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PROCEEDINGS

MR. HACKBARTH: Welcome to the members of the
public In the audience. As you well know, we"re starting a
new MedPAC cycle and have lots of interesting issues.

Before we get to the published agenda that 1 hope
you have, we have one carryover item from our executive
session which is a real brief update for the commissioners
on the inpatient prospective payment system reg, and in
particular the issue of severity adjustment, which has been
an issue of long-standing interest to the Commission. And
so Jack and Julian are just going to do a brief update on
what CMS has proposed there and the status of that.

MR. PETTENGILL: We"re just going to give you the
highlights here. You can find more detail iIn the summary
that was included in your Tab A.

I*m going to begin with the case-mix refinements
that CMS adopted and then Jack is going to talk about the
other major provisions.

CMS i1s making major case-mix refinements for

2008. They"re also making some changes in related policies



in an attempt to deal with the expected impact of these
refinements.

The most important change is that a new patient
classification system called Medicare Severity DRGs
replaces the current DRGs. The new system has 745 groups,
as compared with 538 iIn the current DRGs.

The so-called MS-DRGs make use of the findings
from a new study in which CMS determined the status of each
secondary diagnosis in one of three levels as a major CC,
or comorbidity and complication, a CC or a no CC. The 745
MS-DRGs result from splitting 335 base DRGs as many as
three different ways, depending on the presence of an MCC,
a CC, or a no CC.

Among the alternative severity systems that were
evaluated by the RAND Corporation, this MS-DRG system 1is
not the most powerful. On the other hand, 1t is relatively
easy to implement and to maintain, and it does make
substantial improvements in severity measurement and in
payment accuracy .

CMS 1s adopting this new system with a two-year
transition that is concurrent with the remaining two years

transition from charge-based to cost-based weights.



The major related change is the adoption of
prospective adjustment for changes in case-mix reporting.
In making changes to the classification system and the
weights, CMS is required by law to make an adjustment to
the base payment amounts, to prevent the changes from
affecting total payments to hospitals. The law
specifically permits CMS to make adjustments to offset the
anticipated effects of changes that hospitals make iIn
documentation and coding in response to revisions iIn case-
mix measurement methods. CMS is making an adjustment of
minus 4.8 percent spread out over three years beginning
with a minus 1.2 percent adjustment this year and followed
by minus 1.8 adjustments each year in 2009 and 2010.

These offsets may be revisited and changed as
appropriate, as data on the real iImpact becomes available -
- that i1s actual experience -- beginning with the proposed
rule for 2010.

Now Jack will give you the rest of the story.

MR. ASHBY: The second biggest change in this
rule is in the area of hospital acquired complications.
CMS i1dentified eight conditions for which it will no longer

pay the extra amount caused by the complication placing the



case into a higher weighted DRG. Three of these are so-
called never events, like object left in surgery. Some of
you asked us about a Robert Pear [phonetic] article that
seemed to imply that Medicare would not pay at all for
these never event cases. But that was just a case of
ambiguous wording. Medicare, in fact, will continue to pay
the DRG rate that would have applied in the absence of the
never event.

Many were surprised that CMS did not include MRSA
infections iIn this program, given the attention that these
drug-resistant infections have received, but MRSA i1s not a
CC or a major CC so its presence alone would not result iIn
additional payment and that pretty much disqualified it
from the criteria of this program. But iIn addition to
that, there is some question as to whether this infection
can always be detected at admission.

Although this policy may cause hospitals to
examine their treatment practices to minimize the chances
of being penalized, In reality we expect the penalties to
be applied in relatively few cases. Under the new MS-DRG
system higher payment is triggered by any one CC or major

CC. So when one of the target conditions is acquired after



admission the hospital may still receive the extra payment
increment if some other CC is present.

And then finally, to support this provision, CMS
iIs requiring hospitals to report on their claims whether
every secondary diagnosis was present at admission.

Other key provisions, briefly, first in the area
of capital. CMS made two changes in capital payments that
will reduce payments over the course of three years. In
the area of quality data, hospitals now need to report on
27 quality measures to avoid the 2 percent payment penalty
specified in DRA. CMS added one additional measure for
2009, that"s the 30-day mortality rate for pneumonia. And
they have signaled that they intend to add three more
measures through the outpatient final rule that will come
out in November, as long as NQF endorsement is received by
that time.

CMS estimates that the net iIncrease In payments
in 2008 will be 3.5 percent for operating payments. That"s
with an update of 3.3 percent. And then the net iIncrease
in operating and capital payments combined will be 3.3
percent. We have to note that these estimates assume

that the actual payment increase coming from coding



improvement will exactly match the 1.2 percent payment
offset that Julian described earlier. So the actual
increase that hospitals receive could either be higher or
lower than this estimate.

That"s i1t unless anybody has any questions.

MR. HACKBARTH: Any questions?

DR. WOLTER: On the behavioral offset, | was
wondering i1f an organization codes accurately, will they
get their full market basket update? Or will they be down
by 1.2 percent? In other words, what"s the intellectual
property theory behind this behavioral offset? Or do you
have to upcode to get yourself to the market basket update?

DR. REISCHAUER: Punish those who have done good
over time.

DR. WOLTER: The question is does an ethical
organization take a hit in this deal?

MR. PETTENGILL: That comes down to the quality
and completeness of the coding they do now. |If they“re
coding fully completely and fully accurately, the
adjustment to the standardized amounts will apply to them
like i1t does to everyone else and they will be down 1.2

percent. If they"re not fully coding accurately and



completely and they start to do that there will be some
offset, some trade-off between the two, depending on how
much of a change that makes.

