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MEDICAL EDUCATION FUNDING BY MEDICARE

MONDAY, OCTOBER 1, 1984

U.S. SENATE,
SUBCOMMITTEE ON HEALTH,

COMMITTEE ON FINANCE,
Washington, DC.

The committee met, pursuant to notice, at 2 p.m., in room SD-
215, Dirksen Senate Office Building, Hon. David Durenberger
(chairman) presiding.

Present: Senator Durenberger.
[The press releases announcing the hearing, the opening state-

ment of Senator Durenberger, and a background paper prepared by
the committee staff follow:]

[Press Release No. 84-169]

SENATE FINANCE SUBCOMMITTEE ON HEALTH SETS HEARING ON MEDICAL EDUCATION
FUNDING BY THE MEDICARE PROGRAM

Senator Dave Durenberger (R., Minn.), Chairman of the Subcommittee on Health
of the Senate Committee on Finance, announced today that the subcommittee will
hold a hearing on the status of medical education funded under the Medicare pro-
gram.

The hearing will be held on Friday, September 21, beginning at 10 a.m. in Room
SD-215 of the Dirksen Senate Office Building.

In announcing the hearing Senator Durenberger noted that, "When the Congress
created the new prospective payment system for inpatient hospital services under
medicare, cost reimbursement was retained for medical education and capital." In
doing so, however, the Congress indicated a clear intent to consider new payment
mechanisms for capital-related costs incurred after October of 1986. No such intent
was expressed or implied with respect to either direct or indirect medical education
costs. In fact, the so-called "medical education indirect cost pass-through" was not
only retained but doubled because of our concern that the current diagnosis-related
groups payment mechanism may not fully reflect the more intensive cases, pre-
sumed to be attracted to this Nation's teaching hospitals. The current method of
financing medical education costs under the medicare program may or may not be
the best or only way to do so. In fact, there is no intent on our part to accept the
status quo without question. Certainly, in fulfilling our oversight responsibility and,
in order to chart a course for the future, it is important to understand how the
system is working. The purpose of this hearing is to do just that. The Subcommittee
would like to review the current financing mechanism from the standpoint of which
problems it has solved, it may have created, or it may have overlooked.

Senator Durenberger stated that the Subcommittee is interested in hearing from
the Administration with respect to an overview of the current financing mechanism;
and the medical education community with respect to what they believe to be the
benefits and the problems with the present system and the objectives that will have
to be met no matter what the financing mechanism. The Subcommittee is not inter-
ested at this time in any new financing mechanism but rather as complete an un-
derstanding as is possible fdr the present one.

(1)
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SENATE FINANCE SUBCOMMITTEE ON HEALTH RESCHEDULED HEARING ON MEDICAL
EDUCATION FUNDING BY THE MEDICARE PROGRAM

iPress Release No. 84-169, Revised)
Senator Dave Durenberger (R., Minn.), Chairman of the Subcommittee on Health

of the Senate Committee on Finance announced today that the hearing which had
been scheduled for Friday, September 21, 1984 at 10:00 a.m. has been rescheduled.

The hearing will be held at 2 p.m. on Monday, October 1, 1984 in Room SD-215 of
the Dirksen Senate Office Building.

STATEMENT BY SENATOR DAVE DURENBERGER, CHAIRMAN OF HEALTH SUBCOMMITTEE

The Social Security Act Amendments of 1983, provided for radical reform in the
payment of hospitals under Part A of the Medicare Program. The new prospective
payment system mandated by the act was designed to phase-in over a 3-year period.
By the end of the phase-in, the Medicare rates for hospitals will be set according to
a national average payment per diagnosis-related grouping.In recognition of the disparate locations and service and training mix for hospi-

tals, the Congress provided under the new scheme for urban and rural variations in
payment; pass-throughs for hospital incurred capital costs; and pass-through for the
direct costs allocated with graduate medical education and other clinical training
activities. An additional adjustment was allowed for the indirect costs of graduate
medical education incurred by teaching hospitals.

This adjustment for indirect medical education expenses accounts for the high
costs of teaching hospitals due to factors such as a sick patient load, a more elabo-
rate and expensive medical technological capacity, and those additional costs allo-
cated with the training of residents. The DRG system, used for Medicare prospective
payment, is relatively insensitive to severity of illness so this indirect expense is in
part a proxy for severity. As improved methods of establishing severity are devised,
these developments will be incorporated into the overall DRG payment system.
These refinements will make some portion of this indirect expense unnecessary. The
remainder of the adjustment, based on broad assumption, about the nature of teach-
ing hospitals, also requires close scrutiny.

Congress has set the end of the phase-in period for prospective payment 2 years
from today, as the deadline for setting in place a new methodology under which the
capital portion of hospital expense will be paid by Medicare. Events now requires we
do the same with the Medicare funding for the direct and indirect expenses for
graduate medical education and other clinical training activities. The hearing today
is a first step in that process.

Let me share with you several reasons why I believe the direct graduate medical
education pass-through, as we now know it, will be eliminated within 2 years, and
the indirect adjustment for medical education expenses will require refinement.

First, the pressure to reduce the Federal deficit combined with the impending
bankruptcy of the Medicare trust fund demand and end to these types of open-ended
subsidies. There are only three ways to reduce the costs of Medicare to the Federal
Treasury. These are to reduce payments for Medicare services to providers, to in-
crease cost sharing for Medicare beneficiaries, and to increase taxes for all of us. I
assure you, before additional cost sharing is considered, the beneficiaries will place
great pressure on the Congress to eliminate subsidies paid both under part A and
part B to providers.

It is worth noting that Medicare covers only half of the total health care costs of
the elderly and disabled, and we know from members of the Council of Teaching
Hospitals, the group of the largest teaching hospitals, that 70 percent of the support
for the direct costs of residents came from patient care revenues. These two figures
will not be lost on these involved as the debate over cut-backs begins to intensify.

Second, traditionally, third-party payers have been willing to include graduate
medical education as justified expense in paying teaching hospitals. At the same
time, though, insurance plans placed no significant incentives for patients to seek or
use lower cost medical facilities. Both these factors are changing in the current en-
vironment.

In a competitive marketplace, third party payors and alternative delivery systems
are less willing to pay for graduate medical education and are steering plan mem-
bers away from the more expensive teaching institutions.

These trends were illustrated for me at a recent conference I attended in Minne-
apolis on the financing of graduate medical education. As one attendee, who heads a
major HMO in the Twin Cities put it, "They (the HMO's) want to purchase only
those services which directly benefit their patients." It was obvious from his re-
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marks and others we heard that the new environment is not supportive of the
status quo for graduate medical education or teaching hospitals.

It is important to stress in the developing health care environment, that it is not
only the HMO's and PPO's which will be placing the squeeze on teaching institu-
tions. The consumer will begin to be player, also. To cut costs, employers are now
increaseing cost sharing for employees. This trend is likely to speed up as efforts in
the Congress contrive next year to cap the burgeoning tax subsidies, now over $30
billion provided for employee paid health insurance. As more of the costs of services
are covered by individuals, they will be less prone to seek the services of high cost
teaching institutions.

All of this is not to say that either physician training or the unique set of tertiary
services provided by teaching hospitals is unnecessary. However, it does reflect the
fact that Americans are going to less willing to pay for either of these activities
from their premium dollar. Therefore, we now have a tough set of questions to
answer-who will take responsibility for graduate medical education, and how much
will we pay for it?

Third, as we learned last Friday from our hearing, we have as of yet failed to
resolve the tough question of "responsibility" for our indigent health care problem.
It was pointed out at the hearing that the courts are beginning to settle this issue
for us. But, I feel strongly it is the Congress together with the other governmental
units which must take the "responsibility" and set explicit policies to assure access
to quality and cost-effective care for all Americans.

The solution to financing care for the poor will greatly affect teaching hospitals
and the financing of graduate medical education. It should not be assumed as a
given that as financing mechanisms are arranged to fund the health care of the
poor that they will either be encouraged or choose to seek care in teaching hospi-
tals.

The Association of American Medical Colleges (AAMC) in its testimony on Friday
pointed out that the nonfederal Council of Teaching Hospital members incur 35 per-
cent of the bad debts and 47 percent of the charity care for the Nation's community
hospitals. This level of commitment is laudable but it also fits with the need for
many of the institutions to have teaching material for their student physicians. I
have concerns about the provision of care for the poor and whether or not the teach-
ing hospital is the best environment for them to receive necessary services.

We heard on Friday from Dr. Janelle Goetcheus that the care in teaching hospi-
tals-at least for the poor-lacks continuity and is depersonalized. Evidence indi-
cates it is also more costly. Today, we should learn more about these issues.

Fourth, the deficit crunch we face next year will cause the Congress to reexamine
current Federal priorities. Many cuts are likely, and this may mean reductions in
the Federal funding for undergraduate and graduate medical education.

This process may include such "sacred cows" as the Veterans' Administration
health expenditures. Currently, the Veterans' Administration hospital system has
8,000 full-time equivalent residency slots and 77 percent of the 172 VA hospitals
have affiliation with medical schools. This significant commitment needs to be eval-
uated in light of the health needs of an aging veterans population as well as the
constraints we face on Federal appropriations. Limited -Veterans' Administration
appropriations must be spent for the good of the beneficiaries first.

Along the same lines, the Federal commitment to funding training of the health
profession must also always be scrutinized. This year, Title VII of the Public Health
Services Act is likely to be reauthorized at levels above the 1984 budget. The author-
izations are moderate but will need to be revisited next year as we consider overall
new policies on the financing of graduate medical education.

Fifth, I believe there is a growing concern about equity and fairness across our
health care system. We see this concern to some extent between urban and rural
areas in the determination of prospective payment rates for Medicare. It may
become further exacerbated by the Medicare waivers under which high cost States
have adopted status quo-oriented all-payor systems. Under these waivers, the high
cost of graduate medical education and care for the economically disadvantaged is
locked in for all mayors including Medicare.

It is not fair that the cost shift we have experienced in the past to fund graduate
medical education and care for the poor be structured into the payment scheme for
all-payors States while in others the pressure of competition ends this same shift.
Instead, we should have explicit Government policies which enable appropriate
funding for graduate education and the economically disadvantaged.

These are a few of the reasons we are here discussing medical education today. I
see a growing consensus that the direct and indirect subsidies for medical education
have helped produce a substantial surplus of physicians. This surplus has brought
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with it inflated, economic returns to certain specialties without solving many of our
problems of maldistributions of physicians by specialty and geography.

The ipsue of financing graduate medical education is definitely on the "front
burner". The Department of Health and Human Services has contracted with
Arthur Young to do a major analysis of graduate medical education costs. This
study, due this fall, is late but we should begin to get preliminary results over the
next 12 months. The Commonwealth Fund has commissioned a set of thought
papers on graduate medical education and the cost of teaching hospitals. These
papers should be completed early next year and will provide an important resource.
Finally, and most importantly, the AAMC has appointed a committee to reexamine
the policy of the academic medical community for financing graduate medical edu-
cation. I look forward to the options which this committee will present.

The hearing today will provide us with important background on medical educa-
tion. A second hearing will focus on medical education from the point of view of its
various types of consumers or those who benefit; the students, the community hospi-
tals, the teaching hospitals, and the patients. It will also examine the issue of physi-
cian distribution by specialty and location. A third hearing will examine options for
establishing explicit responsibility for the financing of graduate medical education
and other clinical training as well as define the federal role in the financing of
these activities.

I appreciate our witnesses taking time to be with us today and look forward to
learning from their testimony.
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PAYMENTS FOR MEDICAL EDUCATIO, UNDER THE MEDICARE PROGRAM

INTRODUCTION

The Subcommittee on Health, Senate Committee on Finance, has scheduled a

hearing on Monday, October 1, 08S4, on the financing of medical education costs

under the medicare program. This document has been prepia'd to assist you in

reviewing:

--The nature of health education activities and the role of teaching
hospitals in medical education, including the associated costs and
and current sources of financing;

--Medicare's historlal and current policies for making payments to
hospitals for the costs of education activities; and

--Key issues that have been raised concerning current and future
financing for medical education activities.
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BACKGROUND

Health education programs for the training of physicians, nurses and allied

health personnel combine classroom training and learning through "hands on"

experience. Classroom training is generally conducted in a university setting

and the "hands on" or clinical training is generally hospital-based.

Contemporary medical education (the training of physicians) generally in-

cludes the completion of four years of medical school and a residency program

lasting three years or more. Most of the undergraduate training of physicians

is conducted in the classroom at the medical school. Clinical education at

this stage is primarily in the form of hospital-based clerkships, which intro-

duce students to clinical medicine in the various specialties. The traditional

medical school curriculum requires third-year medical students to spend a fixed

amount of time under the supervision of faculty and residents in the basic

specialty areas which typically include internal medicine, surgery, obstetrics/

gynecology, psychiatry, and pediatrics. The fourth-year student takes pri-

marily elective clerkships, which provide either additional exposure to the

basic specialties or introductions to other specialties.

Generally, the graduate education of physicians takes place in hospitals

through residency programs, although a few residencies such as preventive

medicine and occupational health are based primarily outside the hospital

and family practice programs emphasize ambulatory care more than inpatient

care.

Nursing education has evolved from what was once primarily three years of

hospital-based training to several curricula which are becoming more closely
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affiliated with or sponsored by colleges or universities. While the classroom

training is now more likely to be in a college or university, hospitals remain

the primary sites for the undergraduate clinical training of nurses, whether

enrolled in associate or baccalaureate degree or hospital-based diploma.pro- -

grams.

Training for most allied health occupations (e.g.-, dietitians, physical

therapists, speech pathologists, laboratory technicians, etc.) follows the

same general model: two or more years of classroom training in a university

or specialty school, followed by practical training in the hospital.

The principal focus of this background paper will be graduate medical edu-

cation (the training of physicians In hospital residency programs) because the.

overwhelming majority of the costs of health education activities in hospitals

are accounted for by such progras. In addition, very little data exist on the

costs to hospitals of nursing and allied health programs.

Discussion of Medical Education In Hospitals

Characteristics of Teaching Hospitals

Clinical training for both undergraduate and graduate health manpower ed-

ucation in this country is generally conducted in the hospital setting. However,

only a minority of hospitals offer teaching programs and those that do vary con-

siderably in terms 6f the size and diversity of their teaching programs. Teach-

ing hospitals may have programs for the training of physicians (generally called

graduate medical education, conducted through residency programs), nurses, or

such allied health personnel as dietitians, emergency medical technicians,

occupational therapists, and physical therapists.

- .00OW, -
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Hospitals and medical schools have developed several different relation-

ships for the conduct of graduate medical education* At one extreme, a free-

standing residency program may-be established, staffed, and controlled by an

individual hospital. At the other extreme, a residency program may be offered

by a medical school through one or more "affiliated" hospitals. Between these

extremes is a variety of hospital-medical school relationships.

The number of teaching hospitals in this country varies depending on the

definition of teaching hospital used. Approximately 1,300 hospitals (18 percent)

participate in at least one residency program. Over 1,000 of these hospitals are

affiliated with medical schools. Approximately 400 of these teaching hospitals

meet the requirements for membership In the Council of Teaching Hospitals (COTH)

of the Association of American Medical Colleges, which include sponsorship of

at least four approved residency programs I/ and recomendation for membership

by an accredited medical school with which the hospital is affiliated. Although

data gathered by COTH from its members focuses on hospitals with major teaching

programs and undertates the number and variety of teaching hospitals in the

country, little other data about teaching hospitals exist.

Major teaching hospitals are generally committed to at least three dis-

tinct objectives: providing patient care, training health professionals, and

conducting clinical research. The Interrelationship of these three activities

within the teaching hospital creates an institution which is in many ways dif-

ferent from the single purpose non-teaching hospital. -This interrelationship

also makes it difficult to separate the activities and costs of medical educa-

tion in a teaching hospital from its other activities, particularly patient care.

1/ That is, those accredited by the Accreditation Council for Graduate
Hedical Education or by the Residency Review Committee foe the specific clinical
specialty.



9

According to 1980 Council of Teaching Hospitals (COTH) data on its member

hospital, major teaching hospitals had the following characteristics: they

were sponsored by non-profit corporations, they were disproportionately concen-

trated In the Northeast region of the country, over 75 percent were located In

metropolitan areas having at least a half million pcpulatlon, they were generally

large hospitals (75 percent had over 400 beds), and o average they employed

over five times the number of full-time equivalent personnel employed' In non-

member hospLtals.

In terms of service characteristics, teaching hospitals provided a wide

range of hospital services, many of which (such as burn care units, organ banks,

and open heart surgery) are typically unavailable in nonteaching community

hospitals. Teaching hospitals also cared for a large number of poor persons

(COTH members had 19 percent of the Nation's short stay beds but 25 percent of

the medicaid admissions) and had an above average share of patient bad debt

and charity care (bad debt and charity care were 9.4 percent of patient reve-

nues in COTH member hospitals compared to 5.1 percent in non-COTH hospitals).

Measuring the Cost of Medical-Education In Hospitals

Teaching hospitals incur certain direct and indirect costs resulting from

their educational activities. The direct costs (those directly related to the

teaching activity) include salaries and fringe benefits for faculty, residents

and interns, and support staff; conference and classroom space within the hos-

pital (together with any overhead costs for maintenance and utilities); and

additional equipment and supplies. These direct costs are generally identifi-

able and separable by accounting methods from the costs of patient care In the

hospital. The easiest educational costs to identify are the stipends and bene-

fits paid to graduate medical education trainees (interns and residents). The
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average amount that a COTH member hospital spent on resident stipends and bene-

fits In 1982-1983 was $3.2 million, or approximately 5 percent of the average

teaching hospital's total budget.

In addition to the direct costs of medical education, the presence of

teaching activities can Indirectly affect a hospital's costs. These indirect

costs can arise from reduced productivity in patient service departments (e.g.,

treatment takes longer, demands on other staff are greater), increased overhead

for such activities as the keeping of medical records, increased complexity

of hospital management, and the tendency of residents to provide more services

and to conduct more tests than are strictly necessary for patient care alone.

It is very difficult to separate out and quantify the indirect costs of

medical education in teaching hospitals because patients are being treated

and students are being trained through the same patient care activities. Costs

for inpatient care or for particular services are generally higher in teaching

hospitals than in non-teaching hospitals. Simple cost comparisons, for example,

show that in 1981, the average cost of care in COTH hospitals was $3,281 per

adjusted admission, nearly twice as high as the average of $1,683 in non-teaching

hospitals, for a difference of $1,598 per adjusted admission. Based on these

averages, if direct costa of medical education account for roughly 5 percent

of total costs in teaching hospitals, then direct teaching costs cannot explain

more than 10 percent of the difference in overall costs per unit. However, these

simple cost comparisons do not answer the question of how much of the remaining

difference is due to the indirect costs of teaching or to other factors such as

a case load which includes sicker patients, more elaborate and expensive medi--

cal technology, higher prices for labor and supplies, or perhaps less efficient

operation. Thus, although studies have been able to isolate the direct costs of
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teaching activity, the indirect cost of teaching activity has proven difficult

to estimate with precision.

Some studies have suggested that indirect costs may be quite large. For

example, in a 1983 pilot study conducted by Arthur Young and Policy Analysis,

Inc., total costs per admission (excluding direct costs of medical education)

were analyzed for individual patients in four Diagnosis Related Groups (two

medical and two surgical categories) for seven teaching and two non-teaching

hospitals. The analysis indicated that, on average, total costs per admission

were more than 60 percent higher in the teaching hospitals than in the non-

teaching hospitals. Most of the observed difference in cost was attributed to

differences in the use of ancillary tests and procedures. Further analysis of

a subset of patients for whom severity of illness had been measured indicated,

however, that some portion (but not all) of the difference may be attributable

to differences in severity of illness. Other studies have shown a wide range

of results. Some are roughly comparable to the Arthur Young study while others

show almost no difference due to teaching activity (after controlling for sever-

ity of illness differences). Due to the limitations of the available studies,

however, the size of indirect costs remains unclear.

Sources of Financing for Health Education

Patient care revenues are the primary source of support for both patient

care and education programs in teaching hospitals. For example, according to

the 1983 COTH Survey of House Staff Stipends, Benefits, and Funding, patient

care revenues (including medicare's payments) provided 70 percent of the support

ior the direct costs of resident stipends and benefits. Other sources included

the Veterans Administration (17 percent); State appropriations (5 percent);

medical schools (2 percent); municipal appropriations (1 percent); and other
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sources including physician fees, NIH, Federal agencies, grants and volunteers,

and endowments (5 percent).

In recent years, questions have been raised concerning the desirability

of using patient care revenues to support hospital-based clinical education.

The third-party payers for medical care (for example, medicare, medicaid, Blue

Cross, and comercial insurers) have been under tremendous pressure to control

rising health care expenditures. Although the medicare program is currently

committed to paying for medical education costs in c...nnection with its payments

for patient care, other third-party payers do not necessarily have such commit-

menta. Some State medicaid programs and some Blue Cross plans disallow or dis-

count certain educational expenses (such as resident stipends or teaching physi-

cians' salaries) when reimbursing hospitals for patient care.

In addition to direct medical education support to hospitals through pa-

tient care revenues, the Federal Government also provides financial support for

health education through grants to medical and nursing schools and direct student

assistance in the form of loans, loan guarantees, and scholarships. Within the

Department of Health and Human Services, such support includes programs for Health

Professions Education (Title VII of the Public Health Service Act), Nurse Training

(Title VIII of the Public Health Service Act), and the National Health Service

Corps (NHSC) and NHSC Scholarship program.

Health Professions Education

Title VII of the Public-Health Service Act authorizes Federal

support for health professions education at schools of medicine, osteopathy,

dentistry, veterinary medicine, optometry, podiatry, pharmacy, public health,

and for programs of health care administration, . Under this authority, two
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kinds of assistance have been provided-institutional support for health pro-

fessions schools and student assistance in the form of loans, loan guarantees,

and scholarships for students enrolled at these schools. For the past several

years, observers have noted the success which these programs have had in in-

creasing enrollments at health professions schools, in increasing the supply

of health professionals providing care in the Nation, and in improving the geo-

graphic distribution of health personnel throughout the country. As a result of

this success, and forecasts that the Nation will have a surplus of physicians

in the near future, aggregate funding for title VII programs has decreased in

recent years. In addition, available Federal support has been redirected away

from general subsidies for the training of physicians and other health pro-

fessionals (capitation grants) awarded to schools on the basis of the number

of students enrolled at schools, and targeted toward educational programs which

are intended to address specific problems such as the geographic and specialty

maldistribution of health personnel. The FY 1984 budget level for this program

is $129 million.

Nurse Training

Nurse training programs authorized under title VIII of the Public

Health Service Act have provided Federal support for nursing schools and students

since 1964. Congress consolidated and expanded programs of nursing support in

response to perceived shortages of professional nurses in the country.- The

nurse training authority of title VIII has provided institutional support for

nursing schools and financial assistance for nursing students. Since the es-

tablishment of title VIII authority, the supply of registered nurses has in-

creased from 550,000 to about 1,600,000. Maintaining that these increases have

resulted in a current and projected supply adequate to meet nationwide health

41-175 0 - 85 - 2
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care needs, recent administrations have sought to reduce Federal support for

nurse training. FY 1984 funding for nurse training programs Is $42 million.

National health Service Corps

In 1972, P.L. 92-585 authorized the National Health Service Corps

(NHSC) to be staffed by officers of the Public Health Service and other person-

nel as required by the Secretary of Health and Human Services. The.Corps was

established to provide health care services to persons residing In health man-

power shortage areas through the placement in these areas of health profes-

sionals and health care resources. As of December 31, 1983, DHHS had designated

2,180 primary health care shortage areas, 987 dental shortage areas, and 273

vision care shortage araas. P.L. 92-585 also established a NHSC scholarship

program to obtain health professionals for placement in health manpower short-

age areas. Under this program, health professions students agree to serve in a

health manpower shortage area in return for scholarship and stipend support.

The scholarship recipient is required to fulfill his service obligation through

the full-time clinical practice of his profession either as a comissioned

officer in the Regular or Reserve Corps of the Public Health Service (after a

finding that he or she is qualified) or as a civilian member of the Corps, or,

at the discretion of the individual, in private practice in a designated health

manpower shortage area. The FY 1984 budget includes S91 million for the NHSC

and $6.3 million for NHSC scholarships.
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Medicare's PayMents for Medical Education Costs in Hospitals

Since its inception, the medicare program has recognized in its principles

of cost reimbursement certain expenses associated with the operation of approved

medical education programs in hospitals. Although not required by law, con-

gressional intent indicated that the medicare program should pay its share of

the net cost of education activities conducted in hospitals until the com-

munity undertakes to cover these costs in some other way:

Many hospitals engage in substantial educational activities,
including the training of medical students, internship and resi-
dency programs, the training of nurses, and the training of
various paramedical personnel. Educational activities enhance
the quality of care in an institution, and it is intended, until
the community undertakes to bear such education costs in some
other way, that a part of the nr-t cost of such activities (iuclud-
ing stipends of trainees as well as compensation of teachers and
other costs) should be considered as an element in the cost of
patient care, to be borne to an appropriate extent by the hospi-
tal insurance program. 2/

Medicare regulations (CFR, Title 42, Sec. 405.421) indicate that a pro-

vider's (e.g., a hospital's) allowable costs for purposes of medicare reimburse-

ment may include the net cost of approved educational activities. Net cost is

defined as a provider's total direct and overhead costs of approved educational

activities (including trainee stipends, compensation of teachers, and other

direct and overhead costs), minus revenues the provider receives from tuition

and from grants and donations designated for the educational activities. How-

ever, fr cost reporting periods beginning on or after January 1, 1978, grants

2/ U.S. Congress. Senate. Social Security Amendments of 1965. Report
of the Committee on Finance to Accompany H.R. 6675 to Provide a Hospital Insur-
ance Program for the Aged . . . . June 30, 1965. Washington, U.S. Govt. Print.
Off., 1965. (89th Cong., Ist Sess. Senate Rept. No. 404, Part I), p. 36.
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and donations designated for internship and residency programs In family medi-

cine, general internal medicine, and general pediatrics are not deducted in

calculating net costs.

Approved education activities are defined by regulation as formally organ-

ized or planned programs of study usually engaged in by providers in order to

enhance the quality of patient care in an institution. These activities must

be licensed where required by State law; where licensing is not required, the

institution must receive approval from the recognized national professional

organization for the particular activity. Approved programs include medical,

osteopathic, dental, and podiatry internships and residency programs and recog-

nized nursing and allied health education and training programs which include:

cytotechnology, dietetic internships, hospital administration residencies, In-

halation therapy, medical% records, medical technology, nurse anesthetists, pro-

fessional nursing, practical nursing, occupational therapy, pharmacy residen-

cies, physical therapy, and x-ray technology.

Payment Under Cost-Based Reimbursement

When the medicare program began in 1966, medicare paid for its propor-

tional share of a hospital's direct medical education costs together with other

allowable costs under medicare's cost-based method of reimbursement. Over the

years, as the medicare program began to establish limits on the amounts it paid

to hospitals, the costs of medical education received special consideration.

Under authority contained in Section 223 of the Social Security Amendments

of 1972, the Department of Health, EdUcation and Welfare began in 1974 to estab-

lish annual cost limits on reimbursement of certain routine hospital operating

costs. The higher costs of hospitals with significant medical education activi-

ties were recognized by the medicare program in the late L970s when an exception
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to these hospital cost limits was allowed for hospitals whose costs of education

activities exceeded the norm.

Explicit allowance was made for medical education costs, effective with

hospital cost reporting periods which began July 1, 1979, when the direct costs

of approved medical education programs were excluded from the costs subject to

the medicare hospital costs limits. The direct medical education costs were

excluded so that the basis on which the cost limits were applied in teaching

and non-teaching hospitals would be comparable.

On April 1, 1980, the Department proposed that a new adjustment for the

indirect costs of medical education programs be made to medicare's hospital

cost limits. The proposed regulations stated that:

Generally, hospitals with approved graduate medical educa-
tion programs incur higher per diem operating costs than non-teach-
ing hospitals of similar bed size and geographic location . . ..
We believe these increases in per diem cost occur because the pro-
vision of graduate medical education causes increases in certain
types of costs that are only indirectly related to education pro-
grams .. . To prevent a disproportionate number of teaching
hospitals from being adversely affected by the limits, we have, in
the proposed schedule, provided an automatic adjustment for the
costs generated by approved medical education programs. Based on
the data we used to derive the proposed limits, we have estimated
that a hospital's general inpatient routine operating costs may
be expected to increase by a factor of .047 (4.7 percent) for each
increase of .1 (above zero) in the ratio of its full-time equivalent
(ITE) interns and residents (in approved programs) to its number of
beds. 3/

It should be noted that the proposed regulations stated that to obtain

this adjustment, a teaching hospital would not be required to identify expli-

citly the costs for which the adjustment was being made. Instead, the hospital

would be required to report only its number of full-time equivalent interns and

residents in approved programs which, together with the hospital's bed size,

would be used to compute the percentage by which the hospital's reimbursement

3/ Federal Register, April 1, 1980, p. 21584.
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limit would be increased. This medical education adjustment, which later became

known as the indirect medical education adjustment, became effective for

hospital cost reporting periods which began on July 1, 1980.

The Tax Equity and Fiscal Responsibility Act of 1982 (P.L. 97-248, known

as TEFRA) made certain changes in the hospital cost limits, including expansion

of the limits to cover total inpatient operating costs (not just routine costs)

-so that ancillary and special care unit costs were now Included under the

limits. Because of this change, the hospital cost limits which DHHS established

effective for hospital cost reporting periods beginning on October 1, 1982, in-

cluded an increase in the percentage amount of the indirect medical education

adjustment from 4.7 percent to 6.06 percent.

TEFRA also created a new ceiling on the allowable annual rate of increase

in operating costs per case for inpatient hospital services. As with the hos-

pital cost limits, the hospital costs subject to these new rate-of-increase

limits excluded the direct costs of approved health education programs.

Payment Under the Prospective Payment System

Title V1 of the Social Security Amendments of 1983 (P.L. 98-21) estab-

lished a new method )f hospital payment by the medicare program, known as the

Prospective Payment System (PPS). Effective for hospital cost reporting periods

that began October 1, 1983, the medicare program has been paying hospitals, with

certain exceptions, according to predetermined rates for each of 468 Diagnosis

Related Groups (DRGs), rather than on a cost basis. The prospective payment

legislation and regulations, however, continue to provide for special treatment

of direct and indirect medical education costs.
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Direct Medical Education Costs Under PPS

The direct costs of medical education in hospitals are excluded by

law from the prospective payment system and are paid for separately on the

basis of reasonable costs. In its December 1982 reportt to Congress proposing

a hospital prospective payment system for medicare, the Department favored

excluding the direct costs of approved medical education programs from the

prospective rates and reimbursing them on the basis of reasonable costs. As

stated in the report: "This approach will assure that the base rate is related

to a patient care outcome and not significantly influenced by factors whose

existence Is really based on objectives quite apart from the care of particu-

lar patients in a particular hospital. This approach will allow for continued

Federal support of medical education through the medicare program while clearly

identifying that support as separate from patient care." 4/

Indirect Medical Education Costs Under PPS

P.L. 98-21 requires that additional payments be made to hospitals for

the indirect costs of medical education, computed In the same manner as the ad-

justment for indirect medical education costs was calculated under the medicare

hospital cost limits, except that the educational adjustment factor would be

doubled. The Report of the Finance Committee on the Social Security Act Amend-

ments of 1983 indicates that the adjustment for indirect medical education costs

is only a proxy to account for a number of factors which may legitimately Increase

costs in teaching institutions. The Report also states:

4/ U.S. Department of Health and Human Services. Report to Congress.
Hospital Prospective Payment for Medicare. Dec. 1982. pp. 47-48.
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This adjustment is provided in the light of doubts (ex-
plicitly acknowledged 6y the Secretary in his recent report to
Congress on prospective payment) about the ability of the DRG
case classification system to account fully for factors such
as severity of illness of patients requiring the specialized
services and treatment programs provided by teaching institu-
tions and the additional costs associated with the teaching of
residents. The latter costs are understood to include theadditional tests and procedures ordered by residents as well
as tte extra demands placed on other staff as they participate
in the education process.

The committee emphasizes its views that these indirect
teaching expenses are not to be subjected to the same standardsof "efficiency" implied under the DRG prospective system, but
rather that they are legitimate expenses involved in the post-
graduate medical education of physicians which the medicare
program has historically recognized as worthy of support under
the reimbursement system. 5/

As provided in medicare regulations, the indirect medical education pay-

ment equals 11.59 percent of the aggregate payment to a hospital from the

Federal portion of its prospective payments for each 0.1 increment in the hos-

pital's ratio of full-time equivalent (FTE) interns and residents to its bed

size. Regulations define the number of FTE interns and residents to be the

sum of the number of interns and residents employed for 35 hours or more per

week, plus one-half of the number of interns and residents working less than

35 hours per week. As required by the Deficit Reduction Act of 1984 (P.L.

98-369), for cost reporting periods beginning on or after October 1, 1984,

interns and residents are not required to be employees of the hospital in

order for the hospital to qualify for the indirect medical education adjust-

ment.

5/ U.S. Congress. Senate. Social Security Amendments of 1983. Reportto Accompany S. 1. March 11, 1983. Washington, U.S. Govt. Print. Off., 1983.
(98th Congress, lst Session. Senate Rept. No. 98-23), p. 52.
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Other Provisions for Teaching Hospitals Under PPS

In addition to the explicit provisions in the prospective payment

legislation for direct and indirect medical education costs, provisions re-

lating to payments for atypical cases also benefit teaching hospitals. Both

the Finance and the Ways and Means Reports indicate that the provision of addi-

tional payments for atypical cases which have either extremely long lengths

of stay or extraordinarily high costs (known as "outliers") would benefit teach-

Ing hospitals since the committees believed it reasonable to expect that such

cases would occur more commonly in teaching hospitAls than in other hospitals.

Cost to Medicare for Medical Education in Hospitals

The Report of the 1982 Advisory Council on Social Security (December 31,

1982) states that historically, expenditures for the education and training of

health professionals have represented between 4 and 6 percent of annual medi-

care Health Insurance (HI) Trust Fund expenditures. The Report indicates that

in 1980 the HI trust fund spent an estimated-'$L.4 billion for the direct and in-

direct costs of medical education programs; for 1983, the estimate is $1.8 bil-

lion; for 1987, $2.8 billion is estimated. -
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ISSUES

A number of key issues have been identified in response to the current

policy and payment methods for medical education adopted In the medicare hospi-

tal prospective payment system (PPS). In addition, broader questions have been

raised about the potential impact on medical education In hospitals of certain

system-wide changes in financing and delivery of medical care. These issueG

are briefly described and discussed below.

Should Medicare Pay for Medical Education Costs?

Questions have been raised whether the medicare program, which was designed

to pay for medical services to medicare beneficiaries, should continue to under-

write the cost of medical e.acatlon through its payments to hospitals. In view

of the financial crisis facing the medicare program, some (for example, the 1982

Advisory Council. on Social Security) have recommended that medicare's support

for medical training be withdrawn as other sources of support are identified.

Others have argued that medicare's Hospital Insurance trust fund is an Inappro-

priate source of medical education subsidy because those who benefit (primarily

doctors) will generally earn Incomes much higher than the employees who pay the

medicare payroll tax. Still others question whether medicare should continue to

make money available for medical education when there appears to be an adequate

supply of physicians and other health care professionals except in a few areas of

targeted Federal support, such as primary care. Finally, some critics have noted

that financial support for medical education cannot be efficiently targeted as

long as it remains embedded in payments for patient care.

Those who favor continuing medicare's support for medical education fear

that if medicare were to limit or completely withdraw such support, the train-

ing of health professionals and the provision of patient care In hospitals
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would both suffer. These problems could be intensified If other third-party

payers were to follow medicare's lead In eliminating support for medical educa-

tion. Another problem is whether other Federal, State or local sources of

support for medical education could be found to replace medicare's payments if

they were withdrawn. Also, if medicare were to eliminate payments for medical

education, some argue that additional medicare dollars might be required to pay

for physicians' services needed to replace the care currently provided by In-

terns and residents.

Incentive Effects of Current Medicare Policy

As required by law, under the medicare PPS system, payments for the In-

direct costs of medical education activity are based on a teaching adjustment

factor which is twice as large as the estimated amount required to cover these

costs (11.59 percent instead of 5.795 percent). As a result, some observers

argue that residents and residency programs now generate more income for the

hospital than they cost. In addition, the extra payment for indirect costs of

medical education is the same for each additional resident regardless of which

specialty or )ear of residency is Involved. Since the resource demands made

by residents vary with the area of clinical specialization (e.g., surgery, pedi-

atrics, pathology, etc.) and the experience of the resident (year of training),

some residency programs are believed to be much more profitable thnn others.

