Based on Lewin Methodology, $60 billion of the $300 billion in Medicare and Medicaid
Cuts Would Be Shifted to Private Patients
December 15, 1995

If the Republican plan imposes reductions of $200 billion in Medicare and $100 billion in
Medicaid spending (both over seven years), about $60 billion in costs would be shifted to
private patients, based on the methodology used in the Lewin-VHI cost shifting study.
Workers with private health insurance would lose an average of $654 in the form of reduced
wages and increased premium contributions over the period.

Methodology:

This estimate assumes that the $200 billion in Medicare cuts would be distributed among
hospitals, physicians, other providers and beneficiaries in the same manner as the previous
$270 billion in reductions. As assumed in the Lewin study, the $100 billion in Medicaid cuts
would take the form of reductions in payments to providers to the extent possible, with the
remainder taking the form of reduced enrollment. The estimate also assumes that the
Medicare and Medicaid cuts would be distributed across the seven-year period in the same
manner as the earlier reductions. Finally, the percentage of the cost shift passed on to
workers is the same as in the Lewin study.
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Washington, D.C. -- The National Leadership Coalition on Heaith Care
today released a study showing that almost 7.8 million people could be
added to the already large ranks of the uninsured by 2002 because of the
$434 billion in Medicare and Medicaid spending cutbacks proposed in the
Budget Reconciliation Act of 1995. The spending cutbacks are achieved
through a combination of reductions in government payments to hospitals
and other providers, increased beneficiary cost sharing, reduced coverage,
and expanded managed care enroliment. The study was prepared for the
Coalition by Lewin-VHI.
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The study also shows that under the Act, at least $84.7 billion in additional health care costs could be
shifted to and paid for by the nation's families -- predominantly middle class families -- and
employers, as providers shift costs to private payers over the seven years of the cutbacks.

According to the Lewin study, under the provisions of this Act about 7.8 million people could lose
insurance coverage in the year 2002 alone. This includes those who could lose coverage due to
reductions in enrollment in states that decide to reduce Medicaid eligibility (7.2 million) and workers
who could lose employer coverage due to premium increases resulting from the cost shift. Under
current policy, Lewin estimates there will be approximately 45.9 million persons uninsured in 2002.
Under the Budget Reconciliation Act of 1995, their estimates indicate that the number of uninsured

could increase to 53.7 million persons in 2002.

Cost shifting is the process whereby providers recover uncompensated care costs for the uninsured
and the payment shortfalls for public program enrollees in the form of higher charges to private
payers. The Lewin study points out that most of the cost shift that could occur under this Act, about
$66.9 billion of the $84.7 billion, would be passed on to workers by employers in the form of

foregone wages and in the form of higher cost sharing for health care premiums.

-- more --
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This study is meant to raise a warning flag. There are large, complex issues
involved, and the Coalition believes they should be addressed as a whole.
It is clearly beneficial for all Americans -- and certainly for American

business -- that the deficit be reduced and the budget be brought into
balance.

At the same time, we must be concerned that, as we make major changes in Medicare and
Medicaid, we do no harm. Health care is an area where costs are so large -- and growing so
rapidly -- that they tempt policy makers to make significant changes and cutbacks. Some may
work out well; others may not. The better thought out the changes, the better able we will be to
fine-tune the changes in these huge systems as we go.

The Coalition believes that significant increases in the numbers of the uninsured and a large cost
shift to the private sector resulting from cutbacks in public programs should be part of the
national dialogue on these major program changes. Health care is not a partisan issue; it is an
American issue. We urge our political leaders to work together the effect changes with care,
remembering always the dictum: Above all, do no harm.

Sincerely,
e 57 /
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Robert D. Ray -Paul G. Rogers
Co-Chair Co-Chair
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EXECUTIVE SUMMARY

The Budget Reconciliation Act of 1995 would reduce funding for Medicare and
Medicaid by about $434 billion over the next seven years. These spending reductions
would be achieved through expanded enroliment in managed care, increased premiums for
Medicare beneficiaries, reduced coverage, and reduced payments to hospitals, nursing
homes and other providers. However, some portion of the reductions in provider
payments under these programs is likely to be passed on to privately-insured persons in
the form of higher charges through cost shifting.

In this study we estimate the potential effects of this cost shifting on private
insurance premiums and costs for employers and families. We also estimated the number
of persons who would lose coverage under the bill due to reductions in eligibility under
the Medicaid program or increases in private plan premiums. In addition, we estimate the
increase in charity care expenses due to increases in the uninsured population.

We begin by summarizing the Medicare and Medicaid spending reductions and
reviewing the evidence on cost shifting. We also estimate the cost shift under these budget
cuts and the impact that this would have on employers and families. In addition, we
estimate the change in insurance coverage likely to result from this increase in insurance
premiums. '

Medicare Spending Reductions

The Reconciliation Act would reduce Medicare program funding by $270 billion
over the next seven years. The act establishes the “MedicarePlus” program which would
permit Medicare beneficiaries to enroll in a broader variety of private health plans. The act
would also increase beneficiary Part-B premium payments and would improve fraud
detection and coordination of benefits for persons with employer-based coverage. The
plan also specifies specific cuts in provider payments and creates a “fail-safe” mechanism
which would further reduce provider payments if budget spending targets under the bill
are exceeded in future years.

The Congressional Budget Office (CBO) estimates that Medicare would save
$57.3 billion due to the Part-B premium increase and another $9.1 billion through fraud
detection and coordination of benefits provisions. Another $26.7 billion would be saved
through increased enrollment in private plans. The reductions in provider payments for
services (including “fail-safe” amounts) would be $105.3 billion for hospitals, $27.0 billion
for long-term care and $44.5 billion for physicians and other providers.
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payers in the form of higher charges. However, we assume that the percent of payment
shortfalls that are shifted declines in future years to reflect continued growth in selective
contracting. We also estimated cost shifting for physician payment shortfalls based upon
the Rice analysis.

Under the assumptions used in this analysis, payments to providers would be
reduced by about $218.9 billion over the 1996 through 2002 period. Uncompensated care
expenses for those who become uninsured would also increase by about $65.5 billion over
this period. The tota!l increase in provider payment shortfalls would be about $284.4
billion. We estimate that in response to this, providers would shift about $84.7 billion
(29.7 percent) of the $284.4 billion in payment shortfalls to private payers (Figure ES- I).
About 52.7 percent of the increase in cost shifting would be attributed to the Medicare
cuts while 47.3 percent would be attributed to Medicaid cuts.

FIGURE ES- 1
ESTIMATED COST SHIFT UNDER MEDICARE AND MEDICAID BUDGET CUTS

* Hospital | Other Provider.. | .. Total

Cost Shift” |*. CostShift™ | Cost Shift

1996 $1.6 s04] $ 20
1997 3.0 09| 39
1998 6.8 24| 9.2
199 103 35| 138
2000 1.7 39 156
2001 14.4 14| 188
2002 6.5 49| 214
Total 1996-2002 | § 643 $ 204 $ 84.7

a/ Includes a percentage of hospital budget cuts under Medicare and Medicaid. The percentage of
hospital budget cuts that we assume to be cost shifted is 40 percent in 1994 phasing down to 30
percent by 2002.

b/ Assumes that each 1.0 percent reduction in other provider payments under the bill results in 2 0.2
percent increase in private sector rates.

Source: Lewin-VHI estumates.

Cost Shift by Payer

The increase in provider charges to private payers resulting from the cost shift
($84.7 billion) would be reflected in higher private insurance premiums. Employer health
spending would increase by $69.3 billion over the 1996 through 2002 period, while
employee contributions for employer health coverage would increase by $5.9 billion.
Expenditures for individually purchased non-group insurance would increase by $10.2
billion over this period due to the cost shift. As a result of this cost shift, by 2002, private
insurance costs would be about $21.4 billion (four percent) higher than under current
trends (Figure ES- 2).
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FIGURE ES- 3

BY INDUSTRY (1996 THROUGH 2002)

DISTRIBUTION OF COST SHIFT PASS-THROUGH TO COVERED WORKERS

Pass-through | Pass-through
to Covered per Percent
Workers Worker of Total
(billions) ¥
Industry
Construction $3.1 $968 4.6%
Manufacturing $15.1 $936 22.6%
Transportation © $6.4 $1229|  9.6%
Wholesale Trade $2.8 $973 4.2%
Retalil Trade $5.2 $653 7.8%
Services $15.3 $908 22.9%:
Finance $4.3 $914 6.4%
Other $2.8 $973 4.2%
Government® $11.9 $950|  17.8%)
Total - $66.9) $925|  100.0%

a/  Includes the increase in employee share of premium and the amount of the employer share of the cost increase
that is passed on to workers in the form of lost wages.

b/ Includes federal, state and local employees.

Source: Lewin-VHI estimates using the Health Benefits Simulation Model (HBSM).

The pass-through of the cost shift will have a disproportionate impact on insured
workers in lower wage groups. The lost wage increases resulting from these budget cuts
would on average equal about 2.5 percent of the wage increase that workers would have
received in the absence of these budget cuts over the 1996 through 2002 period (Figure
ES- 4). However, the wage growth lost due to cost shifting would vary from about 9.3
percent for covered workers earning $6.00 or less per hour to only 1.6 percent for persons
earning $25 or more per hour. This reflects the fact that health benefits represent a much
greater share of total compensation expenses for lower-wage covered workers than for
higher-wage covered workers.

The cost shifting resulting from the proposed Medicare and Medicaid cuts would
be distributed across families in all income brackets. Much of the increase in family
expenditures would be concentrated among middle and upper income households where
private insurance coverage is most prevalent. About 60 percent of the pass-through would
fall on families with annual incomes between $20,000 and $75,000. About 10 percent
would fall on families with incomes below $20,000 while 30 percent would fall on families
with incomes in excess of $75,000 per year.
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FIGURE ES- §

NUMBER OF UNINSURED WITH AND WITHOUT THE RECONCILIATION BILL
(IN MILLIONS)

55.0 - 3.7

Under Reconciliation Bill

7

39 Current Trends

350 +

25.0 — = . —t —f— t —
1995 1996 1997 1998 1999 2000 2001 2002

Source: Lewin-VHI esumates using the Health Benefits Simulation Model (HBSM).

Summary and Caveats

Ultimately, families will pay for the cost shift. Private insurers pass the burden of
higher prices on to their customers in the form of higher premiums. Employers then pass
on much of these increased premium costs to workers in the form of reduced wage growth
and increased employee contributions. We estimate that the proposed Medicare and
Medicaid budget cuts are expected to increase real heaith expenditures for workers by
$66.9 billion over the 1996 through 2002 period. The cost shift could be substantially
different than we have estimated here depending upon the effectiveness of managed care
and the way in which providers respond to the budget cuts. ’

This analysis is limited to the financial effects on employers and employees by
industry, firm size and income. It does not describe the effects of increased public-program
shortfalls on the availability and quality of care for program beneficiaries and the
uninsured. It also does not describe the impact of cost shifting on health care providers
beyond the loss of revenues. Moreover, this study examined only the impact of those
provisions of recent budgetary legislation affecung Medicare and Medicaid. The study
does not examine the impact of various other budgetary changes affecting families such as
tax reductions or cutbacks in public assistance benefits.
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. Medicare and Medicaid Budget Cuts

The Balanced Budget Act would cut Medicare and Medicaid spending about $434
billion over the 1996 through 2002 period. The bill specifies the cuts that will be made to
Medicaid and various components of the Medicare program. In this analysis, we rely upon
estimates of the changes in spending resuiting from these provisions developed by the
Congressional Budget Office (CBO). These estimates were used as the basis for
estimating the potential cost shifting. These budget cuts are descnibed below.

A. Medicare Budget Cuts

The act would reduce Medicare program funding by $270 billion over the next
seven years. The bill creates the MedicarePlus program which expands upon the current
Medicare HMO risk contract program by permitting beneficiaries to enroll in other types
of private health plans such as Preferred Provider Organizations (PPOs) and traditional
fee-for-service (FFS) plans. The bill also specifies increases in Part-B premiums for
program beneficiaries and requires additional fraud detection and secondary payer
recovery initiatives. It also specifies cuts in reimbursement for various categories of
providers. In addition, the program establishes a “fail-safe” mechanism which would
automatically reduce provider payment levels if the overall spending levels specified in the
bill are exceeded.

The CBO indicates that of the $270 billion in savings, about 10 percent ($26.9
billion) would occur under the MedicarePlus program (Figure I). These savings would
result from reductions in the rate of growth in payments to health plans under the
Medicare risk contract program for beneficiaries who enroll. The bill also raises about
$57.3 billion through increased Part-B premiums and would save about $9.0 billion
through improved fraud detection and increased Medicare secondary payer recoveries
(i.e., coordination of benefits with private health plans).

The act also specifies $79.4 billion in reduced payments to hospitals for inpatient
and outpatient services. These cuts include reductions in payments for services as well as
reductions in medical education payments. The bill also specifies $27.0 billion in reduced
payments for long-term care services including home health and skilled nursing facilities.
In addition, the bill specifies $33.8 billion in reduced payments to physicians and other
providers.
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The CBO analysis indicates that these program changes will fall short of the $270
billion in savings called for under the bill by $36.6 billion. This will trigger additional
reductions in provider payment levels under the fail-safe provisions to meet the savings
targets. We assume that these fail-safe payment reductions are distributed across hospital
and other services in proportion to the payment reductions by category of service specified
in the bill. Under this assumption, $25.9 billion of the $36.6 billion in reductions under the
fail-safe mechanism would be for hospitals while the remaining $10.7 billion in savings
would take the form of reduced payments to physicians and other types of providers.

B.  Medicaid Budget Cuts

The act would also reduce federal Medicaid funding by about $163.4 billion over
the 1996 through 2002 period. The bill would convert the Medicaid program to a block
grant program to states. In general, the amount of each state’s grant would be based upon
spending levels prior to implementing these reforms and would be indexed based upon an
overall budget ceiling calibrated to produce $163.4 billion in federal budget savings over
the 1996 through 2002 period. States would be allowed to set program eligibility and
benefit levels under their state programs and would be given greater flexibility in enrolling
beneficiaries in managed care plans. However, the states must match the federal
contribution under current Medicaid matching rates to qualify for the federal grant
amount.

A key assumption in this analysis is the amount of state funding that would go to
the Medicaid program. Under the bill, states are permitted to put more into the Medicaid
program than is required to qualify for the maximum amount of the federal grant for that
state. States are also permitted to put less into the program than the matching amount
required to qualify for the maximum federal grant provided that state funding remains
above a minimum threshold amount specified in the bill. However, in these cases, the
federal grant amount would be proportionally reduced. In this analysis, we assume that
states will put into the Medicaid program only the amount required for the maximum
federal grant amount. Under this assumption, the total net reduction in Medicaid spending
under the program would be $286.7 billion (Figure 2) which is equal to the reduction in
federal payments ($163.4 billion) plus the associated reduction in state Medicaid payments
($123.3 billion).
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amount and the 5 percent growth rate to calculate per-capita spending amounts
for each year 1996 through 2002.

e We next calculated total Medicaid spending under the proposal. To do so, we
took the state allotments in the proposal (including the amounts in the
supplemental pool and divided the amount for each year by the 1996 weighted
average federal maiching percentage. This is a conservative assumption
because, under the proposal, states are permitted to reduce their matching
payment rate.

¢ To calculate enrollment under the proposal, we divided the total Medicaid
spending amount for each year by the per-capita spending amount for the year.
The difference between baseline enrollment for each year and the enrollment
level calculated for the proposal for the year is the estimated loss of Medicaid
coverage under the proposal.

e To calculate the net reduction in payments to providers for those enrolled in
Medicaid under the proposal, we subtracted the per-capita spending amount
for each year under the proposal from the baseline per-capita spending amount
for the year. This difference produces a reduction in the amount per person
enrolled. We multiplied this per person reduction amount for each year by the
number of enrollees under the proposal for the year to calculate the total
reduction in provider payments for enrollees.

e To allocate the total reduction in provider payments between acute care and
long-term care providers, we used the baseline ratios of acute care and long-
term care to total expenses from the CBO baseline.

Under these assumptions, about $109.3 billion of the $163.4 billion in Medicaid
spending reductions would come in the form of reduced provider payments for services
while about $177.4 billion would take the form of reduced enrollment (Figure 2). The
$109.3 billion in provider payment reductions are assumed to be distributed across
provider groups in proportion to current program spending by type of service. Thus, about
36 percent of program spending cuts ($39.9 billion) would go to nursing home services.
Hospitals would account for about 35 percent of spending cuts ($38.1 billion), while about
29 percent ($31.3 billion) would go to physicians and other providers (Figure 2).’

There is likely to be a substantial reduction in enrollment in the Medicaid program
under the Budget Reconciliation Act. Under current policy, Medicaid enrollment would
grow from 36.8 million persons in 1995 to 45.9 million in 2002. Under the Budget
Reconciliation Act, states will find it hard to fund this increase in enrollment. Under the
assumptions used in this analysis, Medicaid enrollment in 2002 would drop from 45.9
million persons under current policy to 37.4 million persons under the Act (Figure 3).
This is a reduction in Medicaid enroliment of 8.5 million persons in 2002. We estimate

®  Estimates derived from national health spending estimates provided by the Health Care Financing Administration,

Office of the Actuary: data from the Office of National Health Statistics.
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ll. Estimated Cost Shift

Cost shifting is the process whereby providers recover uncompensated care costs
and payment shortfalls for public program enrollees in the form of higher charges to
private payers. In this section we review the available evidence on cost shifting. We also
present the assumptions used in our analysis and estimate the amount of the increase in
cost shifting that could result under these budget proposals.

A. Evidence on Cost Shifting

Payment levels under public programs are typically less than payments for
comparable services under private insurance plans. In 1993, Medicare hospital payments
were equal to about 89 percent of hospital costs for Medicare patients. In addition,
payments under the Medicaid program were equal to about 93 percent of costs and
hospitals incurred about $12.3 billion in bad debt and charity care expenses in that year for
uninsured and underinsured patients.’ In theory, these payment shortfalls are recovered by
hospitals in the form of higher charges to private payers. For example, private payer
payments were equal to about 129 percent of costs for private sector patients in 1993.°

In recent years, some debate has arisen over the existence of the cost shift. While
public payers do pay less than average costs, even after adjusting for case mix, this does
not necessarily mean that there is cost shifting. In fact, differential pricing across
purchasers is often found in many industries. Arguably, the hospitals are engaged in
marginal cost pricing and there is no actual cost shift unless services are sold for less than
the marginal cost of providing these services. The fact that hospitals have not closed their
doors to Medicare patients suggests that the marginal revenues for serving this population
exceed their marginal costs. Moreover, with the advent of selective contracting, it has
become increasingly difficult for hospitals to shift costs to private payers.’

Regardless of whether it is marginal cost pricing or cost shifting, the key question
in this analysis is whether prices paid by private payers increase as provider payment
shortfalls rise. The literature is mixed on this question. Two studies show that about half
of hospital payment shortfalls are passed on to private payers in the form of higher
charges.® However, two other studies showed considerably less evidence of hospital cost

Uncompensated care is estimated on a cost basis.
“Medicare and the American Health Care System: report to the Congress,” Prospective Payment Assessment
Commission (ProPAC), June 1995.

Morrisey, M., Cost Shifting in Heaith Care: Separating Evidence from Rhetoric, American Enterprise Institute,
- September 1993.

Dranove, David, “Pricing by Non-Profit Institutions: The Case of Hospital Cost Shifting,” Jgumﬂ_qf_ﬂnlm
Economics, Vol. 7, No. 1 (March 1988); and Sloan, Frank and Becker, Edward, “Cross-Subsidies and Payment
for Hospital Care,” Journal of Health Politics, Policy and Law, Vol. 8., No. 4 (Wiater 1984).
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FIGURE 5
HOSPITAL GAINS AND LOSSES FOR HOSPITALS 1980 - 1993

Hospital Payment to Cost Ratios
Year | Medicare | Medicaid | Private -
1980 0.96 091 112 é
1981 097 093 112
1982 096 091 1.14
1983 097 092 116 =
1984 098 0388 116 g
1988 101 09| 116 &
1986 1.01 0.88 1.16
1987 098 0.83 1.20 -
1988 094 0.80 1.22 g
1989 0.91 0.76 1.22
1990 - 0.89 0.30 1.7
i, 0.88 0.82 1.30
1992 0.89 091 13
1993 . 0.89 093 .29
Now: Payments and costs include both inpstieot snd outpatient
services. These ratios cannot be used ©© compare payment
levels, because both the mix of services and the cost per
unit of service vary acoss payas. They do, however,
indicat the relative degree to which payments fram each
payer cover the costs of treatnng its patieats. Due to
reporting  incoosistencies  relawed  ©  Medicaid

disproportionate share payment and provider-specific taxes,
there are significant margins of errar for the oumbers
relawd 10 all payers in 1992 and 1993,

Source: ProPAC analysis of dam fram the American Hospital
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FIGURE 6
ESTIMATION OF PERCENT OF PAYMENT SHORTFALLS SHIFTED TO PRIVATE
PAYERS
[ 1990 - 1991 Change | 1991 - 1992 Change |
Changeim Payment Shortfail
| Change in Payment Shortfall (in billions) - - 1 $1.5 | $1.0
Calculation of Private Mnrk-np Used for Payment Shortfall
Dollar Change in Private Mark-up (in bilons) - $1.9 $1.2
Doﬂar(langehﬂapiﬂwmwﬂh $1.2 $0.8
$0.7 $0.4
Percent Cost Shifted
Percent of Payment Shortfall Shifted to Private Sector | 47% | 40%
a/ Includes uncompensated care (on a cost basis) and the total shortfall for public payers including Medicare and
Medicaid less state subsidies and net revenues from non-patient income.
b/ Increase in private sector payments in excess of what would have been paid under the prior year's private sector
mark-up percentage.
</ Increase in hospital net revenues in excess of what they would have been under the prior year’s hospital total
margin (i.e., profits as a percent of revenues).
d/

The difference between the dollar change in the private sector mark-up and the dollar change in the hospital

margin is the amount that was used to offset payment shonfalls for other payers.

