skilled nursing facility issue. So
we'll do outpatient services first.

Chant al , whenever you're ready.

DR. ZABI NSKI: Yesterday we tal ked about a single
draft recommendation, but what Chantal and | ultimately
decided was to break this into two reconmendati ons because
we thought including all the points that we discussed
yest erday nade a single reconmendation a little bit
unwi el dy. But the two recomendati ons you have are on a
si ngl e handout so you can see themat the same tinme. They
fit very nmuch together

The first recommendati on says, the Congress should
replace the hospital -specific paynents for pass-through
devices with national rates to be set by the Secretary.

Al so, the Congress should give the Secretary authority to
consider alternatives to average whol esal e price when
determ ni ng paynents for pass-through drugs and bi ol ogi cal s.

The next recomrendati on says, the Secretary should

ensure additional paynents are nmade only for new

technol ogi es that are expensive in relation to the
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appl i cabl e APC paynent rate. Also, the Secretary should
avoi d basing national rates only on cost as reported by
manuf acturers. Finally, the Secretary should ensure that
new t echnol ogy paynents for inpatient and outpatient
services are based on the sanme principles.

DR. STOAERS: | have a little bit of a concern
about the second one on the second recommendation, avoid
basing national rates only on cost as reported by
manufacturers. | think that m ght be something to talk
about in the text but it sounds -- it kind of infers that
their pricing may not be appropriate or sonething |ike that.

DR. NEWHOUSE: No, it just says -- what we want to
say is, don't use cost reinbursement. And |I'mactually not
sure why we're saying only. Just, avoid basing rates on
cost .

DR, STOMERS: | think it could be interpreted a
ot different than that is what |'m saying. That point I
don't think is comng across clearly as to what our
di scussi on was.

MR. HACKBARTH: O her comments?

DR. BRAUN: Not on that, but | wondered whet her

expensive standing by itself is enough, or whether we should
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have significantly expensive or sonmething of that sort in
that first..

DR. NEWHOUSE: dd enn, should we say, as reported
by manufacturers or hospitals since we were tal ki ng about
acqui sition cost al so?

MR. HACKBARTH. Yes, | think actually it was nore
the hospitals we were tal king about as opposed to the
manuf act urers.

MR DEBUSK: Shoul d that not be, ensure additional
paynents are made only for new technol ogi es and
substantially inproved technol ogies? 1Isn't that what we had
in sone prior |anguage?

MR. HACKBARTH. Right, we did. Let ne just step
back fromthis for a second. As | thought about the
di scussi on yesterday one of the concerns | had was that we
were repeating things that were basically happening al ready.
As | understand the current situation, the criteria for the
pass-through are being tightened, using both cost and
clinical standards. Now they may be inperfect criteria, but
that's already going on. That was one of the things that we
wanted to see happen and it was happeni ng.

The second big i ssue we had was, when sonet hi ng
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does qualify for the pass-through, how do you pay for it?
There was strong opinion that we needed to avoid a nmechani sm
that was essentially a cost reinbursenent. Try as we night,
however, we've been unable to conme up with a specific
alternative at this point.

| would |ike to avoid being gratuitous in our
bol d-face recommendations. So one thought | had after
yesterday's di scussion was that in the text we could
reinforce everything that's al ready happeni ng and say, rabh,
rah, rah, this is going in the right direction. Then in the
bold face sinply say that the big, outstanding problemwe
see is how do we set rates for the pass-through itens and we
strongly recommend that it be done in a way that is not cost
rei mbur senent .

Then if as a Comm ssion we wi sh to pursue the
issue further and try to cone up with a specific nmechani sm
we can do that for the future. So try to pare this down to
what's really new and different. Does that make sense to
peopl e? Do people feel confortable --

DR. NEWHOUSE: 1Is there any danger that the course
that we're on would change? Wat you're saying is, we're on

the course so we don't need to endorse the course. But t hat
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woul d be true if we're firmly | ocked into the course.

MR. HACKBARTH: In the text again | would say, we
think this is the right direction to be going. W support
tightening up the criteria, both using clinical and cost.
The one thing that is outstanding that really concerns us
t hough is how you pay for the itenms that do qualify, and
that's a bol d-face recomendati on.

DR. NEWHOUSE: | take that point. But on the
first point the question is, is there going to be any effort
to prevent or slow down the tightening?

MR. MULLER: | share Joe's concern because that's
what happened last tinme. There was a snaller list and it
got a lot bigger. That's what, at |east ny understanding is
part of the reason we went fromthe 2.5 to 13, or let's say
we exceeded the 2.5.

MR. DEBUSK: | think that's exactly right.

MR. MIULLER  That's why | think the | anguage
that's in the bullet point, the first bullet point of point
two is an inportant bullet point that reflects yesterday's
di scussi on.

MR HACKBARTH. If there are even a few

conmi ssioners that feel strongly about it then I think we
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ought to go with the bol d-face | anguage for the whol e thing.

Ckay, so we've had two anendnents of fered; Bea
suggesting that we ought to have sone nodifier of expensive
to highlight that we're tal king about really expensive,
whi ch can be done in the text. M preference as opposed to
adding lots of adverbs to pound the table in the
recommendation is just in the text to enphasize that we
think that needs to be a tight standard. |s that okay with
you, Bea?

DR BRAUN.  Yes.

MR. HACKBARTH: Then the other issue that |'ve
heard so far was in the next bullet, and the proposal was to
add hospitals.

DR. NEWHOUSE: |'mjust wondering if we could
strike only, we could strike as reported by manufacturers.
So it would say, avoid basing national rates on cost.

MR. HACKBARTH. | always prefer sinpler over nore
wordy. Does that sound right to people?

MR. DEBUSK: Cost only perhaps.

DR NEWHOUSE: | wouldn't use cost at all. |
woul d just say, avoid basing national rates on cost. |I'm

not sure what only buys us.
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M5. BURKE: | think, Joe, the question is what is

CVS capable of doing? [|If we explicitly prohibit them using
cost as a base, do they have the capacity at this tine to
have anot her net hod?

DR. NEWHOUSE: They don't use cost, for exanpl e,
for erythropoietin.

M5. BURKE: Right. But in the case of, as was
not ed yesterday, one of the issues and the problens here is
that we don't have any history on at |east the new
technologies. So there is little in the way of -- | nean,
EPO has been out there for a while so we're playing in --

DR. NEWHOUSE: Yes, but at one tine it was new.

M5. BURKE: At one tinme it was new. But if we
explicitly prohibit cost you go to -- | guess the question
i's, what does CMS go to?

DR. ROWNE: \Whose cost is this, Sheila? 1s this
the cost to the manufacturer, the hospital ?

M5. BURKE: 1In Joe's systemit's the
manufacturer's cost --

DR. NEWHOUSE: | want to get rid of cost, so |
don't care whose cost it is.

M5. BURKE: That's what |I'm saying. He doesn't
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care whether it's the manufacturer's or the hospital's. Joe
wants to do away with cost. M question is, what's the
alternative if we prohibit these costs?

MR. HACKBARTH: That's the crux of the problem
here. By definition we're tal king about things that are new
and for which we have little information. At |east part of
the notivation for the pass-through, as | understand it, was
because we didn't have the information to fold them
i medi ately into the APC rates we were going to have to pay
for themon another basis while we collected the data. Now
we're saying, we don't like that system for very good
reasons, and there needs to be an alternative but we don't
know what it is. W only know what we don't want, which is
a cost-based system

That's a bit of a dilemma there. |If we knew the
right answer we could even, setting aside admi nistrative
i ssues, skip the interimstep of a pass-through and just put
it into the APCrates. |If we knew the right answer right
fromthe outset. But we don't know the right answer.

MR. MJULLER: And if you could anticipate the
technology. |It's not just a price issue. It's also a --

MR. HACKBARTH. |'m saying, once it's here, if we
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know what the right rate is to pay for it we don't need to
have a pass-through, we can just fold it into the rates,
once it's here and --

MR, MULLER |If you could change the APCs every
day of the year. And that's why you have a pass-through
because you can't change them every day of the year.

MR. HACKBARTH: That is the adm nistrative reason
There is a process required to actually update these things
so the pass-through is an adm ni strative nechani smas well.
But we're not going to resolve today howto set the rates.
| think all we can say at this point is they should not be
based on cost. And if we think this is a really inportant
i ssue we can have staff work on it for the future and try to
help CM5 cone up with an alternative approach. So | think
that's where we stand.

If there aren't any ot her anmendnents --

DR. NEWHOUSE: | guess |'d observe that we' ve put
in place all the post-acute prospective paynent systens to
get away from cost rei mbursenment in post-acute. Not that |
want to hold that up as a shining exanple of what m ght
happen here, but we certainly have put systens into place

that we didn't know what was going to be in place when we
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got downstream W just said, do this. | nean, there was
an interimsystem obviously.

M5. BURKE: |'msorry, Genn. | don't nean to
bel abor this because |I don't disagree with Joe's fundanental
point, which is to nove away froman inflationary system
Even in those cases, as flawed as they are, there was sone
history in the context of services we provided and the cost
of those services. |In this case we are in fact trying to
antici pate what sonme thing or a process will cost going
forward so that we can incorporate it into a paynent system

While we want to get away from a nodel that
essentially has the incentive to have it be the nost
expensive; i.e., put it into the base. |In the absence of a
reference to cost I'"'mperfectly willing to let it be left to
everyone's guess, but frankly, I don't know what the guess
is. Is it the return on equity as you tal ked about equity?
That raises a whole series of other issues. | don't think
we can go there.

DR. NEWHOUSE: Not today.

M5. BURKE: Not today. So |I'mhappy to |leave it
vague, don't do it on cost. But mnmy only question will be

the natural one and the staff then will have to sort out is,
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okay, what else? Wat is there?

MR. HACKBARTH. Sheila, would you prefer, based
only on cost? So you would prefer only being in there?

M5. BURKE: | guess | would prefer to | eave the
only in, just as a nodifier, until we get a handle. |If
staff can cone up with sone great alternative I'mall for
it. Because |I'mjust where Joe is, which is, we don't want
to build a system going forward that encourages everybody to
be the nost expensive they can be. | absolutely agree.

DR. NEWHOUSE: MW problemw th only is that it
sounds |like what we want is a systemthat's partially cost
and partially sonething else. That's how !l read, avoid only
on cost.

MR. HACKBARTH. | think we could explain in the
text that ideally you disconnect, but it nay be a necessary
starting point that we use sone cost information. W don't
want to rule that out | think is what Sheila is saying.