MR. HACKBARTH: 1 also think we need to be
careful not to imply that all changes iIn coding are
nefarious and a conscious effort to wring money out of the
system. When there"s a reason to code something with more
detail, people spend more time on it, spend more of their
resources on it, and do a better job. So there can be some
increase In the reported case-mix for perfectly legitimate
reasons.

But it does increase payment for patients that
are no different. The reasoning behind the offset is that
this i1s supposed to be, by definition, a budget neutral
change and so we don®"t want to just pay more for the same
patients just because of a change In coding practices.
It"s not about punishing people. 1It"s just keeping the
system -- maintaining the integrity of the system.

DR. WOLTER: 1I"m sure that"s the theory. 1 guess
when you boil it down to the level of the individual
institution though, 1t may well be that ethical

organizations that do this well are going to take a pretty



10
big hit because of the 1.2 percent adjustment. 1™m

conflicted on this. We have a hospital iIn our
organization. But 1 will say that I was at a
presentation that a consultant did to us last week. And
they did a lot of chart audits of our current coding
practices. They are predicting a $2 million decrease
related to this policy in reimbursement to the
organization. And of course, for a substantial fee, will
help us with our coding practices going forward.

[Laughter.]

DR. WOLTER: Just so people are aware of what
this all means at the ground level and kind of all the
consternation that"s beilng created.

MR. ASHBY: But I think 1t"s worth remembering
that regardless of whether the hospital is already coding
appropriately because they have gained skills in the past
or whether they are beginning to code appropriately this
year to catch up, either way they will receive the benefit
of the additional payments for the high severity cases. So

all hospitals will be paid appropriately for those cases.
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Hospitals that now begin to get paid less, It"s

because they don"t have severe patients and, in some
respect, they have been gaining from that in the past.

DR. MILLER: That was something in the first
exchange and the response to this. 1 would have thought
that the answer -- and I think you just said it but I just
want to make sure I"ve got this straight.

IT the hospital i1s doing as complete coding as
possible, then they will immediately move iInto more severe
categories, whether the patient has changed from one year
to the next, and will, in fact, enjoy higher payments.

DR. KANE: Why wouldn®"t they just as likely move
into less severe because of more complete coding?

DR. MILLER: 1I"m talking about a hospital that --
in the example of dealing with this more severe patient
population, those hospitals will immediately go up. It was
sort of cast as ethically. | think that®s sort of what 1™m
taking on here is that a hospital can be just doing its
complete coding. And if they"re dealing with more severe
patients right now, they are being underpaid and their
payments will increase. Then hospitals who are dealing

with less severe patients, that adjustment will occur.
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Remember where we came from in all of this was

correcting that systematic issue that was prevalent through
the payment system now. 1 just want to make sure that that
point is also not lost in this.

MR. HACKBARTH: Let me pick up on this. And
unfortunately, we"re really not scheduled to have an
extensive discussion so we"re going to have to bring this
to a close.

But let me close with just restating what | think
were the basic reasons for our endorsing the idea of
severity adjustment. One was a basic issue of equity.
There are institutions that are treating sicker patients
than others in a way that isn*t fully appropriately
captured by the current system. So It"s a matter of
equity.

Second i1s to the extent that there i1s mispricing,
persistent mispricing, It drives investment. You have
institutions investing in certain types of services that
are high profit and underinvesting In other services that
are equally important for patients but are low profit. And

we get a skewed pattern of investment.
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Finally, there is the fear that if you have

extraordinary profit opportunities, that it can begin to
skew the organization of care and even affect clinical
decisionmaking about what the appropriate services are and
the appropriate place to deliver those services. So this
problem of inaccurate pricing has very important
consequences for the shape of the delivery system and it
iIs, In my view, very, very important that it be addressed.

Last comment.

DR. WOLTER: Yes, and 1 certainly am a big
supporter of that, Glenn.

I just am struggling philosophically with whether
or not the behavioral offset is needed for budget
neutrality 1If organizations code to this new severity
appropriately, because some would go up and some would go
down.

Real quickly, 1 wanted to mention as we look at
this list of never events 1 know there are some iIn the
hospital world who feel some of them are harder to be iIn
control of than others. Falls, for example. 1 just wanted
to get that on the record. | think there"s going to be

some struggle with this as it goes forward.
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For example, MRSA, which isn*"t on the list, we"ve

been doing surveillance studies as part of a project to
reduce MRSA In our iInstitution. And about 5 or 6 percent
of our patient, as they"re admitted, are colonized with
MRSA. Most institutions don"t do any surveillance studies,
they“re expensive.

And so there"s lots of issues here that 1 think
need attention as this whole movement towards so-called
never events goes forward.

Thank you, Glenn.

MR. HACKBARTH: Thanks, Jack and Julian.

DR. CROSSON: Could we get copies of the
presentation?

MR. HACKBARTH: Sure.

DR. MILLER: You can have that but also you have
a summary under Tab A.

MR. HACKBARTH: Now moving to our scheduled
agenda, the Ffirst item on the list is a presentation by
Evan on our context chapter.

MR. CHRISTMAN: Good afternoon.

Next we will review the broad economic and

financing challenges facing the program. These issues are
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important because the MMA requires the Commission to

consider the budgetary context of Its recommendations.
This presentation provides an overview of the program®s
current budgetary situation and helps to set the stage for
this fall®s discussion of the update recommendations.

In prior years this chapter has included a
discussion of policy alternatives. We anticipate adding
that discussion of policy issues later in the fall.