Source: -Lewin-VHI analysis of ProPAC data.
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C. Cost Shift Estimates

We estimate that the shortfall in payments to hospitals under the reconciliation bill
would be $202.3 billion over the 1996 through 2002 period (Figure 10). This includes
reduced payments to hospitals for services provided to Medicaid and Medicare enrollees
and increased charity care expenses for those who become uninsured. In addition, we
estimate that payment shortfalls for physicians would be $82.4 billion.

Under the assumptions used in this analysis, we estimate a total cost shift of about
$84.7 billion resulting from these budget cuts over the 1996 through 2002 period (Figure
9). This includes $64.3 billion in hospital cost shifting and about $20.4 billion in cost
shifting among other providers. Overall, about -52.7 percent of the cost shift would be
attributed to the Medicare cuts while 47.3 percent would be due to the Medicaid cuts.

FIGURE 9
ESTIMATED COST SHIFT UNDER MEDICARE AND MEDICAID BUDGET CUTS
(IN BILLIONS)
Hospital | Other Provider | ~Total -
1996 . $1.6 $04| .$ 20
- 1997 3.0 09 | 39
1998- 6.8 24| 92
1999 - 10.3 3.5 138
2000 11.7 3.9 156
2001 14.4 44 18.8
2002 16.5 49 21.4
Total 1996-2002 | .  § 643 $ 204 $ 847

a/ Includes a percentage of hospital budget cuts under Medicare and Medicaid. The percentage of
hospital budget cuts that we assume to be cost shifted is 40 percent in 1994 phasing down to 30
percent by 2002.

b/ Assumes that each 1.0 percent reduction in other provider payments under the bill resuits in a 0.2
percent increase in private sector rates.

Source: Lewin-VHI estimates.
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IV. Effects of Cost Shifting

The $84.7 billion in cost shifting would result in substantial increases in health
insurance premiums over the 1996 through 2002 period, affecting all purchasers of private
insurance including employers and individuals. The growth in employer costs is also likely
to result in slower wage growth for workers in firms with insurance. In addition, some
covered individuals and employers would be unable to afford the increase in premiums,
resulting in a loss of coverage. These effects are discussed below.

A. Cost Shift by Type of Payer

The increase in provider charges to private payers resulting from the cost shift
($84.7 billion) would be reflected in higher private insurance premiums. Premiums wouild
increase for both employer heaith plans and individually purchased non-group insurance.
The annual rate of growth in per-capita private insurance costs would increase from 7.0
percent under current trends to 7.6 percent with the Medicare and Medicaid budget cuts.
By 2002, private insurance premiums would be about $21.4 billion (four percent) higher
than under current trends due to this cost shift (Figure 11).

FIGURE 11

PRIVATE INSURANCE COSTS RESULTING FROM MEDICARE AND MEDICAID
BUDGET CUTS IN THE BUDGET RECONCILIATION ACT OF 1995

(IN BILLIONS)
$600.0 + $589.7
$5500 + $568.3
Under the Act: Annual per
Capita Growth = 7.6 percent
$500.0 +

\3454.8
$486.7
$450.0 1 $426.4 \
$451.0

$400.0 + Current Trends: Annuali per
$358.9 Capita Growth = 7.0 percent
$385.0
$350.0
31.3 $356.9
$300.0 + + : : t + —

1995 1996 1997 1998 1999 2000 2001 2002
Source: Lewin-VHI estimates using the Health Benefits Simulation Model (HBSM).
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FIGURE 13

COST SHIFT TO EMPLOYERS UNDER ILLUSTRATIVE
- MEDICARE AND MEDICAID CUTS

Amount Shifted | Percent Increase | Cost Increase
to Employers in Employer per Covered
(In billlons) Costs Worker

1995 $0.0 .- .--
1996 $1.6 0.5% $22
1997 $3.2 1.0% $44
1998 ' $7.5| 21% $104
1989 -~ i $11.3 3.1% $157
20000 . - . $12.8 32% $175
2001 .o $15.4 3.6% $210
2002 o $17.5 3.7% $238

Source: Lewin-VHI estimates using the Health Benefits Simulation Model (HBSM).

B. Impact on Workers by Industry Type and Firm Size

Empirical evidence indicates that employers are likely to pass on much of the
increase in employer costs to employees in the form of reduced wages.'** !> Employers are
typically limited in what they can charge in the market place, necessitating changes in
other compensation costs as employer premiums increase. Based upon a review of the
literature, we assume that, on average, 88 percent of the change in employer costs under
these reforms would be passed on to workers in the form of lost wage growth."*

Under these assumptions, about $61.0 billion of the $69.3 billion increase in
employer costs due to cost shifting would be passed on to workers in the form of lost
wage growth. This wage loss is in addition to the $5.9 billicn increase in employee
premium contributions resulting from higher private insurance premiums. Overall, the
amount of the cost shift passed through to workers would be $66.9 billion including lost
wage growth and higher employee premium contributions (Figure 14). Lost wages and

2 See, for example, Jonathan Gruber and Alan B. Kreuger, “The Incidence of Mandated Employer-Provided

Insurance: Lessons from Workers Compensation Insurance,” in Tax Policy and the Economy (1991); Jonathan
Gruber, “The Incidence of Mandated Maternity Benefits,” American Economic Review, (forthcoming); and
Lawrence H. Summers, “Some Simple Economics of Mandated Benefits,” American Economic Review (May
1989).

See, for example, James Heckman, “What Has Been Leamed About Labor Supply in the Past Twenty years””
American Economic Review, (May 1993).

This estimate is consistent with estimates presented in the literature. For example, Gruber and Kreuger, op. cit.,
find that about 85 percent of the costs of mandated worker's compensation benefits are shifted to employees in
the form of reduced wages, while Gruber, op. cir., found that virtuaily ail of the employer’s cost of mandated
maternity benefits are shifted to the employee.
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in these industries. For example, about 23 percent of the pass-through would fall on the
services industry due to the large number of persons employed in that industry, even
though fewer than half of all workers in this industry have coverage on their job. Thus,
even though the cost impact per worker would be greatest in high coverage industries,
much of the cost shift will fall on lower coverage industries.

C. Effects By Family Income And Wage Level

As discussed above, employers will pass through to workers about $66.9 billion of
the cost shift resulting under the proposed Medicare and Medicaid cuts. This includes
increased employee premium contributions and lost wage growth. About 25 percent of
this pass-through will be borne by workers eaming less than $10.00 per hour ($20,800 per
year). The amount of the pass-through to workers over the 1996 through 2002 period
would range from $685 for the lowest-wage workers to $1,233 for workers making
$25.00 or more per hour (Figure 15).

FIGURE 15

DISTRIBUTION OF COST SHIFT PASS-THROUGH PER WORKER
BY FAMILY INCOME AND WAGE LEVEL (1996 THROUGH 2000) "%

Family iIncome
Under $10,000 o $2.2 $863| 3.3%
$10,000-$14,999 ~ $1.7 $772| 2.5%
$15,000 - $19,999 . $3.0 $962| 4.5%
$20,000 - $29,999 $7.6 $711]  11.4%
$30,000 - $39,999 $9.2 $913| 13.8%
$40,000 - $49,999 $8.1 $881 12.1%
$50,000-$74,999 $15.0 $923| 22.4%
$75,000 - $99,899 .. . $10.3 $1,015) 15.4%
$100,000 and over - $9.8 $1,084| 14.6%
Wage Level
Under $4.25 per hour - $3.4 $685| 5.1%
$4.25< $6.00 perhour. $2.3 $726| 3.4%
$6.00 - $10.00'per hour $11.0 $828| 16.4%
$10.00 - $15.00 per hour - $13.9 $784| 20.8%
$15.00 - $25.00 per hour - $21.1{. $1,011| 31.5%
$25.00 or more porhour $15.2 $1,233| 22.7%
Total C i =866 - - :$925]  100.0%

a/  Includes the increase in employee share of premium and the amount of the employer share of the cost increase
that is passed on to workers in the form of lost wages.

b/ _ Family income and wage level are based on 1994 dollars.

Source! Lewin-VHI estimates using the Heaith Benefits Simulation Model (HBSM).
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FIGURE 17
PERCENT OF WAGE INCREASE FOR COVERED WORKERS OFFSET BY COST SHIFT
FROM MEDICARE AND MEDICAID CUTS: 1996 THROUGH 2002 v

100% 1 9.3%

8.0% r

6.0% {

[ 4.1%

4.0% 1 -
- 2.5% 2.7% 2.2%
2.0% } 1.6%
| i m
0.0% | — . ; - .

All Covered Under $6.00 $6.00-$10.00 $10.00-$15.00 $1500-$25.00 $25.00 per Hour
Workers per Hour per Hour per Hour per Hour of More
a/  This figure shows the cost shift pass-through (i.c., lost wages and increased payroll deductions) as a percentage
of the total amount of wage increases that would have occurred over the 1996 through 2002 period for covered
workers if the Medicare and Medicaid cuts had not been enacted.
Source: Lewin-VHI estimates using the Health Benefits Simuiation Model (HBSM).
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2002. Many employers also may respond by increasing employee cost sharing in these
17
plans.

B. Medicaid Coverage

As discussed above, Medicaid enrollment is assumed to decline due to the
reductions in Medicaid funding. Under the assumptions used in this analysis, we estimate
that the number of persons covered under Medicaid in 2002 would decline from 45.9
million to 37.4 million. This represents a reduction in Medicaid coverage of 8.5 million
persons in that year.

Not all of those who lose Medicaid coverage under the act would become
uninsured. For example, many of those who are receiving Medicaid benefits are also
covered under Medicare (15 percent). Dual eligible Medicaid beneficiaries who lose their
supplemental Medicaid coverage under the act would not be counted as uninsured because
they would retain their Medicare coverage. After adjusting for dual eligibility, we estimate
that of the 8.5 million persons who lose Medicaid coverage under the act, about 7.2
million would be added to the ranks of the uninsured.'®

C. Combined Loss of Coverage

Under current policy, we estimate that the number of uninsured persons in the U.S.
would increase from 39.7 million in 1995 to 45.9 million by 2002 (Figure 18). Under the
reconciliation act, the number of uninsured in 2002 would increase from 45.9 million to
53.7 million; an increase of 7.8 million persons. This includes the 7.2 muilion persons who
would lose coverage due to coverage terminations under Medicaid and a reduction in
employer coverage of 647,000 persons resulting from the premium increases caused by the
cost shift.

7 The Methodology used to develop these estimates is presented in: John F. Sheils, et al., “The Health Insurance
Premium Model (HIPM): Technical Documentation,” Lewin-VHI, Report to the Healthcare Leadership Council,
March 27, 1995. These estimates are a net figure reflecting the fact that some of the workers who lose employer

. coverage will purchase individual non-group coverage. -

-We estimate that 15 percent (1.3 million) of the 8.5 million persons who lose Medicaid coverage under the act .
wouid be dually eligible for Medicare.
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VI. Summary and Caveats

Our analysis indicates that cost shifting does occur among both hospital and
physician services. However, we find that only a portion of increases in payment shortfalls
are passed on to private payers in the form of higher prices. The remainder is covered
through either increased efficiencies or reductions in services provided. The growing trend
toward selective contracting suggests that the provider's ability to shift costs would
diminish as selective contracting increases over time.

Ultimately, families will pay for the cost shift. For example, private payers pass the
burden of higher prices on to their customers in the form of higher premiums. Employers
then pass on the cost of the increased premiums to workers in the form of reduced wage
growth and increased employee contributions. We estimate that the proposed Medicare
and Medicaid budget cuts are expected to increase real health expenditures for workers by
$72.4 billion over the 1996 through 2002 period. The cost shift could be substantially
greater than we have estimated here depending upon the effectiveness of managed care
and the way in which providers respond to the budget cuts.

This analysis is limited to the financial effects on employers and employees by
industry, firm size and income. It does not describe the effects of increased public-program
shortfalls on the availability and quality of care for program beneficiaries and the
uninsured. It also does not describe the impact of cost-shifting on health care providers
beyond the loss of revenues.
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COST SHIFTING

Medicare Savings Without Reform Will Lead to Cost Shifting

. If deep reductions in Medicare spending are taken in the absence of health care
reform, the burden of these cuts will be shifted to those who buy private insurance.
This "cost shifting” occurs when doctors and hospitals provide services below cost to
Medicare patients and then overcharge people with private heaith insurance to make
up the difference. The experts agree:

. Henry Aaron, an economist and an expert on health care issues, recently said
that "[l]arge reductions in Medicare spending within the current program
framework will impose . . . taxes on private businesses and individuals."

. The Congressional Budget Office (CBO) has estimated that about one-quarter

of spending cuts will simply be shifted -- in the form of price increases -- to
private purchasers of health care services. (Analysis of Congressman
Gephardt’s Health Care Proposal, December 27, 1994) In an earlier report
(where CBO found even more cost shifting), CBO stated that, during the
1980s, "[h]ospitals offset most of the rise in unreimbursed costs by generating
higher revenues from private payers, a practice commonly known as ’cost
shifting.” The revenues from private payers that were used to cover
unreimbursed costs increased over the period -- from a 6 percent average
markup over the costs of treating private patients in 1980 to a 15 percent
markup in 1989. . . . These results suggest that, in the current multiple-payer
health care system, actions taken by one payer to control health spending can
have a significant impact on spending by other

payers. . . . As a consequence, in the absence of other changes, further
attempts to control public sector spending would probably produce additional
cost shifting to the private sector . . . . (Responses to Uncompensated Care
and Public-Program Controls on Spending: Do Hospitals Cost Shift?.
Congressional Budget Office, May 1993)(emphasis added)

. The Prospective Payment Assessment Commission (ProPAC) says that "every
percentage point of Medicare cost increase not reimbursed by the Medicare
payment increase will, all else equal, translate into a percentage point of
additional revenue needed from the private sector.” And these numbers are
not small change. In 1992, "hospitals spent $26 billion more than they
received for furnishing services to Medicare, Medicaid and uninsured
patients" -- and $11 billion of this total was {rom Medicare alone. "In the
same year, [hospitals] took in $29 billion in revenue above their costs of
providing care to privately insured patients." (Report and Recommendations
to Congress, Prospective Payment Assessment Commission, March 1,
1995)(emphasis added)




. And an editorial in the May 13, 1995 issue of The Economist raises the same
concerns about "tackling Medicare on its own." "Although the federal budget
would benefit, these savings could be offset by higher costs in private health
care . . . Thus the best way to cut Medicare . . . would be to subsume them
within broader health reforms."

. [t’s a basic rule of physics. And it’s common sense. For any action there is an
equal and opposite reaction. If you squeeze a balloon on one side. it forces the air
to the other. Likewise, cutting Medicare costs without reforming the health care
system merely forces privately insured middle class Americans to pay more. And
the purchasers with less power in the health care marketplace, like small businesses,
are most likely to pay higher prices to offset the losses.

Health Care Reform Will Protect Against Cost Shifting

. Health care reform, including insurance reforms targeted to the small group market,
will cushion the effects of this cost shift by improving the efficiency and fairness of
the health care system.

. Expanding coverage, ensuring that people can keep the coverage they have,
and making affordable insurance more available will reduce uncompensated
care, which in turn will reduce the unrecovered costs that providers pass on
to people with private insurance to make up the difference.

. In addition, purchasing pools -- which allow small businesses to pool their
bargaining power -- will give them the clout they need to protect themselves
against cost shifting.

. That’s why the President has consistently said that we must control the growth of
federal health care spending, but we must do it as we reform our health care system
as a whole -- not by arbitrarily cutting these programs to pay for tax cuts or other
priorities.



If we did some type of rate controls that limit variation and guaranteed issue:

. Forcing insurers to compete on price and quality, rather than by choosing
only younger, healthier individuals as they can today, will make the market
more efficient. This should reduce premiums over time and offset the effects
of cost shifting.
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If deep Republican Medicare cuts take place in the absence of health care
reform, the burden of the cuts will be shifted onto the backs of those who
pay for private health insurance, especially small employers, while the
money will be used for a whole range of other Republican priorities, such
as tax cuts for the wealthy. Cost shifting Medicare losses takes place when
health care providers agree to provide services below cost to Medicare
patients and then overcharge people with private health insurance to make
up the difference. The weakest payers, such as small businesses and
individuals purchasing health insurance on their own, are the most likely to
have to pay inflated health premiums that are increased to offset the cost of
Republican cuts.

Independent health care experts at the Prospective Payment Commission
confirm that “cvery percentage point of Medicare cost increase not
reimbursed by Medicare payment will, all clse equal, translate into a
percentage point of additional revenue needed from the private sector.”
And these numbers are not small change. In fact, in 1992, “hospitals spent
$26 billion more than they received for fummishing services to Medicare,
Medicaid, and uninsured patients” -- and $11 billion of this total was from
Medicare alone [ProPAC 1995, page S]. “In the same ycar, [the hospitals]
took in $29 billion in revenue above their costs of providing care to
privately insured patients” [ProPAC 1995, page S]. If this trend continues,
deep Republican Medicare cuts will continue to come right out of the back
pockets of the privately insured.

We believe that the Medicare system needs reform and that we have to get
Federal health spending under control. But to really make this work and
not just cost-shift to spending from tax dollars to insurance premiums, we
need 10 improve our health care system as a whole. 1f we get Medicare
savings while taking the first steps toward health care reform, we can
minimize cost shifting by strengthening the private marketplace and giving
more purchasing power to our small businesses and individuals.
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NOTES ON MEDICARE/MEDICAID CUT8 AND COST-SHIFTING
mijm 6/2/95

e In general, the burden of cuts in spending on Medicare and
Medicaid will not stay with the party immediately affected as
these parties try to escape the burden of the cut or to shift the
burden somewhere else. This is especially true for cuts that
initially affect providers.

e The burden of spending cuts will usually wind up resting with
the party least able to shift the burden elsewhere. In this
sense, the process of burden-shifting resembles a game of musical
chairs. All participants in the health care market try to ensure

that they are not the party winding up bearing the brunt of the
spending cuts.

® For example, a reduction in Medicare payments to hospitals may
not actually reduce the total resources available to hospitals.
Possible responses include:
Hospitals increase the guantity of services provided to
Medicare beneficiaries keeping net revenues approximately
constant. In this case, the burden is shifted back to
Medicare.

Hospitals become more reluctant to treat Medicare
beneficiaries or reduce the gquality of services provided.
In this case, the burden is shifted to beneficiaries.

Hospitals, seeing revenues from Medicare falling, increase
the charges for care provided to other, non-Medicare,

patients. In this case, the burden is shifted to individual
patients and insurers.

To the extent insurers are charged more for health
care, the cost is borne either by shareholders of the
insurer or passed on to customers (e.g., employers who
purchase insurance coverage for their employees). 1If
enployers' costs of purchasing health insurance
-increase, they may respond by charging employees more
for health care benefits provided or dropping health
insurance coverage altogether. In these cases, workers
bear the burden of the Medicare cuts in the form of
lower take-home pay or dropped coverage.

Hospitals unable to shift the cost of lower Medicare
reimbursements to other paying patients may view the
uncovered cost of treating Medicare beneficiaries as
uncompensated "charity care'. In this case, the burden of
Medicare spending cuts is borne by society as a whole,
through either tax revenues used to support public hospitals
or through collective charitable contributions.

® Similar examples apply to Medicare cuts placed on other health
care providers (e.g., physicians, laboratories, and outpatient




-

JUN-82-1995 11:42 CER ROOM 317 202 395 6809  P.Bd3/083

facilities).

e In recent years, employers and insurers and especially health
maintenance organizations (HMOs) have become more sophisticated
and more successful at avoiding the efforts of health care
providers to shift costs in their direction. This makes it very
difficult to predict who ultimately will bear the burden of
expenditures cuts in the major public health programs (Medicaid
and Medicare). _
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risk contracting program. and in fact may increase
Medicare spending as a recent evaluation indicat-
cd. In addition, Medicare™s policy of allowing
beneliciaries to disenroll on @ montbly. rather than
annual, basis may contribute 10 biased selection. It
could also distupt the continuity of care.

* Determining the AAPCC annually on a county
basis rcsults in substantial payment variation
among neighboring counties and from year to
year. As a result. many HMOs are discouraged
from participating in the risk contracting
progam because of low payments in their ser-
vice arcas and payment variability from one
year to the next. In addition. the AAPCC
methodology does not account for the costs of
services provided to Medicare beneficiaries by
Department of Veterans Affairs and other mili-
tary facilitics. Consequently, Medicare capitated
payments in somc arcas may be inappropriately
low, funther discouraging HMO participation.

» The Medicare program needs o provide bene-
ficiarics with more information regarding avail-
able plans and how they compare. This infor-
mation should include findings rcgarding the
quality of care delivered to beneficiaries by
HMO:s in their area and data on enrollee salis-
faction with alternative plans.

Alert 3: Changing Pattcrns of Subsidics Across
Payers and Providers

A price competitive health care systein will alter
past patterns of subsidies across payers and
providers. The ability of providers to cover loss-
es from Medicare and Medicald patients with
excess revenucs from private payers will dimin-
ish as compctition intensifics.

» Hospitals have always used gains from some pay-
ers to cover losses from others. They have also
relied on direct and indirect subsidies to help
finance the care they furnish 1o the uninsured.
These practices have spread rapidly in recent
years. But as competition accelerates, payers will
become less willing to finance these extra costs.

.

* Over the past decadc, Medicarc and Medicaid
have curtailed the rise in their per case payments
to hospitals, Instead of reducing cost growth as
public payers constrained payments, however,

|
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hospitals responded by increasing revenue from
private payers. In 1992, hospitals spent $26 bil-
lion more than they received for furnishing ser-
vices to Medicare. Medicaid. and uninsured
paticnts. In the same year. they ook in $29 bil-
lion in revenue above their costs of providing
care 1o privately insured patients. Because hospi-
tals could get additional revenue from private
pityers. Medicarc was able 10 slow payment
growth without a commensurate decrease in the
cost of furnishing care 1o its beneficiarics.