MR. MIULLER  So we can say, based on discredited
pre-prospective price --

M5. BURKE: Inflationary.

[ Laught er. ]

MR. HACKBARTH: In the text. W'Ill say that in a
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f oot not e.

DR. NEWHOUSE: It's also not clear that -- | don't
want to bel abor the point -- that we woul dn't have sone
information. |In several cases | could inagine that there

woul d be out there in the market before Medicare nmakes a
coverage decision and then we would in fact have sone
i nformation.

DR. REI SCHAUER: Maybe we shoul d drop this bull et
conpl etely because we don't seemto know what it is that
we' re suggesti ng.

DR. NEWHOUSE: denn didn't want a negative in a
recomrendation as | heard Genn, but in fact | think the
tenptation to use cost reinbursenment is so strong 1'd |ike
to see it in bold-face.

MR. HACKBARTH: | think we are at the point of
bel aboring this point. | don't think we're advancing the
di scussi on over where we were yesterday. So what | would
suggest is that we |leave only in, just to give sone
flexibility as Sheila has proposed, and then nove as quickly
as possible to a vote on this. W do have skilled nursing
still to deal with and we've got some preparatory work on

our June report. So we're running out of time here.
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Any really urgent --

DR. WAKEFI ELD: It's urgent to ne, of course.

A enn, are these additional paynments -- | raised this
gquestion yesterday but | had to step out of the |ast part of
the conversation. Are we doing this in a budget neutral
fashion? | want to raise that again. |s there budget
neutrality in play here?

MR HACKBARTH.  Yes.

MR. MIULLER  That's the current |aw.

DR. WAKEFI ELD: Then 1'd like to ask, just in
text, that we have sone brief discussion of how that inpacts
hospitals with different case mx. So in other words,
that's going to have a -- that will distort or inpact the
relative weights of, for exanple, rural hospitals that may

not be users of that technology if the paynent is budget

neutral .
M5. BURKE: Mary, this isn't new
DR. WAKEFI ELD: | know.
M5. BURKE: You just want to restate the |aw.
DR. WAKEFI ELD: Exactly. | know pass-through
paynents, | know that's not new, and | know t he inpact.

Part of the reason |I'masking this is because we getting
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pretty close to the phase-out of the hold harm ess and we've
got lots of things going on with those hospitals. So I'd
just like that reiteration in the text if that's acceptable.

MR. HACKBARTH: So it's descriptive of the
consequence.

DR. WAKEFI ELD: Exactly. Not asking for anything
new. Just a reiteration.

MR. HACKBARTH:. Anything el se before we vote?

kay, we'll do the two in order. First, the
Congress. All opposed, raise your hands, please.

Al in favor?

Abst ai n?

Then the second --

MR. DEBUSK: denn, one |ast question on the
second one. That substantially inproved, does that
statenent go in there as well, new technol ogi es and
substantially inproved technology? That's in the second
one.

DR. ZABINSKI: Can you just say new or
substantially inproved technol ogi es?

MR. DEBUSK: Exactly.

MR HACKBARTH: So the second bull et would be,
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avoi d basing rates only on cost.

Al'l opposed to the recommendati on as anended?

Al in favor?

Abst ai n?

kay, thank you.

DR. RONE: Froma clinical point of view
substantially inproved is inportant, because |like the
exanpl e we had yesterday, the stents, now they're coating
themw th sone agent that prevents blood clots. Many people
woul d argue, that's not a new technol ogy; we had stents
before. But it's obviously an inprovenent. So | think
that's worth making sure that it's comrented on

DR. KAPLAN: |I'mhere with the three
recommendati ons you asked that we redraft. The first
recommendation |I've given you two options, but actually I

think the first option is the better option. The other one

was an - -
DR. ROSS: Sally, do we have these?
DR. KAPLAN: In copies? No, | didn't bring
copies. I'msorry. This is basically the recomendati on we

had | ast year. The Secretary should devel op a new

classification systemfor skilled nursing facility care.
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DR. NEWHOUSE: What's the second bullet?

DR. KAPLAN: The second bullet was an effect of ny
creative last night. 1'd really rather not go with it, if
t hat' s okay.

DR ROSS: A smothered verb version of the first.

DR. KAPLAN:. It just says, the Secretary should
expedi te devel opnent of a new classification systemfor
skilled nursing facility care. | think if you wanted to
have them expedite you could just nodify the first one by
sayi ng, as soon as possible, or sonething on that order.

MR. HACKBARTH: | think the first one is fine, and
t he acconpanying text would say sonething to the effect that
we realize that the refinenment of RUGIII is underway. W
want to be clear though we don't think that that is
sufficient and we need a whol e new system

DR. KAPLAN. Right, exactly. Draft recomrendation
two, if the Centers for Medicare and Medicaid Services
refines the resource utilization group version three (RUG
I11) and the tenporary increase inplenented to allow them
time torefine it expires, the Congress should retain this
nmoney in the skilled nursing facility base paynent rate.

MR. HACKBARTH. Any questions about that?
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DR. NEWHOUSE: Could we stri ke, thenf

DR. REI SCHAUER: You sort of put it out as a
possibility that the first clause could occur and the second
one could or couldn't. |Is that in CM5 discretion?

DR. KAPLAN: M understanding is it's not, and
Murray actually confirnmed that with one of the managenent
fol ks at CM5 who said that when the RUG are refined, the
add-on will go away.

MR. HACKBARTH. Wy don't we just say then,
causing the tenporary increase to expire?

DR RElI SCHAUER:  Yes.

DR KAPLAN:. Ckay.

MR SMTH Wuldn't it be clearer if we changed
retained to add? Just sequentially, at the point that it
goes away, it's not there to retain. W're really asking
t hat Congress appropriate funds to increase the base rate by
an anmount equal to.

DR. ROSS: The point here was to stress that the
noney is in the payment now. W're trying to keep that
anmount of noney. This isn't a suggestion to put new noney
in.

MR SMTH | don't want to play editor here, but
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you can't retain it if it goes away. You don't need to
retainit if it doesn't go away. W're actually asking that
Congr ess appropriate noney equal to the current add-on and
add it to the base rate.

M5. BURKE: No, you do not want to be in a
situation where anybody thinks there is a cost inplication
to this. You do not want OVMB or CBO to do a base adj ust nent
estimate. We don't want even to suggest that that noney
went away and cane back

MR SMTH | understand the concern, Sheila, but
they will.

DR. REI SCHAUER: If the baseline is done right, it
di sappears.

M5. BURKE: The point is we don't want it ever to
have gone away.

MR SMTH  Correct.

M5. BURKE: And to be added back.

MR. HACKBARTH: | could personally live with the
word retain. | think it needs to be clear in the text
t hough that there is a redistribution here. One of the
inplications of retainis it stays where it was, when in

fact, as | understand it, it wouldn't. It just goes -- the



10

11

12

13

14

15

16

17

18

19

20

21

22

368

sanme amount of dollars is now spread differently across al
of the rates. So | think that inplication needs to be
cl ear.

DR. RONE: Can we just say that the base rate
shoul d remain the sane; should not be changed?

MR SMTH It's currently an add-on.

DR. KAPLAN: First of all, it's not in the base
now, but when you say you retain this noney in the base
paynent rate it seens to ne that you' re saying, keep the
noney, put it in the base paynent rate.

MR. HACKBARTH. W coul d say, put the same anount
of noney into the base rate.

MR. MJULLER:. Just say, the tenporary increase
i npl emented to allow -- should be kept in the base rate.

DR. NEWHOUSE: It's not there now.

MR. HACKBARTH: It is transferred to. But the
distributive inplications are quite different. W're taking
nmoney that was going di sproportionately to the hospital -
based SNF and now it will be spread across all types of SNFs
as | understand it.

DR. KAPLAN: No. It really was not. It was

pretty nmuch spread anong all, pretty much had the sane
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di stribution.

MR SMTH denn, what if we said, Congress
shoul d al |l ocate an equi val ent amount of noney to the skilled
nursing facility base paynent rate? Congress has to act
here. | understand Sheila's desire to avoid the verb
appropriate. But Congress has to do this. OCM can't.

MR. DEBUSK: Then retain, that's a pretty good
wor d.

DR STOAERS: Could we use transfer to the base
rate?

M5. RAPHAEL: | like the word retain, and | m ght
even flip it and say, the Congress should retain noney from
the allocated skilled nursing facility base paynent rate
even if the Centers -- that's what we're really saying --
even if they declare refinenent acconpli shed.

DR. KAPLAN: So you would put the |ast phrase
first, in other words, rather than starting out with the
clause, if the Centers?

MS. RAPHAEL: Yes.

MR. HACKBARTH. David, the Congress will do what
it has to do, given its procedures and baselines and all of

that. The inplication of retain though is consistent with
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our thinking about, these are existing dollars that we don't
want to go away; we sinply want put in the base rate. Then
Congress will have its rules. | do think it explains our

i ntent.

DR. KAPLAN:. The third recommendation, for fisca
year 2003, the Congress shoul d update skilled nursing
facility paynments as follows: for freestanding facilities,
updat e paynments by 0 percent; for hospital-based facilities,
updat e paynents by market basket, and increase paynents by
10 percent until an effective classification systemis
devel oped. Then the text would di scuss, again, that
refining the RUGs is not an effective classification system
That we're tal king about a new classification system

MR. DEBUSK: My question is, this market basket,
you know when you don't receive the narket basket in a given
year, it's gone. It's gone. Wy did we put this market
basket in here? It's put in there to anticipate increase in
cost fromyear to year. And you go back and I think this
t akes sonewhere around that nunber of $60 per patient day,
and X and Y takes about $32, a little over half of it.

Here, because the RUG systemis inadequate, we put Z in

pl ace to take care of that.
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Well, our data is 1999, and we can't hel p that.

We understand that now. But in comng forward we've got a
performer that says here's really what it is possibly going
to look like -- and it's a weak performer at best. Then we
cone along and say, you're not entitled to the market

basket. That don't nmke sense why you continue nailing this
t hi ng when that market basket is put in place to cover these
short ages.

MR. HACKBARTH. The crux of the issue, Pete, is
that the staff's best estimate, which | have no reason to
di sagree with nyself, is that the freestanding SNFs wil |l
have a 9 percent margin on their Medicare business. If we
follow the logic that we did for every other provider, it is
appropriate to say, they should not get a market basket
i ncrease, in ny judgnent.