In April the Trustees released an updated
appraisal of the Trust Fund®"s health. And they found that
the year of exhaustion for the Hospital Insurance Trust
Fund had moved back one year to 2019. In that year the
Trust Fund will have exhausted all of its financial
reserves i1t has accumulated and be left only with the taxes
it collects every year from workers and beneficiaries as a
source of income. Consequently i1t will only have enough
income to pay about 80 percent of the benefits due.
Without any changes, this deficit iIs expected to increase
in future years as the cost growth for Part A benefits is
expected to exceed the projected future growth in payroll

taxes.
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The Supplementary Medical Insurance Trust Fund

which funds Parts B and D does not have an exhaustion date
because i1t is funded through a mixture of revenues from the
general fund and beneficiary premiums. However, even
assuming no changes to physician payments the fund is
expected to require a growing share of federal revenues.

In 2006 the portion of the Supplementary Medical Insurance
Trust Fund funded by taxes totaled 10 percent of corporate
and personal income taxes. This amount is expected to grow
by 30 percent by 2017.

IT the SGR were repealed and replaced with an
automatic MEIl update, the share of the general fund
required in 2017 would grow by 50 percent compared to
today"s level.

In addition, beneficiaries will also face a
strain on their finances. Today the cost sharing for Part
B and D consumes about 30 percent of the average Social
Security benefit. As health costs continue to exceed the
rate of growth In Social Security benefits, this amount is
expected to reach 36 percent of the average Social Security

benefit.
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And finally, in 2007 the Trustees issued a

Medicare funding warning as required by the Medicare
Modernization Act. The warning was triggered because iIn
this year®s Trustees” report, for the second year in a row,
the trustees reported that the share of Medicare funded by
the general fund will exceed 45 percent iIn the next few
years.

Under the MMA, the president i1s required to
submit legislation In 2009 to bring expenditures back under
the target and the MMA authorizes expedited legislative
procedures for Congress to respond.

Like other health care programs, Medicare growth
has historically exceeded GDP growth. 1In 1970 Medicare was
three-quarters of one percent of GDP, and by it had almost
quadrupled to 2.7 percent. By 2040 it is expected to
triple, to 8 percent of GDP.

The factors underlying the past and future growth
should be familiar to you. The factors that increase
spending for Medicare also increase it for the nation.
First, the nation®s iIncome has been rising. Many analysts
suggest that it is natural for people to demand more health

care as incomes improve, as the marginal value of
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additional life span or function may be worth more than

other goods.

New technologies also have been cited as
increasing spending. New technologies can yield
improvements in health but they can also yield new costs
and inefficiencies. As the Commission has noted, there is
not an adequate evidence base to ensure the appropriate use
of new technologies and consequently new therapies may be
used even If they"re not the most efficient or effective.

Inaccurate prices that overvalue certain
therapies or procedures can also distort the incentives for
delivery of care. When inaccurate prices allow providers
to reap windfalls, It can provide an incentive for higher
utilization and lead to growth In spending. Mispricing can
also lead to distortions in the investment and new
technologies and the organization of the delivery system.

Insurance has provided beneficiaries with
financial protection, but it also shields them from the
full cost of the care they consume. Consequently some
beneficiaries may consume more care than they would have

otherwise. Estimates of the insurance affect on the
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increase In per capita growth vary but range from 10 to 50

percent.

Also affecting health spending is our underlying
health status of the nation and changes iIn provider-s
pattern of care. A recent study by Ken Thorpe estimates
that most of the growth in health care spending can be
attributed to beneficiaries with five or more chronic
conditions. The proportions of beneficiaries with that
many conditions grew from 31 percent in 1987 to about 50
percent in 2002. At the same time, people who have five or
more conditions now have a higher self-reported health
status. In 2002 about 60 percent said they were in
excellent or good health compared with about 33 percent in
1987.

The authors conclude from this that providers are
treating healthier patients, that treatment iIs improving
health outcomes, or that both Is occurring.

The authors also believe that obesity plays a
part in this because many obese individuals have multiple
comorbidities and the prevalence of obesity has grown

substantially.
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Again because of these factors, health care costs

for both the private and public sector are expected to
exceed GDP. Here you can see the impact of that excess
growth, with health care spending rising from 9 percent iIn
1980 to about 16 percent In 2005 and expected to exceed 18
percent by 2016.

The upper light colored area is private spending
on health care. And the bottom three areas split public
spending into Medicaid, Medicare and all other public
spending. As you can see, public spending has risen to be
about half of all health care spending and it i1Is expected
to grow faster than private spending over the coming years.
About three-quarters of the public spending is Medicare and
Medicaid.

While the growth of health care as a share of GDP
may raise concerns, from an allocation prospective it 1is
not clear there i1s a correct level of health care spending.
Some analysts have suggested that a nation as prosperous as
the U.S. should spend up to 30 percent of its GDP on health
care. Others though might argue that much of the growth is
due to inefficiency in the delivery of care and

inappropriate incentives that may raise volume. To the
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extent that these factors account for growth, the

increasing share of GDP committed to health care may not
reflect society”s preferences or an efficient allocation.

The U.S. spends more per capita on health care
than any other country in the world. This comparison shows
how much the U.S. spent in 2005, about $6,400.

To the right of the blue bar are the next four
highest spending OECD countries which, while higher than
the OECD average, are still significantly lower than the
U.S.

The final bar on the right is the OECD average of
all 30 countries, about $2,800, less than half of the U.S.
level of spending.

In addition to spending, many analysts have
raised concerns about quality in the U.S. system.
International comparisons suggest that even though we are
the highest spending nation the system does not always
deliver the best care. While the U.S. system has many
advantages, other lower spending systems attain better
outcomes. For example, a comparison by the Commonwealth
Fund found that the quality in the United States lagged

those of other leading OECD nations in life span,
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preventable mortality, and the rate of medical errors. And

even within the U.S. there is clear variation in the
quality of care. For example, the rate of correct timing
in the administration of antibiotics before surgery varies
from 50 to 90 percent. The rates of nursing home patients
with pressure sores ranges from 7.6 to 19 percent. And
rehospitalizations for Medicare patients varies from 13 to
24 percent. These variations suggest that where you live
can affect the quality of care you receive with some
receiving excellent care and others mediocre.