Thus, some observers argue that current policy creates incentives for hospitals

to provide more medical education (i.e., train more physicians) and to train

a different mix of physician specialties than would be consistent with societal

needs (e.g., too many general surgeons and not enough internists). Others

point out also that the policy of making essentially unrestricted payments for

graduate medical education activities of hospitals conflicts with other Fe
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health personnel training policies (under title VII of the Poblic Health Service

Act) which limit Federal support to areas in which a national need is perceived.

Payments for Higher Costs of Teaching Hospitals

The medicare program is currently making additional payments to teaching

hospitals for: (1) the direct costs of medical education activities and (2)

any additional costs which teaching hospitals incur either indirectly from

their teaching activities or perhaps from other factors which are not exclu-

sively found in teaching hospitals, such as their more complex patient case mix

or their role in the introduction and use of the latest and most expensive tech-

nologies.

Should the medicare program make additional payments for the higher cysts

of teaching hospitals, even if those costs are not necessarily related to teach-

ing activities? If so, is the indirect teaching adjustment formula, which uses

a measure of direct teaching activity (interns and residents per bed)'as a proxy

for indirect costs, a suitable way of paying for higher costs in teaching hos-

pitals? A goal of the prospective payment system is to encourage efficient hos-

pital behavior by paying a fixed price for hospital services according to patient

diagnosis. Is the medicare program paying for inefficiencies in teaching hospitals

through the indirect teaching adjustment? How can the medicare program determine

if its payments to teaching hospitals are adequate or too generous?

Effects of Reimbursement Changes and Competition

Patient care revenues have been the primary source of support for educa-

tional programs in teaching hospitals. In the past, when hospitals were paid
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whatever their costs or charges were, neither the costs of their medical edu-

cation programs nor the costs of teaching hospitals relative to non-teaching

hospitals were perceived to be a problem. Recently, in order o decrease their

expenditures for hospital care, many third-party payers have changed their

methods of reimbursing hospitals for care provided to their beneficiaries.

Much of the reimbursement focus is on the price the payer is willing to pay for

hospital services, rather than the cost to the hospital of providing the serv-

ices. If the payer determines that the price should include nothing more than

the cost of patient care, then teaching hospitals, with their additional costs

attributable to their teaching programs, may be at a disadvantage both in terms

of the adequacy of the revenues they receive and their ability to compete with

non-teaching hospitals. Hospital responses to shortfalls in reimbursement are

generally to charge more or to alter or eliminate services, either of which

could put teaching hospitals at an even greater disadvantage competitively.

The elimination of services and activities which bring inadequate reimbursement

to the teaching hospital could also run counter to public policy if such serv-

ices are deemed important.

Locus of Medical Education Training

Most of the graduate medical education in this country is being conducted

in the inpatient hospital setting. However, a trend presently exists to pro-

vide patient care in a less costly ambulatory care setting. If this trend con-

tinues, more medical education than at present may need to be conducted in an

ambulatory care setting. Under these circumstances, some suggest that a certain

amount of payments for medical education should be made to ambulatory care set-

tings instead of hospitals.
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Senator DURENBERGER. The hearing will come to order.
It's 2 p.m., regardless of what the clock says.
I have a rather lengthy opening statement, and then we have a

problem this afternoon in that the Senate isn't sure what it wants
to do between now and the election. So there will be at least one
more vote during the course of the afternoon which will necessitate
my briefly recessing this hearing.

The net implication of all that may be to limit-I really don't
want to put a crimp in the testimony of any of the witnesses-some
of the questions from the Chair and the submission of those ques-
tions in writing. So just to alert all of you that there will be several
coffee breaks during the course of the afternoon.

Let me start by trying to put what we are doing today in context.
Let me put it-first in the context of the 1965 enactment that
brought us the Medicare Program. As it relates to education, "edu-
cational activities," I'm quoting the law, "enhance the quality of
care in an institution and it is intended until the community un-
dertakes to bear such education costs in some other way, that a
part of the net cost of such activities, including stipends of trainees
as well as compensation of teachers and other costs, should be con-
sidered as an element in the cost of patient care to be borne to an
appropriate extent by the hospital insurance program."

That, I understand, still to be current law. The Social Security
Act Amendments of 1983 provided for a radical reform in the pay-
ment of hospitals under part A of the Medicare Program. The new
prospective payment system mandated by the act was designed to
phase in over a 3-year period. By the end of the phase-in, the Medi-
care rates for hospitals will be set according to a national average
payment per diagnosis related grouping. In recognization of the dis-
parite locations and service and training mix for hospitals, the Con-
gress provided under the new scheme for urban and rural vari-
ations and payments, passthroughs for hospital-incurred capital
costs, passthrough for the direct cost allocated with graduate medi-
cal education and other clinical training activities.

An additional adjustment was allowed for the indirect cost of
graduate medical education incurred by teaching hospitals. The ad-
justment for indirect medical education reflected such things as a
sicker patient load, expensive medical technological capacities,
costs allocated to training residents, the insensitivity of the present
DRG system to severity of illness and similar factors.

As improved methods of establishing severity are devised, these
developments will be incorporated into the overall DRG payment
system. These refinements will make some portion of this indirect
expense unnecessary. The remainder of the adjustment, based on
broad assumptions about the nature of teaching hospitals, also re-
quires close scrutiny.

Congress has set the end of the phase-in period for the prospec-
tive payment system for hospitals 2 yeors from today as the dead-
line for setting in place the new methodology under which the cap-
ital portion of hospital expenses will be paid by Medicare. We must
consider that events between now and then may require us to do
the same with regard to the current legislative mandate for Medi-
care funding of direct and indirect expenses, for graduate medical
education, and other clinical training activities.
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The hearing today is a first step in addressing that potential.
Let me share with you several concerns that I have; reasons, I

suppose, why I am coming to the conclusion that direct graduate
medical education passthroughs, as we now know them, may be
eliminated within 2 years, and the indirect adjustment for medical
education expenses refined.

First, the pressure to reduce the Federal deficit, combined with
the impending bankruptcy of the Medicare Trust Fund, demands
an end to open-ended subsidies. We need look no farther than the
Advisory Council on Social Security and their recommendations in
this regard.

There are only three ways to reduce the cost of Medicare to the
Federal Treasury. These are to reduce payments of Medicare serv-
ices to providers, to increase cost sharing for Medicare beneficiaries
and/or to increase taxes for all of us.

I assure you before additional cost sharing is considered, those
who are beneficiaries of the Medicare Program-and they are al-
ready doing it-will place great political pressure on the Congress
to eliminate subsidies paid both under part A and part B to provid-
ers.

It is worth noting that the elderly and disabled in this country
who use Medicare pay approximately 50 percent of the cost of the
services rendered. At least that's what I hear on the floor from
Teddy Kennedy every time we debate these issues.

And we know from the members of the council teaching hospi-
tals, the groups of the largest teaching hospitals, that 70 percent of
the support for the direct cost of residents in graduate medical edu-
cation comes from patient care revenues.

These two figures will not be lost to those involved as the debate
over cutbacks, deficits and spending reductions begins to intensify.

The second concern. Traditionally, third-party payers have been
willing to include graduate medical education as a justified expense
in paying teaching hospitals. At the same time, though, insurance
plans place no significant incentives for patients to seek or use
lower cost medical facilities. Both these factors are changing in the
current environment.

In a competitive marketplace, third-party payers and alternative
delivery systems are much less willing to pay for graduate medical
education or any other subsidy, and are steering plan members
away from the more expensive teaching institutions. These trends
were illustrated for me at a recent conference in Minneapolis on
the financing of graduate medical education. As one attendee who
had the major HMO in the Twin Cities put it, and I will quote him,
"They," referring to the HMO's, "want to purchase only those serv-
ices which directly benefit their patients."

It was obvious from his remarks and others we heard from that
the new environment is not supportive of the status quo for gradu-
ate medical education or teaching hospitals.

It is important to stress in the developing health care environ-
ment that it is not only the HMO's and PPO's which will be plac-
ing the squeeze on teaching institutions. The consumer will begin
to be a player as well. To cut costs, employers are now increasing
cost sharing for employees. This trend is likely to speed up as ef-
forts in the Congress contrive next year to cap the burgeoning tax
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subsidies now over $30 billion provided for employee paid health
insurance.

As more of the costs of services are covered by individuals, they
will be less prone to seek the services of high cost teaching institu-
tions.

All of this is not to say that either physician training or the
unique set of tertiary services provided by teaching hospitals is un-
necessary. Quite to the contrary. However, it does reflect the fact
that Americans are going to be less willing to pay for either of
these activities from their premium dollar.

Therefore, we now have a tough set of questions to answer-who
will take responsibility for graduate medical education? And how
much will we pay for it?

Third reason. As we learned last Friday from our hearing on
health care for the economically disadvantaged, we have, as of yet,
failed to resolve the tough question of the responsibility for the in-
digent and their health care. It was pointed out at that hearing
that the courts are beginning to settle the issue for us.

But I feel strongly it is the Congress, together with the other gov-
ernmental units, which must take the responsibility and set explic-
it policies to assure access to quality and cost effective care for all
Americans. The solution to financing care for the poor will greatly
affect teaching hospitals in the financing of graduate medical edu-
cation. It should not be assumed to the given that its financing
mechanisms are arranged upon the health care of the poor. That
they will either be encouraged or choose to seek care in teaching
hospitals.

The Association of the American Medical Colleges in its testimo-
ny on Friday pointed out that the non-Federal council of teaching
hospital members incur 35 percent of the bad debts and 47 percent
of the charity care for the Nation's community hospitals. This level
of commitment is laudible. But it also fits with the need for many
of the institutions to have teaching material for their student phy-
sicians.

I have concerns about the provision of care for the poor and
whether or not the teaching hospital is the best environment for
them to receive necessary services. We heard on Friday from Dr.
Janelle Goetcheus that the care in teaching hospitals, at least for
the poor, lacks continuity, and is depersonalized. Evidence indi-
cates it is also more costly.

Today we should learn more about these kinds of issues.
Fourth. The debt problem. The deficit crunch we face next year

will cause the Congress to reexamine current Federal priorities.
Many cuts are likely. And this may mean reductions in the Federal
funding for undergraduate and graduate medical education. The
process could include such sacred cows as the Veterans' Adminis-
tration health expenditures. Currently, the VA hospital system has
8,000 full-time equivalent residency slots, and 77 percent of 172 VA
hospitals have affiliations with medical schools. This significant
commitment will be reevaluated in light of the changing health
needs of an aging veterans population, as well as the constraints
we face on appropriations.

Limited Veterans' Administration appropriations should be spent
for the good of the beneficiaries first.
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Along the same lines, the Federal commitment to funding train-
ing of the health profession must also be scrutinized. This year,
title 7 of the Public Health Services Act is likely to be reauthorized
at levels a?-ove the 1984 budget. The authorizations are moderate,
but will n. ed to be revisited next year, which is not an election
year, as we consider overall new policies on the financing of gradu-
ate medical education.

And, fifth, I believe there's a growing concern about equity and
fairness across our health care system. We see this concern, to
some extent, between urban and rural areas in the determination
of prospective payment rates for Medicare. It may become further
exacerbated by the Medicare waivers under which high cost States
have adopted status quo oriented all-payer systems.

Under these waivers, the high cost of graduate medical education
and care for the economically disadvantaged is locked in for all
payers, including Medicare.

It is not fair that the cost shift we have experienced in the past
to fund graduate medical education and care for the poor be struc-
tured into the payment scheme for all payer States, while in other
States, the pressure of competition ends the same shift.

Instead, we should have explicit Government policies which
enable appropriate funding for graduate medical education and the
economically disadvantaged. Otherwise, all graduate medical edu-
cation will be financed in the high cost health care States with
high cost graduate medical education.

These are a few of the reasons we are here discussing medical
education today. I see a growing consensus that the direct and indi-
rect subsidies for medical education have helped produce a substan-
tial surplus of physicians. This surplus has brought with it inflated
economic returns to certain specialties without solving many of our
problems of maldistribution of physicians by specialty and by geog-
rap hy.

The issue of financing graduate medical education is definitely
on the front burner. And I hope those of us who care about the
future of medical education can keep it there.

The Department of Health and Human Services has contracted
with Arthur Young to do a major analysis of graduate medical edu-
cation costs. The study, due this fall, is late, but we should begin to
get preliminary results over the next 12 months.

The Commonwealth Fund has commissioned a set of thought
papers on graduate medical education and the cost of teaching hos-
pitals. These papers should be completed early next year, and will
provide an important resource.

Finally, and most importantly, the AAMC has appointed a com-
mittee to reexamine the policy of the academic medical community
for financing graduate medical education.

I look forward to the options which this committee will present
because I agree with the American Medical Association in the testi-
mony that they will provide today that we not change the present
system until a better replacement can be found. That's precisely
why you see a very generous transition in the prospective payment
system for teaching hospitals. It's precisely why you saw me fight
with HHS on a more realistic reimbursement formula for hospitals.

But 2 years from today, things may be different.

41-175 0 - 85 - 3
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The hearing today will provide us with important background on
medical education.

In a second hearing, we intend to look at medical education from
the standpoint of the consumers, community hospitals that need
the specialized tertiary care provided by so many of our academic
medical centers and their teaching hospitals. The professionals, the
health care professionals, we will ask them about the quality, the
cost and the appropriateness of today's medical education. And we
will talk to consumers of health care and teir representatives at
the State-local government level and the private level about the
quality and the availability of professional care.

Hopefully, our final hearings will examine options for establish-
ing explicit responsibility for the financing of graduate medical
education and other clinical training, as well as define the Federal
role in the financing of these activities.

I appreciate our witnesses taking time to be with us today. I
have read most of the statements, I think, and they are the educa-
tion that all of us need. And all of those statements will be made a
part of the record.

With that, I'm sure that's about the longest opening statement
that I have made for any hearing. And the purpose of it was to par-
tially scope the hearing and also to say that we are beginning
today what I- trust will be approximately a 2-year process, and that
there will be conclusions at the end of that process.

I would judge from the testimony we have seen so far and the
willingness of the entire community interested in this subject to
not only demonstrate their concern but to work together to try to
find some solutions; that this will be a very helpful process of inter-
change between all of us, because I think that better replacement
is going to have to be found.

Our first panel consists of Dr. Henry Desmarais, the Director of
the Bureau of Eligibility, Reimbursement and Coverage of HCFA;
Dr. Robert Graham, Administrator of the Health Resources and
Services Administration of the Public Health Service.

Let us begin with your testimony.
We are going to try for 5 minutes. If it takes a little longer,

that's fine. As I indicated in the beginning, because of the nature
of the afternoon, it may be that there are going to be limited ques-
tions from the Chair.

Why don't you proceed, Dr. Desmarais?

STATEMENT OF DR. HENRY DESMARAIS, DIRECTOR, BUREAU OF
ELIGIBILITY, REIMBURSEMENT, AND COVERAGE OF THE
HEALTH CARE FINANCING ADMINISTRATION, DEPARTMENT OF
HEALTH AND HUMAN SERVICES, ACCOMPANIED BY DR. ALLEN
DOBSON
Dr. DESMARAIS. My name is Henry Desmarais, and with me is

Dr. Allen Dobson, who is the Director of the Office of Research at
the Health Care Financing Administration.

As you have requested, we are here to give you an overview of
how Medicare currently reimburses hospitals for medical education
costs. Traditionally, Medicare has paid its share of those costs, and
that was all built on the historic precedents of Blue Cross.
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The medical education story really has two chapters. And the
first one is the direct medical education costs. Basically, it's a
direct cost passthrough of all approved programs. And that in-
cludes things such as stipends of trainees, compensation of teach-
ers, classroom costs, blackboards, et cetera, and associated over-
head. And there are some accounting conventions and Medicare re-
imbursement principles that determine the amount of the cost
passthrough that is reimbursed under the Medicare Program.

When the prospective payment system was proposed by the ad-
ministration, we urged that this current arrangement of a direct
passthrough for direct medical education costs be retained. And
Congress did agree at that time.

The second part of the medical education story deals with the so-
called indirect medical education costs. And this is based on an ob-
servation that had been made that costs in teaching hospitals were
higher than costs in nonteaching hospitals. And the factor that was
used to examine this was the intern-and-resident-to-bed ratio of
hospitals. And it was observed that the higher that ratio, the
higher the costs in that particular facility.

I might add that the exact cause and effect of that observation
could not be deciphered based on the data available. There are
those who feel there may be some case mix contribution; it may be
the result of additional tests being ordered by inexperienced physi-
cians or it may be the result of some kind of inefficiency. Nor was
there a judgment about whether those costs were appropriate or in-
appropriate.

At any rate, based on these observations, for every 0.1 factor of
interns and residents to bed, the cost limit per case allowed was
6.06 percent higher. This predates the prospective payment system.

These observations were taken into account as we advanced the
prospective payment proposal, and again, the report to Congress
recommended no change; that these indirect costs be recognized
separately under the prospective payment system.

The' Congress agreed with this. But I might point out the Con-
gress chose to double the formula that had been used to calculate
the indirect medical education adjustment. And when we did that,
using the most current data available at that time, the double for-
mula produces an 11.59-percent increase in the payments, Federal
payments, under the prospective payment system. So it is 11.59
percent of both the PPS rate as well as the outlier payments, the
Federal outlier payments, for every 0.1 percent increase in the
ratio of the interns and residents to beds.

This is described as a lump sum payment, but it's probably more
accurate to say that it's divided and paid under installments, which
is more correctly known as "periodic interim payments."
. The other thing that's important for us to talk about today is
which interns and residents could be counted in coming up with
this particular formula. Originally under the prospective payment
system and the interim final regulation that was published, only
those interns and residents actually employed by the hospital and
providing services at the hospital were counted in coming up with
the indirect payment amount. However, responding to criticism
from various sectors that this was inequitable, in the January 1984
final regulation of prospective payment, we expanded this to in-



32

clude those interns and residents who were working at a hospital
but were employed by another entity, which had had a long-stand-
ing, historic medical relationship with the hospital. I think a clas-
sic example there-very familiar to the chairman-is the Mayo
Clinic. And that institution and those interns employed by that in-
stitution were then included for purposes of calculating the indi-
rect payment amount.

Congress made further changes in the Deficit Reduction Act
which was enacted this past July. And in that case, Congress di-
rected that all interns and residents be counted if they were pro-
viding services. And there is no importance attached to who em-
ployed them or who paid their salary and so on.

Obviously, if we are going to count every intern and resident, no
matter in which facility they work or how many hospitals they
work in, we have to be very careful that we count them appropri-
ately so that every intern and resident is only counted once. And
we are prepared to monitor that situation and collect the data that
is necessary in order to do that.

Let's move on and talk about the effects of all of these policies.
Obviously, the prospective payment system was set up on a budget
neutrality mode, and that clearly says that the more dollars which
flow to one facility, whether that's a teaching or nonteaching facili-
ty, it means less dollars will flow to the other facilities.

We did a simulation which attempts to predict the effect of the
current policy. And that simulation acted as if all hospitals receiv-
ing prospective payment amounts were paid at 100 percent of the
Federal regional rate in year one of the prospective payment
system. And, actually, only 25 percent of the payment amount was
the Federal regional rate.

That simulation showed some very' interesting findings. It
showed that if you look at the 118 so-called heavy teaching hospi-
tals, they would receive an average of $756 per case in direct medi-
cal education reimbursement. They would also receive an average
of $2,158 per case for indirect medical education. And we would
compare those amounts to the DRG payment of $4,079 per case.

There is a 53 percent add-on then to the DRG payment for indi-
rect, and an additional $756 per case for direct medical education
for those heavy teaching facilities. And we can compare that to the
fact that the average direct and indirect payments for teaching
hospitals, for thpse heavy teaching hospitals, would be the same as
the DRG payment for non-teaching hospitals.

If you look at the other teaching facilities, about 654 of them,
you find that the DRG payments for them per case is approximate-
ly $3,659. And they receive a 10-percent add-on for indirect medical
education, and a further 6-percent add-on for direct medical educa-
tion.

Backing away and looking at it globally, this means that, in
budget neutral terms, about $204, per case must be shifted away
from all hospitals receiving prospective payment reimbursement so
that the teaching hospitals may receive an average of $613 per case
for indirect medical education.

What about the future? Clearly, we intend to closely monitor the
payments and attempt to suggest refinements where needed. The

apartment is also currently sponsoring a major study of the fi-
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nancing and cost of graduate medical education and findings are
expected in mid-1985.

And, finally, the Health Care Financing Administration is inves-
tigating the case mix measurement improvements to see if im-
provements over our current diagnosis related classification
scheme are possible and whether, in fact, those case mix differ-
ences would explain some or all of the differences in the cost in
teaching facilities. That work is very much underway.

This concludes my remarks. And I would be delighted to answer
any questions.

Senator DURENBERGER. Thank you, Dr. Desmarais.
[The prepared written statement of Dr. Desmarais follows:]
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I AM HENRY DESMARAIS, DIRECTOR OF THE HEALTH CARE FINANCING

ADMINISTRATION'S (HCFA) BUREAU OF ELIGIBILITY, REIMBURSEMENT

AND COVERAGE, ACCOMPANYING ME IS ALLEN DOBSON, DIRECTOR OF

HCFA's OFFICE OF RESEARCH. I AM PLEASED TO BE HERE TO

PRESENT AN OVERVIEW OF HOW MEDICARE CURRENTLY REIMBURSES

HOSPITALS FOR MEDICAL EDUCATION COSTS.

BACKGROUND

MANY HOSPITALS ENGAGE IN EDUCATIONAL ACTIVITIES, INCLUDING

TRAINING PROGRAMS FOR MEDICAL STUDENTS, INTERNS, RESIDENTS,

NURSES AND VARIOUS PARAMEDICAL SPECIALTIES, THESE PROGRAMS

CONTRIBUTE TO THE QUALITY OF PATIENT CARE WITHIN THE

INSTITUTION AND ARE NECESSARY TO MEET THE COMMUNITY'S NEEDS

FOR MEDICAL AND PARAMEDICAL PERSONNEL. THE COMMITTEE

REPORTS WHICH ACCOMPANIED THE PASSAGE OF THE MEDICARE

PROGRAM IN 1965 RECOGNIZED THAT UNTIL THE COMMUNITY

UNDERTAKES TO BEAR SUCH EDUCATION COSTS IN SOME OTHER WAY, A

PART OF THE NET COST OF SUCH ACTIVITIES SHOULD BE CONSIDERED

AS AN ELEMENT IN THE COST OF PATIENT CARE. FOLLOWING THIS

DIRECTIVE, THE MEDICARE PRINCIPLES OF REASONABLE COST

REIMBURSEMENT SPECIFICALLY INCLUDE MEDICAL EDUCATION COSTS,

THE ORIGINAL COMMITTEE REPORTS ALSO RECOMMENDED THAT WHEN

DEVELOPING THE PRINCIPLES OF REIMBURSEMENT, MEDICARE SHOULD

DRAW UPON THE EXPERIENCE OF PRIVATE ORGANIZATIONS.

MEDICARE'S PRINCIPLES FOR SEPARATELY RECOGNIZING MEDICAL
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EDUCATION COSTS WERE MODELED ON A LONG-STANDING COST

REIMBURSEMENT PRINCIPLE USED BY BLUE CROSS AND OTHER PLANS

IN REIMBURSING MEDICAL EDUCATION.

HISTORICALLY, MEDICARE EXPENDITURES FOR THE EDUCATION AND

TRAINING OF HEALTH PROFESSIONALS HAVE REPRESENTED BETWEEN 4

AND 6 PERCENT OF ANNUAL HOSPITAL INSURANCE (HI) TRUST FUND

EXPENDITURES

WITH IMPLEMENTATION OF THE PROSPECTIVE PAYMENT SYSTEM

BEGINNING IN FISCAL YEAR 1984, THE COST OF MEDICAL EDUCATION

PROGRAMS IS EXPECTED TO GROW, THIS WILL RESULT BECAUSE

DIRECT MEDICAL EDUCATION COSTS ARE PAID ON THE BASIS OF

REASONABLE COSTS, AND AN ADDITIONAL SPECIAL ALLOWANCE,

DOUBLE THAT PROVIDED UNDER THE PREVIOUS SYSTEM OF COST

LIMITS, IS MADE FOR THE INDIRECT COSTS GENERATED BY INTERN

AND RESIDENCY PROGRAMS. THEREFORE, THE SYSTEM CONTAINS NO

DIRECT INCENTIVE TO RESTRAIN THE GROWTH OF MEDICAL EDUCATION

COSTS$

DIRECT MEDICAL EDUCATION COSTS

THE TERM "MEDICAL EDUCATION COSTS" ENCOMPASSES NOT ONLY

THOSE COSTS ASSOCIATED WITH PROGRAMS TRAINING PHYSICIANS BUT

ALSO A RANGE OF HEALTH PROFESSIONAL AND PARAPROFESSIONAL

TRAINING PROGRAMS, MEDICARE REGULATIONS SPECIFICALLY

RECOGNIZE 13 APPROVED PROGRAMS IN ADDITION TO PHYSICIAN
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TRAINING PROGRAMS, RANGING FROM NUR SING AND CYTOTECHNOLOGY

TO MEDICAL RECORDS TRAINING. CERTAIN ADDITIONAL PROGRAMS

MAY ALSO BE INCLUDED.

DIRECT MEDICAL EDUCATION COSTS SUCH AS STIPENDS OF TRAINEES,

COMPENSATION OF TEACHERS, AND CLASSROOM AND ASSOCIATED

OVERHEAD ARE NORMALLY ALLOCATED TO SPECIAL COST CENTERS

UNDER MEDICARE'S COST REPORTING SYSTEM. MEDICARE'S SHARE OF

THESE COSTS IS DETERMINED USING THE SAME PROCEDURES THAT

WERE DEVELOPED FOR COST-BASED REIMBURSEMENT TO ALLOCATE

PATIENT CARE COSTS TO MEDICARE$

WHEN DEVELOPING ITS PROPOSAL FOR A PROSPECTIVE PAYMENT

SYSTEM FOR HOSPITALS, THE DEPARTMENT OF HEALTH AND HUMAN

SERVICES RECOMMENDED AND CONGRESS APPROVED CONTINUING TO PAY

FOR DIRECT MEDICAL EDUCATION COSTS ON A COST-RELATED BASIS

SEPARATE FROM THE DIAGNOSIS-RELATED GROUP (DRG) PAYMENT PER

CASE, ALLOWANCE OF THIS PASS-THROUGH OF DIRECT MEDICAL

EDUCATION COSTS RECOGNIZES THAT THE OPERATION OF MEDICAL

EDUCATION PROGRAMS ANI THE ACCOMPANYING COSTS ARE

CONCENTRATED IN A LIMITED NUMBER OF HOSPITALS AND SUCH COSTS

ARE GENERALLY NOT RELATED TO EFFICIENCY OF OPERATIONS.

NEARLY 800 HOSPITALS COVERED BY THE PROSPECTIVE PAYMENT

SYSTEM HAVE MEDICAL RESIDENCY PROGRAMS.
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INDIRECT MEDICAL EDUCkTION COSTS

THE PRESENCE OF MEDICAL EDUCATION PROGRAMS AND THEIR

TRAINEES ALSO GENERATES ADDITIONAL COSTS FOR SUPPORT

SERVICES AND OTHER ACTIVITIES WHICH CANNOT BE EASILY

SEPARATED FROM PATIENT CARE COSTS. THE HIGHER COSTS

ASSOCIATED WITH TEACHING HOSPITALS MAY INCLUDE INCREASED

DEPARTMENTAL OVERHEAD AND THE HIGHER COST OF TREATING

PATIENTS DUE TO INCREASED LABORATORY TESTS AND SIMILAR

SERVICES. SOME PEOPLE BELIEVE THAT THESE HIGHER COSTS MAY

BE DUE, IN PART, TO GREATER COMPLEXITY OF CASES NOT CAPTURED

AY OUR CASE-MIX MEASURE. UNDER THE TOTALLY COST-BASED

PROGRAM, SUCH COSTS WERE GENERALLY INCLUDED IN THE

DEPARTMENT IN WHICH THEY WERE PROVIDED. ORIGINALLY, THERE

WERE VIRTUALLY NO LIMITS ON THE AMOUNT OF THE COSTS THAT

COULD BE INCURRED AND THE ACTUAL PLACEMENT OF THESE COSTS ON

A COST REPORT HAD LITTLE SIGNIFICANCE. HOWEVER, WHEN COST

LIMITS WERE PLACED ON ROUTINE OPERATING COSTS AND LATER ON

COSTS PER CASE, THESE INDIRECT COSTS OF MEDICAL EDUCATION

BECAME SIGNIFICANT SINCE THE LIMITS WERE DERIVED FROM

GROUPINGS OF MANY HOSPITALS, MANY OF WHICH DID NOT HAVE

TEACHING PROGRAMS, LEAVING HOSPITALS WITH INDIRECT MEDICAL

EDUCATION COSTS AT A DISADVANTAGE.

IN 1980, A FORMULA WAS DEVELOPE TO DETERMINE ADDITIONAL

AMOUNTS WHICH WOULD BE ADDED TO COST LIMITS FOR TEACHING
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HOSPITALS. THE FORMULA WAS A PERCENTAGE ADJUSTMENT BASED ON

THE RATIO OF INTERNS AND RESIDENTS TO BEDS, THE PERCENTAGE

IS DERIVED FROM AN ANALYSIS OF COSTS PER CASE AND THE

PRESENCE OF INTERNS AND RESIDENTS IN THE HOSPITAL AND IS

DESIGNED TO PROVIDE AN ALLOWANCE FOR THE HIGHER COSTS

ASSOCIATED WITH TEACHING INSTITUTIONS$

UNDER THE COST LIMIT SYSTEM, THE PERCENTAGE ADJUSTMENT FOR

INDIRECT MEDICAL EDUCATION COSTS RAISED THE LIMIT ABOVE

WHICH COSTS WOULD NOT BE PAYABLE, HOSPITALS WITH COSTS

BELOW THE COST LIMIT RECEIVED THEIR FULL COSTS WITHOUT

ADDITIONAL PAYMENT TO FURTHER RECOGNIZE INDIRECT MEDICAL

EDUCATION COSTS.

WHEN DEVELOPING THE PROSPECTIVE PAYMENT LEGISLATION,

CONGRESS DETERMINED THAT AN AMOUNT SHOULD BE PAYABLE FOR

INDIRECT MEDICAL EDUCATION COSTS IN ADDITION TO THE COST

REIMBURSEMENT OF DIRECT MEDICAL EDUCATION COSTS AND THE

OTHERWISE APPLICABLE PROSPECTIVE PAYMENT RATES. CONGRESS

DOUBLED THE FORMULA THAT HAD BEEN USED TO DERIVE A

PERCENTAGE INCREASE IN COST LIMITS SO THAT FOR COST

REPORTING YEARS BEGINNING IN FISCAL YEARS 1984 AND 1985, THE

INDIRECT MEDICAL EDUCATION ADJUSTMENT PROVIDES AN L1,59

PERCENT INCREASE IN THE FEDERAL PORTION OF THE PROSPECTIVE

PAYMENT RATE FOR EVERY 0.1 PERCENT INCREASE (OVER ZERO) IN

THE RATIO OF INTERNS AND RESIDENTS TO BEDS, THIS PERCENTAGE

MAY 6E ADJUSTED PERIODICALLY AS MORE CURRENT AND COMPLETE
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DATA BECOME AVAILAgLE, IN CONTRAST WITH THE ADJUSTMENT OF

THE COST LIMITS, THE ADJUSTMENT FOR INDIRECT COSTS OF

MEDICAL EDUCATION UNDER PROSPECTIVE PAYMENT IS AN ACTUAL

ADDITIONAL PAYMENT TO TEACHING HOSPITALS WHICH IS DETERMINED

RETROACTIVELY BASED ON THE TOTAL REVENUE FROM THE FEDERAL

PORTION OF THE PROSPECTIVE PAYMENT RATE,

PRIOR TO JANUARY 1984, FOR PURPOSES OF THE RATIO, HOSPITALS

COULD COUNT ONLY THOSE INTERNS AND RESIDENTS EMPLOYED BY AND

PROVIDING SERVICES AT THE HOSPITAL, THIS METHOD OF COUNTING

CONFORMED TO AMERICAN HOSPITAL ASSOCIATION SURVEY

REQUIREMENTS. IN JANUARY, THE REGULATIONS WERE REVISED TO

PERMIT A HOSPITAL TO ALSO INCLUDE INTERNS AND RESIDENTS

EMPLOYED BY ANOTHER ORGANIZATION WITH WHICH IT HAD A LONG-

TERM HISTORICAL MEDICAL RELATIONSHIP AND WHICH EMPLOYED

VIRTUALLY ALL OF THE INTERNS AND RESIDENTS PROVIDING

SERVICES AT THE HOSPITAL. THE DEFICIT REDUCTION ACT OF 1984

kP, L. Y-30), ENACTED ON JULY 18, INCLUDED AN AMENDMENT

WHICH, EFFECTIVE FOR COST REPORTING PERIODS BEGINNING ON OR

AFTER OCTOBER 1, 1984, PERMITS A HOSPITAL TO COUNT ALL OF

THE INTERNS AND RESIDENTS PROVIDING SERVICES IN THE

HOSPITAL. SINCE THE NUMBER OF INTERNS AND RESIDENTS WORKING

IN HOSPITALS DIRECTLY AFFECTS THE AMOUNT OF PAYMENT, WE ARE

CURRENTLY DEVELOPING PROCEDURES TO ASSURE THAT UNDER THE

REVISED RULES, A SINGLE RESIDENT OR INTERN IS NOT COUNTED AS

MORE THAN ONE FULL-TIME EQUIVALENT EMPLOYEE REGARDLESS OF
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THE NUMBER OF HOSPITALS IN WHICH HE OR SHE PERFORMS

SERVICES.

EFFECT OF POLICIES FOR REIMBURSING MEDICAL EDUCATION COSTS

THE PASS-THROUGH OF DIRECT MEDICAL EDUCATION COSTS AND THE

ADDITIONAL PAYMENT FOR INDIRECT MEDICAL EDUCATION COSTS HAVE

A SIGNIFICANT FISCAL IMPACT ON THOSE HOSPITALS HAVING

APPROVED INTERN AND RESIDENCY PROGRAMS. THE INDIRECT

MEDICAL EDUCATION PAYMENT, IN A BUDGET NEUTRAL CONTEXT. HAS

AN EFFECT ON INSTITUTIONS WITHOUT TEACHING PROGRAMS. TOO.

WE HAVE ESTIMATED THAT IF ALL HOSPITALS UNDER THE

PROSPECTIVE PAYMENT SYSTEM HAD BEEN REIMBURSED SOLELY ON THE

BASIS OF THE FEDERAL REGIONAL RATE IN FISCAL YEAR 1984, THE

APPROXIMATELY 118 "HEAVY" TEACHING HOSPITALS (THOSE HAVING A

RATIO OF ONE OR MORE INTERN OR RESIDENT FOR EVERY FOUR BEDS)

WOULD HAVE RECEIVED AN AVERAGE OF $756 PER CASE FOR DIRECT

MEDICAL EDUCATION AND $2,158 PER CASE FOR INDIRECT MEDICAL

EDUCATION, WHILE THEIR DRG PAYMENT PER CASE WOULD HAVE BEEN

$4,079. THUS, THEY WOULD BE RECEIVING A 53 PERCENT ADD-ON

TO THEIR DRG PAYMENT FOR INDIRECT MEDICAL EDUCATION AND AN

ADDITIONAL $756 FOR DIRECT MEDICAL EDUCATION. THE EFFECT IS

SUCH THAT FOR "HEAVY" TEACHING HOSPITALS, THE AVERAGE DIRECT

AND INDIRECT TEACHING PAYMENTS PER CASE IS ABOUT THE SAME AS

THE ACTUAL DRG PAYMENT PER CASE FUR NONTEACHING HOSPITALS.
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FOR THE REMAINING HOSPITALS WITH TEACHING ACTIVITIES,

APPROXIMATELY 654 FACILITIES, IN ADDITION TO'THE AVERAGE LRG

PAYMENT PER CASE OF $3,659, WOULD RECEIVE AN ESTIM4?ED

ADDITIONAL 10 PERCENT FOR INDIRECT AND ANOTHER 6 PERCENT FOR

DIRECT MEDICAL EDUCATION. OUR SIMULATION INDICATES THAT

APPROXIMATELY $204 PER CASE WOULD BE WITHHELD FROM ALL

HOSPITALS SO THAT ALL THE TEACHING HOSPITALS COULD RECEIVE

AN AVERAGE OF APPROXIMATELY $613 PER CASE FOR INDIRECT

MEDICAL EDUCATION.