* Many hospitals will have difficulty securing extra
revenues from privale payers 1o subsidize losses
from public programs because of accelerating
price competition. To remain financially viable,
therefore, they will have to constrain the growth
in the costs of furnishing care to all patients.

» This deccleration in hospital costs per case began
in late 1992. Coniributing to this trend were
improved labor productivity, smaller wage and
salary increases, and a more gracdua) rise in the cost
of supplies and services that hospitals purchase. In
addition. hospital length of stay has declined for
elderly and nonelderly populations alike. Conse-
quently, growth in the average cost per case is
moderating for Medicare and other payers.

* Mcdicarc’s payments relative to the costs of
services provided to beneficiarics continue to
be below those of most private payers. Because
of the recent slowdown in cost growth, howeyv-
er, subsidies from private payers that offset
these Josses will not need to increase. Indeed,
though still substantial, these subsidies appear
10 have dropped in 1994.

* Surplus revenune from private payers also has
been used to subsidize losses from Medicaid
and uninsured patients. }f hospitals are unable
10 continue to obtain these additional revenues,
they may avoid providing care to some public
program beneficiarics and to the uninsured.
Moreover, the pressure to do so is likely to rest
most heavily on certain hospitals.

Alcrt 4: Assessing Further Reductions in
Mecdicare Hospital Updates

While the growth in Medicare hospital per case
payments can be reduced further, it is important

> Sk
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Chapter 1

Medicare and the

Evolving Health Care System

America’s health care sysiem is undergoing a
ransformation, resulting from spending that con-
sistently has risen much faster than can be
explained by population growth and general infla-
tion for the pas! three decadecs. A major restructur-
ing in the financing and delivery of care is under
way that will have lasting effccts on how care is
provided to the entire population. including Medi-
care beneficiaries. Before looking at the changes,
however, it is important 10 understand the context
in which they arc taking place.

Among the factors contributing to higher health
care spending are greater demand for scrvices and
the development, diffusion, and use of medical and
technological advances. Not only are pcople receiv-
ing more services, but these are of higher intensity.
The utilization spiral historically has been fueled
further by the nature of health care financing. char-
acterized by third-party insurance coverage and
fee-for-service payment. Providers traditionally
have been paid on a per service basis, linking their
revenues with the quantity of services they furnish.
Health insurance has shiclded consumers from the
direct cost of service usc.

The dynamics of the medical marketplace also
differ from those in thc markets for most other
goods and scrvices—and may help explain why
cosis have grown. In most markets, consumers
choosc the lowest-priced product of acceptable
quality, but price has becn Jess important in the
health carc sector, partly because of insurance.
Additionally. physicians gencrally select the ser-
vices provided; rarcly—until recently—have they
been held accountable for patient care costs. Fur-
ther, hospitals and other providers have competed
for patients based on the perceived quality of their
products, rather than on price. Frequently, competi-
tion has entailed acquiring costly technologics,
expanding capacity, and offering services and
amenities with litle attention to cost.

All this is changing. Recent trends indicatc that
the growth in health carc spending is moderating.
Competition among insurers and providers is
increasing, with price becoming a more important
consideration in health care purchasing decisions.
Employers and other buyers of insurance are
demanding lower premiums. Third-party paycrs are
using capitation and other managed care techniques
to constrain their costs by negotiating price reduc-
tions, sharing financial risk with providers, and
controlling service use.

For a decade, Medicarc has attempted to curb its
cxpenditures by limiting the rise in payment for
cach service that is furnished. For examplc, Medi-
carc policies control the payment for each hospital
discharge as well as for each unit of service deliv-
ercd by physicians and other providers. Neverthe-
less, program spending has continued to grow
vapidly because there are more bencficiaries, and
because the number of services each Medicare
palient receives is rising.

The major restructuring of the financing of health
care services will affect how health care is provided.
Increased price competition, together with contin-
ued payment constraints by government payers, has
the potential lo slow the risc in health carc spending
by reducing excess capacity, eliminating services of
little or no value, and enbhancing overall system effi-
ciency. Greater competition. however, can have
adverse effects if insurance plans or providers
attempt 1o control their costs by accepting only the
healthicst individuals or by failing to provide appro-
priate services. People who are uninsured or at high
risk for illness, those who cannot afford (o travel to
selected providers, and those living in underserved
areas may be at a disadvantage in a highly compcti-
tive health care system. The providers that care for
these vulncrable populations and thosc that furnish
other socially valuable services, such as medical
education, also may be disudvantaged.
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In this chapter. the Prospective Payment Assessment
Commission (ProPAC) examincs the evolving
health care marketplace and Medicare’s role within
that marketplace. Changes in health care financing
and scrvice delivery are described. Recent health
carc spending (rends are presented, along with the
relationship between Mcdicare's payment policies
and thosc of other payers. The increcased competi-
tion and restructuring occurring in the financing
and delivery of medical care are likely to affect the
rate of growth and the distribution of spending by
the private scctor and by government programs.
These changes could, therefore, have important
consequences for access, service use, and quality of
care.

THE CHANGING HEALTH
CARE MARKETPLACE

Between 1980 and 1993, national health care
spending grew more than 250 percent, largely
because of the financial environment in which
health care services are delivered.! Insurers tradi-
tionally played a passive role in managing spending
because they were able to increase insurance pre-
miums. Employers—the predominant payers of
health insurance premiums—either raised product
and service prices or delayed wage increases or
other benefits 10 pay for higher premiums.

As a result of this financial environment, hospi-
lals and other providers have attempted to improve
the quality of their services with little regard to the
cost. Capital improvements and expansions, along
with technological advances, have enhanced the
quality of and access to health care. At the same
time, however, thcy have contributed to the tremen-
dous growth in health care spending—from 9 per-
cent of the nation’s domestic output in 1980 to0
nearly 14 percent in 1993.2

Payment methodologies also have played a sig-
nificant role in the rise of health care expenditures.
Providers historically have been paid based on their
costs or charges for each unit of service. These
cost-based and fee-for-servicc payment methods
give providers incentives to increase the frequency,
duration, intensity, and specialization of scrvices,
leading to growth in overall spending.

In the early 1980s, Medicare expenditures were
outpacing thosc in the private sector. To contain
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spending. Medicare implemented several payment
policy changes. most notably the prospective pay-
ment system (PPS) for inpatient hospital care.
Under this system, hospitals gencrally receive a
fixed payment for cach patient discharge. regard-
less of the amount or duration of services provided.
PPS helped contain the growth in inpaticnt expen-
ditures, thereby reducing the increase in total pro-
gram spending.

Medicarc's PPS, together with a decline in hospi-
tal admissions, resulted in an initial slowdown in
overall hospital expenditurcs. This phenomcnon
was temporary, however, duc to the relative lack of
spending controls by other payers. While PPS con-
strained Mcdicare inpaticnt hospital paymcnts, hos-
pital costs continued o grow at historical rates. As
their costs incrcasingly excecded Medicare pay-
ments, many hospitals generated larger revenue sur-
pluses from private insurers, a practice commonly
referrcd 0 as cost shifling. Because they were able
to cost shift, many health care providers did not
have 10 confront financial pressurcs imposed by
Medicare and some other payers. Cost shifting also
meant that the constrained growth in Medicare pay-
ment rates gencrally did not impede access to or
quality of care for Medicarc beneficiaries.

Medicare's inpatient hospital payment policies
hastened the decline in hospital admissions and
length of stay; technological advances also con-
tributed 10 this trend. An increasing number of ser-
vices are provided in other sites, such as hospilal
outpatient and ambulatory scitings, post-acute facil-
itics. and the home. These factors have contributed
to an overall excess in hospital inpatient capacity.

Recent trends indicate that price is becoming a
more important consideration in health care pur-
chasing decisions. Many of these changes began
during the 1980s, but they have accelerated recent-
ly. This may be attribuiable to various factors,
including a growing share of employers’ dollars
being spent for health care benefits, as well as a
greater awarencss of spiraling health care spending,
highlighted during the 1994 debate on national
health care reform.

Financial Constraints

The growth in health care expenditures is caus-
ing many buyers (primarily employers) to scek
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insurers or benclins Managers that offer Sealth
benefit packages al luwer premiums. Insursrs are
implementing new struteyivs to contain spending
by controlling the paytjey per unit of service, as
well as the total numiber of services furnished.
These approaches includ converting provider pay-
ment melhoc?ologics fram fee for service 1o more
comprehensive puyment ynits—such as per day
and per case Or per Capity .-and implementing uti-
lization review progray, Consequently, providers
face different financi;) mcentives, as they bear
more of the risk assacinied with healih care cost
increases.

Many health care purchygers are turning o man-
aged carc plans, which uficn have lower premiums
than conventional indlemnity plans. The term man-
aged cure encompassey variety of arrangements,
but a_ll rely on rgslricuiung the choice of health care
proylders and limiting Clinjcians’ options to prc-
scribe treatments. Comgn plan types include
health mni_mcnancc Orginizations (HMOs), pre-
ferred provider organizatjogs (PPOs), and point-of-
service plans.

Managed care planx yse various techniques to
congrol their costs. Subseribers are limited in their
c'hmcc of providers or ivey strong financial incen-
tives (0 choose particulyy providers, By specifying
doct.onjs and hospitulx, imanaged care plans can
negotiate favorablg Piayment rates and select
providers that demonstene lower-cost practice pat-
terns. Further, plfms My share financial risk with
prowders. by using cupityted payment arrange-
ments or, in the case ot hoxpitals, a per diem or per
case payment. Other leclinigues include utilization
review mccha_msms Al requirements that all spe-
cialized services be preauthorized by a primary
care practitioner. Many managed care plans
cncourage preventive services to detect or avoid
futur_e_coslly cpndilinn.\'. Some control costs by
acquiring hospitals ay| cemploying physicians so
that they can provide services directly to sub-
scribers.

The number of people enrolled in some form of
managed care js ETOWing rapidly. Enrollment in
HMOs—thc most tightly controlicd managed
care arrangement—umaore (han doubled between
1985 and 1994, from ¥ percent of the population
to about l9_ pereent (see Pigure 1-1). While HMO
mcmbership is expanding at the national level,
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Figure 1-1. U.S. Population Enrolied
in Health Maintenance
Organizations, 1885-1994
(In Percent)
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Note: Data for 1985-1988 are reponad as of June 30; dara for 1988
1893 reporied as of Docombiar 31; 1994 data are estimnied as
of Dacember 31, 1894,

SOURCE: QGroup Heatth Asgoclation of Amenica, Pattems in HMO
Lnrodment, June 1894, and the Dapanment of
Commarce, Bureau of the Cendus,

HMO market penetration varics widely at the
state level. In California and Massachusetts, for
example, almost 3§ pcrcent of residents belonged
to an HMO in 1993, compared with Alaska, West
Virginia, and Wyoming. where there was virtually
no HMO activity.?

Enrollment in PPOs and other types of managed
care also is accelerating. PPO subscribers generally
have more choice of providers, although they are
encouraged to use particular ones through financial
incentives. In firms with 100 or more employees,
PPO enrollment rose from 16 percent of all insurcd
workers in 1991 to 26 percent in 1993.* Similarly,
PPO enroliment for workers in smaller firms went
up from 13 percent to 18 percent between 1990 and
1992.% Data on other forms of managed care are
limited: however, anecdotal evidence suggests they
are experiencing similar trends.

. Managed care methods increasingly are affecting

people who remain in fee-for-service indemnity
insurance arrangements. Many indemnitly insurance
plans are incorporating utilization management fea-
tures. In 1993, 90 percent of workers in firms with
100 or more employees were cnrolled in fee-for-
service plans that required certain services 10 be
preauthorized by the insurer.®
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A growing number of states are attempting to
control rising Medicaid expenditures by establishing
managed carc programs for Medicaid recipients.
States generally need a waiver from the Federal gov-
ernment to implement such programs. Currently, 44

states and the District of Columbia have some type

of managed carc program in place, ranging from pri-
mary care case management to mandatory HMO
enrollmen.” Thesc programs usually encompass
specific gcographic areas or populations, but several
states have implemnented statewide programs. The
number of Medicaid recipients enrolled in managed
care plans incrcased 66 percent between 1993 and
1994, from 4.8 million 1o nearly 8 million.# Man-
aged care enrollment grew from almost 10 percent
of the Medicaid-eligible population in 199} to nearly
24 percent in 1994 (see Figure 1-2).

Provider Responses

Changes in the financing of hcalth carc are caus-
ing providers to reconsider how they do business.
Confronted with intensified pressures 10 compete
on the basis of price, they have three choices: con-
trol costs, increase volume in order to raise rev-
enues, or both. Given changing financial incentives.
the challenge for health care providers is 10 manage
care delivery—and the resources uscd to provide
that carc—more cffectively.

For hospitals, this is especially important. The
combined growth in risk sharing arrangements,

Figure 1-2. Medicald Managed Care
Enroliment, 1891-1994
(In Percent)

25

20 A

1991 1992 1993 1904
Year
SOURCE; Heath Care Finaroing Adminiatration, Otlice of Managed Care.
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utilization review, and technological innovations
has exacerbated the problem of excess capacity.
Many services that previously were furnished on an
inpatient basis are now being dclivered in ambula-
tory seutings. In addition, paticnts with conditions
that require an inpatient stay are recovering in post-
acutc facilities and at home. The heightcned
demand for nonacute services has stimulated
growth in the number and type of providers that
compete for patients. Among these are hospital out-
patient departiments; free-standing ambulatory, sur-
gical, and diagnostic imaging centers; rehabilitation
facilities; and homc health agencies. Insurers and
managed care plans are capitalizing on the excess
inpaticnt capacity to negotiate favorable prices for
hospital scrvices. Competition also is rising in
other scctors, as private payers use managed care
techniques to channel patients to selected physi-
cians and other providers.

To succeed in the increasingly competitive envi-
ronment, hospitals and other providers are secking
ways to strengthen their market position. These
methods range from developing outpatient and
post-acute componcnts to forming joint ventures
with other providers and, in some cases, merging
hospitals and cntire hospital systems. The amount
of collaboration between providers is widespread
and unprecedented. The exient of this activity
varies and often js directly related to the private
sector market forces within an area. Each market
differs, and these diffcrences influence how
providers respond to growing price competition.
Areas heavily penetrated by managed care arrange-
ments, for instance, are seeing more and more
provider collaboration.

One of the more significant structural changes in
the health care industry is the formation of intcgrat-
ed service dclivery nctworks. These networks joint-
ly market a comprehensive set of services to health
benefit plans, insurers, or purchasers. They try to
achieve savings through economies of scale and
scope and the coordination of patient care.

Networks may include otherwise competing
providers as well as those offering complementary
or unrelated scrvices. Besides physicians, they also
may incorporate acutc and post-acute facilities, other
ambulatory-based providers, and, in some cases. an
insurance component. By participating in networks,
hospitals and other providers can compete more
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ctfectively tor managed care contracts, thereby
increasing their market share and improving their
financial condition.

Quality and Access

Changes in the financing and delivery of health
care services arc likely to affect the type. amount,
and quality of services pcople receive. Access to
care for certain individuals, particularly those with-
out insurance, may also be compromised in a price-
competitive cnvironment. An estimated 39.7 million
Americans (15.3 percent of the population) lacked
health insurance coverage during the 1993 calendar
year, an increase of 1.1 million over 1992.° The
amount and quality of services used by uninsured
patients arc lower than for the rest of the population.
Uninsured persons visit a physician less often and
have fewcr hospitalizations despite their poorer
healih status.'® Those who are hospitalized are sick-
er on admission; use fewer costly, discretionary ser-
vices: and appear 1o have a higher risk of dcath,
both in the hospital and after discharge.'!

With rising price competition in the marketplace,
these disparities could be exacerbated. As payers
negotiate larger discounts from providers, those
that serve a population made up predominantly of
Medicaid enrollees and the uninsured will be
increasingly disadvantaged. Fewer payers may be
willing to finance care to the uninsured through
cost shifting, and fewer providers may be willing to

. take on this financial burden.

Changes in the health care market are also likely
to affect the care received by the insured popula-
tion. Many studies have shown that HMO enrollees
have different utilization patierns, compared with
members of traditional indemnity fee-for-service
health insurance plans. HMO enrollees have lower
hospital admission rates and more physician office
visits than non-enrollees.!2 It appears thut managed
care physicians substitute ambulatory care for at
least a portion of inpatient care. In addition, these
Physicians pravide less intensive care in both inpa-
tent and ambulatory settings compared with their
fee-for-service counterparts.'® Despite differences
In the patterns of care furnished, the quality of care
and health vutcomes do not appear to differ
between HMOs and fee-for-service plans. More-
over. IMO consumer surveys indicate a high
degree of satisfaction.
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Some have argued that the lower utilization rates
in HMOs and other managed care plans are due to
favorablc cnrollee sclection. Another explanation is
the reliance on physician “gaickeepers™ (o authorize
the use of specialty services and otherwise coordi-
nate care. It is clear. however, that providers paid a
predetcrmined amount for furnishing comprehensive
services have incentives to minimize the quantity
and intensity of those services. How this will affect
the quality of health care in the future is not known.

Research has documenied wide variation in the
use of health carc services by various population
groups.!® While some of this variation may be
appropriate—reflecting, for example. differences in
patients’ health status—much may be inappropriate
and undesirable. To the cxtent that providers con-
strain needlcss use and control the intensity of ser-
vices that do not improvc patient outcomes or are
furnished incfficiently, quality of care can be main-
tained or even improved. Providers can also
improve quality and possibly avoid future use of
expensive services through prevention and health
promotion activities. The ability to identify inap-
propriate or incfficient service use, however, is lim-
ited. Most diagnostic and therapeutic interventions
have not undergone rigorous evaluations of long-
term outcomes that would allow targeted elimina-
tion or expansion of use.

HEALTH CARE SPENDING AND COSTS

Data on overall health care spending provide
some indication of the impact of the changes in the
health care marketplace. Recent trends suggest a
slowdown in national health care spending over the
past few years (see Figure 1-3). After accounting
for inflation, beiween 1990 and 1993 national
expenditures grew at an average annual rate of 4.7
percent, compared with 5.7 percent between 1980
and 1990 and 5.4 percent between 1970 and 1980.

Marketplace changcs may also help explain why
private sector spending pcr person has, in recent
years, grown more slowly than Medicare's spend-
ing per enrollee (sce Figure 1-4). Medicare expen-
ditures grew faster than private sector spending in
the carly 1980s. This pattern reversed in 1984—
following PPS implementution—and continued
through 199). In 1992 and 1993, however. Mcdi-
carc expendilures again were growing faster than
those in the private sector.
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Figure 1-3. Real Average Annual Change In
Natlonal Health Expenditures,
1960-1983 (In Percont)

1960-1870  1970-1980 1980-1980 1990-1693

Year

SQURCE: ProPAC snalysis of national heallh axpenditute dets from
the Heanh Cara Financing Adminsication, ONice of the
Actuary.

Spending growth rates for the different health
care sectors have varicd substantially in recent
years. For example, overall hospital spending expe-
rienced the third lowest rcal increase since the
beginning of the Medicarc program, decelerating

Figure 1-4, Real Average Annual Change in
' Medicare Expenditures Per
Enroiles and Private Health
Insurance Expenditures Per
Peraon, 1979-1993 (in Percent)

o_‘ B ’ - ..
- 1979-1983  1933-1987  1887-1981 19911993

Year

B Medicare oxpenditures

Privato health ingurance exponditures

SOURCE: ProPAC analysis of dats from ihe Health Care Financing
Adminisiration, Otfice of the Actuary.
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from an annual growth ratc of 5.2 percent in 1992
10 3.6 percent in 1993.'5 Real spending for home
health care continued growing the fastest—20.2
perccnt in 1993—although even this was lower
than the 23.6 percent in 1992. Spending for physi-
cian services grew 2.8 percent after adjusting for
inflation, compared with 4.5 percent in 1992.

Hospitals

Inpatient hospital carc represents the largest sharc
of hcalth carc spending. Payment policy changes
and technological advunces, however, have shifted
many procedures to ambulatory scltings, resulling
in lower hospital occupancy rates and excess capac-
ity. Insurers and managed care plans are taking
advantage of these faclors to pursue price discounts,
Consequently, many hospitals are being pressured
1o lower their prices to morc competitive levels,
necessitating lower cost growth as well.

The dramatic decline in the growth of hospital
costs over the past two years suggests that hospitals
arc adjusting to their changing financial cnviron-
ment (see Figure 1-5). From 1987 until 1992, hos-
pital costs per case grew about 9 percent annually.
In 1993, the rate dropped to 4.8 percent. This trend
appears 1o have continued into 1994, with costs

Figure 1-6. Annual Ch'ango in Hospltal
Costs Per Adjusted Admigsion,

1987-1894 (in Parcent)
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SOUHCE: ican Mospial A Nationas! Hospital Panet Survey.
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growing at a ratc equivalent to 2.1 percent annually
for the first nine months. The slowdown is even
more striking when the etfects of inflation are
removed. Real cost growth fell from an annual rate
of 5.0 percent in 1992 10 1.7 percent in 1993, In the
first nine months of 1994, inflation-adjusted costs
per case actually declined by 0.6 percemt, compared
with the same period in 1993.

Dcclines in average lengths of stay and slower
cmployec wage growth appear lo be key factors in
the recent downward trend. Ajter fluctuating slight-
ly with no net change between 1985 and 1991,
average length of stay fell 1.5 percent in 1992 (see
Figure 1-6). This trend continued in 1993 and
1994, with additional stay reductions of slightly
more than 3 percent in each year.