IT policymakers cannot find ways to address these
issues soon there may be consequences for future
generations. The system we have today evolved over many
years and addressing these issues will take time.
Consequently, if efforts are not taken relatively soon
future generations may not have all the tools they need to
tackle these challenges.

In the chapter of this presentation we have
included an overview of the financing issues. We please
let us know In your discussion If there are additional
factors you would wish to add.

This completes my presentation.
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MR. HACKBARTH: Evan, can | ask a question about

something you said right in the middle of your
presentation? You said that public spending is projected
to increase more rapidly than private spending. Does that
control for the growth in public beneficiaries, iIn
particular Medicare beneficiaries? Is that on a per
covered person basis?

MR. CHRISTMAN: I believe that®s just looking at
it In aggregate.

MR. HACKBARTH: Because looking back, lots of
discussion about comparing the growth rates. Basically I
think they"ve been pretty similar over the last 25 years on
a per person basis.

MR. BERTKO: Evan, nice report there. 1 guess I
have two comments only for you to consider in the next
draft of this.

The first one addresses one of the comments you
record on page six which says that the HlI Fund payroll
taxes have been exceeded by expenditures for the first time
in 2004 which 1 follow along something like that. I am
perhaps suggesting that the urgency of all of this be

increased a little to put a dollar amount in there for
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maybe the 2008 budget year according to the projections so

that we don"t meet until 2019 when the fund actually goes
broke but see that the size of the demand on the treasury
under the consolidated budget is going to be a substantial
number of billions of dollars. That"s one comment.

The second one i1s just to go back to I think what
we talked about in July about looking at supplemental and
Medigap insurance. There"s that one older study out there.
My recollection was that staff is again re-examining that
to update that? Is it the case?

MS. THOMAS: Rachel is going to talk about that
this afternoon.

MR. BERTKO: 1 guess | would suggest in this
context perhaps putting in a paragraph that describes the
timing of that or the new results if they are available.
Because the old numbers have such a large impact that i1t"s
worth at least thinking about in this context chapter.

DR. CROSSON: If we could look at slide five for
a second, thanks.

When 1 read the chapter, and now looking at this
slide, 1 wonder whether there®s not another topic to add

there. It has to do with the impact of payment
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methodologies, spending increases over time. 1 think that

that is probably missing.

Certainly, 1 think as we talked about the issue
of trying to fix the SGR or the fact that that payment
methodology In Medicare does not contain a mechanism to
deal with volume would be an example of this. | think the
issue we were just talking about earlier in terms of
changing payment methodologies to hospitals in order to
take -- to fix problems that have evolved in the DRG system
over time and have led to perturbations, as you said, iIn
delivery system is another example. 1 think the notion
that fee-for-service payment for physician services
combined with technology also has a cost escalating
approach are just some examples of that.

But 1 think although you can point to examples in
OECD countries where fee-for-service payment is the rule,
there still are other financial mechanisms such as global
budgets which tend to have a reverse impact on that. So 1
just think 1f we"re talking about why has and why does
spending continue to iIncrease iIn this country, the issue of
the impact of various payment methodologies should be

added. DR. SCANLON: My comments are actually on the
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same page. 1 think that there are some more aspects to the

study, to the set of factors that influence things. And
there®s iInteractions among them to make these things
happen. With respect to insurance, | think we should be
adding potentially a factor, which is iInformation. Because
yes, iInsurance does reduce the financial price that
patients pay. But if patients knew the value and the risk
of procedures they might have a different sort of
perspective on them. As we talk about the issue of
providers that induce demand in various places iIn our work,
this 1Is the area where information may play a role. And
since we"ve recommended that we --

MR. HACKBARTH: 1 agree, and there"s evidence to
document the patients, if they have better information,
make somewhat different decisions.

DR. SCANLON: So I think that would be --

DR. REISCHAUER: This is about why spending is
increasing. And 1 thought you were going to say something
very different, which 1s when you turn on your television
set and they say come on down and have a an MRI. I mean,
it"s been a week since you®"ve had one.

[Laughter.]
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DR. SCANLON: There is that aspect of it, which

is sort of not only is there an issue of bad information
but there"s no counter-information to make an informed
decision. The information side of this, so patients are
armed with understanding the value of what the services
are.

The other is the issue with respect to prices. |
think this i1s a phenomenon that we"ve been seeing more 1iIn
the last eight or nine years, since we"ve had the backlash
against managed care. And that is the issue of market
concentration and the fact that on the provider side, 1In
particular, there has been a move towards consolidation.

So that we have hospital systems instead of individual
hospitals negotiating with Insurance companies and we have
groups of doctors negotiating instead of -- and larger
groups of doctors that are being formed not necessarily for
good clinical reasons but to be better bargaining units.

As this continues, it creates an issue.

Now I don"t want to leave out the other side of
this equation, which is we"ve also had consolidation on the
insurer side. We don"t necessarily want an intervention

that says wait a minute, the providers need to be
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restrained so that they are not as effective bargainers

when we don"t have something on the other side of the
market in terms of the restraints that are on insurers.

But I think these are factors that have been
influencing certainly a number of markets already and the
question i1s how far this is going to spread.