WE WILL BE CLOSELY MONITORING EXPENDITURES FOR MEDICAL

EDUCATION AS THE SYSTEM PHASES-IN TO A FULLY PROSPECTIVE

FEDERAL RATE, AND WE HOPE TO IDENTIFY IMPROVEMENTS WHICH

COULD BE MADE IN THE METHOD OF REIMBURSEMENT FOR'MEDICAL

EDUCATION COSTS. As PART OF THIS EFFORT, THE DEPARTMENT IS

CURRENTLY SPONSORING A MAJOR STUDY OF THE FINANCING AND COST

OF GRADUATE MEDICAL EDUCATION. FINDINGS ARE EXPECTED IN

MID-1985,

IN ADDITION, IT MAY BE THAT THE HIGH COSTS ASSOCIATED WITH

TEACHING HOSPITALS ARE RELATED TO UNMEASURED DIFFERENCES IN

CASE MIX ACROSS HOSPITALS. HCFA IS CURRENTLY INVESTIGATING

SEVERAL APPROACHES FOR IMPROVING CASE MIX MEASUREMENT. IF

THIS EFFORT IMPROVES OUR AILITY TO MEASURE CASE MIX AND

RESOURCE REQUIREMENTS, THE NECESSITY FOR PROVIDING AN

ALLOWANCE FOR INDIRECT MEDICAL EDUCATION COSTS MAY BE

DIMINISHED.

MR. CHAIRMAN, THIS CONCLUDES MY PREPARED STATEMENT. I WILL

BE GLAD TO ANSWER ANY QUESTIONS YOU MAY HAVE.



43

STATEMENT OF DR. ROBERT GRAHAM, ADMINISTRATOR, HEALTH
RESOURCES AND SERVICES ADMINISTRATION, PUBLIC
HEALTH SERVICE, DEPARTMENT OF HEALTH AND HUMAN
SERVICES
Senator DURENBERGER. Dr. Graham.
Dr. GRAHAM. Mr. Chairman, as we discussed briefly last Friday,

the Public Health Service interest in the area of graduate medical
education financing derives from our Federal responsibility for
issues such as distribution, access to services and making sure that
the system has an adequate number of individuals properly trained
to deliver the necessary services.

Historically, the PHS has had a major role in developing the ca-
pacity of that system. The investments that we have made from
the late 1960's onward lead to a large expansion in the size of med-
ical school and nursing school classes and the expansion of all
other types of health professions training.

To some extent, this has created the problem that we are dealing
with: how to educate health professionals in a cost-effective and eq-
uitable fashion. The training programs supported by the Public
Health Service are relatively modest. We provide direct grant sup-
port for training programs in family medicine, primary care inter-
nal medicine, and primary care pediatrics. These grants offset
some of the costs of sponsoring and carrying out those programs.
They are specifically in the areas of primary care because that is
the area where we are trying to work in partnership with the aca-
demic and practicing communities to correct an imbalance in terms
of the percentage of physicians who are in specialty versus primary
care medicine.

However, these and certain other highly focused activities are
about the limit of our direct role in health professions education
now. We continue, though, to be concerned with the outcome of the
debate, the scope of which you sketched in your opening statement.

The graduate education system is a complicated, pluralistic
system. Thousands of decisions are made by persons across the
country every year in determining how many residency training
positions will be offered in which specialties and in which locations.
To try to find ways to bring those decisions more in line with na-
tiona policy, and to make them more cost effective raises some
fundamental issues as to how those decisions are made. Decision
making is pluralistic, not centralized.

We also must recognize that there are costs for health profes-
sions education. And the debate should focus on the public role-
Federal, State and other-in supporting those costs for education.
We cannot allow our vision to be obscured by thinking that there is
some way to save money, that somehow these costs are going to be
picked out magically. There are real costs. Someone must pay
them.

As I have noted, the Public Health Service has a relatively
modest grant role in training health professionals. Our real respon-
sibility is trying to make sure that there is balance in the system,
that the resources are somewhat matched with the needs, that care
is delivered to people who need it, and that the issues are ap-
proached in a methodical, thoughtful way.
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I'm encouraged by some of the issues you raised in your opening
statement. It appears to me that that is the scope that this commit-
tee is ready to take on.

But, first, I think there needs to be some agreement on princi-
ples. If we just concentrate on cost, the principles slip away from
us. And the first principle is who is responsible for cost. Is it a
public responsibility? Should it come from the "sick fund"? Should
it come from Medicare-Medicaid revenues? Should it come from in-
surance funds? Or should there be some new way of paying for it?

Regardless of what we think the cost should be, the first princi-
pie's who pays. And, I think, we need to come at it from the view
point of principles first and cost second, rather than cost first and
then hoping we can back into a set of principles that we can live
with. This is a tremendously complex, decentralized, pluralistic
system. It has served us exceptionally well over the past two dec-
ades. That's not to say that it is without problems in terms of cost
or internal maldistribution. But it is a system that is functioning
generally very well.

As we change it, because of our concerns about cost and equity, I
hope that we can do so after discussing a set of principles, and not
be driven solely by concern for cost.

Senator DURENBERGER. Thank you, Dr. Graham.
[The prepared written statement of Dr. Graham follows:]
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STATEMENT BY ROBERT GRAHAM, M.D., ADMINISTRATOR, HEALTH RESOURCES AND
SERVICES ADMINISTRATION

STAWIF2~T -SY

ROBPT GRA AM, M.D,

ADYNZSWATOR, HEALTH RESUOCES

AND SERVICES ADMINISTRATION

Mr. Chairman and Merbers of the Subcommittee:

I am Dr. Robert Graham, Administrator of the Health Resources and Services

Administration. I am please to be here to discuss Medicare funding of medical

and other health professions education. I am especially pleased by the

Subcommittee's interest in first examining the present system and how it is

working before considering any changes.

most of the discussion of the impact of changes in reimbursement for

educational programs has centered around the training of the nearly 70,000

medical interns and residents in approved programs. Other programs directly

sponsored by hospitals include nursing programs and allied health professions

programs.

In addition to the direct operation of educational programs, hospx.als

also play a role as the major clinical facilities for collegiate sponsored

progra,,s. Approximately 60% of all hospitals serve in this capacity.
I .

The present Medicare educational reir-bursement system is primarily

focused on the intern and residency programs with only a small portion of

the expenditures directly supporting the other health professions. The

Association of American medical Colleges estimated that about 80 percent

of the hospital costs for residents' salary, fringe benefits, etc. in

1982 came from patient revenue and general operating appropriations. The

financing of other programs is some combination of tuition, grants, and

hospital support from other revenues. Often the use of the hospital as a

clinical facility by schools of nursing and allied health programs is

through affiliation agreements in which no money exchanges hands.

41-175 0 - 85 - 4
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Comments with respect to the present method of Medicare financing of

educational programs include the following:

0 The present indirect teaching adjustment was intended to account for

various factors such as severity of illness in teaching hospitals. It

therefore should not be confused with actual clinical education costs.

o If Medicare were no longer to support graduate health professions education,

then alternative sources of funds may have to be found. The impact of

such reductions on the health work force itself cannot be estimated at

this time.

o Virtually all health professions education involves informal

arrangements between the sponsoring academic institution and the

facilities (mostly hospitals) that provide clinical instruction.

Many such arrangements (which offer hospitals a source of recruitment

and other benefits such as academic appointments for hospital staff)

have been carried out without cost to the academic institution. The

impact of these changes on reimbursement policy or general cost-cutting

measures resulting from hospitals eliminating such agreements must be

evaluated in developing an alternative to the current system.

In closing, I would like to emphasize our concern that the present -

system and proposed alternatives be studied in detail before decisions

are rade. Our agency, in coordination with the Health Care Financing Administration,



47

is beginning to address'this issue in some depth. For example,

two of our councils, the National Advisory Council on Health Professions

Education and the National Advisory Council on Nurse Training, are

assisting us in developing a strategy to assess the potential impact of

changes in hospiLa financing, including Medicare's Prospective Payment

tysten, on health professions education.

I would like to thank you for this opportunity to address this Subcommittee

ard would be happy to answer any questions.
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Senator DURENBERGER. I have only one small disagreement, I
guess. Rather than having the first principle be who pays, I think
the first principle is what is it you want to sell me. And I don't
think you would disagree with that. That probably is the thrust of
these two hearings. What are we buying now? And how is that per-
ceived by the various consumers?

I take it you wouldn't disagree with that.
Dr. GRAHAM. No. I actually wrote down "who, what, why, and

how muc.h." But those are the principles that I think have to be
agreed upon.

Senator DURENBERGER. Have you come to judgment on the role
the public has been playing in the last 15 years or something like
that? As I perceive the public role, it really hasn't been a public
role. It has been a series of studies based on articles that have been
written and concern that has been demonstrated about shortages
or inaccessibility or distribution or whatever. And then a congres-
sional response out of which a very small amount of the public is
involved. And then a couple of years after the problem is at its
most severe, there is some congressional activity in one line of title
7 of the Public Health Services Act or some of these other titles
and/or some kind of capitation for graduate medical education.
And then along about the time the problem is gone-and-we start
seeing surpluses, we can't give up any of these things. And so 4, or
5 or 6 years later, the so-called public has to say, "Hey, what are
you spending on that for?"

That strikes me as the way the public has been interfacing with
the problem of needed adequate numbers of health professionals.
What conclusion have you come to about the way we have been
proceeding to involve the public in the last 15 years?

Dr. GRAHAM. Prior to 1960, there was little direct involvement on
the part of the Public Health Service in health professions educa-
tion. Then there developed a general perception that we had a sub-
stantial shortage of most types of health professionals. As a result,
we embarked upon capacity building, providing money for new
buildings, and more faculty. The schools cooperated. The States re-
sponded with State funds. Capacity grew very rapidly.

Senator DURENBERGER. And it covers the wide spectrum in this
period of time of higher education.

Dr. GRAHAM. That's right.
Senator DURENBERGER. I mean we were financing student hous-

ing and a wide variety of things on college campuses all over the
country.

Dr. GRAHAM. There was great concern as to whether the educa-
tional resources of the United States were adequate to meet the de-
mands of the public and of the students. That was also the time we
were dealing with the baby boom. A lot of people didn't know
whether there were going to be places for those kids, for my gen-
eration. That was only 10 to 15 years ago.

Starting with the early to mid-1970 s, we saw a change in the
public role. The Public Health Service moved away from general
open-ended support in medicine and the other health professions.
Most capitation grants were phased out. PHS moved toward pro-
grams targeted at primary care, at redistribution, at changing the
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mix of health professionals, disadvantaged assistance programs
were strengthened.

That's where we are today. There is less money now than there
was 4 or 5 years ago. As long as there is a general perception that
there is an adequate and increasing supply of health care profes-
sionals, you will see Public Health Service support for health pro-
fessions education remain at a very modest level.

Senator DURENBERGER. And that whole issue of distribution and
access I hope we will get into again with you or someone else in
our next hearing because you are right. There is a perception out
there that we have solved the problem and there is a surplus. But I
think there are a lot of areas of this country which you could go to
today where they would disagree with regard to their particular
communities or areas.

Dr. GRAHAM. The single most profound change that will influ-
ence the practice of medicine over the next 10 years is the very
large increase in the number of practicing physicians. Intellectual-
ly we have a difficult time dealing with what it will mean that by
the mid to late 1990's there will be 40 percent more practicing phy-
sicians in the United States than there are today. But those num-
bers are there. The physicians are in the pipeline. They are going
to change the face of the policy issues that we are dealing with.

Senator DURENBERGER. Let me ask you a question relating to a
specific population. That's the one largely covered by Medicare, the
elderly. All the demographics point to a substantially increasing
number of elderly. And, obviously, we expect to see a rather sub-
stantial demand for health care which is geared to treating chronic
and other conditions associated with that age group.

I have been given the impression by a variety of people, includ-
ing the fellow that is leaving as head of the medical school in Min-
nesota, and going off to, in effect, study one specialty, I think, that
particularly affects the aging. There is an awful lot that we yet
need to know about the problems, health problems, that face the
aging in this country. In the Public Health Service, are you plan-
ning any particular programs or recommendations that might be
targeted toward solving that problem? Or would it be appropriate
for us to conclude that academic and medical center environments
are probably the best places to solve that problem because of the
particular mix of talents that you would look for to concentrate on
these problems of aging?

Dr. GRAHAM. We are doing two things that respond to that prob-
lem. One is narrow and targeted and one is more general. In a tar-
geted fashion, our agency is working with the National Institute of
Aging on several projects that relate to the development of geriat-
ric curriculums for the various health disciplines. We feel that
there is a need to further develop a cadre of health professionals-
physicians, dentists, nurses, pharmacists, who have special compe-
tence in the area of geriatrics.

'lloWever, in the broader sense, we must be able to train over the
next 5 to 10 years a stable population of primary care providers
who can care for individuals in the mainstream. I do not think that
the answer to providing services to our aging population is to pro-
vide those services only through geriatricians. Those services
should be provided through broadly trained, generalist physicians,
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who have the consulting resources of the geriatricians to rely on in
particularly complicated cases. We should not sequester our elderly
population for treatment by physicians in a totally new medical
specialty.

Senator DURENBERGER. I wonder if that's a bridge-and this is
only a recollection to Dr. Desmarais-I thought I saw in your state-
ment, or maybe it was somebody else's, some indication that the
way the present reimbursement system for indirect medical educa-
tion works is that such things as family practice specialties were
probably not compensated as well as some other specialties, and
that some of the work was done outside of the hospital, and so
forth. That was not your statement?

Dr. DESMARAIS. Not my statement. But certainly it's true that
the indirect adjustments are only for inpatient care, so the extent
of outpatient care wouldn't be reflected in the indirect medical edu-
cation adjustments.

Senator DURENBERGER. Why don't you pick up on that subject a
little bit and tell me if because the way we are reimbursing today,
are we, in effect, skewing in some way the reimbursement system
in favor of certain medical specialties and away from others?

Dr. DESMARAIS. Well, we don't believe we are. Certainly the way
we reimburse today is largely a historic phenomenon and a judg-
ment being made that until something else was done, that Medi-
care ought to pay its share of the medical education costs. And
each intern andevery resident in the facility ha the same count, if
you will-they have the same value for purposes of indirect medi-
cal education adjustment. And certainly most programs have an in-
patient component, a very large inpatient component.

Senator DURENBERGER. I think your statement says that there
aren't any incentives, or very few, if any, incentives in the current
reimbursement system to restrain medical education costs under
the Medicare program. Is that correct?

Dr. DESMARAIS. That's true. On the direct side is the cost pass-
through. So until something else occurs, there is no incentive there.
And on the indirect side, there is a forihula. And unless the formu-
la is changed from 11.59 percent-or some similar number based
on up to date data-that simply factored in, every case results in
an additional 11.59-percent reimbursement in a teaching hospital
for every 0.1 ratio of interns and residents to beds.

Senator DURENBERGER. Now what's the evidence out there that
somebody is taking advantage of that lack of incentive? Is there
any yet?

Dr. DESMARAIS. We really don't have any evidence yet of the ap-
propriateness or inappropriateness of that number. Clearly, that
was a judgment Congress reached feeling that, without doubling, it
was inadequate to support the teaching programs, and so it was
doubled.

Senator DURENBERGER. Can you give me a little scoping of where
the graduate medical education is being provided in this country?
Who are the beneficiaries of graduate medical education? In terms
of whether the numbers are concentrated, whether there are any
people in rural areas benefiting in any way from graduate medical
education programs? Are there differences among various types of
hospitals? In other words, a teaching hospital that is part of an
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academic medical center as opposed to some others? What does the
landscape look like across the country right now?

Dr. DESMARAIS. Well, certainly it should come as no surprise that
the bulk of the teaching hospitals are located in urban areas. In
fact, I think of hospitals under prospective payment, of the total
teaching hospitals, there are only 56 of them located in rural areas.
And the total is 772. So the bulk of them do fall in urban areas.
I'm not sure if we have other data that would indicate exactly who
receives the care.

Senator DURENBERGER. What's the consequence of that, in your
opinion?

Dr. DESMARAIS. Well, the consequence of that, I think, is that if
you are in a rural area, it's very likely that you will have to travel
to a nearby urban area to receive specialized care in a teaching set-
ting. For those who receive care in teaching centers, there are ad-
vantages and disadvantages to that care, obviously. Some feel
that's the best care. Others feel, well, they don't like to be poked by
medical students and so on. So some people seek out tertiary care
in a teaching setting and others don t. I guess it depends on the
problem that confronts that patient and the physicians who do the
referring.

Senator DURENBERGER. What kind of market is there out there
for residents? Is there a lot of competition among hospitals for resi-
dents? On what basis are decisions made about where all of these
residents go?

Dr. DESMARAIS. There is certainly a lot of competition. We are
reaching the point where there is an intern or resident waiting for
nearly every slot in a hospital. And perhaps Dr. Graham would
want to elaborate on that. o there is a fair amount of competition.

Basically, the system is a matching system so that medical stu-
dents in their fourth year are matched to "the facility of their
choice." It may be their fourth choice or their fifth choice, but it's
the facility of their choice through a computerized match system.

Senator DURENBERGER. Do you want to expand on that, Bob?
Dr. GRAHAM. Yes. It's kind of like committee assignments.

[Laughter.]
The competition among residents is for a hospital or a training

program. Most of the hospitals and the training programs review
the credentials of the more qualified applicants. Through a comput-
erized matching system, they select those they prefer. They try to
match highest choices of residents with highest choices of pro-
grams.

A related phenomenon going on now is of major concern to us, to
academic medicine. There is a possibility that because of uncertain-
ties, new reimbursement systems, and the cost of graduate medical
education and hospitals, the number of total residency positions
may decrease not only modestly but precipitously. We could come
to a situation in the relatively near future where there would not
even be enough residency positions in the United States for all of
our medical graduates. We are not in thtit position now, but we are
much closer to it than we were 5 or 6 years ago.

As economic incentives change in the teaching hospitals, there is
less and less of a passthrough psychology. Formerly it didn't make
any difference if there were eight surgical sponsors; those costs
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were just passed through. If I thought I needed a faculty of 10, I
could have 10. Now the incentives may well pit the hospital admin-
istrator against the program chairman. The administrator may not
be sure if the hospital can afford eight. How about six?

If that happens program by program in a decentralized fashion
with not everyone knowing what everybody else is doing, we could
lose a fairly large number of positions in a year or two.

Senator DURENBERGER. You are probably right that we could get
on this one for some period of time, and maybe that is an area that
I would ask you to respond in writing.

I am curious to know, obviously, if the competition is really
among residents for slots to get to be one, two, three, four. If I
could crawl inside that computer, who is No. 1, who is No. 2. I
assume I could tell if I just looked through that computer. I could
tell which of the teaching hospitals in the country is the one that
the most people would like to go to. And then I would ask ques-
tions about why.

Dr. GRAHAM. It may vary program by program.
Senator DURENBERGER. That I understand.
Dr. GRAHAM. The most attractive internal medicine programs

may be in the hospital that does not have an attractive surgery
program.

Senator DURENBERGER. I understand that. But I could theoreti-
cally get inside this computer and look over a couple or 3 or 4
years and I would find out by reputation who is No. 1.

Dr. DESMARAIS. It's a very individualized situation. The intern,
the potential intern, may be looking for a part of the country to
settle in or looking for a particular professor to work under to do
specific research. It just varies tremendously, and it certainly
varies by program because one part of the country may have the
best pediatric program and another part may have the best inter-
nal medicine program. And those numbers, of course-there is a lot
of competition between our educational centers as well.

Senator DURENBERGER. I take it also that it might require a little
elaboration for you to define the word "afford" in the sense of the
negotiation between the hospital administrator and the people that
want the residency position. And I may ask that question of some
of the people from the teaching hospitals.

I have a dozen other questions of each of you that I will submit
to you in writing. My appreciation to both of you for being here,
and we will see you again at the next hearing.

Dr. DESMARAIS. Thank you.
Dr. GRAHAM. Thank you.
Senator DURENBERGER. Our next panel consists of Dr. John A.D.

Cooper, president of the Association of American Medical Colleges;
C. Thomas Smith, president of Yale-New Haven Hospital, New
Haven, CT, on behalf of the Association of American Medical Col-
leges; Dr. Edward Stemmler, dean of the School of Medicine, Uni-
versity of Pennsylvania, on behalf of the Association of American
Medical Colleges.

Gentlemen, I believe you were all here for the opening state-
ment. You have some feel for the scope of the hearing today judg-
ing from your prepared statements. You have gone beyond the
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scope in being helpful to us. And, personally, I appreciate that a
great deal.

So your entire statements, together with any responses to ques-
tions that we may submit to you in writing, will be made part of
the record. And you may proceed to summarize those statements in
whatever order you would like to go.

Dr. Stemmler?
Dr. STEMMLER. Yes, thank you, Mr. Chairman.

STATEMENT OF DR. EDWARD J. STEMMLER, DEAN OF THE
SCHOOL OF MEDICINE, UNIVERSITY OF PENNSYLVANIA, ON
BEHALF OF THE ASSOCIATION OF AMERICAN MEDICAL COL-
LEGES, WASHINGTON, DC
Dr. STEMMLER. First, I must comment that Dr. Cooper unfortu-

nately could not be at this hearing. But nonetheless I want you to
know the association is well represented.

Senator DURENBERGER. I came to that same conclusion. [Laugh-
ter.]

Dr. STEMMLER. Mr. Chairman, and members of the commit-
tee--

Senator DURENBERGER. We had another of your colleagues in
here on Friday that couldn't be here today. It was also more than
adequately represented.

Dr. STEMMLER. Well, I'm Dr. Edward J. Stemmler. I'm dean of
the school of medicine of the University of Pennsylvania. And let
me first say that our association, on whose behalf I appear, wel-
comes the opportunity to address this committee.

While the major focus of today's hearing is on the financing of
graduate medical education, it is my understanding that the com-
mittee has expressed an interest in securing a broader picture of
how medical education is financed; particularly, at the undergradu-
ate level. Therefore, my presentation will address this broader
issue. First, from the point of view of the student. And then from
the point of view of the medical school.

Now the task confronting the medical student is somehow to pay
for tuition, fees, and living expenses for a 4-year course in under-
graduate medical education. I will refer to a series of figures which
are attached to my testimony, and take this opportunity to point
out that figure 3 in that set of figures has been revised because of a
certain inaccuracy in the figure that we provided in our lengthy
statement.

But in figure 1, we show that on the average tuitions and fees
have risen substantially over the last quarter of a century, both in
current and constant terms. However, many State governments
have held these charges down, and thereby have essentially provid-
ed a partial scholarship to students attending the publicly support-
ed schools.

Students fund their tuition and living costs through out of pocket
expenditures, through scholarships, or through borrowing. A small,
diminishing fraction of seniors, 26 percent in 1979 and 12 percent
in 1984, reported no debt at the time of graduation. Included in
this group were those whose total support was derived from person-
al or family resources or from scholarship assistance.
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The available sources of scholarship funds are shown on that re-
vised figure 3. Most are service contingent. The noncontingent Fed-
eral scholarship money for students and exceptional financial need
is small and is shrinking.

At the time of graduation, a large and growing fraction of sen-
iors-74 percent in 1978 and 88 percent in 1984-report that they
have incurred debts to finance their education. As shown in figure
3, the sources from which the educational funds are borrowed are
displayed. A low-cost Guaranteed Student Loan, the GSL Program,
is by far the most heavily utilized. But as statutory borrowing
limits on this instrument are exhausted, students have i'-creasingly
turned to the high-cost Health Education Assistance Loan Program
[HEAL]. The latter also federally guaranteed is expanding rapidly.
Revolving funds of modest size, composed of institutional and
matching Federal contributions under a national direct student
loan and health profession student loan programs have provided
many students small low-cost loans.

To service contingent scholarship programs, the National Health
Service Corps, and the Armed Forces Health Profession Scholar-
ship Programs, designed to meet the personnel needs of the Feder-
al Government have been available to students willing to make the
prescribed commitments, although the NHSC Program has been
curtailed in recent years.

Figure 4 shows the total dollars loaned, the numbers of loans
originated, and the average loan size for each of these loan pro-
grams for the last 2 academic years.

Figure 5 displays other important data on senior students who
accrued debt in order to finance their education. The number has
increased substantially. In the last 5 years, the mean debt has
almost doubled. The fraction with debt in excess of $30,000 has
almost tripled, and the fraction whose debt exceeds $50,000 has
almost quintupled.

In the face of these data, one cannot suppress a deep concern
that the current high costs of medical education threaten to make
it difficult for anyone but those from wealthy families to undertake
a course in medical studies.

Let's turn to the medical schools. In any discussion of medical
school financing, it is essential to recognize that the function of
these institutions and their faculties is no longer simply to produce
physicians. Other faculty activities-education programs for an ex-
tensive array of medical specialists and subspecialists and of other
health professionals, a steady flow of basic and clinical research re-
sults, frequent contributions to technological developments and im-
provement, a large volume of medical service in both inpatient and
outpatient settings, and a host of others, including community out-
reach activities. Virtually all individual faculty members are en-
gaged in multiple functions.

Medical schools derive income from both government and non-
governmental sources for the operation of programs in education,
research, and patient care. About -38 percent of the total revenue
budget is earmarked for sponsored or restricted programs with the
remainder available for general operations. And summary data on
these revenue streams in both current and constant dollars is
shown in figures 6A through 6D.
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Federal research awards are a major source of revenue for medi-
cal schools. In 1982-83, 16.7 percent of public and 24.5 percent of
private school revenues-and I must emphasize equal and offset-
ting expenditures were derived from Federal research awards. Ac-
tivities supported through these funds have, over the last several
decades, contributed enormously to the exciting intellectual ambi-
ance of U.S. medical schools and the frontiers of knowledge have
been steadily and relentlessly pushed back.

Other Federal income includes the words under Federal training,
education and service programs. And, principally, reimbursements
for expenditures incurred in indirect costs on federally sponsored
programs.

Public schools derive a substantial 36 percent of their revenues
from the regular appropriations of State educational institutions.
They are to variable degrees subject to expenditure limitations.

Tuitions and fees account for about 6 percent of medical school
revenues-3 percent for the public and 9 percent for the private
schools. This income estimated to reimburse only about 10 to 20
percent of the cost to the institutions for educating students still
constitutes a severe burden to the students.

The medical service revenues come principally from professional
fees generated by faculty members from their patient care activi-
ties. In addition, affiliated hospitals reimburse medical schools for
that part of a faculty member's time and effort devoted to activities
that are essentially hospital specific.

In 1982-83, this source accounted for 26.5 percent of the gross
revenues of the public, and 36 percent of the private schools.

Over an extended period, the relative importance of the several
revenue streams' has changed, as shown in figure 7. Federal
sources, principally research, reached a peak in the mid-1960's, but
subsequently fell to about 25 percent. Federal manpower expendi-
tures and medical school revenues therefrom, including capitation
awards -after a mediocre rise in the mid-1960's, declined precipi-
tously as public and congressional concerns over a physician
burden became less urgent.

Tuition income, while increasing both in current and constant
dollars, remained a relatively small and steady source of income.
State and local government contributions have increased both abso-
lutely and relatively. This is attributable to the fact that the lion's
share of the recent expansion of medical school capacity was under
the aegis of the States.

Revenue from medical service is the most rapidly growing source
of income for all schools.

I hope this presentation has been informative. And I must say
it's the fastest briefing on medical school financing that I have ever
given. And I will be happy to answer any questions, Mr. Chairman,
that you might want to ask.

Senator DURENBERGER. Thank you very much.
[The prepared written statement of Dr. Stemmler follows:]
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TESTIMONY

OF THE

ASSOCIATION OF AMERICAN MEDICAL COLLEGES

FINANCING OF UNDERGRADUATE AND GRADUATE MEDICAL EDUCATION

Mr. Chairman and Members of the Committee. I am Dr. Edward J. Stemmler,

Dean of the School of Medicine of the University of Pennsylvania. Let me

first say that the Asociation of American Medical Colleges, on whose behalf I

appear, welcomes the opportunity to address this Committee.

While the major focus of today's hearing is on the financing of graduate

medical education, it is my understanding that the Committee has expressed an

interest in securing a broader picture of how medical education is financed,

particularly at the undergraduate level. Therefore, my presentation will ad-

dress this broader issue, first from the point of view of the student, and

then from that of the medical school.

How Students Finance Their Education

The task confronting the medical student is, somehow, to pay for tuition,

fees and living expenses during a four year course of undergraduate medical

education.

As shown in Figure 1, on the average tuition and fees have risen substan-

tially over the last quarter of a century, in both current and constant terms.

However, many state governments have held these charges down and, thereby,

have essentially provided a partial scholarship to students attending public

schools.

Students fund their tuition and living costs through "out-of-pocket" ex-

penditures, scholarships or borrowing.

A small and diminishing fraction of seniors---26% in 1979 and 12% in-

1984---reported no debt at the time of graduation. Included in this group are

those whose total support was were derived from personal or family



58

resources, or from scholarship assistance. The available sources of scholar-

ship funds are shown in Figure 3. Most are service contingent; the non-

contingent Federal scholarship money, for students In exceptional financial

need, is small and shrinking.

At the time of graduation a large and growing fraction of seniors---74%

in 1978 and 88% in 1984---report that they have incurred debt to finance their

education. Also shown in Figure 3 are the sources from which educational

funds are borrowed.

The low cost Guaranteed Student Loan (GSL) program is by far the most

heavily utilized. But as statutory borrowing limits on this instrument are

exhausted, students have increasingly turned to the high cost Health Education

Assistance Loan (HEAL) program. The latter, also federally guaranteed, is

expanding rapidly. Revolving funds of modest size, composed of institutional

and matching Federal contributions under the National Direct Student Loan

(NDSL) and Health Professions Student Loan (HPSL) programs, have provided many

students small low cost loans.

Two service contingent scholarship programs---the National Heath Service

Corps (NHSC) and the Armed Forces Health Professions (AFHP) scholarship pro-

grams---designed to meet the personnel needs of the Federal government, have

been available to students willing to make the prescribed commitments, al-

though the NHSC program has been curtailed in recent years.

Figure 4 shows the total dollars loaned, the number of loans originated

and the average loan size for each of these loan programs for the last two

academic years.
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Figure 5 displays other important data on senior students who accrue debt

in order to finance their education. The number has increased substantially

in the last five years, the mean debt has almost doubled; the fraction with

debt in excess of $30,000 has almost tripled; and the fraction whose debt ex-

ceeds $50,000 has more than quintupled.

In the face of these data, one cannot suppress a deep concern that the

current high costs of medical education threaten to make it difficult for any-

but those from wealthy families to undertake a course of medical studies.

How Medical Schools Are Financed

In any discussion of medical school financing, it is essential to recog-

nize that the function of these institutions and their faculties is-no longer

simply to produce physicians. Other faculty activities yield: educational

programs for an extensive array of medical specialists and subspecialists and

of other health professionals; a steady flow of basic and clinical research

results; frequent contributions to technological developments and improve-

ments; a large volume of medical service, in both inpatient and outpatient

settings; and a host of other, including community outreach, activities. Vir-

tually all individual faculty members are engaged in multiple functions.

Medical schools derive income from both government and non-government

sources for the operation of programs in education, research and patient care.

About 38% of this is earmarked for sponsored or restricted programs, with the

remainder available for general operations. Summary data on these revenue

streams in both current and constant dollars, is shown in Figures 6A through

6D.
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Federal research awards are a major source of revenue for medical

schools. In 1982-1983, 16.7% of public and 24.5% of private school

revenues---and equal and off-setting expenditures---were derived from Federal

research awards. Activities supported through these funds have, over the last

several decades, contributed enormously to the exciting intellectual ambiance

of U.S. medical schools, as the frontiers of knowledge have been steadily and

relentlessly pushed back.

Other Federal income includes awards under Federal training, education

and service programs and, principally, reimbursements for expenditures in-

curred for indirect costs on Federally sponsored programs.

Public schools derive a substantial (36%) amount of their revenues from

the regular appropriations for state educational institutions; they are, to

variable degrees, subject to expenditure limitations.

Tuition and fees account for about 6% of medical school revenues, 3% for

public, and 9% for private, schools. This income estimated to reimburse only

10-20% of the costs to the institutions for educating them, still constitutes

a severe burden on the students.

The medical service revenues come principally from professional fees

generated by faculty members from their patient care activities. In addition,

affiliated hospitals reimburse medical schools for that part of a faculty mem-

ber's time and effort devoted to activities that are essentially hospital

specific. In 1982-1983, this source accounted for 26.5% of the gross revenues

of the public, and 36% of the private, schools.

Over an extended epoch, the relative importance of the several revenue

streams has changed, as shown in Figu'e 7. Federal sources, principally
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research, reached a peak in the mid-60's but subsequently fell to about 25%.

Federal manpower expenditures---and medical school revenues threfrom---

including capitation awards, after a meteoric rise in th mid-60's, declined

precipitously as public and Congressional concerns over a physician shortage

became less urgent. Tuition income, while increasing in both current and con-

stant dollars, remained a relatively small and steady source of income. State

and local government contributions have increased both absolutely and rela-

tively. This is attributable to the fact that the lion's share of the recent

expansion of medical school capacity was under the aegis of the states.

Revenue from medical service is the most rapidly growing source of income for

the schools.

I hope this presentation has been informative on the financing of under-

graduate medical education. I would be happy to answer any questions that it

has evoked. Thank you.