For many years, hospital wages grew faster
than those for all civilian workers. This gap
began o narrow in early 1993 (see Figure 1-7).
By the end of that year, hospital wage increases
fell below those in the rest of the economy. Since
then, hospital wage growth has continued to slow.
In the third quarter of 1994, average wages for
hospital employees grew no faster than general

e s r
intlation.

The recent downward trend in hospital cost
growth is nol unpreccdented. Rates have slowed

Figure 1-8. Average Annual Change In
Length of Stay: 1885-1891 and
19892-1994 (In Percent)
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Figure 1-7.

Change In Hospital Workers'
and All Civiilan Workers’
Compensation, 1992-1984
(In Percent)
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dramatically several other times during the past 25
years, cach time in response to an explicit govern-
ment policy or cost-containment initiative (see Fig-
ure 1-8). For example, the steep decline in 1973
coincided with the Nixon Administration’s econom-
ic stabilization program. Decrcases in the late 1970s
and carly 1980s corrcsponded with implementation
of the Carter Administration’s voluntary hospital
cost controls and Mcdicare’s prospective payment
systemn for hospitals, respectively. In cach of these
periods, however, when the explicit pressure was
withdrawn or lessened, the slowdown did not contin-
ue. Similarly, because comprehensive Federal health
care reform seems unlikely in the immediate future,
the pressure to slow cost growth could diminish.
Nonetheless, many believe that today’s trend differs
from eurlicr ones because of changes in the private
insurance market that appear to be accelcrating,
rather than subsiding. Morcover, because the impe-
tus is bascd on the marketplace, there is a greater
likelihood that the pressure will be sustained.

Other Facilities

While inpaticnt hospital care continues 1o repre-
sent the largest share of 1otal heulth care spending,

9:59 AM P10




TEL:

Figure 1-8. Annual Change in Hospital
Costs Per Case, 1967-1992
(In Percent)
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SOURCE: American Mospiinl Assoclation Annual Survey of Hospials.

payment policies and technological advances have
shifted the site of care for a growing number of ser-
vices (o ambulatory settings, driving up spending in
this area. In 1984, for example, 15 percent of hos-
pital care was provided on an outpatient basis. By
1993, this share had increased to 23 percent.'® Hos-
pital outpatient spending grew 290 percent betwcen
1984 and 1993, while hospital inpatient expendi-
tures went up 82 percent.!?

Spending for post-acute services also has grown
rapidly, as paticnts increasingly are transferred 10
skilled nursing facilities, rchabilitation and long-
term hospitals, and the home to recuperate from
inpaticnt services or 1o be treated for chronic condi-
tions. The rising use of thesc settings may result
from several factors, including private sector incen-
lives to treat patients in less costly silcs as well as

changes in Mecdicare payment and coverage poli-

cies.

Volume continues to play a major role in the
growth of spending by these other health care
providers. This is best exhibited by examining
Medicare spending for home health services (sce
Table 1-1). Increases in the number of people
receiving home health care and the number of visits
for each person are primarily responsible for the ris-
ing spending for this service. In 1980, for cvery
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Table 1-1. Medicare Home Health Care
Utilization, 1980-1994

Persong Served Visits
Per Per
Number 1,000 Number Person

Year (In Thousands) Enroliees (In Thousands) Served

1980 726 26 18,322 225
1981 948 34 22,688 239
1882 1.154 40 30,628 265
1883 1,318 45 36,898 28.0
1884 1,498 50 40,422 270
1685 1.649 61 39,449 25.5
1986 1,571 51 38,000 242
1987 1.544 49 35.601 231
1888 1,582 49 37,132 236
1989 1,685 51 46,108 274
1890 1,840 58 " 89,565 35.9
1601 2,223 65 100,044 45.0
1692 2,523 72 134 844 534
1963 2,900 a1 173,953 60.0
1994° 3,220 88 209,148 65.0
* Eslimated

BOURCE: Health Care Financing Adminigtration, Office of the Aciusry,

1,000 Medicarc enrollees, 26 reccived home health
services. This figure nearly tripled by 1993, while
the number of visits reccived by each person nearly
doubled. Much of this growth was associaled with
changes in coverage policies. Increases in the num-
bers of uscrs and services provided per user also
have driven much of Mcdicare's higher spending
for skilled nursing facility care (see Table 1-2).
Dialysis for end-stage renal disease and certain out-
patient procedures demonstrate a similar—though
less pronounced—patiern.

MEDICARE IN THE CHANGING
MARKETPLACE

The changes in the health carc marketplace will
undoubtedly affect the Mcedicare program. Medi-
care is a major player in the health care arcna,
responsible in 1994 for the health care services of
some 36 million people at an annual cost of about
$150 billion.!® Although the program’s payment
policies are distinct from those of private payers,
the cost of providing carc to Medicare beneficia-
ries—particularly for hospital services—has been
linked to private sector payments through cost
shifting. Financial constraints in the private scctor
may affect this relationship. In addition, there is an
increasing divergence between Medicare's payment
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Table 1-2. Medicare Skilled Nursing Facllity
Utilization, 1980-1994

Persons Served Days
Per Per

Number 1.000 Numbor Person
Year (In Thousands) Enrollees (In Thousands) Served
1980 257 9 8.845 33.6
1981 251 9 8,518 33.9
1982 252 ] 8,814 35.0
1983 . 285 9 9.314 35.1
1984 209 10 8,640 2.2
1985 314 10 8,927 28.4
1986 304 10 8,160 26.8
1887 203 9 7,445 25.4
1988 384 12 10.667 27.8
1680 636 19 27,780 437
1880 638 19 26,200 305
1901 671 20 23,700 353
1992 785 22 28,960 36.9
1693 870 24 34,437 30.6
1964° 925 25 36,865 30.9
* Estimaled.

SQURCE: Health Core Financing Administration, Office of the Actusry.

structure and those of a growing number of private
payers. While Medicare offers its enrollecs a man-
aged care option, its primary payment method con-
tinues to be fec for service. The style of care pro-
vided 10 Medicare bencficiaries may change as

Figure 1-9. Share of Total Medicare Spending, by
Sector, 1991 (in Percent)

Skllled
nuyreing
care
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26% 54%

BOURCE: Health Care Financing Aaministration, Offioo of National Heshh iatstics.
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providers alter their practice patterns (o meet the
incentives of a health care environment dominated
by managed care.

Medicare Spending

The Medicare program is experiencing shifls
in spending across provider types similar to
those seen in the overall health care system.
Although hospital inpatient payments continue to
be Mcdicare’s largest outlay. skilled nursing care
and home health services account for dispropor-
tionale shares of overall Medicare spending
growth (see Figures 1-9 and 1-10). In 1991,
expenditures for skilled nursing care and home
health services constituted 2 percent and § per-
cent of total Medicare spending, respectively, yet
they represented 11 percent and 17 percent of the
increase in total Medicare expenditures between
1991 and 1993.

This significant shift in Medicare spending
shares results from sustained spending increases for
post-acute services. Between 1991 and 1993, real
expenditures per enrollec for skilied nursing care rose
almost 40 percent per year; those for home health
care scrvices grew just over 30 percent annually (see
Figure 1-11). These growth rates reflect a combina-
tion of technological advances, modifications

Figure 1-10. Contributors to Increase in Medicare
Spending, by Sector, 1981-1983
(In Percent)
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Figure 1-11. Real Average Annual Growth
Rates Per Enrollee for
Selected Meadicare Services,

1987-1883 (In Percent)
50
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SBOURCE: ProPAC analysis of deta from the Healih Care Financing
Administration, Offia of the Actuary.

in physicians’ practice patterns, and changes in
Medicare's coverage policies. Further. even though
Medicare’s cost-based payment methodologies incor-
porale payment limits, they do not provide strong
enough incentives to control costs.

Medicare’s hospital payment policies are having
an increasing impact on the financial condition of
hospitals. Medicare represents a rising share of
hospitals’ total patient care. The number of Medi-
care cnrollees is growing fasier than the general
population, and Medicarc admissions per enrollec
have not been decrcasing as have those for the
under-6GS population. In 1980, Medicare revenues
represented about 40 percent of hospitals’ patient
care costs; in 1992, this proportion rosc 1o 43 per-
cent.”?

Future Medicare Hospital Payments
and Costs

r The slowdown in hospital cost growth, along
with continued Federal budgetary pressures, has
focused attention on further reducing the growth in
Mecdicare payments for hospitals and other
providers. As discussed earlier, for a number of
years hospitals have offset increiascs in Medicare

costs per casc that exceeded Medicare payments by
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obtaining extra revenues from private insurers. In
1992, for example, Mcdicare payments were $11
billion less than the cosis of treating program bene-
ficiaries.?® Al of this deficit was offset by higher
payments from private payers. Whether additional
Modicare payment constraints can be imposed with-
out exacerbating the pressure (0 cost shift depends
on the rate of increase in both payments and costs.

PPS updates through fiscal year 1997 were sct
by the Omnibus Budget Reconciliation Act of
1993.2! The actual payment increases received by
hospitals, however, depend not only on these
updates, but also on the growth in the Medicare
case-mix index. ProPAC has cstimated this increase
to be 1.0 percent in fiscal year 1994 and 1.1 percent
in fiscal yecar 1995. The Commission believes a
level of 1.0 percent likely will be maintained
through 1997 in the absence of major changes in
the payiment systen.

Because it is impossible to predict whether the
current cost slowdown will continue, ProPAC pro-
jected cost growth under three scenarios that it
believes represent the range of likely increases in
Medicarc cost per case (see Table 1-3). A reason-
able cstimate of the upper end of the range after
1994 is 4.9 percent annually (cqual to the projected
increasc in the PPS hospital market basket index
plus 1.8 percentage points)—the level experienced
in fiscal year 1992. This upper limit reflects the
assumption that the combination of cost-contain-
ment pressure from the private sector and public
concern about rising costs will prevent cost growth
from escalating to the 8 percent 1o 9 percent level
of the late 1980s.

The lower boundary on the future rate of cost
increase is best representicd by the cost growth
through the first nine months of 1994, which was
2.1 percent.?? In ProPAC’s view, the hospital indus-
try's response to these pressures is not likely to be
any more intense in the future than it is today. Fur-
ther, the current growth rate is actually less than
inflation in the general economy. The intermediate
range cost growth estimate for 1995 and beyond is
bascd on the forecasted market basket increase plus
an allowance for changes in the mix and complexi-
ty of hospital admissions. The Commission’s best
estimates of these variables through 1997 are 1.0
percent per year for real case-mix growth and 2.9
percent per year for the market basket increase.
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Table 1-3. Medicare PPS Per Case Payments Relative to Costs, Under Three Cost
Growth Scenarlos, Fiscal Years 1984-1997 (In Percent)

Average
Variablo 1984 1995 1998 1907 1904-1997
Payment increase* 3.0% 31% 26% 4.2% 3.2%
Range of likely cost increase:
High® 2.1 49 4.9 4.9 42
Intermediate® 2.1 38 40 4.1 35
Low* 2.1 21 21 2. 21
Diffarance between payment and three
alternative cost Increases:
High 0.9 18 23 0.7 1.0
Intermediate -0.9 07 1.4 0.1 0.3
Low 0.9 -1.0 0.5 -2.1 -1
v * Parived from tho legisiated update (which ls the forecastad marke! baskot Incroase less @ prescribed number of percentage poinig) and

ProPAC's estimale of cuse-mix index change.

® For 1994, based on the American Hosplial Association National Hospital Panet Survey Inorease for the firet nine months of 1994. For
1885 through 1997, assumee return to the por case Increase in Medicare Inpatient hospital cosls expsrienced In fiscal year 1892,

2 Assumes continuation of the 1994 experignce,

The additional pressure to cost shift can be
estimated by subtracting the Medicare payment
increase from the cost increase each ycar. Medicare
and the private scctor account for approximately
cqual shares of hospital spending, 40 percent and

39 percent in 1992. Consequently, every percentage
point of Medicarc cost increase not reimbursed by

the Medicare payment increase will, all elsc equal,

translate into a percentage point of additional rev-
enue needed from the private sector.
he privatc se J,k'

The unusually low 2.] percent per casc cost
growth in fiscal year 1994 means that, for the first
time since 1985, Medicare’s payment increase will
probably excecd the growth in costs, Further, if
hospitals maintain cost growth at the current Jevel
for three mare years, this situation would continue.
Even under those circumstances, however, the dif-
ference between payment and cost increases is esti-
mated aL only 1.1 percentage poinls per year, so at
best therc could be only a modest reduction in the
Jevel of cost shifting from Medicare to the private
sector. Morcover, pressures from rising uncompen-
sated carc losses, lagging Medicaid payment
increascs, and private sector payment constraint
might prevent even this modest change from mate-
rializing. It should also be pointed oul that even

* Aner 1884, based on tho market baaket increaso (A9 [o7ecasied by the Nealth Care Financing Adminisication In September 1904), plus
Incremants for expecied market bagkol lorecant error correction and real case-mix growth (both as estimated by ProPAC),

SOURCE: ProPAC mnalysis, l

though the amount of cost shifting might be
reduced slightly each year under this scenario, the
amount hospitals spend to treat Medicare beneficia-
ries would still substantially exceed payments.?

If, alternatively, hospital cost growth follows the
Commission’s intermcdiate estimate, Mcdicare
costs would continue 10 grow faster than payments.
The uncovered cost increase would average about
0.3 percentage points annually from 1994 to 1997.
This means that, to the extcnt private insurers
would allow it, there would be additional cost shift-
ing from Mcdicare to the privale sector each year,
and further reductions in the updatcs or other forms
of scaling back payments would only exacerbate
the problem. At the high end of the growth range
for hospital costs, the legislated Medicare updates
would increase the pressure to cost shift by 1.0 per-
centage point per year.2$

‘The ability to use cost shifting to fill the revenue
gap when Medicare cost increases exceed payment
increases varics across hospitals. Facilities that
treat larger shares of Medicare, Medicaid, and
uninsurcd patients have a lesser ability to cost shift
to the private sector. In view of growing price com-
petition in the marketplace, these lacilities will face
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a greater risk of declining margins., which eventually
could threaten their financial viability and their
ability to care for Medicare beneficiaries.

Medicare and Managed Care

The growth of managed care in the private sector
may have implications for the Medicare program
and its beneficiaries. Currently. the primary meth-
ods used by Medicare for financing and delivering
care have different incentives than those inherent in
managed care. Most Medicare beneficiaries have a
large choice of health care providers, which arc paid
on a fee-for-scrvice basis. By contrast, managed
carc is premiscd on a limited number of providers
that share financial risk for patients’ overall vse of
health care scrvices. The private scetor’s increasing
focus on managing patients’ overall health service
use, rather than on distinct service units, likely will
influcnce providers® overall practice patterns. This,
in tumn, will affect the care provided to all patients,
including Medicare beneficiaries.

Medicare beneficiaries have the option to receive
their health care through HMOs, but enroliment
growth lags behind that seen in the private sector.
Medicare has offered at least one managed care
option since its inception. Initially, however, plans
were paid on the basis of their costs. In 1982,
Medicare introduced the risk contracting program,
which most rescmbles private seclor managed care.
Under this program-—the largest of Medicare’s
managed care initiatives—Medicarc pays HMOs a
capitated rate that is based on estimated Medicare
fee-for-service spending.

Beneficiary enrollment in risk contracting plans
has risen slightly since the late 1980s, from 3 per-
cent of the total Medicare population in 1988 to
almost S pereent in 1994 (see Figure 1-12). This is
a much smaller proportion, however, than the 19
percent enrollment in similar arrangements in the
privately insured population. Geographically,
enrollment in risk contracting plans parallels that in
the private sector. States with large privatc sector
HMO enrollments also have high Mcdicare HMO
penetration.

CONCLUSIONS

Increased price competition is causing funda-
mental changes in the financing and declivery of

JUN. 1.1895 1@:82 AM P15

Figure 1-12. Medicare Beneficiaries
Enrolled in Managed Care Risk
Contracting Programs,
1888-1994 (In Percent)

1988 1989 1880 1881 1992 1993 1994

Year

SOURCE: Health Care Financing Adminisiration, Office of Managed Care.

care. Insurers are negotialing larger discounts from
providers and increasingly managing where their
subscribers obtain services. The growth in managed
care arrangements reflects a heightened interest in
controlling overall expenditures. Providers are
responding to these competitive pressurcs by
reconfiguring their relationships with each other us
well as with payers to (ry to boost their market
share. Whether these changes will influence quality
of carc will depend on the extent of cost-contain-
ment cfforts, the services that are affected, and the
need for and effectiveness of those services.

The financial pressures in the health care market-
place alrcady seem to be working. Health care
spending shows signs of moderating. Further. after
accounting for inflation, hospital per case costs
actually declined in 1994. The distribution of
expenditures across health care scctors also is shift-
ing. The hospital inpatient setting accounts for a
smaller shure of total health spending, with utiliza-
tion moving to less intensive sites such as ambula-
tory settings and post-acutc care facilitics. Even
though services may be less expensive in these
alternative sites, higher utilization is driving up
spending.

Medicare has managed to control its hospital
expenditures by limiting its payment updates
through PPS. By relying on greater revenues from




et-
ire
ler
is

al

»
v

m

private payers. hospitals have, in aggregate, man-
aged to offset increases in Medicarc costs per case
that excceded payment increases. Two trends—
greater price consciousness and slower hospital
cost growth-—will affect hospitals’ ability and nced
to cost shift. If cost growth remains at the low lev-
els of 1994, there could be modest reductions in the
need for cost shifting. On the other hand, if costs
grow at an intermediate Jevel—between current and
historical rates—cost-shifting pressures may con-
tinue to increase. There are concerns, however, that
private payers will not continue to support even
existing levcls of subsidies. Particularly as payers

JUN. 1.1995
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reccive larger discounts [rom providers and facili-
ties compeic to enlarge their market share, certain
hospitals. such as those serving large numbers of
Medicare, Mcdicaid, and uninsured paticnts, will
be less able to rcly on cost shifting to maintain their
financial position.

Profound changes arc taking place in the health
carc marketplace. It is (0o carly to assess the impact
of these changes, but there is one certainty. Restruc-
turing the relationships among payers and providers
will have a lasting influence on the way health care
is dclivered and financed in this country.

le:@3 AM P16
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Background

Between 1980 and 1993, health care spending increased from 9 percent of the
nation’s domestic output to nearly 14 percent. At the same time, in an effort to contain
federal health costs, Medicare implemented several payment policy changes, including the
prospective payment system for inpatient hospital care. While these changes slowed
Medicare inpatient hospital payments, hospital costs continued to grow at higher rates.
Unable to meet their costs with Medicare payments, "many hospitals generated larger
revenue surpluses from private insurers, a practice commonly known as cost shifting."
(Report and Recommendations to Congress, Prospective Payment Assessment Commission,
March 1, 1995) According to ProPAC, in 1992, Medicare payments were $11 billion less
than the costs of treating beneficiaries. This entire amount was offset by higher payments
from private payers. Quite simply, in ProPAC’s words, "every percentage point of
Medicare cost increase will, all eise equal, translate into a percentage point of additional
revenue needed form the private sector.

As ProPAC noted, "[w]hether additional Medicare payment constraints can be
imposed without exacerbating the pressure to cost shift depends on the rate of increase in

both payments and costs.

Cost shifting from the Medicare to the private sector will be exacerbated
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INTRODUCTION

The Congressional Budget Office (CBO) and the Joint Committee on
Taxation have prepared this analysis of House Majority Leader Richard
Gephardt’s health proposal. The analysis is based on the text of the proposal
as printed in the Congressional Record on August 10 and on subsequent
revisions specified by the Leader’s staff. It comprises a review of the financjal
impact of the proposal and a brief assessment of its economic effects and
factors that could affect its implementation.

FINANCIAL IMPACT OF THE PROPOSAL

Congressman Gephardt’s proposal would assure universal health insurance
coverage with a guaranteed package of benefits. People not eligible for the
existing Medicare program (Hospital Insurance and Supplementary Medical
Insurance, Medicare Parts A and B) would be required to enroll in a private
health plan or in a new public program (Medicare Part C). Employers would
be required to offer health insurance coverage to their workers and would
generally be required to pay 80 percent of the premiums. Individuals would
be required to pay that portion of the premium not covered by their
employer, but low-income people would be eligible for federal subsidies.

Medicare Part C would replace the current Medicaid program for
acute health care services. Benefits under the current Medicare program
would be enhanced by adding some new benefits and expanding others.
Spending for all parts of Medicare would be subject to stringent limits on
growth.

The estimated federal budgetary effects of Congressman Gephardt’s
proposal are displayed in Table 1 at the end of this document. Tables 2 and
3 show its effects on the budgets of state and local governments and national
health expenditures, respectively. In the process of extending health insurance
coverage to the entire population, the proposal would significantly increase
national health expenditures. The estimated changes in mandatory spending,
revenues, and the discretionary spending limits, however, would not add to the
federal budget deficit.

ve it

Congressman Gephardt’s proposal would achieve universal health insurance
caoverage by requiring people to purchase health insurance for themselves and
their families starting in 1999. People not enrolled in Medicare Part A could
obtain coverage by enrolling in Medicare Part C or in a certified health plan
offered by their employer or purchased individually. The mandate on
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individuals would be accompanied by a tnandate on employers requiring them
to offer coverage to employees and their dependents and to contribute at least
80 percent of the cost of that coverage.

Certified health plans and Medicare Part C would both offer a
guaranteed national benefit package. That package would include the
benefits currently covered under Medicare plus several enhancements,
including unlimited hospital care without coinsurance, a prescription drug
benefit, and a cap on out-of-pocket spending. The annua! deductible amount
would be $500 for an individual and §750 for a family (indexed after 1994),
with a separate $500 deductible for prescription drugs.

The Congressional Research Service and CBO estimate that such a
benefit package would initially be 3 percent more costly than the average
benefit package of privately insured people today. This estimate assurnes that
the management of services for mental illness would hold the cost of the
expanded mental health benefit to the levels projected under the current
system. To cover benefits not included in the guaranteed benefit package,
individuals and employers could purchase a standardized package of
supplemental insurance; they could choose from up to 10 such packages.

ers’ sibjlitj

The proposal would impose different requirements on large and small firms.
Within a firm, the requirements would vary with the characteristics of the
workers and their familjes.