DR. MILSTEIN: My input would be to see if there
isn"t a way iIn this year"s chapter to, in a more salient
way, communicate what | consider to be a very central
point, which is that the problems that we"re trying to
solve are related to affordability and quality. The
factors that are driving those two problems are dynamic
self-propelled factors, essentially that it just keeps
coming at you, the biomedical technology being a terrific
illustration.

Accordingly, any solution that"s not equally
dynamic In terms of continuous evolution to offset those
opposing forces won"t work. We"re never going to come up
with —- 1T we keep a static mindset, we"ll never be able to
keep up with this steady rate of drivers of both
unaffordability of cost and quality dangers associated with

increased complexity of clinical care.



29
So if there®s some way of conveying the central

point that whatever a solution is it needs to be one that
is dynamic. 1 believe a vision for this, we"ve talked
about this before, is something along the lines of a
solution that induces a rate of annual clinical efficiency
gain or clinical value gain, movement of both the quality
and affordability that we know at least on the
affordability side has to be at least equal to two to three
real points a year to possibly solve the sustainability
problem.

And then iIn terms of what we might say more
specific about this, you could frame this in terms of
adding to the list on page five of what we don®"t do. Or
you could frame i1t as a vision of what we ought to do. It
could go in either place.

I would say i1t"s figuring out how we address the
lack of coordination of Medicare strategy with private
sector strategy. You can"t drive what we"re after if
you"re only controlling 20 to 25 percent of the total
amount of money flowing in.

We reference that briefly in prior reports but 1

think we need to hit it harder because yes, Medicare iIs the
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single biggest lever but 1 don"t think you®"re going to

fundamentally -- the idea of fundamentally changing methods
of delivering care with only 20 percent, a 20 to 25 percent
lever is, for me, not plausible.

The second point is | guess the Hellastat point
of, In essence, we have to figure out how we induce a rate
of clinical efficiency innovation that delivers that two to
three points. And I think make the point that it"s not
impossible. Many other consuming facing industries over
last 10 or 15 years, according to Hellastat, have begun to
generate four to six point annual improvements In either
affordability, quality -- pick one or the other or pick a
blend is probably what 1 would pick. That"s not an
impossible vision, understanding that it i1s -- clinical
care is more complicated than widget production.

MR. EBELER: Sticking with this slide, it"s hard
to tease apart why iIs spending high and why is spending
increased. But it strikes me that elsewhere in your
chapter and i1n your presentation you talk about some of the
delivery and efficiencies and some of the Fisher data on
supply induced demand for supply sensitive services. It

strikes me some of that belongs here, especially when you
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get into international comparisons. You also need to look

at sort of the comparative efficiency, administrative
efficiency of our insurance system versus other nations. |1
don"t know how to fit that in here.

I would echo John"s point of pointing to some of
the short-term cost impacts. We"ve rolled out share of GDP
to 2080 and those are really scary numbers. 1It"s not
working in terms of getting people engaged and pointing out
some of the much shorter term, this is hurting your part B
premium, it"s really impacting -- it might be worth trying
to get some of those messages out there as well.

MS. BEHROOZI: Thanks. This is a challenging
job, 1™m sure Evan, to bring together all of this
information and all of these arguments and positions iInto a
cohesive document. 1 think you®ve done a great job
starting out. There®"s a lot more to do, I guess.

One of the suggestions 1 would make is when
you"re talking about the why for the reasons for high
levels of spending in the U.S. on health care, 1t seems
that there is a focus on one specific in terms of doctor
compensation. But there isn"t a similar focus on other

areas like pharmaceutical costs iIn this country as compared
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to other countries or even reflecting back to some of the

other point that you make earlier about the fragmentation

of the system and things like that. So i1t just seems like
maybe a little more than an expansion of the why might be

helpful.

Also, in terms of the organization of the paper
as compared to the presentation, you made a very clear link
or you articulated very clearly that there isn"t a link
between higher spending in the U.S. and higher quality as
compared to other similar countries.

In the paper I think that 1t"s a little more
attenuated. It comes much later where you talk about the
fact that we"re not seeing enhanced quality for the
enhanced spending. And then I think some of the other
comparisons that you make to other countries before talking
about the quality differential aren"t maybe as effective.

I have a question and maybe there are people here
who know the answer to this or maybe we don®"t know the
answer yet. The last part of the paper, where you“re
talking about consequences of the growth in health
spending, you talk about how -- and one of the things

that"s happening i1s that employers are shifting more costs
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on to their employees. And then later iIn the section you

talk about new insurance products like HSAs.

My question is whether an HSA-type arrangement 1is
really just another kind of cost shifting by the employer?
Or is there really something new about i1t that impacts,
that has the potential to impact cost growth in health care
spending?

Because when people use their HSA money, they"re
out there purchasing as individuals, as opposed to whether
its an Insurance company or in our case a trust fund that
puts everybody®s purchasing power together, we are able to
get rates that individuals aren®t able to get. Now maybe
they can choose between two rates that they"re offered by
competing providers, but It seems to me they still don"t
have the economic clout, the purchasing power to really
drive that rate down unless there are a lot of people out
there doing that on their own, | guess.

So 1 don"t know whether there®s any evidence yet
or there"s been any modeling that really shows that HSAs
will have an impact on cost growth or, like I said, it"s

just another way to the shift more cost to the worker.
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DR. REISCHAUER: Mitra, that"s not always true,

because your catastrophic plan usually allows you to
purchase from their network at the network price because
that"s what they"re counting towards your catastrophic
limit. And so if i1t wasn"t, you"d really be up the creek.

MS. BEHROOZI: I just once saw an article that
talked about a family that had $3,000 in their HSA and
couldn®t buy what they needed with 1t on the open market.
So that was one story.