Now t he uni que or somewhat different aspect of
this issue that's been raised is that the total margins for
SNFs, including their Medicaid business, are m nus.
Reasonabl e peopl e can di sagree about whether there is an
immnent risk to Medicare beneficiaries fromthat mnus 2
percent overall.

We di scussed the issue yesterday though and the
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view of the Comm ssion as a whole, if not every individual
menber, was that that was not a sufficient basis for saying
that we ought to give themthe market basket on the Medicare
side. Could be the right answer, could be the wong answer,
but it was the answer we cane up with, and | don't think
that continuing the discussion of it is going to be
productive. So your point is understood, well articul ated,
but there's just not agreenent.

MR. DEBUSK: | wanted ny |ast shot.

DR. REI SCHAUER  This reconmendation is prem sed
on the previous recommendati on bei ng adopted, and | wonder
if we need to say that sonewhere.

DR. KAPLAN: | don't really know how that woul d be
handl ed, but |I'm assum ng that that certainly could be
di scussed in the text.

DR REISCHAUER It certainly should be in the
text, at a mninum But it's sort of stark, the zero market
basket for freestandings, and you say, whoa. But what you
don't realize is that relative to current |aw we're chucking
in a significant anount of noney.

DR. ROSS: W assune the Congress takes all of

your advi ce.
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MR. HACKBARTH. In this case | think Bob's right.

It's worth highlighting that the two are |inked.

DR. KAPLAN: Yes, they are |inked.

MR. HACKBARTH. Are we ready to vote?

DR. NEWHOUSE: Do we want to add sonething I|ike,
in conjunction with the prior recomendation here then to
explicitly link thenf

MR. HACKBARTH. As far as |'m concerned we can
| eave that to the staff. | could either have a lead-in
clause or just leave it to the text. Wy don't we let them
| ook at the whol e package?

Are we ready to vote? Put up the first
recommendati on, please. So we're tal king about the first
bull et here, right?

DR. KAPLAN: Yes, that's correct. The Secretary
shoul d devel op a new classification systemfor skilled
nursing facility care.

MR. HACKBARTH: All opposed?

Al in favor?

Abst ai n?

DR KAPLAN: The second recomendati on now reads,

if the Centers for Medicare and Medicaid Services refines
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the resource utilization group, version IIl, (RUGIII)
causing the tenporary increase inplenented to allowtine to
refine it to expire, the Congress should retain this noney
in the skilled nursing facility base paynent rate.

MR. HACKBARTH: All opposed?

Al in favor?

Abst ai n?

DR KAPLAN: And nunber three reads, for fisca
year 2003, the Congress should update skilled nursing
facility paynents as follows: for freestanding facilities,
updat e paynments by 0 percent; for hospital-based facilities,
updat e paynents by market basket, and increase paynents by

10 percent until an effective classification systemis

devel oped.

MR. HACKBARTH. All opposed?

Al in favor?

Abst ai n?

kay, thanks, Sally.

The | ast itemon our agenda is assessing the
Medi care benefit package, which will be the subject of our

June report. \Wenever you're ready, Mae.

M5. THAMER: Good norning. For the rest of the
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Comm ssion neeting this norning we'd |ike to give you sonme
background and perspectives on the Medi care benefit package.

To put the benefit package in context let me just
very quickly review the original goals of the Medicare
program The first one being to limt the financial
liability of older Anericans. The second one being to
provi de health insurance coverage that's simlar to that
pur chased by the working popul ati on, thereby renoving
barriers to obtaining health care.

So why exam ne the Medicare benefit package?
First of all, the needs of the elderly nmay be very different
today than they were in 1965. For instance, there have been
changes in life expectancy --

M5. BURKE: |'msorry, can we go back to the
previous slide for just one second? This is, |'msure,
semantics, but the point is to the original goals behind the

Medi care program Even | wasn't there when they did it but

[ Laughter.]
M5. BURKE: Just |et me underscore that at the
outset. | was in about the fifth grade. But having said

that, in fact point three, I think -- | should ask Dr.
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Newhouse; he'll know. | think that it was | ess a question
of literally just renoving the barriers. It was really
mai nstreamng in terns then. It was really to not only

remove barriers, but essentially to place themon the sane
pl aying as essentially everybody el se.

M5. THAMER  Yes.

M5. BURKE: | think there's a difference -- a
subtl e one, but an inportant one, because there is a
critical difference between that and what we did with
Medicaid, in terms of nmaking sure that they essentially were
going into the same systens of care as the rest of the
general population. So we may want to note that.

M5. THAMER: Yes, you're absolutely right. That's
an excel |l ent point.

So why exam ne the Medicare benefit package today?
First of all, the needs of the elderly may be different
today than they were in '65. For instance, anong ot her
changes there's been changes in |life expectancy, there's
been maj or technol ogi cal innovations, and there's been a
maj or increase in chronic diseases anong the el derly.

Secondly, the clinical care and outcones may be

adversely influenced by the current benefit design. For
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exanpl e, the |ack of outpatient prescription drug benefit
may affect both clinical decisionmaking and/ or beneficiary
behavi or.

Finally, beneficiaries are at risk for high out-
of - pocket cost which may not necessarily be borne equally by

all beneficiaries.

DR RONE: D d you say that there was an increase
in chronic diseases in the elderly?

M5. THAMER  Yes.

DR. RONE: But | understanding is that disability
rates anongst the elderly are actually declining
substantial ly.

M5. THAMER: Yes, they are. They have declined.

DR. RONE: | also believe that the incidence and
the preval ence of a variety of inportant chronic diseases in
ol der people is declining. So |I'msurprised by the
statenment that it's increasing.

M5. THAMER First, we're going to have a whole
session today a little bit l[ater on on chronic conditions
and I'Il gointo that inalittle bit nore detail. Wat

|"ve seen the decline has been really -- there has been a
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decline in disability, definitely, which may not necessarily
be the case though that chronic conditions. There nmay be
nore chronic conditions but a decline in the disability
associated with the chronic conditions.

DR. RONE: What I'msaying is -- and you may know
nore about this than | do because |I'mjust an insurance guy.

[ Laughter.]

DR ROWNE: But when | last tuned into this, which
was about a year ago, the data indicated that the actual
i nci dence and preval ence of chronic conditions was
declining, in addition to the severity, which would be
reflected in the functional inpairment. So we can take a
| ook at this, but that is just --

M5. THAMER: We can | ook at that.

DR. RONE: But let's just not accept that
everything is always getting worse because in fact it may be
getting better. It does, of course, suggest that they may
be different than they were in 1965, which is the point of
| ooki ng agai n.

M5. THAMER: And |ife expectancy has gone up, so
one woul d expect that there m ght be nore chronic conditions

as a result of people living | onger.
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DR. ROAE: You don't want to debate this wth ne.
You just want to go to the next slide.

DR. REI SCHAUER  Certai n people who have chronic
conditions would have died earlier, and so it goes both
ways.

DR. RONE: Believe it or not, | actually
under stood what she neant by that. But why don't we nove
on?

DR REI SCHAUER | thought you were just an
i nsurance guy.

[ Laught er. ]

DR RONE: It's an age-specific thing we have to
tal k about, but the fact is -- | think the real key is here,
if you want to get to this, that the dynam cs of the elderly
popul ation. The old-old is growing |arger, and that
subpopul ation has different clinical characteristics and
needs than the young-old. | think that would be a way to
di scuss it.

M5. THAMER  Today we would like to present you
with two panels. One panel will give you perspectives to
t hi nk about, and the second panel wll actually |ook at sone

of the perceived inadequaci es of the benefit package. The
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goal today is sinply to provide the Conmm ssion with
background i nformati on and to begin the process of exam ning
t he Medi care benefit package for the June 2002 report.

The first panel, which is sitting here, wll
present you with a brief history of the original design of
t he benefit package in '65. Secondly, the Mdicare
beneficiary profile, past and future trends. And third, the
heal th expenditures for the elderly overall by payer and by
type of service.

Then the second panel is going to present, as |
sai d, the perceived i nadequaci es of the benefit package;
financial liability and risk of Medicare beneficiaries; the
care of beneficiaries with chronic conditions; and finally,
primary and preventive care in the Medi care program

Future presentations that we hope to be bringing
for you in March and in April we'll be | ooking at changes in
nmedi cal practice in the delivery of care since '65; changes
in private sector benefit packages since '65; the
suppl enental heal th i nsurance market and Medicaid that many
beneficiaries avail thenselves of; and the possible criteria
for changing the Medicare benefit package and what various

options m ght be.
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To start the first presentation in this series, a
brief history of the Medicare program and the ori gi nal
design of the benefit package. Medicare was created in
1965, as everyone knows, when President Johnson signed into
| aw t he Medicare and Medicaid prograns. It was conprised of
three parts: coverage for hospital services which was Part
A, which is paid by payroll contributions of enployers and
enpl oyees; coverage for physician services, Part B, which is
financed by general revenues and beneficiary prem uns; and
finally the third unexpected part, which was coverage of | ow
i ncone Americans under Medi caid.

There were several salient founding principles of
the Medicare program The first one, as we nentioned, was
tolimt the financial liability of the elderly and their
children. Each one of these I'mgoing talk about in a
little bit nore depth in a m nute.

The second principle was that it was intended to
be a federal social insurance programversus a soci al
wel fare program for instance. Another major principle was
the non-interference in nedicine. And finally, it was a
creation of an intergenerational trust fund, or social

contract. So now |l'll discuss each one in alittle bit nore
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detail .

The financial liability of the elderly. Private
heal th insurance for the elderly in 1965 was prohibitively
expensive. Only about half of all elderly had any health
insurance at all, and nost policies were either not
conprehensi ve, or very expensive, or both.

Access to nedical care, especially inpatient
services, was inpaired at the tine. That's suggested by the
fact that there was a dramatic increase in hospital use
after Medicare was enacted, and that there was concern at
the tinme that once Medicare was enacted that there woul d be
an insufficient nunber of hospital beds to acconmodate the
el derly because of so much pent-up demand.

Third, it was often the children of the elderly
who had to assune the burden of paying their parents
medi cal bills. Just to give you an exanple, in '64, two-
thirds of the elderly had annual inconmes that were | ess than
$1, 500, and the average hospital stay cost $700. So you
could see how very easy it would be to run up very
cat astrophi c costs.