Beginning in 1997, large firms (those with more than 100 employees)
would be required to offer qualified employees a choice of at least one
managed care plan (if available) and one health plan with an unlimited choice
of providers. Those firms would generally be required to pay at least 80
percent of the cost of the plan for each eunrollee, with payment prorated for
employees working less than 35 hours a week. Beginning in 1999, small firms
would be required to offer their full-time workers Medicare Part C or a
choice of private health plans, and would generally pay 80 percent of the
premium. They could, however, be eligible for a temporary tax credit that
would defray part of the cost.

Embloyers offering a choice of private health plans could, but would
not have to, enroll certain part-time or seasonal workers in those plans. If
they did not, they would be required to pay 80 percent of the Medicare Part C
premium for qualified workers who earned more than $100 a month. The
contribution would be prorated according to the number of hours worked.
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Employers could also offer an alternative benefit package that
combined a high-deductible version of the guaranteed benefit package and a
tax-favored medical savings account. Employers would not be required 1o
offer high-deductible plans to their workers, and workers covered under
Medicare or receiving a premium subsidy would be ineligible for the option,
even if their employer offered it.

Married couples with children and with both spouses working could
choose to purchase health insurance through either spouse’s employer, termed
the enrolling empioyer. Married couples without children could designate one
employer as the enrolling employer or could enroll separately as individuals.
For each worker who obtained coverage through a spouse, the nonenrolling
employer would be subject to a tax equal to 80 percent of the Medicare
Part C premium for a single individual. After a phase-in period, that tax
would ultimately be rebated to employers who paid premiums for two-parent
families. (CBO also assumed that the credit would be available to employers
of any married workers whose spouses did not work.) For the first few years,
however, a significant portion of the revenue from the tax would be retained
by the Treasury.

hanges in the ce ke

Congressman Gephardt’s proposal would change the market for health
insurance in severa) ways that would become fully effective in 1999, when the
individual mandate came into force. In the meantime, various transitional
rules would apply.

Health plans would be required to sell coverage to all eligible
individuals and groups and provide for an annual period of open enrollment.
They would be prohibited from excluding or limiting coverage on the basis of
preexisting conditions and from imposing waiting periods for coverage. Plans
other than group- and staff-model health maintenance organizations would be
required to include in their network any health care provider that was willing
to accept the plan’s terms for participation. All plans would be required to

. contract with an extensive list of "essential community providers.” National

quality standards for health plans would be established, and each plan would
be evaluated annually with respect to access to care, effectiveness and
appropnateness of care, and consumers’ experience and satisfaction. An
individual ‘or a health care provider would be able to bring legal action
against a health plan for failure to comply with the terms of the plan or with
federal or state law.

. Booss020
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In effect, the market for health insurance would be divided into three
sectors: Medicare Part C, a large-employer market, and a community-rated
market. Individuals and small firms that did not participate in Medicare
Part C would purchase insutance in the community-rating area in which they
were located. Small employers and multiple-employer welfare associations
would be prohibited from self-insuring. Associations meeting federal
standards would be allowed to sell community-rated insurance plans to their
members. Within the community-rated market, premiums could vary only by
class of enrollment (single adult, one-parent family, or two-parent family). A
risk-adjustment mechanism would be developed to even out risks among
insurance plans in the community-rated market, but no adjustment of risks
would be made among the three market sectors. :

Small employers and eligible individuals could also obtain coverage
through a new vuniversal Federal Employees Health Benefits Program
(universal FEHBP), which would contract with and offer a variety of health
plans in each community-rated market. Plans offered through the universal
FEHBP would charge enrollees the same premiums as they charged others in
the community-rated market but could offer an administrative discount.
Federal employees would be fully integrated into the universal FEHBP after
a seven-year transition period, which could start no earlier than 2000.
Initially, federal employees would remain in the existing FEHBP, but the
benefits would be conformed to the guaranteed national benefit package and
the government’s average contribution would increase to reflect the provisions
of the mandate on empioyers. In the fifth through seventh years of the
transition period, federal employees could enroll in either the current program
or the universal FEHBP.

States would have considerable flexibility to set up their own health
reform programs as long as they assured universal coverage, provided the
guaranteed national benefit package, and controlled costs. They could
establish a single-payer system, voluntary or mandatory consumer purchasing
cooperatives, or an all-payer system to reimburse health care providers.

Medicaid

Medicaid would no longer cover acute care services, except for emergency
benefits for illegal aliens through 2001, but would continue to cover long-term
care. Staths would be required to make maintenance-of-effort payments to
the federal government based on the amount by which their Medicaid
spending was reduced. The maintenance-of-effort amounts would be
computed separately for Medicaid beneficiaries who received benefits from
Supplemental Security Income (SSI) or Aid to Families with Dependent
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Children (AFDC) and for those who did not receive cash benefits. States
would pay 100 percent of the full maintenance-of-effort amounts in 1999
through 2001, 96 percent in 2002 and 2003, and 86 percent thereafter.

Medijcar and

The existing Medicare program (Parts A and B) would be expanded by adding
a prescription drug benefit and various preventive benefits, increasing
coverage of mental health services, eliminating the lifetime limit on inpatient
hospital days, and capping out-of-pocket expenditures starting in 2004.
Savings would be achieved by imposing 20 percent coinsurance on home
health services, reducing disproportionate share adjustments for hospitals,
scaling back payments for the indirect costs of medical education, and making
other, smaller changes. The rate of growth of Medicare spending would also
be tightly limited, as described below.

Medicare Papt C

Medicare Part C would begin in 1999. Net of subsidies for low-income
femilies, the program would be financed largely by premiums paid by
enrollees and their employers. For the first four years, however, premiums
would be established under the assumption that 60 percent of the eligible
population was enrolled in the program.~ Also, disabled SSI recipients would
be excluded in calculating the premium. General revenues would be used to
make up the shortfall resulting from these two constraints on premiurns.

Enrollment in Part C would be open only to people (and their families)
who did not work full time, worked full time for a small employer that did not
offer coverage under a private certified health plan, worked for a small
employer and were eligible for a federal subsidy of their premium, or received
benefits from SSI or AFDC. Alternatively, nonworking people, subsidized
employees of small firms, and SSI or AFDC recipients could enroll in a
certified health plan offered in the community-rated market.

Because no one would be required to enroll in Medicare Part C,
estimating the number of people covered by the program, their use of health
care. services, and the required premiums is particularly difficult. The
estimates dssume that 80 percent of nonworking people and former Medicaid
beneficiaries and SO percent of people connected to small firms and part-time

1. This percentage is lower than the percentage in the bill and reflecs a revised CBO estimate of the long-run
rate of enroliment in Medicare Part C
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employees in large firms would ultimately enroll in the program. They aiso
assume that the participation rate of small employers, some of whom might
initially be reluctant to enter the new public program, would rise from 10
percent in 1999 to 50 percent in 2004.

Reimbursement of health care providers under Medicare Part C would
follow the approaches currently used by Medicare Parts A and B. The
estimates assume that Medicare payments would initially be 10 percent below
the amounts that would be paid on behalf of Part C enrollees if they had
private insurance. Under these assumptions, the estimated average premiums
in 1994 for the three classes of enrollment are as follows:

Medicare Outside

Pan C Medicare
Single Adult $2,221 $2,316
One-Parent Family $4,331 $4,515
Two-Parent Family $5,886 $6,136

With similar premiums inside and outside Medicare, as the estimates
assume, private health insurance could continue to compete and coexist
alongside Medicare Part C. Such a scenario would also require premiums
inside and outside Part C to have similar rates of growth. If Part C became
the insurer for disproportionate numbers of high-risk people, its premiums
could soar and it could end up dealing with a smaller group of high-cost
enrollees, much like the present Medicaid program. At the other extreme, if
premiums for Medicare Part C were low and small employers wished to
simplify their administrative costs for insurance by not offering private
insurance, Part C could become dominant and drive private health insurance
out of the small-group market. Neither of these alternative outcomes can be

ruled out.
Cost Contaigment

The proposal waould set target rates of growth for the Medicare program
(Parts A, B, and C, together) and for the private sector. It would set
Medicare’s payment rates accordingly and would establish a standby system
of cost containment for the private sector.

Metlicare’s cost contrals would go into effect in 1996 for Parts A and
B and in 1999 for Part C. The target for total Medicare spending per capita
would increase by the rate of growth of gross domestic product (GDP) per
capita plus 1.8 percentage points in 1996 and by lesser amounts thereafter.
In 2000 and beyond, the target would increase by the five-year average rate
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of growth of GDP per capita. The per capita estimates would be allocated
among 10 or more classes of health care services using complex procedures
specified in the proposal. The Secretary of Health and Human Services
(HHS) would set reimbursement rates for providers, with the goal of meeting
the targets.

Spending targets would also be established for the private sector. The
per capita targets would be allocated by class of service, as in Medicare, and
by state of residence, and the Secretary of HHS would determine maxirpum
payment rates that corresponded to the targets. The maximum payment rates
would be only advisory through 2000. Starting in 2001, however, they would
become mandatory in states that exceeded their per capita spending target.

The Congressional Budget Office believes that expenditure limits
enforced by rate setting could be reasonably but not totally effective in
controlling Medicare spending. The Health Care Financing Administration
collects most of the data necessary to set rates and track spending relative to
the targeted amounts for Parts A and B. It also has considerable experience
in setting payment rates and estimating the responses of providers.
Noretheless, the history of cost control efforts both in this country and abroad
strongly suggests that setting payment rates is not sufficient for achieving full
control over health expenditures.

CBO's estimates assume that the limits on Medicare spending would

ultimately prove to be 75 percent effective and that praviders would shift one-
fourth of the Medicare savings to private payers. Although the limits would
apply jointly to Parts A, B, and C, initially they would probably be more
successful in Parts A and B than in Pant C, which would be new and untested.
In Parts A and B, the 7S percent rate of effectiveness is assumed to apply
from the start. In Part C, however, the maximum rate would be reached only
gradually, as the quality of data improved and experience with the program
grew. The estimates assume that the expenditure limits in Part C would be
ineffective in 1999 and 2000, 25 percent effective in 2001 and 2002, and SO
percent effective in 2003 and 2004.

The limits on non-Medicare spending are more likely to be breached
and to be less effective. The task of establishing a reporting system for
national health expenditures as specified in the proposal would be formidable.
States would be permitted to operate their own payment systems as long as
the growth.in health care spending did not exceed what it would have been
under the maximum rates--a difficult calculation to make. The estimates

2 Sec Congressiona! Budgei Oflice. Emimaces of Heolth Care Proposals from the 10nd Congress, CBO Paper
(July 1993).

_Boossoze
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assume that the limits on private health spending would be ineffective in 2001
through 2003 and 25 percent effective in 2004.

Low-Income Assistance

The proposal would offer three types of low-income assistance: premium
subsidies, cost-sharing subsidies, and wraparound benefits.

Premium Subsidies. Low-income people would be eligible for federal
subsidies to reduce their liability for health insurance premiums. Qualified
Medicare beneficiaries—-those with income up to 120 percent of the poverty
level--would be eligible for special subsidies for Part B premiums. (Currently,
Medicaid pays those premiums for qualified Medicare beneficiaries.)
Temporary subsidies would be provided to certain early retirees and to
employers required to pay for the health benefits of retirees. Small firms with
low average wages would be eligible for a tax credit.

A family with modified adjusted gross income (AGI) below a threshold
(approximately equal to the federal poverty level) would receive a subsidy
equal to its portion of the Medicare Part C premium. From 1999 through
2001, the subsidy would phase out berween 100 percent and 200 percent of
poverty. The upper limit of the phaseout range would increase to 220 percent
of the poverty level in 2002 and to 240 percent in 2004 and thereafter. People
participating in Part C would have their tax liability reduced. People
participating in certified health plans would be given a premium certificate,
or voucher, equal to the appropriate percentage of the premium for Part C
or the certified health plan, whichever was lower.

In addition to receiving any regular premium subsidies for which they
were eligible, certain early retirees would have their premium liability limited
to a percentage of modified AGL. The provision would apply to people ages
55 to 64 in 1994 who did not work full time and had income below $30,000
for an individual and $40,000 for a couple. The cap would equal 7 percent
of modified AGI in 1997 and 1998 and fall to 4 percent in 2001 and
thereafter. As a result of this provision, the federal government could pay
50 percent or more of the costs of health insurance for some early retirees
who would not otherwise have received subsidies. Moreover, similar retirees
who were not members of the specified age cohort would receive no
additional‘financial assistance from the government.

Employers who paid anything for retirees’ health coverage in Janvary

1994 would be required to make maintenance-of-effort payments and would
be eligible for special subsidies. Employers subject to this requirement would

8
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have to pay 80 percent of the cost of coverage (or 80 percent of the Part C
premium, if less) for all retirees ages 535 to 64 in 1994 and their dependents,
regardless of the amount they previously paid. Such employers would be
eligible for a federal subsidy, however, equal to 40 percent of the applicable
Part C premium.

From 1999 through 2005, small firms with low average wages would be
eligible for a tax credit to reduce their liability for the costs of health
insurance. Employers with no more than 25 employees and an average wage
of no more than $14,000 per full-time-equivalent employee would receive a
credit of S0 percent in 1999 through 2003, 30 percent in 2004, 15 percent in
2005, and nothing thereafter. For employers with 26 through 50 employees,
the credit would equal 37.5 percent in 1999 through 2003, 20 percent in 2004,
and 10 percent in 2005. The credit would be reduced proportionately for
small employers with an average wage berween $14,000 and $26,000.

Cost-Sharing_Subsidies_and_Wraparound Bepefits. Cost-sharing subsidies

would be available to qualified Medicare beneficiaries as under current policy.
Qualified Medicare beneficiaries with income below 100 percent of the
poverty level would receive assistance for paying deductibles and coinsurance
under Parts A and B of Medicare.

Cost-sharing subsidies and wraparound benefits would also be provided
for other people with income below the poverty level, children and pregnant
women with income below twice the poverty level, and AFDC and SSI
recipients. Those beneficiaries would be relieved of all cost-sharing re-
quirements, and payments would be made to cerified health plans based on
the cost-sharing amounts for Medicare Part C. In addition, those beneficiaries
would receive wraparound benefits--that is, benefits not included in the
guaranteed benefit package. Among those benefits would be early and
periodic screening, diagnostic, and treatment services for children and vision
and hearing care for adults. CBO’s estimates assume that children covered
by this provision would receive benefits equivalent 1o those currently provided
by Medicaid.

Ot Spendi veque

The proposal would increase spending on various public heajth programs,
establish a‘*capped entitlement program to provide grants to states for long-
term care, and provide for enrollment in certified health plans offered by the
Department of Veterans Affairs and the Indian Health Service. Outlays for
Social Security retirement benefits would increase slightly because the
assuramnce of access to health insurance and the provision of subsidies to low-

9
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SUMMARY

During the 1980s, the revenues that hospitals received for treating Medicare
and Medicaid patients declined, on average, relative to what it cost hospitals
to treat those patients. For Medicare, the costs that hospitals incurred grew
more rapidly than payments between 1985 and 1991. For Medicaid, the ratio
of revenues to costs declined throughout the 1980s, but increased somewhat
after 1989. In 1991, revenues from Medicare--which account for about one-
third of hospitals’ total revenues--were equal to 88 percent of the associated
costs incurred by hospitals. Revenues from Medicaid were equal to
approximately 82 percent of the associated costs.

Hospitals’ costs of uncompensated care (charity care and bad debt)
generally also increased during the 1980s. As a result of these trends, hospitals’
total unreimbursed costs from uncompensated care and publicly insured
patients rose from an average of about 7 percent of hospitals’ total costs during
the first half of the 1980s to 11 percent in 1989, and to nearly 13 percent in
1991.

During the 1980s, hospitals were able to cover most of their
unreimbursed costs with revenues from three sources: subsidies from state and
local governments; sources other than patient care, such as revenues from
parking facilities and donations; and revenues from private patients. The
portion of unreimbursed costs that hospitals recovered was relatively constant
over the 1980-1989 period, averaging about 94 percent. (Since excess revenues
at one hospital cannot offset losses at another, this amount is less than 100
percent, even though for the industry as a whole total revenues were greater
than total costs throughout the period.)

The contributions of the different sources used to cover unreimbursed
costs changed over time. The share of unreimbursed costs offset by private
payers increased from 37 percent in 1980 to 55 percent in 1989, and the
proportion offset by state and local subsidies decreased from 27 percent in
1980 to 10 percent in 1989.

Hospitals offset most of the rise in unreimbursed costs during the 1980s
by generating higher revenues from private payers, a practice commonly known
as "cost shifting.” The revenues from private payers that were used to cover
unreimbursed costs increased over the period--from a 6 percent average
markup over the costs of treating private patients in 1980 to a 15 percent
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markup in 1989. (These amounts are a conservative estimate of the
contributions of private payers to covering hospitals’ unreimbursed costs,
because the analytic method that produced the estimates fully exhausted all
other sources of revenues before applying those from private payers.)

These results suggest that, in the current multiple-payer health care
system, actions taken by one payer to control health spending can have a
significant impact on spending by other payers--and therefore a more limited
effect on total spending. As a consequence, in the absence of other changes,
further attempts to control public-sector spending would probably produce
additional cost shifting to the private sector, although it is not known whether
past rates of cost shifting could continue.




CHAPTER 1
INTRODUCTION

The effectiveness of any health reform plan will depend on how hospitals and
other health care providers respond to the new incentives the plan creates.
Estimating future responses always involves considerable uncertainty. But
examining how providers responded to major changes in their incentives in the
past can shed some light on the possible effects of future reform. The
modifications made during the 1980s in the way Medicare and Medicaid pay
for hospital services represent a recent major change in providers’ incentives.

During the 1980s, Medicare and most state Medicaid programs replaced
retrospective, cost-based reimbursement methods for inpatient care with
prospective systems. Under retrospective reimbursement, hospitals are paid
an amount based on the actual costs they incur in providing covered services,
with the costs usually subject to certain tests of reasonableness. In contrast,
prospective systems use predetermined reimbursement rates. For example,
Medicare’s prospective payment system (PPS), which started in 1983, pays a
specified amount for each Medicare patient that varies according to the
patient’s diagnosis and treatment and certain characteristics of the hospital
providing the care.

By October 1985, the Medicaid programs in more than 40 states were
also using some form of prospective payment for hospitals, and by July 1991,
all but four states’ programs were doing so.. These systems vary. For
example, some pay a fixed amount for each patient that is based on the
hospital’s actual costs in a past year and does not depend on the patient’s
diagnosis. Some others pay a specified amount that is based on the patient’s
diagnosis. Compared with retrospective, cost-based reimbursement,
prospective systems give public programs more control over the rates they pay.
Such systems also provide greater incentives for hospitals to control their costs
and deliver care efficiently.

Evidence indicates that the growth in hospital costs slowed in 1984 and
1985 compared with earlier years, after adjusting for inflation. Since then,
however, the rate of growth has increased to levels only slightly lower than
those of the early 1980s. For Medicare, the growth in the costs that hospitals
incurred in treating covered patients exceeded the growth in payments between

1. Prospective Payment Assessment Commission, Medicaid Hospiwal Payment, Congressional Report C-91-02
(October 1, 1991).
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1986 and 1991 (the most recent year for which data are available). As a result,
even though hospitals’ Medicare revenues were greater than the associated
costs during the early years of the PPS, by the end of the 1980s, Medicare
revenues were less than those costs. Although generalizations about Medicaid
are difficult to make because each state’s program is different, Medicaid’s
payment rates also declined, on average, during the 1980s relative to what it
cost hospitals to treat Medicaid patients. Since 1989, however, the rates have
increased somewhat relative to the costs. Between 1987 and 1991, hospitals’
total unreimbursed costs associated with treating publicly insured patients
increased rapidly.

The uncompensated care that hospitals provide also increased during
the 1980s. Between 1986 and 1988, the cost of uncompensated care (charity
care plus bad debt) represented an average of 6.5 percent of the industry’s
total costs, compared with an average of 5.4 percent between 1980 and 1985.
From 1989 through 1991, uncompensated care was about 6 percent of
hospitals’ total costs.

Despite these trends, the financial condition of hospitals has remained
relatively stable. Between 1987 and 1991, the total revenue margin for
community hospitals fluctuated between 3.3 percent and 4.3 percent, compared
with a range of 5.1 percent to 6.0 percent between 1984 and 1986, and a range
of 3.6 percent to 4.2 percent in the early 1980s.2 Based on this pattern, many
observers believe that one way hospitals responded to controls on
reimbursements by Medicare and Medicaid was by increasing the prices they
charged privately insured patients--a practice commonly known as "cost
shifting."

BACKGROUND

In general, cost shifting refers to the supposed practice by hospitals or other
heaith care providers of raising the amounts charged to some groups of
patients in order to offset lower amounts paid by other groups.3 Most
hospitals, for example, provide some care free of charge to patients who are
unable to pay for it, and hospitals generally use private contributions and

2. The total revenue margin is defined as the difference between total revenues and costs for all hospitals,
expressed as a percentage of total revenues. See Appendix B, Figure B-1.

3 Throughout this paper. unless otherwise staled. "amounts charged” and "prices” refer to the effective pnces
after any discounts are applied.
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subsidies from state and local governments to help finance this care. However,
it is widely believed that, in order to subsidize charity care and bad debt,
hospitals also set their prices higher than they otherwise would. In this way,
some of the costs of uncompensated care are passed along (or shifted) to other
patients--in particular, privately insured ones.

In addition to helping to cover the costs of uncompensated care,
hospitals may also use some of the payments from privately insured patients to
cover costs that are not fully reimbursed by Medicare and Medicaid. More
generally, if a public program’s payments are sufficient to cover its related costs
but generate a lower "profit" than the hospital seeks, a hospital might charge
private patients more than it otherwise would to achieve a desired overall
revenue amount or profit margin.