41-175 0 - 85 - 5
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FIGURE I

U.S. MEDICAL SCHOOL MEDIAN TUITION AND FEES FOR FIRST.YEAR MEDICAL STUDENTS
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FIGURE 3 (Revised)

SOURCES OF STUDENT FINANCIAL ASSISTANCE, 1974-75
(DOLLARS IN THOUSANDS)

THROUGH 1982-83

1974- 1975- 1976- 1977- 1978- 1979- 1980- 1981- 1982-
1975 1976 1977 1978 1979 1980 1981 1982 1983

SERVICE CONTINENT
SCHOLARSHIPS

Armed Forces
National Health
Service Corps

Other

OTHER SCHOOL SNIPS
School Fu.ads
Medical Scientist
Training Program (NSTP)

Exceptional Financial
Need Scholarship (EFN)

Otht.:

LOANS
Guaranteed Student Loans
Health Professions

Student Loans
Health Education
Assistance Loans

National Direct
Student Loans

PLUS Loans
Private Funds
School Funds

29,379 45,397 48,619 54.154
14.744 21,013 21,190 24.757

8.017 16.625 18.592 25,194
6,618 7,759 8,837 4,203

22.685 22,107 21.424 25.299
14.010 15.068 15,013 18.334

71,968 90,782 99.248 94.491 82.033
29,608 32.558 38,029 44.810 48,840

37.932 49,815 50,111 38,721 23,474
4.428 8.409 11.108 10.960 9,719

32,662 32,689 37,12B 48,781 50,976
20.044 20,672 23,078 27,180 30,760

. . . . . . . 7,727 7.910

- - - - 2,545 3,551 5,135 4.900 2,449
8,675 7,039 5,811 6.965 10.073 8,466 8,915 9,974 9.857

71.092 81.282 96,214 126,162 159,559 213,175 264.095 319.675 30S,606
30,700 40,599 50,143 78,967 105,748 150.317 189.344 228,699 183.246

21.316 20.077 18.678 18.965 19.756 17.584 22.684 24.348 22.950

- - - 840 4.289 15.302 33.166 50.436

2.988

13.101 14,233 15,942
5.975 6.373 7.463

9,301

11,212
7.727

12,804

13.123
7.288

17,357

15.108
8.520

16.041

11.434
9.290

12,737
2.004
9,096
9,625

14,910
11,256
5.986

16.822

775 775 1.400 1,441 1,483 1.401COLLEGE MW STUDY
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FIGURE 4

beans -MS IS g Ae-am

Sources

scholarships
Admiatuered b) schools
exceptionall finance need
Medical Scie ma Tmong Program
School funds
Other scholarhips

Not adminsred by schools
Armed Form health prokssons,
National Health Senece Corps

tonal medw a noships
Oher (with sier commitment

Subwwa
Total Scholarships

Loans
Adminrtered by shool
Healt prokaemn loams
Guastaseed sodest loans
Natioa direuts udeat loans
Loans from chool fundss

NoSmiewred by schools
Gumeemi Muden loans
Health educate" Asiance loans
PLUS loans
Other lWas

Subtotal
Tota loans

CoD Work Stwud) Program
Grand Toal

Total
Amount

5 4.89.584
7.726.615

27.180.407
9.062.014

4.161.690

44.09.664
31.720.764.
912.300

10.959.56"
95.402.M6

144.270.916

24.347.510
13.775.154
12.737.413
9.624.746

60.414.123

214.923.021
33.166.499
2.004.32S
9.095.526

259.119.371
3 19.67-w.201

1.412.911
465.421.091

Numbr Averae
Amount

418 Sl 1.721
710 10.82

11.418 2.380
6.243 1.450

1"2-13

Tota
Amount

S 2.448.161
7.910,675

30.759.501
9.174.466

50.29).503

3.263 13.733 4140.030
2182 13.435 23.474,403

166 1.191 Q12.610
2.196 4.990 9.719.366

12.716.409
133.009.912

10.245 2.376
2.605 5.217
7,216 1.765
6.283 1.531

22.949.645
4.709.462

14.909.736
16.122.076
$9,390919

43.809 4.905 171.536.441
4.701 7.055 $0.436252

752 2.665 11.256.451
3.671 2.472 5.986.290

246.215,441
305.60060

1.274 1.163 1.401.763
440.01S.035

Nowber AvrageAmount

172 $14.21
662 11.950

13,297 2.313
6.213 1.460

3.171 15.402
1.556 I5.O6
730 935

1.124 5.329

9.i51
914

1.057
7.495

2.403
4.786
1.831
2.244

37.624 4.745
6.554 7.695
3.930 2.164
2.476 2.418

1.092 1.284
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FIGURE 5
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FIGURE 6A

Trends In U.S. Private Medical School Revenues

(millions of dollars)

Revenue Source Amount Percent Amount Percent Amount Percent AMount Percent
Federal Research 264 42.1 416 37.4 588 29.5 896 24.S
Other Federal 79 12.6 106 9.5 1W7 7.9 187 5.1
State and Local Gov't 32 5.1 90 8.1 108 5.4 159 4.3
Tuition and Fees 33 5.3 63 5.7 162 8.1 335 9.1
Medical Service 91 14.5 172 15.5 609 30.5 1,426 39.1
Other Income 127 20.3 264 23.8 371 18.6 655 17.9
Total 627 100.0 1.111 100.0 1,995 100.0 3,647 100.0

FIGURE 68

Trends In U.S. Public Medical School Revenues (continued)

(millions of dollars)

1967-68 1972-73 1977-78 1982-83Revenue Source mount Percent mount Percent mount Percent mount Percent
Federal Research 190 34.6 296 27.7 443 18.7 759 16.7
Other Federal 71 12.9 137 .12.8 155 6.5 229 5.1
State and Local Gov't 151 27.5 332 31.0 914 38.5 1,629 35.9
Tuition and Fees 15 2.7 29 2.7 69 2.9 147 3.2
Medical Service 63 11.5 135 12.6 509 21.5 1,202 26.5
Other Income 59 10.7 140 13.1 282 11.9 564 12.4
Total 549 100.o 1.070 100.0 2,372 100.0 4,531 100.o



Revenue Source

Federal Research

Other Federal

State and Local Gov't

Tuition and Fees

Medical Service

Other Income

Total

Revenue Source

Federal Research

Other Federal

State and Local Gov't

Tuition and Fees

Medical Service

Other Income

Total

Trends in U.S.

(constant

1967-68
Amount Percent

264 42.1

79 12.6

32 5.1

33 5.3

.91 14.5

127 20.3

627 100.0

Trends in U.S. Public

(constant

1967-68
kAount Percent

190 34.6

71 12.9

151 27.5

15

63

59

549

2.7

11.5

10.7

100.0

FIGURE 6C

Private Medical School Revenues

1967 dollars* in millions)

1972-73 1977-78
Amount Percent Amount Percent

329 37.4 332 29.5

84 9.5 88 7.9

71 8.1 61 5.4

50 5.7 92 8.1

136 15.5 344 30.5

209 23.8 210 18.6

878 100.0 1,128 100.0

FIGURE 60

Medical School Revenues (continued)

1967 dollars* in millions)

1972-73 1977-78
Amount Percent Amount Percent

234 27.7 250 18.7

108 12.8 88 6.5

262 31.0 517 38.5

23 2.7 39 2.9

107 12.6 288 21.5

111 13.1 159 11.9

846 100.0 1,341 100.0

1982-83
Amount Percent

342 24.5

71 5.1

62 4.3

128 9.1

544 39.1

260 17.9

1.392 100.0

1982-83
Amount Percent

290 16.7

87 5.1

622 35.9

56 3.2

459 26.5

215 12.4

1,729 100.0

I Constant dollar calculations are based on the GNP deflator.
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FIGURE 7

DISTRIBUTION OF SOURCES OF REVENUE FOR MEDICAL SCHOOLS
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STATEMENT OF C. THOMAS SMITH, PRESIDENT, YALE-NEW
HAVEN HOSPITAL, NEW HAVEN, CT, ON BEHALF OF THE ASSO-
CIATION OF AMERICAN MEDICAL COLLEGES, WASHINGTON, DC
Senator DURENBERGER. Tom, are you going to pick up the rest of

this statement?
Mr. SMITH. I would be happy to now or at your pleasure.
Senator DURENBERGER. Dr. Stemmler did a very good job of high-

lighting what looks like about the first half. And the next one is
entitled "Graduate Medical Education." And it has a subtitle here
called "Contemporary Graduate Medical Education." [Laughter.]

And you are in charge of one of those. Why don't you highlight
that portion?

Mr. SMITH. I would be pleased to, Mr. Chairman.
I'm Tom Smith, a member of the administrative board of the as-

sociation's Council of Teaching Hospitals. I appreciate the opportu-
nity to share these concerns with you.

As a president of a major tertiary care teaching hospital, let me
put my observation in context. Yale-New Haven Hospital in New
Haven, CT, is an 863 bed and bassinet facility in which an average
day witnesses 16 new births, 100 admissions, 200 visits in the emer-
gency trauma facility, and another 700 in our outpatient center.
Operating under the aegis of a regulatory agency, the Connecticut
Commission on Hospitals and Health Care, the hospital has an ex-
pense budget of approximately $180 million and employs about
4,000 individuals.

This morning, the Yale-New Haven Hospital began its second
year under Medicare's prospective payment system. In addition to
the basic tertiary services which we offer, Yale-New Haven is the
primary clinical training site for the Yale University School of
Medicine, which has approximately 100 students per class. The hos-
pital operates 18 residency programs with 250 residents and 50
clinical fellows in training.

Through my career, I have had the opportunity to work at five
hospitals, all of which have been teaching institutions, but which
have varied in a substantial degree in the level of their teaching
engagement. I'm pleased to say one of those was the University of
Minnesota Hospitals and Clinics.

Based on that experience, I would like to emphasize five points
that are in the written testimony.

First, teaching hospitals fulfill a vital responsibility for our
health care system. In order to maintain and replenish the Na-
tion's supply of physicians, these hospitals advance knowledge
based on temporary medicine, provide backup and specialized sup-
port for community hospitals, care for the most severely ill, provide-
access for the poor and for those with limited resources. These re-.
sponsibilities are not organized in separate corporate divisions with
carefully distinguished revenues and expenses. These services and
responsibilities are provided simultaneously in a complex, highly
interdependent enterprise. Therefore, I would caution against
thinking that special needs of teaching hospitals can be addressed
by a series of independent modifications to the prospective pay-
ment system. Even a subsidy for direct graduate medical education
costs will be insufficient to insure the financial survival of major
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teaching hospitals unless added support is also available for the se-
verely ill patients, regionalized services, technology development,
and charity care.

Second, in the last two.decades, teaching hospitals have respond-
ed to the national mandate to increase the number of trained phy-
sicians. Completion of medical school doesn't mean'a young man or
woman is prepared to enter independent practice. An intense clini-
cal training period must complement undergraduate medical edu-
cation. As medical schools have grown and expanded in the last 20
years in response to Federal health manpower initiatives, teaching
hospitals added the necessary residency training positions. Al-
though now a cause of concern, cost reimbursement for direct resi-
dency training costs and recognition of the added hospital costs
found to consistently accompany residency training, has allowed
hospitals to provide an accredited residency for each graduating
senior. Meeting this obligation of our medical school graduates is a
major benefit in the present system and one that should not be
overlooked. Any significant change must be in concert with the
production of medical school graduates.

Third, teaching hospitals vary in their educational intensity and
that variation is related both to the cost of providing graduate
medical education and the special services of the hospital. A teach-
ing hospital with 200 residents in 20 programs is very different
from one with 25 residents in 3 programs. In a major teaching hos-
pital, the whole institution must be devoted and maintained to sup-
port the dual missions of patient care and education. In smaller
teaching hospitals, residency training is more clearly an incremen-
tal program and expense. As new alternatives for financing GME
are considered, the needs of the relatively small number of compre-
hensive medical center hospitals must be given special consider-
ation in addition to the needs of the affiliated community hospitals
with more limited programs.

Fourth, Medicare provides teaching hospitals with cost reim-
bursement for the direct costs of training health personnel, includ-
ing residents, plus a price adjustment in the DRG rates for indirect
costs. The direct cost passthrough is easily understood, but the resi-
dent-to-bed adjustment is confusing because it's entitled the "indi-
rect adjustment for costs accompanying medical education." Given
this label, some incorrectly see this adjustment as solely for un-
measured medical education costs. However, the AAMC believes
the adjustment is necessary primarily due to patient care costs
which are inadequately measured by an average price DRG system.
We agree with the Senate report which accompanied the prospec-
tive payment system which you quoted in your opening remarks.

While the statistical value of the adjustment may change as the
DRG's are recalibrated and the wage index is improved and the
system itself is refined, we urge the subcommittee to remember
t at the resident to bed adjustment is as important to maintaining
the teaching hospital's capabilities as is the direct cost pass-
through.

Finally, encouraging price competition in the delivery of health
services makes sense only if all aspects of production are equal.
The production of common products lends itself to a national aver-
age price, with providers challenged to operate efficiently. Howev-
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er, the product produced by all hospitals are not the same, nor are
the conditions under which they operate. Teaching hospitals are es-
pecially vulnerable under a competitive approach, absent special
consideration for their multiple societal contributions. The
strengths of our health care system will remain only if competition
is equitable and if it provides the necessary financial recognition to
hospitals with different missions and needs.

Teaching hospitals are a diverse group of highly complex institu-
tions which we believe require special consideration. The current
reexamination of national policies in light of limited public re-
sources places teaching hospitals and their vital activities at signif-
icant risk. If national policies recognize the distinctive characteris-
tics, their fundamental missions can be preserved. If these institu-
tions are not given special consideration their capability to sustain
their societal contributions will be jeopardized.

The rich history of teaching hospitals indicates that they are
willing and capable of adapting to changes, circumstances and in-
centives. Their contributions require policies which make that pos-
sible.

Thank you, Senator.
Senator DURENBERGER. Thank you.
[The prepared written statement of Mr. C. Thomas Smith and

Dr. Edward J. Stemmler follows:]
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The Association of American Medical Colleges welcomes the opportunity to

testify at this hearing on medical education funding by the Medicare program. As

requested by Subcommittee staff, this statement describes present arrangements

for financing both undergraduate and graduate medical education. In financing

undergraduate or pre-MD medical education (UGME), Medicare assists medical

schools only by paying faculty physicians for professional medical and surgical

services provided directly to Medicare beneficiaries. These services are paid on

the same fee-for-sevice basis Medicare uses to pay physicians generally. In

financing graduate medical education (GHE), or residency training, Medicare plays

a significant role through the payment of the direct medical education

passthrough and the increased payment of the resident-to-bed adjustment.

The AAMC, which represents all of the nation's medical schools, 73 academic

societies, and over 350 major teaching hospitals participating in the Medicare

program, is vitally interested in all aspects of medical education in the United

States. If future generations of Aericans are to have appropriate access to

well-trained physicians, we must continue to maintain and strengthen our medical

education system, including its residency training component. Moreover, we must

maintain the capabilities and strengths of our system in the face of dramatic

changes in the environment faced by teaching hospitals, medical schools and

clinical faculty.
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I. UNDERGRADUATE MEDICAL EDUCATION

While the focus of today's hearings is the financing of graduate medical

education, the Committee has expressed an interest in securing a more general

portrait of how medical education is financed, particularly at the undergradu-

ate level. Therefore, the first part of this presentation, intended to com-

plement the one on graduate medical education that will follow, will address

the more general financing issue, first from the point of view of the

students---how they meet the costs of tuition, supplies and living expenses---

and then from the point of view of the medical school.

How Students Finance -Their Education

It falls upon medical students to finance, somehow, the tuition "and fees

charged them !s well as their living expenses for four years of undergraduate

medical education. From the point of view of the student, medical education

is expensive.

Tuition and fees, in te.ms of national medians, are shown in Figure 1.

For 1983-1984, median private school tuition was $12,104, up from $1,050 in

1960-1961; comparable tuitions for public schools are $3,652 and $498. Infla-

tion, other costs, and the policies of state and federal government account

for the changes. Clearly the severe inflation experienced in the 1970's is

important. But even after adjusting for inflation, th.., real Increases from

1960-1961 to 1983-1984 were 340% and 220%, respectively, for private and

public schools. The public schools, whose tuitions have always been less than
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those of the private schools, have by policy maintained low tuition charges.

Since the costs of education are basically the same in both public and private

institutions, the difference between the tuition levels in these genres of

schools can be thought of as a partial scholarship for the students enrolled

in state schools. When capitation awards began to decline sharply in the late

1970's, private schools increased tuition by an amount about equivalent to the

lost Federal subsidy (Figure 2).

Although a number of loan and, to a lesser extent, scholarship programs

are available to medical students, the current costs of medical education

threaten to make it difficult for any but those from wealthy families to

aspire to careers in medicine.

Living expenses have by and large reflected general economic conditions.

Based on the annual AAMC survey, these have risen in the last seven years from

an average of $2,376 in 1976-1977 to $7,098 in 1983-1984.

Funding of Costs.

In general, students fund their education costs through "out-of-pocket"

expenditures, scholarships or borrowing.

Non-borrowing. A small and diminishing fraction of seniors---26% in 1979

and 12% in 1984---reported no debt at the time of graduation. This group in-

cludes those whose total educational costs were derived from their personal or

family resources, from Armed Forces or National Health Service Corps scholar-

ships, or from, other scholarship funds. The available sources and magnitude
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of scholarship funds are shown in Figure 3. Non-service contingent Federal

scholarship money, for students in exceptional financial need, has always been

small and is shrinking even further, both in real and absolute terms.

Borrowing. At the time of graduation a large and growing fraction of

seniors---74% in 1978 and 88% in 1984---report debt incurred for educational

purposes. Borrowed funds are derived, as shown in Figure 3, from a number of

sources:

o from conventional private sources, to a small extent;

o from private sources, under Federal guarantee, through the relatively

low cost Guaranteed Student Loan (GSL) program, and through the higher

cost (91 day Treasury Bill plus 3.5% interest rate plus 2.0% insurance

premium per year) Health Education Assistance Loans (HEAL);

o from the matching revolving funds, established jointly with Federal

and school resources, under the National Direct Student Loan (NDSL)

and Health Profession Student Loan (HPSL) programs; and

o from the loan funds accumulated by the schools themselves.

The most recent patterns of usage of the aid portfolio available to medi-

cal students are depicted in Figure 4.

0 By far the most important assistance program for medical students is

and has been the Guaranteed Student Loan (GSL) Program, which provided

over $183 million to 38,608 students in 1982-1983. This program
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reached 58.3% of the undergraduate population and supplied 40.5% of

all medical student aid. The average GSL was about $4,750.

o The Health Education Assistance Loan (HEAL) Program, whIch offers

market-rate, interest-compounding loans of up to $20,000/year, is

rapidly expanding and is now the second largest loan program for medi-

cal students. In 1982-1983, just over $50 million was borrowed to

originate 6,554 HEAL's at an average size of $7,695.

o Health Professions Student Loans (HPSL) supplied $24.9 million in

1982-1983, providing an average loan of $2,103 to 9,551 students.

o National Direct Student Loans (NDSL) dispersed $14.9 million in 1982-

1983.

o The National Health Service Corps program of service-contingent

Federal scholarship programs has been diminishing in size. Only 1,556

students were able to avail themselves of the program in 1982-83.

o The Armed Forces Health Professions Scholarships program has steadily

increased in dollar terms; 3,171 Students used this option last year.

o General scholarship funds for medical students are limited.

Student Debt.

Since the spring of 1979, the AAHC has conducted an annual survey of

graduating seniors. One item on which data is collected is the existence and

magnitude of debt. In the last five years, as shown in Figure 5:

41-375 0 - 85 - 6
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o mean debt has about doubled---S15,663 to $26,496;

o the fraction of students whose debt exceeds $30,000 has almost tri-

pled---11% to 32%; and

o the fraction of students whose debt exceeds $50,000 has more than

quintupled---l.5% to 8.1%.

How Medical Schools Are Financed

By way of preface, it should be emphasized that the modern medical

school, as a result of the profound changes in societal attitudes, economic

conditions and political views that have occurred during the last 40 years, is

very different from its pre-World War 11 ancestor.

o When, in the late 1940's, a national policy to mount and maintain a

very large biomedical research program was ratified, the medical

schools, in the aggregate, assumed responsibility for over half of

that effort, with a concommitant major expansion in faculty.

o When a national policy was adopted that expanded access to care for

the aged and the poor, the traditional medical school function of pro-

viding care for the medically indigent had to be changed, since the

size of that group had been reduced. As a result of fundamental

changes in the financing of medical care wrought by Medicare, Medicaid

and the burgeoning of private health care financing mechanisms, the

expanded need to recruit private patients for teaching stimulated a

responsive reorganization of clinical functions, and a substantial

expansion of clinical faculty.
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o As research achievements opened new horizons for care, ano as access

to care was expanded, it became imperative for the schools not only,

through graduate medical education programs, to train more medical

specialists and subspecialists, but also to participate in the train-

ing of other health professionals---dentists, nurses, pharmacists,

allied health specialists.

o All of these forces accelerated the evolution of medical institutions

into what are now called academic medical centers, with the medical

school as a key component, along with teaching hospital(s), schools of

dentistry, public health, pharmacy, nursing, allied health and other

types of health-oriented institutions.

In any discussion of medical school financing, it is essential to recog-

nize that the function of these institutions and their faculties is no longer

simply to produce physicians. Other faculty activities yield: an extensive

array of medical specialists and subspecialists and of other health profes-

sionals; a steady flow of basic and clinical research results; frequent con-

tributions to technological developments and improvements; a large volume of

medical service, in both inpatient and outpatient settings; and a host of

other, including community outreach, activities. Virtually all individual

faculty members are engaged in multiple functions. Moreover, they usually

perform several of these functions at the same time and tnereby make the cost-

ing of any single function, e.g., undergraduate medical education, subject to
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the classic ambiguities of joint simultaneous production functions. The

revenue streams of the medical schools should be analyzed with this background

in mind.

Medical School Revenues.

Medical schools derive income from both government and non-government

sources for the operation of programs in education, research and patient care.

About 38% of this is earmarked for sponsored or restricted programs, with the

remainder available for general operations. Summary data on these revenue

streams in both current and constant dollars, is shown in Figures 6A through

60. Aggregate revenue i. large, exceeding $8 billion in 1982-1983; this

amounted, on the average, to $60.4 million for each public, and $74.4 million

for each private, school. Beside this total income, that from tuition pales

into insignificance. Several of these revenue streams warrant explicatory

comment.

Federal research awards are a major source of revenue for medical

schools. These funds must, of course, be used only for research and faculty

members must devote at least as much time and effort to research as they

derive reimbursement from the research award; they cannot be used to subsidize

undergraduate medical education. In 1982-1983, 16.7% of public and 24.5% of

private school revenues---and equal and off-setting expenditures---were

derived from Federal research awards. Activities supported through these
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funds have, over the last several decades, contributed enormously to the ex-

citing intllectual ambiance of U.S. medical schools, as the frontiers of

knowledge have been steadily and relentlessly pushed back.

Other Federal income includes awards under Federal training, education

and service programs and, principally, reimbursements for expenditures in-

curred for indirect costs on Federally sponsored programs.

State and Local Government. Public schools derive a substantial (36%)

amount of their revenues from government sources. Most of this is through the

regular appropriations for state educational institutions and is, to variable

degrees, subject to expenditure limitations. Some states provide small sub-

sidies to private medical schools, accounting for about 4% of the aggregate

income of these institutions.

Tuition and fees account for about 6% of medical school revenues, 3% for

public, and 9% for private, schools. This income is generally believed to

constitute a relatively small fraction of the cost of the undergraduate medi-

cal education program. in 1974, two studies on the average annual cost per

student were completed, one by the Institute of Medicine under Congressional

mandate, the other by an AA4C Committee. Giving due weight to certain dif-

ferences in methodology, the studies reached highly concordant conclusions.

The median tuitions at that time, of about $2,400 for private, and $800 for

public, schools covered only 10% to 20% of tle estimated costs. The expense
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of conducting program cost studies, in terms of both fiscal outlays and facul-

ty energies, is high; therefore, there has been no subsequent systematic pro-

duction of program cost data. However, tuition probably supports no larger a

fraction of undergraduate educational costs today than in 1972. The shortfall

must, therefore, be recovered from other revenue sources.

Even though tuition is a relatively small component of medical school

income and covers a relatively small fraction of educational program costs, it

is probably the largest source of flexible funds for discretionary expendi-

ture, and, at least in the case of private schools, is thus highly valuable to

them.

Medical Service. The medical service revenues come principally from pro-

fessional fees generated by faculty members from their patient care activi-

ties. In addition, affiliated hospitals reimburse medical schools for that

part of a faculty member's time and effort devoted to activities that are es-

sentially hospital specific. In 1982-1983, this source accounted for 26.5% of

the gross revenues of the public, and 36% of the private, schools.

Trends in Medical School Revenues.

Over an extended epoch, the relative importance of the several revenue

streams has changed, as shown in Figure 7.

o Federal sources, principally research, accounted for more than 40% of

all revenues from 1960-1961 until the early 1970's, reaching a peak of

over 50% in the mid-60's; subsequently, the Federal share fell to
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about 25%. Federal research revenues paralleled national appropria-

tions for biomedical research, whose growth slowed dramatically in the

mid-60's. Federal manpower expenditures---and medical school revenues

therefrom---including capitation awards, after a meteoric rise in the

mid-60's, declined precipitously as public and Congressional concerns

over a physician shortage became less urgent.

o Tuition income, while increasing in both current and constant dollars,

remained a relatively small and steady source of income.

o State and local government contributions have increased both absolute-

ly and relatively. This is attributable to the fact that the lion's

share of the recent expansion of medical school capacity was under the

aegis of the states.

o Revenue from medical service is the most rapidly growing source of

income for the schools. This may be in part artifactual: as the two

class system of health care disappeared, the medical school adjust-

ments in the post 1965 years included the creation of faculty practice

plans, under which faculty service income was for the first time for-

mally recorded as medicdl school revenue. But it is also undoubtedly

true that shrinking revenues from other sources---principally Federal,

and principally for research and education---have required faculty

members to devote an increasing fraction of their efforts to earning

more of their salaries through patient care activities.
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II. GRADUATE MEDICAL EDUCATION

Our present system for graduate medical education and its financing has much

to commend it. Nevertheless GME rests upon a relatively fragile interweaving of

multiple institutional capabilities, individual goals, foregone compensation, and

personal initiative. It is a system that could be easily damaged unless any

changes to it are carefully crafted and based on an extensive? understanding of

both the nature of the teaching hospitals In which GME is carried out and the

nature of graduate medical education itself.

Contemporary American teaching hospitals are among our nation's most

complex enterprises. In addition to the basic hospital services of primary and

secondary inpatient care, teaching hospitals provide the bulk of the nation's

tertiary care for the most seriously ill; regionalized special care and stand-by

services; clinical training of physicians and other health care personnel; access

to medical services for disproportional numbers of the poor and medically

indigent; and the development and testing of new diagnostic and treatment

serves. Significantly, these multiple products are not independently provided

in separate corporate divisions. Rather, the teaching hospital's added

responsibilities are generally fulfilled in a single organization with multiple,

interrelated objectives. As this hearing considers one of the special

responsibilities of teaching hospitals, graduate medical education, the AAMC must

note that the future of teaching/tertiary care hospitals rests on adequate

societal support of all these specialized functions.
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Contemporary Graduate Medical Education

Graduate medical education is the phase of formal medical education that

begins at graduation from medical school and ends after the educational

requirements for one of the medical specialty certifying boards have been

completed. The term 'residency' is commonly used to describe the period of

graduate medical education.

Graduate medical education has become as important as undergraduate medical

education in the preparation of physicians. It has evolved from a short period

of practical experience in a hospital into a formalized, structured educational

program, the completion of which is necessary for physicians to be capable of

practicing medicine at a level consistent with current knowledge and technology

and anticipated developments. In the 1980s, over 17,000 students will graduate

annually from the 127 medical schools accredited by the Liaison Committee on

Medical Education. The vast majority will spend three to seven years as

residents in graduate education.

As reported In the current issue of the ACGME Directory of Residency

Training Programs, there were 72,397 residents in GME on September 1, 1983. This

training was provided in a total of 1,530 institutions, the vast majority of

which were hospitals. While simple division would suggest an average of 47

residents per training institution, this is misleading. The 100 non-Federal AAMC

member hospitals with the largest residency programs were training 46% of the

total residency complement (Figure 8). Thus, while a large number of hospitals
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(and some other agencies) are involved in residency training, less than two

percent of all hospitals train nearly one-half of all residents.

The Directory of Residency Training Programs presently lists accredited

residency programs in 36 specialty programs. The Directory's tabulation shows,

however, that 60% of all residents are training in five fields of specialization

(Figure 9): internal medicine (24.3%), general surgery (10.9%), family practice

(10.0%), pediatrics (8.5%), and obstetrics/gynecology (6.4%). These are the

specialties that most Americans use for primary medical and surgical care.

It should also be noted that 55% of residency training takes place in eight

states: New York, California, Pennsylvania, Texas, Illinois, Ohio,

Massachusetts, and Michigan. These states contain 47% of the population

according to the 1980 census (Figure 10).

The key conclusion from a review of residency program size, concentration of

specialties, and location of training is clear: while the majority of residents

are concentrated in a small number of hospitals, specialties, and states, the

remaining residents are widely distributed. With this heavy concentration but

broad dispersion, public policy makers must carefully consider the impact of

proposed policies on both the large concentrations as well as the broader

distribution.

Financing Graduate Medical Education

Under the present system of graduate medical education, residency training

is financed primarily by patient service revenues, most particularly by payments

of hospital charges and reimbursement. For example, Figure 11, from the AAC's
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1983 survey of stipends paid to housestaff, shows 83% of the stipends are paid

from hospital patient revenue when Federal hospitals are excluded. The next

largest source, state appropriations, supports only 6% of residents' stipends.

For advanced residents, called clinical fellows, the role of hospital revenues is

somewhat smaller, but still accounts for over 60% of funding. Wh!le residents'

stipends are only one major cost of these programs, the AAMC believes the

importance of hospital revenue is characteristic of the total costs as well.

The data presented in Figure 11 exclude Federal hospitals, both Veterans

Administration and military. A significant number of residents train in these

hospitals with the VA alone training approximately 12% of all residents. Funds

for these residents are provided to VA and military hospitals as a part of their

Federal appropriation. In addition, a limited amount of Federal support for

residency training in general internal medicine and pediatrics and family

practice is available from the Public Health Service. In FY 1983, $45 million

was appropriated for these grants. A number of states also provide special

funding for family practice residencies. Thus, Federal and state appropriations

provide only a highly limited source of funding for GME.

To obtain the necessary revenues, non-Federal teaching hospitals include

residency program expenses in setting charges and determining reimbursable costs.

The present Medicare program presents an excellent example of how this practice

works to support graduate medical, nursing, and allied health education.
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Medicare Payments

Direct Medical Education Costs

To provide clinical training for residents, nurses, and allied health

personnel, hospitals incur costs beyond those necessary for patient care. Since

its Inception, Medicare has paid its share of these added direct expenses on a

cost reimbursement basis. Under prospective payment, cost reimbursement for

these expenses Is continued using the "direct medical education passthrough."

The justification for this passthrough was clearly described in the

Secretary's 1982 report Hospital Prospective Payment for Medicare (pp 47-48):

The Department believes that the direct costs of approved
medical education programs should be excluded from the rate and
be reimbursed as per the present system. This approach will
assure that the base rate is related to a patient care outcome
and not significantly influenced by factors whose existence Is
really based on objectives quite apart from the care of
particular patients in a particular hospital.

Congress supported the Department's position that it was not appropriate to

Include clinical training costs in the ORG payment and approved continuing to pay

the added costs of graduate medical education on a cost reimbursement basis

separate from the ORG based per case payment.

Medicare's share of the direct medical education passthrough is determined

using generally accepted accounting principles and Medicare reimbursement

regulations. The hospital accounting system accumulates expenses directly
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associated with these activities in specific cost centers. For example, hospital

expenses for resident stipends are recorded in the graduate medical education (or

Intern and resident) cost center. After all expenses are entered, overhead

expenses -- such as administration, maintenance, and utilities -- are allocated

(or apportioned) across the Medicare recognized cost centers such as graduate

medical education. Thus, the cost being reimbursed through the direct medical

education payment includes expenses incurred by that cost center and allocated

overhead.

"Indirect Medical Education Adjustment"

In 1980, the then-effective Medicare routine service limits included a

passthrough for GME costs. An HHS analysis showed that, even with the

passthrough, teaching hospitals were disproprotionately penalized by the limit.

Further HHS studies revealed that the likelihood of being penalized was directly

related to a teaching hospital's ratio of residents to beds. Using these

findings, HCFA modified the limit to include a resident-to-bed adjustment for the

costs found to be statistically associated with graduate medical education.

The initial adjustment was set at 4.7% for each 0.1 resident per bed. When

the routine limits were replaced by the more-inclusive TEFRA limits, the

residents-to-bed adjustment was retained but recalculated at 6.06% for every 0.1

resident per bed. As is described below, the resident-to-bed adjustment was

retained for prospective payent but increased to 11.59% for every 0.1 resident

per bed.
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As Congressional committees considered the proposed Medicare prospective

payment system early in 1983, the Congressional Budget Office (CBO) prepared

estimates of the impact of the new payment system on different types of

hospitals. Hospitals were compared on the basis of region, urban/rural location,

bed size, ownership and teaching status. CBO estimates showed that teaching

hospitals would suffer disproportionate revenue losses under the proposal and

that the amount of the loss would be relatively greater for hospitals with at

least .25 residents per bed than for hospitals with lower resident-to-bed ratios.

In anticipation of this relationship, the Secretary's report on Hospital

Prospective Payment for Medicare proposed an adjustment in DRG payment rates

based on the ratio of residents-to-beds in teaching hospitals (pp 48-49).

The indirect costs of graduate medical education are higher
patient care costs incurred by hospitals with medical education
programs. Although it is not known precisely what part of these
higher costs are due to teaching (more tests, more procedures,
etc.), and what part is due to other factors (the particular
types of patients which a teaching hospital may attract), the
Medicare cost reports clearly demonstrate that costs per case
are higher in teaching ho!;pitals.

It is also clear that the mere presence of interns and residents
in an institution puts extra demands on other staff and leads to
the existence of higher staffing levels. The process of
graduate medical education results in very intensive treatment
regimens. Again, the relative importance of the various reasons
for the higher costs observed in teaching hospitals is difficult
to identify precisely. However, there is no question that
hospitals with teaching programs have higher patient care costs
than hospitals without.

The Department believes that recognition of these indirect costs
should be accomplished through a lump-sum payment, separate and
distinct from the base rate. This adjustment will be computed
using methods that are similar to the methods cyrrently used to
adjust the old routine and new total cost limits for the
indirect costs of graduate medical education. The hospital's
cash flow will be preserved by some sort of periodic payment.
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Because the Department's proposed adjustment did not provide equitable

treatment for tertiary care/teaching hospitals, Congressional committees asked

CBO staff to estimate prospective payment impacts using a doubling of the

Department's proposed adjustment. The resulting estimates showed teaching

hospitals would be benefited or penalized under the new sytem in approximately

the same proportion as non-teaching hospitals. Thus, a doubling of the proposed

resident-to-bed adjustment provided the desired equity between teaching and

non-teaching hospitals.

Congress, and most particularly this Committee, clearly recognized the

multiple deficiencies the adjustment would help correct.

This adjustment is provided in the light of doubts ... About the
ability of the DRG case classification system to account fully
for factors such as severity of illness of patients requiring
the specialized services and treatment programs provided by
teaching institutions and the additional costs associated with
the teaching of residents ... The adjustment for indirect
medical education costs is only a proxy to account for a number
of factors which may legitimately increase costs in teaching
hospitals. (Senate Report 98-23, p.,52)

In the AAMC's judgment, the resident-to-bed ratio serves as a proxy to adjust for

inadequacies in prospective payment, including:

o inadequate recognition of differences within a DRG of the complexity of

disease, intensity of care required and resources utilized for patients in the

teaching hospitals;

o no recognition for the teaching hospital's costs of maintaining both a broader

scope of services and the capacity to provide specialized regional services;
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o failure of the wage adjustment to account for differences between central city

and suburban wage rates within metropolitan areas;

o decreased productivity which results from including trainees in the hospital

programs; and

o additional ancillary services ordered by trainees involved in the diagnosis

and treatment of patients.

Thus, while the resident-to-bed adjustment is called the "indirect adjustment for

costs accompanying medical educationn" it is, in fact, a proxy measure to provide

appropriate compensation for the added patient service costs borne by teaching

hospitals. Nevertheless, its "medical education" label permits the adjustment to

be viewed as an educational payment rather than a correction for statistically

consistent differences in cost between teaching and non-teaching hospitals. The

AANC is concerned about this misperception and has commissioned HCFA's former

research director, Judith Lave, Ph.D., to prepare an objective review and

critique of the adjustment. When her paper is finished, we would be pleased to

share it with this subcommittee and its staff.

Vulnerabilities and Benefits

Medicare's participation in the financing of graduate medical education

faces several challenges. First, to preserve budget neutrality, any special

funding for the multiple missions of teaching hospitals reduces the general

patient care payment rate for all hospitals, both non-teaching and teaching.

Since most hospitals are non-teaching, some do not support this reduction in the

general payment rate. Secondly, teaching hospitals vary in the intensity of
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their medical education activities. Teaching hospitals with small residency

programs have less at stake than teaching hospitals with major programs. In

addition, because the indirect adjustment uses residents as a proxy for a variety

of cost differences, teaching hospitals with similar patient characteristics but

with differences in resident ratios are paid different amounts. Teaching

hospitals with comparatively few residents but with patients and costs similar

to large teaching hospitals may believe they are not being adequately

compensated. Lastly as Congress considers options to reduce the deficit,

payments identified with medical education may be more vulnerable than payments

for patient care.

Because of these vulnerabilities, two benefits of the present Medicare

system should be acknowledged. First, Medicare regulations define residents

caring for inpatients as a hospital cost. Therefore, residents are not allowed

to bill Medicare on a fee basis for professional services. This is a major

savings in Medicare Part B expenditures. For example, in the Tax Equity and

Fiscal Responsibility Act of 1982, Congress incorporated in statute the

long-standing teaching hospital practice that Medicare patients could not be

charged an assistants at surgery fee when a resident is involved in the case

unless certain exceptions were met. Similarly, residents performing histories

and physicals or administering treatments are not allowed to bill for these

services, Thus, while Part A costs are increased to fund residents and their

training programs, Part B costs are reduced.

Secondly, while the Medicare program serves primarily today's senior

citizens and the disabled, it is financed primarily by taxes paid by the

employed. Since Medicare's participation in financing graduate medical education

41-175.0 - 85 - 7
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helps to ensure that tomorrow's retiree is served by a fully trained physician,

GME dollars spent today serve both today's beneficiary and tomorrow's retirees.