To talk a little bit about the theory of social

i nsurance, which is the bedrock of the Medicare program
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soci al insurance evolved historically as a response to

i nevi tabl e wage interruptions, and a maj or conponent is the
pooling of risks across the sick and the healthy by a
mandat ory transfer paynent system The government usually
pl ays an inmportant role in nost social insurance prograns,
and adm nisters the programwi th no profit and very | ow
adm ni strative costs.

It's an entitlenent program where only those who
make contributions have a right to receive benefits. And it
spreads the risk of health care costs across generations,
ensuring that the very old and the very sick receive the
sanme benefits as younger, healthier Medicare beneficiaries.
Whi ch is another way of saying that benefits are not
directly tied to one's contribution.

Non-interference in nmedicine was the first clause
in Medicare law. It allows beneficiaries to choose al nost
any provider. Likewise, it allows for al nobst any provider
to participate in the program

The original design of the Medicare benefit
package was to enul ate the existing private benefit
packages. Like private insurance at the tine, it covered

only nedically necessary care for the treatnent of an injury
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or illness. There was also |imtations on coverage to
primary acute care and physician services, and there was
al so significant beneficiary cost-sharing.

Second, there was a focus, as there was at the
time, on acute nedical services. There were two parts: Part
A, compul sory, and Part B, which was voluntary, and they
were financed separately. | think the inportant to note
about the Medicare benefit package is that it has renmai ned
| argely unchanged since '65 with the exception of selected
preventive services that have been added.

| thought we woul d have the panel discuss -- each
person would do the presentation and then we'd have
guestions for that panel, if that's okay.

M5. LONE: Jack has done a great job introducing
my topic here. dder Anericans today are living | onger and
healthier lives than their peers in earlier generations.
Advanced nedi cal technol ogy and behavi oral changes have |ed
to decline in disability anong the elderly and are likely to
continue. However, there are chall enges ahead of us as far
as denographi cs and econonics of this popul ation.

This picture pretty nmuch says it all. Wat you

see up there is the projections of the elderly popul ation
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from 2000 out through 2070 as done by the Social Security
Adm ni stration. At Medicare's inception, the Medicare
program served about 19 mllion beneficiaries. Today that
nunber is about 40 million and expected to double again in
the next years by the tine we hit 2030. Today, one in every
ei ght Anmericans is over the age of 65, and by 2030 that
nunber will be closer to one in five. W can anticipate
sonme challenges to our health care systemas we | ook at the
individuals it serves.

The fastest growi ng segnent of the popul ation, as
Jack mentioned, is the over-85 group. Right now that nunber
is about 4.2 mllion. 1In 30 years that should be about nine
mllion. Interestingly, when we | ook at the over-85
popul ati on now, the people in that group, wonen out nunber
nmen by a ratio of two to one.

Financially, older Anmericans are still sonmewhat
unprepared to absorb the rising costs of health care.
Gender disparities certainly persist with wonen | aggi ng
significantly behind nen as far as their annual incones. As
you can see, that distribution of income is heavily weighted
towards the | ow end of the spectrum conpared to the general

popul ati on.
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Certainly, inconme is also influenced significantly
by the age of the beneficiary. Where we see the 65 to 69
popul ation on a famly basis, their income is about $30, 000.
Whereas, if you | ook at the over-85 popul ation that drops
down to about $17,000. As a result, when you |ook at both
t he denographi cs of the popul ation and i ncone disparities,
el derly wonmen who are living longer are also far nore likely
to live alone on mninmal income and in poverty, about 12.5
percent of that popul ation.

M5. NEWPORT: Marian, |'m having trouble
di stingui shing between bl ack and bl ack on the bar there.

M5. LOAE: [|I'msorry, those did not photocopy
well. The bars to the right are the over-65 popul ati on.
There was a techni cal photocopyi ng chall enge there.

When we | ook at the ability of older Americans to
provide for their health care needs it depends not only on
their income but also on their informal network of
caregivers; primarily their spouse. In 2000, nearly half of
all wonmen over 65 are widows. Not surprisingly, nore than
40 percent of non-institutionalized wonen |ive al one,
conpared to only about 17 percent of nen.

Secondarily, the divorce and separated popul ation,
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al though still a small part of the Medicare population, is
growi ng significantly. They represent now about 8 percent
of the total Medicare beneficiaries. The reason | add this
up here is that for those people who were not married for at
| east seven years or worked 10 years of their lives, they do
bear the cost of participating in the Part A program which
is about $319 a nonth. That is consistent with the
eligibility requirenents for Social Security.

Next, obviously the proportion, as | nentioned
earlier, living alone, increases with age. Half of the
wonen over age 75 live al one, and about 18 percent of the
over-85 population is living in nursing homes. When we | ook
forward at the projections, the size of the over-85
popul ati on expected to double in the next 30 years, we do
see the nunber of Anericans over 85 living in nursing hones
coul d actually outnunmber the total nunber of Americans over
65 living in those facilities now.

Very briefly, when we | ook at the disabl ed
popul ation that cane into the Medicare population in 1973
and were about 1.7 mllion beneficiaries. |It's just over a
percentage point of the U S. population. Today, that nunber

has grown to 5.2 mllion and is nearly 2 percent of the
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popul ation. As they project into the future, we anticipate
that that will be about 2.25 percent of the popul ation by

2030. Still a very significant part, and certainly froma
cost basis al so sonmething we need to look at in the future.

MR. HACKBARTH. Marian, could you help ne
reconcile this with the point that Jack was naking a little
while ago. | too have read about declining disability. |Is
t hi s because --

DR. RONE: This is non-elderly.

M5. LONE: This is disability of the genera
popul ati on when we | ook at the non-el derly.

MR. HACKBARTH. O course. Thank you.

M5. LONE: Then just very briefly | want to throw
up sone statistics just to put all of this in perspective.
Back in 1965, actually on this first data point, the nunber
of uninsured over 65 was about 50 percent. Today that
nunber is down to 3 percent. Medicare enroll nment,
obvi ously, has grown substantially with the size of the
growi ng elderly population. [It's still a very -- 5 mllion
is part of that 40, for the total, so still the elderly are
contributing primarily to that grow h.

Li fe expectancy, as we | ook at declining
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di sability, has gone up significantly. There's still sone
gender disparity in those nunbers.

One of the things we | ooked at as far as
Medicare's ability to help us rationalize the financial
liability for ol der Americans, |ooking at the percent of the
popul ati on bel ow the poverty |evel, as you see today, the
di sparity between the over-65 and the under-65 population is
very mnimal, as opposed to where it was in 1966. However,
it is interesting to note that in 1959 the percent bel ow the
poverty |l evel was about 35 percent. So that nunber was
com ng down already at that point.

Finally, when we | ook at the incone spent on
health care | think this says a lot. For the over-65
popul ation we're still |ooking at 20 percent. Between 1966
and 2000 that nunber has changed very little.

Wth that, 1'll turn to Ariel.

MR. WNTER: Thank you. W're going to be | ooking
at health care spending on beneficiaries in a couple of
different ways. One we're going to be looking at is total
spendi ng on health care services received by beneficiaries,
both by type of service and by source of paynment. We wll

al so be | ooking at Medi care spendi ng al one.
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This slide and the next three slides include
spendi ng on both Medi care-covered and non- Medi car e-cover ed
services by all payers, which includes Medicare, Mdicaid,
suppl ement al coverage, and out-of - pocket spending. These
data do not include Part B and suppl enental insurance
prem uns.

This particular slide shows health care spending
for all beneficiaries, including both the institutionalized
and community beneficiaries. Just as an aside, about 6
percent of beneficiaries are in nursing hones or
institutionalized.

Per capita spending on all beneficiaries was, as
you can see, over $9,000 in 1998. As we show |l ater, these
aver age spendi ng nunbers mask significant variation in
spendi ng | evel s across beneficiaries. Acute and post-acute
care account for about 80 percent of total spending, and
nursi ng home care accounts for about 20 percent. The
| argest acute care conponents, as you can see, are inpatient
hospi tal, about 28 percent, and physicians, |ab, and durable
nmedi cal equi prent, 22 percent.

DR. RONE: This is not what's paid by the Medicare

program



3

4

5

6

10

11

12

13

14

15

16

17

18

19

20

21

22

391

MR. WNTER  This includes both what's paid by
Medi care and by all other payers, Medicaid, supplenental
coverage, and out-of - pocket spendi ng.

DR. RONE: Drugs are only 9 percent of the

spendi ng?
MR. WNTER: That's right, by beneficiaries.
DR. NELSON: But grow ng fast.
MR. SMTH.  This includes out-of-pocket?

MR. WNTER  This includes out-of-pocket, yes. W

have data going back just to '92 by all payers and drugs, as

| recall, has increased a couple of percentage points as a
share of the total. | think it was about 6 or 7 percent in
' 92.

DR. NEWHOUSE: How do we cal cul ate drug spendi ng
for beneficiaries in HVOs?

MR. WNTER Al the drug spending -- let ne just
poi nt out that the source of this data is the Medicare
current beneficiary survey. They go and survey
beneficiaries about their expenditures, both made by them
and by other payers on their behalf for all health care
services. For non-Medi care-covered services there's a | ot

of filling in the gaps because beneficiaries are obviously
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going to be under-reporting their expenses just by not
recalling all of them So they do do sone inputations.

DR. NEWHOUSE: They're not going to have a cl ue
what Jack pays for his beneficiaries.

M5. RAPHAEL: How do you differentiate nursing
home and SNF?

MR. WNTER: A nursing hone facility would not be
covered under the SNF benefit. So custodial care as opposed
to skilled nursing care. This obviously includes both the
institutionalized and non-institutionalized beneficiaries.

Joe, | can get you nore data on how they estinate
drug spendi ng on beneficiari es.

DR NEWHOUSE: |'mnot sure | need data so much as
wor ds.

MR. WNTER W can get you those.

This chart is just the comunity beneficiaries, so
it excludes the institutionalized. Average spending on
community beneficiaries is | ower, under $7,000, than for al
beneficiaries, which was over $9,000. Average spending on
institutionalized beneficiaries alone, which is not shown
here, was over $41,000 in 1998. There's a big disparity

because nursing hone care is very expensive, and nursing
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home residents are sicker than average beneficiaries, so

t hey use nore acute care services as well. Because there is
no nursing home spending on community beneficiaries,

i npatient, hospital, physician, and other acute care
spending is a larger share of the total than on the previous
chart.

This slide and the next slide show total spending
on Medi care and non- Medi care-covered services by source of
paynent. Like the previous slides, these al so do not
i ncl ude spending on Part B or suppl enental insurance
premuns. This slide includes both the institutionalized
and non-institutionalized beneficiaries.