A key concern is that hospitals may link their prices to uncompensated
care or government payment rates. In particular, if a hospital raises its rates
because its volume of uncompensated care has increased or its revenues from
government programs have fallen relative to the costs of treating those
programs’ patients, this response is described as cost shifting. It is actually
pricing policy, however. For this reason, some analysts prefer the term
"revenue management" to describe these practices. This paper uses "cost
shifting," however, because it is the more common phrase.

Of course, hospitals are not unique in providing their services at
different prices to different customers. Various types of for-profit and
not-for-profit firms--such as book shops, bus systems, and theaters--often give
discounts to senior citizens, students, or frequent customers. In addition,
sectors other than health care, such as higher education, often provide services
at reduced rates, or for free, to some people. For example, because colleges
offer various types of student aid, different students effectively pay different
amounts for the same services.

Instead of--or in addition to--cost shifting, a hospital might respond to
higher costs of uncompensated care or reduced government reimbursements
in other ways. For exampie, a hospital might absorb the changes through a
lower profit margin. Or it might alter the mix of patients it treats--for example,
by treating fewer uninsured patients or expanding its more profitabie types of

4. For convenience. this paper uses the term "profil” to refer to the excess of revenues over costs and "profit
margin” o refer to thal excess as a percentage of costs. Approximalely 85 percent of community hospitals
operate on a not-{or-profit basis and therefore do not actually distribute profits to their owners. Regardless
of ownership type, however, a hospital might seek an excess of revenues over costs--for example, to replace
capital or make new capital purchases in the future.
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services. Or, instead of raising prices, a hospital might reduce its costs of
providing care by increasing efficiency or decreasing quality. In that case,
however, cost shifting could also increase if, for example, the costs of treating
all categories of patients were reduced but private prices were unchanged.
Although evidence suggests that some hospitals have acted in these ways, the
analysis in this paper indicates that hospitals also significantly expanded their
use of cost shifting during the 1980s.

The practice of cost shifting from the public sector to the private sector
does not imply that public-program payment rates are inappropriate or "too
low," or that the costs hospitals incur are "too high." Those judgments are a
separate issue and are beyond the scope of this paper. Nor does it mean that
hospitals’ incurred costs are not influenced by payment methods or by the mix
of payers represented by differing populations of patients. Rather, evidence
of cost shifting indicates that one important way hospitals have responded to
public-program controls on spending has been to generate higher revenues
from the private sector. Some observers argue that if this response were not
possible, hospitals would lower their costs by providing care more efficiently.
Others contend that if cost shifting were not possible, the quality of care would
fall or access to care would be reduced because of hospital closures or because
less care would be available to some uninsured and publicly insured patients.

DATA AND METHODS

This paper uses data from the 1980 through 1989 versions of the Annual
Survey of Hospitals conducted by the American Hospital Association. The
analysis was based on a sample of community hospitals that, in terms of size,
location, and other characteristics, is generally representative of hospitals
nationwide (see Appendix A for details).

The analysis relies on certain financial information collected in the
annual survey, including each hospital’s revenues from Medicare, Medicaid,
private insurers, and other sources. An important limitation of the data is that
the survey does not report the costs that hospitals actually incur in treating the
patients in each group. Instead, the Congressional Budget Office estimated
those amounts by using each hospital’s ratio of costs to charges (RCC) to
convert the full charges (based on list prices) for each patient group into an
estimate of incurred costs for that group. The RCC is defined as the ratio of
the hospital’s total costs to the sum of its full charges for patient care and its
operating revenues from sources other than patient care (excluding subsidies
from state and local governments). This method apportions the hospital’s
expenses among the different patient groups according to their relevant shares
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of total full charges. (See Appendix A for more details about the method used
to estimate costs.)

Because the costs attributed to each source are estimated, specific
numerical results in this paper--such as the estimated revenue-to-cost ratios for
specific payers--are not as accurate as they would be if data on actual costs
were available. Readers should therefore view specific numerical estimates
with caution. However, because any distortions caused by using estimated costs
are probably similar from year to year, they are unlikely to have much effect
on the analysis of changes over time or on the paper’s conclusion that cost
shifting by hospitals increased during the 1980s.




CHAPTER 11
SOURCES OF HOSPITALS’ REVENUES AND COSTS

Nearly all hospitals treat a mix of publicly and privately insured patients. In
1991, community hospitals derived 33 percent of their revenues from the
Medicare program, 10 percent from Medicaid, just over 1 percent from other
publicly insured patients, and 49 percent from privately insured patients or
those paying for their own care.! The remaining revenues came from sources
other than patient care. On average, hospitals report that the payments they
receive from Medicare and Medicaid do not fully cover the estimated costs of
treating those programs’ enrollees. In addition, most hospitals provide some
free care to patients who cannot pay for it. Together, these unreimbursed costs
totaled over $28 billion in 1991, or nearly 13 percent of hospitals’ total costs.
Most hospitals, however, earn enough income overall to more than cover their
costs. For the hospital industry as a whole, revenues were 4 percent greater
than costs in 1991.

SOURCES OF REVENUES AND COSTS

A look at the sources of hospitals’ revenues and costs provides an overview of
how hospitals finance their services. More than 90 percent of revenues are
payments for patient care services, including inpatient and outpatient care.
Sources other than patient care include subsidies from state and local
governments, philanthropic contributions, and income from other hospital
operations, such as cafeterias and parking facilities.

Medicare, Medicaid, and Other Government Payers

About three-quarters of all Medicare payments to hospitals are determined by
the prospective payment system, which covers the operating costs related to
inpatient care for beneficiaries.> Under the PPS, Medicare pays a

1. In this paper, Medicare payments, revenues, or reimbursements refer 10 the payments made for services
provided 10 Medicare beneficiaries, including beneficianes’ deduclible and copayment amounts--which might
be made by a private "medigap” insurer--as well as payments by the federal government. Similar definitions
apply o Medicaid. other government payers, and privale payers.

2. The PPS for operating costs docs not cover capital-related expenses, outpatient care, and certain other types
of services. Beginning in October 1991, capital-related expenses have also been determined prospectively
on a per-discharge basis; during a 10-year transition period, payments will be based on a combination of
hospital-specific and national rates.




RESPONSES TO UNCOMPENSATED CARE AND PUBLIC-PROGRAM
CONTROLS ON SPENDING: DO HOSPITALS "COST SHIFT™? 7

predetermined amount for each patient that varies according to the patient’s
diagnosis-related group (DRG) and certain characteristics of the hospital. For
example, Medicare adjusts payments to compensate hospitals with teaching
programs for their higher costs. The PPS payment rates are generally designed
to reflect variations in costs among hospitals that result from factors considered
to be beyond a hospital’s control and not related to its efficiency. In addition,
the PPS payments incorporate other goals. For example, the "disproportionate
share” adjustment provides additional payments, beyond the levels justified by
their higher costs of treating Medicare patients, to hospitals that treat relatively
large shares of low-income and uninsured patients. Another example is the
special provisions for "sole community hospitals." These are designed to help
maintain access to hospital care in some rural areas by improving the financial
condition of some facilities that are the sole hospitals in their geographic areas.

In 1991, for the industry as a whole, Medicare payments covered
approximately 88 percent of the costs that hospitals incurred in treating
covered patients (see Table 1). As noted above, the available data do not
break down the hospital’s actual costs of treating patients by payer groups;
instead, those costs are estimated for each payer using data on the hospital’s
full (list price) charges. There is some limited evidence that the estimating
method, combined with hospitals’ accounting practices, may result in a small
underestimate of the actual revenue-to-cost ratio for Medicare. The size of the
underestimate, if any, is uncertain, however (see Appendix A).

Medicaid is a state-administered program, jointly funded by federal and
state governments, that covers eligible low-income people. Until 1981, state
Medicaid programs were required to pay for inpatient hospital care using
Medicare’s retrospective, cost-based reimbursement methods, unless they
received a waiver. Since 1981, when the Congress permitted states to develop
their own systems for paying hospitals without applying for waivers, the number
of states with prospective systems has increased markedly. In July 1991, 46
states were using some ty%e of prospective payment method, compared with
16 states in October 1981.

Medicaid programs vary considerably in their specific payment methods.
In a number of states, the systems base their rates on the patient’s diagnosis.
In some other states, Medicaid pays each hospital a fixed rate for each day of
hospital care, or for each patient treated, that does not depend on the
diagnosis; these rates are typically based on the hospital’s actual costs in a

3. Prospective Payment Assessment Commission, Medicaid Hospital Pannent, Congressional Report C-91-02
(October 1, 1991).
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TABLE 1. HOSPITALS' REVENUES AND COSTS, BY PAYER
OR OTHER SOURCE, 1991

Revenues
Asa Asa Ratio of
Payer or In Billions Percentage In Billions Percentage  Revenues
Other Source of Dollars of Total of Dollars of Total to Costs
Medicare 763 328 86.3 384 0.88
Medicaid 227 9.8 27.8 124 0.82
Other Government Payers 32 14 32 14 1.00
Private Payers 1139 49.0 87.8 39.1 1.30
Uncompensated Care® na. na. 13.4 6.0 na
Nonpatient Sources
State and local subsidies 26 1.1 n.a. na. na.
Other operating® 89 38 6.0 2.7 1.47
Nonoperating® 49 21 n.a. na na.
Total 2326 100.0 2245 100.0 1.04

SOURCE: Congressional Budget Office based on analysis by the Prospective Payment Assessment Commission

of data from the American Hospital Association’s Annual Survey of Hospitals for 1991.

NOTES: The data arc based on all community hospitals. n.a. = not applicable.

a.  Uncompensated care is defined as charity care plus bad debt.

b.  Includes operating revenues and costs for sources other than patient care, such as cafeterias and gift shops.

¢.  Includes revenues (rom donations, grants, earnings on endowments, and other sources. Nonoperaling revenues
are assumed 1o have no associated cosls.
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previous year or those of a group of similar hospitals. In a few states, Medicaid
payments are based on costs, but they are subject to prospectively determined
limits.

In 1991, the total payments that hospitals received for treating Medicaid
patients equaled about 82 percent of the costs hospitals incurred in treating
those patients. The revenue-to-cost ratio for Medicaid varies among states--for
example, the Prospective Payment Assessment Commission found that, in 1989,
Medicziid revenue-to-cost ratios by state ranged from less than 0.60 to more
than 1.

Based on revenue-to-cost ratios of less than 1, some observers have
argued that the Medicare and Medicaid programs are not paying their "fair
share.” Other observers have justified the payment rates of the public
programs, however, on several grounds. First, the costs attributed to each
payer come from estimates of the hospital’s average costs for treating covered
patients. They may include some costs that would not meet the criteria for
allowable costs established by Medicare or Medicaid. In fact, in the early
1980s, under cost-based reimbursement, hospitals’ revenue-to-cost ratio for

Medicare averaged about 0.96, approximately the same as in 1988 under the
PPS.

Second, some observers argue that Medicare’s payment rates are
intended to create incentives for efficient provision of care.’ Ifa hospital’s
costs are above the standard incorporated in the rates, then it will--by
definition--have unreimbursed costs. For example, average costs can be driven
up by costly equipment that is not fully used or by other types of excess

capacity.

Third, for Medicare’s PPS, total payments exceeded total costs during
the first several years of the system. Through 1991, the industry’s cumulative
surpluses from the first several years under the PPS were greater than its
cumulative losses from more recent years.

4. Ibid.

S. This justification might be applied 10 some Medicaid programs as well, but it is difficult to generalize about
Medicaid since the states’ programs vary widely.

6. This estimate is based on data for PPS margins and growth in PPS payments taken from Prospective
Payment Assessment Commission, Medicare and the American Health Care System: Report to the Congress
(June 1992). The underlying data are from the Medicare cost reports.
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Other publicly insured patients include those covered by workers’
compensation, the Civilian Health and Medical Program of the Uniformed
Services (CHAMPUS), and state and local governments (other than by
Medicaid). In all, this category accounted for iess than 2 percent of hospitals’
costs in 1991. It reflects a mixture of payment methods, including cost-based
and charge-based ones. In 1991, total payments from these other government
payers were approximately equal to the associated costs.

Private Payers

The private-payer category combines private insurers and individuals who pay
for their own care. In 1991, hospitals’ total revenues from private payers
exceeded the associated costs by 30 percent.

In contrast to public programs, the amounts paid by private payers are
generally determined by hospitals, subject to market forces, although some
states have regulated private-payer rates at different times. In particular,
competition for patients may affect hospitals’ prices or discounts. The presence
of health maintenance organizations, large employers, or excess capacity among
several hospitals, for example, might increase price competition in one location
more than in others, enabling some payers to negotiate discounts.

Uncompensated Care

Uncompensated care is care for which no payment is received. It is measured
in the data as the sum of charity care and bad debt. Charity care refers to
services for which the hospital did not expect to be paid, based on its
determination that the patient could not afford to pay. In contrast, bad debt
occurs when the hospital expected to be paid but was not. In practice, charity
care and bad debt cannot be separated accurately using the available data
because hospitals vary in the methods they use to determine a patient’s ability
to pay.8 Thus, charity care and bad debt are not consistently defined among
hospitals. Most uncompensated care probably consists of services to patients

1. An implication of the possibility that Medicare’s revenue-to-cost ratio may be understated in the data is that,
based on the method used to break down costs by payers, the revenue-to-cost ratio for private payers may
be oversialed (see Appendix A).

8. American Hospital Association, "Unsponsored Hospital Care and Medicaid Shortfalls, 1980-1991: A Fact
Sheet Update™ (Chicago, November 1992).
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who are uninsured, but some is based on unpaid deductible or copayment
amounts for insured patients.

Uncompensated care, as measured, is therefore somewhat greater than
the amount of care that is provided to people who cannot afford it, because
uncompensated care includes amounts that other patients failed to pay. In
1991, the costs of uncompensated care totaled $13 billion, or about 6 percent
of hospitals’ total costs.

Nonpatient Sources

State and local governments provided direct subsidies to about 15 percent of
hospitals in 1989, most of which were government owned. Although these
subsidies are often considered to be an offsetting revenue to uncompen-
sated care, they fill a wider range of functions that cannot be distinguished in
the data. For example, the subsidies might include funds for capital projects,
as well as payments targeted toward charity care. In fact, for about 45 percent
of hospitals receiving state and local subsidies, those subsidies exceeded the
hospitals’ costs of uncompensated care in 1989. In 1991, subsidies from state
and local governments totaled $2.6 billion.

Other operating revenues come from cafeterias, gift shops, and
additional activities that do not directly relate to patient care. Nonoperating
revenues include philanthropic contributions and earnings on investments. In
1991, hospitals earned nearly $3 billion, after covering reiated costs, from other
operating revenues and nearly $5 billion from nonoperating revenues.

VARIATION AMONG HOSPITALS

For many hospitals, the sources of revenues and costs differ markedly from
national averages. For example, although, on average, hospitals lost money on
Medicare and Medicaid patients in 1989, Medicare patients were profitable for
about one-quarter of hospitals, and Medicaid patients were profitable for about
15 percent (see Table 2). In fact, 10 percent of hospitals had Medicare
revenue-to-cost ratios of 1.06 or higher. Similarly, private payers do not always
bring profits; in 1989, an estimated 7 percent of hospitals lost money on their
private patients.

Furthermore, despite the overall profitability of the industry, numerous
hospitals report financial losses. In 1989, 24 percent of hospitals incurred costs
that were higher than their total revenues. The hospitals that are unable to
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cover all their costs tend to be smaller, on average, than other hospitals. In
1989, the 24 percent of hospitals with losses accounted for only 15 percent of
hospital admissions and 16 percent of the industry’s total costs. Clearly, these
hospitals were not able to generate sufficient revenues from private payers or
other sources to cover their costs fully. Thus, even though industrywide
revenues exceed costs, some costs of uncompensated care or of treating
publicly insured patients were not recovered in 1989.

TABLE 2. DISTRIBUTION OF REVENUE-TO-COST RATIOS FOR
HOSPITALS, BY SELECTED SOURCE, 1989

Percentage of

Hospitals with
Revenues
Greater Revenues
Revenue-to-Cost Than or Less
Ratios by Percentile Equal to Than
Source 10th 25th  50th 75th 90th Costs Costs
Medicare 0.77 085 092 1.00 1.06 24 76
Medicaid 045 060 077 093 1.04 15 85
Private Payers 1.04 1.14 1.24 1.37 1.50 93 7
All Sources® 0.95 1.00 1.04 1.07 1.11 76 24

SOURCE: Congressional Budget Office estimates based on data from the American Hospitai Association's
Annual Survey of Hospitals for 1989.

NOTE: Based on a sample of 1,527 hospitals for which data were available.

a. Based on hospitals’ total revenues and total costs from all sources, including those not shown separately.




CHAPTER II1
HOSPITALS’ RESPONSES DURING THE 1980s

Hospitals vary in the amount of uncompensated care they provide and in their
other sources of costs and revenues. Thus, aggregate data from the hospital
industry, such as those presented in Chapter II, cannot provide a complete
picture of how fully and in what ways hospitals are able to cover their
unreimbursed costs. This chapter, therefore, analyzes data from individual
hospitals to measure trends in unreimbursed costs and how hospitals responded
to them during the 1980s.

GROWTH IN UNREIMBURSED COSTS

This paper defines a hospital’s unreimbursed costs as the difference between
the costs it incurs for uncompensated care and publicly insured patients and the
payments it receives from government programs. If those payments exceed
those costs, its unreimbursed costs are zero. Thus, a hospital’s unreimbursed
costs measure the amount of surplus revenues that it needs to draw from
private payers and sources other than patient care in order to cover the costs
of uncompensated care and of any services to publicly insured patients that
were not fully reimbursed.

This definition of unreimbursed costs combines the costs and revenues
from uncompensated care and government payers; it therefore incorporates
profits on publicly insured patients as well as losses. If a hospital has greater
revenues than costs for public-sector patients, its unreimbursed costs will be
lower than the costs of its uncompensated care by the amount of that profit.
In 1989, for example, about 15 percent of hospitals had revenues from publicly
insured patients that more than covered the associated costs, and those profits
were, on average, equal to about 30 percent of these hospitals’ costs of
uncompensated care. Overall, however, hospitals’ profits on publicly insured
patients were equal to about 6 percent of the industry’s total costs of
uncompensated care in 1989.

As a percentage of hospitals’ total costs, unreimbursed costs grew--with
some fluctuations--between 1980 and 1989. Unreimbursed costs increased
gradually during the first part of the decade, dropped in 1984 and 1985, and
then increased rapidly (see Figure 1). By 1989, unreimbursed costs accounted
for 11 percent of hospitals’ total costs, compared with a low of 6 percent in
1985 and with 7 percent to 8 percent during the first part of the decade. By
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Figure 1.
Hospitals’ Unreimbursed Costs, by Source, 19801989 (As a percentage
of hospitals’ total costs)
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SOURCE: Congressional Budget Office estimates based on data from the American Hospital Association’s
Annual Survey of Hospitals for 1980 through 1989,

NOTES: Unreimbursed costs are defined for each hospital as the costs incurred far uncompensated care
(charity care plus bad debt) and for treating publicly insured patients minus the revenues received
from all government payers; if those costs are less than those revenues, however, unreimbursed
COSls are zero.

The estimates shown are based on aggregate amounts using all sampie hospitals. Negative entries
indicate that aggregate revenues exceeded aggregate costs for that source. In addition to the
sources shown, the total includes other government payers; unreimbursed costs for this category
fluctuated between —0.1 and 0.2 peroent of total costs over the period shown.

See Appendix B, Tabie B-2, for the data represented here.
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1991, unreimbursed costs had increased to nearly 13 percent of hospitals’ total
costs.

Throughout the 1980s, uncompensated care represented the majority of
unreimbursed costs. However, most of the growth in unreimbursed costs over
the period came from unreimbursed Medicare and Medicaid costs. In 1980,
uncompensated care accounted for three-quarters of total unreimbursed costs;
by 1989, its share had fallen to just over one-haif. By 1991, uncompensated
care accounted for less than half of hospitals’ total unreimbursed costs.

Uncompensated Care

As a percentage of hospitals’ total costs, uncompensated care changed little
during the first half of the 1980s, averaging about 5.4 percent of total costs. It
increased to 6.6 percent in 1987 and 1988, before dropping back to 6 percent
in 1989. From 1989 throu%h 1991, uncompensated care remained at about 6
percent of hospitals’ costs.” The recent level may result from expansions in
the number of people eligible for Medicaid, which may have reduced the need
for uncompensated care. Alternatively, hospitals may have cut back on
uncompensated care because of increasing financial pressure from the growth
in other unreimbursed costs.

Medicare

The pattern for Medicare was affected by the prospective payment system,
which covers most of Medicare’s payments to hospitals. Between October 1983
and October 1984, hospitals entered the PPS according to the start of their
individual fiscal years. During the first few years of the system, revenues were
substantially greater than the associated costs, for two reasons. First, total
payments were higher than had been expected, primarily because the average
case mix index, which is a weighting factor used to compute PPS payments, was
higher than had been anticipated in setting the initial rates. Second, growth in
hospitals’ costs slowed significantly when the system was introduced. Hospitals
appear to have responded to the incentives to control costs created by the
system; they may also have been concerned about the effect of the new system
onrevenues. As a result, hospitals initially earned large positive margins under
the PPS.

1. The 1991 estimate is shown in Table 1. See Appendix B, Table B-1, for hospitals’ revenues and costs, by
source, [or 1990.
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Those margins have eroded over time, however. One reason is that,
partly because payment rates were high initially, the Congress has generally
restricted the annual increase in the per-case rates to less than the growth in
the average price of hospitals’ inputs. In addition, subsequent rapid growth of
costs contributed to the declining margins. Some of Medicare’s non-PPS
payments to hospitals, including those for capital-related expenses and for
some outpatient services, have also been subject to various controls.