DR. REISCHAUER: 1It"s not that there aren®"t plans
like that, but the ones that employers are providing, by
and large, are not...

DR. STUART: 1°d like to look at your Fifth point
there In terms of chronic conditions and obesity. There"s
a tendency to throw all of this together and to consider
obesity a chronic condition. You don"t say so, but It iIs
not.

But more importantly, there is this assumption
that the greater the weight gain, the greater not only the
likelithood of chronic conditions but the higher the cost.
In fact, there®s no evidence that supports that. The

cheapest class of Medicare beneficiaries are those who are
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formally considered overweight. They are significantly

more expensive than those that are considered normal
weight. And people who are considered class 1 obese, which
iIs a body mass index of 30 to 35, are actually just as
expensive as people who are normal weight.

It"s only when you get into the morbid obesity do
you find that you find a real increase in costs associated
with him. That"s a very small percentage of the
population. Also, 1t"s a very iInteresting percentage of
the population. Almost half of all Medicare beneficiaries
who are morbidly obese are under SSDI, they“re under 65.
And if you add people who are formally SSDI, then it"s over
60 percent of all the morbid obese Medicare beneficiaries
have this connection with disability. So I think there®s
clearly something here but it needs to be a little more
nuanced 1 think.

DR. KANE: I just thought if we"re going to be
talking about reasons that spending is either at the high
level i1t i1s or increasing, | don"t know how you tease it
apart either, and most of what we talk about is changes to
the industry structure, at least in terms of a lot of what

we"re talking about in terms of reform, we should have



something in there about industry structure as a cause for
and how we are thinking through industry structure. For
instance, fragmented delivery systems, lack of
coordination, lack of information, lack of transparency,
missing Information systems across handoffs of care.

So 1 just thought there should be a section in
here about the very delivery system problems that we think
are contributing to this rise iIn costs so that we can then
go from there to our solutions.

The other topic that we kind of hint at and
prices 1Is kind of going at It iIs the a structure of the
market. 1 think we believe in this multiple payer
competitive market with a large regulated payer in the
middle of 1t. But we"ve gone with that model and we need
to talk about what that means in terms of its contribution
to spending. A lot of other countries have one payer.
They use competition in a very managed way and a very
narrow way. 1 think we need to address directly the fact
that the structure of our markets may well contribute to
the fact that we are the highest cost country in the world

and identify the variables behind that such as the market
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power of insurers and the market power of providers iIn some
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markets and the fact that Medicare is only one of many

payers and the fact that the consumer really doesn®t know
what"s going on half the time.

I just think we have these two big topics that
are the ones we really plan to address and we"re not going
to do much about income, 1 hope, at least not as a
commissioner | don"t want to.

I think we need to get out the things that we
think we"re going to be talking more about when we come up
with solutions.

MR. HACKBARTH: Thank you, Evan.

We are going to adjourn for lunch and reconvene

at 1:30.

Oh, public comment, right.

DR. MILLER: So you®re assuming they will be
short.

MR. HACKBARTH: Yes, I"m assuming they will be
short.

Are there any public comments?
See, 1 told you so.
[Laughter.]

MR. HACKBARTH: We will reconvene at 1:30.



[Whereupon, at 12:26 p.m., the meeting was

recessed, to reconvene at 1:30 p.m. this same day.]
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AFTERNOON SESSION [1:29 p.m.]

MR. HACKBARTH: Our first session this afternoon
is on hospital and physician relationships.

MS. MUTTI: This presentation explores two types
of relationships, collaborative ones and competitive ones,
between hospitals and physicians. And this summary is
intended to do at least three things. It"s intended to
help commissioners consider the impact these relationships
might have on volume and quality; also how creatively and
dynamically providers respond to incentives, particularly
in a fee-for-service environment; and thirdly and maybe
most importantly, how the industry might respond to
possible policy changes that the Commission might be
considering. Here we"re thinking of things like A/B
bundling or other payment incentives to encourage greater
coordination and collaboration to improve value in health
care.

The sources that we"ve used for this presentation
include site visits that we conducted, conference
proceedings, published literature and our own analyses. 1
would say certainly on the collaborative side of

relationships, we"re a little bit newer to some of these
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strategies, relationships. We"re coming up the learning

curve. We"ll certainly try and answer questions but there
might be some that we"ll just need to get back to you on.

The strategies we discuss here and that are on
this slide are a mix of things. They vary in their effect
on volume, quality, costs and Medicare spending. And some
are more recent trends in the market as best we can tell
and some have been around for a long time but probably have
evolved as the regulatory environment has changed and other
aspects of the market have changed.

We will briefly discuss each, with the exception
of participatory bonds, which Is in the paper and we"re
happy to take that on question.

We also recognize that this iIs not an exhaustive
list of the types of collaborative relationships that are
out there and we"d certainly be happy to take any
suggestions for ones that we should look iInto.

As we go through the collaborative relationships,
bear in mind that the trends will vary geographically.
You"ll see some of these in some markets and not in other

markets.
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Stakeholder motivations also very. Hospitals

pursuing some of these strategies may be acting
defensively, responding to perceived threats such as
physicians opening their own health care facilities, or
maybe a neighboring hospital that®"s decided to aggressively
expand a service line, or even the threat of some
physicians choosing to stay out of the hospital and really
concentrate their practice in their own office.

Hospitals may also be taking an offensive
posture, using these strategies to really get a competitive
advantage iIn the market and grow a service line.

The P4P quality movement likely also brings both
hospitals and physicians, makes them increasingly
interested in collaborating to the extent that they need
each other to improve their performance on quality metrics.