As you can see, Medicare, which includes both fee-
for-service and Medi care+Choi ce, accounts for about half of
spendi ng. Qut-of -pocket spending is about one-fifth of the
total, which translates to average esti mated out-of - pocket
spendi ng of $1,850. This figure would be higher if we added
in the Part B and suppl enmental insurance prem uns.

Dan will be talking nore in detail about out-of-
pocket spending in his presentation in a couple of nminutes
on financial liability, so if you have questions you can

save those for him
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The next slide includes only community residents,
so it's sources of paynents for conmunity beneficiaries.
Medi care represents a | arger share of spending on comunity
beneficiaries than on all beneficiaries; 62 percent versus
51 percent. This is because we've subtracted nursing home
spendi ng, which is financed nostly by Medicaid and out - of -
pocket spending. Thus, Medicaid s and out-of-pocket's share
of the total dropped fromthe last slide to this slide.
Medi caid drops from 13 percent to 3 percent, and out- of -
pocket drops from 20 percent to 16 percent. Average out-of -
pocket spending for community residents was about $1,100 in
'98. Again, not including the prem uns.

MR SMTH.  That 20 percent figure for percent of
i ncome spent on --

DR. ROSS: Use your mke.

MR, SM TH:

|"msorry. In the previous presentation, Mrian's
presentation she said that the share of inconme devoted to
heal th care expenditures had changed very little; "65 to
2000 had stayed around 20 percent. That 20 percent does
include the premuns that are excluded fromthis data; is

that --
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M5. LONE: | believe that does reflect this.

MR WNTER This slide takes a closer |ook at how
Medi care spending alone is apportioned. The |argest shares
of Medicare spending go towards inpatient hospital at 48
percent, and physician, |ab and DME at 27 percent. Average
spendi ng per beneficiary was $5,340 in 1998. This was based
on CMS and Medi care trustees' data.

However, a small proportion of beneficiaries
accounts for nost Medicare spending, as we'll see on the
next slide. So this chart gives you an idea of how skewed
Medi care spending is. This shows that just 6 percent of
beneficiaries account for half of total fee-for-service
spending. That's the top of the | eft bar and connected to
the top of the right bar. Then 35 percent of beneficiaries
account for just 1 percent of total fee-for-service
spendi ng. They spent |ess than $500 per person.

DR. ROAE: |'massuming you' re aware that the
point here is that this is in fact |ess concentrated than
the entire population. |In the entire population of ny 20
mllion custonmers, 6 percent account for 66 percent, |
t hink, of the expenditures; not 50 percent. So in fact, in

the el derly population there's |less of a concentration, not
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nore of a concentration. That's the point.

DR. NEWHOUSE: The decedents are in here; is that
right?

MR WNTER | would assunme so. | will check on
that. | would assune so.

DR. RONE: But sone of these things you m ght want
to conpare it to the overall popul ation.

MR. WNTER: That's a good point. W'Ill work on
t hat .

DR. ROSS: Jack, it also reiterates why risk
adjustment is so necessary in this popul ation as opposed to
the comercial population. |It's nore predictable here.
Jack's got his small group of random spenders.

MR. WNTER: That's nmy last slide so I'Il it back
over to Mae for any questions.

DR ROAE: | have a couple points that 1'd like to
offer. | think that there are two general points about the
changes, trying to focus on the changes that have occurred
over the | ast decades. One is the point that Bob was
referring to when he was tal ki ng about, there are nore of
them-- there are nore of these people and they're living

| onger, so there are nore cases of these diseases. | think
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that what | would offer you is a coupl e things.

| think you should make a clear distinction
between the disability rates, which are going down, and the
nunber of disabl ed elders, which is going up. Because the
nunber of ol d people has doubled and the disability rate has
gone down 25 percent. So that there are nore disabl ed
el derly people in the community than there were. So you
have to try to clarify the difference between the changes in
the size of the population, particularly in the old-old, and
the rates, et cetera. | think it would be hel pful.

The other is to give a couple specific exanples of
di seases. For instance, | believe -- |I'mgoing to nmake
t hese nunbers up -- that the preval ence of Al zheiner's
di sease at age 65 is in the 5 percent range, maybe 5 to 7
percent. At age 80 it's in the 40 to 45 percent range. So
obvi ously, as you get nore people who are in the old-old
group, you get many nore people with Al zheiner's di sease.

The sane thing with hip fracture; a dramatic
dramatic increase. The answer to hip fracture is, if you
coul d delay the onset of hip fracture by five years you'd
prevent half the hip fractures, because people would be dead

before they had their hip fracture.
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So | think that a couple of these dynam cs, of
showi ng the different age-specific incidences of diseases,
so that people just don't think there are young peopl e and
then there are old people and all the old people are the
same. So | think that that's one thing that you m ght put
in.

A second thing that you m ght consider putting in
is that not only have ol d peopl e changes, but health care
has changed. For instance, in 1965, my guess is that not
too many ol d people had cardiac surgery. It just wasn't --
you know, why woul d you operate? Wiy woul d you operate on
-- you know, people had this idea, the average life
expectancy was 70. Wy operate on a 75-year-ol d?

As the technol ogy advanced, and the safety
i mproved, and the nortality rates in the elderly with good
anest hesi a reduced, the perneation of many of these
technol ogies into the elderly popul ation was dramatic. |
think that's one of the magjor factors that's driven up cost.
Health care for older people in Anerica, even if the elderly
were the sane and hadn't changed, is different than it was
in 1965. So it's not only about the elderly changing.

think it's about our health care system changi ng, and
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technology. | think that m ght just be hel pful to think
about consi deri ng.

DR REI SCHAUER | agree with what you said but |
want to correct your msinterpretation of what | had said
earlier, which is in 1950 people with heart problens had a
heart attack and died at age 55. Now we operate on them we
gi ve them drugs, and they have a chronic condition. So the
fraction of people with certain conditions can go up. | was
tal ki ng about the rate, not the absolute nunbers. Although
in general in other areas they go down.

MR. FEEZOR: David had highlighted, bracketed,
think the fact that was presented in Marian's that just
struck nme. That was actually the two bottomlines on that
| ast slide, sort of then and now, in '65 or '66. Even
t hough we had basically the nunber of people over 65 in
poverty drop by about two-thirds, the fact that the average
spendi ng, out-of-pocket spending still actually remained
about the sane or went up

That probably tells ne, not only |I think in Jack's
point in ternms of how nmuch nore health care that we are
consum ng, but in fact that despite sone of the original

intent they probably have nore people getting nore access;
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that's better care. But the reality is that the financia
burden on our senior citizens, even though they are
hopeful l y, woul d appear nore or better off at |east by
definitions of federal poverty, that in fact there still is
t hat al nost same financial burden. It says sonething about
maybe our design, nmaybe our coverage, maybe how care has
shifted. But | just felt that those two last Iines were
terribly, terribly powerful in terns of the need to revisit
some t hings.

MR. HACKBARTH. So a big part of Social Security
is atransfer to health care providers, in effect. So it's
i ncreased their incones but a big hunk of it is going to
hi gher health care costs.

MR SMTH But it is inportant to remenber here
that that 20 percent is buying a |lot nore health care.

MR. FEEZOR:  Absol utely.

MR SMTH | agree with Allen's point, but | want
to make sure we get the other point. It mght be useful to
have a then and now consunption pie chart, as you have for
current consunption, because we don't want to suggest that
peopl e are paying 20 percent and getting the sanme health

care they were in 1965.
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DR RElI SCHAUER: But also there's the issue, if
not health, what? Skiing vacations, hang-gliding? Think of
this, the fraction spent on food, on clothing, on housing
has declined in America. You' ve got to spend it sonewhere.
The rest of us are doing it on conpact disks and skydi ving
| essons. | don't want the 65-year-olds out there doing
t hat .

[ Laught er. ]

DR NEWHOUSE: Not to nention child care

MR, MIULLER: But in ternms of the predictors of
what it will cost is Jack's point about the ol d-old going up
much nore disproportionately than the young-old, is that
going to be the -- it strikes ne that's a big driver in
terms of what happens than perhaps the shifting -- the other
point that there's nore medical interventions avail able
ri ght now.

DR NEWHOUSE: There's a difference between
Medi care and non- Medi care. Medicare by age is actually much
flatter than total by age because of the greater incidence
of nursing home at old age which isn't covered.

Correspondi ngly, the | ess tendency to do aggressive

i ntervention anong the very old in the covered services.
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DR RONE: Right. Wth each additional year the

actual per-year expenses fall w th advancing age, right?
Isn't that what the HCFA studies have shown?

DR. NEWHOUSE: The last | saw, which was now quite
a while ago, it was a very shallow inverted U starting at
age 65 with a peak around the md 70s to early 70s.

DR. RONE: | guess what | was saying is that the
proj ected increases in Medicare expenditures were, over the
next decades were dramatically driven by the nunber of
elderly, not the increase in |ife expectancy. Because the
actual increase in life expectancy had a very nodest effect
on increasing overall expenses.

DR. NEWHOUSE: Right, and also the increase in
just cost; the anpbunt of services that we expect we wll
have to deliver and how expensive they will be per elderly
is also a big driver.

DR RONE: Is it Lubitch who did this work when he
was at HCFA?

DR. NEWHOUSE: He certainly did the work on cost
of care at the end of life.

DR. NELSON: | think in a discussion about the

benefit design, not only the reality of these changes but
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t he changi ng expectations of the beneficiary popul ation are
inmportant to consider in any kind of future planning. There
is a greater unwillingness to pay for predictable expense,
whi ch was part of the original concept of insurance: things
that you could predict were going to happen, you accepted

t he burden of paying that yourself, much nore it seens than
the current Medicare population is willing to do. At |east
fromthe changes in |legislation that have provided

predi ctabl e preventive services that certainly is a reality.

There's also, | believe, not the acceptance of
care being provided by the famly, particularly home care to
the degree that there was. M expectation is that the
rejection of the notion that it's the obligation of the
famly to provide the kind of domciliary care that was part
and parcel of the culture a couple of decades ago is
probabl y goi ng away.

Finally, | think that as the boomers age there
will be a rejection of the notion of limtation being a part
of life to the degree it has been in the past. That is, if
t hey can have cosnetic surgery, they're going to want
cosnetic surgery. If they can walk without a linp, it's no

| onger part and parcel of being elderly to have a linp and
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they want to get rid of the |inp.