The overall Medicare revenue-to-cost ratio, which is based on all
Medicare-covered hospital services, increased from an average of 0.96 during
the early years of the decade to over 1 in 1985 and 1986. The ratio then fell
from approximately 1 in 1987 to 0.93 in 1989. As a result, hospitals went from
earning profits on Medicare patients in 1985 and 1986 to having unreimbursed
Medicare costs. These accounted for 2.6 percent of total costs, or about one-
quarter of total unreimbursed costs, in 1989.

Since 1989, Medicare’s revenue-to-cost ratio has continued to decrease--
to 0.90 in 1990 and 0.88 in 1991. Based on projections for thc PPS, the overall
Medicare margin is likely to have declined further in 1992.2

Medicaid

In contrast to Medicare, unreimbursed Medicaid costs increased throughout the
1980s, from 0.5 percent of hospitals’ total costs in 1980 to 2.4 percent in 1989.
In 1989, losses on Medicaid patients totaled nearly as much as losses on
Medicare patients, even though Medicaid patients accounted for only 11
percent of hospitals’ costs compared with Medicare’s 39 percent. This trend

reflects a declining payment-to-cost ratio for Medicaid--from 0.95 in 1980 to
0.77 in 1989.

Since 1989, however, Medicaid payments have improved relative to
costs, largely because of disproportionate share payments for hospitals that
treat a large percentage of low-income patients, and because of states’
expanded use of financing mechanisms that increase the federal government’s
matching payments. The effects of these changes vary from state to state, but
Medicaid’s overall revenue-to-cost ratio for hospitals increased from 0.77 in
1989 to 0.80 in 1990, and to 0.82 in 1991. Rapid growth in Medicaid spending

2 Prospective Payment Assessment Commission, Medicare and the American Health Care Sysiemn: Repon 10
the Congress (June 1992).
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for hospitals in 1992 suggests that the revenue-to-cost ratio may have continued
to increase.

Other government programs have had little effect on total unreimbursed
costs, primarily because they involve only a small proportion of hospitals’ costs.
Between 1980 and 1989, these programs’ unreimbursed costs fluctuated
between 0.2 percent and negative 0.1 percent of hospitals’ total costs.

HOW HOSPITALS COVER THEIR UNREIMBURSED COSTS

Hospitals have several potential sources of revenues to help cover
unreimbursed costs. Nearly all hospitals earn surplus revenues from sources
other than direct payments for patient care. For about 15 percent of hospitals,
state and local governments provide subsidies that help finance uncompensated
care. More than 90 percent of hospitals earn profits on privately insured
patients.

Sources of Offsetting Revenues

To measure the extent to which hospitals were able to cover their
unreimbursed costs, the Congressional Budget Office analyzed data for each
hospital and then totaled the results. By definition, the maximum amount of
unreimbursed cost that a hospital can cover is 100 percent. In the analysis, any
revenues beyond those needed to cover costs that were earned by one hospital
were not allowed to offset unreimbursed costs at another hospital, since in
actuality they do not. Because not all hospitals were able to offset all of their
unreimbursed costs, less than 100 percent of industrywide unreimbursed costs
were offset each year.

In 1989, for example, 94 percent of hospitals’ total unreimbursed costs
were offset by revenues from other sources. About one-fourth of hospitals
were unable to cover all of their unreimbursed costs in that year; they offset
about 75 percent of their unreimbursed costs. The total amount of
unreimbursed costs that these hospitals couid not offset represented the other
6 percent of the industry’s total unreimbursed costs.

The percentage of industrywide unreimbursed costs that hospitals could
cover changed little over the 1980-1989 period (see Figure 2 and Table B-3 in
Appendix B). Though unreimbursed costs increased rapidly after 1985, the
portion that was offset did not change much, falling slightly from 95 percent
between 1984 and 1986 to 93 percent or 94 percent between 1987 and 1989.
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Figure 2.
Hospitals’ Unreimbursed Costs, by Source of Offsetting Revenues,
1980—-1989 (As a percentage of hospitals’ total costs)
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SOURCE: Congressional Budget Office estimates based on data from the American Hospital Association’s
Annual Survey of Hospitals for 1980 through 1989.

NOTES: Uarcimbursed costs are defined for each hospital as the costs incurred for uncompensated care
(charity care plus bad debt) and for treating publicly insured patients minus the revenues received
from all government payers; if those costs are less than those revenues, however, unreimbursed
COSls are zcro.

Because most hospitals have revenues that exceed their costs, the order in which the sources of
offsetting revenues are applied to cover unreimbursed costs affects the resuits. This analysis
applied the sources in the order shown, going from the bottom up, so state and local subsidies were
used first, and revenues from private payers were used last. Thus, the proportion attributed to
private payers is lower than it would be if another order had been chosen.

The estimates shown are based on aggregate amounts using all sampie hospitals.

See Appendix B, Table B-3, for the data represented here.
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The contributions of the different offsetting revenue sources did change
over time, however. For each hospital, CBO applied the potential sources of
offsetting revenues to unreimbursed costs in the following order: state and
local subsidies, revenues from sources other than patient care, and revenues
from private payers. In other words, revenues from state and local subsidies
were used first to offset unreimbursed costs. If the hospital had any remaining
unreimbursed costs, then other nonpatient revenues were applied. Finally, if
unreimbursed costs still remained, profits from private payers were used.

Because most hospitals were profitable overall, the ordering affects the
results. This ordering is a natural one because state and local subsidies are
largely intended to help hospitals cover their costs, and at least some of the
other nonpatient revenues, such as donations, are intended to support
charitable activities. The ordering is also analytically useful because it yields
a lower-bound estimate of the contribution of private payers by completely
exhausting the surplus revenues from other sources before turning to private
payers.

Although the contribution of state and local subsidies decreased over
the decade--from a high of 27 percent in 1980 to 10 percent in 1989--private
payers played an increasing role. In 1989, revenues from private payers offset
55 percent of total unreimbursed costs, compared with 37 percent in 1980. The
proportion of unreimbursed costs that were covered by other nonpatient
sources stayed relatively constant over the 10-year period, averaging about 33
percent.

As unreimbursed costs increased rapidly during the latter half of the
1980s, hospitals were able to cover nearly all the increase with revenues from
other sources. Most of that rise was offset with revenues from private payers.
However, between 1987 and 1989, a small part of the increase in unreimbursed
costs was offset with revenues from nonpatient sources other than subsidies
from state and local governments.

The proportion of hospitals that were not able to cover all their costs
increased near the end of the decade. From 1980 through 1982, the proportion
dropped from 21 percent to 17 percent; it stayed at 17 percent through 1986,
except for a low of 15 percent in 1985 (see Table 3). The proportion grew to
24 percent of hospitals in 1987, and peaked at 27 percent in 1988 before
dropping back to 24 percent in 1989. Thus, although the share of total
unreimbursed costs that were not covered stayed about the same, those costs
were spread out, at the end of the decade, among a somewhat larger number
of hospitals.
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TABLE 3. EXTENT TO WHICH HOSPITALS WERE ABLE TO OFFSET
UNREIMBURSED COSTS WITH REVENUES FROM OTHER
SOURCES, 1980-1989 (In percentage of hospitals)

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989

Hospitals with No

Unreimbursed Costs 5 5 4 3 7 15 9 6 4 4
Hospitals with

Costs Fully Offset 74 7 79 8 76 70 74 0 69 T2
Hospitals with Costs

Not Fully Offset 2019 17 17 17 15 17 24 27 24

SOURCE:  Congressional Budget Office estimates based on data from the American Hospital Associalion’s Annual
Survey of Hospitals for 1980 through 1989.

NOTE: Unreimbursed costs are defined for cach hospital as the costs incurred {or uncompensated care (charity
' care plus bad debt) and for treating publicly insured patients minus the revenues received from all
government payers; if those costs are less than those revenues, however, unreimbursed costs are zero.

Perhaps not surprisingly, the facilities that were not able to fully cover
their costs tended to have greater unreimbursed costs, as a percentage of total
costs, than other hospitals. In 1989, for example, unreimbursed costs
accounted for 15 percent of the total costs for this group compared with 10
percent for other hospitals (see Appendix B, Table B-4.) The costs of
uncompensated care were higher for these hospitals--8 percent of total costs
compared with 6 percent for other hospitals. Hospitals in this group also
provided relatively more care to Medicaid patients than did other hospitals--19
percent of inpatient days compared with 14 percent. But they provided slightly
less care to Medicare patients--42 percent of inpatient days compared with 44
percent for other hospitals.

Cost Shifting to Private Payers

As unreimbursed costs increased during the 1980s, hospitals generated higher
revenues from their private payers to cover most of the increase in those costs.
As seen earlier, unreimbursed costs increased during two periods: 1981 through
1983, and 1985 through 1989. During each of these periods, hospitals’
aggregate revenue-to-cost ratio for private payers also rose.
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Between 1980 and 1983, the average markup of revenues over costs for
private payers rose from 13 percent to 17 percent--an increase of 4 percentage
points, or about 1 percentage point per year (see Figure 3). Over the same
period, the revenues from private payers that were needed to just offset
unreimbursed costs increased from 6 percent over costs to 8 percent, or 2
percentage points in all.> This pattern indicates that during this period the
prices paid by private payers increased by more than the amount necessary to
offset the growth in unreimbursed costs, thereby raising hospitals’ overall
margins, on average.

Unreimbursed costs grew more rapidly after 1985 than in the early part
of the decade. Between 1985 and 1989, the percentage markup over costs for
private payers that was needed to just offset unreimbursed costs increased from
5 percent to 15 percent, or over 2 percentage points per year. At the same
time, the actual markup for private payers increased from 18 percent to 25
percent. Between 1985 and 1987, the increase in the markup was less than the
increased contribution of private payers to offsetting unreimbursed costs.
Between 1987 and 1989, however, the increase in the markup was
approximately equal to the growth in those contributions. For the decade as
a whole, the total increase in markups for private payers was larger than the
increase in those payers’ contributions to unreimbursed costs.

The 1983-1985 period also shows an interesting pattern. Unreimbursed
costs fell during this time, and along with them the amount of private-payer
revenues that were needed to offset unreimbursed costs. However, hospitals
did not, on average, pass these reductions to private payers in the form of
lower markups. Instead, those markups increased from 17 percent in 1983 to
18 percent in 1984, and then stayed at 18 percent in 1985, despite the fact that
the amount needed to cover unreimbursed costs dropped from 8 percent above
costs in 1983 and 1984 to only 5 percent in 1985. When hospitals’
unreimbursed costs subsequently increased after 1985, the average markup for
private payers also grew.

The increasing markups paid by private payers caused their spending
to increase more rapidly than it might otherwise have done. In general, the
growth in the total level of spending by private payers is determined by both
the average markup over costs that they pay and the rate of increase of those
costs. However, during the 1980s, the underlying trend in the growth of the
costs incurred by hospitals changed little, except for a brief slowing in 1984 and

3 As noted earlier, the analytic method used 10 offset unreimbursed costs compieiely exhausted all revenues
from other sources before applying revenues from privale payers.
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Figure 3.
Difference Between Hospitals’ Revenues and Costs for Private Payers, and
the Portion Used to Offset Unreimbursed Costs, 1980— 1989 (Asa percentage
of the private—payer costs)
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Congressional Budget Office estimates based on data from the American Hospital Association’s
Annual Survey of Hospitals for 1980 through 1989.

Private payers refers to privately insured patients and individual patients who paid for their own
care.

Unreimbursed costs are defined for each hospital as the costs incurred for uncompensated care
(charitycare plus bad debt) and for treating publicly insured patients minus the revenues received
from all government payers; if thosc costs are leas than those revenues, however, unreimbursed
COsts are 2e70.

Before calculating the portion of private payers' revenues used to offset unreimbursed costs,
cach hospital’s unreimbursed costs were reduced by any state and local subsidies and by other

revenues (in excess of costs) received from sources other than patient care.

See Appendix B, Table B-S5, for the data represented here.
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1985. Between 1986 and 1991, hospitals’ costs per patient grew an average 4.5
percent a year, adjusting for inflation, compared with average annual growth
of 3.8 percent in 1984 and 1985, and 4.9 percent in the 1978-1983 period (see
Appendix B, Figure B-2).

IMPLICATIONS

The trends analyzed here suggest that in the current muitiple-payer setting,
actions taken by one group of payers to control spending can have significant
effects on other payers. During the 1980s, hospitals were able to offset nearly
all of the increases in uncompensated care and unreimbursed costs related to
public programs with increased revenues from other sources. This pattern
appears to have continued more recently. In particular, between 1989 and
1991, the hospital industry’s overall profit margin remained relatively stable,
even though unreimbursed costs increased because of declining Medicare
margins.

Further attempts to control public-sector health costs would probably
produce further cost shifting to the private sector, uniess those attempts were
combined with other changes. Although the maximum extent of such cost
shifting is unknown, the evidence from the 1980s indicates that cost shifting
might be considerable, at least in the short run. Not all facilities would be able
to recover their costs fully in this way, however. The patients treated by
facilities that were least able to cost shift--because of patient mix or market
conditions--could be adversely affected. For example, hospitals with a large
share of uninsured or publicly insured patients might be less able to cover their
unreimbursed costs, both because those costs are a larger share of their total
costs and because they have a smaller pool of privately insured patients.

Proposals to change the health care system need to take into account
the extent to which the private sector now subsidizes uninsured and publicly
insured patients. For example, if reforms expanded the number of people with
insurance, so that uncompensated care fell, private-sector hospital rates might
fall relative to costs. However, such a response might be delayed, because
hospitals would probably not adjust immediately--for example, hospitals did not
lower private rates in the mid-1980s when their Medicare revenues increased
relative to costs. Alternatively, if price controls were adopted for hospitals but
did not incorporate the costs of uncompensated care, some hospitals might cut
back the amount of free care they provide. As a consequence, uninsured
people might receive less care than they do now.




APPENDIX A
DATA AND ANALYTIC METHODS

The data for this paper come from the American Hospital Association’s
(AHA’s) Annual Survey of Hospitals for 1980 through 1989. The surveys
provide data about the characteristics of individual hospitals, inciuding size,
location, available services, and finances. The analysis was based on
community hospitals, which are defined by the AHA as nonfederal, short-term
hospitals that are open to the general public.1

Hospitals’ individual reporting periods vary. In general, the data
reported in each year of the survey correspond to hospitals’ reporting periods
that ended during that calendar year. Consequently, the resuits of the analysis
do not correspond exactly to calendar years.

COMPARISON OF HOSPITALS IN THE SAMPLE
WITH ALL COMMUNITY HOSPITALS

‘The analysis was based on data from the hospitals that permitted the
Congressional Budget Office (CBO) to use the financial information they
reported in the annual survey. In all, data from approximately 2,300 hospitals,
or aver 40 percent of all community hospitals, were used. In any given year,
however, a number of hospitals did not report certain financial variables
needed for the analysis. The data were also screened to eliminate extreme or
implausible values. Because data were available for different hospitals in
different years, the specific set of hospitals used in the analysis varies from year
to year. The number ranged from a low of approximately 1,000 hospitals for
1985 to more than 1,900 for 1988.

In using a sample of hospitals, such as this one, it is important that the
sample represent the patterns that occur in the full universe of hospitals. That
way, conclusions based on the sample can be considered valid for the entire
group. To verify the representativeness of the sample, CBO compared a
number of characteristics of the hospitals used in the analysis with those of all
community hospitals.

1. Excluding psychiatric hospitals, hospitals for treating alcoholism and chemical dependency, hospitais for
tuberculosis and other respiratory diseases, chronic-disease hospitals, facilities for the mentally retarded,
and hospital units of institutions.
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Based on location, patient mix, size, and other characteristics, the
hospitals in the sample appear to be generally representative of all community
hospitals. As an example, the 1989 sample consisted of 1,527 hospitals, or 28
percent of all community hospitals (see Table A-1). About 55 percent of the
sample were located in urban areas, compared with 54 percent nationally.
Hospitals in the two groups were similar in their distributions by size, although
the sample hospitals were somewhat larger on average--194 beds compared
with 170 beds nationally. The shares of patient days and discharges
attributable to Medicare were nearly identical for the two groups. Similarly,
Medicaid’s shares of days and discharges were the same for the two groups.
In addition, uncompensated care accounted for 6 percent of total costs for each

group.

One exception to this similarity is the type of ownership. In 1989, for
example, for-profit hospitals constituted only 3 percent of the sample,
compared with 14 percent nationally; nongovernment, not-for-profit hospitals
accounted for 69 percent of the sample but only 59 percent of all community
hospitals. Government-owned hospitals were a similar proportion of both
categories--28 percent of the sample and 27 percent of all community hospitals.

METHOD OF ESTIMATING COSTS

The analysis relies on various financial data collected in the AHA’s annual
survey, including information about hospitals’ revenues from different sources
and their provision of uncompensated care. In general, revenues for patient
care are categorized into the various sources based on the patient’s primary

payer.

Two measures of revenue from each group of patients are reported: the
hypothetical revenue based on full (list price) charges and the actual revenue
received. For Medicare and Medicaid, for example, the actual revenues are
the reimbursements for patients insured by those programs, while the full
charges are based on the hospitals’ list prices for the services provided. In
addition, actual revenues from sources other than patient care are reported.

The survey does not break down the hospital’s actual costs of treating
patients by payer groups. To estimate costs for each group of patients--for
example, private patients--the full charges for that group were multiplied by the
haspital’s ratio of costs to charges (RCC). Similarly, each hospital’s costs of
uncompensated care were estimated by multiplying the full charges attributed
to charity care and bad debt by the hospital’s RCC. The RCC for each hospital
is defined as the ratio of its total costs to the sum of its total full-charges
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TABLE A-1.. SELECTED CHARACTERISTICS OF HOSPITALS IN
THE SAMPLE FOR CBO’S ANALYSIS AND ALL
COMMUNITY HOSPITALS, 1989

Sample

for 1989 All b

Analysis® Hospitals
Number of Hospitals 1,527 5512
Percentage of Hospitals 28 100
Percentage of Discharges 33 100
Average Number of Beds 194 170
Average Occupancy (In percent)° 60 56
Medicare’s Share of Days (In percent) 43 42
Medicare’s Share of Discharges (In percent) 34 34
Medicaid’s Share of Days (In percent) 15 15
Medicaid’s Share of Discharges (In percent) 13 13
Total Revenue-to-Cost Ratio 1.040 1.035
Uncompensated (Fare (As a percentage

of total costs) 6.0 6.0

Percentage of Hospitals

Total 100 100
Rural 45 46
Urban 55 54
Urban Hospitals by Population of City
Less than 250,000 12 10
250,000-1 million 20 19
1 miillion-2.5 million 13 14
2.5 million or more 10 11
Ownership
Nongovernment, not for profit 69 59
Government 28 27
For profit 3 14
Number of Beds
50 or fewer 17 24
51-100 22 23
101-200 24 24
201-400 26 20
401 or more 12 9
Teaching® 27 23
Nonteaching 73 77
(Continued)
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TABLE A-1. CONTINUED

Sample
for 1989 All b
Analysis® Hospitals

Percentage of Hospitals (continued)

Disproportionate Share 28 26
Nondisproportionaie Share8 72 74
Disproportionate Share Hospitals by Teaching Status
eaching 13 11
Nonteaching 15 15
Region
New England 8 4
Middle Atlantic 12 10
South Atlantic ’ 14 15
East North Central 17 15
East South Central 5 9
West North Central 18 14
West South Central 10 14
Mountain 5 7
Pacific 11 12

SOURCE: Congressional Budget Office calculations based on data from the American Hospital Association’s

NOTES:

Annual Survey of Hospitals for 1989.

Characteristics are generaily based on data from the Annuai Survey of Hospitals for 1989. Teaching
and disproportionate share are exceptions; these were based on data from the Health Care Financing
Administration.

In the upper panel, the term "average” indicates the average amounts per hospital. Entries not
designated as "average” are the percentages or ratios based on total amounts for hospitals in each
calegory—(or exampie, Medicare's share of discharges is the percentage of total discharges for hospitals
in the category that were discharges of Medicare patienis.

All of the hospitals used in the analysis {for 1989 were community haspitals.

The category consists of all community hospitals in the 50 states and the District of Columbia for which data
were available from the Annual Survey of Hospitals for 1989.

The occupancy rate for each hospital is defined as the ratio of the hospital’s average daily number of patients
to ils average number of beds during the reporting peniod.

Uncompensated care is defined as charity care plus bad debt.

Hospitals that receive an adjustment under Medicare's prospective payment system (PPS) for the indirect
cosls ol medical education.

Hospitals that receive the disproportionate share adjustment under Medicare’s PPS for treating a large
proportion of low-income patients.

The nondisproportionate share category includes 2 percent of hospitals in the sample and 4 percent of ail
community hospitals for which data on disproportionate share status were not available.
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revenue and other operating revenue (excluding subsidies from state and local
governments). The use of this conversion factor assumes that the full charges
for a given patient reflect the relative resource use compared with other
patients--for example, that two patients with the same charges have the same
underlying treatment costs. One justification for using the RCC to convert
charges to costs is that relative charges probably reflect relative costs. In
addition, a hospital’s list prices are the same for all patients.

A shortcoming of this approach is that markups probably vary from
service to service within a hospital. If a hospital applied higher markups to
services more frequently used by Medicare patients than by other groups, for
example, the estimated costs of treating Medicare patients would be greater
than the actual costs, and the estimated costs of treating other patients would
be less than the actual costs.

Hospitals may also have adapted their accounting methods in ways that
result in overstating the costs incurred in treating publicly insured patients. In
the past, retrospective, cost-based reimbursement by Medicare and Medicaid
provided an incentive for hospitals to overstate their reported costs, because
payments were based on those costs. Generalizing about Medicaid programs
is difficult because the state systems vary widely. For Medicare, these
considerations are most relevant to the cost data reported on its cost reports,
because Medicare used them to determine the cost-based reimbursements (and
continues to use them to determine the remaining cost-based payments).
However, full charges may also have been affected by these incentives, because
Medicare used information on full charges to determine its share of certain
costs.