Physicians may also be motivated to partner with
hospitals to increase their efficiency which would in turn
increase their productivity and maybe also increase their
revenue by sharing in hospital profits and maybe profits
having to do with ancillary services. And certainly in the
case of hospital employment perhaps 1t"s motivated by

improving lifestyle or professional satisfaction.
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We start with hospital recruitment of physicians.

Hospitals have a strong interest in ensuring that there is
an adequate number of physicians present iIn their
communities and that they"re sending their patients to
their hospital. Accordingly most hospitals -- 86 percent
according to one survey -- are actively recruiting
physicians to be part of either an existing group practice
in their community, a solo practice In their community, or
to be employed by the hospital. OFf those, about 80 percent
are recruiting specialists.

Busy physicians who perform services In the
hospital that are well reimbursed are valuable to
hospitals. For example, the average estimated hospital
inpatient and outpatient revenue associated with an
invasive cardiologist is about $2.7 million. And that"s
according to a survey of hospital CFOs.

The hospitals®™ cost of recruiting a physician can
be considerable. Here 1711 just focus on recruitment of
physicians practicing in the community, not employed by the
hospital. The largest portion of hospitals®™ costs iIn
recruiting these physicians can be an income guarantee.

The hospital pays a salary to the physician to the extent
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that there is a revenue shortfall. So it ensures that that

physician meets his or her targeted salary and also pays
for overhead expenses associated with starting up their
practice.

It"s technically a loan but if the physician
stays In the community, say something like three years,
that loan is forgiven by the hospital. The guarantee can
be around $300,000, $500,000 for some specialists. It"s
usually extended over one or two years.

Other usual expenses include paying for a
physician®s benefits, and this can also include loan
forgiveness, their educational loan forgiveness, as well as
just bonus payments, a starting amount. Both of those
types of payments seem to be on the rise.

Given the value of the physicians to hospital
revenue, hospitals are increasingly investing in liaisons
or sales teams who visit community physicians with the
primary goal of maintaining or increasing their use of
hospital services.

Consultants report a spectrum of activities that
these liaisons may get involved with. It may range from

simply checking in, presenting a friendly face for the
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hospital, apprising them of any new services that they have

available, to something more aggressive or a little bit
more involved, maybe resolving any kind of issues 1in
getting preferred OR time, being sure that diagnostic test
results are coming back 1In a timely way.

To the other side of the spectrum, It can be
about referring referrals among physicians and helping them
with a marketing plan.

Hospitals are increasingly paying community
physicians for clinically related services. Some are
paying physicians to serve as medical directors for a
particular service line. This can be on a full or a part-
time basis. Some are paying physicians for attending
committee meetings. Some are also paying them for caring
for uninsured patients in their hospitals. They might be
paying them Medicare rates or even higher.

Hospitals are also increasingly paying physicians
for emergency department coverage. The majority of
hospitals -- 73 percent according to one 2005 survey --
said that they find maintaining adequate call coverage a
problem. That same study found that 36 percent of

hospitals are paying physicians for emergency room coverage
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and that"s up from 8 percent in just one year in 2004.

Typically, hospitals are paying something about $1,000 per
day for this coverage when they do pay.-

Comanagement arrangements are another strategy
used by some hospitals to compensate physicians. Under
these arrangements a hospital and physician or physicians
form a corporate entity and that entity, funded by the
hospital, pays the community physician a salary for
specific clinical tasks. This can be such things as
developing clinical pathways, evaluating medical
technology, assessing a drug formulary, recruiting
physicians. 1t"s usually related to a specific service
line like orthopedics or cardiology.

The physician is also paid a bonus If certain
objectives are met. The objectives can be oriented to such
things like patient safety improvement, patient
satisfaction, as well as efficiency, standardization and
cost savings. According to at least one industry
consultant, i1t could also include things like growing
market share and meeting geographic growth targets.

However anti-kickback laws would preclude the bonuses being

offered based on increasing referrals.
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IT the physicians do respond to these measures on

which the bonus is based, like shorter turnover time in the
OR or prompt starts to surgeries, the physicians and the
hospitals can treat their patients more efficiently and
Create greater capacity, which may In turn result iIn
greater volume.

Another trend is hiring physicians as part or
full-time employees. For example, according to a survey
from a large physician recruiting firm, 23 percent of their
physician search assignments In 2005-2006 were for hospital
settings, compared to 13 percent in 2002.

The effect employment has on volume of care seems
to vary. For example, at a conference on physician and
hospital physician relationships, the CEO of one health
integrated delivery system that does employ its physicians
noted that their culture i1s oriented to servicing physician
practices, making it easier for physicians to increase
their volume. They consider this a win-win strategy, doing
more iIncreases the physicians®™ income because they are paid
on production and it increases the revenue to the system.

Of course, other compensation models are

possible. Some pay physicians on a salary basis only. The
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concern with this model is that physicians tend to be a

little less productive than self-employed physicians are
and to pay less attention to costs of operating their
practice. On one of our site visits we visited a system
that had been using a strictly salary model and they, too,
found that they needed to iIntroduce some productivity
incentives to improve their financial situation.

Another factor influencing volume may be the
culture of the organization. Again, in our site visits we
found some evidence of that.

Increasingly hospitals are hiring hospitalists.
This seems to be motivated by a number of factors.
Hospitals may find that they need them to care for patients
as more primary care physicians and some specialists opt to
focus on their office-based practice. Hospitals may also
choose to hire hospitalists in the hope of reducing costs,
improving throughput, especially in markets where there is
capacity constraints, and improving quality.

The evidence on these savings and quality
improvement is a little mixed. With respect to costs, some
have found that cost per day iIncreases but length of stay

decreases. Others have found that hospitalist may order
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more consults, driving up costs both for the hospital and

Medicare. Yet overall it seems that most believe
hospitalists are part of a cost containment strategy.