While teaching hospitals have greater expenses per admission than

non-teaching hospitals, additional products are produced: medical, nursing, and

allied health student are trained; new technologies are introduced; and complex

patient services are provided. Historically, these added costs have been

financed primarily with increased charges and reimbursement using several types

of cost shifting:

o patient service revenues have supported graduate medical

education,

o routine service revenues have supported tertiary care patients,

o revenues from high volume ancillary services have supported low

volume services, and

o payments from paying patients have supported charity care patients

This financing pattern has met the needs of teaching hospitals and the AAHC has

supported it. For example, as recently as 1981, an AAHC Task Force on Graduate

Medical Education which comprehensively studied GME recommended that, "graduate

medical education should continue to be financed from multiple sources, with the

principle source being the general operating revenues of teaching hospitals"

(emphasis added).



95

In the new environment of hospitals competing on a price basis and third

party payers and health care plans favoring hospitals with low charges, teaching

hospitals will not be able to compete unless their special social

responsibilities including the educational mission, receive special funding.

Payers trying to hold down monthly premiums or limit necessary appropriations are

increasingly less willing to pay for GME or any other special cost as a part of

health service purchases. While these public and private payers are willing to

acknowledge that the GME mission adds costs which are necessary to teaching

hospitals, they are not willing to pay for it. Some of them have suggested a

special educational subsidy for teaching hospitals.

In its simplest form, developing an educational subsidy involves responding

to three questions:

o What is the total funding needed for GME?

o How should the funds be raised?

o How should the funds be distributed?

None of these questions have simple answers.

For example, the most recent edition of an AAMC annotated bibliography on

Medical Education Costs in Teaching Hospitals reviews 56 articles on this topic

and finds no clear or consistent answer to the question of how large the fund

should be. Two things are clear from the bibliography. First, because graduate

medical education and patient services are joint products which are

simultaneously produced, it is impossible to truly separate and distinguish the

input costs of each. Secondly, it is clear that different methodologies ask the
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question differently and, therefore, arrive at different answers. Given this

situation, Medicare data on the "passthrough" of direct medical education will

provide the most up-to-date answer on the costs that can be captured by

accounting methods. Payments made using the resident-to-bed adjustment will

quantify other consistent cost differences between teaching and non-teaching

hospitals.

Moving beyond the three first order questions, a number of important second

order issues must be addressed. Recognizing that the intent of this hearing is

not to explore or evaluate new approaches, the AAMC does wish to identify the

following second order issues which any new proposal must address, including how

do alternative methods for financing GtE:

o balance a hospital's need for services with a resident's

education?

o balance the added costs of the hospital training the resident

with the benefits accruing to the group, health plan, or

hospital eventually employing the then trained physician?

o balance the educational objective of a centralized

educational funding organization with decentralized

patient competition of the hospital providing the training?

o affect the specialty distribution of residents?

o affect the geographic distribution of residents? and
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o affect the ability of providers other than acute care

hospitals to participate in residency training?

When examined along these dimensions, the current financing system has a

number of strengths. To date, patient service revenue has provided a dependable

source of funding. This Is important for programs with a three to seven year

duration. Residents want and deserve a reasonable assurance that the program

they enter will 9till be strong when they are finishing. Secondly, hospitals

have been able to develop residency programs that complement and support the

hospital's patient care programs. Third, because direct operating costs have

been paid on a cost basis, professional judgments on the balance of patient care

service and education activities have not been influenced by financial

incentives. Fourth, because the financial requirements of graduate medical

education have be,.n met, a small number of teaching hospitals have trained

physicians who go on to serve other communities and hospitals. Finally, the

stability of the financing system has enabled accreditation agencies to

realistically assume a stability of the residency's quality.

The present financing system, however, does have its weaknesses. First in an

increasingly price competitive market for hospital services, hospitals having

higher patient charges to support special missions are at a disadvantage.

Secondly, the present financing arrangement has worked better in inpatient

services than in outpatient services or in non-hospital training sites. As a

result, specialties emphasizing inpatient care have been favored over those

emphasizing ambulatory care. Training in the surgical specialties has been

advantaged relative to training in general primary care. Third, reimbursed on a
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cost basis, hospitals have been unable to effectively challenge specialty board

efforts to increase the length of residencies and to develop an increasing number

of subspecialty programs. Finally, because payroll taxes are used for the Part A

trust fund, graduate medical education is supported with a relatively regressive

tax.

These strengths and weaknesses of our present system are known. Additional

information for use In assessing the present system and alternative arrangements

Is presently being developed in at least three studies:

o the HHS Assistant Secretary for Planning and Evaluation's study of the

Financing of Graduate Medical Education being performed by Arthur Young and

Company,

o the Comonwealth Fund Task Force on Academic Medical Centers is preparing an

analytical paper on "The Future Financing of Teaching Hospitals" using a

secondary analysis of existing data; and

o the Health Care Financing Administration will be preparing four annual reports

on the impacts, intended and unintended, of prospective payment on types of

hospitals, including teaching hospitals, and

In addition, the AAMC recently convened the initial meeting of its Committee on

Financing Graduate Medical Education chaired by J. Robert Buchanan, M.D., General

Director, Massachusetts General Hospital to explore and evaluate current payment

arrangements. Alternative findings and recomendations from each of these efforts

should assist this Subcommittee in describing and evaluating the financing of

medical education.
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Conclusion

In this statement, undergraduate and graduate medical education have been

presented as more sharply separated and independent than, in reality, they are.

Moreover, the degree of their interdependency, not only on each other but also on

other health professional educational programs, on basic clinical biomedical

research, and on exemplary patient care in a highly complex and highly Integrated

environment, has not been given the explicit emphasis it deserves. Nowhere more

than in the teaching hospital can the intense and concurrent pursuit of these

multiple functions be witnessed more impressively. Modifications of specific

functions rarely have isolated effects but almost immediately exert influence

over most if not all other funcitons.

To remain fiscally viable, medical schools have had to adjust to substantial

changes in revenue sources over which they have relatively little control. As

additional constraints are placed on the sources of their funds, these

institutions are fining it increasingly difficult to accommodate, without serious

distortion, their multiple services of education, research and patient care.

The American system for graduate medical education is grounded in the

teaching hospital. Graduate medical education cannot function effectively unless

teaching hospitals are compensated for the added costs associated with their

responsibility. For the last two decades, the financing of teaching hospitals

has been adequate and stable and GME programs have trained thousands of competent
V

physicians annually. As medical schools responded to a national policy of

Increasing physician graduates, hospitals responded by expanding residency
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training. Now, however, the financial stability of teaching hospitals is at

risk. Some new payment systems are based on an assumption that a particular

inpatient type should have the same costs In all hospitals with payers

increasingly unwilling to support the added costs of GME. In a "prudent buyer,"

price competitive market, tertiary care/teaching hospitals will fail financially

because paying an average price per case does not meet the financial requirements

of the teaching hopital's special services. Even a subsidy for graduate

medical education will be insufficient if it does not include additional expenses

for tertiary care services, stand-by services, new technology, and charity care

in addition to graduate medical education.

Teaching hospitals are a diverse group of highly complex institutions

performing medical education and research services for the nation and providing

both basic and tertiary patient care. The current emphasis on re-examining

national pollies in light of more limited public resources places teaching

hospitals and their vital activities at significant risk if their special nature

and role are not appreciated. As policies and expectations change, teaching

hospitals will continue to adapt and evolve. If developing national policies on

health care delivery and payment recognize the distinctive characteristics and

diversity of teaching hospitals, their fundamental missions can be preserved. If

the characteristics of teaching hospitals are not recognized and valued,

simplistic public policies may damage the ability of these institutions to

fulfill their multiple responsibilities. The Association is pleased that this

Subcommittee and its chairman appear willing to study all of these issues before

embracing proposed solutions.
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FIGURE I
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FIGURE 2

Medical School Capitation and Tuition
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FIGURE 4
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FIGURE 5
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FIGURE 7

DISTRIBUTION OF SOURCES OF REVENUE FOR MEDICAL SCHOOLS
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Figure 8

CONCENTRATION OF RESIDENTS,

HOSPITAL
GROUP

% OF
RESIDENTS

AVERAGE
HOUSESTAFF

National Average
1530 Hospitals,
Agencies

Largest 50 COTH

Second 50 COTH

41-175 0 - 85 - 8
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100%
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Fiqure 9

PERCENTAGE OF RESIDENTS,
BY SPECIALTY (1983)

RESIDENCY PERCENT CUMULATIVE

Internal Medicine
General Surgery
Family Practice
Pediatrics
OB/GYN
All Others

24.3%
10.9
10.0
8.5
6.4

39.9

24.3%
35.2
45.2
53.7
60.1

100.0
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Figure 10

COMPARING RESIDENTS AND POPULATION

% of % of
STATES RESIDENTS POPULATION

New York 14.7% 7.8%
California 9.6 10.9
Pennsylvania 6.4 5.2
Texas 5.7 6.7
Illinois 5.6 5.1
Ohio 5.0 4.8
Massachusetts 4.1 2.6
Michigan 4.1 4.0

TOTAL 55.2% 47.1%
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Figure 11

Percentage Distribution of Funding Sources Used to Pay Hospital
Costs of Housestaff Stipends and Fringe Benefits, 1982-1983

Excluding VA Hospitals

Source of Revenue, in Percent
Funding Source Residents Clinical Fellows

Patient Revenues and 83.09% 62.56
General Operating Appropriations

State Appropriations Earmarked for 6.26 1.03
Housestaff Expenses

Municipal Appropriations Earmarked 1.58 0.95
for Nousestaff Expenses

Veterans Administration 1.56 2.78
Appropriations

Physician Fee Revenue 0.47 2.87

Medical School/ University Funds 1.92 6.92

NIH 0.34 9.09

Other Federal Agencies 0.21 1.00

Endowment Income 0.01 0.99

Foundation Grants, Voluntary 0.30 5.98
Agencies

Other 4.26 5.82

TOTAL 100.00% 100.00%

Number of Hospitals 215 121
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Senator DURENBERGER. Did I correctly state in the beginning
that the association just started a committee of some kind?

Mr. SMITH. That's correct.
Senator DURENBERGER. Do either of you want to elaborate on

that? I hope it's not like the AMA. They've come in here for 2
years now telling us they are looking at the totality of health care
in this country so they can't really give us any advice on anything
until they get done with that one.

Mr. SMITH. No. We would expect to provide you with some infor-
mation. The committee has been formed. It is at work. It is chaired
by Dr. Robert Buchanan, president of the Massachusetts General
Hospital. I will expect that report will be done with within a year.

Dr. KNAPP. I hope we have something for you in the spring.
Senator DURENBERGER. Of? [Laughter.]
Dr. KNAPP. I hope we are in a position to respond by spring of

1985 one way or the other. Our current position is fairly well
straightforward. That the financing ought to come out of the hospi-
tal services dollar. It's obvious that we are getting pressure from
our own constituents who are concerned about what I will just call
brokerage patients on HMO's, PPO's, et cetera. So it isn't only the
Medicare situation that is bothersome. You accurately stated it at
the front end of this hearing.

It is on the top of the priority list for our activities.
Senator DURENBERGER. For those of you who are expecting a cof-

feebreak, there won't be one until after 4 p.m. because the Senate
has recessed until 4 p.m. Sorry about that.

Is there any problem in the next 2 years with the reimbursement
scheme that we have designed, passthrough, for graduate medical
education? It is a rather generous passthrough on indirect medical
education. Are you OK with that in the next 2 years?

Mr. SMITH. I don't think we know enough to know whether it's
generous or inadequate.

Senator DURENBERGER. Do you want to tell us about Yale-New
Haven and your 1 year of experience? Have you made a lot of
money off this process so far? [Laughter.]

Mr. SMITH. We have not made a lot. of money off of this. We have
performed satisfactorily, given the changes in the system, which I
think are moving in the right direction. So I think it's too early to
say whether or not the allowance is sufficient because in year one
of the system, as you are aware, the cost base was on 75 percent of
Yale-New Haven's costs. Once we get to a national average system,
whether then, based on national averages, there is a sufficient al-
lowance through this indirect allowance, remains to be seen. There
is a lot of concern about that.

Senator DURENBERGER. Do either of you have an opinion as to
what part of the problem we might be able to solve for the average
of the so-called heavy or large teaching hospitals if we could come
up with a good severity index so that we could reflect better the
peculiar case mix of some of our larger teaching hospitals?

Mr. SMITH. Clearly, we have got to come up with some better re-
flection of severity. I don't think that in itself is going to solve the
problem. Multiple approaches will have to solve it. As indicated,
there are multiple products. And to address that, I don't think a



114

single solution is sufficient. We will also have to pay attention to
graduate medical education issues.

We also have to pay attention to the matter of charity care, care
for those with inadequate resources. All of those will have to come
together.

Senator DURENBERGER. I don't know whether you are equipped to
respond to the question about what other insurers are doing. I indi-
cated in my opening statement not only a concern but I think a
reality that some of the other insurers, including the biggee upon
which Medicare modeled its education reimbursement, has now de-
cided that it ought to take 'care of those who pay their bills first.
And in the area of Blue Cross, as one example, there are either
through their PPO's or selective purchasing plans of one kind or
another-there seems to be an increasing emphasis on paying for
what you get and not paying for things you don't get directly, such
as medical education. Are either of you in a position to indicate
now what some other insurers are doing with regard to payment
for medical education?

Mr. SMITH. I can speak about what is happening in Connecticut,
Senator. We have not had pressure from other providers directly
because a move was made in our State legislature during the past
year for an all payer system in the State* of Connecticut. As of
today, our Commission on Hospitals and Health Care's task force is
promulgating a set of decisions as to how that prospective all
payers system will be devised. One of the key issues under that
system that we are grappling with is how to finance graduate med-
ical education. There is an acknowledgement that it's an important
problem and an apparent willingness to deal with the problem.
Whether it is dealt with sufficiently remains to be seen.

Mr. STEMMLER. I would like to comment, Mr. Chairman, just
from the perspective of an educator looking at these changes which
are either happening or proposed to happen with respect to the in-
vestment in human capital, which is our responsibility in educa-
tion. And you posed a question previously to Dr. Graham about
what is the immediate reward.

And it strikes me that higher education generally, that the in-
vestments we make and must preserve with respect to the educa-
tion of physicians will not reflect itself in terms of rewards for
many years to come. And we are very concerned about the moves
that are made in the short term for short-term gains in controlling
costs. That might harm a system that is so important to the Ameri-
can public.

Senator DURENBERGER. Now there are things that concern some
people about the all payers kind of an approach-I can see where it
would be of great comfort to an administrator of a hospital. I won't
ask you whether it's a great comfort to you or not.

The concern, obviously, is with the fact that it is pointed out in
somebody's statement today-and I apologize for not being able to
distinguish all your statements, but there are a lot of excellent
presentations. But somebody points out the fact that under the cur-
rent system the people who live where doctors are being educated
are the ones who pay for the education. It isn't the people that
eventually those doctors will serve.
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Now if a doctor goes to the University of Pennsylvania for gradu-
ate medical education, the teaching hospital there, and ends up
going to Utah or southern California or Minnesota or some place
like that, if, in fact, you are correct in all the statistics in here,
that 83 percent of the costs of graduate medical education are pa-
tient revenues, then that theory seems to be incorrect. That the
folks served by the University of Pennsylvania are paying for that
education. Not the people out in Utah or Minnesota or some other
place. Is that a fairly correct statement?

Dr. STEMMLER. Well, I would not agree with you as you formulat-
ed that in this sense, Senator. We at least like to look beyond the
immediate payor to the base on which the payments are collected
through participation by the general public, either directly or
through their employer in creating the base of funds that in an ac-
tuarial sense is used to defray the cost of health services in this
country. And in the large national sense, it seems to me that the
present system is based very heavily on a broadly based tax
scheme, although it is not called tax. It is called premium.

Senator DURENBERGER. Well, yes, to the extent that that is built
into everyone's premium. But to the extent that you have a system
that is premised on the cost in Philadelphia or the cost in New
Haven, particularly if you are going to an HMO or some other kind
of a situation-I guess I'm correct in the statement that it's the
bulk in that area then that pay for the cost of that doctor even
though he may go off somewhere else.

And the concern that some people have about the all payer
system in that it infranchises a system of delivering medical educa-
tion and the cost thereof will give us and continue to give us the
results we now see where-if I remember these figures correctly-
if you go to any one of the teaching hospitals in Boston to be sick,
you are paying something like 120 to 130 percent above the nation-
al average for having that particular illness treated. Whereas if
you go to the Mayo Clinic, which I guess I would hold up some-
where near most of the Boston teaching hospitals, it's 80 percent of
the national average.

So from the standpoint of whoever you collect that money from-
whether you are collecting it from the people in Rochester or
Boston or you are collecting it on a nationwide basis, such as we do
in Medicare-I'm, in effect, paying out substantially more for some-
one to get sick in Boston, and be treated in that kind of an institu-
tion.

My additional problem, of course, is that with the cost sharing
part of it, that in effect you are telling the people in Massachusetts
that you are going to have to continue to pay x number of dollars
more to educate a doctor who may leave Massachusetts. But we
aren't really going to tell them that. We aren't going to let any-
body in on this great thing that we are designing. Because if you
told the folks in Boston that, at least the ones that voted for Ray
Shamee, you are going to be out on your ear very quickly. So we
can't tell them about it. So that's why we have one of these all
payer systems that make it look like nobody gets hurt.

Am I wrong in my characterization?
Dr. STEMMLER. Well, I wouldn't want to get into a debate on this.
Senator DURENBERGER. No.
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Dr. STEMMLER. But I would at least take a position that the
system that is now operating is not terribly different from the actu-
arial system that operates in an insurance sense. If we had to allo-
cate all the costs of the premium only to those people who were
going to die or be in a hospital, that may be the equitable system
in the way that you formulate it. It seems to me that it's complex.
And, yes, the intellectual capital that is produced through this
system does migrate broadly through the United States. And, in
fact, in a small rural community in Utah there may very well be a
physician or a group of physicians who have come from the Univer.
sity of Pennsylvania.

Senator DURENBERGER. Tom, do you have any reaction?
Mr. SMITH. Well, obviously, there is some distortion. The data

that we showed in our comments portray 47 percent of the popula-
tion supporting about 55 percent of the residents. But there's a
wide skewing within that. Obviously, New York and Massachusetts
are the most extreme examples of where residents are trained com-
pared to the population present.

The point is a valid one. You have to be concerned about both
skewing nationally and skewing within a local area. Some hospitals
bear special burdens.

Senator DURENBERGER. Would both of you briefly address the
subject that I raised with our two administration witnesses about
the marketplace out there for residents and how it works; and how
it seems to be changing? What is a resident worth to a hospital?
And what is this issue of affordability? The fact that in some cases,
the residents look like great assets and in other cases when you
look at how many ancillary services they consume and how much
training time has to be put in with them and the malpractice pre-
mium impact and some other things so maybe they are a liability.

Can you briefly address that? How does the marketplace work
today? Then I will get a little better picture.

Dr. STEMMLER. Let me speak first then on how it looks from the
point of graduation from a school of medicine when our students
are competing in this world that you have defined. And, the moti-
vation of students to pursuing their further studies in a great part
deals with aspirations to get the best training program they can
get. And our role in counseling students, we try to advise them
where they may or may not be competitive for positions in their
particular specialty of choice.

Students compete for positions; the hospitals compete to get the
best students. And I think we all operate on that standard of
trying to get the best for us.

There remains outside of that system-and as Dr. Graham point-
ed out, the capacity of that system is almost a match now for the
number of American graduates. But there remain a group of insti-
tutions who for one reason or another do not seem to attract Amer-
ican graduates. And it seems to me as we look at where resources
are deployed at least that's an area that we want to pay some at-
tention.

But the valuable programs, as perceived by the students-the
ones who are going to have hospitals, when you are inside that
computer look like the most popular hospitals, it's very important
that we preserve these institutions which provide the best educa-
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tion so that, indeed, we continue to have the best educated physi-
cians in the world.

Mr. SMITH. Let me just add something. As I understand it there
are approximately 20 percent more openings annually than these
are resident physician applicants from American schools. Obvious-
ly, as Dr. Stemmler indicated, there is wide competition for those
positions. There is wide variability as to the quality of those pro-
grams. Numbers of residents that any given hospital will offer will
be a function of what role those residents play in that institution.
In same hospitals residents play a major role in the service deliv-
ery area, in others the service role is modest. Obviously, the better
programs try to strike a good balance between service responsibil-
ities and patient content. The residents have a very effective way
of finding out what the good programs are.

The matching process, I think, works very well. There is, indeed,
a strong market. The market puts the potential house officers and
institutions together, I think, in effective ways. But given changes
in the financing mechanism, I think the future market remains to
be seen. The extent to which, in the future, it is attractive to have
rouse staff financially will determine some settings in which these
programs are made available.

Obviously, under the prior arrangement, as was commented pre-
viously, there has been no disincentive. That may or may not be
the case given financing the changes.

Senator DURENBERGER. Do either of you want to add to your tes-
timony some comments about foreign medical school graduates
coming into the American market; particularly, Americans who
have gone to Grenada or some other place? Australia has lots of
openings, I understand. And then back in here to fill some of those
residency openings.

Mr. SMITH. I might ask Dr. Knapp to comment on the AAMC's
position regarding that. But I would just say that in general the
orientation of an institution for an American foreign graduate is a
function of what we were talking about previously, that is the at-
tractiveness of the program; how the program is successful in com-
peting in that marketplace.

Obviously, some institutions have used residency programs as
ways to staff certain service obligations. And some of those stu-
dents from those programs will fill those training positions.

I would ask Dr. Knapp to comment.
Dr. STEMMLER. Well, I would certainly make the comment that

my perception of the quality of education in the schools that we
are now addressing, the ones that accommodate American students
in a foreign setting with a motivation to strictly earn money as a
school, a proprietary school, that the quality of that education is
subject to very serious criticism, as has been pointed out by the
General Accounting Office audit, and others. And we are dealing
with a major social problem in addressing the responsibility that
we as a general public have to students who for one reason or an-
other choose to pursue that route.

And I think that it's difficult to make a simple statement on this
point. That that certainly would be an overriding statement. But
my opinion is that we should preserve the graduate educational
structure that operates in this country through whatever is the ap-
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propriate supporting device to benefit those students who graduate
through our accredited system, and to leave outside the question of
Americans in foreign schools and try to deal with that issue in
ways that seem to be appropriate for that issue on its own.

Senator DURENBERGER. Dr. Knapp.
Dr. KNAPP. The only thing I would say is that there are now-if I

have the numbers right-roughly a two to one chance that you
would be accepted in a medical school. At the same time that our
numbers are leveling off, there are still those who want to get in
school, and for one reason or another are not accepted. If you look
at the numbers of four medical graduates right now that are resi-
dents, half of them are graduates of foreign schools who are Ameri-
can citizens. That's a rather difficult problem for us to deal with.

They are also concentrated in a limited number of States, if you
begin to look at it carefully. I think the facts would show that
while we have tried to be supportive to American citizens, we have
not been big supporters of the foreign medical graduate situation
currently.

One other thing. You asked before whether or not some of the
hospitals were taking advantage of the fact that you can allegedly
make money by adding to the number of residents that they have.
We asked in the spring of this year in a survey we do annually in
what specialties were physicians added and in which specialties
were physicians decreased. Now I will grant you that the incentive
isn't as strong as it will be, I assume, in the future, depending on
how the other payers behave in the pressure on the institutions.
We don't find yet that there is any reason to think that there's a
pattern of increase or decrease based on the payment system.

The other thing we learned is that the decreases were where I
think people would like to see them. That is, in the surgical spe-
cialties. The increase have been in family medicine, general medi-
cine, emergency medicine and anesthesia.

Senator DURENBERGER. Do any of you know when the last medi-
cal college started up in the United States? When was the last new
one? Are they coming on the market every year, a couple or three
new ones?

Dr. STEMMLER. Well, I believe there are two schools presently
under provisional accreditation that will emerge. I can't speak to
schools that are emerging beyond that.

Dr. KENNEDY. There are none on the drawing boards that I
know.

Dr. STEMMLER. We are talking about ones that are actually on
line. In New York, for example, there was hope to create a school
in Queens, and whether that will materialize--

Senator DURENBERGER. New York needs some more? [Laughter.]
Dr. STEMMLER. It's fascinating, Senator, but medical schools are

looked upon as enormous economic resources for local communities
and large employers. And there are many people who are motivat-
ed to develop medical schools on that argument alone.

Senator DURENBERGER. Is there information available about how
the capital investments in medical schools are financed currently,
or say within the last few years? There is some evidence in your
testimony that States in some cases have undertaken-that may
just have been in my State where they undertook to rebuild a less
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than adequate hospital. But I assume that there is a fair amount of
philanthropy out there,. and a fair amount of other things that are
creating these economic opportunities for some communities. Does
anybody have some observations on that?

Dr. STEMMLER. I don't know if we have the information with us.
Dr. Kennedy?

Dr. KENNEDY. In the huge expansion of medical schools that took
place beginning with the 1963 act, a total of something on the
order of 40 new medical schools were created. And the bulk of
these were State-sponsored medical schools. And there was also a
large expansion of first year places in existing medical schools. To
a lesser extent, but nonetheless strikingly, that expansion took
place in State medical schools. And I presume the capital financing
for those took place both from State funds and from the Health
Professions Educational Assistance Act matching grants with con-
struction programs, and with some capital coming in from pro-
grams that existed then.

Dr. KNAPP. I think we can provide you for the record a list of the
last 10 schools that were established, where they were established,
and give you an idea of anything else that is on the drawing board.
We will provide that in writing, if you like.

Senator DURENBERGER. I think that would be helpful.
Maybe it's only voyeurism on my part trying to find out what

mix this particular industry, as such, picks. I think it relates to the
product that you all are selling in some fashion. If there is a real
market for your product, and it's being financed up front, then I
guess everybody ought to get into this business. And it also deals
with just how competitive the marketplace might be as between a
variety of teaching institutions.

I have a dozen more questions. There is one question I didn't ask
of the administration witnesses, and maybe you know something
about it. A couple of months ago we had an HHS inspector general
report about double billing under part B for some of the members
of some of the faculties. Some teaching institutions were being paid
for the residents under part A, and then the faculty member-I
mean this was nothing specific. Maybe it was just an estimate on
their part that it was going on--was then billing under part B in
part for those resident services. Is that a problem that has ever
been brought to your attention?

Mr. SMITH. Well, there has been much discussion of that inter-
mediary letter 372 over the years. The extent to which there is any
real abuse, I don't believe it is adequately documented. I'm sure
there may be some as that study which you referred to cited. How-
ever, I think the rules seem to be reasonably explicit to prevent
that from being a problem.

But Dr. Knapp may have more information.
Dr. KNAPP. The problem has been with us for at least 15 years

that I know of. And in the Deficit Reduction Act, I think I'm aware
that a request was put in there that the General Accounting Office
take a look specifically at that.

If I understand what I think you are referring to, it's a draft in-
spector general's report that recommended essentially that the hos-
pital be allowed as a passthrough cost only 1 year's training period
for a resident. And that, in effect, the fee for service system along
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the lines that you would probably characterize as the male model
be used to support residents. We are very interested in that, as you
might expect.

I think there are a number of things to look at on both sides of
that question. The most difficult one, I think, has to do with the
fact that unless you have pretty good leadership and control-there
are some disciplines that fair very well. Those would generally be
the high earning disciplines, if there weren't equity involved. And
there is another set that wouldn't do very well at all. Certain as-
pects of pediatrics, general medicine, physical medicine, disciplines
like that.

Additionally, there is an assumption in there that this would ac-
tually save money. If you look at surgery in programs currently,
which are sponsored in the hospital's name, the surgeons in that
hospital are not allowed to bill an assistant at surgery fee. That's
something that has been a practice that you put in the statute last
time around.

Now another institution without a training program, there would
be a 25-percent, roughly-maybe 20-percent-increase in the fee be-
cause the surgical fee of $1,000, for example, would have $200 or
$250 added onto it for assistant at surgery that is not paid in the
teaching setting.

So, in effect, you have the savings on the part B side that shows
up in your view as an expense on the A side. And to some degree,
we are just reaching the point where we are beginning to mingle
the issues of discussing professional fees with hospital services.
This is a difficult area but one we are going to have to get into,
perhaps reluctantly.

Senator DURENBERGER. I assume that AAMC will be part of each
of these hearings. But I'm going to ask a question because I'm
going to ask it in the next set of hearings.

As I look over this information about debt, I look over 4 years to
get to a B.A. or a B.S., and another 4 years to get to an M.D., and
then another 4 years or whatever it is up to 4 years-and I see that
even halfway through that process that 32 percent have debts in
excess of $30,000 and so forth. And then I see at the other end of
the process the possibility that the hopes for living forever at
$500,000 a year may no longer be the dream of accumulating all
that debt.

I would like to ask both of you your opinions as to whether or
not we are, in effect, providing too much education to all of these
doctors. And that comes up in the context of the changes in the
nature of the practice of medicine in this country. When it was the
old fee for service individual entrepreneur system, various pres-
sures on an individual probably required an extreme amount of
specialization and technical detail. But in what seems to be a
changing kind of environment in which the practice of medicine is
carried out-if you have given any thought to the subject, I would
appreciate your individual opinions today because I Might not see
you again at another hearing-whether it is possible that the way
we have structured this system, we are trying to pump too much
into some of these people.

Dr. STEMMLER. Well, as you know, Senator, it's very hard to
define "enough" in higher education. And particularly in the pro-
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fessions that bear a major responsibility that affect the public wel-
fare. I guess one could construct a rationale that might make deci-
sions about where the limits might be, particularly when one is
looking at how funds are provided through an outside source, and
place the burden on others who wish to have more education on
themselves. And that concept, I'm sure, will be one that you will be
dealing with as you look into this issue further.

I think the American public has set a standard for what it ex-
pects from physicians and other health professionals in the roles
they play.

Senator DURENBERGER. But they have set a different standard
from what the professionals have set.

Dr. STEMMLER. I think there's a natural evolution in each profes-
sion.

Senator DURENBERGER. Maybe the lawyers are setting standards.
Dr. STEMMLER. I won't touch that line.
Senator DURENBERGER. You are welcome to.
Dr. STEMMLER. But I think that in each of the health professions

clearly there is an evolution where the professional is expected to
acquire a broader knowledge base in order to discharge responsibil-
ities. And that trend is continuing. And I suspect that it's continu-
ing because at this point in time there really has not been a con-
straint placed, a financial constraint placed, on that trend. I have a
feeling as we look ahead now those constraints will be placed, and
we are going to see some adaptations on the part of the educational
system to look for the introduction of efficiencies to gain instruc-
tional time and experience maybe within the constraints of pro-
duced funding.

And' we are certainly prepared to look 'at those issues as educa-
tors. I feel very strongly that the educational community must
adapt to the evolution of the service community. That we have to
follow; we have to be able to prepare people to serve in whP.tever
model is going to evQlve.

Mr. SMITH. Senator, I'm not a medical educator, but I would just
add an observation. Observing the scene firsthand for several
years, whether or not there is enough or too much is a subject that
deserves to be investigated and you deserve a good answer to that.
And there are a number of organizations which I think bring credi-
ble testimony about that. I think it will be interesting to note what
difference financing schemes may make in terms of the require-
ments for education. To be sure, under the scheme that we have
followed, it has been very difficult for hospitals to resist the pres-
sures from the medical specialty boards to extend the periods of
time for training of different specialties. Clearly as long as there
was an opportunity for support for those extra years of training, it
was difficult to resist that pressure.

Once the tables are turned on that, and we have to put that
under much more careful scrutiny, I don't know what the answer
might be. To be sure, there are increasing pressures on all special-
ties with increasing technology to pour more and more into each
student's experience.

Whether or not more or less is the appropriate answer, perhaps
the better question is: What is most relevant for the use to which
these individuals will spend their professional careers? That is a
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worthy issue, and I think that the ABMS, the AAMC and other
bodies like that--

Senator DURENBERGER. Well, I have never tried a malpractice
case, but I've tried a lot of personal injury cases, and I know what-
ever the highest current standard is, that's the standard we try to
hold every witness to and every decision to. And as you indicate,
the various specialties are the ones that are responsible for adding,
in effect, to the educational demand. And I would hope that--
maybe I didn't phrase that question as well as I should have, but I
trust that that will be a part of the study and decisionmaking proc-
ess from AAMC, because I sure don't want to get into that one. I
will be bound to screw it up in some way or collectively we will.

But I think if it came from the profession itself, both the educa-
tional side and the professional side-and obviously as I indicated
this is a question that we will address when we get to the hearing
on consumers. How much do we need of what? But it seems to me
that for the practice of medicine and all the ancillary health pro-
fessionals that we need to start asking some of these questions.

Dr. STEMMLER. We will see to it that our task force does it.
Senator DURENBERGER. Very good. Thank you very much for

your testimony.
Dr. STEMMLER. Thank you.
Mr. SMITH. Thank you.
Senator DURENBERGER. The next panel consists of Dr. John E.

Carr, acting chairman of the Department of Psychiatry and Behav-
ioral Sciences, University of Washington Medical School on behalf
of the American Psychological Association; Dr. John E. Chapman,
dean, Section on Medical Schools, American Medical Association,
Brentwood, TN; Dr. M. Roy Schwarz, vice president, medical educa-
tion and scientific policy for the AMA; Dr. Benjamin Cohen, chief
administrative officer, University of Medicine and Dentistry, New
Jersey School of Osteopathic Medicine on behalf of the American
Association of Colleges of Osteopathic Medicine; Dr. Louise Fitzpa-
trick, dean of the School of Nursing, Villanova University, Villa-
nova, PA, on behalf of the National League for Nursing.

I thank you all for your patience today. And you have heard the
ground rules so far. Try to be brief, but don't go away feeling as
though you haven't shared your particular views on this subject.
Your statements will be made part of the record, and you as indi-
viduals and the associations you represent here today are getting
an invitation today to continue to be part of this process for the
next several years to try to come up with some appropriate an-
swers to the questions that we have phrased.

So we will begin with Dr. John Carr.

STATEMENT OF DR. JOHN E. CARR, ACTING CHAIRMAN OF THE
DEPARTMENT OF PSYCHIATRY AND BEHAVIORAL SCIENCES,
UNIVERSITY OF WASHINGTON MEDICAL SCHOOL, ON BEHALF
OF THE AMERICAN PSYCHOLOGICAL ASSOCIATION
Dr. CARR. Mr. Chairman, I'm Dr. John Carr, acting chairman of

the Department of Psychiatry and Behavioral Sciences at the Uni-
versity of Washington School of Medicine. I am also president of
the Association of Medical School Professors of Psychology. Its
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membership is drawn from over 75 medical schools in this country,
and it is an affiliate of the AAMC. I am speaking on bc'alf of the
American Psychological Association and the Association for the
Advancement of Psychology, organizations which represent more
than 72,000 psychologists nationwide.

I -would like to focus on two points out of our written testimony.
The first is that behavioral sciences, as we have already heard, is
essential to medical care and represents a major component in a
comprehensive and broad based medical education program. In
medical schools, psychologists play an essential role in providing
the teaching for that component. These are doctoral level psycholo-
gists who are.faculty members of schools of medicine.

Our second point is that while Medicare helps support medical
education, Medicare has not supported or been available to support
psychologist activity in medical education. Our primary concern is
for the support of those faculty positions and the existing Medicare
statutes which we believe to be the reason for this situation. We
seekyour assistance in making changes in that legislation.

To amplify on the first point, if one looks at some of the docu-
mentation that has come out of the research sector-for example,
the Surgeon General's report in 1979, the Institute of Medicine
report for 1981 focusing on biobehavioral research-both of those
documents emphasized the need for continued focus upon the role
of behavioral factors in health care, and a parallel emphasis upon
our training programs to look more closely at those factors in medi-
cal education.

One of the startling findings in the Surgeon General's report, for
example, was that of the 10 leading causes of death, 50 percent of
the mortality associated with those causes could be attributed to
behavioral factors, while only 10 percent was due to the lack of bio-
medical care.

We feel that health care professionals must know about the ways
in which behavioral and psychological factors play an important
role in the response of an individual patient to illness or to disease
or even to the outcome of surgery. We feel that information is as
important as it is for them to know about physiology, biochemistry,
and anatomy.

Psychologists have traditionally contributed to these educational
programs, and will continue to do so. We are talking about 3,500
psychologists teaching and doing research in medical schools na-
tionwide, conducting internship programs, postdoctoral programs,
involved in the training of medical students and residents as well.

Medicare payments for medical education cover both direct and
indirect costs, but neither type of payment reflects the role of psy-
chology -faculty. We would suggest committee support for clarifying
language to include faculty psychologists in Medicare Programs.