Under the prospective payment system (PPS), such accounting practices
could well have persisted. For one thing, they were already in place. For
another, even though most payments are no longer directly based on reported
costs, costs may still play a role in determining future payments by influencing
annual updates in Medicare’s rates and other changes in the PPS over time.

In addition, data from the Medicare cost reports suggest somewhat
higher revenue-to-cost ratios for Medicare than the AHA data suggest.2 In
particular, the revenue-to-cost ratios based on cost-report data for the PPS
(which applies to about 75 percent of Medicare’s payments) were higher over
the 1984-1991 period than the revenue-to-cost ratios (for all services to

2. No national data exist for Medicaid that would permit a similar comparison with the AHA dala.
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Medicare patients) from the AHA data.® If the services not covered by the
PPS are taken into account to estimate total Medicare ratios, those ratios
would probably still be larger than the ones based on the AHA data. This
limited evidence suggests that the Medicare revenue-to-cost ratio, which was
estimated to be 0.88 in 1991 using the AHA data, could range from 0.88 to
0.96. A closer comparison of data from the two sources might be useful in
evaluating these issues, but is beyond the scope of this analysis.

If Medicare’s revenue-to-cost ratio is underestimated by the AHA data,
then hospitals’ total unreimbursed costs and the amount of cost shifting to the
private sector would both be less than estimated by the analysis. In addition,
because of the method used to apportion costs among payer groups, an
underestimate of Medicare’s revenue-to-cost ratio would imply that the ratio
for private payers was probably overestimated.

Although these considerations indicate that the revenue-to-cost ratios
for specific years and payer groups should be viewed with caution, they would
not have much effect on the analysis of change over time. As a result, they
would not affect the paper’s finding that cost shifting to private payers
increased during the 1980s.

3. For PPS margins based on cosi-report data, see Prospective Payment Assessment Commission, Medicare
and the Anerican Health Care Sysiem: Repon to the Congress ([orthcoming, June 1993).
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Figure B-1.
Total Revenue Margin for Hospitals, 1972—1991

2 Percent
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SOURCE: Congressional Budget Office estimates based on data from American Hospital Association
Hospital Statistics (Chicago: AHA, 1972 through 1992-1993 editions).

NOTES: The total revenue margin is defined as the difference between 10tal revenues of all hospitals and

total costs, expressed as a percentage of total revenues.

The data were based on all community hospitals.
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Figure B-2.
Annual Change in Hospitals’ Real Costs and Real Adjusted Costs per
Admission, 1973-1991

Real Costs
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SOURCE: Congressional Budget Office estimates based on data from American Hospital Association
Haospital Statistics (Chicago: AHA, 1972 through 1992 —1993 editions).

NOTES: The term "real” is used here to mean adjusted for general inflation rather than (or inflation in the
prices of health services, which is almost certainly different. Hospitals' real costs are calculated
in 1991 dollars using the consumer price index for all urben consumers.

Adjusted cost per admission is the average expense to the hospital to provide care for one
hospital inpatient stay. It is estimated by subtracting the estimated costs incurred for the provision
of outpatient care from total costs.

The data were based on all community hospitals.
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TABLE B-1. HOSPITALS' REVENUES AND COSTS, BY PAYER
OR OTHER SOURCE, 1990

Revenues Costs
Asa Asa Ratio of

Payer or In Billions Percentage In Billions Percentage  Revenues
Other Source of Dollars of Total of Dollars of Total to Costs
Medicare 69.8 332 780 38.4 0.90
Medicaid 184 8.7 230 113 0.80
Other Government Payers 34 1.6 3.2 1.6 1.06
Private Payers 104.1 495 81.6 40.1 1.28
Uncompensated Care? n.a. n.a. 12.1 59 na.
Nonpatient Sources

State and local subsidies 25 1.2 na. na. na.

Other opt.:ralingb 7.8 37 5.5 2.7 1.43

Nonoperating® 46 21 n.a. n.a. n.a.

Total 2106 100.0 203.2 100.0 1.04

SOURCE:  Congressional Budget Office using data from Prospective Payment Assessment Commission (ProPAC),
Medicarc and the American Health Care System: Repont to the Congress (June 1992). Data were
calculated by the American Hospital Association using its Annual Survey of Hospitals for 1990, based
on ProPAC's specifications.

NOTE: The data are based on all community hospitals. n.a. = not applicable.

a. Uncompensaled care is defined as charity care plus bad debt.

b.  Includes operating revenues and costs for sources other than patient care, such as cafeterias and gift shops.

c. Includes revenues from donations, grants, earnings on endowments, and other sources. Nonoperating revenues
are assumed to have no associated costs.
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TABLE B-2. HOSPITALS’ UNREIMBURSED COSTS, BY SOURCE, 1980-1989
(As a percentage of hospitals’ total costs)
1980 1981 1982 1983 1984 1985 1986 1987 1988 1989
Total Unreimbursed Costs? 71 68 75 82 78 64 74 85 103 11.2
Source®
Uncompensated care 54 51 51 55 57 55 64 66 66 60
Medicare 12 12 14 16 07 -1.1 06 02 1.6 26
Medicaid 05 04 08 10 11 15 14 16 21 24
Other government payers 01 01 01 c 01 02 ¢ 01 -01 c

Congressional Budget Office estimates based on data from the American Hospital Association's

Unreimbursed costs are defined for each hospital as the costs incurred for uncompensated care (charity
care plus bad debt) and for treating publicly insured patients minus the revenues received from all

government payers; if those costs are less than those revenues, however, unreimbursed costs are zero.

The estimates shown are based on aggregate amounts using all sample hospitals. Negative entries indicate

SOURCE:
Annual Survey of Hospitals for 1980 through 1989.
NOTES:
that aggregate revenues exceeded aggregate costs for that source.
a.

individual hospitals the latier are constrained to be zero or pasitive.

b. For Medicare, Medicaid, and other government payers, the amounts shown equal the differences between costs
and revenues for the respective source. For uncompensated care, there are no revenues, 5o the amounts shown

are the costs of uncompensated care.

c. Between -0.05 percent and 0.05 percent.

The amounts shown for the individual sources do not sum exactly to the total unreimbursed costs because for
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TABLE B-3. HOSPITALS' UNREIMBURSED COSTS, BY SOURCE OF
OFFSETTING REVENUES, 1980-1989

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989

As a Percentage of Hospitals’ Total Costs

Total Unreimbursed Costs 71 68 75 82 78 64 74 85 103 112

Source of Offsetting

Revenues®
State and local subsidies 19 14 15 15 14 09 16 1.7 16 1.1
Other nonpatient sources 21 23 26 26 26 29 26 26 29 33
Private payers 26 25 31 35 34 24 29 37 30 61

Total Amount Offset 66 62 72 76 74 61 71 79 96 10.5

As a Percentage of Hospitals’ Unreimbursed Costs

Source of Offsetting

Revenues?

State and local subsidies 27 21 20 18 17 14 21 20 16 10

Other nonpatient sources 29 34 3 32 33 44 35 30 28 30

Private payers 3 W 4 43 4 3 9 43 49 55
Total Amount Offset 93 91 95 93 95 95 95 94 93 94

SOURCE: Congressional Budget Office estimales based on data from the Amencan Hospital Association’s Annual
Survey of Hospitals for 1980 through 1989.

NOTES: Unreimbursed costs are defined for each hospital as the costs incurred for uncompensated care (charity
care plus bad debt) and for treating publicly insured patients minus the revenues received from all
government payers; if those costs are less than those revenues, however, unreimbursed costs are zero.

The estimates shown are based on aggregate amounts using all sampie hospitals.

a. Becausc most hospitals have revenues that exceed their costs, the order in which the sources of offsetting
revenues are applied to cover unreimbursed costs affects the results. This analysis applied the sources in the
order shown, so state and local subsidies were used first, and revenues from private payers were used last.
Thus, the proportion attributed to private payers is lower than it would be if another order had been chosen.




RESPONSES TO UNCOMPENSATED CARE AND PUBLIC-PROGRAM
CONTROLS ON SPENDING: DO HOSPITALS "COST SHIFT™ 36

TABLE B-4. SELECTED CHARACTERISTICS OF HOSPITALS WITH TOTAL
REVENUES LESS THAN COSTS AND HOSPITALS WITH TOTAL
REVENUES EQUAL TO OR GREATER THAN COSTS, 1989

Revenues
Equal 10
Revenues Less or Greater
than Costs than Costs
Percentage of Hospitals 24 76
Average Occupancy (In percent)? 55 62
Medicare’s Share of Days (In percent) 42 4
Medicaid’s Share of Days (In percent) 19 14
Revenue-to-Cost Ratios
Total 0.96 1.06
Medicare 0.89 0.94
Medicaid 0.77 0.77
Private payers 1.18 1.26
Uncompensated Care (A§ a
percentage of total costs) 7.9 57
Unreimbursed Costs (As a
percentage of total costs)® 15 10
Percentage of Unreimbursed
Costs That Were Offset 75 100
Percentage of Hospitals
Total 100 100
Rural 54 42
Urban 46 58
Ownership
Nongovernment, not for profit 62 71
Government 34 27
For profit 4 3
(Continued)
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TABLE B-4. CONTINUED

Revenues
Equal to
Revenues Less or Greater
than Costs than Costs
Percentage of Hospitals (continued)
Number of Beds
50 or fewer 28 13
51-100 27 21
101-200 23 24
201-400 16 29
401 or more 6 13
Teaching? 20 30
Nonteaching 80 70
Disproportionate Share® ] 27 28
Nondisproportionate Share 73 72

SOURCE:  Congressional Budget Office estimates based on data from the American Hospital Association’s Annual

NOTES:

Survey of Hospitals for 1989. Teaching and disproportionate share status were based on data from the
Health Care Financing Administration.

Based on a sample of 1,527 hospitals for which data were available.

In the upper panel, the term "average™ indicates the average amounts per hospital. Entries not designated
as "average” are the percentages or ratios based on aggregate amounts for hospitals in each category--for
example, Medicare's share of days is the percentage of aggregate days for hospitals in the category that
were days of care for Medicare patients.

The occupancy rate for each hospital is defined as the ratio of the hospilal’s average daily census 1o s average
number of beds during the reporting period.

Uncompensated care is defined as charity care plus bad debt.

Unreimbursed cosis are defined for each hospital as the costs incurred for uncompensated care and for
treating publicly insured patients minus the revenues received from all government payers; if those costs are
less than those revenues, however, unreimbursed costs are zero.

Hospitals that receive an adjustment under Medicare's prospective payment system (PPS) [or the indirect costs
of medical education.

Hospitals that receive the disproportionate share adjustment under Medicare’s PPS for treating a large
proportion of low-income paticnts.

Nondisproportionate share category included 2 percent of hospitals in each group for which data on
disproportionate share status were not availabie.
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TABLE B-5. DIFFERENCE BETWEEN HOSPITALS' REVENUES AND COSTS
FOR PRIVATE PAYERS, AND THE PORTION USED TO OFFSET
UNREIMBURSED COSTS, 1980-1989 (As a percentage of
the private-payer costs)

1980 1981 1982 1983 1984 1985 1986 1987 1988 1989

Difference Between
Revenues and Costs for
Private Payers 13 14 15 17 18 18 20 19 22 25

Revenues from Private
Payers Used to Offset
Unreimbursed Costs 6 6 7 8 8 5 7 9 12 15

SOURCE: Congressional Budget Office estimates based on data from the American Hospilal Association's Annual
Survey of Hospitais for 1980 through 1989.

NOTES: Private payers refers 1o privately insured patients and individual patients who paid for their own care.

Unreimbursed costs are defined for each hospital as the costs incurred for uncompensated care (charity
care plus bad debt) and for treating publicly insured patients minus the revenues received (rom ali
government payers; if those costs are iess than those revenues, however, unreimbursed costs are zero.

Belore calculating the portion of private payers’ revenues used 1o offset unreimbursed costs, each
hospital’s unreimbursed costs were reduced by any state and local subsidies and by other revenues (in
excess of costs) received from sources other than patient care.
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As a gesture of goodwill I decided to leave my golf clubs at
home tonight. Actually I didn’t hit anyone last week, but I had
a bad round. As many of you know, national television exposure
is not necessarily a great thing if you’re a weekend golfer.

I’'m glad to be here again. I see several old friends,
including many who helped us with NAFTA, GATT and reducing the
deficit. We may not always agree, but we have been productive
partners on many things, and I thank you.

I’'ve argued hard that to preserve the American Dream we must
come together in a new national partnership. That’s what I mean
when I talk about a New Covenant.

The government’s part of this bargain is to help empower
people to make the most of their own lives. It’s to enhance
American security abroad, but also on our streets. And as we
move into a new century and a new economy, it’s to expand
opportunity while shrinking bureaucracy. At the same time, this
will only work if every citizen takes more responsibility for
themselves, their communities and their country.

A big part of our job here is to cut yesterday’s government
and replace it with one that is flexible and entrepreneurial
enough to meet tomorrow’s challenges. You have been downsizing
and modernizing your companies for more than a decade to meet
global competition. Your successes have been recognized around
the world. To help more Americans meet the demands of this new
economy, the government must be as bold, imaginative, and
entrepreneurial as you have been.

It was clear when we got here two years ago that the
government wasn’t doing enough to be a good partner. We had to
make some very tough decisions to prepare for the future. There
was too little growth, too few jobs and too much debt for the
economy to pass the American Dream on to our children. No one
was bringing Americans together in partnership.

I know many of you didn’t agree with everything we did. But
the truth is we stepped up to the plate where others hadn’t. It
is worth remembering just what we have been able to accomplish.

We began by passing the largest deficit reduction package in
history; the deficit will go down more than $600 billion in five
years. We cut more than 300 programs. We cut the federal
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government by more than 100,000 positions -- on our way to
cutting a total of 272,000. We cut taxes for 15 million working
families and made 90 per cent of small businesses eligible for a
tax cut. We lowered export barriers, passed GATT, passed NAFTA,
engaged the APEC nations, hosted the Summit of the Americas, and
have created a big emerging markets strategy to help us remain
strong. This has been the most successful period for opening
markets in decades.

It is important that you continue to support our historic
efforts to stay engaged in the world. 1I’ll talk more about this
when I speak before the Canadian Parliament tomorrow. But let me
say now, we face great new opportunities to increase security and
‘prosperity, here and around the world. And we must resist any
attempt to have us retreat from these great opportunities.

We cut government, and we made it work better -- doing
things others only talked about for decades. We de-regulated
trucking. We de-regulated interstate banking. We lowered
dramatically export controls on high-tech products. We reformed
the federal procurement system. We cut the SBA loan to one page.
We support the end of un-funded mandates. My Labor Department
did something unheard of in the annals of government: Before
issuing an asbestos regulation they talked to EPA and now
business won’t face conflicting rules.

After we reduced the deficit, we did what every smart
businessman would do with the savings. We invested more in
things that create opportunity for our people: in technology and
in the education and training of our children and our workers.
We used savings from cutting 100,000 bureaucrats to pay for
putting 100,000 more police on the streets. We are giving people
the security they need to prosper.

I am proud our strategy is working. The projected deficit
has dropped from almost $400 billion to under $200 billion. The
federal government is on its way to its smallest size in 30
years. Last year the economy grew the most it has in a decade.
We have the lowest combined rate of unemployment and inflation in
twenty-five years. And the economy has generated nearly six
million new jobs -- 93 per cent in the private sector.

We have made tough decisions to get to this point. But our
challenge is to keep moving in the right direction, to keep
creating new partnerships between business, government, and
citizens, and to keep working to make America stronger.

It is critical that we continue to streamline government.
This economy is based on knowledge, technology, and flexibility.
Top-down bureaucracies won’t work anymore. Bureaucrats and
businessmen glaring across a table at each other can’t work.
Only our competitors gain when we do this.
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So we have to keep working at this. That is why yesterday I
called together the Heads of sixty-nine of the biggest regulatory
agencies to announce a broad new initiative to reinvent the way
we regulate.

I called for an immediate review of all their rules to see
if they are obsolete or whether the private sector or local
government can do the job better. I want this review on my desk
by June 1.

Beyond that, I want to measure all regulations by whether
they are doing the job intended, not by how much delay or red-
tape they generate. I have asked our regulators to convene
meetings in the field right away between regulators and those
they regulate, to give us a better sense of reality. I want each
agency Head to submit to the White House a list of pending
procedures that can be converted to consensual negotiations.
Finally, the Vice President is conducting a review of regulations
covering food, health, the environment, worker safety, and
financial institutions. As he gives me his recommendations for
reform, I will act on them promptly.

I am ready to work with the Republicans on reform. But not
on rolling back or wrecking what works. We need standards to
protect food and air and water, to make sure cars are safe and
that medical procedures like mammograms are accurate. These are
safeguards that were put in place to protect our children, our
workers, and our families. They help maintain public confidence
in our entire economic system.

It is very troubling to me that the Republican Congress is
trying to freeze all federal regulation. They would over-ride
every single health and safety law on the books. This is
unacceptable. I hope the business community will work to bring
common sense into regulation and not gut it. We’ve must stay
away from the extreme and stay in the mainstream.

We’ve got to lower our voices and talk sensibly about the
things that really affect Americans. I know that you’ve been
told the budget I’ve submitted this year does not cut the deficit-
enough. First off, that overlooks what it does. It continues to
impose historic restraints on Washington. It consolidates or
eliminates 400 programs. It contains $144 billion in hard
savings. For every dollar in tax cuts in the Middle Class Bill
of Rights the budget provides more than a dollar in deficit
reduction -- $80 billion worth. And if the Congress gives me the
line item veto, I’ll find even more cuts.

All of you know that we must get entitlement spending under
control -- and that Medicare and Medicaid are the principle
entitlements adding to the deficit. But there is a right way and
a wrong way. I still believe the right way is to reduce federal
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health care spending, while bringing down costs throughout the
entire health care system. And the wrong way is to slash Medicare
and Medicaid to pay for tax cuts or simply to shift costs from
the public sector to the private sector. Arbitrary cuts --
without real reform and more efficiency -- will only raise
premiums and fees for hundreds of thousands of small businesses
and millions of Americans. It won’t work.

I want to work with Congress to bring down costs. But we
have to do it by expanding coverage and reforming our health care
system -- including more managed care. Last year, we bit off
more than we could chew at one time. Now, we must take a step-
by-step approach to cutting and improving the overall system. I
hope Congress will join me to get this job done.

All of this =-- cutting the deficit, restoring our economy,
reinventing our government -- are part of my commitment to our
partnership. I will do everything in my power to finish the job.
But, as I said at the beginning, our work together is about
building opportunity and taking responsibility -- responsibility
that each one of you must take as well.

For your businesses to remain competitive and for America to
remain the strongest nation on earth, we must manage change so
that we bring both economic growth and economic security to
hardworking Americans. I believe the core of this is our
commitment to our children, to helping them have stronger and
more secure futures.

For all that we have accomplished, we know there are much
greater strains on our working families than ever before. For 15
years only a relatively small percentage of Americans have seen
their incomes grow. Every other group has stalled or dropped.
This is perhaps the most profound fact of our current social and
political life.

That is why, instead of rolling back, we must keep investing
in the things that will raise the living standards of our people.
That is the best way to ensure that our children inherit the
American Dream. And in this new economy, more than ever, the key
is education and training.

We have pushed hard to improve educational opportunities:
Expanding Head Start; creating national standards for our
schools; and reforming the college loan system to get rid of
costly middle-men, save the taxpayers billions of dollars, and
give millions of middle class children a chance at college.

These concerns are why my proposed tax cuts -- the Middle
Class Bill of Rights -- might be better be called the Middle
Class Bill of Rights and Responsibilities. It provides tax
relief for people willing to invest in themselves and their
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‘children’s future, and in particular in education and training.

. For years I have worked with business leaders on these
issues. No businessman I’ve ever dealt with wants a workforce
that can’t read, handle the technology of the twenty first
century, or can’t adapt to changing times.

But while we agree on this, unfortunately some in Congress
do not, 1It’s nice to talk about the third wave information
revolution. But all the talk means nothing if our children are
not prepared to ride that wave.

Our commitment has to begin with the fundamentals. Earlier
today the Chairman of the relevant House Committee introduced a
bill that eliminates the federal commitment to food and nutrition
for children, throws the money into one block grant, and sends it
to the states. That would include the School Lunch Program which
has been a remarkable success and feeds 25 million of our
children every day.

No one has done more than my Administration to give states
flexibility to make what we do work better. But when it comes to
the ability of our children to go to school alert and ready to
learn, and when a federal program is acknowledged by all to be a
success for children of all races, incomes, and regions, we
cannot walk away from it. If it isn’t broke we shouldn’t fix it.
You and I have a responsibility to stand together on this one.

This has been done before in the spirit of bipartisanship.
In 1991 the issue was continuing the funding for the Women,
Infants and Children Program so it would really help people.
Five major CEO’s appeared before Congress to say that they knew
feeding low income pregnant mothers and infants saved lives and
was a good idea. Three of these men are here tonight: Robert
Allen of AT&T; John Clendenin of BellSouth; and, Robert Winters
of Prudential Insurance. They called WIC "a triple A rated
investment" in the future, and they were right. Their support
helped lead to bipartisan support then -- with help from people
like Senator Leahy and Senator Dole. I hope you will stand up to
help us now and that we will have the same kind of bipartisan
support. :

I ask you to stay with me in on all these concerns. We
cannot back away. We can harness the forces of change and begin a
new era of greatness. We must think of everything we do as
preparing us to be a great nation 100 years from now. We can do
that if we expand opportunity, demand responsibility, and empower
people to reach their God-given potential. Our job is stay
together to make this happen. And when we do our children will
inherit the American Dream. Thank you very much.