So | think the expectations are changing, wll
continue to change, will continue to be an inportant part of
increasing utilization and this needs to be taken into
account as we | ook at the benefit.

DR. ROAE: | think that one other change that has
occurred -- | agree with Alan's point of addi ng expectations
in addition to changes in the practice of nedicine, in
addition to the changes in the nature of the population. |
think a final one that | could think of at this point was
that in 1965 there was basically nothing known or witten
about health pronotion and di sease prevention late in life.
Heal th pronotion was a pediatric initiative. It was about
vacci nations. Then there was chol esterol in m ddl e age and
things like that. But the concept of health pronotion |ate
inlife really was not a part of nedical know edge or
training. When people started talking about it there was a
ot of resistance to it.

Now | think there have been, as Mae pointed out, a
nunber of preventive things added. But that was not the
initial intent of Medicare. One of the problens on getting

nore prevention stuff in is people always point to the
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foundi ng |l egislative | anguage and they say it's about the
treatment of disease, not about the prevention of disease,
et cetera. |It's always an uphill fight. And there are
lifestyle issues about snoking cessation, and exercise, and
wei ght mai nt enance and ot her things that are just not
benefits, if you will, and nmaybe they shouldn't be benefits.
It's a different discussion.

But | think that the managenment by the average
physi ci an of the average elderly individual in Arerica, say
a 67-year-old individual, includes an awful |ot nore
prevention-oriented activities nowthan it did in 1965.
think that should be included in this chapter as one of the
secul ar changes, if you will, in this population that m ght
urge sone consideration about what a future benefit package
shoul d | ook |ike for this popul ation.

DR. WAKEFI ELD: This is really a nice opportunity
| think for us to step back and maybe infuse a little bit of
new and creative thinking when we think about Medicare. So
we' re tal king about financing and the benefit package, but
|'"d also like you to think for at |east two mnutes in your
spare tinme, of which | know you have none, to think a little

bit about what, if anything, that m ght be sone | essons that
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we could incorporate in our thinking in ternms of structuring
the care for Medicare beneficiaries that ultimately finds
its way into that benefit package.

And a place I'd go to |look for sone of that
t hi nking would be in the Institute of Medicine' s Crossing
the Quality Chasmreport. There's a |lot of discussion
there, for exanple, about neeting chronic health care needs,
and ways of doing that. At l|least sone fairly new ideas
think in ternms of prioritizing and reconstructing health
care delivery for individuals with chronic care; a big part
of what we're tal king about today.

Al so there's a | ot of discussion about the use of
i nformation technol ogy and conmuni cati on vehicles. | think
Al an maybe yesterday had nmade sonme passi ng comment about
physi ci ans communicating with e-mail, and nurse
practitioners, and psychol ogi sts and others, | would add,
per haps comruni cating by e-mail with their patient
popul ation. So there is a discussion of information
technol ogy there that may have sone rel evance to our
t hi nki ng about this huge program Medicare, that can help
set the stage for how health care is delivered.

Just the last exanple I'd say is, there are
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di scussions there about putting into place systens that
facilitate or that provide clinicians with tools to operate
from an evi dence-based practice. That too is an inportant
to a Medicare beneficiary that enters a health care delivery
system

So given that this is an opportunity to step back
and do an assessnent, |I'd like, to the extent you can,
recogni zing what the real focus m ght be here, issues around
financing and the actual specific benefits, if there's a way
of stepping back a little nore broadly, that | think would
be an excellent source of sone ideas that m ght be rel evant
to Medicare beneficiaries. So I'd encourage you to | ook at
that if you haven't yet.

DR. STOAERS: Just building on what Mary is saying
and being in practice taking care of a lot of geriatric
patients, as they switch over, and | ooking at the
denogr aphi cs, there's a huge percentage that end up
dependi ng on Medicaid. There's a |ot of federal dollars
that flow through to create that Medicaid benefit. But
havi ng been on the border of two states, there was
t remendous i nconsi stency between the way that Medicaid took

care of that age group and their chronic care needs.
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I'"'mwondering if we relook at this package, is
that the best way to pass out these federal dollars through
i ndi vidual progranms with all the state variability and
regional variability and what care they receive? So | think
one other thing, building on what Mary says is, we need to
| ook at that variability in that stage and see where we're
headed with it.

MR. HACKBARTH:. Ckay, should we nove to the next
part?

M5. THAMER: Qur second panel will be discussing
t he perceived i nadequacies in the Medicare program One of
them that we touched on quite a bit already has been the
needs of beneficiaries with chronic conditions.

Looki ng at the preval ence of chronic conditions,
according to one study, as nmany as 90 percent of Medicare
beneficiaries have at |east one chronic condition, and 70
percent have nore than one. Nowthis is using a very broad
definition of chronic condition. The definition that's
usually used in these types of studies are that it's a
condition that has lasted 12 nonths or is expected to | ast
at least 12 nonths, and that it either requires ongoing

medi cal care or it results in functional limtation. So as
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aresult of arelatively broad definition you have
statistics such as these.

What's nore inportant is that chronic conditions
vary in severity, as we'll discuss a little bit later, and
t hat they have the potential to curtail functional status
and the ability to live independently.

This chart shows the nost common chronic
conditions anong those over 70. As you can see, the
preval ence of each of these conditions, with the exception
of hypertension, has increased from'84 to '95. To give you
a sense of how severity can vary, however, bear in mnd that
whil e 58 percent of beneficiaries over 70 report having
arthritis, only about 11 percent report arthritis of a cause
of alimtation in their daily living. Likew se, while 21
percent report having heart disease, 4 percent report heart
di sease as a cause of a limtation in daily Iiving.

Now havi ng seen -- next chart, please. This
overall shows you the percentage of Medicare beneficiaries
65 and ol der who are chronically disabled. Overall in 1994,
21 percent of beneficiaries who were 65 and ol der reported
sone | evel of chronic disability. That is, they' re having

difficulty with at |east one instrunental activity of daily
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living, or activity of daily living, or they were
institutionalized.

To rem nd the Comm ssion quickly, 1ADLs include
trouble with housework, laundry, preparing neals, shopping
for groceries, et cetera. ADLs include eating, getting in
and out of bed, getting around inside, dressing, bathing, et
cetera.

This chart also shows a decline in the |evel of
disability from24 percent in "84 to 21 percent in '94. The
source of this chart is the national long termcare survey,
whi ch has been done several tinmes in the '80s and in the
'90s. Several other surveys have al so shown a decline in
rates of disability, including the share of elderly living
in nursing honmes which has fallen.

It's been specul ated that the decline may be due
to nedical care inprovenments, for instance, joint
repl acenent, cataract surgery, introduction of new drugs.

It mght also be due to changes in health behavior, the nost
salient one being a decline in snoking, or increased use of
assistive devices |ike wal kers, canes, handrails, et cetera.

Now t he recommended care for chronic conditions

has many aspects to it. One of it would be -- the first one



10

11

12

13

14

15

16

17

18

19

20

21

22

411

is an interdisciplinary team assessnent. This allows for

fl exi bl e and individual patient needs. A second maj or
conponent is the early detection of functional inpairnent.
There are nmany sinple interventions that can slow or prevent
functional loss. These can be detected using routine

physi cal exams or preventing vision and hearing | oss.

The third one that's been nentioned is the use of
proven, evidence-based treatnments. Another crucial aspect
is the support for patient self-managenent. Additionally,
the appropriate use of nmedication. Then finally, assistive
devices for nobility, hearing, and vision.

Wth regard to nobility and rehab in general, it
nmust not be contingent on only show ng inprovenents, but it
shoul d al so be appropriate for mai ntenance, to prevent
further decline, which is sonething that there's an issue in
Medi care reinbursenent. Hearing |oss affects 40 percent of
the elderly. That can lead to isolation and withdrawal from
t he workpl ace and decreased productivity. Vision |oss can
| ead to near total dependence, without treatnment. And both
vision |l oss and hearing loss are major risk factors for
depression anong the elderly.

The recomrended care, however, for chronic care is
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not always delivered. This applies to the health care
systemas a whole and is not just an indictnent of the

Medi care program Care if often fragmented, with little
comuni cation across settings and providers, both between
medi cal providers and between nedi cal and non-nedi cal
providers. Treatnment reginmens often do not conformto

evi dence- based guidelines. In a recent study it showed t hat
fewer than half of U S. patients who have hypertension
depression, diabetes and asthma receive appropriate

treat nent.

Finally, providers typically devote insufficient
time to assessing function, to providing instruction on
behavi or change or self-care, and to addressing the
enotional and social distress of patients who have a chronic
condi tion.

Medicare's ability to pronote quality chronic care
is limted. The basic benefit package under Medicare Part A
is still organized around a spell of illness which by
definition is time limted. H gh quality chronic care, on
the other hand, requires continuity and stability over tine.
Al so, Medicare is an individual entitlenment. VWiile it is

i ncreasi ngly understood that serious chronic illness is
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sonet hing that happens to famlies and that effective
patterns of care address both the patient and the famlies
and the caregivers.

Specifically, Mdicare doesn't cover, but provides
only limted coverage for certain inportant care for the
treatment of chronic conditions; for exanple, prescription
drugs, case nmanagenent. And that fee-for-service Medicare
doesn't pronote coordination and continuity of care.

To give you an exanpl e of how i nportant
coordi nation of care m ght be, an analysis of Medicare
cl ai ms data suggested that the average beneficiary who has
one or nore chronic conditions sees eight different
physi cians in one year. So coordination of care is really
quite vital. Current Medicare policies do not reinburse for
t el ephone or other provider-patient interactions that aren't
face to fact. It doesn't reinburse for care of patients in
group settings, or many patient education activities,
despite the denonstrated efficacy of such interventions.

Finally, there's higher out-of-pocket spending
anong the chronically ill. Beneficiaries with three or nore
chronic conditions spend nearly three tinmes nore than what's

spent out-of - pocket by those who have no chronic conditions.
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In general, there's roughly a linear rel ationship between

t he nunber of chronic conditions that you have and your out-
of - pocket spending, in a recent study. The |argest expenses
are for prescription drugs, dental services, and office
physician visits.

To put it in perspective a little bit, al nost one-
fourth of all single elderly living al one that have one or
nore chronic conditions, they have spent nore than 10
percent of their incone on out-of-pocket health
expenditures. For senior couples, that's about 18 percent
of them spend 10 percent or nore.

| think that's a nice segue into Dan's
presentati on.