We very much recognize and support the committee's and Con-
gress' efforts regarding health care costs. And we would remind the
committee that the research has shown that the cost savings as-
pects of incorporating attention to the behavioral and psychosocial
factors in health care contribute togreater economy in health care,
reduced length of stay after surgery, speedy recovery, and in-
creased adherence to the treatment regimen. These are just some
of the findings of the research literature.
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We seek recognition and inclusion of support for psychology fac-
ulty efforts in this endeavor. We urge the committee to take a lead-
ership role in making changes in PPS to include psychology faculty
in Medicare education payments.

Senator DURENBERGER. Thank you.
We have, in effect, by confining the PPS system only-to hospi-

tals-that's the way we reimburse psychological services. Is that
right?

Dr. CARR. That's right. And under the PPS now, psychology serv-
ices can only be reimbursed under part A as reimbursement to the
hospital. That's been a problem for us since, like all teaching facul-
ty in medical schools, psychologists are dependent on part of that
clinical income to pay salaries.

Senator DURENBERGER. So unless you can carve a piece out of
that hospital with all the other pressures on it, you don't get any-
thing because you have been barred from part B.

Dr. CARR. Yes. Someone earlier mentioned two factors. Principal
and product. Now we think the records show fairly clearly we have
a good product to sell. And in terms of the principal, we have been
a part of the medical education scene for a long time. We would
like to continue in that effort.

Senator DURENBERGER. Thank you.
[The prepared written statement of Dr. Carr follows:]



125

American
Psycdogca
Assodiatkon

TESTIMONY OF

John E. Carr, Ph.D.

Acting Chair -

of the Department of Psychiatry

and Behavioral Sciences

University of Washington

School of Medicine

on behalf of

THE AMERICAN PSYCHOLOGICAL ASSOCIATION

and

THE ASSOCIATION FOR THE ADVANCEMENT OF PSYCHOLOGY

SENATE FINANCE COMMITTEE

Subcommittee on Health

on the subject of

MEDICARE PAYMENTS FOR MEDICAL EDUCATION

October 1, 1984

Sen. David Durenberger, Chairman

Ss... . ., .,.

41-175 0 - 85 - 9



126

Mr. Chairman and Hembers of the Committee, I am Dr. John a. Carr, a

clinical psychologist, and Acting Chair of the Department of Psychiatry and

Behavioral Sciences at the University of Washington School of Medicine. I am

also President of the Association of Medical School Professorx of Psychology.

Its membership is drawn from over 75 medical schools in the country and it is

an affiliate of the Association of American Medical Colleges. I am speaking

on behalf of the American Psychological Association and the Association for

the Advancement of Psychology, organizations representing 72,000 psychologists

nationwide.

I am pleased to be here to comment on the way Medicare pays for medical

education. I would also like to discuss a unique aspect of the Medicare

system as It affects medical school faculty members who are psychologists.

Presently, Medicare pays for medical education in two specific ways: a

pass-through for direct costs such as salaries, stipends and space; and an

indirect cost adjustment based on the ratio of hospital interns end residents

to the number of hospital beds. Clearly, there is recognition of the fact

that the operation and finances of a hospital are significantly affected by

its teaching programs. I

We will focus on two issues in our testimony. First, medical education is

becoming broader as technology and our population changes. Teaching

hospitals, especially in terms of their attention to the behavioral and

psychological aspects of illness, reflect and reinforce these changes. Our

second issue is that nonphysicians are Involved in medical education and that

this involvement is affected by Medicare. The medical education payments
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clearly influence the ability of teaching hospitals to deliver a broad range

of health services. They help pay the extra costs due to greater severity of

illness and necessary special staffing patterns that occur in teaching

hospitals. What these payments do not reflect, and what the Hedicare program

itself does not recognize, is the role of nonphysician clinical faculty in

this training process.

We believe that neither the direct medical education payment, now a

pass-through in the Medicare Prospective Payment System (PPS), nor indirect

teaching cost adjustments to the PPS rate, should be changed without serious

consideration of how these changes might effect services offered by teaching

hospitals, and the scope of medical education in this country. Proposals to

support the direct medical education payment through a separate budget

category for health professions training puts this important educational

function at risk, and violates the principle that medical education and

clinical care should be integrated. Even greater uncertainty, however, is

attached to the potential impact of the indirect cost adjustment as

administrators and health care professionals attempt to anticipate the complex

effects of a DRG system that provides incentives for surgical and procedure

based services rather than diagnostic judgement and non-surgical care.

We should clarify for the Committee that the over 900 psychology interns

currently in medical schools and affiliated teaching hospitais receive no

support under either the direct or the indirect teaching cost payment

provisions of Medicare. Nor are psychology interns included in the

intern-to-bed ratio for the purposes of the indirect payment calculation. If

the intern-to-bed ratio Is to be used as a proxy for the illness severity

found in teaching hospitals, and
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illness severity as well as training needs are a special feature of teaching

hospitals, then in post-doctoral clinical interns should be included. We

suggest that any changes in the payment structure incorporate attention to

this issue.

Further, if Medicare continues its support for medical education, some

provision clearly needs to be made for nonphysician medical school faculty and

their clinical services to guard against the elimination of their valuable

role value in medical school curriculum.

There is considerable concern regarding how hospitals will respond to the

fiscal pressures generated by the Medicare prospective payment system. One

possible outcome that is being borne out by preliminary data is that hospitals

will discharge patients sooner. Ancillary services will be reduced to cut

costs. Hospitals will de-emphasize treating certain categories of patients,

or prefer to treat those whose diagnosis renders them eligible for the highest

possible reimbursement rate. "Outlier" cases, those that cost more or stay

longer than the Diagnosis Related Group (DRG) algorithm allows, will cause the,

hospital to lose money. "Inliers," those that cost or stay within the limits

assigned to the DR~s, will enable the hospital to make money. The balance

between these two categories of patients is what a hospital will closely

monitor, or should, to enable it to survive fiscally.

The question for teaching hospitals is whether the higher rate of outlier

cases will be sufficiently compensated for by the profit performance of the

Inliers and the direct and indirect cost adjustments. The available evidence,

though sparse, raises legitimate concerns that these costs may not be

covered. A recent study at Stanford University Medical School reported that,

after adjustment
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for diagnosis, costs were still eleven percent higher in the faculty service

than in the community service of the hospital. However, the mortality rate

was significantly lower, especially for patients in the high-death-risk

category. This is surely an appropriate trade-off.

In a teaching hospital, balanced and comprehensive services must be

maintained to accommodate the medical curricula. Achieving the balance

necessary from a fiscal point of view is thus more difficult. There is

concern that medical/surgical procedures will be increased at the expense of

other services and lead to a forced redistribution of available services.

Furthermore, many teaching hospitals have a closed staff system and rely

heavily on non-physician specialists. A 1983 study from the Institute of

Medicine (Personnel Needs and Training for Ciomedical and Behavioral Research)

states that Ph.D.s accounted for more than 15 percent of clinical department

faculty in medical schools in 1982. The reasons these unique staffing

patterns are relevant to this hearing are the following:

one: the use of non-physicians permit lower cost augmentation of the

available physician pool.

two: there is greater emphasis on psychological and behavioral services

in addition to biomedical in a teaching hospital; and

three: multidisciplinary team approaches that incorporate both of the

features have become standard treatment patterns in many teaching

hospitals.

Teaching hospitals have a strong emphasis on psychological as well as

biomedical treatment procedures, and recognize the value of psychological

services in conjunction with biomedical care. There is a considerable body of

research literature documenting that when psychological aspects of care are
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incorporated, length of stay is decreased, recovery Is hastened, and patient

adherence to treatment regimens is promoted. It is notable that much of the

research that has been done in this area took place in teaching hospital

settings.

The teaching focus attempts to accommodate a complete approach to health

care; its purpose is to educate physicians and other health care professionals

in the broadest possible sense. A report just released by the Association of

American Medical Colleges stresses that medical education programs need to

change so that physicians are better equipped in the attitudes and skills of a

"caring profession." The use of multidisplinary teams and

psychiatric/behavioral sciences linkages to medicel/surgical units are major

features of most teaching hospitals and play an essential role in the

development of these professional attributes.

The broad relationship between health and behavior has received increased

attention in recent years, especially since the 1979 Surgeon General's report

"Healthy People." The report stated that seven of the ten leading causes of

death in the U.S., are in large part behaviorally determined. As a result,

most medical schools have devoted serious attention to health and behavior in

their curricular design. At the University of Washington, for example, two

years of pre-clinical courses in behavioral sciences are required of all

students. The National Board of Medical Examiners examination, which all

physicians must take in order to practice, Includes a section on behavioral

sciences. Psychologists who are faculty in medical schools play a key role in

this aspect of medical school training. The Association of Medical School

Professors of Psychology estimates that there are about 3,500 psychologists on

the faculties of most of the nations*128 medical schools.

There is another aspect of the Medicare program that directly affects the

ability of nonphysicians to participate in medical education. A common

arrangement with medical school faculty members is a provision in their
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contracts to generate clinical fees. In the past, this was the primary way

all medical school faculty were paid, but in recent years medical schools have

received funding from other resources, Including state and federal monies.

The prospect for nonphysician clinical faculties to maintain revenues from fee

income is problematic due to the unintended consequences of the PPS system.

The PPS system requires that all services provided for hospital patients

must be billed for by the hospital. Separate billing is no longer allowed for

any hospital services, except those personally delivered by physicians. The

Intent of the prospective reimbursement legislation was, we understand, to

give hospital administrators more authority over services for which the

hospital will be held fiscally responsible. Before prospective payment,

psychologists were allowed to bill through a physician under Part B of

Medicare (medical and related services) for services delivered to hospital

patients. This is no longer the case. Now psychologists are dependent on the

hospital administrator to determine whether and to what extent their services

will be recognized under PPS. It is under this mechanism that psychologists

who are medical school faculty find themselves in a unique position. In

effect, PPS jeopardizes the ability of medical colleges to continue funding

psychologists' faculty salaries, when such salaries are dependent upon income

from clinical fees. The Kedicare payment system effectively shifts the fiscal

authority for psychologist faculty members from the dean of the medical school

to hospital administrators.

Full-time regular medical school faculty members, be they physicians or

psychologists, are not employees of the hospital but are employees of the

University. Our point is that psychology faculty paid by the University and
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teaching under Its responsibility, to suddenly susceptible to control by the

hospital administrator under PPS.

HCFA insists that the costs of a medical education program operated by

"another institution" be "borne by that institution and not by the hospital."

The PPS makes it necessary that the clinical services of nonphysician medical

school faculty be paid by the hospital. To that extent, the hospital is

required to pay for, and absorb, the costs of medical education. Given the

cost constraints imposed upon hospitals by the new Medicare plan, it is

extremely difficult, if not impossible, for hospitals to assume added faculty

costs. It is highly likely that positions or programs depending on clinical

fees from psychologists are in Jeopardy.

The Modicare prospective payment plan thus puts at risk the teaching of

behavioral sciences in schools of medicine, much of which is conducted by

psychologists on the faculties of schools of medicine. It also puts at risk

continuation of nationally recognized clinical services, many of which use the

latest concepts in behavioral medicine, and many of which are administered,

developed, or staffed by faculty psychologists.

It is important to emphasize that this is an issue of concern for medical

schools in general. It affects the quality of medical education, the quality

of medical care, access to medical care, and goes beyond any specific Suild

concern psychologists may have.

Let me be more specific with my own experience. The University of

Washington Medical School is a regional medical center and serves the four

states of Washington, Idaho, Montana, and Alaska. There are 75 psychologists

In the medical school. The greatest number, 28, is in the department of

psychiatry but psychologists also practice in the departments of neurosurgery,

pediatrics and family medicine, and rehabilitation medicine. The



psychologists are all academic faculty of the University of Washington; at

least halt of them provide direct clinical services in conjunction with or in

addition to their teaching and research duties. They all have staff

membership-with the five affiliated teaching hospitals.

Psychologist faculty's ability to generate the necessary clinical tees for

position support through a partnership services plan has Leon parallel to that

of physician faculty members of the partnership. This has now changed. I

believe that the impact of the PPS on psychologist faculty will negatively

affect the following training and service capacity of the following programs

at the University of Washington: 1) the internationally known University of

Washington pain service at University Hospital, 2) in-patient

behavioral/cognitive treatment programs for effective disorders at University

Hospital and Harborview Medical Center, 3) geriatric services at University

Hospital, 4) behavioral medicine consultation services at University

Hospital, 5) neuropsychology laboratories and psychology diagnostic services

at University Hospital and Harborview Medical Center, 6) the rehabilitation

medicine operant pain program at University Hospital, and many other services.

These programs are among the most effective and cost-effective treatment

modalities available for certain medical, psychiatric, and behavioral

disorders. Medicare thus has the potential to force the department to

eliminate the best care from public use, to curtail its availability for

training purposes, and to deny care to a most needy population, namely the

aging and less financial able.

Our attempts to resolve this issue have resulted In a great deal of

frustration. The Health Care Financing Administration in its regulations on

prospective payment did provide for issuing certain waivers. The procedures

outlined for these waivers, however, were extraordinarily difficult to
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satisfy. First of a11, teaching hospitals did not anticipate the need to

include the services of non-physician medical school faculty members in the

base rate they established prior to Implementation of PPS. Furthermore, to

obtain a waiver, the hospital had to show that the direct billing for a

particular service was so extensive that to change it would "threaten the

stability of patient care." Although psychologists provide distinct services.

they could not stand independently and satisfy the regulatory requirements for

a waiver.

The only successful waiver for a whole category of providers that we are

aware of, in this regard, is that authorized by Congress earlier this year for

Certified Registered Nurse Anesthetists. One of the primary reasons why this

was granted was that these services could be performed by physicians but were

also provided by non-physician personnel. In those cases, Congress agreed

that the system provided an unfortunate incentive for hospitals to replace

services provided by non-physician professionals with those provided by

physicians on a more costly, but separately billable, basis. We could, of

course, accurately make the same claim for psychologists' services. However,

the Health Care Financing Administration has made it quite clear that they are

in no mood to make any other exceptions to the rebundling provisions of the

prospective payment law.

The greater implication of this Medicare's payment system is broader than

the economic justification or arguments for the substitutability of psychology

services with those of physicians. In this particular case, we are talking

about a fundamental aspect of medical education--behavioral sciences--and the

extent to which health professionals who play a key role in providing teaching

and services have their stability jeopardized by the requirements of PPS.

Furthermore, to recommend that these faculty salaries be passed on to
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university hospitals is unrealistic and fails to take into account the fact

that these individuals are academic faculty of a university medical school,

not staff employees of any hospital.

Both Congress and The Health Care Financing Administration have recognized

that PPS was not perfect as it was adopted. Many changes were expected to

refine the DR0s themselves, and to assure that quality-of-care concerns were

not sacrificed for fiscal expediency. Yet no clear direction has emerged on

how or by whom these changes will be made. Indeed, the priority continues to

be how to decrease the federal government's share of payments even further.

HCFA Is overburdened with the initial Implementation of the system and a

myriad of special reports that were requested in the original legislation.

The Peofessional Review Organizations, intended to be the overseers of quality

couched in auditor's garb, have yet to be operational in every state. HCFA

clearly sees its responsibility primarily in fiscal terms. General opinion

has it that the Prospective Payment Assessment Commission recommendations,

especially concerning rate adjustments, will surely lea behind market reality

by as much as three years. Last spring, when we spoke to members of that

Commission on this very problem, we were told that the Commission was nowhere

near being able to address the issue of medical education, much less the

impact of PPS on psychologist faculty.

We commend the necessary actions by this Committee and the Congress to

control health care costs in this country. We urge this Committee to take a

leadership role to make changes in the PP8 to more accurately reflect the fact

that medical education has changed dramatically since the original

implementation of Medicare. Psychology would like to contribute its expertise

on this and related matters in whatever way possible.

Thank you.
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STATEMENT OF DR. JOHN E. CHAPMAN, DEAN, SECTION ON MED-
ICAL SCHOOLS, AMERICAN MEDICAL ASSOCIATION, BRENT-
WOOD, TN
Senator DURENBERGER. Dr. Chapman.
Dr. CHAPMAN. Mr. Chairman, my name is John Chapman. I'm a

physician and dean of Vanderbilt School of Medicine and a
member of the governing council of the American Medical Associa-
tion's Section on Medical Schools. Accompanying me are Dr. Roy
Schwarz, who is vice president for medical education and science
policy at the AMA; as well as Harry Peterson, who is director of
the AMA's Division of Legislative Activities.

The AMA is pleased to have the opportunity to testify before this
committee concerning the financing of medical education costs
under the Medicare Program.

The AMA has a long history of active involvement in and sup-
port for quality medical education. We believe that good medical
care for the American public is dependent upon the existence of a
large cadre of well trained physicians and other health care profes-
sionals. This belief is at the heart of the AMA's purpose and
formed the basis for its establishment in 1847.

The education of physicians is long and arduous, requiring years
of classroom work. The first 2 years of medical education in medi-
cal school focus upon the basic sciences in classroom and in labora-
tory experiences. In the last 2 years, as students study tbA clinical
sciences, there is an increase in the integration of the student into
the patient care team at the bedside, on the wards, and in the clin-
ics.

After graduation from medical school, intensive participation in
patient care begins. Graduate medical education, commonly re-
ferred to as "residency training," places a physician in training in
a learning and service environment in which he or she cares for
patients under the supervision of licensed physician teachers.

The resident participates in the diagnosis and in the manage-
ment of large numbers of patients who present a wide spectrum of
disease states, and acquires the requisite knowledge and skills of
his or her chosen specialty. The residency is designed to offer the
resident increasing levels of responsibilities and to prepare him or
her for the independent practice of medicine.

The AMA believes that the U.S. medical education system, both
undergraduate and graduate, is second to none, and is an essential
component for assuring high-quality health care for the American
people.

We strongly support the current system for funding graduate
medical education through third-party payors, including Medicare.
A key benefit of the existing system of funding for graduate medi-
cal education is the stable financial environment which it has fos-
tered. This predictable financial environment in which teaching
hospitals are assured that reasonable, direct and indirect medical
education costs will be reimbursed has been a major reason for the
number and the quality of teaching programs available. Without
such support, hospitals would be forced to choose between two un-
desirable alternatives-eliminate the teaching programs or to face
revenue shortfalls.



137

At the same time, teaching hospitals and teaching programs pro-
vide a number of significant benefits for the general public. Cer-
tainly all of society benefits from having a large cadre of highly
trained physicians in the medical specialties. In addition, teaching
hospitals generally have more special care units,- such as units to
treat cancer or heart attacks than do nonteaching hospitals.

As a result, teaching hospitals often serve as the medical referral
center. Finally, in teaching hospitals residents, under the supervi-
sion of attending physicians, provide quality patient care. In the
absence of residents, hospitals would be forced to hire practicing
physicians and thereby could incur increased costs.

The present financing system recognizes that legitimate reasons
may exist for higher patient cost in teaching hospitals. Teaching
hospitals generally treat more complex and more severe cases, pro-
vide more technologically intensive care, and provide more uncom-
pensated or insufficiently compensated care to low income and in-
digent patients.

In addition, because teaching hospitals usually contain many spe-
cial care units, overall occupancy may be lowered.

In conclusion, Mr. Chairman, we believe that the U.S. medical
education system, both graduate and undergraduate, is the bench-
mark against which other medical education systems are judged.
Preeminence in graduate medical education has been achieved by
virtue of society's commitment to good medical care, the dedication
of medical schools and teaching hospitals to high caliber education,
and the existence of a stable funding mechanism.

We are extremely concerned over proposals such as those made
by the Department of Health and Human Services Advisory Coun-
cil on Social Security to restructure the financing of graduate med-
ical education without a clear view as to appropriate replacement.
Precipitous action could severely impact on the quality of medical
education and ultimately on the quality of medical care in the
United States by undermining the Nation's ability to train quali-
fied physicians in sufficient numbers to meet health needs.

Thus, we urge Congress to ensure that the Medicare Program
continues its long-standing support of graduate medical education
and continue to pay its fair share of the cost of a system that bene-
fits Medicare beneficiaries and the Nation as a whole.

I stand ready to respond to inquiries.
Senator DURENBERGER. Thank you, Dr. Chapman, very much.
[The prepared written statement of Dr. Chapman follows:]
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Mr. Chairman and Members of the Comsittee:

My name is John B. Chapman, M.D., and I ams Dean of the Vanderbilt

School of Medicine and a member of the Governing Council of' the American

Medical Association's Section on Medical Schools. Accompanying me are

N. Roy Schwarz, M.D., Vice President for Medical Education and Science

Policy of the AMA and Harry Peterson, Director of the AMA's Division of

Legislative Activities. The AMA is pleased to have the opportunity to

testify before this Committee concerning the financing of medical

education costs under the Medicare program.

The ANA has a long history of active involvement in and support for

quality medical education. The AMA believes that good medical care for

the American public is dependent upon the existence of a large cadre of
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well trained physicians and other health care professionals. This belief

is at the heart of the ALA's purposes and famed the basis for the

establishment' of the Association In 1847.

The education of physicians Is a long and arduous process requiring

years of classroom work with increasing exposure of students and

physicians-in-training to the practical aspects of patient care. The

first two years of education in medical school focus generally on the

basic medical sciences in classroom and laboratory experiences. In the

last two years, as students study clinical sciences, there is increasing

integration of the student Into the patient care team at the bedside.

After graduation from medical school, intensive participation in patient

care begins in the form of graduate medical education. Graduate medical

education, co.monly referred to as residency training, places the

physician-in-training in a learning and service environment In which he

or she cares for patients under the supervision of licensed

physicians-teachers. The resident participates in the diagnosis and

management of large numbers of patients who present a wide spectrum of

disease states and acquires the requisite knowledge and skills of his or

her chosen specialty. The residency is designed to offer the resident

increasing levels of responsibility and to prepare him or her for the

independent practice of medicine.

It Is through the provision of patient care In a teaching environment

that a physician learns the practice of clinical medicine. It Is

difficult if not impossible to separate the learning and service

components of medical education. "Hands on" experience is absolutely

necessary.
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The ANA has a long standing and direct involvement in assuring the

quality of graduate medical education in the United States. The AN

actively participates In the voluntary accrediting of medical schools

through the Liaison Comaittee on Medical Education, of residency programs

through the Accreditation Council for Graduate Medical Education, and of

continuing medical education programs through the Accreditation Council

for Continuing Medical Education. In addition, we have on numerous

occasions supported efforts to provide federal financial assistance for

undergraduate medical education programs. We have also strongly and

consistently supported federal financial aid for medical students to

insure that qualified individuals have an opportunity to pursue a medical

career where there are insufficient family resources.

The current system of medical education, both undergraduate and

graduate, in the United States is second to none and is an essential

component for assuring high quality health care for the American people.

We strongly believe that In order to maintain this position a stable

environment must exist for the financing of medical education at all

levels.

The AMA strongly supports the current system whereby Medicare and

other payor entities share in the cost of medical education. Medicare

beneficiaries as well as persons covered by other health plans share In

the benefits of our medical education system by receiving health care

services from well-trained and well-qualified medical professionals.

We are concerned that withdrawl of Medicare funding for direct and

indirect costs of medical education, as has been suggested by some, would

severely impact on the quality of medical education and ultimately the

quality of medical care in this country.
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W. commend this Committee for beginning an inquiry Into the financing

of medical education under the Medicare prora. The system of financing

medical education is complex. Changes must be carefully evaluated and

considered since an ill-advised change could threaten the nation's

ability to train qualified physicians in sufficient numbers to meet the

health needs of our nation.

Mr. Chairman, I will now describe thi existing financing system and

explain why we believe it has served our nation well.

Current financing of Graduate medical Iducation Costs by edicae

xisting lot provides that a hospital will be reimbursed outside the

prospective payment system for its direct and Indirect medical education

costs.

Direct Costs

"Direct costs" are expenses directly associated with an approved

medical education program operated by a hospital. These costs Include

the salaries and fringe benefits of residents and the portion of the

salaries of teaching physicians attributable to educational activities.

Under the Social Security Amendments of 1983, such expenses continue to

be paid by Medicare on a reasonable cost basis.

According to the Council on Teachinz Hositals' Survey of Housestaff

StLends. Benefits. and Funding, teaching hospitals on an average spent

over $3 million on salaries and fringe benefits for residents during the

1982-83 academic year. This amount represented an increase of 3.4% over

the amount spent In 1981-82. Teaching hospitals are extremely dependent

on patient care revenues for the support of housestaff salaries and

fringe benefits and generally have nowhere else to turn for resources to

41-175 0 - 85 - 10
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cover this vital function. An average of over 831 of the funding for

these expenses in teaching hospitals, exclusive of Veterans'

Administration hospitals, was obtained from "patient revenues." The terme

"patient revenues" includes payments from Medicare, Medicaid, Blue Cross,

commercial insurance carriers, and direct patient payments. Other

sources of funding for housestaff expenses include state and local

governments (81), the Veterans' Administration (1.5%), universities (21)

and other sources (5.51), Including federal agencies, private grants and

endowments.

Xndirect Costs

"Indirect teaching costs" are expenses of a teaching hospital not

directly attributable to the hospital's medical education activities.

These costs Include the additional expenses involved In treating sore

seriously ill patients and the added costs associated with the teaching

of residents. The Medicare program also pays hospitals' indirect costs

of medical education. A hospital's Indirect medical education payment is

calculated by multiplying its total DRO revenue, an education adjustment

factor that represents the effect of teaching activity on the hospitals

operating costs, and a factor representing each 0.1 Increase in the

hospital's ratio of full-time equivalent residents to beds.

gn reporting the Social Security Amendments of 1983, the House Ways

and Means ComLttee acknowledged that an additional payment to teaching

hospitals fcr indirect education expenses is appropriate

- * * in the light of serious doubts (explicitly acknowledged by
the Secretary In his recent report to the Congress on prospective
payment) about the ability of the DO case classification system to
account fully for factors such as ssverLty of illness of patients
requiring the specialized services and treatment programs provided by
teaching institutions and the additional co, ts associated with the
teaching of residents.
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The latter costs are understood to include the additional tests
and procedures ordered by residents as well as the extra demands
placed on other staff as they participate in the education process.
Your Committee emphasLzes its view that these Indirect teaching
expenses are not to be subjected to the same standards of
"efficiency" implied under the M prospective system, but rather
that they are legitimate expenses Involved in the post graduate
medical education of physicians w ich the Medicare program has
historically recognLzed as worthy of support under the reimbursement
system.

Benefits of the Existina Financing System

The A A strongly supports the current system for financing graduate

medical education through third party payers Including Medicare. A key

benefit .of the existing system of funding graduate medical education is

the stable financial environment it has fostered. This predictable

financial environment, in which teaching hospitals are assured that

reasonable direct and indirect medical education costs will be

reimbursed, has been a major reason for the number and quality of

teaching programs available. We are concerned over proposals to

restructure the financing of graduate medical education because no stable

alternative funding sources have been Identified. Without predictable

financial support, teaching hospitals would be forced to choose between

two undesirable alternatives: eliminate essential teaching programs or

face large revenue shortfalls.

At the same time, teaching hospitals and teaching programs provide a

number of significant benefits to the general public. Certainly, all of

society benefits from having an adequate supply of highly trained

physicians In all medical specialties. rn addition, teaching hospitals

generally have more special care units such as units to treat cancer or

heart attack than do non-teaching hospitals. As a result, teaching

hospitals often serve as the medical referral center for an area offering
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tertiary care unavailable elsewhere in a community. Finally, in teaching

hospitals residents under the supervision of attending physicians provide

quality patient came. In the absence of residents, hospitals would be

forced to hire practicing physicians and thereby could incur increased

costs.

The present system recognizes that legitimate reasons exist for

higher patient costs at teaching hospitals. Teaching hospitals generally

treat more complex and severe cases, provide more technologically

intensive care, and provide more uncompensated or insufficiently

compensated care to low-income and Indigent patients. In addition,

because teaching hospitals usually contain many special care units,

overall occupancy rates may be lower than those of non-teaching hospitals

where beds may be available for general admission.

conclusion

The U.S. medical education system, both graduate and undergraduate,

is the benchmark against which other medical education systems in the

world are judged. Preeminence in graduate medical education has been

achieved by virtue of society's commitment to good medical care, the

dedication of medical schools and teaching hospitals to high-caliber

education, and the existence of a stable funding sechanism.

We are extremely concerned over proposals such as those made by the

Department of Health and Human Services' Advisory Council on Social

Security to restructure the financing of graduate medical education

without a clear view as to how graduate medical education will be

financed. Precipitous action could undermine not only our graduate

medical education system, but the quality of our health care system as a
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whole. Thus we urge Congress to ensure that the Medicare program

continues Its long-standing support of graduate medical education and

continues to pay Its fair share of the costs of a system that benefits

Medicare beneficiaries and the nation as a whole.

Mr. Chairman, thank you for prgvidLng us with this opportunity to

testify, I will be happy to answer any questions Members of the Com ittee

may have.

STATEMENT OF DR. BENJAMIN COHEN, CHIEF ADMINISTRATIVE
OFFICER, UNIVERSITY OF MEDICINE AND DENTISTRY, NEW
JERSEY SCHOOL OF OSTEOPATHIC MEDICINE, ON BEHALF OF
THE AMERICAN ASSOCIATION OF COLLEGES OF OSTEOPATHIC
MEDICINE, WASHINGTON, DC
Senator DURENBERGER. Dr. Cohen.
Dr. COHEN. Thank you, Mr. Chairman.
I'm the dean of the university of medicine and dentistry, New

Jersey School of Osteopathic Medicine, and I'm representing the
American Association of Colleges of Osteopathic Medicine. The os-
teopathic profession is a profession of primary care, of health pro-
motion, and of disease prevention. Eighty percent of all of the os-
teopathic physicians are engaged in primary care, with 50 percent
practicing in areas populated with 50,000 persons or less.

The model that we utilize for graduate education is different in
both scope and environment than the traditional medical graduate
system. Our graduates serve a rotating internship during the first
postgraduate year. That internship is geared toward primary care,
and primary care issues. The internship takes place in small- to
medium-sized community hospitals. Many of the faculty members
are private practitioners who have volunteered their time. The
great difference between the osteopathic and allopathic professions'
graduate program, lies in the fact that most institutions where our
graduate medical education takes place is in the private sector, the
smaller community medical hospitals.

We are pleased that Congress has had the wisdom to finance
medical education both for the direct cost for Medicare reimburse-
ment and indirect adjustments as the development of a PPS occurs.
We certainly support the necessity for the survival of quality medi-
cal education and for the continuation of such reimbursement. The
current reimbursement plan permits the osteopathic profession to
continue its graduate medical education outside of large tertiary
centers.

However, we think that there is a great vulnerability to that con-
tinuation. Because of the cost containment environment, any re-
trenchment in costs related to medical education moneys allotted
to small- and moderate-sized community hospitals will force hospi-
tal boards and their administrations to consider the fiscal viability
of the institution. This fiscal reconsideration could be done at the
expense of medical education. The osteopathic medical profession is
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concerned because our primary care programs are conducted in
community hospitals. We note that most hospitals have short expe-
-rience with the PPS system, and that the jury is still out. We do
need another year or two before we can address that issue.

The exact nature of indirect costs for medical education is still
perplexing. It lacks clear definition and experience, and awaits a
more concise delineation of its possible effects and implications.

We urge the continuum of medical education support through
the Medicare system. We urge that no programmatic changes occur
until the facts are in. I regard it as analogous to a microscope
which has on its stage, medical education. There are two knobs of
adjustments on microscopes, the gross and the fine adjustment. A
great programmatic change prematurely placed upon the micro-
scopic stage might put our whole system grossly out of kilter, disre-
garding the fine focus of current educational workings.

The long-range facts must be considered. We urge Congress to
look at the future so we can address some of the impending issues
of medical education. We must realize as we approach the end of
the decade, that there are predictions of a surplus of 70,000 physi-
cans. Clearly, the need for more cost-conscious primary physicians
is evident when we look at that surplus. Hospitals of the future
will be leaner. They will care for the gravely ill, operate on the
most major cases, and accept only those patients who are unable to
ambulate. The bulk of medical practice in the future probably will
switch from in-hospital to ambulatory health care.

We hope that these centers will be sites for a prototype of train-
ing for our physicians of tomorrow. Medical education in the future
will look toward the reimbursement system that takes into account
the ambulatory services of this country.

Last, if I may say, I think the strength of this country not only
exists with the individual institutions and its industries which are
able to look at options, but thanks to individuals like you, Mr.
Chairman, the strength of our Nation rests on the tradition of
hearing the public and registering the pulse beat of this country.

I hope that the testimony today will make the Senators realize
that all of us are asking essentially for a continuation of the
system until we can come up with the adequate facts, consider im-
plications of change, and address the issues with wisdom and fore-
thought.

Thank you.
Senator DURENBERGER. Very good. Thank you very much, Dr.

Cohen.
[The prepared written statement of Dr. Cohen follows:]
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TESTIMONY ON

MEDICAL EDUCATION FUNDING BY TilE MEDICARE PROGRAM

Good afternoon, Mr. Chairman and members of the Subcommittee. My name

Is Dr. Benjamin Cohen; I am an osteopathic physician and serve as Dean of the

University of Medicine and Dentistry of New Jersey/College of Osteopathic

Medicine. My statement to you today will reflect the perspective of the

American Arsocintion of Colleges or osleopathic Medicine and its member

colleges. We ere pleased to have this opportunity to provide the Subcommittee

with our view of the current medical education financing mechanism under

medicare.

As you may' know, the osteopathic profession practices medicine based on

significant components of primary care, health promotion, and disease prevention.

That holistic approach is reflected in the kind of health care services provided

by our physicians. Over 80 percent of the osteopathic medical profession are

engaged in the delivery of primary care services. More than half of the profession

provide health care services to communities: of less than 50,000 persons. The

osteopathic medical education process is an integral and vital part of our success

in delivering those valuable health care services.
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Both the model and the environment of osteopathic graduate medical education

vary significantly from those of allopathic medical education. Upon award

of the D.O. degree, osteopathic physicians must complete a one year, rotating

internship prior to any specialized residency training. That internship experience

most often occurs in small to moderate size community hospitals. Some of

the smadler facilities join to form consortiums in order to provide their Interns

with exposure to the full range of medical services. Finally, a significant portion

of our teaching physicians are private practitioners who volunteer their time

for teaching activities.

While osteopathic medical education makes an important contribution to this

profession's ability to respond to national health care needs, funding for that

education has grown increasingly prccarious. Our heavy reliance on graduate

medical education within the private sector of small, community hospitals meals

that more traditional sources of medical education support such as faculty runds,

endowment funds, and federal research dollars frequently are not available

to this profession. The historical recognition of medical education costs under

medicare has allowed our training programs to continue producing the kind

of practitioner most needed by this nation.

We were pleased when Congress took special care to continue recognition or

medical education expenses via medicare's pass through of direct medical

education costs and retention ol fn indirect 'medical education adjustment during

its development of the prospective payment system. As the full Senate

Committee on Finance articulated upon reporting out the PPS measure, medical

education costs "are legitimate expenses involved in the postgraduate medical
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education of physicians which the medicare program has historically recognized

as worthy of support under the reimbursement system."

Continuation of that federal reimbursement policy by Congress is invaluable.

Medicare reimbursement for the costs of graduate medical education has

contributed manifoldly towards the on-going development of quality,

hospital-trained physicians for this nation. For the osteopathic profe%sion,

that contribution has been particularly valuable. It has had a positive impact

on our ability to operate graduate medical education programs outside of the

large, tertiary care centers. It also has enabled us to continue to produce a

population of physicians which provide badly needed health care services, mostly

in the area of primary care.

However, the future of medical education is becoming increasingly vulnerable.

As hospitals seek ways to hold down costs and operate within the constraints

of IPS, increased sci utiny may be turned towards the fiscal viability of

maintaining hospital-based graduate medical education programs. Indeed, a

growing reluctance on the part of some for-profit hospitals to maintain medical

education programs has already been evidenced. We believe maintenance of

medicare reimbursement for medical education costs is essential.

More specifically, we support the continuation of the current medical education

financing mechanism under medicare during this period of time in which the

prospective payment system fully evolves. We do so for several reasons. In

the short-run, inclusion of osteopathic hospitals and their graduate medical

education programs under the new system has been brief. Many of our hospitals
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have participated for only a few months and any impact specific to medical

education is difficult, if not impossible, to discern at this point. In the long-run,

it will be several years until the current medicare reimbursement system,

as fully envisioned by Congress, is completely in place. On both measures,

Mr. Chairman, the data regarding the impact of PPS on medical education

simply is not yet in.