With respect to quality, I think the biggest
concern in the literature is that their involvement will
result in the discontinuity of care, It increases the
number of hand-offs that occur iIn patient care.

Good communication between providers can avoid
those kinds of pitfalls but often they may not be achieved.
As we"ve talked about in the course of talking about
readmissions, they"re not always rewarded.

On the other hand, hospitalists may be more
likely to adopt practice guidelines, adopt IT innovations.
They are sort of a captive audience for that hospital and
can be a good communicator to other physicians in bringing
about the intended culture focus on quality.

The potential cost-effectiveness of hospitals
may, in part, depend on how the hospitalist is paid. A
hospitalist who i1s paid strictly on how many services 1is
provided is more likely to bill for more visits and maybe
more likely to call in consults to improve their

productivity. On the other hand, 1f the hospitalist is
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paid with a salary, with incentives to improve quality and

reduce length of stay, the hospitalist is more likely to be
cost-effective.

MR. WINTER: Gainsharing or shared accountability
relationships are another type of relationship between
hospitals and physicians. In these arrangements, hospitals
and physicians agree to share savings from collaborations
that reduce costs and improve quality. Such efforts could
include reducing the cost of supplies and devices,
scheduling operating rooms more efficiently, complying with
critical protocols, or using fewer ancillary services.
These arrangements have the potential to encourage
cooperation among providers in improving efficiency by
aligning their financial incentives.

Efforts to promote gainsharing in the 1990s were
halted after the Office of Inspector General issued a
special bulletin. This bulletin said that gainsharing is
prohibited by a statutory provision that bars hospitals
from offering financial iIncentives to physicians to reduce
or limit services to Medicare inpatients.

The 0IG also said that such arrangements could

violate the anti-kickback statute by inducing physicians to
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refer patients to the hospital with which they have the

agreement. Since this bulletin, the 01G has approved
several narrowly tailored arrangements that have features
to protect quality of care and do not reward physicians for
making more referrals of the hospital. However, hospitals
that wish to get OIG approval have to go through a lengthy
advisory opinion process, which is probably a strong
deterrent.

In 2005, the Commission recommended that the
Congress provide the Secretary with the authority to allow
and regulate gainsharing as long as there are safeguards to
ensure that such arrangements do not reduce quality or
create incentives to iIncrease physician referrals.

In addition, CMS is currently developing two
demonstrations to test whether gainsharing can improve
efficiency and quality.

We visited a few hospitals that told us about
virtual gainsharing arrangements. Rather than the hospital
sharing savings with physicians through actual payments,
the hospital reinvests a portion of the savings in
infrastructure that the physicians request. For example,

when physicians agree to help the hospital negotiate lower
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rates with vendors for surgical implants or devices, the

hospital agrees to use some of the savings to build new
operating rooms or cardiac cath labs or to buy new surgical
equipment. The hospital is able to reduce its costs,
freeing up money to reinvest in profitable service lines
such as orthopedic surgery, while the physicians get new
equipment and operating rooms that can help them improve
their productivity.

One issue to think about is that these
arrangements create additional capacity and higher
physician productivity, which may lead to a higher volume
of procedures, and 1t"s unclear whether the additional
procedures improve patient outcomes.

When confronted with a threat of physicians
investing in their own facilities, some hospitals have
responded by forming joint ventures with physicians.
Examples of joint ventures include imaging centers,
ambulatory surgical centers or ASCs, cardiac cath labs, and
specialty hospitals. From the hospital®s perspective, a
joint venture allows it to reinforce physician loyalty and
retain some of the revenue it might otherwise lose to a

physician-owned entity. From the physician®s perspective,
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a joint venture gives them access to the hospitals capital

and management expertise, a larger pool of patients, and
potentially higher reimbursement rates from private plans.
However, both parties must be aware of the tax implications
and the physician self-referral rules. If the joint
venture involves a nonprofit hospital and a for-profit
physician group, the partnership must further the
hospital®s charitable purpose for it to maintain i1Its tax-
exempt status. The Stark self-referral rules prohibit
physicians from referring patients for certain services to
entities with which they have a financial relationship.
The list of prohibited services includes imaging, physical
therapy, clinical lab tests, and prescription drugs, among
other services. However, there are exceptions for ASC
ownership and also for ownership of hospitals in which the
physician invests iIn the entire hospital.

Because of the legal risks, and the belief that
they can survive physician competition, some hospitals have
decided against participating iIn joint ventures.

DR. STENSLAND: Now we"ll turn to asking the
question what"s changed in recent years? And why have

physicians often chosen competition over cooperation iIn the
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last few years? In our 2005 report on specialty hospitals,

we discussed how Medicare payment rates encouraged
physicians to set up specialty hospitals that focused on
certain types of surgery or low severity patients. By
adopting MedPAC recommendations for cost-based weights and
better severity adjustments, as we heard this morning, CMS
went a long way toward removing these incentives. However,
there are still other reasons why physicians may choose
competition over cooperation.

First, the Stark Law"s whole hospital exception
allows physicians to refer patients to hospitals that they
have an ownership iInterest in. They have been allowed to
share in the hospital®s profit from these patients.
However, there are legal obstacles, including the Stark
Laws, to compensating physicians who are not owners for
their referrals or admissions.

Next, owning ASCs or specialty hospitals can give
physicians more control over their work environment, more
OR times, and fewer chances of having one of their elective
surgeries being bumped from the OR for an emergency
surgery. By owning their own operating rooms, physicians

can complete more surgeries in less time.
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And finally, in recent years there have been

increasing financial incentives to focus on privately
insured patients, as we can see 