DR. ROAE: May | nmeke one point with respect to

this, if I may? First of all, | think this is really
excellent. | would only want to add one consi derati on.

That is, | think that many people m sunderstand the nature
of health care utilization by chronically ill elderly. The

point to be made is that nost of the expenditures are for
acute care.
You | ook at these di seases, heart disease, chronic

di sease, nost of the expenditures are an acute
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hospitalization for congestive heart failure, or worsening
angina, or an arrhythma. People with hypertensi on who have
a chronic disease, nost of the expenditure is they get
admtted to the hospital because somrethi ng happens.
Osteoporosis is a chronic disease, but hip fracture is an
acute conplication of it, if you will. Cancer, people get
admtted to the hospital with cancer when they have an acute
probl em Di abetes, people get diabetes out of control and
they adm tt ed.

So it's the acute conplication of an underlying
chronic illness. Wen you ook at the utilization of the
heal th care resources and Medi care spendi ng and you
categorize it as acute or chronic, nost of the people or
many of the people who use the acute resources are people
who are chronically ill. So it's really not a different
category of utilization.

It tells you sonething about pathways to reduce
acute utilization, and that's why di sease nmanagenent,
pati ent managenent prograns are sonething that perhaps
Medi care shoul d consi der because it's by managi ng t he
chronic illness, not only do you inprove functional status,

whi ch you said, but you reduce acute care utilization. It's
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not all just about function. | think that idea m ght be
sonet hi ng you m ght consider including.

But this is really very nice.

DR. ZABINSKI: Today |'m going to discuss positive
aspects and perceived problens of the Medicare benefit in
ternms of beneficiaries' financial liability on nmedical care.
Now t he Medi care program has had sone positive effects in
reduci ng beneficiaries' liability. Prior to the Mdicare
program many el derly had no health care coverage, or poor
coverage. Now the elderly have nearly universal coverage
under Medi care.

Mor eover, the program pays nost of the cost of
Medi car e- covered services, paying about 80 percent of those
costs in 1998 for exanple. In dollar terns, this translates
to the program spendi ng about $4,200 per beneficiary anong
t hose who participated in fee-for-service Medicare for al
of 1998. This coverage inproves beneficiaries' access to
care by making care | ess costly.

Now despite these positive effects, many are
concerned that beneficiaries face substantial financial
l[iability problens. Sources of these perceived problens

include first of all, cost sharing for Medicare-covered
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services in the formof deductibles and coi nsurance.
Furt hernore, Medicare does not have a catastrophic which is
an attribute of nost private health insurance pl ans.

Second, many believe that Medi care does not cover
sonme i nportant services, including outpatient prescription
drugs and long termcare in facilities, particularly nursing
hones.

Now earlier | mentioned that Medicare pays 80
percent of the cost of Medicare-covered services. However,
when we al so consi dered services not covered by Medicare we
found that the program pays only 50 percent of the cost of
all services, including long termcare again. Beneficiaries
are liable for the main share. Mreover, the conbi ned
effect of cost sharing and uncovered services on
benefici ari es out-of - pocket spending can be substantial.

On this diagram here we show average out - of - pocket
spending in 1998 by beneficiaries living in the comunity,
those living in facilities such as nursing hones, and the
two groups conbined. The first two colums of nunbers
indicate that for both the conmunity and the nursing hone
popul ati ons, out-of-pocket spending on uncovered services is

| ar ger than out-of-pocket spending due to cost sharing on
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covered services.

Aver age out - of - pocket uncovered services is
especially large for the nursing honme popul ati on, about
$12, 500 per year, and about $300 of that anmount is long term
care in facilities. In the community average out-of - pocket
on uncovered services is nuch smaller than what it is for
the nursing honme; it's only $940 on average. But it's still
much | arger than the average out-of - pocket due to cost
sharing, which is only about $210. Anongst the conmunity
popul ation, the | argest conmponents of uncovered care are on
prescription medici nes and services provided by providers
and their supplies.

Finally, in the third colum we have di spl ayed
out - of - pocket costs of prem uns which conbi nes the Medicare
Part B premumw th prem uns for supplenmental coverage such
as Medigap. This colum indicates that the prem uns
contribute heavily to out-of-pocket burden in the community,
averagi ng nearly $1,200 per year. | think it's inportant to
note that suppl enental coverage substantially reduces
beneficiaries' out-of-pocket spending, paying for about 61
percent of the cost that beneficiaries are liable for.

Now a significant effect of the suppl enental
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coverage on beneficiaries' out-of-pocket spending on
services is due at least in part to nost beneficiaries
havi ng suppl enmental coverage. 1n 1998, 89 percent of
beneficiaries in fee-for-service Medicare had sone sort of
suppl enental coverage, and that includes Mdicaid.

One of the benefits of supplenental coverage is it
reduces beneficiaries' risk of catastrophic |oss. For
exanpl e, 19 percent of beneficiaries were liable in 1998 for
heal th care service costs, including long termcare, in
excess of $5,000, but only 7 percent had out-of - pocket
spendi ng greater than $5, 000.

Despite this benefit, supplenental insurance does
have sone di sadvantages. First, it can be fairly costly for
beneficiaries to obtain. Average out-of-pocket spending on
suppl enental prem unms was about $700 in 1998. Second, this
is often an inefficient way to suppl ement Medi care coverage
because adm nistrative costs and Medi care prem uns are
typically quite high. Finally, supplenmental insurance often
pays deducti bl es and coi nsurance for Medi care-covered
services, nmaking beneficiaries |l ess sensitive to the
mar gi nal cost of care which conceivably could cause themto

overuse care.
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Now Tim s going to tal k about primry and
preventive care services.

DR. BRAUN. |'ve been concerned about the prem uns
on Medi gap. Does that average enployer-retiree pren uns or
just Medigap prem uns? Because it seens to ne they' re nuch
t oo | ow.

DR. ZABINSKI: This includes any sort of -- it's
an average, first of all, and it includes any out-of - pocket
expendi ture on suppl enental coverage. That includes
Medi gap, that includes sonme contribution to an enpl oyer-
sponsored plan. One thing | think maybe to add is that, |
| ooked at the distribution in this out-of-pocket as well and
up at the upper tail, for exanple at the 95th percentile,

t he out-of -pocket is about $2,300. So it gets to be pretty
high in sonme cases.

DR. BRAUN. It goes way up. For instance, if you
only do Plan A on Medi gap, which is the cheapest one, at 65
|'ve got two of them one is $768, the other one is $858.

At age 75 they go to $1,380 and the other one says $1, 098.
So they're fairly high even for Plan A So if you consi der
themall at 65 that would be a different thing. You get up

to J and you're over $5,000 at age 75 or higher. So they're
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terribly high.

DR, REISCHAUER This is all prem uns paid divided
by all people.

DR. ZABI NSKI: Exactly.

DR, REISCHAUER So it has people who are on
Medi caid and aren't paying anything for prem uns for
suppl enental . It has people who are enpl oyer-sponsored
where the enpl oyer pays 100 percent of the premium or sone
others that pay -- so this really isn't a nunber that --

DR ROAE: It's not a neaningful nunber.

DR, REISCHAUER | think you're right, it gives
the wong inpression --

DR. RONE: There's a |lot of zeroes averaged in
t here.

DR. BRAUN. So you're dividing by the nunber of
popul ati on?

DR REI SCHAUER. O Medi care beneficiaries, yes.

DR ROVNE: It's the Medicaids and the QvBs and the
SLI MBs.

MR. HACKBARTH. So Bob's agreeing that this nunber
is not an accurate reflection of the typical burden felt.

DR. ZABI NSKI: Just doi ng a back-of -t he-envel ope
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calculation, if you include only the people who have
suppl enental coverage | think you cone out to about $1, 000
on aver age.

DR REI SCHAUER. But half of those are enpl oyer-
sponsored where the enployer is subsidizing 60, 70 percent
of it.

DR. ZABINSKI: Actually over half of themare --
about 60 percent of people who have supplenental, it's
enpl oyer sponsored.

M5. NEWPORT: |'mgoing to the sane point here, is
| think it's inmportant as you anplify on your work that we
have that properly clarified in terns of what percentage is
pur chased individually, what percentage is covered by
retiree plans, what percentage nmay be Medicaid, SLI MBs,
QwBs, that sort of thing, because | think that's inportant.

The ot her issue here, because your focus is the
right focus though, is that what we're mssing is, in the
mar ket for Med supp products, not in every area, A through J
is not avail able.

DR. BRAUN. That's right.

M5. NEWPORT: So within that is a prescription

drug deducti bl e or cost coverage included, and to what
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extent can you winkle out that issue? So I don't know if
the data is available. | know that there's some market
anal ysis out there.

But | think that, at |east anecdotally |I've been
told that over tine there's been an erosion in availability
in the breadth of these products. And the other part of
this is guaranteed issue at certain points. In lieu of just
straight fee-for-service, and sone denographi cs we know you
m ght not have enpl oyer coverage, you m ght not have A
through J, you mght not be able to afford it because of
your age or whatever, and change in status.

So | think it's becom ng increasingly conplicated,
just to make your lives full and everything. But | think
that we don't want to miss a really inportant aspect of what
really is covered in total and then what the out- of - pocket
costs are. If you can tweak that out | think it would be
very hel pful

DR ZABINSKI: 1've always thought it would be
really useful to | ook at things by breaking out by what type
of Medi gap coverage they have, but in our database there's
no indication of whether it's A B, through J. W can

separate by whether it's enployer or individually purchased,
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but that's about as far as we can go.

M5. NEWPORT: Are there industry sources for that
dat a?

M5. THAMER: Let ne just say that we hope next
time to cone back with a nmuch nore detailed report on trends
in Medigap coverage, trends in retiree, Mdicaid, whether
there is or isn't an erosion in what's being offered, and
have the prem uns gone up. So we should be able to get you
a lot nore detail then. Because we realize it's very
i mportant and we just touched on it superficially today.

M5. NEWPORT: As usual, you're ahead of us on nost
of these things.

DR. WAKEFI ELD: Can | just say in terns of | ooking
at out-of - pocket costs for beneficiaries | think we had sone
data, maybe from AARP, in the June report that | ooked at
rural versus urban Medicare beneficiaries, if we could also
i ncorporate that piece into it, please.

MR. GREENE: Good norning. |'ll very briefly go
over a summary of where we are as far as | ooking at
preventive services, which as we've said is the maj or change
in the benefit package in the |last 30 years.