There exists another, perhaps more significant, reason for refraining from

making any immediate judgements or decisions regarding the financing of

medical education under medicare. To date, there is little information available

regarding the exact nature of indirect medical costs, teaching physicians,

and teaching hospitals. Collaborative efforts among those Individuals most

directly involved in medical education, Congress, and the Administration could

contribute significantly to that body of knowledge. For that reason, this hearing

is a useful forum and we are grateful to the Subcommittee for recognizing

its importance.

As you undoubtedly are aware, several other efforts have been initiated to

address this need. The Health Care Financing Administration has been working

for several years to issue regulations regarding the reimbursement of physicians

in teaching hospitals. Difficulty in defining medical education items and clearly

delineating those from health care delivery items has contributed to the delay

in promulgating the regulations. In addition, the Office of the Secretary,

Department of Health and Human Services has begun a four year study of

the financing of graduate riedical education. Two years of that study remain.
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Clearly, much of the information needed to review the impact of current medical

education reimbursement policy as well as the level of that reimbursement

currently is being accrued. We believe that any programmatic change in

medicare reimbursement for medical education should wait until all of the

facts are in. Only then can such policy be reviewed and shaped in a

comprehensive and deliberate manner.

We have a more immediate concern as well. We caution against reducing current

reimbursement levels provided through the indirect medical education

adjustment. For the osteopathic medical education community, in which medical

training occurs through a network of small to moderate community hospitals,

any precipitous retrenchment in that adjustment would jeopardize seriously

our ability to continue producing the very kind of practitioner most needed.

On a more long-term basis, we believe that federal policy regarding

reimbursement for medical education costs under medicare will affect the

nature of health care delivery. It is clear that the federal government has

the potential to exert a powerful influence on the development and utilization

of specific, high-priority products through such mechanisms as federal

reimbursement policy. The continued need for primary care providers, in a

cost-conscious environment, is evident. We believe the federal government's

impact on graduate medical education, through reimbursement policy, could

contribute towards responding to that need.

Further, it is apparent to everyone tlit the traditional scenario for hospital

care is undergoing rapid change. We are viewing a future hospital which is

slimmer and leaner and caring for a sicker patient. Concurrent to that vision
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is one in which many of the services traditionally provided in a hospital will

be provided in ambulatory care centers. Graduate medical education can,

and we believe should, play a vital role in preparing, future physicians to

participate in that new prototype of care. Again, we believe the federal

government's policy towards graduate medical education reimbursement could

affect that role in a very positive way.

Continuation of the current reimbursement policy ensures some level of positive

federal impact on training programs which respond to current national health

care priorities. In that limited way, medical education programs, such as those

conducted within the osteopathic profession, which are not frequently eligible

for other sources of funding yet provide the nation with a cadre of physicians

whose primary focus is the delivery of primary care services, are encouraged.

We urge the Subcommittee to regard the current funding mechanism and any

future policy change in light of their ;mpact on such graduate medical education

programs, with a view towards strengthening their potential to respond to

national health care needs.

Our conclusions for your consideration as you study the current medical education

reimbursement system under medicare are two-fold. First, we believe that

the current funding mechanism should remain in place until all of the information

needed to make policy recommendations is available. That recommendation

is inclusive of both general reimbursement policy and the specific level of

reimbursement provided through the indirect medical education adjustment.
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Second, we believe strongly that, through such reimbursement policy, the federal

govornmont can, and should, encourage the viability of systems in which

high-priority resources are developed. We believe particular attention should

be focused on teaching programs, such as the ones within the osteopathic medical

education community, which rely heavily on a network of small, community

hospitals. The federal government, through such a focus, can help in providing

for the continuation of efforts to produce primary care practitioners and to

provide health care in rural and underserved areas.

We are cognizant of the fiscal constraints within which the federal government

and, indeed, all health care providers must operate. We recognize the necessity

of controlling health care costs and pledge our cooperation in that effort. The

osteopathic medical education community stands ready to assist Congress and

the Administration during their efforts to ensure that federal health dollars

are used to respond, in the most effective manner possible, to the health care

needs and priorities facing us today. Thank you.
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SUMMARY

This testimony reflects the perspective of the American Association of Colleges
of Osteopathic Medicine and its member colleges. The osteopathic profession brings
an important view to health care; its medical education and practice stress primary
care, health promotion, and disease prevention. Over 80 percent of the osteopathic
medical profession are engaged in the delivery of primary care services. More than
half of the profession provide health care services to communities of less than 50,000
persons.

The historical recognition of medical education costs under medicare has contributed
significantly to the development of a strong, qualified cadre of hospital-trained
physicians in this nation. For the osteopathic medical education community in
particular, because of its extensive reliance on training in small to moderate
community hospitals, that reimbursement policy has been invaluable in our efforts
to train significant numbers of primary care practitioners. Therefore, this profession
was pleased that Congress chose to continue medicare recognition of medical
education costs inder prospective payment. We support the continuation of that
reimbursement policy for the future.

Important information, vital to any policy recommendations regarding the current
medical education finiocing mechanism under medicare, is not yet available. The
period of time in which hospitals have operated under the new prospective payment
system has been brief. It will be several years yet before the system is fully
implemented. Further, while several efforts to define more specifically the
parameters of graduate medical education have been initiated, that work is still
underway. Consequently, we believe that any programmatic change in medicare
reimbursement for medical education costs and any change in the levels of that
reimbursement should wait until all pertinent information is available.

Finally, the osteopathic .medical education community recognizes the potential for
the federal government through such mechanisms as reimbursement policy, to
encourage the development of specific, high-priority health care products. We urge
the Subcommittee to regard both the current medical education financing mechanism
and any future policy recommendations in light of their response to a changing health
care scenario. There is an on-going need to develop a strong cadre of primary care
practitioners as well as a cadre of physicians adept in providing services in such
new health care environments as ambulatory care centers. We believe the federal
government could, and should, make a positive impact on the medical education
community's ability to respond to those needs through its medical education
reimbursement policy.
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STATEMENT OF DR. LOUISE FITZPATRICK, DEAN OF THE
SCHOOL OF NURSING, VILLANOVA UNIVERSITY, VILLANOVA,
PA, ON BEHALF OF THE NATIONAL LEAGUE FOR NURSING

Senator DURENBERGER. Dr. Fitzpatrick.
Dr. FiTZPATRICK. Thank you, Mr. Chairman.
I am Louise Fitzpatrick, dean of the college of nursing at Villa-

nova University, and I am speaking today on behalf of the Nation-
al League for Nursing and the American Nurses Association.

The National League for Nursing is a nationally recognized ac-
crediting body for nursing education and the American Nurses As-
sociation represents registered nurses through constituent State
nurses associations.

With me is Ms. Sally Soloman from the National League for
Nursing staff.

We appreciate the opportunity to present our views on the sub-
ject of Medicare's role in the financing of nursing education. As I
am sure you know, members of both organizations have a strong
interest in maintaining high standards of nursing education so that
patients, many of whom are Medicare recipients, can receive the
best nursing care possible.

Mr. Chairman, in the interest of time, I will present some salient
features of our testimony, which has been submitted.

Since the enactment of Medicare 20 years ago, there has been a
shift in nursing education programs which makes it necessary to
reevaluate Medicare's policy on funding nursing education. In 1965,
with the majority of nursing education programs being hospital-
based, it was understandable that most of Medicare funds for nurs-
ing education went to these programs. However, between 1964 and
1983, the number of hospital-based programs has dropped more
than 50 percent, while the number of nursing programs located in
institutions of higher education has nearly tripled.

Today, students from basic nursing programs, located in institu-
tions of higher education, comprise over two-thirds of all nursing
graduations in contrast to the much smaller percentage that they
represented 20 years ago. In addition, the number of masters nurs-
ing programs has increased from 56 in 1965 to 154 in 1983.

Despite these trends, the majority of Medicare funds for nursing
education continues to be allocated to hospital-based programs.
This is evidenced by HCFA's most recent statistics, which indicate
that for 1979 Medicare spent approximately $135 million on nurs-
ing education, the majority of which went to hospital-based pro-
grams.

The allocation of Medicare dollars to finance nursing education
does not accurately correspond to the distribution of the nursing
student population. For nursing schools located in institutions of
higher education, the greater fiscal pressure the hospitals are expe-
riencing as a result of prospective payment systems has been a
source of some concern. There has been discussions that schools
might be billed for each nursing student that uses a hospital's clini-
cal facility.

I know from firsthand experience and recent experience that
nursing schools in the Philadelphia area were threatened by one
hospital with a $100 charge per student for fall 1984, despite the
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fact that the nursing schools place their own faculty in these facili-
ties to provide instruction, using very low faculty-student ratios of
approximately 1 instructor per 8 students, and to say nothing of
the contributions which both students and faculty make to improv-
ing the quality of nursing care in the institution and to the devel-
opment of the institution s nursing staff. . ..

Although this $100 charge has been suspended for the time
being, or at least until December, it left many concerns within the
nursing community. If nursing schools are charged these fees, the
extra financial burden will either force schools to close or to pass
the cost along to the student in the form of higher tuition or fees
which would certainly be a deterrent to student recruitment.

To our knowledge, there is no comparable movement afoot to
charge undergraduate medical students in order to recover the
clinical costs of medical education. The recent passage of a prospec-
tive payment system has raised questions regarding what should be
recognized as direct educational costs for joint educational pro-
grams. By this I mean when a hospital is used as a clinical site for
a nursing program, which is operated and financed by an institu-
tion of higher education.

Clarification is definitely needed regarding the definition and in-
terpretation of these costs. This is closely linked with a second
problem-lack of essential data. Estimates of direct nursing educa-
tion costs are lacking for both individual hospitals and on a nation-
al basis.

Because we are so aware of this lack of data, the National
League for Nursing is currently organizing a nationwide survey,
the results of which we hope will help to identify more precisely
the existing ways of recognizing and handling direct nursing educa-
tional costs.

Once these data are collected, we will probably be in a better po-
sition to understand the allocation of funds for nursing education,
including those for Medicare. And we certainly will be pleased to
share these data with you and your staff.

A final point to be clarified is the distinction that must be made
between medical and nursing education programs as far as Medi-
care reimbursement is concerned. Interns and residents are gradu-
ate physicians and are employed and salaried by the hospital,
whereas nursing students are undergraduates in large measure,
and in addition, graduate students, who are in place in hospitals as
part of their clinical practice for learning and for which they pay
tuition.

Finally, although most of Medicare's funding for nursing educa-
tion falls under direct costs, we also have some concerns about the
prospective payment system's indirect adjustment for teaching hos-
pitals. This proxy for higher costs associated with academic institu-
tions is based on graduate medical positions and does not take into
account the provision of clinical experience for nursing education
programs. Hospitals without interns and residents, but with several
nursing schools using their facilities for clinical placements, do not
recover the indirect teaching cost of the nursing education pro-
gram.

In summary, we consider Medicare funding for nursing education
to be important, but the current methodology used to allocate the
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Medicare dollars does not accurately reflect the changing trends in
nursing education.

This, ends my testimony, but we would be happy to answer any
questions.

Senator DURENBERGER. Thank you.
[The prepared written statement of Dr. Fitzpatrick follows:]

41-175 0 - 85 - 11
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Subcommittee on Health

October 1, 1984

1. Changing Trends in Medicare and Nursing Education
Medicare policy for funding nursing education needs to reflect more
accurately the shift in nursing education whereby the majority of the
nation's nursing programs are located in institutions of higher educa-
tion, as opposed to 20 years ago, when they were mostly hospital-based
diploma programs.

It. Tne Impact of Cutbacks on Nursing Education
In an era when hospitals are under greater fiscal pressure, nursing
programs located within institutions of higher education are concerned
that hospitals, where their students are placed for the clinical portion
of their education, will charge the schools a fee for each student in
order to generate revenues. This would place an unnecessary burden on
nursing schools and nursing students, many of whom are already finding
it difficult to make financial ends meet.

1I1. Need for Policy Clarification and Additional Data
Passage of the prospective payment system has raised questions as to
what should be recognized as allowable direct nursing educational costs.
Clarification is needed regarding the definition and interpretation of
these costs. There is also a need for more data regarding these costs
on behalf of individual providers and the federal government. The
effect of a direct pass-throuqh or any other financing mechanism cannot
be assumed to be the same for both medical education and nursing
education.

IV. Hospital-Based Nursing Programs
Hospital-based nursing education programs, which are highly dependent
upon Medicare funding, are concerned that their educational costs might
not be fully recognized either through the direct pass-through or
indirect adjustment under prospective payment. The growth of
single-purpose degree granting institutions has also raised questions
regarding allowable direct educational costs.

V. Indirect Costs
This proxy for the higher costs associated with academic teaching
institutions is based on graduate medical positions and does not take
into account the provision of clinical experiences for nursing
educational programs.
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We appreciate the opportunity to present our views on the subject of

Medicare's role in the financing of nursing education. Members of both

organizations have a strong interest in maintaining high standards of nursing

education so that patients, many of whom are Medicare recipients, can receive

the best nursing care.

CHANGING TRENDS IN MEDICARE AND NURSING EDUCATION

Since Medicare was first enacted in 1965, the health care system has

witnessed significant changes. One major area of change has been in the

assumptions underlying the use of federal funds to finance education for

health care professionals. In the sixties, the shortage of physicians and

nurses was, in oart, the rationale behind Medicare's commitment to providing

its share of funding for health professionals' education. The federal

government also made its contribution through generous funding for training of

health care professionals under the Public Health Service Act.

Today, mostly due to the allocation of federal monies, the shortage

of physicians and nurses has abated. Nonetheless, because of Medicare's

interest in maintaining an adequately prepared cadre of health care

professionals and its recognition of the absence of community resources to

meet these needs, Medicare continues to contribute a certain amount of money

to the financing of health professionals' education throuqh its payment for

servi ces.

Regarding these educational costs, it was the original intent of

Medicare that the burden for educating health professionals be borne as much

as possible by the community and not by patient care dollars. However, since

in most cases the community has not assumed this responsibility, Medicare has
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agreed to pay its share of the cost of educational programs in provider

institutions.

The Medicare cost reimbursement system requires that reimbursement

can be made only for education occurring in hospital settings. As a result,

most of the costs of hospital-based nursing education programs are reflected

in the hospital cost report, while the allowable costs of nursing education

programs operated outside of hospitals are limited to the cost of the clinical

component.

As you know, in 1983 Congress enacted the prospective payment system

which replaced Medicare's cost-based reimbursement system previously in

effect. The result of this new system is to provide hospitals with a fixed

price for in-patient services according to diagnoses and a separate cost-based

payment for education and capital expenses. For nursing, this has raised two

important questions: 1) Does the definition of direct educational costs

sufficiently recognize all of the direct costs of nursing programs in he

clinical setting? 2) Do the ORG rates adequately cover the indirect costs of

nursing education?

Assumptions underlying the allocation of Medicare funds for nursing

education have been based on the universe of nursing education programs at the

time when Medicare was first enacted--20 years ago. Since then, nursing

education has undergone dramatic changes and the Medicare program has

undergone significant changes as well.

For example, 20 years ago the majority of the nation's nursing

schools were hospital-based diploma programs. Hence, it was appropriate at

that time that the majority of funds for financing nursing education be
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allocated to programs with the largest proportion of nursing students--namely,

diploma programs. This trend Jf allocating the majority of Medicare's funds

for nursing education to diploma schools has continued today. The Health Care

Financing Administration's (HOCA's) most recent statistics indicate that for

1979, allowable nursing education costs were approximately $350 million for

all providers participating in Medicare. Assuming an average 38% Medicare

hospital utilization rate, Medicare's share of the cost of nursing education

was estimated at $133 million, the majority of which went to diploma programs.

However, since 1965, the focus of nursing education has shifted from

hospital-based diploma programs to institutions of higher education. The

number of diploma programs nas dropped more than 50%--from 813 to 281, while

the number of nursing programs located in institutions of higher education has

increased from 369 to 1,185 (421 baccalaureate and 764 associate degree

programs). The shift in the locus of nursing education programs is

accentuated by the proliferation of nursing programs and the more than

doubling of the number of graduates from basic nursing programs. (See

Appendix.)

The demand for colleg?-based nursing education can also be attributed

to the growing number of diploma graduates who are returning to school for a

baccalaureate degree in nursing. In addition, over the past 20 years, there

has been a large increase in the number of master's nursing programs (56 in

1965 compared with 154 in 1983).

With the huge increase in the number of students in nursing programs

located in institutions of higher education, Medicare dollars do not reflect

the developments in nursing education.
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THE IMPACT OF OJTBACKS ON NURSING EDUCATION

Under the prospective payment system, the pressure on hospital

budgets has greatly intensified. This has coincided with, and in part has

been a result of, a 6.3% drop in national hospital occupancy rates and a

decrease in the average length of stay for Medicare hospitals from 9.5 days to

7.5 days since October 1983. With hospitals bringing in fewer patient care

dollars, there is growing pressure to save money and generate revenues in

whatever way they can.

As a result, many of the nation's nursing programs located in

Institutions of higher education are faced with the possibility of being

billed for each nursing student that uses a hospital's clinical facilities.

Already, nursing schools in Philadelphia were threatened by one hospital with

a $100 charge per student for fall 1984. Although the charge has been

suspended, it raised many concerns within the nursing community. If nursing

schools are charged these fees, the extra financial burden will either force

schools to close or to pass the costs along to the student in the form of

higher tuition or fees. Many nursing schools already operate under severe

budget cuts and decreased federal funding. Adding this cost would not only be

a huge financial burden, but would also be a deterrent in tenns of student

recruitment and enrollments. To our knowledge, there is no comparable

movement afoot to charge undergraduate medical students in order to recover

the clinical costs of medical education.

NEED FOR POLICY CLARIFICATION AND ADDITIONAL DATA

Passage of the prospective payment system has raised questions

throughout the nursing community as to what should be recognized as allowable
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direct educational costs for joint educational programs (i.e., when a hospital

is used as a clinical site for a nursing program operated fully or in part by

an institution of higher education). However, controversies in this area are

not new. In the past, the Provider Reimbursement Review Board (PRRB) held

that many of the costs associated with joint educational programs should be

allowed because the provider is engaging in an educational activity in line

with Medicare regulations and the programs enhance the quality of care in the

hospital.

On the other hand, the Conmissloner of Social Security and the

Administrator of HOA have argued that these costs should not be allowed.

They stated that it was not the legislative nor regulatory intent of Medicare

to pay for educational programs, except when the provider is the "legal

operator* of the program.

In a landmark case (St. John's Hickey Memorial Hospital, Inc. vs

Califano), the Seventh Circuit Court of Appeals sided with the PRRB and

subsequently many of the clinical costs which are part of joint educational

programs are now recognized by Medicare.

Given that these costs are allowed, there has not oeen consistency

among nurse educators, hospital administrators, and intermediaries in defining

what they should comprise. For example, one hospital that associated with the

nursing programs of two educational institutions was able to include in

allowable costs the net cost of maintaining a dormitory for the nursing

students. In another case, payments by a hospital to a junior college for the

support of a nursing education program were not allowed, even though it was

operated by and under the control of the same organization. There must be

clarification regarding the definition of allowable direct nursing education

costs for joint educational programs.
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The need for clarification Is closely linked with a second problem--

- lack of essential data. Estimates of direct nursing educational costs are

lacking for both individual hospitals and for national aggregates. For

example, hospitals have not been in the practice of itemizing the Medicare

costs for each of the nursing schools that use the hospital for clinical

placements. Nor do hospitals routinely estimate the percentage of the nursing

staff 's time, salaries and budgets that are indirectly allocated to nursing

educational costs in either working with or arranging for nursing students.

In one hospital study, these unaccounted costs totaled over $2 million.

When fiqures are available (such as the estimate that for 1979

Medicare spent nearly $135 million for nursing education), their accuracy must

be questioned due to the different interpretations of cost reporting practices

and the variations in what is ultimately defined as allowable. This could

result in an underestimate of the nursing educational costs under Medicare.

NLN is currently organizing a nationwide survey, the results of which

will help to identify more precisely the existing ways of recognizing and

handling the direct nursing educational costs. Once these initial data are

collected, we will be in a better position to understand the allocation of

funds for nursing education, including those from Medicare. We will be

pleased to share these data with you and your staff.

One final point requiring clarification is the distinction that must

be made between medical and nursing educational programs insofar as Medicare

reimbursement is concerned. Medical interns and residents are qraduate

physicians, salaried by the hospital for the? services they provide as part of

their training. In contrast, nursing students are placed in hospitals for the

clinical component of their undergraduate education and their clinical
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experience is geared primarily towards learning and not towards providing

services for the hospitals. Undergraduate medical education also differs from

nursing in that for the most part, medical education programs follow one

general model and confer the same degree. In contrast, preparation for

nursing education can be obtained through several routes, differing in length

and setting.

Hence, the effect on nursing education of a diFect pass-through, or

of any other financing mechanism, cannot be assumed to be the same as that on

medical education. Nor can the impact be assumed to be the same for each type

of nursing program because of the wide variation in the relationships between

nursing educational institutions and the hospitals which serve as Medicare

providers.

HOSPITAL-BASED NURSING PROGRAMS

The survival of hospital-based nursing educational programs is highly

dependent on Medicare dollars. The fiscal restraints that hospitals are

experiencing has also had an impact on these programs
V

Under prospective payment, directors of hospital-based nursing

programs are concerned that their educational costs might not be fully

recognized either through the direct pass-through or the indirect adjustment.

Additionally, most of the costs related to the clinical portion of a

hospital-based nursing program are recovered by the department where the

nurses received their clinical experiences, rather than in the nursing school

cost center. Hence, the costs of these students' education are not identified

as educational costs for the nursing school, but as part of the hospital's

budget for each department.
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For hospitals, the interpretations of the hospital-based cost report

instructions vary widely with respect to the allocation of educational costs.

As a result, providers and intermediaries view nursing educational costs in

different ways and the inconsistent treatment of the costs incuded in the

nursing school cost center makes it difficult to compare data.

Finally, with changing trends in nursing education, a number of

hospital-based programs are. contracting with institutions of higher education

to become single-purpose degree granting institutions that confer associate

and/or baccalaureate degrees. The rapidly increasing number of these programs

has raised questions regarding the reimbursement of direct costs. There is

concern as to whether Medicare will reimburse hospitals for the clinical

experiences of these students. Recently, a nursing program under the auspices

of both a liberal arts college and a hospital arranged that the salaries for

the nursing faculty and their support staff be considered a direct nursing

educational cost, and thereby receive Medicare reimbursement on a pass-through

basis. However, this case is not necessarily typical. There are other

arrangements where educational costs have been disallowed.

INDIRECT COSTS

Iost of nursing education funding under Medicare is via the direct

pass-through. Some of the other costs fall under the indirect adjustment,

which is a proxy for the higher costs associated with academic teaching

facilities. The indirect adjustment, based on a ratio of the number of

interns and residents to hospital beds, is intended to cover the extra costs

of other health professions' education, such as nursing, physical therapy,'

dietary and radiology technicians; academic teaching hospitals; and the more

severely ill patient mix typically found in teaching hospitals.
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Insofar as the indirect adjustment is based on graduate medical

education positions, it does not take into account the impact of nursing

education programs. There is hardly any correlation between the number of

nursing students placed in a hospital and the number of interns and residents

in the same institution. For example, a large metropolitan hospital in New

York City is affiliated with a medical school and has as many as 500 nursing

students using its facilities. The indirect costs of this nursing program are

covered under the indirect medical expenses. In contrast, many hospitals in

one rural southwestern state offer clinical placements for at least three

nursing programs, as well as programs for other health professionals, while

having no formal affiliation with the state's only medical school. These

hospitals have no way of recovering the indirect costs of the nursing

education programs. In fact, there is very little data which identify the

indirect costs for nursng education, or for any of the other allied health

professionals.

SUMWFiY

In summary, Medicare funding for nursing education does not accurately

reflect the changing trends in nursing education since the enactment of

Medicare 20 years ago. There is need for clarification regarding the direct

pass-through for joint educational nursing programs and need for an objective

approach in dealing with all types of nursing educational programs. Especially

in light of current cost containment efforts under prospective payment, more

extensive data collection on behalf of both individual providers and HCA will

be essential.

On behalf of the NLN and the ANA, we thank the committee for allowing

us to present our views. The nursing community is willing to assist your

con nittee in any way we can.
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APPENDIX

BASIC RN EDUCATIONAL PROGRAMS AND GRADUATES

1964-65 and 1982-83

1964-65

Number of Programs 1,182

Number of Graduates: Total

Baccalaureate

Associate Degree

Diploma

1982-83

1,466

34,497

5,376

2,510

26,611

77,408

23,855

41,849

11,704
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Senator DURENBERGER. Did I hear you say that nursing students
are in the hospital setting as part of their education, and don't pro-
vide services while they are there? Is that accurate?

Dr. FITZPATRICK. Partially.
Senator DURENBERGER. Tell us what they do.
Dr. FITZPATRICK. Nursing students who come from collegiate pro-

grams are placed in the hospital for clinical practice. In f,9ct, they
are there for a short number of hours. They are using th,. environ-
ment as a setting to apply theoretical knowledge learned in the
classroom. And it is through the vehicle of patient care. Perhaps 75
percent of that practice time is through the vehicle of patient care.

Senator DURENBERGER. Seventy-five percent of it is-I'm wonder-
ing what benefit the hospital gets from the presence of these stu-
dents.

Dr. FITZPATRICK. I believe, Mr. Chairman, that it does have an
impact on their staffing, although we do not have the data to sup-
port this. It is my observation that staffing patterns do change
when students are in an institution. In fact, staff may be pulled off
units for inservice education activities. There may be changes in
staffing patterns on days when students are present and caring for
patients as part of their education.

Senator DURENBERGER. To carry that one step further, the indi-
rect medical education adjustment we created to deal with the
added costs that might be incurred during graduate education of
physicians wasn't created to address the extra costs of other educa-
tion programs. But you raised a point in your testimony and that is
to what extent the indirect costs of other educational programs are
covered in some way by this adjustment. Can you give me any ex-
amples of indirect costs associated with nursing education?

Dr. FITZPATRICK. The one that comes to mind immediately is per-
haps the use of space for conferencing students within the hospital
facility while students are there for clinical practica. The other one
that possibly could be considered is the time spent by hospital staff
in coordinating and assigning various schools to units within the
hospital for the purpose of student education.

However, we believe that this is offset by the contributions that
the students and the faculty are making while they are in the facil-
ity. And we have never attached a cost to this or a pricetag to it.
Certain kinds of consultation are being delivered free from the fac-
ulty. And as I said, the students are paying tuition to the universi-
ties for the opportunity to study.

Senator DURENBERGER. Dr. Cohen, let me revisit your bottom
line for the colleges of osteopathic medicine. I heard you say that
osteopathy has a very substantial contribution to make in this
country. That it is part of-what I noted here, and I don't know
whether you actually said it but there is a shifting to primary care,
ambulatory settings, that sort of thing. And yet you said, "Don't
touch the system the way it is now until you have something better
to replace it with." And my impression of the current system is
that it is going to continue to produce what it is producing right
now. And that the only way it's going to produce more primary
care professionals and some of these other things that you may
think we need is if the public health service has specific programs
or they are pushed in some way.
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Why would you want to maintain a reimbursement system that
continued that kind of emphasis on specialization in medicine?

Dr. COHEN. Mr. Chairman, as you said, I recommended keeping
that system until the facts are in because I would be afraid to
throw the baby out with the bath water. I think that that system
certainly has produced for us, a quality educational system that is
without peer in the world.

What I think is going to evolve in the last part of this decade
and perhaps in the early part of the next decade, is that competi-
tion and the competitive forces will prove part of the case that you
can practice good medicine in a setting where the morbidity and
mortality isn t any worse than in the traditional settings. I think
under such a system you are going to find that much health care
in America can be done in ambulatory settings. We are already
moving that way. I don't know of a hospital or an area that hasn t
set up outpatient surgical care centers and various ambulatory
services.

Some centers admittedly are fostered by profit. On the other
hand, I think it has awakened all of us to the fact that good medi-
cine can be practiced in an area outside of the hospital. I think
that all of medicine will look at this and eventually lean toward
greater programming outside of the hospital. What concerns me is
that under the current reimbursement we have no real mecha-
nisms for funding medical education under those circumstances.
And what I humbly suggested is that when changes are made in
the future, as I am sure that they will be, that some change should
be made in that direction. I think this country needs more primary
care practitioners who are trained in ambulatory settings rather
than in tertiary care. All do not have to be trained in the most ex-
pensive type of medicine.

I certainly think there is a need to continue those tertiary cen-
ters.

Senator DURENBERGER. All right.
Dr. Chapman, let me ask you, especially with your Vanderbilt

hat on, to try to address the same kind of question that I raised,
and I raised it in a different form in the last question to the previ-
ous panel: Aren't we educating too much perhaps? And now asking
it in a sort of a different sense. Isn't there a different demand out
there?

And I don't know where your students are going down there, but
I do know that in that part of the country there is an awful lot of
competition. I'm curious to know your personal views about Wheth-
er or not medical education is keeping up, that is, the educational
institutions. What they are demanding of their students and what
they are pumping into them, and the product they are turning out
at the end. Is that still relevant to what you see out in the practice
of medicine the way it is being practiced in your particular area?

Dr. CHAPMAN. Senator, I believe, if I might interpret your ques-
tion, it's three questions. What are we doing to change circum-
stances in a meaningful way that's positive and that we can
manage? Second, what are we doing internal to the individual
schools that determine that we are at the leading edge of what
physicians must know? And, finally, how are we determining that
so that we don't carry forward that which is not needed?
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Senator DURENBERGER. Extremely well put. I hope somebody
made notes on that. [Laughter.]

Dr. CHAPMAN. Well, that was the subject of a faculty meeting.
[Laughter.]

I may just provide you the comments of the faculty meeting. It is
a serious problem for we have a marvelous way of carrying forward
that of the past not needed in the present. The comments earlier
that you made and that were responded to by the administrative
representatives are relevant here.

I can tell you what we are doing. We have a regular program
that is the core program of the institution. Most but not all faculty
agree that this is what the students should carry forward with
them. We have an experimental program. An experimental pro-
gram is here today and it can be gone tomorrow if it is unsuccess-
ful in the eyes, as in our case, of a committee of the faculty.

We have an innovative part to the program. And innovative part
such that the innovative program is different from the experimen-
tal. The innovative program has been through experimental and is
new. If we put something in the innovative program we have got to
find something in the regular program that can be reduced at least
somewhat. And that is where the cheese begins to bind. Medical
schools use money and time in the curriculum as the coins of the
realm.

When one cuts into the regular program, one is cutting into a set
of circumstances important to an individual faculty member.

Now expressly to respond to your question-are we addressing
enough or are we addressing it properly when some feel it's too
much. I think we are. There is more going on right now in medical
education in the review of curriculum and in the review of what is
necessary to be a physician today that I have ever seen in some 23
years as one form of dean or another.

Senator DURENBERGER. Describe that, if you can, briefly for me.
And also the role that physicians are playing in that outside of the
medical faculties.

Dr. CHAPMAN. As recently, I think, as last week or in the preced-
ing 2 or so weeks, a study was released by the Association of Amer-
ican Medical Colleges, known as GPEP [graduate and professional
education of physicians.] This was the result of a long-term review
by medical educators and faculties as to what is the substance of
medical education and how to go about refining that substance so
it fits better.

Every medical school in the country will be looking at this as it
relates to each. As soon as, I think, Wednesday or Thursday of this
week, the southern deans are meeting in Houston to examine what
is it in that program that is relevant to us and what do we have
that is not relevant to it. I think the fundamental principle that
the program of the school is the function of its faculty is valid. I
think there is more going on right now in medical education in re-
lationship to what is appropriate, what is inappropriate, what is
too much and what is not enough that I have seen previously.

Senator DURENBERGER. Is it going on all over the country or is it
the southern deans or what is it?

Dr. CHAPMAN. Well, we don't plan to secede.
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Senator DURENBERGER. Well, it might be a good idea if you did.
[Laughter.]

You are probably going to put a lot of the rest of those schools
out of business.

Dr. CHAPMAN. This is going on all over the country. The deans
meeting of the group in the South is simply upcoming, and most
immediately adjacent to the rolease of the study.

This is going on nationwide. The experiments at Harvard with
reference to the 25 students in their special programs. The experi-
ence at Hopkins. Duke's experience. Stanford's experience. Those
are all progranis that have the rest of us intensely interested.

There is another factor and that's the students. Students are
paying a good bit now to go to medical school, as we have learned.
They are becoming rather discriminating in what they get when
they go. Back in the early part of this century when I went to med-
ical school, one was like another. But that isn't the case now.

Senator DURENBERGER. Can you describe for me, before you
finish, the AMA's role in the accreditation process for medical
schools and all that as it relates to what you have been testifying
to?

Dr. CHAPMAN. Yes. Accreditation of a medical school is a volun-
tary act on the part of the school. The school invites review. The
accreditation or the accrediting agency for undergraduate medical
education is the LCME, [Liaison Committee on Medication Educa-
tion.] It is liaison because it is a combined group of AAMC repre-
sentatives and AMA representatives. That group meets to review
the reports of on site examination of the program, students, and
faculty of every medical school in the country on a periodic basis.

The reports of the site visitors are reviewed by the LCME. The
LCME takes action to provide accreditation for a particular period
of time. The maximum period is 10 years. The minimum period is a
matter of weeks or months.

Senator DURENBERGER. Well, we are going to have to keep
moving. I just want to indicate to all of you and the associations
that you represent that we need you a lot for the next hearing.
Each of you comes from a slightly different perspective here, but
you are the consumers of the products of these institutions that we

ave been talking about, and you are also the people that the
American people are looking to to satisfy their particular needs. So
when we get to viewing this system from the standpoint of what
the consumer needs and is getting, we are going to need to hear
from all of you again.

So I appreciate very much the help you have been to us today,
and look forward to your testimony the next time.

Thank you very much.
Senator DURENBERGER. The final panel consists of: David L. Ever-

hart, president, Northwestern Memorial Hospital, Chicago, IL, on
behalf of the American Hospital Association; and Richard J. Minor,
president of the Grandview Hospital of Dayton, OP., on behalf of
the American Osteopathic Hospital Association.

Gentlemen, I thank you for your patience.
I now have both of your statements in hand. I have had a chance

to read Dave's, but I guess, Bob, yours got in late or something and
I didn't have a chance to read it. But both of the written state-
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ments will be made part of the record. You may proceed to summa-
rize them in any way, including, since you have been here for the
last 2 hours and 20 minutes, any specific comments you may want
to have from your own particular view, looking at it from the users
of some part of this system. You may react to some of the questions
that I have raised or some of the comments that have been made
by some of the previous witnesses.

And, Dave, let me say your reputation has preceded you for some
reason around here. And we are looking forward to great things
from you in your 10-minute presentation.

STATEMENT OF DAVID L. EVERHART, PRESIDENT, NORTHWEST.
ERN MEMORIAL HOSPITAL, CHICAGO, IL, ON BEHALF OF THE
AMERICAN HOSPITAL ASSOCIATION, WASHINGTON, DC
Mr. EVERHART. Well, thank you, Mr. Chairman. I'm Dave Ever-

hart, president of the Northwestern Memorial Hospital. It is a 950-
bed teaching hospital in Chicago, IL. Parenthetically, the purveyor
of medical care services to the Chicago Cubs. I thought I would
throw that in.

I'm pleased to be here this afternoon on behalf of the American
Hospital Association to present its views on the financing of gradu-
ate medical education.

And with your permission, I am going to shorten this presenta-
tion somewhat in the event you might have some questions you
would like to throw at me

Senator DURENBERGER. i ou are the one that gave me the notion
here that it's important to recognize that the costs of training are
absorbed not by the communities in which they eventually are lo-
cated, but by communities and institutions where the physicians
train.

Mr. 9VERHART. Right.
Senator DURENBERGER. Can you start right with that?
Mr. EVERHART. Why don't I just give you my formal presenta-

tion?
Senator DURENBERGER. All right.
Mr. EVERHART. They paid me to come from Chicago to do that.

[Laughter.]
Paid my expenses, excuse me. [Laughter.]
Actually, they may not do that after this performance.
Senator DURENBERGER. But they will get you back in time for the

game tomorrow.
Mr. EVERHART. Right. Absolutely.
In economic terms, graduate medical education is a hospital

product, along with patient care. In practical terms, it's difficult to
differentiate between those costs associated with education and
those costs associated with patient care.