Initially Congress |imted Medicare coverage to
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services that are reasonabl e and necessary for diagnosis and
treatment of illness and injury. Beginning in 1980 with
coverage of pneunbcoccal vaccine, Congress expanded coverage
of preventive services. This overhead is a selected |list of
i nportant services covered over tine. It's not
conprehensive. There's nore information in your briefing
mat eri al .

After coverage of pneunobcoccal vaccine in the
1984-'91 period we saw expansion to hepatitis B vaccine, flu
vacci ne, pap snear, and the first coverage of nmanmography
for cancer screening. 1In 1997 the BBA provided the | argest
expansi on of preventive services to date, including
col orectal cancer screening and PSA for prostate cancer
screeni ng, and despite some controversy, O0Steoporosis
screening provisions. Finally, BIPA the year before |ast
added further expansion.

How do we assess both the historical and recent
expansions? First, an independent body designated to review
and recomrend preventive treatnents is the U S. Preventive
Servi ces Task Force of Departnent of Health and Human
Services. The task force follows rigorous standards in

determ ni ng which services have clinical benefit, although
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it explicitly doesn't | ook at cost effectiveness criteria,
just clinical benefit as a standard.

We conpared the services recomended by the task
force for those 65 years of age and ol der with those covered
by Medi care and we see a reasonabl e amount of consi stency,

t hough the program doesn't cover all reconmended services
for the elderly. For exanple, the task force recomends and
Medi care covers flu and pneunpococcal vacci ne and pap snears.
Simlarly, the task force does not reconmend coverage and
Medi care does not cover screening for |lung cancer and

chol esterol .

On the other hand, we do see sone inconsistency.
As indicated, osteoporosis screening is not reconmended but
it is covered by Medicare. Congress found that desirable.
On the other hand, the task force recommended but the
program doesn't cover counseling for snoking cessation and
di et or exercise inprovement.

Now anot her basis for judging covered services is
conparing Medicare with services offered by private pl ans.
Here again we see a certain anmount of consistency and a
certain amount of difference. Once again, both private

pl ans typically cover and Medi care al so covers nmanmogr aphy
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and pap snears. Incidentally, when we said private plan
covers we nean, in a survey approximately 90 percent of

pl ans offered this services. Wen we said they don't cover
it, 25 percent or fewer offer the service.

Agai n, we see comon patterns for mammography and
pap snear, and al so conmon patterns with the counseling,
behavi oral change services, snoking cessation and so on.
Bot h not covered by either the private sector or by
Medi care. We see sone difference in things |like routine
physi cal and gynecol ogi cal exans which are typically covered
in the private sector but not by Medicare.

Finally, we do see that despite coverage
[imtations many of the elderly receive sone services that
are maybe desirable in sone ways, but are obtained
regardl ess of coverage rules. Although routine physicals
are not covered by Medicare, approximtely 90 percent of the
el derly, even relatively old, report having received
physicals within the last two years. The sane is true for
ot her services.

On the other hand, we can see that coverage is not
the key for obtaining preventive services in a different

sense. That a variety of factors, insurance coverage,
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education, age and other factors seemto have played an
important role in whether individuals seek out and obtain
services that nay be of benefit.

In the first category, for exanple, we see that
menbers of Medi care+Choi ce, who obvi ously have nore conpl ete
coverage of many services, use the typical preventive
services nore consistently. W find beneficiaries with
| oner | evels of education, though it's not as consistent,
with higher age to be less likely to use a variety of
servi ces.

Finally, both in the under-65 and anong the
elderly we find that availability and use of information,
exposure to education canpaigns of the sort that CVB
operates and so on, also increase service use. It mght be
noted that the heavy use of services by nenbers of HMOs,
Medi car e+Choi ce plans nmay be partly due to the pronotion of
t hese services and the information provided to beneficiaries
in those plans, apart fromthe pure insurance coverage
aspect .

Finally, that |leads us to suggest that if we're
seri ous about expandi ng use of preventive services that

m ght be of benefit to the elderly we want to | ook beyond
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pure coverage policy to a variety of additional policies.
Sonme such as reduced cost sharing have al ready been pursued
by the Congress. Many of these services, the vaccines and
so on, are provided with zero coi nsurance now, but other
efforts of outreach and beneficiary education m ght al so be

pur sued.

DR. BRAUN. | just wondered where you got the
information on the physical exans? The reason |I'masking is
" mjust wondering how many of those people don't have
anything el se wong with themand therefore there's no
Medi care rei nbursenment for that physician visit. | would
not think that's very high

Wth the nunber of chronic illnesses and the fact
t hat physicians usually go through the whole person, if

they're an internist particularly, if the person cones in

for a visit -- that the patients thensel ves m ght think they
had a physical in the sense that you' re asking. | just
wonder how many people with no other illness over 65 are

going in for physicals.
MR, GREENE: | don't know. That's based on survey

data, health interview survey and ot her sources, not from



10

11

12

13

14

15

16

17

18

19

20

21

22

430

CMs data that allows us to say very much about the nature of
the individual. Those are very basic statistical profiles
of the elderly, so we really can't say nmuch about the
characteristics of these people.

DR. BRAUN. So they're just asking the question,
have you had a physical exam --

MR. GREENE: Yes, with sonme denographic detail but
wi t hout di agnostic and nedi cal detail.

DR. RONE: Just a couple points. One is, | think
you shoul d include a general description of different kinds
of preventive services, prinmary prevention, secondary
preventi on.

MR. GREENE: We have it in sone of the text, yes.

DR ROAE: | think that this is an opportunity to
address the M+C prograns a little bit, because one of the
things that the M+C prograns offered was the preventive
orientation that the HMOs brought to the table, and that was
one of the things that was presumably attractive to sone of
the beneficiaries. They liked that in addition to the other
benefits |ike eyegl asses and pharnmaceuticals, et cetera. So
| think that you m ght see if you can get sone history on

that, or at |least nention that sone Medicare beneficiaries
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had access to nore preventive services through that program
than they may have through the other program

The third thing 1'd say is just as a general
sutmmary of this field | think this is really excellent.

DR. WAKEFI ELD: Could I just tag on to his first
poi nt, Jack's first point? Just to the extent, | agree to
provi de that history would be appropriate in terns of
coverage. But would you also then, if you do that, please
incorporate what it is that rural Medicare beneficiaries;
i.e., all of North Dakota's elderly, for exanple, don't have
access to, and that is they do not have access to MtC, using
that as an exanple. So what inplications that has for a
proportion of our Medicare beneficiaries and their access to
preventive benefits conpared to their urban counterparts.

M5. NEWPORT: Tim | don't know how readily
avail able the data is but it sort of builds on the [ast two
comments, is what |'mtrying to do. For exanple, we m ght
not cover snoking cessation directly in the plan because,
let's say the rate. But we have been able in sone areas to
negoti ate discounts with Snokenders, if | can use a
proprietary nane here. So that we've used a variety of

explicit and inplicit devices to offer a wellness benefit to
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the extent that we know that it accrues to the beneficiary.

So sonetinmes it will be directly in the benefit
packages, but sonetines it will be as an option you can get
a better rate on sone of these progranms. W have trouble
explaining this to the regulators sonetines, including
joining health clubs and things like that. But it all works
together in the aggregate. You may just need to sit down
and talk with the industry a little bit; anplifies that if
we can't do it explicitly we have these other prograns that
we can funnel people into at |less cost to them out-of -
pocket .
snoki ng cessation

MR. HACKBARTH. Any ot her conments?

DR. ROWNE: Just one general coment. In | ooking
at these two panels, one area that | think m ght not be
currently covered, although it may be and I mssed it, that
we m ght consider is the energence since the program was
devel oped of special populations within the elderly; the
frail elderly, the PACE prograns, et cetera. That the
provi sion of health care services to these popul ati ons has
changed over these 30 years. These new prograns have been

devel oped; the SHM>s and the PACEs. | think that that's a
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reflection in part of the growth of the over-85 popul ation.
But the care at the end of life, frail, et cetera, m ght be
sonmet hing that m ght deserve some attention

M5. NEWPORT: The other issue and you tal k about
it earlier in your presentations has to do wi th managenent
of depression. There are quality prograns and di sease
managenent prograns that sonme of the plans have that sort of
envel op the chronic conditions with nanagenent of
depression, which has better health outcones. So | think
that that needs to be nore explicitly tal ked about at sone
point. It's of extrene val ue.

M5. THAVER: So as a conorbid condition,
depression. Because we don't want to get into anything
di sease specific because then we'll be tal king about totally
uni que conditions. But as a conorbid condition to chronic
conditions in general.

M5. NEWPORT: That's right. But our
identification within our programof that, incorporating it
very affirmatively in our di sease managenent prograns has
had a very, very positive outcone, recognizing that in terns
of depression and its effect on people being able to get

well, stay well, is very inportant.
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MR. SMTH  Just one | ast set of questions, Tim
Al of you, like ny colleagues | found this very, very
useful. Tim | wonder if there isn't -- and maybe it's just
not useful, but we've got sone informtion about
determ nants of use -- availability of insurance, education,
whi ch nmay be a proxy for income -- but | wonder whether or

not inconme is not independently inportant.

The other question that | wondered as | | ooked at
that was, are there distinctions between -- and Mary rai ses
one of them-- geography. But are there age, gender

di stinctions between users that are independent of things
i ke insurance and education? Does it matter where you
live? Does it matter how old you are? Does it matter what
your social circunstance is? Are you alone or --

MR. GREENE: Inconme doesn't appear to matter.

MR SMTH  And certainly insurance and education
are probably a reasonable proxy for income, but | would
appreciate if we could take a | ook at to what extent incone
matters and how that shows up

MR, HACKBARTH:. Last one, Ray.

DR. STOAERS: | think too that rem nds nme of the

fact that there's a lot of -- especially when it conmes to



10

11

12

13

14

15

16

17

18

19

20

21

22

435

rehab -- corrective shoes, all sorts of things that are left
up to the discretion of the local carrier. How much does
the benefit package really vary per the different regions?
Like | said, | was in two regions where our
practice is and there was a |l ot of difference in sone of
t hose benefits and the packages. So sonehow t hat may need
to be | ooked at, or what that discretionary difference in
t he benefit package is.
MR. HACKBARTH: Thank you very nmuch. Good start
on this. [It's nowtine for our brief public coment period.
[ No response. ]
MR. HACKBARTH: Ckay, that was briefer than | had
expected. Thank you very rmuch.
[ Wher eupon, at 12:06 p.m, the neeting was

adj our ned. ]
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