Medical education makes a substantial contribution both to pa-
tients treated in teaching hospitals and, obviously, to society. Be-
cause of their traditional educational mission, teaching hospitals
have access to the most recent medical knowledge and technology,
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and to the broadest array of medical specialists. Consequently,
teaching hospitals have become institutions to which the most se-
verely ill patients and those with the most baffling conditions are
referred.

Many of the most significant advances in medical practice and
technology can be traced to teaching hospitals. Moreover, teaching
institutions are the primary facilities where physicians who even-
tually practice in communities of other hospitals across the country
receive their most intensive clinical training.

It's too soon to determine if the policies adopted by Congress in
1983 will appropriately compensate for the cost of graduate medi-
cal education in the more complex and severely ill case mix of
teaching hospitals. Because many teaching hospitals have been op-
erating under the DRG system for less than 3 months, they have
not been able to assess the financial impact of the new system on
their institutions.'

While it appears that current policies are working reasonably
well at this preliminary stage, several problems have surfaced that
are outlined in our written statement.

The AAHA believes Medicaie payment policies for the cost of
graduate medical education should be guided by several basic prin-
ciples. First, Medicare, as any other payer, should pay its propor-
tionate share of both direct and indirect cost of medical education.
Unless Medicare and the other payers recognize this responsibility,
teaching hospitals will not be able to compete effectively in an in-
creasingly competitive market. In fulfilling this responsibility, it
must be recognized this contribution will be vital in determining
the overall level of support for medical education in this country.

Second, Medicare policy should recognize the value of medical
education to patients, Medicare beneficiaries and the public at
large. Failure to adequately support these institutions will serious-
lyjeopardize continued progress in medical science and practice.

Third, Medicare policies should recognize that at least some of
the costs associated with graduate medical education cannot be
easily identified. Every effort should be made to more adequately
account for the real differences in hospital case mix in refining the
DRG system.

And, fourth, Medicare policy should not produce unfair shifts in
the distribution of revenues among hospitals. While some realloca-
ticn may be appropriate, it should reflect differences in efficiency
;ind not differences in the types of patients treated in different hos-
pitals. Major reallocations are likely to be the result of imperfect

nowledge or data. d will be highly unstable as the quality of
data improves.

Mr. Chairman, hospitals with graduate medical education pro-
grams play a pivotal role in the training of physicians and in ex-
ploring the frontiers of medical research. Moreover, these institu-
tions provide highly sophisticated health care services. Providing
proper planning and financing for graduate medical education is
crucial to maintaining the highest quality health care in this
Nation.

We look forward to working with you and with the subcommittee
in developing a fair and equitable policy that addresses these
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issues. Obviously, I would be glad to try to answer some of your
questions.

Senator DURENBERGER. Thank you very much.
[The prepared written statement of Mr. Everhart follows:]
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SU4ARY

Though one of the primary purposes of teaching hospitals is to train
physicians, these institutions also play other important roles in the health
care delivery system, serving as referral and tertiary care centers in which
the most difficult medical cases and most severely ill patients are treated.
Therefore, costs in teaching hospitals are consistently higher than in their
non-teaching counterparts. Other reasons for higher costs associated with
these institutions include: the direct costs of educational programs; case-mix
differences not reflected in diagnosis-related groups (DRGs); the effect of
educational programs on length of stay and ancillary services utilization; and
the availability of highly specialized services not found in non-teaching
community hospitals.

A policy on Medicare payment for graduate medical education should be based on
four principles:

0 as any other payer, Medicare should contribute its proportionate
share of the costs of graduate medical education;

* Medicare should recognize the value of graduate medical education to
Medicare patients as well as to the public at large;

* Medicare should recognize that at least some of the costs associated
with graduate medical education cannot be identified; and

0 Medicare payment policies that recognize costs associated with
graduate medical education should not produce radical shifts in the
distribution of revenues among hospitals.

Policies that are not consistent with these principles could lead to
potentially serious reductions in the services that are available to patients,
Medicare beneficiaries, and the general public.

a
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INTRODUCTION

Mr. Chairman, I am David Everhart, president of the Northwestern Memorial

Hospital, a 947-bed teaching hospital in Chicago, Illinois, that is affiliated

with Northwestern University Medical School. I am pleased to be here on

behalf of the American Hospital Association (ARA) to present its views on

financing graduate medical education. The Association represents over 6,100

member hospitals and health care institutions, as well as more than 38,000

personal members.

The committee has indicated that it would like to address three issues:

0 the adequacy and appropriateness of Medicare's current payment

policies in regard to the recognition of graduate medical

education costs;

0 the potential, or actual, problems with and benefits of

Medicare's current policies; and

0 the objectives that should guide Medicare's policies on payment

for the costs of graduate medical education.

An understanding of the nature of graduate medical education costs is

essential if we are to properly address these issues. In economic terms,

graduate medical education is a hospital product, along with patient care. 'In

practical terms, it is difficult to differentiate between those costs
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associated with education an4 costs associated with patient care. Because

patient care and educational costs are inseparable, Medicare traditionally has

reimbursed for costs associated with graduate medical education as well as for

patient care costs. This policy is both a practical necessity and, more

important, appropriate from the perspective of the public interest. As we

move toward a fully implemented prospective pricing system, it will be

important that we not interrupt funding for educational activities, and

recognize that the Medicare payment system influences the determination of

appropriate levels of medical training.

CONTRIBUTION OF MEDICAL EDUCATION

Medical education makes a substantial contribution both to patients treated in

teaching hospitals and to society. Because of their educational mission,

teaching hospitals have access to the most recent medical knowledge and

technology and the broadest array of medical specialists. Consequently,

teaching hospitals have become institutions in which the most severely ill

patients, and to which the patients with the most baffling conditions are

referred. Many of the most significant advances in medical practice and

technology can be traced to teaching hospitals. Moreover, teaching

institutions are the primary facilities where physicians who eventually

practice in communities and other hospitals across the country receive their

most intensive clinical training. It is important to recognize that the costs

of this training are absorbed not by the communities in which physicians

eventually locate, but by the communities and the institutions in which the

physician trains.
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COSTS OF MEDICAL EDUCATION

For many years, researchers, hospital administrators, and those involved in

the development of health policy have attempted to identify and isolate the

"costs' of graduate medical education. Clearly, costs in teaching hospitals

are consistently higher than in non-teaching hospitals. Part of that

difference can be readily identified as stipends for interns and residents,

and wages and salaries for faculty. But, after accounting for these costs,

substantial differences remain. The factors that contribute to t~ts

discrepancy include:

0 longer lengths of stay,, more intensive use of ancillary services, and

higher staffing levels resulting from the training of interns and

residents;

6 longer lengths of stay, more intensive use of ancillary services, and

higher staffing levels resulting from differences in the mix of

patients treated in teaching versus non-teaching hospitals;

0 differences in the apparent "efficiency" with which special unit and

regionalized resources are used--for example, "idle" time or

"standby" capacity for particular technologies; and

0 differences in wages and prices paid for other resources stemming

from greater skill levels or location.
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Most of these factors are related to differences between the case mixes of

teaching hospitals and non-teaching community hospitals. Though the DRG

system currently used by the Medicare program is intended to measure

differences in case-mix, substantial evidence is accumulating that many

case-mix differences are not reflected in DRGs. Until these variatons can be

measured, it will be difficult, if not virtually impossible, to accurately

pinpoint the costs of graduate medical education.

(IJRRLNT MEDICARE POLICY

The costs of graduate medical education are treated in two separate components

under current Medicare policy: direct costs and indirect costs. Direct costs

include the salaries and stipends of faculty and house staff enrolled in

residency training programs, as well as the overhead costs associated with

these programs. Indirect costs include the higher patient care costs that

result from residency training, such as longer hospital stays, more intensive

use of ancillary services, and higher staffing levels. The adjustment for

indirect medical education costs is designed to cover these costs as well as

other costs that are not fully compensated by the DRG system.

hben Congress designed the prospective pricing system, both the direct and the

indirect costs of medical education were recognized. Medicare's share of the

direct costs is reimbursed to the hospital, and a special allowance based on
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the relative size of the hospital's teaching program provides reimbursement

for the indirect costs. The direct education cost pass-through is relatively

well established and appears to adequately recognize the direct costs of

graduate medical education, as it has for the past 10 years. The indirect

education allowance is more troublesome.

In implementing the system of cost-per-case limits created by the Tax Equity

and Fiscal Responsibility Act of 1982, P.L.98-248, the Health Care Financing

Administration (HCFA) estimated that costs increased by 6.06 percent for each

increment of 0.1 in the ratio of interns and residents to beds. In other

words, HCFA estimated that costs in a 500-bed hospital that had SO interns and

residents would be 6.06 percent higher than in a non-teaching hospital. This

adjustment was part of the Administration's original proposal for a Medicare

prospective pricing system: the DRG prices paid to a teaching hospital would

have been raised by 5.8 percent for each increment of 0.1 in the ratio of

interns and residents to beds.

A Congressional Budget Office (CBO) analysis of this proposal, however,

indicated that such an adjustment would be inadequate, and that most teaching

hospitals would have operated at a loss under this system unless substantial

reductions in costs were achieved. Two key points were raised by CBO's

analysis:

6 the higher costs of teaching hospitals were the result of a higher

level of severity of illness among the patients treated in those

institutions--differences that the DtG system did not adequately

reflect; and
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0 the reduction in costs that would be required to operate under the

Administration's proposal would result in the elimination of many

needed specialty services.

The solution adopted by Congress to address this problem was to double the

indirect education factor proposed by the Administration and to establish

separate price schedules for urban and rural hospitals. The doubling of the

indirect education factor substantially reduced the penalty that teaching

hospitals would have suffered, making the adoption of uniform national pricing

appear more feasible.

ASSESSMENT OF CURRENT POLICIES

It is too soon to determine if the policies adopted by Congress in 1983 will

appropriately compensate for the costs of both graduate medical education and

the more complex and severely ill case-mix of teaching hospitals. Because

many teaching hospitals have been operating under the DRG system for less than

three months, they have not yet been able to assess the financial impact of

the new system on their institutions.

While it appears that current policies are working reasonably well at this

preliminary stage, several problems have surfaced.

I #
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0 Although relatively few teaching hospitals are located in rural

areas, those few are heavily penalized by Medicare's urban/rural

price differences despite the indirect education factor. This

arbitrary penalty stems from the typical rural hospital's operating

50 or fewer beds and not offering the comprehensive scope of services

found in a teaching facility. In fact, many small, rural hospitals

depend on rural teaching hospitals as a source of care for patients

who require referral for specialized services. Provisions of the

recently enacted Deficit Reduction Act of 1984, P.L.98-369, attempt

to address this issue and should solve many of these problems.

0 Because a substantial part of the teaching adjustment stems from

case-mix differences not reflected by DRGs, teaching hospitals with

high severity levels, but relatively small teaching programs, are not

adequately compensated by the current policy. Moreover, non-teaching

institutions that serve as referral hospitals and treat severely ill

patients, and have case mixes comparable to those of their teaching

counterparts, do not benefit from the education adjustment.

Therefore, these hospitals receive unfairly low payments for not

having educational programs.

* The teaching factor is based on the costs of an "average" teaching

hospital. Those hospitals with education programs or hospital case

mixes that differ substantially from the "average" teaching

hospital's will receive an adjustment that does not necessarily

reflect their legitimate costs.
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OBJECTIVES FOR EDUCATION POLICIES

The AIA believes Medicare payment policies for the cost of graduate medical

education programs should be guided by several principles:

* First, Medicare, as any other payer, should pay its proportionate

share of both direct and indirect medical education costs. Unless

Medicare and other payers recognize this responsibility, teaching

hospitals will not be able to compete effectively in an increasingly

competitive market. In fulfilling this responsibility, it must be

recognized that this contribution will be vital in determining the

overall level of support for graduate medical education in this

country.

0 Second, Medicare policies should recognize the value of graduate

medical education to patients, Medicare beneficiaries, and the public

at large. Academic medical centers are the institutions where new

technology is developed and often serve to diffuse new medical

knowledge throughout the country. Failure to adequately support

these institutions will seriously jeopardize continued progress in

medical science and practice.
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0 Third, Medicare policies should recognize that at least some of the

costs associated with graduate medical education cannot be easily

identified. Every effort should be made to more adequately account

for real differences in hospital case-mix in refining the DRG system.

* Fourth, Medicare policies should not produce unfair shifts in the

distribution of revenues among hospitals. While some reallocation

may be appropriate--it should reflect-differences in efficiency and

not differences in the types of patients treated in different

hospitals. Major reallocations, however, are likely to be the result

of Imperfect knowledge or data, and will be highly unstable as the

quality of data improves.

If these principles are not kept in mind as the effects of current policies

are evaluated, the consequence may well be the denial of certain costly, but

valuable, services to many communities.

CONCLUSION

Hospitals with graduate medical education programs play a pivotal role in the

training of physicians and in exploring the frontiers of medical research.

Moroever, these institutions provide highly sophisticated health care services

to patients, Medicare beneficaries, and the general public. Providing proper

financing for graduate medical education is crucial to maintaining the highest

quality health care in this nation. The Association looks forward to working

with this subcommittee in developing a fair and equitable policy that

addresses the issues we have outlined.
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STATEMENT OF RICHARD J. MINOR, PRESIDENT OF THE GRAND-
VIEW HOSPITAL, DAYTON, OH, ON BEHALF OF THE AMERICAN
OSTEOPATHIC HOSPITAL ASSOCIATION, WASHINGTON, DC
Senator DURENBERGER. Mr. Minor, welcome.
Mr. MINOR. Thank you, Mr. Chairman.
I'm Richard Joseph Minor, president and chief executive officer

of Grandview Hospital, a 452-bed osteopathic teaching hospital in
Dayton, OH, not too far from Chicago. I'm also president and chief
executive officer of GrandCor, our parent holding company.

Currently, I'm chairman of the American Osteopathic Hospital
Association's Committee on Hospitals with Teaching Programs. Ac-
companying me in the audience is Mr. Martin A-. Wall, -vice presi-
dent of government affairs for the American Osteopathic Hospital
Association.

In that capacity, I am here speaking for the American Osteo-
pathic Hospital Association today. I would like to thank you, Mr.
Chairman, for giving us that opportunity, and I promise to keep
my remarks short.

I'm going to try to summarize some of the important points that
are contained in our testimony.

The American Osteopathic Hospital Association considers the
treatment of medical education under Medicare as top public policy
priority.

If major changes were to be made in that, we feel that it might
have an adverse effect on the teaching programs set aside for the
osteopathic profession. And we consider the osteopathic profession
the only comprehensive alternative medical system available to the
American consumer today.

You have heard Dr. Cohen talk about the osteopathic medical
education model earlier so I won't repeat that. However, we feel its
distinction in several ways. The mass majority of our teaching hos-
pitals are relatively small community institutions. Only 4 of the 15
medical colleges offer operating hospitals. All osteopathic hospitals
of more than 200 beds are teaching institutions. And 70 percent of
those between 100 and 199 beds have teaching programs. Of our
200 hospitals, 111 are teaching hospitals.

These community programs are producing mostly primary care
physicians. You have probably in previous hearings heard how
many family practitioners or general practitioners the osteopathic
profession has generated over the years. They did it before the
word was popular.

As was observed earlier today, these physicians are going to be
the first stop for the care of an aging population which is expected
to expand considerably in the years to come.

Our physicians are practicing hands-on or wholistic care. Now
nearly half of our physicians are in communities of less than 50,000
population. Thus, osteopathic medical education is producing physi-
cians that Federal policy advocates.

The hands on aspect of the education extends down to the clini-
cal clerk level also. Although as you heard earlier today in testimo-
ny, that has not been included in the current method of reimburse.
ment.
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While it's too early to judge finally the Medicare prospective pay-
ment system overall, we are facing some very realistic problems
that are associated with that. We have all experienced drops in
census, reduced lengths of stay, increasing outpatient activities. It's
affecting our hospital's ability to meet increasing demands for med-
ical education needs.

We have all heard about the intern crunch which is supposedly
upon us. We have been approached by the various schools to, in
effect, accept more interns. As one of the panelists observed today,
there is a negotiation and an act of negotiation going on between
the management of the institution and the directors of medical
education or the deans of the various departments. There is not a
willy-nilly movement to increase those programs without consider-
able thought and foresight. '

The AOHA supports the current payment mechanism for gradu-
ate medical education and urges that any changes await studies
which are already underway. Under any policy changes, such as a-
grant mechanism, we would urge that the principle of separate but
equal for the osteopathic profession be preserved as it is in the
present certificate of need legislation.

We also urge that the type of physician that we are training, the
general practitioner -and primary care physicians, be considered in
any policy scenario. And we are really confident that that will be
done.

We pledge our data and assistance in participation with this
committee in its endeavors.

Thank you for the opportunity to present our views.
Senator DURENBERGER. Thank you very much.
[The prepared written statement of Mr. Minor follows:]
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Introduction

Mr. Chairman, I am Richard J. Minor, President, Grandview

Hospital, Dayton, Ohio, a 452 bed osteopathic teaching hospital.

I am also Chief Executive Officer of GrandCor (Grandview

Hospital's parent organization), as well as the current Chairman

of the American Osteopathic Hospital Association's (AOHA's)

Committee on Hospitals with Teaching Programs. Today I am

speaking on behalf of the AOHA, the national organization

representing the more than 200 osteopathic hospitals in the United

States. Accompanyin- me is Martin A. Wall, AOHA's Vice President

for Government Affairs.
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It is my pleasure to be with you today to present the osteopathic

hospital perspective on issues pertaining to medical education -

the most critical policy area facing our profession.

Osteopathic Hospital Profile

Osteopathic hospitals serve as the primary institutional care

facilities for those individual consumers who choose to receive

their care from the 21,600 practicing osteopathic physicians in

the United States. Osteopathic hospitals have nearly 25,000 beds

available and in 1983, treated about 845,000 inpatients and nearly

4 million outpatients. In this era of competition, osteopathic

medicine represents the only recognized comprehensive alternative

to traditional medical care.

Our institutions and medical profession emphasize wellness and

preventive care resulting in a "patient oriented approach" to

medical treatment. Osteopathic hospitals provide a health care

choice to the American people based on a distinctive medical

philosophy offering patients a personalized, wholistic, "hands on"

approach. With many of our hospitals located in rural and

semi-rural areas, and with nearly half of our institutions having

less than 100 beds and 80% having less than 200 beds, the

osteopathic hospital profile reflects a very special community
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orientation. The fact that nearly 90% of practicing osteopathic

physicians deliver primary care with half practicing in

communities of less than 50,000 persons, is further evidence that

our profession is on the cutting edge of community health care

needs. With this backdrop, it is our pleasure to convey to the

Subcommittee the trends we see developing in osteopathic teaching

hospitals; a description of the osteopathic model; an explanation

of the vital role medical education plays in our hospitals; and,

the effects of current Medicare policy on the osteopathic teaching

institution. We will also present our evolving thoughts on

options under consideration in the federal policy arena.

The Osteopathic Teaching Hospital

The training of tomorrow's general practitioners and family

physicians is a top priority for osteopathic hospitals. Federal

policy regarding the treatment of medical education costs was the

Association's major policy concern during the deliberations on

Medicare prospective payment and continues to be today. The

reason for this is evident when examining the role osteopathic

hospitals play in training osteopathic physicians. Of the 200

osteopathic hospitals in the United States, 111 are osteopathic

teaching institutions. Tie overwhelming majority of our teaching
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hospitals are community tcilities and not academic health

centers. In fact, all of our community hospitals with 200 - 299

beds are teaching institatinns, while 70% with 100 - 199 beds have

teaching programs. Only four of the fifteen osteopathic medical

colleges currently operate teaching hospitals.

When considering policy regarding the financing of medical

education under Medicare, AOHA believes that the needs of the

smaller community hospital with a teaching emphasis should be

reflected.

The Osteopathic Teaching Model

The osteopathic teaching hospital role in training general

practitioners and specialists begins during the osteopathic

medical student's undergraduate training. Our educational model

stresses clinical exposure through externships and clinical

clerkships. This type of hands on clinical education is an

essential ingredient to train the osteopathic physician. As

recent news reports have indicated, traditional medical education

is being criticized for not emphasizing "hands on" exposure.

Unfortunately, current federal policy is already having a negative

impact on the further development of these needed clinical

experiences. The Health Care Financing Administration has defined
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such clinical training of students enrolled in medical education

programs as a normal operating expenditure of hospitals. Thus,

the funding of such undergraduate clinical clerkships must be

supported directly from the prospective payment rates. With the

census dropping in osteopathic hospitals nationwide, and pressures

to curtail certain services growing, our institutions iire finding

it increasingly difficult to support these essential undergraduate

medical programs.

The osteopathic hospital has traditionally had primary responsi-

bility for conduct of internships and residencies. Under the

osteopathic graduate medical education model, all osteopathic

physicians must engage in a one-year rotating internship during

which they receive clinical exposure in a multitude of medical

areas. This builds the foundation for the general practitioner -

the backbone of the osteopathic profession. Completion of the

rotating internship allows an osteopathic physician to practice

general medicine under all federal statutes and all state statutes

with the exception of New Hampshire, where two years of

post-graduate training is required for all physicians.

Residency training, especially in the primary care specialties, is

playing an increasingly important role in our teaching hospitals.

While our general practice model consists of a one-year rotating
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internship followed by a one-year residency, other specialties

require from two to six years additional training. The average

length of osteopathic residency programs iq 2.5 years.

There are currently 1,408 approved osteopathic intern positions

and 1,688 approved residency training positions. These positions

are approved by the Bureau of Professional Education of the

American Osteopathic Association (AOA), the accrediting arm of our

profession.

The Intern "CrUnch"

The osteopathic profession is now facing a crisis regarding the

long term ability of our osteopathic teaching hospitals to provide

the necessary intern and residency programs needed for our new

physicians. Our hospital system is not growing and, in fact, will

likely be reconfigured as the pressures of Medicare and other

financing programs take further hold. Osteopathic hospitals are

faced with the dilemma of reacting quickly to external demands to

constrain programs while meeting an increasing demand to train

needed osteopathic physicians. This has resulted in an intern

"crunch" in our hospitals.
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Historically, about 6-70 of AOA approved intern positions

nationally remain unfunded in our hospitals. In 1984, that figure

has reached 13% due to declining census, shorter lengths of stay,

a shift toward ambulatory services and concerns about future

funding. Our profession is attempting to work out these problems

within the osteopathic family, but the options are limited.

Obviously, any federal or state policy initiatives that limit

payment for teaching purposes will further exacerbate our

problems.

Current Federal Policy

Under the present Medicare prospective payment law, osteopathic

teaching hospitals are treated no differently than other teaching

hospitals. It is really too early to fully evaluate how the

current payment system is working in our hospitals, however, the

effect on graduate medical education is being felt. In order to

remain competitive, it is becoming increasingly difficult to

provide quality internship programs with a significantly reduced

census and an inadequate case load for teaching purposes.

The Association continues to support the exclusion of direct

medical education expenses from the prospective payment system and

the additional payment for indirect education expenses. We
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believe that this adjustment is still needed for the same reasons

that the Congress saw fit to include it when enacting the

prospective payment system. Tests and procedures ordered by

interns and residents, the demands placed on other staff as they

participate in the education process, and other related expenses

continue to be legitimate costs.

AOHA believes that any change in federal policy should await

further study. Hopefully, the five-year federally funded study of

the cost of graduate medical education currently underway will be

helpful in evaluating these issues. One question the study may

answer is how well current case mix indexes measure the severity

or intensity of cases treated in teaching hospitals. While

severity of cases should be a factor in determining whether

teaching hospitals should be treated differently under any payment

system, we do not believe it should be the only criterion. Our

hospitals are community institutions, and ninety percent of our

physicians are being trained in primary care. Federal policy

emphasizes the need for primary care physicians. We feel the

training we are providing is consistent with that aim and should

be reflected in any formula for payment to teaching hospitals.
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Perspectives on Potential Policy Options

Mr.\ Chairman, during this early examination of possible

alternatives to the current reimbursement formula for graduate

medical education, AOHA would like to offer our preliminary

perspectives on several general policy thrusts that have been

discussed and debated informally. We realize that no formal

proposals have been introduced or reviewed by the Subcommittee.

One alternative to the current payment system is the establishment

of a medical education grant program, possibly in the form of a

block grant to states. Under this concept, states would receive

an allocation of money based on the -umber of filled intern and

residency positions at hospitals. States would disseminate the

bulk of funding directly to hospitals based on the number of

training positions available. From the osteopathic hospital

teaching perspective, the great disadvantage t6 this approach is

the fact that our hospitals have a relatively small number of

training slots. This could present a serious problem to such

hospitals if the size of a hospital program was the basic factor

considered in determining payment. We are also concerned that

politics could play a large part at the state level in determining

which teaching hospitals would get grants. We would urge that the

established federal principle recognizing that the needs of 
-
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osteopathic hospitals be considered on a separate but equal basis

be a fundamental aspect of any such program. This principle is a

component of the certificate-of-need program and requires

proposals of osteopathic hospitals to be judged solely on the need

for osteopathic services and facilities in a given community.

Another scenario would be to fund medical education programs

through tax revenues. It could be argued that this is a fair

approach since all tax payers would be subsidizing medical

education. However, this would necessitate the acceptance of the

principle that the country as a whole would be willing to accept

the training of physicians as a national need. Again, politics

could play a part in such an approach especially in light of

shifting moods regarding tax policy.

Another proposal would utilize-a professional peer review process

to award federal funds for medical education activities. The key

for osteopathic teaching hospital's under this notion would be the

identified criteria utilized in deciding which hospitals receive

federal funding. Again, we feel there might be a built-in bias

against the osteopathic teaching hospital in favor of the larger,

academic institution. Our hospitals would need to be assured that

our applications would be treated in a distinct fashion and in

terms of the need for osteopathic services.



199

Conclusion

Mr. Chairman, the American Osteopathic Hospital Association

understands that this hearing is a preliminary view of the overall

issues facing medical education under Medicare. We urge that the

osteopathic training model be considered in any future

deliberations on these critical issues. We strongly feel that our

teaching programs are producing the types of physicians that this

country needs. The emphasis on primary care and providing service

in medically underserved areas is a historical role of the

osteopathic teaching hospital. We hope the Subcommittee will

continue to consider how our alternative medical system is

providing a real health care choice for the American people.

We thank you again very much for the opportunity to present our

perspectives on this critical issue.
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Senator DURENBERGER. On page 7 of your testimony, Mr. Minor,
I noted that 13 percent of your approved intern positions are un-
funded. I wonder if you could explain that a little further. Do your
institutions not receive payment for stipends and salaries and-so
forth that result from internship?

Mr. MINOR. No, we do. It's the question of theintern crunch and
an increasing demand for positions. And there have been several
institutions in the profession-I probably shouldn't say several. It
would be more accurate if I should say a couple-which have made
the decision to discontinue their medical education programs be-
cause of the economic environment that they feel they face. And as
a result of that, with the increasing numbers of interns coming
onto the marketplace, and with a couple of institutions ceasing to
participate, institutions such as ours are asked to expand their pro-
grams. And some are declining to do so for a variety of reasons.

And that leaves unfunded positions.
Senator DURENBERGER. You don't, I take it, then have the same

sort of claim to high intensity in the patient care requirement at
your teaching institutions that we would hear from Mr. Everhart
and some of the other hospitals.

Mr. MINOR. Well, there might be two observations on that, Mr.
Chairman. One is that in the smaller hospitals, you will probably
see a trend to keeping patients longer that normally used to be
sent to the larger teaching institutions, for obvious reasons. In ad-
dition to that, in institutions such as the one that I manage, I
think we have exactly the same problems, although we don't have
the same number of very large institutions.

Senator DURENBERGER. Mr. Everhart, I take it the American
Hospital Association position right now is sort of a no position. It is
sort of too early to say that there is anyhing wrong with the cur-
rent system, and also too early to say that there ought to be some
changes and specifically what those changes might be. Is that cor-
rect?

Mr. EVERHART. I think that's quite accurate, Mr. Chairman. The
fact is that a lot of hospitals in the country have just gone on the
DRG prospective rating system the last 3 months. I think that is
inadequate to really judge what impact that is going to have on a
lot of hospitals. I, or example, just went on DRG's at the first of
September. We were fortunate to have a fiscal year that begins on
September 1, so we have a bit of a grace period.

But I think the other point that I would make is that we as an
association are very much a part of and concerned with the study
that the AAMA and COTH are doing and the newly created com-
mittee there is one which is supported totally by the AAHA. And I
think we alre waiting what comes out of the deliberations of that
group as well as what finally comes out of the Arthur Young study.

e are very interested in that study, and we have seen prelimi-
nary results which certainly are not extensive enough to reach any
conclusions from them.

Senator DURENBERGER. But your association represents users as
well as providers. And is there something going on within the
American Hospital Association to address what could at some point
be a potential for conflict between the institutions that are educa-
tors and the institutions that are users of services? Or is it just-
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I'm trying to lead up to asking you to respond to some of the ques-
tions that were proposed earlier to some of the people about what's
the market place out there for residents and interns, and who is in
control of the marketplace right now, and what is this negotiating
process that I have heard about. And in whose favor does it work.

And my problem is that I sit here believing that I have been
pretty generous with medical education. Although it's only 25 per-
cent this year, you can't feel the generosity yet, but by next year
and the year after you certainly will. [Lauqhter.]

Senator DURENBERGER. And I wouldn t want you to get the
notion that it is going to get more generous or for the association
to get the notion that it might get more generous beyond that
period of time.

Is there not some potential for difference within the hospital as-
sociation as between the providers?

Mr. EVERHART. Oh, absolutely. The American Hospital Associa-
tion represents over 6,000 institutions in this country, only 400 or
so of which are the biggies in terms of the teaching hospitals, as
being defined by the numbers of house officers and so on. So there
is a real potential within the AHA for all kinds of conflict. But
then there always has been because it has represented the inter-
city; it has represented rural institutions; it has represented
chains; it has represented the for profits. It is all things for all
people. And I think they do an amazingly good job of synthesizing
the needs of those various institutions and assisting Congress and
other public agencies in the country to arrive at some reasonable
policy.

But within the AHA there are all kinds of factions, each one of
which is concerned about its future, and each one of which is
spending a lot of time deliberating on--

Senator DURENBERGER. I didn't want to take in factional politics
because I assume that exists and that all the folks that we see do
an excellent job of communicating without letting us know there
are those factions. [Laughter.]

Senator DURENBERGER. But I would like for you to describe for
us, without describing the factional politics, in an economic sense
the need that the 6,100 have or the 5,700 have for the 400. And just
how that interrelationship is working today.

Mr. EVEhiHART. OK. I think that interrelationship is a traditional
one, and I believe it is one that is generally accepted. The fact is
that the teaching hospitals are the institutions which do, in fact,
educate and train the physicians which staff and populate the bal-
ance of those institutions around the country. And that's part of
our mission. It's part of our goal. It's part of the purpose that
teaching hospitals have.

Sure, we transport our product. There are seven medical schools
through the city of Chicago. There is no way that the graduates of
those schools and the graduates of the teaching hospitals associated
with those schools are going to stay in Chicago or Illinois to prac-
tice medicine. They are, in fact,lexported to the rest of the country,
and that's part of our function.

On the other hand, I think hospitals around the country do, in
fact, accept and recognize that teaching institutions, such as those
that are represented by COGA or such as those which are repre-
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sented by me, have a function of education of physicians upon
which they are quite dependent. And that's recognized within AHA
and it's recognized within, I think, the family of institutions that
are our hospitals in this country.

Senator DURENBERGER. Two things are happening, of course. One
is we are changing the prospective payment system and we are hit-
ting harder at the 5,700 then we are hitting at the 400. And, also,
there is this element of choice of health plans out there. And the
increase in preferred provider organizations and so forth.

At some point, it seems to me, even in Chicago that might have
an impact on the way Blue Cross or somebody else buys hospital
services. At that point in time, it strikes me that it becomes an
issue for this 5,700 to address in some way because I take it they
need some of the rest of these people. And yet they don't want to
have to participate in paying for those services directly if they can
help it. Some States, when they see this competition coming and
they see the cost of graduate medical education or the cost to the
poor staring the politicians in the face, turn right around and say,
well, we ought to solve that one. We will just add a tax to every
visit to a hospital, or a tax to every visit to the doctor, or a premi-
um tax on insurance. And then right away the cost of getting into
hospitals increases in order to keep seven hospitals in Chicago
going.

Is that a likely scenario? And, if so, do you know how the AHA is
going to be able to respond to it?

Mr. EVERHART. Well, to answer the second question first, I do not
know how the AHA will respond to it. I'm not sure it's an accurate
scenario. Certainly hospitals such as mine are increasingly con-
cerned about our competitive position. You are familiar with this
dilemma in the Twin Cities certainly. The University of Minnesota
hospital haD been slow to respond to some of the pressures for cost
reduction and new alternative delivery systems. And as a result, its
occupancies are a problem. And its costs are a problem.

The same thing is true with reaching hospitals around the coun-
try. I think all of us are experimenting with the new alternative
systems, with PPO's, with HMO's. And we are mindful that we
have got to be more competitive with community institutions in
terms of our pricing policy.

This means that there has got to be a certain amount of downsiz-
ing. It means that we are going to have to reduce current levels of
expenditure. It's going on in every teaching hospital that I'm
aware of.

And at the same time, we have to continue to offer programs
which continue to attract patients into our particular kind of envi-
ronment. You do that with cost competition. You also do it with
quality. And one of the things that doesn't get said perhaps be-
cause it's politically difficult to enunciate is the fact that a good
teaching hospital attracts good physicians who in turn provide good
medical care. And I think generally people in the communities that
we are serving understand and appreciate that. And, hopefully,
over time will be able to pay some premium for that kind of qual-
ity.

I don't know if that answers your question. I think the AHA, as
a body, has a real problem with its variegated constituency in ad-
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dressing that issue because there is one group that is working on
teaching problems and another that is working on innercity prob-
lems and so on.

Senator DURENBERGER. Two other questions, and it probably ap-
plies to both of you. Do hospital administrators see residents as
presenting payroll expense problems, collective bargaining prob-
lems, malpractice premium problems, ancillary test add-on prob-
lems? Are they perceived as having a down side as well as an up
side?

Mr. MINOR. Dave wants me to take that one first. I think in all
candor the answer to that, generally speaking, is "yes." I think all
those issues come to bear in either every element or specific ones
over a period of time.

I don't think that those that are controllable are going without
attention, though. I know that in many of our institutions today
you will find specific educational programs designed and developed
to make the intern and resident stay more responsible and respon-
sive to controlling this phenomena of "over-ordering tests," to the
degree that that can be done while they are still in a learning envi-
ronment. In fact, in preparation for this meeting I read an article
in the New England Journal of Medicine which was a highly statis-
tical approach toward that very phenomena. Obviousl , they are an
expense. We see them as an expense.

I think our challenge, along with that of everyone, is to get the
most bang for the buck, if you will excuse the expression, out of the
product t at we produce. And this is why it's important to us that
some of the studies are in part zeroing in not just on the intensity
or the severity of care, but are considering such elements as what
types of physicians should be trained and what specific environ-
ment should they be trained in, and in what specialty should they
be trained, or family practice emphasis.

So I think in answer to your question, if I have answered it, is
that all of those are a factor, but are being dealt with as individual
elements of emphasis.

Senator DURENBERGER. Right.
Mr. EVERHART. I think I would answer a little differently. I think

on balance those problems which you enunciated are on the down
side or are balanced on the positive side by the contributions that
house officers make. And on balance, I am still, as a hospital direc-
tor, very much concerned in trying to find the resources to support
that process of teaching and learning in a hospital that we know as
graduate medical education.

Now, sure, we have to be concerned about where to find money
to meet a payroll and the numbers game. And we do exercise con-
trol on numbers and growth.

We are very much concerned about utilization review in utiliza-
tion of ancillary services. But I think the same utilization concerns
apply frequently even more arduously to senior staff than they do
to house staff.

Malpractice, our experience has not indicated that although they
get involved in malpractice actions, they are not the target nor the
cause of malpractice as nearly as frequently as other more mature
physicians.
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So I think on balance, even as a manager and a guy concerned
with the budget of our institution, they are a positive asset.

Senator DURENBERGER. All right. Thank you both very much for
your testimony, your written testimony as well as your response to
the questions.

I believe that concludes the hearing. The hearing is adjourned.
[Whereupon, at 4:49 p.m., the hearing was concluded.]
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